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Data Sources for Reasonable 
Compensation Analyses
Victoria A. Platt

Income Tax Compensation Insights

One important component to meeting the Internal Revenue Service standards for proving 
the reasonableness of shareholder/employee compensation is relying on credible empirical 
data. This discussion introduces the reasonable compensation analytical procedures that 
were developed by statutory authority and legal precedent. This discussion also identifies 
reliable sources of empirical data for the analyst to use in applying the generally accepted 

reasonableness of compensation methods and procedures.

InTroducTIon
There are numerous situations that require an 
independent analysis of the reasonableness of com-
pensation. These reasonableness of compensation 
analysis situations may include the following:

1. Support for closely held employee C corpo-
ration income tax deductions,

2. Support for S corporation income distribu-
tions,

3. Adherence to good corporate governance 
practice,

4. Family law and marital dissolution disputes, 
and

5. Compliance with not-for-profit entity excess 
benefit rules.

The issue of reasonable compensation has even 
become newsworthy in recent years. The Obama 
Administration and the general media have placed 
a microscope on corporations that accepted federal 
bailout money as well as on those corporations that 
are believed to have contributed to the financial 
crisis of 2008.

This recent public and private scrutiny of invest-
ment bank, commercial bank, bailout company, and 
other commercial sector executive compensation 
practices has increased the importance of reason-
able compensation analyses.

Applying the appropriate jurisdictional prec-
edent to each reasonable compensation analysis 
is a matter of law that is beyond the scope of this 
discussion.

However, familiarity with the standards consid-
ered relevant in reasonable compensation disputes  
provides a clear picture on how to begin collecting 
empirical compensation data. This statement is true 
regardless of whether the dispute is related to bank-
ruptcy, income taxation, family law, shareholder 
oppression, breach of fiduciary duty, or other legal 
disciplines.

When the analyst uses data sources in an eco-
nomic analysis to estimate reasonable compensa-
tion, it is imperative to understand the limitations 
of those data. It is often challenging for the analyst 
to know which of the numerous compensation data 
sources is most appropriate for a particular assign-
ment.

There are published benchmarking surveys, sub-
scription databases, Internet sources, and printed 
reports or texts. Each source has strengths and 
weaknesses.

A data source that is perfect for one analysis 
assignment may not be appropriate for another 
assignment. It is usually not appropriate for an 
analyst to rely exclusively on one data source in 
a comprehensive reasonableness of compensation 
analysis.
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This discussion focuses on compensation-related 
empirical data sources that are applicable to fed-
eral income tax compliance and disputes. However, 
this discussion is also generally applicable to other 
reasonableness of employee compensation analy-
ses, including analyses performed for nontaxation 
purposes.

reasonableness oF emPloyee 
comPensaTIon guIdance

The Internal Revenue Service (“Service”) and the 
federal courts have great influence in determin-
ing the reasonableness of the compensation (1) of 
shareholder/employees in close corporations and 
(2) of executives/professionals in not-for-profit enti-
ties.

The term “reasonable compensation” is actu-
ally derived from Internal Revenue Code Section 
(“Section”) 162(a). The standards set forth by the 
federal courts in the multifactor test and the inde-
pendent investor test provide guidance as to what 
data are needed to conduct a credible reasonable-
ness of compensation analysis.

The so-called multifactor test of reasonable 
compensation evolved over time. This evolution 
occurred as the U.S. Tax Court, the various U.S. 
District Courts, and the various circuits of the U.S. 
Court of Appeals created standards for determining 
what economic value an employee had and how 
much employee compensation was reasonable.

In 1949, the Sixth Circuit Court of Appeals set 
out nine reasonableness of shareholder/employee 
factors that were presented in the Mayson Mfg. Co 
v. Commissioner decision.1

The Mayson Factors
These nine Mayson factors are listed below:

1. The employee’s qualifications

2. The nature, extent, and scope of the employ-
ees’ work

3. The size and complexity of the business

4. A comparison of salaries paid with the gross 
income and the net income

5. The prevailing general economic conditions

6. Comparison of salaries with distribution for 
stockholders

7. The prevailing rates of compensation for 
comparable positions in comparable con-
cerns

8. The salary policy of the taxpayer as to all 
employees

9. In the case of small corporations with a lim-
ited number of officers, the amount of com-
pensation paid to the particular employees 
in previous years

The Pulsar Components, Inc. Factors
In Pulsar Components, Inc. v. Commissioner,2 the 
Tax Court listed 14 factors to consider in a share-
holder/employee reasonable compensation analysis:

1. The employee’s qualifications

2. The nature, extent, and scope of the 
employee’s work

3. The size and complexities of the employer’s 
business

4. A comparison of salaries with distributions 
to officers and retained earnings

5. The prevailing general economic conditions

6. A comparison of salaries with distributions 
to officers and retained earnings

7. The prevailing rates of compensation for 
comparable positions in comparable con-
cerns

8. The salary policy of the employer as to all 
employees

9. The amount of compensation paid to the 
particular employee in previous years

10. The employer’s financial condition

11. Whether the employer and employee deal 
at arm’s length

12. Whether the employee guaranteed the 
employer’s debt

13. Whether the employer offers pension or 
profit-sharing plans to its employees

14. Whether the employee was reimbursed for 
expenses that the employee paid personally

The Elliotts Inc. Factors
The 1983 decision by the Ninth Circuit Court of 
Appeals in Elliotts Inc. v. Commissioner3 consid-
ered five factors in determining the nature and qual-
ity of shareholder/employee compensation:

1. The employee’s role in the company (posi-
tion, duties, hours worked)

2. The character and condition of the com-
pany
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3. Compensation levels for comparable posi-
tions in similarly situated companies

4. The salary policy of the company

5. The independent investor standard.

The so-called independent investor test con-
sidered how a hypothetical third-party purchaser 
of the taxpayer corporation would compensate 
the subject employee. The independent investor 
test looks at the taxpayer corporation’s perfor-
mance throughout the year to determine if the 
compensation to the shareholder/employee was 
reasonable.

The rate of return earned by the taxpayer cor-
poration on the hypothetical independent investor’s 
investment should be high enough to justify the 
shareholder/employee pay.

Basically, if the hypothetical independent inves-
tor is happy with the rate of return earned on his/
her hypothetical investment, then that investor 
should not object to the compensation paid to the 
shareholder/employee.

One year after the Elliots decision, the Eighth 
Circuit applied the independent investor test as one 
of 15 factors in Trucks Inc. v. U.S.4

Other circuits of the U.S. Court of Appeals that 
used the independent investor test include the Sixth 
Circuit in Alpha Medical Inc. v. Commissioner,5 and 
the Second Circuit in Rapco Inc. v. Commissioner6 
and Dexsil Corp. v. Commissioner.7

In Eberl’s Claim Service Inc. v. Commissioner,8 
the Tenth Circuit called predominant reliance on an 
independent investor test “attractive.” However, the 
court’s decision stated that it was bound by prec-
edent to use a multifactor test.

The judicial precedents mentioned above pro-
vide a wide range of reasonableness of shareholder/
employee compensation factors. In order for an 
analyst to consider these judicial factors, the need 
for credible empirical data is high.

The qualITy oF The emPIrIcal 
daTa selecTed

A reasonable compensation analysis is often subject 
to regulatory or judicial scrutiny. Therefore, the 
data used in the compensation analysis should also 
stand up to regulatory or judicial scrutiny.

Identifying the factors that affect the quality of 
data can be taken from the very definition of reason-
able compensation. Reasonable compensation is the 

amount that would ordinarily be paid for like ser-
vices by like enterprises under like circumstances. 
To determine “like services,” “like enterprises,” and 
“like circumstances,” a reasonable compensation 
analysis is analogous to a business valuation.

Relevant Factors
The reasonableness of shareholder/employee com-
pensation analysis is a process that should consider 
relevant data factors such as the following:

1. Compensation levels paid by like organiza-
tions, either taxable or tax-exempt

2. Compensation levels paid in like geographic 
areas

3. Compensation levels compared in the 
appropriate time period

4. Compensation levels compared in averages, 
medians, or means

5. Compensation levels compared by like 
financial benchmarks (revenue, assets, etc.)

6. Executive position titles clearly defined

7. Compensation surveys compiled by inde-
pendent firms

8. Actual transactions from like institutions 
competing for the like executive services

Each of these above-listed eight factors may be 
considered in a reasonableness of compensation 
analysis. Selecting which factors are most appro-
priate to a particular analysis becomes easier when 
the analyst understands the limitations of each 
factor.

Like Organizations
Selecting a data source with the ability to accurately 
compare organizations is helpful in the reasonable-
ness of compensation analysis. Not-for-profit com-
panies will typically be compared to other not-for-
profit companies.

Companies that operate in niche-markets will 
typically be compared to companies operating in the 
same field. Locating a source that covers the orga-
nization’s specific industry is the first data hurdle 
to overcome.

