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Docket No. 19631-97. Filed March 15, 2002.

P clained foreign tax credits under sec.
901(a), I.R C., onits consolidated returns
for 1982, 1983, 1984, and 1986. In these
proceedi ngs, P seeks to change the nethod of
conputing the overall |imtation on the credit
i nposed by sec. 904(a), I.R C.  Specifically, P
seeks to change the manner in which it allocates
and apportions interest expenses for purposes
of conputing taxable incone from sources w thout
the United States, the nunmerator of the limting
fraction. P clains that it is entitled to offset
i nterest income against interest expenses before
it allocates and apportions net interest expenses
under sec. 1.861-8(e)(2), Incone Tax Regs.

Hel d: Sec. 1.861-8(e)(2), Incone Tax Regs.,
does not permt P to allocate and apportion net
i nterest expenses. The Tax Court's decision in
Bowater, Inc., & Subs. v. Comm ssioner, 101 T.C
207 (1993), revd. 108 F.3d 12 (2d Gr. 1997),
whi ch hol ds the opposite, is hereby overrul ed.
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Marjorie A. Burnett, Thomas D. Johnston, Robert L.

Moore 11, Mchael J. McG&ldrick, and Nancy M Seweryn,

for petitioner.

John A. Quarnieri, Richard H Gannon, and Keith L

Gorman, for respondent.

OPI NI ON
VWHALEN, Judge: Respondent determ ned the foll ow ng

deficiencies in petitioner's Federal incone tax:

Year Defi ci ency
1979 $10, 563, 157
1981 5, 163, 449
1983 35, 916, 359

Petitioner disputes the above deficiencies and further
clainms to have overpaid i nconme taxes for 1979, 1981, and
1983 by at |east $25,082,591, $6, 881, 055, and $14, 137, 211
respectively.

After concessions, there are three issues for decision
in this case. Each issue will be the subject of a separate
opinion. The issue that is the subject of this opinion
arises in the context of conputing the overall limt
i nposed by section 904(a) on the foreign tax credits
claimed by petitioner under section 901(a) for taxable
years 1982, 1983, 1984, and 1986, referred to herein as

the years in issue. In this opinion, all section
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references are to the Internal Revenue Code as in effect
during the years in issue, unless stated otherw se.

This issue involves the conputation of incone from
sources without the United States, the nunerator of the
limting fraction under section 904(a). Specifically,
in allocating and apportioning interest expenses for
pur poses of conputing taxable incone from sources w thout
the United States for the years in issue, the question is
whet her section 1.861-8(e)(2), |Incone Tax Regs.,
contenpl ates that the aggregate interest expense
i ncurred by each nmenber of petitioner's affiliated group
of corporations for the taxable year can first be offset
by that nmenber's interest incone. Stated nore sinply, the
issue is whether netting of interest expense and interest
incone is permtted by section 1.861-8(e)(2), Incone Tax
Regs.

As a prelimnary matter, we nust decide an evidentiary
obj ection raised by respondent. Respondent filed a notion
inlimne to exclude the testinony of an econom st, Dr. J.
Gregory Ballentine, who was called by petitioner as an
expert witness. Respondent argues that Dr. Ballentine's
testimony shoul d be excluded because it represents
"irrelevant and i mmterial |egal conclusions and opi nions

and does not assist the Court." Respondent al so contends
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that Dr. Ballentine's testinmony should be excluded because
it anpbunts to inperm ssible advocacy.

Respondent al so proffered the testinony of an expert
Wi tness but did so only to preserve the Conm ssioner's
right to offer such testinony if the testinony of
petitioner's expert were admtted into evidence. At trial,
the Court permtted both experts to testify and reserved
ruling on respondent's notion in |imne.

Petitioner offers the testinony of Dr. Ballentine to
"assist the Court in interpreting the economc terns in
section 1.861-8(e)(2)", Inconme Tax Regs. According to his
report, Dr. Ballentine reached two overall concl usions:

(1) "Netting interest income against interest expense

i npl ements the econom ¢ concept of the fungibility of noney
as it relates to sources of funds"; (2) "interest netting
achieves a tax neutrality between borrow ng and reducing
cash bal ances as sources of funds." Petitioner argues

the same two principles in the posttrial briefs filed on
its behalf. Dr. Ballentine's report states that he was
retained "to provide an econom c eval uation of netting

i nterest incone agai nst interest expense for purposes of
the tax rules that apportion interest expense between

donestic and foreign source incone."
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Rul e 702 of the Federal Rules of Evidence, which

governs the adm ssibility of expert testinony, provides:
If scientific, technical, or other

speci al i zed know edge w Il assist the trier of

fact to understand the evidence or to determ ne

a fact in issue, a witness qualified as an

expert by know edge, skill, experience, train-

ing, or education, may testify thereto in the

formof an opinion or otherw se.* * *

Thus, expert testinmony is adm ssible under rule 702 if
it assists the Court to understand the evidence or to
determne a fact in issue.

The parties agree that the subject issue, involving
the interpretation of section 1.861-8(e)(2), Incone Tax
Regs., is a question of |aw and that there are no facts
in dispute. Thus, the question we nust answer is whether
Dr. Ballentine's testinony aids the Court in understanding
the evidence. Dr. Ballentine's testinony provides econonic
exanpl es and policy reasons as to why the appropriate
measure of interest expense is net interest expense.
Petitioner's brief reiterates these sanme concepts and
i ncl udes the sane exanpl es.

We find that Dr. Ballentine's report and testinony

nmerely advocate petitioner's position and do not aid the

Court "to understand the evidence or to determ ne a fact
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inissue". Fed. R Evid. 702. Expert testinony is not
adm ssi ble for such purposes. An expert who is nerely an
advocate of a party's position does not assist the Court

i n understanding the issue. See Hosp. Corp. of Am

v. Comm ssioner, 109 T.C. 21 (1997); Alumax, lInc. V.

Comm ssioner, 109 T.C 133 (1997), affd. 165 F.3d 822

(11th Gr. 1999); Snap-Drape, Inc. v. Conm ssioner, 105

T.C. 16, 20 (1995), affd. 98 F.3d 194 (5th Gr. 1996);

Laureys v. Comm ssioner, 92 T.C 101, 129 (1989);

Robertson v. Conm ssioner, T.C. Mnp. 1999-130, affd.

wi t hout published opinion 87 AFTR2d 2001- 1274, 2001-1 USTC

par. 50,276 (9th Gr. 2001); see also Estate of Halas v.

Comm ssioner, 94 T.C. 570, 577 (1990) ("In the context of

val uation cases, we have observed that experts may | ose
their useful ness and credibility when they nerely becone
advocates for one side.").

We conclude that Dr. Ballentine's testinony does
not assist the Court in understanding the | egal question
issue and is not adm ssible. Accordingly, we shall grant
respondent’'s notion in |imne.

Most of the facts relating to the issue which is the
subj ect of this opinion were stipulated by the parties.
The stipulated facts and acconpanyi ng exhibits are so found

and are hereby incorporated in this opinion.
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Petitioner was incorporated under the | aws of the
Commonweal th of Pennsylvania. At the tine the instant
petition was filed on its behalf, petitioner's principal
pl ace of business and mailing address was in Phil adel phi a,
Pennsyl vania. During each of the tax years in issue,
petitioner was the common parent of an affiliated group of
corporations, as defined in section 1504(a), and it filed a
consol i dat ed Federal incone tax return on behalf of itself
and the other nenbers of the affiliated group as permtted
by section 1501.
At all tinmes material to this case, petitioner and

the other nmenbers of its affiliated group engaged in the
busi ness of acquiring and devel oping oil, gas, and ot her
energy properties, of refining or otherw se preparing the
natural resources produced fromthe properties for sale
to custoners, and of marketing and transporting those
products to custonmers both in the United States and abroad.
During the years in issue, petitioner and its affiliated
corporations earned income fromvarious sources, donestic
and foreign, including inconme frominterest, dividends, the
production of oil and gas and ot her hydrocarbons, and the
sal e of products derived fromthe production of

hydr ocar bons.
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Petitioner chose to use the foreign tax credit under
section 901(a) in conputing the tax liability of its
affiliated group of corporations for consolidated return
years 1982, 1983, 1984, and 1986. In conputing the overal
limtation on the credit under section 904(a), petitioner
al l ocated and apportioned a portion of the interest expense
of each nenber of the affiliated group to sources w thout
the United States for purposes of conputing the nunerator
of the limting fraction under section 904(a); i.e.,
taxabl e i nconme from sources w thout the United States.
The foll ow ng schedule sets forth the deduction for
interest claimed by each nenber of petitioner's affiliated
group for each of the years in issue, the portion of such
anount that was allocated and apportioned to sources
wi thout the United States for each year, and the ratio of

the latter to the forner:
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Apportioned
I nterest to foreign Rati o
1982 expense source incone per cent
650 Leasing Co. $682, 931 $235, 504 37.12
Sun Leasing Co. 4,729, 086 2,729,628 57.72
666 Leasing Co. 4,072,539 2,138,083 52.50
670 Leasing Co. 1, 830, 136 853, 210 46. 62
673 Leasing Co. 1, 627, 381 727,928 44.73
675 Leasing Co. 1, 983, 276 1,002, 744 50. 56
652 Leasing Co. 794, 330 356, 448 44.87
Kee Leasing Co. 581, 235 403, 610 69. 44
653 Leasing Co. 814, 727 398, 972 48. 97
667 Leasing Co. 3, 286, 585 1, 709, 024 52.00
M 11 creek Leasing Co. 830, 407 202, 492 24.38
DeSun Shi ppi ng 47, 658 33,697 70.71
Eastern Sun Shi ppi ng 37, 115 24,183 65. 16
NY Sun Shi ppi ng 9, 970, 340 8, 851, 391 88.78
NJ Sun Shi ppi ng 143, 340 116, 170 81. 05
PA Shi ppi ng 46, 423 29, 294 63. 10
Phi | Sun Shi ppi ng 10, 809, 958 3,214, 297 29.74
West ern Sun Shi ppi ng 50, 003 31, 980 63. 96
Sun Transport, Inc. 3, 650, 045 1, 465, 486 40. 15
Sun Note Co. 31, 066, 253 31, 066, 253 100. 00
North Sea G| Co. 65, 897 65, 897 100. 00
Totem Ccean Trail er 46, 949 29,813 63. 50

