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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO Judge: Petitioner petitioned the Court to redeterm ne
respondent’s determ nation of deficiencies in its 1990, 1991, and

1992 Federal incone taxes and negligence accuracy-rel ated
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penal ties under section 6662(a).! For the respective years,
respondent determ ned deficiencies of $877,861, $495, 884, and
$300, 438 and accuracy-rel ated penalties of $138,952, $69, 965, and
$33, 423.

Fol | ow ng concessions,? we nust decide the follow ng three
I ssues:

1. \Wether the bonuses petitioner paid during the subject
years to two of its officers, Emle and Loui se, were “reasonabl e’
within the neaning of section 162(a)(1). W hold they were not.

2. \Wether petitioner is liable for the accunul ated
earni ngs tax of $490, 924, $240,902, and $130, 438 detern ned by
respondent for the respective years. W hold it is.

3. \Whether petitioner is liable for the accuracy-rel ated

penalties determ ned by respondent. W hold it is not.

1 Unl ess otherwi se indicated, section references are to the
I nt ernal Revenue Code applicable to the subject years. Rule
references are to the Tax Court Rules of Practice and Procedure.
Per cent ages are rounded.

2 Anong ot her things, petitioner has conceded that it paid
$85,414 in legal fees during 1990 as a nondeducti bl e personal
expense of its controlling sharehol der, Louise Haffner Fournier
(Loui se), and her husband, Emle Fournier (Emle).
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FI NDI NGS OF FACT®

Sonme facts were stipulated. W incorporate herein by this
reference the parties’ stipulation of facts and the exhibits
submtted therewith. W find the stipulated facts accordingly.
Petitioner is a C corporation that tinely filed Federal incone
tax returns for the subject years.
Backgr ound

Petitioner retails gasoline and related products
(collectively, gasoline) and hone heating oil in Massachusetts
and New Hanpshire. Petitioner sells its gasoline and hone
heating oil only for cash, and its service stations (stations)
only sell gasoline. Petitioner’'s stations all display the nane
“Haf f ner’ s” and operate under the nanme Haffner’s Service

Stations, I|Inc.

3 During trial, petitioner elicited testinony fromits
accountants (Seynour Rubin (Rubin) and George Coertz (CGoertz))
and sonme of its faithful (to the Haffner/Fournier famly),
| ongti me enpl oyees (Peggy Wllett (WIllett), My Osgood
(GCsgood), Rol and Beauchesne (Beauchesne), and E. Haffner Fournier
(Haff)). W find unreliable nmuch of the testinony of Rubin,
Wllett, Osgood, and Haff. W find nuch of their testinony to be
vague and uncorroborated. W also find sonme of the testinony of
Haff to be inconsistent with and/or contrary to the docunentary
evi dence. Under the circunstances, we are not required to, and
we do not, rely on the unreliable testinony of Rubin, Wllett,
Osgood, and Haff to support petitioner’s positions herein. See
Brookfield Wre Co. v. Conmm ssioner, 667 F.2d 551, 552 (1st G
1981), affg. T.C. Meno. 1980-321; Tokarski v. Conm ssioner, 87
T.C. 74, 77 (1986). See al so Kenney v. Comm ssioner, T.C. Mno.
1995-431, where the Court declined to rely upon nost of the
testimony of the taxpayer and a long list of relatives and cl ose
friends who testified in support of her claimof innocent spouse
relief.
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Petitioner operates independently and conpetes directly with
maj or oil conpanies by selling gasoline at a price |ower than
that of the stations of those conpanies. For the respective
subj ect years, petitioner’s tax returns reported that its gross
recei pts were $61, 359, 783, $61, 406, 193, and $56, 265,955, that its
total income was $6,574, 351, $5,203,710, and $3, 704, 259, and t hat
its taxable income was $2, 126, 645, $1, 283, 987, and $985, 747.
Petitioner reported that its bal ance sheet at the end of those

years and 1989 was as foll ows:

1989 1990 1991 1992
Current Assets:
Cash $2,508, 283 $3,526,942 $3, 495, 498 $4, 245, 727
Accounts receivable 1, 596, 322 495, 332 456, 686 433, 204
I nventory 266, 588 353, 990 288, 883 271, 350
Prepai d expenses 671, 566 1,061, 716 1,019,877 748, 286

5,042, 759 5,437,980 5, 260, 944 5, 698, 567

Long-term assets:

Property and equi pnent 900, 982 979, 368 1, 245, 184 1, 245, 184
Less: accumrul at ed depreciation (567, 330) (719, 855) (822,012) (913, 557)
Oficers’ life insurance: C S V. 445, 385 525,904 660, 344 752,034
Not es recei vabl e 35, 155 1,126,777 1, 575, 929 1, 643, 343
I nvest nent s 189, 589 304, 915 327,579 367,158
1, 003, 781 2,217,109 2,987,024 3,094,162
Total assets 6, 046, 540 7,655,089 8,247,968 8,792,729
Current liabilities
Account s payabl e 91, 420 146, 040 98, 985 114, 959
CGther current liabilities 687, 682 850, 341 572,962 442,175
779,102 996, 381 671, 947 557,134
Long-termliabilities
Mort gages and ot her debt 210, 560 210, 560 233,735 210, 560
Equity:
Capital stock 125, 000 125, 000 125, 000 125, 000

Unappropriated retained earnings 4,931, 878 6, 323, 148 7,217, 286 7,900, 035
5,056,878 6,458,148 7,342,286 8, 025, 035

Total liabilities and equity 6, 046, 540 7, 655, 089 8,247, 968 8,792, 729

John F. Haffner (John) and his wfe, Emma (Emm), started
petitioner’s business in or about 1940 as a single station, and
t he busi ness has grown to include 13 stations (nost of which are

self-service and are staffed with relatively unskilled enpl oyees)
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and the hone heating oil business. John and Emma’'s famly
(Haf fner/ Fournier famly) also owns other entities in addition to
petitioner. The operating entities include petitioner, Haffner’s
Car Care (HCC), and Parker Fuel Corp. (Parker). HCC operates the
car washes and vacuum cl eaners | ocated at sonme of petitioner’s
stations. Parker sells to petitioner, its only custonmer, all of
t he gasoline and hone heating oil for resale to consuners. Al
three of these operating entities share enpl oyees. These |abor
cost are paid by petitioner and apportioned anong these three
operating entities by way of bookkeeping entries posted in
I nt er conpany accounts.

John and Enma’s famly al so owns certain nonoperating
entities. The nonoperating entities include Haffner Realty Trust
(Haffner Realty), Fournier Realty Trust (Fournier Realty), and
EMLO Realty Trust (EM.O Realty). Each of these three
nonoperating entities was forned to hold properties transferred
toit by the principals of the three operating entities nmentioned
above.

In its early years, petitioner had one class of stock. Four
hundred and fifty shares of that stock were outstanding, and
t hose shares were owned one-third each by John, Emma, and Loui se,
their only child. 1In 1949, John transferred 76 of his shares to
Loui se. Afterwards, Louise owned 226 shares, John owned 74

shares, and Emma owned the remai ning 150 shares.
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John died on March 10, 1955, and his 74 shares passed
through his residuary estate to the John F. Haffner Trust (John’s
Trust). John’s Trust benefited his and Enma’s five grandchil dren
(the grandchildren); nanely (in order from ol dest to youngest),
Haff, Jolyne H Boyle (Jolyne), John Haffner Fournier (JH), Susan
H Baker-Spruce (Susan), and R chard Haffner Fournier (Richard).
John’s Trust provided that its principal and accumul ated i ncone
woul d be distributed in equal ambunts to each |iving grandchild
when the youngest grandchild turned 21. Richard, the youngest
grandchild, turned 21 on February 20, 1965. John’s will provided
that he had “purposely omtted a direct bequest to ny daughter,
Loui se H Fournier, because of provisions made for her during ny
lifetime” (e.g., his transfer to her of a mgjority of
petitioner’s shares). John intended through his testanmentary
schene that Louise would be petitioner’s majority sharehol der and
t hat each grandchild would be a mnority sharehol der.

Loui se and her husband, Emle, were nanmed in John’s wll as
executors of John's estate, and they were formally appointed to
that position by the Probate and Fam |y Court Departnent of the
Commonweal t h of Massachusetts (probate court). Louise and Emle
al so were naned trustees of John's Trust.

On Decenber 20, 1956, petitioner recapitalized, doubling the
nunmber of voting shares held by each sharehol der and issuing to

each sharehol der an additional 4 nonvoting shares for each voting



- 7 -
share then owned. Later in 1956 and in 1957, Enma transferred 75
voting shares to Louise, 150 nonvoting shares to Emle, and 150
nonvoti ng shares to each grandchild. Louise also transferred
during that tinme 150 shares of nonvoting stock to Emle and 150
nonvoti ng shares to each grandchil d.

Upon Enma’ s death in 1958, her renmaining shares were pl aced
in the Enma Haffner Trust (Emma’s Trust).* Louise was the
executrix of Enma’s estate and the nanmed trustee of Emma’s Trust.
On February 4, 1959, Emma’s Trust transferred 75 of its voting
shares to Loui se, and Louise transferred 150 of her nonvoting
shares to Emle and 150 nonvoting shares to each grandchild. The
voting shares were then owned 148 by John’s Trust, 150 by Emma’s
Trust, and 602 by Louise. The nonvoting shares were owned 592 by
John’s Trust, 300 by Efma’s Trust, 8 by Louise, 450 by Emle, and
450 by each grandchil d.

