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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GOLDBERG, Special Trial Judge: Respondent determ ned

deficiencies in petitioner’s Federal incone tax of $3,618 and
$3,976 for the taxable years ended June 30, 1995, and June 30,
1996, respectively. Unless otherw se indicated, section
references are to the Internal Revenue Code in effect for the
years in issue.

The sole issue in this case is whether petitioner is a
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qual i fied personal service corporation under section 448(d)(2),
and therefore subject to the flat 35-percent tax rate pursuant to
section 11(b)(2).
FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine the petition
was filed, petitioner’s principal place of business was Menononee
Falls, W sconsin.

Petitioner is a Wsconsin corporation |licensed by the State
and engaged in the business of providing geotechnical testing and
engi neering services. Petitioner is described as a geotechnical
testing and engineering firmon the corporate annual reports
filed with the State of Wsconsin. Petitioner also files, at
| east biannually, a report with the Architects and Engi neers
Regi stration. During the taxable years in issue, petitioner
enpl oyed two engineers, Allan F. Huseth (M. Huseth) and Jeffrey
Smth (M. Smth), and approxi mately ten non-engi neering
personnel, including technicians and clerical staff. M. Huseth,
the president of petitioner and 100-percent owner of petitioner’s
stock during the years in issue, is a registered professional
engineer in the State of Wsconsin since 1971, with a bachel or of
science degree in civil engineering and a master of science

degree with a specialty in soil nechanics and hi ghway
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engineering. M. Smth holds a 4-year degree in civil
engi neering and a nmaster’s degree in soil nechanics.

Techni cians on petitioner’s staff were given a variety of
duties, including operating equipnment, e.g., drilling, creation
of cylinders and other test sanples, |aboratory testing, and
field testing. The educational background of petitioner’s non-
engi neering staff ranged from enpl oyees with a 2-year degree! in
civil engineering to a feww th high school diploms. One
enpl oyee did not receive a high school diplom. Al of
petitioner’s enployees worked full-tinme during the years in
i ssue.

Petitioner’s geotechnical testing services consisted
primarily of physical tests of concrete and soil sanples
conducted in either the field or |aboratory. Petitioner provided
necessary equi pnent (e.g., drill rigs), and | aboratory
facilities, including a “nmoist curing rooni where concrete
speci nens were cured until the required “specification date”.
Operation of equipnent out in the field or |aboratory did not
requi re basic know edge of mathematics or engineering principles
since it was not analytical in nature. Training of petitioner’s

techni cal enpl oyees, or technicians, occurred on the job.

! A 2-year degree in civil engineering is not the equival ent
of an engi neering degree required to perform professional

engi neering services in Wsconsin. See Ws. Stat. sec. 443.04
(1999).
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Concrete testing consisted of primarily conpressions tests
to check specifications and density of freshly poured concrete in
the field. Tests were conducted on concrete core sanples or 6 x
12 cylinders created by petitioner’s technicians or brought in by
third party contractors.

Petitioner also tested soil sanples for noisture contents,
density determ nations, shear strengths, perneability tests,
proctor tests, and other tests. Soil borings, and sonetines rock
core borings, were obtained to classify the type of soil or rock
substance. To conduct a soil density test technicians in the
field used nuclear neters to determne the density of materials
for earthwork projects. Training to read the neter was done on
the job in approximately 30 m nutes. Technicians handl ed al
aspects of obtaining sanples, drilling, or |aboratory testing.

In both concrete and soil testing, information collected
froma test was given to clerical staff. Upon request by a
client, an engineering analysis could be generated fromthe test
results. Oherwi se, the data was given to the client in a report
witten by the clerical staff without analysis. Only technical
per sonnel conducted and col |l ected data from geotechnical tests.

It was not the function of the engineers to create or test the
cylinders or core sanples.

Petitioner also provided engi neering services. Engineering

services included offering recommendati ons on types of
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foundati ons or supporting structures, bridges, and buildings, or
pavenent design fromsanples. In an engineering analysis, a

pr of essi onal engi neer reviews, studies, and anal yzes information
fromfield |l ogs and | aboratory data to recommend the type of
foundations of the structure or the best options avail able.

Anal yses are based upon data collected by petitioner’s
technicians or provided by third party soil testing conpani es.

In order for petitioner to provide engineering services, the
client must request it.

Engi neering services were billed at a rate between $80 and
$110 per hour, depending on the precise service rendered.

Billing for geotechnical testing depended on the type of testing
requested, the parts required to create sanples, and the hourly
rate for technicians, which was |ower than the hourly rate for
engi neers.

Petitioner’s clientele may request geotechnical testing or
engi neering analysis, or both. For instance, other structural or
geot echni cal engineering firms have hired petitioner for the sole
task of providing themwth test sanples and results fromthe
field or laboratory. These clients conduct their own engi neering
anal ysis of the data provided by petitioner’s test reports.