77,166, 614 55, 704, 104

Apportioned
I nt erest to foreign Rati o
1983 expense source incone per cent
650 Leasing Co. $612, 220 $357, 904 58. 46
Sun Leasing Co. 4,736, 241 2,808, 118 59. 29
666 Leasing Co. 4,084, 197 2, 580, 396 63.18
670 Leasing Co. 1, 756, 214 973, 645 55. 44
652 Leasing Co. 714, 282 312, 641 43.77
Kee Leasing Co. 504, 412 357, 058 70.79
653 Leasing Co. 736, 315 375, 962 51. 06
667 Leasing Co. 3,160, 356 2,019, 783 63.91
M 11 creek Leasing Co. 742,214 365, 707 49. 27
NY Sun Shi ppi ng 9, 849, 306 8,573,395 87.05
NJ Sun Shi ppi ng 208, 102 129, 266 62.12
Phi | Sun Shi ppi ng 10, 688, 995 3,437,299 32.16
Texas Sun Shi ppi ng 33,963 12,819 37.74
Tropi ¢ Sun Shi ppi ng 474,700 272,684 57. 44
Sun Transport, Inc. 2,644,781 926, 810 35. 04
Hel easco Fifteen 1, 444, 639 1, 297, 009 89.78
Sun Note Co. 25,667,812 25,634, 424 99. 87

68, 058, 749 50, 434, 920
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Apportioned
I nterest to foreign Rati o
1984 expense source incone per cent
Kee Leasing Co. $408, 197 $154, 339 37.81
666 Leasing Co. 4, 083, 327 1, 964, 080 48. 10
670 Leasing Co. 1, 669, 360 610, 485 36. 57
650 Leasing Co. 536, 038 270, 003 50. 37
652 Leasing Co. 613, 066 176, 024 28.71
653 Leasing Co. 636, 635 118,974 18. 69
667 Leasing Co. 3,018, 359 885, 134 29.33
Sun Leasing Co. 4, 689, 864 2,059, 788 43.92
NY Sun Shi ppi ng 9,712, 823 9, 165, 743 94. 37
Phi | Sun Shi ppi ng 10, 551, 646 4,687,164 44.43
Tropi ¢ Sun Shi ppi ng 644, 883 313,703 48. 64
Sun Transport, Inc. 3,091, 754 985, 633 31. 88
Sun G| Trading Co. 1627, 633 32, 260 5.14
Sun Note Co. 25, 854, 099 25, 693, 399 99. 38
North Sea Sun G| Co. 7,681, 288 7,541, 569 98.18

73,818,972 54, 658, 298

1 One of petitioner's exhibits lists this anobunt as $2,114,469. See p. 17, infra

Apportioned
I nt erest to foreign Rati o
1986 expense source incone per cent
Kee Leasing Co. $213, 410 $27, 604 12.93
666 Leasing Co. 3,907,731 1, 750, 664 44.80
670 Leasing Co. 1, 468, 580 621, 944 42.35
650 Leasing Co. 404, 732 189, 415 46. 80
Sun Leasing Co. 4,532,004 1, 960, 092 43. 25
M 11 creek Leasing Co. 435, 448 102, 064 23. 44
Tropi ¢ Sun Shi ppi ng 644, 829 242,814 37. 66
Sun Transport, Inc. 2, 356, 829 650, 044 27.58
Sunoco Overseas, Inc. 211. 438 211, 438 100. 00
Sun Refining & Mtg. Co. 44,588, 973 4,598, 484 10. 31
Sun G| Trading Co. 549, 406 8,918 1.62
Sun Co., Inc. 157, 687, 537 5,097, 677 3.23
Sun G Intl. 7,190, 703 2,487,983 34.60
North Sea Sun G| Co. 28, 050, 064 27, 208, 562 97. 00
Cl aynont | nvestnment Co. 217,180, 793 47,426 0. 02

469, 422, 477 45, 205, 129

The parties have stipulated that "in nost cases”
the interest expense of each nmenber of petitioner's

affiliated group of corporations was apportioned "in
gener al

accordance wth the optional gross inconme nethod

[sic] of apportionnent described in Treas.
8(e)(2)(vi)."
opt i onal

8(e) (2)(vi),

Reg. 81.861-
The stipulation does not state which of the
gross incone nethods descri bed by sec. 1.861-

| ncone Tax Regs., was used in the case of any
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menber of the group. 1In any event, the foll ow ng schedul e
shows the gross incone of each nenber of petitioner's
affiliated group of corporations for each of the subject
years, that nenber's gross inconme fromsources w thout the
United States for each year, and the ratio of the latter

to the forner:

Forei gn Rati o

1982 Gross i ncone gross i ncone per cent

650 Leasing Co. $3, 288, 110 $1, 221, 496 37.15
Sun Leasing Co. 6, 872, 415 3,966, 133 57.71
666 Leasing Co. 6, 401, 918 3,372,797 52.68
670 Leasing Co. 4,733,818 2,214,708 46.78
673 Leasing Co. 4,308, 780 1, 924, 955 44.68
675 Leasing Co. 3,987,511 2,016, 544 50. 57
652 Leasing Co. 3,183,942 1, 420, 014 44. 60
Kee Leasing Co. 1, 720, 403 1,194,921 69. 46
653 Leasing Co. 3,209,671 1,576, 737 49.12
667 Leasing Co. 7,577,559 3, 950, 760 52.14
M 11 creek Leasing Co. 6, 775, 203 1, 652, 111 24.38
DeSun Shi ppi ng 1, 868, 480 1, 321, 135 70.71
Eastern Sun Shi ppi ng 340, 725 222,010 65. 16
NY Sun Shi ppi ng 8,302,978 6, 755, 590 81. 36
NJ Sun Shi ppi ng - 814, 965 575, 083 -70.57
PA Shi ppi ng 3,912,021 2, 468, 565 63. 10
Phi | Sun Shi ppi ng 6, 602, 489 1, 963, 223 29.73
West ern Sun Shi ppi ng 2,574,519 1, 646, 584 63. 96
Sun Transport, Inc. 95, 328, 918 38, 274, 373 40. 15
Sun Note Co. 43, 260, 421 41, 406, 722 95.72
North Sea G| Co. 42,518, 569 42,518, 569 100. 00
Totem Ccean Trail er 92, 031, 992 57, 380, 743 62.35

347,985, 477 219, 043, 773
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For ei gn Rati o

1983 Gross i ncone gross i ncone per cent

650 Leasing Co. $2, 593, 100 $1, 508, 054 58. 16
Sun Leasing Co. 6, 973, 146 4,151, 644 59.54
666 Leasing Co. 8, 943, 399 5, 644, 013 63. 11
670 Leasing Co. 4,132, 347 2,304,872 55.78
652 Leasing Co. 2,523, 829 1, 104, 364 43.76
Kee Leasing Co. 2,012,673 1, 424,195 70.76
653 Leasing Co. 2,552,479 1, 306, 385 51.18
667 Leasing Co. 6,427, 811 4,098,914 63. 77
M 11 creek Leasing Co. 8, 220, 982 4, 050, 674 49. 27
NY Sun Shi ppi ng 7,917,134 6, 891, 523 87.05
NJ Sun Shi ppi ng 3,008, 541 1, 868, 808 62.12
Phi | Sun Shi ppi ng 6, 930, 169 2,228,559 32.16
Texas Sun Shi ppi ng 1, 392, 393 525, 539 37.74
Tropi ¢ Sun Shi ppi ng 3,047, 355 1, 750, 507 57. 44
Sun Transport, Inc. 85, 157, 516 29, 842, 158 35. 04
Hel easco Fifteen 2,415, 666 2,168, 805 89.78
Sun Note Co. 44,530, 627 42,711, 487 95.91

198, 779, 167 113, 580, 501

For ei gn Rati o

1984 Gross i ncone gross i ncone per cent

Kee Leasing Co. $2, 014, 039 $761, 330 37.80
666 Leasing Co. 8,573, 805 4,137,017 48. 25
670 Leasing Co. 4,362, 352 1, 586, 209 36. 36
650 Leasing Co. 2,657, 644 1,339,771 50. 41
652 Leasing Co. 2,557,004 731, 691 28.62
653 Leasing Co. 2,592,171 483, 157 18. 64
667 Leasing Co. 6, 563, 855 1, 936, 224 20.50
Sun Leasing Co. 7,404, 599 3, 269, 459 44.15
NY Sun Shi ppi ng 9, 454, 505 8,921, 975 94. 37
Phi I Sun Shi ppi ng 5,129, 727 2,278, 684 44. 42
Tropi ¢ Sun Shi ppi ng 4,004, 764 1, 948, 117 48. 64
Sun Transport, Inc. 73,123, 906 23, 311, 476 31. 88
Sun G| Trading Co. 20, 037, 455 710, 113 3.54
Sun Note Co. 40, 344, 826 40, 094, 056 99. 38
North Sea Sun G| Co. 23,924, 318 17,319, 539 72.39

212,744,970 108, 828, 818

For ei gn Rati o

1986 Gross i ncone gross i ncone Per cent

Kee Leasing Co. $2, 013, 346 $260, 455 12. 94
666 Leasing Co. 7,082, 756 3,172,987 44.80
670 Leasing Co. 3,533,401 1, 496, 424 42.35
650 Leasing Co. 2,038, 955 954, 294 46. 80
Sun Leasing Co. 6, 194, 365 2,679, 882 43. 26
M 11 creek Leasing Co. 305, 752 - 83,676 27.37
Tropi ¢ Sun Shi ppi ng 3,986, 919 1, 501, 298 37.66
Sun Transport, Inc. 79, 520, 790 21,932, 881 27.58
Sunoco Overseas, Inc. -108, 199 290, 314 100. 00
Sun Refining & Mtg. Co. 672, 597, 605 1, 095, 517 0.16
Sun G| Trading Co. 13, 481, 454 4,673,000 34.66
Sun Co., Inc. 760, 884, 991 23, 864, 572 3.14
Sun G Intl. 10, 593, 916 6, 769, 393 34.55
North Sea Sun G| Co. 36, 565, 327 36, 394. 917 99.53
Cl aynont | nvestnment Co. 513,112, 873 111, 203 00. 02

2,120, 804, 251 105, 113, 461



- 13 -

In allocating and apportioni ng each nmenber's interest
expense to sources without the United States under one
of the optional gross inconme nethods described by section
1.861-8(e)(2)(vi), Income Tax Regs., petitioner started
with the gross amount of each menber's interest expense
for the taxable year and did not offset that anount by
the interest incone earned by that nenber during the year.

As nentioned above, petitioner chose to use the
foreign tax credit under section 901(a) in conputing the
tax liability of its affiliated group of corporations for
consolidated return years 1982, 1983, 1984, and 1986. As
to each of those years, the amount of foreign taxes for
whi ch a taxpayer could claimcredit was subject to the
overall limtation of section 904. Under that limtation,
t he amount of foreign tax credit could not exceed the
tentative U.S. tax for the year (i.e., the U S tax before
application of the foreign tax credit) multiplied by a
fraction, the nunmerator of which is the taxable incone from
sources without the United States and the denom nator of
which is the entire taxable incone. Sec. 904(a).