On August 1, 1959, Emma’s Trust transferred its 150 voting
shares to Louise. On February 14, 1961, Louise transferred from
John’s Trust to herself the remaining 148 voting shares and 592
nonvoti ng shares (the 1961 transfer) as rei nbursenent for estate
t axes which she had paid personally on behalf of John's estate.
After the 1961 transfer, Louise owned all 900 voting shares and

600 of the 3,600 nonvoting shares. Enmma’s Trust owned 300 of the

4 The stipulation of facts incorrectly lists this trust as
t he Emma Fournier Trust.
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nonvoti ng shares, and Em | e and each grandchild owned 450 of the
nonvoti ng shares.

Fam |y Lawsuit

On or about Novenber 21, 1989, Richard and Susan filed a
conplaint with the probate court against Emle and Loui se, each
i ndi vidually and as executors of John’s estate. The conpl ai nt
all eged that Em | e and Loui se had breached their fiduciary duty
as executors by failing to list properly the assets of John's
estate (e.g., the shares underlying the 1961 transfer (disputed
shares)) and by failing to distribute those assets in accordance
with John’s will. The conplaint primarily sought rescission of
the 1961 transfer, any costs (including attorney’' s fees) incurred
by Ri chard and Susan in prosecuting the famly lawsuit, and the
return (with interest) of all unnecessary expenses incurred by
John’s estate (e.g., for incone taxes, accountant’s and
attorney’s fees, and filing fees).® Petitioner was not nanmed as
a defendant in the famly lawsuit. Jolyne |later joined the

famly lawsuit on or about June 6, 1995.°

> On or about Nov. 13, 1990, Richard and Susan anended the
conplaint primarily to allege further that Em | e and Loui se were
also liable to themfor self-dealing as executors of John’s
estate. The first amended conpl aint generally sought further
damages in the formof a conplete accounting of expenditures and
financial information relating to the estate and to many of the
Haf f ner/ Fournier famly entities.

6 Haff never joined the famly lawsuit, which he viewed as a
famly falling-out that rested on the plaintiffs’ attenpt to get
(continued. . .)
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On June 7, 1996, the probate court ruled in favor of the
plaintiffs, finding that Louise and Em | e had breached their
fiduciary duty by failing to carry out the ternms of John's wll,
and rescinded the 1961 transfer. By virtue of this ruling,

petitioner’s stock was thereafter owned as foll ows:

Vot i ng Stock Nonvoti ng Stock

Shar ehol der Shar es Per cent age Shar es Per cent age
Loui se 752 83. 56 8 .22
Em |l e - 0- - 0- 450 12. 50
Haf f - 0- - 0- 450 12. 50
Jol yne - 0- - 0- 450 12. 50
JH - 0- - 0- 450 12. 50
Susan - 0- - 0- 450 12. 50
Ri chard - 0- - 0- 450 12. 50
Emma’ s Trust -0- -0- 300 8. 33
John’'s Trust 148 16. 44 592 16. 44
900 100. 00 3, 600 100. 00

The probate court’s judgnent al so authorized John's estate:
(1) To hire a certified public accountant (C.P.A ), at the
expense of Emle and Louise, to ascertain the “present val ue” of
the di sputed shares, and (2) to distribute the di sputed shares
directly to the grandchildren. The judgnent al so stated that
Em |l e and Louise were responsible for the attorney’'s fees and
costs incurred by the plaintiffs.

In 1997, Robert M nasian (M nasian), the then adm nistrator

of John's estate,” filed on behalf of the estate a separate

5C...continued)
back at their parents for inposing strict standards on the
plaintiffs’ upbringing.

" On or about June 7, 1996, the probate court had renoved
Em | e as executor of John's estate because he was unsuitable to
act in that capacity. H's coexecutor, Louise, having died, the

(continued. . .)
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lawsuit in the probate court against Emle, Haff, HCC, Parker,
Haf f ner Realty, Fournier Realty, and EM.O Realty. Upon notion by
the plaintiffs in the famly lawsuit, the probate court
consolidated that action with the famly lawsuit and w th anot her
action that the plaintiffs had filed in that court against Louise
and Emle, individually and as executors of Ema’'s will.® Each
of the three separate |lawsuits involved common questions of |aw
and fact concerning the 1961 transfer.

Jerrold Katz (Katz) was the individual selected to value the
shares of petitioner and certain of its related entities. Katz
i ssued his report on Cctober 16, 2000. The report concl udes that
the fair market value of petitioner, HCC, Parker, and a fourth
operating entity organi zed after the subject years total ed $67.8
mllion as of Decenber 31, 1998, and that the fair market val ues
of the respective entities were approximately $29.3 mllion,
$22.1 mllion, $10 mllion, and $6.87 mllion. The report
expresses no conclusion as to the specific value of the disputed
shares. To date, the parties to the famly |lawsuit have not
formally indicated their positions on Katz's report, and the

famly lawsuit is still pending.

(...continued)
probate court appointed M nasian as the adm nistrator of John’s
est at e.

8 On the sane date that John had signed his will, Enma had
signed a reciprocal will disposing of her estate in trust to the
grandchi | dren.



- 11 -

Petitioner’'s Directors, Oficers, and Oher Noteworthy Empl oyees

Duri ng each subject year, petitioner enployed approxi mately
150 individuals, including Haff, Emle, and Louise. It did not
have a witten enpl oynent agreenent with any of these
i ndividuals. Mny of the enployees, including Haff, Emle, and
Loui se, spent a significant anmount of their time working on the
busi ness of HCC and Parker. Haff, Emle, and Louise also devoted
a significant amount of their tine to the business of the
nonoperating entities owned by the Haffner/Fournier famly.

Petitioners’ directors during each subject year were Haff,
Emle, and Louise. The directors did not hold formal board
nmeeti ngs but generally spoke with each other daily w thout
menorializing their discussions. Haff, upon discussions with
Emle and Louise in their capacity as board nenbers, established
petitioner’s business plan and its enpl oyees’ conpensati on.

Haf f, upon discussions with Emle and Louise in their capacity as
board nmenbers, decided matters contributing to petitioner’s
growh in the industry (e.g., finding new | ocations at which to
sell its products).

Petitioner’s officers during the subject years were Haff,
Richard, Emle, and Louise. Haff was president and CEQO Richard
was vice president. Louise was treasurer. Emle was assistant
treasurer and secretary. Emle and Loui se were each about 80

years old at that tinme and receiving Social Security.
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Haf f began working for petitioner part time in 1951. During
t he subject years, he was its general nmanager, worKking
approximately 13 hours a day. |In that capacity, he set the price
at which petitioner would sell its gasoline and hone heating oi
to its custonmers and made nost of petitioner’s other business
decisions. Haff received frompetitioner conpensation of
approxi mately $742, 400, $592,000, and $469,250 in the respective
subj ect years. Part of each year’s conpensati on was apportioned
to at | east HCC and Parker, and petitioner clained a deduction
for the rest.

During the subject years, Em | e opened petitioner’s office
each norning sonetine between 4:30 a.m and 5 a.m He al so nade
bank deposits for sonme of the stations, collected itens from al
of the stations, and di scussed nany of the business deci sions
with Haff before Haff decided upon and inplenented them Emle
al so hel ped answer the tel ephones and di scussed hone heating oi
matters by tel ephone with various individuals. Emle received
frompetitioner a weekly salary of $425. Part of the salary was
apportioned to at |east HCC and Parker, and petitioner clained a
deduction for the rest.

During the subject years, Louise hel ped answer the
t el ephones, took custonmer orders, drafted and signed checks, nmade
bank deposits, conversed with custoners and enpl oyees, and

performed m nor tasks around the office. She al so conmuni cated
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with petitioner’s drivers delivering hone heating oil, signed the
subj ect Federal income tax returns in her capacity as an officer,
and di scussed sonme of the business decisions with Haff before he
deci ded upon and inplenented them Louise received from
petitioner a weekly salary of $450. Part of the salary was
apportioned to at |east HCC and Parker, and petitioner clained a
deduction for the rest.

Ri chard has worked for petitioner for approximately the |ast
40 years, wth a 2-year absence to serve in the Arny and anot her
brief absence to earn a master’s in business adm nistration. He
wor ked 5 days a week in the office, and he was responsible for
nmonitoring each station’s condition and coll ecting noney from
three of the stations. Richard received frompetitioner a salary
of approximately $50,000 in each of the last 10 years, and he has
not received frompetitioner a bonus since 1986 or 1987.
Ri chard’s bonus at that tine was $5, 000.

WIllett began working for petitioner on January 6, 1978.
She becane the office nmanager in 1979 and remained with the
conpany in that position throughout the subject years. She
supervi sed the office personnel, hired and fired station
enpl oyees and drivers, maintained the driver’s reports, took
orders, and handl ed service calls. She wote deposit slips that
Louise or Emle took to the bank, took custoner conplaints, and

was responsi ble for maintaining the general |edger. She
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conpl eted nuch of the daily paperwork for petitioner’s
accountant’s nonthly visit and cal cul ated each station’s daily
and nonthly inventory. She received frompetitioner a salary of
approxi mat el y $50, 000 i n 1990.

