118 T.C. No. 3

UNI TED STATES TAX COURT

FRAMATOVE CONNECTORS USA, I NC., PRESENTLY KNOWN AS FRAMATOME
CONNECTORS USA HOLDI NG I NC., AND SUBSI DI ARI ES, AND BURNDY
CORPORATI ON PRESENTLY KNOWN AS FRAVMATOVE CONNECTORS USA | NC.
Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

FRAMATOVE CONNECTORS USA, I NC., AND SUBSI D ARIES, N. K. A.
FRAMATOVE CONNECTORS USA HOLDI NG | NC., AND SUBSI DI ARl ES,
Petitioners v.

COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 5030-98, 9160-99. Filed January 16, 2002.

Controlled Foreign Corporation Issue: In 1992,
Bur ndy-US (B-US), a predecessor of Framatone Connectors
USA, Inc., one of the petitioners (Ps), owned 50
percent of the stock of Burndy-Japan (B-J). Furukawa
Electric Co. (F) and Sumtono Electrical |ndus., Ltd.
(S), each owned 25 percent of the stock of B-J.

Ps contend that B-US owned nore than 50 percent of
the voting power of B-J stock and owned nore than 50
percent of the value of B-J stock, and that, as a
result, B-J was a controlled foreign corporation (CFC
in 1992 under both sec. 957(a)(1) and (2), I.R C
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Held: B-J was not a CFC in 1992 because B-US did
not own nore than 50 percent of the voting power of B-J
stock or nore than 50 percent of the value of B-J
st ock.

Constructive Dividend Issue: 1In 1993, B-US
transferred to Framatone Connectors |nternational
(FCl), its French parent, assets worth nore than the
assets that B-US received fromFCl. The parties
di spute whether these transfers were constructive
di vidends paid by B-US in 1993 which are subject to
wi t hhol di ng tax under sec. 1442, |.R C

Hel d: Transfers by B-US to FClI of assets worth nore
than the assets B-US received fromFCl were constructive
di vi dends which were actually distributed for purposes of
the U S. -France Tax Treaty, Convention Wth Respect to Taxes
on I ncone and Property, July 28, 1967, U S.-Fr., 19 U S T.
5281, and thus, were subject to w thholding tax under sec.
1442, 1. R C

Mark A. OCates, Marc M Levey, Erika Schaefer Schechter, A.

Duane Webber, WIlliam S. Garofal o, Kathryn D. Weston-Overbey, and

Thomas J. Kinzler, for petitioners.

Theodore J. Kletnick, Jill A. Frisch, Elizabeth Flores,

Steven D. Tillem Muirali Bal achandran, and Robert T. Bennett, for

respondent.

TABLE OF CONTENTS

FINDINGS CF FACT . . . . . . . . . . . . . . . . . . . . . .65k
A. Petitioners, Their Predecessors, Furukawa, and

Sumi t ono e e e 5

1. The Framat one Conpani es 5

2. Burndy-Us . . . . . . 5

3. Furukawa and Sum t ono 7



OPI NI ON .

- 3 -

Japanese M nistry of International Trade and
| ndustry

Bur ndy- Japan

1. For mati on

2. Agreenent s Betmeen Burndy US Furukama and
Sum tonmo From 1962 to 1973

1973 Basi c Agreenent .

Bur ndy- Japan’ s Presidents and Board of
Directors

1988 Techni cal Assrstance Agreenent

Bur ndy- Japan’ s | ndependence From Bur ndy- US
Bur ndy- US' s Purchase of 40 Percent of the
Stock of Burndy-Japan in 1993 :

Nog AW

Wt hhol ding Tax |Issue . . .

1. Purchase of TRW Daut & Rertz by Burndy US :

2. Transfer of 40 Percent of Burndy-Japan Stock
to Burndy-US in 1993 . Ce e e

Whet her Burndy Japan Was a Controll ed Foreign

Corporation in 1992 . . . . :

1. Voti ng Power Test and Stock Value Test .

2. Whet her Bur ndy-US Omed Mre Than 50 Percent
of the Total Conbined Voting Power of the
Stock of Burndy-Japan . .

3. Whet her Bur ndy- US Omned Nbre Than 50 Percent
of the Val ue of Burndy-Japan Stock

Whet her Petitioners Are Liable for
Wthholding Tax . . . :
1. Cont enti ons of the Partres .o .
2. Whet her Bur ndy-US Transferred Excess Value
to FCl in 1993 . . e e
3. The U. S. -France Tax Treaty and
1988 Pr ot ocol Coe
4 Concl usi on .

COLVI N, Judge: Respondent determ ned deficiencies in

petitioners’ income and wi thhol ding taxes and a penalty as

foll ows:

10

12
13
14
15

17
17

19

20

20

20

22

a7

52

52

53

64
67



W t hhol di ng
| ncone tax Sec. 66621 t ax
Year defi ci ency penal ty defi ci ency
1991 $1, 733, 207 $380, 298
1992 753, 456 256, 626
1993 24,892, 344 4,978, 469 $2, 700, 316

1 Unl ess otherw se specified, section references are to the
I nternal Revenue Code in effect in the years in issue, and Rule
references are to the Tax Court Rules of Practice and Procedure.

After concessions, we nust decide:

1. \Wether Burndy-Japan Ltd. (Burndy-Japan) was a
controll ed foreign corporation (CFC) of Burndy Corp. (Burndy-US)?!
in 1992. W hold that it was not because Burndy-US did not own
nmore than 50 percent of the voting power of Burndy-Japan stock or
nore than 50 percent of the value of Burndy-Japan stock in 1992.

2. Wiether transfers from Burndy-US and Framat one
Connectors USA, Inc. (Framatone US), now known as Franmat one
Connectors USA Holding, Inc., to Framatone Connectors
International (FCl), their parent corporation, of assets worth
nmore than the assets that Burndy-US received fromFCl were

constructive dividends subject to withholding tax under section

1442. W hold that they were to the extent described bel ow

! References to Burndy Corp. (Burndy-US) include its
successors in interest, such as Franmatone Connectors USA, Inc.,
and Framat omre Connectors USA Hol di ng, Inc.
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FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

A. Petitioners, Their Predecessors, Furukawa, and Sunitonp

1. The Framatonme Conpani es

Petitioner Framatone US is a New York corporation, the
princi pal place of business of which was in Connecticut when the
petitions were filed. Framatonme S. A, a French conpany, owned
100 percent of FClI, another French conpany, which owned 100
percent of Framatonme US during the years in issue.

Framatonme S. A. designed, sold, built, and serviced nucl ear
power units. Framatonme S. A decided to diversify. Around 1988,
Framatome S. A forned FCI to acquire and hol d busi nesses which
manuf actured el ectrical and el ectronic connectors. Electric
utility conpanies use electrical connectors to connect cables or
wires. Manufacturers use electronic connectors in machines,
appl i ances, conputers, and electronic products. FC forned
Framatonme US in 1988 to acquire all of the outstanding shares of
Bur ndy- US (descri bed next) and its subsidiaries, which
manuf actured el ectrical and el ectronic connectors.

2. Bur ndy- US

Bur ndy- US was a predecessor corporation of Framatone US and
Framat ome Connectors USA Hol di ng, Inc. Burndy-US manufact ured

electrical and el ectronic connectors before 1989.
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Key Burndy-US officers and enpl oyees included Ri chard Farl ey
(Farley), president of Burndy-US in 1972 and board nenber until
1989; Ernest Fanwi ck (Fanw ck), general counsel of Burndy-US in
1970 and | ater vice president, general counsel, and secretary of
Burndy-US until 1989; M chael Cantor (Cantor), a general
consul tant for Burndy-US in Japan from 1963 to 1980; and Theodore
York (York), a Burndy-US enployee from 1964 to 1994, the general
manager of one of Burndy-US s donestic el ectrical businesses in
1980, | ater manager of several Burndy-US overseas subsidiaries,
and a director of Burndy-Japan (described bel ow at page 8).

Bur ndy- US owned all of the stock of the foll ow ng European
subsi di ari es before 1989: Framatone Connectors Belgium N V. (FC
Bel gi um; Framatonme Connectors Schweiz A.G (FC Switzerl and);
Framat ome Connectors Espana (FC- Spain); Framatone Connectors
Italia (FCGItaly); Framatone Connectors Deutschland GrbH ( FC
CGermany); Framatone Connectors U K Ltd. (FC United Kingdonm
Framat ome Connectors Nederland B.V. (FC Netherlands); and
Framat onme Connectors Sweden A.B. (FC Sweden).

In the late 1980s, FCl acquired several connector conpanies
in addition to Burndy-US. Burndy-US and Framatone US nerged in

1989.2 After being acquired by FCl, Burndy-US and ot her FC

2 Framatone US changed its nane to Framatonme Connectors USA
Hol ding, Inc., on May 24, 1995. Burndy-US changed its nane to
Framat ome US on May 31, 1995.
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subsidiaries continued to manufacture electrical and electronic
connect or s.
Burndy-US s sales were $300 to $350 million per year in the
years in issue.

3. Fur ukawa and Suni t ono

During the years in issue, Sumtono Electric Industries,
Ltd. (Sum tono), and Furukawa El ectric Co., Ltd. (Furukawa),
manuf actured el ectrical wres, cables, and connectors for
Japanese electric utility conpanies. They conpeted agai nst each
other. They were anong the | argest cable manufacturers in Japan.
Sum tono had annual sales of $5 to $8 billion in the years in
i ssue. Furukawa’s sales were slightly |ess.

B. Japanese M nistry of International Trade and | ndustry

Japan restricted the entry of foreign-controlled conpanies
into Japan after World War I1l. The Foreign |Investnent Law (Law
No. 163 of 1950) and the Foreign Exchange Control Law (Law No.
228 of 1948) ensured that Japanese interests retained a majority
interest in jointly owned conpanies. The Japanese Gover nnent
began to relax these restrictions in 1964. 1In 1971, foreign
i nvestors could own 50 percent of Japanese conpani es in nost
i ndustries, and 100 percent in many industries. By 1973, foreign
i nvestors could own 100 percent of Japanese conpani es in nost
i ndustries. The Japanese Mnistry of International Trade and

| ndustry (M TI) had responsibility for controlling foreign
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investnment in Japan. The Japanese Governnent prohibited direct
foreign investnment unless approved by MTI.

C. Bur ndy- Japan

1. For mati on

Burndy-US wanted to enter the Japanese nmarket in the early
1960s. To do so, Burndy-US believed that it needed a
distribution systemin Japan that was owned and operated by a
Japanese conpany. Furukawa and Sum tonb had sal es organi zati ons
and distribution systens for their products throughout Japan. On
Sept enber 28, 1961, Burndy-US, Furukawa, and Sum tonp agreed to
f orm Bur ndy-Japan to manufacture and sell Burndy-US products in
Japan. Burndy-US, Furukawa, and Sum tono each becane the owner
of 100, 000 shares of common stock (i.e., a one-third interest) in
Bur ndy- Japan.

The Burndy-Japan articles of incorporation (as anmended)
provide: (a) Burndy-Japan shall have not nore than 15 directors
and not nore than 3 auditors; (b) the board of directors shal
el ect one president and may el ect one chairman and sone (i.e., an
unspeci fi ed nunber of) executive directors; (c) the chairman
shal | preside over neetings of the board of directors; (d) the
president shall act for the chairman if there is no chairman or
the chairman is unable to act; (e) the president shall preside
over general neetings of shareholders; and (f) each sharehol der

shal | have one vote per share.
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The articles of incorporation also provide that a majority
of the votes of the shareholders is required to adopt
resol utions, except for the follow ng, which require approval by
shar ehol ders who have shares representing nore than 80 percent of
the issued shares: (a) Amendnent of the articles of
i ncorporation; (b) election of directors and auditors; (c) change
in capital; (d) assignnent of the entire or essential part of the
busi ness of the conpany; (e) entrusting a third party with
managenent; (f) disposition of profits; (g) acquisition or
di sposition of shares of other conpanies; and (h) conclusion or
alteration of |icense agreenents. The articles of incorporation
aut hori zed one class of stock consisting of 1,500,000 shares of
common stock wth a par value of ¥500 per share.

