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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determi ned a deficiency of $7,506
in petitioner’s 2002 Federal corporate incone tax. The issue for
decision is whether, during 2002, petitioner was a qualified

personal service corporation as defined by section 448(d)(2).?

1 Unless otherwi se indicated, all section references are to
(continued. . .)
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts, the supplenental stipulation of facts,
and the attached exhibits are incorporated herein by this
reference. At the tine it filed its petition, petitioner’s
princi pal place of business was in Sacranento, California.

Petitioner, a corporation, offers architectural services and
other related services to its clients. In its pronotiona
materials, petitioner describes its services:

Cal po Hom & Dong Architects (CH&D) offers a full range

of architectural services, including master planning,

feasability studies, design, interior design, space

pl anning, facilities managenent, construction

adm ni stration, historic preservation and consulting
servi ces.

Qur wdely diversified practice, enconpassing |arge
scal e planning projects to singular architectural
projects, affords us the |atitude of a w de range of
knowl edge from whi ch we can draw our thoughts.

Qur approach seeks a bal anced wei ghing of el enents that
make up architecture: design, the organization of
space and |ight, structure, systens, and materials.

To carry out these services, petitioner enploys |icensed

architects, unlicensed architects, and nonarchitects.

Y(...continued)
the I nternal Revenue Code, as anended, and all Rul e references
are to the Tax Court Rules of Practice and Procedure. Anpunts
are rounded to the nearest doll ar.
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During 2002, petitioner was owned 100 percent by architects
licensed to practice in the State of California. Petitioner
tinely filed a Form 1120, U. S. Corporation Income Tax Return, for
2002, identifying its business activity as architecture.
Petitioner reported gross receipts of $2,728,291, cost of goods
sol d of $850, 006, total income of $1,857,382, total deductions of
$1, 819, 853, taxable incone of $37,529, and total tax of $5,629.
To calculate the total tax, petitioner used the graduated tax
rates generally applicable to corporations, as provided in
section 11(b)(1).

On Novenber 18, 2004, respondent issued petitioner a notice
of deficiency stating:

It is determned that for the taxable year shown bel ow

[ 2002] , CALPO HOM & DONG ARCHI TECTS INC i s a Persona

Service Corporation that is subject to a special flat

inconme tax rate of 35%

The corporation is a qualified Personal Service

Cor porati on because substantially all of the

corporation’s activities involve the performance of

services in the fields of health, |aw, engineering,

architecture, accounting, actuarial science, the

performng arts, or consulting, and substantially al

of the stock of the corporation is held by enpl oyees

perform ng services for the corporation, retired

enpl oyees, enployees’ or retired enpl oyees’ estates or

persons acquiring stock by reason of an enpl oyees’

deat h.

Using the flat 35-percent tax rate applicable to qualified

personal service corporations under section 11(b)(2), respondent
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determned a corrected tax liability of $13,135 and a defici ency
of $7,506 in petitioner’s 2002 Federal corporate incone tax.
In response to the notice of deficiency, petitioner tinely
filed a petition with this Court.
OPI NI ON

Appli cabl e Code Sections and Reqgul ati ons

Section 11(a) inposes a tax on the taxable incone of every
corporation. Section 11(b)(1) provides graduated tax rates
generally applicable to corporations. However, section 11(b)(2)
provi des: “Notw thstandi ng paragraph (1), the amount of the tax
i nposed by subsection (a) on the taxable inconme of a qualified
personal service corporation (as defined in section 448(d)(2))
shal |l be equal to 35 percent of the taxable incone.”

A corporation is a qualified personal service corporation if
it neets both the “function test” and the “ownership test” of
section 448(d)(2). See sec. 1.448-1T(e)(3), Tenporary |Inconme Tax
Regs., 52 Fed. Reg. 22768 (June 16, 1987). Under the function

test, “substantially all of the activities [of the corporation

must] * * * involve the performance of services in the fields of
health, |law, engineering, architecture, accounting, actuari al
science, performng arts, or consulting”. Sec. 448(d)(2)(A)
(emphasi s added). Section 1.448-1T(e)(4)(i), Tenporary |ncone
Tax Regs., supra, further describes the function test:

A corporation neets the function test if substantially
all the corporation’s activities for a taxable year
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i nvol ve the performance of services in one or nore of
the followng fields--

(A) Heal th,

(B) Law,

(© Engineering (including surveying and mappi ng),
(D) Architecture,

(E) Accounti ng,

(F) Actuarial science,

(G Performng arts, or

(H) Consulting.

