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CHAIR’S MESSAGE

At the Section’s Annual Meeting in San Antonio on June 25, I assumed the role of Chair of the Section. In addition, the follow-
ing fine individuals were unanimously elected as officers of the Section:

Position Name

Chair-Elect William P. Bowers
Secretary Gene Wolf
Treasurer Kevin J. Thomason

I look forward to working with them, along with our Council and our Committee Chairs and Vice Chairs, to serve you in the
upcoming year.

Before describing our goals for the year, however, I should mention that the Section approved a major bylaws change at the
Annual Meeting. We revised the bylaws to fundamentally alter the way we elect our officers and Council members. These bylaws
changes were in response to several floor nominations at our Annual Meeting in June 2003. The new bylaws procedures provide a
more orderly method for nominating and electing our Council and officers. The new bylaws are included in this issue of the Texas
Tax Lawyer.

Under the new nominating procedures, a Nominating Committee will select candidates for the offices of Secretary, Treasurer
and Chair-Elect and three Council members for the succeeding year. Any Section member may recommend candidates to the Nom-
inating Committee. Thereafter, each candidate must submit a candidate questionnaire, a copy of which is included herein. Based
on these candidate questionnaires and such other information as they deem appropriate, the Nominating Committee shall report its
nominations to the Council. Thereafter, the Council at its last meeting preceding the Annual Meeting will elect the new officers and
Council members from those nominations. This year’s Nominating Committee consists of the Chair (as an ex-officio member) and
three past Chairs: Cindy Ohlenforst, Robert Gibson and Willie Hornberger.

I encourage you to submit nominations and candidate questionnaires to me at david.wheat@tklaw.com. Also, please do not
hesitate to contact me if you have any questions about the new procedure.

Now for our goals for the upcoming year:

1. Raise Section Profile. We seek to raise the profile of the Section both in Texas and nationwide.The Section has made some
progress toward this goal through its participation in the Texas Federal Tax Institute (which has become one of the leading corpo-
rate and partnership tax seminars in the country). We intend to continue on this path by finding a way to comment on regulations
and interfacing with the IRS and Treasury. Until recently, the rules governing the State Bar of Texas have prevented the Section from
actively commenting on legislation and regulations. Recently, however, we have seen a loosening of the rules and are working with
the new General Counsel of the State Bar of Texas to navigate these rules.

2. Improve Quality of CLE. Obviously a major service that the Section provides to you is outstanding CLE. We intend to
improve the quality of CLE and also to make CLE materials available to you on the Section’s website. Also, we will continue to
improve the quality of the articles which appear in the Texas Tax Lawyer.

3. Increase Membership. We are in the process of reaching out to former members to determine why they are no longer list-
ed as members of the Section. By doing so, we hope to improve the services that we provide to our members and thereby increase
membership.

4. Improve Public Service. We will continue the good work that my predecessors began by working with Texas C-Bar, sup-
porting the Justice for All Calendar sponsored by the State Bar, and enhancing participation between the Section and tax programs
at Texas law schools.

5. Small Firm – Solo Practitioners. The Section has much to offer to small firm and solo practitioners. We will seek ways to
offer more to them, including through appropriate CLE and pricing of our services.

As you can see, much is happening. There is plenty of room for your participation in this process. Please contact me so that I
may help you get involved in the Section. Active members are the life blood of the Section.

Thank you for the opportunity to serve this year as your Chair. I look forward to working together to achieve our goals in the
upcoming year.

David Wheat



2 Texas Tax Lawyer, October, 2004

CANDIDATE QUESTIONNAIRE
FOR OFFICER OR COUNCIL MEMBER – STATE BAR OF TEXAS TAX SECTION

Name:

Firm Name:

Address:

City, State, Zip:

Email address:

Position:

Describe your involvement in the State Bar of Texas:

Describe your involvement in other Bar activities:

Describe other relevant experience for the position:
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SECTION OF TAXATION OF THE STATE BAR OF TEXAS

2004-2005 CALENDAR

July

9 New Chair/Treasurer Orientation, Texas Law Center – Austin

15 Quarterly dues check mailed to Section Treasurers

30-31 SBOT Bar Leaders Conference, Omni Mandalay, Las Colinas

August

10 Texas Bar Foundation grant application deadline

13 Deadline for submitting articles for the October 2004 issue of the Texas Tax Lawyer 

September

1 Inform State Bar of Section’s Annual Meeting program chair

10 Council of Chairs meeting, TLC, Room 101, Austin

24 10:30 a.m. – 12:30 p.m.
Council/Committee Chairs Meeting
MANDATORY IN PERSON ATTENDANCE BY ALL COUNCIL
MEMBERS AND EITHER CHAIR OR VICE CHAIR
Thompson & Knight LLP
1700 Pacific Avenue, Suite 3300
Dallas, Texas  75201
(214) 969-1468

October

4 SBOT section program chair: Select program and proposed speakers for SBOT Annual Meeting
2005

15 Quarterly dues check mailed to Section Treasurer

21 State Bar of Texas CLE 22nd Advanced Tax Law Course (co-sponsored by the Section of Taxa-
tion) in Dallas, Texas. For more information, visit www.TexasBarCLE.Com click on “Courses” and
search Practice Areas for “Tax”

29-30 National Association of State Bar Tax Sections Annual Conference. San Francisco, California
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November

19 10:30 A.M. – 12:30 P.M.
Council/Committee Chairs Meeting
Thompson & Knight LLP
1700 Pacific Avenue, Suite 3300
Dallas, Texas   75201
(214) 969-1468

December

10 Deadline for submitting articles for the February 2005 issue of the Texas Tax Lawyer

12 Prepare section mid-year report (due Jan. 1)

January

15 Quarterly dues check mailed to Section Treasurer

21 Council of Chairs Meeting, Austin

28 10:30 a.m. – 12:30 p.m.
Council/Committee Chairs Meeting
MANDATORY IN PERSON ATTENDANCE BY ALL COUNCIL
MEMBERS AND EITHER CHAIR OR VICE CHAIR
Thompson & Knight LLP
1700 Pacific Avenue, Suite 3300
Dallas, Texas   75201
(214) 969-1468

20-22 ABA Section of Taxation Midyear Meeting, San Diego, CA

February

4 Send information to State Bar for promotional Section flyers and 
Annual Meeting registration form

March

4 10:30 a.m.- 12:00 p.m.
Council/Committee Chairs Meeting
Thompson & Knight LLP
1700 Pacific Avenue, Suite 3300
Dallas, Texas   75201
(214) 969-1468

11 Deadline for submitting articles for the May 2005 issue of the Texas Tax Lawyer

TBD Property Tax Committee Annual Seminar, Austin, Texas
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April

1 Deadline for SBOT Annual Meeting resolutions

1 Council of Chairs Meets – TLC, Austin

15 Quarterly dues check mailed to section treasurer

15 Prepare section end-of-the year report for publication in July Bar Journal

May

19-21 ABA Section of Taxation May Meeting, Washington, D.C.

13 10:30 a.m. – 12:30 p.m.
Council/Committee Chairs Meeting
Thompson & Knight LLP
1700 Pacific Avenue, Suite 3300
Dallas, Texas   75201
(214) 969-1468

June

9-10 Texas Federal Tax Institute

23-25 SBOT Annual Meeting, Dallas
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The following is a summary of selected current develop-
ments in the law relating to the energy and natural resources
tax area. The summary focuses on federal tax law. It has
been prepared by Mary A. McNulty, Chair of the Energy and
Natural Resources Committee and a partner at Thompson &
Knight LLP, and Alyson O. Nelson,2 an associate at Thomp-
son & Knight, as a project of the Energy and Natural
Resources Tax Committee. Unless otherwise indicated, all
Section references are to the Internal Revenue Code of
1986, as amended (the “Code”).

A. Intangible Drilling Costs

The Internal Revenue Service (“IRS”) issued three private let-
ter rulings addressing a taxpayer’s failure to make a timely
election under Section 263(c) to expense intangible drilling
costs (“IDCs”). These rulings are: PLR 200428010 (Mar. 29,
2004), PLR 200428011 (Mar. 29, 2004), and PLR 200428012
(Mar. 29 2004). At issue in the rulings was Section 264(c),
which allows a taxpayer to make an election to deduct IDCs
as expenses.

Section 1.612-4(d) of the Treasury Regulations provides that
the option to deduct IDCs may be exercised by claiming the
IDCs as a deduction on the taxpayer’s return for the first tax-
able year in which the taxpayer pays or incurs the IDCs. A for-
mal statement is not required, but if the taxpayer fails to
deduct the IDCs, then the taxpayer is deemed to have elect-
ed to recover the IDCs through depletion.

The taxpayers in these rulings failed to timely make an elec-
tion. The failure occurred because of a change in tax profes-
sionals, change in accounting systems, and the implementa-
tion of new accounting software. In each of the rulings,
because the partnership agreement at issue specified that
the partnership would elect to deduct currently IDCs paid or
incurred, the IRS concluded that the requirements of Trea-
sury Regulation 1.612-4(d) to expense IDCs had been satis-
fied. The taxpayer also represented that it would file its return
for the tax year at issue with the election to expense the
IDCs.

B. Enhanced Oil Recovery Credit

The IRS ruled in PLR 200427012 (Mar. 19, 2004) that the use
of a water alternating gas injection method into a severely
unsaturated oil reservoir qualified as a tertiary recovery
method for purposes of the enhanced oil recovery credit.
Under the project at issue, lean hydrocarbon gas was inject-
ed into a reservoir, on an alternating basis with water injec-
tions. At issue was whether Section 1.43-2(e)(3) of the Trea-
sury Regulations applied, which states that waterflooding
and cyclic gas injection do not qualify as a qualified tertiary
recovery method allowing for enhanced oil recovery credits.

The IRS preliminarily noted that the water alternating gas
injection resembles cyclic gas injection. However, based on
the representation of the taxpayer that the project changes
the properties of the under-saturated reservoir oil by swelling
the oil and reducing its viscosity, the IRS concluded that the
method qualified as a tertiary recovery project, provided it
otherwise met the requirements of Section 43 and the Trea-
sury Regulations thereunder.

C. Change in Litigating Position on Fuel Tax

The IRS Chief Counsel’s Office released Chief Counsel
Notice 2004-002 on March 26, 2004, advising its attorneys of
a change in IRS litigating position. The IRS will no longer
argue that the one-claim rule bars consideration of the mer-
its of additional fuel tax claims. The one-claim rule generally
provided that, under certain conditions, no more than one
claim could be filed for taxed fuel used in a nontaxable way
during the claimant’s tax year. This change in litigating posi-
tion comes after recent Federal court decisions holding that
the one-claim rule does not bar additional claims.

D. Qualifying Income under Section 7704(d)(1)(E)

In PLR 200422023 (May 28, 2004), the IRS ruled that income
of a publicly traded partnership (“PTP”) that was attributable
to its petroleum product terminals (e.g., centralized locations
where fuel is received and stored) and certain pipelines was
qualifying income under Section 7704(d)(1)(E). Under the
Code, a PTP means any partnership if: (1) interests in that
partnership are traded on an established securities market;
or (2) interests in that partnership are readily tradable on a
secondary market (or the substantial equivalent thereof).
Section 7701(a) provides that a PTP shall be treated as a
corporation. However, Section 7701(c)(1) provides that Sec-
tion 7701(a) shall not apply to any PTP for any taxable year
if such partnership met the gross income requirements of
Section 7704(c)(2) for such taxable year and each preceding
taxable year beginning after December 31, 1987, during
which the partnership (or any predecessor) was in existence.
A partnership meets the gross income requirements of Sec-
tion 7704(c)(2) for any taxable year if 90% or more of the
gross income of such partnership for such taxable year is
qualifying income.

Section 7704(d)(1)(E) provides that the term “qualifying
income” means, among other things, income or gains derived
from the exploration, development, mining or production, pro-
cessing, refining, transportation (including pipelines trans-
porting gas, or products thereof), or marketing of any miner-
al or natural resources (including fertilizer, geothermal
energy or timber). Based on such definition, the IRS con-
cluded that income derived from the product terminal facilities
and the operation of the certain pipelines was qualifying
income.

E. Comments Requested on Treasury Regulations and
IRS Forms

The IRS has requested public comment on the following:

■ Information collections under final Treasury Regula-
tions (T.D. 8448) under Section 43 on the enhanced
oil recovery credit.

■ Final Treasury Regulations (T.D. 8586) relating to
the tax treatment of gain from the disposition of nat-
ural resource recapture property.

■ Form 8835, Renewable Electricity Production 
Credit.

All comments were due by September 14, 2004.

ENERGY AND NATURAL RESOURCES TAX:
RECENT DEVELOPMENTS

Mary A. McNulty1
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F. Rates, Factors, and Credit Amounts

1. Percentage Depletion. The IRS issued Notice 2004-
48, 2004-30 I.R.B. 88, which provides that the applicable
percentage for determining percentage depletion for oil
and gas produced from marginal properties is 15% for
2004. As part of Notice 2004-48, the IRS published
applicable percentages for marginal production for tax-
able years beginning in calendar years 1991 through
2004, which are set forth below:

2. Renewable Electricity Credit. The IRS issued Notice
2004-29, 2004-17 I.R.B. 828, which sets forth the 2004 infla-
tion adjustment factor and reference prices used in determin-
ing the availability of the renewable electricity production
credit under Section 45(a). For calendar year 2004, the infla-
tion adjustment factor is 1.2230, and the reference prices are
3.24 cents per kilowatt hour for facilities producing electricity
from wind energy resources and 0 cents per kilowatt hour for
facilities producing electricity from closed-loop biomass and
poultry waste energy resources. The credit for electricity pro-
duced from renewable resources remains at 1.8 cents for the
2004 calendar year.

3. Section 29 Credit. The IRS issued Notice 2004-33,
2004-18 I.R.B. 847, which sets forth the inflation adjust-
ment factor, the nonconventional source fuel credit, and
the reference price for calendar year 2003, as required
by Section 29. For 2003, the inflation adjustment factor is
2.1336, the nonconventional fuel credit is $6.40 per bar-
rel-of-oil equivalent or qualified fuel, and the reference
price is $27.56.

4. Enhanced Oil Recovery Credit. The IRS issued
Notice 2004-49, 2004-30 I.R.B. 88, which sets forth the
inflation adjustment factors used to determine the
enhanced oil recovery credit under Section 43 for calen-
dar year 2004 and later. Because the inflation adjust-
ment factor depends on GNP implicit price deflators, the
IRS also published GNP price deflators for calendar year

2004 as well as previous years. The IRS also noted in
Notice 2004-49 that the enhanced oil recovery credit for
qualified costs paid or incurred in 2004 should be deter-
mined without regard to the phase-out for crude oil price
increases. The table below contains the inflation adjust-
ment factor and phase-out amounts for taxable years
beginning in the 2004 calendar year as well as the pre-
viously published inflation adjustment factors and phase-
out amounts for taxable years 1991 – 2003.

G. Depreciation Recovery Periods

In PDV America, Inc. v. Commissioner, T.C. Memo 2004-118
(May 12, 2004), the Tax Court addressed the issue whether
above-ground storage tanks located at refined product termi-
nals are included in: (i) MACRS Asset Class 57.0 and treat-
ed as 5-year property; or (ii) MACRS Asset Class 57.1 and
treated as 15-year property. The petitioner’s subsidiary,
CITGO Petroleum Corp. (“CITGO”), operated the refined
petroleum product terminals at issue. CITGO uses above-
ground storage tanks (the “tanks”) for the storage, marketing,
and distribution of petroleum and petroleum products.

In its opinion, the Tax Court noted that Rev. Proc. 87-56,
1987-2 C.B. 674, sets forth the class lives to be used when
computing depreciation allowances under Section 168. Asset
Class 57.0, entitled “Distributive Trades and Services,”
assigns a 5-year recovery period to Section 1245 assets
used in marketing petroleum and petroleum products. Asset
Class 57.1, entitled “Distributive Trades and Services – Bill-
board, Service Station Buildings and Petroleum Marketing
Land Improvements,” assigns a 15-year recovery period to
Section 1250 property, including depreciable land improve-
ments, whether Section 1245 property or Section 1250 prop-
erty, used in the marketing of petroleum and petroleum prod-
ucts. The Tax Court further noted that Section 1245 property
includes storage facilities used in connection with the distri-
bution of petroleum and petroleum products.

Calendar Year Applicable Percentage 

1991 15%

1992 18%

1993 19%

1994 20%

1995 21%

1996 20%

1997 16%

1998 17%

1999 24%

2000 19%

2001 15%

2002 15%

2003 15%

2004 15%

Calendar Year Inflation Adjustment Phase-Out
Factors Amount 

1991 1.000 0 

1992 1.0363 0 

1993 1.0708 0 

1994 1.0992 0 

1995 1.1160 0 

1996 1.1485 0 

1997 1.1720 0 

1998 1.1999 0 

1999 1.2030 0 

2000 1.2087 0 

2001 1.2353 0 

2002 1.2633 0 

2003 1.2785 0

2004 1.2952 0
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Both parties agreed that the tanks were used in the market-
ing and distribution of petroleum and petroleum products
and, therefore, should be classified under either Asset Class
57.0 or Asset Class 57.1. Both parties also agreed that in
order to classify the tanks properly, the Tax Court had to
decide whether the tanks constituted inherently permanent
structures using the six-factor test set forth in Whiteco Indus.
v. Commissioner, 65 T.C. 664, 672-673 (1975).

Based on the Whiteco factors, the Tax Court held that the
tanks were not inherently permanent structures. In support of
its decision, the Tax Court found that: (i) the tanks were capa-
ble of being moved; (ii) the tanks were not designed or con-
structed to remain permanently in one place; (iii) circum-
stances existed that showed that the property may or will
have to be moved (e.g., the tanks may require moving for
environmental reasons); (iv) the time and crew requirements
for removing the tanks would not be substantial; (v) damage
sustained from dismantling and reconstructing the tanks
would not render them unusable; (vi) the tanks were not
affixed to their foundations in a manner indicating that the
tanks were to remain there permanently. Accordingly, the Tax
Court classified the tanks in Asset Class 57.0, thereby caus-
ing the tanks to be treated as 5-year property.

H. Cost Depletion

1. Safe Harbor for Purposes of Computing Cost
Depletion. Rev. Proc. 2004-19, 2004-10 I.R.B. 563, pro-
vides an elective safe harbor that owners of oil and gas
properties can use in determining a property’s recover-
able reserves for purposes of computing cost depletion
under Section 611. The IRS believes this guidance will
help avoid complex factual arguments over what is the
appropriate quantity of probable or prospective reserves
for purposes of computing cost depletion.

If a taxpayer makes a safe harbor election, then for pur-
poses of computing cost depletion: (i) the total recover-
able units that a taxpayer’s domestic oil and gas produc-
ing properties is estimated to contain as of a specific
date will be treated as being equal to 105% of the prop-
erty’s “proved reserves” (both developed and undevel-
oped) as of that date; and (ii) the total recoverable units
that a taxpayer’s domestic oil and gas producing proper-
ties is estimated, on a revised basis, to contain as of a
taxable year will be deemed to equal 105% of the prop-
erty’s “proved reserves” (both developed and undevel-
oped).

To ensure that Rev. Proc. 2004-19 is properly adminis-
tered, the IRS has the right to examine and adjust, if
appropriate, the estimate of proved reserves. To make a
safe harbor election (for taxable years ending on or after
March 8, 2004), a taxpayer must attach a statement to
its timely filed (including extensions) original federal
income tax return for the first taxable year for which the
safe harbor is elected. Rev. Proc. 2004-19 sets forth the
information that must be provided in the statement. An
election, once made, (i) may not be revoked for the tax-
able year of the election; (ii) is effective for all subse-
quent taxable years until revoked; and (iii) applies to all
of the taxpayer’s domestic oil and gas producing proper-
ties.

2. Audit Guidelines. In a field directive dated July 30,
2004, the IRS’ Large and Midsize Business Division,
provided audit guidelines related to claims for cost
depletion deductions claimed pursuant to the safe har-

bor of Rev. Proc. 2004-19 (discussed above). In the field
directive, the IRS made the following recommendations
to examiners:

■ When a taxpayer elects the safe harbor, examiners
should ensure that it has been properly implement-
ed. This may require a detailed review of computa-
tional methods and data transfer procedures . . .
This office should be contacted if this safe harbor
election does not lead to more efficient audits, or if
properties are being transferred between sub-
sidiaries to circumvent the purpose of the safe har-
bor.

■ When a taxpayer does not elect to use the safe har-
bor provided in Rev. Proc. 2004-19 for all of its
domestic oil and gas properties, examiners should
follow the Petroleum Industry Coordinated Paper on
Cost Depletion – Recoverable Reserves dated Jan-
uary 13, 1997.

■ For taxable years ending prior to March 8, 2004,
examiners should request assistance of the Petrole-
um Industry Technical Advisors in resolving the
issue.

I. Section 29 Credits

1. Guidance for Certain Royalty Interest Owners. In
Rev. Proc. 2004-27, the IRS concluded that certain roy-
alty interest owners were allowed to claim the Section 29
credit in the year income was received rather than in the
earlier tax year in which the owner of the operating inter-
est sold the qualified fuel. The revenue procedure
applies to taxpayers using both the cash method and
accrual method of accounting. The IRS based its con-
clusion on the fact that a royalty interest owner general-
ly receives its share of income one or more months after
the operating interest owner sells the qualified fuel and
royalty interest owners have been claiming the Section
29 credit in the taxable year in which they receive the
income, rather than in the prior year of sale. In Rev. Proc.
2004-27, the IRS stated that, although the proper tax-
able year to claim the credit is the taxable year in which
the operating interest owner sells the fuel, in order to
promote consistency and as a matter of administrative
convenience, it will allow royalty interest owners within
the scope of the revenue procedure to claim an other-
wise allowable Section 29 credit with respect to a sale of
qualified fuel in the taxable year (including the 2003 tax-
able year) in which they receive the income from the sale
of qualified fuel. This ruling was necessary because the
Section 29 tax credit expired for coal seam gas produced
and sold after December 31, 2002.

2. Continued Guidance on Common Issues. In PLR
200427017 (Mar. 16, 2004), the taxpayer, which was a
limited liability company classified as a partnership for
federal tax purposes, owned and operated a facility for
the production of synthetic fuel from coal feedstock. The
taxpayer represented that the facility would be relocated
and certain repairs had been made to the facility, but no
repairs significantly increased the capacity of the facility.
The taxpayer further represented that, following the relo-
cation, the fair market value of the original property com-
prising the facility would be more than 20% of the facili-
ty’s total fair market value (the cost of the new property
plus the value of the original property).
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The taxpayer requested the eight rulings stated below,
and the IRS concluded as follows:

■ Request: The synthetic fuel produced at the facility
is a “qualified fuel” within the meaning of Section
29(c)(1)(C).

■ Request: The production of the qualified fuel from
the facility will be attributable solely to the taxpayer
within the meaning of Section 29(a)(2)(B), and the
taxpayer will be entitled to Section 29 credits from
qualified fuel produced by the facility and sold to
unrelated persons.

The IRS concluded that the taxpayer could treat the fuel
produced at the facility as a solid synthetic fuel produced
from coal constituting “qualified fuel” within the meaning
of Section 29(c)(1)(C). The IRS further concluded that,
because the taxpayer owned the facility and operated
and maintained the facility through its agent, the taxpay-
er was entitled to Section 29 credits. The IRS noted that
its ruling was provided as part of the relief described in
Announcement 2003-70, where the IRS stated that it
would continue to issue rulings on significant chemical
change, but only under the guidelines set forth in Rev.
Proc. 2001-30, 2001-19 I.R.B. 1163, as modified by Rev.
Proc. 2001-34, 2001-22 I.R.B. 1293.

■ Request: The construction contract at issue was a
binding written contract in effect before January 1,
1997, within the meaning of Section 29(g)(1)(A).

The IRS stated that a contract is binding only if it is
enforceable under local law against a taxpayer and does
not limit damages to a specified amount (e.g., by use of
a liquidated damages provision). A contract provision
that limits damages to an amount equal to at least 5% of
the total contract price is treated as not limiting dam-
ages. Based on those principles, the IRS concluded that
the facility was constructed pursuant to a binding written
contract in effect before January 1, 1997.

■ Request: The facility is “placed in service” for pur-
poses of Section 29(g)(1) on the date that the facil-
ity is first placed in a condition or state of readiness
and availability to produce a qualified fuel.

■ Request: If the facility was “placed in service” before
July 1, 1998, the relocation of the facility after June
30, 1998, or replacement of parts after that date, will
not result in a new placed in service date for the
facility, provided the fair market value of the original
property is more than 20% of the facility’s total fair
market value at the time of the relocation or replace-
ment.

The IRS stated that the “placed in service” date for pur-
poses of the Section 29 credit has consistently been
construed as having the same meaning for purposes of
the depreciation deduction and the investment tax cred-
it. Therefore, a property is “placed in service” when it is
placed in a condition or state of readiness and availabil-
ity for a specifically assigned function. The IRS further
noted that when property is placed in service is a factu-
al determination, and it would express no opinion on
when the facility was placed in service. As to relocations
and repairs, the IRS concluded that, consistent with Rev.
Rul. 94-31, 1994-1 C.B. 16, the relocation of the facility
after June 30, 1998, or the replacement of parts after

that date, would not result in a new placed in service
date, provided the fair market value of the original prop-
erty was more than 20% of the facility’s total fair market
value at the time of the relocation or replacement.

NOTE: In an internal legal memorandum released April
11, 2003, the IRS also stated that a facility is placed in
service when it is in a condition or state of readiness and
available to produce commercially usable synfuel. See
ILM 200411002.

■ Request: If the facility was placed in service before
July 1, 1998, the facility will continue to be treated
as placed in service before July 1, 1998, if sold to a
new owner after such date.

The IRS concluded that the placed in service deadline is
made by reference to when a facility is placed in service,
not when the facility is transferred or sold to a different
taxpayer.

■ Request: The Section 29 credit attributable to the
taxpayer may be allocated to the members of tax-
payers under Section 702(a)(7) in accordance with
each member’s interest in the taxpayer when the
credit arises.

The IRS concluded that the Section 29 credit attributable
to the taxpayer can be allocated to the members of the
taxpayer under the principles of Section 702(a)(7) in
accordance with each member’s interest in the taxpayer
when the credit arises. The IRS further stated that a
member’s interest in the taxpayer is determined based
on a valid allocation of the receipts from the sale of the
Section 29 qualified fuel. The IRS expressed no opinion
regarding what constitutes a valid allocation.

■ Request: A termination of taxpayer under Section
708(b)(1)(B) will not preclude the reconstituted part-
nership from claiming the Section 29 credit.

The IRS concluded that a termination of the taxpayer
under Section 708(b)(1)(B) would not preclude the
reconstituted partnership from claiming the Section 29
credit.

For similar rulings, see also PLR 200426014 (March 16,
2004), PLR 200430018 (April 7, 2004), PLR 200431009
(April 14, 2004), and PLR 200431003 (April 16, 2004).

ENDNOTES
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I. Kimbell v. U.S., No. 03-10529 (5th Cir. May 20, 2004)

A. Basic Facts

1. The decedent formed an FLP, retaining 99%
limited partnership interest. The 1% general
partner was an LLC, owned 50% by the dece-
dent (her son and daughter-in-law each owned
25%). The son was manager of the LLC.

2. About 13% of the assets transferred to the part-
nership consisted of working oil and gas inter-
ests, which required active management.

3. The district court emphasized that the partner-
ship agreement provided that 70% of the limit-
ed partners could remove the general partner.
The general partner did not owe a fiduciary
duty, but a duty of care and loyalty. Those par-
ticular facts were not important to the 5th Cir-
cuit’s analysis.

B. Holdings

1. The court reversed the district court’s decision
that “(1) family members cannot enter into a
bona fide transaction, and (2) a transfer of
assets in return for a pro rata partnership inter-
est is not a transfer for full and adequate con-
sideration.”

2. The district court erred in denying taxpayer’s
motion for summary judgment on the issue of
whether the transfer of assets to the partner-
ship “was a bona fide sale for full and adequate
consideration so as to remove the transaction
from the application of §2036.”

3. Because the bona fide sale for full and ade-
quate exception applies for transfers to the
partnership, the court did not need to address
whether the decedent retained an interest to
which §2036(a)(1) [retained possession, enjoy-
ment or rights to the transferred property] or
(a)(2) [retained right to designate the persons
who would possess or enjoy the transferred
property] would apply for transfers to the part-
nership.

However, the court did not address whether the
bona fide sale for full and adequate considera-
tion exception applies to transfers to the LLC.
Instead, the court held that even if the excep-
tion does not apply, the decedent did not retain
sufficient control of the assets transferred to the
LLC to make her transfer subject to §2036(a),
because she was only held a 50% interest in
the LLC and her son had sole management
powers over the LLC.

4. The court remanded to the District Court the
issue of whether the Decedent’s interest in the

partnership was an assignee interest or a limit-
ed partner interest for purposes of valuing her
interest.

C. Court’s Analysis

1. Purpose of §2036. The purpose of §2036 is to
prevent the circumvention of federal estate tax
by the use of inter vivos transactions that do not
remove the lifetime enjoyment of property pur-
portedly transferred by a decedent.

2. Standard for “Bona Fide Sale” Requirement in
§2036 Exception.

a. Not Mean Arm’s Length. The court reject-
ed the district court’s conclusion that “bona
fide” means arm’s length and that intrafam-
ily transactions cannot meet the bona fide
sale requirement.

b. Guidance From Wheeler. The court looked
for guidance to Wheeler v. U.S., 116 F.3d
749 (5th Cir. 1997), which is the only Fifth
Circuit case (and the only circuit level case
cited to the court) addressing the bona fide
sale for full and adequate consideration
exception to §2036.

(1) Basic requirement: “whether the
transferor actually parted with the …
interest and the transferee actually
parted with the requisite adequate
and full consideration.”

(2) The requirement receives “heightened
scrutiny” in intrafamily transfers. How-
ever, just because transfers occur
between family members does not
impose an additional requirement that
is not set forth in the statute to be
“bona fide.”

(3) The absence of negotiations is not a
compelling factor, particularly when
the exchange value is set by objective
factors.

(4) In summary, the issue under Wheeler
is whether “the sale … was, in fact, a
bona fide sale or was instead a dis-
guised gift or a sham transaction.”

c. Regulations Standard. Under the regula-
tions, a transaction is a bona fide sale if it
is made in good faith. Reg. §20.2036-1(a),
20.2043-1(a).

d. Intent. The decedent’s subjective intent
and the presence of tax planning motives
do not prevent a sale from being bona fide
if it is otherwise real, actual, or genuine.
However, “[a] transaction motivated solely
by tax planning with no business or corpo-
rate purpose is nothing more than a con-

ESTATE AND GIFT TAXES: RECENT DEVELOPMENTS

Steve R. Akers1

Copyright © 2004 by Bessemer Trust Company, N.A. All rights reserved



Texas Tax Lawyer, October, 2004 13

trivance without substance that is rightly
ignored for purposes of the tax computa-
tion.”

e. Business purpose—Two FLP cases that
concluded that the bona fide sale excep-
tion applied (Church and Stone) both
involved fact situations where the partner-
ship was created for genuine business pur-
poses.

f. Business purpose—Prior Tax Court cases,
which held that the bona fide sale excep-
tion did not apply, recognized that the
exception would apply if the transfer were
not a sham or a disguised gift. Harper (“not
appear to be motivated primarily by legiti-
mate business concerns”); Thompson (no
active business, business enterprise or
trade or business); Strangi (no “functioning
business enterprise”). [However, the
court’s analysis did not require the exis-
tence of active business operations to
meet the bona fide requirement. The court
was just observing that even cases that
held for the IRS would have held different-
ly if active businesses issues or concerns
had existed.]

g. Summary of Bona Fide Sale Standard:
“…a sale in which the decedent/transferor
actually parted with her interest in the
assets transferred and the partnership/
transferee actually parted with the partner-
ship interest issued in exchange…. In
addition, when the transaction is between
family members, it is subject to heightened
scrutiny to insure that the sale is not a
sham transaction or disguised gift. The
scrutiny is limited to the examination of
objective facts that would confirm or deny
the taxpayer’s assertion that the transac-
tion is bona fide or genuine.” [Observe, this
statement of the standard does not direct-
ly refer to business purpose at all.]

3. Application of Bona Fide Sale Requirement

a. Objective Facts. The district court ignored
evidence that the transaction was entered
into for “substantial business and other
non-tax reasons.” Objective facts included:

(1) Decedent retained assets for her sup-
port 

(2) No commingling of partnership and
personal assets

(3) Formalities were satisfied
(4) Assets were actually assigned to the

partnership
(5) Assets contributed (including working

interests) required active manage-
ment

(6) The partnership satisfied business
strategies that could not be satisfied
by merely holding assets in a revoca-
ble trust
• Legal protection from creditors,

especially important because

decedent owned oil and gas
working interests 

• Decedent wanted to continue oil
and gas operations beyond her
lifetime, and partnership allowed
keeping pool of capital together
in one entity

• Reduced administrative costs by
keeping all accounting functions
together

• Avoid costs of recording transfers
of oil and gas properties in pass-
ing them from generation to gen-
eration

• Preserve property as separate
property for her descendants

• Provide for succession of man-
agement should something hap-
pen to her son

• All disputes could be resolved
through mediation or arbitration

• The recitation of purposes in the
partnership agreement is con-
firmed by objective facts

c. De Minimis Contributions by Others. The
fact that only de minimis contributions
were made by others does not justify treat-
ing the partnership as a sham. There is no
principle of partnership law requiring that a
minority partner own a certain minimum
percentage for the entity to be legitimate
and its transfers bona fide.

d. Son Managed Before and After. The fact
that the decedent’s son managed the
assets both before and after the partner-
ship was created does not matter. What is
important is that he contributed his man-
agement expertise after the partnership
was formed.

e. Summary of Court’s Application of the
Bona Fide Standard. “[T]here is no con-
tention that the transfer did not actually
take place. The assets were formally
assigned to the Partnership and Mrs. Kim-
bell was actually credited with a pro rata
interest. There is no evidence that partner-
ship formalities were ignored or that Mrs.
Kimbell used Partnership assets for per-
sonal expenses. Finally, applying the
heightened scrutiny applicable to transac-
tions between family members, we are sat-
isfied that the taxpayer has established
through objective evidence recited above
that the transaction was not a disguised gift
or sham transaction. The … taxpayer’s…
substantial business reasons … were
strongly supported by the nature of the
business assets (divided working interests
in oil and gas properties) conveyed …”

4. Standard for Full Consideration Exception.
a. Wheeler Guidance. Wheeler “requires

only that the sale not deplete the gross
estate.” “In other words, the asset the
estate receives must be roughly equivalent
to the asset it gave up.”
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b. Objective. The adequate and full consider-
ation test is an objective inquiry, not relat-
ed to perceived testamentary or tax sav-
ings motives.

c. Summary of the Standard. “In order for the
sale to be for adequate and full considera-
tion, the exchange of assets for partner-
ship interests must be roughly equivalent
so the transfer does not deplete the estate.
In addition, when the transaction is
between family members, it is subject to
heightened scrutiny to insure that the sale
is not a sham transaction or disguised gift.
The scrutiny is limited to the examination
of objective facts …”

5. Application of Full Consideration Requirement

a. Inconsistency Argument Rejected. The
government’s inconsistency argument
(that it is inconsistent for the estate to
argue that the partnership interest is worth
only 50% of the assets transferred to the
partnership but claim that the partnership
interest received in exchange for assets
transferred was adequate and full consid-
eration) is rejected. The court observed
that the Tax Court in Stone, T.C. Memo
2003-309 rejected that argument. The
court gave a common sense practical
answer:

“We would only add to the Tax Court’s
rejection of the government’s inconsisten-
cy argument that it is a classic mixing of
apples and oranges: The government is
attempting to equate the venerable “will-
ing-buyer-willing seller” test of fair market
value (which applies when calculating gift
or estate tax) with the proper test for ade-
quate and full consideration under
§2036(a). This conflation misses the mark:
The business decision to exchange cash
or other assets for a transfer-restricted,
non-managerial interest in a limited part-
nership involves financial considerations
other than the purchaser’s ability to turn
right around and sell the newly acquired
limited partnership interest for 100 cents
on the dollar. Investors who acquire such
interests do so with the expectation of real-
izing benefits such as management
expertise, security and preservation of
assets, capital appreciation and avoidance
of personal liability. Thus there is nothing
inconsistent in acknowledging, on the one
hand, that the investor’s dollars have
acquired a limited partnership interest at
arm’s length for adequate and full consid-
eration and, on the other hand, that the
asset thus acquired has a present fair mar-
ket value, i.e., immediate sale potential, of
substantially less than the dollars just
paid—a classic informed trade-off.”

b. Close Scrutiny Not Automatic Proscrip-
tion. Close scrutiny must be applied in an
intrafamily situation, but that does not

mean “automatic proscription or impossi-
bility vel non.”

c. Partnership Transfers Context. In the con-
text of transfers to a partnership: “The
proper focus therefore on whether a
transfer to a partnership is for adequate
and full consideration is: (1) whether
the interests credited to each of the
partners was proportionate to the fair
market value of the assets etch partner
contributed to the partnership, (2)
whether the assets contributed by each
partner to the partnership were proper-
ly credited to the respective capital
accounts of the partnership, and (3)
whether upon termination or dissolu-
tion of the partners the partners were
entitled to distributions from the part-
nership in amounts equal to their
respective capital accounts. [Stone] at
580. The answer to each of these ques-
tions in this case is yes. Mrs. Kimbell
received a partnership interest that was
proportionate to the assets she con-
tributed to the Partnership. There is no
question raised as to whether her part-
nership account was properly credited
with the assets she contributed. Also,
on termination and liquidation of the
Partnership, the Partnership Agreement
requires distribution to the Partners
according to their capital account bal-
ances.”

d. Recycling Theory Dismissed. The “recy-
cling of value” position of the Tax Court
was totally dismissed. The court said that
issue is better addressed under the bona
fide sale prong of the analysis (i.e., as to
whether the transaction was a sham trans-
action).

6. LLC Analysis: Not Analyze Applicability of
Bona Fide Sale Exception But Insufficient Con-
trol to Constitute Right to Designate Who Can
Enjoy LLC Property.

a. District Court Analysis. The district court
had included the assets transferred to both
the partnership and the LLC were included
in the estate under §2036(a). There was
no specific discussion of the LLC transfers
in the district court’s opinion. The govern-
ment’s brief clarifies that the government’s
motion for summary judgment and the dis-
trict court opinion did not address the
assets transferred to the LLC. It stated that
the parties had agreed for the district court
to amend its opinion to include the LLC
interest.

b. Different Analysis for LLC Transfers. The
Fifth Circuit opinion approaches the LLC
transfers differently than the transfers to
the partnership. [Why the analysis is differ-
ent is not explained.] The court does not
explain why the bona fide sale for full and
adequate exception does not apply to
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transfers to the LLC. Instead, the court
says that even if the bona fide sale for full
and adequate consideration does not
apply, the decedent did not retain “suffi-
cient control” of assets transferred to the
LLC to cause §2036(a) to apply. The
court’s reasons: The decedent only had a
50% interest in the LLC and her son was
the manager. [Apparently, the court
believed that it was such an easy straight-
forward conclusion that the decedent did
not have sufficient control to cause her to
have a “right” to designate who can pos-
sess or enjoy the LLC assets, that there
was no necessity to apply its analysis of
the bona fide sale exception.] 

7. Observations.

a. Major Blow to IRS. The opinion is a major
blow to the IRS’s §2036 attack on FLPs
and LLCs. It applies the bona fide sale for
full and adequate consideration exception
to the creation of the FLP. Section 2036 is
about the only attack that has led to any
success for the IRS. Most well planned
FLPS would appear to meet the exception
announced in Kimbell. Undoubtedly, the
IRS will try to put a “spin” on the Kimbell
decision—but it is a MAJOR taxpayer vic-
tory at the circuit court of appeals level.

b. Gift of Partnership Interests. Observe that
the full consideration exception would not
apply to a subsequent gift of partnership
interests. (In that case, the issue would be
whether the partnership interests [with
appropriate discounts] would be brought
back in the estate under §2036 (if the
donor retained the power to use the prop-
erty or designate who can possess or
enjoy the property), or whether the part-
nership assets [without a discount] would
be brought back into the estate by tying
the transfer of assets to the partnership
and the subsequent transfer of an interest
in the partnership as a single integrated
transaction.

c. Not an Improper Whipsaw. The court
clearly rejects the IRS’s argument that it is
being improperly whipsawed—that the
transfer of assets to the partnership is
treated as a transfer for full consideration
even though it is included in the estate only
after applying a steep discount.The court’s
rejection of this argument is a very practi-
cal analysis that makes sense in real-life.
The opinion recognizes that investors rou-
tinely make investments that cannot be liq-
uidated the next day for the full amount
invested. Thus, it is not surprising to say
that the transfer was for full consideration
even though, at the time of the decedent’s
death, the decedent does not have the
right to retrieve the full value contributed.

d. Business Purpose Discussion. A major
caveat to the court’s analysis is that the

bona fide sale requirement is satisfied if
there is at least some degree of non-tax
purpose. The gist of the concern would
appear to be the following statement that
appears in the opinion: “A transaction moti-
vated solely by tax planning with no busi-
ness or corporate purpose is nothing more
than a contrivance without substance that
is rightly ignored for purposes of the tax
computation. See Gregory v. Helvering,
293 U.S. 564, 469 (1935).”

