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LabelGraphics v. Commissioner
U.S. Ninth Circuit Court of Appeals, August 8, 2000

The  U .S  Nin th  C i r cu i t  Cour t  o f  Appea l s  h a s  a f f i rmed  th e
US  Tax  Cour t  i n  Labe l  Graph i c s  v.  Commi s s i one r,  T.C .
Memo.  1998-343 .   The  Tax  Cour t  had  de t e rmined  tha t  the
1990  re a sonab l e  compen s a t i on  f o r  i t s  p r e s i d en t  and  s o l e
s t o ckho lde r,  Lon  Mar t in ,  wa s  $406 ,000  ($156 ,000  s a l a r y
and  $250 ,000  bonu s ) .   On  th e  o r i g in a l  r e tu rn ,  t h e  com-
pany  had  c l a imed  $878 ,913  a s  a  compen s a t i on  d educ t i on
and  th e  IRS  had  d i spu t ed  a l l  bu t  $245 ,600  o f  t h e  d educ -
t i on .

Unde r  th e  In t e rna l  Revenue  Code ,  a  co rpo r a t i on  may  de -
duc t  a  r e a sonab l e  a l l owance  f o r  s a l a r i e s  o r  o the r  compen -

s a t i on  f o r  p e r sona l  s e r v i c e s  a c tua l l y  r ende r ed .  When  pay -
men t s  a re  made  t o  an  i nd i v idua l  who  i s  bo th  a  co rpo r a t e
emp loye e  and  a  p r in c ip a l  s h a reho ld e r,  a  two -p rong  t e s t  i s
a p p l i e d  t o  d e t e r m i n e  w h e t h e r  t h e  d i s t r i b u t i o n  i s  t r u l y
compen s a to r y.   Fi r s t ,  t h e  amount  o f  compen s a t i on  mus t
be  re a sonab l e ;  s e cond ,  t h e  p aymen t  mus t  b e  pure l y  f o r
s e r v i c e s ,  o r  h av e  a  pu r e l y  compen s a to r y  pu rpo s e .   Gene r -
a l l y,  t h e  s e cond  pa r t  o f  t h i s  t e s t  i s  no t  i nvoked .

F o r  t h e  r e a s o n a b l e n e s s  t e s t ,  t h e  C o u r t  a p p l i e d  t h e
“El l i o t t s”  f a c to r s  .   The  Nin th  C i r cu i t  no t ed :   “ In  E l l i o t t s ,
we  s e t  ou t  f i v e  b road  f a c to r s  t h a t  a r e  r e l e v an t  t o  th e  r e a -
s onab l ene s s  i nqu i r y :  ( 1 )  t h e  emp loy e e’s  r o l e  i n  th e  com-
pany ;  (2 )  a  compar i son  o f  the  emp loyee’s  s a l a r y  w i th  tho s e
p a i d  by  s i m i l a r  c o m p a n i e s  f o r  s i m i l a r  s e r v i c e s ;  ( 3 )  t h e
c h a r a c t e r  a n d  c o n d i t i o n  o f  t h e  c o m p a n y ;  ( 4 )  p o t e n t i a l
con f l i c t s  o f  i n t e re s t ;  and  (5 )  e v id enc e  o f  an  i n t e rna l  i n -
con s i s t ency  i n  a  company’s  t r e a tmen t  o f  p aymen t s  t o  em-
p loy e e s .  716  F.2d  a t  1245 -47 .  No  s i ng l e  f a c t o r  i s  d e c i -
s i v e .  Id .  a t  1 2 4 5 .  W h e n  c o n d u c t i n g  t h e  r e a s o n a b l e n e s s
inqu i r y,  ‘ i t  i s  h e lp fu l  t o  con s id e r  th e  ma t t e r  f r om the  p e r -
spec t i ve  o f  a  hypothe t i c a l  independent  inve s to r.  A  re l ev ant

Fi r s t ,  the  amount  o f  compensa t ion  mus t  be  re a sonab l e ;
s e cond ,  t h e  p aymen t  mus t  b e  pu re l y  f o r  s e r v i c e s ,  o r
hav e  a  pu re l y  compensa to r y  pu rpo s e .
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The Financial Valuation Group
was es tabl i shed  in  1990 to
prov ide  f inanc ia l  consu l t ing
ser v ices  to  c lose ly  he ld  and
publ i c l y  t raded  compan ies.
Our  Consul t ing  and  Exper t
Witness  se r v ices  a re  based
on our  p ro fess iona ls ’ un ique
knowledge  abou t  wha t  c re -
a tes  va lue  in  a  bus iness  en-
t i ty  and the var ious methods
used to  measure  va lue .

