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UNI TED STATES TAX COURT

NORWEST CORPORATI ON AND SUBSI DI ARI ES, SUCCESSOR | N | NTEREST TO
UNI TED BANKS OF COLORADO, INC., AND SUBSIDI ARIES, ET AL.,?
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P is the successor in interest to an affiliated
group of corporations whose parent corporation is
Uni ted Banks of Colorado, Inc. (the UBC affiliated
group and UBC, respectively). UBC and certain other
menbers of the UBC affiliated group (collectively, the
Bank) built a structure called the Atrium P seeks to
all ocate the cost of constructing the Atriumto the
bases of adjoining properties that were held by the
Bank. Alternatively, P seeks to deduct the cost of

1 The cases of the follow ng petitioners are consolidated
herewi th: Norwest Corp., Successor in Interest to United Banks
of Col orado, Inc., and Subs., docket No. 3723-95; Norwest Corp.,
Successor in Interest to Intrawest Financial Corp. and Subs.,
docket No. 3724-95; Norwest Corp., Successor in Interest to Lorin
| nvestnent Co., Inc. and Subs., docket No. 3725-95.
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constructing the Atriumunder sec. 165(a), |I.R C

Held: P may not allocate the cost of constructing the
Atriumto the bases of the adjoining properties because
t he basic purpose of the Atriumwas not the enhancenent
of the adjoining properties so as to induce sal es of

t hose properties. The basic purpose test enunciated in
Estate of Collins v. Conmm ssioner, 31 T.C 238 (1958),
and subsequent cases, is applicable, but the Atrium
does not qualify under that test. Held, further, P has
failed to establish a | oss equal to the cost of
constructing the Atrium pursuant to sec. 1.165-1(b) and
(d)(1), Income Tax Regs., and, therefore, is not
entitled to a deduction under sec. 165(a), |.R C

Pursuant to various agreenents (the 1988 Atrium
Transaction), a nmenber of the UBC affiliated group
(LBC) sold an undivided 48-percent interest in the
Atrium and certain related property, and anot her nenber
of the UBC affiliated group (UBD) agreed to | ease the
Atrium and certain related property fromLBC and
anot her party. The UBC affiliated group reported the
1988 Atrium Transaction as a sale and | easeback for
Federal incone tax purposes. Held: P nmay not disavow
the formof the 1988 Atrium Transacti on.

Pclaims that it is entitled to calculate the
corporate mninmumtax for the UBC affiliated group's
1977, 1980, 1984, and 1985 taxable years on a separate
return basis and clainms refunds for those years on that
basis. Held: The regular tax deduction under sec.
56(c), I.R C., for an affiliated group of corporations
islimted to the anobunt of tax inposed on the group
under chapter one of subtitle A (without regard to the
corporate mninumtax and certain other provisions and
reduced by the sumof certain credits) and, therefore,
P's refund claimis denied.

| V.

P clainms that certain furniture and fixtures
pl aced in service by various nenbers of the UBC
affiliated group during the group’s 1987 through 1989
t axabl e years, which are described in both asset
gui deline classes 57.0 (Distributive Trades and
Services) and 00.11 (O fice Furniture, Fixtures, and
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Equi prent) of Rev. Proc. 87-56, 1987-2 C.B. 674, should
be classified as class 57.0 property. Held: Rev.

Proc. 87-56 carries forward the pattern established in
Rev. Proc. 62-21, 1962-2 C.B. 418; the priority rule of
Rev. Proc. 62-21 is inplicit in Rev. Proc. 87-56:

Asset guideline class 00.11 takes precedence over asset
gui deli ne class 57.0.

V.

P clainms that, in determning the portion of the
UBC affiliated group’s consolidated net operating |oss
(NOL) that is attributable to bad debt deducti ons of
bank nenbers, and is, thus, subject to the special
10-year carryback rule of sec. 172(b)(1)(L), I.RC., it
can apply the special |oss ordering rule of sec.
172(1)(1), I.R C, to the consolidated NOL of both bank
and nonbank nenbers. Held: The consolidated return
regul ations contenplate that the consolidated NOL is
conprised of the separate taxable incone, including
separate NOL, of each nenber, and the special ordering
rules of sec. 172(1)(1), I.R C, apply to a bank not
bet ween a bank nenber and a nonbank nenber of an
affiliated group.

Walter A. Pickhardt, Mark Hager, and Scott G Husaby for

petitioners.

Jack Forsberqg, Tracy Martinez, Robert M Ratchford, and

David L. Zoss, for respondent.

OPI NI ON

HALPERN, Judge: Norwest Corp. (Norwest), a Del aware
corporation, is the petitioner in each of these consoli dated
cases. Norwest is the petitioner by virtue of being the
successor in interest to various other corporations. Wen
necessary for clarity, we shall refer by nane to Norwest or one

or the other of those predecessor corporations. Oherw se, we
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shall use the term“petitioner” to refer without distinction to
Norwest or one or nore of the predecessor corporations.

These consol i dated cases involve determ nations by
respondent of deficiencies in petitioner's Federal incone taxes
and clains by petitioner of overpaynents, as follows:

Nor west Corp. & Subs., Successor in Interest

Docket No. 26499-93 to United Banks of Col orado Inc., & Subs.
Taxabl e
Year Endi ng Defi ci ency Over paynent
Dec. 31, 1988 $1, 375, 108 $1, 655, 377
Dec. 31, 1989 1, 220, 465 1,073, 562
Dec. 31, 1990 11, 709 641, 481
Apr. 19, 1991 20, 390 200, 417

Nor west Corp., Successor in Interest to

Docket No. 3723-95 Uni t ed Banks of Col orado, Inc., and Subs.
Taxabl e
Year Endi ng Defi ci ency Over paynent
Dec. 31, 1977 $169, 807 $2, 266, 944
Dec. 31, 1978 390, 485 3, 625, 304
Dec. 31, 1979 123, 996 5, 931, 559
Dec. 31, 1980 2,778 467, 598
Dec. 31, 1984 648, 163 3, 374, 964
Dec. 31, 1985 4,637, 602 1, 596, 738

Nor west Corp., Successor in Interest to

Docket No. 3724-95 | nt rawest Fi nancial Corp. and Subs.
Taxabl e
Year Endi ng Defi ci ency
Dec. 31, 1980 $34, 413
Apr. 30, 1987 1, 010

Nor west Corp., Successor in Interest in

Docket No. 3725-95 Lorin Investnent Co., Inc., and Subs.
Taxabl e
Year Endi ng Defi ci ency
Dec. 31, 1980 $20, 491

Dec. 31, 1981 10, 371
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After concessions by the parties, the issues renmaining for
decision are (1) whether petitioner may all ocate the cost of
certain property to the bases of other properties, (2) whether
petitioner is entitled to a | oss deduction under section 165(a)
for the cost of certain property, (3) whether petitioner my
di savow the formof a transaction relating to certain property,
(4) whether petitioner is entitled to refunds of tax paid
pursuant to section 56(a), (5) the applicable recovery period for
determ ni ng depreciation deductions with respect to certain
furniture and fixtures, and (6) the appropriate nmethod for
determ ning that portion of a consolidated net operating |oss
attributable to the bad debt deductions of the bank nenbers of an
affiliated group. Sone of the facts have been stipulated and are
so found. The stipulations of facts filed by the parties, with
acconpanyi ng exhibits, are incorporated herein by this reference.
The parties have nade 150 separate stipulations of fact,
occupyi ng nore than 40 pages, and there are 174 acconpanyi ng
exhibits. W shall set forth only those stipulated facts that
are necessary to understand our report, along with other facts
that we find.

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and

Pr ocedur e.
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On the date that the petition in each of these cases was

filed, Norwest’s principal place of business was in M nneapolis,

M nnesot a.

Nor west

is a bank hol di ng conpany whose affiliates

provi de banki ng and ot her financial services.
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On April 19, 1991, United Banks of Colorado, Inc. (UBC), a
Col orado corporation, was nerged with and i nto Norwest pursuant
to section 368(a)(1)(A. At all relevant tines prior to its
merger with Norwest, UBC was the comon parent corporation of an
affiliated group of corporations nmaking a consolidated return of
incone (the UBC affiliated group). UBC was a cal endar-year
taxpayer. Petitioner is the successor in interest to the UBC
affiliated group as it existed during the years in issue.

On May 1, 1987, Intrawest Financial Corp. (Intrawest), a
Col orado corporation, was nerged with and into UBC pursuant to
section 368(a)(1)(A). At all relevant tinmes prior to its nerger
with UBC, Intrawest was the commopn parent corporation of an
affiliated group of corporations nmaking a consolidated return of
income (the Intrawest affiliated group). Petitioner is the
successor in interest to the Intrawest affiliated group for its
taxabl e year 1980 and its short taxable year ended April 30,
1987.

On April 1, 1982, UBC purchased for cash the stock of Lorin
| nvestnment Co., Inc. (Lorin), a Colorado corporation. At al
relevant tinmes prior to being acquired by UBC, Lorin was the
common parent corporation of an affiliated group of corporations
maki ng a consolidated return of incone (the Lorin affiliated
group). Petitioner is the successor in interest to the Lorin

consolidated group for its taxable years 1980 and 1981.



[1. Atrium]lssues

A. Fi ndi ngs of Fact

1. Backgr ound

During the years in issue, UBC owned in excess of 99 percent
of the stock of United Bank of Denver (UBD), a national bank with
its principal place of business in Denver, Colorado. UBD was the
sol e sharehol der of Lincoln Building Corp. (LBC), a Col orado
corporation. LBC was the real estate hol ding conpany for UBD
(I'n the papers filed in this case, the convention of the parties
has been to use the term“the Bank” to refer to UBC, UBD, or LBC,
individually or collectively, in cases where those corporations
acted in concert or where separate identification would not be
material. W shall adopt that convention.)

During the 1970s, LBC owned a portion of a block in downtown
Denver, Col orado, which is bounded by 17th Avenue to the south,
by 18th Avenue to the north, by Broadway to the west, and by
Lincoln Street to the east (the Broadway-Lincoln block). During
the 1970s and t hroughout sonme of the years in issue, LBC owned
two buildings | ocated on the Broadway-Lincoln block, nanmely, Two
Uni ted Bank Center Building, |ocated at 1700 Broadway (2UBC) and
Three United Bank Center Building, |ocated at 1740 Broadway
(3uBC). A sketch of the Broadway-Lincoln block, the two
bui |l di ngs, and certain other features is attached hereto as an

appendi Xx.
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2UBC is a 22-story office building, which was constructed in
1954 and has approxi mately 390, 000 square feet of rentabl e space.
2UBC i s considered a notable building in Denver because it was
the first nodern highrise built in the city and was the first
hi ghrise designed by .M Pei. 3UBCis a four-story office
bui | di ng, which was constructed in 1958 and has approxi mately
115, 000 square feet of rentable space. Throughout the 1970s,
2UBC was primarily | eased to non-Bank tenants, and 3UBC was
whol |y occupi ed by the Bank. 3UBC served as the Bank's
headquarters prior to conpletion in 1983 of One United Bank
Center Building (1UBC). See infra sec. Il1.A 3.b.

During the 1970s, LBC also owned | and on the Broadway-
Li ncol n bl ock between 2UBC and 3UBC and east of 2UBC extending to
Lincoln Street. There were inprovenents on that |and
constituting an encl osed courtyard. On the corner of Lincoln
Street and 17th Avenue of the Broadway-Lincoln block were a
gl ass-encl osed restaurant and a small office building, both of
whi ch were owned by LBC

During the 1970s, LBC owned a portion of a block in downtown
Denver, Colorado, that is bounded by 17th Avenue to the south, by
18th Avenue to the north, by Lincoln Street to the west, and by
Sherman Street to the east (the Lincoln-Sherman bl ock). That
block is directly to the east of and across Lincoln Street from

t he Broadway- Li ncoln block. During the 1970s and t hroughout sone
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of the years in issue, LBC owned | and and i nprovenents on the
Li ncol n- Sherman bl ock directly across from 3UBC, including a
structure named Motorbank |I. That structure consisted of three
underground | evel s, two of which contained office space and one
of which contained nechanicals, a ground | evel that contained
of fice space, and 10 fl oors of above-ground parking space.
Mot or bank | had approximately 1,000 square feet of office space
and approxi mately 103,000 square feet of parking space. 3UBC was
connected to the Mdtorbank | parking garage by an el evated,
encl osed pedestrian wal kway and was connected to the Mt orbank
of fice space by a passage under Lincoln Street. Mtorbank |I also
had facilities to acconmopdate drive-up banki ng through about
1987.

During the 1970s, LBC owned a portion of a block in downtown
Denver, Colorado, that is bounded by 17th Avenue to the south, by
18t h Avenue to the north, by Sherman Street to the west, and
Grant Street to the east (the Sherman-Gant bl ock). That bl ock
is directly to the east of and across Sherman Street fromthe
Li ncol n- Sherman bl ock. In the late 1970s, LBC purchased property
on the Sherman- Grant bl ock.

2. Events Preceding the 1981 Transacti ons

a. | nt r oducti on

In the late 1970s, the Bank was in need of additional office

space and was pl anni ng the devel opnent of a new office tower.
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Unable to acquire a site on Broadway (the intersection of
Broadway and 17th Avenue, where 2UBC was | ocated, was consi dered
the “100 percent corner” in the central business district of
Denver), the Bank decided to pursue the devel opnent of an office
tower on the Lincol n-Sherman bl ock. At that tinme, the Lincoln-
Sherman bl ock was on the fringe of the central business district
and was considered to be a substantially |ess preferable |ocation
t han t he Broadway-Lincoln block. 1In the |ate 1970s, LBC acquired
| and on the Lincol n-Sherman bl ock adjacent to Mtorbank | and
fronting on the corner of Lincoln Street and 17th Avenue in
contenpl ation of the construction of a new headquarters buil ding
on the site.

The Board of Directors of UBD had a working commttee called
the Directors' Facility Planning Commttee (the Conmttee), which
initiated or approved all major decisions regarding the Bank's
real estate holdings. The Commttee was closely involved in the
pl anni ng of the new office tower project (the Project).

In the late 1970s, Pl anning Dynam cs Corp. (Pl anning
Dynam cs), was retained by the Bank as a consultant for the
Project and was closely involved in the Project through 1986.

In 1979, the CGerald D. Hnes Interests (the Devel oper) was
sel ected by the Bank as the devel oper for the Project.

In 1979, the Bank and the Devel oper selected the firm of
Johnson-Burgee (the Architects) to be the architects for the

Proj ect.
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b. The Committee Meeting of Auqust 24, 1979

Architectural plans for the Project prepared by the
Architects were presented to the Conmttee on August 24, 1979.
The Architects proposed that a glass atrium be constructed on the
Br oadway- Li ncol n bl ock encl osing the area between 2UBC and 3UBC
(and east of 2UBC) and that the atrium be connected to the new
of fice tower on the Lincol n-Sherman bl ock by an el evat ed,
encl osed pedestrian wal kway across Lincoln Street. The m nutes
of the Commttee neeting on August 24, 1979, in part, provide:

M . Hershner presented an architectural scale
nmodel of the project as designed by Philip Johnson &
John Burgee for review by the Conmttee, and expl ai ned
the inmpact to the existing bank bl ock. The
architectural scheme as shown resol ves two naj or design
issues: howto tie the newtower to 17th Avenue and
Broadway and how to achieve identity of the new tower
and existing bank facilities as a “center” even though
the properties are separated by Lincoln Street.

The sol ution proposed by Johnson/ Burgee shows a
strong skyline identity and uni que visual inage created
by the curvilinear roof line of the new tower.

ldentity of the project as a “center” froma
pedestrian scale at the street level is achieved by the
skylight enclosure bridging Lincoln Street, then
wr appi ng around the existing Tower Building and
connecting with the Main Bank.

Crculation patterns to the new tower through the
proposed encl osed mall in the existing bank bl ock
effectively places the “front door” of the new tower on
17t h and Broadway. * * *

c. The Harrison Price Report

In 1980, the Bank retained the Harrison Price Co. (Harrison

Price) as an outside consultant to address a nunber of issues
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regardi ng the Project, including whether the proposed atrium
should remain a part of the Project. Harrison Price prepared a
report dated August 20, 1980, entitled “Econom c Contribution of
the dass Pavilion to the United Bank of Denver”, setting forth
its opinion regarding the proposed atrium (the Harrison Price
Report). The Harrison Price Report assunmed that the proposed
atriumwould cost $16 mllion and estimated that it would
generate a net operating deficit of $100,000 a year, based on
revenues and operating expenses of $500, 000 and $600, 000,
respectively. The Harrison Price Report concluded that the
proposed atrium“is a rational and constructive comm tnent which
Wll return a positive benefit to the stockhol ders” of the Bank.
That opi nion was based on three factors: (1) the proposed atrium
woul d increase the rental rates for 2UBC and 3UBC to generate a
val ue addition of $9 mllion, (2) the proposed atrium “provides a
means to counteract any adverse perception of Number 1 United
Bank Center associated with an off-Broadway | ocation”, and
(3) the proposed atrium“will in all liklihood [sic] add power,
presence, and inmage to the Bank's operation which will be
reflected in greater market share.”

d. The Pl anni ng Dynani cs Report

In a letter dated August 25, 1980, Richard R Holtz,
presi dent of Pl anning Dynam cs, addressed the econom cs,

aesthetics, and functionality of the proposed atrium (the
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Pl anni ng Dynami cs report). Planning Dynam cs estinmated the
i ncremental cost of building the proposed atriumto be
approximately $9 million. Planning Dynam cs estinmated that
constructing the proposed atriumwould increase the rental rate
for 2UBC by $2 a square foot, thereby increasing the val ue of
2UBC by approximately $7 mllion. Planning Dynam cs estimted an
increased rental rate for the new office tower of $1 a square
foot, thereby increasing its value by approxi mately
$12.3 mllion, $3.5 mllion of which would inure to the benefit
of the Bank. Although M. Holtz believed that the proposed
atriumwoul d enhance the value of 3UBC, he did not project any
increase in value to 3UBC in the Pl anning Dynam cs report because
3UBC was whol |y occupi ed by the Bank and was not considered as a
sal e property for the Bank. Pl anning Dynam cs cal cul ated a val ue
over cost figure for constructing the proposed atrium of
approximately $1.5 million. Planning Dynam cs also estimated a
net annual operating deficit of $100,000 a year, based on
proj ected revenues and expenses of $500, 000 and $600, 000,
respectively. 1In addition, the Planning Dynam cs report stated:
As you know t he design problemfromthe begi nning

has been to “bring” the Lincoln Street site to

Broadway. This will allow the One United Bank Center

building to gain the benefits of a 100% corner | ocation

inlieu of a secondary location. The main benefit is

hi gher rents as previously nentioned.

