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P's controlled foreign corporation, S, sold its
operating assets to an unrelated corporation, C, in
exchange for stock of C. The parties to the asset sale
executed a | ockup agreenent prohibiting S fromselling
the C stock during a restricted period because C was in
the process of making its initial public offering.
During the restricted period, the price of the C stock
i ncreased. Wen the sale restrictions |apsed, S sold
the C stock and realized a gain. Under secs. 951 and
954, 1.RC., Pnust include inits US. incone its pro
rata portion of S foreign personal hol ding conpany
income (FPHCI). Under sec. 1.954-2T(e)(3)(iv),
Tenporary Income Tax Regs., 53 Fed. Reg. 27505 (July
21, 1988), gain fromthe sale of operating assets used
in S trade or business does not give rise to foreign
personal hol di ng conpany inconme (FPHCI). Under sec.
954(c) (1) (B) (i), I.RC., gain fromthe sale of a
passive investnent in stock does give rise to FPHC
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The parties seek to determne, as a matter of |aw,
whet her the relation-back doctrine, established in
Arrowsmith v. Comm ssioner, 344 U. S. 6 (1952), applies
for purposes of sec. 954, I.R C, in characterizing S
portion of the gain relating to the increase in the
val ue of the C stock during the period in which S was
prohibited fromselling the stock. P contends that,
under the relation-back doctrine, the sale of the C
stock was integrally related to the sale of the
operating assets due to the | ockup agreenent and the
restrictions on re-sale of the C stock, and that the
gain on the sale of the stock nust take its character
fromthe sale of the assets and does not constitute
FPHCI. R contends that the relation-back doctrine does
not apply and S gain on the sale of C stock
constitutes gain froma separate investnent in stock
giving rise to FPHCI taxable to P

Hel d: The rel ati on-back doctrine established in
Arrowsmi th does not apply based on the facts of this
case to characterize S gain on the sale of C stock for
pur poses of sec. 954, I.R C., and accordingly the gain
on the sale of the C stock constitutes FPHC
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VEMORANDUM OPI NI ON
CERBER, Judge: Pursuant to Rule 121,! this matter is before

the Court on the parties’ cross-notions for partial summary

1 Unl ess otherwise indicated, all Rule references are to the
Tax Court Rules of Practice and Procedure, and all section
references are to the Internal Revenue Code in effect for the
t axabl e years at issue.
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judgment.? The parties seek to determne, as a matter of | aw,

whet her the “rel ati on-back doctrine” established in Arrowsnith v.

Conm ssioner, 344 U S. 6 (1952), applies in characteri zing

petitioner’s gain on the sale of stock for purposes of section
954.

Summary judgnent may be granted if the pleadings and ot her
mat eri al s denonstrate that no genuine issue exists as to any
material fact and that a decision nay be entered as a matter of

law. See Rule 121(b); Sundstrand Corp. v. Conm ssioner, 98 T.C

518, 520 (1992), affd. 17 F.3d 965 (7th Cr. 1994). There is no
genui ne issue as to any material fact with respect to the
specific legal issue before us, and, accordingly, this natter is
ripe for judgment on the contested issue as a matter of law?®

See Rule 121(Db).

2 pPetitioner has filed two notions for partial summary
judgment. This opinion considers what has been denom nated in
one of those notions as the section 954 “Read-Rite issue”. The
other nmotion for partial sunmary judgnment concerns what has been
denom nated as the “section 482 cost-sharing issue”, which
i nvol ves the question of whether the cost, if any, of enployee
stock options should be included as part of petitioner’s cost-
sharing agreenment with its foreign subsidiaries.

3 Wiile respondent originally believed and argued in his
brief that material facts were in dispute, respondent |ater
conceded that the parties’ disagreenents over the facts focused
on interpretations and concl usions drawn fromthe underlying
facts and not on the facts thensel ves.
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Backgr ound

Petitioner is the successor-in-interest to Conner
Peri pherals, Inc., (Conner U.S. ), a Delaware corporation.
Conner U.S. devel oped and manufactured hard disk drives for sale
to personal conputer manufacturers and ot her custoners. Conner
Mal aysia, a third-tier, wholly owed Ml aysi an manufacturing
subsidiary of Conner U S. manufactured hard di sk drives and
head- st ack assenblies for hard disk drives in Ml aysia.

