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Fis a foreign corporation. P, a U'S. subsidiary
of F, is a filmprocessing conpany. On its anended
1992 and 1993 Federal inconme tax returns, P clained
sec. 165, I.R C, loss deductions relating to the
all eged termnation of three custoner rel ationships.

In 1988, S1, a U K subsidiary of F, lent £29, 498, 525
(i.e., the equivalent of $50 mllion) to S2, a
subsidiary of P. 1n 1996, S2 and S3 (i.e., another
subsidiary of P), entered into a note assunption
agreenent, which provided that S3 would assune S2’s
obligations relating to the 1988 | oan. Because of the
favorabl e currency exchange rates (i.e., between the
dollar and the pound), at the tine of the assunption,
S2 could have repaid S1 with $45,811, 209 i nstead of $50
mllion. As a result, S2 realized $4,188,791 in
forei gn exchange gain when its obligations were
assunmed. On its 1996 consolidated return, P reported
the interest expense paid by S3 to S1 and deferred the
forei gn exchange gain relating to the interconpany
transaction between S2 and S3. R determ ned that P was
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not entitled to the sec. 165, |I.R C, |oss deductions,
i nterest expense deduction, or deferral of foreign
exchange gai n.

1. Held: P did not establish that it had a tax basis
in each of the three term nated rel ati onshi ps and,

thus, is not entitled to deduct | osses related to these
rel ati onshi ps.

2. Hel d, further, R s section 482, |I.R C.
adjustnents, relating to the interconpany transaction,
are arbitrary and capri ci ous.

3. Hel d, further, the econom ¢ substance doctrine is
i nappl i cabl e.

4. Hel d, further, pursuant to sec. 1.1502-13, I|ncone
Tax Regs., Pis entitled to defer foreign exchange gain
relating to the interconpany transaction between S2 and
S3.

WlliamE. Bonano, Richard E. Ni el sen, and Anni e Huang

(specially recogni zed), for petitioners.

James P. Thurston, Kevin G Croke, and Usha Ravi, for

respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FOLEY, Judge: The issues for decision are whether:

(1) Petitioners’! clained | osses relating to custoner

1 Al references to petitioners are to O aynont
| nvestnents, Inc., and its consolidated subsidiaries. Al
references to petitioner are to Caynont |nvestnents, Inc.
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rel ati onshi ps are deductible pursuant to section 165;2 (2)
petitioners’ arms-length | oan may, pursuant to section 482, be
recast as a new |loan to reflect the interest rate at the tinme of
t he subsequent assunption of the arnmis-length | oan; and (3)
petitioners are allowed to defer recognizing foreign exchange
gain relating to 1996

FI NDI NGS OF FACT

The Techni col or Acqui sition

Carlton Comrunications Plc (Carlton), a United Ki ngdom (UK)
corporation, is the parent conpany of petitioner, Col orado
Acqui sition Corp., and Techni col or Hol dings, Ltd. (Holdings).?
Petitioner and Col orado Acquisition Corp. are U S. corporations,
and Holdings is a U K. corporation. Carlton International Corp.
(A C and Carlton International Holdings, Inc. (CIH ), are wholly
owned U.S. subsidiaries of petitioner.

On Cctober 7, 1988 (the acquisition date), Col orado
Acqui sition Corp. acquired fromthe Revlon Goup, Inc., all the

stock of Techni col or Hol dings, Inc. (Technicolor).* The parties

2 Unless otherwise indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.

3 Holdings was fornerly known as Col orado Hol di ngs, Ltd.
4 As a result of several internal reorgani zations of

Carlton’s donestic subsidiaries during the years in issue,
petitioner acquired the stock of Technicol or.
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to the acquisition jointly elected, pursuant to section
338(h)(10), to treat the acquisition of the stock as an asset
acquisition. At the tinme of the acquisition, Technicolor’s
primary activities were film processing and vi deocassette
duplication. The filmdivision provided film processing and
related services to mgjor filmstudios. The videocassette
duplication division manufactured prerecorded vi deocassettes for
home vi deo and nont heatrical markets.

Techni color, a leading filmprocessing conpany, had an
experi enced managenent team sophisticated equi pnent, and
proximty to the studios’ filmng locations. In addition,
personal relationships, between Technicolor’s and the major film
studi os’ executives, facilitated client devel opnent and
retention.

