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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

THORNTON, Judge: These consolidated cases stem from
transactions that occurred in the wake of the 1996 sale of the
| egendary notion picture conpany Metro-CGol dwn-Mayer (M3V) by the
French banking giant Credit Lyonnais.

Pet er Ackerman, his business partner Perry Lerner, and their
related entities (collectively, the Ackerman group) had hel ped
organi ze a consortium which made a bid to purchase MGM from
Credit Lyonnais. The consortiumlost out to Kirk Kerkorian's
wi nning bid. The Ackerman group then set out to acquire MaM s
parent conpany, Santa Moni ca Hol di ngs Corp. (SWVHC), which Credit
Lyonnais still owned.

SVHC was | argely devoid of assets; it owed about $1 billion
to Credit Lyonnais and its cluster of subsidiaries, adjuncts, and
associ ated conpanies (the Credit Lyonnais group).! There were,
however, tantalizing tax attributes: Credit Lyonnais’s purported
tax basis in the SVHC i ndebt edness was about $1 billion; its

purported tax basis in the SMHC stock was about $665 million.

! This debt represented part of the approximtely $2 billion
that the Credit Lyonnais group had previously lent or advanced to
MaM during its brief, unprofitable relationship with May first
as lenders to MaM and then, after foreclosing, as owners of MiM
Credit Lyonnais had transferred the approximately $1 billion of
debt fromthe M3SM operating conpany to Santa Moni ca Hol di ngs
Corp. (SMHC) (or nore precisely to its predecessor, MGV G oup
Hol di ngs Corp.) partly to facilitate the 1996 sale of the M3V
operating conpany to Kirk Kerkori an.
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To acquire SMHC in a manner that m ght preserve the tax
attributes, the Ackerman group forned a newlimted liability
conpany, Santa Monica Pictures, LLC (SMP), which elected to be
treated as a partnership for Federal tax purposes. The Credit
Lyonnai s group agreed to contribute to SMP the high-basis, |ow
val ue i ndebt edness and SMVHC stock after first contributing to
SVHC a library of what m ght charitably be called B-grade fil ns.
In exchange, the Credit Lyonnais group was to receive preferred
interests in SVMP and a $5 mllion “advisory fee”.? Pursuant to a
side agreenent, the Ackerman group commtted to purchase these
preferred interests fromthe Credit Lyonnais group, upon demand,
for a $5 mllion “put” price.?

In late 1996, the Credit Lyonnais group nmade the agreed-upon
contributions to SMP. Sone 3 weeks later, the Credit Lyonnais
group exercised its “put”, sold its SMP interests to Sonerville S
Trust (M. Ackerman’s grantor trust), and so departed SMP. SMP
was |left holding, instead of the proverbial bag, the high-basis,
| ow-val ue assets that the Credit Lyonnais group had contri buted

and, indirectly (through SMHC), the B-grade fil ns.

2 More precisely, the $5 nmillion advisory fee was to be
paid to one of the Credit Lyonnais group nenbers, Credit Lyonnais
I nternational Services (CLIS)

% Mbre precisely, the commtnent to purchase the Credit
Lyonnais group’s preferred interests was nmade by one of the
Ackerman group nenbers, Rockport Capital, Inc.
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Rel yi ng upon certain partnership basis rules (i.e., sections
704(c), 743 and 754), the Ackerman group clainmed to succeed to
Credit Lyonnais’s purported $1 billion tax basis in the
contri buted SMHC i ndebt edness and purported $665 nillion tax
basis in the SMHC stock.* In separate transactions in 1997 and
1998, SMP sold to TroMetro Filnms, LLC (TroMetro) portions of the
SMHC i ndebt edness for much | ess than the clainmed basis. SM al so
formed anot her partnership, Corona Film Finance Fund, LLC
(Corona) and contributed to it part of the SVMHC i ndebt edness. ®
SWMP then sold nost of its ownership interest in Corona to
| mperial Credit Industries, Inc. (Ilnperial), for nuch | ess than
its clainmed basis. On its partnership tax returns for 1997 and
1998, SMP cl ai med capital |osses totaling, altogether, about $300
mllion fromthese various transactions. These clainmed | osses
passed through for the primary benefit of M. Ackernan.

Corona, nmeanwhile, sold to TroMetro the SMHC i ndebt edness

that SMP had contri buted at Corona' s formati on. O its

4 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable years at
issue and, in certain references, as amended. All Rule
references are to the Tax Court Rules of Practice and Procedure.

5In our findings of fact, we use terns such as
“i ndebt edness” or “contributions” only for convenience and not to
denote any | egal significance.
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partnership tax return for 1997, Corona clainmed a capital |oss of
about $79 mllion fromthis transaction.?®

Respondent issued separate notices of final partnership
adm ni strative adjustnment (FPAAs) to Perry Lerner as tax matters
partner for SMP and Corona with respect to their partnership
t axabl e years ended Decenber 31, 1997, and Decenber 31, 1998. In
t he FPAAs, respondent disallowed SMP s and Corona’s
af orenentioned clainmed capital losses.” On a nunber of theories,
i ncludi ng the application of substance over form principles,
respondent argues that SMP and Corona are not entitled to the

i ndebt edness bases or the associated capital |osses that those

6 This claimed | oss essentially duplicated | osses that Santa
Moni ca Pictures, LLC (SMP) had clainmed fromits sale to Inperia
Credit Industries, Inc. (Inperial), of SMP s ownership interest
in Corona FilmFinance Fund, LLC (Corona). Mst of Corona’s
claimed | oss passed through for the benefit of Inperial. As a
“fee” for the tax benefits it received, Inperial paid, indirectly
to SMP t hrough Corona, alnost $15 nmillion.

At sonme point in these proceedings, Inperial filed a
bankruptcy petition. Consequently, any partnership itens of
| mperial, including the |oss that passed through from Corona,
becanme nonpartnership itens on the date the bankruptcy petition
was filed. Sec. 301.6231(c)-7(a), Tenporary Proced. & Adm n.
Regs., 66 Fed. Reg. 50561 (Dec. 4, 2001). Inperial is not a
party to these proceedi ngs.

"1In the notice of final partnership adm nistrative
adj ustnment issued to Corona for its 1998 taxable year, respondent
determ ned, as the lone adjustnent in that FPAA, an $80 nillion
increase in Corona’s reported distributions. Respondent concedes
that this adjustnment is no |l onger a partnership item and that
this Court lacks jurisdiction to redeterm ne that adjustnent.
Based on that concession, the Court will dismss the taxable year
1988 as noot at docket No. 6164-03.
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entities clainmed on their respective 1997 partnership tax returns
and that SWMP clainmed on its 1998 partnership tax return.

Petitioner disagrees. Petitioner contends, anong ot her
t hi ngs, that substance over form principles do not apply because,
when the contribution of SMHC stock and debt occurred (and
thereafter), the Ackerman group had the | egitimte business
pur pose of getting into the filmbusiness with the Credit
Lyonnai s group.

Utimtely, we nust decide: (1) Whether SMP is entitled to
a $147, 486,000 capital loss on its sale to TroMetro of a $150
mllion receivable in 1997, (2) whether SMP is entitled to
capital |osses of $11,647,367 and $62, 237,061 on its sales to
| nperial of portions of its Corona nenbership interest in 1997,
(3) whether SMP is entitled to a $80, 190,418 capital loss on its
sale to TroMetro of an $81 nillion receivable in 1998; (4)
whet her Corona is entitled to a capital loss onits sale to
TroMetro of a $79 mllion receivable in 1997;8 (5) whether
accuracy-rel ated penal ties under section 6662(a) or (h) apply
with respect to the partnership adjustnments to SMP s 1997 and

1998 returns and Corona’'s 1997 return.?®

8 Corona clainmed a $78, 768,955 capital loss fromthe sale of
the $79 million receivable in 1997. W do not have jurisdiction
over the portion of this |oss that passed through to Inperial;
i.e., $74,671,378. See supra note 5.

 On SMP's FPAA for 1998, respondent al so deternined a
(continued. . .)
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FI NDI NGS OF FACT

SWP is a Delaware imted liability conpany with its
princi pal place of business in New York, New York. Corona is a
Del aware limted liability conpany with its principal place of
busi ness in New York, New York.

The parties have stipulated many facts, which are
i ncorporated herein by this reference.

| . The Ackerman G oup

A. Perry Lerner

During the taxable years at issue, Perry Lerner was the
managi ng nenber and the tax matters partner of SMP and Corona.

M. Lerner is a successful tax lawer. He graduated from
Cl airnont McKenna College in Clairnmont, California, in 1965 and
from Harvard Law School in 1968. From 1968 to 1970, M. Lerner
wor ked as a clerk/attorney advisor to Judge Arnold Raum of the
U S Tax Court. From 1970 to 1976 and again from 1979 to 1980,
M. Lerner worked for the law firmof Kindall & Anderson in Los
Angel es. From 1976 to 1979, M. Lerner worked as an attorney
advisor for the U S. Treasury Departnent, Ofice of International

Tax Counsel, in Washington, D.C

°C...continued)
$211, 407 adjustnent for certain long-termcapital gain that SMP
did not pass through on its 1998 partnership tax return.
Respondent does not seek to inpose accuracy-related penalties
pursuant to sec. 6662 with respect to this adjustnent.



- 14 -

From approxi mately 1980 to 1995, M. Lerner worked for the
law firmof O Melveny & Myers, LLP. He worked in the firms Los
Angel es office until 1986 or 1987, before |leaving to head up the
firms London office. 1In 1992, he returned to the firms Los
Angel es office for about a year before noving to the firms New
York office. In 1996, M. Lerner retired fromO Ml veny & Mers
to becone a sole practitioner.

B. Pet er Acker man

Peter Ackerman is a successful businessman. He attended
Col gate University, where he received a bachelor’s degree. He
attended graduate school at the Fletcher School of Law and
D pl omacy, ultimately receiving a Master of Arts and Law and
D pl omacy, and a Ph.D. in international affairs.

From 1978 to 1989, M. Ackerman worked at Drexel Burnham
(formerly Burnham & Co.) with Mchael MIlken in the high-yield
and convertible bond departnent. Wile there, he was exposed to
buyi ng and selling high-yield bonds, recapitalizing (leveraging)
conpani es, restructuring troubl ed businesses, and financing and
i nvesting in businesses.

During the period of M. Ackerman’s enpl oynent there, Drexel
Bur nham arranged the financing for major film conpanies,

i ncl udi ng Warner Brothers, Paranount, Turner, CNN, and Oion.

M. Ackerman was actively involved in structuring the financing
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for the transaction wherein Kirk Kerkorian sold the MaM | ibrary
(for the first tinme) to Ted Turner.

In 1990, M. Ackerman was invited to becone a visiting
scholar at the International Institute for Strategic Studies in
London. He stayed there until 1994 while he wote and published
a 400- page book called “Strategic Nonviolent Conflict.” During
this period, M. Ackerman net M. Lerner. M. Lerner represented
M. Ackerman in certain |egal matters, including issues stenm ng
from Drexel Burnham s bankruptcy and issues relating to M.
Ackerman’ s estate planning.

C. Sonerville S Trust

During the taxable years at issue and at all relevant tines,
M. Ackerman was the beneficiary of the Sonerville S Trust, which
was treated as a grantor trust for Federal inconme tax purposes.
All itenms of inconme, expense, or |loss from Sonerville S Trust
were reported on M. Ackerman and his wife' s joint Federal incone
tax returns.

Sonerville S Trust was the capital source for many of M.
Ackerman’s investnents, including the transaction involving the
Credit Lyonnais group. M. Lerner was the trustee of the
Sonmerville S Trust, and he was fully enpowered to transfer or

invest its assets.
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D. Rockport Capital, Inc.

During the taxable years at issue and at all relevant tines,
M. Ackernman conducted all his investnment activities through a
whol | y owned advi sory conpany call ed Rockport Capital, Inc.
(Rockport Capital). Rockport Capital was a Del aware subchapter S
corporation. M. Lerner was an officer in Rockport Capital.

E. Rockport Advi sors, Inc.

After M. Lerner retired fromO Melveny & Myers in 1996, M.
Ackerman asked M. Lerner to continue representing him M.
Ackerman was interested in various investnent opportunities that
were comng his way, and he often asked M. Lerner’'s |egal advice
about them Initially, M. Lerner devoted about half his tinme to
M. Ackerman’s affairs. As a product of this representation, M.
Lerner formed Rockport Advisors, Inc. (Rockport Advisors), which
he owned. Rockport Capital and Rockport Advisors operated
together with respect to M. Ackerman’s investnent activities,

i ncluding the transaction involving the Credit Lyonnais group.

F. Crown Capital G oup

In early 1997, M. Lerner ceased using Rockport Advisors
with respect to M. Ackerman’s investnents. |Instead, M. Lerner
created a new firm Crown Capital Goup, Inc. (Crown Capital),
| ocated in New York, to investigate and manage M. Ackerman’s
investnments. M. Lerner owned 49 percent and M. Ackerman’s

nephew owned 51 percent of Crown Capital.
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Crown Capital provided the due diligence and managenent
services for M. Ackerman’s investnents, including SMP, a theater
exhi bition conpany (Resort Theaters), a textile conpany, a snal
i nsurance conpany, a business involved in manufacturing Pokenon
gane cards, a conpany that manufactured sanple wall paper and
carpet boards, a newspaper stuffing business, a grocery business,
and a nunber of private equity investnents. O tentines, C own
Capital would rmake an investnent in its own nane and then
transfer it into sone new entity established for M. Ackerman.

In sone cases, Crown Capital also acted on behalf of SMP or SNMHC
al though there was no witten agency agreenent between these
conpani es.

1. The Credit Lyonnais G oup

A. Credit Lyonnais

During the early 1990s and the taxable years at issue,
Credit Lyonnais, S.A (Credit Lyonnais), was a | arge European
banki ng and financial institution organized under the | aws of
France. Credit Lyonnais was the direct or indirect parent of
ot her banking and financial institutions, including Credit
Lyonnai s Bank Nederland, N. V. (CLBN), a bank organi zed under the
| aws of the Netherlands, and Credit Lyonnais I|nternational
Services (CLIS). Credit Lyonnais acquired CLBN in the m d-1980s.
CLBN devel oped a | arge business of financing nedia entertainnent

(e.g., film television, etc.); it was partly responsible for
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Credit Lyonnais’s indirect financing and ownership of film
conpani es, including MaM 10

B. Consortiumde Realisation

In 1995, Credit Lyonnais experienced a financial crisis.
Following the intervention of the French governnment, Credit
Lyonnai s announced a restructuring programthat was intended to
shore up its bal ance sheet going forward. Under the
restructuring program Credit Lyonnais’s troubled investnents and
| oans, including its loans to film conpani es such as MM were
effectively transferred into a wholly owned subsi di ary,
Consortiumde Realisation (CDR). CDR was set up for the purpose
of liquidating and maxi m zing recovery on Credit Lyonnais’s “bad
assets”.

When CDR was set up, the Credit Lyonnais enpl oyees who were
wor ki ng on the troubled entertai nnent | oans were given the option
of transferring to CDR to continue working on those | oans or
taking other positions within Credit Lyonnais. Rene-C aude
Jouannet, a longtinme enployee of Credit Lyonnais, transferred to

CDR, where he served as CDR s general counsel.?!!

10 The Credit Lyonnais group’s |oans to MGM and event ual
ownership of MGM are described in detail infra.

11 As we discuss infra, M. Jouannet played a significant
role in the transaction in which the Ackerman group acquired
SIVHC.
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C. C(Ceneral e Bank Nederl and

I n Septenber 1995, CLBN was acquired by Ceneral e Bank
Neder | ands (Generale Bank).!? In this acquisition, CLBN s “good”
and “bad” assets were transferred to CGenerale Bank. Credit
Lyonnai s | ent General e Bank the noney to purchase the *bad
assets” of CLBN, including the debt that MGM owed to CLBN. The
loan fromCredit Lyonnais to General e Bank was nonrecour se;
Ceneral e Bank was not obligated to pay back the borrowed anpunt
except to the extent it realized anything on the bad assets.

[11. Metro-Goldwn Maver, |nc.

A. Hi story of MaM Before 1990

Met r o- Gol dwyn- Mayer, Inc., was established in 1924 as a
maj or film studio based in Los Angeles, California. Since its
establ i shnent, Metro- Gol dwyn-Mayer, Inc., has experienced
numer ous reorgani zati ons and nane changes. For conveni ence, we
sonetinmes refer to Metro-Gol dwn-Mayer, Inc. (and its successors)
generally as “MaV'.

In 1981, MAM purchased United Artists (UA). The conbi ned
entity then changed its nanme to MaM UA Entertai nment Co.

(MGM UA). From 1981 through 1986, M3V UA conti nued to produce

and distribute filmand tel evision products. In 1986, Kirk

12 The actual nane is “Generale Banque.” W follow the
parties’ convention in referring to it in Anglicized fashion as
“CGenerale Bank.” Sonetines, in quoted material, the reference is

to “Ceneral e Banque” or “GB.”
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Kerkorian, the majority sharehol der of MGM UA, entered into a
series of transactions with Turner Broadcasting System (TBS),
resulting in TBS s acquisition of the pre-1986 MaMfilmlibrary.

See, e.g., Turner Broad. Sys., Inc. & Subs. v. Conm ssioner, 111

T.C 315 (1998). MaM UA Communi cations Co. (M3M Communi cati ons)
was formed out of the remaining assets of MaMv and UA, i ncl uding
the UAfilmlibrary. 1In 1988, M3V Commruni cations began to
explore selling all or part of these assets.

B. Pat he Acquisition of MaM

In June 1990, the board of directors of M3aV Communi cati ons
agreed to sell the conmpany for approximately $1.33 billion
(excluding certain additional costs) to Pathe Communi cations
Corp. (Pathe), which was indirectly controlled by G ancarlo
Parretti and Florio Fiorini.'® Pursuant to this agreenent, Mau
Pat he Communi cations Co. (a wholly owned subsidiary of Pathe)
merged with and i nto MGV Conmmuni cations (the 1990 nerger). The
surviving corporation was M3w Pat he Conmuni cati ons Co. (Mawv
Pathe). As a result of the 1990 nerger, Pathe owned 98.5 percent
of M3wt Pat he st ock.

C. Sealion Corp.

In connection with Pathe’s acquisition of MGV Credit

Lyonnais lent $150 million to Sealion Corp., N V. (Sealion)

13 To finance this purchase price, Pathe Comuni cations
Corp. relied, in part, on its available lines of credit from
CLBN.
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pursuant to a credit agreenment dated October 30, 1990. Sealion
then lent the $150 million to Pathe, which in turn used the funds
to finance part of the acquisition of MaM Comuni cati ons.

Sealion entered into a stock purchase agreenent dated as of
Novenber 1990, with Melia International N.V. (Melia), which owned
51.9 percent of Pathe’s outstanding common stock. Pursuant to

t he stock purchase agreenent, Sealion purchased 900, 000 shares of
M3GW+ Pat he’ s common stock (constituting 1.5 percent of the conmon
stock of MaGW Pathe) fromMelia. Sealion in turn pledged its 1.5-
percent interest in MawPathe to Credit Lyonnais as security for
the $150 mllion loan. Thereafter, Sealion, Melia, and Pathe
controlled the boards of directors of Pathe and M3w Pat he.

D. Cashfl ow Probl ens of M3V Pat he

Before the Pathe acquisition, MaMrelied on cashflows from
its distribution agreenents to conduct its day-to-day operations
and to generate revenue. To finance Pathe’'s recent acquisition
of M&M UA Conmuni cati ons, however, M. Parretti entered into new
di stribution agreenents which were then factored with financi al
institutions, thereby depriving MGV of approximately 80 to 90
percent of its ordinary cashflow Consequently, M3wv Pathe was
soon unable to finance its day-to-day operations, including
notion picture production and release. To fund all its operating
costs, including the paynent of interest, MawPathe had to rely

on external capital in the formof continuous borrowing fromthe
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Credit Lyonnais group. M3aM Pathe’'s weak financial condition was
wel | -known in the entertainnent industry and nade it harder to
attract filmtalent to MaV

E. Facility Agreenents with CLBN

On March 22, 1991, Pathe and M3GWvi Pathe entered into a so-
called $250 million interimrevolving credit facility with CLBN
(the $250 million facility), which incorporated all of M3Iw
Pat he’ s borrowi ng from Novenber 1, 1990.% Al borrow ng under
the $250 million facility was at the absolute discretion of CLBN
and was secured by Maw Pat he’s assets and Pathe’s interest in
MGV Pat he st ock.

On March 29, 1991, a group of MaGwPathe’s creditors
(excluding CLBN) filed an involuntary chapter 7 bankruptcy
petition in U S. Bankruptcy Court. To pay off its creditors
(other than CLBN) and allow it to enmerge from bankruptcy, M3IW
Pat he entered into a so-called $145 mllion facility agreenent
(the $145 million facility agreement) with CLBN dated as of Apri
12, 1991.' Borrow ng under the $145 million facility agreenent
was secured by Maut Pat he’s assets, as well as the stock of Pathe

and MGw Pathe. As a result of the new financing, M3wvt Pathe was

4 The nane of this agreenent did not necessarily control
t he amount that was advanced under the agreenent.

15 The nane of this agreenent did not necessarily control
t he amount that was advanced under the agreenment. Anounts
avai |l abl e under the $145 nmillion facility agreement were in
addition to anobunts avail able under the $250 million facility.
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able to reach an accord wth its creditors and energe from
bankr upt cy.

In connection with the $145 million facility agreenent,
Pat he and certain of Melia's stockhol ders and subsidiaries
entered into certain agreenents in April 1991, whereby those
parti es guaranteed MAw Pathe's obligations under the $145 mllion
facility agreenent and pledged to CLBN all shares of Pathe, Mawv
Pat he, and Melia owned by those parties, to secure al
i ndebt edness then owing by Pathe (and certain affiliates) to CLBN
(the 1991 pl edge agreenent). The shares covered by these
agreenents represented approximately 89.3 percent of the
out st andi ng conmon stock of Pathe and 98.5 percent of the stock
of M3wt Pat he, which shares were held in irrevocable voting trust
agreenents in favor of CLBN. As part of this process, M.
Parretti entered into corporate governance agreenents with CLBN
wherein M. Parretti and Pathe ceded responsibility for the day-
t o-day managenent of Maw Pathe to Credit Lyonnais. On June 17
1991, as a result of certain actions by M. Parretti in violation
of the corporate governance agreenents between himand CLBN, CLBN
removed M. Parretti and certain other directors of M3 Pat he.

F. Credit Lyonnais Takes Control of M3V

As of June 1991, Credit Lyonnais exercised effective control
over Mavt Pathe. It controlled all managenent decisions at Mawv

Pat he and el ected Maw Pat he’s board of directors. During this
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period, Credit Lyonnais maintained a constant presence at M3aw
Pat he’ s corporate offices.

MGVt Pat he’ s deepeni ng financi al probl ens, however, strained
its relationship wwth Credit Lyonnais. For exanple, during the
quarter ended March 31, 1992, M3w Pat he’ s operati ng expenses and
financing costs exceeded its operating receipts, and its
managenent expected that operating expenses and financing costs
woul d continue to exceed operating receipts for the foreseeable
future. MaW Pathe' s market share was | ess than two percent; many
of its valuable assets had either been sold or factored to
finance Pathe s acquisition of MaGwPathe. As a result, M3M Pat he
remai ned entirely dependent on CLBN for additional capital to
fund its ongoing operations. M3W Pathe’ s deepening financi al
probl ens persisted well into 1993.

As of March 31, 1992, CLBN had | ent M3Vt Pat he $124, 288, 000
pursuant to the so-called $250 mllion facility agreenent and
$398, 223, 000 pursuant to the so-called $145 mllion facility
agreenent. M3aM Pathe was in default on these obligations. On
April 16, 1992, CLBN notified Pathe and MGw Pathe that it was
exercising its right under the 1991 pl edge agreenent to forecl ose
on 59.1 mllion shares of the common stock of M3W Pat he
(representing 98.5 percent of the outstanding common stock of
that conpany). The letter stated that the forecl osure auction

was scheduled for May 7, 1992, and that CLBN i ntended to bid-in,
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or cause to be bid-in, at |least $400 million of the secured
i ndebt edness. CLBN al so advi sed Pat he and M3Gwt Pat he that $400
mllion would be the m ninmum bid-in anbunt and that the sale of
40.2 mllion shares would be subject to a prior pledge in favor
of Credit Lyonnais, as assignee of Sealion.

Credit Lyonnais fornmed MaM Hol di ngs Corp. (M3M Hol dings) to
effect the foreclosure on the common stock of M3awvt Pathe. As of
May 1, 1992, CLBN sold to MAGM Hol di ngs approxi mately $483, 489, 000
of Pathe’s and Maw Pat he’s i ndebtedness.® Credit Lyonnais
forecl osed on the MGwvt Pat he stock to recover amounts that it had
invested in MGV it was not interested in any long-term
investrment in a filmbusiness. As a result of the foreclosure,
MEM Hol di ngs owned 98.5 percent of M3awvt Pat he’s common stock and
had the power to elect the entire board of directors of Maw
Pat he. Nevertheless, the Credit Lyonnais group was working on a
5-year time clock fromthe date of foreclosure, because U S
banking laws required the Credit Lyonnais group to sell MaM
within 5 years (i.e., on or before May 7, 1997).

On May 20, 1992, M3awvt Pat he changed its nanme to Metro-

ol dwyn- Mayer, Inc. (M.

1 The parties agreed to a purchase price equal to the
aggregate principal anmount outstanding on the debt, together with
all interest, fees, and other amounts then due and ow ng.
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G 1993 Fi nanci al Restructuring

After the foreclosure, MGM was a tarnished brand. As a
maker of notion picture products, it was mnimally conpetitive.
MM had effectively gotten out of the tel evision business and had
no activities in ancillary nedia such as interactive and vi deo
ganmes. MiM had a substantial filmlibrary, including the
considerable UA library, but it was not aggressively exploiting
it. MaMs financial position was precarious. It was functioning
on a credit facility that CLBN had granted in an energency
fashion. Although the facility was supposed to be in the $150
mllion range, CLBN s exposure had risen to half a billion
dollars. M3M needed additional funding for its production
activities. This funding cane directly or indirectly fromthe
Credit Lyonnais group. The Credit Lyonnais group neanwhil e had
al ready invested approximately $1.6 billion in M3awv Pat he,

i ncludi ng anounts that it had lent to Pathe, to various entities
in connection with Pathe’s acquisition of MG\ Pathe, and to Mawv
Pat he.

Credit Lyonnais determned that it needed to maintain MGV s
operations to increase MaM s value. Because it appeared
i npossible to sell MGV under satisfactory conditions, it was
necessary to rebuild it, which required both tinme and financi al

means. Consequently, effective April 1, 1993, CLBN provided MGV
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a conmtnment for an additional $190 million, 3-year revolving
credit facility ($190 million facility).?