Cenerally, in the case of an affiliated group of
corporations, the foreign tax credit is determ ned on a
consol i dated basis. Sec. 1.1502-4(c), Incone Tax Regs.

In conputing the overall limtation under section 904(a)
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for an affiliated group, the nunerator of the limting
fraction is an anmount equal to the total of the separate
taxabl e i ncomes of the nenbers of the group from sources
w thout the United States, wth certain adjustnents that
are not material to this case. See sec. 1.1502-4(d)(1),
| ncone Tax Regs. The denominator of the I[imting fraction
under section 904(a) is the consolidated taxable income of
the group conmputed in accordance with section 1.1502-11
I ncone Tax Regs. Sec. 1.1502-4(d)(2), Incone Tax Regs.
Thus, for each of the subject consolidated return years,
petitioner was required to conpute the "taxable inconme from
sources without the United States" of each nenber of its
affiliated group of corporations. Sec. 904(a). The total
of those anpbunts is the nunmerator of the limting fraction
under section 904(a).

In these proceedi ngs, petitioner seeks to make two
changes in the nmethod used to allocate and apportion
i nterest expenses for purposes of conputing each nenber's
taxabl e i nconme from sources w thout the United States.
First, petitioner seeks to apportion the interest expenses
of each nenber of its affiliated group using the asset
met hod described in section 1.861-8(e)(2)(v), Income Tax
Regs., for tax years 1982, 1983, and 1984, and using one

of the optional gross inconme nethods described by section
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1.861-8(e)(2)(vi), Inconme Tax Regs., for tax year 1986.
As nentioned above, petitioner had used one of the
optional gross incone nethods described by section 1.861-
8(e)(2)(vi), Incone Tax Regs., in apportioning interest
expenses on each of the subject returns. Respondent
concedes that petitioner is entitled to nmake this change,
as long as all nenbers joining the 1986 return use one of
t he optional gross inconme nethods described by section
1.861-8(e)(2)(vi), Income Tax Regs.

The second change sought by petitioner, the change
at the heart of the instant controversy, involves
petitioner's assertion that each nmenber's interest expense
to be allocated and apporti oned under section 1.861-
8(e)(2), Incone Tax Regs., for purposes of conputing the
overall limtation under section 904(a), is "net interest
expense", i.e., interest expense for the year |ess interest
i ncome but not |ess than zero, rather than gross interest
expense. Respondent asserts that this change is inproper.

To quantify petitioner's position, the follow ng
schedul e sets forth the interest expense incurred by each
menber of petitioner's affiliated group of corporations,
the interest incone earned by that nenber, and the net
i nterest expense of that nenber; i.e., interest expense

|l ess interest incone but not | ess than zero:
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I nt er est I nt er est
expense i ncone
$682, 931 $1, 379, 522
4,729, 086 1,512,776
4,072,539 1, 904, 855
1, 830, 136 1, 740, 970
1,627,381 1, 253, 296
1,983, 276 836, 661
794, 330 1, 285, 273
581, 235 13, 373
814, 727 1, 309, 988
3, 286, 585 2,639, 109
830, 407 1, 357, 133
47, 658 135, 470
37,115 82, 228
9, 970, 340 854, 008
143, 340 16, 205
46, 423 133,771
10, 809, 958 448, 677
50, 003 66, 869
3, 650, 045 99, 840
31, 066, 253 32,754, 418
65, 897 1,176, 482
46, 949 1,668,617
77,166, 614 52, 669, 541
I nt er est I nt er est
expense i ncone
$612, 220 $684, 172
4,736, 241 1,581, 401
4,084, 197 1,707, 485
1, 756, 214 1, 139, 007
714, 282 631, 498
504, 412 6, 765
736, 315 658, 732
3, 160, 356 1,489, 361
742,214 2,132,982
9, 849, 306 727, 159
208, 102 449, 738
10, 688, 995 855, 141
33, 963 704, 193
474, 700 569, 955
2,644,781 980, 197
1,444,639 246, 861
25, 667,812 37,161, 016
68, 058, 749 51, 725, 663

Net i nterest
expense

- 0-
$3, 216, 310

374,085
1, 146, 615

10, 361, 281
-0-

3, 550, 205
-0-
-0-
-0-

31, 364, 151

Net I nterest
expense

-0-
$3, 154, 840
2,376,712
617, 207
82,784
497, 647
77,583

1, 670, 995
-0-

9,122, 147
-0-

9, 833, 854
-0-
-0-

1, 664, 584

1,197,778
-0-

30, 296, 131
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I nt er est I nt er est Net i nterest
1984 expense i ncone expense
Kee Leasi ng Co. $408, 197 $10, 538 $397, 659
666 Leasi ng Co. 4,083, 327 2,209, 163 1,874, 164
670 Leasi ng Co. 1, 669, 360 1, 369, 504 299, 856
650 Leasi ng Co. 536, 038 715, 947 -0-
652 Leasi ng Co. 613, 066 671, 202 -0-
653 Leasi ng Co. 636, 635 704, 840 -0-
667 Leasi ng Co. 3,018, 359 1,611, 875 1, 406, 484
Sun Leasi ng Co. 4,689, 864 2,044, 830 2,645,034
NY Sun Shi ppi ng 9,712,823 532, 530 9, 180, 293
Phi | Sun Shi ppi ng 10, 551, 646 676, 120 9, 875, 526
Tropi ¢ Sun Shi ppi ng 644, 883 1, 040, 764 - 0-
Sun Transport, Inc. 3,091, 754 35, 223 3, 056, 531
Sun G| Trading Co. 12,114, 469 16, 303, 956 -0-
Sun Note Co. 25, 854, 099 33, 533, 894 -0-
North Sea O Co. 7,681, 288 2,196, 279 5, 485, 009
75, 305, 808 63, 656, 665 34, 220, 556
1 See p. 10, supra
I nt er est I nt er est Net i nterest
1986 expense i ncone expense
Kee Leasi ng Co. $213, 410 $9, 844 $203, 566
666 Leasi ng Co. 3,907, 731 736, 783 3,170, 948
670 Leasi ng Co. 1, 468, 580 540, 553 928, 027
650 Leasi ng Co. 404, 732 130, 367 274, 365
Sun Leasi ng Co. 4,532,004 834, 601 3,697, 403
M 11 creek Leasing Co. 435, 448 662, 752 - 0-
Tropi ¢ Sun Shi ppi ng 644, 829 1, 148,919 - 0-
Sun Transport, Inc. 2, 356, 829 646, 275 1, 710, 554
Sunoco Overseas, Inc. 211, 438 189, 663 21,775
Sun Refining & Mt., Inc. 44,588, 973 23,675, 379 20, 913, 594
Sun G| Trading Co. 549, 406 317,610 231, 796
Sun Co., Inc. 157, 687, 537 937, 176 156, 750, 361
Sun Gl Int. 7,190, 703 12, 824,523 -0-
North Sea O Co. 28, 050, 064 1,784,106 26, 265, 958
Claynont | nvestnment Co. 217,180, 793 505, 319, 941 -0-
469, 422, 477 549, 758, 492 214, 168, 347

Petitioner argues that it is entitled to use the anmount in
colum three of the above schedule, i.e., the net interest
expense of each nmenmber of its affiliated group, as the
starting point for allocating and apportioning that
menber's interest expense under section 1.861-8(e)(2),
| ncome Tax Regs.

The parties have stipulated the anmount of each
menber's interest expense to be allocated and apporti oned

to sources without the United States dependi ng upon whet her
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netting is or is not permtted. These stipulations are
summari zed in the appendix to this Opinion.

In the appendi x, each nenber's interest expense for
1982, 1983, and 1984 is apportioned to sources w thout the
United States in accordance with the asset nethod descri bed
by section 1.861-8(e)(2)(v), Inconme Tax Regs. The parties
have stipulated the ratio of each nenber's assets which
relates to activities and properties that generated foreign
source incone during each year. See generally sec. 1.861-
8(e)(2)(v), Incone Tax Regs. Using that asset ratio, the
anount of a nenber's interest expense to be apportioned to
sources without the United States is conputed, if netting
is not permtted, by nmultiplying the ratio and the nenber's
gross interest expense, or, if netting is permtted, by
mul tiplying the ratio and the nenber's net interest
expense.

In the appendi x, each nenber's interest expense for
1986 is apportioned to sources without the United States
in accordance with one of the optional gross incone nethods
descri bed by section 1.861-8(e)(2)(vi), Incone Tax Regs.
Ceneral |y, under that provision, assum ng certain condi-
tions are net, the deduction for interest is apportioned to
sources within or without the United States ratably on the

basis of a taxpayer's gross incone. See id.
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As shown in the appendi x, the parties have stipul ated
two sets of gross inconme ratios for 1986, one set to be
used assum ng that netting is not permtted and the other
set to be used assum ng that netting is permtted. The
anount of a nenber's interest expense to be apportioned to
sources without the United States is conputed, if netting
is not permtted, by multiplying the first gross incone
ratio and the nenber's gross interest expense, or, if
netting is permtted, by multiplying the second ratio
and the nenber's net interest expense. The appendi x has
two schedul es for 1986, one schedul e summari zi ng t he
apportionment of gross interest (i.e., no netting) and
one summari zi ng the apportionnent of net interest (i.e.,
netting).

It appears that in conputing the second set of gross
incone ratios for 1986, the ratios to be used if netting
is permtted, the parties have adjusted the gross incone of
each nenber by subtracting therefromthe anmount of i nterest
incone that is offset by interest expense. For exanple, in
the case of Kee Leasing Co., the first incone ratio of
12.94 percent, the ratio to be used in apportioning
interest if netting is not permtted, was conputed by
di vidi ng the conpany's gross inconme from sources w thout

the United States, $260, 455, by the conpany's gross incone,
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$2,013,345. On the other hand, the second incone ratio of
13 percent, the ratio to be used in apportioning interest
if netting is permtted, was conputed after the anount of
netted interest income, $9,844, was subtracted fromthe
conpany's gross incone, the denom nator of the fraction.
Thus, the second ratio of 13 percent was conputed by

di vi di ng $260, 455, the conpany's gross incone from sources
wi thout the United States, by $2,003,501, the conpany's
total gross incone |ess the anbunt of netted interest

($2, 013, 345 m nus $9, 844).

Simlar adjustnents were nade to the gross incone of
each of the other 14 nenbers of petitioner's affiliated
group for purposes of conputing the second gross inconme
ratio; i.e., the ratio to be used in conputing the interest
expense to be apportioned to sources without the United
States, assuming that netting is permtted.

