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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CHABOT, Judge: Respondent determ ned deficiencies in

Federal corporate incone tax against petitioner as foll ows:

Year Defi ci ency
1995 $123, 602
1996 144, 411

After concessions by respondent,?! the issue for decision is
the extent to which anounts that petitioner paid to Jack are

deducti bl e as reasonabl e conpensati on under section 162(a)(1).?2

! In the notice of deficiency, respondent disallowed (1)
$338, 941 of the $783,930 of officer conpensation that petitioner
paid to Jack R Brewer, Sr. (hereinafter sonetines referred to as
Jack), and Mary L. Brewer (hereinafter sonetinmes referred to as
Mary) in 1995, and (2) $397,759 of the $881, 559 of officer
conpensation that petitioner paid to Jack and Mary in 1996.

Respondent concedes that (1) all paynents of officer
conpensation to Mary are deductible, and (2) additional portions
of the paynents to Jack are deductible. After respondent’s
concessions, there remain in dispute only $158, 069 of the
original $338,941 disallowance for 1995, and only $337,593 of the
original $397, 759 disall owance for 1996.

2 Unless indicated otherwise, all section references are to
sections of the Internal Revenue Code of 1986 as in effect for
the taxable years in issue.
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FI NDI NGS OF FACT®

Sonme of the facts have been stipul ated; the stipulations and
the stipulated exhibits are incorporated herein by this
ref erence.

Petitioner was incorporated in Louisiana on August 1, 1977.
When its petition in the instant case was filed, petitioner’s
princi pal place of business was in Bossier Cty, Louisiana.
Bossier City is in northwest Louisiana, on the east side of the
Red Ri ver, across from Shreveport. Petitioner is |ocated on Rte.

US 80.

3 Respondent’s counsel conplied with the detail ed
requi renents of Rule 151(e)(3) as to proposed findings of fact in
opening briefs; petitioner’s counsel did not. As a result,
respondent was deprived of the opportunity to explain why
petitioner’s views of the facts were incorrect. In our
determ nations, we have taken the foregoing into account and have
resol ved many ot herw se uncertain nmatters in favor of
respondent’s view of the facts.

Petitioner’s counsel is put on notice that (1) the Rule is
designed both to facilitate the work of the Court and also to
provide a “level playing field” to the parties, and (2) the Court
will be inclined to inpose formal sanctions in the event of
future simlar violations.

Sec. 7491, which shifts the burden of proof to the
Comm ssioner if the taxpayer neets certain conditions, is
effective for court proceedings arising in connection with
exam nations beginning after July 22, 1998. Internal Revenue
Service Restructuring and Reform Act of 1998, Pub. L. 105-206,
sec. 3001(a), 112 Stat. 726. Respondent began exam ni ng
petitioner’s 1995 and 1996 Federal corporate incone tax returns
sonetinme in early 1997. Accordingly, sec. 7491 does not apply in
t he instant case.

Unl ess indicated otherwi se, all Rule references are to the
Tax Court Rules of Practice and Procedure.
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Petitioner is engaged in the business of retail selling of
manuf act ured hones, al so known as nobile hones, trailers, or
trailer homes, hereinafter sonetinmes collectively referred to as
mobi |l e honmes. At all relevant tinmes, Jack and Mary each owned 50
percent of petitioner’s stock. Petitioner’s stock was not
publicly traded.

A. Jack’s Background

Jack served in the U S. Marine Corps for 3 years. |In 1954,
he left the Marine Corps and noved to Dal |l as, Texas, where he
began a career in the autonobile business. Jack served as the
sal es, finance, and insurance manager for several GCeneral Mdtors
deal erships. 1In 1973, he left the autonobile business to pursue
a career in the nobile hone business.

B. Petitioner's Oiqgin and Econonm c Devel opnent

Jack began his nobile honme retailing business with capital
rai sed fromthe $8,000 of equity that he had in his honme and a
$50, 000 bank loan. He used this capital to establish an
i nventory of about six nobile homes. Jack increased his
i nventory by buying distressed nerchandi se at a di scount--new
nmobi | e honmes that | enders had repurchased fromretailers who were
goi ng out of business. He attributed the failures of other
retailers’ businesses to an econom ¢ downturn that began in 1973.
Jack did not enploy anyone in his nobile honme retailing

business during its first year.
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During the 1980s, the nobile hone retailing business in
petitioner’s region of the country (Texas, Louisiana, and
Ckl ahoma) endured anot her econom ¢ downturn, because of the oi
i ndustry. More than 45,000 nobile hones were repossessed in
Texas alone. In petitioner’s basic trade area, 21 nobile honme
retailers either went out of business or filed for bankruptcy.
Petitioner was one of only two nobile hone retailers |ocated
within 1 mle of petitioner that survived the 1980s’ economc
downt urn
During 1992 and 1993, the nobile hone retailing business in
petitioner’s basic trade area endured another econom c downturn.
Al t hough petitioner survived this downturn, many ot her nobile
home retailers did not. N ne of the nobile home retailers that
did not survive this downturn were located within 1 mle of
petitioner on the US 80 corridor. Petitioner again took
advant age of the situation by buying at distress sale prices
nmobi | e hones that | enders had repossessed and selling these
nmobi | e hones at regular retail prices.
Petitioner had about 16 enpl oyees during the early 1990s.
In 1996, petitioner had 22 enpl oyees, 7 of whomwere in sales.
Petitioner’s business was operated as a sole proprietorship
from 1973 until petitioner’s incorporation, in 1977. Petitioner
el ected S corporation status as of January 1, 1987. Petitioner

was a C corporation for 1988. Petitioner elected S corporation



status as of January 1,

1993. Petitioner was a C corporation for

Petitioner reported gross sal es, i ncome, and taxable

i ncone for 1986 through 1996 as shown in table 1
Table 1

Year G oss Sales Total |ncone! Taxabl e I nconme(Loss)
1986 $2, 528, 724 $530, 635 $36, 429
1987 3,022,585 657, 051 19, 819
1988 3,569, 197 843, 645 15, 816
1989 3, 380, 615 771, 252 (18, 214)
1990 3,526,171 884, 275 (1, 791)
1991 2,888, 775 716, 812 (6,976)
1992 2,732,920 728, 845 118, 987
1993 4,197, 494 1, 015, 976 337, 405
1994 6, 559, 036 1, 383, 467 97, 840
1995 9, 006, 092 2,029, 979 167, 758
1996 9, 920, 208 2,326, 709 151, 566

! Total incone includes gross profit, interest incone, and

ot her i ncone.

Jack and Mary personal ly guaranteed al

petitioner.

C. Jack's Duties

Jack exercised conplete contro
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1989, and remained in that status through

1994 t hrough 1996.

| oans by banks to

petitioner’s business

since it was founded (1973) and over petitioner since it was

i ncorporated (1977), including the years in issue. He served as
petitioner’s president, chief financial officer, chief executive
of ficer, general manager, sales manager, l|oan officer, credit
manager, purchasing officer, personnel manager, advertising
manager, insurance agent, real estate nanager, and corporate

| egal affairs liaison. Wth the exception of sal es manager--Jack
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pronoted a sales admnistrator to sales manager in md-1996--
Jack has always held these positions.

In his capacity as general sal es manager, Jack oversaw
petitioner’s daily sales operations, worked with sal espeopl e on
all transactions, appraised trade-ins, negotiated with buyers,
and approved all closings. |In his capacity as advertising
manager, Jack directed petitioner’s advertising efforts: He net
with all nedia, wote ad copies for television, radio, and

newspaper advertisenents, prepared the advertising budgets, and

approved all advertising costs. In his capacity as |oan officer,
Jack approved the underwiting for all in-house |oans and
personal | y worked del i nquent accounts. In his capacity as

i censed general insurance agent, Jack was responsi ble for
petitioner’s book of insurance; petitioner had nore than 400

i nsurance custoners. Petitioner insured 60 percent of its sales.
The conmm ssions earned for Jack’s work as the |icensed general

i nsurance agent went to petitioner and were reported on
petitioner’s tax return. As the personnel nanager, Jack was
responsi ble for hiring, firing, supervising, training, and
evaluating all of petitioner’s enployees. |In his capacity as
purchasing officer, Jack ordered all of petitioner’s inventory,

| ot supplies, and office supplies. He also bought all conpany

vehi cl es and approved all invoices for paynent. |In his capacity
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as corporate legal affairs liaison, Jack reviewed |egal contracts
bet ween petitioner and third parties.

In addition to the foregoing, Jack supervised the in-house
bookkeeper; revi ewed vendor invoices; maintained inventory
records; gathered the necessary information to prepare
petitioner’s financial statenments and tax returns; planned and
nmoni tored petitioner’s cashflow, signed checks; negotiated |ines
of credit, advances, and |oans; and directed the investnent of
petitioner’s cash reserve. Jack extensively revi ened
petitioner’s quarterly financial reports.

Jack brought enthusiasm dedication, and energy to
petitioner. He nmade a point of being willing to neet every
custoner at sone point in the sales process. He worked 6 to 7
days per week, and often worked long into the night. He opened
and cl osed the business each day. |If there were delinquent
accounts, then Jack went out at night and collected on them |In
petitioner’s early years, Jack worked about 70 hours per week;
during the years in issue, Jack worked about 60 hours per week.
Hi s duties also invol ved frequent travel.

At all tinmes relevant to the instant case, Mary has been
either petitioner’s vice president, secretary, or secretary-

treasurer.



D. Compensation Practices

1. Ceneral

Petitioner did not maintain a witten salary policy or bonus
plan for its enployees. To attract “top-notch” people it paid
conpensation that was equivalent to or greater than the
conpensation paid by other nobile hone retailers. Since its
i ncorporation, petitioner has paid all the cost of health
insurance for all its enployees. It has also provided paid sick
and vacation |eave for all its enpl oyees, except Jack (and,
presumably, Mary). Although petitioner established a profit-
sharing plan wth Commercial National Bank in January of 1985,
the plan was termnated in late 1987. In addition, petitioner’s
resolution on February 5, 1996, to adopt a 401(k) retirenment plan
was aborted on February 7, 1997, because of excessive
adm ni strative costs.

Table 2 sets forth the conpensation petitioner paid to its

key enpl oyees, other than Jack, for 1994, 1995, and 1996.
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Table 2

Nane Posi tion 1994 1995 1996

John At ki nson Sal es Person $60, 053 $75,407 $72, 209
Garry Hood Sal es Person NA 21,777 74,551
Kurt Ley Sal es Manager NA 21,000 71,424
Pat sy K. Watson Bus. Manager 31,428 37,946 40, 250
Larry G 1| Servi ce Manager 51,161 56,827 62,523
Dal e Hughes Sal es Person 26,823 45,210 27,635
Tony Lew s Sal es Person 42,763 55,434 41, 445
Mary Brewer Bookkeeper/ Decor at or 21,765 21,744 18,000

2. Jack’'s Compensati on

During the years in issue, petitioner never had a
conpensation, defined benefit, or profit-sharing plan for Jack.
Jack anal ogi zed petitioner’s conpensation policy for himto that
of a farnmer’s: |If petitioner had a good year, then Jack had a
good year; if petitioner had a bad year, then Jack took “m ni num
wages. ”

Tabl e 3 shows, for each of the years 1986 through 1996, (1)
petitioner’s clainmed conpensation paynent to Jack, (2) that
cl ai mred conpensation as a percentage of gross sales (supra table
1), and (3) that clainmed conpensation as a percentage of taxable
i ncone before deduction of that clainmed conpensation, supra table

1 as adjusted by addi ng back the clained conpensation to Jack.
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Table 3
Cl ai ned conpensati on
d ai ned as % of taxable incone
d ai ned conpensati on as bef ore deducti on of

Year conpensation % of gross sal es Jack’ s conpensation
1986 $24, 195 1.0 39.9
1987 79, 413 2.6 80.0
1988 164, 292 4.6 91.2
1989 84, 581 2.5 127.5
1990 175, 164 5.0 101.0
1991 129, 828 4.5 105.7
1992 25,174 0.9 17.5
1993 25, 818 0.6 7.1
1994 398, 638 6.1 80. 3
1995 762, 186 8.5 82.0
1996 863, 559 8.7 85.1

In 1995, petitioner paid $62,186 in salary to Jack over the
course of the year. On Decenber 31, 1995, petitioner paid an
addi tional $700,000 to himas a bonus. |n 1996, petitioner paid
$63,559 in salary to Jack over the course of the year. On
Decenber 31, 1996, petitioner paid an additional $800,000 to him
as a bonus. Jack determ ned the anmount of his bonus each year
after he and J. Mchael Sledge (hereinafter sonetines referred to
as Sl edge) exam ned petitioner’s financial situation. Sledge, a
certified public accountant, has been petitioner’s accountant
since its incorporation and Jack’s accountant since 1975. Sl edge
prepared petitioner’s tax returns for both of the years in issue,
and signed those tax returns as paid preparer. He represented
petitioner and Jack during the audit stage that led to the
instant case. He nmet with Jack at |east quarterly every year to

review the financial performance of the conmpany and anot her 20-30
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tines a year on an ad hoc basis. He has attended nost of the
nmeetings of petitioner’s board of directors since 1977.

