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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned a deficiency of
$304, 328 in petitioner’s Federal income tax for the taxable year
ended June 30, 2000 (year at issue).

We nust deci de whether petitioner is entitled to deduct for
the year at issue the portion of a $902,476 paynment that it nade

to its sole stockholder and officer in excess of the anpbunt of
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such paynment that respondent concedes petitioner may deduct.! W
hold that it is not.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme of the filing of the petition in this case,
petitioner’s principal place of business was in Phil adel phia,
Pennsyl vani a.

In May 1999, the nane “Chickie’s and Pete’s” was registered
with the United States Patent and Tradenmark O fice (U S. Patent
and Trademark office).? On or about Septenber 1, 1999, peti -
ti oner began operating a bar/restaurant under that nane on
Roosevelt Avenue in Phil adel phia, Pennsylvani a (Phil adel phia).

At all relevant tines, Peter C arrocchi, Jr. (M. C arrocchi),
was petitioner’s sole stockhol der and officer, as well as the
sol e stockhol der and officer of 4010, Inc., which operated a
bar/restaurant under the nanme “Chickie’ s and Pete’s” on Robbins
Avenue in Phil adel phi a.

On April 12, 1999, 4010, Inc., and Ogden Entertai nment, Inc.
(Qgden), which was operating food and beverage concessi ons at

Veterans Stadiumin Phil adel phia (Ogden’ s Veterans Stadi um

!Respondent concedes that petitioner may deduct $441, 210 of
t he $902, 476 paynment in question.

2The application to register the nane “Chickie’s and Pete’s”
was submtted to the U. S. Patent and Trademark office on Apr. 17,
1998.
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concessions), entered into a |icense agreenment (Ogden |icense
agreenent). That agreenent provided in pertinent part:

VWHEREAS, Licensee [(Ogden] operates the food and
beverage concessions at Veterans Stadi umin Phil adel phi a,
Pennsyl vani a (“Veterans Stadiuni);

WHEREAS, Licensee desires the right to use the

Trademark [i.e., “"CHHCKIE' S & PETE' S and the goodw ||
associated therewith] and the recipes and nmenu itens devel -
oped, formul ated and tested by Licensor [4010, Inc.] (such
reci pes and nenu itens being the “Licensed Rights”) at its
| ocation at 4010 Robbi ns Avenue, Phil adel phia * * * to
identify the goods and services being |icensed to Licensee
under this Agreenent (the “Business”); and

WHEREAS, Licensor is willing to grant to
Li censee a non-exclusive license to use the Trademark
and the Licensed Rights in the identification and
operation of Licensee’ s Business pursuant to the provi-
sions contained in this Agreenent.

NOW THEREFORE, in consideration of the
mut ual covenants and prom ses hereinafter set forth
the parties, intending to be |egally bound, hereby
agree as foll ows:

1. G ant of License.

(a) Licensor hereby grants to Licensee,
subject to the provisions of this Agreenent, the non-
exclusive license to use the Trademark and such ot her
vari ations of the Trademark as may be authorized by
Li censor in the operation of a food service business
together wth the Licensed Rights only at * * * Veter-
ans Stadium (the “License”). * * *

(b) Except as set forth in Paragraph 1(a)
above, this Agreenent shall in no way |[imt Licensor’s use
of the Trademark or the Licensed Rights inits current
operation or in any future endeavor which Licensor may
pursue or desire to pursue, including but not limted to,
operating or licensing others to operate Chickie’'s & Pete’s
concessions in any other stadium arena or other simlar
venue.

(c) In consideration for the granting
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of this License, Licensee shall make the follow ng
paynments to Licensor at the tinmes and in the manner set
out bel ow

(1) Licensee shall pay a one-
tinme fee of Ten Thousand
Dol I ars ($10, 000.00) as
an initial License fee
whi ch fee shall be paid
no later than the
execution of this
Agreenent, at which tine
it shall be deened fully
earned, due and payabl e.
The initial License Fee
i s not refundabl e under
any circunst ances.

(1i) As a continuing fee
(“Royalty”) on or before
Tuesday of each week
during the termof this
Agr eenent, Licensee shal
pay to Licensor a sum
equal to el even percent
(11% of the G oss Sales
for the seven (7) day
period ending at the
cl ose of business on the
Sunday precedi ng such
Tuesday.