(1) The Wheeler case did not apply a
business purpose test to the meaning
of “bona fide.” The Wheeler court said
the modifier “bona fide” does not mean
that a different “adequate and full con-
sideration” test would be applied in
intrafamily situations. Instead, it said
that the “bona fide” qualifier” requires
that neither transfers nor the adequate
and full consideration for them be “illu-
sory or sham.” The Wheeler court con-
cluded: “Certainly an intrafamily trans-
fer—like any other—must be a “bona
fide sale” for the purposes of section
2036(a). But assuming, as we must
here, that a family member purports to
pay the appropriate value of the
remainder interest, the only possible
grounds for challenging the legitimacy
of the transaction are whether the
transferor actually parted with the
remainder interest and the transferee
actually parted with the requisite ade-
quate and full consideration.”

(2) It is interesting that the initial summa-
ry statement of the “bona fide sale”
standard is merely that “the dece-
dent/transferor actually parted with
her interest in the assets transferred
and the partnership/transferee actual-
ly parted with the partnership interest
issued in exchange.” (This is the same
standard announced in Wheeler,
which also stated that the transfers
must not be “illusory or sham.”) The
initial summary statement goes on to
add that in intrafamily situations, there
is “heightened scrutiny to insure that
the sale is not a sham transaction or
disguised gift. The scrutiny is limited
to the examination of objective facts
that would confirm or deny the tax-
payer’s assertion that the transaction
is bona fide or genuine.” Accordingly,
apparently the determination of
whether the requisite “business pur-
pose” exists is in determining that the
transfer is not a “sham transaction” or
“disguised gift” and that the transac-
tion is “genuine.”

(3) The Kimbell decision is similar to the
Stone opinion in looking to business
purposes in determining that the
“bona fide” requirement is met.

(4) The opinion makes very clear that the
court can only look to objective factors
(p. 10).
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(5) What is not clear is HOW MUCH
“business or corporate purpose” is
required.

(6) The court was able to recite a wide
number of business purposes satis-
fied by the partnership. The opinion
mentioned various times that the part-
nership included some active busi-
ness interests requiring management
(i.e., the 13% of the assets in oil and
gas working interests) but the opinion
nowhere suggests that only FLPs with
some active business interests could
qualify as “bona fide.” Also, the opin-
ion never suggests that a partnership
must satisfy a long list of business
purposes to qualify as passing the
“sham transaction/disguised gift/gen-
uine” test.

(7) Many of the “objective facts” listed to
show the existence of “substantial
business and other non-tax reasons”
would be present in most FLP situa-
tions. See the list in Item C.3.b. above.
(The one factor that may not ordinari-
ly be present, at least with investment
partnerships, is the reference to
assets requiring active management.)

(8) Many of the “non-tax business rea-
sons” that the court said were satis-
fied by the partnership but that could
not be satisfied by Mrs. Kimbell’s rev-
ocable trust could have been satisfied
by an appropriately drafted long-term
trust arrangement (except the factor
of providing creditor protection). That
apparently was not important to the
court.

(9) John Porter’s summary of the “busi-
ness purpose” discussion: “We should
be careful when saying that the 5th
Circuit required a “business purpose.”
I don’t think the opinion goes that far,
at least the narrow way the IRS tradi-
tionally speaks of business purpose. It
does appear to require some non-tax
purpose (see the language on page
16 which talks about ‘business and
non-tax reasons’), but I don’t see that
being much different from the defini-
tion of a partnership under 7701(a).
Those non-tax reasons are present in
almost every case. The interesting
thing is the non-tax purposes can
include post-death management
(which we have always thought was a
substantial non-tax reason (See
Bishoff)), such as ease in genera-
tional transfer of assets (as the court
found with respect to the oil and gas
interests).”

(10) The requirement of non-tax reasons
may be amorphous. A wide variety of
estate planning transactions are
entered into only because of tax rea-
sons. For example, special provisions
inserted into many trusts are included
ONLY for tax reasons (provisions to
qualify as GRAT, QPRT, QDOT,

QSST, NIMCRUT, CLAT, Crummey
powers, bypass trusts, etc.).

(11) The opinion’s discussion of the bona
fide requirement is somewhat similar
to the analysis suggested by the
ACTEC amicus curiae brief in sug-
gesting that a “sham transaction”
standard be applied in determining if
a transfer has actually been made,
thus satisfying the “bona fide” test.
However, the ACTEC brief did not
suggest applying a business purpose
test, but that the sham transaction
standard would weed out abusive sit-
uations in which the parties ignore the
partnership, especially if the partner-
ship is disregarded by the decedent
after creation. Indeed, the ACTEC
brief took the position that the “ade-
quate and full consideration” test
should be applied objectively, and
“subjective criteria such as testamen-
tary intent or the absence of a primary
business purposes should not be rel-
evant.”

(12) Reports from the oral argument are
the Judge Davis asked a number of
questions about business purpose.
Perhaps the judges were concerned
about business purpose, and saw the
“bona fide” requirement as the only
place to address business purpose,
particularly in light of the Fifth Circuit’s
first opinion in Strangi [293 F.3d 279
(2002)] affirming the Tax Court’s initial
ruling in the taxpayer’s favor regarding
the IRS’s lack of business purpose
attack.

e. Full Consideration Requirement Means
“Roughly Equivalent”.

(1) The court’s opinion is similar to the
Stone case, which held that transfers
to a partnership in return for pro rata
interests and capital accounts in the
partnership would be treated as meet-
ing the full consideration requirement.

(2) The test regarding contributions to
partnerships (quoted in Item 5.c.
above) would be satisfied in most FLP
situations.

(3) The court makes clear that an objec-
tive test is applied: “… taxpayer’s tes-
tamentary or tax-saving motive for a
transfer alone does not trigger §2036
recapture if objective facts demon-
strate that the transfer was made for a
full and adequate consideration.”
(p.9).

(4) The court does not specifically
address the tension between two pos-
sible approaches to the full considera-
tion requirement: (1) an “in pari mate-
ria” test, which would focus on
whether the consideration received is
sufficient to avoid a gift for gift tax pur-
poses; and (2) an “equilibrium test,”
which focuses on not depleting the
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gross estate. Arguably, an “equilibrium
test” would not be satisfied by the con-
tribution of assets to a partnership,
because the gross estate would be
lower if the contributor to the partner-
ship were to die the next day. In
Wheeler, the court was able to
demonstrate that the sale of remain-
der interest situation satisfied both
tests. In Kimbell, the court recited
some of its discussion from Wheeler,
hinting that an equilibrium test might
be applied (“requires only that the
sale not deplete the gross estate”),
but then interpreted the inquiry as fol-
lows: “In other words, the assets the
estate receives must be roughly
equivalent to the asset it gave up.” The
opinion’s statement of a “test” for ade-
quate consideration regarding part-
nership contributions is that the
“exchange of assets for partnership
interests must be roughly equivalent
so that the transfer does not deplete
the estate.”

(5) The application of the “rule” to partner-
ship contributions clearly points out
that transfers for pro rata interests in a
partnership based on capital accounts
will satisfy the full consideration test.

(6) The court’s statement of the rules is
very similar to the position taken in the
ACTEC amicus curiae brief. It con-
cluded that a transfer for interests in
an entity that are proportionate in all
material economic respects to the
capital contributions should be “full
consideration.” It rejected a strict equi-
librium test (i.e., no depletion of the
gross estate), because such a test
would almost never be satisfied when-
ever property is transferred to an enti-
ty as a capital contribution, irrespec-
tive of whether the transferor is a
family member.

(7) The court summarily dismissed the
“mere recycling” argument that has
been adopted by the Tax Court, by
saying that a concern that a contribu-
tion of assets to an FLP is a “mere
paper transaction resulting in a ‘recy-
cling of value’ is better addressed
under the ‘bona fide sale’ prong of this
exception.”

f. Insufficient “Control” for Application of
§2036 to LLC.

(1) The U.S. Supreme Court in Byrum
rejected the government’s position
that a right to designate should be
construed as mere “control.” The
Supreme court said: The ‘control’
rationale, urged by the Government
and adopted by the dissenting opinion,
would create a standard—not speci-
fied in the statute—so vague and
amorphous as to be impossible of
ascertainment in many instances.”

(2) A strict control test makes no sense,
because many courts have blessed
transfers to trusts, with the grantor as
trustee with complete control over
trust distributions, as long as distribu-
tions may be made only under a
determinable standard.

(3) The opinion concludes that §2036
does not apply to the LLC because
the decedent “did not retain sufficient
control” to trigger §2036(a) where the
decedent was a 50% member where
her son had sole management pow-
ers. If the Fifth Circuit was suggesting
that a pure control test should be used
to gauge whether a decedent has
retained a right to designate who can
possess or enjoy property, that
approach is most suspect. However,
perhaps the court was just saying that
the decedent had no ability at all to
designate who could possess or enjoy
property where she was only a 50%
member and not the sole manager.
Therefore, there was no need to
address whether any power at all to
designate would rise to the level of a
“right to designate,” taking into consid-
eration any fiduciary or other limita-
tions on the exercise of that power.

(4) The discussion ameliorates some of
the concern that has been raised
about Judge Cohen’s extremely broad
application of the “in conjunction with”
language in §2036 in her opinion in
Strangi. Her analysis, if pushed to its
limits, would suggest that retaining
even a 1% limited partnership interest
could risk inclusion of the entire part-
nership contribution because that 1%
limited partner, in conjunction with all
other partners, could dissolve and liq-
uidate the partnership at any time.
The Kimbell decision debunks that
theory, indicating that even a 50%
member interest in an LLC, where the
decedent was not the sole manager,
would not cause inclusion under
§2036(a)(2).

g. De Minimis Transfers.

(1) The court rejected the government’s
argument that one factor suggesting
that the transfer was not bona fide
was because of the de minimis contri-
butions made to the partnership by
other partners. “This argument
amounts to a restatement of the gov-
ernment’s recycling of value argument
and does not justify treating the trans-
action as a sham. We know of no prin-
ciple of partnership law that would
require the minority partner to own a
minimum percentage interest in the
partnership for the entity to be legiti-
mate and its transfers bona fide.”

(2) Another reason suggested for having
significant transfers by other partners
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is to avoid a “mere recycling” argu-
ment where the decedent had an
interest in the same pool of assets
both before and after the transfer. The
Kimbell court totally dismisses the
“mere recycling” argument, so that
would not be a valid reason to insist
on having substantial contributions by
other partners if Kimbell is followed.

(3) There is a separate argument by the
government to disregard fiduciary lim-
itations on the exercise of a power, to
determine whether it rises to the level
of a “right to designate,” if there are
only de minimis other partners to
whom a fiduciary duty would be owed.
The Kimbell opinion does not address
that issue and thus is not a complete
repudiation of a possible advantage of
having significant contributions by
other partners.

D. Appeal of Strangi.

In Strangi v. Comm’r, T.C. Memo 2003-145 (May 20,
2003), the court held that partnership assets were
included directly in the decedent’s estate under
Section 2036(a)(1) and 2036 (a)(2). That case
involves many of the same issues as the Kimbell
case. Strangi has been appealed to the 5th Circuit
Court of Appeals. The court stayed the case until
the resolution of the Kimbell case. Following the
issuance of the Kimbell decision on May 20, 2004,
the stay was lifted on May 21. The estate has filed
its brief, and ACTEC has filed an amicus curiae
brief. There are reports that there have been settle-
ment discussions.

ENDNOTE
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United States Supreme Court

FEDERAL TAX INJUNCTION ACT APPLIES ONLY WHEN
TAXPAYERS ARE SEEKING TO AVOID PAYING TAXES OR
ARE SEEKING RETROACTIVE RELIEF.

Hibbs v. Winn, ___ U.S. ___, 124 S. Ct. 2276 (2004).

Taxpayers sued the Director of the Arizona Department of
Revenue alleging that an income-tax credit for payments to
provide financial aid to children attending private schools
was unconstitutional under the Establishment Clause of the
United States Constitution. The lower courts barred the suit
under the Tax Injunction Act which prohibits federal courts
from restraining “the assessment, levy or collection of any
tax under State law where a plain, speedy and efficient rem-
edy may be had in the courts of such State.”The United
States Supreme Court reversed the lower courts’ decisions
holding that no violation of the statute had occurred since the
taxpayers had not sought to enjoin the assessment of taxes
on themselves. The Court reasoned that the act was intend-
ed to bar actions adversely affecting the state’s ability to
raise revenue, and the relief sought by the taxpayers would
in fact increase funds available for the public benefit.

Texas Courts of Appeals

TEN PERCENT ANNUAL RESIDENCE HOMESTEAD VAL-
UATION INCREASE APPLIES TO COMBINED VALUE OF
LAND AND IMPROVEMENTS.
Bader v. Dallas Central Appraisal District, No. 05-03-
01057-CV (Tex.App.–Dallas, July 22, 2004, no pet. h.).(to
be published)

Taxpayer sued an appraisal district contending that the dis-
trict’s proposed increase of the taxable value of his resi-
dence homestead violated the 10 percent annual “cap” on
valuation increases contained in Tex. Tax Code §23.23. Tax-
payer argued that the “cap” should have been applied sepa-
rately to the land and improvements. The court disagreed,
ruling that the “cap” was intended to apply to “residential
homesteads” as a unit and not to their underlying compo-
nents taken separately.

IMPROVEMENTS CONSTRUCTED ON EXEMPT GOV-
ERNMENT LAND ARE ALSO EXEMPT FROM TAXATION
UNLESS TITLE TO THE IMPROVEMENTS IS CLEARLY
VESTED IN THE PRIVATE PARTY.

Travis Central Appraisal District v. Signature Flight Sup-
port Corp., No. 03-03-00707-CV (Tex.App.–Austin, July 1,
2004, no pet. h.). (to be published).

Taxpayer constructed a fixed base aircraft operations center
on land leased at a municipally owned airport. Appraisal dis-
trict sought to tax the improvements to the land to the lessee.
The lease specifically provided that legal title to the improve-
ments would be vested in the city at the completion of con-
struction. The court held that the improvements were not
taxable to the lessee because they had become part of the
land and thus belonged to the exempt landowner. It further
held that such improvements would be considered as a part
of the realty unless there was an understanding between the
parties that the improvements were not to become perma-
nently annexed to the land, or unless there was other evi-
dence demonstrating an intent on the part of the private
party to keep the improvements as personal property with
the right of removal. Because no such evidence existed and
because the lessee did not hold equitable title or a beneficial
title by which it could have compelled the city to turn over
legal title to it, the court held that the city was the owner of
both the land and improvements, and as a result the
improvements were exempt from taxation.

TAXPAYER’S DUE PROCESS RIGHTS TO NOTICE OF
APPRAISED VALUE ARE NOT VIOLATED IF TAXPAYER
HAS TIMELY ACTUAL NOTICE OF VALUATION PRIOR TO
THE EXPIRATION OF TIME FOR FILING OF A TIMELY
PROTEST FOR FAILURE TO DELIVER NOTICE UNDER
SECTION 41.411 OF THE TAX CODE.

ABT Galveston Ltd. Partnership v. Galveston Central
Appraisal District, 137 S.W.3d 146 (Tex.App.–Houston
[1st Dist.] 2004, no pet.).

Taxpayer defaulted on its obligations under a tax abatement
agreement and sought to move the abated property out of
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the state of Texas. The tax assessor threatened to block the
removal of the assets from the state, and the taxpayer paid
the assessed taxes under protest prior to the delinquency
date. Taxpayer claimed that the appraisal district had not
informed it in writing of the removal of the exemption or of the
appraised value of the property as required by the Texas Tax
Code, but conceded that it had been informally notified of the
valuations by a third party appraiser for the appraisal district
and that it had received a timely tax bill. Taxpayer sued for a
refund contending that its due process rights were violated.
The court held that no such rights were violated because the
taxpayer could have, on a timely basis, availed itself of the
remedies for governmental failure to deliver notices provided
by Section 41.411 of the Texas Tax Code.

INDIVIDUALLY OWNED TRACTS PARTICIPATING IN A
WILDLIFE COOPERATIVE MUST SEPARATELY QUALIFY
TO BE ELIGIBLE FOR WILDLIFE VALUATION; COOPERA-
TIVE ACTIVITIES MAY BE USED TO SATISFY INTENSITY
REQUIREMENTS, BUT NOT REQUIREMENTS AS TO
WHETHER ACTIVITIES CONSTITUTE AGRICULTURE.

Cordillera Ranch, Ltd. v. Kendall County Appraisal Dis-
trict, 136 S.W.3d 249 (Tex. App.-San Antonio 2004, no
pet.).

Taxpayers formed a wildlife management cooperative under
rules promulgated by the Texas Parks and Wildlife Depart-
ment and sought open space land valuation. Taxpayers con-
ceded that each individual tract did not meet the statute’s
requirements that “three of the seven wildlife management
activities be performed” on the property, but argued that they
should qualify for the valuation if the activities occurred with-
in the boundaries of the cooperative. The court disagreed,
finding that the statute specifically required each owner-
applicant’s land to qualify. It held that any agency rules to the
contrary would not be given effect. It held that “the require-
ment that ‘three of seven qualifying activities’ requirement
must be met to satisfy the agricultural use requirement not
the intensity requirement.” The Texas Parks & Wildlife guide-
lines could be used to demonstrate that the property was
used to the level of intensity which was required but not to
satisfy the underlying proof as to agricultural activity.

TAXPAYERS CHALLENGING CONSTITUTIONALITY OF
APPRAISAL DISTRICT CONDUCT NEED NOT EXHAUST
ADMINISTRATIVE REMEDIES; TRAVEL TRAILERS DO
NOT CONSTITUTE TAXABLE MANUFACTURED HOMES
EVEN IF THEY ARE PERMANENTLY AFFIXED TO REAL-
TY; APPRAISAL DISTRICT CANNOT REDEFINE TERMS
DEFINED BY THE LEGISLATURE; APPRAISAL DISTRICT
MAY NOT CONTEST THE CONSTITUTIONALITY OF A
STATUTE UNDER WHICH IT HAS SOUGHT TO APPRAISE
PROPERTY.

Rourk v. Cameron Appraisal District, 135 S.W.3d 285
(Tex. App. - Corpus Christi 2004, pet. filed)

Appraisal district defined the term “manufactured home” as
encompassing travel trailers. Plaintiffs filed a class-action
lawsuit claiming that the appraisal district’s actions violated
the constitution. Appraisal district sought dismissal of the
lawsuit because some of the plaintiffs had failed to exhaust
administrative remedies. The appellate court disagreed, find-
ing that no exhaustion of administrative remedies was
required when the constitutionality of an appraisal district’s
actions was an issue. The court further held that travel trail-
ers are not encompassed within the definition of “manufac-
tured homes” regardless of whether they are affixed to real-

ty or not. The appraisal district could not undertake to rede-
fine legislative terms without unconstitutionally usurping the
power of the Texas Legislature and the appraisal district
could not contest the constitutionality of the statute since it
had availed itself of the statute in attempting to tax the plain-
tiffs.

CLAIM TO EXCESS PROCEEDS FROM TAX SALE MUST
BE FILED WITHIN TWO YEARS OF DATE OF SALE; THE
CLAIM NEED NOT BE DETERMINED WITHIN THE TWO
YEAR PERIOD

Franks v. Woodville Independent School District , 132
S.W.3d 167 (Tex.App.–Beaumont 2004, no pet.).

Taxpayer’s property was sold to satisfy a delinquent tax judg-
ment. Excess proceeds were paid into the registry of the
court. Taxpayer filed a claim for disbursal of the excess pro-
ceeds within two years of the date of sale, but did not obtain
an order from the court ordering disbursement of the funds
within the two years. Relying on Section 34.03(b) of the
Texas Tax Code which provides that the district clerk shall
automatically disburse excess proceeds to the taxing units “if
no claimant establishes entitlement to the proceeds” within
two years, the district court ordered the excess proceeds dis-
tributed to the taxing units. The court of appeals reversed
this ruling, noting that Section 34.03 (a) of the Texas Tax
Code provides that excess proceeds shall be kept in the reg-
istry of the court for two years after the date of the sale
“unless otherwise ordered by the court.” The appellate court
held that this provision superceded the clerk’s ministerial
function of funds disbursal and required a court ruling on all
claims brought within the two year limitations period even if
such determinations would be made after the expiration of
the two year period.

Texas Attorney General Opinions

A TAXING UNIT WHICH HAS CONTRACTED WITH
ANOTHER UNIT TO COLLECT ITS TAXES MAY NOT
OFFER AN EARLY PAYMENT DISCOUNT IF THE COL-
LECTING UNIT DOES NOT OFFER ONE.

Op. Tex. Att’y Gen. GA-0225 (2004).

A taxing unit may not offer an early payment discount to its
taxpayers if it has contracted with another taxing unit for tax
collections services and the collecting taxing unit does not
offer early payment discounts for its own taxes.

A MUNICIPAL TAX FREEZE MAY BE ADOPTED BY
EITHER A VOTE OF THE CITY COUNCIL OR BY A VOTE
OF THE CITIZENS; ONCE A TAX FREEZE IS ADOPTED
BY A CITY, IT MAY NOT BE REPEALED BY VOTE OF THE
CITIZENS; A GOVERNMENTAL ENTITY MAY NOT USE A
BASE YEAR PRIOR TO THE CURRENT YEAR TO ESTAB-
LISH THE YEAR OF THE FREEZE.

Op. Tex. Att’y Gen. GA-0222 (2004).

A municipality has the option of adopting a tax freeze by vote
of its city council or by direct vote of the citizens of the city.
Once a freeze is adopted by a city, there is no provision
authorizing the removal of the freeze by vote of the citizens.
The Constitution does not permit the use of a base year prior
to the year of the adoption of the tax freeze.

STATUTORY AMENDMENTS REDEFINING HOMESTEAD
EXEMPTION QUALIFICATIONS ARE NOT RETROACTIVE.
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Op. Tex. Att’y Gen. GA-0148 (2004).

The legislature adopted restrictions on the qualifications for
a residential homestead exemption effective June 18, 2003.
Appraisal district sought to impose the restrictions effective
as of January 1 of that same year.The attorney general ruled
that the new restrictions could not be imposed retroactively
without an express indication by the legislature of its intent to
make the statute retrospective.

ENDNOTES
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The following article provides a summary discussion of
various significant Texas tax rulings and cases decided and
released since the last publication of the Texas Tax Lawyer.
The survey focuses on franchise and sales and use tax cases
and rulings and covers the period from March 15, 2004 to
August 15, 2004.2

During the survey period, there were several cases
decided and released by the Third Court of Appeals in Austin,
Texas. Three were in the sales and use tax context and only
one addressed a franchise tax issue. One of the sales tax
cases addressed a very significant issue involving the appli-
cability of use tax to out of state printing charges. Another of
the sales tax cases also addressed a significant issue involv-
ing the sales tax responsibility of a multi-level marketing com-
pany. The franchise tax case provided a holding that gener-
ated a compelling dissenting opinion. All of the cases decided
by the Third Court of Appeals were decided in favor of the
Comptroller. Each of these cases is discussed below.

There were also a number of significant rulings decided
and released by the Comptroller that are discussed below.
Sales tax rulings within the survey period include issues
involving the resale and manufacturing exemptions, real
property repair and remodeling services, use tax, refund
claims, successor liability and various taxability determina-
tions. Franchise tax rulings include issues involving appor-
tionment, sourcing and refund claims. The vast majority of
rulings issued by the Comptroller were decided in favor of the
Comptroller.

Sales Tax

Court Decisions

The May Department Stores Company v. Strayhorn, 2004
WL 1573171 (Tex. App.—Austin, July 15, 2004): Out of State
Printing Charges Constitute Tangible Personal Property Sub-
ject to Texas Use Tax

The Third Court of Appeals in Austin, Texas issued a sig-
nificant decision in favor of the Comptroller in The May
Department Stores Company v. Strayhorn, 2004 WL
1573171 (Tex. App.—Austin July 15, 2004). The case
involves the applicability of the Texas use tax to printing serv-
ices provided outside the state and the applicability of the
U.S. Supreme Court’s decision in D.H. Holmes Co. v. McNa-
mara, 486 U.S. 24 (1988) to Texas use tax. In its opinion, the
Court of Appeals held that the printing services in that case
were subject to use tax. In doing so, the Court resolved in
favor of the Comptroller a long-standing dispute regarding the
applicability of the U.S. Supreme Court’s holding in D.H.
Holmes to the Texas use tax.

At issue in The May Department Stores is the taxation
of out-of-state printing services used to produce advertising

materials that were mailed to Texas either directly or indirect-
ly to prospective customers and in-state stores and offices.
The Comptroller agreed that the bulk paper purchased by
May to make the advertising material was not subject to use
tax under Sharp v. Morton Bldgs, Inc., 953 S.W.2d 300, 303
(Tex. App. – Austin 1997, pet den’d). However, the Comptrol-
ler determined that the printing charges were subject to use
tax because, under the Comptroller’s long-standing policy,
the printing charges constitute the sale of tangible personal
property.3 The Comptroller further determined that May made
a taxable use of the printed items in Texas on the authority of
its Rule 3.346(b)(3)(A), which states: “Use tax is due on tax-
able items purchased outside this state by a person engaged
in business in this state if the taxable items are delivered at
the direction of the purchaser to recipients in Texas designat-
ed by the purchaser.”

May argued that the Comptroller’s Rule 3.346(b)(3)(A) is
in conflict with the Texas Tax Code, which does not define a
taxable use to include distribution. Alternatively, May argued
that Rule 3.346(b)(3)(A) did not apply to the printing charges
in this case because the printing services were not distrib-
uted to Texas. May further argued that the printing charges
were not subject to use tax under the Court’s prior holding in
Morton Buildings because May manufactured the advertising
materials from raw materials outside of Texas.

The Court first addressed and rejected May’s argument
regarding the validity of the Comptroller’s Rule
3.346(b)(3)(A). As noted by the Court, the Comptroller
amended Rule 3.346 in 1990 to encompass taxable items
delivered to Texas residents on the authority of the U.S.
Supreme Court’s decision in D.H. Holmes Co. In that case,
the Supreme Court held that the State of Louisiana could
impose use tax on the delivery of catalogs printed out of state
and then mailed to Louisiana residents. May argued that the
Comptroller could not rely on D.H. Holmes because the
Louisiana use tax statute specifically included “distribution”
whereas the Texas use tax statute does not. The Court dis-
agreed. According to the Court, the Supreme Court’s analy-
sis did not turn on the question of distribution. Rather, the
Supreme Court merely applied the fourpart test articulated in
Complete Auto Transit v. Brady and determined that the tax
was constitutional.

The Court also disagreed with May’s argument that
Comptroller’s Rule 3.346(b)(3)(A) is in conflict with Section
151.011(a) of the Tax Code because that Section does not
include “distribution” in the definition of “use.” According to the
Court, delivery at the direction of the purchaser falls within
the definition of “use” in the Tax Code because the Tax Code
defines that term to include “the exercise of a right or power
incidental to the ownership of tangible personal property over
tangible personal property.”4 Accordingly, stated the Court,
the Comptroller’s Rule 3.346(b)(3)(A) does not conflict with
the Tax Code.

STATE TAX: RECENT TAX CASES AND RULINGS

David E. Colmenero1
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The Court next addressed and rejected May’s alternative
argument to the effect that, because the advertising materi-
als, not printing, were delivered to Texas recipients, Rule
3.346(b)(3)(A) was not applicable to the printing charges in
this case. According to the Court, the advertising materials
are inextricably intertwined with the printing and, without the
printing, the advertising materials would not exist. Thus, the
purchase price, stated the Court, becomes the cost of the
printing. Accordingly, held the Court, Rule 3.346(b)(3)(A)
applies to the printing at issue.

Having determined that Rule 3.346(b)(3)(A) applied to
the facts of this case, the Court then proceeded to determine
if taxation of the printing met the requirement of Section
151.101(a) and the overall scheme of the Tax Code. The
Court noted that the general sales and use tax provisions of
the Tax Code define a “sale or purchase” to include “the pro-
duction, fabrication, processing, printing, or imprinting of tan-
gible personal property for consumers who directly or indi-
rectly furnish the materials used in the production,
fabrication, processing, printing, or imprinting” when per-
formed for consideration.5 The Court held that this provision
applies equally to sales and use tax under the Tax Code. On
the basis of this statutory language, the Court concluded that
the Comptroller’s long-standing rule to the effect that the sale
or purchase of printing constitutes the sale of tangible per-
sonal property was reasonable and a valid interpretation of
the use tax provisions.

The Court then considered the applicability of Morton
Buildings. May argued that the printing charges were not tax-
able because May manufactured the advertising materials
from raw materials out-of-state, and then shipped the adver-
tising materials into Texas. The Court disagreed holding that
that the facts in this case were distinguishable from Morton
Buildings. According to the Court, Morton Buildings involved
a taxpayer who manufactured building components from raw
materials outside of Texas, then shipped the components into
the State. The Court in Morton Buildings held that the lumber
and steel were not subject to tax because the lumber and
steel were not used in their raw form in Texas. This case was
distinguishable, stated the Court, because the Comptroller
sought to tax the transformation services (i.e., the printing)
and not the raw materials. While May purchased the raw
materials for the advertising material, the printers – not May
– transformed the raw materials into advertising materials.

The Court also held that May made a taxable use of the
printing services in Texas because (i) May directed either the
printer or mailing company in Texas to mail the materials to
prospective customers in Texas; (ii) May’s expressed purpose
for the advertising was to increase sales in Foley’s stores and
(iii) May took possession of coupons tendered by customers
included in the advertising materials in Texas.

Finally, the Court noted that the Texas Legislature’s
recent amendment to the definition of “use” in Section
151.011 of the Tax Code for use tax purposes supports its
holding that May used the printing in Texas. The term “use”
was amended in 2003 to include “tangible personal property
other than printed material that has been processed, fabri-
cated, or manufactured into other property or attached to or
incorporated into other property transported into this state.”
According to the Court, the fact that the legislature specifi-
cally excluded “printed material” from the definition of tangi-
ble personal property suggests that the legislature was aware
of a prior construction of the term that included printing with-
in the ambit of the use tax.

For the above reasons, the Court upheld the lower
Court’s summary judgment order granted in favor of the
Comptroller.

The Court of Appeals decision in this case deals a sig-
nificant blow to mass mailing advertisers in Texas. Under the
Court’s analysis, merely directing that printed material be
mailed to in-state residents constitutes a “use” for tax pur-
poses rendering the cost of the printed material subject to
Texas use tax. This is a very broad construction of the term
“use,” that the Comptroller will no doubt seek to apply in other
contexts.

As noted by the Court, the definition of “use” for use tax
purposes set forth in Section 151.011 was amended in 2003.
The amendment effectively overrules Morton Building, but
carves out an exception for certain “printed material.” As cur-
rently worded, the exception for printed material is not exact-
ly a model of clarity. However, it appears that the Legislature
intended to preserve the Comptroller’s position to the effect
that raw materials that are incorporated into printed materials
that are brought into the state are not considered “used” in
Texas for use tax purposes. Oral communications with the
Comptroller’s Tax Policy Section confirm that this is the
Comptroller’s current interpretation of the 2003 amendment.

Applying the above rules suggests the following conse-
quence for persons who direct the distribution of out-of-state
printed material to in-state residents. The purchase of raw
materials outside the state that are incorporated into the
printed material remains excluded from Texas use tax under
the authority of Morton Buildings.6 The cost of the printing
services are subject to use tax. This rule appears applicable
to all printing and distribution activities, not just those involv-
ing the distribution of advertising materials.

Alpine Industries, Inc. v. Strayhorn, 2004 WL 1573159 (Tex.
App.—Austin, July 15, 2004): Sales Tax Assessment Against
Multi-Level Marketing Company Upheld

In Alpine Industries, Inc. v. Strayhorn, 2004 WL 1573159
(Tex. App.—Austin, July 15, 2004) involves the sales tax obli-
gation of a multi-level marketing company with sales repre-
sentatives in Texas. Alpine is a Tennessee-based company
engaged in the manufacture of air-purification equipment. It
sells its equipment in Texas and throughout the U.S. through
a system of “independent salespersons.” To become a sales
person, one is required to pay Alpine a fee on a yearly basis.
Each sales person is encouraged to recruit others to join
Alpine’s network. Alpine provides its independent salesper-
sons with incentives such as automobiles and world travel if
his or her recruits are successful and also pays bonuses
based on dollar volume of products ordered. Alpine had up to
20,000 persons in Texas registered as independent sales-
persons for the years at issue, 1994 - 1998.

The Comptroller determined that Alpine was “a multi-
level marketing company/direct sales company . . . .” As such,
Alpine was required to collect sales tax for its independent
distributors under Comptroller Rule 3.286(a)(1)(D). This Rule
was issued under Section 151.024 of the Tax Code which
provides, “If the Comptroller determines that it is necessary
for the efficient administration of this chapter to regard a
salesman, representative, peddler, or canvasser as the agent
of a dealer, distributor, supervisor, or employer under whom
he operates or from whom he obtains the tangible personal
property that he sells, whether or not the sale is made on his
own behalf or for the dealer, distributor, supervisor, or
employer, the Comptroller may so regard the salesman, rep-
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resentative, peddler, or canvasser, and may regard the deal-
er, distributor, supervisor, or employer as a retailer or seller
for the purpose of this chapter.”

Alpine first argued that the Comptroller failed to prove as
a matter of law that Alpine is a direct sales organization. The
Court disagreed. According to the Court, the Comptroller’s
summary judgment evidence from Alpine’s own manual
established that Alpine marketed its products through a net-
work of independent sales persons and “encouraged them to
sell Alpine products through cold calls, teaser mailing, and
person-to-person approaches, among others.”

Alpine also argued that its dealers were not “salesmen,
representatives, peddlers, or canvassers” for purposes of
Rule 3.286(a)(1)(D) or the Tax Code. Rather, Alpine argued
that its dealers are “independent contractors.” The Court
again disagreed. According to the Court, Alpine’s dealers
function in the same way that salesmen, representatives,
peddlers, or canvassers function. The Court noted that Alpine
encourages its independent salespersons to hold meetings in
their homes to sell company products and recruit new sales-
persons. The Court also noted that Alpine bases its compen-
sation on the amount of products sold and the prices at which
the products are sold. The Court further noted that Alpine’s
dealers utilize a variety of sales techniques, including cold
calls, teaser mailing and person-to-person sales, all at the
suggestion of Alpine. The Court therefore held that the
Comptroller established that Alpine was a direct sales organ-
ization.

The Court rejected Alpine’s argument to the effect that
the Comptroller’s adjustment violated Section 151.024.
Alpine argued that Section 151.024 requires an individual-
ized determination that unique tax treatment for different per-
sons is warranted under the Tax Code, which the Comptroller
did not do. Alpine further argued that, if the Comptroller is not
required to make a determination that treatment of direct
sales organizations as retailers is necessary for administra-
tive efficiency, then the Comptroller’s Rule constitutes an
unlawful delegation of legislative authority. The Court reject-
ed each of these arguments noting in part that, although the
legislature requires the Comptroller to determine that treat-
ment of a dealer, distributor, supervisor, or employer as a
retailer is necessary for administrative efficiency, the legisla-
ture does not require the Comptroller to take particular steps
in making this determination. However, according to the
Court, the Comptroller produced ample evidence to show
that it did in fact determine the Alpine was a direct sales
organization and that treatment of Alpine as a retailer under
Section 151.024 was necessary for administrative efficiency.
For this same reason, the Court rejected Alpine’s alternative
argument.

The Court then considered and rejected Alpine’s final
argument concerning the constitutionality of the Comptrol-
ler’s assessment. Alpine argued that the Comptroller had
failed to establish a sufficient nexus between Texas and
Alpine’s sales activities because Alpine had no inventory, real
estate, employees, offices, bank accounts, or other assets in
Texas. The Court disagreed noting that the Comptroller had
introduced evidence that Alpine maintained a network of up
to 20,000 independent salespersons in Texas. The Court also
noted that Alpine suggested a variety of sales techniques in
its manual for use in selling Alpine’s products. Citing to Tyler
Pipe Indus., Inc. v. Washington State Dep’t of Revenue, 483
U.S. 232 (1987) and Scripto, Inc. v. Carson, 362 U.S. 207
(1960), the Court held that Alpine’s extensive network of
salespersons – even though they are independent contac-

tors—establishes a sufficient nexus between Texas and
Alpine’s sales activities.

The Court also rejected Alpine’s attempt to distinguish
Tyler Pipe and Scripto on the basis that both Tyler Pipe and
Scripto involved situations where the taxpayers’ sales forces
helped the taxpayers maintain markets in the taxing states,
whereas the Alpine independent distributors were them-
selves the in-state market. The Court rejected this argument
noting a letter from Alpine’s president which stated that most
of the company’s dealers sold the product retail. The Court
therefore concluded that the uncontroverted evidence in this
case established that a sufficient nexus between Texas and
Alpine’s sales activities.

As a final matter the Court summarily rejected Alpine’s
arguments to the effect that the Comptroller’s tax violates the
due process and equal protection clauses of the United
States and Texas Constitutions.

Direct sellers and multi-level marketing companies pres-
ent interesting constitutional nexus issues. On the one hand,
their in-state distributors resemble retailers, which do not
generally create nexus for out-of-state suppliers and whole-
salers. On the other hand, they resemble in-state sales rep-
resentatives which generally do. The Comptroller has gener-
ally taken the position that direct sellers with in-state
distributors have nexus for sales tax purposes, citing to the
U.S. Supreme Court’s holding in Scripto.7

Multi-level marketing companies have enjoyed slightly
greater success in the franchise tax context. In one hearing,
the Comptroller ruled that a multi-level marketing company
was not subject to the earned surplus portion of the Fran-
chise Tax by virtue of Public Law 86-272.8 In an unusual turn
of events, the Comptroller disagreed with the ALJ in that rul-
ing, who had initially ruled against the taxpayer on this issue.
Unfortunately for multi-level marketing companies, in a later
hearing decided by a different ALJ involving a very similar set
facts, the Comptroller ruled against the taxpayer on the Pub-
lic Law 86-272 issue and severely limited the scope of the
prior ruling.9

Thus, even before this case was decided, the Comptrol-
ler had an established a policy of holding direct sellers and
multi-level marketing companies with in-state distributors
subject to Texas franchise and sales tax obligations. The
Court of Appeals’ decision in this case will no doubt provide
the Comptroller with added boldness in pursuing multi-level
marketing companies.

USA Waste Services of Houston, Inc., 2004 WL 524469
(Tex. App.—Austin, March 18, 2004): Steam Cleaning Ser-
vices Purchased by Waste-Removal Company Do Not Qual-
ify for Sale for Resale Exemption

USA Waste Services of Houston, Inc., 2004 WL 524469
(Tex. App.—Austin, March 18, 2004) addresses the applica-
tion of the resale exemption to steam cleaning services pur-
chased by a waste removal company. USA Waste is in the
business of providing waste removal services for commercial
customers. In the course of providing the waste removal serv-
ices, USA will from time to time spill liquid onto a customer’s
property. Upon receiving a customer complaint about a spill,
USA hires a steam cleaning company to clean up the spill.

Following an audit, the Comptroller assessed sales tax
for USA’s purchase of steam cleaning services performed on
customers’ property. USA claimed that the services were
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exempt from sales tax under the “sale for resale” exemption,
which provides an exemption for services where “the buyer
intends to transfer the service as an integral part of a taxable
service.” USA argued that the steam cleaning was an integral
part of its waste removal service. The Court disagreed with
USA’s argument noting that USA’s safety manager estab-
lished that USA did not order steam cleaning every time that
a spill occurred and that spills occurred only “sometimes.”
The Court also rejected USA’s assertion that steam cleaning
induced its customers to purchase USA’s services, noting
that one could conclude from the evidence that USA ordered
steam cleaning only after a customer complained.

USA also argued that the Comptroller’s construction of
the resale exemption in this case was inconsistent with its
construction of the exemption in other contexts. However, the
Court found each of those contexts distinguishable. Accord-
ing to the Court, the steam cleaning services in this case
were more analogous to a construction company paying for a
plant that it accidentally backed over with one of its trucks.
The replacement of the plant is not an integral part of the
service, stated the Court, but rather is intended to make the
customer whole.

The Court therefore held that the steam cleaning servic-
es did not qualify for the sale-forresale exemption.

Resale Exemption Rulings

Hearing No. 43,728 (April 29, 2004): Telephone Equipment
Installed in Hotel Guest Rooms Do Not Qualify For Resale
Exemption

Hearing No. 43,728 addresses the taxability of a tele-
phone system in a hotel. The telephone system at issue con-
sists of a PBX system (switch equipment, telephones, ACD,
interface, etc.) and a voice mail messaging system. The tele-
phones were installed in hotel guest rooms. Hotel guests use
the room telephones to place and receive calls from outside
the hotel, as well as within the hotel. The telephones are also
commonly used by hotel guests to request services from
hotel staff and to receive incoming calls transferred by the
hotel’s front desk.

Throughout the audit period, hotel guests were charged
a fee for local and long distance telecommunication services
upon placing an outgoing call from a guest room telephone.
The hotel would collect and remit sales tax on these telecom-
munication services. However, the hotel claimed that it was
entitled to a refund for sales tax paid on telephone handsets
installed in hotel guest rooms under the sale for resale
exemption. In support thereof, the hotel argued that care,
custody and control of the equipment was transferred to its
guests.

In addressing this issue, the ALJ mentioned the 3rd
Court of Appeals’ 1998 decision in Sharp v. Clearview Cable
TV, Inc., 960 SW2d 424 (Tex. App.-Austin 1998, pet. den’d.),
in which the Court considered whether a wireless cable tele-
vision provider was entitled to purchase equipment affixed to
the outside of a subscriber’s home tax free under the sale for
resale exemption. In that case, the Comptroller conceded that
the subscriber took custody of the equipment because it was
located on the customer’s property, but argued that care and
control of the equipment was not transferred. The Court dis-
agreed with the Comptroller noting that the subscribers con-
trolled, at all times, the manner in which the outside equip-
ment was used (including programming decisions) and were
also contractually obligated to “properly care” for the cable
equipment.