2. Adr eenent s Bet ween Bur ndy-US, Furukawa, and Sum t onp
From 1962 to 1973

On July 18, 1962, Burndy-US, Furukawa, and Sum tonp agreed
to jointly manufacture and sell in Japan el ectronic connectors
and related installation tools (1962 basic agreenent). The
Bur ndy- Japan sharehol ders al so agreed to a suppl enent al
menor andum (1962 suppl enental nenorandum and a technical
assi stance agreenent (1962 technical assistance agreenent).

From 1962 to 1968, Furukawa and Sum tono continued to
manuf acture and sell connectors, which Burndy-US believed
viol ated the 1962 basic agreenment. Burndy-US also disagreed with

several aspects of Burndy-Japan’s operations. Burndy-US,
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Furukawa, and Sum tono negotiated to try to elimnate these
probl enms. They signed a nenorandum of agreenment and confidenti al
menor andum of understanding in 1968 to anend the 1962 basic
agr eenent .

The Burndy-Japan sharehol ders signed a nenorandum of
under st andi ng on Cctober 24, 1972, which provi ded, anong ot her
t hi ngs, that Burndy-US was "to have conpl ete nmanagenent contr ol
of Burndy-Japan” except that the follow ng actions required the
approval of all Burndy-Japan sharehol ders: (1) Change of
capital; (2) license agreenents with third parties; (3) purchase
or sale of shares in Burndy-Japan or other conpanies; and (4)
paynment of dividends. Burndy-Japan paid Burndy-US a managenent
service fee based on gross sal es.

3. 1973 Basi c Agr eenment

Furukawa and Sum tono continued to manufacture connectors
af ter Burndy-Japan was forned. Farley believed Furukawa and
Sum tono gave higher priority to selling their own connectors
t han Bur ndy-Japan’s connectors. The Burndy-Japan sharehol ders
signed an agreenent on March 13, 1973, to address these and ot her
pr obl ens.

On March 19, 1973, the Burndy-Japan sharehol ders signed
anot her agreenent (1973 basic agreenent) which provided the

fol | ow ng:
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a. Furukawa and Sum tono shall each transfer 25,000 shares
of Burndy-Japan stock to Burndy-US in exchange for ¥2,750% per
share, after which Burndy-US will own 50 percent and Furukawa and
Sum tonmo each will own 25 percent of the outstanding shares of
Bur ndy- Japan.

b. Burndy-Japan shares shall not be transferred w thout
unani nous prior witten consent of the sharehol ders.

c. Burndy-Japan’s board of directors shall consist of as
many nmenbers as may be nutually agreed by the sharehol ders. Each
sharehol der may vote its own stock to el ect board nenbers.

d. Burndy-US shall nom nate and the board shall elect the
presi dent of Burndy-Japan. The president is Burndy-Japan’s
representative director under the Japanese Commercial Code with
powers as provided by the board of directors. The president may
appoi nt officers and managers.

e. The chairman presiding at board neetings shall have a
second vote if there is no mgjority. However, the chairmn may
cast that vote “only after careful and fair consideration of al
aspects of the issue at hand”, and “the issue at hand shall be
further discussed in an effort to reach an am cable solution” if
there is no mpgjority vote at the sharehol ders neeting.

f. Burndy-Japan may not take the follow ng actions unless

it receives the unani nous consent of the sharehol ders:

3 ¥ refers to Japanese yen.
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(1) Change authorized or issued capital; (2) change or concl ude
any |icense agreenents; (3) acquire an interest in or sell shares
in other conpanies; (4) pay dividends; (5) transfer all or a
maj or part of the business; and (6) entrust managenent to a third
party (the “six veto powers”).

g. The parties shall fully discuss “Any other inportant
actions in Burndy-Japan for an am cable solution.”

h. Furukawa and Sumitono shall continue to sell and pronote
Bur ndy- Japan products aggressively. Burndy-US shall inform
Furukawa and Sum tono about new products that Burndy-US
i ntroduces.

i. The agreenment shall be construed under Japanese | aw.

j]. Disputes in connection with this agreenent shall be
settled by arbitration.

k. The docunent is the entire agreenent of the parties and
supersedes all previous agreenents “in respect to the subject
mat t er hereof ”.

Bur ndy-US did not pay a control prem umwhen it acquired
shares of Burndy-Japan from Furukawa and Sumtono in 1973.%

4. Bur ndy-Japan’' s Presidents and Board of Directors

Kai ji Kanmbe (Kanbe) began to work for Burndy-Japan in 1967.

Kanbe was an enpl oyee of Furukawa until 1972. He becane an

4 W discuss petitioners’ contention to the contrary bel ow
pp. 41-44.
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enpl oyee of Burndy-Japan in 1972 and presi dent of Burndy-Japan on
May 30, 1973. Burndy-US was dissatisfied with himas president
and wanted to replace him?

When Kanbe retired, Sum tono recomended Akimtsu Hijikata
(Hjikata) to be president. Hijikata had previously worked for
Sum tonmo. Burndy-US had no nom nees. Hijikata succeeded Kanbe
as president.

Bur ndy- US becane dissatisfied with Hjikata as president in
the late 1980s and early 1990s. Burndy-US wanted to renove him
fromoffice but could not w thout approval from Furukawa and
Sum t ono.

5. 1988 Techni cal Assi stance Agreenent

Bur ndy- US and Bur ndy-Japan signed techni cal assistance
agreenents in 1973, 1983, and 1988, which they negoti ated at
arms length and which specified how Burndy-US woul d hel p Burndy-
Japan produce and sell Burndy-US products. Those agreenents al so
stated the anount of royalties and managenent fees Burndy-Japan
woul d pay to Burndy-US and how Burndy-Japan would treat its and
Burndy-US s patents. Burndy-Japan paid royalties to Burndy-US
because Burndy-US provi ded Burndy-Japan |icenses to nmanufacture

and sell products and technical assistance.

> W discuss petitioners’ contention to the contrary bel ow
p. 36.
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After 1980, Furukawa and Sum tonop wanted to increase the
anount of dividends they received from Burndy-Japan. Burndy-US,
Furukawa, and Sum tono agreed to do so in 1988.

6. Bur ndy- Japan’ s | ndependence Fr om Bur ndy- US

From 1962 to 1993, Burndy-US tried unsuccessfully to direct
Bur ndy-Japan away fromthe el ectrical connector business to the
el ectroni cs business. Furukawa and Sum tono were nore interested
in the electrical than the el ectronics business.

In 1987, Burndy-US wanted but could not get from Burndy-
Japan a |ist of products manufactured or sold by Burndy-Japan and
i nformati on about certain sales by Burndy-Japan.

In 1990, Burndy-US asked Burndy-Japan for infornmation to
hel p Burndy-US better understand Burndy-Japan’s conpetitors,
mar kets, custoners, and how Japanese sharehol ders affected the
way Burndy-Japan di d business. Burndy-US did not know what new
products Burndy-Japan had. Burndy-US tried unsuccessfully to get
Bur ndy-Japan to increase exports and to provide engi neering
assistance to hel p Burndy-US s Tai wan subsidiary. Burndy-Japan
did not give Burndy-US copies of patent applications as required
by the technical assistance agreenent in effect at the tinme, even
t hough this information was inportant to Burndy-US.

In 1991, Burndy-Japan negotiated an agreenment with a third
party and di sposed of Burndy-US s interest in a proprietary

product outside Japan w thout Burndy-US s prior approval.
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7. Bur ndy- US's Purchase of 40 Percent of the Stock of
Bur ndy-Japan in 1993

By 1990, Burndy-US had becone dissatisfied with the
el ectrical part of Burndy-Japan's business. Burndy-US believed
t hat Furukawa and Sumi tono placed nore enphasis on their
el ectrical businesses than on Burndy-Japan’s el ectronics
busi ness.

By 1992, Burndy-US wanted to buy nore shares of Burndy-Japan
stock. In April 1993, Burndy-US hired KPM5 Peat Marw ck (KPMG)

t o apprai se Burndy-Japan stock. KPMG used many different nethods
which resulted in 34 different estimates of the val ue of Burndy-
Japan stock, averaging ¥7,501 per share.

FCl decided that it, rather than Burndy-US, would buy 40
percent of Burndy-Japan stock from Furukawa and Sum tono and then
sell it to Burndy-US. On Septenber 22, 1993, Burndy-US,

Furukawa, and Sum tonp si gned an anmended basic agreenment (1993
anended basic agreenent) in which Furukawa and Sum tonb each
agreed to sell to FCl 20 percent of the outstanding stock in

Bur ndy- Japan for ¥5, 208, 000, 000 (¥8, 750 per share x 297, 600
shares per shareholder x 2 shareholders). FCl agreed to transfer
t he 595, 200 shares of Burndy-Japan to Burndy-US by Decenber 31,
1993. |Imediately before the parties conpleted the 1993 anended
basi ¢ agreenent, 1,488,000 shares of common stock of Burndy-Japan
had been issued. Burndy-US owned 744,000 shares, and Furukawa

and Sunm tonp each owned 372, 000 shares.
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The 1993 basi c agreenent superseded all previous agreenents
Wi th respect to the subject matter in the 1993 agreenent.

The foll ow ng provisions replaced the veto provision in the 1973
basi ¢ agreenent:
(1) Actions involving the change or concl usion of
significant |icense agreenents or the acquisition or

sale of shares in other conpanies will not be taken

until the matter has been di scussed at a Board of

Directors neeting unless all of the Directors agree

otherwise in witing.

(2) Except for transfers pursuant to Article 3

[ of the 1993 basic agreenent, which allows Burndy-Japan

sharehol ders to sell their shares under certain

conditions], the transfer of the whole or an essenti al

part of the business of Burndy-Japan shall require a

prior unani nous consent of all the parties hereto which

own not |ess than 5% of the issued shares, provided

that such transfers which concern the Electrica

Di vision shall require the unani nous consent of al

shar ehol ders of Burndy-Japan.

Under the 1993 basic agreenent, (1) Burndy-US coul d decide
how many directors Burndy-Japan woul d have; (2) each party could
nom nate directors in proportion to their sharehol dings; and (3)
Furukawa and Sumtono coul d each designate one director if each
owned at | east 5 percent of the stock of Burndy-Japan.

As a result of the 1993 stock sale, Burndy-US owned 90
percent of the stock of Burndy-Japan. Burndy-US renoved Hijikata
as president in 1993 after Burndy-US increased its stock

owner ship in Burndy-Japan to 90 percent.
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Burndy-US first clainmed Burndy-Japan as a CFC on its 1987
return. Burndy-US and Burndy-Japan prepared consol i dated
financial statenents beginning in Septenber 1993 and thereafter.

D. Wt hhol di ng Tax | ssue

1. Purchase of TRWDaut & Reitz by Burndy-US

In 1992, TRW Inc. (TRW, a large U. S. nultinational
conpany, manufactured autonotive conponents. TRWhad a U S.
subsidiary, two Gernman affiliates, and one Austrian affiliate
(collectively, TRWDaut & Reitz). The U S. subsidiary
manuf act ured and sol d autonotive el ectronic connectors for the
U S market. The German and Austrian affiliates did so for the
Ger man mar ket .

TRWsold TRWDaut & Reitz in 1992 to help finance its
expansion into the air bag business. FC paid TRW$67, 201, 317
for TRWDaut & Reitz. TRWowned patents and had two U. S. patent
applications related to air bag connectors pending in 1992. FC
wanted to buy the rights to those patents to prevent TRWfrom
conpeting with FCI. TRWagreed to license the use of its
patents. TRWal so agreed not to conpete in the air bag market.
One nonconpetition agreenent covered the United States and
Europe. The second covered CGermany, and the third covered

Austri a.
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FCl agreed to pay TRWfor the three nonconpetition
agreenents as follows: (a) United States and Europe (US-Europe),
$8 mllion; (b) Germany, $4 mllion; and (c) Austria,
$3 million.® FCl intended for Burndy-US to manufacture air bag
connectors for sale in the United States and for FCltaly to
manuf acture them for sale in Europe. The German and Austri an
nonconpetition agreenents primarily benefited FC Ger many.

The US- Europe nonconpetition agreenent primarily benefited
Burndy-US and FC-Italy.

