Dave Fischbein Mfg. Co. v. Commissioner, 59 T. C. 338 (1972)

Salaries paid to corporate officers can be considered reasonable even if the officer
has limited involvement, and income from sales by a foreign subsidiary does not
constitute foreign base company sales income if the subsidiary performs substantial
manufacturing operations.

Summary

In Dave Fischbein Mfg. Co. v. Commissioner, the Tax Court ruled on two issues: the
reasonableness of compensation paid to Dave Fischbein, the chairman of the board,
and whether income earned by the company’s Belgian subsidiary, Compagnie
Fischbein, S. A. (CFSA), should be included in the U. S. parent’s taxable income as
foreign base company sales income. The court found the salaries paid to Fischbein
reasonable, considering his historical contributions and continued influence despite
his health issues. Regarding the subpart F income, the court held that CFSA’s
operations constituted manufacturing, thus excluding the income from being
classified as foreign base company sales income. The decision underscores the
importance of evaluating the substance of corporate activities in determining tax
liabilities.

Facts

Dave Fischbein Manufacturing Company (DFMC) and Dave Fischbein Company
(DFC) were involved in the production and sale of bag-closing machines. Dave
Fischbein, the founder, was paid a salary by both companies, which the IRS
challenged as unreasonable, particularly after his stroke in 1962. Additionally,
DFC’s Belgian subsidiary, CFSA, purchased components from DFMC, assembled
them into finished products, and sold them worldwide. The IRS argued that CFSA’s
income should be included in DFC’s taxable income as foreign base company sales
income.

Procedural History

The case was brought before the United States Tax Court to address the deficiencies
in income tax asserted by the Commissioner of Internal Revenue against DFMC and
DFC. The court heard arguments on the reasonableness of compensation paid to
Dave Fischbein and the classification of CFSA’s income under subpart F of the
Internal Revenue Code.

Issue(s)

1. Whether the salaries paid by DFMC and DFC to Dave Fischbein during the years
in question were reasonable?

2. Whether the income earned by CFSA from the sale of bag-closing machines
constitutes “foreign base company sales income” under section 954(d)(1) of the
Internal Revenue Code, thereby includable in DFC’s taxable income?
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Holding

1. Yes, because Dave Fischbein’s historical contributions, continued involvement,
and the unchanged nature of his salary over years justified the amounts paid as
reasonable compensation.

2. No, because CFSA’s operations in assembling bag-closing machines were
substantial and constituted manufacturing, thus not qualifying as foreign base
company sales income.

Court’s Reasoning

The court found Dave Fischbein’s compensation reasonable, emphasizing his
foundational role in the companies’ success and his continued influence despite
health limitations. The decision was influenced by the consistency of his salary over
time and his ongoing engagement in the business. For the foreign base company
sales income issue, the court applied the Internal Revenue Code and regulations,
determining that CFSA’s activities were substantial enough to be considered
manufacturing. This was based on the complexity of CFSA’s operations, the skill
required of its employees, and the time and effort involved in assembling the
machines. The court rejected the IRS’s argument that CFSA’s operations were
merely minor assembly, citing the significant nature of the work done in Belgium.

Practical Implications

This decision impacts how companies assess the reasonableness of executive
compensation, particularly for founders or long-term executives with health issues
but continued influence. It also clarifies the tax treatment of income from foreign
subsidiaries, emphasizing that substantial manufacturing or assembly activities can
exclude income from being classified as foreign base company sales income. Legal
practitioners should consider these factors when advising clients on compensation
and international tax planning. Businesses with foreign operations should ensure
that their subsidiaries’ activities are sufficiently substantial to avoid subpart F
income inclusion. Subsequent cases have referenced this ruling when addressing
similar issues of compensation and foreign income classification.
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