In light of Credit Lyonnais’s escal ating financial exposure
and MGM s dwi ndl i ng busi ness prospects, Credit Lyonnais
formul ated a business strategy for MaM which included:
(1) conpletely replacing the conpany’s managenent; (2)
restructuring MaM s finances to replenish its equity capital and
to significantly reduce the weight of its debt; and (3)
establishing a 5-year business plan intended to reposition MaV
anong the filmindustry' s “major players” and to increase the
value of its assets, particularly through an intensive program of
new fil m production.®

In July 1993, MAGM began a conprehensive restructuring of its
capital structure and its corporate nmanagenent (the 1993
restructuring). This restructuring consisted primarily of
splitting MGMinto two entities. The goal was to set up a
separate operating conpany which would be capitalized with $1
billion in equity and woul d have sufficiently reduced liabilities
to allow additional borrowing fromlenders other than Credit

Lyonnais. MaM was renanmed MGM G oup Hol di ngs Corp. (MaV G oup

7 The nane of this agreenent did not necessarily control
t he anmount that was advanced under the agreenent.

8 Credit Lyonnais selected a 5-year business plan because
of U S laws requiring the bank to divest itself of MGMw thin 5
years of acquisition.
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Hol dings). MM G oup Hol di ngs contri buted substantially all its
assets (including its filmand tel evision assets) and sone
liabilities to a new subsidiary, which was | ater named Mtro-
Gol dwyn- Mayer, Inc. (New May.1°

In the 1993 restructuring, MaM s debt to CLBN was divided
bet ween MGM G oup Hol di ngs and New MGM  MGM G oup Hol di ngs
retai ned approximately $960 million of the debt, which was
restated and consolidated in an anended, restated, and
consolidated credit agreenent with CLBN. M3M G oup Hol di ngs
executed a $965, 904, 188. 96 note dat ed Decenber 30, 1993, which
was due and payable on July 15, 1997. This $966 million debt was
unsecured by New MGM s assets; $800 million of the principa
anount was non-interest bearing.

As of Decenber 31, 1993, New MaM owed CLBN approxi mately
$618 mllion in principal and interest. New MaVv and CLBN entered
into an anended, restated, and consolidated credit agreenent (the
New MGM credit agreenent) in which the | oans that New MGV assuned
in the 1993 restructuring were consolidated and converted into a
termloan with a due date of July 15, 1997 (the CLBN term | oan).

I n accordance with the 1993 restructuring, New MGM and

Credit Lyonnais entered into a working capital agreenent dated

19 As part of the 1993 restructuring, MaM G oup Hol di ngs
Corp. retained its accrued tax attributes, including its accrued
net operating |losses (NOLs). The 1993 restructuring included the
appoi nt nent of a new managenent team under Frank Mancuso as chi ef
executive officer.
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Decenber 30, 1993 (the working capital agreenent). The working
capital agreenent provided for paynent of interest on the anounts
that Credit Lyonnais had previously lent to MGM These anounts
becanme due on July 15, 1997. New MGV executed a $490 mllion
not e dated Decenber 30, 1993. In connection with the working
capital agreenent and the New MGV credit agreenent, MaM G oup
Hol di ngs pl edged its New MaM stock, as well as New MaM s fil m and
ot her assets, to Credit Lyonnais.

CLBN advanced $8,994,970.32 in additional funds to MaVv G oup
Hol di ngs pursuant to a demand prom ssory note (CLBN denand note)
and an irrevocable notice of drawi ng, both dated QOctober 26,

1994. On April 26, 1995, MGV G oup Hol di ngs nade an additi onal
drawi ng of $595, 750. 56 under the CLBN demand note. In all, CLBN
advanced a total of $9,590,720.88 in additional funds to M3V

G oup Hol di ngs.

H. Carolco Pictures, Inc.

In 1993, Credit Lyonnais, using MGM as a vehicle, nade an
investnment in Carolco Pictures, Inc. (Carolco), and sought to
take an active role in that conpany’s operations. Carolco had
been a major notion picture producer, producing sonme of the
hi ghest revenue-grossing notion pictures ever made, including
“Term nator 2: Judgnent Day”, “Total Recall”, “diffhanger”
“Basic Instinct”, and “Ranbo: First Blood Part I1”. Carolco

initially produced four to six major notion pictures a year but,
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like MGV was forced to cut production in the early 1990s due to
serious financial problens.

In 1993, Carolco underwent a financial restructuring (the
1993 Carol co restructuring) to reduce or satisfy Carolco’s
financial obligations and to provide additional capital to permt
Carolco to continue as a going concern. As part of the 1993
Carol co restructuring, MaM wth other investors, agreed to
invest in Carolco in exchange for distribution rights to
Carolco’s films.2° On May 25, 1993, in connection with the
restructuring, M3V Hol di ngs purchased 30, 000 shares of Carolco
preferred stock for $30 mllion and Carol co subordi nated notes
for $30 mllion (the Carolco securities).? Credit Lyonnais
provi ded MGV Hol di ngs the funds for investing in the Carol co
securities.

As a result of the 1993 Carolco restructuring, Carolco’s
managenent began preparing sonme of Carolco’s notion picture
projects for eventual production. By January 1995, however, due
to the unexpectedly high cost of certain notion pictures it

becanme apparent that Carolco would have i nadequate capital to

20 On May 1, 1993, Carolco and MGM entered into two
distribution agreenents; a “Donestic Qutput Agreenent”, and an
“International CQutput Agreenent”, in which MGMwas to distribute
Carolco filns.

21 Between Jan. 15, 1994, and Cct. 15, 1995, Carolco issued
additional securities to MGM Holdings in lieu of quarterly
i nterest paynents on the Carol co subordi nated notes.
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execute its business plan going forward. During the second half
of 1994 and early 1995, Carolco sold substantially all its rights
in such notion picture projects as “Crusades”, “Showgirls”, and
“Lolita” to raise operating capital and reduce paynent
obligations. Carolco obtained certain acconmopdations fromits
i nvestors.

After discussions with its present investors and potenti al
new i nvestors during 1994-95, it becane apparent to Carol co that
the necessary additional capitalization required to continue
Carol co’ s business plan was not going to be forthcom ng.
Consequently, Carolco decided to sell its main filmlibrary and
certain other assets in hopes of generating cash with which it
could reduce its debt and pursue notion picture projects.

In Cctober 1995, Twentieth Century Fox Film Corp. (Twentieth
Century Fox) offered approximately $50 million for the Carol co
filmlibrary, the projects, and the studio. Although accepting
this offer woul d have doonmed Carol co’' s prospects as a goi ng
concern, Carolco decided to pursue the offer and began
negoti ating a sale agreenment. On Novenber 10, 1995, Carol co and
Twentieth Century Fox executed an agreenent providing for the
sale of substantially all of Carolco’ s assets for approximtely
$47.5 mllion and requiring Carolco to file a voluntary chapter

11 bankruptcy petition.
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On Novenber 10, 1995, Carolco filed a voluntary petition
under chapter 11 of the U S. Bankruptcy Code. On Novenber 22,
1995, Carolco filed a notion asking the bankruptcy court to issue
an order allowng Carolco to sell its assets to Twentieth Century
Fox for $47.5 million. On January 16, 1996, the bankruptcy court
held a hearing on Carolco’ s notion, wherein Carol co announced
t hat Canal + had offered $58 million for the Carolco filmlibrary
and rel ated assets. In an order dated March 21, 1996, the
bankruptcy court approved the sale of Carolco’s filmlibrary and
rel ated assets to Canal + for $58 million.

Bet ween Septenber 13, 1996, and March 28, 1997, the debtors’
and creditors’ commttee filed various successive plans of
reorgani zation. Under each of these plans of reorganization, the
hol ders of Carol co subordi nated notes were in class 10 and the
hol ders of Carolco preferred stock were in class 12. 1In each
case, the securities holders were to receive nothing in Carolco’s
I i qui dati on.

In an order dated April 3, 1997, the bankruptcy court
confirmed the fourth and final anended plan of reorganization.
The bankruptcy court confirmed that SMHC (M&GM G oup Hol di ngs’
successor), which then held the Carolco securities, was to
receive nothing for the Carolco securities under this plan of
reorgani zati on because it was classified as a holder of class 10

and 12 cl ai ns.



| . Seal i on Settl enent

I n Novenber 1995, Credit Lyonnais and Sealion entered into a
settl enment agreenent whereby: (i) Sealion assigned its 1.5-
percent interest in MaM G oup Hol dings stock to Credit Lyonnais,
and, in exchange, (ii) Credit Lyonnais accepted as repaynent of
all sums that Sealion owed to it, the assignment to Credit
Lyonnais of the entire claimthat Sealion held agai nst Pathe
pursuant to its |oan agreenment with Pathe.

J. Credit Lyonnais Decides To Sell New MM

As of 1994, MGM was not saleable; its filmed entertai nnment
busi ness was still in financial disarray. Nevertheless, after
the 1993 restructuring and after nearly 2 years under its new
managenent team MaM nmade a fair recovery. The managenent team s
actions began bearing fruit with sonme successful filmrel eases
such as “Stargate”, “Get Shorty”, and the next two “Janes Bond”
novies. MoMstarted to resenble a real operating notion picture
conpany once agai n.

Nonet hel ess, Credit Lyonnais’s investnment in MaM was
consi derabl e and never ending. As tinme went on, Credit Lyonnais
becane very pessim stic about recovering its investnent in M3V
certainly after Credit Lyonnais transferred ownership of the MaV
stock to Consortiumde Realisation (CDR) in 1995, Credit Lyonnais
had much less interest in putting noney into MGM s novies. As a

result, the nunber of novies in production at M3aM di m ni shed
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considerably. Credit Lyonnais had reason to get out of its
investnment in MaM as expeditiously as possible.

At sonme point, Credit Lyonnais decided to sell all the
assets of MGM Credit Lyonnais assigned to CDR s new managenent
team (which included M. Jouannet) the task of putting together
the i nvestnent banki ng support and other support necessary to
sell New MGM This team sel ected Lazard Freres & Co., LLC
(Lazard & Freres) as its investnent banking firmand excl usive
financial adviser for the sale of New MGM I n early 1996, Credit
Lyonnai s, through CDR, formally put New MaGM up for sale to pay
off its outstanding debts. Credit Lyonnais and MGV nanagenent
hoped and expected to sell MaM for approximately $2 billion.

| V. Saf ari Acqui sition Co.

A. Saf ari Consortium

In early 1996, Mark Seiler contacted M. Lerner about
organizing a bid for New MoM M. Seiler was the U S. president
of Capella Filnms, Inc., a notion picture conpany and a wholly
owned U. S. subsidiary of Deyhle Media G oup, one of the |argest
filmdistributors in Gernany.?2 M. Lerner introduced M. Seiler

to M. Ackerman. At sone point, a consortiumcalled the Safar

2 At the tinme, the five or six “major” notion picture
conpani es were producing virtually all the notion pictures
exhibited in the world, and this consolidation was jeopardi zing
the ability of Deyhle Media G oup, and other distributors, to
acquire notion picture content for distribution. Deyhle Media
Goup was interested in acquiring New MGMto assure a conti nuous
fl ow of notion picture product.
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Acquisition Co. (Safari) was formed. |In an effort to secure
financing for a Safari bid, Messrs. Lerner and Ackerman net with
a Japanese conpany and a nunber of major filmdistributors,
i ncluding Twentieth Century Fox.

B. Safari Indicates Its Interest in New MaV

On April 17, 1996, Messrs. Ackerman and Seiler wote a
letter to M. Peter R Ezersky, managing director of Lazard
Freres, submtting Safari’s prelimnary indication of interest in
acquiring New MaM The letter stated an approxi mate range in
whi ch Safari mght be prepared to bid ($1.95 billion to $2.5
billion) and nmentioned a nunber of conditions to be satisfied
before any bid would be final and effective. Wen this bid was
subm tted, Safari had not conpleted its due diligence of New MGM
In fornulating its final bid, Safari hired Donal dson, Lufkin &
Jenrette Corp., as its financial adviser, and Houlihan, Lokey,
Howard, & Zukin Capital (Houlihan Lokey), as its valuation
advi ser.

On April 24, 1996, Lazard Freres faxed a nenorandumto
Capella Films confirmng a visit to MaMon May 1 to 3, 1996, and
providing a draft list of information that was to be avail abl e
during that tinme in the New MaM data room The New MGM data room
was established in MGM s offices in Santa Mnica, and each of the
“qualified” bidders was permtted to bring in a team of advisers

to investigate MGV s conpany i nformation



C. Investigation of MaM

M. Lerner was involved in investigating New MGM M.
Lerner testified that he spent nearly a week in the data room of
New MGM and tal ked to various nenbers of New MGM s cor porate
managenent teamregarding their view of the conpany and its
future. In the course of this investigation, M. Lerner received
an M@M Cor poration I nformati on Menorandum and a confidenti al
menor andum t hat Lazard Freres had prepared in connection with the
sale of New MGM  Safari hired Deloitte & Touche, LLP, and the
law firmof Kaye, Scholer, Fierman, Hays & Handler, LLP (Kaye
Scholer), to assist in investigating New MaV

On May 14, 1996, Deloitte & Touche submtted its prelimnary
data room due diligence observations to Safari. This docunent
expl ai ned the process and procedures followed in Deloitte &
Touche’s investigation of MaM including its review of the
information in the New MaGM data room It also identified certain
open issues wth respect to MaM

On May 15, 1996, Kaye Scholer submtted its prelimnary
menmorandumto Safari summarizing its | egal due diligence
i nvestigation of New MGM Kaye Schol er reviewed: (i) The
corporate organi zation of MGM MGM s princi pal subsidiaries, and
MGM G oup Hol dings; (ii) chain-of-title docunentation for the
avai l abl e portion of New MGM s filmlibrary and ot her product-

rel ated docunents; and (iii) historical information for the MGV
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and UA entities, including the nore recent corporate
restructurings. The Kaye Schol er nenorandum al so provided a
di scussion of CDR s tax basis in MaM Hol di ngs stock ($605
mllion), MaM Hol dings's tax basis in MaV G oup Hol di ngs stock
($483 mllion), MaM G oup Holdings's tax basis in New M3V st ock
($300 million), New MGM s tax basis in its assets ($1.14
billion), as well as tax |loss carryforwards, and net operating
| oss carryforwards.

A menorandum dated May 31, 1996, from Kaye Scholer to
Capella Films, which M. Lerner received, describes an *“MaV
Acqui sition/ Partnership Structure” and expl ai ns:

The proposed structure outlined herein would
i ncrease the anmount receivable by CDR over a straight
purchase. Under the proposed structure CDR woul d
contribute the $873 mllion of debt owed to it by MaV
to the capital of Holdings, which in turn would
contribute the debt to G oup, which in turn would
contribute the debt to MGM  Such contri butions woul d
i ncrease the tax basis of the stock of each of the
conpanies. As a result, CDR wuld have a tax basis in
t he stock of Hol di ngs of approxinmately $1.478 billion.
CDR would then forma limted liability conpany (the
‘LLC ) by contributing the stock of Holdings in
exchange for a 99% interest in the LLC. An unrelated
party would receive a 1% interest in exchange for a
nom nal amount. Then CDR would sell half of its
interest, or 49.5%of the LLC, to an investor who could
benefit fromthe use of a capital loss (“lnvestor”).
The LLC woul d not nmake an el ection under section 754
* * * to adjust the basis of its assets. Goup would
then sell the stock of MGMto Capella and make an
el ection under section 338(h)(10) of the Code to treat
the stock sale as an asset sale. Goup would use a
portion of the proceeds to repay to CDR the $970
mllion of debt. The renmai nder of the proceeds would
be held by G oup, other than the anpbunt necessary to
pay any taxes on the sale (inasnuch as MGM s NOL's may
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not be sufficient to offset the entire gain and sone of
G oup’s NCOLs are subject to limtations which prevent
their use to offset MGM s inconme on the deened asset
sale). After waiting for at |east one year, |nvestor
woul d buy CDR s other 49.5% interest. Again the LLC
woul d not rmake an el ection under section 754 of the
Code to adjust the basis of its assets. As a result of
t hese transactions, Investor would own 99% of the LLC,
and Group and Hol dings could be liquidated into the
LLC. The capital loss on the |iquidation (which would
be approximately $1.4 billion) would be allocated to

| nvest or.

In June 1996, Houl i han Lokey prepared a “Pro-Forma Library
Val uation” as of August 31, 1996, valuing New MaGM s filmlibrary
at $2.6 billion, an anount greatly in excess of MaMs capital and
debt.?® M. Lerner testified that it was a valuation which “we
t hought was fairly good, a fairly good guess at what the assets
were worth”, but that Safari wanted to prepare its bid below this
estimate in hopes of getting a discount. Accordingly, Safar
submitted a $1.2 billion bid, which it believed was the high bid.

D. Ker kori an Moves in and Buys MaM

Safari was one of a nunber of bidders for New MGM  New
MEM s managenent was interested in finding parties who would fund
the acquisition of New MGM and retain existing nmanagenment. New
MGM s nmanagenent nmet with Messrs. Lerner and Ackerman to di scuss
the possibility of doing a transaction with the managenent group.

New MGM s managenent, however, decided against it; they |acked

2 M. Lerner testified that this valuation did not take
into account corporate taxes, overhead, and remake rights of
several inportant pictures such as the “Janmes Bond”, *“Pink
Pant her”, and “Rocky” novies.
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confidence in Messrs. Lerner’s and Ackerman’s capital sources and
were not confortable that their proposed financing from Japan was
going to materiali ze.

Unbeknownst to Safari, New MaM s managenent had the right,
after all the final bids were in, to find another buyer within a
certain nunber of hours. After all bids were submtted, New
MGM s nmanagenent approached Kirk Kerkorian who, through his
conpany, P&F Acquisition Corp. (P&F Acquisition), successfully
bid $1.3 billion for New MGM Safari was not given an
opportunity to rebid; it lost out on its attenpt to buy New MGM

On July 16, 1996, P&F Acquisition entered into a stock
purchase agreenent (the stock purchase agreenent) with CDR, MGV
Hol di ngs, M&GM Group Hol di ngs, and New MaGM The stock purchase
agreenent provided that all of New MGM s and its subsidiaries’

i ndebt edness woul d be repaid in full upon the consumati on of the
sal e and that any New MAGM i ndebt edness remai ni ng unpai d woul d be

satisfied, canceled, or extinguished at or before the closing on

the sale. The closing date was set as of COctober 10, 1996.

E. Debt Rel ease and Assunpti on Agr eenent

As of October 9, 1996, New MGM owed Credit Lyonnais
$378, 748, 588. 93 under the working capital agreenent. The $1.3
billion purchase price that P& Acquisition paid for New MGV

sufficed to pay off all of New MGM s creditors except Credit
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Lyonnai s. 2 Because the debt that New MaM owed Credit Lyonnais
($378, 748, 588. 93) exceeded the New MGM sal e proceeds that Credit
Lyonnais was to receive ($298, 835,633.58), New MaM still owed
Credit Lyonnais $79,912,955.34. On Cctober 9, 1996, Credit
Lyonnai s, MaM G oup Hol di ngs, and New MGV executed a debt rel ease
and assunption agreenent releasing New MGMfromits obligations
on the remaining $79, 912, 955. 34 of principal owed to Credit
Lyonnai s under the working capital agreenment and providing that
MM Group Hol di ngs assuned this remaining $79, 912, 955. 34 of
i ndebt edness (the $79 mllion receivable). MM G oup Hol di ngs
(and its successor SMHC) never executed a note for the
$79, 912, 955. 34 of indebtedness referred to in the debt rel ease
and assunption agreenent.

F. Subparticipati on Agreenment

On Septenber 25, 1996, CDR and Credit Lyonnais entered into
a subparticipation agreenent concerning the working capital
agreenent. Under this agreenent, CDR agreed to take a 100-
percent subparticipation in the working capital agreenent,
assumng all risks connected to that | oan.

On Cctober 11, 1996, Credit Lyonnais sent a letter to CDR
referencing the $79, 912, 955. 34 excess debt fromthe New MM sal e

and stating: “Pursuant to your agreenent of Cctober 1, 1996, we

24 General e Bank (CLBN s successor) was to be paid
$611, 064, 366. 42 (which included accrued interest) for the anounts
t hat New M&GM owed under the CLBN term | oan.
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have resolved and settled this insufficient paynent by utilizing
your subparticipation to neet the anmount owed.” On Decenber 13,
1996, CDR assigned the $79 mllion receivable to CLIS, effective
as of that date, pursuant to a docunent entitled " Cession de
Creance”.

G Di ssol uti on of MAJ Hol di ngs and Formati on of SNMHC

On or about Septenber 28, 1996, M3M Hol di ngs contributed its
Carol co preferred stock and Carol co subordi nated notes to MaV
G oup Hol dings. On Cctober 8, 1996, MAM Hol di ngs was di ssol ved,;
its assets were distributed to CLIS, MoM Hol di ngs’s sol e
sharehol der. On Cctober 15, 1996, M&GM G oup Hol di ngs changed its
corporate nane to Santa Monica Hol di ngs Corp. (SMHC).

V. The CDR Transaction

A. Initial Contact Wth M. Jouannet

After agreenent was reached on the sale of New MGV one of
M. Jouannet’s continuing jobs at CDR was to see what, if
anyt hing, he could realize on the stock of MaM G oup Hol di ngs.
CDR and M. Jouannet were interested in “nonetizing” M3V G oup
Hol di ngs as soon as possi bl e.

Sonetinme before Septenber 11, 1996, M. Lerner, on behalf of
Rockport Capital, and M. Jouannet, on behalf of CDR, discussed a
possi bl e transaction invol vi ng MM Hol di ngs and MaV G oup
Hol dings. The Ackerman group hired a French firm (unnamed in the

record) and the law firm of Shearnman & Sterling, LLP (Shearman &
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Sterling), in New York City, to assist in the proposed
transaction with CDR

M. Lerner testified that “Wen our conversation began with
Rene O aude [Jouannet] about acquiring MaM Hol di ngs, | already
knew from the due diligence exercise before that there were, |
woul d say, conplex tax issues arising fromthe acquisition of
t hat conpany”, including tax basis and NOL issues. He testified
t hat he asked Shearman & Sterling to give him*®“an analysis of the
ways in which a transaction could be organi zed i nvol ving MaM
Hol di ngs so that any tax attributes that m ght have existed could
be preserved.” Shearman & Sterling prepared two nenoranda
summari zing the anticipated U S. tax consequences of certain
hypot heti cal transactions involving MaM Hol di ngs.

On Novenber 1, 1996, Alvin D. Knott of Shearman & Sterling
sent a letter to WIliam Wfford, an associate at Wiite & Case,
requesti ng docunentation of obligations that Mav G oup Hol di ngs
owed; bal ance sheets and i ncone statenents of MaM G oup Hol di ngs,
MGV and Ceneral e Bank; docunentation of the | oans from CLBN to
Pat he; docunentation of the transactions in which Mav G oup
Hol di ngs acquired Sealion’s 1.5-percent interest in MGV G oup
Hol di ngs; and docunentation of the |iquidation of MGM Hol di ngs.
On Novenber 6 and 8, 1996, M. Wfford sent two letters to M.
Knott providing the requested information and docunentation. On

Decenber 3, 1996, M. Knott sent a letter to M. Lerner encl osing
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these letters and summarizing the informati on and docunentati on
received. On Decenber 6, 1996, M. Wfford faxed to M. Lerner’s
representative, Janes M Rhodes: (i) The debt rel ease and
assunption agreenent dated as of October 9, 1996, by and anong
MGM G oup Hol dings, MaVM and Credit Lyonnais; and (ii) the
certificate of anmendnent of MGM G oup Hol di ngs, changing its nane
to SMVHC

B. Neqgoti ati on and Drafti ng Process

At sonme point, M. Lerner, on behalf of Rockport Capital,
and M. Jouannet, on behalf of CDR, decided to nove forward with
a transaction involving MGM G oup Hol di ngs. Negoti ations
concerning this proposed transaction continued throughout Cctober
and Novenber 1996. The law firmof Wiite & Case, LLP,
represented the interests of CDR during the course of the
negotiation, drafting, and agreenent process with the Ackerman
group. Sean Ceary was the lead attorney in Wite & Case’s
representati on of CDR

1. Rockport Capital Confirns Its |nterest

On Septenber 11, 1996, M. Lerner sent a letter to M.
CGeary, as counsel for CDR, confirmng “the interest of Rockport
Capital * * * in MGM Holdings, Inc. * * * and the U S. tax
attributes which may relate to the direct and indirect

investnments by Credit Lyonnais, S.A, and * * * [CDR] in Metro-
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ol dwyn- Mayer, Inc.” The letter agreenent did not nention any
films or film business.

2. Draft Term Sheet and Letter Agreenents

On Cctober 16, 1996, at M. Lerner’s request, Shearman &
Sterling sent M. Ceary a “Draft Term Sheet” proposing a
transaction with General e Bank concerni ng MaM G oup Hol di ngs.
The draft term sheet contained a section entitled “Initial
Transactions”, providing:

CGeneral e Banque acquires all the stock of MaM G oup
Hol di ngs (“Group”) and subsequently contri butes
obligations owed to it by Goup in the approxi mate
amount of $1.050 billion (collectively, the “Note”) to
the capital of G oup.

The draft term sheet proposed an alternative transaction whereby:

if CLIS s current basis in Goup stock is significant,
inlieu of the transactions described in the term
sheet: (a) CLISw Il contribute all of the stock of
Goup to Newco in exchange for Preferred Interests, (b)
Ceneral e Banque will contribute the Note to Newco in
exchange for Preferred Interests, and (c) Newco wl|
contribute the Note to G oup.

The draft term sheet al so contained a section entitled
“Transaction Structure”, providing:

Step 1: Rockport Capital, Inc., and its associates
(the “Initial Menbers”) forma Delaware |imted
l[iability conpany (“Newco”), and contribute assets
(cash and securities) to Newco in an agreed anmount to
enhance and nonetize the value of the Preferred
Interests to be issued in Step 2.

Step 2: Generale Banque contributes all of the stock
of Goup to Newco in exchange for preferred nmenbership
interests in Newco (“Preferred Interests”).
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The draft term sheet contained a section called “Terns of
Preferred Interests”, which provided:

The Preferred Interests will have a |liquidation val ue

equal to $ mllion, will have a 6% per annum

di vidend preference, and will be convertible after 5

years into 51% of Newco’'s conmon nenbership interests

provided that if the conversion right is exercised,

Newco nay redeemall of the Preferred Interests at

their liquidation value plus accrued and unpaid

di vidends. The conversion right wll be accelerated in

the event Newco fails to make a dividend paynent when

due on the Preferred Interests, and in other pertinent

ci rcunst ances.
In addition to these itens, the draft term sheet contained a
section entitled “Conditions”, which, anong other things,
requi red General e Bank to give satisfactory representations and
warranties to Newco and Rockport Capital as to the original
anmount of the | oans evidenced by its “Note”, the anount
out st andi ng under those loans at the tinme of the contribution of
the note to Newco, and the fact that MGV G oup Hol di ngs and
Ceneral e Bank continuously recorded the note as debt fromthe
date of its creation through the date of contribution. It also
provi ded that Rockport Capital (and its associates) woul d deci de
whet her Newco shoul d be structured as a partnership or a
corporation for Federal inconme tax purposes. The draft term
sheet did not nention any filns or film business.

