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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HALPERN, Judge: By notice of deficiency dated March 11
2004, respondent determ ned deficiencies in petitioner’s Federal

i nconme taxes as foll ows:
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Taxabl e (Fiscal)

Year Ended May 31 Defi ci ency
1992 $898, 237
1993 1, 182, 805
1994 1, 165, 619
1995 1, 152, 613
1996 1, 048, 539
1997 66, 710
1998 1, 251, 760
1999 270, 594

The deficiencies result principally fromrespondent’s
adj ustnents disallowing (1) a portion of the deductions that
petitioner clainmed for the foregoing taxable years for anmounts
pai d as conpensation to Norman Wechsler (M. Wchsler),
petitioner’s president and controlling sharehol der and an owner
of a mpgjority of its comopn stock; (2) a portion of the deduction
that petitioner clainmed for its 1999 taxable year for an anount
pai d as conpensation to Sharon Wechsler (Ms. Wchsler),
petitioner’s enployee and corporate secretary and M. Wechsler’s
wife; and (3) all of the deductions that petitioner claimed for
its 1992 and 1993 taxable years for conpensation paid to G| bert
Wechsler (G lbert), an alleged consultant to petitioner during
those years and M. Wchsler’s brother.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. Many dollar ambunts have been rounded to the nearest

dollar, and the term“fiscal year” will be used to refer to both
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petitioner’s annual accounting period and its taxable year.
Petitioner bears the burden of proof. See Rule 142(a)(1).?

FI NDI NGS OF FACT

Sone facts have been stipulated and so found. The
stipulation of facts, with attached exhibits, is incorporated
herein by this reference.
Backgr ound

At the tinme the petition was filed, petitioner naintained
its business office in M. Kisco, New York. From 1962 until
Novenber 1992, petitioner’s office was in New York City.
Thereafter, petitioner’s office was in M. Kisco, New York

Petitioner is a successor to Oyden, Wchsler, & Co., a
partnership formed in 1947 by Charles Ogden and M. Wchsler’s
father (the partnership). The partnership was a broker-deal er
specializing in trading as a market maker or specialist and
retailing obscure and imted-float real estate securities.
Those securities traded sporadically in the over-the-counter
market. In January 1947, the partnership registered with the
Securities & Exchange Comm ssion (SEC) to act in the capacity of

a broker-dealer. From 1947 through 1957, the partnership (1)

1 Sec. 7491, which, under certain circunstances, shifts the
burden of proof to the Conm ssioner, is inapplicable because the
exam nation in this case began before July 22, 1998, the
effective date of that section. See Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, sec.
3001(c), 112 sStat. 727.
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expanded its trading activities to include trading a few
addi ti onal over-the-counter stocks, convertible bonds, and
preferred stocks, and (2) began to act as a “broker’s broker”
(1.e., trading with other broker-dealers on an undi scl osed basi s
on behal f of another broker-dealer, typically the investnent
banker for the securities traded).

In 1962, the partnership’s then partners incorporated their
firmunder the nane of Ogden, Wechsler, and Krumhol z, Inc., the
corporation that is petitioner in this case. Upon the retirenent
of Charles QOgden in 1965, petitioner changed its nanme to Wechsl er
& Krumhol z, Inc. 1In 1992, petitioner changed its nane to
Wechsler & Co., Inc.

M. Wechsl er becane an enpl oyee of petitioner’s in July
1963, an officer of petitioner’s in June 1967, a nenber of
petitioner’s board of directors in May 1969, and a shareholder in
petitioner in June 1969. By 1965, the focus of petitioner’s
busi ness was trading convertible securities and acting as a
broker’s broker. From 1963 through 1966, M. Wchsl er worked for
petitioner as a trader’s assistant and clerk. From 1966 through
1970, he becane a senior trader for petitioner. |In 1970, he
becane petitioner’s head trader, a position he held until 1978,
when he becane petitioner’s president. In 1986, he becane
chai rman of petitioner’s board of directors. He has been both

petitioner’s president and chairman of its board since 1986.
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During nost of the 1980s, M. Wchsler and El roy Krunmhol z
(M. Krumhol z) were involved in the managenent of petitioner.
M. Krunmhol z was the son of a partner in the partnership
(petitioner’s predecessor). M. Krumholz joined petitioner as an
enpl oyee in June 1967 and becane an officer of petitioner in June
1967 and a shareholder in petitioner in 1969. As of August 1972,
M. Wechsler's father, M. Krumholz’'s father, M. Wchsler, and
M. Krumhol z each owned 80 shares, or 25 percent, of petitioner’s
t hen- out standi ng common stock. M. Krumholz's father died in
Septenber 1978, at which tinme petitioner redeened all of the
comon and preferred stock that M. Krumholz’'s father had owned
in petitioner. M. Wchsler’'s father died in June 1986 and
bequeat hed his 80 shares of common stock in petitioner to M.
Wechsl er, making M. Wchsler the owner of 160 of petitioner’s
t hen 255 outstandi ng shares of comon stock. After M. Krunhol z
died in 1988, petitioner redeened all of M. Krumholz’s comon
and preferred stock in petitioner.

Petitioner’'s Business From 1991 Through 1999

By 1991, petitioner functioned primarily as a market maker,
or “specialist”, in convertible bonds, as a broker-dealer in
convertible bonds, and as an investor for its own account in
convertible bonds, with a portion of its portfolio in hedged
positions. A specialist serves to “nake a market”, particularly

for thinly traded securities, standing ready to buy or sell the
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securities as demanded to provide increased liquidity, especially
where there is a tenporary inbal ance between buy and sell orders
frominvestors.

Converti ble bonds are hybrid instruments; typically they are
subor di nat ed debentures wth a fixed interest rate, a fixed
maturity, and an ability to be converted into the issuer’s stock
at the holder’s option. Bonds generally have been and remain
thinly traded.

A hedge in convertible bonds typically consists of a |ong
position in the bonds and a short position in the underlying
common stock into which the bonds can be converted, which is
intended to be market neutral (i.e., to have the conbi ned bond
and stock positions not generate major additional profits or
| osses even with |large noves in the overall markets).

Before noving to M. Kisco in Decenber 1992, petitioner had
as many as 53 enployees in its New York City office. Unti
Decenber 1992, petitioner had its own “back office” operation in
whi ch petitioner’s staff “cleared” securities (i.e., noved the
actual certificates in sales transactions), kept records and
accounts of trades, sent and received confirmations, and
mai nt ai ned records otherwi se required by the SEC, securities
exchanges, and the National Association of Securities Dealers

( NASD) .
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Upon noving to M. Kisco, petitioner elimnated nost of its
back office operation and outsourced nost of those functions to
Bear Stearns & Co. Shortly after its nove to M. Kisco in
Decenber 1992, petitioner had approximately 20 enpl oyees. By
1999, the nunber of petitioner’s enpl oyees decreased to 12.

Petitioner produced profits for itself in various ways: (1)
As a market nmaker, petitioner profited fromthe spread between
bid and ask prices; (2) as a principal rather than an agent,
petitioner earned inconme fromexecuting trades on behalf of its
institutional clients and, to a smaller extent, from executing
trades on behal f of other broker-dealers;? (3) petitioner
profited fromshort-term opportunities created by inbal ances in
convertible bond prices and underlying stock prices; (4)
petitioner earned trading profits fromlong-terminvestnents that
were entered into after significant analysis and research; (5)
petitioner profited fromits hedge portfolio; (6) petitioner
profited on new i ssues of convertibles, for which it acted as a
primary market maker and influenced the pricing and distribution
of those securities, profiting fromredistribution of those

securities fromshort-termbuyers to |long-term buyers; and (7)

2 Acting as principal rather than an agent, petitioner was
the counterparty for the sale or purchase by its client (or
anot her broker-dealer). The transaction was in effect free of
mar ket risk to petitioner if it had contracted an offsetting
purchase or sale. Petitioner assuned a nmarket risk if it had not
done so.



- 8 -
petitioner’s large stock investnents in mcrocap conpanies, after
the market crash in 1987 and extendi ng through the 1990s,
resulted in gains for petitioner.

Al t hough petitioner was a relatively small conpany, during
the 1990s it acted as a market maker for several hundred
convertible securities. It listed and traded a nuch greater
nunber of those securities than its conpetitors. Because
petitioner was a boutique dealer in convertible securities, M.
Wechsl er hinself often would deal with and advi se sone of
petitioner’s better custoners. During the 1980s, he devel oped
and i nproved a conputer software programfor petitioner to keep
track of the convertible securities that it listed and traded.

In the spring of 1997, petitioner formally adopted a plan to
reduce its institutional and convertible bond business and
concentrate on its own proprietary trading and short-term and
| ong-terminvestnents. Even before its formal adoption of this
pl an, M. Wechsl er had begun to change the focus of petitioner’s
business in this manner. By 1997, M. Wchsler realized that the
prior advantages petitioner enjoyed as a market maker in the
convertible securities market no | onger applied and that
petitioner faced increasing conpetition froma nunber of much
| arger securities investnment and tradi ng conpani es. Anong ot her
t hi ngs, by the 1990s sonme major investnent and tradi ng conpanies

expanded into the convertible securities market as market makers.
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By that time, conputerized convertible bond tradi ng prograns
were readily available, and trading in convertible securities
came to be conducted in great neasure electronically. That
di m ni shed petitioner’s prior conpetitive advantage from M.
Wechsler’s expertise and reputation as a market maker in hundreds
of convertible securities and the | ongstandi ng busi ness
rel ati onships that M. Wechsler had with various individuals in
the financial sector. Price conpetition in a nunber of
convertible securities increased anong vari ous market makers, and
typically how good a price a market maker quoted for those
securities becane the controlling factor for potential custoners
in selecting a particular market maker for a transaction. Al so,
generally, trades canme to involve |arger dollar anounts,
resulting in larger capital requirenments for market makers in
convertible securities. From 1990 through about 1997, petitioner
listed and traded approximately 350 convertible securities.
Thereafter, petitioner sharply reduced its participation and role
as a market maker in the convertible securities market while
continuing to act as a market maker in 30 to 50 convertible
securities and perhaps a hal f-dozen stocks.

Duties and Whrk Perforned by Certain Oficers and I ndividuals

M. Wechsl er

Since 1988, M. Wchsler has been petitioner’s principal

manager and has nmade all major financial decisions concerning
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petitioner. As previously discussed, he was petitioner’s
presi dent and chairman of its board. He was intimately invol ved
i n managi ng petitioner’s business, closely supervised all of
petitioner’s trading and investnent activities in debt and equity
securities, and worked | ong hours. Anong other things, he: (1)
Conducted all of petitioner’s marketing, (2) determ ned the
securities for which petitioner would be a market maker, and (3)
managed petitioner’s investnent portfolio. Besides M. Wchsler,
from 1992 t hrough 1997 petitioner had two sal esnen, three to five
traders, and one to five assistants working at its trading desk.
M. Wechsl er spent nost of his tine at work either in
petitioner’s trading roomor in his office adjoining the trading
room which was only 4 to 5 feet away fromthe tradi ng desk.
Petitioner’s trading roomwas a |large roomthat contained a | arge
tradi ng desk that had four seats on each side and two seats at
each end, with a tel ephone at each seat position. Al of the
traders, institutional sales representatives, and certain support
staff sat together in the trading room The traders sat at the
central seats of the trading desk, wth each trader generally
having five conmputers. Wwen M. Wechsler was in his office, his
of fice door into the trading roomwas open 99 percent of the
tine.

I n managi ng petitioner, M. Wchsler was assisted by three

i ndi vidual s who had worked for petitioner for a nunber of years:
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(1) Philip Gickman (M. dickman), (2) R chard Zeeman (M.
Zeeman), and (3) Ricky Solonmon (M. Solonpon). In the next |ower
| evel of petitioner’s senior enployees were Jay Mttentag (M.
Mttentag) and Evan Lobel (M. Lobel).

In addition, petitioner paid Glbert (M. W-chsler’s
br ot her) $80, 359 and $108,097 during its 1992 and 1993 fi scal
years, respectively. Petitioner deducted those paynents on its
1992 and 1993 Federal incone tax returns as conpensation paid for
services. Those deductions are at issue.

M's. Wechsl er began working for petitioner during its 1999
fiscal year. A portion of the $486, 154 that petitioner paid to
her and deducted as conpensation paid for her services during
that year is at issue.

M. dickmn

M. Gickman started working for the partnership
(petitioner’s predecessor) in 1959 as a clerk/trainee, primarily
assisting M. Wechsler’'s father. M. dickman |ater worked as a
senior trader for petitioner, until the m d-1980s, when he becane
an institutional salesman for convertible bonds. He served as
petitioner’s vice president from 1967 until June 2, 1988, when he
was appointed its executive vice president. He served on
petitioner’s board from 1986 until his retirenment from petitioner

on May 31, 1997.



