
STATE OF NEId YORK

STATE TAX COMMISSION

In the Matter of
o f

H o r a c e  A .
and

R.  Char les

the Petit ions

Backus

Backus
AFFIDAVIT OF MAITING

State of New York ]

County of Albany ]

David Parchuck, being duly sworn, deposes and says that he is an employee
of the State Tax Commission, that he is over 18 years of age, and that on the
18th day of January, 1984, he served the within not ice of Decision by cert i f ied
mai l  upon Horace A. Backus, the pet i t ioner in the within proceeding, by
enclosing a true copy thereof in a securely sealed postpaid v/rapper addressed
a s  f o l l o w s :

for Redetermination of Deficiencies or for
of Personal Income Tax under Art icle 22 of
Law for  the Year  1979.

Refunds
the Tax

in a postpaid proper ly  addressed wrapper  in  a
care and custody of the United States Postal
York.

that the said addressee is the pet i t ioner
forth on said wrapper is the last known address

Authorized to administer oaths

Horace A.  Backus
c1o  J .  H .  Cohn  &  Co .
400 Park Ave.
New York, NY 10022

and by deposit ing same enclosed
post off ice under the exclusive
Service within the State of New

That deponent further says
herein and that the address set
of the petit . ioner.

Sworn to before me this
18th day of  January,  1984.

pursua sec t ion

./



STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of
o f

Horace A.
and

R.  Char les

the Petit ions

Backus

Backus
AFFIDAVIT OF MAIIING

for Redetermination of Deficiencies or for Refunds
of Personal Income Tax under Art icle 22 of the Tax
Law for  the Year  7979.

State of New York ]
s s .  :

County of Albany ]

David Parchuck, being duly sworn, deposes and says that he is an employee
of the State Tax Comnission, that he is over 18 years of age, and that on the
18th day of January, 1984, he served the within not ice of Decision by cert i f ied
mai l  upon Hi l l  M. Lal in,  the representat ive of the pet i t ioners in the within
proceedinS, bY enclosing a true copy thereof in a securely sealed postpaid
wrapper  addressed as  fo l lows:

H i I I  M .  L a l i n
J. H. Cohn & Company
400 Park Avenue
New York, NY 10022

and by deposit ing same enclosed
post off ice under the exclusive
Service within the State of New

in a postpaid properly addressed wrapper in a
care and custody of the United States Postal
York.

That deponent further says that the said addressee is Lhe representat ive
of the pet i t ioner herein and that the address set forth on said vrrapper is the
last.  known address of the representat ive of the pet i t ioner.

Sworn to before me this
18th day of January, 1984.

pursuant
Authorized to administer oaths



STATE OF NEW YORK
STATE TAX COMMISSION

ALBANY,  NEW YORK 12227

January 18,  1984

Horace A. Backus
c / o  J .  H .  C o h n  &  C o .
400 Park Ave.
New York, NY 70022

Dear  Mr .  Backus :

P lease take  no t ice  o f  the  Dec is ion  o f  the  Sta te  Tax  Commiss ion  enc losed
herewith.

You have now exhausted your r ight of  review at the administrat ive level.
Pursuant Lo sect ion(s) 690 of the Tax Law, a proceeding in court  to review an
adverse decision by the State Tax Commission may be inst i tuted only under
Art ic le 78 of the Civi l  Pract ice law and Rules, and must be commenced in the
Supreme Court of the State of New York, Albany County, within 4 months from the
date  o f  th is  no t ice .

