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VEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CERBER, Judge: In these consolidated cases, respondent
determ ned the foll ow ng deficiencies and penalties in

petitioners’! 1995 and 1996 taxabl e years:

! Petitioner, Metro Leasing and Devel opnent Corp. is a
successor in interest to petitioner, East Bay Chevrolet Co., a
corporation. Accordingly, there is no need to distinguish
bet ween them for purposes of this opinion, and petitioners wll
be collectively referred to as petitioner.
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Defi ci enci es

| ncone Accunul at ed Penal t vy
Year t ax ear ni ngs tax sec. 6662(a)
1995 $307, 699 $108, 714 $61, 540
1996 142, 559 --- 28,512

The parties have reached agreenment with respect to several
i ssues, and the follow ng issues remain for our consideration:
(1) Whether for its 1995 or 1996 tax year petitioner is entitled
to deduct officer’s conpensation in any anount exceedi ng $76, 800,
t he anobunt determ ned by respondent; (2) whether for its 1995 tax
year petitioner permtted its earnings to accunul ate beyond the
reasonabl e needs of the business so as to be subject to the
accunul ated earnings tax; and (3) whether petitioner is |liable
for an accuracy-rel ated penalty under section 6662(a)? for 1995
and/ or 1996.
FI NDI NGS OF FACT

Metro Leasing and Devel opnment Corp., petitioner, had its
princi pal place of business in El Macero, California, at the tine
the petitions were filed in these cases. During the years in
i ssue, George Valente, who was approxi mately 70 years old, was
di rector and owned 100 percent of the common stock of petitioner.
M. Valente becane ill in 1992 and suffered from prostate cancer

during 1995 and 1996. M. Val ente was sonewhat disabled by and

2 Al section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.
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concerned about his condition, so he appointed his wife, Lena
Val ente, to be petitioner’s president during the years under
consideration. During 1995 and 1996, Ms. Valente was 66 and 67
years of age, respectively. Even though he was ill, M. Valente
remai ned active in petitioner’s business by neans of a
cooperative effort with Ms. Valente. Under that arrangenent,
M. Val ente was the decision-maker, and Ms. Valente executed his
decisions. M. Valente determ ned the anmobunt of conpensation to
be paid to officers based on the profitability of the business.
Because of their joint efforts, M. and Ms. Valente’'s
conpensation was treated as an undivi ded anmount for their
conbi ned efforts. Ms. Valente becane ill during 1996, retiring
at the end of that year, and she died during 1998.

M. Val ente becane involved in the autonobile business in
1959 and at one point owned seven autonobil e deal ershi ps and an
aut onobi l e | easing conpany. M. Valente sold the last of his
aut onobi | e deal erships, Geen Valley Ford, in 1990. 1In
connection with the last sale, M. Valente agreed to provide
busi ness consultation to the new owners and to “run” the profit-
sharing plan. The new owners agreed to provide the Valentes with
a new car each year. In 1991, M. Valente received $20, 444 of
conpensation from G een Valley Ford and for 1992, 1993, 1995, and
1996 he received $1,690, $2,851, $3,289, and $2, 049,
respectively. For 1995 and 1996, M. Val ente received
di stributions of $55,307 and $76, 076, respectively, from G een

Vall ey Ford s profit-sharing plan.
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During the years in issue, petitioner had three enpl oyees,
M. and Ms. Valente and Jo Ann M chaels, who was the corporate
secretary and bookkeeper. As bookkeeper, Ms. M chael s deposited
recei pts, prepared checks, reconcil ed bank statenments and
mai nt ai ned the books of account, including the general | edger and
the cash receipts and di sbursenment journals. Petitioner’s place
of business was in the Val entes’ residence.

Petitioner’s business during 1995 and 1996 included the
ownership of land and buildings | eased to G een Valley Ford,
under which the | essee paid the expenses associated with the
property. Petitioner was al so engaged in the business of |easing
aut onobi | es and the purchase and sale of real property.
Petitioner had approxi mately 10 autonobile |eases during the
years in question, all of which had been entered into prior to
1995. Petitioner’s assets included |land and a building in El
Cerrito, and nortgages receivable in excess of $2.5 mllion,
secured by real property |ocated on Airport Boul evard, South San
Franci sco. Petitioner had sold this property, on the install nent
basis, on January 19, 1995.

M. Valente was qualified to be involved in any aspect of
t he autonobil e business, including petitioner’s activities of
| easing realty to an autonobile deal er and | easi ng aut onobi | es.
M. Valente was, in general, successful and experienced in
busi ness operations. For the 12-year period 1985 through 1996,
hi s hi ghest annual wages exeeded $1 million, and his average

wages for that period exceeded one-half mllion dollars. After
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1990 and before 1995, however, M. Valente' s reported wages did
not exceed $320,000 and were as | ow as $151, 690 and averaged
$209, 462. M. Valente consulted for and was conpensated by G een
Vall ey Ford. He also consulted with the deal ership executives in
connection wth petitioner’s business operations. M. Valente
spent as nuch as 15 hours per week consulting. H's expertise was
al so used in connection with the South San Franci sco property,
whi ch al so i nvol ved an autonobile deal ership. He consulted with
t hat deal ership’ s executives to help ensure their continued
ability to make nortgage paynents on petitioner’s self-financed
sale of the property to the new dealer. M. Valente also spent a
[imted anount of tinme working on petitioner’s accounts
col | ecti bl e.