In determ ning the amount of a bonus for Jack, Jack and
Sl edge considered petitioner’s profit situation and the anmount of
retai ned earnings necessary to satisfy an investor in petitioner.
Jack discussed with Sledge the possibility that the anounts of
the 1995 and 1996 bonuses m ght be viewed as “unreasonabl e
conpensation in eyes of the Comm ssioner” of Internal Revenue.
Jack was aware that there were risks involved with petitioner’s
paynment of the bonuses on the |ast day of the year.

Petitioner’s corporate board m nutes for 1995 and 1996 do
not reflect any intent to increase Jack’s conpensation in those
years to make up for Jack’s earlier years’ underconpensated
servi ces.

E. Distribution and D vidend History

Petitioner distributed $116,100 in 1993, as an S
corporation. Petitioner distributed $320,949 dividends in 1994,
as a C corporation. This was done in accordance with S|l edge’s
recommendation. The 1993 and 1994 distributions are the only
ones petitioner ever made, through the end of 1996. Petitioner
did not have any agreenents with any banks or financi al
institutions with which it dealt that prohibited it from

decl aring dividends for the years in issue.



F. Busi ness Practices

1. Products

Over the years, petitioner has been a deal er of about 20
different brands of nobile hones. In 1995 and 1996, petitioner
carried the Fleetwood |ine of nobile honmes as its primry product
offering. Fleetwood manufactures price-conpetitive, high quality
nmobi | e hones. Fl eetwood deal ershi ps generally are very
successful .

During the years in issue, petitioner did not have a
franchi se agreenent wth Fl eetwood, nor did petitioner receive
any market protection fromit. Indeed, there was another
Fl eetwood retailer |ocated “al nost next door” to petitioner.

For 1995-1996, petitioner was ranked nunber 36 of Fl eetwood
retailers in the nation. For 1996-1997, petitioner was ranked
(1) the top Fleetwood retailer in Louisiana, and (2) nunber 13 in
t he nation.

2. Financing

Since 1991, petitioner has offered financing to custoners
who Jack describes as “people that do not conformto the average
lending institution.” Jack managed this |oan portfolio for
petitioner and al so served as the underwiter for each of the
| oans. Petitioner has extended nore than 200 | oans as part of
its financing endeavors. O this nunber, only three failed, and

only one resulted in a loss to petitioner. Petitioner’s nobile
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hone | oan portfolio produced $87,974 interest for 1995 and
$89, 357 interest for 1996.

3. | nsurance Underwiting

Before petitioner could install a nobile home on a buyer’s
| ocation, the buyer had to insure the nobile hone. As a |licensed
fire and casualty insurance agent, Jack wote insurance policies
for 60 percent of petitioner’s sales. These policies were then
attached to their correspondi ng notes, which were sold to banks.
The comm ssions earned fromthe insurance sales went to
petitioner. Petitioner reported “Part. & Insurance |ncone” of
$58, 019 and $44,566, respectively, on its 1995 and 1996 t ax
returns.

G Concl usi ons

Table 4 sets forth the parties’ and the Court’s positions
Wi th respect to clainmed conpensation paynments by petitioner to
Jack for the years in issue. Petitioner contends that all of the
anounts paid neet the requirenents for deductibility, and that
greater paynents, unspecified in anount, also would be
deducti bl e. Respondent’s determ nations and contentions, and the
Court’s redeterm nations, are in terns of the maxi mum anmounts

that nmeet the requirenents for deductibility.



- 15 -

Tabl e 4
1995 1996

Petitioner: Paid, deducted, and $762, 186 $863, 559

stands by tax returns
Respondent Al | ows:

Noti ce of deficiency 1423, 245 2465, 800

After concessions 3604, 117 485, 966
Court Finds: 610, 000 630, 000

Y1n the notice of deficiency, respondent all owed
deduction J? $444,989 of the anount petqt?oner pai d toé%oth Jack

and Mary. Because respondent concedes that the entire $21, 744
paid to Mary is deductible, this | eaves $423, 245 as the anount
petitioner paid to Jack that respondent determ ned to be
deducti bl e.

) . .
deduct i on of 5455 66D Ut THe Dot peisRiart AilPRI Bin Jack
and Mary. Because respondent concedes that the entire $18, 000
paid to Mary is deductible, this | eaves $465, 800 as the anmount
petitioner paid to Jack that respondent determ ned to be
deducti bl e.

8 This is the sumof $599, 117, derived by Hakal a's
formul ai c approach, plus “additional conpensation of $5,000.00 to
M. Brewer for providing his personal guarantee to secure a
short-termworking capital line of credit in 1995.” |Infra
OPINION, C. Analysis, 1. Reasonabl eness, (d) Anpunt of Reasonabl e
Conpensation, (2) Loan Cuarantee.

Petitioner did not intend in 1995 and did not intend in 1996
to conpensate Jack for his earlier services to petitioner
OPI NI ON

A. Parties' Positions

Petitioner maintains that the amounts it paid to Jack as
conpensati on were reasonable in amount, within the neani ng of

section 162(a)(1), and so these anounts are fully deductible.
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Respondent “agrees that M. Brewer brought enthusiasm
dedication[,] and energy to the Petitioner, and that the conpany
experienced great growmh during the md 1990s; however,”
respondent contends that any anmounts paid to Jack in excess of
$604, 117 for 1995 and $485,966 for 1996 were not intended as

paynents purely for personal services,* and even if they were so

4 On answering brief, petitioner contends as foll ows:

The Respondent contends that a portion of the paynents
are di sgui sed dividends. * * *

The issue as to whether the paynent of conpensation was
purely for services is not before the Court.

The Notice of Deficiency did not raise the issue of
di sgui sed di vidends or the conpensatory nature of the
services, or assert that any portion of the paynent was a
di sguised dividend. * * * |t is unfair to the Petitioner
after close of the trial to raise a new issue that being
that the paynment received by M. Brewer was for sonething
ot her than the services he rendered. * * *

The Petitioner contends that only the anount of
conpensation the Court may find is in excess of a reasonabl e
anount, if any, be declared to be a dividend, and that the
Respondent not be allowed to dispute the conpensatory nature
of the paynents to M. Brewer.

For the follow ng reasons, we conclude that the issue of
whet her any part of petitioner’s paynents to Jack was di sgui sed
di vi dends, rather than intended conpensation for personal
services, is properly before the Court.

Firstly, the notice of deficiency explanation includes the
alternative that disallowed anbunts were not “expended for the
pur poses designated.”

Secondly, the first sentence of respondent’s opening
statenent before the trial is as follows:

(continued. . .)
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i nt ended, they were unreasonable in anmount for the services he
rendered. Respondent argues that these excess anounts are not
deducti bl e under section 162(a)(1).

B. Summary: Concl usi ons

In determ ning the maxi mum r easonabl e conpensati on for
Jack’s services for the years in issue, we have considered the

relevant factors listed in Ovensby & Kritikos, Inc. V.

Comm ssi oner, 819 F.2d 1315, 1323 (5th Gr. 1987), affg. T.C

Meno. 1985-267. Both parties presented expert wtness reports
and testinony on the applicability of the relevant factors to the

instant case. Wile we do not find the experts’ conclusions

4(C...continued)
OPENI NG STATEMENT BY COUNSEL ON BEHALF OF THE
RESPONDENT

MS. CALKINS: Your Honor, this case presents two
guestions: whether a portion of paynents nmade to M. Brewer
in 1995 and 1996 and deducted as officer’s conpensation by
the Petitioner are actually disguised dividends. * * *

The second question, respondent stated, was whether the deducted
anounts “are reasonable in amount.” The final sentence of
respondent’s opening statenent is as foll ows:

It is Respondent’s position that in spite of M.
Brewer’s contributions to Petitioner during the years at
i ssue, the paynents to himover and above what Respondent
has allowed in the trial nmenorandum shoul d be disall owed as
di sgui sed di vi dends.

Thirdly, our search of the transcript shows that,
notwi t hstandi ng respondent’s clear statenents at the start of the
trial, petitioner did not object, or otherw se comment on this
matter, at that tine or at any other tinme during the 3-day trial.
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particularly hel pful, we do use sone of the data and anal yses
t hey provide in reaching our deci sion.

We first consider the Robert Mrris Associates (hereinafter
sonetines referred to as RVA) report for the industry on
financial ratios, which provides data on, anong other things,
executive conpensation as a percentage of sales for conpanies
conparable to petitioner. Based on petitioner’s and the nobile
home retail industry’'s financial performances in 1995 and 1996,
we concl ude that Jack’s conpensation as a percentage of sales
shoul d be conpared to those of executives in conparabl e conpanies
at around the 90th percentile. By multiplying petitioner’s sales
by the appropriate RVA factor for each year, we determ ne that
paynments to Jack, as conpensation for the services he perforned
for petitioner, would have been about $520,000 in 1995 and
$600, 000 in 1996. We add $5,000 to the 1995 anbunt on account of
Jack’s guaranty of a bank |oan to petitioner.

We al so consider the fact that petitioner did not provide
Jack with retirement benefits. Based on comments by respondent’s
expert, we conclude that an anount of about 5 percent of Jack’s
conpensati on woul d be sufficient to conpensate himfor the
absence of retirenment benefits. This brings reasonable

conpensation to about $550,000 in 1995 and $630, 000 in 1996.
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In Iight of respondent’s willingness to allow what Hakal a
recomends for 1995, plus correction of Hakala’ s nathemati cal
errors, we round the 1995 anount to $610, 000.

We conclude that all of the ampbunts that woul d have been
reasonabl e conpensation to Jack were intended by petitioner to be
conpensati on and not divi dends.

C. Analysis

Section 162(a)(1)° allows a deduction for the paynent of
conpensation, but only if the conpensation is both (1) reasonable
in anobunt and (2) paid for personal services rendered. Paula

Construction Co. v. Conm ssioner, 58 T.C. 1055, 1058 (1972),

affd. without published opinion 474 F.2d 1345 (5th Cr. 1973);
sec. 1.162-7(a), Inconme Tax Regs. The question of reasonabl eness
is one of fact which nmust be resolved on the basis of all the

facts and circunstances in the case. Ownensby & Kritikos, Inc.

V. Conm ssioner, 819 F.2d at 1323; Pepsi-Cola Bottling Co. of

Salina, Inc. v. Conm ssioner, 528 F.2d 176, 179 (10th G r. 1975),

affg. 61 T.C 564, 567 (1974); Estate of Wallace v. Conm ssioner,

> SEC. 162. TRADE OR BUSI NESS EXPENSES.

(a) In General.—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
busi ness, i ncl udi ng--

(1) a reasonable allowance for salaries or other
conpensation for personal services actually
rendered * * *
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95 T.C 525, 553 (1990), affd. 965 F.2d 1038 (11th Gr. 1992);

Hone Interiors & Gfts, Inc. v. Comm ssioner, 73 T.C. 1142, 1155

(1980) .