Inquir ies concerning the computat ion of tax due or refund al lowed in accordance
wi th  th is  dec is ion  mav be  addressed to :

NYS Dept. Taxat. ion and Finance
Law Bureau - Lit igation Unit
Building //9, State Campus
Albany, New York 12227
Phone l/  (518) 457-2070

Very truly yours,

STATE TAX COMMISSION

cc :  Pet i t ioner 's  Representa t ive
H i l l  M .  L a l i n
J. H. Cohn & Company
400 Park Avenue
New York, NY 10022
Taxing Bureau's Representat ive



STATE OF NELI YORK

STATE TAX COMMISSION

In the Matter of
o f

Horace A.
and

R.  Char les

the Petit ions

Backus

Backus
AT'FIDAVIT OF MAIIING

for Redet.ermination of Deficiencies or for Refunds
of Personal Income Tax under Art icle 22 of the Tax
law for  the Year  7979.

State of New York ]

County of Albany ]

David Parchuck, being duly sworn, deposes and says that he is an employee
of Lhe State Tax Commission, that he is over 18 years of age, and that on the
18th day of January, 1984, he served the within not ice of Decision by cert i f ied
mai l  upon R. Charles Backus, the pet i t ioner in Lhe within proceeding, by
enclosing a true copy thereof in a securely sealed postpaid wrapper addressed
as fo l lows:

R.  Char les  Backus
c / o  J .  H .  C o h n  &  C o .
400 Park Ave.
New York, NY 10022

and by deposit ing same enclosed in a postpaid properly addressed wrapper in a
post off ice under the exclusive care and custody of the United States Postal
Service within the State of New York.

That deponent further says
herein and that the address set
of  the pet i t ioner .

Sworn to before me this
18th day of  January,  1984.

thaL the said addressee is the pet i t ioner
forth on said wrapper is the last known address

Authorized to adninister oaths



STATE OF NEW YORK
STATE TAX COMMISSION

ALBANY,  NEW YORK 1222 ]

January 18,  1984

R.  Char les  Backus
c / o  J .  H .  C o h n  &  C o .
400 Park Ave.
New York, NY 10022

Dear  Mr .  Backus :

Please take not ice of the Decision of the State Tax Commission enclosed
herewith.

You have now exhausted your r ight of  review at the administrat ive level.
Pursuant to sect ion(s) 690 of the Tax Law, a proceeding in court  to review an
adverse decision by the State Tax Commission may be inst i tuted only under
Art ic le 78 of the Civi l  Pract ice law and Rules, and must be commenced in the
Supreme Court of  the State of New York, Albany County, within 4 months from the
date  o f  th is  no t ice .

Inquir ies concerning the computat ion of tax due or refund al lowed in accordance
wi th  th is  dec is ion  mav be  addressed to :

NYS Dept.  Taxat ion and Finance
law Bureau - Li t igat ion Unit
Bui lding i l9,  State Campus
Albany, New York 72227
Phone / l  (518) 457-2070

Very truly yours,

STATE TAX COMMISSION

cc :  Pet i t ioner 's  Representa t ive
H i l I  M .  L a l i n
c/o J.  H. Cohn & Company
400 Park Avenue
New York, NY 10022
Taxing Bureau's Representat ive



STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Pet i t ions

o f

HORACE A. BACKUS
and

R. CHARI.ES BACKUS

for Redeterminat ion of Def ic i-encies or for
Refunds of Personal Income Tax under ArLicLe 22
of  the  Tax  Law fo r  the  Year  1979.

DECISION

Pet i t ioners ,  Horace A.  Backus  and R.  Char les  Backus ,  c /o  J .  H .  Cohn & Co. ,

Attn:  Hi l l  M. Lal in,  400 Park Avenue, New York, New York 70A22, f i led pet, i t ions

for redeterminat ion of def ic iencies or for refunds of personal income tax under

Ar t i c le  22  o f  the  Tax  Law fo r  the  year  1979 (F i le  Nos.  33566 and 33567) .