For 1995, petitioner deducted $240, 435 as conpensation to
of ficers, which included a yearend bonus of $180,435. For 1996,
petitioner deducted $460, 000 as conpensation to officers,
i ncl udi ng yearend bonuses of $150,000 to Ms. Valente and
$250,000 to M. Valente. For years prior to 1995, the Val entes

reported wages as foll ows:

Year Anpount

1985 $498, 647
1986 493, 485
1987 1, 053, 801
1988 1, 075, 075
1989 941, 407
1990 1,072, 362
1991 320, 000
1992 151, 690
1993 152, 851

1994 213, 305
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the foll owi ng anounts:

Type of

i ncone

| nt er est

i nconme

G oss rents

Net capi

tal gains

Form 4797 gain
Late fees

Tot al

Petitioner’'s total

conpensati on,

i ncone

and ratio of conpensation to total
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1995

$259, 652
353, 376
35, 884
246, 346
2,931
898, 189

i ncone before expenses,

t hrough 1996 were as foll ows:

Year

1987
1988
1989
1990
1991
1992
1993
1994
1995
1996

Tot al
i ncone

$626, 991
583, 949
503, 859
569, 530
946, 396
604, 344
633, 688
640, 602
898, 479
806, 071

Oficer

conpensati on

$425, 000
310, 000
260, 000
260, 000
360, 000
150, 000
150, 000
210, 000
240, 435
460, 000

1996

$240, 427
388, 676
267, 657

8, 141
1,170
906, 071

officer’s

i ncome for

Conpensati on as
per cent age of
total incone

67.
53.
51.
45.
38.
24.
23.
32.
26.
S57.

PN0OO~NOOO~NO P00

Petitioner acquired and sold shares of stock as foll ows:

Conpany

namne

Dat a Med

Wl ex Cor p.
Cyri x Corp.

Focus Enhancenent
| nc.
| nteracti ve Medi cal

| MP,

Tech.

O yx

Date acquired Date sold

9/ 20/ 88
pre-*95
‘95 & ‘96
5/ 23/ 96
12/ 16/ 94

6/ 30/ 95
‘96

5/ 9/ 95

‘96
12/ 9/ 96
5/ 9/ 96

10/ 21/ 96

1995 and 1996, petitioner’s gross receipts consisted of

1987
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Respondent determ ned the anmount of petitioner’s allowable
deducti ons for reasonabl e conpensation by use of statistics
reflecting conpensation for corporate officers in the equipnment-
| easing and real estate-rental business. Based on those
statistics, respondent determ ned that petitioner was entitled to
a deduction of $76,800 for each of the years 1995 and 1996 as
reasonabl e conpensation for the Valentes’ services to petitioner.
The follow ng schedul e reflects respondent’s conpari son
bet ween petitioner’s taxable income; adjusted taxable incone
(adjusted to not include net operating | oss deductions, special
deductions, and deductions for officer’s conpensation); officer’s
conpensation; and the percentage of adjusted taxable incone

represented by officer conpensation:



Taxabl e
Year i ncone
1987 ($171, 253)
1988 33, 406
1989 (19, 237)
1990 (5, 402)
1991 327, 543
1992 244, 323
1993 26, 348
1994 (36, 327)
1995 17, 825
1996 58, 755

8 -

Adj ust ed

t axabl e

i ncone Conmpensati on Percentage

$285, 636 $425, 000 1100.0
343, 406 310, 000 90. 3
240, 763 260, 000 1100.0
273, 871 260, 000 94. 9
692, 945 360, 000 52.0
394, 376 150, 000 38.0
176, 348 150, 000 85.1
173, 673 210, 000 1100.0
294, 587 240, 435 81.6
518, 755 460, 000 88.7

! Greater than 100 percent.
The foll ow ng schedule reflects the dividends received by

the Val entes from petitioner:

Year Anpount
1985 - 0-
1986 - 0-
1987 - 0-
1988 $17, 600
1989 10, 560
1990 11, 241
1991 60, 000
1992 10, 000
1993 10, 800
1994 - 0-
1995 - 0-
1996 - 0-

Petitioner owned property in EIl Cerrito, which had been used

as a parking lot, and M. Valente envisioned future devel opnent
of the property. Al though M. Val ente envisioned future

devel opment at a cost ranging from$7 mllion to $10 mllion, as
of the years in question, no plans had been nmade for devel opnent
nor action comenced to initiate a formal plan to devel op the

Petitioner, through its bookkeeper and the Val entes,

property.
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provided all relevant information to their accountant and relied
upon his expertise and judgnent in the preparation and reporting
of Federal incone.

