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OPI| NI ON

This appeal is made pursuant to section 25666 of
the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of US. Pottery Mg.,
Inc., against proposed assessments of additional franchise
tax in the amounts of $24,012, $21,148, and $14,697, for
the income years ended August 31, 1975, August 31, 1976,
and August 31, 1977, respectively.
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Appeal of U.S. Pottery Mg., lnc.

The question presented by this appeal is whether
respondent properly disallowed thé deduction of a portion
-of the conpensation paid to appellant's shareholder-
officers during appellant's income years ended in 1975,
1976, and 1977,

. pellant is a California corForation, I ncor por -
ated in 1953, which manufactures and sells pottery

roducts. For several years before its incorporation, the
usi ness was operated as a Fartnershlp. The five partners
became the corporation's on Xlshareholders and they all
apparently held executive offices in the conpany. In the
early years of operation, the partners (later the

shar ehol ders) worked |ong hours with little or no
conpensation, doing all the work thenselves. \Wen they
could finally afford to hire additional workers, they took.
smal | salaries fromthe noney that was left after paying
their enployees. By 1968, the stareholder-officers Were
apparenty draw ng regular salaries.

By ‘1971, Frank and Ada Bernat, husband and wife,
were the only remaining shareholders,.the ot hers having
died or left the business because of ill health, Frank
then becane appellant's president. Although Ada had not
been dlrectI¥ I nvol ved in the business before this tinme,
she becane the vice-president and secretary-treasurer
Since 1971, Frank and ada have perfornmed virtually all
executive functions for the conpany.

Frank and appellant entered into an enpl oyment
contract, beginning in 1'974, which stated that he woul d
receive a salary of $260,000 a year, Wth his full salar
to be continued for the remaining termof the contract i
he became disabled. In addition, the contract provided
Frank with the use of an autonobile, reinbursement of his
famly's medical and dental expenses, a $300,000 l|ife
I nsurance policy, and $7,500 each year for entertainment
expenses.  Frank was required by the contract to reinburse
to aFFellant any portion of his conpensation which was
di sal owed as an income tax deduction for appellant. In
3ﬁ|te of the contract terms, Frank did not begin receiving
t he agreed-upon sal ary anount until Januarg 1975, when his
salary was raised from st,000 per week'to $5,000 per week.
There is no indication in the record that Ada had an

enmpl oynent contract wth the conpany.

pel | ant apParentIg paid no dividends until
1975, when dividends of $4,000 were paid, Dividends of
$10, 000 were paid each year in 1976 and 1977. Qt her
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Appeal of U S. Pottery-,_ Inc.

pertinent financial information for the inconme vears ended
August 3 1, 1971 through August 31, 1977, is as follows:

Conpensati on
G oss G oss Net Tot al
Sal es Income | ncone Frank's Ada's Oficers'

Not Not
1971 $ 582, 000 Avai |l abl e Available $ 32,550 $24,500 $ 57,050

1972 742,000 " 47, 750 24, 850 72,600
1973 1,100,000 " " 67, 750 31, 400 99, 150
1974 1,538,000 $§ 951,043 $187,137 100,000 62,000 162, 000
1975 2,021,000 1,287,151 23,503 245; 000 200,000 445,000
1976 2,119,000 1,246,130 2,345 275,000 156, 000 431, 000
1977 1,808,000 1,147,918 (4,856) 275,000 111,000 386,000

During the income years ended August 31, 1975
and August 31, 1976, part of the conpensation paid to Frank
and Ada consisted of bonuses. The bonuses were paid in
varying anounts at irregular intervals, with Ada receiving
total bonuses of $82,000 in fiscal 1975 and $10,000 in
fiscal 1976 and Frank receiving total bonuses of $62,000
in fiscal 1975 and $25,000 in fiscal 1976.

