T.C. Meno. 2000-393
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 Decenber 28, 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.

! Cases of the follow ng petitioners are consolidated
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; Mbrdecai 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 Sandman, 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.

* This opinion supplenments our previously filed Menorandum
Qpinion in Pinson v. Comm ssioner, T.C Menp. 2000-208.
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Robert J. Percy, Bruce |. Judelson, Richard A Levine,?

Mortimer M Caplin,® Richard E. Tinbie,? and Chri stopher S.

Ri zek,® for petitioners.

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

SUPPLEMENTAL MEMORANDUM CPI NI ON

NI MS, Judge: On July 6, 2000, the Court filed its opinion
in this case, T.C. Meno. 2000-208, in which we disall owed
petitioners’ claimed foreign tax credits. W further held that
petitioners could not reserve the right, as part of a Rule 155
conputation, to elect to take deductions for foreign taxes in
lieu of the disallowed foreign tax credits. This issue, raised
for the first time on brief in only the nost summary fashi on, had
not previously been addressed through the pleadings or at trial
and was therefore deened untinely.

Subsequently, in August of 2000, a notion for
reconsi deration and separate notions to amend were filed wherein

certain of petitioners noved for reconsideration of that portion

2 Richard A Levine has entered an appearance as counsel for
petitioners at docket Nos. 7561-98, 7563-98, 7564-98, 7567-98,
19356-98, 19357-98, 19358-98, and 19359- 98.

3 Mortiner M Caplin, Richard E. Tinbie, and Christopher S.
Ri zek have each entered an appearance as counsel for petitioners
at docket Nos. 7561-98, 7563-98, 7564-98, 7565-98, 7566-98, 7567-
98, 19354-98, 19355-98, 19356-98, 19357-98, 19358-98, and 19359-
98.
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of the Court’s opinion relating to the deductions and for | eave
to anend their respective petitions in order to place the
deduction issue properly before the Court.

Petitioners at docket Nos. 7561-98, 7563-98, 7564-98, and
7567-98 seek to anmend their petitions by adding the follow ng
par agr aph:

8. Petitioners are entitled to claima deduction

for the foreign incone taxes they paid to the State of

| srael in 1991 (%$296,554) and 1992 ($704, 450) pursuant

to Treasury Regulation 81.901-1 in the event any of the

paid taxes are not allowed as a credit under Sections

901- 908.

Simlarly, petitioners at docket Nos. 19356-98, 19357-98,
19358-98, and 19359-98 seek to anend their respective petitions
by addi ng the foll owm ng paragraph:

8. Petitioners are entitled to claima deduction

for the foreign incone taxes they paid to the State of

| srael in 1994 (%$291, 695) pursuant to Treasury

Regul ation 81.901-1 in the event any of the paid taxes

are not allowed as a credit under Sections 901-908.

On Septenber 12, 2000, respondent filed notices of objection
to petitioners’ notions. Petitioners then responded thereto with
filings on Septenber 26, 2000. Upon receipt of these
subm ssions, the Court directed by an order dated Cctober 5,
2000, that the parties file nmenoranda of | aw addressing certain
procedural issues raised by the notions.

In the ensuing interval, on Cctober 10, 2000, respondent

filed a notion for reconsideration asking the Court to clarify

its analysis of petitioners’ reporting on their Forns 1116,
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Foreign Tax Credit, of paynents received from Fl ockt ex
| ndustries, Ltd. (FIL). Petitioners were then by order given an
opportunity to submt any objections to this notion. The
menoranda relating to petitioners’ notions and petitioners’
response to respondent’s notion were thereafter received and
filed in Novenber of 2000. This supplenental opinion addresses
t hese various notions.