The film processi ng market was extrenely conpetitive, and
maj or studi os used their strong bargai ning power to negotiate
| arge up-front paynents (e.g., Technicolor made a $65 mllion
paynent to renew a contract wwth Walt Di sney Pictures), vol une
di scounts, “nost-favored-nation” provisions,® and ot her
contractual concessions fromfilm processing conpani es.

Techni color’s nmaj or conpetitors were Del uxe Laboratories, Inc.

5> Most-favored-nation provisions ensured that a custoner
woul d get the sanme pricing as any other custoner ordering the
sane vol une of services.
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(Del uxe); Metrocolor; and CFl, a division of Republic Pictures
Cor p.

A. The Preacquisition Review

Prior to the acquisition, Carlton hired Coopers & Lybrand
(C&L) to value Technicolor’s assets. C&L allocated, pursuant to
section 1.338(b)-2T, Tenporary Incone Tax Regs., 51 Fed. Reg.
3591 (Jan. 29, 1986), in effect during 1988, $619, 194, 000 of the
proposed purchase price to the basis of Technicolor’s assets.
Section 1.338(b)-2T, Tenporary Incone Tax Regs., supra, required
that acquired assets be divided into four classes. Cass |
assets are cash and cash equivalents. Cass Il assets are

certain liquid tangi ble assets including readily marketable

securities. Cass Ill assets are all assets other than those in
classes I, Il, and IV. Cass |V assets are intangi ble assets
(i.e., in the nature of goodw Il and goi ng concern val ue) not
allocated to class I, Il, or Ill. The basis allocated to each

successive class is based on the fair market value (FW) of a
conpany’ s assets.

Because there were no class | or Il assets, C&L all ocated
the basis attributable to Technicolor’s assets first to class
I11. dass Ill consisted of Technicolor’s tangi bl e assets,
current assets (e.g., accounts receivable), investnents in
subsidiaries, and anortizable intangibles. C& then all ocated

the remaining basis to class IV.
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B. Techni color’s Custoner Rel ati onshi ps

In 1986, Paranount Pictures Corp. (Paranount), a
noncontractual custonmer of Technicol or since 1923, entered into
its first contract wth Technicolor. Under this contract,
Techni col or received one-half of Paramount’s fil m processing
busi ness. I n 1987, Technicol or becanme Paranmount’s exclusive film
processor. |In 1992, after the expiration of its contract with
Techni col or, Paranount entered into a contract w th Del uxe.

After Paramount signed with Deluxe, it continued to do business
wi th Techni col or under an exception to an exclusivity provision
(1.e., a contractual provision in which a custoner agrees to
purchase a particul ar product or service fromonly one conpany)
in Paranount’s contract wth Del uxe.

Met r o- Gol dwyn- Mayer/ United Artists (MaM UA) becane a
Techni col or custoner in 1924. |In 1987, MGMUA split its film
processi ng work between Techni col or and Del uxe and becane a
significant noncontractual custoner of Technicolor. At the tinme
of the acquisition, Technicolor did not have a fil m processing
contract wwth MGM UA. In addition, the preacquisition reviewdid
not project 1989 revenues relating to MGM UA. In 1991, MaMV UA
entered into a contract wth Deluxe, but continued to do business
wi th Techni col or.

On Cctober 21, 1988, Managenent Co. Entertai nment G oup

Inc. (MCEG, a newy forned i ndependent film production conpany,
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entered into a filmprocessing contract with Techni col or.
Technicolor lent MCEG $5.5 million to induce MCEGto enter into
the contract. Because of concerns about MCEG s | ong-term
viability, Technicolor secured the loan with video distribution
royalty rights fromfour MCEG filnms. |If the distribution
royalties were insufficient, MCEG was obligated to repay the | oan
by October 31, 1991 (1988 loan). Technicolor’s sales plan, dated
Cctober 18, 1988, for fiscal year 1989, did not list MCEG as a
custoner. On Cctober 31, 1990, MCEG was placed into involuntary
bankruptcy, and on March 19, 1992, the U S. Bankruptcy Court
approved MCEG s chapter 11 reorganization plan. The successor
entity, MCEG Sterling, Inc., did not continue doing business with
Techni col or.