M. Zeeman

M. Zeeman started working for the partnership in 1963 as a
clerk/trai nee assisting Charles Ogden (a partner) and then M.
Krumhol z’ s father (another partner). M. Zeeman |ater becane a
senior trader for petitioner and was registered with the NASD as
a registered representative, a principal, and a financi al
operations principal (FINOP). Fromthe m d-1980s until 1992, he
was in charge of petitioner’s back office operation. From June
1, 1991, through May 1997, when he was term nated, M. Zeeman's
duties were primarily admnistrative, and he |argely functioned
as petitioner’s chief financial officer. At various periods
during the years at issue, he served as petitioner’s secretary,
treasurer, vice president, or executive vice president.

Fol l owi ng petitioner’s outsourcing of its back office operation
in Decenber 1992, until his termnation frompetitioner in My
1997, he was responsible for ensuring that petitioner’s books and
records (including its nonthly Financial and Operational Conbi ned
Uni form Single (FOCUS) reports) were prepared and that petitioner
was in conpliance with other financial and reporting requirenents
i nposed by the NASD and t he SEC.

M . Sol onpbn

M. Sol onon joined petitioner in 1983. He was a registered
representative with the NASD and rose rel atively quickly working

for petitioner. He was given significant authority to trade and
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mai ntain large trading and i nvestnment positions. Neverthel ess,
he consulted closely with M. Wchsler while performng those
trading and investnent activities. He becane petitioner’s vice
president in 1988 and becane a nenber of petitioner’s board in
1992.

M. Mttentag

M. Mttentag began working for petitioner in the 1960s as a
back office clerk. He becane an assistant cashier for petitioner
and later its cashier. He becanme petitioner’s chief financial
officer in Cctober 1998. He is registered with the NASD as a
FI NOP.

M. Lobel

M. Lobel began working for petitioner in 1987 as a clerk/
trainee. He becane a senior trader and then a trader/anal yst.

He had limted discretion to trade and nake investnents for
petitioner. He also made recommendations as to investnents to
M. Wechsler and reconmmendations as to trading to M. Wechsl er
and M. Sol onon. He becane a FINOP in June 1997. He resigned
frompetitioner on August 24, 1998.

G lbert

During petitioner’s 1992 and 1993 fiscal years, Gl bert
worked as a |lighting designer at the Metropolitan Qpera. He had
been a lighting designer there for 19 years. He did not spend

time in petitioner’'s office every day. Petitioner did not
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provide himw th access to its conputer system nor did it
provide himits conputer programallowing himto access the
system from out si de petitioner’s office.

Ms. Wechsl er

Ms. Wechsler previously worked for a broker-dealer in
Dal | as, Texas, where M. Wechsler net her. She noved to New York
Cty in 1971 and then married M. Wechsler. Until petitioner
hired her on July 14, 1998, she had not worked outside her hone
since the late 1970s. Petitioner agreed to pay her conpensation
of at |east $500,000 a year. On July 14, 1998, she becane
petitioner’s secretary and a nenber and vice chairman of
petitioner’s board of directors. During petitioner’s 1999 fi scal
year, she devoted 70 percent of her time to office managenent and
30 percent to portfolio research. She becane a ful
regi stration/general securities representative in February 1999
and a general securities principal in June 1999.

Conmmon and Preferred Stock Omership in Petitioner

Petitioner has had outstanding both common and preferred
shares of stock. Since 1986, M. Wchsler has owned a majority
of the outstanding common shares of petitioner and has held
sufficient shares to elect a majority of petitioner’s directors.
From May 31, 1997, through May 31, 1999, the hol ders of
petitioner’s preferred stock have had the authority to elect one

of petitioner’s directors but have never exercised that



authority.

Fromits incorporation in 1962 through May 31, 1999,
petitioner has never paid cash dividends with respect to its
common stock. On July 6, 1984, petitioner distributed 14 shares
of its preferred stock with respect to each share of its common
stock. It has not since then distributed preferred shares with
respect to its common stock. Petitioner paid cash dividends on
its preferred stock in 1979, 1980, 1981, 1982, 1983, 1984, and
1985. From 1986 through May 31, 1999, petitioner did not pay
di vidends on its preferred stock.

As previously discussed, M. Wechsler’'s father died in June
1986 and bequeat hed his 80 common shares in petitioner to M.
Wechsl er, making M. Wchsler owner of 160 of petitioner’s then-
out st andi ng 255 common shares. The father left his preferred
shares in petitioner to two trusts primarily for the benefit of
his wife, M. Wchsler’s nother, with M. Wchsler and G | bert
(the two sons of the father and nother) as remai ndernen. The
father’s estate elected to pay the Federal estate tax it owed
under the installnment provisions of section 6166. M. Wchsler’s
nmot her died on May 3, 1989, and her estate also elected to pay
the Federal estate tax it owed under the installnent provisions
of section 6166. M. Wchsler and G| bert were cofiduciaries of
the father’s estate, the nother’s estate, and the trusts that

their father and not her established.
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As of June 1, 1990, the father’s estate, the nother’s
estate, and the trusts collectively owned 3,188.55 preferred
shares in petitioner. Over the period covering its 1991 through
1999 fiscal years, petitioner redeened 878.55 of these 3,188.55

shares as foll ows:

Nunmber of Price
FYE May 31 Shar es Redeened Total Payment Per Share
1991 58. 55 $104, 512 $1, 785. 00
1992 45. 00 83, 026 1, 845. 02
1993 347. 00 649, 230 1, 870. 98
1994 112. 00 218, 354 1, 949. 59
1995 157. 00 316, 575 2,016. 40
1996 125. 00 258, 420 2,067. 36
1997 - - - - - -
1998 19. 00 41, 325 2,175.00
1999 15. 00 33,975 2,265.00

As of June 30, 1990, and May 31, 1999, legal title to

petitioner’s outstanding preferred shares was held as foll ows:

Hol der June 30, 1990 May 31, 1999
M. Wechsler’'s father’s 3,188. 55 2, 310. 00
and not her’s estates
M. Wechsl er 1, 549. 75 1, 549. 75
M. dickman 140. 00 140. 00
M. Zeeman or his estate?! 70. 00 70. 00
Tot al 4,948. 30 4,069. 75

' M. Zeeman died on Apr. 27, 1999.

From Sept enber 3, 1999, through Decenber 6, 2000, petitioner
redeened anot her 200 of the 3,185.55 preferred shares that M.

Wechsler’s father previously had owned as foll ows:



Nunber of
Preferred
Dat e Shar es Redeened

Sept. 3, 1999 5
Mar. 9, 2000 42
Sept. 14, 2000 11
Dec. 6, 2000 142
Tot al 200

After petitioner’s redenption of the above 200 shares, 2,110
of the 3,188.55 preferred shares that the father had owned
remai ned outstanding. M. Wechsler and G| bert (as co-
fiduciaries of both their father’s and nother’ s estates)
determned that the two estates had satisfied the Federal estate
taxes they owed. M. Wechsler and Gl bert further determ ned
they were each entitled to 1,055 of the remaining 2,110 preferred
shares that their father had owned in petitioner. On Decenber 7,
2000, petitioner redeenmed G lbert’s 1,055 preferred shares for
$2,299, 099. 25, or $2,179.24 a share. M. Wchsler’s 1,055
preferred shares were not formally transferred to himor
redeemed. As of the tine of the trial, the certificates
representing these 1,055 preferred shares that M. Wchsler
inherited remained in the nane of the father’s estate, the
nother’s estate, or the trusts.

From June 1, 1991, through August 7, 1997, petitioner’s then

180 out standi ng shares of comobn stock were owned as foll ows:
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Nunber of
Shar ehol der Common_Shar es Omed
M. Wechsl er 160
M. dickman 10
M. Zeenman 8
M. Sol onmon _ 2
Tot al 180

M. dickman and M. Zeenman ceased to be enpl oyed by
petitioner on May 31, 1997. On August 1, 1997, petitioner
exercised its rights to purchase their comon shares under stock
purchase agreenents that it had negotiated with them and it
of fered them $97, 286.59 a share for that stock.® It further
offered to purchase their preferred shares for a price equal to
t hose shares’ stated redenption value of $1,000 a share, plus
accunmul ated accrued dividends. On August 1, 1997, petitioner
al so offered to purchase M. Sol onon’s common shares for
$97, 286.59 a share. M. Sol onbn accepted petitioner’s offer and
petitioner redeened his shares on August 7, 1997. M. Gickman
and M. Zeeman (and M. Zeeman's estate after M. Zeeman' s death
on April 27, 1999) litigated in a New York State court
petitioner’s determ nation of a price for their common stock

under the stock purchase agreenents. That litigation was settled

8 The stock purchase agreenents between petitioner and M.
dickman, M. Zeeman, and M. Sol onon each generally provided
that petitioner would repurchase all of the individual’s common
shares upon his death or term nation of enploynent with
petitioner at a price equal to the book val ue of those shares as
of the last day of the nonth preceding the holder’s death or
term nation of enpl oynent.



- 19 -
i n Novenber 1999, and petitioner redeened the common shares owned
by M. dickman and M. Zeeman's estate on Novenber 30, 1999,
payi ng himand the estate $97,286.59 a share for the stock, plus
accrued interest fromMay 31, 1997. On Novenber 30, 1999,
petitioner purchased the preferred shares that previously had
been owned by M. dickman and M. Zeeman at a price equal to the
sum of those shares’ redenption value of $1,000 a share, plus
accunul ated accrued dividends as of May 31, 1997, plus accrued
interest from May 31, 1997.

After Novenber 30, 1999, M. Wechsler owned all 160
out st andi ng conmon shares of stock in petitioner. Follow ng
petitioner’s redenption of Glbert’'s 1,055 preferred shares on
Decenber 7, 2000, discussed supra, M. W-chsler owned all the
outstanding preferred shares of stock in petitioner.
Conpensation Paid to Upper Level Managers and Enpl oyees in the
Fi nancial Industry and Petitioner’s Paynents of Conpensation to

M. Wechsler, Ms. Wchsler, Glbert, and Ohers During Years in
| ssue

In the financial industry, upper |evel nmanagers and
enpl oyees at investnent and tradi ng conpanies typically receive a
substantial part of their annual conpensation from bonuses that
are based upon their conpany’s earnings or profits for that year
In particular, principal managers of conpanies that enjoy highly
profitable years often may be paid bonuses that are a nunber of

times the anounts of their annual sal ari es.
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During its 1992 through 1999 fiscal years, petitioner did
not have a witten conpensation policy as to the paynent of
ei ther base conpensation or bonuses to its enpl oyees.

In each fiscal year, petitioner generally paid M. Wchsler
and its other officers (1) a base salary, (2) a Decenber or
hol i days bonus and (3) a May or fiscal-yearend bonus. The
Decenber bonuses typically were based on petitioner’s year-to-
date earnings and the assunption of petitioner’s continuing
profitability for the remai nder of that fiscal year. Cenerally,
t he Decenber bonuses were snmaller than the May bonuses.

Toward the mddle of May, M. Wechsler prepared a
spreadsheet listing all of petitioner’s enployees and the
proposed bonuses and salary adjustnents for them M. Wchsler’s
proposed total May bonuses were based on his estimte of
petitioner’s realized and unrealized profits for the fiscal year,
whi ch he determned primarily by using petitioner’s nost recent
nmont hl y FOCUS reports, though he gave nore weight to realized
profits because unrealized profits had not been reduced to cash
and petitioner wshed not to |iquidate investnent assets. In
addition, in determ ning the proposed May bonuses, M. Wchsler
took into account, to a small degree, his current expectations
and outl ooks for the securities industry, petitioner, and

petitioner’s portfolio.
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CGenerally, petitioner’s officers other than M. Wechsler did

not meke bonus recomendati ons for thensel ves or
ot her enpl oyees.
at a neeting of petitioner’s board of directors,
made the fina

petitioner

hi nsel f.

t he conpensation that M. Wchsl er
t he board ever authorize himto receive nore or
anount of conpensation that he proposed for

During its 1992 through 1999 fi scal

M. Wechsler a base salary, a Decenber bonus, and a May bonus as
fol | ows:
Decenber Tot al

FYE May 31 Base Sal ary Bonus May Bonus Annual Conp.
1992 $390, 000 $750, 000 $3, 250, 000 $4, 390, 000
1993 390, 000 2, 000, 000 2,500, 000 4,890, 000
1994 390, 000 3, 000, 000 3, 700, 000 7, 090, 000
1995 405, 000 30, 000 5, 425, 000 5, 860, 000
1996 390, 000 - - 5, 000, 000 5, 390, 000
1997 390, 000 -- 1, 000, 000 1, 390, 000
1998 415, 000 32, 000 7, 040, 000 7,487, 000
1999 571, 694 23,076 900, 000 1,494,770

paid to each of

proposed for

its enpl oyees and officers,

hi nsel f.

petitioner’s
Wil e the proposed bonuses woul d be di scussed
M. Wechsl er

deci sions regarding the salary and bonuses that

i ncl udi ng

At no time did petitioner’s board of directors reject
hi msel f, nor did

| ess than the

years, petitioner paid

Petitioner paid and deducted $80, 359 as conpensation to
Glbert for its 1992 fiscal year. It paid and deducted $108, 097

as conpensation to himfor its 1993 fiscal year
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Petitioner paid and deducted $486, 154 as conpensation to

Ms. Wechsler for

was sal ary, $8,000 was a Decenber bonus,

bonus.

