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P, a wholly owned donestic subsidiary, purchased
assenbly services fromits parent, a foreign
corporation. During an IRS audit of P's 1991 Federal
corporate incone tax return, the IRS notified P that it
woul d need to be appointed its parent's |limted agent
under sec. 6038A(e)(1), I.R C. P did not obtain the
aut hori zation of agent before R issued a notice of
deficiency. Consequently, pursuant to sec.
6038A(e)(3), I.R C., which grants the Conm ssioner the
authority to determne in her sole discretion the cost
of goods sold and deductions arising out of
transacti ons between a donestic corporation and a
related foreign corporation, R determ ned that P's cost
of goods sold should be decreased and elimnated a net
operating | oss (NOL) carryforward which originated from
P's 1989 and 1990 tax years. In addition, R disallowed
P's deduction for consulting fees paid to an unrel ated
donestic corporation and applied the accuracy-rel ated
penal ty.



Hel d, sec. 6038A, |.R C, applies to P for the
year at issue. Held, further, P failed to obtain the
aut hori zation of agent required by sec. 6038A(e)(1),
|. R C. Held, further, R did not abuse her discretion
when she adjusted P's cost of goods sold and NOL under
sec. 6038A(e)(3), I.R C. Held, further, P nay not
deduct the consulting fees as it did not prove that the
expense was ordinary and necessary. Held, further, P
is liable for the accuracy-rel ated penalty.

James E. Merritt, Linda A. Arnsbarger, and Thomas H. Steel e,

for petitioner.!?

Mary E. Wnne, Mchael F. Steiner, and Grace L. Perez-

Navarro, for respondent.

VASQUEZ, Judge: Respondent determ ned a deficiency in
petitioner's Federal incone tax in the anmount of $407,592 and an
accuracy-rel ated penalty under section 6662(a)? of $81,518 for
its taxable year ending April 30, 1991. Although respondent gave
alternative grounds for each adjustnent in the notice of
deficiency, her first ground in regard to petitioner's cost of
goods sold and net operating | oss was section 6038A(e)(3), which
grants the Conm ssioner the authority to determne in her sole
di scretion the cost of goods sold and expenses arising out of

transacti ons between a donmestic corporation and a related foreign

! Counsel of record during the trial and briefing of this
case was Martin A Schai nbaum

2 Unless otherwise indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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corporation (the section 6038A issues). As resolution of the
section 6038A issues could negate the need for a trial of issues
i nvol ving section 482 (section 482 was an alternative ground for
the adjustnents), we conducted a separate trial of the section
6038A issues. Wth this background in mnd, the issues for
deci si on are:

(1) Whether section 6038A applies to petitioner for its tax
year ending April 30, 1991; and, if so,

(2) whether there was a failure to authorize petitioner as
its parent's agent under section 6038A(e)(1l); and, if so,

(3) whether respondent's determ nati on under section
6038A(e) (3), reducing petitioner's cost of goods sold by
$1, 494, 437, was an abuse of discretion;?

(4) whether respondent's determ nati on under section
6038A(e)(3), elimnating petitioner's NOL carryforward of
$165, 147, was an abuse of discretion;

(5) whether petitioner may deduct consulting fees of
$280, 922; 4 and

(6) whether petitioner is liable for the accuracy-rel ated

penal ty under section 6662(a) for negligence.

3 References to "abuse of discretion", unless otherw se
indicated, are in the context of a sec. 6038A anal ysis.

4 Petitioner's entitlement to the consulting fee deduction
is not a sec. 6038A issue. See infra.
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FI NDI NGS OF FACT
Petitioner, ASAT, Inc., is a corporation organized under the
laws of California. At the tinme the petition was filed, its
princi pal place of business was in Palo Alto, California.

Petitioner's Organi zati onal Structure

From Decenber 22, 1988, to at |east June 30, 1992 (a period
whi ch includes petitioner's fiscal year ended April 30, 1991, the
year in issue), petitioner was a wholly owned subsidiary of ASAT,
Ltd., a Hong Kong corporation. During its fiscal year ended
April 30, 1991, ASAT, Ltd., was 85 percent owned by a subsidiary
of QPL International Holdings Ltd. (QPL), a Bernuda corporation
with offices in Hong Kong. M. Li Tung Lok (M. Li) was chairman
of the board and the | argest single shareholder of QPL during
1990 and 1991. Petitioner becanme 95 percent owned by Wrltek
International Ltd. (Wurltek), a domestic corporation organized in
California, when Wrltek purchased 95 percent of petitioner's
stock directly frompetitioner on July 15, 1992. On Novenber 9,
1994, QPL acquired 100 percent of the stock of Wirltek. Hence,
petitioner, once again, becane an indirect subsidiary of QPL

Petitioner's Busi ness®

Petitioner |ocated sem conductor conpani es (custoners) that
wanted their sem conductor dies put into an assenbly package.

These custoners contracted with petitioner for assenbly services

> Unl ess otherw se indicated, descriptions of petitioner's
busi ness pertain to its fiscal year ending Apr. 30, 1991.
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to be provided by ASAT, Ltd., petitioner's foreign parent.
Cust onmers provided the product by drop shipnent directly to ASAT,
Ltd., in Hong Kong, for assenmbly. Petitioner coordinated the
transaction, sonetines handling the freight forwardi ng. ASAT,
Ltd., invoiced petitioner, which then invoiced its custoner for
t he agreed upon purchase price (the contract price). After the
custoner paid petitioner the contract price, petitioner paid the
i nvoi ce received from ASAT, Ltd., by remtting 94 percent of the
contract price to ASAT, Ltd., retaining 6 percent for itself.®
During the fiscal year immediately prior to the year in issue,
petitioner paid ASAT, Ltd., 100 percent of the anmounts collected
frompetitioner's custoners.’” Petitioner reported its receipt of
the contract price on its 1991 Federal corporate incone tax
return (tax return) as "G oss receipts or sales". Petitioner
reported its paynents to ASAT, Ltd. for assenbly services under

"Cost of goods sold".?

6 The 6-percent retained portion of the contract price wll
sonetines be referred to as the "gross profit spread" for
conveni ence. Petitioner and respondent referred to the gross
profit spread as a "conm ssion” and to the 6-percent anount as
the "comm ssion rate" at trial and on brief for convenience.
Al though the gross profit spread is simlar to a comm ssion, we
are dealing with respondent's determ nation of the proper anount
of petitioner's paynents to its parent, not with the proper
anount of a conm ssion paid by the parent to petitioner.

" The reason petitioner remtted the entire contract price
to ASAT, Ltd., in the tax year ending Apr. 30, 1990, is not in
t he record.

8 The characterization of the paynents in question as cost
of goods sold rather than as a deduction does not affect the
(continued. . .)
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ASAT, Ltd., had no sales people located in the United States
during its fiscal year ended April 30, 1991. Petitioner nade
purchases on behal f of ASAT, Ltd. There were no witten
agreenents between petitioner and ASAT, Ltd., regarding the
purchases petitioner made on ASAT, Ltd.'s, behalf. Petitioner
paid for all advertising in the United States for itself and
ASAT, Ltd.

| nternal Revenue Service (IRS) Audit of Petitioner

Respondent's exam nation of petitioner's tax year ending
April 30, 1991 (hereinafter the exam nation), began when a
notification of the exam nation was sent to petitioner on July
17, 1992. The exam nation continued until Decenber 21, 1994, the
date the statutory notice of deficiency was issued. Nanette
Al exander Ham |l ton was the International Exam ner who exam ned
petitioner's tax return for the tax year ended April 30, 1991.
During the examnation, Ms. Hamlton net with petitioner's tax
counsel, Martin Schai nbaum and with Fe Maliwat, Robert Borawski,
and Conrad Chapple, all representatives of petitioner. M.
Mal i wat was petitioner's controller fromApril 13, 1991, to
Decenber 31, 1992. In addition to providing docunents to M.
Ham I ton, Ms. Maliwat responded to inquiries and expl ai ned
certain aspects of petitioner's business operations. M.