Furthernore, in the case of one of the 15 nenbers of
petitioner's affiliated group of corporations, North Sea
Sun Gl Co., a simlar adjustnent was nade to the nunerator
of the fraction that constitutes the gross incone ratio.
That is, the interest incone earned by that conpany during
1986, $1, 784,106, was subtracted fromthe conpany's foreign
source gross inconme, $36,394,917, to arrive at $34,610, 811

the nunerator of the fraction. That anmount was divi ded
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by the excess of the conpany's total gross incone,
$36, 565, 327, over its interest incone, $1, 784,106, or
$34, 781,221, to arrive at the gross incone ratio of 99.51
per cent .

Thus, in conputing the second gross incone ratio for
North Sea Sun Ol Co. under section 1.861-8(e)(2)(vi),
| ncone Tax Regs., the ratio to be used if netting is
permtted, the interest inconme earned by North Sea Sun Q|
Co. during 1986 was subtracted from both the nunerator and
the denom nator of the fraction. The interest incone
earned during 1986 by each of the other 14 nenbers of
plaintiff's affiliated group was subtracted only fromthe
denom nator of the fraction in conputing the second gross
incone ratio for each of those conpanies. W infer from
this that the interest income earned by North Sea Sun G|
Co. in 1986 constituted gross incone from sources w thout
the United States, whereas the interest incone earned by
each of the other nenbers of petitioner's affiliated group
for 1986 constitutes gross inconme fromsources within the
United States.

The foll owm ng schedul e sunmari zes the revenue inpact
of the position of each of the parties with respect to the
subj ect issue. It shows, based upon the parties

stipulation, the aggregate interest expense apportioned to
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sources without the United States for each of the years in
i ssue as clained on petitioner's consolidated returns, the
aggregate interest expense to be apportioned to foreign
sources if there is no netting of interest expense and

i nterest incone, and the aggregate anmount to be so
apportioned if there is netting of interest expense and
interest income. The last columm of the schedul e shows the
di fference between the anount of interest to be apportioned
to sources without the United States, assum ng that there
is no netting, and the anmount of interest to be so

apportioned, assumng that there is netting:

I nterest expense allocated and apportioned to sources without the United States

Year Per return No netting Netting Di fference
1982 $55, 704, 104 $55, 155, 126 $17, 444, 643 $37, 710, 483
1983 50, 434, 920 47,362, 922 17, 200, 130 30, 162, 792
1984 54, 658, 298 50, 150, 909 19, 831, 268 30, 319, 641
1986 45, 205, 129 45,517,890 37,689, 610 7,828, 280

206, 002, 451 198, 186, 847 92, 165, 651 106, 021, 196

Thus, as shown above, if there is netting, then the
aggregate interest expense to be allocated and apporti oned
to sources without the United States in conputing the
overall limtation on petitioner's foreign tax credit under
section 904(a) would be substantially |less for each of the
4 years in issue than the interest expense to be allocated
and apportioned to sources without the United States if
there is no netting. This difference is $37, 710, 483,

$30, 162, 792, $30, 319, 641, and $7, 828,280, for the years in
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i ssue, respectively. Thus, the effect of netting would be
to substantially increase petitioner's incone from sources
w thout the United States, the nunerator of the limting
fraction under section 904(a), and to substantially
i ncrease the anount of petitioner's foreign tax credit for
each of the years in issue.

Both parties rely on the regul ati ons promnul gated under
the source rules, viz sections 861 through 864, especially
section 1.861-8(e)(2), Inconme Tax Regs., to support their
position that netting is permtted or that netting is not
permtted. Petitioner does not contend that the
regul ations are contrary to the statute or unlawful in
any respect. Therefore, as presented by the parties, the
issue in this case is whether the netting of interest
incone and interest expense is permtted by the regul ati ons
pronul gat ed under sections 861 through 864, principally
section 1.861-8(e)(2), Inconme Tax Regs., that were in
effect during the years 1982, 1983, 1983, and 1986,
generally referred to herein as the subject regul ations.

At the outset, we note that the principal regul ation
at issue in this case, section 1.861-8(e)(2), Incone Tax
Regs., was adopted on January 3, 1977, effective for

t axabl e years begi nning after Decenber 31, 1976
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(hereinafter referred to as the 1977 Regul ation).
42 Fed. Reg. 1197 (Jan. 6, 1977).

In 1988, the Secretary of the Treasury issued
tenporary regul ations dealing with the allocation and
apportionnment of interest expense and certain other
expenses for purposes of the foreign tax credit rules and
certain other international tax provisions to reflect the
revisions to those rules nmade by the passage of the Tax
Ref orm Act of 1986, Pub. L. 99-514, sec. 1215, 100 Stat.
2544. Section 1.861-9T(a), Tenporary Incone Tax Regs.,

53 Fed. Reg. 35477 (Sept. 14, 1988), superseded the 1977
regul ation for years begi nning after Decenber 31, 1986.
Section 1.861-9T(a) contains virtually the sanme | anguage
found in section 1.861-8(e)(2)(i) and (ii) regarding the
al l ocations and apportionnent of interest expenses. In
addition, section 1.861-9T(a), Tenporary Incone Tax Regs.,
supra, explicitly provides that "the terminterest refers

to the gross anpbunt of interest expense incurred by a

taxpayer in a given year." (Enphasis added.) Therefore,
the 1988 tenporary regulation explicitly prohibits netting
for tax years beginning after Decenber 31, 1986. The 1988
tenporary regul ati ons were not given retroactive effect

and thus do not apply to the years in issue in this case.
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See sec. 1.861-8T(h), Tenporary Incone Tax Regs., 53 Fed.
Reg. 35477 (Sept. 14, 1988).

We do not agree with petitioner's contention that,
by promul gating the new rules w thout retroactive effect,
the Secretary of the Treasury indicated "that the express
restrictive |language requiring the use of gross interest
expense for purposes of allocation and apportionnment was
i ntended as a change, rather than a clarification, of prior
law.” To the contrary, the 1988 tenporary regul ations,
i ncludi ng section 1.861-9T(a), Tenporary |Incone Tax Regs.,
supra, were pronulgated to reflect the revisions made by
the Tax Reform Act of 1986, including the enactnent of
section 864(e), which substantially changed sone of the
rules for the allocation and apportionnent of interest
expenses. These new provisions were nmade effective, for
the nost part, for tax years begi nning after Decenber 31
1986. Tax Reform Act of 1986, Pub. L. 99-514, sec.
1215(c) (1), 100 Stat. 2545. It was appropriate to nmake
the regul ations reflecting those changes effective at the
sane tinme. In these circunstances, we do not believe that
promul gating the new rules without retroactive effect
suggests that the sentence in section 1.861-9T(a),
Tenporary | ncone Tax Regs., supra, quoted above, containing

the words, "the gross anount of interest expense", was
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i ntended as a change, rather than a clarification, of prior
I aw.

The subject regulations are intended to be used in
conjunction with certain "operative sections" of the Code
which require the determ nation of the taxable inconme of
t he taxpayer from specific sources or activities. See
sec. 1.861-8(f)(1), Inconme Tax Regs. The overal
[imtation on the foreign tax credit provided in section
904(a) is one such operative section. See id.

Under the subject regulations, the first step in
determ ning a taxpayer's taxable inconme froma particular
source or activity is to categorize the taxpayer's gross
incone into different groupings. See sec. 1.861-8(a)(1),
(2), (4), Income Tax Regs. The regulations use the term
"statutory grouping of gross incone" to nean the gross
income froma specific source or activity which nust first
be determned in order to arrive at taxable inconme from
such specific source or activity under an operative
section. Sec. 1.861-8(a)(4), Incone Tax Regs. &G oss
income fromother sources or activities is referred to
as the "residual grouping of gross incone". 1d.

The overall limtation of section 904(a), the
operative section in this case, requires the taxpayer to

determ ne taxable inconme fromsources wi thout the United
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States. Thus, the "statutory grouping of gross incone" in
this case is gross incone fromsources w thout the United
States and the "residual grouping of gross inconme" is gross
income fromsources within the United States. See sec.
1.861-8(a)(4), (f)(1), Incone Tax Regs.

The term "gross incone fromsources wi thout the United
States", the statutory grouping of gross incone in this
case, consists of those itens of gross incone specified in
section 862(a), plus the itens of gross incone allocated
or apportioned to such sources in accordance with section
863(a). Sec. 1.861-1(a)(2), Incone Tax Regs. Simlarly,
"gross incone fromsources within the United States”, the
resi dual grouping of gross incone in this case, consists
of those itens of gross incone specified in section 861(a),
plus the itens of gross incone allocated or apportioned
to such sources in accordance with section 863(a). Sec.
1.861-1(a) (1), Income Tax Regs.

For exanple, in the case of interest inconme, section
861(a)(1l) provides that, as a general rule, the interest
on bonds, notes, or other interest-bearing obligations of
residents of the United States, corporate or otherw se,
shall be treated as inconme fromsources within the United
States. See sec. 1.861-2(a), Incone Tax Regs. Section

862(a) (1) provides that interest incone other than that
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derived fromsources within the United States shall be
treated as incone fromsources wthout the United States.
See sec. 1.862-1(a)(1)(i), Inconme Tax Regs.

The record in the instant case does not expressly
provi de the source of the interest incone earned by any
menber of petitioner's affiliated group of corporations
during any of the years in issue. Nevertheless, we infer
that the interest inconme of petitioner's affiliated
corporations, for the nost part, would be treated under
the source rules as U. S. source income. Oherwise, if the
interest income of petitioner's affiliated corporations
were treated as foreign source incone, then, in each case,
the interest inconme would be included in the nunerator of
the limting fraction under section 904(a) and woul d of fset
the interest expenses in that grouping. Thus, if the
interest income of petitioner's affiliated corporations
were foreign source incone, netting would have little or no
i npact on the amount of foreign tax credit. This inference
is confirmed in the case of the interest inconme earned by
the nmenbers of petitioner's group for 1986, as discussed
above.

After finding the source of each itemof the
t axpayer's gross inconme and grouping the itens of gross

incone into the statutory and residual groupings, the next
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step in determ ning taxable incone froma specific source
or activity is to allocate and apportion the taxpayer's
"expenses, |osses, and other deductions” to each of the
groupi ngs of gross incone. Sec. 1.861-8(a)(2), (b), and
(c), Income Tax Regs. Taxable inconme froma particular
source or activity is the difference between the aggregate
itens of gross inconme in that grouping and the sum of the
expenses, |osses, and other deductions that are properly
al l ocated and apportioned thereto, and a ratable portion
of any expenses, |osses, or other deductions that cannot
definitely be allocated to an itemor class of gross
i ncone. See secs. 861(b), 862(b); secs. 1.861-1, 1.861-
8(a)(1), Incone Tax Regs.

