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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned deficiencies in
petitioner’s Federal corporate inconme tax for the fiscal years
endi ng (FYE) June 30, 1995 and 1996 (fiscal years at issue), of

$562, 967 and $502, 786, respectively.?

1 Unl ess otherwi se indicated, all section references are to
(continued. . .)
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After concessions,? the issues for decision are: (1)
Whet her the anounts paid to petitioner’s sole executive and
sharehol der during the fiscal years at issue constituted
reasonabl e conpensati on under section 162(a)(1); (2) whether
petitioner is entitled to deduct advertising expenses under
section 162(a) of $1,105,276 for FYE June 30, 1996; and (3)
whet her petitioner is entitled to depreciate costs incurred in
constructing a houseboat, a floating garage, and a dock under
section 167(a)(1) during the fiscal years at issue.

FI NDI NGS OF FACT

The parties’ stipulation of facts and the attached exhibits
are incorporated herein by this reference, and the facts
stipulated are so found. At the tinme the petition was filed,
petitioner maintained its business office in Wlsonville, O egon.

A. Petitioner’'s Business H story

Petitioner was incorporated by Daniel L. Reeves in the State

of Oregon in 1979.3% Petitioner, an accrual basis taxpayer wth

Y(...continued)
the I nternal Revenue Code, as amended, and Rule references are to
the Tax Court Rules of Practice and Procedure. Anpunts are
rounded to the nearest dollar.

2 At trial, respondent conceded that petitioner was entitled
to deduct a net operating |oss of $320,845 in FYE June 30, 1996,
carried back fromits FYE June 30, 1998. On brief, petitioner
conceded it failed to report interest inconme of $11,516 in FYE
June 30, 1996.

3 M. Reeves originally founded petitioner with two ot her
(continued. . .)



- 3 -
an FYE June 30, was in the business of producing, distributing,
and selling skin care products, tanning |otions, diet aids,
sports performance products, nutritional supplenents, health food
products, and apparel at both the retail and whol esal e | evel s.
Petitioner also provided indoor tanning salon services and its
own printing, advertising, and marketing services. Petitioner
used the business nanes of Vitamn Village for the production and
sales of nutritional supplenents, health food, skin care
products, and tanning lotions; Club Tan for its tanning sal on
services; and Universal Gaphics for its advertising, marketing,
and printing activities.

M. Reeves was petitioner’s president from 1979 and its
secretary, treasurer, and sole shareholder from 1986 through the
fiscal years at issue, and he controlled all aspects of
petitioner’s corporate operations. From 1979 through the fiscal
years at issue, M. Reeves also perforned all of petitioner’s
manageri al duties. He worked nore than 80 hours per week
managi ng petitioner’s research, devel opnent, production, sales,
mar keti ng, and advertising and supervi sed petitioner’s enpl oyees,

i ncluding making all hiring and firing decisions.

3(...continued)
i ndi viduals, Jeff OBrien and R Gail Reeves. M. OBrien |left
petitioner shortly after its incorporation. R Gail Reeves
term nated her positions as petitioner’s secretary and treasurer,
and all stock she owned in petitioner was redeened in FYE June
30, 1986.



B. Spi nof f Cor por ati ons

To reduce petitioner’s potential liability and to increase
efficiency and growh, M. Reeves organized two new corporations
out of petitioner, Cub Tan Centers of Oregon, Inc. (CTC), and
Uni versal Marketing, Inc. (UM). |In Decenber 1994, petitioner
transferred the assets used by A ub Tan to CTC, and on June 1
1995, petitioner transferred the assets used by Universal
Graphics to UM. All of the stock issued by CTC and UM was
transferred to M. Reeves in a section 355 reorgani zation
(spinoff) resulting in petitioner, CTC, and UM becom ng brot her-
sister corporations.

M. Reeves was the president, secretary, treasurer, and sole
shar ehol der of CTC and UM. Although his obligations to
petitioner decreased as a result of the spinoffs, as the sole
of ficer and manager of three corporations, M. Reeves had

significantly increased responsibilities.
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C. Petitioner’s Financial Condition

For FYE June 30, 1985 through 1996, petitioner’s gross

recei pts, net income, and net nmargin were as follows:*

FY G oss receipts Net i nconme Net margi n (percent)
1985 $471, 720 $21, 938 4.7
1986 496, 367 2,614 0.5
1987 628, 333 (26, 344) -4.2
1988 749, 595 3, 363 0.4
1989 1, 044, 449 (49, 205) -4.7
1990 752,702 (5, 281) -0.7
1991 661, 928 (46, 254) -7.0
1992 1,011, 083 7,078 0.7
1993 2,074,682 43, 360 2.1
1994 1, 936, 476 49, 545 2.6
1995 12,501, 980 1,087, 759 8.7
1996 5, 709, 686 398, 585 7.0
1997 2,170, 205 31, 985 1.5

During the fiscal years at issue, petitioner’s sales, costs
of goods sold, gross profits, net inconme, total taxes, net incone
per books, and ratios of gross profit to gross receipts,

expressed as percentages, were as follows:®

4 The stated gross receipts and net incone (taxable incone)
for FYE June 30, 1985 through 1997, were obtained from
petitioner’s Forns 1120, U.S. Corporation Income Tax Return, for
the respective fiscal years.

