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CONGRESSIONAL INSIDER TRADING RUNS DEEP -
WILL THE STOCK ACT ONLY SKIM THE SURFACE?

by
Gwen Seaquist*
Alka Bramhandkar**
Marlene Barken***

A scorpion and a frog meet on the bank of a stream and
the scorpion asks the frog to carry him across on its
back. The frog asks, "How do | know you won't sting
me?" The scorpion says, "Because if | do, | will die
too." The frog is satisfied, and they set out, but in
midstream, the scorpion stings the frog. The frog feels
the onset of paralysis and starts to sink, knowing they
both will drown, but has just enough time to gasp
"Why?" Replies the scorpion: "It's my nature..."*

INTRODUCTION

On April 4th, 2012, President Obama signed into law new
legislation regulating insider trading by Members of Congress.
Commonly known as The STOCK Act? (Stop Trading on
Congressional Knowledge), this is the first legislation to
restrict Members of Congress and their employees from trading
on material non-public information.

*Professor of Legal Studies, Ithaca College

**Professor of Finance and International Business, Ithaca
College

***Associate Professor of Legal Studies, Ithaca College
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The legislation was initially proposed by Representative
Louise Slaughter® in 2006, but received little support and
languished in committee for five years. Then, in November of
2011, CBS television aired a 60 Minutes program in which it
“reported that Members of Congress can legally trade stock
based on non-public information from Capitol Hill.”* The
show generated wide-spread, public outrage at the thought that
Congress was above the law. The piece exposed specific
Members of Congress, such as Nancy Pelosi,> using insider
information to make huge profits on initial public offerings. In
response, the legislation gained a new co-sponsor (Joseph
Lieberman), public support by President Obama, and bipartisan
support in both the House and Senate, resulting in its nearly
unanimous passage in March, 2012.

The significance of this legislation cannot be overstated.
The perception that illegal insider trading runs rampant in
Congress adds to citizen dissatisfaction with government and
fosters cynicism about both the markets and the legislative
process. This legislation sends a clear signal that Congress is
not above the law.

As discussed below, the legislation resolves some long-
standing confusion about the application of the 1934 Securities
Exchange Act Section 10(b) and the Security Exchange
Commission’s (SEC) Rule 10b-5 to Members of Congress and
its employees. Nevertheless, strong arguments exist that the
legislation was unnecessary and the real problem lies in the
failure of the SEC to prosecute Congressional insider trading
cases. This paper will weigh the arguments in favor of the new
law against the key provisions of the STOCK Act and then
discuss whether the Act will remedy the problems outlined.
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THE QUANTITATIVE ANALYSIS

One of the motivating factors behind this legislation was
the wide-spread belief that Members of Congress made profits
far in excess of the general public. The first part of this paper
will discuss whether this premise is true.

Most finance academicians and practitioners interpret profit
earned on any investment as normal or abnormal by applying
the concept of cumulative abnormal returns (CARs) which is
commonly used in event studies. The CARs refer to the
investment performance that generated returns over and above
the risk adjusted required rate of return embedded in the
Capital Asset Pricing Model (CAPM). This model classifies
risk associated with investments as unsystematic risk (which
can be diversified away with 12-20 stocks in a portfolio and
therefore not compensated for in the market) and market or
systematic risk (which is rewarded for based on the level of
risk associated with each firm). The CAPM equation calculates
a weighted risk premium based on the specific stock held as
part of a portfolio. These models assume that the U. S. capital
markets are efficient and an investor can outperform the market
only by having access to non-public and market moving
information.®

The Wall Street Journal first reported in May 2010 that
Members of Congress had been engaging in illegal stock
trading based on non-public information. Some Members of
Congress were also betting against the stock market using
leveraged exchange-traded funds.” Two major academic
studies conducted in 2004°® and 2011° published mixed
findings about the profits made by the Members of Congress.

The earlier study of the Senate inferred that based on their
position and the social access they enjoy, the Senators were
knowledgeable about the appropriate times to buy and sell their
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investments in common stocks. The authors speculated that the
ways in which Senators raise campaign money may be one of
the major reasons for access to private information. The buy
and sell investment decisions by the Senators outperformed the
market by 0.97 percent per month, almost 12 percent annually,
and the results were statistically significant. After the Senators
sold their stock, the rate of return turned negative, indicating
that the Senators knew exactly when to sell. While there was
no difference based on party affiliation, Senators in their first
term generated higher returns compared to their more senior
peers. ™

The second study shifted attention to the Members of the
U.S. House of Representatives. The authors hypothesized that
the informational advantage may be more diluted in the House
(435 representatives) compared to the Senate (100 senators).
The buy investment decisions by the House Members
outperformed the market by 0.55 percent per month, over 6
percent annually, (smaller compared to the Senate) and the
results were statistically significant. The level of returns
increased with the size of investment. Unlike the Senate, the
House Democrats’ investments outperformed the House
Republicans’ investments. Similar to the Senate, seniority did
not appear to help to generate higher profits.**

It is interesting to note that few academicians have
attempted to study this area of market inefficiency. Some of the
reasons for this lack of interest are most likely based on the
reliability of the information filed by the Senators and the
Members of the House. First, the forms can be handwritten
making them difficult to read. Second, no specific
documentation is necessary. Zibrowski and his colleagues
found*? that some disclosures had actual brokerage statements
attached to them. However, some forms used abbreviations and
other terms which were impossible to interpret. Third, no
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outside auditors verify the accuracy of the information
provided. And last, the profits need to be reported only in terms
of general ranges such as $100,001 to $250,000. Any
researcher will have to make subjective judgments about
whether the actual profit is closer to the lower or higher
number in the range or in the middle.

Based on these two academic studies and other media
reports, it is clear that some Senators and Representatives in
the House have access to market-moving and non-public
information which they have used to not only identify the
stocks they should buy but also when they should sell their
investments.

DO MEMBERS OF CONGRESS HAVE A LEGAL DUTY
NOT TO TRADE ON INSIDE INFORMATION?

Prior to passage of the STOCK Act the question of whether
or not Members of Congress were subject to federal securities
laws had been hotly debated. There were two major concerns:
first, were Members of Congress fiduciaries? And, if so, to
whom?  Second, how would one go about proving that a
Member of Congress who traded stocks did so based on
material inside information, as opposed to non-material
information?

a. The Problem With Fiduciary Duty

The anti-fraud provisions of the federal securities laws
encompassed in Section 10(b) and SEC Rule 10b-5 prohibit
insider trading on material non-public information when to do
so would violate a duty of trust or confidence.® Established
case law holds that there must be a fiduciary duty between the
person engaging in the illegal trading and the corporation. The
leading case is Texas Gulf Sulphur,* in which members of the
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board of directors learned of an ore deposit in Canada, and
bought shares of stock before the public announcement. Under
what is commonly called the “classical theory” of insider
trading™, insiders must abstain from trading or recommending
securities until such inside information becomes public. “(The)
duty to disclose arises from the relationship between parties
and not merely from one's ability to acquire information
because of his position in the market.”*®

Persons with a fiduciary duty who have a duty to disclose
are defined as “officers, directors, or controlling stockholders”
who have an “affirmative duty of disclosure ... when dealing in
securities”!” as well as tippees.'® Under this theory, in order
for Members of Congress to be liable for insider trading they
would have to be in a fiduciary relationship with the
corporations’ stock they trade, or with the Government, or
perhaps be deemed employees of the Government. No statute
or precedent under insider trading laws places Members in
such a position, however.

Arguably, appointed and elected public officials could be
considered fiduciaries for the United States or the citizen
collective. For example, some courts have suggested that
Congressmen and women become “temporary insiders” of the
corporation when they are legitimately given access to
confidential corporate information solely for corporate
purposes, or they become “tippees” by receiving inside
information improperly.*® In this capacity, they “...acquire
independent fiduciary duties to the corporation and to its
shareholders, and thus commit fraud within the meaning of
Section 10(b) and Rule 10b-5 when they breach their fiduciary
or similar duty of trust and confidence.”?® Importantly, the
STOCK Act resolves this issue concerning whether Members
of Congress are in fact fiduciaries, as will be discussed below.
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b. The Problem With Materiality
In addition to requiring a fiduciary relationship, securities
law also requires that to be guilty of insider trading, the
information garnered must be material, nonpublic information.
To be “material”, there must be a substantial likelihood that a
reasonable investor would consider the information important
in making an investment decision.*

Suppose a Member of Congress sits on a committee and
learns information about a particular company. The committee
may just be one stop in a long road before legislation is passed.
Nevertheless, suppose that the Member of Congress purchases
stock based on the information he learned a year before.
Further suppose that since wending its way through that
particular legislator’s committee, the legislation has gone
through significant transformations and is now unrecognizable
from the original. Is the bit of information that the legislator
gleaned from a committee meeting “material” when the final,
enacted legislation has no resemblance to the original? And if
so, how much does the initial legislation have to resemble final
legislation for there to be liability?

These questions represent issues of proof with regard to
materiality, and are unsettled in securities law. Likewise, due to
their unsettled nature, the issue of materiality presents a
second, considerable roadblock to pursuing a prosecution
against Members of Congress. Yet, unlike the issue of
fiduciary status, the issue of materiality is not so clearly
resolved by the STOCK Act, leaving it open to further debate
as to its meaning.

FAILURE OF ENFORCEMENT BY THE SEC

Assuming that Members of Congress do in fact have a
fiduciary duty, and materiality is provable, then it would seem
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to most members of the public that a successful prosecution
would be inevitable. Unfortunately, despite this perception, the
SEC has only brought charges once against a Member of
Congress. Why would the SEC fail to prosecute?

One argument is that prior law has been so unclear that the
SEC hesitated to bring a very public prosecution that it
ultimately might lose. Indeed, the head of enforcement for the
SEC testified before a House panel that, “If Congressional
officials find the vicissitudes of a fiduciary-focused anti-fraud
prohibition too vague and unsettling, Congress could expressly
define and prohibit ‘insider trading’ and unmoor the offense
from Rule 10b-5. New legislation along that line would be a
welcome development.”?

Another theory could be a reluctance to take on the very
institution that funds it. This was the suggestion of one
commentator®® who noted that the SEC might be “reluctant to
bite the budgetary hand that feeds it”?* and that its reluctance is
based on “a recognition that current law does not reach
Members of Congress.”%

In summary, these arguments represent the state of the law
prior to passage of the STOCK Act and highlight why
legislation was needed. Given the complexity of the various
rulings, it is easy to see why the public had no idea, until the 60
Minutes report, that Congress was trading on inside
information with impunity.*®

THE ETHICAL DUTY NOT TO TRADE ON INSIDE
INFORMATION

Even if the federal laws have been too ambiguous to utilize
in a prosecution, what then of the extensive ethical rules that
govern Congress? If proving materiality or a fiduciary
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relationship has been too difficult, and even if the SEC does
not want to be involved, certainly the ethics rules could be
utilized to stop this unfair practice.

The separate ethics rules that govern both the House and
the Senate appear to dismantle any ambiguity with regard to
insider trading. According to Rule 37.1 of the House Ethical
Rules, for example, “A Member, officer, or employee of the
Senate shall not receive any compensation, nor shall he permit
any compensation to accrue to his beneficial interest from any
source, the receipt or accrual of which would occur by virtue of
influence improperly exerted from his position as a Member,
officer, or employee."?” Senate ethics rules parallel those of the
House.?® The congressional rules should eliminate numerous
problems: there is no issue of a fiduciary relationship or
materiality; nor is the SEC policing its benefactor.

Yet, even with none of the above obstacles, it was only just
this year, after the 60 Minutes report, that the House Ethics
Committee began its first ever investigation into the trading
practices of a Member of the House. In February of 2012,
Representative Spencer Bachus of Alabama was charged with
ethics violations. He leads the House Financial Services Panel,
which is responsible for oversight of the United States’
banking and financial industries. The Washington Post reported
that Bachus is an avid trader, and according to his financial
disclosure forms, some of his trades seem to coincide with
major policy announcements by the federal government.?
Perhaps not surprising, in April of 2012, the Committee
exonerated Bachus on all charges.*

It seems obvious that Congress is not capable of regulating
itself in this matter; otherwise, this would not be the first and
only time that a Member of the House was brought before the
Ethics Committee. Unlike the SEC, Congress’ unwillingness to
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pursue such investigations cannot be attributed to funding
concerns. One likely reason is that Members of Congress are
unwilling to give up the potential for personal financial gain.

WHAT DOES the STOCK ACT PROVIDE?
a. Establishment of a Fiduciary Relationship

The core provision of the Act, section 4, expressly affirms
that Members of Congress are not exempt from insider trading
laws and establishes a fiduciary relationship:

Members and employees are not exempt from the insider
trading prohibitions arising under the securities laws,
including the Securities Exchange Act of 1934 and Rule 10b-
5 and amends the Securities Exchange Act of 1934 to
declare that such Members and employees owe a duty
arising from a relationship of trust and confidence to
Congress, the U.S. government, and U.S. citizens with
respect to material, nonpublic information derived from
their positions as Members or congressional employees or
gained from performance of the individual's official
responsibilities.*

This is a change of historic proportions, as the apparent
reticence to prosecute to date has arisen, at least in part, from
the fear that the lack of a fiduciary relationship would result in
a loss for the SEC. In a noteworthy response to the enactment
of the new law, on April 4, 2012, the House of Representatives
Committee on Ethics sent a memorandum to all Members. The
memorandum reiterated the fiduciary relationship spelled out
in Section 4 of the STOCK Act.*?

b. Disclosure of Financial Dealings

Members of Congress, their employees and senior
executives must disclose financial dealings on a website to be
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set up by the Office of Government Ethics. All filings,
previously by paper, will now be electronic and publicly
available.

Specifically, the act amends the Ethics in Government Act
of 1978 (EIGA)* to require that all Members and employees
report any stock trades greater than $1000.00 within 30 days,
rather than once a year,® and prohibits the purchase of
securities that are the subject of an initial public offering.* The
Act also requires the respective congressional ethics
committees to issue further guidelines for Members to better
understand what is prohibited.®

CRITICISM OF THE ACT
a. The Speech & Debate Clause May Limit the Act

Article 1, Section 6 of the U.S. Constitution provides
Members of Congress immunity under the “Speech or Debate
Clause”®’ for acts which they perform in the exercise of their
duties® as well as for acts by their staff members.