An Asset Purchase Agreenent between Conner Ml aysia, Read-
Rite Corp. (Read-Rite) and Conner U.S. was executed on August
30, 1991. Pursuant to the Asset Purchase Agreenent, Conner
Mal aysia sold its head-stack assenbly operating assets (the
“assets”) to Read-Rite, an unrelated third party. The dea
negoti ated between Conner Ml aysia and Read-Rite called for
Conner Mal aysia to sell its assets in exchange principally for
Read-Rite stock. At the tine the sale was negotiated, Read-Rite
was preparing to make its initial public offering of stock
(1PO.

Pursuant to the Asset Purchase Agreenent, the consideration
for the assets consisted of the follow ng:

2.1 Read-Rite Shares. On the Delivery Date (as
defined in Section 3.2) Read-Rite shall deliver to

Conner shares of capital stock of Read-Rite (the
“Shares”) determ ned as foll ows:

(a) I'n the event of an initial public
offering of Read-Rite Common Stock pursuant to a
regi stration statenent on FormS-1 (an “Initial Public
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Ofering”) which closes wthin sixty (60) days of the
Closing Date, Read-Rite shall issue to Conner that
nunber of shares of Common Stock $.0001 par val ue of
Read-Rite determ ned by dividing $27, 500, 000 (subject
to adjustnment as provided in Section 2.2) by the per
share price to the public in the Initial Public
Ofering. Any fractional share shall be rounded to the
near est whol e share.

The Asset Purchase Agreenent al so provided for an
adj ustnent to the purchase price as foll ows:

2.2 Adjustnent to Purchase Price. The
$27, 500, 000 aggregate consi deration described in
Section 2.1 shall be subject to adjustnent, on a dollar
for dollar basis, to the extent that the aggregate net
val ue of the Inventory and Fi xed Assets at the C osing,
as determned in accordance with this Section 2.2, is
greater than or |ess than $14, 000, 000. Notwi thstandi ng
t he foregoing, no adjustnment shall be made for an
aggregat e devi ation from $14, 000, 000 | ess than or equal
to $500, 000, and any adjustnent shall be nade only to
the extent that such aggregate net val ue exceeds
$14, 500, 000 or is less than $13,500,000. To the extent
that the Purchase Price after such adjustnent exceeds
$27,500, 000, Read-Rite shall pay such excess amount to
Conner in cash on the Closing Date. To the extent that
the Purchase Price after such adjustnment is |ess than
27,500, 000, the nunmber of shares delivered to Conner
shal | be appropriately reduced.

Ernst and Young apprai sed the inventory and fixed assets in
t he anobunt of $5,266,237. As a result, there was a net downward
adj ustnment to the purchase price from $27, 500,000 to
$19, 266, 237. Thus, while it was originally contenplated that
Conner Ml aysia woul d exchange its assets for 2,391, 304 shares
of Read-Rite stock, representing approximately 8.9 percent of
Read-Rite’s outstandi ng shares after the I PO, the actual nunber

of Read-Rite shares that were delivered to Conner Ml aysia was
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1,675,325. Read-Rite’s underwiter, Hanbrecht & Quist,
announced the purchase price adjustnent in its Read-Ri te conpany
report as follows:

The original purchase price for the Conner HSA

operation was $27.5 mllion in stock at the I PO price

of $11.50. Read-Rite, however, was able to

dramatically |lower the inventory levels of its own

heads at the Conner HSA | ocation before the transaction

closed, resulting in a reduction in the actual purchase

price to less than $20 mllion, and thus fewer shares.

* * * [Enphasis omtted.]

In order to prevent Conner Malaysia fromselling its shares
into the market imediately followng the IPO Read-Rte
requi red Conner Mal aysia as part of the deal to agree to
restrictions upon how soon Conner Ml aysia could sell the Read-
Rite shares. Specifically, Read-Rite and Conner Mal aysi a agreed
that the Read-Rite shares that Conner Ml aysia was to receive
woul d be freely tradeable at the closing of the I PO subject to
a | ockup agreenent that prevented Conner Malaysia fromselling:
(1) Any of the Read-Rite shares for 180 days foll ow ng the
closing of the IPO (2) two-thirds of the shares for 270 days
followng the closing of the PO and (3) one-third of the
shares 1 year followi ng the closing of the IPQO

These restrictions on the sale of the Read-Rite stock were
expressly included in the Asset Purchase Agreenent. |In order to
prevent Read-Rite from anmendi ng the Asset Purchase Agreenent to

allow a wai ver or release of the sale restrictions, Read-Rite's

underwiters entered into separate agreenents with Read-Rite.
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These underwriting agreenments prevented Read-Rite from
unilaterally rel easing Conner Malaysia fromthe restrictions on
sale without the underwiters’ express witten consent.

