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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned to inpose a
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$1, 000, 819! accuracy-rel ated penalty under section 6662(a)? on
petitioner for its taxable year ended June 30, 1993. The only
i ssue for decision is whether petitioner is liable for that
penalty. W hold that it is.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

Petitioner is a Delaware corporation with its principal
office in Ontario, Canada.

At all relevant tinmes, petitioner, which was forned in 1986
as part of a reorganization and spinoff of Tandy Corporation, was
a hol ding conpany. At such tinmes, petitioner owned stock in
vari ous wholly owned foreign operating subsidiaries (petitioner’s
operating subsidiaries), including InterTAN Canada Ltd. (I TC), a
Canadi an corporation, InterTAN U K Limted (InterTAN U K ), and
| nter TAN Europe S. A (InterTAN Europe).

On May 22, 1990, petitioner, as guarantor, and |ITC, InterTAN
U K, and InterTAN Europe, as borrowers, entered into an agree-
ment entitled “REVOLVI NG CREDI T AND TERM LOAN AGREEMENT” (the
1990 bank agreenent) wth a syndicate of banks (bank syndicate),

as lenders. During a period of tinme not disclosed by the record,

Unl ess ot herwi se noted, currency ampbunts are denoninated in
United States dollars.

2All section references are to the Internal Revenue Code in
effect for the year at issue. Al Rule references are to the Tax
Court Rules of Practice and Procedure.
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t he bank syndicate extended a revolving credit facility (revol v-
ing credit facility) to certain of petitioner’s operating subsid-
iaries and extended a $40 mllion termloan (termloan) to its
operating subsidiary ITC. As of June 30, 1993, petitioner’s
operating subsidiaries were in default under the 1990 bank
agreenent, and fr76, 000,000 (approxi mately $14, 179, 000) under the
revolving credit facility and $40 million under the term| oan
were due and payable.?®

On June 25, 1992, petitioner executed a docunent entitled
“ GUARANTEE AND POSTPONEMENT OF CLAI M (guarantee and assi gnnment
agreenent). The guarantee and assi gnnent agreenent provided in
pertinent part:

FOR VALUABLE CONSI DERATI ON, recei pt hereof is
her eby acknow edged, the undersi gned and each of them
(if nore than one)!® hereby jointly and severally
guar antee(s) paynent on demand to Royal Bank of Canada
(hereinafter called the “Bank”) of all debts and |ia-
bilities, present or future, direct or indirect, abso-
lute or contingent, matured or not, at any tine ow ng
by Inter TAN Canada Ltd. (hereinafter called the “cus-
tomer”) [ITC] to the Bank or remaining unpaid by the
custoner to the Bank, heretofore or hereafter incurred
or arising and whether incurred by or arising from
agreenent or dealings between the Bank and the custoner
or by or from agreenent or dealings with any third
party by which the Bank may be or becone in any manner
what soever a creditor of the custonmer or however ot her-
W se incurred or arising anywhere wthin or outside the
country [ Canada] where this guarantee is executed and

3The record does not disclose whether petitioner was liable
as of June 30, 1993, as guarantor under the bank agreenent.

“Petitioner was the only signatory to the guarantee and
assi gnnent .
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whet her the custoner be bound al one or with anot her or
ot hers and whether as principal or surety (such debts
and liabilities being hereinafter called the “liabili-
ties”); the liability of the undersigned hereunder
being limted to the sumof Twenty-One MIIlion Canadi an
(C$21, 000, 000. 00) Dol lars [approxi mtely $16, 382, 100 on
June 30, 1993] together with interest * * *

AND THE UNDERSI GNED AND EACH OF THEM (1 F MORE THAN ONE)
HEREBY JO NTLY AND SEVERALLY AGREE(S) W TH THE BANK AS
FOLLOWS

* * * * * * *

(5) Al indebtedness and liability, present and fu-
ture, of the custonmer to the undersigned [petitioner]
or any of them are hereby assigned to the Bank and
postponed to the liabilities, and all noneys received
by the undersigned * * * shall be received in trust for
the Bank and forthwi th upon recei pt shall be paid over
to the Bank, the whole without in any way limting or

| essening the liability of the undersigned under the

f oregoi ng guarantee; and this assignnent and postpone-
ment is independent of the said guarantee and shal
remain in full effect notwi thstanding that the liabil-
ity of the undersigned or any of themunder the said
guarantee nmay be extinct. The term*“Liabilities”, as
previously defined, for purposes of the postponenent
feature provided by this agreenment, and this section in
particul ar, i1ncludes any funds advanced or held at the
di sposal of the custoner under any line(s) of credit.

At sonme point between July 1 and Cctober 22, 1992, it was
determ ned that petitioner’s anticipated Federal income tax (tax)
for its tax year ended June 30, 1993, would be approximtely $4.1
mllion. Petitioner retained Price Waterhouse to review its tax
pl anni ng options and to nmake recommendations to m nim ze peti -
tioner’s anticipated tax for that year (Price Waterhouse’'s review
and recomrendati on).

Steve WIf (M. WIf) was the Price Waterhouse partner
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responsi ble for Price Waterhouse' s revi ew and recomendati on.
Bruce Thorpe (M. Thorpe) was the senior manager assigned to
Price Waterhouse’ s review and recomendati on. Dale Bond (M.
Bond) was a senior associate assigned to Price Waterhouse’s
revi ew and recommendati on and worked under the supervision of M.
Thor pe. Dougl as Saunders (M. Saunders), who worked in Price
Wat er house’ s office in M ssissauga, Ontario (M ssissauga
office),® assisted M. Bond in Price Waterhouse's revi ew and
recommendation. M. Saunders continued to provide assistance in
Price Waterhouse’ s review and recomrendati on after he joi ned
petitioner in March 1993 as vice president and controller.®

As part of Price Waterhouse’s review and recommendati on,
Price Wat erhouse conducted a study of ITC s earnings and profits

(ITC s E&P study). |ITC s E&P study was necessary in order to

°I'n 1970, M. Saunders began working for Price Waterhouse as
a staff assistant inits Toronto office. He becane a staff
accountant in 1971, a senior staff accountant in 1973, a supervi-
sor in 1975, a manager in 1977, and a partner in 1980. After
becom ng a manager in 1977, M. Saunders transferred to Price
Wat er house’ s M ssi ssauga office. During his tenure at Price
WAt er house, M. Saunders was involved in dividend planning for
mul tinational clients. |In that role, M. Saunders revi ewed
proposed transactions of such clients in order to identify any
potential Canadi an tax issues, such as the Canadi an nonresi dent
wi t hhol di ng tax on dividends. M. Saunders did not provide any
advi ce about the United States tax consequences of any such
proposed transacti ons.

M. Saunders remained as vice president and controller of
petitioner until his retirenent. The record does not disclose
the precise date on which M. Saunders retired from petitioner.
As of the time of the trial in this case, M. Saunders was
wor king for petitioner under a three-year consulting arrangenent.
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determ ne whether | TC had sufficient earnings and profits to pay
a dividend to petitioner that would generate sufficient foreign
tax credits to mnimze petitioner’s anticipated tax liability
for its taxable year ended June 30, 1993. |ITC s E&P study was
very conpl ex and tinme-consum ng.’

On January 13, 1993, M. Bond prepared on behalf of M.
Thorpe a Price Waterhouse interoffice nmenorandum addressed to
Cul l en Duke of Price Waterhouse’s Houston office (January 13,
1993 interoffice nmenorandum regarding the viability of I1TC s
paying a dividend to petitioner. M. Thorpe reviewed and ap-
proved that nmenorandum The January 13, 1993 interoffice neno-
randum stated in pertinent part:

Qur planning idea involves paying another dividend from
I nter TAN Canada [I TC] to generate deened paid credits
that the U S. parent [petitioner] can use to offset the
tax on the Subpart F income. Since InterTAN Canada
w Il have a deficit in its post-1986 E&P pool, the
dividend will have to be paid out of pre-1987 E&P.

