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P, a manager of venture capital funds, |ent
$5 mllion in 2000 to S, a business associ ate who
provi ded | eads on conpanies in which the venture
capital funds mght invest. P and S renegotiated the
|l oan in 2002, and S stopped nmaki ng paynents in 2003.
In settlenent of the debt, S transferred sone
securities to Pin 2003. On P's 2003 incone tax
return, he clainmed a $3, 635,218 deduction for bad debt
under 1.R C. sec. 166(a). R issued a notice of
deficiency for 2003, which disallowed the deduction as
a busi ness bad debt.

Held: P was in the trade or business of managing
venture capital funds. H's bad debt |oss was
proxi mately related to that trade or business, and it
i s deductible under I.R C. sec. 166(a).
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GUSTAFSON, Judge: On March 21, 2008, the Internal Revenue
Service (IRS) issued to petitioners Todd and Carol yn Dagres! a
noti ce of deficiency pursuant to section 6212,2 determning a
deficiency of $981,980 in incone tax for 2003 and an acconpanyi ng
accuracy-rel ated penalty of $196, 369 under section 6662(a).

After M. Dagres’s concession that the $30,000 of interest he
received in 2003 constitutes taxable inconme, the issues for
decision are whether: (1) M. Dagres is entitled to a $3, 635, 218
busi ness bad debt deduction for 2003 pursuant to section 166(a);
and (2) M. Dagres is |liable for the accuracy-related penalty
under section 6662(a).

On the facts proved at trial, we find that M. Dagres was in
the trade or business of managi ng venture capital funds; and we
hol d that he suffered a bad debt [oss in connection with that

busi ness in 2003, and that it was a busi ness bad debt |loss. As a

IMs. Dagres is a party to this case because she filed a
joint Federal incone tax return wth M. Dagres. See
sec. 6013(d)(3).

2Unl ess otherwi se indicated, all citations of sections are
to the Internal Revenue Code of 1986 (26 U.S.C. ), as anended, and
all citations of Rules are to the Tax Court Rules of Practice and
Pr ocedure.
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result, he is entitled to deduct the | oss under section 166(a).
Because the bad debt deduction offsets all of M. Dagres’s
taxabl e income, he is not |iable for the accuracy-rel ated
penal ty.
FI NDI NGS OF FACT
We incorporate by this reference the parties’ stipulation of
facts with attached exhibits. At the time M. and Ms. Dagres
filed their petition, they resided in Massachusetts.

M. Dagres’'s background

M. Dagres holds a master of science degree in econom cs and
a master in business adm nistration degree. Early in his career
he hel d positions in various firnms involved in financing and
i nvesting in devel oping technol ogy conpanies. In 1994 M. Dagres
wor ked as an anal yst for Montgonmery Securities, an investnent
bank based in San Francisco, and he focused on the conputer
net wor ki ng i ndustry.

Meeting M. Schr ader

In 1994 M. Dagres net with WlliamL. Schrader, who in 1989
had co-founded Performance Systens International, Inc. That
conpany provided Internet connectivity to comrercial custoners
and eventually changed its nanme to PSINet, Inc. (PSINet).

Because M. Dagres made a favorable inpression on M. Schrader as
soneone who was bright and know edgeabl e, M. Schrader selected

Mont gonmery Securities to take PSINet public. The initial public
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of fering succeeded, and PSI Net traded on the NASDAQ Exchange
under the synmbol PSIX. M. Dagres served as the | ead investnent
banker for PSINet's initial public offering in 1995 and 1996, and
t hroughout that period M. Dagres and M. Schrader had many
opportunities to discuss technol ogi es, conpanies, and the
devel opment of the Internet.

Joining Battery Ventures

In 1996, after PSINet’s public offering, M. Dagres |eft
Mont gonery Securities to engage in venture capital activities in
Boston with a group of associated entities generally referred to
as Battery Ventures. Wen M. Dagres joined Battery Ventures,
four funds had al ready been established. M. Dagres stayed with
Battery Ventures for 9 years (and at the time of trial in 2009 he
wor ked at Spark Capital, another venture capital firn).

Battery Ventures’' organization®

During the relevant years, Battery Ventures was a group of
entities that consisted of the follow ng three types:

(1) Specific venture capital funds. Each of Battery

Ventures’' venture capital funds*® was organized as a linted

3The followi ng narrative description of Battery Ventures’
organi zati on and operation and M. Dagres’s place and function
therein is depicted in the chart appended to this Qpinion.

“One commentator gives the follow ng general description of
a venture capital fund:

A PE/VC [private equity and venture capital] fund
(continued. . .)
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partnership,® and each was governed by a linmted partnership
agreenent. Inportant in the relevant period were funds naned
Battery Ventures 1V, L.P. (organized in January 1997), Battery
Ventures V, L.P. (organized in March 1999), and Battery
Ventures VI, L.P. (apparently organized in 2000), which we refer
to individually as Fund IV, Fund V, and Fund VI and collectively

as the Venture Fund L.P.s.® Funds IV, V, and VI were fornmed

4(C...continued)

generally raises its capital froma |limted nunber of

sophi sticated investors in a private placenent (including
public and private enpl oyee benefit plans, university
endownent funds, wealthy famlies, bank hol di ng conpani es,
and i nsurance conpanies) and splits the profits achi eved by
the fund between the PE/VC professionals and the capital
provi ders/investors on a pre-negotiated basis (typically
with 20% of the net profits allocated anong the PE/ VC
professionals as a carried interest and the remai ni ng 80% of
the profits all ocated anong the PE/VC professionals and the
capital providers in proportion to the capital supplied).

PE/ VC prof essions generally plan and execute PE/VC
transactions, including start-ups, growth-equity
i nvestnments, |everaged and managenent buyouts, |everaged
recapitalizations, industry consolidations, and troubl ed-
conpany turn-arounds.

Jack S. Levin, Structuring Venture Capital, Private Equity, and
Entrepreneurial Transactions, para. 102 (2009 ed.).

SAlimted partnership is a partnership that has one or nore
limted partners (who are “limted” in the sense that their
liability for partnership debts is limted to their investnent in
the partnership and they do not have managenent authority) in
addition to one or nore general partners (who are liable for the
debts of the partnership and who have managenent authority).

5The facts about Fund VI (and its related limted liability
conpany) are |limted on the record before us (which does not
include the limted partnership agreenent or the limted
(continued. . .)
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during M. Dagres’s tenure at Battery Ventures. Each Venture
Fund L.P. had limted partners (who were its principal investors)
and a single general partner.

(2) Limted liability conpanies (L.L.C.s).” Battery

Ventures’ L.L.C. s served as the general partners of the Venture
Fund L.P.s, responsible for managenent and investnent. |nportant
in the relevant period were Battery Partners IV, L.L.C. (the
general partner of Fund 1V), Battery Partners V, L.L.C. (the
general partner of Fund V), and Battery Partners VI, L.L.C. (the
general partner of Fund VI), which we refer to individually as
Partners IV, Partners V, and Partners VI and collectively as the
General Partner L.L.C.s. The Ceneral Partner L.L.C. s were
governed by limted liability conpany agreenents that provided
for several types of nmenbers (“Menber Managers”, “Speci al
Menmbers”, and “Limted Menbers”) and that set out the nenbers’

entitlement to share in the profits of the L.L.C. The nenbers of

5C...continued)
liability conpany agreenent), but Fund VI appears to be organized
simlarly to Fund 1V and Fund V. The facts about Fund IV and
Fund V are adequate to explain M. Dagres’s involvenent with
Battery Ventures. M. Dagres also evidently owned interests in
Battery Ventures entities wwth the Roman nuneral “111” in their
names, but the record does not show the details of their
operations or his work in connection with these other entities.

Alimted liability conpany (L.L.C.) is an entity created

under State statute. |Its owners are called “nenbers”. An L.L.C
is like a corporation is sone respects (e.g., its owners bear
only limted personal liability for the debts and actions of the

entity) and is like a partnership in other respects (e.g., the
i ncidents of taxation can pass through to the nenbers).
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the General Partner L.L.C.s were Battery Ventures personnel.

