T.C. Meno. 1999-247

UNI TED STATES TAX COURT

EXXON CORPORATI ON AND AFFI LI ATED COVPANI ES, Petitioners v.
COWM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 18618-89, 18432-90. Filed July 28, 1999.

Robert L. Moore Il, Frederick H Robinson, Lisa F. Opoku

and Jordan L. Klingsberg, for petitioners.

Allan E. Lang, Christopher Fisher, and Todd Ludeke, for

respondent.

MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

SWFT, Judge: The issue for decision is the proper accrual,
under the all-events test of section 461, of approximtely

$900 million in interest expense relating to increases in



petitioners' Federal incone taxes for the years 1972 through
1978.1
Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the years in issue.

FI NDI NGS OF FACT

During the years in issue, petitioners constituted an
affiliated group of nmore than 175 U. S. and 500 foreign subsidiary
corporations. Petitioner Exxon Corp. was the comon parent of
the affiliated group. Hereinafter, petitioners will be referred
to sinply as Exxon

The busi nesses in which Exxon was engaged primarily invol ved
expl oration, production, transportation, and sale of crude oi
and natural gas and manufacture of petrol eum products.
Addi ti onal businesses in which Exxon was engaged i nvol ved
exploration and m ning of coal and uranium production of nuclear
fuel, and businesses unrelated to the energy field such as
manuf acture and sal e of office supply equi prment.

Exxon constituted one of the |argest groups of industrial
corporations in the United States.

Exxon filed consolidated U S. corporation incone tax

returns. The preparation of Exxon’ s consolidated corporation

! O her issues were tried and briefed separately and wll be
t he subj ect of separate opinions.
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incone tax returns constituted a tinme-consumng and difficult
undertaking for enployees, accountants, and other tax

prof essionals and staff hired by Exxon for that purpose. The
preparati on of Exxon’s consolidated corporation incone tax
returns was particularly difficult due to the | arge vol une, size,
and variety of the many businesses in which Exxon was engaged,
the quantity of information required for the preparation of the
tax returns relating to the businesses in which Exxon was
engaged, and the significant conplexity of U S. and foreign tax

| aws to which Exxon’ s busi nesses were subject.

Exxon’ s consolidated corporation income tax returns that
were filed with respondent consisted of docunents several feet
thi ck and thousands of pages. During the year and during the
months imredi ately after the end of the year up until the date on
whi ch each of Exxon’s consolidated corporation incone tax returns
was filed, enployees in Exxon's tax departnent gathered
informati on from Exxon's nunmerous subsidiary and affiliated
corporations located in the United States and throughout
the world and prepared and assenbl ed Exxon’s consol i dated
corporation incone tax returns.

In spite of extensive and good faith efforts by Exxon's
enpl oyees to obtain all of the relevant information for
preparati on of Exxon’s consolidated corporation incone tax

returns, by the tine the incone tax returns were due to be filed



with respondent (including extensions of tinme granted by
respondent), much information and many docunents necessary for
Exxon to file with respondent conplete and accurate incone tax
returns were not available to Exxon’s incone tax return
preparers.

After filing the original consolidated corporation incone
tax returns with respondent, Exxon’s enpl oyees responsi ble for
the accuracy and filing of Exxon’s incone tax returns continued
to gather information relating to Exxon’s many busi nesses in the
United States and throughout the world with respect to various
i ncone, expense, and credit itens.

For each of the years 1972 through 1978, respondent's
representatives audited Exxon’s consolidated corporation incone
tax returns. During the audits, Exxon's and respondent's
representatives maintained a relatively open and congeni al
relationship with each other. Respondent's audits conmmenced with
a neeting between representatives of Exxon and respondent during
whi ch gui delines and ground rules for the conduct of the audits
wer e di scussed and agreed upon. Procedures were agreed upon for
t he exchange of information and for the handling of proposed
adj ust nent s.

During the audits, the general intent of Exxon’s and of
respondent’ s representatives was to resol ve by agreenent and

w t hout protest, appeal, or litigation as many adjustnents as



possi ble. No agreenent, however, was entered into or reached
bet ween Exxon’s and respondent’s representatives as to
specifically when and how Exxon’s representatives woul d
communi cate to respondent’s representatives Exxon’s agreenent
with and decision not to protest discrete audit adjustnents.