On Cctober 21, 1996, at the request of M. Lerner, Shearnman

& Sterling sent M. Geary a nenorandumentitled “Draft Letter

Agreenment” discussing the alternative transaction alluded to in
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the draft termsheet and refining the terns and provisions in the
draft termsheet. The nenorandum stated that the letter
agreenent “woul d require Generale Bank and CLIS sinply to
transfer their respective assets to a Newco in exchange for
preferred interests which will be nonetized.”? Rockport Capita
would forma Delaware limted liability conpany (“Newco”) and
contribute assets (cash and securities) to Newco in an anount
mutual |y agreed by Rockport, CLIS, and General e Bank, in exchange
for all the common interests in Newco; CLIS would contribute al
the stock of MGV Group Hol dings to Newco i n exchange for
preferred nenbership interests in Newco; and General e Bank woul d
contribute to Newco, in exchange for preferred nenbership
interests, sonme $1.050 billion of obligations that MaGM G oup
Hol di ngs owed to General e Bank. Regarding docunentation, the
first draft letter agreenent provided:

3. Docunentation. The Transactions will be
docunented in the formof an Exchange and Contri bution
Agreenent * * * anmong Newco, CLIS and * * * [General e
Bank] which will contain customary representations,
warranties and i ndemnification provisions, including,
without Iimtation, (i) representations and warranties
by CLIS concerning G oup’s assets and the absence of
any undisclosed liabilities, (ii) representations and
warranties by CLIS as to its basis in the stock of

G oup, (iii) representations and warranties by * * *
[ General e Bank] as to the original anobunt of the |oans

2 M. Ceary explained that “by this tine [the tine of the
draft letter agreenent] clearly there was going to be a second
letter, a put letter. That’'s what | understood to be noneti zed.
There was a put available. W didn't have to wait, you know, for
the tine of the deal.”



- 47 -
evi denced by the Note [ MGM G oup Hol di ngs’ debt

obligations of $1.05 billion], the anpunt outstandi ng

under such loans at the tinme of the contribution of the

Note to Newco, and the fact that * * * [ General e Bank]

and Group continuously recorded the Note as debt from

the date of creation through the date of contribution,

and (iv) provisions providing for the indemification

by CLIS and * * * [General e Bank] of Newco, the Initial

Menbers and their affiliates and agents agai nst

breaches of any of the foregoing representations or

warranties.

At some point, Wite & Case took control of drafting the
letter agreenent. M. Ceary tried to produce sonething that
reflected his discussions with M. Jouannet. M. Ceary
incorporated into the drafting process a side letter agreenent
giving Generale Bank and CLIS the right to put their preferred
interests in Newco (later SMP) to Rockport Advisors (or its
affiliate). The put could be exercised “no earlier than Decenber
31, 1996 and no | ater than Decenber 31, 1997 upon two days
witten notice froma Seller to Purchaser directing that the Put
be effected.” The side letter agreenment proposed a $6 mllion
purchase price for the preferred interests and an advisory fee
consisting of $4 mllion plus an anount (not to exceed $2
mllion) equal to three-quarters of 1 percent of the tax | osses,
if any, in excess of $1 billion that would have been allocated to
all menbers of Newco (other than General e Bank, CLIS, Rockport
Advi sors, CDR, or their affiliates) upon consunmation of the

various transactions. The $6 mllion purchase price and the

advi sory fee were to be deposited in a bl ocked account with a
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bank desi gnated by CDR 2 On Novenber 21, 1996, after exchanging
nunmerous drafts of the letter agreenent and the side letter
agreenent, the parties reached a basic agreenent. No draft of
the letter agreenent or side |letter agreenent nentioned any fil ns
or fil m business.

3. Furt her Negotiation and Drafting

Al t hough the parties had reached basic agreenent on the
terms of the proposed transaction, including the put in favor of
CGenerale Bank and CLIS, the transaction did not close at this
point. The parties proposed supplenentary terns to the letter
agreenent and to the side letter agreenent, as well as several
revisions to the ternms of the side letter agreenent. These
proposals primarily concerned the Carol co securities--CDR wanted
to retain the benefit of whatever value m ght be realized on
those securities. To this end, the parties added a conti ngent
anount to the put price that would be tied to any recovery on the
Carol co securities and al so provided certain preferred
distribution rights tied to any proceeds realized on a
liquidation of Carolco. In addition, the parties agreed that
Rockport Capital (instead of Rockport Advisors) and M. Lerner
woul d be the initial menbers of alimted liability conmpany (that

woul d | ater beconme SMP), which would be structured as a

26 Over the course of the drafting process, the parties
agreed to a $5 million put price and a $5 mllion advisory fee.
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partnership for Federal tax purposes and would be fornmed with an
aggregate contribution of $20 mllion. After further
negoti ations on the terns of the transaction, the attorneys for
both sides began distilling those terns into an exchange and
contribution agreenent, a limted liability conpany agreenent, a
deposit account agreenent, and an advi sory fee agreenent.

4. Santa Mnica Pictures, LLC, 1s Forned

On Decenber 6, 1996, SMP filed its certificate of limted
liability conpany. On or about Decenber 10, 1996, SMP applied
for registration with the State of California for the purpose of
registering to transact intrastate business in California.

C. Fi nal Agreenments and Docunents

On Decenber 11, 1996, the parties finalized the agreenents
that they had negotiated over the course of several nonths.

1. Side Letter Agreenent

On Decenber 11, 1996, Rockport Capital, CDR, Ceneral e Bank,
and CLIS executed a side |letter agreenent pursuant to which
Rockport Capital irrevocably agreed to purchase, upon witten or
facsimle notice, all the preferred interests of General e Bank
and CLIS in SMP for a specified purchase price. Under the side
| etter agreenent, CLIS and General e Bank coul d exercise the put

by giving witten or facsimle notice during the period
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conmenci ng on Decenber 31, 1996, and endi ng Decenber 31, 1997.%

The purchase price for the preferred interests consisted of
a “Cash Purchase Price” and a “Contingent Anobunt”. The Cash
Purchase Price was defined as the anount of CLIS s and Generale
Bank’s initial preferred capital accounts in SMP ($5 mllion)
plus interest as of the purchase date. The Contingent Amount was
defined as: (i) The lesser of $7 mlIlion or the ambunt recovered
on the Carol co subordinated notes; plus (ii) the |esser of $3
mllion or the anobunt recovered on the Carolco preferred stock.

By its terns, the side letter agreenent was not effective
until: (i) Each of the parties signed a counterpart of the side
|l etter agreenent and received a full set of signed counterparts;
and (ii) Rockport deposited $5 million (i.e., the sumof the
preferred capital accounts of CLIS and General e Bank on the
cl osing date of the exchange and contribution agreenent) in an
account mai ntai ned at Chase Manhattan Bank. The side letter
agreenent al so provided that CLIS and General e Bank had no
obligation to nmake the contributions provided for in the exchange
and contribution agreenment unless and until the side letter

agreenent becane effective.

21 Any witten or facsimle notice was required to have an
attached i nstrunment of assignnent, a copy of which was attached
as “Exhibit A" to the put agreenment. Exhibit A provided that any
assignment and transfer of the preferred interests to Rockport
Capital was to be effective upon paynent to the seller of the
cash purchase price provided in the put agreenent.
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2. Exchange and Contri buti on Agr eenent

On Decenber 11, 1996, SWMP, CDR, CLIS, Generale Bank, and
Rockport Capital entered into an exchange and contri bution
agreenent (the exchange and contribution). Under this agreenent,
CLI S and General e Bank agreed to contribute assets to SMP in
exchange for preferred nenbership interests in SMP. According to
t he exchange and contribution agreenent, CLIS was to contribute
its SMHC stock and the $79 mllion receivable.? General e Bank
was to contribute $974 million in receivables. Schedule 1 of the
exchange and contribution agreenent described the $79 mllion
recei vable and the $974 mllion in receivables as foll ows:

Hol di ngs- CLI S Debt

$79, 912, 955. 34 princi pal amount of indebtedness,

out st andi ng under the MaM Wirking Capital Credit
Agreenent dated as of Decenber 30, 1993 between Metro-
Gol dwyn-Mayer Inc. (“Mav) and Credit Lyonnais SA.
originally ow ng by MGM and assuned by Santa Mnica
Hol di ngs Corporation (then known as MGV G oup Hol di ngs
Corporation and herein “Hol dings”) on Cctober 9, 1996,
together wth all accrued interest thereon.

Hol di ngs- GB Debt

| ndebt edness owi ng by Hol di ngs to Ceneral e Bank

Nederl and (formerly known as Credit Lyonnais Bank

Net her| ands) for borrowed noney aggregating no | ess

t han $974, 296, 600. 85, together with all accrued
interests thereon, including that indebtedness

evi denced by a prom ssory note dated Decenber 30, 1993
in the principal anpbunt of $965, 904, 188.96 and by a
prom ssory note dated October 26, 1994. * * *

28 As previously noted, on Cct. 15, 1996, MGM G oup Hol di ngs
had changed its nane to Santa Monica Hol di ngs Corp. (SMHC).
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CDR and CLI S represented and warranted: (1) SWHC had an
aut hori zed capitalization consisting of 200 mllion shares of
capital stock, of which 60 mllion shares of common stock, par
val ue $1.00 per share, were issued and outstanding; (2) the
aggregat e anount of capital CLIS contributed to MaVv Hol di ngs from
the date of the creation thereof to the date of MiM Hol di ngs’ s
I i qui dation equal ed approxi mately $605 million; and (3) CLIS had
recei ved no paynent of principal on the $79 mllion receivable
and had not witten down any of the debt for accounting or tax
pur poses. Cenerale Bank al so represented and warranted that it
had received no paynment of principal on the $974 mllion in
recei vables and had not witten down the |oans for accounting or
tax purposes. CDR retained control of SMHC s tax return filing
obligations for all taxable years or other taxable periods ending
on or before Decenber 31, 1996

On Decenber 12, 1996, Wiite & Case faxed to M. Lerner and
hi s associates Schedules 1.6(b) and (c) to the exchange and
contribution agreenent and a revi sed deposit account agreenent.
Schedule 1.6(b) lists the “U S. Video FilmRi ghts” to 65 filns
(tdentified by title only), the rights to 26 devel opnent

projects, and the rights to the Carolco preferred stock and
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$33, 111, 856. 98 aggregate princi pal amount of the Carolco
subor di nat ed not es. 2°

3. SMP LLC Agr eenment

On Decenber 10, 1996, Rockport Capital and M. Lerner forned
SMP pursuant to a limted liability conpany agreenent (the SWP
LLC agreenent). The SMP LLC agreenent indicated that anong the
pur poses for which SMP was fornmed was “to produce and distribute
filmed entertai nment products and to own interests in entities
engaged in such activities”.

The SMP LLC agreenent provided that the nmenbers of SMP woul d

have the foll ow ng nmenbership interests:

Common Preferred
Comon Preferred capi tal capita
i nt er est i nt er est account account
Rockport 50% 50% $50, 000 $50, 000
Ler ner 50 50 50, 000 50, 000
The agreenent provided for 3 types of interests--Comon |, Conmon
1, and Preferred. Menbers holding Common | interests had

exclusive voting rights in SMP. Menbers hol ding preferred
interests had no voting rights; however, they had the right to

convert all their preferred interests into Conmon Il interests on

2% The exchange and contribution agreenent (including its
attached schedul es) did not define the term“U. S. Video Film
Ri ghts”.
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or after Decenber 10, 2001.3° Menbers hol di ng Common |
interests also had no voting rights in SWVP.

Under the SMP LLC agreenent, if the nmenbers hol ding
preferred interests exercised their conversion rights, SMP had
the right to redeemall the preferred interests at a price equal
to the sumof the preferred capital accounts for all hol ders of
preferred interests. SM also had the option to convert the
preferred interests into debt of SMP begi nning on Decenber 31,
1997, and on conversion, the debt would have a principal anount
equal to $5 million for a termof 5 years at an interest rate of
8 percent per annum

M. Lerner was appointed SMP s manager. The SWP LLC
agreenent provided that no nenber could sell, assign, transfer or
di spose of, directly or indirectly, by operation of |aw or
ot herwi se (including by nmerger, consolidation, dividend, or
di stribution) any nmenbership interest, without the prior witten
consent of SMP s manager. It also provided that no nenber could
retire or withdraw from SMP w thout SMP s manager’s witten
consent except in certain defined circunstances.

Pursuant to the SMP LLC agreenent, with certain exceptions,

each SMP nenber (including any additional nmenbers) agreed that it

30 Menbers holding preferred interests could i nmedi ately
convert their preferred interests to Coormon Il interests if
certain required annual distributions of excess cashfl ow were not
made.
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woul d not, and would not cause any of its affiliates to, at any
time, reveal to any other person or use in any way detrinental to
SMP any nonpublic, confidential, or proprietary information
relating to the business and affairs of SMP that was acquired or
ot herwi se received by such person in connection with the
transactions contenplated in the LLC agreenent.

a. Anmendnment No. 1

M. Lerner and Rockport Capital executed an anmendnent
(“Amendnent No. 1”) to the SMP LLC agreenent dated as of Decenber
11, 1996, which admtted CLI S and General e Bank as new nenbers of
SMP.  Amendnent No. 1 recited that CLIS would contribute its SMHC
stock and the $79 mllion receivable to SMP, and Ceneral e Bank
woul d contribute $974, 296, 600. 85 of principal indebtedness ow ng
by SWMHC, in exchange for preferred interests in SWP.3 CLIS and
CGeneral e Bank executed ratification certificates agreeing to al
the ternms of the SMP LLC agreenent as anended by Anendnent No. 1.

b. Amendnent No. 2

M. Lerner, as manager of SMP and as a director of Rockport
Capital, executed a second anendnent (“Anendnment No. 2”) to the
SWMP LLC agreenent dated as of Decenber 11, 1996, admtting

Sonmerville S Trust as a nenber of SMP. Anmendnent No. 2 required

3% Fromthis point forward, the docunents in the record
(including the relevant tax returns) refer to $974, 296, 600.85 in
i ndebt edness owi ng by SMHC. Previous docunents alluded to a
princi pal debt of $975, 494,909.84. For our purposes, we refer to
the $974 million in receivables from General e Bank.
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Sonerville S Trust to contribute $19.8 million in cash to SMP in
exchange for a 99.5-percent comon interest in SMP (to be held as
a Cormmon | interest).

M. Lerner, as trustee of Somerville S Trust, executed a
docunent entitled “Assignnent” dated Decenber 10, 1996, in which
Sonerville S Trust contributed $19.8 mllion in cash and
mar ket abl e securities to SWP. *2

The nmenbers of SMP had the follow ng nenbership interests in

SMP after Decenber 11, 1996:

Common Preferred

Comon Preferred capi tal capi tal

i nterest? i nt er est? account account
CLI S 0% 36. 76% $0 $1, 875, 000
CGener al e Bank 0 61. 27 0 3,125, 000
Somrerville 99. 50 0 19, 800, 000 0
Rockpor t 2.25 0. 85 50, 000 50, 000
Ler ner 2.25 0. 85 50, 000 50, 000

! The common nenbership interests in SMP do not add up to
100 percent.

2 The preferred nenbership interests in SMP do not add up to
100 percent.

32 Anendnent No. 2 indicated that the $19.8 mllion in cash
and mar ket abl e securities would be held by Sonerville S Trust
“for the sole and exclusive benefit of the LLC and that said
anmount shall heretofore be deened assigned to and owned by the
LLC.” It also indicated that on or before Dec. 31, 1997, this
anmount plus interest would be paid to an account established in
t he name of SMP
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4, Deposit Account Agreenent

On Decenber 11, 1996, Rockport, CDR, and Chase Manhatt an
Bank entered into a deposit account agreenment (the deposit
account agreenent) pursuant to which Rockport agreed to place $5
mllion in a blocked account to be paid to General e Bank and CLI S
upon the exercise of the put under the side letter agreenent.
Pursuant to the deposit agreenent, upon notice from CDR directing
a distribution to be nade, Chase Manhattan Bank was irrevocably
directed to distribute the amount specified in the notice.
Rockport Capital irrevocably agreed that no anobunt on deposit in
t he deposit account could be distributed at the direction of
Rockport Capital. The deposit agreenment provided that on January
2, 1998, the bank would w thdraw and pay to Rockport Capital al
funds then on deposit, if no wthdrawal had been made by then.

5. Advisory Fee Agreenent

On Decenber 11, 1996, Rockport Capital executed a letter
(the advisory fee agreenent) agreeing to pay CLIS an advisory fee
of $5 mllion and an additional advisory fee equal to three-
gquarters of 1 percent of the tax |osses, if any, in excess of $1
billion that would be allocated to all nenbers of SMP other than
CGeneral e Bank, CLIS, Rockport, or their affiliates as of the
exchange and contribution agreenent closing date. 1In the
advi sory fee agreenment, Rockport agreed that “notw thstandi ng any

provision of the * * * [letter agreenent] to the contrary, the
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Effective Date will not occur unless Rockport has nmade the
paynment, if any, required by the precedi ng paragraph.”
6. Consent

Prior to becom ng nenbers of SMP, CLIS and Ceneral e Bank
required M. Lerner, as manager of SMP, to execute a docunent
(the consent) to provide advance consent to transfer CLIS s and
General e Bank’s preferred interests and to withdraw from SWP. 33
Wiite & Case drafted the consent on behalf of CLIS and General e

Bank and dated it “ , 1996”3

Prior to CLIS s and CGeneral e Bank’s becom ng nenbers of
SWMP, M. Lerner, as manager of SMP, signed the consent agreeing
to CLIS s and Generale Bank’s transfer of preferred interests in
SMP and wi t hdrawal as nenbers of SMP.

D. Assignnent to Santa Mnica Fi nance, B. V.

On Decenber 23, 1996, M. Ceary sent M. Lerner: (i) A
facsimle of an instrunment assigning Generale Bank’s 61.27-
percent preferred interest in SMP to Santa Mnica Fi nance, B.V.;
and (ii) an executed ratification certificate fromthe latter

entity.

3 CLI'S and General e Bank planned to transfer the preferred
interests to a CDR affiliate, Santa Mnica Finance B.V., before
the put under the side letter agreenent was exercised.

3 M. Lerner executed two other consents for the transfer
of preferred interests and the wthdrawal of an unnaned “Menber”
of SMP. These consents were al so predated * , 1996”.



E. Exercise of the Put

On Decenber 26, 1996, M. Ceary, pursuant to the
instructions of M. Jouannet, sent facsimles to WIIiam Ponce,
Gary Mazzola, and Celia Murphy at Chase Manhattan Bank, and to
M. Lerner, transmtting notices fromCLIS and Santa Mni ca
Fi nance, B.V., exercising their rights under the side letter
agreenent and the deposit account agreenent.® The $5 million
that Sonmerville S Trust had deposited with Chase Manhattan Bank
was duly paid to CLIS and General e Bank. Per an infornal
agreenent between Rockport Capital and Sonerville S Trust,
Sonerville S Trust becane the purchaser and owner of the
preferred interests.

\/ ¢ FilmRi ghts Contributed to SVHC

A. FilmTitles and Devel opnent Projects

The following filmtitles and devel opnent projects were
listed in Schedule 1.6(b) of the exchange and contri bution
agreenent as assets of SMHC

US. Video FilmRights

1. Al |l ey Cat 7. Battle of the Valiant
2. Astro Zonbi es 8. Beast, The

3. Audi ti ons 9. Bl ood Brothers

4. Avenger 10. Blood Castle

5. Banana Mbnst er 11. Cardiac Arrest

6. Battl e of the Last Panzer 12. Carthage in Fl anmes

3% M. Ceary exercised Generale Bank’s and CLIS s rights
under the side letter agreenment and deposit account agreenent on
Dec. 26, 1996; however, the put period did not comrence unti
Dec. 31, 1996.
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14.
15.
16.
17.
18.
19.
20.
21.
22.
23.

24.
25.
26.
27.
28.
29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

Cold Steel for Tortuga
Conquer or and the Enpress
Crinmson

Denoni ac

Duel of Chanpi ons

Equi nox

Erot kil l

Escape from Hel

Escape from Veni ce

Fear

Fi st of Fear,
Deat h
Fraul ei n Devi |
Headl ess Eyes
Invincible @ adiators

I nvi si bl e Dead

Jungl e Master

Casi s of Zonbies

Return of the Conqueror
Return of the Zonbies

SS Canp 5

SS Experinmental Love Canp
The Sword & The Cross
Throne of Vengeance

Ti ger of the Seven Seas
Tor ment or

Touch of

VWite Slave

Zonbi e

Mot her & Daughter: Loving
War

opnent Projects

RPBEOONOURAWNE O

REOXNoORWM

: <
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[
Wl

Atlantis

Capt ai n” s Daught er
Child Prostitution
Detroit Boogie
Deadly Vi sion

Dubr ovsky

Shining Gty

$1. 98 Man

Bal | house Jam
Cinderell a

Gol den Goose
Gol di |l ocks & 3 Bears
Jack & the Bean Stal k

60 -

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.
51.

52.
53.
54.
55.
56.
57.
58.
59.
60.
61.
62.
63.
64.
65.

14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.

Cct avi a

Pl at ypus Cove

Summer Canp Ni ght mare
Bonbay Tal ki e

Court esans of Bonbay

Hul | abal oo over Ceorgi a

Shakespeare WAl | ah
Nasty Hero

To Love Again
Sticks and Stones
This Time |11
Ri ch

Danger Zone
Hunter’ s Bl ood
Si dewi nder One
Firefight

House of Terror
Ni nj a Hunt
Ni nj a Showdown
Ni nja Squad

Qut |l aw Force

Pl ut oni um Baby
Terror on Alcatraz
The Visitants

War Cat

Whi t e Ghost

Karma Sutra

“ M

Marri age License
Nobody’ s Boy

Pi ed Piper

Price of Passion
Prince and t he Pauper
Princess and the Pea
Scor ched Season

Snow Queen

Stri ke on Babyl on
Tom Sawyer

Treasure |sland

Make You
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B. History of the EBD FilmLibrary

1. Epi ¢ Producti ons

In the late 1980s, through sone internedi ate steps of
ownership, Credit Lyonnais created Epic Pictures Enterprises
(Epic Pictures) and Epic Productions, Inc. (Epic Productions).
Epic Pictures was created in 1987 or 1988 to take possession of
and nmanage certain notion picture assets. Epic Productions took
possession of the stock of Epic Pictures and managed that conpany
after it was created. In 1992, Credit Lyonnais |ost confidence
in the existing managenent of Epic Productions and hired John
Peters to replace that nanagenent and serve as its CEQ % M,
Peters worked as Epic Productions’ CEO from 1992 until July 1998.

In late 1993 or early 1994, Credit Lyonnais began acquiring
other entertai nment assets, particularly filmlibraries, from
conpanies to which Credit Lyonnais had |l ent noney. (Wen |oans
fromCredit Lyonnais becanme distressed, Credit Lyonnais would
acquire the filmassets in workouts, bankruptcies, or other
proceedi ngs.) To take possession of, or title to, these film
assets, Credit Lyonnais created approxi mately six conpani es,

i ncludi ng Al pha Library Co., Inc. (Al pha) and Epsilon Library

Co., Inc. (Epsilon). After Credit Lyonnais acquired these film

3¢ As chief executive officer (CEQ at Epic Productions,
John Peters had frequent contact with individuals associated with
Credit Lyonnais, including Hank de Kaiser in Rotterdam M.
Jouannet and Mchelle la Brund in Paris, and Bruno Hurstel, who
was a director on Epic Productions’ board.
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assets, it turned themover to Epic Productions to nmanage. As a
result, Epic Productions eventually was nanagi ng over 1,000 filns
(the CDR library).

Credit Lyonnais’s overall goal was to liquidate the film
assets that it acquired rather than to sinply consolidate these
assets and pursue business in the entertainment realm By late
1995, Credit Lyonnais instructed Epic Productions to begin
pl anning the liquidation of the COR |library; this becane the
focus of Epic Productions’ business operations.

2. EBD (Rotterdam Fi nance, B. V.

On Decenber 18, 1995, CDR incorporated EBD (Rotterdan)
Fi nance, B.V. (EBD), as a special -purpose entity to take over the
so-called EBD filmrelated portfolio which was excluded fromthe
sal e of CLBN to General e Bank. ®

3. Selection of FilmTitles for CDR

In 1996, during Epic Productions’ efforts to sell the CDR
[ibrary, sonmeone at either Credit Lyonnais or EBD contacted M.
Peters and instructed himto find sone | owvalue filns and

devel opnent projects within the COR library.3® M. Peters

3" The record is unclear on the precise role that EBD pl ayed
vis-a-vis Epic Productions, although it appears that EBD was in
sone respect higher on the Credit Lyonnais/CDR chain than Epic
Pr oducti ons.

3 M. Peters testified that the individual who contacted
himfrom Credit Lyonnais or EBD was |ikely Hank de Kaiser, M.
Jouannet, Bruno Hurstel, or Mchelle | a Brund.
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selected the “U. S. Video FilmRi ghts” to the 65 filmtitles and
the rights to the 26 devel opnent projects that were listed in
Schedul e 1.6(b) of the exchange and contri buti on agreenent.

4. Assignnents Before the Contri butions to SVHC

As descri bed bel ow, a nunber of documents were executed
providing for transfers and assignnments of the 65 filmtitles and
26 devel opnent projects that M. Peters had sel ected.

According to a docunent entitled “Assignnment” dated as of
Decenber 10, 1996, Al pha assigned and transferred to CLIS:

(1) The “U.S. Video FilmRi ghts” to 15 filmtitles; and (ii)

ei ght devel opnent projects for “$0.25 and ot her good and val uabl e
consideration.”® According to this docunent, Al pha made no
express or inplied warranties or representations with respect to
t hese assets.

According to a second docunent entitled “Assignnent” dated
as of Decenber 10, 1996, Epsilon assigned and transferred to CLIS
18 devel opnent projects for “$0.25 and ot her good and val uabl e
consideration.” According to this docunent, Epsilon made no
express or inplied warranties or representations with respect to
t hese assets.

According to a third docunent entitled “Assignnent” dated as

of Decenber 10, 1996, EBD assigned and transferred to CLIS the

% The assignnent, including its attached schedule, did not
define the term*“U. S. Video FilmR ghts”; it identified the filns
only by titles.
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“US. Video FilmRights” to 50 filmtitles for “$0.50 and ot her
good and val uabl e consideration.”* According to this docunent,
EBD made no express or inplied warranties or representations with
respect to these assets.