M. Dagres was a Menber Manager of Partners IV, V, and VI and was
entitled to a 12- to 14-percent share of their profits.

(3) Mnagenent conpanies. The Battery Ventures managenent

conpani es provided services to assist the operation of the
Venture Fund L.P.s and their General Partner L.L.C.s. Relevant
inthis suit is Battery Managenent Co. (BMC), an S corporation

t hat served as a managenent conpany in relevant years.® Battery
Vent ures personnel, including M. Dagres, were salaried enpl oyees
of BMC. BMC s shares were owned by the Menber Managers of the

General Partner L.L.C s, including M. Dagres.® At the end of

8BMC was initially a C corporation, but it elected
S corporation status for taxable year 2003. The parties
stipul ated that BMC provi ded managenent services to Fund V and
Partners V but stipulated that those services were provided to
Fund IV and Partners IV by a different entity--Battery Capital
Corp. (BCC), a C corporation. However, the role of BCCis
uncl ear on the record before the Court. M. Dagres’s testinony
about managenent services addressed only BMC, and BMC recei ved
managenent fees from and provi ded adm nistrative services to not
only Battery Ventures V and its CGeneral Partner L.L.C. but also
Battery Ventures IV and its General Partner L.L.C. Moreover, BMC
was the only managenent conpany for the Battery Venture Funds in
the year 2000, and during the relevant years BMC was the only
Battery Ventures managenent entity fromwhich M. Dagres reported
i ncome (specifically, income on Form W2, Wage and Tax
Statenent). Consequently, we assune that BMC was the successor
to BCC, and this Opinion wll speak of BMC as the sol e managenent
conpany of the Battery Ventures group. Any inprecision in the
identity of the nmanagenent conpany--whether in the stipulation or
in the other evidence--does not affect the outcone of any issue
in this case.

M. Dagres acquired 70 shares of BMC in 1999, and in
Decenber 2002 he purchased an additional 11 shares. At al
(continued. . .)
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each year, the managenent conpany pai d unspent service fees to
its shareholders, in proportion to their ownership interest in
t he managenent conpany (though the record does not show the fact
or amount of actual paynents in any particul ar year).

M. Dagres contends that, in addition to these specific
entities, “‘Battery Ventures’ * * * |ikely constituted an oral
partnership or partnership by estoppel under state | aw', and that
this partnership was engaged in a venture capital business that
shoul d be attributed to himas a partner. It is true that
M. Dagres held hinself out as a “Ceneral Partner” of “Battery
Ventures”, and literature evidently published by Battery Ventures
entities did the sane. However, in view of our finding that the
General Partner L.L.C. s were engaged in the business of managi ng
venture capital funds, and our holding that this activity is
attributed to M. Dagres as a Menber Manager of those L.L.C s, we
need not and do not resolve the factual and | egal issues pronpted
by this contention of partnership by estoppel.

Servi ces and fees

Under the limted partnership agreenent of each Venture
Fund L.P., its General Partner L.L.C was responsible for

managi ng the fund and making its investnents, in return for a

°C...continued)
relevant tinmes, BMC had 350 shares outstanding; thus, M. Dagres
was a 20-percent sharehol der from 1999 through 2002, and he owned
23.1 percent of BMC as of Decenber 2002 and throughout 2003.
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fee. The General Partner L.L.C. in turn entered into a service
agreenent with BMC, pursuant to which--in return for the General
Partner L.L.C.’s prom se of an equivalent fee to BMC-- M. Dagres
and other Battery Ventures personnel actually perforned the
necessary work of managing and investing for the Venture

Fund L. P.

Under the service agreenent, BMC assuned all the normal
operati ng expenses of the General Partner L.L.C s, including al
routi ne expenses incident to serving the venture capital
activities of the General Partner L.L.C.s. These included the
expenses for investigating investnent opportunities, conpensating
the officers and enpl oyees of BMC, paying the salaries of the
Menber Managers of the General Partner L.L.C.s, and paying the
fees and expenses for adm nistrative, accounting, bookkeeping,
and | egal services, office space, utilities, travel, liability
i nsurance, and other rel ated expenses. BMC provided the
facilities and staff needed to performthe venture capital
busi ness of Battery Ventures, including staff who helped with
identifying and researching potential investnment targets, staff
who hel ped perform due diligence on those prospects, staff who
hel ped to nmanage the investnents (by providi ng managenment
assistance to the target conpani es thensel ves), and ot her support
staff, such as receptionists, secretaries, accounting personnel,

etc.
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Each Venture Fund L.P. paid service fees annually of 2 to
2.5 percent of the partners’ total commtted capital in the fund.
The limted partnership agreenents obligated each Venture
Fund L.P. to pay these service fees to its respective GCeneral
Partner L.L.C , but each CGeneral Partner L.L.C. in turn agreed to
rei mourse BMC for organi zati onal expenses incurred in setting up
the General Partner L.L.C. and the Venture Fund L.P., and agreed
to pay a service fee to BMC equal to the service fee described in
the limted partnership agreenent. Consequently, each Venture
Fund L.P. remtted the service fees directly to BMC, by-passing
the General Partner L.L.C that was imedi ately obligated to
perform the managenent services and entitled to receive the fees.
Those service fees were the revenue source from which BMC paid
salaries to its enpl oyees.

| nvest nent _and return

Each Venture Fund L.P. solicited investors to invest (as
[imted partners) in “devel opnental and energi ng conpani es
primarily in the software, conmunications and information systens
industries primarily in the United States”. The total maxi mum
subscription or aggregate investnent amount for Fund IV was $200
mllion, and the maxi num for Fund V was $400 mllion. The
aggregate investnent anmount is also called the anmount of pl edged
funds or the “commtted capital” of the fund. Each Venture Fund

L.P. had a 10-year life, and each limted partnership agreenent
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provided that the General Partner L.L.C. could not make
additional calls for capital contributions by the limted
partners after the fifth anniversary of the date of the
agreenent . 10

The limted partner investors included insurance conpanies,
pensi on funds, foundations, and high-net-worth individuals. Each
limted partnership agreenent required its General Partner L.L.C
to use its best efforts to conduct the partnership’'s affairs: (1)
in a manner to avoid any classification for Federal incone tax
pur poses that the partnership was engaged in the conduct of a
trade or business, and (2) in a manner to avoid generating any
unrel at ed busi ness taxable incone for any tax-exenpt |limted
partner. The parties therefore agree that the activity of the
Venture Fund L.P.s thensel ves was investnent, and not the conduct
of a trade or business.

The limted partners contributed 99 percent of each fund's
capital. The remaining 1 percent of the funds in the Venture

Fund L. P. cane fromthe General Partner L.L.C. The nenbers of

The Iimted partnership agreenents provided that Fund |V
began on January 22, 1997, and would end Decenber 31, 2007, and
that Fund V began March 31, 1999, and woul d end Decenber 31,
2009. At the end of that tinme, each Venture Fund L.P. was to be
i quidated and its cash and securities distributed. Thus a
capital call could occur for Fund IV as late as January 22, 2002,
and for Fund V as late as March 31, 2004. Consequently, at the
tinme he nade the |loan to Schrader, M. Dagres still had an
interest in finding conpanies in which to invest the funds of
Funds 1V and V and (since it was organi zed even later) Fund VI.
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that General Partner L.L.C. personally contributed the noney to
fund that 1 percent, presunably in proportion to their ownership
interests in the General Partner L.L.C (though the record does
not show t he proportions).