Borawski was petitioner's counsel and corporate secretary during

8. ..continued)
outcone of this case.
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the exam nation. M. Chapple has been petitioner's chief
financial officer and senior executive vice-president from
January 1, 1993, to the present. Prior to 1993, M. Chapple was
presi dent of Worltek.

During the exam nation Ms. Ham Iton issued 11 Information
Docunment Requests (IDR s) to petitioner. M. Hamlton asked for
the agreenents and the basis of how the pricing, comm ssions, and
service rates were established between petitioner and ASAT, Ltd.,
as well as agreenents between petitioner, ASAT, Ltd., and
unrel ated parties. Petitioner never provided these docunents,

t hough petitioner provided copies of invoices to show actual
pricing. By letter dated October 23, 1992, Ms. Ham |lton advised
petitioner's tax counsel that she relied on section 6038A as her
authority to request the docunents.

Ms. Ham I ton requested a worl dw de organi zation chart; Hong
Kong incone tax returns filed by ASAT, Ltd.; an audited financi al
statenment of ASAT, Ltd., covering the period under exam nation;
internal financial statenments of ASAT, Ltd., broken down by
product |ine and subsidiary |ocation; and business plans, narket
studies, feasibility studies, corporate mnutes, etc., conducted
or devel oped by ASAT, Ltd., inrelation to the organization and
expectations for petitioner. This docunentation was requested
again in a section 6038A sumons i ssued on Qctober 5, 1993.
During a neeting on Septenber 24, 1992, M. Schai nbaum advi sed

Ms. Ham Iton that petitioner would not produce the information
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requested on the grounds that the "taxpayer is not ASAT, Ltd."
During the neeting on Septenber 24, 1992, Ms. Ham | ton advi sed
Ms. Maliwat of section 6038A, that respondent had the authority
to request docunents concerning ASAT, Ltd., and that she needed
t he docunents to conduct the exam nation. The worl dw de
organi zation chart, the Hong Kong incone tax returns, audited
financial statenents, and certain internal financial statenments
of ASAT, Ltd., were provided to respondent on QOctober 17, 1995,
after the statutory notice of deficiency was issued. No business
pl ans, market studies, feasibility studies, or corporate m nutes
were provided to respondent. W cannot tell fromthe record
whet her these itens existed or were in the possession of
petitioner.

Ms. Ham Iton notified petitioner's representatives,
i ncluding M. Borawski, during a neeting on June 14, 1993, that
she was considering an upward adjustnent in petitioner's gross
profit spread to 14 percent by lowering its cost of goods sold.

Petitioner's Business as Described by Petitioner's
Representatives to Ms. Ham | ton

During the exam nation, Ms. Hamlton was told by M.
Borawski and Ms. Maliwat that petitioner provided advertising for
the assenbly services of ASAT, Ltd. During the initial interview
of the exam nation, M. Borawski advised Ms. Ham | ton that
petitioner's business was contract representative services for

ASAT, Ltd.
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During the initial interview, Ms. Hamlton recorded in her
notes that she was told by M. Borawski and Ms. Maliwat that
petitioner was at risk of loss if collection of accounts
recei vabl e was not made, that petitioner provided warranties for
the assenbly services of ASAT, Ltd., and that petitioner provided
a 30-day warranty on worknmanshi p and | abor.
Ms. Maliwat explained to Ms. Ham|lton that petitioner
pur chased, on behalf of ASAT, Ltd., sone materials and equi pnent.
However, the purchasing effort did not require substantial tinme
or effort as there were probably only five purchases a week.

|RS's Application of Section 6038A

A. Noti ce of Nonconpliance

On Novenber 25, 1992, respondent sent a certified letter to
petitioner and petitioner's counsel requesting that petitioner be
aut hori zed as agent of ASAT, Ltd. pursuant to the provisions of
section 6038A(e) (1) and section 1.6038A-5 I ncone Tax Regs. \When
respondent issued the request for authorization of agent to
petitioner, Wrltek owned 95 percent of petitioner's stock.
Petitioner advised respondent by |letter dated January 26, 1993,

t hat "agency status has not been granted to ASAT, Inc. from ASAT,
Ltd." Petitioner did, however, obtain an authorization of agent
from ASAT, Ltd., on July 26, 1995, after the notice of deficiency
was i ssued.

On June 14, 1993, respondent sent petitioner a certified

letter notifying petitioner that respondent was considering
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application of section 6038A(e)(3) (hereinafter sonetines
referred to as the nonconpliance penalty) for failure to provide
an aut horization of agent. On January 3, 1994, respondent sent
petitioner a certified letter notifying petitioner that she had
appl i ed the nonconpliance penalty because petitioner had not
provi ded respondent with its appointnent as agent for ASAT, Ltd.,
and that the nonconpliance penalty would be reflected in a notice
of deficiency. Respondent also inforned petitioner that she
woul d be appl yi ng the nonconpliance penalty for failure to conply
with a summons that she issued to petitioner.

B. | nformation in Comm ssioner's Possessi on

At the initial interview of the exam nation on August 26,
1992, petitioner's representatives provided Ms. Hamlton with the
foll ow ng docunents:

a. Advertising brochures and fol ders;

b. Tabl e of Contents;

C. Organi zat i on;

d. ASAT, Inc. Chart of Accounts;

e. Trial Bal ance 1991,

f. ASAT, Inc. Ceneral Ledger FY 1991;

g. Cash Receipts FY 1991

h. ASAT, Inc. Cash Disbursenents FY 1991;

i ASAT, Inc. Sales Journal FY 1991;

] - ASAT, Inc. Freight Invoice Journal FY 1991;

k. Adj usting entries;
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l. ASAT, Inc. Interconpany Transactions FY 1991;

m Interco 1989 & 1990;

n. Form 1120 (1989); and

0. Form 1120 (1990).
All of these docunents were in respondent’'s possession at the
tinme the notice of deficiency was issued.

Respondent al so had the foll ow ng docunents in her
possessi on when the notice of deficiency was issued:

a. Correspondence between petitioner,
petitioner's counsel, and respondent;

b. notes taken by Ms. Ham |ton;

C. initial interview questions and notes of the
initial interview

d. t he Manufacturers' Agents National Association
(MANA) material s;

e. Duns Market ldentifier for petitioner dated August
25, 1992; and

f. a copy of petitioner's tax return for the fiscal
year ended April 30, 1992.

C. | nformati on Not Avail able or Not in Existence

Petitioner did not provide to respondent any budget pl ans,
wor k pl ans, busi ness plans, or other docunments show ng the
expected i ncone and expenses of petitioner for the years ending
April 30, 1989, through April 30, 1992. Nor did petitioner
provide to respondent any price lists or price guidelines show ng
the prices charged by petitioner and/or ASAT, Ltd., to third

parties.
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Petitioner did not make avail able to respondent any
advertising copy, press releases, brochures, videos, or other
docunents distributed to third parties concerning the services
offered by either petitioner or ASAT, Ltd., during the years
endi ng April 30, 1989, through April 30, 1992.

During the exam nation, Ms. Ham |ton requested information
regardi ng how petitioner's gross profit spread was set on sales
of ASAT, Ltd.'s, assenbly services. Neither petitioner nor ASAT,
Ltd., provided any docunentation to Ms. Ham | ton regardi ng how
petitioner's gross profit spread was set on sal es of ASAT,
Ltd.'s, assenbly services. Petitioner did not provide M.

Ham [ton with any information as to which conpany, petitioner or
ASAT, Ltd., set the gross profit spread.

During the exam nation, petitioner did not provide
respondent with any docunmentation on petitioner's anticipated
costs, profits, or break-even points fromits transactions with
ASAT, Ltd. We cannot tell whether this information was not
avai l able or was not in existence. Petitioner did not provide
Ms. Hamlton with an analysis or projection of incone or expenses
for petitioner. Petitioner did not know what comm ssion rate it
woul d need to charge ASAT, Ltd., in order to be profitable.

D. Application of Section 6038A

The Internal Revenue Manual provides procedures for the use

and application of section 6038A. M. Hamlton followed the
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| nternal Revenue Manual procedures during the examnation in this
case.

