Rocco v. Commissioner, 57 T. C. 826 (1972)

The IRS cannot reallocate dividends among family shareholders of a small business
corporation without demonstrating that the salaries paid do not reflect the full value
of services rendered.

Summary

In Rocco v. Commissioner, the IRS attempted to reallocate dividends received by
family members of shareholders Charles Rocco and Ralph Carletta from their
management corporations, arguing the salaries paid to Rocco and Carletta did not
reflect the full value of their services. The Tax Court rejected this reallocation,
holding that the IRS failed to prove the salaries were unreasonably low or that the
reallocated amounts were justified. The decision underscores the importance of the
IRS substantiating its reallocations under section 1375(c) with evidence directly
linking the reallocated amounts to the value of services rendered, rather than
relying solely on the overall returns to shareholders.

Facts

Charles Rocco and Ralph Carletta were shareholder-employees of two management
corporations, Charles Rocco Enterprises, Inc. and Ralph Carletta Enterprises, Inc. ,
which managed rental properties owned by other corporations controlled by Rocco
and Carletta. In 1966, they received salaries of $14,950 and $11,960, respectively,
for their services, while other family members received dividends from these
corporations. The IRS reallocated portions of these dividends to Rocco and Carletta,
increasing their taxable incomes, asserting that their salaries did not reflect the full
value of their services under section 1375(c) of the Internal Revenue Code.

Procedural History

The IRS issued deficiency notices to Rocco and Carletta for the tax year 1966, based
on reallocations of dividends under section 1375(c). Rocco and Carletta petitioned
the U. S. Tax Court for review. The Tax Court heard the case and ruled in favor of
the petitioners, finding the IRS’s reallocations to be improper.

Issue(s)

1. Whether the IRS properly reallocated dividends received by family members of
Rocco and Carletta to them, pursuant to section 1375(c), to reflect the value of
services they rendered to their respective management corporations.

Holding

1. No, because the IRS did not demonstrate that the salaries paid to Rocco and
Carletta were unreasonably low or that the reallocated amounts accurately reflected
the value of their services.
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Court’s Reasoning

The court applied the standard from section 1. 1375-3(a) of the Income Tax
Regulations, which requires consideration of all relevant facts and the amount that
would be paid for comparable services by an unrelated party. The court found that
Rocco and Carletta’s duties were largely ministerial, and they spent limited time on
management corporation activities. Testimony indicated that their roles could be
filled by others for $4,000 to $6,000 annually. The IRS failed to present evidence
refuting this or justifying the reallocated amounts, which were based on total
income received from a previous corporation, not solely on the value of services. The
court emphasized that the IRS’s reallocation lacked a direct correlation to the value
of services rendered, thus violating the statutory and regulatory standards for
reallocation under section 1375(c).

Practical Implications

This decision requires the IRS to substantiate reallocations under section 1375(c)
with specific evidence linking the reallocated amounts to the actual value of services
provided by shareholder-employees. Legal practitioners should ensure that
compensation for services in small business corporations is clearly documented and
justified, particularly when family members are involved. The ruling may affect how
similar cases are analyzed, emphasizing the need for the IRS to use precise
standards when reallocating income. Subsequent cases, such as Walter J. Roob, have
applied this ruling to reinforce the evidentiary burden on the IRS in similar
reallocation disputes.
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