The General Partner L.L.C. was entitled to additional
conpensation for the managenent and investnent services that it
was obliged to provide (with support fromthe managenent
conpany): Each Venture Fund L.P. granted a 20-percent profits
interest to its General Partner L.L.C. This profits interest is
called “carried interest” or “carry”. As is explained above,
this “carry” is an inportant feature of the venture capital
arrangenment. Though the venture capital firm makes only a
relatively nodest 1-percent contribution to the capital of the
fund, it obtains an additional 20-percent interest in the

profits.! It therefore has a very substantial opportunity for

UStrictly speaking, it appears that the General Partner
L.L.C. obtains slightly less than 21 percent (20 percent plus
1 percent) of the profits. After the investors’ capital has been
returned to them 20 percent of the profits is paid to the
General Partner L.L.C. in its capacity as manager of the Venture
Fund L.P., and then the remaining 80 percent of the profits is
distributed to the investors in proportion to their investnent.
Since the General Partner L.L.C invested 1 percent of the
capital, it receives 1 percent of the investors’ share--i.e.,
1-percent of 80 percent of the profits. Thus, the Ceneral
Partner L.L.C. as a 1 percent investor receives 0.8 percent of
the profits. For the sake of sinplicity, we refer in this
Opinion to the 20-percent and 1-percent interests w thout nmaking
this correction.
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gain--and, fromthe point of view of the other investors, it has
a very substantial incentive to maxim ze the fund' s success.

M. Dagres’'s functions at Battery Ventures

In the period 2000 (the year of the |loan at issue) through
2003 (the taxable year at issue), M. Dagres was (1) an enpl oyee
of BMC, (2) an owner of BMC shares, and (3) a Menber Manager of
General Partner L.L.C.s. M. Dagres’s responsibilities included
finding i nvestment opportunities for the funds; researching,
anal yzi ng, and investigating the products, services, and
financials of the conpanies (perform ng due diligence on the
target conpanies); calling capital (i.e., requesting fromlimted
partners that they fund nore of their conmtment to the fund so
that the fund could invest in the target conpany); then working
wi th each conpany (often on its board of directors) to help it
achieve the gromh or acquisition potential that nade it an
attractive investnent prospect; and finally liquidating the
i nvestnments before the termnation date of the Battery Fund at
i ssue. The BMC staff included researchers who would attend trade
conferences and read industry periodicals to identify investnent
opportunities, and M. Dagres al so devel oped and m ned his own
network of contacts (including conputer and networking industry

prof essional s, attorneys, and investnent bankers).
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M. Dagres’s incone fromBattery Ventures

M . Dagres earned incone through Battery Ventures in three
different ways: (1) As an enpl oyee of BMC he received a sal ary,
which he called a draw. This salary totaled nore than
$10 mllion over the five years 1999 to 2003, as is shown on the
chart below. (2) As a stockholder of BMC, he was entitled to
receive his proportionate share of any service fees paid to BMC
by the Venture Fund L.P.s that remained unused at the end of the
year.'? (3) As a Menber Manager of the General Partner L.L.C. s,
he was entitled to (and was paid directly by the Venture Fund
L.P.s) a proportionate share of the carried interest--the
20-percent profits interest that each Venture Fund L.P. paid to
its General Partner L.L.C.¥® 1In the years 1999 to 2003, this
profit interest yielded M. Dagres nore than $43 nillion in
capital gains, as is shown on the chart bel ow, which sunmari zes
M. Dagres’s wages and capital gains as reported on his Federal

i ncome tax returns:

2The record does not disclose the precise nature or anpunt
of any excess service fees that BMC paid to M. Dagres.

3The Venture Fund L.P. also returned to the General Partner
L.L.C its 1l-percent capital contribution (i.e., a return of
principal) along wwth the gain on that investnent, and M. Dagres
received his proportionate share of those funds as well.
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Year Wages & sal ary Capital gain

1999 $917, 248 $2, 640, 198
2000 2,578, 416 40, 579, 415
2001 3, 640, 916 - 3, 000
2002 2,104, 276 161, 568
2003 1,628,012 - 3,000

Tot al 10, 868, 868 43, 375, 181

Thus, in the year 2000--the year in which he nmade the | oan at

i ssue (discussed below) and, on this record, clearly his best
year--M . Dagres earned $2.6 nmillion in his capacity as a BMC
enpl oyee and $40.6 mllion in his capacity as a Menber Manager.
Subjectively, M. Dagres’s greatest interest was in his “carry”
and in his opportunity to maxim ze it by identifying profitable

| eads for the Venture Fund L.P.s. That interest was never
greater than when M. Dagres was flush with success in |late 2000.

PSI Net rel ati onship

Foll ow ng PSINet’s 1996 public stock offering that
M . Dagres had nanaged for his previous enployer, PSINet grew and
prospered, and M. Schrader, as chairman and chi ef executive
officer, prospered with it. By 1999 PSI Net had becone one of the
| argest i ndependent Internet service providers in the United
St at es.

When M. Schrader |earned that M. Dagres had noved from
Mont gonery Securities to Battery Ventures, he got back in touch

with him M. Dagres and M. Schrader were business
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acquai nt ances and not personal friends. Rather, M. Dagres
recogni zed M. Schrader as an early pioneer of the comrerci al
Internet and a shrewd busi nessman who had built a very successful
conpany. M. Dagres found M. Schrader to be an influential and
useful contact, part of M. Dagres’s network of |eaders and
executives in the industry. Because of PSINet’s dom nant role
connecting conpanies to the Internet, its managenent |earned of
prom si ng young Internet and technol ogy conpanies very early in
their devel opnent. Many of these conpani es sought advice and
possi bly investnment from PSINet, and M. Schrader passed sone of
t hese entrepreneurial contacts on to various investnent bankers
and venture capitalists he knew, including M. Dagres. PSI Net
had a venture capital investnent branch called PSINet Ventures
t hrough which it profitably co-invested wwth Battery Ventures in
Akamai Technol ogi es and Predictive Networks, anong ot hers.

PSI Net Ventures al so used various venture capital funds to
vet conpanies that it was considering investing in. PSINet
Ventures primarily focused its investing on PSINet’s custoners
and on conpani es that could supply PSINet with technol ogy.

PSI Net woul d screen the conpanies for conpatibility with PSINet’s
systens, and then PSI Net Ventures would contact outside venture
capitalists to investigate the conpany, doing the thorough “due
diligence” on finances, ownership, funding, and other attributes,

a function that was outside PSINet’'s expertise but that was one
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of the venture capitalist’s core conpetencies. PSINet’s goal was
to co-invest in the conpany, using sonme noney from PSI Net
Ventures and sonme froman outside venture capital fund (such as
Battery Ventures’ funds).

M. Schrader was therefore an inportant source of |eads on
prom si ng conpanies for M. Dagres to consider investigating as
potential investnents for the venture funds for which he worked,
a source of information on prospective investnent targets, and
(through PSINet) a source of help for sone of the conpanies in
which M. Dagres’s venture funds invested. In addition,

M. Schrader and PSINet also invested in Battery Ventures |V
and V.

Mbaki ng the | oan

When the Internet stock bubble burst in 2000, PSINet's stock
was particularly hard hit. Not only was PSINet a major Internet
conpany, but nost of its custoners were also Internet firnms, and
t he conbi nation of pressure on its stock and weakeni ng revenues
fromcustoners with decreasing abilities to pay their bills drove
PSI Net’'s stock from $20 per share in August 2000 to $5 per share
in Cctober 2000 and to |l ess than $3 per share in Novenber 2000.

M. Schrader owned PSI Net stock; but he had pl edged his
stock as collateral for |oans and had invested the | oan proceeds
in various privately held conpanies and in several venture

capital funds. Wth the value of his PSINet stock plumeting and
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t he value of many of the investnents he made with borrowed funds
falling, his bankers began demandi ng additional security or
repaynent. After exhausting his personal funds and the noney he
could obtain fromfamly and friends, M. Schrader asked
M. Dagres to lend him$5 mllion.

Wth an eye toward strengthening his relationship with
M. Schrader and PSI Net, M. Dagres nade the | oan on Novenber 7,
2000. The $5 nmillion | oan was unsecured, evidenced by a demand
note, and included interest at the rate of 8 percent annually (at
a time when the applicable Federal rate was 6.15 percent). It
was understood that, in return for the | oan, whenever
M. Schrader thereafter |earned about any prom sing new
conpanies, M. Dagres would be the first he would tell about any
opportunities. The parties stipulated that M. Dagres--

ultimately decided to nake the | oan to preserve and

strengthen his business relationship wth Schrader in order
to ensure his access to investnent opportunities that

Schrader mght offer in the future. |n other words,

petitioner made the |oan to get the first opportunity at

investing in Schrader’s next ventures, from which he would
profit through a managi ng nmenber interest in an LLC general
partner of alimted partnership [i.e., a Venture Fund

L.P.].

