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UNI TED STATES TAX COURT

JACOB AND CHANA PI NSON, ET AL.,! Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 7561-98, 7562-98, Filed July 6, 2000.
7563- 98, 7564- 98,
7565- 98, 7566- 98,
7567-98, 19353- 98,

19354- 98, 19355- 98,
19356- 98, 19357- 98,
19358- 98, 19359-98.

These cases involve the proper tax treatnent of

! Cases of the following petitioners are consoli dated
herewith: B. Mayer and Ella Zeiler, docket No. 7562-98; Joseph
and Sara Deitsch, docket No. 7563-98; Joshua and Rachel Sandnan,
docket No. 7564-98; Deitsch Plastic Conpany, Inc., docket No.
7565-98; Mbdrdecai and Bonni e Deitsch, docket No. 7566-98; David
and Sara Deitsch, docket No. 7567-98; B. Mayer and Ella Zeiler,
docket No. 19353-98; Mdirdecai and Bonni e Deitsch, docket No.
19354-98; Deitsch Plastic Conpany, Inc., docket No. 19355-98;
Joshua and Rachel Sandnman, docket No. 19356-98; David and Sara
Dei t sch, docket No. 19357-98; Jacob and Chana Pi nson, docket No.
19358-98; Joseph and Sara Deitsch, docket No. 19359-98.
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two types of paynents received by Ps froman | srael
corporation: (1) Paynents made directly to certain of
Ps and upon which taxes were paid to the Israel
Governnment, and (2) paynents made to a partnership and
reported by certain of Ps as their distributive shares
of partnership incone.

Hel d: The paynents nmade directly to Ps are to be
characterized as conpensation for services perforned
within the United States. Hence, the anounts are not
to be treated as foreign source inconme for purposes of
calculating the credit for foreign taxes under sec.
901, I.R C

Hel d, further, the paynents made to the
partnership were not properly reported as partnership
inconme. They are not to be allocated as incone to the
corporate P. Like the remttances above, these
paynments are to be characterized as conpensation for
services earned by the individual Ps, and as U. S.
source inconme to the individual Ps, except as to the
two Ps who resided in |Israel.

Hel d, further, Ps are not entitled to seek a
deduction for foreign taxes paid under sec. 164,
. RC, inlieu of the disallowed foreign tax credits.

Hel d, further, the individual Ps are liable for
accuracy-rel ated penalties pursuant to sec. 6662(a),
|. R C., but the corporate P is not.

Robert J. Percy and Bruce Judel son, for petitioners.

Stephen C. Best and Bradford A Johnson, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

NI M5, Judge: Respondent determ ned the follow ng
deficiencies and penalties with respect to petitioners’ Federal

i ncone taxes for the taxable years 1991 through 1994:



Petitioners

Jacob and Chana

Pi nson

B. Mayer and Ella

Zeil er

Joseph and Sara

Dei t sch

Joshua and Rache

Sandman

Dei tsch Plastic

Company, Inc.

Mor decai and Bonni e

Dei t sch

Year

1991
1992
1993
1994

1991
1992
1993
1994

1991
1992
1993
1994

1991
1992
1993
1994

1991
1992
1993
1994

1991
1992
1993
1994

Defi ci ency

$351, 904
708, 327
48, 566
429, 683

353, 295
792, 926
100, 364
421, 993

296, 413
786, 596
111,174
440, 885

485, 976
728, 139
823, 513
748, 409

115, 312
99, 372
44,571

Penal ties
Sec. 6662(a) Sec. 6662(h)

$48, 478 $38, 990
120, 628 30, 538
131 19,120

59, 695 52, 483
2,419 --
153 2,041

24, 315 - -
47,921 48, 528
136, 778 43, 838
122 39, 935

58, 038 52,720
40, 472 41, 808
134, 161 38, 484
131 44,163

58, 943 43, 960
-- 194, 390

-- 291, 256

-- 329, 405
27,085 245, 193
1, 787 42,070
153 39, 442
8,914 --
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Davi d and Sara 1991 363, 170 48, 775 50, 770
Dei t sch 1992 790, 380 130, 075 60, 296
1993 30, 004 153 11,972

1994 314, 102 37, 868 49, 904

Respondent further determned that if the 40-percent section
6662( h) accuracy-rel ated penalty were deened i napplicable,
anounts upon which it had been conputed were subject, in the
alternative, to the 20-percent section 6662(a) penalty.
Respondent has since conceded the section 6662(h) penalty.

Unl ess otherw se indicated, all section references are to
sections of the Internal Revenue Code in effect for the years in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure. Dollar anounts are rounded to the
nearest doll ar.

These cases have been consolidated for purposes of trial,
briefing, and opinion. Hereinafter and unless directed toward
the collective position of all petitioning litigants, references
to petitioners shall be to the individual petitioners, with the
exception of B. Mayer and Ella Zeiler. The Zeilers’
ci rcunstances involve different considerations, and counsel
represented at trial that their case has been entirely settled

t hrough stipulation. W shall discuss facts pertaining to the
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Zeilers only to the extent necessary to conprehend the underlying
context. The corporate petitioner shall be referred to as
Dei tsch Pl astic Conpany, Inc., or DPC.

After concessions, the issues renmaining for decision are:

(1) The proper tax treatment of payments made directly from
Fl ocktex Industries, Ltd. (FIL), an Israeli corporation, to
certain of petitioners, and of foreign taxes paid thereon;

(2) the proper tax treatment of paynments made fromFIL to
Deitsch Plastic Partners (DPP) and reported by certain of
petitioners as their distributive shares of partnership incone;
and

(3) the applicability of accuracy-rel ated penalties pursuant
to section 6662(a) for negligence, intentional disregard of rules
or reqgul ations, and/or substantial understatenent of incone tax.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

The stipulations of the parties, with acconpanying exhibits, are
i ncorporated herein by this reference.

The Deitsch Famly

The individuals involved in these consolidated cases are al
menbers of the Deitsch famly. David Deitsch is the patriarch of
the famly, and Sara is his wife. Mrdecai Deitsch, Joseph
Dei tsch, Rachel Sandman, Ella Zeiler, and Chana Pinson are the

children of David Deitsch. Joshua Sandman, B. Mayer Zeiler, and



- b -
Jacob Pinson are David Deitsch’s sons-in-law. At the tinme of
filing their petitions in these cases, the David Deitsches, the
Joseph Deitsches, and the Sandmans resided in New Haven,
Connecticut. The Mrdecai Deitsches and the Pinsons resided in
Br ookl yn, New York. The Zeilers were residents of Kiryat
Mal achi, Israel.

Deitsch Pl astic Conpany, |nc.

DPC was founded by David Deitsch and was incorporated in
1960. DPCis a U 'S. corporation which maintained a principal
pl ace of business in Wst Haven, Connecticut, at the tine of
filing its petitions. The conpany is engaged in the manufacture
and sale of coated vinyl and urethane |am nated materi al s,
primarily for use in the production of upholstery.

DPC has at all times been a privately held corporation with
all stock being controlled by nenbers of the Deitsch famly.

During the years in issue, ownership of DPC was distributed as

fol |l ows:
Davi d Deitsch 17 percent
Mor decai Deitsch 15 percent
Joseph Deitsch 17 percent
Joshua Sandman 15 percent
B. Mayer Zeiler 17 percent
Jacob Pi nson 17 percent

(The fact that these stipulated percentages total only 98 is not
further explained by the record.)
The above si x sharehol ders were al so enployed in the DPC

busi ness. David Deitsch, the director and chi ef executive
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of ficer of the conpany, oversaw all financial and adm nistrative
functions. Each of the nen, however, perfornmed a variety of
duties within the organi zation. As stated by Joseph Deitsch, “in
our conpany, * * * everybody is involved in everything” and
“Everybody wears many hats.”

Fl ocktex I ndustries, Ltd.

In the early 1970's, David Deitsch began, at the suggestion
of his rabbi, to investigate the possibility of opening a
business in Israel. FIL was then established in 1974 as an
| sraeli corporation. The conpany is located in Kiryat Ml achi,
| srael, and manufactures flocked fabrics principally for use in
the production of drapery and upholstery. Like DPC, FIL has at
all tinmes been closely held by nenbers of the Deitsch famly.

St ock ownership during the years at issue is set forth bel ow

Davi d Deitsch . 0001 percent
Sara Deitsch . 0001 percent
Mor decai Deitsch 20 percent
Joseph Deitsch 20 percent
Rachel Sandman 19. 999 percent
B. Mayer Zeiler 20 percent
Jacob Pi nson 20 percent

(Again, we note that the stipulated values total only 99.9992
percent.)