A formal hearing was held before Jul ius E. Braun, Hearing Off icer,  at  the

off ices of the State Tax Commission, Two World Trade Center,  New York, New

York ,  on  June 23 ,  1982 aL  9 :15  A.M. ,  w i th  a l l  b r ie fs  to  be  submi t ted  by  Septenber  1 ,

1982.  Pet i t . ioners  appeared by  J .  H .  cohn & company,  c .P .A. ' s  (H i l r  M.  La l in ,

C.P.A. ) .  The Aud i t  D iv is ion  appeared by  PauI  B .  Coburn ,  Esq.  (A lexander  Weiss ,

E s q . ,  o f  c o u n s e l ) .

ISSUE

Whether the Audit  Divis ion properly recomputed each pet i t ionerrs tax

l iabi l i ty,  premised upon the assert ion that a port ion of the amounts paid as

compensat ion by R. Aust in Backus, Inc. to each of the individual pet i t ioners

was excessive and const i tuted a construct ive dividend.

FINDINGS OF FACT

1.  0n Apr i l  8 ,  1981,  the Audi t  Div is ion issued not ices of  def ic iency

asser t ing,  for  I979,  addi t ional  personal  income tax due f rom pet i t ioners,
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R .  C h a r l e s  B a c k u s  a n d  H o r a c e  A .  B a c k u s ,  i n  t h e  a m o u n t s  o f  $ 1 1 8 4 4 . 0 0  a n d  $ 1 , 9 1 1 . 0 0 ,

respect ively,  plus interest.  A Statement of Personal Income Tax Audit  Changes

prev ious ly  i ssued to  each o f  the  ind iv idua l  pe t . i t . ioners  on  October  15 ,  1980

prov ided,  in  exp lanat ion  o f  these de f ic ienc ies ,  as  fo l lows:

" [ t ]he  compensat ion  pa id  to  o f f i cers  i s  excess ive  in  1978 and,7979.
A reasonable amount of compensat ion of $75000 is al lowed and the
excess is considered construct ive dividends due Lo accruals.  No
add i t iona l  tax  i s  due fo r  1978.  Add i t iona l  tax  due in  1979 is  in
maximum tax computat ion."

2 .  R.  Aus t in  Backus ,  Inc .  ( the  ' t corpora t ion" )  was  incorpora ted  under  the

laws of New York State on February 5, 1954 and commenced i ts pr incipal business

ac t iv i t y  o f  ca t t le  auc t . ioneer ing  as  o f  the  same date .  Pet i t ioners ,  R.  Char les

Backus and Horace A. Backus (herein individual ly referred to as "Charles" and

"Horacer r ,  and co l lec t i ve ly  re fe r red  to  as  " the  bro thers" ) ,  together  w i th  the i r

brother Everett  Backus ("Everett t t )  who is not a party to lhis proceeding, owned

in equal amounts al l  of  the outstanding stock of the corporat ion. Charles was

the  corpora t ionrs  p res ident ,  Evere t t  was  i t s  secre tary  and Horace was i t s

t reasurer .

3. Charles and Horace are nat ional ly recognized authori t ies on the breed

of catt le known as Holstein-Fresian and, through the corporat ion, organized and

conducted sales of this breed of catt le.  The brothers have been involved with

se l l ing  ca t t le  s ince  the  mid-1940 's ,  becoming invo lved in i t ia l l y  th rough the i r

father,  who had been involved in the business ( though not in corporate form) as

a  ca t t le  sa le  manager ,  aucL ioneer  and ped igree  man fo r  most  o f  h is  l i fe .

4 .  The two types  o f  sa les  o r  "showst '  conducted  are  "d ispersa l "  sa les  and

"cons ignment "  sa les ,  wh ich  may be  descr ibed as  fo l lows:

a)  d ispersa l  sa le  -  invo lves  the  sa le  a t  auc t ion  o f  a  par t i cu la r  cow

or  herd  o f  ca t t le  fo r  one fa rmer  o r  b reeder .  The se l le r  usua l lv  con tac ts
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the brothers to arrange and conduct the sale, and the sale is usual ly

conducted  a t  the  se l le r ' s  fa rm.

b) consignment sale -  where the brothers gather a herd or lot  of

catt le themselves from several  sel lers and/or breeders, and arrange and

conduct a sale of these catt le on behalf  of  the var ious owners. They seek

high qual i ty catt le with good sale potent ial  and must convince the sel lers

to  se I I  and ar range fo r  a  s i te  fo r  the  sa le .