However, PSI Net continued to founder, and by the end of
Novermber 2000, PSINet traded at $1.13 per share. In April 2001
PSI Net fired M. Schrader, and on April 27, 2001, NASDAQ deli sted
PSINet. In 2002 M. Schrader repaid $800,000 to M. Dagres.

M. Schrader’s financial situation worsened, and to avoid
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M. Schrader’s filing for bankruptcy protection, on Decenber 31,
2002, M. Dagres forgave the original loan in exchange for a new
non- demand proni ssory note for $4 mllion, with 1.84-percent
interest (when the short-term applicable Federal rate was 1.84
percent), maturing Decenber 31, 2005, and with required nonthly
paynents of $5, 000.

M. Schrader nade six payments of $5,000 in 2003; but on My
31, 2003, he notified M. Dagres that he would not be able to
make any further nonthly paynents on the note. At M. Dagres’s
request, M. Schrader negotiated with a certified public
accountant who worked at Battery Ventures, John O Connor, and
during the negotiations M. Schrader stated:

[Flor the record | would like him[M. Dagres] to know

that which he already knows. | wll always give him

first opportunity to invest in any and all businesses

where there is even the slightest fit between Battery’'s

focus and ny future.

M. Dagres and M. Schrader executed a settlenent agreenent
on Decenber 31, 2003, pursuant to which M. Dagres accepted
$364,782 in securities from M. Schrader and forgave the

bal ance of the $4 mllion | oan as restructured on Decenber 31,

2002.

14These securities included M. Schrader’s interests in
Fund 1V and Fund V. The IRS did not challenge the val ue pl aced
on the securities M. Dagres received.



Reporting the | osses

Upon the advice of M. O Connor, who worked for BMC (and who
in turn consulted with tax counsel at the law firmof Holland &
Knight and with tax specialists at the accounting firmthat
handl ed M. Dagres’s tax return preparation),?® M. Dagres
cl ai med busi ness bad debt |osses on his Forns 1040, U.S.
| ndi vi dual 1 nconme Tax Return, for 2002 and 2003. In the bl ock
next to his name on page 2 of those returns (as on prior
returns), M. Dagres indicated his “occupation” as “VENTURE
CAPI TALI ST". To the 2002 and 2003 returns M. Dagres attached a
Schedule C, Profit or Loss From Business, that reported a sole
proprietorship for which the principal business or profession in
line A was “Loan and Busi ness Pronotions” and for which the code
entered in |ine B was 523900, which stood for “Qther financial
i nvestnent activities (including investnent advice)”.

The IRS did not examine M. and Ms. Dagres’s 2002 return,
and we therefore do not discuss it further.

Al t hough he had received $30,000 in paynments and $364, 782 in

securities fromM. Schrader in 2003, M. Dagres reported no

5. Dagres contends that his reliance on professiona
advi ce supports a claimof “reasonable cause and good faith”
under 26 CF.R sec. 1.6664-4(b)(1), Income Tax Regs., that would
relieve himof the liability for an accuracy-rel ated penalty
under section 6662 on the business bad debt deduction if the
deducti on were not upheld. Since we uphold his deduction, we do
not reach this issue.
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busi ness income on his Schedule C for 2003.1%® He reported one
expense, | abeled “Bad Debt Loss”, in the amount of $3,635,218--
the difference between the $4 nillion principal anmount of the
| oan as renegotiated in 2002 and the agreed val ue of the $364, 782
in securities he received from M. Schrader in Decenber 2003.

Noti ce of deficiency

The I RS exam ned M. and Ms. Dagres’s 2003 return and
issued a tinely notice of deficiency on March 21, 2008. The
noti ce of deficiency stated:

The deduction of $3, 635,218 shown on your 2003 return
as a business bad debt is disallowed. The debt was a
non- busi ness bad debt because it was a personal |oan
and not created in connection with your trade or
business. In the latter event, the [l oss on the] |oan
is subject to the limtations of Section 1211 of the

I nt ernal Revenue Code. Accordingly, taxable incone is
i ncreased $3, 635, 218.00. [Enphasis added.]

The 2003 notice of deficiency determ ned a tax deficiency of

$981, 980 and an accuracy-rel ated penalty of $196, 396.

¥The parties agree that M. Dagres should have reported the
si x $5,000 paynments he received from M. Schrader in 2003 as
interest incone on his 2003 return. It appears, however, that
interest that M. Dagres accrued on the $4 mllion debt
substantially exceeded $30, 000 and that sonme of the $364, 782 t hat
M. Schrader paid in the formof securities should have been
characterized as interest and not principal. However, the IRS
proposed no such adjustnent, and we accept the parties’ agreenent
t hat the anobunt of unreported interest incone was $30, 000.

"Addi ti onal adjustnents in the notice of deficiency are
conputational, and their resolution will depend upon our
resol ution of the bad debt deduction issue.



Pl eadi ngs and pretrial notion

M. Dagres tinely petitioned for redeterm nation of the
defi ci ency.

In an anended answer filed May 15, 2009, the I RS seeks an
i ncreased deficiency based on M. Dagres’s failing to report the
$30, 000 received in 2003. In the anmended answer, the IRS al so
asserts two alternative positions with respect to disall owance of
t he bad debt | oss deduction determned in the notice of
defi ci ency.

On June 18, 2009, M. Dagres filed a “Motion to Shift the
Burden of Proof to Respondent Under Rule 142(a)”, asserting that
the I RS changed its theory of the case and should bear the burden
of proving whether M. Dagres was engaged in a trade or business
when working as a venture capitalist. At trial we took
M. Dagres’s notion under advisenent; and as we explain belowin
part | of this OQpinion, we will deny the notion as nobot, since in
this case the burden of proof does not affect the outcone.

Utimte findings of fact

M. Dagres was in the trade or business of working as an
enpl oyee of BMC, to which trade or business his wage incone
rel ates. However, he was al so a Menber Manager of the Genera
Partner L.L.C. s, each of which was in the trade or business of
managi ng venture capital funds, not nere investnent. That

venture capital managenent business is attributable to
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M. Dagres. Wen he nade the $5 million loan to M. Schrader in
2000, M. Dagres’s dominant notivation for lending $5 mllion to
M. Schrader was to gain preferential access to conpani es and
deals to which M. Schrader mght refer him so that M. Dagres
could use that information in the venture capital activities that
he undertook as a Menber Manager of the General Partner L.L.C. s.
Hs loan to M. Schrader was proximately related to those venture
capital managenent activities and to his personal intention to
obtain “carried interest” fromthe CGeneral Partner L.L.C. s; and
thus he nmade the loan in connection with his trade or business.
Therefore, we find that he suffered a business bad debt loss in
2003.
OPI NI ON

The I RS contends that M. Dagres’s loan to M. Schrader was
personal and that M. Dagres’s 2003 | oss is a nonbusi ness bad
debt, deductible only as a short-termcapital | oss under section
166(d) (1) and subject to the limtations inposed by section
1211(b). M. Dagres contends that he was in the trade or
busi ness of venture capital (either personally or by inputation
fromentities he participated in), that he properly clained a
busi ness bad debt deduction, and that it is fully deductible
under section 166(a)(1l). The question whether the debt was
busi ness or nonbusiness is principally an issue of fact. See

26 CF.R sec. 1.166-5(b), Incone Tax Regs.
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VWhet her the burden of proof affects this case

A. The general rule

As a general rule, the Comm ssioner’s determ nations are
presunmed correct, and the taxpayer has the burden of establishing
that the determ nations in the notice of deficiency are

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

(1933). Simlarly, the taxpayer bears the burden of proving he
is entitled to any disall owed deductions that woul d reduce his

deficiency. |INDOPCO, Inc. v. Comm ssioner, 503 U S. 79, 84

(1992).'® Wth respect to a taxpayer’s liability for penalties,
section 7491(c) places the burden of production on the
Comm ssi oner.

