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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HOLMES, Judge: Christopher Wodward, David Teece, and

Kenneth Kl opp were partners in Canterbury Hol di ngs, LLC.
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Cant erbury nounted a takeover of an old New Zeal and cl ot hi ng
conpany in 1999. Its ride turned rough, and the shell conpany
that Canterbury was using had to pony up nore noney in 2000 and
2001 to nmake the deal go through. That noney actually canme from
Canterbury itself, but Canterbury argues that these paynents are
deducti bl e nonet hel ess. The Comm ssi oner di sagrees, and woul d
al so saddl e Canterbury’s partners with an accuracy-rel at ed
penal ty.
FI NDI NGS OF FACT

Wodward and his partners formed Canterbury in 1999 as a
limted liability conpany.? Teece held by far the biggest share:
At the end of 2001, he owned 89 percent; and Wodward, Kl opp,

Wodwar d’ s Keogh plan,2 and a fam |y trust owned the rest.?3

! Al'though the first donestic limted liability conpany (LLC)
was created in 1977 in Wonm ng, the rise of the LLC as a
w despread tax-saving entity is relatively new The LLC offers
the best of both worlds--the limted liability of a corporation
and the favorable tax treatnment of a partnership. See HamlI,
“The Story of LLCs: Conbining the Best Features of a Fl awed
Busi ness Tax Structure”, in Business Tax Stories: An In-Depth
Look At Ten Leadi ng Devel opnents In Corporate and Partnership
Taxation (Bank & Stark, eds., Foundation Press, 2005).

2 A Keogh plan is an incone-tax-deferred qualified pension
plan for the self-enployed or those who are owner-enpl oyees of
uni ncor por at ed busi nesses.

3 The initial percentages of ownership anbng the nenbers was
slightly different, and by the end of 2001 the famly trust no
| onger had an interest. And although Canterbury is an LLC whose
owners are called “nenbers” under state |aw, both parties agree
(continued. . .)
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Teece was a New Zeal ander with extensive business experience;
Whodward was an investnent banker; and Kl opp was the founder of
North Face, the successful sports-apparel conpany. The partners
pl anned to buy underval ued conpanies in the sports-apparel
i ndustry and work at restoring their profitability.

Canterbury shared its name with a 104-year-old brand t hat
sponsored the world's top rugby teans--including the faned New
Zeal and national team the Al Blacks. Wodward and his partners
t hought they saw hidden value in the brand. Its owner, LWR
I ndustries, Ltd., had higher costs than ot her apparel conpanies
because it continued to manufacture the goods it sold. Wth

liberalized world-trade rules comng into effect, and

3(...continued)
that Canterbury is a TEFRA partnership under the Code. (TEFRA is
the Tax Equity and Fiscal Responsibility Act of 1982, Pub. L.
97-248, 96 Stat. 324, one part of which governs the tax treatnent
and audit procedures for nost partnerships. See TEFRA secs. 401-
406, 96 Stat. 648. TEFRA requires the uniformtreatnent of al
“partnership itens”--a termdefined by section 6231(a)(3) and
(4)--and its general goal is to treat all partners alike when the
| RS adj usts partnership itenms. Each TEFRA partnership is
supposed to designate one of its partners as TMP--tax matters
partner--to handl e TEFRA issues and litigation for the
partnership. (Wodward is Canterbury’s TMP.)) Congress
frequently amends TEFRA, but all the section references in this
opinion are to the Internal Revenue Code and regulations as in
effect for years in issue. The one reference to a Rule is to the
Tax Court’s Rules of Practice and Procedure.
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gl obal i zati on encouragi ng the mgration of manufacturing, it
seened to the partners that they could nmake the brand nore
profitable by taking production offshore of New Zeal and and
shifting LWR s focus to marketing and sales. But taking over LWR
meant aimng at two targets: BIL (NZ Holdings), Ltd. and the New
Zeal and public, because BIL owned about two-thirds of LWR s stock
and the rest was held and publicly traded on New Zeal and’ s stock
exchange.