During respondent’s audits, respondent's representatives
exam ned Exxon’s books and records and, generally through
i nformati on docunent requests (IDR s), requested information and
docunents from Exxon

As adjustnments were identified with regard to Exxon’s
Federal incone tax liabilities, respondent's representatives
woul d prepare and provide to Exxon’s representatives witten
Noti ces of Proposed Adjustnent (Forms 5701) describing the
anounts and nature of the adjustnents.

Al so during the audits, Exxon's representatives would
provide to respondent’s representatives information regarding
i ncone, expense, and credit itens that Exxon's representatives
had identified as not being reflected accurately on Exxon’s
consol i dated corporation income tax returns. Itens so provided
by Exxon’s representatives to respondent's representatives are
referred to by Exxon and herein as “vol unteered” adjustnents.
Sone of the volunteered adjustnents represented adjustnents in

favor of Exxon and sone in favor of respondent.
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Upon recei pt of information regarding vol unteered
adj ustnents, respondent’s representatives would not automatically
accept the proposed adjustnents. Rather, respondent’s
representatives would review, analyze, and audit the information
provi ded by Exxon’s representatives and woul d nake determ nati ons
after discussions and negotiations wth Exxon's representatives
as to the appropriate adjustnents, if any, and respondent’s
representatives woul d propose the adjustnents so determned in

Forms 5701 that were given to Exxon’s representatives.?

2 I DR No. 85 (Trial Exhibit 137), bears upon the so-called
vol unteered adjustnments for the years 1974, 1975, and 1976. It
establishes: (1) Respondent’s representatives' awareness of and
expectation that volunteered adjustnments would be received from
Exxon; and (2) respondent’s and Exxon’s representatives
under st andi ng that respondent's representatives woul d not
automatically accept the information with regard to vol unteered
adj ust ments provi ded by Exxon's representatives but rather would
review and audit the information. Set forth below is |anguage
fromIDR No. 85 describing the information requested of Exxon by
respondent’s representatives:

| DR No. 85, Description of Docunents Requested

(1) After areturn is filed, taxpayers frequently di scover errors
in the return that was filed which include the foll ow ng:

Deducti ons cl ai ned which are not deductible
Deducti ons not clainmed which are deductible
Inconme reported which is not taxable

I ncome not reported which is taxable

Credits not clainmed which should be on the return
Credits cl ai ned which are not proper

NSNS AN AN
D OO T
N e N

(2) Please submt a list of any such itens which have been
di scovered subsequent to the filing of the returns for 1974, 1975,
and 1976.

(3) Please submt a detailed explanation of the itenms under (2) so
this agent can deternmine if the itens should be corrected by
including themin the RAR as an adj ustnent.
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There were | ocated on the original and copy of the Forns
5701 that respondent’s representatives provided to Exxon's
representatives a set of boxes, and Exxon's representatives were
requested to check one of the boxes to indicate whether they
agreed, agreed in part, or disagreed with the proposed
adjustnents and to return to respondent's representatives the
copies of the Form5701. Exxon's representatives, however,
followng a policy decision that had been made, did not indicate
in the boxes or otherwi se on the Forns 5701 whet her or not Exxon
agreed, agreed in part, or disagreed with respondent's proposed
adj ust nent s.

Over the years, Exxon's representatives used different
met hods to communicate in witing to respondent’s representatives
Exxon’s agreenment to specific adjustnents. As indicated, the
Fornms 5701 were not used by Exxon’s representatives to
communi cate to respondent's representatives Exxon’s agreenent to
specific adjustnents. Exxon’s representatives did comunicate in
witing to respondent’s representatives Exxon's agreenent to
certain adjustnents that respondent had raised for the years in
i ssue by entering into witten Form 870 agreenents (Waiver of
Restrictions on Assessnent and Col |l ection of Deficiency in Tax
and Acceptance of Overassessnent) and Form 870- AD agreenents
(O fer to Waive Restrictions on Assessnment and Col l ection of Tax

Deficiency and to Accept Overassessnent) and by making
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concessions or signing witten stipulations of settlenent that
were filed with this Court during pendency of these cases.
Cccasional ly, Exxon's representatives indicated agreenent to
proposed audit adjustnents in their witten responses to IDR s

For each year, nore than 250 audit adjustnents to Exxon's
consol i dated corporation incone tax returns were identified and
proposed by respondent’s representatives.