Financing for the startup of FIL was provided through the
| ndustrial Devel opnment Bank of Israel, Ltd., an Israel
governnental organization. To obtain financing of this type, the

Deitsches were required to conply with conditions designed by
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|sraeli officials to ensure that adequate backing existed for the
investnment. |In order to satisfy such requirenents, two
agreenents were entered by DPC during 1975. DPC agreed to
purchase at | east 60 percent and up to 80 percent of FIL s
production until the |loan was repaid. DPC also executed a
Li cense, Technical and Marketing Assistance Agreenent in which it
contracted to provide FIL with technical and marketing
information in connection with the setup and operation of the
fl ocked fabrics enterprise. The docunent further recited that
Pervel Industries, Inc. (Pervel), had in turn agreed to aid DPC
in supplying the requisite technical assistance and know how.
This contract with Pervel, a U S. manufacturer of flocked
fabrics, had been obtained in order to address the fact that
differences in the flocked fabric and plastic |am nate industries
rendered DPC without sufficient expertise to advise FIL on
certain technical aspects of the business.

In preparation for the commencenent of the FIL operations,
Jacob Pinson spent several nonths in Israel perform ng such tasks
as negotiating for utility services and finalizing the
installation of machinery. Thereafter, B. Mayer Zeiler arrived
in Israel and has since been the nenber of the Deitsch famly
residing in Kiryat Malachi and running the FIL business. H's job
description as an enpl oyee of DPC states that he “is responsible

for all financial, admnistrative, sales, and production
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functions as they relate to the products sold to and purchased
fromFlocktex Industries, Ltd.” H's enunerated duties include:

1. Responsibility for the sales and purchases
relating to Israeli and European markets.

2. Sal es negotiation and procurenent of products sold
to Flocktex, including relations with its
custoners in an effort to maintain market
presence.

3. Pur chasi ng negoti ations regardi ng product
purchases from Fl ocktex, Ltd.

4. Application of expertise regarding selling,
pur chasi ng, and ot her business matters particul ar
to m ddl e east and European nmarket.

5. Representative to nmaintain marketing presence.

Al'l other menbers of the famly resided in the United States
t hroughout the period at issue.
On January 14, 1980, DPC and FIL entered an agreenent
supersedi ng the 1975 License, Technical and Marketing Assistance
Agreenent, wherein DPC contracted to furnish to FIL the foll ow ng
servi ces:
1.1 Market research in the United States for the
product manufactured by FLOCKTEX, provided that
FLOCKTEX shall notify DEITSCH i n advance of any of
t hese products which it is willing and able to
manuf acture for export.
2.1 [sic] Sales pronotion services, nanely,
introduction to potential purchasers, pronotion
t hrough DEI TSCH sal esnen and di ssem nati on of
i nformati on and dat a.

1.3 Advice and recommendati on concerning the future

devel opment of the manufacture, production and
mar ket i ng.
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1.4 Counsel regarding the econom c purchase of raw
material s.

1.5 Warehousing of the products in the United States.
In return, DPC was to receive 15 percent of the net price of the
products exported by FIL. The agreenent further stated that it
could be termnated by either party with 30 days’ witten notice.

From 1980 t hrough 1989, DPC reported the paynents received
fromFIL under this agreement on its corporate incone tax
returns. Then, by a letter dated January 9, 1990, FIL notified
DPC that it was termnating the 1980 agreenent, effective in 30
days. The decision to end the agreenent was nmade because, after
approximately 1986, FIL relied upon markets devel oped in Europe
for its product. FIL did, however, continue to purchase raw
materials fromDeitsch International Sales Corporation (Deitsch
Sales), a U S. corporation also owed by the Deitsch famly.
Deitsch Sal es obtained the materials fromsuppliers in the United
States and then sold and exported themto FIL at a profit. After
the 1990 letter, FIL also continued to make paynents of 15
percent of the net price of its exported products, but DPC was no
| onger the sole recipient. DPC was paid $662,500 in 1990 and
| ast reported “consulting inconme” under the 1980 agreenent on its
1991 return in the anount of $189,995. The table bel ow
summari zes FIL's sales pattern for the years 1978 through 1994,

as stipulated by the parties:



Year

1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994

Deitsch Plastic Partners

- 11 -

U.S. and Canadi an

Sal es

$464, 786
946, 456
1,688, 033
2,288, 980
1,634, 377
1, 266, 613
231, 696
79, 832

0

12,796
10, 876

0

10, 485

0

16, 698

0

23, 158

O her

Sal es

$635, 399
1,076, 376
1,198,674

959, 419

459, 995
1, 933, 287
2,395, 812
3, 499, 999
4,433,073
6,748,714
10, 105, 617
8, 801, 212
11, 314, 441
12, 728, 255
16, 580, 935
17, 236, 134
15, 094, 572

Total Sales
$1, 100, 185
2,022, 832
2,886,677 [sic]
3, 248, 399
2,094, 332 [sic]
3, 200, 000 [sic]
2,627,508
3,579, 831
4,433,073
6, 761, 510
10, 116, 496 [sic]
8, 801, 321 [sic]
11, 324, 926
12,728, 255
16, 597, 633
17, 236, 134

15, 117,730

DPP was forned by nenbers of the Deitsch famly in 1990.

The entity was organi zed as a general

witten partnership agreenent.

partnership and

Partnership interests

divided as follows for the 1991 through 1994 years:

Davi d Deitsch
Mor deca
Dei t sch

Joseph Deitsch
Joshua Sandman
Zeil er

B. Mayer

Jacob Pi nson

1991

25 percent

25 percent

25 percent

25 percent

1992

20 percent

20 percent

20 percent

20 percent

20 percent

1993

had no

wer e

1994

16. 66 percent

16.

16.
16.
16.
16.

66

66
66
66
66

per cent

per cent
per cent
per cent

per cent

16. 66 percent

16.

16.
16.
16.
16.

66

66
66
66
66

per cent

per cent
per cent
per cent

per cent
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During the years at issue, DPP received no capita
contributions fromany partner, held no formal partnership
nmeetings at which m nutes were maintai ned, and had no enpl oyees.
DPP's stated address was identical to that of DPC.

Begi nning in 1990, DPP received fromFIL paynents equaling
15 percent of the net price of FIL' s exported products, |less the
suns descri bed above as remtted to DPC in 1990 and 1991. The
paynments were made by wire transfer fromFIL into bank accounts
mai ntai ned by DPP in the United States and England. DPP did not,
however, enter any witten contracts or agreenments with FIL
regardi ng these anmounts and perforned no services for FIL.

DPP was included as an affiliated entity for purposes of the
conbi ned financial statenments prepared for “Deitsch Plastic
Company, Inc. and Affiliates”. The paynents received fromFIL
were reported in the financial statenents as “Consulting | ncone”.
An acconpanyi ng note for years 1991 through 1993 expl ai ned: “All
consulting incone was earned from Fl ocktex Industries Limted,
Inc.” A simlar note with respect to 1994 read: “All consulting
i ncome was from Fl ocktex.”

DPP filed a Form 1065, U.S. Partnership Return of Incone,
for each of the taxable years in contention. Thereon, DPP |isted
its principal business activity as “consulting” and its principal
product or service as “plastics”. DPP s reported gross receipts

consi sted solely of the paynents fromFIL. The spaces for type
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of income on DPP's attached Schedul es K, Partners’ Shares of
| ncone, Credits, Deductions, Etc., were conpleted with the word
“consulting”. DPP also deducted fromits inconme “conm ssions”
paid to B. Mayer Zeiler of $75,000, $75,000, and $400, 000 for the
years 1992, 1993, and 1994, respectively. B. Mayer Zeiler also
continued to receive a salary from DPC.

The individual partners reported their distributive shares
of DPP' s inconme on their Fornms 1040, U.S. Individual |Income Tax
Return, and acconpanyi ng Schedul es E, Suppl enental |nconme and
Loss. The anmounts were reflected as inconme or |oss from
partnershi ps but were not included on the partners’ Schedul es B
I nterest and Di vi dend | ncone.