Osgood has been petitioner’s payroll bookkeeper since 1976.
She reported directly to Haff but usually talked first to Wllett
before consulting him

Beauchesne has worked for petitioner since 1973. During the
subj ect years, he net Em | e each norning to open the office.
Beauchesne al so supervised the truck drivers, did Iight
mai nt enance at the stations, and supervised sone of the enpl oyees
at the stations.

Petitioner’s Accountants

Rubi n and Goertz are C.P.A s who are, and for many years
have been, petitioner’s accountants. Goertz oversaw the
preparation of petitioner’s books and records, and he prepared
petitioner’s financial statenents and incone tax returns. For
t hese purposes, CGoertz traveled to petitioner’s principal place
of business in Lawence, Mssachusetts (Lawence), once a nonth.
Wiile there, he net with Haff but never with Em|e or Louise.

Rubin is responsible for petitioner’s tax and busi ness
pl anning. Rubin usually net with petitioner’s board nenbers in
Lawrence 1 day per nonth, and he usually conferred with them by

tel ephone three to four tines per week. Rubin never recomrended



- 15 -
to petitioner that it pay a dividend, nor has petitioner ever
paid a dividend.

Bonuses

Petitioner paid to Haff a $625,000 bonus in late 1990. On
Decenber 17, 1990, Decenber 15, 1991, and Decenber 17, 1992,
petitioner paid identical bonuses of $625,000, $475, 000, and
$250, 000, respectively, to Emle and Louise. Petitioner did not
use a formula to decide the anount of any of these bonuses.
| nstead, Haff nmet with Rubin in Decenber of each year to set the
anounts of the bonuses primarily on the basis of petitioner’s
profit for the corresponding year. Haff, upon discussions with
Emle and Louise in their capacity as board nenbers, set the
anounts of the bonuses at the anpbunts suggested by Rubin. Haff
never discussed the paynent of a dividend when he discussed the
subj ect bonuses with Rubin, Emle, or Loui se.

Petitioner apportioned to Parker and HCC $100, 000 of each
bonus paid to Louise and Emle in 1990 and 1991, and petitioner
deducted as “Oficers’ Conpensation” the remaining anounts paid
to Louise and Emle. Petitioner deducted Haff’'s bonus as “Cost
of Goods Sold”. For the respective subject years, petitioner
deducted the foll ow ng types and anbunts of conpensation paid to

Em | e and Loui se:
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Year Payment Type Emle Loui se Tot al
1990 Sal ary $17, 950 $17, 950 $35, 900
Bonus 525, 000 525, 000 1, 050, 000
542, 950 542, 950 1, 085, 900
1991 Sal ary 18, 000 17, 900 35, 900
Bonus 375, 000 375, 000 750, 000
393, 000 392, 900 785, 900
1992 Sal ary 17,725 19, 050 36, 775
Bonus 250, 000 250, 000 500, 000
267, 725 269, 050 536, 775

Respondent determ ned that the bonuses which petitioner paid

to Louise and Em | e were unreasonabl e. Respondent did not adjust
Haf f' s bonus because he worked | ong hours for the conpany as its
general manager

in charge of its operation

Accunul at ed Ear ni ngs

On Novenber 26, 1996, respondent mailed by certified mail to

Goertz, petitioner’s authorized representative, a notification

under section 534(b) for 1990 through 1992.° On Decenber 16,

1996, petitioner responded to the notification wth a two-page

letter. The letter referenced the famly lawsuit and the probate

court’s ruling rescinding the 1961 transfer. Enclosed with the
letter was a copy of the probate court’s order rescinding the

transfer and several cases which petitioner believed supported

its position that the accurnul ati on of earnings was not subject to

t he accunul ated earnings tax determ ned by respondent. Also

°® Respondent’s notification erroneously lists 1989 through
1991 instead of 1990 through 1992. Respondent concedes that he
has the burden of proof on excess accunul ated earnings for 1992.



- 17 -
enclosed with the letter was Haff’'s signed statenent declaring
that the facts nentioned in the letter were true.

Rubi n spoke wth Haff regarding the accumul ati on of earnings
during the subject years. Rubin advised Haff in 1989 that
petitioner should not pay a dividend but should accunulate its
funds possibly to redeemthe disputed shares in the event that
the plaintiffs prevailed in the famly lawsuit. Petitioner’s
articles of incorporation provide with respect to the sale of
petitioner’s stock that

Any stockhol der, including the heirs, assigns,
executors or admnistrators of a deceased stockhol der
desiring to sell such stock owned by himor them shal
first offer it to the corporation through the board of
directors in the manner foll ow ng:

He shall notify the directors of his desire to
sell by notice in witing which notice shall contain
the price at which he is willing to sell and the nane
of one arbitrator. The directors shall within thirty
days thereafter either accept the offer, or by notice
to himin witing name a second arbitrator, and those
two shall name a third. It shall then be the duty of
the arbitrators to ascertain the fair market val ue of
the stock and if any arbitrator shall neglect or refuse
to appear at any neeting appointed by the arbitrators,
a mgjority may act in the absence of such arbitrator.

After the acceptance of the offer, or the report
of the arbitrators of the value of the stock, the
directors shall have thirty days wthin which to
purchase the sane at such valuation, but if after the
expiration of thirty days, the owner of the stock shal
be at liberty to dispense of the sane as he sees fit.

No shares of stock shall be sold or transferred on
t he books of the corporation until these provisions
have been conplied wth.
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The Board of Directors nay, however, waive these
provisions in any particul ar instance.

During petitioner’s audit, respondent issued an information
docunent request (IDR) to Goertz, in his capacity as petitioner’s
aut hori zed representative, asking himto state petitioner’s
reason for accumul ating earnings. Goertz responded that the
accunmul ation related to the famly |lawsuit.

OPI NI ON

1. Compensati on

We decide first whether section 162(a)(1) allows petitioner
to deduct as reasonabl e conpensation the bonuses paid to Emle
and Loui se. Respondent determ ned that petitioner was not
entitled to deduct those bonuses under section 162(a)(1l) because
they were not “reasonable”. Petitioner argues that the bonuses
wer e reasonabl e under the independent investor test set forth by

the Court of Appeals for the Seventh Circuit in Exacto Spring

Corp. v. Conm ssioner, 196 F.3d 833, 835 (7th Gr. 1999), revg.

Heitz v. Commi ssioner, T.C Menp. 1998-220. Petitioner argues

that the bonuses al so were reasonabl e under the nultifactor test
set forth by the Court of Appeals for the Ninth Grcuit in

Elliotts, Inc. v. Conmi ssioner, 716 F.2d 1241, 1245-1248 (9th

Cir. 1983), revg. and remanding T.C Meno. 1980-282. Petitioner
argues it paid the bonuses to Emle and Louise also intending to

conpensate them for past services.
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Absent the parties’ stipulation to the contrary, this case
is appeal able to the Court of Appeals for the First Crcuit.
Sec. 7482(b)(1) and (2). Thus, we shall apply that court’s
jurisprudence to the extent it is squarely in point. Golsen v.

Comm ssioner, 54 T.C. 742, 757 (1970) (“better judicial

admnistration requires us to follow a Court of Appeal s decision
which is squarely in point where appeal fromour decision lies to
that Court of Appeals and to that court alone”), affd. 445 F. 2d

985 (10th Cir. 1971); see also Lardas v. Conm ssioner, 99 T.C

490, 494-495 (1992) (&olsen rule should be construed narrowy and
applied only if “a reversal would appear inevitable, due to the
clearly established position of the Court of Appeals to which an
appeal would lie”). W have found no case of the Court of
Appeals for the First GCrcuit that squarely addresses the

di sputed conpensation issue; nor have the parties referenced one.
Accordingly, as a national court, we analyze this issue on the

basis of our view of the | aw
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The conpensation i ssue focuses on section 162(a)(1).° A
paynent of conpensation is deductible under that section if it is

reasonabl e in amount and for services actually rendered to the

payor in or before the year of paynent. Lucas v. Ox Fibre Brush

Co., 281 U. S 115, 119 (1930); Charles Schneider & Co. v.

Comm ssi oner, 500 F.2d 148, 151 (8th GCr. 1974), affg. T.C. Meno.

1973-130; Pac. Grains, Inc. v. Conmni ssioner, 399 F.2d 603, 606

(9th Gr. 1968), affg. T.C. Menp. 1967-7; Estate of Wall ace V.

Commi ssioner, 95 T.C 525, 553-554 (1990), affd. 965 F.2d 1038

(11th Gr. 1992); sec. 1.162-7(a), Income Tax Regs. Petitioner
must prove that section 162(a)(1l) allows it to deduct
conpensation in an anount greater than that determ ned by
respondent. Rule 142(a)(1). Careful scrutiny of the facts is
appropriate in a case such as this where the payor is controlled

by a payee/ enpl oyee. Paul E. Kummer Realty Co. v. Conm Sssioner,

511 F.2d 313, 315-316 (8th Gir. 1975), affg. T.C. Meno. 1974-44;

Charl es Schneider & Co. v. Conm ssioner, supra at 152-153;

Law O fices-Ri chard Ashare, P.C. v. Conm ssioner, T.C. Meno.

