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| nverWorld, Ltd.,

Docket Nos. 27090-90, 3443-93

Additions to Tax

Sec. Sec. Sec.
Year Defi ci ency 6651 6653(a) (1) 6653(a) (2)
1984 $4, 891, 617 $1, 222, 904 $244, 581 1 $489, 162
1985 10, 119, 885 2,529,971 505, 994 1 1, 011, 988
Additions to Tax
Sec. Sec. Sec.
Year Defi ci ency 6651(a) (1) 6653(a) (1) (A 6653(a) (1) (B)
1986 13, 506, 793 3, 376, 698 675, 340 1 1, 350, 679
1987 733, 420 183, 355 36,671 1
Additions to Tax
Sec. Sec.
Year Defi ci ency 6651(a) (1) 6653(a) (1
1988 1,524, 92

8 381, 232 76, 246

1989 2,951, 566 737, 891
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1 50 percent of the interest due on the deficiency.
Respondent determ ned deficiencies in and additions to LTD s
Federal incone taxes as follows:?2

| nverWorld, Ltd., Docket No. 3444-93

Additions to Tax

Tax Year Sec. Sec. Sec. Sec.
Sec.
Ended Def i ci ency 6651(a) (1) 6653(a) (1) (A 6653(a)(1)(B) 6655
6656
June 30, 1987 $2, 060, 490 $515, 123 $103, 025 1 $101, 169 $206, 049
June 30, 1988 2,299, 853 574, 963 114, 993 1 128, 503 229, 985

2

Respondent sent LTD a notice of liability for w thhol di ng
tax and a notice of deficiency in corporate inconme tax, each
dated Sept. 7, 1990, for its taxable years ended 1984, 1985, and
1986. LTD tinely filed a petition with this Court contesting
respondent’'s determinations in the notice of liability. LTD
attached the notice of liability to its petition but did not
attach the notice of deficiency. In its petition, LTD did not
refer to or dispute any of the deficiencies in corporate incone
tax determned in the notice of deficiency. Because LTD failed
to contest the determnations in the notice of deficiency,
respondent, on Feb. 6, 1991, assessed the anobunts of the tax,
additions to tax, and interest for LTD s taxable years ended
1984, 1985, and 1986, as determned in the notice of deficiency.

After the period for filing a petition with respect to the
noti ce of deficiency had expired, LTD filed a notion for leave to
file anmendnents to its petition contesting the notice of
l[tability, pursuant to Rule 41(a). In InverWrld, Ltd. v.

Commi ssioner, 98 T.C. 70 (1992), affd. 979 F.2d 868 (D.C. Cr
1992), we held, inter alia, that, because each notice nust be
consi dered i ndependently for purposes of jurisdiction, this Court
did not acquire jurisdiction over the corporate incone tax
deficiencies determned in the notice of deficiency by virtue of
a petition which contested only the w thhol ding tax

determ nations in the notice of liability.

Respondent then assessed and collected $7.7 mllion of LTD s
corporate incone tax deficiencies and additions to tax. 1In the
U S District Court for the District of Colunbia, LTD has
commenced a refund action, InverWrld, Ltd. v. United States,
Cvil Action No. 93-1704-LFO (D.D.C., filed Mar. 11, 1994), which
has been stayed pending resolution of the instant case.




Additions to Tax

Tax Year Sec. Sec. Sec. Sec.
Ended Defi ci ency 6651(a) (1) 6653(a) (1 6655 6656
June 30, 1989 6, 828, 339 1, 707, 085 341, 417 417, 253 682, 834

1 50 percent of the interest due on the deficiency.

Respondent determ ned deficiencies in and additions to
I nverWorld, Inc.'s (INC) Federal w thholding taxes as foll ows:

| nverWorld, Inc., Docket No. 3441-93

Additions to Tax

Sec. Sec. Sec. Sec.
Year Deficiency 6651(a) (1) 6653(a)(1)(A 6653(a) (1) (B) 6656
1987 $733, 420 $183, 355 $36, 671 1 $73, 342

Additions to Tax

Sec. Sec. Sec.
Year Deficiency 6651(a) (1) 6653(a) (1 6656
1988 1, 524, 928 381, 232 76, 246 152, 493
1989 2,951, 566 737, 891 --- 295, 157

1 50 percent of the interest due on the deficiency.

Respondent determ ned deficiencies in and additions to INC s
Federal incone tax for taxable years ended June 30, 1985 and
1986. Subsequent to the issuance of the statutory notice and
upon subm ssion of additional information to the District
Director, Austin, respondent determ ned revised deficiencies in
and additions to INC s Federal inconme tax as foll ows:

| nverWorld, Inc., Docket No. 27089-90

Additions to Tax

Tax Year Sec. Sec. Sec.
Ended Defi ci ency 6653(a) (1) 6653(a) (2) 6661
June 30, 1985 $77, 851, 228 $3, 892, 561 1 $19, 462, 807
June 30, 1986 157, 044, 730 7,852, 237 1 39, 261, 183

1 50 percent of the interest due on the deficiency.
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Respondent determ ned deficiencies in and additions to
| nverWorl d Hol dings, Inc.'s (Holdings) Federal incone tax as
fol |l ows:

| nverWorld Holdings, Inc., Docket No. 3442-93

Additions to Tax

Tax Year Sec. Sec. Sec.
Ended Defi ci ency 6653(a) (1) (A 6653(a) (1) (B) 6661
June 30, 1987 $454, 333 $22, 717 1 $113, 471
June 30, 1988 365, 507 18, 275 1 91, 377

1 50 percent of the interest due on the deficiency.

Additions to Tax

Tax Year Sec. Sec. Sec.
Ended Defi ci ency 6653(a) (1) 6653(a) (2) 6661
June 30, 1989 1, 453, 333 72,667 --- 363, 333

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

. STATEMENT OF | SSUES

The issues for decision are:

A. | ssues Wth Respect to LTD

1. Whet her LTD is engaged in trade or business within the
United States pursuant to section 864(b) for its taxable years

ended June 30, 1985 through 1989;3

3

LTD s deficiencies in incone tax for its taxable years ended
June 30, 1984, 1985, and 1986, are not at issue in the instant
case. See supra note 2. W nust, however, decide whether LTD
was engaged in trade or business pursuant to sec. 864(b) for its
t axabl e years ended June 30, 1985, and 1986, in order to apply
t he dividend source rules. See infra p. 174.
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2. if we decide that LTD is engaged in trade or business
within the United States for its taxable years ended June 30,
1985 through 1989, then we nust deci de whether each itemof LTD s
i nconme was sourced fromw thin or without the United States and
whet her each such itemwas effectively connected wth the conduct
of such trade or business within the United States;*

3. whether LTD is liable for branch profits tax pursuant
to section 884 for its taxable years ended June 30, 1988 and
1989;

4. whet her LTD is |liable for environnental tax pursuant to
section 59A for its taxable years ended June 30, 1988 and 1989;

5. whether LTD is liable for additions to corporate incone
tax pursuant to sections 6651, 6653(a), and 6656 for its taxable
years ended June 30, 1987, 1988, and 1989;

6. whet her LTD is |iable as a w thhol di ng agent pursuant
to sections 1441 and 1442 for failing to withhold tax on itens of
i ncone of nonresident aliens and foreign corporations derived
fromsources within the United States for cal endar years 1984

t hrough 1989;

4

LTD s deficiencies in incone tax for its taxable years ended
June 30, 1984, 1985, and 1986, are not at issue in the instant
case. See supra note 2. W nust, however, deci de whether each
itemof LTD s incone was sourced fromwithin or without the
United States and whether each such itemwas effectively
connected with the conduct of trade or business within the United
States for its taxable years ended June 30, 1985 and 1986, in
order to apply the dividend source rules. See infra p. 174.
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7. whether LTD is liable for additions to w thhol ding tax
pursuant to sections 6651, 6653(a), and 6656 for cal endar years
1984 t hrough 1989.

B. | ssues Wth Respect to I NC

1. Whet her i ncone should be allocated to I NC pursuant to
section 482 for its taxable years ended June 30, 1985 and 1986;

2. whether INCis entitled to clainmed deductions for |egal
and audit expenses for its taxable year ended June 30, 1986;

3. whet her the net operating | oss deduction clained by I NC
shoul d be increased for its taxable year ended June 30, 1985, and
decreased for taxable year ended June 30, 1986;

4. whet her investnent credits clainmed by I NC should be
increased for its taxable year ended June 30, 1985, and decreased
for its taxable year ended June 30, 1986;

5. whether INCis |iable for additions to corporate incone
tax pursuant to sections 6653(a) and 6661 for its taxable years
ended June 30, 1985 and 1986;

6. whether INCis |iable as a w thhol di ng agent pursuant
to sections 1441 and 1442 for failing to withhold tax on itens of
i nconme of nonresident aliens and foreign corporations derived
fromsources within the United States for cal endar years 1987
1988, and 1989;

7. whether INCis liable for additions to w thhol ding tax

pursuant to sections 6651, 6653(a), and 6656 for cal endar years



1987, 1988, and 1989.

C. | ssues Wth Respect to Hol di ngs

1. Whet her i ncone should be allocated to Hol di ngs pursuant
to section 482 for its taxable years ended June 30, 1987, 1988,
and 1989;

2. whet her Holdings is entitled to clainmed deductions for
| egal and audit fees for its taxable year ended June 30, 1987,

3. whet her Holdings is entitled to clainmed deductions for
prof essional and legal fees for its taxable years ended June 30,
1988 and 1989;

4. whet her Holdings is entitled to clainmed deductions for
enpl oyee training and recruiting for its taxable year ended June
30, 1989;

5. whet her Holdings is liable for environnmental tax
pursuant to section 59A for its taxable year ended June 30, 1989;

6. whet her Holdings is liable for additions to corporate
i ncone tax pursuant to sections 6653(a) and 6661 for its taxable
years ended June 30, 1987, 1988, and 1989.

[1. FIND NGS OF FACT

Sonme of the facts have been stipulated for trial pursuant to
Rule 91. The parties’ stipulations of facts are incorporated
herein by reference, and they are found accordingly.

A. Petitioners

LTD, an investnent managenent and financial services
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conpany, is a corporation that was organi zed pursuant to the | aws
of the Cayman | slands on Novenber 27, 1981.

INC is a corporation that was organi zed pursuant to the | aws
of the State of Del aware on Decenber 22, 1982. At the tinme the
petitions in docket Nos. 27089-90 and 3441-93 were filed, INC s
principal office was at 1250 N.E. Loop 410, Suite 1030, San
Ant oni o, Texas 78209. During the years in issue, LTD owned,
either directly or indirectly, all of the outstanding stock of
I NC. On Novenber 15, 1985, INC was registered with the SEC as an
i nvest ment advi ser pursuant to section 203 of the |nvestnent
Advi sers Act of 1940.

Hol dings is a corporation that was organi zed pursuant to the
| aws of the State of Delaware on February 24, 1987. At the tine
the petition in docket No. 3442-93 was filed, Holdings' principal
office was at 1250 N. E. Loop 410, Suite 1030, San Antoni o, Texas
78209. During certain of the taxable years in issue, LTD owned
all the outstanding stock of Hol dings, and Hol di ngs was t he owner
of all of the outstandi ng stock of | NC

B. Petitioners' Returns

LTD mai ntained its books and records using a June 30 taxable
year. LTD did not file U S. Annual Wthholding Tax Returns for
U.S. Source Incone of Foreign Persons (Forns 1042) for cal endar
years 1984, 1985, 1986, 1987, 1988, and 1989; U.S. Corporation
| nconme Tax Returns of a Foreign Person (Forms 1120F) for its

t axabl e years ended June 30, 1987, 1988, and 1989; or any ot her
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U S tax returns for cal endar years 1984, 1985, 1986, 1987, 1988,
and 1989, or its taxable years ended June 30, 1987, 1988, and
1989. During each of its taxable years ended June 30, 1984
t hrough 1989, LTD did not file inconme tax returns with any
governnmental entity, either foreign or donestic. LTD did not
file any statements, forns, or other docunents in |ieu of incone
tax returns in Mexico or the Cayman I|sl ands.

| NC mai ntained its books and records using a June 30
taxable year. [INC filed U S. Corporation |Income Tax Returns
(Forms 1120) for taxable years ended June 30, 1985 and 1986. [INC
did not file U S. Annual Wthhol ding Tax Returns for U S. Source
| ncone of Foreign Persons (Forns 1042) for cal endar years 1987,
1988, and 1989. For its taxable years ended June 30, 1987, 1988,
and 1989, INC was joined in the consolidated i ncone tax returns
filed by Hol di ngs.

Hol di ngs mai ntained its books and records using a June 30
taxabl e year. Holdings filed U S. Corporation Income Tax Returns
(Forms 1120) for taxable years ended June 30, 1987, 1988, and
1989.

C. Creation of LTD

LTD was created by principals of InverMexico, S.A de C V.,
Casa de Bolsa, which was a securities brokerage firmthat was
registered in Mexico and headquartered in Mexico City, Mexico.

On Novenber 27, 1981, LTD was incorporated as an exenpted
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conpany® pursuant to the laws of the Cayman Islands. To mmintain
its registration as an exenpted conpany in the Cayman | sl ands,
LTD subm tted on March 4, 1983, Novenber 21, 1983, Decenber 5,
1984, February 18, 1988, Novenber 29, 1988, and Decenber 8, 1989,
an "Annual Return and Declaration"” stating, inter alia, that its
operations since its last return have been mainly outside the
Cayman | sl ands.

LTD was a "sister conpany” of InverMexico; i.e., LTD and
| nver Mexi co were owned by the sane persons or entities. During
the years in issue, no client of LTD was a citizen or resident of
the United States.

The principals of |InverMexico managed a diverse group of
financi al services conpanies in the name of |nverMexico and ot her
entities; such conpanies were called "Gupo Inver", or the "lInver
G oup”". During the late 1970's and early 1980's, in the face of
Mexi co's declining oil revenues, the massive deval uation of the
peso, and a growi ng sense of political instability, wealthy
Mexi cans i ncreasingly sought opportunities outside Mxico's
borders for investnents that were considered safer than donestic
i nvestment opportunities. In response to such "capital flight",

during those years the Mexican Governnent placed increasing

5

An "exenpted conpany” is one the operation of which is
conducted nmainly outside the Cayman |Islands. Secs. 179, 181, The
Conpani es Law of the Cayman I sl ands.
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restrictions on the operations of Mexican financial institutions,
having already closed its borders to non-Mxican financi al
institutions. The culmnation of Mexico's restrictive investnent
reginme was the inposition of exchange controls by presidential
decree during Septenber 1982 and the nationalization of the
country's private banks. Fromthat date onward, no Mexican-
chartered bank or financial institution was permtted to handle
forei gn-currency-denom nated accounts. Peso-based investnents
| ost value. During 1982, many of the accounts managed by
| nver Mexi co were dimnished as a result of the capital flight.
Clients of InverMexico were sending their noney to Merrill Lynch
in the United States and to Swi ss and Japanese banks.

Fromits inception through its taxable year ended June 30,
1990, LTD did not file any registration statenent, reporting
statenment, or any other statement with any governnental entity in
Mexi co. During each of its taxable years ended June 30, 1984
t hrough 1990, LTD was not registered to do business in Mexico.

D. Creation of |INC

Prior to 1983, LTD had fewer than 15 clients. For the
adm ni stration of the accounts of such clients, LTD used the
services of United States Trust Co. of New York (Cayman), Ltd.
(United States Trust); Paine Webber; and Shearson, Anmerican
Express, Inc. (Shearson). United States Trust provided basic

research, accounting, bookkeeping, reporting, and order-filling
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services for LTD and mai ntai ned the account records of LTD s
clients. United States Trust charged comm ssions directly
agai nst each individual account on a sliding scale with the
hi ghest charge being approximately 0.75 percent of a client’s net
assets. For their equity investnents, LTD clients used the
i nvest nent managenent services of Paine Webber and Shear son.
CGeneral ly, Shearson charged comm ssions directly against an LTD
client’s account. Shearson then conpensated either LTD or
| nver Mexi co by paying a percentage of the fees or comm ssions
t hat Shearson earned from managing LTD clients' portfolios.

After 1 year of working with United States Trust, LTD s
princi pals concluded that the service provided by United States
Trust did not nmeet their expectations and that LTD was | osing fee
revenue and possibly clients to United States Trust. The
executive commttee of the Inver G oup decided to create another
rel ated conpany that would performthe research, bookkeeping, and
adm ni strative services fornmerly provided by United States Trust.
On Decenber 22, 1982, INC was incorporated pursuant to the | aws
of the State of Del aware for that purpose.

The original INC office was established in New York City by
George Fahey, president and a director of INC. M. Fahey | eased
a small space at Rockefeller Center during early 1983. INC s
of fice personnel consisted of M. Fahey and a secretary. M.

Fahey nmai ntained that office through the end of cal endar year
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1983. Notw thstanding the creation of INC, LTD s clients
continued to keep their accounts at United States Trust through
the end of 1983.

Jose Zollino, treasurer and a director of |INC and Raynmundo
Leal, chairman of the board of directors of INC, noved to San
Antoni o, Texas, in August 1983. By Novenber 1983, |INC had | eased
space and opened an office in San Antonio. By the end of that
year, M. Zollino informed M. Fahey that |INC s managenent wanted
to close the New York office and to have M. Fahey nove to San
Antonio. M. Fahey agreed to nove to San Antonio, arriving there
on January 15, 1984. Subsequently, LTD s clients were
transferred fromUnited States Trust to LTD. Prior to that tine,
none of the United States Trust accounts had been transferred to
LTD. For its office, INC purchased an office copier, conputer
equi pnrent and software, and office equipment and furniture.

E. Structure and Operation of LTD s
Pronotion, Service, and Sal es

As conceived by LTD s founders, LTD s business was to
provide U.S. and foreign investnent opportunities to |InverMxico
clients. As a foreign (i.e., non-Mexican) financial institution,
however, LTD was restricted by Mexican |law in the manner by which
it could advise clients in Mexico. Accordingly, LTD chose not to
establish a direct corporate presence in Mxico. Wen LTD was
first established, its clients were on the client roster of
| nver Mexi co. Additionally, clients were referred to LTD by the

princi pals of InverMexico (including principals of InverMxico



- 18 -
who were directors, officers, or shareholders of LTD) and by
| nver Mexi co account executives and enpl oyees. Accordingly, LTD
depended upon referrals rather than direct nmarketing.

The account executives of InverMexico (known in Mexico as
pronotores and in the United States as pronoters) were trained to
sell in Mexico the services of the conpanies within the Inver
G oup, including LTD. For clients who were interested in
Mexi can, peso-based investnents, an account woul d be opened at
| nver Mexi co. For clients who were interested in dollar deposits
or other investnents outside Mexico, an account would be opened
at LTD. The nunber of client accounts at LTD was approxi mately
70 during 1984, 257 during 1985, 434 during 1986, 557 during
1987, 870 during 1988, and 1,131 during 1989. Not all client
accounts were actively traded. For those years, the tota
amounts of client assets placed with LTD were $42, 627, 253 duri ng
1984; $82, 808, 357 during 1985; $135,861, 724 during 1986;
$166, 544, 045 during 1987; $291, 002, 145 during 1988; and
$285, 621, 179 during 1989.

Each pronoter earned conpensation for services rendered in
the formof a salary and bonus from I nverMexico. Pronoters also
earned "comm ssions", which did not follow a strict formula in
any one year. |In sonme cases, a pronoter m ght also have received
a comm ssion directly fromLTD

Pronoters presented new clients wth a package of account

openi ng docunents, which consisted of signature cards, an
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| nvest nent Managenent Agreenent/Di scretionary Authorization
(di scretionary authorization), the client’s investnent
instructions, and a power of attorney. The pronoter explained
the investnent options available to the client and received the
client's executed copies of the docunents. It was the pronoter's
obligation to verify the facts presented in the account opening
docunents, including the fact that the client was not a resident
or citizen of the United States

Each signature card contained the client’s nanme and
signature, the client’s LTD account nunber, and, generally, the
client’s address. The discretionary authorization signed by each
client granted LTD the "sole discretion" to invest the client’s
assets in a vast range of financial products, subject to the
client’s investnent instructions, in consideration of a fee paid
to LTD based on the net value of the client’s assets on the first
day of each nonth. On a separate page for investnent
instructions, clients authorized division of their investnents
anong four broad categories: Real estate, securities, fixed
assets, and other investnents. The discretionary authorizations
specifically granted LTD

the full power to delegate the whole or any part of its

powers, duties, discretions and authority granted

hereunder to InverWrld, Inc.[,] a wholly owned

subsidiary of * * * [LTD], provided that * * * [LTD]

shall remain fully liable to the dient for any and al

actions of InverWrld, Inc.[,] undertaken pursuant to
authority delegated to it by * * * [LTD].
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The discretionary authorizations granted LTD the power to
mai ntain or to transfer assets in omibus accounts. In its early
Di scretionary Authorizations, as well as in a brochure for
"sel ected investors who are not residents of the U S. A", and a
printed newsletter entitled "lInverNews", LTD listed the San
Antonio office as its return address.

Each client also granted a power of attorney to LTD,
allowng LTD to nmake investnents in the nanme of the client, to
endorse for deposit and collection instrunents payable to the
client, and to pay bills and fees of third parties on behal f of
the client. During LTD s taxable years ended 1984 t hrough 1986,
i nclusive, the powers of attorney were notarized in Bexar County,
Texas.

I n sonme cases, the pronoter assenbl ed the account opening
docunents signed by the client and sent themto San Antoni o,
where they were countersigned in the nane of LTD. M. Fahey
executed "sone" discretionary authorizations on behalf of LTD in
the United States.

Once the account was opened, the pronoter directed the
client to wire funds to a bank account opened in Texas in the
name of LTD. LTD called this bank account the client clearing
account or clearing account. Pursuant to its consulting
agreenent with LTD, INC had the authority to invest the "cash,

securities, and other properties conprising the assets" of LTD s
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clients as instructed by LTD. During each of the years in issue,
one or nore enployees or officers of INC had signatory authority
for LTD s bank accounts.

I NC mai ntained in San Antonio two types of files. The first
type was the client statenment file, or client file, which
cont ai ned docunents relating to client account activity. The
client statenent file contained copies of LTD Statenents of
Account, which identified only the client's LTD account nunber
and, if applicable, the client's third party institution account
nunber (e.g., the client's Shearson account nunber).

Additionally, if applicable, the client statement files contained
copies of: (1) Third party institution statenents of account,
which identified the client's name and the third party
institution client nunber; (2) LTD Cash Receipt forns, which
identified the client's name and LTD account nunber; (3) LTD
Check Requisition fornms, which identified the client's nanme and
LTD account nunber; and (4) LTD Debit/Credit Menorandum formns,
which identified the client's name and LTD account nunber.

The second type of file maintained by INCin San Antoni o was
the client legal file, which contained docunents relating to the
establishment of the client account itself. The client |egal
file contained copies of: (1) The discretionary authorization
between LTD and the client, which included the client's

i nvestnent instructions and identified the client's name and LTD
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account nunber; (2) the power of attorney, which identified the
client's nane; (3) the client's Signature Card, signed by the
client, which identified the client's nanme, LTD account nunber,
and address; and (4) the client's passport, which identified the
client's nanme. Additionally, if applicable, the client |egal
file contained correspondence, and, with corporate clients,
corporate docunents such as certificates of incorporation and
m nutes of corporate neetings.

F. I NC s Consulting Agreement Wth LTD

LTD and INC entered into an agreenent dated "as of February
1, 1983" (the Agreenment). Pursuant to the terns of the
Agreenent, INC agreed to furnish LTD "with such factual
information, research reports and investnent recommendations
relating to securities of issuers or other investnents designated
by * * * [LTD]". |INC agreed to furnish LTD with "such advice as
* * * [LTD] may reasonably request with respect to the relative
attractiveness of securities of issues or other investnents
| ocated in the United States."

Par agraph 4 of the Agreenent provides that, at the
di scretion of LTD, INC

w Il invest such cash, securities and other properties

conprising the assets of investnent advisory clients of

* * * [LTD] as * * * [LTD] shall instruct, in such manner as

* * * [LTD] shall instruct. |In order to carry out such

instructions, * * * [INC] will have the authority for and in

the nanme of * * * [LTD]:
(a) to purchase, sell and deal in, on margin or
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ot herwi se, listed and unlisted capital stock,

preorgani zation certificates and subscriptions, warrants,
bonds, notes, debentures whether subordi nated, convertible
or otherw se, trust receipts, bankers’ acceptances,

gover nnment obligations and ot her obligations, choses in
action, instrunents or evidences of indebtedness by
whonsoever issued, and other securities of whatever kind or
nature of any person, corporation, government or entity
what soever, whether readily marketable or not, and such
rights or options relating thereto including put and cal
options witten by * * * [INC] on behalf of * * * [LTD] or
by others (all such itens being referred to herein as
securities), and to sell such securities short and cover
such sal es;

(b) to purchase, hold, sell, transfer, exchange,
nort gage, pledge and otherw se act to acquire and di spose of
and exercise all rights, powers, privileges, and other
i nci dents of ownership or possession with respect to
securities held on behalf of * * * [LTD] or its clients,
with the objective of the preservation, protection and
i ncrease in val ue thereof;

(c) to purchase securities for investnent and to make
such representations to the seller of such securities, and
to other persons, that * * * [INC] nay deem proper in such
ci rcunstances, including the representation that such
securities are purchased by * * * [LTD] or its clients for
i nvestnment and not with a viewto their sale or other
di sposi tions;

(d) to lend any of the properties which are fromtine
totime held by * * * [LTD] on behalf of its clients; and

(e) to open, maintain, conduct and cl ose accounts,

i ncluding margi n accounts, with any broker, deal er or

i nvestment concern at which * * * [LTD] naintains an account
on behalf of its clients with respect to the disposition and
application of nonies or securities of * * * [LTD] or its
clients and fromtine to tinme held by such broker, dealer or
i nvest ment concern.

Paragraph 5 of the Agreenent provides that | NC agrees

to maintain all books and records relating to the accounting
for transactions executed by * * * [INC] in accordance with
par agraph 4. Such accounting services shall include,
wi thout Iimtation, the foll ow ng:

(a) maintaining docunentation and records relating to
t he purchase, sale and settlenent of portfolio securities,
i ncluding an investnent | edger and a deal er | edger;
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(b) nonitoring, expediting and recording the
collection of all income due * * * [LTD] or its clients;

(c) sunmarizing, posting and recording all itens of
cash recei pts and di sbursenents, including reconciling al
bank accounts with the general books of account;

(d) maintaining a general |edger for the recordi ng of
all transactions to the accounts of * * * [LTD] or its
clients; and

(e) preparing and issuing quarterly, sem annual and
annual reports to * * * [LTD] and its clients and providing
all information necessary for the preparation and filing of
any and all tax returns and reports to governnental agencies
by * * * [LTD] and its clients.

Par agraph 6 of the Agreenent provides:

In consideration for the performance by * * * [INC] of the
advi sory and adm nistrative Services pursuant to this
Agreenent, there shall be paid to * * * [INC] an annual fee
of $114, 000. 00, payabl e nonthly.

The foregoing annual fee shall be subject to yearly
amendnent after review of the costs to * * * [INC] of
provi di ng services hereunder. Such costs shall include that
portion of the salaries, wages and profit sharing of the
enpl oyees of * * * [INC] attributable to the performance of
services on behalf of * * * [INC] hereunder.

Par agraph 8 of the Agreenent provides:

* * * TINC] shall for all purposes be an i ndependent

contractor and not an agent or enployee of * * * [LTD], and

* * * TINC] shall have no authority to act for, represent,

bind or obligate * * * [LTD], any of its affiliates or any

account managed or advised by * * * [LTD.

The Agreenent was executed, on behalf of LTD, by WIliamL.
Bricker (a tax partner at Curtis, Mallet-Prevost, Colt & Msle,
in New York, New York, who was secretary and tax counsel of LTD)
and, on behalf of INC, by M. Fahey. Letter agreenents anended

| NC s annual fee pursuant to the Agreenent for the taxable years

ended June 30, 1984 through 1989. Such letter agreenents were
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normal Iy signed by M. Bricker on behalf of LTD and then sent to
M. Fahey for his signature on behalf of INC

The letter agreement for the taxable year ended June 30,
1984, signed by M. Bricker and M. Fahey, was dated Decenber 18,
1984.

The letter agreenment for the taxable year ended June 30,
1985, signed by M. Fahey but not M. Bricker, was dated July 1,
1984. The cover letter transmtting the letter agreenent for the
t axabl e year ended June 30, 1985, was dated July 17, 1985. LTD
made 11 paynents of $29,500, one each nonth, for a total of
$324,500 in fees during taxable year ended June 30, 1985. LTD
made an adj ustnent on June 30, 1985, paying an additional
$257,500 in fees for a final total of $582,000 for taxable year
ended June 30, 1985.

The letter agreenent for taxable year ended June 30, 1986,
signed by M. Bricker and M. Fahey, was dated "As of July 1,
1985". A letter from Steve Dooley, INC s controller, to M.
Bricker requesting that INC s fee for taxable year ended June 30,
1986, be adjusted to $945, 000 was dated July 18, 1986.

The letter agreenment for taxable year ended June 30, 1987,
signed by M. Bricker and M. Fahey, was dated "As of July 1,
1986". A letter dated August 5, 1987, telecopied from M. Dool ey
to M. Bricker included a suggested annual fee of $1,281, 000 and

a proposed profit and | oss statenent for INC s taxable year ended
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June 30, 1987. In his response |letter dated August 17, 1987, M.
Bri cker asked M. Dool ey "whether there may be sonme basis com ng
up perhaps with a simlar result but basing it upon a percentage
of assets."

The letter agreenment for taxable year ended June 30, 1988,
signed by M. Bricker and M. Fahey, was dated "As of August 1,
1987".

The letter agreenment for taxable year ended June 30, 1989,
signed by M. Bricker and M. Fahey, was dated "As of July 1,
1988".

The total fees paid by LTD to INC and the gross revenues
received by INC for each taxable year are set forth in the

foll ow ng tabl e:

TYE Managenent fee G oss Revenues Percentage of INC s
June 30 fromLTD to I NC of INC &G oss Revenues
1985 $582, 000 $618, 190 94. 1%

1986 945, 000 953, 583 99.1

1987 1, 281, 000 1, 395, 545 91.8

1988 1, 440, 000 1,532,579 94.0

1989 1, 830, 000 1, 909, 563 95.8

G Resear ch

Pursuant to its Agreenment with LTD, | NC purchased, on behal f
of clients of LTD, certificates of deposit and term deposits from
banks | ocated both wthin and wthout the United States. The
executive commttee of the Inver Goup established criteria,

relating to the bank’s size, equity, profitability, size of
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deposits, assets and liabilities ratios, and standing with the
FDIC or FSLIC, to guide INC in selecting banks fromwhich to
purchase certificates of deposit and term deposits.

Pursuant to its Agreenent with LTD, I NC assenbl ed and
mai nt ai ned a docunent entitled Institution Standi ngs, which
reflected financial information regarding financial institutions.
M . Fahey contacted a |ist of banks throughout the United States
and obtained interest rates fromeach bank for 30-day, 60-day,
90-day, and 6-nonth placenents of certificates of deposit and
termdeposits. A list of the rates quoted by each bank was
tel ecopied, usually daily, to Mexico to inform pronoters of the
current interest rates offered on the certificates of deposit and
term deposits. A pronoter had no discretion to offer a client
hi gher interest rates than the rates reflected on the |ist but
did have the discretion to offer |ower rates.

H. Fi nanci al Accounting and dient Statenents for LTD

Pursuant to its Agreenent with LTD, | NC provided the
bookkeeping for LTD. INC maintained all of LTD s records of
clients' transactions, which LTD called "l ower |evel docunents".
Such records consisted of cash receipts, debit-credit nenos, wre
transfers, and check requests reflecting every transaction for
every client. During the years in issue, LTD s | ower |evel
docunents were maintained in the central filing systemof INC in

San Ant oni o.
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| NC produced in San Antonio daily proof sheets, which
summari zed all client investnent activities for a specified day.
Proof sheets included a summary of client positions, a sunmary of
the certificates of deposit activity, and a summary of the "casa"
or house account. Proof sheets were based on individual
docunent ati on of specific transactions as well as conparisons of
the specific transactional information to daily transaction
reports. Proof sheets reflected, for exanple, that a certain
dol I ar ampbunt of client certificates of deposit had been bought
on a particular day. During the years in issue, the proof sheets
were maintained in INC s office in San Antoni o al though not in
the central filing system

| NC produced in San Antoni o journal vouchers, which were
summari es of the proof sheets, excluding references to client
activity. Journal vouchers related only to the financi al
performance of LTD. |INC used the journal vouchers to book incone
or credit and debit itens to LTD. Additionally, INC used the
journal vouchers to produce profit and | oss statenents and to
make entries into different general |edger accounts.

| NC generated nonthly statenents of LTD client account
activity. Each nonth, INC printed a client account statenent
summarizing the client's activity for the nonth and the client's
hol di ngs at a particular bank or investnent fund. The client

statenents, which listed only the client’s LTD account nunber,
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were printed nunerically by geographical region in Mxico.

CGenerally, client statenents were hand delivered by
pronoters to clients. The client statenents either were picked
up in San Antonio by a pronoter from Mexico and taken to Mexico
or were taken by soneone from San Antonio to Mexico. After md-
1988, INC transferred the information in the client statenents
onto a conputer tape and transported the tape to Mexico City
where the statenents were printed and sent to the pronoters for
distribution to LTD s clients.

| . | RS Audit During Spring 1987

During the spring of 1987, the IRS notified INC that it
woul d be the subject of an audit. After |INC becane aware of the
upcom ng audit, M. Dooley took LTD s general |edger to the
Cayman Islands. Additionally, LTD s journal vouchers were sent
to the Cayman Islands. The |ower-I|evel docunents, however,
remai ned in San Antonio. M. Dooley took the general |edger to
the firmthat LTD used to maintain its registration in the Cayman
| sl ands and di scussed the |ogistics of having the firm maintain
t he general | edger.

M. Zollino decided, however, to begin nmaintaining LTD s
general |edger in Mexico. Journal vouchers, which were used to
make entries into LTD s general |edger, were still being produced
in San Antonio. Accordingly, David Rodriguez, an |INC enpl oyee,

was sent to Mexico with the journal vouchers, which were entered
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into the | aptop conputer that he took with himfrom San Antonio
to produce LTD s financial statenents and general | edger.

The data and general |edger systemfor both INC and LTD were
needed in Mexico because M chael G aves, another |INC enployee,
and M. Rodriguez were producing consolidated financial
statenents. While in Mexico, M. Gaves was responsible for
insuring the integrity of the general |edger systemand its
proper operation. Wen M. Gaves and M. Rodriguez returned
from Mexico to San Antoni o, they brought with themthe conputer
tape containing the client statenents, the | aptop conputer
containing the general |edgers for LTD and INC, and a fl oppy disk
containing the general |edgers for INC and LTD.

J. The Transition to Milti Val ores

By the end of taxable year 1986, the Inver G oup consisted
of seven operating conpanies. During early 1986, the operations
of I nverMexico underwent a fundanental change, coinciding with
its registration as a public conpany on the Mexican stock
exchange. Such changes led to divisions within the Inver Goup
and a reexamnation of LTD s relation to | nverMexi co.

During January 1987, Luis Garcia Blake, the principal and
owner of MultiValores S.A. de C V. (MiltiValores), a small,

Mexi can stock brokerage firm proposed to M. Zollino that LTD
join forces with MiultiValores. The eight LTD partners who |eft

| nver Mexi co were joined in the new Inver Goup by six principals
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of MultiValores who took interests in LTD. The conbination with
Mul ti Val ores in 1987 brought changes in the financial and
operating controls of LTD and the Inver Goup. Additionally,
during 1988, pronoters in Mexico began working with "district
of fices", which were consulting entities that served as
i nternedi ari es between LTD and LTD s clients.

K. Accounting Firm Audi t

LTD and | NC engaged the services of the accounting firm of
Deloitte Haskins & Sells (Deloitte) in 1984. For each taxable
year ended June 30, 1984 through 1989, Deloitte perforned a
separate audit of each conpany and a consolidated audit of LTD
and subsidi ari es.

L. LTD s Receipts

LTD s receipts during the years in issue fall into four
basic categories: (1) Managenent fees, (2) interest incone, (3)
currency transactions, and (4) sales comm ssions and fees. The
total anmounts of "gross receipts" and "direct costs" for each
category are discussed bel ow.

1. Managenent Fees

LTD charged its clients for managenent of their assets in
accordance with a "Schedule" or "Exhibit" attached to the
di scretionary authorization. By signing the power of attorney,
each client authorized LTD to performthe follow ng acts: (1)
"To issue orders and directions to any bank or trust conpany for

accounts held in nanme of the Client with respect to the
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mai nt enance, disposition and application of its nonies,
securities or commodities"; (2) "To open, maintain, conduct and
cl ose accounts in the Cient's name with any broker, deal er or
i nvestment concern, to issue orders and directions to such
broker, dealer or investnment concern for its account with respect
to the disposition and application of its nonies, securities or
comodities fromtinme to tinme held by such broker, dealer or
i nvest ment concern"; (3) "For the foregoing purpose to endorse
for deposit and collection all checks, certificates of deposit,
prom ssory notes, drafts, bills or exchange or other orders or
instrunments for the paynent of noney payable to its order"; and
(4) "To pay bills and fees of third parties on behalf of the
Client for goods or services which the dient has received or
aut hori zed. "

By signing the discretionary authorization, each client
authorized LTD to "manage the investnent of the cash, securities
and other property of the Cient as the Manager may hold from
time to tine." Each client agreed that LTD,

inits sole discretion, shall invest the Assets in tine

deposits, noney nmarket funds or interest bearing

i nvestnments or buy, sell (including short sales) and

trade commodities, comodity options, stocks, bonds,

options (including uncovered short positions in option

contracts or in the uncovering of any existing short
position in option contracts and any other securities
and/or contracts relating to the sanme on margin or

ot herw se.

The discretionary authorization set forth LTD s conpensati on

system The discretionary authorization stated: "The Cient



- 33 -
shal | pay the Manager as full conpensation for the services
performed hereunder an annual fee based on the Manager's fee
schedule in effect fromtine to tine; and, agrees that such
conpensati on nmay be deducted directly fromthe Assets by the
Manager and paid when due." The fee was fixed at 0.25, 0.50 or
1. 00 percent of the value of the client's net assets placed with
LTD, dependi ng upon the category of investnent made by the
client. During 1986, LTD began using a revised Discretionary
Aut hori zation in which LTD s fee was increased to 0.50 or 1.00
percent of the value of the client's net assets placed with LTD,
dependi ng upon the category of investnent nmade by the client.
The gross receipts and direct costs (viz, commssions to
pronoters) relating to LTD s "Managenent Fees" for each taxable
year are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1985 $273, 279 $33, 852

1986 565, 222 88, 112

1987 655, 223 51, 978

1988 886, 017 27,620

1989 1, 119, 259 (11, 359)
2. | nterest | ncone

a. U S Certificates of Deposit
and Bank Deposits

Al'l investnments made by or on behalf of LTD s clients were
made in accordance with the terns of the discretionary
aut hori zation and power of attorney. Wth regard to any funds

transferred to LTD s client clearing account for investnent, the
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client agreed that the investnment was entirely at the client's
risk. The client agreed:

(a) "to indemify and hold * * * [LTD] harml ess fromand to
pay * * * [LTD] pronptly on demand any and all |osses arising"
froman investnent;

(b) that "* * * [LTD] shall not be liable for any error of
judgnment or for any loss suffered by the Cient in connection
with the subject matter of the * * * [investnent nmanagenent ]
Agreenment " ;

(c) that to the extent LTD acted as attorney in fact for
the client, it was for the client's "account and risk"; and

(d) that to the extent the client placed funds in excess of
FDI C or FSLIC i nsurance at any one bank (through LTD or
otherwise) "the client's investnents may not be fully covered by
such insurance."

LTD was al so authorized by each client to pool that client’s
funds with other clients’ funds in order to obtain higher rates
of return. In authorizing LTD to pool funds, a client agreed
that "* * * [LTD shall have the power to maintain, conmngle, or
transfer Assets in omnibus accounts in the name of * * * [LTD] as
attorney in fact for the client and other clients having an
interest in the omi bus account."

