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SWFT, Judge: Respondent determ ned a deficiency in, an
addition to tax on, and an accuracy-related penalty on

petitioners' 1990 joint Federal incone tax as follows:

Accur acy- Rel at ed

Addition to Tax Penal ty
Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
$423, 531 $101, 585 $84, 706

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for 1990, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
Al references to petitioner are to Robert A Stanford.

The issues for decision are whether subpart F incone of a
controlled foreign corporation may be reduced by deficits in
earnings and profits of a controlled foreign sister corporation
and whet her subpart F incone of a controlled foreign corporation
may be reduced by deficits in earnings and profits of a

controlled foreign parent corporation.

FI NDI NGS OF FACT
Many of the facts have been stipulated and are so found.
During the year in issue, petitioners were U.S. citizens and
resided in Houston, Texas.
In the md-1980's, favorable laws in the crown col ony of
Montserrat, British West Indies, nade it relatively easy and

profitable for individuals to establish and to operate private
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banks and rel ated conpanies in Mntserrat.

Under the laws of Montserrat, petitioner in 1985, 1986, and
1987, respectively, formed Guardi an International Bank Ltd.
(Guardi an Bank), CGuardian International |nvestnent Services Ltd.
(Guardi an Services), and Stanford Financial Goup Inc. (Stanford
Financial), as controlled foreign corporations for the purposes
of engaging in offshore banking and other activities.

By 1990, petitioner owned 95 percent of the shares of stock
in Stanford Financial. Stanford Financial, in turn, owned nearly
100 percent of the shares of stock in Guardi an Bank and CGuardi an
Services. Thus, by 1990, CGuardi an Bank and Guardi an Services
were brother/sister subsidiary corporations owed by Stanford
Fi nanci al as the parent corporation.

More specifically, on Decenber 12, 1985, petitioner fornmed
Guardi an Bank as a Montserrat corporation for the purpose of
engaging in certain offshore banking activities. Upon its
formation, petitioner and petitioner’s father each owned 50
percent of the shares of stock in Guardi an Bank.

In its articles of association or charter, Guardi an Bank's
st at ed busi ness purpose to engage in the business of banking was
defined broadly and included adm ni strative, managenment, and
mar keting functions relating to the business of banking, as
fol |l ows:

(1) To carry on the business of Banking in all its branches
and to transact and do all matters and things incidental
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thereto, or which may at any tinme hereafter, at any place
where the conpany shall carry on business, be usual in
connection wth the business of banking or dealing in noney
or security for noney.

*x * * % % * *

(8 To act as agents for the sale and purchase of any
stocks, shares or securities, or for any other nonetary or
mercantil e transacti on.

*x * * % % *x *

(12) To contract for public and private |loans, and to
negoti ate and i ssue the sane.

*x * * % % *x *

(24) To act as managi ng agents for other bodies or persons,
whet her corporate or not, to conduct enterprises and nmanage
ventures of all types on their behalf.

(25) To carry on any other business which my seemto * * *
[ Guar di an Bank] capabl e of being conveniently carried on in
connection wth any business of * * * [Guardi an Bank] or
calcul ated directly to enhance the value of or render nore

profitable any of * * * [Guardian Bank’s] property or
assets.

(41) To do all such other things which are incidental or

* * * [that Guardi an Bank] may think conducive to the

attai nnment of the above objects or any of them

In January of 1986, Cuardi an Bank obtai ned a banking |icense
requi red under the laws of Mntserrat authorizing it to engage in
busi ness as an of fshore investnent or agency bank. Cuardi an Bank
itself did not accept cash deposits fromcustoners, nor did it
mai ntain for its custoners savings or checking accounts. Wen

Guardi an Bank’s custoners desired to deposit funds with a bank in

Montserrat, the funds would be transferred in the custoners'
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names to bank accounts with commercial banks in Montserrat with
whi ch Guardi an Bank mai ntai ned correspondent relationships.

On Cctober 16, 1986, petitioner fornmed Guardi an Services as
a Montserrat corporation for the stated purpose, as indicated in
its articles of association or charter, of engaging primarily in
real estate transactions and real estate devel opnent.