Petitioner maintained its books and records to reflect the
type of service, whether engineering or geotechnical testing, by

usi ng account nunbers. Every job billed to a client had an
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associ ated account nunber and short narrative to distinguish the
type of service rendered and billed. The accounts range from
5001 to 5010. Accounts 5001 through 5006 and 5008 t hrough 5010
relate to geotechnical services, including field and | aboratory
technician services and field soil boring services. Only
accounts 5006 and 5007 relate to engi neering services, including
both office and field engineering services.

During the taxable years ended June 30, 1995, and June 30,
1996, petitioner used the graduated tax rates under section
11(b) (1) to determne its corporate tax liability. 1In a notice
of deficiency respondent determ ned that petitioner was a
qgqual i fied personal service corporation under section 448(d)(2),
thereby requiring a flat tax rate of 35 percent under section
11(b) (2).

OPI NI ON

Respondent contends that engi neering and geot echni cal
testing are both services within the field of engineering, and
therefore petitioner is a qualified personal service corporation
as defined in section 448(d)(2).

Petitioner contends that it is not a qualified personal
servi ce corporation because geotechnical testing is not in the
field of engineering. Furthernore, petitioner argues that it did
not perform “substantially all” of its services wwthin the field

of engineering as defined under section 448(d)(2).
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Section 448(d)(2) defines a "qualified personal service
corporation"” as any corporation:

(A) substantially all of the activities of which
i nvol ve the performance of services in the fields of health,
| aw, engi neering, architecture, accounting, actuarial
science, performng arts, or consulting, and

(B) substantially all of the stock of which (by val ue)
is held directly (or indirectly through 1 or nore
partnerships, S corporations, or qualified personal service
corporations not described in paragraph (2) or (3) of
subsection (a)) by--

(1) enployees perform ng services for such
corporation in connection with the activities involving
a field referred to in subparagraph (A,

(1i) retired enpl oyees who had perfornmed such
services for such corporation

(1i1) the estate of any individual described in
clause (i) or (ii), or

(i1v) any other person who acquired such stock by
reason of the death of an individual described in
clause (i) or (ii)(but only for the 2-year period
begi nning on the date of the death of such individual).

Under section 11(b)(2), the inconme of a personal service
corporation is taxed at a rate of 35 percent.

To qualify as a personal service corporation, a corporation
must satisfy the function and ownership tests under the
regul ations. Sec. 1.448-1T(e)(3), (4) and (5), Tenporary I|Inconme
Tax Regs., 52 Fed. Reg. 22768 (June 16, 1987), as anended by T.D.
8329, 56 Fed. Reg. 485 (Jan. 7, 1991), T.D. 8514, 58 Fed. Reg.
68299 (Dec. 27, 1993). Since petitioner concedes that all of its

stock is owned by its enployee, M. Huseth, the ownership test is



- 8 -
satisfied. To satisfy the function test, substantially all of
the corporation’ s activities nmust involve the performance of
services in the field of engineering. See id.

As a threshold matter, petitioner nust provide services in
the field of engineering. Although petitioner concedes that it
does provide engineering services which are clearly in the field
of engi neering, petitioner contends that geotechnical testing is
not wwthin the field of engineering. W agree with petitioner.
Geot echnical testing does not require the same educati on,
training, and mastery as engi neering.

According to Wsconsin | aw, a professional engineer |icensed
with the State nust neet certain m ninum education, experience,
and exam ni ng board requirenments.?2 This is not the case for
t echni ci ans who perform geotechnical testing services. There are
no standard m ni numrequirenents to provide geotechnical testing

services under the laws of Wsconsin. According to M. Huseth’s

2 The basic mninmumrequirenents are as follows: (1) A

di ploma or certificate froman engi neering school or college
approved by the exam ning board of not |less than 4 years together
with an additional 4 years of experience in engineering work; or
(2) a specific record of 8 or nore years of experience in

engi neering work indicating that the applicant is conpetent to be
pl aced in responsi bl e charge of such work; or (3) a specific
record of 12 years or nore of experience in engineering work
indicating that the applicant is conpetent to practice

engi neering, or (4) a diploma or certificate froman engi neering
school or coll ege approved by the exam ning board of not |ess
than 4 years, together with an additional 8 years of experience
in engineering work, all satisfactory to the exam ning board.
Ws. Stat. sec. 443.04 (1999).
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testinony, technicians are trained on the job and do not require
a m ni mum education standard to operate equi pnent or gather test
data. Equipnent or |aboratory training nay be conpleted in as
long as a single day or in as little as a half hour. Mbreover,
techni ci ans are not bound by State or board licensing or review.
Petitioner’s geotechnical testing services are separate and
distinct frompetitioner’s engineering services. The essence of
engi neering services is in the application of mathematical,
physi cal, and engi neering sciences to services or projects, such
as consultation, investigation, evaluation, planning, design, and
review of structures and buil dings. Although geotechni cal
testing data may be used in petitioner’s engineering analysis,
the data may be used for other purposes and by other parties as
well. \When petitioner provides an engineering analysis, the data
may be supplied by the client or petitioner. |In the alternative,
petitioner may supply data from geotechnical testing services
wi t hout rendering any professional engineering services.
Al t hough we agree with respondent that engineering services could
not be conpleted w thout the data provi ded from geotechni cal
testing, whether that information was furnished by petitioner or
anot her geotechnical testing firm we are not persuaded to find
that sufficient reason to deemthe neans of providi ng data under

the unbrella of “engineering”. |In practice and principle the tw
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lines of services may function nutually exclusively.?