For the 1991 year, the incone was shown as nonpassive. The
description of the nonpassive activity given in the returns of
Davi d Deitsch, Joseph Deitsch, and Joshua Sandman is
“consulting”, and the anobunts were designated as self-enpl oynent
earnings on the returns of Joseph Deitsch, Joshua Sandman, and
Jacob Pinson. In 1992, David Deitsch again reported his
di stributive share as nonpassive incone, this time wwth the
description “trade or business--material participation”. The
ot her partners categorized their 1992 DPP incone as passive, and
i n subsequent years all partners, except B. Myer Zeiler,
utilized the passive designation. They continued, however, to

| abel the incone as self-enploynent earnings in the foll ow ng
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i nstances: Joshua Sandman in 1992 and 1994, Jacob Pinson in 1992
and 1994, David Deitsch in 1994, Mrdecai Deitsch in 1994, and
Joseph Deitsch in 1994. B. Mayer Zeiler reported his share as
nonpassi ve incone from“trade or business--nateri al

participation” in both 1993 and 1994, and as sel f-enpl oynent
earnings in 1994.

Wth the exception of B. Mayer Zeiler, all partners included
their distributive shares of DPP's gross incone as part of their
foreign source incone for the 1991, 1993, and 1994 years. They
typically categorized this income as “General limtation incone”
for purposes of the Forns 1116, Foreign Tax Credit, filed with
their returns. For 1993, however, Mrdecai Deitsch and Jacob
Pi nson categorized the anounts as “Passive incone”. David
Deitsch followed the practice of deem ng the paynents foreign
source incone for 1992 as well, while the other partners placed
their 1992 distributive shares anong their U S. source incone.

FIL, on its financial statenents and tax returns for 1991
t hrough 1994, reported the paynents to DPC and DPP as “selling
expenses”. FIL s financial statenments explain the paynents in
the foll owm ng | anguage: “The Conpany paid the sumof * * *
[anpbunt in New Israeli Shekels] to an affiliated conpany in
respect of sal es conm ssion and marketi ng and storage expenses”,
or “The Conpany paid the sumof * * * [anpunt in New | srael

Shekel s] to an affiliated conpany in respect of sales and
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mar keti ng comm ssion.” The financial statenments do not show
di vi dends as having been paid to shareholders. The Israeli tax
returns reflect a deduction for these expenses and |i kew se do
not show any anmount as having been paid as a dividend to
sharehol ders. No taxes were withheld or remtted to the State of
| srael on the paynents to DPC and DPP.

The Speci al Conmi ssi ons

Commencing in 1987, FIL al so began nmeki ng paynents by wire
transfer directly to accounts in the nane of “Fl ocktex
sharehol ders”. For the years at issue, the recipients and

anounts of these paynents are set forth bel ow

1991 1992 1993 1994

David Deitsch $875, 000 $2, 350, 000 $0 $1, 000, 000
Mor decai 0 0 0 0
Dei t sch

Joseph Deitsch 875, 000 2, 350, 000 0 1, 000, 000
Rachel Sandman 875, 000 2, 350, 000 0 1, 000, 000
B. Mayer Zeiler 0 0 0 0
Jacob Pi nson 875, 000 2, 350, 000 0 1, 000, 000

Through wi t hhol di ng, incone taxes were paid by the recipients to
the State of Israel on the anpbunts shown above. Letters issued
by Israeli authorities certifying receipt of the inconme taxes
specify that the suns were due in respect of “comm ssion fees”
fromFIL.

On its financial statenents, FIL again classified these
paynments as “selling expenses” and included the foll ow ng

explanation: “lIn accordance with an agreenent with the Conpany’s
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shar ehol ders the Conpany paid thema special commssion in the
amount of * * * [a sumin New |Israeli Shekels].” (Hereinafter,
we shall for convenience adopt this term nol ogy and shall refer
to these paynents fromFIL as special comm ssions.) The speci al
comm ssions were al so deducted as selling expenses by FIL for
purposes of its Israeli tax returns.

The individual recipients reported the special comm ssions
on the line of their incone tax returns designated “Q her
inconme”. They also attached statenents further describing this
ot her incone as “conmm ssion incone Flocktex Ind” or sinply
“Fl ocktex Ind” (with various terns and abbrevi ati ons bei ng used
for Industries). They did not report the anounts as dividends on
their Schedules B. For each of the years that special
comm ssions were paid, the suns were included as foreign source
incone in the “General limtation inconme” category. Statenents
acconpanying their Forns 1116 for 1991 additionally identify the
i ncone as derived froma “business or profession”. The
recipients clainmed foreign tax credits on their 1991, 1992, and
1994 returns for the Israeli taxes withheld by FIL on the speci al
conmi ssi ons.

The O her Deitsch Entities

Menbers of the Deitsch famly al so conducted busi ness and
i nvest ment deal i ngs through other partnerships and S corporations

during the period at issue. In particular, the famly nmenbers



- 17 -
carried on real estate rental activities through a variety of
passt hrough entities. The Federal incone tax returns of
i ndividuals involved in these ventures reported the inconme or
| oss therefromon Schedules E. Dividends fromthese entities, as
well as fromDeitsch Sales, were reflected as “Dividend i ncone”
on their Fornms 1040 and the acconpanyi ng Schedul es B

The Preparation and Exam nation of the Deitsch Returns

The conbi ned financial statenents and the tax returns for
DPC, DPP, Deitsch Sales, and various real estate entities were
prepared by the accounting firmof Winstein & Anastasio, P.C
The tax returns here at issue of individual nmenbers of the
Deitsch famly were also prepared by the firm Anthony
Val entino, a certified public accountant, has been petitioners’
primary accountant at the firmsince the md-1980's. The
financial statenments and tax returns for FIL were prepared by
petitioners’ accountant in Israel, Itzhak Tinor.

For purposes of preparing these docunents, M. Valentino was
gi ven access to the records for the Deitsch entities kept at the
corporate facility in Wst Haven. The individual famly nenbers,
al though they did not typically fill out the annual questionnaire
sent by the accounting firm would provide original data such as
Formse W2 and Fornms 1099. |Information regardi ng the paynents

fromFIL was obtained fromthe FIL financial statenents sent to
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M. Valentino by M. Tinor. The intent of Weinstein & Anastasio
in reporting these paynents was “to be consistent with the
reporting that was presented to us by Fl ocktex.”

Preparation of petitioners’ tax returns was frequently
conpleted with little time remaining before the filing deadline.
It was not uncommon for famly nmenbers to sign the returns
W t hout review ng or discussing the itens therein with their
accountant. Petitioners relied on M. Valentino for the accuracy
of their returns.

FIL's tax returns were exam ned by the Israeli taxing
authorities for the years 1991, 1992, and 1993. Exam nation by
the Internal Revenue Service (IRS) of the donestic returns began
in 1993, and the audit was eventual |y expanded to include the
1991 through 1996 years. During the exam nation process, |IRS
agents conducted several interviews with nenbers of the Deitsch
famly. Also pursuant to the audit, the IRS in January and
Novenber of 1998 sent letters to Israel’s Mnistry of Finance
requesting information on the nature of the paynments fromFIL

In a reply dated Septenber 8, 1999, which addressed the 1994
to 1996 years, the Mnistry of Finance stated: “All Paynents
made by Flocktex to Deitsch Plastic are witten as an expense to

Fl ocktex. Flocktex did not pay Dividends to shareholders in the
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years 1994- 1996, but instead paid a special commssion.” The
|l etter continued, specifically in response to inquiries about the
paynents to DPP, with the foll ow ng:

The paynents descri bed were reported and deduct ed,
followng the tax conm sioners’ [sic] inquiry, the
conpany’s representations and ultinmately an agreenent
reached by the two parties, as consulting fees. There
has been no change in this position in the conpany’s
reports. The deduction was not renoved and the taxable
i ncone remai ned as before. The agreenent incl uded,
however, additional taxation of these paynents prior to
the Tax Commi ssioners [sic] permt to transfer these
funds abroad. Therefor, [sic] it seens that in terns
of Israeli taxation, there could be no adjustnents nmade
at this point and there would be no effect on Israel
taxation as a result of the adjustnents nmade in the

U. S.

Then, in answer to questions regarding the special conm ssions,
the taxing authorities provided that “These paynents were
reported and deducted as described above.”

After receiving this comuni cation, the IRS sent an
additional letter requesting fromthe Israeli admnistration the
further specific assistance set forth bel ow

(a) Confirmthat, simlar to 1994-1996, for 1991-1993,
FIL did not pay any dividends to sharehol ders.

(b) Explain which entity you nean by the nanme “Deitsch
Plastic”. Does it mean Deitsch Pl astic Conpany or
Deitsch Plastic Partners? Does it recognize that
these are two separate conpani es? Provide any
information submtted by FIL and/or its
accountants explaining its relationship to Deitsch
Pl astic Conpany and Deitsch Plastic Partners.
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(c) Irrespective of whether you understand the entity
receiving the funds to be Deitsch Plastic Conpany
or Deitsch Plastic Partners, please explain your
under standing of the work perforned to earn the
funds received fromFIL.