(A) The term*“&Goss Sal es”
means all of Licensee’s
recei pts from operations,
sal es, charges, fees,
orders taken, services,
concessi ons, busi ness
i nterruption insurance and
all other revenues of any
ki nd and nature, whether
for cash or credit, in,
from about or by reason of
t he operation of Licensee’s
Busi ness under the
Trademar k and Licensed
Ri ghts but excludes inter-
conpany transfers, bona



2.

fide credits and refunds
upon return of nerchandi se,
di scounts, tips, the value
of any coupon, voucher or
al | onance issued or granted
to a custoner of a
restaurant in furtherance
of any pronotional program
and which is received and
credited in full or partial
paynment for products or
services sold at the

Busi ness and anounts

coll ected and turned over
by Licensee for use tax,
sal es tax, excise tax and
all other simlar taxes
(other than taxes on net
incone) |levied by any

gover nment al body.

Li censee’s hligati ons and Undert aki ngs.

* * * |jcensee covenants and agrees,

as part of the consideration of the issuance of this License
by Licensor, that Licensee:

*

* * * * *

(1i) shall serve all of the nmenu itens

specified by Licensor as set

forth on Schedule 2(a)(ii) attached
hereto and nade a part hereof (3l

and shall serve only such nenu
itens as are specified by Licensor,
and shall follow all specifications
and formul ae of Licensor as to the
contents, quality and weight of the
unit or products served. |n order
to assure that Licensee operates in
strict accordance with such

st andards, Licensee shall purchase
the goods listed on Schedul e
2(a)(ii) attached directly from

3Schedul e 2(a)(ii) was not attached to the Ogden |icense
is part of the record in this case.

agreenent that
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Li censor or from such sources as

Li censor may designate in witing
fromtime to tinme; * * *

* * * * * * *

3. Li censor’s bligati ons.

Li censor agrees to provide at its own
expense:

(a) an on-site nmanager to train
Li cense[e] and/or its enployees and staff on food produc-
tion, custoner service, staffing and training; and

(b) all materials and information
needed by Licensee to open and naintain the Business
usi ng the Trademarks and Licensed Ri ghts, other than
inventory to be used or consuned by Licensee in the
operation of the Business.

Except for an initial training session that M. C arrocch
provi ded for Ogden personnel, neither M. C arrocchi nor any
ot her enpl oyee of 4010, Inc., had any involvenent in the manage-
ment or operation of the Ogden’s Veterans Stadi um concessi ons.
On Septenber 1, 1999, M. G arrocchi and petitioner entered
into a |license agreenent (petitioner’s license agreenent). That
agreenent provided in pertinent part:
VWHEREAS, Licensee [petitioner] operates the food
and beverage bar/restaurant at 10100 Roosevelt Boul evard,
Phi | adel phi a;
VWHEREAS, Licensee desires the right to use
the Trademark [i.e., CHICKIE S & PETE' S and the good-
w Il associated therewith] and the recipes and nenu
itenms devel oped, fornul ated and tested by Licensor [M.
C arrochi] (such recipes and nmenu itens being the
“Licensed Rights”) at its location at 4010 Robbi ns

Avenue, Philadelphia * * * to identify the goods and
services being licensed to Licensee under this Agree-
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ment (the “Business”); and

WHEREAS, Licensor is willing to grant to
Li censee a non-exclusive license to use the Trademark
and the Licensed Rights in the identification and
operation of Licensee’ s Business pursuant to the provi-
sions contained in this Agreenent.

NOW THEREFORE, in consideration of the
mut ual covenants and prom ses hereinafter set forth
the parties, intending to be |egally bound, hereby
agree as foll ows:

1. G ant of License.

(a) Licensor hereby grants to Licensee,
subject to the provisions of this Agreenent, the non-
exclusive license to use the Trademark and such ot her
vari ations of the Trademark as may be authorized by
Li censor in the operation of a food service business
together with the Licensed Rights only at * * * 10100
Roosevel t Boul evard, Philadelphia * * * (the
“License”). * * *

(b) In consideration for the granting
of this License, Licensee shall make the foll ow ng
paynments to Licensor at the tinmes and in the manner set
out bel ow

(1) Licensee shall pay as a con-
tinuing fee (“Royalty”) peri-
odically each year Twenty-two
and one-half percent (22.5%
of the Gross Sales for the
yearly period Septenber 1st
t hrough August 31%' each year.