Like Geographic Areas
Where a business is located may affect how much 
compensation the business pays to its employees. 
Let’s say the subject taxpayer organization is located 
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in San Francisco. In that case, comparing the San 
Francisco corporation to a company located in Des 
Moines, Iowa, may not be appropriate.

Appropriate Time Period
It may be appropriate to look back in time at share-
holder/executive compensation. In that case, it is 
helpful to understand how historical compensation 
amounts are calculated in each data source.

It is important to know if the selected data 
source stores the actual compensation for each year 
or applies a time-series regression analysis to cur-
rent compensation data.

A historical or ex post compensation dispute 
date may require the analyst to purchase a histori-
cal salary survey from a trade association or com-
pensation consulting firm.

Like Comparison Measures
One of the most limiting factors in many executive 
compensation sources is the ability to compare like 
measures.

Being able to obtain data related to a selected 
percentile of the compensation market—for exam-
ple, the 90th percentile versus the 75th percen-
tile—can be useful to the subject compensation 
analysis.

Like Financial Benchmarks
Being able to select financial benchmarks may allow 
the analyst to perform a more relevant comparison. 
Comparing the asset size of the taxpayer company 
to the benchmark may be more appropriate than, 
say, comparing the revenue size of the taxpayer 
company to the benchmark. Not every taxpayer 
entity is best analyzed based on revenue size.

When looking at compensation data over a period 
of years, the analyst should be careful to adjust the 
financial benchmark to the appropriate time period.

Position Titles Defined
Taxpayer organization position titles are numer-
ous and diverse. For example, a vice president in a 
manufacturing company may not be the same as a 
vice president in a retail company or in a financial 
institution.

While the position title may be the same between 
the taxpayer entity and the benchmark companies, 
the actual job responsibilities may not.

At least a cursory comparison of the job descrip-
tions in each position title is a useful procedure for 
the analyst to perform.

Some compensation data sources rank the job 
positions in terms of pay: first highest paid execu-
tive, second highest paid executive, third highest 
paid executive, and so forth.

This ranking process is intended to eliminate 
title confusion. However, it is not known if this com-
pensation level (versus title) ranking scheme will 
stand up to regulatory and judicial scrutiny.

Independent Sources
The leading sources of compensation data are typi-
cally considered independent if they do not rely on 
their own membership for participation. 

Actual Transactions
If there is considerable competition in an indus-
try for top executive talent, then a compensation 
survey that is one year old may be less useful. 
Locating current actual “transactions” in trade 
journals and the business press may provide the 
analyst with useful reasonableness of compensa-
tion data.

Once the analyst selects the guideline data fac-
tors, then the analyst can select the appropriate 
empirical data source(s).

sources oF emPIrIcal daTa
There are four main sources of executive compensa-
tion data:

1. Benchmarking surveys

2. Subscription databases

3. Internet sites

4. Printed reports or texts

While all compensation data sources can be use-
ful to some degree, there may be advantages for the 
analyst in selecting one source over another. When 
selecting a data source, the analyst should familiar-
ize himself with the methods used to compile the 
data.

In addition, the analyst will attempt to select a 
data source that is transparent in its data mining 
process. For example, there is a difference in those 
data sources that survey their membership and 
those data sources that aggregate SEC filings.
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When possible, use multiple sources to enhance 
the credibility of the reasonableness of shareholder/
employee compensation analysis.

One senior Palmer & Cay compensation con-
sultant recommends the use of as many as three 
compensation data sources.9 While this procedure 
is not always possible, the process of eliminating 
potential data sources from consideration will sup-
port the analyst’s decision to use only one or two 
sources.

Benchmarking Surveys
Benchmarking surveys are typically compiled by 
an association or consulting firm with deep ties to 
an industry. The best benchmarking surveys have a 
long history of sampling their membership and have 
been cited by the news media.

From an analysis budget perspective, these 
benchmarking surveys can range from several hun-
dred dollars in cost to several thousand dollars in 
cost.

These surveys can be worth the expense to the 
analyst if the publisher provides compensation by 
geographic area, organization size, years in practice, 
or pay strategy.