In the famous Pentagon Papers case, the Supreme Court
held that the clause applied to a grand jury investigation and
covered congressional staff members whose acts are related to
the legislative process to the same extent it applied to elected
members.* Today, there seems to be wide-spread agreement
that the clause does not protect criminal actions by Members of
Congress if those acts have no relationship to a Member’s job
duties.* Consider an insider trading action, however. The
information used by the Congressional Member or members of
his/ her staff or others would be information generated in the
pursuance of the legislative process, and thus be protected.
Only the use of that information would be illegal, or
unprotected. Nevertheless, for the SEC to successfully
prosecute, subpoenas would have to be issued to cover the
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legislative discussions and meetings, all of which are protected
under the clause. Thus, it would be impossible to determine
whether trading was based on insider information. Despite the
new legislation, the Speech or Debate Clause will present a
formidable obstacle to prosecution.

Given this factor, one must wonder if Congress may have
passed this legislation knowing it could never be used against
them; yet, in supporting the legislation it looked to the public
as if Congress was policing itself. One commentator noted that
if Congress intended to give the legislation any teeth, then it
would have included an explicit waiver of this provision.**

b. The Act Does Not Address Hedge Fund Managers

To understand the next criticism of the law, it is first
necessary to understand what is meant by the “political
intelligence industry.” While it is illegal to trade on insider
information about public companies, it is not illegal to trade
based on inside governmental information. Thus, inside
information about pending legislation can be worth a great
deal, particularly to hedge fund managers. Hedge funds are
essentially a mutual fund like investment vehicle for extremely
wealthy investors. Because of their presumably sophisticated
clientele, they are not regulated, but that same aura leads hedge
fund managers to promise returns way above the market
benchmark. Since U.S. capital markets efficiently incorporate
all publicly available information almost instantaneously, the
only way hedge fund managers can beat the market is by
having access to inside information. One way to ensure such
access is to have people working in Washington, D.C. talk to
Members of Congress on a regular basis. It is estimated that
the cost of employing this political intelligence industry is
about $400 million a year.*
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When the legislation passed the Senate, it included a
provision that required disclosure when workers passed inside
governmental information to hedge funds. The House,
however, deleted this requirement, opting instead to require a
report by the U.S. Government Accountability Office and
Congressional Research Service on the role of political
intelligence firms in the financial markets. Much criticism of
this deletion ensued. According to one legal commentator,
"This could have been a lot more significant,... It's
irresponsible for the leadership to have dropped the ball on
requiring political intelligence agents to register. We could
have exposed the secret flow of information between
Washington and Wall Street."*?

c. The Act Does Not Cover Real Estate

Another major criticism of the Act is that it does not cover
real estate transactions. This means that if, for example, a
Member of Congress learns in hearings about a water-front
development in a certain city, there would be nothing illegal
about that member purchasing contiguous property.

While the Act requires that members disclose personal
mortgages when they file their first financial disclosure reports
on May 15", 2012, there is no mandate governing the reporting
of “sweetheart mortgage terms” (very low interest rates with no
down payment). When Angelo Mozilo was the CEO of
Countrywide Financial Corp., such loans were readily available
under the "Friends of Angelo (FOA)" VIP program. Some
prominent congressional recipients included New York
Democrat Edolphus Towns, two Senate Democrats,
Christopher Dodd of Connecticut and Kent Conrad of North
Dakota. In 2010, Mr. Issa, chairman of the House Oversight
and Government Reform Committee, advised Senate ethics
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investigators that about thirty VIP loans had been made to
Senate employees.**

Since real estate sales and purchases can be as lucrative as
stocks, it is perplexing why this area was exempted from
coverage in the Act. Some commentators have gone so far as
to recommend that members of Congress place all of their
holdings, including real estate, into mandatory blind trusts.
"The STOCK Act does nothing to deal with land deals or other
graft that is taking place. It only deals with insider trading."*
Blind trusts are another modification that was rejected by
Congress when amendments were proposed.

d. Adequacy of Disclosure

In addition to the omissions noted above, there are
significant problems with the timing and degree of disclosure
that is required. The Act does not require reporting of the level
of profits made through stock trading relative to a market
benchmark. Simply reporting how many shares of a particular
company were bought and/or sold does not reveal whether any
inside information was used to make decisions about the trades.
Allowing 30 days to file information about stock trades is old
news by today's standards of flash trading. Small movements
in price are used by major traders to place buy and sell orders
extremely quickly, literally in seconds. Nor is there any
express provision about the necessary documentation (e.g.
brokerage statements) which must be provided at the time of
filing the information on stock trades. In addition, it is not clear
whether any independent audits will be conducted to verify the
accuracy of the reports filed.

e. Unintended Consequences
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While the new Act clearly prohibits trading on insider
information, *“...the new legislation leaves unanswered
practical questions about whether and when a person who
learns information from dialogue with a covered person has
become a ‘tippee’ under the securities laws, and therefore must
refrain from trading securities whose value may be materially
affected by the disclosure of the information impacted.”*
Perhaps the new law will make Members or their tippees
hesitant about trading on insider information, and most will
cautiously refrain when in doubt. At the same time, it may chill
the flow of important information between Members, staff, the
press and the public.

CONCLUSION

On its face, the STOCK Act appears to be a “win-win” for
both Members of Congress and the public. From a public
perspective, insider trading by Congress will no longer be
allowed, thus leveling the playing field. Disclosure
requirements should result in greater transparency in
government. In a rare demonstration of bipartisanship,
Congress and the President can claim a legislative success.

Express application of the SEC laws to Congress and the
establishment of a fiduciary relationship is the core of the Act.
Coupled with the increased public disclosure obligations, one
would hope that now Members of Congress will think twice
before trading on inside information. It is still up to the SEC
and the Senate and House Ethics Committees, however, to
actively enforce these provisions and establish additional
disclosure guidelines. Given their past reluctance to
prosecute, as well as the gaping holes in the new law, it seems
more likely that negative campaigning and media exposés will
continue to be the drivers of the renewed focus on insider
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dealings. Unfortunately, given Congress’ “nature,” the
STOCK Act seems deliberately limited in scope.
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INTRODUCTION

The Organisation for Economic Co-operation and
Development (OECD), whose signatories include the United
States and 33 other member countries, has adopted a series of
“soft law” guidelines similar to the “hard law” regulations
enacted in the U.S. Internal Revenue Code (IRC) concerning
tax upon transfer pricing among related multinational
businesses or enterprises (MNE) not dealing at arm's length.
International transfer pricing rules regulate yearly local
jurisdictional taxes® which measure in the trillions of dollars.
In 2006, for example, the MNE pharmaceutical firm
GlaxoSmithKline settled a transfer pricing controversy with the
US Internal Revenue Service for $3.4 billion®. The Guidelines
of the OECD and the regulations of the IRC allocate taxes for
loans, sales of tangible property, transfers of intangible
property, and services between related persons, such as a
multinational parent and its subsidiary corporation®. This
article outlines the methods of valuation used by the IRC and
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its regulations, which have served as models for the OECD
guidelines.* The article also examines a number of United
States taxation case controversies describing the difficulties
encountered in applying any tax allocation and assessment
systems. These cases include the 1979 landmark E | Dupont®
decision, the 1988 Eli Lilly® tax allocation case, the 2002 DHL
decision, the 1988 Eli Lilly’ tax allocation case, the 2002 DHL
v. Commissioner of Internal Revenue® trademark controversy
and a 2010 Ninth Circuit decision, Xilinx, Inc. v. Commissioner
of Internal Revenue®, which outlines the presently raging cost-
sharing arrangement controversy. This article concludes that
any simplification of the processes described will indeed be
difficult because the transfer pricing devices used by
multinational businesses become quite complex as those
businesses attempt to avoid tax liabilities.

SECTION 482 AND REGULATIONS UNDER THIS
SECTION

Section 482

The United States Internal Revenue Code Section 482
and its Regulations describe the taxation of ordinary income
and deductions among controlled taxpayers. As observed
above, OECD Guidelines are mirrored in the Code and
Regulations. The analysis which appears in this article,
therefore, will apply to both the Code and the Guidelines, even
though our examination of the rules concentrates upon the
Internal Revenue Code and its Regulations.

The complete statement of Section 482 follows:

8§ 482 Allocation of income and deductions among
taxpayers. In any case of two or more organizations,
trades, or businesses (whether or not incorporated,
whether or not organized in the United States, and



23/ Vol 29 / North East Journal of Legal Studies

whether or not affiliated) owned or controlled directly
or indirectly by the same interests, the Secretary may
distribute, apportion, or allocate gross income,
deductions, credits, or allowances between or among
such organizations, trades, or businesses, if he
determines that such distribution, apportionment, or
allocation is necessary in order to prevent evasion of
taxes or clearly to reflect the income of any of such
organizations, trades, or businesses. In the case of any
transfer (or license) of intangible property, the income
with respect to such transfer or license shall be
commensurate with the income attributable to the
intangible.*®

As stated in the Regulations, the purpose of Section 482
is to require taxpayers to clearly state income attributable to
their controlled transactions: the Code section seeks to render a
controlled taxpayer equal to uncontrolled taxpayers in the
determination of their true taxable income. Regulation Sections
1.482-1 through 1.482-9 seek to aid the controlled taxpayer by
providing general principles and guidelines to be followed
under section 482. Section 1.482-1 contains a general
statement of purpose and outlines the methods for determining
taxability. Section 1.482-2 describes general rules for
controlled taxpayers in specific situations, including loans or
advances and the use of personal property. Section 1.482-2A
generally governs the transfer or use of intangible property.
Section 1.482-3 describes the methods used to determine
taxable income when tangible property is transferred. Section
1.482-4 concentrates upon methods used to determine tax upon
the transfer of intangible property. Section 1.482-5, Section
1.482-6 and Section 1.482-8 describe new methods or explain
old methods which may be used in the computation of taxable
income, including the comparable profits method, the profit
split method and examples of the best method rule. Section
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1.482-7 and Section 1.482-7A describe methods to determine
the presently controversial topic of taxable income in
connection with a cost sharing arrangement. Section 1.482-9
outlines methods to determine taxable income when a
controlled services transaction occurs.

Pre-requisites to Apply Regulations: Two or More
Organizations; Common Ownership or Control: Tax Evasion
Prevention

Section 482 requires three determinations before it is
applied. The regulations note that an organization includes any
sole proprietorship, partnership, trust, corporation or any other
kind of organization, whether it is taxable or tax exempt, and
whatever its location is. ** The organizations, however, must
also be owned or controlled by the same interests and the
reality of the control is decisive, not its form.? In addition, an
IRS determination that a transfer pricing reallocation is
necessary to prevent tax evasion will not be overturned by the
courts unless, as stated in the general rule concerning non-
judicial decisions, the determination can be seen to be arbitrary
and capricious.*®

Methods to Determine the Allocation of Income and
Deductions among Controlled Taxpayers

The regulations describe a standard and methods to
determine the allocation among controlled taxpayers. An arm’s
length standard measures taxability. Then a number of methods
may be used to determine the tax; the methods are numerous
and complex in order to match the remarkable complexity of
marketplace realities. Methods include the comparable
uncontrolled price method, the resale price method, the cost-
plus method, the comparable profits method, the profit split
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method and unspecified methods to be determined by the
particular facts of a case.

Arm’s Length Standard

Regulation 1.482-1 unequivocally states that “in order
to determine the true taxable income of a controlled taxpayer,
the standard to be applied in every case is that of a taxpayer
dealing at arm’s length with an uncontrolled taxpayer”. The
regulation, however, indicates that because identical situations
can rarely be found, a number of methods will assist in
discovering the arm’s length value of the taxable income.

Methods to Determine Taxable Value

The standard of comparable uncontrolled prices is often
used. This comparability test will occur in situations where
similar loans, tangible property, intangible property, services or
cost-sharing arrangements exist. The comparability test will
include a number of factors including the functions of the
arrangement; its contractual terms and risks and its economic
conditions. The standard of comparability may vary depending
upon whether or not property or services or other intangibles
are being transferred. This comparable uncontrolled price
method is favored if it is available, but the best method must
always be used to accurately determine taxability; the other
methods therefore must always be computed by the tax
attorney or accountant.

The resale price method applies to products alone and
verifies the market sale of a product from the buyer’s
perspective. The cost-plus method examines the same product
sale from the seller’s perspective.
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The comparable profits method examines the situations
of similar taxpayers who buy and sell the same product or
services. The profit split method examines the contributions to
the product and returns from its sale by the same or similar tax
payers.

Unspecified methods are combinations of the above
methods or methods peculiar to the facts of a particular taxable
situation.

The regulations note that a number of different methods
may apply to any transfer pricing situation but the best method,
the one which provides the most reliable measure of an arm’s
length result, must be chosen.

DETERMINATION OF TAXABLE INCOME IN
SPECIFIC SITUATIONS

Regulation 1.482-2 Loans or Advances

Loans or advances occur when a member or group of
controlled entities make a loan or advance to a controlled entity
which charges no interest or interest at a rate less than an arm’s
length rate of interest. The applicable federal rate of interest for
a bona fide debt incurred made at arm’s length will help to
determine the arm’s rate interest rate in accordance with the
following criteria: if the loan or advance term is not over three
years, the federal short-term rate will apply; between five years
and nine years, the federal mid-term rate will apply; over nine
years, the federal long-term rate will be used.**

Regulation 1.482-3 Tangible Property Transfer



27 / Vol 29 / North East Journal of Legal Studies

A tangible property transfer arm’s length amount will
be determined according to all of the following six methods:
the comparable uncontrolled price method; the resale price
method; the cost-plus method; the comparable profits method;
the profit split method and unspecified methods. The
regulations note that everyone of the methods should be
applied in order to determine the best method of
comparability. ™

The 1979 United States Court of Claims decision E.I.
du Pont v. The United States'® describes a situation in which
the plaintiff du Pont sold textile products to its subsidiary in
Switzerland. In 1959 du Pont created a wholly-owned Swiss
marketing and sales subsidiary, du Pont International S.A.
(DISA). Most of du Pont’s products were sold abroad through
this subsidiary and du Pont claimed U.S. taxable income only
upon the prices charged to DISA and not upon the sales to
ultimate consumers made through independent distributors.
The Commissioner of Internal Revenue decided that the
division of profits was meant to evade U.S. income tax. The
Commissioner reallocated a substantial portion of the
subsidiary’s income to the plaintiff parent.

