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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned the foll ow ng

deficiencies in petitioners’ Federal incone taxes:



Tax Year Ended Defi ci ency
July 31, 1994 $467, 424
July 31, 1995 4,837,121
July 31, 1996 9, 503, 991

After concessions,! the issues for decision are: (1) Wether
Qnest’s increnental cost allocation nethod is a reasonabl e

al l ocation nethod for purposes of sections 263A and 460 for tax
years ended July 31, 1994 (1994), July 31, 1995 (1995), and July
31, 1996 (1996) (collectively, years in issue); and (2) whether
respondent abused his discretion in determning that Qmest’s
increnmental cost allocation nmethod failed to clearly reflect

i ncone under section 446.°2

! Petitioners agree to: (1) Decrease the cost of sales for
costs allocated to conduits sold to Metropolitan Fiber Systens
(MFS) in the MFS Dallas and MFS Los Angel es projects by $915, 870
and $635, 317, respectively, and increase the basis in the
retained conduits installed for petitioners’ own account during
t hese projects by $915, 870 and $635, 317, respectively; and (2)
decrease the cost of sales for costs allocated to conduit sold to
MCI Tel ecommuni cations Corporation (M) in the MCI DIl ard-
Myrtle Creek project by $265,912, and increase the basis in the
retained conduits installed for petitioners’ own account during
this project by $265,912.

The parties agree that adjustnents proposed by respondent in
the notice of deficiency for net operating |oss, additional sec.
263A costs, additional sec. 263A(f) interest, adjustnent to NOL
carryover, and additional charitable deduction are conputational
adj ustnents that are dependent on our decision in this case.

2 Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code, as anended, and all Rule references
are to the Tax Court Rules of Practice and Procedure. Anpunts
are rounded to the nearest doll ar.



FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine the petition
was filed, petitioners were Del aware corporations with their
princi pal place of business in Denver, Col orado.

| . Corporate Structure

Ever green Leasi ng Corporation (Evergreen) was incorporated
on June 10, 1966. Evergreen was primarily in the boxcar |easing
busi ness, but part of its charter indicated that Evergreen woul d
provi de tel ecommuni cations services. On March 20, 1989,
Evergreen’s nanme was changed to Southern Pacific
Tel ecomuni cati ons Corporation (SP Telecon). In April 1995, SP
Tel econi's name was changed to Qunest.?3

Qnvest was fornerly a wholly owned subsidiary of Southern
Paci fic Transportati on Conpany (Southern Pacific). On Septenber
30, 1991, Southern Pacific divested itself of its commopn stock
interest in Qwest. As a result, Qwest becane a 75-percent-owned
subsidiary of Anschutz Conpany. On Novenber 5, 1993, Anschutz
Conpany purchased anot her 15 percent of Qmest. In August 1995,

Anschut z Conpany purchased the remai ning 10 percent of Qnest,

3 For conveni ence purposes, Qnest and its previous business
forms will be referred to as “Qnest”.
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maki ng Qrest a wholly owned subsidiary.

During the years in issue, Phillip F. Anschutz (M.
Anschutz) was the direct, sole owner of Anschutz Conpany.

During the years in issue, Anschutz Conpany was the parent
corporation of an affiliated group of corporations, as defined by
section 1504(a), which included Qmest. Anschutz Conpany and its
affiliated subsidiaries wll hereinafter be referred to as
petitioners.

M. Anschutz noved Qmest’s headquarters from San Franci sco
to Denver in 1994 in order to have the conpany near his office
for nonitoring and control purposes. During the years in issue,
M. Anschutz was in alnost daily contact with Qrest executives.
M. Anschutz had final approval on any decision by Qmest that
i nvol ved i nvest ment.

1. Evol uti on of Omest’s Tel ecommuni cati ons Busi ness

VWhile its charter indicated that it would provide
t el ecomruni cations services, Qwest’s initial involvenent in the
t el ecommuni cati ons business was not until 1987, when it acted as
a |iaison between Southern Pacific and MClI Tel econmuni cati ons
Corporation (MZl). Qwest’s business operations further evol ved
t hrough the years as it began constructing fiberoptic conduit
systens. Qmest first worked as a general contractor and hired
subcontractors to do the magjority of the work. By the end of the

years in issue, Qwest performed nost of the construction onits



own.

A. Devel opnent of Conduit-Encased Fi beroptic Cable

Prior to the |ate 1980s, |ong-distance carriers often buried
cable directly in the ground. 1In the late 1980s, the idea of
encasing fiberoptic cable* in flexible conduit was devel oped.

The conduit provides the cable greater protection from being cut,
is nore readily accessi ble for nmaintenance purposes, and, once
buried, allows the installation of fiberoptic cable at a | ater
date by pulling the cable through the buried conduit. Fiberoptic
cables, or fibers, are pulled through buried conduit by way of
hand hol es, which are installed at appropriate intervals al ong

t he conduit route.

B. Use of Southern Pacific's R ghts-of-Way to | nstal
Condui t

As fiberoptic cable becane the preferred nmediumfor the
| ong-di stance transm ssion of data, Southern Pacific devel oped
the idea of using its railroad rights-of-way to lay fiberoptic
cable for long-distance data carriers. The use of Southern
Pacific’ s railroad rights-of-way was advant ageous because: (1)

The easenents al ready existed and thus negotiations with private

4 Optical fibers, each approximately the wi dth of a hunman
hair, are wound into cables, usually in nultiples of 6 or 12.
Each fiber can be individually connected to specialized optical
equi pnent that nmakes possible the transm ssion of | aser-generated
light signals over the fibers. Dark fibers are optical fibers
that are not yet connected to the optical equipnment. Lit fibers
are optical fibers that have been connected to the optical
equi pnrent and can transmt |ight signals.
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owners and governnent agencies for such rights were not

necessary; (2) specialized equipnment could ride the rails and be
used to performthe installation efficiently and econom cal lvy;

(3) railroad rights-of-way are often the nost direct routes

bet ween | ocations; and (4) railroad rights-of-way are nore secure
t han other rights-of-way, such as those for hi ghways, tel ephone
pol es, or overhead power transm ssion |ines.

C. Omest as a Liaison

In 1987, Qmest first participated in a conduit project,
acting as a liaison between Southern Pacific and M. Quest
obt ai ned an easenent for MCl for the right to install conduit and
fiber on a Southern Pacific right-of-way from Houston to Los
Angeles. Ml performed its own construction on this route. In
exchange for the easement, MCl paid approximately $13 million in
cash and provided capacity in the formof 36 DS-3s al ong the
route.®

D. Omvest’'s First Conduit Installation Project

1. Conduit Installation Process

Once Qnest began installing conduit and pulling fiber, as
di scussed infra, Qwmest used Southern Pacific' s railway and
equi pnent in the construction process. Quwest used a specialized

rail plowto install the conduit along the railroad rights-of-

> Each DS-3 line represents capacity to transmt 672 | ong-
di stance calls sinmultaneously.
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way. The rail plow functioned as part of a plow train, which
consi sted of |oconotives, rail plow cars, and several supply
cars. The supply cars carried the conduit and other construction
materials needed for the installation and continuously fed these
supplies to the rail plows.

As the | oconotives pulled the plowtrain forward, the rai
pl ow dug a trench and simultaneously | owered and buried the
conduit. The rail plow could install nmultiple conduits at the
sanme time. The rail plowinstalled the conduits at a depth of
approximately 42 to 56 inches and at a distance of 8 feet from
the nearest rail. The rail plow also buried a warning tape
approximately 1 foot fromthe surface and backfilled the Iand to
its original contour. The plowtrain could install conduits up
to 4 mles a day, depending on the availability of track tine and
the severity of the terrain.

In situations where a rail plow could not be used, Qnest
used a tractor plow, backhoe, or other simlar machinery. |If the
conduit needed to be laid across a bridge or through a tunnel,
the conduit was typically placed in a gal vani zed steel pipe and
attached to the side of the bridge or along the tunnel floor or
wall. |If the conduit needed to be run under a river or other
obstruction, regular or directional boring techniques were used

to bore small tunnels through which the conduit could be fed.
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After the conduit was buried along a railroad track or other
right-of-way, or attached to a bridge or tunnel, Qmest could
pul | fiber through the conduit using hand hol es.

2. The Coast Route Project

I n Decenber 1988, Qnest began its first conduit installation
project along the Coast Route, a route running from Los Angel es
to San Francisco. Qmest acted primarily as a general contractor
and subcontracted out nost of the construction work to third
parties. The Coast Route project was performed for several |ong-
di stance carriers, including AT&T, Sprint, WIlTel, and M. Al
of the Coast Route custonmers did not purchase conduit along the
entire route, and each custoner’s fiberoptic cable was pulled
only through the portions of the conduit purchased by that
custonmer. However, Qwest laid multiple conduits along the entire
route for its owmn potential future use or sale. Up to this
point, installations of multiple conduits had not been done in
t he tel econmuni cations industry.

As a result of the project, Qwmest obtained several
unconnected segnents of enpty conduit al ong the Coast Route.

From the | ong-di stance carriers, Qwmest received cash conpensation
and capacity in the formof 18 DS-3s along MCl's fiberoptic
cable. Qnest offered the DS-3 capacity as a whol esal e

opportunity to | ong-di stance carriers.
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E. O her Projects Before the Years in |Issue

On March 14, 1991, Qwest purchased an installed conduit
system from MCl involving the Union Pacific right-of-way from
Wells, Nevada, to Salt Lake City, U ah.

On Septenber 30, 1991, Qmest entered into an easenent
agreenent with Southern Pacific. The agreenent gave Qunest a
nonexcl usi ve easenent al ong Southern Pacific’'s rights-of-way for
the construction and operation of fiberoptic conduit systens.
Qnest al so entered into additional easenment agreenents with other
rail roads and parties both before and during the years in issue.

[11. Ovest’'s Operations During the Years in | ssue

A. Omest’' s Five-Year Pl ans

During the years in issue, docunents titled “five-year
pl ans” were authored within Qvwest. The five-year plan for 1995
t hrough 1999 (the 1995 five-year plan) stated “The primry
busi ness focus of [Qnvest] is to create a nati onw de, owned,
facility based network and utilize it to carry profitable,
revenue traffic.” The 1995 five-year plan also stated that Quest
woul d build 6,617 mles of fiberoptic conduit for its own use and
15,502 mles for sale to third-party custoners. The 1995 five-
year plan estimated that, if the conduit were sold at an average
of $30, 000 per conduit mle, $465 mllion of revenue woul d be

generated. The $30,000 figure was arrived at by | ooking at prior
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sal es, and the value could be realized only if the conduit was
actual ly sol d.

Qrest hired Coopers & Lybrand LLP (CLC), a professional
consulting firm to reviewits 1995 five-year plan. CLC
determ ned: (1) The demand for |ong-distance conduit builds had
slowed; (2) the country did not need another nationw de
fiberoptic network; (3) the creation of another network could not
be justified in terns of capacity or cost; (4) Qwmest would be at
a cost disadvantage to existing nationwi de carriers, such as M
AT&T, and Sprint; (5) Qmest’s installation of additional conduit
woul d be “very risky”; and (6) Qwmest’s revenue projections “nmay
be optimstic”.

Qnest’s Board of Directors mnutes for the period January
22, 1994, through Decenber 23, 1996, do not contain any
resol utions approving any of the five-year plans.