Section 448(d)(2)(A) requires that “substantially all” of
petitioner’s activities nmust be devoted to the field of
engi neering. Under section 1.448-1T(e)(4)(i), “substantially
all” is defined as 95 percent or nore of the enpl oyees’ tine
devoted to the performance of services within the field of
engi neering. The tenporary regulation further provides that for
pur poses of determ ning whether the 95-percent rule is satisfied,
t he performance of any activity incident to the actual
performance of engineering services is considered the perfornmance
of services in that field.

Respondent contends that geotechnical testing is “incident
to” the qualifying field of engineering. The tenporary
regul ation states that activities incident to the perfornmance of
services in a qualifying field include the supervision of
enpl oyees engaged in directly providing services to clients, and
the performance of adm nistrative and support services incident
to such activities. Sec. 1.448-1T(e)(4)(i), Tenmporary |ncone Tax
Regs., 52 Fed. Reg. 22768 (June 16, 1987), as anended by T.D.
8329, 56 Fed. Reg. 485 (Jan. 7, 1991), T.D. 8514, 58 Fed. Reg.
68299 (Dec. 27, 1993). In this case, geotechnical testing of

soils and concrete is not within the field of engineering, nor is

3 During his testinmony, M. Huseth referred to three other
geotechnical testing conpanies in the area that did not enploy
any engi neers on their staffs.
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it “incident to” engineering. Petitioner’s geotechnical testing
services are not dependent upon petitioner’s ability to provide
engi neering services. It was not unusual for clients to request
petitioner’s geotechnical testing services exclusive of a
subsequent engineering analysis. 1In the alternative, an
engi neering analysis may be conpl eted by data furnished by a
third party, not necessarily petitioner’s own geotechni cal
testing departnent. Specific services provided by petitioner
vari ed dependi ng upon the uni que request of the client.
Mor eover, adm nistrative and support services provided for
engi neering anal yses may be separated fromthe adm nistrative and
support services provided for geotechnical testing services.
Since we have decided that geotechnical testing is not in
the field of engineering, a qualifying service, then we nust next
deci de how much of petitioner’s tine was spent in petitioner’s
engi neering services. According to the tenporary regul ation,
substantially all or 95 percent of petitioner’s enployees’ tine
must be devoted to rendering a qualifying service under section
448(d) (2).

Petitioner proffered evidence denonstrating the overal
breakdown of testing and engi neering services rendered during the
years in issue by dollar amounts reflected in invoices. Fromthe
invoices in the record, we find that petitioner’s engineering

services were billed between $80 and $110 per hour, dependi ng on
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the type of engineering service rendered. Although the invoices
reflect a mx of work, both geotechnical and engi neering
services, we can reasonably distinguish, by use of the account
nunbers, the proportionate tine spent in engineering and
geotechnical testing. W find petitioner spent nore than 5
percent of its time on geotechnical services. Since geotechnical
testing is separate and distinct fromthe field of engineering,
petitioner does not neet the function test as required under
section 448(d)(2). In our review and anal ysis of Exhibits 7
through 11,4 it is reasonable to conclude that 95 percent of
petitioner’s time was not devoted in the field of engineering or
incident to the field of engineering.

We find petitioner is not a qualified personal service
corporation under section 448(d)(2), and therefore not subject to

the 35-percent flat tax rate.

4 Exhibit 7 is a Record of Invoices Billed fromJune 30, 1994,
t hrough Dec. 31, 1994.

Exhibit 8 is a Record of Invoice Billed fromJan. 4, 1995,
t hrough Dec. 31, 1995.

Exhibit 9 is a Record of Invoice Billed fromJan. 4, 1996
t hrough July 17, 1996.

Exhibit 10 is a sanple of petitioner’s invoices dated
t hroughout the years in issue, show ng the account nunbers for
servi ces render ed.

Exhibit 11 is a breakdown of sales totals fromJuly 1994
t hrough June 1995, and also from July 1995 t hrough June 1996.
This summary is based upon the account nunbers petitioner
foll owed i n bookkeeping. This exhibit also includes the job
descriptions associated wth account nunbers.



To reflect the foregoing,

Deci sion will be entered

for petitioner.