* * * * * * *

(e) Explain your understanding of the work perforned
by the sharehol ders to earn the speci al
conm ssions. Please provide any docunentation
supporting this understandi ng.

The Cctober 14, 1999, response fromlsrael’s Mnistry of
Fi nance reads:
These are the answers fromthe Assessing Ofice:

(a) Flocktex did not pay dividends to shareholders in
the years 1992-1993, but instead paid a special
comm ssi on.

Files or reports for the 1991-tax year are
unobt ai nabl e at such short notice. W requested
this informati on and would be able to conpl ete our
answer upon its arrival.

(b) The Assessing Oficer does not distinguish between
the two separate conpanies.

(c) The taxpayers contended that the paynents were for
services rendered in formof managenent and
consulting services. The Israeli conpany reported
the paynents as such. There was no question that
managenent services have actually been given.

Exam nation of the work performed to earn this
i ncone was not pursued any further.

(e) As in (c) above.
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OPI NI ON

Contentions of the Parties

A. Petitioners’ Position

Petitioners primarily contend that both the special
comm ssions paid by FIL directly to nenbers of the Deitsch famly
and the paynents fromFIL to DPP are properly characterized as
di vidend income froma foreign source. Petitioners maintain that
the nature or substance of the paynments nmust be determned in
accordance with U S. tax principles and that |abels affixed for
| sraeli reporting purposes are not concl usive.

Wth respect to the special conm ssions, petitioners claim
dividend treatnent is appropriate because no services were
rendered by the recipients to FIL and because the anmount of the
paynments was so large as to nake it unreasonable to view them as
conpensation. Regarding the paynents to DPP, petitioners aver
t hat because the agreenent under which such suns were paid to DPC
for services was termnated prior to the years in issue, and
because DPC in fact provided no services to FIL during the 1991
t hrough 1994 period, the paynents were properly reported as
income to DPP. Furthernore, it is petitioners’ position that
since neither DPP nor the individual famly nenbers perforned

services for FIL (wth the exception of B. Mayer Zeiler who was
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ot herwi se conpensated therefor), the paynents constitute
di vidends froma foreign source received by DPP on behalf of the
shar ehol der - part ners.

Based then on the above characterizations as foreign source
inconme, petitioners assert that they are entitled to foreign tax
credits for the taxes paid to the Israeli Governnment on the
speci al conm ssions and that both types of paynents are to be
included in calculating the anount of the credits. In the
alternative, if the clainmed credits are reduced or disall owed,
petitioners seek a deduction for foreign taxes paid.

Lastly, petitioners dispute application of the section
6662(a) penalty on the grounds that they acted reasonably and in
good faith in relying on a professional tax adviser, with respect
to conplex matters.

B. Respondent’s Position

Conversely, respondent asserts that petitioners’
characterizations inpermssibly seek to reduce U S. incone taxes
t hrough i nproper claimng of foreign tax credits and assigning of
i ncone anong entities. Concerning the special conmm ssions,
respondent maintains that petitioners should not be permtted to
depart fromthe position repeatedly taken for both U S and
| sraeli reporting purposes that the anounts represented

conpensation for services. Mreover, since no recipient



- 23 -
performed work for FIL outside of the United States during the
years in issue, respondent avers that the paynents constitute
U.S. source incone.

As regards the paynents to DPP, respondent again contends
that petitioners should be bound by their representations that
such suns were in the nature of conpensation for services.
Respondent further argues, however, that the funds are properly
characterized as incone to DPC, not DPP. In respondent’s view,
the alleged term nation of the 1980 assi stance agreenent and the
creation of DPP were nerely a schene to elimnate corporate |eve
t ax, unacconpani ed by actual change in the entities’ relationship
and evi denced through conti nued adherence to the 15-percent
paynment forrmula. Hence, according to respondent, the anobunts
reported by individual famly nenbers nust be viewed as
constructive dividends from DPC and, consequently, as U S. source
i nconme froma donestic corporation

G ven the above designation of both types of paynents as
U.S. source inconme, respondent disallows petitioners’ clained
foreign tax credits. Respondent al so denies such credits on the
alternative basis that petitioners have failed to establish that
the Israeli withholding is a creditable tax. In addition,
respondent argues that DPCis |liable for corporate |evel tax on

t he amounts reported by DPP
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Finally, respondent alleges that petitioners’ inproper
attenpts to mani pul ate the Internal Revenue Code, inconsistent
reporting and statenents, and failure to review their returns
render themliable for the section 6662(a) accuracy-rel ated
penal ty.

I1. Proper Tax Treatnment of Paynents

A. Ceneral Rul es

1. Foreign Taxes and Sources of |ncone
Paynment of taxes to a foreign Governnment may give rise to
either a deduction or a credit. See secs. 164, 901. Section
164(a)(3) provides that a deduction is allowed for foreign incone
taxes. In lieu of this deduction, section 901(a) and (b)(1)
permts a taxpayer to elect a credit for foreign inconme taxes
whi ch neet the requirenents set forth in the statute and the
regul ati ons promul gated thereunder. Section 904(a), however,
pl aces the followwng limtation on the anobunt of the foreign tax
credit:
The total amount of the credit taken under section
901(a) shall not exceed the sanme proportion of the tax
agai nst which such credit is taken which the taxpayer’s
taxabl e i ncome from sources without the United States
(but not in excess of the taxpayer’s entire taxable
i ncone) bears to his entire taxable incone for the sanme
t axabl e year.
To determ ne the source of incone, reference nust be nmade to

the source rules enunerated in sections 861 and 862. Section

861(a)(2)(A) and (3) states that, in general, dividends froma
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donestic corporation and conpensation for |abor or personal
services perfornmed in the United States are to be treated as
i nconme fromsources within the United States. Conversely,
section 862(a)(2) and (3) specifies that dividends other than
t hose derived fromsources within the United States under section
861(a)(2) and conpensation for |abor or personal services
performed without the United States are to be treated as incone
fromwi thout the United States. Thus, paynment for services
rendered outside the United States and dividends froma foreign
corporation typically constitute foreign source incone for
pur poses of calculating the section 901 credit.

In the instant matter, the parties apparently do not dispute
t hese basic principles. They disagree, however, as to the
characterization of the paynents at issue and, therefore, as to
the source fromwhich they nust be deened to fl ow

2. Form and Substance of Transactions

In characterizing a paynment for tax purposes, consideration
must often be given to ideas of substance and formand to the
proper resolution of any dichotony between the two. As a general
rul e, the substance of a transaction controls tax treatnent. See

G egory v. Helvering, 293 U S. 465, 469-470 (1935). Nonet hel ess,

where either the Comm ssioner or a taxpayer seeks to assert the

substance of a transaction over its form his or her respective

ability to do so differs. See Conmm ssioner v. National Alfalfa



- 26 -
Dehydrating & M1ling Co., 417 U S. 134, 148-149 (1974); Gegqory

V. Helvering, supra at 467-470; Norwest Corp. v. Commi SSioner,

111 T.C. 105, 145 (1998); Estate of Durkin v. Conm ssioner, 99

T.C. 561, 571 (1992).
It is well settled that the Conm ssioner nmay both | ook

behind the formof a transaction to its substance, see Gegory V.

Hel vering, supra at 467-470, and bind a taxpayer to the formin

whi ch the taxpayer has cast a transaction, see Conm Ssioner V.

Nati onal Alfalfa Dehydrating & MIling Co., supra at 149. See

al so Estate of Durkin v. Conm ssioner, supra at 571. As stated

by the Court of Appeals for the Second Circuit, to which appeal
in these cases would normally lie,

The Conmm ssioner is justified in determning the tax
effect of transactions on the basis in which taxpayers
have nol ded them al though he may not al ways be
required to do so. It would be quite intolerable to
pyram d the existing conplexities of tax law by a rule
that the tax shall be that resulting fromthe form of
transacti on taxpayers have chosen or from any ot her
formthey m ght have chosen, whichever is |ess.

[ Tel evision Indus., Inc. v. Conm ssioner, 284 F.2d 322,
325 (2d Gr. 1960), affg. 32 T.C. 1297 (1959);
citations omtted.]