During its 1992 through 1997 fiscal

its then executive vice president,

Decenber

bonus,

FYE May 31

1992
1993
1994
1995
1996
1997

During its 1992 through 1997 fiscal
M. Zeeman (who largely functioned as its chief financia

and until

Decenber

its 1999 fiscal

Base Sal ary

$166, 400

166, 400
166, 400
172, 800
166, 400
169, 600

Decenber
Bonus

$100, 000
250, 000
300, 000

12, 800

year.

O that anount,

$178, 154

and $300, 000 was a My

years, petitioner paid

M. dickman,

and a May bonus as foll ows:

a base salary, a

Tot al
May Bonus Annual Conp.
$550, 000 $816, 400
400, 000 816, 400
450, 000 916, 400
600, 000 785, 600
600, 000 766, 400
160, 000 329, 600

years, petitioner paid

of ficer

1992 headed its back office operation) a base salary, a

bonus,

FYE May 31

1992
1993
1994
1995
1996
1997

During its 1992 through 1999 fi scal

its vice president/executive vice president,

Base Sal ary

$156, 000

146, 000
104, 000
108, 000
114, 000
106, 000

sal ary, a Decenber bonus,

Decenber
Bonus

$100, 000
50, 000
50, 000

8, 000

and a May bonus as foll ows:

Tot al
May Bonus Annual Conp.
$550, 000 $806, 000
100, 000 296, 000
100, 000 254, 000
115, 000 231, 000
115, 000 229, 000
48, 000 154, 000

years, petitioner paid

and a May bonus as foll ows:

M. Sol onon, a base



FYE May 31

1992
1993
1994
1995
1996
1997
1998
1999

Base Sal ary

$104, 000
104, 000
104, 000
108, 000
104, 000
130, 000
293, 500

46, 160
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Decenber
Bonus

$50, 000
200, 000
300, 000

8, 000

23, 080

Tot al

May Bonus Annual Conp.
$400, 000 $554, 000
350, 000 654, 000
400, 000 804, 000
560, 000 676, 000
560, 000 664, 000
300, 000 430, 000
700, 000 1, 016, 580
- - 46, 160

During its 1992 through 1999 fiscal years, petitioner paid
M. Mttentag (who was its cashier and becane its chief financial
officer in Cctober 1998) a base salary, a Decenber bonus, and a

May bonus as foll ows:

Decenber Tot al
FYE May 31 Base Sal ary Bonus May Bonus Annual Conp.
1992 $52, 300 $2, 000 $35, 000 $89, 300
1993 55, 620 8, 240 37, 000 100, 860
1994 53, 560 10, 000 40, 000 103, 560
1995 55, 820 4,120 55, 000 114, 940
1996 58, 760 4,520 55, 000 118, 280
1997 58, 760 2,260 40, 000 101, 020
1998 62, 260 4,800 60, 000 127, 060
1999 79, 385 3, 461 40, 000 122, 846

During its 1992 through 1999 fiscal years, petitioner paid
M. Lobel (a senior trader and later a trader/analyst) a base

sal ary, a Decenber bonus, and a May bonus as foll ows:
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Decenber Tot al
FYE May 31 Base Sal ary Bonus May Bonus Annual Conp.
1992 $51, 385 $3, 800 $100, 000 $155, 185
1993 55, 350 6, 150 120, 000 181, 500
1994 53, 300 15, 000 150, 000 218, 300
1995 55, 000 4,100 160, 000 219, 100
1996 59, 800 4,600 160, 000 224, 400
1997 65, 000 2,500 120, 000 187, 500
1998 168, 000 16, 000 250, 000 434, 000
1999 48, 000 - - - - 48, 000
1999 Fiscal Year Loans M. Wechsler Made to Petitioner
During petitioner’s 1999 fiscal year, M. Wchsler nmade

several short-termloans to petitioner. He nmade four cash | oans
totaling $2,562,400 to petitioner on the dates and in the anounts

speci fi ed bel ow

Dat e Anmount
Sept. 1, 1998 $797, 000
Sept. 2, 1998 807, 000
Sept. 11, 1998 57, 100
Cct. 7, 1998 901, 300

Tot al 2,562, 400

Petitioner repaid these cash |oans on the dates and in the

anounts specified bel ow

Dat e Amount
Sept. 24, 1998 $797, 000. 00
Cct. 8, 1998 291, 376. 54
Cct. 21, 1998 1,474,023. 46
Tot al 2,562, 400. 00
On Cctober 8, 1998, M. Wechsler lent petitioner securities

with a market val ue of $1, 479,453 (the securities loan). On

Cct ober 14, 1998, petitioner returned those securities to M.

Wechsl er.
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Petitioner did not pay any interest to M. Wchsler with
respect to either the above cash | oans or the securities |oan.

Petitioner’'s 1992 Through 1999 Tax Returns and FOCUS Reports

For its 1992 through 1999 fiscal years, petitioner prepared
its Federal incone tax returns using an accrual mnethod of
accounting. Under that nethod, securities petitioner held in
i nvestment accounts were reflected on the tax return bal ance
sheet at cost and not at fair market value. Up until its 1994
return, petitioner for tax purposes generally carried its
Securities positions in trading accounts at the |ower of cost or
market. In 1993, the mark-to-market rules of section 475 were
added to the Internal Revenue Code by the Omi bus Budget
Reconciliation Act of 1993, Pub. L. 103-66, sec. 13223, 107 Stat.
481, effective for taxable years ending on or after Decenber 30,
1993. Beginning with its 1994 return, petitioner marked to
mar ket all securities held in trading accounts daily, so that
i mredi ate realization and recognition of gain or |oss resulted.

Petitioner’s annual FOCUS reports for its 1992 through 1999
fiscal years incorporate petitioner’s audited financi al
statenents, which were required to be prepared in accordance with
general |y accepted accounting principles (GAAP). Those audited
financial statenments were prepared in accordance wth GAAP except
to the extent the bal ance sheets failed to list as a liability

petitioner’s deferred taxes conputed in accordance with GAAP.



Petitioner’ s annual
in that petitioner’s revenue and earnings for
former were conputed by marking to nmarket al

petitioner then held,

sec. 475(b) (1) (A

On its 1992 through 1999 Feder al

26 -

FOCUS reports differed fromits tax returns

i ncludi ng those held for

pur poses of the
securities

i nvest nent . Ct.

i nconme tax returns,

petitioner reported gross incone, total deductions, taxable
i ncone or |oss, retained earnings, and retai ned earni ngs and
capital stock as follows:
Ret ai ned
Taxabl e Ear ni ngs
FYE G oss Tot al | ncone Ret ai ned and Capita
May 31 Incone Deduct i ons (Loss) Ear ni ngs _Stock
1992 $13, 507,518  $11, 776,469  $1,731,049  $10,097,005 $11,570, 519
1993 11, 708, 935 11, 740, 630 (31, 695) 9, 130, 437 10, 512, 068
1994 14, 124, 390 13, 738, 343 386, 048 8, 943, 389 10, 295, 362
1995 13, 733, 608 13, 607, 047 126, 560 9, 479, 267 10, 789, 667
1996 13, 894, 468 13, 880, 601 13, 867 8,991, 933 10, 269, 234
1997 9, 044, 532 9, 161, 872 (117, 340) 8, 871, 568 10, 148, 869
1998 14, 232, 286 14, 003, 689 228, 597 8, 744, 865 10, 001, 047
1999 7,673,379 7,264, 787 406, 592 8, 392, 760 9, 633, 942

On its annual FOCUS reports for its 1992 through 1999 fi scal

years, petitioner reported revenue, expenses, earnings before

Federal incone tax (EBFIT), retained earnings, and retained

earni ngs and capital stock as foll ows:

Ret ai ned

Ear ni ngs
FYE Ret ai ned and Capita
May 31 Revenue Expenses EBFI T Ear ni ngs St ock
1992 $15, 466, 673 $11, 544, 567 $3, 922,106 $21, 336,807 $22, 810, 321
1993 17, 834, 269 11, 660, 585 6,173, 684 26, 923, 441 28, 305, 072
1994 11, 738, 296 13, 649, 167 (1,910,871) 24,821,032 26,173, 006
1995 20, 028, 281 13, 623, 510 6, 404, 771 31, 870, 981 33,181, 381
1996 26, 768, 427 13, 840, 558 12, 927, 869 44,546, 634 45, 823, 935
1997 4,730, 016 9, 025, 627 (4, 295,611) 40, 248,943 41, 526, 244
1998 16, 843, 524 13, 931, 893 2,911, 631 42,859, 076 44,115, 258
1999 (8,513, 310) 7,255,075 (15,768,385) 26,949,031 28,190, 213



Adj ust nent s

For the fisca

years in issue,

the follow ng table shows the

anounts petitioner clained as deductions for conpensation paid to

M. Wechsler, Ms.

respondent al |l owed:

Wechsl er,

and G | bert and the anpunts

Amount al | owed

Amount di sal | owed

M. Wechsler

Year Anpunt cl ai ned
1992 $4, 390, 000
1993 4,890, 000
1994 7, 090, 000
1995 5, 860, 000
1996 5, 390, 000
1997 1, 390, 000
1998 7,487, 000
1999 1,494,771

! In the stipulation of facts,

$1, 834, 000
1, 486, 000
3, 665, 927
2,414, 067
2, 316, 344
1,176, 000
3, 821, 000
1, 035, 000

$2, 556, 000
3, 404, 000

3,424,073

13,445,933
3,073, 656

214, 000

3, 666, 000

459, 771

t he anmobunt of M. Wechsler’s

conpensation that was disallowed as a deduction for the 1995

fiscal year

deficiency, that anount

t he stipul ati on.

is stated to be $3, 445, 993.
is stated to be $3, 445, 933.
that the $60 difference is due to the parties’

In the notice of

We assune

error in drafting

We accept the anobunt disallowed in the notice
of deficiency as correct.

Ms. Wechsler

Year_ Amount cl ai ned Amount al | owed Amount di sal | owed
1999 $486, 154 $150, 000 $336, 154

G lbert

Year_ Amount cl ai ned Amount al | owed Amount di sal | owed
1992 $80, 359 - 0- $80, 359

1993 108, 097 - 0- 108, 097
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Respondent determ ned that the amounts disallowed with respect to
M. Wechsler and Ms. Wechsl er exceeded a reasonabl e all owance
for services rendered within the neaning of section 162. Wth
respect to Glbert, respondent determ ned that no anounts were
al | owabl e because no i nformation was provi ded show ng any service

G | bert rendered to petitioner

OPI NI ON

| nt r oducti on

This case is what is conventionally known as a “reasonabl e
conpensation” case. W nust determ ne the deductibility of
anounts petitioner clains it paid to three individuals as
conpensation for personal services rendered to petitioner. There
is no dispute as to the fact of the paynents; there is a dispute
only as to the character of portions of those paynents.

1. Applicable Law

Section 162(a)(1l) permts a taxpayer to deduct “a reasonabl e
al l omance for salaries or other conpensation for personal
services actually rendered”. A taxpayer is entitled to a
deduction for conpensation only if: (1) The paynents were
reasonabl e in amount, and (2) the paynents were for services
actually rendered. Sec. 1.162-7(a), Incone Tax Regs. Bonuses
paid to enpl oyees are deductible “when * * * made in good faith
and as additional conmpensation for services actually rendered by

t he enpl oyees, provided such paynents, when added to the
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stipul ated sal aries, do not exceed a reasonabl e conpensation for
the services rendered.” Sec. 1.162-9, Incone Tax Regs.
Because petitioner’s place of business is in the State of
New York, and barring a stipulation to the contrary, any appeal
of this case would be to the Court of Appeals for the Second
Circuit. See sec. 7482(b)(1)(B). Therefore, under the doctrine

of Golsen v. Conmm ssioner, 54 T.C 742, 756-758 (1970), affd. 445

F.2d 985 (10th Cr. 1971), we nust apply that court’s precedents
governi ng i ssues of reasonabl e conpensation to the extent that
t hey contradict our precedents.

The question of whether conpensation is reasonable is to be
resol ved upon a consideration of all of the facts and

circunstances of the case. E.g., Hone Interiors & Gfts, Inc. v.