B. Construction Projects

During the years in issue, Qwmest engaged in 21 construction
projects, 19 of which were for third-party custoners.® During
the years in issue, Qwest perforned the majority of the
construction, only subcontracting out small portions of the work.
In four construction projects, Qwest installed conduit or pulled

fiber for third-party custonmers wthout retaining assets for

6 The Cal Fiber and Dall as- Houston projects were not done
for third-party custoners.
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itself (third-party-only projects).” In 12 projects, Quest
installed conduit for third-party custonmers while sinultaneously
installing conduit along the sanme route for its own potenti al
future use or sale (conduit installation projects). In the
remai ning three projects, Qwest pulled fiber using conduit
previously laid and retained by Qwest and granted third-party
custoners indefeasible rights of use (IRUs) in a certain nunber
of fibers (IRU projects).

1. Conduit Installation Projects

In the conduit installation projects, Qwest generally
foll owed the same procedure: (1) Qwmest contracted with a third-
party custonmer for installation of conduit over a certain route;
(2) conduit was installed along Southern Pacific’'s or other
railroad conpanies’ rights-of-way; (3) Qwest received cash
conpensation or DS-3 capacity for installing the conduit; and (4)
Qnest sinmultaneously installed and retained additional conduits
for its owmn potential future use or sale. Qwnest and the custoner
negoti ated and agreed to a fixed price, with adjustnents possible
under specific circunstances, for Qwest to install conduit over a
particular route. During the years in issue, Qwest charged its

cust oners approxi mately $30,000 to $40,000 per conduit mle.

" The third-party-only projects include: (1) UsSwdifton-
Rifle; (2) PACBell; (3) USW Ronero-Santa Fe; and (4) M-S Denver
| RU. These projects are not directly in issue and will not be
di scussed in detail.
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The custonmer purchased fiberoptic cable separately, and Qnest or
the custoner pulled the fiber through the conduit. The entire
conduit and fiber becane the property of the custoner once the
contract was conpl et ed.

In addition to installing conduit for its customers, Quest
install ed additional conduits for its own potential future use or
sale. The rail plow allowed Qrvest to install nultiple conduits
at the sane tine and at a relatively nodest additional cost.
CGenerally, the only additional costs of adding the retained
conduits were the cost of the material, including the conduit and
hand hol es, and the cost of handling that material. These costs
were nostly covered by profits fromthe third-party custoner
contracts.

At the tinme of installation, Qwest did not have custoners
lined up to purchase the retained conduit. Wth rare exception,
Qnest al ways kept at |east one conduit for itself in connection
with all of its conduit projects.

Petitioners have conceded the adjustnents to the MFS Los
Angeles, MFS Dallas, and MCI Dillard-Myrtle Creek projects. See
supra note 1. The nine conduit installation projects still in
i ssue, in chronological order, are: (1) MJ San Jose to Reno, and
Reno to Wells; (2) MCI Salt Lake City to Denver; (3) Viacom San
Franci sco Bay; (4) MCl Denver to El Paso; (5) MI Kansas City to

St. Louis; (6) US West Phoenix to Mesa; (7) MClnetro Dallas; (8)
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US West Grants to Gallup; and (9) MFS Anaheim The third-party
custoner contracts for these nine conduit installation projects
constitute long-termcontracts as defined by section 460(f).

2. | RU Projects

By Novenber 1995, Qaest was in negotiations with WrldCom
Net work Services, Inc. (WrldConm), for rights to use alimted
nunber of fibers in fiberoptic cable installed along particul ar
routes. On February 26, 1996, Qwnest granted WrldComan IRU in
24 dark fibers over three routes: (1) WrldCom Dal | as- Houst on;
(2) Worl dCom Denver-El Paso; and (3) WrldCom Santa C ara- SLC.
Pursuant to the I RU agreenent, Qmest pulled fiber for the three
| RU projects, as described above.

In addition to pulling fiber for WrldCom Qwest also pulled
fiber for its own potential future use or sale. Instead of
pul ling 24-fiber fiberoptic cables, Qwmest pulled cables with a
| arger nunber of fibers. Wiile WrldComhad an IRUin 24 of the
fibers, Qrest retained control over the remaining fibers in the
sane cabl e.

The I RU agreenent constitutes a |long-term contract as
defined by section 460(f). For tax purposes, Qaest’s granting of
the IRUs to WrldComwas treated as a sale of those fibers. The

total contract price for the | RU agreenent was $65, 196, 466.
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3. Projects Wth No Third-Party Custoner?

In two instances, Qmnest installed conduit and pulled fiber
for itself w thout having a custonmer contract in place.

In the Cal Fiber project, Qaest |inked unconnected segnents
of enpty conduit. The unconnected segnents of conduit were
previously installed and retained by Qnest as part of the Coast
Rout e project.

Qnest conpleted the Cal Fiber project in March 1995 by
laying 153 mles of new conduit, pulling fiber through the
conduit, and lighting the fiber. The Cal Fiber project gave
Qnest a conpleted fiberoptic systemfrom Roseville, California,
to Los Angeles, California. Qwest’s total construction cost for
the Cal Fiber project was $32,496,284. Northern Tel ecom Fi nance
Cor poration provided financing for the majority of the Cal Fiber
project costs, with the bal ance funded by internal financing.

In the Dall as-Houston project, Qwest installed conduit,
pulled fiber, and lit the fiber for its owm account. Qamest began
construction of the Dall as-Houston project in February 1995 and
conpleted it in May 1997. At the tine Qwest began the Dall as-
Houston project, Qaest anticipated that Wrl dCom Networ k
Services, Inc., d.b.a. WITel (WITel), would purchase the

conduit, which it in fact did. The Dall as-Houston project

8 Cost allocations relating to projects without third-party
custoners are not in issue.
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resulted in approximately 270 conduit mles and a total
construction cost of $25, 249, 137.

C. Tel econmmuni cati on Servi ces

During the years in issue, Qwmest also provided
t el ecommuni cati on services, which included: (1) Selling of
transm ssion capacity in bulk, including both dedicated |ine and
swi tched services, to interexchange carriers and conpetitive
access providers; and (2) providing |ong-distance services to a
custonmer base of end users in the business, education, and
governnment sectors, also known as commercial services.

Qnest provided its tel econmunication services primarily using
capacity it received: Fromleases with other |ong-distance
carriers; fromcertain of its custoners’ fiberoptic cables; from
the digital mcrowave transm ssion network acquired through its
purchase of Qmest Transm ssion, Inc. (Qrmest Transm ssion), in
January 1995; and fromthe fiberoptic systens it owned al ong the
Dal | as- Houst on and Cal Fi ber routes.

Quest initially started to market its switched services and
comercial services by hiring a sales force in 1994 and 1995.
The focus was on cities such as Los Angel es, Phoeni x, San
Franci sco, Denver, and Salt Lake City. By 1996, Qmest cut back
on the sales activities because maintaining the sales staff and
of fices and | easing transm ssion capacity from ot her |ong-

di stance carriers becane too expensive.



D. O her Transacti ons

1. Advanti s

On Septenber 10, 1993, Qnest entered into an asset and stock
purchase agreenment with Advantis, a comruni cati ons network joint
venture of |IBM and Sears Roebuck Conpany (Sears), carrying Sears
and | BM voice and data traffic worldw de. Pursuant to this
agreenent, on Novenber 5, 1993, Qmest sold Advantis substantially
all of its then-owned capacity rights in the fiberoptic cables
owned by MCI along with certain realty and rel ated equi pnent. In
exchange, Qwest received $185 nmillion and the right to use the
capacity sold to Advantis, if not needed by Advantis, free of
charge in order to provide service to Quvest’s dedicated |ine
custoners for the 12-nonth period follow ng the date of the sale
to Advantis. Quest also agreed to lay conduit and pull fiber
bet ween Los Angel es and Sacranmento and provide Advantis with a
certain portion of this capacity.

2. Omest Transni ssi on

Qrest Conmmuni cations, Inc. and Subsidiaries (Qnest
Communi cations) were in the tel ecommuni cations business as a
carrier’s carrier, providing digital private |line service to the
| ong-di stance industry since 1981. On April 6, 1995, Quest

Comuni cati ons changed its nane to Qeest Transm ssion.®

® To avoid confusion, Qwmest Comrunications is hereinafter
referred to as Qmest Transmi ssi on.
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On January 31, 1995, Qwest purchased all of the outstanding
stock of Qwest Transm ssion for $18,770,000. Qwest Transm ssion
had an existing digital m crowave radi o network serving an
approximately 3,500 mle route, ranging fromthe Texas- Mexico
border to Cincinnati, then branching off to Chicago and
Phi | adel phia.® At the sane tinme as the Qawest Transni ssion
acquisition, Qnest also acquired Qwest Properties, Inc., a |lessor
of a tel econmunications switching facility! in Dallas, Texas.

Qrest Transm ssion’s avail able capacity all owed Qnest to
transfer existing revenue traffic to the Qrvest Transm ssion
network, reducing its current |eased facility expense.

3. Fi ber Systens, |nc.

In January 1995, Qwest purchased certain assets from Fi ber
Systens, Inc. for $1, 750,000, which were placed into an Anschutz
Conpany subsidiary, FSI Acquisition Corporation.

4. Fi ve Star Tel ecom |Inc.

In March 1996, Qnest’s Board of Directors agreed to enter

into leases with Five Star Telecom Inc., for three switches in

10 M crowave systens, the devel opnent of which predated the
devel opnment of fiberoptic technol ogy, offer a neans of
transmtting | ower volunme and narrower bandw dths of voice, data,
and video signals. Mcrowave systens use radio frequencies to
transmt data between transm ssion towers.

1 Aswitch is a device that selects the paths or circuits
to be used for transnmi ssion of information and establi shes a
connecti on.
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New York, Florida, and Indiana.
5. W Tel
On July 1, 1996, WI Tel and Qnest entered into an asset
purchase agreenent, in which Qwest sold its right, title, and
interest in certain tel ecomruni cations service agreenents for
$5, 500, 000.

6. Fronti er Communi cati ons

In 1995, Qnest began negotiations with Frontier regarding
the use of optical fibers and other related property. On Cctober
18, 1996, Qwest executed an |IRU agreenent with Frontier
Communi cations, granting Frontier Comrunications the right to use
certain optical fibers and other property in a fiberoptic
t el ecommuni cations systemto be constructed by Qnest.

7. MES of California, Inc.

On Novenber 1, 1994, Qwmest and MFS of California, Inc. (MS)
entered into a conduit exchange, in which Qwest exchanged
approximately 47 mles of conduit between San Jose and Oakl and
for approximately 60 mles of conduit constructed by MFS from San
Franci sco to San Jose.

In June 1996, Qwest and MFS entered into an optical fiber
swap agreenent for the exchange of 12 dark fibers fromthe San

Franci sco and Cakl and Bay Bridges to both parties’ points of
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presence (POPs).!'2 The purpose of the agreenent was to provide
connectivity to the POPs.
8. MCl _Swaps
On April 3, 1995, Qwest entered into a letter agreenment with
MCl for construction/conduit swaps in Santa Barbara, San Jose,
Sacranmento, and St. Louis.

V. Omest’'s Increnental Cost All ocation Method

During the years in issue, petitioners used an accrual
met hod of accounting for tax purposes. In nost cases,
petitioners reported incone fromtheir custonmer contracts using
t he percentage of conpletion nethod.