5. The brothers became ful ly involved in the business of organizing and

conduct ing the shows on their  own in or about 1953, when their  father suffered

a stroke. Although their  dut ies overlap to an extent,  Charles is most specif i -

ca l l y  invo lved in  the  sa les  as  the  auc t ioneer ,  wh i le  Horace ' r reads  Lhe breeds t ' ,

a two-step process which j -nvolves highl ight ing each cordts pedigree and attempting

to enthuse buyers to bid on the cow by highl ight ing the benef i ts to be derived

from owning i t .  In 1954, the brothers conducted a nat ional convent ion sale

(among the largest type of shows in the industry),  and have conducted several

such sal-es since 7954. They had the highest average herd dispersal sales in

1979 in  the  s ta tes  o f  New York ,  Pennsy lvan ia ,  0h io ,  V i rg in ia ,  Massachuset ts ,

New Jersey  and Connect icu t ,  and in  L979 he ld  a  spec ia l  sa le  a t  the  M.G.M.  Hote l

in Las Vegas, Nevada, which was one of the largest cat. t le sales in the history

of the industry.

6. 0ver the years, the brothers have developed a very wel l -known and

favorable reputat ion in the industry as the result  of  their  performances in

arranging and conduct ing sales. They have handled rnany of the largest sales

nat ionwide, have been elected as delegates from New York to the nat ional

breeders convent ion, and have developed numerous fr iendships, business contacts

and a vast background of experience in the industry.
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7. In organizing and conduct ing ei ther type of sale, the brothers prepare

a catalog of the catt le to be sold, including photos of the cows and a descript ion

of their  pedigrees. They advert ise the sale in breed journals and in local and

nat ional agr icul tural  publ icat ions, and take care of al I  the detai ls surrounding

the sale. In consignment sales, they also assemble the herd after convincing

the owners to seI l .  In both types of sales they make sure the catt le are

properly groomed and cared for and that al l  local health regulat ions and

interstate transport  regulat ions (where appl icable) are met.  After the sales,

they account for al l  funds involved, handle col lect ions of funds due, provide

for the care and transport  of  the catt le to their  new owners, handle transfer

cer t i f i ca tes  and secure  necessary  insurance.  They  a lso  med ia te  in  buyer /se l le r

disputes. The corporat ion has no investment interest in the catt le sold and

acts only as the sales or auct ion agent.

B. Payment for arranging and conduct ing auct ions is made on a commission

(percentage o f  g ross  sa le )  bas is .  In  d ispersa l  sa les ,  the  commiss ion  amount  i s

paid to the corporat ion immediately after the sale out of  proceeds received on

the  sa le  by  the  se l le r  o r  b reeder .  In  cons ignment  sa les ,  a l l  mon ies  exchanged

between buyers and sel lers are held in escrow by the corporat ion unt i l  t ransfer

of the animal(s),  with the commission amount deducted by the corporat ion from

the cons ignor 's  rece ip ts .  Commiss ions  rece ived appear  on  the  corpora t ion ts  tax

repor ts  in  g ross  rece ip ts .  In  cons ignment  sa les ,  the  corpora t ion  t r ies  to

col lect and account for al l  funds within three weeks, al though this is not

a lways  poss ib le .

9. Consignment sale commissions range from twelve (12) to f i f t .een (15)

percent  and are  e i ther  se t  by  the  na t iona l  b reeder 's  assoc ia t ion  or  the  par t i cu la r

state, or are arr ived at af t .er negot iat ion between the brothers and the consignors
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Dispersal sale commissions are arr ived at by negot iat ion between the brothers

and the sel ler or breeder,  and the brothers try to consistent ly set comnissions

on such sales at ten (10) percent.  Consignment sales meri t  higher comnission

rates because the overhead expense of such sales is higher.