Substantially all of the activities of a corporation
are involved in the performance of services in any
field described in the precedi ng sentence (a qualifying
field), only if 95 percent or nore of the tine spent by
enpl oyees of the corporation * * * is devoted to the
performance of services in a qualifying field. * * *

[ Enphasi s added. ]

As relevant to this case, a corporation neets the ownership test
if substantially all of the corporation’s stock (by value) is
held directly (or indirectly) by enpl oyees perform ng services
for the corporation in connection with activities involving a
qualifying field. Sec. 448(d)(2)(B); see also sec. 1.448-
1T(e)(5), Tenporary Incone Tax Regs., 52 Fed. Reg. 22770 (June
16, 1987).

1. The Parties’ Positions

Petitioner asserts that, during 2002, approxinately 70
percent of its activities involved the performance of services in
the qualifying field of architecture. Petitioner asserts that
the remaining 30 percent of its activities involved the
performance of nonarchitectural services. Petitioner concludes

that, because | ess than substantially all (less than 95 percent)
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of its activities were devoted to the performance of

architectural services, it was not a qualified personal service
cor porati on.

Respondent argues that, during 2002, petitioner was a
qual i fied personal service corporation. Respondent asserts that
petitioner net the ownership test because petitioner was owned
100 percent by enpl oyees who perfornmed architectural services.
Respondent al so asserts that petitioner net the function test,
and advances two alternative argunents: (1) Petitioner’s
classification of architectural and nonarchitectural services is
incorrect, many of the “nonarchitectural” services are actually
architectural services, and nore than 95 percent of petitioner’s
activities involved the performance of services in the qualifying
field of architecture; or (2) even if petitioner’s classification
is correct, the nonarchitectural services are in the qualifying
field of consulting, and nore than 95 percent of petitioner’s
activities involved the performance of services in the qualifying
fields of architecture and consul ting.

Petitioner concedes that it neets the ownership test because

it was owned 100 percent by architects.? Petitioner does not

2 Apparently, petitioner concedes that it neets the
ownership test only if the Court concludes that only one
qualifying field can be considered in applying the function test.
It is unclear why petitioner limts its concession in this
manner. Neverthel ess, because we consider only one of the
qualifying fields in determning petitioner failed to neet its

(continued. . .)
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di spute that its “nonarchitectural” services could be classified
as consulting services for purposes of section 448(d)(2)(A).
However, petitioner argues that, when drafting section 448(d)(2),
Congress intended to limt the definition of a qualified personal
service corporation to a corporation where substantially al
activities were perfornmed in only one of the qualifying fields.
Petitioner does not cite any legislative history to support its
argunent. Instead, petitioner interprets the use of “or”, which
separates the final two qualifying fields in section
448(d)(2)(A), to nean that only one qualifying field can be
considered. Petitioner argues that, to the extent the tenporary
regul ations allow the qualifying fields to be conbined (“A
corporation neets the function test if substantially all the
corporation’s activities * * * involve the performance of

services in one or nore of the followng fields” (enphasis

added)), the regulations are invalid.
We need not address whether petitioner’s classification of

architectural and nonarchitectural services is correct,?® nor do

2(...continued)
burden of proof, see infra, the condition on petitioner’s
concessi on has been net.

8 Petitioner’s classification of services is questionable
for many reasons, not the |least of which is that sonme of the
services petitioner now cl assifies as nonarchitectural services
were identified as architectural services in its pronotiona
materials. Any reference below to architectural services and
nonar chitectural services does not constitute a finding by this

(continued. . .)
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we need to discuss the validity of section 1.448-1T(e)(4),
Tenporary I ncone Tax Regs., supra. Assum ng arguendo that
petitioner’s classification of services is correct, and that for
a corporation to be a qualified personal service corporation,
substantially all of its activities nust involve the performance
of services in only one of the qualifying fields, conclusions we
explicitly decline to draw, petitioner would still bear the
burden of proving that |ess than substantially all of its
activities involved the performance of architectural services.*

See Rule 142(a); Welch v. Helvering, 290 U S. 111, 115 (1933).