> The anpbunts listed in this table were reported in
petitioner’s Fornms 1120 for the respective fiscal years at issue.
Net income per books was reported on Fornms 1120, Schedule M1
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FY 1995 FY 1996
G oss receipts $12, 501, 980 $5, 709, 686
Cost of goods sold 6, 128, 126 1,473,083
G oss profits 6, 373, 854 4,236, 603
Net income 1, 087, 759 398, 858
Total tax 300, 374 123, 769
Net inconme per books 742,910 268, 326
Ratio of gross profits

to gross receipts 51% 74%

Petitioner reported the follow ng sharehol der equity during

the years at issue:®

FY 1995 FY 1996
Common st ock $2,770 $2,770
Ret ai ned ear ni ngs 793,574 1, 061, 900
Equity 796, 344 1, 064, 670
Net inconme per books 742,910 268, 326
Return on equity 93% 25%

6 Petitioner’s common stock val ue and retai ned earnings were
reported on its Fornms 1120, Schedules L for the fiscal years at
i ssue.

Because of the spinoffs, the value of petitioner’s conmon
stock was reduced from $3,000 to $2, 770.

Petitioner’s equity was conputed by addi ng petitioner’s end-
of -year common stock value to its end-of-year retained earnings.
Rate of return on equity is conputed by dividing petitioner’s net
i ncone per books by its equity for the respective fiscal years at
i ssue.
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D. Petitioner’'s Enpl oyee Conpensati on

The conpensation petitioner paid M. Reeves each year from

1982 t hrough 1996 was:’

FYE June 30 Conpensati on

1982 $15, 707

1983 16, 100

1984 26, 000

1985 42,000

1986 47,000 (includes $18, 240 bonus)
1987 11, 000

1988 - 0-

1989 22,444

1990 4, 000

1991 - 0-

1992 - 0-

1993 310, 000

1994 182, 300

1995 2,278,000 (includes $2 m|lion bonus)
1996 1,012,000 (includes $1 mllion bonus)

From FY 1982 t hrough FY 1992, M. Reeves’'s sal ary renmai ned
| ow or he was unpaid so that profits could be invested to expand
petitioner’s business. Beginning in FYE June 30, 1993,
petitioner’s business inproved, and profits substantially
i ncreased. Petitioner deducted the conpensation paid to M.
Reeves as officer conpensation on its Forns 1120, U. S
Corporation Inconme Tax Return, in the fiscal years at issue.

I n FYE June 30, 1995, petitioner paid $374,884 in salary and
wages to its enpl oyees including $95,000 in bonuses, and in FYE

June 30, 1996, petitioner paid $348,837 in salary and wages to

" The table does not include ambunts UM or CTC paid to M.
Reeves.
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its enpl oyees including $125,000 in bonuses. Petitioner deducted
t hese anmobunts as salaries and wages paid to its enployees on its
Fornms 1120 in the fiscal years at issue.

Petitioner did not maintain a conpensation policy for its
of ficers and enpl oyees. However, all 12 of petitioner’s
menor anduns of consent to corporate action from FYE June 30, 1985
t hrough 1996, indicated M. Reeves received |less than full and
adequat e conpensation for his role as petitioner’s president and
that petitioner would give future consideration to increasing M.
Reeves’s salary and/or award future discretionary bonuses to
rei nburse himfor his past and present service.

The bonuses M. Reeves and petitioner’s other enployees
recei ved were not based upon a formula or previously set forth in
witing. Each bonus was determ ned and paid at the end of the
fiscal year when petitioner could ascertain its cash availability
and determ ne what woul d be a reasonabl e bonus, taking into
consi deration previous underpaynents.

E. Advertising Agreenent Wth UM

In the fiscal year previous to UM’'s formation, petitioner’s
gross skin care and tanni ng products sales total ed $600,000 with
$124,000 profit. In an effort to increase sales, in June 1995
(in petitioner’s FYE June 30, 1995), petitioner entered into an
agreenent with UM by which, in exchange for $1 million, UM

agreed to brand, market, and advertise the skin care and tanning
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products petitioner sold in UM’s FYE May 31, 1996. Pursuant to
a simlar agreenment petitioner paid $1, 105,276 (in petitioner’s
FYE June 30, 1996) for the sane services in UM’s FYE May 31,
1997.

As a result of UM’'s services, within UM’'s first fisca
year (FYE May 31, 1996), petitioner’s gross receipts exceeded $1
mllion with $800,000 in gross profits fromthe sale of the
products UM branded, marketed, and advertised.® Furthernore, in
petitioner’s 1997 fiscal year, UM’s services caused petitioner’s
gross receipts to double, exceeding $2 mllion and earni ng over
$1 million in gross profits. Petitioner deducted the anounts
paid to UM as advertising expenses in the fiscal years at issue.

F. M. Reeves’'s Hone and the Floating Structures

On Septenber 24, 1993, M. Reeves purchased 1.2 acres al ong
the Wllanette River in Newberg, O egon, which included M.
Reeves’s fam |y residence and a dil api dated houseboat and a
floati ng dock on the river behind and down a hill fromthe
residence. The residence was a two-story house with
approxi mately 2,200 square feet per floor. The first floor was a
dayl i ght basenent used by the previous owner to store

autonpbi |l es. The houseboat and the dock were connected to M.

