
STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Pet i t lon
o f

Donald J. & Elizabeth Friedman

for Redeterminat, ion of a Def icLency or for
Refund of Personal Income Tax under LrtIeLe 22
of the Tax Law for the Year 1981.

AFFIDAVIT OF MAILING

State of New York :
s g .  :

County of Albany :

David Parchuck/Janet M. Snayr being duly sworn, deposes and says that
he/she is an employee of the State Tax Cornmission, that he/she is over 18 years
of age, and that on the 15th day of September, 1986, he/she served the withln
not ice of Decislon by cert i f ied mai l  upon Donald J.  & El izabeth FrLeduran the
pet i t ioners in the wLthin proceeding, by enclosing a true copy thereof in a
securely sealed postpaid wrapper addressed as fol lows:

Donald J. & Elizabeth Friedman
c/o L. F. Rothschi ld,  Unterberg, Towbin
55 Water Street
New York, New York 10041

and by depositing same enclosed in a postpaid properly addressed wrapper ln a
post off lce under the excluslve care and custody of the Unlted States Postal
Service withln the State of New York.

That deponent further says that the saLd addressee is the pet l t ioner
hereln and that the address set forth on said wrapper ls the last known address
of  the  pe t i t ioner .

Sworn to before rne this
15 th  day  o f  September ,  1986.

ter oat
pursuant to Tax Law section 174



STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of
o f

David A. & Bonnie

the Pet i t ion

L. Klrschenbaum AFFIDAVIT OF MAILING

for Redeterminat lon of a Def ic iency or for
Refund of Personal Income Tax under ArttcLe 22
of the Tax Law for the Year 1981.

State of New York :
s s .  :

County of Albany :

Davld Parchuck/Janet M. Snayr being duly sworn, deposes and says that
he/she ls an employee of the State Tax Commission, that he/she is over 18 years
of age, and that on the 15th day of September, L986, he/she served the wlthin
not ice of Deci-sion by cert i f led mai l  upon Davld A. & Bonnie L. Kirschenbaum the
pet i t ioners in the wlthin proceeding, bY enclosing a true copy thereof ln a
securely sealed postpaid rdrapper addressed as fol lows:

David A. & Bonnie L. KLrschenbaum
c/o L. F. Rothschi ld,  Unterberg, Towbln
55 Water  S t ree t
New York, NY 10041

and by deposit ing same enclosed in a postpaid properly addressed wrapper in a
post off ice under the exclusive care and custody of the United States Postal-
Service wlthin the State of New York.

That deponent further says that the said addressee is the Pet l t ioner
herein and that the address set forth on sald r,rrapper ls the last known address
of  the  pe t i t ioner .

Sworn to before me this
15 th  day  o f  September ,  1986.

ster  oat
pursuant to Tax Law sectl-on L74



STATE OF NEI^I YORK

STATE TAX COMMISSION

In the Matter of the
o f

Donald J.  & El izabeth

Peti t ion

Frledman AFFIDAVIT OF MAILING

for Redeterminat ion of a Def ic iency or for
Refund of Personal Income Tax under LrtIcLe 22
of the Tax Law for the Year 1981.

State of New York :
s s .  :

County of Albany :

David Parchuck/Janet M. Snayr being duly sworn, deposes and says that
he/she is an employee of the State Tax Commission, that he/she ls over 18 years

of age, and that on the 15th day of Septenber,  1986, he served the withLn
not ice of Decision by cert i f ied mai l  upon Mlchael L.  Schl-er,  the rePresentat ive
of the pet i t ioners in the within proceeding, by enclosing a true copy thereof ln

a securely sealed postpaid wrapper addressed as fol lows:

Michael L.  Schler
Cravath, Swalne & Moore
One Chase Manhattan Plaza
New York, NY 10005

and by deposit ing same enclosed in a postpaid properly addressed wrapper Ln a
post off ice under the exclusive care and custody of the Unlted States Postal
Service withln the State of New York.

That deponent further says that the said addressee ls the representatlve
of the pet i t l -oner herein and that the address set forth on said wraPPer is the
last known address of the representat ive of the pet i t ioner.

Sworn to before me this
15 th  day  o f  September ,  1986.

t o ter  oat

PUrSuant to Tax Law sect lon 174



STATE OF NEW YORK

STATE TAX COMMISSION

In ' the  Mat te r  o f  the  Pet i t ion
o f

David A. & Bonnie L. KLrschenbaum

for Redeterminat lon of a Def ic lency or for
Refund of Personal Income Tax under Atttcle 22
of the Tax Law for the Year 1981.

AFFIDAVIT OF MAILING

State of  New York :
s s .  :

County of Albany :

David Parchuck/Janet M. Snay, being duly sworn, deposes and says that.
he/she is an employee of the State Tax Conmission, that he/she ls over 18 years
of age, and that on the 15th day of September, 1986, he served the within
not ice of Decision by cert i f led mai l  upon Michael L.  Schler,  the representat lve
of the pet i t ioners ln the wlthin proceedlng, by enclosLng a true copy thereof ln
a securely sealed postpaid wrapper addressed as fol lows:

Michael L.  Schler
Cravath, Swaine & Moore
One Chase Manhattan PLaza
New York, NY 10005

and by deposit ing same enclosed ln a postpaid properly addressed wrapper ln a
post off ice under the excl-usive care and custody of the Unlted States Postal
Servlce wlthin the State of New York.

That deponent further says that the said addressee ls the representatlve
of the petltioner herein and that the address set forth on said ltrapper ls the
last known address of the representat lve of the pet l t ioner.

Sworn to before ne thls
15 th  day  o f  September ,  1986.

pursuant to Tax Law sect ion 174



S T A T E  O F  N E W  Y O R K
S T A T E  T A X  C O M M I S S I O N

A L B A N Y ,  N E W  Y O R K  L 2 2 2 7

September  15 ,  1986

Donald J. & Ellzabeth Frlednan
c/o L. F. Rothschl ld,  Unterberg, Towbin
55 Water Street
New York, New York 10041

Dear Mr.  & Mrs.  Fr iedman:

Please take notice of the Declslon of the State Tax Cournisslon enclosed
herewl th.

You have now exhausted your rlght
Pursuant to sect lon(s) 690 of the
adverse declsion by the State Tax
Art ic le 78 ot the Clvl l  Pracr lce
Supreme CourE of the State of New
date of thts not ice.

of revlew at the adml"nlstratlve level .
Tax Law, a proceeding ln court to revl"ew an
Commlsslon may be Lnstltuted only under

Law and Rules, and must, be commeoced ln the
York, Albany County, wlthln 4 months fron the

InquirLes concerning the computation of tax due or refund allowed ln accordance
wlth this declslon nay be addressed to:

NYS Dept. Taxation and Flnance
Audlt Evaluat,ion Bureau
Assessment Revl"ew Unit,
Buildlng /19, State Campus
Albany, New York 12227
Phone / l  (518) 457-2086

Very truly yours,

STATE TAx COMMISSION

Taxing Bureauf s Representative

Petltl"oner t s Representatlve :
Michael L.  Schler
Cravath, Swaine & Moore
One Chase Manhattan PLaza
New York, NY 10005



STATE OF NEW YORK
STATE TAX COMMISSION

ALBANY, NEW \ORK L2227

September  15 ,  1986

David A. & Bonnle L.
c /o  L .F .  Rothsch l ld ,
55 Water Street
New York, NY 10041

Klrschenbaum
Unterberg, TowbLn

Dear Mr. & Mrs. Kirschenbaum:

Please take notice of the Decision of the Stat,e Tax Conmtssion enclosed
herewith.