During the exam nation, Ms. Ham lton was al so auditing
anot her taxpayer that provided services simlar to those provided
by petitioner, that is, selling the integrated circuit assenbly
services of its foreign parent. The other taxpayer received a
comm ssion rate ranging from 11l to 15 percent. The other
t axpayer had three separate divisions. Two of these divisions
were distributors of goods. The third division was simlar to
petitioner in that it found customers for the integrated circuit
assenbly services of the foreign parent. There was separate
accounting for each activity. The division which found custoners
for the services of the foreign parent had no warehousi ng
expenses and no inventory.

To assist in her determnation as to the appropriate anount
of petitioner's gross profit spread, Ms. Ham Iton consulted with
an econom st enpl oyed by respondent, Ron McGnley. During the
exam nation, Ms. Hamlton related to M. MG nl ey what
petitioner's representatives told her about petitioner's business
and what petitioner's functions were with respect to its sales.
M. MG@nley provided Ms. Hamlton with information fromthe
exam nation of another taxpayer presenting an issue concerning
services rendered simlar to that in petitioner's case. M.

MG nl ey advised Ms. Ham lton that, based upon the functions
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performed and risks borne by petitioner, a gross profit spread of
10 to 15 percent was appropriate.

During the exam nation, M. MGnley provided copies of the
foll ow ng docunents to Ms. Ham | ton

a. The 1992 MANA Research Bulletin Survey of Sal es
Commi ssi ons;

b. the 1990 MANA Research Bulletin Survey of Sal es
Commi ssi ons;

C. an article entitled "Conpensating Manufacturers
Agents: Quidelines for Determ ning Agency
Comm ssi ons, Fees and Incentive Prograns”,;

d. an article entitled "CGuidelines for Determ ning
Agency Conmi ssions, Fees Incentive Prograns”; and

e. the 1992 MANA Survey of Manufacturers' Sales
Agency Annual Revenues and Expenses.

The MANA Research Bulletins provide data concerning the
sal es conmm ssions charged by agents to their principals. The
MANA Research Bulletin states:

Typically, an agent and a nmanufacturer will offer what
they feel is a fair rate for the work to be done when
t hey negotiate their contract. * * * But, in general,
fair is a figure whereby both parties can make noney

and where both are pleased with the arrangenent. * * *

* * * * * * *
The inmportant point to remenber is that a conm ssion

rate should be determned enpirically to insure that
you and your agencies can nake noney--read profits.

* * * * * * *

Deci de specifically what the agent is expected to
do in order to receive his basic comm ssion
conpensati on.
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Det erm ne what services, in addition to those
needed to determ ne the basic conmm ssion rate, wll be
needed.

Det erm ne whet her the additional services will be
paid for as increased conm ssions or as special fees.

* * * * * * *

[ T] he one factor that ultimately rules the marketpl ace
is whether or not the agent feels he or she can nmake a
decent living with a given conm ssion. * * *

* * * * * * *

[While [many] agents receive nost of their inconme as

sal es comm ssions, many are also paid fees for special

services. The typical manufacturers' agency today is

as likely to perform sone special marketing tasks for

its principals as it is to do its main job of selling

t he products.

Ms. Ham lton interpreted the MANA Research Bulletins as "[ maki ng]
it clear that if entities performadditional functions they
shoul d be conpensated--additionally conpensated for those
functions.”

The MANA Research Bulletin reports sales comm ssion rates in
the categories high, low, and average. In the product category
of El ectronic/ Technical Products, the MANA Research Bulletins
show conmm ssi on ranges of 6.97 percent to 12.19 percent in 1990
and 7.32 percent to 12.30 percent in 1992. The average rates in
t hose years were 9.58 percent and 9.81 percent, respectively.
Petitioner performed functions and other activities in addition
to selling the services of ASAT, Ltd. M. Hamlton read the MANA

materials prior to determ ning her adjustnment to petitioner's

gross profit spread.
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Ms. Ham Iton prepared a "what if" scenario showi ng the
resulting profit attributable to petitioner for gross profit
spreads of 10 percent through 15 percent. In her report on Form
4665, Report Transmttal, Ms. Hamlton states, "Providing a
comm ssion [gross profit spread] in the upper range insures that
the TP wll report profits fromits activities. |In no case
shoul d the comm ssion be reduced bel ow 10 percent. Ten percent
(10% is the | owest conmm ssion which would result in profit (See
What-if Scenari o workpaper)." |If the gross profit spread was
bel ow 10 percent there would be no tax liability. M. Hamlton
testified that there would be no need to process the case if no
additional tax liability would result.

Ms. Ham | ton was gui ded by tenporary regul ati ons under
section 482 which indicated that ranges shoul d be used, even
t hough she believed the regulations did not apply retroactively.

As a result of the exam nation and based upon the
informati on she had, Ms. Ham |ton determ ned that based on the
addi tional functions petitioner perforned, it should receive a
gross profit spread above the average conm ssion rate shown in
the MANA Research Bulletin for sales services alone. For the
addi tional services and functions, Ms. Ham |ton determ ned that
petitioner should be conpensated an additional 5 percent above
the average rate of approximtely 10 percent as shown in the MANA

mat eri al s.
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Ms. Ham Iton was told by M. Borawski that, in his opinion,
the industry average for this type of comm ssion [gross profit
spread] was 5 percent. M. Ham lton knew of M. Borawski's 20
years of experience in the industry. M. Ham lton considered M.
Borawski's opinion, but did not adopt it in form ng her
concl usi on.

E. Defi ci ency Notice

The notice of deficiency was nailed to petitioner on
Decenber 21, 1994. The notice of deficiency states:

As required by Section 6038A(e)(1) of the Internal
Revenue Code and Section 1.6038A-5 of the Incone Tax
Regul ations, the foreign related party, ASAT, Ltd.,

wi th which you have engaged in transactions, has failed
to provide the Internal Revenue Service an

aut hori zation of agent within 30 days of the request by
letter fromthe Internal Revenue Service dated Novenber
25, 1992. See Section 1.6038A-5(b) of the Incone Tax
Regul ations. * * *

Therefore, the nonconpliance penalty adjustnent under
Section 6038A(e)(3) has been inposed; accordingly, your
cost of goods sold [consulting fees expense, net
operating | oss deduction] has been determ ned based on
information avail able to the Internal Revenue Service.

* * %

Consul ti ng Fees

In 1990, M. Li contacted a friend, M. Chapple, president
and 50-percent sharehol der of Wrltek, and thereafter hired
Wrltek to performan evaluation or review of petitioner. During
1990 and 1991, two enpl oyees of Worltek, M. Conbs and M. Smth,

performed services that were billed to petitioner. M. Conbs
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worked half-tine for Worltek and hal f-tinme for petitioner.?®
There were no witten contracts relating to the hiring or
retention of Worltek enpl oyees by petitioner during 1990 and
1991. Worlitek sent petitioner the follow ng invoices:

Dat e Descri pti on Amount

11/ 9/ 90 Consultant fees for WD. Smth
for the cal endar nonth of Novenber $31, 000

2/ 15/ 91 Consulting fees for WD. Smth and

Edward Conbs for the nonth of February

1991 51, 000
3/ 12/ 91 Consultant fees for WD. Smth and

Edward Conbs for the cal endar npnth

of March 31, 000
4/ 10/ 91 Consultant fees for WD. Smth and

Edward Conbs for the cal endar npnth

of April 55, 300

5/ 10/ 91 To bill for consulting fees for the
month of April 1991

WlliamD. Smth 24,916
Edward G Conbs 38, 716 69, 632!

These invoices were marked either "Payabl e upon receipt" or
"Payabl e on sight". Handwitten notations on the invoices

indicate that petitioner paid thempronptly.

® The record does not show what percentage of tinme M.
Smth worked for petitioner.

10 These invoices were provided to respondent in response
to an DR, the record does not show if these were the only
i nvoi ces sent by Wrltek to petitioner.

11 Wrltek's total was incorrect.
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OPI NI ON

The interpretation and application of section 6038A involve
i ssues of first inpression; there are but two published cases!?

t hat di scuss section 6038A.