C. The 1989 Asset Val uation

On June 23, 1989, C&L prepared a valuation report (1989
Val uation) that determ ned the FW of Technicolor’s assets for
pur poses of allocating the purchase price to those assets. C&L
di vided the acquired assets into four classes, discussed supra in
section I.A. Cass IlIl included Technicol or’s custoner
relationships. C&L determ ned the value of the relationships by
conputing the present value of the net realizabl e earnings that
t hese assets would generate over their remaining lives. The
remaining lives were determ ned by adding a 3-year projected

extension to each relationship’s term nation date. The remaining
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lives for the Paramount, MAM UA, and MCEG rel ati onshi ps were
6.25, 6.33, and 6.08 years, respectively. Beginning in 1989,
Techni col or cl aimed anortization deductions based on the val ues
C&L determ ned for the Paranount, MCEG and MAM UA rel ationshi ps.
Petitioners, on their 1992 tax return, deducted the renaining
adj usted basis of the Paranmount relationship. Simlarly, on
their 1993 tax return, petitioners deducted the remaining
adj ust ed bases of the MGV UA and MCEG rel ati onshi ps.

D. The d osi ng Agr eenent

During the exam nation of petitioners’ 1988 through 1992
returns, respondent chall enged the bases and |lives ascribed to
the rel ationships. The parties resolved the valuation dispute
under the Intangibles Settlenent Initiative Program 1In a
cl osing agreenent (i.e., executed on Septenber 16, 1994, by
petitioners and April 29, 1997, by respondent) the parties agreed
to reduce the bases of the relationships by 15 percent wth no
adjustnment to the remaining lives as determned in the 1989
Valuation. In addition, the parties agreed that the basis
anounts allocated to the class IV nonanortizabl e intangible
assets woul d be increased by $36, 458, 000.

E. The 1994 Goodwi || Val uati on

In a letter dated Septenber 30, 1994 (1994 Val uation), C&L
determ ned the value of filmcustoner relationships acquired in

the purchase of Technicolor. |In preparing the 1994 Val uati on,
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C&L relied on the 1989 Valuation and the preacquisition review.
C&L determ ned a total value of the custoner rel ationships using
a capitalization of earnings approach. It further determ ned
that the appropriate earnings streamto a potential acquirer of
these rel ati onshi ps woul d be the after-tax earni ngs generated by
each relationship projected into perpetuity. Thus, it assigned
value to the portions of the relationshi ps extendi ng beyond the
initial periods Technicolor attributed to the relationships. 1In
both the 1989 and 1994 val uations, C&L used projected annual
pretax earnings to value the Paranount, MCEG and MAM UA cust oner
rel ati onships. After it valued the custoner rel ationships, C&L
subtracted the value of the custonmer relationships (i.e., as
nodi fied by the closing agreenent) and determ ned that the val ues
of the Paranount, MCEG and MGM UA custoner rel ationships were
$27, 496, 000, $5, 569, 000, and $2, 698, 000, respectively.

On July 7, 1997, petitioners filed anended tax returns
relating to fiscal years endi ng Septenber 30, 1992 and 1993, and
cl ai mred deductions based on the 1994 Valuation. On their anended
return for 1992, petitioners reported a $27, 496, 000 | oss
deduction attributable to the alleged term nation of the
Paranount relationship.® Simlarly, on their amended return

relating to 1993, petitioners reported a $5, 569, 000 | oss

6 The $27, 496, 000 clained | oss contributed to a net
operating loss that petitioners carried forward and deducted in
the fiscal years ending Sept. 30, 1993 and 1994.
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deduction attributable to the alleged termnation of the MCEG
rel ati onship and a $2, 698,000 | oss deduction attributable to the
all eged termnation of the MGM UA rel ationship.’

1. Loan Assunption and Forei gn Exchange Gain Deferral

On Cctober 7, 1988, Holdings and CIC entered into a note
purchase agreenment (Hol dings/ClC transaction). The agreenent
provi ded that Hol dings would lend CI C £29, 498,525 (i.e., the
equi val ent of $50 million) in exchange for a prom ssory note
(note). The note had a 10-year term and required interest
paynments cal cul ated at an 11.5-percent rate, conpounded seni -
annual |y and payabl e annually. Al principal and accrued and
unpaid interest were due on October 7, 1998, but the principal
could be repaid at any tine w thout penalty.