As described below, petitioner failed to neet its burden.
I11. Analysis

To establish that | ess than substantially all of its
activities involved the performance of architectural services,
petitioner relies exclusively on nonthly revenue sunmaries and a
2002 annual revenue sunmary (the revenue sunmaries). The revenue
summari es purport to break down revenue petitioner received by

specific types of services, with each service classified as

3(...continued)

Court. Instead, such references are used for the purpose of
clarity in denonstrating that, even if petitioner’s
classification were accepted, petitioner would still fail to neet

its burden of proof.

4 Under sec. 7491(a), the burden of proof may shift to the
Comm ssioner in certain situations. Petitioner does not argue
that the burden of proof shifts to respondent.
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architectural or nonarchitectural.® Petitioner concludes on the
basis of the revenue summaries that of its 2002 revenue totaling
$2,442,122,°% $1,710,502 was received for architectural services
and $731, 620 was received for nonarchitectural services.
The fatal flaw in petitioner’s approach is that the revenue
summari es neasure the wong data. Under the function test of

section 448(d)(2), “substantially all of the activities * * *

[must] involve the performance of services in the fields of * * *
architecture”. (Enphasis added.) Section 1.448-1T(e)(4)(i),
Tenporary I ncone Tax Regs., supra, states: *“Substantially all of
the activities of a corporation are involved in the performance
of services in any field * * * only if 95 percent or nore of the

time spent by enpl oyees of the corporation * * * is devoted to

the performance of services in a qualifying field.” (Enphasis
added.) In other words, the appropriate inquiry is whether
petitioner’s enpl oyees devoted substantially all of their tinme to

the performance of architectural services. The revenue sunmaries

> Petitioner’s architectural services included schematic
desi gn, design devel opnent, construction docunents and bid
negoti ati ons, construction docunent support, and specialized
architectural services; petitioner’s nonarchitectural services
i ncl uded space pl anni ng, space planni ng support, price planning,
interior design, construction adm nistration, specialized
services, and outside consulting.

6 W note that petitioner’s revenue sumaries indicate
total 2002 revenue of $2,442,122, while its 2002 tax return
i ndi cates gross receipts of $2,728,291. Petitioner does not
expl ain this discrepancy.
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measure only the revenue received in 2002; they do not neasure
the anobunt of tinme petitioner’s enpl oyees devoted to the
performance of architectural services.

Petitioner apparently recognized this problemand attenpted
to establish a link between the revenue received and the tine
spent on the performance of architectural services. One of
petitioner’s architect-owners, Alan Hom (M. Hom, testified that
the average hourly billing rate for architectural services was
$100 and the average hourly billing rate for nonarchitectural
services was between $85 and $90. Petitioner used the revenue
summaries and M. Honmis testinony to extrapol ate the approxi mate
nunber of hours worked by petitioner’s enployees in the
performance of architectural and nonarchitectural services.
Petitioner requested that the Court find as fact:

For 2002, the nunber of hours spent on architectural

servi ces based on revenue for such services and the

average hourly rate of $100 was 17,105. * * * For

2002, the nunber of hours spent on non-architectural

servi ces based on revenue for such services and the

average hourly rate of $85 to $90 was 8 607 (at $85 per

hour) or 8,129 (at $90 per hour). * *

For 2002, based on hours spent on architectural

services versus all tinme spent on all services,

petitioner’s architectural services represented 66.52%

(when the average rate for non-architectural services

is calculated at $85 per hour) and 67.78% (when the

average rate for non-architectural services is

cal cul ated at $90 per hour).

There are several problens with petitioner’s approach.

First, other than M. Honis testinony, petitioner presented no
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evi dence to establish average hourly rates. M. Homdid not
refer to any specific docunents to support his testinony, and he
appeared to be offering only rough estimates. W give little
wei ght to M. Homis unsupported testinony.

Even if M. Homis estimates were reliable, the estimtes
appear to be applicable only to projects where petitioner billed
its clients at an hourly rate. Petitioner’s contracts
denonstrate a variety of billing nethods, including fixed fees,
hourly fee agreenents, and hourly fee agreenents wth maxi num
total fees based on the usable square footage of the project.