B. The effect of new matter

However, Rule 142(a) places the burden of proof on the
Comm ssioner “in respect of any new matter”--i.e., “new in the
Comm ssioner’s answer. Section 7522(a) requires the Conm ssioner
to “describe the basis for” any increase in tax due in the notice
of deficiency. “A new theory that is presented to sustain a
deficiency is treated as a new natter when it either alters the
original deficiency or requires the presentation of different

evidence.” Wayne Bolt & Nut Co. v. Conm ssioner, 93 T.C 500,

8Under certain circunstances the burden can shift to
respondent with respect to factual disputes pursuant to section
7491(a). However, M. Dagres does not contend that the burden
has shifted under this section
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507 (1989). However, a “new theory which nerely clarifies or
devel ops the original determnation is not a new matter in
respect of which respondent bears the burden of proof.” 1d.

C. The arquably new matter in this case

The notice of deficiency identified the | oan deduction
di sal | onance as “Schedule C - Bad Debts from Sal es and Services”,
and expl ai ned that “The debt was a non-busi ness bad debt because
it was a personal |oan and not created in connection with your
trade or business.” In its notion for |leave to anmend his answer,
however, the I RS described the anmended answer as asserting two
theories that were alternatives to disallow ng the bad debt
deduction as a nonbusiness bad debt: (i) that the deduction
shoul d be all owed as an unrei nbursed enpl oyee busi ness expense,
or (ii) that the loss should be allowed as an expense under
section 212(1).1%

M. Dagres’s notion to shift the burden of proof to
respondent therefore focuses on the RS s alternative argunents.
He asserts that the IRS inplicitly conceded that he was in a
trade or business by denying the deduction because the | oan “was

not created in connection with your business”, and he argues that

The anmended answer al so asserted an increased deficiency
due to unreported interest incone in 2003. This additional
deficiency is clearly a new matter as to which the IRS woul d have
t he burden of proof. However, M. Dagres has conceded that he
failed to report the $30,000 that M. Schrader paid in 2003 on
his 2003 return, and therefore nothing remains to be proved with
respect to that portion of the deficiency.
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respondent’s counsel’s asserting at trial that he was not in a
trade or business is a new matter requiring himto adduce proof
different fromthat required by the notice of deficiency.

The notice of deficiency did disallow the |loss on the
grounds that the |oan was personal rather than business rel ated,
whereas we have found that the | oan was not personally notivat ed.
This brings into focus M. Dagres’s contention that any other
theory by which the IRS mght justify disall owance nust be “new’
It is true, as M. Dagres points out, that the evidence that
di sproved any personal notivation for the loan to M. Schrader is
conpletely different from evidence that would prove that the | oan
was proximtely related to venture capital activity. However
the IRS counters that, even to challenge the notice of
deficiency, M. Dagres nust show not only that the |oan was not
personal but also that it was proximately related to a trade or
business. That is, the IRS contends, even to rebut the original
noti ce of deficiency, M. Dagres must prove the existence of a
trade or business to which the | oan was rel ated.

D. The non-effect of a burden shift in this case

Resol ving these conpeting contentions in order to assign the
burden of proof on the various sub-issues m ght require Sol ononic
and subtle distinctions--but on this record we can avoi d that
difficulty, since the preponderance of the evidence resol ves

t hese i ssues no matter which party has the burden of proof.
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Plainly M. Dagres was in the trade or busi ness of being an
enpl oyee of BMC, and both parties effectively admt as nuch. The
di sputed issue is whether M. Dagres was also in the trade or
busi ness of managi ng venture capital funds (or whether such a
busi ness of a Battery Ventures entity could be inputed to hin,
but the evidence relevant to the various factual questions
subsidiary to that issue is not in equipoise. Rather, those
gquestions are answered by the evidence in the record,
particularly the limted partnership agreenents of the Venture
Fund L.P.s and the Ilimted liability conpany agreenents of the

General Partner L.L.C.s.2

2The I RS apparently contends that the agreenents are not
enough to prove the actual arrangenents anong the Battery
Ventures entities. The CGeneral Partner L.L.C. s’ tax returns are
not in evidence, and the IRS contends that M. Dagres did not
show that adm ni strative fee incone was actually paid by the
Venture Fund L.P.s to the General Partner L.L.C. s, rather than
being paid straight to BMC. W concl ude, however, that the
arrangenent was the sane no matter which of the entities was the
payee on the Venture Fund L.P.s checks for adm nistrative
services. The record plainly shows that the General Partner
L.L.C s contracted out their managenent service obligations (and
their right to managenent service fees) to BMC. |If the Genera
Partner L.L.C. had received the fees, it would have included them
in incone but then deducted themwhen it paid themout to BMC--a
wash. The I RS does not contend that anyone avoi ded tax on the
fee incone. Nor does the IRS contend that an L.L.C. ceases to be
in a trade or business because it enploys contractors to perform
its business functions. Qur finding that the General Partner
L.L.C. s were engaged in the trade or business of managi ng venture
capital funds is unaffected by any instruction to the Venture
Fund L.P.s to pay the adm nistrative fees directly to BMC,
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1. When bad debt | osses are deductible

A. Busi ness and nonbusi ness bad debts in general

Section 166(a)(1) provides the general rule permtting ful
deduction of worthless debts. M. Dagres invokes that provision.
However, two circunstances may limt that deduction, and the IRS
i nvokes those limts:

First, the IRS points to section 166(d)(1), which provides
t hat “nonbusi ness” debts are deductible only as short-term
capital losses. Section 166(d)(2) defines a “nonbusi ness debt”
by exclusion; i.e., it is “a debt other than--(A) a debt created
or acquired (as the case nmay be) in connection with a trade or
busi ness of the taxpayer, or (B) a debt the loss fromthe
wort hl essness of which is incurred in the taxpayer’'s trade or
business.” Cassifying a taxpayer’s debt as business or
nonbusi ness therefore requires a determ nati on of whether he
incurred the bad debt loss in a trade or business rather than in
sone other activity. Section 1211(b) provides that an individual
t axpayer like M. Dagres may deduct capital |osses only to offset
capital gains (plus no nore than $3,000 on a joint return).

Thus, in general, the capital |oss deduction for nonbusi ness bad
debts is much | ess advant ageous than the ordi nary deduction for
busi ness bad debts. The IRS' s primary contention here is that

M. Dagres’s loan to M. Schrader was a personal |oan that, when
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it becane uncollectible, yielded a nonbusiness bad debt
deducti on.

Second, the IRS observes that if a debt is incurred in the
trade or business of being an enployee, then a | oss arising from
the worthl essness of that debt is deductible as an enpl oyee
busi ness expense--i.e., as a mscellaneous item zed deduction as
defined in sections 63 and 67. As a m scellaneous item zed
deduction, an enpl oyee business bad debt deduction is subject to
the 2-percent floor inposed by section 67 and is not deductible
in conputing alternative m ninumtax under section 56(b)(1). The
RS s alternative contention is that M. Dagres’s loan to
M. Schrader was proximtely related to his status as an enpl oyee
of BMC (rather than to a trade or business of managi ng venture
capital funds), so that it yielded a business bad debt deduction
t hat was subject to those strictures.?

B. | nvest nent _activity as a nonbusi ness

| nvesting one’s noney and nmanagi ng one’s investnents do not

amount to a trade or business. Wipple v. Commi ssioner, 373 U. S.

193, 200, 202 (1963). Investors who invest their own funds in
public conpanies or in privately held conpani es earn investnment

returns; they are investing, not conducting a trade or business,

2lAs an additional alternative, the IRS contends that the
| oss should be all owed as an expense paid or incurred for the
production or collection of income under section 212(1). W need
not reach this argunent because we find that the loss is
deducti bl e as a business bad debt.
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even when they nmake their entire living by investing. “No matter
how extensive his activities may be, an investor is never
considered to be engaged in a trade or business with respect to

his investnment activities.” King v. Conm ssioner, 89 T.C 445,

459 (1987) (citing H ggins v. Conm ssioner, 312 U S. 212, 216,

218 (1941)).