Upon audit, respondent disallowed part of
appel l ant's cl ai med deductions for officers' conpensation.
For the income years ended in 1975, 1976, and 1977,
deductions for reasonable officers' conpensation were
allowed in the amounts of $178,200, $196,020, and $215, 622,
respectively. The anounts al |l owed were conputed by adding
a 10 percent increase for each year to the conpensation
paid in 1974. The 1974 income year was chosen as a base
peri od because the Internal Revenue Service had audited
appellant's return for that year and ‘had not nade an
adj ustment for unreasonabl e conpensation. The disall owed
anounts were treated as nondeducti bl e dividends.

_ Section 24343 of the Revenue and Taxation Code
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

ot her conpensation for personal services actually
rendered: . :
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&peal of U.S. Pottery Mfg., Inc.

This section is identical to section 162 of the |nternal
Revenue Code. Therefore, federal case law is highly

' persuasive as to the correct interpretation of the -
Cal i forni a statute. (Hol mes v. McColgan, 17 Cal.2d 426,
430 [110 P.2d 428] (1947); Rihn V. Franchise Tax Board, 131
Cal.App.2d 356, 360 [280 P.2d 893] (1955))

In order to be deductible under the statute,
paynments nmade nust be both reasonable in anount and
conpensatory in character. ( Eduar do- Cat al ano; | nc.,

Pension Trust, et al., ¢4 79,183 P-H MEnD. T.C. (1979).)

The question ot what IS reasonable conpensation is a
factual one, depending upon all the facts and circusntances
of the particular case. (Charles Schneider & Co., Inc. v.
Conmi ssi oner, 500 F.2d4 148, 151 (8th Cr. 1974); St eel
Constructors; Inc., ¥ 78,489 P-H Meno. T.C. (1978).) The
burden of proving the reasonabl eness of the conpensation is
on the taxpayer. (Botany Worsted MIls v. United States,
278 U.S. 282, 289-290 [73 L Ed. 3791 (1929),) Wwhere the
recipients of the conpensati on were-the sole shareholders
and executive officers of the appellant, the facts and

ci rcunstances of a case nust be closely scrutinized to
ensure that the paynents were not distributions of
corporate profits. (Ben Perlnutter, 44 T.C 382, 431
(1965); Niagara Falls Coach Lines, Inc., 177,269 P-H Menp
T.C (1977).)

Appel | ant contends that conpensation paid to
Frank and Ada during the appeal years was reasonable
because they handled all of the executive duties, performed
a nunber of other functions for the conpany, and were
entitled to that nmuch conpensati on because of the increase
in gross sales in 1975 and 1976. Additionally, or alterna-
tively, appellant argues that part of the anpunts paid were
to conpensate Frank and Ada for prior years when they were
under conpensat ed. Whil e recogni zing the inportant roles
these two individuals played in the corporation, both.
before and during the appeal years, we do not believe that
appel l ant has borne its burden of proving that its clainmed
deductions, to the extent they exceeded the anounts all owed
by respondent, were allowabl e as reasonabl e conpensation.

A substantial increase in conpensation wthout a
corresponding increase in duties may be indicative of the
unr easonabl eness of the conpensati on. (Pacific Gains,
Inc. v. Conm ssioner, 399 r.2d4 603, 607 79th TT. 1968);
Castle Ford, Inc., 4§ 78,157 P-H Menob. T.C.(1978).) In
1975, Frank's conpensation increased 145% and Ada’s
increased 223% together their conpensation increased 175% .
Al t hough Ada's conpensation decreased sonmewhat in 1'976 and
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Appeal of U.S. pottery Mfg., Inc.

1977, Frank's increased another 12% in 1976 and remai ned at
that |evel during 1977. There is no evidence whatsoever
that there was any increase in the officers' duties which
woul d warrant such large increases.

_ Appel | ant attenpts to justify the conpensation by
stating that Frank and Ada performed nunerous functions for
the corporation and if "these offices would be shared by
several individuals each drawing a salary . . . [those]
salaries, if cumulated, would far exceed the salaries
enj oyed by the President and the Vice President."