During respondent's audits of Exxon’s consoli dated
corporation incone tax returns for 1972 through 1978, there were
what Exxon refers to as four major agreed adjustnents that were
identified and rai sed by respondent’s representatives and that,
by the end of each audit, were agreed to by Exxon’s and
respondent’s representatives and that increased Exxon's U S
source incone for each year (the four major agreed adjustnents).
However, in their petitions to this Court with regard to incone
tax deficiencies that respondent determ ned agai nst Exxon for
1979 through 1982, Exxon did object to and did chall enge the
correctness of the four major agreed adjustnents.

The four major agreed adjustnents represent approxi mately
85 percent of the total adjustnents that, by the end of
respondent’'s audits of Exxon for 1972 through 1978, were agreed
to by Exxon’s and respondent’s representatives and that were not

further protested or litigated by Exxon (the agreed adjustnents).
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The agreed adjustnents do not include significant other
adj ustnents that were raised by respondent on audit and that were
protested by Exxon or that were raised by Exxon in clains for
refund and that are still pending in litigation.

A brief description of each of the four major agreed

adjustnents is set forth bel ow

G&&G Cost s

The first of the four major agreed adjustnents relates to
costs of geol ogi cal and geophysical (G&&G activity and the
deductibility of such costs as current business expenses or the
nondeductibility thereof as capital expenditures. &G activity
i nvol ves work of geol ogi sts and geophysicists in obtaining and
anal yzi ng geographi cal seismc data for purposes of identifying
energy-rel ated natural resources.

Cenerally, at the time Exxon’s consolidated corporation
income tax returns were filed, informati on was not yet avail abl e
to Exxon’s geol ogi sts and geophysicists (and therefore it was not
avai l abl e to those individuals preparing and filing Exxon's
income tax returns) as to whether particular G&G costs incurred
in a year resulted in the discovery of comercially exploitable
energy resources. However, on Exxon’s consolidated corporation
income tax returns as originally filed for each year, all of

Exxon’s G&G costs that were incurred in a year were treated by
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Exxon’s income tax return preparers as not resulting in the
di scovery of comercially exploitable energy resources and
therefore as currently deducti bl e busi ness expenses.

During the audits for the years in issue, Exxon's and
respondent’s representatives generally agreed as to the
applicable law relating to the treatnent of G&G costs. They
general ly understood that to the extent they could agree that
information provided during the audits to respondent's
representatives established which particular G&G activity led to
the di scovery of commercially exploitable energy resources, the
related G&G costs woul d be disallowed as current expenses and
woul d be treated as nondeducti bl e capital expenditures.

Upon recei pt during the audits from Exxon's representatives
of information regarding particular &G activity that had
occurred in a year, respondent's representatives would review and
anal yze the information, discuss the information with Exxon's
representatives, nmake inquiries with regard thereto, and
negotiate with Exxon's representati ves over whether such
i nformation established that particular &G activity had or had
not led to the discovery of commercially exploitable energy
resources and whether the related costs should be treated as
ordi nary expenses or as capital expenditures.

The foll ow ng schedule for 1972 through 1978 reflects the

anmount of clainmed G&G costs that, on audit by respondent, were
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di sal l oned and that Exxon’s representatives agreed constituted
nondeducti bl e capital expenditures because they led to

comercially exploitable energy resources that produced incone

for Exxon over the course of a nunber of years:

Year Capitalized &G Costs
1972 $ 2,029, 833
1973 4,114, 117
1974 9, 289, 354
1975 8, 701, 886
1976 9, 359, 770
1977 16, 631, 441
1978 21,757,729

Pr or at abl es Adj ust nent

The second of the four nmajor agreed adjustnents (referred to
by the parties as the “proratables adjustnent”) was made only for
1972 through 1976 and invol ves the characterization or allocation
of certain of Exxon's adm nistrative expenses between U. S. and
foreign sources. Allocations of Exxon's expenses to foreign
sources decreased Exxon's foreign source incone and reduced
foreign tax credits that Exxon could claimagainst its U S tax
liabilities.

Simlar to G&G activity, Exxon’s and respondent’s
representatives generally agreed as to the applicable | aw
relating to the allocation of adm nistrative expenses between
U.S. and foreign sources. Upon receipt during the audits from

Exxon's representatives of information relating to Exxon's
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adm ni strative expenses, respondent's representatives would
revi ew and anal yze the information.