10 .  The corpora t ion 's  o f f i ce  i s  loca ted  in  Mex ico ,  New York ,  and i t

employs two persons there on a ful l - t ime basis to perform cler ical  work and to

help with the pedigrees and catalogs. Other persons who perform work for the

corpora t ion  are  h i red  "by  the  sa le"  as  needed.

11 .  Expenses  o f  the  corpora t ion  and compensat ion  o f  i t s  o f f i cers  a re  pa id

out of the commissions earned. Compensat ion paid to off icers in 7979 total led

$ 3 7 2 , 1 2 3 . 0 0 ,  w i t h  $ 1 8 7 , 3 1 2 . 0 0  p a i d  t o  H o r a c e  a n d  $ 1 8 4 , 8 1 1 . 0 0  p a i d  t o  C h a r l e s .

No compensat ion was paid to Everett ,  nor were any dividends declared or distr i -

bu ted  to  the  corpora t ionrs  th ree  shareho lders  in  1979 or  in  any  o ther  year  o f

i ts existence. Everett  at tends meetings of the corporat ion, including those at

tghich off icersr compensat ion is discussed and approved, but he is otherwise

uninvolved r.v i th the corporat ion, s ince i t  is a business in which he has no

personal interest and which, by the nature of i ts services, would require him

Lo travel away from home extensively.  Everett  has never quest ioned his non-

receipt of  compensat ion or div idends from the corporat ion. Everett  act ively

operates the business of a corporat ion which publ ishes weekly newspapers in

Oswego County, New York. Everett ,  Charles and Horace are the sole shareholders

of the publ ishing corporat ion, with the lat ter two brothers uninvolved with i ts

opera t ion .

12. Compensat ion paid to the brothers in 1979 total led approximately four

(4) percent of the corporat ionts total  gross sales volume. This amount of

compensat ion ($372 rI23.00) also equal led the amount remaining from gross prof i t
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after payment of the corporat ionts expenses. The brothers assert  that they

hope Lo receive about two (2) percent each of gross sales as compensat ion and

feel that such an amount represents just compensat ion for the services they

per fo rm.

13.  The amount  o f  o f f i cers r  compensat ion  fo r  1979 was f ina l l y  se t  a t  a

December, 7979 meeting of the corporat ion's three shareholders. The brothers

are not compensated at regular ly specif ied intervals,  but rather " take i t  as i t

comes" in lump sums from time to t.ime during the year. They base these amounts

taken on about two percent (each) of gross sales at the t ime, as they ".  .  .  can pretty

much f igure  ou t  how much i t ' s  go ing  to  be . r '  Commiss ions  earned on  a  sa le  a re

general ly not withdrawn unt i l  r isks of bad debts on col lect ions and other

cont ingencies are resolved. The brothers note that al though they have an idea

of  how much four  percent  o f  g ross  sa les  w i l l  amount  to ,  i t  i s  d i f f i cu l t  to

predict  the r isks and outcome of cont ingencies unt i l  the sale and col lect ions

are most ly completed. By December, most of these i tems of income and expense

can be ascertained and the f inal  f igures, including r isks, can be determined

with reasonable accuracy. Cash nust of ten be lef t  in the corporat ion at year 's

end to cover unresolved cont ingencies. In 1979, a I 'great deal" of  ul t imate

off icers'  compensat ion was paid out dur ing the year rather than as a year-end

lump sum.

14. The brothers devote their  ful l - t ime attent ion to the corporat ion's

bus iness .  In  1979,  Horace spent  159 days  and 117 n igh ts  and Char les  spent  210

days and 139 nights away from home on business.