10 That section provides:

SEC. 162(a). In Ceneral.--There shall be allowed
as a deduction all the ordinary and necessary expenses
paid or incurred during the taxable year in carrying on
any trade or business, including--

(1) a reasonable allowance for salaries
or other conpensation for personal services
actual ly rendered;
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1999-282. W nust be persuaded that the purported conpensation
was paid for services rendered by the enpl oyees/sharehol ders, as
opposed to a distribution of earnings to themthat the payor

coul d not deduct. Mad Auto Wecking, Inc. v. Comm ssioner, T.C.

Meno. 1995-153 (and the cases cited therein).

Reasonabl e conpensation is determ ned by conparing the
conpensation paid to an enployee with the value of the services
performed in return. Such a determnation is a question of fact
that is nade as to each enployee individually, rather than as to
the conpensation paid to a group of enployees collectively.

Pul sar Conponents Intl., Inc. v. Conm ssioner, T.C. Mno.

1996-129; Mad Auto Wecking, Inc. v. Conm ssioner, supra. The

cases concerni ng reasonabl e conpensation are nunerous and usual ly
list many factors to be considered in making this factual

determ nation. As relevant herein, the factors include: (a) The
enpl oyee’ s qualifications; (b) the nature, extent, and scope of
the enpl oyee’s work; (c) the size and conplexity of the

enpl oyer’ s business; (d) a conparison of salaries paid with the
enpl oyer’ s gross and net inconme; (e) the prevailing general
econom ¢ conditions; (f) a conparison of salaries with
distributions to sharehol ders and retained earnings; (g) the
prevailing rates of conpensation for conparable positions in
conpar abl e conpanies; (h) the salary policy of the enployer as to

all enpl oyees; (i) the anmount of conpensation paid to the
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particul ar enployee in previous years; and (j) whether the
enpl oyer offers a pension plan or profit-sharing plan to its

enpl oyees. See Mad Auto Wecking, Inc. v. Conmm ssioner, supra

(and the cases cited therein). Recently, the Court of Appeals
for the Seventh Circuit has expressed its disagreenent with a
mul tifactor test, opting instead to rest its analysis of the
reasonabl eness of conpensation primarily on whether an

i ndependent investor would have approved of the anount of

conpensation paid to the enployee. Exacto Spring Corp. v.

Conmi ssioner, 196 F.3d at 838-839. The court observed that the

Courts of Appeals for the Second and Ninth Crcuits have
concl uded sonewhat differently by requiring that the various
factors of the traditional test be analyzed fromthe perspective

of an independent investor. |1d. at 838; accord Eberl’s daim

Serv., Inc. v. Conmm ssioner, 249 F.3d 994, 1003-1004 (10th G r

2001) (court rejected i ndependent investor test in lieu of a

mul tifactor approach), affg. T.C. Meno. 1999-211. Qur
jurisprudence has also applied a nultifactor test through the

| ens of an independent investor, in the setting of a case that
was not appeal able to a circuit that had al ready recogni zed such

an application. Wgner Constr., Inc. v. Conm ssioner, T.C Meno.

2001- 160 (venue was the Eighth Crcuit); see also Tricon Metals &

Servs., Inc. v. Conm ssioner, T.C. Menp. 1997-360. W foll ow
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that jurisprudence here and apply the nulti factor test through
the lens of an independent investor.!!

At the trial of this case, Jay Fishman, ASA, CBA (Fi shman),
was cal led by petitioner as a witness, and the Court, with no
obj ection fromrespondent, recognized himas an expert on
reasonabl e conpensation. Petitioner introduced into evidence
Fi shman’ s expert report (witten under the nanme of his enployer,
Fi nanci al Research, Inc.) as to the reasonabl eness of the total
conpensation paid to Haff, Emle, and Louise. The report
concl udes on the basis of the aggregate conpensation paid to the
three individuals that “the deductions clainmed by Haffner’s
Service Stations, Inc. for conpensation paid to Emle and Loui se
Fournier for the years ended Decenber 31, 1990, 1991, and 1992
are reasonabl e deductions for conpensation and not distributions
of profits.” As discussed infra, the report is prem sed on
Fishman’s belief that the specific conpensation paid to each
of ficer of a corporation is reasonable when the total
conpensation paid to all of the corporation’s officers is
reasonabl e.

Expert testinony is appropriate to help the Court understand

an area requiring specialized training, know edge, or judgnent.

11 As di scussed herein, we decide this test adversely to
petitioner. Even if we had applied one of the tests argued for
by petitioner, petitioner would still not have prevail ed.

Nei ther Em | e nor Louise made a significant contribution during
the subject years to the success of petitioner’s business.
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Fed. R Evid. 702; Snyder v. Comm ssioner, 93 T.C. 529, 534

(1989). The Court, however, is not bound by an expert’s opinion.
We weigh an expert’s testinony in light of his or her
qualifications and with respect to all credible evidence in the
record. Depending on what we believe is appropriate under the
facts and circunstances of the case, we may either reject an
expert’s opinion in its entirety, accept it inits entirety, or

accept selected portions of it. Helvering v. Natl. Gocery Co.,

304 U. S. 282, 294-295 (1938); Seagate Tech., Inc., & Consol.

Subs. v. Conmm ssioner, 102 T.C 149, 186 (1994); Parker v.

Conm ssioner, 86 T.C. 547, 562 (1986).

We reject nost of Fishman's testinony. For the three
reasons set forth below, we are uninpressed with his concl usion
and its underlying rationale. First, he reached his concl usion
relying primarily upon: (1) Specific data that he received
mainly from Haff'? and (2) general data that he derived froma
statistical conpilation by Robert Mrris Associates (Robert
Morris). Fishman independently verified none of this data,
relying blindly upon it. As to the specific data, Haff is
clearly an interested party given his relationship to petitioner
and his pecuniary interest in the outcone of this case. W find

di sturbing that Fishman, while acknow edging to the Court that he

2 Fishman al so spoke with Enmile, WIllett, Osgood,
Beauchesne, and petitioner’s accountants.
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was concerned about Haff’'s conflict of interest, relied upon data
supplied by himw thout perform ng any neani ngful independent
verification of it.®® Fishman acknow edged at trial that
critical “facts” that entered into his conclusion as to the
reasonabl eness of the total conpensation were his understandi ngs
that Loui se perfornmed “extensive duties” for petitioner during
t he subject years and that Louise and Emle did not spend
extensive tinme working for any other entity. The facts at hand
di sprove both of these “facts”. Fishman also i nappropriately
ascertained his specific data for the period 1988 through 1993
and nmade no neaningful attenpt to limt that data to the subject
years. As he testified at trial with respect to the specific
data that he received fromWIllett:

The Court: Wiy are we tal king about '88? |If the
year starts with '90, why are we doing ' 88?

The Wtness: | wanted a predicate when | did ny
financial analysis. | looked at five years. | |ooked
| onger, actually.

The Court: But for the purpose of determ ning
reasonabl e conmpensation, | think we ought to focus in
on the years at issue.

The Wtness: And that enconpasses that. She
[WIlett] says "89 to ' 93.

13 Such an actual and glaring conflict of interest is also
held by the ot her enpl oyees and the accountants with whom Fi shman
spoke to obtain specific data. Each of those individuals has
been connected with petitioner and its officers for many years
and stood to gain froma personal and/or business point of view
shoul d petitioner prevail in this litigation.
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The Court: It enconpasses it, but the concern
that | have, though, M. Fishman, is that it could be
that she [Louise] did a great deal during 1988 and
didn’t do anything in '91. And there is no way to
confirmthat fromwhat you re saying; isn't that right?

The Wtness: Oher than speaking to her, that’s
correct. 14

Fishman’s blind reliance on the specific data is especially
exenplified by the foll ow ng coll oquy between Fi shman and the
Court:
The Court: When he described to you that Louise
Four ni er negotiated fuel purchases, * * * did you cone
to understand that she did that every day, every week,
every nonth, every year? How often did that happen?
The Wtness: | don't know.

The Court: * * * you indicate that she nmanaged
t he Conpany’ s banki ng rel ati onshi ps.

The Wt ness: Yes.

The Court: \Were did you get that information
t he sane source?

The Wtness: Yes.
The Court: D d you independently verify that?
The Wtness: No.

The Court: Wat banking relationships did she
manage?

The Wtness: | think they were the day-to-day
banki ng rel ati onshi ps, the signing of the checks —

The Court: That's nore mnisterial.

4 And speaking to Louise was not possible because she was
dead.



The Wtness: It is.

The Court: D d she negotiate any | oans?

The Wtness: | don’t think so.

The Court: So when you say manage the banking
rel ati onships, what's the relationship? " m not
under st andi ng what you nean by relationship. That she
made deposits; is that what you’ re saying?

The Wtness: Your honor, there was in 1982, ' 83,
"84, where, in fact, they did--

The Court: Yes, but |I’mtalking about the years
in issue now, 90, 91, and '92. Wre there any
banki ng rel ati onshi ps that she managed?

The Wtness: | guess | don't know the answer to
t hat .