8 The record does not indicate CTC s earnings or the anmount
of time M. Reeves spent conducting its activities. The record
i ndicates M. Reeves sold CTC in 1997.



- 10 -
Reeves’s property by a rundown gangway. The houseboat, the dock,
and the gangway were in a poor and dangerous condition.

In petitioner’s FYE June 30, 1995, M. Reeves and petitioner
entered into a | ease agreenent for $1,000 a nonth to provide
petitioner with access from M. Reeves’'s residence to the
houseboat and the dock, the use of his utilities, and the use of
his parking lot, boat, and jet skis for advertising and
pronotional purposes.?® In the fiscal years at issue, petitioner
also rented the first floor of M. Reeves’s residence for $700 a
month to store goods.

In 1995, M. Reeves and petitioner renoved the dil apidated
houseboat and the dock and hired a contractor to build a new
houseboat, a 100-foot dock, and a floating garage (floating
structures). Construction of the floating structures was
conpleted in the spring of 1996, and they were placed into
service on May 28, 1996.1° The Oregon State Marine Board listed

petitioner as the owner and M. Reeves as the coowner.

® The $1,000 a nonth al so all owed access to M. Reeves’s
tennis court and an encl osed area where corporate guests could
pl ace their children so they would be safe fromfalling into the
WIllanette River.

10 pPetitioner’s Form 4562, Depreciation and Anortizati on,
reported the property was placed into service on May 28, 1996.

1 M. Reeves clained that only petitioner owned the
floating structures and he was |listed as a coowner because the
State required an individual contact.
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The new houseboat was approxinately 43 feet | ong and 28 feet
wde. It had one floor with three roons including a |iving area,
a photo studio, and office space, and an open-air deck on top
whi ch included an outdoor cafe. Adjacent to the new house boat
was the floating garage where M. Reeves’'s boat and jet skis and
petitioner’s tables and chairs were stored. The garage was
covered and securely | ocked.

Petitioner and M. Reeves shared the costs of the floating
structures’ construction. M. Reeves paid $80,717 in 1995 and
petitioner paid a total of $185,327: $95,046 in FYE June 30,
1995, and $90, 281 in FYE June 30, 1996. Petitioner capitalized
t he $185, 327 and depreciated the costs over a 39-year period.
Petitioner reported these expenditures on its Fornms 4562,
Depreciation and Anorti zation, as |easehold inprovenents
i nvol vi ng nonresidential real property and clainmed depreciation
deductions of $721 and $2,726 in the fiscal years at issue,
respectively.

Petitioner and UM used the floating structures for
pronoti onal events, neetings, and advertising photo shoots.
Beginning in 1996, M. Reeves used the floating structures for
personal purposes approximately 10 tines a year. Neither
petitioner nor M. Reeves kept a log of the use of the floating

structures.
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In 2002, M. Reeves sold his residence in Newberg, Oregon,
as part of a bankruptcy sale. As part of the sale, petitioner
sold the floating structures to M. Reeves’'s wife’'s conpany,

Royal Sun Properties, L.L.C, for $100,000 with $55,000 paid as a
downpaynent . 12

Respondent issued the notice of deficiency on March 8, 2002.

Petitioner tinely filed its anmended petition on August 19, 2002.
OPI NI ON

Reasonabl e Conpensati on

Petitioner contends the anmpbunts paid to its sole executive
and sharehol der, M. Reeves, in the fiscal years at issue
constituted reasonabl e conpensati on under section 162(a)(1).
Conversely, respondent contends M. Reeves’s conpensation for the
fiscal years at issue was unreasonable but, on the basis of
respondent’ s expert’s opinion, concedes deductions of $1 mllion

and $750, 000, ** respectively.

12 Royal Sun Properties, L.L.C., still owes petitioner
$45, 000.

13 The $750, 000 i ncl udes reasonabl e conpensation paid to M.
Reeves by petitioner and UM together. Respondent argued on
brief that if the Court accepted $750,000 as reasonabl e
conpensation for FYE June 30, 1996, it would be appropriate to
divide this anount between petitioner and UM and al |l ow
petitioner to deduct $499,012. Respondent alternatively argued
that it would be appropriate to allow UM its full clainmed
deduction of $509,000 if petitioner were allowed only $250, 000 as
reasonabl e conpensation for its FYE June 30, 1996
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Section 162(a)(1l) permts a taxpayer to deduct “a reasonabl e
al l omance for salaries or other conpensation for personal
services actually rendered”. A taxpayer is entitled to a
deduction for conpensation only if the paynments were reasonabl e
in anobunt and in fact paid purely for services. Sec. 1.162-7(a),
| ncone Tax Regs.!* Although framed as a two-prong test, the
i nquiry under section 162(a)(1l) generally turns on whether the
anounts of the purported conpensation paynents were reasonabl e.

Elliotts, Inc. v. Conmm ssioner, 716 F.2d 1241, 1245 (9th Cr

1983), revg. T.C Meno. 1980-282. Petitioner has the burden of
proving the paynments to M. Reeves were reasonable. See Rule
142(a) .