The charter of Guardian Services makes no nention of
Guardi an Bank or of Stanford Financial.

Under a witten service agreenent between Guardi an Bank and
Guardi an Services, CGuardian Services provided marketing and
advertising services to Guardi an Bank. The service agreenent
does not indicate that Guardian Services was to act as a nom nee
of or agent for Guardi an Bank. The service agreenent specified
only that Guardian Services would performroutine marketing
activities, such as the dissem nation of information regarding
Guardi an Bank's activities. Nowhere in the service agreenent is
Guardi an Services granted the authority to act in the nane of or
for the account of, or to bind by its actions, Guardi an Bank.
Guardian Services held itself out to the public as a separate
affiliate of Guardi an Bank, and when asked by custoners of
Guardi an Bank for financial statenents, Guardian Services
presented its own financial statenments to the custoners, not the
financial statenents of Guardi an Bank

On February 3, 1987, Stanford Fi nancial was incorporated as

a Montserrat corporation. Upon incorporation of Stanford
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Fi nanci al, substantially all of the shares of stock in Guardi an
Bank and in CGuardian Services were transferred to Stanford
Fi nanci al, and, as expl ai ned, Guardi an Bank and Guardi an Servi ces
becane related to each other as brother/sister corporations with
Stanford Financial as the parent corporation.

In its articles of association or charter, Stanford
Financial's stated purpose was to act as a hol ding conpany and to
provi de adm ni strative and nmanagenent services, as follows:

(1) (a) To carry on the business of a Hol di ng Conpany

and to undertake and transact all kinds of agency
busi ness.

(3) To take part in the formation, managenent,
supervision or control of the business or operations of
any conpany or undertaking, and for that purpose to
appoi nt and renunerate any directors, accountants, or
ot her experts or agents.

*x * * % % * *

(5) To act as managers or to direct the nanagenent of

any * * * pusinesses or of any corporations or firns or

on behal f of any person carrying on any * * *

busi nesses and to act as directors of any conmpany or as

menbers of the boards of managenent of any corporations

carrying on any such busi nesses.
Stanford Financial's articles of association or charter also
aut hori zed Stanford Financial to engage in the business of
banking. There is no reference in Stanford Financial's charter
to Guardi an Bank or to Guardi an Servi ces.

During 1989 and 1990, pursuant to a service agreenent that
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al l egedly existed between Guardi an Bank and Stanford Fi nanci al,
Stanford Financial provided adm nistrative and nmanagenent
services to CGuardian Bank. Stanford Financial provided no
services to any other conpany.

Guar di an Bank, CGuardi an Services, and Stanford Fi nanci al
shared an office in Montserrat. Al so, Guardi an Bank nai ntai ned
an admnistrative office in Mexia, Texas, and a representative
office in Houston, Texas. Guardian Services maintained a
representative office in Mam, Florida, and Stanford Fi nanci al
mai nt ai ned a representative office in Mexia, Texas.

A separate set of books and records was mai ntai ned for each
of Guardi an Bank, Guardi an Services, and Stanford Financial .

Under Montserrat |aw, neither Guardian Services nor Stanford
Fi nanci al obtai ned banking |icenses, and therefore neither
presunedly was permtted to engage directly in banking activity
on behal f of Cuardi an Bank.

Because sonme banks in Mntserrat engaged in disreputable
banki ng practices, in the late 1980's, the Mntserrat Governnent
began consi dering and adopting policies and | egislation
restricting the activity of foreign owned banks in Mntserrat.
Specifically, the Montserrat Governnent began considering
| egi sl ation that woul d preclude direct ownership of banks by
foreign individuals and that would restrict direct marketing by
or on behalf of foreign owed banks that were based in

Mont serrat .
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Actual legislation in Montserrat, however, restricting
activity of foreign owned banks and precluding ownership in
Mont serrat of banks by foreign individuals was not enacted until
1991.

I n Septenber of 1989, Hurricane Hugo struck Montserrat
bringing with it 200-m | e-an-hour w nds that destroyed nuch of
the island, including the shared office in Mntserrat of Guardi an
Bank, Guardi an Services, and Stanford Financial. Al of the
furniture in the office was destroyed, including a safe
cont ai ni ng records of Guardi an Bank, Cuardi an Services, and
Stanford Financi al .