The uni que architectural design of the Atrium
sensitively enbraces Two United Bank Center and

continues to present this fine building to the 17th and
Broadway | ocation. At the sanme tinme the Atriumcreates
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a powerful “nmenory shape” inpression which gives unity
to four different buildings and creates the “Center”.
In seeing this shape again at the top of One United
Bank Center viewers will visually identify with the
“Center” fromvantage points all over Denver. \Wen one
sees the top ones [sic] mnd will automatically recal

t he shape at the Atrium| evel

This design will give the Bank great visual and
| ocation identity as did the designs for Pennzoil in
Houst on and Transanerica in San Francisco and shoul d be
very hel pful in marketing and stayi ng uni que anong
t ough conpetitors.

e. The Committee Meeting of August 25, 1980

On August 25, 1980, the Commttee considered the issue of
whet her the proposed atrium should be retained as part of the
Project. The Commttee reviewed the Harrison Price Report, the
Pl anni ng Dynami cs report, and financial projections show ng the
i npact that construction of the proposed atrium could have on
earni ngs by increasing the Bank's nmarket share. The m nutes of
the Comm ttee neeting on August 25, 1980, in part, provide:

Bank managenent feels very positive about the project.

The general feeling of the Bank is in favor of the

encl osed atriumto allow the Bank to achieve a | arger

mar ket share. The atrium should create a major center

maki ng United Bank Center a nationally notable building

conpl ex.

f. Approval of the Facilities Muster Pl an

On Septenber 8, 1980, the Commttee approved the Facilities
Mast er Pl an, which included construction of the proposed atrium
On Septenber 10, 1980, that plan was approved at a joint neeting

of the boards of directors of UBC and UBD
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3. The 1981 Transacti ons

a. The 1700 Partnership

1700 Lincoln Limted (the 1700 Partnership) was a Col orado
[imted partnership. Hi nes Colorado Ltd. (H nes Col orado), a
Colorado Iimted partnership, was the sole general partner of the
1700 Partnership, and ARI CO Anerica Real estate | nvestnent Co.
(ARICO), a Nevada corporation operating as a real estate
i nvestnment trust, was the sole |imted partner of the 1700
Par t ner shi p.

b. The G ound Lease

By a | ease agreenent dated February 5, 1981, LBC leased to
the 1700 Partnership for a termof 70 years (1) land on the south
end of the Lincoln-Sherman bl ock (between Mdtorbank | and 17th
Avenue) and (2) land on the south end of the Sherman- G ant bl ock
(together, the 1UBC | and) (the G ound Lease). The G ound Lease
provided that the 1700 Partnership would, at its own expense,
construct an office tower on the Lincol n-Sherman bl ock (1UBC) and
a parking garage on the Sherman-G ant bl ock (the Parking Garage),
according to the plans and specifications appended to the G ound
Lease. The G ound Lease provided for the paynent to LBC of both
a fixed rent and a rent based on the net cash fl ow generated by
1UBC and t he Parking Garage.

Fol |l owi ng the execution of the G ound Lease and rel ated

docunents, the 1700 Partnership commenced construction of 1UBC,
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which is a 52-story office tower with approxinmately 1,174, 200
square feet of rentable space, and of the Parking Garage;
construction was conpleted in the second half of 1983.

c. The Atrium Project Agreenent

Concurrently with the execution of the Gound Lease, the
Bank and the 1700 Partnership entered into an agreenent dated
February 5, 1981, whereby the Bank, at its sol e expense, would
construct a glass atrium (the Atrium on the Broadway-Lincoln
bl ock, enclosing the area between 2UBC and 3UBC (and east of
2UBC) (the Atrium Project Agreenment). The Atrium Project
Agreenent stated that the Atrium and the Skyway, see infra sec.
I1.A. 3.d., were being constructed “in order to acconplish the
appropriate integration of the New Project [1UBC] with the
Principal Bank Property [2UBC and 3UBC].” The Devel oper and the
1700 Partnership woul d not have nmade the commitnent to build 1UBC
had the Bank not made a commtnent to build the Atrium |In 1984,
at the request of the Bank, the architectural plans for the
Atriumwere nodified to reduce the scale of the Atriumand to
address certain safety concerns.

d. The Skyway Agreenent, The 1981 Easenent Aqgreenent,
and The Space Lease

Concurrently with the execution of the Gound Lease and the
Atrium Project Agreenent, the Bank and the 1700 Partnership

entered into an agreenent dated February 5, 1981, whereby the
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1700 Partnership woul d construct an el evated, enclosed pedestrian
wal kway (the Skyway) connecting 1UBC with the Atrium and the
costs of construction and mai ntenance of the Skyway woul d be
shared equally by the 1700 Partnership and the Bank (the Skyway
Agreenent) .

Concurrently with the execution of the Gound Lease, the
Atrium Project Agreenent, and the Skyway Agreenent, the Bank and
the 1700 Partnership entered into an agreenent dated February 5,
1981, whereby the Bank granted to the 1700 Partnership, its
successors and assigns, and to the current and future fee owners
of the 1UBC | and and i nprovenents thereon, an easenent for
pedestrian access in, on, over, and through the common areas of
t he Bank's property on the Broadway-Lincoln and Lincol n- Sher man
bl ocks, including the Atrium (the 1981 Easenent Agreenent). In
addi tion, under the 1981 Easenment Agreenent, the 1700 Partnership
granted to the Bank an easenent for pedestrian access in, on,
over, and through the common areas of 1UBC

Concurrently with the execution of the Gound Lease, the
Atrium Project Agreenent, the Skyway Agreenent, and the 1981
Easenent Agreenent, the Bank and the 1700 Partnership entered
into an agreenent dated February 5, 1981, whereby the Bank agreed
to | ease (approximately 500,000 square feet of) space in 1UBC

4. The Ross and Eastdil Reports

In 1984, prior to construction of the Atrium the Bank

retained two real estate consulting firms, Ross Consulting and
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Eastdil Realty, Inc. (Eastdil Realty), to evaluate the Bank's
real estate holdings and to nmake recommendati ons regardi ng the
possi bl e sale of properties held by the Bank. Ross Consulting
prepared a report dated February 6, 1984, entitled “Wrking
Qutline--Real Estate Sal e Considerations” (the Ross report),
whi ch was reviewed by the Conmttee at its neeting of
February 17, 1984. The Ross report's recomrendati ons regardi ng
the Atriumwere, in part, as foll ows:

Qur recomrendations flow fromthe assunption that
UBC wi Il construct the Atrium Exam nation of benefits
therefrom (either higher rents or higher purchase
price) suggest that UBC should build only if legally or
“nmoral ly” bound to.

Ross presunes that the proposed Atriumw | be
nore val uable, or will add nore value to adjacent
properties, once conpleted. Qur analysis has proceeded
fromthe standpoint of weighing cost of waiting for
conpl etion versus benefit to be gai ned thereby.
Therefore, wait to sell Atriumuntil constructed, if
econom cally possible. Although Atrium adds to Bank
image, it does not yield 1:1 dollars to third party
investor return. Quarantees for construction wl|
conplicate the deal

To “cleanly” justify Atrium construction, cash
fl ow nust be increased by 2.5 mllion a year
($25 mllion cost capitalized by 10%. This anount is

a 100% i ncrease over current annual UBC Il rental
i ncone. Wether current |leases in UBC Il can be
renegotiated and UBC will pay higher rents in Ill on a

| easeback due to Atriumi s presence remains to be seen
Hi gher rents are nore likely to be negotiated during a
possi bly heal thier downtown real estate market in 1986-
1988, especially wwth the new Atrium serving to
“refurbish” the UBD conpl ex, as opposed to
renegotiation of rents in the current “tenant's

mar ket,” pointing at architectural plans for the
Atrium

Presune that maxi mum val ue of Atrium would be
realized by sale of UBC Il and Ill together (to sane



i nvestor).

Eastdil Realty prepared a report dated July 16, 1984,
entitled “Report to the United Banks of Col orado on One, Two and
Three United Bank Centers and the Atrium Commtnent” (the Eastdi
report), which was reviewed by the Commttee at its neeting of
Septenber 24, 1984. An observation nade in the Eastdil report

provi des:

Construction of the atriumw Il inhibit the Bank
fromselling its Broadway-Lincoln property as one unit.
This may reduce the proceeds fromthe sale of the
Bank's property on the block. In the discussion of the
Br oadway- Li ncol n bl ock bel ow, we conclude the Bank may
be able to get nore for its Broadway-Lincoln property
if it is sold as one package rather than if Two and
Three United Bank Center are sold separately. |If the
entire block is sold as a package, the purchaser can
keep the existing buildings, or replace themw th a new
52-story office tower at sonme future date. This
assunmes, however, that the atriumis not built.

If the atriumis built, the remaining ground area

on the Bank's portion of the block is not sufficient to

support a 52-story building. As a result, the block is

no |l onger as attractive a devel opnent site, and as such

wi || probably not command as high a sales price.

In addition, the Eastdil report estimated that the present
val ue of the net cash flow that woul d be generated by the retai
operations planned for the Atriumwas $2.7 nmllion. The report
noted that, although optimstic, the present value of the net
cash flow that could be generated from addi ng 39, 000 square feet
of additional retail space “by opening the second and third
floors of Three United Bank Center to retail and building Two
Uni ted Bank Center out at the ground level to the sidewal k on a

sides and on the second floor” could be as high as $6.9 million.
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The Eastdil report concluded that, under the nost |ikely
scenari o, the net present value of the additional inconme to be
generated by the Atrium both directly fromretail space in the
Atriumand indirectly fromincreased rents from 1UBC and 2UBC,
was $6.2 mllion and could not alone justify the $25 mllion cost
of constructing the Atrium The Eastdil Report, however,
qualified that conclusion as foll ows:

Not wi t hst andi ng the significant construction risk
associated with building the atrium there may be
reasons why the Bank should consider proceeding with
the project. Successful conpletion of the atriumwl|
enhance the Bank's image in the comunity and give it
greater recognition in the region. It is not realistic
for us to place a dollar value on these benefits.
Undoubt edly they are substantial and could produce a
direct and positive inpact on the Bank's busi ness.

More significantly, if the Bank does not conplete
construction of the atrium its inmage in the conmunity
may be tarnished. It is clear that the Bank has an
obligation to its partners and to the tenants in One
United Bank Center to conplete construction of the
atriumfacility, or, if possible substitute another
anenity to be conpleted at a later date. |If the atrium
is not built, the building owners run the substanti al
risk that at |east sone tenants wll sue to reduce
their rents or get out of their |eases altogether. The
cost of securing a release fromthe atrium obligation
could tip the balance in favor of conpleting the atrium
facility.

The Eastdil report recommended “against building the atriumif
the Bank can obtain release fromits commtnent for |ess than
$22 mllion |l ess whatever "recognition value' the Bank believes
the atrium woul d produce.”

5. The Committee Meeting of October 24, 1984

At the neeting of the Commttee on Cctober 24, 1984, Bank

managenent proposed to offer 2UBC and the G ound Lease for sale
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at an asking price in the range of $33 mllion each. In its
presentation to the Comnm ttee, managenent cited several reasons
for selling 2UBC at that time, but acknow edged that “[a] sale
now may not fully reflect the value to be added by the Atrium
when it is conpleted.” The conmttee approved the proposal to
of fer 2UBC and the G ound Lease for sale. In addition,
managenent recommended that construction of the Atrium proceed.
Consi derations for conpleting the Atriumthat were noted in the
presentation to the Conmttee were as foll ows:

A. The Atriumretains a great deal of appeal;
architecturally, as an enhancenent to the Bank's i mage,
and in value added to the properties.

B. W think our m ninumcost not to build would
be about $16, 000,000. It nakes nore sense to build it
for $25,000,000 than to not build it at a cost of
$16, 000, 000.

At the neeting, the Commttee approved the budget for the Atrium

6. Construction and Operation of the Atrium

Construction of the Atriumcomrenced in April 1985 and was
conpleted in |late 1987; however, portions of the Atrium were open
to the public in 1986. The Atriumsits on an irregularly shaped,
30, 510 square-foot parcel of |and on the Broadway-Lincoln bl ock
and has frontage of 96.40 feet al ong Broadway, 198.75 feet al ong
Lincoln Street, and 113.32 feet along 17th Avenue. The Atrium
covers a 24,333 square-foot area, enconpasses approxi mately
4.6 mllion cubic feet of space, and, at its highest point, is
14 stories tall. The Atriumis constructed of glass, steel, and

stone. The Atriumis physically attached to both 2UBC and 3UBC
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and is connected to 1UBC by the Skyway. There are pedestrian
entrances to the Atriumin 2UBC, 3UBC, and the Skyway, and on
Broadway, Lincoln Street, and 17th Avenue.

The Atrium shares its mechanical systens with 2UBC, those
systens are | ocated bel ow ground within 2UBC. The basenent area
of the Atriumis used for storage and houses a backup power
generator. The Atrium contains space for one restaurant and
retail space for one tenant.

Begi nni ng about 1988, UBD owned and operated The Atrium
Cafe, which seated approxi mately 135 people, and UBD paid a fee
to a contractor to manage the restaurant's operations. Begi nning
in 1994, UBD discontinued operating The Atrium Cafe and | eased
the space for the operation of another restaurant. UBD al so
| eased space for the operation of “expresso carts”.

Begi nning on Cctober 12, 1987, for a 10-year term the
retail space in the Atrium had been | eased for the operation of a
Russel | 's conveni ence store (the Russell's |ease).

Fromthe tine of the Atriumls opening in 1986, the only
operating revenues generated by the Atrium have been derived from
the Russell's | ease and fromthe operations of The Atrium Cafe
and ot her food operations. Those operating revenues have been
| ess than overhead expenses (maintenance, utilities, taxes,
etc.), resulting in net operating |osses during the period 1989

t hrough 1995, as foll ows:
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| ncome Over head Total Atrium

Year (Loss) Expense Loss

1989 ($13, 781) $478, 890 $492, 671
1990 (21, 026) 533, 198 554, 224
1991 (22, 728) 564, 120 586, 848
1992 992 525, 548 524, 556
1993 (46, 294) 731, 558 777, 852
1994 24,216 745, 909 721, 693
1995 98, 899 788, 724 689, 825

The Bank has never maintained teller wi ndows or other
banking facilities in the Atrium and has never solicited new
custoners fromwi thin the Atrium The Bank has never held
busi ness neetings in the Atrium and has never |eased the Atrium
for events. The Bank, however, allows the use of the Atrium by
communi ty groups an average of once a nonth.

7. The Atrium Assets: Cost Bases and Depreciation

LBC constructed the Atrium Cafe and installed equi pnent,
furniture, and fixtures therein.

During the years in issue, LBCinstalled a security system
and signage in the Atrium (the Atrium Security System and
Si ghage) .

During the years in issue, LBC incurred costs to construct,
equi p, and install the Skyway, The Atrium Cafe, the Atrium
Security System and Signage, and the remaini ng conponents of the
Atrium (the Atrium Structure) (collectively, the Atrium Assets).
The cost bases of the Atrium Assets placed in service during the
years in issue, as adjusted pursuant to section 48(q) for the
investnment tax credits claimed with respect to such assets, were

as foll ows:
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Cost Bases
Taxabl e Atrium
Year Pl aced Atrium Atrium Security System
in Service Structure Skyway Caf e and Si gnage

1986 $31, 805, 978 - - - - - -
1987 - - $26, 195 $1, 676, 090 $246, 453
1989 - - - - 2,058 699
1990 144, 261 - - 21,917 10, 800

On its Federal incone tax returns for the taxable years 1986
t hrough 1991, the UBC affiliated group clainmed depreciation

deductions with respect to the Atrium Assets as foll ows:

Depreci ati on d ai ned

Atrium
Taxabl e Atrium Atrium Security System

Year Structure Skyway Caf e and Si gnage
1986 $234, 121 - - - - - -
1987 2,458, 735 $2, 009 $134, 960 - -
1988 2,104, 223 938 266, 895 $60, 381
1989 1, 190, 409 930 190, 190 43, 211
1990 1,191, 171 930 148, 151 31, 505
1991 344, 402 295 39, 458 8, 955

The depreciation deductions clained on the Atrium Assets were
conputed on 100 percent of the cost bases of the assets as set
forth above, except that, after 1988, the depreciation deductions
claimed with respect to the Skyway and that portion of the Atrium
Structure placed in service prior to 1989 were conputed on

51. 5152 percent of the assets' cost bases.

8. The 2UBC Transacti on

a. The Various Agreenents

Den-Cal Co. (Den-Cal) was a California limted partnership
whose managi ng general partner was Eneri k Properties Corp.
(Emeri k).

By a purchase and sal e agreenent dated July 16, 1985, LBC

sold 2UBC and the | and thereunder and an undi vi ded 50- percent



- 27 -
interest in Mdtorbank I and the |and thereunder to Den-Cal for
$35, 500, 000 (the 2UBC Sal e Agreenent).

Concurrently with the execution of the 2UBC Sal e Agreenent
and ot her agreenents, LBC and Den-Cal entered into an agreenent
that required LBC to construct the Atrium and the Skyway and to
make certain inprovenents to 2UBC (the 2UBC Construction
Agreenent). Pursuant to the 2UBC Construction Agreenent, LBC and
Den-Cal granted to each other certain reciprocal easenents
pertaining to the ingress and egress of pedestrians through
common areas, including the Atrium |In addition, LBC agreed to
maintain its inprovenents on the Broadway-Lincoln bl ock
including the Atrium at its sole cost and expense.