On Cctober 18, 1991, Read-Rite launched its I PO, and on
Cct ober 26, 1991, the asset sal e between Read-Ri te and Conner
Mal aysi a closed. The delivery date of the shares under the
Asset Purchase Agreerment was Novenber 14, 1991

Conner Ml aysi a obtained a valuation by Unterberg Harris,
an i nvestnent banking firm of the appropriate discount
applicable to the Read-Rite shares based upon the restrictions
on sale. The discount applied to the Read-Rite shares took into
account the | ockup provisions applied to the shares. The
di scounted val ue or book “cost” of the Read-Rite shares was
calcul ated to be $16, 648,542. For financial reporting purposes,
Conner Mual aysia calculated the gain realized on the sale of the
its assets to be $11, 282,490. This figure was derived by
subtracting the book value of the assets fromthe di scounted
val ue of the Read-Rite stock

Pursuant to the Asset Purchase Agreenent, the restrictions
on Conner Ml aysia's sale of the Read-Rite stock | apsed 180
days, 270 days and 1 year followng the closing of the date of
the Read-Rite PO Once the restrictions |apsed, Conner

Mal aysia was free to keep or sell the shares as it w shed.
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On April 22, 1992, 180 days after the closing of the |IPQ
the sale restriction on the first one-third of Conner Ml aysia’s
Read-Rite shares lapsed. On this date, the closing price of
Read-Rite shares was $21-1/4 per share. On June 1, 1992, Conner
Mal aysia sold the first third of its Read-Rite shares (558, 442
shares) at an average price of $20.31, yielding total proceeds
of $11, 341, 147. 65.

The price of Read-Rite shares fell by $.50 fromApril 22,
1992, the date the first restriction on the sale of shares
| apsed, to June 1, 1992, the date Conner Ml aysia sold the first
one-third of its shares. Thus, by holding the 558, 442 shares
beyond April 22, 1992, Conner Mal aysia | ost $279,221 in proceeds
that it would have received had it sold the shares on April 22,
1992.

On July 21, 1992, 270 days followi ng the closing date of
the PO, the second restriction on sale |lapsed. On this day,
the closing price of Read-Rite shares was $23-1/8 per shares.

On this day, Conner Ml aysia sold 500,000 shares out of the

558, 442 shares that it was then entitled to sell. Conner

Mal aysi a sold the 500,000 shares for an average price of $23 per
share, yielding proceeds of $11,500,000. Conner Mal aysia sold
the remai ni ng 58, 442 shares fromthe second one-third of its
shares on Novenber 11, 1992, at an average price of $26-1/2 per

share, yielding proceeds of $1,548,713.
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Bet ween July 21, 1992, the date the second restriction
| apsed, and Novenber 11, 1992, the price at which Conner
Mal aysi a sold the Read-Rite shares increased by $3-1/2 per
share. Thus, by holding the 58,442 shares beyond the date the
second sale restriction |apsed, Conner Ml aysia earned an
addi ti onal $204, 547 over the amount it would have earned if it
had sold the 58,442 shares on the date the restrictions | apsed.

On Cctober 25, 1992, 1 year follow ng the I PO closing date,
the final restriction on sale |lapsed. The closing price of
Read-Rite shares at this time was $28-3/8. On Novenber 11
1992, Conner Mal aysia sold all of its remaining Read-Rite shares
(558, 441 shares) at an average price of $26-1/2 per share. This
sal e yi el ded proceeds of $14, 798, 686. 50.

Bet ween COct ober 26, 1992 and Novenber 11, 1992, the price
of Read-Rite shares fell by $1-7/8 per share. Thus, by hol ding
t he 558, 441 Read-Rite shares beyond the date of the | apse of the
third sales restriction, Conner Malaysia lost $1.05 mllion in
proceeds that it would have received had it sold the shares on
Oct ober 26, 1992.