The partners knew that BIL was interested in selling LWR--
BIL itself was an extrenely |arge conpany by New Zeal and
standards, and its nmanagenent thought its own portfolio of
busi nesses featured many with stronger grow h prospects than an
ol d clothing conpany could possibly provide. BIL s commandi ng
ownership al so neant a hostile takeover was out of the question.
So the partners approached BIL for a friendly deal, and quickly
came to terns. Canterbury would take two steps: The first would
be a tender offer for the 34 percent of LMR s shares held by the
New Zeal and public. And, if that worked, LWR would be delisted
and Canterbury would buy the remaining shares fromBIL

Canterbury then formed a New Zeal and corporation, dubbed
Cant erbury Hol di ngs, Ltd., New Zeal and (Canterbury NZ), and nade
it a wholly owned subsidiary. Canterbury’ s partners neant

Canterbury NZ to be a shell whose only purpose was to acquire and
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hol d LWR stock. Making their shell corporation a New Zeal and
conpany was inportant to the deal--the partners feared a wholly
foreign deal would spur negative public reaction to the expected
sale of an iconic New Zeal and brand. The partners al so t hought
it would help the deal survive New Zeal and’s own | egal obstacles
to overseas investnent in existing New Zeal and busi nesses.

The deal took off in late May 1999, when BIL granted
Canterbury NZ an option to buy BIL's 66-percent stake in LWR
That same day, BIL and Canterbury NZ al so signed a Menorandum of
Under st andi ng. The Menorandum provi ded that Canterbury NZ woul d
be capitalized by its shareholders to NZ$ 10 mllion* to buy the
publicly held shares of LMWMR If the tender offer were to exceed
NZ$ 10 million, BIL promised to lend the necessary funds to
Canterbury NZ for one year. Canterbury NZ's LWR stock woul d
secure the | oan.

Wth financing in hand, Canterbury NZ announced its offer
and by QOctober 1999 alnost all the publicly held stock had been

tendered. Canterbury capitalized Canterbury NZ by wiring NzZ$ 10

4 Thr oughout this opinion we specifically identify anmounts
stated in New Zeal and dollars (Nz$). Al our other nentions of
anmounts are in U S. dollars. During 1999, the New Zeal and dol | ar
traded at an average of 0.5294 per U S. dollar. It weakened to
an average of 0.4568 the next year. See Federal Foreign Reserve
Statistical Release, Foreign Exchange Rates (Annual) (Jan. 8,
2001) avail able at:
http://ww. f ederal reserve. gov/rel eases/ g5a/ 20010109/ .
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mllion to it in exchange for 10 mllion Canterbury NZ shares.
At the tinme, these Canterbury NZ shares were Canterbury’s only
significant asset.

Oming one-third of LMWR s shares and hol ding an option for
the rest, Canterbury NZ effectively controlled LWR  But the
partners knew that they could not take over LWR s managenent al
at once. To ensure a snooth transition, Canterbury NZ signed a
Joint Interest Agreenment with BIL. Under its ternms, Canterbury
NZ woul d share managenent of LMR with BIL until it exercised the
option. But BIL was not volunteering its time. The Joint
| nt erest Agreenent provided that LVWR would pay for BIL's
servi ces, and the anount LWR woul d pay was set--sonmewhat
curiously--as a percentage of the price Canterbury NZ had agreed
to pay for BIL's LWR stock: 5 percent (plus GST) for the first
year and 17.5 percent plus GST for a second year.® This worked
out (in U S. currency) to $500,000 the first year and $1, 750, 000
for the second. Canterbury NZ guaranteed LWR s obligation to
BIL;, but with its capital all spent on acquiring LWR stock
t hrough the public tender offer, could not possibly back that
guaranty if LWR faltered. Everyone involved understood (and we

so find) that it was Canterbury’s partners who were actually

> GST is the goods and services tax, New Zeal and’ s val ue-
added t ax.
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guaranteeing LWR s obligation to pay the fees to BIL by prom sing
to inject capital into Canterbury NZ if necessary to conplete the
transacti on.