The Court: * * * now, then you say that another
role that she had was that she supervi sed enpl oyees.

The Wtness: Yes.
The Court: \What enpl oyees did she supervise?
The Wtness: Peggy Wllett, Mary Osgood- -

* * * * * * *

The Court: So, how did she supervise these
enpl oyees? * * * describe it to me. Wen you say that
she supervised them what did she do to supervise thenf?

The Wtness: She made policy decisions with
regard to things that had to be done, and she nade sure
that --

The Court: Gve ne an exanple of a policy
deci si on.

The Wtness: You know what? | can’t give you a
particul ar one.
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The general data suffers fromsimlar infirmties. 1In
addition to the fact that Fi shman acknow edged at trial that the
general data was unreliable, he stated specifically that he knew
that Robert Morris’s publication warns readers explicitly that
the data is not statistically accurate and should not be relied
upon or used in a legal proceeding. Fishman attenpted to
rationalize his reliance on the Robert Mrris conpilation by
stating: “Unfortunately, | had to use what was available. It
was that and the—were the best stuff around. | have to concede
that they're flawed.” W find this attenpt unavailing.

Much of the purported data that Fishman relied upon in
reaching his conclusion also never made its way into evidence.

Al t hough an expert need not rely upon adm ssible evidence in
formng his or her opinion, Fed. R Evid. 703, we nust rely upon
admtted evidence in form ng our opinion and, in so doing, nmay
not necessarily agree with an expert whose opinion is not
supported by a sufficient factual record. The nere fact that the
Court admts an expert’s opinion into evidence does not nean that
t he underlying facts upon which the expert relied are al so

admtted into evidence. Anchor Co. v. Conmm ssioner, 42 F.2d 99

(4th Cr. 1930); Rogers v. Conm ssioner, 31 B.T.A 994, 1006

(1935); see United States v. Scheffer, 523 U. S. 303, 317 n.13

(1998) (whereas expert opinion is considered evidence, the facts

upon whi ch such an expert relies in formng that opinion are not
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consi dered evidence until introduced at trial by a fact w tness);

see also United States v. 0.59 Acres of Land, 109 F.3d 1493, 1496

(9th Cr. 1997). 1In a case such as this, where an expert w tness
relies upon facts which are critical to the Court’s analysis of
an issue, we expect that the party calling the witness will enter
into evidence those critical facts. Petitioner did not.
Petitioner, in short, asks us to close our eyes to the
non- expert-opi ni on evidence and to adopt w thout adequate
verification Fishman’s concl usion and the representations upon
which he relied. W decline to do so. Wereas we nay determn ne
t he reasonabl eness of conpensation with the assistance of experts
if we consider it helpful, we will not accept an expert’s
conclusion when it is based on prem ses unsupported by the
record.

Qur second concern with Fishman’s conclusion is that he
i nexplicably neglected to take into account properly the
“significant” flaws in the Robert Mrris conpilation that he
acknow edged upon cross-exam nation had influenced his opinion.
The conpilation, for exanple, did not reflect the fact that the
salary of a person in one part of the country nay be different
than the salary of a person performng the same services in
anot her part of the country. Nor did the conpilation reflect the
nunber of corporate officers in a particular category. As to the

latter flaw, Fishman stated, he listed the responsibilities of



- 30 -
Haff, Em |, and Louise collectively, rather than individually,
and he drew no distinction anong Haff, Emle, and Louise as to
t he reasonabl eness of each individual’s conpensation. To
Fi shman’s m nd, each officer’s conpensation is reasonabl e under
section 162(a)(1) if the aggregate anount of conpensation is
reasonable for the services perforned by all of the officers. W
di sagree. In fact, even Fishman recognized the inpropriety of
hi s approach when he answered the Court’s question as to why he
i ncluded Haff’s conpensation in the analysis of the
reasonabl eness of Emile and Loui se’s conpensation. The col |l oquy
went as foll ows:
The Court: by including the third person and

including that salary in here, we're throwing into this

m x sonething that is not relevant. | nean, suppose,

for instance, the third person’'s salary was $10, 000?

O suppose it was $500, 000? It certainly has an
inpact, and it distorts the conparison?

The Wtness: | understand your point, and it
woul d have been better if | had nmade an all ocation by
individual. | didn't think | could do that and sit

here and talk to you about it.
We al so note that Fishman, notw thstanding his know edge of the
fact that Eml e and Loui se received equal bonuses, believed that
Loui se perfornmed significantly nore services for petitioner than
Em | e and acknow edged that some of Louise s duties could have
been perfornmed by sonebody el se for significantly |less than the

anount paid to Loui se.
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Qur third concern with Fishman’s conclusion is that he
reached it by conparing petitioner to four publicly traded
conpani es none of which was actually conparable to petitioner.
Each conpany is significantly larger than petitioner, both in
size and in revenue, and none of those conpanies, unlike
petitioner, is a discount operation that ainms to charge | ess than
a typical retail oil conpany. The four conpanies also are
| ocated in different geographical areas than petitioner, have
conveni ence stores, accept credit card paynents, and are nore
heavily debt | everaged. Their officers also have significantly
different responsibilities than petitioner’s officers. To be
sure, as Fishman acknow edged in reply to a question fromthe
Court:

The Court: * * * Now, let’s talk again about

your conparisons to the public conpanies. And |

understand that in the field of valuation, how one uses

public conpani es for conparison purposes. But these
conpanies are a stretch, don't you think, to try to

subst anti at e reasonabl eness of conpensation, based on
three top individuals in public conpanies?

The Wtness: * * * | will tell you, are they the
best conparable that | could--they are the best
conparable that | could find. In a perfect world,

woul d they be the ones that | would rather use? No.

Having rejected Fishman’s conclusion in its entirety, and
having rejected nuch of his rationale, we now turn to the various
factors on reasonabl e conpensati on and anal yze them seriatim
t hrough the eyes of a hypothetical independent investor. As to

each factor, we ask ourselves the follow ng question (the
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guestion): “Wuld a hypothetical independent investor consider
the factor favorably to require the paynent of the bonuses to the
enpl oyee in order to retain the services which the enpl oyee
performed during the subject years?” An answer in the negative
i ndi cates that the paynent of a bonus was not sufficiently tied
to the enployee’s services to constitute personal service incone
but was nore likely a distribution of earnings. An answer in the
affirmati ve supports deducting the bonuses as personal service
conpensation. The reasonabl eness of the anmount of the enpl oyee’s
conpensation (inclusive of the bonuses) then hinges on whet her
t he hypot hetical independent investor, after taking into account
t he anobunt of the conpensation, would receive at |east the
mnimumreturn anticipated on an investnent in the enpl oyer.

a. Empl oyee’ s Qualifications

We anal yze the qualifications of Emle and Louise. Each has
worked in petitioner’s business since its inception, and each
under stands petitioner’s operation well. Petitioner’s
profitability during the subject years, however, did not rest
upon the personal qualifications of Emle or Louise but rested
nmore appropriately upon the volunme of its sales, which, in turn,
hi nged on the price at which petitioner sold its gasoline and
home heating oil. In the particular industry of which petitioner
was a part, the marginal skills of Emle and Loui se were not

critical to petitioner’s profitability. Neither Emle’s nor
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Loui se’ s personal services were vital to petitioner’s operation
during the subject years, and neither of themwas irreplaceable
in petitioner’s operation or in the maxim zation of its profit.
Nor was the level of petitioner’s sales sufficiently connected
with the presence of either of them A significant nunber of
petitioner’s custoners did not frequent its stations or purchase
its home heating oil on account of Emle or Louise. Although we
assune that Emle’ s and Louise’s personal efforts had a
meani ngful inpact on petitioner’s growh during its early years,
the record sinply does not persuade us that either of them
contributed significantly during the subject years to any
additional growh. As to both Eml|e and Loui se, we answer the
guestion in the negative.

b. Nat ure, Extent, and Scope of Enpl oyee's Wrk

We anal yze the nature, extent, and scope of Emle and
Louise’s work in petitioner’s business. Neither the nature,
extent, nor scope of that work was fundanental, substantial, or
all enconpassing. Haff was the | oconotive of the business, and
he was petitioner’s nost val uable enpl oyee in that, anong ot her
t hings, he set the price at which petitioner would sell its
gasol ine and hone heating oil and nade nobst of the other
i nportant everyday business decisions. Although Emle and Loui se
di scussed nmany of the business decisions with Haff before he

passed on those decisions, we are unable to find that either
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Emle or Louise rendered any significant advice to Haff in the
capacity as an enpl oyee (as opposed to a director) that was
necessary or significant enough to distinguish Emle and Loui se
frompetitioner’s other enployees. 1In fact, the record reveals
that Em | e and Loui se performed during the subject years mainly
the type of clerical, nonmanagerial work that could be perforned
by the staff enployees of an office. The record also reveals
that both Em |l e and Loui se devoted significantly | ess than 100
percent of their tinme to petitioner, given the fact that each of
t hem wor ked significant hours on the business of the rel ated
entities of the Haffner/Fournier famly.