Because petitioner’s place of business is in the State of
Oregon, absent stipulation otherwi se, an appeal of this case
woul d go to the Court of Appeals for the NNnth Circuit. See sec.
7482(b) (1) (B). That Court of Appeals uses five factors to
determ ne the reasonabl eness of conpensation, with no single

factor being determnative. Elliotts, Inc. v. Conm ssioner,

supra. The factors are: (1) The enployee’'s role in the conpany;
(2) conparison with other conpanies; (3) the character and
condition of the conpany; (4) potential conflicts of interest;

and (5) internal consistency in conpensation. |d. at 1245-1248.

14 Respondent argues only that the anount of conpensation
was unreasonabl e.
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When sharehol der-officers who control the corporation set their
own conpensation, careful scrutiny is necessary to determ ne
whet her the all eged conpensation is in fact a distribution of

profits and a constructive dividend. Hone Interiors & Gfts,

Inc. v. Comm ssioner, 73 T.C 1142, 1156 (1980).

1. The Elliotts Factors Applied to Petitioner’'s Conpensati on of
M. Reeves

A. Role in the Conpany

The role the enpl oyee plays in the conpany focuses on the
enpl oyee’ s inportance to the success of the business. Pertinent
consi derations include the enployee’s position, hours worked, and

duties perfornmed. Elliotts, Inc. v. Conm ssioner, supra at 1245.

From petitioner’s incorporation in 1979, M. Reeves's hard
work and vision were critical and indispensable to petitioner’s
busi ness and the primary reason for its overall success. He
served as petitioner’s president fromits incorporation in 1979
and its secretary and treasurer from 1986. M. Reeves al so
handl ed all of petitioner’s managerial duties. On a daily basis
he managed petitioner’s research, devel opnent, production, sales,
and marketing and advertising (until UM was spun off on June 1
1995). M. Reeves al so supervised petitioner’s enpl oyees? and

was responsible for all hiring and firing.

15 M. Reeves testified that petitioner had approxi mately 25
enpl oyees during the fiscal years at issue.
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Al t hough M. Reeves did not devote 100 percent of his tine
to petitioner’s business during the fiscal years at issue, as the
only executive and manager he was the driving force behind
petitioner’s success.® M. Reeves was a highly notivated
enpl oyee who wor ked over 80 hours per week for petitioner during
the first 6 nonths of its FY 1995 and a substantial anount of
time during the second half of its FY 1995. Despite nanagi hg two
ot her conpanies during petitioner’s FY 1996, M. Reeves continued
to devote a substantial amount of tinme to petitioner’s
operations, which led to its further success.

B. Ext er nal Conpari son

This factor conpares the enpl oyee’ s conpensation wth that

paid by simlar conpanies for simlar services. Elliotts, Inc.

v. Conmm ssioner, supra at 1246; see sec. 1.162-7(b)(3), Incone

Tax Regs. Courts often use expert witness opinions to eval uate
t he reasonabl eness of conpensation. Nonetheless, this Court is
not bound by the opinion of any expert w tness and nmay accept or

reject expert testinony in the exercise of sound judgnent.

1 The record indicated the incorporation of UM and CTC
resulted in M. Reeves’'s performng fewer services and spendi ng
|l ess tine operating petitioner wthout delineating the nunber of
hours per week M. Reeves spent operating petitioner. However,
the record did indicate that: CTC was a separate corporation for
one-hal f of petitioner’s FYE June 30, 1995, and UM was a
separate corporation for 1 nonth of petitioner’s FYE June 30,
1995; M. Reeves spent over 80 hours a week operating petitioner
before CTC and UM were spun off; and shortly after CTC and UM
were spun off M. Reeves’s overall tine spent working increased
significantly.
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Hel vering v. Natl. Gocery Co., 304 U S. 282, 295 (1938);

Silverman v. Conmm ssioner, 538 F.2d 927, 933 (2d Cr. 1976),

affg. T.C. Meno. 1974-285. Furthernore, the Court may be
selective in determ ning what portions of an expert’s opinion, if

any, to accept. Parker v. Conm ssioner, 86 T.C. 547, 562 (1986).

Only respondent offered expert testinony conparing M.
Reeves’ s conpensation with that paid by simlar conpanies for
simlar services. Respondent’s proffered expert, Scott D.
Hakal a, was a principal and director of CBIZ Val uation G oup,
Inc., an appraisal, financial advisory, and litigation support
firm M. Hakala has a doctorate in econom cs, has worked as an
econom st and financial analyst, and has testified on nunerous
occasions as an expert in cases involving conpensation disputes.

M. Hakal a conpared M. Reeves’s conpensation to chief
executive officer (CEO conpensation in five publicly traded
conpani es (guideline conpanies).! He used four nethods to nmake
the conparison: (1) The average conpensation paid to the CEGCs
fromthe guideline conpanies; (2) a regression analysis based
upon the guideline conpanies’ relationship between CEO

conpensation and their respective sales;*® (3) a guideline

7 M. Hakala stated in his report and testified at tri al
t hat he used the guideline conpani es because sone or nobst of
their operations were based in the devel opnent and marketing of
nutritional products.

8 The regression equation for 1995 was Y = 315653. 0283 +
(continued. . .)
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conpany’ s conpensation-to-sales ratio of 7.1 percent;?*® and (4)
the gui deline conpanies’ net margins. The financial information
used in the four nmethods was obtained fromthe guideline
conpani es’ financial statenents. The table below reflects M.
Hakal a’ s range of reasonabl e conpensation for M. Reeves,
conputed by applying the four nethods to the guideline conpanies’

financial information:

18( .. continued)
0. 002365149(X). The regression equation for 1996 was Y =
325357. 1548 + 0.002408813(X). Y equals CEO conpensation and X
equal s revenue. M. Hakala's report did not explain how he
configured the variables used in the regression anal ysis.