According to a fourth docunent entitled “Assignnment”, dated
as of Decenber 10, 1996, EBD, on behalf of itself and its
subsidiaries, Al pha, Epsilon, and Epic Pictures (collectively
“the EBD group”), assigned and transferred to CLIS the “U. S
Video FilmR ghts” to 65 filmtitles (the EBD filmrights) and 26
devel opnent projects (collectively “the EBD filmlibrary”) for
“$1 and ot her good and val uabl e consi deration”.*

According to a fifth docunent entitled “Resol utions of
Credit Lyonnais International Services”, effective Decenber 10,
1996, CLIS assigned, transferred, and contributed all its rights
and interests in the EBD filmlibrary to the capital of SMHC

5. Storage Conditions of the EBD Fil mLibrary

In 1996, many of the filns in the EBD filmlibrary were
stored at “the Epic warehouse”, which Epic Productions owned.
The Epi c warehouse was a netal shell building, about 30,000

square feet, |located near the airport in Burbank, California,

40 The assignnent, including its attached schedule, did not
define the term*“U. S. Video FilmR ghts”; it identified the filns
only by titles.

41 The assignnent, including its attached schedule, did not
define the term*“U. S. Video FilmR ghts”; it identified the filns
only by titles.
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about 5 or 6 mles fromEpic Productions’ offices. At this

| ocation, filmmaterials were stored on netal racks along with
other materials, including reels of film posters, publicity
mat eri al s, cardboard cassette boxes, cassette inventory, old
files, an anbul ance, and an old Cadillac convertible. Unlike
regular filmlaboratories and facilities, the Epic warehouse was
not a tenperature- and humdity-controlled facility; it was not
bonded; and it did not have good inventory control.

At one tine, Epic Productions had a full-tinme enpl oyee who
supervi sed and provided security at the Epic warehouse; however,
as of sonetine before 1996, Epic Productions had no supervision
or security at the Epic warehouse. For this and other reasons,
Epi ¢ Productions stored no filmmaterials in the Epic warehouse
that it regarded as highly valuable or irreplaceable. |If Epic
Productions had master filmmaterial for valuable filns, it
stored themin secure | aboratories wwth tenperature and humdity
control s.

VIl. Due Diligence for the CDR Transacti on

A.  Janes Rhodes

Sonetinme in 1996, M. Lerner hired an attorney, Janes
Rhodes, to assist with sonme of the due diligence on the
“corporate side” for the transaction between Rockport Capital and

CDR. M. Rhodes continued his work into 1997, tying up |oose
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ends and following up wwth Wiite & Case and M. Jouannet to
conplete the Ackerman group’s files.

On Decenber 11, 1996, M. Rhodes faxed to M. Wfford at
Wite & Case a revised draft of a “Basis Chronol ogy”, which
contai ned an analysis of the bases of all the assets involved in
the transaction between Rockport Capital and CDR  The basis
chronol ogy included a section anal yzing the basis of the MaM
G oup Hol dings stock, and it listed three transactions affecting
the basis of MGV G oup Hol dings’ stock: (i) MM Hol di ngs’s
purchase of 98.5 percent of MoM G oup Hol di ngs stock in the 1992
foreclosure sale for $483,489,000; (ii) Credit Lyonnais’s
acquisition of Sealion’s 1.5-percent stock interest in MGV G oup
Hol di ngs that had been pledged to Credit Lyonnais as security for
a $150 mllion loan to Sealion; and (iii) MaM Hol dings’s
contribution of Carolco securities in the face anbunt of $60
mllion to MaM G oup Hol di ngs on Sept enber 28, 1996.

On May 12, 1997, M. Wifford sent a facsimle cover sheet to
M . Rhodes which stated:

This letter is to confirmthat, to our know edge,

none of Credit Lyonnais International Services

(“CLIS"), Generale Bank Nederland (“GB"), or any

affiliate of Credit Lyonnais S. A or Consortiumde

Real i sation (“CDR’) derived any U. S. tax benefit from

the contribution of the stock of Santa Mni ca Hol di ngs

Corporation or the Holdings - CLIS Debt (as defined in

t he Exchange and Contri buti on Agreenent (the

“Agreenent”) by and anong Santa Mnica Pictures, L.L.C

(the “Conpany”), CDR, CLIS, GB and Rockport Capital
| ncor porated, dated as of Decenber 11, 1996) pursuant
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to the Agreenent or the subsequent disposition by CLIS
and GB of interests in the Conpany.

B. Troy & Gould

In June 1997, M. Lerner engaged the law firmof Troy &
Gould, P.C., in Los Angeles, California, to performdue diligence
on the EBD filmlibrary. Two highly regarded entertai nnment
| awers at Troy & Gould, Gary Concoff and Jonat han Handel
conducted the due diligence. Before engaging Troy & Gould, M.
Lerner received no docunentation tracing the chain of title for
the EBD filmrights.

1. Chain-of-Title and Record Search

Troy & Gould contacted individuals at certain law firns and
at various entities (principally Epic Productions) that were
believed to have held interests in the EBD filmlibrary. On
Decenber 9, 1997, M. Handel sent M. Lerner a nmenorandum
containing Troy & Goul d’s concl usions regarding the nature of the
rights that SMHC acquired in the EBD filmlibrary. The
menor andum summari zes its conclusions as foll ows:

The docunentation is too fragnentary to draw
conclusions with any senbl ance of confidence. As a
matter of general characterization, it would seemthat
Santa Monica Holdings is intended to have acquired
donmestic video rights for a termof years to the

subj ect pictures and all rights to the subject

devel opnment projects. The donestic rights appear to

i ncl ude Canada as to sonme but not all pictures. The
termof the rights varies frompicture to picture

Agai n, the foregoing characterization is subject to the
caveat that we have no docunentati on what soever on nopst
of the subject pictures and projects, and the
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docunentati on we do have is inconplete. In addition,

there are outright gaps in the chain of title as to

groups of pictures; that is, certain docunents relating

to transfers of libraries are m ssing.

For the foregoing reasons, it is not possible to

determ ne what rights have effectively been acquired.

It also is unclear who possesses the rights other than

donestic video in the various pictures, and who

possesses the reversion rights in donestic video.
The nmenorandum rel ated that Epic Productions provided chai n-of -
title docunentation for only 15 of the 65 filmtitles (and 22 of
26 devel opnent projects), and that many of the 15 filmtitles for
whi ch Troy & Goul d received docunentati on appeared to be the
subj ect of donestic video rights licenses to Enbassy and
Concorde, but that some of those licenses expired in May 1997. 42

Troy & Gould stated that rights to conpleted pictures in the
EBD filmlibrary were apparently acquired by three entities,
Epic, Sultan (or its predecessor, Nelson), and Trans Wrld
Entertai nnent; however, Troy & Gould could not determ ne how
these entities acquired rights fromother entities appearing in

the chain of title, e.g., Enbassy. Troy & Gould concl uded that

this failure represented a significant gap in the chain of title.

2 Fromits exam nation of these filmtitles, Troy & Gould
determ ned that the licenses were for a termof years, in nost
cases 10 years fromdelivery, and that it appeared for the nost
part that the licenses had recently expired or would soon expire.
Troy & Gould concluded that “as to pictures for which the video
|icense to Enbassy or Concorde has expired, it would appear that
* * * [SVHC] has no rights whatsoever, unless there are other
assi gnnents (for which we have no docunentation) into our chain
of title fromthe producers or other rights holders.”



- 69 -

Troy & Gould pointed out: “There is no evidence * * * that
the Epic entities actually transferred their rights in the
subj ect pictures to EBD, despite the fact that EBD subsequently
purported to transfer rights in the pictures”; and “The
docunentation of the chain of title thus appears unsatisfactory
as to the Epic pictures.”

Troy & Gould characterized the various assignments of film
assets from Al pha, Epsilon, and EBD to CLIS as “quitclaim
assignnents; that is, the transferors disclained all warranties
and representations as to the assets.” Moreover, although the
assignnments referred to all right, title, and interest in the
filmassets, the attached schedules referred only to “*U. S. Video
FilmR ghts’”. Troy & Gould also indicated that it had no
docunentation confirmng CLIS s assignnent of the EBD film
l[ibrary to SMHC, it characterized this |ack of docunentation as
“another significant gap in the chain of title.” Troy & Gould
expressed further concerns that the term“U. S. Video FilmRi ghts”
in Schedule 1.6(b) of the exchange and contribution agreenment was
not defined and that the exchange and contribution agreenent
contained no explicit statenent that SWVHC owned those rights.

2. Access lLetters

While Troy & Gould was conducting its due diligence on the
EBD filmlibrary, it was also attenpting to obtain | aboratory and

facility access letters to the physical materials of certain film
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titles in order to enter the |laboratories and facilities and
exam ne those physical materials.

VIIl. Oher FilmActivities

In 1997, 1998, and 1999, SWVHC (largely through the efforts
of M. Lerner, sonetines working wwth M chael Herz, the vice
president of Troma Entertainnent, Inc.) investigated and acquired
a nunber of filmtitles and filmlibraries in addition to the
filmlibrary acquired in connection with the CDR transaction. A
June 16, 1999, neno that M. Lerner sent to M. Ackerman reported
on the filmlibraries that SWHC had acquired, summari zi ng the
“initial Iibrary and acquisitions”, the nunber of titles, and

their “Cost” as foll ows:

Li brary Nunber of Titles Cost
MGM (ori gi nal) 80 $5, 000, 000
W sdom 8 120, 000
City Lights 15 115, 000
Fi ve Stones 5 75, 000
Vi sta Street 24 470, 000
Movi ng Picture Factory _33 320, 000
Tot al 165
New Pr oducti on Tot al 2 $615, 000
Tot al 167 $6, 715, 000

The “Wsdont library, which Crown Capital purchased in
Novenber 1997 from Wsdom Entertai nnent, Ltd., contained eight
karate filnms. The “City Lights” library, purchased by Crown
Capital in Septenber 1997 from Nevada Media Partners, |Inc.
contained 15 full-length feature filns. The “Five Stones”

library, purchased by SMHC i n Cctober 1998 from Fi ve Stones,
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Inc., contained five filmtitles. The “Vista Street” library,
pur chased by SMHC in March 1999 from Marketing Media Corp. d/b/a
Vista Street Entertainnent, contained 24 filmtitles. The
“Moving Picture Factory” library, purchased by SMHC i n COct ober
1998 from The Moving Picture Co., Inc., contained 34 filmtitles.

SMHC al so investigated a nunber of filmtitles and film

libraries that, for one reason or another, it did not acquire.

| X. Rel ationship Wth TroMetro Filns, LLC

A. John H. van Merkensteijn

John H. van Merkensteijn was M. Lerner’s longtine friend,
client, and business associate. |In the 1970s, M. Lerner had
represented M. van Merkensteijn in some transactions. Since
t hen, they have stayed in contact and have been friends. M. van
Mer kensteijn participated in transactions with M. Lerner both
before and after 1996.

B. TroMetro Filnms, LLC

On Decenber 15, 1997, M. van Merkensteijn formed TroMetro
Films, LLC (TroMetro), to be part of a distribution relationship
with SWHC and Troma and to purchase receivables fromSwW. M.
van Merkensteijn had no office of his own for TroMetro; instead,

he had itens sent to Crown Capital’s office.
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C. TroMetro's Purchases of SMP' s Recei vabl es

In 1997 and again in 1998, TroMetro purchased from SMP
portions of the $974 million in receivables that General e Bank
had contributed to SMP in 1996.

1. Fi rst Note Purchase Agreenent

As of Decenber 19, 1997, TroMetro and SMP entered into a
note purchase agreenent (the first note purchase agreenent) in
whi ch TroMetro agreed to purchase “SMP’s right, title and
interest in and to the $150, 000, 000 Note” (the $150 million
receivable). The consideration for the $150 million receivable
was: (i) Acertified check of $230,000; and (ii) a prom ssory
note that TroMetro executed in an unspecified anmount. SMP agreed
to deliver to TroMetro, at the closing of the transaction, a $150
mllion note endorsed by SMP and payable to the order of
TroMetro.

As of Decenmber 19, 1997, M. van Merkensteijn, as manager of
TroMetro, executed an “Unsecured Prom ssory Note” payable to SMP
in the amount of $2,284,000 (the $2,284,000 Tronetro note) in
connection with TroMetro’s purchase of the $150 million
receivable. The terns of this note provided that interest would
accrue at 7 percent per annum that interest and principal would
be fully anortized over 5 years, and that interest and principal
paynments woul d be due and payable in five equal annual

i nstal |l ments begi nni ng Decenber 19, 1998.
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In connection with the sale of the $150 million receivable
at the end of 1997, M. Lerner executed a $150 million note (the
$150 million note) representing a portion of the $974 mllion in
recei vabl es that General e Bank had contributed to SMP. The note
stated that MGM G oup Hol di ngs owed CLBN $150 million.* M.
Lerner backdated the note as of Decenber 30, 1993, and signed it
as president of MaM G oup Hol di ngs; however, M. Lerner was not
the president, or an officer, of MaM G oup Hol di ngs on that date.
As a result of the sale of the $150 million receivable, SWMP
reported the followng information on its 1997 Form 1065, U. S
Part nership Return of Incone, with respect to the $150 mllion

recei vabl e:

Dat e acquired 12/ 30/ 93
Date sold 12/ 19/ 97
Sal es price $2, 514, 000
Cost or other basis $150, 000, 000
Gin or (Loss) for entire year (%147, 486, 000)

The $147, 486,000 | oss flowed through to Sonerville S Trust.*

43 The note purchase agreenent restated that “SMP is the
hol der of two Prom ssory Notes issued by * * * [SVHC] in the
respective principal amounts of $815, 904, 188. 96 and
$150, 000, 000" .

4 On Dec. 29, 1997, Sonerville S Trust contributed all its
out st andi ng nenber interests in Sonerville, LLCto SMP. This
contribution was reflected on SMP s 1997 partnership tax return
as a $145, 236,168 increase in Sonerville S Trust’s capital
account in SMP.
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2. Second Note Purchase Agreenent

As of Decenber 10, 1998, TroMetro and SMP entered into a
second note purchase agreenent (the second note purchase
agreenent) in which TroMetro agreed to purchase “10% of SMP' s
right, title and interest in and to the Note, representing a
$81, 590, 418 share of the face anpbunt of the Note” (the $81
mllion receivable).* The consideration for the $81 nillion
receivable was: (i) A $150,000 certified check; and (ii) a $1.25
mllion prom ssory note from TroMetro.

As of Decenber 10, 1998, M. van Merkensteijn, as manager of
TroMetro, executed an “Unsecured Prom ssory Note” payable to SMP
in the amount of $1.25 million (the $1.25 million TroMetro note)
in connection with TroMetro’s purchase of the $81 million
receivable. The terns of this note provided that interest would
accrue at 7 percent per annum that interest and principal would
be fully anortized over 5 years, and that interest and principal
paynments woul d be due and payable in five equal annual
i nstal |l ments begi nni ng Decenber 10, 1999.

As of Decenber 10, 1998, M. Lerner, as manager of SMP, and
M. van Merkensteijn, as manager of TroMetro, signed a docunent

entitled “Assignnent.” Pursuant to this docunent, SMP assigned

4 The second note purchase agreenent stated that SMP was
t he hol der of an $815, 904, 188. 96 prom ssory note that SMHC had
i ssued.
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to TroMetro, and TroMetro purchased and assuned from SMP, SMP s
right, title, and interest in the $81 million receivable.
As a result of the sale of the $81 million receivable, SW
reported the following information on its 1998 Form 1065 with

respect to the $81 mllion receivabl e:

Dat e acquired 12/ 30/ 93
Date sold 12/ 10/ 98
Sal es price $1, 400, 000
Cost or other basis $81, 590, 418
Gin or (Loss) for entire year ($80, 190, 418)

The $80, 190, 418 | oss flowed through to Sonerville S Trust.

3. Pur chase Price Determ nations

M. van Merkensteijn testified that the purchase price for
the $150 million receivable and the $81 million receivable was
determ ned as percentages of the total value of SMHC s assets,
after applying a discount. He testified that the total val ue of
the assets in this calculation was based on an apprai sal that M.
Lerner had obtained from Sage Entertai nnent.* M. van
Mer kensteijn did not obtain his own appraisal of SMHC s assets.

4. Paynents on the TroMetro Notes

On Decenber 21, 1998, TroMetro nade a $557, 046. 35 paynent to
SMP on the $2,284,000 TroMetro note. This payment consisted of

$397, 166 principal and $159,880.35 interest. It was the only

4 At sone point, M. Lerner had asked Sage Entertai nnent
for an opinion valuing the EBD filmlibrary. He had obtained an
opi nion from Steve Kutner of that conpany valuing the library at
approximately $29 mllion.
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cash paynent TroMetro ever nade on the $2,284,000 TroMetro note.
On Decenber 21, 1998, TroMetro paid SMP $150, 000 pursuant to the
second note purchase agreenent. TroMetro never nmade any
addi ti onal cash paynents on the $1.25 nillion TroMetro note.

X. Di stribution Agreenents

In 1997, SMHC entered into a distribution agreenent with
TroMetro which, in turn, entered into a distribution agreenent
with Troma. The distribution agreenents covered a portion of the
EBD filmlibrary and several of SVMHC s acquired libraries.

A. The TroMetro Distribution Agreenent

As of Decenber 23, 1997, SMHC and TroMetro entered into a
di stribution agreement (the TroMetro distribution agreenent).
Pursuant to this agreenent, SVMHC gave TroMetro a license to
distribute 33 of the 65 filmtitles within the EBD filmlibrary,
as well as the “Wsdont library and the “City Lights” library.*
TroMetro never paid any royalties to SIVHC pursuant to the

TroMetro distribution agreenent.

47 The 33 filmtitles fromthe EBD filmlibrary were:

“Astro Zombies”, “Auditions”, “Avenger”, “Banana Mnster”
“Battle of the Last Panzer”, “Battle of the Valiant”, “The
Beast”, “Blood Brothers”, “Blood Castle”, “Carthage in Flanes”,
“Cold Steel for Tortuga”, “Dual of Chanpions”, “Escape From
Hell”, “Fear”, “Fist of Fear, Touch of Death”, “Headl ess Eyes”,
“I'nvincible dadiators”, “Return of the Conqueror”, “Return of
t he Zonbies”, “SS Experinental Love Canp”, “The Sword and the
Cross”, “Tiger of the Seven Seas”, “Tornentor”, “Wite Slave”,
“Qctavia”, “Platypus Cove”, “Hull abal oo Over CGeorgia”, “To Love
Again”, “This Tinme 1I'Il Make You Rich”, “Danger Zone”,

“Si dewi nder One”, “N nja Showdown”, and “Ni nja Squad”.
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B. The Troma Distribution Agreenent

As of Decenber 23, 1997, TroMetro and Troma Entertai nment,
Inc. (Troma), an independent production and distribution conpany
in New York City, entered into a distribution agreenent (the
Troma distribution agreenent), covering the sanme filmtitles as
the TroMetro distribution agreenent.* Troma never paid any
royalties to TroMetro pursuant to the Troma distribution
agr eenent .

C. Troma Entertai nnent, |nc.

M chael Herz and Ll oyd Kaufrman started Troma while they were
students at New York University Law School in 1974.%° Troma is
owned by Messrs. Herz and Kaufrman, a private conpany called QC
controlled by Alan Quasha, and Foster Partnership.

In the early 1980s, Troma began distributing its filns with
a filmcalled “Squeeze Play.” Tronma eventually produced 25 to 30
films and acquired a nunber of filnms through purchases and

distribution deals. Troma currently has 800 to 850 film

4 On Nov. 2, 1998, TroMetro and Troma entered into an
addendum to which SMHC acknow edged and consented, amendi ng the
Troma distribution agreenent. Pursuant to this addendum the
“Moving Pictures” library and the “Five Stones” library were
added to the Troma distribution agreenent. No addendum was mnade
to the TroMetro distribution agreenent.

4 M. Lerner was introduced to M. Herz by M. van
Mer kenst ei j n.
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titles.% Al of Troma’s filmtitles are available on its
website, and there are distribution materials such as advertising
slicks for them Not all of Troma’s filns, however, are in
current distribution.?5!

D. Tronmm's Distribution of the EBD Film Library

1. Distribution H story

SMHC and SMP distributed no films prior to formng their
relationship with Troma. Troma was the only distributor of SMHC
films. O the 65 filmtitles in the EBDfilmlibrary, Troma
ultimately distributed six films: “Astro Zonmbies”, “Banana
Monster”, “Battle of the Last Panzer”, “Escape fromHell”, “Fist
of Fear, Touch of Death”, and “Pl utonium Baby”. 52

Several of these distributions ran into legal troubles. On
March 27, 1998, Epic Productions infornmed Troy & Goul d that

SVMHC s rights had expired in “Astro Zonbies”, “Banana Monster”

%0 There are several stars in Troma’s filns, including Billy
Bob Thornton and Kevin Costner. The character “Toxic Avenger” is
Troma’s ‘M ckey Mouse’, having been featured in four action
movies and a children’s cartoon that Troma distributed.

51 About 200 to 220 of Troma’s filmtitles have actually
been authored and digitized and are out in U S. distribution on
DVD. The remaining filmtitles are not in distribution because
the process of preparing themfor distribution is costly, and
because Troma needs to be sure that the market can absorb the
nunber of films that it presents for distribution on a nonthly
basi s.

52 Troma created distribution materials for the eight film
titles in the “Wsdon library.
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and “Fist of Fear, Touch of Death”.® Moreover, on June 23,
1999, a representative of Gazotskie Filnms, Inc., informed Tronma
Entertai nnent that SMHC “does not have, nor has it ever had, any
rights” relating to “Banana Monster” (a.k.a. “Schlock”), and
requested that Troma cease and desist its distribution of that
filmtitle. Al so, on Cctober 23, 1999, Jack H Harris, the
presi dent of Worl dw de Entertai nment Corp., informed Troma that
SMHC s rights in the filmtitle “Astro Zonbi es” had actually
expired in 1987, and requested that Troma cease and desist its
distribution of that film

2. Di stribution Revenue and Expenses

In the course of distributing SMHC filns, Troma incurred
expenses (e.g., for advertising slicks and nedia costs) which
SMHC ei t her advanced or reinbursed pursuant to the TroMetro and
Troma distribution agreenents. Periodically, Troma sent Crown
Capital (on behalf of SMHC) statenents of revenue and expenses
and invoi ces regardi ng these expenses and the distribution of

SVHC fil ns. *

53 Epic Productions informed SMHC that its rights in
“Headl ess Eyes” had al so expired.

54 For exanple, Troma sent Crown Capital (on behalf of SMHC)
a statenent of revenue and expenses as of June 30, 1998, show ng
no revenues, $234,000 in expenses, and an advance paynent of
$230,000. Tromm al so sent Crown Capital an invoice for creation
of distribution materials (including production of press and
media) for the “Wsdont library for the period June 1 to 30,
1998, showi ng expenses of $44,000. Troma sent to “TroMetro-Santa
(continued. . .)
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M. Herz testified that the agreenent with TroMetro and SVHC
had al ways been for Troma to retain any net revenue fromits
distribution activities to fund additional distribution expenses
rather than to remt royalties.> SMIC reported and received no
income fromlicensing video rights to filmtitles or film
financing during 1997 and 1998.

Xl . Transactions Wth Inperial Credit |Industries, Inc.

In 1997, the Ackerman group engaged in discussions with
| mperial Credit Industries, Inc., culmnating in the formation of
Corona Fi |l m Fi nance Fund, LLC

A. | nperial Credit Industries, |Inc.

Before 1992, Inperial Bank acquired or started six different
operating businesses. In 1991, Inperial Bank decided to take two
of those six businesses public, including a residential nortgage

business and thrift and loan. 1n 1992, Inperial Bank

54(...continued)
Moni ca” a statenent of revenue and expense as of Dec. 31, 1998,
for films that Troma distributed on behalf of TroMetro and SIVHC.
Thi s statenent shows $23,250 in revenue, $6,907.91 in
di stribution expenses, and a $16, 342. 09 anount due TroMetro. On
Nov. 4, 1998, Troma sent Crown Capital another invoice for
$103, 025 on the rel ease of video and DVD for “Banana Monster”
“Fist of Fear, Touch of Death”, “Astro Zonbies”, “Battle of Last
Panzer”, and “Escape fromHell”. This invoice requested a
$50, 000 advance paynent.

® |n at |east one case, the statenent to “TroMetro-Santa
Moni ca” as of Dec. 31, 1998, states “Check Encl osed” for the
anount of revenues exceeding distribution expenses. M. Herz
testified that he did not think a check was in fact sent to
TroMetro or SMHC, given the agreenent to retain net revenue.
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successfully conbi ned those busi nesses and took them public as
| nperial Credit Industries, Inc. (lnperial).?%®

During 1996 and 1997, Inperial was a diversified financial
services conpany. It was involved in franchise |ending,
residential |ending, incone property |ending, asset-based
| endi ng, and war ehouse |ines for nortgage bankers. Inperial’s
i nvestments i ncluded, anong other things, an equipnent | easing
conpany, a boutique investnent bank, and an auto financing
conpany. In 1996, Inperial had 10 operating divisions. Film
finance was not one of Inperial’s operating divisions.

B. Shopping for Tax Deal s

At some point in 1997, Inperial sold its interests in
Franchi se Mortgage Acceptance Corp. (FMAC) and Sout hern Pacific
Fundi ng Corp. (SPFC), resulting in capital gains to Inperial--
approximately $300 mllion from FMAC and $150 million from SPFC.
In the planning stage of these transactions, Kevin Villani, as
| nperial’s CFO, was asked to develop a plan with favorabl e
of fsetting tax inplications.

On August 27, 1997, at a neeting of Inperial’s board of
directors, Wayne Snavely, who was Inperial’s CEO and chai r man
and M. Villani reported that Inperial had significant taxable

capital gains to be realized fromsecurities sales in 1997. M.

%6 At one point, Inperial Bank owned 100 percent of
| rperial; after spinning Inperial out, however, Inperial Bank’s
ownership interest fell to 40 percent.
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Villani was requested to develop a plan for presentation to the
Board that would include potential investnents with favorable
of fsetting tax inplications.

C. Pr oposed Transacti on Wth SMP

M. Lerner was on Inperial’s board of directors during 1996,
1997, and 1998. M. Lerner was aware that Inperial was actively
| ooking for a transaction that would generate | arge capital
| osses to offset its capital gains.

On Cctober 7, 1997, M. Lerner sent M. Villani a nmenorandum
di scussing a proposal whereby Inperial would purchase a 25-
percent interest in SMP for $5 million. M. Lerner represented
that SMP had “assets totaling $49 nmillion (with zero liabilities)
including: $29 million in filmlibrary assets (appraised val ue)
and $20 million in cash[.] 1CI1's 25% share of the assets would
equal approximately $12.25 mllion, a multiple of the proposed
investnment”. The nmenorandum stated: “Rockport intends to use
* * * [SWMP] as a platformto finance and build a filmlibrary of
significant size that should enable * * * [SMP] to capitalize on
a changing dynamc that is occurring in the filmindustry.” The

menor andum al so st at ed:

Tax Attributes. In addition to the foregoing, the
Conpany may realize incone tax benefits on the disposal
of its assets in the formof capital |osses. Based on
a 25% ownership interest, * * * [Inperial’s] share of
such | osses woul d be approximately $400 mllion. W
anticipate that the parties would enter into a tax
sharing agreenent providing for a sharing of the
benefits attributable to this |oss[.]
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| mperial received and considered this nmenorandum

On Cctober 24, 1997, M. Lerner sent M. Villani an emai
stating:

| am preparing a short termsheet for the film
partnership i nvestnent we discussed | ast week. |
haven’t heard any nore from KPMG and | assune that they
have no nore comments. The two issues we need to tie
down are the size of the investnent and the
conpensation fornmula. A quarter of the partnership
would give * * * [Inperial] a | oss of about $430
mllion. The board should approve the deal in broad
outlines and we should then work out the details as
qui ckly as possible since tine is running out on the
year and you have a lot of things to do. * * *

On Cctober 27, 1997, M. Lerner faxed M. Villani a
confidential letter outlining the proposed transacti on between
SWMP and | nperi al :

1. * * * [Inperial] wll acquire 25 percent of
SWP for $5.0 million (25 percent of SMP's cash assets),
payable in cash at the Cosing. * * * [Inperial] may
al so have the option to increase its interest in SVMP on
agreed terns.