According to the ALJ, the facts in this case were “funda-
mentally different” from those at issue in Clearview Cable. In
this case, hotel guests must refrain from damaging any prop-
erty located in the guest rooms, including the telephone
equipment because the guests have only a right to occupy
the room. According to the ALJ, the burden to care for, clean,
and maintain the telephone equipment and to make any nec-
essary repairs falls on the hotel, and not the hotel guests.The
hotel retains custody and control of the guest room telephone
handsets in this case by virtue of its ownership of the hotel
and all tangible personal property located therein. The fact
that the equipment is made available to hotel guests for a lim-
ited period of time does not place custody and control of the
equipment in the guests.

The ALJ continued stating that, even if the sale for resale
exemption did apply, intrahotel calls constitute a divergent
use of the equipment for which the hotel must accrue and
remit use tax on the fair market rental value of the phones for
the period of divergent use.

Texas Contractors

Hearing No. 41, 778 (April 20, 2004): Recoating Services for
Parking Garages Held Taxable as Real Property Repair and
Remodeling Services

In Hearing No. 41,778, the Comptroller considered the
taxability of services claimed to be nontaxable maintenance
services. The taxpayer in this case was a contractor who con-
tracted with a real estate company to recoat three parking
garages. The auditor assessed sales tax on these services
claiming they were taxable real property repair and remodel-
ing services. The taxpayer countered that the recoating proj-
ects represented routine maintenance performed on a sched-
uled basis to preserve the structure of the garages and were
therefore not subject to tax.

The three garages at issue in this ruling were in three
separate locations. The taxpayer provided the recoating serv-
ices for the first location (“Location A”) on July 1, 1997. The
recoating services for the second location (“Location B”) took
place on September 1, 1998. The recoating services at the
third location (“Location C”) occurred on December 1, 1998.

In support of its contention that the services were not
taxable, the taxpayer presented a letter from the Vice Presi-
dent of Company C regarding the three parking garages at
issue. The letter stated that COMPANY C was a premier real
estate management company that had in place routine
scheduled maintenance for the three parking garages at
issue. The garage at Location A was scheduled to be repaint-
ed in September of 2003 under a frequency schedule of
every six years. The garage at Location B was scheduled to
be repainted in September of 2003 under a frequency sched-
ule of every five years. The garage at Location C was sched-
uled to be repainted in November of 2004 under a frequency
schedule of every six years.

Other evidence established that the garage at Location
A had been purchased just before the repainting was per-
formed and furthermore that the repainting of the garage at
Location B was needed for insurance purposes.

The ALJ agreed with the Tax Division that the evidence
submitted by the taxpayer did not establish that the work per-
formed was either scheduled or periodic.10 The Comptroller
agreed that the taxpayer had established that repainting of
the garages was necessary to sustain or support safe, effi-
cient, continuous operations or to prevent the decline, failure,
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lapse, or deterioration of the improvement. However, the ALJ
ruled that the taxpayer failed to substantiate by way of main-
tenance schedules or work orders or other evidence that the
recoating services constituted scheduled, periodic mainte-
nance of real property. Furthermore, stated the ALJ, the
garage at Location B was painted on an as-needed basis to
obtain insurance coverage. For these reasons, the ALJ
denied the taxpayer’s contention that the services did not
represent taxable real property repair and remodeling servic-
es.

Manufacturing Exemption

Hearing No. 43,999 (March 26, 2004): Network Equipment
and Electricity Used in Telecommunications Services Held
Taxable: Manufacturing and Resale Exemptions Not Applica-
ble

In Hearing No. 43,999, the Comptroller ruled that a
provider of telecommunications services did not qualify for
either the manufacturing or resale exemption on its purchase
of network equipment or electricity used to provide certain
telecommunications services. The taxpayer in this case pro-
vides voice telecommunications, information processing and
transmission services within Texas and elsewhere. It utilizes
various items of equipment (“Network Equipment”) to
receive, convert, transmit, amplify and reproduce sound and
information. Electrical impulses are involved in the process.
The network equipment performs conversions of signals from
analog to digital and back to analog.

The taxpayer raised an interesting argument regarding
the applicability of the manufacturing exemption. It argued
that, following the October 1, 1997 legislative amendment to
the exemption, the network equipment qualifies for the man-
ufacturing exemption because the telecommunications serv-
ices provided by the taxpayer qualify as manufactured “prod-
ucts.” The taxpayer further argued that, following the 1997
amendment, the manufacturing exemption is not limited to
items of tangible personal property that are manufactured.
Alternatively, the taxpayer argued that telecommunications
fall within the definition of tangible personal property under
Section 151.009 of the Tax Code because they are visible to
the senses. Finally, the taxpayer argued that the telecommu-
nication services constitute tangible personal property
because they commence with electrical impulses, which are
regarded as tangible personal property under the Comptrol-
ler’s Rule 3.295.

The ALJ considered and rejected the taxpayer’s primary
argument regarding the significance of the 1997 amendment.
The ALJ noted that the purpose for the October 1, 1997
amendment was to respond to Court decisions interpreting
the manufacturing exemption to exempt tangible personal
property that the Comptroller held to be indirectly involved in
the manufacturing process and therefore nonexempt.11 The
ALJ noted that the amendment left undisturbed all other ref-
erences to tangible personal property in the manufacturing
exemption provisions of the Tax Code, which suggested that
the Legislature did not intend to broaden the exemption to
include intangible products or services. Thus, equipment
must be necessary or essential tangible personal property
used in the manufacturing, processing or fabrication of tangi-
ble personal property for ultimate sale to qualify for the man-
ufacturing exemption.

The ALJ also rejected the taxpayer’s alternative argu-
ment regarding the manufacturing exemption. After consider-
ing the history of the taxability of telecommunications servic-

es, the ALJ concluded that telecommunications were legis-
lated to be a service, not tangible personal property. Accord-
ing to the ALJ, telecommunications were legislated as a serv-
ice regardless of whether technically a telecommunications
message is perceptible to the senses. The ALJ also agreed
with the Tax Division that, if the Legislature had intended for
telecommunications to be considered tangible personal prop-
erty, no need would have existed for the addition of telecom-
munications as a taxable service in 1985.

The ALJ likewise rejected the taxpayer’s argument that
telecommunications signals are effectively electrical impuls-
es, which constitute tangible personal property under the
Comptroller’s rules. The ALJ noted that the taxpayer in this
case sells telecommunications services, not electricity. The
ALJ further stated that the network equipment is not made
tangible personal property by the involvement of electrical
impulses in the process, nor is the network equipment
exempt under the manufacturing exemption as equipment
that manufactures or processes electricity. Accordingly, the
ALJ ruled that, because the taxpayer’s network equipment
does not produce tangible personal property for ultimate sale,
the manufacturing exemption is not available to exempt its
network equipment.

The Comptroller also rejected the taxpayer’s second
contention in this ruling that the electricity used in its
telecommunications services qualifies for the resale exemp-
tion. The ALJ noted that electricity used in the telecommuni-
cations services is not transferred to the taxpayer’s sub-
scriber customers. Rather, it is converted by the taxpayer to
a signal, which is thereby consumed in providing telecommu-
nications services. Accordingly, the electricity did not qualify
for the resale exemption.

Hearing No. 42,955 (April 22, 2004): Certain Items Used in
Manufacturing Operation Held Taxable

In Hearing No. 42,955, the Comptroller addressed the
taxability of several items used by a taxpayer as part of its
shrimp processing operations. The taxpayer filed a refund
claim claiming that several items used in its operations qual-
ify for the manufacturing exemption. The Comptroller agreed
with the taxpayer with respect to some of these items, but not
on others.

The taxpayer claimed that the purchase of an ice
machine qualified for the manufacturing exemption under
Section 151.318(a)(10) because it was “necessary and
essential to comply with federal, state, or local laws or rules
that establish requirements related to public health.” The ice
produced by the ice machine was used to keep the shrimp
within a certain temperature range as required by federal reg-
ulations. The ALJ denied the exemption to the ice machine
because the taxpayer did not establish by clear and convinc-
ing evidence that it could not secure ice that would comply
with the federal regulations from any source other than the
ice machine. According to the ALJ, the federal regulations
required that the ice comply with certain requirements, but
did not require that the ice be produced by the taxpayer’s ice
machine.

The ALJ agreed with the taxpayer, however, that certain
hand cleaner required by state and federal health regulations
qualifies for the manufacturing under Section 151.318(a)(10).
The facts established that special hand cleaners were
required to be used by processing employees under state
and federal health regulations.
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The ALJ also agreed with the taxpayer that the purchase
of certain pumps, piping, motors, switches, and accessories
associated with surge tanks qualified for the exemption pro-
vided for under Section 151.318(a)(11), which provides an
exemption for property installed to “reuse and recycle waste
water streams generated within the manufacturing . . . opera-
tion.”

The ALJ rejected an argument by the Tax Division that
the surge tanks and accessories did not qualify for the man-
ufacturing exemption because they were not specifically
required by federal regulations. According to the ALJ, these
items qualified for the exemption because they were installed
to reuse and recycle the water displaced from the chill and
thaw tanks used in the taxpayers operations.

The ALJ rejected an argument by the taxpayer that cer-
tain piping used to re-circulate water from a surge tank to a
flume at a separate “heading” station qualified for the manu-
facturing exemption. According to the ALJ, the evidence in
this case clearly establish that the surge tank and the flume
were not a single item of manufacturing equipment, but rather
constituted an integrated group of manufacturing and ancil-
lary equipment. As such, the piping was not a component
part of a single item of manufacturing equipment as required
under Section 151.318(c)(1)(A), but rather constituted a non-
exempt intra-plant item of transportation equipment subject
to state tax.

Finally, the ALJ rejected the taxpayer’s claim that certain
steam and pressure washers used to clean the “peeling
areas” are exempt under Section 151.318(a)(10). The Comp-
troller rejected this assertion, noting that only the cleaning of
the peeling equipment and not the use of steam and pressure
washers was required by the federal regulations.

Hearing No. 42,858 (April 27, 2004): Manufacturing Exemp-
tion Held Inapplicable to Certain Refrigeration Units

In Hearing No. 42,858, the Comptroller ruled that elec-
tricity used to operate certain coolers and freezers does not
qualify for the manufacturing exemption. The taxpayer in this
ruling purchases frozen and nonfrozen food products from
manufacturers for distribution at grocery stores. The products
are processed and packaged prior to receipt by the taxpayer.
Upon receipt, the taxpayer uses coolers and freezers to lower
the temperature of the products to various target levels prior
to distribution to its customers. The taxpayer claimed that
electricity used to operate these refrigeration units as well as
packaging supplies and the costs of repairs and replacement
parts for processing equipment are exempt from the State
sales tax under the manufacturing exemption.

The ALJ summarily rejected the taxpayer’s assertions.
Citing to numerous rulings, the ALJ ruled that the processing
of food products is complete when the products are pack-
aged by the manufacturer. According to the ALJ, the subse-
quent lowering of food temperatures during storage by a dis-
tributor, prior to resale to a grocery store or restaurant, does
not constitute exempt processing under Sections 151.317,
151.318, or the Comptroller’s longstanding administrative
policy. Accordingly, the taxpayer was not entitled to claim the
manufacturing exemption.

Taxability Determinations

Hearing No. 42,539 (June 8, 2004): Skybox Rentals Held
Subject to Sales Tax

In Hearing No. 42,539, the Comptroller considered the
taxability of fees received for the rental of skyboxes. The tax-
payer in this case is the owner and operator of a profession-
al basketball team who entered into a license agreement with
an unnamed city (“City”) for the license of several sky boxes
located in a sports facility. The City makes available to the
taxpayer and its sublicensees a corresponding number of
admission tickets for specified events. The taxpayer enters
into sublicense agreements with various third parties under
which it receives fees for the use of the sky boxes. The tax-
payer remitted sales tax on the face amount of the admission
tickets sold to sublicensees. At issue in this hearing is the tax-
ability of the remaining portion of the fee payments.

The taxpayer offered three reasons that this portion of
the fees is not subject to Texas sales tax. First, it argued that
the fees represent payment for the nontaxable rentals of real
property. Second, it argued that the fees represent payment
for nontaxable sales of intangible rights. Third, it argued that
the fees are exempt from taxation under Section 151.3101 of
the Texas Tax Code. The ALJ disagreed with each of these
arguments.

With respect to the first argument, the ALJ noted that the
Comptroller’s policy, as expressed in Tax Policy Letter
9507L1361C01 and Tax Policy Letter 9501L1329E06, is that
the charge for the use of a facility to view an amusement is
part of the total charge for the amusement service and there-
fore subject to sales tax. According to the ALJ, this is a rea-
sonable interpretation “based on the obvious conclusion that
the only reason for licensing a sky box is [to] be able to view
events in the facility.” For this reason, the Comptroller reject-
ed the taxpayer’s first two arguments.

The ALJ also rejected the taxpayer’s third argument. The
ALJ ruled that, while fees paid by the taxpayer to the City are
exempt from sales tax under Section 151.3101, the subli-
cense fees paid by the suite holders to the taxpayer are nev-
ertheless subject to tax because each represents fees paid
under a separate transaction.

Hearing No. 41,466 (April 14, 2004): Insurance Related Ser-
vices Held Taxable

In Hearing No. 41,466, the Comptroller ruled that certain
insurance related services were subject to sales tax. The
petitioner in that ruling is an insurance adjusted who meas-
ures and documents losses of individual policyholders to
assist those policyholders in obtaining fair settlements from
their insurance companies. The petitioner argued that its
services were not subject to sales tax as “insurance servic-
es” in part because they were not performed on behalf of
insurance carriers. The ALJ disagreed ruling that, because
the services were provided to policyholders and pertained to
policies of insurance, they were subject to sales tax.

Letter Ruling 200407710L (July 21, 2004): Bounty Hunter
Services Held Taxable

In Letter Ruling 200407710L, the Comptroller ruled that
the services provided by a bounty hunter are subject to the
state sales tax. According to the ruling, a person must be
licensed as a private investigator in Texas to provide the serv-
ices of a bounty hunter. As such, these services are taxable
as “security services” under the Texas Tax Code.

Letter Ruling 200406651L (June 1, 2004): Sale of Receivable
Held not Taxable as Debt Collection Service
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In Letter Ruling 200406651L, the Comptroller
addressed the taxability of certain debt collection services
and ruled that the service is not taxable where it is structured
in the form of a sale of the receivables at issue. The ruling
addresses three examples under a hypothetical where Com-
pany B engages Company A to collect an outstanding $1,000
debt. Under the first example, 60% of the amount collected is
remitted to Company B and 40% is retained as compensation
by Company A. The Comptroller ruled that the 40% retained
by Company A is taxable as a debt collection service. Under
the second example, Companies B and A share 60%/40% on
the first $700 collected with any additional monies collected
going to Company A. The Comptroller ruled that tax is due on
40% of the first $700 plus the additional amount retained by
Company A ($200 in the example).

Under the third example, Company A purchased the
$1,000 receivable from Company B for $400 and collected
$900 from the debtor. Under these facts, the Comptroller
ruled that Company A is not performing a debt collection
service because it is the owner of the receivable and does
not receive any consideration for collecting. However, Com-
pany B owes tax on all remaining payments due for the
receivables at the time of their sale to Company A under Rule
3.302(c).

This ruling provides an interesting possibility on structur-
ing debt collection services. Rather than structuring debt col-
lection services as such, one might consider structuring the
services as a sale of the receivables. This ruling suggests
that the Comptroller would not consider the sale taxable.
However, the Comptroller has frequently applied the
“essence of the transaction” doctrine to re-characterize trans-
actions. It is quite possible that, under certain circumstances,
the Comptroller would apply this doctrine to re-characterize a
sale of receivables as debt collection services. Any company
considering this possibility should probably first obtain a pri-
vate letter ruling from the Comptroller.

Letter Ruling 200403425L (March 4, 2004): Property Tax
Included in Lease Charge of Tangible Personal Property Not
Subject to Sales Tax 

In Letter Ruling 200403425L, the Comptroller ruled that
certain property taxes passed to lessees of tangible person-
al property as additional rent were not subject to sales tax.
The taxpayer is a lessor of computer equipment that would
add property taxes to the amount of rent owed by the
lessees. The taxpayer would perform calculations utilizing
actual valuations provided to the county and tax rates for
each individual lessee site in order to determine the amount
of property tax to bill to a specific client. On these facts, the
Comptroller ruled that the taxpayer’s methodology amounted
to a dollar-for-dollar separately stated reimbursement for
property tax paid on the specific equipment being leased
under the contract which is not subject to sales and use tax.

Use Tax

Hearing No. 42,035 (May 27, 2004): Morton Buildings Held
Inapplicable to Component Parts of Film Projection Systems

Hearing No. 42,035 addresses the applicability of the
Third Court of Appeals’ holding in Sharp v. Morton Buildings,
Inc., 953 S.W.2d 300 (Tex. App.-Austin 1997, pet. den’d) to
certain component parts purchased for film projection sys-
tems used in Texas. The taxpayer owns and operates movie
theaters throughout the U.S. including Texas. It filed a refund
request for sales and use taxes paid on the purchase of com-

ponent parts purchased from out of state manufacturers for
film projection systems used in the taxpayer’s Texas movie
theaters.

The component parts consist of amplifiers, digital sound
processors, projectors, and other projector-related compo-
nents. They were sent directly to a company in California for
final assembly into film projection systems, which were then
shipped to the taxpayer’s theaters in Texas for installation by
engineers and electricians. The taxpayer argued that the
component parts were not subject to tax under the holding of
Morton Buildings because they ceased to exist as separate
pieces of tangible personal property at the time they were
brought into the state.

The ALJ agreed with the Tax Division that the facts of
this case were distinguishable from those considered in Mor-
ton Buildings. According to the ALJ, Morton purchased “raw”
materials in the truest sense of that word: lumber, plywood,
paint, and steel, all of which were used by Morton to create
building components with a different nature in utility. By con-
trast, the film projection system components purchased by
the taxpayer in this case were already manufactured from
raw materials and maintained the same nature, utility, and
function after being installed in the film projection systems.
Accordingly, the ALJ ruled that the assembled components
were used by the taxpayer in its Texas theaters and were sub-
ject to the State’s use tax.

Refund Claims

Hearing No. 42,309 (April 7, 2004): Refund Claim Did Not
Operate to Toll Statute of Limitations 

In Hearing No. 42,309, the Comptroller addressed the
question of whether a refund claim submitted by a taxpayer
in connection with an ongoing audit had the effect of tolling
the statute of limitations with respect to a subsequently filed
refund claim. The taxpayer in this case was audited for sales
and use tax for the period from June 1, 1992 through May 31,
1996. On June 30, 1998, the taxpayer filed a refund claim
covering part of the audit. (October, 1993 to May, 1996). The
portion of the refund claim falling within the audit period was
processed as part of the audit. Approximately one year later,
on June 10, 1999, the Comptroller issued a Texas Notification
of Audit Results showing a credit due to the taxpayer. The
credit became final on July 11, 1999.

The taxpayer filed a subsequent refund claim that also
covered part of the prior audit period. The Comptroller grant-
ed only part of the refund claim and denied the remaining
portion on the basis that it was barred by the statute of limi-
tations. The taxpayer requested a hearing on the denial
claiming that the refund claim was not untimely in part
because the original refund claim tolled the statute of limita-
tions, and in part because the second claim was filed within
six months of the date the deficiency determination became
final. The ALJ disagreed with each of these arguments.

With respect to the first argument, the ALJ ruled that
audits do not constitute administrative proceedings that toll
the statute of limitations. According to the ALJ, the Tax Code’s
provision for tolling the statute of limitations while an “admin-
istrative proceeding is pending before the Comptroller for a
redetermination of the tax liability,” clearly contemplates a
contested case as defined in the Government Code. Because
informal reviews do not constitute contested cases, they do
not toll the limitations period.
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With respect to the taxpayer’s second argument, the ALJ
acknowledged that the second refund claim was filed less
than six months following the date the deficiency determina-
tion became final on July 2, 1999.The ALJ also noted that the
Tax Code does not require that the Comptroller’s determina-
tion in a “deficiency determination” in fact be a deficiency and
recognized that many audits result in credits rather than tax
amounts due. As such, the second refund claim would be
timely under Section 111.104(c), unless limited by Section
111.104(d) which limits the refund claim to the amount of tax
“found due” in the deficiency determination. According to the
ALJ, this statutory provision has been interpreted by the
Comptroller to limit the transactions that fall within the six
month provision of Section 111.104 to “all transactions that
are included in the deficiency determination.” Under this
authority, the second refund claim was not timely under the
six month provision of Section 111.104 because the transac-
tions that made up the second refund claim were not includ-
ed in the deficiency determination.

Hearing No. 43,726 (June 8, 2004): Refund Claim for Items
not Included in a Prior Deficiency Determination Held Barred
by Statute of Limitations

In Hearing No. 43,726, the Comptroller ruled that a tax-
payer’s claim for refund was barred by the statute of limita-
tions notwithstanding that it was filed within six months from
the date that a prior deficiency determination became final.
The taxpayer was audited for sales and use tax compliance
for the period from June 1, 1996 through December 31, 1998.
The Comptroller issued a Texas Notification of Audit Results
that became final April 7, 2002. On September 6, 2002, the
taxpayer filed a refund claim for the audit. The Comptroller
denied the refund claim in part on the basis of the statute of
limitations.

The ALJ agreed with the Tax Division that the refund
claim was barred by the statute of limitations. The ALJ noted
that Section 111.104(c)(3) provides that a refund claim must
be filed “before the expiration of the applicable limitation peri-
od. . . .or before the expiration of six months after a jeopardy
or deficiency determination becomes final, whichever period
expires later.” The Tax Division argued that the refund claim
was subject to Section 111.104(d), which limits the refund
claim to the amount of tax “found due” in the deficiency
determination. The ALJ agreed that this limitation precluded
the refund claim in this case because the transactions that
made up the denied items in the refund claim were not includ-
ed in the deficiency determination.

Successor Liability

Hearing No. 43,978 (May 5, 2004): Successor Liability
Upheld Against Purchaser of Restaurant

In Hearing No. 43,978, the Comptroller upheld the impo-
sition of successor liability for unpaid sales tax against the
purchaser of a café. Under the terms of the contract the tax-
payer agreed to pay an unspecified amount for the restau-
rant’s equipment and inventory, as well as the right to contin-
ue operating the restaurant in the same location using the
same trade name. The ALJ ruled that the Tax Division had
established a prima facie case for successor liability under
Section 111.020 of the Tax Code by showing that the taxpay-
er had purchased the predecessor’s equipment and invento-
ry, as well as the right to continue operating the restaurant in
the same location using the same trade name. Moreover, the
taxpayer presented no controverting evidence to refute the
Tax Division’s position. As such, the taxpayer was liable for

the predecessor’s sales tax liability under Section 111.020 of
the Tax Code.

Hearing No. 43,660 (April 26, 2004): Successor Liability
Upheld in Acquisition of Convenience Store 

In Hearing No. 43,660, the Comptroller considered the
applicability of successor liability to the purchaser of a con-
venience store and ruled that the new owner could in fact be
held liable for his predecessor’s unpaid sales tax liability. The
purchaser contracted to purchase equipment and inventory
previously used in the operation of a convenience store by
the seller. The contract provided that the seller was responsi-
ble for all sales tax due through the date of sale. No amount
of the purchase price was specifically allocated to good will.
In addition, the seller did not purchase the trade name under
which the seller operated the convenience store business.
The convenience store reopened under a new name within a
few days after consummation of the transaction and contin-
ued to operate at the same location.

The ALJ ruled that location and inventory are the “vital
ingredients” in establishing successor liability for a conven-
ience store. The ALJ noted that, in this case, location
remained the same and the purchaser acquired the entire
sellable inventory. The ALJ also found it noteworthy that the
purchaser had acquired various items of equipment that
made the store profitable and essentially continued to oper-
ate the same business as before, subject only to an insignif-
icant interruption.These facts were sufficient to establish suc-
cessor liability, according to the ALJ.

The ALJ rejected the purchaser’s argument to the effect
that successor liability should not apply because it did not
purchase the seller’s good will. According to the ALJ, the fact
that good will is not purchased, where none is apparent, does
not prevent a purchaser from qualifying as a successor under
Section 111.020. The ALJ also commented that the agree-
ment between the parties allocating sales tax liability did not
operate to absolve the purchaser from liability under Section
111.020.

The ALJ distinguished the facts of this case from those
at issue in Hearing No. 40,162 (2002) in which the Comptrol-
ler ruled that successor liability did not apply to the purchas-
er of used equipment already in place in restaurant premis-
es. According to the ALJ, unlike the decision in Hearing No.
40,162, the transaction in this case involved the transfer of
inventory on hand. The ALJ also noted that, unlike the pur-
chaser in Hearing No. 40,162, the purchaser in this case was
not established in the convenience store business at the time
of the purchase. For this reason, the transaction could not be
viewed, as it was in Hearing No. 40,162, as an expansion of
a business with existing and independently developed good
will. These facts distinguished Hearing No. 40,162 and ren-
dered its ruling inapplicable.

For these reasons, the ALJ upheld the imposition of suc-
cessor liability.

Franchise Tax

Anderson-Clayton Bros. Funeral Home, Inc. et al. v. Comp-
troller of Public Accounts, 2004 Tex. App. LEXIS 7168 (Tex.
App. – Austin 2004, no pet h.): Investment Income of Grantor
Trust is Sourced to Location of Trust, Despite Flow-Through
Nature of Income For Federal Tax Purposes

As this publication goes to print, the Texas Court of
Appeals issued an opinion involving the Texas franchise tax
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in the case of Anderson-Clayton Bros. Funeral Home, Inc. et
al. v. Comptroller of Public Accounts, 2004 Tex. App. LEXIS
7168 (Tex. App. – Austin 2004, no pet h.) that triggered a
compelling dissenting opinion from Justice David Puryear.
The case addresses the proper sourcing of revenues gener-
ated by a grantor trust for purposes of apportioning the
earned surplus portion of the franchise tax. The Court held
that the investment income of a grantor trust should be
sourced by viewing the trust as the payor for purposes of
apportioning the earned surplus portion of the Texas fran-
chise tax. This applies notwithstanding that the trust’s income
flows through to the grantor for both federal income tax and
taxable earned surplus purposes.

The taxpayers consist of a group of affiliated funeral
homes that sell prepaid funeral services. As required under
state law, the proceeds from the prepaid services are placed
in certain trusts that invest the proceeds and accumulate
earnings. The trusts are treated as grantor trusts for federal
income tax purposes. For the period at issue, the investment
earnings of the trusts were derived from certain out-of-state
corporations.

The taxpayers properly included income of the trusts in
their taxable earned surplus. However, they maintained that,
under Section 171.1121(b) of the Texas Tax Code, the invest-
ment proceeds should be sourced by treating the corporate
payors as the relevant payors and not the trusts. Following
this argument to a logical conclusion would of course mean
that proceeds would be sourced out-of-state.

The Court disagreed with the funeral homes, focusing its
analysis on two key terms in Section 171.1121(b). Section
171.1121(b) states, “Except as otherwise provided by this
section, a corporation shall use the same accounting meth-
ods to apportion taxable earned surplus as used in comput-
ing reportable federal taxable income.” According to the
Court, the term “accounting methods” as contemplated by the
franchise tax statute relates primarily to the timing of revenue
and income recognition. The term “apportion” refers to the
apportionment provisions in Section 171.106. The Court did
not find that either of these terms supported the taxpayers’
argument.

The Court offered its own interpretation of Section
171.1121(b). According to the Court, this section merely
requires corporations to apply the same accounting method
(e.g., the installment method, the percentage of completion
method) for purposes of calculating both reportable federal
taxable income and the “gross receipts” used in the appor-
tionment factor of Section 171.106. The Legislature’s evident
intent for doing so, stated the Court, stems from the fact that
both “gross receipts” used in the earned surplus apportion-
ment factor and the taxable earned surplus that is being
apportioned are derived from items reportable on the corpo-
ration’s federal income tax return.

The Court then considered where the income at issue
should be sourced. The Comptroller argued that, because
Section 171.1121(b) provides no guidance for determining
the location of the payor for apportionment purposes, it could
use its own method for making that determination. The Court
held that, because ultimately the trusts pay income to the
funeral homes earned from their investments, the Comptrol-
ler’s determination that the trusts should be considered the
payors was reasonable. Moreover, because the trusts were
domiciled in Texas, under the “location of the payor” rule, the
investment income was properly characterized as Texas
receipts for apportionment purposes.

Justice David Puryear, issued the dissenting opinion.
Justice Puryear disagreed with the majority’s characterization
of the trusts as “payors” generating income from business
done in Texas. Justice Puryear argued that the majority’s
interpretation of Section 171.1121(b) is flawed in two
respects: (1) it renders subsection (b) of section 171.1121
redundant of subsection (a), and ignores the meaning of the
term “apportion.”

According to Justice Puryear, subsection (a) of Section
171.1121 directs taxpayers to do precisely what the majority
interepreted subsection (b) to do. He noted that subsection
(a) provides that gross receipts mean all revenue reportable
by a corporation on its federal tax return.12 In addition, taxable
earned surplus is determined by adjusting the amount of a
corporate taxpayer’s reportable federal taxable income under
Section 171.110(a) of the Tax Code. And gross receipts do
not include revenues that are not included in taxable earned
surplus under Section 171.1121(a). Collectively, these provi-
sions require that gross receipts be calculated consistently
with taxable earned surplus. This is spelled out in subsection
(a), not subsection (b).

Justice Puryear also cited to the definition of “apportion”
in Blacks Law Dictionary in concluding that the Tax Code
requires that federal accounting methods be used in deter-
mining to whom investment income should be attributed. Jus-
tice Puryear continued stating that nothing in Section 1121 or
elsewhere in the Franchise Tax Act supports the Comptrol-
ler’s contention that the term apportion means to calculate
gross receipts consistently with taxable earned surplus. Jus-
tice Puryear further noted that, under federal law, the trusts
at issue in this case are treated as grantor trusts whose
income flows through to the grantors. Applying this federal
accounting method to the facts of this case, as Section
171.1121(b) requires, stated Justice Puryear, means that the
corporations in this case should be treated as the payors for
purposes of the location of the payor rule.

Justice Puryear continued stating that, even if he were to
agree that the Tax Code does not require the Comptroller to
apply the federal method of treating grantor trusts as flow-
through trusts rather than payors, he would still hold that the
trusts cannot be characterized as the payors for purposes of
the location of the payor rule. This is because the trusts do
not generate the investment earnings and have no discretion
as to how or when the earnings should be paid.

Justice Puryear appears to have the stronger argument
in this case. The majority has succeeded in creating precise-
ly the kind of inconsistency that it claims the Legislature
sought to avoid in Section 171.1121(b). The fact that the Leg-
islature intended to require taxpayers to use the same
method of accounting for purposes of calculating both
reportable federal taxable income and the “gross receipts”
used in the apportionment factor of Section 171.106, as
determined by the Court, suggests that the Legislature
sought consistency between these two concepts. By uphold-
ing the Comptroller’s sourcing rule, the Court has effectively
established two different (and inconsistent) rules for sourcing
the same item of income for purposes of the earned surplus
portion of the franchise tax. Assuming the Court’s character-
ization of Legislative intent is correct, it seems questionable
that the Legislature would have intended such result.

Furthermore, the Court’s comment that trust income can
be properly sourced to the trusts in this case because the
trusts ultimately pay income to the funeral homes earned
from their investments overlooks a fundamental characteris-
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tic of grantor trusts. Specifically, this reasoning overlooks the
fact that trust income is included in the grantor’s income for
earned surplus purposes, not because of any actual pay-
ments made to the grantor, but merely because of the flow-
through nature of grantor trusts. The Court’s holding effec-
tively requires the presumption of a hypothetical payment
from the trust to the grantor in applying the sourcing rules.

Hearing No. 41,675 (June 10, 2004): Caution! Do Not Over-
pay Tax With Delinquent Returns: Refund Claim Held Barred
By Statute of Limitations

Hearing No. 41,675 provides a stark reminder of how
quickly and easily the statute of limitations can whipsaw tax-
payers who files late returns. The taxpayer in this case filed
franchise tax returns for the 1993 through 1997 report years
in response to investigative efforts by the Comptroller’s Busi-
ness Activity Research Team. The returns were filed on May
12, 2000 and were based on tentative information. At the time
the returns were filed, the taxpayer remitted a payment that
purposefully exceeded the amount of tax liability calculated
on the basis of the tentative information in order to have the
excess available to offset interest and any liability for suc-
ceeding report years. The taxpayer thereafter filed a claim for
refund on the overpayment.The Comptroller denied the claim
on the basis of the statute of limitations.

On appeal, an administrative law judge upheld the
denial. The ALJ noted that Section 111.104 requires that a
refund claim be filed before the expiration of the applicable
limitations period provided in Chapter 111 or before the expi-
ration of six months after a jeopardy or deficiency determina-
tion becomes final, whichever expires later. According to the
ALJ, the statute of limitations under Chapter 111 had already
expired for all but the last year at the time the claim for refund
was filed. In addition, delinquency notices issued by the
Comptroller advising the taxpayer of its filing delinquencies
and of impending corporate forfeiture did not constitute jeop-
ardy or deficiency determinations and therefore the 6-month
period for filing a refund claim did not apply.

Significantly, the operation of the 6-month period for fil-
ing refund claims under Section 111.104 provides yet anoth-
er reason to use the Comptroller’s voluntarily disclosure pro-
gram to report and remit tax to the State. Taxpayers who
voluntarily disclose and pay tax under the Comptroller’s vol-
untary disclosure program limit their exposure to liability to
four years and also avoid the imposition of penalties and
interest. In addition, the Comptroller will generally allow tax-
payers to correct amounts reported under the VDA program
and obtain a refund of overpayments within a few months of
the voluntary disclosure.

Hearing No. 43,513 (May 13, 2004): Sale of Subscriber List
Held Apportionable to Texas

Hearing No. 43,513 considers the apportionability of
gain from the sale of a subscriber list for Texas franchise tax
purposes. The taxpayer is a direct marketer of personal com-
puters and a provider of a nationwide Internet service. The
Internet provider service features electronic mail as well as
Internet access to a wide array of information resources,
including news, entertainment, education, etc. and is referred
to as “Internet.Net.”

In October 1999, the taxpayer entered into an agree-
ment with a third party (“Internet Corporation”) for the sale of
the Internet.net subscriber list. The taxpayer argued that gain
from the sale of the subscriber list should be allocated to

South Dakota, the state of its commercial domicile rather
than Texas.

The ALJ disagreed and cited several key factors that
support its conclusion. First, Internet.net was not operated as
a separate legal entity, but rather was operated as a segment
of the taxpayer’s business. Second, the taxpayer sold only
the subscriber list and not the entire Internet.net business
segment. Third, the taxpayer continued to provide Internet
service to Internet.net customers in Texas.

The ALJ also found noteworthy a representation made
by the taxpayer to the Securities and Exchange Commission
in which the taxpayer stated that the agreement with the
Internet Corporation was “intended to accelerate [the] distri-
bution of each company’s products and services . . . .” Accord-
ing to the ALJ, this statement as well as common sense led
to the conclusion that the taxpayer’s decision to provide Inter-
net services was perfectly tailored to and designed to
enhance its existing business of manufacturing and selling
personal computers. Thus, income received from the sale to
Internet Corporation was directly related to the taxpayer’s
activities in Texas.

Under these facts, the ALJ ruled that the taxpayer had
failed to rebut the presumption that gain from the sale of the
Internet.net subscriber list was unitary and therefore appor-
tionable to the taxpayer’s Texas operations.

Hearing No. 43,575 (April 16, 2004): Gain on Sale of Stock
Acquired in Demutualization of Insurer Held Apportionable to
Texas Under Allied Signal

In a case of first impression, the Comptroller ruled that
gain from the sale of stock acquired from a demutualizing
insurance company was apportionable to Texas. The Peti-
tioner in this case held an insurance policy with Company A
on the life of a key officer, who was also the Petitioner’s
majority shareholder. In 1999, the insurance company went
through a demutualization process wherein it was trans-
formed from a mutual life insurance company (i.e., owned by
its voting policyholders) to a life insurance company with
common shares owned by its shareholders. As a policyhold-
er, Petitioner received shares of stock in Company B and
cash during the demutualization process. In the same year,
Petitioner sold the Company B stock at a gain.

Petitioner contended that gain from the sale of the Com-
pany B stock was not includable in its Texas franchise tax
because the gain constitutes non-unitary income. The tax-
payer argued that the gain was not unitary because (i) it had
insufficient unitary connection with Texas; (ii) the three unities
test (centralized management, functional integration, and
economies of scale) have not been met; and (iii) the stock
was held as an investment. The ALJ disagreed with the Peti-
tioner.

In arriving at its conclusion, the ALJ stated that, while the
three unities test provides indicia as to the existence of uni-
tary business, it is not the exclusive test in determining the
existence of unitary business under the United States Con-
stitution. Quoting the Supreme Court’s holding in Allied Sig-
nal, the ALJ ruled that “what is required instead is that the
capital transaction serve an operational rather than an
investment function.”13 The ALJ also agreed with the Tax Divi-
sion that, because Petitioner would not have held the stock
but for the existence of the insurance policy, the focus in
applying this standard should be on the insurance policy
rather than on the stock itself.
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Having determined that the focus should be on the insur-
ance policy, the ALJ then considered whether the insurance
policy served an operational function or was a passive invest-
ment unrelated to Petitioner’s activity carried out in Texas.
The ALJ noted that the insurance policy purchased protected
Petitioner and its entire business operation against risk that
may potentially arise from the death of a key officer. Under
these circumstances, ruled the ALJ, the insurance policy
clearly served a purpose related to Petitioner’s manufacturing
operation.

The Comptroller’s decision in this case effectively estab-
lishes a per se rule that any income attributable to a compa-
ny’s key man insurance policy represents unitary income for
apportionment purposes. However, query whether this same
rule should apply to appreciation that occurs after the date
the investment ceases to be held in the form of a key man
insurance policy. For example, if the Petitioner in this case
had instead held the stock for two years following the insur-
er’s demutualization during which time the stock doubled in
value, the subsequent appreciation should not automatically
fall under the Comptroller’s new per se rule. Those facts
would provide a strong basis for distinguishing the Comptrol-
ler’s ruling in this case, even assuming that this ruling repre-
sents a proper interpretation of the Texas Tax Code and the
U.S. Constitution.

Hearing No. 41,115 (April 16, 2004): Receipts From Televi-
sion Programming Service Are Sourced to Texas as Pro-
ceeds From the Use of a License Rather than From the Sale
of a Service 

In Hearing No. 41,115, the Comptroller determined that
revenues derived from the performance of television network
programming services were apportionable to Texas as pro-
ceeds for the use of a license rather than for the provision of
services. The Petitioner in this case is a national television
network programming provider with nexus in Texas. It pro-
vides its programming services to third party cable system
operators and multi-channel video programming distributors,
referred to as “affiliates, via satellite.

At issue in this ruling was whether proceeds received
from affiliates constitute proceeds for the use of a license or
for the provision of a service. Under the Tax Code and the
Comptroller’s Rules, receipts from the performance of servic-
es are generally sourced to the point at which the services
are performed, whereas receipts from the use of a license
are sourced to the location where the licensed is used. Peti-
tioner argued that the receipts in dispute result from labor-
intensive network programming services, all of which are per-
formed in New York. In support of its argument, Petitioner
cited to the Austin Court of Appeals decision in Westcott
Communications, Inc. v. Strayhorn, 104 S.W.3d 141 (Tex.
App.—Austin 2003, pet. denied), which held that receipts
from educational and training programming services originat-
ing in Texas and provided via satellite to customers for view-
ing outside of Texas represent receipts for the performance of
a service and not for the right to view the programming.

The ALJ disagreed with Petitioner’s argument. The ALJ
ruled that Westcott was not controlling in this case in part
because, unlike in Westcott, the explicit contract language at
issue in this case facially reflects the grant of a license and
identifies the involved receipts as license 23 fees.14 According
to the ALJ, the contracts in this case clearly contemplate the
payment to Petitioner for the right to distribute entertainment
programming. The ALJ also found persuasive case law in
Michigan holding that payment by cable operators for net-

work programming represent royalties and not compensation
for the provision of services.

The ALJ therefore ruled that the fees paid to Petitioner
represent fees for the use of a license that were properly
sourced to Texas.

Hearing No. 43,183 (Jan. 16, 2004): Limitations Period for
Refund Claims Applies Even Where Taxpayer Not Subject to
Franchise Tax

Hearing No. 43,183 addresses the applicability of the
statute of limitations to a refund claim filed after the Comp-
troller determined that a taxpayer did not have nexus with the
State. The Claimant in this ruling filed Texas franchise tax
reports and paid franchise tax for report years 1998 through
2000. It later submitted a Texas Nexus Questionnaire to the
Comptroller’s Business Activity Research Team after which
the BART determined that Claimant did not have nexus with
Texas for franchise tax purposes. Thereafter, on December
12, 2002, Claimant filed a refund claim seeking a refund of
franchise tax previously paid for the 1998, 1999 and 2000
report years. The Comptroller denied Claimant’s refund claim
for the 1998 report year.

On appeal, the Claimant acknowledged that a refund
claim must generally be filed within four years from the date
the tax is due and payable under Section 111.104(b) of the
Texas Tax Code. However, Claimant argued that the statute
of limitations never commenced to run because no franchise
tax was ever “due and payable.”