19 The sales ratio is CEO conpensation divided by conpany
sal es, expressed as a percent. M. Hakala' s report stated that
he used the sales ratio fromonly one of the five guideline
conpani es, Natural Health Trends Corp (Natural Health), because
it was the highest of the five conpanies’ ratios. Natural
Health's sales ratios for its FY 1995 and FY 1996 were 9.4
percent and 7.1 percent, respectively. Wthout indicating his
reasoning, M. Hakala applied Natural Health’'s sales ratio of 7.1
percent to petitioner’s sales for both FY 1995 and FY 1996.
However, he shoul d have conputed the guideline conpany’s sales
ratio for FY 1995 by multiplying Natural Health's sales ratio of
9.4 percent by petitioner’s sales for FY 1995, not the sales
ratio of 7.1 percent. This conputation would make the FY 1995
gui del i ne conpany percent of sales $1,175,186, instead of
$887, 641.

Because the Court does not consider petitioner and UM as a
singl e conpany, i.e., conbine their inconme, reasonable
conpensati on under the “percent of sales” nethod for petitioner
for FY 1996 is $405, 388 instead of $409, 323.



Met hod FYE 1995 FYE 1996
Gui del i ne cos. CEO conpensati on $659, 849 $755, 309
Cui deline cos. regression analysis 345, 222 339, 111
Gui deline co. percent of sales 887, 641 409, 323
Gui del i ne cos. net nargins 2, 150, 000 1, 500, 000
Aver age of the nethods 1, 010, 678 750, 936

The notice of deficiency allowed petitioner to deduct
$1, 044,809 and $367,382 as conpensation to M. Reeves in the
fiscal years at issue, respectively. M. Hakala s report
concl uded t he maxi num r easonabl e conpensati on payable to M.
Reeves in the years at issue was $1 nmillion and $750, 000, 2°
respectively.?

On cross-exam nation, M. Hakal a conceded he was unable to
consider all the facts and circunstances needed to conduct a
conpr ehensi ve anal ysis because his financial review was |imted
to petitioner’s revenue and net inconme fromFY 1985 through FY
1994 and petitioner’s tax returns for the years at issue. He
testified that additional information could have nade a materi al

i mpact on his concl usions. %2

20 See supra note 13.

2l M. Hakal a’ s reasonabl e conpensati on determ nations for
the years at issue were the rounded averages of figures conputed
by applying the four nethods to the guideline conpanies’
financial information. See table supra p. 18.

2 |n M. Hakala's report and at trial, he stated that he
reserved the right to anmend the report to reflect consideration
of additional information.
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M. Hakala admitted that there were six circunstances not
considered in his report that could affect his findings in
petitioner’s favor. First, he stated that an enpl oyee who serves
in multiple positions within a conpany nmay be conpensated at a
hi gher level to reflect the additional duties and
responsibilities. He recognized that unlike the CECs of the
gui del i ne conpanies, M. Reeves served in all of petitioner’s
executive and managerial roles. Consequently, his conpensation
shoul d reflect the conbined salaries of the positions he held.

See Elliotts, Inc. v. Conmissioner, 716 F.2d at 1246.2

Second, M. Hakala testified that typically an enpl oyee of a
conpany |i ke petitioner that has variabl e performnce years and
who is underpaid during those years is conpensated at a hi gher
anount in profitable years to make up for the | ower incone
years.? In addition, when the enployee is reinbursed at a | ater
date, the tinme value of noney is often considered in increasing
conpensation. M. Hakala's report did not take into account that
in some of the years before the fiscal years at issue petitioner

ei ther underpaid M. Reeves or did not pay himat all.

2 The average conbi ned executive salaries for the five
gui del i ne conpanies during the fiscal years at issue were
$1, 019,418 and $1, 124, 167, respectively.

24 M. Hakal a stated that the conmmon way to conpensate
enpl oyees in businesses wth volatile performance is through a
conpensation plan that pays a fixed salary, with a bonus during
good years and no bonus during years in which perfornance is
poor .
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M. Reeves testified that one of the reasons petitioner paid
hima large bonus in its FY 1995 was to conpensate for the years
he was underpaid. Miltiplying the sales ratio of 8.25 percent by
petitioner’s total sales in FY 1985 through FY 1994, the Court

finds that M. Reeves was underpaid for 6 years:?®

FY Anmount under pai d
1987 $40, 837
1988 61, 842
1989 63, 723
1990 58, 098
1991 54, 609
1992 83, 414

The future val ues of the anobunts underpaid as of Decenber
31, 1995, were $81,102, $111,647, $101, 436, $87,373, 71,771, and
$94, 021, totaling $547, 350. %

Third, M. Hakala stated that a conpany experiencing | osses
may significantly decrease conpensation to its CEQ and using the
conpany as a guideline can result in understatenent of executive
income. O the five guideline conpanies, in FY 1995 one
experienced significant |osses, and in FY 1996, three experienced

substantial |osses.?” The five guideline conpanies’ financia

25 8.25 percent was conputed by averaging the sales ratios
(9.4 percent and 7.1 percent) used to determ ne reasonabl e
conpensati on under the “percent of sales” nethod.