BIL was not alone in charging LMWR during this transition
period. The Agreenent also |let Canterbury NZ charge LWR for its
services. |If the transition ran into a second year, LWR would
pay Canterbury NZ 7.5 percent of the call price plus GST-- about
$750,000. Canterbury NZ had a strong incentive to exercise the
option quickly, because the Agreenent all owed these managenent
fees to be reduced ratably if Canterbury NZ exercised the option
sooner than the end of the two-year transition.

After signing the Joint Agreenment, Canterbury’s partners
took up positions in Canterbury NZ, and Canterbury NZ al so paid
Canterbury for their services. Canterbury in turn distributed
the noney to the partners as wages. LWR also paid Canterbury’s
partners directly as contractors.

So the cash was flow ng reasonably well, both directly and
indirectly, fromLW to the partners. But the cashflowto BIL
dried up. Despite the express terns of the Joint Agreenent, BIL
was not getting paid for its managenent services to LMR BIL
noticed and sent a letter to LWR in Cctober 2000 rem nding it
t hat managenent fees were due Novenber 8, 2000. Teece responded

on behalf of Canterbury wth a conplaint that BIL had
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m srepresented LWR s financial situation before signing the Joint
Agreenent, making LVWR unable to fund the paynents. The sane
letter was sent to BIL from Canterbury NZ

Bl L, though, was eager to unhitch itself fromLWR and
proved willing to renegotiate both the Joint Agreenent and the
call option. The changes were very nuch to Canterbury’s
advant age--the option price was marked down from NZ$ 22.7 nmillion
to only NZ$ 6.25 million. And to settle the dispute over
managenent fees, BIL agreed to accept NZ$ 4, 010,000 as paynent in
full. And here we cone to the first expense whose deductibility
we nust anal yze: Canterbury NZ, though it was the entity that
owed BIL the managenent fees, wasn’t the entity that paidit.

I nstead, Canterbury itself paid BIL directly. Canterbury
converted these paynents to U S. currency and deducted them on
its 2000 and 2001 returns.

Wth these new arrangenents in place, Canterbury NZ
exercised its option and paid BIL NZ$ 6,250,000 for its LWR
shares on May 10, 2001. O this sum NzZ$ 1,250,000 was paid to
BIL at closing, leaving a balance of NZ$ 5 mllion subject to a
nort gage of securities. The interest on this remaining NZ$ 5
mllion debt was unusual as well. The NZ$ 5 million principal
was not owed until |ate 2004, with no further interest owed

unl ess Canterbury NZ failed to pay. And Canterbury NZ all egedly
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assigned this debt to Canterbury itself, though the assignnent
wasn't reflected on the books of either firmuntil 2003. But
what ever was paid and owed, and by whom the conprom se worked:
BIL wthdrew its managers and LWR hired others to replace them

The Comm ssioner audited Canterbury’s returns and issued
notices of final partnership adm nistrative adjustnent for 2000
and 2001 denying Canterbury’'s deductions for managenent fees and
interest.® He also asserted penalties under section 6662. W
tried the case in San Franci sco--Canterbury had its principal
pl ace of business in California when it filed its petition.

OPI NI ON

| . Deductibility of Expenses Paid

As a general rule, sharehol ders who pay their corporation’s
expenses don’'t get a deduction--the Code treats them as
i nvestors, not as engaged in their corporation’s trade or

busi ness t hensel ves. Bet son v. Conmi ssioner, 802 F.2d 365, 368

(9th Cr. 1986), affg. in part and revg. in part T.C. Meno. 1984-

264; Gauman v. Conm ssioner, 357 F.2d 504, 505-06 (9th Gr.

1966), affg. T.C. Meno. 1964-226; Madden v. Conmm ssioner, T.C

Meno. 1980-350. The Code and regul ations usually treat such

expenditures as | oans or capital contributions. Sec. 263;

6 An FPAA, as a notice of final partnership admnistrative
adjustnents is abbreviated, is the TEFRA equi val ent of a notice
of deficiency, inthat it triggers the start of the tine for
filing a case in Tax Court.
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sec. 1.263(a)-2(f), Inconme Tax Regs. (voluntary contributions by
shar ehol der for any corporate purpose are nondeducti bl e capital
expenditure); see also Betson, 802 F.2d at 368. Canterbury’s
paynments on behal f of Canterbury NZ, therefore, | ook |ike they
would fall within this general rule and be considered
nondeducti bl e | oans or capital contributions.