Because Qnest was engaged in the simultaneous installation
and sale of conduit or fiber to third-party custoners and the
installation and retention of additional conduits or fibers for
its own potential future sale or use, Qmest allocated total
project costs between the third-party contracts and the retained
assets using an increnental cost allocation nethod. Qnest
devel oped the increnental cost allocation nmethod in part by
| ooking at third-party subcontractors’ bids to install conduits.
Bids to install only one conduit, when conpared to the bids to
install nmultiple conduits, indicated that the third-party

subcontractors increased the bid on an increnental basis as nore

2 A POP is the point at which a line froma |ong-di stance
carrier connects to the line of the local tel ephone conpany or to
the user if no local tel ephone conpany is involved.



condui ts were added.

Qnest’s increnental cost allocation nmethod is described as
follows: (1) Qwnest allocated to the custonmer contracts what it
determ ned to be direct costs associated with those contracts;
(2) Qwest allocated to its retained assets what it determned to
be the direct costs associated with its retained conduits and
fibers; and (3) Qwest allocated what it determ ned to be indirect
costs increnentally between the custoner contracts and its
retai ned assets. The increnental cost allocation nmethod was used
for both the conduit installation projects and the | RU projects,
but the nmethod varied slightly.

A. | ncrenental Cost Allocation Method in the Conduit
Install ation Projects

To determ ne what costs should be allocated to Qnest’s
retained conduits in the conduit installation projects, Qmest
devel oped an increnental base rate. By evaluating Quest’s
construction costs, Senior Vice President for Construction Dani el
O Cal l aghan (M. O Cal |l aghan) and Quest Assistant Vice President
Ronal d Pearce (M. Pearce) determ ned that an increnental base
rate of $6,019 per conduit mle should be utilized. The
incremental base rate included: (1) $2,376 for conduit material,
assum ng a cost to Qunest of 45 cents per foot; (2) $370 for other
material related to installation; (3) $2,640 for |abor
attributable to the installation of the additional conduit; (4)

$581 for equipnment costs; and (5) $53 for overhead. The
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i ncrenmental base rate could be adjusted to reflect variations in
conduit material costs. For exanple, Qnest adjusted its
i ncrenmental base rate for the MCI Denver-El Paso conduit project
from $6,019 to $6,500 per conduit nile due to an increase in
conduit material costs from$2,376 to $2,856 per mle.®®

The increnental base rate did not include the cost of
digging the trench or the costs associated with perfecting the
ri ghts-of-way because these costs would have been incurred when
installing the conduit for the third-party custonmer regardl ess of
whet her Qnest chose to install additional conduit. The
i ncrenmental base rate did not include adjustnments based on
terrain and was not increased as a result of budget overruns.

Using the increnental base rate, with appropriate
adj ustnments, Qwest determned the increnental costs per conduit
mle of conduits retained by Qvest were:

| ncrenent al cost

Proj ect per conduit mle
MCl San Jose- Reno-\Wel s $8, 129
MCI Salt Lake G ty-Denver 7,629
MFS Los Angel es 6, 019
MFS Dal | as 6, 019
Vi acom San Franci sco Bay 6, 019
MClI Denver - El Paso 6, 500
MCI Kansas City-St. Louis 5,999
US West Phoeni x- Mesa 5, 066
MCl netro Dall as 5,417
US West Grants-Gal | up 6, 806
MFS Anahei m 6, 584

13 The $1 discrepancy is due to rounding.
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Usi ng the MCI Denver-El Paso project as an exanple, Qwmest used
the increnental cost allocation nmethod as foll ows:

Indirect costs allocated to Owest’s retained assets

Qnest conduit mles 2,295
Times: increnmental cost/mle * $6, 500
$14, 917, 629

Plus: Qwest capitalized interest + 1,072,296
Project costs allocated to Qnest $15, 989, 925

Indirect costs allocated to custoner contracts

Total project costs $39, 151, 405
Less: project costs (15, 989, 925)
all ocated to Qunest

Proj ect costs

al l ocated to custoner $23, 161, 480

Di vide: custoner conduit mles / 761

I ncrenental cost/nile allocated

t o custoner $30, 422

B. | ncrenental Cost Allocation Method in the |RU Projects

Qnest al so used an increnmental cost allocation method to
all ocate costs for the IRU projects involving WrldCom For
these projects, Qwest allocated existing conduit costs, the |abor
costs of pulling fiber, and right-of-way costs entirely to the
| RU agreenent because these costs did not increase by installing

a cable with nmore than 24 fibers.'™ The cost of new conduit, or

14 W note that these cal cul ations were provided by
petitioners, and there appear to be mathematical errors.
However, because petitioners relied on these cal cul ations, we
have |l eft the errors uncorrected.

15 For the Worl dCom Dal | as- Houst on project, since the fiber
was previously installed for Qwmest’s account, Qmest allocated the
exi sting conduit costs, the costs of pulling fiber through that

(continued. . .)
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endl i nks, was allocated to the IRU agreenent, and if any retained
conduit was installed, the increnental cost of adding such
conduit was allocated to Qrvest’ s retained assets. Finally, Quwest
allocated cable material, splicing, and testing costs between the
| RU agreenent and its retai ned assets based on the ratio of
fibers sold to WrldComto fibers retained by Qnest. As an
exanple, in the Dallas-Houston IRU project, Qwest installed a 72-
fiber fiberoptic cable, and WrldCom had an IRU in 24 of those.
Qnest all ocated 24/ 72ths of the costs of cable material, splicing
and testing to the I RU agreenent and 48/ 72ths to Qunest’s retained
assets.

V. Tax Returns for the Years in |ssue

Petitioners tinely filed consolidated Federal incone tax
returns for the years in issue.

On February 4, 2003, respondent mailed a notice of
deficiency to petitioners for the years in issue. As reflected
in the notice of deficiency, respondent determ ned that an
average cost allocation approach should be used for all of
petitioners’ conduit installation and fiber pulling projects. In
the notice of deficiency, respondent expl ai ned:

certain increnental costs included in your cost of

sal es clainmed on your tax returns for taxable years

ending 7-31-94, 7-31-95 and 7-31-96 in the anmounts of
$20, 149, 787, $10,977,427 and $14, 602, 442, respectively,

15, .. conti nued)
conduit, and the right-of-way costs to Qwmest’s retained assets.
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are not all owabl e because they are capital
expendi tures. Accordingly your inconme is increased by
$20, 149, 787, $10, 977,427 and $14, 602, 442 for taxable
years ending 7-31-94, 7-31-95 and 7-31-96 respectively.
Usi ng the MCI Denver-El Paso project as an exanple, respondent

al l ocated the project costs as follows: 1t

Total project costs $39, 151, 405
Less: direct costs allocated (1,279, 689)
to custoner

Project costs to allocate $37, 871, 716
Divide: total conduit mles / 3, 056
Average cost per conduit mle $12, 391
Mul tiply: custonmer conduit mles * 761
Costs allocated to customer $9, 433, 853
Add: direct costs allocated + 1,279, 689
to custoner

Proj ect costs allocated $10, 713, 542
to custoner

Total project costs $39, 151, 405
Less: project costs allocated (10,713,542)

to custoner
Project Costs Allocated to Qnest $28, 437, 863

On April 24, 2003, petitioners filed a petition with this
Court disputing the determ nations in the notice of deficiency.
As relevant, petitioners state:

The Comm ssioner * * * erred in failing to determ ne
that petitioners properly and reasonably all ocated
costs between long-termcontracts with custoners for
the installation of conduit or fiber optic cable and
additional conduit or fiber optic cable retained by
petitioners in accordance with applicable Treasury
regulations, and in failing to determ ne that

6 We note that these cal cul ati ons were provi ded by
respondent, and there appear to be mathematical errors. However,
because respondent relied on these cal cul ati ons, we have left the
errors uncorrected.
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petitioners’ nethod of allocating costs between | ong-
termcontracts and retai ned assets clearly reflected
their incone.

OPI NI ON

Respondent contends that Qmest’s increnental cost allocation
met hod is not a reasonable allocation nethod under section
1. 263A-1(f)(4), Incone Tax Regs. Further, respondent asserts
that Quwest’s increnental cost allocation nethod fails to clearly
reflect inconme, and thus respondent may change it to an average
cost allocation nethod. Petitioners argue that Qaest’s
increnmental cost allocation nmethod was reasonabl e because it was
based on Quwest’ s deci si on-maki ng process and on the econonic
reality of the underlying transactions.

To reach our holdings, we nust first lay out the statutory
and regul atory framework and determ ne how the Code sections in
i ssue apply to the instant case. Second, we nust determ ne the
meani ng of “reasonabl e allocation” for purposes of sections
1. 263A-1(e)(3) (i) and 1.451-3(d)(6)(ii), Incone Tax Regs., and
t hen deci de whether Qnest’s increnental cost all ocation nethod
satisfies this requirenent. Finally, we nust determ ne whet her
respondent abused his discretion in finding that Qanest’s
increnmental cost allocation nmethod failed to clearly reflect

i ncone under section 446 and the regul ati ons thereunder.
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Statutory and Requl atory Franmewor k

The parties agree that two Code sections are inplicated by
Qnest’ s increnental cost allocation nethod, sections 263A and
460. However, the parties differ on the interpretation of each
section and its acconpanying regul ati ons and how each is applied
to the facts of the instant case.

A. Section 460: Allocation of Costs to Long-Term
Contracts

Qnest’s cost allocation to its custoner contracts is
governed by section 460. Section 460 contains special rules for
the tax reporting of long-termcontracts. In general, section
460 requires that the taxable income froma |ong-termcontract
shal |l be determ ned under the percentage of conpletion nethod.
Sec. 460(a). A long-termcontract is defined as one which is not
conpleted within the sane taxable year in which the contract was
entered into. Sec. 460(f)(1). The contract nust be for the
manuf acture, building, installation, or construction of property.
Id. Section 460(c)(1) provides that all costs which directly
benefit or are incurred by reason of the long-termcontract shal
be all ocated to such contract in the sane manner as costs are
allocated to extended period |long-termcontracts under section

451 and the acconpanying regulations. W are thus directed to
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the regul ations at section 1.451-3(d)(6), Inconme Tax Regs., to
all ocate costs to a long-termcontract.

The regul ations provide that direct material and direct
| abor costs attributable to a |long-termcontract nust be
allocated to that long-termcontract.® Sec. 1.451-3(d)(6)(i),

I ncone Tax Regs.; see also sec. 1.451-3(d)(5), Incone Tax Regs.

I ndi rect costs, those costs other than direct material and direct
| abor costs, are subject to two levels of allocation.'® See sec.
1.451-3(d)(6)(ii), (8)(iv), Income Tax Regs.

In the first level allocation, the regul ations recogni ze
that sonme indirect costs benefit both |ong-termcontracts and
“other activities of the taxpayer.” Sec. 1.451-3(d)(6)(ii),

I ncome Tax Regs. “Accordingly, such costs require a reasonable

al l ocation between the portion of such costs that are

7" The Conm ssioner issued regul ations pursuant to sec.
460, applicable to contracts entered into on or after Jan. 11
2001. Sec. 1.460-1(h)(1), Income Tax Regs. These regulations do
not apply to the instant case.

8 Direct material costs are costs of materials that have
“becone an integral part of the subject matter * * * and those
mat erials which are consuned in the ordinary course of building,
constructing, installing or manufacturing the subject matter”.
Sec. 1.451-3(d)(6) (i), Income Tax Regs. Direct |abor costs are
the costs of labor that “can be identified or associated with a
particular * * * long-termcontract.” 1d.