26 The future val ues were determ ned using the applicable
Federal rate conpounded sem annual |y under sec. 1274(d).

21 M. Hakala testified that he chose the guideline
conpani es because they devel oped and sold nutritional products
and not because they sustained profits or |osses.
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characteristics during the fiscal years at issue are set out

bel ow
Rati o of Net_
gr oss Net i ncone/
profits i hcone/ loss as a Return on
Qui del i ne co. to sales | oss per cent age equity
and year (percent) (mllion) of sales (percent)

NBTY, I nc.

1995 40 $5.4 3.2 6.6

1996 49 9.5 5.0 10.4
Nati onal Health

1995 53 (0.5) -15.7 -17.5

1996 9 (2.9) -66.5 -86.6
Nat ur al

1995 29 2.0 5.4 15.3

1996 28 3.2 6.8 18. 18
Nutritional 21

1995 73 0.5 4.1 4.5

1996 61 (4. 4) -27.7 -25.9
Reliv’

1995 78 1 3.4 18.5

1996 38 (10) -31.2 -188.1
Aver age 1995 55 1.68 0. 08 5.9
Aver age 1996 37 (0.92) -22.72 -54. 4

Fourth, M. Hakala stated a CEO nmay be entitled to increased
conpensation during a year when his or her conpany earns higher
profits. He opined that petitioner was nore profitable than al
five conpanies in terns of the ratio of net incone to sales (net

margin). Petitioner’s net margins for the fiscal years at issue



- 22 -
were 8.7 percent and 7.0 percent, respectively, ? exceeding the
gui del i ne conpani es’ average net margins of 1.68 and -0.92,
respectively.

Fifth, M. Hakala did not eval uate conpanies |ike
petitioner, whose operations during FYE June 30, 1995, included
advertising, indoor tanning services, and the sale of tanning
pr oduct s.

Sixth, M. Hakala stated that publicly held conpani es have
additional costs of up to 5 percent as conpared to privately held
conpanies. As a result, petitioner would have fewer expenses and
nore i ncone avail able to conpensate its enpl oyees. ?°

I n conclusion, the Court adopts three of the four nethods?
M . Hakal a used to conpute reasonabl e conpensation. After taking
into consideration the six circunmstances not considered in his
report, the Court finds that the table bel ow sets out the ranges

for reasonabl e conpensation nore accurately:

2 |n his report, M. Hakala indicated that in FYE 1996 the
gui del i ne conpani es exhi bited increased sal es, whereas
petitioner’s sal es decreased by over 50 percent during the sane
peri od.

2 |n M. Hakala's report and trial testinony he stated that
he reserved the right to anmend the report to reflect
consi deration of additional information.

30 Because the Court could not determ ne how M. Hakal a
conput ed reasonabl e conpensati on under the regression anal ysis,
the Court did not consider the regression analysis nmethod to
determ ne petitioner’s conpensation of M. Reeves.



Met hod FYE 1995 FYE 1996
Gui del i ne cos. CEO conpensati on $1, 019,418 $1, 124, 167
Qui del ine cos. percent of sales 1,175, 186 405, 388
Gui del ine cos. net margins 2,150, 000 1, 500, 000
Aver age of the nethods 1, 448, 201 1, 009, 852

In addition, taking into consideration the $547,350 M.
Reeves was underpaid as of Decenber 31, 1995, the reasonable
conpensation for petitioner’s FY 1995 is increased to $1, 995, 551.

C. Character and Condition of the Conpany

This factor requires the Court to focus on petitioner’s
size as neasured by its sales, net incone, or capital value; the
conplexities of the business; and general econom c conditions.

See Elliotts, Inc. v. Comm ssioner, 716 F.2d at 1246.

Petitioner was a relatively small conpany that had secured
itself a market niche enabling it to earn high profit margins on
its product sal es and services.

Petitioner’s inconme was nodest until 1993 when it began to
experience a substantial increase. Goss sales grew from
$661,928 in FYE June 30, 1991, to $2,074,682 and $1, 936,476 in
FYE June 30, 1993 and 1994, respectively, and continued to
increase in the fiscal years at issue to $12,501, 980 and
$5, 709,686, with net margins of 8.7 and 7 percent, respectively.
Petitioner’s net inconme was substantially higher than the
gui del i ne conpani es’ average and each gui deline conpany’s

i ndi vidual ly, except for NBTY, Inc.’s FY 1996. Moreover,
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petitioner’s shareholders return on equity increased to 93
percent and 25 percent in the fiscal years at issue,
respectively. These percentages were al so substantially higher
t han the gui deline conpanies’ average, as discussed bel ow.

Al t hough petitioner’s business may not have been a conpl ex
operation, this Court does not consider it to have been a sinple
task for M. Reeves to operate petitioner as its sole executive
and manager. Neither petitioner’s sales nor its gross profits
coul d have been attained but for the personal skills of M.
Reeves.