When a foreign corporation pays a dividend when there
is adeficit inits post-1986 E&P pool, Notice 87-54
requires the deficit be carried back to offset E&P in
pre-1987 years. |If InterTAN Canada’s deficit inits
post-1986 E&P pool is within a certain range, |InterTAN
Canada will be able to pay a small dividend out of 1985
E&P and bring up approximately $8 million of deened
paid foreign taxes. |If the deficit in the post-1986
E&P pool is too small, the effective tax rate on the
1985 E&P that remains after carryback of the deficit

The conplexity of ITC s E&P study related, inter alia, to a
deficit in ITC s post-1986 earnings and profits pool and certain
| osses of I TC that had been carried back to its prior taxable
years and had thereby created refunds. Such refunds conplicated
the calculation of ITC s post-1986 foreign i ncone taxes and post-
1986 undi stri buted earni ngs.
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will be too |low for the planning strategy to work. If
the deficit in the pool is too large, the carryback
will elimnate all of the 1985 E&P

Wth our current projections for the fiscal year 1993
| oss, the planning idea appears to be viable, but it
relies on taking a position that we feel is unclear.

| nt er TAN Canada has filed for a $17 mllion (Canadi an)
refund due to the carryback of the fiscal year 1992

| oss. W have accrued the refund as a receivable and

i ncreased the 1992 E&P for the amount of the refund.
Regul ati ons 81.905-3T di scusses adjustnents to the E&P
pool for refunds received. However, Revenue Ruling 64-
146 states that for purposes of paying dividends, a
refund due to the carryback of a net operating |oss

i ncreases the E&P of the |oss year. Relying upon
Revenue Ruling 64-146 and accruing the refund rel ated
to the 1992 loss will put the deficit in the post-1986
E&P pool at a level that will make the planning strat-
egy possible.

On April 22, 1993, M. Saunders, who was at that tine
petitioner’s vice president and corporate controller, had a
meeting (April 22, 1993 neeting) with M. WIlf, M. Thorpe, and
M. Bond. M. Thorpe prepared a witten summary of that neeting
dated April 22, 1993 (April 22, 1993 neeting sunmary). The Apri
22, 1993 neeting summary stated in pertinent part under the
headi ng “PLANNI NG | DEAS”:

Avoi d withhol ding tax in Canada by meki ng dividend a
repaynent of paid-in capital. W nust first create
sone paid-in capital. This can possibly be done by
having ITI [petitioner] contribute a $30 mllion note
* * * fromCanada [I TC] to Canada. Canada will then
pay the dividend and ITI will make another |oan to
Canada. The IRS shouldn’t really care because the U. S.
tax result is the sane as if the planning had not been
done. Doug will look into the Canadian tax issues. W
need to clear all this with MIC [Price Wterhouse’s

Mul ti-State Consulting group].

On June 15, 1993, M. Bond prepared on behalf of M. Thorpe
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a nmenorandum addressed to Keith Wettlaufer (M. Wettlaufer),
senior vice president of petitioner and of ITC for finance and
adm nistration (June 15, 1993 nenorandum. M. Thorpe revi ewed
and initialed that nmenorandum The June 15, 1993 nenorandum set
forth Price Waterhouse’s suggestions as to the steps necessary to
effect a dividend fromITC to petitioner that would avoid Cana-
di an withhol ding tax and generate sufficient foreign tax credits
to mnimze petitioner’s anticipated tax liability for its
t axabl e year ended June 30, 1993. The June 15, 1993 nenorandum
st at ed:

As you requested, this nmenmorandum outlines the steps we
feel are necessary to pay a dividend from I nterTAN
Canada Ltd (Canada) [ITC] to InterTAN, Inc. (ITIl)
[petitioner] and avoid the Canadi an w t hhol di ng t ax.

1. Prior to paying the dividend, Canada should
repay all or a portion of the note payable to
I TI.

2. | TI should then nmake a cash contribution to
Canada. The purpose of this step is to in-
crease Canada’'s paid in capital so the divi-
dend can be considered a return of capital
for Canadi an tax purposes. This step should
al so be conpleted prior to paying the divi-
dend.

3. Canada shoul d pay the dividend on or before
June 30, 1993.

4. During the 1st quarter of the next fiscal
year | Tl can nmake a new | oan t o Canada.

We feel that the steps outlined above are necessary to
hel p prevent the Internal Revenue Service fromreclas-
sifying the transaction as sonmething other than a

di vidend and disallowng ITI's deened paid foreign tax
credits associated with the dividend. W also feel
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that varying the dollar amounts involved in the various

steps by a significant amount (say $1 million) wll

hel p reduce exposure. The actual anmounts to be paid

W ll be determ ned after final projections are com

pleted. It is our understanding from previous conver-

sations with Doug Saunders that this transaction wll

avoi d the Canadi an wi t hhol di ng t ax.

On June 15, 1993, the June 15, 1993 nenorandum was sent by
facsimle to M. Wettlaufer. On June 24, 1993, a copy of the
June 15, 1993 nenorandum was sent by facsimle to M. Saunders
who was in Paris, France.

After review ng the June 15, 1993 nenorandum M. Saunders
suggested certain changes to the steps of the proposed transac-
tion outlined in that nmenorandum M. Saunders suggested that,
instead of contributing cash to I TC, petitioner should purchase
preferred stock fromITC and I TC shoul d redeem that preferred
stock. M. Saunders made that suggestion because he was con-
cerned that the contribution of cash described in the June 15,
1993 nenorandum woul d not result in paid-in capital for Canadian
wi t hhol di ng tax purposes. |In that event, the paynent of a
dividend by ITC to petitioner would have the undesirable result
of triggering the inposition of such a tax.

M. Bond prepared a nenorandumto petitioner’s tax file
dated June 28, 1993 (June 28, 1993 file nmenorandun). That
menor andum i ncor porated the suggestion made by M. Saunders to

avoi d inposition of the Canadian w thholding tax. The June 28,

1993 file nmenorandum stated in pertinent part:
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We have recomended to Doug Saunders that |nterTAN
Canada Ltd. (Canada) [ITC] pay a dividend of $20 m| -
lion (U.S.) to InterTAN, Inc. (ITl) [petitioner]. Qur
recomendati on was based upon a nunber of scenari os
regardi ng Canada’s current year |oss and the bal ance in
Canada’ s post-1986 pool of earnings and profits (E&P)
We have considered the dividend s consequences based
upon E&P cal cul ated under what we consider to be the
correct nethods as well as E&P cal cul ated consistently
with the nethods used in prior years, sonme of which we
believe to be inproper. Qur calcul ations and recomren-
dati on are based upon the Conpany’s best estimates of
incone (loss) for Canada and I TI available at this
tinme.

Wth a $20 mllion dividend from Canada, ITlI's U S. tax
for the fiscal year ending June 30, 1993 will be ap-
proximately $1.2 mllion. Wthout the dividend and the
benefit of the associ ated deened paid foreign tax
credits, ITI’s U S tax liability will be approximtely
$4.9 million. In the “best case” dividend scenario,

| TI will have approximately $3.3 mllion of excess
credits.

* * * * * * *

In order to avoid the Canadi an wi thhol ding tax, the
Conpany plans to structure the transaction as a return
of capital for Canadian tax purposes while still being
considered a dividend for U S. tax purposes. The
Conpany plans to take the foll ow ng action:

1. Canada will borrow $20 mllion (U.S.) from
t he bank and repay a portion of its debt owed

to ITI.

2. I TI will use the $20 mllion to purchase a
new cl ass of preferred stock issued by Can-
ada.

3. Canada will redeemthe preferred stock for

$20 million. It is inperative that this step
be acconplished before the end of the fiscal
year.