LBC agreed to operate the Atriumin an attractive and
orderly manner and to refrain fromsubstantially nodifying the
exterior design of the Atriumfor a 35-year period conmenci ng on
Novenmber 1, 1986, and running through October 31, 2021, and
thereafter until LBC provides at |east 6 nonths' notice to Den-
Cal of its election to termnate (the Atrium Operating
Covenants). The 2UBC Construction Agreenent, however, all owed
LBCto termnate its obligations relating to the Atrium after
June 30, 2001, upon paynent to Den-Cal of a term nation fee and
t he occurrence of certain other conditions. LBC and Den-Ca
acknow edged that LBC s election to termnate the Atrium
Operating Covenants “would result in the dimnution in val ue of

Two United Bank Center in an anount at |east as large as the
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termnation fee”, and, accordingly,

LBC granted to Den-Cal a lien

to secure performance under the Atrium Operating Covenants in the

event that the Atriumwere razed prior to expiration of the

obl i gati ons.

The 2UBC Sal e Agreenent, the 2UBC Construction Agreenent,

and rel ated agreenents shall be referred to collectively as the

2UBC Tr ansacti on.

b. Tax Treatnent of the 2UBC Transaction

As a result of the 2UBC Transaction, LBC realized the

foll ow ng amobunts fromthe sal e of
Property
2UBC i nprovenent s
2UBC | and

50-percent interest in
Mot or bank | i nprovenents

50-percent interest in
Mot or bank | | and

its properties:

Amount Real i zed

$22, 847, 841

4,219, 181

9, 795, 022

2,038, 506

On January 26, 1988, the UBC affiliated group filed an

anended corporate incone tax return for

its 1985 taxable year, on

which the UBC affiliated group reported adjusted bases for

determining gain or loss fromthe sale of its properties in the

2UBC Transaction as foll ows:
Property
2UBC i nprovenent s
2UBC | and

50-percent interest in
Mot or bank | i nprovenents

Adj ust ed Basi s

$15, 533, 317
664, 559

1, 816, 730
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50-percent interest in
Mot or bank | | and 321, 083

The parties agree that those adjusted bases are correct, except
to the extent, if any, that the cost of the Atrium Assets, see
supra sec. II.A 7., is allocable to the bases of the properties
sold in the 2UBC transacti on.

9. The 3UBC Transacti on

a. The Various Agreenents

By purchase and sal e agreenent dated Decenber 31, 1987, LBC
sold 3UBC, but not the | and underlying 3UBC (the 3UBC | and), to
Hol ne, Roberts & Onen (HRO), a partnership that was engaged in
the practice of Iaw and that served as the Bank's | egal counsel
during the years in issue (the 3UBC Sale Agreenent). The
purchase price of $15, 957,648 was paid by a note that was
nonrecourse to the partners of HRO however, the note was secured
by a deed of trust to 3UBC and an irrevocable letter of credit in
t he anount of $2.4 mllion.

By an agreenent dated Decenber 31, 1987, LBC | eased the 3UBC
land to HRO for a term conmmenci ng on Decenber 31, 1987, and
running for 34 years and 9 nonths (the 3UBC G ound Lease). For
t he period through Septenber 30, 2012, the annual rent was
$25, 000 plus 30 percent of any net rental income generated by
3UBC in excess of $2.5 mllion. After Septenber 30, 2012, the
rent was to be at fair market value. Pursuant to the 3UBC G ound
Lease, LBC and HRO granted to each other certain reciprocal

easenents pertaining to the ingress and egress of pedestrians
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t hrough common areas, including the Atrium Al so, LBC agreed to
operate the Atriumin an attractive and orderly manner and to
refrain fromsubstantially nodifying the exterior design of the
Atrium In the event that the Atriumwas materially damaged,
destroyed by fire or other casualty, or taken by condemati on,
LBC had the option to rebuild, replace, repair, or raze the
Atrium |If LBC elected to raze the Atrium LBC was required to
cover the area with an attractive surface until rebuilding (if
any) and to grant HRO a 40-foot setback easenent on the south
side of the 3UBC | and.

By an agreenent dated Decenber 31, 1987, UBD | eased back the
entirety of 3UBC from HRO (the 3UBC Space Lease). The 3UBC Space
Lease had an initial termof 9 years and 6 nonths and
automatically renewed for a second termrunning until
Sept enber 30, 2012, unless UBD el ected otherwi se. The rent was
$2,070,000 a year during the initial termand $2, 333,452 a year
during the second term The 3UBC Space Lease required that UBD
pay all expenses and taxes, maintain and repair the building,
insure the building, and replace the building if destroyed.

On Decenber 31, 1987, LBC assunmed HRO s | ease of
approxi mately 122,000 square feet of space in 2UBC and subl eased
to HRO approxi mately 130,000 square feet of space in 1UBC.

The 3UBC Sal e Agreenent, the 3UBC Ground Lease, the 3UBC
Space Lease, the agreenents relating to HROs |l ease in 2UBC and

subl ease in 1UBC, and rel ated agreenents shall be referred to
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collectively as the 3UBC Transacti on.

b. Tax Treatnent of the 3UBC Transaction

On its Federal inconme tax return filed for 1988, the UBC
affiliated group reported gain on the installnent basis using an
amount realized of $14,201,933 fromthe sale of 3UBC. The
parties agree that the reported anmount is the correct anobunt
realized for purposes of determning gain or loss fromthe sale
of 3UBC.

On its Federal inconme tax return filed for 1988, the UBC
affiliated group reported gain on the install nent basis using an
adj ust ed basis of $5,321,361 for purposes of determ ning gain or
| oss on the sale of 3UBC. The parties agree that the reported
adj usted basis is correct, except to the extent, if any, that the
cost of the Atrium Assets, see supra sec. II.A 7., is allocable
to the basis of 3UBC

10. The 1UBC Land Transacti on

By a purchase and sal e agreenent dated Decenber 30, 1988,
LBC sold the 1UBC | and (together with LBC s interest in the
Ground Lease relating to the 1UBC | and) to ARI CO (the 1UBC | and
transaction). LBC realized $2,900,000 as a result of that
transaction. On its Federal incone tax return filed for 1988,
the UBC affiliated group reported the sale of the 1UBC |land as a
long-termcapital |oss using an adjusted basis of $2,953, 980.

The parties agree that the reported adjusted basis is correct,
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except to the extent, if any, that the cost of the Atrium Assets,
see supra sec. II.A 7., is allocable to the basis of 3UBC

11. The 1988 Atrium Transacti on

a. Backgr ound

On Decenber 29, 1988, LBC and Broadway Atrium Limted (BAL),
a Colorado limted partnership consisting of ARICO and Hi nes
Col orado, formed Lincoln AtriumLimted (LAL), a Colorado limted
partnership. LBC was the general partner of LAL, with a
1-percent “sharing ratio” based on an initial contribution of a
0. 4848- percent undivided interest in the “Atriuni (as descri bed
in the LAL partnership agreenent). BAL was the sole |imted
partner of LAL, with a 99-percent “sharing ratio” based on an
initial contribution of a 48-percent undivided interest in the
“Atriuni, contributed to BAL by ARI CO upon acquisition from LBC
see infra sec. |1.A 11.b.

On Decenber 30, 1988, UBC, UBD, LBC, LAL, BAL, ARICO the
1700 Partnership, and Hines Col orado entered into a nunber of
transactions (the 1988 transactions).

b. The Atrium Sal e Agr eenent

The 1988 transactions included an agreenent titled “Atrium
Purchase, Sal e and Lease Agreenent”, dated Decenber 30, 1988,
bet ween UBD, LBC, and ARI CO (the Atrium Sal e Agreenent).
Pursuant to the Atrium Sale Agreenent, LBC sold to ARI CO an

undi vi ded 48-percent interest in the | and underlying the Atrium
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all inprovenents on that land, all rights and interests
appurtenant to that land (collectively, the Atrium Land), and
certain other property (together, the Atrium Property). In
consi deration of LBC s conveyance of the Atrium Property, AR CO
agreed to pay a purchase price of $17,100,000 by neans of a
prom ssory note.

The Atrium Sal e Agreenent contained a recital stating as
follows: “Seller [LBC] desires to sell the [Atriun] Property to
Purchaser [ARICO and Purchaser desires to purchase the Property
fromSeller on the ternms and conditions set forth in the
Agreenent . ”

Section 8.13 of the Atrium Sal e Agreenent states as foll ows:

The parties hereto hereby acknow edge and agree that

the transaction relating to the Property contenpl ated

by this Agreenent is, for tax purposes, a purchase,

sale, and | ease transaction. Furthernore, the parties

hereby agree that followi ng the C osing, each party

shall report the transaction as a purchase, sale, and

| ease on their respective incone tax returns; and

specifically, that (a) Seller shall report the

transaction as a sale on its incone tax return and

shal | recognize the gain or loss therefromeither

currently or on an installnent basis, and (b) Purchaser

shall report the transaction as a purchase on its

i ncome tax return.

The Atrium Sal e Agreenent al so provided that certain other
agreenents woul d be executed by the parties and related entities
(the Atrium Sal e Agreenent and rel ated agreenents shall hereafter
be referred to collectively as the 1988 Atrium Transaction). One
of those agreenents was an agreenent titled “Atrium Lease”, dated

December 30, 1988, between LBC and LAL, as | andlords, and UBD, as
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tenant. Pursuant to the Atrium Lease, UBD agreed to | ease the
Atrium Land for a period of 30-1/2 years, commenci ng Decenber 30,
1988, and endi ng June 30, 2019. The Atrium Lease provi ded that
UBD woul d pay rent to LBC in the anmount of $1 a year and to LAL
in the foll owi ng anounts: $1,893,939.39 annually from January 1,
1989, through Decenber 31, 1998; $1, 489, 898.99 annually from
January 1, 1999, through June 30, 2009; and $303, 030. 30 annual ly
fromJuly 1, 2009, through June 30, 2019.

The Atrium Lease contained a recital stating as foll ows:
“LBC and LAL desire to | ease their undivided interests in the
Atriumto Tenant [UBD] in order to provide unified operation of
the Atrium and Tenant desires to | ease such interest from
Landl ord for the sane purpose.”

c. Tax Treatnment by UBC of the 1988 Atrium Transaction

On its Federal incone tax return for the taxable year 1988,
the UBC affiliated group reported a gain on the sale of a 48-
percent interest in the Atrium Structure and the Skyway of
$3, 803, 496, based on an ampunt realized of $16, 964, 800, a cost
basi s of $15, 345,273, and accurul at ed depreci ati on of $2, 183, 969.
The reported amount realized was based on a total sales price for
a 48-percent interest in the Atrium Structure, the Skyway, and
the | and underlying the Atrium of $17, 100, 000 | ess $135, 200
all ocated to the underlying land ($17, 100,000 - $135, 200 =
$16, 964, 800). The reported cost basis equal ed 48 percent of the

cost bases of the Skyway and that part of the Atrium Structure
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pl aced in service prior to 1989, as adjusted under former section
48(q) for the investnent credits clainmed and investnment credits
recaptured with respect to those assets. The reported
accunul ated depreci ati on equal ed 48 percent of the depreciation
clainmed on the Atrium Structure and the Skyway to the date of the
reported sale. No gain or |loss was reported as realized on the
sal e of the underlying | and because the reported anount realized
($135, 000) equal ed the cost basis of the |and.

On its Federal incone tax returns for the taxable years 1989
t hrough 1991, the UBC affiliated group took deductions for rental
expenses on account of the Atrium Lease.

d. UBC s Fi nanci al Statenents

In the notes to UBC s affiliated financial statenents for
1988 and 1989, UBC nmade di sclosures of the Atrium Sal e Agreenent
and the Atrium Lease as a sale and | easeback.

e. Petitioner's Responses to Information Docunent
Requests Regarding the Atrium

In a letter dated August 11, 1992, to the St. Paul office of
the I nternal Revenue Service (IRS) Appeals Division (Appeals
Division), petitioner first claimed that the cost of the Atrium
Assets should be allocated to the bases of adjoining properties.
The Appeals Division referred petitioner's claimfor cost
allocation to the IRS Exam nati on D vi sion.

On January 11, 1993, the I RS agent assigned to review

petitioner's claim (the IRS agent) issued an information docunent
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request (IDR) to petitioner. Question four of that |DR states:
“Who is the owner of the Atriumnow? Hi story of the Atrium
ownership from 1985 till 1992?” 1In response to that question,
petitioner stated, in part:

On Decenber 30, 1988, Lincoln Building Corporation sold
an undi vided 48% interest in the Atriumto ARI CO
Anrerica Real Estate |Investnent Conpany (ARICO. AR CO
contributed its undivided 48% interest in the Atriumto
Broadway Atrium Limted (Broadway). Broadway
subsequently contri buted the 48% undi vided interest in
the Atriumto Lincoln AtriumLimted. Lincoln Building
Corporation contri buted an additional .48% undivided
interest in the Atriumto Lincoln AtriumLimted as its

general partner. Consequently, ownership of the Atrium
after the sale on Decenber 30, 1988 was as foll ows:

51.52% - Lincoln Building Corporation
48.48% - Lincoln AtriumLimted, whose ownership
i S:

99% - Broadway Atrium Limted
1% - Lincoln Building Corporation

The ownership of the Atriumdid not change during the
peri od between Decenber 30, 1988 and Decenber 31, 1992.

On April 22, 1993, the IRS agent issued another IDR to
petitioner requesting docunentation pertaining to the sale of an
interest in the Atriumreferred to in petitioner's response to
the first IDR Petitioner's response to the second IDR referred
to the transaction as a “sale of the 48%interest in the Atriunt.

B. The Atrium Assets: Allocation of the Costs

1. |Issue
The issue is whether petitioner may all ocate the cost of the
Atrium Assets to the bases of other properties that were held by

the Bank. |If we decide that issue for petitioner, we nust decide
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the nature and extent of the proper allocation.

2. Argunents of the Parties

Relying on a |line of cases that includes Estate of Collins

v. Conmm ssioner, 31 T.C. 238 (1958), and WIIlow Terrace Dev. Co.

v. Comm ssioner, 40 T.C. 689 (1963), affd. 345 F.2d 933 (5th Gr

1965) (the devel oper line of cases), petitioner argues that it is
entitled under section 1016(a)(1)%2 to allocate the cost of the
Atrium Assets to the bases of properties that benefited fromthe
Atrium Petitioner clains that “[t] he Bank constructed the
Atrium for the purpose of creating an office building conplex
wWth the expectation that the buildings within the conplex would
increase in value” and that the Atrium as a stand-al one asset,
has negative value. Petitioner asserts that an allocation of the
costs of “the Atrium Assets in proportion to the relative fair
mar ket val ues of the benefited properties as of Decenber 31,

1987, the close of the year in which the Atrium was conpl eted”,
is “equitable” and would result in a “proper adjustnment” under
section 1016(a)(1). Petitioner proposes the follow ng

al |l ocati on:

2 As pertinent to this case, sec. 1011 provides that the

adj usted basis for determning gain or loss fromthe sale or

ot her disposition of property is the cost of such property, see
sec. 1012, adjusted as provided in sec. 1016. Sec. 1016(a)(1),
in part, provides that proper adjustnent is to be nmade for
expenditures, receipts, |osses, or other itens, properly
chargeable to capital account. Sec. 1.1016-2(a), |ncone Tax
Regs., in part, states: “The cost or other basis shall be
properly adjusted for any expenditure, receipt, |oss, or other
item properly chargeable to capital account, including the cost
of inprovenents and betternents nmade to the property.”
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Property Cost Al |l ocati on
1UBC Land $2, 161, 625
2UBC 18, 579, 112
3UBC 11, 900, 811
3UBC Land 1, 292, 903

Respondent argues that section 1012 provides that the basis
of property is the cost of such property and that “the anount
paid for a given asset becones the asset's cost basis and cannot
be added to or conbined with the basis of other assets.”
Respondent, however, acknow edges the devel oper |ine of cases,
but asserts that those cases recognize a narrow exception to the
general rule. Respondent clains that the present case is
factual Iy distinguishable fromthe devel oper Iine of cases and
that the principles of those cases “have never been applied
outside the narrow factual context in which those cases arose.”
In the alternative, respondent argues that, if the devel oper |ine
of cases “have rel evance beyond their unique facts”, the present
case fails to neet the requirenents set forth in those cases.
Lastly, respondent rejects petitioner's proposed allocation of
the cost of the Atrium Assets based on the fair market val ues of
t he adj oi ning properties because those “val ues bear no necessary
correlation to the econom c benefits” that were anticipated by
the Bank fromthe construction of the Atrium According to
respondent, an allocation, if any, “nust be based on the bank's
purpose for building the Atrium as of February of 1981 when it

made the initial commtnent to build the Atrium or at the
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| atest, October of 1984 when it nade the final decision to
proceed with the Atrium s construction.”

3. Analysis

a. The Devel oper Line of Cases

In Country Club Estates, Inc. v. Conmm ssioner, 22 T.C 1283

(1954), the taxpayer transferred approximately 300 acres of |and
and certain inprovenents |ocated thereon to the Tuscon Country
Club (the CQub). Wth the proceeds of a loan fromthe taxpayer,
the Cub agreed to construct on the transferred property a first-
class country club that included an 18-hole golf course, club
house, and recreational facilities. The taxpayer antici pated
that the construction of the country club woul d enhance the val ue
of the surrounding property, which the taxpayer subdivided into

lots for sale. Relying on Conm ssioner v. Laguna Land & Water

Co., 118 F.2d 112, 117 (9th Cr. 1941), affg. in part and revg.
in part a Menorandum Opi ni on of the Board,?® the taxpayer argued
that the cost of the land transferred to the C ub should be added
to the cost of the Iots sold. The Court distinguished Biscayne

Bay Islands Co. v. Comm ssioner, 23 B.T.A 731 (1931),“ despite

3 In that case, the Court of Appeals for the Ninth Grcuit
affirmed the Board of Tax Appeals' determ nation that a taxpayer
shoul d be allowed to deduct fromthe sales proceeds of certain

| ots expenditures nade for streets, drives, curves, and other

i nprovenents, which benefited those |ots.

