. SHALOR, INC. )

T

T

BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF TEE STATE OF CALI FORNIA

In the Matter of the Appeal of'; No. 82R-95-aJ

For Appellant:  James P. Shaw

For Respondent :  Michael R Kel Iy
Counsel

OPI1 NI ON

Thi s agyeal IS made pursuant to section 26075,
subdi vision (a), of the Revenue and Taxation Code

fromthe action of the Franchise Ta ?oard ln den¥inﬂ tﬂe
claimof Shalor, Inc., for refund of franchise tax in the

?ﬁgugtoof $4,740 for the incone year ended March 31,

1/ unless otnerwi se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the income year in issue.
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Appeal of Shalor, Inc.

The issue presented by this appeal is whether
respondent properly disallowed the deduction of the
conpensation paid to appellant's enpl oyee-sharehol ders
during appellant's income year ended March 31, 1980.

Appel lant, a California corporation, owned and
operated a 15-room hotel from April 1978 until Novenber'
1979, at which tinme the hotel was sold. James Shaw and
Jeffrey Taylor each owned 50 percent of the corporation's
stock and were al so enpl oyees of the corporation. They
lived on the prenises and operated the hotel. Apparently,
they had operated the hotel as a partnership for one year
prior to transferring it to the corporation.

- During the entire 19 nonths apPeIIant owned the
hotel, it provided each enpl oyee-sharehol der with an
automobi l e, food, and |odging.” These benefits were worth
approxi mately $500 per month. During incone year 1979,
aﬁpellant's first year operating the hotel, the employee-
sharehol ders were paid only a nomnal amount in addition
to those benefits. Appellant explains that this was
because the hotel was only in its second year of opera-

. tion and' the shareholders were still making. capital

i nprovenments. During the incone year ended March 31,
1980, each enpl oyee-sharehol der received $25,660 in addi-
tion to the benefits.

On its franchise tax return for the incone year
ended March 31, 1980, appellant claimed a deduction for
the cost of the autonobiles, food, and |odging provided
to its enpl oyee-sharehol ders, but did not claima deduc-
tion for any cash payments made to them Later, appel -
lant filed an anended return on which it clainmed a deduc-
tion of $51,320 for conpensation Faid\to its employee-
sharehol ders.  Respondent's refusal “to all ow any portien
of the clained deduction led to this appeal. *

Section 24343 provides, in pertinent part:

A) There shall be allowed as a deduction
all the ordinary and necessary expenses paid or
incurred during the income year in carrying on
any trade or business, including --

(1) A reasonable allowance for salaries
or other conpensation for personal service's
actually rendered; .

This section is identical to section 162 of the Internal
Revenue Code. Therefore, federal case law is highly
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persuasive as-to the correct interpretation_of the
California statute. (Holnes v. _McColgan, 17 Cal.2d 426,
430 [110 P.2d 428], cert. den., 314 U.g 636 [86 L.Ed.

510] (1941[); Ri hn v. Franchise Tax Board, 131 cal.App.2d
356, 360 [280 P.2d 8937] (1955).)

In order to be deductible under the statute,
payments nust be both reasonable in amunt and conpensa-
tory in character. (Eduardo Catalano, Inc., Pension
Trust, et al. v. Conmssioner, ¢ /9,183 I.CM (P-H
(1979).) The question of what is reasonabl e conpensation
I's a factual one, depending upon all the facts and cir-
cunst ances ofthe particular_case. (Charles Schneider &
Co., Inc. v. Conmissioner, 500 r.2d 148, 151 (8th Cr.

IQ?ZZ; Steel Constructors, Inc. v. Comm ssioner, q 78,489
T.C. “(P-H) (1978).)

Respondent concedes that it should have all owed
appel lant to deduct a portion of the conpensation paid to
its enployee-sharehol ders, but contends that the amount
paid to each, $25,6660, was an unreasonabl e anmount for the

® seven nonths the enpl oyee-sharehol ders worked during the
1980 income year. Appellant contends that.the anount was
reasonable in light of the fact that the employee-
shar ehol ders received.virtually no cash conpensation
during the 1979 income year.

_ _Payments made to an enployee in one year for
services in prior years may be deducted in the later year
I f the services were actua Ig rendered and the conpensa-
tion woul d have been reasonable for the prior years.
(Lucas v. _Ox Fibre Brush Co., 281 U S. 115, 119 [74 L.Ed.
7337 (1930); R_J. Nicoll Co. v. Comm ssioner, 59T.C,

37, 50 (1972).) TT 1s undrsputed that although appel-
lant's enpl oyee-sharehol ders rendered services during the
entire 1979 income year, they received only nom nal cash
conpensation. Wth that fact in mnd, we conclude that
the payments made in incone year 1980 were intended as
conpensation for the entire 19 nonths appel | ant operated
the hotel. Therefore, the question remaining i s whether
the $25,660 or $1,367 per nonth each enpl oyee-sharehol der
received was unreasonable in anount.

_ The enpl oyee-sharehol ders perforned all the
duties associated with operating a small hotel, including
mai d service, laundry, maintenance, front desk and sw tch-

. board operation, bookkeeping, purchasing, and pronotion.
Wil e operating the hotel, "the enpl oyee-sharehol ders
spent alnost all their tine on the premses. A nnnthlg
sal ary of $1,367 plus benefits worth approxi mately $50
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does not seem unreasonabl e as conpensation for such
enpl oyment .

Respondent enphasizes that the paynents were
not made veriodically and that fe€latively large payments
were made&after the sale of the hotel. Bowever., respon-
dent has cited noauthority indicating that these factors

woul d preclude treatment of the paynents as deductible
conpensation

Since we have found that the paynents consti -

tuted reasonabl e conpensation for services actually"
rendered, we conclude that respondent erred |p.drsarlpm+
ing the clained deduction. Theretfore, Its action nust be

reversed.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED,
oursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the claimof Shalor, Inc., for refund of
franchrse tax in the anount of $4,740 for the incone year
ended N?rch 31, 1980, be and the sane is hereby
reversed.

Done at Sacranmento, California, this 4th day
of March - 1986, by the State Board of Equalization

w th Board Menbers M. Nevins, M. OO”IS, M. Dfonenburg
and M. Harvey present.

Ri chard Nevins , Chai rman
Conwdy ‘H.  Collis . Menber
Ernest J. Dronenburs, Jr. , Menber
Wl ter Harvey* , Menber
Menber

~

*For Kenneth Cory, pTr Government Code section 7.9

!
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