You have now exhausted your right of revlew at the administrative level.
Pursuant to section(s) 690 of the Tax Law, a proceedtng ln court to revlelt an
adverse decl"sion by the State Tax Co u isslon nay be lnstituted only under
Article 78 of the CLvLl Practice Law and Rules, and must be coomenced Ln the
Supreme Court of the State of New York, Albany County, withln 4 months from the
date of this not lce.

Inquiries concernlng the conputation of tax due or refund allowed in accordance
wlth this declsl"on mav be addressed to:

NYS Dept. Taxation and Flnance
Audlt EvaluatLon Bureau
Assessment Revlew Unlt
Building /19, State Campus
Albany, New York 12227
Phone # (518) 457-2086

Very truly yours,

STATE TAX COMMISSION

cc: Taxing Bureaurs Representat lve

Petl"tloner t s Representatlve:
Michael L.  Schler
Cravath, Swaine & Moore
One Chase Manhattan Plaza
New York, NY 10005



STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Pet l t lon

o f

DONALD J. and ELIZABETH FRIEDMAN

for Redetermlnation of a Deflcl"ency or for
Refund of Personal Income Tax under AttLcLe 22
of the Tax Law for the Year 1981.

DECISION

In the Matter of the PetLt lon

o f

DAVID A. and BONNIE L. KIRSCHENBAUM

for Redeterntnatlon of a Deficlency or for
Refund of Personal Income Tax under Lrttcl,e 22
of the Tax Law for the Year 1981.

Pet l t , loner,  Donald J.  and El lzabeth Fr ledman, c/o L. F. Rothschl ldr

Unterberg, TowbLn, 55 Water Street,  New York, New York 10041, f l1ed a pet l" t lon

for redeterminatlon of a deficLency or for refund of personal lncoue tax under

Ar t l c le  22  o f  the  Tax  Law fo r  the  year  1981 (F i le  No.  58751) .

Pet i t loner,  David A. and Bonnle L. Klrschenbaum, c/o L. F. Rothschl ld '

Unterberg, Towbln, 55 Water Street,  New York, New York 10041, f l1ed a pet l t lon

for redet,ermlnation of a defictency or for refund of personal lncome tax under

ArtLcle 22 of the Tax Law for the years 1981 (Fi le No. 58559).

On July 25, 1985, pett t loners advised the State Tax Cornnl"ssion, Ln wrl t lng'

thac petltloners deslred to waive a fornal hearlng and to submlt the case to

the State Tax Coqnlgsion, wlth all brl-efs and documents to be subnltted by

January 3, 1986. After due consideratton of the ent,lre flle, the State Tax

Conrnisslon renders the followlng deciston.
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ISSUES

I .  Whether pet l t loners'  distr tbut ive share of expenses should be al located

between personal servlce lncome and non-personal service lncome.

II. Whether the Audlt Dlvlslon properly decllned to lncrease each of

petltlonerst personal service Lncome by his distrlbutlve share of the modlflca-

t tons  prov lded fo r  in  Tax  Law sec t lons  6 f2 (b)  (1 ) ,  (3 )  and (4 ) .

I I I .  Whether the Audlt  Dlvls l"on properly reduced each pet l t ioner 's personal

service lncome by his dlstributive share of the nodiflcatlons provided for ln

T a x  L a w  s e c t l - o n s  6 1 2 ( c )  ( 1 ) ,  ( 7 )  a n d  ( 1 0 ) .

IV. Whether the Audlt Division properly deternlned that petLtionersf

dl"strlbutlve share of the partnershlp net short term capltal galnsr tnterest

and divldend Lncome did not constitute personal service income.

FINDINGS OF FACT

Prior to the submlssLon heretn, peticioners and the Audlt Dlviston entered

lnto the followlng stlpulatlon of facts which ls set forth, ln relevent part,

as fol lows:

The Partnershlp

1. In 1981, L. F. Rothschl ld,  Unterberg, Towbin ("Partnership") was a

partnership located at 55 tr{ater Street,  New York, New York f0041. I t  reported

lncome on a calendar year basl.s and used the accrual nethod of accounting.

2. The Partnershlp was and ls a securities broker-dealer engaged in

lnvestment banklng, the tradlng of securltl"es for customers and for tts own

account,  and ntscel laneous other buslness actLvl t ies. In 1981r the Partnershlp

had 60 general  partners'  8 l in l" ted partners, and approximately 1,500 enployees.
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3. 0n i ts 1981 New York State Partnershlp Return, the Partnershlp reported

an ordinary loss (before New York State nodlf icat lons) ot $22,399,4L9.00 computed

as fol lows:

Gross recelpts
Dividends not qualifytng

for  exc lus ion  under  I .R .C.
sect l .on 116

Other lncome not separately
reportable on Schedule K

Total Income

Salarles and wages
Guaranteed paynents to partners
Rent
Interest
Taxes
Bad debts
Depreclat lon
Amortlzatlon
Retlrement plans
Employee beneflt programs
Other deductions

Total  DeductLons

ORDINARY INCOME (LOSS)

$  144 ,  824  ,67  r .00

9 ,929 .00

$  145  , 578 ,033 .  0o

34 ,729 ,987  .00

L67 ,977 ,452.00

($  22 ,399 ,419 .00 )

In addltion, on Federal- Schedule K-1 attached to the Nerrr York State partnershlp

return, the Partnershlp reported the following separately stated lterns of

income and expense, before New York State nodlf lcat ions:

In te res t  qua l l f y ing  fo r  exc lus lon  under  I .R .C.  sec .  116 $  5 ,304,082.00
Dlv ldends  qua l l f y lng  fo r  exc lus l .on  under  I .R .C.  sec .  116 2 ,L62,260.40
Net  shor t - te rm cap l ta l  ga in  27 ,065,691.00
Net long-tern capltal  gal"n 3 ,7 LL,988.00
DeductLon for chart table contr ibut lons 87 ,725.00
Fore ign  taxes  pa ld  157,865.00

4. The Partnershlp also reporced the following New York State oodiflcatl.ons

to lts lncome and deductlons as reported for Federal l"ncome tax purposes:

743 433 .00

$63 ,013 ,101 .00
2 r  , 82L ,536 .00
4  , 056 ,323 .00

35 ,989 ,309 .00
3  ,969 ,  I  20 .  0o

333 ,891  . 00
L ,344 ,744 .00

486 ,244 .00
1  ,  301  ,540 .00

932 ,657  .OO



-4-

Addltlons to Federal Amounts

New York Clty Unlncorporated
Bus lness  Tax  pa ld  $1 ,080,000.00

Interest pald to carry bonds
exempt from New York State
lncome tax  592,986.00

Interest received on nunicipal
bonds not exempt from New
York State lncome tax

TotaL Addit lons

Subtracttons from Federal Amounts

r  , 7  46 ,225  .00

$3 ,419 ,211 .00

.  Interest received on U.S.
government bonds

Interest pald to carry bonds
$  1 ,061 ,705 .00

exempt fron Federal  lncome tax 11030,596.00
Refund of New York State

Unincorporat,ed Business Tax

Total  Subtract lons

NET MODIFICATION

604 ,206  .  oo

2 ,696 ,507  .00

$  t 22 ,704 .00

5. Based on the ltems of incoue set forth Ln paragraph 3 above, uunlcipal

bond Lnterest income not exempt from New York State income tax as set forth ln

paragraph 4 abover €lnd $L24,267.00 of munlcipal  bond interest income exempt

from New York State tax, the Partnershiprs total  gross lncome ln 1981 was

$185,692,546.00  conputed  as  fo l lows:

Gross ordinary l"ncome other than
lnterest and divldends

Gross receipts
Other l"ncome separately
reportable

Dlvidends
Exc ludab le  under  I .R .C.

sec t lon  116
Non-excludable under I .R.C.