The regul ations provide rules of general applicability
governing the allocation and apportionnent of expenses,
| osses, and ot her deductions, see sec. 1.861-8(a), (b),
(c), and (d), Incone Tax Regs., as well as rules governing
the allocation and apportionnment of specific deductions,
see sec. 1.861-8(e)(2) through (11), Incone Tax Regs.
Specific rules for the allocation and apportionnent of
i nterest expense are provided in section 1.861-8(e), |ncone
Tax Regs.

The principal rule of general applicability is that a

t axpayer's expenses, |osses, and other deductions are to be
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allocated to the "class of gross incone" to which each
deduction is "definitely related". Sec. 1.861-8(a)(3),
(b)(1), Income Tax Regs. A deduction is considered
definitely related to a class of gross incone if it is
incurred as a result of, or incident to, an activity or
in connection with property from which such class of gross
inconme is derived and, thus, the deduction bears a factual
relationship to the class of gross inconme. Sec. 1.861-
8(b)(1) and (2), Inconme Tax Regs. C asses of gross inconme
are not predeterm ned but nust be determ ned on the basis
of the deductions to be allocated. Sec. 1.861-8(b)(1),
| ncone Tax Regs. They nmay consist of one or nore itens of
gross incone enunerated in section 61, such as conpensation
for services, gross inconme derived from busi ness, gains
derived fromdealings in property, interest, rents,
royalties, dividends, etc. Sec. 1.861-8(a)(3), (b)(1),
| ncome Tax Regs.

I f a deduction is definitely related to a class of
gross incone that is included in nore than one grouping of
gross incone, or if the deduction is definitely related to
all of the taxpayer's gross incone, then the regul ations
further provide that the deduction shall be apportioned "by
attributing the deduction to gross inconme (within the class

to which the deduction has been allocated) which is in the
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statutory grouping or in each of the statutory groupings
and to gross incone (wWwthin the class) which is in the
residual grouping." Sec. 1.861-8(c)(1), Incone Tax Regs.
This attribution nust reflect to a reasonably cl ose extent
the factual relationship between the deduction and the
groupi ng of gross inconme. See id. The method of
apportionnment for a particul ar deduction can take into
consi deration various bases and factors, such as a
conparison of units sold attributable to the statutory
grouping and to the residual grouping, a conparison of
t he anobunt of gross sales or receipts, a conparison of the
costs of goods sold, a conparison of profit contribution,
a conparison of expenses incurred, assets used, salaries
pai d, space utilized, and tine spent which are attributable
to the activities or properties giving rise to the class of
gross incone, and a conparison of the anmount of gross
inconme in the statutory grouping with the amount in the
residual grouping. See id.

Finally, if the deduction is not definitely related to
any gross incone, then the regulations provide that it is
to be apportioned ratably between the statutory grouping
and (or anong the statutory groupings) and the residual

grouping in proportion to the anmount of gross incone in
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each grouping. See sec. 1.861-8(b)(5), (c)(2), Incone
Tax Regs.

Thus, under the rules of general applicability, the
approach of the regulations, with several exceptions, is
that every deduction has a definite factual relationship to
a particular class of gross incone which constitutes |ess
than all of the taxpayer's gross inconme. Based upon that
approach, the rules of general applicability require each
deduction to be allocated to the related class of gross
i ncone and to be apportioned, on sonme reasonable basis, to
the statutory and residual groupings of gross incone.

The regul ations take a different approach in the
specific rules governing the allocation and apportionnment
of interest expenses, set forth in section 1.861-8(e)(2),
| ncone Tax Regs. The regul ations describe this approach
as follows:

(2) Interest— (i) 1In general. The nethod

of allocation and apportionnent for interest set

forth in this paragraph (e)(2) is based on the

approach that noney is fungi ble and that interest
expense is attributable to all activities and
property regardl ess of any specific purposes for
incurring an obligation on which interest is

paid. This approach recogni zes that al

activities and property require funds and that

managenent has a great deal of flexibility as to

the source and use of funds. Normally, creditors

of a taxpayer subject the noney advanced to the

taxpayer to the risk of the taxpayer's entire
activities and |l ook to the general credit of the
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t axpayer for paynent of the debt. Wen noney is
borrowed for a specific purpose, such borrow ng
will generally free other funds for other
purposes and it is reasonable under this approach
to attribute part of the cost of borrowng to
such ot her purposes. For the nethod of

determ ning the interest deduction allowed to
forei gn corporations under section 882(c), see
sec. 1.882-5. [Sec. 1.861-8(e)(2)(i), Inconme Tax
Regs. |

This is the provision of the regulations on which
petitioner principally relies, sec. 1.861-8(e)(2)(i),
| ncone Tax Regs. Based on the above approach, the
regul ati ons provide as follows:

t he aggregate of deductions for interest shal

be considered related to all income producing

activities and properties of the taxpayer and,

thus, allocable to all the gross incone which

t he inconme producing activities and properties

of the taxpayer generate, have generated, or

coul d reasonably have been expected to generate.

[ Sec. 1.861-8(e)(2)(ii), Income Tax Regs.]

After stating the general rule in section 1.861-
8(e)(2)(i), Incone Tax Regs., that interest expense is
"allocable to all gross incone" of the taxpayer, the
regul ations provide various nmethods to apportion the
taxpayer's interest expense between the statutory
groupi ng of gross inconme (or anong the statutory groupings

of gross incone) and the residual grouping. See sec.

1.861-8(e)(2)(v) and (vi), Incone Tax Regs. Under the
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"asset nethod", the deduction for interest is apportioned,
generally, in accordance with the value (book value or fair
mar ket val ue) of the assets utilized or invested in the
activity or property. See sec. 1.861-8(e)(2)(v), Incone
Tax Regs. This is the nmethod that petitioner wi shes to use
for tax years 1982, 1983, and 1984, as nentioned above.
Under the "optional gross incone nethods", the deduction
for interest is apportioned, generally, on the basis of the
gross incone in the statutory grouping or groupings and in
the residual grouping. Sec. 1.861-8(e)(2)(vi), Incone Tax
Regs. This is the nmethod that petitioner w shes to use for
tax year 1986, as nentioned above.

Significantly, the regul ati ons provi de an exception
that applies in the case of interest incurred specifically
to purchase specific property. See sec. 1.861-8(e)(2)

(tv), Income Tax Regs. In that case, the interest is
treated as definitely related to the gross incone derived
fromthe property and is apportioned accordingly. See id.
In order for this exception to apply, certain facts and

ci rcunst ances enunerated in the regul ati ons nust be found.
These include the fact that the indebtedness was incurred
to purchase the specific property, the fact that the
proceeds of the |oan were actually applied to that purpose,

the fact that the property is the only security for the
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| oan, the fact that the return (cashflow) on or fromthe
property will be sufficient to satisfy the paynents under
the loan, and the fact that the | oan agreenents pl ace
restrictions on the disposal or use of the property. See
id.

Were it is found that an interest deduction is
definitely related solely to specific property, the
i nterest deductions are allocated solely to the gross
i ncone derived fromthe specific property. See sec. 1.861-
8(e)(2)(iv)(B), Incone Tax Regs. Thus, the inconme fromthe
specific property is placed in a grouping of gross incone
in accordance with the usual rules for sourcing gross
i ncone, see secs. 1.861-2 through 1.861-7, Incone Tax
Regs., and the interest deduction is directly allocated to
such gross incone, see sec. 1.861-8(e)(2)(iv)(B), Incone
Tax Regs.

Finally, in the case of nonbusiness interest, such
as interest paid by an individual on a nortgage on his
personal residence, the interest is treated as not
definitely related to any class of gross incone, see sec.
1.861-8(b)(5), (c)(2), Incone Tax Regs., and is apportioned
ratably between the statutory grouping (or anong the

statutory groupings) and the residual grouping in
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proportion to the anmount of gross incone in each grouping,
see sec. 1.861-8(e)(2)(iii), Inconme Tax Regs.

Petitioner argues that, under the version of the
section 861 regulations in effect during the years in
issue, it "may allocate and apportion net interest, rather
than gross, interest expense" in calculating taxable incone
fromsources without the United states for purposes of
section 904(a). Petitioner's position is based on its
readi ng of section 1.861-8(e)(2)(i), Incone Tax Regs.,
whi ch is quoted above. Petitioner enphasizes that section
1.861-8(e)(2)(i), Inconme Tax Regs., states, in general,
that the nmethod of allocation and apportionnent for
interest is based on the approach that "noney is fungi bl e",

and recogni zes that "all activities and property require
funds" and that "managenent has a great deal of flexibility
as to the source and use of funds." 1d. Petitioner notes

that the regulation refers to "interest" as "the cost of
borrowi ng" in the context of "the fungibility of noney".
Based t hereon, petitioner argues that the | anguage of the
regul ation "raises a contextual ambiguity with respect to
the precise definition of "interest' and 'the cost of

borrowing'." According to petitioner, the term"interest"
can nmean either net interest or gross interest, depending

on the context. Petitioner argues that, in the context of



- 37 -
t he subject regulation which is based upon the fungibility
of noney approach, and, absent an express rule to the
contrary, the term"interest" should be recognized to nean
net interest expense; i.e., gross interest expense |less
i nterest incone.

Petitioner asserts that the following "sinplified
exanpl e", denonstrates that recognizing "interest" or "the
cost of borrow ng" as net interest expense, inplenents the
fungibility of noney principle:

Assunme * * * that a business needs $800, 000,

and has $1 mllion in short-terminstrunments

bearing interest at 10 percent per year, and the

capacity to borrow funds with no fees and at 10

percent per year. The business can obtain the

$800, 000 by reducing its holding of short-term

interest bearing instrunents or by borrow ng.

Ei t her choice has exactly the sanme effect on the

net income of the business. |If the business

borrows, interest expense will increase by

$80, 000 per year; if the business sells the

instrunments, interest income will decrease by

$80, 000 per year.

Petitioner argues that the two sources of funds in the
above exanple, incurring debt and selling short-term

i nterest bearing assets, are fungible and should be treated
as fungi bl e under the source rules, as would take place by
recogni zing interest as net interest expense. Petitioner

al so argues that "a corollary to the fungibility of these

two sources of funds is the fact that reduced interest
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income is essentially equivalent to increased interest
expense. "

Petitioner gives the follow ng variation of the above
exanple to illustrate its position that taxpayers in the
sanme econom c situation should be treated the sane by
interpreting "interest" and "cost of borrow ng", as used
in section 1.861-8(e)(2)(i), Income Tax Regs., to nean net
i nterest:

Suppose business A has an i medi ate need of

$800, 000 and uncertain future needs, and a line

of credit of $1 mllion at 10 percent, and

i medi ately draws $800, 000 on the line of credit.