On Cctober 25, 1990, petitioners filed their 1989 joint
Federal inconme tax return.

On March 18, 1991, petitioner filed a 1990 corporate Federal
income tax return of Stanford Financial (Form 1120F), and on
Septenber 19, 1991, pursuant to automatic 6-nonth extensions of
time for filing, petitioner filed 1990 corporate Federal incone
tax returns of Guardi an Bank and of Guardi an Services (Forns
1120F) .

Petitioners requested and apparently received an automatic
extension of tinme to file until August 15, 1991, their 1990 j oi nt
Federal inconme tax return. The evidence does not indicate when
petitioners mailed to respondent their 1990 joint Federal incone
tax return. Although petitioners apparently signed their 1990

joint Federal incone tax return on Novenber 5, 1991, respondent
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did not receive this return, along wwth a further extension
request, until February 28, 1992.

On their 1990 joint Federal incone tax return, petitioners
reported subpart F inconme of, anong other entities, Guardi an Bank
and deficits in the earnings and profits of Guardian Services and

Stanford Financial, as foll ows:

Deficits In
Subpart F | ncone Earnings & Profits
Guar di an Bank $2, 789, 722 ---
Guar di an Services --- (%1, 251, 891)
St anf ord Fi nanci al - - - ($ 154, 474)
Tot al $2, 789, 722 (%1, 406, 365)

As indirect owners of Guardi an Bank and as required under
section 951, petitioners reported on their 1990 joint Federal
incone tax return the above $2, 789, 722 subpart F incone of
Guardi an Bank. On their 1990 joint Federal inconme tax return,
petitioners al so reduced this subpart F inconme of CGuardi an Bank
by the above $1, 406, 365 total deficits in the 1990 earni ngs and
profits of Guardian Services and of Stanford Financial.

On their 1990 joint Federal incone tax return, petitioners
al so reported a $615,890 net operating |loss carryforward
deduction from 1989, which net operating |oss arose, in part,
frompetitioners’ reduction of reported 1989 $580, 483 subpart F
i ncome of Quardi an Bank by reported $385,386 total deficits in
1989 earnings and profits of Guardian Services and of Stanford

Fi nanci al .
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On audit, respondent disallowed petitioners' use for 1990 of
the $1, 406,365 total deficits in earnings and profits of Guardi an
Services and of Stanford Financial to reduce the $2, 789, 722
subpart F incone of Guardi an Bank.

Respondent al so reduced the $615, 890 net operating |oss that
petitioners carried forward from 1989 based on the disall owance
of petitioners' use of the $385,386 total 1989 deficits in
earnings and profits of Guardian Services and Stanford Fi nanci al
to reduce the 1989 $580, 483 subpart F inconme of GQGuardi an Bank.

For 1990, respondent determ ned against petitioners a |ate
filing addition to tax under section 6651(a)(1) and an accuracy-

rel ated penalty under section 6662(a).

OPI NI ON

Under subpart F of the Code, certain income (subpart F
incone) of U S. controlled foreign corporations (CFC s) is to be
included in incone of U S. shareholders of the CFC s regardl ess
of whether the CFC s incone is distributed currently to the U. S
sharehol ders. Sec. 951(a).

Under section 952(d), as applicable through 1986, U. S.
sharehol ders wth subpart F incone were permtted to reduce
subpart F incone of profitable CFC s by deficits in earnings and
profits of unprofitable CFC s that were part of a chain of
controlled foreign corporations. This rule was referred to as

the "chain deficit rule". As applicable through 1986, deficits
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in earnings and profits of CFC s could be used to reduce subpart
F incone of U S. sharehol ders regardl ess of the manner by which
the profitable and the unprofitable CFC s were related to each
other within the chain (i.e., regardl ess of whether the
profitable and the unprofitable CFC s had a parent/subsidiary or
a brother/sister relationship). Also, deficits in earnings and
profits of CFC s could be used to reduce subpart F income of U S.

shar ehol ders regardl ess of whether the various CFC s within the
chain were engaged in simlar or related business activity.!?