Nor do we believe that petitioner’s business would have
suffered had Em |l e or Louise severed his or her affiliation with
t he conpany. Any void created by the I oss of Emle and/or
Loui se coul d have been filled by one or nore other enpl oyees.
Emle’ s and Louise’s circunstances in this case are fairly common
in the world of closely held business. Presumably, they were
vi brant, energetic, and highly productive individuals in
petitioner’s earlier years, when its business grew and becane
successful. In order to manage that growh, however, they
devel oped an organi zational structure that included the next
generation of managers and support staff. Throughout the years,
Em | e’ s and Loui se del egated many of their manageri al

responsibilities to the new organi zation so that Emle’ s and



- 35 -
Loui se’s responsibilities dimnished over tine to al nost not hing.
During the subject years, the new organi zati on and next
generation of managenent capably managed the busi ness so that
Emle and Louise had little to do but to sit back and observe.
Their roles, once as active nmanagers, now were nore passive and
less critical with respect to the business’s daily affairs. For
exanpl e, Haff was the only one who regularly net wwth the
accountants during the subject years in a capacity other than as
a board nenber. As to both Emle and Loui se, we answer the
guestion in the negative.

c. Size and Conplexity of Enmpl oyer’s Busi ness

We anal yze the size and conplexity of petitioner’ business.
We conclude that petitioner’s business is neither conpl ex nor
relatively large. Petitioner retails comodities (gasoline and
home heating oil), and its retail operation demands only routine
managerial skills. |In fact, petitioner’s business was sonmewhat
rudinmentary in that it only sold gasoline and honme heating oil,
that it purchased all of its inventory froma single supplier,
and that it sold its gasoline only for cash.

Petitioner’s success and survival hinged on its ability to
mai nt ai n enough supply to neet consuner demand and its ability to
sell that supply at a price that would appeal to consuners while
allow ng petitioner to reap a neaningful profit. The nost

i nportant aspects of petitioner’s business involved, first, the
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cost and quantity of the gasoline and home heating oil which it
woul d purchase from Parker and, second, the price at which it
woul d sell those products to consuners. Wereas petitioner
(through Haff) set the price at which it would sell its products
to its custoners, the record establishes that petitioner had few
negotiations with Parker as to petitioner’s cost of those
products. Petitioner also played no part in the negotiations of
the cost and quantity of those products purchased by Parker for
resale to petitioner. The negotiations, obviously, occurred

bet ween Parker and the third party fromwhich it purchased the
products. Although petitioner’s business could be viewed as
somewhat large in the sense that it enployed approxi mately 150

i ndi vi dual s and generated approximately $60 mllion of gross
receipts, the fact of the matter is that petitioner’s business
was relatively small when conpared to the industry’s “conparabl e”
busi nesses. As to both Em|e and Loui se, we answer the question
in the negative.

d. Conparison of Salaries Paid Wth Net and Gross | ncone

For each of the subject years, we conpare Emle’'s and
Loui se’ s conpensation, including bonuses, first to petitioner’s
gross incone and then to its taxable incone (before any deduction
for the rel evant enpl oyee’s conpensation). As to Emle, the
first conparison yields percentages of 8.26, 7.55, and 7.23,

respectively, and the second conparison yields percentages of
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20. 34, 23.44, and 21.36, respectively. In the case of Louise,
the first conparison yields percentages of 8.26, 7.55, and 7. 26,
respectively, and the second conparison yields percentages of
20. 34, 23.43, and 21.44, respectively.

We believe all four sets of percentages are rather high
seeing that petitioner enployed approxi mately 150 i ndividual s and
given our findings as to the qualifications of Emle and Louise
and the nature, extent, and scope of their work. W also bear in
m nd our finding that petitioner did not ascertain Emle s and
Loui se’ s bonuses on the basis of their contribution to it, but
rather on the size of its profits for the related years. W note
further that the percentages for both sets of conparisons are
relatively the sane for Em | e and Loui se.

We are not unm ndful that petitioner reported | arge anmounts
of taxable inconme for each subject year, notwthstanding its
paynment of |arge anobunts of conpensation to Em |l e and Loui se.

The nere fact that a corporation has substantial taxable incone
in a given year, however, does not necessarily nean that a

hypot heti cal i ndependent investor would approve of what an

enpl oyee received as conpensation. Such is especially true as to
Em | e and Loui se who, as nentioned above, were not indispensable
to the business and whose efforts during the subject years did
not result significantly in the generation of that inconme. As to

both Em |l e and Louise, we answer the question in the negative.
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e. General Econom c Conditions

We anal yze the general econom c conditions related to the
rel evant business. Ceneral economc conditions nmay affect a
busi ness’ s performance and indicate the extent (if any) of the

enpl oyee’ s effect on the conpany. Myson Manufacturing Co. v.

Comm ssi oner, 178 F.2d 115, 119-120 (6th G r. 1949), revg. and

remandi ng a Menorandum Opi nion of this Court dated Nov. 16, 1948.
Adverse econom ¢ conditions, for exanple, tend to show that an
enpl oyee’ s skill was inportant to a conpany that grew during the
bad years.

The record does not indicate whether petitioner’s success
during the subject years was attributable to the work of one or
nmore enpl oyees or to the general econom c conditions. The record
i ndi cates, however, that the economc conditions related to
petitioner’s business were not adverse. As to both Emle and
Loui se, we are unable to answer the question affirmatively.

f. Conparison of Salaries with Distributions to
Shar ehol ders and Ret ai ned Ear ni ngs

We conpare Emle’ s and Louise’s conpensation first to
petitioner’s distributions and then to its retai ned earnings.
The fact that petitioner has never paid a dividend is a factor
t hat may suggest that sonme portion of the anounts paid as
conpensation to a sharehol der/enpl oyee is really a dividend.

Onensby & Kritikos, Inc. v. Connmi ssioner, 819 F.2d 1315,

1322-1323 (5th Cr. 1987), affg. T.C. Meno. 1985-267; see al so
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O S.C. & Associates, Inc. v. Conm ssioner, 187 F.3d 1116, 1121

(9th CGr. 1999), affg. T.C. Meno. 1997-300. Such an absence may
raise a red flag that invites special scrutiny by the Court and
justify an inference that some of the purported conpensation was

actually a distribution of profits. Charles Schneider & Co. V.

Conmi ssi oner, 500 F.2d at 153.

Such an absence and inference, however, does not
automatically convert conpensation that woul d otherw se be
reasonable into a dividend. Corporations are not required to pay
di vidends. Instead, an individual sharehol der nmay participate in
t he success of a corporation through the appreciation in the
val ue of his or her stock brought on by retained earnings and the
possibility of a future return. Thus, a corporate enployer with
little or no dividend history may be able to pay and deduct | arge
anounts of conpensation if the Court is convinced that a
reasonabl e person would still have invested in the corporation.
Critical to this test is whether the sharehol ders of the
corporation received a fair rate of return (wthout taking into
account any conpensation paid to them fromthe total of their

initial and subsequent investnents. Owensby & Kritikos, Inc. v.

Conmi ssi oner, supra at 1326-1327; Medina v. Conmmi ssioner, T.C

Meno. 1983-253; see also Rev. Rul. 79-8, 1979-1 C. B. 92
(conmpensation is not unreasonable nerely because a corporation

pays an insubstantial portion of its earnings as dividends).
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The record does not contain enough information for us to
concl ude that a reasonabl e person would have invested in
petitioner, given the paynents of the | arge anmounts of
conpensation to Emle and Louise. Nor does the record allow us
to determine with any neani ngful precision the rate of return
that a hypothetical investor would have received during the
subj ect years on his or her investnent in petitioner.® As to
both Emle and Louise, we are unable to answer the question
affirmatively.

g. Prevailing Rates of Conpensation for Conparable
Positions in Conparabl e Conpani es

The record does not disclose the prevailing rates of
conpensation for conparable positions in conparabl e conpanies.
As to both Emle and Louise, we are unable to answer the question

affirmatively.

15 Even if we could nake a fair approxinmation of the rate of
return that a hypothetical investor would have received during
the subject years on his or her investnent in petitioner, the
record contains no evidence as to what an investor woul d expect
as arate of return in light of the risks of the business.
Moreover, even if the return on capital actually achieved by
petitioner were high enough to satisfy an independent investor,
this would not carry the day, in the absence of proof, which is
| acki ng here, that the profits are attributable to the efforts of
Emle and Louise. Cf. B & D Foundations, Inc. v. Conm ssioner,
T.C. Meno. 2001-262 (citing Exacto Spring Corp. v. Conm Ssioner,
196 F.3d 833, 839 (7th Gr. 1999), revg. Heitz v. Conm ssioner,
T.C. Meno. 1998-220).
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h. Enployer’s Salary Policy as to All Enpl oyees

We anal yze petitioner’s salary policy as to all of its
enpl oyees. The record establishes that both Em | e and Loui se
were conpensated differently than the other enpl oyees, nost
i kely because of Louise’'s status as the controlling sharehol der.
Apart fromEmle, Louise, and, in 1990, Haff, none of
petitioner’s enpl oyees received a | arge bonus for any subject
year. Nor does the record indicate that any of petitioner’s
ot her enpl oyees, except for Haff, the president, CEO and general
manager of the conpany, received six-figure conpensation in any
one year. W also note that Em |l e and Louise, by virtue of their
positions as corporate officers and directors, and by virtue of
Louise’s relationship to the conpany as its controlling
sharehol der, were not dealing with petitioner at arm s |ength.
As to both Emle and Louise, we answer the question in the
negati ve.

i. Conpensation Paid in Prior Years

We anal yze the conpensation that petitioner paid to Emle
and Louise in years prior to the subject years. An enployer may
deduct conpensation paid to an enployee in a year although the

enpl oyee perforned the services in a previous year. Lucas v. O

Fi bre Brush Co., 281 U S. at 119; see also R J. N coll Co. v.