4 In that case, the Board of Tax Appeals rejected the

taxpayer's contention that no part of the cost of construction

and devel opnent of an island subdivision should be allocated to a
(continued. . .)
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the possibility that the transferred I and could revert to the
t axpayer upon the occurrence of certain contingencies. The

Court, citing Kentucky Land, Gas & G|l Co. v. Conm ssioner,

2 B.T.A 838 (1925),° held that the basis of the lots included
the cost of the property transferred to the C ub because “the
basi ¢ purpose of petitioner in transferring the land was to bring
about the construction of a country club so as to induce people

to buy nearby lots.” Country Cub Estates, Inc. v. Conmm ssioner,

supra at 1293.
In Colony, Inc. v. Comm ssioner, 26 T.C. 30 (1956), affd.

per curiam 244 F.2d 75 (6th Gr. 1957), a taxpayer in the
busi ness of devel oping and selling real estate argued that the

cost of a water supply punping systemthat provided water service

4(C...continued)

large interior area of the island that was reserved for 10 years
(l ater extended an additional 3 years) as a playground and
recreational center for the use of |ot purchasers:

[ The interior] area was not permanently and irrevocably
dedicated to the public, but may |later be sold by
petitioner. The possibility of gain has only been
postponed. It is unlike the area used for public
streets, which is permanently beyond the possibility of
sale and gain, the cost of which nust be absorbed in
the salable lots. * * * [Biscayne Bay Islands Co. V.
Comm ssioner, 23 B.T.A 731, 735 (1931).]

5 In Kentucky Land, Gas & G| Co. v. Commi ssioner, 2 B.T.A
838 (1925), the taxpayer acquired a tract of oil |and, which the
t axpayer subdivided into lots. The taxpayer drilled four wells
on the subdivision. The Board of Tax Appeals (the Board) held

that the cost of drilling one well only was an additional cost of
the lots and “a proper charge against the sale price of the lots
sol d” because the taxpayer was “bound to drill but one well”

under the covenants in the deeds of conveyance. |d. at 840.
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to a subdivision should be added to the cost of the lots in the
subdi vision. This Court stated as foll ows:

The difficulty with petitioner's contention is
that, unlike the taxpayer in Country C ub Estates,
Inc., supra, the petitioner has not given up any
property in order to sell its lots. For the funds it
expended, the petitioner acquired a water supply system
which it owned and operated during the taxable years
and thereafter. It is true that the system has not
been operated at a profit, due, perhaps, to the snal
nunber of houses whi ch have been constructed at The
Colony. And it also may be true, as petitioner
contends, that the punping station may be abandoned at
sone time in the future, when the facilities of the
Lexi ngt on Water Conpany reach the subdivision. These
ci rcunst ances, however, do not alter the fact that the
petitioner retained full ownership and control of the
wat er supply systemduring the taxable years, and that
it did not part with the property for the benefit of
the subdivision lots. Because of this retention of
ownership, Country Club Estates, Inc., supra, is
di stinguishable. * * * [1d. at 46.]

This Court in Estate of Collins v. Comm ssioner, 31 T.C. at

256 (1958), distilled the decisions in Country Cub Estates, Inc.

v. Conm ssioner, supra, and Colony, Inc. v. Commi SSioner, supra,

and announced the follow ng test:

A careful consideration of the cases above cited
indicates that if a person engaged in the business of
devel oping and exploiting a real estate subdivision
constructs a facility thereon for the basic purpose of
i nduci ng people to buy lots therein, the cost of such
construction is properly a part of the cost basis of
the lots, even though the subdivider retains tenuous
rights without practical value to the facility
constructed (such as a contingent reversion), but if
t he subdivider retains “full ownership and control” of
the facility and does “not part with the property
[i.e., the facility constructed] for the benefit of the
subdivision lots,” then the cost of such facility is
not properly a part of the cost basis of the |ots.

The rule of Estate of Collins has been applied in subsequent
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cases. In WIllow Terrace Dev. Co. v. Comm ssioner, 40 T.C. at

701,% this Court stated:

As we read the Collins case, the pivotal consideration
i's whether the basic purpose for constructing such
utilities systens in real estate subdivisions is to

i nduce people to buy lots in such subdivisions. It is
a question of fact, and in resolving it the profit and
| oss record of the operating conpany nust, of course,
be considered. But this does not nean that the
presence of some profit wll always be fatal to the

t axpayers's case. * * *

In addition, this Court in Noell v. Comm ssioner, 66 T.C. 718,

725 (1976), stated as foll ows:

The critical question is whether petitioner
intended to hold the facilities to realize a return on
his capital from business operations, to recover his
capital froma future sale, or sonme conbination of the

6 The Court of Appeals for the Fifth Grcuit stated as
fol |l ows:

The probl em presented by these cases i s whet her
deduction or capitalization of such costs will nore
accurately reflect the economc realities of the
situation fromthe standpoint of the subdivider. W
cannot accept the rule advocated by the Comm ssioner,
which in effect allows deduction only when the costs
can be recovered in no other manner. Sone rel evant
factors to be considered in determning the proper tax
treatnment of the costs of such facilities are whether
they were essential to the sale of the |lots or houses,
whet her the purpose or intent of the subdivider in
constructing themwas to sell lots or to make an
i ndependent investnent in activity ancillary to the
sale of lots or houses, whether and the extent to which
the facilities are dedicated to the homeowners, what
rights and of what value are retained by the
subdi vider, and the Iikelihood of recovery of the costs
t hrough subsequent sale. These factors were consi dered
in Collins, and the holding centered on the basic
purpose test as nodified by owership. * * * [WIIow
Terrace Dev. Co. v. Conm ssioner, 345 F.2d 933, 938
(5th CGr. 1965).]
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two; or whether, on the other hand, he so encunbered
his property with rights running to the property owners
(regardl ess of who retained nomnal title) that he in
substance di sposed of these facilities, intending to
recover his capital, and derive a return of his

i nvestment through the sale of the lots. 10 * * *

PActual ly, in nost of the cases, the asset
i nvolved is encunbered with rights running to the
property owners which significantly dimnish the val ue
of an asset which neverthel ess retains substanti al
value. This dimnution, resulting fromrestrictions
benefiting the adjacent lots, represents a pro tanto
di sposal with each lot. However, there is no basis in
t he deci ded cases, and certainly none in the record
before us, for nmaking an allocation based on the rights
di sposed of and the property retained.

See also Derby Heights, Inc. v. Conm ssioner, 48 T.C. 900 (1967);

Dahling v. Conmi ssioner, T.C Meno. 1988-430; Bryce's Muntain

Resort, Inc. v. Conmi ssioner, T.C. Menp. 1985-293; Mntclair Dev.

Co. v. Conmi ssioner, T.C. Mnp. 1966-200.

b. The Principles of the Devel oper Line of Cases

The devel oper line of cases all involve real estate
devel opers that seek to allocate the cost of certain common
i nprovenents to the bases of residential lots held for sale.
Respondent suggests that the principles of the devel oper |ine of
cases are applicable only in that context because, “[i]n that
context, both the purpose for incurring the costs and the
properties benefitted thereby are readily identifiable.” An
exam nation of the principles underlying the devel oper line of
cases, however, does not suggest that those principles are
restricted to any particular factual context or that difficulty

in application justifies nonadherence. W need not decide
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whet her those principles apply in every case; it is sufficient
that we decide today that no rule of |aw proscribes their
application to the case at bar.

The devel oper |ine of cases addresses the basic problem of
what constitutes a proper adjustnment to the basis of property in
the context of a common inprovenent that benefits lots in a
residential subdivision. Those cases focus on the comon
i nprovenent and not directly on the lots held for sale. If an
anal ysis of the common inprovenent indicates that (1) the basic
pur pose of the taxpayer in constructing the conmon inprovenent is
to induce sales of the lots and (2) the taxpayer does not retain
too nmuch ownership and control of the common inprovenent, then
the lots held for sale are deened to include the allocable share
of the cost of the common inprovenent. The rationale of the
devel oper line of cases is that, when the basic purpose of
property is the enhancenent of other properties to induce their
sal e and such property does not have, in substance, an
i ndependent exi stence, total cost recovery for such property
shoul d be dependent on sale of the benefited properties. There
is no principled basis here to distinguish between residenti al
lots and the office buildings in question in the application of
that logic. In sum we believe that the |ogic underlying the
devel oper |ine of cases is applicable outside the narrow context
of allocating the cost of common inprovenents to the bases of

residential lots held for sale, and, therefore, we shall
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determ ne whether petitioner has satisfied the requirenents set
forth in those cases.

c. Application of the Basic Purpose Test

The requirenent that the basic purpose of a taxpayer in
constructing a common inprovenent be to induce sales of benefited
properties serves the purpose of justifying total cost recovery
of the comon i nprovenent based on sales of the benefited

properties. Cf. Noell v. Conm ssioner, supra at 725 n. 10

(1976).7 Petitioner apparently acknow edges that a pivotal
guestion i s whether the basic purpose of the Bank in constructing
the Atriumwas to induce sales of the Bank's adjoining
properties. That question is one of fact, which we shall answer

upon consideration of all the facts and circunstances. See

WIllow Terrace Dev. Co. v. Conm ssioner, 40 T.C. 689, 701 (1963).
Petitioner asserts: “The Bank constructed the Atriumfor

t he purpose of creating an office building conplex with the

expectation that the buildings within the conpl ex would increase

in value.” That purpose al one, however, wthout an intention to

! Such total basis recovery is a decided advant age not
generally enjoyed by a taxpayer who di sposes of less than his
conplete interest in property. See, e.g., sec. 1.61-6(a), Incone
Tax Regs. (“Wen a part of a larger property is sold, the cost or
ot her basis of the entire property shall be equitably apportioned
anong the several parts, and the gain realized or |oss sustained
on the part of the entire property sold is the difference between
the selling price and the cost or other basis allocated to such
part.”). Consider that a | essor of incone producing property
nmust take advance rentals into gross inconme in the year of

recei pt, sec. 1.61-8(b), Incone Tax Regs., w thout any increased
depreci ati on deduction in that year.
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i nduce sales of the benefited properties, is insufficient under
t he devel oper |ine of cases. Although the record indicates that
t he Bank was aware that construction of the Atrium woul d enhance
the value of the Bank's adjoining properties, we believe that the
basi ¢ purpose of the Bank in constructing the Atriumwas not the

enhancenment of the adjoining properties so as to induce sales of

those properties, but rather the resolution of certain design

i ssues and the enhancenent of the Bank's inage. Value
enhancenent of the Bank's adjoining properties was sinply a
beneficial consequence of that basic purpose.?

On August 24, 1979, when architectural plans for the Project
were presented to the Conmttee for the first tinme, construction
of the Atriumwas proposed as a neans of resolving two maj or
design issues: (1) counteracting the off-Broadway |ocation of the
proposed tower and (2) creating a center consisting of the
proposed tower and the existing bank facilities. By Septenber
1980, when construction of the proposed atriumwas approved, the
Bank had the benefit of both the Harrison Price and Pl anning
Dynam cs reports. Both reports reconmended construction of the

proposed atrium based on three factors: (1) increased rental

8 It appears that petitioner would likely not dispute that
assertion; inits brief, petitioner states: “[A]lthough the

i npetus for building the Atrium cane fromthe construction of
1UBC (including the need for a front door on Broadway'), the
Bank expected that 2UBC - the |l argest building to which the
Atriumis physically attached - would be the beneficiary of the
| argest val ue increase.”
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rates of adjoining properties, (2) ability to counteract the off-
Broadway | ocation of the proposed tower, and (3) enhancenent of
the Bank's image, which would be reflected in a greater market
share. Reflective of those reports, the mnutes of the Conmttee
nmeeti ng on August 25, 1980, in part, provide:

Bank managenent feels very positive about the project.
The general feeling of the Bank is in favor of the
encl osed atriumto allow the Bank to achieve a | arger
mar ket share. The atrium should create a major center
maki ng United Bank Center a nationally notable building
conpl ex.
At that tinme, however, there were no imedi ate plans to sell any
of the adjoining properties, and, thus, there is sinply no basis

to find that the Bank approved construction of the proposed

atriumso as to induce sales of those properties.?®

° Petitioner proposes the follow ng finding of fact:

During 1978-1979, while the Bank was negoti ati ng and
pl anni ng the construction of 1UBC and the Atrium the
Bank gave consideration to selling sone of its
properties in United Bank Center. * * *

Petitioner apparently supports that finding only with the
followng testinony of M. Richard A Kirk, president of UBD in
1979:

[ Counsel for petitioner]: |In the tinme frane
1978-9 to 1984, before the construction of the Atrium
commenced, did LBC consider selling any of its
properties in United Bank Center?

[M. Kirk]: Yes.

[ Counsel]: Do you know whi ch properties were
under consideration for sale?

[M. Kirk]: W would--we had a | ot of real
estate, as is evidenced here, and | think in those days
we were comng to a conclusion that that wasn't
necessarily the best place for us to have our nonies.

(continued. . .)
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I n addition, when the budget for construction of the
proposed atrium was approved in 1984, the Bank was advi sed by
both Ross Consulting and Eastdil Realty that the cost of
construction would far exceed any increase in values to the
adj oi ning properties. Indeed, the Eastdil report noted that
“[clonstruction of the atriumw |l inhibit the Bank from selling
its Broadway-Lincoln property as one unit. This may reduce the
proceeds fromthe sale of the Bank's property on the bl ock."
(Enmphasis omtted.) Ross Consulting recommended that “UBC should
build only if legally or "norally' bound to”, and Eastdil Realty
recommended “against building the atriumif the Bank can obtain
rel ease fromits commitnent for less than $22 mllion |ess

what ever “recognition value' the Bank believes the atriumwould

°C...continued)
You know, we could put our noney to work in |lots of
di fferent ways.

And so | think that it is fair to say that around
that time, we started--we were dealing nore and nore
wth real estate, and we were thinking nore and nore
about it is it logical, do we need it all, should we
nove sone parcel

| can't remenber exactly which we were talking
about at the tinme, but it is definitely my recollection
that we were, you know, considering the validity of
holding all of this real estate.

The m nutes of the Conmttee neeting on Sept. 10, 1981,
provi de the earliest docunentary evidence that the Bank
considered sales of its real estate:

It is the Bank's intention to investigate the
possibility of selling various elenents of our real
property as a neans of generating additional capital.
* * %



- 49 -
produce.” At the Conmttee neeting of COctober 24, 1984, when the
budget for the Atrium was approved, considerations for conpleting
the Atriumthat were noted in the presentation to the Conmttee
were as follows:
A. The Atriumretains a great deal of appeal;
architecturally, as an enhancenent to the Bank's i mage,
and in value added to the properties.
B. W think our m ninmmcost not to build would

be about $16, 000,000. It nakes nore sense to build it

for $25,000,000 than to not build it at a cost of

$16, 000, 000.

We believe that the Bank initially approved construction of
the proposed atriumin 1980 and entered into the commtnent to
build in 1981 to address certain design issues and to enhance the
Bank' s i mage; enhancenent of value in the adjoining properties
was an ancillary consideration, and we so find. W believe that
the Bank's notivation derived, in significant part, fromthe fact
that the Devel oper and the 1700 Partnership would not have nade a
commtnment to build 1UBC had the Bank not nmade a commtnent to
build the Atrium \When the budget for the Atrium was approved in
1984, enhancenent of value of the adjoining properties was sinply
one of many considerations that led to the budget's approval.
Lastly, the Bank was aware that any value to be added to the
property by the construction of the Atriumwould not be fully
realized in a sale prior to conpletion of the Atrium

neverthel ess, the Bank sold 2UBC in 1985. In sum upon

consideration of all the facts and circunstances, we believe that
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t he basic purpose of the Atriumwas not the enhancenent of the
adj oi ning properties so as to induce sales of those properties,
and we so find.

4. Concl usion

Qur finding with respect to the Bank's basic purpose renders
an analysis of the extent of the Bank's retained interest in the
Atrium unnecessary. |In any event, we believe that such an
anal ysi s woul d support our conclusion that cost recovery for the
Atrium shoul d be i ndependent of sales of the adjoining
properties. Although both the easenents allow ng ingress and
egress of pedestrians and the Bank's obligation to maintain and
operate the Atriumat its sole cost and expense for a period of
years restricted the Bank's ownership and control of the Atrium

such restrictions did not prevent the Bank fromentering into a

10 The fact that the Atrium has consistently generated net
operating | osses does not change our conclusion. |f the presence
of sone profit is not always fatal to a taxpayer's case, we
believe then that the absence of profit is also not dispositive.
See WIllow Terrace Dev. Co. v. Conmm ssioner, 40 T.C 689, 701
(1963), affd. 345 F.2d 933 (5th Gr. 1965); Colony, Inc. v.

Comm ssioner, 26 T.C. 30, 46 (1956), affd. per curiam 244 F.2d

75 (6th Gr. 1957); Bryce's Muuntain Resort, Inc. v.

Comm ssioner, T.C Menp. 1985-293; Montclair Dev. Co. v.

Comm ssioner, T.C Meno. 1966-200. But nore inportantly, the
Atrium s operating loss figures do not consider the benefits (if
any) derived by the Bank when it entered into the conmtnent to
build the Atriumin 1981 as part of an integrated series of
agreenents. W are uncl ear whet her any possible benefits derived
by the Bank as part of those agreenents, e.g., a favorable |ease
agreenent in 1UBC or enhanced Bank inage derived froma prom nent
conpl ex bearing the Bank's nane, would skew the significance of
those loss figures. Therefore, we have little confidence in the
i nport of those figures.
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series of transactions that included the sale of an undivided
48-percent interest in the Atriumto ARICO for $17.1 million in
Decenber 1988. Petitioner now chall enges the form of that
transaction and clains that the substance of the transaction
constituted a financing arrangenent. See infra sec. II1.D
Al though the fact that a taxpayer retains a salable interest in a
common i nprovenent is not dispositive of the analysis in the

devel oper line of cases, see, e.g., Wllow Terrace Dev. Co. V.

Commi ssioner, 40 T.C 689 (1963), the Decenber 1988 transaction

strongly indicates that the Bank did not intend to recover its
investnment in the Atriumthrough a sale of the adjoining
properties.

Lastly, we note that petitioner's reliance on the devel oper
line of cases is the sole reason that the basic purpose test was
applied in this case. Nothing in those cases precluded
petitioner fromarguing that interests in the Atrium were
conveyed in conjunction with sales of its adjoining properties
and that an equitable allocation of the cost of the Atrium
Assets, pursuant to section 1.61-6(a), Inconme Tax Regs., should
be made to those interests to properly calculate gain or | oss on
t he conveyance of those interests. See, e.g., Fasken v.