Unl ess otherwi 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. The term“petitioners” is used herein to
refer to those petitioners asking for relief by nmeans of the
subj ect notions and related filings.

| . Petitioners’ ©Mdtions To Anend and for Reconsi deration

We begin with petitioners’ notions to anend and for
reconsideration. Rule 41(a) provides in effect that after the
pl eadi ngs are closed, “a party nmay anend a pleading only by | eave
of Court or by witten consent of the adverse party, and | eave
shall be given freely when justice so requires.” Like rule 15(a)
of the Federal Rules of G vil Procedure, fromwhich it is

derived, Rule 41(a) reflects “a liberal attitude toward anmendnent
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of pleadings.” 60 T.C 1089 (explanatory note acconpanying
promul gation of Rule 41). The U S. Suprenme Court has interpreted
the “freely given” | anguage of the civil rule as foll ows:

| f the underlying facts or circunstances relied upon by
a plaintiff may be a proper subject of relief, he ought
to be afforded an opportunity to test his claimon the
merits. 1In the absence of any apparent or decl ared
reason--such as undue delay, bad faith or dilatory
notive on the part of the novant, repeated failure to
cure deficiencies by anendnents previously allowed,
undue prejudice to the opposing party by virtue of

al l omance of the amendnent, futility of anendnent,
etc.--the | eave sought should, as the rules require, be
“freely given.” * * * [Foman v. Davis, 371 U S. 178,
182 (1962).]

We concl ude that the foregoing standard renders | eave to
anend appropriate in the circunstances of the instant case.
Al t hough the summary fashion in which the deduction issue was
initially presented by petitioners gave us insufficient
information to decide that the prejudice to respondent woul d not
outwei gh that to petitioners, the parties through their various
nmoti ons, responses, and nenoranda of | aw have now had the
opportunity to fully explain their positions. Wile we continue
to ook with disfavor upon petitioners’ initial failure to
appropriately plead the deduction issue, we are at this point
satisfied that the potentially prejudicial factual and procedural
concerns cited in our original opinion do not justify barring
petitioners fromproperly raising this issue through anendnent.

When perforned in light of the postopinion subm ssions, a
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wei ghing of the relative potential for prejudice to petitioners
and to respondent convinces us that justice will be better served
by allow ng | eave to anend.

First, before addressing nore substantive matters, we nake a
practical observation. Petitioners allege that the estimted
cost to each of the four noving parties, if deductions for the
$1, 292,699 paid apiece in Israeli inconme taxes are denied, wll
be nmore than $1 mllion in additional U S. tax, interest, and
penalties. (The $1, 292,699 figure derives from addi ng the
$296, 554, $704, 450, and $291,695 in taxes paid by each noving
party in 1991, 1992, and 1994, respectively.) The econom c
i npact of our decision thus wll not be insignificant.

We now turn to the substance underlying the relief clained
and its relationship to the record developed in this case. As
expl ained in our earlier opinion, paynent of taxes to a foreign
government nmay 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 incone taxes.

Subject to limted exceptions not relevant here, the
deduction and credit provisions operate on a nutually exclusive
basis with respect to a particular tax year. See sec.

275(a)(4) (A). A taxpayer is precluded from deducting foreign
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taxes for a given year if he or she “chooses to take to any
extent the benefits of section 901”. 1d. Nonetheless, under
section 901(a) and section 1.901-1(d), Incone Tax Regs., an
election to claimeither the deduction or the credit may be nmade
or changed at any tinme before the expiration of the special 10-
year period of limtations prescribed in section 6511(d)(3)(A).
Both parties in the present case apparently agree that an
el ection may be changed if such a claimis properly raised prior
to or in the course of litigation, but they differ as to whether
t hat was done here.

Nei t her section 164 nor regul ati ons pronul gated thereunder
explicitly define the term*“foreign inconme taxes”. Case |aw,
however, does offer some guidance. In general, U S. |egal
principles apply in determ ning the character of an all eged

foreign tax under section 164. See Dubitzky v. Conm ssioner, 60

T.C. 29, 33 (1973). Wth respect to section 901, regul ati ons set
forth in detail the requirenents for a tax to qualify as a
foreign income tax within the neaning of that section. See sec.
1.901-2, Inconme Tax Regs. Anong other things, “A foreign levy is
an income tax if and only if--(i) It is a tax; and (ii) The
predom nant character of that tax is that of an incone tax in the
U S sense.” Sec. 1.901-2(a)(1), Inconme Tax Regs. Hence, for

either a deduction or a credit, the remttance nust be in the
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nature of a conpul sory incone tax under U S. law. The sane
factual predicate thus applies under both provisions.

