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Herold Marketing Associates v. Commissioner,
T.C. Memo. 1999-26, January 29, 1999

The  IRS  c l a imed  tha t  $700 ,000  o f  th e  $1 ,200 ,000
i n  c o m p e n s a t i o n  p a i d  b y  t h e  t a x p a y e r  t o  i t s  s o l e
sha reho lde r,  s o l e  boa rd  membe r,  and  ch i e f  e xe cu t i v e
o f f i c e r  wa s  no t  d educ t i b l e  a s  r e a sonab l e  compens a -
t i on .   The  Judge  La ro  c i t ed  14  f a c to r s  t o  con s id e r  i n
re a ch ing  a  conc lu s i on  on  the  r e a sonab l ene s s  o f  com-
pen s a t i on :

1 . The  emp loye e’s  qua l i f i c a t i on s
2 . T h e  n a t u r e ,  e x t e n t ,  a n d  s c o p e  o f  t h e

emp loyee ’s  wo rk ;
3 . T h e  s i z e  a n d  c o m p l e x i t i e s  o f  t h e  e m p l oye r ’s

bu s in e s s ;
4 . A  c o m p a r i s o n  o f  s a l a r i e s  p a i d  w i t h  t h e

emp loye r ’s  g ro s s  and  ne t  i n come ;
5 . The  p rev a i l i ng  g ene r a l  e conomic  cond i t i on s ;
6 . A  compa r i s on  o f  s a l a r i e s  w i th  d i s t r i bu t i on s  t o

o f f i c e r s  and  re t a in ed  e a rn ing s ;
7 . The  p reva i l i ng  r a t e s  o f  compensa t i on  fo r  com-

pa r ab l e  po s i t i on s  i n  compa r ab l e  conce rn s ;
8 . The  s a l a r y  po l i c y  o f  th e  emp loye r  a s  t o  a l l  em-

p loy e e s ;
9 . The  amount  o f  compens a t i on  pa id  t o  th e  pa r -

t i cu l a r  emp loye e  i n  p r e v iou s  y e a r s ;
10 . The  emp loye r ’s  f i n anc i a l  cond i t i on ;
11 . Whe the r  th e  emp loye r  and  the  emp loye e  d e a l t

a t  a rm’s  l eng th ;
12 . W h e t h e r  t h e  e m p l o y e e  g u a r a n t e e d  t h e

emp loye r ’s  d eb t ;
13 . Whe the r  th e  emp loye r  o f f e r ed  a  p en s i on  p l an

o r  p ro f i t - sha r ing  p l an  t o  i t s  emp loye e s ;  and
14 . Whe the r  th e  emp loye e  wa s  r e imbur s ed  by  th e

emp loye r  f o r  bu s ine s s  e xpen s e s  th a t  th e  em-
p loye e  pa id  pe r sona l l y.
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p l imen ta r y  subsc r i p t i on  t o
o u r  n e w s l e t t e r s ,  p l e a s e
v is i t :

www. fa i r marketva lue.com

We encourage you to  for -
ward th is  E- f lash to  other
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The Financial Valuation Group

Mountain States Managing Director
(c) Copyright 2001

Judge  La ro  p r e s en t ed  a  d e t a i l ed  ana l y s i s  o f  t h e s e  f a c -
t o r s ,  i n c lud ing  the  CEO’s  “workaho l i c”  p red i l e c t i on .
The  on l y  e xpe r t  t e s t imony  appa r en t  i n  th e  op in ion
dea l t  w i th  i t em  s e v en  -  p re v a i l i ng  r a t e s  o f  compens a -
t i on  f o r  compa r ab l e  po s i t i on s .   Judge  La ro  wa s  no t ,
howeve r,  p e r suaded  by  e i th e r  e xpe r t .   The  t a xpay e r
e xpe r t  l im i t ed  h i s  ana l y s i s  t o  compan i e s  i d en t i f i ed
in  th e  IRS  eng ine e r ing  repo r t  t h a t  wa s  u s ed  by  th e
IRS  in  th e i r  aud i t .   The  e xpe r t  conc luded  tha t  th e
compan i e s  i n  th i s  ana l y s i s  we re ,  “re a sonab l y  compa -
r ab l e ,  no t  t o t a l l y  compa r ab l e . ”   Un fo r tuna t e l y,  t h i s
e xpe r t  wa s  u s ed  t o  r ebu t  a  document  th e  IRS  d id  no t
in t roduce  a t  t r i a l  a s  p a r t  o f  t h e  r e co rd .

The  IRS  e xpe r t  wa s  a l s o  c r i t i c i z ed .   Judge  La ro  d id
no t  b e l i e v e  th e  compan i e s  t h i s  e xpe r t  u s ed  we re  su f -
f i c i en t l y  compa r ab l e .   The  Judge  wa s  a l s o  s k ep t i c a l
o f  t h e  s amp l e  s i z e  u s ed ,  t h e  numbe r  o f  non  re spon s e s
to  th e  su r vey  conduc t ed  b y  th e  e xpe r t ,  and  the  way
t h e  e x p e r t  c o n s i d e r e d  b l a n k  a n s w e r s  t o  h i s  s u r v e y
que s t i on s  a s  n ega t i v e  r e spon s e s .

A f t e r  con s id e r ing  th e  i t ems  in  th e  l i s t ,  Judge  La ro
conc luded  the  to ta l  amount  o f  compensa t ion  pa id  was
r e a sonab l e  and  the re fo re ,  d educ t i b l e .
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