D. Conflict of Interest

This factor exam nes whether a relationship exists between
t he conpany and the enpl oyee which nay permt the conpany to
di sgui se nondeducti bl e corporate distributions as section
162(a) (1) conpensation paynents. C ose scrutiny may be used when
t he paying corporation is controlled by the conpensated enpl oyee,

as in the instant case. Elliotts, Inc. v. Conm ssioner, supra at

1246-1247. However, the nere fact that the individual whose
conpensation is under scrutiny is the sole sharehol der of the
conpany, even when coupled with an absence of dividend paynents,
“does not necessarily lead to the conclusion that the anount of
conpensation i s unreasonably high.” 1d. at 1246.

The Court of Appeals for the Ninth Crcuit formulated the

inquiry by evaluating the conpensation paynents fromthe
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perspective of a hypothetical independent investor. The prine
indicator is the return on the investor’s equity. 1d. at 1247.
| f the conpany’s earnings on equity after paynent of the
conpensation remain at a |level that would satisfy an i ndependent
investor, there is a strong indication that the enpl oyee is
provi di ng conpensabl e services and that profits are not being
si phoned out of the conpany disguised as salary.?® 1d. The
Court of Appeals in Elliotts calculated the return on equity
usi ng the yearend sharehol ders equity. [1d. Dividing
petitioner’s net inconme book val ue by the yearend sharehol ders

equity results in the foll ow ng:

FYE June 30 Percent return on equity
1995 93 percent
1996 25 percent

Petitioner’s return on equity substantially exceeded the
gui del i ne conpani es’ average return on equity of 5.9 percent and
-54.4 percent during the fiscal years at issue, respectively, and
exceeded each specific conpany’s return on equity.3 M. Reeves

was sol ely responsible for petitioner’s success and perfornmed the

31 The Court of Appeals for the Ninth Circuit found that a
20- percent average rate of return on equity would satisfy a
hypot heti cal inactive independent investor and indicated the
corporate enployer and its sharehol der/ enpl oyee were not
exploiting their relationship. Elliotts, Inc. v. Conmm Ssioner,
716 F.2d 1241, 1247 (9th Gr. 1983), revg. T.C Meno. 1980-282.

32 See the table showi ng each gui deline conmpany’s return on
equity supra p. 21.
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services which were directly responsible for petitioner’s
profitability.

E. | nternal Consi stency in Conpensati on

This factor focuses on whether the conpensation was paid
pursuant to a structured, formal, and consistently applied

program Elliotts, Inc. v. Conm ssioner, supra at 1247. Bonuses

not paid pursuant to such plans are suspect. Salaries paid to
controlling sharehol ders are al so suspect if, when conpared to
sal aries paid to nonowner managenent, they indicate that the
anount of conpensation is a function of ownership, not corporate
managenent responsibility. Id.

Bonuses paid to enpl oyees are deductible “when * * * made in
good faith and as additional conpensation for services actually
rendered by the enpl oyees, provided such paynents, when added to
the stipulated salaries, do not exceed a reasonabl e conpensati on
for the services rendered.” Sec. 1.162-9, Incone Tax Regs. No
i nternal discrepancy exists when a conpany pays and deducts

conpensation for services perforned in prior years. Elliotts

Inc. v. Conm ssioner, supra at 1248.

Financial stability was the crucial elenment in petitioner’s
grow h strategy. To foster petitioner’s growmh, from 1979
t hrough 1992 petitioner either underpaid M. Reeves, petitioner’s
sol e executive officer and manager, or did not pay himat all.

Petitioner retained M. Reeves’s conpensation and used it to
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further develop and expand its business. Petitioner stated in
its nmenoranda of consent to corporate action that it would
rei mourse M. Reeves for past underpaynent and pay bonuses for
the extraordinary services he provided when petitioner becane
nore profitable.

Petitioner was a very profitable conpany in the fiscal years
at issue and paid M. Reeves and its other enpl oyees bonuses.
The bonuses paid were not awarded under a structured, formal, or
consistently applied programbut were paid under petitioner’s
plan to award a bonus for present hard work and prior years’ |ack
of conpensation when it becanme nore profitable.

F. Concl usi on

M. Reeves, petitioner’s sole executive officer and manager,
was the driving force behind petitioner’s success. Hi's vision
and hard work resulted in petitioner’s realizing sales of
$12, 501, 980, and $5, 709,686, with a shareholders return on equity
of 93 percent and 25 percent in the respective fiscal years at
i ssue. The averages of the nethods used to determ ne reasonabl e
conpensation were $1, 448,201 and $1, 009,852 in the respective
fiscal years at issue, and taking into consideration the $547, 350

M. Reeves was underpaid as of Decenber 31, 1995, the Court finds
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that $2 mllion and $1,012,000 in the respective fiscal years at
i ssue are deductible under section 162(a)(1).3

[11. Advertising Expenses

Petitioner argues it is entitled to deduct advertising
expenses under section 162(a) of $1, 105,276 for its FYE June 30,
1996.

Advertising expenses are a type of ordinary and necessary
expense for which a current deduction is allowed to an active
trade or business. Sec. 162(a); sec. 1.162-1(a), Incone Tax
Regs. Advertising expenses are allowed as a deducti on under
section 162 if the taxpayer can denonstrate a sufficient
connection between the expenditure and the taxpayer’s busi ness.

See RJR Nabisco Inc. & Consol. Subs. v. Conm ssioner, T.C. Meno.

1998- 252.