Commi ssioner, 59 T.C. 37, 50-51 (1972) (and the cases cited

thereat). In order to do so, the enployer nust show (1) That
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the enpl oyer intended to conpensate the enpl oyee for past
under conpensation, and (2) the anount of the underconpensati on.

Pac. Grains, Inc. v. Conmi ssioner, 399 F.2d at 606; Estate of

VWal l ace v. Conmi ssioner, 95 T.C. at 553-554.

We concl ude that none of the paynents in issue were intended
to conpensate either Emle or Louise for past underconpensati on.
In addition to the fact that petitioner alleged in its petition
that the conpensation was all attributable to the efforts of
Em | e and Loui se during the subject years, the paynent of the
extrenely | arge bonuses to them began in 1990, around the tine
that the famly lawsuit was initiated. Petitioner’s paynent of
t hese | arge anmobunts of cash obviously reduced its val ue and,
correspondi ngly, the anount of petitioner’s value that was
attributable to the disputed shares. In their capacity as
defendants in the famly lawsuit, Emle and Louise, the
reci pients of the bonuses, also were nost |likely incurring | arge
expenses i n defending against the |awsuit and were facing the
possibility of a |arge danage award by virtue of an adverse
ruling against them W also observe that petitioner had
sufficient resources in 1989 and in each of the subject years to
pay Em | e and Loui se any additional amount that it purportedly
believed was due to themfor their services, that the bonuses

were ascertained arbitrarily at the end of each year, and that
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the same anounts were paid as bonuses to Louise and Emle. As to
both Emle and Loui se, we answer the question in the negative.

j. Absence of Pension Plan/Profit-Sharing Pl an

We anal yze whet her petitioner had a pension plan or
profit-sharing plan. The absence of a pension plan or profit-
sharing plan may all ow an enpl oyer to pay an enpl oyee nore
conpensation than the enpl oyer woul d have paid had the enpl oyer
of fered the enpl oyee either of those plans. Rutter V.

Comm ssi oner, 853 F.2d 1267, 1274 (5th Gr. 1988), affg. T.C

Meno. 1986- 407.

Petitioner had a pension plan, but we do not know who its
participants were. As to both Emle and Louise, we are unable to
answer the question affirmatively.

k. Concl usi on

We concl ude that the bonuses paid to Emle and Louise in the
subj ect years were unreasonable in that they were not actually
pai d for personal services rendered. Accordingly, we sustain
respondent’s determnation as to this issue.

2. Accunul at ed Ear ni ngs Tax

We turn next to the applicability of the accumul ated
earnings tax. Respondent determ ned that the tax applies to each
year in issue. Petitioner contends that the tax applies to none
of those years. Petitioner asserts that it accunul ated earnings

during those years to redeemthe disputed shares. Petitioner
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argues that an accunul ation for that purpose was a reasonabl e
busi ness need. Respondent rejoins that an accumul ati on for that
purpose is not a reasonable need of petitioner’s business.
Petitioner takes no exception to respondent’s cal cul ation of the
accunul ated earnings tax but for its dispute as to the reasonabl e
needs of its business.

Section 531 inposes a penalty tax on the accunul ated taxabl e
i ncone of a corporation that is availed of for the purpose of
avoiding tax wwth respect to its shareholders by permtting
earnings and profits (earnings) to accunul ate instead of
distributing them Secs. 531 and 532(a). The purpose of the
penalty tax is to conpel the corporation to distribute any
earni ngs not needed for its business so that its sharehol ders

wi |l pay incone taxes on the dividends received. See lvan Allen

Co. v. United States, 422 U S. 617, 626 (1975); United States v.

Donruss Co., 393 U. S. 297, 303 (1969); Helvering v. Chicago Stock

Yards Co., 318 U. S. 693, 699 (1943). The fact that earnings have
accunul ated beyond t he reasonabl e needs of a business establishes
a presunption that the accunul ati on was notivated by tax
avoi dance. Sec. 533(a).

The reasonabl e needs of the business include reasonably
anticipated future needs. Sec. 1.537-1(a), Inconme Tax Regs. 1In

order to neet the reasonabl e needs of the business test, a need

to retain earnings nust be directly connected with the needs of
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the corporation itself and nmust be for bona fide business
purposes. 1d. The regulations provide a “prudent businessman”
test to determ ne whether earnings have been accumul ated beyond

t he business’s present and reasonably anticipated future needs.
Under this test, “An accunul ation of the earnings and profits * *
* 1s in excess of the reasonabl e needs of the business if it
exceeds the anpunt that a prudent businessman woul d consi der
appropriate for the present business purposes and for the
reasonabl e antici pated future needs of the business.” |[d.

The determ nation of the reasonable needs of a business is
in the first instance a question for the corporation’s officers
and directors, and courts should only reject the officers’ and
directors’ judgnment to accunul ate earnings where the facts and
ci rcunst ances warrant the conclusion that an earnings
accurnul ation is unreasonable and for tax-notivated purposes.

Snow Manufacturing Co. v. Conm ssioner, 86 T.C. 260, 269 (1986);

Atl. Props., Inc. v. Conm ssioner, 62 T.C. 644, 656 (1974), affd.

519 F.2d 1233 (1st G r. 1975). The nere fact that a
corporation’s officers and/or directors have consciously deci ded
to retain earnings for a stated anticipated future need, however,
does not necessarily nean that an accunul ation for that need
satisfies the reasonabl e needs of the business test. A
corporation nust justify an accunul ation for reasonably
anticipated future needs by denonstrating, as of the end of each
rel evant year, a specific, definite, and feasible plan to use the

accumul ation to neet the stated need within a reasonabl e time.
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Sec. 1.537-1(b), Incone Tax Regs. |In recognition of the
informality which commonly characterizes planning wthin a
closely held corporation, however, neither the regul ations nor
the cases require neticulously drawn formal blueprints for

action. Faber Cenent Bl ock Co. v. Conmissioner, 50 T.C. 317, 332

(1968); Brenerton Sun Publg. Co. v. Conm ssioner, 44 T.C. 566,

584-585 (1965). But where docunentation is |acking, the
intention to dedicate corporate resources to identified business
needs must be unanbi guously evi denced by sone contenpor aneous

course of action toward this end. Cheyenne Newspapers, Inc. v.

Conm ssi oner, 494 F.2d 429, 433-434 (10th Cr. 1974), affg. T.C

Meno. 1973-52; Snow Manufacturing Co. v. Conmni ssioner, supra at

273-277; Ellwest Stereo Theatres, Inc. v. Comm ssioner, T.C

Meno. 1995-610.

Section 534 |lists two situations in which the Comm ssi oner
bears the burden of proving that earnings have accunmul ated beyond
t he reasonabl e needs of the business. First, the Conm ssioner
bears the burden of proof when the Comm ssioner fails to notify
the corporation before issuing a notice of deficiency to it that
the notice of deficiency includes an amount for the accunul ated
earnings tax. Second, the Comm ssioner bears the burden of proof
when the corporation responds tinely to the Conm ssioner’s
notification wwth a statenent that explains the grounds, with
facts sufficient to show the basis thereof, on which it relies to

establish that the accumul ati on was for the reasonabl e needs of
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t he business. See Myco Indus., Inc. v. Conm ssioner, T.C. Meno.

1992- 147.

Petitioner argues that respondent bears the burden of proof
in all years by virtue of the Decenber 16, 1996, letter
Respondent concedes that he bears the burden of proof for 1992,
with respect to whether petitioner allowed its earnings to
accunul ate beyond the reasonabl e needs of the business, but
argues that petitioner bears the burden of proof for the
remai ning years. W agree with neither side in full. W hold
t hat respondent bears the burden of proof as to the grounds set
forth in the Decenber 16, 1996, |letter on which petitioner relies
to establish that its accunul ati on of earnings did not exceed the
reasonabl e needs of its business. W hold that petitioner
continues to bear the burden of proof with respect to any
additional grounds that it alleges were the reason for the
accunul ation, as well as with respect to the ultimte question of
whet her petitioner was availed of for a tax-notivated purpose.®

Pelton Steel Casting Co. v. Conm ssioner, 28 T.C 153, 183-184

(1957), affd. 251 F.2d 278 (7th Gr. 1958); see also V&l |l nan
Qperating Corp. v. Conmm ssioner, 33 T.C. 162, 182 (1959).

We read the Decenber 16, 1996, letter to have alerted
respondent that petitioner was asserting that it had accumul at ed

earnings during the subject years for a planned stock redenption

16 Not wi t hst andi ng our hol dings as to which party bears the
burden of proof on this issue, none of our holdings as to the
rel ated substantive issue hinges on the burden of proof.
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connected to the famly lawsuit. The letter characterized the
famly lawsuit plaintiffs as “dissident and hostile mnority”
sharehol ders and asserted that they “cannot function as part of a
unified teanf. The letter indicated that petitioner planned to
redeem the shares of those shareholders “to pronote harnony in
the business”. The letter was acconpani ed by the probate court’s
order rescinding the 1961 transfer. The letter was acconpani ed
by a few cases that petitioner asserted supported the
permssibility of its earnings accunul ation.