During 1986, the discretionary authorization signed by each

client was changed to include the provision that
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The rate of return credited to the Cient's account may

not reflect directly the rate of return earned by

specific investnents; the Cient's rate of return may

be net of expenses or may reflect the fact that

* * * [LTD] may retain the benefit of special rates

attributable to the volune of investnents controlled by

* % x [LTD].

For any anounts transferred by the client in excess of
$100, 000, a certificate of deposit was purchased in the client's
own nane in the face anount of $98,000. The maxi mum anount t hat
coul d be protected pursuant to the U S. Governnent insurance
prograns of the FDIC and FSLIC was $100, 000.

For anpunts | ess than $100,000 and in increments of $10, 000,
aclient's funds were pooled with the funds of one or nore other
LTD clients to purchase another $98,000 certificate of deposit.
LTD call ed such a pooled fund the "I FF Fund". LTD represented to
its clients that | FF was a 28-day investnent in a portfolio
conprising noney market instrunents and that | FF was created only
once a week. |FF, however, was nerely a marketing nanme used to
differenti ate between pool ed and nonpool ed purchases of
certificates of deposit. |INC perforned a daily accounting of
each client’s investnents. |If a client had nore than $10,000 in
liquid funds in an LTD account as of the day once a week on which
LTD "created" the IFF Fund, INC placed the client’s funds in the
| FF Fund in $10, 000 increnents.

By having the funds pool ed, a higher rate of return was

earned on |larger certificates of deposit. |IFF paid interest at a

rate 20 basis points over the rate reported in the Wall Street
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Journal's 30-day Junbo CD report. Because the funds were pool ed,
LTD purchased the certificate of deposit in its own nane pursuant
toits authority to act as attorney in fact for each client in an
ommi bus account. Initially, when the interest was remtted to
the client clearing account, a credit would be entered on each
client's account. Later, LTD changed its policy to credit each
client's account nonthly, even though LTD had yet to receive any
i nterest incone.

Finally, for anmpbunts |ess than $10,000, and in increnents of
$100, a client’s funds were left on deposit in LTD s client
clearing account, and the client’s account was credited with the
average rate paid by Frost Bank on the average bal ances for any
particul ar period. LTD called such account the "Mney Market
Account” (MVA). LTD represented MMA to its clients as demand
deposits in a portfolio conprising noney market instrunments. MVA,

however, was nmerely a marketing nanme for the investnent nechani sm

that we have described supra. |INC perforned a daily accounting
of each client’s investnents. |If a client had funds of |ess than

$10,000 in an LTD account, INC placed the client’s funds into the
MVA in $100 increnments. Any funds of a client bel ow $100 were
not so invested.

LTD derived three types of incone fromusing the funds in
the client clearing account to invest in U S. certificates of

deposit and U.S. bank deposits. The first type of inconme earned
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by LTD was called a "byte",® which was the difference between the
interest obtained on client certificates of deposit and the
interest credited to client accounts. The second type of inconme
earned by LTD was called internally "basis" inconme. For certain
certificates of deposit purchased in the client’s nanme, LTD paid
clients a rate of return based upon a 365-day termof maturity
when such certificates actually had a 360-day termof maturity.
LTD retained the difference, which it called "basis" incone. The
third type of incone earned by LTD was the "spread", which was
either the difference between (1) the interest obtained on
certificates of deposit purchased in LTD s nane and the interest
credited to client accounts for their IFF investnents or (2) the
interest obtained on LTD s client clearing account and the
interest credited to client accounts for their MVA investnents.
Through the end of 1985, LTD credited its clients on the entire
anount of interest earned on |FF.

During LTD s taxabl e year ended June 30, 1985, the date on
which clients were paid interest for investnments in certificates
of deposit was the date on which the interest was received by
LTD. Wth respect to the IFF and MMA, the date of paynent of
i nterest was independent of the date interest was received by LTD

from the banks.

6

The record reveals that the term"byte" was used also to
refer to what we call LTD s "spread"



b.  Loans

During March 1986, LTD began making loans to clients. The
| oans were collateralized by the clients' own certificates of
deposit. LTD verified the availability of funds and then
transferred the funds to the borrowers, usually by wire. LTD
lent the noney to the client at the prinme rate plus a maxi num
anount of 2 percent. Accounting |oans that were used to finance
purchases in other funds, however, were charged the interest rate
that the collateral was carrying, with the result that LTD did
not receive any inconme. Loans nade to clients were not reflected
on the books of LTD but were recorded against a particul ar
client's account. |In docunents for a loan to its clients, LTD
listed the San Antonio office as its return address.

C. Non-U.S. Certificates of Deposit
and Term Deposits

During its taxable year ended 1989, LTD began offering its
clients the opportunity to place their funds in pooled
i nvestnments outside the United States. Such non-U. S
certificates of deposit and non-U. S. term deposits program used
the sanme nechanics for investnent as the pool ed purchases of U S
certificates of deposit. LTD pooled clients’ funds and either
purchased non-U. S. certificates of deposit or nade non-U. S. term
deposits in its own nanme, as attorney in fact, in accordance with
the clients' authorization provided to LTD in the discretionary

aut hori zations. Accordingly, the client, not LTD, bore the risk
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of a bank failure or other | oss of the investnent. Because there
was no Gover nnment - sponsored i nsurance on the non-U. S.
i nvestnents, there was no purpose in dividing the purchases into
anounts of $100, 000 or under. Consequently, all of the non-U.S.
investments were in anounts of $1 million or nmore, which paid
hi gher rates of return

LTD offered its clients investnments in non-U. S. certificates
of deposit through products nanmed "Eurodeposits”, "IlnverCedes",
and "I nverCede2". LTD offered its clients investnents in non-
U S termdeposits through products nanmed "Liquid Assets" and
"Term Deposits”". LTD offered its clients a non-U. S. investnent
named "Asset Managenent Account”. The nanmes denoted different
met hods of timng of interest paid to the client, availability of
funds, deposit amounts, etc. Each such certificate of deposit or
term deposits, however, constituted a purchase from an omni bus
account in bank deposits outside the United States and Mexi co.

I NC col l ected quotations of rates on certificates of deposit
and term deposits fromvarious banks and tel ecopied to the
pronoters termsheets listing all of the quoted rates. The term
sheets |isted the top rate paid by each bank, and pronoters
selling such investnents negotiated a rate of return with
clients. Pronoters could negotiate a | ower, but not higher, rate
than the one listed on the termsheets. To the extent that a
bank m ght quote a higher rate of return because of the size of

t he pool ed deposit or the volunme of transactions, LTD was
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permtted by the discretionary authorization to retain a portion
of the enhanced return as its incone.

d. Pace | nvestnents

LTD offered Pace investnents (including one called Pace 11)
to clients who had unused lines of credit wth Mexican financi al
institutions. Generally, such institutions would have
insufficient liquidity to allow clients to draw any further funds
on their lines of credit. LTD offered to its clients (who were
not necessarily the ones with unused lines of credit with Mexican
financial institutions) a stated rate of return on funds invested
for a fixed period of tine. LTD deposited such funds wth banks
in Mexico for a period of tine coinciding wwth the maturity date
agreed upon with LTD s clients. LTD earned interest on the
deposited funds. The deposit was nade with the stipulation that
the noney be used to allow LTD s client in Mexico to draw on its
formerly unused line of credit.

The client, now able to draw upon its line of credit, paid
LTD a fee to conplete the transaction. LTD derived incone on the
difference between (1) the sumof the interest earned fromthe
Mexi can bank and the fee earned fromthe client and (2) the
interest paid to its clients as their stated rate of return for
maki ng a deposit with LTD.

e. MVA 11
MVA || was a "back-to-back"” operation designed to take

advant age of a | oophole in the Mexican tax |aw that | asted
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approxi mately 18 nonths before it was closed. |In a basic back-
t o- back operation, a client’s funds deposited with LTD were used
as collateral for loans to a related client account. Mbre
specifically, the nmechanismtook the followng form a client,
usual |y a Mexican corporation, placed U S. dollars in LTD s MVA
Il fund. The noney was then lent to the owner of the client
corporation (MVA Il notes). The dollars were exchanged by the
owner of the client corporation into pesos, and the pesos were

used to buy Mexican Treasury bills or "cetes", which were lent to
the client corporation. The Treasury bills were sold by the
client corporation and exchanged into dollars, and the dollars
were deposited into the client corporation's MVA Il fund with
LTD. LTD charged its client corporations 1 percent nore for the
| oan than the interest rate paid on the MMA Il notes.

One of LTD's "Direct Costs" of its interest inconme is an
itementitled "Interest Expense - Special Accounts”. Such
expense represents the anmount that LTD paid to LTD accounts such
as, inter alia,’” FEIM Fund, Currency Fund, and TVA, for their
positions in, inter alia, Eurodeposits, |FF, Pace |nvestnents,
and | nver Cedes.

The gross receipts and direct costs relating to LTD s

"Interest Incone"” for each taxable year are as foll ows:

7

We note that LTD had nore investnment products and investnent
funds during the taxable years in issue than the parties have
addr essed.



TYE June 30

G oss Receipts
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1985
1986
1987
1988
1989

$751, 058

1,431, 377
2, 313, 288
2,900, 805
11,771, 193

Direct Costs

$574, 076
953, 362

1, 870, 419
12,053, 624
8,112, 563

W have deducted fromthe anmpbunt of direct costs the anopunt
conmi ssi on expense for

of $4,521, which represents LTD s T-bil
1988, and whi ch has been

t axabl e year ended June 30,

recategorized in "Comm ssions -
recal culate the direct costs for
30, 1988,

to be $2, 053, 624.

T-Bills."

Accordi ngly, we
LTD s taxabl e year ended June

The breakdown of LTD s "Direct Costs" for each taxable year

foll ows:?®

TYE June 30

1985
1986

1987

1988

1989

Di rect Cost
| FF + MVA
| FF
MVA
| FF
MVA

Conmi ssi ons

Byt e

Casa i nterest

| FF
MVA
Byt e
| FF
MVA

Asset Managenent Account
Eur odeposi ts
| nver Cedes

Li qui d Assets
Ter m Deposits

Speci al

8

The parties stipulated total
costs relating to LTD s "Interest

however,

IS necessary to our analysis,
LTD s interest

Account s

| ncone”

Ampunt

1$574, 076

545, 781
407, 581
472, 938
475, 268
726
887, 634
33, 853
690, 978
949, 087
413, 559
874, 404
473, 299
1, 107
576, 089
880, 845
191, 344
4,626
259, 414

The par

did not stipulate a breakdown of the direct costs,

infra pp.

101- 108,

relating to
incone. W note that facts disclosed by the

Del oitte workpapers and the I RS revenue agent’s wor kpapers

provi de the breakdown of the direct costs,
herein and utilize in our analysis,

infra pp.

is as

anmounts that constitute direct
cat egory.

ties,
whi ch

which we set forth
101- 108.



Pace 831, 176
MVA || 2,903, 946
Byt e 116, 313

The record indicates that, in the direct costs for taxable
year ended June 30, 1985, the interest expenses consisted of |FF
and MVA interest expenses conbined w thout distinction.

3. Currency Exchange Transactions | ncone

LTD engaged in two types of currency exchange transactions.

a. Currency Swaps

LTD arranged for its clients currency swaps, which were
contracts in dollar futures. |In a currency swap, LTD and a
client entered into a contract in which LTD agreed to sell U S
dollars to the client for Mexican pesos at sone future date. The
sale price for the dollars was determ ned in accordance with the
interest rate negotiated between LTD and the client. LTD s gross
recei pts consisted of comm ssions that it received from Bank of
America and United States Trust for arranging the currency swaps.
LTD s direct costs were the commssions it paid out for arranging
the currency swaps. LTD stopped arrangi ng currency swaps on
Septenber 1, 1984.

The gross receipts and direct costs relating to LTD s
"Comm ssions on Foreign Exchange" are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1985 $54, 386 $24, 750

b. Currency Transacti ons

The second category of currency exchange transactions that

LTD engaged in was the sale and purchase of dollars on behalf of
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clients. LTD engaged in four types of dollar transactions.

i. LTD arranged sales of dollars to a client in exchange
for pesos. The client contacted a pronoter in Mxico, who quoted
an exchange rate for pesos to dollars. Once the client and the
pronoter agreed on a rate, the pronoter perforned the exchange
operation fromhis office in Mexico. The client nade pesos
avail able in Mexico to be exchanged, and the pronoter docunented
recei pt of the pesos. The pronoter then converted the pesos to
dollars at a Governnent-aut hori zed Mexi can exchange house. Once
t he exchange was executed, the pronoter directed that the dollars
be wired to San Antonio to be credited to the client's account.
The transaction appeared as a credit on the client's nonthly
statenent. LTD s incone derived fromthe difference between the
exchange rate obtained fromthe Mexican exchange house and the
rate quoted to and agreed to by the client.

ii. LTD sold dollars fromits own account to a client in
exchange for pesos. LTD transferred noney, usually by wre, from
its Frost Bank Money Market account to the client's designated
financial institution. The transaction appeared as a debit from
LTD s Frost Bank account.

iii. LTD arranged purchases of dollars froma client in
exchange for pesos. The client withdrew dollars froman LTD
account to exchange with pesos obtained by LTD. The transaction

appeared as a debit on the client's nonthly statenent.
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iv. LTD purchased dollars froma client in exchange for
pesos and deposited the dollars into LTD s own account. The
transaction appeared as a credit to LTD s Frost Bank account.

Only transaction (i) involved the perfornmance of personal
services in Mexico by a pronoter. Specifically, in transaction
(1), the pronoter handl ed the exchange wth the Mexican brokerage
house. In transactions (ii), (iii), and (iv), the currency
transactions were handled in San Antonio with pesos being
deposited with or received from Mexican institutions.

As of its taxable year ended June 30, 1989, LTD ceased to
conduct the currency transactions in its own nane. The gross
recei pts and direct costs relating to LTD s income from"Currency
Transactions" for each taxable year are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1985 1$531, 003 - 0 -

1986 745, 001 130, 485
1987 2434, 867 16, 125
1988 3232, 426 16, 863

The amount of gross receipts actually represents a net
bal ance anbunt with expenses already deducted. Neither revenue
agent's workpapers nor Deloitte's workpapers reveal the true
gross anount .

2The anmount of gross receipts includes a check of $11, 361
fromthe Guadal ajara office representing its contribution to
profits.

3The anpunt of gross receipts includes a check of $16, 426
fromthe Guadal ajara office representing its contribution to
profits.
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4. Sal es Conmi ssi ons and Fees

a. Currency Fund

LTD created the "I nverWrld Currency Fund" (Currency Fund)
to offer its clients access to the international currency market.
Clients purchased units in the Currency Fund in $1,000 increnents
with a $20,000 nminimum LTD deposited the funds in a foreign
bank, which decided in which currencies the funds that LTD pl aced
with it would be invested.

The client's yield on the fund was based on any increase in
t he val ue per share over the termof the investnment. No periodic
dividend or interest was paid. LTD s role was to act as
"Manager" of the Currency Fund. LTD and INC received clients’
funds, transferred them for managenent by the European banks, and
i ssued a periodic statenment of the client's allocated share of
t he Fund, using values determ ned by the fund managers in Europe.
Funds that were "placed" by LTD s clients in the Currency Fund
were not always placed by LTD in foreign institutions. During
the taxabl e year ended June 30, 1988, funds in the Currency Fund
were invested in cash accounts, noney market accounts, and
i nvest ment accounts managed by Merrill Lynch and Lonbard Odier &
Lir (Lonbard). During the taxable year ended June 30, 1989,
funds in the Currency Fund were invested in Euro-deposits, Pace
i nvestnents, |oans, and investnent accounts managed by Bear

Stearns, Merrill Lynch, and Lonbard.
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LTD charged its clients an initial placenment cost of 3
percent of the funds placed in the Currency Fund. After the
first year LTD al so charged an annual nanagenent fee of 1.00
percent of the value of the assets under managenent. The gross
recei pts and direct costs relating to LTD s "Conm ssions -
Currency Fund" for each taxable year are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1986 $116, 604 $35, 293
1987 264, 395 34, 480
1988 61, 510 1, 858
1989 (6, 509) -0 -

b. FEI M Fund

The FEI'M (an acronym for Fondo Estragegi co De | nversion
Mul tiple) Fund was available to LTD clients during taxable years
ended June 30, 1986 through 1989. Simlar in operation to the
Currency Fund, the FEIM Fund initially consisted of a basket of
GNVA, FNVA, and Federal Hone Loan Mortgage Associ ati on nortgages.
During taxable year ended June 30, 1988, client funds were
invested in the IFF. During taxable year ended June 30, 1989,
client funds were invested in noney market accounts, Euro-
deposits, Pace investnents, |oans, and investnents managed by
Bear Stearns, Mdrrgan Stanley, and Shearson. Cients sent signed
FEI M aut hori zations directly to INC. However, during the first 2
years, neither LTD nor INC had any role in the investnent,
managenent, or valuation of the FEIM Fund assets. LTD nmarketed

the investnent through its pronoters in Mexico, and INC s only
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role was to arrange for transfer of the client funds to Merril
Lynch in Luxenbourg and to include a nonthly statenment of the
client's allocated share of the fund value. Such valuation was
performed by the fund's nmanagers at Merrill Lynch. By June 30,
1988, LTD had stopped sending funds overseas. 1|In one of its
brochures describing the FEIM Fund, LTD |isted the San Antonio
office as its return address.

LTD charged its clients an initial placenment cost based on a
sliding scale of 4.00 percent to 0.25 percent, dependi ng upon the
anmount of funds placed in the FEIM Fund. After the first year
LTD al so charged an annual nanagenent fee of 1.00 percent of the
val ue of the assets under managenent. The gross receipts and
direct costs relating to LTD s "Conm ssions - FEIM Fund" for each
taxabl e year are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1986 $148, 354 $44, 500
1987 71, 716 11, 587
1988 (3, 000) 116
1989 4,951 - 0 -

C. Matri c Fund

The Matric Fund (Matric) was an investnent fund financing a
time-share resort in Puerto Vallarta, Mexico. Matric Corp.
organi zed in the Cayman |slands, borrowed $10 million from LTD,
with Vallarta Internacional S. A, a Mexican corporation, as its
guarantor. LTD raised the $10 million by seeking comrtnments

fromits clients to invest in Mtric.
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Clients investing in Matric signed an agency agreenent with
LTD. Pursuant to the agency agreenent, clients agreed to
indemmify LTD for any potential |loss and to hold LTD responsi bl e
for paying clients their share of the interest paynents remtted
by Matric only if Matric paid LTD.

LTD earned three types of inconme in connection with Matric
during the tax year ending June 30, 1989. The first type of
inconme that LTD earned was a 3-percent comni ssion on the $10
mllion note, prorated for the 9 nonths that the note was
out standi ng during taxable year ended June 30, 1989. The second
type of incone that LTD earned was an initiation fee of 3-percent
of the $10 million note. The last type of inconme that LTD earned
was a consulting fee of $47,500. The gross receipts and direct
costs relating to LTD s "Comm ssions [Matric]" for each taxable
year are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1989 $575, 000 - 0 -

d. | nver sat Fund

LTD created Inversat REIT, a U S. real estate investnent
trust (REIT), to market to its clients. Cients purchased shares
in the REIT by placing funds with LTD, which in turn placed them
inits Inversat Fund. LTD then allocated the funds fromthe
I nversat Fund to the Inversat REIT, which purchased and managed
U S. real estate. The Fund consisted of 5,000 shares, sold at

$1, 000 each, with a m ni muminvest nent of $20,000. LTD sold al
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2,774 shares in taxable year ended June 30, 1987. 1In one of its
brochures describing the Inversat Fund, LTD listed the San
Antonio office as its return address.

LTD charged its clients an initial placenment cost based on a
sliding scale of 3.50 to 0.25 percent, dependi ng upon the anount
of funds placed in the Inversat Fund. After the first year LTD
al so charged an annual managenent fee of 1.00 percent of the
val ue of the assets under managenent. The gross receipts and
direct costs relating to LTD s "Conm ssions Inversat" for each
taxabl e year are as follows (it is noted that the Inversat Fund
managenent fee was not charged until taxable year ended June 30,
1988, and is reported under the general "Managenent Fees"
category):

TYE June 30 G oss Receipts Direct Costs

1987 $86, 762 $3, 188

e. T.V. Answer

T.V. Answer (TVA) is an attachnent for television sets that
uses radio signals to communi cate with a m ni conputer system
Wth the attachnent, consuners can use their televisions to order
novi es, to purchase goods, to retrieve information, to respond to
polls, and the I|ike.

TVA, Inc., was fornmed to exploit the comercial potential of
TVA. TVA, Inc., a Delaware corporation, was the wholly owned
subsidiary of Magus, Ltd., a Cayman |slands corporation, which

was in turn wholly owned by a trust.
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On July 7, 1986, in Mnterrey, Mexico, LTD, entered into a
contract wwth the inventors of TVA and the investors in TVA, Inc.
(TVA partners). LTD agreed to obtain the funds necessary for the
commercial exploitation of TVA. To that end, LTD formul ated a
prospectus and executed a marketing programto solicit venture
capital. The capital call was directed by Arnul fo Rodriguez,
head of MultiVal ores' investnent banking unit in Mnterrey. Al
potential subscribers were contacted fromthe Monterrey office.
Essentially, LTD raised $4, 400,000 by purchasing units in the
trust for its clients' accounts.

For its expenses incurred in the capital call, LTD directed
I NC to send Magus, Ltd., an invoice approximately every 6 nonths.
LTD al so instructed INC to pay TVA nonthly an anount to cover its
devel opnent expenses. |INC perfornmed no other activities in the
capital call.

In raising the funds for TVA, LTD received three types of
income. The first type of inconme was, pursuant to its contract
with the TVA partners, LTD s right to comm ssions of 5 percent of
the total funds that it raised for TVA. The second type of
i ncone was an admnistration fee fromthe TVA partners at a rate
of $5,000 per nonth. The third type of inconme was revenue that
LTD recei ved by charging sone clients who purchased units in the
trust a percentage conm ssion. The gross receipts and direct
costs relating to LTD s "Comm ssions TV Answer" and "TV Answer

* * * [Adm nistration] Fee" for each taxable year are as foll ows:
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TYE June 30 Commi ssi ons Admi ni stration Fee Direct Costs
1987 1$210, 675 $15, 000 $166, 829
1988 50, 607 60, 000 800
1989 272, 411 60, 000 - 0 -

W have deducted fromthe anmount of conm ssions, $225, 675,
t he amount of $15, 000, which represents LTD s admi nistration fees
and whi ch has been recategorized under "Adm nistration Fee" for
t axabl e year ended June 30, 1987.

f. Client Incorporation and Trust Creation

LTD offered its clients the option of establishing offshore
corporations and trusts to hold their investnents. Each client
signed a discretionary authorization granting LTD the power to
invest the funds held by the client’s corporation or trust.

To establish an offshore corporation or trust for a client,
a pronoter in Mexico conpleted a formlisting the client’s choice
of jurisdiction, conpany nanme, and appointed directors. Such
formwas then sent to INC, which passed the information to
outside |lawers or fiduciaries qualified to performthe necessary
paperwork in the chosen jurisdiction.

The i ncorporation package conpleted by the | awers or
fiduciaries was then returned to I NC, which returned the package
to the client in Mexico. LTD s role, through the pronoters, was
to provide the counseling on the structure and features of the
various incorporation options. Board of directors neetings for
at |l east two conpanies incorporated by LTD clients were held at
INC s offices in San Antonio. LTD s clients used as their

addresses the address of INC s offices in San Antoni o.
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Clients establishing an of fshore corporation or trust were
charged fees for the service directly against their accounts.
LTD s gross receipts derived fromchargi ng an "openi ng expense"
and an "annual expense". LTD s direct costs were its paynents to
the third party | awers and fiduciaries. The gross receipts and
direct costs relating to LTD s "Cient |Incorporation Fees" for
each taxable year are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1986 $147, 951 $18, 286

1987 363, 014 126, 855

1988 290, 518 161, 037

1989 404, 286 227, 697
g. Legal Advice |Incone

I n an operating manual under the heading, "Legal Advise"
(sic) LTD described its services regarding the creation of
of fshore corporations and trusts. The record reveals only that
LTD derived gross receipts relating to "Legal Advice |Incone".
LTD s direct costs were the conmssions that it paid to pronoters
for counseling clients regarding of fshore corporations or trusts.
The gross receipts and direct costs relating to LTD s "Legal
Advi ce I ncone" for each taxable year are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1988 $8, 630 $3, 453
1989 (328) 5, 272

h. Letters of Credit

LTD i ssued, either directly or through a bank, letters of

credit to Mexican banks to secure loans for its clients. The
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letters of credit were collateralized by certificates of deposit
that LTD had purchased with the client's funds. The gross
recei pts and direct costs relating to LTD s "lIncone fromLetters

of Credit" for each taxable year are as foll ows:

TYE June 30 G oss Receipts Direct Costs
1987 1$24, 152 - 0 -
1988 91, 556 - 0 -
1989 53, 047 - 0 -

We have recategorized under "lIncome fromLetters of Credit"
for taxable year ended June 30, 1987, the anopunt of $24, 152 of
gross receipts, which was originally categorized under "Q her
| ncome".

i For ei gn Exchange | nvest nents

LTD derived inconme fromits foreign exchange investnents.
The gross receipts and direct costs relating to LTD s "I ncone
Forei gn Exchange Invest"” are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1987 $8, 425 - 0 -

] - Treasury Bills

LTD earned comm ssions fromthird parties on the sal e of
US. Treasury bills to LTD s clients. For taxable year ended
June 30, 1989, LTD s comm ssions were fromMerrill Lynch. LTD s
direct costs were the comm ssions that it paid to pronoters. The
gross receipts and direct costs relating to LTD s "Conm ssi ons -

T-bills" for each taxable year are as foll ows:
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TYE June 30 G oss Receipts Direct Costs
1988 1$15, 139 2$4, 521
1989 5, 026 - 0 -

1 W have recategorized under "Conmm ssions - T-bills" for
t axabl e year ended June 30, 1988, the anmpbunt of $15,139 of gross
recei pts, which was originally categorized under "Q her
Commi ssion | ncone".

2 W have recategorized under "Conm ssions - T-bills" for
t axabl e year ended June 30, 1988, the anount of $4,521 of direct
costs, which was originally categorized under "Interest |Incone".

k. Wres and Checks

LTD charged its clients fees for transactions with third
party banks. For exanple, when a wire was sent or a foreign
check was received for deposit, the third party bank soneti nes
charged a transaction fee to LTD, which passed through the fee to
the client, plus a transaction fee of its own. Depending on the
type of transaction, LTD added a $10 to $15 fee. The gross
recei pts and direct costs relating to LTD s "Wre and Check Fees"
for each taxable year are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1987 1$6, 866 - 0 -
1988 13, 274 - 0 -
1989 26, 360 - 0 -

1 W have recategorized under "Wre and Check Fees" for
t axabl e year ended June 30, 1987, the amount of $6,866 of gross
recei pts, which was originally categorized under "Qher |ncone".

| . &l d and Sil ver Futures

LTD mai ntained a gold and silver futures operations for its

clients. The gross receipts and direct costs relating to LTD s
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"CGold/ Silver Incone"” for each taxable year are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1988 $14, 110 $371
1989 60, 112 - 0 -
m Project | ncone

LTD earned i ncone on a research project for one of LTD s
clients. The gross receipts and direct costs relating to LTD s
"Project Incone" are as foll ows:

TYE June 30 G oss Receipts Direct Costs

1988 $20, 000 $4, 135

n. | ncone From I nvest nents

In the investnent incone category, LTD earned four itens of
revenue. LTD reported gain on the sale of Currency Fund units.
The fundi ng account (also known as the client clearing account)
purchased Currency Fund units fromclients during October and
Novenber and subsequently sold themto the Currency Fund account
for a gain of $64,291.18. Additionally, LTD reported the gain on
the sale of FEIM Fund units. The fundi ng account purchased FEl M
Fund units fromclients and subsequently sold themto the FEI M
Fund account for a gain of $44,576.33. LTD had a | oss on the
sale of stock in a concern known as TAMSA in the anmount of
$11,275.35. Finally, LTD had a | oss on an investnment in Mexican
stocks in the amount of $83,061.23. The gross receipts and

direct costs relating to LTD s "Incone fromlnvestnents" are as



foll ows:

TYE June 30 G oss Receipts Direct Costs

1988 $14, 531 - 0 -

0. O her Comm ssion | ncone/
O her Conmmi ssi ons and Fees

For taxable year ended June 30, 1988, the category "Q her
Comm ssion I ncone" included two types of revenue: $1,640 as
conmi ssi ons on a "back-to-back" transaction and $776 as
conm ssions on the sale of stock.

For taxabl e year ended June 30, 1989, the category "Q her
Comm ssi ons and Fees" included two types of revenue: $24,633 as
addi tional comm ssion fees that were charged to clients
considered to be of higher than normal risk, and $8, 852 as
comm ssions on the sale of Inver stock. The gross receipts and
direct costs relating to LTD s "Qther Comm ssion | ncone" and

"Qther Comm ssions and Fees" for each taxable year are as

fol |l ows:
TYE June 30 &G oss Receipts Direct Costs
1988 1$2, 416 - 0 - ("Oher Conmi ssion Incone")
1989 33, 485 8,345 ("Other Comm ssions and Fees")

1 W have deducted fromthe anmount of gross receipts,
$17, 555, the anount of $15, 139, which represents LTD s
comm ssions fromsales of Treasury bills and which has been
recat egori zed under "Comm ssions on the Sale of Treasury Bills"
for taxable year ended June 30, 1988.

p. O her | ncone

For taxable year ended June 30, 1985, the incone itens taken

as sanples for Deloitte’s audit constituted "interest paynents".
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For taxable year ended June 30, 1986, the Deloitte
wor kpapers provide no indication regarding the specific incone
itenms taken as audit sanpl es.

For taxable year ended June 30, 1987, audit sanples
i ncluded: (1) $24,152 for Letters of Credit, which has been
recategorized to "Letters of Credit", (2) $22,443 for O her
| ncone, (3) $6,866 for Wre and Check Fees, which has been
recategorized to "Wre and Check Fees", and (4) $2500 for
Conmmi ssi ons and Fees.

For taxable year ended June 30, 1988, the four itens taken
as sanples for Deloitte's audit were: (1) Interest earned on the
sale of TVA, Inc. stock when the custoner commtted to buy the
stock but did not pay for it for several nonths, (2) comm ssions
on the sale of Lonbard positions, (3) gain fromthe sale of
Arabi an horses, and (4) fees fromguaranteeing a line of credit
for a client.

For taxable year ended June 30, 1989, the three itens taken
as sanples for Deloitte's audit were: (1) A reversal of excess
interest paid to a client in a prior year, (2) a reversal of
interest paid to a customer in error (Wwth the end result of
canceling out the iteminitially listed as an interest expense),
and (3) revenue received for assisting a client in taking a
special tax election. The gross receipts and direct costs
relating to LTD s "Qther Incone" for each taxable year are as

foll ows:
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TYE June 30 G oss Receipts Direct Costs
1985 $49, 297 - 0 -
1986 20, 735 - 0 -
1987 124,943 - 0 -
1988 83, 442 - 0 -
1989 108, 250 96, 692

1 We have deducted fromthe anmount of gross receipts,
$55, 961, the anmount of $24, 152, which represents LTD s letters of
credit fees, and which has been recategori zed under "Fees for
Letters of Credit"” for taxable year ended June 30, 1987.
Addi tionally, we have deducted fromthe anmount of gross receipts
t he amount of $6, 866, which represents LTD s wire and check fees,
and whi ch has been recategorized under "Wre and Check Fees" for
t axabl e year ended June 30, 1987.

M Amount s Subject to Wthhol di ng Tax

The total amounts in docket No. 27090-90 on which LTD is
potentially liable for withholding tax for each cal endar year are
as follows:° $481,692 for 1984; $1, 168,498 for 1985; and
$1, 135, 757 for 1986. The breakdown of these anbunts for each

cal endar year is as follows:

Cal endar Type of Interest
Year or Dividend Amount
1984 | FF $333, 137

9

For cal endar years 1984, 1985, and 1986, the parties
stipulated as revisions to the statutory notice of liability
anmounts in docket No. 27090-90 on which LTD is potentially liable
for withholding tax. The parties, however, did not stipulate a
breakdown of the w thhol ding anounts, which is necessary to our
analysis, infra pp. 160-184, relating to LTD s w t hhol di ng tax
l[itability. W note that a stipulated joint exhibit provides the
br eakdown of the w thhol ding anounts, which we set forth herein
and utilize in our analysis, infra pp. 160-184. W note that the
stipulated joint exhibit provides total amounts subject to
wi thholding tax different fromthe total anounts stipul ated by
the parties.



MVA 148, 540
1985 | FF 460, 160
MVA 205, 186
Di vi dend 503, 147
1986 | FF 593, 093
MVA 529, 512
Di vi dend 13, 146

LTD decl ared a dividend of $516, 263 on Decenber 10, 1985,
and payabl e on Decenber 20, 1985, to LTD sharehol ders according
to an established schedule. LTD paid $503, 147 in cal endar year
1985 and $13,146 in cal endar year 1986. Both dividend paynents,
however, were made during LTD s taxable year ended June 30, 1986.

The total amounts in docket No. 3443-93 on which LTD is
potentially liable for withholding tax for each cal endar year are

as follows:® $1,668,636 for 1987; 1 $6, 105,862 for 1988; and

10

For cal endar years 1987, 1988, and 1989, the parties
stipulated as revisions to the statutory notice of liability
anmounts in docket No. 3443-93 on which LTD is potentially liable
for withholding tax. The parties, however, did not stipulate a
breakdown of the w thhol ding anounts, which is necessary to our
analysis, infra pp. 160-184, relating to LTD s w t hhol di ng tax
l[iability. W note that a stipulated joint exhibit provides the
br eakdown of the w thhol ding anounts, which we set forth herein
and utilize in our analysis, infra pp. 160-184. W note that the
stipulated joint exhibit provides total anmounts subject to
wi thholding tax different fromthe total anounts stipul ated by
the parties.

11

The statutory notice of liability included a dividend in the
amount of $500, 000 that was subject to wi thholding tax for
cal endar year 1987. The parties’ stipulated joint exhibit,
however, did not include any dividend anount as subject to
wi t hhol di ng tax for cal endar year 1987.

At the comencenent of trial, respondent noved to anend the
answers and to conformthe pleadings to the proof in docket nos.
3441-93 and 3443-93. Respondent’s notions included an attenpt to
i ntroduce the $500, 000 dividend as an anmount subject to

(continued. . .)
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$10, 867,511 for 1989. The breakdown of these anounts is as

foll ows:
Cal endar Type of Interest
Year or_Di vidend Anpunt
1987 | FF $400, 129
MVA 587, 014
Byt e 681, 493
1988 | FF 1,115, 904
MVA 1, 751, 904
| nver Cedes 220,178
MVA | | 3,017, 875
Byt e 257, 872
1989 | FF 402, 695
MVA 800, 214
Asset Managenent Account 12, 222
Eur odeposi ts 1,579, 147
| nver Cedes 1,434, 760
| nver Cede?2 92, 305
Li qui d Assets 379, 880

(... continued)
wi t hhol di ng tax for cal endar year 1987. Respondent contended
t hat, because the dividend was in the statutory notice of

l[iability for cal endar year 1987, it was still in issue.
Petitioners objected to the dividend issue on the ground that it
was raised "only on the eve of trial." The Court denied the

notions as untinely.

Respondent argues on brief that "the Court did not
specifically rule on petitioners’ objection" and that their
obj ection "should be overruled.” W believe that inplicit in our
denial of the notions to anend and to conformthe pleadings to
the proof was a ruling that petitioners’ objection was sustai ned.
Consequently, we find that the $500, 000 dividend is not an anount
that is in issue for cal endar year 1987 in the instant cases.

For cal endar year 1988, the parties’ stipulated joint
exhibit listed in brackets a dividend in the anmount of $500, 000
but did not include such anmount in the total amount that was
subject to withholding tax. A dividend in the amount of $500, 000
was not included in the statutory notice of liability for
cal endar year 1988. Consequently, we find that the $500, 000
anmount listed as a dividend in the stipulated joint exhibit is
not an anmount that is in issue for cal endar year 1988 in the
i nstant cases.
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Speci al Accounts 259, 411
Term Deposits 10, 018
Pace 5, 895, 859
Byt e 33, 822

Respondent seeks to |levy an identical w thholding tax on I NC
for cal endar years 1987, 1988, and 1989. W find that the total
amounts on which INCis potentially subject to w thholding tax
are the same as for LTD, viz, $1,668,636 for 1987; $6, 105, 862 for
1988; and $10, 867,511 for 1989. The breakdown of the w thhol di ng
anopunts is also the sane as for LTD. See supra.

[11. OPIN ON

A Whet her LTD Was Engaged in Trade
or Business Wthin the United States

The first issue we nust decide is whether LTD was engaged in
trade or business within the United States pursuant to section
864(b). If we decide that LTD was engaged in trade or business
within the United States, then we nust decide the character and
the source of each itemof LTD s incone and whet her each such
itemwas effectively connected with the conduct of such trade or
busi ness pursuant to section 864(c).

Foreign corporations operating in the United States are
subject to two U S. taxation reginmes. Under the first regine, a
foreign corporation engaged in trade or business within the
United States during the taxable year is taxable on its incone
which is effectively connected with the conduct of such trade or

business within the United States (effectively connected incone).
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Sec. 882(a)(1). Effectively connected incone can originate from
sources within the United States, sec. 864(c)(2) and (3), or from
sources without the United States, sec. 864(c)(4), and is taxed
at the sane rates that apply to a U. S. corporation under section
11. Under the second regine, a flat tax of 30 percent is inposed
on a foreign corporation’s gross incone from"interest (other
than original issue discount as defined in section 1273),

di vidends, rents, salaries, wages, prem uns, annuities,
conpensati ons, renunerations, enolunents, and other fixed or

det erm nabl e annual or periodical gains, profits, and incone",

but only to the extent the anobunt is received fromsources within
the United States and is not effectively connected with the
conduct of trade or business by such corporation within the
United States. Sec. 881(a). A foreign corporation is not
subject to tax on its income which is not effectively connected
with its conduct of trade or business within the United States
and which is received fromsources wthout the United States.

Id. Insum if LTD is engaged in trade or business within the
United States, inconme itens effectively connected with LTD s
trade or business, including itens fromsources w thout the
United States as described in section 864(c)(4), are taxed
pursuant to section 882(a)(1l) at regular corporate rates; inconme
itens not effectively connected with any trade or business

conducted by LTD within the United States, if sourced fromwthin



- 64 -
the United States, are taxed at 30 percent pursuant to section
881(a), but if sourced fromw thout the United States, are not
subject to U S. taxation.

1. Backgr ound

For purposes of section 882(a)(1l), the phrase "trade or
business within the United States" generally includes "the
performance of personal services within the United States at any
time within the taxable year". Sec. 864(b). W believe that
section 1.864-4(c)(5) (i), Income Tax Regs., which determ nes
whet her a foreign corporation is "engaged in the active conduct
of a banking, financing, or simlar business in the United
States”, provides a useful framework in the instant case for
anal yzi ng whet her LTD engaged in trade or business within the
United States. For, if LTD engaged in the active conduct of a
banki ng, financing, or simlar business in the United States,
then, a fortiori, LTD was engaged in trade or business wthin the
United States.

2. Section 1.864-4(c)(5)(i), Incone Tax Regs., Engaged in
a Banki ng Busi ness Test

Section 1.864-4(c)(5)(i), Income Tax Regs., provides that a
foreign corporation is considered

to be engaged in the active conduct of a banking,
financing, or simlar business in the United States if
at sone tine during the taxable year the taxpayer is
engaged in business in the United States and the
activities of such business consist of any one or nore
of the followng activities carried on, in whole or in
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part, in the United States in transactions with persons
situated within or without the United States:

(a) Receiving deposits of funds fromthe public,

(b) Making personal, nortgage, industrial, or other
| oans to the public,

(c) Purchasing, selling, discounting, or negotiating
for the public on a regular basis, notes, drafts, checks,
bills of exchange, acceptances, or other evidences of
i ndebt edness,

(d) Issuing letters of credit to the public and
negoti ating drafts drawn thereunder

(e) Providing trust services for the public, or

(f) Financing foreign exchange transactions for the
public.