Cant erbury understands this, but invokes an exception.
Section 162 permts deductibility of “ordinary and necessary
expenses paid or incurred during the taxable year in carrying on
any trade or business.” And there’s nothing in the Code that
bars a sharehol der from deducti ng paynents of his corporation’s
expenses, if those expenses are also ordinary and necessary to

his own trade or busi ness. Lohrke v. Commi ssioner, 48 T.C. 679,

688- 89 (1967).

The main question thus amounts to which of two groups of
cases is a better fit for the facts before us. The rules are a
little bit different for the managenent fees and the interest
deductions, and we exam ne them separately. But there are a
great nunber of cases in this area, and very little custom
tailoring i s needed.

A. Managenent Fees

Lohrke is the key case in the field, summarizing the

exception to the general rule of nondeductibility to require that
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a sharehol der who wants a deduction for paying his corporation’s
expenses nust show two things: (1) that his purpose was to
protect or pronote his own business, and (2) that the expenses
paid were ordinary and necessary to that business. |[d. at 688.

The problemis that Canterbury itself didn't benefit
directly fromBIL s managenent of LWR LWR received the
services, but Canterbury itself looks like it benefited only
indirectly--the services presumably inproved LWR s val ue, which
presumably increased the value of Canterbury NZ's LWR stock and
option to buy nore, which presumably increased the val ue of
Canterbury’ s Canterbury NZ stock. Recognizing that this would
make paynment of the fees |ook nore |like a capital transaction,
Canterbury argues instead that the fees were also “ordi nary and
necessary” to its own busi ness because their paynent protected
its own reputation and credit, and thus pronoted its own
busi ness. This argunent has persuaded us in the past--Canterbury

cites Coulter Elecs., Inc. v. Conm ssioner, T.C. Mnop. 1990-186,

affd. w thout published opinion 943 F.2d 1318 (11th G r. 1991),
where we allowed a parent conpany to deduct reinbursenents nmade
to a wholly owned Canadi an subsidiary for the cost of warranty

servi ces because those services would affect the parent’s sal es

and its own business reputation. See also Lutz v. Comm ssioner,

282 F.2d 614 (5th CGr. 1960), revg. T.C Meno. 1959-32; D nardo
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v. Comm ssioner, 22 T.C 430 (1954); Scruggs-

Vandervoort-Barney, Inc. v. Commssioner, 7 T.C. 779 (1946).

And, of course, there is the | andnark case of Jenkins v.

Comm ssioner, T.C Meno. 1983-667, where we waxed |lyrical on (and

found deductible) Conway Twitty’'s paynents of corporate debt to
protect his own reputation.

But we have to agree with the Comm ssioner that Canterbury
runs into a snag in trying to fit itself into this |ine of cases.
In cases where we’ve all owed a deduction to an owner who has paid
hi s conpany’ s expenses, the owner hinself had an i ndependent
operating business or, in the case of Conway Twitty, a high-
profile reputation requiring the good will of the public to
sustain sales. Such payors have a | ongstandi ng reputation
separate fromthat of their subsidiary. See D nardo, 22 T.C at

431-32 (20 years of practicing nedicine); Scruggs-Vandervoort -

Barney, 7 T.C. at 780-81 (35 years of running a departnent

store); Coulter Electronics, T.C. Meno. 1990-186 (two decades of

manuf act uri ng advanced nedi cal equi pnent).