19 The regul ati ons under secs. 460 and 263A do not use the
term nol ogy “first level” and “second | evel” allocations.
However, the effect of those regulations is to break the
allocations into two distinct steps. For purposes of clarity, we
refer to these steps as “first level” and “second |evel".
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attributable to * * * long-termcontracts and the portion
attributable to the other activities of the taxpayer.” I1d. |If
indirect costs need only be allocated between one |ong-term
contract and the taxpayer’s other activities, the allocation
stops at the first |evel.

I f indirect costs nust be allocated to nultiple |ong-term
contracts, the regulations provide a second |evel allocation:

The indirect costs required to be allocated to a
| ong-term contract under paragraph * * * (d)(6)(ii) of
this section shall be allocated to particular contracts
for the year such costs are incurred using either--

(A) A specific identification
(or “tracing”) method, or

(B) A nmethod using burden rates, such as
rati os based on direct costs, hours, or other
items, or simlar formulas, so long as the
met hod enpl oyed for such allocation
reasonably all ocates indirect costs anong
| ong-term contracts conpl eted during the
t axabl e year and | ong-term contracts that
have not been conpleted as of the end of the
taxable year. * * *

Sec. 1.451-3(d)(8)(iv), Incone Tax Regs.

B. Al l ocation of Costs to Property Produced by the
Taxpayer Under Section 263A

Section 263A governs the capitalization of costs for
property produced by the taxpayer and property acquired by
t he taxpayer for resale.?® Sec. 263A(a) and (b)(1).

Section 263A does not apply to any property produced by the

20 The term “produced” includes constructed, built,
i nstal |l ed, manufactured, developed, or inproved. Sec. 263A(Q).
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t axpayer pursuant to a long-termcontract. Sec. 263A(c)(4).
Under section 263A, as relevant to the present case, the
direct costs and certain indirect costs allocable to real or
tangi bl e personal property produced by the taxpayer nust be
capitalized. Sec. 263A(a)(1l); sec. 1.263A-1(a)(3), Incone
Tax Regs.?* Direct costs that nmust be capitalized include
direct material and direct |abor costs. Sec. 1.263A-
1(e)(2), Incone Tax Regs. Indirect costs that nust be
capitalized are those costs that are properly allocable to
the property produced when those costs directly benefit or
are incurred by reason of the production activities. Sec.
1. 263A-1(e)(3) (i), Income Tax Regs.

Li ke the regul ati ons under section 451, the regul ations
under section 263A provide for two |levels of allocation for

indirect costs. See sec. 1.263A-1(e)(3)(i), (f)(4), (9)(3),

2l Though not called to our attention by the parties, the
current regul ati ons under sec. 263A apply to taxable years
begi nning after Dec. 31, 1993. Sec. 1.263A-1(a)(2)(i), Incone
Tax Regs. The current regulations provide that, for taxable
years begi nning before Jan. 1, 1994, a position taken on a tax
return when applying sec. 263A will be considered reasonable if
consistent wwth the tenporary regul ations. Sec. 1.263A-
1(a)(2)(ii), Income Tax Regs.; see also sec. 1.263A-1T, Tenporary
| ncone Tax Regs., 57 Fed. Reg. 12419 (Apr. 10, 1992). Therefore,
the tenporary regulations are relevant to the first year in
i ssue, and the current regulations apply to the last 2 years in
issue. While the tenporary and current regulations differ in
structure, the rules provided therein are essentially the sane.
Because the difference in structure does not inpact our
rationale, the tenporary regulations will not be discussed
further.
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Incone Tax Regs. In the first level allocation, “Indirect
costs may be all ocable to both production and resale
activities, as well as to other activities that are not
subject to section 263A. Taxpayers subject to section 263A
must nmake a reasonable allocation of indirect costs between
production, resale, and other activities.” Sec. 1.263A-
1(e)(3)(i), Income Tax Regs. |If the indirect costs need
only to be allocated between one item of taxpayer-produced
property and the taxpayer’s other activities, or between one
itemof property acquired for resale by the taxpayer and the
taxpayer’s other activities, the allocation stops at the
first level.

If indirect costs nust be all ocated anong different
itens of property subject to section 263A, the regul ations
provide for a second |level allocation. See sec. 1.263A-
1(f), Income Tax Regs. The cost allocation nmethod used at
t he second | evel nust be reasonabl e under section 1.263A-
1(f)(4), Income Tax Regs. Sec. 1.263A-1(g)(3), Incone Tax
Regs. For the second | evel allocation, the regul ations
provi de:

A taxpayer may use the nethods described in paragraph

(f)(2) [specific identification nmethod] or (3) [burden

rate and standard costs nethods] of this section if

they are reasonable allocation nmethods within the

meani ng of this paragraph (f)(4). 1In addition, a

t axpayer may use any other reasonable nethod to

properly allocate direct and indirect costs anobng units
of property produced or property acquired for resale
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during the taxable year. An allocation nethod is
reasonable if, with respect to the taxpayer’s
production or resale activities taken as a whol e--

(1) The total costs actually capitalized
during the taxable year do not differ
significantly fromthe aggregate costs that
woul d be properly capitalized using another
perm ssi bl e method described in this section
or in 88 1.263A-2 and 1.263A-3, with
appropriate consideration given to the vol une
and val ue of the taxpayer’s production or
resale activities, the availability of
costing information, the tinme and cost of
usi ng various allocation nethods, and the
accuracy of the allocation nmethod chosen as
conpared with other allocation nethods;

(1i) The allocation nmethod is applied
consistently by the taxpayer; and

(ti1) The allocation nethod is not used
to circunvent the requirenents of the
sinplified methods in this section or in §
1. 263A-2, 1.263A-3, or the principles of
section 263A

Sec. 1.263A-1(f)(4), Incone Tax Regs.

C. Application of Sections 460 and 263A to Oaest’s Condui t
Install ation Projects

The i nstant case presents a unique issue: Wen a taxpayer
perfornms a long-termcontract and sinultaneously produces
property retained by the taxpayer, how are the indirect costs of
the two activities allocated under sections 263A and 460? The
sections, applicable regulations, and prior casel aw provide
[imted guidance as to how the two Code sections interact when
both nust be applied to the sane project.

Respondent asserts that the order in which the Code sections

and regul ations are applied will nmake a difference in the outcone
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of the ampbunt of indirect costs that nust be capitalized under
section 263A and the anmount of costs that nmust be recovered under
t he percentage of conpletion nmethod of section 460.22 However, a
careful reading of the regulations shows that the rule for the
first level allocation is identical under both reginmes, and thus
the order in which they are applied is irrelevant. The Code
sections and regulations work in tandemto provide for a single,
conpr ehensi ve set of cost allocation rules.

First, we nmust clarify what costs and which | evel of cost
all ocation are at issue in the instant case. Both parties agree
that Qwest’s first level allocation of indirect costs is at
issue; i.e., how Qunest allocates indirect costs between its | ong-
termcustoner contracts and its self-produced retained assets.
Thus, our focus will remain on the first |evel allocation of
i ndirect costs.

Sections 1.263A-1(e)(3)(i) and 1.451-3(d)(6)(ii), Income Tax
Regs., provide the rules for the first level allocations. Both

sections require the taxpayer to nmake a “reasonabl e all ocation”

22 Respondent then argues that sec. 263A should be applied
first. However, respondent ignores the |anguage of sec.
263A(c) (4), which provides that sec. 263A does not apply to any
property produced by the taxpayer pursuant to a long-term
contract as defined by sec. 460. @G ven this |anguage, the
argunment could be made that, in situations such as the present
case, sec. 460 would apply first. Petitioner does not raise this
argunent. In our analysis, infra, we find that the order of
application of the sections is not determ native of the outcone,
and thus we do not discuss this argunent further.
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of costs between: (1) Activities subject to that section (either
t axpayer - produced property and property held for resale or |ong-
termcontracts); and (2) “other activities”. See secs. 1.263A-
1(e)(3)(i), 1.451-3(d)(6)(ii), Incone Tax Regs. Neither section
provides a definition of “reasonable allocation.”?® See secs.

1. 263A-1(e)(3) (i), 1.451-3(d)(6)(ii), Incone Tax Regs. Because
the rules for the first level allocation are the same, the result
will not differ depending on which section is applied first, as
respondent contends. |Instead, the rules can be applied
sinmultaneously to a first |level allocation.

After the first level allocation is conplete, costs will be
separated between | ong-termcontracts, taxpayer-produced property
or property held for resale, and if applicable, other property
not subject to either section. For the second |evel allocations,
section 1.263A-1(f) and (g), Inconme Tax Regs., will govern al
costs previously allocated to the taxpayer-produced property or
property held for resale. Section 1.451-3(d)(8)(iv), Incone Tax
Regs., will govern all costs previously allocated to the | ong-
term contracts.

As applicable to the instant case, inits first |evel
al l ocation, Qwnest nust nake a “reasonabl e allocation” of indirect

costs between its custoner contracts and its retai ned assets.

2  Respondent contends that the reasonabl eness standard
found in sec. 1.263A-1(f)(4), Inconme Tax Regs., should apply to
the first level of allocation. This argunent is addressed infra.
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See secs. 1.263A-1(e)(3)(i), 1.451-1(d)(6)(ii), Inconme Tax Regs.
Next, we nust define “reasonable allocation” for purposes of
sections 1.263A-1(e)(3)(i) and 1.451-1(d)(6)(ii), Inconme Tax
Regs., and then determ ne whether Qaest’s increnental cost
al l ocati on nethod satisfies that definition.

1. Definition of “Reasonable Allocation” for Purposes of
Sections 1.263A-1(e)(3)(i) and 1.451-1(d)(6)(ii), |Inconme Tax

Regs.

Respondent argues that the | anguage of section 1.263A-
1(g9)(3), Incone Tax Regs., requires that the reasonabl eness
standard of section 1.263A-1(f)(4), Incone Tax Regs., governs the
first level allocations in the present case. |In the alternative,
respondent contends that the reasonabl eness standard of section
1. 263A-1(f)(4), Incone Tax Regs., should be incorporated into the
undefi ned phrase “reasonable allocation” in sections 1.263A-
1(e)(3) (i) and 1.451-3(d)(6)(ii), Income Tax Regs. To support
this contention, respondent notes the parallel structure of the
regul ati ons under sections 263A and 451 and cites |l egislative
history. On the other hand, petitioners contend that because
“reasonabl e allocation” is not defined by sections 1.263A-
1(e)(3)(i) and 1.451-3(d)(6)(ii), Inconme Tax Regs., “reasonable”
shoul d be interpreted using its ordi nary nmeani ng.

A. The Language of Section 1.263A-1(q)(3),
| ncone Tax Regs.

Respondent argues that the | anguage of section 1.263A-

1(g)(3), Incone Tax Regs., requires that the reasonabl eness
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standard of section 1.263A-1(f)(4), Incone Tax Regs., governs the
first level allocation in the present case. Specifically,
respondent st ates:

As a preface to Treas. Reg. 81.263A-1(Q),
paragraph (f)(1) states that paragraph (g) provides
general rules of applying paragraph (f)'s detailed
allocation nethods. 1In the general rule applicable to
this case, Treas. Reg. 8 1.263A-1(g)(3) provides that
Common Costs are generally to be first allocated to
“internmedi ate cost objectives.” The regulation uses
“activities” to illustrate what is nmeant by
i nternedi ate cost objectives. Thus, it intends that
the phrase “internedi ate cost objectives” refers to the
first level of cost allocation referenced above, i.e.,
bet ween 8 263A activities and other activities. Treas.
Reg. 8 1.263A-1(c). Treas. Reg. 8 1.263A-1(g)(3)
further states that this allocation of Common Costs at
the internmediate |level, or first level of allocation
bet ween section 263A and non-263A activities, is to be
allocated using * * * any other reasonable allocation
met hod as defi ned under paragraph (f)(4).