The ALJ rejected Claimant’s argument. The ALJ noted
that under the long-settled common law of Texas, taxes vol-
untarily paid may not be recovered even where the tax is ille-
gal, absent fraud, express or implied duress or mutual mis-
take of law. According to the ALJ, Claimant’s franchise tax
payment for 1998 was purely voluntary and therefore subject
to the voluntary payment rule. The ALJ also agreed with an
argument by the Tax Division to the effect that construing the
“due and payable” clause to mean that the statute does not
run at all if the tax is not “due and payable” would render lim-
itations meaningless for all refund claims. As a final matter,
the ALJ noted that even claims for refund of illegal fees or
taxes paid involuntarily or under duress have been held sub-
ject to the applicable statute of limitations or the equitable
doctrine of laches.

Accordingly, the ALJ ruled that the denial of the refund
claim on the basis of the limitations period should be upheld.

Hearing No. 42,311 (Jan 26, 2004): Sourcing Receipts Attrib-
utable to Goods Originating in Mexico to Texas Under
“Throwback” Rule Did Not Violate U.S. Constitution

Hearing No. 42,311 presents the interesting issue involv-
ing the applicability of the “Import-Export Clause” of the U.S.
Constitution to the throw-back rule in the Texas Tax Code.
With predictability, the ALJ in this case ruled that the throw-
back rule as applied under the facts of this case did not vio-
late the Import-Export Clause. The ALJ also ruled that the
receipts attributable to the sale of goods in this case were
properly sourced to Texas under the “throwback” rule in the
Texas Tax Code.

The Claimant in this case is headquartered in Wisconsin
and is engaged in the design, development, manufacture and
sale of “locksets” to automobile manufacturers. The actual
assembly of the locksets is performed by a Mexican sub-
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sidiary. After assembly in Mexico, the goods are shipped to a
leased facility in Texas where they are stored for three to five
days and thereafter delivered to customer auto assembly
plants in Texas and elsewhere. According to Claimant, the
reason for maintaining the Texas facility is due to federal
restrictions imposed on Mexican trucking companies within
the United States. Claimant argued that receipts from the
sale of locksets shipped outside of Texas could not be
sourced to Texas under the throw-back provision. Claimant
initially treated these receipts as Texas receipts on its Texas
franchise tax returns, but later filed a claim for refund, which
was denied and at issue in this hearing.

The throw-back rule is set forth in Section
171.1032(a)(1) of the Tax Code. It states that, for earned sur-
plus purposes, the sale of tangible personal property shipped
from Texas to a purchaser in another state in which the sell-
er is not subject to any tax on, or measured by, net income,
without regard to whether the tax is imposed is included in
Texas receipts for apportionment purposes. Claimant argued
that the locksets should not be considered as shipped from
Texas for purposes of the throw-back rule. According to
Claimant, the goods originated in Mexico and experienced
only necessary delays in transit at Claimant’s Texas facility,
prior to being shipped out-of-state. Claimant further argued
that treating the sales at issue as Texas receipts under the
throw-back rule would violate the Import-Export Clause of the
United States Constitution, which prohibits a State from lay-
ing “any Imposts or Duties on Imports or Exports, except
what may be absolutely necessary for executing its inspec-
tion laws . . . .”

After consideration of applicable Texas and federal
authority, the ALJ disagreed with Claimant’s assertion
regarding the constitutionality of the throw-back rule in this
case. In addressing first whether the franchise tax is an
“impost” or “duty” for purposes of the Import- Export Clause,
the ALJ noted that the franchise tax is clearly neither a tran-
sit fee nor a direct tax on the locksets. In addition, the ALJ
concluded that inclusion of receipts from the shipment of
locksets in the computation of Claimant’s franchise tax obli-
gation does not contravene the underlying “Import-Export
Clause policies” identified in U.S. Supreme Court cases.
Finally, the ALJ noted that Claimant had failed to produce
precedent supporting its position that the Import- Export poli-
cies should be applied to the lockset receipts included in
Texas (throwback) receipts, rather than to the tax itself.

Having determined that no prohibited “impost” or “duty”
had been assessed, the ALJ then considered whether the
receipts could be properly sourced to Texas under the throw-
back provision. In addressing this issue, the ALJ considered
the threshold question to be “whether the locksets were in the
import stream of commerce during the time they were at
Claimant’s Texas Facility.” The ALJ identified a number of
facts suggesting that the goods were not in a 25 “continuous
stream of commerce” while in Texas, including: (i) two or
three trucks per day arrived daily at Claimant’s Texas facility
carrying pallets loaded with packaged and labeled locksets
for more than one of Claimant’s customers; (ii) the pallets
were not immediately loaded onto United States carriers for
shipment to Claimant’s customers, but were rather unloaded
and stored at Claimant’s facility in separate racks specific to
Claimant’s customers; (iii) the locksets were stored at
Claimant’s facility for three to five days and were released to
Claimant’s customers, via their United States common carri-
ers pursuant to orders on a first-in, first-out basis; bills of lad-
ing indicated the goods were shipped FOB, Texas Facility;

and (iv) shortly after loading the lockset pallets on the United
States carriers, Claimant electronically issued an advance
shipping notice, which effectively served as an invoice or bill.
The ALJ acknowledged that “a delay in transit solely for the
purpose of transferring goods from Mexican carriers to Unit-
ed States carriers would not affect the continuity of transit.”
However, more was occurring during the stoppage in this
case.

The ALJ also rejected a separate argument by the tax-
payer that the Federal Trade Zone also provided a source of
immunity for the locksets. Accordingly, the Comptroller ruled
that Claimant had failed to establish its entitlement to a
refund in this case. 305362
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Most states rely principally on the following taxes: sales
and use tax, property tax, business taxes and personal
income tax. Texas is one of seven states2 that does not have
a personal income tax, and thus Texas relies more heavily
than most on its sales and use tax and property tax, and to a
lesser extent on other state-level taxes, which include the
franchise tax, oil and gas production taxes, occupation taxes,
cigarette tax, cigar and tobacco products tax, motor fuel
taxes, mixed beverage tax, inheritance tax, and hotel occu-
pancy tax.

Several emerging trends have created a political con-
sensus that the Texas tax system is in need of reform. First,
the growth in state-level taxes has not kept pace with the
growth in state spending requirements. Second, the franchise
tax base has been eroded by planning techniques, such as
the “Delaware sub” and “Geoffreys” structures discussed
infra, which have not been challenged by the Comptroller of
Public Accounts of the State of Texas (the “Comptroller”).3

Finally, and revisiting a long-standing problem, the State is
providing an ever-decreasing portion of the total funding to
local school districts. In 1997, then-Governor Bush stated a
goal of increasing the state’s share of school funding from
approximately 46 percent to 60 percent.4 Instead, this num-
ber has decreased to around 36 percent today, the lowest
level since Texas began studying education reform in 1984.5

This has put a strain on the local property tax system to gen-
erate funds to pay for the remainder of school costs, and as
a result, property owners have seen substantial increases in
school district property tax rates. In fact, as this article goes
to press, a case challenging the constitutionality of the school
finance system is being tried in a Travis County District
Court.6 The increase in school district property tax rates, in
particular, has led to significant pressure on legislators from
their constituents for reform.7

The consensus for reform reflects four general themes:
(1) school district property tax rates, presently capped at
$1.50 per $100 valuation (exclusive of certain debt service
requirements), should be reduced and the cap lowered; (2)
additional state-level funding must be earmarked for educa-
tion to lower school district property tax rates and increase
school district spending; (3) the tax system should be made
more equitable by imposing tax on unincorporated business-
es that do not presently pay franchise tax, most of which are
believed to be in the service sector; and (4) the tax system
should not include a personal income tax.

The school finance reform debate encompasses rev-
enue and expenditure issues both large and small: From
whom will the tax be collected, and in what form and amount?
Should the State shift the relative incidence of the tax burden
among different groups, e.g., consumer vs. business or
among different industries? What total funding increases are
necessary, and how can existing and additional funds be
spent most effectively? To what extent should school district
property tax rates be reduced?

The remainder of this article focuses on one piece of the
puzzle - a summary of the array of tax proposals impacting
businesses that have received serious consideration in the
reform process.

Franchise Tax Reform Proposals

There is a broad consensus that the franchise tax should
be reformed to capture those businesses escaping the sys-
tem through the so-called “Delaware Sub” structure, a tax
avoidance technique that filters ownership of Texas opera-
tions through limited partnerships and out-of-state holding
companies to eliminate virtually any franchise tax.8 Beyond
that, many legislators and state officials are urging the exten-
sion of the franchise tax (or some other broad-based busi-
ness tax) to unincorporated businesses such as partner-
ships, which currently are not subject to the franchise tax.9

A fundamental issue in this debate is whether the Texas
Constitution precludes a tax on unincorporated entities such
as partnerships that are owned by natural persons. Article 8,
section 24(a) of the Texas Constitution provides:

A general law enacted by the legislature that
imposes a tax on the net incomes of natural per-
sons, including a person’s share of partnership and
unincorporated association income, must provide
that the portion of the law imposing the tax not take
effect until approved by a majority of the registered
voters voting in a statewide referendum held on the
question of imposing the tax. The referendum must
specify the rate of the tax that will apply to taxable
income as defined by law. (Emphasis added.)

Professional services industry representatives generally
assert that this provision prohibits the imposition of an
income tax (and a franchise tax based on income) on any
partnership entity having natural persons as partners.10 Some
legislators, however, believe that this provision should be
construed pursuant to the entity theory of partnerships, espe-
cially with respect to partnerships affording some form of lim-
ited liability protection.11 Pursuant to the entity theory, some
legislators maintain that an income tax could be imposed at
the partnership level without voter approval, even where nat-
ural persons own partnership interests.12

Against this backdrop, a number of legislative bills and
proposals have been introduced in recent years aimed at
broadening the existing franchise tax to apply to additional
business entities. During the 1997 regular session, the House
Select Committee on Revenue & Public Education Funding
reported out C.S.H.B. 4, which would have extended the fran-
chise tax to most non-corporate businesses. The bill would
have included in the franchise tax base any compensation
paid to an officer, director, or owner of greater than 0.1 per-
cent of an entity. “Owner” was defined to include “a share-
holder, an income or equity partner of a partnership, and an
owner of equity in any other taxable entity.” For entities with
35 or fewer owners, up to $100,000 in compensation was
excludible for each “owner.” The provisions of C.S.H.B. 4
made its effectiveness contingent on the passage of various
amendments to the Texas Constitution, including (i) an
amendment to article 8, section 1(c) authorizing the legisla-
ture to “impose privilege or franchise taxes measured by the
income or taxable capital of a corporation, partnership, or
business entity other than a sole proprietorship”; and (ii) a
new article 8, subsection 24(k), which modified the constitu-
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tional limitation on personal income taxes quoted supra by
specifying that “[t]his section does not apply to a privilege or
franchise measured by the income of a corporation, partner-
ship, or other entity, other than a sole proprietorship.”

More recently, two approaches have been discussed as
potential means for subjecting partnership income to the
existing franchise tax: an entity-level approach and a nexus
approach. First, H.B. 3146 illustrates an entity-level approach
taken by the House in the 2003 Regular Session. That Bill
proposed an entity-level tax on all limited liability entities; its
provisions excluded a natural person’s share of income from
the entity’s taxable income.13 H.B. 3146 also disallowed
deductions for all payments of management fees, interest,
and royalties to related parties to address the so-called
“Geoffreys” structures.14

Second, amendments to H.B. 2425 approved by the
Senate Finance Committee (but subsequently removed by
the full Senate) endorsed a nexus approach for taxing part-
nership income by ensuring that all direct and indirect corpo-
rate and limited liability company partners in partnerships
doing business in Texas were subject to the tax. Under this
plan, ownership of a limited partner interest would constitute
“doing business” or nexus in Texas, effectively overruling
Comptroller’s Franchise Tax Rule 34 Tex. Admin. Code
§ 3.546(c)(12)(B), which provides that a foreign corporation
that is a limited partner in a limited partnership is not doing
business in Texas. With respect to “Geoffreys” structures, the
proposal contained less draconian expense disallowance
provisions than H.B. 3146, disallowing deductions for pay-
ments of management fees, interest, and royalties to related
parties only if such payments are not made pursuant to arm’s
length terms.

New Taxes

Modified Value Added (Business Activity) Taxes. A num-
ber of proposals would eliminate the existing franchise tax in
favor of a new tax. One proposed new tax was a modified
value added, or “business activity,” tax. A business activity tax
proposed by Lieutenant Governor Dewhurst, for example,
would start with the sum of taxable income plus wages and
salaries reported pursuant to Internal Revenue Service Form
940, the sum of which would then be multiplied by the tax-
payer’s Texas apportionment factor (computed the same as
the existing Texas franchise tax single factor gross receipts
formula). This apportioned tax base would then be reduced
by a $250,000 standard deduction before being multiplied by
a tax rate of 1.9 percent. Various alternatives to the Lieu-
tenant Governor’s plan have been discussed, including the
following two alternatives in lieu of the $250,000 standard
deduction and 1.9 percent tax rate: (i) allow a deduction of
the greater of $20,000 per Texas employee or $250,000, with
a 2.5 percent tax rate; or (ii) allow a deduction of the greater
of $30,000 per Texas employee or $250,000, with a 3.75 per-
cent tax rate.15

Business activity taxes have been criticized for a number
of reasons.The most frequently voiced criticism is that a busi-
ness activity tax is inequitable, since it is effectively based on
gross receipts for some taxpayers and on net income for oth-
ers. In addition, a business activity tax would be unfair to
businesses operating at low profit margins or at a loss; these
businesses would not have the wherewithal to pay the tax.

Critics also assert that a business activity tax would be
harmful to economic development in Texas. By not allowing a
deduction from the tax base for employee compensation, the
business activity tax would discourage Texas job growth and

would be a disincentive to locating or expanding businesses
in Texas. In addition, a business activity tax would result in
businesses incurring an even greater percentage share of
the state and local tax burden in Texas, when businesses’
share of the state and local tax burden in Texas already
exceeds the national average. As evidence of these econom-
ic concerns, critics cite the Michigan Legislature’s decision to
phase out its business activity tax (referred to as the Single
Business Tax), due to its negative economic consequences.

Nevertheless, some commentators assert that a busi-
ness activity tax may be preferable to a reformed franchise
tax because it would be more efficient in taxing all forms of
business, simpler to administer, and would generate more
stable revenues.16

Payroll Taxes. During the 2004 Special Session, the
House Select Committee on Public School Finance approved
a bill that contained a payroll tax, which found relatively broad
support among the business community but was opposed by
the Governor.17 The payroll tax would have replaced the exist-
ing franchise tax and been imposed on all employers (regard-
less of business entity form) at the lesser of (i) 1.25 percent
of the wages paid to an employee; or (ii) $500 per employee.18

Business License Fee Proposal. A business license fee
plan also was proposed to replace the existing franchise tax.
This plan, also known as the “Texas Business Permit Pro-
posal,” would require all Texas business entities (regardless
of form) to pay a graduated tax on gross receipts.19 The plan
proposed two alternative rate structures; the higher of the two
structures would have imposed the license fee at a rate of .40
percent up to 1 percent, subject to a maximum amount of
$500,000.20

Sales and Use Tax Reform Proposals

A number of proposals sought to expand the sales and
use tax base and/or increase the sales and use tax rate,
including the imposition of sales and use tax on professional
services. Certain of these proposals coupled modification to
the sales tax with franchise tax reform or new business activ-
ity taxes.

Expansion of the sales tax base and rate increases
engender various economic concerns. The imposition of a
sales tax on professional services presents serious issues,
including the following:

1. Extension of the tax to services puts Texas-based
providers at a substantial competitive disadvantage, particu-
larly when competing for business on a regional or national
basis. Irrespective of whether the tax is imposed at the loca-
tion where the services are performed or at the service ben-
efit location, the tax discriminates against Texas firms in favor
of out-of-state firms with a resulting loss of business by Texas
firms and loss of jobs by Texas workers.

2. The extension of the tax to services will increase
the cost of doing business in Texas and thereby cause man-
ufacturing and other businesses to consider locating and/or
expanding facilities in other states where such taxes are not
imposed. This increased cost of doing business will fall heav-
ily on small and emerging businesses that cannot hire full-
time personnel to perform these services and therefore must
secure the services from third parties.

3. The tax on services produces an unacceptable
level of “pyramiding” in that it is incurred in large part by busi-
nesses that in turn sell products subject to tax. Therefore, the
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tax imposition increases the cost of the products, which in
turn are again subject to tax when sold at retail.

4. Sales and use taxes are not deductible taxes for
federal income tax purposes.21 Therefore, expansion of the
tax base to services will result in replacement of deductible
property taxes by non-deductible sales and use taxes. This
will increase the overall federal tax burden borne by Texans
under current law.

5. Multistate users of services will face sourcing and
nexus rules that present numerous compliance problems, in
addition to competitive issues. Intrastate compliance issues
and competitive disadvantages similarly exist by virtue of
local, county, transit authority and special district sales taxes.

6. There are numerous timing issues regarding serv-
ices performed over substantial periods.

Comprehensive Tax Plans

The Greater Houston Partnership proposed a two-step
solution. The first step would be to increase school funding
and raise revenues in the short-term by (i) increasing the
state sales tax and motor vehicle tax rates by one percent; (ii)
increasing the cigarette taxes by $1 per package; (iii) allow-
ing video lottery terminals at racetracks; (iv) increasing occu-
pation and business filing fees; and (v) closing the “Delaware
sub” loophole. As part of the first step: (i) the entire state and
local system would be subjected to “sunset” on December
31, 2007; and (ii) the State leadership would appoint a task
force to evaluate long-term restructuring of the Texas tax sys-
tem prior to the 2007 regular legislative session. If adopted,
this plan likely would focus attention on the role of the per-
sonal income tax as a part of a restructured tax system.

Several “basket tax” proposals also are being consid-
ered. A typical plan of this type proposes a tax based on the
lesser of (i) a payroll tax and (ii) a modified value-added tax
with the portions of the tax base allocable to individual own-
ers excluded from taxation to comply with Texas Constitution
article 8, section 24(a); these would be subject to a minimum
tax based on the business license fee plan, discussed
above.22 The scope of potential exemptions from a “basket
tax” has not been completely determined. However, the fol-
lowing exemptions have been discussed preliminarily:

• Entities exempt from the current franchise tax,
including partnerships owned ultimately by entities
exempt from the current franchise tax;

• Real estate investment trusts and qualified REIT
subsidiaries, as defined by Internal Revenue Code
section 856, and partnerships owned by real
estate investment trusts or qualified REIT sub-
sidiaries;

• Partnerships owned by family members and/or
certain nonprofits;

• Self-insurance trusts created under Texas Insur-
ance Code art. 21.49-4;

• “Publicly traded partnerships” as defined by Inter-
nal Revenue Code section 7704(b), which meet
the gross income requirements of Internal Rev-
enue Code section 7704(c)(2), and lower tier part-
nerships owned directly or indirectly by publicly
traded partnerships;

• “Investment partnerships,” meaning partnerships
that receive substantially all of their income from
passive investments in certain securities.

Conclusion

In the near future, the Legislature may enact structural
changes to the Texas state and local tax system that could
have long-term economic effects on businesses and individ-
uals. It is critical that Texas businesses fully understand these
proposals and their ramifications and provide constructive
input to their elected representatives.
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CIVIL TAX CONTROVERSY: RECENT DEVELOPMENTS

by Mark P. Thomas1

1. Civil fraud penalty not imposed even though the tax-
payer was convicted of willfully filing false tax
returns.

Kemp v. Commissioner, T.C. Memo. 2004-153, 2004 WL
1435482 (U.S. Tax Ct.).

This case is a good example of what the government must
prove in order to establish fraud and how difficult that burden
can be even if the facts surrounding the taxpayer are less
than ideal. Kemp involves a taxpayer who operated a sole
proprietorship, Southeast Trust Investment Management
(“Southeast Trust”). Southeast Trust was a registered invest-
ment adviser with the SEC that managed an investment port-
folio consisting of, among other things, employee benefit
accounts. The taxpayer apparently had the habit of deposit-
ing a portion of the management fees he received from
Southeast Trust into CDs, municipal bonds, and a cash man-
agement fund.

While operating Southeast Trust, the taxpayer also worked as
a senior vice president for another investment company, First
Tennessee Investment Management (“First Tennessee”). The
taxpayer worked at First Tennessee from 1983 to 1993 when
he was fired for violating bank and corporate policies. Specif-
ically, the taxpayer was alleged to have misappropriated
approximately $28,000 from First Tennessee.

Things began going downhill for the taxpayer. During the
summer of 1994, the taxpayer’s 1992 income tax return was
selected for examination. Shortly after the audit was initiated,
the taxpayer inexplicably began amending his 1989 through
1993 income tax returns; all of those amended returns were
filed by April 1996 and resulted in increases of taxable
income of $102,506, $134,859, $173,817, $191,595, and
$63,628, respectively. In 1996, the taxpayer was indicted for
bank fraud, mail fraud, money laundering, and willfully filing

false tax returns. The taxpayer was ultimately convicted of fil-
ing false tax returns for his 1989 through 1992 tax years, but
was acquitted of the bank fraud, mail fraud, and money laun-
dering charges.

Notices of deficiency asserting the fraud penalty under I.R.C.
§ 6663 for the taxpayer’s 1989 through 1993 tax years were
issued; the taxpayer ultimately filed petitions with the Tax
Court to contest the deficiencies asserted with respect to his
1991 through 1993 tax years. At trial, the taxpayer argued
that he did not intend to evade tax and believed that he was
entitled to defer a portion of the underreported income as
funds were set aside (i.e., the Southeast Trust management
fees that were placed in CDs, municipal bonds, and a cash
management fund) to satisfy reserve requirements of South-
east Trust; the taxpayer contended that when the funds were
no longer needed to meet reserve requirements, they would
be reported as income.

The Tax Court determined that the Commissioner did not
meet his burden to sustain the fraud penalty, noting that
although the taxpayer’s conviction was a badge of fraud that
estopped him from contesting that he intentionally filed false
1991 and 1992 returns and that an underpayment existed for
those years, the government cannot rely solely on the convic-
tion to presume or impute fraud. Rather, the Tax Court stated
that fraud must be established by some independent evidence
and found that the Commissioner did not introduce any wit-
nesses or sufficient evidence to establish that any portion of
the underreported income was attributable to fraud. The Tax
Court was also somewhat critical of the Commissioner’s
approach at trial, noting his focus on the taxpayer’s criminal
indictment for bank fraud (he was acquitted of that charge)
and the surprising failure to question either the taxpayer or his
accountant regarding the portion of the underreported income
that was not explained by the informal reserve account. The
Tax Court concluded its analysis by noting that the typical
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indicia of fraud were not present as the taxpayer maintained
adequate records, made all pertinent information available to
the IRS, and cooperated with the IRS’ investigation.

2. Attorney-client privilege upheld in tax shelter arena.

United States v. BDO Seidman, LLP, 2004 WL 1470034
(N.D. Ill), 94 A.F.T.R. 2d 2004-5066, 2004-2 USTC 50,288.

BDO Seidman, LLP (“BDO”) claimed attorney-privilege and
work product protections with respect to 110 documents that
the government sought the production of. The documents
consisted of three broad classes that included (i) legal advice
reflected in memoranda from outside counsel for BDO, (ii)
legal advice reflected in documents other than memoranda
from outside counsel for BDO, and (iii) communications with
BDO in-house counsel. The documents were produced to the
court for an in camera review.

With respect to the legal memoranda, the court found that
those communications were privileged as they were pre-
pared in “direct response to a BDO inquiry for … legal advice
and based on confidential facts provided by BDO to its out-
side counsel” regarding various Internal Revenue Code pro-
visions and regulations. The court found that the same analy-
sis applied to the documents other than legal memoranda
(e.g., e-mails, faxes, letters, and other correspondence),
which were covered by the attorney-client privilege if their
purpose was to seek or provide legal advice. Although not all
of the documents comprising the second class were deemed
to be privileged, the court found that documents seeking or
providing legal advice in connection with (i) BDO’s obligations
under the Internal Revenue Code, (ii) IRS investigations,
audits, and potential litigation, (iii) legal and regulatory rami-
fications of particular transactions, (iv) an arbitration matter
involving BDO, and (v) a lawsuit threatened by a former BDO
client were privileged.

The court also found that communications with BDO’s in-
house counsel were protected and noted the presumption
that a lawyer working in the legal department is giving legal
advice rather than business advice. Specifically, (i) docu-
ments reflecting communications between BDO employees
and BDO’s general counsel regarding various transactions
and the application of the tax shelter list maintenance and
registration rules and (ii) documents reflecting communica-
tions to or from BDO’s in-house lawyers regarding various
agreements were found to be privileged.

Finally, the court found six documents to be protected under
the work product doctrine as they were determined to have
been created in anticipation of litigation. After reviewing the
documents, the court was able to dismiss the government’s
argument that BDO changed the description of these docu-
ments on its privilege log to show that the documents were
created after BDO subjectively anticipated litigation.

The government made two arguments to combat BDO’s priv-
ilege claims with respect to communications involving outside
counsel. First, the government argued that the advice provid-
ed by the legal memoranda was unprivileged business
advice. The government cited United States v. KPMG LLP,
316 F. Supp. 2d 30 (D.D.C. 2004), where it was found that
opinion letters by a certain law firm (that law firm also served
BDO) may not be privileged as the law firm appeared to be
an “orchestrated extension” of KPMG LLP’s “marketing
machine.” The government also cited Denney v. Jenkens &
Gilchrist, 2004 WL 936843 (S.D.N.Y. April 30, 2004), where
accounting firms (including BDO) and the law firm who wrote

the underlying tax opinion letters were alleged to be co-pro-
moters of tax shelters. The court discounted the facts that
were alleged through the citation of those two cases by not-
ing that opinion letters written by BDO’s outside counsel to its
clients were not enough, standing alone, to support a con-
clusion that BDO and its outside law firms were co-promot-
ers. Furthermore, the court determined that mere allegations
could not be relied upon and pointed out that none of the law
firms serving as BDO’s outside counsel were the subject of
the allegations of the Denney case.

Second, the government argued that the crime-fraud excep-
tion voided BDO’s claims of attorney-client privilege. The
court had serious doubts about this argument and said so; it
ultimately concluded that the government’s claims were
based on “speculation and innuendo.” Based on its review of
the documents, the court was reluctant to infer that the pur-
pose of BDO’s quest for legal advice was to allow it to per-
petrate a crime or fraud given the “uncertain and complex
nature of the Internal Revenue Code and the regulations” that
inherently require legal advice. Additionally, the court con-
cluded that any finding of mutual fraud in the Denney case
had no bearing on BDO’s communications with its outside
counsel given that none of the law firms serving as its outside
counsel were identified in that case.

3. Underlying, self-assessed tax liabilities may be chal-
lenged at CDP hearing.

Montgomery v. Commissioner, 122 T.C. No. 1 (2004).

In Montgomery, the taxpayers filed a timely joint income tax
return for the 2000 tax year that reported tax due in the
amount of $194,637 that could not be paid. A Final Notice of
Intent to Levy was issued; the taxpayers timely filed a
Request for a Collection Due Process Hearing on Form
12153. In their Request, the taxpayers stated their intention
to file an amended income tax return for 2000 that would
reflect a refund and suggested alternatives to enforced col-
lection.

On July 2, 2002, the Appeals Officer wrote to the taxpayers
to schedule their hearing for July 25, 2002; the Appeals Offi-
cer’s letter stated that since the taxpayers had not received a
notice of deficiency and did not otherwise have an opportuni-
ty to dispute the underlying tax liability, the amount of tax due
could be discussed at the hearing. On July 22, 2002, the par-
ties had a telephone conversation where the taxpayers’ advi-
sor explained that their tax liability had been overstated due
to a misapplication of complex statutory provisions and that
an amended return would be filed. However, no deadline was
set for filing the amended return.

The July 25, 2002 hearing was not held and, without any fur-
ther communication between the parties, the Appeals Officer
issued a Notice of Determination Concerning Collection
Action(s) Under Section 6320 and/or 6330 on September 26,
2002. The Notice of Determination stated that although the
taxpayers had indicated that they would file an amended
return, it had not been filed within a reasonable time. On
October 11, 2002, the taxpayers filed their amended return
for 2000, which reflected a refund of $519,087. The taxpay-
ers next filed a timely Petition for Lien or Levy Action Under
Section 6320 and/or 6330, the sole issue being raised was a
challenge to the amount of the underlying tax liability for
2000. After filing its Answer, the Commissioner filed a Motion
for Summary Judgment to sustain the Notice of Determina-
tion on the ground that the tax liability in question was “self-
assessed.” The Taxpayer’s filed an Objection.
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Applying a plain-language method of construction to I.R.C. §
6330(c)(2)(B), the Tax Court held that the taxpayers may
challenge the existence or amount of their self-assessed
“underlying tax liability” as they had neither received a notice
of deficiency nor had they received an opportunity to dispute
the liability. The Tax Court was not persuaded by the Com-
missioner’s argument (i.e., it is “nonsensical” to allow a tax-
payer to argue against an amount that was self-reported
under penalty of perjury) that the term “underlying tax liabili-
ty,” which was not defined in the statute or the legislative his-
tory, referred only to liabilities asserted by the IRS that dif-
fered from a taxpayer’s self-assessed amounts. The Tax
Court also found Treas. Reg. § 301.6330-1(e), which states
that a taxpayer may “raise challenges to the existence or
amount of the tax liability specified in the CDP Notice,” to be
unpersuasive as this interpretive regulation did not expressly
bar a taxpayer from challenging the amount or existence of a
self-assessed tax liability. Thus, the Tax Court concluded that
the term “underlying tax liability” could include amounts that
were self-assessed, amounts that were assessed following
the issuance of a notice of deficiency, or a combination of
both. Finally, the Tax Court found that the taxpayers had not
had an opportunity to dispute their self-assessed tax liability
and stated that the right to make such a challenge was not
“nonsensical” given the complexity of the tax laws and the
resulting likelihood of taxpayer errors.

It is somewhat unclear as to how far Montgomery can be
relied upon due to its facts that beg for equity. For example,
in a concurring opinion, Judge Marvel raised serious doubts
whether the taxpayers ever received the hearing mandated
by I.R.C. § 6330 and argued that the Commissioner’s motion
should be denied on that ground alone. Judge Marvel also
indicated that procrastinating taxpayers who seek to rely
solely on their announced intention to file an amended return
should not take solace from the majority opinion as, by com-
parison, the taxpayers in Montgomery had well-documented
intentions to file an amended return and substantial reasons
for doing so.

Judge Goeke, in a separate concurring opinion, takes Judge
Marvel’s warning a step further by noting that “if petitioners
had been given a reasonable opportunity to challenge the
amount of their underlying liability during the hearing process
(e.g., by filing an amended return) and they had failed to do
so, then we should not review the underlying tax liability
because it was not properly raised at the hearing, but in this
case they were not given the opportunity to challenge their
underlying liability, so the hearing was inadequate.” Judge
Goeke also issued another reminder: The majority opinion
did not imply that the Tax Court had the authority to order a
refund.

4. Non-electing spouse may intervene in stand-alone
proceeding to support innocent spouse’s claim for
relief from joint and several liability on a joint return.

Van Arsdalen v. Commissioner, 123 T.C. No. 7 (2004).

It is probably not uncommon for innocent spouse relief to be
denied as a result of the vindictive testimony of the non-elect-
ing former spouse. Van Arsdalen, however, involved a sup-
porting non-electing former spouse. In Van Arsdalen, the
Commissioner filed a Notice of Filing Petition and Right to
Intervene with the Tax Court that stated the taxpayer’s former
husband had the right to intervene “for the sole purpose of
challenging petitioner’s entitlement to relief from joint and
several liability.” The taxpayer moved to strike the Commis-
sioner’s notice on the ground that it misinterpreted Tax Court

Rule 325(b) to the extent it permitted her former husband to
intervene only for the purpose of challenging her entitlement
to innocent spouse relief. Subsequently, taxpayer’s former
husband filed a Notice of Intervention in order to offer evi-
dence in support of her claim for equitable relief under I.R.C.
§ 6015(f).

The taxpayer’s motion to strike was granted and the Tax
Court concluded that the non-electing spouse could also
intervene for the purpose of supporting an innocent spouse’s
claim for relief. The Tax Court noted that there was no direct
support in the plain language of I.R.C. § 6015 or the legisla-
tive history that prevented the non-electing spouse from sup-
porting the requested innocent spouse relief. The Tax Court
further reasoned that since I.R.C. § 6015 was enacted to pro-
vide taxpayer relief, it was certain that Congress did not
intend for relief to be denied where otherwise warranted.

5. Taxpayer’s individual tax return must provide the
clue to the omitted income in order to prevent the
application of the six-year statute of limitation for
assessment.

The Connell Business Company, et al. v. Commissioner, T.C.
Memo. 2004-131, 2004 WL 1194626, 87 T.C.M. (CCH) 1384
(2004).

The petitioners in this case included two individual taxpayers
(a husband and wife) (the “Petitioners”) and four trusts. The
Petitioners and the trusts appear to have timely filed their
income tax returns for 1995, 1996, 1997, and 1998, the years
at issue. One trust’s returns for 1995 and 1996 identified the
Petitioners as beneficiaries while another reported “distribu-
tions” to each of the Petitioners in 1996. However, the opinion
states that the Petitioners’ returns “made no reference to the
petitioner trusts or in any way indicated that petitioners were
associated with, beneficiaries of, or recipients of income
from, the petitioner trusts.” Furthermore, with respect to the
income that was reported by the Petitioners in 1996 from one
of the trusts, the opinion notes that their individual returns
contained no information suggesting that a specific trust was
the source of the income.

Notices of deficiency were issued on August 2, 2001, to the
Petitioners and the trusts for 1995, 1996, 1997, and 1998.
Petitions in response to all of the notices of deficiency were
timely filed with the Tax Court on October 31, 2001. Howev-
er, due to delays in the mail resulting from anthrax contami-
nation, the petitions did not reach the Tax Court until Decem-
ber 5, 2001. Thus, the deficiencies and penalties were
erroneously assessed; however, after service of the petitions
was received, “most of the assessments” were abated.

The Petitioners argued that the Commissioner was barred
from assessing deficiencies for the 1995 and 1996 tax years
because the notices of deficiency were mailed more than
three years from the dates the returns for those years were
filed. To combat this statute of limitation defense, the Com-
missioner argued that the six-year statute of limitation applied
because the Petitioners omitted gross income in excess of
25% of the amounts stated on those returns. The Petitioners
answered that the gross income omitted from their returns
should be disregarded for purposes of the 25% test because
the omitted income was adequately disclosed by virtue of
being reported on the trusts’ returns.

The Petitioners cited several cases to support their argument
that the Tax Court should look beyond their individual returns
to the trusts’ returns and, when they are all taken together,
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both sets of returns adequately disclosed the omitted
income. The Tax Court reviewed the cases cited by the Peti-
tioners and rejected their argument noting that, without
exception, the cited cases involved individual income tax
returns containing some reference to a separate document
from which the omission of income could be ascertained.
Thus, the Tax Court held that because the Petitioners’ returns
made no reference to the trusts or the trusts’ returns, they
could not rely on the trusts’ returns to establish that adequate
disclosure of any item of gross income had been made. Addi-
tionally, the Tax Court found that the Commissioner had met
his burden of proof due to the fact that the Petitioners con-
ceded that an amount of income exceeding 25% of their
reported gross income had been omitted in the 1995 and
1996 tax years. Finally, the Tax Court summarily dismissed
the Petitioners’ estoppel, admission, and res judicata argu-
ments that were based on the Commissioner’s abatement of
the prematurely assessed deficiencies.

6. The IRS’“return” of an offer in compromise was held
to be an abuse of discretion.

Chavez v. United States, 2004 WL 1124914 (W.D. Tex. 2004),
93 A.F.T.R. 2d 2004-2386.

It seems that it is becoming more difficult to get an offer in
compromise processed by the IRS. For example, the IRS fre-
quently “returns” offers as nonprocessable instead of “reject-
ing” them on their merits, which leaves the taxpayer with no
administrative appeal rights. Often, the only option is to start
the process over again by submitting another offer. This case
will hopefully serve as a reminder to the IRS of its own man-
date to negotiate and explore the potential for compromise
and that it cannot construe Internal Revenue Manual provi-
sions to confer obligations on taxpayers that are not specifi-
cally authorized by statute.

The taxpayer in Chavez proposed to compromise I.R.C.
§ 6672 trust fund recovery penalties assessed against him
due to the failure of his trucking company, E-C Trucking, Inc.,
to pay employment taxes. It is important to note that E-C
Trucking, Inc. was no longer a going-concern at the time of
the offer. The taxpayer submitted his offer, based on promot-
ing “effective tax administration,” during the collection due
process proceedings.

A settlement officer notified the taxpayer that the IRS
would be unable to consider the merits of his offer because
he was not current on employment tax deposits for his
remaining business that was still a going-concern, Chavez
Trucking, Inc. Relying on provisions contained in the Internal
Revenue Manual, the settlement officer determined the tax-
payer’s offer to not be processable under current IRS policies
and procedures, i.e., Chavez Trucking, Inc. must demonstrate
current compliance for two consecutive quarters before an
offer could be considered. The taxpayer was allowed the
opportunity to make another proposal within one week.

Receiving no proposal, Appeals issued its final Notice of
Determination Concerning Collection Action(s) Under Sec-
tion 6320 and/or 6330 to uphold the proposed enforced col-
lection actions; the stated basis for its determination was the
fact that Chavez Trucking, Inc. continued to accrue additional
tax liabilities. Thus, Appeals ruled that the taxpayer’s offer
“could not be considered at this time.” The taxpayer’s offer
was therefore “returned” unprocessed. Appeals further
advised that the “expectation of compliance is a Service-wide
requirement for consideration of all offers in compro-
mise.” The taxpayer sought judicial review in federal district

court, complaining that the IRS’ refusal to accept his offer
was an abuse of discretion in violation of I.R.C. §
6330(d)(1)(b) and I.R.C. § 6320(c). The taxpayer sought an
order requiring the IRS to accept his offer.

The court acknowledged jurisdiction and began by
describing the abuse of discretion standard by which the IRS’
determination would be judged. The court noted that discre-
tionary determinations are to be sustained unless they are
proven to be unreasonable, arbitrary, or capricious. The court
further stated that only clearly improper agency actions
would be considered an abuse of discretion and that deci-
sions must not be based upon invidious or legally improper
criteria.

The court then analyzed the provisions governing offers,
I.R.C. § 7122 and its counterpart, Treas. Reg. § 301.7122-1,
which detail the statutory standards and procedures for the
acceptance or rejection of an offer in compromise. The court
noted that once an offer is accepted for processing, the IRS
must make a fact-specific determination of whether to accept
or reject it. See Treas. Reg. § 301.7122-1(d)(2) and (c)(1). “An
offer will be returned as nonprocessable only when (1) the
case for which an offer is submitted to resolve has been
referred to the Department of Justice for prosecution, (2) the
offer contains insufficient information on which to make a
determination and the taxpayer does not timely provide
required information, and (3) the offer was interposed solely
to delay collection efforts or was otherwise non-
processable.” Treas. Reg. § 301.7122-1(d)(2).

The court held that the only legal basis for the IRS to
return the offer would have been if it were “otherwise non-
processable,” and that upon reviewing the evidence, the IRS
had returned the offer for noncompliance based on guide-
lines found in the Internal Revenue Manual requiring compli-
ance by in-business taxpayers for two consecutive
quarters. Since that requirement was not found in the rele-
vant statute and regulations, the court held that the IRS’
reliance on Internal Revenue Manual procedures was an
abuse of discretion because “no degree of deference is
afforded the procedures contained within the Internal Rev-
enue Manual,” which confers no rights or obligations on tax-
payers. Thus, the court concluded that the provisions of the
Internal Revenue Manual are intended only to aid in the inter-
nal administration of the IRS and do not have the force and
effect of law.

As further justification for its holding, the court pointed
out that noncompliance is a ground for “rejection” of the sub-
ject offer pursuant to Treas. Reg. § 301.7122-1(b)(3)(iii), and
that this ground for rejection mirrors the “return” standard set
forth in the Internal Revenue Manual. The court therefore
concluded the following:

If such a return were permissible, it would
appear to preempt the fact-specific determination
required by section 301.7122-1(c), couching the
response as a return rather than a rejection. It is not
apparent how such a piecemeal approach would
facilitate compromise, whereas the evident goal of
section 301.7122-1 is to facilitate compromise
where practicable. This provision has been con-
strued as “imply[ing] a mandate to negotiate, to
make the effort, to explore the potential for compro-
mise before deciding unilaterally whether or not to
refer.” [Citation omitted.] As such, the rejection
would be characterized as clearly improper and
thus an abuse of discretion.
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The court did not order the IRS to accept the taxpayer’s
offer, but gave the taxpayer the option of having his offer
remanded to the IRS for full consideration (knowing that if his
company was not in compliance, the IRS would likely reject
his offer), or show cause as to how the court may order the
IRS to accept the offer.

ENDNOTE
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The following is a summary of selected current developments
in the law applicable to tax-exempt organizations, prepared
by Tyree Collier.1 Unless otherwise indicated, all section ref-
erences contained herein are references to the Internal Rev-
enue Code of 1986, as amended (the “Code”).2

A. LITIGATION

1. King Foundation Litigation. The office of the Texas
Attorney General and a new board of directors
obtained a $20 million judgment (including $14 mil-
lion in exemplary damages) against former officers
and directors of the Carl B. and Florence E. King
Foundation of Dallas. The basis for the suit was to
recover excessive compensation and other Founda-
tion funds that had been used for the payment of
personal expenses. The total compensation of the
Foundation’s former CEO, Carl L. Yeckel, in recent
years approached, and in at least one year exceed-
ed, $1 million per year. The foundation’s net assets
during recent years totaled approximately $40 to
$50 million.