Petitioner is an active trade or business that entered into
an exclusive contract wwth UM to conduct all of petitioner’s
mar ket i ng, advertising, and branding in the fiscal years at
issue. Inits FYE June 30, 1996, petitioner paid UM $1, 105, 276
and deducted this amount as adverti sing expenses.

Respondent argues that $831, 137 of the advertising expenses
was not for ordinary and necessary advertising expenses because

it was a distribution to M. Reeves from UM and not paid as

3% Conversely, the Court finds $278, 000 of the $2,278, 000
clainmed by petitioner as a deduction for FYE June 30, 1995, to be
nondeducti bl e.
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advertising expenses. As a result, respondent reduced
petitioner’s all owabl e advertising expenses to $274, 139.

UM received the $1, 105,276 during its FYE May 30, 1997
UM did not receive a notice of deficiency for this year, and its
FY 1997 is not at issue in this case. Respondent did not produce
UM’'s tax return for the FY 1997, evidence showing M. Reeves
received a $831, 137 distribution from UM, or evidence indicating
how UM used the anounts petitioner paid for adverti sing.

Respondent’ s revenue agent Steve Rans, who conducted the
audit of petitioner’s returns, testified that in determ ning
ordi nary and necessary advertising expenses he did not take into
consi deration wages paid by UM, UM’'s costs of creating and
devel opi ng ideas, nor all the activities UM perforned to nmarket,
advertise, and brand petitioner’s suntan |otion products.

M. Reeves testified that UM had a substantial marketing
and advertising plan to create a lifestyle inmage for petitioner’s
products by: (1) Devel opi ng product catal ogs; (2) designing
packagi ng and | ogos; (3) devel oping trade show di splay boot hs;

(4) attending trade shows; (5) neeting with sal espersons to
educate themon petitioner’s products and how to sell them and
(6) producing radi o advertisenents and pronoting sporting events
to advertise petitioner’s products.

Steve Rans also testified that because of UM’s marketing

and advertising in the FY 1996 and FY 1997, petitioner’s gross
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recei pts fromthe sale of suntan products grew to $2, 999, 000,
with $1,800, 000 profit.

The Court finds that petitioner showed a sufficient
connection between the $1, 105,276 paid in advertising expenses
and its business of producing and selling suntan | otion products.
Therefore, this Court finds petitioner is entitled to deduct the
$1, 105,276 in advertising expenses under section 162(a) for FYE
June 30, 1996.

| V. Fl oating Structures

Petitioner contends that it may depreciate its cost of
buil ding the floating structures because the structures were used
primarily for business purposes.

Respondent does not dispute petitioner’s costs incurred
buil ding the floating structures. Rather, respondent contends
that petitioner failed to establish the floating structures were
used in petitioner’s business during the fiscal years at issue.

Section 167(a)(1) allows as a depreciation deduction a
reasonabl e al | onance for the exhaustion, wear and tear, and
obsol escence of property used in a trade or business.?®* The
t axpayer bears the burden of proving the Conm ssioner’s
determ nations are incorrect. Rule 142(a). Furthernore, each

deduction nust be carefully scrutinized when the taxpayer is a

34 Petitioner did not argue that the floating structures
were property held for the production of income under sec.
167(a)(2) or that the floating structures qualify for
depreciation as entertainnment facilities under sec. 274(a)(1).
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closely held corporation. Intl. Artists, Ltd. v. Conm ssioner,

55 T.C. 94, 108 (1970).

The floating structures were placed in service on May 28,
1996, approximately 1 nonth before the end of petitioner’s FYE
June 30, 1996. The structures were under construction in 1995.
Thus, they were not used in petitioner’s trade or business during
its FY 1995. See sec. 167(a)(1l). Therefore, this Court finds
petitioner is not entitled to a depreciation deduction pursuant
to section 167(a)(1) in FYE June 30, 1995.

M. Reeves testified that after the floating structures were
pl aced into service, they were used primarily by petitioner and
UM to devel op advertising for the purpose of pronoting
petitioner’s skin care and suntan |otion products, nutritional
suppl enents, and health food products. He testified the
advertising work included photo shoots that involved people
around water; i.e., riding jet skis, skiing, or lying out in the
sun next to the river. Petitioner also indicated the property
was used for pronotional events.

Nei t her petitioner nor M. Reeves kept |ogs of petitioner’s
or UM’ s business use of the floating structures from May 28,
1996, through FYE June 30, 1996. The only evidence petitioner
offered to establish that the floating structures were used for a

busi ness purpose was M. Reeves’s testinony and several undated
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phot ogr aphs or photographs used in petitioner’s advertising dated
before the floating structures were conpl et ed.
Petitioner did not provide any evidence show ng that the
floating structures were used primarily or at all for business
pur poses during the |last nonth of FYE June 30, 1996.3% See

Hobson Motor Co. v. Commi ssioner, T.C Meno. 1990-297.

Therefore, this Court also finds petitioner is not entitled to a
depreci ati on deduction pursuant to section 167(a)(1) for FYE June
1996.

The Court, in reaching its hol dings, has considered al
argunent s nmade and concl udes that any argunents not nentioned
above are noot, irrelevant, or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

% The | ack of adequate docunentation al so precludes any
deductions for entertainment, anmusenent, or recreation with
respect to a facility used in connection with such activities.
Sec. 274(d)(2); see Finney v. Comm ssioner, T.C Meno. 1980-23.