In 1986, section 952(d) was repeal ed, effective for any year

endi ng after 1986. Tax Reform Act of 1986, Pub. L. 99-514, sec.

1 Sec. 952(d), as applicable through 1986, provided, in part,
as follows:

(d) Special Rule in Case of Indirect Oamnership.--For
pur poses of subsection (c) [limtation on Subpart F incone],
if--

(1) a United States sharehol der owns * * *
[directly or indirectly] stock of a foreign
corporation, and by reason of such ownership owns * * *
[directly or indirectly] stock of any other foreign
corporation, and

(2) any of such foreign corporations has a deficit
in earnings and profits for the taxable year,

then the earnings and profits for the taxable year of each
such foreign corporation which is a controlled foreign
corporation shall, with respect to such United States

shar ehol der, be properly reduced to take into account any
deficit described in paragraph (2) in such manner as the
Secretary shall prescribe by regul ations.

See also sec. 1.952-1(d)(2), Inconme Tax Regs., as in effect
t hrough 1986.
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1221(f), 100 Stat. 2554. The repeal was based generally on
Congress' belief that the chain deficit rule in section 952(d)
allowed U. S. taxpayers to shelter through CFC s excessive anmounts
of tax haven inconme fromcurrent U S. tax. See H Conf. Rept.
99-841, at 621-626 (1986), 1986-3 C.B. (Vol. 4) 473, 621-626.

In 1988, a new and revised chain deficit rule was enacted,
retroactive to any year ending after 1986. Sec. 952(c)(1)(C
Techni cal and M scel | aneous Revenue Act of 1988 (TAMRA), Pub. L
100-647, sec. 1012(i)(25)(A), 102 Stat. 3512. The TAMRA version
of the chain deficit rule is the rule that governs in this case
for 1990. The chain deficit rule, as enacted in 1988, provided
new restrictions on the use of deficits in earnings and profits
of CFC s to reduce subpart F inconme of profitable CFC s owned by
U. S. sharehol ders.

In particular, under TAMRA, the new chain deficit rule
provides that, in order to reduce subpart F inconme of profitable
CFC s by deficits in earnings and profits of unprofitable CFC s,
the profitable and unprofitable CFC s nust satisfy a new
"qualified chain nmenber"” rule and subpart F incone of the
profitable CFC s nust be attributable to the sane qualified
activity to which deficits in earnings and profits of the
unprofitable CFC s are attributable. Sec. 952(c)(1)(B) and (O

CFC s constitute qualified chain nmenbers under section
952(c)(1)(C) only where the CFC s are related to each ot her

directly or indirectly through a single, straight-1line chain of



- 13 -
corporations, as in a parent-subsidiary relationship and not
where the CFC s are related to each other through a common
parent, as in a brother-sister relationship. Section

952(¢c) (1) (O provides, in part, as follows--

(C) Certain deficits of nenber of the sane chain of
corporations nmay be taken into account. --

(1) I'n general.--A controlled foreign corporation
may el ect to reduce the anount of its subpart F incone
for any taxable year which is attributable to any
qualified activity by the anmount of any deficit in
earnings and profits of a qualified chain nmenber for a
t axabl e year ending wth (or wwthin) the taxable year
of such controlled foreign corporation to the extent
such deficit is attributable to such activity. * * *

(i1) Qualified chain nmenber.--For purposes of this
subpar agraph, the term"qualified chain nenber" neans,
with respect to any controlled foreign corporation, any
other corporation which is created or organi zed under
the laws of the sanme foreign country as the controlled
foreign corporation but only if--

(I') all the stock of such other corporation
* * * is owned at all tinmes during the taxable
year in which the deficit arose (directly or
through 1 or nore corporations other than the
common parent) by such controlled foreign
corporation * * * [or vice versa]. [Enphasis
added. ]

Wth regard to the "sane qualified activity" requirenent of
the TAVRA chain deficit rule, the business activity of the
profitable and the unprofitable CFC s nust arise fromone of the
sane specified types of activity listed in section

952(c) (1) (B)(iii), as foll ows:
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(ti1) Qualified activity.--For purposes of this
paragraph, the term"qualified activity" means any
activity giving rise to--

(I') foreign base conpany shi pping incone,

(I'l) foreign base conpany oil related incone,

(I'11) foreign base conpany sal es incone,

(I'V) foreign base conpany services incone,

(V) in the case of a qualified insurance
conpany, insurance incone or foreign persona
hol di ng conpany i ncone, or

(VI) in the case of a qualified financial
institution, foreign personal holding conpany

i ncore.