However, an activity that woul d otherw se be a business does
not necessarily lose that status because it includes an
i nvestnment function. Rather, the activity of “pronoting,
organi zi ng, financing, and/or dealing in corporations * * * for a
fee or comm ssion or with the i medi ate purpose of selling the
corporations at a profit in the ordinary course of that business”

is a business, Deely v. Comm ssioner, 73 T.C 1081, 1093 (1980)

(citing Whipple v. Comm ssioner, 373 U.S. at 202-203),

suppl enmented by T.C. Meno. 1981-229, as is “developing * * *
corporations as goi ng businesses for sale to custoners”, Wipple

v. Conmm ssioner, 373 U S. at 203. Bankers, investnment bankers,

financi al planners, and stockbrokers all earn fees and
comm ssions for work that includes investing or facilitating the

investing of their clients’ funds.? Selling one’s investnent

2Cf. InverWrld, Inc. v. Conm ssioner, T.C. Menp. 1996-301
(hol ding that the taxpayer was in a trade or business pursuant to
section 864(b); distinguishing “cases [that] did not address
t axpayers who nanaged the investnents of others”).
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expertise to others is as nmuch a business as selling one’ s |egal
expertise or nedical expertise.

I n cases where business pronotion activities are found to
rise to the level of a trade or business, a common factor for
di stingui shing nmere investnent from conduct of a trade or
busi ness has been conpensation other than the nornmal investor’s
return: “incone received directly for his own services rather
than indirectly through the corporate enterprise”. [1d. That is,
if the taxpayer receives not just a return on his own investnent
but conpensation attributable to his services, then that fact
tends to show that he is in a trade or business. Although fee,
comm ssion, or other non-investor conpensation is a common
elenment, it is not a necessary elenent, provided the facts
support the conclusion that the taxpayer is nore than a passive

i nvestor. Farrar v. Conmi ssioner, T.C Menp. 1988-385; see al so

Deely v. Commi ssioner, 73 T.C. at 1093. Notably, in such

busi ness pronotion cases, the trade-or-business characterization
appl i es even though the taxpayer invests his own funds in, |ends
funds to, or guarantees the debts of the businesses he pronotes.

See Farrar v. Conm Ssioner, supra.
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C. Proxi mate relation of | oan to busi ness

A taxpayer may pursue nore than one trade or business during

a taxabl e year, see Conm ssioner v. Goetzinger, 480 U S 23, 35

(1987); and where he does so, any bad debt |oss that he suffers
w Il be characterized according to the activity that gave rise to
the debt. That is, a bad debt |oss may be deductible if the
taxpayer was in a trade or business and the bad debt |oss was
proximately related to such trade or business (rather than sone

other activity of the taxpayer). United States v. Generes, 405

US 93, 96 (1972). To determ ne whether a particul ar bad debt
loss is proximately related to the taxpayer’s trade or business,
we eval uate the taxpayer’s dom nant notive for nmeking the | oan.
Id. at 104.

The busi ness nexus required for deducting a bad debt under
section 166(a) exists where the domnant notive in incurring the
debt was protecting or enhancing the taxpayer’s trade or
business. In the case of an enpl oyee, where the dom nant purpose
of a loan was protecting or enhancing his enploynent, then the
|l oan will be deductible as an enpl oyee busi ness expense. [d. 1In
contrast, if the taxpayer’s dom nant notive was to protect his
investnment in a corporation--even if it was a corporation by
whi ch he was al so enpl oyed--then the | oss is a nonbusi ness bad
debt. 1d. at 100-101. How a taxpayer would have benefited from

the loan if it had not gone bad can be instructive. Tenn. Sec.,
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Inc. v. Conm ssioner, 674 F.2d 570, 575 (6th Cr. 1982), affg.

T.C. Meno. 1978-434. |f the goal of the |oan was to increase the
val ue of the taxpayer’s stock in the conpany, then the loan is a
nonbusi ness investnent; but if the taxpayer’s dom nant notive was
to increase his salary or conpensation, then the debt is a

busi ness debt related to his enploynment. Were both notives are

found, then we nust consider all the relevant facts, enphasizing

t he objective factors and not giving disproportionate weight to

any single factor. Smth v. Conmm ssioner, T.C Meno. 1994-640.

[11. Whether M. Dagres engaged in venture capital nmanagenent as
a trade or busi ness

A. Managi ng others’ investnents as a trade or business

M. Dagres contends that, for purposes of section 166(d),
the Battery Ventures activity of identifying, devel oping, and
pursui ng i nvestnent opportunities for other investors in return
for conpensation is a trade or business, an amal gam of investnent
banki ng, stock picking, managenent consul ting, and ot her
disciplines. As that activity is showm on the record, we agree
with M. Dagres and hold that the General Partner L.L.C.s are in
the trade or business of managing venture capital funds. The
fact that the subject matter of the activity is (other persons’)
i nvestnents does not dictate that the activity is nere
investnment. Rather, simlar to any bank or brokerage firmthat
i nvests ot her people s noney, the nmanager of venture capital

funds provides a service that is an investnment nechanismfor the
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custonmer but that is a trade or business of the manager. In
exchange for this service, the fund manager receives both service
fees and a profits interest, but neither the contingent nature of
that profits interest nor its treatnent as capital gain makes it
any | ess conpensation for services.
Nei t her the Code, the regul ations, nor the casel aw has

defined “trade or business” for all purposes, see Conm SSioner V.

G oetzinger, 480 U. S. at 27, but the Supreme Court gave

instructive analysis when it considered whet her a taxpayer’s
ganbling activity constituted a “trade or business” for purposes
of the alternative mninumtax. 1d. “W accept the fact that to
be engaged in a trade or business, the taxpayer nust be involved
in the activity with continuity and regularity and that the

t axpayer’s primary purpose for engaging in the activity nust be
for incone or profit.” 1d. at 35. The Supreme Court underscored
the distinction between trade or business on the one hand and
profit-notivated transactions that are disconnected froma trade
or business on the other, reiterated that an exam nation of al
the facts in each case is required, and held that because

M. Goetzinger applied skill in a constant effort to earn a
[ivelihood, his ganbling activity was a trade or business, and
hi s deduction of |losses was not limted by the alternative

mnimmtax. 1d. at 35-36.
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There is no dispute that Battery Ventures personnel worked
continuously and regularly in investing fund noney and grow ng
conpanies, nor is there doubt that their notivation was incone
and profit. Like stockbrokers, financial planners, investnent
bankers, business pronoters, and dealers, M. Dagres and his
col | eagues undert ook a busi ness by which they nmade noney from
ot her persons’ investnents.

The General Partner L.L.C.s were thus different from an
i nvestor (whose nonbusiness activity involves buying and selling
securities for his own account) and were nore |ike a broker
(whose business is to buy and sell securities as inventory for

comm ssions), cf. King v. Comm ssioner, 89 T.C at 457-459

(di stinguishing investors and dealers), or nore |like one who
“pronot[es] corporations for a fee” or “develop[s] * * *
corporations as goi ng businesses for sale to custoners”, Wipple

V. Comm ssioner, 373 U S. at 202-203. The General Partner

L.L.C s did not vend conpani es or corporate stock to custoners as
inventory but nevertheless, like dealers, did earn conpensation
(in their case, fees and a significant profits interest) for the
services they provided in managi ng and directing the investnent
of the venture capital entrusted to the Venture Fund L.P.s. The
Ceneral Partner L.L.C s provided early-stage funding to
conpanies, primarily with noney belonging to others. They

actively participated in the growth and devel opnent of the
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portfolio conpani es and designed and i npl enented exit strategies
for the recovery of the private equity and any profit. Like a
st ockbroker or a financial planner, the General Partner L.L.C's
recei ved conpensation for services they rendered to clients.
Accordingly, we are satisfied that the General Partner L.L.C s’
managenent of the Venture Fund L.P.s has the characteristics of a
trade or business.

However, two features of Battery Ventures’ arrangenents
pronpt the IRS to dispute the business character of the
activity--first, the fact that the General Partner L.L.C 1is
itself a l1l-percent investor in the investnment vehicle (the
Venture Fund L.P.); and second, the fact that part of (and if the
fund perfornms well, nost of) the General Partner L.L.C.'s return
fromthe activity is capital gain rather than ordinary incone.