15. Al l  commissions earned are received and recorded by the corporat ion,

and compensat ion paid by the corporat ion to the brothers is ref lected on the

brothers'  personal income tax returns. In addit ion to such compensat ion, the
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brothers, on occasion, work at a sale individual ly rather than on behalf  of  the

corporat ion. The compensat ion received in such instances is paid direct ly to

the brothers and not to the corporat ion, appears only on their  personal returns

and is not included as income received by the corporat ion.

$ .  In  the  case o f  a  ma jor  sa le ,  much o f  the  pre t im inary  work  may occur  in

the year or years pr ior to the sale, and thus income received may f luctuate

from year to year.  Accordingly,  hours worked in a given year may not t ie in

direct ly to incone earned in that year.

17  .  The corpora t ion 's  name and assets  (cons is t ing  o f  an  o ld  t ruck ,  a  ten t

and some publ ic address equipment) were sold subsequent to the year at issue

here in  fo r  $30,000.00  to  a  new corpora t ion ,  Backus  Assoc ia tes ,  Inc . ,  fo rmed by

three individuals not related to the Backus brothers. The brothers cont inue to

work for the new corporat ion but only to conduct sales, with no pre-sale or

pos t -sa le  respons ib i l i t y  fo r  adver t i s ing ,  ca ta log ing ,  co l lec t ions ,  account ing ,

e tc .  Horace reads  the  breeds  and Char les  ac ts  as  auc t ioneer ,  w i th  the i r

compensat ion for only these services set at  one (1) percent (each) of the new

c o r p o r a t i o n t s  g r o s s  s a l e s .

18. Compensat ion paid by the corporat ion to the brothers during a f ive-year

period for which f igures were suppl ied at the hearing was as fol lows:

Tota l
Year Compensation

1980  $199 ,102 .00
1979 :1  372 ,123 .00
1978 778,645.00
7977  94 ,858 .00
r976  145 ,768 .00

Paid  to
Charles

$112 ,401 .00
184 ,111 .00
85  ,823  .  00
50 ,929 .00
72 ,7  45  . 00

Corpora t ion '  s
G r o s s  S a l e s

C o r p o r a t i o n r s
Gross  Pro f i t

$ 484 ,154 .00
2 ,92L ,339  .00
r  ,872,230.  00
1 ,450 ,489 .  00
1  ,  788 ,  1  19  .00

Pa id  t o
Horace

$  86 ,701 .00  (no t  spec i f i ed )
187 ,312 .00  $10 ,542 ,750 .00
92  ,822  .00  4  ,7  49 ,35  7  .  00
43  ,929  .00  2  ,575 ,450  .  00
73 ,023 .00  (no t  spec i f i ed )

:t The
sa le  he ld
t t 5 " ) .

large i-ncrease
a t  t h e  M . G . M .

in  g ross  sa les  in
Hotel  in las Vegas

1979 is attr ibutable to the special
in that year (see Finding of Fact



- 8 -

Four  (4 )  percent  o f  the  corpora t ion 's  g ross  sa les  fo r  L979,  1978 and 1977

e q u a l s  $ 4 2 7 , 7 1 0 . 0 0 ,  $ 1 8 9 , 9 7 4 . 0 0  a n d  9 1 0 3 , 0 1 8 . 0 0 ,  r e s p e c t i v e l y .

19 .  Pet i t ioners  asser t  tha t  the  bro thers '  record  o f  per fo rmance,  in f luence

in the industry,  experience, reputat ion, contacts and the t ime spent establ ishing

these were the reasons that their  services were in demand. They assert  that

the compensaLion paid was based on the brotherst expert ise and efforts and was

reasonable in l ight of  the services rendered. They note that compensat ion paid

was no t  on ly  fo r  work  a t  the  ac tua l  sa1es ,  bu t  a lso  re f lec ted  pre-sa le  and pos t -sa le

efforts and responsibi l i t ies, and further that.  the brothers devoted al l  their