A taxpayer, in contrast, “may have |l ess freedomthan the
Commi ssioner to ignore the transactional formthat he has

adopted.” Bolger v. Conmm ssioner, 59 T.C. 760, 767 n.4 (1973);

see al so Norwest Corp. v. Comm ssioner, supra at 145; Estate of

Durkin v. Conmmi ssioner, supra at 571; Coleman v. Commi ssioner, 87

T.C 178, 201-202 (1986), affd. w thout published opinion 833
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F.2d 303 (3d Cir. 1987). |In determ ning whether a taxpayer may
attenpt to disavow the form adopted for a transaction, this Court
has considered at |east four factors: (1) Whether the taxpayer
seeks to disavow his or her own tax return treatnent for the
transaction; (2) whether the taxpayer’s tax reporting and ot her
actions show an honest and consistent respect for the all eged
substance of the transaction; (3) whether the taxpayer is
unilaterally attenpting to have the transaction treated
differently after it has been chall enged; and (4) whether the
taxpayer wll be unjustly enriched if permtted to alter the

transactional form See Taiyo Hawaii Co. v. Conm ssioner, 108

T.C. 590, 601-602 (1997); Estate of Durkin v. Conmm Ssioner, supra

at 574-575; ENVA v. Conm ssioner, 90 T.C. 405, 426-427 (1988),

affd. 896 F.2d 580 (D.C. Cir. 1990); Illlinois Power Co. V.

Conm ssi oner, 87 T.C. 1417, 1430 (1986); Little v. Conm Ssioner,
T.C. Meno. 1993-281, affd. 106 F.3d 1445 (9th G r. 1997); Norwest

Corp. v. Commi ssioner, supra at 144-146.

| f a taxpayer is not precluded from arguing that substance,
as opposed to form should control tax consequences, he or she
must then establish the clained substance of the transaction

under a hei ghtened burden of proof. See Norwest Corp. v.

Conmi ssi oner, supra at 140, 144; Estate of Durkin v.

Conmi ssi oner, supra at 572-574; lllinois Power Co. V.

Conmi ssi oner, supra at 1434; Little v. Conni ssioner, supra. This
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Court typically applies the “strong proof” rule unless appeal
would lie to a Court of Appeals which has adopted the nore

restrictive rule of Conmm ssioner v. Danielson, 378 F.2d 771 (3d

Cr. 1967), vacating and remanding 44 T.C 549 (1965). See

Estate of Durkin v. Conmmi ssioner, supra at 572-573; lllinois

Power Co. v. Conmi ssioner, supra at 1434; Little v. Conm ssioner,

supra. The strong proof standard requires the taxpayer to
present nore than a preponderance of the evidence in support of

his or her characterizati on. See Ul man v. Conmi ssioner, 264

F.2d 305, 308-309 (2d Gir. 1959), affg. 29 T.C. 129 (1957);

[llinois Power Co. v. Conmi ssioner, supra at 1434 n.15; Little v.

Conm ssi oner, supra. Alternatively, where a taxpayer is not

attenpting to disavow form his or her burden of proof is to
establish by a preponderance that respondent’s determ nations are
incorrect. See Rule 142(a).

B. The Special Conmni ssions

G ven the principles described above, we begin our analysis
of the special comm ssions with the threshold inquiry of whether
petitioners are attenpting to assert substance over form
Petitioners state on brief:

The petitioners take issue with the premse * * * that
the petitioners are seeking to disavow the formof the
transaction that they originally adopted. |In fact, the
only “fornmf to the special conm ssion paynents was wire
transfers of the noney to the petitioners. The
petitioners are not seeking to change the formof the
transactions but are nerely asking the Court to
properly characterize the paynents in accordance with
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the objective facts, notw thstanding the | abels that
were attached to the paynents for Israeli tax and
reporting purposes. * * *

They then cite United States v. Goodyear Tire & Rubber Co., 493

U S 132 (1989), and LDS, Inc. v. Comm ssioner, T.C Mno. 1986-

293, as support for their position.

We concl ude, however, that petitioners by this statenent
essentially concede that the paynent transactions were previously
presented with a “fornf or “label” other than dividend
distribution. W further note that their reliance on the cited
cases to mnimze the inportance of this fact is m splaced.

United States v. Goodyear Tire & Rubber Co., supra, sinply

decided that the statutory term “accunul ated profits” should be
defined according to donestic tax principles and did not raise or

consider a taxpayer’'s ability to disavow form LDS, Inc. v.

Comm ssi oner, supra, addressed whether transfers of property to a

corporation constituted debt or capital contributions and
explicitly confined willingness to | ook beyond “labels” to this
narrow context. The Court explained: “‘where the nature of a
taxpayer’s interest in a corporation is in issue, courts may | ook
beyond the formof the interest and investigate the substance of
the transaction. These situations present an exception to the

general proposition that a sharehol der/taxpayer is bound by the

formof her transaction.”” [|d. (quoting Selfe v. United States,

778 F.2d 769, 774 (11th Gir. 1985)). Sinilarly, “‘while a
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t axpayer must in other contexts accept the tax consequences of
the way in which he deliberately chose to cast his transaction,
the determ nati on of whether advances to a corporation are | oans
or equity contributions depends on the ‘economc reality for the

year at issue.’” [|d. (quoting CGeorgia-Pacific Corp. V.

Comm ssioner, 63 T.C. 790, 795 (1975)). LDS, Inc. v.

Commi ssi oner, supra, thus in actuality reaffirns that where, as

here, the characterization of advances to a corporation as debt
or equity is not at issue, taxpayers are typically bound by form
and | abel s.

Havi ng determ ned that petitioners are seeking to make a
substance over formargunent, we turn to the question of whether
t hey should be permtted to do so. W consider the circunstances
of these cases in light of the aforenentioned factors.

Wth respect to tax return treatnment, petitioners reported
the special conm ssions as “Qther incone” on their Forns 1040.
| f any expl anation which went beyond sinply identifying FIL as
t he payer was included on the attached statenents, the
description so given was “conm ssion incone”. A commission is
generally defined as “a fee paid to an agent or enpl oyee for
transacting a piece of business or performng a service”.
Webster’s Third New International Dictionary 457 (1976).

Conversely, petitioners never reported the income on the Iine of
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their Fornms 1040 designated for dividend income, nor did they
ever list the paynents as dividends on their Schedul es B
al t hough anmobunts fromother Deitsch entities were refl ected
t her eon.
Petitioners did include the suns paid as foreign source
i ncone on their Forns 1116 for purposes of calculating the
foreign tax credit, but they indicated on these fornms that their
foreign source incone fell within the “General Iimtation incone”
category. We note that the instructions for Form 1116 specify:
“Any income fromsources outside the United States that does not
fall into one of the categories above is general limtation
i ncone. Comon exanples of general limtation incone are wages,
sal ary, and overseas all owances of an individual as an enpl oyee.”
Further, anong the “categories above” is “Passive inconme”, a
choi ce not selected by petitioners on their Fornms 1116. The
instructions state that “Passive incone generally includes
di vidends, interest, royalties, rents, [and] annuities”.
Petitioners’ tax return treatnment is thus |argely consistent
with the special comm ssions being in the nature of conpensation
for services but seens to negate any concl usion that petitioners
were receiving dividends. Their present clainms of distributions
of earnings and profits are therefore far nore akin to a

di savowal of their tax return treatnent than to an affirnance.
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The broader inquiry of whether petitioners’ tax reporting
and ot her actions show an honest and consistent respect for the
transactions’ all eged substance |i kew se demands an answer
unfavorable to petitioners’ position. In addition to their own
return treatnent, the returns of FIL, which was at all tines
whol |y owned and controlled by the individual petitioners and run
by B. Mayer Zeiler, never reported a dividend. Rather,
deductions were taken for the anmounts transferred. FIL' s
financial statenments simlarly designate the paynents “selling
expenses” and explain that the conpany paid sharehol ders “a
speci al conm ssion”.

Mor eover, those acting on FIL's behal f apparently made
representations to Israeli authorities directly contrary to the
position advocated here. Docunentation fromlsrael’s Mnistry of
Fi nance reads: “The taxpayers contended that the paynents were
for services rendered in form of managenent and consul ting
services. The Israeli conpany reported the paynents as such.
There was no question that managenent services have actually been
given.” The taxing authorities were convinced that “Flocktex did
not pay dividends to shareholders * * * but instead paid a
special commssion.” Simlarly, the IRS agent conducting
interviews with petitioners during the subsequent donestic audit,
whom we find credible, testified that when he inquired in January

of 1994 what the special conm ssions were for, Joseph Deitsch
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“explained to ne that there were services being perforned by the
1040s--1 nean the individuals when | say the 1040s--to achi eve
t hese special comm ssions.”