In her notice of deficiency, respondent cited the section
6038A(e) (3) nonconpliance penalty as statutory support for her
determ nation. Section 6038A(e)(3) is available to respondent if
a taxpayer fails to maintain specified records and to honor a
sumons as required by section 6038A(e)(2) or if a taxpayer fails
to obtain authorization to be a related foreign corporation's
agent as required by section 6038A(e)(1). As respondent’'s notice
of deficiency relies on section 6038A(e)(1), we focus on that
section and its relationship to section 6038A(e)(3).1*

A. VWhet her Section 6038A Applies to Petitioner

Section 6038A provides in pertinent part:

2 Asat, Inc. v. United States, 76 AFTR 2d 95-7821, 95-2
USTC par. 50,498 (N.D. Cal. 1995); N ssei Sangyo Am, Ltd. V.
United States, 76 AFTR 2d 95-5736, 95-2 USTC par. 50,327 (N.D
[11. 1995).

13 The notice of deficiency is predicated on the failure by
petitioner to obtain ASAT, Ltd.'s authorization of agent.
Petitioner's failure, however, to conply with the summons issued
by respondent as required by sec. 6038A(e)(2), and to seek tinely
judicial review of the notice of nonconpliance as required by
sec. 6038A(e)(4), appears to provide respondent with an
addi tional ground for applying the nonconpliance penalty
adj ust nent of sec. 6038A(e)(3). See Asat, Inc. v. United States,

supra.
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SEC. 6038A. | NFORMATI ON W TH RESPECT TO CERTAI N
FORElI G\N- OANNED CORPORATI ONS

(a) Requirenment.--1f, at any tine during a taxable
year, a corporation (hereinafter in this section
referred to as the "reporting corporation”)--

(1) is a domestic corporation, and
(2) is 25-percent foreign-owned,

such corporation shall furnish, at such tinme and in
such manner as the Secretary shall by regul ations
prescribe, the information described in subsection (b)
and such corporation shall maintain * * * such records
as may be appropriate to determ ne the correct
treatnent of transactions with related parties as the
Secretary shall by regul ations prescribe * * *,

* * * * * * *
(c) Definitions.--For purposes of this section--
(1) 25-percent foreign-owned.--A
corporation is 25-percent foreign-owned if at
| east 25 percent of--
(A) the total voting power of al
cl asses of stock of such corporation entitled
to vote, or

(B) the total value of all classes of
stock of such corporation

is owmed at any tine during the taxable year by 1
foreign person (hereinafter in this section referred to
as a "25-percent foreign sharehol der").
Hence, recordkeeping, reporting, and authorization of agent
requi renents under section 6038A apply to "reporting

corporations" who have "transactions" with "related parties".

1. Reporti ng Corporation

Section 6038A(c)(1) defines a reporting corporation as a

donmestic corporation that is 25-percent foreign-owned, neaning



- 21 -
ownership by one foreign person of either 25 percent of the
voting stock or 25 percent of the value of all classes of the
donmestic corporation's stock. A "foreign person" is any person
who is not a "United States person” under section 7701(a)(30),

i ncluding a corporation. Sec. 6038A(c)(3); sec. 1.6038A-1(f)(3),
I ncone Tax Regs. Petitioner stipulated that it always has been a
corporation and from Decenber 22, 1988, to June 30, 1992, that it
was wholly owned by a foreign corporation, ASAT, Ltd.
Consequently, petitioner is a "reporting corporation” for its
year ending April 30, 1991, the taxable year covered by the

noti ce of deficiency.

2. Rel ated Party

Section 6038A(c)(2)(A defines a "related party" to include
any 25-percent foreign shareholder of the reporting corporation.
ASAT, Ltd., owned 100 percent of petitioner at all tinmes during
the year in issue. Thus, ASAT, Ltd., is a "related party" to
petitioner for its taxable year ending April 30, 1991.

3. Tr ansacti on

Section 1.6038A-2(a)(2), Incone Tax Regs., provides a
definition of "transaction"” in the context of triggering Form
5472 filing requirenents: "A reportable transaction is any
transaction of the types listed in paragraphs (b)(3) and (4) of
this section.”

Section 1.6038A-2(b)(3), Incone Tax Regs., provides in part:
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(3) Foreign related party transactions for which
only nonetary consideration is paid or received by the
reporting corporation. If the related party is a
foreign person, the reporting corporation nust set
forth on Form 5472 the dollar anmounts of all reportable
transactions for which nonetary consideration * * * was
the sole consideration paid or received during the
t axabl e year of the reporting corporation. * * * The
types of transactions described in this paragraph are:

* * * * * * *

(v) Consideration paid and received for
techni cal, nmanagerial, engineering,
construction, scientific, or other services;

* * * * * * *

(x) Other amounts paid or received not

specifically identified in this paragraph

(b)(3) to the extent that such anmounts are

taken into account for the determ nation and

conputation of the taxable incone of the

reporting corporation.
The above provisions defining a transaction are very broad.
| ndeed, petitioner does not dispute, and we hold, that it engaged
in transactions with a related party for its taxable year ending
April 30, 1991, when it contracted with and paid for assenbly
services by ASAT, Ltd. Petitioner neverthel ess maintains that
section 6038A is inapplicable for the reasons set forth bel ow
Bef ore those reasons are exam ned, however, a review of the
statute's background is in order to provide context to an

anal ysis of the statute and the parties' argunents.

4. Background of Secti on 6038A

Section 6038A, as originally enacted in 1982, inposed

reporting requirenments on foreign controlled U S. corporations
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and branches of foreign corporations. The QOmi bus Budget
Reconciliation Act of 1989, Pub. L. 101-239, sec. 7403, 103 Stat.
2358, added record nmi ntenance requirenents that were broadened
by the Omi bus Budget Reconciliation Act of 1990, Pub. L. 101-
508, sec. 11315(a), 104 Stat. 1388, to affect all open years.
The I RS issued final inplenenting regulations on June 19, 1991.
Sec. 1.6038A-1, Incone Tax Regs., 56 Fed. Reg. 28056 (June 19,
1991). Section 6038A was drafted to aid the IRS in enforcenent
of section 482; its sponsors in the House of Representatives
described it as an effort to "lInprove [the] enforceability of
section 482". H Rept. 101-247, at 1295 (1989). The IRS had
experienced difficulties obtaining information fromforeign

parents of U S. corporations. See United States v. Toyota Modtor

Corp., 561 F. Supp. 354 (C.D. Cal. 1983). The nonconpli ance
penalty of section 6038A(e)(3) is anong the principal enforcenent
mechani sns of the statute.

Section 6038A(e)(3) provides:

(3) APPLI CABLE RULES I N CASES OF NONCOWVPLI ANCE. - -
If the rules of this paragraph apply to any
transacti on- -

(A) the anpunt of the deduction allowed under
subtitle A for any amount paid or incurred by the
reporting corporation to the related party in
connection wth such transaction, and

(B) the cost to the reporting corporation of
any property acquired in such transaction fromthe
related party (or transferred by such corporation
in such transaction to the related party),
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shall be the anobunt determ ned by the Secretary in the
Secretary's sole discretion fromthe Secretary's own
know edge or from such information as the Secretary may
obtain through testinony or otherw se.

5. Contentions of the Parties

Petitioner contends that section 6038A does not apply
because it was not 25 percent owned by a foreign corporation when
respondent requested the authorization of agent on Novenber 25,
1992. Petitioner further contends that Wrltek, a donestic
corporation, becane a "successor in interest" to ASAT, Ltd., when
Worltek, on July 15, 1992, purchased newy issued stock from
petitioner and becane its 95-percent shareholder. Under section
1. 6038A-5(e), Incone Tax Regs., a "successor in interest to a
related party nust execute the authorization of agent as
descri bed in paragraph (b) of this section.”™ Petitioner finally
contends that "Section 6038A is not operative because it was a
| egal inpossibility for Petitioner to obtain the authorization of
agent." Petitioner argues that since it "exercised considerable
effort to obtain the authorization of agent from ASAT, Ltd., with
no success" and since it did not have the power to conpel ASAT,
Ltd., to grant the authorization of agent, then it should not be
penal i zed under section 6038A(e)(3).

