135 T.C. No. 10

UNI TED STATES TAX COURT

CGEORGE C. HUFF, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent
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Claimng to be a bona fide resident of the U S
Virgin Islands at the close of 2002, 2003, and 2004,
and claimng he was qualified for the gross incone tax
exclusion provided by I.R C. sec. 932(c)(4), P, a US.
citizen, filed territorial incone tax returns with the
Virgin |Islands Bureau of Internal Revenue. He did not
file Federal incone tax returns for those years. R
determ ned that P was not a bona fide resident of the Virgin
| sl ands and was not qualified for the gross incone tax
exclusion as clainmed. Therefore, R issued a notice of
deficiency determning inconme tax deficiencies and penalties
for 2002, 2003, and 2004. For protective reasons, P filed
a petition in this Court but asserts that the deficiency
relates to a Virgin Islands tax matter over which this Court
| acks jurisdiction.

Hel d: Al though this case involves putative
Virgin Islands transactions, the notice of deficiency
determ nes deficiencies in Federal incone tax. Whether P
satisfies all the requirenents set forth in |I.R C sec.
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932(c)(4), and thus need not file a Federal tax return
or pay Federal incone tax for 2002, 2003, and 2004, is
a matter which this Court has jurisdiction to decide.
It is further

Held: P s notion to dismss for |ack of jurisdiction
wi || be deni ed.

Wlliam M Sharp, Lawence R Kemm Joseph A. D Ruzzo, 111,

and Marjorie Raw s Roberts, for petitioner.

Daniel N. Price and Ladd Chri stman Brown, Jr., for

respondent.

OPI NI ON

JACOBS, Judge: This case is before the Court on
petitioner’s nmotion to dismss for lack of jurisdiction. The
specific question to be decided is whether this Court has
jurisdiction to redeterm ne Federal incone tax deficiencies and
penalties of a U S. citizen who clains (1) to be a bona fide
resident of the United States Virgin Islands at the close of each
of the years at issue (i.e., 2002, 2003, and 2004), and (2) to be
exenpt fromU. S. tax filing and paynent requirenents as a
consequence of his satisfying all the requirenents of section
932(c)(4).

Al'l section references are to the Internal Revenue Code
(Code) in effect for the years at issue unless otherw se

i ndi cat ed.



- 3 -

Backgr ound

Petitioner is a U S citizen. He resided in Florida when he
filed his petition in this Court on May 28, 2009. daimng to be
a bona fide resident of the United States Virgin Islands (Virgin
| sl ands) at the close of 2002, 2003, and 2004, petitioner (1)
filed territorial income tax returns with the Virgin Islands
Bureau of Internal Revenue (BIR) for 2002, 2003, and 2004, and
(2) claimed he was qualified for the section 932(c)(4) gross
i ncone exclusion and therefore did not have to file a Federal
income tax return or pay Federal inconme tax for those years.
Foll ow ng an audit of petitioner’s 2002, 2003, and 2004 Virgin
| sl ands i ncone tax returns, on February 27, 2009, respondent
i ssued petitioner a notice of deficiency determ ning the
follow ng Federal incone tax deficiencies and additions to tax:

Additions to Tax

Year Tax Sec. 6651(a)(1) Sec. 6651(a)(2) Sec. 6654
2002 $252, 687 $55, 431. 45 $61, 590. 50 -0-

2003 88, 350 18, 586. 35 20, 651. 50 $2, 129. 22
2004 77,938 17, 271. 68 17, 271. 68 2,196. 05

Attached to the notice of deficiency was a Form 4549- A,
| ncome Tax Di screpancy Adjustnents, which set forth the basis for
the incone tax deficiencies and additions to tax involved herein:

It is determned that during the taxable years 2002 through
2004 you were not a bona fide resident of the United States
Virgin Islands (USVI). It is also determ ned that you
participated in a tax avoi dance schene whi ch invol ved
inproperly claimng to be a resident of the USVI and
superficially recasting US-source incone as USVI source
income in order to inappropriately and invalidly claima tax
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credit of 90% under the USVI Econom c Devel opnent Program
It has al so been determ ned that all transactions between
NASCO Cor por ate Fi nance Consultants, LLC (NASCO and
Anerican Benefits Institute, Inc. (ABlI), Enployers
International, Inc. (El), Professional Advisory Goup, Inc.
(PAG, and George C. Huff, including any entity controlled
or owned in whole or in part by George C. Huff, are part of
a series of step/shamtransactions devoid of economc
substance and will not be recognized for US federal inconme
tax purposes. These step/shamtransactions were part of a
| arger tax avoi dance schene and were entered into solely in
an attenpt to superficially recharacterize US-source incone
as USVI -source inconme in order to inappropriately and
invalidly claima tax credit of 90% under the USVI Econom c
Devel opment Program See I RS Notice 2004-45.

On May 28, 2009, petitioner filed a petition in this Court.
On April 14, 2010, petitioner filed a conplaint petition for
redeterm nation of inconme taxes against the Conm ssioner of
Internal Revenue in the U S. District Court, District of the
Virgin Islands, St. Thomas and St. John Division (D strict
Court), case No. 1:10CV00026. On June 1, 2010, petitioner filed
in this Court the notion in question.

Di scussi on

The Viragi n |Isl ands

The Virgin Islands are an insular area of the United States;
they are a part of neither one of the 50 States nor the District
of Colunbia. They are generally treated as a foreign country for
Federal inconme tax purposes. See sec. 7701(a)(9).

In 1921 Congress nade a predecessor of the Code part of the
internal law of the Virgin Islands. Act of July 12, 1921, ch.
44, sec. 1, 42 Stat. 123 (codified as anended at 48 U S.C sec.

1397 (2006)).



- 5 -

This 1921 statute set up the “mrror tax” systemthat
remains in use: “Virgin Islands” is in effect

substituted for “United States” (and vice versa) in the

I nternal Revenue Code so that, to satisfy Virgin Islands tax
obligations, an individual or corporation in the Virgin

| sl ands pays taxes to the BIR equivalent to the taxes an

i ndi vidual or corporation under the sanme circunstances in
the United States would pay to the Internal Revenue Servi ce.

* * %

Danbury, Inc. v. AQive, 820 F.2d 618, 620 (3d Cir. 1987). As the

| aw devel oped under the mrror tax system the provisions of the
Code have been nmade applicable to the Virgin Islands so | ong as
the specific section to be applied is “*not manifestly

i napplicable or inconpatible’ with a separate territorial income

tax”. Chi. Bridge & lron Co. v. Weatley, 430 F.2d 973, 976 (3d

Gir. 1970) (quoting Sayre & Co. v. Riddell, 395 F.2d 407, 410

(9th Cir. 1968)).

The Internal Revenue Service (IRS) inplenented the mrror
tax systemin 1935. Under the mrror tax system as inpl enented,
sone taxpayers, both business entities and individuals, were
required to file two returns.

For exanple, a corporation considered “donestic” in the
United States but doing business in the Virgin |Islands was
required to submt a return to the BIR paying tax on incone
fromsources in the Virgin Islands, and to submt a return
to the Internal Revenue Service, paying tax on worl dw de
inconme, with a foreign tax credit allowed for the tax paid
to the Virgin Islands. The mrror system wth its two
separate taxing jurisdictions, operated simlarly for
citizens of the United States who resided in the Virgin

| sl ands. * * *

Danbury, Inc. v. dive, supra at 621.
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The 1954 Revised Organic Act of the Virgin Islands (ROA)
ch. 558, sec. 28, 68 Stat. 508 (1954), nodified the
admnistration of the mrror tax system ROA sec. 28(a) provided
that the “proceeds of any taxes |levied by the Congress on the
i nhabitants of the Virgin Islands * * * shall be covered into the
treasury of the Virgin Islands, and shall be avail able for
expenditure as the Legislature of the Virgin Islands may
provide”. The section al so provided:

That the term *“inhabitants of the Virgin Islands” as used in

this section shall include all persons whose permanent

residence is in the Virgin Islands, and such persons shal

satisfy their inconme tax obligations under applicable

taxing statutes of the United States by paying their tax on

i ncone derived fromall sources both within and outside the
Virgin Islands into the treasury of the Virgin Islands

In 1986 the mrror tax systemwas again nodified. Section
932(c)(4), enacted as part of the Tax Reform Act of 1986 (TRA
1986), Pub. L. 99-514, sec. 1274(a) 100 Stat. 2596, and anended
in 1988, provides the current rules with respect to the taxation
and filing requirements of individuals:

SEC. 932. COORDI NATI ON OF UNI TED STATES AND VI RG N
| SLANDS | NCOVE TAXES.

