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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

SWFT, Judge: For 1990 through 1993, respondent

determ ned deficiencies in petitioner’s Federal incone taxes and

additions to tax as foll ows:



Additions to Tax

Year Defi ci ency Sec. 6651(a) (1) Sec. 6656
1990 $ 5,823 $ 1,456 $ 582
1991 136, 238 34, 060 13, 624
1992 479, 445 119, 861 47, 945
1993 265, 732 66, 433 26,573

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

After concessions, the issues for decision are whether,
under sections 894, 1441, and 1442 and under a treaty between the
United States and Canada, interest paid by petitioner is subject
to withholding tax and whether petitioner is liable for additions
to tax for failure to tinely file withholding tax returns and for

failure to make deposit of w thhol ding taxes.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme the petition was filed, petitioner’s principal
pl ace of business was |located in Ontario, Canada. Petitioner
(Del Commercial) was incorporated in the State of Illinois. De
Comrercial invested in and owned industrial real property |ocated
in the United States and | eased the property to tenants.

In 1990, Del Commercial participated in a series of rel ated
and essentially sinultaneous financial transactions with a nunber

of its affiliated foreign corporations. As set forth in the
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chart bel ow, Del Comrercial was a fourth-tier subsidiary of the
affiliated group of corporations. For each of the affiliated
corporations reflected in the chart below, we indicate the nane
of the corporation and in parentheses the place of incorporation.
Unless qualified in the footnote to the chart, each arrow

reflects 100-percent ownership and voting control of each |ower

| evel corporation.

DL Shekels Holdings
Ltd. (Canada)

- \\A
Rayel Construction AEL Ventures Tridel Corp.
Ltd. (Canada)* (Canada) (Canada) *
e ~
s A
Delcom Financial Delcom Properties,

v

Delcom Heldings
Ltd. (Canada)*

|
k Ltd. (Canada) Inc. (Canada)*
\
/

La Habra Developments Delcom Cayman Ltd.
Ltd. (Canada)* (Cayman Islands)

| ]

4 A 4
Canamer Corp. of Coloradoe Delcom Antilles N.V,
(United States) (Netherlands Antilles)

T T

\ v
Del Commercial Properties, Tnc. Del Investments Netherlands
(United States), Petitioner B.V. (Netherlands)

Wth regard to Del com Properties, Inc., Rayel Construction Ltd., and Tride
Corp., the evidence suggests the possibility of sone minority ownership. For
1991 and subsequent years, Rayel Construction Ltd. owned 63.5 percent of La

Habra Devel opnents Ltd., and Del com Hol di ngs Ltd. owned the remaining 36.5
percent.
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Tridel Corp. (Tridel) provided overall managenent and
planning for all of the affiliated corporations.

In 1990, Del Commercial needed funds to refinance and to make
i nprovenents to sone of its real property located in the United
States. In order to obtain the necessary funds, officers of
Tridel, acting on advice of an accounting firm initiated and
pl anned the foll ow ng essentially sinultaneous transactions.

On July 18, 1990, the Royal Bank of Canada (Royal Bank), an
i ndependent Canadi an commerci al bank, lent $14 million! to Del com
Fi nancial Ltd. (Delcom Financial) at an interest rate based on a
specified bank prime interest rate plus one-half percent per
annum payable in 20 approxi mately equal quarterly installnents
due in full on July 15, 1995 (Royal Bank | oan).

On July 18, 1990, Del com Fi nanci al purportedly nade an
unsecured |l oan to Del com Hol di ngs Ltd. (Del com Hol dings) in the
principal anmount of $14 million at the same bank prinme interest
rate plus five-eights percent per annum Del com Hol di ngs i ssued
a promssory note to Del com Financial in exchange for the
pur ported | oan.

On July 18, 1990, Del com Hol di ngs purportedly contributed $14
mllion to Del com Cayman Ltd. (Del com Cayman) in exchange for
common shares of stock in Delcom Cayman. Del com Cayman then

purportedly contributed $14 mllion to DelcomAntilles N. V.

1 Al references to dollars are to U. S. doll ars.
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(Del com Antilles) in exchange for common shares of stock in
Del com Antilles, and Del com Antilles purportedly contributed $14
mllion to Del Investnments Netherlands B.V. (Del Netherlands) in
exchange for common shares of stock in Del Netherlands. De
Net her| ands al so executed a witten guaranty that guaranteed
repaynment of the $14 million Royal Bank | oan.

Del Netherlands maintained a small office in Barbados with
one part-time officer who did not have any substantive duties or
responsibilities. Oher than a few purported | oans to nenbers of
the affiliated group of corporations, Del Netherlands conducted
m ni mal business activity and had negligi ble assets and
consequent|ly had no independent credit standing outside the
affiliated group of corporations.