VWhat we | ook for here is therefore Canterbury’s ability to
ot herwi se pronote its own business wholly apart fromthat of its
subsidiary. The Comm ssioner stipulated that Canterbury’s
general business was to acquire, manage, and turn around

di stressed conpanies, but the parties also stipulated into
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evi dence the Qperating Agreenent of Canterbury’s partners. |Its
specific terns restricted Canterbury’s business activity to the
investnment in LMR Article 2.7 of the partners’ Operating
Agreenent is seanl ess evidence of this:
Wt hout the unani nous consent of the Voting Menbers
[i.e., the three partners], the Conpany may not engage
in any business other than the foll ow ng:
A. directly or indirectly
managi ng and di sposing of LWR and the assets
t her eof ;
B. purchasing real or persona
property, making investnents, and * * *
ot her business activities proposed by the
Board of Managers in connection wth enhanci ng
the value of LWR and not prohibited by | aw
or this Agreenent;
C. engaging in any other
activities directly related to LWR * * *
to further the foregoing business; and

D. ultimately realizing the val ue
and distributing the proceeds fromthe foregoing.

The Operating Agreenent also defined certain events, including a
partner’s term nation of enploynent at LWR, as a term nation of
his voting nmenbership in Canterbury.

Whodward credibly testified that, even as the problens at
LWR t ook ever larger amounts of the partners’ tine, Canterbury at
| east nosed around the possibility of doing other deals. But we
specifically find that, during the years at issue here,

Canterbury itself had no actual business apart fromstitching
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together a deal for, and then managi ng, LWR Al though Canterbury
indicates that by working with BIL, it hoped to get a “foot in
t he door” pronoting its consulting business in New Zeal and, and
while it describes dire consequences to its reputation had it not
paid the fees to BIL, Canterbury did not have al ready operating
busi ness, credit standing, or a preexisting reputation to
maintain. Its desire to build a future reputation is sinply not
enough for us to grant its current deductions as “protecting and
pronoting its trade or business.”

The Ninth Circuit has also I ong recognized that a nore
direct connection with an existing business is needed to sustain
a deduction in this area. Wen a doctor tried to deduct his
paynents to the famly pet store’s creditors as a business
expense of his nedical practice, our denial of the deduction was
af firmed:

Whil e communi ty di sapproval m ght well be expected to

follow fromone's failure to recogni ze nora

responsibility for a debt owing to an inpoveri shed

wi dow, it would not, in our judgnment, necessarily

result fromfailure to assune responsibility for such

i npersonal matters as taxes, utility charges or debts

to distant creditors. * * *

G auman v. Commi ssioner, 357 F.2d at 505-06.

We therefore find that the managenent fees were capital
i nvestments and not deducti bl e expenses. Those paynents by

Canterbury were not ordinary and necessary expenses of its own
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busi ness, but ained only at protecting the value of the LWR stock
that Canterbury NZ al ready owned, as well as its ability to buy
the rest from BIL.

Canterbury thus fails the first part of the Lohrke test. |If
that were all, we’d have no probl em denyi ng the deduction of the
managenent fees. But perhaps recogni zing the poor fit of this
first argunment, Canterbury dons a second--that Canterbury NZ was
a nom nee whose separate existence we should ignore. Canterbury
NZ was certainly not an independent subsidiary with a business of
its owmn. It had no assets, no enployees, and all of the business
was that of Canterbury. Its funds were all provided by
Canterbury, and all its managenent deci sions and services were
Canterbury’s alone. It was Canterbury’s partners who perforned
managenent services for LWR on behalf of Canterbury NZ, and it
was they who were paid for them Canterbury orally guaranteed
Canterbury NZ's obligations to BIL. Despite the nanes on the
docunents, BIL always | ooked to Canterbury for paynent, because
BIL was aware that Canterbury NZ had no i ndependent neans of
paynment and was just an acqui sition vehicle.

There is sone force, then, in Canterbury’s assertion that
Canterbury NZ was no nore than a di sregarded or deened nom nee of
Canterbury hol ding passive title to LWR shares, or maybe an agent

for Canterbury’s business purpose. But being a shell corporation



16
IS not synonynmous with being a nom nee or an agent. Unlike the

nom nee corporation analyzed in Payner v. Comm ssioner, 150 F.2d

334, 337 (2d Cir. 1945), Canterbury NZ was not a nere “passive
dummy.” We cannot say that it “served no business purpose .

and was intended to serve only as a blind to deter the creditors
of one of the partners.” |d.