Comm ssioner, 73 T.C. 1142, 1155 (1980). Numerous factors have

been used in determ ning the reasonabl eness of conpensation, with

no single factor being determ native. See Rapco, Inc. v.

Commi ssioner, 85 F.3d 950, 954 (2d G r. 1996), affg. T.C Meno.

1995-128; Onensby & Kritikos, Inc. v. Conm ssioner, 819 F.2d

1315, 1323 (5th Gir. 1987), affg. T.C. Menp. 1985-267. Those
factors considered include, but are not limted to: (1) the

enpl oyee’s role in the conpany, (2) conparison with other
conpanies, (3) the character and condition of the conpany, (4)
potential conflicts of interest, and (5) internal consistency in

conpensation. Rapco, Inc. v. Conm ssioner, supra at 954-955;
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Elliotts, Inc. v. Conmi ssioner, 716 F.2d 1241, 1245-1248 (9th

Cir. 1983), revg. T.C Meno. 1980-282. Were sharehol der-
officers who are in control of a corporation set their own
conpensation, careful scrutiny is required to determ ne whet her
the all eged conpensation is in fact a distribution of profits and

a constructive divi dend. Hone Interiors & Gfts, Inc. v.

Conmi ssi oner, supra at 1156.

The Court of Appeals for the Second G rcuit has adopted an
i ndependent investor test whereby the fact-finder nmust apply the
above multifactor test fromthe perspective of an independent
investor. 1In general, this test questions whether, given the
di vidends and return on equity enjoyed by a disinterested
st ockhol der, that stockhol der woul d approve the anount of
di sputed conpensation paid to the enpl oyee on the basis of the

facts of each particular case. See Rapco, Inc. v. Conm Ssioner,

supra at 954-955; see also Elliotts, Inc. v. Conm ssioner, supra

at 1247; Haffner's Serv. Stations, Inc. v. Conni ssioner, T.C

Meno. 2002-38, affd. 326 F.3d 1 (1st Cr. 2003). That test

all ows us to decide whether the amount of conpensation paid to a
t axpayer - cor poration’s sharehol der-enpl oyees by the corporation
woul d have been the sane had they engaged in arms-length

negotiation. See MIller & Sons Drywall, Inc. v. Conm SSioner,

T.C. Meno. 2005-114. One inportant inquiry is whether this

hypot heti cal i ndependent investor received a fair return on his
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or her investnment. See Rapco, Inc. v. Conmni ssioner, supra at

954- 955.

In perform ng our analysis, we review M. Wechsler’s, Ms.
Wechsler’s, and Gl bert’s conpensation separately because whet her
t he conpensation that petitioner paid to each is reasonabl e

depends on the services he or she perforned. See Mller & Sons

Drywall, Inc. v. Conm ssioner, supra.

[11. Expert Reports

A. | nt r oducti on

Both parties offered expert testinony in support of their
respective positions concerning reasonabl e conpensation for M.
Wechsler. No expert testinony was of fered concerning reasonabl e
conpensation for either Ms. Wchsler or Gl bert.

I n deci ding the reasonabl eness of conpensation, courts often
| ook to the opinions of expert witnesses. Nonetheless, we are
not bound by the opinion of any expert w tness, and we nay accept
or reject expert testinony in the exercise of sound judgnent.

Hel vering v. Natl. Gocery Co., 304 U S. 282, 295 (1938);

Silverman v. Conmm ssioner, 538 F.2d 927, 933 (2d Cr. 1976) (and

cases cited thereat), affg. T.C. Meno. 1974-285. Although we may
accept the testinony of an expert in its entirety, see Buffalo

Tool & Die Manufacturing Co. v. Conmissioner, 74 T.C. 441, 452

(1980), we may be selective in determ ning what portions of an
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expert’s opinion, if any, to accept, Parker v. Conm ssioner, 86

T.C. 547, 562 (1986).

Petitioner and one of its experts, Glbert E. Matthews, on
t he one hand, argue that reasonabl e conpensation for M. Wchsler
shoul d be determ ned by considering data with respect to 27
br oker-dealers that M. Matthews surveyed, particularly the
averages of the ratios of (1) aggregate conpensation to net
revenues and (2) aggregate conpensation to pretax incone before
conpensation for each broker-dealer. M. Mtthews conpared those
averages to ratios simlarly conputed for petitioner to support
his conclusion that, in general, M. W-chsler’s conpensation was
reasonabl e. Respondent and respondent’s expert, Scott D. Hakal a,
on the other hand, maintain that reasonabl e conpensation for M.
Wechsl er shoul d be based upon a typical conpensation arrangenent
given to an asset manager, with M. Wchsl er receiving 40 percent
of the bonus pool.

As will be discussed nore fully infra, neither of the
f oregoi ng proposed approaches for determ ning reasonabl e
conpensation for M. Wchsler (nor that of petitioner’s second
expert, Paul R Dorf) is entirely appropriate. |In particular,
petitioner is not reasonably conparable to the broker-deal ers
sel ected by petitioner’s expert M. Mitthews. Al so, M. Hakala's

al l ocation of 40 percent of the incentive conpensation to M.
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Wechsl er substantially underconpensates himfor his contributions
to petitioner.
We now consider in nore detail the testinony of the parties’
experts.

B. Petitioners’ Experts

Petitioner offered Glbert E. Matthews and Paul R Dorf as
experts in conpensation practices in the securities industry, and
they were accepted as such by the Court.

1. Glbert E. Matthews

M. Matthews is chairman of the board and seni or managi ng
director of Sutter Securities, Inc. He has nore than 40 years of
experience working in investnent banking. He was asked to
testify with respect to conpensation practices in the securities
i ndustry and the return on petitioner’s conmon st ock.

In attenpting to determ ne customary conpensation in the
securities industry, M. Matthews exam ned 27 broker-deal ers
whose stock was publicly traded and their financial statenents
covering all or a significant portion of the years in issue. He
obtained their financial information fromeither their annual
reports or their registration statenents filed with the SEC
Those 27 broker-deal ers had average annual net revenues for the
peri ods being exam ned ranging from$21 nmillion to approximately
$3.79 billion. O the 27 broker-dealers, the four |argest--

Lehman Brot hers, Pai ne Webber, Bear Stearns & Co., and A G
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Edwar ds--were extrenely | arge conpani es havi ng, respectively,
average annual revenues of $3.79 billion, $3.43 billion, $2.79
billion, and $1.63 billion. The 21st-|argest broker-dealer,

First of M chigan, had average annual revenues of $109.5 nmillion,
and the 22d-1| argest broker-deal er, Rodman & Renshaw, had average
annual revenues of $68.0 mllion. 1In contrast, petitioner had
average annual net revenues of $13.7 million from June 1, 1991,

t hrough May 31, 1998.

M. Matthews proceeded by first listing the net revenues,
aggregate conpensation paid to all enployees (aggregate
conpensation), and pretax inconme for each of the 27 broker-
deal ers for each period exam ned. He then calculated the ratios
of (1) aggregate conpensation to net revenues and (2) aggregate
conpensation to pretax incone before aggregate conpensation for
each of those broker-dealers for each of those periods. Next, he
cal cul ated average ratios for each of the broker-deal ers and
averages for the group as a whole. For the group as a whole, the
averages of (1) aggregate conpensation to net revenues and (2)
aggregat e conpensation to pretax incone before conpensation were
60. 1 percent and 84.1 percent, respectively. He conpared those
averages to averages simlarly conputed for petitioner for its
1992 through 1998 fiscal years, which were 60.2 percent
(aggregate conpensation to net revenues) and 68.9 percent

(aggregate conpensation to pretax inconme before conpensation).
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M. Matthews concluded that the average 60.2 percent of its net
revenues that petitioner paid in aggregate conpensation from 1992
t hrough 1998 was reasonable, since it was virtually equal to the
average of 60.1 percent of net revenues paid in aggregate
conpensati on conputed for the 27 broker-deal ers he exam ned. He
further observed that the average 68.9 percent of its pretax
i ncone before aggregate conpensation that petitioner paid in
conpensation from 1992 t hrough 1998 was wel |l bel ow the nean or
group average of 84.1 percent of pretax incone before aggregate
conpensation paid in conpensation conputed for those 27 broker-
dealers. He stated that those results indicate that petitioner
(1) retained a higher portion of its “discretionary incone”
(i.e., pretax incone before conpensation) and (2) paid a | ower
portion of its “discretionary inconme” as conpensation than did
nost of the publicly traded broker-dealers. M. Mtthews added
that, in his experience, snmaller broker-dealers with a limted
range of activities, like petitioner, wuld pay a |arger
percentage of their revenues to senior managenent enpl oyees than
woul d | arger, nore diversified broker-deal ers.

M. Matthews noted that, for petitioner’s 1992 through 1999
fiscal years, M. Wechsler’s annual conpensation represented the
foll ow ng percentages of the aggregate annual conpensation

petitioner paid to all its enpl oyees:
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M. Wechsler’s Conp. as

FYE May 31 % of Aggregate Conp.
1992 53. 6%
1993 60. 3
1994 67.3
1995 64.0
1996 63.5
1997 41. 2
1998 75.5
1999 43.5

M. Matthews concluded that M. Wechsler was entitled to a major
share of the aggregate conpensation petitioner paid because M.
Wechsl er was the driving force of petitioner’s business and was
instrunmental in producing nost of petitioner’s revenue.

M. Matthews also testified that petitioner’s 1992 through
1999 aggregate conpensati on anmounts represent the foll ow ng
percent ages of petitioner’s 1992 through 1999 annual net revenues

and pretax inconme before paynent of conpensation

Aggr egat e

Pr et ax Aggr egat e Comp. as %
I ncone Aggr egat e Comp. as of Pretax

Net Revenue Bef or e Conp. Conp. % of Net I ncome

FYE May 31 (mllions) (mllions) (mllions) Revenue Bef or e Conp.

1992 $13. 97 $12.1 $8. 18 58. 6% 67. 6%
1993 16. 18 14.3 8.13 50. 3 56. 9
1994 10. 48 8.62 10. 53 100.5 122.2
1995 17.17 15.58 9.18 53.5 58.9
1996 23.40 21. 42 8. 49 36.3 39.6
1997 0.94 (.93) 3.37 358.5 n/ a
1998 13.81 12.82 9.91 71.8 77.3
1999 (10. 68) (12. 45) 3.44 n/ a n/ a

M. Matthews opined that the annual conpensation petitioner
paid to M. Wechsler for its 1992, 1993, 1995, and 1996 fi scal
years was “clearly reasonable”, since the percentages of net

revenue and pretax net inconme before paynent of aggregate
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conpensation that petitioner paid in conpensation for those years
fell within “industry standards”.* By “industry standards”, M.
Matt hews was referring to the group average percentages that
aggregat e conpensation represented of net revenues and pretax
i ncone before paynent of conpensation (which, as discussed supra,
were 60.2 percent and 84.1 percent, respectively) that he
conputed for the 27 broker-deal ers he exam ned. He further
opi ned that petitioner’s 1996 fiscal year conpensation
percent ages of 36.3 percent and 39.6 percent were quite | ow by
i ndustry standards.

M. Matthews al so opined that the annual conpensation
petitioner paid M. Wchsler for its 1997 and 1998 fiscal years
was reasonable. He explained that the higher conpensation
percentage of 358.5 percent for 1997 was caused by that year’s
| oner net revenue fromlower market prices for petitioner’s
portfolio securities. He nmaintained that the conpensation
percentage for 1997 should be anal yzed by conbi ning the financi al
data for 1996 and 1997. He conputed that the conbi ned aggregate
conpensation petitioner paid for those 2 years was 48. 7 percent
of its conmbined 1996 and 1997 net revenues and 57.9 percent of

its conmbined 1996 and 1997 pretax inconme before paynent of

4 W read this conclusion (and the simlar conclusions for
1997 and 1998) in conjunction with M. Matthews’s concl usi on that
M. Wechsler was entitled to a major share of the aggregate
conpensati on petitioner paid.
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conpensation.® He concluded that those aggregate percentages of
48.7 percent and 57.9 percent for 1996 and 1997 were extrenely
reasonabl e by industry standards. Simlarly, he clainmed that the
conpensati on percentage for 1998 shoul d be anal yzed by conbi ni ng
the financial data for 1996, 1997, and 1998, given what he felt
was the | ow aggregate conpensation paid for 1996 and 1997. He
conputed that, on his suggested aggregate basis, the conbi ned
aggregat e conpensation petitioner paid for those 3 years was 57.1
percent of its conbined 1996, 1997, and 1998 net revenues and
65.4 percent of its conmbined 1996, 1997, and 1998 pretax incone
bef ore paynent of aggregate conpensation.® He concluded that
t hose aggregate percentages of 57.1 percent and 65.4 percent for
1996, 1997, and 1998 were reasonabl e by industry standards.