Appel'l ant,” however, presented no evidence regarding what
salaries mght be paid if a nunber of additional indi-
vidual s had been enployed to fill the positions that Frank
and Ada held. Even if it had done so, such evidence woul d
not be deterninative. Reasonable conpensation for cne
person performng nunerous tasks "is not necessarily the
sum of ampunts paid to numerous full-tine enpl oyees who
perform simlar tasks." (Castle Ford, Inc., SUpra,

§ 78,157 P-H Menp T.C. at 78-688. See also Niagara Falls
Coach Lines, Inc., sugra;'p. A. White Trucking Co., Inc.,
§ 77,006 v- Meno. T.C (1977).)

_ ApPeIIant contends that Frank and Ada were
responsible tor the increased sales in 1975 and 1976 and
shoul d be rewarded for this with increased conpensation.

W have no doubt that Frank and Ada worked hard to,deveIoP
and maintain this business. However, Frank's testinony at
the hearing indicated that the increase in sales was due in
| arge part to an increased interest in houseplants and a
concom tant expansion in the market for pots.

In any case, no special incentive is usually
necessary in order to ensure the best efforts of a sole
sharehol der, for he will receive the fruits of success

t hrough his ownership of the corporation. (Charles

Schnei der & Co., Inc. v. Conmi ssioner, supra, 500 F.2d at
T52-1537) Wien large | Nncré€ases and bonuses are paid to
enpl oyees who control the corporation, special scrutiny is
needed because the paynments "nmay be distributions of
earnings rather than paynents of conpensation for services
renderéd; even if they'are reasonable, they would not be
deductible.” (Charl es Schneider & Co., Inc., V.

Commi ssioner, supra, at 153.) Although appellant argues
that the success of the conpany during the appeal years
justifies the salaries as reasonable, it is equal
justification for the position that |arger dividends should
have been paid and that the Iar?e salaries paid were
“merely a method of draining off corporate profits at atax
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advant age. ' (Pacific Grains, Inc. v. Conm ssioner, supra,
399 F.2d4 at 606.)

At the hearing on this appeal, Frank Bernat
stated that "when we didn't have nothing, we took nothing.

Wien it was there, | figured | was entitled to it. For
many years, We got zero. Even today, when it's not there,
| don't take anything. . .. But when it's there, | can
take it." During the appeal years, Frank and Ada drew

bet ween 34% and 35% of the corporation's gross income as
conpensation and their conmpensation greatly exceeded the
corporation's net incone for those years. This certainly
does not indicate the type of arns-length transaction with
predeterm ned nethods for fixing contingent or incentive
conpensation which has been upheld in several cases. ( See,
€.9., Mayson #rg. Co. v. Commi ssioner, 178 F.2d4 115 (6th
Cir. 1949); Steel Constructors, Inc., supra.) This appeal
is al so distinguishable from Eduardo Catal ano, Inc.,
Pension Trust, et al., supra, where compensation paid to
the corporation’ s sole shareholder was held fully deduct-

i ble by the corporation. In that case, the sole share-

hol der was the only enpl oyee of the corporation and his
personal services were the sole source of the corporation's
I ncone. In addition, his'salary increases were set at the
begi nning of the incone year and his total conpensation for
each year was a smaller percentage of his corporation's
gross inconme than the percentages of appellant's gross

I ncome which were drawn by Frank and Ada.