Respondent argues that section 6038A is applicable to
petitioner, as it is undisputed that petitioner was a reporting
corporation during the year ending April 30, 1991. According to

respondent, "the status of a corporation as a 'reporting
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corporation' for a particular year is unaffected by subsequent
events." Respondent correctly points out that "Neither section
6038A, the regul ations thereunder, nor the legislative history
contains any provision permtting a reporting corporation to
avoid the requirenents and penalties of that section for a
particul ar year because of a subsequent change in stock
ownership." It is equally true, however, that section 6038A, the
regul ations thereunder, and the |legislative history nmake no
mention of the issue whatsoever. The issue is not whether
petitioner was a reporting corporation for the year in issue--it
was- - but whet her section 6038A(e)(3) applies for the year in
i ssue, an issue of first inpression.

6. Di scussi on

We begin our analysis with the well-established rule that
statutory construction begins with the | anguage of the rel evant

st at ut e. Consuner Prod. Safety Conmm. v. GIE Sylvania, Inc., 447

U S 102, 108 (1980). Statutes are to be read so as to give
effect to their plain and ordinary neaning unless to do so woul d

produce absurd or futile results. United States v. Anerican

Trucking Associations, Inc., 310 U S. 534, 543-544 (1940); see

Tamari sk Country Cub v. Conm ssioner, 84 T.C. 756, 761 (1985).

Moreover, where a statute is clear on its face, we require
unequi vocal evidence of |egislative purpose before construing the
statute so as to override the plain neaning of the words used

therein. Halpern v. Conm ssioner, 96 T.C. 895, 899 (1991);
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Hunt sberry v. Comm ssioner, 83 T.C 742, 747-748 (1984). W may

use legislative history to clarify an anbi guous statute. Gty of

New York v. Commi ssioner, 103 T.C. 481, 489 (1994), affd. 70 F. 3d

142 (D.C. Gr. 1995). Even where the statutory | anguage appears
clear, we nmay seek out any reliable evidence as to |legislative
purpose. 1d.

The statute applies to a reporting corporation "If, at any
time during a taxable year,"” it has "transactions” wth "rel ated
parties". Sec. 6038A(a). W have already established that
petitioner was a "reporting corporation” that had "transactions"
wth a "related party" during the year in issue. The phrase "If,
at any time during a taxable year" relates to the taxable year

that the reporting corporation has a transaction with a related

party. Likew se, section 6038A(e)(1l) provides in part:

The rul es of paragraph (3) [the nonconpliance penalty]
shal |l apply to any transaction between the reporting
corporation and any related party who is a foreign
person unl ess such related party agrees (in such manner
and at such tine as the Secretary shall prescribe) to
authorize the reporting corporation to act as such
related party's limted agent * * * [Enphasis added. ]

Again, the relevant tine period is when the transaction took
place. This interpretation is consistent wwth the intent of
Congress, as shown by | egislative history. Congress intended for
the IRS to have access to the infornmation necessary to determ ne
if related party transactions conplied with section 482. The
relevant tinme period for establishing a taxpayer's status as a

reporting corporation is when the transaction(s) took place; the
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statute speaks in those terns. As stated by the Suprenme Court in

Conm ssioner v. Engle, 464 U S. 206, 217 (1984):

Qur duty then is "to find that interpretation which can
nmost fairly be said to be inbedded in the statute, in

t he sense of being nost harnonious with its schene and
wi th the general purposes that Congress manifested."
NLRB v. Lion Gl Co., 352 U S. 282, 297 (1957)
(Frankfurter, J., concurring in part and dissenting in
part). * * *

Petitioner would have us read into section 6038A(e) the
addi tional requirement that petitioner be a reporting corporation
at the tine the request for authorization of agent is made upon
it by the IRS. |If the statute could be rendered inapplicable by
subsequent ownership changes in a reporting corporation, then it
m ght | ose a substantial part of its efficacy for its stated
pur pose. A subsequent change of ownership in the reporting
corporation, after the taxable year containing the transactions
in question, does not insulate petitioner fromthe application of
section 6038A(e).

Petitioner further contends that "Section 6038A is not
operative because it was a legal inpossibility for Petitioner to
obtain the authorization of agent." More accurately stated,
petitioner contends that it was not able to conpel its onetine
parent to provide the authorization of agent. A subsidiary is
generally not in the position to conpel its parent to perform any
act; such is the nature of a parent/subsidiary relationship. The
| egi slative history to section 6038A di scusses the situation

where a related party, which is not known to be such by the
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reporting corporation at the tine the two conduct a transacti on,
refuses to authorize the reporting corporation to act as its
agent. In that situation, the reporting corporation "would
generally be subject to the disallowance rule [nonconpliance
penalty] with respect to transactions” with the related party
taking place prior to the tine the reporting corporation becane
aware that section 6038A would apply. See H Rept. 101-247, at
1299 (1989). Although this result could be called "harsh", the
House report anticipated that no exception woul d be nade unl ess,
anong ot her conditions, the reporting corporation did not know or
have reason to know that it was conducting transactions with a
related party. [1d. There is no evidence, and petitioner does
not argue, that it did not know that it was engaged in
transactions with its sole sharehol der during petitioner's 1991
tax year. We reject petitioner's argunment that section 6038A
shoul d not apply because petitioner allegedly was unable to
conpel its onetinme sole sharehol der to authorize petitioner as
its agent for purposes of section 6038A

We deal next with petitioner's "successor in interest”
argunent. The term "successor in interest” is not defined in
section 6038A or its regulations. Petitioner argues that

Worl tek, a donmestic corporation, is a successor in interest to
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ASAT, Ltd., since Wirltek replaced ASAT, Ltd., as mgjority
shar ehol der in petitioner.?

ASAT, Ltd., did not sell its stock in petitioner to Wrltek;
rather, after the year in issue petitioner issued stock to
Worltek, which diluted the interest of ASAT, Ltd., in petitioner
from 100 percent to 5 percent. Respondent correctly points out
t hat one of the purposes of section 6038Ais to allowthe IRS to
obtain the records of a foreign related party's transactions with
a donestic corporation through the issuance of a sumobns. See S.
Comm Prt. 101-57, at 112 (1989). Therefore, "successor in
interest” nust be interpreted in that light. For section 6038A
to acconplish its purpose, the IRS nust be able to conpel
production of records fromthe party that has possession of, or
controls the records of, the related party's transactions. 1In
this case, the records sought are ASAT, Ltd.'s, a foreign related
party, not Wrltek's. Wrltek succeeded to nothi ng of ASAT,

Ltd.'s. W conclude that Worltek is not a successor in interest

14 Sec. 1.6038A-5(e), Incone Tax Regs., provides that "A
successor in interest”" to a related party nust authorize the
reporting corporation to act as agent. Petitioner argues that
since Wrltek is a donmestic corporation, it cannot be required to
conply with sec. 1.6038A-5(b), Inconme Tax Regs., which provides
that "Upon request by the Service, a foreign related party shal
authorize as its agent (solely for purposes of sections 7602,
7603, and 7604) the reporting corporation with which it engages
in transactions.” (Enphasis added.) The latter provision
however, does not define "successor in interest". W shall,
neverthel ess, address the issue of whether Wrltek is a successor
ininterest to ASAT, Ltd., and thus would be the proper party to
execute the authorization of agent.
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to ASAT, Ltd., as that termis used in section 1.6038A-5(e),
| ncone Tax Regs. In sum we hold that section 6038A does apply
to petitioner.