4. After the end of the fiscal year, ITI wll
make a new | oan to Canada.
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Doug Saunders believes this will permt the Conpany to
avoi d the Canadi an wi thhol ding tax since the transfer
of funds to the U S. should not constitute a dividend
for Canadi an tax purposes. \Wereas, the U S tax |aws
rely nore on substance, the Canadian tax laws rely
heavily on form

Sonetinme after June 15, 1993, and before June 28, 1993, M.
Bond prepared a nenorandumto petitioner’s tax file (M. Bond's
draft June 1993 file nmenorandum).® M. Bond' s draft June 1993
file menorandum which was not finalized until July 9, 1993,
stated in pertinent part:
During the fiscal year ending June 30, 1993, Canada
[ITC] will pay a dividend to ITI [petitioner]. It may
be possible to avoid Canadi an wi thhol ding tax on the
dividend if the paid-up capital of Canada can be in-
creased prior to the paynent of the dividend. |In order
to increase Canada’ s pai d-up capital before paying the
dividend the transaction will be acconplished according
to the foll ow ng steps:
1. Canada will repay the loan fromITI
2. I TI will recontribute the cash to Canada.

3. Canada wi || pay the dividend.

4. ITI will make a new | oan to Canada.
* * * * * * *
CONCLUSI ONS
1. The various steps involved in the transaction

shoul d be respected for U S. tax purposes. How
ever, it wll be beneficial to spread the steps
over time and vary the anmounts involved in each
st ep.

8. Saunders did not review M. Bond' s draft June 1993 file
menor andum prior to the trial in this case.
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1. The dividend from Canada is expected to nmake sig-
ni ficant deened paid foreign tax credits avail able
to ITI. Therefore, it is reasonable to expect the

IRS to review the transaction. Under the step
transaction doctrine, the RS may be able to chal -
| enge the validity of the dividend and the deened
paid foreign tax credits with two argunents.

The econom c situations of both ITI and Canada are
the sanme after transaction [sic] as they were
before the transaction. Canada has an obligation
due to ITI both before and after the transaction.
In addition, the cash ends up back in Canada after
| TI nmakes the new | oan. Therefore, the I RS may
attenpt to take a position stating that the entire
transaction is sinply a sham undertaken to gener-
ate deened paid foreign tax credits for ITI. To
the extent the anmobunts in each step of the trans-
action are conparable and the length of tinme | aps-
i ng between each step is short, the IRS wll be
able to build a better case for this position.

To gain a better understanding of the |ikelihood
of the IRS challenging the transaction under the
step transaction theory, we contacted Larry

Port noy and Tom Bretz/ PWWTS who hel ped devel op
the series of steps to acconplish the transaction.
They did not think there would be a problemwth
the transaction structured in this nmanner. Tom
Bretz al so suggested using different dollar
anounts in each step of the transaction. He also
menti oned spreadi ng the steps out over sone |length

of time. In particular, he thought it inportant
to make the new | oan after the end of the fiscal
year.

On June 30, 1993, prior to the actions described bel ow which
took place on that date, ITC s account, nunber 302-8529-6 (ITC s

Royal Bank account), at the Royal Bank of Canada (Royal Bank) had
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a bal ance of $687,499.91. On July 2, 1993,° after the actions
descri bed bel ow which took place on June 30 and July 2, 1993,
| TC s Royal Bank account bal ance was the sanme anmount as it was on
June 30, 1993, except for reductions attributable to an overdraft
interest charge!® and the clearing of checks unrelated to the
actions described below. The balance in petitioner’s Royal Bank
account, nunber 302-0402-4 (petitioner’s Royal Bank account), was
the sane before and after the actions described bel ow
On June 30, 1993, Royal Bank received a letter (June 30,
1993 letter) fromLouis G Neumann (M. Neumann), petitioner’s
vice president, secretary, and general counsel and ITC s vice
presi dent and secretary. The June 30, 1993 letter stated in
pertinent part:
In confirmation of our recent conversation it is hereby
requested that you affect [sic] the follow ng transac-
tions on behalf of InterTAN Inc. [petitioner] and its
subsidiary InterTAN Canada Ltd [ITC:
1. The sum of US$20, 000, 000.00 is to be advanced to
I nt er TAN Canada Ltd. by Royal Bank and deposited
to account nunber 302-8529-6.
2. The encl osed cheque [dated June 29, 1993] in the
sum of US$20, 000, 000. 00 drawn on account numnber
302-8529-6 [I TC s Royal Bank account] and nade

payable to InterTAN Inc. is to be deposited in
I nt er TAN' s account nunber 302-0402-4 [petitioner’s

July 1, 1993, was Canada Day, a federal and bank holiday in
Canada.

0The $3,552.67 overdraft interest charged to I TC on July 2,
1993, was reversed on July 16, 1993, and new overdraft interest
charges in the anmbunts of $101.48 and $12,211.91 were inposed.
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Royal Bank account] in repaynent of a | oan.

3. I nter TAN' s encl osed cheque [dated June 30, 1993]
in the amount of US$20, 000, 000.00 is to be depos-
ited into account nunber 302-8529-6 in conbination
for the issuance of InterTAN Canada Ltd. preferred
shar es.

4. The encl osed cheque [dated June 29, 1993] in the
anount of [US] $20, 000, 000. 00 drawn on account
nunber 302-8529-6 is to then be deposited in
| nt er TAN' s account nunber 302-0402-4 in paynent
for the redenption of 200, 000 InterTAN Canada Ltd.
preferred shares.

On June 30, 1993, pursuant to the June 30, 1993 letter, the
foll ow ng actions occurred:

1. A check dated June 29, 1993, drawn upon |ITC s Royal Bank
account and payable to petitioner in the amount of $20 mllion,
was presented to Royal Bank. Pursuant to the June 30, 1993
| etter, Royal Bank deposited that check into petitioner’s Royal
Bank account. Royal Bank honored that check, which resulted in
an overdraft of $19,379,772.65 in ITC s Royal Bank account (ITC s
overdraft) as of the close of business on June 30, 1993. Royal
Bank permtted ITC s overdraft because: (1) Pursuant to the
guar antee and assi gnnent agreenent, all indebtedness and liabili-
ties of ITCto petitioner were assigned to Royal Bank (assign-
ment) and were postponed to any debt and liabilities of ITCto
Royal Bank, including any funds advanced under any |line of credit
by Royal Bank to | TC (postponenent), and petitioner was required

to hold in trust for and pay to Royal Bank any noney that it

received fromITC, (2) petitioner and I TC nmade a commtnent to
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Royal Bank that the $20 million withdrawmm from|TC s Royal Bank
account and deposited into petitioner’s Royal Bank account on
June 30, 1993, would be redeposited into I TC s Royal Bank account
on July 2, 1993, the first Canadi an federal and bank busi ness day
after June 30, 1993, in order to satisfy ITC s overdraft; and

(3) pursuant to the guarantee and assi gnnent agreenent, peti-
tioner guaranteed I TC s overdraft to the extent of $16,382,100. 1
As part of the commtnent of petitioner and of ITC to redeposit
into ITC s Royal Bank account on July 2, 1993, the $20 mllion
check dated June 29, 1993, and drawn on I TC s Royal Bank account
and deposited into petitioner’s Royal Bank account on June 30,
1993, petitioner agreed to return that $20 mllion to ITC in
order to enable ITCto satisfy ITC s overdraft.

2. A check dated June 30, 1993, drawn upon petitioner’s
Royal Bank account at Royal Bank and payable to ITC in the anount
of $20 mllion, was presented to Royal Bank. Pursuant to the
June 30, 1993 letter, Royal Bank deposited that check into ITC s
Royal Bank account.