W e  Va l u e :
•Corporate Secur i t ies

•Closely  Held Businesses

•Par tnership Interests

•Business Operat ions-subsidiar-
ies,  d iv is ions,  prof i t  centers

• I n t a n g i b l e  A s s e t s - c ove n a n t s
n o t  t o  c o m p e t e ,  c u s t o m e r
l is ts,  contract  r ights and core
depos i ts

• In te l l ec tua l  P roper ty -pa ten ts ,
t r a d e m a r k s ,  t r a d e  n a m e s ,
sof tware copyr ights and t rade
secrets

V a l u e  m e a s u r e m e n t  i s
u s e d  f o r  m a n y  p u r p o s e s ,
i n c l u d i n g :

•Business Planning

•Succession Planning

•Purchase Pr ice Al locat ions

•ESOP Values

•Economic Damages

•Cor porate Dissolut ions

•Shareholder /Par tner  Disputes

•Mar i ta l  Dissolut ions

•Estate and Gi f t

Continued on page 3

inqu i r y  i s  whe the r  an  inac t i ve ,  independent  inve s to r  wou ld
be  w i l l i ng  t o  compen s a t e  t h e  emp loye e  a s  h e  wa s  compen -
s a t e d . ’  Id . ”

The  c a s e  con t a in s  an  e x t en s i v e  d i s cu s s i on  o f  t h e  app l i c a -
t i on  o f  t h e s e  f a c t o r s  t o  Labe lGraph i c s ,  In c . :

1.  The Employee’s Role in the Company
The  Cour t  conc luded  tha t  Ma r t in  p l a y ed  a  p i vo t a l  r o l e  i n
the  corpora t ion .   The  compensa t ion  fo r  1990 ,  however,  was
more  th an  doub l e  t h e  compen s a t i on  f o r  any  o f  t h e  p r e v i -
ou s  s i x  y e a r s .   One  common  r a t i ona l e  f o r  an  e x t r ao rd ina r y
inc r e a s e  i n  compensa t i on  i s  t h a t  th e  compensa t i on  i s  mak -

ing  up  f o r  p re v i ou s  unde r compen s a t i on .   In  th i s  c a s e ,  no
ev id ence  wa s  p r e s en t ed  f o r  t h i s  a r gumen t .   The  company’s
expe r t  w i tne s s  c l a imed  pa s t  unde rcompensa t ion ,  bu t  in  the
v i ew  o f  the  Tax  Cour t ,  no  ana l y s i s  o r  conc lu s ion  suppor t ed
the  c l a im  and  th e  Nin th  C i r cu i t  concu r r ed .

2. A Comparison of the Employee’s Salary with Those
Paid by Similar Companies for Similar Services

The  Nin th  C i r cu i t  op in ion  no t ed ,  “A s  th e  Tax  Cour t  e x -
p l a ined ,  howeve r,  the s e  expe r t s  o f f e r ed  no  de t a i l s  on  which
to  ba s e  a  compar i son  and  f a i l ed  to  show  a  mean ing fu l  con -
n e c t i o n  b e t w e e n  L a b e l Gr a p h i c s  a n d  t h e  c o m p a n i e s  t h a t
t h e y  c l a i m e d  we r e  c o m p a r a b l e .  A  r e v i ew  o f  t h e  e x p e r t s ’
r epo r t s  and  th e i r  t e s t imony  suppo r t s  t h i s  conc lu s i on . ”

3. The Character and Condit ion of the Company
The  Tax  Cour t  f ound  th e  company  t o  b e  e x t reme l y  w e l l
managed  and , a s  one  wou ld  e xpe c t ,  t h e  company  d id  no t
d i spu t e  t h i s  conc lu s i on .