Due to telling intra-office communications and to the
evidence adduced by the government, the United States court
of claims concluded that the plaintiff was not entitled to any
refund of taxes paid in accordance with the reallocation order.
The court, at du Pont’s suggestion agreed that the comparable
uncontrolled price method could not function to determine the
reallocation nor could the cost-plus method. The court instead
made its decision in accordance with the retail price method
which “reconstructs a fair arm’s length market price by
discounting the controlled reseller’s selling price by the gross
profit margin (or markup percentage) rates of comparable
uncontrolled dealers”.*” The court used two economic indices
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prepared by the Commissioner which indicated that six
managing consulting firms, five advertising firms and twenty-
one distributorships had comparable ratios of gross income to
total operating costs which were less than half of DISA’s ratio
during the same period of time and that some 1,133 companies
had a rate of return upon their investments less than 2% of
DISA'’s rate of return. The court concluded that the
Commissioner’s reallocation of du Pont’s taxable income for
the years 1959-1960 was certainly fair and reasonable.®

Regulation 1.482-4 Intangible Property Transfer

Intangible property transfers, on the other hand, use
only four types of methods to determine the comparable arm’s
length amount: the comparable uncontrolled transaction
method, the comparable profits methods, the profit-split
method, and “unspecified methods”*®. The regulations note
that intangible property includes patents, inventions, designs,
copyrights, trademarks, trade names, franchises, licenses and
contracts. Specific rules for intangible property include
examination of the form of consideration paid between the
controlled parties and periodic adjustment of that payment in
accord with the profitability of the intangible property.

The 1988 United States 7™ Circuit Court of Appeals
decision Eli Lilly v. Commissioner of Internal Revenue,
previously mentioned, describes the transfer of patents and
manufacturing processes to Lilly’s Puerto Rico subsidiary,
Lilly PR.

According to the parent’s tax saving plans, Lilly PR
manufactured prescription drugs, including Darvon and
Darvon-N, in Puerto Rico, thereby taking advantage of tax
incentives provided by both federal and Puerto Rican law. The
parent then purchased these drugs from its subsidiary and
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resold them in the United States. The Commissioner
reallocated income to the parent in the U.S., arguing that the
parent’s transfer of its patents and manufacturing expertise in
exchange for stock in the subsidiary was not an arm’s length
transaction which entitled Lilly to allocate income derived
from the assets totally to Lilly PR.

The Court upheld the United States Tax Court decision
of taxability for a number of cost adjustments, but found that
the Commissioner had no basis to reallocate the company’s
general research and development expenses.?’ The tax
deficiency ultimately amounted to some $ 17 million for the
tax years 1971 through 1973 after the allowance for the
research and development exemption.?* The Appeals Court
agreed with the Tax Court that Lilly could validly transfer its
intangible patent rights and manufacturing processes to Lilly
PR because federal and local law encouraged the investment
exchange and the establishment of the subsidiary did not have
the sole purpose of evading tax, a device explicitly forbidden
by Section 482.%

The Appeals Court upheld the conclusion of the Tax
Court that the Darvon product transfer prices did not represent
arm’s length dealings and that tax adjustments were necessary.
In determining Lilly’s tax liability, the Appeals Court listed
four possible applicable methods: comparable uncontrolled
prices; resale price method; cost plus method; or other
appropriate method.?

For the 1971 and 1972 tax years, while the Darvon
products’ patents were still in effect, both courts found that a
fifth alternate appropriate method, the profit split method,
would be most appropriate in the peculiar circumstances of the
case — none of the other methods, including the last as used to
date, would yield an accurate assessment.?* “The profit split
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approach divides combined revenues based on an ad hoc
assessment of the contributions of the assets of the commonly
controlled enterprises.”? The court decided that although only
an estimate, Lilly and Lilly PR rates of return upon their
investments, less manufacturing and marketing expenses,
should be divided 45% to Lilly and 55% to Lilly PR.%

For the 1973 tax year, after the Darvon products’ patent
rights had terminated, the courts easily used the comparable
uncontrolled price method to determine the tax liability by
comparing Lilly’s transactions with those of competing drug
manufacturer-sellers.”’

The 2002 United States Court of Appeals for the 9th Circuit
decision DHL Corporation v. Commissioner of Internal
Revenue® describes an intangible property valuation which
nonetheless exonerated the corporation from any tax liability.
The Appeals Court in this case overruled the Tax Court
assessment and penalties. The decision reasoned that the
“DHL” trademark profits arising from the plaintiff’s sale of
that intangible property trademark to a third-party Consortium
was not equitably owned by the DHL Corporation and could
not result in domestic tax liability.

Document Handling Limited (DHL), a package delivery
company, was incorporated in California in 1969; within three
years, Document Handling Limited, International (DHLI) was
incorporated in Hong Kong to process all international
deliveries. All U.S. deliveries continued to be made by DHL.
Even though DHL experienced some financial reversesals over
the years, DHLI grew tremendously. In 1992, an international
consortium of investors purchased a majority of the stock of
DHLI and its overseas operating agent MNV; the consortium
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also purchased the DHL trademark for international use,
valuing the trademark at $20 million.?® In 1995, the
Commissioner of Internal Revenue issued a tax deficiency and
penalty notice against DHL for the tax years 1990 through
1992. The Commissioner contended that the trademark’s value
equaled $100 million and was deliberately undervalued by the
consortium to avoid the payment of taxes due; royalties for the
use of the trademark, furthermore, should have been paid by
DHLI to DHL, but were not. The Tax Court upheld the
Commissioner’s jurisdiction under Section 482, and the tax
deficiencies and penalties.*

The Court of Appeals affirmed the Commissioner’s
authority to investigate the situation in accord with the
prohibitions under Section 482, but unequivocally indicated
that the tax deficiencies and penalties were assessed in error.
The Appeals Court observed that the reality of the DHL/DHLI
business relationship indicated that the two companies were
commonly controlled; their selling negotiations with the third
party Consortium did not remove DHL from the
Commissioner’s Section 482 jurisdiction. The Court also
indicated that the intangible trademark was used in a situation
by DHL and by DHLI which were not at arm’s length.** The
valuation of the transfer, however, for DHL was misperceived.

The Court held that, although the legal title of the
trademark was in DHL, its equitable title belonged to DHLI.
Under the plain language of the 1968 tax regulation applicable
to the 1992 negotiations and sale, the Commissioner and the
Tax Court should consider the following four factors:

(1) the relative costs and risks borne by each controlled
entity;

(2) the location of the development activity;

(3) the capabilities of members to conduct the activity
independently;



2013 / International Tax Law / 32

(4) the degree of control exercised by each entity.*

The Court strongly indicated that the Commissioner and the
Tax Court failed to apply these relevant factors. DHLI
developed and strengthened the DHL trademark in the
international arena by its overseas service advertising and
promotional activities. Additionally, DHLI solely protected
the foreign trademarks against infringement and settled all
disputes relating to that infringement. DHL bore none of the
costs of developing the foreign trademark. DHLI was the
developer and DHL was not the assister: the developer-assister
tax regulations do not help at all in determining tax liability.*®
Since DHLI was the developer, furthermore, DHL received no
tax value from the sale of the trademark nor were royalties
owed to it by DHLI. The Court concluded, then, that no DHL
deficiency existed and that understatement penalties for the
royalties and gross valuation misstatement for the trademark
value should be forgiven.3*

Regulation 1.482-7 and Regulation 1.482-7A Cost
Sharing Arrangements

Cost-sharing arrangements also concern the transfer or
use of intangible property. An arrangement is made in which
controlled participants share the costs and risks of developing
intangibles in proportion to their shares of reasonably
anticipating benefits from the transaction. Once again,
determination of the arm’s length value of these arrangements
requires the application of the methods of worth mentioned
above, including the comparable uncontrolled price method,
the resale price method, the cost-plus method, the comparable
profits method, the profit split method and unspecified methods
to be determined by the peculiar facts of a case.
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A pressing present controversy concerns the 2010 cost-
sharing stock option decision in Xilinx, Inc. v. Commissioner of
Internal Revenue.® Xilinx, a U.S. researcher, developer,
manufacturer and marketer of circuit devices and software
systems, indirectly established a wholly owned Irish
subsidiary, XI, in 1994. Subsequently, Xilinx and XI entered a
Cost and Risk Sharing Agreement (Agreement) which
mandated joint title in them for any new technology developed
by either of them; the parties agreed to share all research and
development costs including salaries and related purchases and
costs. Nothing was said of employee stock options.

Xilinx then offered various stock options to its
employees and X1 followed suit in offering its employees
options in Xilinx stock. In the tax years 1997 through 1999,
Xilinx did not share the costs of these options to Xilinx with XI
as related research and development costs. Xilinx instead
claimed a number of business expenses for the tax year related
to the options: $177 million based on employee exercise of the
options; and $84 million as wages paid to assist the exercise of
one of the options. In addition, the Court noted that X1 paid
Xilinx $1,454,131 for the “cost” of X1 employee exercises of
the Xilinx stock options.*® The Internal Revenue Service (IRS),
noticing the change in business expenses for these years,
investigated the anomaly. The Commissioner then issued
deficiency and penalty notices against Xilinx on the grounds
that the Agreement required an equal sharing of all costs
between the related corporations, including the costs of the
stock options exercised by the Xilinx and XI employees. The
Commissioner sought substantial tax deficiencies and penalties
for Xilinx’s failure to file accurate tax returns covering the tax
years 1997 through 1999.

The United States Court of Appeals for the 9th Circuit
ruled that the related companies in the United States and
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Ireland were not required to share stock option compensation
costs. The Court reasoned that an arm’s length transaction
would never include the sale of stock options, so the Section
482 allocation mandates could not be applied to the situation.®
Judge Stephen Reinhardt dissented; he agreed with the
Commissioner that the specific language of Regulation 1.482-
7(d)(1) should prevail over the general language of Section 482
and explanatory Regulation 1.482-1 requiring an arm’s length
element as an ingredient for the application of Section 482.

The Internal Revenue Service continues to indicate that the
Xilinx decision should not be relied upon by taxpayers and that
reallocation will continue to occur. At a March 12, 2012
American Law Institute/American Bar Association webcast
session,* Joseph Tobin of the IRS Office of Chief Counsel
(International) reviewed the final, temporary and proposed
Cost Sharing Agreement (CSA) tax regulations released by the
Service in December 2011. Because these regulations have
gone through an extensive notice and comment period, Mr.
Tobin predicted that the Xilinx decision will no longer protect
CSA arrangements which do not occur in arm’s length
transaction situations.>

Regulation 1.482-9 Controlled Services Transaction

Controlled services transactions occurred in the du Pont
product distribution case, in the Lilly drug patent and
manufacturing allocation decision, in the DHL trademark
valuation and in Xilinx Cost Sharing Agreement controversy,
but the valuations in those matters emphasized the principal
portions of those disputes. Regulation 1.482-9 uses seven
methods to arrive at the best comparable valuation of this
controlled transaction: the services cost method, the
comparable uncontrolled services price method, the gross
services margin method, the cost of services-plus method, the
comparable profits method, the profit split method and other
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unspecified methods. Most of the methods are mirrored in the
methods above which are used to evaluate tangible and
intangible property; their complexity once again reflects the
complexity of the marketplace and the tax evaluation process
when applied to controlled entities.*

The services cost method provides guidelines for back
office and support services valuations. The comparable
uncontrolled services price method is analogous to the tangible
property valuation by the same name, which compares
uncontrolled prices for the service. The gross services margin
method is similar to the tangible property resale price method
in that it seeks to determine the profit margin realized in
comparable uncontrolled transactions. The cost of services
plus method mirrors the tangible property resale price method
by determining the profit markup realized when the taxpayer
provides those services to related or unrelated persons. The
comparable profits method uses financial information available
concerning unrelated persons and is applied to one who
performs those services. The profit split method has been
examined before in regard to tangible and intangible property
and was used in fact in the du Pont decision to determine the
relative proportion of profit between the related parties.
Unspecified methods include all of the methods above and any
methods peculiar to the transaction which help to determine its
value.

CONCLUSION: THE NEED FOR THE
SIMPLIFICATION OF OECD GUIDLINES AND IRC
REGULATIONS

The descriptions of the methods and of the controversies
above indicate the tremendous complexity used in applying the
mandate contained in Internal Revenue Code Section 482 and
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its regulations, as well as in the OECD guidelines which are
directly modeled on the Code provisions.

At its March 28™ 2012 meeting, the OECD Forum on
Transfer Pricing resolved among 90 countries attending that
transfer pricing rules need to be simplified and that, in
particular, the guidelines concerning intangible property must
be strengthened. The OECD Secretary-General Angel Gurria
stated:

[T]he time has come to simplify the rules and alleviate
the compliance burden for both tax authority and tax
payer, because complicated rules can be a barrier to
cross-border trade and investment and place a heavy
burden on tax administrations and businesses. We are
making our approach simpler without making it
arbitrary.

The delegates to the conference resolved to publish a
detailed specific manual to establish good practices for the
assessment of transfer pricing risk at the beginning of an audit.

Many sovereign states, including Australia, have
adopted the OECD Guidelines as law in their jurisdictions.
These guidelines, as mentioned previously, originated from the
wording and assessment methods of IRC Section 482 and its
explanatory regulations.

The process of simplification, therefore, will require a
continuing dialogue between the United States and other
OECD members so that not only guidelines will be simplified
but also the code provisions. At the present time of increasing
assessment controversy, the possibility of simplification seems
remote.
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DETERMINING WHETHER AN ACTIVITY IS A TRADE
OR BUSINESS

by

Martin H. Zern *

I. INTRODUCTION

In somewhat flowery language, the United States Supreme
Court many years ago stated that:
“Whether and to what extent deductions shall be allowed
depends upon legislative grace; and only as there is a clear
provision therefor can any particular deduction be allowed.”*
The Internal Revenue Code (Code) contains numerous
provisions authorizing deductions.? Accordingly, taxpayers
must find a relevant Code section and meet all of its
requirements to be allowed a deduction in computing taxable
income. Furthermore, some deductions may be reduced or
even entirely eliminated. A notable example is medical
expenses, which are deductible only to the extent exceeding
7.5% of adjusted gross income.®> A deduction may also be
limited to related income that is generated. For instance, the
deduction for investment interest expense is limited to the
amount of taxable net investment income reported on the
taxpayer’s tax return. A deduction may be limited to a
percentage of adjusted gross income. In point, is the charitable
deduction, which is limited to a percentage of
the taxpayer’s contribution base (adjusted gross income
disregarding any net operating loss carryback).” A deduction

*Professor, Lubin School of Business, Pace University,
Pleasantville, New York
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may also be subject to a phase out. The deduction for personal
exemptions was reduced or eliminated if the taxpayer’s
adjusted gross income exceeded a threshold amount, which
was modified each year for inflation.®

With respect to business expenses, it was not practicable to
enact individual Code sections for the innumerable types of
expenditures that businesses might incur. Consequently, the
Code contains a generic provision, Section 162, which allows
as a deduction “all the ordinary and necessary expenses paid or
incurred in carrying on any trade or business.” The section
contains a reasonableness standard for compensation and
disallows travel expenses that are “lavish or extravagant.”
There are also public policy considerations. No deduction is
permitted for fines and penalties.” Nor is a deduction allowed
for illegal bribes, kickbacks and certain other payments.®

A frequently recurring adversarial issue is whether an
activity in which a taxpayer is engaged constitutes a “trade or
business,” which impliedly requires a profit motive. If the
activity is not engaged in for profit, no deductions attributable
to the activity are allowed, except to the extent gross income
derived from the activity exceeds deductions that are allowable
otherwise.® Moreover, deductions to the extent of gross
income are allowed only if the taxpayer itemizes deductions.
Even then, the amount deductible would be reduced by 2% of
adjusted gross income.’® Where non-business expenditures
exceed gross income, or where there is none, such expenditures
are considered of a personal nature and are not deductible
unless there is a provision expressly providing otherwise.'
Although business expenditures of a capital nature must be
capitalized, the expenditure may be recoverable through
depreciation or amortization deductions.*?
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I1. CODE AND REGULATIONS

Code 8183, captioned “Activities Not Engaged In For
Profit,” disallows deductions to individuals (and S
corporations) with respect to an activity not engaged in for
profit. However, deductions are allowed for expenditures that
are deductible regardless of profit motive (e.g., real estate taxes
related to the activity).*® Also, deductions are allowed to the
extent of income generated by the activity in excess of
deductions that can be taken regardless of profit motive.**
Section 183 is sometimes called the “hobby loss” section
although technically it is not limited to activities that
commonly are thought of as a hobby, sport or recreation.