After discussions and negotiations with regard to the
i nformati on, Exxon's and respondent's representatives reached
agreenent as to allocation of Exxon's adm nistrative expenses
between U.S. and foreign sources. Pursuant thereto, Exxon’s
prorat abl e expenses were reallocated to Exxon’s foreign source

incone in the foll owi ng anounts:

Adm ni strati ve Expenses Real | ocat ed

Year To Foreign Source | ncone
1972 $38, 375, 438
1973 46, 152, 229
1974 53, 111, 300
1975 40, 790, 620
1976 45, 235, 003

G her Sourcing Adj ustnents

The third maj or agreed adjustnent (the so-called "other
sourcing adjustnents”) involves for 1972 through 1977 the
characterization or allocation of certain expenses of Exxon's
affiliated conpanies as between U. S. and foreign sources.
Simlar to the G& and proratabl es adjustnents, Exxon’s and
respondent’s representatives generally agreed as to the
applicable law relating to the other sourcing adjustnments. Upon
recei pt during the audits from Exxon's representatives of

information relating to expenses of Exxon's affiliated conpanies,
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respondent’'s representatives would review and anal yze the
i nformation.
After discussions and negotiations with regard to the
i nformati on, Exxon's and respondent’'s representatives agreed that
expenses of Exxon's affiliated conpani es should be reall ocated

fromU S sources to foreign sources as foll ows:

Expenses Rel ating To Exxon’s Affiliates

Year Real | ocated To Foreign Source | ncone
1972 $21, 911, 570
1973 18, 948, 396
1974 12, 418, 119
1975 10, 923, 260
1976 3, 381, 041
1977 13, 935, 690

Ol Refinery Repair Costs

The fourth major agreed adjustnent relates to the treatnent
for 1972 through 1976 of costs of repairing Exxon s oi
refineries as current expenses or as capital expenditures.

Simlar to the G&G costs, proratables, and other sourcing
adj ust ments, Exxon’s and respondent’s representatives generally
agreed on the applicable lawrelating to the oil refinery repair
costs adjustnent. Upon receipt during the audits from Exxon's
representatives of information relating to the repair of Exxon's
oil refineries, respondent's representatives wuld review and

anal yze the information.
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After discussions and negotiations with regard to the
i nformation, Exxon's and respondent’'s representatives agreed that
costs relating to repair of Exxon's oil refineries that on
Exxon's consolidated corporation income tax returns had been

expensed were to be capitalized as foll ows:

Year Capitalized Refinery Repair Costs
1972 $ 9, 807, 560
1973 8,084, 376
1974 11, 963, 680
1975 4,515, 610
1976 2,504, 448

I n general, adjustnents made by respondent that Exxon
formally protested beyond the audit |evel to respondent's
Appel late Division and/or in litigation represented issues of
i mportance to Exxon and to the oil and gas industry. Exanples of
such protested adjustnents are the treatnment of construction
costs of offshore drilling platforns as intangible drilling and
devel opnent costs and the eligibility of pipeline right-of-way
costs for depreciation and investnent tax credits.

For 1972 through 1978, respondent's audits concluded wth
i ssuance to Exxon of Revenue Agent’s Reports (RAR s). Each RAR
sumari zed respondent's proposed adjustnents and set forth
proposed i ncone tax deficiencies for each year.

By the end of respondent’s audits of Exxon for 1972 through

1978, respondent had made hundreds of adjustnents to Exxon's
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consol i dated corporation incone tax returns, and Exxon’s and
respondent’s representatives had reached agreenent on 78 percent
of the total nunber of adjustnents, of which, as indicated, the
four maj or agreed adjustnments represented approxi mately
85 percent of the net agreed adjustnents. Respondent’s audit of
Exxon for 1972 and 1973 ended in 1981. Respondent's audit of
Exxon for 1974, 1975, and 1976 ended in 1985. Respondent's audit
of Exxon for 1977 and 1978 ended in 1989.

After or sinultaneously with receiving respondent’'s RAR s
relating to the years 1972 through 1977, Exxon's representatives
signed Forns 870 with respect to the agreed adjustnents and to
the portions of the proposed tax deficiencies that were agreed.
Respondent then assessed the taxes agreed to and statutory
i nterest due thereon, and Exxon soon thereafter paid the anpunt
of the assessed tax deficiencies and interest (the anmount of the
interest accrued fromthe due date of Exxon's consolidated
corporation incone tax returns to the date of paynent). Also for
1972 through 1977, with regard to certain unagreed issues and tax
deficiencies determ ned by respondent relating thereto,
respondent issued to Exxon notices of deficiency.