4. Potential  Confl icts of  Interest
Becau s e  Mar t in  wa s  t h e  s o l e  s h a reho ld e r,  the Tax  Cour t ’s
app roa ch  t o  th i s  t e s t  wa s  t o  t ak e  th e  p e r sp e c t i v e  o f  an  i n -
dependen t  sh a r eho lde r.   On  appea l ,  t h e  company  a r gued
the  Tax  Cour t  wa s  i n co r r e c t  i n  mea su r ing  th e  r a t e  o f  r e -

“...t h e s e  e xpe r t s  o f f e red  no  de t a i l s  on  wh i ch  t o  ba s e  a
compar i son  and  f a i l ed  t o  show  a  mean ing fu l  connec -
t i on  b e tween  Labe lGraph i c s  and  th e  compan i e s  t h a t
they  c l a imed  we re  comparab l e . ..”
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Click  Here  f o r  a  Comple t e  Copy  o f  the  Case

We a re  found ing  members
o f  The  F inanc ia l  Consu l t ing
Group whose  members  p ro -
v i d e  B u s i n e s s  Va l u a t i o n ,
Exper t  Tes t imony  and  L i t i -
ga t ion  Consu l t i ng  se r v ices
na t iona l l y  and  in te r na t ion -
al ly.

F o r  m o r e  i n f o r m a t i o n  o n
cour t  cases  invo lv ing  va lu -
a t ion  i ssues,  o r  fo r  a  com-
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
interested par t ies .

SERVICES OFFERED:
Corporate Transaction Services

Tax Related Services

International Valuations

Employee Stock Ownership Plans

Litigation Services

Intellectual Property Services

Accounting / SEC Review
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See www.fvginternational.com
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t u rn  s o l e l y  on  book  va lu e  r a th e r  t h an  th e  ma r ke t  v a lu e  o f
th e  equ i t y.   The  Nin th  C i r cu i t  d id  no t  f i nd  th e  company ’s
a r gumen t s  conv inc ing .

5 .  E v i d e n c e  o f  a n  I n t e r n a l  I n c o n s i s t e n c y  i n  a
Company’s Treatment of  Payments to Employee

The  Tax  Cour t  conc luded  th e  1990  bonu s  rep r e s en t ed  a
depa r tu r e  f r om the  no rma l  bonu s  p r a c t i c e  and  th e  Ni n th
Ci r cu i t  a g r e ed .

Conclusion

The  Nin th  C i r cu i t  conc luded ,  “ The  Tax  Cour t  c a re fu l l y
a p p l i e d  t h e  f i v e  f a c t o r  E l l i o t t  a n a l y s i s  a n d  f o u n d  t h a t
Ma r t in’s  t o t a l  c ompen s a t i on  f o r  f i s c a l  y e a r  1990  wa s  un -
re a sonab l e .  In  s o  do ing ,  t h e  cou r t  f u l f i l l ed  i t s  ob l i g a t i on
to  ‘s p e l l  ou t  i t s  r e a son ing  and  t o  do  more  th an  enumera t e
t h e  f a c t o r s  a n d  l e a p  t o  a  f i g u r e  i n t e r m e d i a t e  b e t w e e n
p e t i t i o n e r ’s  a n d  t h e  C o m m i s s i o n e r ’s . ’  L e o n a rd  P i p e l i n e
C o n t r a c t o r s ,  L t d . ,  1 4 2  F. 3 d  a t  1 1 3 5 .  B e n c h m a rk i n g  a n
independen t  i nv e s t o r ’s  e xpe c t a t i on s  and  re cogn i z ing  th a t ,
d e sp i t e  a  s l i gh t  d e c l i n e  i n  1990 ,  Mar t in  h ad  done  an  e x -
ce l l en t  j ob  in  manag ing  Labe lGraph ic s ,  the  Tax  Cour t  he ld
tha t  $406 ,000  ($156 ,000  s a l a r y  and  $250 ,000  bonu s )  wa s
rea sonab l e  compensa t ion  to  Mar t in  fo r  1990 .  We  ho ld  tha t
th e  Tax  Cour t ’s  d e t e rmina t i on  wa s  no t  c l e a r l y  e r roneou s . ”
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