2. Class-Action Lawsuits filed against 501(c)(3) hospi-
tals. In June, 2004, several plaintiffs attorneys
announced they had filed class-action lawsuits
against 501(c)(3) hospitals and healthcare systems
in several states and that more such lawsuits would
be forthcoming. As of mid-August, more than thirty
501(c)(3) hospitals and health systems had been
sued in nineteen states. In Texas, suits have been
filed against East Texas Medical Center and against
the Baylor Healthcare System and its Baylor Uni-
versity Medical Center.

The petitions allege primarily that the hospitals are
subject to community obligations as a result of their
federal and state tax exemptions and their receipt of
charitable contributions and that the hospitals have
failed to live up to those obligations because of the
way they charge uninsured patients. The petitions
allege that the hospitals charge unreasonable
amounts for services provided to the uninsured,
which often includes lower-income people, and that
the hospitals harass those uninsured persons who
are unable to pay their hospital bills. Each petition
sets out at least one specific situation where such
overcharges and harassment purportedly occurred.

As a general matter, individuals ordinarily do not
have standing to try to enforce any obligations a
501(c)(3) organization has to the state or federal
governments as a result of its tax-exempt
status. Moreover, while an organization that is a
“charity” under the common law has an obligation to

operate for charitable purposes, the state attorney
general is the representative of the public for the
purpose of enforcing that obligation. Persons other
than the state attorney general rarely have standing
to enforce that obligation.

The lawsuits also assert that the hospitals’ billing
practices are illegal because the uninsured patients
are charged much more than insured patients for
the same services and much more than the actual
cost of those services.Those types of allegations, of
course, are not specific to nonprofit hospitals. As a
result, petitions were also filed against HCA and
other for-profit hospitals in Nevada and Florida
starting in early August. While it is easy to say that
the lawsuits appear to be without merit, the primary
plaintiff’s attorneys involved in these cases are vet-
erans of state tobacco litigation with significant
resources and historical successes.Thus, the cases
are not being taken lightly. In fact, one Mississippi
hospital had already entered into a settlement
agreement as of mid-August, albeit one that does
not appear to involve a significant monetary pay-
ment. All the petitions against the 501(c)(3) hospi-
tals and certain plaintiff press releases can be found
at their web site www.nfplitigation.com.

B. REGULATIONS, IRS RULINGS, PROPOSED LEGIS-
LATION, ETC.

1. Congressional Hearings. Several House and Sen-
ate committees held hearings over the Summer to
discuss and consider issues relevant to nonprofit
and tax-exempt organizations. On the House side,
the most prominent hearing was a June 22, 2004
hearing held by Oversight Subcommittee of the
House Ways and Means Committee to address hos-
pital billing practices and the requirements for char-
itable hospitals to maintain tax-exempt status. That
hearing was announced as the “first in a series of
hearings on tax exemption issues.” Among the high-
lights of the hearing was testimony from Harvard
professor Nancy M. Kane that up to 75% of charita-
ble hospitals enjoyed tax benefits in excess of the
average cost of the charity care they provide to the
community, depending on how the costs of bad
debts are factored into the analysis.

The Senate Finance Committee also held a June 22
hearing and one-upped the House Ways and
Means Committee by releasing a “white paper” on
June 21 setting forth numerous measures to be
considered for potentially revamping the require-
ments for tax exemptions and the way nonprofit
organizations are taxed and governed. The most
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important proposals from the “white paper” are sum-
marized in the next section below. Service person-
nel testified at the hearing about a variety of abuses
of exempt organizations in recent years. Chairman
Grassley (R - Iowa) announced at the hearing that
he is working closely with ranking Democrat Max
Baucus (Mont.) and that he intends to introduce
comprehensive reform legislation this Fall.

The Senate Finance Committee followed up its
June 22 hearing with a July 22 “roundtable” discus-
sion. The July 22 event included submissions from
both the AICPA and the ABA Section of Taxation,
which urged the committee to consider the costs
and burdens proposed changes could impose on
the many exempt organizations that do not abuse
their exemption privileges. As the AICPA stated,
“[t]he vast majority of exempt organizations and
their executives carry out their exempt purposes
faithfully.”

2. Senate Finance Committee “White Paper”. On 
June 21, 2004, the Senate Finance Committee
released a “white paper” setting forth potential pro-
posals for revamping federal tax exemption laws. As
of August 10, Chairman Grassley maintained that
“[t]he closer we look at charities in our Finance
Committee, the stronger the case gets for meaning-
ful legislative reforms ....” While it is possible that the
most sweeping and controversial proposals will not
be enacted, the sheer number of proposals and
their variety is compelling. It is fair to say that if all
the proposals would be enacted, the changes to
federal tax exemption law could be even more pro-
found than the changes enacted in The Tax Reform
Act of 1969, when the private foundation excise tax
provisions of Chapter 42 were added to the Internal
Revenue Code. The most significant proposals in
the “white paper” are the following:

A. Five-Year Review. Exempt organizations would
be required to re-apply for exemption every 5
years, although the Service could choose to
simply accept the exempt status without
reviewing the new exemption materials.

B. Donor-Advised Funds. Revisions to the rules
for donor-advised funds would include: (i) con-
tributions other than cash and marketable
securities must be sold within one year; (ii) no
grants made to non-operating private founda-
tions or individuals; (iii) advisers would have to
guarantee their recommendations would result
in no private benefit; (iv) there would be new
aggregate and individual fund payout require-
ments; and (v) certain expense limitations
would be imposed.

C. Supporting Organizations. The “operated in
connection with” relationship would be eliminat-
ed.

D. Credit Counseling Organizations. Significant
limits would be placed on income generation
and benefits to insiders.

E. Tax Shelter Accommodators. Accommodating
listed or reported tax shelters would result in
revocation of exemption.

F. Public Charity Self-Dealing Rules. The self-
dealing rules of Section 4941 would be applied
to public charities also, using a new definition of
disqualified person for both private foundations
and public charities that includes both the exist-
ing Section 4946 definition and the existing
Section 4958 definition.

G. Chapter 42 Excise Taxes. Most excise taxes
under Chapter 42 would be increased.

H. Compensation Limitations. The following limita-
tions would apply to compensation paid by
exempt organizations: (i) no compensation
could be paid for serving as a trustee of a non-
operating private foundation (alternatively, a
statutorily set de minimus amount of compen-
sation could be paid); (ii) all compensation of
disqualified persons would be limited to com-
parable government pay; (iii) compensation of
anyone above $200,000 would trigger addition-
al filing requirements; and (iv) compensation of
any disqualified person above $75,000 would
trigger additional filing requirements.

I. Private Foundation Expense Reforms. New lim-
its applicable to certain private foundation
expenses would include: (i) administration
expenses of more than 10% of total expenses
would trigger additional filing requirements; (ii)
administration expenses of more than 35% of
total expenses would not be qualifying distribu-
tions; (iii) no grants could be made to donor
advised funds; and (iv) expenses for travel,
meals, and lodging would be limited to U.S.
government per diem rates or other published
rates.

J. Public Charity Expense Reforms. Public charity
expenses for travel, meals, and lodging would
be limited to U.S. government per diem rates
(or other published rates) unless the organiza-
tion’s Board approves the excess and such
approval is disclosed on the Form 990.

K. Improved Reporting. Reporting changes would
include (i) an independent auditor must review
Form 990; (ii) all exempt organizations with
$250,000 or more of gross receipts must have
audited Financial Statements; (iii) exempt
organizations with gross income between
$100,000 and $250,000 must have Financial
Statements reviewed by accountants; and (iv)
Form 990 would be enhanced to provide
increased information.

L. Increased Public Disclosure. Increases in pub-
lic disclosure would include: (i) financial state-
ments would be available to the public; (ii) Form
990-T would be available to the public; (iii) tax
returns of affiliates would be available to the
public; (iv) exempt organizations with web sites
would have to post on the web site all docu-
ments that are required to be available to the
public; and (v) final Service audit determina-
tions would be disclosed without redaction.

M. Board Improvements. Board improvements
would include (i) all exempt organizations must
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adopt a compliance program; (ii) no more than
one exempt organization board member could
be compensated by the exempt organization;
(iii) the compensated board member could not
be the Chair or Treasurer; and (iv) the Service
would have the power to remove board mem-
bers.

N. Investment Restrictions. The prudent investor
rule, which already applies to most Texas
trusts, would be made applicable to all exempt
organizations.

3. Review of Exempt Organizations’ Compensation
Practices. The Service announced earlier this year
an enforcement initiative aimed at identifying and
halting perceived abuses by exempt organizations
that award and pay excessive compensation to offi-
cers and directors. Early mentions of the project
indicated the Service would focus on executives
being paid $1 million or more by exempt organiza-
tions. On August 10, 2004, the Service issued a
news release (IR-2004-106) announcing that it has
identified nearly 2,000 exempt organizations that it
intends to contact and in some cases audit regard-
ing the compensation paid by such organiza-
tions. The news release adds that one area of focus
will be individuals who are highly compensated in
comparison to the assets and gross receipts of their
organization. Another area of focus will be on loans
between exempt organizations and their officers
and directors, along with other transactions involv-
ing insiders.

4. Ancillary Joint Venture Revenue Ruling. In Revenue
Ruling 2004-51, released May 6, 2004, the Service
acknowledged that a joint venture between an
exempt organization and a for-profit partner can
serve an exempt purpose even if the venture’s board
is elected one-half by each partner. The ruling pro-
vides a single fact pattern and holds that (i) it does
not endanger the exempt status of the nonprofit part-
ner, because the activity is not “substantial,” and (ii)
it does not result in UBIT because the venture was
substantially related to the exempt purposes of the
nonprofit. The exempt organization involved was a
university that already provided teacher training on
its campus.The university entered into the venture to

provide interactive video teacher training at off-cam-
pus locations. The for-profit partner was a perfect fit
because it specialized in conducting interactive
video training. While the governing board of the ven-
ture was elected half by the university and half by the
for-profit partner, the university retained the exclu-
sive right to determine curriculum, materials, and
instructors, and to set standards for successful com-
pletion of a course. The for-profit partner, on the
other hand, had the right to determine off-site loca-
tions and to select all non-instructor
personnel. While the ruling’s acceptance of a 50/50
governing board is helpful, nonprofits should remain
cautious in using 50/50 boards because the ruling
approves such a board under a scenario where all
the important decisions regarding the educational
program were reserved to the exempt organization
and not to that 50/50 board.

5. Credit Counseling Organizations. The Service has
been increasingly critical of tax-exempt credit coun-
seling organizations and is actively auditing such
organizations with the intention of revoking the
exemptions of many such organizations. On July 13,
2004, the Chief Counsel’s Office issued an in-depth
memorandum outlining the issues the IRS has with
many such organizations. The memorandum
explains that early credit counseling organizations
were granted exemptions in the 1960’s because
those organizations operated primarily to educate
consumers about credit-related issues. Many of
today’s credit counseling organizations, however,
are primarily engaged in commercial debt-manage-
ment activities for which they are compen-
sated. Based on public criticism, it appears that
many of today’s organizations have a reputation for
taking advantage of the consumers they are sup-
posed to be helping, although it is not yet clear how
many of the worst offenders are in fact tax-exempt
organizations.
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NON-COMPETITION AGREEMENTS COMBINED WITH REDEMPTIONS CAN
TRIGGER THE APPLICATION OF INTERNAL REVENUE CODE SECTION 197

Jeff S. Blumenthal and Mitchell A. Tiras1

1. Introduction

Before the enactment of Section2 197 in 1993, taxpayers and
the Internal Revenue Service (“IRS”) engaged in numerous
disputes regarding whether the amortization of intangible
property for federal tax purposes was appropriate and, if so,
the manner in which such amortization could be claimed. The
United States Supreme Court even weighed in on the issue
and, in a 1993 case, made clear that taxpayers bore a signif-
icant burden in proving their entitlement to amortization
deductions related to intangibles. Later in 1993, Congress
stepped in to significantly reduce the uncertainty surrounding
the amortization of intangibles and adopted a uniform feder-
al tax amortization standard for most intangibles. When appli-

cable, Section 197 requires a taxpayer to amortize the adjust-
ed basis of its intangible asset ratably over a 15-year period
beginning with the first day of the month in which such intan-
gible was acquired.3

Although certain intangibles need not be acquired in connec-
tion with an acquisition of an interest in a trade or business
for Section 197 to apply to them, a covenant not to compete
must be acquired in such a fashion for Section 197 to apply.
An acquisition of an interest in a trade or business is typical-
ly thought of as a purchase of all (or substantially all) of the
business assets from another party or the acquisition
(whether taxable, tax-free or a combination thereof) of all of
a target corporation’s stock. In 2003, however, the United
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States Court of Appeals for the Ninth Circuit, in Frontier
Chevrolet Co. v. Commissioner,4 held that a redemption by a
corporation of a certain portion of its stock was treated as an
acquisition of an interest in a trade or business for purposes
of Section 197 and that, as a consequence, a covenant not
to compete entered into by such corporation in connection
with the redemption was subject to amortization under Sec-
tion 197. The Frontier Chevrolet case and some associated
issues are described below.

2. Brief summary of the facts of Frontier Chevrolet

Frontier Chevrolet Company (“Frontier”) was a corporation
engaged in the trade or business of selling and servicing
automobiles. In 1987, Roundtree Automotive Group, Inc.
(“Roundtree”), a corporation engaged in the trade or busi-
ness of purchasing and operating automobile dealerships
and providing related consulting services, acquired all of the
outstanding Frontier stock. Shortly after the acquisition, Den-
nis Menholt (“Menholt”), a long-term employee of Frontier,
became executive manager of Roundtree and, over the next
seven years, he acquired twenty-five percent of the out-
standing Frontier shares. As a result, Roundtree owned sev-
enty-five percent of Frontier’s shares and Menholt owned the
remaining twenty-five percent.

Effective August 1, 1994, Frontier and Roundtree entered into
an agreement pursuant to which Frontier would acquire all of
its shares owned by Roundtree, with such acquisition quali-
fying as a redemption within the meaning of Section
302(b)(3). As a consequence of the redemption of all of Fron-
tier’s stock owned by Roundtree, Menholt became the sole
shareholder of Frontier.

Roundtree, Frontier and Frank Stinson, the President of
Roundtree (“Stinson”), entered into a non-competition
agreement (“Covenant”) effective August 1, 1994 in connec-
tion with the redemption of Frontier’s stock owned by
Roundtree. The purpose of the Covenant was to induce Fron-
tier to consummate the redemption and, as part of the agree-
ment, Roundtree and Stinson agreed not to compete with the
Frontier auto dealership for five years. Frontier agreed to pay
Roundtree and Stinson $22,000 per month during the five-
year term as consideration for complying with the restrictions
set forth in the Covenant.

To fund the acquisition of its shares from Roundtree, Frontier
was required to borrow from an unrelated party, which
caused it to be highly leveraged. In fact, Frontier failed to
meet certain minimum working capital requirements imposed
by its franchisor and had to obtain a waiver of such require-
ments to continue holding its franchise. Furthermore,
Roundtree and Stinson had the ability and knowledge to be
able to compete (absent the Covenant) with Frontier in the
agreed-to geographical area. Thus, the Covenant was the
only mechanism by which Frontier could protect its business
from competition by Roundtree and Stinson and, without the
Covenant, Frontier may not have been able to raise capital or
repay its loan.

On its federal income tax returns for 1994 through 1996,
Frontier amortized its payments made pursuant to the
Covenant over the fifteen-year period as provided by Section
197. In 1999, however, Frontier filed a claim for refund for
1995 and 1996, contending that its Covenant payments
should be amortized over the life of the Covenant (i.e., five
years). The IRS issued a deficiency notice to Frontier, which
filed a petition with the Tax Court. The IRS and Frontier stip-
ulated that the only issue to be decided by the court was

whether Frontier was required to amortize the Covenant pay-
ments in accordance with Section 197. The court also
acknowledged that the case before it was the first occasion it
had to consider the relationship of the requirements of Sec-
tion 197 and a covenant not to compete. Before examining
the holding and rationale of the Tax Court and the Ninth Cir-
cuit Court of Appeals, however, a brief summary of the law in
effect before the enactment of Section 197 is in order.

3. Treatment of non-compete agreements as a result of
enactment of Section 197

Before the enactment of Section 197, a taxpayer was gener-
ally able to amortize the cost or other basis of intangible prop-
erty used in a trade or business or held for the production of
income if the property had a limited life that could be deter-
mined with reasonable accuracy. Accordingly, a taxpayer was
allowed to amortize payments made pursuant to a covenant
not to compete entered into in connection with the acquisition
of an interest in a trade or business over the term of the
covenant, provided that the term was for a definite, limited
amount of time. Conversely, where the benefits of the
covenant were of indefinite duration, a taxpayer could not
deduct amounts paid pursuant to such covenant. The IRS
often challenged taxpayers’ assertions that they were entitled
to any amortization deductions for certain intangibles and
asserted (for example) that the property at issue did not have
a limited life and, thus, could not be subject to amortization.
In Newark Morning Ledger Co. v. United States,5 the United
States Supreme Court addressed the controversial issue of
amortizing intangible property and affirmed that a taxpayer
may properly claim amortization deductions where the tax-
payer can prove that the property at issue (i) can be valued
and (ii) has a limited useful life that can be determined with
reasonable accuracy. The Court characterized the taxpayer’s
burden of proof in such a case as “substantial” and stated
that such burden “often will prove too great to bear.”6

In adopting Section 197, Congress acknowledged that the
IRS challenged many taxpayers’ claims of amortization of
intangible property and made clear in the legislative history to
Section 197 that it had great concern over the significant
backlog of cases in audit and litigation.7 As a result, Congress
urged the IRS “in the strongest possible terms” to expedite its
settlement of cases regarding the amortization of intangi-
bles.8

The intent of Section 197 was to eliminate significant contro-
versy regarding the amortization of acquired intangible
assets by specifying a single method and period for recover-
ing the cost of most acquired intangibles.9 Section 197(d)
identifies those intangibles to which Section 197 applies,
such as goodwill, going concern value, workforce in place,
and franchises, trademarks and trade names (as well as
covenants not to compete, as described below). Section
197(e) identifies those intangibles to which Section 197 does
not apply, such as an interest in a corporation, partnership,
trust or estate.

With respect to a covenant not to compete, Section
197(d)(1)(E) provides that Section 197 applies to such a
covenant (or other arrangement to the extent that the
arrangement has substantially the same effect as a covenant
not to compete) entered into in connection with the direct or
indirect acquisition of an interest in a trade or business (or
substantial portion thereof). For this purpose, the legislative
history and the regulations to Section 197 provide that an
interest in a trade or business includes not only the assets of
a trade or business, but also stock in a corporation that is
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engaged in a trade or business or an interest in a partnership
that is engaged in a trade or business.10

4. Holding and Rationale of the Tax Court and Ninth Circuit

As stated above, Frontier entered into the Covenant “in con-
nection with”11 the stock sale agreement. Frontier contended,
however, that it did not acquire an interest in a trade or busi-
ness pursuant to the stock sale agreement because it was
engaged in exactly the same trade or business both before
and after the acquisition and it acquired no other assets.
Frontier further contended that, because it did not acquire
any interest in a trade or business, the Covenant could not
constitute a Section 197 intangible and, thus, Frontier should
be permitted to amortize the payments made pursuant to the
Covenant over its life (i.e., sixty months).

The Tax Court reviewed the definition of “acquisition” in
Black’s Law Dictionary, and noted that it was defined as
“[T]he gaining of possession or control over something” and
“[S]omething acquired.” In addition, the Tax Court noted that
the term “redemption” is defined as “[T]he act or an instance
of reclaiming or regaining possession by paying a specific
price.” Based in part on these definitions, the Tax Court con-
cluded that the redemption was an “acquisition” within the
meaning of Section 197 because Frontier received seventy-
five percent of its stock as a result of the transaction with
Roundtree.

The Tax Court then cited the legislative history of Section 197
for the proposition that an interest in a trade or business
includes not only the direct acquisition of the assets of the
trade or business but also the acquisition of stock in a corpo-
ration that is engaged in a trade or business.12 When Frontier
acquired the stock pursuant to the stock sale agreement, it
indirectly acquired an interest (in the form of stock) in a cor-
poration engaged in a trade or business.

Frontier then contended that Section 197 may apply if it had
acquired a new trade or business, but that Section 197 does
not apply because it merely continued its own existing busi-
ness. The Tax Court stated that neither Section 197 nor its
legislative history required the acquisition of a “new” trade or
business for Section 197 to apply. Thus, the Tax Court held
that Frontier acquired an “interest in a trade or business” with-
in the meaning of Section 197 when it redeemed its stock
from Roundtree and was required to amortize the Covenant
over a fifteen year period.

The Ninth Circuit affirmed the Tax Court’s holding and noted
that Frontier acquired possession and control over seventy-
five percent of its own stock and that the effect of the trans-
action was to transfer ownership of Frontier from one share-
holder to another. In other words, Menholt, who previously
owned twenty-five percent of the shares of Frontier, became
the sole shareholder due to the redemption transaction.

It should be noted that the Ninth Circuit did not state whether
the deemed transfer of control (i.e., more than fifty percent)
of Frontier stock was a factor in its decision. The court did
make clear in a footnote13 that it only addressed the issue of
whether the redemption of seventy-five percent of a taxpay-
er’s stock constitutes an indirect acquisition of an interest in
a trade or business for purposes of Section 197. In that foot-
note, the court stated that it was not addressing the issue of
whether all stock redemptions made in connection with an
execution of a covenant not to compete would constitute an
acquisition of an interest in a trade or business with the
meaning of Section 197. The court’s rather narrow holding

thus leaves unanswered the question of whether a redemp-
tion of a minority shareholder (e.g., a twenty-five percent
shareholder) would have yielded the same result.

The court almost certainly would have come to the same
conclusion had the redeemed shareholder held more than
seventy-five percent of the taxpayer’s stock, but would it have
also done so if the redeemed shareholder held 50.1 percent
of such stock? What if the redeemed shareholder owned
forty-nine percent and held an in-the-money option to acquire
1.1 percent of the shares of the taxpayer’s stock? What if the
redeemed shareholder owned twenty-five percent and the
remaining seventy-five percent was owned by millions of pub-
lic shareholders? Presumably the Ninth Circuit would have
come to the same conclusion if the redeemed shareholder
owned 50.1 percent of the corporation’s shares but, in other
cases, it would have looked to all of the facts and circum-
stances to determine whether the redeemed shareholder
effectively controlled the corporation, which determination
may include (for example) the application of Section
318(a)(4) to attribute any options owned by a person to the
ownership of the stock. It is unclear whether this type of attri-
bution would apply in this situation.

5. Planning Opportunities

When a corporation redeems a shareholder’s stock and that
shareholder will continue to provide services to the corpora-
tion, it should consider entering into an employment agree-
ment or consulting arrangement with the former shareholder.
An agreement requiring the shareholder to perform services
or provide property or its use to the corporation does not
have substantially the same effect as a covenant not to com-
pete to the extent that the amount paid under the agreement
represents reasonable compensation for the services actual-
ly rendered or for the property or use of the property actual-
ly provided.14 On the other hand, an arrangement that
requires the former owner of a direct or indirect interest in a
trade or business to continue to perform services (or to pro-
vide property or the use of property) that benefits the trade or
business is considered to have substantially the same effect
as a covenant not to compete to the extent that the amount
paid to the former owner exceeds reasonable compensation
for the services actually rendered (or for the property or use
of property actually provided).15

Assuming that the selling shareholder is paid reasonable
compensation for work performed, payments under an
employment agreement or consulting arrangement should
not be treated as payments for a covenant not to compete
(which may otherwise cause such payments to be subject to
Section 197). As long as the compensation under such
agreement is reasonable for the services to be performed,
such payments would not be considered to be an arrange-
ment that has substantially the same effect as a covenant not
to compete and would be deductible when paid or incurred.
The redeemed shareholder, however, may prefer to be com-
pensated pursuant to a covenant not to compete agreement
instead of an employment or consulting arrangement so as to
avoid the taxes associated with self-employment income, as
payments for a non-compete agreement are not self-employ-
ment income absent a consulting arrangement.16 This may be
a negotiated item in a transaction taking into account the
potential tax consequences to all affected parties.

6. Conclusion

Section 197(d)(1)(E) confirms that a covenant not to compete
entered into in connection with an acquisition of an interest in
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a trade or business must be amortized over a fifteen year
period. The Treasury Regulations17 also confirm that the
“acquisition of an interest in a trade or business” may take the
form of a redemption in addition to a typical purchase of a
business. It is not clear, however, what level of redemption in
comparison to the remaining outstanding shares of a corpo-
ration would constitute the “acquisition of an interest in a
trade or business.” Presumably, the redemption would need
to constitute the purchase of more than fifty percent of the
stock of a corporation before a related covenant not to com-
pete would be treated as a “Section 197 intangible” pursuant
to Section 197(d)(1)(E). If the redeemed shareholder will con-
tinue to provide services to the acquiring taxpayer, it may be
beneficial to enter into an employment or consulting arrange-
ment with the redeemed shareholder. Payments made for
actual services rendered will be deductible when paid or
incurred and would not be required to be amortized over a fif-
teen year period under Section 197.
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The Financial Accounting Standards Board ("FASB") has
issued a proposed amendment to Statement of Financial
Accounting Standard No.123 regarding the accounting treat-
ment of equity compensation. This proposal is particularly
noteworthy because it proposes to mandate expensing of
stock options, even for small nonpublic companies. As a prac-
tical matter, the stock option expensing requirement will
cause companies to reassess the value and structure of any
stock option plan, Employee Stock Purchase Plan (“ESPP”)
or other equity-based compensation arrangement they may
have. Stock option expensing would encompass ESPPs, and
likely cause changes to those that offer employees a dis-
counted stock price (i.e. 85% of the market price). Without a
doubt, this change is extremely controversial.

Congressional Action on Stock Option Expensing

On July 20, 2004, the House of Representatives passed H.R.
3574, the Stock Option Accounting Reform Act by nearly a 3
to 1 margin (312 to 111). Of note, the bill exempts private
companies until three years after they go public in addition to
limiting mandatory expensing only to the top five executives
of a company. It is not clear whether or not this legislative
momentum will carry over to the Senate, although the rank-
ing Republican and Democrat on the Senate Banking Com-
mittee have publicly stated their opposition to H.R. 3574.2

Major Planning Considerations

Stock option expensing under the proposed amendment
means moving away from the intrinsic value method of meas-
uring stock options to a fair value method of valuation. Under
the current intrinsic value method of valuing stock options,
the only “intrinsic” value would be the spread between the
option price and the current fair market value of the stock.
Because most stock option grants would be at the current
stock’s fair market value, there would be no stock option
expense (the intrinsic value would be zero). Under the intrin-
sic valuation method, there is no accounting expense due to
the fact that the option to buy the stock over time is worth
something more than zero. However, investors could still
measure in some way the value of these grants because the
issuance of stock options would be reflected through the dilu-
tion of the company’s earnings per share.

The fair value method of valuation would be required under
the proposed FASB draft. Essentially, this means that grants
at fair market value would still have some value and thus
would have to be expensed by the company. While the idea
of valuing options and making financial statements more
transparent and complete is attractive in theory, there are
several practical barriers.

UNCERTAINTY: THE CLOUDY AND EXPENSIVE 
FUTURE OF STOCK OPTIONS

by Sanjeev Ayyar1
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I. INTRODUCTION

The following article is drawn from a number of actual sit-
uations in which foreign clients wanted to acquire U.S. real
property or an exiting business, or to import goods into the
U.S. market. Since the majority of U.S. tax provisions for
inbound transactions are concerned with U.S. real property,
this article emphasizes those provisions.

Foreign enterprises, wanting to expand into the U.S.
market and perhaps to purchase U.S. real property for its
business use or for investment, face many decisions. The first
decision may be with respect to the entity structure in the U.S.
and its ownership entity based upon treaty concerns. The for-
eign corporation may operate simply as a U.S. branch, or may
form a limited liability company, a foreign or domestic part-
nership, a domestic subsidiary, or some hybrid entity combi-
nation. The final decisions should result from a facts and cir-
cumstances analysis based upon the nature of the business,
the types of property involved and the investment objectives
of the foreign client.

Considerations of the foreign tax laws, the U.S. federal
tax laws, the local state tax laws and any applicable income
tax treaty must be reviewed. The foreign tax laws and any
applicable tax treaty will influence the foreign ownership
structure. Because of the vast scope of such a cross-border
study, this paper is limited to the U.S. tax portion of this analy-
sis and the effectively connected U.S. trade or business.

For U.S. tax purposes, a foreign business entity engaged
in a U.S. trade or business is characterized under U.S. entity
tax characterization rules.2 In determining the U.S. tax status,

reference to foreign business enterprise laws is required. Cer-
tain foreign entities are classified as “per se” corporations
based on the foreign incorporation statutes of the foreign
country and thus can only be treated as corporations for U.S.
tax purposes.3 If they are not a “per se” corporation, a choice
of entity selection as a partnership or a disregarded entity is
available under U.S. tax law. If the foreign law status is differ-
ent for the entity, a hybrid entity may be created, which may
allow for certain tax planning situations.

The use of hybrid entities has become a major planning
consideration in cross-border structures. A hybrid entity is an
entity that is a fiscally transparent or disregarded entity under
U.S. tax law, but treated as a corporation under foreign tax
law. A reverse hybrid entity is an entity that is a corporation
under U.S. tax law, but is treated as fiscally transparent or dis-
regarded entity under foreign law.

The tax considerations for the foreign corporate client
can fill multiple volumes of tax treatises. To limit the scope of
this paper, the focus is to present a few of the tax issues that
must be addressed for the foreign client, beginning business
operations in the U.S. with primary emphasis in the invest-
ment in business properties. Along with selecting the type of
permanent establishment for U.S. jurisdiction, the foreign
client must decide upon the extent of effectively connected
U.S. trade or business. These decisions will dictate the impact
of various tax provisions, such as the branch profits tax. Run-
ning throughout all of these considerations is whether there is
a U.S. income tax treaty with the foreign corporation’s resi-
dent country that will effect the application of many tax
statutes and influence the entity structure to minimize the tax
liabilities for all tax jurisdictions.

TAX CONSIDERATIONS FOR THE FOREIGN CORPORATE CLIENT

Martin M. Van Brauman1

First and foremost, valuation will be difficult for small compa-
nies and nonpublic companies. Option valuation is one of the
most complex areas of corporate finance. While the proposed
statement approves of the Black-Scholes model of option
valuation, it prefers a “lattice” model instead. Both valuation
methods have significant shortcomings. Black-Scholes in its
simplest form uses five inputs: the current stock price, the
strike price of the option, the stock’s volatility, the risk-free
rate, and the length of the option. The Black-Scholes formula
depends heavily upon historical volatility. This is not neces-
sarily reflective of the future value of the company’s stock.
Further, Black-Scholes in its simplest form does not take into
account dividends and assumes that options are European
options (that is, only exercisable at one-time which is upon
expiration). Later iterations of the formula do take into
account other factors, but it makes the model more compli-
cated.

The lattice model of valuation that is preferred by FASB is
even more complex. Simply put, these valuation methods are
not easily done in-house, especially for companies that can-
not afford to pay for such valuation expertise. The result is
that the cost of using outside valuation consultants for stock
options must be anticipated and budgeted by companies with
respect to any and all grants of stock options. Further, these
valuation models introduce a great deal of subjective judg-
ment in the case of small and nonpublic companies. It is
questionable whether or not financial statements of such enti-
ties really should be treated the same as the Microsofts and
Amazons of the world.

Second, companies must review whether or not their ESPPs
are still worth doing. Currently, many ESPPs discount stock
within their plans. This discount will have to show up as an
accounting expense as well as under the FASB amendment.
While promoting broad-based employee ownership is a valid
concern, it must be considered in light of a financial hit that
will be taken on their accounting statements. It is very likely
that companies will consider reducing or eliminating any dis-
count as well as examining whether to continue to allow a
look-back provision.

In summary, stock options and ESPPs will be carefully exam-
ined in light of the FASB amendment, especially if Senate
opposition does not materialize. The FASB amendment has
the potential to introduce a lot of subjectivity in financial state-
ments because of the difficulty of valuing stock options. It is
likely that restricted stock might become popular in light of
the administrative burden of stock option grants. Companies
should examine their motivations for offering equity-based
compensation.
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Foreign entities may use debt to finance operations, pur-
chase assets, reinvest liquid assets and meet the working
capital requirements of its U.S. activities. In the use of debt in
the capital structure of U.S. operations, foreign entities must
be careful to avoid debt-equity re-determinations, earnings
stripping provisions and anti-conduit rules. Conversely, when
funding U.S. operations with interest at below-market rates,
the Internal Revenue Service (the “Service”) may impute
additional interest payments and impose additional withhold-
ing tax under I.R.C. § 881.

Also, consideration must be given to any U.S. income
that is not effectively connected with the conduct of a trade or
business within the U.S. A foreign corporation is exempt from
tax on U.S. source interest on banking and similar deposits
provided that the interest income is not effectively connected
with U.S. business.4 Further exemptions are provided for port-
folio interest from certain debt instruments within the U.S.5 If
a foreign corporation has an office or other fixed place of
business in the U.S., the income may be attributable as effec-
tively connected. Thus, any business venture in the U.S. must
be careful to avoid changing the status of any tax-exempt
interest income that the foreign parent corporation may be
receiving.

If the foreign client is bringing a goods or services busi-
ness venture to the U.S., an analysis needs to be made
whether any real property ownership should be part of the
business entity or a separate investment vehicle that may
lease the business property to the operating entity. If sub-
stantial real estate acquisitions are contemplated with the
buying and selling of the various properties at different times,
separate real estate should be held in separate U.S. corpo-
rations to allow foreign investors to buy and sell properties
without incurring the second level of U.S. tax by a deemed
dividend on the sale proceeds of the U.S. real property inter-
ests. Only the unique facts of the foreign client’s situation can
determine the most beneficial relationship and structure.

The acquisition of U.S. real estate, whether for business
use or investment, brings into play the U.S. real property
interest provisions in the Internal Revenue Code (the “Code”)
and Treasury Regulations (the “Regulations”).6 Foreign
investors may begin to acquire U.S. real property interests
through a foreign corporation, which may buy into an existing
real estate partnership or form a partnership structure to own
the real property. The foreign corporation will discover that it
must file a special tax return and is subject to the branch prof-
its tax. How can it avoid this situation? Subsequently, the for-
eign corporation may want to repatriate its real estate profits
from the U.S. How can it avoid taxable gain on the distribu-
tion? The following discussions will highlight some of these
issues for the effectively connected U.S. trade or business of
a foreign corporate client.

II. EFFECTIVELY CONNECTED U.S. TRADE OR BUSI-
NESS

Whether a foreign corporation conducts business and
investments in the U.S. as a branch or through a disregarded
entity, the tax treatment is the same as a branch enter-
prise. Income and deductions of a U.S disregarded entity are
treated as the income and deductions of the foreign
owner. Operating through a disregarded limited liability com-
pany would provide liability protection with a state law recog-
nized entity.

The U.S. imposes tax on foreign entities engaged in a
trade or business in the U.S. and on U.S. investment income

of foreign entities. A 30 percent withholding tax is imposed at
the source on income that is not connected with a U.S. busi-
ness and is treated as U.S. investment type income.7 Where-
as, a foreign corporation engaged in a trade or business with-
in the U.S. is taxable under the standard U.S. corporate
income tax provisions on its taxable income that is effective-
ly connected with the conduct of the trade or business in the
U.S.8 

If a foreign corporation is a partner in a U.S. or foreign
partnership, the foreign corporation is considered engaged in
a U.S. trade or business if the partnership is engaged in the
U.S.9 The source of income of a partnership is passed
through to the foreign partners.10 To the extent the partnership
has U.S. source income; the foreign partners will be subject
to U.S. tax on their distributive share. Foreign and domestic
partnerships are required to withhold U.S. tax with respect to
the partnership’s effectively connected income that is alloca-
ble under section 704 to foreign partners.11

Branch-level Taxation

The U.S. imposes a branch profits tax on the branch
income of a foreign corporation on income derived in the
U.S.12 The branch profits tax is a tax on the deemed profits
distributed, if the branch were treated as a U.S. corporation.
In addition to the U.S. corporate income tax, the branch prof-
its tax imposes a 30 percent tax on the “dividend equivalent
amount,” regardless of whether or not there is repatriation
outside of the U.S.13

The dividend equivalent amount is the foreign corpora-
tion’s effectively connected earnings and profits, subject to
certain adjustments.14 This E & P amount is reduced by the
increase in U.S. net equity during the tax year, or increased
by the decrease in net equity.15

Thus, many foreign corporations conduct their opera-
tions in the U.S. with a domestic corporation to avoid the
branch profits tax on deemed “dividends.” However, an actu-
al dividend paid by a domestic corporation to a foreign
shareholder is subject to withholding tax at the source but
only when actually (or constructively) paid,16 which is subject
to the discretion and the timing decision of the domestic cor-
poration.

The branch profits tax, as with any withholding tax on
dividends paid by a domestic corporation to a foreign share-
holder, would be modified if the foreign corporation is a qual-
ified resident of a foreign country that has an income tax
treaty with the U.S.17 Treaty provisions would substitute the
treaty rate for the 30 percent rate of the branch profits tax.18

If the foreign owner is not in a treaty country with the
U.S., a foreign third country corporation in a U.S. treaty coun-
try may be placed between the ultimate foreign owner and
the U.S. corporation. However, the “limitation on benefits” arti-
cles in the applicable income tax treaty may limit the treaty
benefits, flowing to the ultimate foreign owner.

Earnings Stripping

The double taxation of dividend income creates an
incentive for using debt capital rather than equity capital to
fund U.S. operations. The use of debt in the capital structure
of a U.S. company can be advantageous with a return of cap-
ital through principal payments being nontaxable, instead of
an investment return through dividends, and interest being
deductible by the U.S. corporation. Under most U.S. tax
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treaties, interest income, flowing to a foreign entity, is exempt
from withholding tax or greatly reduced. Usually, the treaty
rate is lower for interest income than for dividends.

A foreign owner that loans funds to its U.S. subsidiary
and receives interest payments is subject to the 30 percent
U.S. withholding tax at the source unless reduced by
treaty. The interest payments are a deductible ordinary
expense to the U.S. payor. With reduced treaty rates for with-
holding, “earnings” may escape the U.S. tax base when such
earnings are deductible as “excess” interest expense by the
U.S. payor and the earnings are subject to a reduced with-
holding tax rate. To avoid earnings stripping situations, U.S.
tax provisions impose a limitation on the amount of
deductible interest expense.19

A limitation on the payor’s interest expense deduction is
imposed if (1) the payor has excess interest expense for the
taxable year and (2) the ratio of debt to equity of the corpo-
ration exceeds 1.5 to 1.20 The corporation has excess interest
expense to the extent of its net interest expense over 50 per-
cent of its adjusted taxable income.21 The limitation is
imposed if interest is paid to a related person and no U.S. tax
is imposed with respect to the receipt of such interest.22 The
limitation is reduced if the interest paid to the foreign recipi-
ent is partially subject to U.S. income tax.23

The provision is not a re-characterization of debt as
equity, but rather a current disallowance and deferral of part
of the corporation’s interest deduction. The rules prevent the
domestic corporation from taking a current deduction for the
interest expense, which otherwise would reduce the corpora-
tion’s current taxable income. The limitation applies to
exempt, related-person interest expense paid or accrued,
directly or indirectly, by a domestic corporation,24 or paid or
accrued by a foreign corporation with income, gain, or loss
effectively connected with the conduct of a trade or business
in the U.S.25

Generally, the limitation does not apply when a corpora-
tion pays interest to a third party, unless there is a “back-to-
back loan” situation. If a corporation pays interest to an unre-
lated party that owes a debt to a person related to the
corporation, a back-to-back loan would result in application of
the limitation under section 163(j).26 The Service follows the
principles set forth in Rev. Rul. 84-152,27 Rev. Rul. 84-15328

and Rev. Rul. 87-8929 for back-to-back loans,30 which are dis-
cussed under the “anti-conduit” rules. Based upon the rev-
enue rulings, back-to-back loans that have no substance are
collapsed, the third party intermediary is ignored and the loan
is treated as a direct loan to a related party.31 The revenue rul-
ings are supplemented by the anti-conduit regulations under
section 7701(l).

Anti-Conduit Rules

Congress under section 7701(l) permitted the Service to
prescribe regulations re-characterizing any multi-party
financing transaction as a transaction directly among any two
or more of such parties where the Service determines that
such re-characterization is appropriate to prevent avoidance
of any tax. Under this substance-over-form doctrine, the inter-
mediary is ignored as a mere “conduit” for the received pay-
ments and is denied the treaty benefits that would flow as
being treated as the recipient of the payments.32

For a conduit situation to exist, the interest recipient
must fail to exercise complete dominion and control over the
interest payments and must have an obligation to transmit the
payment to another.33 Also, there must be no valid business

reason for the multiple party arrangements, except to obtain
the benefits of an exemption established by U.S. treaty.34

The regulations under section 7701(l) permit the Service
for purposes of sections 871, 881, 884(f)(1)(A) and 1441/2 to
disregard one or more intermediate financing entities.35 The
regulations target the avoidance of U.S. withholding tax
through the use by a non-treaty country resident of a treaty-
country intermediary to receive U.S.-source interest, divi-
dends, royalties, or other non-trade or business income at
reduced rates granted under a U.S. tax treaty with the inter-
mediary’s country of residence.