For 1978, at the conclusion of respondent's audit, Exxon did
not enter into a Form 870 agreenent. For 1978, respondent issued
a notice of deficiency and assessed the tax deficiency and

statutory interest that Exxon paid.
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For 1972 through 1978, after paying the agreed tax
deficiencies determ ned by respondent on audit and the interest
due thereon, Exxon filed with respondent a nunber of clains for
refund relating to unrelated itens of incone, expense, and
credit, which clains for refund for a nunber of the years exceed
the anbunts paid by Exxon as tax deficiencies relating to the
agreed adjustnents for each year.

As indicated, however, petitioners did not contest, through
protests or refund clains, the adjustnents relating to the four
maj or agreed adjustnents or the adjustnents relating to the other
agreed adj ust nents.

For financial accounting purposes, Exxon accrued ratably for
each year interest on estimted net tax deficiencies.

Accrual of Deficiency Interest on
Exxon’s I ncone Tax Returns

Exxon’ s consol i dated corporation income tax returns for 1972
t hrough 1978 were prepared on the accrual nethod of accounting,
and Exxon used the accrual nethod of accounting to accrue
i nt erest expense.

On its consolidated corporation incone tax returns as filed
for 1972 through 1978, Exxon did not accrue ratably interest on
the incone tax deficiencies that respondent determ ned for each
year until the underlying and related tax deficiencies were set

forth in agreed Forns 870, in closing agreenents, or until the
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tax deficiencies were assessed by respondent (nanely, in 1981,
for the interest relating to the 1972 and 1973 tax defi ci enci es;
in 1985, for the interest relating to the 1974, 1975, and 1976
tax deficiencies; and in 1989, for the interest relating to the
1977 and 1978 tax deficiencies).

In 1989 and 1990 in the petitions filed in these cases,
petitioners made the claimthat the total statutory interest that
related to Exxon’s agreed incone tax deficiencies for 1972
t hrough 1978 shoul d be accrued not in and for the year the audits
for those years were concluded and in which the Form 870
agreenents were entered into or the year in which the assessnents
occurred (nanely, 1981, 1985, and 1989), but that the interest
should relate back to the years 1973 t hrough 1989 and shoul d

accrue ratably in each year to which the interest rel ates.

OPI NI ON

Under section 461(a), a deduction is to be allowed in the
proper taxable year under the nmethod of accounting used in
conputing a taxpayer’s incone.

Under the all-events test of the accrual nethod of
accounting, a liability expense accrues in the year in which al
t he events have occurred which establish the fact of liability
for the expense and in which the anount of the liability can be

determ ned with reasonabl e accuracy. See United States v.
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Anderson, 269 U. S. 422, 441 (1926); sec. 1.461-1(a)(2)(i), Incone
Tax Regs.

As the Suprene Court has expl ai ned:

It is fundamental to the “all events” test that,

al t hough expenses may be deducti bl e before they have
beconme due and payable, liability nmust first be firmy
established. This is consistent wth our prior
hol di ngs that a taxpayer may not deduct a liability
that is contingent * * * [United States v. General
Dynamics Corp., 481 U. S. 239, 243 (1987).]

As we have further expl ained:

The all-events test is based on the existence or

nonexi stence of legal rights or obligations at the

cl ose of a particular accounting period, not on the
probability--or even absolute certainty--that such
right or obligation will arise at sone point in the
future. * * * [Hallmark Cards, Inc. v. Conm ssioner, 90
T.C. 26, 34 (1988).]

If, at the end of a year, a taxpayer's liability for an
expense renai ns contested and contingent, the expense will not be
treated as being established under the all-events test of section

461. See Security Flour MIls Co. v. Comm ssioner, 321 U S. 281,

284 (1944); Dixie Pine Prods. Co. v. Comm ssioner, 320 U. S. 516,

519 (1944). A contested liability wll not be regarded as
sufficiently established until resolution of the contest. See

Dixie Pine Prods. Co. v. Conmmi ssioner, supra; Dravo Corp. V.

United States, 172 C. d. 200, 348 F.2d 542, 545 (1965).
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As stated by the Suprenme Court in Dixie Pine Prods. Co. V.

Conmi ssi oner, supra at 5109:

in order truly to reflect the inconme of a given year,
all the events nust occur in that year which fix the
anount and the fact of the taxpayer’s liability for
itenms of indebtedness deducted though not paid; and
this cannot be the case where the liability is
contingent and is contested by the taxpayer. * * *
[Fn. refs. omtted.]