(c) Treatnent of Virgin Islands Residents.--

(1) Application of subsection.--This subsection
shall apply to an individual for the taxable year if—-

(A) such individual is a bona fide resident
of the Virgin Islands at the close of the taxable
year, or
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(B) such individual files a joint return for
the taxable year with an individual described in
subpar agraph (A).

(2) Filing requirenent.--Each individual to whom
this subsection applies for the taxable year shall file
an incone tax return for the taxable year with the
Virgin |Islands.

* * * * * * *

(4) Residents of the Virgin Islands.--1n the case
of an individual -

(A) who is a bona fide resident of the Virgin
| sl ands at the close of the taxable year,

(B) who, on his return of inconme tax to the
Virgin Islands, reports incone fromall sources

and identifies the source of each item shown on
such return, and

(C who fully pays his tax liability referred
to in section 934(a) to the Virgin Islands with
respect to such incone,

for purposes of calculating incone tax liability to the
United States, gross inconme shall not include any
anount included in gross incone on such return, and

al I ocabl e deductions and credits shall not be taken

i nto account.

Thus, an individual who is a bona fide resident of the
Virgin Islands and incurs incone tax obligations to both the
United States and the Virgin Islands may satisfy his reporting
and paynment requirenents by filing only with, and paying tax only
to, the Virgin Islands if he satisfies each of the three
requi renents of section 932(c)(4). |If the individual fails to
nmeet any of these requirenents, he nust file a Federal incone tax

return with the IRS. See S. Rept. 100-445, at 315 (1988).
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Consequently, an individual failing to satisfy all three
requi renents of section 932(c)(4) may be required to file an
incone tax return and be |liable for taxes in both the United
States and the Virgin Islands.

The term “bona fide resident of the Virgin Islands” is not
defined by the Code. Nor is it given any definition by the
| egi sl ative history. Instead, Congress authorized the Secretary
to pronul gate regul ations for determning Virgin |Islands
resi dency. See TRA 1986 sec. 1274(c), 100 Stat. 2598.1

A Virgin Islands taxpayer may petition the District Court to
redetermine a Virgin Islands tax deficiency determ ned by the BIR
in the sane manner as a U. S. taxpayer may petition this Court.
Secs. 6212, 6213 (mrror code); V.I. Code Ann. tit. 33 sec. 943

(1994); see WT Equip. Co. v. Dir., V.lI. Bureau of Interna

Revenue, 185 F. Supp. 2d 500, 510 (D.V.1. 2001). The District
Court has “exclusive jurisdiction over * * * the inconme tax | aws
applicable to the Virgin Islands * * * except the ancillary | aws
relating to the income tax enacted by the legislature of the

Virgin Islands.” 48 U S.C. sec. 1612(a) (2006).

For the years at issue, regul ations have not been
promul gated defining a “bona fide resident of the Virgin
| sl ands”. However, in Notice 2004-45, 2004-2 C.B. 33, 34, the
Commi ssioner states that the determnation turns on the facts and
ci rcunstances and the individual’s intentions with respect to the
l ength and nature of his or her stay in the Virgin Islands,
citing sec. 1.934-1(c)(2), Incone Tax Regs., which in turn cites
the principles of secs. 1.871-2 through 1.871-5, Inconme Tax Regs.
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1. The Viragin Islands Econonic Devel opnent Program

In order to encourage econom ¢ devel opnent in the Virgin
| sl ands, Congress has explicitly permtted the Virgin |slands
governnment to reduce certain taxes. Section 934(b)(1) provides
that the Virgin Islands may reduce taxes on “inconme derived from
sources within the Virgin Islands or incone effectively connected
wi th the conduct of a trade or business within the Virgin
| sl ands.”