Respondent’ s notices of deficiency disallowing the credits
i ncluded statenents simlar to that in docket No. 19358-98: “It
is further determ ned that since you have not established that
the foreign taxes were paid and/or incurred the credits are not
allowed in their entirety.” Subsequently, the parties stipulated
that David Deitsch, Joseph Deitsch, Jacob Pinson, and Rachel
Sandman “nmade the follow ng incone tax paynents to the State of
| srael during the taxable years 1991, 1992 and 1994”, and then
listed the correspondi ng doll ar amobunts under the headi ng
“I'sraeli Incone Tax Paid”. Petitioners apparently, and we
bel i eve reasonably, viewed these stipulations as settling the
guestion of whether the paynents were properly characterized as
foreign income taxes within the neaning of sections 164 and 901.

At the trial which followed subm ssion of the above
stipulations, neither party presented evidence relating to the
nature of the taxes paid. The availability of the section 901
credit was litigated on the basis of whether the paynents
petitioners received fromtheir Israeli corporation were U.S. or
foreign source incone. Considerations of incone source can
reduce or elimnate the anount that may be taken as a credit
under section 901, see sec. 904(a), but have no bearing on the

section 164(a)(3) deduction. Nonetheless, on brief respondent
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| ater contended as an alternative argunent that petitioners had
failed to show that the Israeli tax paynents satisfied the
creditability requirenents of section 901 and the regul ati ons
thereunder. W did not reach this argunment in our previous
opinion as it was nooted by our decision relating to the source
of petitioners’ incone.

Here then is the situation with which we are now faced. A
plain reading of the parties’ stipulations would seemto indicate
t hat respondent did not reserve the right to question the nature
of the remttances to Israel when he stipulated that they were
“Israeli Inconme Tax Paid”. Such, in turn, appears to have lulled
petitioners into assum ng that respondent had conceded the
paynments to be foreign inconme taxes as required for either a
credit or the alternative deduction. Consequently, petitioners
further assuned, the factual predicate having been established,
that the deductions fell within the standard for itens which may
be taken into account under Rule 155.

Under Rul e 155, the parties “submt conputations pursuant to
the Court’s determ nation of the issues”. Rule 155(a). Thus the
Rul e constitutes “the mechani sm whereby the Court is enabled to
enter a decision for the dollar amounts of deficiencies and/or
overpaynents” resulting fromthe Court’s substantive disposition

Coes v. Conm ssioner, 79 T.C. 933, 935 (1982). A Rule 155

proceeding is an appropriate vehicle for dealing with “*purely
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mat hematically generated conputational itens’.” Harris v.

Commi ssioner, 99 T.C 121, 124 (1992) (quoting Hone G oup, lnc.

v. Comm ssioner, 91 T.C 265, 269 (1988), affd. 875 F.2d 377 (2d

Cr. 1989)), affd. 16 F.3d 75 (5th Cr. 1994). It may not,
however, be used to raise “new issues”, Rule 155(c), which
general ly has been construed in this context to nmean matters
whi ch woul d require consideration of evidence not already

contained in the record, see Harris v. Conmni ssioner, supra at

124; d oes v. Commi ssioner, supra at 935-937; Estate of Street v.

Comm ssioner, T.C Meno. 1994-568. Hence, while petitioners’

entitlenent to section 164 deductions was in one sense an unpl ed
new matter, the underlying factual predicate, as petitioners
interpreted respondent’s stipulations, was not a new i ssue under
t he standard enunci ated for Rul e 155.

In this connection, we note that respondent had the
opportunity to present evidence at trial regarding the
characterization of the taxes, beyond the stipulations, and chose
not to do so. Moreover, even now in extensive postopinion
subm ssi ons respondent has not alluded to any evidence which
m ght have been adduced to show the taxes were other than “incone
taxes”, or to any further requirenments for the deductions.

Thus, while we acknow edge that respondent’s litigation
strategy may perhaps have been affected by petitioners’ failure

expressly to raise the deduction issue prior to trial, we believe



- 11 -

that the circunstances of this case reveal an even greater
potential for prejudice to petitioners. To recapitulate, we
focus particularly on the simlarity of the underlying
substantive requirenents for a credit versus a deducti on,
respondent’s apparently unreserved stipul ati ons and opportunity
to adduce evidence to the contrary, and petitioners’ reliance on
the standard set forth in case |law for Rul e 155 consi derati on.