FCl bought the assets, stock, and covenants not to conpete
from TRWDaut & Reitz on Decenber 22, 1992. FCl paid TRW
$10, 663,467 for the U.S. assets of TRWDaut & Reitz and the US-
Eur ope nonconpetition agreenent. FCl transferred the U S. assets
of TRWDaut & Reitz and the US-Europe nonconpetition agreenent to
Bur ndy- US on Decenber 22, 1992. In exchange for the assets and
US- Eur ope nonconpetition agreenent, Burndy-US agreed to transfer
to FCI property totaling $10, 663,467, consisting of the stock of
FC- Germany, FC- United Kingdom FC-Netherlands, and FC Sweden, and
cash. Burndy-US transferred the stock of FC-Germany to FCl in

Decenber 1992, and the stock of FC-United Kingdom FC

6 One nonconpetition agreenent stated that the covenant
applied to the United States and Europe. The second
nonconpetition agreenent stated that the covenant applied to
Germany. The third nonconpetition agreenent stated that the
covenant applied to Austria.
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Net herl ands, and FC- Sweden to FCl in July 1993. Burndy-US
transferred the stock of FC-Italy and FC-Spain to FCl in 1994.
FC-Italy was a subsidiary of Burndy-US on Decenber 22, 1992,
when Burndy-US acquired the US-Europe nonconpetition agreenent.

2. Transfer of 40 Percent of Burndy-Japan Stock to Burndy-

US in 1993

Furukawa and Sum tono each transferred 297,600 shares (20
percent) of Burndy-Japan stock to FCl in 1993. On July 30, 1993,
and August 2, 1993, FCl paid FF300, 356, 4237 for ¥5, 210, 000, 000.
FCl paid ¥2, 604,000,000 to both Furukawa and Sum tono, for a
total of ¥5,208,000,000% on Septenber 29, 1993.

The yen | ost value relative to French francs from August 2,
1993, when ¥100 cost FF 5.8069, to Septenber 29, 1993, when ¥100
cost FF 5.342. ¥5, 208, 000,000 cost FF278, 211, 360 on Sept enber
29, 1993. FC could have paid FF22, 145, 063 ( FF300, 356, 423 | ess
FF278, 211, 360) fewer French francs by delaying its yen purchase
to Septenber 29, 1993. FF22, 145,063 was the equival ent of
$3, 926, 430 based on the Septenber 29, 1993, exchange rate
(FF5. 6400 equal ed $1) published by the Federal Reserve Bank of
New York. FCI decided that Burndy-US should pay FCI for the

exchange rate | oss.

" FF refers to French francs.

8 The record does not state what FCl did with the
¥2,000, 000 difference between the ¥5,210, 000,000 that FC bought
and t he ¥5, 208, 000,000 that FCl paid to Furukawa and Sum t ono.
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On Septenber 20, 1993, FCl sold to Burndy-US 595, 200 shares
of Burndy-Japan stock for FF300, 356, 423. FCl required Burndy-US
to pay the difference of FF22,145,6063 that resulted fromthe
decreasing cost of yen in French francs.

Burndy-US transferred to FCl all of its interest in FC
Bel giumand FC-Switzerland in 1993, and all of its interest in
FC-Spain and FCGItaly in 1994.

OPI NI ON

A. VWhet her Bur ndy-Japan Was a Controll ed Foreign Corporation in

1992

For the taxable year 1992, respondent reclassified foreign
tax credits related to Burndy-Japan fromthe general limtation
foreign tax credit basket under section 904(d)(1)(l) to a
separate non-controlled corporation foreign tax credit basket
under section 904(d)(1)(E). Respondent reclassified the Burndy-
Japan foreign tax credits solely on the ground that Burndy-Japan
was not a CFC wthin the nmeaning of section 957(a). The effect
of this reclassification was to reduce petitioners’ allowable
foreign tax credit from Burndy-Japan for 1992 (i ncl uding
carryovers from 1988 and 1989) from $1, 802,524 to $381, 790.

1. Voti ng Power Test and Stock Val ue Test

Petitioners contend Burndy-Japan was a CFC in 1992.° A

foreign corporation is a CFCif U S. shareholders own nore than

® See note 11, below, relating to why petitioners sought
CFC status for Burndy-Japan.
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50 percent of the voting power of all classes of its stock (the
voting power test), sec. 957(a)(1l), or if U S. sharehol ders own
nore than 50 percent of the total value of its stock (the stock
val ue test), sec. 957(a)(2).1°

Bur ndy- US owned 50 percent of the stock of Burndy-Japan in
1992. For petitioners to prevail, they nust show that, in 1992,
either the voting power of Burndy-Japan stock held by Burndy-US
exceeded 50 percent of the total conbined voting power of Burndy-
Japan stock, or the val ue of Burndy-Japan stock held by Burndy-US
exceeded 50 percent of the total value of Burndy-Japan stock.
Petitioners contend that Burndy-US net both tests. W disagree

for the foll ow ng reasons.

10 Sec. 957(a) provides:

SEC. 957(a). Ceneral Rule.--For purposes of this
subpart, the term"controlled foreign corporation”
means any foreign corporation if nore than 50 percent
of - -

(1) the total conbined voting power of
all classes of stock of such corporation
entitled to vote, or

(2) the total value of the stock of such
cor poration,

is owmed (wthin the nmeaning of section 958(a)), or is

consi dered as owned by applying the rules of ownership

of section 958(b), by United States sharehol ders on any
day during the taxable year of such foreign

cor porati on.
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2. VWhet her Bur ndy-US Omed More Than 50 Percent of the
Total Conbi ned Voti ng Power of the Stock of Burndy-

Japan

Petitioners contend that Burndy-US owned nore than 50
percent of the total conbined voting power of Burndy-Japan
because Burndy-US owned 50 percent of the stock of Burndy-Japan
and, according to petitioners, had the foll owm ng powers:

(a) Burndy-US could sel ect Burndy-Japan’s board of directors and
presi dent and control the board’ s tie-breaking vote; (b) Burndy-
US coul d di ssol ve Burndy-Japan; and (c) Burndy-US had nanagenent
control of Burndy-Japan. Petitioners point out that neither
Furukawa nor Sumitonop exerci sed the veto powers created by the
1973 agreenent and contend that Burndy-US paid Furukawa and
Sumtonmo a control premumin 1973 when Burndy-US obtai ned 50
percent of the stock of Burndy-Japan.

a. Petitioners May Not Rely on the Doctrine of
Subst ance Over Form

In 1973, Burndy-US, Sum tonop and Furukawa changed the
structure of their ownership of Burndy-Japan so that Burndy-US
woul d own 50 percent of the stock of Burndy-Japan and the two
ot her Japanese conpani es woul d each own 25 percent. It is clear
that this change did not give Burndy-US nore than 50 percent of
t he voting power of Burndy-Japan if “voting power” refers to the
shar ehol ders’ percentage of stock ownership. Nonethel ess,
petitioners now contend that Burndy-US owned nore than 50 percent

of the voting power of Burndy-Japan.
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Petitioners rely on several cases in which the governnent
successfully invoked the substance over formdoctrine. Koehring

Co. v. United States, 583 F.2d 313 (7th Cr. 1978); Estate of

Wei skopf v. Conm ssioner, 64 T.C. 78 (1975), affd. per curiam

wi t hout published opinion 538 F.2d 317 (2d Cr. 1976); Kraus v.

Commi ssioner, 59 T.C. 681 (1973), affd. 490 F.2d 898 (2d Cr

1974); and Garlock Inc. v. Conmm ssioner, 58 T.C 423 (1972),

affd. 489 F.2d 197, 201 (2d Gr. 1973). In those cases, the

i ssue was whether a U.S. sharehol der or sharehol ders owni ng 50
percent or less (specifically, common stock with 45 percent of
the voting power in Koehring, stock with 50 percent of the voting

power in Estate of Wiskopf, and all of the commopn stock which

had 50 percent of the voting power in Kraus and Garl ock) of the
stock of a foreign corporation had nore than 50 percent of the
voting power of the corporation for purposes of section
957(a)(1). The thene running through these cases was the
arrangenent by the U S. shareholders to have the foreign
corporation issue a new class of voting preferred stock to
foreign persons so as to avoid or term nate CFC status of the
foreign corporation. The Conm ssioner contended, and the courts
in those cases held, that the foreign corporation remained a CFC
because in substance the U S. sharehol ders retained control of

t he corporation, notw thstandi ng the reduction of their nom nal
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per cent age ownership of stock having 50 percent or |ess of the
voti ng power.

Petitioners contend that those cases support their position
that Burndy had nore than 50 percent of the voting power and
val ue of stock of Burndy-Japan. W disagree. The Governnent
prevailed in those cases by relying on section 1.957-1(b)(2),
| nconme Tax Regs., and by invoking the doctrine of substance over
form That doctrine generally allows the Conmm ssioner to
recharacterize a transaction according to its substance but does
not allow a taxpayer to disavow a transactional form of the

t axpayer’s own choosing. See Conmm ssioner v. Natl. Afalfa

Dehydrating & MIling Co., 417 U S. 134, 149 (1974); Conm SsSioner

v. Court Holding Co., 324 U. S. 331, 334 (1945); Gay v. Powell,

314 U.S. 402, 414 (1941); Hggins v. Smth, 308 U S. 473, 477

(1940); G egory v. Helvering, 293 U S. 465 (1935); Nestle

Hol dings, Inc. v. Conmm ssioner, 152 F.3d 83, 87 (2d Gr. 1998),
affg. in part and revg. in part on other issues and remandi ng
T.C. Meno. 1995-441. Cenerally, the Conm ssioner, not the

t axpayer, can assert the doctrine of substance over form See

Hi ggins v. Smith, supra; Founders Gen. Corp. v. Hoey, 300 U.S.

268, 275 (1937); Geqgory v. Helvering, supra at 469; A d M ssion

Portland Cenent Co. v. Helvering, 293 U S. 289, 293 (1934);

Television Indus., Inc. v. Conm ssioner, 284 F.2d 322, 325 (2d

Cr. 1960), affg. 32 T.C 1297 (1959); Interlochen Co. V.
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Comm ssi oner, 232 F.2d 873, 877 (4th Cr. 1956), affg. 24 T.C

1000 (1955); Norwest Corp. v. Comm ssioner, 111 T.C. 105, 140-147

(1998); Estate of Durkin v. Conm ssioner, 99 T.C 561, 572

(1992). As the U S Court of Appeals for the Second G rcuit (the
court to which these cases are appeal abl e) stated:

It would be quite intolerable to pyramd the existing
conplexities of tax law by a rule that the tax shall be
that resulting fromthe formof transaction taxpayers
have chosen or fromany other formthey m ght have
chosen, whichever is less. [Television Indus., Inc. V.
Conm ssi oner, supra at 325.]

Petitioners nade inconsistent clainms concerning Burndy-
Japan’s CFC status. Before 1987, Burndy-US owned 50 percent of
the stock of Burndy-Japan but it did not treat Burndy-Japan as a
CFC. Burndy-US first clainmed Burndy-Japan as a CFC on its 1987
return. Petitioners changed their position even though Burndy-US
continued to own 50 percent of the stock of Burndy-Japan from
1987 to 1992, and the operational relationship between Burndy-US
and Burndy-Japan did not change during those years; the only
change was the tax law. See Tax Reform Act of 1986 (TRA 1986),

Pub. L. 99-514, sec. 631, 100 Stat. 2269.%"

11 Petitioners’ new position in 1987 that Burndy-Japan was
a CFC of Burndy-US coincided with a change in the tax | aw
effective for tax years beginning in 1987. See sec. 1204 of the
Tax Reform Act of 1986 (TRA 1986), Pub. L. 99-514, 100 Stat.
2532. Petitioners do not explain why they began to contend
Bur ndy- Japan was a CFC in 1987; however, it is obvious that their
pur pose was to enable Burndy-US to increase its foreign tax
credit and pay less U S. tax.
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Petitioners contend that they derived no U. S. tax benefit by
not treating Burndy-Japan as a CFC before 1987. However, their
representations regarding the pre-1987 years are inconplete and
unconvi ncing. They deny havi ng Subpart F income for the years
1987 through 1992, and they ask us to infer that they had little
or no Subpart F income from 1983 to 1986. They cite nothing in
the record relating to 1983 through 1986 to support their
contention, and they nmade no reference to the years before 1983.
The taxpayer bears the burden of proving that it |acks a tax

avoi dance noti ve. Hof f ran Motors Corp. v. United States, 473

F.2d 254 (2d Cir. 1973). W are not persuaded that petitioners
derived no U S. tax benefit fromnot treating Burndy-Japan as a
CFC before 1987.