On July 19, 1990, as an integral part of and dependent upon
t he above transactions that occurred on July 18, 1990, De
Net herl ands purportedly lent $14 mllion to Del Conmercial. This
purported | oan was reflected by a demand prom ssory note of De
Commercial in favor of Del Netherlands wth stated interest at a
specified bank prime interest rate plus 1% percent per annum
payable in 20 quarterly installnents and due in full on July 15,

2015.2 As part of this transaction, a security agreenent and a

2 Del Commercial’s prom ssory note indicates that sone
interest was to be paid nonthly.
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general assignnent of rents were entered into between Del
Commerci al and Del Netherl ands.

Al so as security for the $14 mllion Royal Bank |oan, De
Commerci al executed a docunent | abel ed "Undertaki ng" which
reflected Del Commercial’s obligation to allow Royal Bank to
pl ace a nortgage on Del Comrercial’s real property located in the
United States, and it required Del Commercial to provide to Royal
Bank annual financial statenents, to insure its real property, to
assign the insurance policies to Royal Bank, to defer paying
di vidends to sharehol ders, and to pay to Royal Bank on the $14
mllion Royal Bank | oan proceeds from sale of any of De
Commercial’s real property.

On January 1, 1991, Del Commercial began maki ng paynents on
the $14 mllion | oan Del Commercial purportedly had received from
Del Netherlands. |In each year from 1991 to 1993, Del Commerci al

made the followi ng total paynents on the $14 mllion loan it had

recei ved:
Year Pri nci pal | nt er est Total Paynents
1991 $ 28, 062 $ 881, 938 $ 910, 000
1992 442, 329 3, 153, 283 3, 595,612
1993 866, 998 1, 683, 002 2, 550, 000

Del Commerci al and Del Netherlands recorded the | oan paynents on
their respective books and records as having been nade by De

Commercial to Del Netherl ands.
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For 1991 through June 1992, Del Netherlands transferred the
funds received fromDel Commercial either to Del com Hol di ngs or
to Del com Financial. The funds were used to pay principal and
interest owed on the $14 mllion Royal Bank | oan.

In July of 1992, because of concern of Royal Bank over
paynents due on its $14 mllion | oan, Del Conmercial began to
make the | oan paynents due on the loan it had purportedly
received fromDel Netherlands directly to Del com Fi nanci al
bypassi ng Del Netherlands and Del com Hol di ngs, and Del com
Fi nanci al then forwarded funds to Royal Bank in paynment on the
Royal Bank | oan. On Del Commercial’s books and records, those
| oan paynents were still recorded as having been nade to De
Net her | ands.

On Decenber 4, 1992, Del com Fi nanci al and Royal Bank anended
the ternms of the original $14 million Royal Bank |oan. The
anendnent, anong other things, increased the interest rate
charged on the loan by 1 percent. Also, under the anended | oan
agreenent, Tridel added its guaranty on the Royal Bank | oan.

For 1990 through 1993, Del Commercial did not file U S.
Federal w thholding tax returns with respect to the interest
paynments in issue.

On audit, respondent determ ned that the substance of the $14
mllion loan to Del Commercial reflected a | oan not from De

Net her|l ands, but from Del com Fi nancial, and therefore that the
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i nterest paynents Del Commercial nmade on the | oan shoul d be
treated as havi ng been nade by Del Commercial to Del com Fi nanci al

and as subject to w thhol ding tax.

OPI NI ON

Under section 881(a), foreign corporations which receive
interest income fromU. S. payors (that is not effectively
connected with conduct of a trade or business within the United
States) are liable for a tax of 30 percent of the interest
received. U S. taxpayers who pay the interest to the foreign
corporations generally are required to wthhold the 30-percent
tax frominterest paynents made to the foreign corporations. See
secs. 1441 and 1442. U.S. taxpayers who are required to wthhold
t he 30-percent tax and who fail to do so becone personally liable
for the withholding tax. See sec. 1461.

Under section 894, U S. treaty provisions may nodify the
I nt ernal Revenue Code, including the w thhol ding tax provisions.
For the years at issue, under a treaty between the United States
and Canada (U. S.-Canada Treaty), interest paynents made by U. S.
t axpayers to Canadi an corporations are subject to tax at a rate
not exceedi ng 15 percent if the Canadi an corporations are the
beneficial recipients and owners of the interest incone. See
Convention on Taxes on Inconme and Capital, Sept. 26, 1980, U. S. -

Can., art. XlI, T.1.A S. No. 11087.
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Al so, under a treaty between the United States and the
Net herl ands (U. S.-Netherlands Treaty), interest paynents nade by
U.S. taxpayers to Netherlands corporations are exenpt fromtax by
the United States. See Suppl enmentary Conventi on on Taxes on
| ncone and Ot her Taxes, Dec. 30, 1965, U S.-Neth., art. VI, 17
U S T. 896, 901

US tax |laws and treaties, however, do not recognize as
valid for tax purposes shamtransactions or transactions that

have no economni ¢ substance. See G eqgory v. Helvering, 293 U S.