Comm ssioner, 71 T.C. 650, 655-656 (1979) (when parts of a |arger

property are sold, an equitable apportionnment of basis anong the
several parts is required for a proper cal culation of gain,

section 1.61-6(a), Incone Tax Regs., but that principle is not
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limted to the severance of realty into two or nore parcels, but
applies with respect to parts of the bundle of rights conprising
property, including easenents). That argunent, however, was not
made by petitioner, and we need not address it any further.

C. The Atrium Assets: Loss Deduction Under Section 165(a)

In a footnote in petitioner's brief, petitioner, relying on

Echols v. Conm ssioner, 950 F.2d 209 (5th Cr. 1991), argues that

it is entitled to a |oss deduction under section 165(a) for 1987
equal to the cost of the Atrium Assets because, although the
Atrium was not abandoned in 1987, it was worthless. Petitioner
asserts:

The Atriumwas conpl eted during 1987; and an

i ndependent apprai sal has concluded that the Atrium had

a negative value (i.e., was worthless) as of

Decenber 31, 1987. The proper year of deduction under

|. R C. 8§ 165(a) is 1987, as that is the year in which

the Atriumwas conpleted (i.e., becane a closed

transaction).
I n response, respondent argues that petitioner's interpretation

of Echols v. Conm ssioner, supra, is inconsistent with authority

of this Court, and, in any event, the Atrium s worthl essness has
not been establi shed.

Section 165(a) allows a deduction for any |oss sustained
during the taxable year and not conpensated for by insurance or
otherwi se. To be allowable, a | oss nust be evidenced by cl osed
and conpl eted transactions, fixed by identifiable events, and
actual ly sustained during the taxable year. Sec. 1.165-1(b),

(d)(1), Income Tax Regs. In Echols v. Comm ssioner, supra at
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213, the Court of Appeals for the Fifth Grcuit stated:

the test for worthl essness is a conbination of

subj ective and objective indicia: a subjective

determ nation by the taxpayer of the fact and the year

of worthlessness to him and the existence of objective

factors reflecting conpleted transaction(s) and

identifiable event(s) in the year in question--not

limted, however, to transactions and events that rise

to the level of divestiture of title or |egal

abandonnent .
Not hi ng in that opinion, however, supports petitioner's apparent
assertion that conpletion of construction of the Atrium al one
provi des sufficient objective evidence of the Atriuns
wort hl essness. More inportantly, petitioner has failed to
establish a |l oss equal to the cost of the Atrium Assets pursuant
to section 1.165-1(b) and (d)(1), Incone Tax Regs., and we soO
find. Therefore, petitioner is not entitled to a deduction under
section 165(a).

D. The 1988 Atrium Transaction: D savowal of Form

1. Issue
The issue is whether petitioner may di savow the form of the
1988 Atrium Transaction. |If we decide that issue for petitioner,
we nust determ ne the substance of the 1988 Atrium Transacti on.

2. Argunents of the Parties

Relying primarily on Helvering v. F. & R Lazarus & Co., 308

U S 252 (1939), and Frank Lyon Co. v. Conm ssioner, 435 U S. 561

(1978), petitioner argues that the substance of the 1988 Atrium
Transaction, not its form should govern for Federal incone tax

purposes. Petitioner concedes that the 1988 Atrium Transacti on
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was in forma sale by LBC of a 48-percent interest in the Atrium
Property to ARICO for $17, 100,000 and a | ease of the Atrium Land
by UBD from LBC and LAL (follow ng various transfers of interests
in the Atrium Property to LAL). Petitioner argues, however,
that, “as a matter of econom c substance, the 1988 Atrium
Transaction was a loan from ARICO to the Bank.” 1In addition
petitioner argues that, in cases where a taxpayer challenges the
form of a sal e-leaseback transaction, no higher burden of proof
applies, and, therefore, petitioner need only persuade the Court
of the substance of the 1988 Atrium Transaction by the usual
pr eponder ance of the evidence.

In respondent’'s brief, respondent presents the issue as
fol |l ows:

the petitioner has taken the position that the costs of

constructing the Atrium shoul d have been all ocated

anong the adjoining properties rather than to the

Atriumitself. Accordingly, the notice of deficiency,

as a protective neasure, reduced the adjusted basis of

the 48-percent interest in the Atriumsold by LBC to

zero, thereby increasing LBC s gain on the sale by

$13 mllion. The petitioner now clainms that no gain or

| oss shoul d have been recogni zed on the Atrium

sal e/ | easeback because the transaction was nerely a

financing arrangenent. * * * |t is the respondent's

position that the transaction was a sal e/l easeback in

substance as well as form It is also the respondent's

position, however, that the petitioner is precluded

from di savowi ng the formof the transaction
In making the latter argunment, respondent relies primarily on

Conmm ssioner v. Danielson, 378 F.2d 771 (3d Cr. 1967), vacating

and remanding 44 T.C. 549 (1965); Estate of Winert v.

Comm ssioner, 294 F.2d 750 (5th G r. 1961), revg. and remandi ng
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31 T.C. 918 (1959); Estate of Durkin v. Conmm ssioner, 99 T.C 561

(1992), supplenenting T.C. Meno. 1992-325; [llinois Power Co. V.

Conmm ssi oner, 87 T.C. 1417 (1986).

3. Analysis
a. | nt r oducti on

The terns of the various agreenents that constitute the 1988
Atrium Transaction are unanbi guous, and we so find. |ndeed,
petitioner does not argue to the contrary. Rather, petitioner
contends that “[t]he issue in this case is the characterization,
for Federal inconme tax purposes, of a transaction that is cast in
formas a sal e-| easeback, but in which the rights created are
those of a borrower and a lender.” This Court nust determ ne as
a threshold matter, however, whether petitioner may di savow the
formof the 1988 Atrium Transacti on.

b. The Dani el son Rul e Does Not Apply

I n Conm ssioner v. Danielson, supra, the Court of Appeals
for the Third Circuit held that certain taxpayers were precl uded
fromchal l enging for tax purposes the terns of certain agreenments
t hat made purchase price allocations to covenants not to conpete.
The court enunci ated the so-call ed Daniel son rule:

a party can challenge the tax consequences of his

agreenent as construed by the Conm ssioner only by

adduci ng proof which in an action between the parties

to the agreenment would be adm ssible to alter that

construction or to show its unenforceability because of

m st ake, undue influence, fraud, duress, etc. * * *

[1d. at 775.]

Even assum ng, arguendo, that the Danielson rule applies in cases
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where a taxpayer attenpts to disavow the form of a sal e-l easeback
transaction, this Court would not apply the rule in this

particul ar case. This Court has declined to adopt the Daniel son

rule, see, e.g., Colenman v. Conm ssioner, 87 T.C 178, 202 n.17

(1986); Elrod v. Conm ssioner, 87 T.C. 1046, 1065 (1986),1 affd.

wi t hout published opinion 833 F.2d 303 (3d Cr. 1987), and does
not apply the rule unless appeal in the particular case lies to a
Court of Appeals that has explicitly adopted the rule, see

Meredith Corp. & Subs. v. Conmi ssioner, 102 T.C 406, 439-440

(1994). The parties agree that appeal in this case wll lie to
the Court of Appeals for the Eighth Crcuit. The position of
that court with respect to the Danielson rule is unclear, see id.

at 440 (discussing Ml asky v. Comm ssioner, 897 F.2d 334 (8th

Cr. 1990), affg. in part, revg. in part and remanding T.C. Meno.
1988-173), and, therefore, we shall not apply the Danielson rule
in this case.

C. Respondent’s Weinert Rule

Respondent argues that, apart fromthe Danielson rule, a

rule that originated in Estate of Winert v. Conmm ssioner, 294

F.2d 750 (5th Gr. 1961), revg. and remanding 31 T.C. 918 (1959),
precl udes petitioner “fromdi savow ng the formof the Atrium
sal e/ | easeback because the taxpayer's actions do not reflect an

honest and consistent respect for the transaction's putative

11 We decline respondent's invitation to reconsider our
position and to adopt the rule.
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substance.” |In Estate of Weinert, the Court of Appeals for the

Fifth CGrcuit (the Fifth Grcuit) stated:

Resort to substance is not a right reserved for
t he Comm ssioner's exclusive benefit, to use or not to
use--dependi ng on the anount of the tax to be realized.
The taxpayer too has a right to assert the priority of
substance--at least in a case where his tax reporting
and actions show an honest and consistent respect for
t he substance of a transaction. * * * [ld. at 755.]

Respondent principally cites Illinois Power Co. v. Conm Ssioner,

87 T.C. 1417 (1986), as denonstrating the circunstances in which
this Court shall apply what respondent calls the “Winert rule”
(respondent's Weinert rule). Petitioner argues that respondent's
Weinert rule is a “msrepresentation of the holding in Winert.”
We believe that respondent's Weinert rule is an of fshoot of

the Fifth Crcuit's statenent in Estate of Weinert. The Fifth

Crcuit did not state that a taxpayer can argue the priority of
substance only if his tax reporting and ot her actions show an
honest and consi stent respect for the substance of a transaction,
but rather, that a taxpayer can argue substance over form at

| east when those conditions are net. In other words, the Fifth
Crcuit statement does not nmake honest and consistent respect for
t he substance of a transaction in tax reporting and other actions
the sine qua non of a taxpayer's right to disavow the formof a
transacti on.

W note, however, that this Court in lllinois Power Co. V.

Commi ssi oner, supra, applied respondent's Weinert rule and did

not allow a taxpayer to disavow the formof a gift transaction
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because “for tax reporting and other purposes, * * * [the
t axpayer] consistently treated the transfer as a gift.” 1d. at
1431. This Court, pursuant to the doctrine enunciated in Golsen

v. Comm ssioner, 54 T.C. 742, 756-757 (1970), affd. 445 F.2d 985

(10th Gr. 1971), followed what it perceived to be the principles

established in Condisco, Inc. v. United States, 756 F.2d 569, 578

(7th CGr. 1985). Nothing in Condisco, however, nmakes honest and
consi stent respect for the substance of a transaction in tax

reporting and other actions a condition precedent to a taxpayer’s
right to disavow the formof a transaction. |Indeed, the Court of

Appeal s for the Seventh Circuit quoted Estate of Winert v.

Commi ssi oner, supra at 755, and applied the reasoning and rule

expressed in that case, wthout expanding or altering the Fifth

Circuit's statenent. Condisco, Inc. v. United States, supra at

578. |If honest and consistent respect for the substance of a
transaction were a precondition to a taxpayer’s di savowi ng the
formof a transaction, the Danielson rule or our own “strong

proof” standard, see, e.g., Meredith Corp. & Subs. v.

Commi ssi oner, supra at 438 (“strong proof” required to show that

an allocation of consideration is other than that specified in a
contract), would be beside the point in any case where such

condition was not net. W have not, however, gone that far, but
have |isted the taxpayer’s honest and consi stent respect for the
substance of a transaction in tax reporting and ot her actions as

but one of at |least four factors to be considered in determ ning
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whet her a taxpayer may di savow the form he has chosen. Estate of

Durkin v. Conm ssioner, 99 T.C at 574-575 (explaining

application of Danielson rule and strong proof standard to facts
of that case). In any case in which the taxpayer fails to show
an honest and consistent respect for the substance of a
transaction, it may be difficult (if not inpossible) for the

t axpayer to convince a court that he should be allowed to di savow
his chosen form but we cannot say that, as a rule of law, he is
precluded fromtrying.' Respondent’s Winert rule is too broad;
t he taxpayer’s | ack of an honest and consistent respect for the
substance of a transaction may be an inportant (indeed, even
decisive) factor in determ ning that the taxpayer cannot di savow
his chosen form it is not, however, a sufficient factor. See
infra sec. I1.D. 3.e.

d. Estate of Durkin v. Conmmi ssioner

12 In Federal Natl. Mrtgage Association v. Conmi Ssioner,

90 T.C. 405, 426-428 (1988), affd. 896 F.2d 580 (D.C. Cir. 1990),
we set forth two grounds for not allow ng the taxpayer to di savow
the formof transaction reported on its original inconme tax
return and financial reports. The first “nore procedural” ground
was that the taxpayer’s tax reporting and other actions did not
show an honest and consistent respect for what, at trial, it
clainmed to be the substance of the transaction. Wth respect to
the first ground, we said that we were “disinclined” to
recharacterize the transaction by hindsight. The second ground
“Imore inportantly” was that the formof the transaction
corresponded to its substance. The Court of Appeals for the
District of Colunbia Crcuit affirmed our decision on the basis
of our substantive analysis. Federal Natl. Mortgage Association
v. Conm ssioner, 896 F.2d at 586. Had the first ground been
sufficient, we would have had no reason to discuss the second
(rmore inportant) ground.
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Respondent cites Estate of Durkin v. Conm ssioner, supra at

571-575, and argues that this Court |ooked to three factors to
determ ne whether a taxpayer could disavow the formof its
transacti on:

(1) whether the taxpayer seeks to disavow its own
return treatnment of the transaction, (2) whether
followng the rationale of Winert, the taxpayer’s tax
reporting and actions show and [sic] honest and

consi stent respect for the transaction, (3) whether the
taxpayer is unilaterally attenpting to have the
transaction treated differently after it has been
chal | enged. * * *

We disagree with respondent that the rationale of Estate of
Durkin can be so easily distilled. |In any event, we need not

rely on Estate of Durkin because of the peculiar facts of this

case.

e. Petitioner May Not Di savow the Form of the
1988 Atrium Transaction

This Court has previously stated that a “taxpayer nay have
| ess freedomthan the Comm ssioner to ignore the transactional

formthat he has adopted.” Bolger v. Conmm ssioner, 59 T.C 760,

767 n.4 (1973). That freedomis further curtailed if a taxpayer
attenpts to abandon its tax return treatnent of a transaction.

See, e.g., Halstead v. Conm ssioner, 296 F.2d 61, 62 (2d Grr.

1961), affg. per curiamT.C Meno. 1960-106; Maletis v. United

States, 200 F.2d 97, 98 (9th Cir. 1952);! see al so supra secs.

13 In Maletis, the Court of Appeals for the Ninth Grcuit
stated as foll ows:

(continued. . .)
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I1.D.3.c. and d. (discussing Estate of Winert v. Conm Ssioner,

294 F.2d 750 (5th Cr. 1961), and Estate of Durkin v.

Commi ssi oner, supra, respectively). Furthernore, when a taxpayer

seeks to disavow its own tax return treatnent of a transaction by
asserting the priority of substance only after the Conm ssioner
rai ses questions with respect thereto, this Court need not

entertain the taxpayer's assertion of the priority of substance.

See, e.g., Legg v. Comm ssioner, 57 T.C 164, 169 (1971), affd.
per curiam 496 F.2d 1179 (9th G r. 1974).

In Legqg, the taxpayers sold an apple orchard for $140, 000,
recei ved a downpaynent of $20,000 and an installnment obligation,
and elected to report the transaction on the installnent nethod.
Id. at 167-168. Contenporaneously with that transaction, the
t axpayers executed an irrevocable trust, funded with the
install ment obligation. [d. at 168. The Conm ssi oner asserted
that the transfer of the installnent obligation to the trust was

a disposition giving rise to gain. 1d. The taxpayers argued to

(...continued)

The Bureau of Internal Revenue, with the
tremendous load it carries, nust necessarily rely in
the vast majority of cases on what the taxpayer asserts
to be fact. The burden is on the taxpayer to see to it
that the form of business he has created for tax
pur poses, and has asserted in his returns to be valid,
is in fact not a shamor unreal. |If in fact it is
unreal, then it is not he but the Comm ssioner who
shoul d have the sole power to sustain or disregard the
effect of the fiction since otherw se the opportunities
for mani pul ati on of taxes are practically unchecked.

* % * [Mletis v. United States, 200 F.2d 97, 98 (9th
Cr. 1952).]
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the Court “that since the sale and the creation of the trust
transpi red sinmultaneously, the transaction in substance was a
sal e consisting of a $20,000 downpaynent and a lifetine
remuner ation of $6,000 per year”, which transacti on woul d not
result in gain on the disposition of an install nent obligation.
ld. at 169. 1In response, this Court stated as foll ows:

The petitioners' first contention has little or no
justification in light of the fact that the formof the
transaction was contenplated and carried out by the
petitioners; it was their decision to report the sale
on the installment basis. A taxpayer cannot elect a
specific course of action and then when finding hinself
in an adverse situation extricate hinself by applying
the age-old theory of substance over form [1d.]
Simlarly, in this case, petitioner structured the 1988

Atrium Transaction as a sale by LBC of a 48-percent interest in
the Atrium Property to ARICO for $17,100,000 and a | ease of the
Atrium Land by UBD fromLBC and LAL. On its Federal incone tax
return for the taxable year 1988, the UBC affiliated group
reported a gain of $3,803,496 on that sale, and, on its Federal
incone tax returns for the taxable years 1989 through 1991, the
UBC affiliated group took deductions for rental expenses on
account of the Atrium Lease. |In addition, after 1988, the
depreci ati on deductions clainmed with respect to the Skyway and
that portion of the Atrium Structure placed in service prior to
1989 were conputed on 51.5152 percent of the assets' cost bases.
As late as April 22, 1993, petitioner did not disavow its tax

return treatnent of the 1988 Atrium Transacti on. | ndeed,

petitioner apparently does not dispute respondent's assertion
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that petitioner clainmed that the substance of the 1988 Atrium

Transaction was sonething other than its formonly after

respondent, as a protective neasure in response to the basis
all ocation argunent set forth in supra section Il.B., reduced to
zero the adjusted basis of the 48-percent interest in the Atrium
sold by LBC. *

Under these circunstances, we shall not allow petitioner to
di savow the formand tax treatnent of the 1988 Atrium
Transaction. Essentially, the timng of petitioner's
recharacterization of the 1988 Atrium Transaction gives this
Court very little confidence in enbarking upon a burdensone
search for the substance of that transaction. Although there
exists the possibility that our approach may forsake the true
substance of the 1988 Atrium Transaction, that is a risk that
this Court can bear in light of petitioner's actions. To allow
petitioner to assert the priority of substance in this case would
only enbroil this Court in petitioner's post-transactional tax
pl anning. W decline that invitation.

4. Concl usion

Petitioner may not di savow the formof the 1988 Atrium

Transacti on.