In section 1.461-2(b)(2), Incone Tax Regs., definition of a
“contested liability” is provided, as follows:

Any contest which would prevent accrual of a liability

under section 461(a) shall be considered to be a

contest in determ ning whether the taxpayer satisfies

paragraph (a)(1)(i) of this section. A contest arises

when there is a bona fide dispute as to the proper

evaluation of the law or the facts necessary to

determ ne the existence or correctness of the anmount of

an asserted liability. * * *

Cenerally, whether a bona fide dispute exists as to the
proper |aw and facts, whether a liability is contested, and when
a contested liability is resolved involve questions of fact to be

answered on the basis of the facts and circunstances of each

particular situation. See Phillips Petroleum Co. & Affiliated

Subs. v. Conm ssioner, T.C. Meno. 1991-257.

In General Communi cation Co. v. Conmi ssioner, 33 T.C. 640,

654 (1960), we stated as follows:
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The presence of an admi ssion, express or inplied,

serves as direct proof that the taxpayer was not

contesting liability. But absence of an adm ssion,

whi l e not conclusive proof of a contest, certainly

| eaves a gap in petitioner’s proof * * * [1d. at 654.]

There are a nunber of court opinions involving a variety of
factual situations and the question of whether accrual basis
taxpayers' liabilities with regard to tax adjustnents and the
related statutory interest should be regarded as sufficiently
settled, as fixed and definite, and whether the amounts thereof
were determ nable with reasonabl e accuracy, or whether the
taxpayers' liabilities therefor should be regarded as conti ngent
and cont est ed.

A nunber of courts have defined a contest narrowy and have
suggested that affirmative acts by taxpayers which establish
clearly the existence of the contest should be present in order

for the asserted tax liabilities to be regarded as contested. In

Hol li ngsworth v. United States, 215 C. d. 328, 568 F.2d 192,

202-203 (1977), a dispute with a State agency, not with
respondent, over a change in nmethod of accounting and what was
regarded nerely as a “naked suggestion” (not as an objection) by
the taxpayer to respondent that a proposed adjustnent not be nmade
until a follow ng year were treated as not rising to the | evel of
a contest with respondent over the related incone tax deficiency

and i nterest.
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In Dravo Corp. v. United States, 348 F.2d at 544-546, a

taxpayer’s liability for additional State taxes was asserted
during an audit occurring in a |ater year. The taxpayer paid the
additional State taxes without protest or appeal. The Court of
Clains rejected the argunent that the nmere filing of a tax return
acknowl edging a liability in a stated anount automatically should
be regarded as giving rise to a contest with regard to additi onal
anounts asserted on audit by a taxing authority. The Court of

Clains stated that a contest “should be evidenced by * * *

objective acts; i.e., lodging a formal protest with the tax
authorities or instituting a suit in a court of law. |1d.
at 546.

In Lutz v. Conm ssioner, 396 F.2d 412, 414 (9th Cr. 1968),

revg. 45 T.C. 615 (1966), the taxpayer accrued State sales tax on
its Federal incone tax returns even though other taxpayers were
contesting their liability therefor. The Court of Appeals for
the Nnth Crcuit allowed the accrual, explaining that a third
party’s contest of a liability does not necessarily nake the
liability of a simlarly situated taxpayer (who did not contest
the liability) contingent.

| n Woodnont Terrace, Inc. v. United States, 261 F. Supp.

789, 792-793 (M D. Tenn. 1966), questions raised with a State
official wwthin a few nonths after the end of a |liquidating

corporation’s | ast taxable year over a State franchise tax audit
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adj ustment were not treated as making the tax adjustnent
contested and nonaccruabl e.

HE Fletcher Co. v. Conmi ssioner, a Menorandum Qpi ni on of

this Court dated Cct. 26, 1951, involved a taxpayer’s attenpt to
accrue interest relating to tax adjustnents in the year in which
the interest was paid, not for years to which the interest
related. The case involved no evidence that the tax adjustnments
were contested or other than fixed and definite. The Court did
not allow the accrual basis taxpayer to accrue the interest in
the later year in which the interest was paid.