(A) The term*“G&Goss Sal es”
means all of Licensee’s
recei pts from operations,
sal es, charges, fees,
orders taken, services,
concessi ons, busi ness
i nterruption insurance and
all other revenues of any
ki nd and nature, whether
for cash or credit, in,
from about or by reason of



t he operation of Licensee’s
Busi ness under the
Trademar k and Li censed

Ri ghts but excl udes

i nt erconpany transfers,
bona fide credits and
refunds upon return of

mer chandi se, di scounts,
tips, the value of any
coupon, voucher or

al | onance issued or granted
to a custoner of a
restaurant in furtherance
of any pronotional program
and which is received and
credited in full or partial
paynment for products or
services sold at the

Busi ness and anounts

coll ected and turned over
by Licensee for use tax,
sal es tax, excise tax and
all other simlar taxes
(other than taxes on net
incone) |levied by any
gover nment al body.

2. Li censee’s hligati ons and Undert aki ngs.

(a) * * * Licensee covenants and agrees, as
part of the consideration of the issuance of this License by
Li censor, that Licensee:

* * * * * * *

(1i) shall serve all of the nmenu itens
specified by Licensor as set forth
on Schedule 2(a)(ii) attached
hereto and nade a part hereof(4 and
shall serve only such nmenu itens as
are specified by Licensor, and
shall follow all specifications and
formul ae of Licensor as to the
contents, quality and weight of the

“Schedul e 2(a)(ii) was not attached to petitioner’s |license
agreenent that is part of the record in this case.
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unit or products served. |In order
to assure that Licensee operates in
strict accordance with such stan-
dards, Licensee shall purchase the
goods listed on Schedule 2(a)(ii)
attached directly from Licensor or
from such sources as Licensor may
designate in witing fromtine to
tiITE; * ok  *

* * * * * * *

3. Li censor’s bligati ons.

Li censor agrees to provide at its own
expense:

(a) an on-site manager to train Li-
censee and/or its enployees and staff on food produc-
tion, custoner service, staffing and training; and

(b) all materials and information

needed by Licensee to open and maintain the Business

usi ng the Trademarks and Licensed Ri ghts, other than

inventory to be used or consunmed by Licensee in the

operation of the Business.

During the year at issue, M. C arrocchi perfornmed a variety
of services for petitioner, including: (1) Designing the |ayout
of petitioner’s bar/restaurant, (2) devel oping the food products
to be served at petitioner’s bar/restaurant, (3) hiring all the
enpl oyees of petitioner’s bar/restaurant, and (4) ordering al
the supplies for petitioner’s bar/restaurant.

During the last six nonths of the year at issue, petitioner
paid M. Ciarrocchi a so-called royalty fee of $902,476 under
petitioner’s |icense agreenent (paynent under petitioner’s

Iicense agreenment). During the year at issue, petitioner also

paid M. Ci arrocchi a salary of $18,000 and a managenent fee of



$90, 000.

Petitioner filed Form 1120, U. S. Corporation |Incone Tax
Return, for the year at issue. |In that return, petitioner, inter
alia, claimed a deduction of $902,476 for the paynment under
petitioner’s |icense agreenent.

Respondent issued a notice of deficiency (notice) to peti-
tioner. In the notice, respondent determned to disallowthe
deduction of $902,476 that petitioner claimed for the paynment
under petitioner’s |license agreenent.

OPI NI ON

Al t hough respondent must have commenced respondent’s exam -
nation of petitioner’s return for the year at issue after July
22, 1998, the parties do not address section 7491(a).®> On the
record before us, we find that petitioner has failed to carry its
burden of establishing that it satisfied the applicable require-
ments of section 7491(a)(2). On that record, we concl ude that
petitioner’s burden of proof, see Rule 142(a); Welch v.

Hel vering, 290 U. S. 111, 115 (1933), does not shift to respondent
under section 7491(a). Moreover, wth respect to the deduction

that petitioner is claimng for the year at issue, deductions are
strictly a matter of |egislative grace, and petitioner bears the

burden of proving that it is entitled to the deduction clai ned.

SAll section references are to the Internal Revenue Code in
effect for the year at issue. Al Rule references are to the Tax
Court Rules of Practice and Procedure.
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| NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992).

On brief, respondent concedes that petitioner is entitled to
deduct as a royalty fee for the year at issue $441, 210 of the
$902, 476 that petitioner clained as a deduction for the paynent
under petitioner’s |license agreenent.® However, it is respon-
dent’s position that petitioner has failed to establish that it
is entitled to a deduction in excess of the anmpbunt that respon-
dent concedes. In support of that position, respondent asserts:

M. G arrocchi testified that he believed that peti-

ti oner should pay a higher royalty fee than Ogden [ paid
under the QOgden |icense agreenent] because he had

devel oped additional recipes for petitioner’s use

* * *  However, both agreenments [the Ogden |icense agree-
ment and petitioner’s |icense agreenent] contain the sane
terms concerning the use of M. Ci arrocchi’s famly recipes.
There is nothing in the Ogden |icensing agreenent that
limts the nunber of recipes covered by the agreenent, nor
did M. G arrocchi testify that there were any such limta-
tions. Therefore, there is no basis for concluding that the
right granted to petitioner under * * * [petitioner’s]
|icense agreenent to use M. G arrocchi’s recipes had any
greater value than the sane right granted to Ogden under
* * * [(gden’s license] agreenent * * *  To the extent that
M. C arrocchi provided services to petitioner that he did
not provide to Ogden, he did so as an officer and enpl oyee
of petitioner and not pursuant to the |icense agreenent.