14 Qur resolution of the issue presented in supra sec. |1.B

| eaves respondent without the need to nake any protective
adjustnment with respect to the adjusted basis of the 48-percent
interest in the Atriumsold by LBC. W assune, therefore, that
respondent woul d seek only to maintain the UBC affiliated group's
treatnent of the 1988 Atrium Transaction as reported on its tax
returns.
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[11. Corporate M ni num Tax | ssue

A. | nt roducti on

On its consolidated returns since at |east 1976, and
continuing through 1986, the UBC affiliated group conputed its
tax under section 56(a), if any, based on a “consolidated”
conputation of that tax (UBC s nethod), see infra sec. II1.C 1.
In the notice of deficiency for docket No. 3723-95, respondent
accepted and used UBC s nethod in conputing the tax under section
56(a) (the corporate mninmumtax) for the UBC affiliated group's
1977, 1980, 1984, and 1985 taxable years. 1In the petition filed
i n docket No. 3723-95, petitioner clains that it is entitled to
calculate the corporate mnimumtax for the UBC affiliated
group's 1977, 1980, 1984, and 1985 taxable years on a separate
return basis (petitioner's nethod), see infra sec. 111.C 2.,1%
and clains refunds for those years on that basis.

B. The Corporate M ni num Tax Provi sions

The corporate mnimumtax provisions, as in effect for the
years in issue, are sections 56, 57, and 58, and the regul ations
t hereunder. Section 56 provides, in part, as foll ows:

SEC. 56 ADJUSTMENTS | N COVPUTI NG ALTERNATI VE M NI MUM
TAXABLE | NCOVE.

(a) Ceneral Rule.--In addition to the other taxes
i nposed by * * * [chapter one of subtitle A of the
Code], there is hereby inposed for each taxable year,
Wth respect to the incone of every corporation, a tax

15 It should be noted that, during those years in issue, no
menber of the UBC affiliated group actually filed separate tax
returns.
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equal to 15 percent of the anpbunt by which the sum of
the itens of tax preferencel® exceeds the greater of--
(1) $10, 000, or
(2) the regular tax deduction for the
t axabl e year (as determ ned under subsection

(c)).

* * * * * * *

(c) Regular Tax Deduction Defined.--For purposes
of this section, the term“reqgular tax deduction” neans
an anmount equal to the taxes inposed by * * * [chapter
one of subtitle A of the Code] for the taxable year
(conmputed without regard to this part and w t hout
regard to the taxes inposed by sections 531 and 541),
reduced by the sum of the credits all owabl e under
subparts A, B, and D of part IV. * * =[17]

C. The Two Met hods

1. UBC s Met hod

Under UBC s Met hod, which respondent contends is correct,
each nmenber of the UBC affiliated group first determnes its
separate “itens of tax preference” pursuant to section 57. Then,
each nenber's separate itens of tax preference are aggregated to
establish the UBC affiliated group's total for itens of tax
preference (UBC s total preferences). That total is reduced by
the UBC affiliated group's regular tax liability (the anount that
shoul d appear on Schedule J of its return) (UBC s consoli dated
regular tax) or, if there is no such liability, the m ninmmtax

exenption.® The 15 percent mnimumtax rate of section 56(a) is

16 Itens of tax preference are set forth in sec. 57

17 The quoted provisions were in effect for the UBC affiliated
group's 1985 taxable year. For purposes of this case, prior
versions of sec. 56, in effect for 1977, 1980, and 1984, were not
materially different fromthe 1985 version.

18 This sentence reflects a stipulation of the parties. W
(continued. . .)
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then applied to the excess, if any, of UBC s total preferences
over UBC s consolidated regular tax or the exenption anount. The
resulting figure is the UBC affiliated group's corporate m ni num
t ax.

2. Petitioner's Method

Under petitioner's nmethod, each nenber of the UBC affiliated
group first determnes its separate itens of tax preference
pursuant to section 57. Then, each nenber's separate regul ar tax
deducti on under section 56(c) (separate regular tax deduction) is
determ ned by using the nethod of allocation provided in sections
1552(a)(2) and 1.1502-33(d)(2)(ii), Income Tax Regs. (the 1502-

33(d) allocation).'® The 15-percent mninmnumtax rate of section

18( ... continued)

believe that the m ni mumtax exenption anount woul d be used if
the consolidated regular tax were greater than zero and | ess than
$10, 000.

19 Sec. 1552(a) provides that, pursuant to regul ations

prescri bed by the Secretary, the earnings and profits of each
menber of an affiliated group, see sec. 1504, required to be
included in a consolidated return for such group filed for a

t axabl e year shall be determ ned by allocating the tax liability
of the group for such year anong the nenbers of the group in
accordance wth one of several methods set forth in sec.
1552(a)((1) through (4)), which nmethod nust be elected in the
first consolidated return filed by the group. Beginning with its
1967 taxable year, the UBC affiliated group elected to allocate
its consolidated regular tax liability anong its nenbers in
accordance wth sec. 1552(a)(2) and sec. 1.1502-33(d)(2)(ii),

I ncome Tax Regs. Sec. 1552(a)(2) provides:

The tax liability of the group shall be allocated to
the several nmenbers of the group on the basis of the
percentage of the total tax which the tax of such
menber if conputed on a separate return would bear to
the total amount of the taxes for all nenbers of the
group so conput ed.
(conti nued. ..
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56(a) is then applied to the excess of each nenber's separate
itens of tax preference over the amount, if any, determ ned under
the 1502-33(d) allocation. Each nenber's resulting m ni numtax,
if any, is then aggregated to derive the UBC affiliated group's
corporate mninumtax.

Under petitioner's nmethod, the aggregate of the nenbers’
separate regul ar tax deductions, which will be utilized by the UBC
affiliated group to reduce itens of tax preference subject to the
15-percent mnimumtax, wll not equal the consolidated regul ar
tax liability of the group. That |ack of equivalence is a result
of the followng: (1) Loss conpanies are not allocated any

portion of the consolidated regular tax liability, which results

(...continued)
Sec. 1.1502-33(d)(2)(ii), Inconme Tax Regs., provides:

(ti)(a) The tax liability of the group, as
det erm ned under paragraph (b)(1) of 81.1552-1, shal
be allocated to the nenbers in accordance with
paragraph (a)(1), (2) or (3) of 81.1552-1, whichever is
appl i cabl e;

(b) An additional anobunt shall be allocated to
each nmenber equal to a fixed percentage (which does not
exceed 100 percent) of the excess, if any, of (1) the
separate return tax liability of such nenber for the
t axabl e year (conputed as provided in paragraph
(a)(2)(ii) of 81.1552-1), over (2) the tax liability
all ocated to such nenber in accordance with (a) of this
subdi vision (ii); and

(c) The total of any additional amounts all ocated
pursuant to (b) of this subdivision (ii) (including
anounts allocated as a result of a carryback) shall be
credited to the earnings and profits of those nenbers
whi ch had itens of income, deductions, or credits to
whi ch such total is attributable pursuant to a
consi stent nmethod which fairly reflects such itens of
i ncome, deductions, or credits, and which is
substanti ated by specific records naintai ned by the
group for such purpose.
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in no separate regul ar tax deduction for such nenbers with
separately conputed itens of tax preference; (2) the separately
conputed itens of tax preference are not aggregated on a
consol i dated basis; and (3) the aggregate anount all ocated under
the 1502-33(d) allocation to nenbers with positive taxable incone

may exceed the consolidated regular tax liability of the group.?

D. Analysis
1. |ssue

The issue is whether petitioner is entitled to refunds of
paynments nade to satisfy the UBC affiliated group's corporate

mnimumtax liabilities for the years in issue.

20 That description of the consequence of petitioner’s nethod
is based on a stipulation of the parties. W find it somewhat
confusing. W believe that the primary reason that the aggregate
of the anmpunts allocated under the 1502-33(d) allocation may
exceed the consolidated regular tax liability of the group is
sec. 1.1502-33(d)(2)(ii)(b), Income Tax Regs., which allows for
an allocation of additional anpbunts no greater than the excess of
the separate return tax liability over the amount allocated in
accordance with the ratio of separate return tax liability to the
aggregate thereof for the group. For exanple, assune the
follow ng: (1) The consolidated group conprises A B, and C

(2) A has taxable incone of $100, B has taxable inconme of $100,
and C has a |loss of $40; and (3) the regular tax rate is

35 percent. The consolidated regular tax liability would equal
$56 (35 percent of $160 (consolidated regular taxable incone)).
Under petitioner's method, both A and B would be all ocated

50 percent of that anount because the ratio under sec. 1.1502-
33(d)(2)(ii)(a), Incone Tax Regs., for both is $35:3$70, see sec.
1.1552-1(a)(2), Incone Tax Regs., (we assune that the separate
return tax liability of the |oss corporation is zero; if
negative, then A & B s ratios would only increase, resulting in
greater initial allocations to A & B anyway); thus both A and B
are allocated $28. But sec. 1.1502-33(d)(2)(ii)(b), Inconme Tax
Regs., allows an allocation of an additional amunt that is no
greater than $7 ($35 - $28), which could result in a total
allocation to A & B of $70. Seventy dollars is greater than the
consolidated regular tax liability of $56.
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2. Argunents of the Parties

Relying principally on Gottesman & Co. v. Conm SSioner,

77 T.C 1149 (1981), petitioner argues that, in the absence of any
contrary guidance in the Code or regul ations thereunder, section
56(a) inposes a mninmumtax on every corporation and that the UBC
affiliated group nust, therefore, conpute its corporate m ni mum
tax by aggregating the tax inposed under section 56(a) on each
menber of the group. Petitioner argues that, in calculating each
menber's separate corporate mnimumtax, it is entitled to adopt
any reasonabl e nethod of determ ning each nenber's separate
regul ar tax deduction under section 56(c), in particular the 1502-
33(d) allocation. Petitioner goes so far as to argue that
petitioner is required to use the 1502-33(d) allocation for

determ ning the separate regular tax deductions of the UBC
affiliated group's nenbers under section 56(c). Petitioner argues
that, for the years in issue, the amount of the UBC affiliated
group's corporate mnimumtax under petitioner's nethod is |ess
than the tax under UBC s nethod and, therefore, petitioner is
entitled to a refund for those years.

Respondent acknow edges that the regulations relating to
consol idated returns (the consolidated return regul ations)? do not
directly address the conputation of the corporate mninmumtax for
groups filing consolidated returns. Respondent argues, however,

t hat under the general rule of section 1.1502-80, Incone Tax Regs.,

21 See secs. 1.1501-1 through 1.1552-1, Inconme Tax Regs.
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the mninumtax liability of the UBC affiliated group is determ ned
by the Code or other |aw otherw se applicable. Thus, respondent
contends that section 56(a)(2) and (c), the legislative history
thereof, and certain case |law remain applicable, requiring the
regul ar tax deduction of the UBC affiliated group under section
56(c) to equal the anpbunt of tax actually inposed on the group under
chapter one of subtitle A of the Code for the taxable year (w thout
regard to the corporate mninumtax and certain other provisions).
Respondent argues that, under petitioner's nmethod, the aggregate of
the nmenbers' separate regular tax deductions will not equal UBC s
consolidated regular tax. Moreover, respondent argues, petitioner's
nmet hod reduces the UBC affiliated group's corporate mninmumtax only
if the total of the nmenbers' separate regular tax deductions exceeds
UBC s consol idated regular tax. Respondent states: “Consequently,
if the Court limts the total "regular tax deduction' to the UBC
group's consolidated regular tax liability, petitioner's overpaynent
cl ai ns becone noot and resolution of the Separate Return |ssue
unnecessary.” In other words, we need not determ ne the proper
met hod of cal culating the corporate mninumtax in the context of
corporations filing consolidated returns if we decide that the
deduction under section 56(c) for an affiliated group of
corporations filing a consolidated returnis limted to the tax
actually inposed on such group under chapter one of subtitle A of
the Code for the taxable year (wthout regard to the corporate
m ni mum tax and certain other provisions and reduced by the sum of

certain credits) (the actually inposed chapter one tax).



3. Di scussi on

Initially, the dispute between the parties seens to involve two
countervailing principles of the law relating to consolidated
returns: (1) “ Each corporation is a separate taxpayer whether it
stands alone or is in an affiliated group and files a consoli dated

return'”, Wegman's Properties, Inc. v. Commi ssioner, 78 T.C. 786,

789 (1982) (quoting Electronic Sensing Prods., Inc. v. Conm SsSioner,

69 T.C. 276, 281 (1977)), and (2) “the purpose of the consolidated
return provisions * * * is "to require taxes to be |evied according
to the true net inconme and invested capital resulting from and

enpl oyed in a single business enterprise, even though it was

conducted by nmeans of nore than one corporation'”, FEirst Natl. Bank

in Little Rock v. Conmm ssioner, 83 T.C 202, 209 (1984) (quoting

Handy & Harman v. Burnet, 284 U.S. 136, 140 (1931)). The nature of

petitioner's refund claimw th respect to the UBC affiliated group's
corporate mnimumtax liabilities, however, allows us to restrict
our analysis to the centerpiece of the parties' dispute, i.e., the
anount of the deduction under section 56(c) for an affiliated group
of corporations. 1In other words, if we decide that the deduction
under section 56(c) for an affiliated group of corporations is
limted to its actually inposed chapter one tax, the parties wll
have no material disagreenent in their conputations pursuant to Rule
155 regarding the UBC affiliated group's corporate m ni numtax
liabilities for the years in issue. Therefore, we shall first
address that issue.

Section 1501 provides, in part, as follows:
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An affiliated group of corporations shall * * * have

the privilege of making a consolidated return with respect

to the incone tax inposed by chapter 1 for the taxable

year in lieu of separate returns. The making of a

consolidated return shall be upon the condition that al

corporations which at any tinme during the taxable year

have been nenbers of the affiliated group consent to al

the consolidated return regul ati ons prescri bed under

section 1502 prior to the |ast day prescribed by |aw for

the filing of such return. * *
Pursuant to section 1502, Congress has granted to the Secretary of
the Treasury broad authority to prescribe such regul ations as he nmay
deem necessary with respect to the making of consolidated returns.
There are no regul ati ons, however, that directly address the
calculation of the corporate mninumtax for an affiliated group of
corporations that nakes a consolidated return.? In the absence of
consolidated return regul ati ons governing a particular point, this
Court shall look to the Code or other law. See, e.g., Wagnan's

Properties, Inc., & Subs. v. Comm ssioner, supra at 790; sec.

22 On Mar. 19, 1970, the Internal Revenue Service (the IRS)
i ssued Technical Information Rel ease No. 1032, which stated, in
part, as foll ows:

The I nternal Revenue Service today announced that
amendnents wll be made to the regulations to reflect
the effect on consolidated returns and partnerships of
the addition by the Tax Reform Act of 1969 of the
m ni mum tax for tax preferences.

The anendnment relating to consolidated returns
w Il make clear that the election by affiliated groups
of corporations to file a consolidated Federal incone
tax return is effective with respect to the conputation
of the mninumtax as well as the regul ar incone tax.

Those anendnents, however, were never nmade. On July 31, 1984,
the IRS i ssued, but never finalized, a proposed anendnent to sec.
1. 1502-2, Inconme Tax Regs., which would have added the corporate
mnimumtax to the list of taxes to be conputed as part of an
affiliated group's consolidated tax liability.



1.1502-80, Incone Tax Regs.

Section 56(a) inposes, with respect to the incone of every
corporation, a tax equal to 15 percent of the excess of the sum of
the items of tax preference over the greater of $10,000 or the
regul ar tax deduction.?® Section 56(c) defines the term“regular tax
deduction” to nean “an anount equal to the taxes inposed” by chapter
one of subtitle A of the Code for the taxable year (conputed w thout
regard to the corporate mninumtax and certain other provisions),

reduced by the sumof certain credits. In Norwest Corp. & Subs. v.

Conmi ssioner, T.C. Menp. 1995-600, which involved the sane Norwest

Corp. that is the successor in interest to the UBC affiliated group
inthis case, this Court held that the anbunt of the section 56(c)
deduction for an affiliated group of corporations is limted to the
actual ly i nposed chapter one tax of the affiliated group. That

hol di ng was based prinmarily on the rationale of Sparrow v.

23 One court has stated that the purpose of the corporate
mnimumtax “is to make sure that the aggregating of tax-
preference itens does not result in the taxpayer's paying a
shockingly | ow percentage of his incone as tax.” First Chicago
Corp. v. Conmm ssioner, 842 F.2d 180, 181 (7th Cr. 1988), affg.
88 T.C. 663 (1987). This Court in First Natl. Bank in Little
Rock v. Comm ssioner, 83 T.C 202, 214 (1984), exam ned the

| egi sl ative history of the corporate mninmumtax and distilled
two general principles:

First, the tax was intended to limt the tax benefits
and advantages fromcertain tax exenptions and speci al
deductions referred to as tax preference itenms. * * *
Second, Congress did not undertake a revision of the
Code provisions granting the tax preferences or other
substantive provisions such as the consolidated return
regul ations. Instead, liability for this additional
tax is generally to be neasured by the provisions

inposing it.
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Commi ssioner, 86 T.C. 929 (1986).

In Sparrow, the taxpayers argued that the regular tax for
purposes of calculating their alternative m ninmumtax under section
55 was the tax that woul d have been i nposed under section 1 and not
the | esser anbunt of tax that was actually inposed wth the benefit
of the incone averaging provisions of sections 1301-1305. This
Court stated:

section 55(b)(2) (now section 55(f)(2)) defines regular
tax as “the taxes inposed by this chapter for the taxable
year.” (Enphasis added.) “This chapter” is Chapter 1 of
Subtitle A of the Code. It enconpasses sections 1 through
1397. Thus, the regular tax includes the taxes inposed by
sections 1 through 1397; in particular, the tax inposed by
section 1. However, section 1301 allows a taxpayer to
reduce the tax on averageabl e i ncone thereunder. The
anount so determ ned under section 1301 thus becones the
tax inposed by section 1. Sec. 1301 * * *. This figure
therefore is the regular tax and nust be used in conputing
the alternative m ni numt ax.

* * * Petitioners would have us read section 55(b)(2) (now
section 55(f)(2)) as defining regular tax as the tax
conput ed under section 1 regardless of the tax actually

i nposed thereunder. This we cannot do. The statutory

| anguage is “taxes inposed.” [Sparrow v. Conm Ssioner,
supra at 934-935.]