In 1992, Conner Mal aysia received gross proceeds of
$39, 188,546 fromthe sale of the Read-Rite shares. Conner
Mal aysi a subtracted $16, 648, 542 (the di scounted val ue of the

Read-Rite Shares) fromthe gross proceeds of sale and reported a
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book gain fromthe sale of the Read-Rite shares in the anmount of
$22, 540, 004.

Di scussi on

The subpart F provisions (sections 951 through 964) require
U.S. sharehol ders of a controlled foreign corporation (CFC) to
recogni ze certain incone (subpart F incone) at the tinme the CFC
earns that incone, rather than | ater when such earnings are
distributed as a dividend.* Subpart F inconme includes foreign
base conpany inconme as determ ned under section 954. See sec.
952(a)(2). Under section 954(a)(1), foreign base conpany inconme
i ncl udes foreign personal hol ding conpany incone (FPHC).

Current taxation of FPHCI under the subpart F regine is
intended to tax “income which is passive in character.” S
Rept. 1881, 87th Cong., 2d Sess. (1962), 1962-3 C.B. 707, 788.
In enacting the FPHCI subpart F provisions, Congress intended to
tax incone that arose from“portfolio types of investnents” or
“where the conpany [was] nerely passively receiving investnent
incone.” 1d. at 789.

Accordingly, gains arising froma CFC s passive or
portfolio investnents typically create FPHCI under section 954.
See, e.g., sec. 954(c)(1)(A (treating dividends, interest,

rents and annuities as FPHCI) and (B)(i) (treating the proceeds

* The parties agree that Conner Ml aysia is a CFC of Conner
u. S.
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on the sale of property that gives rise to dividends, interest,
rents and annuities as FPHCl).

Consi stent with the general congressional scheme of not
including a CFC s incone from conduct of an active trade or
business within the definition of subpart F incone, the
regul ations specifically exclude fromthe FPHCI definition gain
fromthe sale of the operating assets of a CFC s active trade or
busi ness. See sec. 954(c)(1)(B)(iii); sec. 1.954-2T(e)(3)(iv),
(v), and (vi), Tenporary Incone Tax Regs., 53 Fed. Reg. 27505
(July 21, 1988). Thus, under the subpart F inconme regine and
the definition of FPHCI, a CFC s gain on the sale or exchange of
property used in its trade or business does not constitute
FPHCI .

The parties in this case agree that any gain from Conner
Mal aysia’s sale of the assets constitutes gain fromthe sal e of
operating assets used in its trade or business and that,

t herefore, such gain does not constitute FPHCI. The issue
before us is whether the portion of the gain relating to the
increase in the value of the Read-Rite shares during the period
i n which Conner Ml aysia was prohibited fromselling the stock

shoul d be characterized by reference to the sale of the assets
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or characterized as arising froma passive investnent in the
Read-Rite shares unrelated to the sale of the assets.®

Petitioner contends that Conner Ml aysia s receipt and sal e
of the restricted Read-Rite shares were part and parcel of, and
integrally related to, its sale of the assets. Therefore,
petitioner argues that under the relation-back doctrine, the
gain on the sale of the shares was inexorably tied to the gain
on the sale of the assets and does not constitute foreign
personal hol di ng conpany i ncome. Respondent contends that the
facts in this case do not support the application of the
rel ati on-back doctrine and the gain on the sale of the stock
cannot be characterized by reference to the earlier asset sale.

Cenerally, the relation-back doctrine, established by the

Suprenme Court in Arrowsmth v. Conm ssioner, 344 U S. 6 (1952),

stands for the principle that a subsequent event which is so
integrally related to a prior event that the two events are in
effect part and parcel of the sane transaction, should be
treated as having the sane character as the prior event. The

doctrine is prem sed on the idea that the tax consequences

> Petitioner admits that any net gain resulting froman
increase in stock price after the | apsing of the sales
restriction should constitute FPHC
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shoul d be the sane as if the subsequent event had occurred at
the time of the prior event.?®