In 1996, Carlton’s board of directors decided to acquire RSA
Advertising, Ltd. (RSA), and C nema Media, Ltd., a subsidiary of
RSA. A portion of this acquisition wuld be funded with funds
fromCH. On June 28, 1996, CIC and CIH entered into a note
assunption agreenent (CIC/ CIH transaction). This agreenent
provi ded that CIC would pay CIH $49, 784,881 in exchange for
CIH s assunption of CIC s obligations to Holdings. The

$49, 784, 881 was the anobunt necessary to pay off the outstanding

" In a third amendnent to petition, petitioner, in the
alternative, contends that the loss relating to MCEG is properly
deducti ble for the year ending Sept. 30, 1992, 1993, or 1995.
Wth respect to MGM UA, petitioner contends that the loss is
properly deductible for the year ending Sept. 30, 1992.
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princi pal and accrued interest due on the note (i.e., principal
of £29, 498,525, then equivalent to $45,811, 209, and accrued
interest of $3,973,672). The note assunption agreenent further
provided that CIC remained |iable to Hol dings but had recourse
against CIH if CIH defaulted. CIH perfornmed all of its duties
pursuant to the ternms of the agreenent. Holdings was not a party
to the agreenent.

The dol |l ar gained value relative to the pound fromthe date
Hol di ngs and CI C executed the note (i.e., on October 7, 1988, $1
was equi valent to £.59050) to the date CIH assuned the note from
CIC (i.e., on June 28, 1996, $1 was equivalent to £.6460). On
the latter date, CIC realized a $4,188, 791 forei gn exchange gain
(i.e., on June 28, 1996, ClIC could have repaid the principal
bal ance of £29, 498,525 with $45,811, 209 rather than $50 mllion).
Petitioners, on their 1996 consolidated return, which included
CIC and CIH, reported the foreign exchange gain and, pursuant to
section 1.1502-13, Incone Tax Regs., deferred recognition of the
gain as an interconpany transaction (i.e., a transaction between
corporations that are nenbers of the sane consolidated group).

On June 2, 1999, and August 30, 2000, respondent issued
notices of deficiency to petitioners relating to tax years endi ng
Sept enber 30, 1993, 1994, and 1995,8% and 1996, respectively, and

determ ned the follow ng deficiencies in Federal incone taxes:

8 The 1995 taxable year is no |longer at issue.
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Year Defi ci ency
1993 $4, 196, 196
1994 2,626,712
1995 307, 496
1996 34, 839, 469

In the August 30, 2000, notice of deficiency, respondent,
pursuant to section 482, nade adjustnents to reflect the arm s-
length interest rate applicable at the tinme of the assunption and
determ ned that petitioners should recognize the foreign exchange
gain realized in 1996. On Novenber 6, 2000, the Court granted
the parties’ joint notion to consolidate docket Nos. 14384-99
(i.e., relating to 1993 through 1995) and 9129-00 (i.e., relating
to 1996) for purposes of trial, briefing, and opinion. In
respondent’ s anendnent to answer in docket No. 9129-00, filed
July 16, 2002, respondent asserted the econom c substance
doctrine as an alternative theory in support of his determ nation
that the assunption agreenment between CIC and CIH shoul d be
restructured.

Petitioner’s principal place of business was C aynont,
Del aware, at the tinme the petition was fil ed.

OPI NI ON

The Val uati on of Custoner Rel ati onshi ps

Section 165(a) allows a deduction for a business | oss
sustai ned during a year where the loss is not conpensated for by

i nsurance or otherw se. The anmount of a deduction pursuant to
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section 165(a) is limted to the taxpayer’s adjusted tax basis in
the asset lost. Sec. 165(b).

Petitioners contend that, pursuant to section 165, they are
entitled to deduct the |osses attributable to their custoner
rel ati onshi ps with Paranmount, M3V UA, and MCEG because the
rel ati onships were irrevocably | ost when Paranmount and MGM UA
executed fil mprocessing contracts with Del uxe and MCEG went
bankrupt. Respondent contends that petitioners have not
accurately established their adjusted tax bases in the
rel ati onshi ps.