Respondent’ s argunent is prem sed on the notion that section

1. 263A-1(9)(3), Inconme Tax Regs., governs Qunest’s first |evel

al l ocations between its custonmer contracts and its retained
assets. However, respondent’s interpretation of section 1.263A-
1(g)(3), Income Tax Regs., is not supported by the | anguage of
sections 1.263A-1(f)(1), (g)(1) and (2), Incone Tax Regs.

In pertinent part, section 1.263A-1(f)(1), Income Tax Regs.,
provi des: “The | anguage of paragraph (f) sets forth various
detailed * * * cost allocation nethods * * * [used] to allocate
direct and indirect costs to property produced and property
acquired for resale.” This |language explicitly limts the cost

al l ocation nethods of section 1.263A-1(f), Income Tax Regs., to
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property al ready subject to section 263A. Section 1.263A-
1(f)(1), Income Tax Regs., goes on to state: “Paragraph (g) of

this section provides general rules for applying these allocation

net hods to various categories of costs.” (Enphasis added.) This
| anguage indicates that section 1.263A-1(g), Incone Tax Regs.,
gi ves general rules for applying cost allocation nethods already
limted to property subject to section 263A. Because the first
| evel allocation deals with property not subject to section 263A,
we find the | anguage of section 1.263A-1(f)(1), Inconme Tax Regs.,
limts the application of section 1.263A-1(g), |ncone Tax Regs.,
to the second | evel allocation.

This interpretation is supported by the | anguage of section
1. 263A-1(g)(1) and (2), Income Tax Regs. Section 1.263A-1(9g)(1),
| ncone Tax Regs., provides that “Direct material costs * * * pust

be allocated to the property produced or property acquired for

resale by the taxpayer using the taxpayer’s nmethod of accounting
* x * 7 (Enphasis added.) Section 1.263A-1(9g)(2), Incone Tax
Regs., provides that “Direct |abor costs * * * are generally

all ocated to property produced or property acquired for resale”.

(Enphasi s added.) The above-enphasi zed | anguage |imts those
subpar agraphs to property already subject to section 263A
Section 1.263A-1(g)(3), Incone Tax Regs., states:
Indirect costs * * * are generally allocated to
i nternedi ate cost objectives such as departnents or

activities prior to the allocation of such costs to
property produced or property acquired for resale.
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I ndirect costs are allocated using either a specific

identification nmethod, a standard cost nethod, a burden

rate nmet hod, or any other reasonable allocation nethod

(as defined under the principles of paragraph (f)(4) of

this section).
Respondent contends that “internedi ate cost objectives”
di sti ngui shes between property subject to and property not
subject to section 263A. The cited |l anguage is |less than clear,
and the regul ati ons do not expand on or define “internedi ate cost
obj ectives” other than to offer exanples “such as departnents or
activities”. However, when read in the context of the above-
anal yzed regul ations, we find that the phrase “internedi ate cost
obj ectives” is not neant to distinguish between property subject
to and property not subject to section 263A

For the above reasons, we find that section 1.263A-1(g)(3),
I ncone Tax Regs., does not require that the reasonabl eness
standard of section 1.263A-1(f)(4), Incone Tax Regs., govern the

first level allocation.

B. The Lanquage and Parallel Structure of Sections
1. 263A-1 and 1.451-3, | ncone Tax Regs.

Respondent argues that the parallel structure of sections
1. 263A-1 and 1.451-3, Incone Tax Regs., indicates that the
reasonabl eness standard of section 1.263A-1(f)(4), Inconme Tax
Regs., should be incorporated into the undefined phrase
“reasonabl e allocation” in sections 1.263A-1(e)(3)(i) and 1.451-
3(d)(6)(ii), Incone Tax Regs. However, respondent’s argunent is

not supported by the actual structure of the regulations. In
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trying to establish a reasonabl eness standard for the first |evel
al l ocation, respondent collapses the two |levels of allocation
into one.

As di scussed above, the regul ati ons under both sections 263A
and 451 provide for two levels of allocations. At the first
| evel, section 1.263A-1(e)(3)(i), Income Tax Regs., provides that
“Taxpayers subject to section 263A nust make a reasonabl e
all ocation of indirect costs between production, resale, and
other activities.” Likew se, section 1.451-3(d)(6)(ii), Incone
Tax Regs., “[requires] a reasonable allocation between the
portion of such costs that are attributable to * * * |ong-term
contracts and the portion attributable to the other activities of
the taxpayer.” “Reasonable allocation” is not defined in either
section. See secs. 1.263A-1(e)(3)(i), 1.451-3(d)(6)(ii), Incone
Tax Regs.

Wth respect to the second |l evel allocation, section 1.263A-
1(g9)(3), Incone Tax Regs., provides that the indirect costs of
property produced or property acquired for resale be “allocated
using either a specific identification nmethod, a standard cost
met hod, a burden rate nethod, or any other reasonable allocation
met hod (as defined under the principles of paragraph (f)(4) of
this section).” In relevant part, section 1.263A-1(f)(4), Incone
Tax Regs., states: “a taxpayer nay use any other reasonable

met hod to properly allocate direct and indirect costs anbng units
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of property produced or property acquired for resale”, and then

sets forth a reasonabl eness standard. (Enphasis added.) As
found above, section 1.263A-1(f)(4), Incone Tax Regs., applies
only to the second level allocation. Simlarly, section 1.451-
3(d)(8)(iv), Incone Tax Regs., requires that indirect costs
previously allocated to | ong-termcontracts under paragraph
(d)(6)(ii) shall be allocated to a particular |ong-term contract
using a specific identification nmethod, a burden rate nethod, “or
simlar fornmulas, so long as the nethod enployed * * * reasonably
all ocates indirect costs”. However, unlike section 1.263A-
1(f)(4), Income Tax Regs., section 1.451-3(d)(8)(iv), Incone Tax
Regs., does not provide a reasonabl eness standard.

What respondent asks the Court to do is take the
reasonabl eness standard fromthe second | evel allocation under
the section 263A regul ations and apply it to the first |evel
al l ocation under the regul ations of sections 263A and 460. Wile
t he regul ati ons under both sections have a parallel structure,
such structure works agai nst respondent’s interpretation. The
regul ations clearly separate the two |l evels of allocations, and
as found above, the reasonabl eness standard of section 1.263A-
1(f)(4), Income Tax Regs., applies only to the second | evel
all ocation. The structure of the regulations supports limting
t he reasonabl eness standard of section 1.263A-1(f)(4), |Incone Tax

Regs., to the second | evel allocation only.
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In addition, the explicit |anguage of section 1.263A-

1(f)(4), Incone Tax Regs., indicates that the reasonabl eness
standard should not be read into section 1.451-3(d)(6)(ii),
I ncone Tax Regs. The reasonabl eness standard of section 1.263A-
1(f)(4), Income Tax Regs., can apply only when section 263A is at
i ssue. Section 1.263A-1(f)(4), Inconme Tax Regs., cannot apply
when only section 460 is at issue. The first of three prongs to
t he reasonabl eness standard states: “The total costs actually

capitalized during the taxable year do not differ significantly”.

Sec. 1.263A-1(f)(4), Incone Tax Regs. (enphasis added). Wile
both sections 263A and 460 are at issue in the instant case, this
wll not always be so.

Section 1.451-3(c)(3), Inconme Tax Regs., requires that under
t he percentage of conpletion nethod, costs incurred during the
taxabl e year with respect to a long-termcontract nust be
deducted in that year. Again, section 1.451-3(d)(6)(ii), Incone
Tax Regs., requires that costs nust be reasonably allocated anong
the taxpayer’s long-termcontracts and “other activities”. In
situations where the “other activities” are not subject to the
capitalization requirenents of section 263A, the reasonabl eness
standard of section 1.263A-1(f)(4), Incone Tax Regs., cannot
apply because no costs would “actually [be] capitalized’. Thus,

t he reasonabl eness standard of section 1.263A-1(f)(4), |ncone Tax
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Regs., cannot always be read into section 1.451-3(d)(6)(ii),
| ncome Tax Regs., as respondent suggests.

For these reasons, the | anguage and parallel structure of
the regul ati ons do not support incorporating the reasonabl eness
standard of section 1.263A-1(f)(4), Incone Tax Regs., into the
undefi ned phrase “reasonable allocation” in sections 1.263A-
1(e)(3)(i) and 1.451-3(d)(6)(ii), Inconme Tax Regs.

C. Leqgi sl ative Hi story of Section 263A

Respondent maintains that the legislative history of section
263A indicates that the reasonabl eness standard of section
1. 263A-1(f)(4), Incone Tax Regs., should be incorporated into
sections 1.263A-1(e)(3)(i) and 1.451-3(d)(6)(ii), Inconme Tax
Regs. Respondent asserts that “This incorporation is necessary
to satisfy Congressional intent to provide a single conprehensive
set of harnonious rules to govern the capitalization of costs of
produci ng property”.

The uniformcapitalization rules of section 263A and the
special rules for long-termcontracts under section 460 were
enacted as part of the Tax Reform Act of 1986, Pub. L. 99-514,
100 Stat. 2085. Wth regard to the uniformcapitalization rules,
the Senate report states:

The Comm ttee believes that, in order to nore
accurately reflect incone and make the incone tax

system nore neutral, a single, conprehensive set of

rul es should govern the capitalization of costs of
produci ng, acquiring, and holding property * * *
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subj ect to appropriate exceptions where application of
the rules m ght be unduly burdensone.

* * * * * * *

The uniformcapitalization rules will be patterned
after the rules applicable to extended period | ong-term
contracts, set forth in the final regul ations issued
under section 451. Accordingly, taxpayers subject to
the rules will be required to capitalize not only
direct costs but also an allocable portion of nost
indirect costs that benefit the assets produced or
acquired for resale * * *. The commttee recognizes
that nodifications of the rules set forth in the | ong-
termcontract regul ations nay be necessary or
appropriate in order to adapt such rules to production
not involving a contract, and intends that the Treasury
Department will have the authority to make such
nodi fications.

* * * The existing |long-termcontract regul ations
provide a |large neasure of flexibility to taxpayers in
allocating indirect costs to contracts inasnuch as they
permt any reasonable nmethod of allocation authorized
by cost accounting principles. The commttee expects
that the regul ations under this provision will adopt a
simlarly |iberal approach and permt allocations of
costs anong nunerous itens produced or held for resale
by a taxpayer to be made on the basis of burden rates
of other appropriate nethods simlar to those provided
under present |aw.

S. Rept. 99-313, at 140-142 (1986), 1986-3 C.B. (Vol. 3) 1, 140-
142. In less detail, the House report states: *“allocations of
i ndi rect production costs anong itens produced, or between
inventory and current expense, are to be nmade under rules simlar
to those provided under present law.” H Rept. 99-426, at 626
(1985), 1986-3 C.B. (Vol. 2) 1, 626.