LTD engaged in four of the six activities listed in the
regul ation. LTD engaged in "Receiving deposits of funds fromthe
public" by receiving deposits of funds fromits clients into its
client clearing account. LTD engaged in "Making personal * * *
|l oans to the public" by making loans to its clients. LTD engaged
in "Purchasing * * * [and] selling * * * for the public on a
regul ar basis * * * evidences of indebtedness"” by purchasing and
selling for its clients on a regular basis: (1) Certificates of
deposit and (2) interests in such certificates of deposit. LTD
engaged in "lIssuing letters of credit to the public". Finally,
LTD engaged in "Financing foreign exchange transactions for the
public" by effecting currency exchange transactions for the
public with Mexican banks. LTD engaged in all of the above

activities, in whole or in part, in the United States in

12

Addi tionally, LTD engaged in creating and operating a U. S.
(continued. . .)
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transactions with persons situated within or without the United
States. Accordingly, we conclude that LTD perforned the
activities required for a foreign corporation to be considered "a
banki ng, financing, or simlar business in the United States"
within the neaning of section 1.864-4(c)(5)(i), Inconme Tax Regs.

In addition to the listed activities, however, section
1.864-4(c)(5)(i), Inconme Tax Regs., requires that the foreign
corporation "at sone tine during the taxable year" be "engaged in
business in the United States". Petitioners argue that certain
trading activities performed by LTD are excludable fromthe
determ nation of whether LTD is engaged in "trade or business
within the United States" pursuant to section 864(b).
Petitioners argue that pursuant to section 864(b)(2)(A) (i) and
(1i), LTD s trading in stocks or securities are excluded fromthe
determ nation of whether LTD is engaged in "trade or business
within the United States". The activity of "Trading in stocks or
securities through a resident broker, conm ssion agent,
cust odi an, or other independent agent" is excluded fromthe
definition of "trade or business wthin the United States". Sec.
864(b)(2) (A (i). The exclusion applies, however, "only if, at no
time during the taxable year, the taxpayer has an office or other

fi xed place of business in the United States through which or by

2, .. continued)
real estate investnent trust, creating offshore corporations and
trusts, purchasing U S. Treasury bills, and trading in gold and
silver futures.
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the direction of which the transactions in stocks or securities
* * * are effected.” Sec. 864(b)(2)(C).

Petitioners argue that all of their activities are eligible
to be excluded because the exclusion extends broadly to persons
trading for their own account or for the account of others and
because the agents through which trading is effected need not be
i ndependent in order to qualify under section 864(b)(2)(A)(i).
We disagree. The exclusion requires that the trading in stocks
or securities be effected "through a resident broker, conm ssion
agent, custodi an, or other independent agent." Sec.
864(b)(2)(A) (i). W conclude that the phrase neans that
excl udabl e trading in stocks or securities nust be effected

t hrough i ndependent agents and that LTD s tradi ng through I NC was

not so effected.

To qualify for the exclusion, trading in stocks or
securities nust be effected by the agents referred to in section
864(b)(2) (A (i). The fourth relationship to which that section
refers is an "other independent agent." W believe that the
phrase "ot her independent agent" serves to nodify the |anguage
preceding it. |In other words, the resident broker, conmm ssion
agent, or custodian nmust each be an "i ndependent agent."
Consequently, we conclude that section 864(b)(2)(A)(i) requires
that the trading in stocks or securities be effected through an

i ndependent resident broker, an independent conm ssion agent, an
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i ndependent custodi an, or sone other independent agent.

The record shows that LTD engaged in the tradi ng of
securities through a resident broker by virtue of its
certificates of deposit operation.'® The Inver G oup established
criteria to guide INCin selecting the financial institutions
fromwhi ch I NC coul d purchase certificates of deposit for LTD and
LTD s clients. |INC researched the financial institutions using
the Inver Goup’s criteria and obtained interest rate quotes.
Upon recei pt of funds and an order to invest, |INC placed the
funds in certificates of deposit in either the client’s or LTD s
name. W conclude that, by engaging in such activities, LTD
engaged in trading in securities through its agent | NC

Section 1.864-7, Incone Tax Regs., provides a definition of
"i ndependent agent" for purposes of determ ning whether a foreign
corporation has "an office or other fixed place of business
within the United States" within the nmeaning of section
864(c)(4)(B) and the regul ations thereunder. The phrase "office
or other fixed place of business in the United States" al so
appears in section 864(b)(2)(C. Although the regulation does

not expressly provide that it is to apply for purposes of section

13

Sec. 1.864-2(c)(2)(i), Income Tax Regs., defines a security
for purposes of par. (c) of sec. 1.864-2, Incone Tax Regs., as:
"any note, bond, debenture, or other evidence of indebtedness, or
any evidence of an interest in or right to subscribe to or
pur chase any of the foregoing."
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864(b)(2)(A) (i), we believe that the regul ation furnishes a
proper framework for interpreting the term"independent agent"”
for purposes of section 864(b)(2)(A)(i).

Section 1.864-7(d)(3)(i), Inconme Tax Regs., provides:

For purposes of this paragraph * * * [of the
regul ation], the term “independent agent” nmeans a general
conm ssi on agent, broker, or other agent of an independent
status acting in the ordinary course of his business in that
capacity. Thus, for exanple, an agent who, in pursuance of
his usual trade or business, and for conpensation, sells
goods or nerchandi se consigned or entrusted to his
possessi on, managenent, and control for that purpose by or
for the owner of such goods or nerchandi se is an i ndependent
agent .

Section 1.864-7(d)(3)(ii), Inconme Tax Regs., however, provides:

The determ nation of whether an agent is an independent
agent for purposes of this paragraph shall be nade w thout
regard to facts indicating that either the agent or the
princi pal owns or controls directly or indirectly the other
or that a third person or persons own or control directly or
indirectly both. For exanple, a wholly owned donestic
subsidiary corporation of a foreign corporation which acts
as an agent for the foreign parent corporation may be
treated as acting in the capacity of independent agent for
the foreign parent corporation. The facts and circunstances
of a specific case shall determ ne whether the agent, while
acting for his principal, is acting in pursuance of his
usual trade or business and in such manner as to constitute
hi m an i ndependent agent in his relations with the
nonresi dent alien individual or foreign corporation.

Finally, section 1.864-7(d)(3)(iii), Income Tax Regs., provides:

Where an agent who is otherw se an i ndependent agent
within the nmeani ng of subdivision (i) of this subparagraph
acts in such capacity exclusively, or alnost exclusively,
for one principal who is a nonresident alien individual or a
foreign corporation, the facts and circunstances of a
particul ar case shall be taken into account in determning
whet her the agent, while acting in that capacity, may be
classified as an i ndependent agent.
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Applying the foregoing regulations to the facts of the
i nstant case, we note that, although INC was, either directly or
indirectly, a wholly owned subsidiary of LTD, section 1.864-
7(d)(3)(ii), Income Tax Regs., requires the determ nation of
whet her INC i s an independent agent to be nade without regard to
the fact that LTD "owns or controls directly or indirectly” |NC
Accordingly, we disregard the fact that LTD owned, either
directly or indirectly, all of INCin our consideration of
whet her I NC was "a general comm ssion agent, broker, or other
agent of an independent status acting in the ordinary course of *
* * [its] business in that capacity.”" Sec. 1.864-7(d)(3)(i),
| ncome Tax Regs.

I NC was an investnent adviser registered with the SEC.
| NC s business, in part, was that of a broker of certificates of
deposit. @uided by Inver Goup’s criteria, |INC researched and

selected the financial institutions fromwhich it purchased

certificates of deposit for LTD and LTD s clients. [|NC perforned
br okerage services for LTD and LTD s clients. [INC, however,
acted al nost exclusively for one principal, i.e., LTD, which is a

foreign corporation. Consequently, we conclude that INCis an
"excl usive" agent within the meaning of section 1.864-
7(d)(3)(iii), Incone Tax Regs., supra. Accordingly, we nust take
into account the facts and circunstances "in determ ni ng whet her
the agent, while acting in that capacity, may be classified as an

i ndependent agent." Sec. 1.864-7(d)(3)(iii), Income Tax Regs.
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The record shows that INC had few clients other than LTD and
LTD s clients. The services that | NC performed were al nost
exclusively for LTD, such as bookkeeping, effecting trades in
securities, generating client statenents, and effecting currency
exchange transactions. The percentage of INC s gross revenues
derived fromLTD were as follows: 94.1 percent in 1985, 99.1
percent in 1986, 91.8 percent in 1987, 94.0 percent in 1988, and
95.8 percent in 1989. Mreover, the record does not establish
that INC marketed its services to clients onits own. Based on
the record in the instant case, we conclude that | NC was not an
"I ndependent agent” within the neaning of section 1.864-7(d)(3),
I ncome Tax Regs. Consequently, we hold that LTD did not engage
intrading in stocks or securities through an i ndependent agent
wi thin the neaning of section 864(b)(2)(A)(i).

Addi tionally, section 864(b)(2)(A) (i) applies "only if, at
no time during the taxable year, the taxpayer has an office or
ot her fixed place of business in the United States through which
or by the direction of which the transactions in stocks or
securities * * * are effected.” Sec. 864(b)(2)(C); see sec.
1.864-2(c)(1), Income Tax Regs. Both parties, presum ng that
INC s San Antonio office was an office through which or by the
direction of which LTD s transactions in stocks or securities
were effected, focus their argunments on whether INC s San Antonio

office can be attributed to LTD. Petitioners seek to apply
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section 1.864-7(d)(1)(i), Income Tax Regs.!* Accordingly,
petitioners contend that INC s office in San Antoni o shoul d not
be considered LTD s "office or other fixed place of business" in
the United States because INC did not have the authority to
negotiate or to conclude contracts on behalf of LTD. Petitioners
argue that, "Even if INCis deened to be a dependent agent, by
its agreenent with LTD it had 'no authority to act for,
represent, bind or obligate * * * [LTD]' w thout first obtaining
LTD s consent and in fact it did not do so without first
obt ai ning the consent of LTD."

Respondent al so seeks to apply section 1.864-7(d)(1) (i),
| nconme Tax Regs., contending that INC s San Antonio office should
be considered LTD s office for the purpose of applying the
regul ati on.

Section 1.864-7(d)(1)(i), Income Tax Regs., provides that
the office of an agent who is not an independent agent wll be

di sregarded in the determ nation of whether a taxpayer has "an

14

Sec. 1.864-7(d)(1)(i), Inconme Tax Regs., provides:

I n determ ning whether a nonresident alien
i ndi vidual or a foreign corporation has an office or
ot her fixed place of business, the office or other
fi xed place of business of an agent who is not an
i ndependent agent, as defined in subparagraph (3) of
t hi s paragraph, shall be disregarded unl ess such agent
(a) has the authority to negotiate and concl ude
contracts in the nane of the nonresident alien
i ndi vidual or foreign corporation, and regularly
exercises that authority, or (b) has a stock of
mer chandi se bel onging to the nonresident alien
i ndi vi dual or foreign corporation fromwhich orders are
regularly * * * [filled] on behalf of such alien
i ndi vi dual or foreign corporation * * *,
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office or other fixed place of business in the United States”
unl ess the agent perfornms specified duties. The physical
| ocation of the office of an agent, however, is only one factor
of five provided in section 1.864-7, Inconme Tax Regs., to be
considered in such a determnation. Section 1.864-7(d)(1)(i),
| ncone Tax Regs., expressly provides that it applies for purposes
of section 864(c)(4)(B) and section 864(c)(4)(B)(iii), and the
regul ati ons thereunder, but it does not expressly provide that it
is to apply for purposes of section 864(b)(2)(C). Nonetheless,
because both parties argue their respective positions based on
section 1.864-7(d)(1)(i), Income Tax Regs., and because those
regul ati ons construe the phrase "office or other fixed place of
business in the United States", which is also found in section
864(b)(2)(C, we use those regulations in the instant case as a
framework to deci de whether LTD has "an office or other fixed
pl ace of business in the United States" for purposes of section
864(b)(2) (0O .

Section 1.864-7(a)(2), Incone Tax Regs., provides that, in
determ ni ng whet her a taxpayer has "an office or other fixed
pl ace of business in the United States”" within the neaning of the
statute, "due regard shall be given to the facts and
ci rcunst ances of each case, particularly to the nature of the
taxpayer's trade or business and the physical facilities actually
required by the taxpayer in the ordinary course of the conduct of

his trade or business.” The factors to consider include: (1)
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Fixed facilities, (2) managenent activity, (3) agent activity,
(4) enployee activity, and (5) office or other fixed place of
busi ness of a related person. Sec. 1.864-7, Incone Tax Regs. W
exam ne each of the factors in turn.

(1) Fixed facilities. The general rule is that "an office
or other fixed place of business is a fixed facility, that is, a
pl ace, site, structure, or other simlar facility, through which
a nonresident alien individual or a foreign corporation engages
in a trade or business.” Sec. 1.864-7(b)(1), Incone Tax Regs.
"Afixed facility may be considered an office or other fixed
pl ace of business whether or not the facility is continuously
used by a nonresident alien individual or foreign corporation.”
ld. Furthernore:

A nonresident alien individual or a foreign corporation
shall not be considered to have an office or other fixed

pl ace of business nerely because such alien individual or

forei gn corporation uses another person’s office or other

fixed place of business, whether or not the office or other
fi xed place of business of a related person, through which
to transact a trade or business, if the trade or business
activities of the alien individual or foreign corporation in
that office or other fixed place of business are relatively
sporadi c or infrequent, taking into account the overal

needs and conduct of that trade or business. * * * [Sec.

1.864-7(b)(2), Income Tax Regs.]

(2) WManagenent activity. The regulations take into account
where the "top managenent"” deci sion-nmeki ng takes place and where
"the day-to-day trade or business of the foreign corporation”
occurs. Sec. 1.864-7(c), Incone Tax Regs.

(3) Agent activity. The regulations provide:
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the office or other fixed place of business of an agent
who is not an independent agent, as defined in

subpar agraph (3) of this paragraph, shall be

di sregarded unl ess such agent (a) has the authority to
negoti ate and concl ude contracts in the nane of the
nonresi dent alien individual or foreign corporation,
and regul arly exercises that authority, or (b) has a
stock of merchandi se bel onging to the nonresident alien
i ndi vi dual or foreign corporation fromwhich orders are
regularly * * * [filled] on behalf of such alien

i ndi vi dual or foreign corporation. * * * [Sec. 1.864-
7(d)(1)(i), Incone Tax Regs.]

The regul ati ons al so provide:

an agent shall be considered regularly to exercise
authority to negotiate and conclude contracts or
regularly to fill orders on behalf of his foreign
principal only if the authority is exercised, or the
orders are filled, with sone frequency over a
continuous period of tinme. This determnation shall be
made on the basis of the facts and circunstances in
each case, taking into account the nature of the

busi ness of the principal; but, in all cases, the
frequency and continuity tests are to be applied
conjunctively. Regularity shall not be evidenced by
occasional or incidental activity. An agent shall not
be considered regularly to negotiate and concl ude
contracts on behalf of its foreign principal if the
agent’s authority to negotiate and concl ude contracts
islimted only to unusual cases or such authority nust
be separately secured by the agent from his principal
with respect to each transaction effected. * * * [ Sec.
1.864-7(d)(1)(ii), Income Tax Regs.]

(4) Enployee activity. The regul ations provide:

Ordinarily, an enployee of a nonresident alien
i ndi vidual or a foreign corporation shall be treated as
a dependent agent to whomthe rules of paragraph (d)(1)
of this section apply if such enpl oyer does not in and
of itself have a fixed facility (as defined by
par agraph (b) of this section) in the United States or
outside the United States, as the case may be.
However, where the enployee, in the ordinary course of
his duties, carries on the trade or business of his
enpl oyer in or through a fixed facility of such
enpl oyer which is regularly used by the enployee in the
course of carrying out such duties, such fixed facility
shal |l be considered the office or other fixed place of



- 76 -

busi ness of the enployer, irrespective of the rules of
paragraph (d)(1) of this section. * * * [Sec. 1.864-
7(e), Incone Tax Regs.]

(5) Ofice or other fixed place of business of a rel ated
person. The regul ati ons provide:

The fact that a nonresident alien individual or a
foreign corporation is related in some manner to
anot her person who has an office or other fixed place
of business shall not of itself nean that such office
or other fixed place of business of the other person is
the office or other fixed place of business of the
nonresident alien individual or foreign corporation.
Thus, for exanple, the U S. office of foreign
corporation M a wholly owned subsidiary corporation of
foreign corporation N, shall not be considered the
office or other fixed place of business of N unless the
facts and circunstances show that N is engaged in trade
or business in the United States through that office or
ot her fixed place of business. However, see paragraph
(b)(2) of this section * * * [regarding relatively
sporadic or infrequent activities]. * * * [Sec. 1.864-
7(f), Income Tax Regs.]

Wth the foregoing factors in mnd, we consider the facts
and circunstances of the instant case. The record establishes
that LTD had a fixed facility in the sense that it used the San
Antonio office to engage in its trade or business. The San
Antoni o office, upon receipt of investnent instructions fromthe
pronoters, effected the transactions in question. The San
Antonio office’s address was used as LTD s return address on,
inter alia, LTD s early discretionary authorizations, a FEIM Fund
brochure, an Inversat Fund brochure, a brochure for "sel ected
i nvestors who are not residents of the US A", a printed

newsl etter entitled "I nverNews", and in docunents for a loan to a
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client. The San Antonio office was the place where LTD client
files were maintained. LTD s use of the San Antonio office for
both its operations and as a return address was so extensive that
we believe, taking into account the overall needs and conduct of
LTD s trade or business, that LTD s use of the San Antonio office
cannot be described as falling under the "relatively sporadic or
i nfrequent" exception. Sec. 1.864-7(b)(2), Income Tax Regs.
Moreover, LTD has not shown that it maintained any other fixed
facility through which it engaged in its activities.
Accordingly, we hold that the San Antonio office was LTD s fi xed
facility in the United States during the years in issue for
pur poses of section 1.864-7(b), Incone Tax Regs.

As to the location of the managenent activity, section
1.864-7(c), Income Tax Regs., and rel ated exanples, section
1.864-7(g), Exanples (1)-(3), Income Tax Regs., take into account
not only where the "top managenent deci sions"” are made but al so
where "the day-to-day trade or business of the foreign
corporation” is conducted. LTD s day-to-day trade or business
was to provide its Mexican clients with access to non-Mxi can
financial markets. That day-to-day trade or business was
conducted in the San Antonio office, where the clients’ files
were | ocated, investnent instructions were received and carried
out, client statenents were produced, and LTD s daily proof

sheets and journal vouchers were produced.
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As we have concl uded, supra p. 70, that INCis not an
"I ndependent agent” within the neaning of section 1.864-7(d)(3),
| nconme Tax Regs., we next exam ne whether INC is a dependent
agent *®* which "has the authority to negotiate and concl ude
contracts in the nane of the nonresident alien individual or
foreign corporation, and regularly exercises that authority”
wi thin the neaning of section 1.864-7(d)(1)(i), Income Tax Regs.
Petitioners argue that, if INCis deened to be a dependent agent,
INC is not to be considered regularly to "negotiate and concl ude
contracts" on behalf of LTD because |INC had, pursuant to its
agreenent with LTD, no authority to act for, represent, bind or
obligate LTD "without first obtaining LTD s consent” and that |INC
did not act for, represent, bind, or obligate LTD "w thout first
obt ai ning the consent of LTD." Additionally, petitioners contend
that INC did not have the authority to negotiate or to concl ude
contracts on LTD s behal f.

I n deci ding whether INC had that type of authority, we
exam ne the agreenent governing the relationship between | NC and
LTD (Agreenent) and the entire record before us. Petitioners
rely upon paragraph 8 of the Agreenent, which provides that |INC
"shall for all purposes be an independent contractor and not an

agent or enployee of * * * [LTD], and * * * [INC] shall have no

15

A dependent agent is equated in the regulations with "an
agent who is not an independent agent, as defined in subparagraph
(3) of this paragraph”. Sec. 1.864-7(d)(1)(i), Income Tax Regs.
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authority to act for, represent, bind or obligate * * * [LTD],
any of its affiliates or any account nmanaged or advised by * * *
[LTD)." Paragraph 4 of the Agreenent, however, provides detailed

authority for INCto act on LTD s behal f:

* * * TINC] will invest such cash, securities and other
properties conprising the assets of investnent advisory
clients of * * * * [LTD] as * * * [LTD] shall instruct, in

such manner as * * * [LTD] shall instruct. 1In order to
carry out such instructions, * * * [INC] will have the
authority for and in the nanme of * * * [LTD]:

(a) to purchase, sell and deal in * * * instrunents or
evi dences of indebtedness by whonsoever issued * * *;

(b) to purchase, hold, sell, transfer, exchange,
nort gage, pledge and otherw se act to acquire and di spose of
and exercise all rights, powers, privileges, and other
i nci dents of ownership or possession with respect to
securities held on behalf of * * * [LTD] or its clients,
with the objective of the preservation, protection and
i ncrease in val ue thereof;

(c) to purchase securities for investnent and to nake
such representations to the seller of such securities, and
to other persons, that * * * [INC] may deem proper in such
ci rcunstances, including the representation that such
securities are purchased by * * * [LTD] or its clients for
investnment and not with a viewto their sale or other
di sposi tion;

(d) to lend any of the properties which are fromtine
totime held by * * * [LTD] on behalf of its clients; and

(e) to open, maintain, conduct and cl ose accounts * * *
with any broker, dealer or investnent concern at which
* * * [LTD] maintains an account on behalf of its clients
with respect to the disposition and application of nonies or
securities of * * * [LTD] or its clients and fromtine to
time held by such broker, dealer or investnent concern.

Thus, paragraph 8 and paragraph 4 contain seem ngly inconsistent
terns.

As we interpret the Agreenent, however, the specific vesting
of authority in INC upon the issuance of instructions from LTD,

pursuant to paragraph 4 of the Agreenent, overrides the provision
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in paragraph 8 that INC "shall have no authority to act for,
represent, bind or obligate" LTD as to the matters covered by the
instructions. W therefore conclude that INC had “the authority
for and in the nane of LTD’ to carry out the acts specified in
the Agreenent pursuant to LTD s instructions, including, inter
alia, purchasing, selling, and dealing in instrunments or

evi dences of indebtedness by whonsoever issued. |INC al one
performed the purchase, sale, and redenption of the instrunents
and evi dences of indebtedness. Accordingly, we conclude that,
pursuant to its Agreenment with LTD, INC had "the authority to
negoti ate and concl ude contracts” in the nanme of the foreign
corporation LTD within the neaning of section 1.864-7(d)(1)(i),

| ncome Tax Regs.

Nonet hel ess, we nust consider whether INC "regularly
exercised" its authority to negotiate and to conclude contracts
in LTD s nanme, whether such authority was limted to unusual
cases, and whether such authority was separately secured for each
transaction effected within the neaning of section 1.864-
7(d)(1)(ii), Income Tax Regs. For LTD s certificates of deposit
and term deposits operation, the executive commttee of I|nver
G oup established criteria (relating to the bank’s size, equity,
profitability, size of deposits, assets and liabilities ratios,
and standing wwth the FDIC or FSLIC) to guide INC in selecting

banks from which to purchase certificates of deposit and term
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deposits. M. Fahey testified that he conpiled a |list of banks
that M. Zollino approved.

Pursuant to its Agreenent with LTD, I NC assenbl ed and
mai nt ai ned a docunent entitled Institution Standi ngs, which
reflected the financial information of financial institutions
that met the Inver Goup’ s criteria. M. Fahey contacted banks
t hroughout the United States that were on the approved |list and
obtai ned interest rates fromeach bank for 30-day, 60-day, 90-
day, and 6-nonth placenents of certificates of deposit and term
deposits. A list of the rates quoted by each bank was
tel ecopied, usually daily, to Mexico to inform pronoters of the
current interest rates offered on certificates of deposit and
termdeposits. M. Fahey testified that he "got approval of the
banks that were on * * * [the |ist telecopied to pronoters], but
not approval on a daily basis for the rates that | quoted on
there." Pronoters sold the certificates of deposit or term
deposits (or interests therein) to clients, who wired funds
directly to LTD s account in San Antoni o.

On its own, albeit pursuant to the criteria established by
| nver Group and only from banks that had been approved by M.
Zollino, I NC purchased certificates of deposit or term deposits
in either the client’s nane (for amounts greater than $98, 000) or
in LTD s nane (for amounts |ess than $98, 000, in increments of
$10,000). |INC purchased the certificates of deposit and term

deposits on behalf of LTD and LTD s clients with great frequency
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over the continuous period of tine in issue. INCs authority to
purchase certificates of deposit and term deposits was not
"l'imted only to unusual cases", and its authority was not
"separately secured” by INC fromLTD "with respect to each
transaction effected.” The exercise of INC s authority was not
nmerely occasional or infrequent. Accordingly, we conclude that
| NC exercised its authority to negotiate and to concl ude
contracts with the regularity and continuity required by section
1.864-7(d)(i)(ii), Income Tax Regs. Consequently, we hold that
INC i s a dependent agent who had "the authority to negotiate and
concl ude contracts"” in the name of the foreign corporation LTD
and "regul arly" exercised such authority within the neaning of
section 1.864-7(d)(21)(i), Incone Tax Regs.

As INC i s a dependent agent which had "the authority to
negoti ate and conclude contracts” in the nane of LTD and
"regul arly" exercised such authority over a continuous period of
time, INCs office will not be disregarded in determ ning whet her
LTD had an office or other fixed place of business within the
meani ng of section 1.864-7(d), Income Tax Regs. Sec. 1.864-
7(d)(3)(i), Inconme Tax Regs. Accordingly, we conclude that INC s
office is to be used in deciding whether LTD had "an office or
ot her fixed place of business in the United States" within the
meani ng of section 1.864-7(d), Inconme Tax Regs.

As INC is a corporation, and respondent makes no ar gunent

that its separate existence should be ignored, and as LTD had no
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enpl oyees of its own in the San Antonio office, we do not apply
the factor of enployee activity. Sec. 1.864-7(e), Incone Tax
Regs.

Finally, section 1.864-7(f), Incone Tax Regs., provides that
the fact that a foreign corporation is related in sone manner to
anot her person who has an office or other fixed place of business
wll not of itself nmean that the related person’s office or other
fixed place of business is the foreign corporation’s office or
ot her fixed place of business unless the facts and circunstances
show that the foreign corporation is engaged in trade or business
in the United States through such office or fixed place of
busi ness. Based on the record in the instant case, we concl ude
that the facts and circunstances show that LTD was engaged in
trade or business in the United States through INC s office in
San Antonio. As we have discussed, supra pp. 72-73, LTD s
i nvol venent and activities in the San Antonio office were
extensi ve, continuous, and regular. Moreover, LTD has not shown
that it maintained any other office or fixed place of business.
Accordingly, we conclude that the San Antonio office of INCis
the office or other fixed place of business of LTD for purposes
of section 1.864-7(f), Incone Tax Regs.

Pursuant to section 1.864-7(a)(2), Incone Tax Regs., we have
given "due regard" to the facts and circunstances of the instant
case, "particularly to the nature of the taxpayer's trade or

busi ness and the physical facilities actually required by the
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t axpayer in the ordinary course of the conduct of his trade or
business."” The nature of LTD s trade or business is to provide
Mexi can investors with access to non-Mexican financial markets.
The physical facility actually required by LTD in the ordinary
course of the conduct of its trade or business is a place that
can receive investnent instructions fromclients, effect such
instructions, and maintain records of actions that have been
taken. LTD had no place that received clients’ investnent
instructions, effected such instructions, and maintai ned records
of actions taken, other than the San Antonio office. In sum we
conclude that LTD had "an office or other fixed place of business
inthe United States” within the neaning of section 1.864-7(d),
| ncome Tax Regs.

Consequently, we hold that LTD s trading in stocks or
securities fails to qualify for exclusion pursuant to section
864(b)(2)(A) (i) for each of two reasons: (1) The trading in
stocks or securities was not carried out through an "independent™
agent, and (2) LTD had "an office or other fixed place of
business in the United States" through which such transactions
were effected. See sec. 864(b)(2)(C. Accordingly, such trading
activities are taken into account to determ ne whether LTD was
engaged in "trade or business wthin the United States" pursuant
to section 864(b).

We turn next to the exclusion allowed to taxpayers trading

for their own account. Section 864(b)(2)(A)(ii) provides that
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certain activities are to be excluded fromthe definition of
"trade or business within the United States,” to wit:

Trading in stocks or securities for the taxpayer's own

account, whether by the taxpayer or his enpl oyees or

t hrough a resident broker, comm ssion agent, custodi an,

or other agent, and whether or not any such enpl oyee or

agent has discretionary authority to nmake decisions in

effecting the transactions. * * *
Trading in stocks or securities, equated in the regulations with
"the effecting of transactions in the United States in stocks or
securities,"” includes:

buyi ng, selling (whether or not by entering into short

sales), or trading in stocks, securities, or contracts

or options to buy or sell stocks or securities, on

margi n or otherwi se, for the account and risk of the

t axpayer, and any other activity closely rel ated

thereto (such as obtaining credit for the purpose of

ef fectuating such buying, selling, or trading). * * *

[ Sec. 1.864-2(c)(2)(i), Income Tax Regs.]

The exclusion for trading in stocks or securities for the
t axpayer's own account, however, does not apply to: (1) A dealer
in stock or securities, and (2) a corporation (other than one
described in the parenthetical clause of section
864(b)(2)(A) (ii)) whose principal business is trading in stocks
or securities for its own account and whose principal office is
inthe United States. Sec. 864(b)(2)(A(ii). A dealer in stocks
or securities is defined as "a nmerchant of stocks or securities,
with an established place of business, regularly engaged as a
mer chant in purchasing stocks or securities and selling themto
custoners with a viewto the gains and profits that may be

derived therefrom™"™ Sec. 1.864-2(c)(2)(iv)(a), Incone Tax Regs.
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In the determ nation of whether a person is a dealer in stocks or
securities, "such person's transactions in stocks or securities
effected both in and outside the United States shall be taken

into account.” |d. The term"securities" for purposes of

paragraph (c) of section 1.864-2, Inconme Tax Regs., neans "any

note, bond, debenture, or other evidence of indebtedness, or any
evidence of an interest in or right to subscribe to or purchase
any of the foregoing." Sec. 1.864-2(c)(2)(i), Inconme Tax Regs.

Al though the general rule is that a dealer in stocks or
securities is ineligible for the exclusion of trading for the
taxpayer's own account, certain types of dealers are excepted
fromthat general rule by section 1.864-2(c)(2)(iv)(b), Inconme
Tax Regs., which provides that

A foreign person who otherw se may be considered a
deal er in stocks or securities under (a) of this
subdi vi sion shall not be considered a dealer in stocks
or securities for purposes of this subparagraph--

* * * * * * *

(2) Solely because of transactions effected in the
United States in stocks or securities pursuant to his grant
of discretionary authority to make decisions in effecting
t hose transactions, if he can denonstrate to the
satisfaction of the Conm ssioner that the broker, comm ssion
agent, custodi an, or other agent through whomthe
transactions were effected acted pursuant to his witten
representation that the funds in respect of which such
di scretion was granted were the funds of a custonmer who is
neither a dealer in stocks or securities, * * * or a foreign
corporation described in subdivision (iii)(b) of this
subpar agraph. * * *

For purposes of the foregoing exception (for certain dealers), a

foreign person includes, inter alia, a nonresident alien
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i ndi vidual and a foreign corporation. Sec. 1.864-2(c)(2)(iv)(b),
| ncone Tax Regs. The exception applies, however, "only if the
foreign person at no tinme during the taxable year has an office
or other fixed place of business in the United States through

whi ch, or by the direction of which, the transaction in stocks or
securities are effected.” |d.

Section 864(b)(2)(A)(ii) describes the second type of
foreign person that is ineligible for the exclusion of trading
for one’s own account, to wt:

A corporation (other than a corporation which is, or

but for section 542(c)(7), 542(c)(10), or 543(b)(1) (O,

woul d be, a personal hol ding conpany) the principal

busi ness of which is trading in stocks or securities

for its own account, if its principal office is in the

United States.

Petitioners argue that certain of LTD s trading activities
are eligible to be excluded pursuant to section 864(b)(2)(A)(ii)
fromthe determ nation of whether LTD is engaged in "trade or
business within the United States" pursuant to section 864(Db).
Specifically, petitioners argue that the transactions LTD
undertook in its own nane qualify for exclusion pursuant to
section 864(b)(2)(A)(ii). Additionally, petitioners contend that
the transactions LTD undertook in its clients' names qualify for
excl usi on pursuant to the exception for certain dealers in stocks
or securities provided in section 1.864-2(c)(2)(iv)(b)(2), Incone

Tax Regs. Petitioners argue that the foreign corporation

exception to the exclusion does not apply in the instant case
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because LTD s princi pal business was not trading in stocks or
securities for its own account and because LTD s principal office
was | ocated outside the United States during each of such years.

Respondent argues that the section 864(b)(2)(A)(ii)
exclusion of trading for the taxpayer's own account does not
apply to any of the transactions in LTD s financial services
busi ness. Additionally, respondent argues that the exception in
section 1.864-2(c)(2)(iv)(b)(2), Incone Tax Regs., is unavail able
because LTD had an office or other fixed place of business in the
United States.

We agree with respondent. In the instant case, LTD was
regul arly engaged in purchasing certificates of deposit and term
deposits fromU. S. and foreign banks as attorney in fact for its
clients and was regularly engaged in selling evidences of an
interest in such financial instruments with a view to nmaking
profits fromsuch transactions. The certificates of deposit and
term deposits purchased by LTD are "evi dences of indebtedness”
and are therefore securities within the neaning of section 1.864-
2(c)(2)(i), Inconme Tax Regs.!® The interests in |IFF and the non-
U S certificates of deposit are "interests in evidences of

i ndebt edness” and are therefore securities within the neani ng of

16

See supra note 13.
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section 1.864-2(c)(2)(i), Income Tax Regs.!” Additionally, LTD
had a fixed place of business in the United States, viz, the San
Antoni o office, through which such transactions were effected.
See supra p. 81.

We concl ude that none of the transactions in LTD s financi al
servi ces business qualify for the exclusion pursuant to section
864(b)(2)(A) (ii). The transactions that LTD undertook in its own
name were not of the type contenplated by the statute. LTD did
not purchase and sell securities for its own account for the
pur pose of investnment or speculation within the nmeaning of
section 1.864-2(c)(2)(iv)(a), Incone Tax Regs. The transactions
in LTD s own nane were part of its regular, continuous, and
extensi ve busi ness of purchasing certificates of deposit with its
clients’ funds, as attorney in fact for the clients, with a view
to maki ng conm ssions or other profits fromsuch transacti ons.
The office in San Antonio was instrunmental to the conduct of that
busi ness. Based on the foregoing, we hold that LTD did not
effect the transactions in question for its own account wthin
t he neani ng of section 864(b)(2)(A)(ii). Insofar as LTD may have
purchased any of the certificates of deposit for its own account,
we conclude that LTD was "a dealer in stocks or securities"

within the nmeaning of section 1.864-2(c)(2)(iv), lIncone Tax

17
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Regs.® Consequently, we hold that LTD s securities trading is
not excl uded pursuant to section 864(b)(2)(a)(ii) fromthe
determ nation of whether LTD was engaged in "trade or business
within the United States" pursuant to section 864(b).

Petitioners also argue that all of the activities that LTD
performed are excluded by case | aw fromthe consideration of
whet her LTD was engaged in "trade or business within the United
States” within the neaning of section 864(b). Petitioners argue
that, "as a matter of law, the fact that INC was or was not a
dependent agent of LTD, or that its offices were or were not
LTD s offices, is largely irrelevant.” Petitioners contend that
"Whet her or not INC was i ndependent will not determ ne whether
LTD engaged in trade or business within the United States".

Rel ying on Scottish Am Inv. Co., Ltd. v. Conmm ssioner, 12 T.C

49 (1949), petitioners argue that the | aw concerns itself wth
the "character and purpose" of the U S activities.

Respondent contends that, pursuant to the facts and
ci rcunst ances test of section 1.864-2(e), Inconme Tax Regs., LTD
was engaged in trade or business within the United States.

Respondent contends that the test for determning if a taxpayer

18

We hold in the instant case that the exception of certain
deal ers contained in sec. 1.864-2(c)(2)(iv)(b)(2), Income Tax
Regs., does not apply because LTD had "an office or other fixed
pl ace of business in the United States through which, or by the
direction of which, the transactions in stocks or securities are
effected" within the neaning of sec. 1.864-2(c)(2)(iv)(b), Incone
Tax Regs. See supra pp. 79, 84.
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is engaged in "trade or business within the United States" is
whet her substantial profit-oriented activities regularly and
continuously occur in the United States whether carried on
directly by the taxpayer or through agents.

Petitioners rely on a |line of cases holding that the nere
mai nt enance of records and collection of rents, interest, or

di vi dends through managerial attention to securities does not

constitute trade or business. See, e.g., Hggins v.

Comm ssioner, 312 U. S. 212, 218 (1941); Continental Trading, Inc.

v. Comm ssioner, 265 F.2d 40 (9th G r. 1959); DeKrause v.

Comm ssioner, T.C. Menp. 1974-291. The taxpayer in each of those

cases managed only personal investnents and/ or personal
i nvestment inconme. Because those cases did not address taxpayers
who managed the investnents of others, as did LTD, we concl ude
that they are not dispositive of the instant case.

Petitioners also cite several cases which are

di stingui shable on their facts, to wt: Piedras Negras

Broadcasting Co. v. Conmm ssioner, 127 F.2d 260 (5th Cr. 1942),

affg. 43 B. T.A. 297 (1941); Abegg v. Conm ssioner, 50 T.C. 145

(1968), affd. 429 F.2d 1209 (2d Gr. 1970), and Amal gamat ed

Dental Co. v. Comm ssioner, 6 T.C. 1009 (1946). |In Piedras

Negras, the court held that none of the taxpayer’s income was

derived fromsources within the United States. Pi edras Negr as

Br oadcasti ng Co. v. Commi ssioner, supra at 261. In the instant

case, we conclude that the main situs of LTD s income-producing
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activities was the San Antonio office. Consequently, we concl ude

that Piedras Negras does not support petitioners’ position in the

i nstant case.

I n Abegg, the taxpayer engaged in activities that were not
as substantial in both quantity and quality as LTD s activities
in the instant case. In Abeqq, the taxpayer engaged in
activities solely for its own benefit (viz, collecting dividends
and interest, managing existing investnents, and investigating

new i nvestnents). Abeqgqg v. Conm ssioner, supra at 153-154. In

contrast, in the instant case, LTD had clients to whomit

provi ded services and marketed investnent products.

Additionally, in Abegg, the taxpayer had operations in the United
States that we characterized as "planning activities", id. at

154, in contrast to LTD s operations in the instant case, where
LTD s U.S. operations dealt with third parties and therefore
consi sted of nore than nere "planning activities". Consequently,
we concl ude that Abegqg is not dispositive of the instant case.

In Anmal gamat ed Dental, the Court held that the taxpayer was

not "engaged in trade or business within the United States”
because the rel ationship between the parties was that of

vendor/vendee. Anmal gamated Dental Co. v. Conm ssioner, supra at

1015-1016. We conclude that the facts in the instant case are

di stingui shable fromthose in Anal gamated Dental. The

rel ati onship between LTD and I NC was not that of vendor/vendee.

LTD del egated authority to INC, which, inter alia, purchased
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certificates of deposit in LTD s nane. Accordingly, we concl ude

that Amal ganated Dental is not dispositive of the instant case.

Petitioners also rely heavily on Spernacet Whaling &

Shi pping Co. S/A v. Commissioner, 30 T.C. 618 (1958). In

Spermacet, this Court addressed the issue of whether the taxpayer
was "engaged in trade or business within the United States”
within the neani ng of section 231(b) of the 1939 Code, as
anmended. The taxpayer entered into a contract to provide
managenent services for whaling boats. The Court held that the
"business in which * * * [the taxpayer] was engaged was that of
managi ng the [whaling] expedition"” and that the taxpayer’s
"activities which produced the incone in question took place
al nost entirely on the high seas or in Norway." |d. at 633.
Additionally, the Court held that the activities that the
taxpayer performed within the United States were "w t hout
substance.” 1d. The Court stated:

* * * Tthe actions in the United States of the

taxpayer’s forty percent shareholder] in receiving

mont hly statements or correspondence involving * * *

[the taxpayer], or in paying a |imted nunber of

obligations requiring paynent in Anerican dollars out

of a bank account * * * maintained by * * * [the

t axpayer], were mnisterial and clerical in nature,

involving very little exercise of discretion or

busi ness judgnent necessary to the production of the

incone in question. * * * []d. at 633-634.]
Finally, "The holding of the directors’ neetings in New York City
solely for the personal conveni ence of the directors was of no

particul ar consequence.” 1d. at 634. Accordingly, the Court
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stated that "we are convinced that * * * [the taxpayer] was not
engaged in any substantial, regular, or continuous ordinary
busi ness activity in the United States.” 1d. at 634.