The interest expenses on the $800, 000 woul d be

$80, 000, rather than $100,000. In contrast,

busi ness B has a substantially identical need of

$800, 000 i nmedi ately and uncertain future needs,

but has no Iine of credit. So, business B

obtains a loan froma bank for $1 mllion and

i nvests the surplus $200,000 in short-term

instrunments bearing 10 percent. Al though

busi ness B's gross interest expense would be

$100, 000, its cost of borrow ng woul d be best

descri bed as $80, 000 ($100, 000- $20, 000) .

Petitioner argues that in the context of section 1.861-
8(e)(2), Incone Tax Regs., which is based upon the
"fungibility of noney" and managenent's "flexibility as to
sources of funds", the two firns in the above exanple are
in the same econom ¢ situation and the cost of borrow ng

incurred by both firnms should be treated the sane, as would

take place by recogni zing interest as net interest expense.
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Petitioner relies heavily on the OQpinion of this Court

in Bowater, Inc., & Subs. v. Commi ssioner, 101 T.C. 207

(1993), revd. 108 F.3d 12 (2d Cr. 1997), involving the
sanme issue, viz, whether a taxpayer may offset interest
income and interest expense in determning the amount of
the interest deduction to be allocated and apporti oned
under section 1.861-8(e)(2), Income Tax Regs. [In that
case, the issue arose in the context of computing the
conbi ned taxable incone (CTlI) of the taxpayer and its
donestic international sales corporation (D SC
attributable to qualified export receipts derived fromthe

sale by the D SC of export property. See Bowater, Inc.,

& Subs. v. Conm ssioner, supra. Generally, in conputing

CTl attributable to qualified export receipts, expenses are
to be allocated and apportioned in a manner consistent with
the rules set forth in section 1.861-8, |Incone Tax Regs.

Sec. 1.994-1(c)(6)(iii), Inconme Tax Regs. |n Bowater

Inc., & Subs. v. Conmi ssioner, supra, we held that interest

expenses can be offset by interest incone before the
net interest expense is apportioned under section 1.861-
8(e)(2), Incone Tax Regs. 1d.

Petitioner argues that we should foll ow Bowater, Inc.,

& Subs. v. Conmi ssioner, supra, in the instant case, as we

have on two prior occasions, Coca Cola Co. v. Conm ssioner,
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106 T.C. 1, 6 (1996), and Conputervision Intl. Corp. v.

Conmi ssioner, T.C. Menp. 1996-131, vacated and renmanded

164 F.3d 73 (1st Cr. 1999). Petitioner also argues that
we should reject the "faulty" reasoning of the Court of
Appeal s for the Second Circuit in its opinion reversing

this Court's Bowater, Inc. opinion. See Bowater, Inc.,

& Subs. v. Conmi ssioner, 108 F.3d 12 (2d Gr. 1997).

Respondent argues that the subject regul ations are not
anbi guous. To the contrary, respondent states that the
"pl ai n | anguage of the Regul ati ons" pronul gated under
section 861 "[nmandates] the apportionnment of interest
expense anong all inconme producing activities, including
those that generate interest inconme, and [rejects] the
‘netting’ of interest expense and interest incone".
Respondent argues that this is made clear by tw exanpl es
in the regul ations, Exanples (1) and (24) of section
1.861-8(g), Income Tax Regs., in which "'gross' interest
expense, i.e., wthout reduction for interest incone, [isS
apportioned] anong each of the hypothetical taxpayer's
i ncome producing activities, including those that generate
interest incone.” Respondent al so argues that petitioner
m sinterprets "the Regulation's fungibility concept”.
Finally, respondent argues that petitioner's position

ignores the fact that the regul ations pronul gated under
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section 861 apportion "deductions” which, in the case of

i nterest expenses neans the anount deducti bl e under section
163. In this connection, respondent points out that
section 1.861-8(a)(2), Inconme Tax Regs., is headed

"Al l ocation and apportionnent of deductions in general”

and that "there is nothing in the Regul ati ons suggesting
that the word 'deduction' should be defined differently
under Treas. Reg. 81.861-8 than el sewhere in the Internal
Revenue Code."

We disagree with petitioner that the | anguage of
section 1.861-8(e)(2)(i), Inconme Tax Regs., "raises a
contextual anbiguity with respect to the precise
definition of the terns 'interest expense' and 'the cost
of borrowing.'" W also disagree that those terns were
i ntended, or can be interpreted in the context of section
1.861-8(e)(2), Income Tax Regs., to refer to "net interest
expense." In our view, the allocation and apportionnent
of net interest expense under section 1.861-8(e)(2), Incone
Tax Regs., is not permtted by the regulations; it would
subvert the operation of the source rules, and it woul d
|l ead to incongruous and erroneous results.

We believe that petitioner m sconstrues section 1.861-
8(e)(2)(i), Incone Tax Regs., and finds an anbiguity where

none exists. As discussed above, the rul es of general
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applicability for the allocation and apporti onnent of
expenses, | osses, and ot her deductions, set forth in
section 1.861-8(a), (b), and (c), Incone Tax Regs., are
based on the approach that an expense, |oss, or other
deduction should be allocated to a class of incone,
conposed of less than the taxpayer's entire gross incone,
as to which the deduction bears a factual relationship,
and then, if necessary, apportioned between or anong the
statutory and residual groupings of gross incone. See sec.
1.861-8(a), (b), and (c), Incone Tax Regs. On the other
hand, the rules that specifically govern the allocation
and apportionnent of interest expenses, with two [imted
exceptions, take the approach that interest expenses are
related to all incone-producing activities and properties
of the taxpayer and thus are allocable to all of the
taxpayer's gross inconme. See sec. 1.861-8(e)(2)(i) and
(i1), I'nconme Tax Regs.

The regul ations state that the different approach
for allocating interest expenses is based on the fact
that "noney is fungible and that interest expense is
attributable to all activities and property regardl ess of
any specific purpose for incurring an obligation on which
interest is paid." Sec. 1.861-8(e)(2)(i), Incone Tax Regs.

Thus, the regul ati ons use the phrase "noney is fungi bl e"
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in section 1.861-8(e)(2)(i), Income Tax Regs., sinply to
explain why the rules specifically dealing with interest
expenses allocate interest expenses to all of the
taxpayer's gross income, whereas the rules of general
applicability treat other deductions as related to one
or nore classes of incone.

In order to facilitate our discussion of the
positions of the parties, it is helpful to reviewthe
foll owi ng exanple. Assune that during the year a taxpayer
a donestic corporation, had gross operating inconme from
donestic sal es of $800, 000, gross operating income from
foreign sal es of $500, 000, operating expenses of $300, 000
attributable to donestic sales, and operating expenses of
$200, 000 attributable to foreign sales. Assune further
that, during the sane year, the taxpayer realized interest
incone fromU. S. sources of $200,000 and interest expense
of $375,000. Finally, assune that the ratio of the val ue
of the assets which relate to activities and properties
t hat generate foreign source incone to the value of al
of the taxpayer's assets is the sane as the ratio of the
t axpayer's gross incone fromforeign sources to total gross
i ncone. Based upon these facts, the conputation of the
t axpayer's taxable incone fromU. S. and foreign sources,

assum ng that netting is not permtted, and the proportion
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of each to the taxpayer's entire taxable incone, as

contenpl ated by section 904(a),

schedul e:

No netting
Gross i ncone

Qperating i ncone
I nterest incone

Tot al
Gross incone ratio

Expenses
Qper ati ng expenses
I nt erest expense
Tot al
Taxabl e i ncone

Section 904(a) ratio

Petitioner's position,

(i), Income Tax Regs.,

Tot al

$1, 300, 000
200, 000

1, 500, 000

100%

500, 000
375, 000
875, 000

625, 000

100%

i nterest expense wth interest

U.S. source

are shown in the foll ow ng

For ei gn source

$800, 000
200, 000

1, 000, 000
66. 67%

300, 000
250, 000
550, 000

450, 000

2%

i nconme before "net

$500, 000
-0-

500, 000
33.33%

200, 000
125, 000
325, 000
175, 000

28%

is that section 1.861-8(e)(2)
permts a taxpayer to offset

i nt er est

expense" is allocated and apportioned under section 1.861-

8(e)(2), Incone Tax Regs.,

gross incone for

t axabl e i ncone in each grouping.

position, the conputation of the taxpayer's taxable inconme

fromU. S. and foreign sources,

to the taxpayer's entire taxable incone as contenpl ated by

to the different groupings of
pur poses of conputing the taxpayer's

Based on petitioner's

and the proportion of each

section 904(a), are shown in the foll ow ng schedul e:
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Wth netting Tot al U.S. source For ei gn source
Gross i ncone
Qperating i ncone $1, 300, 000 $800, 000 $500, 000
I nterest incone - 0- - 0- - 0-
Tot al 1, 300, 000 800, 000 500, 000
Gross incone ratio 100% 61. 54% 38. 46%
Expenses
Qper ati ng expenses 500, 000 300, 000 200, 000
I nt erest expense 175, 000 107,692 67, 308
Tot al 675, 000 407, 692 267, 308
Taxabl e i ncone 625, 000 392, 308 232,692
Sec. 904(a) ratio 100% 62. 7692% 37.2308%

Thus, in this exanple, the netting of interest expense and
interest incone has the effect of increasing, from 28
percent to 37.23 percent, the proportion of the taxpayer's
t axabl e i ncome, $625,000, that is attributable to foreign
sour ces.

There are several consequences of netting that should
be noted. First, in order for the netting conputation to
arrive at the taxpayer's correct taxable incone, i.e.,
$625, 000 in the above exanple, the taxpayer's total gross
i ncone nust be reduced by the anobunt of interest inconme
that is offset against interest expense. This adjustnent
IS necessary because only net interest expense is allocated
and apportioned to the statutory grouping (i.e., foreign
source) and the residual grouping (i.e., United States
source) under section 1.861-8(e)(2), Incone Tax Regs.
Accordi ngly, the aggregate deductions used in the netting

conputation are | ess than actual aggregate deducti ons.
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Thus, taxpayer's taxable incone, i.e., the difference
bet ween the gross incone in both groupings and the
aggregat e expenses all ocated and apportioned thereto, wl|l
be overstated, unless the taxpayer's total gross incone is
reduced by the anobunt of interest incone that was offset.
Conti nui ng the above exanple, if interest expense and
interest incone are netted for purposes of allocating
i nterest expenses but the anobunt of interest incone offset
by netting is not renoved fromthe taxpayer's gross incone,
then the conputation contenplated by section 904(a) would

be as foll ows:

Wth netting Tot al U.S. source For ei gn source
Gross i ncone
Qperating i ncone $1, 300, 000 $800, 000 $500, 000
I nterest incone 200, 000 200, 000 - 0-
Tot al 1, 500, 000 1, 000, 000 500, 000
Gross incone ratio 100% 66.67% 33.33%
Expenses
Oper ati ng expenses 500, 000 300, 000 200, 000
I nt erest expense 175, 000 116, 667 58, 333
Tot al 675, 000 416, 667 258, 333
Taxabl e i ncone 825, 000 583, 333 241, 667
Sec. 904(a) ratio 1132% 193. 3333% 138. 6667%

! Based upon taxabl e incone of $625, 000.