Petitioner asserts in brief that it also accunmul ated
earni ngs during the subject years for reasons other than a stock
redenption. Neither petitioner’s Decenber 16, 1996, letter nor
its pleadings in this case set forth any reason for the earnings
accurnul ati on other than a stock redenption. Nor did petitioner’s
aut hori zed representative state any other reason when, during
petitioner’s audit, he responded to the IDR In fact, the first
time that petitioner asserted that it was al so accunul ating
earnings to neet certain business contingencies and to provide
wor ki ng capital was at or about the tinme of trial. Such an after
the fact rationalization to support the accunul ati on of earnings

i's unavailing.?

7 W also find unavailing petitioner’s assertion in brief
that it was unable to declare dividends during the subject years
by virtue of the fact that the famly lawsuit placed in doubt the
true identity of its shareholders. The nere fact that the
identity of sone of the sharehol ders was bei ng di sputed during
t he subject years does not, to our mnds, nmean that petitioner
was prevented from decl aring a dividend.
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We focus solely on petitioner’s assertion that it was
accunul ating earnings for a stock redenption and anal yze whet her
this need was: (1) A bona fide reason for the accumul ati on and
(2) a reasonabl e business need. W decide both prongs of this
anal ysis adversely to petitioner. As to the first prong,
petitioner |acked as of the end of each subject year a specific,
definite, and feasible plan to use a set portion of its
accunul ated earnings to redeempart of its stock. The record
indicates that: (1) Neither petitioner’s officers nor its
directors ever discussed in earnest Rubin’s suggestion in 1989
that petitioner begin accunulating funds for a possible
redenption of the disputed shares, (2) petitioner never
consi dered neaningfully the amount of funds that woul d be
necessary to effect such a redenption,!® or whether the famly
awsuit plaintiffs, given John's testanentary intent, were
receptive to a redenption of their shares, and (3) petitioner
never undertook a neani ngful study of the value of the disputed

shares or the likelihood that Em | e and Loui se would | ose the

8 W find incredible Haff's testinony that petitioner
needed to retain $10 nmllion as a contingency for the fanmly
lawsuit. In this regard, we give no weight to Richard s offer to
settle for $20 million his lawsuits against Eml|le and Loui se,

i ndi vidually, and as executors of the wills of John and Emma, or
Emle and Louise s counteroffer on July 27, 1990, proposing, in
part, to settle Richard s |lawsuits by redeemi ng his shares in
petitioner, Haffner Realty, and Fournier Realty for a total
paynment of $300,000. The counteroffer stated that Richard owned
10 percent of petitioner’s nonvoting stock, approximtely 10
percent of the nonvoting stock of Haffner Realty, and

approxi mately 6 percent of the nonvoting stock of Fournier

Real ty.
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famly lawsuit. Contrary to petitioner’s suggestion, the nere
fact that petitioner retained earnings contenporaneously with its
controlling sharehol der’s defense of a |lawsuit chall engi ng her
right to ownership of ceratin shares constituting a mnority
interest is not enough to establish the requisite plan under
section 1.537-1(b), Inconme Tax Regs. Such is especially true
here where petitioner’s board never formally exercised its
judgnent to accunul ate funds for a planned redenpti on and where
neither petitioner’s board nor its officers ever performed an
action signifying that petitioner had a specific plan to redeem
any of its shares.

As to the second prong, the presence of a reasonable
busi ness need, the redenption of the stock of dissenting,
mnority stockholders is a reasonabl e busi ness need where the
redenpti on appears necessary to preserve the corporation’s
exi stence or to pronote harnony in the conduct of the

corporation’ s business. W]Icox Manufacturing Co. v.

Conmi ssioner, T.C. Meno. 1979-92; Farners & Merchants Inv. Co. V.

Comm ssioner, T.C Meno. 1970-161. The dispositive factual

consideration in such a situation is whether conpeting demands
anong sharehol ders inperil the very existence of the corporation
or the manner in which up to then it has been successfully

conducting its business. Muntain State Steel Foundries, Inc. v.

Conmm ssioner, 284 F.2d 737 (4th G r. 1960).

We decide this factual consideration adversely to

petitioner. Any redenption by petitioner of the famly |awsuit
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plaintiffs’ stock would not have been necessary to prevent
conpeti ng demands anong sharehol ders frominperiling petitioner’s
exi stence or to safeguard the manner in which petitioner had been
successfully conducting its business. Instead, the redenption,
had it occurred, would have been related to the famly |lawsuit,
an action that was filed against Emle and Louise and in which
the plaintiffs never made a claimfor damages agai nst
petitioner.? The nere fact that the famly lawsuit centered on
ownership of a mnority interest in petitioner’s stock does not,
in and of itself, nean that petitioner’s redenption of that stock

woul d be a reasonabl e busi ness need.?® Lanbert & Associ ates V.

United States, 212 ¢&¢. d. 71 (1976). Such is particularly true

here where a redenption of those shares woul d have satisfied the
personal obligations of Em|le and Loui se and where petitioner’s
operations were never disrupted or conprom sed during the

rel evant years as a result of the famly lawsuit. In this

regard, we distinguish factually the cases of Knight Furniture

Co. v. Conmmi ssioner, T.C. Menob. 2001-19, Omn Constr. Co., Inc.

v. Conm ssioner, T.C. Menob. 1965-325, and C.E. Hooper, Inc. V.

United States, 210 &G. d. 615, 539 F.2d 1276 (1976), relied upon

19 W note that petitioner has acknow edged by virtue of its
concession, see supra note 2, that its directors had previously
used corporate funds to satisfy a personal liability of Emle and
Louise stemmng fromthe famly lawsuit. Haff considered the
lawsuit to be a personal matter between Richard and Susan, on the
one hand, and Em |l e and Louise, on the other.

20 Nor do we think that this proposition would be different
even if one or nore of the plaintiffs were attenpting to obtain
that mnority interest in order to sell it.
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by petitioner for a contrary holding as to this issue. W also
di sagree with petitioner’s reading of the above quoted provision
of its articles of incorporation to inpose upon its board a short
time to redeem a sharehol der’s stock should the board desire to
do so. W read nothing in the quoted provision that sets a tine
l[imtation on the board’ s ability to redeem st ock

3. Accuracy-Rel ated Penalties

Respondent determ ned that petitioner was |iable for
accuracy-rel ated penal ties under section 6662(a) and (b)(1) for
negl i gence or intentional disregard of rules and regul ati ons.
Petitioner argues that it is not liable for these penalties
because it relied reasonably on its accountants’ advice in
preparing its returns. W agree with petitioner.

As rel evant herein, section 6662(a) and (b) (1) inposes a
20- percent accuracy-related penalty on the portion of an
under paynent that is due to negligence or intentional disregard
of rules or regulations. Negligence includes a failure to
attenpt reasonably to conply with the Code. Sec. 6662(c).

Di sregard includes a carel ess, reckless, or intentional
disregard. 1d.

A section 6662(a) accuracy-related penalty shall not be
i nposed to the extent that the taxpayer shows that an
under paynent is due to the taxpayer’s having reasonabl e cause and
acting in good faith. Sec. 6664(c); secs. 1.6662-3(a),
1.6664-4(a), Inconme Tax Regs. Reasonable cause requires that the

t axpayer have exerci sed ordi nary business care and prudence as to
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the disputed item United States v. Boyle, 469 U S. 241 (1985).

A good faith, reasonable reliance on the advice of an

i ndependent, conpetent professional as to the tax treatnent of an
itemmy neet this requirenent. 1d.; sec. 1.6664-4(b), I|Incone
Tax Regs.

Wet her a taxpayer relies on professional advice and whet her
such reliance is reasonable hinge on the facts and circunstances
of the case and the law that applies to those facts and
circunstances. Sec. 1.6664-4(c)(i), Incone Tax Regs. For a
t axpayer to rely reasonably upon professional advice so as
possibly to negate a section 6662(a) accuracy-rel ated penalty,

t he taxpayer nust prove by a preponderance of the evidence that
t he taxpayer neets each requirenent of the follow ng three-prong
test: (1) The adviser was a conpetent professional who had
sufficient expertise to justify reliance, (2) the taxpayer

provi ded necessary and accurate information to the adviser, and
(3) the taxpayer actually relied in good faith on the adviser’s

judgnment. Ellwest Stereo Theatres, Inc. v. Conm ssioner, T.C

Meno. 1995-610; see also Rule 142(a)(1). The record persuades us
that petitioner has net each of these requirenents. Because
petitioner (through its officers) actually relied in good faith
on its accountants’ advice as to the matters at hand, and the
reliance was reasonable, we decline to sustain respondent’s

determ nation as to the accuracy-rel ated penalties.
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Al'l arguments in this case have been considered and, to the

extent not discussed above, are without nmerit. Accordingly,

Deci sion will be entered

under Rul e 155.