$107 ,071 ,453 .001

7  43 ,433 .00  $107 ,814 ,886 .00

$  2 ,  162 ,260  . 00

1 Th ls  cons ls ts  o f  g ross  rece lp ts  o t  $744,824,671.00  repor ted  on  the  New
York  Sta te  Par tnersh ip  Return ,  l ine  1 ,  reduced by  $37,753,218.00  o f
lnterest lncome lncluded therein.



-5-

sect l"on 116
Interest

Exempt from Federal lncome tax
Exc ludab le  under  I .R .C.

sec t ion  116
Non-excludable under I .R.C.

sec t ion  116

short-terrn capltal gal"n
long-term capLtal galn

TOTAL GROSS INCOME (LOSS)

Net
Net

9  ,929 .00

$  1 ,870  ,492 .00

5  , 304 ,082 .00

37  ,753 ,2L8 .00

2  , 17  2 ,  189  . 00

44 ,927  ,792 .0O

27  , 065 ,691 .00
3  , 7 L L , 9 8 8 . 0 0

$L85  ,692 ,546 .O0

6. The Partnershipts gross ordlnary lncome (other than interest

d lv idends)  of  $107,814,886.00 ln  1981 was pr inc lpa l ly  a t t r ibutable to

fol-lowing activltles :

Brokerage Conmlssions --  $t+t.6 nl l l ion (net of  $3.8 nl" I lLon
of floor brokerage expense). The Partnershlp bought and
sol-d securi t l "es as the agent of l ts customers.

Investment Advisory Fees --  $f .5 nl l l ion. The PartnershLp
lon penslon funds on thelr investments.

Block Stock Tradlng --($0.3 nl l l l "on).  When a customer
ff ige block of securi t les, the Partnership
would sell as much as hras practlcable as agent of the
cust,omer and would buy the remalnder for lts own account
for later resale.

SyndLcate and Corporate Flnance Income --  $44.8 nl l l ion.
The Partnershlp received a fee for managing or co-managlng
underwrLtlngs of corporate and municl.pal securities' and
recelved a selllng allowance when it particlpated in an
underwritlng syndicate (elther as a uanager' co-nanager or
part ictpant).  In addlt lon, the Partnershl"p asslsted
corporations and partnerships ln obtainlng financl"ng for
business transact ions.

tr{,arket-MakLng -- $11.5 mlllion. The PartnershLp made a
market in cercaln corporate securltles. Such market-oaking
actlvltles lnvolved the buylng and selll"ng of such securlties
on the over-the-counter market.

Mlscel laneous --  $0.7 nl l l lon.
- .(e.9. '  deferred annuity lncome,
varlous other lncome l.tens.

and

the

Includes other fee l-neome
servlce chargesr €tc.)  and
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7 .  Of  the  Par tnersh ip 's  $2 ,172,189.00  o f  d lv ldend Lncome l "n  1981,

$37,844.00 was recelved on securl t les held by the Partnership ln Lts dealer

accounts and the remainder was recelved on securitles held ln the Partnershlprs

own trading accounts.

8. The Partnershlprs l .nterest lncome of $44,927,792.00 ln 1981 was earned

as fol lows:

Interest income recelved on
retail customer margln accounts

Interest on securi t ies held ln
Partnershlp tradlng accounts

Exempt from Federal income tax
Taxable

Interest on securi t ies held in
Partnershlp dealer accounts

Exempt from Federal income tax
Taxable

TOTAL INTEREST INCOME

As noted ln footnote
gross recelpts on the

$37 ,753 ,2L8 .O02

$ t , 652 ,498 .00
5 ,  180 ,023 .00

124 .059 .00

I above, thl-s amount \f,as reported as a comPooent of
New York State Partnershlp Return, l lne 1.

6  ,832 ,521  .00

2 t7  ,994 .00
342 053 .00

$44 927 792.00

9. The Partnershl"pts capital  gal .ns ln 1981 were derlved almost ent l rely

from the tradlng of securlties for lts own account. A11 such securities

generating capl"tal gain and loss were heLd in the Partnershlpts trading accounts.

Furthermore, with the exception of a small amount of ordinary lncome generated

by option tradlng by the arbltrage department and noted below, tradlog actlvltles

generated only capital gain and loss. Two divl.slons of the Partnershlp, the

fixed-lncome trading area and the arbitrage department, were responslble for

al l  such tradLng act iv l tLes.

(a) The fl"xed-income tradl"ng area, eomposed of the munlcipal bond'

corporat,e bond and Treasury tradlng departmentsr traded fixed lncome securltLes
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(1.e.,  debt lnstruments and preferred stock) tssued by corporattons, the

Federal government, and state and local governments. Fixed-lncorne tradlng

acElv lL ies  genera ted  a  ne t  shor t - te rm cap i ta l  ga ln  o f  $16,600,597.00  in  1981.

(b) The arbl trage department traded corporate securLt les such as

common stock, debt convertible into connon stock, and options on conmon stock'

genera t ing  $10,465,094.00  o f  ne t  shor t - te rm cap l ta l  ga ln  and $3 ,485,989.00  o f

net long-term capltal galn in 1981. Such tradlng $ras the only actlvity of the

arbltrage department.

(c) Mlscellaneous non-tradlng actLvltles of the Partnership generated

$225,999.00  o f  ne t  long- te rm capLta l  ga ln  ln  1981.

10. 0f the PartnershLpfs approxinately 1,500 employees ln 1981, approxl-

mately 50 were t,raders in the fLxed-lncome tradlng area or arbitrage departmentr

approximately 900 were dlrectly involved ln produclng ordinary gross income,

and approxinately 550 were support and servlce personnel not ln direct income-

producJ-ng areas.

11. In 1981, the Partnershlp, pursuant to the Art lc les of Lini ted Partner-

shlp of L.  F. Rothschold, Unterberg, Towbin, ef fect ive as of January 1, 1981

(ttpartnershlp agreement"), made guaranteed paynent,s to lts general and linlted

partners for the use of contributed capital. The average amount of such

capital  tn 1981 was approxinately $50,000,000.00 and the total  amount of such

payments in that year was $8,238,429.A0.