We conclude that the facts in the instant case are
di stingui shable fromthose in Spernacet. LTD s activities in the
United States, as conducted by LTD directly and t hrough | NC,
exceeded the nere receipt of LTD' s own nonthly statenents or
correspondence and |imted paynents of bills froma bank account.
LTD received clients’ funds and placed such funds with third
parties. Additionally, LTD s activities in the United States
were nore extensive than the taxpayer’s "mnisterial and
clerical" activities in Spermacet. LTD traded in stocks or
securities in the United States. A substantial part of the
activities that produced LTD s inconme took place in San Antonio.

In sum we conclude that Spernacet Wialing & Shipping Co. S/A v.

Commi ssi oner, supra, is not dispositive of the instant case.

We al so conclude that petitioner’s reliance on Scottish Am

Inv. Co., Ltd. v. Comm ssioner, 12 T.C. 49 (1949), is wthout

merit. In Scottish Anerican, this Court addressed the issue of

whet her a group of Scottish trusts, by virtue of the activities
of an office in the United States, were "engaged in trade or
business within the United States” within the neaning of section
231(b) of the 1939 Code, as amended. The Court found the

follow ng facts:
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Al'l judgnents as to investnents, the purchase and
sale of securities, and substantially all other major
policy decisions were nade by officers in the hone
office of the trusts situated outside of the United
States; orders for purchase and sale of securities were
executed by * * * [the trusts] directly through
resident banks in the United States; * * * the American
office’s activities were * * * confined to routine and
clerical functions perforned by the banks prior to
1936. * * * [ld. at 55-56; fn. ref. omtted.]

The trusts' office, located in Jersey City, New Jersey,
performed the follow ng activities: Collected, verified,
deposited, and remtted to the trusts dividend and i nterest
paynments; exercised voting rights; maintained records for the
trusts; obtained and forwarded i nvestnent information to the
trusts; prepared tax returns; |eased an office; and paid
expenses. |d. at 56-57.

The Court held that the Scottish trusts were not "engaged in
trade or business within the United States” wthin the neani ng of
former section 231(b), as anmended. The Court reasoned that

the real business of * * * [the trusts], the doing of
what they were principally organized to do in order to
realize profit, was the cooperative managenent in
Scotland of British capital, a large part of which was
invested by themin American securities through
transactions effected through resident brokers. To
this business of * * * [the trusts], the business
activities of the Anerican office were nerely hel pfully
adjunct. No consequential transactions were effected

t hrough or by the direction of the Jersey Cty office.
It functioned primarily as a clerical departnent
perform ng a nunber of useful routine and incidental
services for * * * [the trusts]. But it can not be
said here that the |ocal office, even though we | ook at
its activities as a whole, was doi ng what was
principally required to be done by * * * [the trusts]
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in order to realize profit, or that its activities

constituted a business which * * * [the trusts] carried

on within the United States. * * * [ld. at 59; fn.

ref. omtted.]

The Court observed that, with respect to cases involving a
determ nation of whether or not a taxpayer is "engaged in trade
or business within the United States”, "it is a matter of degree,
based upon both a quantitative and a qualitative analysis of the
services perfornmed, as to where the |ine of demarcation should be
drawn." 1d. The Court concluded that "It is not so much the
volume of the activities of the Jersey City office, although
volunme of activities may, in sonme cases, be a factor, but rather
their character and the purpose for which the office is
established that we believe are determnnative." |d. The Court
st at ed:

We are not convinced that the services of this |ocal

office, quantitatively extensive and useful as they may

have been, approached that quality which is necessary

in order that * * * [the trusts] can be characterized

as having engaged in business in the United States
during the years involved within the neaning of section

231(b). > * * [ld.]

The facts in the instant case are distinguishable fromthose

in Scottish Aneri can. In Scottish Anerican, the trusts’' office

in the United States did not effect the trusts’ trading; the
trusts’ orders for purchases and sal es of securities "were sent
directly from Scotland to resident brokers in the United States.™
Id. at 56. The trusts’ resident brokers were also their resident

banks, J.P. Mdirgan & Co. and the National City Bank of New YorKk.
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ld. at 51. The trusts’' office in the United States was advi sed

of the purchases and sal es executed by the resident brokers "so
that it would make the proper entries on its books." 1d. at 56.

Unlike the trusts in Scottish American, LTD did not use

i ndependent resident brokers to effect transactions in securities
for its own account during the years in issue. Rather, LTD s

busi ness consisted primarily of trading for its clients’ accounts
t hrough transactions effected by its wholly owned subsidiary I NC
at the latter’s office in the United States. In sum we concl ude

that Scottish Anerican is not dispositive of the instant case.

Consequently, we conclude that case | aw does not allow LTD to
exclude any of its trading activities fromthe consideration of
whet her it was engaged in "trade or business within the United
States" pursuant to section 864(b).

One final inquiry into the issue of whether LTD was engaged
in "trade or business within the United States" renains.
Al though LTD s trading activities are not eligible for exclusion
from"the performance of personal services" for purposes of
section 864(b), LTDis not autonmatically deened to be engaged in
"trade or business within the United States.” Sec. 1.864-2(e),
I ncone Tax Regs. The fact that a party "is not determ ned by
reason of this section to be not engaged in trade or business
within the United States is not to be considered a determ nation
that such person is engaged in trade or business within the

United States.” 1d. Wether such a person is engaged in trade
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or business within the United States "shall be determ ned on the
basis of the facts and circunstances in each case.” |[|d.

Accordi ngly, pursuant to section 1.864-2(e), Incone Tax
Regs., we apply the relevant case |aw, which provides tests
regardi ng the anmount of activity that is required for a
conclusion that a taxpayer is engaged in "trade or business
within the United States" pursuant to section 864(b). Finding no
cases addressing the term"trade or business within the United
States” as used in section 864(b), we turn to the cases
interpreting the statutory precursors of section 864 and section
882(a).

| n European Naval Stores Co., S.A v. Conmissioner, 11 T.C.

127 (1948), the Court addressed whether the taxpayer, a foreign
corporation, was “engaged in trade or business within the United
States” within the neaning of section 231(b) of the 1939 Code, as
anmended. In interpreting former section 231(b), the Court held
that the "question as to what activities of a taxpayer constitute
the carrying on of a business is one of fact." 1d. at 132

(citing Hggins v. Comm ssioner, 312 U.S. 212 (1941), which

interpreted the phrase "carrying on any trade or business"” within
t he neani ng of section 23(a) of the Revenue Act of 1932 (a

precursor of section 162(a))). The Court in European Naval

Stores indicated that the phrase "engaged in trade or business
within the United States" refers to profit-seeking activities

that are sufficiently regular, continuous, and extensive to
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constitute "carrying on a trade or business"” within the neaning
of section 162. The Court added:

The neani ng of the phrases "engaged in business,"”
"carrying on business,"” and "doi ng business" were
defined by the Grcuit Court of Appeals for the Third
Circuit in Lewellyn v. Pittsburgh, B. & L.E.R Co., 222
Fed. 177. It was stated therein that, "The three
expressions, either separately, or connectedly, convey
the idea of progression, continuity, or sustained

activity. 'Engaged in business' neans occupied in
busi ness; enployed in business. 'Carrying on business
does not mean the performance of a single disconnected
busi ness act. It neans conducting, prosecuting, and

conti nui ng busi ness by perform ng progressively all the
acts normally incident thereto, and |li kew se the
expression 'doi ng business', when enpl oyed as
descriptive of an occupation, conveys the idea of

busi ness being done, not fromtinme to tine, but all the
time. * * *"_  [lLd. at 133.]

In Scottish Am Inv. Co., Ltd. v. Comm ssioner, 12 T.C 49

(1949), the Court addressed whether the taxpayers, foreign
investnment trusts, were, by virtue of maintaining a U S. office,
"engaged in trade or business within the United States" within

t he nmeani ng of section 231(b) of the 1939 Code, as anended. The
Court exam ned "the real business of * * * [the taxpayers], the
doi ng of what they were principally organized to do in order to

realize profit". [d. at 59 and n.14 (citing Edwards v. Chile

Copper Co., 270 U.S. 452, 455 (1926)). |In Scottish Anerican, the

Court decided that the taxpayers’ real business was "the
cooperative managenent in Scotland of British capital" and that
"the business activities of the Arerican office were nerely

hel pfully adjunct.” 1d. at 59. Additionally, the Court stated
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that, "In cases such as these * * * [regardi ng whet her the
t axpayer is engaged in trade or business within the United
States], it is a matter of degree, based upon both a quantitative
and a qualitative analysis of the services perfornmed, as to where
the line of demarcation should be drawn.” 1d. |In Scottish
Anerican, the Court decided that the factors to be exam ned were
the "character"” of the activities perfornmed in the U S. office,
"the purpose for which the office * * * [was] established", and,
to a |l esser extent, "the volune of the activities". |d.

I n Spermacet Whaling & Shipping Co. S/A v. Comm ssioner, 30

T.C. 618 (1958), the Court addressed whether the taxpayer, a
foreign corporation, was "engaged in trade or business wthin the
United States" within the neaning of section 231(b) of the 1939
Code, as anended. In interpreting forner section 231(b), the
Court stated:

We have consistently held that before a taxpayer
can be found to be "engaged in trade or business within
the United States” it nust, during sonme substanti al
portion of the taxable year have been regularly and
continuously transacting a substantial portion of its
ordinary business in this country. * * * [|d. at 634
and n.10 (citing, inter alia, European Naval Stores
Co., S.A v. Conmm ssioner, supra, and Scottish Anerican
| nvestnent Co. v. Conm Sssioner, supra).]

After summarizing the test pursuant to fornmer section 231(b), the
Court concluded that the taxpayer was not "engaged in any
substantial, regular, or continuous ordinary business activity in

the United States.” 1d. at 634.
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Petitioners contend that LTD s "real business" was "to
render investnment advice to clients in Mexico." Accordingly,
petitioners argue that all of the activities relating to LTD s
busi ness occurred in Mexico: LTD s clients were solicited and
advi sed by Mexi can-based pronbters in Mexico, their accounts were
opened and approved in Mexico, clients changed their investnent
portfolios in consultation with their Mexican pronoter, and the
spread (where applicable) was negotiated in Mexico. Petitioners
contend that INC perforned nerely mnisterial activities in the
United States and did not render any investnment advice to clients
in Mexico. On those prem ses, petitioners conclude that LTD s
"real business"--even if INCs activities were inputed to LTD- -
did not occur in the United States.

We disagree. Contrary to petitioners’ argunment, we believe
that the term "performance of personal services within the United
States” for purposes of section 864(b) does not require that LTD
itself perform such "personal services" in order to be engaged in
"trade or business within the United States."

W first look to the "real business"” of the taxpayers, the
"doing of what * * * [the taxpayers] were principally organized

to do in order to profit". Scottish Am Inv. Co., v.

Conm ssioner, supra at 59. LTD is a corporation organized

pursuant to the |laws of the Cayman |slands. Based on the record,

we believe that the "real business"” of LTD, the doing of what LTD
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was "principally organized to do in order to realize profit", was
to enabl e Mexican nationals to invest their capital in non-
Mexi can financial markets. LTD s "real business” was not nerely
to render investnent advice to clients in Mexico, as petitioners
contend. During each of the years in issue, LTD s incone
consisted of four major categories: Managenent fees, interest
i ncone, currency transactions fees, and other fees and
comm ssions. LTD s inconme, therefore, was derived from
effecting, primarily in the United States, transactions in
financial markets. Accordingly, we conclude that LTD s "rea
busi ness” was providing Mexican nationals with access to non-
Mexi can financial markets and that such business was conducted
primarily in the United States.

In Scottish Am Inv. Co. v. Conm ssioner, supra at 59, the

Court nmade "a quantitative and a qualitative analysis of the
services perfornmed”. Quantitatively, LTD performed a substanti al
nunber of services in the United States. LTD maintained a client
clearing account at Frost Bank in San Antonio in which it
col |l ected deposits fromclients. During the years in issue, LTD
had approximately the foll owi ng nunber of client accounts: 257
during 1985, 434 during 1986, 557 during 1987, 870 during 1988,
and 1,131 during 1989. Not all client accounts were actively
traded. Nonethel ess, we conclude that the nunber of LTD s client

accounts, and, as a corollary, the nunber of services perforned
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in the United States for such accounts, during each of the years
in issue, can be characterized as quantitatively substantial.

Qualitatively, LTD perforned substantial services in the
United States. Directly and through its agent INC, LTD provided
i nvest nent managenent services and marketed investnent products.
The purpose for which LTD was established was to provi de access
t o non- Mexi can financial markets, and LTD conducted such busi ness
primarily in the United States. W therefore conclude that LTD s
activities in the United States during each of the years in issue
can be characterized as qualitatively substanti al

In sum we conclude that LTD "engaged in * * * substanti al,
regul ar, or continuous ordinary business activity in the United

States." Spermacet Whaling & Shipping Co. S/A v. Conm ssioner,

supra at 634. W find that LTD s activities in the United
States, conducted directly or through agents, included:

Receiving client funds, nonitoring interest rates, effecting
trades, collecting and di sbursing dividends and interest,

mai nt ai ni ng custonmer account informtion, and val uing portfolios.
Accordingly, we conclude that, during the years in issue, LTD was
"engaged in business in the United States" within the neani ng of
section 1.864-4(c)(5)(i), Inconme Tax Regs. Consequently, we hold
that LTD was "engaged in the active conduct of a banking,
financing, or simlar business in the United States" pursuant to
section 1.864-4(c)(5)(i), Income Tax Regs. A fortiori, we hold

that LTD was engaged in "trade or business within the United
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States” pursuant to section 864(b) for its taxable years June 30,
1985 t hrough 1989.

B. VWhet her Each Item of LTD s | ncone
Was Effectively Connected

1. Character and Source Rul es

Bef ore deci ding whether an itemof income is "effectively
connected with the conduct of trade or business within the United
States” pursuant to section 882(a)(1l), we nust first decide the
character and source of each itemof incone. Itens of incone
include, inter alia, personal services inconme and interest
i ncone. Secs. 861(a) and 862(a). An itemnay be classified as
i nconme fromsources within the United States pursuant to section
861, as incone from sources wi thout the United States pursuant to
section 862, or as incone partly fromwithin and partly from
w thout the United States pursuant to section 863(b).

CGenerally, income fromthe performance of personal services
has its source where the services are perfornmed. Absent an
exception not applicable in the instant case, conpensation for
| abor or personal services perfornmed in the United States is
treated as incone fromsources wthin the United States. Sec.
861(a)(3). Conpensation for |abor or personal services perforned
w thout the United States is treated as incone from sources
without the United States. Sec. 862(a)(3).

For LTD s taxable years ended June 30, 1985 and 1986,

generally, the source of interest depends on the residence of the
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obligor. Interest on bonds, notes, or other interest-bearing
obligations of U S. residents, corporate or otherw se, is
generally treated as incone fromsources within the United
States. Sec. 861(a)(1l). The term"resident of the United
States”, used in section 1.861-2(a)(1), Incone Tax Regs.
(pronmul gat ed pursuant to section 861(a)(1)), includes, inter
alia, "a foreign corporation or a foreign partnership, which at
any tinme during its taxable year is engaged in trade or business
inthe United States.” Sec. 1.861-2(a)(2)(iv), Incone Tax Regs.

Interest that is not treated as incone fromsources within
the United States pursuant to section 861(a)(1l) is treated as
i nconme fromsources without the United States. Sec. 862(a)(1).
Addi tionally, notw thstandi ng section 861(a)(1l) and the
regul ations thereunder, certain interest is treated as incone
fromsources without the United States. Sec. 1.861-2(b), I|ncone
Tax Regs.

For LTD s taxable years ended June 30, 1987 through 1989,
generally, the source of interest depends on the residence of the
obligor. Absent exceptions not applicable in the instant case,

i nterest on bonds, notes, or other interest-bearing obligations
of noncorporate residents or domestic corporations is treated as
i ncone fromsources within the United States. Sec. 861(a)(1).
Interest that is not treated as inconme fromsources within the
United States pursuant to section 861(a)(1l) is treated as incone

fromsources without the United States. Sec. 862(a)(1).
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Cenerally, interest fromforeign corporations is not treated as
i ncome fromsources within the United States pursuant to section
861(a)(1l) and is therefore treated as inconme from sources w thout
the United States. Sec. 862(a)(1).

2. Application of the Character and Source Rul es

a. Managenent Fees

Petitioners contend that the managenent fees received by LTD
are personal services inconme because such fees are conpensation
for investnent services. Petitioners argue that such services
i ncl uded investnent advice and related financial services that
LTD performed in managing the clients’ portfolios in Mxico.
Petitioners argue that the persons performng the services were
the pronoters and advisers working in district offices in Mexico.
Petitioners contend that the managenent fees should be treated as
income fromsources without the United States because the
services relating to the fees were provided in Mexico.

Respondent concedes that the managenent fees are personal
servi ces incone because the fees are conpensation for investnent
services. Respondent, however, contends that the managenent fees
shoul d be treated as incone fromsources within the United States
because the services relating to the nanagenent fees were
provi ded in San Antonio.

I n deci di ng whet her the managenent fee income is from
sources within or fromsources without the United States, we nust

anal yze the relationship LTD had wwth its clients. The primary
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docunent interpreting that relationship is the discretionary
aut hori zation, which states that the client is to pay LTD "as
full conpensation for the services perforned hereunder an annual

fee". The phrase "services performed hereunder"” refers to the
four activities that the clients, by signing the discretionary
aut hori zation, authorize LTD to perform Those activities

i nclude instructing banks on the disposition of client assets,
wor king with brokers on the disposition of client assets,
applying client deposits with LTD to client investnents, and
paying bills for a client. In sum the services listed in the
di scretionary authorization do not include pronoters’ services in
Mexi co, as petitioners argue. The four activities for which the
managenent fee was paid all appear to be services that were
performed in San Antonio. Accordingly, we hold that the
managenent fee is characterized as conpensation for personal
services perfornmed in the United States and is treated as incone

fromsources within the United States. Sec. 861(a)(3).

b. Servi ce Fees

(1) US Certificates of Deposit
and Bank Deposits

We nust decide two issues: (1) The proper anmount of incone
in issue and (2) the proper characterization of such incone. As
to the proper anount of incone in issue, the parties stipulated
to the "G oss Receipts" and the "Direct Costs" relating to LTD s

"Interest Incone". The "Gross Receipts” included all interest
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paid to LTD, *° including the interest that LTD ultimately paid
out toits clients. The "Direct Costs" included, primarily, the
interest that LTD paid out to its clients.

Petitioners contest the inclusion of the interest that LTD
paid out to its clients in LTD s "G oss Receipts" and "D rect
Costs". Petitioners note that respondent inposes no tax on the
interest earned by LTD s clients on certificates of deposit
purchased in their own nane. Additionally, as to respondent’s
attenpt to tax the interest earned on certificates of deposit
purchased in LTD s name with the pool ed funds of clients,
petitioners contend that the distinction in the name of the
i nstrunment hol der "does not justify the different tax treatnment."”

Petitioners, relying on Estate of Smith v. Conm ssioner, 313

F.2d 724 (8th G r. 1963), affg. in part and revg. in part 33 T.C
465 (1959), argue that the interest paid by LTDto its clients

shoul d not be treated as gross incone to LTD. Petitioners note

19

Al though the parties did not differentiate anong the four
types of interest income fromU S. certificates of deposit, we
observe that there are four types of incone earned by LTD from
U. S certificates of deposit and bank deposits: the byte, the
basis incone, the |IFF spread, and the MVA spread. The byte, the
basis incone, and the | FF spread are inconme derived fromLTD s
certificates of deposit operation. U S. banks paid interest on
LTD s certificates of deposit directly to LTD, which held such
instrunments in its own nane. The byte, the basis inconme, and the
| FF spread constitute portions of such interest fromU. S.
certificates of deposit. The MVA spread, however, is incone
derived fromLTD s bank accounts. The U S. banks paid interest
on LTD s bank account directly to LTD, which held the account in
its own nanme. The MVA spread constituted a portion of such
interest from U S. banks.
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that "only the client’s principal had been invested."
Petitioners argue that the nere act of pooling "did not alter the
essential relation anong LTD, its clients and the clients’
funds.” Finally, petitioners argue that "LTD did not becone an
owner, with the client, inthe * * * [certificate of deposit]
purchased.” In sum petitioners argue that all interest paynents
are bifurcated: the portion retained by LTD was conpensation for
services, and the portion received by LTD s clients was interest
income to the clients thensel ves and not to LTD.

As to the characterization of the "Interest Incone",
petitioners contend that the inconme is personal services incone.
Petitioners note that the income represents the portion of the
i nterest earned on pooled investnent funds that was retained by
LTD pursuant to the discretionary authorization. Accordingly,

petitioners, relying on Estate of Smth, argue that the character

of such incone is conpensation for services and not a portion of
the investnent incone of the pooled funds. Petitioners contend
that the investnent managenent services that produced such incone
were perfornmed in Mexico, and therefore such inconme should be
treated as incone fromsources wthout the United States.
Respondent’s primary argunment is that the character of the
incone is interest income fromU S. certificates of deposit and
bank deposits. Because such interest derived froma U S
obl i gor, respondent contends that, pursuant to the interest

source rules, the interest is treated as i ncone from sources
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within the United States. Alternatively, respondent argues that
the character of the incone is personal services incone
attri butable to nmanagenent activities performed in the United
States and therefore constitutes personal services incone from
sources within the United States.

In Estate of Smth v. Conmm ssioner, 33 T.C 465 (1959),

Longstreet-Abbott & Co. (LACO, a comodities trading advisor
that was a partnership, offered its clients two investnent
opportunities. The first type of investnment was an "I ndi vi dual
Tradi ng Account” for which LACO purchased and sold, with capita
furnished by the client, comobdity futures and spot commodities
in the nanme of the client. The second type of investnent was a
common "fund" out of which LACO purchased and sold, with capita
furni shed by several clients and pooled by LACO comodity
futures and spot commobdities in the nane of the "fund". As its
conpensation, LACO received a portion of the trading profit.

LACO "actively solicited individuals to participate in the
Funds" that it managed. 1d. at 485. LACO s "only expectation of
income was fromthe successful managenent of other individuals’
moneys." |d. LACO invested "no noney of its owmn." 1d. LACO
"only had authority to manage the Funds and to withdraw a certain
share of the profits"” and was not permtted to wthdraw any
portion of an investor’s cash contribution. 1d. Finally, LACO
"had no economc interest in the coomodity futures or spot

comodities as such, but only an interest in a share of the
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profits which mght be realized fromthe trading of the
compodities." 1d. at 485-486.

Based on those factors, we concluded: "It seens clear that
LACO was receiving a share of the profits in return for its
managenent services, and the gains it realized are ordinary
i ncone both to LACO and to * * * [the taxpayers] conposing LACO "
Id. at 486. W then applied a simlar analysis with regard to
the Individual Tradi ng Accounts and sustai ned respondent’s
determ nation that LACO s share of the profits was conpensation
for services. 1d. at 487. The Court of Appeals affirmed our
ruling on that issue "both with respect to the individual
i nvestor accounts and the funds". 313 F.2d at 737.

In the instant case, as to the proper anount of interest
inconme, we agree with petitioners that the interest earned by
LTD s clients is not income to LTD. W conclude that LTD

functioned in a manner not unlike LACOin Estate of Smth, where

LACO, as the investnment manager, was taxed only on its "share of
the profits”, not on the entire gains derived fromthe trading.
33 T.C. at 486. In the instant case, LTD purchased the
certificates of deposit or made bank deposits in its own nanme as
attorney in fact for its clients. LTD invested little, if any,
money of its own. LTD had no econom c interest in the
certificates of deposit or bank deposits and only had an interest
in the spread between the rates earned fromthe investnents and

the rates paid by LTDto its clients. Upon collecting the
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interest fromeither certificates of deposit or bank deposits on
behalf of its clients, LTD paid to its clients their respective
portions of the interest and retained only LTD s spread.
Accordingly, we conclude that LTD should include in its incone
only the anpbunts that it retained as interest spreads from
certificates of deposit and bank deposits.

As to the character of the incone, we agree with petitioners
that LTD s portion of the interest incone is conpensation for
services. W conclude that LTD functioned in a manner not unlike

LACOin Estate of Smth. LTD placed clients’ funds in

certificates of deposit and bank deposits in the client’s own
name and in LTD s nanme. LTD s only expectation of incone was
fromthe managenent of its clients’ noneys, for which it received
a managenent fee, as discussed supra pp. 100-101. The rate
spreads that LTD retained also derived fromplacing its clients’
funds in certificates of deposit and bank deposits. Accordingly,
we concl ude that such incone was conpensation for services.

Based on the record, we believe that the activities from
which LTD earned its interest spreads were services that were
performed in San Antonio. Petitioners argue that the investnent
managenent services perfornmed in Mexico (i.e., the counseling of
clients) produced the incone in issue. W disagree. As we View
the evidence in the instant case, we conclude that the nost
important activity in producing the interest spread incone was

the actual placing of funds in the certificates of deposit or the
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bank deposits. LTD s client clearing account, fromwhich LTD
pl aced clients’ funds in certificates of deposit or bank
deposits, was located in Frost Bank in San Antonio. Accordingly,
we hold that the incone fromU. S. certificates of deposit and
bank deposits is characterized as conpensati on for personal
services perfornmed in the United States and is treated as incone
fromsources within the United States. Sec. 861(a)(3).

(2) Non-U. S Certificates of Deposit
and Term Deposits

As with LTD s U. S. investnent program we nust decide two
i ssues regarding LTD s non-U.S. investnent program (1) The
proper anount of inconme in issue and (2) the proper
characterization of such incone. As to the proper anount of
i ncone in issue, based on our analysis regarding LTD s U. S.
i nvestnment program we simlarly conclude that LTD should include
inits income only the amobunts that it retained as interest
spreads fromthe non-U S. certificates of deposit and term
deposits.

As to the character of the incone, petitioners contend that
the character of the incone earned by LTD from non-U. S.
certificates of deposit and term deposits is interest incone
whi ch should be treated as inconme from sources wthout the United
States. Respondent, however, does not specifically address
either the character or the source of the inconme earned from non-

U S certificates of deposit or termdeposits. Respondent nerely
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argues that petitioners have failed to prove that the interest
incone is foreign source incone.

We conclude that LTD s portion of the interest incone is
conpensation for services. The non-U.S. investnent program
consi sted of purchases of certificates of deposit and term
deposits in banks outside the United States. LTD operated the
non-U. S. investnment programin a manner simlar toits U S
i nvestment program Accordingly, we apply our analysis of the
U S. program supra pp. 101-107, to the non-U.S. program and
conclude that the spread income was conpensation for services.

We believe that the activities fromwhich LTD earned its
i nterest spreads were services that were perforned in San
Antoni o. W conclude that the nost inportant activity in
produci ng the interest spread i ncone was the actual placing of
funds in the certificates of deposit or the termdeposits. LTD s
client clearing account, fromwhich LTD placed clients’ funds in
certificates of deposit or termdeposits, was |ocated in Frost
Bank in San Antonio. Accordingly, we hold that the inconme from
non-U. S. certificates of deposit and term deposits is
characterized as conpensation for personal services perfornmed in
the United States and is treated as inconme fromsources within
the United States. Sec. 861(a)(3).

(3) Pace Investnents

Petitioners contend that the Pace investnents were purchases
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of certificates of deposit issued by foreign branches of Mexican
banks and that the character of the Pace investnents incone is
therefore interest inconme. Petitioners contend that the Pace
i nvestnments incone is fromsources without the United States
because the obligors were foreign.

Respondent does not specifically address either the
character or the source of the Pace investnents incone.
Respondent nerely argues that petitioners have failed to prove
that the incone is froma foreign source.

Petitioners' contention that the Pace investnents were
merely purchases of certificates of deposit issued by foreign
branches of Mexican banks is unsupported by the record. W
believe that the Pace investnents constituted a specialized
mechani smfor clients to draw upon their unused lines of credit.
The incone that LTD earned fromits Pace investnments was the
excess of (1) the sumof the interest earned fromthe Mexican
banks and the fees earned fromthe clients, over (2) the interest
paid to the clients as their stated rate of return. W concl ude
t hat such income represented conpensation for services rendered
in San Antonio in arranging the Pace investnents. Accordingly,
we hold that the Pace investnents incone is characterized as
conpensation for personal services perforned in the United States
and is treated as inconme fromsources within the United States.

Sec. 861(a)(3).
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C. | nterest | ncone

(1) Loans

Petitioners do not address either the character or the
source of the incone earned by LTD on its loans to clients and
Mexi can corporations.

Respondent contends that the character of the inconme from
LTD s loans is interest inconme. Respondent argues that the
inconme is attributable to interest on |oans nade to LTD s clients
and Mexi can corporations. Because the debtors resided w thout
the United States, respondent contends that the interest is
treated as incone fromsources wthout the United States.

We believe that LTD s interest fromloans was all paid by
Mexi can i ndividuals and corporations. Accordingly, we hold that
the interest is characterized as interest fromnon-U S. obligors
and is treated as inconme fromsources without the United States.
Sec. 862(a)(1).

(2) MA II

Petitioners contend that LTDs MVA Il incone was interest
earned on client funds placed in non-U S. bank deposits, thus
constituting income fromsources wthout the United States.
Respondent agrees that the MVA Il incone was interest.
Respondent, however, argues that petitioners have failed to prove
that the interest cane froma foreign source.

W find that, in the MMA Il program clients placed funds

with LTD and earned interest on such funds. Mexican corporations
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borrowed such funds from LTD, which charged theminterest. LTD s
MVA Il incone derived fromthe difference between the interest
that was charged and the interest that was paid out.
Accordingly, we hold that the MVA Il inconme is characterized as
interest fromnon-U S. obligors and is treated as incone from
sources without the United States. Sec. 862(a)(1).

d. Currency Exchange Transacti ons

| nconme (Currency Swaps
and Currency Transactions)

Wt hout distinguishing between the two types of currency
transacti ons, see supra pp. 41-43, petitioners contend that the
i nconme earned by LTD fromthose transacti ons was conpensation for
personal services rendered entirely in Mexico. Respondent
contends that the incone was from personal services, or in the
alternative, was gain fromthe sale of personal property, and in
either event had its source solely within the United States.

We conclude that LTD s inconme fromcurrency transactions was
conpensation for the performance of personal services rather than
gain fromthe purchases and sal es of personal property. LTD
functioned as an internediary, working in San Antonio and in
Mexico to effect its clients’ currency transactions. As to the
currency swaps, LTD s incone derived from conm ssions from Bank
of America and United States Trust. As to the currency
transactions, LTD s inconme derived fromthe fees it charged its
clients for effecting the transactions. Accordingly, we hold

that the currency exchange transactions incone is characterized
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as conpensation for personal services perfornmed both in the
United States and outside the United States and is treated as
income fromsources partly within and partly w thout the United
States. Sec. 863(Db).

Petitioners, however, did not provide an apportionnent
schene for the currency exchange transactions inconme. The
Del oitte workpapers disclose that two incone itens derived
directly fromthe Guadal ajara office's currency operations.
Accordingly, we hold that, pursuant to section 863(b), each of
the Guadal ajara incone itens is treated as incone from sources
w thout the United States, and the remaining currency exchange
transactions incone is treated as inconme fromsources within the
United States.

e. Sal es Conmi ssi ons and Fees

(1) Currency Fund, FEIM Fund,
and Matric Fund

Petitioners contend that the character of the conm ssions
fromthe funds is conpensation for investnent services.
Petitioners contend that the conm ssions should be treated as
income fromw thout the United States because sal es of each such
fund took place in Mexico.

Respondent contends that the conmm ssions should be treated
as income fromsources within the United States because the
i nvestnment services relating to each such fund were provided in

San Ant oni o.
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We conclude that LTD s Currency Fund conm ssion is
conpensation for investnent services. As stated in its
pronotional material, LTD acted as "Manager" of the Currency
Fund. The services that LTD rendered in relation to the Currency
Fund i ncluded accepting clients' deposits, opening an account
with a foreign bank, and issuing clients periodic statenents.

Al'l of such activities were perfornmed through the office in San
Antonio. W disagree with petitioners' contention that only the
selling of the fund is to be exam ned in deciding the source of
the comm ssion inconme. LTD provided many services beyond the
initial sale of the fund. W conclude that LTD s conm ssion was
conpensation for providing those services, not for selling the
fund. In sum LTD s nmanagenent of the Currency Fund entailed
perform ng personal services in San Antonio. Accordingly, we
hold that LTD s Currency Fund comm ssion is characterized as
conpensation for personal services perfornmed in the United States
and is treated as inconme fromsources within the United States.
Sec. 861(a)(3).

We simlarly conclude that LTD s FEIM Fund comm ssion is
conpensation for investnent services. The services that LTD
rendered in relation to the FEIM Fund included accepting clients
deposits, transferring those deposits to Merrill Lynch, and
i ssuing periodic statenents to clients. Al of those activities
were perfornmed through the office in San Antonio. W disagree

with petitioners’ contention that only the selling of the fund is
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to be exam ned in deciding the source of the conm ssion incone.
LTD provi ded many services beyond the initial sale of the fund.
We conclude that LTD s conm ssion was conpensation for providing
t hose services, not for selling the fund. In sum LTD s
managenent of the FEIM Fund entailed perform ng personal services
in San Antonio. Accordingly, we hold that LTD s FEI M Fund
comm ssion is characterized as conpensation for personal services
performed in the United States and is treated as incone from
sources within the United States. Sec. 861(a)(3).

We simlarly conclude that LTD s Matric Fund conmm ssi on,
initiation fee, and consulting fee are conpensation for
i nvestment services. The services that LTD rendered in rel ation
to the Matric Fund included handling the paperwork and general
adm nistration, and admnistering the interest paynents to the
investors. Cdients placed their commtnments with LTD through the
San Antonio office. LTD handled all paperwork regarding the
Matric Fund accrual of interest in the San Antonio office. W
di sagree with petitioners’ contention that only the selling of
the fund is to be exam ned in deciding the source of the
commi ssion inconme. LTD provided nmany services beyond the initial
sale of the fund. W conclude that LTD s conm ssi on was
conpensation for providing such services, not for selling the
fund. In sum LTD s managenent of the Matric Fund entailed
perform ng personal services in San Antonio. Accordingly, we

hold that LTD s Matric Fund i ncone is characterized as
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conpensation for personal services perforned in the United States
and is treated as inconme fromsources within the United States.
Sec. 861(a)(3).

(2) Inversat Fund

Petitioners contend that the character of the Inversat Fund
comm ssion is personal services inconme because such commi ssion is
conpensation for investnent services. Petitioners contend that
t he conm ssion should be treated as inconme from sources w thout
the United States because the services relating to the |Inversat
Fund comm ssion were provided in Mexico. Petitioners do not
specify the services relating to the Inversat Fund that are
rel evant for sourcing purposes.

Respondent contends that the conmm ssion should be treated as
income fromsources within the United States.

We conclude that LTD s |Inversat Fund conmm ssion was
conpensation for investnent services. The services that LTD
rendered in relation to the Inversat Fund included accepting
clients' deposits, transferring the funds fromlInversat Fund to
| nversat REIT, and general investnent managenent, all of which
were performed through the office in San Antonio. In sum LTD s
managenent of the Inversat Fund entail ed perform ng personal
services in San Antonio. Accordingly, we hold that LTD s
| nversat Fund comm ssion is characterized as conpensation for
personal services performed in the United States and is treated

as incone fromsources within the United States. Sec. 861(a)(3).
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(3) TVvA

Petitioners contend that the character of the TVA conmm ssion
i s personal services incone because such comm ssion is
conpensation for investnent services. Petitioners contend that
t he conm ssion should be treated as incone fromw thout the
United States because the services relating to the TVA project
were provided in Mexico. Petitioners argue that the
services relating to the TVA project relevant for sourcing
pur poses include only the underwiting activities. Petitioners
mai ntain that the TVA project's only connection to the United
States was that I NC recorded noney going in or out of a client
account .

Respondent contends that the conmm ssion should be treated as
incone fromsources within the United States because the
i nvestment services relating to the TVA project were provided in
San Ant oni o.

The TVA commi ssion includes three types of incone, and we
anal yze each type individually. As to the first type of incone,
we conclude that LTD s 5-percent comm ssion on the total funds
rai sed was conpensation for personal services. The services that
LTD rendered in relation to the 5-percent comm ssion included
formul ati ng the prospectus and executing the marketing programto
solicit venture capital. W conclude that such services were
performed in Mexico. In sum LTD s activities relating to the 5-

percent comm ssion consisted of perform ng personal services in



- 123 -
Mexi co. Accordingly, we hold that LTD s 5-percent conm ssion is
characterized as conpensation for personal services perforned
outside the United States and is treated as inconme from sources
without the United States. Sec. 862(a)(3).

As to the second type of inconme, we conclude that LTD s
monthly adm nistration fee is conpensation for personal services.
The services that LTD rendered in relation to the fee included
adm nistering the funds raised in the capital call. W conclude
that such services were performed in San Antonio. In sum LTD s
activities relating to the nonthly adm nistration fee consisted
of perform ng personal services in San Antonio. Accordingly, we
hold that LTD s nonthly adm nistration fee is characterized as
conpensation for personal services perforned in the United States
and is treated as inconme fromsources within the United States.
Sec. 861(a)(3).

As to the third type of inconme, we conclude that LTD s
percent age conm ssion charged to certain clients purchasing units
in the trust is conpensation for personal services. The services
that LTD rendered in relation to the percentage conm ssion from
certain clients included formulating the prospectus and executing
the marketing programto solicit venture capital. W concl ude
that such services were performed in Mexico. In sum LTD s
activities relating to the percentage conm ssion consi sted of
perform ng personal services in Mexico. Accordingly, we hold

that LTD s percentage comm ssion is characterized as conpensation
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for personal services perforned outside the United States and is
treated as incone fromsources wthout the United States. Sec.
862(a)(3).
(4) dient Incorporation and Trust

Creation, Legal Advice
| ncone, and Letters of Credit

Respondent contends that the character of the client
incorporation and trust creation fees, the | egal advice incone,
and the letters of credit fees are personal services incone.
Respondent contends that such incone itens should be treated as
income fromsources within the United States because the
i nvestnment services relating to the incone were provided in San
Ant oni o.

Petitioners do not dispute respondent’s contentions.
Consequently, we treat petitioners as having conceded that such
incone is characterized as conpensation for personal services
income performed in the United States and is treated as incone
fromsources within the United States. Sec. 861(a)(3).

(5) Foreign Exchange Investnents

We anal yze LTD s foreign exchange investnents incone in a
manner simlar to that in the currency exchange transactions
section, supra pp. 110-112.

Petitioners, however, did not provide any basis for
apportionment of the foreign exchange investnments incone.
Accordingly, we sustain respondent's determ nations that such

incone is characterized as conpensation for personal services
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performed in the United States and is treated entirely as incone
fromsources within the United States. Sec. 861(a)(3).

(6) Treasury Bills, Wres and Checks,
ol d and Silver Futures, Project
| ncone, Incone from Il nvestments,
O her Conmi ssion | ncone, O her
Commi ssi ons and Fees,
and & her | ncone

Petitioners do not specifically address either the character
or the source of such incone itens. Consequently, we treat
petitioners as having conceded such itenms. Accordingly, we
sustain respondent's determ nations that the inconme in each such
category is characterized as conpensation for personal services
income performed in the United States and is treated as incone
fromsources within the United States. Sec. 861(a)(3).