Petitioners’ expert determned that imrediately prior to the
Techni col or acquisition the total value of the Paranmount, M3V UA,
and MCEG rel ati onshi ps was $23,882,000.° 1In determning the
val ue of the rel ationships, he assuned that each relationship
woul d continue in perpetuity. He asserted that his assunption
was based on Carlton’s expectation at the tinme of the acquisition
and stated that “it is reasonable and likely, that Carlton’s
managenent in review ng the acquisition, would have assuned t hat
the historical patterns of long-termclient relationships would

be expected to continue.” W disagree.

® Petitioners, in accordance with their expert’s analysis,
reduced the value attributable to the Paranount, MaM UA, and MCEG
customer rel ationships from $27, 496, 000, $2, 698, 000, and
$5, 569,000 (i.e., the ampbunts calculated in the 1994 Val uation
and clainmed on petitioners’ amended 1992 and 1993 returns) to
$18, 328, 000, $1, 814,000, and $3, 740, 000, respectively.
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In the 1980s, the filmprocessing industry becane extrenely
conpetitive, and studios were readily changing film processing
conpani es and negotiating |lower prices, large up-front incentive
paynments, and nost-favored-nation provisions. As a result,
Techni col or was experiencing a high rate of client turnover. In
fact, only 2 of Technicolor’s 12 major contractual custoners in
1983 was a custonmer on the acquisition date. Carlton’s
expectation that MCEG M3aM UA, and Paranount would remain
custoners in perpetuity is unreasonable and not supported by the
evi dence.

Wth respect to MCEG petitioners’ expectation is
unr easonabl e because MCEG did not, prior to the acquisition date,
have a contractual relationship with, or generate any incone for,
Techni color. Mreover, MCEG had no track record, a dubious
future, and no film processing history with Technicol or or any
other film processing conpanies. |Indeed, Technicol or had
concerns about MCEG s long-termviability (i.e., subsequently
val idated by MCEG s 1992 bankruptcy) and required MCEG to
collateralize the 1988 | oan. Thus, petitioners failed to
establish a value relating to the MCEG rel ati onship. See Rule

142(a) (1); Newark Mrning Ledger Co. v. United States, 507 U. S

546, 566 (1993).
Simlarly, petitioners’ expectation, that MaJV UA and

Par amount woul d renmai n custoners in perpetuity, was unreasonabl e.
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Bernard Cragg, Carlton’s finance director, testified that at the
time Carlton agreed to the purchase price of the acquisition, he
di d not know exactly how | ong Paranount or MGV UA would remain a
custoner, and that Carlton did not have detailed information
relating to Technicolor custoners. |In addition, with respect to
MGM UA, docunents contenporaneous with the acquisition stated
that Technicolor’s relationship with MaM UA was “uncertain”. For
exanpl e, the disclosure schedule to the stock purchase agreenent
and the preacquisition review stated that “MGM UA is a conpany in
a state of change”, “Technicolor has no witten agreement with
MEM UA", and “it is unclear whether Technicolor will receive any
business from MaM UA at all in the future.” Furthernore, wth
respect to Paramount, although it had a history of doing business
with Technicolor at the time of the acquisition, it had been a
contractual custoner for less than 2 years. At trial, Earl
Lestz, president of Paranount’s Studio Goup, testified that
Par anount never gave Technicolor or Carlton any reason to expect
t hat Paramount woul d renmain a custoner for any extended period of
time. M. Lestz's testinony, the conpetitive nature of the film
processi ng market, and Technicolor’s high client turnover rate
before the acquisition, establish that Carlton’s expectation of a
permanent rel ationship wi th Paranmunt was not reasonabl e.

In short, petitioners did not establish tax bases with

respect to the custoner relationships with MCEG Paranount, and
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MEVI UA. See Newark Morning Ledger Co. v. United States, supra at

566; Capital Blue Cross & Subs. v. Comm ssioner, 122 T.C 224,

248 (2004). Moreover, we are unable to ascribe to any of the
relationships a limted useful life of a specific duration. Cf

Capital Blue Cross & Subs. v. Conm ssioner, supra at 255-257.

Accordi ngly, we sustain respondent’s determ nations disall ow ng
petitioners’ clainmed deductions.

1. Tax Consequences of the Loan Assunption

Respondent, relying on section 482, contends that the
CIC CH transaction was not arnms |length and shoul d be:

recast * * * [as] a paynent by CIC of $49, 784,881 to

Hol dings to fully extinguish its debt foll owed by a new

loan fromHoldings to CIH in the sane anount at the

arms length rate of 8% The excess 3.5% interest paid
by CITH to Hol dings should be disallowed as a deduction
and deened distributed by CIH to Petitioner and by

Petitioner to Carlton followed by a constructive

contribution of this anmount by Carlton to Hol di ngs.