An addi tional circunstance which wei ghs against a finding
that actions respected dividend substance is the fact that the
distributions bear little correlation to stockhol dings. Mordecai
Deitsch and B. Mayer Zeiler, both of whom hel d 20- percent
ownership interests in FIL, received no special comm ssions
during the years at issue. Oher 20-percent sharehol ders were
each paid the full $875,000 to $2, 350,000 conmm ssion anmount. In
contrast, David Deitsch, who was a .0001-percent owner, also
received the full $875,000 to $2, 350, 000 conmi ssion anount. Yet
Sara Deitsch, |ikew se a .0001-percent owner, received no
paynment. Since a dividend is typically understood as a
“distribution * * * to the sharehol ders of a corporation pro rata
based on the nunber of shares owned”, Black’s Law Dictionary 478
(6th ed. 1990), petitioners’ position is at |east weakened by the
arbitrary dispersal of the special comm ssions. Hence, there is
nothing in the record which |l eads us to conclude that the actions
of the individual petitioners or their entities show an honest
and consistent respect for the all eged dividend substance of the
di sput ed paynents.

As regards a unilateral change of position after chall enge,

t he exam ning agent further testified: “It was in the May 5th
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[ 1994] interview that special conmm ssions were represented as
actually dividends. Up to that point, we were under the
i npression that there was sone type of consulting income going
on.” Furthernore, since no docunentation relating to the
transactions ever characterized the paynents as dividend incone,
and since this treatnment was clearly not pursued in the earlier
| sraeli exam nation, we are satisfied that respondent’s chall enge
noti vated petitioners to advance their present theory.

Lastly, as sole owners of FIL, petitioners did obtain sone
benefit or enrichnment fromthe corporation’s deduction, which
| eft greater funds available for use and distribution.

When we conpare these inconsistencies wwth the situations
presented in cases where taxpayers were precluded from arguing
substance over form we believe that like treatnent is warranted

here. For instance, in Norwest Corp. v. Comm ssioner, 111 T.C.

at 145-146, 147, we acknow edged that our approach m ght forsake
the true substance of the transaction but stated: “when a

t axpayer seeks to disavow its own tax return treatnent of a
transaction by asserting the priority of substance only after the
Comm ssi oner raises questions wth respect thereto, this Court
need not entertain the taxpayer’s assertion of the priority of
substance.” W refused to beconme enbroiled in the taxpayer’s
post-transactional tax planning. See id. at 147. W |ikew se

opined in Little v. Conm ssioner, T.C Meno. 1993-281, that “when
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rai sing a substance over form argunent, the taxpayer nmust have
‘clean hands’ before he is allowed to present strong proof that
the form chosen does not reflect the true substance of the
transaction.”

Simlarly, Coleman v. Conm ssioner, 87 T.C 178 (1986),

stands for the proposition that the above principles | ose none of
their relevance in an international context. W reasoned
t herei n:

The fact that the purpose underlying the formof the

transactions between * * * [foreign parties involved in

an equi pnent | easing transaction, one of which was the

party fromwhomthe U S. taxpayers derived their

interest in the schene] was to take advantage of U K

rather than U S. tax |laws does not, in our opinion,

provide a sufficient foundation for permtting

petitioners to disavow that formin order to obtain the

benefits of U S tax laws. * * * [I1d. at 202-203.]

G ven the foregoing, we hold that petitioners are bound by
the various representations that these paynments constituted
comm ssion or consulting incone, rather than dividends. Further,
since the record is devoid of any evidence that the recipients
were residing or working outside the United States during the
years at issue, we decide that the sunms nust be treated as
conpensation for services perforned in the United States and,
hence, as U. S. source incone. Petitioners are not entitled to

treat the special conmm ssions as foreign source incone for

pur poses of calculating foreign tax credits.



C. The Paynents to DPP

Turning to the paynents fromFIL to DPP, we first observe
that both petitioners and respondent seek to diverge to sone
degree fromthe “fornf or apparent inport of the docunentary
record. Petitioners assert that the paynents were properly
i ncluded as incone of DPP but should be treated as dividends from
FIL for purposes of conputing their foreign tax credits.

Al though no Israeli taxes were wi thheld on these paynments, their
characterization as U.S. or foreign source incone is significant
in that the amount of the foreign tax credit avail able for taxes
that were paid depends upon the overall proportion of U S to
foreign source incone. Respondent avers that the anmounts shoul d
be treated in accordance with representations that they
constituted conpensation for services but that such incone was
earned by and taxable to DPC, rather than DPP, and was received
by petitioners as a constructive dividend from DPC

Nonet hel ess, the parties have stipulated that if we find the
paynments from FIL “were properly reported by DPP’, petitioners
will be permtted to treat themas dividends fromFI L. W
therefore begin with this issue, but we note our reservations
about the seem ng facial inconsistency of this statenent. Since
DPP reported the anbunts as “Ordinary incone (loss) fromtrade or
busi ness activities” on its Forns 1065, and |isted the type of

income as “consulting” on the attached Schedul es K, treatnent as
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a dividend appears contrary to a finding of proper reporting.
Thi s concern becones noot, however, in that we fail to see how
the paynents fromFIL can on this record be deened “properly
reported” by DPP either as conpensation or as dividends.

The parties stipulated that DPP performed no services for
FIL. This inplies that any consulting services rendered to FIL
by nmenbers of the Deitsch famly were not performed in their
capacity as partners of DPP. DPP thus cannot be said to have
earned inconme fromthe business activity of consulting. Wth
respect to dividends, DPP was at no tinme a shareholder in FIL
Hence, if the incone in question represents dividends to
sharehol ders, it is properly reportable only by those
stockhol ders, not by an entity to whomthey never transferred
even nomnal title to their shares. W find that the paynents
fromFIL were not properly reported by DPP

1. Characterization of the Paynents

Havi ng determ ned that a particular treatnment is inproper,
we proceed to address proper treatnent. To do so, we nust
consi der both how the paynents fromFIL are to be characteri zed
and by whomthey are to be reported. As regards
characterization, petitioners maintain on brief that the DPP
paynments “were intended as distribution of profits to Flocktex
sharehol ders”. They then state: “the classification of the

paynments as comm ssion by the Israeli accountant is not
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concl usive as to whether the paynents were conpensation for
services. The paynents constitute dividends for U S tax
pur poses.” W, however, again decline any invitation by
petitioners to engage in a substance over form analysis. For
reasons which parallel those discussed above, we find that
petitioners are not entitled to now advance a position that
conflicts with the paper trail they have created.

Petitioners’ tax returns reflect the paynents to DPP as
partnership incone, and attached Schedules E in sone years
desi gnate the incone as nonpassive and in others as passive.
Descriptions of “consulting” or “trade or business--materi al
participation” are typically included in those years where a
nonpassi ve classification is shown, and even in a nunber of years
where the incone is marked passive, it is neverthel ess | abel ed
sel f-enpl oynent earnings. Section 1402(a) defines “net earnings
fromself-enploynent” as “the gross incone derived by an
i ndi vidual fromany trade or business carried on by such
i ndividual,” |ess allowabl e deductions, plus the individual’s
distributive share fromany trade or business carried on by a
partnership. However, the statute explicitly provides that “in
conputing such gross incone and deductions and such distributive
share of partnership ordinary incone or loss * * * there shall be

excl uded dividends on any share of stock”. Sec. 1402(a), (a)(2).
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Petitioners also never reported the anmounts as dividends on their
Schedul es B, although as noted previously, sunms from ot her of
their partnership entities were so |isted.

Further, with few exceptions petitioners’ returns
i nexplicably characterize the DPP incone as derived froma
foreign source in 1991, 1993, and 1994, but not in 1992.

Moreover, the returns claimng foreign source treatnent
repeatedly place the paynents in the “General limtation incone”
category, rather than in the “Passive inconme” category. Based on
the aforenentioned instructions for Form 1116, such a choice is
not consistent with the paynents’ being in the nature of

di vidends but is appropriate for conpensati on.

Docunent ati on pertaining to DPP and FIL is simlarly devoid
of any hint that the paynents were dividends as opposed to
conpensation. Conbined financial statenents including DPP show
the anbunts as “consulting incone” earned fromFIL. In addition,
DPP's returns and Schedul es K report the paynents as “Ordi nary
income (loss) fromtrade or business activities” and specify the
type of incone as “consulting”.