The regulations determine who is the beneficial owner of
the income with respect to a particular financing arrange-
ment.36 The financing entity, who is the beneficial owner of the
income, is entitled to claim the benefits of any income tax
treaty that reduces the amount of tax imposed by section 881
on that income.37 A conduit entity is the agent of the financing
entity and cannot claim the treaty benefits to reduce the
amount of tax under section 881 on the payments made pur-
suant to the financing arrangement.38

An intermediate entity is a conduit entity with respect to
a financing arrangement39 if (1) the participation of the inter-
mediate entity reduces the section 881 tax, (2) the participa-
tion of the intermediate entity is pursuant to a tax avoidance
plan and (3) either the intermediate entity is related40 to the
financing entity or the financed entity, or the intermediate
entity, would not have participated on substantially the same
terms41 but for the fact that the financing entity engaged in the
financing transaction42 with the intermediate entity.43 If the
participation of a conduit financing arrangement is disregard-
ed, payments made by the financed entity are characterized
by reference to the character, such as interest or rent, of the
payments made to the financing entity.44

A tax avoidance plan is a plan one of the principal pur-
poses of which is the avoidance of tax imposed by section
881.45 Avoidance of the section 881 tax may be one of the
principal purposes for such a plan even though it is out-
weighed by other purposes, together or separately.46 The only
relevant purposes are those pertaining to the participation of
the intermediate entity in the financing arrangement and not
those pertaining to the existence of the financing arrange-
ment as a whole.47

Below Market Interest Rates 

If interest is nominal or zero on intercompany loans
between a foreign-controlled U.S. corporation (“FCC”) and its
foreign related corporation (“FRC”)48 the Service may impute
interest under section 482 to the FRC, subject to the with-
holding tax on the deemed interest income.49 The withholding
tax on the deemed interest income may result in a corre-
sponding interest expense deduction to the FCC.50

For example, assume that a FRC in a non-U.S. tax
treaty country sold inventory to its FCC on an open account
payable basis. The FCC, not paying the balance in the
account, carried an account balance over several years. The
Service may imputed interest on these account balances
under section 482, utilizing the Federal short-term51 interest
rate as specified in I.R.C. § 1274(d). The taxpayer may be
allowed a deduction for interest expense under I.R.C. § 163
for the interest imputed on the loan.52 Interest may be imput-
ed on intercompany loans between FCC and FRC based
upon the Third Circuit’s decision in Tate & Lyle, Inc. v. Com-
missioner53 and the matching regulations54 under I.R.C. §
267.
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Under section 163, a taxpayer is allowed to deduct inter-
est paid or accrued within the taxable year on indebted-
ness. However, taxpayers are required to defer the deduction
for the interest payable to related persons,55 until the interest
income is includible in the related person’s gross
income.56 With this matching principle of I.R.C. § 267(a)(2),
interest deductions are to be matched with the interest
income for related persons, when the payor is an accrual
basis taxpayer and the payee is a cash basis taxpayer.

The purpose of section 267(a)(2) is to require related
U.S. persons to use the same accounting method in related
transactions to prevent the allowance of a deduction without
the corresponding inclusion in income.57 Section 267(a)(3)
provides that the “Secretary shall by regulations apply the
matching principle of paragraph (2) in cases in which the per-
son to whom the payment is to be made is not a United
States person.”

Personal Property

When a foreign corporation sells an investment asset or
a personal asset, the income or gain is subject to U.S. tax if
the income or gain is effectively connected to a U.S. trade or
business. Generally, foreign source income will not be
income effectively connected to a U.S. trade or
business.58 Foreign source income will be effectively con-
nected if the income meets the asset use test, business activ-
ities test, or is subject to the force of attraction principle.59 If a
foreign corporation has an office or other fixed place of busi-
ness in the U.S. to which the foreign source income is attrib-
utable, foreign source income may be effectively connected.60

Income from the sale or exchange outside of the U.S. of
inventory property through a U.S. office or other fixed place
of business would be foreign source effectively connected
income.61 If inventory property is sold for use, consumption or
disposition outside the U.S. and an office or fixed place of
business of the foreign corporation outside the U.S. material-
ly participates in the sale, then the foreign source income is
not effectively connected.

U.S. Real Property Interests

The term “U.S. real property interest” is defined by the
Code as (1) an interest in real property located in the U.S. or
Virgin Islands and (2) any interest in any domestic corpora-
tion unless the taxpayer establishes that such corporation
was at no time a U.S. real property holding corporation dur-
ing the 5-year period ending on the disposition date of such
interest.62 An interest in real property includes fee ownership
and co-ownership of land or improvements on land, lease-
holds of land or improvements on land, options to acquire
land or improvements on land, and options to acquire lease-
holds of land or improvements on land.63 Under the Regula-
tions, the term is expanded to include any direct or indirect
right to share in the appreciation in the value of, or in the
gross or net proceeds or profits generated by, the real prop-
erty.64

Also, the term “U.S. real property” includes personal
property associated with the use of real property, which
includes movable walls, furnishings and other personal prop-
erty associated with the use of the real property.65 Personal
property associated with the use of the real property will be
treated as real property upon its disposition, regardless of
whether it is disposed of concurrently with the disposition of
the real property with which it is associated.66 However, asso-
ciated personal property will not be treated as real property if

the personal property is disposed of either more than one
year before or more than one year after the disposition of the
associated real property and no right in the real property is
reacquired during that one-year period, or the personal prop-
erty and the associated real property are separately sold
within a 90-day period to persons that are related neither to
the transferor nor to one another, and the transferor has no
reason to know that the buyers are related persons or intend
to re-associate the two properties within one year of the sale
of the personal property.67

A foreign corporation directly owning U.S. real property
is subject to taxation on the net income from the property
after deductions, if the ownership and maintenance of the
property constitutes a U.S. trade or business. With effectively
connected U.S. trade or business income from the property,
a foreign corporation is permitted deductions for deprecia-
tion, interest, repairs, maintenance, real property taxes and
other business expenses.

If the income is not effectively connected to a U.S. trade
or business, the foreign corporation is subject to the 30 per-
cent gross basis tax on the “gross income” from the proper-
ty. Even if the real property is under a “net lease” in which the
lessee pays the rent, as well as real estate taxes, repairs,
operating expenses and insurance, the 30 percent gross
basis tax on “rent” includes the net rent and the amounts paid
by the lessee that constitute lessor expenses such as taxes
and repairs.68 Thus, the expenses of the lessor under a gross
lease paid by the lessee are additional rental income to the
foreign person and subject to the 30 percent tax.

Whether a foreign corporation’s ownership and mainte-
nance of U.S. real property constitute a U.S. trade or busi-
ness, the courts and the Service have held that considerable,
continuous and regular activity with respect to the property is
a trade or business, but the mere receipt of rental income and
payment of expenses is not sufficient.69 An election is avail-
able to the foreign corporation to treat the income from the
non-business U.S. real property as income effectively con-
nected to a U.S. trade or business and subject to regular tax-
ation.70

Thus, foreign persons should elect to treat income-pro-
ducing U.S. real estate activities as a U.S. business and elim-
inate the need to engage in a fact-based inquiry as to
whether the activities are continuous, regular and substantial
to constitute a trade or business. The foreign corporation
must attach a statement to the U.S. return, providing a list of
the real property, the extent of ownership, location, a descrip-
tion of improvements and information of any previous elec-
tions.71 Also, the foreign corporation must provide any with-
holding agent or payer a Form W-8ECI to claim an exemption
from the 30 percent gross basis withholding tax.72 However,
any gain on the disposition of the U.S. real property will be
subject to regular taxation whether or not the election is
made.

III. DOMESTICATIONS

Upon entering the U.S. market for the first time, foreign
investors may acquire U.S. real estate through a foreign cor-
poration. The foreign parent corporation may use a foreign
subsidiary in a low-tax jurisdiction to allow deferral from home
country taxation. Such low-tax jurisdictions tend to be non-
U.S. treaty countries. Using a foreign corporation in a tax
haven with bearer share certificates provides the foreign
investor with a great degree of home country anonymity. The
foreign corporation may buy into an existing real estate part-
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nership or form a partnership structure to own the real prop-
erty. Usually, a foreign corporation owns the real estate in a
U.S. limited partnership, in which the foreign corporation
would hold a 99 percent limited partnership interest and a
100 percent interest in the 1 percent general partner, a sin-
gle-member limited liability company.

The foreign corporation, filing a Form 1120-F73 in the
United States for its U.S. real property earnings, may want to
simplify its U.S. tax filings and to avoid the branch profits tax
and any unwanted disposition of a U.S. real property interest
with any change in stock ownership. Normally, the taxable
earnings represent distributions from an ownership in a U.S.
limited partnership and a limited liability company, through
which the foreign corporation conducts a U.S. trade or busi-
ness in U.S. real estate.

A foreign corporation that is a member of a partnership
engaged in a U.S. trade or business is treated as being
engaged in a U.S. trade or business.74 A foreign corporation
engaged in trade or business within the U.S. is taxable on the
effectively connected income (net of the deductions properly
allocated and apportioned to such income) at regular gradu-
ated rates under I.R.C. § 882. Also, a foreign corporation with
a U.S. trade or business is subject to the U.S. branch profits
tax under section 884. By using a domestic corporation to
hold the U.S. real estate, as opposed to a foreign corporation,
avoids the branch profits tax.

A possible solution to the above situation is the domes-
tication of the foreign corporation to avoid being subject to the
applications of section 882 and the branch profits tax. The
domestication of the foreign corporation is nontaxable as an
“F” reorganization, but is subject to sections 897 and
884. Section 897 could trigger the reorganization as a taxable
event by a disposition of a U.S. real property interest. The
reorganization could increase the transferor’s dividend equiv-
alent amount and trigger a branch profits tax liability under
section 884.

Inbound F Reorganization

A foreign corporation can be domesticated through an
inbound “F” reorganization as a U.S. corporation. A change of
domicile for a foreign corporation, pursuant to a state domes-
tication statute, will be treated as a reorganization under sec-
tion 368(a)(1)(F).75 A change of corporate domicile is the
most common “F” reorganization. The domestication of an
existing foreign corporation for U.S. purposes would have no
impact on the foreign corporation for foreign commercial law
and tax law purposes in the foreign country.

Following its domestication in the U.S., the corporation is
a domestic corporation for all purposes of the Code. The dual
resident corporation is not considered to have two classes of
stock outstanding solely because the corporation continues
to be registered as a corporation in a foreign country and
does not liquidate.76

After the domestication, the dual resident entity pos-
sesses the same assets and liabilities as before the domes-
tication and continues its previous business without interrup-
tion and the shareholder’s proprietary interest does not
change.77 The foreign corporation would be continuing its his-
toric business and the same shareholders would hold owner-
ship through the domesticated entity for U.S. tax purposes. In
an inbound “F” reorganization, the taxable year for U.S. tax
purposes of the foreign transferor corporation will end with
the close of the date of the transfer and the taxable year of

the acquiring domestic corporation will end with the close of
the date on which the transferor’s taxable year would have
ended but for the occurrence of the reorganization.78

For U.S. tax purposes, the actual form of the transaction
does not matter. Regardless of the form of the transaction
and the treatment under state corporate laws, the transaction
is viewed for U.S. tax regulations purposes as a deemed
asset transfer in which there is: (1) the transfer of assets by
the foreign corporation in exchange for stock of the domestic
corporation and its assumption of liabilities; (2) followed by
the distribution by the foreign corporation of the stock of the
domestic corporation to the foreign corporation’s sharehold-
ers; and (3) the exchange by the foreign corporation’s share-
holders of their stock in exchange for the stock of the domes-
tic corporation.79

For U.S. nonrecognition purposes, an “F” reorganization
is treated as (1) a section 361(a) transfer of assets from the
acquired foreign corporation to the acquiring domestic cor-
poration, (2) a section 361(c) distribution by the acquired for-
eign corporation of the stock in the acquiring domestic cor-
poration and (3) a section 354 exchange by the shareholder
of stock in the acquired foreign corporation for stock in the
acquiring domestic corporation.80 Section 361 and section
354 provide the transferor corporation and the shareholder of
the transferor corporation, respectively, with nonrecognition
treatment in a section 368 reorganization, unless overridden
by the operation of certain other Code sections. A carryover
basis in the contributed assets results under section 362(b).

The “F” is the only reorganization in which both carry-
overs and carrybacks are permitted.81 Under section
1.381(b)-1(a)(2), “the tax attributes of the transferor corpora-
tion enumerated in section 381(c) shall be taken into account
by the acquiring corporation as if there had been no reor-
ganization.” Under the section 382 limitation provisions, the
term “equity structure shift” means any reorganization within
the meaning of section 368, except a section 368(a)(1)(F)
reorganization.82

If a shareholder of the foreign corporation is a U.S.
shareholder, the shareholder must include any “all earnings
and profits amount” in income as a dividend.83 With the
domestication qualifying as an “F” reorganization, the U.S.
shareholders would be required to include in gross income
any “all earnings and profits amount” of the foreign corpora-
tion not previously distributed to the domestic shareholder
and subject to tax in the U.S.84 If we assume that there are no
U.S. shareholders, there would not be any earnings and prof-
its to create a section 367(b) problem with earnings and prof-
its being deemed as section 1248 dividends. Of course, the
branch profits tax under section 884 may create a dividend
equivalent amount.

Section 354(a)(1) provides nonrecognition to the share-
holder, subject to sections 367(b),85 1246, and 1291 for U.S.
shareholders.86 However, we are assuming that there are no
U.S. shareholders. If a foreign corporation transfers its assets
to a domestic corporation, in exchange for stock under a “F”
reorganization, nonrecognition treatment occurs under sec-
tion 361(a), subject to sections 897 (U.S. real property inter-
est) and 884 (branch profits tax if engaged in a U.S. trade or
business) for foreign shareholders.

After the domestication, the dual resident corporation
(referred to as “DRC”) is treated as a domestic corporation for
all purposes of the Internal Revenue Code. The foreign cor-
poration has the option to liquidate in the foreign jurisdiction
or to maintain its dual resident status. Sections 882 and 884
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no longer apply after the reorganization date, but DRC is sub-
ject to the normal tax provisions of a domestic U.S. corpora-
tion. The dual domestication is nontaxable as an “F” reorgan-
ization, but subject to sections 897 and 884.

Section 897(e) Nonrecognition 

Under section 354(a), no gain or loss is recognized if
stock or securities in a corporation that is a party to a reor-
ganization are, in pursuance of the reorganization plan,
exchanged solely for stock or securities in the corporation or
in another corporation that is a party to the reorganiza-
tion. Section 897(a) provides that the disposition of a U.S.
real property interest by a foreign corporation is taxable as
effectively connected income under section 882(a)(1). If there
are U.S. real property interests, section 897(e)(1) may deny
nonrecognition treatment to the transferor corporation. Gain
is recognized by a foreign corporation on the distribution of a
U.S. real property interest, unless nonrecognition is provided
in regulations prescribed by the Secretary pursuant to the
authority of section 897(e)(2).87

Under the regulations, the corporation may avoid recog-
nizing gain if it (1) receives stock in a U.S. real property hold-
ing corporation immediately after the exchange, (2) would be
subject to U.S. taxation upon an immediate sale of the stock
received and (3) reports certain information to the
Service.88 The foreign transferor must comply with certain fil-
ing requirements and attach to its U.S. tax return for the year
of transfer a document setting forth information on the section
897 transfer.89

The term “United States real property holding corpora-
tion” means any corporation if the fair market value of its U.S.
real property interests equal or exceed 50 percent of all
assets.90 A domestic or a foreign corporation may be a U.S.
real property holding corporation.91 Assets held by a partner-
ship are treated as held proportionately by its partners.92

Section 897(e) may cause an exchange to be taxable if
a treaty provision would protect the foreign shareholder from
U.S. tax on a later sale of the stock of the domestic corpora-
tion. If a foreign corporation is under a treaty obligation of the
U.S. and is entitled to nondiscriminatory treatment with
respect to its U.S. real property interest, the foreign corpora-
tion may make an election to be treated as a domestic cor-
poration for purposes of sections 897, 1445 and 6039C.93

Section 897(e)(1) generally allows a nonrecognition pro-
vision to apply if a foreign person exchanges a U.S. real prop-
erty interest for an interest that would be subject to U.S. tax-
ation if sold. For the exchange to be tax-free, the domestic
corporation must be a U.S. real property holding corporation
immediately after the exchange.94

Under Temp. Treas. Reg. § 1.897-6T(a)(1) as modified by
Notice 99-43, a foreign taxpayer will not recognize gain under
section 897(a) for a stock exchange under section 354(a) in
certain “F” reorganizations.95 For purposes of section 897(a)
and (e), the final regulations under section 897(e) will provide
that the stock received in a section 368(a)(1)(F) reorganiza-
tion, qualifying for nonrecognition pursuant to section 354(a),
will constitute the same interest in the corporation whose
stock was exchanged for purposes of determining whether
the interest received is a U.S. real property interest under
section 897(c)(1)(A)(ii).

The exception will apply when the taxpayer receives
stock in the corporation that is substantially identical to the

shares exchanged, possessing the same dividend rights, vot-
ing power, liquidation preferences, and convertibility as the
shares exchanged without any additional rights or obliga-
tions.96 Also, Notice 99-43 modifies the regulations to require
that the determination of whether the interest received in the
exchange is a U.S. real property interest under section
897(c)(1)(A)(ii) will include the period prior to the exchange.97

Section 897 could trigger the reorganization as a taxable
event. However, the nonrecognition provision would apply
under section 897(e) for the F reorganization, but the foreign
corporation would need to attach to its U.S. tax return for the
year of domestication a document setting forth information on
the reorganization.

Avoiding a Branch Profits Tax Disposition

In addition to the tax imposed by section 882,98 a branch
profits tax is imposed on any foreign corporation and is equal
to 30 percent of the dividend equivalent amount unless
reduced by treaty. The term “dividend equivalent amount”
means the foreign corporation’s effectively connected earn-
ings and profits adjusted by increases or decreases in U.S.
net equity. Thus, it is a tax on a foreign corporation’s after-tax
U.S. earnings that are not reinvested in the corporation’s U.S.
business.

The principle purpose of section 884 is to equalize the
tax treatment between U.S. branches and subsidiaries of for-
eign corporations. If the foreign client were a foreign corpora-
tion in non-treaty country, there would be no reduction in the
30 percent branch profit tax. The branch profit tax is eliminat-
ed after the reorganization, since DRC is a U.S. corporation
that is not subject to the tax. However, any future dividends
paid by DRC to the non-treaty shareholders are subject to a
30 percent U.S. withholding tax under section 1442(a).

If a foreign corporation engaged in a U.S. trade or busi-
ness transfers its U.S. assets to a domestic corporation in an
exchange for stock, the reduction in the foreign corporation’s
U.S. net equity would cause an increase in the transferor’s
dividend equivalent amount and trigger branch profits tax lia-
bility under section 884(a).99 The transfer ends the deferral of
the transferor’s branch profits tax liability to the extent of non-
previously taxed effectively connected earnings and profits.

The regulations contain an exception for a transfer of
stock of the transferee by the transferor in a section
368(a)(1)(F) reorganization.100 A section 884 disposition does
not include a transfer of stock of the transferee by the trans-
feror in a section 332(b) complete liquidation of a subsidiary
or an “F” reorganization.101 Any other transfer that qualifies for
non-recognition of gain or loss is treated as a disposition for
purposes of section 884 unless the Service has published
guidance for an exception.102

The domestic transferee corporation DRC must file Form
8848 if U.S. assets are transferred to it from a foreign corpo-
ration in a transaction described in section 381(a) and if the
foreign corporation was engaged in the conduct of a U.S.
trade or business immediately prior to the section 381(a)
transaction.103 Form 8848 is the consent to extend the time to
assess the branch profits tax under regulations sections
1.884-2T(a) and -2T(c) and replaced Form 2045 outlined in
regulations 1.884-2T(c)(2)(iii).

Form 8848 is attached to the corporation’s income tax
return for the tax year of the reorganization. The taxpayer
must consent to extend the time to assess to a date not ear-
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lier than the close of the 6th tax year following the year of the
reorganization. Also, Form 8848 requires that the corporate
officers have, by resolution of its board of directors, been
authorized to execute Form 8848 and its terms and a copy
must be attached of the minutes of its board of directors evi-
dencing the authorization and that the terms of this Form
8848 have been included in its corporate minutes.

The foreign corporation’s effectively connected earnings
and profits and non-previously taxed accumulated effectively
connected earnings and profits generally carry over to the
transferee domestic corporation.104 Section 1.884-2T(c)(4)
provides for the reduction of any dividend equivalent amount
of the transferor during the year ending with the reorganiza-
tion against the carryover amount.

The reorganization could increase the transferor’s divi-
dend equivalent amount and could trigger a branch profits tax
liability under section 884. For the nontaxable exception to
apply for the “F” reorganization, the foreign corporation is
required to attach a Form 8848 to its corporate income tax
return for the year of domestication that extends the statute
of limitations for the branch profits tax liability.

IV. PURGING REAL PROPERTY INTERESTS

The typical situation may represent a foreign corporation
that owns 100 percent of a domestic corporation.The domes-
tic corporation holds an interest in a domestic partnership,
owning U.S. real estate. The domestic corporation may also
hold cash and notes receivables. The domestic corporation is
a “U. S. real property holding corporation” by definition under
I.R.C. § 897. The foreign parent corporation wants to repatri-
ate its profits from the U.S. on the real estate. For such situ-
ations, separate real estate should be held in separate U.S.
corporations to allow foreign investors to buy and sell prop-
erties without incurring the second level of U.S. tax by a
deemed dividend on the sale proceeds of the U.S. real prop-
erty interests, while the continuing domestic corporation
holds other real property interests.

The Foreign Investment in Real Property Tax Act of 1980
(“FIRPTA”) revised the taxation of gain from the disposition of
U.S. real estate by nonresident alien individuals and foreign
corporations.The purpose of this section is to address the tax
consequences of a complete liquidation of a U.S. real prop-
erty holding corporation with respect to the issues concern-
ing the “U. S. real property interest” status and the potential
gain on the liquidating distribution to the foreign corporate
shareholder.

The domestic corporation should sell its entire partner-
ship interest. By the end of the tax year, the domestic corpo-
ration’s only asset will be cash. The domestic corporation
then should file a final federal income tax return and distrib-
ute all of its cash to its foreign stockholder. There should be
gain by the foreign parent corporation on its investment in the
domestic corporation.

In order to consider the U.S. tax consequences of such
actions, the statutory status of the events must be reviewed
with respect to the definitions of a U.S. real property interest
and a U.S. real property holding corporation. Then, the purge
rules for U.S. real property interests and the effect of a sub-
sidiary liquidation into a foreign parent must be considered.

U.S. Real Property Interest

A stock interest held by a foreign person or foreign cor-

poration in a domestic corporation may be treated as a “U.S.
real property interest” that may accelerate tax liabilities. Sec-
tion 897(a)(1) may cause a foreign person or corporation to
be taxed on a disposition of a U.S. real property interest by
treating certain gain or loss as effectively connected with the
conduct of a U.S. trade or business. Such an effectively con-
nected gain or loss is taken into account in determining the
foreign taxpayer’s tax under section 871(b)(1) or 882(a)(1). A
foreign corporation may pay tax on the net gains from U.S.
real property dispositions under § 882(a)(1) at the top rate for
§ 11.

Section 897(a)(1) does not require that gain or loss be
recognized, but that gain or loss “shall be taken into account”
as if the taxpayer were engaged in a U.S. trade or business
and the gain or loss were effectively connected with such
trade or business. However, sections 897(d), (e) and (j) do
trigger the recognition of gains (not losses) to transactions
involving a “U.S. real property interest” with respect to distri-
butions, redemptions, reorganizations and capital contribu-
tions.

Also, section 897(g) uses a “look-through” rule to apply
section 897(a) to the portion of the gain or loss on the dispo-
sition of an interest in a partnership, trust, or estate attributa-
ble to a U.S. real property interest. Under section 897(g), the
amount received by a foreign corporation in exchange for all
or part of its interest in a partnership, trust, or estate to the
extent attributable to U.S real property interests will be con-
sidered as an amount received from the sale of such proper-
ty in the U.S.

The term “U.S. real property interest” means (1) an inter-
est in real property located in the U.S. or Virgin Islands and
(2) any interest in any domestic corporation unless the tax-
payer establishes that such corporation was at no time a U.S.
real property holding corporation during the 5-year period
(“look-back rule”) ending on the disposition date of such inter-
est.105 An interest in real property includes fee ownership and
co-ownership of land or improvements on land, leaseholds of
land or improvements on land, options to acquire land or
improvements on land, and options to acquire leaseholds of
land or improvements on land.106 The term “domestic corpo-
ration” has the same meaning as set forth in sections
7701(a)(3) and (4) and 301.7701-5. For purposes of sections
897 and 6039C, it includes a foreign corporation electing to
be treated as a domestic corporation under section
897(i).107 A corporation’s status as a U.S. real property hold-
ing corporation generally taints the stock interests in the cor-
poration for shareholders, who are either nonresident alien
individuals or foreign corporations.

Additionally, a “U.S. real property interest” can refer to an
interest in a foreign corporation that elects under section
897(i) to be treated as a domestic corporation and that is, or
was, a U.S. real property holding corporation.108 If a foreign
corporation holds a U.S. real property interest and under any
treaty obligation of the United States the foreign corporation
is entitled to nondiscriminatory treatment with respect to that
interest, the corporation may elect to be treated as a domes-
tic corporation for purposes of sections 897, 1445 and
6039C.109

The term “U.S. real property interest” has a different
application for a domestic corporation that is determining
whether it would be treated as a U.S. real property holding
corporation. The stock of a foreign corporation cannot be a
U.S. real property interest in the hands of a foreign person or
foreign corporation, but only the stock of a domestic corpora-
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tion can be a U.S. real property interest under section
897(a)(1). In determining whether the domestic corporation
may be a U.S. real property holding corporation, its interest in
any corporation, foreign or domestic, may be a U.S. real prop-
erty interest. Section 897(c)(2) pertains to “any
corporation.” Section 897(a)(1) may apply to the stock of a
foreign corporation that elects to be treated as a domestic
corporation under section 897(i). For purposes of section
897(a)(1), only stock of a domestic corporation can be a U.S.
real property interest.110

If the foreign corporation is a U.S. real property holding
corporation, any of its stock held by another corporation is a
U.S. real property interest for purposes of determining the
status of that other corporation. The value of that interest is
used to test whether the other corporation is a U.S. real prop-
erty holding corporation.111 The primary significance of a for-
eign corporation’s status as a U.S. real property holding cor-
poration is that an interest in the foreign corporation held by
a domestic corporate shareholder may make the corporate
shareholder itself a U.S. real property holding corpo-
ration. The treatment of a foreign corporation as a U.S. real
property holding corporation for determining the status of a
corporate shareholder applies to any multi-tier corporate
chain.112

Further, the term, “U.S. real property interest,” can refer
to a publicly traded interest in a partnership or trust held by a
greater-than-5-percent owner.113 Such an interest in a publicly
traded partnership or trust would constitute a U.S. real prop-
erty interest, if the entity holds assets that would cause it to
be classified as a U.S. real property holding corporation if it
were a corporation.114 Similarly, a publicly traded stock may
be treated as a U.S. real property interest for a greater-than-
5-percent owner.115

U.S. Real Property Holding Corporation

A U.S. real property holding corporation is any corpora-
tion in which the fair market value of its U.S. real property
equals or exceeds one half of all of its real property and busi-
ness assets. Under the Code, the term “U.S. real property
holding corporation” means any corporation if the fair market
value of its U.S. real property interests equal or exceed 50
percent of the fair market value of (1) its U.S. real property
interests, (2) its interests in real property located outside the
U.S. and (3) any other of its assets which are used or held for
use in a trade or business.116 The mathematical definition
applies to certain assets of the corporation and may ignore
other assets.

If the fair market value of the assets cannot be deter-
mined with certainty, the Regulations allow a presumption
based upon the book value of the assets. The Regulations
provide an alternative test based upon the total book value of
the U.S. real property interests being 25 percent or less of the
book value of the aggregate of the assets.117 If there is diffi-
culty in determining fair market value, the presumption moves
away from fair market value but reduces the 50 percent
threshold to 25 percent in the Regulations.

“Book value” for assets directly owned by the corporation
means the value listed in the financial accounting records in
accordance with U.S. generally accepted accounting princi-
ples.118 “Book value” for assets held by another entity and
imputed to the corporation means the corporation’s share of
the value listed in the financial accounting records of the
other entity in accordance with U.S. generally accepted
accounting principles.119 The Regulations do not require a

corporation or the other entity to keep its books in accor-
dance with U.S. generally accepted accounting principles, but
they must determine the book value of the particular assets
in accordance with these principles.120

Also, the definition takes into account certain assets held
by partnerships, trusts and estates in which the corporation
has an interest.121 Assets held by a partnership, trust, or
estate are treated as held proportionately by its partners or
beneficiaries.122 A chain rule applies if the domestic corpora-
tion owns an interest in a partnership, trust, or estate that
owns an interest in another entity. The Regulations attributes
assets successively upward through the ownership
chain.123 The Regulations treat a domestic corporation as
owning its share of the assets of a partnership, trust, or
estate, but does not include its interest in the entity as an
asset for purposes of the 50 percent or more test.124

The U.S. real property holding corporation determination
takes into account its proportionate share of real estate and
business assets held through a controlled domestic or foreign
corporation.125 If a corporation holds a controlling interest in a
second corporation, the first corporation is treated as holding
a portion of the assets of the second corporation equal to the
percentage of the fair market value of the stock of the second
corporation held by the first for purposes of determining a
U.S. real property holding corporation.126

In determining the threshold of a U.S. real property hold-
ing corporation under the 50 percent or more test, the “other
assets used or held for use in a trade or business” would
include inventory, depreciable property, goodwill, intangible
property, cash, securities, stock and receivables of all kinds
to the extent such assets are used or held for use in the cor-
poration’s trade or business.127 An asset is used or held for
use in an entity’s trade or business if it is under the principles
of section 1.864-4(c)(2)(“asset-use test”) held in a direct rela-
tionship to the trade or business.128 The net result is that the
definition of a U.S. real property holding corporation takes
into account certain assets and may ignore other assets.

A note receivable arising from that trade or business
would be an asset held in a direct relationship to the trade or
business.129 However, there is a special rule concerning liquid
assets, such as cash. Under the Regulations, the amount of
cash that is presumed to be used or held for use in a trade or
business may be up to 5 percent of the fair market value of
the other assets used or held for use in the trade or busi-
ness.130 Cash held to meet the present needs of the business
would be held in a direct relationship to that business and
constitute assets used or held for use in the trade or busi-
ness.131 Cash held to provide for the future expansion of the
corporation into a new trade or business is not necessary for
the present needs of the business and is not held in a direct
relationship to the business and does not constitute assets
used or held for use in the trade or business.132 Thus, exces-
sive cash would be ignored for the 50 percent or more test.

Generally, interests in a U.S. real property holding cor-
poration are U.S. real property interests for the 5 years fol-
lowing an “applicable determination date.”133 If a corporation
is a U.S. real property holding corporation on such a date,
interests in the corporation are U.S. real property interests for
the subsequent 5 years.134

Whether a corporation is a U.S. real property holding
corporation is determined as of four different determination
dates: (1) last day of the corporation’s taxable year, (2) the
acquisition date of any U.S. real property interest, (3) the dis-
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posal date of an interest in real property located outside the
U.S. or other business assets and (4) such changes in items
2 and 3 as they relate to the assets held proportionately
through an entity owned by the corporation.135 Although the
Regulations require testing for U.S. real property holding cor-
poration status only on certain dates, the corporation may
determine its status upon acquiring or disposing of any
assets.136

The Regulations list certain transactions that may occur
without triggering a determination date.137 Additionally, a cor-
poration does not have to test for status as a U.S. real prop-
erty holding corporation during the first 120 days after the
later of the date of incorporation or it first acquired a share-
holder.138 Also, no determination of status is required during a
12-month period beginning with the date of the adoption of a
plan of complete liquidation by the corporation and ending
with the distribution of assets.139

Purge Rule For U.S. Real Property Interest

A corporation’s status as a U.S. real property holding
corporation may end at any time, if less than 50 percent of
certain assets consist of U.S. real property interests.140 A
domestic corporation that determines that it is not a U.S. real
property holding corporation may attach to its income tax
return for that year a statement informing the I.R.S. of its
determination.141 If the corporation voluntarily provides such
notice, the corporation must submit a supplemental state-
ment if such corporation independently determined whether
or not an interest in a second corporation is a U.S. real prop-
erty interest.142

Upon the termination of the U.S. real property holding
corporation status, interests in the corporation generally con-
tinue to be U.S. real property interests for the next 5
years.143 After 5 years, interests in the corporation cease to
be treated as U.S. real property interests unless subsequent
transactions cause the fair market value of the corporation’s
U.S. real property interests to equal or exceed the 50 percent
threshold.

Section 897(a) provides that the disposition of a U.S. real
property interest by a foreign corporation is taxable as effec-
tively connected income under section 882(a)(1). Section 897
would apply only if there is a transfer or distribution by foreign
persons of a U.S. real property interest. Section 11 simply
taxes the domestic corporation on all its recognized gains.144

However, a special “purge” rule allows interests in a cor-
poration to lose their status as U.S. real property interests
immediately before the end of the 5-year period.145 Section
897(a) does not apply when a domestic corporation sells its
U.S. real property interest. The corporation’s stock ceases to
be a U.S. real property interest, if the domestic corporation
disposes of all its U.S. real property interests in taxable
sales.146 Thus, section 897(a) does not apply if the corpora-
tion has “purged” its stock of the taint as a U.S. real property
interest.

As stated, a corporation may purge itself by disposing of
all of its U.S. real property interests in transactions in which
gain is recognized. Essentially, the corporation must have
sold all of the U.S. real property interests held while the tax-
payer was a shareholder during the prior five years. Under
the Code and Regulations, the term U.S. real property inter-
est does not include any interest in a corporation if (1) as of
the date of the disposition of such interest, such corporation
did not hold any U.S. real property interests, and (2) all of the

U.S. real property interests held by such corporation at any
time during the 5-year period ending on the date of the dis-
position of such interest were disposed of in transactions in
which the full amount of the gain was recognized (or ceased
to be U.S. real property interests by reason of taxable dispo-
sitions of ownership in partnerships or controlled corpora-
tions).147

Further, a corporation that holds interests in another
U.S. real property holding corporation, or a partnership hold-
ing U.S. real property, can meet the purge rule if the other
corporation, or partnership, sells all of its U.S. real property
interests (or sells the partnership interest) held during the
defined period in transactions in which all gain is recog-
nized.148

The domestic corporation has been a U. S. real property
holding corporation by definition under I.R.C. § 897. If the
domestic corporation sells all of its real property interests in
taxable transactions, the domestic corporation will cease to
be a U.S. real property holding corporation and a U.S. real
property interest prior to the end of the 5-year period.

Parent/Subsidiary Liquidation

In a domestic context, the liquidation of a domestic cor-
poration into its 80 percent or more (by vote and value) cor-
porate shareholder would qualify under section 332 as a non-
taxable event at both the shareholder and subsidiary
levels. An 80 percent or more shareholder that is a foreign
corporation would qualify for nonrecognition treatment under
section 332. Section 337(a) provides that a liquidating corpo-
ration recognizes no gain or loss on the distribution of prop-
erty to an 80 percent domestic or foreign corporate share-
holder, unless overridden by section 367.

With a foreign parent corporation, a section 332 liquida-
tion would be subject to sections 897 and 367 and their
underlying Regulations. Section 897 applies to transfers and
distributions by foreign persons of U.S. real property inter-
ests, including the stock of a U.S. real property holding cor-
poration. Even if the liquidating domestic subsidiary is a U.S.
real property holding corporation, section 897 does not apply
at the subsidiary level with a domestic entity. Of course, the
example in this situation assumes that the domestic corpora-
tion will no longer be a U.S. real property holding corporation
and will purge its U.S. real property interest before the time of
liquidation.

Generally, section 367 requires a liquidating domestic
corporation to recognize gain on the distribution of its appre-
ciated assets to a foreign person. Except as otherwise pro-
vided in the Regulations, gain results under section
367(e)(2), which overrides the nonrecognition sections of
337(a) and 337(b)(1). A distributing corporation must recog-
nize gain on each item of property that has a fair market
value in excess of its adjusted basis.149 The intent of the pro-
vision is to impose an immediate corporate tax on the distri-
bution of all appreciated assets that would not be subject to
U.S. taxation if subsequently sold by the foreign corporate
shareholder.150

Section 367(a)(6) does allow the Regulations to exempt
any transaction from section 367(a)(1) application. A domes-
tic corporation may avoid gain recognition on the distribution
of U.S. real property interests and certain U.S. trade or busi-
ness assets, if the U.S. can tax any gain recognized later by
the foreign corporation that is still effectively connected with
a U.S. trade or business.151 When the nonrecognition provi-
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sion for U.S. real property interests overlaps with the non-
recognition rules for assets used in a trade or business, the
U.S. real property interest rules take priority.152

A foreign corporation that meets the stock ownership
requirements of section 332(b) with respect to stock in a
domestic corporation that is a U.S. real property interest
would not recognize any gain under sections 367(a) or
897(e)(1) on the receipt of property in a section 332(a) liqui-
dation.153 The nonrecognition rule applies to the distribution of
(1) a direct interest in U.S. real estate, (2) an interest in a
partnership with assets of U.S. real property, or (3) the stock
of a U.S. real property holding corporation. Even if the
domestic corporation is a U.S. real property holding corpora-
tion, a section 332 liquidation results in no recognized gain
for the foreign parent.154 The domestic corporation would not
recognize gain on the distribution of U.S. real property inter-
ests, unless the domestic corporation is a former U.S. real
property holding corporation that is treated as a U.S. real
property interest.155

The domestic corporation would recognize gain under
section 367(e)(2) on the distribution of stock in a former U.S.
real property holding corporation that is treated as a U.S. real
property interest. If a domestic corporation that is or has been
a U.S. real property holding corporation during the holding
period distributes property to a foreign person in a corporate
liquidation, it must deduct and withhold a tax equal to 10 per-
cent of the amount realized by the foreign shareholder.156 An
entity or fiduciary must report and pay over to the I.R.S. any
tax withheld pursuant to section 1445(e) by the 20th day after
the transfer date with the filing of Form 8288/8288-A.157

The withholding tax provision will not apply, if the inter-
ests in the corporation are not U.S. real property interests as
of the date of the distribution by reason of section
897(c)(1)(B).158 Section 897(c)(1)(B) concerns the disposition
of all of the U.S. real property interests by the domestic cor-
poration in transactions on which gain or loss is recog-
nized.159

At the time of the liquidation, the situation assumes that
the domestic corporation has sold, or “purged,” all appreciat-
ed assets in taxable sales and is no longer a U.S. real prop-
erty holding corporation and is not treated as a U.S. real
property interest. Section 367(e)(2) would not trigger any
additional gain by the domestic corporation, since the
domestic corporation already would have recognized gain
under section 11 upon the filing of its final corporate income
tax return.

Section 367(e)(2) does not limit the benefit of section
332 for the foreign corporate shareholder that receives distri-
butions in liquidation. Section 332 liquidation results in no
recognized gain on the receipt of the assets of a U.S. sub-
sidiary in a section 332 liquidation for the foreign parent cor-
poration.160

A foreign corporation pays no U.S. tax on its gains from
the sale of the stock of a U.S. corporation.161 Section 881
does not contain a provision that parallels section 871(a)(2)
on the capital gains of individuals. If section 897(a) applied,
the gains would be treated as a disposition of a U.S. real
property interest as effectively connected with the conduct of
a trade or business within the U.S.

By “purging” the domestic corporation of U.S. real prop-
erty interests before the liquidation, the foreign corporation
eliminates the effectively connected U.S. trade or business

exception under section 897. The foreign corporation would
no longer be subject to the rules of section 897. The foreign
corporation would not recognize any gain on the distribution
of the cash under section 367.

The domestic corporation was a “U. S. real property
holding corporation” by definition under I.R.C. § 897. A for-
eign corporation pays no U.S. tax on its gains, when it sells
or liquidates under section 332.12 its stock in a domestic
corporation unless it is subject to sections 897 and 367. By
“purging” the domestic corporation of U.S. real property inter-
ests before the liquidation, the foreign corporation eliminated
the application of section 897 and 367. Thus, the foreign cor-
poration would not recognize any gain on the distribution of
the property. Any gain is exempt from income tax under Reg.
1.881-2(a) for the foreign shareholder.

V. CONCLUSION

Foreign enterprises, entering the U.S. market, have
many decisions with respect to the cross-border entity struc-
ture, the extent of effectively connected U.S. trade or busi-
ness, the use of debt financing and the treatment of real
property for business or investment purposes. The existence
of any tax treaties will influence most of the tax considera-
tions. The decision with respect to the ownership of real prop-
erty used by a U.S. corporation must consider many
factors. Usually, appreciated real estate should not be held by
a corporation because of double taxation. However, foreign
shareholders may escape the double tax situation, if proper
tax planning is performed for the entire cycle of property own-
ership from acquisition and ownership to a final purging of
real estate interests before any sale.

The foreign investor may begin to acquire U.S. real prop-
erty interests through a foreign corporation. The foreign cor-
poration discovers that it must file a special tax return pur-
suant to the rules of section 882 and is subject to the section
884 dividend equivalent amount. A possible solution is the
domestication of the foreign corporation to avoid being sub-
ject to the applications of section 882 and the branch profits
tax. The domestication of the foreign corporation is nontax-
able as an “F” reorganization and eliminates section 882
application, but is subject to sections 884 and 897. The reor-
ganization could increase the transferor’s dividend equivalent
amount and trigger the branch profits tax liability under sec-
tion 884. Section 897 could trigger the reorganization as a
taxable event by a disposition of a U.S. real property interest.

However, a section 884 disposition does not include a
transfer of stock pursuant to an “F” reorganization. For the
nontaxable exception to apply for the “F” reorganization, the
foreign corporation is required to attach a Form 8848 to its
corporate income tax return for the year of domestication that
extends the statute of limitations for the branch profits tax lia-
bility.