In addition to nultifactor tests (see Onensby & Kritikos,

Inc. v. Conmm ssioner, 819 F.2d at 1323), courts have al so used

i ndependent investor tests to determ ne whet her paynents to an
enpl oyee- shar ehol der exceeded reasonabl e conpensation. See,

e.g., Dexsil Corp. v. Conm ssioner, 147 F.3d 96, 100-101 (2d Gr.

1998), vacating and remanding T.C. Meno. 1995-135, on remand T.C.
Meno. 1999-155. Generally, courts have descri bed i ndependent
investor tests as a |lens through which the entire analysis should

be vi ewed. Dexsil Corp. v. Conmmi ssioner, id. at 101. I n Onensby

& Kritikos, Inc. v. Comm ssioner, 819 F.2d at 1327, the Court of

Appeals for the Fifth Grcuit stated: “The so-called independent
investor test is sinply one of the factors a court should
consider, and in certain cases it may be a substantial factor.”
I n discussing the significance of a corporation’s dividend
practices, that Court also stated: “The prime indicator of the
return a corporation is earning for its investors is its return
on equity.” 1d. at 1326-1327.

Di scerning the intent behind the paynents al so presents a
factual question to be resolved within the bounds of the

i ndi vi dual case. Nor - Cal Adjusters v. Conmi ssioner, 503 F.2d
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359, 362 (9th Cr. 1974), affg. T.C. Menob. 1971-200; Paul a

Construction Co. v. Conm ssioner, 58 T.C. at 1059.

Where officer-sharehol ders who are in control of a
corporation set their own conpensation, careful scrutiny is
required to determ ne whether the all eged conpensation is in fact

a distribution of profits. Rutter v. Conm ssioner, 853 F. 2d

1267, 1270-1271 (5th Gir. 1988), affg. T.C. Meno. 1986-407;

Onensby & Kritikos, Inc. v. Conm ssioner, 819 F.2d at 1324;

Estate of Wallace v. Conmi ssioner, 95 T.C. at 556; sec. 1.162-

7(b)(1), Incone Tax Regs.

W w il consider first whether (and, if so, then to what
extent) the paynents to Jack exceeded reasonabl e conpensati on
and then whether (and, if so, then to what extent) any part of
t he paynents that survive the first test should neverthel ess be
nondeducti bl e because they were not intended to be conpensation.

Conpare Omensby & Kritikos, Inc. v. Conmm ssioner, 819 F.2d at

1325 (paynents nade in the formof conpensation), with Paula

Construction Co. v. Conmi ssioner, 58 T.C. at 1057, 1059-1060

(paynents nmade in the formof distributions), and King's Court

Mobil e Home Park v. Comm ssioner, 98 T.C 511, 514-515 (1992)
(corporation’s unreported incone diverted to sharehol der).

1. Reasonabl eness

Many factors are relevant in determ ning whether anmounts

paid to a person were reasonabl e conpensation, including the
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followi ng: The person’s qualifications; the nature, extent, and
scope of the person’s work; the size and conplexities of the

busi ness; a conparison of salaries paid with gross incone and net
incone; the prevailing general econom c conditions; a conparison
of salaries with distributions to stockholders; the prevailing
rates of conpensation for conparable positions in conparable
concerns; the salary policy of the taxpayer as to all persons; in
the case of small corporations with a |imted nunber of officers
t he amount of conpensation paid to the particular person in

previ ous years; and whether the corporation provided the person

with a pension or profit-sharing plan. Osensby & Kritikos, Inc.

V. Conm ssioner, 819 F.2d at 1323, and cases there cited. No

single factor is decisive; rather, we nust consider and weigh the
totality of the facts and circunstances in arriving at our
decision. ldem_

Before we apply the relevant factors to the instant case, we
note that petitioner presented evidence of three offers to buy
petitioner. The parties devoted substantial efforts to anal yze
the direct and indirect (i.e., regarding return on investnent)
significance of these offers. |Indeed, respondent’s expert
opi ned: “The single best evidence of reasonabl e conpensati on can
be found in the three subsequent offers to acquire the assets and
busi ness of [petitioner]”. However, none of the offers is

sufficiently detailed to enable us to determ ne what Jack’s
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services would be worth under that offer. (Petitioner contends
that one offer would justify a 1996 conpensation | evel higher
than petitioner paid, while respondent contends that, using the
sane net hodol ogy that petitioner used, one of the other offers,
woul d | ead to a conclusion that the maxi mum 1996 reasonabl e
conpensati on would be only $79,103.) Also, the parties do not
assist us in deciding howto adjust for the difference in tine
between the offers’ presentations and the years in issue.
Finally, we do not even know when one of the offers was made.
Under these circunstances, we conclude that the offers are not to
be given any weight in determ ning the anobunts of reasonabl e
conpensation for Jack’s services for the years in issue.

The following indicia of relatively high reasonabl e
conpensation are present in the instant case:

(1) Jack has been involved in every aspect of petitioner
since its inception. Through his enthusiasm hard work, and
dedi cation, he built petitioner into a successful enterprise. He
served as its president, chairman, chief executive officer,
general manager, chief financial officer, credit nanager,
purchasi ng officer, personnel nmanager, advertising nanager,
i nsurance agent, real estate nmanager, and corporate legal affairs

liaison. He worked 60 hours per week, 6 to 7 days per week.
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(2) Petitioner grew rapidly between 1991 and 1996. |In 1995,
it was ranked nunber 36 of Fl eetwood nobile home retailers in the
nation; in 1996, it clinbed to nunber 13 in the nation.

(3) Jack personally guaranteed the working capital |ines of
credit of petitioner.

(4) Petitioner did not provide a defined benefit or profit-
sharing plan to Jack. The only nonsalary benefit that petitioner
provided to Jack was health insurance; Jack (and, presunmably,
Mary) was the only enpl oyee who did not receive paid sick and
vacation | eave.

(5) Under Jack’s control, petitioner survived several
econom ¢ downt urns when many ot her nobile hone retailers went out
of busi ness.

The followng indicia of relatively | ow reasonabl e
conpensation are present in the instant case:

(1) The clainmed conpensation petitioner paid to Jack in 1995
and 1996 constituted 8.5 percent and 8.7 percent, respectively,
of petitioner’s gross sales, and 82 percent and 85 percent,
respectively, of petitioner’s taxable incone. These percentages
exceed those of nobst simlar conpanies.

(2) Petitioner did not maintain a conpensation policy for
Jack. Because Jack controlled the corporation, he was able to

set his own conpensati on.



- 25 -

(3) The bonus ampunts were not set in accordance with any
formula or other detail ed arrangenent agreed upon in advance.
Rat her, they were determ ned and paid at the end of the year,
when petitioner knew its profitability for that year. Thus,
Jack’ s conpensation was set on an ad hoc basis.

(4) Petitioner did not pay dividends in 1995 or 1996, even
t hough it had made a distribution in 1993 and paid dividends in
1994, and profitability before officer’s conpensation was greater
in 1995 and 1996 than it was in the two earlier years.

(5) Petitioner’s average return on equity, which neasures
the percent of profit before taxes as a percentage of tangible
net worth, was below that of conparabl e conpanies for the years
in issue.

At trial, both parties presented the reports and testinony
of expert witnesses. Petitioner’s experts were Sl edge and Me
Lon Ding, hereinafter sonetinmes referred to as Ding.
Respondent’ s expert was Scott D. Hakal a, hereinafter sonetines
referred to as Hakal a.

Before adm tting expert testinony into evidence, the trial
judge is charged with the gatekeeping obligation of ensuring that

the testinony is both relevant and reliable. Kunmho Tire Co. v.

Carm chael, 526 U. S. 137, 147 (1999); Daubert v. Merrell Dow

Phar maceuticals, Inc., 509 U S 579, 589 (1993); Caracci V.

Comm ssioner, 118 T.C. 379, 393 (2002), on appeal (5th Cr. Cct.
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15, 2002). This gatekeeping obligation applies to all expert
testinmony, including testinony based on technical and ot her

speci al i zed know edge. Kunmho Tire Co. v. Carm chael, 526 U. S at

141; see Fed. R Evid. 702.

As trier of fact, we are not bound by the opinion of any
expert witness and will accept or reject expert testinony, in
whole or in part, in the exercise of sound judgnent. Lukens v.

Comm ssioner, 945 F.2d 92, 96 (5th Cr. 1991) (and cases there

cited), affg. T.C. Meno. 1990-87.

The three experts agree on sone aspects of el enents that
shoul d be taken into account in determ ning what woul d be
reasonabl e conpensation for Jack’s services to petitioner, but
even there they do not agree on what nunbers those aspects should
|l ead us to. Each expert does a nuch better job of explaining why
the other side is wong than why his or her analysis is correct.
To that extent, each expert has been helpful. To put it another
way, the experts have provided substantial assistance to the
trier of fact (Fed. R Evid. 702) in identifying and wi nnow ng
out the chaff; they have provided far | ess assistance in

identifying and keeping the wheat. See United States v.

Mastropieri, 685 F.2d 776, 786 (2d Cir. 1982).

(a) Hakala
Hakala is a principal in Business Valuation Services, Inc.

He had academic training in conpensation theory and was awar ded
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the degree of Ph.D. in Econom cs by the University of M nnesota.
He has testified as an expert witness in reasonabl e conpensation
cases.
Tabl e 5 shows the anounts that Hakal a concl uded were maxi mum
reasonabl e conpensation for Jack’s services to petitioner in
1994, 1995, and 1996, per Hakal a’'s expert witness report (Ex. 60-

R) and Hakal a’s rebuttal expert witness report (Ex. 61-R

Tabl e 5

Ex. 60-R Ex. 61-R
1994 $381, 608 $410, 626
1995 544 419 599, 117
1996 448, 620 485, 966

The task of cal cul ati ng a naxi mum anount of reasonabl e
conpensation ordinarily, and in the instant case, involves
judgment calls, generalizations, and very rough approxi mations.
We are m ndful of Judge Tannenwal d’ s observation that in
val uati on di sputes (and reasonabl e conpensati on di sputes are
essentially a subset of valuation disputes) there is often “an
overzeal ous effort, during the course of the ensuing litigation,
to infuse a talismanic precision into an i ssue which should

frankly be recogni zed as inherently inprecise’”. Messing v.

Commi ssioner, 48 T.C 502, 512 (1967); see Estate of Jung v.

Comm ssioner, 101 T.C 412, 446 (1993).

Hakal a acknow edges that the correction of but one set of

i nconsi stencies in his expert witness report assunptions results
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in changes of 7 to 10 percent in his conclusions. Ex. 61-R
pp.6-7, 1V-3. W are struck by the fact that Hakal a has so nuch
confidence in the conbinati on of accuracy and precision of his
nunbers and anal ysis that, even after the hunbling exercise of
maki ng the gross corrections he describes, he clains to be able
to come to conclusions to six significant figures. Supra table
5. Respondent urges us to followin Hakala's footsteps--to six
significant figures. W respond that, neither Hakala' s nor
respondent’s continued presentation of six-significant-figure
concl usi ons causes us to have any confidence that the precision
of those conclusions is an indication that those conclusions are
accurate.® Indeed, Hakala's efforts to persuade us to wal k that
road serve only to cause us to doubt his judgnment. Wen we doubt
t he judgnent of an expert w tness on one point, we becone

reluctant to accept that expert’s conclusions on other points.’