The | egislative history, as quoted above, clearly indicates

t hat Congress intended the uniformcapitalization rules to be
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patterned after the regul ati ons under section 451, taking a
“simlarly |iberal approach”. See S. Rept. 99-313, supra at 141,
1986-3 C.B. (Vol. 3) at 141; H Rept. 99-426, supra at 626, 1986-
3 CB. (Vol. 2) at 626. Respondent argues that consequently, the
definitions of section 1.263A-1(f)(4), Incone Tax Regs., “and the
principles of its detail ed guidance for the allocation of costs
shoul d govern * * * the interpretation of ‘reasonabl e nethod
under the section 451 regulations.” W interpret the |legislative
history differently.

The Senate report does not state that the regul ati ons under
sections 263A and 451 should be identical. Nor does the Senate
report state that the sane rules should apply to allocations
under the two sections. The Senate report provides only that the
uni formcapitalization rules be “patterned’” after the section 451
regul ations, and it explicitly acknow edges that changes may be
needed “in order to adapt such rules to production not involving
a [long-tern] contract”. The Senate report suggests that
Congress knew differences exi sted between all ocations under
sections 263A and 451, and thus different rules would be
required.

Respondent further contends that, by not incorporating the
reasonabl eness standard of the section 263A regulations into the
section 451 reqgul ations, the “choice” of which Code section to

apply first “wll lead to radically different results,” thus
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violating Congress’s “intent of harnony between the two Code
sections.” Respondent is presunmably focusing on the | anguage of
the Senate report that “in order to nore accurately reflect
i ncomre and make the income tax systemnore neutral, a single,
conpr ehensi ve set of rules should govern the capitalization of
costs of producing, acquiring, and holding property”. S. Rept.
99- 313, supra at 140, 1986-3 C.B. (Vol. 3) at 140. This argunent
I's unpersuasive. As found above, the rules for the first |evel
al | ocati ons under both sections 1.263A-1(e)(3)(i) and 1.451-
3(d)(6)(ii), Incone Tax Regs., are identical, requiring only that
a “reasonabl e allocation” be made. The two sections can be
applied sinmultaneously and will end with the sane result under
the first level allocation, regardl ess of which section the
t axpayer focuses on.

Accordingly, we find that the |l egislative history does not
support incorporating the reasonabl eness standard of section
1. 263A-1(f)(4), Income Tax Regs., into the first |evel
al I ocations under sections 1.263A-1(e)(3)(i) and 1.451-
3(d)(6)(ii), Incone Tax Regs.

D. The Ordi nary Meani ng of Reasonabl e

Where a termis not defined in a statute, it should be given

its ordinary meaning. Crane v. Comm ssioner, 331 U.S. 1, 6

(1947); Keene v. Conm ssioner, 121 T.C 8, 14 (2003); De Cou v.

Commi ssioner, 103 T.C. 80, 87 (1994); G&oodson-Todman Enters.,
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LTD. v. Comm ssioner, 84 T.C 255, 277 (1985). Wen there is no

i ndi cation that Congress intended the termto have a specific
meani ng, courts may | ook to sources such as dictionaries for a

definition. Keene v. Commi ssioner, supra at 14-15.

Respondent argues that the dictionary neani ng of
“reasonabl e” should not be used because section 1.263A-1(f)(4),
| ncone Tax Regs., offers specific guidance as to its neaning.
However, as discussed above, the |egislative history does not
suggest that Congress intended the reasonabl eness standard of
section 1.263A-1(f)(4), Inconme Tax Regs., to apply to section
1. 263A-1(e)(3) (i) or 1.451-3(d)(6)(i1), Inconme Tax Regs.
Therefore, we find that the term “reasonable” is not defined for
pur poses of sections 1.263A-1(e)(3)(i) and 1.451-3(d)(6) (i),
I ncone Tax Regs., and we may | ook to the dictionary definition of
the termto give it its ordinary nmeani ng.

“Reasonabl e” is defined as “being in agreenment with right
t hi nking or right judgnent: not conflicting with reason * * *
possessi ng good sound judgnent”. Wbster’s Third New
International Dictionary 1892 (1993). |In other words, sonething
is reasonable if thereis a logic to it and a sound basis and
justification for it. Because it is undefined in sections
1. 263A-1(e)(3) (i) and 1.451-3(d)(6)(ii), Incone Tax Regs., we
give “reasonable” this neaning in interpreting the phrase

“reasonabl e allocation”. Accordingly, Qwest’s increnental cost
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all ocation nethod will be a “reasonable allocation” nethod if
there is a logic to it and a sound basis and justification for
it.

I11. The Reasonabl eness of Omest’s Increnental Cost All ocation
Met hod

Respondent determ ned that Qaest’s increnental cost
all ocation nmethod is unreasonable. In support of this
determ nation, respondent argues that Qwest’s increnmental cost
all ocation nethod: (1) Does not neet the reasonabl eness standard
found in section 1.263A-1(f)(4), Income Tax Regs.; (2) is
i nconsistent with the congressional objective of preventing
distortion in the organi zati on of economc activity; and (3) is
i nconsistent with the Suprenme Court’s requirenent of taxpayer
parity. Petitioners contend that Qmest’s increnental cost
al l ocation nethod is the nost reasonabl e nethod because it
reflected the economc reality of the transactions.

Ceneral ly, a taxpayer bears the burden of proving the
Comm ssioner’s determ nations incorrect. Rule 142(a)(1); Wlch

v. Helvering, 290 U.S. 111, 115 (1933).2* Respondent determ ned

that Qwnest’s cost allocation nethod was unreasonabl e, and
petitioners bear the burden of proving this determ nation

i ncorrect.

24 Under sec. 7491(a), the burden of proof may shift to the
Comm ssioner in certain situations. Petitioners do not argue
that the burden shifts to respondent.
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A. The Reasonabl eness Standard of Section 1.263A-1(f)(4),

| ncone Tax Regs.

As found above, the reasonabl eness standard of section
1. 263A-1(f)(4), Inconme Tax Regs., only applies to second | evel
all ocations. The issue in the instant case is whether Qunest’s
first level allocations, i.e., those between property produced
under its custonmer contracts and its retained assets, were
reasonabl e. Therefore, the reasonabl eness standard of section

1. 263A-1(f)(4), Incone Tax Regs., is irrelevant in determning

whet her Qnest’s increnental cost allocation nethod is reasonabl e.

B. Distortion in the Organi zati on of Economc Activity

Respondent contends that Qmest’s increnental cost allocation

method fails to match Qanest’s incone and expenses, resulting in

dramatic tax deferral, and is thus unreasonabl e because it

vi ol ates congressional intent. Respondent’s argunent is based on

hi ndsi ght, not on the facts as they were at the tinme Qwest nade
its allocations, and is thus unpersuasive.

The Senate report acconpanying the Tax Reform Act of 1986
st at es:

The comm ttee believes that present-law rules
regarding the capitalization of costs incurred in
produci ng property are deficient in tw respects. * * *
Second, different capitalization rules may apply under
the present | aw depending on the nature of the property
and its intended use. These differences may create
distortions in the allocation of econom c resources and
the manner in which certain economc activity is
or gani zed.



- 48 -
The Comm ttee believes that, in order to nore

accurately reflect incone and nmake the incone tax

system nore neutral, a single, conprehensive set of

rul es should govern the capitalization of costs of

produci ng, acquiring, and hol ding property * * *

subj ect to appropriate exceptions where application of

the rules m ght be unduly burdensone.
S. Rept. 99-313, supra at 140, 1986-3 C.B. (Vol. 3) at 140. The
concern expressed in the Senate report is that taxpayers can
structure their economc activity in such a way that creates a
m smat ch of i ncone and expenses. Respondent suggests that
Qnest’s goal in using its incremental cost allocation nethod was
to create such a m smatch

As an exanple, in the MCI Denver-El Paso project, Quest
al | ocat ed $30, 422 per conduit mle to the custoner contract,
whil e allocating only $6,500 per conduit mle to the retained
conduit. Respondent contends that Qwmest knew its retained
conduit was worth at |east $30,000 to $40,000 per conduit mle,
but Qnest intentionally allocated a di sproportionate anmount of
expenses to the single conduit laid pursuant to a custoner
contract. Because nore expenses were allocated to the custoner’s
conduit, respondent contends that Qmest’s inconme was understated
when Quwest reported its inconme on the percentage of conpletion
basi s under section 460. Also, fewer expenses had to be

capitalized under section 263A. The result was that Qmest was

able to take advantage of the expense deductions up front and



- 49 -
del ayed the recognition of incone until the retained conduits
were |later sold.

Respondent’ s contention assunmes that Qmest knew t he anount
of future economc benefit it would realize fromthe retained
conduits at the time it nmade the cost allocations. Respondent
focuses on Qunest’s 1995 five-year plan, which stated Quwest’s goa
of offering 15,502 mles of conduit for sale to third-party
custoners. The 1995 five-year plan estimated that, if the
conduit were sold at an average of $30,000 per conduit mle, this
woul d generate revenue of $465 mllion. Respondent al so notes
that after the years in issue, Qwest was able to sell nost of its
retai ned conduits.

Respondent fails to consider the extensive testinony and
evidence that, at the tinme the allocations were nmade, the val ue
of the retained conduits was uncertain. The estimated val ue of
the retained conduits at $30,000 per nmile could be realized only
if the conduits were actually sold. At the tinme of installation,
Qnest did not have custoners lined up to purchase the retained
conduits. Inits report to Qmest, CLC concluded that the country
di d not need anot her nationw de fiberoptic network, and Qmest’s
installation of additional conduits would be “very risky” and its
revenue projections “may be optimstic”. Further, M. Anschutz

and M. O Callaghan credibly testified that installing additional
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conduit was specul ative and Qaest knew that the retai ned conduit
could potentially have little or no val ue.

Respondent’ s accounting expert, Professor Charlotte Wi ght
(Professor Wight), testified:

the question put to ne was, Wuld an increnmental cost

accounting nmethod * * * present a true and fair view of

the results of operations during the current period.

And then since these would be--capitalize future

econom ¢ performance, it concerned ne that a nethod

that resulted in only mnor costs--a m nor anount of

costs being capitalized * * * would result in an

understatenment of their assets in the current period

and then, going forward, an overstatenent for financial

reporting of their profits in the future * * *,
However, Professor Wight concluded that “if there was a genui ne
concern that you would never recover an allocated portion of the
total costs, then a nethod that allocated less to the retained
assets, such as an increnental method, would be appropriate.”

Petitioners firmy established that the value of Qmest’s
retai ned conduits was uncertain when the cost allocations were
made. Respondent’s expert testified that when the future
econom ¢ benefit of a retained asset is uncertain, a nmethod that
al l ocates | ess expense to that asset may be appropriate.
Accordingly, we find that Qwest’s increnental cost allocation

met hod was not used to distort the organi zati on of econom c

activity and does not violate congressional intent.



C. Taxpayer Parity

Respondent argues that Qaest’s increnental cost allocation
met hod i s unreasonabl e because it violates the principles of

t axpayer parity as required by the Suprenme Court in |daho Power

Co. v. Conmi ssioner, 418 U S. 1 (1974). Respondent st ates:

Because Qwest is simultaneously constructing identical
assets for itself and for custoners, Quest’s

i ncremental method nust also satisfy the * * * taxpayer
parity standards set forth in ldaho Power. By failing
to do so, Qnest’s increnental method results in an
unfair conpetitive advantage for Qaest conpared to its
conpetitors, a result contrary to the guidance of |daho
Power .