2. Any tax benefits derived by * * * [Inperial]

or its affiliates associated with an ownership interest
in SMP, including the sale or disposition of any of its
assets, will be shared with SMP s current partners on a
50-50 basis. Anounts received by SMP s partners as a
result of the sharing of tax benefits will be available
for investnments with * * * [Inperial] on a deal by dea
basis. W anticipate that * * * [Inperial’s] share of
SMP's potential tax |osses will exceed $430 million.

On Cctober 29, 1997, at a second neeting of Inperial’s board
of directors, M. Lerner proposed that Inperial invest in SM.
M. Snavely testified that the proposed investnent in SVMP was

supposed to result in favorable tax treatnent.
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On Novenber 19, 1997, at a third neeting of Inperial’s board
of directors, M. Lerner formally offered Inperial a 25-percent
equity interest in SMP in exchange for a $5 nmillion cash
investnment. At this neeting, M. Lerner distributed a handout
that described SMP. He discussed SMP s assets (including its
filmrights), and he explained SMP s securitization and ot her
financing plans. M. Lerner also discussed “the potential narket
for securitization of filmlibraries and the due diligence
performed to date by * * * [Inperial’s] external accountants.”
After discussing this proposal, Inperial’s board resolved to
i nvest in SMP. %

D. Pr oposed Transacti on Wth Corona

1. Fornmati on of Corona FilmFi nance Fund, LLC

As of Novenber 5, 1997, M. Lerner, on behalf of hinself,
Peridon Corp. (Peridon), and SMP, executed an “Qperating
Agreenent” for the creation of Corona Film Finance Fund, LLC
(Corona) as a limted liability conpany (the Corona LLC
agreenent). The initial nenbers of Corona were M. Lerner,

Peri don, and SMP. M. Lerner contributed $5, 000 cash, Peridon

°" Regarding this proposal, M. Snavely testified:

There was di scussions [sic] about an opportunity
for us to invest in this business, and we did have sone
expertise in securitization, and there were di scussions
about acquiring filmlibraries, all of which was
interesting, but we were also interested in making sure
that it fit our tax strategies.
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contributed $10, 000 cash, and SMP contri buted $250, 000 cash and
the $79 mllion receivable. As of Novenber 5, 1997, Corona's

capital accounts and percentage interests were as foll ows:

Capi tal Account Per cent age | nt erest
| nperi al $0 0. 00%
SMP 1, 550, 000 99. 00
M. Lerner 5, 000 0. 33
Peri don 10, 000 0.67
Tot al $1, 565, 000 100. 00

The Corona LLC agreenent recited that the purposes for
Corona’s formation were “to finance the production and
exploitation of filnmed entertai nnent products and to own
interests in entities engaged in such activities” and “to make
i nvestnments in connection wwth the foregoing activities and
ot herwi se.” The Corona LLC agreenent appointed M. Lerner as its
manager and aut horized himto act on behalf of Corona to appoint
enpl oyees, officers, or additional managers, and to bind the
conpany in dealings with third parties. 58

2. The Corona Transaction

On Decenber 11, 1997, M. Lerner sent an email to Irv
Gubman, Inperial’s general counsel, proposing that the previously
di scussed transaction be done through Corona rather than SWVP.

The email states:

8 On Dec. 16, 1997, the secretary of state of Del aware
certified: “Corona FilmFinance Fund LLC is duly fornmed under
the laws of the State of Delaware and is in good standing and has
a |l egal existence so far as the records of this Ofice show as of
the sixteenth day of Decenber, A . D. 1997.”
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Dear Irv. | have thought about our conversation | ast
night and the risk at this point in tine. | suggest
the followng: Lets just do the transaction for a |oss
of 70 m| (the anmpount you need, or perhaps a little
nmore or |ess) through, as we discussed, a new
partnership. This reduces the risk related to size. |
like this structure nuch better as it sol ves your
probl em today. W can take next year as it cones.

Thus, the plan would be as follows: W wll create a
new partnership [Corona] into which we wll transfer
hi gh basis debt. * * * [Inperial] will buy a part of
our partnership interest for a price related to the

val ue of the partnership’ s assets. This will be nuch

| ess than the anmobunt we originally discussed, probably
around $500,000. On the pricing, ny partner wants to
keep the pricing the sane, which we should discuss. 1In
any event, think about this and |l et ne know. W can
get this done quickly as | have the entities set up
Thanks, Perry.

M. Lerner testified that he was unconfortable with the |arge
size of the capital loss resulting fromthe proposed transaction
with SMP; he suggested a smaller capital loss. He testified that
he purposely told Inperial that it would be very expensive for

t hem because he felt that SMP should profit fromlnperial’s
capital |oss.

On Decenber 12, 1997, M. Lerner sent a second email to Irv
Gubman concerning the proposed transaction with Corona. In this
emai |, M. Lerner recommended that |nperial purchase part of
SMP's partnership interest for an anount “sufficient to give it
a share of the basis equal to around 60-65 mllion dollars. This
loss will be triggered if the * * * [$79 million receivable] is

sold. * * * (I think that nost of this should be clained in 1997
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as we have a buyer for it by the end of the year.)” The enui
further states:

5. * * * [Inperial] wll need to put capltal in for

the tax sharing, above and sone debt to increase basis.

* * * paul [Lasiter] understands this point. | want to

use paart [sic] of the cash to invest with The Lew

Horowi tz organi zation to finance novie production.

This will conme out of our share of the tax sharing

paynment. * * *

On or about Decenber 12, 1997, drafts were prepared of a
purchase agreenent and an anmendnent and restatenent of the Corona
LLC agreenent. In the purchase agreenent, SMP agreed to sell and
| nperial agreed to purchase 80 percent of SMPs interest in
Corona. M. Gubman reviewed these drafts and nmade a handwitten
notation on the draft anmendnent and restatenent of Corona’s LLC
agreenent which proposed that “if Inperial’s Allocated Losses are
di sal | oned, then upon liquidation of the Conpany [Corona] al
nmoneys contributed to the Conpany by Inperial shall be returned
to Inperial and accrued interest shall be paid thereon at the
Treasury (IRS) rate.”>°

On Decenber 17, 1997, at a fourth neeting of Inperial’s
board of directors, M. Snavely announced that M. Lerner had
submtted a revised proposal under which Inperial could invest in

Corona rather than SMP. Inperial’s board reviewed and approved

the revised proposal. M. Snavely testified that tax | osses were

% This notation was the only significant comrent that M.
Gubman made on the draft anmendnent and restatenent of the Corona
LLC agreenent.
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driving the Corona transaction and were the primary reason in
1997 for Inperial’s investing in the Corona transaction.

3. Initial Purchase of SMP's Interest in Corona

SMP and | nperial executed a purchase agreenent (the purchase
agreenent), as of Decenber 15, 1997, providing for Inperial’s
purchase from SMP of a 79.2-percent nenbership interest in
Corona. According to the purchase agreenent, Inperial was to pay
$1, 252,000 for the menbership interest, of which $212,000 was to
be paid in cash and the $1.04 nmillion balance was to be paid with
a note. In connection with the purchase agreenent, I|nperial
executed a $1.04 million prom ssory note (the $1.04 mllion note)
dat ed Decenber 15, 1997, payable to SMP. On Decenber 18, 1997,
| mperial paid $212,000 to SMP. No paynents of principal or
interest were ever made on the $1.04 nmillion note.®

I n an anmendnment and restatenent dated as of Decenber 15,
1997, Corona’s LLC agreenent was anmended and restated to refl ect
the adm ssion of Inperial as a new nenber of Corona. This
docunent reflected Inperial’s agreenent to pay SMP a fee of 20
percent of the tax |osses received from Corona. This fee was to

be structured as a contribution by Inperial to Corona and a

80 Pursuant to the $1.04 mllion note, interest was to
accrue at a rate of 8 percent per annum and was payabl e
sem annual |y on June 15 and Decenber 15 of each year. |nperial
agreed to pay the outstandi ng principal anount of the $1.04
mllion note together with accrued and unpaid interest thereon on
Dec. 15, 2002.
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distribution from Corona to SMP. As a result of Inperial’s
purchase of SMP s nenbership interest in Corona, Corona’ s capital

accounts and percentage interests were restated as foll ows:

Capi tal Account Per cent age | nt er est
| mperi al $1, 240, 000 79. 20%
SMP 310, 000 19. 80
M. Lerner 5, 000 0. 33
Peri don Cor p. 10, 000 0. 67
Tot al $1, 565, 000 100. 00

On its Novenber 5 to Decenber 15, 1997, partnership tax
return, Corona reported Inperial’s initial purchase of SMP s
interest as a $64, 130, 364 capital reduction by SMP and a
$64, 130, 364 capital contribution by Inperial. Corona reported
t hese anmobunts at tax val ues, not accounting book values. On its
tax return for the taxable year ended Decenber 31, 1997, SMP
reported the sale of its interest in Corona to Inperial as
fol |l ows:

$1, 252,000 Sales price

63,489,061 Basis
(62,237,061) Long-termcapital | oss

The $62, 237,061 | oss that SMP reported flowed through to
Sonmerville S Trust and then through to M. Ackerman, who cl ai ned
it on his tax return.

4. Additional Purchase of SMP's Interest in Corona

On Decenber 23, 1997, Inperial purchased from SVMP an
addi tional 14.65-percent interest in Corona pursuant to an

amendnent to purchase agreenent. Wth this purchase, I|nperial
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i nt er est

pai d $36, 700 in cash for the additional

in Corona of 93.85 percent.

i nterest and

of its prom ssory note to SMP by $180, 050

made no paynents of principal

1997,

not e payabl e of $1, 220,050 (the $1, 220, 050 note).

or interest on this

t he menbers of Corona executed an

amendnent to the amended and restated Corona LLC agreenent,

provi di ng for
i nterest in Corona.

capita

According to this anmendnent,

Capi tal account
| mperi al $1, 469, 000
SMP 81, 000
M. Lerner 5, 000
Peri don Corp. 10, 000
Tot al $1, 565, 000

On its partnership tax return for the period Decenber

31,

$11, 864, 117 capital

1997, Corona reported Inperial’s additional

contribution by Inperial.

61 Pursuant to the $1, 220, 050 note,

| nperial’s purchase of the 14.65-percent additional

Corona’ s

accounts were restated as foll ows:

Per cent age i nt erest

93. 85
5.15
0.33
0.67

100. 00

16 to

purchase as an

reduction by SMP and an $11, 864, 117 capital

interest was to accrue

at a rate of 8 percent per annum and was payabl e sem annual ly on

June 15 and Decenber
out st andi ng pri nci pal

accrued and unpaid interest thereon on Dec.

15 of each year

| nperial agreed to pay the

amount of the $1, 220,050 note together with

15, 2002.



- 91 -

On its partnership tax return for the taxable year ended
Decenber 31, 1997, SMP reported the sale of the additional 14.65-
percent interest in Corona to Inperial as follows:

$216, 750 Sales price

11,864,117 Basis
(11,647,367) Short-termcapital |oss

This $11,647,367 loss flowed through to the Somerville S Trust
and then through to M. Ackerman, who clainmed it on his tax
return.

5. Sale of the $79 MIlion Receivable

On Decenber 29, 1997, M. Lerner, on behalf of Corona, and
M. van Merkensteijn, on behalf of TroMetro, executed a note
pur chase agreenent providing for Corona’s sale of the $79 mllion
receivable to TroMetro. According to this agreenent, the
purchase price to be paid by TroMetro was $1, 144, 000, to consi st
of $120, 000 cash and a $1, 024, 000 prom ssory note payabl e by
TroMetro to Corona. ®?

On Decenber 29, 1997, the $120,000 cash anpbunt was paid by
wire transfer. M. van Merkensteijn, on behalf of TroMetro,

executed a $1, 024, 000 promi ssory note dated Decenber 29, 1997

62 |n arriving at a purchase price for the $79 nmillion
receivable, M. van Merkensteijn testified that he used the sane
pricing formula as in TroMetro’s purchases of the $150 mllion
and $81 mllion receivables, and he sinmlarly relied on the Sage
Entertai nnment appraisal of SMHC s fil m assets.
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(the $1, 024,000 TroMetro note).® On Decenber 10, 1998, TroMetro
pai d $205, 191 principal and $82,600 i nterest on the $1, 024, 000
TroMetro note. No other cash paynments were nade on the
$1, 024, 000 Trometro note.

On its partnership tax return for the period Decenber 16 to
31, 1997, Corona reported a $78, 768,955 long-termcapital |oss on
the sale of the $79 million receivable. |In conputing this |oss,
Corona reported a $1, 144,000 sale price and $79, 912, 955 basis for
the $79 mllion receivable. The loss flowed through to Inperi al
in the amount of $74,671,378 and to SMP in the anobunt of
$4,097,577. SMP's $4,097,577 | oss then flowed through to
Sonmerville S Trust and finally through to M. Ackerman. On
Schedul es K-1 attached to its return, Corona reported the sale of
the $79 mllion receivable as a $74,671, 378 decrease in
| nperial’s capital account and a $4, 097,577 decrease in SMP' s
capi tal account.

6. | nperial’s Capital Contribution

On January 15, 1998, Corona’ s nenbers executed a second
amendnent to the amended and restated Corona LLC agreenent,

providing that “At the end of any year in which there are

63 At sone point, M. van Merkensteijn, on behal f of
TroMetro, executed a second prom ssory note al so dated Dec. 29,
1997, in the anobunt of $1.180 million (the $1.180 mllion
TroMetro note). M. van Merkensteijn testified that the first
note was corrected to reflect a different amount. The $1, 024, 000
TroMetro note in the record has the handwitten notation
“Cancelled” on its first and | ast pages.
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Al l ocated Losses to Inperial, Inperial shall pronptly contribute
cash in an anount equal to 20.0% of such Allocated Loss.” During
t axabl e year 1998, Inperial nade a $14, 595, 652 capital
contribution in cash to Corona. This contribution was made in
connection with the 20-percent fee that Inperial had agreed to
pay SMP for the tax losses that it received fromthe Corona
transaction. SMP later received this $14, 595, 652 fee.

7. Treasury Bills

In 1997, Inperial had insufficient basis in Corona to
recogni ze the tax |l osses that were going to flow through from
Corona. Consequently, Inperial and Corona devised a schene,
starting in 1997, in which Inperial would purchase U S. Treasury
bills each yearend and sinultaneously enter into a repurchase
agreenent to sell those Treasury bills back at the begi nning of
the next year. At each yearend, in order to increase its tax
basis in Corona, Inperial tenporarily assigned the Treasury bills
and repurchase agreenment to Corona. Inperial repeated the
Treasury bill transactions for its 1998 through 2001 taxable
years.

Xl'l. Subsequent Transactions lInvolving TroMetro and Tromm

A. Capital Contribution Agreenent

As of March 1, 1999, SMHC and TroMetro entered into a
capital contribution agreenent. Pursuant to this agreenent,

TroMetro contri buted, assigned, transferred, and conveyed to SVHC
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all the interests that TroMetro owned and held in the $81 nillion
recei vable, the $150 nmillion receivable, and the $79 mllion
receivable. 1In exchange, TroMetro received a right to receive 20
percent of all classes of stock of SMHC (or its successor),
exercisable by TroMetro any tinme after March 1, 2001 (the
TroMetro stock option).

B. Assunption Agreenent

As of Septenber 1, 1999, SMP, SMHC, and TroMetro entered
into an assunption agreenent. Pursuant to this agreenent, SM
assumed SMHC s obligation under the TroMetro stock option.

C. Transfer and Assignnent of the Carolco Securities

On Septenber 1, 1999, SMHC transferred and assigned to SMP
the Carolco preferred stock ($30 mllion face ampbunt) and the
Carol co subordinated notes ($30 mllion face anount).

D. SWHC and Troma Mer ger

1. SWVHC Merges Into Tronm

As of Septenber 1, 1999, Troma’s stockhol ders and board of
di rectors approved actions in connection with the issuance of
comon and preferred stock to SVHC. As of Septenber 2, 1999,
SMHC and Troma entered into a purchase agreenent. Pursuant to
this agreenent, SMHC purchased 1,070.6 shares of Troma common
stock and 400 shares of Troma Series B convertible preferred
stock in exchange for all the assets listed on Schedule 3.3 of

the agreement and $2.22 mllion in cash (the SMHC and Trona
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nmerger). The assets listed on Schedule 3.3 were the EBD film
rights, the EBD devel opnent projects, the “City Lights” library
(except for 1 specific film, the “Wsdoni |ibrary, the “Mving
Pictures” library (except for 4 specified filns), the “Five
Stones” library, and the “Vista Street” library. 5

2. SWHC s Dissol ution

On Decenber 10, 1999, SMHC was di ssol ved. SMP thereafter
becane the owner of 1,070.6 shares of Trona commpn stock and 400
shares of Troma Series B convertible preferred stock.®

3. Tax Return Treatnent of the Transaction

On its anended 1999 corporate incone tax return, SVHC
reported that on Decenber 10, 1999, a “C’ reorgani zation took
pl ace between SMHC and Troma whereby Tronma acquired all of SMHC s
assets solely in exchange for Troma voting stock (the C
reorgani zation).% SMHC al so reported that “Imediately prior to

the ‘C reorganization * * * [SMP], the sol e sharehol der nade a

64 Schedul e 3.3 included the filmtitle “Mnmry’s Epitaph”
whi ch was not a part of any of SMHC s filmlibraries. It also
included a 22-filmlibrary that SMHC was to acquire for $485, 000;
however, SMHC did not acquire this library. As a result, on
Sept. 2, 1999, SWHC and Troma anended the asset purchase
agreenment with SMHC agreeing to contribute an additional $630, 000
to Troma’s capital in lieu of the 22-filmlibrary.

8 Apparently, the stock certificates previously issued to
SIVHC were marked “Void,” and new stock certificates were i ssued
to SMP.

6 On its anended 1999 partnership return, SMP reported that
the C reorgani zati on between SVHC and Troma occurred on Sept. 2,
1999.
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capital contribution consisting of obligations of the conpany
having a face value and adjusted basis of $738,307,459.” SMHC
reported that “Subsequent to the asset transfer, * * * [ SVMHC
i quidated and distributed the Troma Entertai nnment, Inc. stock
(which it received in exchange for its assets) to its sole
sharehol der * * * [SMP].”

On its anended 1999 partnership return, SMP reported its
total basis in the Troma stock as $1, 409, 759, 123.

4. Termnation of the Distribution Agreenents

On June 21, 2001, in connection with the SMHC and Troma
merger, TroMetro sent to M. Herz of Troma and M. Lerner of SMP
a letter confirmng for SM s and Troma’s records: (1) The
consideration that was due and payable by TroMetro to SMHC
pursuant to the TroMetro distribution agreenent for the period
Decenber 23, 1997, to Septenber 2, 1999, was waived; and (2) the
consi deration receivable by TroMetro from Troma pursuant to the
Troma distribution agreenent for the period Decenber 23, 1997, to
Septenber 2, 1999, was waived. In this letter, TroMetro asked
SWMP and Troma to confirmfor TroMetro's records that: (1) The
agreenent to the termnation of the TroMetro and Troma
distribution agreenents; and (2) the agreenent to waive any

consi derati on due under those distribution agreenents. ¢

67 M. Lerner signed this letter on June 21, 2001; M. Herz
signed it but did not date it.
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At sonme point thereafter, the TroMetro distribution
agreenent and the Troma distribution agreement were term nated.
Both TroMetro and SWVHC wai ved any rights under those agreenents
to all royalties that had accrued between Decenber 23, 1997, and
Sept enber 2, 1999.

E. Letter Agreenent Wth TroMetro

On March 29, 2001, M. van Merkensteijn, on behalf of
TroMetro, and M. Lerner, on behalf of SMP, entered into a letter
agreenent. Pursuant to this letter agreenent, TroMetro deferred
its right to exercise the TroMetro stock option for no nore than
6 nont hs.

F. Tromm Fi nance, LLC

As of Decenber 12, 2001, Troma Finance, LLC (Troma Fi nance),
SMP, and TroMetro entered into an “QOperating Agreenent of Troma
Finance LLC’. Pursuant to this agreenent, Troma Fi hance was
formed and TroMetro was designated as its manager. %

As of Decenmber 12, 2001, Troma Fi nance and TroMetro executed

a docunent entitled “Capital Contribution and Assignnent and

68 M. Lerner testified that Troma Finance was fornmed with a
view of consolidating all the ownership interests in Troma into
one entity for purposes of making a sale of the conpany.
According to M. Lerner, M. van Merkensteijn was negotiating
with a certain party for the sale of Troma, and “he wanted to
make sure that all of the ownership interests were in one entity
so he woul dn’t have to keep goi ng back around”.
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Assunption Agreenent” between Troma Fi nance, SMP, and TroMetro. %
Pursuant to this agreenent, SMP agreed to contribute to Troma
Finance: (i) $3.4 mllion in cash, (ii) the $2,284,000 TroMetro
note, (iii) the $1.25 mllion TroMetro note, (iv) 1,070.6 shares
of Troma common stock, and (v) 400 shares of Troma Series B
convertible preferred stock.” TroMetro agreed to contribute to
Troma Finance: (i) The TroMetro stock option, and (ii) its 75-
percent interest in the Action Entertainnent Co. (a New York
general partnership). Troma Finance assunmed TroMetro’s
obligations under: (i) A $150,000 note issued by TroMetro to I FG
Fil m Fund, LLC, (ii) the $1, 024,000 TroMetro note, (iii) the
$2, 284,000 TroMetro note, and (iv) the $1.25 million TroMetro
not e.

XlI11. Business Characteristics of SMP, Corona, and SWVHC

A SMP

SMP has never had any enpl oyees. Until Decenber 1997, SMP
had no bank account. During the taxable years ended Decenber 31,
1997 and 1998, SMP had no separate office of its own; it used the

sanme business address as Crown Capital.

69 SMP did not execute this docunent.

" lnlieu of a cash contribution, M. Lerner, as manager of
SWP, executed a $3.4 mllion prom ssory note dated Dec. 12, 2001.
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SMP neither received nor reported any inconme fromfilm
financing, filmlibrary licensing, or video rights |licensing
during its taxable years ended 1997 and 1998.

B. Corona

Corona has never had any enployees. During the taxable
years ended Decenber 31, 1997 and 1998, Corona had no separate
office of its own; it used the sanme business address as Crown
Capi t al .

Corona received no incone fromfilmfinancing, filmlibrary
licensing, or video rights licensing during its taxable years
ended Decenber 31, 1997 and 1998.

C. SMAC

SMHC had no enpl oyees from Decenber 11, 1996, until it was
di ssolved in 1999. Al its work was done by Crown Capital. SMHC
had no bank account from Decenber 11, 1996 until Decenber 1998.
During the taxable years ended Decenber 31, 1997 and 1998, SMHC
did not have a separate office of its own; it used the sane
busi ness address as Crown Capital.

XIV. Partnership Tax Returns

A SMP

Foll ow ng an extension to October 15, 1998, SMP filed its
1997 partnership tax return, which it dated COctober 14, 1998.
Fol |l owi ng an extension to Cctober 15, 1999, SMP filed its 1998

partnership tax return, which it dated Cctober 14, 1999. SM
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thereafter filed an anended 1998 partnership tax return, which it
dated Cctober 22, 1999. During the taxable years at issue, SMP
reported M. Lerner, Rockport Capital, Somerville S Trust,
CGeneral e Bank, and CLIS as having varying interests in SMP s
profits, |osses, and ownership of capital.

On its 1997 tax return, SMP reported that the adjusted basis
of the $974 million in receivables from General e Bank was
$974, 296, 601; that the adjusted basis of the $79 million
recei vabl e was $79, 912, 955; and that the adjusted basis of the
SIWMHC stock was $665 million. On its 1998 return, SWVP reported
that the adjusted basis of one portion of the $974 million in
recei vabl es was $81, 590, 418; that the adjusted basis of the
remai ni ng portion was $512, 793, 227; and that the adjusted basis
of the SMHC stock was $665 nillion.

On Schedule D, Capital Gains and Losses, of its 1997
partnership tax return, SMP reported its sales of the $150
mllion (face value) notes receivable to TroMetro, and its sales
to Inperial of 14.8 and 79.2-percent interests in Corona. As
described in nore detail supra, SMP reported a |long-term capital
| oss of $147,486,000 on its sale of the receivable; a short-term
capital loss of $11,647,367 with respect to the sale of the 14.8-
percent Corona interest; and a long-termcapital |oss of
$62, 237,061 with respect to the sale of the 79.2-percent Corona

i nterest.
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On Schedule D of its 1998 partnership tax return, SW
reported its sale of $81,590,418 (face value) notes receivable.
As described in nore detail supra, SMP reported a |ong-term
capital |oss of $80, 190,418 on this sale.

B. Corona

Foll ow ng an extension to October 15, 1998, Corona filed its
1997 partnership tax return (for the period Decenber 16, 1997, to
Decenber 31, 1997), which it dated October 14, 1998. Corona
reported M. Lerner, Peridon, SMP, and Inperial as having varying
interests in Corona’ s profits, |osses, and ownership of capital.
Corona reported M. Lerner as its tax matters partner.

Corona reported a $79, 912,955 basis in the $79 mllion
receivable. As described in nore detail supra, on Schedul e D of
its 1997 partnership tax return Corona reported selling this
receivable for a long-termcapital |oss of $78, 768, 955.

C. M. and Ms. Ackernan

Pet er and Joanne Ackerman filed joint Federal incone tax
returns for 1997 and 1998. On their 1997 return, the Ackernans
reported a net long-termcapital |oss from SMP of $213, 715, 813
and a net short termcapital |loss from SWMP of $11, 545, 023.