A taxpayer may be permtted to i nvoke the doctrine of
substance over formif the notive of the taxpayer is not

primarily tax avoidance. Hoffrman Mdtors Corp. v. United States,

supra at 257. Petitioners’ reversal of position regarding

whet her Bur ndy-Japan was a CFC was tax notivated. Petitioners
may not invoke the doctrine of substance over formhere, and we
need not consider petitioners’ contention that Burndy-US, in
substance, controlled Burndy-Japan in decidi ng whet her Burndy-US
owned nore than 50 percent of the voting power of Burndy-Japan.

See Hof fman Mbtors Corp. v. United States, supra.
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In any event, for the purposes of conpl eteness, we consider
petitioners’ contention on the nerits. W conclude that the
outcone is the sane because, as discussed next, Burndy-Japan was
not a CFC of Burndy-US in either form or substance.

b. Power of Any Burndy-Japan Shar ehol der To Bl ock
Vari ous Actions by Burndy-Japan

The articles of incorporation require a vote of sharehol ders
hol di ng nore than 80 percent of the stock to: (1) Amend the
articles of incorporation; (2) elect directors and auditors;

(3) change capital; (4) assign the entire or an essential part of
t he busi ness of the company; (5) entrust a third party with
managenent; (6) dispose of profits; (7) acquire or dispose of
shares of other conpanies; and (8) make or alter |icense
agreenents. Under the 1973 basic agreenent, Burndy-US, Furukawa,
and Sum tonb each had the power to veto six inportant categories
of decisions by Burndy-Japan: (1) Changes in capital; (2)
changes in license agreenents; (3) acquisition or sale of shares
in other conpanies; (4) paynent of dividends; (5) transfer of a
maj or part of the business; and (6) entrusting managenent to a
third party.

The six veto powers and the 80-percent supermajority
requirenents permtted either Furukawa or Sumtono to bl ock a
w de range of inportant actions by Burndy-Japan. W believe the
veto powers and supernmgjority requirenments were anong the factors

t hat prevented Burndy-US from controlling Burndy-Japan in 1992.
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This Court and the U S. Court of Appeals for the Eleventh

Crcuit made a simlar finding in Alunmax, Inc. v. Conm Ssioner,

165 F.3d 822, 825 (11th Cir. 1999), affg. 109 T.C. 133 (1997).
One of the issues for decision in A umax was whet her Amax
possessed at | east 80 percent of the voting power of the taxpayer
as required to include the subsidiary on a consolidated return.
Sec. 1504.%2 Amax owned one cl ass of stock, and the Japanese
sharehol ders owned a different class of stock. The four
directors elected by Amax had two votes each. The two directors
el ected by the Japanese sharehol ders had one vote each. Thus,
Amax controlled 80 percent of the directors’ votes. The Japanese
sharehol ders could veto: (1) Mergers; (2) purchase or sale of
any asset worth at |east 5 percent of Alumax’s net worth; (3)
partial or conplete liquidation or dissolution of Alumax; (4) the
expenditure of capital or disposition of assets worth nore than
$30 million; (5) the election or dism ssal of Al umax’s chief

executive officer; and (6) the making of loans to affiliated

12 Sec. 1504(a)(2) provides:

(2) 80-percent voting and val ue test.--The
ownership of stock of any corporation neets the
requi renents of this paragraph if it-—-

(A) possesses at |east 80 percent of the
total voting power of the stock of such
corporation, and

(B) has a value equal to at |east 80 percent
of the total value of the stock of such
cor poration.
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corporations not in the ordinary course of business. Al unmax

Inc. v. Conm ssioner, supra at 823. Al umax could not take any of

t hese six actions wthout the approval of the majority of the
directors elected by the holders of each class of stock.®® Thus,
t he Japanese sharehol ders had a veto power over the six areas
(six veto powers) because they owned a separate class of stock.
The six veto powers reduced Anax’s voting power relative to the
voti ng power of the Japanese shareholders. [d. at 823. The
Court held in Alumax that the veto powers caused Amax to have
| ess than 80 percent of the voting power. [d. at 826.
Petitioners contend that the veto powers here were | ess
i nportant than those in Alumax. W disagree. A conparison of
the veto powers in the instant cases show that they are simlar

to those in Alumax. See pp. 11-12, 27-29.

13 Petitioners point out that, in Alumax, Inc. v.
Conmi ssi oner, 165 F.3d 822, 823 (11th Cr. 1999), affg. 109 T.C.
133 (1997), if a director elected by a Japanese sharehol der
objected to a board action and the Japanese corporation ratified
that objection within 14 days, the board vote would be
ineffective, unless a panel of arbitrators ruled within 14 days
that the vote woul d not have a material and adverse effect on the
Japanese interests’ investnent. However, petitioners did not
di scuss how that procedure conpares to the arbitration provided
by par. j of the 1973 Basic Agreenent. See p. 12. Further, the
U.S. Court of Appeals for the Eleventh Crcuit said that “On the
six matters in which the directors voted by class, noreover, the
Amax- el ected directors’ voting power effectively declined to
50%” 1d. at 826. As in the instant cases, the Court of Appeals
al so said that veto provisions in A unax, whether or not
exerci sed, generally discouraged directors fromvoting agai nst
the Japanese interests. 1d. n.4. Here, because of the six veto
powers, Burndy-US did not own nore than 50 percent of the voting
power of Burndy-Japan.
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Petitioners contend that respondent’s reliance on Al umax
here is inconsistent with Tech. Adv. Mem 97-14-002 (Apr. 4,
1997) (the TAM. Petitioners contend that the TAM precl udes
respondent fromrelying on a case (such as Al umax) which
interprets the 80-percent test in section 1504 to interpret the
50-percent test in section 957(a).'* W disagree. The TAM
states that a taxpayer may not rely on cases interpreting section
957 to interpret section 1504 because the cases interpreting
section 957 (which the taxpayer cited) allowed the Conmm ssioner,
not the taxpayer, to apply the substance over formdoctrine to
prevent taxpayer abuse. It is well established that the
Commi ssioner may rely on the substance over formdoctrine to a

greater extent than taxpayers. See Norwest Corp. v.

Conmi ssioner, 111 T.C at 140-147; Estate of Durkin v.

Conmi ssioner, 99 T.C. at 572; see also H ggins v. Smth, 308 U.S.

at 477; Founders Gen. Corp. v. Hoey, 300 U.S. at 275; G egory V.

Hel vering, 293 U. S. at 469; AOd Mssion Portland Cenent Co. V.

Hel vering, 293 U S. at 293; Television Indus., Inc. v.

Conmi ssioner, 284 F.2d at 325; Interlochen Co. v. Connissioner,

232 F.2d at 877. Here, respondent, not petitioners, is citing a
case interpreting section 1504. Thus, respondent’s reliance on

Al unax here is consistent with the TAM

14 Techni cal advice nenoranda “may not be used or cited as
precedent” unless regul ations so provide. Sec. 6110(Kk)(3).
Regul ati ons do not so provide here.
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Petitioners contend that the supermajority voting
requirenents in the articles of incorporation neant little
because the laws of nost U S. States require that, to change the
nunber of authorized shares or to sell assets other than in the
usual course of business, an 80-percent najority of sharehol ders
must approve. Petitioners also contend that the veto powers
differ little fromstatutory restrictions on donestic corporate
boards provided by the Mdel Business Corporation Act (MBCA). W
di sagree. Petitioners cite no State |laws or MBCA provisions that
gi ve 25-percent sharehol ders the veto powers present in these
cases. The 1973 basic agreenent, which created the veto powers
that were in effect in 1992, states that the agreenent shall be
construed under Japanese |law. Petitioners have not shown whet her
State law or MBCA provisions are simlar to Japanese | aw.

Petitioners point out that dividends were nore inportant to
Furukawa and Sum tono than to Burndy-US because Burndy-US
recei ved royal ti es and managenent fees. However, the agreenents
bet ween Bur ndy-Japan sharehol ders rel ating to managenent fees and
royalties expired after 5 years. Burndy-US had no guaranty that
t he managenent fees and royalties would continue; thus, its need
for dividends could increase. Burndy-US s receipt of royalties
and managenent fees does not show that Burndy-US controlled

Bur ndy- Japan.
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Petitioners point out that no Burndy-Japan sharehol der
exerci sed any of the six veto powers and contend that this shows
that Burndy-US controll ed Burndy-Japan. W disagree; it is nore
i kely that Furukawa and Sum tonp never exercised the veto powers
because the exi stence of those powers caused Burndy-US to
cooperate with Furukawa and Sum t ono.

We concl ude that the 80-percent vote requirenent in the
articles of incorporation and the six veto powers in the 1973
basi ¢ agreenent reduced Burndy-US s voting power so it did not
have nore than 50 percent of the voting power of Burndy-Japan.

C. Control of Burndy-Japan’s Presidents and Board of
Directors

Petitioners contend that Burndy-US controlled Burndy-Japan
because it had, and exercised, the right to control, choose, and
repl ace Burndy-Japan’s presidents and board of directors from
1973 to 1993. Petitioners also contend that Burndy-US controlled
t he Burndy-Japan board of directors because, under the Burndy-
Japan articles of incorporation and the 1973 basi c agreenent,

Bur ndy-US had the right to nanme 5 of the 9 Burndy-Japan
directors. W disagree.

i El ection of Menbers of Board of Directors

The 1973 basic agreenent stated that the sharehol ders could
nom nate persons to serve as nenbers of the Burndy-Japan board of
directors in proportion to the shareholder’s ownership interests.

The Burndy-Japan articles of incorporation required that, to be
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el ected, a director must receive the vote of 80 percent of the
sharehol ders. Thus, Furukawa or Sum tono coul d bl ock board
menber shi p for anyone Burndy-US nom nated to serve as a director.

The Burndy-Japan sharehol ders agreed in 1973 that Burndy-US
could nom nate four directors and the president. The president
of a Japanese corporation nust be a director. ShChC (the
Comrerci al Code of Japan), Law No. 48, March 9, 1899, as anended,
at Book I, chap. 4, sec. 261-1, reprinted from Ki tagawa, Doi ng
Busi ness in Japan, app. 5A (1994). Thus, Burndy-US coul d not
nom nate a fifth nmenber of the board of directors to serve as
presi dent unl ess Furukawa and Sum tono agreed.

ii. Br eaki ng Ti e Votes

Petitioners contend that Burndy-US had the power to break a
tie vote of the Burndy-Japan board of directors because Burndy-US
coul d nane the chairman or president, who could cast a second
vote to break a tie. W disagree. First, Burndy-US could not
unil ateral ly choose Burndy-Japan’s president for reasons stated
in the previous paragraph. The articles of incorporation provide
that the board of directors could elect a chairman. Thus,

Bur ndy-US coul d not unilaterally choose the chairman. Second,
the second vote to break a tie is invalid under Japanese |aw for
reasons di scussed next.

H deki Kanda (Kanda), petitioners’ witness who is a

prof essor of law at Tokyo University, cited an article, Horiguch
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in Comentary on Corporate Law, Vol. 4, at 343 (1968), to support
petitioners’ contention that a director may cast nore than one
vote to break a tie. However, he also cited an article,
Tat asuta, Corporate Law (Kai shaho) 107-108 (2000), in which the
author said that a director may not do so.

Respondent’ s expert in Japanese |aw, M chael K.  Young
(Young), cited two articles, Tanaka, Kaisha Ho Hyoron Jo, p. 370
(1967), and Tanaka & Namaki, Shinpan Kabushi ki Kai sha Horitsu
Ji t sunu Handobukku, p. 423 (1967), which conclude that a
provi sion which allows a “second or casting” vote by a chairmn,
or president acting for the chairman, to break a tie is invalid
and unenforceabl e under Japanese | aw.