Respondent m sinterprets | daho Power Co., and thus the argunent

I S unpersuasi ve.

In daho Power Co. v. Conm ssioner, supra, the taxpayer

capitalized depreciabl e operating and mai nt enance costs of
transportati on equi pnent used in constructing its capital
facilities on its books, but for Federal income tax purposes, it
claimed the depreciation as current expense deductions under
section 167(a). 1d. at 5-6. The Conmm ssioner disallowed the
construction-rel ated depreciation deduction, determ ning that
depreciation was in that context a nondeductible capital
expenditure to which section 263(a)(1) applied. [1d. at 6. The
Suprene Court upheld the Comm ssioner’s determ nation, and
enphasi zed the i nportance of matching income with expenses by

capitalizing costs incurred in the construction of capital assets
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over those assets’ useful lives. 1d. at 11-14. The Suprene
Court al so st ated:

An additional pertinent factor is that capitalization
of construction-rel ated depreciation by the taxpayer
who does its own construction work maintains tax parity
with the taxpayer who has its construction work done by
an i ndependent contractor. The depreciation on the
contractor’s equi pment incurred during the performance
of the job will be an elenent of cost charged by the
contractor for his construction services, and the
entire cost, of course, nust be capitalized by the

t axpayer having the construction work perfornmed. The
Court of Appeals’ holding [that the taxpayer could
currently deduct the depreciation expense] would | ead
to disparate treatnment anong taxpayers because it woul d
allow the firmw th sufficient resources to construct
its own facilities and to obtain a current deduction,
wher eas another firmw thout such resources woul d be
required to capitalize its entire cost including
deprecation charged to it by the contractor.

ld. at 14. To clarify, the Suprene Court was concerned that the

tax treatnment of construction-rel ated depreciation should be the

sane between: (1) A taxpayer who constructs its own capita
asset; and (2) a taxpayer who hires a contractor to construct a
capital asset, and thus bears the burden of that depreciation
t hrough the price charged by the contractor for his construction
servi ces.

Respondent attenpts to extend the tax parity rational e of

| daho Power Co. v. Conmm ssioner, supra, beyond what the Suprene

Court intended. Using the MCl Denver-El Paso conduit
installation project as an exanple, respondent states:
Qnest * * * had available for its own use or future

sale to other custoners three buried conduits conpared
to MCI’s one identical conduit on the Denver to El Paso
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route. Under its nethod, Quwest’s tax basis per conduit
mle in each of its three conduits is $6,967 (including
capitalized interest). M, on the other hand, paid
Quest approximately $32 million for its one conduit
that covered 761 mles * * *, So MCl's tax basis per
mle in the identical asset is $41,694. This is six
tinmes Qrvest’s basis for the identical asset.

* * * * * * *

This huge disparity in tax basis of identical
assets between Qwest’s assets and those of its
custoners results in Qwmest having an enornous
conpetitive advantage in the industry. Wth this
situation, Qwest is in a position to either price its
services lower than its conpetitors, to the
conpetitors’ detrinment, or to reap a nuch higher
percentage profit than its conpetitors for providing
identical services. * * * such a situation violates the
basic principle of taxpayer parity as espoused by the
Suprene Court in Idaho Power and is a powerful
i ndi cation of the unreasonabl eness of Qmest’s
increnental nethod * * *

| daho Power Co. v. Conm ssioner, supra, does not stand for the

proposition that taxpayers’ bases in identical property should be
the sane, nor does it stand for the elimnation of the
conpetitive advantage a taxpayer may have by constructing its own
capital assets.

The principle of taxpayer parity found in | daho Power Co. V.

Conm ssi oner, supra, is not the sanme as conpetitive equality.

Qnest’ s conpetitive advantage did not arise fromthe use of its
increnental cost allocation nmethod, but was a function of its
busi ness nodel and of the resources it had available. W find
that Qnest’s increnmental cost allocation nethod does not violate

the principle of taxpayer parity.
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D. Econom c Reality of Oamest’s Conduit Installation
and Fiber Pulling Projects

Petitioners argue that Qmest’s increnental cost allocation
met hod i s reasonabl e because it reflected Qrvest’ s deci si on-maki ng
process and was based on the economc reality of the
transactions. However, respondent contends that Qwmest’s
increnmental cost allocation nmethod did not accurately reflect its
busi ness strategy.

1. Respondent’s Characteri zation of Omest’s Busi ness
Strategy

Respondent argues that Qwmest’s business strategy during the
years in issue was to becone a full-service tel ecomuni cations
conpany, and that obtaining third-party contracts was sinply a
means of financing the building of a nationw de fiberoptic
network. Respondent cites Qmest’s 1995 five-year plan, which
states: “The primary business focus of [Qvwest] is to create a
nati onw de, owned, facility based network and utilize it to carry
profitable, revenue traffic.” Respondent asserts that the other
transactions during the years in issue support respondent’s
characterization. Respondent also notes that Qwest offered
t el ecomuni cati ons services during the years in issue.
Respondent’s argunment is based in large part on hindsight, as it
| ooks at the devel opnent of Qaest subsequent to the years in

i ssue, not as Qmest was operating during the years in issue.
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No five-year plans were ever adopted by Qmest’s Board of
Directors. Further, M. Anschutz, M. O Callaghan, M. Pearce,
and other witnesses credibly testified that Qwvest’s goal during
the years in issue was not to becone a full-service
t el ecomruni cati ons conpany. M. Anschutz testified that “Qur
intent was to make contracts with buyers for segnents of
construction along the railroad and, if we could, to nmake noney
on those contracts for construction and, in the process, |ay
increnental conduit, or in sone case fiber, as we went.” VWile
many of Qaest’s other transactions indicate that Qwmest’s business
was expandi ng during the years in issue, these transactions do
not contradict the witnesses’s testinony. Many of the
transactions were entered into to service Qwest’s existing
t el ecomruni cati ons service custoners. \Wen questioned about the
t el ecommuni cations services offered during the years in issue,
M. Anschutz explained that those services were “an experinent
during the years in issue--yes there were substantial revenues,
but even larger |osses, and that’s why the experinent was shut
down.”

It is not clear fromrespondent’s argunment how, if we were
to accept his characterization of Qrvest’s business strategy, this
woul d i npact the reasonabl eness of Qaest’s increnental cost
allocation nethod. Presumably, it would cast doubt on

petitioners’ characterization of the economc reality of their
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transactions or on the anbunt of costs allocated to Qnest’s
retained conduits. Nevertheless, for the above-stated reasons,
we do not accept respondent’s characterization of Qaest’s

busi ness strategy.

2. Petitioners’ Characterization of Omest’s
Tr ansacti ons and Deci si on- Maki ng Process

Petitioners contend that Qmest’s increnental cost allocation
met hod refl ected Qnest’ s deci si on-nmaki ng process and the econom c
reality of the underlying transactions. Specifically,
petitioners state:

Under its long-termcustonmer contracts, Qwmest obligated
itself to incur costs to satisfy its contractua
obligations, and then deci ded whether to make the

i ncremental investnent necessary to install additional
enpty conduits or fibers. |In other words, Quest’s
basi ¢ approach was to get a custoner to pay enough to
justify installing and selling the conduit the custoner
want ed, and then to consider whether to incur the
l[imted incremental risk of installing additional
conduit for its own potential future use or sale. * * *
Qnest’s cost allocation was entirely consistent with
its business strategy.

As di scussed bel ow, respondent argues that several facts
contradict petitioners’ characterization.

a. Ceneral Procedure Foll owed by Oaest

The parties stipulated that Qwest generally foll owed the
sanme procedure in its conduit installation projects: (1) Quwest
contracted wwth a third-party custonmer for installation of
conduit over a certain route; (2) conduit was installed al ong

Southern Pacific’'s or other railroad conpanies’ rights-of-way;
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(3) Qnest received cash conpensation or DS-3 capacity for
installing the conduit; and (4) Qeaest sinultaneously installed
and retained additional conduits for its own potential future use
or sale. Wth respect to the IRU projects, Qunest: (1)
Contracted with WorldComto pull a certain nunber of fibers; and
(2) instead of pulling a fiberoptic cable with just enough fibers
to satisfy the I RU agreenent, Qmest pulled a fiberoptic cable
with additional fibers for its own potential future use or sale.

b. Omvest’s Primary Focus

Petitioners argue that Qwmest would not have installed the
additional conduits or pulled additional fiber w thout first
having the third-party custonmer contracts in place. Respondent
argues that Qwest’s primary focus was not the installation of
conduit or pulling of fiber for third-party custoners, pointing
to the two projects wwth no third-party custoner contracts in
pl ace. 2°

During the years in issue, Qwest engaged in nine conduit
installation projects for third-party custonmers? and three IRU

projects for WorldCom In each instance, Qrest made the deci sion

2% 1t is inportant to note that the cost allocations with
respect to these two projects are not at issue; respondent only
uses themto question Qnest’s increnental cost allocation nethod
utilized in the projects in issue.

26 As noted supra, Quwest actually engaged in 12 such
conduit installation projects, but only 9 of these projects are
still in issue.
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to install additional conduit or pull additional fiber only after
the custonmer contract was entered into. Petitioners’ wtnesses
credibly testified that Qwest would not have installed conduit or
pulled fiber for its own potential future use or sale w thout the
third-party custoner contracts. The Cal Fiber project and the
Dal | as- Houst on Project do not cast doubt on this decision-nmaking
appr oach.

In the Cal Fiber project, Qmnest |inked unconnected segnents
of enpty conduit that were previously installed and retained by
Qnest as part of the Coast Route Project. As part of the Ca
Fi ber project, Qnest laid 153 new mles of conduit to conplete a
fiberoptic systemfromRoseville, California, to Los Angel es,
California. The Coast Route project was the first project in
whi ch Qnest sinultaneously installed conduits for third-party
custoners and nultiple conduits for its own potential future use
or sale. As a result of the Coast Route project, Qunest obtained
several unconnected segnents of enpty conduit along the Coast
Route. Petitioners argue that installing conduit to connect
t hese segnents was not a departure from Qaest’s normal business
strategy because Qnmest was installing only small portions of
conduit to connect a nuch bigger systemof conduits. The cost
was relatively nodest, and Qwest took the risk because a
connected fiberoptic systemcould potentially have a nuch hi gher

val ue.
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In the Dall as-Houston project, Qwest installed 270 m | es of
conduit, pulled fiber, and Iit the fiber without a third-party
contract in place. Petitioners explain that this was not a
departure from Qrest’ s normal business strategy because Qnest
began construction only after managenent assured M. Anschutz
that WI Tel would purchase the conduit. Subsequently, W] Tel
purchased the Dal | as- Houston conduit system

The Cal Fiber and Dal | as- Houston projects were departures
fromQwest’'s general conduit installation and fiber-pulling
procedures. However, the significance respondent attaches to the
departures is not justified. The testinony shows that the
projects were consistent with Qwmest’s overall business strategy
of installing conduit or pulling fiber only when the risk of
doing so could be limted. These projects do not suggest that
Qnest’s primary focus in the projects at issue was its retained
assets rather than the conduit installed or fiber pulled for the
third-party custoner, as respondent contends.