6 A quotation from Shakespeare is perhaps apt:
G endower: | can call spirits fromthe vasty deep

Hot spur: Wy, so can |, or so can any man; But will they
cone when you do call for thenf

Henry |V, Part |, act 3, sc. 1

" For conpleteness, it should be noted that, when the Court
asked Hakala “why it is that you believe it is appropriate to
come up with a result to six significant figures”, he responded
t hat - -

no one in a real conpensation would round to six significant
figures, that normally | would round to the nearest thousand
(continued. . .)
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When the Court asked Hakala if he was “confident” in his
concl usi on that reasonabl e conpensation for 1996 shoul d be
substantially bel ow reasonabl e conpensation for 1995 (see supra
tables 4 and 5), he responded as foll ows:

THE WTNESS: No, and | think they have a valid point
that there was nore inconme, and what | mssed was that in
the other incone was the rebate from Fl eetwod. When you
factor the rebate fromFl eetwood in, the conpensation for
96 should go up. |If you do that, then you have to adj ust
t he conpensation for ‘95 dowward. So, you know, | would
agree that | think intuitively, 96 should probably be
hi gher than *95.

Notwi t hstanding this testinony, Hakala did not change his
report recomrendations, and respondent’s posttrial briefs stil
urge us to adopt Hakala s report reconmmendations, with
substantially | ower reasonabl e conpensation for 1996 as conpared

to 1995.°8

(...continued)
or the nearest 5, 000. In effect, if | was at 599, |1'd round
up to 600,000. If it was at 485, | mght round to 485.

However, notw thstandi ng Hakal a’ s concessi on that “no one”
in a real situation would determ ne reasonabl e conpensation to
six significant figures, Hakala did not change his report
recomendati on, and respondent’s posttrial briefs still urge us
to adopt Hakal a' s six-significant-figure recomendati ons.

8 At trial, Hakala explained that, if he adjusted upward
t he maxi num r easonabl e conpensati on for Jack for 1996, then he
woul d have to nmake a correspondi ng downward adj ustnent for 1995.
Nei t her Hakala at trial nor respondent on brief has explai ned why
an upward adjustnment for 1996 on account of the Fl eetwood rebate
woul d require a downward adj ustnment for 1995, except that at
trial Hakal a invoked the inmagery of “squeezing on a balloon.”



(b) Sl edge

Sledge is a CP.A in private practice in his own firm He
was awarded the degree of B.S. in Industrial Psychol ogy by
Loui siana State University and took postgraduate work to prepare
himself for the C P. A examnation. He has testified as an
expert witness in business valuation cases, and other matters
i nvol ving officer conpensation issues.

Sl edge did not determ ne what was naxi mum reasonabl e
conpensation for Jack’s services to petitioner in the years in
i ssue, but concluded that “it is my opinion that the salary paid
to M. Brewer during 1995 and 1996 is reasonable.” As a result,
we can agree with nmuch of what Sl edge says, and still have little
or no guidance fromhis expert witness report as to what nunbers
to set for reasonabl e conpensation

Before the trial, respondent noved in |limne to exclude
Sl edge’ s expert witness report and to not allow Sledge to testify
as an expert witness. Respondent pointed to Sl edge’s obvious
conflict of interest and contended that Sledge “is unable to
provi de the degree of objectivity required of an expert w tness.”
We concluded that, in the instant case, it was better to (1) take
Sl edge’s conflict of interest into account in weighing his expert
W tness report and expert testinony, and (2) not exclude Sl edge
and his report. In retrospect, we conclude that we made the

right decision on this matter; i.e., we conclude that Sledge’s



- 31 -
expert witness report, his rebuttal report, and his expert

W tness testinony did assist us, as trier of fact, in
under st andi ng concepts involved in determ ning reasonabl e
conpensation, and in understanding matters rai sed by Hakala. See

Koch Refining Co. v. Jennifer L. Boudreau MV, 85 F.3d 1178, 1182-

1183 (5th Gr. 1996).

(c) Ding

Ding is president of Personnel Systens Associates. She was
awar ded the degree of MB.A Dby the University of Southern
California, and the degree of B.A in Industrial Psychol ogy from
UCLA. She has testified as an expert witness in reasonable
conpensati on cases.

D ng did not conclude what was maxi num r easonabl e
conpensation for Jack’s services to petitioner in the years in
i ssue, but she concluded that “M. Brewer was conpensated at a
rate in 1995 and 1996, which we believe an investor in an arm s-
| ength transaction woul d have thought to be reasonabl e”.
Neverthel ess, Ding’ s presentation of the data from RVA enabl es us
to make our own evaluation and to start the process of
redet erm ni ng reasonabl e conpensati on nunbers for Jack’s

servi ces.
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(d) Ampunt of Maxi num Reasonabl e Conpensati on

(1) RMA Ratios

Bot h Hakal a and Ding direct our attention to RVA surveys of
conpani es that specialize in nobile hone retailing. None of the
expert witnesses was able to identify any published surveys of
t he anpbunts of executive conpensation for the nobile hone
retailing industry. However, it was noted that the RVA's surveys
provi ded financial ratios, including a ratio for executive
conpensation to conpany sal es.

In her analysis of the RVA data, D ng stated that
petitioner’s--

average conpensation [total executive conpensation

i ncludi ng what petitioner paid to Mary] to sales ratio for

the period 1986-1996 was 4.6% which was slightly above the

RVA 75th percentile of 4.2% and considerably bel ow our

[i.e., Ding’s] projection of the 90th percentile average of

5.9% (Exhibit F).

D ng regarded the foll owm ng considerations as being anong those

| eadi ng to her conclusion that Jack “achi eved excepti onal
financial performance” at petitioner, “justifying a conparison of
conpensati on above the 75th percentile and as high as the 90th
percentile”:

Petitioner’s sales grew at an average annual rate of 17
percent while the industry grew at an average annual rate of
only 10.8 percent.

Petitioner’s inventory turnover rate, “a key neasure of
efficient use of capital and inventory managenent”, was nore

t han one-third higher than the nobile hone retail industry
as a whol e.
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Petitioner “has very high capitalization relative to

i ndustry norns which reduce risk to the shareholder in the

event of a downturn in business, saves interest costs on

| oans, enables faster growth, and causes RCE [returns on

equity] ratios to understate true profit performance.”

From the foregoing and other matters, Ding concluded as
fol |l ows:

When all the above factors are taken into consideration, it

is apparent that Brewer Quality Hones’ performance i s anong

the best in the industry. CEGCs who achi eve top performance
in their industry receive top pay, therefore it is
reasonabl e to expect that Jack Brewer would receive
conpensati on above the 75th percentile and as high as the
90t h percentile.

Hakal a, on the other hand, stated that for 1995 and 1996
Jack’s “conpensation level * * * [as a percentage of sal es] was
significantly higher than the third quartile |levels of the RVA
conparable firns.” He stated that this high conpensation |evel
resulted in a drop in profitability which, together with an
elimnation of dividends, provided “lowreturns to its
[ petitioner’s] sharehol der.”

In his rebuttal report, Hakala presented several criticisns
of Ding’'s use of RVA data. W consider these criticisns
seriatim

D ng used average percentages over tinme, while Hakal a
focused on year-by-year figures for 1994 through 1996. Table 6
conpares petitioner’s total officer conpensation (Jack’s plus

Mary’s, in the case of petitioner) as a percentage of nobile hone
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sales, on the one hand, to Ding’s and Hakala' s different

approaches as to the RVA 75th percentil e data.

Tabl e 6
Petiti oner RVA- - Di ng RMA- - Hakal a

1994 6.4 4.2 5.4
1995 8.7 4.2 5.4
1996 8.9 4.4 3.4
Aver ages

Ding (1986-1996) 4.6 4.2 --
Ding (1994-1996) 8.0 4.3 - -
Hakal a (1994-1996) 8.0 -- 4.7

Ding’s focus on 11-year averages |ed her to concl ude that
petitioner’s 1ll-year average paynent ratios are only a little
hi gher than the RVA 75th percentile ratios (4.6 percent to 4.2

percent) and nuch | ower than the estinated RVA 90th percentile

ratios® (4.6 percent to 5.9 percent). Hakala, on the other hand,

concluded that petitioner’s 1-year paynent ratios are nuch higher
than the RVA 75th percentile ratios (8.0 percent to 4.7 percent).
Supra table 6.

Hakal a al so criticized Ding’s analysis, as foll ows:

In the tax year 1986 through 1993, BQH [petitioner] el ected

S Corporation status. The owner-officer of an S Corporation

has an incentive to mnim ze personal salary and bonus
conpensation and to recogni ze greater taxable corporate

® Hakala ignores Ding's estimates of RVA 90th percentile
rati os; he neither disputes nor accepts the correctness of Ding s
estimates. However, on brief, respondent accepts the correctness
of Ding’'s estimates of RVA 90th percentile ratios, at |east for
t he purpose of pointing out that petitioner’s 1995 and 1996
ratios are far higher than the ratios that Ding applies.
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i ncome due to payroll taxes on reported conpensation. [

This calls into question the appropriateness of an

under conpensation analysis in the years 1986 t hrough 1993.

Firstly, for 2 of the 8 years Hakala refers to (1986 and
1988), petitioner was a C corporation, not an S corporation. It
is not clear whether these m stakes were nerely “harnless error”
or whether this affected Hakal a’s concl usi ons.

Secondly, if Hakala s thesis is correct, that this
“incentive” affected petitioner’s actions during the C
corporation years, then it becones rel evant to determ ne whet her

(and to what extent) it also affected the sim |l ar-sized

busi nesses that provided the underlying data for the RVA rati os.

0 | n general, an S corporation shareholder is taxed on the
sharehol der’s pro rata share of the corporation’s incone,
regardl ess of whether the sharehol der actually receives a
distribution. Sec. 1366(a)(1). Were the shareholder is also an
enpl oyee of the corporation, there is an incentive both for the
corporation and for the enpl oyee-sharehol der to characterize a
paynment to the enpl oyee-sharehol der as a distribution rather than
as conpensati on because only paynents for conpensation are
subj ect to Federal enploynent taxes. See secs. 3111, 3301. 1In
such instances, the Conm ssioner may recharacterize a
distribution as conpensation in order to reflect the true nature
of the paynent. See Rev. Rul. 74-44, 1974-1 C. B. 287
(“dividends” paid to S corporation sharehol ders treated as
reasonabl e conpensation for services rendered and subjected to
Federal enpl oynent taxes); see also Veterinary Surqgical
Consultants, P.C. v. Comm ssioner, 117 T.C. 141, 145-146 (2001),
affd. sub nom Yeagle Drywall Co. v. Conmm ssioner, 54 Fed. Appx.
100 (3d Cir. 2002).

Al t hough Hakal a argued that petitioner may have practiced
tax gamesmanship in one or nore of the years before 1995, the
record does not disclose that respondent nmade a determ nation on
this matter, nor can we tell fromthe record whether petitioner
did distort the situation.
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we know that, we do not know how to deal with the concern
Hakal a has descri bed.

Thirdly, Hakala does not: (a) Point to any evidence that

woul d enable us to quantify the amount, if any, by which this

potential gamesmanship actually di m ni shed the conpensation that

petitioner paid to Jack in any year, (b) suggest any way of

adjusting the ratio for petitioner to conpensate for this

potential ganmesmanship, or (c) explain why petitioner and Jack

woul d shift paynents from conpensation in 1993 but not use that

device for 1989, 1990, and 1991, when presunably the sane

“incentives” were in play and when petitioner and Jack had the

sane

tax adviser that they had in 1993.

Thus, Hakal a's speculation is interesting but we do not find

it helpful in analyzing the instant issue. See infra (3)

Pr evi

D ng’

ous Under paynent .
Hakal a al so presents the foll ow ng doubl e-barreled attack on
s reliance on the RVA dat a:

The Robert Morris Associates (“RVA’) data requires nore

anal ysis than was provided by Ms. Ding. First, we don't
know exactly how many officers, directors and affiliates are
represented in the total officers’ conpensation in the RVA
figures. For |arger deal erships, our experience is that
nore than one officer is included and sonetinmes three or
nore persons may be represented in the total figures.