B. Fai lure To Desi gnate Agent |ssue

The section 6038A(e)(3) nonconpliance penalty is operative
inthis case if petitioner did not conply with section
6038A(e) (1), which provides:

(e) Enforcenent of Requests for Certain Records.--

(1) Agreenent to treat corporation as agent.--The
rules of paragraph (3) shall apply to any transaction
bet ween the reporting corporation and any related party
who is a foreign person unless such related party
agrees (in such manner and at such tine as the
Secretary shall prescribe) to authorize the reporting
corporation to act as such related party's limted
agent solely for purposes of applying sections 7602,
7603, and 7604 with respect to any request by the
Secretary to exam ne records or produce testinony
related to any such transaction or with respect to any
sumons by the Secretary for such records or testinony.
The appearance of persons or production of records by
reason of the reporting corporation being such an agent
shal | not subject such persons or records to | ega
process for any purpose other than determ ning the
correct treatnment under this title of any transaction
bet ween the reporting corporation and such rel ated

party.
Petitioner stipulated that it did not obtain the authorization of
ASAT, Ltd., to be its agent until after the notice of deficiency
was issued. Section 1.6038A-5(b), Incone Tax Regs., requires
that the authorization be provided to the IRS within 30 days
after the RS requests it; petitioner failed to neet the

deadl i ne.
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C. Abuse of Discretion |Issue

1. St andard of Proof

The standard of review of respondent’'s determ nation under
section 6038A(e)(3) is liberal. Wereas the word "discretion”
does not appear in section 482, when the nonconpliance penalty of
section 6038A(e)(3) applies, "the anobunt of the deduction * * *
and the cost * * * of any property * * * shall be the anobunt

determ ned by the Secretary in the Secretary's sole discretion

fromthe Secretary's own know edge or from such information as
the Secretary may obtain through testinony or otherw se."
(Enphasi s added.) The conference commttee report offers

gui dance to a court review ng respondent's determ nati on under
section 6038A(e)(3):

The conferees intend that a taxpayer seeking
judicial review of the exercise of the Secretary's sole
di scretion under the nonconpliance rules shall bear the
burden of proof by clear and convincing evidence that
the Secretary abused that discretion. The conferees do
not intend to foreclose a court fromoverturning a
determ nation by the Secretary that was proven (by
cl ear and convi nci ng evi dence) either to have been nade
wi th inproper notive, or to have been clearly erroneous
by reference to all reasonably credible interpretations
or assunptions of facts. On the other hand, the
conferees do not expect a court to overturn a
determ nation unless it could do so even after
accepting as true all allegations and inferences that
may support the Secretary's position. [H Conf. Rept.
101- 386, at 594 (1989).]

The conference conmttee report also states:

Under the conference agreenent, in cases of
nonconpl i ance, the anount of any deduction for any
anount paid or incurred to the related party by the
reporting corporation, or the cost of property
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transferred between such persons, shall be determ ned

by the Secretary in the Secretary's sole discretion,

based on the Secretary's own know edge or from such

information as the Secretary may choose to obtain.* * *

The conferees wish to clarify that the exercise of

the Secretary's sole discretion to establish all owabl e

anounts of deductions and the cost of goods sold in the

event of nonconpliance shall be subject only to limted

judicial review * * * |n addition, the conferees do

not expect a court to overturn a determ nation on

grounds that the Secretary m ght have sought to obtain

additional information but failed to do so. [ld. at

593-594. ]

The standard of proof is not identical to that in a section
482 case--proving that the Conm ssioner's allocations are
arbitrary, capricious, or unreasonable. Rather, the standard of
proof under section 6038A(e)(3) requires petitioner to show by
cl ear and convincing evidence and without reference to
informati on not in respondent’'s possession or know edge when the
determ nati on was nmade, that respondent's determ nati on was nade
with an inproper notive or is clearly erroneous in |light of al
reasonably credible interpretations or assunptions of facts.

Petitioner has not argued inproper notive on the Secretary's
part. The parties do not disagree on what information was in
respondent's possessi on when she issued the notice of deficiency
and determ ned that petitioner's cost of goods sold and net
operating | oss should be adjusted dowmward. Based on that
information, and that information al one, we nust decide if
respondent abused her discretion, applying the standard set forth

above, in determning the deficiency under section 6038A.



- 33 -

2. Petitioner's Expert Report

Petitioner submtted an expert report?® (the report) by Dr.

Cl ark Chandl er, 1 which opined that it was an abuse of discretion
for respondent to have determ ned that petitioner should have
recei ved a 15-percent comm ssion [gross profit spread].?
Respondent objected to the adm ssion of the report. W allowed
the report into evidence, subject to respondent's objection.
However, we advised the parties that they could address the issue
of the report's adm ssibility on brief.

We found the report to be of no help to petitioner's case.
Specifically, the report utilized information not in respondent's
possession and did not accept as true credible allegations and
i nferences that may support the Secretary's position. Moreover,
the report equivocated while purporting to forma conclusion ("It
is inpossible for me to verify the reasonabl eness of the IE s
[I nternational Exam ner] conclusions."). The role of an expert

is to assist the trier of fact to understand the evidence or to

15 Dr. dark Chandler prepared a report entitled "ASAT,
Inc., an Econom c Evaluation of the International Exam ner's
Met hodol ogy and Resul ting Adjustnent.”

¥ Dr. Chandler is an econom st with Econom c Consulting
Services. The parties stipulated that Dr. Chandler is an expert
in the area of interconpany pricing under sec. 482. Dr. Chandler
received his Ph.D. degrees fromthe University of Mchigan in
1977 and 1978. He has previously testified in nunerous cases
before this Court as an expert witness in interconpany pricing.

7 Dr. Chandler also referred to the gross profit spread as
a "comm ssion".
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determine a fact in issue. Fed. R Evid. 702. Under section
6038A(e) (3), we are review ng whet her respondent abused her
discretion in reducing petitioner's cost of goods sold. The
report itself cannot be considered as evi dence of the proper
gross profit spread since it was not in respondent's possession
at the tine the determ nation under section 6038A(e)(3) was nade.
The only function the report can serve is to help us evaluate the
information that was in respondent's possession at the tinme the
determ nation was nmade. The report failed to performthat
function. The report is not appropriate expert testinony because

it purports to apply a legal standard. See Laureys v.

Commi ssioner, 92 T.C 101, 127-129 (1989). As explained above,

the test is not identical to a section 482 test, which is Dr.
Chandl er's area of expertise. W are not holding that an expert
report is never appropriate in a section 6038A case, only that to
be considered the report nust be helpful in light of the standard
of review called for by the statute. Dr. Chandler's report did
not provi de assistance in that respect.

3. Respondent's Secti on 6038A(e)(3) Deternination

Petitioner had no docunentation to show howits gross profit
spread was set. Respondent, based her determ nation of a 15-
percent gross profit spread on three main factors:

a. Experience Wth a Sim |l ar Taxpavyer.

Ms. Ham | ton was exam ning a taxpayer with a separate

division that conducted a business simlar to petitioner's. That
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t axpayer engaged in selling the services of its foreign parent to
assenble integrated circuits, did not maintain inventory, and had
no war ehousi ng expenses. The taxpayer (a U S. subsidiary)

recei ved conm ssions ranging from1l to 15 percent fromits
foreign parent.

b. | RS Economi st .

Ms. Ham I ton received advice froman IRS econom st, Ron
MG nley. M. HamlIton described to M. McGnley petitioner's
business and its relationship to its foreign parent. He told her
that he had experience in determ ning an appropriate conmm ssion
rate for services and that he was currently exam ning a conpany
that provided services simlar to those provided by petitioner.
M. MGnley also told Ms. Ham|lton that petitioner should be
conpensated for each additional function perfornmed on behalf of
its foreign parent. Based on his experience, M. MGnley told
Ms. Hamlton that a 10 to 15-percent conm ssion range woul d be
appropri ate.

C. MANA Survey.

M. MG@nley also gave Ms. Ham Iton research bulletin
surveys prepared by MANA (the MANA survey). The MANA surveys
provi ded data concerning the sal es conm ssions charged by
manuf acturing agents to their principals. |In brief, the MANA
survey indicated that a comm ssion rate shoul d enabl e the agent
to make a profit and that additional services warrant additional

fees. In the product category of Electrical/Technical Products,
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the MANA survey reported that conm ssions ranged from12. 3
percent to 7.32 percent in 1992 and 12.19 percent to 6.97 percent
in 1990.

Respondent asked for and did not receive information from
petitioner regarding its contractual relationship wth ASAT,
Ltd., specific pricing policies, cost analysis, projections,
budgets, or their negotiations in deciding on the proper gross
profit spread.

Ms. Ham I ton used the above factors to determ ne a basic
gross profit spread of 10 percent and then added 5 percent (15-
percent total) to conpensate petitioner for the services that it
rendered to ASAT, Ltd., in addition to | ocating custoners.