Accordingly, we find that Qwest’s primary focus in its nine
conduit installation projects and three IRU projects was the
third-party custoner contracts. But for the existence of the
third-party contracts, Qwaest would not have installed additional

conduit or pulled additional fiber.
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C. Al l ocation of Costs Necessary to Conplete the
Third-Party Customer Contracts to Those
Contracts

Because certain costs were necessary to conplete the third-
party customer contracts, regardless of how many additi onal
conduits or fiber were installed or pulled, Qwmest allocated those
costs to third-party custoner contracts. Petitioners argue that
this is consistent with the economc reality of the transactions
because Qnest woul d not have incurred the costs absent the
custoner contract. Respondent recognizes that Qwvest had to incur
certain fixed costs regardl ess of whether one conduit is
installed (or a 24-fiber cable is pulled), or nultiple conduits
are installed (or a cable with nore than 24 fibers is pulled)
si mul t aneously. However, respondent argues that a portion of the
fi xed costs, such as the costs of digging a trench and the costs
associated with perfecting Qwest’s rights-of-way, should al so be
all ocated to the retai ned assets because those costs al so benefit
the retained assets. Further, respondent argues that a portion
of cost adjustnents based on terrain and budget overruns should
al so be allocated to Qumest’s retai ned assets.

As found above, Qnest woul d not have install ed additional
conduit or pulled additional fiber wthout first securing the
custoner contract. Accordingly, we find that Qwest’s all ocation

of those costs to only the custoner contract was consistent with
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Qnest’ s deci sion-maki ng process and the economc reality of the
transacti ons.

d. Al l ocation of Increnental Costs to Oanest’s
Ret ai ned Assets

Qnest allocated only the direct costs of material and an
increnental portion of |labor and indirect costs to its retained
conduits. Wth respect to the retained fiber, Qnest allocated
only the increnental costs of installing any additional conduits
and endlinks and the costs of the retained fiber and of splicing
and testing that fiber. Petitioners argue that the allocation of
these costs is consistent with the economc reality of the
transacti ons because these costs were the only additional costs
incurred by Qwest as a result of its decision to install
additional conduit or pull additional fiber. Further,
petitioners argue that the allocation also reflected Qunest’s
Wil lingness to incur only an increnmental risk by installing the
retai ned assets. Respondent does not contest that at |east these
costs should be allocated to Qmvest’ s retai ned assets. However,
respondent questions how Qrmest arrived at its increnental base
rate.

Before the years in issue, Qwest acted primarily as a
general contractor and subcontracted nost of the construction
work out to third parties. Bids submtted by subcontractors to
install only one conduit, when conpared to the bids to instal

multiple conduits, indicated that the third-party subcontractors
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increased their bid on an increnental basis when nore conduits
were added. Qwest used this idea as the foundation for its
i ncremental cost allocation nethod and the devel opnment of its
i ncrenental base rate.

M. O Callaghan and M. Pearce devel oped an increnental base
rate of $6,019 per conduit mle. The increnmental base rate
included: (1) $2,376 for conduit material, assuming a cost to
Quest of 45 cents per foot; (2) $370 for other material rel ated
to installation; (3) $2,640 for |abor attributable to the
installation of the additional conduit; (4) $581 for equi pnent
costs; and (5) $53 for overhead. The increnental base rate did
not include costs such as those for of digging the trench or for
perfecting the rights-of-way, nor was it adjusted to reflect cost
i ncreases based on terrain or budget overruns.

First, respondent questions the devel opment of the
increnental base rate, inplying that Qwest arbitrarily arrived at
$6,019. M. O Callaghan and M. Pearce testified that they
| ooked at all costs associated with the installation of conduit
to determ ne what costs were fixed and what costs increased when
nore conduits were added. They then | ooked at the costs that
i ncreased, such as | abor, equipnent costs, and overhead, and cane
up with the average cost increase per conduit mle when
additional conduits were installed. To this figure, they added

t he average cost of conduit material to arrive at $6,019. M.
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Pearce testified that their calculations were reflected on
spreadsheets on his | aptop conputer, and when he retired in 1999,
he returned the conputer to Qaest. Qaest could not find the
spreadsheets. Despite the m ssing underlying spreadsheets, we
find that M. O Callaghan and M. Pearce credibly justified
Qnest’s use of an increnental base rate of $6, 019.

Respondent al so questions why the increnental base rate did
not include the costs of digging the trench, costs associ ated
with perfecting rights-of-way, and why the base rate was not
adjusted to reflect cost increases based on terrain or budget
overruns. However, respondent recognizes that Qwvest had to incur
t hese costs regardl ess of whether one conduit or multiple
conduits were installed. As found above, because Qunest was
obligated to incur these costs to performits customer contracts,
allocating all of these costs to the customer contracts reflects
the economc reality of the projects.

Because Qnest incurred only certain increnental costs to
install additional conduit or pull additional fiber, and because
Qvest was willing to incur only limted risk to do so, we find
that Qwest’s allocation of only those costs to its retained
assets was consistent with Qrest’s deci sion-nmaki ng process and

the economc reality of the transactions.
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Wth regard to the projects in issue, petitioners have shown
t hat Qwest would not have installed additional conduit or pulled
additional fiber without first securing a custoner contract.
Qnest’s allocation of all costs necessary to conplete the
custoner contract to that contract is consistent with Quwest’s
busi ness strategy. Qmest’s allocation of the increnental costs
to its retained assets reflects the risk involved with and the
incremental cost of installing those assets. For these reasons,
we find that Qwvest’s increnental cost allocation nmethod is
consistent with its business strategy because it reflects Qunest’s
deci si on- maki ng process and the economc reality of the projects
at issue.

3. Expert Testi nony

Petitioners’ cost accounting expert, Professor Charles E
Hor ngren (Professor Horngren), is the Ednund W Littlefield
Prof essor of Accounting, Eneritus, at Stanford University. He
has been a professor for nore than 37 years and his cost
accounting treatise, originally published in 1962, is currently
inits 12th edition. In Professor Horngren s expert opinion,
when costs are allocated consistently with one’ s business
strategy, the allocations are reasonable. In his expert report,
Pr of essor Horngren expl ai ns:

The basic Qwest idea was to get a custonmer who
pays enough to justify installing and selling one
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conduit. Wthout that custoner, investnents in

additional retained conduits are too great in anount,

particularly when the potential benefit is so risky. *

* * On the other hand, the increnental expected costs

are sufficiently low to warrant accepting the risks.

In short, the business strategy is buttressed by cost

al l ocations that encourage prudent risk-taking. * * *

Because its cost allocations harnonized with sound

busi ness strategy, Qnest adopted a reasonabl e

al I ocati on net hod.
Prof essor Horngren's expert testinony strongly supports the
reasonabl eness of Qmest’s increnental cost allocation nethod.

Prof essor Wight, respondent’s accounting expert, did not
conclude that Qmest’s increnental cost allocation nethod was
unr easonabl e. ?”  As descri bed above, Professor Wight testified
that if the future economc value of the retained property is
uncertain, an increnental cost allocation nmethod nay be
appropriate. Because petitioners have established that the val ue
of Qrest’s retained conduit was uncertain, Professor Wight's
testinony al so supports the reasonabl eness of Qaest’s increnental
cost allocation nethod.

4. Concl usi on

Because Qnest’s increnental cost allocation nethod was based
on the economc reality of the projects in issue, consistent with
its decision-making process, and supported by expert testinony,

we find that there was a logic to it and a sound basis and

21 Respondent al so introduced the expert report of John C
Donovan. However, M. Donovan’s report focused |largely on FCC
regul ations that were not applicable to the years in issue. For
this reason, we did not consider his report.
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justification for it. Petitioners have net their burden of
proof. Therefore, we hold that Qwmest’s increnental cost
allocation nethod is a reasonable allocation nethod for purposes
of sections 1.263A-1(e)(3)(i) and 1.451-3(d)(6)(ii), Income Tax
Regs.

V. dCdear Reflection of Incone and Respondent’s Average Cost
Al |l ocati on Met hod

Respondent argues that under section 446(b), respondent may
change Qunest’s net hod of accounting to an average cost allocation
met hod. Respondent’s sole basis for this position is that,
because Qnest’s increnental cost allocation nethod fails to neet
t he reasonabl eness requirenent of section 1.263A-1(f)(4) and
(9)(3), Incone Tax Regs., Qmest’s nethod of accounting does not
clearly reflect incone.

Under section 446(a), a taxpayer nay conpute its taxable
i nconme under the nmethod of accounting it regularly uses to
conpute its incone in keeping its books. However, section 446(Db)
vests the Conmm ssioner wth broad discretion to change the
t axpayer’s nethod of accounting if he determ nes that the
taxpayer’s particular nmethod of accounting fails to clearly

reflect incone. Thor Power Tool Co. v. Conm ssioner, 439 U S

522, 532 (1979); Brown v. Helvering, 291 U S. 193, 203 (1934);

Bank One Corp. v. Conmm ssioner, 120 T.C. 174, 287-288 (2003);

Ansl| ey- Sheppard- Burgess Co. v. Conmi ssioner, 104 T.C. 367, 370

(1995); see also sec. 1.446-1(a)(2), Inconme Tax Regs.
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CGenerally, the Comm ssioner’s determ nation under section
446(b) is to be respected unless it is found to be an abuse of

di scretion. Exxon Mobile Corp. v. Conmm ssioner, 114 T.C 293,

324 (2000); Ansl ey-Sheppard-Burgess Co. v. Conm ssioner, supra at

371. In reviewng the Conm ssioner’s determ nation, the function
of the Court is to determ ne whether there is an adequate basis

in law for the Conmm ssioner’s concl usi on. RCA Corp. v. United

States, 664 F.2d 881, 886 (2d G r. 1981); Ansl ey-Sheppard-Burgess

Co. v. Comm ssioner, supra at 371. Finding that the Conm ssioner

abused his discretion under section 446(b) is not preconditioned
on finding that the taxpayer’s nethod clearly reflects incone.

See Bank One Corp. v. Commi ssioner, supra at 289.

Section 1.263A-1(g)(3), Incone Tax Regs., does not require
t hat the reasonabl eness standard of section 1.263A-1(f)(4),
| ncone Tax Regs., be applied to first |level cost allocations
under sections 1.263A-1(e)(3)(i) and 1.451-3(d)(6)(ii), Incone
Tax Regs. As held above, Qunest’s increnmental cost allocation
met hod is a reasonabl e allocation nethod for purposes of sections
1. 263A-1(e)(3) (i) and 1.451-3(d)(6)(ii), Income Tax Regs. For
t hese reasons, respondent’s sole basis for arguing that Qnest’s
met hod of accounting does not clearly reflect inconme necessarily
fails. Respondent’s determ nation that Qwmest’s increnental cost
allocation nethod fails to clearly reflect inconme does not have

an adequate basis in the law. Therefore, we hold that respondent
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abused his discretion and may not change Qmest’s increnental cost
all ocation nethod to an average cost allocation nethod under
section 446(b).

V. Concl usi on

Petitioners have nmet their burden of proving that Qwest’s
increnental cost allocation nethod is a reasonabl e allocation
met hod for purposes of sections 1.263A-1(e)(3)(i) and 1.451-
3(d)(6)(ii), Income Tax Regs. Additionally, respondent’s
determ nation that Qwest’s increnental cost allocation nethod
failed to clearly reflect incone was an abuse of discretion, and
t hus respondent may not change Qmest’s nethod to an average cost
met hod.

I n reaching our holdings, we have considered all argunents
and contentions nmade, and, to the extent not nentioned, we
conclude that they are noot, irrelevant, or wthout nerit.

To reflect the foregoing and the concessions of the parties,

Deci sion will be

entered under Rul e 155.