Second, we don’t know the extent to which the officers’
conpensation is consistent with armis length practices. The
BVS Report sunmarized in Exhibits 11-2 and 11-3 [attachnents
to Exh. 60-R Hakala' s expert witness report] represents an
attenpt to address these issues. The suggested total
conpensation at the 75th percentile level is at nost
$324,219 in 1995 and $224,858 in 1996 for a single officer
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and $486,329 in 1995 and $337,287 in 1986 for two officers
or nore executive officers of BQH based on this information.

As to the multiple-officer concern, we are satisfied that
Ding’ s approach is useful, in the absence of anything better.
D ng determ ned appropriate total officer conpensation,
subtracted the agreed-upon conpensation to Mary, and concl uded
that the renmainder is appropriate conpensation to Jack. 1In the
mat eri al that Hakala cites, he assumed that, in a two-officer
arrangenent, the second officer was conpensated at half the rate
of the first officer, and concluded that the CEO s conpensation
was 67 percent of the total officer conpensation. W agree that
Hakal a’ s conclusions follow, arithnetically, fromhis
assunptions. However, Hakal a does not give us any reason to
conclude that Hakala' s “attenpt to address these issues” is any
better than Ding’s approach. |In the absence of any hard
information as to businesses of petitioner’s size, other than the
evi dence of petitioner’s own history, we are willing to follow
D ng’ s approach.

Hakal a’ s concern that the underlying RVA data may not be
“consistent with armis length practices” is the nore serious
att ack.

However, Hakal a does not provide anything to back up the
suspicion that he voices. Also, the material to which Hakal a
directs our attention does not appear to address this issue at

all. Finally, the nunbers that Hakala finally conmrends to us
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($599, 117 for 1995, $485,966 for 1996, supra tables 4, 5) are
substantially greater than the nunbers that Hakala tells us would
result fromthe RVA 75th percentile data that Hakal a suggest are
t oo great.

Hakal a does not direct our attention to any other data that
focus on the nobile hones retail sales industry.!!

On this record, the RVA ratios | eave nmuch to be desired as a
foundati on for decision-making. W neverthel ess use those ratios
as a starting point, because they are the only statistical
informati on we have that deals with nobile honme retailers. In
ot her words, the RVA ratios are “the only gane in town”. See,

e.g., United States v. Borum 584 F.2d 424, 434 (D.C. GCr. 1978)

(MacKi nnon, J., dissenting).
The years in issue, 1995 and 1996, were good years for the
nmobi l e hone retailing industry and even better years for

petitioner.'?

1 In his rebuttal report, Hakala states as foll ows:

The single best evidence of reasonabl e conpensati on can be
found in the three subsequent offers to acquire the assets
and business of BQH [petitioner] found in the exhibits to
Ms. Ding’ s report.

However, Hakala relies on these offers only to the extent of
contending that, in reality, the offers anount to | ess
conpensation for Jack than the approach that Hakala uses. In
effect, then, Hakala rejects the | essons of the evidence that he
descri bes as “The single best evidence”.

12 Ppetitioner’s sales increased proportionately nore than
(continued. . .)
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Jack guided petitioner through the hard times when many of
petitioner’s conpetitors went out of business and into the
breakout years of 1995 and 1996.' W are satisfied that Jack’s
long-termefforts leading up to 1995 and 1996, and Jack’s
spectacul arly successful work in 1995 and 1996, justify ranking
Jack with the | eaders of his field for the latter years. To us,
this neans that reasonabl e conpensation for 1995 and 1996 is to
be determ ned by reference to the 90th percentile of officer

conpensati on paynents.

2, .. continued)
the industry s sales, as shown by the foll ow ng table:

Petitioner’s

Petitioner’s Sales Sales as a % of
Year_ see supra Table 1 | ndustry Sal es | ndustry Sal es
1986 $2, 528, 724 $5, 480, 384, 000 0. 046
1987 3,022,585 5,512,572, 600 0. 055
1988 3,569, 197 5,482, 567, 900 0. 065
1989 3, 380, 615 5, 392, 508, 800 0. 063
1990 3,526,171 5,231, 181, 600 0. 067
1991 2,888, 775 4,728, 750, 100 0. 061
1992 2,732,920 5, 986, 350, 800 0. 046
1993 4,197, 494 7, 755, 418, 000 0. 054
1994 6, 559, 036 10, 181, 722, 000 0. 064
1995 9, 006, 092 12, 327,516, 300 0.073
1996 9, 920, 208 13, 954, 982, 400 0.071

13 Hakal a stated, in his rebuttal report:

BQH [petitioner] was a well run and successful deal ership
with an established franchise and presence. M. Brewer
clearly deserves substantial credit for this success in 1995
and 1996.
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W note that the RVA ratios fluctuate greatly fromyear to
year, and even the relative ratios (i.e., conparisons of the
ratios for smaller conpanies with the ratios for |arger
conpani es) fluctuate greatly. None of the experts discusses the
factors that led to the RVA ratio fluctuations. D ng attenpted
to “snmoothen” the relevant ratios. See supra table 6 for 75th
percentile nunbers. For 90th percentile nunbers, Ding used 6.0
for 1995 and 6.3 for 1996. Hakala did not discuss whether there
shoul d be a different approach to the snoothening process or
whet her the RVA ratio anmobunts should be used wi thout any
snoot hening. In the absence of criticismby Hakala, we are
willing to follow Ding’ s snoot heni ng approach. W apply the RVA
90th percentile ratios to petitioner’s 1995 and 1996 sales to
obtain total sharehol der-enpl oyee reasonabl e conpensation. From
the totals thus obtai ned, we subtract the anmounts petitioner paid
to Mary, which have been agreed to be reasonabl e conpensation for
Mary’ s services.

However, our willingness to follow Ding’ s anal ysis regarding
Jack’ s 90t h-percentile status, at least for 1995 and 1996, does
not lead us to Ding' s conclusions that all of Jack’s conpensation
i's reasonable for each of these years. As Ding acknow edged at
trial, the conpensation that petitioner paid to Jack for each of

these years, as a percentage of petitioner’s sales, was
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significantly higher than the 90th-percentile | evel shown by the
RVA data for the sane years

Qur acceptance of Ding’'s thesis, then, leads us to apply the
RVA 90t h-percentile ratios to petitioner’s sales, which results
i n reasonabl e conpensati on anounts significantly |ess than
petitioner’s actual paynents to Jack. This process leads us to
initial calculations of $520,000 for 1995 and $600, 000 for 1996
as reasonabl e conpensation anounts for Jack’s services.

(2) Loan QGuaranty

Hakal a opined, in his expert witness report, that Jack was
entitled to an additional $5,000 reasonabl e conpensation “for
provi ding his personal guarantee to secure a short-term worKking
capital line of credit in 1995". Respondent has conceded the
allowability of this additional anmount. Petitioner does not

dispute this item we accept it. Owensby & Kritikos, Inc. v.

Conmi ssi oner, 819 F.2d at 1325 n. 33.

Accordingly, we increase our 1995 reasonabl e conpensati on
determ nati on to $525, 000.

(3) Previous Under paynent

Petitioner contends that Jack was underpaid in previous
years, particularly 1992 and 1993. See supra table 3.
Petitioner argues as foll ows:

While there are no corporate mnuets [sic] declaring
any part of M. Brewer’s conpensation for 1995 and 1996 as

make up salary, a good faith argunent for extension of
existing |law can be nmade where it is apparent fromthe facts
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because of the extrene disparity between M. Brewer’s
conpensation in 1992 and 1993 and his conpensation in both
previous and follow ng years that the fact that he was being
conpensated for past performance is plainly apparent.
Respondent’s rejoinder is twofold: (1) There is no
indication of an intent to conpensate Jack in 1995 or in 1996 on
account of past underconpensation, and (2) Hakal a concl uded t hat
Jack was adequately conpensated for Jack’s services to petitioner
for 1986 through 1994.

Amounts paid in a later year for earlier years’ services may

be deducted when paid, if the services were underconpensated in

the earlier years. Lucas v. Ox Fibre Brush Co., 281 U S. 115,

119 (1930); Estate of Wallace v. Conm ssioner, 95 T.C. at 553;

Cropl and Chenmical Corp. v. Conm ssioner, 75 T.C 288, 297-298

(1980), affd. wi thout published opinion 665 F.2d 1050 (7th G

1981); RJ. Nicoll Co. v. Conm ssioner, 59 T.C. 37, 50-51 (1972).

In order to be allowed the deduction, the taxpayer nust establish
(1) the anpbunt of the underconpensation for the earlier years’
services and (2) that the paynment in the later year is intended

as conpensation for the earlier years’ services. Pacific Gains,

|nc. v. Conmm ssioner, 399 F.2d 603, 606 (9th Cr. 1968), affg.

T.C. Meno. 1967-7; Perlmutter v. Conm ssioner, 373 F.2d 45, 48

(10th Gir. 1967), affg. 44 T.C. 382, 403 (1965); Estate of

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

In the instant case, petitioner has presented us with little

nmore than the claim and general conclusory testinony, that sonme
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anount was intended as conpensation for Jack’s earlier years’
services. W are not told (1) how nuch of the 1995 paynents or
the 1996 paynents was so intended; (2) how the intent was arrived
at or fornulated; or (3) what earlier years’ services were being
conpensated for in 1995 or in 1996. For all we can tell,
petitioner’s “theory of conpensation for prior services was only

an afterthought devel oped at a tinme when the reasonabl eness of

t he conpensation was already under attack.” Pacific Gains, lInc.

V. Conm ssioner, 399 F.2d at 606.

Petitioner’s plea that we overl ook the absence of corporate
mnutes runs into the concern that it is precisely in situations
such as the instant case, where one person’s “controlling

presence was on all sides of the negotiating table” (Kean

Transferee v. Comm ssioner, 91 T.C 575, 595 (1988)), that we

“must carefully scrutinize the paynents to ensure that they are

not di sguised dividends.” Owensby & Kritikos, Inc. v.

Conmi ssi oner, 819 F.2d at 1324.

On the basis of Jack’s and Sledge’s testinony, as well as
petitioner’s failure to produce any rel evant corporate m nutes or

any ot her contenporaneous paper trail (see Wchita Term nal

El evator Co. v. Conmm ssioner, 6 T.C 1158, 1165 (1946), affd.

162 F.2d 513 (10th Gr. 1947)), we conclude that it is nore

i kely than not that petitioner did not intend in 1995 and did
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not intend in 1996 to conpensate Jack for his earlier services to
petitioner. W have so found.
Under these circunstances we need not, and we do not,
det erm ne whet her Jack was underconpensated for his earlier
services to petitioner.

(4) Nonsalary Benefits

Ding stated that petitioner’s failure to provide nonsal ary
benefits (other than health insurance) to its executives should
be taken into account in determ ning the maxi mum reasonabl e
conpensation for Jack. She regarded as particularly inportant
the lack of “a defined benefit plan or deferred conpensation
plan.” She relied on studies show ng that (1) “Conpanies
typically provide their executives with benefits representing
24. 4% of conpensation” and (2) “Sixty-one percent of retail and
whol esal e trade industries provide |long-termincentive prograns
for their top managers”.

In his rebuttal expert witness report, Hakal a responded as
fol |l ows:

Conpensation for Poor Benefits: This is an interesting

issue. It is difficult to quantify. BQHis not a |arge,

public conpany. Benefits are typically nore limted for

of ficers of manufactured hone deal erships. It is our

understanding that M. Brewer’s benefits were consi stent
with the benefits realized by his top sales personnel. The
data relied upon by Ms. Ding is not applicable for a conpany
of the size and type of BQH  However, sone el enents for
benefits m ght be considered appropriate in a narket

conpensation analysis but not in the independent investor
returns anal ysis.
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On opening brief, petitioner contends as foll ows:

Additionally, M. Brewer’s conpensation |acked the
typi cal benefits package. M. Brewer’s conpensation package
did not include, a retirenent plan, a SEP, a 401(k), a
Profit-sharing plan, a Defined benefits plan, a 205 plan, a
125 plan, sick |eave, or paid vacation. (Trial Trans. Vol.
1 page 38) These types of benefits were customary in the
i ndustry and represent a substantial anmount of noney. This
| ack of customary benefits package justifies a |arger
salary. (Trial Trans. Vol. 2 pages 193-196) Typically,
conpani es provide their executives with benefits
representing 24.4% of conpensation. (Exhibit 56-P page 7 and
Exhibit X therein) If M. Brewer would have had a typica
benefits package his cash conpensation could have been 24%
| ess and he still had the sanme total conpensati on.