working t ime to the corporat ion's business. They note that.  the value of the

catt le is dictated by the buyers and sel lers and that commission rates are

either set as standards or,  more commonly, are arr ived at through negot iat ions

between the sel lers or consignors and the brothers. Final ly,  they note that

the brothers withdrew amounts of money from the corporat ion during the year as the

r isks of non-payment and other cont ingencies were reduced, that they hoped for

and considered as fair compensation a payment to each brother of approximately

two (2 )  percent  o f  g ross  sa les ,  and tha t  ac tua l  compensat ion  pa id  in  1977,  L978

and 1979 amounted t .o sl ight ly less than two (2) percent each (see Finding of

Fac t  "18 ' t ) .  No sa la ry  compar ison  to  o thers  in  the  indus t ry  was o f fe red  because

f igures to make such comparison are not avai lable. Pet i t ioners also note no

bas is  has  been es tab l i shed to  suppor t .  the  $75r000.00  f igure  asser ted  as  reasonab le

compensat ion by the Audit  Divis ion.

20 .  The Aud i t  D iv is ion  asser ts ,  by  cont ras t ,  tha t  ca t t le  se l l ing  pr ices

have r isen steadi ly throughout the decade of the 7970' s and that such pr ice

increases rather than any extra effort  or abi l i ty put forth by the brothers

caused much of the increased revenue received by the corporat ion. The Audit
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Divis ion notes that the corporat ion has never paid any dividends, and that a

pattern has occurred over the years whereby corporate deduct ions for expenses

and off icersr compensat ion have reduced corporale tax l iabi l i ty to zero or to a

negl igible amount.  The Audit  Divis ion maintains that compensat ion is determined

with reference only to reducing corporate tax l iabi l i ty to zero, that cornpensa-

Lion received by the brothers is subject to the maximum tax I 'cei l ing" on earned

income and that a port ion of such compensat ion received is actual ly div idend

income which is not a deduct ible i tem to the corporat ion and would ( in the year

a t  i ssue)  be  sub jec t  to  h igher  persona l  income tax  ra tes .  F ina l l y ,  the  Aud i t

D iv is ion  asser ts  tha t  the  bro thers  a re  no t  en t i t led  to  a l l  o f  the  corpora t ion 's

earnings (after expenses) as compensat ion simply because their  work was

respons ib le  fo r  genera t ing  a l l  o f  such earn ings .

CONCIUSIONS OF IAI,\I

A. That sect ion 162 of the Internal Revenue Code permits a deduct ion for

ord inary  and necessary  bus iness  expenses ,  spec i f i ca l l y  inc lud ing  "a  reasonab le

a l lowance fo r  sa la r ies  o r  o ther  compensat ion  fo r  persona l  serv ices  ac tua l l y

rendered" .  That  " . . . [ t ]he  tes t  o f  deduc t . ib i l i t y  in  the  case o f  compensat ion

payments is whether they are reasonable and are in fact payments for services. "

( T r e a s . R e g .  s e c .  I . 7 6 2 - 7 ) .  W h e r e  p a y m e n t s  m a d e  o s t e n s i b l y  a s  s a l a r i e s  o r

compensat ion are in fact unreasonable in amount (or are made other than in

payment for services rendered),  al l  or a port ion of such payments may be

considered construct ive dividends not deduct ible by the corporat ion (see

g e n e r a l l y  T r e a s . R e g .  s e c .  I . 1 6 2 - 7 ,  8 ) .