In Arcrowsmth v. Conm ssioner, supra at 7, the taxpayers

i quidated a corporation in which they had equal stock
ownership. Partial distributions were made from 1937 to 1940,
and the taxpayers classified and reported these distributions as
capital gains in each year. 1In 1944, 4 years after the | ast
distribution, a judgnent was entered agai nst the taxpayers as
the corporation’s transferees. Each taxpayer paid his or her
share of the judgnment and deducted his or her paynent as an
ordi nary busi ness expense. The Conm ssioner characterized the
t axpayers’ paynments nmade pursuant to the judgnent in 1944 as
capital |osses, not ordinary expenses, that arose out of the
original 1940 |iquidation. The Conm ssioner maintained that
“the paynent of the judgnent ‘grew out of, was related to, and
took its character froma capital transaction’” and that the

j udgnent paynents could not be disassociated in their ultimte

6 The rel ation-back doctrine is commonly enpl oyed to
di stingui sh between capital and ordinary treatnent of a
transaction. The problemusually arises when a court nust
di stingui sh between capital and ordinary treatnent in determ ning
the character of a subsequent gain or loss which is directly
related to an earlier transaction. To that end, courts routinely
hold that if there has been an “adjustnent”, “renegotiation”, or
“revision” of the original selling price of the asset, the
character of the subsequent transaction follows the character of
the initial transaction. The relation-back doctrine has al so
been used to prevent taxpayers fromreceiving what is effectively
a doubl e benefit.
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character fromthe distributions in |iquidation which such

paynments woul d have served to dimnish. Bauer v. Comm ssioner,

15 T.C. 876, 878-79 (1950), revd. sub nom Conm ssioner V.

Arrowsmth, 193 F.2d 734 (2d Gr. 1952), affd. 344 U S. 6

(1952). The Suprene Court agreed with the Comm ssioner’s
position and held that the paynents by the taxpayers were

al l owabl e only as capital |osses because they arose fromthe
earlier capital transaction.

Courts have applied the Arrowsmth v. Conmm ssioner, supra,

rel ati on-back doctrine in favor of both the taxpayer and the
Governnent in a nmyriad of factual settings.” The rel ation-back
doctrine has al so been invoked under different |abels, such as

the “tax benefit rule” of United States v. Skelly GIl, 394 U S

678 (1969) or the “origin of clainf rule established in cases

such as day v. Conm ssioner, T.C Menp. 1981-375. Regardl ess

of the label given to the principle, this Court has consistently
franmed it as follows:

the nost appropriate tax treatnent of the transaction
inthe later year is obtained by exam ning the

" For exanple, the rel ation-back doctrine has been utilized
not only in the context of corporate |iquidations, but also in
the context of: (1) Settling lawsuits or paying attorneys’ fees
in connection with a previous disposition of property, Kinbell v.

United States, 490 F.2d 203 (5th Cr. 1974); (2) refunding or

adj usting purchase prices, United States v. Skelly Gl Co., 394
U S 678 (1969); and (3) cases dealing with section 16(b) of the
Securities and Exchange Act of 1934 (currently codified at 15

U S C sec. 78p(b)), Brown v. Comm ssioner, 529 F.2d 609 (10th
Cr. 1976), revg. T.C. Meno. 1973-275.
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circunstances surrounding the related transaction in
the earlier year, because of the relationship between
the transactions, and it is imuaterial whether such a
result favors the taxpayer or the Governnent.

Bresler v. Conm ssioner, 65 T.C. 182, 186-187 (1975). 1In

Bresler, the taxpayers sold their small business corporation’s
section 1231 property at a significant loss in 1964. The
t axpayers reported their share of the | oss on their own returns
as a net operating |loss that reduced their ordinary incone. In
the same year, they commenced a | awsuit against a conpetitor for
all eged antitrust violations, claimng damages that included the
full amount of their loss fromthe sale of assets. In 1967, the
case was settled. On the 1967 incone tax return, the taxpayers
claimed that the majority of the settlenent proceeds was to
rei nburse themfor the loss they realized upon the sale of their
corporation’s assets and that those proceeds were taxable as
capital gain and not as ordinary incone. The Comm ssioner
mai nt ai ned that the proceeds should be treated as ordinary
income. The Tax Court, agreeing with the Conm ssi oner and
treating the proceeds as ordinary incone, stated:

If * * * [taxpayers’ corporation] had received the

antitrust settlenment in * * * [1964], any portion

representing conpensation for the loss on the sale of

its section 1231 property would have nerely reduced its

ordinary loss * * *.  Arrowsmth requires that the gain

realized in 1967 be treated in the sane manner as if it
had been received in 1964.