On answering brief, respondent replies as foll ows:

Petitioner’s argunment that Jack Brewer’s conpensation
in 1995 and 1996 nmade up for the |ack of conpany provided
fringe benefits is unfounded. 1t was not necessary for Jack
Brewer to participate in a conpany sponsored profit sharing
pl an because, in fact, Jack Brewer determ ned and all ocated
substantially all conpany profits to hinmself on Decenber 31
of each year

We anal yze this matter as foll ows:

Firstly, if petitioner nmeans to say that courts apply the
reasonabl e conpensation test to only “cash conpensation”, then
petitioner is wong.

It has |long been settled | aw that--

The sum of all conpensation, deferred as well as direct,

must neet the requirenent of 8162 that it be reasonable in

anount. [Edwin's, Inc. v. United States, 501 F.2d 675, 679
(7th CGr. 1974).]

To the sane effect, see LaMastro v. Commi ssioner, 72 T.C. 377,

381-382 (1979); Bianchi v. Conmm ssioner, 66 T.C. 324, 329-330
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(1976), affd. w thout published opinion 553 F.2d 93 (2d G r
1977) .

Secondly, the question of what courts do in fact requires an
under standi ng of the effect of the limts of what is in the
record before us. For exanple, if we knew that (1) the
underlying data for the RVA ratios cane fromonly those nobile
home retailers who provided nonsal ary benefits to their
executives, (2) but this underlying data included only the cash
conpensation paid to the executives and not the value of (or
current cost to buy) the nonsalary benefits, and (3) the val ue of
(or current cost to buy) these benefits was, as Ding stated, 24.4
percent of total conpensation (i.e., cash conpensation plus
nonsal ary benefits), then we would adjust the cash conpensation
anount upward by about 32.3 percent to arrive at total equival ent
conpensation.'* However, the record before us does not include
any of the needed information as to the data underlying the RVA
ratios. Also, the 24.4 percent in Ding’ s analysis conmes froma
report of a 1992 study of 297 enployers. The record does not
give us any characteristics of the participating enployers that

woul d enabl e us to make a useful judgnment as to how that sanple

¥ 1f nonsalary benefits are 24.4 percent of total
conpensati on, then cash conpensation constitutes the renaining
75.6 percent of the total conpensation. Thus, total conpensation
IS
100 percent Of cash conmpensation, or |32.3 percent of cash
75.6 percent  conpensati on.
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related to the RVA sanples for 1995 and 1996. Petitioner’s brief
makes assunptions that are not stated in the brief and that
appear to be neither supported by nor contradicted by the record.
Respondent’s brief on this issue seens to be totally irrel evant
to a reasonabl e conpensation anal ysis, even though it may be
significant to an analysis of petitioner’s intent.

W are left with Hakal a’s observation that sone adjustnent
for nonsalary benefits “m ght be considered appropriate in a
mar ket conpensation anal ysis”. Because of Hakal a’s observation,
and in light of the lack of foundation for the use of 24.4
percent for nobile honme retailers of petitioner’s size, we
concl ude that we shoul d adjust upward by sone anount the

estimates derived fromthe RVA rati os. See Kennedy V.

Comm ssi oner, 671 F.2d 167, 175 (6th Cr. 1982), revg. 72 T.C

793 (1979). Doing the best we can with the record in the instant
case, we increase our 1995 reasonabl e conpensati on determ nati on

to $550, 000 and our 1996 reasonabl e conpensation determ nation to
$630, 000.

(5) I ndependent | nvestor Returns

In reaching his reasonabl e conpensation figures, Hakal a
“relied primarily our [on ?] investor return analysis as an
i ndi cation of the upper bound on executive conpensation such that
an arm s-length investor in the Conpany is able to realize a fair

return on equity.”
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a. Fair Market Val ue Anal ysis

In the first part of his analysis, Hakal a val ued petitioner
based on two “rules of thunmb”: (1) three tines “owners
di scretionary cash flow and (2) five tinmes earnings before
interest (the net of interest incone and interest expense) and
taxes (only Federal inconme taxes), or EBIT. Omers’

di scretionary cashflowis the sumof EBIT, Jack’s conpensation,
and Mary’ s conpensation. Hakala states that, because only the
owners’ discretionary cashfl ow neasure is cal cul ated before
deduction of officers’ conpensation, the difference in val ue
bet ween the two neasures provides an inplied anount of excess
conpensation. For 1995 and 1996, Hakal a cal cul ated inplied
excess conpensation of $356,942 and $412, 625, respectively. By
subtracting the anounts of inplied excess conpensation fromthe
anounts that petitioner paid to Jack, Hakal a determ ned an

i mpl i ed anpbunt of reasonabl e conmpensati on of $405, 244 for 1995
and $450, 934 for 1996.

In his expert witness reports, Hakala included tables
showi ng how his fair market value analysis would apply if
petitioner had paid to Jack only the anounts that Hakal a
concl uded woul d be reasonabl e conpensation. In his original

report, in which he concluded that nmaxi num reasonabl e
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conpensation to Jack woul d be $544,419 for 1995 and $448, 620
for 1996, Hakala' s fair market val ue anal ysis shows that, what
Hakal a referred to as the inplied anmount of reasonable
conpensati on woul d be only $418,290 for 1995, but woul d be
$461, 734 for 1996. In his rebuttal report, in which he concluded
t hat maxi mum reasonabl e conpensation to Jack woul d be $599, 117
for 1995 (see supra note 15) and $485,966 for 1996, Hakala's fair
mar ket anal ysis shows that, what Hakala refers to as the inplied
amount of reasonabl e conpensation still would be only $418, 290
for 1995, and $461, 734 for 1996.

Hakal a’ s anal ysis seens to not nmake any further use of the
i nplied anounts of reasonabl e conpensation that he thus
cal cul at ed.

As far as we can tell, Hakala uses the three tines owners’
di scretionary cashflow only in calculating “Operating return
[ operating i ncone] on FMW operating assets [which Hakal a
apparently equates to three tinmes owners’ discretionary
cashflow]” both in ternms of what the ratios actually were and
what the ratios would have been under the nmethod described infra

b. Estimate of Petitioner’'s Discount Rate.

As far as we can tell, Hakala uses the five tines EBIT only

in one table, which appears twice in Hakala s original report.

15 For these cal cul ati ons, Hakal a i gnored, wi thout
expl anation, the additional $5,000 discussed supra (2) Loan

Guaranty.
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In that table, Hakala uses interchangeably “5 tines EBIT” and
“FW of BQH [petitioner]”. Hakala does not appear to use the
five times EBIT anount to derive anything.

Hakal a has not expl ai ned, and we have not been able to
di scern, any role that Hakala's fair market val ue anal ysis played
in producing Hakal a’s bottom|ine reasonabl e conpensati on
conclusions. Under these circunstances, we do not pause to
consi der the appropriateness of Hakala s choices of the three and
five multipliers (why not 2% and 5% or sone other sets of
nunbers), of Hakala s choices of things to multiply (owners’
di scretionary cashflow and EBIT), of Hakala’ s choi ces of
equi valents (three tinmes owners’ discretionary cashflowis
equivalent to the fair market value of petitioner’s operating
assets; five tinmes EBIT is equivalent to the fair market val ue of
petitioner), and of Hakala' s nethod of deriving inplied
reasonabl e conpensation fromthese nmultiplier rules of thunb.

We have thought it appropriate to consider Hakala s fair
mar ket val ue anal ysis only because (1) Hakal a presented it at the
head of his independent investor returns analysis, and (2) it
hel ps us in evaluating the conplexities of the renaining portions

of Hakal a’ s i ndependent investor returns anal ysis.!® However, we

¥ |In Glbert and Sullivan’s “Patience”, the character
Bunt horne extols obscurity and conplexity as the route to
creation of an inpressive persona, as follows:

(continued. . .)



- 51 -
conclude that this fair market val ue analysis in Hakala s expert
W tness report does not |lead us to any answer in our quest for

t he maxi num anount of reasonabl e conpensation frompetitioner to

Jack.

b. Estimate of Petitioner’s D scount Rate

Hakal a’s next step in his investor returns analysis was to
estimate the discount rate, or “cost of capital”. As Hakal a uses

the term petitioner’s cost of capital is the rate of return that

an i nvestor would expect to realize froman investnent in a

18(, .. continued)
I f you're anxious for to shine in the high aesthetic line as
a man of culture rare,
You nust get up all the gerns of the transcendental terns,
and plant them everywhere.
You nust |lie upon the daisies and di scourse in novel
phrases of your conplicated state of m nd,
The neaning doesn’t matter if it’'s only idle chatter of a
transcendent al ki nd.
And every one w || say,
As you wal k your nystic way,
“I'f this young man expresses hinself in terns too deep
for ne,
Why, what a very singularly deep young nman this deep
young man nust be!”

“Patience”, The Conplete Plays of Gl bert and Sullivan, pp. 199-
200 (New York: Modern Library).

Under Fed. R Evid. 702, the justification for the expert
witness is that the expert witness “wll assist the trier of fact
to understand the evidence or to determne a fact in issue”. It
i's not enough that the expert can communi cate with ot her experts.
The expert should be enough of a teacher or explainer so that the
nonexpert trier of fact can understand the steps in the expert’s
anal ysis. The nonexpert trier of fact should not have to be a
detective, discovering clues in odd places in the expert’s
report, in order to understand how the expert proceeded from one
step to the next.
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conpany such as petitioner, taking into account the appropriate
ri sk and performance characteristics of petitioner.

From his pretax operating return on net operating assets
percent ages, Hakal a determ ned an adjusted average required rate
of return of 16.77 percent. In so doing, he assuned “inflation
plus real growh w Il average approximately 4.0% per annuni and
grossed up for taxes. Hakala then cal cul ated reasonabl e
conpensati on nunbers for Jack such that the average required rate
of return was 16.77 percent. The values of the variabl es
(operating profit and three tinmes owners’ discretionary cashfl ow)
t hat Hakal a used to conclude that the average required rate of
return equal ed 16.77 percent are pretax values. The 16.77
percent, however, contenplates that the values will be after-tax
val ues.

Hakal a chose to use the Capital Asset Pricing Mdel
(hereinafter sonetinmes referred to as CAPM to estimate
petitioner’s cost of capital. He states that CAPMis “A standard
met hod of estimating the cost of capital”.

Petitioner contends that CAPM “has no application to closely

hel d conpanies”, citing Furman v. Conmm ssioner, T.C Meno. 1998-

157. Neither Hakal a nor respondent seeks to rebut petitioner’s
Furman contention. Hakala did not tell us (1) whether there are

ot her standard nethods, (2) whether CAPM has advant ages over
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ot her standard net hods, nor (3) why Hakala chose to use CAPMin
this instance.

In Estate of Heck v. Comm ssioner, T.C Mno. 2002-34, we

comrented as foll ows:

1 1n recent cases, we have criticized the use of both
the capital asset pricing nodel (CAPM and WACC as
anal ytical tools in valuing the stock of closely held
corporations. See Furman v. Comm ssioner, T.C Meno. 1998-
157. See also Estate of Maggos v. Comm ssioner, T.C Meno.
2000- 129, and Estate of Hendrickson v. Conm ssioner, T.C
Meno. 1999-278, which reaffirmthat view, citing Furman, and
Estate of Klauss v. Comm ssioner, T.C Meno. 2000-191, where
we rejected an expert valuation utilizing CAPMin favor of
one utilizing the buildup nethod. |In other recent cases,
however, we have adopted expert reports which val ued cl osely
hel d corporations utilizing CAPMto derive an appropriate
cost of equity capital. See BTR Dunlop Holdings, Inc. v.
Commi ssioner, T.C Menp. 1999-377; G oss v. Conm ssioner,
T.C. Meno. 1999-254, affd. 272 F.3d 333 (6th Gr. 2001).