Under section 482, the Comm ssioner has the authority to
reall ocate i nconme anong nenbers of a controlled group where a
control |l ed taxpayer’s taxable incone is not equal to what it
woul d have been had the taxpayer been dealing at armis |ength
with an uncontroll ed taxpayer. Sec. 1.482-1(f)(1), Incone Tax
Regs. [|f the Comm ssioner, however, abuses his discretion and
makes a determ nation that is arbitrary, capricious, or
unreasonabl e, that determnation will not be sustained. See

Seagate Tech., Inc. v. Conm ssioner, 102 T.C 149, 164 (1994);
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Bausch & Lonb, Inc. v. Comm ssioner, 92 T.C 525, 582 (1989),

affd. 933 F.2d 1084 (2d Gir. 1991).

A. The Applicability of Section 1.482-2(a)(1), |Incone Tax
Regs., to the Holdings/Cd C Transaction or G C/ClH
Tr ansacti on

Section 482 allows the Conm ssioner to nmake adjustnents to
reflect an arms-length rate of interest “Were one nenber of a
group of controlled entities makes a | oan or advance * * * or
ot herwi se becones a creditor of, another nenber of such group and
* * * charges interest at a rate which is not equal to an arnms
length rate of interest”. Sec. 1.482-2(a)(1)(i), Incone Tax

Regs.; Latham Park Manor, Inc. v. Conm ssioner, 69 T.C 199, 210-

211 (1977), affd. w thout published opinion 618 F.2d 100 (4th
Cir. 1980).

Section 1.482-1(i)(7), Inconme Tax Regs., broadly defines a
transaction as “any sale, assignnent, |ease, |license, |oan,
advance, contribution, or any other transfer of any interest in
or aright to use any property * * * or noney”. Because the
Hol di ngs/ ClI C transaction was a loan and CIC/ CIH transaction
involved a transfer of an “interest in or aright to use * * *
nmoney”, both transactions neet that definition. The Holdings/CC
and CIC CIH transactions, however, are separate transactions.
The CIC CH transaction was entered into 8 years after the
Hol di ngs/ ClI C transaction, and there is no evidence that this

transacti on was under consideration at the tine Holdings |lent the
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$50 million to CIC.  Thus, the Holdings/CIC transaction and the
CIC CH transaction nmust be anal yzed separately. See sec.
1.482-1(f)(2) (i), Incone Tax Regs. (stating transactions wll be
anal yzed on a transaction by transaction basis unless “such
transactions, taken as a whole, are so interrel ated that
consideration of nmultiple transactions is the nost reliable neans
of determning the armis |length consideration for the controlled
transactions”).

1. Hol di ngs/ Cl C Tr ansacti on

In 1988, Hol dings |lent £29,498,525 (i.e., $50 mllion) to
CIC at an 11.5-percent interest rate. Both parties agree that,
at the time of the loan, 11.5 percent was an armi s-length
interest rate. Thus, section 1.482-2(a)(1), Incone Tax Regs., is
i napplicable to the Hol dings/Cl C transacti on.

2. C C/CH Transaction

CIC and CIH, petitioner’s subsidiaries, are nenbers of the
sane consolidated group. In 1996, CIC and CIH executed an
assunption agreenent in which CIH agreed to assune all of CIC s
obligations, pursuant to the note, in exchange for $49, 784, 881.
Both parties agree that, at the tinme of the transfer, CIH could
have borrowed the $49, 784,881 at an armis-length rate of 8,
rather than the 11.5, percent. Pursuant to the assunption
agreenent, if CIH failed to make any of its paynents, ClC was

entitled to seek |l egal recourse against CIH . Section 1.482-
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2(a)(1), Incone Tax Regs., is applicable to the CICCH
transacti on because CI C becane a creditor of CIH and the 11.5-
percent interest rate was not arms length. Del. Code Ann. tit.
6, sec. 1301(3) and (4) (2005 (a creditor is defined as a person
who has a right to paynent).