Treasury regulations state that objective standards are to be
used in determining whether an activity is engaged in for profit
considering all of the facts and circumstances of each case.'
There is no requirement that there be a reasonable expectation
of profit. A small chance of making a large profit might
suffice. One example is an investor in a wildcat oil well who
incurs substantial expenditures although the expectation of a
profit might be considered unreasonable. Most important are
objective factors rather than mere statements of intent.*®

The regulations contain several factors that normally are to
be considered in making a determination. The factors listed are
not intended as the only factors to be considered, nor is a
determination to be made based on the number of factors
indicating a profit motive or lack thereof.!” The factors listed
are:

1. Manner in which the activity is carried on. In essence,
is it conducted in a businesslike manner?
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2. Expertise of the taxpayer or advisors. Among other
things, relevant would be the education and training of
the taxpayer consistent with a profit motive.

3. Time and effort. Provided the activity does not have
substantial personal or recreational aspects, a profit
motive is indicated where the taxpayer expends
considerable time and effort on the activity. A limited
amount of time spent on the activity, however, does not
necessarily negate a profit motive.

4. Expectation that assets will increase in value. For
example, the expectation that land used in the business
will increase in value so that, all things being
considered, the activity will ultimately be profitable,
although currently unprofitable.

5. Success in carrying on similar or dissimilar activities.
A profit motive may be recognized if the taxpayer was
able to convert unprofitable activities in the past to
profitable ones.

6. History of income and losses. Losses in the startup
phase of a business are common. If losses continue
beyond what is common for that type of business,
however, this might indicate a lack of profit motive, if
not explainable by circumstances beyond the control of
the taxpayer. On the other hand, if there were a profit
over several years, this would indicate a profit motive
although recently there were losses.

7. Amount of occasional profits, if any. The amount of
profit generated over a period of time relative to the
amount of losses generated is also a factor to be
considered. A substantial profit in one year with
comparatively small losses in other years would be a
factor indicating a profit motive. Also, a large
investment might indicate a profit motive, particularly
where there is an opportunity to earn a substantial
ultimate profit in a highly speculative venture.
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8. Financial status. Lack of substantial income from other
sources is indicative of a profit motive, whereas income
from other sources would indicate to the contrary,
particularly if there are personal or recreational
elements involved.

9. Personal pleasure or recreation. If the activity lacks any
appeal other than profits, this would be indicative of a
profit motive. The fact that a taxpayer derives personal
pleasure from the activity, however, does not
necessarily rule out a profit motive if other factors
evidence one. A profit motive is not negated because
the taxpayer has personal motives for engaging in an
activity other than a profit motive. For example, a
taxpayer may invest in a business for a child with the
intent of helping the child financially, yet still have a
profit motive.®

I11. JUDICIAL ANALYSIS

The requirement that all of the facts and circumstances must
be considered in determining whether an activity is engaged in
for profit makes this area of the tax law uncertain, leading to
frequent litigation. This article reviews several recent tax court
cases that considered whether expenditures of the taxpayer in
connection with an activity in which the taxpayer was involved
were deductible as business expenses.

A. Wilmot

Wilmot v. Commissioner was decided December 22,
2011.% The tax year at issue was 2004. The taxpayer had
earned an engineering degree and a Ph.D in oceanography. He
engaged in oceanographic research at various institutions from
1972 to 1984 and taught graduate level courses. In 1984, he
started his own oceanographic consulting business, which was
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relatively successful, but became dormant in the 1990’s. In
1985, he took a full time job with the National Oceanic and
Atmospheric Association (NOAA). In 2001, he began taking
photography courses at a local college with the professed intent
of starting a photographic business. In 2002, while teaching
part time at a university, he began an activity that he
characterized as a for-profit business entitled Wilmot
Environmental Technology. With respect to this business, he
deducted photographic expenses on his tax returns for 2002,
2003 and 2004 (the year in issue). In 2004, he stopped
working as an oceanographic consultant. He continued as a
full-time employee of NOAA, however, and continued
teaching part time. In 2004, the taxpayer took three trips to
Europe taking pictures to build a photographic portfolio, which
photographers use to seek work. During these trips, he staged
photo shoots using models. The photo shoots took place in
photo studios and other locations. A studio owner provided
equipment, models, makeup artists and photo assistance. In
2006, the taxpayer earned an associate’s degree in
photography. He continued his photographic activities until at
least 2007 while continuing his part-time teaching until 2009.
He also continued working for the NOAA until his retirement
in 2010. On his 2004 tax return, the taxpayer deducted over
$57,000 of photographic expenses on Schedule C, Profit or
Loss from a Business. His combined gross income from
teaching and consulting for 2004 was about $119,000. He
reported no gross income from his photographic activity
thereby reducing his gross income by the $57,000 of
photographic expenses. The taxpayer put into evidence binders
of documents to substantiate his photographic expenses, along
with Excel worksheets.

Wilmot claimed that he engaged in the photographic
activities for profit based upon the factors set forth in the
relevant regulations (noted above) and was thus entitled to
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deduct the related expenses. The burden of proving that the
taxpayer was not engaged in the photographic business was on
the IRS.” The IRS asserted that the photo activity was not
engaged in for profit and that the related expenses incurred
were not deductible.

The Tax Court first observed that to deduct expenses of an
activity under Code 8162, the taxpayer must engage in the
activity continuously and regularly and the primary purpose
must be profit. A good faith expectation of profit is sufficient,
although it need not be reasonable. In making a determination
as to whether there is a profit motive all of the facts and
circumstances must be considered. The court then referred to
the nine factors contained in the regulations that courts
typically consider in determining whether an activity is
engaged in for profit.

The court found that the taxpayer did not conduct the
photographic activity in a businesslike manner. He did not
have a separate bank account or written business plan. The
records he kept were solely to substantiate tax deductions,
which is insufficient to indicate profit motive.?* Advertising
and promotion efforts were meager relative to what a profitable
business would have done. He had neither relevant contacts
nor a reputation in the photographic industry. He turned down
work that he felt was undesirable, such as weddings. He did
not make any significant efforts to make the activity profitable.

The factor concerning the taxpayer’s expertise was
determined to be neutral. Although the coursework he took
gave him extensive knowledge of photographic techniques, he
lacked adequate knowledge of the business aspects of
photography.?
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The factor concerning time and effort was also determined
to be neutral. Although he spent a considerable amount of time
on the photographic activity, this included personal and
recreational aspects, which severely detracts from the time
factor.

There was no credible testimony or evidence that the photos
would appreciate in value and provide him with royalty
income, nor that the activity would ultimately be profitable.
This factor favored the IRS. A mere expectation of profit
without a probative foundation is insufficient to establish a
profit motive.?®

The factor concerning success in turning a profit in similar
activities favored the IRS. Although he ran an oceanographic
business, the skills developed there were not transferrable to
the photographic business. Success in one business is not
readily transferable to a different type of business.?*

The taxpayer’s history of profits and losses favored the IRS.
The losses generally worsened over a 6-year period from 2002
to 2007. Also, the taxpayer never showed any gross income
from the photographic activity.

The factor concerning amount of occasional profits relative
to the amount of profits also favored the IRS since the taxpayer
never reported any profits. His lack of clients, advertising,
reputation, business records and flexibility regarding the type
of photographic work he would undertake reflected little hope
that he would ever become profitable.

The financial status of the taxpayer also favored the IRS. If
he lacked other income, this might have indicated a profit
motive. The taxpayer, however, had significant income from
his teaching and consulting work so that the losses from the
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photographic activity significantly reduced his gross income
from those activities.

The court was convinced that the photographic activity had
personal and recreational aspects, a factor favoring the IRS.
The court found it difficult to conceive why the taxpayer would
continue an activity that generated no revenue if it were not for
the personal and recreational aspects. Moreover, many of his
activities involved foreign travel, dining and entertainment.

In conclusion, the court held that the taxpayer did not
engage in the photographic activity for profit. He earned no
income, incurred increasing losses, did not conduct the activity
in a business-like manner, did not keep appropriate records and
made no attempt to improve profitability. He had no genuine
expectation that his photos would increase in value. He used
the losses to offset other income and he derived pleasure from
traveling and taking photos. His expertise and time expended
did not offset the negative factors against him. Accordingly,
none of his expenses for the tax year were held to be deductible
under Code §§162 and 183.

B. Oros

Oros v. Commissioner was decided January 5, 2012.%° The
tax year at issue was 2006. During that year, the taxpayer was
employed by Intel Corp (Intel). He had a bachelor’s degree
and master’s degree in international business administration.
Before 2006, the taxpayer had no experience in writing or
publishing a book. In that year, he completed a business plan
to write and self-publish a book about a world-wide trip during
which he planned to take pictures to be used in the book. The
taxpayer was an experienced photographer although not
professionally trained. Starting in 2006 and continuing into
2007, the taxpayer travelled to a number of places around the
world taking thousands of pictures. He also kept a
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contemporaneous journal about his experiences. His trips took
about four months during which he took paid vacation time or
paid sabbatical leave from Intel.

As of March 2011, the taxpayer had not completed a book
about his travels, although he claimed to have written an early
draft of about 100 to 150 pages. Neither the draft nor an
outline of a book was produced at trial. For 2006, the taxpayer
filed a Schedule C with his personal tax return claiming travel
expenses of about $17,000 plus other expenses totaling
altogether about $19,000. The taxpayer submitted receipts and
credit card statements at trial to substantiate his claimed
expenses.

The court focused on three factors that it said are relevant in
determining whether an activity rises to the level of a business.
First, was there a profit motive? Second, was the taxpayer
regularly and actively involved in the activity? Third, had the
activity actually commenced?  The court differentiated
between activities engaged in over a long period of time as
compared with a one-time venture. Writing can be a business
even if not the taxpayer’s sole activity. There must, however,
be an intent and effort to continue writing for the purpose of
producing income and a livelihood for writing to qualify as a
business.®

Some of the taxpayer’s efforts suggested a business. He had
a business plan, took thousands of pictures, kept a journal and
arranged his itinerary based on photographs he wanted to take
for use in his book. Also, the IRS did not question his claimed
profit motive. However, he produced no evidence of continued
efforts as an author. Further, since the taxpayer was a full-time
employee of Intel, writing was not his sole or even primary
source of income, which if it were would be a factor in his
favor. Accordingly, the taxpayer’s writing effort can be seen



49/ Vol 29 / North East Journal of Legal Studies

as an isolated venture for the personal satisfaction of taking a
world-wide tour and seeing his adventures in print.?’ In
conclusion, the court found that the taxpayer failed to meet the
burden of proof that his writing activities qualified as a trade or
business under Code § 162.

The court also noted that even if the taxpayer’s travel
expenses qualified as a trade or business, he would still not be
able to deduct them since he failed to meet the enhanced
substantiation expenses relevant to travel expenses.®® The
court favored the taxpayer in one respect. It did not impose a
20% accuracy penalty® since the taxpayer consulted a
professional tax advisor, provided the necessary information to
him and relied on his advice in deducting the expenses.

C. Bronson

Bronson v. Commissioner was also decided in January of
2012.*° The tax years involved were 2001 through 2005,
during which time the IRS assessed tax deficiencies totaling
about $149,000. The issue in each of the subject years was
whether the horse-related activity of the taxpayers (who filed a
joint return) was an activity that was not engaged in for profit
within the meaning of Code §183.

Taxpayer Carolyn Bronson (Dr. Bronson) had a Ph.D. in
consumer finance. During the years at issue she held a real
estate license, but did not work as a broker or otherwise.
Taxpayer Peter Bronson (Mr. Bronson) was a practicing
attorney specializing in bankruptcy litigation. During the years
at issue, he had significant income. The taxpayers have three
children. In 1995, they became interested in Welsh ponies and
cobs when their only daughter (at the time) began riding
lessons on a Welsh pony. They purchased a Welsh pony in
that year and Dr. Bronson consulted people who trained and
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bred this breed and became involved in breeding organizations.
Neither taxpayer had experience with horses in any capacity
before 1995. Dr. Bronson had no gainful employment during
the years at issue although at some point prior to 2001 she
managed a cooperative equestrian barn. During the relevant
years, Dr. Bronson devoted substantial time to the horse
activity. Mr. Bronson practiced law full time and was less
involved.

In 1998, taxpayers purchased another horse and began
treating the horse activity as a business, called Coldstream
Farm. Although they did not have a written business plan, Dr.
Bornson testified that they planned to acquire, breed and train
high quality Welsh ponies and cobs. For 1998 and continuing
on through at least 2008, the taxpayers reported their horse
activity on Schedule C. The losses for the years at issue totaled
about $408,000. For the period 1998 through 2008, losses
totaled about $838,000. There was never any year where a
profit was shown. The only sale during the years at issue was
in 2003 when a sale was made for $500 to a non-profit
organization. The taxpayers claimed the horse was worth
$5,500 and took a charitable deduction of $5,000. Two horse
sales were made after the years in issue, both in 2007, one for
$6,500 and another for $10,000.

Initially, the taxpayers paid to board their horses. In 1999,
they determined they needed their own facility to diversify
their offerings and control costs. In 2001, Dr. Bronson toured a
number of horse farms for the purpose of acquiring one where
they could breed, board, train and conduct sales activities.
However, it was not until 2005 that they acquired land for their
own facility. In the meantime, they continued to acquire horses
and others were foaled. By the end of 2003 and through 2005,
they owned ten horses. Dr. Bronson spent a significant amount
of time researching and looking for an appropriate location for
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a horse farm. During the years at issue, however, they
submitted only two offers, which were unsuccessful for various
reasons. In 2005, they became interested in a 40-acre property,
which had a residence but no equine facility. They hired a
group of engineers to plan the design and construction of a
barn and arenas on the property and ultimately purchased it that
year. Construction began in 2005 but the work done by the
contractor was substandard.  Litigation ensued and the
contractor filed for bankruptcy in 2009. The litigation had not
concluded by the time of the tax court proceeding.