OPI NI ON

Reasonabl e Conpensati on

The parties di sagree about the nethodol ogy to be used for
measuring or determ ning the anount of reasonabl e conpensati on.
They also rely on differing facts in applying the standards.
Section 162 provides for deductions for ordinary and necessary
expenses incurred in carrying on a trade or business, including a
reasonabl e all owance for salaries or conpensation for services
per f or med.

Respondent, enphasi zi ng case | aw from opi ni ons of the Court
of Appeals for the Ninth Crcuit,?® argues that when paynents are
made to a corporate enployee who is also a principal sharehol der
t he conpensation nust be reasonable in anmount and have a purely

conpensatory purpose. See O S.C. & Associates, Inc. v.

Comm ssioner, 187 F.3d 1116, 1119-1120 (9th Gr. 1999) (and cases

cited therein), affg. T.C. Meno. 1997-300.

Respondent al so points out that the Court of Appeals for the
Ninth Crcuit traditionally has | ooked to five factors, none of
whi ch is decisive, to evaluate whether conpensation is

reasonable, to wt: (1) The enployee’'s role in the conpany; (2)

S Barring a stipulation to the contrary, any appeal from
this Court’s decision would be to the Court of Appeals for the
Ninth Crcuit. See sec. 7482(b).
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an external conparison of the enployee’ s salary with sal aries
paid by simlar conpanies for simlar services; (3) the character
and condition of the conpany; (4) the conflict of interest
bet ween the conpany and the enpl oyee; and (5) the internal
consi stency in the conpany’s treatnent of paynents to enpl oyees.

See, e.g., Elliotts, Inc. v. Conm ssioner, 716 F.2d 1241, 1245-

1248 (9th CGr. 1983), revg. T.C. Meno. 1980-282.

Petitioner, in a simlar fashion, points out that there are
five traditional factors that the courts have used to decide
whet her conpensation is reasonable, to wit: (1) The type of
services and their extent; (2) the scarcity of qualified
enpl oyees; (3) qualifications and prior earning capacity; (4) the
net earnings of the corporate taxpayer; and (5) the peculiar
characteristics of the taxpayer’s business. Petitioner’s
suggested traditional factors are, in essence, the sane ones the
Court of Appeals for the Ninth Crcuit has utilized.

Each party reviews the facts of these cases under the
traditional factors and concludes that their position is fully
supported--i.e., respondent contends that his determnation is
correct, and petitioner contends that its conpensation clains are
reasonable. Petitioner, however, contends that the traditional
tests are not adequate in the circunmstances of these cases.
Petitioner urges us to use exclusively the “independent investor
test” in the same manner as used by the Court of Appeals for the

Seventh Circuit in Exacto Spring Corp. v. Comm ssioner, 196 F. 3d
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833, 835 (7th Cr. 1999), revg. Heitz v. Conm ssioner, T.C Meno.

1998- 220.

We begi n our reasonabl e conpensati on anal ysis by eval uati ng
the facts of these cases in the context of the traditional
factors, in the format used by the Court of Appeals for the N nth
Crcuit.

A. The Enpl oyee’s Role in the Conpany

We consider the Valentes as a single unit in the setting of
this case because M. Valente was ill, and, although he was able
to make decisions, it was Ms. Valente who executed his
decisions. Although a |large portion of the conpensation was paid
to Ms. Valente, the total conpensation was based on the
Val entes’ joint efforts or performance, and we refer to that
performance collectively and in the singular. The Val entes
(tnitially M. Valente and then Ms. Valente) were taken ill and
becanme unable to fully function in petitioner’s business.
Petitioner’s sources of income are of a passive or investnent
nature, in that incone was generally received from established
capital investnent rather than from personal services. Prior to
the years under consideration, M. Valente sold his active
operating interests in autonobile deal erships and a | easing
operation. Thereafter, operating out of the Valentes hone,
petitioner’s sources of incone were mainly frominvestnent type
activity--collection of rent and interest and the purchase and

sale of securities and realty. Except for the ownership of a
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coupl e of parcels of |land and sone stock, petitioner’s source of
income was fromthe remmants of M. Valente' s forner ownership of
aut onobi | e deal erships. Until the beginning of 1995, they owned
realty that was |leased to two different Ford deal erships. In the
begi nning of 1995, they sold one of the properties to the | essee
and their incone therefrom becanme incone fromseller-financing
rather than fromrental

Due to their age and physical condition, the Val entes were
essentially semretired. During 1995 and 1996, M. Val ente was
recuperating fromsurgery necessitated by prostrate cancer, so
that his ability to participate in petitioner’s business activity
was nore limted than it had been in prior years. For the 4
years imrediately prior to 1995 and 1996, the Val entes’ wages or
sal ary, including anounts received other than from petitioner,
averaged just over $200,000. For 1995 and 1996, the years under
consi deration, petitioner conpensated the Valentes in the anounts
of $240, 435 and $460, 000, respectively. W note that for 1995
and 1996, the Valentes were nore hindered by health and age than
in prior years and unable to devote their full efforts to the
busi ness.