M. Homtestified that only 40 to 50 percent of the contracts
billed for services at an hourly rate. W do not believe that
petitioner’s approach provides an accurate neasure of the tine
petitioner’s enpl oyees devoted to the performance of
architectural services, particularly considering petitioner
billed no nore than half of its clients at an hourly rate.

Even if M. Homis estimates could be used to determne tine
spent, regardless of the billing nmethod, the revenue sunmaries
still would not provide an accurate neasure of the tine spent by
petitioner’s enployees during 2002. For exanple, petitioner’s

January 2002 revenue summary lists revenue from 28 projects.” O

" The follow ng project nunbers appear on petitioner’s
January 2002 revenue sunmmary: 00137.00; 00184.00; 00203. 00;
00209. 00; 00223. 00; 00268.00; 01014.00; 01049.00; 01070. 00;
01089. 03; 01089. 04; 01097.00; 01133.00; 01134.00; 01147.00;

(continued. . .)
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the 28 projects, 18 projects do not appear on any of petitioner’s
enpl oyees’ tinme sheets for January 2002.8

The m smatching of revenue and tinme spent is even clearer
when conparing individual enployees’ tine sheets with the nonthly
revenue summaries. According to Frank Bravo's (M. Bravo’'s) tine
sheets, M. Bravo worked on 10 projects during January 2002.
Bet ween February and Oct ober 2002, petitioner received revenue
fromseven of M. Bravo’s January projects, but it received no
revenue during 2002 fromthree of the projects. According to
Karl Chan’s (M. Chan’s) tinme sheets, M. Chan worked on 19
projects during January 2002. Between March and Cct ober 2002,
petitioner received revenue from 14 of M. Chan’ s January
projects, but it received no revenue during 2002 from5 of the
projects. According to M. Homs tinme sheets, M. Hom worked on
16 projects during January 2002. Between March and August 2002,
petitioner received revenue fromseven of M. Homis January
projects, but it received no revenue during 2002 from ni ne of the

projects. This patternis not limted to these enpl oyees, nor is

(...continued)
01154.00; 01157.00; 01167.00; 01193.00; 01204.00; 01218. 00;
01218.01; 01221.00; 01247.00; 01253.00; 01259.00; 01264. 00;
01272. 00.

8 O the project nunbers appearing on petitioner’s January
2002 revenue summary, only the follow ng 10 project nunbers
appear on petitioner’s enployees’ tine sheets for January 2002:
00184. 00; 00203.00; 00223.00; 00268.00; 01014.00; 01133.00;
01221.00; 01247.00; 01253.00; 01264. 00.
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it limted to services perfornmed in January 2002. These are only
three exanples that reflect a pattern of m smatching of revenue
and tinme spent by nearly all of petitioner’s enpl oyees during al
nmont hs of 2002. The conclusion is inescapable--petitioner’s 2002
revenues do not neasure the tinme spent by petitioner’s enpl oyees
during 2002. Sone of petitioner’s 2002 revenue was received for
wor k done outside of 2002, and petitioner received no revenue
during 2002 for sonme of the work done by its enpl oyees during
2002.

Finally, petitioner’s 2002 revenue from nonarchitectural
services included revenue from “outside consulting”. M. Hom
testified that outside consulting included “nechani cal,
el ectrical engineers, plunbing engineers, that basically since we
don’t have those engineers in-house, we consult out for them”

In other words, petitioner received revenue during 2002 for work
done by people other than petitioner’s enployees. By including

revenue from outside consulting, petitioner neasured tine spent

by nonenpl oyees, making petitioner’s estimation of tinme spent by
its enpl oyees even nore inaccurate.

For the above reasons, we find that petitioner failed to
prove that |ess than substantially all of its activities were
devoted to the performance of services in the qualifying field of
architecture. W sustain respondent’s determ nation that, during

2002, petitioner was a qualified personal service corporation
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under section 448(d)(2), thus subject to a flat 35-percent tax
rate under section 11(b)(2).

I n reaching our holdings, we have considered all argunents
and contentions made, and, to the extent not nentioned above, we
conclude that they are noot, irrelevant, or w thout nerit.

To reflect the foregoing,

Deci sion will be

entered for respondent.




