Davis & Sons, Inc. v. Commissioner, T.C. Memo. 1949-108

Compensation paid to a company’s sole shareholder is subject to heightened
scrutiny to determine if it constitutes a reasonable allowance for services rendered
or a disguised dividend.

Summary

Davis & Sons, Inc. sought to deduct a substantial compensation payment to its sole
shareholder, Davis. The Commissioner argued the payment was unreasonably high
and disallowed a portion of the deduction. The Tax Court held that while an
incentive-based compensation contract existed before Davis became the sole owner,
the arrangement was no longer an arm’s-length transaction. Therefore, the
deduction was limited to a reasonable allowance for services rendered, as
determined by the Commissioner, because the company failed to prove the
compensation was reasonable.

Facts

Davis entered into an incentive contract with a General Motors subsidiary to
manage an outlet. This agreement allowed him to acquire stock in the company.
Eventually, Davis became the sole owner of Davis & Sons, Inc. In 1946, the company
paid Davis a salary and bonus of $27,655.73, which it sought to deduct as a business
expense. The Commissioner determined that a reasonable allowance for Davis’s
compensation was only $14,643.24.

Procedural History

Davis & Sons, Inc. challenged the Commissioner’s determination in the Tax Court,
seeking to deduct the full amount of compensation paid to Davis.

Issue(s)

Whether the compensation paid to Davis, the sole shareholder of Davis & Sons, Inc.,
was a reasonable allowance for services rendered under Section 23(a)(1)(A) of the
Internal Revenue Code, or whether it constituted a disguised dividend.

Holding

No, because after Davis became the sole owner, the compensation agreement was
no longer an arm’s-length transaction, and the company failed to provide sufficient
evidence that the compensation paid was reasonable in relation to the services Davis
provided to the company.

Court’s Reasoning

The Tax Court reasoned that the original incentive contract was an arm’s-length

© 2025 SCOTUSreports.com. All rights reserved. | 1



transaction intended to incentivize Davis to build a profitable business. However,
once Davis became the sole owner, this dynamic changed. The Court stated: “For a
sole owner to pay himself a bonus as an incentive to do his best in managing his own
business is nonsense.” The court emphasized that any contract between Davis and
the corporation after he became sole owner would not be at arm’s length. The court
considered factors such as the relationship of compensation to net income, capital,
compensation of others, dividend record, opinion evidence, and salaries paid in
earlier years. It concluded that the company failed to provide sufficient evidence to
prove that the compensation exceeding the Commissioner’s determination was
reasonable. The court inferred that amounts paid above reasonable compensation
were likely disguised dividends, which are not deductible.

Practical Implications

This case highlights the heightened scrutiny given to compensation paid to
shareholder-employees, particularly in closely held corporations. It establishes that
pre-existing compensation agreements may not be automatically considered
reasonable once the employee becomes the sole or majority shareholder. Attorneys
advising closely held businesses must counsel their clients to meticulously document
the factors supporting the reasonableness of compensation, such as comparable
salaries, the employee’s qualifications, the scope and complexity of their work, and
the company’s financial performance. Subsequent cases have cited Davis & Sons to
reinforce the principle that the IRS and courts can reclassify excessive
compensation to shareholder-employees as nondeductible dividends, leading to
increased tax liabilities for both the corporation and the shareholder.
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