3. A check dated June 29, 1993, drawn upon |ITC s Royal Bank
account at Royal Bank and payable to petitioner in the anmount of

$20 mllion, was presented to Royal Bank. Pursuant to the June

"pursuant to the guarantee and assi gnnent agreenent, the
assi gnnment and post ponenent were i ndependent of petitioner’s
guar ant ee under such agreenent and were to remain in full force
and effect even though the liability of petitioner as guarantor
under that agreenent may have been extinct.
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30, 1993 letter, Royal Bank deposited that check into peti-
tioner’s Royal Bank account.

On July 2, 1993, Royal Bank received a letter (July 2, 1993
letter) fromM. Neumann. The July 2, 1993 letter stated in
pertinent part:

Wul d you pl ease acconplish the foll owi ng on behal f of

Inter TAN Inc. [petitioner] and its wholly owned subsi d-

iary InterTAN Canada Ltd. [ITQ:

1. The encl osed cheque in the anmount of

US$20, 000, 000. 00 drawn on Inter TAN I nc. account
nunmber 302-0402-4 [petitioner’s Royal Bank ac-
count] is to be deposited in InterTAN Canada Ltd.
account nunber 302-8529-6 as a loan from I nter TAN
Inc. to Inter TAN Canada Ltd.

2. Wt hdraw t he sum of US$20, 000, 000. 00 fromthe
account of InterTAN Canada Ltd. account nunber
302-8529-6 to satisfy an overdraft ow ng to Royal
Bank by I nter TAN Canada Ltd.

On July 2, 1993, pursuant to the July 2, 1993 letter, the
foll ow ng actions occurred:

4. The check enclosed with the July 2, 1993 letter that was
drawn upon petitioner’s Royal Bank account at Royal Bank and
payable to ITC in the anmount of $20 mllion was presented to
Royal Bank. Pursuant to the July 2, 1993 letter, Royal Bank
deposited that check into I TC s Royal Bank account.

5. Royal Bank debited ITC s Royal Bank account in the
amount of $20 million, which ITC had received frompetitioner on

July 2, 1993, as described above as action 4, in order to satisfy

| TC s overdraft.
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(We shall refer collectively to the above-described actions 1
through 5 as the disputed transaction and individually as steps
1, 2, 3, 4, or 5 as the case may be.)

On March 15, 1994, petitioner filed Form 1120, U.S. Corpora-
tion Income Tax Return, for its taxable year ended June 30, 1993
(petitioner’s 1993 return), wth the Internal Revenue Service
Center in Austin, Texas. |In that return, petitioner reported
di vi dends received of $52,486,578, of which $20 nillion was the
di vidend that petitioner reported it received fromITC, and
foreign dividend gross-up under section 78 of $18, 295, 867. 2
Petitioner clainmed total tax (1) before foreign tax credits of
$18, 696,569 and (2) after foreign tax credits of $1, 146, 387. 13
Schedul e C, Dividends and Special Deductions (petitioner’s 1993
Schedule C), of petitioner’s 1993 return reported a dividend of
$20 mllion and a foreign dividend gross-up under section 78 of
$18, 236,696. I n Schedule J, Tax Conputation, of petitioner’s
1993 return, petitioner claimed foreign tax credits of
$18, 540, 543, of which $18, 236,696 was attributable to the $20

mllion dividend that petitioner reported it received fromITC in

12The foreign dividend gross-up under sec. 78 of $18, 295, 867
claimed in petitioner’s 1993 return included foreign dividend
gross-up under sec. 78 of $18,236,696 attributable to the clained
di vidend from I TC and $59,170 attri butable to petitioner’s
Bel gi um subsi di ary.

13The total tax before and after foreign tax credits al so
reflected an alternative mninumtax of $927,944 and an environ-
mental tax of $62, 417.



petitioner’s 1993 Schedule C

In the fall of 1996, respondent began an exam nation of
petitioner’s taxable years ended June 30, 1990, 1991, 1992, and
1993. On Cctober 8, 1996, petitioner nmailed to respondent a
letter on petitioner’s letterhead, entitled “STATEMENT FURNI SHED
UNDER REVENUE PROCEDURE 94- 69", which respondent received on
Cctober 11, 1996 (Cctober 11, 1996 disclosure letter). Price
Wat er house had drafted that letter. The October 11, 1996 di scl o-
sure letter stated in pertinent part:

As previously disclosed to the Internal Revenue Service
(IRS) in July 1995, and on Septenber 24, 1996,

InterTAN, Inc. [petitioner] is facing under Internal
Revenue Code Section 905(c) a potential redeterm nation
of the foreign tax credits claimed on its U. S. incone
tax returns for the years ended June 30, 1990 through
June 30, 1993. The redeterm nation could arise froma
potential deficit in the post-1986 pool of foreign
taxes for InterTAN Canada Ltd. (InterTAN Canada) [ITC]
In this eventuality, InterTAN, Inc.’s foreign tax
credits would be required to be redeterm ned pursuant
to Treasury Regul ation Section 1.905-3T(d)(4)(iv) wth
notification nmade by InterTAN Inc. pursuant to Treasury
Regul ation Section 1.905-4T(Db).

The dividends paid by Inter TAN Canada fromthe 1988
t hrough 1992 tax years are as foll ows:

Deened- pai d
Tax Type of Forei gn Tax G ossed-up
Year Di vi dend Anount Credit Di vi dend
1988 Preferred $23, 910, 500 $15, 720, 834 $39, 631, 334
St ock
Redenpti on
1989 Preferred 13, 570, 739 8, 745, 782 22, 316, 521
St ock
Redenpti on
1992 Preferred 20, 000, 000 18, 236, 696 38, 236, 696
St ock

Redenpti on
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I nt er TAN Canada i ncurred |losses in the 1990 through
1992 tax years and carried them back to obtain refunds
of Canadi an i ncone taxes. The refunds obtained are as

foll ows:
Tax Year for Anount of
Wi ch Taxes Refund in Exchange Amount of Refund in
Oiginally Paid Canadi an $ Rat e US $
6/ 30/ 88 $ 901,411 . 8141 $ 733,868
6/ 30/ 89 16, 621, 759 . 8320 13, 829, 147
6/ 30/ 90 9,782,191 . 8610 8, 422, 855

The reductions to Inter TAN Canada’ s post-1986 pool of
foreign taxes resulting fromthe distributions and the
refunds could create a deficit in the pool. Presently,
however, it is unclear whether InterTAN Canada’ s post -
1986 pool of taxes is, in fact, in a deficit position.
The uncertainty arises fromtwo factors.

First, in the examnation of InterTAN Inc’s 1986

t hrough 1988 tax returns, the I RS has proposed to
recharacterize the June 30, 1989 preferred stock re-
denption. The taxpayer reflected the transaction as a
dividend distribution; but the IRS has argued the

i nstrument was debt and the distribution, a repaynent.
Shoul d the I RS position be sustained, there would have
been no deened distribution of foreign taxes to reduce
the post-1986 pool. The examnation is currently in
the jurisdiction of the appellate division of the IRS.
In addition, Revenue Canada is currently exam ni ng

I nt er TAN Canada’ s incone tax returns and has proposed
adjustnents that could significantly increase the

bal ance of Inter TAN Canada’s pool of foreign taxes.
The characterization of the 1989 distribution as a
repaynent of debt or significant assessnents by Revenue
Canada coul d each i ndependently affect |InterTAN Can-
ada’ s pool of foreign tax such that the pool would not
have a deficit balance. [Enphasis added; footnotes
omtted.]