Thus, as illustrated above, if the taxpayer's gross incone
is not reduced, then the taxpayer's taxable incone,

$625, 000, woul d be overstated by the anobunt of the interest
income that is offset by interest expense, $200,000, and

the section 904(a) ratio would not be based upon the



- 47 -

taxpayer's "entire taxable inconme for the sane taxable
year". Sec. 904(a). This raises a question about where in
the regulations is there authority to reduce "gross incone"
by the anmount of netted interest.

Second, an equally inportant consequence of netting is
the fact that it increases the ratio under section 904(a),
and thus increases the anount of foreign tax credit, only
to the extent that the interest inconme that is absorbed by
i nterest expense in the netting process is fromU.S.
sources. To the extent that a relatively greater anount of
the interest incone absorbed in the netting process is from
foreign sources, then netting produces a |ower ratio under
section 904(a) than not netting.

In the above exanple, we assuned that all of the
interest incone, $200,000, was fromU.S. sources. In that
case, the section 904(a) ratio conputed wi thout netting was
28 percent but was increased to 37.23 percent by netting.
On the other hand, if we assunme that the interest incone is
entirely fromforeign sources, then the section 904(a)

ratio, without netting, is 52 percent, conputed as foll ows:
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No netting Tot al U.S. source For ei gn source
Gross i ncone
Qperating i ncone $1, 300, 000 $800, 000 $500, 000
I nterest incone 200, 000 - 0- 200, 000
Tot al 1, 500, 000 800, 000 700, 000
Gross incone ratio 100% 53.33% 46.67%
Expenses
Qper ati ng expenses 500, 000 300, 000 200, 000
I nt erest expense 375, 000 200, 000 175, 000
Tot al 875, 000 500, 000 375, 000
Taxabl e i ncone 625, 000 300, 000 325, 000
Sec. 904(a) ratio 100% 48% 52%

If interest expense and interest incone are netted,
however, the ratio is reduced to 37.23 percent. Thus, even
t hough the taxpayer received all of his interest incone
fromforeign sources under the regulations dealing with
interest income, sec. 1.861-2, Incone Tax Regs., netting
di sregards the source of the interest incone that is
absorbed by interest expenses and causes the taxpayer to
obtain the sane foreign tax credit as another taxpayer who
realized interest incone entirely fromU. S. sources. This
exanpl e denonstrates that the netting of interest expense
and interest income which petitioner argues arises from
section 1.861-8(e)(2)(i), Income Tax Regs., fails to take
into account the source of the interest incone, and it
causes interest inconme fromentirely different sources to

be treated the sane.
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In our view, petitioner's position that it "may
al l ocate and apportion net, rather than gross, interest
expense under section 1.861-8(e)(2), Incone Tax Regs." is
forecl osed by the | anguage of that regulation. Section
1.861-8(e)(2)(ii), Income Tax Regs., provides that "the
aggregate of deductions for interest” are allocable to
"all the gross incone" of the taxpayer for the year. As we
read it, section 1.861-8(e)(2)(ii), Incone Tax Regs., thus
directs that the gross anount of the taxpayer's interest
deductions, i.e., the aggregate of deductions for interest,
be allocated to all of the taxpayer's gross incone. In
effect, section 1.861-8(e)(2)(ii), Inconme Tax Regs.,
forecl oses petitioner's position that net interest expense,
i.e., less than "the aggregate of deduction for interest",
can be allocated to less than "all of the taxpayer's gross
i ncone", i.e., the excess of the taxpayer's gross incone
over the portion of the taxpayer's interest inconme that is
of fset by interest expenses.

Furthernore, petitioner's position that it "may
al l ocate and apportion net, rather than gross, interest
expense" is foreclosed by sections 861(a)(1), 862(a)(1l),
and the regul ati ons pronul gated t hereunder, including

sections 1.861-2(a) and 1.862-1(a), Incone Tax Regs. Those
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provi sions define "gross income fromsources within the
United States" and "gross incone from sources w thout the
United States” to include all of the interest income earned
by the taxpayer during the taxable year. Secs. 1.861-2(a),
1.862-1(a), Income Tax Regs. In conputing gross incone
fromsources within and without the United States, neither
the statute nor the regul ations contenpl ate that the
portion of the taxpayer's gross incone consisting of
interest income for the year will be reduced or entirely
of fset by interest expenses.

As shown in the hypothetical exanple discussed above,
such a reduction of the anobunt of the taxpayer's gross
i ncone woul d be necessary in a netting conputation.
O herwi se, the conputation would overstate the taxpayer's
taxabl e inconme for the year by the interest incone that
is offset by interest expense. The adjustnent to gross
i ncone that would be necessary is depicted in the
conputation set forth in the hypothetical discussed above.
It is simlar to the adjustnent that the parties nade in
conputing the taxpayer's interest expense for 1986 as shown
in the appendi x.

Mor eover, petitioner's position that it is entitled to

all ocate net interest expense under section 1.861-8(e)(2),
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I ncone Tax Regs., neans that the taxpayer's interest
incone, to the extent that it is offset by interest
expense, is not included in the groupings of gross incone,
i.e. gross inconme fromsources within and w thout the
United States, contrary to sections 861(a)(1) and
862(a)(1l). Sec. 861(a)(1). Thus, in our view, interest
netting woul d subvert the operation of the source rules.

Cenerally, as discussed above, the source rules
operate by assigning itens of gross incone to different
groupi ngs of gross incone, such as incone from sources
within and without the United States, in accordance with
standards set out in the statute, and by allocating and
apportioning the taxpayer's expenses, |osses, and other
deductions to the different groupings. |Itens of gross
i ncone that constitute interest are assigned to groupings
of gross incone fromsources within and without the United
States generally in accordance with the residence of the
payor. See sec. 1.861-2, Incone Tax Regs.

Under interest netting, interest incone is offset by
i nterest expense and only net interest expense is allocated
and apportioned under the source rules. In effect, the
source of the interest incone that is offset is not taken

into account in the groupings of gross inconme and taxable
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i ncone, as contenplated under the source rules. Netting
woul d, thus, subvert the operation of those rules.

Netting would also lead to the incongruous and
erroneous results depicted in the hypothetical exanple
di scussed above in which a taxpayer who realized interest
income entirely fromforeign sources is treated the sane as
a taxpayer who realized the sane interest incone entirely
fromUnited States sources. As discussed above, to the
extent that a relatively greater anount of interest incone
absorbed in the netting process is fromforeign sources,
then netting actually produces a | ower taxable incone from
foreign sources than not netting.

As nentioned above, the issue in this case was first
decided in connection with the 1977 Regul ations, in

Bowater, Inc., & Subs. v. Conmmi ssioner, 101 T.C 207

(1993). In light of the opinion of the U S. Court of

Appeal s for the Second Circuit reversing our opinion in

Bowater, Inc., it is appropriate to reconsider our Bowater
Inc. opinion. It is also appropriate to reconsider
Bowater, Inc., in light of the opinion of the U S Court
of Appeals for the Fifth Crcuit in Dresser Indus., Inc.

V. United States, 238 F.3d 603 (5th Cir. 2001), in which

that court holds that interest netting is not permtted
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under section 1.861-8(e)(2), Inconme Tax Regs. In this

connection, we note that our opinion in Bowater, Inc.,

in part, had relied upon the reasoning of a prior opinion
of the U S. Court of Appeals for the Fifth Grcuit
i nvol ving the predecessor of the 1977 regul ati on, Dresser

Indus., Inc. v. Conmm ssioner, 911 F.2d 1128 (5th G

1990), revg. 92 T.C 1276 (1989). Follow ng our

reconsi deration of this issue, we now agree with both the
U S. Courts of Appeals for the Second and Fifth Crcuits
that the subject regulation, section 1.861-8(e)(2), I|ncone
Tax Regs., does not permt the netting of interest incone
and interest expense. In light of that, we hereby overrule

our opinion in Bowater, Inc., & Subs. v. Conm ssioner, 101

T.C. 207 (1993).
For reasons set forth above,

An appropriate order will be

i ssued granting respondent’s

nmotion in |inne.

Revi ewed by the Court.

SW FT, GERBER, RUVE, COLVIN, HALPERN, BEGHE, CH ECHI
LARO FOLEY, VASQUEZ, GALE, and MARVEL, JJ., agree with
t hi s opi ni on.

VELLS and THORNTON, JJ., did not participate in the
consi deration of this opinion.
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650 Leasing
Sun Leasi ng
666 Leasing
670 Leasing
673 Leasing
675 Leasing
652 Leasing

Kee Leasi ng

& &8 8 8888 88

653 Leasing

667 Leasing Co

M 11 creek Leasing Co

De Sun Shi pping
Eastern Sun Shi ppi ng
NY Sun Shi ppi ng

NJ Sun Shi ppi ng

PA Shi ppi ng

Phi | Sun Shi ppi ng
West ern Sun Shi ppi ng
Sun Transport, Inc.
Sun Note Co

North Sea G| Co
Totem Ccean Trail er

Tot al
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Appendi x

I nt erest Net interest

expense expense
$682, 931 -0-

4,729, 086 $3, 216, 310

4,072,539 2,167,684

1, 830, 136 89, 166

1, 627, 381 374, 085

1, 983, 276 1, 146, 615
794, 330 -0-

581, 235 567, 862
814, 727 -0-

3, 286, 585 647, 476
830, 407 -0-
47, 658 -0-
37,115 -0-

9, 970, 340 9, 116, 332

143, 340 127, 135
46, 423 -0-

10, 809, 958 10, 361, 281
50, 003 -0-

3, 650, 045 3, 550, 205
31, 066, 253 -0-
65, 897 -0-
46, 949 -0-

77,166, 614 31, 364, 151

Asset

ratio

percent

34

64

64

69.

55

60

73

44

89.

80

29.

25

91.

34

49.