M. Matthews used a sonewhat different analysis in opining
that the conpensation petitioner paid to M. Wchsler for fiscal
year 1999 was reasonable. He said that, because petitioner had a

negative $10.68 mllion in net revenue for 1999, the sane

5 Conbined 1996 and 1997 aggregate conpensation paid of
$11.86 million, divided by conbined 1996 and 1997 net revenues of
$24.34 mllion, equals approximately 48.7 percent; and $11. 86
mllion, divided by conmbi ned 1996 and 1997 pretax incone before
aggregat e conpensati on of $20.49 million, equals approxi mately
57.9 percent.

6 Conbi ned 1996, 1997, and 1998 aggregate conpensation paid
of $21.77 mllion, divided by conbined 1996, 1997, and 1998 net
revenues of $38.15 mllion, equals approximtely 57.1 percent;
and $21.77 mllion, divided by combi ned 1996, 1997, and 1998
pretax incone before aggregate conpensation of $33.31 mllion,
equal s approxi mately 65.4 percent.



- 39 -
percent ages nethod he enployed for its other fiscal years could
not be used for 1999, and that it was necessary to consider the
“absol ute nunbers”. He noted that M. Wechsler was paid
$1,494,771 in 1999, which represented 28.6 percent of his average
conpensation for the prior 7 years, and that his 1999 yearend
bonus of $900, 000 was 22.6 percent of his average bonus for the
prior 7 years. He further noted that M. Wchsl er nade several
large interest-free loans to petitioner during its 1999 fiscal
year. He reasoned that those |oans justified a substanti al
portion of the $900,000 bonus M. Wchsler received for that
year. M. Mtthews concluded that the 1999 conpensation
petitioner paid M. Wchsler was reasonabl e because of those
| oans and M. Wechsler’s services in nmanagi ng petitioner.

Lastly, M. Matthews opined that the 1994 fiscal year
conpensation of $7.09 mllion petitioner paid M. Wchsl er was
unr easonabl e and that reasonabl e conpensation for 1994 woul d have
been $4 mllion. He noted the aggregate conpensation of $10.53
mllion petitioner paid for 1994 represents 100.5 percent of its
net revenue for that year and 122.2 percent of its pretax incone
bef ore paynent of conpensation for that year. He further noted
that, if M. Wchsler’s 1994 conpensation had been $4 mllion,
rather than $7.09 nmillion, petitioner’s adjusted aggregate
conpensation of $7.44 mllion ($10.53 mllion, less $3.09

mllion) would represent 71.0 percent of its net revenue for that
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year and 86.3 percent of its pretax inconme before paynent of

conpensation for that year.’

Additionally, M. Mtthews determ ned that petitioner, from

its 1992 through 1998 fiscal years, enjoyed a 10.4-percent

conpounded annual rate of return on its common stock equity,

adjusted for deferred taxes.® H's conputation was as foll ows:

Common St ock Def err ed Adj . Common Conpounded

Equity Taxes Stock Equity Annual Rate Annual Rate

FYE May 31 (mllions) (millions) (mllions) of Return of Return?

1991 $18. 234 $3.701 $14. 533 -- --

1992 21.527 4.603 16. 924 16.5 16.5
1993 27.114 7.286 19. 828 17.2 16.8
1994 25.012 6.912 18. 100 (8.7) 7.6
1995 32.062 9. 169 22.893 26.5 12.0
1996 44,737 14. 560 30. 177 31.8 15.7
1997 40. 440 12. 849 27.591 (8.6) 11.3
1998 43. 049 13. 970 29. 079 5.4 10. 4
1999 27.138 7.599 19. 539 (32.8) 3.8

! Conput ed using a present-val ue-future-value formula where

Present val ue

equal s $14.533 nmillion
its 1992 fiscal year)
the period in question;

(petitioner’s adjusted common stock equity at the beginning of
future val ue equal s adjusted conmon stock equity at the end of
and n equal s the nunber of years from June 1, 1991, through

the end of that period

M. Matthews opined that an independent investor would be

satisfied with this 10. 4-percent conpounded annual rate of

" Adjusted aggregate conpensation of $7.44 mllion, divided

by net revenue of $10.48 mllion, equals approximtely 71.0
percent; and $7.44 mllion, divided by pretax inconme before
paynent of aggregate conpensation of $8.62 mllion, equals
approxi mately 86. 3 percent.

8

Petitioner’s 1991 fiscal year annual FOCUS report

reflects preferred stock equity of $1,294,782 as of May 31, 1991.
Petitioner’s 1998 fiscal year annual FOCUS report reflects
preferred stock equity of $1,067,652 as of May 31, 1998. |Its

1999 fiscal year annual
equity of $1,052,652 as of May 31,

FOCUS report reflects preferred stock
1999.
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return, maintaining: “This rate of return would be highly
satisfactory to nobst equity investors.”?®

2. Paul R Dorf

M. Dorf is managing director of Conpensation Resources,
Inc., which he describes as a human resources consulting firm
specializing in conpensation consulting. He has 40 years of
human resources and conpensati on experience, including 10 years
in various positions as an executive wth a nunber of
corporations and 25 years headi ng the executive conpensation
consul ti ng busi nesses of several major accounting and
actuarial /benefit consulting firmns.

M. Dorf could not find any broker-dealers that were
reasonably conparable to petitioner. M. Dorf testified that, in
his research, he found no published surveys or publicly available
data with respect to conpanies simlarly situated and of simlar
size to petitioner. He testified that, although, private
conpanies simlar to petitioner mght exist, generally data on
such private conpanies is not available. He stated that, in the
absence of data on conpani es reasonably conparable to petitioner,
he woul d anal yze the reasonabl eness of M. Wchsler’s
conpensation on the basis of other factors in the nultifactor

test used by the courts, the financial and other avail abl e

M. Mtthews concedes that the conpound growth rate fel
in fiscal 1999, but he states that it “recovered dramatically” in
2000.
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i nformati on concerning petitioner and M. Wchsler, and the facts
and circunstances of the situation presented.

M. Dorf exam ned the sources of petitioner’s inconme for the

years at issue and included the followng chart in his expert

report:

FYE Pri nci pal Di vi dends/

May 31 Conmi ssi ons Transacti ons | nt er est O her Tota
1992 $24, 567 $11, 118, 059 $3, 203, 830 $1, 120, 217 $15, 466, 673
1993 27,071 12, 288, 119 4,017, 604 1, 501, 475 17, 834, 269
1994 67, 964 8, 356, 715 3,042, 308 271, 309 11, 738, 296
1995 64, 729 15, 628, 125 3,421,921 913, 506 20, 028, 281
1996 70,912 21, 843, 852 3, 641, 947 1,211,716 26, 768, 427
1997 106, 213 135, 729 3,011, 003 1,477,071 4,730, 016
1998 24,066 14, 243, 962 1,111, 818 1, 463, 678 16, 843, 524
1999 13,124 (8,942, 848) 254, 813 161, 601 (8,513, 310)

Tot al 398, 646 74,671, 713 21, 705, 244 8,120, 573 104, 896, 176

M. Dorf exam ned and anal yzed petitioner’s annual revenues
and retained earnings from 1991 through 2000 and M. Wchsler’s

conpensation for the 1992 through 1999 years in issue, as

foll ows:

FYE Ret ai ned Per cent age Per cent age M. Wechsl er’s Percentage
May 31 Ear ni ngs Change Revenue Change Total Conp. Change
1991 $18, 043, 103 - - $14, 763, 269 -- No dat a --
1992 21, 336, 807 18% 15, 466, 673 5% $4, 390, 000 --
1993 26, 923, 441 16 17, 834, 269 15 14, 905, 000 12%
1994 24,821, 032 -8 11, 738, 296 -34 7,090, 000 45
1995 31, 870, 981 28 20, 028, 281 71 15, 875, 000 -17
1996 44,546, 634 40 26, 768, 427 34 5, 390, 000 -8
1997 40, 248, 943 -10 4,730,016 -82 1, 390, 000 -74
1998 42,859, 076 6 16, 843, 524 256 7,487, 000 439
1999 26, 949, 031 -37 (8,513, 310) n/ a 1,494,771 -80
2000 50, 887, 981 88 15, 693, 799 n/ a No dat a No dat a

! As deternmined in our findings, M. Wchsler’'s actual total annua
conpensation for 1993 was $4, 890,000 and his actual total annual conpensation for

1995 was $5, 860, 000.

M. Dorf concl udes:

There appears to be a relationship between * * *
[ petitioner’s] performance and M. Wchsler’s
conpensation levels. Wile conpensation levels in 1994
and 1998 were higher than expected in light of the
decrease in Fiscal Year End performance of * * *
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[petitioner], | believe that the average conpensation

received by M. Wechsler over the eight-year period,

$4, 752,721, is justified and reasonabl e based on

i ndustry standards and taking into consideration the

full scope of M. Wechsler’s responsibilities, and his

integral involvenent in the financial profitability of

t he Conpany.

M. Dorf did not performan analysis of whether a
hypot heti cal independent investor would have been satisfied with
the rate of return on that investor’s investnment in petitioner.
He did, however, testify that, while petitioner’s other officer-
sharehol ders M. dickman, M. Zeeman (and M. Zeenman s estate),
and M. Sol onon were not independent investors as such, they had
done well on their respective investnents in petitioner’s conmon
stock when they sold their shares back to petitioner in August
1997 or Novenber 1999. He acknow edged that their shares were
not val ued at market prices but essentially had been val ued under
a fornmula prescribed by an agreenent between each of them and
petitioner. See further discussion of this point infra note 11

Wth respect to the approach of petitioner’s first expert,
M. Matthews, M. Dorf testified that M. Mtthews’'s approach in
drawi ng an anal ogy between petitioner and 27 |arger (sone
substantially larger) conpani es was unreliable because of the
disparity in size between the subject conpany (petitioner) and
the conparabl es selected by M. Matthews. M. Dorf explained

that, in selecting conparabl e conpanies, he seeks conpani es that

range from 50 percent to 200 percent the size of the subject
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conpany in terns of assets, revenues, and net equity. He stated
t hat, when conparabl e conpanies in that range are found, a direct
conparison of the subject conpany to those conpani es may be nade
and reliable conclusions may be drawn concerning the

reasonabl eness of the conpensation paid by the subject conpany.
He testified that, when conpanies disproportionately greater in
size (beyond that range) are used and conpared to the subject
conpany, any conclusions drawn with respect to the reasonabl eness
of the conpensation paid by the subject conpany are likely to be
i naccurate and unreliable.

C. Respondent’s Expert, Scott D. Hakal a

Scott D. Hakala is a principal and director of CBIZ
Val uati on Group, Inc., an appraisal, financial advisory, and
litigation support firm M. Hakala has a doctorate in
econom cs, has worked as an econom st and financial analyst, and
has testified on nunmerous occasions as an expert w tness on
val uation and ot her business matters. The Court accepted him as
a conpensati on expert.

M . Hakal a opined that petitioner substantially
overconpensated M. Wchsler during the years in issue. He
believed that M. Wchsler not only was handsonely conpensated in
petitioner’s very profitable years but al so received high bonuses
even in petitioner’s down years, including its |oss years. He

reasoned that an independent investor would object to such
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conpensati on practices because they would place that investor in
the position of absorbing all of the downside in petitioner’s bad
years while not adequately allowi ng that investor to benefit from
and share in the upside in petitioner’s good years.

M . Hakal a suggested a nethod for reasonably conpensating
M. Wechsler and petitioner’s other top managers under which M.
Wechsl er and those managers, in addition to their salaries, would
recei ve annual bonuses totaling 20 percent of petitioner’s
profits for that year before paynent of bonuses. M. Hakal a
expl ai ned that his approach would all ow an i ndependent i nvestor
to obtain nost of the profits frompetitioner’s good years, yet
require that investor to absorb all of the downside from
petitioner’s bad years. He added that incentive conpensation for
hedge fund managers is comonly set at 20 percent of the fund' s
annual trading profits. M. Hakala further determ ned that his
prescribed annual “bonus pool” noney for petitioner’s managers
woul d then be allocated 40 percent to M. Wechsler and 60 percent
to the other managers. He based that allocation on certain
surveys of other finance industry conpanies in which the highest
paid officer in a surveyed conpany typically received around 30
percent to 40 percent of total officer conpensation. Many of the
conpani es covered in those surveys were nmuch |arger than

petitioner.
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M . Hakal a opi ned that reasonabl e conpensation for M.
Wechsl er for petitioner’s 1992 through 1999 fiscal years would be

as foll ows:

Tot al
FYE May 31 Base Sal ary Bonus Conpensati on
1992 $390, 000 $776, 768 $1, 166, 768
1993 405, 000 961, 895 1, 366, 895
1994 390, 000 511, 130 901, 130
1995 420, 000 1, 053, 086 1,473, 086
1996 390, 000 1, 536, 230 1, 926, 230
1997 390, 000 - - 390, 000
1998 415, 000 877, 817 1, 292, 817
1999 571, 694 - - 571, 694

V. Application of Reasonabl e Conpensati on Factors

A. Role in the Conpany

This factor focuses on the enployee’s inportance to the
success of the business. Pertinent considerations include the
enpl oyee’ s position, hours worked, and duties perforned and the

general inportance of the enployee to the conpany. Rapco, Inc.

v. Conm ssioner, 85 F.3d at 954-955; Elliotts, Inc. V.