4. Petitioner's Argunent

Petitioner argues that we may find respondent's
determ nation to be clearly erroneous by focusing on either her
results or her nmethodol ogy. Petitioner argues that it should be
able to present evidence (expert testinony) "to show the correct
costs and expenses based on the information available [not to be
confused with information in respondent's possession] to the
Respondent . "

Petitioner states that a comm ssion rate [gross profit
spread] of 6 percent "was determ ned by nmarket conditions and is
economcally realistic and reasonable.”™ To support its claim
petitioner cites a statement by M. Borawski (an officer and

enpl oyee of petitioner) that the industry average for comm ssions
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is 5 percent. Petitioner also refers the Court to Dr. Chandler's
report in support of petitioner's comm ssion rate.

Petitioner argues that the I RS econom st was "unauthori zed
| RS personnel not assigned to the case" and that respondent
shoul d have nade himavailable for trial.'® Petitioner requests
that the Court draw an adverse inference fromrespondent's not
calling the econom st as a wtness.

Petitioner further argues that the international exam ner
erroneously relied on nonconparabl e MANA surveys. Petitioner
cites section 482 cases for the proposition that the use of
i ndustry averages is not appropriate unless the data is
representative of the taxpayer. Petitioner points out that it is
not in the manufacturing business and that the MANA survey deal s
w th manufacturers' agents.

Petitioner also argues that Ms. Ham lton "erroneously nade
an increase to her comm ssion rate adjustnent beyond her base
adjustnent."” Petitioner argues that since the MANA survey cannot
be shown to have used conparabl e conpanies, it is inpossible to
know what services are included in the base comm ssion rate.

Finally, petitioner argues that Ms. Hamlton's use of the

"what if" scenario shows that she backed into the 15-percent

18 Despite knowi ng the economst's identity before
petitioner prepared its pretrial menorandum and that respondent
did not intend to call the econom st as a witness, petitioner did
not attenpt to subpoena the econom st until the day of the trial.
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gross profit spread. Therefore, petitioner argues that the
determ nation is an abuse of discretion.

5. Application of Law to Facts

Petitioner would Iike us to performa section 482 anal ysis;
such an anal ysis would not be appropriate. Petitioner, after
failing to provide respondent with basic information about its
related party transactions, argues that respondent determ ned an
incorrect gross profit spread. Petitioner's attack on
respondent's results--that respondent's gross profit spread is
not as accurate as petitioner's--ignores the purpose of the
statute. Section 6038A was enacted to insure that the IRS either
woul d have tinely access to the information necessary to nake a
conpl ete anal ysis of costs between related parties or the right
to make an adjustnent based solely on the information that it did
have. Wether the taxpayer can later justify a cost is
irrel evant:

Accordingly, the amounts established by the Secretary

cannot be overturned by a court on the basis that they

di verge fromactual costs or other anmounts incurred, or

on the basis that they do not clearly reflect incone.

The fact that anmounts established by the Secretary can

be proven to be clearly erroneous, by reference to

information or materials that were not wthin the

Secretary's know edge or possession, would not al one,

in the conferees' view, be sufficient cause for a court

to redeterm ne all owabl e ambunts of deductions and the

costs of goods sold. * * * [H Conf. Rept. 101-386, at

594 (1989).]

Petitioner argues that Ms. Ham | ton shoul d have accepted M.

Borawski's opinion that the 6-percent gross profit spread "was



- 39 -
determ ned by market conditions and is economcally realistic and
reasonabl e" since M. Borawski had 20 years of experience in the
industry. Suffice it to say that the IRSis not required to
accept the assertions of interested parties on faith. In fact,
the legislative history al so addressed this point:
Simlarly, the exercise of the Secretary's sole

di scretion in determ ning how much weight, if any, to

give to any individual docunment or other item of

information that has been submtted is subject to the

sane scope of review, i.e., proof by clear and

convi nci ng evidence that the Secretary abused that

di scretion, while accepting as true all allegations and
i nferences that may support the Secretary's position.

[Ld.]

Petitioner's argunment that Ms. Ham | ton used an
"unaut hori zed" I RS econom st is without nmerit. The case cited by
petitioner does not support its argument.®® Nor will we draw an
adverse inference fromrespondent's not calling the RS econom st
as a witness. It is not up to respondent to prove that her
determ nation is correct; it is petitioner who has the heavy
bur den.

If a party fails to introduce evidence within that party's
possessi on, we nmay presune in some circunstances that, if
produced, the evidence would be unfavorable to that party.

Wchita Term nal Elevator Co. v. Conm ssioner, 6 T.C. 1158, 1165

(1946), affd. 162 F.2d 513 (10th Cr. 1947). This is true where

the party which does not produce the evidence has the burden of

19 Center on Corporate Responsibility, Inc. v. Shultz, 368
F. Supp. 863 (D.D.C. 1973).
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proof or the other party has established a prinma facie case. 1d.
Petitioner has the burden of proof and has not nmade a prinma facie
showi ng of the facts which it wi shes to establish by adverse
inference. Petitioner knew the identity of the IRS econom st in
anple tinme to call himas a witness but failed to do so. Under
t hese circunmstances we shall not draw an adverse inference
agai nst respondent.

Petitioner argues that Ms. Ham |ton erroneously relied on
MANA surveys, which in petitioner's view did not involve
conpar abl e conpani es or transactions. Although petitioner is not
in the manufacturing business, it perforns a service simlar to a
manuf acturer's conm ssioned agent. Taking into account the
materials within respondent's possession at the tinme of making
the section 6038A(e)(3) determ nation, we are not persuaded that
respondent's reliance on the MANA survey was m spl aced.

Petitioner argues that the "what if" scenario shows that Ms.
Ham | t on backed into the 15-percent gross profit spread and that
her suggestion that a 10-percent spread would ensure a profit
shows that the determnation was arbitrary. M. Hamlton did
cal cul ate the m ni mum spread necessary for petitioner to show a
profit. The MANA Research Bulletin states:

Typically, an agent and a manufacturer will offer what

they feel is a fair rate for the work to be done when

t hey negotiate their contract. * * * But, in general,

fair is a figure whereby both parties can nmake noney
and where both are pleased with the arrangenent. * * *

* * * * * * *
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The inmportant point to remenber is that a conm ssion

rate should be determned enpirically to insure that

you and your agencies can nake noney--read profits.

It was not an abuse of the Comm ssioner's discretion under
section 6038A to assune that a fair gross profit spread is one
that would allow petitioner to nmake an overall profit.

Petitioner also argues that Ms. Ham | ton erroneously
i ncreased the gross profit spread beyond the base adj ust nent
(from10 to 15 percent). However, petitioner admts that it
performed additional services for ASAT, Ltd. Gven the |atitude
mandat ed by section 6038A, we cannot say that the Comm ssioner
abused her discretion by increasing the base spread by 5-percent
for the additional services.

Even wi thout the MANA survey, Ms. Hamlton's and the IRS
econom st's experiences wth simlar taxpayers support a gross
profit spread in the 10 to 15-percent range, establishing that
the IRS's determ nati on was not an abuse of discretion. W hold
that petitioner has failed to show a section 6038A abuse of
di scretion in respondent's determ nation.

D. NOL

No NOL deduction is allowed since it was created using a 6-
percent gross profit spread.?® Petitioner admts that a 15-
percent gross profit spread in earlier years would elimnate its

NOL deducti on.

20 Petitioner's gross profit spread for the 1990 tax year
appears to be zero.



E. Consul ti ng Fees

The deductibility of the consulting fees is not a section
6038A i ssue since it does not involve a transaction with a
foreign related party; the consulting paynents were nade by
petitioner to Wrltek, a donestic corporation that was not
related to petitioner at the tine. The parties presented
evi dence on the consulting fee issue and argued it on brief.
Therefore, we shall decide the issue. See Rule 41(Db).