Respondent’ s wi tness, Yoshinmasa Furuta (Furuta), who is
licensed to practice law in Japan, reviewed Kanda s report.
Furuta said that he agreed with Young that a provision
authorizing a director to vote a second tinme to break a tie is
invalid. Furuta said that two standard textbooks on Japanese
corporation | aw, Kitazawa, Corporation Law (New ed. 1982) at 347,
and 1 Tanaka, Corporation Law 560 (Rev. ed. 1982), state that a
provi sion authorizing a director to vote a second tine to break a
tieis invalid and unenforceable. Furuta also said that Mnistry
of Justice publications state that a provision authorizing a

second vote to break a tie is invalid and unenforceabl e.
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Young al so cited Kanmi n, an Osaka District Court case (filed
on June 19, 1953). In Kanmn, the Osaka District Court held that
a director may not cast nore than one vote on a board resol ution.
Young said that Kam n was “confirnmed” (not further explained in
the record) by both the Osaka Legal Affairs Bureau, Hanrei Jiho,
No. 117, March 15, 1957, and the Civil Affairs Bureau of the
M nistry of Justice, Mnji Ko, No. 772, April 21, 1959.

Kanda said that Kami n has no precedential val ue because
Japan is not a conmmon | aw country, but he said that it may have
persuasi ve value. Kanda said that the district court in Kamn
appl i ed the Japanese comercial code provision literally, but
that the articles by Horiguchi and Tatasuta that he cited state
that the literal approach fell out of favor. Furuta said that
Kam n was published, which he said suggests it was an inportant
decision. He also said that there are no precedents contrary to
Kani n.

We find Young’'s and Furuta’'s position to be nore convincing
than Kanda’s. W conclude on this record that, under Japanese
| aw, the president of Burndy-Japan may not cast a tie-breaking
vote if the president has already voted on the matter.

iii. Control of Burndy-Japan’s President and Board
of Directors by Burndy-US

Petitioners contend that Burndy-US controll ed Burndy-Japan' s
presi dent and board of directors and dom nated Burndy-Japan. W

di sagr ee.
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Burndy-US did not control Burndy-Japan’s presidents, Kanbe
and Hijikata, from 1973 to 1993. Burndy-US di sapproved of Kanbe
and Hijikata as presidents and yet did not renove either of them
fromoffice until 1993. 1In 1993, Burndy-US renoved Hijikata
after Burndy-US had increased its stock ownership in Burndy-Japan
from50 percent to 90 percent. This suggests that Burndy-US
| acked control before 1993.

Petitioners concede that Burndy-US di sapproved of Hijikata
as president, but they contend that Burndy-US did not disapprove
of Kanbe. Farley described Kanbe as honest, practical, and
protective of the interests of Burndy-Japan. Farley recalled two
i nstances in which Burndy-US deferred to Kanbe. Petitioners
contend that Farley’ s testinony shows that Burndy-US did not
di sapprove of Kanbe. W disagree. Cantor credibly testified
that Farley was dissatisfied wth Kanbe as president.

Petitioners contend that Burndy-US controlled the three
Bur ndy- US enpl oyees, the president, and the five Burndy-Japan
enpl oyees who were nenbers of the board. W disagree. Burndy-US
presumably controll ed the three Burndy-US enpl oyees who were
directors. However, the record does not show that Burndy-US
controlled the five Burndy-Japan enpl oyees who were sel ected as
di rectors by unani nous agreenent of the sharehol ders.

Petitioners contend Furukawa and Sum tonp agreed in 1973 to

gi ve Burndy-US conpl ete control over Burndy-Japan. W disagree.
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Farley testified only that the Japanese partners agreed to give
Bur ndy- US nanagenent control over Burndy-Japan in 1973.% York
testified that Burndy-US had no financial control over Burndy-
Japan.

Cantor and Farley testified that Furukawa and Sum tono
provided no i nput to Burndy-Japan’s day-to-day operations.
Petitioners contend that this shows that Burndy-US controlled
Bur ndy-Japan. We disagree; it shows only that Burndy-US provided
day-t o- day nmanagenent.

York testified that Furukawa and Sumitono were nerely
passive investors in Burndy-Japan and that Burndy-US neither
sought nor received any input fromthem Petitioners contend
t hat Burndy-US conpl etely dom nated Burndy-Japan, including its
corporate direction and strategy, product |ines, nmarketing,
manuf acturing, hiring and personnel policies, and financi al
deci sions. W disagree because: (1) Burndy-US tried
unsuccessfully to force Burndy-Japan to drop the electrical
connector business from 1962 to 1993; (2) Burndy-US tried
unsuccessfully in 1987 to get from Burndy-Japan a |ist of

products manufactured or sold by Burndy-Japan and information

% I'n a Jan. 27, 1973, letter to Burndy-US, which was part
of the negotiations for the 1973 basic agreenent, Furukawa and

Sum tonmo said: “W have purposely refrained fromusing the
wor di ng ‘ Burndy Corporation to have conpl ete nanagenent contro
of Burndy-Japan’”. Thus, that |anguage was not included in the

1973 basi c agreenent.
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about Burndy-Japan’s inport sales; (3) Burndy-US tried
unsuccessfully to get Burndy-Japan to increase exports and to
provi de engi neering assi stance to Burndy-US s Hong Kong
subsidiary in 1987; (4) Burndy-US tried unsuccessfully in 1991
and 1992 to get Burndy-Japan to give it copies of Burndy-Japan's
Japanese patent applications, even though failing to file those
applications with the U S. patent office within a year could
result in the loss of U S. patent rights; and (5) Burndy-Japan
sold Burndy-US s interest in a proprietary product outside Japan
in 1991 without Burndy-US s approval. W conclude that Burndy-US
did not control or have the right to control the president or
board of directors of Burndy-Japan before 1993, and that Burndy-
US did not otherw se dom nate or control Burndy-Japan.

d. Ability To Di ssol ve Burndy-Japan

Petitioners contend that Burndy-US controlled Burndy-Japan
because it had the power to force Burndy-Japan to dissolve. W
di sagree. Petitioners cite no authority to support this
contention. Under sections 94 and 404 of the Japanese Commerci al
Code, Law No. 48, March 9, 1899, as anended, reprinted from
Appendi x 5A of Doi ng Business in Japan, Zentaro Kitagawa (Mtthew
Bender & Co. 1994), a Japanese corporation dissolves if: (a) So
provided by the ternms of the articles of incorporation; (b) it
merges with another corporation; (c) the corporation is bankrupt;

(d) a court orders dissolution; or (e) the sharehol ders resol ve
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to do so. Under the Japanese Conmerci al Code, any sharehol der
may ask a court to order dissolution if the sharehol ders

deadl ock. Burndy-US coul d cause a deadl ock, but that would not
necessarily cause a dissolution because a Japanese court could
fashion an alternative remedy. Thus, Burndy-US | acked unil ateral
power to force Burndy-Japan to dissolve.

e. Fi nanci al Accounti ng and Underwood’s Testi nobny

CGenerally, for financial accounting purposes, parent
conpani es and subsidiaries in which the parent owns a controlling
interest may consolidate financial statenents. Accounting
Research Bulletin (ARB) No. 51, Consolidated Financial Statenents
(August 1959). Burndy-US and Burndy-Japan did not consolidate
their financial statenments before 1993. A parent usually owns a
controlling interest if the parent owns a mgjority voting
interest. ARB 51, par. 2. Petitioners first treated Burndy-
Japan as a CFC for incone tax purposes in 1987, follow ng
enactnment of a tax |law change relating to foreign tax credits
whi ch made it advantageous to do so. See TRA 1986 sec.

1222(a) (1), 100 Stat. 2556. Burndy-US s ownership interest in
Bur ndy- Japan did not change between 1973 and 1993. However, in

deci di ng whet her Burndy-US control | ed Burndy-Japan in 1992, we do

16 Ppetitioners’ argunent strains credulity because Burndy-
US did not want to di ssolve Burndy-Japan. York testified that
di ssol ution of Burndy-Japan woul d be apocal yptic for Burndy-US.
Bur ndy- US never discussed di ssol ving Burndy-Japan with Furukawa
or Sumtono
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not consider the fact that Burndy-US and Burndy-Japan did not
file consolidated financial statenents because petitioners’
expert, M chael Underwood (Underwood), testified (and respondent
does not dispute) that ARB 51 requires consolidation of a parent
and a subsidiary only if the parent owns a majority of the voting
shares of the subsidiary.

Underwood al so testified that, based on Furukawa's and
Sumtono’s veto powers, it is reasonable to conclude that Burndy-
US had | ess control over Burndy-Japan than an owner woul d have
over a subsidiary if the owner owned a majority of voting shares
of the subsidiary. Underwood's testinony on this point supports
the concl usion that Burndy-US did not control Burndy-Japan for
t ax purposes before 1993.

f. Possi bility of Undi scl osed Agreenents

Petitioners contend that Furukawa and Sum tonp agreed to
gi ve control of Burndy-Japan to Burndy-US in 1973 but did not
want any docunents reviewed by MTlI to so state because that
woul d have caused M TI to disapprove the transaction. The
docunents in our record did not give Burndy-US control over
Bur ndy-Japan. The 1973 basic agreenent stated that it was the
entire agreenent of the Burndy-Japan shareholders and that it
superseded all previous agreenents regarding matters in the 1973
basi ¢ agreenment. W concl ude that Furukawa and Sum tono di d not

agree to give Burndy-US control over Burndy-Japan in 1973.
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Furukawa and Sumtono stated in a letter dated January 27
1973, that they did not want to have any confidential agreenents
that would harmtheir relations with the Japanese Governnent.
There is no evidence in the record that Furukawa and Sum tono
acted contrary to that stated intent. W conclude that the
Bur ndy- Japan sharehol ders did not have an undi scl osed agreenent
gi ving Burndy-US control over Burndy-Japan in 1973.

g. Whet her Burndy-US Paid a Control Prem um for
Bur ndy-Japan Stock It Acquired in 1973 or 1993

Petitioners contend that Burndy-US paid a control prem um
when it acquired 50 percent of the stock of Burndy-Japan in 1973
and did not pay a control prem umwhen it acquired an additional
40 percent of that stock in 1993. W disagree on both points.

First, Cantor stated in a nenorandumto York in 1980 that he
refused to pay a control prem um when he negotiated the price
of Burndy-Japan stock in 1973. Cantor testified at trial that
Burndy-US paid a control premumin 1973, but he could not
explain the conflict between his testinony and his 1980
menor andum

Second, a 1978 Burndy-US neno to Farley states that Burndy-
US shoul d be prepared to pay a 20-percent control prem umfor
increasing its ownership of Burndy-Japan stock to nore than the
50 percent it then owned.

Third, FCl said in its 1993 annual report to sharehol ders

that it acquired control of Burndy-Japan in 1993 when Burndy-US
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acqui red 40 percent of the stock of Burndy-Japan, bringing its
total ownership to 90 percent.

Respondent’ s expert, Keith Reans (Reans), concluded that
Bur ndy- US pai d Furukawa and Sumitono a control prem um when it
acquired an additional 40 percent of the stock of Burndy-Japan in
1993. Petitioners’ expert, Masam Hashinoto (Hashi noto),
concl uded that Burndy-US did not. Reans’s analysis on this point
was nore convincing than Hashinoto’'s. KPMG used various net hods
to apprai se Burndy-Japan stock in 1993, resulting in 34 different
estimates of value. Reans considered all of KPMG s estimates.
Reans apprai sed (i ndependently from KPM5 the shares that Burndy-
US bought in 1993 and concluded that a 30-percent control prem um
had been paid. Respondent’s expert, Mikesh Bajaj (Bajaj), said
in his rebuttal to Hashinoto's report that nost of the KPMG
estimates of the val ue of Burndy-Japan stock in 1993 were | ess
than the price Burndy-US paid. This suggests that Burndy-US paid
a premum

Petitioners contend that Reans’s testinony is irrelevant
because Reans did not use the liquidation nmethod that respondent
asks us to apply in deciding whether Burndy-US satisfies section
957(a)(2). W disagree; Reans’s testinony is relevant to whether
Burndy-US paid a control premumin 1973 or 1993.

Hashi noto did not appraise the shares that Burndy-US bought

in 1993. He selected 1 of KPM5 s 34 estimtes (¥8,868 per share)
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that he said used the nost appropriate nmethodology. He inferred
that Burndy-US did not pay a control prem um because the agreed
price of ¥8,750 per share was ¥118 | ess than the KPMS estimate

t hat he chose.