M. Valente's consultation to autonobile deal ershi ps which
either | eased frompetitioner or for whom petitioner was
nort gagor is thought by petitioner to be critical to the success
of the autonobile conpanies. W are not able to find that M.

Valente's role was critical, especially because the financi al
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condition of the deal erships was not nmade a part of the record.
There is no indication that the deal erships that | eased or
purchased frompetitioner were in financial difficulty or that
petitioner’s inconme streamwas in jeopardy. M. Valente did, in
any event, play a role in obtaining and mai ntaining the source of
rental and interest income. W nust note, however, that M.

Val ente received each year the use of a new autonobile, nonetary
conpensation, and relatively large profit-sharing distributions
fromthe Geen Valley Ford deal ership.

For the years 1995 and 1996, approxinately 68 percent and 78
percent, respectively, of petitioner’s incone was fromi nterest
and rents derived from sources that were established prior to or
at the beginning of the 1995 year. The mgjority of the remainder
of petitioner’s income was derived fromthe sale of property,
both real and personal. Oher than the Val entes, petitioner had
only one enpl oyee, who was a cl erical/bookkeeper. Accordingly,
petitioner’s financial success and the job of ensuring a
continued incone streamfell upon the Valentes. Although it was
not shown that the autonobile deal erships to whom | and had been
sold on installnment contract or |eased were in financial
difficulty, petitioner has shown that, to sone extent, M.
Valente's efforts helped to ensure or maintain the inconme stream
Those sane efforts al so enhanced the capital structure of

petitioner. In these circunstances, it is difficult to decide
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whet her the Valentes’ efforts were designed to generate incone
and/or to protect M. Valente's capital investnent.

B. An External Conparison of the Enployee's Salary Wth
Salaries Paid by Similar Conpanies for Sinilar Services

On this point, respondent contends that Ms. Val ente woul d
not be entitled to earn the anount petitioner paid her during
1995 and 1996. Conversely, petitioner argues that the
conpensation paid to M. and/or Ms. Valente was for their joint
effort. Admttedly, Ms. Valente acted in the nature of an
amanuensis for M. Valente; however, petitioner has shown that
its paynents were to the Valentes for their joint efforts. Qur
focus here is not on the question of who should report the incone
but on the anmobunt deducti bl e as reasonabl e conpensation for the
efforts of the operative officers of petitioner. See, e.g.,

Lew sville Inv. Co. v. Comm ssioner, 56 T.C. 770 (1971).

Accordi ngly, we nust eval uate whether the Val entes, acting
together as petitioner’s operative officers, earned the anount of
conpensation paid by petitioner. Neither party introduced

evi dence about conpensation paid by simlar conpanies for simlar
servi ces.

C. The Character and Condition of the Conpany

Respondent characterizes petitioner as a small business with
activities that are not conplex. As noted, petitioner’s incone
during the years in issue was from passive sources (rents,
interest, and dividends), and respondent enphasi zes that those

sources did not require nmuch effort by the Valentes. Respondent,
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however, acknow edges that the increases to petitioner’s 1995 and
1996 incone were attributable to gain on the sale of real
property and stocks. Those increases, conpared to the average of
the prior 3 years, ampunted to $25,922 and $171, 719 for 1995 and
1996, respectively.* Considered as a percentage increase over
the 3 years prior to 1995, the increases were 4 percent and 27
percent, respectively.

Petitioner contends that its assets were “interwoven with
the retail autonobile business” and that it was M. Valente's
know edge, expertise, and involvenent that made petitioner
financially successful. Petitioner acknow edges that the
Val entes did not devote their full time to petitioner but argues
that petitioner’s success was neverthel ess dependent upon the

Val ent es.

D. The Conflict of Interest Between the Conpany and the
Enpl oyee

The question posed here is whether the Val entes used their
control of petitioner to pay deductible salary, as opposed to
nondeducti bl e dividends. As contended by respondent,
substantially all of petitioner’s inconme was paid out in the form
of conpensation to the Valentes. |In that regard, respondent

references Elliotts, Inc. v. Comni ssioner, 716 F.2d at 1243, for

the proposition that there is a

4 For conputation of these increases see infra note 6.
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general problem[in] * * * distinguishing between

di vi dends and conpensation for services received by a
shar ehol der - enpl oyee of a closely held corporation.
VWhat makes this situation troublesone is that the

shar ehol der - enpl oyee and the corporation are not
dealing with each other at arms length. It is likely
to be in the interests of both the corporation and the
shar ehol der - enpl oyee to characterize any paynents to

t he sharehol der-enpl oyee as conpensation rather than
di vidends. For this reason, a taxpayer’s
characterization of such paynents nmay warrant close
scrutiny to ensure that a portion of the purported
conpensati on paynents is not a disguised dividend. See
Nor - Cal Adjusters v. Comm ssioner, 503 F.2d 359, 361
(9th Gr. 1974).