3. Ef fectively Connected | nconme Rul es

a. | ntroduction to the Rul es

A foreign corporation engaged in trade or business within
the United States is taxed on incone which is "effectively
connected wth the conduct of a trade or business within the
United States" (hereinafter effectively connected). Sec.
882(a)(1l). For this purpose, incone fromsources within the
United States generally is segregated between two categories,
pursuant to section 864(c)(2) and (3). The inconme to which
section 864(c)(2) applies includes, inter alia, incone described

in section 871(a)(1l), section 871(h), section 881(a), or section
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881(c). Conpensation, interest (other than "portfolio"
interest), dividends, and other fixed or determ nable annual or
periodi cal gains, profits, and inconme are incone itens described
in section 871(a)(1) and section 881(a) and are therefore subject
to the section 864(c)(2) rules.

Section 864(c)(2) provides two general "factors" to consider
i n determ ning whether incone fromsources within the United
States falling under its purview is effectively connected: (1)
Whet her the inconme is derived fromassets used in or held for use
in the conduct of the trade or business, sec. 864(c)(2)(A
(asset-use test), and (2) whether the activities of the trade or
busi ness were a material factor in the realization of the incone,
sec. 864(c)(2)(B) (business-activities test). A special regine
applies pursuant to section 864(c)(2), however, in determning
whet her the inconme of taxpayers "engaged in the active conduct of
a banking, financing, or simlar business in the United States"
is effectively connected. Sec. 1.864-4(c)(5), Incone Tax Regs.

Al'l income fromsources within the United States other than
that covered by section 864(c)(2) or section 1.864-4(c)(5),
I ncone Tax Regs., falls into the residual category of section
864(c)(3) and is treated as effectively connected with any U S.
trade or business conducted by the taxpayer (regardless of
whet her an actual connection exists).

Certain income fromsources without the United States is

al so deened effectively connected if such incone is attributable
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to an office or other fixed place of business within the United
States. Sec. 864(c)(4)(B). Excepting foreign source incone
deened effectively connected pursuant to, inter alia, section
864(c)(4)(B), no foreign source incone is treated as effectively
connected. Sec. 864(c)(4)(A.

b. Section 1.864-4(c)(5), |Inconme
Tax Regs., Banking Activity Test

Once a taxpayer is determned to be engaged in the active
conduct of a banking business within the neaning of section
1.864-4(c)(5)(i), Income Tax Regs., set forth supra p. 64, then
the incone of the taxpayer fromsources wthin the United States
is placed in one of three categories, each of which provides an
effectively connected i ncone test.

In the first category of incone,

any dividends or interest fromstocks or securities, or

any gain or loss fromthe sale or exchange of stocks or

securities which are capital assets, which is from

sources within the United States and derived by a

nonresi dent alien individual or a foreign corporation

in the active conduct during the taxable year of such

banki ng, financing, or simlar business in the United

States shall be treated as effectively connected with

t he conduct of that business * * * [Sec. 1.864-

4(c)(5)(ii1), Incone Tax Regs.]
only if two conditions are net: (1) "the stocks or securities
giving rise to such inconme, gain, or loss are attributable to the
U.S. office through which such business is carried on", and (2)
the stocks or securities either (a) were acquired in one of three
speci fied ways, or (b) consist of one of three specified types of

securities. 1d. A security for purposes of section 1.864-
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4(c)(5), Inconme Tax Regs., is defined as "any bill, note, bond,
debenture, or other evidence of indebtedness, or any evidence of
an interest in, or right to subscribe to or purchase, any of the
foregoing itens.” Sec. 1.864-4(c)(5)(v), Inconme Tax Regs.

In the second category of incone, any dividends or interest
fromstocks or securities, or any gain or loss fromthe sale or
exchange of stocks or securities, which does not neet the
condi tions described supra and therefore is not treated as
effectively connected with the taxpayer’s active conduct of a
banki ng, financing or simlar business in the United States stil
"may be effectively connected for the taxable year" with the
conduct of another business by the taxpayer in the United States
pursuant to either the asset-use test or the business-activities
test. Sec. 1.864-4(c)(5)(vi)(a), Income Tax Regs. In the |ast
category of incone, any incone, gain, or loss fromsources within
the United States (other than dividends or interest from or gain
or loss fromthe sale or exchange of, stocks or securities) is
determned to be effectively connected pursuant to either the
asset-use test or business-activities test. Sec. 1.864-

4(c)(5) (vi)(b), I'ncone Tax Regs.

C. Section 864(c)(2)(A) Asset-use Test

The Code provides that one factor to consider in determ ning

whet her i ncone described in section 864(c)(2) is effectively
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connected with a U S. trade or business is whether "the incone,
gain, or loss is derived fromassets used in or held for use in
t he conduct of such trade or business" (asset-use test). Sec.
864(c)(2)(A). Additionally, the Code provides that "due regard
shall be given to whether or not such asset or such incone, gain,
or loss was accounted for through such trade or business.” Sec.
864(c)(2). The regulations provide that the asset-use test
ordinarily applies "in making a determ nation with respect to
i ncone, gain, or loss of a passive type where the trade or
busi ness activities as such do not give rise directly to the
realization of the inconme, gain, or loss." Sec. 1.864-
4(c)(2) (i), Income Tax Regs. The regulations state that the test
is "of primary significance where, for exanple, interest or
di vidend inconme is derived fromsources within the United States
by a nonresident alien individual or foreign corporation that is
engaged in the business of manufacturing or selling goods in the
United States." 1d.

d. Section 864(c)(2)(B)
Busi ness- Activities Test

The Code provides that another factor to consider in
determ ni ng whether incone is effectively connected to a U. S.
trade or business is whether "the activities of such trade or
busi ness were a material factor in the realization of the incone,
gain, or loss" (business-activities test). Sec. 864(c)(2)(B)

Addi tionally, the Code provides that "due regard shall be given
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to whether or not such asset or such incone, gain, or |oss was
accounted for through such trade or business.” Sec. 864(c)(2).
The regul ati ons provide that the business-activities test is of
primary significance in cases in which

(a) dividends or interest are derived by a dealer in
stocks or securities, (b) gain or loss is derived from
the sale or exchange of capital assets in the active
conduct of a trade or business by an investnent
conpany, (c) royalties are derived in the active
conduct of a business consisting of the |licensing of
patents or simlar intangible property, or (d) service
fees are derived in the active conduct of a servicing
business. * * * [Sec. 1.864-4(c)(3)(i), Incone Tax
Regs. ]

The regul ati ons, however, add that

I n appl yi ng the business-activities test, activities
relating to the managenent of investnent portfolios
shall not be treated as activities of the trade or
busi ness conducted in the United States unl ess the
mai nt enance of the investments constitutes the
principal activity of that trade or business. * * *

[Ld.]

e. Section 864(c)(4)(B) Rules for Incone
From Sources Wthout the United States

Once a taxpayer is determned to be engaged in the active
conduct of a banking, financing, or simlar business within the
neani ng of section 1.864-5(b)(2)(i), Income Tax Regs.,? then al

di vidends and interest fromsources wthout the United States are

20

The test articulated in sec. 1.864-4(c)(5)(i), Income Tax
Regs., regarding whether a foreign corporation is engaged in the
active conduct of "a banking, financing, or simlar business in
the United States" is to be applied. Sec. 1.864-5(b)(2)(1),
| ncome Tax Regs.



- 131 -

pl aced in one of three categories, each of which provides an
ef fectively connected incone test. 1In the first category of
i ncome, any dividends or interest fromstocks or securities, or
any gain or loss fromthe sale of exchange of stocks or
securities which are capital assets, which is from sources
wi thout the United States and derived by a nonresident alien
i ndi vidual or a foreign corporation in the active conduct during
the taxabl e year of a banking, financing, or simlar business in
the United States, shall be treated as effectively connected
under the sanme principles of section 1.864-4(c)(5)(ii), Incone
Tax Regs., that are applied to U S. source dividends or interest
derived in the active conduct of a banking, financing, or simlar
business in the United States. Sec. 1.864-6(b)(2)(ii)(b), Incone
Tax Regs. Accordingly, such foreign source dividends, interest,
gain, or loss fromstocks or securities are treated as
effectively connected incone only if two conditions are net: (1)
"the stocks or securities giving rise to such incone are * * *
attributable to the U S. office through which such [banking,
financing, or simlar] business is carried on", and (2) the
stocks or securities either (a) were acquired in one of three
ways, or (b) consist of one of three types of securities. Sec.
1.864-4(c)(5)(ii), Income Tax Regs.

In the second category of incone, any dividends, interest,

gain, or loss fromstocks or securities which does not neet the
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condi tions described supra and therefore is not treated as
effectively connected with the taxpayer’s active conduct of a
banki ng, financing or simlar business in the United States,
still "may be effectively connected * * * [pursuant to section
1.864-6(b)(2)(ii)(a), Incone Tax Regs.] for the taxable year * *
* with the conduct by such taxpayer of a trade or business in the
United States which consists of trading in stocks or securities
for the taxpayer’s own account."” Sec. 1.864-6(b)(2)(ii)(d)(1),
| ncome Tax Regs.

The | ast category of income consists of "dividends or
interest fromsources wthout the United States * * * derived in
the active conduct of a banking, financing, or sim/lar business
in the United States" other than dividends or interest from or
gain or loss fromthe sale or exchange of, stocks or securities
described in the first category supra pp. 123-124. Sec. 1.864-
6(b)(2)(ii)(d)(2), Income Tax Regs. That category of dividends
and interest is subject to the sane requirenents as dividends and
interest of a taxpayer not engaged in the active conduct of a
banki ng, financing, or simlar business. 1d. Accordingly, the
dividends or interest is treated as effectively connected if the
t axpayer has "an office or other fixed place of business within
the United States to which such * * * [dividends or interest is]
attributable.” Sec. 864(c)(4)(B); see sec. 1.864-6(b)(2)(ii)(a),

| ncome Tax Regs.
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For purposes of section 864(c)(4)(B), three rules apply in
determ ni ng whet her the taxpayer has "an office or other fixed
pl ace of business within the United States to which such incone,
gain, or loss is attributable". Sec. 864(c)(5).

The first rule is:

i n determ ning whet her a nonresident alien individual
or a foreign corporation has an office or other fixed
pl ace of business, an office or other fixed place of
busi ness of an agent shall be disregarded unl ess such
agent (i) has the authority to negotiate and concl ude
contracts in the nane of the nonresident alien

i ndi vi dual or foreign corporation and regularly
exercises that authority or has a stock or nerchandi se
fromwhich he regularly fills orders on behalf of such
i ndi vi dual or foreign corporation, and (ii) is not a
general conm ssion agent, broker, or other agent of

i ndependent status acting in the ordinary course of his
business. * * * [Sec. 864(c)(5)(A).]

The regul ati ons promul gated thereunder are set forth supra pp.
69- 72.
The second rule is:
i ncome, gain, or loss shall not be considered as
attributable to an office or other fixed place of
business within the U S. unless such office or fixed
pl ace of business is a material factor in the
production of such incone, gain or |loss and such office
or fixed place of business regularly carries on
activities of the type fromwhich such incone, gain, or
loss is derived. * * * [Sec. 864(c)(5)(B)]
See also sec. 1.864-6(b)(1), Inconme Tax Regs. Additionally, the
i ncome, gain, or loss nust be "realized in the ordinary course of
the trade or business carried on through that office or other
fi xed place of business." Sec. 1.864-6(b)(1), Incone Tax Regs.

The regul ati ons provi de guidance in applying the materi al
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factor test to specific classes of incone. Sec. 1.864-6(b)(2),
| ncone Tax Regs. For dividends or interest, or gains or |osses
fromthe sale or exchange of certain stocks or securities, an
office or other fixed place of business is considered a materi al
factor in the realization of such incone, gain, or |oss:

if the office or other fixed place of business either
actively participates in soliciting, negotiating, or
performng other activities required to arrange, the
i ssue, acquisition, sale, or exchange, of the asset
from whi ch such inconme, gain, or loss is derived or
perfornms significant services incident to such issue,
acquisition, sale, or exchange. * * * [Sec. 1.864-
6(b)(2)(ii), Income Tax Regs.]

An office or other fixed place of business in the United States
is not considered to be a material factor in the realization of
i nconme, gain, or |oss:

nmerely because the office or other fixed place of

busi ness conducts one or nore of the foll ow ng
activities: (1) collects or accounts for the

di vidends, interest, gains, or |osses, (2) exercises
general supervision over the activities of the persons
directly responsible for carrying on the activities or
services described in the i medi ately precedi ng
sentence, (3) perforns nerely clerical functions
incident to the issue, acquisition, sale, or exchange,
or (4) exercises final approval over the execution of
the issue, acquisition, sale, or exchange. * * * [ Sec.
1.864-6(b)(2)(ii)(a), Income Tax Regs.]

The third rule in pertinent part is that "the incone, gain,
or loss which shall be attributable to an office or other fixed
pl ace of business within the United States shall be the incone,
gain, or loss properly allocable thereto." Sec. 864(c)(5)(C

The regul ati on thereunder provides no definition of the term
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"properly allocable". Instead, the regulation provides the
general guideline that if an office or other fixed place of
business is "a material factor in the realization for that year
of an itemof income, gain, or loss * * * such item of incone,
gain, or loss shall be considered to be allocable inits entirety
to that office or other fixed place of business." Sec. 1.864-
6(c)(1), Incone Tax Regs.

Finally, any foreign source incone initially deened
effectively connected shall not be treated as effectively
connected if such income, assumng it were derived by the
t axpayer fromsources within the United States for the taxable
year, "would not be treated under § 1.864-4 as effectively
connected for the taxable year with the conduct of a trade or
business in the United States."” Sec. 1.864-5(a), |ncone Tax
Regs. In other words, foreign source incone deened effectively
connected pursuant to, inter alia, section 864(c)(4)(B) nust also
meet the applicable effectively connected incone tests of section
1.864-4, Income Tax Regs., i.e., the asset-use test, the
busi ness-activities test, or the banking activity test, as if
such income were fromsources within United States.

4. Application of the Effectively
Connected I ncone Rul es

We have held, supra p. 98, that LTD was "engaged in the
active conduct of a banking, financing, or simlar business in

the United States" within the nmeaning of section 1.864-
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4(c)(5) (i), Income Tax Regs. Because section 1.864-5(b)(2)(i),
I ncone Tax Regs., applies the test articulated in section 1.864-
4(c)(5) (i), Income Tax Regs, we also hold that LTD was "engaged
in the active conduct of a banking, financing, or simlar
business in the United States” within the neaning of section
1.864-5(b)(2)(i), Income Tax Regs. Accordingly, we apply the
special effectively connected incone rules for a foreign
corporation considered to be so engaged.

a. Managenent Fees

Petitioners contend that the managenent fee is incone from
sources without the United States. Petitioners contend that such
fee is not effectively connected inconme because it is not one of
the types of foreign source incone that is deened effectively
connected incone pursuant to section 864(c)(4)(B) or (O

Respondent contends that the managenent fee is incone from
sources within the United States. Respondent applies the
busi ness-activities test only by inplication and contends that
the fee is effectively connected incone.

We have held, supra p. 101, that the managenent fee is
characterized as conpensation for personal services and is
treated as incone fromsources wthin the United States.
Accordingly, as petitioners' effectively connected inconme
argunent presunes foreign source incone, we find that argunent to

have no nerit. Although respondent applies the business-
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activities test only by inplication, we are convinced that the
test is properly applied to the nanagenent fee.

LTD s nmanagenent fee is any "incone, gain, or loss from
sources within the United States" not already described in the
first two categories of U S. source incone and, therefore, falls
under the third category of U S. source inconme of a foreign
corporation engaged in the active conduct of a banking,
financing, or simlar business. Sec. 1.864-4(c)(5)(vi)(b),
| ncome Tax Regs. Accordingly, we analyze LTD s managenent fee
pursuant to either the asset-use or business-activities test.
Id.

The business-activities test is of primary significance
under circunstances, inter alia, where "service fees are derived
in the active conduct of a servicing business". Sec. 1.864-
4(c)(3) (i), Income Tax Regs. LTD s managenent fee is a service
fee derived in the active conduct of a servicing business.
Consequently, we apply the business-activities test to decide
whet her such fee is effectively connected incone.

Bef ore appl ying the business-activities test, however, we
nmust address the exception for activities relating to the
managenent of investnent portfolios provided in section 1.864-
4(c)(3) (i), Income Tax Regs. W hold that such exception is
i nappl i cabl e because the mai ntenance of investnments constitutes

the principal activity of LTD s trade or business within the
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meani ng of section 1.864-4(c)(3)(i), Incone Tax Regs. Al t hough
regul ati ons do not define "principal activity" for the purposes
of section 1.864-4(c)(3)(i), Inconme Tax Regs., in interpreting
such words, we look to their "ordinary, everyday senses."

Soliman v. Conm ssioner, 506 U S. 168, 174 (1993), and the cases

cited therein. The term"principal" has been defined to nmean
"nmost inportant, consequential, or influential." 1d. at 174
(quoting Webster’s Third New International Dictionary 1802 (1971)
and defining "principal place of business" for purposes of the
home office deduction pursuant to section 280A(c)(1)).

In the instant case, the "maintenance" of investnents, which
is equated in section 1.864-4(c)(3)(i), Income Tax Regs., to the
"managenent” of investnents, constitutes the "nost inportant,
consequential, or influential" activity of LTD s trade or
busi ness as seen by both its total activities and total incone.
Accordi ngly, we conclude that the "maintenance" of investnents
constitutes the principal activity of LTD s trade or business
wi thin the neaning of section 1.864-4(c)(3)(i), Income Tax Regs.
Consequently, we hold that LTD s activities relating to the
managenent of investnent portfolios shall be treated as
activities of LTD s trade or business conducted in the United
States for purposes of applying the business-activities test.

I n applying the business-activities test to deci de whet her

t he managenent fee is effectively connected incone, we nust
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consi der whether "the activities of such trade or business were a
material factor in the realization of the income". Sec.
864(c)(2)(B). W have held, supra p. 98, that LTD was engaged in
"trade or business within the United States" pursuant to section
864(b) during its taxable years in issue. The activities of
LTD s trade or business relating to the managenent fee included
i nstructing banks on the disposition of client assets, working
wi th brokers on the disposition of client assets, applying client
deposits with LTD to client investnents, and paying bills for
clients. W conclude that such activities of LTD s trade or
busi ness were "a material factor in the realization of the
inconme” within the nmeaning of section 864(c)(2)(B). W have
gi ven due regard to the question of whether such inconme was
accounted for through such trade or business, and we find LTD s
managenent fee to have been accounted for through LTD s trade or
busi ness. Sec. 864(c)(2). Consequently, we hold that LTD s
managenent fee is effectively connected i ncome pursuant to
section 1.864-4(c)(5)(vi)(b), Inconme Tax Regs., and section
864(c) (2)(B)

b. Servi ce Fees

(1) US Certificates of Deposit
and Bank Deposits

Petitioners contend that the incone fromU. S. certificates
of deposit and bank deposits is personal services incone from

sources without the United States. Petitioners contend that such
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itens are not effectively connected i ncone because they do not
fall under one of the types of foreign source incone which is
deened effectively connected inconme pursuant to section
864(c)(4)(B) or (C. Aternatively, petitioners contend that
such itens, if treated as incone fromsources within the United
States, cannot be effectively connected i ncone because (1) they
fail the asset-use test as they were not derived by LTD from
assets used in the conduct of trade or business in the United
States, and (2) they fail the business-activities test as the
activities of any alleged U S. trade or business of LTD were not
a material factor in the realization of the anounts of interest
i ncone properly allocable to LTD.

Respondent contends alternatively that the income fromthe
U S certificates of deposit and bank deposits is interest incone
or personal services incone fromsources within the United
States. Respondent contends that such incone itens are
ef fectively connected because they pass the business-activities
test. Respondent argues that, as the activities of LTD s U S
busi ness were a material factor in the realization of the
interest itens, such itens are effectively connected incone.
Addi tionally, respondent argues that, if the income fromU. S
certificates of deposit and bank deposits is determ ned not to be
effectively connected incone, a tax of 30 percent is inposed

pursuant to section 881.
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We have held, supra pp. 106-107, that LTD s incone fromU.S.
certificates of deposit and bank deposits is characterized as
conpensation for personal services and is treated as incone from
sources within the United States. Accordingly, as petitioners
first effectively connected incone argunent presunes foreign
source inconme, we find that argunent to have no nerit.

Addi tional ly, because we apply the business-activities test, we
need not address petitioners’ argunents regardi ng the asset-use
t est.

LTD s income fromU. S. certificates of deposit and bank
deposits is any "incone, gain, or |loss fromsources within the
United States" not already described in the first two categories
of U S. source incone and, therefore, falls under the third
category of U S. source incone of a foreign corporation engaged
in the active conduct of a banking, financing, or simlar
busi ness. Sec. 1.864-4(c)(5)(vi)(b), Inconme Tax Regs.
Accordingly, we analyze LTD s income fromU. S. certificates of
deposit and bank deposits pursuant to either the asset-use or
busi ness-activities test. |d.

The business-activities test is of primary significance
under circunstances, inter alia, where "service fees are derived
in the active conduct of a servicing business". Sec. 1.864-
4(c)(3) (i), Income Tax Regs. LTD s inconme fromU. S. certificates

of deposit and bank deposits consists of service fees derived in
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the active conduct of a servicing business. Consequently, we
apply the business-activities test to deci de whether such incone
is effectively connected incone.

Bef ore applying the business-activities test, however, we
nmust address the exception for activities relating to the
managenent of investnent portfolios provided in section 1.864-
4(c)(3) (i), Income Tax Regs. W have held, supra pp. 130-131,
that the investnent portfolio nmanagenment exception is
i nappl i cabl e and, consequently, that LTD s activities relating to
t he managenent of investnent portfolios shall be treated as
activities of LTD s trade or business conducted in the United
States for purposes of applying the business-activities test.

I n applying the business-activities test to deci de whet her
LTD s income fromU. S. certificates of deposit and bank deposits
is effectively connected incone, we nust consider whether "the
activities of such trade or business were a material factor in
the realization of the income". Sec. 864(c)(2)(B). W have
hel d, supra p. 98, that LTD was engaged in "trade or business
within the United States" pursuant to section 864(b) during its
taxabl e years in issue. The activities of LTD s trade or
business relating to its incone fromU.S. certificates of deposit
and bank deposits included receiving clients’ funds, depositing
the funds in the client clearing account, either purchasing a

certificate of deposit froma U S. bank or keeping the funds in
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the client clearing account, and maintaining records of LTD s and
its clients’ positions with respect to the investnents or
deposits. W conclude that such activities of LTD s trade or
business were "a material factor in the realization of the
inconme” within the nmeaning of section 864(c)(2)(B). W have
gi ven due regard to the question of whether such inconme was
accounted for through such trade or business, and we find LTD s
inconme fromU. S. certificates of deposit and bank deposits to
have been accounted for through LTD s trade or business. Sec.
864(c)(2). Consequently, we hold that LTD s inconme fromU. S
certificates of deposit and bank deposits is effectively
connected incone pursuant to section 1.864-4(c)(5)(vi)(b), Incone
Tax Regs., and section 864(c)(2)(B).

(2) Non-U.S. Certificates of Deposit
and Term Deposits

Petitioners contend that the inconme fromnon-U. S.
investnments and termdeposits is fromsources without the United
States. Petitioners contend that such incone is not effectively
connected i ncone because LTD was not engaged in the active
conduct of a banking, financing, or simlar business in the
United States, its principal business was not trading in stock or
securities for its own account, and it did not have an office in
the United States to which such income is attributable.

Respondent contends that the incone from non-U.S.

investnments and termdeposits is fromsources within the United
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States. Respondent contends that such incone is effectively
connected incone pursuant to the business-activities test because
the activities of LTD s U S. business were a material factor in
the realization of the incone.

We have held, supra p. 108, that the incone from non-U.S.
certificates of deposit and term deposits is characterized as
conpensation for services and is treated as inconme from sources
within the United States. Accordingly, as petitioners’
effectively connected i ncone argunent presunes foreign source
income, we find that argunent to have no nerit.

LTD s income fromnon-U S. certificates of deposit and term
deposits is any "incone, gain, or |loss fromsources within the
United States" not already described in the first two categories
of U S. source incone and, therefore, falls under the third
category of U S. source incone of a foreign corporation engaged
in the active conduct of a banking, financing, or simlar
busi ness. Sec. 1.864-4(c)(5)(vi)(b), Inconme Tax Regs.
Accordingly, we analyze LTD s inconme fromnon-U.S. certificates
of deposit and term deposits pursuant to either the asset-use or
busi ness-activities test. |d.

The business-activities test is of primary significance
under circunstances, inter alia, where "service fees are derived
in the active conduct of a servicing business". Sec. 1.864-

4(c)(3) (i), Income Tax Regs. LTD s incone from non-U. S.
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certificates of deposit and term deposits consists of service
fees derived in the active conduct of a servicing business.
Consequently, we apply the business-activities test to decide
whet her such interest is effectively connected incone.

Bef ore applying the business-activities test, however, we
nmust address the exception for activities relating to the
managenent of investnent portfolios provided in section 1.864-
4(c)(3) (i), Income Tax Regs. W have held, supra pp. 130-131,
that the investnment nanagenent portfolio exception is
i nappl i cabl e and, consequently, that LTD s activities relating to
t he managenent of investnent portfolios shall be treated as
activities of LTD s trade or business conducted in the United
States for purposes of applying the business-activities test.

I n applying the business-activities test to deci de whet her
LTD s income fromnon-U S. certificates of deposit and term
deposits is effectively connected inconme, we nust consider
whet her "the activities of such trade or business were a materi al
factor in the realization of the incone". Sec. 864(c)(2)(B). W
have hel d, supra p. 98, that LTD was engaged in "trade or
business within the United States"” pursuant to section 864(b)
during its taxable years in issue. The activities of LTD s trade
or business relating to its inconme fromnon-U S. certificates of
deposit and term deposits included receiving clients’ funds,

depositing such funds in the client clearing account, either
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purchasing a certificate of deposit froma non-U S. bank or
placing the funds in a non-U S. termdeposits, and mai ntai ni ng
records of LTD's and its clients’ positions with respect to such
i nvestnments or deposits. W conclude that such activities of
LTD s trade or business were "a material factor in the
realization of the incone” within the neaning of section
864(c)(2)(B). W have given due regard to the question of
whet her such inconme was accounted for through such trade or
busi ness, and we find LTD s inconme fromnon-U.S. certificates of
deposit and term deposits to have been accounted for through
LTD s trade or business. Sec. 864(c)(2). Consequently, we hold
that LTD s income fromnon-U S. certificates of deposit and term
deposits is effectively connected i ncone pursuant to section
1.864-4(c)(5)(vi)(b), Income Tax Regs., and section 864(c)(2)(B)

(3) Pace Investnents

Petitioners contend that the Pace investnents incone is
income fromsources outside the United States. Petitioners
contend that the Pace investnents incone is not effectively
connected incone because it is not one of the types of foreign
source incone which is deened effectively connected i nconme
pursuant to section 864(c)(4)(B) or (C.

Respondent does not address the issue of whether the Pace
i nvestnment incone is effectively connect ed.

We have held, supra p. 109, that the Pace investnents incone



- 147 -
is characterized as conpensation for personal services and is
treated as incone fromsources wthin the United States. As
petitioners' effectively connected incone argunent presunes
foreign source incone, we find that argunent to have no nerit.

LTD s Pace investnents incone is any "incone, gain, or |oss
fromsources within the United States"” not already described in
the first two categories of U S. source incone and, therefore,
falls under the third category of U S. source incone of a foreign
corporation engaged in the active conduct of a banking,
financing, or simlar business. Sec. 1.864-4(c)(5)(vi)(b),
| nconme Tax Regs. Accordingly, we analyze LTD s Pace invest nent
i ncome pursuant to either the asset-use or business-activities
test. 1d.

The business-activities test is of primary significance
under circunstances, inter alia, where "service fees are derived
in the active conduct of a servicing business". Sec. 1.864-
4(c)(3) (i), Income Tax Regs. LTD s Pace investnents incone
consists of service fees derived in the active conduct of a
servi ci ng business. Consequently, we apply the busi ness-
activities test to decide whether such fee is effectively
connected i ncone.

Bef ore appl ying the business-activities test, however, we
nmust address the exception for activities relating to the

managenent of investnent portfolios provided in section 1.864-
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4(c)(3) (i), Income Tax Regs. W have held, supra pp. 130-131,
that the investnment nanagenent portfolio exception is

i nappl i cabl e and, consequently, that LTD s activities relating to
t he managenent of investnent portfolios shall be treated as
activities of LTD s trade or business conducted in the United
States for purposes of applying the business-activities test.

I n applying the business-activities test to deci de whet her
the Pace investnments incone is effectively connected inconme, we
nmust consider whether "the activities of such trade or business
were a material factor in the realization of the incone". Sec.
864(c)(2)(B). W have held, supra p. 98, that LTD was engaged in
"trade or business within the United States" during its taxable
years in issue. The activities of LTD s trade or busi ness
relating to the Pace investnents incone included raising funds
fromclients, depositing such funds with Mexican banks, and
arranging for clients to draw upon their unused lines of credit.
We concl ude that such activities of LTD s trade or business were
"a material factor in the realization of the incone" within the
meani ng of section 864(c)(2)(B). W have given due regard to the
guestion of whether such income was accounted for through such
trade or business, and we find LTD s Pace investnents incone to
have been accounted for through LTD s trade or business. Sec.
864(c)(2). Consequently, we hold that LTD s Pace investnents
inconme is effectively connected incone pursuant to section 1.864-

4(c)(5) (vi)(b), I'ncone Tax Regs., and section 864(c)(2)(B)
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C. | nterest | ncone

(1) Loans

Petitioners contend that the loan interest is not
effectively connected i ncone because the activities occurring in
INC s office were not the "material factor" underlying the
interest incone. Petitioners argue that, because INC s only role
in handling the loans to clients was to note that a | oan had been
extended and to record the rate agreed between the pronoter and
client in Mexico, INCs activities do not rise to the |evel of
conducting "a banking, financing, or simlar business within the
United States" within the nmeaning of section 1.864-4(c)(5)(i),
| ncome Tax Regs.

Respondent contends that the interest fromloans is interest
i nconme fromsources without the United States. Respondent
contends that such incone is effectively connected i ncone because
it falls under one of the types of foreign source incone that is
deened effectively connected pursuant to section
864(c)(4)(B)(ii). Additionally, respondent argues that the San
Antonio office was a material factor in the production of the
interest froml oans.

We have held, supra p. 110, that the loan interest is
characterized as interest incone and is treated as inconme from
sources without the United States. Because petitioners’
effectively connected argunent presunes U.S. source inconme, we

find that argument to have no nerit. Additionally, we need not
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address petitioners’ argunent regarding | NC because the proper
exam nation is wth respect to LTD
The loan interest is conpensation for loans to LTD s clients
that LTD made in the active conduct of its trade or business in
the United States. Accordingly, the loan interest is "interest"
because it is "conpensation for the use or forbearance of noney."

Deputy v. DuPont, 308 U S. 488, 498 (1940). W have held, supra

p. 98, that LTD was "engaged in the active conduct of a banking,
financing, or simlar business in the United States”" wthin the
meani ng of section 1.864-4(c)(5)(i), Income Tax Regs.
Consequently, we hold that LTD was "engaged in the active conduct
of a banking, financing, or simlar business within the United
States" within the neaning of section 864(c)(4)(B)(ii).
Accordingly, the loan interest is interest that is "derived in
the active conduct of a banking, financing, or sim/lar business
within the United States” within the neaning of section
864(c)(4)(B)(ii).

The loan interest is "interest fromsources w thout the
United States" other than interest fromstocks or securities and,
therefore, falls under the third category of foreign source
inconme of a foreign corporation engaged in the active conduct of
a banking, financing, or simlar business within the United
States. Sec. 1.864-6(b)(2)(ii)(d)(2), Incone Tax Regs.

Accordingly, in deciding whether such interest is effectively
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connected i ncone, we apply the requirenents for dividends and
interest of a taxpayer not engaged in the active conduct of a
banki ng, financing, or simlar business within the United States.
Id. Accordingly, the loan interest is treated as effectively
connected if LTD has "an office or other fixed place of business
within the United States to which such income * * * |s
attributable.” Sec. 864(c)(4)(B); see sec. 1.864-6(b)(2)(ii)(a),
| ncome Tax Regs.

The loan interest is attributable to LTD s office or fixed
pl ace of business within the nmeaning of section 864(c)(4)(B)
because it satisfies the three tests articulated in section
864(c)(5) and the reqgulations thereunder. The first test
provides that the office of an agent shall be disregarded unl ess
t he agent:

(1) has the authority to negotiate and concl ude
contracts in the nane of the nonresident alien

i ndi vidual or foreign corporation and regularly

exercises that authority or has a stock of nerchandise

fromwhich he regularly fills orders on behalf of such

i ndi vi dual or foreign corporation, and (ii) is not a

general conm ssion agent, broker, or other agent of

i ndependent status acting in the ordinary course of his

business. * * * [Sec. 864(c)(5)(A)]

See also sec. 1.864-7(d)(1)(i), Income Tax Regs. As to clause

(1), during the years in issue, INC had the authority to

negoti ate and to conclude contracts in LTD s nane and regularly
exerci sed such authority when it purchased the certificates of

deposit from banks on LTD s behalf. As to clause (ii), we have

concl uded, supra p. 67, that I NC was not an "independent agent"
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within the neaning of the section 1.864-7(d)(3)(i), |Incone Tax
Regs. Accordingly, INCs office shall not be disregarded in the
exam nation of whether LTD has an office or other fixed place of
busi ness for purposes of section 864(c)(4)(B). W have held,
supra p. 79, with regard to the exclusion for trading in stocks
or securities pursuant to section 864(b)(2)(C that LTD has "an
office or fixed place of business in the United States" within
t he neani ng of section 1.864-7, Income Tax Regs. Consequently,
we hold that LTD has "an office or other fixed place of business
in the United States" for purposes of section 864(c)(4)(B)

The second test provides that inconme, gain, or |oss is not
to be considered as attributable to an office or fixed place of
business within the United States unl ess such office or fixed
pl ace of business is a material factor in the production of such
i ncone, gain, or loss. Sec. 864(c)(5)(B). The regulations
provide that | oan interest neets the materiality test if it
satisfies either of the followng alternative requirenents:

the office or other fixed place of business either

actively participates in soliciting, negotiating, or

performng other activities required to arrange, the

i ssue, acquisition, sale, or exchange, of the asset

fromwhi ch such incone, gain, or loss is derived or

perfornms significant services incident to such issue,

acquisition, sale, or exchange. * * * [Sec. 1.864-

6(b)(2)(ii), Income Tax Regs.]

The San Antonio office neets both of the alternative

requirenents. As to the first requirenent, the office actively

arranged the loan fromwhich the | oan interest was derived by
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verifying the availability of LTD s funds and then transferring
such funds (usually by wire) to the borrowers, who were usually
clients. W view the second requirenent as providing a | ess
stringent test than the first requirenment because it provides
only that the office nust perform"significant services incident"
to the transaction in issue. |In the instant case, when the
office transferred the funds (usually by wire) to the borrowers
per their direction, we conclude that it effected the |oans,
whi ch was the performance of "significant services incident" to
such loans. Additionally, the office did not nerely conduct the
four types of activities that do not cause an office to be
considered a material factor in the realization of inconme, gain,
or loss pursuant to section 1.864-6(b)(2)(ii)(a), Inconme Tax
Regs.; i.e., the San Antonio office did not nerely (1) collect
the interest, (2) exercise general supervision over the
activities of the persons collecting the interest, (3) perform
merely clerical functions incident to the | oan, or (4) exercise
final approval over the execution of the |oan. Consequently, we
hold that the San Antonio office is a material factor in the
production of LTD s |oan interest within the neaning of section
864(c) (5)(B)

The third test provides that "the income, gain, or |oss
whi ch shall be attributable to an office or other fixed place of
business within the United States shall be the incone, gain, or

| oss properly allocable thereto". Sec. 864(c)(5)(C. As the San
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Antonio office is a material factor in the realization of the
|l oan interest for the taxable years in issue, such incone is
considered to be allocable inits entirety to the San Antonio
office. Sec. 1.864-6(c)(1l), Incone Tax Regs.

Accordi ngly, because LTD satisfies the three tests regarding
its office or other fixed place of business, we conclude that its
foreign source loan interest is treated as effectively connected
i ncone pursuant to section 1.864-6(b)(2)(ii)(d)(2), Inconme Tax
Regs., and section 864(c)(4)(B).

Nonet hel ess, any foreign source i ncone deened effectively
connected shall not be treated as effectively connected if such
i ncone, assuming it were derived by the taxpayer from sources
within the United States for the taxable year, would not be
treated as effectively connected pursuant to the rules for U S
source inconme. Sec. 1.864-5(a), Inconme Tax Regs. Accordingly,
we nust analyze whether LTD s loan interest, if it were U S.
source inconme, would be effectively connected incone.

LTD s loan interest, if U S source, would be any "incone,
gain, or loss fromsources within the United States" not already
described in the first two categories of U S. source incone and,
therefore, would fall under the third category of U S. source
inconme of a foreign corporation engaged in the active conduct of
a banking, financing, or simlar business. Sec. 1.864-
4(c)(5)(vi)(b), I'ncone Tax Regs. Consequently, we analyze LTD s

| oan interest pursuant to either the asset-use or business-
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activities test. |d.

Section 1.864-4(c)(3)(i), Income Tax Regs., provides that
t he busi ness-activities test is of primary significance under
ci rcunstances, inter alia, where "dividends or interest are
derived by a dealer in stocks or securities" but does not define
"a dealer in stocks or securities." However, section 1.864-
2(c)(2)(iv), Incone Tax Regs., provides that "a dealer in stocks
or securities" is excepted fromexcluding trading activity from
the calculation of whether it is engaged in "trade or business
within the United States" pursuant to section 864(b); i.e., the
deal er must include trading activity in such calculation. W
have concluded, supra p. 85, with regard to the section
864(b) (2)(A) (ii) exclusion of trading for LTD s trading for its
own account, that LTD is "a dealer in stocks or securities”
within the nmeaning of section 1.864-2(c)(2)(iv), Incone Tax Regs.
Because the two terns appear in the same Code section, we apply
the sane definition to section 1.864-4(c)(3)(i), Income Tax Regs.
Consequently, we hold that LTD is "a dealer in stocks or
securities" within the neaning of section 1.864-4(c)(3) (i),
| ncome Tax Regs.

Accordingly, LTD s interest fromloans is interest derived
by a deal er of stocks or securities within the neaning of section
1.864-4(c)(3)(i), Income Tax Regs. Consequently, we apply the
busi ness-activities test to deci de whether such interest is

effectively connected incone.
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Bef ore appl ying the business-activities test, however, we
nmust address the exception for activities relating to the
managenent of investnent portfolios provided in section 1.864-
4(c)(3) (i), Income Tax Regs. W have held, supra pp. 130-131,
that the investnent portfolio nmanagenment exception is
i nappl i cabl e and, consequently, that LTD s activities relating to
t he managenent of investnent portfolios shall be treated as
activities of LTD s trade or business conducted in the United
States for purposes of applying the business-activities test.

I n applying the business-activities test to deci de whet her
the loan interest is effectively connected i ncone, we nust
consi der whether "the activities of such trade or business were a
material factor in the realization of the income". Sec.
864(c)(2)(B). W have held, supra p. 98, that LTD was engaged in
"trade or business within the United States" pursuant to section
864(b) during its taxable years in issue. The activities of
LTD s trade or business relating to the loan interest included
receiving clients’ funds, |ending such funds to other clients,
collecting the interest and principal fromthe | oans, and
mai ntai ning records of LTD s and the clients’ positions with
respect to such loans. W conclude that such activities of LTD s
trade or business were "a material factor in the realization of
the incone” within the neaning of section 864(c)(2)(B). W have
gi ven due regard to the question of whether such inconme was

accounted for through such trade or business, and we find LTD s
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| oan interest to have been accounted for through LTD s trade or
busi ness. Sec. 864(c)(2). Accordingly, we conclude that LTD s
loan interest, if it were U S. source, would be effectively
connected i ncone pursuant to section 1.864-4(c)(5)(vi)(b), Incone
Tax Regs., and section 864(c)(2)(B). Consequently, we hold that
LTD s loan interest is effectively connected income pursuant to
section 1.864-6(b)(2)(ii)(d)(2), Incone Tax Regs., and section
864(c) (4)(B)

(2) MA I

Petitioners contend that the MMA Il interest is from sources
wi thout the United States. Petitioners contend that such
interest is not effectively connected i ncone because it is not
one of the types of foreign source incone that is deened
ef fectively connected i ncone pursuant to section 864(c)(4)(B) or
(O.