B. That the quest ion of reasonableness of salary or compensat ion paid is

a factual one, to be determined upon an examinat ion of al l  the facts and circum-

s tances  presented .  No one fac to r  i s  dec is ive ,  and cons idera t ion  shou ld  be
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accorded severa l  fac to rs  inc lud ing ,  bu t  no t  l im i ted  to ,  the  employee 's  qua l i f i -

cat ions; the nature, exLent and scope of the employee's workl  the size and

complex i t ies  o f  the  bus iness ;  a  compar ison  o f  the  sa la r ies  pa id  w i th  the  gross

income and net income; the prevai l ing general  economic condit ionsl  comparison

of salar ies with distr ibut ions to stockholders I  the prevai l ing rates of compen-

sat ion for comparable posit ions in comparable concerns; the salary pol icy of

the taxpayer to al l  employees; and, in the case of smal l  corporat ions with a

l imited number of of f icers, the amount of compensat ion paid to the part icular

employee in  p rev ious  years .  (See genera l l y  Mahaska Bot t l ing  Co.  v .  Comm. ,  21

TCM 15301 Good Chevro le t  v .  Comm. ,  36  TCM 1157. )  C lose ty -he ld  corpora t ions  are

subject to closer scrut iny with respect to salar ies and other compensat ion paid

to  o f f i cer /shareho lders  (see Good Chevro le t ,  supra ,  c i t ing  Char les  Schne ider  and

C o .  v .  C . I . R . ,  5 0 0  F . 2 d  1 4 8  ( 1 9 7 4 ) ) .  F i n a l l y ,  t h e  b u r d e n  o f  p r o v i n g  t h a t

salar ies and other compensat ion paid were reasonable rests with the taxpayer

( s e e  T a x  t r a w  s e c t i o n  6 8 9 ( e ) ;  s e e  a l s o  G e i g e r  &  P e t e r s ,  I n c .  v .  C o m m i s s i o n e r ,  2 7

TC 911 ;  Char les  McCand less  T i l e  Se rv iqe  v .  U .S . ,  422  E .2d  1336) .

C. That al l  of  the income earned by the corporat ion resulted from the

persona l  serv ices  rendered by  the  bro thers .  They  devoted  essent ia l l y  a l l  o f

their  working t ime to the corporat ion's business. The corporat ion owned few

assets ,  inc lud ing  bas ica l l y  on ly  an  o ld  t ruck ,  a  ten t  and some pub l ic  address

equipment,  and capital  was not a mater ial  income-producing factor.  The signi f i -

cant income-producing factor for the corporat ion was the experience, reputat ion,

contacts,  knowledge and proven abi l i t ies of the brothers. The brothers have

spenL their  ent i re l ives working with and learning about Holstein-Fresian

cat t le  and the i r  serv ices  as  a  resu l t  were  in  h igh  demand.
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D. That the brothers were hardworking, astute businessmen and the success

of  the  corpora t ion  appears  due so le ly  to  the i r  ab i l i t ies  and e f fo r t .  The

brothers hoped to receive about two percent each of the corporat ion's gross

sales as compensat ion for their  services. In fact,  their  combined compensat ion

for  7979 to ta l led  s l igh t ly  less  than four  percent  o f  g ross  sa les ,  as  was a lso

the case in both 7978 and 7977 (see Finding of t r 'act "18rr) .  The 1979 total

compensat ion paid was more than double that paid in 7978. However,  gross sales

more  than doub led  in  7979 due to  the  spec ia l  M.G.M.  sa le  (see F ind ings  o f  Fac t

"5"  and r '18 ' r ) ,  wh ich  had absorbed a  grea t  dea l  o f  the  bro thers '  t ime and energy

in the preceeding year.

E. That the salar ies paid by the corporat ion to the brothers were reasonable

in l ight of  aI I  the facts and circumstances and were paid ent irely for services

rendered.  Accord ing ly ,  sa id  sa la r ies  were  proper ly  deduc ted  by  the  corpora t ion

and no part  thereof const i tuted a construct ive dividend to pet i t ioners.

F .  That  the  pe t i t ions  o f  Horace A.  Backus  and R.  Char les  Backus  are

granted and the not ices of def ic iency issued to each of the brothers on Apri l  8,

1 9 8 1  a r e  c a n c e l l e d .

DATED: Albany, New York

JAN 1s pg4
STATE TAX COMMISSION