In that regard, respondent points out that petitioner paid
out 26.7 percent and 57.1 percent of its gross incone as
conpensation for 1995 and 1996, respectively. In addition,
petitioner paid out in conpensation to the Valentes’ 81.6 percent
and 88.7 percent of its taxable incone before considering the
conpensati on deduction for 1995 and 1996, respectively.

E. The Internal Consistency in the Conpany’s Treat ment of
Paynents to Enpl oyees

Under this test, a conpany’s formal conpensation programis
consi dered, and a conparative analysis is nmade of conpensation to
shar ehol der/ enpl oyees in relation to conpensati on of
nonshar ehol der enpl oyees. Petitioner had no such formal program
instead, M. Val ente woul d deci de the anount of conpensation on a
year - by-year basis. Mreover, the only other enployee of
petitioner was a bookkeeper who did not have conparable

qualifications, responsibilities, etc.



F. | ndependent | nvestor

In addition to and in conjunction with the above-consi dered
traditional tests, the Court of Appeals for the Ninth Crcuit has

al so used an i ndependent investor test. In Elliotts, Inc. v.

Conmi ssi oner, supra at 1245, that test was descri bed as foll ows:

A relevant inquiry is whether an inactive, independent

i nvestor would be willing to conpensate the enpl oyee as
he was conpensated. The nature and quality of the
servi ces should be considered, as well as the effect of
t hose services on the return the investor is seeing on
his investnment. The corporation’s rate of return on
equity would be relevant to the independent investor in
assessi ng the reasonabl eness of conpensation in a smal
corporation where excessive conpensation woul d

noti ceably decrease the rate of return.

The Court of Appeals for the Ninth Grcuit has enployed the
i ndependent investor test in conjunction wth the other above-
di scussed tests as anot her neans of neasuring the reasonabl eness
of officer conpensation.

Petitioner contends that we should disregard the traditional
tests and focus solely upon the independent investor test, in the
sanme manner as the Court of Appeals for the Seventh Crcuit did

in Exacto Spring Corp. v. Conm ssioner, 196 F.3d 833 (7th Cr

1999). Petitioner contends that the traditional tests do not fit
petitioner’s situation, and use of the traditional tests “invites
arbitrary decisions”. Before we decide whether it would be

appropriate to focus solely on the independent investor test, we

will first consider it in light of facts of this case.
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Respondent, based on petitioner’s tax returns, contends
that, after subtracting the conpensation deducted by petitioner,

the return on petitioner’s equity is as foll ows:

Pr et ax After-tax Ret urn on
Year i ncone i ncone Equi t y?! equi tv(w
19952 $17, 825 $15, 151 $2, 013, 692 .75
1996 58, 755 49, 066 2,028, 715 2.42

! The anopunt of equity reflected consists of the total of
the yearend bal ances in the capital stock, paid-in surplus, and
retai ned earni ng accounts.

2 The $17,825 amount is after a deduction for a net
operating | oss carryforward from anot her year. W thout
considering the net operating |oss deduction, the return on
equity would be 1.67 percent for 1995.

Petitioner does not dispute the returns on equity conputed by
respondent based upon the information reported in petitioner’s
inconme tax returns. Petitioner contends that we should focus on
the return on equity in the formof appreciation of petitioner’s
assets. Based on petitioner’s calculation of the increases
(appreciation) in the value of realty and securities, its return
on equity for 1995 and 1996 woul d have been 34.5 percent and 36.5
percent, respectively. Petitioner, on the sane basis, contends
that it had a 29-percent average return on equity for the years
1993 t hrough 1996.

Respondent argues that petitioner’s approach to neasuring
the return on equity is specul ative and overstated and does not

mat ch the anount shown on petitioner’s tax returns. In other

wor ds, respondent contends that the return on equity should be
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measured based on realized income and not on unrealized
appreci ation of the business assets. Respondent points out that
petitioner’s percentage return is due to unrealized appreciation
on marketabl e securities and estinmated average appreciation on
the | eased G een Valley Ford property. 1In addition, respondent
notes that petitioner did not factually establish that the real
property had appreciated to the extent clained. Significantly,
t here has been no showi ng that any portion of the clainmed asset
appreci ation was due to the Valentes’ efforts rather than general
mar ket conditi ons.