Respondent contends that the MVA Il interest from sources
without the United States. Respondent contends that such foreign
source interest is effectively connected incone pursuant to
section 1.864-4(c)(5)(vi), Income Tax Regs.

We have held, supra p. 110, that the MMA Il incone is
characterized as interest incone and is treated as inconme from
sources without the United States. W believe that respondent
incorrectly relies on section 1.864-4(c)(5)(vi), Inconme Tax

Regs., which addresses U.S. source incone.
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The MMA Il interest is conpensation for |oans to Mexican
corporations that LTD nade in the active conduct of its trade or
business in the United States. Accordingly, LTDs MVA II is
"Interest" because it is "conpensation for the use or forbearance

of noney". Deputy v. DuPont, 308 U S. at 498. W have held

supra p. 98, that LTD is "engaged in the active conduct of a
banki ng, financing, or simlar business within the United States"
within the neani ng of section 864(c)(4)(B)(ii). Accordingly, the
MVA Il interest is "derived in the active conduct of a banking,
financing, or simlar business wthin the United States" within

t he neani ng of section 864(c)(4)(B)(ii).

The MVA Il interest is "interest fromsources wthout the
United States” other than interest from stocks and securities
and, therefore, falls under the third category of foreign source
inconme of a foreign corporation engaged in the active conduct of
a banking, financing, or simlar business in the United States.
Sec. 1.864-6(b)(2)(ii)(d)(2), Inconme Tax Regs. Accordingly, in
deci di ng whet her such interest is effectively connected incone,
we apply the requirenents for dividends and interest of a
t axpayer not engaged in the active conduct of a banking,
financing, or simlar business in the United States. |d.
Accordingly, the MMA Il interest is treated as effectively
connected if LTD has "an office or other fixed place or business

within the United States to which such incone * * * is
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attributable". Sec. 864(c)(4)(B); see sec. 1.864-6(b)(2)(ii)(a),
| ncome Tax Regs.

Based upon our analysis of the interest froml oans, supra
pp. 142-145, and applying a simlar analysis to the MVA |
interest, we hold that the MVA Il interest satisfies the three
tests to be applied in deciding whether a taxpayer has "an office
or other fixed place of business within the United States to
whi ch such incone, gain, or loss is attributable” within the
meani ng of section 864(c)(4)(B). Consequently, we concl ude that
the MMA Il inconme is effectively connected i ncone pursuant to
section 1.864-6(b)(2)(ii)(d)(2), Incone Tax Regs., and section
864(c) (4)(B)

Nonet hel ess, any foreign source i ncone deened effectively
connected shall not be treated as effectively connected if such
i ncone, assuming it were derived by the taxpayer from sources
within the United States for the taxable year, would not be
treated as effectively connected pursuant to the rules for U S
source inconme. Sec. 1.864-5(a), Inconme Tax Regs. Accordingly,
we nust anal yze whether LTD s foreign source MVA Il income, if it
were U.S. source income, would be effectively connect ed.

LTDs MMA Il interest, if U S. source, would be any "incone,
gain, or loss fromsources within the United States" not already
described in the first two categories of U S. source incone and,

therefore, would fall under the third category of U S. source
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i ncone of a foreign corporation engaged in the active conduct of
a banking, financing, or simlar business. Sec. 1.864-
4(c)(5)(vi)(b), Incone Tax Regs. Accordingly, we analyze LTD s
MVA Il interest pursuant to either the asset-use or business-
activities test. |d.

We have hel d, supra pp. 146-147, that LTD is “a dealer in
stocks or securities” wthin the nmeani ng of section 1.3864-
4(c)(3) (i), Income Tax Regs. Accordingly, LTDs MVA Il interest
is interest derived by a dealer of stocks or securities within
t he neani ng of section 1.864-4(c)(3)(i), Income Tax Regs.
Consequently, we apply the business-activities test to decide
whet her such interest is effectively connected incone.

Bef ore appl ying the business-activities test, however, we
nmust address the exception for activities relating to the
managenent of investnent portfolios provided in section 1.864-
4(c)(3) (i), Income Tax Regs. W have held, supra pp. 130-131,
that the investnent portfolio nmanagenment exception is
i nappl i cabl e and, consequently, that LTD s activities relating to
t he managenent of investnent portfolios shall be treated as
activities of LTD s trade or business conducted in the United
States for purposes of applying the business-activities test.

I n applying the business-activities test to deci de whet her
the MVA Il interest is effectively connected incone, we nust
consi der whether "the activities of such trade or business were a

material factor in the realization of the incone". Sec.
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864(c)(2)(B). W have held, supra p. 98, that LTD was engaged in
"trade or business within the United States" pursuant to section
864(b) during the taxable years in issue. The activities of
LTD s trade or business relating to the MMA Il interest included
receiving clients’ funds, |ending such funds to other clients,
collecting the interest and principal fromthe | oans, and
mai ntai ning records of LTD s and the clients’ positions with
respect to the loans. W conclude that such activities of LTD s
trade or business were "a material factor in the realization of
the incone” within the neaning of section 864(c)(2)(B). W have
gi ven due regard to the question of whether such inconme was
accounted for through such trade or business, and we find LTD s
MVA |l interest to have been accounted for through LTD s trade or
busi ness. Sec. 864(c)(2). Accordingly, we conclude that LTD s
MVA Il interest, if it were U S. source, would be effectively
connected i ncone pursuant to section 1.864-4(c)(5)(vi)(b), Incone
Tax Regs., and section 864(c)(2)(B). Consequently, we hold that
LTDs MMA Il interest is effectively connected i ncone pursuant to
section 1.864-6(b)(2)(ii)(d)(2), Incone Tax Regs., and section
864(c) (4)(B)

d. Currency Exchange Transacti ons

| nconme (Currency Swaps
and Currency Transactions)

Petitioners contend that the currency exchange transactions

inconme is fromsources without the United States. Petitioners
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contend that the incone is not effectively connected incone
because it is not one of the types of foreign source incone that
is deened effectively connected inconme pursuant to section
864(c)(4)(B) or (O.

Respondent contends that the currency exchange transactions
incone is, alternatively, (1) personal services incone or (2)
gain fromthe sale of personal property. Respondent contends
that such incone is effectively connected inconme pursuant to the
busi ness-activities test because the activities of LTD s U. S.
busi ness were a material factor in the realization of the incone.

We have held, supra pp. 111-112, that the currency exchange
transactions incone is characterized as personal services incone
and is treated as incone in part fromsources within the United
States and in part fromsources without the United States. For
the portion of income which is foreign source, we agree with
petitioners that such income is not effectively connected incone
because it is not one of the types of foreign source incone that
is deened effectively connected inconme pursuant to section
864(c)(4)(B) or (C. For the portion of inconme which is U S
source, we hold that such incone is any "incone, gain, or |oss
fromsources within the United States" not already described in
the first two categories of U S. source inconme and, therefore,
falls under the third category of U S. source incone of a foreign

corporation engaged in the active conduct of a banking,
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financing, or simlar business. Sec. 1.864-4(c)(5)(vi)(b),
| ncone Tax Regs. Accordingly, we analyze LTD s U S. source
currency transactions inconme pursuant to either the asset-use or
busi ness-activities test. |d.

The business-activities test is of primary significance
under circunstances, inter alia, where "service fees are derived
in the active conduct of a servicing business.” Sec. 1.864-
4(c)(3) (i), Income Tax Regs. LTD s U.S. source currency
transactions incone consists of service fees derived in the
active conduct of a servicing business. Consequently, we apply
t he busi ness-activities test to deci de whether such incone is
ef fectively connected i ncone.

Bef ore appl ying the business-activities test, however, we
nmust address the exception for activities relating to the
managenent of investnent portfolios provided in section 1.864-
4(c)(3) (i), Income Tax Regs. W have held, supra pp. 130-131,
that the investnent portfolio nmanagenment exception is
i nappl i cabl e and, consequently, that LTD s activities relating to
t he managenent of investnent portfolios shall be treated as
activities of LTD s trade or business conducted in the United
States for purposes of applying the business-activities test.

I n applying the business-activities test to deci de whet her
the U S. source currency transactions inconme is effectively
connected incone, we nust consider whether "the activities of

such trade or business were a material factor in the realization
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of the incone". Sec. 864(c)(2)(B). W have held, supra p. 98,
that LTD was engaged in "trade or business within the United
States” pursuant to section 864(b) during its taxable years in
issue. The activities of LTD s trade or business relating to the
U.S. source currency transactions incone included contacting
institutions for exchange rates and depositing or w thdraw ng
dollars or pesos. W conclude that such activities of LTD s
trade or business were "a material factor in the realization of
the incone” within the neaning of section 864(c)(2)(B). W have
gi ven due regard to the question of whether such inconme was
accounted for through such trade or business, and we find LTD s
U.S. source currency transactions inconme to have been accounted
for through LTD s trade or business. Sec. 864(c)(2).
Consequently, we hold that LTD s U. S. source currency
transactions incone is effectively connected inconme pursuant to
section 1.864-4(c)(5)(vi)(b), Inconme Tax Regs., and section
864(c) (2)(B)

e. Sal es Conmi ssi ons and Fees

We examne all of LTD s incone from conm ssions and fees
t oget her, except for the foreign source TVA conm ssions, because
of the simlarity of the services provided by LTD in earning such
comm ssions and fees. Petitioners and respondent provide simlar
argunents for all of the conm ssions and fees, which are

summari zed bel ow.
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(1) Foreign Source TVA Conmm ssions

Petitioners contend that the TVA conm ssion is incone from
sources outside the United States. Petitioners contend that such
commi ssion is not effectively connected because it is not one of
the types of foreign source incone that is deened effectively
connected incone pursuant to section 864(c)(4)(B) or (O

Respondent contends that the TVA conm ssion is from sources
within the United States. Respondent contends that such
comm ssion is effectively connected incone through an inplied
application of the business-activities test.

We have held, supra pp. 116-117, that the TVA conm ssion
consists of three types of incone, two of which are foreign
source personal services incone and one of which is U S source
personal services incone. W agree with petitioners that the two
foreign source incone itens are not effectively connected incone
because they do not fall under one of the types of foreign source
income that is deened effectively connected inconme pursuant to
section 864(c)(4)(B) or (C. Consequently, we hold that those
two itens are not subject to U S. taxation. However,
petitioners’ argunent, which presunes foreign source incone, is
i napplicable to the TVA adm nistration fee, which is
characterized as personal services inconme and which is treated as
income fromsources within the United States. W analyze the

admnistration fee with all remaining LTD conm ssions and f ees.
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(2) Al Comm ssions and Fees Excepting
t he Forei gn Source TVA Conmi SSi ons

Petitioners contend that the conm ssions and fees are incone
fromsources without the United States. Petitioners contend that
the comm ssions and fees are not effectively connected i ncone
because they do not fall under one of the types of foreign source
incone that is deened effectively connected inconme pursuant to
section 864(c)(4)(B) or (O.

Respondent contends that the conm ssions and fees are incone
fromsources within the United States. Respondent contends that
the comm ssions and fees are effectively connected incone through
an inplied application of the business-activities test.

We have held, supra pp. 112-118, that all of the conm ssions
and fees, excepting the two types of foreign source TVA
comm ssions, are characterized as personal services incone and
are treated as inconme fromsources wwthin the United States.
Because petitioner's effectively connected incone argunent
presunmes foreign source incone, we find that argunent to have no
merit. LTD s comm ssions and fees (excepting the two types of
foreign source TVA comm ssions) are any "income, gain, or |oss
fromsources within the United States" not already described in
the first two categories of U S. source inconme and, therefore,
fall under the third category of U S. source incone of a foreign
corporation engaged in the active conduct of a banking,

financing, or simlar business. Sec. 1.864-4(c)(5)(vi)(b),
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I ncone Tax Regs. Accordingly, we analyze LTD s comm ssi ons and
fees pursuant to either the asset-use or business-activities
test. 1d.

The business-activities test is of primary significance
under circunstances, inter alia, where "service fees are derived
in the active conduct of a servicing business". Sec. 1.864-
4(c)(3) (i), Income Tax Regs. LTD s comm ssions and fees consi st
of service fees derived in the active conduct of a servicing
busi ness. Consequently, we apply the business-activities test to
deci de whet her such incone is effectively connected.

Bef ore applying the business-activities test, however, we
nmust address the exception for activities relating to the
managenent of investnent portfolios provided in section 1.864-
4(c)(3) (i), Income Tax Regs. W have held, supra pp. 130-131,
that the investnent managenent portfolio exception is
i nappl i cabl e and, consequently, that LTD s activities relating to
t he managenent of investnent portfolios shall be treated as
activities of LTD s trade or business conducted in the United
States for purposes of applying the business-activities test.

I n applying the business-activities test to deci de whet her
the comm ssions and fees are effectively connected incone, we
nmust consider whether "the activities of such trade or business
were a material factor in the realization of the incone". Sec.
864(c)(2)(B). W have held, supra p. 98, that LTD was engaged in

"trade or business within the United States" pursuant to section
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864(b) during the taxable years in issue. W exam ne separately
the activities of LTD s trade or business relating to each of the
comm ssions and fees. For the follow ng reasons, we hold that in
each of the follow ng comm ssion or fee incone categories, the
associated activities of LTD s trade or business were a materi al
factor in the realization of such comm ssion or fee:

Currency Fund: LTD accepted clients’ deposits, opened an
account with a foreign bank, and issued periodic statenents to
clients.

FEI M Fund: LTD accepted clients’ deposits, transferred such
deposits to Merrill Lynch, and issued periodic statenents to
clients.

Matric Fund: LTD handl ed the paperwork and general
adm nistration and distributed the interest paynents to the
i nvestors.

| nversat Fund: LTD accepted clients' deposits, transferred
the funds fromlnversat Fund to Inversat REIT, and provided
general investnent managenent.

TVA adm nistration fee: LTD instructed INCto pay TVA a
monthly stipend to cover its devel opnent expenses and
adm nistered the funds raised in the capital call itself.

Client incorporation and trust creation and | egal advice
i ncone: LTD counseled clients regarding the proper entity for
their investnents and handl ed the paperwork, including arranging

| egal services fromthird parties.
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Letters of credit: LTD sent the letters of credit, either
directly or indirectly through a bank, to Mexi can banks in order
to secure loans for clients.

Forei gn exchange investnents: LTD contacted institutions
for exchange rates and deposited or withdrew dollars or pesos per
the client's direction.

Treasury bills: LTD arranged for the purchase of Treasury
bills through Merrill Lynch and other third party institutions.

Wres and checks: LTD effected the wire and check
transacti ons.

ol d and silver futures: LTD obtained rates and hel ped
effect the exchange transactions of gold and silver.

Proj ect incone: LTD hel ped arrange the research project and
derived the inconme therefrom

| ncome frominvestnents, other comm ssions inconme, other
commi ssions and fees, and other incone: LTD perforned the
services that earned LTD the inconme in such categories.

We concl ude that, for each comm ssion or fee, excepting the
two types of foreign source TVA comm ssions, the activities of
LTD s trade or business were "a material factor in the
realization of the inconme” within the neaning of section
864(c)(2)(B). W have given due regard to the question of
whet her such inconme was accounted for through such trade or
busi ness, and we find LTD s conm ssions and fees to have been

accounted for through LTD s trade or business. Sec. 864(c)(2).
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Consequently, we hold that all of LTD s conm ssions and fees,
except the foreign source TVA conm ssions, are effectively
connected i ncone pursuant to section 1.864-4(c)(5)(vi)(b), Incone
Tax Regs., and section 864(c)(2)(B).

C. VWhet her LTD and I NC are Liable
for Wthhol di ng Tax

1. Backgr ound

Respondent seeks to inpose a withholding tax on three types
of income itens paid by LTDto its clients. The first type of
inconme item interest paid by LTDto its clients on investnents
made in LTD s nane in U S. certificates of deposit or bank
deposits, consists of interest paid on | FF and MMA i nvestnents
during the cal endar years 1984 through 1989 (U. S. pool ed
investnments). The second type of inconme item interest paid by
LTDto its clients frominvestnents made in LTD s nane in foreign
banks, consists of interest paid on Asset Managenment Account,

Eur odeposits, |nverCedes, |InverCede2, Liquid Assets, Speci al

Accounts, Term Deposits, Pace, and MVA Il investnments? during

21

As we have noted, supra pp. 56-59, the parties stipulated
t he amounts on which LTD is potentially liable for w thhol di ng
tax. Respondent argues that the w thhol ding tax should be
i nposed on "interest paid or credited to accounts of clients
whi ch was earned on funds of clients pooled and invested in LTD s
nanme." Based on facts disclosed by the record, we believe that
the interest listed as a "Special Accounts" expense consists of
interest paid by LTD to various other LTD accounts. Thus, the
interest paid to "Special Accounts" does not fall within
respondent’s wi thholding tax argunent. Petitioners, however, did
not contest either the stipulation or respondent’s argunent.
Consequently, we wll observe the parties’ stipulation and

(continued. . .)
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t he cal endar years 1988 and 1989 (non-U.S. pool ed investnents).
The third type of incone, dividends, consists of a dividend paid
by LTD to its sharehol ders during the cal endar years 1985 and
1986.

2. W thhol ding Tax on | nterest

Wt hhol ding tax, which is inposed only on gross inconme itens
fromsources within the United States, is reported on a cal endar
year basis. Sec. 1.1461-2(c), Inconme Tax Regs. Source rules for
interest, however, are generally applied based upon the obligor’s
t axabl e year.

We first analyze the issue of who, in LTD s pool ed
i nvestnments program is the obligor of the interest. Petitioners
argue that the obligor in LTD s pool ed i nvestnents program are
the U S. and foreign banks from which LTD purchased the
investnments. Petitioners, noting respondent’s concession that
t he bank deposit exception to withholding tax applied to the
interest paid on certificates of deposit in the client’s nane,
contend that there is no | egal basis for distinguishing between
interest paid on certificates of deposit in the client's name and
interest paid on U . S. or foreign investnents in LTD s nane (the

pool ed i nvestnments).?2 Petitioners argue that all investnents

21(...continued)
i nclude the "Special Accounts"” expense as an anount on which LTD
is potentially liable for w thhol ding tax.

22

Petitioners do not argue that the interest is exenpt from
(continued. . .)
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made by LTD s clients were for their own account and risk and did
not establish a debtor-creditor relationship between LTD and its
clients or a sharehol der-corporation relationship between the
clients and the pool ed i nvestnent accounts. Petitioners contend
that, because the risk of |oss always remained with the client,
the nere act of conmbining two or nore clients' funds to purchase
a larger certificate of deposit did not create a "nutual fund".

Petitioners rely on Estate of Smth v. Conm ssioner, 33 T.C.

465 (1959). Petitioners argue that neither LTD nor |INC was the
“obligor” of the interest earned in LTD s nane and paid to LTD s
clients frompooled investnents. Petitioners contend that the
relation anmong LTD/INC, the client, and any investnent were the
sane whether the investnent was purchased in the client’s nane
or, by pooling, in LTD s nane. Petitioners argue that the
interest "flowed through” INC and/or LTD and retained its
underlying character in the hands of LTD s clients. Accordingly,
petitioners contend that, in the case of a pooled investnent in a
US. certificate of deposit or bank deposit, the interest was
statutorily exenpt fromw thholding, and, in the case of a pooled
investnment in a non-U. S. certificate of deposit or term deposits,
the interest was foreign source, not subject to U S. taxation of
any ki nd.

Respondent, however, argues that the obligor in LTD s pool ed

22(. .. continued)
w thhol ding tax as portfolio interest pursuant to secs. 871(h)
and 881(c). Consequently, we do not consider such argunent.
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i nvestnments programwas LTD. Respondent argues that numerous
factors support such contention: The clients had no control over
how or where the noney was invested; the noney of all the clients
in all of the different LTD funds was pool ed and invested in
LTD s name; LTD not only invested the pooled funds in
certificates of deposit but also used the pooled funds to nake
loans to its clients and others, to use in special operations,
and to fund Inver Goup's own investnent projects; the rate of
return credited to the clients' accounts did not reflect the rate
of return earned by the investnents because LTD received all of
the interest and paid the clients interest at a previously set
rate, retaining the benefit of the spread attributable to the
vol une of the investnents; LTD paid its clients interest,
regardl ess of whether or when LTD itself was paid; and LTD
credited interest to its clients, even though it had not yet
received the interest paynent.

Respondent contends that LTD was engaged in trade or
business in the United States. Accordingly, respondent argues
that, pursuant to the source rules for interest, the interest
paid by LTD as obligor was U.S. source incone to LTD s clients.
Consequent |y, respondent contends that LTD is required to
wi thhold tax on the interest it paid to its clients. Respondent
contends that LTD is not "carrying on the banking business" for
pur poses of the exenption for interest on deposits wth persons

carrying on the banki ng business.
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Addi tional ly, respondent argues that |INC had signatory
authority over the accounts in which funds were held, managed the
i nvestnments for the funds, and was responsible for crediting the
accounts of the clients fromthe funds. Accordingly, respondent
contends that INC controlled the paynent of interest and is
therefore a withhol ding agent |iable for w thhol ding tax.

In the instant case, we conclude that, in its pooled
i nvestnments program LTD was not the obligor to its clients. W
have concl uded, supra p. 96, that the "real business" of LTD was
to enabl e Mexican nationals to invest their capital in non-

Mexi can financial markets. LTD s clients did not place their
funds with LTD as an investnent in LTD, rather, LTD s clients

pl aced their funds with LTD as a manager, to be invested in non-
Mexi can financial markets per the clients’ direction.

Respondent has conceded that the exenption for interest on
deposits with persons carrying on the banking business applies to
the interest paid on certificates of deposit in the clients’
name. We conclude that LTD s relationship with its clients with
regard to pool ed investnments differs in no naterial respect from
its relationship wwth its clients with regard to investnents
purchased in the client’s nanme. In both investnent prograns, LTD
had no economc interest in the pooled investnents as such but
only an interest in the spread between the rates earned fromthe
investnments and the rates paid by LTDto its clients. After

paying to its clients their respective portions of the interest
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earned on pool ed investnents, LTD retained only the spread that
it was able to negotiate. Accordingly, we conclude that, as to
its pooled investnments program LTD was not the obligor inits
relationship with its clients.

Because we do not view LTD as the obligor, we treat the U S.
and foreign banks as the obligors of the interest on pool ed
investnments paid by LTDto LTD s clients. Additionally, we treat
the interest as retaining its underlying character in the hands
of LTD s clients as interest fromsuch U S. and foreign banks.

We turn next to whether LTD and I NC are wi t hhol di ng agents
liable for withholding tax on the interest derived fromU. S. and
forei gn banks and paid by LTD)INC to LTD s clients. The Tax
Ref orm Act of 1986 changed the statutory nmechanismfor exenpting
fromtax the interest earned on "deposits with persons carrying
on the banking business", effective for "paynents nmade in a
t axabl e year of the payor begi nning after Decenber 31, 1986."
Tax Reform Act of 1986 (1986 Act), Pub. L. 99-514, sec. 1214
(c)(5) and (d)(1), 100 Stat. 2543.2

In the instant case, the interest fromU S. and foreign
banks was paid by LTDto its clients during the cal endar years

1984 through 1989. Source rules for interest are generally

23

Sec. 1012(g)(1) of the Technical and M scel | aneous Revenue
Act of 1988, Pub. L. 100-647, 102 Stat. 3500, retroactively
provided the effective date of the Tax Reform Act of 1986 (1986
Act), Pub. L. 99-514, sec. 1214(c)(5), 100 Stat. 2543, as if
included in the 1986 Act.
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appl i ed based upon the obligor’s taxable year. The parties,
however, did not present evidence regarding the taxable years of
the U S. and foreign banks that paid the interest in issue.
Nonet hel ess, our holdings, infra pp. 175-181, that the exenption
for interest on "deposits with persons carrying on the banking
busi ness” applies in the instant case obviate the need to inquire
into the taxable years of the U S. and foreign banks because
under both pre-1986 Act | aw and post-1986 Act |law, the result is
the sane: LTD and INC are not |iable as w thhol ding agents for
wi t hhol di ng t ax.

Post - 1986 Act |aw applies to paynents nmade in taxable years
of the U.S. and foreign banks begi nning after Decenber 31, 1986.
We nust therefore exam ne both regi nes of | aw

a. Pre-1986 Act Law

(1) Character and Source
Rules for Interest

CGenerally, the source of interest depends on the residence
of the obligor. Interest on bonds, notes, or other interest-
bearing obligations of U S. residents, corporate or otherwse, is
generally treated as incone fromsources within the United
States. Sec. 861(a)(1l). The term"resident of the United
States”, used in section 1.861-2(a)(1), Incone Tax Regs., which
was promnul gated pursuant to section 861(a)(1), includes, inter
alia, "a foreign corporation or a foreign partnership, which at
any tinme during its taxable year is engaged in trade or business

inthe United States."” Sec. 1.861-2(a)(2)(iv), Incone Tax Regs.
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Interest that is not treated as inconme fromsources within
the United States pursuant to section 861(a)(1l) is treated as
i nconme fromsources without the United States. Sec. 862(a)(1).
Not wi t hst andi ng section 861(a)(1) and the regul ati ons thereunder,
however, certain interest is treated as incone from sources
without the United States. Sec. 1.861-2(b), Inconme Tax Regs.

One type of interest that is not treated as inconme from sources
within the United States is interest that is received by a
nonresident alien individual or a foreign corporation on anounts
described in section 861(c), if such interest is not effectively
connected with the conduct of trade or business within the United
States. Sec. 861(a)(1)(A). The anmpunts described in section
861(c) include, inter alia, "deposits with persons carrying on

t he banki ng business.” Sec. 861(c)(1).

The Code and the regul ations do not define “deposits” for
pur poses of section 861(c). The Comm ssioner, however, has
interpreted the term"deposits” to include, for purposes of
section 861(c), "tine certificates of deposit, open account tine
deposits, and nultiple maturity tine deposits, all of which are
interest bearing.” Rev. Rul. 72-104, 1972-1 C. B. 209, 209.

The regul ati ons provide that the phrase "persons carrying on
t he banki ng busi ness" includes, for purposes of section 861(c),
citizens of the United States or alien individuals and foreign or

donestic partnerships or corporations. Sec. 1.861-2(b)(1)(a),
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| ncome Tax Regs.?* The regul ations, however, do not define
"carrying on the banking business”". The Conm ssioner has applied
the section 581 definition of "bank" to interpret the phrase
"carrying on the banking business"” for purposes of section
861(c). Rev. Rul. 83-176, 1983-2 C. B. 111, 112. Section 581
provides three requirenents for an entity to be considered a
"bank"™ within the nmeaning of the statute. The first requirenent
is that the entity nust be "a bank or trust conpany incorporated
and doi ng busi ness under the laws of the U S. (including |aws
relating to the District of Colunbia) or of any State". Sec.
581. The second requirenent is that a substantial part of the
entity's business nust consist of "receiving deposits and naki ng
| oans and di scounts, or of exercising fiduciary powers simlar to
those permtted to national banks under the authority of the
Comptroller of the Currency.” [1d. The third requirenment is that
the entity nust be "subject by Iaw to supervision and exam nati on
by State * * * or Federal authority having supervision over

banking institutions." 1d.

24

Sec. 1.861-2(b)(1), Inconme Tax Regs., provides that the
interest on the deposits with persons carrying on the banking
busi ness nust be "paid or credited before January 1, 1977, to a
nonresi dent alien individual or foreign corporation”. However,
sec. 1041 of the Tax Reform Act of 1976, Pub. L. 94-455, 90 Stat.
1634, repealed the | ast sentence of sec. 861(c), which had read:
"Effective wwth respect to the anounts paid or credited after
Decenber 31, 1976, subsection (a)(1)(A and this subsection shal
cease to apply." Therefore, sec. 1.861-2(b)(1), Inconme Tax
Regs., applies to interest paid or credited to a nonresident
alien individual or foreign corporation after Dec. 31, 1976.
Rev. Rul. 83-176, 1983-2 C.B. 111, 112.
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The Comm ssioner has ruled that the section 1.861-
2(b)(1)(i)(a), Incone Tax Regs., definition of "persons" prevails
over the section 581 definition (the first requirenent, supra),
whi ch applies the term "bank™ only to corporations. Rev. Rul.
83-176, 1983-2 C.B. at 112. The Comm ssioner, however, has rul ed
that the "other |anguage in section 581 relating to banking
activities can be used as an indication of the requirenents
necessary to be consi dered engaged in the banking business."”

Id. In other words, the ruling requires the interest payor to

meet only the second and third requirenents of the section 581

definition of "bank"™ in order to be considered "carrying on the
banki ng busi ness" for purposes of section 861(c).

(2) Taxation of Interest

Section 871(a)(1)(A) inposes on a nonresident alien
i ndi vidual and section 881(a)(1l) inposes on a foreign corporation
a tax of 30 percent of the anpbunt of interest that is treated as
income fromsources within the United States, if the interest is
not effectively connected incone to the recipient. Interest that
is treated as incone fromsources without the United States is
not subject to tax pursuant to either section 871(a) or section
881(a).

Section 1441(a) provides that any person "having the
control, receipt, custody, disposal, or paynent of any of the

itenms of incone specified in * * * [section 1441](b) (to the
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extent that any of such itens constitutes gross incone from
sources within the United States), of any nonresident alien
i ndi vi dual " must deduct and w thhold from such incone a tax of 30
percent of the anobunt of such incone. Section 1442(a) applies a
wi thhol ding tax in the same manner as section 1441(a) on the
items of incone of foreign corporations subject to taxation
pursuant to subtitle A The incone itens specified in section
1441(b) include, inter alia, interest.

Section 1461 inposes liability for the tax due on every
person required to deduct and to withhold the tax inposed
pursuant to section 1441(a). However, interest that is treated
as incone fromsources without the United States is not subject
to withholding tax pursuant to section 1.1441-1, |nconme Tax
Regs., or, therefore, section 1.1442-1, |Incone Tax Regs. Sec.
1.1441-3(a), Inconme Tax Regs.

b. Post - 1986 Act Law

(1) Character and Source Rul es
for Interest

CGenerally, the source of interest depends on the residence
of the obligor. Wth exceptions not applicable in the instant
cases, interest on bonds, notes, or other interest-bearing
obl i gati ons of noncorporate U S. residents or U S. corporations
is treated as incone fromsources within the United States. Sec.
861(a)(1l). Interest that is not treated as inconme from sources

within the United States pursuant to section 861(a)(1l) is treated
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as income fromsources without the United States. Sec.
862(a)(1l). Cenerally, interest froma foreign corporation is not
treated as income fromsources wthin the United States pursuant
to section 861(a)(1)? and is therefore treated as incone from
sources without the United States. Sec. 862(a)(1l). Section
884(f)(1)(A) provides special source rules for certain interest
paid by a foreign corporation engaged in trade or business in the
United States.

(2) Taxation of Interest

Section 871(a)(1)(A) inposes on a nonresident alien
i ndi vidual and section 881(a)(1l) inposes on a foreign corporation
a tax of 30 percent of the ampbunt of interest that is treated as
income fromsources within the United States, if the interest is
not effectively connected incone to the recipient. Interest that

is treated as incone fromsources without the United States is

25

The Tax Reform Act of 1986, sec. 1241(b)(1)(A), 100 Stat.
2579, replaced the words "residents, corporate or otherw se" in
sec. 861(a)(1) wth the words "noncorporate residents or donestic
corporations.” The current sec. 861(a)(1l), therefore, does not
refer to foreign corporations, which are instead covered pursuant
to sec. 884(f). Consequently, sec. 1.861-2(a)(2), Incone Tax
Regs., issued pursuant to former sec. 861(a)(1l), which treats
foreign corporations engaged in a U S. trade or business at any
time during the taxable year as a U S. resident for purposes of
the source rule, is irrelevant to years after sec. 861(a)(1l) was
anended. The general rule, however, that the source of interest
depends on the residence of the obligor retains its validity.

The regul ations do not explicitly state that a corporation’s
"residence" is its place of incorporation, but sec. 861(a)(1)
does di stingui sh between "donestic" and "foreign" corporations

w t hout reference, for exanple, to a "principal place of

busi ness”. Consequently, we conclude that the source of interest
depends on a corporation’s place of incorporation.
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not subject to tax pursuant to either section 871(a) or section
881(a).

Additionally, no tax is inposed pursuant to section
871(a)(1)(A) or section 881(a)(1l) on any anount described in
section 871(i)(2). Secs. 871(i)(1), 881(d). The anmounts
described in section 871(i)(2) include, inter alia, "Interest on
deposits, if such interest is not effectively connected with the
conduct of a trade or business within the United States." Sec.
871(i)(2)(A). Section 871(i)(3)(A) provides that, for purposes
of section 871(i)(2), the term"deposit" neans, inter alia,
anounts that are "deposits with persons carrying on the banking
busi ness".

Section 1441(a) provides that any person "having the
control, receipt, custody, disposal, or paynent of any of the
itens of income specified in * * * [section 1441](b) (to the
extent that any of such itens constitutes gross incone from
sources within the United States), of any nonresident alien
i ndi vi dual " must deduct and w thhold from such incone a tax of 30
percent of the anobunt of such incone. Section 1442(a) applies a
wi thhol ding tax in the same manner as section 1441(a) on the
items of incone of foreign corporations subject to taxation
pursuant to subtitle A The incone itens specified in section
1441(b) include, inter alia, interest.

Section 1461 inposes liability for the tax due on every

person required to deduct and to withhold the tax inposed
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pursuant to section 1441(a). However, interest that is treated
as incone fromsources without the United States i s not subject
to withholding tax pursuant to section 1.1441-1, |nconme Tax
Regs., or, therefore, section 1.1442-1, |Incone Tax Regs. Sec.
1.1441-3(a), Income Tax Regs. Additionally, no tax is required
to be deducted and withheld pursuant to section 1441(a) from any
anount described in section 871(i)(2). Secs. 1441(c)(10),
1442(a) .

3. W thhol ding Tax on Di vi dends

a. Character and Source Rul es
for D vidends

D vi dend paynents nmade before Decenber 31, 1986, will be
treated as incone fromsources within the United States if the
anmount received as dividends is:

froma foreign corporation unless |ess than 50 percent
of the gross inconme fromall sources of such foreign
corporation for the 3-year period ending with the cl ose
of its taxable year preceding the declaration of such
di vidends (or for such part of such period as the
corporation has been in existence) was effectively
connected with the conduct of a trade or business
within the United States; but only in an anount which
bears the sane ratio to such dividends as the gross

i ncome of the corporation for such period which was
effectively connected wth the conduct of a trade or
business within the United States bears to its gross
incone fromall sources * * * [Sec. 861(a)(2)(B).]

b. Taxation of Dividends

Section 871(a)(1) inposes on a nonresident alien individual
a tax of 30 percent of the anmount of dividends treated as incone

fromsources within the United States, if the amount of divi dends
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is not effectively connected incone to the recipient. Section
1441(a) provides that any person "having the control, receipt,
cust ody, disposal, or paynent of any of the itens of incone
specified in * * * [section 1441](b) (to the extent that any of
such itens constitutes gross incone fromsources within the
United States), of any nonresident alien individual" nust deduct
and withhold from such incone a tax of 30 percent of the anobunt
of such inconme. The incone itens specified in section 1441(Db)
include, inter alia, dividends. Section 1461 inposes liability
for the tax due on every person required to deduct and to
wi thhold the tax inposed pursuant to section 1441(a).

Section 7701(a) (1) provides that the term "person"” neans and
i ncludes "an individual, a trust, estate, partnershinp,
associ ation, conpany or corporation.”™ Sec. 7701(a)(16) provides
that the term"w thhol ding agent” nmeans "any person required to
deduct and w thhold any tax under the provisions of section 1441,
1442, 1443, or 1461." The regul ations pronul gated pursuant to
section 1441 provide:

For purposes of chapter 3 of the Code, the term

"w t hhol di ng agent” neans any person who pays or causes

to be paid an itemof incone specified in 8§ 1.1441-2 to

(or to the agent of) a nonresident alien individual, a

foreign partnership, a nonresident alien or foreign

fiduciary of a trust or estate, or a foreign

corporation, and who is required to withhold tax under

sections 1441, 1442, 1443, or 1451 from such item of

i ncome. Any person who neets the definition of a

wi t hhol ding agent is required to file the returns

prescribed by 8§ 1.1461-1. * * * [Sec. 1.1441-7(a)(1),
| ncomre Tax Regs. ]



- 185 -

4. Di scussi on of Interest

a. Pre-1986 Act Years

(1) Application of the Character
and Source Rules for Interest

Petitioners argue that the interest received by LTD s
clients is interest on deposits with persons carrying on the
banki ng busi ness. Accordingly, petitioners argue that the
interest is incone fromsources wthout the United States. On
t he ot her hand, respondent argues that the interest received by
LTD s clients is paid by LTD as obligor and is therefore treated
as income fromsources within the United States.

We have concl uded supra p. 165, that the interest paid to
LTD s clients from pool ed investnents retains its character in
the hands of LTD s clients. Because respondent’s source argunent
presunmes that LTD was the obligor of the interest, we find that
argunent to have no nerit.

As to the U S. certificates of deposit and bank deposits
(the only pooled investnents nmade by LTD during the pre-1986 Act
years), we conclude that the interest fromsuch investnents is
treated as incone fromsources without the United States. The
| FF and MVA investnents consisted of certificates of deposit and
bank deposits with U S. banks and were therefore "other interest-
bearing obligations of residents, corporate or otherw se" within
t he neani ng of section 861(a)(1l) and the regul ati ons thereunder.
Consequently, the interest fromsuch obligations is generally
treated as incone fromsources within the United States. Sec.

861(a) (1).
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Not wi t hst andi ng section 861(a)(1) and the regul ations
t her eunder, however, certain interest is treated as incone from
sources without the United States. Sec. 1.861-2(b), Inconme Tax
Regs. Interest received by a nonresident alien individual or a
foreign corporation on "deposits with persons carrying on the
banki ng business” is not treated as incone fromsources within
the United States, if such interest is not effectively connected
wi th the conduct of trade or business within the United States.
Sec. 861(a)(1)(A), (c)(1).

As we have stated supra p. 167, the Code and the regul ations
do not define "deposits" for purposes of section 861(c). The
Comm ssi oner, however, has interpreted the term"deposits" to
i nclude, for purposes of section 861(c), "tinme certificates of
deposit, open account tinme deposits, and nultiple maturity tine
deposits, all of which are interest bearing.” Rev. Rul. 72-104,
1972-1 C.B. 209, 209. W agree with the reasoning of Rev. Rul.
72-104, and we apply that reasoning in our interpretation of the

term "deposits" in section 861(c)(1).% Accordingly, we conclude

26

A revenue ruling is entitled to no special deference.
Hi ggins v. Conm ssioner, 312 U S. 212, 215 (1941); Helvering v.
New York Trust, 292 U S. 455 (1934); Stark v. Conm ssioner, 86
T.C. 243, 250-251 (1986). The Court of Appeals for the Fifth
Crcuit has stated:

a [revenue] ruling is nmerely the opinion of a lawer in

t he agency and nmust be accepted as such. It may be

hel pful in interpreting a statute, but it is not

bi nding on the Secretary [of the Treasury] or the

courts. It does not have the effect of a regulation or

a Treasury Decision. * * * [Stubbs, Overbeck &

Associates v. United States, 445 F.2d 1142, 1146-1147
(continued. . .)
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that the U S. certificates of deposit and bank deposits are
"deposits” wthin the nmeaning of section 861(c).

As we have stated, supra pp. 168-169, neither the Internal
Revenue Code nor the relevant regul ation defines the term
"carrying on the banking business"” for purposes of section
861(c)(1). Rev. Rul. 83-176, 1983-2 C B. 111, however,
interprets section 861(c). W agree with the reasoning of Rev.
Rul . 83-176, and we apply that reasoning in our interpretation of
the phrase "persons carrying on the banking business" in section
861(c)(1).?%

The parties did not brief the issue of whether the U S
banks from whi ch LTD purchased pool ed i nvest ments were "persons
carrying on the banking business" for purposes of section
861(c)(1). Based upon the entire record before us, however, we
are convinced that the banks were "persons carrying on the
banki ng busi ness" within the neaning of section 861(c)(1). LTD
placed its clients’ funds in U S. banks that were insured by the
FDI C and FSLIC. Accordingly, we conclude that all of the banks
with which LTD dealt neet the requirenments that (1) a substanti al

part of the person’s business consist of "receiving deposits and

26(...continued)
(5th Gir. 1971).]