Dr. Bronson participated in various breeder organizations
throughout the horse activity. She also wrote an equestrian
column for a local newspaper and conducted a summer riding
clinic. She also advertised offering specific horses for sale.
Total advertising expenses for the years at issue amounted to
about $3,300.

The taxpayers maintained expense records substantiating
their deductions.  The records were sufficient for their
accountant to prepare their tax returns although the accountant
had no expertise regarding horses. There was no evidence that
the taxpayers sought his advice concerning whether the
deductions taken were subject to restriction under Code §183.

As mentioned, the taxpayers never reported a profit from
the horse activity. The losses during the years at issue offset
Mr. Bronson’s substantial earnings in those years and in most
of the follow on years.®* The IRS disallowed all of the horse
activity expenses and imposed the 20% accuracy penalty.

The court first reviewed Code 8183 and the applicable
regulations stating that to be deductible expenses of an activity
must be incurred with the predominant motive of making a
profit, except to the extent of gross income generated by the
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activity where there is no profit motive.* Although subjective
intent is determinative, that intent must be determined by
objective factors and the burden of proof is generally on the
taxpayer. The goal must be to realize a profit on the entire
operation; that is, not only to become profitable but ultimately
to recoup losses previously sustained. Evidence from years
subsequent to the years at issue is relevant in this regard.>* The
court then referred to the nine factor test contained in the
regulations.

The taxpayer must show that the activity was carried on in a
business-like manner. There must be a business plan and, in the
case of horse breeding and sales, a consistent and concentrated
advertising program, together with a change in operating
method to improve profitability.®* The taxpayers claimed that
they met this standard. However, the court noted that the
taxpayers did not proceed at any reasonable pace to acquire a
facility despite continuing and increasing loses. They did not
begin searching for suitable land until 2001, made no
acquisition until 2005 and did not start construction until 2006,
despite the increasing losses. Moreover, they continued to
acquire horses even though they had not acquired a facility,
which required that the horses be boarded. A profit motive
would have indicated curtailment of horse acquisitions rather
than expansion. To the contrary, the continued acquisition of
horses without a facility to board them indicated and
indifference to the objective of making a profit. Although the
taxpayers might have had a business plan, they failed to adhere
to it.

The taxpayers’ advertising efforts were meager relative to
all of the expenses otherwise incurred. Dr. Bronson’s
participation in breeder organizations and horse shows was
determined to be consistent with a hobby as well as a business.
Although the taxpayers kept records of their expenditures, the
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court found the records insufficient since they did not
adequately differentiate between personal components and the
horse activity. Furthermore, the taxpayer did not use the
records to improve the performance of a losing operation.*
The court found the taxpayers’ record keeping inadequate,
concluding they had not conducted the horse activity in a
businesslike manner.

As to the expertise of the taxpayers, they had no prior
experience in breeding, training, boarding and sale of horses
prior to the time they started the horse activity. Dr. Bronson
did, however, consult with breeders and managed a cooperative
horse barn at one time before 2001. She also became active in
breeder organizations and became knowledgeable about Welsh
ponies and cobs. Nevertheless, the court found that these
activities were consistent with a hobby. The expertise factor
was therefore found to be insignificant in determining whether
the taxpayers had a profit motive.

The time and effort factor was found to be neutral. Dr.
Bronson was not employed during the years at issue and
devoted a considerable amount of time to the horse activity.
However, the time spent was also consistent with personal and
recreational aspects.

There was no evidence that the horses or the land acquired
would significantly increase in value. Only two horses were
sold, one for $6,500 and the other for $10,000. At the time of
trial, the taxpayers had 13 horses. Even assuming each horse
was worth $15,000, their total value was a fraction of the
approximately $838,000 cumulative losses of the taxpayer
reported through 2008. No evidence was submitted regarding
potential appreciation on the land acquired. The factor
concerning asset appreciation was determined to favor the IRS.
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No evidence was produced concerning success in any
relevant business. Mr. Bronson had a successful law practice,
but his involvement in the horse activity was minimal
compared to Dr. Bronson. This factor was held neutral.

The history of income and losses favored the IRS. The
taxpayers maintained they had significant losses because they
were in the startup phase of the horse activity. Further, they
argued the delay in acquiring a facility was due to
circumstances beyond their control. The court acknowledged
the regulations list drought, disease, fire, theft, weather
conditions, depressed market conditions, illness and death as
the possible cause of losses. The court determined, however,
that the taxpayers’ failure to acquire a horse facility for 6 years
was not a circumstance beyond their control. The 6-year period
was held too long to be a startup phase. The “desultory” effort
at acquiring a facility persuaded the court that making a profit
was not the “primary” objective of the horse activity.* Finally,
losses after the years in issue were not abating but were in fact
increasing. Overall, the loss history indicated lack of profit
motive. The amount of profits relative to losses clearly favored
the IRS since the taxpayers never earned a profit from the
horse activity.

The taxpayers’ financial status also favored the IRS. Mr.
Bronson’s average annual income for the years at issue was
approximately $269,000. Deducting the losses greatly reduced
the after-tax cost of the horse activity.

The personal pleasure or recreational factor was held to be
neutral. Dr. Bronson was clearly a Welsh pony and cob
enthusiast. She was involved in breeder organizations, showed
horses and wrote a column. But all of this was found to be
consistent with an avid hobby.
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In conclusion, the court held that based on all the facts and
circumstances the taxpayer lacked an actual and honest
objective of making a profit. They took too much time to
acquire a facility even though they knew that a facility was
necessary for profitability. Their complacency with respect to
increasing losses over the years also suggested lack of a profit
motive. Even allowing for the most optimistic assumptions
regarding the value of the horses, the taxpayers could not
recoup the losses over this period. Yet, they were persisting in
the horse activity at the time of trial.

To make matters for the taxpayers even worse, the court
sustained the imposition of the 20% accuracy penalty for some
of the years that was imposed by the IRS for substantial
understatement of income tax. The taxpayers could not show
that they ever sought or received advice from their accountant
concerning whether deducting the expenses of the horse
activity was appropriate. Also, Mr. Bronson’s education and
knowledge as an attorney was also noted.

D. Strode

Strode v. Commissioner was decided January 18, 2012.%
The tax years at issue were 2005 and 2007, during which the
taxpayer, as an attorney, earned a salary of about $137,000 and
$139,000, respectively. For 2005, the taxpayer also reported a
business loss on his Schedule C form of about $80,000, and for
2007 a loss of about $84,000. These losses were offset against
his salary income. The taxpayer listed the principal business
on Schedule C as “International Consulting.” The case also
noted the amount of losses incurred in other years from 2003
through 2008.% No revenue was reported either for the years at
issue or for any of the other years mentioned in the case. The
IRS asserted that the activity the taxpayer reported on his 2005
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and 2007 Schedule C was not entered into for profit.
Accordingly, it denied the loss deduction for both years.

The court then reviewed 8183 and the applicable
regulations. It referred to a decision of the relevant Ninth
Circuit, Wolf v. Commissioner.*® In that case, the court stated
that an activity is engaged in for profit if the taxpayer’s “
‘predominant, primary or principal objective’ was to realize an
economic profit independent of tax savings.”

The taxpayer did not prepare any business plan, profit or loss
statement, balance sheet or break even analysis. The record did
not contain any information regarding the type of business
conducted. There was no information about similar businesses
that were profitable, nor any material reflecting that the
taxpayer changed or abandoned unprofitable methods. There
was little evidence concerning the taxpayer’s expertise in the
activity. The taxpayer was a full-time attorney during the years
at issue. Accordingly, he did not devote a substantial amount
of time and effort to the activity. There was no evidence
submitted about asset appreciation. The activity had never
been profitable. Rather, it had significant losses over a number
of years. The taxpayer had sufficient income from his salary
against which to deduct the losses. Insofar as personal
recreation or pleasure was concerned, the taxpayer did not
testify at trial concerning his personal views about the activity,
asserting that he could not spare the time to appear in court due
to a legal matter with which he was involved. The activity
required regular travel by the taxpayer, which could have been
either for business or for pleasure. Overall, the court found the
factors in the regulations to be either neutral or in favor of the
IRS. Accordingly, the court held that the taxpayer did not
engage in the activity for profit and therefore was not entitled
to deduct the expenses of the activity. Finally, the court
sustained the imposition of the 20% accuracy penalty.
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E. Barker

Barker v. Commissioner was decided March 20, 2012.%
The tax year at issue was 2006. The amount at stake was about
$7,600 deducted as business expenses on a Schedule C
attached to the taxpayer’s tax return; no income was shown.
The principal business listed was “Research: Technical.”

The taxpayer had a bachelor of science degree in both
physics and psychology, a master’s degree in physics,
psychology and math, and a master’s degree in space
architecture. At the time of trial, he was half way through a
Ph.D. program in geology.

The taxpayer’s first job upon graduation in 1992 with the
bachelor degrees was with the National Aeronautics and Space
Administration (NASA) in the space shuttle program. Five
years later, he transferred to the space station program and has
been working for NASA continuously in a variety of positions
ever since. In 2003, the taxpayer started Mars Advanced
Exploration and Development, Inc. (MAXD). That year, he
submitted a detailed proposal to a NASA research initiative
program seeking about $70,000 to develop a space suit
communication system for use on Mars. Later that year, along
with other researchers, he submitted a research document
dealing with living off the land when people actually landed on
Mars as opposed to taking supplies along from Earth. In 2005,
he submitted a “white paper” to NASA focused on the
communication system. His stated objective was to further
familiarize NASA with his project so as to increase his chances
of receiving funding if research grants became available. In
2005, the taxpayer in his capacity as president of MAXD
applied for a patent on the communication system, which was
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denied on the basis that a patent had been issued a year earlier
for a similar system.

In 2006, the year at issue, the taxpayer attended the “9"
annual International Mars Society Conference” in Washington
D.C. (the taxpayer resided in Texas). The four day conference
included the latest information on NASA’s plans for space
exploration including the Mars Orbiter, which was exploring
the Red Planet. The taxpayer produced no documentation
substantiating his expenses asserting that they were destroyed
by water damage in 2008 during a hurricane. Also during
2006, the taxpayer attended a five day conference in
Switzerland, which dealt with various aspects of Mars
exploration. In 2008, the taxpayer published a design study
about a conceptual mission for the exploration and settlement
of Mars, which was presented at a Space Conference and
Exposition in California. In 2009, MAXD became dormant.

The IRS denied the taxpayer’s deductions on Schedule C,
which included travel expenses, meals and entertainment,
continuing education and printing, all told amounting to about
$7,600. The IRS asserted that the taxpayer was not engaged in
a trade or business during 2006 and, in any event, failed to
substantiate his deductions. The court held that the taxpayer
was not engaged in an active trade or business during 2006 and
thus found it unnecessary to decide whether the Schedule C
expenses were substantiated.

The court reviewed in detail the background of I.R.C. 8162
and relevant regulations, which allow a deduction for the
ordinary and necessary expenses of carrying on a trade or
business, and I.R.C. 8183 and relevant regulations, which deny
a deduction for the expenses of an activity not engaged in for
profit except to the extent of income generated by the activity.
The court then focused on the various factors set forth in the
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regulations that should be considered in making a
determination as to whether a profit motive existed for
engaging in the activity. It noted that more weight is accorded
to objective factors rather than mere statements of intent.

The taxpayer contended that he: conducted the activity in a
business-like manner citing records he maintained (although
destroyed in a flood); acquired research and computer
equipment; marketed himself and his company; applied for
patents; made continuous improvements to prototypes; and
actively applied for grants. The court could not comment on
the sufficiency of the records due to their destruction. It noted
that MAXD applied for one research grant in 2003 and one
patent in 2005, both of which were denied. Although there was
a “white paper” in 2005 and design study in2008, there was no
evidence that the taxpayer engaged in marketing or applied for
any grants in 2006. Although the court acknowledged that the
taxpayer spent some time working on the Mars communication
system, it held that the evidence in the record did not support a
finding that the activity was carried on in a business-like
manner.

The expertise of the taxpayer in engineering and space
exploration was acknowledged, along with his relevant
education. His expertise in space technology was held to be a
factor supporting a profit motive.

There was insufficient evidence produced relevant to the
amount of time the taxpayer spent on the space activity in any
year, especially 2006. During that year, the taxpayer held
multiple degrees and was working on another one. The only
evidence produced related to the conferences he attended in
Washington, D.C. and Switzerland. He was not a presenter at
either event. The court held that the factor concerning time and
effort expended by the taxpayer did not support a profit motive.
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Regarding appreciation of assets, the court held it was
unclear whether the Mars communication system would
appreciate to the extent the taxpayer would generate an overall
profit. While the court said that it could speculate, it found that
this factor did not support a profit objective.

While the taxpayer demonstrated a successful career in
space exploration, the court held that a successful career as an
employee did not show an ability to convert an unprofitable
business into a profitable one. This factor was held not to
support a profit motive.

The history of income or loss also did not reflect a profit
motive. The taxpayer never reported any income since
beginning the activity in 2003. Since denial of the patent
application by MAXD in 2009, the activity was dormant. The
factor concerning amount of occasional profit earned also was
clearly not in the taxpayer’s favor since no sales were ever
reported, let alone profits. From 2003 through 2009,
expenditures related to the activity totaled about $54,000,
primarily for travel, transportation and continuing education
courses. But the taxpayer never sought any funding or entered
into any sales contracts. The court implied that the expenses
incurred were primarily personal. The occasional profit factor
clearly did not support a profit motive.

The financial status of the taxpayer likewise did not support
a profit motive. The taxpayer had significant wages and was
thus able to use the loss in 2006 to offset his wage income.

Finally, the court stated it could not fault the taxpayer’s
strong passion for Mars exploration and technology. It
believed he pursued a “noble cause” that might ultimately



61 / Vol 29 / North East Journal of Legal Studies

benefit humanity. It noted, however, that “passion is not
synonymous with profit motive.”

In conclusion, the court held that based upon its analysis of
the factors in the regulations, the taxpayer did not operate in
2006 with the intention of making a profit. As an additional
item against the taxpayer, the court found that he was not
engaged in a trade or business as required under 1.R.C. §162
since he never began to function as a “going concern,” noting
that investigation of a potential business is insufficient to
demonstrate that a taxpayer is engaged in a business. **

F. Trupp

Trupp v. Commissioner was decided in April, 2012.** The
tax year at issue was 2005 for which the taxpayer filed a joint
return. Although there were several contested matters, the one
relevant to this paper was whether the taxpayer, Robin Trupp,
could deduct business expenses under Code 8162 in the
amount of about $72,000 for equestrian-related expenses. He
claimed these expenses were incurred as part of his equine
industry law marketing campaign.