Anong ot her gains and | osses, the $213, 715,813 net |ong-term
capital loss included these itenms: a $147,486,000 | oss that
fl owed through fromSW to Sonerville S Trust to the Ackermans

when SMP sold the $150 mllion receivable in 1997; a $62, 237, 061
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| oss that flowed through fromSWP to Sonerville S Trust to the
Acker mans when SMP sold 79.2 percent of its interest in Corona in
1997; and a $4,097,577 loss that flowed through from Corona to
SMP to Sonerville S Trust to the Ackermans when Corona sold the
$79 mllion receivable in 1997. "

The $11, 545,023 net short-termcapital |oss flowed through
fromSWMP to the Ackermans when SMP sold 14.65 percent of its
interest in Corona to Inperial in 1997.72

On their 1998 return, the Ackermans reported a net |ong-term
capital loss from SMP of $80, 190,418, which flowed through from
SMP to Sonerville S Trust to the Ackermans when SMP sold the $81

mllion receivable to TroMetro in 1998. 73

T Onits 1997 return, SMP reported a net long-term capital
| oss of $213, 715,689 on Schedule D, Capital Gains and Losses.
Fromthis amount, SMP passed through net |ong-term capital gains
of $62 to M. Lerner and $62 to Rockport Capital, and a net |ong-
termcapital |oss of $213,715,813 to Sonerville S Trust.

2 The sale of the 14.8-percent interest in Corona resulted
in a $11,647,367 1 oss on SMP's 1997 tax return. SMP reported a
net short-termcapital |oss of $11,544,902. Fromthis anount,
SMP passed net short-termcapital gains of $60 to M. Lerner and
$61 to Rockport Capital and a short-termcapital |oss of
$11, 545,023 to Sonerville S Trust.

? On Schedule D of its 1998 return, SMP reported a net
long-termcapital |oss of $79,979,011; however, it passed through
a net long-termcapital |oss of $80, 190,418; i.e., the entire
amount of the loss that it reported on the sale of the $81
mllion receivable. SM reported $211,407 as its share of net
| ong-term capital gain fromother partnerships, estates, and
trusts. SMP failed to pass this anount through to its nenbers
via Sch. K, Partners Share of Inconme, Credits, Deductions, etc.
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XV. Notices of Final Partnership Adm nistrative Adjustnment

A SMP

On January 24, 2003, respondent issued Notices of Final
Partnership Adm nistrative Adjustnent (FPAAs) to SMP for its
t axabl e years ended Decenber 31, 1997 and 1998.

For 1997, respondent disallowed SMP s clained | ong-term
capital loss of $147,486,000 on the 1997 sale of the $150 nmillion
recei vabl e. Respondent al so disallowed SMP s clainmed short-term
capital loss of $11,647,367 and |ong-term capital |oss of
$62, 237,061 on the sales of its interests in Corona. Respondent
determ ned i nstead that SMP recogni zed | ong-term capital gain of
$2,514,000 on the sale of the receivable, and short-term capital
gain of $198,941 and long-termcapital gain of $1, 034,809 on the
sales of its interests in Corona.™

Respondent determ ned that, pursuant to section 6662(h), the

40- percent accuracy-rel ated penalty for gross val uation

* Respondent conputed SMP's short-termcapital gain (STCG
and long-termcapital gain (LTCG fromthe sales of its interests
in Corona as foll ows:

STCG LTCG Total

Amount realized ($248, 700 cash +

$1, 220, 050 note) $236, 763 $1, 231,987 $1, 468, 750
Adj usted basis (($250,000 cash +

$0 basis in note)

(94-percent interest)) 37,822 197,178 235, 000
Gain on sale of Corona interest 198, 941 1, 034, 809 1, 233, 750
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m sstatenents applies to all of SMP s partnership adjustnents for
1997. Alternatively, respondent determ ned that, pursuant to
section 6662(a), the 20-percent accuracy-related penalty applies
on the grounds of negligence or disregard of rules and
regul ati ons, a substantial understatenent of incone tax, or a
substantial valuation m sstatenent.

For 1998, respondent disallowed SMP s clained | ong-term
capital loss of $80, 190,418 on the 1998 sale of the $81 nillion
recei vable. Respondent determ ned instead that SMP recogni zed
long-termcapital gain of $1.4 mllion on this sale.”™
Respondent determ ned that, pursuant to section 6662(h), the 40-
percent accuracy-related penalty for gross valuation
m sstatenents applies to all of SMP s partnership adjustnents for
1998 (except for the aforenentioned |long-termcapital gain
adj ustnent of $211,407). Alternatively, respondent determ ned
that, pursuant to section 6662(a), the 20-percent accuracy-
rel ated penalty applies on the grounds of negligence or disregard
of rules and regul ations, a substantial understatenent of inconme
tax, or a substantial valuation m sstatenent.

B. Corona

On January 24, 2003, respondent issued an FPAA to Corona for

its taxable year ended Decenber 31, 1997. Respondent di sall owed

> Respondent al so determ ned that $211, 407 of pass-through
gain that SMP reported on Sch. D of its partnership tax return
for 1998 shoul d have been passed through to its nenbers.
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Corona’s clainmed |long-termcapital |oss of $78,768,955 on the
sale of the $79 mllion receivable. Respondent determ ned
i nstead that Corona recognized a | ong-term capital gain of
$1, 144,000 on this sale. Respondent determ ned that, pursuant to
section 6662(h), the 40-percent accuracy-rel ated penalty for
gross valuation m sstatenents applies to all of Corona’s
partnership adjustnents for 1997. Alternatively, respondent
determ ned that, pursuant to section 6662(a), the 20-percent
accuracy-rel ated penalty applies on the grounds of negligence or
di sregard of rules and regul ations, a substantial understatenent
of income tax, or a substantial valuation m sstatenent.

OPI NI ON

As becones apparent fromthe foregoing findings, the facts
in these cases are a virtual labyrinth. At the heart of the
| abyrinth, where one m ght expect to find, if not a M notaur,
then at least an old novie lion, we find high-basis, |owvalue
assets (said to have spawned startling | osses) and sone B-grade
films. To help thread the labyrinth, we briefly recap sonme
salient facts.

In 1996, M. Lerner was involved with the Safar
consortiums failed bid to acquire MGM  Subsequently, M. Lerner
was contacted by CDR s representative, Rene O aude Jouannet, who
had been assigned the task of selling the assets in Mav s parent

conpany, MGM Group Hol dings (later renanmed SIVHC). Messrs. Lerner
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and Jouannet struck a deal: Rockport Capital, M. Lerner,
Ceneral e Bank, and CLIS would join together as purported nenbers
of alimted liability conpany, SMP, which elected to be treated
as a partnership for Federal tax purposes. In exchange for
common interests in SMP, Rockport Capital and M. Lerner would
contribute $20 mllion cash or marketable securities. In
exchange for preferred interests in SMP, General e Bank woul d
contribute its $974 million in receivables from SVMHC, and CLIS
woul d contribute its $79 million receivable and SMHC stock. At
the tinme of these contributions, the receivables and SMHC st ock
had purported bases totaling over $1.7 billion. These
properties, however, had little, if any, value.

As part of the transaction between CDR and the Ackerman
group, CDR negotiated a side letter agreenent in which Rockport
Capital agreed to purchase Generale Bank’s and CLIS s (soneti nes,
col l ectively, the banks) preferred interests in SVMP upon witten
notice fromthose entities (put rights). The banks’ put rights
were exercisable during a 1-year period begi nning Decenber 31,
1996. The deal closed on Decenber 11, 1996. Less than 3 weeks
| ater, on Decenber 31, 1996 (the first day of the 1-year put
period), the banks exercised their put rights. Sonerville S
Trust (standing in the shoes of Rockport Capital) purchased the

banks’ preferred interests in SMP.
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In 1997 and again in 1998, SWP sold to TroMetro portions of
the $974 mllion in receivabl es that General e Bank had
contributed. SM reported a $147,486,000 | oss on the sale of the
$150 mllion receivable in 1997 and a $80, 190,418 | oss on the
sale of the $81 million receivable in 1998.7® These | osses
flowed through to Sonmerville S Trust under the partnership tax
rules. Also in 1997, M. Lerner negotiated a deal with Inperial,
wherein SMP contributed the $79 million receivable to a new
limted liability conpany, Corona, which also elected partnership
tax treatnment, and SMP then sold 79.2- and 14. 65-percent
nmenbership interests in Corona to Inperial.’” The transactions
produced | osses for SWMP of $62,237,061, and $11, 647, 367,
respectively, which flowed through to Sonerville S Trust. In
1997, Corona sold the $79 million receivable to TroMetro,

generating a $78, 768, 955 | oss, $74,671, 378 of which fl owed

® TroMetro paid $230,000 and gave a $2,284,000 note in
exchange for the $150 million receivable. TroMetro paid $150, 000
and gave a $1.25 million note in exchange for the $81 million
receivable. TroMetro paid $397, 166 principal and $159, 880. 35
interest on the $2,284,000 note. No additional anobunts were paid
on these notes.

" Inperial paid $212,000 cash and gave a $1.04 mllion note
for the 79.2-percent nenbership interest and paid $36, 700 cash
and increased its note to $1, 220,050 for the 14.65-percent
menber ship interest.
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t hrough to Inperial and $4,097,577 of which flowed through to SMP
and then to Somerville S Trust."®

The core issue is whether respondent has properly
di sal | oned these clained | osses. Petitioner’s clains to the
| osses rest on the partnership tax rules, which are contained in
subchapter K (secs. 701 to 777) of the Code. Although the
operation of these rules is not directly in dispute, the effects
of these rules perneate the transactions in question and inform
our analysis. W start with an overview of these rules.

| . Part nershi p Tax Rul es

A | n Gener al

A partnership is not subject to Federal incone tax at the
partnership |l evel; instead, persons carrying on business as
partners are liable for income tax only in their separate or
i ndi vidual capacities. Sec. 701; see secs. 702, 704 (providing
rules for determning partners’ distributive shares), sec. 703
(providing rules for conputing taxable inconme of a partnership).
A partner must take into account his or her distributive share of

each item of partnership incone, gain, |oss, deduction, and

® M. van Merkensteijn paid $120,000 and gave a $1, 024, 000
note (revised to $1.180 million) in exchange for the $79 mllion
receivable. M. van Merkensteijn paid $205, 191 princi pal and
$82,600 interest on this note. He paid no additional anopunts.
| rperial paid $14,595,652 as a fee for the tax losses that it
received fromthe Corona transaction.
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credit.”™ Sec. 702(a); Vecchio v. Conm ssioner, 103 T.C 170,

185 (1994). A partner’s distributive share of partnership | oss
(itncluding capital loss) is allowed only to the extent of the
partner’s adjusted basis in his or her partnership interest at
the end of the partnership taxable year in which the |oss

occurred. Sec. 704(d); Cden v. Conm ssioner, T.C Meno. 1981-

184, affd. w thout published opinion 679 F.2d 885 (4th Cr
1982) .

Ceneral ly, when property is contributed to a partnership in
exchange for a partnership interest, neither the partnership nor
any of its partners recognize gain or loss. Sec. 721(a). The
partner’s basis in a partnership interest acquired by a
contribution of property to the partnership is the amount of any
nmoney contributed plus the contributing partner’s adjusted basis
in other contributed property at the tinme of the contribution
(“outside basis”). Sec. 722. Simlarly, the partnership’ s basis

in property contributed to a partnership by a partner is the

" A partner’s distributive share is generally determ ned by
reference to the partnership agreenent; however, if the
all ocations in the partnership do not have *“substantial economc
effect” (as determ ned under sec. 704 and the regul ations), those
allocations are disregarded. See Estate of Ballantyne v.
Conmm ssi oner, 341 F. 3d 802, 805 (8th GCr. 2003), affg. T.C. Meno.
2002-160. If the partnership agreenent provides no allocation or
the allocations provided therein |ack substantial econom c
effect, a partner’s distributive share of partnership itens shal
be determ ned in accordance with the partner’s interest in the
partnership (determ ned by taking into account all facts and
circunstances). Sec. 704(b).
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contributing partner’s adjusted basis in the property at the tine
of the contribution. Sec. 723. Each partner’s proportionate
share of the partnership’s basis in its property is referred to

as “inside basis.” Cf. Gndes v. United States, 228 C. d. 632,

661 F.2d 194, 197 n.9 (1981).

Under section 704(c)(1)(A), itenms of inconme, gain, |oss, and
deduction with respect to property contributed to a partnership
by a partner are specially allocated anong the partners so as to
t ake account of any variation between the partnership’s basis in
the contributed property and its fair market value at the tinme of
contribution (this variation is sonetines referred to as built-in
gain or loss). See sec. 1.704-3, Incone Tax Regs. (providing
special rules for allocating itens between noncontributing and
contributing partners). This rule is generally designed to
prevent transfers of built-in gain or loss fromthe contributing
partner to the other partners.

| f the contributing partner transfers his partnership
interest, built-in gain or loss nust be allocated to the
transferee partner as it woul d have been allocated to the
transferor partner. Sec. 1.704-3(a)(7), Incone Tax Regs.
| f the partnership has nmade a one-tine el ection under section
754, adjustnments are made with respect to the transferee
partner’s inside basis, essentially so as to approxinate the

result of a direct purchase of the property by the transferee
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partner.8 See H Conf. Rept. 108-755, at 401 (2004).
Consequently, if the partnership has nade a section 754 el ection,
the transferee partner is not allocated any existing built-in
gain or loss in the property. On the other hand, if the section
754 election is not nmade, inside basis in partnership property is
not adjusted upon the transfer of a partnership interest. Sec.
743(a). Consequently, in the absence of a section 754 el ection,
the transferee partner may be allocated the built-in gain or |oss

when the partnership di sposes of the property. 8

8 Mbre exactly, under sec. 743(b), in the case of a
transfer of a partnership interest by sale or exchange: (a) The
partnership increases its basis in partnership property by the
sane anount as the transferee partner’s outside basis in his
partnership interest exceeds his inside basis in partnership
property; and (b) the partnership decreases its basis in
partnership property by the sanme anmount as the transferee
partner’s inside basis in partnership property exceeds the
transferee partner’s outside basis in his partnership interest.
In the case of property contributed to the partnership by a
partner, the sec. 704(c) rules apply in determning the
transferee partner’s inside basis in partnership property. Sec.
743(b) (flush |l anguage). The increase and decrease in the
partnership’s basis constitutes an adjustnment with respect to the
transferee partner only. Sec. 743(b) (flush | anguage).

81 Recent legislation has linmted the ability to transfer
| osses anong partners. In the American Jobs Creation Act of 2004
(AJCA 2004), Pub. L. 108-357, sec. 833(a) and (b), 118 Stat.
1589, Congress anended secs. 704(c) and 743 effective for
contributions and transfers after the date of enactnment. Wth
respect to sec. 704(c), AJCA 2004 sec. 833(a) provides that the
built-in loss in contributed property is taken into account only
in determning the anount of itens allocated to the contributing
partner; in determning the anount of itens allocated to other
partners, the partnership s basis in partnership property shal
be treated as being equal to its fair market value at the tinme of
contribution. Wth respect to sec. 743, AJCA 2004 sec. 833(b)
(continued. . .)
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B. dained Application of Partnership Tax Rul es

Petitioner’s position is that when the banks contributed the
hi gh-basi s, | owval ue properties (the receivabl es and SIVHC st ock)
to SMP in exchange for preferred interests, the transaction was a
nont axabl e event under section 721; SMP received bases equal to
t he banks’ bases in the contributed properties. Wen the banks
sold their preferred interests to Sonerville S Trust, their
inside basis in the contributed parties went to Sonerville S
Trust, as a transferee partner, pursuant to section 704(c).
Because SMP nmade no el ection under section 754, Sonerville S
Trust’s inside basis in the contributed properties was not
adj usted. Wien SMP subsequently sold portions of the $974
mllion in receivables from General e Bank, Sonerville S Trust was
al | ocated the | osses on those sal es.

The Ackerman group created a nearly identical scenario when
SMP contributed the $79 million receivable to Corona in exchange
for a nmenbership interest. Petitioner’s position is that SMP
recei ved an outside basis in Corona equal to SMP s basis in the

$79 mllion receivable. SMP then sold portions of its Corona

81(...conti nued)

provides that, in the case of a sale or exchange of a partnership
interest, the adjustnent to partnership basis is mandatory if the
partnership has a “substantial built-in loss” immediately after
the sale or exchange. There is a substantial built-in loss if
the partnership s basis in partnership property exceeds by nore

t han $250, 000 the fair market val ue of such property. AJCA 2004
sec. 833(b)(3). Because of their effective date, these new rules
do not apply to the transactions at issue in the instant cases.
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menbership interest to Inperial at a substantial |oss. Under
section 704(c), Inperial succeeded to SMP s inside basis in the
$79 million receivable. Wen the $79 nmillion receivable was sold
to TroMetro, Inperial (and to sone extent SMP) was allocated the
substantial loss fromthat sale, effectively duplicating the |oss
that SMP had realized on the sales of its Corona nenbership
i nterest.

1. Burden of Proof

Cenerally, in actions to redeterm ne respondent’s
partnership-level adjustnments in an FPAA, as in other actions in
this Court, the burden of proof is on petitioner, unless
ot herwi se provided by statute or determ ned by the Court. Rules

142(a), 240(a); Saba Pship. v. Conm ssioner, T.C Meno. 2003-31.

Respondent has pl eaded new matter in his anmendnents to
answer, filed April 23, 2004; specifically, that SMP s reported
tax basis in its SWMHC stock should be adjusted to zero and that
SMP's sal es of receivables to TroMetro should be treated as sal es
of an option to acquire an equity interest in SVHC or its
successor. Under Rule 142(a), respondent bears the burden of

proof with respect to this new matter.

82 petitioner contends that respondent’s pretrial nenorandum
rai ses certain issues, generally relating to the bona fides of
the $79 mllion receivable, that constitute new matter. W
di sagree. The issues in question relate to the adjustnents
determ ned in the FPAAs.
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In certain cases, the burden of proof shall be on the
Comm ssioner if, in any court proceedi ng, the taxpayer introduces
credi ble evidence with respect to any factual issue relevant to
ascertaining the liability of the taxpayer for any tax inposed by
subtitle A or B of the Code. Sec. 7491(a)(1).% Nonetheless, in
the case of a partnership, corporation, or trust, section
7491(a) (1) applies only if the taxpayer neets the net worth
[imtations that apply for awarding attorney’'s fees pursuant to
section 7430; i.e., a corporation, trust, or partnership whose
net worth exceeds $7 mllion is ineligible for the benefits of
section 7491(a)(1). Secs. 7491(a)(2)(C, 7430(c)(4)(A(ii); 28
US C sec. 2412(d)(1)(B) and (2)(B) (as in effect on Qct. 22,
1986). Petitioner has not alleged, and the record does not
establish, that SMP or Corona neets these requirenents.
Accordingly, section 7491(a) does not apply. See H Conf. Rept.
105-599, at 240, 242 (1998), 1998-3 C.B. 747, 994, 996 (stating
that the taxpayer has the burden of proving it neets the
requi renents in sec. 7491(a)(2)).

Except for the itens raised as new matter in respondent’s

amendnent to answer, we conclude that petitioner bears the burden

8 Sec. 7491 was added to the Code in the Internal Revenue
Service Restructuring and Reform Act of 1998, Pub. L. 105-206,
sec. 3001, 112 Stat. 726, and is effective with respect to court
proceedi ngs arising in connection wth exam nati ons commenci ng
after July 22, 1998. The parties agree that the examnation in
t hese cases commenced after July 22, 1998.
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of proof with respect to the factual issues in these cases. 1In
any event, we do not resolve any of the issues solely on the
basis of placenent of the burden of proof. Instead, we decide
the issues on the basis of the preponderance of the evidence.

[, Econom ¢ Subst ance

A. Parti es’ Contentions

Respondent does not di spute the operation of the
partnership basis and | oss provisions in these cases. Respondent
al so does not chal |l enge whet her SMP and Corona were fornmed as
bona fide partnerships or whether those entities should be

respected for Federal tax purposes. Cf. ASA Investerings Pship.

v. Conmm ssioner, 201 F.3d 505 (D.C. Cr. 2000), affg. T.C Meno.

1998- 305. Instead, respondent contends that substance over form
principles, including the step transaction doctrine, require the
various transactions at issue to be recast as direct sales of the
hi gh-basi s, | owval ue recei vabl es and SMHC stock (thereby
negating any transfers of built-in | osses anong purported
partners).

More particularly, respondent contends that after the
Ackerman group failed to acquire New MGM M. Lerner devel oped a
plan to acquire the tax benefits associated with the debt and
stock of MGV Group Holdings. Pursuant to this plan, CGenerale
Bank and CLIS would contribute the high-basis, |owvalue

recei vabl es and SMHC stock to SMP in exchange for preferred
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interests, followed by a sale of the preferred interests to M.
Ackerman’s entities. Because the only purpose for the
transaction was tax reduction, respondent argues, “GCeneral e Bank
and CLI S shoul d be di sregarded as nenbers of SMP and their
‘contributions’ to SMP followed by their ‘sale’ of the preferred
menbership interests to Rockport should be recast as a direct
sal e of the high basis/low value assets to Rockport for $10
mllion.”8

Petitioner insists that the formof the transaction in
question should be respected. Petitioner argues that there were
val i d busi ness reasons, apart fromtax reasons, for the
transaction. Petitioner argues that the Ackerman group and the
banks entered into the transaction as part of a plan to partner
ina filmdistribution business. Petitioner contends that the
partnership formwas chosen for valid business reasons, because

it was the only vehicle flexible enough to accomodate these

8 Respondent al so argues that the so-called partnership
anti abuse regul ation, sec. 1.701-2, Incone Tax Regs., applies to
recast the banks’ contributions of the high-basis, |owvalue
recei vabl es and SMHC stock as direct sales of those assets to
Rockport Capital (or its affiliate Sonmerville S Trust). 1In
general , the antiabuse regulation permts the Conmm ssioner to
recast partnership transactions that nake i nappropriate use of
the partnership tax rules. Petitioner contends that the
anti abuse regulation is invalid. Because we decide these cases
utilizing existing judicial doctrines, we need not and do not
deci de whet her the partnership antiabuse regulation is valid or
whether it applies to any of the transactions in these cases.
Cf. Jade Trading, LLCv. United States, 60 Fed. C . 558, 562
(2004).
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busi ness objectives, as well as the conplexities of the
transaction itself.

B. CGeneral Leqgal Principles

It is well established that the “incidence of taxation
depends upon the substance of a transaction” rather than its nere

form Conmi ssioner v. Court Holding Co., 324 U S. 331, 334

(1945). In determning the substance of a transaction for
Federal tax purposes, we are guided by the foundati onal

principles that the U S. Suprene Court stated in G egory v.

Hel vering, 293 U. S. 465, 469 (1935): “The legal right of a

t axpayer to decrease the anobunt of what otherw se would be his
taxes, or altogether avoid them by nmeans which the |aw permts,
cannot be doubted. * * * But the question for determnation is
whet her what was done, apart fromthe tax notive, was the thing

which the statute intended.” See also Knetsch v. United States,

364 U.S. 361, 365 (1960); Conm ssioner v. Court Holding Co.,

supra at 334.

Under Gregory v. Helvering, supra, “it is immterial whether

we are tal king about ‘substantial economc reality,’” ‘substance
over form’ ‘shami transactions, or the like; rather the question
i s whether under the statute and regul ations here involved the
transaction affects a beneficial interest other than the

reduction of taxes.” United States v. Ingredient Tech. Corp.

698 F.2d 88, 94 (2d Gir. 1983).
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The nere fact that the parties to the transaction m ght take
favorabl e tax consequences into account is not of itself fatal to

t he transacti on. Frank Lyon Co. v. United States, 435 U S. 561

580 (1978). As Judge Learned Hand observed in Chisholmuv.

Comm ssioner, 79 F.2d 14, 15 (2d Cr. 1935), revg. 29 B.T. A 1334

(1934):

a man's notive to avoid taxation will not establish his
liability if the transaction does not do so without it.
It is true that * * * [the Suprene Court] has at tines
shown itself indisposed to assist such efforts, and has
spoken of them disparagingly; but it has never, so far
as we can find, nade that purpose the basis of
l[tability; and it has often said that it could not be
such. The question always is whether the transaction
under scrutiny is in fact what it appears to be in
form a marriage nay be a joke; a contract may be
intended only to deceive others; an agreenent nay have
a coll ateral defeasance. In such cases the transaction
as a whole is different fromits appearance. True, it
is always the intent that controls; and we need not for
this occasion press the difference between intent and
purpose. W nmay assune that purpose nay be the
touchstone, but the purpose which counts is one which
defeats or contradicts the apparent transaction, not

t he purpose to escape taxation which the apparent, but
not the whole, transaction would realize. * * *
[Ctations omtted; enphasis added.]

I n appl ying these general |egal principles, courts have
devel oped a nunber of nore particularized judicial doctrines
i ncluding: The shamtransaction doctrine, the substance over

formdoctrine, the step transaction doctrine, and the econom c
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substance doctrine. In the instant cases, we focus on the
econom ¢ substance doctrine. ®
“An activity wll not provide the basis for deductions if it

| acks economnm ¢ substance.” Ferquson v. Conni ssioner, 29 F.3d 98,

101 (2d Gr. 1994), affg. Peat G| & Gas Associates v.

Commi ssioner, 100 T.C. 271 (1993). 1In general, transactions |ack

econom ¢ substance if they “‘can not with reason be said to have
pur pose, substance, or utility apart fromtheir anticipated tax

consequences.’” Lee v. Conmm ssioner, 155 F.3d 584, 586 (2d Cr.

1998) (quoting Goldstein v. Conm ssioner, 364 F.2d 734, 740 (2d

Cr. 1966), affg. 44 T.C 284 (1965)), affg. in part and
remanding in part on another ground T.C. Menb. 1997-172.5%

In Frank Lyon Co. v. United States, supra at 583-584, the

U.S. Suprene Court held that a transaction has econom c substance
if “there is a genuine nmultiple-party transaction with econom c
subst ance which is conpelled or encouraged by business or

regul atory realities, is inbued with tax-independent

8% | n a separate section infra, we discuss the application
of the step transaction doctrine.

8 | n Jacobson v. Commi ssioner, 915 F.2d 832, 837 (2d Cir.
1990), affg. in part, revg. in part, and remanding T.C Meno.
1988- 341, the Court of Appeals for the Second G rcuit stated that

a transaction is devoid of economc substance “‘if it is
fictitious or if it has no business purpose or econom c effect
other than the creation of tax deductions.’” (quoting DeMartino

v. Conmm ssioner, 862 F.2d 400, 406 (2d Cr. 1988), affg. 88 T.C
583 (1987)); see also Ferguson v. Conm ssioner, 29 F.3d 98, 101
(2d Cr. 1994), affg. 100 T.C. 271 (1993).
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considerations, and is not shaped solely by tax-avoi dance
features that have neani ngl ess | abels attached”. See Newran v.

Comm ssi oner, 902 F.2d 159, 163-164 (2d Cr. 1990) (analyzing

each of these factors), vacating and remanding T.C. Meno. 1988-
547. Courts have construed this |anguage to involve a
consideration of two related factors, the subjective business
pur pose and objective econonm ¢ substance of the transaction.

See, e.g., Lerman v. Conm ssioner, 939 F.2d 44, 53-54 (3d Cr.