465, 470 (1935); Johansson v. United States, 336 F.2d 809, 813

(5th Cr. 1964). Even legitimte corporations may engage in sham

transactions. See Knetsch v. United States, 364 U.S. 361, 366

(1960).
Al so, under various applications of the step-transaction
doctrine, a series of formally separate steps may be col |l apsed

and treated as a single transaction. See Penrod v. Conm Ssioner,

88 T.C 1415, 1428 (1987). A series of steps nmay be coll apsed
and treated as one if at the tinme the first step was entered into
there was a binding commtnent to undertake the | ater step
(binding-commtnent test), if separate steps constitute
prearranged parts of a single transaction intended to reach an
end result (end-result test), or if separate steps are so

i nt erdependent that the legal relations created by one step would
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have been fruitless without a conpletion of the series of steps
(mutual -i nterdependence test). See id. at 1429-1430; Custom

Chrone, Inc. v. Conm ssioner, T.C Meno. 1998-317, on appeal

(9th Cr., Nov. 9, 1998).
We have applied the step-transaction doctrine to disregard
the use of internediaries and conduits for Federal tax purposes.

See Packard v. Comm ssioner, 85 T.C 397, 420 (1985); D Angelo

Associates, Inc. v. Comm ssioner, 70 T.C 121, 129 (1978); Gaw V.

Comm ssioner, T.C Meno. 1995-531, affd. w thout published

opinion 111 F. 3d 962 (D.C. Cr. 1997).

Back-to-back | oans simlar to those involved herein between
U.S. corporations and related foreign corporations and between
the foreign corporations and their indirect foreign parent
corporations have been held to represent nere conduits for the
passage of interest paynents, and in such situations we have
i nposed withholding tax liability on the U S. corporate payors.

See Aiken Indus., Inc. v. Comm ssioner, 56 T.C 925, 934 (1971).

Respondent argues that in substance the interest paynents in
i ssue made by Del Commrercial were paid to Delcom Financial, a
Canadi an taxpayer, with regard to the $14 nmillion Royal Bank | oan
and therefore that Del Commercial, under the U S. -Canada Treaty,
is liable for a 15-percent wi thholding tax on the interest

paynents.
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Del Conmercial argues that the interest paynments were nade to
Del Net herl ands, a Netherlands corporation, and therefore that
under the U.S.-Netherlands Treaty the interest paynents are
exenpt fromU. S. w thhol di ng tax.

Regardl ess of which theory is used under the step-transaction
doctrine, the facts in this case result in the sane concl usion.
The facts reflect a step transaction created sinply to bypass
U S. withholding tax. Del Netherlands had m ni mal assets, and
Del Netherlands had only transitory possession of and no control
over the $14 million | oan proceeds as the proceeds were passed
from Del com Financial to Del Commercial. Apart fromthe
purported $14 nmillion loan to Del Commercial, Del Netherl ands
engaged in mninmal business activity, and the Barbados branch of
Del Netherlands had no officer with any substantive duties or
responsibilities.

Royal Bank, the independent third-party |ender which
ultimately provided the $14 nmillion, exacted guaranties from De
Comrerci al and nortgages or deeds of trust on Del Conmercial’s
U S real property, establishing the |Iink between the | oan
paynments Del Commercial nmade and the Royal Bank | oan. De
Net her| ands passed on the | oan paynments received from De
Commercial to its affiliated Canadi an corporations in order to
service the $14 mllion Royal Bank |oan. After July of 1992, De

Comrerci al bypassed Del Netherlands conpletely and nmade the | oan
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paynments directly to Delcom Financial. Del Netherlands acted as
a nmere shell or conduit wth respect to the interest paynents De
Commercial made. In substance, Del Commercial received the $14
mllion |loan from Del com Fi nanci al and nade the | oan paynents to
Del com Fi nanci al, a Canadi an corporation. Del Comrerci al
therefore is liable for the withhol ding taxes determ ned by
respondent.

Northern Ind. Pub. Serv. Co. v. Conmm ssioner, 105 T.C 341

(1995), affd. 115 F.3d 506 (7th Cir. 1997), on which De
Comrercial relies, is distinguishable. That case involved a | oan
to a US. corporation froma foreign subsidiary corporation using
funds obtained fromunrelated parties on the Eurobond market. In
the transaction at issue in the instant case, the participation
of Del Netherlands had no purpose other than avoi dance of

wi thholding tax. Even the interest-rate spread that De

Net herl ands was to earn was elimnated in 1992 when the interest
rate of the Royal Bank |oan was increased to 1% percent.

Northern Ind. Pub. Serv. Co. provides no support for De

Commer ci al .

Under section 6651(a)(1), an addition to tax is inposed for
failure to file a tax return, and under section 6656, an addition
to tax is inposed for failure to tinely deposit a tax due in a
Government depository, unless it is shown that such failures were

attri butable to reasonabl e cause and not to willful neglect. De
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Comrerci al has not presented any credi bl e argunent that the
failure to file and the failure to tinely deposit w thhol ding
taxes due on interest paid on the $14 nmillion | oan were
attributable to reasonabl e cause. Respondent’s determ nati ons of
the additions to tax are sustai ned.
To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