FIL I'i kew se reported and deducted the paynents as “selling
expenses” on its financial statenents and tax returns, and no
dividend is recorded thereon as having been paid. Furthernore,
the conclusions of the Israeli authorities regarding the paynments

to DPP were identical to those reached about the speci al
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commi ssions: “The taxpayers contended that the paynents were for
services rendered in formof managenent and consulting services.
The Israeli conpany reported the paynents as such. There was no
guestion that managenment services have actually been given.”

Lastly, we note that in no year did the partnership
interests in DPP mrror shareholdings in FIL. [In addition,
interests in DPP fluctuated repeatedly while FIL stockhol di ngs
remai ned constant. Such dichotony undercuts petitioners’
argunent that DPP was created as a vehicle to distribute earnings
and profits to FIL sharehol ders.

Faced with the foregoing, we will not permt petitioners now
to advance a position anounting to a disavowal of tax return
treatnent, unsupported by any consistent respect in reporting and
actions, and subsequent to receipt of a tax benefit in a foreign
jurisdiction based upon contrary assertions. W hold that the
paynments fromFIL to DPP nust be characterized as conpensation
for services.

2. Earner of the Incone

We next consider the question of which party or parties is
to be treated as earning, and hence must report, this
conpensati on. Because we have already elimnated DPP, our focus
turns to the relative nerits of deem ng either DPC or the
i ndi vi dual petitioners the earners of the income. Respondent has

determ ned that the paynents nust be allocated to DPC.
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Specifically, respondent nmaintains that DPC in substance
continued to render services to FIL under the 1980 assi stance
agreenent, and that the letter of July 1990 formally term nating
t he agreenment shoul d be disregarded. Respondent also relies
heavily on the presence and activities of B. Mayer Zeiler in

| srael to show that DPC continued to performthe services called
for in the 1980 agreenent.

We believe, however, that the record in this case
establishes the lack of a formal consulting relationship between
DPC and FIL. To the extent that the individual petitioners
advised FIL, the evidence suggests that they did so informally,
on behalf of the Deitsch famly, rather than specifically in
their capacities as enployees of DPC. W base this concl usion on
docunentary evidence regarding the sales pattern of FIL and the
services detailed in the 1980 agreenent, as well as on the
testinmony of petitioners concerning the node of business
operation of the Deitsch famly and entities.

Stipulated sales figures for years 1978 through 1994 reveal
that of FIL's total sales of $61,679, 752 during the 1991 to 1994
period at issue, only $39,856 was derived fromsales in the
United States and Canada. Mdreover, this trend wherein North
Aneri can sal es accounted for a very small percentage of FIL' s
sal es vol une was established in the md-1980"s. Yet under the

1980 agreenent, two of the five enunerated services to be
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furni shed by DPC expressly involved operations within the United
States, and a third inplies as much. FIL s shift away fromU. S
mar kets thus indicates that these functions were no | onger being
per f or med.

The specific tasks of “Market research in the United States
for the product manufactured by Flocktex” and “Warehousi ng of the
products in the United States” woul d have becone | argely
unnecessary once FIL ceased marketing or selling any significant
portion of its output in the United States. Further, given that
DPC was a donestic corporation with a donmestic market and sal es
force, “Sales pronotion services * * * through DElI TSCH sal esnen”
inplicitly contenplates U. S. activities which would not have been
pursued after the shift to European markets. O the remaining
itenms, we find it reasonable that after approximtely 15 years in
business, FIL in 1990 woul d have had a wel | -established network
of suppliers, such that “Counsel regarding the econom c purchase
of raw materials” woul d have been m nimal at best.

The final task set forth in the 1980 agreenent is “Advice
and recomendati on concerning the future devel opnment of the
manuf acture, production and marketing,” and we have precluded
petitioners fromarguing that no consulting services were
performed. However, to the extent that advice continued to flow
bet ween petitioners and FIL, we believe testinony revealing the

nmode of operation within the Deitsch entities shows that such
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informati on was furnished by individuals in their role as famly
menbers, not because they were obligated to do so as DPC
enpl oyees bound by a formal contract.

During trial Joseph Deitsch was asked, “What was the famly
culture of the Deitsches?” He responded, “Wll, what Papa said--
that’s what goes. W lived together, worked together, and it
was--and there was no question everybody had what they needed,
and we--| thought we had a good work ethic, and we tried our
best.” The foll ow ng exchange then expanded upon this idea:

Q Did this attitude get reflected in other areas of
t he busi ness?

A It was a lifestyle reflected in everything which
we did, as a famly and individuals.

Q All of the businesses were basically famly
busi nesses?

A Basi cal |y, yeah. Everybody worked toget her.
Everybody did. It wasn’'t for his own, it was for
ever ybody t oget her.

A simlar sentinent is apparent in Jacob Pinson’s statenent
that “nmost of the decisions were done by M. David Deitsch, and
everybody understood that this was a famly business, and
everybody would be treated as a famly, but the final decision
was really M. David Deitsch.” Likew se, when questioned
regardi ng the exi stence of communi cati ons between patriarch David
Deitsch and B. Mayer Zeiler about FIL's affairs, Jacob Pinson

said that “there were a | ot of comunications, famly

conmmuni cati ons.”
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One further exanple illustrating the business environnment
within the Deitsch entities is found in Joseph Deitsch's reply
when asked whet her DPC had an official research and devel opnent
departnent: “Official? No. Everybody wears nmany hats. So,
anybody has an idea, they try to expand. The conpany is on a
first-nane basis, no titles.”

Hence, on the basis of this record, we conclude that any
formal consulting relationship established by the 1980 agreenent
had ceased prior to issuance of the July 1990 term nation |letter
For the reasons summari zed bel ow, we are satisfied that form was
by such letter brought into harnony with substance. First, the
majority of the specific services called for in the agreenent had
been rendered obsolete by FIL's shift away from U. S. narkets.
Second, to attribute to DPC what ever assistance continued to pass
to FIL, by deeming DPC the true earner of the incone, would
require a finding that the individual petitioners were acting on
behal f of DPC when furnishing advice. Such a concl usion,
however, is contrary to evidence that petitioners worked
primarily for the collective good of the Deitsch famly and
w thout regard to corporate roles. W are convinced that status
as DPC enpl oyees did not notivate their actions in this area. In
addition, since nearly all paynents after 1990 were nade to DPP
not DPC, and because FIL was owned by petitioners in their

i ndi vi dual capacities, with DPC having no direct stake therein,
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it is unlikely that petitioners saw thensel ves as di scharging
corporate duties when counseling the Israeli enterprise.

Furthernore, we reject respondent’s argunent that B. Mayer
Zeiler’s presence and activities in Israel show DPC continued to
render the services enunerated in the 1980 agreenent. B. Myer
Zeiler’'s job description indicates that his role as a DPC
enpl oyee with respect to FIL consists of responsibility for
managi ng and running all aspects of the FIL business on a day-to-
day basis. The description contenplates active involvenent in
sel ling, purchasing, negotiating, and procuring, and testinony
reflected the B. Mayer Zeiler does in fact run FIL's daily
operations. In contrast, the 1980 agreenent calls for services
whi ch are advi sory or supportive in nature and distinct from
active managenent. Thus, if B. Mayer Zeiler perfornmed any such
consulting services for FIL, our grounds for concluding that he
did so in his official capacity as a DPC enpl oyee are not
significantly greater than with respect to the other petitioners.

We therefore hold that the individual petitioners are to be
treated as the earners of the consulting incone remtted to DPP
by FIL, and that they are entitled to claiman appropriate
deduction for their pro rata share of DPP' s reported expenses.
The record fails to support respondent’s assertions that such
anounts are to be allocated first as incone to DPC, then

classified as constructive dividends to the individuals. Since
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the incone is to be treated as conpensation to the individuals,
we further conclude that paynments are U. S. source incone to the
i ndi vi dual petitioners other than M. and Ms. Zeiler.

D. Alternative Availability of Deduction

Wt hout further argunent or discussion, petitioners included
the follow ng statenent in their opening brief:

if the effect of * * * [the Court’s] holdings is to
reduce the amount of foreign tax credits available to
the petitioners during the years at issue, then, as
part of the Rule 155 Conputation, the petitioners
reserve the right to elect to take a deduction for the
stipulated foreign taxes paid in lieu of the foreign
tax credit for any or all of such years pursuant to
Code 8§ 164(a)(3) and Treas. Reg. 8§ 1.901-1(d).