We cannot accept the inherent prem se of petitioner’s
approach; i.e., that an independent investor would be satisfied
with little or no return on petitioner’s current incone stream
that was being generated with little effort on the part of
petitioner’s officers. Petitioner’s approach al so assunes that
an i ndependent investor would forgo an established stream of
i ncome cash-flow return on equity for the possibility that
unreal i zed asset appreciation will be available in the future.
To sonme extent, an independent investor mght invest in an entity
for the possibility of asset appreciation. That investor,
however, would not, w thout sonme conpelling reason, forgo the
income stream fromthose assets. That is especially true where,
as here, the Valentes’ efforts were, in great part, directed at

t he mai nt enance, as opposed to the creation of the inconme stream
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In fact, there is no evidence that the inconme stream (rental
i ncone and nortgage installnment paynments) was in jeopardy. Wile
it is clear that the Val entes played sone role in producing the
1995 and 1996 i ncone increases over prior years, the increases
were limted to the acquisition and sale of realty and marketabl e
securities.

During 1995 and 1996, petitioner’s adjusted taxable incone
(pretax and wi thout considering net operating | oss deductions
from ot her years) was $294,587 and $518, 755, respectively.
Assum ng an i ndependent investor would have been satisfied with a
20-percent return, then as nuch as $235, 670 and $415, 004, for
1995 and 1996, respectively, would have been avail able for
conpensation of petitioner’s officers. However, reasonable
conpensati on cannot be based solely on allow ng an anopunt that
represented what was |left after conputing what was thought to be
a fair return for an investor. Under any neasure of reasonabl e
conpensation, the anmount nust be for “personal services actually

rendered”. Sec. 162(a)(1l); Elliotts, Inc. v. Conm ssioner, supra

at 1245; Exacto Spring Corp. v. Commi ssioner, supra at 835.

The facts in these cases reflect that a majority of
petitioner’s inconme stream woul d have existed regardl ess of the
Val entes’ services or efforts during 1995 and 1996. The passive
portion of petitioner’s inconme was well established and woul d

continue with a mni num anount of effort. W also note that M.
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Val ente had been well conpensated in prior years, reflecting that
he had al ready been conpensated for petitioner’s financial
success prior to 1995. Significantly, the Val entes were
physically less able to devote their tinme and efforts to
petitioner’s business during 1995 and 1996, yet petitioner seeks
to justify substantial increases in the Valentes’ conpensation
over the average of the prior 3 years. The increases over the
$209, 462 average for the 4 prior years was approxi mately $30, 000
in 1995 and $250, 000 for 1996. Although, as discussed infra,
there appears to be sone justification for conpensation in excess
of the anpbunt determ ned by respondent, the anmounts sought by
petitioner are unreasonable and unjustified on this record. The
profit fromthe acquisition and sale of realty and securities, on
the other hand, was nore directly attributable to the Val entes’
efforts.

The conpensation paid to the Valentes represented 81.6
percent and 88.7 percent, respectively, of petitioner’s 1995 and
1996 adj usted® taxable incone. That would | eave an i ndependent
investor with less than 20 percent and 10 percent of petitioner’s
i nconme for 1995 and 1996, respectively. An independent investor
m ght or mght not be willing to accept a division of “operating”

profits that is not based on the extent to which the efforts,

°> The incone was adjusted so as not to include net operating
| oss deductions fromother years, special deductions, and the
deductions for officers’ salaries.
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talents, or services of the officers were necessary for the
generation of the profit. Those are the sane aspects that we
have considered to decide the anbunt of conpensation that is
reasonable. Accordingly, petitioner nust show here that the
Val entes were conpensated for services and that the conpensation
was reasonable; i.e., that the officers in these cases were
responsi ble for 81.6 percent and 88.7 percent of the profit.

Petitioner has not shown that the Valentes’ efforts in the
collection of petitioner’s established streamof incone would
warrant any anount in excess of the annual $76,800 in
conpensati on that respondent determ ned was reasonabl e.
Petitioner, however, has shown that the increases to its incone
for 1995 and 1996 due to the sale of assets during the 1995 and
1996 years were attributable to the Valentes’ efforts. Those
efforts produced additional incone in the anpbunts of $25,922 and
$171,719 for 1995 and 1996, respectively.® Unfortunately the
parties did not provide the Court with appropriate expert
testinony or sonme nethodol ogy by which to decide the quantum of

conpensation (bonus) to be attributed to the results obtai ned by

6 The total incone for 1992, 1993, and 1994 was $604, 344,
$633, 688, and $640, 602 for an average total incone of $626, 211
(%$1,878,634 = 3). The total income for 1995 and 1996 was
$898, 479 and $806, 071 for increases of $272,268 and $179, 860,
respectively. The $272,268 for 1995, however, includes $246, 346
of incone fromrecapture of depreciation, so that the increase in
earned i ncone was actual ly $25,922 ($272,268 - $246, 346). The
1996 inconme figure contained recapture of $8,141 so that the
adj usted i ncone was $171, 719.
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the Valentes’ efforts. Starting with respondent’s $76, 800
determ nation as a base anount attributable to the Val entes
collection of petitioner’s established incone, we have
approxi mated an addi ti onal anpbunt of conpensation attributable to
the increase in incone generated by the Valentes during 1995 and
1996. We conclude and hold that reasonabl e conpensation for the
Val entes’ services for 1995 and 1996 is $89, 750 and $162, 650,
respectively. W cal cul ated those anobunts by dividing the
i ncreased anmount of inconme earned by the Valentes’ efforts
bet ween the officer/enpl oyee and equity hol der, which when added
to respondent’s $76,800 determ nation resulted in an annual
reasonabl e conpensation of $89, 750 and $162, 650 for 1995 and
1996, respectively.’