During the 1970’s, the taxpayer was considered for the U.S.
Olympic Equestrian Team. He retired from riding shortly
before entering law school from which he graduated in 1981,
passing the Florida bar the same year. He then began
practicing law as a litigator with a law firm. In the mid 1990’s
his son, Austin Trupp, began riding in equestrian shows at the
age of 12. The taxpayer then became president of an
equestrian organization for two years and began representing
clients in the equine industry. He left the law firm in the late
1990’s to develop his own practice. In 2004, he joined another
law firm. Most of the fees he earned during 2005 totaling
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about$300,000 were attributable to clients in the equine
industry.

The taxpayer attended equestrian shows throughout his
son’s childhood, at least five of which were during 2005. He
claimed that he met potential clients at the shows and as a
result developed over 40 clients from 1998 to the date of trial
who had equine industry legal matters. He did no formal
advertising but claimed he relied on word of mouth, especially
when his son’s name was announced as one of the top ten
winners. He asserted that the name Trupp being announced
made people think of him, the equine industry attorney. He
testified that while at the shows, he did legal work negotiating
horse sales or leases and drafting contracts. His legal assistant
testified that he often came back from the shows with new
clients and between April 2003 and December 2005 had
brought in about 35 new clients as a result of attending shows.

In 2005, the taxpayer claimed about $72,000 in deductible
business promotion expenses relevant to the equestrian
activities. Among other things, this included horse shoes,
boarding, feeding, grooming, transportation, housing, lessons
and insurance. During 2005, the taxpayer collected about
$921,000 in legal fees from equine industry clients. About
$875,000 of this amount was from an equine case he had been
litigating since 2000 (JES case), and about $43,000 from
another equine case (Ashe case) he had been working on prior
to joining his current law firm. He had been hired for the JES
case due to a personal relationship he had with the client and
not because of his son’s horse riding activities. He claimed
that he was retained for the Ashe case as a result of his son’s
equestrian events and this case ultimately generated over
$500,000 in legal fees. He testified that during 2006, he
collected about $237,000 in legal fees from equine industry
clients. Of this, about $135,000 was from the JES case and
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about $48,000 from the Ashe case. About $53,000 was from
other equine industry matters. The IRS argued that the equine
expenses were from an activity not engaged in for profit and
not deductible under Code 88162 and 183 and the regulations
under 8183. The taxpayer argued to the contrary.

The taxpayer first asserted that his equestrian activities and
legal practice constituted a “single activity” engaged in for
profit. In support of this argument, the taxpayer relied on the
tax court’s 2007 decision in Topping v. Commissioner.** The
taxpayer in Topping was an experienced equestrian who
formed a company providing interior design services for horse
barns and recreational homes. To promote her business and
meet clients, she joined an exclusive equestrian club and began
riding in events, where her name was announced. She also
paid several thousand dollars to reserve a “table” at the events
where she would meet potential clients. In Topping, the tax
court held that Code 8183 “did not preclude a deduction
because the equestrian and interior design activities constituted
a single activity which was profitable in each of the years at
issue.”

The court observed that multiple activities can be
considered one if sufficiently interconnected.* Relevant is the
degree of organizational and economic interrelationship, the
business purpose of combining the activities and their
similarity.*® The IRS will accept this aggregation theory unless
artificial or unreasonable.*® There are numerous factors the
courts consider in determining whether aggregation is
unreasonable. Some of the relevant ones are: (1) whether the
activities were conducted at the same place; (2) whether the
activities were formed separately; (3) whether the activities
benefited one another; (3) whether one activity was used to
advertise the other; (4) whether there was shared management;
(5) whether the taxpayer used the same accountant; and (6) the
degree to which the activities shared books and records. *’
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In Topping, the taxpayer rode in the equestrian events and
reserved a table to converse with potential clients. There was
also a close organizational and economic relationship between
the equestrian and design activities so that they functioned as a
single integrated business. Equestrian activities made up over
90% of the client base of her overall profitable business. In
contrast, the taxpayer in Trupp did not show a sufficient
connection between his equestrian activities and his legal
practice. Also, the taxpayer did not ride himself and did not
reserve a table or otherwise advertise. Although his legal
practice income was substantial, most of it was attributable to
the JES case where he was hired based on a personal
relationship and not because of equestrian activities. This case
also predated 2005, the year in issue, as did the Ashe case.
Although his legal assistant testified that many new clients
were developed through the equestrian activities, no evidence
to support this assertion was introduced. Nor was any evidence
produced to substantiate that the taxpayer did legal work at the
equestrian activities. The court concluded that the taxpayer’s
characterization of the equestrian and legal practice to be one
integrated activity to be unreasonable.

The taxpayer argued that nevertheless, even if the equestrian
and legal activities did not constitute one integrated activity,
his equestrian activity alone was engaged in for profit under the
factors set forth in the regulations. The court then went on to
scrutinize the facts relevant to the regulation factors.

The court found that the taxpayer did not carry on the
activity in a businesslike manner nor did he maintain accurate
books and records that might indicate that the equestrian
activity was engaged in for profit. There were no records
pertaining to the shows he attended or work performed at them.
Although he did submit personal bank statements and credit
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cards, there was no indication of the purpose of his
expenditures.

The court did find, however, that the taxpayer was an expert
in both the legal profession and in equestrian activities. The
expertise factor was determined in his favor.

With respect to time and effort, it was not adequately
established how much time he spent on equestrian activities
except that it was shown that his son attended five events
during the year at issue. The court found that the equestrian
events had substantial personal and recreational aspects
especially since his son was competing. No evidence was
produced to show what, if any, legal work was performed at
the events.

The factor concerning possible asset appreciation was held
not applicable since the taxpayer did not own any horses.
Also, the factor concerning success in carrying on other
activities for a profit was held inapplicable. The taxpayer was
not able to show that he had brought in business to his law
practice by engaging in other activities.

The taxpayer’s history of income or loss with respect to the
equestrian activity did not favor him since there was no history
of income. To the contrary, there were continuing losses. In
2005, the taxpayer earned about $920,000 in legal fees. About
$875,000, however, was from the JES case. Even assuming
that the rest of his earnings were attributable to the equestrian
activities, the related expenses were still about $26,000 more
than the earnings. In follow on years, most of his legal practice
income was also from JES and Ashe cases. The amount of
occasional profits in other years was held to be a neutral factor
since the taxpayer did not provide any information for years
other than the year in issue.
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Insofar as the personal pleasure factor is concerned, the
taxpayer had a background as a distinguished equestrian,
presumably enjoying attending equestrian events and taking
part through his son. This factor therefore favored the IRS.

Considering all the factors adduced at trial, the court
concluded that the taxpayer’s legal practice and equestrian
activities did not constitute a single activity and that the
equestrian activity alone was not engaged in for profit. Thus,
no deduction for the related expenses was allowed.

G. Solomon Verrett I

In the cases discussed in this article, the taxpayers were
engaged in activities that were consistent with those of a hobby
because of the element of personal enjoyment. A recent case,
Solomon Verrett 111 vs. Commissioner,*®decided in August of
2012, illustrates, however, that expenses in connection with an
activity not commonly thought of as a hobby may nevertheless
not be deductible if there is no profit motive. The taxpayer in
Solomon Verrett 11l claimed to be involved in a construction
activity, which generally would not be thought of as a hobby.
The IRS challenged his deductions for 2006, 2007 and 2008.
His construction activity never generated a profit and, in fact,
the taxpayer had claimed a loss for 17 straight years. He was
able to deduct the losses against his wife’s substantial income
from her medical practice. Applying the nine factor test in the
regulations, the Tax Court determined that the taxpayer had no
profit motive. The court found that he mostly engaged in non-
paying or low-paying jobs for his friends, family and church,
and he seemed to derive personal pleasure in helping these
parties.

I11. CONCLUSION
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The foregoing cases clearly illustrate that taxpayers have a
tough hurdle to overcome in order to deduct expenses
attributable to an activity of a type often engaged in for
personal pleasure, achievement or recreation, and which
generate little or no revenue. These cases and others flesh out
the factors in the regulations by illustrating the intensive
factual analysis in which the courts will engage in discerning
whether an activity has a profit motive. Although the facts of
the cases may differ, there are some underlying themes of
which taxpayers and their advisors should be especially
heedful. These are failure to conduct the activity in a business-
like manor including having a business plan and keeping
appropriate business records, generating consistent losses
having other income against which to deduct the losses, and the
element of personal enjoyment. A tax return reflecting a
considerable loss that offsets other income often is enough to
alert the IRS and perhaps result in an audit.

The cases may also be viewed as warning taxpayers that if
the facts of their activity do not pass muster, it may be wise not
to deduct the related expenses. Not only might they be hit with
a big tax bill, along with interest, if the deductions are
disallowed, but in some cases they may be hit with a 20%
accuracy penalty. Most importantly, tax advisors and preparers
are under increased scrutiny and regulation. Accordingly, they
should be wary of cavalierly preparing a tax return with
questionable items in order to please a client or retain one. Is it
a business or a hobby? There is an old saying: “If it looks like
a duck, swims like a duck, and quacks like a duck, then it
probably is a duck.”*

! New Colonial Ice Company, Inc. v. Commissioner, 292 US 435 (1934).
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2 Part V, Sections 151-153, contains the rules regarding Deductions For
Personal Exemptions; Part VI, Sections 161-199, contains the rules
regarding Itemized Deductions For Individuals and Corporations; Part VI,
Sections 211-224, contains the rules regarding Additional Itemized
Deductions For Individuals; Part V11, Sections, 241-249, contains the rules
regarding Special Deductions for Corporations; Part X, Sections 261-280H
details Items Not Deductible.
® Internal Revenue Code (I.R.C.) § 213(a)).
“1.R.C. §163(d).
*.R.C. §170(b).
®|.R.C. §151(d)(3). The phase out was eliminated in stages as part of the
Bush-era tax cuts, which were extended through 2012. If not further
extended, however, the phase out on exemptions will resurrect in in 2013.
"1LR.C. §162(f).
1.R.C. §162(b).
° LLR.C. §183(a) and (b).
Y1.R.C. §8183(b)(2) and 67(h).
" |.R.C. §262.
|.R.C. §263.
|.R.C. §183(b)(1).
“1.R.C. §183(b)(2).
iz Treasury Regulation (Reg.) §1.183-2.

Id.
" Reg. §1.183-2(b).
'8 The Regulations contain several illustrative examples. See Reg. §1.183-
2(c).
¥'T.C. Memo. 2011-293.
%0 See Shea v. Commissioner, 112 T.C. 183, placing burden of proof on IRS
as to new matters not raised in the Notice of Deficiency or in the Answer,
and in accordance with the consent of the parties under Rule 41(b).
2! See Bush v. Commissioner, T.C. Memo. 2002-33, aff’d (without
published opinion) 51 Appx. 422 (4" Cir. 2002).
“Z See Golanty v. Commissioner, 72 T.C. 411 (19790, aff’d (without
published opinion), 647 F.2d 170 (9" Cir. 1981.
2% See Hendricks v. Commissioner, 32 F3d 94 (4" Cir. 1994) aff'g T.C.
Memo. 1993-396.
?* See Giles v. Commissioner, T.C. Memo. 2005-28.
»T.C. Memo. 2012-4.
% See Wright v. Commissioner, 31 T.C. 1264, aff’d 274 F.2d 883 (6" Cir.
1960).
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%" see Hawkins v. Commissioner, T.C. Memo. 1979-101, aff’d (without
published opinion) 652 F.2d 62 (9" Cir. 1981.
8 See I.R.C. §274(d).
*1.R.C. §6662(a).
%'T.C. Memo. 2012-17.
%1 Apparently due to the relocation of his law practice, Mr. Bronson showed
little comparative income in 2006 and a small loss in 2007. However, he
had significant income n 2008.
%2 .R.C. §183(b).
¥ See Bessenyev v. Commissioner, 45 T.C. 261.
* Golanty v. Commissioner, 72 T.C. 411, aff’d (without opinion) 647 F.2d
3;570 (9" Cir. 1981). (Other citations omitted).
Id.
% See Wolf v. Commissioner, 4 F.3d 709 (9" Cir. 1993) aff’g T.C. Memo.
1991-212.
¥ T.C. Memo. 2012-59.
% The years at issue were 2005 and 2007. There was no indication in the
case as to what happened with respect to the losses incurred in other years.
% 4 F.3d 709, (9" Cir. 1993), aff’g T.C. Memo. 1991-212.
“*T.C. Memo. 2012-77.
1 See Richmond Television Corp. v. United States, 345 F.2d 901, (4™ Cir.
1965), also Dean v. Commissioner, 56 T.C. 895 (1971).
*T.C. Memo. 2012-108.
*T.C. Memo. 2007-92.
“ Reg. §1.183-1(d)(2).
** Supra, Note 43.
“1d.
*" Mitchell v. Commissioner, T.C. Memo. 2006-145 (other citations
omitted).
8 TC Memo. 2012-223.
“ Attributed to various sources.
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FOREIGN DIRECT INVESTMENT AND
GLOBAL LEGAL STRUCTURES

by

John Paul*

1. INTRODUCTION

Many developed nations often wish that developing nations
seek more investment from them. In 2005 and 2007, Germany
and the United Kingdom made foreign direct investment to
developing nations one of the themes of the G8 Summit. In
particular, the United Kingdom wants to increase foreign direct
investment (FDI) in developing nations in order to promote the
development of these nations and improve the competitiveness
of the British firms.* In this context, an examination of the
global legal structures that affect FDI is necessary.

In general, there are three factors that affect FDI
motivations. First is the size and growth possibility of the
market. Second is the protection of legal rights (e.g., property
rights, contract rights) that affect investment decisions. Third is
the availability of resources (e.g., finance, technical skills, and
specialized information).? Any uncertainty surrounding one or
more of these factors can be a major impediment to FDI.

* Clinical Assistant Professor of Accounting/Legal Studies and
Taxation, Lubin School of Business, Pace University, New
York
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Uncertainty in many nations can involve large sunk and
irreversible costs, causing delays and inefficiencies. These
delays and inefficiencies can inhibit the progress of any profit-
enhancing and/or poverty-reduction initiatives.® This article
will examine the history of FDI as well as the legal, economic
and political issues associated with it.

2. HISTORY OF FDI

After World War |II, international investment gained
momentum as foreign investors sought the protection of
international investment law found in a structure of scattered
treaty provisions, some contested customs and some
questionable general principles of law. All of these issues led
to a4concerted international effort to facilitate the growth of
FDI.

