Charlotte’s Office Boutique, Inc. v. Commissioner of Internal Revenue, 121
T.C. 89 (2003)

The U. S. Tax Court upheld the IRS’s determination that payments labeled as
royalties and rent by Charlotte’s Office Boutique, Inc. to its president were actually
wages subject to employment taxes. This decision, clarifying the distinction between
wages and other forms of compensation, impacts how businesses must classify
payments to officers and the corresponding tax obligations.

Parties

Charlotte’s Office Boutique, Inc. , Petitioner, versus Commissioner of Internal
Revenue, Respondent. The case originated at the U. S. Tax Court.

Facts

Charlotte’s Office Boutique, Inc. , a C corporation equally owned by Charlotte Odell
and her husband, was formed in 1995 to continue a business initially operated as a
sole proprietorship by Charlotte Odell. The business primarily sold office supplies to
the Federal Government. Charlotte Odell, the corporation’s president, received
payments from the corporation, which were labeled as royalties for the use of her
customer list and contracts, and as rent for certain property. These payments
totaled $49,248 in 1995, $36,700 in 1996, $58,811 in 1997, and $53,890 in 1998.
The IRS audited the company and determined that these payments were wages, not
royalties or rent, and assessed employment taxes and penalties for late filing and
payment.

Procedural History

The IRS issued a Notice of Determination Concerning Worker Classification on
January 26, 2001, asserting that Charlotte Odell and other workers were employees
for federal employment tax purposes and that the company owed employment taxes
and penalties for 1995 through 1998. Charlotte’s Office Boutique, Inc. petitioned the
U. S. Tax Court for a redetermination under section 7436(a) of the Internal Revenue
Code. The IRS later conceded its determination regarding the classification of other
workers but moved to dismiss the case for lack of jurisdiction over the years 1996
through 1998. The Tax Court denied the motion to dismiss and proceeded to address
the merits of the case.

Issue(s)

Whether the payments made by Charlotte’s Office Boutique, Inc. to Charlotte Odell,
labeled as royalties and rent, were actually wages subject to employment taxes
under subtitle C of the Internal Revenue Code?

Rule(s) of Law
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Under sections 3111 and 3301 of the Internal Revenue Code, employers are liable
for FICA and FUTA taxes on wages paid to employees. “Wages” are defined under
sections 3121(a) and 3306(b) to include all remuneration for employment,
regardless of the form of payment. Section 7436(a) grants the Tax Court jurisdiction
to redetermine employment tax liabilities based on worker classification
determinations by the IRS. Additionally, section 530 of the Revenue Act of 1978
provides relief from employment tax liability if the taxpayer had a reasonable basis
for not treating an individual as an employee.

Holding

The Tax Court held that the payments to Charlotte Odell were wages and thus
subject to employment taxes. The Court further held that Charlotte’s Office
Boutique, Inc. was not entitled to relief under section 530 of the Revenue Act of
1978 and was liable for the additions to tax under sections 6651(a) and 6656 for
failure to file and deposit taxes timely.

Reasoning

The Tax Court reasoned that Charlotte Odell performed substantial services for the
corporation as its president and principal income generator, and the payments,
despite being labeled as royalties and rent, were actually remuneration for her
services. The Court rejected the company’s argument that it had a reasonable basis
for treating these payments as non-wages, citing cases like Spicer Accounting, Inc.
v. United States and Joseph Radtke, S. C. v. United States, which establish that
payments to corporate officers for services rendered are wages subject to
employment taxes. The Court also dismissed the company’s reliance on section 530
relief, finding that it lacked a reasonable basis for not treating Odell as an employee.
The Court upheld the IRS’s determination on the additions to tax, finding that the
company failed to demonstrate reasonable cause for its noncompliance with filing
and deposit requirements.

Disposition

The Tax Court denied the IRS’s motion to dismiss for lack of jurisdiction and entered
a decision under Rule 155, upholding the employment tax liabilities and penalties as
determined by the IRS, except for the conceded determination regarding other
workers.

Significance/Impact

This case clarifies that payments to corporate officers, even if labeled as royalties or
rent, may be recharacterized as wages if they are remuneration for services
performed. It reinforces the IRS’s authority to determine worker classification for
employment tax purposes and the importance of correctly classifying payments to
avoid tax liabilities and penalties. The decision also highlights the limited
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applicability of section 530 relief, emphasizing the need for a reasonable basis for
treating workers as non-employees. This ruling has implications for how businesses
structure compensation for officers and the potential tax consequences of
misclassification.
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