In sunmary, as the TAMRA chain deficit rule applies for
1990, subpart F inconme of profitable CFC s may only be reduced by
deficits in earnings and profits of unprofitable CFC s if each of
the CFC s is part of a "qualified chain" and if the subpart F
inconme of the profitable CFC s and the deficits in the earnings
and profits of the unprofitable CFC s relate to the sane
qualified activity.

We first address the | egal issue of whether Guardi an Bank
and Cuardi an Services, as brother/sister corporations, qualify
under the TAMRA chain deficit rule as nmenbers of the sane
qualified chain. Respondent contends that Guardi an Bank and
Guardi an Services do not qualify as qualified chain nenbers

because petitioner's ownership interest in Guardi an Bank and

Guardi an Services runs through a common parent corporation
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(nanely, Stanford Financial), which relationship, respondent
argues, is expressly excluded fromthe definition of a qualified
chai n.

Petitioners' argunment that Guardi an Bank and CGuardi an
Services qualify under the chain benefit rule of section
952(¢c) (1) (O turns largely on one word in section
952(c) (1) (O (ii). As indicated above, the cited statutory
| anguage makes reference to "the" common parent, and petitioners
argue that the |anguage "the" common parent should be construed
to mean "the U. S. sharehol ders", not the foreign parent
corporation (nanely, not Stanford Financial).

Petitioners also rely on Treasury regul ations applicable to
the prior version of section 952, and thus applicable through the
end of 1986, that have never been decl ared obsol ete and t hat
permtted the use of deficits in the earnings and profits of
CFC s to reduce subpart F incone of sister CFC s.

We believe the statutory |anguage to be clear. In the
i nstant case, Guardi an Bank and CGuardi an Services are related to
each other as brother/sister corporations only through Stanford
Fi nanci al, the common parent. Consequently, QGuardi an Services
does not constitute a "qualified chain nenber” with respect to
Guardi an Bank, and petitioners are not permtted to use deficits
in earnings and profits of Guardian Services to reduce subpart F

i nconme of Quardi an Bank.
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The portion of the regulations on which petitioners rely
(nanely, sec. 1.952-1(d)(2)(ii), Income Tax Regs.) and which is
i nconsistent with section 952(c)(1)(QO(ii), as anmended in 1988
and as applicable to 1990, is not applicable to years such as
1990 for which the new TAVMRA chain deficit rule is applicable.
This portion of the regulations construes the prior |aw and has
not been anmended to take account of the new chain deficit rule.
The statutory | anguage of section 952(c)(1)(C) expressly
disqualifies as “qualified chain menbers” CFC s that are rel ated
to each other through a common parent corporation (i.e., that are
rel ated as brother/sister corporations).

Wth regard to deficits in earnings and profits of Stanford
Fi nanci al , respondent acknow edges that Guardi an Bank and
Stanford Financial, as subsidiary/parent corporations, qualify as
menbers of a "qualified chain" under section 952(c)(1)(O(ii), as
enacted by TAMRA and as applicable to 1990. Respondent al so
acknow edges that the subpart F incone of CGuardi an Bank
constitutes foreign personal hol ding conpany income and t hat
Guardi an Bank constitutes a qualified financial institution
because Guardi an Bank was actively engaged in the activity of
banki ng and financi ng under section 952(c)(1)(B)(iii)(Vl) and
952(c)(1)(B)(vi). Respondent argues, however, that Stanford
Fi nanci al was not al so engaged in the banking, financing, or

simlar business, but in the managenent busi ness.
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Section 1.864-4(c)(5)(i), Income Tax Regs., dealing with
foreign sources of incone, describes those activities that are
i ndi cative of banking, financing, and simlar businesses, as

foll ows:

(1) Definition of banking, financing, or simlar business.--
(a) Receiving deposits of funds fromthe public,

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

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

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

(e) Providing trust services for the public, or

_ (f) Financing foreign exchange transactions for the
gﬁglggbve description of the business of banking and finance --
originally contained in the foreign tax credit regul ati ons of
section 904 (sec. 1.904-4(c)(1), Incone Tax Regs.) -- applies
generally to CFC s for purposes of the “sane or simlar activity”
requi renent of the TAMRA section 952 chain deficit rule. See S
Rept. 100-445, at 275-276 (1988).