Petitioner argues that the independent investor test should
be the sole nethod of deciding whether the officer conpensation
clainmed by petitioner was reasonable. Respondent counters that
t he i ndependent investor test should be only one of the factors
considered, citing the Court of Appeals for the Ninth Grcuit

opinion in Elliotts, Inc. v. Conm ssioner, 716 F.2d 1241 (9th

Cr. 1983). In addition, respondent contends that the facts of

" The anmobunt of conpensation in excess of the $76,800, the
anmount determ ned by respondent, was cal culated by dividing in
hal f the 1995 and 1996 increases in incone over the average of
the 3 prior years, $25,922 and $171, 719 and arriving at bonuses
of $12,950 and $85, 850.
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t hese cases are distinguishable fromthose in Exacto Spring Corp.

v. Comm ssioner 196 F.3d 333 (7th Gr. 1999).

Respondent points out that the conpensated officer of Exacto
Spring Corp. (Exacto), a fine wire and spring manufacturer, was a
techni cal expert who was integrally involved in devel opnent of
t he automated machi nery that was one of the reasons for Exacto’'s
financial success. |In addition, the conpensated officer in
Exact o was responsible for the solicitation of 60 percent to 70
percent of Exacto’'s sales. By contrast, the Valentes’ services
to petitioner were, with the exception of the purchase and sale
of assets during the years under consideration, essentially to
mai ntai n and coll ect petitioner’s established and passive sources
of revenue. Considering the fact that venue for any appeal of
this case would be the Court of Appeals for the Ninth GCrcuit,

see olsen v. Conm ssioner, 54 T.C. 742 (1970), affd. 445 F. 2d

985 (10th Cr. (1971), and the fact that petitioner failed to
nmeet the independent investor test, we do not find it appropriate
torely solely on the independent investor test to reach our

findi ngs and/ or hol di ng.

1. Whether Petitioner Permtted Its 1995 Earnings To Accunul ate
Beyvond t he Reasonabl e Needs of the Busi ness--Section 531

Section 531 inposes an additional 39.6-percent tax on
accunul ated taxable inconme. Under section 535, accumul ated
taxabl e i ncome is adjusted taxable inconme |ess a dividends paid

deduction and the accunul ated earnings credit. For corporations,
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ot her than holding or investnent conpanies, the credit is
generally an anount equal to the part of earnings and profits
that is retained for the reasonabl e needs of the business. See
sec. 535(c)(1). The term “reasonabl e needs of the business”
i ncl udes the reasonably antici pated needs of the business. Sec.
537(a)(1). The accumul ated earnings tax is inposed on
corporations “formed or availed of for the purpose of avoiding
the incone tax * * * by permtting earnings and profits to
accunul ate instead of being divided or distributed.” Sec.
532(a).

The controversy here focuses on two questions: (1) Wether
petitioner was a “nere holding or investnent conpany” so as to
not be entitled to accunul ate i ncone for reasonabl e needs beyond
$250, 000, and, if not, (2) whether petitioner accunul ated i ncone
beyond its reasonabl e needs. Respondent argues that petitioner
nmeets the definition of a holding conpany as set forth in the
statute and the regulations. A corporation is a “holding
conpany” if it has “practically no activities except hol ding
property and collecting the inconme therefromor investing
therein”. Sec. 1.533-1(c), Incone Tax Regs. A corporation is
al so considered an investnent conpany if, in addition to hol ding
properties and collecting incone, it actively trades stocks,

securities, real estate, or other investnents. See id.
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Petitioner held real property and stocks and received i nconme
fromrent, interest, and the sale of stocks and realty. Although
sonme of the income was fromrent, the | eases were net |eases, and
petitioner was not involved in operating or managi ng the rental

properties. Petitioner’s situation here is not, in any

di stingui shabl e aspect, different fromthat in H C Cockrel

War ehouse Corp. v. Comm ssioner, 71 T.C. 1036 (1979), where the

t axpayer’s incone was derived fromthe rental of real property to
oper ati ng conpani es.
Petitioner argues that its circunstances are nore simlar to

t hose of the taxpayer in Dahlem Found., Inc. v. Conm ssioner, 54

T.C. 1566 (1970). In that case, the Court explained that the
word “nere” was designed to draw a distinction between hol ding or
i nvestnment corporations that are strictly passive and those that
engage in sone neasure of business activity. See id. at 1576.