This issue had not previously been raised through the pleadings
or at trial, and respondent objected thereto in his reply brief,
asserting that petitioners’ claimwas not a proper subject for a
Rul e 155 conputation and shoul d have been addressed as part of
the nerits of the case. Respondent’s opening brief had al so
contained, wthin a general discussion of the lawrelating to the
foreign tax credit, the statenent that “Once a taxpayer elects to
take the credit, section 275(a)(4)(A) prohibits the claimng of
the taxes as a deduction.” Petitioners responded to this remark
in their reply brief with a single paragraph:
Mor eover, the respondent contends that once a

t axpayer elects to take a foreign tax credit, Section

275(a) (4) (A) prohibits the claimng of the taxes as a

deduction. In fact, Treas. Reg. 8 1.901-1(d) allows a

taxpayer to claima deduction in lieu of a foreign tax
credit at any tinme before the expiration of the statute
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of limtations prescribed by Section 6511(d)(3)(A),
which is generally 10 years fromthe date of filing of
the return. 1In the event that the Court holds that
either or both the special comm ssion paynents and the
DPP paynents constitute U S. source inconme, and such
hol di ng or hol di ngs are sustained on appeal or not
appeal ed, the petitioners reserve the right to elect to
take a deduction for the stipulated foreign taxes paid
inlieu of the foreign tax credit for any or all of the
years of the relevant period.
We, however, conclude that petitioners may not reserve such a
right in the procedural posture presented.
Petitioners have raised for the first tine on brief not only
their entitlenent to a deduction under section 164 but al so an
i ssue of statutory and regulatory interpretation. It is the
well -settled rule of this Court that a natter raised for the
first tinme on brief will not be considered when to do so would

prejudi ce the opposing party. See DilLeo v. Conm ssioner, 96 T.C.

858, 891-892 (1991), affd. 959 F.2d 16 (2d G r. 1992); Markwardt

v. Comm ssioner, 64 T.C 989, 997 (1975). Such prejudice arises

when t he opposing party woul d be prevented from presenting
evi dence that m ght have been offered if the issue had been
tinely raised, or would otherwi se be surprised and placed at a

di sadvantage. See D Leo v. Conm ssioner, supra at 891-892;

Mar kwardt v. Conmi ssioner, supra at 997.

Here, respondent was denied the opportunity to present
evi dence concerni ng whet her petitioners satisfied the
requi renents for a deduction. Respondent’s choices as to which

items to stipulate and which to litigate m ght al so have been
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affected. In addition, we find the sentence in petitioners’
opening brief regarding a Rul e 155 conputation insufficient to
al ert respondent of the need to address on the nerits the

i nterplay between section 275(a)(4)(A) and section 1.901-1(d),
| ncome Tax Regs.

[11. Applicability of the Accuracy-Rel ated Penalty

Subsection (a) of section 6662 inposes an accuracy-rel ated
penalty in the anount of 20 percent of any underpaynent that is
attributable to causes specified in subsection (b). Subsection
(b) of section 6662 then provides that anong the causes
justifying inposition of the penalty are: (1) Negligence or
di sregard of rules or regulations and (2) any substanti al
under st atement of incone tax.

“Negligence” is defined in section 6662(c) as “any failure
to make a reasonable attenpt to conply with the provisions of
this title”, and “disregard” as “any carel ess, reckless, or
intentional disregard.” Case law simlarly states that
““Negligence is a lack of due care or the failure to do what a
reasonabl e and ordinarily prudent person would do under the

circunstances.’” Freytaqg v. Conmi ssioner, 89 T.C. 849, 887

(1987) (quoting Marcello v. Conm ssioner, 380 F.2d 499, 506 (5th

Cr. 1967), affg. on this issue 43 T.C. 168 (1964) and T.C. Meno.
1964-299)), affd. 904 F.2d 1011 (5th G r. 1990), affd. 501 U. S

868 (1991). Pursuant to regulations, “‘Negligence also includes
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any failure by the taxpayer to keep adequate books and records or
to substantiate itens properly.” Sec. 1.6662-3(b)(1), |Incone Tax
Regs.

A “substantial understatenent” is declared by section
6662(d) (1) to exist where the anobunt of the understatenent
exceeds the greater of 10 percent of the tax required to be shown
on the return for the taxable year or $5,000 ($10,000 in the case
of a corporation). For purposes of this conputation, the anount
of the understatenent is reduced to the extent attributable to an
item (1) For which there existed substantial authority for the
taxpayer’s treatnment thereof, or (2) with respect to which
rel evant facts were adequately disclosed on the taxpayer’s return
or an attached statenment. See sec. 6662(d)(2)(B)

An exception to the section 6662(a) penalty is set forth in
section 6664(c)(1) and reads: “No penalty shall be inposed under
this part with respect to any portion of an underpaynent if it is
shown that there was a reasonabl e cause for such portion and that
the taxpayer acted in good faith with respect to such portion.”
The taxpayer bears the burden of establishing that this
reasonabl e cause exception is applicable, as respondent’s
determ nation of an accuracy-related penalty is presuned correct.
See Rule 142(a).

Regul ations interpreting section 6664(c) state:

The determ nation of whether a taxpayer acted with
reasonabl e cause and in good faith is made on a case-
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by-case basis, taking into account all pertinent facts

and circunstances. * * * Generally, the nost inportant

factor is the extent of the taxpayer’s effort to assess

the taxpayer’'s proper tax liability. * * * [ Sec.

1.6664-4(b) (1), Inconme Tax. Regs.]

Furthernore, reliance upon the advice of an expert tax
preparer may, but does not necessarily, denonstrate reasonable
cause and good faith in the context of the section 6662(a)

penalty. See id.; see also Freytag v. Comm ssioner, supra at

888. Such reliance is not an absolute defense, but it is a

factor to be considered. See Freytag v. Commi SSioner, supra at

888. In order for this factor to be given dispositive weight,
the taxpayer claimng reliance on a professional such as an
accountant must show, at mininmum that (1) the accountant was
supplied with correct information and (2) the incorrect return

was a result of the accountant’s error. See, e.g., Westbrook v.

Conmm ssioner, 68 F.3d 868, 881 (5th Gr. 1995), affg. T.C Meno.
1993-634; Craner v. Conmm ssioner, 101 T.C 225, 251 (1993), affd.

64 F.3d 1406 (9th Cir. 1995); Ma-Tran Corp. v. Conm ssioner, 70

T.C. 158, 173 (1978); Pessin v. Conm ssioner, 59 T.C 473, 489

(1972); Garcia v. Conm ssioner, T.C Meno. 1998-203, affd. 190

F.3d 538 (5th Gir. 1999).
As a threshold matter, we first address the situation of
DPC. Due to our determ nation above that the paynents to DPP are

not to be allocated as incone to DPC, there exists no
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under paynent attributable to these itens upon which to prem se an
accuracy-related penalty. W hold that DPCis not |iable under
section 6662(a).

Wth respect to the individual nmenbers of the Deitsch famly
(again other than B. Mayer Zeiler, whose penalty liability has
been settled by stipulation), petitioners seek to defend agai nst
the inposition of section 6662(a) penalties on the grounds of
preparer reliance. They maintain that reliance upon their
accountant denonstrates the requisite reasonable cause and good
faith to relieve them of negligence and to render applicable the
section 6664(c) exception. W, however, disagree.

Even if we accept the uncorroborated testinony that
petitioners informed M. Valentino the paynents fromFIL were
di stributions of earnings and profits, the record at best
reflects that M. Valentino was supplied wth inconsistent and
contradictory information. M. Valentino was faced with witten
docunents, nanely FIL' s financial statenents, reflecting one
characterization and with oral assertions reflecting another. In
addi tion, the discrepancies between years and anong petitioners
indicate that petitioners’ representations may have at tines been
i nconpl ete or even conflicting. Moreover, there is no evidence
what soever that petitioners provided M. Valentino wth facts
underlying the FIL transactions that woul d have enabled himto

make an i ndependent decision regarding their actual nature.
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Since the record before us fails to explain how or why particul ar
i ndi viduals were selected to receive the distributed anmounts, we
believe there exists a reasonable probability that M. Val entino
was | i kew se without the benefit of such data. The various
aberrations in reporting treatnent further support this view that
M. Valentino may have had a |limted understandi ng of the streans
of funds flowi ng out of FIL

In these circunstances, we hold that petitioners have failed
to prove that their reliance on their accountant was reasonabl e
and in good faith. Petitioners are liable for the section
6662(a) accuracy-rel ated penalties on the alternative grounds of
negl i gence and/or substantial understatenent of incone tax.
O her contentions of the parties have been considered and, to the
extent not discussed herein, have been resol ved by our
determ nati ons above, rendered noot, or found unconvincing.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