Since the gain, if received in 1964, would have
resulted in an increase in ordinary incone, it is not
transforned into capital gain by a nere delay in
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recei pt. The subsequent gain is part and parcel of the
original loss transaction and cannot be segregated for
tax purposes. The gain in 1967 is nerely an adjustnent
of the prior sale price; it is not a new and

i ndependent sal e or exchange of section 1231 property.
The recei pt of the paynent in 1967 was nerely the
conpletion of a prior transaction. Arrowsmth requires
us to treat both events as a unified transaction. * * *
[Id. at 187; citations omtted; enphasis supplied.]

Sinply stated, the doctrine set forth in Arrowsmth v.

Conmi ssioner, supra, is that the tax treatnent of a transaction

occurring in 1 year may control the tax treatnent afforded a
second transaction in a subsequent year where both transactions
are integrally related. This doctrine does not breach the
principle of the annual accounting period because no attenpt is
made to reopen and readjust the treatnent of the original

transacti on. See id. at 8, 9. In order for Arrowsnith v.

Conmmi ssi oner, supra, to apply, however, there nust be a

rel ati onship between two transactions which is sufficient to
require the conclusion that both transactions are parts of a
uni fi ed whol e.

In Arrowsm th, the Suprenme Court found such relationship in

part because the paynment at issue would have been of fset agai nst
the capital gain had both transactions occurred in the sane

year. Likewise in Bresler v. Conm ssioner, supra, a sufficient

relationship was found because the settlenent proceeds paid in a
subsequent year woul d have been offset against the original |oss

transaction had both events occurred in the sane year.
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The question we nmust ask, then, is whether the two
transactions in this case were “part and parcel of one”. Wner

v. Comm ssioner, 24 T.C 529, 532 (1955), affd. 242 F.2d 938

(9th Cr. 1957). |If so, then the gain or loss in the subsequent
year must take its character fromthe transaction in the earlier

year. See Bresler v. Conm ssioner, 65 T.C. at 187; Arrowsmth

v. Conmm ssioner, 344 U S. 6, 8 (1952).

We addressed an anal ogous situation in Slater v.

Commi ssioner, 64 T.C. 571 (1975), and concluded that the

rel ati on-back doctrine did not apply. |In Slater the taxpayer
was granted an option to purchase restricted shares of his
enpl oyer’ s stock. The taxpayer exercised his option in June
1968 and, when the restrictions lapsed in July 1969, recognized
the difference between the stock’s exercise price and its fair
mar ket val ue as ordinary incone. The follow ng year, in
Decenber 1970, the shares were sold at a | oss. The taxpayer
attenpted to argue that, under the rel ation-back doctrine, the
| oss should be characterized as an ordinary | oss by reference to
the character of the gain that had been recogni zed when the
restrictions | apsed. The taxpayer argued that because he had
recei ved the options as part of his enploynent, the | oss on the
shares should relate back to his enpl oynent.

W rejected the taxpayer’s argunent, finding instead that

no relationshi p existed between the taxpayer’s enpl oynent and



- 18 -

the loss on the sale of the shares. W concluded that when the
t axpayer purchased the stock, he becanme an investor in the
stock, and any subsequent gain or loss is due to the fortunes of
t he conpany. Accordingly, his loss was not found to be

integrally related to the circunstances under which he acquired

the stock, and we declined to apply the Arrowsm th v.

Conmi ssi oner, supra, doctrine.

Petitioner argues that Slater v. Conm ssioner, supra, is

i napposite because the sale giving rise to the recognition of
the entire loss at issue in that case occurred 17 nonths after
the restrictions on the stock | apsed. Petitioner contends that
no one, including the Comm ssioner, doubted that the
restrictions on the shares of stock |linked the taxpayer’s
exercise of the options in 1968 to his incone fromthe shares in
1969. 8

It is true that the taxpayer sold the stock 17 nonths after
the restrictions | apsed and no argunent was ever made that a
portion of the loss was attributable to the restricted period.
| ndeed, the restricted period was addressed in Slater v.

Conmm ssi oner, supra, only to the extent that the taxpayers

8 The reporting of the bargain elenment as ordinary incone by
the taxpayers in 1969 when the restrictions |apsed was not
governed by the relation-back doctrine. As such, we do not view
petitioner’s statenent regarding the |ink between the exercise of
the option and the reporting of the bargain el enent as
instructive in determ ning whether the relation-back doctrine
applies to the facts of this case.