Simlarly, section 1.1502-2, Inconme Tax Regs., provides that
the tax liability of an affiliated group of corporations is
determ ned by addi ng together the taxes inposed under various
sections of chapter one of subtitle A of the Code on the group's
consol i dated taxable incone for the taxable year; the total of the
taxes so determned is equal to the taxes inposed on an affiliated
group under chapter one of subtitle A of the Code. No other taxes
are inposed on an affiliated group or any of its separate nenbers

under chapter one of subtitle A of the Code. Therefore, the
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deduction under section 56(c) for an affiliated group is limted

initially to an _anount equal to the amount determ ned pursuant to

section 1.1502-2, Incone Tax Regs., which regulation provides a
conputation of the anpbunt of taxes inposed on an affiliated group
under chapter one of subtitle A of the Code.

The 1502-33(d) allocation advanced by petitioner, however,
woul d require us to read section 56(c) as defining the term “regul ar
tax deduction” to nmean an anmount of tax that is not actually inposed
by chapter one of subtitle A of the Code. That we cannot do. The
statutory | anguage is “taxes inposed’”. The 1502-33(d) allocation is
a nmethod of allocating the tax liability determ ned pursuant to
section 1.1502-2, Inconme Tax Regs., for purposes of determ ning the
earnings and profits of each menber of an affiliated group. See
sec. 1552; secs. 1.1552-1(a) and (b)(1), 1.1502-33(d)(2), Incone Tax
Regs. The anounts allocated to each nmenber of an affiliated group
under the 1502-33(d) allocation are certainly derived fromand nay
in the aggregate equal the anobunt of taxes inposed on the
affiliated group pursuant to chapter one of subtitle A of the Code
for the taxable year, but are not, thenselves, taxes so inposed.

The fact that section 1.1552-1(b)(2)(ii), Inconme Tax Regs., treats

t he anmounts all ocated under the 1502-33(d) allocation as a liability
of each nenber of the affiliated group does not convert such anounts
into taxes inposed by chapter one of subtitle A of the Code for

pur poses of section 56(c).?%

24 Petitioner's argunment that the 1502-33(d) allocation is used
(continued. . .)



- 76 -

Petitioner's reliance on Gottesman & Co. v. Commi SSi oner,

77 T.C. 1149 (1981), is msplaced. In Gottesman, this Court held
that, since the consolidated return regulations did not nandate a
consol i dated cal cul ati on of the accunul ated earni ngs tax under
section 531, the taxpayer was permtted to use a separate conpany
calculation. 1In this case, however, petitioner seeks to adopt a
met hod that is contrary to an express provision of the Code, section
56(c). Gottesman is inapposite.

In light of our analysis, we believe that petitioner's other
argunents do not nerit discussion. |In conclusion, the deduction
under section 56(c) for an affiliated group of corporations is
limted to the group's actually inposed chapter one tax, and,
therefore, petitioner's clains for refunds nust fail.

E. Concl usi on

Petitioner is not entitled to refunds of paynents nmade to
satisfy the UBC affiliated group's corporate minimumtax liabilities
for the years in issue.

| V. Furni ture and Fi xtures Recovery Period |ssue

A. | nt roducti on

We nust determ ne the applicable recovery period for certain
furniture and fixtures (the furniture and fixtures) placed in
service by various nenbers of the UBC affiliated group during the

group’s 1987, 1988, and 1989 taxable years. The applicable recovery

24(...continued)

for other purposes, such as the addition to tax under sec.
6655(a), does not change our conclusion that the anounts derived
fromsuch allocation are not taxes inposed by chapter one of
subtitle A of the Code.
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period is an elenent in the cal culation of the deduction for
depreciation allowed by section 167. The parties disagree as to
whet her the recovery period applicable to the furniture and fixtures
is 5 years or 7 years. Petitioner argues that it is 5 years, while
respondent argues that it is 7 years. UBC originally determ ned
that the recovery period applicable to the furniture and fixtures
was 7 years and applied that period to the furniture and fixtures in
making its consolidated returns for 1987, 1988, and 1989. In the
rel evant petitions, petitioner avers that UBC s original
determ nation of the applicable recovery period was m st aken, and
that the correct applicable recovery period is 5 years. Petitioner
asks that the Court determ ne an overpaynent in tax on account of
that m stake. The aggregate cost bases for the furniture and
fixtures placed in service in 1987, 1988, and 1989 are $5, 710, 643,
$1, 490, 930, and $546, 707, respectively.

The parties disagree as to whether a simlar question is before
the Court with respect to the UBC affiliated group’s 1990 and
(short) 1991 taxable years. During those years, various nenbers of
the UBC affiliated group placed in service additional furniture and
fixtures (the 1990-91 furniture and fixtures). UBC determ ned that
the recovery period applicable to the 1990-1991 furniture and
fixtures was 5 years and applied that period to those furniture and
fixtures in making its consolidated returns for 1990 and 1991.
Respondent made no adjustnent with respect to that determ nation.

In the relevant petition, petitioner included the 1990-91 furniture

and fixtures with the furniture and fixtures in its avernent that
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UBC had m stakenly used a 7-year recovery period. In the answer,
respondent nerely denied petitioner’s avernent. In their respective
trial nmenoranda, neither party identified the discrepancy in
treatment between the furniture and fixtures and the 1990-91
furniture and fixtures. |In their stipulations, however, the parties
recogni ze the discrepancy, and petitioner concedes that it is not
entitled to any additional depreciation with respect to the 1990-91
furniture and fixtures. On brief, petitioner argues that the only
appl i cabl e recovery period i ssue before the Court concerns the
furniture and fixtures. Respondent argues that the Court nust al so
determ ne the applicable recovery period with respect to the 1990-91
furniture and fixtures because that issue either (1) was put in
i ssue by the petition or (2) was tried with consent of the parties.

We do not believe that petitioner intended to put into issue
the applicable recovery period with respect to the 1990-91 furniture
and fixtures, nor do we believe that that issue was tried with
petitioner’s consent. Rule 31(d) requires us to construe al
pl eadings to do substantial justice. Substantial justice would not
be done were we to hold petitioner to an uni ntended construction of
its pleading, especially in |ight of respondent’s uninformative
response. Cearly, the issue was not tried with petitioner’s
consent in light of the stipulation and the |ack of any notice by
respondent that he intended to raise the issue. The parties have
relied only on the stipulated facts in briefing this issue, so we
cannot conclude that petitioner failed to object to evidence that

shoul d have put petitioner on notice that the applicable recovery
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period with respect to the 1990-91 furniture and fixtures had been
put into play by respondent. Section 6214 provides us with
jurisdiction to determne an increased deficiency if a claim
therefor is asserted by the Secretary at or before the hearing.
Respondent has not relied on section 6214, so we assune that
respondent does not argue that he asserted a tinely, appropriate
claim W conclude that the recovery period applicable to the 1990-
91 furniture and fixtures is not before the Court for decision.

B. Appl i cabl e Recovery Period; Cass Life

Section 168(c) provides that the applicable recovery period of
5-year property is 5 years and the applicable recovery period of
7-year property is 7 years. Section 168(e)(1) generally defines
5-year property as property having a class |ife of nore than 4
years, but less than 10 years, and 7-year property as property
having a class life of 10 years or nore, but |ess than 16 years.
“Class |ife”, as defined by section 168(i)(1), is determ ned by
reference to forner section 167(m, as in effect prior to its repeal
by the Omi bus Budget Reconciliation Act of 1990, Pub. L. 101-508,
sec. 11812(a), 104 Stat. 1388, 1388-534. Section 167(m provided for
a depreciation allowance based upon the class life prescribed by the
Secretary of the Treasury or his delegate. The class lives of
depreci abl e assets can be found in a series of revenue procedures
i ssued by the Conm ssioner. See sec. 1.167(a)-11(b)(4)(ii), Incone
Tax Regs. The revenue procedure in effect for the years in issue in
this case is Rev. Proc. 87-56, 1987-2 C.B. 674 (Rev. Proc. 87-56).

Rev. Proc. 87-56 divides assets into two broad categories: (1)
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Asset guideline classes 00.11 through 00.4, consisting of specific
depreci abl e assets used in all business activities (the asset
category), and (2) asset guideline classes 01.1 through 80.0,

consi sting of depreciable assets used in specific business
activities (the activity category). The specific asset guideline
classes in issue are asset guideline classes 00.11 and 57.0 (cl asses
00.11 and 57.0, respectively). Casses 00.11 and 57.0, and their
headi ngs, are as foll ows:

SPECI FI C DEPRECI ABLE ASSETS USED | N ALL BUSI NESS
ACTI VI TI ES, EXCEPT AS NOTED:

00. 11 O fice Furniture, Fixtures, and Equi prment:
I ncludes furniture and fixtures that are not a
structural conponent of a building. Includes
such assets as desks, files, safes, and
comruni cati ons equi pnent. Does not include

communi cations equi pnent that is included in
ot her classes * * *

* * * * * * *

DEPRECI ABLE ASSETS USED IN THE FOLLOW NG ACTI VI Tl ES:

* * * * * * *

57.0 Distributive Trades and Servi ces:
I ncl udes assets used in whol esale and retail
trade, and personal and professional services.
I ncl udes section 1245 assets used in marketing
petrol eum and petrol eum products * * *
Rev. Proc. 87-56 at 676, 686. The class lives specified for classes
00.11 and 57.0 are 10 and 9 years, respectively.
If the furniture and fixtures are described in class 00.11
they have a class life of 10 years and, by virtue of section
168(e) (1), are 7-year property, with an applicable recovery period
of 7 years. See sec. 168(c)(1). |If the furniture and fixtures are

described in class 57.0, they have a class life of 9 years and, by
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virtue of section 168(e)(1), are 5-year property, wth a applicable
recovery period of 5 years. See id.

C. Arqunents of the Parties

The parties agree that the applicable recovery period for the
furniture and fixtures turns on whether the furniture and fixtures
are described in class 00.11 or class 57.0. Cass 00.11 is in the
asset category and class 57.0 is in the activity category. It is
clear that, at least in theory, the sane item of depreciable
property can be described in both the asset category and the
activity category. See, e.g., Rev. Proc. 87-56 (class 35.0,
excluding assets in class 00.11 through 00.4). Petitioner,
explicitly, and respondent, inplicitly, agree that the furniture and
fixtures are described in both class 00.11 and 57.0. They di sagree,
however, on the classification that takes priority.

Petitioner argues that (1) |ogic and precedent require that the
particular (class 57.0) should prevail over the general (class
00.11), (2) legislative and adm ni strative history support that
result, and (3) a recent ruling of the Comm ssioner’s, Rev. Rul. 95-
52, 1995-2 C.B. 27, anounts to a concession by the Comm ssioner with
respect to the issue before us. Respondent relies on (1) the “plain
| anguage” of Rev. Proc. 87-56, (2) admi nistrative history, and (3)

our decision in Norwest Corp. & Subs. v. Conm ssioner, T.C. Meno.

1995- 390.
D. Di scussi on

In Norwest Corp. & Subs. v. Commi ssioner, T.C. Menp. 1995-390,

we addressed the sanme issue presented in this case. W held that
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class 00.11 takes priority over class 57.0. Petitioner argues that

that conclusion is wong. Petitioner argues that, in Norwest Corp.

we failed adequately to anal yze two cases: Walgreen Co. & Subs. v.

Comm ssioner, 68 F.3d 1006 (7th G r. 1995), revg. and remandi ng 103

T.C. 582 (1994), on remand T.C. Meno. 1996-374, and JEM Inc. &

Subs. v. Conmi ssioner, T.C. Menp. 1994-239.

The primary issue in Walgreen Co. was whether certain | easehold

i nprovenents, currently described in class 57.0, were excluded from
class 50.0 (class 50.0) of Rev. Proc. 72-10, 1972-1 C.B. 721, 730
(Rev. Proc. 72-10), by virtue of being described in class 65.0
(class 65.0) of Rev. Proc. 72-10. Cass 65.0 is entitled “Building
Services” and includes, anong other things, “the structural shells
of buildings and all integral parts thereof”. The Court of Appeals
for the Seventh Circuit (the Seventh Crcuit) traced the provenance
of class 65.0 to an asset category, “Buildings”, in Rev. Proc. 62-
21, 1962-2 C.B. 418, 419 (Rev. Proc. 62-21). The Seventh Circuit
summari zed the rel evant aspects of Rev. Proc. 62-21 as foll ows:

In 1962 the Internal Revenue Service prescribed useful

lives both for types of asset and types of business. Rev.

Proc. 62-21, 1962-2 Cum Bull. 418. One type of asset was

“Bui l dings,” defined as including “the structural shell of

the building and all integral parts thereof.” One type of

busi ness was “Whol esale and Retail Trade.” An asset m ght

be a building used in wholesale and retail trade, and thus

fall into two useful-lives groups. To take care of such

overlaps, Rev. Proc. 62-21 provided that an asset that

fell within both an asset group and an activity group

woul d be classified in the asset group.

VWl green Co. & Subs. v. Commi ssioner, supra at 1007. The Seventh

Circuit noted that, unlike Rev. Proc. 62-21, Rev. Proc. 72-10 did

not contain a priority rule. Walgreen Co. & Subs. v. Conm Ssioner,
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supra at 1008. The Governnent had based one of its argunments for
affirmance on the assunption that the old (Rev. Proc. 62-21)
priority rule remained in effect (i.e., that any asset descri bed
both in class 50.0 and class 65.0 would be deenmed to be only in
class 65.0, for which a longer useful life coincidentally had been
specified). Wilgreen had not chal |l enged that assunption, and,

i mredi ately after reviewing the evolution of the asset
classification system the Seventh Circuit stated that it would
accept the assunption for purposes of deciding the appeal. (The
Seventh Crcuit remanded to the Tax Court to find whether any or al
of the | easehold inprovenents in question were excluded from cl ass
50.0 by virtue of being described in class 65.0; we found that sone
were and sone were not.)

Petitioner makes the sinplistic argunent that, since the
Seventh Circuit stated that class 50.0 (now class 57.0) included al
assets used in wholesale or retail trade except those in class 65.0,
and the furniture and fixtures would not be in class 65.0, they nust
be in class 57.0. W do not draw that conclusion. The priority
rule of Rev. Proc. 62-21 provided not only that the asset category
of buildings prevailed over the activity category of whol esal e and
retail trade but also that the asset category that included office
furniture and fixtures |ikew se prevailed. The consideration that
the Seventh Circuit gave to the evolution of the asset
classification system before accepting the assunption of the
Governnment as to the survival of the Rev. Proc. 62-21 priority rule

Wth respect to class 65.0 | eads us to conclude that the Seventh
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Crcuit mght have reached a simlar conclusion even wthout the

t axpayer’s concession to the Governnent’s assunption. W attach
little significance to the | anguage to which petitioner directs our

attention. Walgreen Co. & Subs. v. Commi ssioner, supra, does not

support petitioner’s argunent.

JEM Inc. & Subs. v. Conm ssioner, supra, is also inapposite.

In that case, anong other things, we had to determ ne the
classification under Rev. Proc. 87-56 of gasoline punp canopi es and
rel ated assets. W determned that class 57.0 (and 57.1)
specifically included gasoline punp canopies. W rejected the

Comm ssioner’s attenpt to classify the assets under the broad
definition of “Land Inprovenents” in class 00.3, on the basis that
such class was a “catchall” provision, which specifically excluded
assets “explicitly included” in other classes. Petitioner draws our
attention to the followng statenent in JEM Inc.: “It is clear
that classes 57.0 and 57.1 were intended to cover all possible types
of real or personal property used in marketing petrol eum products”.
We made that statenment in the context of rejecting the

Comm ssioner’s class 00.3 classification, which excludes assets
described in other classes, and we do not read that statenent as
establishing any priority between class 57.0 and 00. 11.

Petitioner also relies on Rev. Rul. 95-52, 1995-2 C. B. 27,
arguing that it shows that the recovery period of furniture can be 5
years because, under the circunstances in the ruling, furniture is
included in class 57.0. It is true that, in the ruling, the

Conmi ssioner held that some furniture is in class 57.0. The
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furniture in question, however, was furniture described as “consuner
durabl e property” (described in Rev. Proc. 95-38, 1995-2 C B. 397,
398) subject to rent-to-own contracts entered into with individuals.
The furniture was generally used in an individual’s hone. That
furniture, thus, does not fall wthin class 00.11, which pertains to
“Office Furniture, Fixtures, and Equi pnent”.

Petitioner’s argunent that |egislative and adm nistrative
hi story support its position is basically an argunent that policy
goal s such as sinplification and controversy avoi dance woul d be
served by holding that the activity category includes all
depreci abl e property used in the naned activities. Wether or not
that may be true, but it is not the pattern of the classification
system which, in specific instances, excludes asset category itens
fromthe activity category. See, e.g., Rev. Proc. 87-56, classes
35.0, 37.11, 80.0. Rev. Proc. 87-56 al so excludes fromthe asset
category itens described in the activity category, see, e.g.,
cl asses 00.12, 00.3, 00.4. W do not discern the absolute position
that petitioner advocates in the history it has cited to us.

Petitioner’s argunment that the particular should prevail over
the general is an argunent based on conmon sense and general rules

of construction. See, e.g., Wod v. Conmm ssioner, 95 T.C 364, 371

(1990) (“when Congress has dealt with a particular classification
wi th specific |anguage, the classification is renoved fromthe
application of general |anguage”), revd. 955 F.2d 908 (4th Cr
1992). Petitioner, however, has not persuaded us that, in this

case, class 57.0 is the specific and class 00.11 is the general.
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There are exceptions fromthe asset category for itens classified in
the activity category and vice versa. W are not convinced that the
activity categorization of class 57.0 is nore specific than the
asset categorization of class 00.11 in the case of office furniture
and fixtures. Petitioner’s suggested rule of construction is of no
help to it here.