Petitioners argue, anong other things, that enpl oyees of
Stanford Financial were involved on behalf of Guardian Bank, in

bank managenent, the filing of bank regul atory conpliance

reports, and other duties incidental, necessary, and simlar to
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t he banking activity of Guardi an Bank.

The credi bl e evidence before us, however, is sparse and
establishes only that Stanford Financial perfornmed adm nistrative
and managenent support services for Guardian Bank. It does not
establish that Stanford Financial engaged in any banking or
financing activity described in section 1.864-4(c)(5)(i), Incone
Tax Regs. Adm nistrative and nmanagenent services of the
general i zed type conducted by Stanford Financial do not qualify
as banking or financing activity for this purpose. Stanford
Fi nanci al did not have a banking |icense.

Petitioners also argue that Stanford Financial provided
services to Guardian Bank "simlar" to the business of banking.
We are not persuaded on this record that the adm nistrative and
managenent services perfornmed by Stanford Financial for Guardi an
Bank qualify as activities simlar to those of a banking or
fi nanci ng busi ness.

The manner by which petitioner structured the ownership
rel ati onshi p between Guardi an Bank, Guardi an Services, and
Stanford Financial, as petitioners allege, may have related to
anticipated changes in the laws of Mntserrat relating to
banking. On the evidence before us, however, anticipated changes
in Montserrat |aw do not provide a sufficient basis to ignore
di fferences between the banking activity of CGuardi an Bank and the
adm ni strative and nmanagenent activities of Stanford Financial.

We concl ude that Stanford Financial was not engaged in a
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banki ng, financing, or simlar business and therefore that the
subpart F incone of Guardian Bank nay not be reduced by deficits
in the earnings and profits of its parent corporation, Stanford
Fi nanci al .

In the alternative, petitioners cite Conm Ssioner V.

Bollinger, 485 U S. 340 (1988), and National Carbide Corp. v.

Commi ssioner, 336 U. S. 422 (1949), and petitioners argue that

Guardi an Services and Stanford Financial should be treated as
mere agents of Guardi an Bank and that CGuardi an Services' and
Stanford Financial's 1989 and 1990 deficits in earnings and
profits should sinply be treated as expenses or | osses of
Guar di an Bank.

Under Montserrat |aw, neither Guardi an Services nor
St anford Fi nanci al obtained banking |icenses and therefore
nei ther presunmedly was permtted to engage directly in banking
activity on behalf of Guardi an Bank.

As we have found, in its advertisenents, Guardi an Services
represented that it was an "affiliate"” of Guardi an Bank, not a
nom nee or agent thereof. The enpl oyees of Guardi an Services
provi ded custoners of Guardi an Bank with Guardi an Services’ own
financial statenents and not those of Guardi an Bank. The service
agreenent between CGuardi an Bank and CGuardi an Services did not
i ndi cate that Guardi an Services was a noni nee or agent of
Guardi an Bank. The service agreenent specified only that

Guardi an Services woul d perform marketing activities for CGuardian
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Bank. Nowhere in the service agreenent is Guardi an Services
granted the authority to act in the nanme of or for the account
of, or to bind by its actions, Guardi an Bank.

Petitioners' 1990 joint Federal inconme tax return indicates
no agency rel ationship between Guardi an Bank and Guardi an
Servi ces.

Wth regard to Stanford Fi nancial, the evidence does not
indicate that Stanford Financial ever acted specifically in the
name of or for the account of Cuardian Bank, nor that it ever
bound CGuardi an Bank by its actions.

Stanford Financial perforned services for Guardi an Bank of
an adm ni strative and nmanagenent nature.