Because the parties have not devel oped this dispute and we
conclude infra that Hakala s application of CAPMto petitioner in
the instant case has significant flaws, we do not determne in
the instant case the conceptual suitability of applying CAPMto
the valuation of closely held conpanies such as petitioner.

The first step in CAPMinvol ves cal cul ating the cost of
equity capital, which Hakal a defined as “the expected (or
required) rate of return on the firms comon stock” that an
i nvestor would “expect to realize froman investnent in a conpany
with the risk and performance characteristics” of petitioner.

Hakal a estimated the cost of equity capital to be 15.06 percent
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in 1995 and 15.75 percent in 1996.1 Hakala then estinmated the
cost of debt, which he based on “the prevailing prine |ending
rate plus 1.0%” For 1995 and 1996, the costs of debt were 9.50
percent and 9. 25 percent, respectively.

Next, Hakal a applied the values determ ned in the precedi ng
two steps to calculating the wei ghted average cost of capital,
sonetinmes hereinafter referred to as WACC. Hakal a determ ned
that the WACC was 14. 16 percent for 1995 and 14.76 percent for
1996.

In his expert witness report, Hakal a described this process
as “using weights reflecting the relative inportance of debt and
equity in the typical firms capital structure.” He nultiplied
the cost of equity capital by a fraction derived fromthe

relative portion of total capital that consisted of equity; he

17 Hakal a’s report shows the arithnmetic as foll ows:

1995: “15.06% = 5.96% plus (7.40%tinmes 1.09) plus 1.00%
1996: “15.75% = 6.65% plus (7.40%tinmes 1.09) plus 1.00%

Sl edge’ s suppl enental report adds the sanme conponents for
1995 as foll ows:

Long-Term Ri sk Less [sic] Rate 5. 96
+ Market Risk x Beta 7.4 x 1.09 = 8. 07
+ Non-systematic risk 1.00
= Required return on equity 15. 06 rounded

Sl edge then uses the 15.06 percent in his cal cul ations.

Wen we performthe indicated arithnetic, we get 15.026,
rounded to 15.03 percent for 1995, and 15.716, rounded to 15.72
percent for 1996.
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multiplied the cost of debt capital by a fraction derived from
the ratio of debt to equity (instead of the ratio of debt to
total capital); and he added the two products together to produce
hi s WACC anounts.

Sledge, in his rebuttal report, points out (correctly) that
Hakal a’s debt multiplier should have been the ratio of debt to
total capital; that the sumof the debt multiplier and the equity
mul tiplier should be 1.000, while Hakala s sumwas 1.0123; and
that this error by Hakala resulted in Hakala s overstating the
WACC and thereby understating the anount of reasonable
conpensation. (Sledge also has errors, discussed infra.)

Hakal a has chosen to use 11.70 percent as the basic debt-
equity ratio. Fromthis, he derives the equity multiplier of
0.8953 (this is one, divided by 1.117). It follows that the debt
mul tiplier should be 1.0 m nus 0.8953, or 0.1047, and not the
0. 117 that Hakala used. |If we correct this error and the above-
noted error of 15.06 percent rather than 15.03 percent for the
cost of equity capital, then Hakal a's CAPM approach should yield
a 1995 WACC of 14.08, instead of Hakala's 14.16. Sim/lar
corrections would apply to the 1996 WACC. Because a | ower WACC
| eads to hi gher reasonabl e conpensati on under Hakal a’ s approach,

t hese corrections in Hakala' s nunbers would result in an increase

in the reasonabl e conpensati on nunbers that Hakal a reconmends.
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Hakal a testified that correcting the WACC “caused the
nunbers in both years to go up” and stated in his rebuttal report
that “The cal cul ation of the weights for debt and equity in the
BVS report [Hakal a' s expert witness report] was inconsistent with
the assuned weights in the original Exhibit IV-2."

However, we are unable to determ ne exactly what corrections
Hakal a made in his WACC cal cul ations that |led to the substanti al
increases in his recomendati ons as to reasonabl e conpensati on.
As a result, we do not know whet her Hakal a has al ready corrected
for the above-noted errors.

In Sledge’s rebuttal report, he pointed out that the
conbi ned debt and equity nmultipliers that Hakala used to
determ ne the cost of debt and the cost of equity exceeded 1.0.
He then proposed debt and equity nultipliers that total 1.0, and
he denonstrated the effect of the change by cal cul ating the WACC
for 1995, which he determ ned was 13.66 percent. Sl edge
presented this as foll ows:

3. This is the weighed [sic] average cost of capital, WACC
and is cal cul ated as shown bel ow.

Cost of debt 9.50 x (1 -.38) = 5.89
This is the cost of
debt after taxes
Wei ghed [sic] cost of debt 5.89 x .1170 = 0.69
+ Weighed [sic] cost of equity 15.06 x (1/1 +.1170) =

or, 15.06 x . 8953 = 13.48

= WACC 14. 16 rounded
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DR HAKALA HAS MADE AN ERROR I N THE CALCULATI ONS OF WACC

Refer to Exhibit Rebut-19.1 [an attachnment in Sl edge’s
rebuttal report] and you will see the correct fornmula for
WACC. While Dr. Hakala has correctly witten the fornmula on
his p. 20, he does not conpute it correctly.

CORRECT CALCULATI ONS FOR WACC.
Cost of debt 9.50 x (1 - .38) =5.89

This is the cost of
debt after taxes

Wei ghed [sic] cost of debt 5.89 x .0928 = 0.55
+ Weighed [sic] cost of equity 15.06 x .9072 = 13.66
= WACC 13. 66

As this excerpt shows, Sledge failed to add together the
wei ght ed cost of debt and the weighted cost of equity in his
calculation. The corrected WACC, according to the val ues Sl edge
proposed, is 14.21 percent for 1995 and 14.82 percent for 1996,
anounts greater than what Hakal a had determ ned. Thus, while
Sl edge correctly noted one of Hakala s mathematical errors,

Sl edge’ s proposed solution leads to (or would have led to, if
Sl edge had carried the analysis out) reasonabl e conpensation
conclusions that are | ess than Hakal a’s concl usi ons.

As we noted supra, Hakala used 11.70 percent as the debt-
equity ratio in calculating the relative weights to be given to
debt capital and equity capital. He did not give us any source
for his statenent that this is “the relative inportance of debt

and equity in the typical firms capital structure.” (Enphasis
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added.) However, elsewhere in his report he indicated that 11.70
percent is the average debt-equity ratio of four nanmed firns.

These four firms had debt-equity ratios ranging fromO.8
percent to 33.6 as of June 30, 1996. W are not given any
information that would | ead us to conclude that the average of
four firnms’ wi dely disparate capital structures happens to be
precisely equal to “the typical firms” capital structure.

Al four firnms are publicly traded, while petitioner is not.
We do not find any information suggesting that this nakes a
di fference or does not make a difference in what a reasonable
i ndependent investor would do wwth a firmlike petitioner.

Hakal a told us that “each of the four firnms is a |large
manufacturer of * * * [nobile] homes with a large retai
organi zation.” Petitioner is entirely a retailer.

Hakal a told us that the four firns had sales of $208 million
to $862 mllion a year for 1995 and 1996, while petitioner’s
sales were only $9-10 mllion.

Hakal a described the four firms as “billion dollar
conpani es”, while he regarded petitioner as worth only a few
mllion dollars.

Hakal a did not present to us any explanation (rmuch | ess
evi dence supporting any expl anation) as to whether or not
adj ustments should be nmade to this particular four-firm average

debt-equity ratio to arrive at a typical debt-equity ratio that
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woul d be neaningful with regard to firnms that are simlar to
petitioner. Because (1) Hakal a’s CAPM anal ysis nmakes reasonabl e
conpensation vary directly with the debt-equity ratio,!® and (2)
Hakal a contends that his CAPM anal ysis enables himto determ ne
Jack’ s maxi mum r easonabl e conpensation to the dollar, it becones
inportant for us to have confidence in the correctness of
Hakal a’ s determ nation of 11.70 percent as the debt-equity ratio
to use.

Because of the above-noted om ssions, we have no idea what
debt-equity ratio is appropriate to use in a CAPM analysis. This
makes us reluctant to rely on a CAPM anal ysis based on the record
in the instant case, whether or not CAPM anal yses are vi ewed as
conceptual |y appropriate for firns such as petitioner.

Finally, we note that, in his expert wtness report,

Hakal a’s arithnmetic was inconsistent with his narrative
description of the process of noving fromWACC to pretax
operating return on net operating assets. The arithnetic was
consi stent wth an assuned conbi ned State and Federal tax rate of
about 41 percent, while the narrative states that Hakal a used 38

percent. In his rebuttal report, Sledge pointed out the error

8 Under Hakal a’s approach, the cost of debt capital is
substantially less than the cost of equity capital. Thus, a
greater debt-equity ratio leads to a | esser weighted average cost
of capital (WACC). This neans that under the CAPM the greater
the debt-equity ratio, the less the net profit that an
i ndependent investor would require, and so the independent
investor could afford to pay nore conpensation
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and stated that “Correction of this error in math will raise the
al | owabl e conpensation to Jack Brewer by about $94,000.” 1In his
rebuttal report, Hakal a appears to have corrected this error?®

and has increased his recomended reasonabl e conpensati on anmounts
by a total of $92,044 for 1995 and 1996.

We note that Hakala did not nake any change to his original
WACC anounts, in correcting his expert witness report, and that
his “bottom|ine” determ nations changed by al nost the sane
anount that Sl edge stated would be the case if Hakala were to
make the corrections. Yet, when asked about this matter at
trial, Hakala testified that his error was in the weighting of
the two conponents of WACC, and not in the assuned tax rate.

We have descri bed supra sone mat hematical errors that Hakal a
made in his WACC cal cul ations. Hakala did not correct these
errors. It appears that if these were corrected, then Hakala's
“bottom|ine” nunbers would be greater, but we cannot tell by
what anounts.

C. Det erm nati on of Conpensati on Fornul a

After Hakala determ ned a net required rate of return of
16. 77 percent, he “conducted an analysis to determne a

conpensation fornula to arrive at a reasonable range for

19 W say “appears to”, because Hakala’'s final nunbers are
not precisely the sanme as Sl edge’ s nunbers. W suspect that the
di fferences are due to rounding at earlier stages of the
conput ation, but we cannot be sure, because Hakal a does not
present a clear explanation of what he did.
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of ficer’'s conpensation such that an arm s-length investor could
realize market rates of return on invested capital in * * *
[petitioner]”.?20

Hakal a cal cul ated the “theoretically appropriate officers’
conpensation” by starting with a base salary of $207,000. He
determ ned this anmount by nmultiplying by 1.5 the nedi an base
salary shown in a survey for 1994 by Panel Publications of Aspen
Publ i shing, hereinafter sonetines referred to as Panel / Aspen.
Hakal a did not explain why he multiplied the 1994 nmedi an base
salary by 1.5, or why he used 1994 as a base year when he
provi ded the data for 1995 and 1996--but not for 1994--in his
report. Also, the data Hakal a used was fromboth (1) the
fabricated nmetal and wood products industry group and (2) the
busi ness services industry group. W are unclear as to how t hese
i ndustry groups are simlar to petitioner. Hakala admtted that
the conparability is somewhat |imted and “not a very good fit”.

Neverthel ess, he clained that the data “provided information”.?#

20 This 16.77 percent (18.18 percent in Hakala's first
expert witness report) is determ ned as an average of the
information for 1995 and for 1996. Hakal a has not expl ai ned how
there could be a plausible scenario in which an “arm s-1length
investor” would take into account 1996 information, including
1996 interest rates, in agreeing to conpensation paynents in
1995.