As we understand the above authorities, situations which
woul d al l ow the accrual of interest relating to tax audit
adjustnents for the years to which the interest relates generally
are distingui shable fromsituations such as those involved herein
(nanmely, situations where facts relating to the tax audit
adj ustnments and the anounts thereof are, for a nunber of years,
indefinite, where the adjustnents are eventually devel oped based
| argely on information avail able to both taxpayers’ and
respondent’s representatives only over the course of years after
the filing of the tax returns, where negotiations occur with
regard to the nature and character of the underlying transactions
giving rise to the tax adjustnents, and where agreenents with
regard to the tax adjustnents are reached through such

negoti ations years after the filing of the tax returns to which
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the tax adjustments relate). |In the latter situations, because
of the uncertainties relating to the appropriate adjustnents to
be made, the taxpayers' liability therefor is to be regarded as
not sufficiently fixed and definite until the agreenents relating
to the tax adjustnents are entered into in a clear and formal
manner. I n such situations, for Federal inconme tax purposes, the
statutory interest relating to the eventual |y agreed-upon tax
adjustnments is not accruable until the agreenments are entered
into and are clearly established.

Exxon relies on |anguage in section 1.461-2(b)(2), Inconme
Tax Regs., that describes certain “affirmative” acts that are to
be treated as commencing a protest of an asserted liability.
That | anguage provides as foll ows:

An affirmative act denying the validity or accuracy, or

both, of an asserted liability to the person who is

asserting such liability, such as including a witten

protest with paynent of the asserted liability, is

sufficient to conmence a contest. Thus, |odging a

protest in accordance with local lawis sufficient to

contest an asserted liability for taxes. It is not

necessary that the affirmative act denying the validity

or accuracy, or both, of an asserted liability be in

witing if, upon exam nation of all the facts and

ci rcunstances, it can be established to the

satisfaction of the Comm ssioner that a liability has

been asserted and cont est ed.

We do not construe the above | anguage as necessarily

requiring a particular affirmative act of protest or litigation

to a proposed tax adjustnment in order for the adjustnent to be
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regarded as unsettled and contested. The | anguage of the
regul ation indicates only what is “sufficient” to commence a

contest and does not purport to be exhaustive. See Consolidated

Indus., Inc. v. Comm ssioner, 82 T.C. 477, 483 (1984), affd.

per curiam 767 F.2d 41 (2d Cr. 1985). In our opinion, the key
portion of the above regulatory |anguage is that found in the
| ast sentence, nanely, what do the “facts and circunstances” of

each situation establish? As stated in Phillips Petroleum Co. &

Affiliated Subs. v. Commi ssioner, T.C Meno. 1991-257:

Utimately, a determ nation nmust be made, based upon a

consideration of all the facts and circunstances.

Exxon al |l eges that the adjustnents in question (and
therefore the statutory interest) should be treated as automatic
and uncontested, that the existence and anount of the adjustnents
shoul d be regarded as sinply a matter of gathering information
from Exxon's worl dwi de operations, and that when the figures were
finalized with regard to the tax adjustnents, the adjustnents
shoul d be regarded as relating back and as havi ng been fi xed,
definite, and uncontested fromthe end of the tax years to which
they relate. Accordingly, Exxon argues, the related statutory
interest should relate back and shoul d be accruable ratably for
each year fromthe due dates of the tax returns to which the tax

adjustnments relate. W do not agree.
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Wth regard particularly to the four major agreed
adjustnments, we note the series of post-tax-return events that
had to occur in order to establish Exxon's liability with regard
thereto. Additional information had to be gathered from Exxon’s
many units and affiliated conpanies. That information had to be
organi zed and anal yzed by Exxon’s representatives and submtted
to and audited by respondent’s representatives. D scussions and
negotiations with regard to the information had to occur.

D sagreenents with regard to characterization questions had to be
resol ved. Any disagreenents had to be negotiated, and agreenents
reached or not reached. Al of these activities or events
occurred during the audits, years after the consoli dated
corporation incone tax returns were fil ed.

Exxon argues that for each year 1972 through 1978, of
necessity and in spite of good faith and reasonable efforts to
file nore conplete and accurate inconme tax returns by the due
dates thereof, Exxon's representatives who were in charge of
preparing and filing Exxon's income tax returns knew and
understood that adjustnments to the inconme tax returns would be
necessary and that appropriate and agreed adjustnents to the tax
returns were to be communi cated and vol unteered to respondent’s
representatives by Exxon's representatives either formally via
amended returns or informally during the audits of Exxon's tax

returns. This may be true for certain adjustnments. The
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evi dence, however, does not indicate that the four major agreed
adj ustments constituted vol unteered adjustnents.