Pursuant to this grant of authority, the Virgin Islands
government enacted several investnment incentives, including the
Virgin Islands Industrial Devel opment Program (referred to by the
parties as the econom c devel opnent program or EDP), currently
codified at V.I. Code Ann. tit. 29, secs. 701-726 (1998 & Supp.
2010). Intended to pronote grow h and the devel opnent and
diversification of the Virgin |Islands’ econony, the EDP granted
certain industrial devel opnent benefits to conpanies that do
business in the Virgin Islands. See V.I. Code Ann. tit. 29, sec.
701 (1998). Participating conpanies receive substantial benefits
i ncluding: A 90-percent exenption on |ocal incone taxes, a 90-
percent exenption on the taxation of dividends, and a 100- percent
exenpti on on gross receipts taxes.

[11. Noti ce 2004-45

In 2004 the IRS determ ned that certain tax advisers were

encour agi ng taxpayers “to take highly questionable, and in nost
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cases neritless, positions” to claimmny of the benefits of the

To that end, the I RS i ssued Notice 2004-45, 2004-2 C.B. 33

(the notice). According to the notice, the followwng is a

typi cal scenario used by the pronoters of those plans:

Pronoters typically approach a taxpayer (Taxpayer)
living and working in the United States and advi se Taxpayer
to (i) purport to beconme a USVI resident by establishing
certain contacts with the USVI, (ii) purport to term nate
his or her existing enploynent relationship with his or her
enpl oyer (Enployer) and (iii) purport to becone a partner
of a VirginlIslands Iimted liability partnership
(“V.1.LLP") that is treated as a partnership for U S tax
purposes. V.I.LLP then purports to enter into a contract
wi th Enployer to provide Enployer with substantially the
same services that were provided by Taxpayer prior to the
creation of this arrangenent. Typically, after entering
into the arrangenent, Taxpayer continues to provide
substantially the same services for Enployer that he or she
provi ded before entering into the arrangenent, but Taxpayer
is nomnally a partner of V.I.LLP instead of an enpl oyee of

Enpl oyer .

Under this arrangenent, Enployer nakes paynents to
V.l.LLP for Taxpayer’s services and no |onger treats the
paynments as wages paid to Taxpayer subject to the
wi t hhol di ng and paynent of enploynent taxes and reporting on
Taxpayer's FormW2. V.I.LLP, in turn, nmakes paynments to
Taxpayer for his or her services to Enployer. V.I.LLP
typically treats these paynents for tax accounting purposes
ei ther as guaranteed paynents for services or as
di stributions of Taxpayer’s allocable share of partnership
i ncone. Under this arrangenent, the pronoter may be a
general partner in V.I.LLP and may retain a percentage of
the fees received from Enpl oyer

V.I.LLP either has or secures a reduction, up to 90
percent, in USVI inconme tax liability under the Econom c
Devel opment Program (EDP) of the USVI. Taxpayer takes the
position that the EDP benefits granted to V.I.LLP provide a
correspondi ng reduction in the incone tax liability that
Taxpayer reports on his or her USVI inconme tax return with
respect to guaranteed paynents fromthe partnership or
di stributive shares of the partnership’s net incone, or
bot h. Taxpayer pays tax to the USVI in an anount
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approxi mately equal to 10%of the U S. incone tax liability

that otherw se woul d be inposed on Taxpayer’s incone from

perform ng the services. Taxpayer clains that, for purposes

of conputing his or her U S incone tax liability, gross

i ncone does not include guaranteed paynments received from

V.l.LLP or Taxpayer’s distributive share, if any, of the

partnership’s net inconme, or both. [ld., 2004-2 C B. at

33.]

The IRS stated that the pronoters of these plans claimthat
(1) individuals who participate in the plan can continue to work
in the United States and still be a bona fide resident of the
Virgin Islands; (2) Virgin Islands source incone includes incone
fromservices perforned in the United States; (3) for purposes of
determ ning the source of incone, the Virgin Islands includes the
United States; and (4) non-Virgin Islands incone can be treated
as effectively connected with the conduct of a trade or business
within the Virgin Islands even if under equival ent circunstances
that type of incone would not be considered effectively connected
with the conduct of a U S. trade or business. Respondent
determ ned that the transactions in which petitioner participated

were the type of transactions discussed in the notice.