In this context, concerns of justice counsel us not summarily to
refuse petitioners the opportunity under Rule 41(a) to plead this
i ssue and thereby to render it at |east a possible subject of a
Rul e 155 conputation. W thus will grant petitioners’ notions to
amend.

Furthernore, now that such amendnment brings this issue
properly before the Court, we shall reconsider that portion of
our prior opinion which declined, on the grounds that the matter
had been raised solely on brief, to permt petitioners to reserve
the right to deduct foreign taxes as part of a Rule 155
conputation. W therefore will grant petitioners’ notion for
reconsideration to the limted extent of the suppl enental
findings of fact and concl usi ons bel ow

I n our menmorandum opi nion, we found the follow ng:

Commencing in 1987, FIL al so began nmeki ng paynents
by wire transfer directly to accounts in the nanme of

“Fl ockt ex sharehol ders”. For the years at issue, the

reci pients 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, income taxes were paid by the
recipients to the State of Israel on the anobunts shown
above. Letters issued by Israeli authorities
certifying receipt of the incone taxes specify that the
suns were due in respect of “conm ssion fees” fromFIL

Addi tionally, as noted above, the parties stipul ated,

w t hout any reservations, the respective amounts of “Israel

| nconme Tax Paid” by the novants. These stipulations, which we

now i ncorporate as explicit findings of fact, read:

Petitioner David Deitsch made the follow ng i ncone
tax paynments to the State of Israel during the taxable
years 1991, 1992 and 1994:

Year Fl ockt ex Paynent Israeli Incone Tax Paid
1991 $875, 000 $296, 554
1992 1, 100, 000 322, 273
1992 1, 250, 000 382,177
1994 1, 000, 000 291, 695

Petitioner Joseph Deitsch nade the foll ow ng
i ncome tax paynents to the State of Israel during the
taxabl e years 1991, 1992 and 1994:

Year Fl ockt ex Paynent Israeli |Incone Tax Paid

1991 $875, 000 $296, 554
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1992 1, 100, 000 322, 273
1992 1, 250, 000 382, 177
1994 1, 000, 000 291, 695

Petitioner Jacob Pinson nade the foll ow ng incone
tax paynents to the State of Israel during the taxable
years 1991, 1992 and 1994:

Year. Fl ockt ex Paynent Israeli I ncone Tax Paid
1991 $875, 000 $296, 554
1992 1, 100, 000 322, 273
1992 1, 250, 000 382,177
1994 1, 000, 000 291, 695

Petitioner Rachel Sandman nade the foll ow ng
inconme tax paynents to the State of Israel during the
taxabl e years 1991, 1992 and 1994:

Year_ Fl ockt ex Paynent Israeli Incone Tax Paid
1991 $875, 000 $296, 554
1992 1, 100, 000 322, 273
1992 1, 250, 000 382,177
1994 1, 000, 000 291, 695

Based on the foregoing stipulations, we hold that
petitioners’ respective paynents of Israeli incone taxes are
deened to satisfy the creditability requirenents of section 901
and the regul ati ons thereunder and to constitute foreign incone
taxes within the neaning of section 164(a)(3). Consequently, a
deduction for these remttances may be included in the parties’

Rul e 155 conput ati ons.
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1. Respondent’s Motion for Reconsi deration

Havi ng di sposed of petitioners’ notions, we next turn our
attention to respondent’s notion for reconsideration. |In our
menor andum opi ni on, we consi dered the characterization, and
corresponding tax treatnent, of two types of paynents received by
petitioners fromFIL: (1) Paynents nmade directly to certain of
petitioners (terned “special conmssions”), and (2) paynents nade
to a partnership and reported by certain of petitioners as their
distributive shares of partnership incone. W refused to accept
petitioners’ argunent that these anobunts were in substance
di vi dends and should be treated as such for tax purposes. In so
doi ng, we highlighted a nunber of representati ons contained in
the record which convinced us that both types of paynents nust be
treated as conpensation. Included anongst those representations
was petitioners’ designation of the paynents on their Forns 1116
as “Ceneral limtation incone”. W further cited the general
rule that conpensation would be identified for purposes of this
formas “Ceneral limtation incone” while dividends would
typically be placed in the “Passive incone” category.