Respondent cites section 1.482-1(d)(3)(ii)(B) and
(f)(2)(ii), Inconme Tax Regs., as authority for restructuring the
transfer between CIC and CIH as a new | oan between Hol di ngs and
CIH . Section 1.482-1(d)(3)(ii)(B), Income Tax Regs., states:

The contractual terns, * * * agreed to in witing * * *

W ll be respected if such terns are consistent with the

econom ¢ substance of the underlying transactions. In

eval uati ng econom ¢ substance, greatest weight will be

given to the actual conduct of the parties, and the

respective legal rights of the parties * * *. |If the
contractual terns are inconsistent with the economc
substance of the underlying transaction, the district
director may disregard such terns and inpute terns that

are consistent wth the econom c substance of the

transacti on.

Respondent contends that the terns of the transaction are
inconsistent wwth the transaction’s econom c substance.
Respondent further contends that arm s-length parties woul d not
have entered into this transaction because the market rate of
interest was 8 percent at the tinme of the assunption. As a
result, respondent recast the CIC CIH transaction as a repaynent
by CIC to Holdings of the $49, 784,881 foll owed by a new | oan from

Hol dings to CIH at an 8-percent interest rate. Respondent

further asserts that the excess 3.5 percent interest paid to
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Hol di ngs by CIH nust be redistributed as a “deened * * *
[distribution] by CIH to Petitioner and by Petitioner to Carlton
foll owed by a constructive contribution of this anmount by Carlton
to Holdings.” W disagree for reasons set forth bel ow

First, the interest rate Hol dings charged CIC was arm s
Il ength and, as a result, section 1.482-2(a)(1), Incone Tax Regs.,
is not applicable to the Hol dings/ClC transaction. Because the
Hol dings/CIC and CIC/ CIH transactions are separate transactions,
respondent may neke reall ocations only between CI C and ClHI
Respondent, however, seeks to consolidate and recast both
transactions as a repaynent of the |oan between Hol dings and CI C
foll owed by a new | oan between Hol dings and CIH, thus triggering
the recognition of foreign exchange gain by Cl C

Second, respondent was not authorized, pursuant to section
1.482-1(d)(3)(ii)(B), Income Tax Regs., to recast the
Hol dings/CIC and CIC CIH transactions because these transactions
had econom ¢ substance. Respondent does not contend that the
Hol di ngs/ ClI C transacti on | acked econom ¢ substance. Mbreover,
CICs and CIH s conduct established that the terns of their
agreenent were consistent with the econom c substance of the
underlying transaction. See sec. 1.482-1(d)(3)(ii)(B), Incone
Tax Regs. |In 1996, Carlton contenplated various financing
options to acquire RSA and C nema Media, Ltd. One of those

options was to fund a part of the acquisition internally with
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funds fromClH. On June 28, 1996, CIC and CIH signed an
assunption agreenent in which CIC agreed to transfer $49, 784, 881
to CTH in exchange for CIH’'s assunming all of its obligations
relating to the note. Subsequent to the agreenent, CIC
transferred the $49,784,881 to CIH, and CIH began naking
paynments pursuant to the terns of the agreenent. Although the
note provided that the principal and accrued interest were not
due until QOctober 7, 1998, CIH paid the note in full on Novenber
17, 1997. From June 28, 1996, through Novenber 17, 1997, CH
performed all of its duties pursuant to the ternms of the
agreenent. Had CIH not performed all of its duties, CIC had a
legal right to enforce the terns of the agreenent. Furthernore,
petitioners were aware that by del ayi ng repaynent of the note
they coul d take advantage of the favorable fluctuations in the
currency exchange rates (i.e., the repaynent anmount could
continue to decrease if the dollar strengthened relative to the
pound). Petitioners raised, and respondent failed to adequately
refute, these factors. Accordingly, we conclude that the
contractual ternms were consistent with the econom ¢ substance of
t he transacti on.

Finally, because the transaction had econom c substance,
section 1.482-1(f), Income Tax Regs., prohibits respondent from

restructuring the ternms as if his alternative had been adopted by
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petitioners. Mre specifically, section 1.482-1(f)(2)(ii),

| ncone Tax Regs., provides:

the district director will evaluate the results of a
transaction as actually structured by the taxpayer

unl ess its structure |acks econom c substance.