As a basis for his inference, Hashinoto used Furukawa s and
Sumtono’s offer to sell Burndy-Japan stock in 1993 for ¥10, 900
per share which was about 20 percent higher than the sales price
of ¥8, 750 per share. Burndy-US did not accept that offer. W
infer nothing from Furukawa’s and Sum tono’s offer to sel
because we do not know why Furukawa and Sum tono asked for
paynment of ¥10,900 per share, and because this unaccepted offer
does not establish the fair market val ue of Burndy-Japan stock.

Prem er Packing Co. v. Comm ssioner, 12 B.T. A 637, 643 (1928);

Parker v. Conm ssioner, 11 B.T.A 1336, 1351 (1928); Wallis

Tractor Co. v. Conmm ssioner, 3 B.T.A 981, 1001-1002 (1926).

Hashi not o opi ned that Burndy-US paid a 12-percent control
prem um for Burndy-Japan stock in 1973. Hashinoto said that
Burndy-US paid a premumin 1973 equal to the difference between
the final sales price and 80 percent of Furukawa s and Sum tono’s
initial offer. Hashinoto discounted the initial offer by 20
percent to account for the fact that Furukawa and Sum tono each
reduced their sharehol dings in Burndy-Japan from33 to 25

per cent .
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Hashi noto said that Burndy-US paid a control prem um because
Bur ndy- US gai ned control over Burndy-Japan in 1973. W di sagree
for reasons stated above pp. 27-41.

Hashi not o was i nconsistent in his approach to 1973 and 1993.
For 1973, he relied on Furukawa’ s and Sum tonp’ s proposal based
on an anal ogous conpany net hod based on data for 2 years. For
1993, he chose a KPMG val ue based on an anal ogous conpany net hod
using data for 5 years. Finally, Hashinoto did not verify the
accuracy of the data that Furukawa and Sumitono used in their
initial offer.

We concl ude that Burndy-US did not pay Furukawa and Sum t ono
a control premumto acquire Burndy-Japan stock in 1973 but did
in 1993.

h. Conclusion Relating to the Voting Power Test

Petitioners point out that we and other courts have held
t hat a 50-percent sharehol der has nore than 50 percent of the
voting power of all of the stock if the taxpayer actually

controls the corporation, citing Koehring Co. v. United States,

583 F.2d 313 (7th Gr. 1978); Estate of Wi skopf v. Conm ssioner,

64 T.C. 78 (1975); Kraus v. Conm ssioner, 59 T.C. 681 (1973); and

Garlock Inc. v. Conm ssioner, 58 T.C. 423 (1972). Petitioners

cite these cases to support their contention that Burndy-US owned
nmore than 50 percent of the voting power of Burndy-Japan. W

di sagree. These cases are distinguishabl e because, here, the
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veto powers, supernmgjority requirenents, and the board of
director selection rules prevented Burndy-US fromcontrolling
Bur ndy- Japan.

Section 1.957-1(b)(1), Inconme Tax Regs., provides that a
t axpayer satisfies the 50-percent voting power test of section
957(a) if the taxpayer neets one of three requirenents, al
related to the power to control, or to exercise the powers of,
the board of directors. Section 1.957-1(b)(1), Incone Tax Regs.,
provi des:

(b) Percentage of total conbined voting
power owned by United States sharehol ders.--(1)
Meani ng of conbined voting power. In determning
for purposes of paragraph (a) of this section
whet her United States sharehol ders own the
requi site percentage of total conbined voting
power of all classes of stock entitled to vote,
consideration will be given to all the facts and
ci rcunst ances of each case. 1In all cases,
however, United States sharehol ders of a foreign
corporation will be deened to own the requisite
per cent age of total conbined voting power wth
respect to such corporation —

(1) If they have the power to el ect,
appoint, or replace a magjority of that body
of persons exercising, wth respect to such
corporation, the powers ordinarily exercised
by the board of directors of a donestic
corporation;

(1i) If any person or persons elected or
desi gnat ed by such sharehol ders have t he power,
where such sharehol ders have the power to el ect
exactly one-half of the nmenbers of such governing
body of such foreign corporation, either to cast a
vote deciding an evenly divided vote of such body
or, for the duration of any deadl ock which may
arise, to exercise the powers ordinarily exercised
by such governi ng body; or
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(tit) I'f the powers which would ordinarily be
exercised by the board of directors of a donestic
corporation are exercised with respect to such
foreign corporation by a person whom such
shar ehol ders have the power to el ect, appoint, or
repl ace.

Bur ndy- US does not neet the requirenents of section 1.957-
1(b)(1)(i), Income Tax Regs., because Burndy-US | acked the power
to elect, appoint, or replace a ngjority of the board of
directors. See discussion pp. 32-38.

Bur ndy- US does not neet the requirenents of section 1.957-
1(b)(1)(ii), Income Tax Regs., because it |acked the power to
break tie votes and could not unilaterally exercise powers
ordinarily exercised by a donestic board of directors. See
di scussi on pp. 32-38.

Bur ndy- US does not neet the requirenents of section 1.957-
1(b)(2)(iii), Inconme Tax Regs., because the veto powers and
supermgjority requirenents prevented Burndy-US from exerci sing
powers over Burndy-Japan ordinarily exercised by a donestic board
of directors. See discussion pp. 27-32.

We concl ude that Burndy-US did not own nore than 50 percent

of the voting power of Burndy-Japan in 1992.
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3. Whet her Bur ndy-US Omed Mre Than 50 Percent of the
Val ue of Burndy-Japan Stock

A foreign corporationis a CFCif U S. sharehol ders own nore
than 50 percent of the total value of its stock. Sec. 957(a)(2).
Petitioners contend that Burndy-US owned nore than 50 percent of
t he val ue of Burndy-Japan stock in 1992. W disagree.

a. Applicable Legal Standard

Petitioners contend that the value of Burndy-Japan stock
hel d by Burndy-US sharehol ders exceeded 50 percent of the total
val ue of the three bl ocks of stock held by the sharehol ders of

Bur ndy-Japan. Petitioners rely on Mariani Frozen Foods, Inc. v.

Commi ssioner, 81 T.C 448, 468-469 (1983), affd. sub nom GCee

Trust v. Conm ssioner, 761 F.2d 1410 (9th Gr. 1985). The

taxpayer in Mariani Frozen Foods sought to avoid foreign personal

hol di ng conpany status by showing that it did not own nore than
50 percent of the value of outstanding stock for purposes of
section 552(a)(2).Y W held that the value of foreign
corporation stock held by U S. sharehol ders was nore than 50
percent of the total value of the bl ocks of stock held by al
sharehol ders. 1d. at 471. W agree with petitioners that the

standard in Mariani Frozen Foods applies here.

7 In Mariani Frozen Foods, Inc. v. Conm ssioner, 81 T.C.
448, 469 (1983), affd. sub nom Gee Trust v. Conm ssioner, 761
F.2d 1410 (9th Cr. 1985), the taxpayers conceded that they woul d
| ose under a |iquidation approach. However, we held against the
taxpayers under a different test w thout considering the
I i qui dati on approach further.
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b. VWhet her the Val ue of Burndy-Japan Stock Owmed by
Bur ndy- US Ws Greater Than 50 Percent of the Val ue
of the Blocks of Stock Held by Al Sharehol ders

Petitioners contend that the value of Burndy-Japan stock
owned by Burndy-US was nore than 50 percent of the value of the
three bl ocks of stock owned by its three sharehol ders.
Petitioners contend that a control prem um applies in valuing the
Bur ndy- Japan st ock owned by Burndy-US because Burndy-US owned 50
percent of the stock and control |l ed Burndy-Japan during the years
inissue. Simlarly, petitioners contend that a mnority
di scount or discount for lack of marketability applies to
Furukawa’ s and Sum tonp’s hol di ngs. 8

W find the testinony of respondent’s experts, Bajaj and
Alan C. Shapiro (Shapiro), about the rationale for applying
control premuns and mnority discounts to be useful in analyzing
this issue. They testified that a premiumapplies in valuing a
| arge bl ock of stock if the holder of that block has the power to
extract private benefits that are disproportionate to benefits

available to mnority sharehol ders (private benefits anal ysis).?!®

18 Ppetitioners do not state the extent of the control
premum mnority discount, or discount for |ack of
mar ketability. Rather they contend that any control prem um
however small, would cause Burndy-US to own nore than 50 percent
of the val ue of Burndy-Japan stock.

19 Barclay & Hol derness, Private Benefits From Control of
Public Corporations, 25 J. Fin. Econ. 371, 374 (1989), lists
private benefits such as higher salaries for individual
st ockhol ders, bel ow-market transfer prices for corporate

(continued. . .)
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Petitioners did not offer any expert testinony relating to the
merits of the private benefits analysis and did not cross-exam ne
respondent’s experts on this point.?

Bur ndy- US coul d not extract private benefits from Burndy-
Japan because Furukawa and Sum tono coul d veto several inportant
types of corporate actions. These veto powers gave Furukawa and
Sum tono | everage over actions not subject to veto through the
indirect or “log-rolling” effect; i.e., the ability of Furukawa
or Sumtono to pressure Burndy-US to act as requested on a matter
not subject to veto to keep Furukawa or Sum tono from vetoing an
action subject to their veto powers.

Petitioners contend we should disregard Bajaj’s testinony
because he was biased. W disagree and find Bajaj’s analysis to
be hel pful in deciding this issue.

Petitioners contend that they found no case or published
anal ysis which supports Bajaj’s theory. However, the private
benefits analysis is discussed by Shleifer and Vishny in “A
Survey of Corporate Governance”, 52 J. Fin. 737, 747 (1997), and

by Barclay and Hol derness in “Private Benefits From Control of

19C. .. continued)
st ockhol ders, control anenities for individual stockhol ders, and
synergies in production for corporate stockhol ders.

20 PpPetitioners’ counsel asked Bajaj whether he had used the
words “private benefits” prior to his testinony in these cases
and whet her a certain hypothetical situation resulted in private
benefits but did not ask Bajaj any other questions about the
merits of the private benefits anal ysis.
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Public Corporations”, 25 J. Fin. Econ. 371-395 (1989). Barclay
and Hol derness said sharehol ders value the ability to “use their
voting power primarily to extract corporate benefits to the
excl usion of other shareholders”. See al so Bogdanski, Federal
Tax Valuation, par. 4.03[1][e][v] n.171 (1996) (citing Barclay &
Hol derness and di scussi ng why control enhances value); Barclay &
Hol derness, “Negoti ated Bl ock Trades and Corporate Control”, 46
J. Fin. No. 3, 861, 873 (1991).

Petitioners contend that Burndy-US extracted private
benefits from Burndy-Japan in the formof the nanagenent fee that
Bur ndy- Japan pai d Burndy-US, which petitioners contend greatly
exceeded the cost of managenent. W disagree. Furukawa and
Sum tono agreed to pay the managenent fee; it was not “extracted’
over their objection.

Petitioners contend that York testified that the managenent
fee greatly exceeded the cost of managenent. W disagree. York
testified that the managenent fee far exceeded the cost of
sendi ng executives to Burndy-Japan. The cost of providing
managenent services included nore than the cost of sending
enpl oyees to Burndy-Japan; Burndy-US did a substantial anmount of
managenent work in the United States.

Petitioners contend that Burndy-US received private benefits
t hrough recei pt by Burndy-US and FCl from Burndy-Japan of

i ncreasi ng anounts of royalties, comm ssions, and corporate
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profits. W disagree. Burndy-US, Furukawa, and Sum tono

negoti ated the anount of the royalties, comm ssions, and profit
distributions at armis length. Generally, no disproportionate

benefit results froman arm s-1ength negotiation. United States

v. Davis, 370 U.S. 65, 72 (1962) (the value of two properties
exchanged in an arm s-length transaction is presuned to be

equal ); Elnmhurst Cenetery Co. v. Conm ssioner, 300 U S. 37, 39

(1937) (the value assigned to property by a buyer and seller
dealing at arnmis length is persuasive evidence of its fair market

value); S. Natural Gas Co. v. United States, 188 . d. 302, 412

F.2d 1222, 1252 (1969) (the price of property sold in an arm s-
l ength transaction is presuned to be its fair market val ue).