For the reasons we now explain, these facts do not change the
busi ness character of the venture capital nmanagenent activity.

B. The 1-percent investnent

In the deals that Battery Ventures arranges, the General
Partner L.L.C. is an investor in the Venture Fund L.P. That is,
the General Partner L.L.C. contributes 1 percent of the total
capital, and the other investors invest 99 percent. The IRS
contends that the General Partner L.L.C.'s character in the
activity is governed by this 1-percent investnent. As a factual

matter, however, this contention fails.
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The General Partner L.L.C.’s incentive for its work was not
the 1-percent return it would otherwi se get for its 1-percent

i nvestnment but rather the prom sed 20 percent of the Venture Fund

L.P."s profit. And the Venture Fund’s notive for offering that
20-percent return was not the General Partner L.L.C.'s very
nodest investnment but rather its undertaking to manage the
venture capital fund. The extreme disproportion between the

1- percent investnent and the 20-percent profit interest yields
t he conclusion that the overwhel mngly predom nant activity of
the General Partner L.L.C. --and the activity that characterized
it--was its managenent of the fund.

It cannot be denied that the General Partner L.L.C. has an
i nvestnment (a 1-percent investnent) in the Venture Fund L.P. and
is therefore a (1-percent) investor in the Venture Fund L.P. And
we do not hold that the 1-percent investnment was de mnims
(since it amounted to the hardly negligible suns of as nuch as
$2 million for Fund IV and as nmuch as $4 nmillion for Fund V), or
that it was nonessential to the arrangenent.

But the Venture Fund L.P.’s agreenent to pay 20 percent of
its profit to the General Partner L.L.C is inexplicable--and
woul d be absurd--apart fromthe General Partner L.L.C.°s serving
as a venture capitalist. The 99-percent investors were not
| ooking for a 1-percent co-investor; they were |ooking for

soneone in the business of managi ng venture capital funds, who
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could locate attractive investnent targets, investigate those
conpani es, negotiate investnent terns, help the conpanies to
thrive, design exit strategies, |iquidate the hol dings, and
achieve an attractive return for them and the General
Partner L.L.C. conducted that business.

The CGeneral Partner L.L.C. s’ relatively small activity of
i nvesting had a nonbusi ness character; but the General Partner
L.L.C. s conpensation for its work--i.e., the 20-percent profits
interest--dwarfed the General Partner L.L.C 's expected and
actual return on its 1-percent investnent. The CGeneral Partner
L.L.C s were therefore in the trade or business of managi ng
venture capital funds by virtue of their managenent activities.

C. The capital nature of incone earned

The I RS contends that the nonbusiness character of the
CGeneral Partner L.L.C.’s activity is evident fromthe fact that
it received not ordinary income but capital gain--an investor’s
return. However, while investnent often produces capital gain
i nconme, capital gain incone is not necessarily indicative of
i nvestnment activity rather than business activity. See King v.

Commi ssioner, 89 T.C. at 460 (“we are faced with the unusual

situation of a taxpayer engaged in a trade or business [trading
commodity futures] which produces capital gains and |osses”). It
may be anonmal ous that, with the RS s concurrence, a venture

capitalist may treat its receipt of “carry” as a nontaxable
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event, see Rev. Proc. 93-27, sec. 4.01, 1993-2 C B. 343, 344, and
may then report its eventual incone as capital gain, see Rev.
Proc. 2001-43, sec. 4.01, 2001-2 C B. 191, 192;2 but that
treatnent is not challenged here. Accordingly, even though this
profit interest is conpensation for personal services, it is
deened to remai n passthrough inconme with the sane character in
the hands of the recipient (the General Partner L.L.C) as in the
hands of the partnership (the Venture Fund L.P.)--i.e., primarily
capital gains frominvestnent. See secs. 701, 702; 26 C. F.R
secs. 1.701-1, 1.702-1, Inconme Tax Regs. W do not agree with
the IRS that the character of this inconme proves that the Genera
Partner L.L.C.s were investors and were not in a trade or

busi ness.

The IRS relies upon Syer v. United States, 380 F.2d 1009

(4th Cr. 1967), and simlar cases, which involved taxpayers who
cl aimed they incurred business bad debt | osses in their business

of organi zing and pronoting corporations. The Court of Appeals

2B5ee Staff of Joint Comm on Taxation, Present Law and
Anal ysis Relating to Tax Treatnment of Partnership Carried
Interests and Rel ated |Issues (Part 1), at 3 (J. Conm Print 2007)
(“the carried interest held by the fund nmanager is a profits
interest in the investnment fund partnership. The Internal
Revenue Service takes the position that the receipt of a
partnership profits interest for services generally is not a
taxable event * * * Jand that] incone froma carried interest my
be reported as long-termcapital gain”). Al though Congress has
considered taxing carried interest as ordinary incone, see, e.g.,
Aneri can Jobs and C osing Tax Loophol es Act of 2010, H R 4213,
111t h Cong. secs. 411-413 (2010) (engrossed House anendnent, My
28, 2010), it has yet to do so.
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for the Fourth Grcuit required the taxpayer to prove not only
that his business was to devel op corporations into goi ng concerns
for sale in the ordinary course but also that his participation
i n those conpani es exceeded that of an investor seeking profits
fromthe operations of the businesses. 1d. at 1010. The Court
of Appeals did not answer the question whether the taxpayer was
in the business of pronoting corporations, because it held that,
whet her he was or not, the bad debt at issue was sustained by the
taxpayer in his capacity as an investor and not in connection
with his alleged business. |1d.

The Court of Appeals observed that its outcone--limting the
deduction to capital |oss--was “not inequitable” because “[i]f
t he busi ness had prospered and the taxpayer had sold his stock
for a profit, he would have reported his profit as a capital
gain. A loss should receive the sane treatnent.” 1d. at 1012.
However, while Syer may well be correct that such a disall owance
is “not inequitable”, since it would nmake the inconme and the |oss
symetrical, Syer does not hold that the character of anticipated
gain necessarily dictates the character of |osses. The fact that
the incone and |l oss are not symretrical in this case is the
result of the anomal ous capital treatnent, explained above, that
is allowed to the recipient of a carried interest. W cannot
address this anomaly by giving ordi nary busi ness bad debt | osses

an otherw se unwarranted capital characterization
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This real issue in Syer--whether the taxpayer made a given
| oan as pronoter or as investor--is very pointed where, as in
Syer, the bad debt that the taxpayer woul d deduct arises froma
| oan that he nade to the very business that he clains is not an
investnment but is only a pronotion project. The salient question
is whether that given corporation is not only a pronotion project
but instead is also an investnent; and the |oan, nade to that
very corporation, is itself sone evidence that the corporation is
sinply an investnent. No anal ogous circunstance exists in this
case, where M. Dagres’s |loan was to M. Schrader and not to the
Ceneral Partner L.L.C.s or to the Venture Funds. That | oan by
M. Dagres to M. Schrader is itself no evidence that the Venture
Fund L.P.s are sinply investnents of the General Partner L.L.C s.
Thus Syer says little that is pertinent to this case.

Li kew se, in another case the IRS cites--Deely v.

Comm ssioner, 73 T.C. 1081 (1980), nodified T.C. Meno. 1981-229--

t he taxpayer lent noney not to a third party but to a corporation
that he clainmed was a part of his business of pronoting
corporations. In Deely we reached the question not resol ved by
the Court of Appeals for the Fourth Crcuit in Syer, and we held
that the taxpayer was not in the business of pronoting
corporations. Anong the principal reasons for this hol ding was
that the taxpayer’s all eged business pronotion activity was

(unlike the facts here) not “conducted for a fee or conm ssion”
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Id. at 1093. W did indeed note, as the IRS points out, that “he
al ways reported the proceeds as |long-termcapital gain or |oss”,
id. at 1095; but in that case the long-termcapital nature of his
reported gains was evidence that, contrary to the taxpayer’s
contentions, he was not naking rapid turnaround of his interests
in the corporations but was instead holding onto them as | ong-
terminvestments. Such evidence contradicts a claimthat one is
in the business of dealing in corporations (rather than hol ding
interests in themfor investnent); it would not defeat a claim
that one is in the business of investing other persons’ noney and
t aki ng as conpensation a share of their profits (chiefly capita
gai ns).