L2. In 1981, the Partnershlp nade guaranteed paynents to l ts partners

total l lng $13,583,I07.00 as compensat lon for servlces rendered by then to the

Partnershlp. The parties to thts stlpulatlon do not agree whether such paynents

constituted the only coupensation patd by the Partnership to l"ts partners in

1 9 8 1 .
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13. In addition to guaranteed paynents for services and capl.tal' each

partner received a dlstr lbut lve share of the Partnershipfs net book prof l t  for

1981. General ly,  partners shared such prof i t  ln the percentages ( ' rbaslc

percentagest') set forth ln the partnershl.p agreement; however, where such

prof l t  was attr lbutable to galns or losses ar is lng fron the dlsposlt lon of

assets acquired by the Partnership pr ior to 1981, the port lon of such galns or

losses attrlbutable to prior years would be shared by the partners ln the

percent,ages set forth ln the partnership agreements for such years. Pursuant

to the partnershlp agreement, each partner was entltled to different basic

percentages of net prof l t  at tr lbutable to arbl trage tradlng and net profLt

attr lbutable to Partnershlp act lv i t ies other than arbl trage; general ly,  partners

worklng ln the arbitrage department were entltled to a greater baslc Percentage

of arbltrage net proflt than partners working ln other areas of the PartnershlP.

DLfferent types of lncome (1.e.,  capLtal  gaLn, ordlnary lncome' tax-exemPt'

etc.)  nere not separated out,  in determlnlng eLther type of net profLt;  lnstead,

only a slngle "bottom line" figure for each type of net proflt was calculated.

14. In 1981, the Partnership lncurred $35,989,309.00 of l "nterest,  expenses

on bank loans and subordinated loans total l lng approxlmately $210'000,000.00.

15(a).  In 1981, the Partnershlp maintaLned lnternal books of account

allocatlng profits and expenses among varlous departments and branches. The

followl"ng income and expense figures have been deternlned from the books of the

arbi trage department for 1981:

Income

Interest on securl"ties held ln
tradlng accounts

Divldends on securLt ies held ln
tradlng accounts

2  , 070 ,  114  . 00

2 ,L47 ,374 .00
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Net short-term capltal galn
Net long-term capitalrgaln
Other ordlnary lncome-

Gross Trading Prof l t

Expenses

Interest charges
Guaranteed paynents to partners

for servtces
Enployees t compensatlon--

arbitrage department
Commlssions paid to non-

arbitrage department partners
and enployees

Other direct expenses (includlng
communlcations, occupancy and
equLpnent expenses, draft
c h a r g e s ,  e t c , )

Indirect expenses (including
al locable share of service
department expensts and
general  overhead) '

Gross Deduct ions

NET PROFIT

L0  ,465 ,094  .00
3 ,485  , 989  .  oo

94,067 .OO

$12 ,173 ,104 .00

313 ,351 .00

I  , 080  ,  169  .00

6B l  , 753  . 00

$ L 8  , 2 6 2 , 6 3 8  . 0 0

1 7 ,  560 ,408 .00

r  , 965  , 205 .00

L  , 346 ,826 .00

$  702 ,230 .00

(b) The l.nterest charges represent the cost of funds enployed by the

arbLtrage department ln maintalnlng positl"ons ln trading securities. Such

amounts were speciflcally charged to the department on the Partnershipfs books

for 1981, and were based on the Partnershiprs cost of  funds (bank loans,

3 Prof l ts from tradlng put and cal l  opt lons.

4 Indlrect expenses equaL 33-I l3Z of direct expenses excludlng interest.
Thls calculation of indirect expenses ls based on data conplled by the
Partnership ln the early l980rs and used for certaln internal purposes;
such data showed that lndirect expenses for both trading and nontradlng
departments generally equalled 1 /3 ot those departmentsr direct expenses
other than lnterest.
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subordtnaced loans, and guaranteed payments for capital) as applled to the

total  da1ly net cost of  securi t ies held ln the departnentts tradlng accounts.

(c) In 1981, the Partnershlp generally borrowed from banks against the

securltl.es held ln lts arbltrage tradl"ng accounts to the maximum extent posslble;

usually the Partnershlp was able to borrow up to 75-957" of each such securityrs

falr  narket value.

(d) The expenses for commissions represents paynents made to non-arbLtrage

euployees and partners l"n connectl"on with speclflc purchases and sales by the

arbitrage department.

16. The following lncome and expense figures attrlbutable to fl"xed-lncorne

trading actl"vities have been deternined from the books of the departments

composing the flxed-l"ncome trading area for 1981:

Income

Interest on securi t ies held ln
t rad ing  accounts  $  4 ,762,407.00

Dlvidends on securi t ies held ln
tradlng accounts 350.00

Net  shor t - te rm cap i ta l  gaLn 16 ,600,597.00

Gross Tradlng Prof i t

Expenses

rn teres t  
"h . tge"s  

$  7 ,098 ,612.00
Guaranteed paynents to partners

fo r  servLces  567,L64.00
Enployees' compensatlon--f lxed-

tncome trading departments 967,223.00
Co u issions paid to non-fl"xed-

income trading partners and
employees  6 ,343,650.00

$21  , 363 ,354 .00

5 Interest charges were determlned Ln a manner analogous to that described
above for the arbltrage departnent.
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Other dlrect expenses ( lncludlng
communieatlons, occupancy and
equipnent expegses, draft
charges ,  e tc .  )

Indlrect expenses (lncluding
allocable share of service
department expensgs and
general  overhead) '

Gross Deducttons

NET PROFIT

r  , 760 ,836  . 00

2L2 ,958  .O0

19  , 950 ,503  . 00

$  1 ,412 ,851 .00

L7. In 1981, as 1n pr ior years, the partnership made " interestman" pa5rments

to cercaln non-partner employees. Such paynent,s were based on a flxed percentage

of the Partnershlpts net book prof l t ,  as determined after excludLng 207. of.

arbLtrage net book proflt and wlthout deductlon for lnterestmao payments. In

calculat l"ng net proft t  for lnterestman purposes, di f ferent types of income'

i .e. ,  capltal  gal .n,  ordl"nary Lncorne, tax-exemptr etc. ,  were not separated out,

but, rather, only a single "bottom llne" flgure was calculat,ed. Deslgned to

compensate an employee for his contr lbut ion to the Partnershlp's prof l tabi l l ty,

lnterestman payments were generally comparable in amount, to non-guaranteed

payments (proflt shares) aLlocated to partners and, ln some cases, were gLven

to enployees who later became partners. Approxinately 30 enployees recelved

such payments in 1981. Of the seven persons who became partners on Januaty L'

1981' two had recelved interestman payments in prlor years.

$1,152,045.00 of thl-s amount const l tutes expenses direct ly charged to
tradlng accounts on the Partnership's books. The renalning $608'791.00
representtng 667 of remal"ning direct, expenses of the nunlcl"pal bond,
corporate bond and Treasury tradlng departments, was allocated to tradlng
actlvitles based on the percentage (667"\ that coupensation and guaranteed
pa)rments pald by those departments to trading enployees and partners
represented of total compensatlon pald by those departments to all
employees.

See footnote 4 above.
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Donald J. Frieduan

18. Donald J. Friednan was a restdent of New York State during the 1981

taxable year,  resldlng at 118 Val ley Vlew Road, Chappaqua, New York 10514. Mr.

Friedman nas a calendar year taxpayer and used the cash method of accounting.