However, the district director may consider the
alternatives available to the taxpayer in determ ning
whet her the terns of the controlled transaction woul d
be acceptable to an uncontrolled taxpayer faced with
the sanme alternatives and operati ng under conparabl e
circunstances. In such cases, the district director
may adj ust the consideration charged in the controlled
transacti on based on the cost or profit of an
alternative as adjusted to account for materi al

di fferences between the alternative and the controlled
transaction, but will not restructure the transaction
as if the alternative had been adopted by the taxpayer.
* * * [ Enphasis added. ]

Wi | e respondent was not authorized to restructure the

transaction as if petitioners had adopted his proposed

alternative, he could have adjusted the terns of the CIC/CIH
transaction (e.g., reduced the interest rate). [d. Instead,

respondent seeks to collapse two separate transactions (i.e.,

t he

Hol dings/CIC and CIC/CIH transactions), which were 8 years apart

in execution, and create a contractual relationship (i.e.,

bet ween Hol dings and CIH) that never existed. Accordingly, we

concl ude that respondent exceeded his section 482 grant of
authority, and his determnation is arbitrary and capri ci ous.

B. The Econom ¢ Substance Doctrine Is | napplicable

In the alternative, respondent contends that the econom c

subst ance doctrine is applicable because “the transaction was

structured * * * solely to generate an inflated interest
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deduction and defer recognition by Petitioner of a currency
exchange gain.” Respondent further contends that the CIC CH
transaction should be restructured because it had no objective
econom ¢ consequences. Respondent concedes that his economc
substance contention is a new matter and, as a result, he bears
t he burden of proof. W conclude that respondent has failed to
carry his burden and that the econom c substance doctrine is
i nappl i cabl e.

In determ ning whether the CIC CIH transaction has
sufficient econom c substance for tax purposes, the Court nust
consi der both the objective econom ¢ substance and the subjective
busi ness notivation behind the transaction. See |RS v. CM

Hol dings, Inc., 301 F.3d 96, 102-103 (3d Gr. 2002). |If the

transacti on has no substance other than to create deductions, it

must be disregarded for tax purposes. See United States v.

Véxler, 31 F.3d 117, 122 (3d Gir. 1994).

There is no credible evidence that the Hol ding/Cl C and
CIC/ CIH transactions were designed solely for the reduction of
taxes or that the above-market interest rate al one would have
precluded an arm s-length party fromentering into a simlar
transaction. Indeed, petitioners had i ndependent and legitimte
busi ness purposes for the CIC/ CIH transaction. As previously
di scussed in section I1.A 2, Carlton decided to fund a portion of

the RSA and C nema Media, Ltd. acquisition with funds fromCH
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and wanted to delay repaynent of the note to take advantage of
the favorable fluctuations in the currency exchange rates.
Respondent failed to adequately refute either purpose. See Frank

Lyon Co. v. United States, 435 U S. 561, 583-584 (1978) (genuine

mul ti ple-party transactions wth econom ¢ substance conpell ed by
business realities, inmbued with tax-independent considerations,
and shaped not solely by tax avoi dance features shoul d be

respected for tax purposes); IRS v. CM Holdings, Inc., supra at

102-103.

C. Deferral of Forei gn Exchange Gin

Section 1.1502-13(a)(2), Income Tax Regs., provides that
menbers of a consolidated group can generally defer the
recognition of gain relating to interconpany transactions until
entering into a transaction with a nonnenber. In 1996, C C could
have retired the note by payi ng $49, 784,881 to Hol di ngs. Upon
repaynment of the note, CI C would have recogni zed a $4, 188, 791
forei gn exchange gain (i.e., on June 28, 1996, CIC could have
repaid the principal bal ance of £29, 498,525 with $45, 811, 209
rather than $50 mllion). See sec. 988(a). This gain, however,
was deferred, until 1997, as a result of the CCCCH
transaction. Consistent with our hol ding, respondent was not
aut hori zed, pursuant to section 482 or the econom c substance
doctrine, to restructure the assunption as the repaynent of the

loan by CIC, a nenber of petitioner’s consolidated group, to
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Hol di ngs, a nonnenber, followed by a new |l oan from Hol dings to
CIH . Because there was an interconpany transaction between C C
and CIH, pursuant to section 1.1502-13(b)(1)(i), Inconme Tax
Regs., petitioners were entitled to the deferral of foreign
exchange gai n.

Contenti ons we have not addressed are irrelevant, noot, or
meritless.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