Respondent argues that the plain | anguage of Rev. Proc. 87-56
provi des that the asset category consists of “Specific Business
Assets Used in Al Business Activities” and that the inclusive
adj ective, “all”, plainly establishes a priority of asset
categorization over activity categorization, except where a specific
exception applies. W do not agree. The adjective “all” sinply
serves to define a class in the category; it does not help solve the
priority question raised by a class in the activity category that,
on its face, also includes the furniture and fixtures. Respondent
al so argues that his position is supported by the history of the
asset depreciation guidelines. W have already di scussed sone of
that history, but, at the risk of repeating ourselves, wll set
forth respondent’s argunent:

Rev. Proc. 87-56's predecessors all grouped depreciable

assets into the sane two broad categories, specific assets

used in all business activities and assets used in

specific business activities. See, Rev. Proc. 83-35,

1983-1 C.B. 745; Rev. Proc. 77-10, 1977-1 C B. 548; and

Rev. Proc. 72-10, 1972-1 C. B. 721. Those revenue

procedures were patterned after the first depreciation

gui del i ne revenue procedure, Rev. Proc. 62-21, 1962-2 C. B

418. Rev. Proc. 62-21 provided for four groups of

depreci abl e assets. The first group, corresponding to the

asset category of Rev. Proc. 87-56, consisted of assets

used by business in general. The second, third, and

fourth groups, corresponding to the activity category of
Rev. Proc. 87-56, consisted of assets used in non-
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manuf acturing activities, manufacturing activities, and
transportation, communication, and public utilities,
respectively. Specifically excluded fromthe second,
third, and fourth groups were any assets comng within the
first group. Although Rev. Proc. 87-56 and its imedi ate
predecessors do not explicitly exclude fromthe activity
category assets comng within the asset category, al
continue the sane pattern.?®

° The legjslative history of ACRS indicates that ress
under st ood Rev. Proc. 87)%6'5 predecessors as proJFHF%g

that assets which are enconpassed in classes in both the
asset and activity categories are to be classified in the
asset class. In describing the ADR system whi ch was

i ncorporated into ACRS, the Conference Commttee Report on
the Tax Reform Act of 1986 states: Under the ADR system a
present class life ("md-point") was provided for al
assets used in the sane activity, other than certain
assets with conmmon characteristics (e.qg., autonobiles).
H R Conf. Rep. No. 99-841, 99th Cong., 2d Sess. 38
(1986), 1986-3 C.B. Vol. 4, 38 (enphasis added)

(aut onobi | es conprised an asset category class (d ass

00. 22) under Rev. Proc. 83-35, 1983-1 C. B. 745).

We are not interpreting a statutory provision. Although
Congress clearly was concerned with the Comm ssioner’s
i npl ementation of the class |ife system and the system i npl enents
section 167, we are interpreting an admnistrative creation, and,
t hus, we nust determine the admnistrator’s intent. W are
per suaded by respondent that Rev. Proc. 62-21 established a pattern
that was carried over into subsequent revenue procedures, including
Rev. Proc. 87-56. Notwithstanding the failure to continue a
specific priority rule in subsequent revenue procedures, there is
sufficient simlarity in style and organi zati on between Rev. Proc.
62-21 and its successors that we think that a simlar priority rule
was i ntended, and we so find.

E. Concl usi on

The furniture and fi xtures are described in class 00.11
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Therefore, they have a class |ife of 10 years and, by virtue of
section 168(e)(1), are 7-year property, with an applicable recovery
period of 7 years. See sec. 168(c)(1).

V. Net Operating Loss |ssue

A. | nt r oducti on

Section 172(a) allows a “net operating | oss deduction” for the
aggregate of net operating |oss carrybacks and carryovers to the
taxabl e year. The term “net operating loss” (NOL) is defined in
section 172(c). Section 172(b) provides the carryback and carryover
periods for NOLs. Section 172(b)(1)(A) and (B) provides that,
generally, the carryback period for a NOL is 3 years and the
carryover period is 15 years. Section 172(b)(1)(L) provides a
special rule with respect to the bad debt | osses of commerci al
banks: The portion of the NOL of a comrercial bank that is
attributable to bad debt | osses is prescribed a carryback period of
10 years and carryover period of 5 years. Section 172(1) provides a
rule for determning the portion of a bank’s NOL attri butabl e bad
debt | osses:

The portion of the net operating |loss for any taxable year

which is attributable to the deduction all owed under

section 166(a) shall be the excess of --

(1) the net operating |oss for such taxable
year, over
(1i) the net operating loss for such taxable
year determ ned without regard to the anobunt
al l oned as a deduction under section 166(a) for
such taxabl e year.
Section 166 allows a deduction for bad debts. Section 1.1502-11

| ncone Tax Regs., prescribes how consolidated taxable income is to

be determ ned. Anong other things, it prescribes that consolidated
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taxabl e inconme is to be determ ned by taking into account the
separate taxable incone of each nenber of the group and “[a] ny
consol i dated net operating | oss deduction”. Section 1.1502-21(a),
| ncone Tax Regs., provides that the consolidated NOL deduction is
equal to the aggregate of the consolidated NOL carryovers and
carrybacks to the taxable year. |In pertinent part, section 1.1502-
21(b)(1), Incone Tax Regs., provides that the consolidated NOL
carryovers and carrybacks to the taxable year shall consist of any
consol i dated NOLs of the group that may be carried back or over to
t he taxabl e year under the provisions of section 172(b). Section
1.1502-21(f), Incone Tax Regs., provides rules for determ ning the
consolidated NOL. In pertinent part, it provides that the

consol idated NOL shall be determ ned by taking into account the
separate taxable incone, “as determ ned under 81.1502-12", of each
menber of the group. Finally, section 1.1502-12, |Incone Tax Regs.,
provi des that the separate taxable inconme of a nenber, “including a
case in which deductions exceed gross incone”, is determned, with
certain nodifications, as if the nmenber were not a menber of the

gr oup.

The di spute between the parties concerns the cal cul ati on of
that portion of the consolidated NOL of the UBC affiliated group
for 1987 that is attributable to bank bad debt | osses (and, thus,
subject to the special carryback and carryforward rul es of section
172(b)(1)(L)). For 1987, the UBC affiliated group consisted of both
bank and nonbank nenbers. The parties have no di spute over how to

determ ne the bad debt portion of the NOL of any bank nenber. Their
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di spute concerns the determ nation of the bank bad debt portion of

the consolidated NOL. W agree with respondent’s determ nation.

B. Facts

All of the facts relevant to this issue have been sti pul at ed.
I n abbreviated form those facts are as foll ows:

By Form 1139, Corporation Application for Tentative Refund (the
Form 1139), dated Novenber 18, 1988, UBC cl ained tentative refunds
for the taxable years 1977, 1978, 1979, 1981, 1984, and 1985 based
on the carryback of a NOL fromthe UBC affiliated group's 1987
t axabl e year (the 1987 consolidated NOL).

UBC carried a portion of the consolidated 1987 NOL back to the
UBC affiliated group's taxable years 1977, 1978, and 1981.

On the Form 1139, UBC cal cul ated the portion of the
consol i dated 1987 NOL subject to the 10-year carryback provided for
by section 172(b)(1)(L) (the bad debt portion) by (1) determ ning
t he bad debt and nonbad debt portions of each | oss bank nenber's
NOL, (2) allocating the consolidated 1987 NOL anong the | oss
menbers and, in the case of |oss bank nmenbers, between the bad debt
and nonbad debt portions of their NOLs, and (3) aggregating the
portions of the consolidated 1987 NOL allocated to the bad debt
portions of the |oss bank nenbers' NOLs.

On the Form 1139, UBC determ ned the bad debt portion of each
| oss bank nenber's NOL by taking the excess of its NOL over its NOL
|l ess its bad debt deduction (i.e., an anmount equal to the |esser of
the bank's NOL or bad debt deduction). Thus, for exanple, in the

case of United Bank of Aurora-South (Aurora-South), a bank nmenber



- 91 -
of the affiliated group, which had an NOL of $341, 183 and a bad
debt deduction of $136,881, the bad debt portion of the NOL was
determ ned to be $136, 881.

After determ ning the bad debt portion of each |oss bank
menber's NOL, UBC allocated the consolidated 1987 NOL anong the
group's loss nenbers and, in the case of the | oss bank nenbers,
bet ween the bad debt and the nonbad debt portions of their NOLs.
The al l ocation was nmade in proportion to the aggregate of the | oss
nmenbers' NOLs. For exanple, $41,861 of the consolidated 1987 NCL
was allocated to the bad debt portion of Aurora-South's NOL (The
bad debt portion of Aurora South’s NOL was $136, 881; the
consol idated NOL, as adjusted by respondent, was $9, 239, 383, and
the aggregate of all |loss nenbers’ NOLs, as adjusted by respondent
was $38, 752,008. So, $32,636 = $136,881 x (9, 239, 383 =
38,752,008).) The sum of $48,710 of the consolidated 1987 NO., as
adj usted by respondent, was allocated to the nonbad debt portion of
Aurora-South’s NOL. (The nonbad debt portion of Aurora South’s NOL
was $204, 302; $48,710 = $204, 302 x (9, 239, 383 + 38, 752,008).)

After allocating the consolidated 1987 NOL anong the | oss
menbers, UBC determ ned the bad debt portion of the consoli dated
1987 NOL by aggregating the portions of the consolidated 1987 NOL
allocated to the bad debt portions of the |oss bank nenbers' NOLs.
The bad debt portion so determ ned was $8, 731, 874, of which
$2, 152,283 was attributable to separate return linmtation year
(SRLY) bank nenbers and $6, 579,591 was attributable to non-SRLY

bank nmenbers. Based t hereon UBC cl ai med consol i dated 1987 NOL
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carrybacks to the UBC consolidated group's taxable years 1977
1978, and 1981 under the provisions of section 172(b)(1)(L)
totaling $6,924,421 ($6,579,591 (non-SRLY bank nenbers) + $344, 830
(SRLY carryback to 1981)).

In respondent’s notice of deficiency issued to petitioner for
the UBC affiliated group's taxable years 1977 through 1980, 1984,
and 1985 (the "notice"), respondent adjusted the consolidated 1987
NOL to take into account various proposed adjustnents. As UBC did
on the Form 1139, respondent cal cul ated the bad debt portion of the
consol idated 1987 NOL by (1) determ ning the bad debt and nonbad
debt portions of each |oss bank nenber's NOL, (2) allocating the
consol i dated 1987 NOL anong the | oss nenbers and, in the case of
| oss bank nmenbers, between the bad debt and nonbad debt portions of
their NOLs, and (3) aggregating the portions of the consolidated
1987 NOL allocated to the bad debt portions of the | oss bank
menbers’' NOLs.

In the notice, respondent, |ike UBC on the Form 1139,
determ ned the bad debt portion of each | oss bank nenber's NOL by
taking the excess of its NOL over its NOL less its bad debt
deduction (i.e., an anmount equal to the |esser of the bank's NOL or
bad debt deduction). Thus, for exanple, in the case of Aurora-
Sout h, which had an NOL of $341, 183 and a bad debt deduction of
$136, 881, the bad debt portion of the NOL was determ ned to be
$136, 881.

After determ ning the bad debt portion of each |oss bank

menber's NOL, respondent, |ike UBC, allocated the consolidated 1987
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NOL anong the group's |loss nenbers and, in the case of the | oss
bank nmenbers, between the bad debt and the nonbad debt portions of
their NOLs. The allocation was nade in proportion to the aggregate
of the | oss nenbers' NOLs. For exanple, $32,636 of the
consol i dated 1987 NOL (as adjusted by respondent) was allocated to
t he bad debt portion of Aurora-South's NOL. The bad debt portion
of Aurora-South’s NOL was $136, 881; the consolidated NOL, as
adj usted by respondent, was $9, 239,383, and the aggregate of al
| oss nenbers’ NOLs, as adjusted by respondent was $38, 752, 008.
Thus, $32,636 = $136,881 x (9, 239,383 + 38,752,008). The sum of
$48, 710 of the consolidated 1987 NOL, as adjusted by respondent,
was allocated to the nonbad debt portion of Aurora-South’s NOL.
The nonbad debt portion of Aurora-South’s NOL was $204, 302;
$48, 710 = $204, 302 x (9, 239, 383 + 38, 752, 008).

After allocating the consolidated 1987 NOL anong the | oss
menbers, respondent, in the notice, |ike UBC on the Form 1139,
determ ned the bad debt portion of the consolidated 1987 NOL by
aggregating the portions of the consolidated 1987 NOL allocated to
the bad debt portions of the |oss bank nenbers’ NOLs. The bad debt
portion so determ ned was $6, 263, 417, of which $1, 677,978 was
attributable to SRLY bank nmenbers and $4, 585, 439 was attri butable
to non-SRLY bank nenbers. Based thereon the notice allowed NCL
carrybacks to the UBC affiliated group's taxable year 1977 of
$4, 585, 439 (non-SRLY bank nenbers) and taxable year 1981 of

$268, 839 (SRLY carryback) .



C. Petitioner’'s Position

Petitioner contends that the nmethod used both by UBC on the
Form 1139 and respondent in the notice to determ ne the bad debt
portion of the consolidated 1987 NOL is incorrect. Under the
met hod asserted by petitioner, the bad debt portion of the
consolidated NOL is equal to the excess of the consolidated 1987
NOL over the consolidated 1987 NOL conmputed w thout the bad debt
deductions of the bank nenbers. Under that nethod, regardl ess of
whet her the consolidated 1987 NOL on the Form 1139 ($12, 549, 042) or
in the notice (%9, 239,383) is used, since the bad debt deductions
of the bank nmenbers for 1987 total $61, 296,286, elim nation of such
bad debt deductions fromthe consolidated 1987 NOL (i.e., the
"W thout" cal culation) would elimnate the consolidated 1987 NOL
and result in substantial consolidated taxable inconme for the UBC
consol i dated group. Under those circunstances, there would be no
consol i dated 1987 NOL to be all ocated anong the | oss nenbers of the
group. Thus, under the nethod asserted by petitioner, the entire
amount of the consolidated 1987 NCL is attributable to bad debt
deductions of bank nenbers, and the entire portion of the
consol idated 1987 NOL all ocated to the | oss bank nenbers i s subject
to the 10-year carryback provisions of section 172(b)(1)(L).

D. Di scussi on

Consi der a business with $100 of gross inconme, deductions
ot her than bad debts of $80, and deductible bad debts of $30. The
busi ness has a NOL of $10. Under the general rule of section

172(b) (1) (A), the NOL may be carried back 3 years and carried over
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15 years, and the constituent parts of the NOL are of no inportance
in determning the business’s eligibility for such treatnment. |If
the corporation were a commerci al bank, however, then, because of
section 172(b)(1)(L), the constituent parts of the NOL woul d be
i nportant, because the special period rules of section 172(1) apply
only to that portion of the NOL attributable to the deduction
al l oned by section 166 (the bad debt portion). |In theory, the bad
debt portion of the NCOL m ght be determ ned in a nunber of ways. A
sinple way would be to determ ne that, since the bad debt deduction
of $30 accounted for approximately 27 percent of the total
deductions of $110, 27 percent of the NO., i.e., $2.70, is the bad
debt portion. Section 172(1)(1) adopts a different rule, one that
is favorable to the intended recipients, comercial banks. Under
section 172(1)(1), on the facts of our sinple exanple, if the
corporation were a commerci al bank, the bad debt portion is $10.
The assunption is that deductions for (losses from bad debts
constitute the NOL to the extent of such deductions.

Nei t her party disagrees that section 172(1)(1) works as
described. Their disagreenent concerns the conposition of the
consol i dated NOL. Respondent would allocate the consolidated NOL
anong the |l oss nenbers of the UBC affiliated group in proportion to
each |l oss nenber’s share of the aggregate of all |oss nenber’s NOLs
and woul d further allocate each bank | oss nmenber’s share of the
consol i dated NOL between the bad debt portion of the bank nenber’s
NCL and the remai nder of the bank |oss nmenber’s NOL in proportion

to those relative anmounts. Thus, assune that affiliated group ABC,
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maki ng a consolidated return of incone, had a consolidated NOL of

$10, and each nmenber had separate taxable incones as foll ows:

Menber A $100
Menber B (80)
Menmber C (30)

Further assunme that Menber Cis a commercial bank, and is the only
menber that is a commercial bank, and that the bad debt portion of
its NOL is $20. Respondent woul d apportion 73 percent of the
consol idated NOL ($7.30) to Menber B and 27 percent ($2.70) to
Menmber C. Respondent would further determ ne that the bad debt
portion of the consolidated NOL is $1.82 ($20 x ($10 + $110)).
Under petitioner’s nethod: "[T]he bad debt portion of the
consolidated NOL is equal to the excess of the consolidated NOL
over the consolidated NOL conputed w thout the bad debt deductions
of the bank nmenbers.” Thus, with respect to affiliated group ABC,
petitioner would determ ne that the bad debt portion of the
consol i dated NOL is $20.

The difference between the parties is whether the speci al
ordering rule of section 172(1)(1) should be applied to a
consolidated NO.. The gist of petitioner’s argunent is that the
consolidated return regul ations provide that the consolidated NOL
nmust be determ ned on a consolidated basis. Petitioner would,

t hus, anal ogize an affiliated group with both bank and nonbank | oss
menbers (and with a consolidated NOL) to a separate corporation

wi th both bad debt and nonbad debt | osses (and an NOL) and apply
section 172(1)(1) to the consolidated NOL.

We find no basis in the consolidated return regul ations for
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petitioner’s anal ogy. Although the consolidated return regul ations
do speak in terns of a “consolidated net operating |oss”, see sec.
1.1502-21(b) (1), Income Tax Regs., it is quite clear that the
consol i dated net operating loss is to be determned by taking into
account the “separate” taxable incone, including the separate NCL,
of each nenber of the group. See secs. 1.1502-12, 1.1502-21(f),
I ncone Tax Regs. The separately determ ned | osses of each nenber
of the affiliated group do not lose their distinct character (to
the extent that such distinct character is inportant) upon

consolidation. Cf. Antel, Inc. v. United States, 31 Fed. d . 598,

600 (1994), ("a nenber of an affiliated group nay have a separate
net operating loss wth independent significance for incone tax
pur poses”) affd. w thout published opinion 59 F.3d 181 (1995).
Mor eover, section 172(1)(1) is a special rule that prioritizes a
bank’s |l osses. Nothing in that section | eads us to believe that
Congress intended to give a priority to a bank nenber’s bad debt
| osses as agai nst a nonbank nenber’s |losses in the context of a
consol i dated return.

E. Concl usi on

As stated, we agree with respondent’s determ nation of the
appropriate nethod to determ ne the bad debt portion of the

consol i dat ed NOL.

Decisions will be entered

under Rul e 155.
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