19. Durlng 1981, Mr. Fr ledman was a general  partner of the Partnershlp.

20. In 1981, Mr. Fr l-ednan worked as an arbl . t rage trader for the Partnership.

In that year, two partners, in addition to Mr. Friedmanr arrd twenty-tlto employees

worked ln the departnent. 0f theser oo€ partner and three enployees were

engaged in researchlng and ldenttfylng securttles of slgnlflcanc growth potential'

two partners and fourteen employees rrere engaged ln actual tradlng for the

departmentr and f lve enployees were employed ln cler ical  posl t ions. In 1981'

Mr. Friedman managed the departmentrs dally trading act,lvlties. Typtcal-

trading actlvltles nl"ght lnclude purchasing the shares of the target company l"n

a tender offer, tradtng put and call optlons on corporate stock, or purchaslng

convertible bonds tradl.ng at or below the value of the underlying shares. At

the beginnlng of each buslness day, Mr. Friedman and the two other partners ln

the arbltrage department would determl"ne whlch securitles bore watchlng that

day. Mr. Frledman and hls colleagues mlght learn of such securl.tles ln a

varlety of ways. For exampler they rnlght notice unusually heavy tradtng

actlvl"ty ln the stock of a particular company, or read of an upcoming tender

offer ln a trade journal. Once the most proml.sing opportunities had been

ldentlfied, Mr. Friedman would assume prfinary responslblllty for the dally

monltoring of the relevant securitles and the dlrectl"ng of the departmentts

t,raders. Thus, based on hls review of market condltlons, he nlght instruct the

traders to tncrease the Partnershiprs posltlon l"n the stock of one company or

to l lquldate l ts posl t lon Ln opt ions on another companyrs shares; f requent ly,



- 1 3 -

Mr. Friedmanrs responslblllties would require hin to make on-the-spot declsl"ons.

Furthermore, Mr. Frledrnan would aetually execute nany of the departmentfs

trades, sometl-mes accounting for up to 502 of the volume of arbl.t,rage trades on

a glven day.

2L. In 1981, broker-dealers slnllar Eo the Partnershlp conmonly paid

nonpartner enployees holdlng posltlons conparable to that of Mr. Friedman total

compensation on a par wlth Mr. Frledmanrs total proflt fron the Partnershlp in

1981 of $697 ,264.0A. Such compensat ion would nornal ly l .nclude a prof l t  sharing

component determl"ned on a basls comparable to Mr. Friedmanrs share of Partnershlp

i tems. For example, Mr. Guy P. Wyser-Pratte,  executLve vlce-presldent ln

charge of Bache Halsey Stuart Shlelds Inc. ts arbitrage departuent, recelved

total compensation, lncluding profl"t sharing, commlsslons and dlrectorts fees

of  $1 ,6LL,32 I .O0 fo r  the  f l "sca l  year  end lng  Ju ly  31 ,  1981,  the  las t  fu11 f i sca l

year for which such information ls publlcly avaLlable, as reported on Form 10-K

for the calendar year 1980 f i led with the SEC. Moreoverr around 1981, Mr.

FrLedman hlnself received a number of offers from competltors of the Partnership

offering employment in thelr arbitrage deparuments at an aunual compensation

leve1, lncludlng expected prof l t  sharing, ln excess of $700,000.00.

22. Mr. Fr ledmants basic percentages of Partnershl"p income and loss for

1981, as set forth in the partnershlp agreement,  were 5.362 of net book arbi trage

prof i t  and 1.982 of net book non-arbttrage prof l t .  The fol lowl"ng table set,s

forth Mr. Fr lednanrs dtstr lbut lve share of the Partnershiprs 1981 Lncome and

loss, plus hls guaranteed paynents from the PartnershLp in 1981.

Guaranteed payments:
Guaranteed payment  fo r  serv tces  $116,117.00
Guaranteed payment for the use of capl"tal  202,656.00 $318,773.00
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Partnership
ordlnary l.ncome (Loss)8

Net short-term capl"tal gain
Net long-term capltal gaLn

TOTAL PROFIT (LOSS) FROM PARTNERSHIP

( $748 ,237 .00 )

9L5 ,623 .00
21  1 ,105 .00  378 ,491 .00

$697  ,264 .O0

23. Mr. Frl"ednan tLmely ftled a New York State income tax return for the

year 1981. The return was fLled jolnt ly wlth Mr. Fr ledmanrs wLfe, El izabeth

Friednan. 0n the return, l{r. Frlednan reported hls dl"strlbutlve share of

Partnership incone and loss and his guaranteed paynents from the Partnership,

as set forth ln Paragraph 22 and footnote 8 
"bo.r" .9 

He also reported the

following dlstrl-butl.ve shares of New York State nodlfications, as set forth ln

paragraph 4 above, whlch are reported on the New York State Partnershlp Return:

Mr. Fr ledmants dLstr lbut ive share of Partnership ordinary income or loss,
as  repor ted  on  h is  Federa l  Schedute  K- l ,  was  ($1 ,043,650.00) .  Th ts
represents (a) Partnership ordinary lncome or loss of ($748'237.00),  as
shown ln the table above, ninus (b) $115,245.00 of dlv l"dends and
$L74,896,00 of lnterest tn6iE-qual i fy lng for exclusion, and $37,017.00 of
tnterest lncome exempt frorn Federal lncome tax, all of whlch were tncluded
as a gross lncome component of Partnership ordinary lncome or loss ln the
table above but whlch were elther separately stated on the K-l or exempt
for Eederal  lncome tax purposes, plus (c) $31r745.00 of lEems that were
deducted in computlng Partnershlp ordtnary lncome or loss ln the table
above but that were nondeducttble in computlng ordlnary income or loss on
the  K- l  (1 .e . ,  $20,395.00  o f  tn te res t  pa id  to  car ry  tax  exempt  bonds ;
$427.00 oE-Gsurance premiums patd by the Partnership on behalf of Mr.
Fr l"ednan; $8,643.00 of forelgn taxes paid l t reated as a credit  for FederaL
tncome tax purposesl;  $544.00 of pol l t lcal  contr lbut lons Isame];  and the
$1,736.00  o f  char i tab le  cont r lbu t tons  [separa te ly  s ta ted  on  the  K- f ] ] .

0n the stat,ements attached to the return, Mr. Friedman reported hls total
ordinary lncome or loss from the Partnership, not lncl-udlng separately
s ta ted  l tems,  as  ($727,8L6.00) .  Such reporced loss  was der lved  f rom che
numbers reported on the K-l as follows: Share of Partnershlp ordlnary
tncome or loss of ($1 10431650.00) * total  guaranteed paymencs of
$318,773.00  =  ne t  Par tnersh lp  incone or  loss  o f  ( f i724r877.00) .  Net
Partnershl.p incone or loss -  unrelmbursed buslness expenses of $2,939.00 =

to ta l  income or  loss  f rom Par tnersh ip  o f  ($727,816.00) .
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Addltlons to Federal Amounts

New York Clty Unlncorporated Business Tax
paid

Interesc paid to carry bonds exempt from
New York State lncome tax

Interest received on municlpal bonds not
exempt from New York State lncome tax

$  20 ,542 .O0

1  I , 735 .00

34 , :58 .00

Total Additl-ons

Subcractlons from Federal Anounts

$  66 ,835 .00

Inrerest received on U.S. government bonds $ 21'011.00
Int,erest pald to carry bonds exempt from

Federal lncome tax 20,395.00
Refund of New York State Unincorporated

Buslness Tax L4,220.00

TotaL Subtract l"ons 55 ,626 .00

NET MODIFICATION * ' ' - ' -

24. 0n the personal- lncoue tax return, Mr. Friednan reported personal

service l"ncome for 1981 ln the amount of $280,091.00. Such personal servlce

l"ncome was Ln effecE calculated as follows:

Total  prof i t  (Loss) fron Partnershlp (as
calculated 1n Paragraph 22 above) $697,264.00

Less: Guaranteed paynenf for the use
of capltal  $202,656.00
Net  long- te rn  cap i ta l  ga ln  211,105.00
DivLdends and l"nterest recelved

oc securi-tles that generated
long-cern capltal gaLn or loss
on sale or exchange 473.00

Unrel.mbursed buslness expenses ,_2,1j!19_.09 4L7,L73.00

PERSONAL SERVICE rNCOr"lE -r*art -

25. On the personal lncome tax return, Mr. Fr l-edman subtracted $1'500.00

representLng a contrLbutlon to an lndlvidual retirement account' from personal
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servlce lncome, result lng ln reported personal servlce net income of $278'591.00

f o r  1 9 8 1 .