V. Jurisdiction

This Court may exercise jurisdiction only to the extent

aut hori zed by Congress. Naftel v. Comm ssioner, 85 T.C 527, 529

(1985). However, the Court has the authority to determ ne
whether it has jurisdiction over a particular case. Kluger v.

Comm ssi oner, 83 T.C. 309, 314-315 (1984).
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We have jurisdiction to redeterm ne deficiencies in incone,
estate, gift, and certain excise taxes when the Comm ssi oner
makes a determ nation that a deficiency is due, a valid notice of
deficiency is issued with respect to that determ nation, and a
petition is tinely filed in response to the notice of deficiency.

See secs. 6211-6215; Kluger v. Commi ssioner, supra at 314; see

Hannan v. Conm ssioner, 52 T.C. 787, 791 (1969).

Petitioner maintains that the deficiencies relate to a
Virgin Islands tax matter over which this Court | acks
jurisdiction. Petitioner posits that sections 932 and 934, which
coordinate United States and Virgin |Islands incone taxes,
constitute the tax law of the Virgin Islands and therefore
jurisdiction over the underlying nmatters properly belongs to the
District Court pursuant to the provisions of 48 U S. C. sec.
1612(a). Continuing, petitioner maintains that inasnmuch as 48
U S. C sec. 1612(a) grants “exclusive” jurisdiction to the
District Court with regard to Virgin Islands incone tax |aws,
this Court |acks jurisdiction because “Congress was renoving al
other courts of any district, jurisdiction, or |level from hearing
cases ‘Wth respect to the income tax |aws applicable to the
[USVI].” 48 U.S. C. 81612.” Petitioner maintains that even
t hough an individual may have both Federal and Virgin Islands tax

obl i gations under section 932, this does not affect the District



- 13 -

Court’s jurisdiction. W do not subscribe to petitioner’s
posi tion.

U S citizens are subject to Federal taxation on their

wor | dwi de i ncone. See Cook v. Tait, 265 U. S. 47, 56 (1924).

G oss incone for the purpose of calculating taxable incone is
defined as “all income from whatever source derived.” Sec.
61(a). Every individual whose gross inconme for the taxable year
equal s or exceeds a threshold amount is (with enunerated
exceptions not applicable here) required to file a Federal incone
tax return. Sec. 6012(a)(1)(A).

As a U. S. citizen, petitioner is required to file a Federal
i ncone tax return and use his worl dw de gross inconme to cal cul ate
his Federal incone tax. Section 932(c) affects the determ nation
of gross inconme of an individual subject to U. S. taxation. |If
the individual (in this case, petitioner) satisfies all three
requi renents of section 932(c)(4), then the anmount of gross
inconme reported on the individual’s Virgin Islands tax return
(filed under section 932(c)(2)) is not includable in determning
his gross inconme for purposes of the Federal incone tax. Thus,
if the anmount of petitioner’s gross incone was that which was
reported on his Virgin Islands tax return, then petitioner’s
gross incone for purposes of calculating his incone tax liability
to the United States would be zero. |In such a case, because

petitioner woul d have no gross incone for Federal incone tax
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pur poses, he would not need to file a Federal inconme tax return.
But if petitioner does not satisfy all three requirenents, as
respondent alleges, then for each of the years at issue he wll
be required to file a Federal incone tax return even if he filed
a Virgin Islands tax return. See sec. 932(a)(2).

Al though this case involves putative Virgin Islands
transactions, the notice of deficiency determ nes deficiencies in
petitioner’s Federal incone tax. Petitioner filed a tinely
petition for redetermnation with this Court pursuant to section
6213(a). Wiether petitioner satisfies all the requirenents under
section 932(c)(4), and thus need not file a Federal tax return or
pay Federal incone tax for 2002, 2003, and 2004, is in dispute
and is a matter which this Court has jurisdiction to decide.
Because the subject matter herein is within the Court’s
jurisdiction, we shall deny petitioner’s notion to dismss for

| ack of jurisdiction.

An appropriate order wll

be i ssued.