For purposes of section 897, stock received in an F reor-
ganization qualifying for nonrecognition pursuant to section
354(a) will constitute the same interest in the corporation
whose stock was exchanged for purposes of determining
whether the interest received is a U.S. real property
interest. Nonecognition would apply under section 897, but
the foreign corporation would need to attach to their U.S. tax
returns for the year of domestication a document setting forth
information on the reorganization.

Subsequently, the foreign corporation may want to repa-
triate its real estate profits from the U.S., but how can it avoid
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taxable gain on the distribution. By “purging” the domestic
corporation of U.S. real property interests before the liquida-
tion, the foreign corporation eliminates the effectively con-
nected U.S. trade or business exception under section 897
and would not recognize any gain on the distribution of the
cash under section 367.

A foreign corporation pays no U.S. tax on its gains, when
it sells or liquidates under section 332 its stock in a domestic
corporation unless it is subject to sections 897 and 367. By
"purging" the domestic corporation of U.S. real property inter-
ests, the foreign corporation eliminated the application of
section 897 and 367 and would not recognize any gain on the
distribution of the property.
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TAX TREATMENT OF CONTINGENT ATTORNEY’S FEE

by Alan Chew, CPA, JD1

The Fifth Circuit’s Position on the Tax Treatment of Con-
tingent Attorney’s Fee.

What are the differences in tax treatment between
receiving a damages award from a lawsuit and separately
paying the attorney’s fee, and alternatively, first setting up a
contingency fee arrangement with the attorney at the onset of
the suit? While not knowing the answer may prove costly to
the taxpayer, the proper answer will nonetheless depend on
the venue of the suit. Fortunately, Texas is under the favor-
able jurisdiction of the Fifth Circuit, which excludes such con-
tingent attorney’s fees from gross income to the litigant-recip-
ient of the damages award, thereby subjecting only the net
award amount to income taxation. In analyzing the above
question, this article will review: (1) the concept of gross
income and the anticipatory assignment of income doctrine;
(2) the circuits’ split on the application of the anticipatory
assignment of income; (3) the reasons for and against includ-
ing the contingent attorney’s fees in gross income; (4) the
current position of the Fifth Circuit on the issue; (5) the oppo-
sitions to the Fifth Circuit’s line of reasoning; (6) the differing
tax treatments under the majority and minority circuits’ hold-
ings; and (7) finally, the implications on setting up an attor-
ney-client’s engagement letter.

Concept of Gross Income and the Anticipatory Assign-
ment of Income Doctrine.

Section 61(a) of the Internal Revenue Code defines
“gross income” to mean “all income from whatever source
derived.”2 This definition is broadly interpreted by the
Supreme Court, which has held that it is “the intention of
Congress to tax all gains except those specifically exempt-
ed.”3 Income is, however, not taxable until it is realized, which
occurs when the taxpayer receives the benefit of the income
rather than when the taxpayer acquires the right to receive
it.4 A taxpayer can also realize income not only by being paid,
but by obtaining fruition of the economic gain that has already
accrued to the taxpayer.5 Thus, income can be realized
regardless of whether the amount ever passed through the
taxpayer’s hands.6 Such principles coincide with the accrual
accounting method of income recognition under the General-
ly Accepted Accounting Principles (GAAP).

At the heart of the controversy that created the current
split in the circuits involves the mixed applications by the var-
ious circuit courts of the doctrine of anticipatory assignment
of income. Under this doctrine, a taxpayer is deemed a recip-
ient of taxable income even though the taxpayer has
assigned or shifted the income-producing property to anoth-
er party while still effectively retaining control of the proper-
ty.The U.S. Supreme Court first developed this doctrine in the
landmark cases of Helvering v. Horst 7 and Lucas v. Earl.8

In Horst the Court opined that:

[The anticipatory assignment of income doc-
trine states that] income is “realized” by the assign-
or because he, who owns or controls the source of
the income, also controls the disposition of that
which he could have received himself and diverts
the payment from himself to others as the means of
procuring the satisfaction of his wants. The taxpayer
has equally enjoyed the fruits of his labor or invest-
ment and obtained the satisfaction of his desires

whether he collects and uses the income to procure
those satisfactions, or whether he disposes of his
right to collect it as the means of procuring them.9

There, the taxpayer owned negotiable bonds, but he
detached from the bonds the negotiable interest coupons to
give as gifts to his son while still owning the titles to the nego-
tiable bonds. The Court held the arrangement as an anticipa-
tory assignment of income because the donor-taxpayer had
continued to retain control of the bonds even after gifting the
interest coupons to his son.The Court explained that “[w]hen,
by the gift of the coupons, he has separated his right to inter-
est payments from his investment and procured the payment
of the interest to his donee, he has enjoyed the economic
benefits of the income in the same manner and to the same
extent as though the transfer were of earnings.”10

Earlier in Lucas, the Court had similarly held that a tax-
payer is attributed all the income, under the anticipatory
assignment of income doctrine, even though he had cre-
atively contracted with his wife to receive half of his future
income.11 In so holding, the Court made famous the metaphor
that when “the fruits are attributed to a different tree from that
on which they grew,” anticipatory assignment of income
would be held.12 Hence, in determining whether there is an
anticipatory assignment of income, a court will determine
whether a taxpayer continues to have dominion and control
over the source of the income after it has been assigned to
another party.13

Circuits Split on Application of the Anticipatory Assign-
ment of Income Doctrine.

The anticipatory assignment of income doctrine has
since been subject to much analyses and critiques by the
courts when dealing with the tax treatment of contingent
attorney’s fees. The varied arguments employed by the cir-
cuits have created a current split: the majority of the circuits,
First, Second, Third, Fourth, Seventh, Ninth, Tenth, and Fed-
eral Circuit, have supported including such fees in gross
income,14 while the minority renegade circuits, Fifth, Sixth,
and Eleventh Circuits, have excluded these fees from gross
income.15 The significance of this spit is that until the
Supreme Court decides to intervene, a Tax Court in a partic-
ular jurisdiction must adhere to the tax law as promulgated by
the Circuit Court of Appeals that maintains jurisdiction over
appeals of that particular Tax Court’s decision. This adher-
ence principle is mandated under the decision in Golsen v.
Commissioner, where the court held that “better judicial
administration requires us to follow a Court of Appeals deci-
sion which is squarely in point where appeal from our deci-
sion lies to that Court of Appeals and to that court
alone.”16 Although the issue appears ripe for a Supreme
Court review, the Court has nevertheless refrained from inter-
fering by repeatedly denying certiorari in relevant cases; pre-
sumably, as some critics observed, the Court “has reasoned
that these tax decisions could be based on the vagaries of
how attorneys’ liens are treated under applicable state law.”17

Reasons For and Against Including the Contingent
Attorney’s Fees in Gross Income.

Generally, courts have been known to look to state law
in determining property interests while employing federal law
to determine the tax consequences of the receipt or disposi-



Texas Tax Lawyer, October, 2004 59

tion of such a property.18 Applying this common principle,
some courts, when dealing with a contingent attorney’s fee
issue, would naturally begin by analyzing the respective state
laws to determine the relative strength of the litigant’s interest
in the cause of action as compared to the attorney’s interest
in the contingency fee. If the attorney’s interest in the fee
were found to be strong, these courts have held that the
attorney had a property interest in the fee, which was then
deemed exclusive of the client’s interest. Under such a hold-
ing, the courts would conclude that the fee was never income
to the client, but only to the attorney.19 Other courts have,
however, supported their arguments for including the contin-
gency fee in gross income of the litigant-taxpayer by holding
that even though state law might provide an interest in the fee
to an attorney, the interest was merely a security interest, and
not in the nature of a proprietary or property interest. Thus,
these courts would conclude that the attorney did not acquire
an interest in the cause of action, and the fee was plainly
income to the taxpayer who remained in control and domin-
ion of the source of income - or utilizing the fruit/tree
metaphor, the “tree.”20

The first case that dealt with the tax treatment of a con-
tingency attorney’s fee arrangement was the seminal Fifth
Circuit’s case of Cotnam v. Commissioner.21 There the court
held that the anticipatory assignment of income doctrine did
not apply to the contingency fee paid to the taxpayer’s attor-
ney because under the attorney’s lien statute of Alabama, an
attorney has the same rights as his or her clients such that
the attorney is in fact allowed an equitable lien in both the
cause of action and the recovery judgment.22 Consequently,
the court held that the taxpayer had not realized income as to
the portion of the award that went to his attorney as a per-
centage interest in the cause of action and judgment, and
had not fully enjoyed the economic benefit of the whole judg-
ment to implicate the anticipatory assignment of income doc-
trine.23 The court further justified its holding by stating that the
taxpayer was never obligated to pay the contingent attorney’s
fee since the fee was only payable upon prevailing in the suit,
and the attorney’s fee was fully paid through the assignment
of a portion of a doubtful claim. Thus, in the language of the
“fruit and tree” metaphor, the taxpayer’s tree had borne no
fruit and would have been fruitless had the taxpayer not
transferred a part interest in the tree itself to his attorney, who
rendered the necessary services to bring forth the
fruit. Hence, the taxpayer had not retained ownership of the
assigned tree to trigger the anticipatory assignment of
income doctrine.24 The Cotnam’s holding was, however, not
shared by the majority circuit.

The Current Position of the Fifth Circuit.

Following up on Cotam, the Fifth Circuit further compli-
cated the issue with another controversial case in Srivastava
v. Commissioner by employing a seemingly inconsistent
analysis to derive an uncharacteristic holding.25 The case was
similar to Cotnam, except it had involved a Texas’ attorney’s
lien statute that had afforded the taxpayer’s attorneys a less-
er degree of power to enforce their rights than that allowed for
under the Alabama’s attorney’s lien statute in Cotnam.26 Like
Cotnam, the court ultimately rejected the application of the
anticipatory assignment of income doctrine, holding that a
portion of the settlement amount payable to the taxpayer’s
attorneys under a contingency fee arrangement did not con-
stitute gross income.27

The Srivastava court’s reasoning was, however, less
than convincing. Initially, the court argued extensively in its
opinion against the taxpayer stating that, if not for the contin-

gency attorney’s fee agreement, the taxpayer would have had
to compensate his attorney out of his own pocket, and should
not have received preferential treatment simply from the for-
tuity of hiring an attorney on a contingency fee basis.28 Next,
the court stated that if it had decided the case tabula rasa, or
as an original matter on a clean slate without the Cotnam
precedent, it might have applied the anticipatory assignment
doctrine to hold against the taxpayer that the contingency
fees were gross income to the taxpayer.29 But strangely, after
having articulated against the taxpayer in much of the opin-
ion, the court nevertheless held for the taxpayer because it
simply felt compelled to apply the Cotnam’s ruling under the
principle of stare decisis, which is the doctrine of precedent
under which a court is to follow earlier judicial decisions when
the same points arise again in a subsequent litigation.30

The Srivastava court had an opportunity but it refrained
from distinguishing Cotnam based on the differences in the
state attorney’s lien laws of Alabama and Texas that would
determine the attorney’s proprietary interest in the separate
suits. Instead, in seemingly contradictory languages to its
earlier holding in Cotnam, the court wrote that “[w]hatever are
the attorney’s rights against the [taxpayer] under Texas law
as opposed to Alabama law, the discrepancy does not mean-
ingfully affect the economic reality facing the [taxpayer]” and
“irrespective of whether it is proper to tax contingent attor-
ney’s fees under the anticipatory assignment doctrine, the
answer does not depend on the intricacies of an attorney’s
bundle of rights against the opposing party under the law of
the governing state.”31 In other words, the Fifth Circuit appar-
ently disregarded in its reasoning the Cotnam’s approach of
looking to state law in determining the parties’ respective
interests in the cause of action even though the court had
adopted the Cotnam’s ruling in its final holding.32

Oppositions to the Fifth Circuit’s Line of Reasoning.

The Fifth Circuit’s reasoning in Srivastava has struck a
discord with scholars, and has since been subject to much
criticism. One scholar argued that the strict adherence to a
holding of a 41-year-old precedent in Cotnam was wrong,
especially when the court had noted in its own analysis that
it found the Cotnam line of reasoning unpersuasive, and in
contravention to the wisdom of former Supreme Court Justice
Hugo Black who stated that “when precedent and precedent
alone is all the argument that can be made to support a
court-fashioned rule, it is time for the rule’s creator to destroy
it.”33 Another scholar concurred noting that “the analysis of the
majority [Justices of the Srivastava’s court] followed more
from unwillingness to distinguish Cotnam than from a logical
and practical analysis of the inclusion of contingency fees in
a litigant taxpayer’s gross income.”34 Notably, only the Fourth
and the Sixth circuits have since followed the Srivastava’s
line of reasoning in refusing to look to a state’s lien law when
deciding on the tax treatment of contingent attorney’s fee.35

The response of the Internal Revenue Service (IRS) in a
private letter ruling (PLR) also suggests that it would look to
state law in determining whether a contingent attorney’s fee
should be included in the taxpayer’s gross income.36 There,
after reviewing the various circuits’ conflicting case law on the
issue, the IRS opined that the particular state law in which
the taxpayer was subject to did not grant the taxpayer’s attor-
ney a lien in the taxpayer’s cause of action. The IRS argued
further that even if the state law had allowed an attorney to
“have a claim on a judgment that is superior to that of a
defendant’s right to set-off, that common factor does not
mean that attorney could exercise dominion and control over
the cause of action or judgment while it was on
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appeal.”37 Thus, looking to the provisions under state law, the
IRS held the contingency fee paid to the taxpayer’s attorney
was includible in gross income by analogizing the taxpayer’s
situation to the case of Benci-Woodward v. Commissioner,
where the court there similarly noted that the California state
law did not confer ownership interest or any rights upon attor-
neys over their suits.38

The IRS would also review the provisions under a con-
tingency fee agreement on a case-by-case basis. In holding
against the taxpayer in the PLR, the IRS reviewed the con-
tingency fee arrangement noting that the taxpayer’s “attorney
merely provided services to [the taxpayer] and agreed to be
paid out of any settlement that [the taxpayer]
received.”39 Therefore, the attorney did not gain an interest in
the suit and the contingency fee was taxable as gross income
to the taxpayer. But whether the IRS would continue to follow
the PLR’s approach in a Fifth Circuit’s case after Srivastava
remains uncertain, especially when a PLR is not a source of
authority that could be cited to as a precedent.40

The latest major development in this controversy like-
wise favors the majority’s stance. While the debate rages on
like wild fire in the various circuits, the influential and highly
regarded Second Circuit that has long been conspicuously
missing in this debacle has finally offered its view in the case
of Raymond v. United States.41 There, the taxpayer argued
that that contingent attorney’s fee paid by the taxpayer should
not be included in his gross income because, under the Ver-
mont state law, the interest that his attorney has in the con-
tingent-fee portion of the judgment is a property interest,
which the taxpayer does not own.42 The Second Circuit, uti-
lizing the dominion and control argument, disagreed stating
that “the concept of property is not exhausted by the right to
possess; it is also about the right to control.”43 Citing Horst,
the court opined that “exercising the right to ‘control disposi-
tion’ of a fund is sufficient for the realization of taxable
income.”44 Thus, the court held the contingent attorney’s fee
was income to the taxpayer because he has “controlled” the
source of the judgment income, and had diverted the judg-
ment payment from himself to his attorney for the satisfaction
of his wants.45 Hence, the taxpayer was deemed to have suf-
ficient dominion and control of the whole judgment award to
warrant inclusion in his gross income the portion used to pay
the contingent attorney’s fee.

Differing Tax Treatments under the Majority and the
Minority Circuits’ Holdings.

The Internal Revenue Code specifically states that com-
pensatory damages received on accounts of personal
injuries or sickness are exempt from taxation while punitive
damages are included in gross income and taxable.46 Any
related interest income on both the compensatory and the
punitive damages amounts are also taxable as gross
income.47 Accordingly, the following discussion on the differ-
ing tax treatments of contingent attorney’s fees by the various
circuits would primarily relate to the receipts by the litigant-
taxpayer of punitive judgment awards, and actual damages
that have been deemed by the courts as not solely awarded
for personal injuries or sickness.

The differing tax treatment methods were presented in
Srivastava. The Fifth Circuit noted that if the contingent attor-
ney’s fee were included within gross income, the deductibility
of which would depend on its classification as either an “ordi-
nary and necessary expense paid or incurred * in carrying on
any trade or business,” or as an “ordinary and necessary
expense paid or incurred * for the production or collection of

income.”48 That is, if included within gross income, the test of
how the attorney’s fee is deducted will depend on whether
the expense is characterized as a business or a personal
expense.49 Under the business expense classification, the fee
is potentially 100-percent deductible while under the person-
al expense classification, the fee will be deducted as a mis-
cellaneous itemized deduction subject to the 2-percent floor
of adjusted gross income.50 But because the Fifth Circuit
(including Texas) excludes such contingency fee from gross
income, only the net damages amount, after subtracting the
contingent attorney’s fee from the judgment award, will be
taxable as gross income to the taxpayer.51

Finally, the Alternative Minimum Tax (AMT) scheme
would reduce the miscellaneous itemized deduction amount
that a taxpayer could take if the contingent attorney’s fee
were included in gross income. In circuits that require the
contingent attorney’s fee to be included in gross income, the
AMT system will operate to preclude the taxpayer from
deducting the contingent attorney’s fee, because miscella-
neous itemized deductions are not allowed to offset gross
income in computing the AMT.52 Of course, under the current
Fifth Circuit’s position that a contingent attorney’s fee paid
from a judgment award is precluded from gross income, the
deductibility issue under the AMT scheme would not even be
applicable.

Implications on Setting Up Attorney-Client’s Engage-
ment Letter.

Until the Supreme Court decides to grant a certiorari,
this issue will no doubt remain unsettled. For this reason,
some commentators believe it would be prudent to set up
explicit languages in the attorney’s engagement letter stating
that such contingency fees, if any, will be “directly paid” from
the damages award to the taxpayer’s attorney so as to possi-
bly avoid the anticipatory assignment of income
doctrine.53 This suggestion is based on the premise that the
result of the taxpayer’s lawsuit is speculative and dependent
on the lawyer’s services; therefore, there will be room to
argue that the portion of the damages award assigned by the
taxpayer to his or her attorney as a contingency fee has not
already been earned, vested and relatively certain to be
awarded as judgment to the taxpayer that would require the
recognition of such a fee as taxable gross income.54

Furthermore, in holding against the taxpayer in the PLR
mentioned above, the IRS had in fact reviewed the contin-
gency fee agreement to conclude that the taxpayer there did
not transfer any interest in the judgment or the cause of
action to the taxpayer’s attorney.55 Hence, strong terms
should be provided in the attorney’s engagement letter to
expressly state when interest in the case is assigned to the
lawyer since the IRS would likely look to the languages con-
tained under a contingency fee agreement to determine if
interest in the judgment or in the cause of action has been
transferred. Such terms would include how the award pay-
ments will be made, and which party will receive any Forms
1099 or W-2 in an ultimate settlement agreement. The ration-
ale for these measures is that even if such provisions should
fail to influence a particular court, they could still potentially
serve as valuable tools in assisting in the negotiation and res-
olution of tax controversies with the IRS.56

Conclusion.

As noted, the presumption of the Supreme Court is to let
individual state’s attorney’s lien laws decide the attorney’s
interest in a case to determine whether a contingency fee
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should properly be included in the gross income of the liti-
gant-taxpayer. The Court would therefore be unlikely to grant
a new certiorari request based simply on such a distinction
when it had previously refused to review similar cases. But
after the controversial Fifth Circuit’s holding in Srivastava,
which unexpectedly refused to distinguish Cotnam but ruled
that the recognition of contingent attorney’s fee would not be
based on the provisions under state law, and arguably, not
under the traditional application of the anticipatory assign-
ment of income doctrine as well, the Court may be enticed
with a new incentive to resolve the issue once and for all.

Until the Court agrees to resolve this controversy, a liti-
gant-taxpayer under the Fifth Circuit, which includes Texas,
would not have to include in gross income any contingency
fee paid out of the any judgment award to the taxpayer’s
attorney under a contingency fee arrangement. Consequent-
ly, only the net damages award, after deducting the contin-
gent attorney’s fees, granted to a Texas taxpayer will be
included in his or her gross income and be subject to income
taxation. Such a tax treatment by the Fifth Circuit would also
have no AMT effect because the AMT scheme will not be
applicable under the net award method of income recogni-
tion.

[Note: since the completion of this article, and as suggested
herein, the U.S. Supreme Court has finally decided to grant
certiorari to resolve the split in the Circuits by consolidating
the cases, Banks v. Comm’r, 345 F.3d 373 (6th Cir. 2003) and
Banaitis v. Comm’r, 340 F.3d 1074 (9th Cir. 2003). See Com-
m’r v. Banks, 124 S. Ct. 1712 (Mar. 29, 2004)].
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I. The Current U.S. International Tax Environment

During 2004 the U.S. Congress has been examining
(unsuccessfully, thus far) a response to the World Trade
Organization (WTO) decision determining the U.S. export tax
subsidy regime to be illegal under international trade rules.
Democratic Presidential candidate John Kerry is challenging
his opponent concerning allowing U.S. corporations to expa-
triate to tax haven countries, changing their organizational
status to foreign while continuing to have significant opera-
tions in the United States. Foreign corporations continue to
make major business acquisitions in the United States
premised (some assert) upon having a better after-tax com-
petitive position in the U.S. (because of transfer pricing and
earnings stripping advantages) than their frustrated U.S. cor-
porate competitors. The Internal Revenue Service is chal-
lenging certain charitable foundations as supporting interna-
tional terrorism. Meanwhile, the U.S. Department of the
Treasury has embarked on an aggressive program for reno-
vating the bilateral income tax treaty structure of the United
States.

These are examples evidencing current evolving issues
impacting U.S. income taxation, as relevant to business and
investment transactions. Against this background the objec-
tive of this presentation is to identify some important recent
developments in U.S. cross border income taxation.2 These
include the U.S. rules concerning the export incentive tax leg-
islation, tax havens,  taxation of inbound investment and busi-
ness activities, taxation of outbound investment arrange-
ments, and tax treaties.3 Finally, an identification of some
interesting foreign country tax developments is included so
as to enable a comparison with U.S. tax rules and to identify
possibilities for certain worldwide tax planning by U.S. based
enterprises.

For those readers who consider themselves domestic
tax advisors with little exposure to cross border transactions
(and perhaps limited interest in this subject) several observa-
tions seem appropriate:

1) many parallels exist between the U.S. domestic tax rules
and the U.S. cross-border tax rules (sometimes enabling
answers for domestic questions to evolve from an examina-
tion of the U.S. cross border tax rules);

2) in many situations the continuing evolution of the cross
border tax rules mandates  fundamental considerations of
appropriate U.S. tax policy important for examination by tax
professionals, and 
3) the globalized world is confronting many more cross border
commercial transactions, causing many to realize that these
cross border tax rules will become ever more pervasive.

II.    Possible 2004 Federal Tax Legislation

A. The ETI Controversy in Perspective

The United States has some of the lower income tax
rates among developed countries in the world, but has deter-
mined that special tax incentives to exporters are essential
for getting export transactions consummated.4 The U.S. can
not seem to “get it right”, however, in providing export tax
incentives to U.S. based manufacturers. The World Trade
Organization (WTO) has declared the DISC, then the FSC,
and now the ETI (extraterritorial income exclusion) export tax
incentive systems to be illegal under world trading rules.5

Under present IRC § 114 an exclusion from gross income of
a U.S. taxpayer is available for “extraterritorial income”,
defined as gross income of the taxpayer attributable to “for-
eign trading gross receipts” (as defined in IRC § 942) of the
taxpayer.6

The patience of the European Union (EU) has been
severely tried as EU representatives have been repeatedly
assured by U.S. Administration and U.S. Congressional rep-
resentatives that a legislative remedy would be implemented
in the U.S., but no resolution has occurred as of late Summer,
2004. The EU (after giving significant advance warning to the
U.S. Congress) began imposing the first stage of over $4 bil-
lion in sanctions against U.S. exports because the ETI legis-
lation was not terminated by March 1, 2004. These sanctions
come at a time when the trade deficit has further mush-
roomed even though the U.S. dollar value has been falling,
when compared to the Euro.

B. Possible ETI Repeal Legislation & The Christmas
Tree Bill Effect

The Bush Administration’s Fiscal Year 2005 Budget sub-
mitted to the U.S. Congress on February 2, 2004 contributed
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little (if anything) towards the resolution of this issue.The U.S.
Department of the Treasury’s “General Explanations of the
Administration’s Fiscal Year 2005 Revenue Proposals” pro-
vides little more than a notation that the ETI provisions must
be repealed to comply with the WTO rulings regarding the
FSC and ETI provisions:

“The ETI provisions should be replaced with tax law
changes that preserve and enhance the global competi-
tiveness of U.S.-based businesses and American work-
ers. The Administration intends to work with the Con-
gress on prompt enactment of legislation that satisfies
the twin goals of honoring our WTO obligations and mak-
ing changes to our tax law to promote the competitive-
ness of American manufacturers and other job creating
sectors of the U.S. economy.”

This Explanation identifies in general terms (less than
one page) a number of possible approaches: Extensions of
both the R&E tax credit and increased spending for small
businesses; corporate income tax rate reduction; alternative
minimum tax reform; reexamination of depreciation rules; and
rationalization of the U.S. international tax rules. The Expla-
nation then concludes: “The Administration looks forward to
working closely with the Congress on prompt enactment of
legislation that brings our tax law into compliance with WTO
rules with changes that will enhance the competitiveness of
American businesses and the workers they employ.” Obvi-
ously the task in this context belongs to the U.S. Congress.

Several versions for ETI repeal legislation have been
debated in the U.S. Congress for an extended period: H.R.
2986, the “American Jobs Creation Act of 2003”, and, S.
1637, the “Jumpstart Our Business Strength Act.” The House
measure offered a 3 percent point rate cut for U.S.-based
manufacturing and international relief focused mostly on the
deferral provisions under Subpart F (and was predicted to
cost $60 billion over 10 years). The revenue neutral Senate
bill would provide a deduction for manufacturers and would
offer global tax relief based mainly on foreign tax credits.7

The tax writers in the U.S. House of Representatives
subsequently asked the Bush Administration for help in
achieving the repeal of the ETI legislation.8 Before the March
1, 2004 deadline House Ways & Means Committee Chair-
man Thomas noted his concern “that we’re running out of
time.”9 Many Democrats adamantly oppose H.R. 2896, with
House Ways & Means Committee Ranking Member Charles
Rangel stating that the Thomas Bill (H.R. 2896) would enact
$40 billion in tax breaks for offshore operations of U.S. based
multinational companies and would result in the movement of
thousands more jobs to offshore locations. The Thomas bill
evolved into H.R. 4520. The Senate bill passed with many
extraneous riders attached, as described below.

The E.U. representatives, particularly those from “Old
Europe”, have probably enjoying watching this scenario
evolve, particularly during a presidential election year. March
1, 2004 has come and gone and the special tariffs are being
imposed on U.S. exports–even as the news becomes worse
about the increasing U.S. trade deficit. Even as the tariffs
rachet up on a monthly basis the U.S. Congress seems
almost gridlocked in seeking a resolution to this issue. During
late summer House Speaker Hastert said that he continues
to believe that the U.S. Congress needs to complete final
action “before the end of the year” on legislation that would
repeal the U.S. export tax regime.10 In a speech before the
National Press Club he indicated that “we have to finish the
international tax bill that will keep more jobs here in America

instead of the outsourcing that everybody talks about over-
seas.”

By late summer 2004 the House and Senate bills had
coalesced into two versions of H.R. 4520 (the Senate version
originally numbered S. 1637).11 The Senate version of the leg-
islation (based on S. 1637) would repeal the U.S. export tax
regime and replace it with about $174 billion in various kinds
of corporate tax relief over ten years. As passed by the Sen-
ate on July 15 the bill would include a provision that would
end the federal tobacco subsidy through a buy-out program
and would allow the Food and Drug Administration to regu-
late the tobacco industry. In this bill extraneous to taxation are
the various nontax provisions containing intergovernmental
mandates (as defined in the Unfunded Mandates Reform
Act).

When enactment will come remains problematical.
Whether any ETI repeal legislation is passed in any late 2004
session of the U.S. Congress (particularly before November
elections) seems possible, but unlikely. Perhaps (dependent
upon election results) this will await the next Congress.
Meanwhile the penalties resulting from the WTO decision
continue to increase.

C. The Debate on Corporate Inversions and Outsourc-
ing

An issue which has become highly politicized during
2004, including, particularly during the 2004 Presidential
campaign, is the issue of “corporate inversions” and the out-
sourcing of U.S. based jobs. This is often coupled with sug-
gestions by some that the Subpart F, controlled foreign cor-
poration (CFC) regime be considerably strengthened.
Corporate inversions are those arrangements where the U.S.
corporation becomes a foreign corporation, thereafter being
outside U.S. tax jurisdiction (assuming no CFC status). A
publicly traded company would not likely be a CFC. Of
course, the income of that foreign enterprise would thereafter
be subject to U.S. income tax if realized by a U.S. subsidiary
or U.S. branch of a foreign corporation. The profits distribu-
tions outbound from the United States as dividends would
also be subject to tax withholding at source, subject to possi-
ble reduction or elimination under an applicable U.S. income
tax treaty. However, much of the “profits” in the U.S. may have
already been “stripped” out of the U.S. through borrowing
arrangements, technology licensing, and similar structures to
facilitate both deductions to the payor and limited tax to the
(now foreign) corporate parent.

This is a quite large U.S. international tax policy issue. It
ultimately involves the question of whether the U.S. provides
a level tax playing field for both domestic and foreign busi-
ness enterprises in the United States. The manner in which
this debate tilts and how these important issues will be
resolved will be very much determined by the 2004 presi-
dential election.12

III.   Outbound Investment from the United States

A. The Impact of Using Foreign Disregarded Entities

In IRS Announcement 2004-4, 2004-4 I.R.B. 357, the
Service requested comments concerning a proposed new
form, IRS Form 8858, “Information Return of U.S. Persons
With Respect to Foreign Disregarded Entities.” The form will
be required to be filed by U.S. persons that own a foreign dis-
regarded entity (FDE) directly or, in certain circumstances,
indirectly or constructively (for example, U.S. persons that
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own a 10 percent or greater interest in an FDE indirectly
through a controlled foreign corporation (CFC) or controlled
foreign partnership (CFP)). This form had not been officially
released as of late summer, 2004.

In this Announcement the Service indicated that Pro-
posed Form 8858 was developed to enable the Service to
administer more efficiently the provisions of the tax law with
respect to U.S. persons that own FDEs. The promulgation of
the elective entity classification regulations in 1997 has facil-
itated the use of FDEs by U.S. persons with cross-border
investments or operations.13 The Service has had significant
difficulties administering the relevant provisions of the tax law
because the information reporting requirements still date
from a time when the substantive entity classification rules
did not contemplate disregarded entities. The current lack of
relevant information reporting with respect to FDEs appar-
ently has hindered the Service’s ability to identify potential
compliance issues efficiently and effectively.The Service indi-
cated it is committed to reducing the length of the corporate
examination process and improving the currency of examina-
tions. The information to be reported on Form 8858 will help
the Service identify issues more efficiently, ensuring that the
Service can better focus resources and reduce exam cycle
time. This Announcement has a series of Questions and
Answers concerning under what circumstances this form will
be required to be filed.

B. Notice 98-5 and the “Listed Transactions” Rules

Notice 98-514 was earlier issued in the midst of the Com-
paq Tax Court litigation, but Compaq subsequently won its tax
case, Compaq Computer Corp. v. Commissioner,15 involving a
foreign tax credit arbitrage arrangement involving about $1 bil-
lion and completed in slightly more than one hour. In Notice
98-5 the Service described several methods of foreign tax
credit arbitrage that multinational companies have used to get
the benefit of the foreign tax credit without actually incurring
the economic burden of the foreign tax. The regulations
threatened by this Notice 98-5 have not been issued. In Notice
2000-1516 the Service did specify that, for purposes of identi-
fying certain tax shelter arrangements, certain transactions
identified in Notice 98-5 are “listed transactions”, i.e., the
transactions described in Part II of Notice 98-5 (transactions
in which the reasonably expected economic profit is insub-
stantial in comparison to the value of the expected foreign tax
credits). This was reaffirmed in Notice 2001-51,17 and subse-
quently reaffirmed in Notice 2003-76,18 issued late in 2003.

The sequel to Notice 98-5 was served up by the Service
in Notice 2004-19.19 Nicholas DeNovio, senior counsel to the
IRS Chief Counsel, had indicated earlier during 2004 that the
Service would issue new guidance on “abusive transactions”
under Notice 98-5. He indicated that this guidance “will be
consistent with our overall goal of being very focused in tar-
geting abusive transactions without impeding legitimate tax
planning and without impeding cross-border structures.”20 In
Notice 2004-19 the Service has withdrawn the economic
profit test established in Notice 98-5 to enable identification
of abusive foreign tax credit transactions. Regulations are to
be forthcoming. Perhaps an important element of this debate
is the risk in litigation of a result challenging the application
(and even the fundamental premises) of an economic profit
test in determining whether transactions are tax appropriate.

Further, in the Bush Administration’s 2005 Budget Pro-
posals a proposal is included to specify that the minimum
holding period requirement for obtaining a foreign tax credit
for foreign taxes paid with respect to dividends would be

expanded to disallow any foreign tax credit with respect to
any item of income or gain from property if the taxpayer that
receives the income or gain has not held the property for
more than 15 days (within a 30 day testing period), exclusive
of periods during which the taxpayer is protected from risk of
loss. In addition, the legislative proposal would grant regula-
tory authority to the Treasury Department in order to address
transactions “that involve the inappropriate separation of for-
eign taxes from the related foreign income in cases where
taxes are imposed on any person in respect of income of an
entity. Because the types of transactions involved are varied,
the regulations could provide for either the disallowance of a
credit for all or a proportion of the foreign taxes, or the allo-
cation of the foreign taxes among the participants to the
transaction in a manner that is more consistent with the
underlying economics of the transaction.”21

C. Profits Repatriations into a U.S. “Bank”

Under the Subpart F rules ten percent shareholders of a
“controlled foreign corporation” (CFC) are subject to U.S. tax
on the CFC’s investments in certain U.S. property, being
treated as deemed profits repatriations.22 U.S. property for
this purpose generally includes debt obligations issued to the
CFC by related U.S. persons. However, deposits with persons
“carrying on the banking business” in the U.S. are excluded
from the definition of U.S. property subject to this general
rule. Many attempts (some successful) have been made to
create private banks to enable fitting within this and similar
exceptions. For example, in The Limited, Inc. v. Commission-
er,23, the Court of Appeals held that a U.S. affiliate was “car-
rying on the banking business” even though its operations
were limited to administering the U.S. group’s private label
credit-card program. Therefore, the court held that certifi-
cates of deposit issued by the U.S. affiliate and held by the
U.S. parent corporation’s CFC were covered by the exception
and, consequently, did not constitute taxable repatriations of
the profits of the CFC.

The Bush Administration’s Fiscal Year 2005 Budget pro-
posal submitted to the U.S. Congress on February 2, 2004
would limit the exception for foreign earnings invested in U.S.
property as bank deposits to those deposits with institutions
regulated as “banks.” The U.S. Department of the Treasury’s
“General Explanations of the Administration’s Fiscal Year
2005 Revenue Proposals” notes that the result in The Limit-
ed case is inconsistent with the policy underlying the excep-
tion from U.S. property of deposits with a person carrying on
the banking business. It states that the result in The Limited
case inappropriately extends the exception for deposits with
persons carrying on the banking business to cases in which
the deposits should be characterized as a profits repatria-
tion.24 Whether this proposal will be enacted (if at all) as a
separate “fix”, or be considered as part of a more compre-
hensive examination of the fundamental Subpart F approach,
is difficult to predict.

D. Compensation Sourcing Rules for Multi-country
Services

The Service has proposed regulations for determining
the source of compensation for labor or personal services
performed partly within the United States and partly in other
countries.25 These rules would provide that, for individuals
who are employees, their compensation is sourced on the
basis of time spent working within and without the United
States, except that fringe benefits are sourced on a geo-
graphic basis. The Service noted that compensation provided
to an employee for a specific time period is generally consid-
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ered to be earned by the employee ratably over that time
period “so it is appropriate to source such compensation on
a ratable basis.” The fringe benefits that would be subject to
geographic sourcing would include housing, education, local
transportation, tax reimbursement, hazardous or hardship
duty pay, and moving expense reimbursement.

Employees would be permitted to source income on an
alternative basis if they can demonstrate to the Service that
the alternative more properly determines the source of the
income.This might occur where, for example, hazardous duty
pay is appropriate in a particular location. With the release of
these regulations the Service withdrew prior proposed rules26

that would have required that the source of compensation
received by any individual for a specific time period be deter-
mined solely based on the portion of time worked in a partic-
ular location. The proposed August 5, 2004 regulations would
retain a facts and circumstances approach for the source of
income for labor or personal services performed by a corpo-
ration or an individual who is not an employee.

The U.S. resident taxpayer ordinarily would want, of
course, to maximize the amount of income treated as foreign
source to enable maximizing the foreign tax credit. Of course,
in the foreign country the taxpayer may want to take the posi-
tion that the income is all U.S. sourced, so as to eliminate any
income tax liability from arising there. Rules included in a
bilateral income tax treaty may resolve any disputes arising
in this context.

This issue is quite similar to the state and local tax issue
regularly arising in the United States for professional athletes
performing at various locations in the United States. When
they provide their athletic services (at a significant income
level) in some states and cities other than their residence
those locations will often impose state (and city) income tax
earned for that on-site athletic performance. Athletes are well
aware that this tax obligation is merely a cost of doing busi-
ness in those many “away games.”

E. Determining a CFC Shareholder’s Subpart F
Income Portion

The Service has proposed rules to determine a U.S.
shareholder’s pro rata share of a CFC’s Subpart F income.27

This is the first revision of these rules in almost four decades.
These rules identify how shareholders are to compute their
CFC income shares to be included in their gross income for
Subpart F purposes. These rules provide guidance on trans-
actions involving multiple classes of stock where a board of
directors or other governing body has discretion over the dis-
tribution of earnings. In this situation the earnings and profits
are to be allocated to classes of shares with discretionary
distribution rights based on the relative values of the stock on
the hypothetical distribution date. The proposed regulations
also specify that the Service will disregard certain types of
restrictions in determining the appropriate allocation of Sub-
part F income to shareholders, including:

1) an arrangement that restricts the ability of the CFC to pay
dividends on a class of shares of the CFC until a condition or
conditions are satisfied;
2) a loan agreement entered into by a controlled foreign cor-
poration that restricts or otherwise affects the ability to make
distributions on its stock until certain requirements are satis-
fied; or
3) an arrangement that conditions the ability of the CFC to
pay dividends to its shareholder on the financial condition of
the CFC.

The concern of the Service is that the applicability of the Sub-
part F rules is being frustrated by both increasingly complex
international structures and arrangements that purport to
subvert the true economic realities of relationships between
the several parties to a transaction. Not unlike partnership
“special allocations” it seems that the Service believes that
corporate structure engineers can make income disappear
from the income of U.S. shareholders.

IV.   Inbound Investment

A. Tax Treaty Applicability to Nonresident Partners

In Rev. Rul. 2004-3,28 the Service concluded that a non-
resident partner in a service partnership with a U.S. fixed
base is subject to U.S. tax on the partnership’s U.S. income
under the U.S.-Germany income tax treaty and all other sim-
ilar income tax treaties. The Service identified a situation
where a German service partnership with both a German
resident partner and a U.S. resident partner has offices in the
United States and in Germany. The U.S. office is a “fixed
base” under Article 14 of the U.S.-Germany income tax
treaty. The partners perform services solely in the offices of
their respective countries of residence, although they agree
to divide the partnership’s profits equally. The Service noted
that the German resident partner is treated as having a reg-
ularly available U.S. fixed base. The Service concluded that
the partner is, therefore, subject to U.S. tax on that partner-
ship income allocable to the U.S. regardless of where he
actually performs his services. Article 14 of the treaty pro-
vides that “[i]ncome derived by an individual who is a resident
of a Contracting State from the performance of personal
services in an independent capacity shall be taxable only in
that State, unless such services are performed in the other
Contracting State and the income is attributable to a fixed
base regularly available to the individual in that other State
for the purpose of performing his activities.” As supporting
authority the Service noted Unger v. Commissioner,29 where
the court concluded that the office or permanent establish-
ment of a partnership is, as a matter of law, the office of each
of the partners–whether general or limited.

This ruling is consistent with the Unger case and earlier
decisions, and the question then arises as to what motivated
the Service to issue this ruling. This tax position does often
come as a surprise to the foreign partner who has no activi-
ties in the United States. This is often solved by making a
guaranteed payment to the in-country partner, thereby avoid-
ing (or reducing) the proportionate allocation, or through
some other special allocation, assuming no Code § 704(b)
impediment in determining that this allocation does have
“substantial economic effect.”30

Note that, to avoid confusion in the tax treaty context
between these rules in Article 14 and the definition in Article
5 of a “Permanent Establishment”, Article 14 has been elimi-
nated in the Model Tax Treaty promulgated by the Organiza-
tion for Economic Cooperation and Development (OECD).
The OECD Commentary on former OECD Tax Treaty Article
14 specifies: “Article 14 was deleted from the Model Tax Con-
vention on 29 April 2000 on the basis of the [identified]
report.... That decision reflected the fact that there were no
intended differences between the concepts of permanent
establishment .. and fixed base .. or between how profits were
computed and tax was calculated. In addition, it was not
always clear which activities fell within [either Article]. The
effect of the deletion of Article 14 is that income derived from
professional services or other activities of an independent
character is now dealt with under Article 7 as business prof-
its.”
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B. Which U.S. Income Tax Treaty Applies to Outbound
Payments Of U.S. Sourced Income?