The al | eged service agreenent between Guardi an Bank and
Stanford Financial is insufficient to establish the existence of
an agency rel ati onship between Guardi an Bank and Stanford
Fi nanci al .

Based on our analysis of the evidence before us, we concl ude
that neither Guardian Services nor Stanford Financial is properly
to be regarded as an agent of Guardi an Bank; rather they are to
be regarded as separate entities. Accordingly, their separate
deficits in earnings and profits are not to be treated as

expenses or | osses of Quardi an Bank.

Addition to Tax and Accuracy-Rel ated Penalty

Section 6651(a)(1) inposes an addition to tax for taxpayers
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failure to tinely file inconme tax returns by the due date of the
returns unless that failure is due to reasonable cause. To
establ i sh reasonabl e cause, taxpayers nust show that they
exerci sed ordi nary business care and prudence but were still
unable to file their returns by the due date. Sec. 301.6651-
1(c)(1), Proced. & Adm n. Regs. Wether the untinely filing of

tax returns is due to reasonabl e cause raises a question of fact.

Denenburg v. United States, 920 F.2d 301, 303 (5th Gr. 1991).

Section 6662(d) inposes a penalty for substanti al
understatenents of tax but provides that the amount of any
understatenents shall be reduced by that portion that is
attributable to either (1) the tax treatment of any itemfor
whi ch there was substantial authority or (2) any itemif the
relevant facts affecting the items tax treatnent are adequately
disclosed in the returns or in statenents attached to the
returns. Sec. 6662(d)(2)(B)

Petitioners argue that the delay in filing their 1990 joint
Federal incone tax return was due to reasonabl e cause based on
the destruction by Hurricane Hugo of records of Guardi an Bank,
Guardi an Services, and Stanford Financial that were necessary to
properly prepare and file their 1990 joint Federal incone tax
return and that extra tinme was needed to reconstruct these
records.

Petitioners, however, offer no argunent regarding the

4-mont h del ay between Novenber 5, 1991, the day they signed their



- 22 .
1990 joint Federal inconme tax return and February 28, 1992, the
day respondent received the return.

We note that even though Hurricane Hugo occurred in
Sept enber of 1989, on Cctober 25, 1990, petitioners were able to
file their 1989 joint Federal inconme tax return and, in the fal
of 1991, petitioner was able to file the 1990 Federal corporate
income tax returns of Guardi an Bank, CGuardian Services, and
Stanford Financial. Consequently, it appears that the records
arguably destroyed by Hurricane Hugo had been reconstructed by
the fall of 1991. Petitioners, however, failed to file their
1990 joint Federal inconme tax return until February 28, 1992,
nmore than 5 nonths after records that petitioners needed to
conplete their 1990 joint Federal incone tax return apparently
had becone available. Petitioners’ argunent based on the
destruction of records, therefore, does not provide reasonable
cause for the untinmely filing of their 1990 joint Federal incone
tax return.

Wth respect to the accuracy-rel ated penalty, respondent
argues that no substantial authority existed for petitioners to
use deficits in earnings and profits of QGuardi an Services and
Stanford Financial to reduce the subpart F incone of Guardian
Bank.

| f the Court concludes that petitioners' interpretation of

the chain deficit rule and petitioners' application of that rule
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to their CFC s are rejected, petitioners argue that because the
rel evant provisions of section 952 are so technical and uncl ear,
it was not unreasonable for themto have adopted the
interpretation they utilized in preparing and filing their 1990
joint Federal incone tax return. Petitioners also argue that
they satisfied the disclosure rules and provided sufficient
information on their 1990 joint Federal incone tax return
regarding their CFC s to put respondent on notice of the basis
for their clained tax treatnent of their subpart F incone.

We agree with respondent that no substantial authority
exi sted to support petitioners' reading of section 952.

Wth respect to disclosure, we agree with respondent that
petitioners failed adequately to disclose facts necessary for
respondent to determ ne the proper tax treatnment of the subpart F
income reported on petitioners' 1990 joint Federal incone tax
return.

We sustain respondent's inpositions of the addition to tax
for petitioners' untinely filing of their 1990 joint Federal
incone tax return and the accuracy-rel ated penalty.

To reflect the foregoing,

Deci sion will be entered

for respondent.