Accordingly, a ruling or other interpretation by the Comm ssioner
is only as persuasive as the reasoning and precedents contai ned
in such interpretation. Halliburton Co. v. Conm ssioner, 100
T.C 216, 232 (1993), and the cases cited therein, affd. wthout
publ i shed opinion 25 F.3d 1043 (5th Gr. 1994).

27

See supra note 26
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maki ng | oans and di scounts, or of exercising fiduciary powers
simlar to those permtted to national banks under the authority
of the Conptroller of the Currency” and (2) the person nust be
"subject by law to supervision and exam nation by State, or
Federal authority having supervision over banking institutions.”
Rev. Rul. 83-176, 1983-2 C. B. at 112. Consequently, we concl ude
that the U S. banks that paid interest on LTD s pool ed
i nvestnments are "persons carrying on the banking business" within
t he nmeani ng of section 861(c)(1). Accordingly, we hold that the
interest fromthe U S. pooled investnents is treated as incone
fromsources without the United States. Sec. 861(a)(1)(A),
(c)(1).

(2) Taxation of Interest

We have held, supra, the interest paid to LTD s clients on
the U S. pooled investnents is treated as i ncone from sources
without the United States. Sec. 861(a)(1)(A), (c)(1). Interest
that is treated as income from sources without the United States
is not subject to tax pursuant to either section 871(a) or
section 881(a). Additionally, interest that is treated as incone
fromsources without the United States is not subject to
wi t hhol di ng tax pursuant to either section 1.1441-1, |ncone Tax
Regs., or, therefore, section 1.1442-1, |Incone Tax Regs. Sec.
1.1441-3(a), Income Tax Regs. Consequently, we hold that neither
LTD nor INCis a wthholding agent liable for w thhol ding tax
wWth respect to the interest paid on pooled investnents during

the pre-1986 Act years.
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b. Post - 1986 Act Years

(1) Application of the Character
and Source Rules for Interest

Petitioners argue that the interest received by LTD s
clients retained its underlying character. Accordingly,
petitioners argue that the interest fromU S. pool ed i nvestnents
received by LTD s clients is inconme fromsources within the
United States and that the interest fromnon-U. S. pool ed
investnments is inconme fromsources without the United States. On
t he ot her hand, respondent argues that the interest received by
LTD s clients is paid by LTD as obligor and is therefore treated
as incone fromsources within the United States pursuant to
section 884(f)(1)(A).

We have concl uded, supra p. 165, that the interest paid to
LTD s clients from pool ed investnents retains its character in
the hands of LTD s clients. Because respondent’s source argunent
presunmes that LTD was the obligor of the interest, we find that
argunent to have no nerit.

As to the U S. pool ed investnents, we conclude that the
interest fromsuch investnents is treated as incone from sources
within the United States. The interest fromthe | FF and MVA
investnments derived fromcertificates of deposit and bank
deposits with U S. banks, which are "other interest-bearing
obligations of * * * donestic corporations” wthin the nmeaning of
section 861(a)(1). Accordingly, we hold that the interest from
the U S. pooled investnents is treated as i ncone from sources

within the United States. Sec. 861(a)(1).
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As to the non-U. S. pooled investnents, we conclude that the
interest fromsuch investnents is treated as incone from sources
wi thout the United States. The Asset Managenent Account,

Eur odeposits, |nverCedes, |InverCede2, Liquid Assets, Speci al
Accounts, Term Deposits, Pace, and MVA Il investnents consisted
of certificates of deposit and termdeposits with non-U. S. banks.
The interest on such investnents, therefore, derived from non-
U S obligors. Accordingly, we hold that the interest fromthe
non-U. S. pooled investnments is treated as incone from sources
without the United States. Sec. 862(a)(1).

(2) Taxation of Interest

As we have stated, supra pp. 171-172, section 871(a)(1)(A)
i nposes on a nonresident alien individual and section 881(a)(1)
i nposes on a foreign corporation a tax of 30 percent of the
anount of interest that is treated as inconme fromsources within
the United States, if the interest is not effectively connected
incone to the recipient. No tax, however, is inposed pursuant to
section 871(a)(1)(A) or section 881(a)(1l) on interest on deposits
W th persons carrying on the banking business. Secs. 871(i) (1),
881(d).

As to the U S. pooled investnents, we apply an analysis
simlar to the one for the pre-1986 Act years, supra pp. 177-178,
and conclude that the U. S. banks that paid interest on LTD s
pool ed i nvestnments are "persons carrying on the banking business”

for purposes of section 871(i)(3)(A). Accordingly, we hold that
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the interest fromthe U S. pooled investnents is interest on
"deposits with persons carrying on the banking business” within
t he nmeani ng of section 871(i)(2)(A and (3)(A). Consequently, no
tax is inposed on the interest fromthe U S. pool ed investnents
paid by LTDto its clients. Secs. 871(i)(1), 881(d).
Additionally, no tax is required to be deducted and w thheld
pursuant to section 1441(a) from any anount described in section
871(1)(2). Secs. 1441(c)(10), 1442(a).

As to the non-U. S. certificates of deposit and term
deposits, we have concluded, supra p. 180, that the interest from
such investnents is treated as income from sources w thout the
United States. Interest that is treated as incone from sources
wi thout the United States is not subject to tax pursuant to
ei ther section 871(a) or section 881(a). Additionally, interest
that is treated as income from sources without the United States
is not subject to withholding tax pursuant to either section
1.1441-1, Inconme Tax Regs., or, therefore, section 1.1442-1,

I ncome Tax Regs. Sec. 1.1441-3(a), Incone Tax Regs.
Consequently, we hold that neither LTD nor INC is a w thhol di ng
agent liable for withholding tax with respect to the interest
paid on pooled investnents during the post-1986 Act years.

5. Di scussi on of Dividend | ncone

Petitioners contend that they have shown that none of LTD s
wor | dw de gross inconme was effectively connected and that,

because | ess than 50 percent of LTD s worl dw de gross i ncone was
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effectively connected, the section 861(a)(2)(B) source rule does
not apply to the dividend paid by LTD to its sharehol ders.
Al ternatively, petitioners contend that, should we find that LTD
had sone effectively connected inconme during its 3 taxable years
prior to the taxable year ended June 30, 1986, |ess than 50
percent of LTD s gross incone was effectively connected, and the
di vidend therefore would be foreign source and not subject to
wi thholding tax. As a final alternative, petitioners contend
that, should we find that LTD s effectively connected incone
exceeded the 50-percent threshold of section 861(a)(2)(B), only
the portion of LTD s dividend that is proportionate to LTD s
percent age of effectively connected incone in such years should
be treated as U.S. source incone.

Respondent argues that LTD is a w thhol ding agent |iable for
wi thhol ding tax on the entire amount of the dividend. Respondent
contends that all of LTD s income was effectively connected with
its U S trade or business. Accordingly, respondent argues that
the entire dividend paid by LTDis U. S. source inconme pursuant to
section 861(a)(2)(B) and is therefore subject to w thhol ding tax
pursuant to section 1441(a).

In the instant case, the dividend in issue was declared on
Decenber 10, 1985. 1In applying section 861(a)(2)(B), we nust
| ook to LTD s worl dw de gross incone for the 3 taxable years that
ended prior to the declaration of the dividend in issue; i.e.,
LTD s taxabl e years ended June 30, 1983 through 1985.

Petitioners did not present evidence regarding LTD s taxable
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years ended June 30, 1983 and 1984. W are therefore unable to
apply the | ookback rule in section 861(a)(2)(B) to the dividend
in issue. Consequently, we consider the percentage figure in
section 861(a)(2)(B) to have been conceded by petitioners. Rybak

v. Comm ssioner, 91 T.C 524, 566 (1988). Accordingly, we hold

that 100 percent of LTD s gross inconme fromall sources for the
3-year period ending with the close of its taxable year preceding
the declaration of the dividend in issue was effectively
connected with the conduct of LTD s trade or business within the
United States. Sec. 861(a)(2)(B).

Because nore than 50 percent of LTD s gross incone was
effectively connected for the applicable 3-year period, the
amount of the dividend in issue that is to be treated as from
sources within the United States bears the sane ratio to such
di vidend as the anobunt of effectively connected i ncone bears to
gross incone fromall sources. 1d. The ratio that LTD s
effectively connected i ncone bears to LTD s gross incone from al
sources is, for purposes of section 861(a)(2)(B), 100 percent.
Accordingly, the amount of the dividend in issue that is to be
treated as fromsources within the United States is 100 percent.
Id. The entire dividend paid by LTD to its shareholders is
therefore subject to a 30-percent tax on nonresident alien
i ndividuals. Sec. 871(a).

The parties have not briefed the issue of whether LTD is

eligible for the wi thhol ding exenption pursuant to section
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1441(c), and they have not addressed whether LTD s sharehol ders
were engaged in trade or business within the United States.
Accordingly, we treat the issue as having been conceded by

petitioners. Rybak v. Conm ssioner, supra at 566. Because LTD

is not eligible for exenption fromw thhol ding pursuant to
section 1441(c), LTD is a w thhol di ng agent pursuant to sections
1441(a) and 7701(a)(16) and therefore nust pay a 30-percent tax
on the dividend.

D. VWether LTD Is Entitled to Deducti ons

1. Law

A foreign corporation engaged in trade or business within
the United States during the taxable year is allowed deductions
fromits section 882(a) incone "only if and to the extent that
such deductions are connected with income which is effectively
connected wth the conduct of a trade or business within the
United States". Sec. 882(c)(1)(A). The proper apportionnent and
al l ocation of such deductions are determned as provided in
regul ations prescribed by the Secretary. 1d.

A foreign corporation receives the benefit of such
deductions "only by filing or causing to be filed with the
Secretary a true and accurate return, in the manner prescribed in
subtitle F, including therein all the information which the
Secretary nmay deem necessary for the cal culation of such
deductions". Sec. 882(c)(2); see also sec. 1.882-4(b)(1), Incone

Tax Regs. If a true and accurate return is not filed, "the tax
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shal |l be collected on the basis of gross inconme, determned in
accordance with 81.882-1 but without regard to any deducti ons
otherwi se allocable.” Sec. 1.882-4(b)(2), Incone Tax Regs.

2. Di scussi on

Petitioners note that regul ations promul gated pursuant to
section 882(c)(2), as anended in 1990, requiring a "tinely filed
tax return"” before a foreign taxpayer is allowed to offset
effectively connected inconme with deductions allocable thereto,
are effective for taxable years ended after July 31, 1990, and
therefore that such regul ations post-date all of the years in
issue. Additionally, petitioners contend that the prior version
of such regulations did not contain simlar |anguage requiring
that a tax return be tinely filed as a precondition to deducting
itenms properly allocable to effectively connected incone.

However, as indicated supra, the prior version of the
regul ations, which is applicable here, did provide that a foreign
corporation would not be all owed such deductions unless it filed
a true and accurate return. In the instant cases, LTD has filed
no return at all and therefore has failed to conply with the
express requirenent of the applicable regulations.

Respondent, citing Bl enheim Co. v. Comm ssioner, 125 F.2d

906, 911 (4th Gir. 1942), affg. 42 B.T.A 1248 (1940), and

Georday Enters., Ltd. v. Conm ssioner, 126 F.2d 384, 388 (4th

Cr. 1942), affg. an unpublished opinion of the Board of Tax

Appeal s dated Sept. 30, 1940, contends that, because LTD filed no
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returns, it is not entitled to any deductions. Respondent
contends that LTD should be denied the deduction for interest
paid to clients. Respondent argues that interest paid or accrued
on i ndebtedness is characterized as a deduction by the Code and
that a deduction for interest should therefore be denied.
Respondent contends that, as the interest was recorded on LTD s
corporate books as an expense, respondent's treatnent of the
interest is consistent with LTD s own records. Additionally,
respondent contends that LTD should be denied all other
deduct i ons.

In the instant case, we nust exam ne four types of
"deductions": (1) the interest "deductions" included as a direct
cost in LTD s "Interest Incone" category, (2) the direct costs in
all of LTD s incone categories other than "Interest Income", (3)
conpensati on expenses for the fees already paid by LTD to | NC,
and (4) additional conpensation expenses potentially allocated to
LTD pursuant to section 482. As to the interest "deductions"
included as a direct cost in LTD s "Interest |Incone" category, we
have concl uded, supra p. 106, that LTD should include in its
income only the anounts that it retained as interest spreads from
certificates of deposit and bank deposits. Accordingly, as the
interest paid by LTDto its clients on pooled investnents is
nei ther inconme nor a deduction to LTD, we need not address such
anounts. As to the additional conpensation expenses potentially

all ocated to LTD pursuant to section 482, we address such
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anounts, infra pp. 215-220.

We concl ude that, because LTD filed no returns, it is not
entitled to any deductions for the direct costs in all of LTD s
i ncone categories other than "Interest |Incone" or for
conpensati on expenses for the fees already paid by LTD to | NC.

In Blenheim Co. v. Conm ssioner, supra, the taxpayer, a foreign

corporation, filed a personal hol ding conmpany surtax return (Form
1120H) but not an incone tax return (Form 1120). The

Comm ssioner's "Extended efforts * * * to get * * * [the
taxpayer] to file a Form 1120 return voluntarily were
unsuccessful ", and the Comm ssioner was "forced by * * * [the

t axpayer's] inactivity and uncooperative attitude to prepare a
return for * * * [the taxpayer]". 1d. at 909. 1In the return
that the Comm ssioner prepared for the taxpayer, the Comm ssioner
di sal | owed deductions and credits pursuant to section 233 of the
Revenue Act of 1934.2% The Conmi ssioner then sent a notice of
deficiency to the taxpayer based on that return. |d.

The taxpayer then filed an inconme tax return (Form 1120)
that included "a breakdown of petitioner's incone and cl ai ned
deductions.” |1d. The Board of Tax Appeals held that the
ci rcunst ances of the case warranted the disall owance of the
deductions. The Court of Appeals for the Fourth Crcuit

affirmed, stating that

28

Sec. 233 of the Revenue Act was the predecessor statute to
sec. 882(c)(2) of both 1954 I.R C. and 1986 |.R C.
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Wt hout prescribing an absolute and rigid rule
t hat whenever the Comm ssioner files a return for a
foreign corporation the taxpayer is conpletely and
automatically denied the benefit of deductions or
credits, we yet hold that the facts of the instant case
justify a disall owance of deductions which petitioner
m ght ot herw se have been entitled to claim had it
filed a tinely return in conpliance with the statutory
requirenent. * * * []d. at 910.]

In Georday Enters., Ltd. v. Conm ssioner, supra at 388, a

conpani on case to Blenheim the Court of Appeals for the Fourth
Crcuit stated that "our decision in the Bl enheimcase is
determ native" on the issue, inter alia, of "the tineliness of
Ceorday's federal incone tax return”. The court then stated:

The case for disallowance of Georday's deductions is

even stronger here because CGeorday failed to file a

return voluntarily not only after a return had been

filed for it by the Comm ssioner and after a deficiency

| etter had been sent to it, but even after a petition

to the Board had been filed. * * * [1d.]
The court held that "Georday, therefore, clearly failed to file
its return within the reasonable term nal period prescribed in
t he Bl enhei m case and is now precluded from obtaining the
benefits of any deductions it m ght have otherw se been entitled
toclaimhad it filed a tinely return.” |d.

In the instant cases, LTD had not filed incone tax returns
for the taxable years in issue as of the date of trial of the
i nstant cases. W therefore uphold respondent’s disall owance of
any deductions that LTD m ght have otherwi se been entitled to

claimhad it filed a tinely, true, and accurate return pursuant

to section 882(c)(2).
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E. VWhet her | ncone Should Be All ocated
Pur suant to Section 482

1. Backgr ound

By notices of deficiency, respondent determ ned that incone
shoul d be allocated to I NC and Hol di ngs pursuant to section 482.
As to INC s taxable years ended June 30, 1985 and 1986,
respondent determ ned by notice of deficiency that |INC had
recei ved other inconme and attached as an exhibit to the notice of
deficiency a list of the balances in three bank accounts.
Respondent treated the sum of the bal ances fromthe three
accounts as inconme to INC for each taxable year. Respondent
never anended the incone allocations as to INC s taxable years
ended June 30, 1985 and 1986.

As to Hol dings’ taxable years ended June 30, 1987, 1988, and
1989, respondent determ ned by notice of deficiency that Hol di ngs
had recei ved ot her incone.? Respondent allocated to INC all of
LTD s remai ning net incone. Respondent cal culated LTD s
remai ni ng net incone by deducting LTD s "direct costs" and LTD s
paynent of service fees to INC fromLTD s gross receipts.
Respondent never anended the incone allocations as to INC s

t axabl e years ended June 30, 1987, 1988, and 1989.

29

For INC s taxable years ended June 30, 1987, 1988, and 1989,
I NC was joined in the consolidated incone tax returns filed by
Hol di ngs. Accordingly, respondent's incone allocations to INC
pursuant to sec. 482 affect the incone tax liability of Hol dings.
For conveni ence and clarity, we nmake reference to INC only and
i ncl ude Hol di ngs in such references.
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2. Law

a. Section 482 in General

Section 4823 provides the Comm ssioner with broad authority
to allocate inconme, deductions, credits, or allowances between
commonly control |l ed organi zations, trades, or businesses if
respondent determnes that the reallocation is necessary to
prevent the evasion of taxes or clearly to reflect the inconme of
any of the controlled entities.

The purpose of section 482 is "to place a controlled
taxpayer on a tax parity with an uncontrol |l ed taxpayer, by
determ ning, according to the standard of an uncontroll ed
t axpayer, the true taxable inconme fromthe property and busi ness
of a controlled taxpayer." Sec. 1.482-1(b)(1), Incone Tax Regs.
St at ed anot her way, the purpose of section 482 is to prevent the

artificial shifting of the net incones of controlled taxpayers by

30
Sec. 482 provides as foll ows:

In any case of two or nore organizations, trades,
or businesses (whether or not incorporated, whether or
not organized in the United States and whether or not
affiliated) owned or controlled directly or indirectly
by the sanme interests, the Secretary may distribute,
apportion, or allocate gross inconme, deductions,
credits, or allowances between or anong such
organi zations, trades, or businesses, if he determ nes
t hat such distribution, apportionnment, or allocation is
necessary in order to prevent evasion of taxes or
clearly to reflect the income of any of such
organi zations, trades, or businesses.

The amendnent to sec. 482 by 1986 Act sec. 1231(e)(1), 100
Stat 2562, regarding the transfer of intangible property does not
affect the instant case.
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pl aci ng control |l ed taxpayers on a parity with uncontroll ed,

unrel ated taxpayers. Seagate Technology, Inc. & Consol. Subs. v.

Commi ssioner, 102 T.C. 149, 163 (1994), and the cases cited

t herei n.
The regul ati ons promnul gated pursuant to section 482 provide:

The interests controlling a group of controlled

t axpayers are assuned to have conplete power to cause
each controll ed taxpayer so to conduct its affairs that
its transactions and accounting records truly reflect
the taxable inconme fromthe property and busi ness of
each of the controlled taxpayers. |f however, this has
not been done, and the taxable inconmes are thereby
understated, the district director shall intervene,

and, by maki ng such distributions, apportionnments, or

al l ocations as he may deem necessary of gross incone,
deductions, credits, or allowances, or of any item or
el enent affecting taxable incone, between or anong the
controll ed taxpayers constituting the group, shal
determ ne the true taxable inconme of each controlled

t axpayer. * x * [Sec. 1.482-1(b)(1), Incone Tax
Regs. ]

The term "true taxable i ncome" neans,

in the case of a controlled taxpayer, the taxable

i ncone (or, as the case nmay be, any item or el enent
affecting taxable inconme) which would have resulted to
the controlled taxpayer, had it in the conduct of its
affairs (or, as the case nmay be, in the particular
contract, transaction, arrangenent, or other act) dealt
with the other nenber or nenbers of the group at arnis
length. * * * [Sec. 1.482-1(a)(6), Inconme Tax Regs.]

The true taxable income of the group as a whole, as well as
its individual nenbers, nmust be accurately determ ned. See

Schering Corp. & Subs. v. Conm ssioner, 69 T.C 579, 600 (1978),

and the case cited therein. Accordingly, each controlled
t axpayer wll be exam ned independently to determ ne whet her each

such individual taxpayer is reporting its own true taxable
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inconme; i.e., the taxable inconme (or itemor element affecting
taxabl e i ncone) that would have resulted to such taxpayer in an

arm s-length transaction. See Altama Delta Corp. v.

Commi ssioner, 104 T.C. 424, 456 (1995); Seagate Tech., Inc. &

Consol . Subs. v. Conm ssioner, supra at 164; Sundstrand Corp. V.

Comm ssioner, 96 T.C 226, 353 (1991), affd. 17 F.3d 965 (7th

Cr. 1994). Once the true taxable inconme of each controlled
t axpayer is determ ned, the Conm ssioner may distribute,
apportion, or allocate gross incone, deductions, credits, or
al l omances, or any itemor elenent affecting taxable inconme, so
that each controll ed taxpayer, after such an allocation, reports
its own true taxable incone.

The Comm ssioner's determ nation as set forth in a notice of
deficiency is presunptively correct. The taxpayer has the burden

of proof. Rule 142(a); Welch v. Helvering, 290 U S. 111 (1933).

Mor eover, absent a showi ng of abuse of discretion by the
Comm ssi oner, the Conm ssioner's section 482 determ nation nust

be sust ai ned. Bausch & Lomb, Inc. v. Conm ssioner, 92 T.C 525,

582 (1989), affd. 933 F.2d 1084 (2d G r. 1991). To succeed,
therefore, a taxpayer first nust show that the Conm ssioner's
section 482 reallocations are arbitrary, capricious, or

unr easonabl e. Sundstrand Corp. v. Conm ssioner, supra; Eli Lilly

& Co. v. Conmm ssioner, 84 T.C. 996, 1131 (1985), affd. in part,

revd. in part and remanded 856 F.2d 855 (7th Gr. 1988). In
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deci di ng whet her the Conmm ssioner's determnation is reasonabl e,
courts focus on the reasonabl eness of the result, not on the

details of the nethodol ogy used. Bausch & Lonb, Inc. v.

Conmi ssi oner, supra at 582; see also Eli Lilly & Co. v. United

States, 178 Ct. C. 666, 676, 372 F.2d 990, 997 (1967).

Once the taxpayer has proved that the deficiencies set forth
in the notice of deficiency are arbitrary, capricious, or
unr easonabl e, the taxpayer has the additional burden of proving

satisfaction of the arms length standard. See Eli Lilly & Co.

V. Conm ssioner, 856 F.2d at 860; Sundstrand Corp. V.

Conmi ssi oner, supra at 354.

In the instant case, as between LTD and INC, respondent's
all ocations at |east nust be reasonable attenpts to reflect arnms

I ength transactions. See Achiro v. Comm ssioner, 77 T.C. 881,

900 (1981).

b. The Section 482 Requl ati ons

The term"controlled" is defined as including "any kind of
control, direct or indirect, whether legally enforceable, and
however exercisable or exercised." Sec. 1.482-1(a)(3), Incone
Tax Regs. The term"controlled taxpayer” nmeans "any one of two
or nore organizations, trades, or businesses owned or controlled
directly or indirectly by the sane interests.” Sec. 1.482-
1(a)(4), Income Tax Regs. The terns "group" and "group of
control |l ed taxpayers" nean "the organizations, trades, or

busi nesses owned or controlled by the sane interests.” Sec.
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1.482-1(a)(5), Incone Tax Regs.

The regul ati ons provide:

Where one nmenber of a group of controlled entities

perfornms marketing, managerial, admnistrative,

technical, or other services for the benefit of, or on

behal f of another nenber of the group w thout charge or

at a charge which is not equal to an arm s-length

charge * * * | the district director may nmake

appropriate allocations to reflect an arnis-1length

charge for such services. * * * [Sec. 1.482-2(b)(1),

| ncomre Tax Regs. ]

The regul ati ons provide a "benefit test", stating that

"All ocations may be made to reflect armis I ength charges with
respect to services undertaken for the joint benefit of the
menbers of a group of controlled entities, as well as with
respect to services perfornmed by one nenber of the group
exclusively for the benefit of another nmenber of the group.”
Sec. 1.482-2(b)(2) (i), Income Tax Regs. Conversely, "No

al l ocations shall be nade if the probable benefits to the other
menbers were so indirect or renote that unrelated parties would
not have charged for such services." |d.

An arm s-length charge for services rendered is "the anount
whi ch was charged or woul d have been charged for the sane or
simlar services in independent transactions with or between
unrel ated parties under simlar circunstances considering al
relevant facts." Sec. 1.482-2(b)(3), Inconme Tax Regs. Unless
the services are an integral part of the business activity of

either the entity rendering the services (renderer) or the entity

receiving them (recipient), or unless the taxpayer establishes a
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nore appropriate charge, the armis length charge for services is
deened to equal the cost or deductions incurred with respect to
the services perfornmed by the renderer for the recipient. |d.

For services which are an integral part of the business
activity of either the renderer or the recipient, the costs or
deductions incurred in rendering such services are not deened to
equal an arm s-length charge. Sec. 1.482-2(b)(7), Income Tax
Regs. Services are considered an integral part of the business
activity of arelated entity in four situations. The situation
applicable to the instant case is the second situation, defined
as a case in which "the renderer renders services to one or nore
related parties as one of its principal activities." Sec. 1.482-
2(b)(7)(1i), Income Tax Regs. The regulations provide two tests
for determning the applicability of the second situation. The
first test (the 25-percent test) is stated as foll ows:

it will be presuned that the renderer does not render

services to related parties as one of its principal

activities if the cost of services of the renderer
attributable to the rendition of services for the

taxabl e year to related parties do not exceed 25

percent of the total costs or deductions of the

renderer for the taxable year. * * * [Sec. 1.482-

2(b)(7)(ii)(a), Incone Tax Regs.]

Pursuant to the 25-percent test, the costs of services
rendered to related parties include "all costs or deductions
directly or indirectly related to the rendition of such services"”
but excludes "anmounts properly reflected in the cost of goods

sold of the renderer."” Sec. 1.482-2(b)(7)(ii)(b), Income Tax

Regs. Additionally, the regul ations provide that, in a case:
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Where any of the costs or deductions of the renderer do
not reflect arms |ength consideration and no

adj ust rent has been nmade under any provision of the

I nternal Revenue Code to reflect arms |ength

consi deration, the 25-percent test wll not apply if,
had an arm s-1ength charge been made, the costs or
deductions attributable to the renderer's rendition of
services to related entities would exceed 25 percent of
the total costs or deductions of the renderer for the
taxable year. * * * [1d.]

Once the 25-percent test is satisfied, the regul ations
provi de a second test, which is a determ nation of whether the
rendition of services to related parties is one of the principal
activities of the renderer, based "on the facts and circunstances
of each particular case" (the facts and circunstances test).

Sec. 1.482-2(b)(7)(ii)(a), Incone Tax Regs. Factors which may be
considered in the facts and circunstances test include:

the tine devoted to the rendition of the services, the
relative cost of the services, the regularity with

whi ch the services are rendered, the anmount of capita
investnment, the risk of loss involved, and whether the
services are in the nature of supporting services or

i ndependent of the other activities of the renderer.

***[M

Pursuant to section 482:

t he nethod of allocating, apportioning, or distributing
i ncome, deductions, credits, and all owances to be used
by the district director, in any case, including the
formof the adjustnents and the character and source of
anmounts allocated, shall be determned with reference
to the substance of the particular transactions or
arrangenments which result in the avoi dance of taxes or
the failure to clearly reflect incone. * * * |[Sec.
1.482-1(d) (1), Inconme Tax Regs.]

The appropriate adjustnents may take the formof, inter alia, an
i ncrease or decrease in gross incone, or an increase or decrease

i n deductions (including depreciation). 1d.
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Section 1.482-1(d)(2), Incone Tax Regs., provides:

Whenever the district director makes adj ustnments
to the incone of one nenber of a group of controlled
t axpayers (such adjustnents being referred to in this
paragraph as "primry" adjustnments) he shall al so make
appropriate correlative adjustnents to the incone of
any ot her nenber of the group involved in the
all ocation. The correlative adjustnent shall actually
be made if the United States inconme tax liability of
t he ot her nenber woul d be affected for any pending
taxable year. Thus, if the district director nmakes an
all ocation of inconme, he shall not only increase the
i ncone of one nmenber of the group, but shall decrease
the incone of the other nmenber if such adjustnment woul d
have an effect on the United States incone tax
liability of the other nenber for any pendi ng taxable
year. * * *

A "pending taxable year" is "any taxable year with respect to
which the United States incone tax return of the other menber has
been filed by the tine the allocation [the primary adjustnment] is
made, and with respect to which a credit or refund is not barred
by the operation of any law or rule of law" 1d. For purposes
of paragraph (d) of section 1.482-1, Incone Tax Regs., the

regul ations state that a primary adjustnent:

shal | not be considered to have been nade (and
therefore a correlative adjustnent is not required to
be made) until the first occurring of the foll ow ng
events with respect to the primary adjustnent:

(i) The date of assessnent of the tax follow ng
execution by the taxpayer of a Form 870 (Wi ver of
Restrictions on Assessnent and Col |l ection of Deficiency in
Tax and Acceptance of Overassessnent) with respect to such
adj ust nent ,

(i1) Acceptance of a Form 870-AD (O fer of Waiver of
Restriction on Assessnent and Col |l ection of Deficiency in
Tax and Acceptance of Overassessnent),

(1i1) Paynment of the deficiency,

(tv) Stipulation in the Tax Court of the United States,
or

(v) Final determnation of tax liability by offer-in-
conprom se, closing agreenent, or court action. * * * [[d.]
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3. Di scussi on

Petitioners contend that an arnis-length fee was charged by
INC for its investnent managenent services rendered to LTD,
Petitioners contend that the fee was arnis | ength because
petitioners used a "cost-plus [profit]"” calculation in the early
years. During 1986, INC began charging a fee based on "an assets
under managenent percentage." As support for the contention that
the fee was arm s length, petitioners enphasize that
representatives fromboth INC and LTD negotiated the fee in
consultation wth outside counsel and that the fee was reviewed
and accepted each year by the conpani es' outside auditor.

Petitioners contend that INC s fees were conparable to the
fees that United States Trust charged LTD before the creation of

INC. Petitioners contend that United States Trust is "an
i ndependent service provider"” which charged an arnmis-length fee
for its services.

Finally, petitioners contend that respondent's section 482
allocations are arbitrary, capricious, and unreasonable on the
foll ow ng additional grounds. Petitioners assert that
respondent's expert report is flawed. Petitioners contend that
concl usi ons of respondent's experts about INC s operations had no
relation to the facts. Furthernore, petitioners conplain that
respondent has allocated all of LTD s remai ning net inconme to
INC. Petitioners contend that, for respondent’'s allocations to

prevail, all of the income LTD earned in the taxable years ended

1985 t hrough 1989 nust have "origi nated exclusively through I NC
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personnel working in San Antonio." Petitioners assert that there
were only a handful of managenent-I|evel enployees working in
INC s office in San Antonio, and that there was a relatively | ow
| evel of activity in that office, as evidenced by the | ow nunber
of telephone calls fromthat office to Mexico. Petitioners
contend that the incone received by LTD from structuring and
executing currency transactions and fromthe TVA underwiting was
not generated from San Antoni o by | NC personnel.

Respondent contends that | NC provided LTD with nmuch nore
than "back office services". Respondent argues that numnerous
services were provided to LTD by INC. (1) INC provided all of
the services that LTD was obligated to provide to the third party
clients, (2) INC generated the spreads fromU. S. and foreign
pool ed i nvestments by obtaining higher interest rates on
investnments than those paid to clients, (3) account executives at
| NC were the primary point of contact and information source for
financial transactions involving clients and pronoters, (4)
account executives at | NC mai ntai ned Account Cards on which they
recorded instructions that they received directly fromclients
over the tel ephone and in person in the San Antonio office, (5)
| NC enpl oyees inplenented the clients' investnent decisions,
nonitored the clients' investnents, acted as an interface between
clients and other financial institutions concerning currency
exchanges, noney transfers, |oans, and securities, and provided
current information to clients and pronoters concerni ng vari ous

i nvestment products, (6) INC nade all investnent decisions on
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behal f of LTD, (7) INC s Operations Departnent researched and
chose investnent vehicles for the omibus |IFF and MVA funds, and
(8) INC s personnel tracked exchange rates for the currency
futures and brokerage services LTD of fered.

Respondent contends that LTD s service agreenents with its
clients (the discretionary authorizations) were, for the nost
part, independent transactions between unrel ated parti es.
Respondent argues that, because INC perforned all of its services
on behalf of LTD, the revenues of LTD are the best indicators of
what INC s armis I ength charges to LTD should have been, which is
t he reason respondent allocated all of the remaining net revenues
earned by LTD to INC. Accordingly, respondent argues that the
arms length charge for investnent managenent services |INC
provided to LTD was the net anount of revenues LTD derived in
servicing its clients. Accordingly, respondent argues that

al l ocations should be nade to I NC pursuant to section 482 as

foll ows:

| NC s Reported Respondent ' s
Year Revenues from LTD Al l ocati ons
1985 $582, 000 $444, 345
1986 945, 000 960, 206
1987 1, 281, 000 916, 865
1988 1, 440, 000 1, 027, 586
1989 1, 830, 000 4,217, 333

Finally, respondent contends that LTD is not entitled to the
deduction correlating to respondent's section 482 allocation to

I NC.
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We first exam ne whether INCis a controlled taxpayer within
t he nmeani ng of section 1.482-1(a)(4), Income Tax Regs. [INC was a
whol | y owned subsidiary of LTD, directly, during the taxable
years ended June 30, 1985 and 1986, and indirectly, through the
insertion of a holding conpany, Hol di ngs, during the subsequent
t axabl e years in issue. Consequently, we conclude that LTD
controlled INC within the neaning of section 1.482-1(a)(3),
| nconme Tax Regs., and that INCis a controlled taxpayer within
t he nmeani ng of section 1.482-1(a)(4), Incone Tax Regs.

Addi tionally, because the sane interests that owm LTD al so own
| NC, we conclude that LTD and I NC constitute a "group of
controll ed taxpayers” within the nmeani ng of section 1.482-
1(a)(5), Incone Tax Regs.

We turn next to whether INC provides the required services
pursuant to section 1.482-2(b)(1), Inconme Tax Regs. | NC provides
admnistrative services to LTD. |INC handles the daily operations
of LTD s pool ed investnents programand its funds, perforns
research and bookkeepi ng, and produces the nonthly client
statenents. |INC and LTD are each nenbers of a group of
controlled entities. Consequently, INC provides adm nistrative
or other services for the benefit of another nenber of the group
of controlled entities within the neaning of section 1.482-

2(b) (1), Incone Tax Regs. 3

31

We have previously noted that "sec. 1.482-2(b)(1), Incone
Tax Regs., applies to a group of controlled "entities' while sec.
(continued. . .)
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We turn next to whether I NC passes the benefit test of
section 1.482-2(b)(2)(i), Income Tax Regs. The regqgul ations
provide that allocations may be made to reflect armis | ength
charges "with respect to services perforned by one nenber of the
group exclusively for the benefit of another nenber of the
group." Sec. 1.482-2(b)(2)(i), Incone Tax Regs. |INC rendered
services exclusively for the benefit of LTD, which constituted,
in actuality, rendering services to LTD s clients. The benefits
to LTD were not so indirect or renote that unrelated parties
woul d not have charged for such services. 1d. LTD paid INC an
annual fee for the services that INC rendered for LTD s benefit.
Accordingly, we hold that I NC passes the benefit test of section
1.482-2(b)(2) (i), Incone Tax Regs.

We nust next ascertain whether the services are an integral
part of the business activity of either the entity rendering the
services (renderer) or the entity receiving them (recipient)
pursuant to section 1.482-2(b)(3), Inconme Tax Regs., in order to
decide which regine to apply in determning INCs arnms |ength
charge for its services. In their briefs, the parties did not

apply the two tests of section 1.482-2(b)(7)(ii), Inconme Tax

31(...continued)

1.482-1(b)(1), Income Tax Regs., describing the scope and purpose
of sec. 482, refers to a group of controlled 'taxpayers.' W
believe that the difference in | anguage is insignificant." Haag
v. Comm ssioner, 88 T.C 604, 622 n.13 (1987), affd. w thout
publ i shed opinion 855 F.2d 855 (8th Cir. 1988). LTD and INC are
thus both "controlled entities" and "controll ed taxpayers"”, and

i ncone may properly be allocated to INCto reflect armis length
deal i ng pursuant to sec. 482.
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Regs. As to the 25-percent test, the cost of services of INC
attributable to its rendition of services to LTD can be
extrapol ated fromthe proportion of INC s revenues earned from
LTD to INC s total revenues. |In the taxable year ended 1985,
with gross revenues of $618, 190, INC reported $582, 000 of revenue
fromLTD, or 94.1 percent of its gross revenues fromLTD. In the
t axabl e year ended 1986, with gross revenues of $953,583, INC
reported $945, 000 of revenue fromLTD, or 99.1 percent of its
revenue fromLTD. |In the taxable year ended 1987, with gross
revenues of $1, 395,545, INC reported $1, 281, 000 of revenue from
LTD, or 91.8 percent of its gross revenues fromLTD. In the
t axabl e year ended 1988, with gross revenues of $1,532,579, INC
reported $1, 440,000 of revenue from LTD, or 94.0 percent of its
gross revenues fromLTD. |In the taxable year ended 1989, with
gross revenues of $1,909,563, INC reported $1, 830,000 of revenue
fromLTD, or 95.8 percent of its gross revenues from LTD.
Assum ng that INC s revenues attributable to its rendition of
services for the taxable year to LTD, when expressed as a
percentage of INC s gross revenues, are commensurate with the
costs of services INC provides for LTD, we conclude that | NC
meets the 25-percent floor in each taxable year ended 1985
t hrough 1989.

Once the 25-percent test is satisfied, the regul ations
provi de a second test, which is a determ nation of whether the
rendition of services to related parties is one of the principal

activities of the renderer based on a facts and circunst ances



- 214 -
test. Sec. 1.482-2(b)(7)(ii)(a), Incone Tax Regs. Factors which
may be considered in such determ nation include:

the tinme devoted to the rendition of the services *

* * [to related parties], the relative cost of the

services, the regularity with which the services are

rendered, the amount of capital investnent, the risk of

| oss invol ved, and whether the services are in the

nature of supporting services or independent of the

other activities of the renderer. * * * [1d.]

The regul ati ons do not define a "related party" for purposes
of section 1.482-2(b)(7)(ii)(a), Income Tax Regs. |INC and LTD,
however, are nenbers of a group of controlled entities within the
meani ng of section 1.482-2(b)(1), Inconme Tax Regs., and INCis a
whol | y owned subsidiary of LTD. Consequently, we believe that
I NC and LTD are "related parties” within the nmeani ng of section
1.482-2(b)(7)(ii)(a), Income Tax Regs.

In the instant cases, nearly all of INCs activities were
devoted to the rendition of services to a related party, LTD.
| NC rendered services to LTD, which constituted, in reality, the
rendering of services to LTD s clients. |INC researched the
financial institutions and interest rates for the certificate of
deposit operation. Additionally, INC regularly rendered services
to LTD. |INC performed the day-to-day functions for the
certificate of deposit operation, which included placing the
funds as directed by the clients and collecting interest and
di vidends at the proper maturity, depositing such itens into the

client’s account or LTD s accounts, and reinvesting funds if

necessary.
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The rel ative cost of the services that |INC provided to LTD
i's unknown, but, based upon the fact that greater than 90 percent
of INC s gross revenues cane fromLTD, see supra pp. 202-203, the
cost of services INC provided to LTD simlarly nust be relatively
| arge in anobunt. The exact anount of capital investnent nmade by
INC with regard to rendering services to LTD i s unknown. |NC
di d, however, establish an office in San Antonio to performits
duties. INC s tax returns for the years in issue show that |INC
purchased an office copier, conputer equi pnent and software, and
of fice equipnment and furniture. In sum INC s capital investnent
with regard to rendering services to LTD appears to have been
relatively large in anmount.