26. 0n September 19, 1984, the Audtt  Divls ion lssued to Mr. Fr ledman a

Statement of Audlt  Changes chal lenging hls claim of.  $278,591.00 of net personal

service tncome. On the Statement, the Department alleged that Mr. Frlednan had

no net personal servlce income ln 1981. The Audlt Dl"vlsl"on's redeterminatLon

was based on the followl,ng calculation:

Net partnership l .ncome ( loss):
Partnership ordlnary lncome (|6ss)

as reported on Schedule K-l '
Total guaranteed payments from

the Partnershtp

Less :  In te res t  rece lved on  U.S.
government bonds

Interest pald to carry bonds
exempt from Federal income
tax

Refund of New York State
Untncorporated Business Tax

Contrtbutton to lndl-vldual
retirement account

Unrelmbursed business expenses

TOTAL

(  $  1  , 043 ,650 .00 )

318 .773 .00

$  21 ,011 .00

20 ,395 .00

14 ,  220 .00

1  ,500 .  00
2 .939  . 00

($724 ,877  .  oo )

60 ,065  .00

(  $784 ,942 .00 )_

Because the total was negatlve, the Audlt Dlvisl.on concluded that Mr. Friedmanrs

net personal servtce lncome for 1981 hras zero and, consequently, as€terted thac

Mr. Fr l .edman owed $10,230.66 ln addit ional Cax and tnterest.

27. 0n January 9, 1985, the AudLt Divls ion lssued a Not ice of Def lc lenclr

for the reasons set forth ln the Statement of Audit Changes, assertl"ng that' as

10 See footnote 8 above.



a result of the contlnued

Fr iedman owed $10,549.41

Davld A. Klrschenbaum

-L7 -

accrual of  lnterest on the al leged def lc lency, Mr.

in additional tax and interest.

28. Mr. Davld A. Kirschenbaum hras a resident of New York State during the

1981 taxable year,  residlng at L49 Colunbla Helghts, Brooklyn, New York 11201.

Mr. Klrschenbaum was a calendar year taxpayer and used the cash method of

accountlng.

29, Untll Decenber 31, 1980, Mr, Kirschenbaum nas an employee of the

Partnershlp ln the publlc finance departnent. As conpensation for servl"ces

performed in 1980, Mr. Kl .rschenbaum recelved $230,328.00 from the Partnershlp'

$150,202.00  o f  wh ich  was rece lved ln  198011 ar rd  $80,126.00  o f  wh lch  was

recelved ln 1981,12 .U treated as employee wages for tax purposes. Mr.

Kirschenbaumts lnterestman pa)rment was calculated at a rate of 0.3257" of

Partnershl"p net book profit,s, determined as descrlbed ln paragraph 17 above.

30. On January l, 1981, Mr. Kl"rschenbaun was admitted to the Partnershlp

as a general partner, workl.ng ln the publlc finance departnent. His responsl-

bllltles as a partner were the same as hls responsibilities as an employee.

In 1980, Mr. Klrschenbaun also received an interestman payment of
$29,511.00  fo r  serv ices  rendered ln  1979.

Of thts amount,  $62,012.00 represents Mr. Kl .rschenbaumts l .nterestnan
pa)rment for 1980. The remainLng $18,114.00 represents Mr. Klrschenbaum's
share of unreal lzed appreclatLon as of December 31, 1980 on the
Partnershlprs assets; such amount was in part compensation for servl"ces
rendered ln 1980 and ln part, compensation for servlces rendered In prlor
years .

11

L2
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31. The publlc flnance department underwrttes tax exempt bonds lssued by

state and local governments and governmental authorltles. In addltlon to Mr.

KLrschenbaum, one general partner and approxlmately twenty empLoyees worked ln

the department ln 1981. Mr. Kirschenbaum was responslble for obtal.nlng under-

wrLtlng buslness for the departnent, prLmarlly ln the area of tax exempt health

care flnanclng. Typically, Mr. Kirschenbaum would approach a munlclpality or

authorl"ty interest,ed ln flnancing a health care facillty and offer to asslst lt

ln structuring a bond issue to be underwrl"tten by the Partnership. As part of

his efforts, Mr. Kirschenbaurn nlght make an oral or wrltten presentatLon to the

authorl tyts or nuniclpal icyts off ic lals.  I f  successful ,  Mr. Klrschenbaum would

contLnue to work closely \rLth those officials ln plannl.ng and executLng the new

issue. For example, Mr. Kirschenbaum would frequently be involved ln negociating

with banks or insurance companies for guarantees or letters of credlt for the

bonds. He mlght also enter l"nto discusslons wlth the bond rating agencies ln

an effort ,  to obtaln the best possible rat ing for the issue, or help the issuerrs

and the Partnershlp's counsel draft  the offer lng documents for the bonds. Mr.

Ktrschenbaum, however, would not be responslble for the act,ual sellLng of the

lssue; rather, Partnershl"p departments other than the public flnance department,

would arrange for instLtutlonal and retall sales of the bonds.

32. In 1981, nonpartner employees employed by broker-deaLers slmLlar t,o

the Partnershlp tn positlons comparable to that of Mr. Kirschenbaum frequently

recelved total compensation on a par wlth Mr. Klrschenbaum's total proflt fron

the Partnership tn 1981 of $180,680.00. Such compensat ion l -n some cases would

Lnclude a proflt sharlng component comparable to Mr. Klrschenbaumts share of

Partnership ltens.
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33. Mr. Ktrschenbaumrs basic percentages of Partnershlp lncome and loss

for 1981, as set forth ln the partnershLp agreement,  were 0.2742 of net book

arbl" trage prof l t  and 0.3712 of net book non-arbi trage prof lu.  The fol lowlng

table sets forth Mr. Ktrschenbaumts dlstr ibut lve share of the Partnershtp's 1981

lncome and loss, plus hls guaranteed paynents from the Partnershlp ln 1981.

Guaranteed paynents:
Guaranteed payment for servlces
Guaranteed payment for the use of"capital

Partnershl"p ordlnary income (loss) *-

Net short-term capital gain
Net long-term capltal galn

TOTAL PROFIT (LOSS) FROM pARTNERSHTP

$125 ,L27 .00
$133 ,805 .00

34. Mr. Ktrschenbaum tlnely flled a joint New York State lncome tax return

for the year 1981 with his wlfe, Bonnle Klrschenbaum. On the return, Mr.