1991), affg. Fox v. Conm ssioner, T.C Meno. 1988-570; Casebeer

v. Conmm ssioner, 909 F.2d 1360, 1363 (9th G r. 1990), affg. in

part, revg. in part, and remandi ng on another ground 89 T.C 1229

(1987); Kirchman v. Conm ssioner, 862 F.2d 1486, 1492 (11th Cr

1989), affg. dass v. Conm ssioner, 87 T.C. 1087 (1986); Rice’'s

Toyota World, Inc. v. Comm ssioner, 752 F.2d 89, 91, 94 (4th Gr.

1985), affg. in part, revg. in part, and remandi ng on anot her

ground 81 T.C. 184 (1983); Wnn-Dixie Stores, Inc. & Subs. v.

Commi ssioner, 113 T.C. 254, 279-280 (1999), affd. 254 F.3d 1313

(11th G r. 2001).

C. Summary of Concl usi ons

On the basis of all the evidence in the record, we concl ude
that the transaction whereby the banks purported to becone
partners in SMP, only to exit some 3 weeks later, was not in
substance what it appeared to be in form The exclusive purpose

of this apparent transaction, we conclude, was to transfer to the
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Ackerman group enornous tax attributes associated with the banks’
hi gh- basi s, | ow val ue recei vables and SMHC stock. To that end,
t he banks purported to join SMP as partners, contributing these
recei vabl es and st ock.

To transfer the tax attributes, however, the banks had to do
nore than enter into the partnership; they also had to exit the
partnership, leaving their receivables behind. And so they did,
as soon as possible, by “putting” their partnership interests to
one of the Ackerman group nenbers. |In essence, then, the parties
pur posed that the banks should join the partnership so as to
wthdraw fromit. It is this schizophrenic purpose which

“defeats or contradicts the apparent transaction”. Chisholmyv.

Conmi ssioner, 79 F.2d at 15.

We concl ude that, in substance, the banks did not becone
partners of SMP;, rather, they transferred their high-basis, |ow
val ue recei vabl es and SMHC stock, along with whatever associ ated
tax attributes mght survive the transfer, to the Ackerman group
for $10 mllion. 1In the follow ng discussion, we describe in
detail the basis for our conclusions, focusing on the purposes
and economc realities of the transactions in question.

D. Subjective Busi ness Purpose

Under the first factor of the econom c substance doctrine,
subj ective business purpose, we nust determ ne whether there was

a busi ness purpose for engaging in the transaction other than tax
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avoi dance. See Bail Bonds by Marvin Nelson, Inc. v.

Comm ssi oner, 820 F.2d 1543, 1549 (9th Gr. 1987), affg. T.C

Meno. 1986- 23.

Petitioner contends that both the banks and the Ackernman
group had legitimate, nontax reasons for CDR, General e Bank, and
CLIS to becone partners. More particularly, petitioner clains
that the banks were interested in partnering with Messrs. Lerner
and Ackerman in a “filmdistribution” business based in the U S
Petitioner clains that the 65 filmrights that the banks
contributed to SMHC were val uabl e assets and were contributed to
SMHC as a viable “starter” library for a larger library that the
Ackerman group envisioned. Petitioner contends that he and M.
Ackerman assuned that the banks wanted to continue this
relationship into the future and were surprised when the banks
exercised their put rights and departed SMP about 3 weeks after
purporting to becone partners.

1. Banks’ Pur poses

At the outset, we note the dearth of direct evidence as to
t he banks’ purposes in entering into the transactions with the
Ackerman group. In asserting that the banks were interested in
partnering with Messrs. Lerner and Ackerman in a U. S -based film

di stribution business, petitioner relies exclusively on his own
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sel f-serving testinony.® Except for the testinony of Sean
Geary, CDR s counsel in the transaction with the Ackerman group,
petitioner offered no testinony fromany representative on the
CDR side of the transaction. As we explain in nore detail bel ow,
M. Ceary’s testinony, in nost respects, contradicts petitioner’s
assertions. In pertinent part, M. Geary testified that, to his
know edge, the banks had no intent to produce or distribute film
products with the Ackerman group.

Petitioner clains, however, that the banks’ |ong-term
intenti ons were known only by one individual, M. Jouannet, who
is deceased. Petitioner clains that the banks’ “intentions went

to the grave with Rene O aude Jouannet”.® W are unpersuaded

8 M. Ackerman testified to his understanding of the deal
wi th CDR, however, his testinony was based on what M. Lerner had
told him M. Ackerman had no di scussions with M. Jouannet or
any other representative of CDR, and the docunents indicate that
he had no involvenent in the negotiation and drafting process.

8 Ppetitioner sought to introduce a letter from M. Jouannet
to M. Lerner witten in 1997, which discussed the transaction
with the Ackerman group. Because that letter is subject to an
evidentiary objection, we discuss that letter infra.

Petitioner also points to a Feb. 27, 1997, letter that M.
Jouannet sent to Danny Rosett, Senior Vice President, Financial
Operations, at New MaM regarding SWMHC s financial statenents.
(This letter was purportedly sent in response to a Feb. 18, 1997,
menmor andum from M. Rosett. M. Rosett’s nenorandumis not a
part of the record, and we have no basis for determning its
content.) In his letter, M. Jouannet states:

Furthernore the description of the disposal by CLIS of

the Conpany as a sale is not exactly what occurred.

What exactly happened was an Exchange and Contri bution
(continued. . .)
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t hat ot her know edgeabl e wi t nesses coul d not have been found
anong the living. In 1996, Credit Lyonnais, CDR, GCeneral e Bank,
and CLI S appear to have been very |arge banking institutions. It
al so appears that Credit Lyonnais and CDR were quasi-gover nnment al
entities which were subject to considerable oversight by the

French governnent. It seens inplausible that all direct

8( ... continued)

Agreenent on Decenber 11, 1996, whereby anpong ot her
things CLIS contributed to an unrel ated conpany forned
by Rockport Capital Inc. and called Santa Monica
Pictures LLC all its stock in Santa Moni ca Hol di ngs
(and the $79.9 Mb debt of Santa Mnica Hol dings) in
exchange for 36.76% of the Preferred Interests of Santa
Moni ca Pictures LLC

On the basis of this letter, petitioner contends that it is clear
that M. Jouannet believed that CLIS had not sold SMHC or the $79
mllion receivable but had entered into a partnership arrangenent
with the Ackerman group. W cannot agree.

The letter itself nmerely discusses the formthat the
transaction took, i.e., that CLIS entered into an exchange and
contribution agreement with SMP and contributed its SMHC stock
and the $79 million receivable. It does not address the nore
cogent question of whether there was an understanding that CLIS
woul d exercise its put rights on Dec. 31, 1996. Mbreover, in the
absence of sone corroboration, we nust question the letter’s
reliability. As discussed infra, we are not persuaded that M.
Jouannet’s interests, and those of CDR were necessarily adverse
to the interests of the Ackerman group and SMP, at |east insofar
as the tax characterization of the transacti on was concer ned.
Further, M. Jouannet, as a representative of CDR, was bound by
the confidentiality provision of the LLC agreenent; any statenent
to New MGM confirmng a sale by CLIS of SWHC m ght be construed
as a breach of that agreenent. (New MGM was not a party to the
CDR transaction, and any disclosure to that entity was not
covered under any of the exceptions in the confidentiality
provision.) Finally, M. Jouannet’s statenment, insofar as it
m ght be construed to favor petitioner’s position, would appear
inconsistent wwth the testinony of M. Ceary, discussed infra.
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know edge of the particulars of the transaction with the Ackerman
group woul d have resided in one person, M. Jouannet. | ndeed,
representatives of Cenerale Bank and CLI S executed the various
agreenents with the Ackerman group. These representatives
i ncl uded Bruno Hurstel of CDR, Richard Devin, chairman of CLIS,
and nenbers of the executive board of General e Bank. 8
Petitioner called none of these individuals to testify as to the
banks’ intentions in the transaction with the Ackerman group. W
infer that such testinony woul d have been unfavorable to

petitioner. See Wchita Termnal Elevator Co. v. Conm ssioner, 6

T.C. 1158, 1165 (1946), affd. 162 F.2d 513 (10th Cr. 1947).

Not wi t hst andi ng these evidentiary gaps, there is a great
deal of other evidence in the record which shows that the banks
did not intend to enter into any filmdistribution business with
Messrs. Lerner and Acker man.

a. Banks’ Prior H story Wth Fil m Busi ness

The question arises why the banks in 1996 woul d have wanted
to pursue a filmbusiness with anyone, nuch less wth Messrs.
Lerner and Ackerman. The Credit Lyonnais group’s prior
experiences in the filmbusiness had not been positive.
Beginning in 1991, the Credit Lyonnais group had imersed itself

in the fortunes of MGV it proved to be a financial disaster.

8 M. Hurstel was the secretary and treasurer of SVHC, was
on the board of directors of Epic Productions, and was a
representative of CDR
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Because of its | oans and advances to MGM the Credit Lyonnais
group was unable to extricate itself fromthat conpany’s
financial perils. Utinmately, the Credit Lyonnais group was
forced to west control of MGMfrom M. Parretti and forecl ose on
the stock interests in MGM Fromthat point until 1996, the
Credit Lyonnais group had to maintain a constant supervisory
presence at MaMin an effort to right that conpany and recoup its
| oans and advances. To do that, however, the Credit Lyonnais
group had to continue advanci ng MaM significant anounts to keep
it alive. The 1993 restructuring and the infusion of a new
managenent team hel ped MaGMto recover; however, by the end of
1995, the Credit Lyonnais group was finished with the film
busi ness and MGM The Credit Lyonnais group had | ent the M3V
conpani es upwards of $2 billion. It recouped a portion of that
amount on the sale of New MGMin 1996; however, nore than $1
billion in outstandi ng i ndebt edness remai ned ow ng from MGV G oup
Hol dings. The Credit Lyonnais group had little or no hope of
recovering anything on this anount.

In 1995 and 1996, the Credit Lyonnais group was financially
di stressed. Upon the intervention of the French governnent, CDR
was formed for the specific purpose of liquidating the Credit
Lyonnai s group’s “bad” investnents and | oans, particularly its
investnments and loans in the filnmed entertai nnent area. These

“bad” assets included MGM MaM Hol di ngs, and MaV G- oup Hol di ngs,
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and the | oans and advances to those conpanies. CDR s goal was to
real i ze whatever anount it could on those “bad” assets. |ndeed,
wWth respect to MaM Group Hol dings, CDR s representative, M.
Jouannet, was assigned the task of realizing whatever val ue he
could in that conpany, as quickly as possible. Seemngly, this
objective would not be realized if CGenerale Bank and CLIS were
| ocked up in a filmdistribution business with the Ackerman
group.

The filmrights that the banks ultimately contributed to
SMHC were culled fromthe 1,000-filmCDR library. John Peters of
Epi ¢ Productions testified that these COR filns were acquired
fromdi stressed conpanies to which Credit Lyonnais had | ent
nmoney. The filnms were acquired in numerous workouts,
bankruptcies, or other simlar proceedings. Credit Lyonnais had
turned the films over to Epic Productions and M. Peters to
manage; however, by late 1995, Credit Lyonnais instructed Epic
Productions to begin planning the liquidation of the CDR |ibrary.
The whol e focus of Epic Productions’ business operations becane
“the ultimate liquidation of this 1,000 filmplus library.” M.
Peters testified that Credit Lyonnais did not intend to pursue a
filmdistribution business with respect to these filnms. On the
contrary, its overall goal was to liquidate the filmassets that

it had acquired.
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b. Banks’' Requl atory Environnment

In 1996, the reqgulatory environnment was not conducive to the
banks’ investing in a partnership for filmdistribution. A
nunber of w tnesses, including M. Geary and Bahman Naraghi (an
enpl oyee of Credit Lyonnais), testified that under U S. banking
|aws, the Credit Lyonnais group faced a 5-year deadline to divest
itself of its nonbanking, MGMentertai nment assets. An Cctober
4, 1994, nmenorandum prepared by Deloitte & Touche for Credit
Lyonnai s regarding MoM states that Credit Lyonnais’s business
strategy with respect to MoM “nust take into account CL's
obligation to have sold its stake in MGMno | ater than May 7,
1997, due to the Anmerican regul ations concerning investnents in
non-financi al enterprises by banks.”% Presumably, this sane
deadline (May 7, 1997) or a simlar 5-year deadline would apply
to any supposed filmventure with the Ackerman group.

c. Wy the Ackerman G oup?

We further question what would notivate the banks to enter
into a filmdistribution business with Messrs. Lerner and
Ackerman. Neither of those individuals had any experience in
running a filmdistribution business. M. Lerner was a tax
| awyer; nothing in his background reveals any special credentials

in filmdistribution. M. Ackerman was involved in a nunber of

% On the basis of this evidence, it would appear that the
5-year period commenced May 7, 1992, when Credit Lyonnais
acqui red Mawt Pat he as part of a foreclosure on outstandi ng debts.
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financing transactions involving “major” notion picture
conpani es; however, M. Ackerman gave no indication that his
experience in financing extended to the particulars of running a
filmdistribution business. Plus, the record suggests that the
banks had m sgi vi ngs about the Ackernman group’s econom c
under pi nni ngs. *

d. lnattention to Film R ghts in Negoti ati ons

Al t hough the Ackernman group and CDR exchanged nunerous
docunents over the course of their negotiations, we find scant
reference to any filmdistribution business or filmrights.

There is no evidence that the parties actively negotiated over
the particulars of the purported film business or the specific
filmrights that would be contributed to SMHC. The first and
only reference to a purported filmdistribution business appears
in the drafts of the SMP LLC agreenent that Shearman & Sterling
drafted on Rockport Capital’s behalf. Those drafts, including
the final draft, describe the purpose for which SMP was forned as
being, inter alia, to produce and distribute filmed entertai nnent
products. Wth respect to this provision, M. Ceary testified
that, to his know edge, the banks had no intent to produce or

distribute filmproducts through the transaction with the

% M. Ceary testified that, during the negotiations with
t he Ackerman group, M. Jouannet and other individuals in the
Credit Lyonnais group began to worry “whether Lerner and his
peopl e were good for” the $5 mllion put price.
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Ackerman group. He testified that he did not discuss this
provision with his client, and that in any event CDR woul d not
have asked to renove this provision because “we didn’t care too
much what was in here.”

e. Selection of EBD Film Ri ghts

M. Peters testified that in 1996, during Epic Productions’
efforts to sell the CDR library, sonmeone at either Credit
Lyonnais or EBD instructed himto find some | owvalue filns and
devel opment projects within the COR |ibrary. The idea was to
find sone titles and devel opnent projects that in M. Peters’
view had very little value, so that renoval of those rights would
have no significant inpact on the COR library’s overall val ue.

For exanple, M. Peters testified that he selected filns with
rights that were about to expire in the near future (e.g., in1l
or 2 years) and predom nantly filnms that were | ow budget,
exploitation genre filnms. 1In addition, the totality of rights to
the filmassets was not renoved fromthe CDR |ibrary; instead,
only sone subgroup (e.g., donestic hone video or donestic
cassette rights) was renoved. Utimtely, M. Peters selected
the “U S. Video FilmRights” to the 65 filmtitles and the rights
to the 26 devel opnent projects listed in Schedule 1.6(b) of the
exchange and contribution agreenent.

On the basis of M. Peters’ testinony, it is reasonable to

conclude that the Credit Lyonnais group had no intentions of
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contributing a viable “starter” filmlibrary to SVHC or to
partner in a filmdistribution business with respect to those
assets or the COR library, generally. Instead, the selection
process that M. Peters described strongly suggests that CLIS
contributed the filmassets to SMHC for a far different
pur pose. 92

f. Concl usion

In Iight of these various considerations, we are not
per suaded that the banks had any intention of partnering with
Messrs. Lerner and Ackerman in a filmdistribution business. To
the contrary, it is clear that the Credit Lyonnais group desired
to end its failed relationship with its distressed fil ned
entertai nment assets and conpanies. CDR s role as Cenerale
Bank’s and CLIS s representative in the transaction with the
Ackerman group reflects the banks’ interest in liquidating their
recei vabl es and SMHC st ock.

2. Ackerman Group’'s Purposes

Petitioner clains that he and M. Ackerman wanted to join

with the banks in a filmdistribution busi ness and under st ood

%2 petitioner contends that “M. Peters’ testinony and
deneanor suggested an effort to hurt Petitioners” and questions
t he accuracy and good faith of that testinony. Apart fromthese
general assertions, petitioner provides no basis for concluding
that M. Peters fabricated his testinmony. M. Peters was subject
to petitioner’s cross-exam nation; nothing in his testinony
suggested any bad faith or fabrication. Despite petitioner’s
protestations, we find M. Peters’s testinony credible, thorough,
and very persuasive on the relevant points.
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that the banks reciprocated this interest. Petitioner contends
that he and M. Ackernman assuned that the banks wanted to
continue this relationship into the future. Petitioner testified
that to their considerable surprise, the banks elected instead to
exercise their put option.

Petitioner’s claimed understanding of the deal with CDR is
based entirely on his testinmony.*® W find M. Lerner’s
testinmony self-serving, contrived, and ultimately not credible.
The bul k of the evidence in the record contradicts petitioner’s
testinony and his purported understandi ng.

a. M. Lerner's and M. Ackerman’s Backaqgr ounds

As previously noted, as far as the record reveals, Messrs.
Lerner and Ackerman were tax and financial professionals with no
experience in running a filmdistribution business.

Ferguson v. Conmm ssioner, 29 F.3d at 102 (citing inexperience of

a partnership’s pronoters in the rel evant business as one

i ndi cator of |ack of econom c substance in the partnership).

Al t hough Messrs. Lerner and Ackernman appear to have been the
princi pal negotiators on behalf of the Safari consortiumin its
failed bid to purchase New MGM we have virtually no information

regardi ng the conpanies that joined the Safari consortium or

% As previously noted, M. Ackerman also testified to his
under standing of the CDR transaction, but his testinony was based
on what M. Lerner had told him
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precisely what their interests were.% |t appears that Deyhle
Medi a Goup and Capella Filns had a substantial stake in that
proposed acquisition and, in fact, had initiated the dial ogue
with Messrs. Lerner and Ackerman.

More i nportantly, beyond the testinonies of Messrs. Lerner
and Ackerman, we have no independent basis for determ ning the
precise roles that Messrs. Lerner and Ackerman played in the
Safari bid and what their notivations were. Petitioner clains
that he and M. Ackerman joined the Safari consortiumto further
their long-range goals of building a substantial filmlibrary.

It is equally plausible, however, that Messrs. Lerner’s and
Ackerman’s roles in the Safari consortiumwere consistent with
the areas of their respective expertise: M. Lerner as a tax
expert and M. Ackerman as an expert in putting together
financing for filmconpany acquisitions. |In any event, one thing
is clear fromthe Ackerman group’s involvenent in the M3V
transaction: At sone point, the Ackerman group began eyeing the
substantial built-in tax |osses that the Credit Lyonnais group
had in the MGM conpani es and began expl oring the possible ways in

which it could exploit those built-in |osses.

% Petitioner listed Mark Seiler as a witness in his
pretrial menorandum however, he did not call M. Seiler as a
witness at trial.
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b. Focus on Tax Attri butes

As early as May 31, 1996, when Kaye Scholer submtted its
prelimnary | egal conclusions on MGM M. Lerner had been fully
apprised of the potential of acquiring considerable built-in
| osses in an acquisition involving the MGV conpani es. The Kaye
Schol er nmenorandum al so provided a roadmap to structuring a
partnership transaction that would allow CDR to transfer its
built-in | osses (totaling approximately $1.4 billion) to a
purported “lnvestor” by utilizing a partnership that would fai
to make a section 754 election. According to the nenorandum the
transaction “would i ncrease the anmount receivable by CDR over a
strai ght purchase.”

M. Lerner’s first witten contact wwth CDR regarding a
possi bl e deal, a letter dated Septenmber 11, 1996, began by
confirm ng Rockport Capital’s interest in “the U S tax
attributes which may relate to the direct and indirect
investnments by Credit Lyonnais, S.A., and * * * [CDR] in Metro-
ol dwyn-Mayer, Inc.” The letter goes on to state that “Rockport
w shes to exam ne the Attributes so that it can propose to the
CDR certain structures incorporating the Attributes * * * which
will be of nutual benefit”. The letter makes no nention of any
films or partnering to conduct any filmdistribution business.

During the negotiations with CDR the Ackerman group’s

entire focus was on the banks’ tax basis in the SVMHC recei vabl es
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and stock. The Ackerman group’s only point of negotiation becane
directed towards obtaining representations from General e Bank and
CLI S regarding their tax bases in the receivables and SVHC st ock,
and that they had not witten down their bases for tax or
accounting purposes.

M. Lerner’s own tax experience al so gave hima general
appreciation of the tax significance of contributing high-basis
properties to a partnership and failing to make a section 754
election. In fact, M. Lerner nmarketed to Inperial, and then
i npl enented, a tax plan that virtually m m cked the CDR
transaction in attenpting to exploit these tax aspects.

C. Nature of EBD Film Ri ghts

M. Lerner testified that the Ackerman group was interested
in acquiring filnmed entertai nnent assets and building a |arge
filmlibrary which “would be an extraordinary asset to hold for a
very long tine.” M. Lerner’s testinony appears inplausible when
we consider the filmrights that Schedule 1.6(b) of the exchange
and contribution agreenent purportedly provided. Schedule 1.6(b)
refers to “U S. Video FilmRi ghts”. Those purported rights,
however, did not enconpass the kind of rights that one m ght
associate with a long-termfilmlibrary investnent. |ndeed, the
term*“U S. Video FilmR ghts” seemngly refers only to video
distribution rights in the United States. SMHC did not own al

the rights to the various filmtitles. As Troy & Gould’' s
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investigation | ater reveal ed, many of the distribution rights had
expired or were set to expire shortly after CLIS contributed them
to SMVHC. W do not believe that the failure to define nore
specifically the EBD filmrights in the LLC agreenent consi stent
wth M. Lerner’s stated purpose was sinply an oversight. The
Ackerman group was well represented in the transaction with CDR
Presumabl y, such inportant natters woul d have been addressed if
the Ackerman group were in fact focused on starting a film
l[ibrary with the EBD filmrights.

Responding to M. Peters’s testinony that the filnms sel ected
for the EBD library were filns of no significant val ue,
petitioner seens to suggest that the banks may have conspired to
defraud the Ackerman group. The bulk of the evidence in the
record, however, suggests strongly that the selection of the EBD
filmrights was not a product of any fraud by the banks. On the
contrary, for the reasons described below, we are led to the
conclusion that the Ackerman group was either fully aware of the
nature of the filmtitles that CLIS contenplated contributing to
SMHC or sinply did not care about the nature of those film
rights.

First, although the parties exchanged nunerous drafts of
various docunents between Cctober 16, 1996, and Decenber 10,
1996, none of those drafts alludes to any filmrights, generally,

or the EBD filmrights, specifically. The first listing of the



-137-
EBD filmrights appears to have been given to the Ackernman group
on Decenber 12, 1996, one day after the purported closing on the
CDR transaction.® Before then, there appears to have been no
mention or interest in those filmrights on the part of the
Ackerman group in their negotiations with COR M. Lerner, for
his part, could not recall when he was given a listing of the EBD
filmrights.

Second, even though the Ackerman group conducted due
diligence in the CDR transaction, the focus of this due diligence
was on Cenerale Bank’s and CLIS s tax bases in the contributed
recei vabl es and SMHC stock. Prior to the closing on the CDR
transaction, due diligence with respect to the contributed film

rights was largely nonexistent.® |ndeed, the only evidence of

% The final draft of the exchange and contri bution
agreenent in the record has an attached Schedule 1.6(b), which is
alist of the EBD filmtitles and devel opnent projects. The
record contains a facsimle dated Dec. 12, 1996, from Wiite &
Case to M. Lerner and several other persons, transmtting an
attached Schedule 1.6(b) to the exchange and contri bution
agreenent. Fromthe serial nunbers on the pages of this faxed
attachnment, which al so appear on the pages of Schedule 1.6(b)
attached to the exchange and contri bution agreenent (but which do
not correlate with the serial nunbers on the other pages of the
exchange and contribution agreenment), it appears that Wite &
Case actually sent this attached schedule to the Ackerman group
on Dec. 12, 1996, one day after the purported closing on the
transacti on.

° | n the exchange and contribution agreenent, CDR and CLIS
represented and warranted: “Schedule 1.6(b) attached hereto sets
forth all the assets held by * * * [SMHC], all of which assets
are held free of all material Encunbrances created by * * *
[SMHC]. * * * [SMHC] has good title to all such assets.”

(continued. . .)
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due diligence on the filmrights is an appraisal that Sage
Entertai nnent conducted. M. Lerner testified that approxi mately
4 to 6 weeks before the closing on the CDR transaction, he hired
Steve Kutner of Sage Entertainnent to appraise the EBD film
library, that he had a | arge nunber of discussions wth himabout
vari ous approaches to valuation, and that M. Kutner appraised
the EBD filmlibrary at $29 mllion.® M. Lerner testified

that, on the basis of M. Kutner’s valuation, he felt “very

%(...continued)
Schedul e 1.6(b), of course, contains a listing of the EBD film
titles and devel opnment projects. The exchange and contri bution
agreement provides indemification from CDR (capped at $2
mllion) for any material breach of this representation and
warranty. See Exhibit 188-J, J001341, 1344. It is patently
uncl ear what is neant by the term“good title” and whether these
provi sions afford any neaningful rights with respect to the EBD
filmlibrary. Petitioner’s representatives, Troy & Goul d,
acknow edged this “recitation” of good title; however, they
concl uded:

despite this recitation, we do not have docunentation
of the assignnent [fromCLIS to SMHC]. Moreover, the
term‘U S. Video FilmRi ghts’ is nowhere defined in the
Agreenent, and the Agreenent contains no explicit
recitation that Santa Moni ca Hol di ngs owns such rights.
Rat her, this phrase appears only as the heading on the
Schedul e; the phrase does not appear in the body of the
Agr eenent .

This is another significant gap in the chain of title.

Despite the obvious infirmties in SMHC s rights to the EBD film
titles, there is no indication that the Ackerman group ever
cl ai med any i ndemnification under this provision.

% M. Kutner did not include in this figure the value of
second-cycl e exploitation or other rights, which he opined could
i ncrease the value of the EBD filmlibrary by as nuch as 40 to 50
percent .
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confortable that with the investnent we were nmaking at |east we
had assets worth as nuch as we were investing and that it could
be considerably nore if managed properly.”

Q her than M. Lerner’s testinony, we have no basis for
gauging M. Lerner’s reliance on this appraisal. Al though M.
Kut ner’s appraisal report would seemto forma critical part of
his case, petitioner did not call M. Kutner as a wtness.
Consequently, M. Kutner’s appraisal report has not been received
into evidence and cannot be relied upon for establishing the
value of the filmlibrary.