Deductions are a matter of |egislative grace; petitioner has
the burden of showing that it is entitled to any deduction

clainmed. Rule 142(a); New Colonial lIce Co. v. Helvering, 292

U S. 435, 440 (1934). To be entitled to a business expense
deduction for consulting fees under section 162, petitioner nust
prove that the expenses were: (1) Ordinary and necessary, (2)
paid or incurred in carrying on a trade or business, (3) incurred
during the taxable year in which the taxpayer seeks to deduct
them and (4) paid by the person to whomthe services were
rendered. Sec. 162(a).

Respondent argues that the consulting expenses were the
expenses of ASAT, Ltd. or QPL, and thus not deductible by
petitioner. W need not decide the issue on that ground as
petitioner has failed to show that the consulting fee expense was
ordi nary and necessary. Wether an expenditure is ordinary and

necessary is generally a question to fact. Comm ssioner V.

Hei ni nger, 320 U. S. 467, 475 (1943). To be "necessary” within
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t he nmeani ng of section 162, an expense need be "appropriate and

hel pful" to the taxpayer's business. Wlch v. Helvering, 290

U S 111, 113 (1933). The requirenent that an expense be
"ordi nary" connotes that "the transaction which gives rise to it
must be of common or frequent occurrence in the type of business

involved." Deputy v. DuPont, 308 U.S. 488, 495 (1940) (citing

Welch v. Helvering, supra at 114).

We question whether the consulting fees were determ ned on
an arm s-length basis. M. Li and M. Chapple were friends.
Worltek, a corporation owned 50 percent by M. Chappl e,
eventual |y acquired 95 percent of petitioner. QPL, a corporation
whose majority shareholder was M. Li, later acquired Wrltek.
There is no evidence in the record of how the consulting fees
were determ ned. The nonthly anounts, which were usually billed
on the 10th of each nonth, were for the half-tinme services of M.
Conbs and the services of M. Smth. The nonthly fees ranged
from $31,000 (for just M. Smith) to $124,932 (69, 632 + 55, 300).
These rel atively | arge amounts--given the size of petitioner's
busi ness--were pronptly paid, even though there was no witten
contract between petitioner and Wirltek and the invoices
t henmsel ves provided al nost no detail. There is no evidence in
the record of the skills M. Conbs and M. Smth may have
possessed to warrant such consulting fees. W hold that
petitioner has failed to prove that the consulting fees were

ordi nary and necessary busi ness expenses.
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F. Section 6662(a) Accuracy-Rel ated Penalty

Section 6662(a) inposes a penalty in an anpbunt equal to 20
percent of the portion of the underpaynent of tax attributable to
one or nore of the itens set forth in section 6662(b), including
negl i gence or disregard of rules or regulations. Respondent
asserts that the entire underpaynent of petitioner's tax was due
to negligence or intentional disregard of rules or regulations.
Sec. 6662(b)(1). As under the predecessor section covering the
addition to tax for negligence, section 6653(a), petitioner bears
the burden of proof on the penalty in issue. Rule 142(a); Neely

v. Comm ssioner, 85 T.C. 934, 947 (1985). "Negligence" includes

any failure to make a reasonable attenpt to conply with the
provi sions of the internal revenue |laws. Sec. 6662(c); sec.
1.6662-3(b) (1), Incone Tax Regs. Negligence is the failure to
exerci se due care or the failure to do what a reasonabl e and
prudent person would do under the circunstances. Neely v.

Commi ssi oner, supra. "Disregard" includes any carel ess,

reckl ess, or intentional disregard of rules or regulations. Sec.
6662(c); sec. 1.6662-3(b)(2), Incone Tax Regs.

The accuracy-rel ated penalties of section 6662 do not apply
Wi th respect to any portion of an underpaynent if it is shown
that there was a reasonabl e cause for such portion and that the
t axpayer acted in good faith with respect to such portion. Sec.
6664(c)(1). The determ nation of whether a taxpayer acted with

reasonabl e cause and in good faith depends upon the pertinent
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facts and circunstances. Sec. 1.6664-4(b)(1), Income Tax Regs.
The nost inportant factor is the extent of the taxpayer's effort
to assess his or her proper tax liability. 1d.

Reliance on a return preparer, however, may relieve a
taxpayer fromthe addition to tax for negligence where the

taxpayer's reliance is reasonable. Freytag v. Conm ssioner, 89

T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th G r. 1990), affd.
501 U. S. 868 (1991). A taxpayer, however, is not relieved from
liability for the addition to tax for negligence nerely by
shifting the responsibility to a tax professional. Enoch v.

Comm ssioner, 57 T.C. 781, 802 (1972). Reliance on an expert is

not an absolute defense but is a factor to be consi dered.

Freytag v. Comm ssioner, supra at 888. A taxpayer's reliance

nmust be in good faith and denonstrably reasonable. Ew ng v.

Commi ssioner, 91 T.C 396, 423 (1988), affd. w thout published

opi nion 940 F.2d 1534 (9th G r. 1991); Freytag v. Conm Ssioner,
supra at 888-889. In such a case, a taxpayer will be entitled to
rely upon an expert's advice, even if the advice should prove to

be erroneous. Jackson v. Conm ssioner, 86 T.C 492, 539 (1986),

affd. on other issues 864 F.2d 1521 (10th G r. 1989); Brown v.

Commi ssioner, 47 T.C 399, 410 (1967), affd. per curiam 398 F.2d

832 (6th Cr. 1968).
The ultimate responsibility for a correct return lies with
t he taxpayer, who nmust furnish the necessary infornmation to the

agent who prepared the return. Enoch v. Conm ssioner, supra at
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802. In other words, reliance upon expert advice wll not
excul pate a taxpayer who supplies the return preparer with

i nconpl ete or inaccurate information. Lester Lunber Co. V.

Comm ssi oner, 14 T.C. 255, 263 (1950).

In this decision, except for the consulting fee issue, anpbng
the rules or regulations to be considered for applying the
negli gence penalty are section 6038A and the acconpanyi ng
regul ati ons.

Respondent argues that petitioner did not keep the records
requi red by section 6038A and did not provide an authorization of
agent when repeatedly asked to do so by respondent. Respondent
argues that petitioner ignored the requirenents of section 6038A
by not keeping records fromwhich respondent could determ ne the
correct tax treatnment of transactions between petitioner and
ASAT, Ltd., citing section 1.6038A-3(a)(1), Incone Tax Regs.
Respondent points out that petitioner's 1990 tax return preparer,
a CP.A fromDeloitte & Touche, informed petitioner in witing
that it "noted concern” in the |level of docunentation and in
i nterconpany pricing. Respondent further argues that petitioner
has not introduced any evidence that it has reasonabl e cause for
failure to conply with section 6038A.

Petitioner argues that:

The evi dence adduced at bar denobnstrates that
Petitioner was not negligent. * * *

Petitioner charged a 6% conm ssion rate to ASAT,
Ltd. The average conm ssion rate is 5% Under all the



- 47 -

circunstances of industry conpetition and i ndivi dual

custoner order specifications, there is substanti al

econom c justification for the rate used by Petitioner

and reported on its incone tax return. * * *
Petitioner further argues that its C P. A used "boiler plate"
| anguage regardi ng i nterconpany transaction recordkeepi ng
requirenents. Finally, petitioner argues that it gave its tax
return preparer the information necessary to prepare its return.

Unfortunately for petitioner, the "evidenced adduced at bar™
does not denonstrate that the industry average conm ssion rate
was 5 percent. Petitioner confuses the self-serving, unsupported
testinony of its officer wwth proof. Saying sonething is so does
not meke it so. Petitioner had no records whatsoever to docunent
how it determ ned the value of ASAT, Ltd.'s services, a
requi renment under section 6038A. Petitioner has not shown that
it attenpted to conply with the recordkeeping requirenents of the
statute. Petitioner cannot escape the penalty by blamng its tax
return preparer; petitioner's tax return preparer warned
petitioner that interconpany transactions require docunentation.
That this warning was "boiler plate" does not nmake it any | ess
true. We hold that petitioner has failed to prove that it was
not negligent on the section 6038A issues.

Petitioner has offered no evidence that it was not negligent

in deducting the consulting fees and does not address the issue

on brief. Respondent's determ nation of the applicable penalty
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nmust be sustained as petitioner has not net its burden of proof
on this issue.

To reflect the foregoing,

Deci sion will be entered

for respondent.