2l Hakala's justification at trial for use of the
Panel / Aspen data fromthe “Fabricated Metal and Wod Products
| ndustry G oup” and the “Business Services Industry Goup” to
determ ne a base salary for Jack was as foll ows:
(continued. . .)
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[Q by Calkins, on direct] Now, Dr. Hakala, we're
going to Exhibit 57-P, which is Ms. Ding’'s rebuttal to your
report.

A Ckay

Q M. Ding assigns a nunber of errors in her report,
and we’' || briefly go through each of these errors.

At page 2, error nunber one, she addresses the use
of the Penell [Panel/Aspen] Publishing Survey, criticizing
the data and the size of the conpany.

Coul d you comment on that?

A There's sone validity to the [imtations on the use
of the Penell, since | used fabricated netal wood products
and busi ness servi ces.

| did pick the right types of industries, but the
survey is too broad to probably be as applicable as | would
like.

It's informative, but it’s certainly not
determ native of nmy ultimate opinion in the case.

Q So, when she says this data is not valid--

A It's valid. It’s used all the tine in the rea
world to sort of condition what you'd make in a small
cl osel y-hel d conpany, but the issue is that you have to sort
of condition the data for what industry and sector you're
in, and that elenent of her criticisml think has sone
validity, a lot of validity.

* * * * * * *

Q [By Mayo, on cross] GCkay. The first thing you did
was you went to a survey called Pennell [Panel] Aspen
Publ i shi ng Survey.

A Yes.

Q And that was a survey of conpensation of CEO s.

(continued. . .)
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A Yes.

Q And the first industry you | ooked at was wood
products manufacturing?

A Fabricated netal and wood products.

Q Yeah, fabricated netal, that’s not really very
closely related to M. Brewer’s business, though, is it?

A It’s not a very good fit. It -- he's selling
products that m ght --

Q Small, low tech conponents, you know, pegs and
brackets and that kind of stuff.

A Not always. Exacto Spring fell in there, but
anyway.

Q How about Busi ness Services? Wat was Busi ness
Servi ces?

A It's so broad. It’s also not a very good fit.
thi nk sone are -- yeah, on page 13, | say thus, the
conparability is sonewhat |imted.

Q Yeah, but that was what you used.

A It provided information.

Q I want to point out to the Court that there are sone
weaknesses in this anal ysis.

A | agree.
Q You agree that there are sone weaknesses?

A Agree, and it provides sone information, but the
analysis is limted.

Q Right, and there are sone weak -- because it’s wood
products and busi ness services, neither one are kind of
directly related to M. Brewer?

(continued. . .)
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To determ ne the base salary for 1995 and 1996, Hakal a
i ncreased the 1994 theoretical base salary of $207,000 by 4
percent per year. Thus, the base salary for 1995 and 1996 woul d
have been $215, 280 (207,000 x 1.04) and $223,891 (215, 280 x
1.04), respectively. Hakala then determ ned the bonus anmounts
based on a percentage of the operating incone before officers’
conpensation. In his expert wtness report, Hakal a explains as
fol | ows:
The bonus percentage is sol ved based on the projected 4% per
annumrate of growth, the expected operating expenses before
of ficers’ conpensation in each future year and a required
average net operating return on operating assets of 18.18%
Based on our analysis we cal culate that the reasonable
conpensation for M. Brewer to achieve a 18.18% i nvestor
return is $544,419 in 1995 and $448,620 in 1996. This
corresponds to a bonus of $329,568 in 1995, which would be
65. 8% of theoretical operating income, and a bonus of
$225,022 in 1996, which would be 31.9% of theoreti cal
operating incone.
In his rebuttal report, Hakala noted that his revised
adj usted average required operating return on net operating
assets (16.77 percent, rather than 18.18 percent) resulted in his
i ncreasi ng the recomended conpensation | evel for each year, as
descri bed supra. However, he attributed this change entirely to
recal cul ation of the weights for debt and equity.

Hakal a’ s di scussion of the Panel/Aspen data descri bed supra

does not seemto affect his conclusions at all, except as to how

21(...continued)
A. Correct.
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much of Jack’s maxi mum r easonabl e conpensati on shoul d be | abel ed
base pay and how nmuch shoul d be | abel ed bonus. He apparently
regarded this as so inconsequential that, in his rebuttal report,
he did not bother to correct the bonus conponents when he revised
the total conpensation anmounts. W cannot tell what function
Hakal a’ s di scussi on of base pay serves in Hakala s reaching, or
expl aining, his bottomline concl usions.

Hakal a’ s di scussi ons of other conparisons, although
eventual |y di scarded, serve the appropriate function of
denonstrating that those conparisons would have resulted in | ower
perm ssi bl e amobunts of reasonabl e conpensation; they thereby nmake
t he CAPM approach appear to be nore generous to petitioner than
woul d be the case if the other nethods had not been presented.

When “push canme to shove”, Hakal a s concl usions rested
entirely on CAPM and respondent followed Hakala s conclusions to
t he doll ar.

(6) Concl usion

Hakal a has not presented us with a description of how his
vari ous analyses fit together to lead to the final nunbers he
reaches. He has not specified what points in his anal yses are
bei ng corrected and how these corrections result in the changed
nunbers between his original expert witness report and his

rebuttal report. As to the many different variables in CAPM
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Hakal a has not indicated why we should accept his choices in
val ues rather than other choices, such as Sl edge’s.

Sl edge, however, has not shown us how t he changes in val ues
result in his conclusions. Rather, he sinply concludes that
changi ng one of the variables to a value that is nore favorable
to petitioner results in a specified amount of greater maximm
conpensation. Wthout a thorough explanation or denonstration of
why his changes result in the nunbers that he reaches, we do not
accept Sledge’'s conclusions. Further, we cannot tell fromthe
information included in the expert reports whether a variation in
any particular value is likely to cause a great or only slight
change in the bottomline, and often it is not apparent whether a
change is likely to increase the maxi nrum anmount of reasonable
conpensati on or decrease the maxi nrum anount of reasonable
conpensati on.

In fact, Sledge conceded that it would be highly inprobable
for all of his suggested revisions to Hakala’s CAPM nunbers to be
operabl e together. Adoption of sone of his suggested revisions
very likely would require that sone other suggested revisions
woul d have to be rejected, or mght have to be revised in such a
way as to result in the latter revisions undoing the effect of
the former revisions.

We al so note the paradox in Hakal a's approach that the nore

successful Jack was in building up petitioner, the less the
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anount Hakal a woul d say woul d be reasonabl e conpensation. W
find it difficult to justify an analysis that |leads to such a
counterintuitive result.

Under these circunstances, we conclude that (1) Hakala's
application of CAPMon the record herein presents too nmany
difficulties to justify using CAPMin the cal cul ati on of
reasonabl e conpensation for Jack, and (2) neither Hakala nor
Sl edge has expl ai ned CAPM sufficiently for us to be able to
determ ne what would be the bottomline effect of even correcting
the arithmetic errors we have descri bed, except that we perceive
it is nore likely than not that those corrections would produce
reasonabl e conpensati on nunbers sonewhat greater than those that
Hakal a recommended.

However, it appears fromrespondent’s reactions on brief
that respondent is willing to accept Hakal a’s reconmendati ons
even when the anounts exceed what had been determ ned in the
noti ce of deficiency. Accordingly, we conclude: (1) Based on
t he foregoi ng anal ysis of Hakal a’s i ndependent investor approach
and the correction of Hakala's arithmetic errors (plus the
al l owance for Jack’s | oan guaranty), 1995 reasonabl e conpensati on
for Jack’s services is $610,000; and (2) based on the foregoing
anal ysis of the RVA data (plus an anount for nonsal ary benefits),

1996 reasonabl e conpensation for Jack’s services is $630, 000.



2. Intent

Because of the conparatively subjective nature of the
determ nation of a taxpayer’s intent in making a paynent to a
shar ehol der - enpl oyee, courts have generally concentrated on the
reasonabl eness prong rather than the intent prong in section

162(a)(2) cases. See, e.g., Elliotts Inc. v. Conm ssioner, 716

F.2d 1241, 1243 (9th Cr. 1983), revg. T.C. Meno. 1980-282.
However, it is clear that if a payment was not intended to be
conpensation for personal services, then it will not be
deducti bl e under section 162(a)(2) even if the paynent did not

exceed reasonabl e conpensation. See King’s Court ©Mbile Honme

Park v. Conm ssioner, 98 T.C at 514-515; Paul a Constructi on Co.

v. Conm ssioner, 58 T.C. at 1057, 1059-1060.

Havi ng made determ nations as to the maxi num anounts of
petitioner’s paynents to Jack that woul d be reasonabl e
conpensation for Jack’s services, we now proceed to the second
prong- - whet her any portions of those reasonable anounts are
nevert hel ess not deductible by petitioner because they were not
i ntended as conpensati on.

Respondent contends “that part of the paynments [to Jack]
deducted by petitioner are disguised dividends.” |In support of
this contention, respondent directs our attention to the
followng: (1) Jack’s testinony that if petitioner had a good

year, then Jack had a good year, (2) the yearend ad hoc
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determ nation of Jack’s bonuses and absence of any conpensation
plan for Jack are indicia of an intent to distribute earnings
rat her than pay conpensation for services, and (3) the incentive
to avoid one of the two |ayers of incone taxation of dividends.

Petitioner contends that the issue is not properly before
the Court in the instant case (see supra note 4), and devotes its
efforts to the reasonabl e conpensati on prong.

We agree with respondent that (1) the issue is properly
before us and (2) the evidence to which respondent draws our
attention points toward an intent to distribute earnings.

However, in the instant case this agreement with
respondent’s position does not result in any disallowance of
ot herw se reasonabl e conpensati on.

In each year before us, substantially all of petitioner’s
paynments to Jack were nade by way of a bonus at the end of the
year. There is no testinony or other evidence that indicates
that the participants in the discussions--Jack and Sl edge--had
one intention with regard to a portion of each bonus and a
different intention with regard to the remaining portion of each
bonus. Thus, one m ght contend that a contam nating intention
should result in disallowance of deductions for the entirety of
each bonus, or alternatively that the contam nati on was not great
enough to require disallowance of deductions for any part of each

bonus.
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Yet, fromthe notice of deficiency onward respondent clearly
has not taken the all-or-nothing approach. Rather, even though
respondent seens to regard the intent prong as nore inportant
than the reasonabl e ambunt prong, at each stage respondent has
applied the intent argunent only to so nuch of petitioner’s
paynents to Jack as exceeds reasonabl e conpensati on. %2

On the basis of the record in the instant case, consistent
with the foregoing, we conclude that part of the anounts
petitioner paid to Jack in each of the years in issue was not
i ntended as conpensation. The part that was not intended as
conpensation in each year is the anount by which the paynents
exceeded the anounts that we have held to be reasonabl e

conpensation. See supra table 4.

22 For exanple, in the opening statenent at trial,
respondent’s counsel described respondent’s position as foll ows:

It is Respondent’s position that in spite of M.
Brewer’s contributions to Petitioner during the years at
i ssue, the paynents to himover and above what Respondent
has allowed in the trial nmenorandum shoul d be di sall owed as
di sgui sed di vi dends.

The trial nmenmorandumreference is as foll ows:

Respondent’ s expert w tness opinion (as nodified by
revised Exhibit V-3 in the rebuttal report) provides for
reasonabl e conpensation for services rendered to petitioner
by M. Brewer of $599,117.00 for 1995 and $485, 966 for 1996.
Further, the report allows additional conpensation of
$5, 000.00 to M. Brewer for providing his personal guarantee
to secure a short-termworking capital line of credit in
1995. It is respondent’s position that the stated anmounts
represent the reasonabl e conpensation to M. Brewer and wl |l
be sustained by the Court as such.
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Thus, we hold, for petitioner, that all of the anmounts
petitioner paid to Jack that woul d not exceed reasonabl e
conpensation for Jack’s services were in fact paid as
conpensation for Jack’s services.

To take account of the foregoing,

Deci sion will be entered

under Rul e 155.