2a. Background of the FDI Legal Structure

In the early 1970s, the International Court of Justice in
Barcelona Traction was surprised that the evolution of global
investment law had not progressed further and that no
generally accepted rules had been formulated in response to the
growth of FDI and the expansion of global activities by
corporations in the preceding fifty years.” At the time,
international law referred to rules generally accepted by
municipal legal systems. If a shareholder was injured as a
result of an unlawful act committed against that shareholder’s
corporation, that shareholder could not file a claim against the
state. Furthermore, the general rule of international law did not
allow any diplomatic protections against a corporation seeking
redress against a host nation unless that host nation authorized
such protections.®
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For global investors in this period, the global legal structure
was deficient in at least 4 ways:’ (1) it failed to account for
contemporary investment practices and issues;® (2) the existing
principles were often vague and subject to different
interpretations;® (3) the content of global investment law was
constantly being challenged;'® and (4) existing global law
offered foreign investors no effective enforcement mechanisms
to pursue their claims against host nations that had seized their
investments and/or violated their contractual obligations.**

As a result of these four deficiencies, global investors had
no assurance that the investment contracts they made with host
nation governments would not be unilaterally changed by those
governments at some point in the future. Foreign investments
in developing nations were “obsolescing bargains” between the
foreign investor and the host nation, as contracts made became
sub{?ct to renegotiation and even cancellation as time went
on.

A famous example of an obsolescing bargain would be the
Coca-Cola Company’s experience in India during the 1970s. In
Round One, Coca-Cola negotiated a deal with the Indian
government. Then, in Round Two, Coca-Cola earned visible
profits as a result of the deal. Finally, in Round Three, the
Indian government demanded that Coca-Cola share its secret
formula, something that Coca-Cola didn’t even share with the
U.S. government. In essence, the original deal negotiated in
Round One became obsolete. Coca-Cola was forced to exit at a
huge loss.*® Coca-Cola’s experience in India is not unique®*
and this explains why many multinational entities do not want
to assume the risk of an obsolescing bargain.

2b. The Treatification Movement



73/ Vol 29 / North East Journal of Legal Studies

In order to change the dynamics of this struggle and protect
the interests of foreign investors, developed nations began to
negotiate international investment treaties that would be more
clear, complete, uncontestable and enforceable.*®

The advantage of investment treaties is that they articulate
specific standards for investment rights rather than rely on the
disputable meaning of substantive rights under customary
global law.® For example, expropriation is a common custom
utilized under customary international law but an investment
treaty can offer a foreign investor a guarantee of appropriate
compensation for expropriation as well as promises of freedom
from discriminatory measures. Basically, investment treaties
promise that host nations will not subject foreign investors to
inappropriate risks.*’

The treatification movement bore fruit. In 1959, developed
nations concluded bilateral investment treaties (BITs) with
specific developing nations in order to protect their investments
in those nations by: (1) subjecting host nations to international
legal rules that they had to respect and (2) giving investors the
right to bring a claim in international arbitration against host
nation governments that violated those rules.*®

By 2005, nearly 2,500 BITs™ affecting more than 170
nations had been negotiated and other treaties, such as the
North American Free Trade Agreement, contained similar
investment provisions.?’ By the end of 2006, 177 nations had
entered into at least one bilateral investment treaty.”! As a
result, foreign investors around the world are primarily
protected by international treaties, rather than by customary
international law alone. These treaties have become the main
source of international law in the area of FDI. In those cases,
where host nation governments have failed to abide by their
commitments to foreign investors, these governments have
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found themselves as respondents in international arbitration
proceedings and have been held liable to pay substantial
damage awards to injured foreign investors.?

2c. FDI Dispute Settlements

Many investment treaties provide for four dispute settlement
processes to which foreign investors have recourse in the event
of a conflict with a host nation: (1) the local courts; (2)
negotiation; (3) conciliation; and (4) international arbitration.?

A significant development in international law has been the
growth of Investor-State arbitration to settle investment
disputes. From 1987 to 2005, a total of 226 Investor-State
treaty arbitrations had been brought and most of them involved
private investors as claimants and nations as respondents.?
This number does not reveal the whole story because it is just
an estimate and many of these Investor-State arbitration
proceedings are confidential. These arbitrations were brought
into institutions such as the International Centre for Settlement
of Investment Disputes (an affiliate of the World Bank), the
International Chamber of Commerce and the Stockholm
Chamber of Commerce.?® About 65 percent of these 226 cases
have been filed since 2002.% Investor-State arbitration has
become more common and arbitration awards interpreting and
applying international investment treaty provisions have
become quite numerous.?’

Prior to the treatification movement, Investor-State
arbitration claims were rare and required specific agreements
between the investor and the host government to arbitrate
disputes arising from investments.?® Investment treaties have
accomplished an open-ended promise to investors by the host
nation to arbitrate all claims covered by the treaty provisions.?
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Investor-State arbitrations are not just simple business
disputes that only affect the parties involved. Most Investor-
State arbitrations judge the legality of government actions,
such as those concerning environmental standards as well as
pricing and tax regulations. As a result, Investor-State
arbitrations can have a significant impact on sovereign
governments’ public policies within their own territories; this
has led some to characterize these arbitrations as a method of
“transnational governance” since an international tribunal is
judging the legality of the public policy measures of a specific
nation. Even the field of international trade law does not
provide similar procedures; violations of trade law are issues
resolved only by the nations themselves and the World Trade
Organization does not provide remedies to private investors
injured by trade law violations.*

As an example of how Investor-State arbitrations can have a
significant impact on sovereign governments’ policies,
consider Chromalloy Aeroservices v. Egypt. An arbitration
tribunal in Egypt awarded damages to an American company
for Egypt’s breach of a military helicopter maintenance
agreement.*> The award was vacated due to the arbitration
tribunal’s failure to apply the correct law, a non-waivable
ground for annulment in Egypt.*® Despite this annulment, a
U.S. federal court ordered that the award against Egypt’s
American assets be enforced in an opinion that contained
neither precedent nor progeny.* What makes this reasoning
more controversial is the fact that the Egyptian practice of
annulling erroneous awards does not significantly differ from
the way U.S. courts vacate awards for improper choice-of-law
reasoning.*

Investment treaties also grant aggrieved investors the right
to prosecute their claims without regard to the concerns and
interests of their home nations. This right gives important
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significance to international investment contracts because
without that right, international investment treaties would be
nothing more that mere statements of good will devoid of any
legal content.>®

In practically all Investor-State arbitrations, it is the investor
who is the claimant and the host nation that is the respondent.
There are two reasons that explain why nations rarely bring
arbitration cases against foreign investors: (1) host nations
generally believe that their internal legal systems are sufficient
to handle their claims against investors in the event of a
dispute; and (2) bilateral investment treaties grant rights to
investors but rarely impose obligations on them because it is
generally believed that a nation has more power than a foreign
investor so that these agreements and treaties are drafted
against the host nations.*

3. GROWTH OF INVESTOR-STATE ARBITRATION

There are at least six reasons for the increased use of
Investor-State arbitration: (1) the availability of arbitration as a
remedy; (2) the lack of feasible alternatives for aggrieved
investors; (3) the politics of Investor-State disputes; (4) the
occurrence of major crises; (5) the transformation of the
international investment environment; and (6) the development
of facilitating factors.

3a. The Availability of Arbitration

The growth of Investor-State arbitration is explained by the
increasing number of investment treaties, most of which have
been created since the early 1990s. By 2005, there were 2,500
bilateral investment treaties, which led to the creation of a
dense bilateral investment treaty network linking about 180
nations.*® At the end of 2005, the total stock of international
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investment was about $11 trillion and involved at least 77,000
multinational corporations as well as their 770,000 affiliates.*

The density of this bilateral investment treaty network has
increased the negotiation power of foreign investors against
host governments. Many of these host governments have never
been challenged in a judicial forum of any kind and have
objected to being forced to defend their actions in international
arbitration proceedings.*’

These arbitration cases can impose hardships on particular
nations, particularly poor developing nations.

First, the host nation may have to pay a substantial damage
award, whose amount may be a high percentage of its budget
and financial resources.** Tribunals have awarded damages of
$270 million against the Czech Republic, $71 million against
Ecuador, $824 million against Slovakia and $133.2 million
against Argentina and these are only a small number of cases.*

Second, Investor-State arbitrations can impose policy costs
on host nations. In order to advance the public welfare, a host
nation adopts certain policy measures. Once an Investor-State
arbitration proceeding questions the legality of these policy
measures and concludes that they are illegal, the host nation
may have to modify or even repeal these measures even if they
tend to benefit the host nation as a whole.*?

3b. The Lack of Alternatives for Aggrieved Investors

An Investor-State arbitration proceeding is expensive, risky
and time-consuming and usually destroys whatever business
relationship remains with the foreign investor and the host
nation. This usually means that the investor will not have
access to a dispute settlement process within the borders of the
host nation. Many foreign investors have found that they have
no better cost effective, reliable alternatives for the settlement
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of disputes with the host nation other than Investor-State
arbitration.**

Besides international arbitration, an aggrieved foreign
investor may: (1) accept the host nation’s action by absorbing
the costs of wrongful action; (2) negotiate a settlement of the
dispute with the host nation on its own; (3) mediate the dispute
with the assistance of a third party; and (4) access the courts or
other legal institutions of the host nation.*®

3b-1. Accepting the Costs:

Depending on the costs of alleged wrongful host nation
action, an investor may decide to absorb the costs of that action
or find ways to offset them. The investor basically does a cost-
benefit analysis of continuing relations with the host nation
government and the local business community. However, while
host nation governments may assume that the foreign investor
will absorb these losses, there is powerful opposition that may
prevent the foreign investor from doing so. The financial
stakeholders, such as shareholders, creditors, financing
institutions and employees may expect the corporation to
maximize profit so that they will receive the benefits. If a host
nation government violated an international treaty, corporate
management may be obligated to pursue a claim. If the
corporate management fails to do so, the stakeholders may feel
that corporate management has violated their obligations to
them. These stakeholders may decide to file claims against
corporate management in the home nation.*

Another argument against accepting the loss is that it may
encourage other violations in the future. If a foreign investor
does nothing in response to a host nation’s violation of an
international treaty, it may become the victim of more
violations in the future by the host nation. Other host nations
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may decide to violate international treaties as well. If an
international investment treaty is to serve as a check on host
nation government behavior, foreign investors must be willing
to change that behavior by enforcing their rights under treaty
provisions.*’

3b-2. Negotiation:

Many disputes between foreign investors and host nations
are resolved through negotiation and practically all disputes go
through a negotiation process before reaching settlement or
advancing to Investor-State arbitration.

There are various factors that will determine whether a
particular Investor-State negotiation will be successful without
the need for Investor-State arbitration. As an example, in 1993,
the U.S. Corporation, Enron, and Maharashtra State Electricity
Board (MSEB) in India signed a contract whereby Enron and a
consortium would build the Dabhol Power Project in a $2
billion investment project and the MSEB would buy the
electricity produced from this project over the following 20
years. A new government was elected and cancelled the
contract, claiming that the tariff was too high and that the
contract was not in the best interests of the government. As a
result of negotiations, the contract was modified, the tariff was
reduced and the project was continued. A factor that
contributed to this result was that Enron was undertaking a
number of energy projects in India at the time and felt that it
would be more cost-effective to negotiate with the new
government rather than engage in a long, protracted struggle
through the process of Investor-State arbitration. Enron was
open to a negotiated settlement with the host government.*®



2013 / Foreign Direct Investment / 80

Maharashtra’s own reevaluation of the project also led it to
become more open to a negotiated settlement. When the
Maharashtra government cancelled the power project contract,
it assumed that the cancellation would entail little cost. It also
assumed that other foreign investors would replace Enron or
that it would find other local solutions to its power shortage.
These assumptions proved to be inaccurate and when Enron
initiated an arbitration case in London with a claim of $300
million, Maharashtra became more open to renegotiating the
contract. It does appear that the option of an Investor-State
arbitration remedy may encourage more flexibility and create
an incentive for host nation governments to negotiate a
settlement.*

On the other hand, there are many factors that can prevent
the achievement of a negotiated settlement. A host nation’s
belief that important national interests are at stake, an
investor’s belief that crucial economic interests must be met,
the political environment of the host nation, the inability of the
investor to mitigate its losses by alternative means and the
appointment of incompetent or overly aggressive negotiators to
represent the parties are some of the factors that can inhibit the
negotiation process.>

Unrealistic expectations of the investor and the host nation
are another obstacle to successful negotiations. In many cases
of foreign investment projects, deadlines are not met, costs are
higher than expected, technical and cash flow problems arise
and tempers flare. Often times, one side blames the other when
it may not necessarily be the fault of either party. It is
important that both the investor and the host nation understand
the risks involved with long-term projects so that they can
accurately assess the worth of these projects. When the investor
overvalues the strength of its arbitration claim and the host
nation undervalues the strength of the investor’s arbitration
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claim, the chance of success for a negotiation diminishes. The
failure of attorneys to give their clients an honest and realistic
assessment of the strength of their arbitration cases increases
the failure rate of the negotiation process.>*

3b-3. Mediation and Conciliation:

Third persons, called mediators, facilitators or conciliators,
can help the parties in a dispute resolve their conflicts.
Mediation is an age-old dispute resolution technique that can
be found in all societies, from rural villages to large cities.
Mediation is basically the intervention of a third person into a
dispute in order to help the conflicting parties achieve a shared,
voluntary agreement. In general, a mediator is able to help the
conflicting parties move towards a dispute resolution because
this mediator has the situation skills and resources that the
conflicting parties do not possess. The mediator’s
communication skills, objectivity, training, knowledge,
creativity, stature and positive relationships are the key
resources needed to help resolve the conflict.>

As more companies around the world recognize the
disadvantages of arbitration, many are beginning to turn to
mediation to resolve commercial disputes. Usually, when a
dispute can be quantified, such as the extent of damage to an
asset by a partner’s action, the parties will engage a mediator
such as a global accounting or consulting firm to examine the
issue and give an opinion. This opinion is not binding on the
parties to the dispute but it does allow them to make a more
realistic prediction of what could happen in an arbitration
proceeding.”
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A number of arbitration institutions, such as the
International Centre for Settlement of Investment Disputes and
the International Chamber of Commerce, offer a service known
as conciliation, which is usually governed by a set of rules. In
institutional conciliation, a party to a dispute may request
conciliation from the institution. If the institution obtains the
agreement of the other party to the dispute, it will appoint a
conciliator. The conciliator does have broad discretion to
conduct the process but will usually invite both parties to state
their views of the dispute and prepare a report proposing a
settlement. The parties may reject the report and move to
arbitration or they may accept it. In a number of cases, they
will use the conciliation report as a basis for a negotiated
settlement. Conciliation is a form of non-binding arbitration
with a predictive function. Its approach is rights-based and
affords the parties an independent person’s evaluation of their
rights and obligations. Conciliators do not usually engage in a
problem-solving or relationship-building approach to resolve
the dispute between the parties. The process is voluntary and
confidential and either party may withdraw from the
conciliation at any time.>*

Public information on the conciliation process is scant since
it is a confidential process. One published conciliation account
involves the 1984 to 1985 dispute between Tesoro Petroleum
and the nation of Trinidad and Tobago. A retired British judge,
Lord Wilberforce, acted as the conciliator in this case and
helped to resolve a dispute involving a $143 million profit
distribution. The conciliation lasted under two years and only
cost $11,000.% Despite the success of this conciliation,
conciliations have not become widely used in resolving
Investor-State disputes. By 2006, there were 192 requests for
arbitration compared to only 5 requests for conciliation. From
1988 to 1993, there were over 2,000 arbitration cases filed at
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the International Chamber of Commerce compared to only 54
requests for conciliation.