Conmi ssioner, 716 F.2d at 1245.

Since at least as early as 1988, M. W-chsl er has been
petitioner’s key enployee and the primary reason for its overal
success. He has worked |l ong hours, been intimately involved in
managi ng petitioner’s business, and cl osely supervised all of
petitioner’s investnent and trading activities.

In contrast to the evidence concerning M. Wchsler, the

evi dence is sketchy concerning the work perforned by Ms.
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Wechsler and G| bert, the hours they worked, and their inportance
to petitioner’s business. Petitioner offered no testinony from
either Ms. Wechsler or Glbert. Al though Ms. Wchsler had
previously worked in the financial industry, she had not worked
outside her hone fromthe late 1970s until July 14, 1998, when
petitioner hired her and agreed to pay her m ni num annual
conpensati on of about $500,000. Upon being hired by petitioner,
she becane petitioner’s secretary and a director. She becane a
full registration/general securities representative in February
1999 and a general securities principal in June 1999. M.
Wechsl er estimated that during petitioner's 1999 fiscal year she
devoted 70 percent of her tinme to office managenent and 30
percent to portfolio research

The credi bl e evidence of record is even nore vague
concerning what, if any, “consulting work” Gl bert performed for
petitioner during petitioner’s 1992 and 1993 fiscal years.
G lbert already worked full tinme as a lighting designer at the
Metropolitan Opera. In his testinony, M. Wechsler essentially
clainmed that G| bert spent an unspecified anount of tine in
petitioner’s office, consulted with M. Wchsler on scientific
and technical matters, and was al so going to help introduce M.
Wechsler to potential investors (ostensibly people whom G | bert
knew from working at the Metropolitan Opera over the years) in

t he hedge fund M. Wechsler was then contenpl ating establishing.
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W find M. Wechsler’s testinony self-serving and unconvi nci ng. 1°
We note that petitioner offered no other evidence (e.g.,
testinony fromG | bert, petitioner’s other enployees, or
potential investors) that Gl bert perforned any services for
petitioner. W infer that petitioner’'s failure to offer such
evi dence neans such evi dence woul d have been unfavorable to

petitioner’s case. See Wchita Term nal Elevator Co. V.

Comm ssioner, 6 T.C 1158, 1165 (1946), affd. 162 F.2d 513 (10th

Cr. 1947).
This factor supports petitioner with respect to the
conpensation paid to M. Wchsler and respondent with respect to

the conpensation paid to Ms. Wchsler and Gl bert.

10 M. Wechsl er acknow edged that petitioner’s 1992 and
1993 paynents to Glbert were, in unspecified part, for Glbert’s
agreeing to the estate tax installnment paynent el ections nmade by
their father’s and nother’s estates. M. Wchsl er explained that
G lbert (as either cofiduciary or cobeneficiary of their parents
respective estates and the trusts established by their father)
greatly hel ped petitioner and M. Wchsler by agreeing to el ect
to pay the estate taxes owed by the two estates on the
install ment basis. He said that the install nment tax paynment
el ections allowed petitioner to keep nore of its capital to use
in its business, because petitioner then did not have to redeem
i mredi ately substantially nore preferred shares in order to pay
the estate taxes owed. Gl bert’s actions as a cofiduciary of the
estates in making the el ections, however, do not constitute work
performed for petitioner. Petitioner does not argue that its
paynments to Glbert for his agreeing to the installnent paynent
el ections are otherw se deducti bl e under sec. 162 as ordinary
and necessary business expenses (other than conpensation)
directly connected with or proximately resulting from
petitioner’s business. See secs. 161, 162(k), 261, 263;
Kornhauser v. United States, 276 U.S. 145, 153 (1928).
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B. Comparison Wth O her Conpani es

This factor conpares the enpl oyee’ s conpensation wth that

paid by simlar conpanies for simlar services. Rapco, Inc. v.

Conmi ssi oner, supra at 954-955: Elliotts, Inc. v. Conni Ssioner,

supra at 1246; see sec. 1.162-7(b)(3), Inconme Tax Regs.

The record reflects that petitioner functioned as a broker-
dealer during all the years in issue, that it had substanti al
investnments in mcro-cap stocks as well as other securities
during those years, and that it sharply reduced its activities as
a broker-dealer in 1997 to concentrate on its own trading and
investnments. We find that the parties’ experts failed to show
that their surveys identified any securities investnent and
tradi ng conpanies simlar to petitioner whose chief executive
of ficers or principal managers rendered services simlar to M.
Wechsler’s. Indeed, petitioner’s second expert, M. Dorf,
acknow edged that petitioner is very different from other broker-
deal ers and that he could not find any broker-deal ers reasonably
conparabl e to petitioner against whom petitioner could directly
be conpared or neasured. Consequently, with respect to the
reasonabl eness of the conpensation paid by petitioner to M.

Wechsler, this factor is neutral. Label graphics, Inc. V.

Comm ssi oner, 221 F.3d 1091, 1098 (9th G r. 2000), affg. T.C

Meno. 1998-343.
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Al so, no expert testinony was given concerning the
reasonabl eness of the conpensation paid by petitioner to either
Ms. Wechsler or Glbert. No attenpt was nade to conpare the
conpensation paid to Ms. Wchsler or Glbert with the
conpensation paid to enployees rendering simlar services in
simlar conpanies, nor is the Court convinced that their services
were uni que, making any attenpt at conparisons fruitless. As
with petitioner’s failure to offer evidence with respect to the
services Glbert perforned for petitioner, we infer that
petitioner’s failure to offer conparative evidence neans such
evi dence woul d have been unfavorable to petitioner. See Wchita

Term nal Elevator Co. v. Conm ssioner, supra. Consequently, with

respect to the conpensation petitioner paid to Ms. Wchsler and
G lbert, this factor is negative.

C. Character and Condition of the Conpany

This factor considers the conpany’ s character and condition.
Rel evant considerations are the conpany’s size as neasured by its

sal es, net incone, or capital value; the conplexities of the

busi ness; and general economi c conditions. Rapco, Inc. V.

Conmi ssioner, 85 F.3d at 954-955; Eliotts, Inc. v. Conm ssioner,

716 F.2d at 1246.
Petitioner was a relatively small broker-deal er that had
secured a prom nent market niche as a specialist in convertible

securities. It enjoyed an excellent, |ongstanding reputation for
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its expertise as a market meker in convertible securities. From
1992 until 1997, petitioner listed and traded as a market maker
approxi mately 350 convertible securities, a far greater nunber of
securities than its conpetitors.

In 1992, petitioner noved its office fromNew York Cty to
M. Kisco, New York. Shortly thereafter, it outsourced its back-
of fice operation, resulting in a substantial reduction in the
nunber of its enployees. Even before 1997, petitioner and M.
Wechsler had started to change the focus of petitioner’s business
on account of changed business conditions for market nakers in
convertible securities. In 1997, petitioner sharply reduced the
nunber of convertible securities and stocks it listed and traded
as a market maker and deci ded to enphasize trading and investing
for its owm account. That resulted in a further decrease in
petitioner’s enpl oyees and nanagenent team nenbers.

In sum both before and during the years in issue,
petitioner was a successful, well-nmanaged, but relatively small
i nvestnent and trading conpany with a very | ean managenent team
This factor supports petitioner.

D. Conflict of Interest

This factor exam nes whether a relationship exists between
t he conpany and the enployee that m ght permt the conpany to
di sgui se nondeducti bl e corporate distributions as section

162(a) (1) conpensation paynents. Thus, close scrutiny nust be
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gi ven where the paying corporation is controlled by the

conpensat ed enpl oyee, as in the instant case. Rapco, Inc. v.

Conmi ssi oner, supra at 954-955: Elliotts, Inc. v. Conni ssioner,

supra at 1246-1247. Also, the existence of a famly relationship

may indicate that the terns of a conpensation arrangenent may not

have been the result of a free bargain. Elliotts, Inc. v.

Conmi ssi oner, supra at 1246. However, the nere fact that the

i ndi vi dual whose conpensation is under scrutiny is the sole
shar ehol der of the conpany, even when coupled with an absence of
di vi dend paynents, “does not necessarily lead to the concl usion
that the anount of conpensation is unreasonably high.” 1d.
I nstead, the fact finder is further to adopt the perspective of
an i ndependent investor in determ ning whether the investor would
be satisfied with the conmpany’s return on equity after the
conpensation in issue was paid. 1d. at 1247.

Clearly, M. Wchsler’'s relationship to petitioner
i nfluenced petitioner’s paynents of conpensation to Ms. Wchsler
and G | bert, sone or all of which were not reasonable
conpensation for services rendered to petitioner and, we suspect,
wer e disguised dividends to M. Wechsler. W thus carefully
exam ne petitioner’s corporate notives in making the paynents in
guestion to M. Wechsler.

As set forth in our findings, principal managers of

financial industry investnment and tradi ng conpanies typically
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receive a substantial portion of their annual conpensation from
i ncentive conpensation or bonuses tied to their conpany’s
earnings and profitability for that year. Yet, contrary to
petitioner’s experts’ (Messrs. Matthews’'s and Dorf’s) clainms, no
strong |inkage exi sted between petitioner’s financial performance
in a given year and M. Wchsler’s bonuses and total conpensation
for that year. W agree with respondent’s expert, M. Hakal a,
that petitioner’s conpensation practice as to M. Wchsler would
put an i ndependent investor in the highly di sadvant ageous
position of absorbing all the downside in petitioner’s bad years
whi |l e causing that investor to share inadequately in the upside
in petitioner’s good years. In our opinion, all of the foregoing
strongly indicates that the $37.992 million petitioner paid M.
Wechsl er from 1992 t hrough 1998 was not reasonabl e conpensati on,
and he was overconpensated during the 1992 through 1999 years in

i ssue. See Rapco, Inc. v. Conm ssioner, supra at 955 (sustaining

Tax Court’s determ nation as to unreasonabl eness of controlling
shar ehol der’ s conpensati on because, anong other things, (1)

t axpayer-corporation’s conpensation schene was bonus-heavy and
sal ary-light, suggesting nmasked dividends, (2) taxpayer could
point to no consistent nethod for bonus cal culation, and (3) as

ultimate deci sion-nmaker as to his own pay, controlling
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sharehol der had a definite conflict of interest).! This factor
strongly supports respondent.

E. | nternal Consi stency in Conpensati on

This factor focuses on whether the conpensation was paid
pursuant to a structured, formal, and consistently applied
program Bonuses not paid pursuant to such plans are suspect.
Simlarly, bonuses paid to controlling sharehol ders are al so
suspect “if, when conpared to sal aries paid non-owner managenent,
they indicate that the | evel of conpensation is a function of

owner shi p, not corporate managenent responsibility.” Elliotts

Inc. v. Conmm ssioner, 716 F.2d at 1247; see al so Rapco, Inc. V.

Conmi ssioner, 85 F.3d at 954.

1 On brief, petitioner argues that M. Wchsler’s
conpensation for nost of the years in issue should be considered
reasonabl e because three other unrel ated sharehol ders in
petitioner--M. dickman, M. Zeeman, and M. Sol onon- -
purportedly approved that conpensation. Petitioner’s reliance
upon M. dickman’'s, M. Zeeman's and M. Sol onon’s all eged
approval of the conpensation petitioner paid M. Wchsler,
however, is msplaced. M. Wechsler was petitioner’s controlling
shar ehol der and owned a majority of its commobn shares sufficient
to elect a ngjority of petitioner’s directors. |In contrast, M.
dickman, M. Zeeman, and M. Sol onon (who were also full-tinme
enpl oyees and officers of petitioner) owned small mnority stock
interests in petitioner. Their continued enpl oynent was subject
to M. Wechsler’s authority. M. Gickman, M. Zeeman, and M.
Sol onon thus cannot substitute for the inactive, hypothetical
i ndependent investor under the independent investor test adopted
by the Court of Appeals for the Second Circuit and other courts.
See Rapco, Inc. v. Conmm ssioner, 85 F.3d 950, 954-955 (2d Cr
1996), affg. T.C. Meno. 1995-128; Elliotts, Inc. v. Conm Ssioner,
716 F.2d 1241, 1245, 1247 (9th Cr. 1983), revg. T.C Meno. 1980-
282; Haffner’'s Serv. Stations, Inc. v. Conmm ssioner, T.C Meno.
2002-38, affd. 326 F.3d 1 (1st Cir. 2003).
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As previously discussed, M. Wechsler was paid | arge bonuses

even in petitioner’s down and | oss years. Contrary to the clains

of petitioner’s experts, no strong |inkage existed between the

bonuses and total conpensation paid to M. Wchsler for a given

year and petitioner’s financial performance for that year.