34

81

98

96

98

65

42

47

11

00

. 26

.58

.51

.23

.76

.70

54

.00

99

39

77

39

Interest apportioned to foreign

source incone

No netting

$234, 519
3,064, 921
2,646, 336
1, 280, 363

911, 008

1, 202, 857

583, 197

258, 475

726,003

2,629, 268

35, 375

276

189

8, 996, 238

5, 390

1, 253

3, 193, 262
- 0-

948, 647

28, 391, 449

22,912

23,188

55, 155, 126

- 0-
$2, 084, 491
1,408, 561
62, 381
209, 413

695, 422

517,981

8, 225, 666
4,780
- 0-

3, 060, 722

922, 698

17, 444,643



1983 I nt erest Net interest Asset ratio I nterest apporti _oned to foreign
expense expense percent source incone
No Netting Netting
650 Leasi ng Co. $612, 220 -0- 27.22 $166, 646 -0-
Sun Leasi ng Co. 4,736, 241 $3, 154, 840 63. 17 2,991, 883 $1, 992,912
666 Leasi ng Co. 4,084, 197 2,376,712 53. 36 2,179, 328 1, 268, 214
670 Leasi ng Co. 1, 756, 214 617, 207 71.74 1, 259, 908 442,784
672 Leasi ng Co. 714, 282 82, 784 57.18 408, 426 47, 336
Kee Leasi ng Co. 504, 412 497, 647 43. 41 218, 965 216, 029
653 Leasi ng Co. 736, 315 77,583 67.56 497, 454 52, 415
667 Leasi ng Co. 3, 160, 356 1, 670, 995 83. 00 2,623,095 1, 386, 926
M 11 creek Leasing Co. 742,214 - 0- 5. 85 43,420 - 0-
NY Sun Shi ppi ng 9, 849, 306 9,122, 147 83. 33 8, 207, 427 7,601, 485
NJ Sun Shi ppi ng Co. 208, 102 -0- 1.97 4,100 -0-
Phi | Sun Shi ppi ng 10, 688, 995 9, 833, 854 29. 29 3,130, 807 2, 880, 336
Texas Sun Shi ppi ng 33,963 - 0- 4.56 1, 549 - 0-
Tropi ¢ Sun Shi ppi ng 474,700 - 0- 27. 47 130, 400 - 0-
Sun Transport, Inc. 2,644,781 1, 664, 584 20.58 544, 296 342,571
Hel easco Fifteen 1, 444,639 1,197,778 80.91 1, 168, 857 969, 122
Sun Note Co. 25,667,812 -0- 92. 67 23,786, 361 -0-

Tot al 68, 058, 749 30, 296, 131 47,362, 922 17, 200, 130



- 56 -

1984 I nt erest Net interest Asset ratio I nt erest appor;ioned to foreign
expense expense percent source incone

No netting Netting
Kee Leasi ng Co. $408, 197 $397, 659 17.77 $72, 537 $70, 664
666 Leasi ng Co. 4,083, 327 1, 874, 164 33.48 1, 367,098 627,470
670 Leasi ng Co. 1, 669, 360 299, 856 48. 22 804, 965 144,591
650 Leasi ng Co. 536, 038 -0- 6. 90 36, 987 -0-
652 Leasi ng Co. 613, 066 -0- 38. 08 233, 456 -0-
653 Leasi ng Co. 636, 635 -0- 25.12 159, 923 -0-
667 Leasi ng Co. 3,018, 359 1, 406, 484 37.98 1, 146, 373 534, 183
Sun Leasi ng Co. 4,689, 864 2,645,034 44. 68 2,095,431 1, 181, 801
NY Sun Shi ppi ng 9,712,823 9, 180, 293 86.91 8,441, 414 7,978,593
Phi | Sun Shi ppi ng 10, 551, 646 9, 875, 526 35.37 3,732,117 3,492,974
Tropi ¢ Sun Shi ppi ng 644, 883 - 0- 12. 02 77,515 - 0-
Sun Transport, Inc. 3,091, 754 3, 056, 531 16. 87 521, 579 515, 637
Sun G| Trading Co. 1627, 633 -0- 0. 00 -0- -0-
Sun Note Co. 25, 854, 099 -0- 93. 06 24,059, 825 -0-
North Sea Sun O |
Co. 7,681, 288 5, 485, 009 96. 36 7,401, 689 5, 285, 355
Tot al 73,818,972 34, 220, 556 50, 150, 909 19, 831, 268

1 See p. 9, supra



1986 No netting

Kee Leasi ng Co.
666 Leasing Co.
670 Leasing Co.
650 Leasing Co.
Sun Leasi ng Co.

M Il creek
Leasi ng Co.

Tropi ¢ Sun Shi ppi ng
Sun Transport, Inc.
Sunoco

Overseas, Inc.

Sun Refining &

Mar ket i ng Co.

Sun O

Tradi ng Co.
Sun Co., Inc.
Sun Ol Intl.
North Sea
Sun Ol Co.

d aynont | nvest nent
Co.

Tot al

Asset

G oss ratio I nterest

i ncone Foreign d per cent expense
$2, 013, 346 $260, 455 4.71 $213, 410
7,082, 756 3,172,987 18. 63 3,907,731
3, 533, 401 1, 496, 424 42. 66 1, 468, 580
2,038, 955 954, 294 0. 00 404, 732
6, 194, 365 2,679, 882 0. 00 4,532, 004
1305, 752 -83,676 0.53 435, 448
3,986, 919 1,501, 298 2.73 644, 829
79,520,790 21,932,881 20.91 2, 356, 829
-108, 199 290, 314 0. 00 211, 438
672, 597, 605 1, 095, 517 20. 27 44,588, 973
13, 481, 454 4,673, 000 0. 00 549, 406
760, 884,991 23, 864,572 6. 47 157, 687, 537
19, 593, 916 6, 769, 393 34. 60 7, 190, 703
36, 565, 327 36, 394, 917 97. 00 28, 050, 064
513,112, 873 111, 203 0. 00 217,180,793
2,120, 804, 251 105, 113, 461 469, 422, 477

57

G oss
i ncomre
ratio §1.861-8(e) §1.861-8(e) §1.861-8(e) I nterest
percent 2 (2)(vi) (A (2)(vi)(B) (1) (2)(vi)(B)(2) apportioned
12.94 $27, 608 - $27, 608
44. 80 1, 750, 615 - 1750, 615
42.35 621, 956 - 621, 956
46. 80 189, 427 - 189, 427
43. 26 1, 960, 691 - 1, 960, 691
0. 00 $1, 154 - 1, 154
37.66 242,814 - 242,814
27.58 650, 044 - 650, 044
100. 00 $105, 719 105, 719
0.16 4,519,092 - 4,519, 092
34. 66 190, 437 - 190, 437
3.14 35,097,676 - %5, 097, 676
34.55 2,484,276 - 2,484,276
99. 53 27,629, 313 27,629, 313
0. 02 47,068 - _ 47,068
45,517, 890

1 Cannot reconcile this amount with the fact that this corporation realized interest income of $646, 275 during 1986.
gross incone.
$157, 687,537 x 6.47 percent x 50 percent).

2 Foreign source gross incone divided by total
31t appears that this anmount should be $5,101, 192 (i.e.,



1986 Netting G oss

Asset i ncomre

ratio I nterest I nterest ratio §1.861-8(e) §1.861-8(e) §1. 861-8(e) I nterest

G oss incone Foreign G percent expense i ncone Net interest percent* (2)(vi)(A (2)(vi)(B)(1) (2)(vi)(B)(2) apportioned

Kee Leasing Co. $2, 013, 346 $260, 455 4.71 $213, 410 $9, 844 $203, 566 13.00 $26, 464 - - $26, 464
666 Leasi ng Co. 7,082, 756 3,172,987 18.63 3,907,731 736, 783 3,170, 948 50.00 1,585,474 - - 1,585, 474
670 Leasing Co. 3, 533, 401 1,496,424 42.66 1, 468, 580 540, 553 928, 027 50. 00 464,014 - - 464, 014
650 Leasi ng Co. 2,038, 955 954, 294 0. 00 404, 732 130, 367 274, 365 50. 00 137,183 - - 137, 183
Sun Leasi ng Co. 6, 194, 365 2,679, 882 0. 00 4,532, 004 834, 601 3, 697, 403 50.00 1,848,702 - - 1,848,702
M Il creek -

Leasi ng Co. 1305, 752 -83,676 0.53 435, 448 662, 752 - 0- 0. 00 - 0- - - 0-
Tropi c Sun Shi ppi ng 3,986, 919 1,501, 298 2.73 644, 829 1,148,919 - 0- 44.92 - 0- - - - 0-
Sun Transport, Inc. 79, 520, 790 21,932,881 20.91 2, 356, 829 646, 275 1, 710, 554 27.81 475,659 - - 475, 659
Sunoco

Over seas, Inc. -108, 199 290, 314 0. 00 211, 438 189, 663 21,775 100.00 - - 10, 888 10, 888
Sun Refining &

Mar ket i ng Co. 672, 597, 605 1,095,517 20.27 44,588, 973 23, 675, 379 20, 913, 594 %0.14 - 2,119,593 - 2,119,593
Sun Ol

Tradi ng Co. 13, 481, 454 4,673, 000 0. 00 549, 406 317,610 231, 796 35.50 82,285 - - 82, 285
Sun Conpany | nc. 760, 884, 991 23, 864, 572 6. 47 157, 687, 537 937, 176 156, 750, 361 3.14 - 55, 067, 379 - 55, 067, 379
Sun Gl Intl. 19, 593, 916 6,769,393 34.60 7, 190, 703 12, 824,523 - 0- 54.58 - 0- - - - 0-
North Sea

Sun Gl Co. 36, 565, 327 36,394,917 97.00 28, 050, 064 1,784, 106 26, 265, 958 99.51 - - 25,871,969 25,871, 969
d aynont | nvest nent
Co. 513,112, 873 111, 203 0. 00 217,180, 793 505, 319, 941 - 0- 0. 04 - 0- - - - 0-

Tot al 2,120, 804, 251 105, 113, 461 469, 422, 477 549, 758, 492 214, 168, 347 37, 689, 970

1 Cannot reconcile this amount with the fact that this corporation realized interest income of $646, 275 during 1986.

4 Foreign source gross incone divided by the excess of total gross income over interest incone.

51t appears that this percentage should be 0.17 percent (i.e., $1,095,517 + ($672,597, 605 - $23, 675, 379)).

51t appears that this anount should be $5, 070,874 (i.e., $156, 750,361 x 6.47 percent x 50 percent).

" Interest incone treated as foreign source incone. Thus in conputing the allocation ratio, 99.51 percent, interest inconme is renoved fromboth the nunerator and the
denoni nator of the fraction (($36,394,917 - $1,784,106) =+ ($36,565,327 - $1, 784, 106)).