As we have pointed out, a General Partner L.L.C was
entitled to a 1-percent investor’s return for its investnment of
1 percent of the capital of the Venture Fund L.P. However, it
was for its managenent of the venture capital activity (not for
its investnent) that the General Partner L.L.C. earned the 20-
percent carry. The investors considered the efforts of the
managers sufficiently val uable to conpensate the General
Partner L.L.C. with 20 percent of the profits fromthe venture,
above and beyond its 1-percent investnent returns. The Ceneral
Partner L.L.C.’s function in enploying capital--99 percent of
whi ch bel onged to other investors--was different in quantum and

in kind fromthat of an investor; and the skills that the Genera



- 43 -
Partner L.L.C. s enployed in finding, vetting, funding, and
hel ping to manage the target conpani es produced the returns that
the Venture Fund L.P.s enjoyed and shared wth the General
Partner L.L.C

Havi ng concl uded that the General Partner L.L.C s’
managenent of the Venture Fund L.P.s was a trade or business, we
now turn to the question whether M. Dagres made his loan to
M. Schrader in connection with that trade or business.

V. Whether M. Daqgres nade his loan in connection with the
busi ness of managi ng the Venture Fund L.P.s

M. Dagres was a Menber Manager of the General Partner
L.L.C.s. The IRS does not dispute that it was as a result of
t hat Menber Manager status that M. Dagres received his share of
the carried interests of those L.L.C s, and does not dispute that
a Menber Manager is deened to carry on the trade or business of

his L.L.C. See Rev. Rul. 98-15, 1998-1 C. B. 718; cf. Hoffnan v.

Comm ssioner, 119 T.C 140, 149 (2002) (“A general partner may be

deened to be conducting the trade or business activity of the
partnership of which she is a nenber”). W have held that the
General Partner L.L.C.s’ activity was not nere investnent but was
the trade or business of managi ng venture capital funds.
Consequently, it follows that M. Dagres was in that trade or
busi ness.

However, as we have noted, M. Dagres was al so an investor

(i.e., of his portion of 1 percent of the Venture Fund L.P.’s
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capital), and if his loan to M. Schrader was proximately rel ated
to his investnent interest, then the resulting bad debt was not a
busi ness bad debt. Mreover, M. Dagres was al so a sal aried
enpl oyee of BMC and was therefore in the trade or business of
being an enployee. If his loan to M. Schrader was proximately
related to his enploynent, rather than to the venture capital
busi ness, then the deduction of the resulting bad debt loss is
severely limted. See supra part Il.A W nust therefore
determ ne to which of these activities--his investnent, his
enpl oynent, or his venture capital managenent--the | oan was
proxi mately rel ated.

In United States v. Generes, 405 U S. at 103, the Suprene

Court indicated that when determ ni ng whether a bad debt has a
proximate relation to a taxpayer’s trade or business and
therefore qualifies as a business bad debt, the question to ask
is whether the “dom nant notivation” for the | oan was business; a
merely “significant notivation” is insufficient to show a

proxi mate relation. |In Generes, the Suprene Court held that the
dom nant notivation for the taxpayer’s |ending noney to his
conpany was not the business notive of protecting his nodest
salary; rather, in addition to protecting his son-in-law s
l'ivelihood, he was notivated to protect his sizable investnent in

the conpany. |d. at 106. Accordingly, non-business notives
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pronpted the | oan, and therefore the | oss was not a business bad
debt .

In this case, however, M. Dagres’s conpensation for his
work as a manager of the Venture Fund L.P.s--i.e., his share of
the 20-percent profits interest and the 2-percent nmanagenent
fee--exceeded by twenty-fold his share of the return on the 1-
percent investnent. Moreover, although his salary from BMC
(1.e., his share of the managenent fees) was significant in
absolute terns (nearly $11 nmillion in five years, of which he
received alnost $2.6 nillion in the year of the loan), his carry
was clearly domnant ($43 mllion of capital gains in those same
five years, of which $40 million was carry received in the year
of the loan). He lent $5 million to M. Schrader to protect and
enhance what he consi dered a val uabl e source of |eads on
prom si ng conpani es in which, as Menber Manager of Gener al
Partner L.L.C s, he could invest the noney of the Venture Fund
L. P.s, hel p nanage those conpani es, and earn substantial inconme
in the formof carry. M. Dagres’s carry significantly exceeded
both his salary and his return on his own investnment. W are
satisfied that venture capital notives and not enploynent or
i nvestnment notives were the primary notivation for his loan. It
is that venture capital business notive that characterizes the

subsequent bad debt | oss.
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It is true that M. Dagres’s Schedule C did not identify his
princi pal business or profession associated with the bad debt
| oss as anything explicitly related to “venture capital”, but
rather as “Loan and Business Pronotions”, along with a code
entered of 523900, neaning “Qther financial investnent activities
(i ncluding investnment advice)”. As we have pointed out, however,
t he casel aw di scusses busi ness pronotion as meani ng “pronoting,
organi zi ng, financing, and/or dealing in corporations * * * for a
fee or comm ssion or with the i medi ate purpose of selling the
corporations at a profit in the ordinary course of that

busi ness”, Deely v. Conmmi ssioner, 73 T.C. at 1093, and that

busi ness overl aps substantially with the business of nmanagi ng
venture capital funds. Mreover, the nam ng of his business on
his return is hardly dispositive of his actual trade or

busi ness.?* Next to his signature on page 2 of his return, he
did identify his “occupation” as “VENTURE CAPI TALI ST”; and the

| RS does not suggest any code other than 523900 that woul d be

2\W¢ consider multiple factors in analyzing whether a
taxpayer is engaged in a trade or business and in identifying
whi ch trade or business he is in; and no specific factor is
conclusive, but all are to be wei ghed--even an inaccurate or
i nconsi stent description on Schedule C. See Scallen v.

Comm ssioner, T.C Meno. 2002-294, slip op. at 25-26; Ruppel v.
Comm ssioner, T.C Menp. 1987-248 (“Reporting an activity on
Schedule Cis indicative of a trade or business. However,
petitioner’s failure to so report his incone froml ending
activities on Schedule Cis not conclusive of the absence of a
trade or business. This is particularly true when as here the
return was prepared by a CPA’).
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appropriate for a business of managi ng venture capital funds.
M. Dagres’s reporting on his return does not estop himfrom
contendi ng that he was engaged in that business.

V. Accuracy-rel ated penalty

Section 6662 inposes a 20-percent penalty on an
“under paynment” of tax that results either from negligence or
disregard of rules and regulations or froma “substanti al
understatenent” of incone tax. See sec. 6662(a) and (b)(1) and
(2). Stated sinply, an “underpaynent” of tax is the anount by
whi ch the tax actually inposed by the Code exceeds the anmount of
tax that the taxpayer reported. Sec. 6664(a).

The I RS i nposed an accuracy-related penalty in the notice of
deficiency because it found an underpaynent attri butable to both
t he bad debt [oss and the $30, 000 of interest incone that
M. Dagres omtted fromhis return. M. Dagres reported zero
t axabl e i ncome, because the bad debt |oss he clai ned exceeded the
anount of all the incone he reported; but when the IRS disall owed
the loss and included the incone, it determ ned an under paynent
that was attributable to a “substantial understatenent”.

However, we have held in M. Dagres’s favor as to the
busi ness bad debt |oss he clainmed. Even though he concedes that
t he $30, 000 of interest income should be included in his inconeg,
the bad debt loss still offsets all his income, and for 2003 he

has no taxable inconme and, consequently, incone tax liability of
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zero--the sane anount he reported on his return. There is
therefore no understatenent of incone tax for purposes of
section 6662(d), and no liability for the accuracy-rel ated
penal ty.

To reflect the foregoing,

An appropriate order and

decision will be entered.
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APPENDI X

Structure and Arrangenent of Battery Ventures
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