Nei t her petitioner nor its experts established any consi stent

met hod for calculating M. Wchsler’s bonuses for the years in

i ssue.'® See Rapco, Inc. v. Conmissioner, supra at 955.

Wth respect to Ms. Wechsler’s conpensation for
petitioner’s 1999 fiscal year, she started working for petitioner
that year and al so served as petitioner’s secretary and a nenber
of its board. Petitioner paid her a $178,154 salary and a
$308, 000 bonus for that year. Petitioner’s 1999 fiscal year
FOCUS report reflects negative earnings before Federal incone tax

(EBFIT) of $15,768,385 and substantial declines in retained

12 As discussed infra, sone of petitioner’s other enployees
recei ved bonuses for petitioner’s 1999 fiscal year--a bad year
for petitioner. W have no reason to question the arm s-|length
nature and reasonabl eness of the 1999 bonuses paid to those
enpl oyees who (unli ke Ms. Wechsler) were unrelated to M.
Wechsler. W believe, however, that the method used to
conpensate M. Wechsler should differ materially fromthe nethod
used to conpensate petitioner’s other enployees, in |light of the
crucial inportance of M. Wechsler’s services to petitioner and
petitioner’s business. W think an independent investor, to
secure M. Wechsler’'s services in an arm s-length arrangenent, on
t he one hand, woul d have to provide a nethod whereby M. Wechsler
potentially could earn nmuch hi gher annual pay from petitioner
than petitioner’s other enployees. Such a nethod for reasonably
conpensating M. Wchsler, on the other hand, would al so cl osely
tie his annual bonuses to petitioner’s earnings and profitability
in a given year.
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earnings and capital stock. Notw thstanding petitioner’s poor
performance for its 1999 fiscal year, Ms. Wechsler received a
substantial 1999 bonus of $308,000. The record reflects that
(except for M. Wechsler) petitioner’s other enpl oyees received
far | ower bonuses for the 1999 fiscal year than Ms. Wchsler
received. For exanple, petitioner paid Matt Dickinson (its vice
presi dent and a principal, who had worked for petitioner since
January 1989) a 1999 salary of $149,969 and a 1999 bonus of
$115,768; petitioner paid Mchael Revy (its vice president and a
principal, who had worked for petitioner since August 1998) a
1999 sal ary of $208,000 and a 1999 bonus of $188,000; it paid M.
Mttentag (its chief financial officer) a 1999 salary of $179, 385
and a 1999 bonus of $43, 461.

M. Wechsler set the ampbunts of petitioner’s 1999 paynents
to Ms. Wechsler. According to M. Wchsler, Ms. Wchsler
agreed to work for petitioner only if she were paid at |east
about $500, 000 annual ly. That $500, 000 mi ni rum annual pay to
her, however, is substantially higher than the 1999 annual
sal aries of the aforenmentioned officers who were unrelated to M.
Wechsler and is also significantly higher than M. Wchsler’s

1992 through 1998 annual salaries.®® W are unpersuaded that

13 On brief, petitioner argues that Ms. Wchsler’'s
conpensation and G | bert’s conpensati on were reasonabl e when
conpared to the conpensation paid certain other enpl oyees of
petitioner, such as M. Lobel, who was paid $434,000 for fiscal
year 1998. Petitioner notes that respondent did not chall enge

(continued. . .)
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there was internal consistency in salary paynents throughout
petitioner’s ranks. This factor also strongly favors respondent.

F. M. Wechsler's Loans to Petitioner

In sone circunstances, a key enpl oyee-sharehol der’s
interest-free loans to the corporation may weigh in favor of

hi gher conpensation to that enployee. See Omensby & Kritikos,

Inc. v. Conmm ssioner, 819 F.2d at 1325 n. 33 (noting that key

enpl oyee- sharehol ders’ personal guaranties of |oans to the
corporation also weighed in favor of nunificent conpensation, but
stating that the record was unclear as to the riskiness of the

loans); RJ. Nicoll Co. v. Comm ssioner, 59 T.C. 37, 51 (1972)

(simlar).

M. Wechsl er nmade short-term cash |loans to petitioner during
Sept enber and Cctober 1998. During those nonths, beginning on
Septenber 1, M. Wechsler made | oans to petitioner totaling

$2, 562, 400 which petitioner repaid between Septenber 24 and

13(...continued)
petitioner’s deduction of the conpensation paid to those
enpl oyees. Petitioner, however, has made no neani ngful attenpt
to conpare the qualifications of and services rendered by those
enpl oyees to the qualifications of and services rendered by Ms.
Wechsler and Glbert. As a result, we have no way of know ng how
simlar the services perfornmed by those other enpl oyees were to
the services performed by Ms. Wechsler and G| bert. Moreover
t hose ot her enployees (unlike Ms. W-chsler and Gl bert) were
unrelated to M. Wechsler. Presumably, M. Wchsl er determ ned
and set the conpensation that petitioner paid to those other
enpl oyees (who were not close famly nenbers of M. Wchsler) in
an arm s-length manner. The same cannot be said of the
conpensation M. Wechsler had petitioner pay to his wife and to
hi s brother.
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Cctober 21. On October 8, 1998, M. Wechsler lent petitioner
securities with a market value of $1,479,453. Six days later, on
Cct ober 14, 1998, petitioner returned those securities to M.
Wechsler. Petitioner fails to suggest an appropriate interest
rate by which to nmeasure any inplicit interest paynent to M.
Wechsl er on account of those loans. For sinplicity, we shall
assunme an annual interest rate of 10.4 percent (0.0285 percent a
day, based on a 365-day year), ! no conpounding, the total of the
cash | oans, $2,562,400, to be outstanding for 51 days, and the
securities |oan, value of $1,479,453, to be outstanding for 7
days. Interest forgone on the cash |oans and the security | oan
woul d be $37, 245 and $2, 952, respectively, for a total of
$40,197. We shall take that amount into account in determ ning
reasonabl e conpensation to M. Wchsler for fiscal year 1999.

V. Reasonabl e Conpensati on Det erni nati ons

A. Reasonabl e Conpensation to Ms. Wchsl er

In the light of the preceding discussion, we conclude that
the $486,154 in total conpensation petitioner paid Ms. Wchsler
for its 1999 fiscal year is not reasonabl e conpensation and that
petitioner overconpensated her for that year. W think, however,
t hat reasonabl e conpensation to her for that year exceeds the

$150, 000 respondent allowed in the notice of deficiency. Bearing

4 The interest rate of 10.4 percent is the annual rate of
return that M. Matthews determ ned woul d be satisfactory to an
i ndependent equity investor.
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heavi |y agai nst petitioner since the inexactitude in this case is
of its own nmaking, and using our best judgnent, we concl ude that
reasonabl e conpensation to Ms. Wechsler for petitioner’s 1999
fiscal year is $253,154. This $253,154 in reasonable
conpensation includes the $178,154 in annual salary that
petitioner paid her and a $75, 000 bonus to her for that year.

See Cohan v. Conmi ssioner, 39 F.2d 540, 544 (2d Gr. 1930). W

hol d that petitioner can deduct this $253,154 in reasonable
conpensati on under section 162(a)(1) for that year. W further
hol d that petitioner cannot deduct the remaining $233,000 in
conpensati on (above the $253, 154 we have determ ned to be
reasonable) that it paid Ms. Wechsler for that year. See secs.
1.162-7(a), 1.162-9, Incone Tax Regs.

B. Reasonabl e Conpensation to G| bert

Petitioner has failed to establish that any portion of the
anpunts in issue paid by petitioner to Glbert for its 1992 and
1993 fiscal years is reasonabl e conpensation. Petitioner has not
persuaded us that Gl bert perfornmed any services of value for
petitioner during the years in issue. Consequently, we sustain
respondent’s determ nations that the $80,359 and $108, 097 paid by
petitioner to Glbert for its 1992 and 1993 fiscal years,
respectively, are not deductible by petitioner under section

162(a) (1).
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C. Reasonabl e Conpensation to M. Wchsler

1. | nt roducti on

We believe that an appropriate nethod for reasonably
conpensating M. Wchsler for each of the years in issue should
be based upon his receiving (1) an annual salary and (2) an
annual bonus that is closely tied to petitioner’s earnings and
profitability for that year. W reach that concl usion because we
are persuaded by respondent’s expert (M. Hakala) of the
appropri ateness of that nmethod. W are not persuaded by the
approach of either of petitioner’s experts. Qur reasons follow

2. Expert Testi nony

a. Petitioner’'s Experts

i M. Mtthews

We give little if any weight to M. Matthews’ s opi nion
concerni ng the reasonabl eness of the conpensation petitioner paid
M. Wechsler for the years in issue to the extent it is based on
hi s conpari sons between petitioner and the 27 broker-deal ers he
exam ned. We are persuaded by M. Dorf that M. Matthews’s
approach in drawi ng an anal ogy between petitioner and the 27
broker-dealers is unreliable because of the disparity in size

bet ween petitioner and those conpanies. See B & D Founds., Inc.

v. Comm ssioner, T.C Meno. 2001-262 n.25 (rejecting expert’s

assunption that same mat hematical relationship, calcul ated

t hrough regressi on anal ysis, between various surveyed conpanies’
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sal es or net inconme and those conpanies’ conpensation to their
executives, should hold equally true for taxpayer-corporation;
surveyed conpani es were nmany tines the size of taxpayer and were
not reasonably conparable to taxpayer).

Nor has M. Matthews convinced us that an independent
i nvestor would be satisfied with the 10. 4-percent conpounded
annual rate of return on petitioner’s common stock that M.
Mat t hews conputed for petitioner’s 1992 through 1998 fi scal
years. M. Matthews’'s witten testinony is contained in two
reports, an initial report and a report nade in rebuttal to the
testinony of respondent’s expert, M. Hakala (the rebuttal
report). The initial report contains no support for M.
Mat t hews’ s concl usi on beyond his claimthat the 10.4-percent rate
of return “would be highly satisfactory to nost equity
investors.” In the rebuttal report, M. Mtthews conpares
petitioner’s return on equity with 17 publicly traded broker-
dealers and finds the returns provided by petitioner to be
satisfactory to a hypothetical investor. He also uses a
financial tool, the capital asset pricing nodel, to determne the
return an investor would expect for an investnent in petitioner’s
common stock. He determ nes that the expected return on
petitioner’s common stock is satisfactory by conparing that
return to the cost of equity determ ned under the capital asset

pricing nodel using data with respect to “beta” (a neasure of the



- 62 -
risk that conpares the volatility of a specific stock to the
mar ket as whol e) representing the nedian beta for six “smaller”
publicly traded broker-deal ers.

M. Matthews has failed to persuade us of the reliability of
his return-on-equity conparison between the 17 broker-deal ers and
petitioner because he has failed to convince us that the 17
br oker-deal ers are conparable to petitioner, whose busi ness
interests were varied, as described in our findings of fact, and
i nclude an increasing concentration on its own proprietary
trading and short-termand long-terminvestnents. He has
li kewi se failed to persuade us that his capital asset pricing
nodel analysis is reliable because he has failed to persuade us
of the conmparability to petitioner of the six publicly traded
“smal | er” conpanies that he used to determ ne beta.