On Decenber 17, 2001, respondent accepted Form 870-AD, O fer
to Waive Restrictions on Assessnent and Col |l ection of Tax Defi -

ciency and to Accept Overassessnment (Form 870-AD), which peti -
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tioner had signed and submtted to respondent with respect to
petitioner’s taxable years ended June 30, 1989, 1990, 1991, 1992,
1993, and 1994. Wth respect to petitioner’s taxable year ended
June 30, 1993, Form 870-AD reflected petitioner’s agreenent to an
overassessment of $712,316. That agreenent was expl ained in Form
3610, Audit Statenent, and Form 5278, Statenent--1ncone Tax
Change, which were prepared on Novenber 27, 2001 (collectively,
respondent’ s Novenber 27, 2001 audit report). In respondent’s
Novenber 27, 2001 audit report, respondent determ ned that:
(1) Petitioner’s inconme attributable to the clainmed dividend from
| TC shoul d be decreased by $38, 236, 696, representing a decrease
of dividends received of $20,000,000 and a decrease in foreign
di vi dend gross-up under section 78 of $18, 236,696; (2) the
foreign tax credits that petitioner clainmed as a result of the
cl ai med dividend incone fromITC were disallowed; and (3) peti-
tioner had a | oss of $8,906,122 attributable to a net operating
| oss carried back frompetitioner’s taxable year ended June 30,
1995.

On February 7, 2002, respondent issued a notice of defi-
ciency (notice) to petitioner. In that notice, respondent
determ ned that petitioner is liable for the year at issue for
the accuracy-related penalty under section 6662(a). That is
because respondent determ ned that there was an understatenent of

$5,004,095 in petitioner’s 1993 return that was attributable to
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the foreign tax credits which petitioner claimed wwth respect to
the $20 million dividend that it reported it received fromITC
and that that understatenent is substantial wthin the nmeaning of
section 6662(d)(1)(A) and (B)

OPI NI ON

Petitioner bears the burden of proving that the determ na-
tion in the notice is erroneous. See Rule 142(a); Wlch v.

Hel vering, 290 U. S. 111, 115 (1933).

Section 6662(a) inposes an accuracy-related penalty equal to
20 percent of the tax resulting froma substantial understatenent
of incone tax. An understatenent is equal to the excess of the
anount of tax required to be shown in the tax return over the
anmpunt of tax shown in such return, see sec. 6662(d)(2) (A, and
is substantial in the case of a corporation if the anmount of the
understatenent for the taxable year exceeds the greater of 10
percent of the tax required to be shown in the tax return for
that year or $10, 000, see sec. 6662(d)(1)(A) and (B)

The anobunt of the understatenent may be reduced to the
extent that it is attributable to, inter alia, the tax treatnent
of an itemfor which there is or was substantial authority. See
sec. 6662(d)(2)(B)(i). The substantial authority standard is an

obj ecti ve standard involving an analysis of the |l aw and the

1Y Respondent’ s exam nation of the year at issue began before
July 23, 1998. W conclude that sec. 7491(c) is not applicable
in the instant case.
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application of the law to relevant facts. Sec. 1.6662-4(d)(2),

| ncone Tax Regs. That standard is not so stringent that a
taxpayer's treatnent nust be one that has a greater than

50- percent |ikelihood of being sustained in litigation. See id.
However, the substantial authority standard is nore stringent

t han the reasonabl e basis standard as defined in section 1.6662-
3(b)(3), Incone Tax Regs. Sec. 1.6662-4(d)(2), |Incone Tax Regs.
There may be substantial authority for nore than one position
Wth respect to the same item Sec. 1.6662-4(d)(3)(i), Incone
Tax Regs.

In order to satisfy the substantial authority standard of
section 6662(d)(2)(B)(i), a taxpayer nust show that the wei ght of
the authorities supporting the tax return treatnment of an itemis
substantial in relation to the weight of authorities supporting

contrary treatnent. Antonides v. Conm ssioner, 91 T.C 686, 702

(1988), affd. 893 F.2d 656 (4th G r. 1990); sec.
1.6662-4(d)(3)(i), Income Tax Regs. Al authorities relevant to
the tax treatnment of an item including the authorities contrary
to the treatnment, are taken into account in determ ning whether
substantial authority exists. Sec. 1.6662-4(d)(3)(i), Inconme Tax
Regs. The weight of authorities is determned in light of the
pertinent facts and circunstances. 1d. The weight accorded an
authority depends on its rel evance and persuasi veness and the

type of docunment providing the authority. Sec. 1.6662-
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4(d)(3)(ii), Incone Tax Regs. An authority which is materially
di stinguishable on its facts or otherw se inapplicable to the tax
treatment at issue is not particularly relevant and is not
substantial authority. 1d. There may be substantial authority
for the tax treatnent of an item despite the absence of certain
types of authority. [d. Thus, a taxpayer may have substanti al
authority for a position even where it is supported only by a
wel | -reasoned construction of the pertinent statutory provision
as applied to the relevant facts. [d.

The anopunt of the understatenent may al so be reduced to the
extent that it is attributable to, inter alia, an itemfor which
the relevant facts affecting the itenmis tax treatnment were
adequately disclosed in the return or in a statenent attached to
the return. Sec. 6662(d)(2)(B)(ii). In order to satisfy the
adequat e di scl osure standard of section 6662(d)(2)(B)(ii), a
t axpayer mnmust disclose the relevant facts on a properly conpleted
form(i.e., Form 8275, Disclosure Statenment (Form 8275)) attached
to the return or to a qualified anended return. Sec.
1.6662-4(f)(1), Incone Tax Regs. |In Revenue Procedure 94-69,
1994-2 C. B. 804 (Revenue Procedure 94-69), the Internal Revenue
Service (I RS) pronul gated procedures under which certain taxpay-

ers®® may neet the requirenents for adequate discl osure under

3The parties do not dispute that petitioner is the type of
t axpayer to which the rules of Revenue Procedure 94-69 apply.
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section 6662(d)(2)(B)(ii). Under Revenue Procedure 94-69, a
qual i fyi ng taxpayer may submt a statenent to the IRS which w |
qual i fy as adequate di sclosure under section 6662(d)(2)(B)(ii)
and the regul ations thereunder if, inter alia, the statenent

di scl oses “information that reasonably may be expected to apprise
the Internal Revenue Service of the identity of the item its
anount, and the nature of the controversy or potential contro-
versy.” Rev. Proc. 94-69, sec. 3.02(2), 1994-2 C B. at 806.

| f the disputed transaction is a tax shelter within the
meani ng of section 6662(d)(2)(CO(ii), a taxpayer may not avoid
liability for the accuracy-related penalty by adequately discl os-
ing the transaction in question. Sec. 6662(d)(2)(O(i)(1).
Moreover, in the case of a tax shelter, in order to avoid |iabil-
ity for the accuracy-related penalty, a taxpayer not only nust
denonstrate that there is or was substantial authority for the
tax return treatnment of the transaction in question, but also
must prove that it reasonably believed that that treatnent is
nore |ikely than not the proper treatnment. Sec.

6662(d) (2)(C) (i) (I1).

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for, and that the taxpayer acted in good
faith with respect to, such portion. Sec. 6664(c)(1). The

determ nati on of whether the taxpayer acted wi th reasonabl e cause
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and in good faith depends on the pertinent facts and circum
stances, including the taxpayer's efforts to assess such tax-
payer’s proper tax liability, the know edge and experience of the
t axpayer, and the reliance on the advice of a professional, such
as an accountant. Sec. 1.6664-4(b)(1), Inconme Tax Regs. Reli-
ance on the advice of a professional, such as an accountant, does
not necessarily denonstrate reasonabl e cause and good faith
unl ess, under all the circunstances, such reliance was reasonable
and the taxpayer acted in good faith. 1d. In this connection, a
t axpayer nust denonstrate that its reliance on the advice of a
pr of essi onal concerning substantive tax | aw was objectively

reasonabl e. Chanberlain v. Conmm ssioner, 66 F.3d 729, 732-733

(5th Cr. 1995), affg. in part and revg. in part T.C. Meno. 1994-

228; Goldman v. Conmmi ssioner, 39 F.3d 402, 408 (2d Gr. 1994),

affg. T.C. Meno. 1993-480. In the case of clained reliance on

t he accountant who prepared the taxpayer's tax return, the

t axpayer nust establish that correct information was provided to
the accountant and that the itemincorrectly omtted, clained, or

reported in the return was the result of the accountant's error.