Petitioners point out that in United States v. Parker, 376

F.2d 402 (5th Gr. 1967), the U. S. Court of Appeals for the Fifth
Circuit held that a taxpayer who owned 80 percent of the

out st andi ng stock of a corporation owed nore than 80 percent of
the value of the stock of that corporation. Here, the veto

provi sions, supermajority requirenments, and rules for electing
directors increased the value of the Burndy-Japan stock held by
Furukawa and Sumitono relative to the value of the stock held by
Bur ndy- US and decreased the val ue of the Burndy-Japan stock held
by Burndy-US relative to the value of the stock held by Furukawa

and Sum tonp. See Alumax, Inc. v. Conmm ssioner, 165 F.3d at 825.
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The mnority sharehol ders in Parker apparently had no veto
powers. Thus, Parker is distinguishable.

Petitioners contend that Burndy-Japan stock owned by Burndy-
US was entitled to a control prem um because Hashi noto so
testified. Petitioners also contend that a mnority discount or
di scount for lack of marketability applies to Furukawa s and
Sum tono’ s hol di ngs, causing Burndy-US to own nore than 50
percent of the total value of the stock of Burndy-Japan. W
di sagree for reasons stated pp. 27-32 and note 18 above.

C. Conclusion Relating to the Stock Val ue Test

We concl ude that Burndy-US did not own nore than 50 percent
of the val ue of Burndy-Japan stock in 1992.

B. VWhet her Petitioners Are Liable for Wthholdi ng Tax

1. Contentions of the Parties

Respondent contends that petitioners are |liable for
wi t hhol di ng tax under section 1442 on constructive dividends paid
by Burndy-US to FClI in 1993. Respondent contends that Burndy-US
engaged in transactions involving FCl in 1993 in which FC
recei ved $24,031, 995 nore than the val ue of property that Burndy-
US received in exchange. W use the term “excess value” to refer
to that asserted excess in val ue.

Petitioners contend that the value of property that Burndy-
US transferred to FCl in 1993 equal ed the value of property it

received and that all of the transactions to which respondent
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refers were at armis length. Petitioners further contend that,
under the U.S.-France Tax Treaty (the Treaty)? in effect in

1993, withhol ding tax does not apply under the circunstances
present here.

We concl ude that Burndy-US transferred excess value to FCl
in 1993 in the anpbunts di scussed bel ow, and that the excess val ue
is a constructive dividend to FCl which is subject to w thhol ding
tax under section 1442.

2. VWhet her Bur ndy-US Transferred Excess Value to FA in
1993

Respondent contends that, in 1993, Burndy-US transferred
assets to FCl that were worth nore than the value of assets
Bur ndy- US received fromFCl (excess value). Respondent contends
t hat Burndy-US transferred excess value to FCl in each of the
followng five ways: (a) Burndy-US transferred to FCl European
subsi di aries and cash worth nore than 40 percent of the Burndy-
Japan stock that FCl transferred to Burndy-US; (b) Burndy-US
transferred additional value to FCI by using an inflated exchange
rate to value French francs; (c) Burndy-US transferred additional
value to FCl by using exchange rates for the cost of yen in

French francs on July 30 and August 2, 1993, that differed from

2l References to the Treaty are to the Convention Wth
Respect to Taxes on Incone and Property, July 28, 1967, U. S.-Fr.
19 U.S. T. 5281; Protocol to the Convention Wth Respect to Taxes
on I ncone and Property as Anmended by the Protocols of Cct. 12,
1970, Nov. 24, 1978, Jan. 17, 1984, and June 16, 1988, T.1.A S
6518 and 11967.
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the rates published by the Pacific Exchange Rate Servi ce;
(d) Burndy-US paid for FCl'’s loss that resulted fromthe decrease
in the cost of yen (in French francs) after FClI bought yen which
it used to buy 40 percent of Burndy-Japan stock and before FCl
paid the yen to Furukawa and Sum tono; and (e) Burndy-US
transferred value to FCl by paying FCl $6 million for a covenant
not to conpete that benefited FCl and its subsidiaries.
Respondent contends that each of these methods was a separate
mechani sm by whi ch Burndy-US transferred excess value to FCl. W
di scuss each of these contentions next.

a. Transfer of European Subsidiaries and Cash by

Burndy-US to FCl in Exchange for 40 Percent of
Bur ndy- Japan St ock

Burndy-US transferred to FCl the stock of FC Bel gium and FC
Switzerland in 1993 and the stock of FC-Spain and FC-Italy in
1994. Respondent contends that the value of those subsidiaries
in 1993 was $17,577, 252 nore than the val ue of the 40-percent
interest in Burndy-Japan that FCl transferred to Burndy-US.
Respondent relies on the fact that Burndy-US reported on its 1993
incone tax return that the fair market value of 40 percent of
Bur ndy- Japan was $53, 050, 302 and the fact that the parties
stipulated that the fair market value of those subsidiaries was
$17,577, 252 nore than $53, 050, 302.

Petitioners contend that Burndy-US did not transfer excess

value to FCl in 1993 when Burndy-US transferred the stock of its
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Eur opean subsi diaries and cash to FCl in exchange for 40 percent
of the stock of Burndy-Japan.? Petitioners contend: (1) The
val ue of the stock of the subsidiaries did not exceed the val ue
of a 40-percent interest in Burndy-Japan; (2) the value of the
stock of the European subsidiaries that Burndy-US reported on its
1993 incone tax return is not relevant to decidi ng whet her
Bur ndy- US pai d excess value to FCl; and (3) Burndy-US or
Framat ome US distributed the stock of FC-Spain and FC-ltaly to
FCl in 1994 rather than 1993, so that any associated transfer of
val ue occurred in 1994. W disagree in part wwth both parties.

According to the petition, Burndy-US reported on its 1993
return that it transferred $53, 050,302 in stock and cash to FCl
in exchange for 40 percent of the Burndy-Japan stock. 3
Respondent contends that, in so doing, Burndy-US reported that 40
percent of the Burndy-Japan stock was worth $53, 050, 302.
Petitioners state in their brief that 40 percent of the Burndy-
Japan stock was worth $51,411,007. W accept respondent’s
position that 40 percent of the Burndy-Japan stock was worth
$53, 050, 302 because that anount is nore favorable for

petitioners.

22 Aternatively, petitioners contend that, if the transfer
of a 40-percent interest in Burndy-Japan resulted in a dividend
to FCl, the dividend was $3, 046, 360.

22 The return is not in the record.
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The parties stipulated that the fair market value of the
stock of the four European subsidiaries was $70, 627,554, which is

$17,577, 252 nore than $53,050,302. Thus, we conclude that the
val ue of the stock of the four European subsidiaries exceeded the
val ue of 40 percent of the Burndy-Japan stock by $17,577, 252.

Burndy-US transferred the stock of FC-Spain and FC-Italy to
FCl in 1994. However, respondent contends that FCl
constructively received the stock of FC-Spain and FC-ltaly in
1993. W di sagree.

A shar ehol der does not constructively receive a dividend
during a year if the sharehol der | acks an unrestricted | egal

right to demand paynent in that year. Bush Bros. v.

Comm ssioner, 73 T.C. 424, 438-439 (1979), affd. 668 F.2d 252

(6th Cr. 1982). The Septenber 20, 1993, agreenent between FCl
and Burndy-US stated that Burndy-US was to transfer the stock of
FC-Italy and FC-Spain to FCl in 1994,2 and that the transfer of
stock of FC-Italy and FC-Spain to FCI was to be effective on
January 1, 1994. FCl agreed to defer its receipt of that stock
to 1994. That stock was Burndy-US s paynent for the stock of

Bur ndy-Japan. Thus, FCl did not constructively receive the stock

of FG-ltaly and FC Spain in 1993.

24 Alternatively, respondent contends that FCI received a
constructive dividend fromthe bargain sale of that stock in
1994, a year not before us.



- 57 -

We concl ude that Burndy-US transferred to FCI excess val ue
of $15,807,495 ($14,677,250 for FC Bel gium and $1, 130, 245 for FC
Switzerland) in 1993 by transferring the stock of FC-Bel gi um and
FC-Switzerland to FCl . %

b. Exchange Rates

Respondent contends that Burndy-US transferred $2, 140,546 to
FCl by using an inflated exchange rate to value French francs in
1993 when Burndy-US transferred its European subsidiaries and
cash to FCl in exchange for a 40-percent interest in Burndy-
Japan. Respondent bases this contention on exchange rates for
Decenber 30, 1993, published by the Federal Reserve Bank of New
York. Petitioners contend that the exchange rates that Burndy-US
and FCl used were the result of armis-length negotiations, and
that the published rates are entitled to no weight. W disagree
in part wwth both parties.

FCl agreed to sell 595,200 shares of Burndy-Japan stock to
Bur ndy- US for FF300, 240, 285 (or $53, 050, 302, the amount Burndy-US
reported on its inconme tax return). The exchange rate published

by the Federal Reserve Bank of New York was FF5.8975 to $1 for

2 Burndy-US reported on its 1993 return that it paid
$17,690,552 in cash as a part of that transaction. Petitioners
contend that Burndy-US paid only $17, 289, 162. W need not decide
whi ch anmount is correct because respondent did not determ ne that
a constructive dividend resulted fromthe $17, 690, 552 cash
conponent. Simlarly, we need not decide petitioners’ contention
that we nust use the fair nmarket value of francs, not Burndy-US s
tax basis in those francs, to decide which anobunt is correct.
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Decenber 30, 1993. Using that rate, the value of FF300, 240, 285
was $50, 909, 756 (300, 240, 285/5.8975) on Decenber 30, 1993. The
di fference between the val ue of FF300, 240, 285 ($53, 050, 302) and
the value of those French francs based on the exchange rate
publ i shed by the Federal Reserve Bank of New York ($50, 909, 756)
is $2,140, 546.

Petitioners contend that FCI and Burndy-US bargai ned at
arms length and that respondent inproperly relied on Burndy-US s
tax return to show that the Burndy-Japan stock was worth
$53, 050, 302. W doubt that FCI and Burndy-US bargained at arms
| engt h because they were related. W conclude that FCl and
Bur ndy- US used an infl ated exchange rate to transfer excess val ue
to FCI from Burndy-US in 1993.

We agree with petitioners that the correct valuation date is
Decenber 29, 1993 (not Decenber 30). The exchange rate published
for that date by the Federal Reserve Bank of New York was
FF5.8400 to $1. Thus, on Decenber 29, 1993, FF300, 240, 285 was
worth $51, 411, 008 (300, 240, 285/5.84). The difference between the
val ue of FF300, 240, 285 ($53, 050, 302) and the val ue of those
French francs based on the published exchange rate for Decenber
29, 1993 ($51,411,008) is $1, 639, 294,

W agree with petitioners that not all of the $1,639,294 is
excess value for 1993 because Burndy-US did not transfer the

shares of all four subsidiaries in 1993. The val ues of the
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subsi di ari es when sold are as follows: $35,000,000 for FC
Bel gi um $2, 168, 245 for FC-Switzerland, $4, 100,000 for FC Spain,
and $11, 668,757 for FC-Italy. The value of FC-Bel gium and FC
Switzerland ($37,168,245) is 70 percent of the total value of the
four subsidiaries ($52,937,002). Seventy percent of $1,639, 294
is $1,147,506. W conclude that Burndy-US transferred excess
val ue in the anmount of $1,147,506 to FCl in 1993 through the use
of inflated exchange rates.