Kl"rschenbaum reported hl.s compensat,ion as an employee, hls dlstrlbutl"ve share

of Partnershlp lncome and loss and hls guaranteed payments from the Partnershl.p'

Mr. Kirschenbaumts dlstributlve share of Partnershlp ordlnary lncome or
loss ,  as  repor ted  on  h is  Federa l  Schedu le  K-1 ,  nas  ($62,059.00) .  Th is
represents (a) Partnership ordLnary lncome or loss of $38,309.00, as shown
ln  the  tab le  above,  n l "nus  (b )  $5 ,757.00  o f  d lv idends  and $17,46L.00  o f
interest lncome qual l fy ing for exclusionr €rnd $6,940.00 of lnterest lncome
exempt from Federal lncome tax, all of which were lncluded as a grosg
l.ncome component of Partnershtp ordinary lncome or loss ln the table above
but whlch were either separately stated on the K-l or exeupt for Federal
income tax purposes, plus (c) $61408.00 of l terns that were deducted Ln
computlng Partnershl"p ordtnary lncome or loss ln the table above but that
were nondeductlble ln computlng ordlnary lncone (loss) on the K-l (g'
$3 ,824.00  o f  ln te res t  pa ld  to  ca t ry  tax-exempt  bonds ;  $1 ,687.00  o f
lnsurance premlums pald by the Partnershlp on behalf of Mr, Kl"rschenbaun;
$470.00 of forelgn taxes pald [ t reated as a credlt  for Federal  l -ncome tax
purposes l ;  $102.00  o f  po l i t l ca l  con t r lbu t lons  fsane] ;  and $325.00  o f
chari table contr lbut lons Iseparately stated on the K-i ] ) .

$  81 ,548 .00
3 ,636 .00 46 ,875 .  oo

$  1 8 0 , 6 8 0 . 0 0

t3
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as set forth in Flndlngs of Fact 29 and 33 and footnote 13.14 He also reported

the followlng dLstributive shares of New York State nodlfications' as set forth

ln paragraph 4 above:

Addltlons to Federal Amounts

New York Clty Unincorporated Business
Tax pald

Interest pald to carry bonds exempt
froo New York State lncome tax

Interest recelved on munlclpal bonds
not exempt from New York State
lncone tax

Total Addltlons

Subtractlons from Federal Amounts

Interest,  received on U.S. government
bonds

Interest paid to carry bonds exempt
from Federal lncome tax

Refund of New York State Unincor-
porated Bustness Tax

Total Subt,ractl"ons

NET MODIFICATIONS

$5 ,41  1  .  00

2 ,  200 .00

6 ,478 .00

$  3 ,939 .00

3 ,824 .O0

2 ,L7  6  . 00

$  14 ,089  . 00

9 ,939 .00

$  4 ,15o .oo

35. 0n the personal income tax return, Mr. Klrschenbaum reported personal

servlce lncome for 1981 ln the amount of $239,I75.00. Such personal servlce

l .ncome was, in effect,  calcuLated as fol lows:

Compensat lon as employee $ 80,126.00
Total  prof i t  ( loss) from Partnership

(as calculated l"n paragraph 33 above) 180r68!.qq $260'806.00

14 On the statements attached to the return, Mr. Kirschenbaum reported hls
total ordinary income or loss fron the Partnershtp (not lncluding
separately stated Lterns) as $62,453.00. Such reported income was derl"ved
fron the numbers reported on the K-l as follows: Share of Partnershlp
ordlnary lncome or loss of $62,059.00 * total  guaraoteed paynents of
$133 '805.00  =  ne t  Par tnersh ip  income or  loss  o f  $71,746.0O.  Net
Partnershlp lncone or loss - unreimbursed buslness expenses of
$91293.00  =  Tota l  lncome or  loss  f ron  Par tnersh ip  o f  $62,453.00 .
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Less: Guaranteed paynent for the use
of capital

Net long-term capttal gain
Dlvldends and Lnterest receLved

on securitl.es that generated
long-terrn capltal- galn or loss
on sale or exchange

Unrel"mbursed buslness expenses
PERSONAL SERVICE INCOME

Compensatlon as enployee
Net partnershlp lncome ( loss):

Partnership ordinary income ({qss)
as reported on Schedule K-l--

Total guaranteed paynents from
the Partnershlp

Total

Less: Interest received on
government bonds

Interest paid to carry bonds exempt
from Federal lncome tax

Refund of New York State Unincorpor-
aced Busl.ness Tax

Unrel"mbursed buslness expenses

NET PERSONAL SERVICE INCOME

$  8 ,678 .00
3 ,636  . 00

24 .00
9 ,293 .00

36. On the return, Mr. Kl"rschenbaum reported no deductl.ons from personal

servLce lncome, result l .ng l"n reported personal service net income of $239r175.00

f o r  1 9 8 1 .

37. On September 10, 1984, the Audtt Divlsl"on lssued to Mr. Kirschenbaum a

Statement, of Audit Changes challenglng hls clain ot $239,L75.O0 of net personal

servlce lncome. On the Statement, the Audit Dlvislon alleged that Mr. Klrschenbaum

had only $132'640.00 of net personal service income tn 1981. The Audit  Divls lonrs

redetermination was based on the following calculatlon:

($  0z ,os9.0o)

133 ,805  . 00

$  3 ,939 .00

3 ,824 .04

2 , r7  6  . 00
9 ,293 .00

$  80 ,126 .00

L9  , 232 .00

$ 132 ,630.00

l5 See footnote 13 above.
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Based on lts redeternlnatlon of net personal servlce income, the Audit Dlvislon

asserted that Mr. Kirschenbaum owed $2,053.17 ln addltLonal tax and lnterest.

38. On December 14, 1984, the Audlt  Divls ion tssued a Not lce of Def lc l"ency,

on the basls set forth ln the Statement of Audlt Changes, asserting thatr €ls I

result  of  the cont inued accrual of  Lnterest on the al leged def lc lency'  Mr.

Klrschenbaum owed $2,107.30 ln addlt lonal tax and lnterest.

CONCLUSIONS OF LAW

A. That the Tax Law $603-A(c),  as ln effect dur lng the period tn lssuer

def lned "New York personal service net lnconet 'as meanlng ". . .Nelt  York personal

servLce lncome reduced by any deductlons allowable under sectLon sl.xty-two of

the internal revenue code whlch are properly allocable to or chargeable agalnst

such New York personal servtce tncome." (Enphasls supplted.)