West br ook v. Conm ssioner, 68 F.3d 868, 881 (5th Gr. 1995),

affg. T.C. Menp. 1993-634; Weis v. Conm ssioner, 94 T.C 473, 487

(1990); Ma-Tran Corp. v. Conm ssioner, 70 T.C. 158, 173 (1978).

In the instant case, respondent determ ned that there was an

under st atement of $5,004,095 in petitioner’s 1993 return that was
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attributable to the foreign tax credits which petitioner clainmed
with respect to the $20 million dividend that it reported it
received fromITC and that that understatenent is substanti al
wi thin the neaning of section 6662(d)(1)(A) and (B). 1In support
of that determ nation, respondent advances two alternative
positions. First, respondent argues: The disputed transaction
is a tax shelter wwthin the nmeaning of section 6662(d)(2)(C(ii);
petitioner’s treatnent of the disputed transaction in peti-
tioner’s 1993 return is not supported by substantial authority;
petitioner did not reasonably believe that its treatnent of the
di sputed transaction was nore |ikely than not the proper treat-
ment; and petitioner did not have reasonable cause for, or act in
good faith with respect to, its treatnent of the disputed trans-
action in petitioner’s 1993 return. Alternatively, respondent
argues that, even if the disputed transaction were not a tax
shelter within the neaning of 6662(d)(2)(C(ii), petitioner’s
treatnent of the disputed transaction is not supported by sub-
stantial authority; the relevant facts affecting the tax treat-
ment of the disputed transaction were not adequately disclosed in
petitioner’s 1993 return or in the October 11, 1996 discl osure
letter; and petitioner did not have reasonabl e cause for, or act
in good faith with respect to, its treatnent of the disputed
transaction in petitioner’s 1993 return (respondent’s alternative

position).
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Wth respect to respondent’s position that the disputed
transaction is a tax shelter within the nmeani ng of section
6662(d)(2)(C (ii), petitioner argues that the disputed transac-
tion did not have any of the comon indicia of a tax shelter
(e.g., marketing by a pronoter, dissem nation of a confidential
prospectus, and a special fee or premumpaid to a pronoter).
According to petitioner, the disputed transaction was not hi ng
nore than normal dividend planning that was typical of multina-
tional conpanies |ike petitioner.

We need not resolve the parties’ dispute over whether the
di sputed transaction is a tax shelter within the neani ng of
section 6662(d)(2)(O(i1). That is because, assunm ng arguendo
that we were to accept petitioner’s argunent and find that the
di sputed transaction is not a tax shelter under that section, on
the record before us, we accept respondent’s alternative position
that petitioner is nonetheless liable for the accuracy-rel ated
penal ty under section 6662(a).

Wth respect to respondent’s argunent under respondent’s
alternative position that there is and was no substantial author-
ity for petitioner’s tax treatnment of the disputed transaction,
petitioner counters that its reporting of the disputed transac-
tion in petitioner’s 1993 return “was nandated by the provisions
of Code 88 301 and 302.” On the record before us, we reject

petitioner’s position.
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In structuring and inplenenting the disputed transaction,
petitioner was not notivated by any nontax business purpose;
petitioner’s sole intention was to generate a tax benefit in the
formof foreign tax credits. The disputed transaction resulted
in no change in the econom c position of either petitioner or
| TC.® Petitioner did not have any benefits or burdens associ -
ated with the preferred stock that | TC purportedly issued to it.
The purported issuance to petitioner of ITC s preferred stock was
but one fleeting, transitory step in the disputed transaction
that was undertaken so that I TC could purportedly i mredi ately
redeem t hat stock, thereby enabling petitioner to claimthat such

redenption resulted in a dividend to it under sections 302 and

®Wth respect to whether the disputed transaction resulted
in any change in the econom c position of petitioner or ITC, M.
Saunders testified as foll ows:

Q I nter TAN Canada’s [I TC s] financial position
before this transacti on began was exactly the sanme as
it was after this transaction began. Correct?

A That’ s correct.

Q InterTAN U.S.’s [petitioner’s] financial
position before this transaction began was exactly the
sanme as its financial condition after this transaction
began.

A Except for the deened foreign tax credits.
Yes.

Q G her than--of course, other than for tax
benefits, it was the sanme. R ght?

A Yes.
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301.Y On the record before us, we find that the disputed trans-
action, including the purported issuance to petitioner of ITC s
preferred stock and the purported redenption by ITC of that
stock, should be disregarded for tax purposes. On that record,
we further find there was no I TC preferred stock owned by peti -
tioner that could have been redeened by ITC. On the record
before us, we conclude that sections 302 and 301 have no applica-
tion to, and do not constitute substantial authority under
section 6662(d)(2)(B)(i) and the regul ations thereunder for
petitioner’s tax treatnment of, the disputed transaction.

In addition to relying on sections 302 and 301 as subst an-
tial authority for its tax treatnent of the disputed transaction,

petitioner relies on Estate of Crellin v. Conm ssioner, 203 F. 2d

812 (9th G r. 1953), affg. 17 T.C 781 (1951), and Soreng V.
Conmm ssioner, 158 F.2d 340 (7th Gr. 1946), affg. 4 T.C. 870

(1945). Both of those cases involved the declaration of a
di vidend, and not the purported issuance and the purported
i mredi at e redenption of stock under section 302. Estate of
Crellin and Soreng are materially distinguishable fromthe

i nstant case and do not constitute substantial authority for

Yl nstead of having petitioner purportedly contribute nobney
to | TC and having | TC decl are a dividend payable to petitioner as
two steps of the transaction in question, the steps of the
di sputed transaction consisting of the purported issuance of
| TC s preferred stock and the purported i nmedi ate redenption of
that stock were used in order to help avoid the Canadi an nonresi -
dent wi thhol ding tax on dividends.
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petitioner’s tax treatnent of the disputed transaction. Sec.
1.6662-4(d)(3)(ii), Inconme Tax Regs.

On the record before us, we find that petitioner has failed
to carry its burden of showing that there is or was substanti al
authority within the neaning of section 6662(d)(2)(B)(i) and the
regul ations thereunder for the position that it took in peti-
tioner’s 1993 return with respect to the disputed transaction.®
We concl ude that the anount of the understatenent attributable to
the disputed transaction is not reduced under section
6662(d) (2)(B)(i).

Wth respect to respondent’s argunent under respondent’s
alternative position that there was no adequate disclosure of the
rel evant facts affecting the tax treatnent of the disputed
transaction in petitioner’s 1993 return or in the October 11,

1996 disclosure letter, respondent contends that: (1) Petitioner

8petiti oner also argues that, even if the purported issu-
ance and the purported i medi ate redenption of ITC s preferred
stock | acked econom ¢ substance or are otherw se di sregarded for
tax purposes, there nonetheless is substantial authority for
treating the remaining steps of the disputed transaction as a
dividend fromITC to petitioner. On the record before us, we
reject that argunent. The disputed transaction did not involve
the declaration of a dividend by ITC to petitioner. If we were
to disregard the purported i ssuance and the purported i medi ate
redenption of ITC s preferred stock, the steps of the disputed
transaction that would remain are: (1) A purported | oan by Royal
Bank to I TC, (2) a purported repaynent by ITC to petitioner of an
outstanding |l oan frompetitioner to ITC, and (3) a purported | oan
by petitioner to ITCin order to pay off the purported | oan by
Royal Bank to ITC. Petitioner cites no authority or facts that
woul d support the recharacterization of those remaining steps as
a di vi dend.
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did not attach Form 8275 to petitioner’s 1993 return as required
by section 1.6662-4(f)(1) and (2), Incone Tax Regs., and (2) the
Cctober 11, 1996 disclosure letter failed to provide information
t hat reasonably coul d have been expected to apprise the IRS of
the nature of the controversy or potential controversy that the
di sputed transaction raised. Petitioner does not dispute respon-
dent’s position concerning petitioner’s failure to attach Form
8275 to petitioner’s 1993 return, but disputes respondent’s
position concerning the October 11, 1996 disclosure letter.