The risk of loss involved in the rendition of services by
INC to LTD appears to have been relatively low After the end of
each of the taxable years ended June 30, 1985, 1986, and 1987,
INC finalized with LTD the total anmount of paynents to be paid by
LTD to I NC for services rendered during the precedi ng taxable
year. |INC had a relatively lowrisk of loss in the rendition of
services to LTD

The services that INC rendered to LTD were in the nature of
supporting services. |INC provided adm nistrative services that
supported LTD s investnent managenent business. INC s rendition
of services did not constitute a manufacturing, production,
extraction, or construction activity. The regulations anal yze

the type of services rendered--i.e., whether or not they are
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supporting services--to determ ne whet her the 25-percent test
applies. Sec. 1.482-2(b)(7)(v), Exanple (8), Incone Tax Regs.
We find that the services that INC rendered were in the nature of
supporting services for purposes of section 1.482-2(b)(7)(ii),
| ncome Tax Regs.

The factor of whether the services that INC rendered to LTD
wer e i ndependent of the other activities of INCis not applicable
to the instant case. |INC perforned very few, if any, "other"
activities that were not for LTD. Consequently, the services
that INC rendered to LTD cannot be viewed as "i ndependent" of the
"other activities" of INC because INC had few "other activities".
Accordingly, we believe that the factor of "independent" services
is not relevant to the instant cases.

Based on the foregoing, we conclude that, pursuant to the
facts and circunstances test, INC renders services to a related
party as one of its principal activities wthin the nmeaning of
section 1.482-2(b)(7)(ii1)(a), Incone Tax Regs. Consequently, we
hold that the services are an integral part of the business
activity of INC within the neaning of section 1.482-2(b)(7),
| ncone Tax Regs. Because services are an integral part of INC s
busi ness activity, an arm s-length charge for INC s services
rendered to LTD i s "the anmpbunt which was charged or woul d have
been charged for the sanme or simlar services in independent
transactions with or between unrel ated parties under simlar
circunstances considering all relevant facts.”™ Sec. 1.482-

2(b)(3), Incone Tax Regs.
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I n deci di ng whether the Conm ssioner's determnation is
reasonabl e, courts focus on the reasonabl eness of the result and

not on the details of the nethodol ogy used. Bausch & Lonb, Inc.

v. Comm ssioner, 92 T.C 525 (1989); see also Eli Lilly & Co. v.

United States, 178 Ct. O . at 676, 372 F.2d at 997. In the

i nstant cases, we hold that respondent’'s determ nations are

unr easonabl e because of the |ack of reasonabl eness in the
results. That is, we conclude that (1) as to INC s taxable years
ended June 30, 1985 and 1986, the allocation of the sumof three
bank accounts as inconme to INCis arbitrary, and (2) as to INC s
t axabl e years ended June 30, 1987, 1988, and 1989, the allocation
of the remai ning anount of LTD s net inconme to I NC (thereby
effecting an allocation, when added to the anount of service fees
already paid by LTDto INC, of all of LTD s net incone to INC) is

arbitrary. See Achiro v. Comm ssioner, 77 T.C. at 990. W reach

this concl usi on because respondent, in the notices of deficiency,
failed to trace which activities of INC earned what revenue and
failed to distinguish incone earned by LTD fromincone earned by
| NC.

Nonet hel ess, once petitioners prove that the deficiencies
set forth in the notice of deficiency are arbitrary, capricious,
or unreasonable, they still have the burden of proving that their
own allocation satisfies the arms length standard. |If they fai
to carry the latter burden, the court nust determ ne the proper

allocation of itens based upon the record. See Eli Lilly & Co.
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V. Conm ssioner, 856 F.2d at 860; Sundstrand Corp. V.

Conmi ssioner, 96 T.C. at 354.

Petitioners argue that, in the instant case, arm s-|length
charges are: (1) The anpunts charged by INCto LTD, (2) the
anounts charged by United States Trust to LTD, or (3) the anmounts
petitioners' expert has concluded woul d have been charged for
simlar services under simlar circunstances. Respondent argues
that arms-length charges are: (1) The anounts charged by LTD to
its clients, or (2) LTD s net revenues, determ ned by
respondent's experts to approxi mate what woul d have been charged
for simlar services under simlar circunstances.

In the instant cases, we conclude that the amounts which
were charged in independent transactions for the sanme services
are arms length charges. The record in the instant cases
provides arm s |l ength charges for the services in issue because
LTD charged its unrelated clients for the services LTD paid I NC
to perform32 Both parties’ experts provided their opinions as
to an arm s-length charge. W, however, conclude that such
estimates are not useful in light of the facts and circunstances
of the instant cases. Additionally, we conclude that the anounts
charged by INC to LTD are not, by definition, arm s-1length

charges because they do not derive fromindependent transactions

32

W note that the record reveals instances in which LTD dealt
with "related" or favored clients who were charged | ower or no
fees. For unrelated clients, however, LTD charged a standard
amount for the transactions it effectuated.
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bet ween unrel ated parties. Finally, we conclude that the anmounts
charged by United States Trust are not useful because they derive
fromyears prior to those in issue and do not address, by
definition, the pooled investnments and funds LTD arranged for its
clients.

The services in issue were marketed by LTD to the public.
LTD, however, did not actually performthe services but instead
paid INCto performthem In other words, the services
"rendered"” by LTD were the same services INC perfornmed for LTD s
clients on behalf of LTD. Consequently, because the fees that
LTD charged its unrelated clients were an "anount whi ch was
charged or woul d have been charged for the sanme or simlar
services in independent transactions with or between unrel ated
parties under simlar circunstances considering all relevant
factors”, we conclude that such fees represent an arm s-length
charge within the neani ng of section 1.482-2(b)(3), Incone Tax
Regs.

We turn now to our calculation of the armis | ength charges
for the services that LTD paid INC to perform The parties did
not specifically brief what services were to be considered in the
section 482 allocation. In deciding INCs true taxable incone
fromservice fees, we limt our exam nation and holding to the
sane investnent products that we have di scussed, supra pp. 29-56,
with regard to LTD s i ncone and expenses. W note that, in such

di scussion, the "Direct Costs" for each category of incone did
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not include LTD s paynent of service fees to INC. Consequently,
we hel d, supra pp. 206-207, that respondent’s allocation of the
remai ni ng anount of LTD s net incone to INC (thereby effecting an
all ocation, when added to the anount of service fees already paid
by LTD to INC, of all of LTD s net inconme to INC) is arbitrary.

Because we use the fees that LTD charged its unrel ated
clients as the armis length charge for INC s services, we
calculate INCs arms length charge in the sanme manner as LTD
calculated its service charges to its clients; to wit: we
multiply the net value of assets placed with LTD by a percent age
factor, dependi ng upon the category of investnment. As to the
total amounts of client assets placed with LTD, we use the
figures in respondent's expert report, which are rounded from
figures in the audited annual reports of LTD and its subsidiaries
for 1985 through 1989. As to the percentage factors, which for
sone products include an initial placenent cost and an asset
managenent fee, we use the figures in the discretionary
aut hori zations or the Deloitte workpapers.

LTD paid INC to handle LTD s certificates of deposit and
pool ed i nvest nents operation, cash and investnent funds, and
Treasury bill transactions. LTD charged its clients 0.50 percent
of the net assets placed with LTD in the certificate of deposit
operation, cash and investnent funds, or Treasury bil
transactions. Accordingly, the armis length charge for INC s
services for such operations is the anobunt of net assets received

fromclients tinmes 0.50 percent.
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LTD paid INC to maintain investnments placed in the Currency
Fund. LTD charged its clients a 3-percent placenent cost plus an
annual nmanagenent fee, starting with the second year, of 1.00
percent of the value of the assets under managenent.

Accordingly, the armis length charge for INC s services for that
operation is the anount of clients’ newy placed net assets tines
3 percent plus the anpbunt of clients’ already placed net assets
times 1. 00 percent.

LTD paid INC to maintain investnents placed in the FEIM
Fund. LTD charged its clients a placenent cost based on a
sliding scale of 4.00 percent to 0.25 percent, dependi ng upon the
anmount of the investnment. LTD also charged an annual managenent
fee, starting with the second year, of 1.00 percent of the val ue
of the assets under managenent. Petitioners did not present
evi dence on and the record does not reveal the precise anmounts of
clients’ funds at each |evel of the graduated placenent costs.
Consequently, we are unable to calculate LTD s FEI M Fund
commi ssion on a sliding scale. W note that Deloitte used in its
audit a figure of 3.00 percent, and we apply that anount in the
instant case. Accordingly, the armis length charge for INC s
services for that operation is the anount of clients’ newy
pl aced net assets tinmes 3.00 percent plus the anmount of clients’
al ready pl aced net assets tines 1.00 percent.

LTD paid INC to maintain investnents placed in the Inversat
Fund. LTD charged its clients a placenent cost based on a

sliding scale of 3.50 percent to 0.25 percent, dependi ng upon the
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anount of the investnent. LTD also charged an annual managenent
fee, starting with the second year, of 1.00 percent of the val ue
of the assets under managenent. Petitioners did not present
evi dence on and the record does not reveal the precise anmounts of
clients’ funds at each |evel of the graduated placenent costs.
Consequently, we are unable to calculate LTD s | nversat Fund
comm ssion on a sliding scale. W note that Deloitte used in its
audit a figure of 3.00 percent, and we apply that anount in the
i nstant case. Accordingly, the armis length charge for INC s
services for such operation is the anount of clients’ newy
pl aced net assets tinmes 3.00 percent plus the amount of clients’
al ready pl aced net assets tines 1.00 percent.

LTD paid INC to maintain investnents placed in the Matric
Fund. LTD charged its client, Matric Corp., a consulting fee of
$47,500 to maintain the Matric Fund. Accordingly, the arms
l ength charge for INC s services for that operation is $47, 500.

LTD paid INC to maintain investnents placed in TVA. LTD
charged its client, TVA Inc., an admnistration fee of $5, 000
per nmonth. Accordingly, the armis Iength charge for INC s
services for that operation is $5,000 per nonth.

LTD paid INC to effect currency transactions. The anount
that LTD earned is the anmount that LTD charged its clients. Sonme
of LTD s incone, however, was generated by LTD s Guadal aj ara
office and not by INC. Consequently, INCwll not be allocated

that inconme. Accordingly, the armis |length charge for INC s
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services for those operations is the anount of LTD s revenues
m nus the anobunts earned by the Quadal ajara office.*

LTD paid INC to perform services for other funds,
operations, and transactions. The anount that LTD earned is the
anount that LTD charged its clients. Accordingly, the arms
| ength charge for INC s services for such operations is the
anount of LTD s revenues.

We calculate the armis I ength charges for INC s services as

fol |l ows:
TYE June 30, 1985
Certificates of deposit 70,175,000 x 0.50% $350, 875
Cash & investnent funds 10, 274,000 x 0. 50% 51, 370
Treasury bills 1,482,000 x 0.50% 7,410
Currency transactions LTD s revenues= 531, 003
Currency swaps LTD s revenues= 54, 386
Tot al 995, 044
TYE June 30, 1986
Certificates of deposit 100, 180, 000 x 0.50% 500, 900
Cash & investnent funds 19, 199, 000 x 0. 50% 95, 995
Treasury bills 3,355,000 x 0.50% 16, 775

33

For LTD s taxable year ended June 30, 1987, its revenues
fromcurrency transactions total ed $434, 867, of which $11, 361 was
earned by the Guadal ajara office. Accordingly, we calcul ate
INC s armis length charge for the services that it rendered as
$423, 506.

For LTD s taxabl e year ended June 30, 1988, its revenues
fromcurrency transactions total ed $232,426, of which $16, 426 was
earned by the Guadal ajara office. Accordingly, we calculate
INC s armis length charge for the services that it rendered as
$216, 000.
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Currency fund conm ssions

Pl acement cost 4,090,000 x 3.00%
FEI M fund conmi ssi ons
Pl acement cost 5,872,000 x 3.00%
Currency transactions LTD s revenues=
Client incorporation and
trust creation fees LTD s revenues=
Tot al

TYE June 30, 1987

Certificates of deposit 106, 468, 000 x 0. 50%
Cash & investnent funds 17,284,000 x 0. 50%
Treasury bills 1,887,000 x 0.50%
Currency fund conm ssions

Pl acenent cost 8, 608, 000 x 3. 00%

Managenent fee 4,090, 000 x 1.00%
FEI M fund conm ssi ons

Pl acenent cost 2,152,000 x 3.00%

Managenent fee 5,872,000 x 1.00%
| nversat fund conmm ssi ons

Pl acenent cost 2,780,000 x 3.00%
TVA admi nistration fees LTD s revenues=
Currency transactions incone LTD s revenues=
Client incorporation and

trust creation fees LTD s revenues=
Letters of credit fees LTD s revenues=

Tot al

TYE June 30, 1988

Certificates of deposit 152,671,000 x 0.50%
Cash & i nvestnent funds 99, 590, 000 x 0. 50%

Currency fund conm ssions

122, 700

176, 160

745, 001

169, 263

1, 826, 794

532, 340
86, 420
9, 435

258, 240
40, 900

64, 560
58, 720

83, 400
15, 000
423, 506

363, 014

6, 866

1,942, 401

763, 355
497, 950



Pl acenent cost
Managenent fee

FEI M f und conmmi ssi ons
Pl acenent cost

Managenent fee

| nversat fund comm ssi ons
Pl acenent cost

Managenent fee
Wre and check fees
Currency transactions incone

Client incorporation and
trust creation fees

TVA adm ni stration fees
&l d and silver fees

Letters of credit fees

Certificates of deposit
and term deposits

Cash & i nvestnent funds

Currency fund conm ssions
Pl acenment cost

Managenent fee

FEI M f und conmmi ssi ons
Pl acenent cost

Managenent fee

| nversat fund comm ssi ons
Pl acenent cost

Managenent fee

Matric fund comm ssi ons

225 -
0 x

11, 404, 000 x

0 x
6, 400, 000 x

0 x

3.

1

3.

1

3.

00%

00%

00%

00%

00%

2,729,000 x 1.00%

LTD s revenues=

LTD s revenues=

LTD s revenues=

LTD s revenues=

LTD s revenues=

LTD s revenues=

Tot al
1989
111, 268, 000 x
110, 966, 000 x

0 x
4,927,000 x

1,278,000 x
6, 400, 000 x

0 x

3.

. 50%

. 50%

. 00%

. 00%

. 00%

. 00%

00%

2,729,000 x 1.00%

LTD s revenues=

-0 -

114, 040

27,290
13, 274

216, 000

290, 518
60, 000
14, 110
91, 556

2,152, 093

556, 340

554, 830

-0 -
49, 270

38, 340
64, 000

27,290
47, 500
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Wre and check fees LTD s revenues= 26, 360
Client incorporation and

trust creation fees LTD s revenues= 404, 286

TVA adm ni stration fees LTD s revenues= 60, 000

ol d and silver fees LTD s revenues= 60, 112

Letters of credit fees LTD s revenues= 53, 047

Tot al 1,941, 375

As LTD paid service fees to INC during the years in issue, the
anmount of incone to be allocated to INCis the difference between
(1) the arm s-length charges cal cul ated supra and (2) the anmounts
of service fees already paid. Accordingly, we hold that incone
is to be allocated to INC fromLTD pursuant to section 482 for

| NC s taxabl e years ended June 30, 1985 through 1989.

Once a primary adjustnent is made to INC s incone, the
district director is required to nmake a correl ative adjustnent to
the incone of LTD pursuant to section 1.482-1(d)(2), Incone Tax
Regs. The parties have briefed the i ssue of whether LTD is
entitled to such correl ative adjustnent. 3

The primary adjustnment to INC s inconme is not considered to
have been made until the occurrence of the first of any of the
five events set forth in section 1.482-1(d)(2), Incone Tax Regs.

The event relevant to the instant case is a final determ nation

34

As we have stated supra note 3, LTD s deficiencies in incone
tax for its taxable years ended June 30, 1985 and 1986, are not
at issue in the instant case. Accordingly, we decide whether LTD
is entitled to a correlative adjustnment for each of its taxable
years ended June 30, 1987, 1988, and 1989.
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of tax liability by court action. A correlative adjustnent is
not required to be nmade until a primary adjustnent is nade. Sec.
1.482-1(d)(2), Income Tax Regs. As the primary adjustnent is not
considered to have been nmade until a final determ nation of tax
l[iability by court action, a correlative adjustnent is al so not
required to be made until that time. Accordingly, as a final
determ nation of tax liability by court action will not occur
until after the issuance of this opinion, the correlative
adjustnment is not required to be nmade until after issuance of
this opinion. The record, however, contains all facts necessary
to decide, at this point, whether LTDis entitled to a
correl ative adj ustnent.

Petitioners contend that "As a matter of law, if not sinple
| ogic, should the * * * [Tax] Court reall ocate any anount of
LTD s inconme to INC, then LTD s taxable incone should be reduced
in equal amount." Petitioners cite the correlative adjustnent
provi sions of section 1.482-1(d)(2), Income Tax Regs., as support
for the treatnment of any section 482 allocation of inconme to INC
as a deduction to LTD. Petitioners note that denying the
deduction of the section 482 correl ative adjustnent to LTD
results in taxing the same dollar twce: once in the hands of
LTD and once in the hands of | NC

Respondent agrees that LTD would ordinarily be entitled to a
correl ative adjustnent equal to the primary adjustnent to | NC
Respondent notes, however, that deductions are a matter of

| egislative grace and not a matter of right. d adstone Co. V.
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Comm ssioner, 35 B.T.A 764, 768 (1937). Respondent contends
that section 882(c)(2) protects respondent from having to perform
t he al nost inpossible task of properly apportioning and

al l ocati ng deductions for an uncooperative foreign taxpayer.

In the instant cases, at this tine, there exist two paths
for deciding whether LTDis entitled to a correl ative adj ustnment,
but pursuant to either one, the result is the sanme: LTD is not
entitled to a correlative adjustnent to its inconme. Follow ng
the first path, if LTD does not file a U S. incone tax return by
the tinme the primary adjustnment is made, LTD will fall out of the
section 482 regine entirely and will therefore be ineligible to
receive a correlative adjustnent to its incone.

A correlative adjustnment is made to the incone of a taxpayer
only if such adjustnment would have an effect on the U S. incone
tax liability of the taxpayer for any pending taxable year. Sec.
1.482-1(d)(2), Income Tax Regs. A "pending taxable year" is "any
taxabl e year with respect to which the United States incone tax
return of the other nmenber has been filed by the tinme the
allocation [the primary adjustnent] is made, and with respect to
which a credit or refund is not barred by the operation of any
law or rule of law" 1d. |If LTD fails to file a U. S. incone tax
return by the tine the primary adjustnment is made, LTD will have
no "pendi ng taxable year”™ within the neaning of section 1.482-
1(d)(2), Incone Tax Regs., and will therefore be ineligible for a

correlative adjustnent to its incone.
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Foll owi ng the second path, if LTD files a U S. incone tax
return by the tine the primary adjustnment is made, LTD will be
precluded fromtaking its correlative adjustnent, which would be
in the formof a section 882(c)(1)(A) deduction. The formof a
section 482 allocation, including the character and source of
anounts all ocated, follows the substance of the particul ar
transaction that results in the avoi dance of taxes or the failure
to reflect income clearly. Sec. 1.482-1(d)(1), Incone Tax Regs.
Appropriate adjustnments may include, inter alia, an increase or
decrease in gross incone, or an increase or decrease in
deductions. |d.

In the instant case, the substance of the particular
transaction that results in the avoi dance of taxes was an
under paynment by LTD to INC of fees for the perfornmance of
personal services. The formof the section 482 allocations to
I NC and LTD foll ows the substance of such transaction and
therefore consists of additional conpensation for services for
I NC and additional conpensation expenses for LTD. Accordingly,
the character and source of the amobunts allocated are: For | NC,
personal services inconme fromsources within the United States
includable in INC s gross incone pursuant to section 61(a)(2),
and, for LTD, additional conpensation expenses includable in
LTD s trade or busi ness deductions pursuant to section
882(c)(1)(A). The formof the correlative adjustnent to LTD s

incone is, therefore, an increase in the anount LTD is entitled
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to deduct pursuant to section 882(c). Pursuant to Bl enhei m Co.

v. Conmm ssioner, 125 F.2d 906 (4th Cr. 1942), and Georday

Enters., Ltd. v. Conmm ssioner, 126 F.2d 384 (4th G r. 1942),

di scussed supra pp. 185-188, however, we hold that LTD is
precluded fromreceiving the benefits of any deductions it m ght
have otherw se been entitled to claimhad it filed a tinely,
true, and accurate return pursuant to section 882(c)(2). In the
instant case, the correlative adjustnment to LTD s incone is in
the formof a deduction pursuant to section 882(c)(1)(A).
Accordingly, LTDwill not be entitled to a correl ative adj ust nent
to its incone.

We have previously addressed the issue of double taxation
with regard to a section 482 correlative adjustnent. 1In Collins

Electrical Co. v. Comm ssioner, 67 T.C 911 (1977), we nmade a

primary adjustnent against the taxpayer w thout addressing the
i ssue whether the related party, not a party to the action then
before us, would ultimately receive its correl ative adjustnent.
We cautioned, however:

We do not intend our holding on this issue to be read to
sanction a double tax on the same incone--a tax as a result
of the primary adjustnent w thout an acconpanyi ng
correlative adjustnment. Section 482 indeed contenpl ates

t hat when the Comm ssioner allocates incone to one comonly
controll ed organi zation he will make a correlative
adjustnent in the incone of the other. * * * [1d. at 922-
923; fn. ref. omtted; citations omtted.]

In Collins Electrical Co. and the cases cited therein, however,

we were not confronted with the additional factor of a foreign

corporation’s failure to file an incone tax return.
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Where, as in the instant case, a foreign corporation fails
to file an incone tax return, the interplay of section 882(c)(2)
and section 482 requires the denial of a correlative adjustnent,
if such correlative adjustnent is in the formof deductions the
t axpayer m ght have otherw se been entitled to claimhad it filed
atinely, true, and accurate return. W note that allow ng LTD
in the instant case to deduct its section 482 correl ative
adj ust rent woul d produce an anonal ous result with regard to LTD s
section 882(c)(1)(A) deductions: The additional conpensation
expenses allocated to LTD pursuant to section 482 woul d be
al | oned but the conpensation expenses already paid by LTD to I NC
and the other business expenses (e.g., conmm ssions to pronoters,
etc.) would be disallowed pursuant to section 882(c)(2). As we
have di scussed, supra pp. 185-188, LTD filed no return at all and
therefore failed to conply with the express requirenent of
section 1.882-4(b)(1), Inconme Tax Regs. Consequently, we uphold
respondent’ s di sall owance of the deduction for LTD s correl ative
adj ustnment that LTD m ght have otherw se been entitled to claim
had it filed a tinely, true, and accurate return pursuant to
section 882(c)(2).

F. Remai ni ng | ssues

1. Positions of the Parties

Petitioners make no argunent on brief concerning the
remai ni ng i ssues set forth belowin this paragraph F

Consequently, we consider such issues to have been conceded.
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Rybak v. Commi ssioner, 91 T.C. at 566. Accordingly, we decide

the i ssues set forth bel ow

2. | ssues Wth Respect to LTD

a. We hold that LTDis liable for the branch profits
tax inmposed pursuant to section 884 for its taxable years ended
1988 and 1989; *

b. we hold that LTD is liable for the environnental
tax i nposed pursuant to section 59A

3. | ssues Wth Respect to I NC

a. We hold that INCis not entitled to deductions
clainmed for legal and audit expenses for its taxable year ended
1986;

b. we hold that the net operating |oss deduction
cl aimed by I NC should not be increased for its taxable year ended
1985 and shoul d not be decreased for the taxable year ended 1986;

c. we hold that the investnent credit clainmed by I NC
shoul d not be increased for its taxable year ended 1985 and
shoul d not be decreased for its taxable year ended 1986.

4. | ssues Wth Respect to Hol di ngs

a. We hold that Holdings is not entitled to deductions

clainmed for legal and audit fees for its taxable year ended 1987,

35

Petitioners state that the branch profits tax is "to a |arge
extent, a conputational issue which will depend on whether LTD
was engaged in a U S. trade or business and to what extent, if
any, its incone was effectively connected to such a business.™
Petitioners make no argunent concerning the issue, and we
consider it to have been conceded. Rybak v. Conm ssioner, 91
T.C. 524, 566 (1988).
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b. we hold that Holdings is not entitled to clained
deductions for professional and legal fees for its taxable years
ended 1988 and 1989;

c. we hold that Holdings is not entitled to deductions
clainmed for enployee training and recruiting for its taxable year
ended 1989;

d. we hold that Holdings is liable for the
environmental tax pursuant to section 59A

G Additions to Tax

Respondent determ ned in notices of deficiency that
petitioners are liable for (1) the additions to tax inposed by
section 6651(a)(1l) for failure to file tinely incone or
wi thholding tax returns, (2) the additions to tax inposed by
section 6653(a) for negligence or disregard of rules or
regul ations, (3) the additions to tax inposed by section 6655(a)
for failure to pay estimated tax, (4) the additions to tax
i nposed by section 6656(a) for failure to make tinely deposits of
taxes, and (5) the additions to tax inposed by section 6661(a)
for substantial understatenent of incone tax. W shall exam ne
the additions to tax separately.

1. Section 6651(a)(1)

Section 6651(a)(1l) inposes an addition to tax for failure to
file tinmely a tax return unless it is shown that such failure is
due to reasonable cause and not willful neglect. A taxpayer can
establ i sh reasonabl e cause by show ng that, despite the exercise

of ordinary business care and prudence, the taxpayer was unabl e
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to file the required tax return within the prescribed tine.

United States v. Boyle, 469 U S. 241, 246 (1985); Crocker v.

Conmm ssioner, 92 T.C. 899, 913 (1989); sec. 301.6651-1(c) (1),

Proced. & Adm n. Regs. Alternatively, a taxpayer can establish
reasonabl e cause by showi ng reasonable reliance on an
accountant's or attorney's advice that filing a return was not
necessary, even when such advice turned out to have been

m staken. United States v. Boyle, supra at 250. WIIful neglect

has been defined as a conscious, intentional failure or reckless
indifference to tinely filing a return. 1d. The questions of
whet her petitioners have acted with "reasonabl e cause" and not

"W llful neglect" are questions of fact, and petitioners have the

burden of proof. Rule 142(a); Lee v. Conm ssioner, 227 F.2d 181,

184 (5th Cr. 1955), affg. a Menorandum Opi nion of this Court.

It is undisputed that (1) LTD did not file corporate inconme
tax returns for taxable years ended June 30, 1987 through 1989,
(2) LTD did not file withholding tax returns for cal endar years
1984 through 1989, and (3) INC did not file w thholding tax
returns for cal endar years 1987 through 1989. W have hel d that
LTD is liable for corporate inconme tax for taxable years ended
June 30, 1987 through 1989, that LTD is liable as a w thhol ding
agent for withholding tax on the dividend it paid to its
sharehol ders in cal endar years 1985 and 1986, and that INC is not
liable as a withhol ding agent for w thhol ding tax. Consequently,
we nust deci de whether LTD s failure to file corporate incone tax

returns for taxable years ended June 30, 1987 through 1989 and
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LTD s failure to file withholding tax returns for cal endar years
1985 and 1986 were due to reasonabl e cause and not due to willful
negl ect .
Petitioners seek to establish reasonabl e cause by show ng
their reliance on the opinion of their tax counsel. Petitioners

cite Haywood Lunber & Mning Co. v. Conm ssioner, 178 F.2d 769,

771 (2d Gr. 1950), nodifying 12 T.C. 735 (1949) in which the
court stated that "Wien a corporate taxpayer selects a conpetent
tax expert, supplies himwth all necessary information, and
requests himto prepare proper tax returns, we think the taxpayer
has done all that ordinary business care and prudence can
reasonably demand." Petitioners contend that LTD and I NC
provided full disclosure of all relevant facts to their
accountants and tax | awers, and the returns prepared by such
professionals in accordance with such facts constitute tax advice
upon which LTD and INC may, in good faith, reasonably rely and
not be subjected to additions to tax for failure to file a
return.

We conclude that petitioners have not nmet their burden of
proof. Petitioners have presented no evi dence of receiving
advice fromeither an accountant or an attorney that filing a
return was unnecessary. The record contains one letter, dated
Decenber 18, 1984, in which M. Bricker wites "in response"” to
Deloitte's questions as to whether LTD "is subject to United
States incone tax."™ M. Bricker concludes that LTD "i s not

subject to United States tax other than on any 'fixed or
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determ nabl e annual or periodical' United States source incone
that it may receive.”" 1In his letter, M. Bricker does not
address the issue of whether LTD nust file a U S. incone tax
return.

Simlarly, Deloitte's workpapers do not address the issue of
whet her LTD nust file a U S. incone tax return. Inits
wor kpapers for taxable years ended June 30, 1984, 1985, 1986,
1987, and 1989,°% Deloitte refers to section 8 of petitioners
permanent file to support its conclusion that petitioners have no
US tax liability. That section of the permanent file contained
M. Bricker's letter to Deloitte dated Decenber 18, 1984, and a
Deloitte internal nenorandum dated August 28, 1985, fromR V.
Val dez to Fl oyde W Burnside, Jr., and Aen |I. Robinson. R V.
Valdez wites that Deloitte's tax analysis of LTD in the 1984 and
1985 financial statenments is "appropriate"” based on a di scussion
wi th Burnside and Robi nson and Val dez's own analysis. Deloitte's
financial statenents for petitioners conclude that LTD "is not
subject to U.S. federal or state taxes on incone as it has no
offices in the United States, no U. S. source income, and no
incone effectively connected with the conduct of a U S. trade or
busi ness. "

We are not persuaded that petitioners relied upon Deloitte

for advice as to whether to file a U.S. incone tax return. VE .

36

The workpapers for the audit of the taxable year ended June
30, 1988, do not nention the tax obligations of LTD.
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Bricker was secretary and tax counsel of LTD, and he provided
| egal advice to petitioners. Deloitte itself sought M.
Bricker's opinion on the issue of whether LTD is subject to U S
incone tax. Petitioners do not contend that, inplicit in the
advice of their attorney concluding that LTD was not engaged in a
U. S. trade or business, there was the additional counsel that
filing an income tax return was unnecessary. M. Bricker's
letter to Deloitte, in fact, states that LTDis still subject to
tax on any "fixed or determ nable annual or periodical" U S.
source incone that it nmay receive. Petitioners have not
persuaded us that they received advice to the effect that filing
an income tax return was unnecessary. Consequently, we hold that
petitioners have not established reasonable cause and are
therefore subject to the section 6651(a)(1l) addition to tax
relating to LTD s incone tax liability for taxable years ended
June 30, 1987 through 1989, and LTD s withholding tax liability
for calendar years 1985 and 1986.

2. Sections 6653(a)(1) and 6653(a) (1) (A)

The Code inposes an addition to tax that is equal to 5
percent of the entire underpaynent if any part of it was due to
negl i gence or disregard of rules or regulations. Sec. 6653(a)(1)
(for petitioners’ taxable year ended June 30, 1985), sec.
6653(a) (1) (A (for petitioners’ taxable years ended June 30, 1986
t hrough June 30, 1988), sec. 6653(a)(1l) (for petitioners’ taxable
year ended June 30, 1989). |If the addition to tax applies, the

Code inposes a further addition to tax in an amount that is equal
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to 50 percent of the interest payable with respect to the portion
of the underpaynent that is attributable to negligence or
di sregard of rules or regulations. Sec. 6653(a)(2) (for
petitioners’ taxable year ended June 30, 1985), sec.
6653(a)(1)(B) (for petitioners’ taxable years ended June 30, 1986
t hrough June 30, 1988), sec. 6653(a)(2) (for petitioners’ taxable
year ended June 30, 1989).

Respondent's determ nation that petitioners were negligent
is presuned correct, and petitioners bear the burden of proving
that they were not negligent. Rule 142(a); Bixby v.

Comm ssioner, 58 T.C. 757, 791-92 (1972). Pursuant to section

6653(a), negligence is defined as a failure to exercise the due
care that a reasonable and ordinarily prudent person woul d

exerci se under the circunstances. Antonides v. Commi ssioner, 91

T.C. 686, 699 (1988) (citing Marcello v. Conm ssioner, 380 F.2d
499, 506 (5th Cr. 1967), affg. in part and remanding in part 43
T.C. 168 (1964)), affd. 893 F.2d 656 (4th Cir. 1990); Neely v.

Commi ssioner, 85 T.C 934, 947 (1985). A taxpayer's failure to

file atinely tax return is a prim facie case of negligence.

Emons v. Conm ssioner, 92 T.C 342, 349 (1989), affd. 898 F.2d

50 (5th Gr. 1990).
Rel iance on a return preparer, however, may relieve a
taxpayer fromthe addition to tax for negligence where the

taxpayer's reliance is reasonable. Freytag v. Conm ssioner, 89

T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th Cr. 1990), affd.

501 U. S. 868 (1991). A taxpayer, however, is not relieved from
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liability for the addition to tax for negligence nerely by
shifting the responsibility to a tax professional. Enoch v.

Comm ssi oner, 57 T.C. 781, 802-803 (1972). Reliance on an expert

is not an absolute defense but is a factor to be consi dered.

Freytag v. Comm ssioner, supra at 888. A taxpayer's reliance

nmust be in good faith and denonstrably reasonable. Ew ng v.

Commi ssioner, 91 T.C 396, 423 (1988), affd. w thout published

opi nion 940 F.2d 1534 (9th G r. 1991); Freytag v. Conm ssioner,

supra at 888-889. In such a case, a taxpayer will be entitled to
rely upon an expert's advice, even if the advice should prove to

be erroneous. Jackson v. Conm ssioner, 86 T.C 492, 539 (1986),

affd. on other issues 864 F.2d 1521 (10th G r. 1989); Brown v.

Commi ssioner, 47 T.C 399, 410 (1967), affd. 398 F.2d 832 (6th

Cr. 1968).
The ultimate responsibility for a correct return lies with
t he taxpayer, who nmust furnish the necessary information to the

agent who prepared the return. Enoch v. Conm ssioner, supra at

802. In other words, reliance upon expert advice wll not
excul pate a taxpayer who supplies the return preparer with

i nconpl ete or inaccurate information. Lester Lunber Co. V.

Comm ssi oner, 14 T.C. 255, 263 (1950).

Turning to the facts of the instant cases, we note that LTD
did not file any incone tax returns or w thholding tax returns
and that INC did not file any withholding tax returns. W have

held that LTD is liable for corporate incone tax for taxable
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years ended 1987 through 1989, that LTD is liable as a
wi t hhol di ng agent for withholding tax on the dividend it paid to
its shareholders in cal endar years 1985 and 1986, and that INC is
not liable as a w thhol ding agent for w thhol ding tax. Pursuant

to Enmmons v. Conm ssioner, supra, we hold that LTD s failure to

file timely income tax returns for taxable years ended June 30,
1987 through 1989 and LTD s failure to file w thhol ding tax
returns for cal endar years 1985 and 1986 are prima facie cases of
negligence. Petitioners have not cone forward with sufficient

evi dence; i.e., they have not "overcone" or "put in equilibriunt
such a prinma facie case. [d. at 349, and the cases cited
therein. As to LTD, petitioners did not proffer evidence tending
to meet or to rebut respondent's prima facie cases of negligence.
Consequently, we sustain respondent’'s determ nations that LTD, as
to its corporate incone tax returns for taxable years ended June
30, 1987 through 1989, and its withholding tax returns for

cal endar years 1985 and 1986, was negli gent.

As to INC s incone tax returns and Hol di ngs' incone tax
returns, petitioners contend that reliance upon experienced
advisers relieves themfromthe addition to tax for negligence.
Petitioners, however, have not provided sufficient evidence to

prove that such reliance was reasonable. Ew ng v. Conm Ssioner,

supra; Freytag v. Conm ssioner, supra. Consequently, we sustain

respondent's determ nation of section 6653 additions to tax for

I NC and Hol di ngs.
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3. Secti on 6655(a)

Section 6655(a) inposes an addition to tax for failure to
pay estimated incone tax. Petitioners bear the burden of
di sproving respondent's determ nation of an addition to tax
pursuant to section 6655(a). Rule 142(a).

As petitioners paid no estimated tax and of fered no evi dence
to explain their failure to do so, we sustain respondent's
determ nation. |d.

4, Secti on 6656(a)

Section 6656(a) inposes an addition to tax for failure to
deposit tinely a tax in a Governnent depositary. The addition to
tax is equal to 10 percent of the underpaynent.3 The addition
to tax does not apply if the failure to deposit tinely is due to
reasonabl e cause and not to wllful neglect. Sec. 6656(a).

As wth the section 6651(a)(1) additions to tax, petitioners
seek to establish reasonabl e cause by showing their reliance on
the opinion of their tax adviser and accountants. W apply the
standard for "reasonabl e cause"” in section 6651(a)(1l) to section
6656(a). W have held that LTD is liable for corporate incone
tax for taxable years ended June 30, 1987 through 1989, that LTD

is liable as a withholding agent for w thholding tax on the

37

Sec. 8001(a) of the Omibus Budget Reconciliation Act of
1986, Pub. L. 99-509, 100 Stat. 1951, sets the amount of such
addition to tax at 10 percent of the anount of the underpaynent,
effective for amounts assessed after COct. 21, 1986, the date of
t he enact nent of the anendnent.
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dividend it paid to its sharehol ders in cal endar years 1985 and
1986, and that INCis not liable as a w thhol di ng agent for
wi t hhol ding tax. Applying the sane reasoning as we applied,
supra pp. 223-226, for section 6651(a)(1l), we concl ude that
petitioners have not nmet their burden of proof as to their incone
tax liability for taxable years ended June 30, 1987 through 1989,
and as to their withholding tax liability for cal endar years 1985
and 1986. Petitioners have presented no evi dence of receiving
advice fromeither an accountant or an attorney that depositing
tinely a tax in a Governnent depositary was unnecessary. M.
Bricker’s letter "in response” to Deloitte’s questions as to
whet her LTD "is subject to United States incone tax" does not
address the issue of whether LTD nust deposit tinely a tax in a
Gover nment depositary.

We are not persuaded that petitioners relied upon Deloitte
for advice as to whether to deposit tinely a tax in a Governnent
depositary. M. Bricker was secretary and tax counsel of LTD,
and he provided | egal advice to petitioners. Deloitte itself
sought M. Bricker’s opinion on the issue of whether LTD is
subject to U S. incone tax. Petitioners do not contend that,
inplicit in the advice of their attorney concluding that LTD was
not engaged in a U S. trade or business, there was the additional
counsel that depositing tinely a tax in a Governnent depositary
was unnecessary. M. Bricker's letter to Deloitte, in fact,

states that LTD is subject to tax on any "fixed or determ nable
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annual or periodical" U S. source incone that it may receive.
Petitioners have presented no evidence of receiving advice that
depositing tinely a tax in a Governnent depositary was
unnecessary. Consequently, we hold that petitioners have not
establ i shed reasonabl e cause and are therefore subject to the
section 6656(a) additions to tax relating to LTD s i ncone tax
liability for taxable years ended June 30, 1987 through 1989, and
LTD s withholding tax liability for cal endar years 1985 and 1986.

5. Section 6661(a)

Section 6661(a) inposes an addition to tax on a substanti al
under statenent of incone tax. For corporations, an
understatenent is substantial where it exceeds the greater of 10
percent of the tax required to be shown on the return or $10, 000.
Sec. 6661(b)(1)(A) and (B). The section 6661 addition to tax is
not applicable, however, if there was substantial authority for
the taxpayer's treatnent of the itens in issue or if relevant
facts relating to the tax treatnment were disclosed on the return.
Sec. 6661(b)(2)(B)(i) and (ii). Petitioners bear the burden of
di sproving respondent's determ nation of an addition to tax
pursuant to section 6661. Rule 142(a).

Petitioners have not presented any authority to support
their treatnment of the itens at issue other than the cases that
we have di stingui shed, supra pp. 85-92. There was no disclosure
of the relevant facts on a return. Consequently, we sustain

respondent’'s determi nation of an addition to tax pursuant to
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section 6661. Antonides v. Conmissioner, 91 T.C. at 700-704.

Al'l other argunments made by petitioners have been consi dered
and found to be without nerit.
To reflect the above,

Decisions will be entered

under Rul e 155.