Sample of Compensation Surveys
The following list presents a sample of compen-
sation surveys that are published in a variety of 
industries:

1. Altman Weil Publications, Inc., www.altman-
weil.com

2. American Society of Association Executives, 
www.asaenet.org

3. Buck Consultants Compensation Survey, 
www.buckconsultants.com

4. Culpepper and Associates, Inc., www.cul-
pepper.com

5. D. Dietrich Associates, Inc., www.dietrich-
surveys.com

6. Medical Group Management Association, 
www.mgma.com

7. Mercer, LLC. www.mercer.com

8. Milliman, Inc., http://salarysurveys.milliman.
com

9. Pearl Meyer & Partners, www.pearlmeyer.
com

10. Spring Associates, Inc., www.springasso-
ciates.com

Subscription Databases
The more comprehensive executive compensa-
tion databases typically require a pay-per-project 
fee or an annual subscription fee. Each database 
system offers a variety of web-based tools for ana-
lyzing compensation trends from its proprietary 
database. 

Each of these subscription database providers:

1. has an established client list,

2. has been featured in major news publica-
tions,

3. utilizes the most recent SEC filings, and

4. provides custom research projects.

These databases use powerful customization and 
search tools that identify “like compensation” for a 
variety of executive positions.

Sample of Compensation Subscription 
Databases

The following list presents a sample of the compen-
sation subscription databases:

 1. CompSource, Towers Watson, https://comp-
source.towerswatson.com

2. CompAnalyst Executive, Kenexa, www.
kenexa.com

3. Compensation Data Surveys, Dolan 
Technologies Corp., www.compdatasurveys.
com

4. Compensation.BLR.com, Business & Legal 
Reports, www.compensation.blr.com

5. Executive Compensation Assessor, 
Economic Research Institute, www.erieri.
com

6. Integra Officer’s Compensation Data, 
MicroBilt, www.microbilt.com

7. Top 25 Survey, Equilar, Inc., www.equilar.
com

Internet Sources
Free Internet sources of compensation data repre-
sent another source of salary surveys.

The analyst should be aware that these free 
Internet data sources may lack the advanced screen-
ing tools to closely compare compensation factors 
against each other. However, these Internet data 
sources can be helpful in identifying industry trends.
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Sample of Internet 
Compensation 
Sources
A few of the many compensa-
tion-related Internet sites are 
listed below:

1. CareerOneStop, Employ-
ment and Training 
Administration, U.S. 
Department of Labor,  
www.acinet.org

2. JobStar Central, http:// 
jobstar.org

3. Occupational Employment 
Statistics, Bureau of Labor 
Statistics, U.S. Department 
of Labor, www.bls.gov/oes/

4. Occupational Outlook 
Handbook, Bureau of Labor Statistics, U.S. 
Department of Labor, www.bls.gov/oco/

5. PayScale Salary Report, PayScale, Inc., 
www.payscale.com

Printed Reports/Texts
Executive compensation data from printed reports 
or texts may provide the most relevant empirical 
data when:

1. there is a historical salary analysis date that 
is not covered by an electronic database,

2. the “like enterprise” is smaller in size than 
the benchmark company group included in 
an electronic database,

3. the “like services” are not adequately cov-
ered by an electronic database, or

4. an independent firm or association com-
piled a specific compensation study that 
is more closely related to the taxpayer 
company than that found on an electronic 
database.

The following  list presents a sample of compen-
sation-related periodic reports and texts:

1. Almanac of Business and Industrial 
Financial Ratios, CCH, www.cchgroup.com

2. Annual Statement Studies: Financial 
Ratio Benchmarks, The Risk Management 
Association, www.rmahq.org

3. IRS Corporate Financial Ratios, Schonfeld 
& Associates, Inc., www.saibooks.com

4. Occupational Outlook Handbook, Bureau of 
Labor Statistics, US Department of Labor, 
www.bls.gov/oco/

5. Profile and Compensation Study, Institute 
of Real Estate Management, www.irem.org

6. Robert Half Salary Guides, Robert Half, 
www.roberthalf.com

summary and conclusIon
With regard to income tax purposes only, the 
Service and the courts will continue to focus atten-
tion on the reasonableness of shareholder/employee 
compensation analyses.

The selection of the appropriate compensation 
data sources may be a complicated process for the 
analyst.

If the valuation analyst is familiar with the 
appropriate judicial precedent and Service pro-
nouncements, the analyst may be better able to 
select the appropriate empirical data sources.

As long as the compensation data matches as 
closely as possible with the facts of the subject tax-
payer entity, then the selected data should be rel-
evant to the shareholder/employee reasonableness 
of compensation analysis.
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“If the valuation 
analyst is familiar 
with the appropri-
ate judicial prec-
edent and Service 
pronouncements, 
the analyst may 
be better able to 
select the appro-
priate empirical 
data sources.”