We al so question whether a 10. 4-percent conpounded annual
rate of return would be “highly satisfactory” to an i ndependent
investor in petitioner when conpared to the conpensation paid to
petitioner over the 1992 through 1998 period. M. Matthews's
cal cul ations show that petitioner’s adjusted commopn stock equity
i ncreased by $14.546 million, from$14.533 million to $29. 079
mllion during that period. For that sane period, petitioner
conpensated M. Wechsler $37.992 million. That $37.992 nillion
is nore than 2.5 tines the $14.546 million increase in

petitioner’s adjusted common stock equity. Thus, for each dollar
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of increase in equity over 1992 through 1998, petitioner paid M.
Wechsl er $2.50. Wile that may be an appropriate fee for
winging profits out of sone dubious investnment, it seens
unr easonabl e for producing a conpound rate of return of only 10.4
percent over 7 years when, according to M. Matthews’s rebuttal
report, the average risk-free rate of return during each May of
1992 through 1998 was approximately 7 percent. Moreover, the
$37.992 mllion paid to M. Wechsler is substantially nore than
even petitioner’s own adjusted common stock equity of $29.079
mllion and total adjusted (common and preferred) stock equity of
$30. 147 mllion at the end of petitioner’s 1998 fiscal year. M.
Matt hews has failed to convince us that, for the 10. 4-percent
conpound rate of return M. Wechsler produced for petitioner’s
1992 through 1998 fiscal years, an independent investor would
approve of paying him $36.497 mllion in total conpensation.
ii. M. Dorf

M. Dorf, while recognizing that M. Wchsler’s conpensation
in 1994 and 1998 was “hi gher than expected” (and, presunably,
therefore, nore than reasonable), was of the opinion that the
average (%4, 752,721) of the anbunts of conpensation paid M.
Wechsl er for the 8 years in question was “justified and

reasonable”.® M. Dorf based his conclusions on a nunber of

1 During the 8 years in question, the range of M.
Wechsl er’ s annual conpensation was $6, 097,000, froma | ow of
$1, 390,000 (for 1997) to a high of $7,487,000 (for 1998). M.
(continued. . .)
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considerations, including petitioner's performance, M.
Wechsler’s responsibilities to, and the services he provided for,
petitioner, as well as general econom c conditions and the nature
of petitioner’s business. However, M. Dorf did not give weight
to these factors. Nor did he provide a nethod of anal ysis that
an i ndependent investor could use to determ ne whether M.
Wechsl er’s conpensation was reasonabl e or unreasonable in a given
year. He merely concluded w thout explanation that, in the |ight
of the factors he considered, M. W-chsler’s average conpensation
was reasonable. M. Dorf’s “trust-nme” approach does not aid us
substantially in determ ni ng whet her an i ndependent investor
woul d be satisfied in any given year with the conpensati on paid
M. Wechsl er or whether that paynent was reasonable, within the
meani ng of section 162(a)(1).

iii. Conclusion

Nei t her of petitioner’s experts’ approaches provides a
reliable nethod for determ ning whether the anmounts of
conpensation paid to M. Wchsler during the years in issue were
reasonabl e.

b. Respondent’s Expert

M. Hakal a opined that the base salaries paid M. Wchsler

t hroughout the rel evant period were reasonable but that the

15, .. conti nued)
Dorf’s average differs fromthe average (%4, 748,971) we calcul ate
fromthe annual conpensation anounts stipulated by the parties.
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bonuses paid were unreasonable. M. Hakala based his opinion on
conpensation practices in the investnent industry. He opined
that, in the investnent industry, managenent is typically paid 20
percent of pretax profits as incentive conpensation. M. Hakala
opi ned that 20 percent of petitioner’s pretax profits would have
been reasonabl e as incentive conpensation for all of petitioner’s
enpl oyees. M. Hakala split the resulting pool of incentive
conpensation 60/40, with M. Wchsler receiving 40 percent as a
reasonabl e bonus. Thus, in M. Hakala' s view, a reasonabl e bonus
for M. Wechsler during the years at issue would have been equal
to 40 percent of 20 percent of petitioner’s profits (8 percent of
petitioner’s profits). Wile we agree wwth M. Hakala's
percent age-of -profits approach to determ ning incentive
conpensation, we think his allocation to M. Wchsler is
unr easonably | ow.

That allocation aside, we agree with M. Hakala’s
percent age-of -profits approach for the follow ng reasons. During
the years at issue, petitioner engaged in a range of activities.
The conpany acted as a broker earning conm ssion incone, as a
mar ket maker earning incone through the spread between its bid
and ask prices, as a selling agent for underwiters, and as a
proprietary trader exploiting sophisticated investnent strategies
in the convertible bond market. As M. Hakala has shown, the

concentration of petitioner’s operations make it distinguishable
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fromthe broker-dealers M. Matthews identified. Though
petitioner’s endeavors covered a range of activities during the
rel evant period, proprietary trading was responsi ble for nost of
its revenue, and conm ssions generated only a small percentage.
(According to the report of petitioner’s expert, M. Dorf, during
the audit period petitioner reaped only 0.4 percent of its inconme
from conmm ssions, whereas nost of its income canme fromits
i nvestnents.)

Because petitioner carried on a unique m x of investnent

services and trading operations, it would be difficult, if not
i npossible, to neatly classify its business. Rather, at best,
petitioner could be described only as a business offering a
uni que conbi nation of financial services and investnents. Thus,
in determ ning reasonabl e incentive conpensation for M.
Wechsler, we are unable to |look to the conpensation practices of
any single business or any single type of business for guidance.
Rat her, we nmust | ook nore generally to conpensation practices in
the investnent industry.

As a basis for determ ning reasonable incentive conpensation
for M. Wechsler, we therefore adopt M. Hakal a’s percent age- of -
profits approach, which he argues is customary in the investnent
i ndustry. According to M. Hakala s cal cul ati ons, an independent
investor in petitioner would have received a reasonable return on

equity had petitioner’s incentive conpensation been |imted to 20
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percent of petitioner’s profits. M. Hakala conpared his
calculated return for petitioner wwth the returns an i ndependent
i nvestor woul d have received by investing in other investnents
consisting of simlar securities.

Whil e we adopt M. Hakal a’s percentage-of-profits approach,
we believe that a 20-percent-of-profits bonus pool divided 40/60
between M. Wechsl er and ot her bonus-paid enpl oyees woul d under -
conpensate M. Wechsler, rewarding himwith only 8 percent of
petitioner’s annual pre-bonus profits. In conparison to the
ot her financial industry conpanies that M. Hakal a exam ned,
petitioner is a small company that had a nmuch small er workforce
and an extrenely | ean managenent team Followng its nove to M.
Ki sco, New York, and the outsourcing of its back-office
operations, petitioner in late 1992 had approxi mately 20
enpl oyees. By 1999, the nunber of petitioner’s enpl oyees
decreased to 12. Consideration of petitioner’s relatively smal
si ze and wor kforce, we believe, denonstrates M. Wchsler’s
i ndi spensable role in the success of petitioner’s business. W
have no basis for concluding that the chief executives of the
conpani es M. Hakal a surveyed provided simlar services and
shoul dered responsibilities conparable to the services M.
Wechsl er provided and the responsibilities he shoul dered. M.
Wechsl er organi zed petitioner, served as its principal manager,

wor ked | ong hours, ensured its conpliance with all relevant
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regul ations, and closely supervised all of its investnent and
trading activities. In essence, M. Wechsler single-handedly
managed the business during the years at issue, and an
i ndependent investor holding equity in petitioner would have been
i nvesting predomnantly, if not exclusively, in the trading and
busi ness judgnent of M. Wchsler.

3. Reasonabl e Conpensati on

W believe that the foregoing analysis justifies nore
conpensation to M. Wchsler than that determ ned by M. Hakal a,
and an appropriate nethod for reasonably conpensating M.
Wechsl er for each of the years in issue should be based upon his
receiving (1) an annual salary and (2) an annual bonus that (A)
reflects his virtually exclusive responsibility for petitioner’s
achi evenents and (B) is closely tied to petitioner’s earnings and
profitability for each year.

In evaluating petitioner’s annual financial perfornance
during the years in issue, all three experts (Messrs. Dorf,
Hakal a, and Matthews) used the earnings reported in petitioner’s
annual FOCUS reports, recognizing that those earnings were
conputed by marking to market all securities petitioner then
hel d, including those held for investnent. Messrs. Dorf, Hakal a,
and Matthews each considered petitioner’s annual FOCUS report
earnings to be a nore accurate indicator of petitioner’s

financial performance in a given year than the earnings reported
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on petitioner’s tax returns, and we accept that aspect of their

opi ni ons.

We concl ude that reasonabl e conpensation to M. Wchsler for

the years in issue would include petitioner’s paynment to him of

(1) the annual salaries he received, (2) for 1999, a paynent of

$40,917 to reflect interest, and (3) a yearly bonus equal to 20

percent of petitioner’s adjusted EBFIT before petitioner’s
paynent of any bonus to M. Wechsler for that year.?®

Usi ng the above nethod for determning M. Wchsler’s
we cal cul ate that

conpensati on, reasonabl e conpensation to M.

Wechsl er for petitioner’s 1992 through 1999 fiscal years in issue
is as foll ows:
Annual Adj. EBFIT  Annual Bonus?®
FYE May 31 Sal ary Adj . EBFIT! Bef ore Bonus? and | nterest Total Conp.
1992 $390, 000 $4, 002, 465 $8, 002, 465 $1, 600, 493 $1, 990, 493
1993 390, 000 6, 281, 781 10, 781, 781 2, 156, 356 2,546, 356
1994 390, 000 (1,910, 871) 4,789, 129 957, 826 1, 347, 826
1995 405, 000 6,404,771 11,859, 771 2,371,954 2,776, 954
1996 390, 000 12,927, 869 17,927, 869 3,585,574 3,975,574
1997 390, 000 (4,295, 611) (3,295, 611) - 0- 390, 000
1998 415, 000 2,911,631 9, 983, 631 1, 996, 726 2,411,726
1999 571, 694 (15, 535, 385) (14, 612, 309) 40, 197 611, 891

1 EBFIT for that year, plus (if any) disallowed, nondeductible conpensation for
that year paid by petitioner to Ms. Wechsler or Glbert.

2 Adjusted EBFIT for that year, plus Decenber and May bonuses for that year
actually paid by petitioner to M. Wechsler.

8 Equal to 20 percent of adjusted EBFIT before bonus for that year (rounded to

nearest dollar) plus, for 1999, $40,197, as a paynent of interest.

6 Petitioner’s adjusted EBFIT is the EBFIT reported on its

FOCUS report for that year,
nondeducti bl e conpensati on petitioner

Wechsler or Gl bert.

i ncreased by any disal | owed,
paid for that year to Ms
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For petitioner’s 1992 through 1999 fiscal years in issue, this
results in reasonabl e conpensation to M. Wchsler totaling
$16, 050, 820.
We estimate that this results in petitioner’s having a
conpounded annual return on its revised common stock equity,
adj usted for deferred taxes, of approximtely 16.3 percent for

its 1992 through 1998 fiscal years. That calculation is as

fol | ows:
Revi sed Adj . Conmpounded

Adj . Common Comon St ock Annual Annual

Stock Equity Equity Rat e of Rat e of

FYE May 31 (mllions)? (mllions)? Ret ur n® Ret ur n*
1991 $14. 533 $14. 533 -- --

1992 16. 924 18. 412 26. 7% 26. 7%
1993 19. 828 22.768 23.7 25.2
1994 18. 100 24. 485 7.5 19.0
1995 22.893 31.128 27.1 21.0
1996 30. 177 39. 261 26.1 22.0
1997 27.591 37. 205 (5.2) 17.0
1998 29. 079 41. 738 12.2 16. 3
1999 19. 539 32. 868 (21.2) 10.7

! Common stock equity per annual FOCUS report, |ess deferred
t axes.

2 Adj usted common stock equity, plus cunul ative esti mated
additional after-tax earnings attributable to petitioner’s
i ncreased positive taxable inconme for prior years and current
year from di sal | owed, nondeducti bl e conpensation paid to M.
Wechsler, Ms. Wchsler, and G| bert, assum ng those increases in
positive taxable inconme were subject to conmbi ned Federal and
State incone taxes equal to 40 percent.

3 Increase or decrease for that year in revised adjusted
common stock equity, divided by revised adjusted comon stock
equity at begi nning of that year.

4 Conput ed using a present-val ue-future-val ue fornula where:
Present val ue equal s revi sed adjusted comobn stock equity of
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$14.533 mllion on June 1, 1991; future val ue equal s revised
adj usted common stock equity at the end of the period in
question; and n equals the nunber of years from June 1, 1991,
t hrough the end of that period.

We think an i ndependent investor would be satisfied with a
16. 3- percent conpounded annual return on petitioner’s revised
adj usted common stock equity fromJune 1, 1991, through May 31,

1998.

W find that $16, 050,820 is reasonabl e conpensation to M.
Wechsl er for the 1992 through 1999 fiscal years in issue, and is,
therefore, deductible by petitioner under section 162(a)(1) for
t hose years in the amounts shown. For sone of the years in
i ssue, however, we have found that reasonable conpensation paid
to M. Wechsler is less than allowed by respondent. On March 23,
2005, shortly after the trial began, respondent noved for | eave
to amend his answer in order to assert increased deficiencies for
the years in issue above those determned in the notice of
deficiency, in the light of the expected testinony of
respondent’s expert, M. Hakala. The tine for respondent to
amend his answer w thout |eave had expired on Septenber 1, 2004.
See Rule 41(a). On March 23, 2005, we deni ed respondent’s notion
because of the lateness of its filing on the day of trial and
refused to all ow respondent to seek such increased deficiencies.
We shall, therefore, not redeterm ne a deficiency for any year in
i ssue greater than respondent determned in the notice for that

year.



VI . Concl usion

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