- 19 -
reported additional ordinary incone for the bargain el enent of
the stock when the restricted period ended. Wat is inportant
about Slater, however, is our statenent that “Wen * * * [the
t axpayer] purchased the stock at a bargain, it was as if he had
been pai d additional conpensation which was used to purchase the
stock; thereby, he becane an investor in the stock, and any
subsequent gain or loss is due to the fortunes of the conpany.”
Id. at 575. Thus, we considered the taxpayer in Slater v.

Conmi ssi oner, supra, to have becone an investor in the stock in

June 1968, and we did not view the restricted period as altering
when the taxpayer becane an investor.

Simlarly in the present case, we view petitioner as an
investor in Read-Rite at the tinme the shares were received. W
do not find the gain on the sale of the Read-Rite stock to be
integrally related to the circunstances under which petitioner
acquired the stock. After receiving the Read-Rite shares as
consideration for the assets, Conner Ml aysia becane an investor
in the stock, and any subsequent gain or |oss was due to the
fortunes of Read-Rite in the nmarketplace.

In addition, the value of the Read-Rite shares was
i ndependently determ ned upon sale by investors in the stock
market, and was not integrally related to Conner Mal aysia’s
former sale of assets to Read-Rite. Further, any gain or |oss

on the Read-Rite shares during the restricted period had no
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i npact on the agreed upon sales price of the assets. The Asset
Purchase Agreenent did not provide for an adjustnent or revision
of the purchase price at the end of the restricted period. As
such, the first transaction term nated when the assets were
sold, and the subsequent sale of the Read-Rite stock was a new
transaction that should be considered entirely separate and
i ndependent for tax purposes. Accordingly, the facts of this
case provide no basis for applying the rel ation-back doctrine of

Arrowsmth v. Commi SSioner, supra.

Petitioner makes several contrary argunents. First,
petitioner contends that the | ockup agreenment and restrictions
on the Read-Rite shares were the integral |inks tying Conner
Mal aysia’s sale of the Read-Rite shares to its receipt of the
shares in exchange for the assets. According to petitioner,
both the receipt of the Read-Rite shares and the sale
restrictions inposed on Conner Ml aysia by Read-Rite and its
underwiters was an integral part of Conner Ml aysia s sale of
the assets. Thus, petitioner argues that the sale of the Read-
Rite shares upon | apse of the sale restrictions arose out of and
was part and parcel of the sanme transaction.

The fact that restricted stock was used as consi deration
for the asset sale does not integrally tie the two transactions
together. Regardless of when Conner Ml aysia could sell the

Read- Rite shares, the subsequent sale of those shares did not
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i nvol ve any adjustnent, renegotiation, or revision of the
original selling price of the assets. The restrictions sinply
prevent ed Conner Malaysia fromselling the shares during the
| ockup period. The restrictions did not in any way change the
val ue of the assets, or the aggregate consideration as stated in
t he Asset Purchase Agreenent, that the parties agreed upon.
Once the assets were sold, any fluctuations in the Read-Rite
stock during the restricted period were due to the fortunes of
Read-Rite and market forces and had nothing to do with the val ue
of the assets sold. The two transactions were not tied
together. For exanple, if the Read-Rite shares becane worthl ess
during the restricted period, it would not then follow that the
assets becane worthless as well. The assets had an agreed upon
val ue, and any subsequent gain or loss on the Read-Rite shares
had no effect on such value. As such, the fact that the
consideration for the assets was restricted stock does not
provide the requisite link for the application of the relation-
back doctri ne.

Petitioner also contends that the fact that the assets were
purchased for stock, rather than cash, al so provides the
requisite link to apply the rel ation-back doctrine. Wile it is
true that Read-Rite shares were ultimately received in exchange
for the assets, it is also true that a purchase price was agreed

upon and then paid in stock. The parties initially agreed to
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sell the assets for $27,500,000, payable in Read-Rite shares. A
subsequent adj ustnent based on an appraisal of the inventory and
fi xed assets reduced the aggregate consideration to $19, 266, 237.
Thi s amount represented the fixed, noncontingent purchase price
for which Conner Ml aysia agreed to sell its assets. The nunber
of Read-Rite shares to be delivered to Conner Mal aysia as
consideration for the assets was determ ned by dividing this
anount by the | PO per share price of Read Rite stock

Not hing in the Asset Purchase Agreenent gave any indication
that the sales price for the assets could not be determ ned
until the restrictions on the Read-Rite stock | apsed. There is
al so no indication in the Asset Purchase Agreenent that any
subsequent gain on Conner Malaysia's sale of the Read-Rite
shares nerely represented an adjustnent or additional portion of
the purchase price of the assets. Thus, the fact that the
consideration for the assets was Read-Rite stock does not, by
itself, provide an integral |ink between the two transactions.