The reasons as to why more parties in Investor-State
investment disputes have not chosen conciliation as a form of
dispute resolution is not clear but it is something that more
international organizations should address. The low-cost
conciliation process is certainly something that international
organizations and governments should consider as an
alternative to the long and costly international arbitration
process.”’

3b-4. The Local Courts of the Host Nation:

A final alternative to Investor-State arbitration is the court
system of the host nation. Some bilateral investment treaties
require recourse to the local courts of the host nation as a
preliminary step to arbitration and this may pose a variety of
problems for foreign investors. First, local courts may not be
independent and objective and they may be subject to the
political control of the host nation government, thereby
depriving the foreign investor of an impartial forum. Second,
even if the court system is independent it may harbor bias
toward foreign investors. Third, many local courts may simply
not have the expertise to apply complex international law
principles to complicated foreign investment projects. Fourth,
local courts may have a heavy backlog of cases and inefficient
administrative procedures that deny swift justice and make the
prospect of any final judicial determination impossible. For
these four reasons, many foreign investors do not use the local
court system as an alternative to international arbitration.*®

On the other hand, recourse to the local courts of the host
nation may provide some advantages. First, it provides the
parties with the option to litigate in a public forum where the
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dispute arose as opposed to the more private forum of
arbitration. Second, it gives the local courts an incentive to
provide independent and impartial adjudication of cases
thereby providing more comfort to foreign investors. Third, the
courts may evaluate challenges to an arbitration award and/or
whether the arbitrator awarded damages in a procedurally
correct manner.*

Of course, whether access to the local courts proves to be
detrimental or beneficial to foreign investors depends on how
effective the local legal system is. If the legal system in a host
nation is stable, transparent, clear and low in corruption, then
the foreign investors will probably benefit from any access to
that legal system. On the other hand, if the legal system
exercises discretionary powers in an arbitrary fashion or issues
inconsistent judicial interpretations, the foreign investor will
probably incur high transaction costs from such a system.®°

3c. The Politics of Investor-State Disputes

There are often political issues at stake in Investor-State
disputes in addition to the legal issues. Within host nations,
there are often many public and political groups as well as the
media that take positions on these disputes and these groups
can influence how the host nation government deals with the
foreign investor in a dispute. This factor can make it difficult
for the host nation government to negotiate a reasonable
settlement with a foreign investor if such settlement can be
challenged by the political opponents of the government. These
political opponents can claim that their own government is
selling out to foreign corporations and that such government is
corrupt and willing to allow the exploits of foreigners to the
detriment of the people. The host nation may deal with these
political opponents by prolonging arbitration in Investor-State



85/ Vol 29 / North East Journal of Legal Studies

disputes because they can blame an unfavorable result on the
international arbitrators rather than on themselves.

The political dynamic was at work in the famous “Pyramids
Case,” in which a group of foreign property developers were in
a dispute with the Egyptian government.®* The dispute
involved the construction of a destination resort near the Giza
Pyramids. The Egyptian government had approved the project
but cancelled it under public pressure. The case lasted over 15
years and a tentative settlement of $10 million was
negotiated.®> When the tentative settlement was presented to
the Egyptian Prime Minister for his approval, he asked what
other alternatives were available. When he was told that the
alternative was for Egypt to continue to prolong the arbitration
process, he found that preferable since the negotiated
agreement to pay $10 million would open him to attack from
his political opponents. Eventually, in 1993 the International
Chamber of Commerce arbitration tribunal awarded the foreign
property developers $27.6 million plus $5 million in costs,
which Egypt challenged in an annulment proceeding. That led
to the Egyptian government and the foreign property
developers settling the case for $17.5 million, which could
have been avoided if Egypt had agreed to a conciliation that
would have given the Egyptian Prime Minister the political
cover he needed.®

3d. The Occurrence of a Major Crisis

Recessions and economic crises instigate lawsuits as various
litigants fight over the share of a shrinking financial pie. This
holds true for international investment. Major financial crises
lead to conflict, which eventually finds its way to the
arbitration tribunal.

The crises in Argentina, Russia as well as Asia have all led
to an increase in international arbitration cases. As of March
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2006, there were 110 arbitration cases at the International
Centre for Settlement of Investment Disputes and 36 of them
involved Argentina as a respondent. All of these 36 cases arose
out of Argentina’s financial crisis that began in the early
2000s.*

3e. The Development of Facilitating Factors

Investor-State arbitration was once a rare process within the
domain of only a few international experts. This has changed.
Various factors have developed that encourage recourse to
Investor-State arbitration. First, is the growing number of cases
and awards, which has received media coverage. This has led
to a heightened understanding of the Investor-State arbitration
process and an improved ability to predict the results of future
cases. The awareness of various global legal principles
affirming the protection of foreign investor rights as well as the
award of substantial damages have encouraged a move towards
international arbitration. Second, the growth of law firms
specializing in international arbitration law have provided
foreign investors with a significant resource to assist them in
deciding whether or not they should arbitrate and then carry out
the arbitration process on their behalf. Finally, tribunals and
law firms have improved the technology and processes of
Investor-State  arbitration,  thereby  facilitating  the
administration of cases and encouraging other investors to
utilize this process.®®

4. CONCLUSION

As the level of international investment increased in the
post-World War 1l era, foreign investors sought the protections
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found in an inadequate and scattered legal forum. As a result,
there was a concerted global effort to facilitate the growth of
FDI. This led to the treatification of international commercial
transactions, which established a more coherent and uniform
set of international legal rules as well as an international
arbitration process that could be used against host nation
governments that violated those rules.

A significant development in international law has been the
growth of Investor-State arbitration to settle investment
disputes, which not only judges business disputed but the
legality of government actions, such as those concerning tax
regulations or environmental standards. In practically all
Investor-State arbitrations, it is the foreign investor who is the
claimant and the host nation that is the respondent. These
arbitrations have led to the growing negotiation power of
foreign investors and imposed hardships on particular nations,
particularly poor developing nations.

While Investor-State arbitration may be expensive, risky
and time-consuming, it is often the only means of dispute
resolution that a foreign investor has against a host nation. This
means that the use of Investor-State arbitration to settle FDI
disputes will only increase in the future as it appears to be the
only effective means of implementing global legal changes in
cases where nations are reluctant to change their own domestic
legal structures.
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	CONGRESSIONAL INSIDER TRADING RUNS DEEP – WILL THE STOCK ACT ONLY SKIM THE SURFACE?
	by
	Gwen Seaquist*
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	Marlene Barken***
	A scorpion and a frog meet on the bank of a stream and the scorpion asks the frog to carry him across on its back. The frog asks, "How do I know you won't sting me?" The scorpion says, "Because if I do, I will die too."   The frog is satisfied, and th...
	INTRODUCTION
	On April 4th, 2012, President Obama signed into law new legislation regulating insider trading by Members of Congress. Commonly known as The STOCK Act1F  (Stop Trading on Congressional Knowledge), this is the first legislation to restrict Members of ...
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	The legislation was initially proposed by Representative Louise Slaughter2F  in 2006, but received little support and languished in committee for five years. Then, in November of 2011, CBS television aired a 60 Minutes program in which it “reported t...
	The significance of this legislation cannot be overstated. The perception that illegal insider trading runs rampant in Congress adds to citizen dissatisfaction with government and fosters cynicism about both the markets and the legislative process. T...
	As discussed below, the legislation resolves some long-standing confusion about the application of the 1934 Securities Exchange Act Section 10(b) and the Security Exchange Commission’s (SEC) Rule 10b-5 to Members of Congress and its employees. Nevert...
	THE QUANTITATIVE ANALYSIS
	One of the motivating factors behind this legislation was the wide-spread belief that Members of Congress made profits far in excess of the general public. The first part of this paper will discuss whether this premise is true.
	Most finance academicians and practitioners interpret profit earned on any investment as normal or abnormal by applying the concept of cumulative abnormal returns (CARs) which is commonly used in event studies. The CARs refer to the investment perfor...
	The Wall Street Journal first reported in May 2010 that Members of Congress had been engaging in illegal stock trading based on non-public information.  Some Members of Congress were also betting against the stock market using leveraged exchange-trad...
	The earlier study of the Senate inferred that based on their position and the social access they enjoy, the Senators were knowledgeable about the appropriate times to buy and sell their investments in common stocks. The authors speculated that the wa...
	The second study shifted attention to the Members of the U.S. House of Representatives. The authors hypothesized that the informational advantage may be more diluted in the House (435 representatives) compared to the Senate (100 senators). The buy in...
	DO MEMBERS OF CONGRESS HAVE A LEGAL DUTY NOT TO TRADE ON INSIDE INFORMATION?
	Prior to passage of the STOCK Act the question of whether or not Members of Congress were subject to federal securities laws had been hotly debated. There were two major concerns: first, were Members of Congress fiduciaries? And, if so, to whom?  Sec...
	a.  The Problem With Fiduciary Duty
	The anti-fraud provisions of the federal securities laws encompassed in Section 10(b) and SEC Rule 10b-5 prohibit insider trading on material non-public information when to do so would violate a duty of trust or confidence.12F   Established case law ...
	Persons with a fiduciary duty who have a duty to disclose are defined as “officers, directors, or controlling stockholders” who have an “affirmative duty of disclosure ... when dealing in securities”16F  as well as tippees.17F   Under this theory, in...
	Arguably, appointed and elected public officials could be considered fiduciaries for the United States or the citizen collective.  For example, some courts have suggested that Congressmen and women become “temporary insiders” of the corporation when ...
	b.  The Problem With Materiality
	In addition to requiring a fiduciary relationship, securities law also requires that to be guilty of insider trading, the information garnered must be material, nonpublic information. To be “material”, there must be a substantial likelihood that a re...
	Suppose a Member of Congress sits on a committee and learns information about a particular company. The committee may just be one stop in a long road before legislation is passed. Nevertheless, suppose that the Member of Congress purchases stock base...
	These questions represent issues of proof with regard to materiality, and are unsettled in securities law. Likewise, due to their unsettled nature, the issue of materiality presents a second, considerable roadblock to pursuing a prosecution against M...
	FAILURE OF ENFORCEMENT BY THE SEC
	Assuming that Members of Congress do in fact have a fiduciary duty, and materiality is provable, then it would seem to most members of the public that a successful prosecution would be inevitable. Unfortunately, despite this perception, the SEC has o...
	One argument is that prior law has been so unclear that the SEC hesitated to bring a very public prosecution that it ultimately might lose. Indeed, the head of enforcement for the SEC testified before a House panel that, “If Congressional officials f...

	Another theory could be a reluctance to take on the very institution that funds it. This was the suggestion of one commentator22F  who noted that the SEC might be “reluctant to bite the budgetary hand that feeds it”23F  and that its reluctance is bas...
	In summary, these arguments represent the state of the law prior to passage of the STOCK Act and highlight why legislation was needed. Given the complexity of the various rulings, it is easy to see why the public had no idea, until the 60 Minutes rep...
	THE ETHICAL DUTY NOT TO TRADE ON INSIDE INFORMATION

	Even if the federal laws have been too ambiguous to utilize in a prosecution, what then of the extensive ethical rules that govern Congress? If proving materiality or a fiduciary relationship has been too difficult, and even if the SEC does not want ...
	The separate ethics rules that govern both the House and the Senate appear to dismantle any ambiguity with regard to insider trading. According to Rule 37.1 of the House Ethical Rules, for example, “A Member, officer, or employee of the Senate shall ...
	Yet, even with none of the above obstacles, it was only just this year, after the 60 Minutes report, that the House Ethics Committee began its first ever investigation into the trading practices of a Member of the House. In February of 2012, Represen...
	It seems obvious that Congress is not capable of regulating itself in this matter; otherwise, this would not be the first and only time that a Member of the House was brought before the Ethics Committee. Unlike the SEC, Congress’ unwillingness to pur...
	WHAT DOES the STOCK ACT PROVIDE?
	a.  Establishment of a Fiduciary Relationship
	The core provision of the Act, section 4, expressly affirms that Members of Congress are not exempt from insider trading laws and establishes a fiduciary relationship:
	This is a change of historic proportions, as the apparent reticence to prosecute to date has arisen, at least in part, from the fear that the lack of a fiduciary relationship would result in a loss for the SEC. In a noteworthy response to the enactme...
	b.  Disclosure of Financial Dealings
	Members of Congress, their employees and senior executives must disclose financial dealings on a website to be set up by the Office of Government Ethics. All filings, previously by paper, will now be electronic and publicly available.
	CRITICISM OF THE ACT
	a.  The Speech & Debate Clause May Limit the Act
	b.  The Act Does Not Address Hedge Fund Managers
	To understand the next criticism of the law, it is first necessary to understand what is meant by the “political intelligence industry.”  While it is illegal to trade on insider information about public companies, it is not illegal to trade based on ...
	When the legislation passed the Senate, it included a provision that required disclosure when workers passed inside governmental information to hedge funds. The House, however, deleted this requirement, opting instead to require a report by the U.S. ...
	c.  The Act Does Not Cover Real Estate
	Another major criticism of the Act is that it does not cover real estate transactions. This means that if, for example, a Member of Congress learns in hearings about a water-front development in a certain city, there would be nothing illegal about th...
	While the Act requires that members disclose personal mortgages when they file their first financial disclosure reports on May 15th, 2012, there is no mandate governing the reporting of “sweetheart mortgage terms” (very low interest rates with no dow...
	Since real estate sales and purchases can be as lucrative as stocks, it is perplexing why this area was exempted from coverage in the Act.  Some commentators have gone so far as to recommend that members of Congress place all of their holdings, inclu...
	d.  Adequacy of Disclosure
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