W likewise find no nerit in Canterbury’s argunent that
Canterbury NZ was its agent. A corporation can, of course, be an
agent--no one would say that a custonmer of Western Union is
maki ng a capital contribution when he gives it noney to wire
abroad. But “if the corporation is a true agent, its relations
with its principal nmust not be dependent upon the fact that it is

owned by the principal.” Natl. Carbide Corp. v. Conm Ssioner,

336 U.S. 422, 437 (1949). Canterbury NZ's relations with
Canterbury, in obvious contrast, were wholly dependent on its
ownership by Canterbury--it was useful sinply by being a New

Zeal and presence for the deal to take over LWR and conducted
business in its owm nane as a coowner of LWR throughout the years
in issue. There was no agency agreenent between Canterbury and
Canterbury NZ, and Canterbury at no tinme identified Canterbury NZ

to BIL as anything other than its subsidiary. Cf. Conmm ssioner

v. Bollinger, 485 U.S. 340, 349-50 (1988).
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The Code and casel aw sinply do not allow Canterbury to

ignore its organi zational choices when convenient for tax

purposes. Higgins v. Smth, 308 U S. 473, 477 (1940); Gothues

v. Comm ssioner, T.C Meno. 2002-287. It was Canterbury NZ that

made the tender offer to the New Zeal and public, and it was
Canterbury NZ that appeared on all |etterheads and correspondence
and agreenments with BIL. Canterbury’s change of heart in
treating its subsidiary as nerely its agent or nomnee is al so
contrary to the position it took in its 1999 tax return, where
Canterbury listed the capital contributions made to Canterbury NZ
as a capital asset and Canterbury NZ itself as an investnment. It
then reported the paynments received from Canterbury NZ for the
partners’ services as inconme and deducted anmounts paid to the
partners as wages and sal ari es.

It is sonething of a puzzle why Canterbury capitalized
Canterbury NZ for the first stage of the takeover plan but then
didn’t do so again when Canterbury NZ needed nore noney to pay
its obligations to BIL. The only solution the record supports is
that by that tinme Canterbury (or nore precisely its partners) had
nore use for the deductions than did Canterbury NZ. But even if
we’'re wrong about that, another one of the old general principles
of corporate tax law still fits: “[While a taxpayer is free to

organi ze his affairs as he chooses, neverthel ess, once having
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done so, he nust accept the tax consequences of his choice.”

Conmi ssioner v. Natl. Alfalfa Dehydrating & MIling Co., 417 U.S.

134, 149 (1974).

The expense of acquiring a capital asset generally is not
currently deductible. By its own adm ssion, Canterbury clains
that it paid the nanagenent fees to sal vage and preserve a
potentially deteriorating relationship wwth BIL. Canterbury’s
paynment to BIL should therefore not be viewed in isolation. Wen
Cant erbury made the paynment on Decenber 12, 2000, Canterbury NZ
al ready had a 34-percent interest in LWR fromthe successful
tender offer and it wanted the rest. So we find that
Canterbury’ s paynent of managenent fees primarily enhanced the
value of its indirect investnent in LMR W therefore agree with
Comm ssioner and find that the paynents nmade by Canterbury to BIL
were directly tied to the purchase of the LWR shares, a separate
and distinct asset, and therefore a capital expenditure. They
were not an ordinary and necessary expense of Canterbury’s own
trade or business.

Qur finding on this point is also supported by sone evidence
that Canterbury and Canterbury NZ thensel ves descri bed these
“managenent fees” as repaynent of a |loan. Wen Teece responded
to BIL's denand letter for managenent fees, he described them as

“requesting the | oan” and noted that “it was al ways contenpl at ed
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that the source of the funds for repaynents of any advances made

by BIL to [Canterbury NZ] was to be from funds nmade avail abl e
fromLWR " Teece continued that since LMR s financial affairs
were worse than presented to them “LWR is unable to fund the
paynments under the | oan due on 8 Novenber.” He went on in his
letter to request an extension of the repaynent date and prom sed
to repay the outstanding bal ance of about NzZ$ 2.8 mllion by My
8, 2001, remnding BIL it held a nortgage of LWR shares secured
for this repaynent of | oan.