Agai nst this background, respondent states on notion that
petitioners’ Form 1116 reporting is consistent with our hol ding
that the paynments are properly characterized as consulting or
conpensation i ncone. However, respondent asks us to clarify that

petitioners’ classifying of the paynments fromFIL as general
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[imtation inconme is not in and of itself inconsistent with the
paynments’ being in the nature of dividends, suggesting that such
clarification “would prevent any m sunderstandi ng of the rel evant
authorities by the general public.”

Respondent points out that FIL appears to be a controlled
foreign corporation (CFC), as defined in section 957, and
therefore woul d be subject to the “look-thru” rules of section
904(d)(3). Pursuant to that section, dividends received by U S
sharehol ders of a CFC would typically be characterized pro rata
in accordance with the nature of the various types (if nore than
one) of the underlying incone of the CFC. See sec. 904(d)(3)(D)
see also sec. 1.904-5(c)(4), Inconme Tax Regs. Hence, dividends
froma CFC nmay in many cases properly be categorized as general
limtation incone rather than as passive incone.

Petitioners join in respondent’s notion and further urge the
Court to reconsider and hold (1) that petitioners are not
precl uded from argui ng substance over formw th respect to the
speci al conmm ssions, and (2) that petitioners have net their
burden of showi ng the paynents to be dividends in substance.
(Petitioners do not dispute for purposes of this notion that the
paynments made to the partnership were taxable as conpensation for
services.) Petitioners argue that in light of the now conceded
consi stency of their Form 1116 reporting with their foreign

source dividends assertion, the “fact that the return preparer
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reported the paynents on the wong line of the returns and, in
sonme cases, m sdescribed them on schedul es attached to returns”
shoul d not estop petitioners fromprevailing on this point.

Al t hough FIL's status as a CFC was not previously raised or
relied upon by either party, we believe that the clarification
advocated by respondent is warranted to prevent any confusion.

We shall grant respondent’s notion and suppl ement our menorandum
opinion to the extent of the above explanation regarding the
treatment of dividends received froma CFC. However, we decline
petitioners’ invitation to alter our original holding that the
speci al conm ssion paynents nust be treated as U S. source
conpensati on i ncone.

Contrary to petitioners’ avernents, we are satisfied that,
regardl ess of the interpretation to be placed on petitioners’
Form 1116 reporting, the standards governi ng substance over form
argunents continue to support the result reached in our previous
opinion. At best, we are still faced with a record fraught by
anbiguity and inconsistencies. Mreover, not a single docunent
contai ned therein makes any affirmative or explicit
representation that the paynents were in the nature of dividends.
To the contrary, and we sunmari ze only briefly here, petitioners’
Forms 1040, U.S. Individual Income Tax Returns, and Schedul es B
Interest and Dividend I ncone, do not show the special conm ssions

as dividends. FIL s financial records designate the paynents as
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selling expenses. Letters fromthe Israeli admnistration state
that “Flocktex did not pay dividends to shareholders * * * but
i nstead paid a special comm ssion.”

We further observe that petitioners raised in their post-
trial briefing the alternative contention that even if the
paynments from FIL were consi dered conpensation, they were
nonet hel ess forei gn source incone. Since identifying the anmounts
as general limtation income woul d appear to be equally
consistent wwth this scenario, we find the Forns 1116 reveal
l[ittle about the transactions at issue. A Form 1116
categorization potentially supportive of nmultiple
characterizations does not outwei gh the bal ance of the record.

Hence, whatever can be inferred frompetitioners’ Forns
1116, we sinply see no honest and consistent respect for the
al | eged substance in either reporting or other representations
and actions that would justify a result different fromthat
reached in our nenorandum opi ni on.

To reflect the foregoing,

Appropriate orders wll be

i ssued granting petitioners’

notions to anend, petitioners’

notion for reconsi deration, and

respondent’s notion for

reconsi der ati on.