In H C. Cockrell Warehouse Corp. v. Comm ssioner, supra at 1046,

we described the activities that were sufficient to avoid “nere

hol di ng conpany” status in Dahlem Found., Inc. v. Conm Ssioner,
supra, as follows:

(1) Locating an undevel oped parcel of real estate for a
shoppi ng center; (2) negotiating and paying the
purchase price of such undevel oped | and; (3) securing

| eases for occupancy of the buildings to be situated in
t he shopping center; (4) arranging for a | oan for
construction of the shopping center; (5) various
managenent functions with respect to the center; and
(6) maintaining and repairing various portions of the
center. The taxpayer also actively managed ot her
properties.
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We do not find petitioner’s activities to approach those
that this Court found sufficient to distinguish between a
corporation that is primarily a “holding conpany” and one that is

a “nmere holding conpany” in Dahlem Found., Inc. v. Comm ssioner,

supra. Accordingly, we hold that petitioner is a “nmere hol ding
conpany” within the meani ng of section 533(b) and prima facie had
a purpose of avoiding the inconme tax on shareholders. In
addition, petitioner has not shown evi dence of any purpose for
its accunul ation other than testinony about possible expansion

and | egal theories about possible needs.® Accordingly,

8 W note that the burden of proof is on petitioner and has
not been shifted to respondent under sec. 534(c). See also Rule
142(e). Although it is unnecessary for us to consider whether
petitioner had reasonabl e needs of its business in excess of
$250, 000, we nust note that under traditional standards
petitioner has not shown that its needs exceeded the $250, 000
anount. Petitioner’s needs were based on the specul ati on that
M. Valente's future inability to provide such consultation to
the auto deal erships could result in defaults on obligations to
petitioner and that there would be a need for capital. The
financial status of the autonobil e deal erships, however, is not
available in this record, nor is there any indication that such
event was a need, w thout even considering whether it was
“reasonable”. Petitioner also anticipated the death of the
Val entes and the possibility of stock redenption to pay estate
taxes. To this respondent aptly points out that there would
likely be no estate tax burden when the first of the Val entes
died. Finally, although no formal plans had been made or action
taken, M. Valente described a desire to develop a parcel of
property which had been held by petitioner for an extended anount
of time. Although M. Valente testified about sone of these

(continued. . .)
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petitioner was availed of for the purpose of evadi ng the incone
tax on shareholders and is limted to accunul ati ng, w thout
i mposi tion of accumul ated earnings tax, no nore than $250, 000.

[11. Whether Petitioner Is Liable for Accuracy-Rel ated Penalties
Under Section 6662(a) for 1995 and/or 1996

Section 6662(a) inposes an accuracy-related penalty if any
portion of an underpaynment is attributable to negligence or
di sregard of rules or regulations or any substanti al
understatenent of tax. A substantial understatenent for a
corporation is an understatenent that exceeds the greater of 10
percent of the tax required to be shown on the return or $10, 000.
For 1995 and 1996, petitioner’s understatenent may exceed the 10-
percent or $10,000 threshold. The penalty will not apply to any
portion of an underpaynment for which there was reasonabl e cause
for the position taken and the taxpayer acted in good faith. See
sec. 6664(c).

Respondent, focusing on the reasonabl e conpensati on
guestion, contends that the Valentes did little or nothing to
earn the $240, 435 and $460, 000 sal aries they were paid. Although

we have concluded that the value of their services was | ess than

8. ..continued)
matters, no steps had been taken or evidence presented that
corroborated these matters as established or reasonabl e needs.
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t he anbunts paid, we have found that the Valentes did play a
meani ngful role in the success of petitioner. That is in
contrast to respondent’s contention that the Val entes perforned
no services and/or did not play a neaningful role in the
financial success of petitioner.

Petitioner contends that no penalty should apply here
because of its full disclosure to and reliance upon a conpetent
professional. See sec. 1.6664-4, Incone Tax Regs. The
adj ustments we have considered in these cases are quite technical
in nature (whether petitioner was a “nmere hol di ng conpany” within
t he neani ng of section 533 and whether the Val entes’ conpensation
was reasonable). Although our holdings are generally unfavorable
to petitioner, we are convinced that petitioner relied on its

accountant and that reliance was reasonable. See United States

v. Boyle, 469 U. S. 241, 251 (1985). Petitioner’s accountant, who
testified at trial, was conpetent, and he was fully infornmed of
the factual predicate for deducting the conpensation in dispute.
Hi s testinony regarding the conpensation reflected that he was
well informed. He relied, however, on factors that the Court
ultimately found insufficient to carry the day. Petitioner, vis-
a-vis the Valentes, had no tax expertise, and it was reasonabl e

torely on a fully infornmed and conpetent professional in the
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matters under consideration. Accordingly, we hold that
petitioner is not |liable for penalties under section 6662.

To reflect the foregoing and the agreenent of the parties,

Deci sions will be entered

under Rul e 155.