Simlarly, when Canterbury NZ repeated its allegations that
BIL had Iied about LWR s financial condition, it said that LWR
was unable to fund the repaynent of the |oans due on Novenber 8,
2001, citing section 5.1 of an October 1999 Menorandum of
Understanding. Neither party offered that nmenoranduminto
evi dence, but we do have an earlier version from May 29, 1999.
This version of the Menorandum Agreenment nentions a |oan BIL
woul d advance to Canterbury NZ if the tender offer required nore
than NZ$ 10 million to close. The |oan would bear 7.2 percent
interest. W don't have to decide fromthis sketchy evidence
whet her the managenent fees are not deducti bl e because they are

in fact a repaynent of l|oan principal, but we do think it saps
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strength from Canterbury’s argunment that what it paid to BIL was
an ordinary and necessary expense of its own business rather than
part of acquiring a capital asset.

The managenent fees at issue here are best seen as part of

t he whol e transaction of the purchase of LWR by Canterbury NZ,
and we therefore find that they should be treated as capital
contri butions.

B. | nt er est Expenses

Section 163 all ows a deduction for interest on indebtedness
paid or accrued within the taxable year. Canterbury clainmed a
deduction for interest paid in 2001 according to the Agreenent
for Sale and Purchase of Shares that closed on May 10, 2001. But
this Agreenent required Canterbury NZ, not its Anerican parent,
to pay BIL for its LWR stock. The loan also had curious terns--
BIL agreed to lend NZ$ 5 million to Canterbury NZ, subject to the
terms of another agreenent, which the parties called the Facility
Agreenment. The Facility Agreenment did not provide for any
interest to be due unless repaynment of the NZ$ 5 million was not
made by June 30, 2004. Although the NZ$ 5 million was paid in
2003 before the loan’s due date, Canterbury presented at trial an
assi gnnment -of -i nterest agreenent between BIL and Canterbury

stating that Canterbury would assune Canterbury NZ s obligation
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to pay BIL interest of NzZ$ 2,250,000 for the period of My 10,
2001 through June 30, 2004.

According to credible testinony, this noney wasn’t actually
pai d and was perhaps deducted fromthe principal that was repaid
| ater on--though even this is unclear. Canterbury neverthel ess
reported this anmount as its own interest expense on its tax
return. The Conmm ssioner deni ed the deduction because he
concl uded the indebtedness was not Canterbury’s but Canterbury
NZ's. W agree.

As with the managenent fees, Canterbury argues once again
that the interest paynents were essential to pronoting and
protecting its trade or business. W reject this argunent for
the sane reasons we rejected it already wwth regard to the
managenent fees. Furthernore, we find that it was part of the
deal that enabled Canterbury NZ to acquire all of LWR s shares.’
Al t hough Canterbury clains the | oan was assigned to it by
Canterbury NZ, there was no such docunent between Canterbury and
Canterbury NZ admtted into evidence. The record does include

an Agreenent between BIL and Canterbury for Canterbury to pay BIL

" W also note interest incurred on property held for
investnment is “investnment interest”. Sec. 163(d)(3)(A). Section
163(d) (1) limts the deductibility of investnent incone of a
noncor porate taxpayer to the anmount of net investnent incone
(excess of investnent inconme over investnent expenses.) Sec.
163(d)(2). Canterbury reported only trivial investnent incone on
its 2000-01 returns, and it could not claiminvestnent-interest
deducti ons above those anounts.
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NZ$ 2,250,000 in interest. But only Canterbury signed it, and
sone inportant blank spaces in the Agreenent--especially the one
to record the date of the assignnent to Canterbury of the | oan
bet ween Canterbury NZ and Bl L--remain unfilled.