Petitioner also cites several cases that were deci ded under

t he open transaction doctrine.® These cases, however, are

® Under the open transaction doctrine, the original
transaction is held open and the resulting tax conseqguences are
suspended, while under the relation-back doctrine, the original
transaction is closed, and the subsequent taxable transaction
receives its character based on the original transaction. Unlike
the rel ati on-back doctrine, the touchstone for use of the open
transaction doctrine is the inability to value what was received
in the original transaction.
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irrelevant to our analysis since neither party is advocating for
the application of the open transaction doctrine in the present
case. Indeed, the fact that Conner Ml aysia di scounted and

val ued the restricted shares in 1991 indicates that they treated
the asset sale as a closed transaction in 1991. Petitioner

neverthel ess argues that the logic and analysis used in Likins-

Foster Honolulu Corp. v. Conmm ssioner, 840 F.2d 642 (9th Cr

1988), affg. T.C. Meno. 1985-572 and Dinond v. United States (In

re Steen), 509 F.2d 1398 (9th G r. 1975), are controlling in the

i nstant case, even though those cases did not cite Arrowsnmth v.

Conm ssi oner, supra, and were decided using the open transaction

doctrine. W disagree. Wile simlarities may exi st between
rel ati on-back cases and open transacti on cases, they nonethel ess
i nvol ve different principles, and we sinply cannot rely on cases
t hat were deci ded based on the open transaction doctrine in
order to decide a case that, neither party disputes, involved a
cl osed transacti on.

Petitioner acquired the Read-Rite shares at a set price
whi ch was not at all dependent on what it subsequently obtai ned
fromunrelated third parties upon the sale of the restricted
shares. Petitioner did not introduce any evidence that Conner
Mal aysi a and Read-Rite intended the asset price to be determ ned
after the Read-Rite shares were sold or the restrictions | apsed.

The fact that Conner Mal aysia assuned the risk that it was
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selling its assets in exchange for stock that could be worthless
by the time Conner Mal aysia was free to dispose of it does not
change the fact that any such decrease in the value of the
shares was unrelated to the asset sale. Furthernore, the
restrictions addressed the ability of Conner Malaysia to trade
the Read-R te shares and did not specifically prohibit Conner

Mal aysia from pl edging the shares as col |l ateral or borrow ng
agai nst the shares during the | ockup period. Thus, despite the
restrictions, it was possible for Conner Malaysia to realize
value fromthe Read-Rite shares during the restricted period,
and any such val ue woul d be separate and i ndependent fromthe
asset sal e.

In short, Conner Malaysia s receipt of the Read-Rite shares
in exchange for its assets represents a transaction that is not
part and parcel of Conner Ml aysia s subsequent sale of such
shares. The facts sinply do not denonstrate the requisite |ink
bet ween the receipt of the Read-Rite shares and the subsequent
sal e of those shares necessary to apply the rel ation-back

doctrine. 1

10 Respondent stresses that the rel ation-back doctrine has
never been applied in the subpart F setting. W note that our
conclusion that the relation-back doctrine is not applicable in
the instant case does not necessarily bar the use of the
rel ati on-back doctrine in other situations within the subpart F
ar ena.
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In light of the foregoing and considering the facts of this
case, we hold that the rel ation-back doctrine established in

Arrowsmith v. Comm ssioner, supra, does not apply for purposes

of characterizing Conner Malaysia s gain on the sale of the
Read-Rite stock. Accordingly, petitioner’s gain on the sale of
the Read-Rite stock constitutes FPHCI

We have considered the parties’ renaining argunents and
find themeither irrelevant or unnecessary for resolving the
parties’ controversy. To reflect the foregoing,

An order will be issued denyi ng

petitioner’'s notion for partial sunmmary

j udgnent and granting respondent’s

nmotion for partial summary judgnent.