C. FCl's Purchase of Yen Wth French Francs on July 30 and
August 2. 1993

FCl paid FF300, 356,423 on July 30 and August 2, 1993, to buy
yen to pay Furukawa and Sumitono for 40 percent of the Burndy-
Japan stock. Respondent contends that FClI paid $387,767% too

much for those yen and required Burndy-US to pay that excessive

26 Respondent cal culates this anmount as follows. On July
30, 1993, FC bought ¥2,620, 728,213 for FF150, 000,000 at a
conversion rate of ¥.05723 to FF1. The published exchange rate
on that day was ¥.056700 to FF1. ¥2,620, 728,213 equal ed
FF148, 595, 289 using the published rate. FC paid FF1, 404,711
(FF150, 000, 000 | ess FF148, 595, 289) nore than the published rate
when it bought ¥2,620, 728,213 on July 30, 1993. FF1,404,711 is
$235,571 according to the published exchange rate of FF5.9630 to
$1 on July 30, 1993. Respondent contends that FCl received a
$152, 196 constructive dividend due to the Aug. 2, 1993, exchange
rate difference. On Aug. 2, 1993, FC bought ¥2,589, 271, 787 for
FF150, 356, 423 at a conversion rate of ¥.058069 to FF1. On that
day the published exchange rate was .057715 yen to FF1l. Thus, on
Aug. 2, 1993, ¥2,6589, 271, 787 equal ed FF149, 439, 822 based on t hat
exchange rate. FC paid FF916, 601 ( FF150, 356, 423 | ess
FF149, 439, 822) nore than the published exchange rate when it
bought ¥2,589, 271, 787 on Aug. 2, 1993. FF916,601 is $152, 196
according to the published exchange rate of FF6.0225 to $1 on
Aug. 2, 1993. $235,571 plus $152,196 = $387, 767.
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cost to FCI. Respondent contends that the cost was excessive
because exchange rates for French francs to yen published by the
Paci fi ¢ Exchange Rate Service were less than the rates that FC
negotiated with unrel ated banks. W disagree. FC bought the
yen after bona fide arm s-length negotiations with unrel ated
banks. 2" W conclude that Burndy-US did not transfer excess
value to FCl in 1993 by using exchange rates for the cost of yen
in French francs on July 30 or August 2, 1993, that differed from
rates published by the Pacific Exchange Rate Servi ce.
d. Paynent by Burndy-US of the Loss That Resulted Fromthe
Decrease in the Cost of Yen (in French Francs) After
FCl Bought Yen Wiich FCl Used To Buy 40 Percent of

Bur ndy- Japan Stock and Before FCl Paid the Yen to
Fur ukawa and Suni t ono

FCl | ost FF22, 145,063 (FF300, 356, 423 | ess FF278, 211, 360) or
$3, 926,430 resulting fromthe decrease in the cost of yen
relative to French francs between July 30 or August 2, 1993, when
FCl paid French francs to buy yen with which it bought 40 percent
of Burndy-Japan stock, and Septenber 29, 1993, when FCl paid the

yen to Furukawa and Sunitono.? Burndy-US paid the FF22, 145, 063

2 In light of this conclusion, we need not decide
petitioners’ contention that constructive dividends resulting
fromdifferent exchange rates is a new i ssue.

2 On July 30 and Aug. 2, 1993, FCl paid a total of
FF300, 356, 423 to buy ¥5, 208, 000, 000. FCI paid ¥5,208, 000,000 to
Furukawa and Sum tono on Sept. 29, 1993. The yen to franc
exchange rate decreased between the tine that FCl bought the yen
and Sept. 29, 1993. On Sept. 29, 1993, FC cal cul ated that ¥100
traded for FF5.342. At that conversion rate, FF278, 211, 360
(continued. . .)
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to FCI. Respondent contends that Burndy-US paid, and thus
transferred excess value of, $3,926,430 to FCI for exchange rate
| osses (hedging loss) that FCl incurred when the cost of yen
decreased after FCl bought the yen and before FClI paid the yen to
Fur ukawa and Sum t ono.

Petitioners contend that FCl did not receive excess val ue
from Burndy-US because Burndy-US ultimately received the 40-
percent interest in Burndy-Japan. Petitioners contend that the
exchange rate | osses due to the reduced cost of yen were Burndy-
US's losses and not FCl's. W disagree. FC and Burndy-US
structured the transaction so that FCI and not Burndy-US bought
the yen, paid it to Furukawa and Sum tono, and received the 40-
percent interest in Burndy-Japan. Petitioners now seek to recast
the formof the transaction as if Burndy-US, and not FCl, had
bought the yen, paid it to Furukawa and Sum tonpo, and received 40
percent of the stock of Burndy-Japan. FC and Burndy-US may not
do so because, ordinarily, taxpayers are bound by the form of the
transaction they have chosen; taxpayers may not in hindsight
recast the transaction as one that they m ght have nmade in order

to obtain tax advantages. Estate of lLeavitt v. Comm ssioner, 875

F.2d 420, 423 (4th Gr. 1989), affg. 90 T.C. 206 (1988): see

G ojean v. Conm ssioner, 248 F.3d 572, 576 (7th Gr. 2001)

28(. .. continued)
equal s ¥5, 208, 000, 000. FF22, 145,063 equal ed $3, 926, 430 using the
Sept. 29, 1993, published conversion rate of FF5.6400 = $1.
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(taxpayers are bound by the structure of their transaction),
affg. T.C. Meno. 1999-425.
We concl ude that Burndy-US transferred excess val ue of
$3, 926,430 to FCl in 1993 by paying FCl's hedging |oss in that
anount .

e. The Covenants Not To Conpete

The US- Europe covenant not to conpete had a fair market
value of $8 million, of which $2 million is attributable to TRWs
not conpeting in the U S. and $6 mllion is attributable to TRWs
not conpeting in Europe (European conponent of the US-Europe
covenant). Petitioners contend that Burndy-US paid $6 mllion to
FCl and received the European conponent of the covenant not to
conpete worth $6 million and that this benefited Burndy-US and
its subsidiaries. Respondent contends that Burndy-US transferred
$6 mllion to FCl by paying FCl that anount for a covenant not to
conpete that benefited FCI and its subsidiaries. |In essence,
respondent contends that Burndy-US received nothing for the $6
mllion it paid to FCl. W disagree.

FC-Italy nade autonotive air bag connectors for the European
market. FCl obtained the European conponent of the US-Europe
covenant not to conpete primarily to benefit FCltaly. FCltaly
was a subsidiary of Burndy-US on Decenber 22, 1992, when Burndy-
US acquired the covenant not to conpete, and throughout 1993, the

year in issue. Thus, Burndy-US s paynent to FCl for the European
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conponent of the covenant not to conpete benefited Burndy-US s
subsidiary, FCltaly.

FC- Germany, a subsidiary of FClI in 1993, al so manufactured
autonotive air bag connectors. Respondent contends that buying
t he European conponent of the US-Europe covenant not to conpete
resulted in a constructive dividend to FCl because FC- Ger many
coul d al so benefit fromthe European conponent of the US-Europe
covenant not to conpete. W disagree. FC acquired the European
conponent of the US-Europe covenant not to conpete to benefit FC
Italy, not FC-Germany. FCl obtained two other covenants not to
conpete (Germany and Austria) to benefit FC Germany. A corporate
distribution is not a constructive dividend if the distribution

was not primarily for sharehol der benefit. See Sammopbns v.

Conm ssioner, 472 F.2d 449, 452 (5th Gr. 1972), affg. in part,

revg. in part on other issues, and remanding T.C Meno. 1971-145;

@Qlf Gl Corp. v. Conm ssioner, 89 T.C 1010, 1030 (1987), affd.

914 F.2d 396 (3d GCr. 1990). The US-Europe covenant not to
conpete was not primarily for the benefit of FCl

We concl ude that Burndy-US did not transfer excess value to
FCl in 1993 by paying $6 mllion for the European conponent of
t he US- Europe covenant not to conpete.

f. Concl usi on About Transferred Excess Val ue

Burndy- US transferred $20, 881, 431 ($15, 807,495 + $3, 926, 430

+ $1,147,506) in excess value to FCl in 1993. Burndy-US
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di stributed and FCl received excess value of $15,807,495 in 1993
when Burndy-US transferred the stock of FC Bel gium and FC
Switzerland to FCI. Burndy-US transferred excess val ue of

$3, 926,430 to FCl in 1993 because Burndy-US paid that amount to
FCI for the currency exchange |loss. Finally, Burndy-US paid

$1, 147,506 to FCl as a result of the exchange rate it used for
French francs.

3. The U.S.-France Tax Treaty and 1988 Protocol

Petitioners contend that, even if Burndy-US transferred
excess value to FCl, they are not liable for w thholding tax
because the U. S.-France Tax Treaty limts application of the
w t hhol ding tax to dividends “actually distributed.” According
to petitioners, a transfer of excess value is a constructive
dividend and is not “actually distributed.” W disagree.

Article 9(2)(b) of the Treaty states:

(2) Dividends derived fromsources within a

Contracting State by a resident of the other

Contracting State may al so be taxed by the forner

Contracting State but the tax inposed on such dividends
shal | not exceed--

* * * * * * *

(b) When the recipient is a corporation,
5 percent of the amount actually distributed

* * %
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The 1988 Protocol ?2° defines “dividends” to include “incone
treated as a distribution by the taxation |laws of the Contracting
State of which the conpany making the distributionis a
resident.” 1988 Protocol at Art. IV, anmending Art. 9, par. 7 of
the Treaty.

Petitioners contend that the 1988 Protocol does not define
the phrase “actually distributed”. Petitioners contend that
neither the Treaty nor the 1988 Protocol applies here because
Bur ndy-US did not distribute the anmounts which respondent
contends give rise to constructive dividends. W disagree.

Bur ndy- US di stri buted $20, 881,431 in excess value to FCl in

1993. %

29 1988 Protocol at Art. |V, amending Art. 9, par. 7 of the
Treaty, defines “dividend” as:

i ncone from shares, “jouissance” shares or “joui ssance”
rights, mning shares, founders shares or other rights,
not being debt clainms, participating in profits, as
well as incone treated as a distribution by the
taxation laws of the Contracting State of which the
conpany nmaking the distribution is a resident.

[ Enphasi s added. ]

3 In light of our conclusion that the Treaty and 1988
Prot ocol do not bar application of w thholding tax, we need not
deci de petitioners’ contention that 26 C. F.R sec.
514.21(a)(3)(i) (2000), French Tax Treaty Regs., is invalid.
That regul ation provides that “the gross anmount actually
distributed includes anobunts constructively received." 1d. Sec.
514.21(a)(3)(i), French Tax Treaty Regs., was filed on Jan. 3,
1969, well before the 1988 Protocol. T.D. 6986, 1969-1 C.B. 365,
369, 375.
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The notice of deficiency for wthholding tax for 1993
st at es:

1(a) Deened Dividend Distributions

It is determned that during the taxable year 1993

deened dividend distributions were made by you to

Framat ome Connectors International (FCl), a French

corporation, in the amount of $54, 006, 312.00, as

conput ed bel ow, which are subject to withholding tax as

conputed in “5(a).”

Petitioners contend that respondent’s use of the phrase
“deened dividend distributions” establishes that Burndy-US did
not actually distribute dividends to FCl. W disagree. Burndy-
US actually distributed the constructive dividends in these cases
to FCl in 1993 because FCl received excess val ue from Burndy-US
in 1993. Petitioners’ position assunes that only non-
constructive dividends are distributed. W disagree. A
di vi dend, deened or constructive, is distributed when the
shar ehol der receives excess value fromthe corporation as
occurred here.

The parties stipulated that Burndy-US sold all of the stock
of its European subsidiaries to FCI. Petitioners contend that
the stipulation prevents us from concl udi ng that Burndy-US sold
only sonme of the stock and that the rest were dividends. W
di sagree. We do not construe the stipulation to bar our

consi deration of respondent’s theory that Burndy-US paid

constructive dividends to FC
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A constructive dividend is distributed when a corporation
transfers excess value to its sharehol ders from corporate
earnings and profits. A corporate distribution for the
sharehol der’ s benefit is a constructive dividend. Sec. 316(a);

Rushing v. Conm ssioner, 441 F.2d 593 (5th Cr. 1971), affg. 52

T.C. 888, 893 (1969); Sachs v. Comm ssioner, 277 F.2d 879 (8th

Gr. 1960), affg. 32 T.C. 815 (1959); Gulf Ol Corp. v.

Conmi ssioner, 89 T.C. at 1028; Rapid Elec. Co. v. Conmni ssioner,

61 T.C 232, 239 (1973). Petitioners contend that any excess
val ue that Burndy-US transferred to FCl in 1993 is not a
constructive dividend because it was the result of armis-length
negoti ati ons between FCI and Burndy-US. W disagree. W doubt
that FCI and Burndy-US bargained at arnmis | ength because they
were related. See discussion pp. 57-58. W concl ude that
Bur ndy- US paid $20,881,431 in constructive dividends to FCl in
1993.

4. Concl usi on

We conclude that petitioners are liable for w thhol ding tax
on $20, 881, 431 of constructive dividends that Burndy-US paid to
FCl in 1993.

To reflect concessions and the foregoing,

Deci sions will be

entered under Rul e 155.