B. That, ln vlew of the express language of section 603-A(c) of the Tax

Law, Lt Ls clear that there should have been an alLocation of partnershlp

expenses between partnershlp personal service incone and partnershlp non-personal

servlce lncome. A proper allocatlon of partnership expenses to partnership

personal servlce tncome would be based upon the particuLar taxpayerrs partnershlp

lncome constttuting personal servlce tncome dlvided by the total receipte of

the partnership nultlplled by the expenses tncurred by the partnershlp. Thts

method has the advantage of confornlng the lnterpretatlon of section 603-4(c)

of the Tax Law with practlce under the Internal Revenue Code durl"ng the period

when there rras a maximum tax on personaL service tncome for Federal lncome tax

p u r p o s e s  ( s e e  e . g .  R e v .  R u l . 7 8 - 6 4 ,  1 9 7 8 - 1  C . B .  2 7 L r .  I t  l s  n o t e d  t h a t  f o r  t h e

purposes of this allocatton of expenses, guaranteed payments to Partnere are

not l"ncluded as an expense of the partnershlp slnce doing so would result Ln a

double counttng of the guaranteed paynents.
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C. That Tax Law Sect ion 603-A(c) provides, ln part ,  that:

r t . . . tNew York personal servlce net incomet means New York
personal service income reduced by any deductlons allowable
under section sixty-two of the internal revenue code whlch
are properly aL1ocab1e to or chargeable against such New
York personal service lncome.t t

D. That the unincorporated business tax amounts are not deductions which

are t tproperly al locable or chargeable agalnst * ' t*  personal servlce income"

within the neaning of Tax Law sect ion 503-A(c) (Matter of  t r tol- fe et al  v.  State

Tax Cousr. ,  _ AD2d _ [YIay 22, 1986]).  Accordingly,  the Audlt  DivLsion should

increase each pet i t ionerrs personal service income by hls distr ibut lve share of

the  nod i f i ca t ion  prov ided fo r  ln  Tax  Law sec t ion  612(b) (3 ) .

E. That the Ltems of income set forth in Tax Law sect ions 612(b)(1) and

612(b) (4) are neither derived fron nor connected with personal service income.

Therefore, the Audit  Divis ion properly excluded from each pet i t ionerfs personal

service income the amount of his distributive share of the modifications provided

f o r  i n  T a x  L a w  s e c t i o n s  6 1 2 ( b ) ( 1 )  a n d  6 1 2 ( b ) ( 4 ) .

F. That the i tems in dispute, i .e. ,  the subtract lon modif icat ions set

f o r t h  i n  s e c t i o n s  6 1 2 ( c ) ( 1 ) ,  6 L 2 ( c ) ( 7 )  a n d  6 1 2 ( c ) ( 1 0 )  o f  t h e  T a x  L a w ,  w e r e

included in the calcul-at ion of pet i t lonersr ordinary loss which was reported

for Federal  purposes on the respect ive Federal  schedule K-1. The reported

ordlnary losses rrere, in turn, util ized by the Audit Division to deternine the

amount of each pet i t ionerfs personal service income. Durlng the year 1981,

sect ion 603-A(b) (1) of  the Tax Law def ined "New York personal service lncome",

in part ,  a 's t t . . .  i tems of income lncludible as personal service income for

purposes of section one thousand three hundred forty-eight of the lnternal

revenue code, to the extent such items of income are lncludible in New York

adjusted gross income.. . t t .  Inasmuch as the nodif icat lons set forth in sect lons
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612(c)  (L ) ,  6L2(c )  (7 )  a rd  6L2(c )  ( I0 )  a re  ne i ther  l " t ,ems o f  persona l  serv lce

income nor includlble ln New York adjusted gross tncome, the Audit Divlslon

properly reduced each petltlonerts personal servlce incoue by the auount of

sald nodlf icat ions.

G. That the Audlt Dlvlslon properly det,ermined that petitlonersr dl"stribu-

tlve shares of the partnership net short term capLtal gains, lnteregt and

dlvldend income did not constitute personal servlce income. Durlng the year tn

lssue sect ion 603-A(b) (1) of  the Tax Law provided that New York personal

servlce lncome meant "...ltems of Lncome lncludible as personal gervice lncome

for purposes of sectlon one thousand three hundred forty-elght of the lnternal

revenue code. . . " .  Sec t lon  1348(b) (1 ) (A)  p rov lded,  ln  tu rn ,  tha t  " tpersona l

servlce tncomet means any tncome whlch ls earned lncome wlthln the meanlng of

s e c t i o n  4 0 1  ( c )  ( 2 )  ( C )  o r  s e c t i o n  9 1 1 ( b )  .  .  . " .  S e c t i o n  1 . 1 3 4 8 - 3 ( a )  ( 1 )  ( A )  o f  t h e

Treasury Regulatl"ons, in effect durlng the year tn issue, provlded that "earned

Lncomett meant:

t tWages, salar l .es, professLonal fees, bonuses, amounts
lncludlble ln gross lncome under sectlon 83, commlssions on
sales or on lnsurance premiums, tlps, and other amounts
recetved, actual ly or construct lvelyr os compensatLon for
personal servlces actually rendered regardless of the
medlum or basis of payment."

Paragraph (u) or sect lon 1.1348-3(a)(f)  of  the Treasury Regulat lons went on to

provlde, ln part ,  that "earned lncome" included:

"Gatns (other than galn whlch is treated as capltal galn
under any provision of chapter l) and net earnlngs derlved
frorn the sale or other disposlt lon of,  the transfer of any
lnterest l.n, or the ltcenslng of the use of property (other
than good w111) by an lndivLdual whose personal efforts
created such property.
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The term does not include such lncome as dlvidends (lncludlng
an amount treated as a divldend by reason of sectlon
1373(b)  and $1 .1373-1) r  o ther  d ls t r ibu t lons  o f  corpora te
earnlngs and profits, gambling galns, or galns whlch are
treated as capital  galns under any provlslon of chapter 1."

In vtew of the foregolng, lt l"s clear that lnterest Lncome does not fall within

the purview of earned income as contemplated by Treasury RegulatLon 1.I348-3(a)(1)(A).

Slmllarly' divldend lncome and capLtal galns are expressly excluded from the

def ini t lon of earned Lncome by Treasury Regulat ion 1.1348-3(a)(1)(D).  Accordlngly,

the Audlt Dlvislon properly concl-uded that each petltioner's share of the

partnershlp net short term capltal galns, lnterest and divldend lncome dld not

const l tute personal service income.

I t  t s  no ted  tha t  ne i ther  Rob id ia  v .  CornmissLonet ,29  T .C.M.  407

(1970) ,  a f f rd .  460 F .2d ,  IL72 (9 th  C i r .  L972)  nor  Tobey v .  Cornmtss loner ,  60

T . c . 2 2 7 ( r 9 7 3 ) s u P P o r t s p e t i t 1 o n e r s | p o s i t 1 o n . I n @ '

.W,, the taxpayer dertved income frorn the manlpulatlon of slot nachlnes and

ln Tobey v. Comml"ssloner, supra, the taxpayer was an artl"gt who recetved most

of his income from the sale of hls paintings, on consl"gnment, at galleries. In

each lnstance, it was held that the income ln lssue was ttearned lncomett wlthin

the meaning of sectlon 911 of the Internal Revenue Code slnce the lncome was

derl .ved fron the respeet lve taxpayerst personal ef forts.  In contrast '  pet i t lonersl

distrLbutlve shares of the partnership net short term capltal galn' lnterest

and dlvldend l"ncome were not derived from the personal efforts of the respectlve

petltloners but were obtalned by the partnership from the efforts of those

entlties ln whlch the partnershlp invested.
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H. That the petltions of Donald J. and ELtzabeth Friednan and Davld A.

and Bonnl"e L. Kl.rschenbaum are granted to the extent of ConclusLons of Law "B"

and ttDt' and the Audit Di.vlslon ls dlrected to recompute the notices of deflclency

accordtngly;  as modlf ledr the not lces of def ic lency are sustained.

DATED: Albany, New York STATE TAX COMMISSION

sEP r 51986