W believe that appellant has not established
that the full amounts clainmed were deductible as reasonabl e
conpensation for the income years ended in 1975, 1976, and
1977.  Appel l ant, however, argues strenuously that part of
t he conpensation paid during those years was conpensation
for services which Frank and Ada had rendered in previous
years wi thout adequate conpensation

Payments made. to an enployee in one year for
services in prior years may be deducted in the |ater year
if the services were actually rendered and the conpensation
woul d have been reasonable for the prior years. (Lucas v
Ox Fibre Brush Co., 281 U S. 115, 119 {74 L.Ed. 733]
(1930); R. J. Ncoll Co,, 59 T.C. 37, 50 (1972).) The
burden is on the appelTant to show that the conpensation
was intended to be for prior services rendered. (Pacific
Gains, Inc. v. Comm ssiqoner, supra, 399 F.2d4 at 606;
Standard Asbestos Mfqg. & Insulating Co. v. Conm Ssioner,
2/6 F.2d 289, 293 (8th Cir. 1960).)

There were numerous statenments both in '
appellant's brief and at the hearing indicating that Frank
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received very little conpensation in the first years of the
busi ness.  Ada, of course, did not become an enpl oyee unti
1971.  Appellant has not shown the prior years tor which
conpensation was purportedly being paid, how much the
conpensation for those years should have been, or the
amount of conpensation paid during the appeal years which
was attributable to prior services. Additionally, in this
appeal there is no contenﬁoraneous I ndication that the
bonuses or salaries for the appeal years were intended to
conpensate for prior years. |t was not until respondent's
audi tor requested the mnutes of the board of directors
nmeetings that the corporate mnutes were amended to justify
bonuses and salary increases. The amendnent itself 1Is
unpersuasi ve on this point because it states only that the
i ncreases were "in paynent of the contributions which

Frank and Ada] have personally made on behal f of the

corporation] 1n order for the [corporation] to enjoy the
growm h potential which it has experienced over the past
years." Appellant has shown neither that the paynents
woul d constitute reasonabl e conpensation for prior years
nor that any of the payments were intended to conpensate
for prior years' services. These factors lead us to
believe that appellant's contention that the conpensation
was for prior years was merely an afterthought when the
reasonabl eness of the conpensation was already under
attack.

Appel l ant has made ot her argunments in support of
Its position. However, upon exam nation, we find themto
be unsupported by statutory or case law. In sustaining the
Franchi se Tax Board's determ nation, we do not question the
ability or industry of appellant's officers. W note that
our decision has no effect on the tax treatment of the
i ncome received by the individuals involved, but only on
the tax treatment accorded the corporation. The basic
principles on which this decision has been nade were well
stated in the Appeal of Southland Publishing Co.; Inc.,
deci ded by thi S board on January /, 1964:

A sol e sharehol der may pay hinself whatever
salary he wi shes, butin order to deduct the
entire amount from his corporation's inconme for
tax purposes, he nust be prepared to denonstrate
that it is reasonable and in line with
conpensation for simlar services rendered in
simlar businesses in which the restraining
i nfluence of other owners assures that the salary
is not excessive. Were a corporation is closely
hel d, the taxin? authorities are the only
restraining influence protecting the revenues.
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, While they should not be unduly strict, to be

unduIY generous not only breaches their obligation to
the state but permts an unwarranted tax advantage

over conpeting corporations which are not closely held -
and whose stockhol ders draw their profits as norrmﬁ,

nondeducti bl e di vi dends.

_ For the reasons stated in this opinion, the
action of the Franchise Tax Board is sustained.
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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 1S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of US. Pottery Mg.; Inc., against proposed
assessnents of additional franchise tax in the anmounts of
$24,012, $21,148, and $14,697, for the income years ended
August 31, 1975, August 31, 1976, and August 31, 1977,
respectively, be and the sane is hereby sustained.

Done at Sacramento, California, this 14th day
of Cctober , .1982, bv the State Board of Equalization,
with Board Members M .&Bennett, M. Collis, M. Dronenburg
and ' M. Nevins present,.

-William M. Bennett -, Chai r man
-, Menber

Ernast-J. Dronenburg, Jr: -, Member

Conway H. Collis

Richard Nevins , HMenber

-, Menber

rem—

o S ot
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