Unlike in the United States where the determination of
tax status is based on where an entity is legally organized, in
many foreign countries this determination is based on the
“place of management” of the entity. This enables U.S. tax
planners to legally organize a foreign corporation (often a
corporate subsidiary) in one foreign country although having
its business situs and tax residence in another (often lower
tax) jurisdiction. When outbound payments (such as divi-
dends and royalties) are made from the United States the
question might become which U.S. income tax treaty will pro-
vide preferred tax relief from withholding at source, i.e., the
treaty with the country where the entity is organized or the
country where the entity has its primary place of manage-
ment .

In Rev. Rul. 2004-7631 Corporation A was incorporated
under the laws of Country X but its “place of effective man-
agement” was situated in Country Y. Corporation had no fixed
place of business in Country X. Under the laws of Country X,
before the application of any tax treaty, Corporation is liable
to tax as a resident. Under the laws of Country Y, before the
application of any income tax treaty, Corporation A is also
liable to tax as a resident, thereby presenting the possible
dilemma of double economic taxation. Corporation A
receives U.S. source income during the taxable year and
seeks benefits under a U.S. income tax treaty, either with
Country X or with Country Y. The relevant articles of the U.S.-
Country X treaty and the U.S.-Country Y treaty each provide
that “the term ‘resident of a contracting state’ means any per-
son who, under the laws of that state, is liable to tax therein
by reason of his domicile, residence, citizenship, place of
management, place of incorporation, or any other criterion of
a similar nature.” However, the treaty between Country X and
Country Y provides that “the term ‘resident of a contracting
state’ means any person who, under the laws of that state, is
liable to tax therein by reason of his domicile, residence,
place of management, or any other criterion of a similar
nature.”

After applying this article of the Country X-Country Y tax
treaty, Corporation A is treated as a resident of Country Y and
not a resident of Country X because its “place of effective
management” is in Country Y. Therefore, under the
U.S.-Country Y treaty, Corporation A is a resident of Country
Y also regarding the treatment of its U.S. source income
(assuming that it satisfies the requirements of the applicable
“limitation on benefits” article). Corporation A is not a resident
of Country X under the U.S.- Country X treaty and is not enti-
tled to claim any benefits under this treaty as a resident of
Country X.

This ruling is of particular importance to U.S. parties
making certain outbound payments to foreign recipients of
passive income who will be subject to obligations for with-
holding at source. The foreign recipient will want to assert
that the owner of this income is a resident in that jurisdiction
having the lowest applicable U.S. tax treaty rate on the par-
ticular item of income. That recipient will be required to pro-
vide an IRS Form W-8BEN, “Certificate of Foreign Status of
Beneficial Owner for United States Tax Withholding,” identify-
ing that the recipient is a resident of a particular country
“within the meaning of the income tax treaty between the
United States and that country.” The withholding agent can
ordinarily rely on that representation as to residency status.
The withholding agent will not want to be in the position of
making the determination that, because of facts similar to

those described in Rev. Rul. 2004-76, the recipient is a resi-
dent of one of several countries. Therefore, indirectly this rul-
ing is really an admonition to the foreign payee to correctly
identify the country of residence on the withholding certifi-
cate. The U.S. payor should ordinarily be entitled to rely on
that representation in the Form W-8BEN unless knowing that
it is clearly erroneous.

C. Intercompany Financing Through Partnerships

When the interest expense deduction for interest paid to
a foreign lender is restricted (under the Code §163(j) interest
stripping limitations) can alternative structuring avoid this lim-
itation? Consider the following structure identified in Notice
2004-3132: Foreign parent corporation owns two domestic
corporations, One and Two. The parent forms a partnership
with Two and the partnership then contributes assets to One
in exchange for preferred stock issued by One. Under the
partnership agreement the foreign parent corporation
receives a substantial guaranteed payment for the capital
contributed to One and a small share of both (i) the gross div-
idend income from One and (ii) the partnership’s deduction
for the guaranteed payments. Two receives a large share of
the gross dividend income and the partnership deductions for
guaranteed payments. The Service asserts that this transac-
tion attempts to convert nondeductible interest payments into
a business expense deduction (i.e., the guaranteed pay-
ments). Notice 2004-31, states that this arrangement (and
those that are “substantially similar”) are “listed transactions”
for purposes of Reg. § 1.6011-4(b)(2) (the tax shelter rules).

The Notice states that the Service will use several
grounds to challenge the “purported” tax benefits flowing
from One’s payment of a dividend into the partnership. The
Service notes that it may disregard the partnership’s forma-
tion because of the lack of a “nontax business purpose” for its
formation. Further, the arrangement may be attacked under
the partnership anti-abuse rules, including because it lacks
“substantial economic effect.”

D. Lottery Winnings are Not Annuity Payments

For the domestic winner of a lottery prize U.S. income
tax will apply and the payor will be obligated to withhold U.S.
income tax when making payments to the winner. Some lot-
teries allow the lottery winner to receive payments over some
extended period, rather than in a lump sum, thereby benefit-
ting from the time value of money (interest) component which
will increase the nominal total of the payments. These
extended payments are also subject to withholding when
periodically paid since the receipt has been delayed and no
“constructive receipt” concept applies to cause earlier real-
ization.

When the Texas (or other state) lottery is won by a non-
resident alien gross income inclusion will also be required,
under Section 871(a)(1)(A), being an item or fixed or deter-
minable annual or periodic income. Similarly, U.S. income tax
withholding at source will be required of the payor (ordinarily
a government agency). An applicable income tax treaty will
not ordinarily enable any rate reduction for lottery winnings
but the question arises whether some other categorization
may enable a reduced tax rate (which, in turn, would enable
a reduced withholding rate at source).

In Abeid v. Commissioner33 a nonresident alien resident
in Israel became entitled to 20 annual payments of $772,000
each through the purchase of a $1 ticket that won a Califor-
nia based lottery. The taxpayer asserted that the payments
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constituted “annuities” under the Israel-U.S. income Tax
Treaty, Article 20(5), and consequently, the outbound pay-
ments were exempt from U.S. income tax under the provi-
sions of that treaty. This treaty provides that annuities are tax-
able only in the jurisdiction in which the recipient resides. The
court determined that the payments were not annuities (with-
in the meaning of this treaty) since not paid “under an obliga-
tion to make payments in return for adequate and full consid-
eration” as provided in the treaty and therefore were subject
to 30 percent withholding tax imposed at source.

Although the result appears to be technically correct, the
court could perhaps have been influenced by the tax treat-
ment of the taxpayer in Israel. The court noted that the tax-
payer apparently successfully claimed that, for Israeli income
tax purposes, the payments were lottery winnings and, under
applicable domestic Israel law (unlike U.S. tax rules), were
exempt from income taxation. Therefore, the taxpayer was
not successful in obtaining total income tax immunity on
these winnings. Finding better tax treatment under an appli-
cable income tax treaty for lottery winnings is unlikely, but this
suggests a regular challenge to the tax advisor to explore the
many available approaches to decrease the tax burden on
cross border payments.

V. Transfer Pricing Between Related Parties

A. Proposed Code § 482 “Services” Regulations

Many believe that significant revenues escape from the
U.S. income tax base because related parties engage in
aggressive “transfer pricing” arrangements to shift income
outside the United States, particularly those taxpayers who
are foreign based and can protect their foreign income from
taxation in their home countries through other means. IRC §
482 does provide that the Service has the authority to reallo-
cate income and deductions among taxpayers where neces-
sary “in order to prevent evasion of taxes or clearly to reflect
the income” of related entities. Over the past few years the
IRS has not been very successful at litigating “transfer pric-
ing” cases. Consequently, the alternative approach to litiga-
tion is a more rigorous tax regulations structure, coupled with
onerous penalties, and the “Advanced Pricing Agreement”
(noted below).

On September 10, 2003 the IRS issued proposed IRC §
482 regulations to revise the transfer price treatment con-
cerning services in regulations last issued in 1969. This fol-
lowed earlier revision of regulations dealing with the transfer
of tangible personal property and intangibles. The belief has
developed that the transfer of services (including with respect
to the delivery of intangibles) has become much more impor-
tant economically and can enable significant revenue shifting
between related entities. These proposed regulations provide
that an arm’s length charge for services rendered between
members of a controlled group must be determined under
one of the following six specified transfer pricing methods:34

1) The comparable uncontrolled services price method.35

2) The gross services margin method.36

3) The cost of services plus method.37

4) The comparable profits method.38

5) The simplified cost-based method.39

6) The profit-split method.40

Further, these regulations would provide that unspecified
methods also may be used in appropriate circumstances.41

These proposed regulations take a similar, quite detailed
approach to complement the tangible property and intangible
transfer pricing regulations previously revised.

B. The Advance Pricing Agreement (APA) Program

Under the Advance Pricing Agreement (or “APA”) pro-
gram taxpayers can obtain an agreement with the IRS con-
cerning their pricing procedures so as to avoid future IRC §
482 transfer pricing disputes.42 In Rev. Proc. 2004-4043 the
Service updated procedures concerning dealing with the APA
program.This revenue procedure states that the APA process
has increased the efficiency of tax administration by encour-
aging taxpayers to present to the Service all the facts relevant
to a property transfer pricing analysis and to work toward a
mutual agreement in the spirit of openness and cooperation.
This revenue procedure encourages implementation of an
APA on a bilateral or multilateral basis between the compe-
tent authorities through the mutual agreement procedure of
applicable income tax treaties.

Apparently concerned that multinational taxpayers are
taking excessive advantage of this quite successful program,
U.S. Senate Finance Committee Chair Charles Grassley and
ranking minority member Max Baucus earlier announced a
review to determine if multinational corporations that obtain
APAs are paying their fair share of taxes.44 Apparently, these
U.S. Senators seem to believe that exploitation of the APA
option has turned into another form of tax shelter. They
requested from IRS Commissioner Mark Everson an
immense amount of information about APAs and APA pricing
agreements between the IRS and corporate taxpayers. In
addition to the request for details concerning how a transfer
pricing method (TPM) was agreed upon in each APA in the
last ten years, they requested information concerning:

1) Question 9: “How much federal revenue is lost annually as
a result of abusive or improper transfer-pricing practices or
income shifting?”
2) Question 10: “How does the amount of U.S. taxes paid by
foreign-controlled corporations compare with taxes paid to
foreign governments by U.S. companies operating over-
seas?”
3) Question 11: “How does the rate of return on assets of for-
eign controlled corporations compare with the rate of return
on assets of domestic corporations? Please also provide the
rate of return on capital employed.”
4) Question 12: “How many foreign controlled corporations
paid no Federal income tax for the last five years? How many
domestic corporations paid no tax in these years?”
5) Question 14: “Please provide data and an analysis of the
IRS’s success rate in the U.S. Tax Court and other courts as
to section 482. Include in this analysis information on how
many cases have been litigated involving section 482; how
many cases have been won by the IRS; and in the cases
where the IRS lost, the reasons why. Also include information
about the total dollar value of tax adjustments that have been
litigated and how much has been sustained by the courts.
Please provide the number of times that section 6662 penal-
ties have been imposed and sustained with companies
involved in the APA program.”

This letter also includes a request for the names of all
professionals employed in the APA program and in the U.S.
competent authority functions in the last 10 years. They have
also asked concerning former employees who have contact-
ed the Service regarding a proposed APA. This Christmas
Eve letter (December 22, 2003) requested a response by
January 28, 2004. Although the report was delayed it has
been delivered and awaits a Senate response. Perhaps the
response is delayed because of year 2004 politics. Perhaps
this will be a subject for Senate Finance Committee discus-
sion in the next Congress. When (if?) released this report will
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provide some interesting reading – unless IRC § 6103 is
used to support extensive redacting of this document.

C. The GlaxoSmithKline Holdings Transfer Pricing Liti-
gation

The Service has litigated (too often unsuccessfully)
many transfer pricing cases over the last several decades
which has caused the evolution of alternative conflict resolu-
tion mechanisms, such as the Advance Pricing Agreement
(described above). Audit and litigation controversy does con-
tinue in the transfer pricing context and a significant example
of this is the current U.S. Tax Court litigation involving Glaxo
U.S., the wholly owned U.S. subsidiary of U.K. based phar-
maceutical manufacturer GalxoSmithKline plc. The stakes
are high: the Notice of Deficiency specified an amount of
U.S.$ 2.7 billion owing the Internal Revenue Service for the
years 1989 through 1996. The issues involve the appropriate
pricing of intangibles. This battle will be long and highly fact
intensive. Significant fact issues concern who provided value
to the development of drugs, particularly Zantac, and in what
proportions, i.e., the U.K. parent corporation or the U.S. sub-
sidiary. The ultimate result will probably not contribute much
new knowledge about the rules concerning the transfer pric-
ing of intangibles, but it will provide much interesting infor-
mation about managing a large transfer pricing case before
the U.S. Tax Court.

VI.   Evolving Bilateral U.S. Income Tax Treaties

A. U.S. Income Tax Treaty Negotiation Activity

Particularly since the enactment of the dividends tax
reduction in the Jobs and Growth Tax Relief Reconciliation
Act of 2003 the U.S. Department of the Treasury has seemed
energized to enter into revised bilateral income tax treaties
with important U.S. trading partners. Treaties have been con-
cluded with the United Kingdom, Mexico (protocol), Australia
(a protocol), Japan, Sri Lanka and Barbados (protocol).

B. Dividends Tax Withholding Relief

The U.S. Code rule specifies that outbound dividend
payments are subject to a 30 percent withholding tax at
source, but this rate might be modified by a bilateral income
tax treaty. The September 20, 1996 U.S. Model Income Tax
Treaty provides (in Article 10) that when dividends are paid
by a resident of a contracting state to a resident of the other
contracting state, both the source country and the share-
holder’s country of residence may tax the dividends. Howev-
er, the U.S. Model ameliorates this treatment by providing
that the dividend tax rate in the source country will be five
percent if the beneficial owner is a corporation owning at
least ten percent of the voting stock of the company paying
the dividends and, otherwise, fifteen percent. For the reduced
withholding tax rates (under Article 10) to apply the dividends
must be beneficially owned by a resident of the other con-
tracting state, they must not be attributable to a permanent
establishment or fixed base of the shareholder in the source
country, and the shareholder must qualify for treaty benefits
under one of the tests specified in the “Limitation on Benefits”
provision (Article 22). The 2003 OECD “Model Tax Conven-
tion on Income and on Capital” similarly provides (in Article
10(2)) for a five percent tax on the gross amount of dividends
if the beneficial owner is a company (other than a partner-
ship) which holds at least 25 percent of the capital of the
company paying the dividends and 15 percent of the gross
amount of the dividends in all other cases.

In the 2003 U.S. tax legislation the statutory income tax
rate on dividends received was reduced to 15 percent for
individual taxpayers (although remaining at a maximum 35
percent rate for corporations, before considering the impact
of an dividends received deduction). More beneficial treat-
ment for dividends paid from the United States to foreign cor-
porate recipients has been reflected in recent U.S. income
tax treaties (some negotiated prior to the time of the 2003 tax
legislation).

1) A revised U.K.-U.S. income tax treaty was signed on July
24, 2001 and entered into force on March 31, 2003.45 This
was the first U.S. income tax treaty to provide a zero-rate
withholding tax for certain intercompany dividends.The recip-
ient corporation must own at least 80 percent of the voting
power of the dividend-paying corporation for the 12 month
period ending on the date the dividend is declared.

2) A protocol to the Australia-U.S. income tax treaty entered
into force on May 12, 2003. This protocol also provides for
zero-rate withholding tax on certain intercompany dividends.
The dividends are beneficially owned by a company that is a
resident of the other contracting state and that has directly
owned at least 80 percent of the voting power of the compa-
ny paying the dividends for a 12 month period ending on the
date the dividend is declared.

3) A protocol to the Mexico-U.S. income tax treaty was signed
on November 26, 2002 and entered into force on July 3,
2003. This also contains zero dividend withholding tax provi-
sions.46 This protocol to the Mexico-U.S. income tax treaty
eliminates source-country withholding tax on cross-border
dividends paid by one corporation to another corporation that
owns at least 80 percent of the stock of the dividend-paying
corporation, provided conditions are met. The new provisions
regarding the withholding tax on dividends have become
effective for dividends paid or credited on or after September
1, 2003.47

4) A revised treaty with Japan, initialed during June 2003,
was signed on November 6, 2003.48 This treaty constitutes a
modernization of the 1971 Japan-U.S. income tax treaty, one
of the oldest U.S. income tax treaties. This treaty accom-
plishes significant reduction in cross-border withholding
taxes. Tax withholding on dividend payments to a controlling
parent corporation is eliminated. The withholding tax will be
eliminated on dividends paid by a U.S. subsidiary to the
Japanese parent company that owns more than a 50 percent
interest (and, similarly, in the reverse situation). If the parent
company owns a 50 percent interest or less in a subsidiary
the dividends would remain subject to withholding under the
revised treaty. Note that the Japan-U.S. income tax treaty pro-
vides the most liberal rule of these treaties concerning quali-
fication for the elimination of withholding on the dividend pay-
ment from the subsidiary to the parent corporation. Under
that treaty only a more than 50 percent interest in the sub-
sidiary is necessary to obtain the zero rate.

These treaties have various “limitation on benefits” provisions
to preclude an interloper from a third country from trying to
achieve the zero dividend withholding benefits by using an
entity in one of these treaty countries as an intermediary for
this purpose.

C. Other Recent U.S. Income Tax Treaty (Non-Divi-
dend) Relief

Each bilateral income tax treaty entered into by the U.S.
is unique and, therefore, the tax advisor needs to carefully
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examine the treaty, and its accompanying Technical Explana-
tion, to ascertain whether any special benefits might be
obtained.49 For example, the U.K.-U.S. treaty is the first U.S.
income tax treaty that allows U.S. citizens resident in anoth-
er country to deduct, for U.S. tax purposes, contributions
made to a foreign pension plan. The 2002 protocol expands
the benefit of the zero rate to pension fund investors in U.S.
regulated investment companies and real estate investment
trusts.

Under the Australia-U.S. protocol the maximum level of
withholding tax on royalty payments is reduced from 10 per-
cent to five percent (although the international treaty norm is
zero tax at source). The protocol eliminates the withholding
tax on rental payments for the use of industrial, commercial,
or scientific equipment (other than equipment let under a
hire-purchase agreement) by treating them as business prof-
its instead of royalties. Consequently, these payments are
taxable by the source country only to the extent that they are
attributable to a permanent establishment (PE) of the recipi-
ent that is situated in the source country.

Under the Japan-U.S. income tax treaty other significant
reductions in cross-border withholding taxes are implement-
ed. All source-country withholding taxes on royalty income
are eliminated, an item particularly significant because of the
large inflow of royalties into the United States from Japan.
The treaty eliminates withholding on interest earned by finan-
cial institutions and reduces presently higher withholding
rates to lower rates of the preferred U.S. model treaty. This is
the first time that Japan has ever agreed to eliminate source
based withholding tax. This treaty is particularly important
because it is a treaty between the two largest economies in
the world. Note that in 1999 the flow of aggregate dividend,
interest and royalty between the United States and Japan
was $40 billion.50

D. The U.S. - Barbados Protocol

Representatives of the Government of Barbados and the
United States have announced a protocol (signed July 14,
2004) to significantly limit the applicability of the Barbados-
U.S. Income Tax Treaty. The 1984 Barbados-U.S. income tax
treaty significantly reduces dividend, interest, and royalty
withholding tax rates, even though Barbados is essentially a
tax haven and U.S. tax treaties do not normally give generous
benefits to residents of tax havens. Under IRS Notice 2003-
6951 the Service earlier determined that the current Barba-
dos-U.S. income tax treaty was unsatisfactory for purposes of
IRC § 1(h)(11) (the 15 percent dividends received taxation
provision) because the treaty could operate to provide bene-
fits intended to mitigate or eliminate double taxation where no
risk of double taxation exists.52 The recent U.S. interest in
revising the tax treaty with Barbados has probably been
motivated by reasons of attention paid to Barbados as a pri-
mary destination for corporate inversion structures, a highly
politicized issue during 2004.53

This protocol implements a significantly restricting “limi-
tations on benefits” provision to be included in this treaty. This
provides that a person that is a resident of one country and
derives income from the other country shall be entitled, in
that other country, to all treaty benefits only if the person
qualifies under certain specified categories. Like other “limi-
tation on benefit” provisions, the objective is to assure that
The objective is to assure the other country does not allow
corporations to be organized which, for tax purposes, are
merely conduits out to the rest of the world.

Various important limitations are included on what are
eligible enterprises for treaty benefits, but one has particular
current relevance. A Barbados parent company will be unable
to qualify under the Barbados-U.S. treaty if its shares are pri-
marily traded on a U.S. stock exchange. The obvious objec-
tive of this provisions is to prevent corporate inversions
through the use of a Barbados company. As confirmed by
Treasury Secretary Snow in his signing statement: “The
agreement contains modifications necessary to address con-
cerns about inappropriate exploitation of treaty benefits,
including the potential for the unintended use of the treaty by
U.S. companies that purport to migrate their corporate struc-
tures.”

VII. Tax Havens and the Tax Haven Crackdown

A. Various Anti-Tax Haven Efforts Continue

Efforts continue in the U.S. and elsewhere to limit the
use of offshore tax havens for the evasion of tax. These are
being pursued directly by the U.S. and indirectly by the U.S.
through multilateral efforts, by third countries individually, and
by other multilateral groups such as the E.U. Many private
groups have been adamantly opposed to these efforts as
anti-competitive and constituting an invasion of privacy.54

B. The Use and IRS Monitoring of Foreign Trusts/Bank
Accounts

In January 2003 the Service initiated a compliance ini-
tiative to get taxpayers to identify their offshore bank
accounts and to settle up their tax responsibilities with the
Service. Taxpayers had a deadline of April 15, 2003 in which
to comply. The goal of the program was to identify taxpayers
engaged in abusive offshore activities by examining four
areas: who introduced the taxpayer to the offshore scheme;
how the assets are sent offshore; how assets are controlled;
and how assets are repatriated.55 The Service received 1,300
applications under this “Offshore Voluntary Compliance Ini-
tiative” (out of 2 million offshore bank accounts held by U.S.
taxpayers?). The Service collected $200 million under this
program.56 The Service indicated that a wide variety of finan-
cial arrangements were used to avoid U.S. taxes, including
foreign entities, foreign bank accounts, foreign trusts, and
credit cards. What is the next step in this process?57

C. The OECD Tax Haven Crackdown

In the year 2000 the Organization for Economic Cooper-
ation and Development (OECD) began to consider how to
limit the use of tax havens and in 2002 began an effort to
crack down on “harmful tax practices.” Some will remember
that then Representative Dick Armey described this as mere-
ly a conspiracy to establish tax rates among developed coun-
tries (i.e., to achieve “tax harmonization”), and to preclude
zero tax rates in tax havens, but most believe that the real
OECD motivation was to impede international tax evasion.
The probable real objective was to cajole most smaller tax
havens to enter into arrangements to preclude secrecy and to
exchange information. At first the OECD issued a “blacklist”
of uncooperative countries (in 2000, 2001and 2002) but more
recently has been seeking to work cooperatively with these
jurisdictions.

The dilemma that has now arisen is that, although many
of the smaller tax havens have complied, four countries (Aus-
tria, Belgium, Luxembourg and Switzerland) have indicated
that will not respond to a year 2006 deadline for the cross
border exchange of banking information. If this exchange
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arrangement were implemented, this would enable tax
authorities in other OECD countries (including the U.S.) to
verify the assets of citizens who locate their funds outside
their home states. If this issue cannot be resolved the other
tax havens may back away from their prior commitments con-
cerning transparency.58 Further, Hong Kong, Singapore and
other significant finance centers have regarded these OECD
efforts as not applicable to them, although their financial
(including secrecy) laws often provide similar benefits as to
the “island” tax havens. Whether this whole structure will
crumble (with an ultimate “race to the bottom”) or whether the
OECD can continue to build on its hard won progress is cur-
rently quite difficult to predict.59

D. The EU Effort on Offshore Bank Accounts

On a parallel basis the EU has also implemented a pro-
gram (sometimes called the “Savings Directive”) to tax the
income of EU citizens who place their funds on deposit out-
side their home countries.60 This directive cannot take effect,
however, without the participation of U.K. territories such as
the Cayman Islands, a U.K. dependent territory. The UK has
threatened to force the Cayman Islands to comply with the
directive if not doing so voluntarily. This would necessitate
U.K. legislation, but the Cayman Islands has threatened a
legal challenge. The Cayman Islands has subsequently indi-
cated conditional acceptance of this mandate if the U.K.
Government will provide financial concessions for the dam-
age which would occur to the Cayman Islands’ financial serv-
ices industry.61

VIII.  Expatriating Individuals

IRC § 877 provides for application of the regular U.S.
income tax to U.S. tax expatriates on an expanded class of
income for ten years after the expatriation. These rules are
only applicable if U.S. status was terminated with a principal
purpose of avoiding U.S. tax. An individual is presumed to
have lost citizenship or terminated long-term residency with a
principal purpose of tax avoidance if meeting an average
annual net income tax liability test or a net worth test.

The U.S Treasury Department and the IRS have appar-
ently finally concluded (as many did originally) that this sub-
jective test of determining a taxpayer’s motive for expatriation
is too difficult to administer.62 Under the Bush 2005 Budget
Proposal the applicability of the alternative tax system to a
tax expatriate would apparently not be able to be rebutted if
(i) an individual’s average annual net income tax liability for
the five taxable years preceding expatriation exceeds
$124,000 (as indexed for inflation), (ii) the individual’s net
worth on the date of expatriation exceeds $2 million (indexed
for inflation), or (iii) the individual fails to certify under penal-
ties of perjury that he complied with his U.S. tax liabilities for
the five taxable years preceding expatriation. Certain excep-
tions would be available for dual citizens.

Individuals who are subject to the alternative tax regime
in a calendar year during the ten year period following expa-
triation but who are physically present in the U.S. for more
than 30 days in that calendar year generally would be subject
to U.S. tax on their worldwide income as though they were
U.S. citizens or residents in that taxable year. Certain gifts of
stock of closely-held foreign corporation by a former citizen or
former long-term resident would be subject to U.S. gift tax.
Annual reporting would be required for individuals subject to
the alternative tax regime even if they have no U.S. tax liabil-
ity for that year.

This issue is revisited every few years after a recognition
that the system is not working. Whether, if implemented, this
proposed revision will be any more effective in getting tax
payments from expatriates when living in a foreign country is
problematical. But, the U.S. Congress seems not politically
capable of accepting the only proposal that would probably
work best in this context, i.e., mark to market all assets at the
time of expatriation and impose a tax at that time on the basis
of a deemed realization event occurring. This was the original
proposal of the Senate Democrats when the expatriation tax
regime was first considered.

IX.  International Tax Administration Issues

A. The IRS International “No Rulings” List

Consistent with its practice in other areas, during early
2004 the Service has issued its list of those area in the U.S.
international tax context where it will not issue a ruling. See
Rev. Proc. 2004-3.63 This listing identifies those items under
the jurisdiction of the Associate Chief Counsel (International)
where sufficient controversy exists that no advance ruling will
be available.This no-rule list is essentially the same as in ear-
lier years. Tax advisors should note that this list often pro-
vides advance notice of those transactions which (when com-
pleted without an advance ruling) will receive the attention of
the Service during an audit (if identified).

B. Comparisons of the Effectiveness of National Tax
Administrations

House Ways and Means Oversight Subcommittee Chair-
man Amo Houghton disclosed at a February 12, 2004 hear-
ing that the IRS Business Systems Modernization (BSM) pro-
gram has suffered cost overruns of $290 million since it
began in 1999. The IRS Commissioner told the subcommit-
tee that “there was a joint failure” involving poor management
of BSM by IRS and inadequate performance by the primary
contractor, Computer Systems Corp. A member of the IRS
Oversight Board informed the Subcommittee that the IRS
management team lacks the necessary skills and experience
to manage modernization and the prime contract.64

Although this is a much more pervasive problem than
taxation of cross border arrangements an interesting foreign
comparison seems appropriate in this context: In Spain,
beginning on March 1, 2004 taxpayers were able to use their
cell phones to file their income tax returns. Starting on March
1, 2004 the Spanish tax agency began sending eligible tax-
payers preliminary income tax returns stating what it has cal-
culated as the amount due.The taxpayer who is in agreement
with that data may simply reply with a Short Message Service
(SMS) text message to confirm agreement. That confirmation
will be considered to be a valid tax declaration. Apparently
the tax office will have received from third parties information
to facilitate this return preparation, including for earnings from
employment, savings income (dividends and other invest-
ment income which is subject to withholding), rental income
from a maximum of two properties, income from Treasury
bills, capital gains subject to withholding and subsidies
received for the purchase of a home. Tax returns for nonresi-
dents may be filed online. Almost all documents the tax office
needs may be handled electronically.65

C. IRS Reporting and Immigration Enforcement

IRC § 6039E enacted in the Tax Reform Act of 1986 pro-
vides (in § 6039E(a)) that an individual who applies for per-
manent immigration status in the U.S. (i.e., applies for a
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“greencard”) must provide certain U.S. tax reporting informa-
tion, including the taxpayer’s tax ID number and information
with respect to income tax returns for the prior three years.
That information, provided to the Immigration and Naturaliza-
tion Service (now the Bureau of Citizenship and Immigration
Services), is required (under IRC § 6039E(d)) and is required
to then be reported to the Service, presumably to enable the
Service to verify the reported information about tax return fil-
ings.

Many advisors assisting individuals in illegal immigration
status have encouraged them to file appropriate federal
income tax returns, believing this would assist in ultimately
obtaining a “greencard”. Most advisors have believed assur-
ances that this “exchange of information” provision was a one
way street, i.e., that if the nondocumented individual does file
an income tax return this information will not be provided to
the INS to enable apprehension and deportation for violation
of U.S. immigration laws. Note, however, the comment of Nina
Olson, the IRS National Taxpayer Advocate, concerning the
arrests of two illegal immigrants in Kentucky located with
information taken from their federal tax returns as being a
major breach of tax return confidentiality.66

Some further background in this context is essential con-
cerning the IRS Taxpayer Advocate’s 2003 report.67 This
report contains an extensive discussion concerning this sub-
ject in Topic Number 5 concerning the Individual Taxpayer
Identification Number (ITIN) program.68 As noted in its
response to the Taxpayer Advocate’s report, the IRS is con-
cerned about IRC § 6103 prohibiting its sharing of this infor-
mation with other agencies, and apparently wants some lib-
eralization of IRC § 6103.69 Organizations representing
immigrant workers are quite concerned about how this pro-
posed legislation will evolve.70

Some suggest that this information was not released by
the Internal Revenue Service but by the Inspector General of
the Treasury Department and that the (now departed) Assis-
tant Secretary of the U.S. Treasury for Tax Policy has indicat-
ed that such release of U.S. income tax return information is
not a policy of the IRS. In any event, the perception that this
is IRS policy is of immense concern for those advisors want-
ing to assist individuals towards legal status (necessitating
federal income tax return filing) but who believe that a tax
return filing will be the triggering event for their exportation.

X.   Selected Foreign Country Developments & Their U.S.
Tax Relevance

A. Importance of Foreign Country Tax Developments

The objective of this segment is to consider a few recent
foreign country tax changes because they are particularly rel-
evant for considering where and how foreign investment from
the U.S. might be structured. Obviously, this analysis cannot
be comprehensive but several developments summarized
here show how foreign countries structure their tax systems
to compete, often successfully, in the worldwide quest for
increasing invested capital and employment opportunities in
their countries.

B. Irish Tax Incentives

The Government of Ireland on February 4, 2004
released its 2004 Finance Bill (the timing being close to the
release of the Bush fiscal year 2005 budget) which proposed
business friendly tax credits to stimulate investment and jobs

in corporate headquarters operations. This bill would extend
to July 2006 some capital allowances and tax incentives that
were set to expire this year and include amendments to pro-
visions on double taxation relief for dividends paid to parent
companies. The objective is to further enhance the potential
of Ireland as an attractive location for international holding
structures. Further, credits for research and development
expenditures would be provided.71

Note that the potential for Ireland as a developed coun-
try “tax haven” for U.S. companies will be maintained and
enhanced by these developments. Ireland understands about
the necessity for job creation. Dublin will probably retain its
status as one of the hot places to live in Europe – including
for young U.S. investment bankers. Will U.S. based research
and development activities also move offshore to Ireland
(since its location offshore would facilitate the avoidance of
some of the § 482 complexities on the U.S. cross-border
transfer of intangibles)?

C. India’s Tax Applicability to U.S. Outsourcing

A highly politicized issue during the 2004 U.S. presiden-
tial election campaign concerns the issue of “outsourcing” of
jobs from the United States to foreign countries where wages
(and, therefore, corporate labor costs) are considerably lower
than in the United States. India is well known for a destination
for this outsourcing. Economic development officials in those
foreign countries are well prepared to take advantage of
these opportunities, believing (in that context) in being
advantaged by “globalization.” For example, the Finance Min-
ister in India has announced that foreign nonresident compa-
nies establishing business process outsourcing (“BPO”) units
in India to undertake incidental and auxiliary activities will not
have to pay taxes on the “insignificant profit” generated by
such activity. The announcement indicates that, if the activi-
ties outsourced by a foreign company are ancillary and aux-
iliary in nature, and adequate remuneration was paid to the
Indian firms, the company’s income from those activities will
be exempt from tax in India. For example, a foreign company
will not have to pay taxes on the income generated through
the incidental and auxiliary services being rendered by a call
center based in India, provided the call center is paid an
arm’s length or fair market price for its services. The income
of the call center will be taxable, however. Information from
the Central Board of Direct Taxes concerning distinguishing
between core activities and auxiliary services of companies
outsourcing jobs to India is to be forthcoming.72

Consider the magnitude of U.S. jobs being “offshored” to
India based call centers and that this Government of India tax
immunity will provide further incentives to move those jobs
offshore. This includes U.S. computer companies manufac-
turing components of their computers offshore and then
using an offshore call center to sell the computers both inside
and outside the United States. This includes foreign insur-
ance companies (including subsidiaries of U.S. insurers) sell-
ing insurance outside of India and using an India call center
to deal with inquiries of customers. This includes medical
facilities using radiologists based in India to interpret the
results reflected on X-rays transmitted electronically to India.
And, it includes the preparation of U.S. income tax returns at
India-based facilities.73 Consider the many possibilities for the
income of the U.S. multinational to be shifted outside the
United States but to also fall outside the core (taxable) busi-
ness of the call center in India, thereby immunized from a
serious tax burden.

D. Thailand Plans to Cut Corporate Tax
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The Finance Minister of Thailand indicated on February
6, 2004 that its corporate income tax rates will be cut from 30
percent to 27 percent.74 Whether this tax rate reduction will be
sufficient to attract more investment (including from the U.S.)
is problematical. This does demonstrate, however, the “race
to the bottom” (or the “top”?) occurring between many East
Asian countries to maintain their competitiveness in the inter-
national manufacturing sector. For the U.S. enterprise it could
enable a further tax deferral opportunity (i.e., 8 percent, the
35 percent U.S. tax rate vs. 27 percent, rather than the cur-
rent 5 percent, i.e., 35 percent U.S. tax rate vs. 30 percent).
Coupled with aggressive transfer pricing to facilitate shifting
income from Thailand to an Asian tax haven, the rate of
return on invested capital could be even further enhanced.

How is this relevant to U.S. international tax planners?
This will represent another opportunity to currently incur
reduced current foreign country income tax liability in an off-
shore entity (i) where the corporate tax rate is less than the
U.S. rate (thereby enabling tax deferral), (ii) where wages are
low, and (iii) where transfer pricing enables deflection of cer-
tain income to an even lower (no) tax jurisdiction.

E. Ambiguous Vietnamese Corporate Tax Legislation

Vietnam has a special corporate tax regime providing for
rates of 10 percent or 15 percent applicable to income
derived in specially designated industrial zones. Outside
these zones corporate income is subjected to a rate of 20
percent (although the standard corporate income tax rate is
28 percent). Apparently concern exists over whether certain
tax privileges available in these special zones might be with-
drawn.75

How is this relevant to U.S. international tax planners?
Obviously, a significant base of contacts exists among a por-
tion of the U.S. population to enable Vietnam to be used as
an effective offshore manufacturing base. U.S. manufacturers
also recognize that their competitors (both Chinese and
Japan) are using Vietnam for “offshoring” their own manufac-
turing activities because of the extremely low wage base in
Vietnam. Apparently even the Chinese are anticipating the
time when their goods will be less price competitive because
of (i) wage increases in the PRC and (ii) the potential rise in
the value of the Chinese currency vs. the U.S. dollar. There-
fore, they will seek to maintain trading position by realizing
lower wage costs in a third country like Vietnam.

F. The Net Worldwide Tax Impact for Multinationals

Code § 11 provides for the imposition of corporate
income tax at the rate of 35 percent (after lesser brackets
climbing to the $100,000 tax liability, which benefit is then
gradually clawed back). Considering the opportunities noted
above, why should any large U.S. multinational (which has
not used already inversion to locate is corporate status off-
shore) pay a 35 percent U.S. income tax. This inquiry is par-
ticularly relevant when noting that the Subpart F rules (i.e.,
current U.S. income taxation for deemed repatriated profits)
can be made irrelevant through the foreign use of only one
corporation (for U.S. income tax purposes) but many entities
structured into limited liability companies and treated as dis-
regarded entities (under the check the box rules) for federal
tax purposes. See Reg. § 301.7701-3(a) permitting the elec-
tion to have disregarded status for eligible entities (i.e., those
not specifically listed as corporations), including the foreign
entity having a single owner and limited liability eligibility
under local law.

The contest seems to be fully underway concerning how
far the effective tax rate can be reduced for U.S. multination-
als. Consider the following information:76

U.S. Pre-tax Tax Rate Tax Rate Tax
Company income Savings

2003 ($m) 2003 (%) 2002 (%) ($m)

Citigroup 26,333 31.1 34.1 778.0
Merck 9,052 27.2 29.6 134.4
Intel 7,442 24.2 25.9 123.2
Merrill Lynch 5,649 26.0 28.0 113.3
Kimberly Clark 2,157 23.8 29.0 111.8
McDonald 2,346 35.7 40.3 107.7
J.P Morgan

Chase 10,028 33.0 34.0 98.7
General 

Motors 2,981 24.5 27.5 90.1
Disney 2,254 35.0 38.9 88.9
Proctor & 

Gamble 5,164 30.7 31.5 40.6

This analysis helps understand why the corporate tax contri-
bution to the U.S. Treasury Department continues to decline
as a portion of the total tax collections and as a total amount
even in the face of rising profits. Of course, some Tax Vice
Presidents of these corporations are incentivized to move the
effective tax rate of their employer corporation downward
when their personal success (including bonuses) might be
measured on the basis of comparative effective tax rates).

Current technical issues concerning transfer pricing
rules are discussed above but, at this juncture, note the con-
firming data recently released from the U.S. Department of
Commerce effectively indicating that the Service seems not
to be able to prevent U.S. companies from artificially shifting
profits to tax haven countries like The Netherlands, Ireland,
Bermuda and Luxembourg. Except for Bermuda, these are
not strange, isolated locations surrounded by water.77 These
statistics indicate that in the year 2001 subsidiaries of U.S.
multinationals domiciled in these four countries reported 30
percent of all the foreign profits of U.S. corporations, despite
accounting for only 5 percent of the productive capacity and
3 percent of the employment of these foreign subsidiaries.
This 2001 data indicated that the effective tax rate for sub-
sidiaries of U.S. corporations was as follows:

Country Effective Tax Rate

Netherlands 8.8%
Ireland 7.3
Bermuda 3.0
Luxembourg 0.9
Singapore 10.4
Belgium 16.1
Switzerland 19.4
Cayman Islands 5.2
Denmark 10.7
Hong Kong 10.7

XI.   Concluding Observations–Possible Future Developments

This discussion evidences that the broad ranging area of
international taxation is exceptionally dynamic. U.S. interna-
tional tax policy has become a quite interesting element of
the debate in the 2004 Presidential election.78 Even for the
domestic tax advisor representing a domestic taxpayer the
exposure to serious tax risks (e.g., withholding at source lia-
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bilities) must be examined if a transaction has any cross bor-
der aspects. Further, many of the international developments
described above have important parallels in the domestic tax
planning context (often being the precursor for subsequent
domestic tax developments). Consequently, many of the
cross-border U.S. tax rules described above can provide
guidance for thinking about other common domestic-based
transactions.
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BURDEN REDUCTION AND 
SUGGESTIONS TO IMPROVE THE 
INTERNAL REVENUE SERVICE

The Internal Revenue Service would like to reduce burden
on Small Business Taxpayers. Taxpayer burden is defined
as the time or money expended by taxpayers to fulfill their
tax responsibilities. It is currently only measured as it
relates to the amount of time that is expended to complete
the required tax forms and to maintain the necessary
records/information. The cost of having an employee or
third party complete these tasks is also a measure of tax-
payer burden. To accomplish this goal, Taxpayer Education
and Communication is seeking the assistance of tax pro-
fessionals.

The IRS is interested in your burden reduction issues.
Download and complete the form and return it to Regeina
Hall in Dallas at Regeina.D.Hall@irs.gov. Also any sugges-
tions you have to improve the Internal Revenue Service can
be sent to Regeina.D.Hall@irs.gov.

Learn more about burden reduction at:
http://www.irs.gov/businesses/small/industries/articles/o,,id
=109256,00.html

Download the form at:
http://www.irs.gov/pub/irs-pdf/f13285a.pdf 
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