Further, even with regard to the so-called vol unteered
adj ustnments, respondent’s representatives did not automatically
agree to the adjustnents suggested by Exxon’s representatives.
Rat her, as we have found, information with regard thereto was
reviewed and audited by respondent’s representatives, and the
anmounts of the adjustnents determ ned by respondent’s
representatives were set forth in the Fornms 5701 that were
provi ded to Exxon

Because the four major agreed adjustnents represent
approxi mately 85 percent of the total of the agreed tax
deficienci es and because the bal ance of the agreed tax
adj ustnents were “simlarly conprom sed”, Exxon argues that al
of the agreed adjustnents should be treated as uncontested
adj ustnents. We di sagree.

Not until the end of the audits are the adjustnents in
question in these cases to be treated as agreed. That is when
the Fornms 870 were entered into and/or the assessnents were made.
By then, the adjustnments were agreed to, and respondent
acknow edges that the all-events test was satisfied. Prior
thereto, the adjustnents in question had been discussed,
proposed, negotiated, and subject to agreenment and conprom se on

factual issues such as the characterization of the costs. These



- 27 -
ci rcunstances do not reflect the stuff of “fixed and definite”
lTabilities.

Exxon enphasi zes that, in spite of Exxon’s failure to
indicate on the Forns 5701 its agreenent or disagreenent to the
adj ustnments, respondent’s representatives generally throughout
the audits had a “feeling” as to whether proposed adjustnents
reflected in the Fornms 5701 were agreed to or were contested by
Exxon’ s representatives. Exxon argues that once its
representatives informally and orally conmmunicated to
respondent’s representatives its intent not to protest an
adj ust ment, Exxon regarded itself, and Exxon should be treated,
as having nade a commtnent not to do so.

Further, because of its general policy objective and intent
to seek agreenent on as many proposed adjustnents as possible,
Exxon argues that, by default, all adjustnents nmade by respondent
that were not specifically protested and not expressly contested
shoul d be regarded, throughout the audits, as “agreed” and
“uncontested” adjustnments that relate back to the due dates of
the tax returns. W disagree.

The bottomline is that prior to the end of the audits and
prior to the time the Form 870 agreenents were entered into or
assessnments were made, insufficient specific conmunications were
provided to respondent’s representatives reflecting Exxon’'s

agreenent to the agreed adjustnents.
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The trial evidence establishes that the four major agreed
adj ustnents were resolved in the course of the audits. But the
trial evidence does not establish when, during the course of the
audits, the four major agreed adjustnents were resolved, short of
the end of the audits. The nere fact that respondent’s
representatives may, during the course of the audits, have had a
“feeling” for where Exxon’s representatives stood on the major
agreed issues does not rise to the level of an agreenent.

I n our opinion, the adjustnents in question and the rel ated
statutory interest are to be treated as not fully settled, as not
sufficiently fixed and definite, as contested, and as not
resol ved until the end of respondent’'s audits, when assessnents
of the tax deficiencies relating thereto were agreed to or when
t he assessnents occurred, at which point in time deficiency
interest relating to the adjustnents is accruabl e.

We note the follow ng points that, taken together, we regard
as objective evidence that Exxon's liability for the agreed
adj ustnments was not fixed and definite until the end of the
audits when the Form 870 agreenents were entered into w thout
further protest or litigation by Exxon or when the assessnents
occurred:

(1) Exxon’s consolidated corporation income tax returns

reflected anmobunts different fromthose reflected in the
agreed adj ustnents;
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(2) The adjustnents were raised by respondent in
witten format in Forns 5701,

(3) Exxon did not indicate on the Fornms 5701 agreenent
to the adjustnents;

(4) Wth few exceptions, Exxon did not provide any

other witten statenents to respondent of agreenent to

the adjustnents until the Form 870 agreenents were

entered into; and

(5) In petitions filed in this Court for 1979 through

1982, Exxon did challenge a nunber of the so-called

agreed adjustnents, contrary to Exxon’s claimthat

t hese adjustnents were routinely agreed to for each

year.

Based on the evidence before us, we conclude that the
statutory interest in question, relating to the agreed
adj ustments and agreed tax deficiencies assessed by respondent
agai nst Exxon at the conclusion of the audits for the years 1972
t hrough 1978, does not satisfy the all-events test of section 461
and is not accruable until the end of the audits when Exxon, for
the years 1972 through 1977, reflected its agreenent thereto in
the Form 870 agreenents or, for 1978, when the assessnent
occurred.

In light of our findings and conclusion set forth above, it

iI's not necessary to address other argunents made by respondent as

to the proper accrual of the interest in question.



- 30 -
Qur holding in this opinion will be incorporated into the
decisions to be entered in these cases when all other issues are

resol ved