®Respondent states on brief:

Respondent concedes that the Ogden |icense agreenent

was negotiated at armis length and, thus, is extrenely
probative evidence of the fair nmarket val ue of the
rights conveyed to petitioner under * * *

[petitioner’s] |icense agreenent. Consequently,
respondent concedes that petitioner is entitled to
deduct a royalty fee of $441,210, which is equal to 11%
of its “gross sales” as that termis defined in * * *
[petitioner’s] license agreement. [Fn. ref. omtted.]



Finally, there is no evidence in the record to
support petitioner’s contention that the disallowed
portion of the royalty fee should be treated as deduct -
i bl e conpensation for services rendered. Wiile |I.R C
8 162(a)(1l) allows a taxpayer to deduct conpensation
pai d, the taxpayer nust establish that the parties
i ntended the paynent to be conpensation for services
rendered, and that the amount paid is reasonable. * * *
Here, since the paynent was nmade pursuant to * * *
[petitioner’s] license agreenent, it is clear that it
was not intended as conpensation for the services M.
Ciarrocchi rendered as petitioner’s officer/enployee

* * %

In any event, petitioner has provided no evidence
to support the contention that it woul d be reasonable
to allow additional conpensation exceeding the $108, 000
M. G arrocchi received as salary and nmanagenent fees
frompetitioner for the services he perfornmed as peti -
tioner’s officer and enployee. |If the balance [i.e.,
$461, 266] of the royalty fee exceedi ng the anpunt
conceded by respondent is allowed as conpensation, then
M. C arrocchi’s conpensation for the taxable year
ended June 30, 2000 woul d be $569,266. * * * the record
contains no franme of reference fromwhich to even begin
t he anal ysis the courts engage i n when determ ning
whet her conpensation is reasonable and, thus, deduct-

i bl e under § 162(a)(1). [Fn. ref. omtted.]

It is petitioner’s position that it is entitled to deduct
the entire $902,476 paynment under petitioner’s |icense agreenent,
and not just the $441, 210 that respondent concedes. |n support
of that position, petitioner asserts:

t axpayer [petitioner] is providing royalties to the person

[M. G arrocchi] who provided Italian recipes, and tradi-

tional famly information, along with trade secrets and

met hods in operating this type of restaurant. The anopunt

paid to M. G arrocchi by the taxpayer was and i s reason-

abl e.

It is well established that for a paynent to be
deducti bl e, the payer must have intended the paynent to
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be conpensation for services rendered and it nust be
reasonable in anmount. * * *

The conplete test for royalty fees is that they
are fair and reasonable and are paid for services
rendered. * * *

M. G arrocchi had entered into a fair and reason-
able, armis-length |license agreenent with Ogden Enter-
tainment prior into [sic] his entering into a fair and
reasonabl e |icense agreenment with the taxpayer [peti-
tioner]. Since Ogden was willing to pay 11% of gross
revenues (plus a $10, 000. 00 up-front bonus) to M.

G arrocchi for his mnimal participation, then the
taxpayer in this matter should have expected to pay
much nore for M. Ciarrocchi’s full participation and
creativity.

In further support of petitioner’s position, petitioner
asserts:

Qgden was permtted to use the nane “Chickie’ s and Pete’s”

and the “Crabfries® product only; Chickie' s and Pete’s,

Inc. [petitioner] was permtted to use the name, and all of

the many and varied products, recipes, spices and tech-

ni ques. These additional itens should nore than double, and

maybe even triple, the amount of royalty paid by Petitioner.