According to respondent, the Cctober 11, 1996 discl osure
letter failed to disclose that

the purported dividend was “paid’ solely to generate

deened foreign tax credits, the funds to “pay” the

“di vidend” were furnished by RBC [ Royal Bank], the

“di vidend” was prearranged to be and was returned by

petitioner to I TC the next business day, etc. * * *

Petitioner counters that the Cctober 11, 1996 discl osure
letter qualifies as a qualified anmended return under Revenue
Procedure 94-69 because it contained information that reasonably
coul d have been expected to apprise the IRS of the nature of the
controversy or potential controversy that the disputed transac-
tion raised. According to petitioner, the October 11, 1996
di sclosure letter

di scl osed the preferred stock redenption, its treatnent

of the proceeds of the redenption, the anount of the

proceeds, and the fact that Respondent was currently

chal l enging Petitioner’s characterization of a prior
| TC preferred stock redenption
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Petitioner maintains that the information set forth in the
Cctober 11, 1996 disclosure letter was sufficient under Revenue
Procedure 94-69 to constitute adequate di sclosure of the disputed
transacti on under section 6662(d)(2)(B)(ii) and the regul ations
t her eunder .

On the record before us, we agree with respondent that the
Cctober 11, 1996 disclosure letter did not reasonably apprise the
| RS of the nature of the controversy or potential controversy
that the disputed transaction raised, as required by Revenue
Procedure 94-69. The only potential controversy reveal ed in that
letter was a redeterm nation of the foreign tax credits cl ai ned
by petitioner because of a potential deficit in ITC s post-1986
pool of foreign taxes (I TC s pool of foreign taxes).! The
Cctober 11, 1996 disclosure letter, by failing to disclose al
the steps of the disputed transaction, did not provide inform-
tion that reasonably could have been expected to apprise the IRS
that: (1) Petitioner and I TC engaged in the disputed transaction
solely to generate foreign tax credits; (2) the terns of the
guar ant ee and assi gnnment agreenent required that any noney

received by petitioner fromITC be held in trust for and paid

The reason for a possible redeternmination of ITC s pool of
foreign taxes disclosed in the Cctober 11, 1996 disclosure letter
was the possibility that, for reasons undisclosed by the record,
a prior clained dividend fromITC to petitioner would be charac-
terized as a repaynent of a |l oan and a reassessnent by Canada of
| TC s Canadi an t axes.
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over to Royal Bank; (3) on June 30, 1993, ITC purportedly bor-
rowed $20 million from Royal Bank; (4) on June 30, 1993, ITC
purportedly used that $20 mllion to nake a paynment to petitioner
on an outstanding |loan frompetitioner to ITC, (5) on June 30,
1993, petitioner purportedly used the $20 million that it re-
ceived fromITC in order to nake a purported purchase of ITC s
preferred stock; (6) on July 2, 1993, the next bank business day
after June 30, 1993, petitioner purportedly lent ITC the $20
mllion that it received fromITC on June 30, 1993, in the
purported redenption of ITC s preferred stock;? and (7) on July
2, 1993, the next bank business day after June 30, 1993, ITC
repaid the $20 million that it purportedly borrowed from Roya
Bank on June 30, 1993.

On the record before us, we find that petitioner has failed
to carry its burden of proving that it adequately disclosed
within the nmeani ng of section 6662(d)(2)(B)(ii), the regul ations
t hereunder, and Revenue Procedure 94-69 the relevant facts
affecting the tax treatnent of the disputed transaction in
petitioner’s 1993 return or in the October 11, 1996 discl osure
letter. Assum ng arguendo that we had found that the disputed

transaction was not a tax shelter within the neaning of section

20As not ed above, the purported redenption of ITC s pre-
ferred stock was disclosed in the October 11, 1996 di scl osure
letter. However, none of the remaining steps of the disputed
transaction was disclosed in that letter.
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6662(d)(2) (O (ii), we conclude that the anmount of the understate-
ment attributable to the disputed transaction would not be
reduced under section 6662(d)(2)(B)(ii).

Wth respect to respondent’s argunent under respondent’s
alternative position that petitioner did not have reasonabl e
cause for, or act in good faith with respect to, its treatnent of
the disputed transaction in petitioner’s 1993 return, petitioner
counters that petitioner relied generally on Price \Wterhouse for
tax conpliance and tax planning, that the disputed transaction
was based upon recomrendations that Price Waterhouse nmade, and
that Price Waterhouse prepared petitioner’s 1993 return. Accord-
ing to petitioner, it was reasonable for it to rely upon Price
WAt er house’ s advi ce because M. Saunders knew that Price Water-
house was a reputable accounting firmw th expertise in tax
matters.

Respondent contends that petitioner failed to provide Price
Wat er house all of the necessary information regarding the dis-
puted transaction, including the foll ow ng:

the funds for the purported dividend were to be pro-

vided by an overdraft of I1TC s RBC [ Royal Bank] account

guaranteed by petitioner; * * * that preferred stock

woul d be purportedly issued and redeened on the sane

day * * *; and that petitioner had conmtted to RBC to

return the purported dividend to I TC s RBC account the

next business day. * * * In addition, [M.] Bond testi -

fied that he did not know if PW][Price Waterhouse] was
aware of petitioner’s guarantee of ITC s debts to RBC

* * %

Respondent further contends that, even if petitioner had provided
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Price Waterhouse all the necessary information regardi ng the
di sputed transaction, petitioner failed to foll ow the advice
given by Price Waterhouse to petitioner because petitioner failed
to (1) vary the anount involved in each step of the disputed
transaction and (2) spread those steps “over sone | ength of
tinme.”

Wth respect to respondent’s contention that petitioner did
not provide Price Waterhouse all the necessary information
regardi ng the disputed transaction, on the instant record, we
agree with respondent. At trial, M. Bond testified that he did
not know whet her anyone at Price \Waterhouse was aware of the
guar antee and assi gnment agreenent at the time Price \Waterhouse
was advi sing petitioner concerning the disputed transaction. The
di sputed transaction, as initially proposed by Price Waterhouse
and as nodified by M. Saunders, required, as the initial step of
that transaction, that I TC make a paynent to petitioner on an
outstanding |l oan frompetitioner to I TC. Under the guarantee and
assi gnnment agreenent, any paynment by ITC to petitioner “shall be
received in trust for the [Royal] Bank and paid over to the
Bank”. On the record before us, we find that petitioner has
failed to establish that Price Waterhouse was aware of the
f oregoi ng guarant ee and assi gnnent agreenent at the tine Price
Wat er house was advi sing petitioner about the disputed transaction

or at the tinme Price Waterhouse was preparing petitioner’s 1993



return.

In addition to failing to establish that petitioner nade
Price Waterhouse aware of the provisions of the guarantee and
assignment agreenent that would apply if the disputed transaction
were effected, on the record before us, we find that petitioner
has failed to establish that it nmade Price Waterhouse aware at
the time Price Waterhouse was advi sing petitioner about the
di sputed transaction or at the tinme Price WAterhouse was prepar-
ing petitioner’s 1993 return that steps 4 and 5 (i.e., peti-
tioner’s relending $20 million to ITC and | TC s using that $20
mllion to repay the $20 mllion that it borrowed from Royal Bank
on June 30, 1993) were to, and did, take place on the next
Canadi an bank business day (i.e., July 2, 1993)2% after June 30,
1993, the date on which steps 1, 2, and 3 were effected (i.e.,
| TC s purportedly borrowing $20 mllion from Royal Bank to nake a
paynment to petitioner on an outstanding |oan frompetitioner to
| TC, the purported issuance of ITC s preferred stock to peti -
tioner in exchange for that $20 mllion, and I TC s purported
redenption of that preferred stock for that $20 million).