We therefore agree with the Conm ssioner that there was no
reason for Canterbury, as part of its own trade or business, to
assunme Canterbury NZ's obligation. This isn’'t to say that
Canterbury | acked any reason to pay this debt. W recognized
in a simlar case that

a successful operation of the foreign subsidiary * * * would

obviously inure to the benefit of the petitioner as parent

corporation. Petitioner’s willingness to undertake this
obligation is understandable. But we do not believe that

t hese dol |l ar paynments of salaries and rel ated paynments can

be construed as petitioner’s own business expense as a part

of its cost of goods sold.

Col unbi an Rope Co. v. Conm ssioner, 42 T.C. 800, 815-16 (1964).

We have no reason to decide this case differently. A corporation
generally is a separate taxable entity even if it has only one
shar ehol der who exercises total control over its affairs. Mline

Props., Inc. v. Conm ssioner, 319 U S. 436, 439 (1943).

1. Accuracy-Related Penalty

Section 6662 inposes a penalty on underpaynents attri butabl e
to gross valuation m sstatenents, negligence, or a substanti al
understatenent of incone tax. |In this case, the Comm ssioner

asserted the penalty on two grounds: negligence for the deduction
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of interest, and substantial understatement of incone tax for the

deducti on of the managenent fees.® Both of these grounds for
i nposing the penalty are subject to the defense of reasonable
good-faith reliance on professional advice. Sec. 6664(c)(1l); see

al so sec. 1.6664-4(a), Incone Tax Regs.; Higbee v. Conmm ssioner,

116 T.C. 438, 448 (2001).

Canterbury argues that it relied on the professional advice
of one Max Gray. Gay is a CPA and attorney with nore than 40
years of experience as a tax consultant. He was also a KPMG
partner. W have no doubt that he is a conpetent professional in
his field--in addition to his experience, his education was al so
top-of-the-line. He has a B.S. in accounting and finance, an
M A. fromBerkeley, and a J.D. fromthe University of San
Francisco. While in |law school, Gay began to work on the audit
staff of KPM5 and clinbed his way up to be a nenber of the tax
departnent, until he made partner in 1973. Wile working for
KPM5 he even taught tax courses at California State University,
Hayward (now called California State University, East Bay). And
t hough he had already retired from KPMG when he was advi si ng

Canterbury, he still had a private practi ce.

8 TEFRA tells us that we should usually exani ne any
accuracy-related penalties or additions to tax related to
adjustnments to partnership itens at the partnership level. New
M Il ennium Trading, LLC v. Comm ssioner, 131 T.C. __ , _  (2008)
(slip op. at 8-10); Tigers Eye Trading, LLC v. Comm ssioner, T.C.
Mermo. 2009-121.
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Wodward and Teece called Gray in 2000 and asked for his

advice on the U S. tax consequences of their New Zeal and
acquisition. Canterbury supplied Gay with all the rel evant
docunentation including its draft tax returns for the 2000 and
2001 tax years and consulted with himon the proper character and
reporting of the managenent fees and interest expenses paid by
Canterbury to BIL. Canterbury thereafter followed Gay’'s advice.
Though we disagree with Gray on the nerits of this case, we
find that Canterbury reasonably relied in good faith on his
advice. That is enough to free Canterbury of liability for the
penal ties.® Wen an accountant or attorney advi ses a taxpayer on
a matter of tax law, it is reasonable for the taxpayer to rely on

that advice. United States v. Boyle, 469 U S. 241, 251 (1985).

Decisions will be entered

under Rul e 155.

°® The partners’ reasonable reliance on Gay’'s advice is al so
enough to refute the Conm ssioner’s new theory that Canterbury
was a tax shelter under section 6662(d)(2)(C that disguised the
real relationship of the deductions to the partners. This rather
startling argunent would require us to find that the purpose the
partners had in formng the LLC was to enabl e thenselves to
deduct the managenent fees and interest expenses. This is too
much--everything in the record supports Canterbury’s position
that its partners forned the LLC and created Canterbury NZ for
the perfectly understandabl e and profit-notivated purpose of
acquiring and rehabilitating the Canterbury brand, not evasion or
avoi dance of federal incone tax.