The hi gher percentage royalty for a | arger amount and vari -

ety of itens is “fair and reasonable”. * * *

We turn first to petitioner’s contention that, pursuant to
the Ogden |icense agreenent, Ogden was allowed to use, in addi-
tion to the nane “Chickie’'s and Pete’s”, only the “Crabfries®
product, and not any of the other “many and varied products,
reci pes, spices and techni ques” that petitioner clains it was
permtted to use under petitioner’s |license agreenent. On the
record before us, we reject that contention. Ogden’s |license
agreenent did not in any way Iimt the products of Chickie' s and

Pete’s that Ogden was permtted to sell at Ogden’s Veterans
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St adi um concessions.’” |In fact, M. C arrocchi’s testinony estab-
lishes that there was no |imt on the products that Ogden was
permtted to use under Ogden’s |icense agreenent. M. C arrocch
testified:
Wth the devel opnent of the products and Chickie’ s and
Pete’'s, we opened up in Veteran’s [sic] Stadiumin April of
1999 and | went into an agreenent that you spoke of before
with Ogden [i.e., Ogden’s |icense agreenent] * * * where |
woul d sell ny products at the stadium* * * they would use

my name, ny recipes and they would pay nme a royalty for
usi ng them

* * * * * * *

* * * (Qgden Entertainment, they came to ne and

asked if they * * * could sell my products in their

stadiumand | said, sure. That’'d be great and we

di scussed the price and we negotiating [sic] how nuch

it would cost.

It was 11 percent of the gross sales of the sta-

di um of anything that was sold with the Chickie' s and

Pete’s name * * *,

We turn now to petitioner’s contentions that M. G arrocch
performed nore services for petitioner under petitioner’s |icense
agreenent than 4010, Inc., perfornmed for Ogden under (Ogden’s
| i cense agreenent and that consequently it was reasonable for M.
C arrocchi to receive 22-1/2 percent of gross sal es under peti-
tioner’s license agreenent, instead of 11 percent of gross sales,

whi ch was the fee that 4010, Inc., was to receive under Ogden’s

‘See supra note 3.
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license agreenent.® Although not altogether clear, it appears
that petitioner may be arguing that it nade a portion of the
$902, 476 paynent under petitioner’s |icense agreenent in order to
conpensate M. G arrocchi for services rendered to petitioner and
that that portion is deductible under section 162(a)(1). A
paynment is deductible as conpensation under section 162(a)(1) if
it is for services actually rendered to the payor in or before
t he year of paynent and is reasonable in amount.® E.g., Lucas v.

Ox _Fibre Brush Co., 281 U. S. 115, 119 (1930); sec. 1.162-7(a),

| ncone Tax Regs. On the record before us, we find that peti-
tioner has failed to carry its burden of showi ng that any portion
of the $902,476 paynent that it nade to M. C arrocchi in excess

of the anount that respondent concedes is deductible as a royalty

8Pursuant to Qgden’s |icense agreenent, Ogden also agreed to
make at the inception of that agreenment a nonrefundabl e paynment
to 4010, Inc., of $10, 000.

°l n determ ni ng whet her conpensation is reasonable, we have
applied the so-called nultifactor test, see, e.qg., Estate of
VWl | ace v. Comm ssioner, 95 T.C 525 (1990), affd. 965 F.2d 1038
(11th Gr. 1992), viewed through the I ens of an independent
i nvestor, where a case is appealable to a U S. Court of Appeals
whi ch has neither adopted nor rejected the so-called i ndependent
i nvestor test established by the U S. Court of Appeals for the
Seventh Circuit in Exacto Spring Corp. v. Conmm ssioner, 196 F. 3d
833 (7th Gir. 1999), revg. Heitz v. Conmm ssioner, T.C Meno.
1998-220. See, e.g., Haffner’'s Serv. Stations, Inc. v.
Comm ssioner, T.C Meno. 2002-38, affd. 326 F.3d 1 (1st Gr.
2003). The instant case is appealable to the U S. Court of
Appeals for the Third Crcuit. That Court of Appeals has not
adopt ed the so-call ed i ndependent investor test but has endorsed
the traditional nultifactor test. See B.B. Rider Corp. V.
Conm ssioner, 725 F.2d 945 (3d Cir. 1984), revg. and renmandi ng on
ot her grounds T.C Meno. 1982-98.
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under section 162(a)(3) constitutes conpensation for services
rendered that is deductible under section 162(a)(1).

Based upon our exam nation of the entire record before us,
we find that petitioner has failed to carry its burden of estab-
lishing that it is entitled to deduct for the year at issue the
portion of the $902,476 paynent under petitioner’s |icense
agreenent in excess of the anmpbunt that respondent concedes.

We have considered all of the contentions and argunments of
the parties that are not discussed herein, and we find themto be
W thout nmerit, irrelevant, and/or noot.

To reflect the foregoing and the concession of respondent,

Deci sion will be entered

under Rul e 155.

[Reporter's Note: This report was modified by Order dated Nov. 7, 2005.]