Not only did petitioner not provide Price Waterhouse all the
necessary information regardi ng the di sputed transaction, on the
record before us, we find that petitioner failed to follow the

advice that Price Waterhouse gave it based upon the information

2July 1, 1993, was a bank holiday in Canada.
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that petitioner made available to Price Waterhouse at the tine
the di sputed transaction was bei ng planned. The June 15, 1993
menmor andum from M. Bond to M. Wettlaufer, petitioner’s and
| TC s senior vice president for finance and adm ni strati on,
advi sed petitioner that “varying the dollar anounts involved in
the various steps by a significant anount (say $1 mllion) wll
hel p reduce exposure” to the IRS s “reclassifying the transaction
as sonething other than a dividend and disallowing * * * [ITC s]
deenmed paid foreign tax credits associated with the dividend.”?2
Petitioner did not follow that advice; the dollar anmpbunt in each
step of the disputed transaction was the sane, i.e., $20 mllion.
M. Saunders testified that he did not recall why petitioner
failed to vary the anmounts involved in the various steps of the
di sputed transaction, as Price Waterhouse advised it to do in the
June 15, 1993 nenor andum

M. Bond's draft June 1993 file nmenorandum al so advi sed
petitioner that the dollar anount in each step of the disputed
transaction should be varied. |In addition, that menorandum

advi sed petitioner that the steps of the disputed transaction

2]t is significant that the June 15, 1993 nenorandum from
M. Bond to M. Wettlaufer did not even outline the steps of the
di sputed transaction as they occurred. Instead, that nmenorandum
referred to: (1) ITC s making a paynent to petitioner on an
outstanding loan; (2) a cash contribution to |ITC by petitioner;
(3) the declaration of a dividend by ITC to petitioner; and
(4) petitioner’s making a new loan to ITCin the first quarter of
the next fiscal year
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shoul d be spread out “over sone length of tine”.# M. Bond's
draft June 1993 fil e nmenorandum gave the foregoing advice to
petitioner for the follow ng reasons set forth in that menoran-
dum

The econom c situations of both ITI [petitioner] and

Canada [I TC] are the sane after transaction [sic] as

they were before the transaction. Canada has an obli -

gation due to ITI both before and after the transac-

tion. 1In addition, the cash ends up back in Canada

after I TI nmakes the new |l oan. Therefore, the I RS may

attenpt to take a position stating that the entire

transaction is sinply a sham undertaken to generate

deened paid foreign tax credits for ITI. To the extent

the amounts in each step of the transaction are conpa-

rable and the length of tinme |apsing between each step

is short, the IRSwW Il be able to build a better case

for this position.

Petitioner did not follow the advice in M. Bond’ s draft
June 1993 file nmenorandum The dollar anmount in each step of the
di sputed transaction was the sanme, i.e., $20 mllion. Moreover,
the first three steps of the disputed transaction (i.e., ITC s
purportedly borrowing $20 mllion from Royal Bank to nake a
paynment to petitioner on an outstanding |oan frompetitioner to
| TC, the purported issuance of ITC s preferred stock to peti -
tioner in exchange for that $20 mllion, and I TC s purported

redenption of that preferred stock for that $20 mllion) occurred

2]t is significant that M. Bond’'s draft June 1993 file
menor andum di d not even outline the steps of the disputed trans-
action as they occurred. Instead, that nenorandumreferred to:
(1) ITC s making a paynent to petitioner on an outstanding | oan;
(2) a cash contribution to ITC by petitioner; (3) the declaration
of a dividend by ITC to petitioner; and (4) petitioner’s nmaking a
new | oan to | TC
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virtual ly sinultaneously on June 30, 1993, and the |ast two steps
(i.e., petitioner’s relending $20 million to ITC and | TC s using
that $20 million to repay the $20 mllion that it borrowed from
Royal Bank on June 30, 1993) occurred virtually simultaneously on
July 2, 1993, the next Canadi an bank busi ness day.

If, as petitioner clains, it relied on Price Waterhouse’'s
advice set forth in the June 15, 1993 nenorandum and in M.
Bond’ s draft June 1993 file nenorandum it seens to us that
petitioner would have foll owed such advice or woul d have been
able to explain why it ignored such advice, which it has not.

The June 28, 1993 file nmenmorandumfrom M. Bond is the only
written nmenmorandum from Price Wat erhouse personnel that sets
forth the steps of the disputed transaction as they occurred.
However, that nenorandum did not provide any advice by Price
Wat er house about the tax consequences of those steps. |nstead,
the June 28, 1993 file nmenorandum nerely set forth what peti-
tioner intended to do, as follows:

In order to avoid the Canadi an wi thhol ding tax, the

Conmpany plans to structure the transaction as a return

of capital for Canadian tax purposes while still being

considered a dividend for U S. tax purposes. The

Conpany plans to take the foll ow ng action:

1. Canada will borrow $20 million (U S.)
fromthe bank and repay a portion of its
debt owed to ITI

2. I TI will use the $20 mllion to purchase

a new class of preferred stock issued by
Canada.
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3. Canada will redeemthe preferred stock
for $20 mllion. It is inperative that
this step be acconplished before the end
of the fiscal year.

4. After the end of the fiscal year, ITI
wi |l make a new | oan to Canada.

Doug Saunders believes this will permt the Conpany to

avoi d the Canadi an wi thhol ding tax since the transfer

of funds to the U S. should not constitute a dividend

for Canadi an tax purposes. Wereas, the U S tax | aws

rely nore on substance, the Canadian tax laws rely

heavily on form
The only advice in the June 28, 1993 file nmenorandumis attrib-
uted to M. Saunders and concerns the Canadi an w t hhol di ng t ax
i ssue.

Wth respect to respondent’s argunent under respondent’s
alternative position that petitioner did not have reasonabl e
cause for, or act in good faith with respect to, its treatnent of
the disputed transaction in petitioner’s 1993 return, petitioner
further counters that it relied on oral advice (M. WIlf’s
al l eged oral advice) given by M. Wl f, the Price Wterhouse
partner responsible for Price Waterhouse’s review and recomrenda-
tion, to M. Saunders. In this connection, M. Saunders testi-
fied that M. WIf orally advised himthat the disputed transac-
tion would be respected if challenged by respondent. The only

evidence of M. WIf’'s alleged oral advice is M. Saunder’s

uncorroborated testinony, which was self-serving to petitioner.?

22At the tinme of the trial in this case, M. Saunders was
(continued. . .)
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Petitioner did not call M. WIf to testify about M. WIf’'s

al l eged oral advice. W presune that petitioner did not call M.
WIlf as a witness because his testinony woul d have been unfavor -

able to petitioner’s position in this case. Wchita Term nal

El evator Co. v. Conmm ssioner, 6 T.C 1158, 1165 (1946), affd. 162

F.2d 513 (10th Cr. 1947). W are unwilling to rely on M.
Saunders’ testinony regarding M. WIf’'s alleged oral advice.

On the record before us, we find that petitioner has failed
to establish that it provided all the necessary information
concerning the disputed transaction to Price Waterhouse. On that
record, we further find that petitioner has failed to establish
that it followed the advice of Price Waterhouse with respect to
the disputed transaction. On the record before us, we find that
petitioner has failed to carry its burden of proving that there
was reasonabl e cause for, and that it acted in good faith with

respect to, the underpaynent in this case.

Based upon our exam nation of the entire record before us,
we find that petitioner has failed to carry its burden of estab-
lishing that petitioner is not |iable for the accuracy-rel ated

penal ty under section 6662(a).

We have considered all of the contentions and argunments of

petitioner and respondent that are not discussed herein, and we

24(...continued)
perform ng services for petitioner under a consulting arrange-
ment .
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find themto be without nerit, irrel evant, and/or noot.

To reflect the foregoing,

Deci sion will be entered for

r espondent.