The appraisal report itself indicates that it is limted to
a financial analysis of the filmlibrary and its potenti al
earnings. The report states that M. Kutner did not physically
inspect the materials for the various filmtitles, and he assuned
that the legal and physical status of the EBD filmlibrary “is in
good condition”. The report does not provide any anal ysis of the
rights that SMHC acquired in the filmtitles (except for the
general reference to “U.S. Video FilmRights”) and appears to
assunme that SMHC actually owned the full bundle of rights
associated wwth the EBD filmtitles. The report also appraised
the EBD filmlibrary “as if it was free and clear of debt and
under responsi bl e ownershi p and conpetent nmanagenent”.
Presumabl y, however, when the EBD filmlibrary was assigned to

SVHC, it becanme subject to the $1 billion debt that SMHC owed.
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On the basis of the evidence in the record, we have no great
confidence that the appraisal report, as offered, was conpl et ed,
or was given to M. Lerner, before the closing on the transaction
with CDR. The photocopy of the appraisal report that is in the
record i s undated, except for a cover letter fromM. Kutner to
M. Lerner dated Decenber 9, 1996--just 2 days before the closing
of the CDR transaction and after nost of the details of the
transaction were already established. The appraisal report
anachronistically refers to the 65 filmtitles as the “Santa
Moni ca Hol dings, Inc. FilmLibrary” and states that SVHC owns
those 65 filmtitles; however, the 65 filmtitles were not
assigned to CLIS or SMHC (from CLIS) until Decenber 10, 1996. %
The appraisal letter also alludes to other information which the
record denonstrates was not apparent on Decenber 9, 1996. For
exanpl e, as previously discussed, there is no indication that the
EBD filmtitles were ever identified to M. Lerner (or through
him to M. Kutner) before Decenber 12, 1996. Al so, M. Kutner’s
cover letter alludes to certain limtations and caveats rel ating

to the future distribution plans for the library, “which are nore

% The appraisal report states: “The opinions, conclusions,
and estimtes of value presented in this report are based, in
part, on assunptions and financial data furnished to nme by Santa
Moni ca Hol dings, Inc., which | have assunmed to be correct and
current.” Inasnmuch as SMHC did not own the 65 filmtitles before
Dec. 10, 1996, or have any known rel ationship to those film
titles, M. Kutner’'s purported reliance on information from SVHC
seens dubi ous.
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fully set forth in the section of the Appraisal styled ‘Limting
Conditions for the Appraisal.’” The appraisal report in the
record, however, does not contain any section entitled “Limting
Conditions for the Appraisal.”

M. Kutner’'s $29 nmillion valuation of the EBD filmtitles
appears highly inflated. |Indeed, that valuation greatly exceeds
(by nore than three times) the highest value ($9 mllion) that
petitioner’s expert (Steven Wagner) arrived at in valuing the EBD
filmtitles.®® M. Kutner's valuation takes into account
technol ogies (e.g., DVD) that the other experts in these cases
opi ned were either not foreseen in 1996, were only latently

observable at that tine, or were no |longer viable. |n doing

% We di scuss the valuation conclusions of petitioner’s
expert, Steven WAagner, in nore detail infra.

100 For exanple, M. Kutner projected $1, 320,000 in DVD
revenue. Although DVD technol ogy was predicted to energe at sone
point after 1996, the success of that technology was not readily
foreseen. For that reason, petitioner’s expert projected no
revenue fromDVD sales in his valuation. M. Kutner also
proj ected $1,100,000 in royalty income froml aserdi sc sal es.
According to petitioner’s expert, laserdisc sales in 1996 were
relatively insignificant, even though the technol ogy had been
around for a few years. Neither petitioner’s expert nor
respondent’ s expert (R chard Medress) took |aserdisc sales into
account. M. Kutner also projected $2,410,000 in royalty incone
fromthe revenue-sharing (Rentrak) nodel for the rental market.
Under this nodel, video rental stores would pay a snall fee up
front to buy a rental filmand would then share a portion of the
rental fees with Rentrak. In 1996, however, the rental market
still operated on a front-end sales nodel; i.e., video rental
stores nmade a one-tinme paynent up front (e.g., $59 per copy) to
purchase copies of a film which they could then rent an
unlimted nunber of times. Neither petitioner’s expert nor

(continued. . .)
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so, M. Kutner’s appraisal went beyond what M. Lerner understood
to have been a val uation based on VHS vi deot ape sal es
projections. Indeed, M. Lerner testified that “six or seven
years ago when we did all this all we knew about were VHS
vi deotapes.” “At that tinme, we focused on what the technol ogy
was thinking that there m ght be additional technol ogy, so we
valued it only in ternms of what we thought the then existing
t echnol ogy m ght be and hoping that additional technol ogy would
cone along to enhance the value.” Wthout M. Kutner’s testinony
or sone corroborating evidence, we are not persuaded that the
Sage Entertai nnent appraisal was nmade in good faith or that M.
Lerner relied upon it in the course of the CDR transacti on.

The nature of the rights, if any, that SMHC obtained in the
EBD filmtitles was, and renmains, patently unclear. On Decenber
9, 1997, Troy & Gould concluded that there were significant gaps
in the chain-of-title docunentation for the EBD filmtitles and
rights to sone of the filmtitles had expired or were expiring.
Troy & Gould concluded that: *it is not possible to determ ne
what rights have effectively been acquired. It also is unclear
who possesses the rights other than donestic video in the various
pi ctures, and who possesses the reversion rights in donestic

video.” This point is clearly illustrated when we consider that

100 . conti nued)
respondent’ s expert projected any revenue fromthe revenue-
sharing (Rentrak) nodel



- 143-
two of the EBD filmtitles that Trona attenpted to distribute,
“Astro Zonmbi es” and “Banana Monster”, were the subject of
i medi at e cease and desist letters. SMHC was al so i nforned that
the rights to a third filmthat Troma attenpted to distribute,
“Fist of Fear, Touch of Death”, had al so expired.

Further, it appears that the physical elenments for a nunber
of the EBD filmtitles do not exist and that the general physical
condition of the materials for the remaining filmtitles is
suspect. Indeed, M. Peters testified that the physical
materials for many of the filmtitles were stored at the Epic
war ehouse, which was not a tenperature- or humdity-controlled
facility, and was not bonded, subject to inventory control, or
ot herw se secur ed.

It is clear that by Decenber 9, 1997, when Troy & Goul d gave
their conclusions on the EBD filmlibrary, M. Lerner was well
aware that there were major problens with the EBD filmrights and
that the filmlibrary had very little value. [If, as petitioner
clainms, the EBD filmrights were an integral part of a film
busi ness with CDR, then these conclusions would have reveal ed
sone very deep-seeded shenani gans on the part of CDR, Cenerale
Bank, and CLIS. One would suspect that, in these circunstances,
Messrs. Lerner and Ackerman woul d have been very upset.
Nonet hel ess, in April 1998, we find M. Lerner neeting with a

representative of Generale Bank. M. Lerner testified that he
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was interested in reviving CGenerale Bank’s participation in SMP' s
filmactivities and had witten a letter expressing this
interest. The letter fromM. Lerner states: “I would like to
acquire additional filmassets from@ and would |like their
active participation in our partnership.”0?

On the basis of the evidence in the record, it appears that
the Ackerman group was | argely unconcerned with the supposed film
assets that were to formthe foundation of their proposed film
business with CDR  There is no evidence that they ever requested
or received any information regarding the EBD filmrights.

Al t hough the record contains nunerous drafts of various docunents
relating to the CDR transaction, none of those drafts contain any
specific reference to the EBD filmrights. Consequently, it is

reasonabl e to conclude that the Ackerman group did not care what

filmrights CLIS contributed to SMHC and that the contribution of
the EBD filmrights was largely incidental to General e Bank’s and
CLIS s contributions of the high-basis, |owvalue receivables and

SIMHC st ock.

101 After Troy & Gould reached its conclusions, M. Lerner
sold portions of the $974 million in receivables from General e
Bank to his friend, colleague, and business associate, M. van

Merkensteijn. In determning a purchase price for the
recei vables, M. van Merkensteijn testified that he relied on the
Sage Entertai nment $29 million appraisal. By this tine, however,

it would have been clear, at least to M. Lerner, that this
apprai sal was grossly overst at ed.
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After the closing of the CDR transaction, M. Lerner, M.
Herz, and the law firmof Troy & Gould nade efforts to confirm
the titles to the filnms and obtain physical elenents for the
films. W are unpersuaded, however, that these efforts anounted
to much nore than w ndowdressing. M. Peters testified that he
perceived Troy & Gould’ s investigation to be abnormal considering
the age of the filmtitles, the original production cost of the
films, and the distressed nature of the conpanies that were the
source of the filns. He testified that although Troy & Gould’s
efforts m ght be conpletely appropriate with respect to other
kinds of filnms, they “m ght not be so appropriate” wth respect
to the EBD filmtitles.

Beyond its due diligence process, Troy & Gould and M. Herz
expended consi derable effort to obtain facility and | aboratory
access letters. Those efforts extended into 1998, even after
Troy & Gould provided M. Lerner with its |egal concl usions
regarding the EBD filmtitles. Gven the nature of the
particular filmtitles and Troy & Gould’s revel ations, we are
unper suaded that these efforts, too, were not nere w ndow
dr essi ng.

d. Purported Interest in CDR Library

Petitioner also clains that he and M. Ackerman were
interested in adding the 1,000-filmCDR |ibrary to SMHC, and that

t hey thought that having an indirect interest in that conpany and
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being partners with the banks would put themin a better position
to acquire that library. Oher than his self-serving testinony,
petitioner points to no evidence to suggest that the parties to
the transaction either discussed or contenplated any deal i ngs
involving the general CDR library. |In fact, there is no
i ndication that the Ackerman group was given any sort of
preference in 1997 when CDR was bei ng sol d. 1%

Petitioner also testified that CDR asked for the $5 mllion
advisory fee in connection with the remaining filmtitles in the
CDR library as a “guaranty paynent” to enabl e the Ackernman group
to work with CDR.  He testified that the Ackerman group was
willing to pay that fee “because we thought we would be able to
get our hands on a nmuch larger library, and certainly we did
pursue it at a later tinme.” The advisory fee agreenent
i ndi cates, however, that the advisory fee was paid specifically
as an inducenent for CDR, Cenerale Bank, and CLIS to execute the
| etter agreenent and exchange and contribution agreenent. None
of the various |legal docunents that the parties exchanged
contains any reference to a guaranty or any assurances regarding
the COR library. One would expect sone | egal representations
regarding this matter if the $5 mllion advisory fee was in fact

paid as a guaranty for the CDR |ibrary.

102 According to petitioner, Generale Bank and CLIS were
still partners in SMP at that tine.
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e. Pur ported Springboard for New Library

Petitioner contends that he and M. Ackerman were interested
in using SMHC for its historical significance to build a new film
[ibrary. W cannot agree. For all intents and purposes, MV
G oup Hol di ngs’ association with the MaM operati ng conpany ended
when M. Kerkorian acquired that conmpany. Any potential nane
recognition in that conpany was obliterated when MaM G oup
Hol di ngs changed its corporate nane to “Santa Mni ca Hol di ngs
Corporation” on Cctober 15, 1996. 1In addition, in a letter
agreenent with P& Acquisition dated Cctober 10, 1996, CDR, MM
Hol di ngs, and MGV Group Hol di ngs agreed that they would not use
any of MGM s trademarks; i.e., “MaM” “Metro- Gl dwn-Mayer,” the
“MaM lion | ogo,” or any trademarks related thereto. Wthout
t hese trademarks, M. Lerner seenm ngly woul d have been hard-
pressed to capitalize on MaM s historical underpinnings using
SVHC. Finally, there is no evidence that SMHC s purported film
busi ness was ever, in fact, bolstered by its prior status as the
M3M par ent conpany.

f. Acquiring NOLs for a Fil m Business

Petitioner also contends that he and M. Ackerman were
interested in using the net operating |losses (NOLs) in SMHC to
of fset future income fromtheir prospective film business. W
are unpersuaded that the Ackerman group had any legitimte

interest in SVHC s NOLs. Although there were sizeable NCOLs in
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SVHC when CLI'S contributed the SMHC stock to SMP, the use of
t hose NOLs was not guaranteed. Use of the NOLs was subject to
the tax attribute rules of section 382. Under those rules, use
of the NOLs woul d be contingent on structuring a transaction in
such a way as to neet the “ownership change” rul es of section
382(g). On this record, we cannot rule out the possibility that
CLIS s contribution of the SMHC stock to SMP constituted an
“ownershi p change” for purposes of section 382(g) so that the
NOLs were unavail able after that point.

Al t hough petitioner clains that his due diligence efforts
for the transaction with CDR were directed at determ ning the
potential use of the NOLs in SMHC, the focus of his due diligence
was not on the NOLs, but on the built-in tax |losses in the
recei vabl es and SMHC stock. M. Lerner hired James Rhodes to
assist in the Ackerman group’s due diligence process. M.
Rhodes’ due diligence investigation appears to have been focused
excl usively on the banks’ bases in the SVHC recei vabl es and
stock. For exanple, M. Rhodes’ “Basis Chronol ogy” contained an

anal ysis of the bases in the SMHC receivabl es and stock; it does

103 Petitioner clainms, wthout explanation, that an ownership
change for purposes of sec. 382(g) occurred when the banks
w thdrew from SMP and that the NOLs were “substantially
di m ni shed”. Petitioner clains, again wthout explanation, that
“SIVHC s net operating | osses were not used because the SVHC
library was not sold, but rather was conbined with the Troma film
l[ibrary in a ‘C reorganization in 1999. That reorganization
conpletely elimnated the net operating | osses.”
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not mention any NOLs.!% Also, on May 12, 1997, M. Rhodes
received a letter fromWite & Case, confirmng that the banks
had not derived any U S. tax benefit fromthe contribution of the
SMHC recei vabl es and stock or the exercise of their put rights.
Shearman & Sterling al so conducted due diligence on behalf of the
Ackerman group. Like M. Rhodes’s investigation, Shearman &
Sterling s investigation focused on the tax bases in the SVHC
recei vabl es and stock. See, e.g., Exhibit 166-J. The nenoranda
that Shearman & Sterling prepared for M. Lerner discussed, anong
ot her things, section 382. These nenoranda, however, were
focused on that section’s potential application to the built-in
| osses in the stock of MGV Hol di ngs (and MaV G oup Hol di ngs) and
not NOLs. 1%

g. Cont enporaneous Expression of Purpose

On Decenber 12, 1996, the day after the transaction with

CDR purportedly closed, M. Lerner faxed to Jerry Carlton of

104 M. Lerner testified that he hired M. Rhodes to
i nvestigate whether any transfers occurred using the NOLs in
SVMHC. He testified that he was concerned that “if there had been
a transaction which had either disposed of or witten down or
taken a tax benefit in respect of any of those interest, that it
woul d have--m ght have been treated as a transfer affecting the
use of the net operating loss in * * * [SMHC].” According to M.
Lerner, the best indication of such a transfer affecting the use
of the NOLs is whether there has been a basis step-up or
stepdown. We find petitioner’s testinony specious.

105 I'n the context of the proposed transactions in the
menor anda, Shearman & Sterling concluded that “Hol dings and G oup
w || undergo an ownership change” for purposes of sec. 382.
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O Melveny & Myers an article entitled “CGE Capital Wns Bid for a
Portfolio of Bad Loans from Credit Lyonnais”. The article was
fromthe Decenber 12, 1996, issue of the Wall Street Journal and
di scussed General Electric’'s purchase of a $190.3 mllion
portfolio of “bad” French property | oans from Credit Lyonnais.
In an attached nenorandum|letter to M. Carlton, M. Lerner
explains that “Attached is an article fromtoday' s Wall Street
Journal * * * describing a transaction simlar to ours. This
gi ves good support for our business purpose for doing the deal.”
The article states in relevant part:
U.S. financial-services giant General Electric

Capital Corp. won the bidding for a portfolio of Credit

Lyonnai s’ s bad French property | oans, which have a book

value of one billion francs ($190.3 mllion). The

transaction was anot her sign that conpetition is

heating up anong U. S. vulture funds seeking to take

advant age of France’s |long-running real -estate crisis.

The sale was carried out by Consortium de
Real i sation, an entity set up |last year by the French
state to take on nost of Credit Lyonnais’s nonbanki ng

assets as part of a rescue plan for the crippled state-
owned bank. * * *

* * * * * * *

The sale of the bundle of 127 lines was the first
by COR, with nore expected to follow. French banks and
i nsurers have been severely hurt by their exposure to
the donestic real -estate market, but for a long tine
they refused to wite down their | oans.

3. Concl usi on

In sum the Credit Lyonnais group had a very troubl ed

history in the filmbusiness. In 1996, they were seeking to
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di spose of their troubled filmassets as expeditiously as
possi ble. At sone point, Messrs. Lerner and Jouannet struck a
deal involving a purported acquisition of MGV G oup Hol di ngs
(SMHC) and the formation of a limted liability conpany.
Al t hough petitioner clains that M. Jouannet wanted to enter into
a filmdistribution business with the Ackernman group, the
evidence in the record and the testinony suggest otherwise. In
fact, M. Jouannet worked for CDR, which had the assigned task of
l[iquidating Credit Lyonnais’s losing filmassets and | oans,
i ncl uding MaM and MGV Group Hol dings. M. Jouannet’s goal was to
realize whatever he could, as fast as he could. He was not
interested in any filmventure with the Ackerman group. The
banks did not contribute a viable “starter” filmlibrary to SVHC,
as petitioner suggests. |Instead, what petitioner clains to have
been the cornerstone of a supposed filmventure turns out to be
nothing nore than a junble of lackluster filmtitles. W
concl ude that the Ackerman group and the banks did not intend to
partner with one another in any filmdistribution business.

E. Objective Econonic Substance

Under the second factor of the econom c substance doctrine,
obj ecti ve econom ¢ substance, we nust determ ne whether the
transacti on had any econom ¢ significance beyond the creation of

tax benefits. See, e.g., Casebeer v. Comm ssioner, 909 F.2d at

1365. Qur inquiry must consider “‘whether the transaction has
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any practicable economc effects other than the creation of

incone tax |losses.’” Jacobson v. Commi ssioner, 915 F.2d 832, 837

(2d Gr. 1990) (quoting Rose v. Conmm ssioner, 868 F.2d 851, 853

(6th Cr. 1989), affg. 88 T.C. 386 (1987)), affg. in part, revg.

in part, and remanding T.C Meno. 1988-341; see al so Rosenfeld v.

Comm ssi oner, 706 F.2d 1277, 1282 (2d Cr. 1983) (holding that

courts nmust consider “whether there has been a change in the
econom c interests of the relevant parties.”), affg. T.C. Meno.
1982- 263.

Vi ewed according to their objective economc effects rather
than their form Generale Bank’s and CLIS s contributions to SM
i n exchange for partnership interests were economcally
i nconsequential events. The banks’ purported partnering with SM
had no neani ngful econom c significance other than as an
“epheneral incident” to serve as a conduit for the banks’ built-

in losses. Helvering v. Geqgory, 69 F.2d 809, 811 (2d Cr.

1934), affd. 293 U. S. 465 (1935). Moreover, the purported
partnering offered the Ackerman group no realistic economc
benefits apart fromtax consequences. For the reasons descri bed
bel ow, we conclude that the transaction’s objective econonic
reality and consequences belie its form

1. Econom ¢ Significance of Banks’ “Contri butions”

Petitioner argues that whether or not the banks intended to

enter into a filmbusiness with the Ackerman group, “all parties
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recogni zed that the banks were conmtted as partners fromthe
time they signed the partnership docunents.” Petitioner’s
argunment m ght be construed to suggest that the banks’
contributions to SMP and their receipt of preferred interests had
obj ective econom c significance beyond petitioner’s asserted
busi ness purpose for the transaction and the exi stence of the
Ackerman group’s tax considerations. W disagree. The banks’
tightly wapped and virtually guaranteed exercise of their put
ri ghts negates whatever econom c significance m ght otherw se
have attached to the banks’ joining SMP. The faint illusion of a
partnership interest cannot cloak the reality that the banks
pl anned, and had every economic incentive, to exit the
partnership as expeditiously as possible. In substance, the
Ackerman group paid the banks $10 million ($5 mllion as an up-
front “advisory fee” and $5 million upon the banks’ exercise of
their put rights) in exchange for the banks’ high-basis, |ow
val ue receivabl es and SMHC stock so that the banks coul d
“nmonetize”, and the Ackerman group could attenpt to exploit, the
tax attributes associated with these assets.

a. Advisory Fee and Put Price

All the various agreenents between the Credit Lyonnais group
and the Ackerman group were tied to the side letter agreenent,
t he deposit account agreenment, and the advisory fee deposit. For

exanple, the side letter agreenent provides that it shall becone
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effective (the “Effective Date”) on the date on which all the
followi ng conditions have first been satisfied: (1) Each of the
parties shall have signed a counterpart of the side letter
agreenent and each of Rockport Capital and CDR shall have
received a full set of counterparts; and (2) Rockport Capital
shal | have deposited in a specified account $5 mllion; i.e., the
sum of the preferred capital accounts of General e Bank and CLIS
on the closing date. The side |letter agreenent further specifies
that “The parties hereto agree that, notw thstandi ng any
provision of the * * * [exchange and contri bution agreenent],
CDR, Ceneral e Bank, and CLIS shall have no obligation to make the
Contributions as defined in * * * [that agreenent] unless and
until the Effective Date has occurred hereunder.” The deposit
account agreenent, in turn, provides that Rockport Capital shal
on “the Effective Date deposit in the Deposit Account the anount
required to be deposited therein” pursuant to the side letter
agr eenent .

Pursuant to the advisory fee agreenent, “To induce CDR, CLIS
and GB to execute the Letter Agreenent” and the exchange and
contribution agreenent, Rockport Capital agreed to pay CLIS on
the “Effective Date” in U S. dollars and i medi ately avail abl e
funds “(x) an advisory fee of $5,000,000 and (y) an additional
advi sory fee equal to 3/4 of 1% of the tax losses, if any, in

excess of $1 billion that have been allocated to all nenbers of
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t he Conpany other than GB, CLIS, Rockport or their affiliates” as
of the closing date on the exchange and contri bution agreenent.
In simlar fashion, the advisory fee agreenent provides that
“Rockport hereby agrees that notw t hstandi ng any provision of the
Letter Agreenent to the contrary, the Effective Date will not
occur unl ess Rockport has nade the paynent, if any, required by
t he precedi ng paragraph.”

i Banks’ Under st andi ng

Sean Geary of Wite & Case was CDR s principal U S. counsel
in the sale of New MGM and its |awer in the transaction with
Rockport Capital . He testified that at all times M. Jouannet
had in mind a price for the CDR transacti on of approximately $10
mllion.

The bottomline result of the banks’ purported partnering
with SMP, and the exercise of their put sone 3 weeks |l ater, was
t hat the banks received their anticipated $10 mllion price for
the CDR transaction. The advisory fee was paid to the banks up

front, as a precondition to the CDR transaction’s becom ng

106 M. Geary has practiced law at White & Case for nore than
30 years. He represented Credit Lyonnais and CDR for many years
before the CDR transaction and had a very significant role with
t hose conpanies vis-a-vis MaM In fact, from January 1992 unti
New MGM was sold in 1996, M. Geary served on the board of
directors of MGwPathe (and its successors). Although M.
CGeary’'s expertise was primarily in bank finance, his
representation of Credit Lyonnais and CDR was much broader--he
did “all their auditing on a big picture basis.” M. Ceary
drafted the stock purchase agreenent for the New MM sal e.
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effective. M. Ceary testified that during the course of the
negoti ations with the Ackerman group, M. Jouannet and ot her
i ndi vidual s at the banks began to worry “whether Lerner and his
peopl e were good for” the $5 mllion put price. They therefore
deci ded that the put price should be placed in escrowin
connection with the closing on the transaction with the Ackerman
group. To this end, M. Geary drafted a “Deposit Account
Agreenent”, which was designed to guarantee paynent of the put
price in the event that the put option was exercised.

M. Ceary testified that, in the transaction with the
Ackerman group, the banks were relying on the side letter
agreenent that gave Generale Bank and CLIS the right to put
(“monetize”) their preferred interests in SMP to Rockport
Capital--“the side letter was always a precondition to CDR or
Credit Lyonnais signing anything else.” He explained that

Ceneral e Bank and CLIS did not care about the various provisions

107 On Dec. 12, 1996, M. Lerner, on behalf of Rockport
Capital, faxed to Citicorp Trust, a docunent requesting Cticorp
Trust to wire $5 mllion from Somerville S Trust’s account to an
account at Chase Manhattan Bank on Dec. 13, 1996. It appears
that this amount represented the $5 nmillion advisory fee that the
Ackerman group was obligated to pay CLIS.

The Ackerman group al so agreed to pay the banks an
addi tional advisory fee equal to 3/4 of 1 percent of the tax
| osses, if any, in excess of $1 billion that woul d be all ocated
to all nmenbers of SMP other than Ceneral e Bank, CLIS, Rockport,
or their affiliates as of the exchange and contri bution agreenent
closing date. The record is unclear whether the Ackerman group
ever paid the banks any additional anount of advisory fee.



-157-
in the agreenents: “Because they were going to exercise their

put . For exanple, with respect to the SMP LLC agreenent’s
reference to a filmproduction and distribution business, M.
Ceary testified that “1 certainly can tell you that | was of the
belief when | received this that | didn't care fromny client’s
perspective what was in here other than a couple of things that |
mar ked up and sent back, the transfer provisions and one of the
confidentiality provisions.”

M. Ceary testified that, as of Decenber 11, 1996, he knew

that General e Bank and CLIS were going to exercise the put on

Decenber 31, 1996, the earliest possible date for the put’s

exercise. “I knew* * * [M. Jouannet] was going to exercise the
put. He had a year to exercise the put. | clearly knew fromthe
very begi nning he was exercising the put.” “As |I’ve tried to

say, | always knew that the put was going to be exercised at sone

point. * * * That was clearly ny understanding of the deal.”
W found M. Ceary’s testinony exceptionally credible,

t hor ough, and persuasive. H's testinony shows convincingly that

t he banks had no intention of partnering with the Ackerman group

and had planned fromthe beginning to exercise the put rights in

the side letter agreenent as expeditiously as possible.

ii. Ackerman Group’s Under st andi ng

Petitioner clains the he and M. Ackerman had no prearranged

understanding with CDR that the banks woul d exercise their put
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rights. Petitioner clainms that he and M. Ackerman had every
hope and expectation that the banks would remain their partners
for an extended period. W find, however, that they did have a
pr earranged under st andi ng.

First, as M. Ceary testified, the banks were relying on the
side letter agreenent with Rockport Capital and fully intended to
exercise their put rights to acconplish their overall goal of
di sposing of their interests in SMHC. M. Lerner was intimately
engaged in the negotiation and drafting process at all |evels,
including in his one-on-one negotiations with M. Jouannet. It
defies reason that M. Lerner would have been unaware of the
banks’ plans. Every aspect of the Credit Lyonnais group’s
hi story and of the negotiation and drafting process pointed
towards the banks’ exercising their put rights. 1In fact, the
totality of facts in the record persuades us that the banks’
exercise of their put rights was integral to the Ackerman group’s
pl ans, was fully contenplated by them and was part of the deal.

Al'so, in one of the drafts of the SMP LLC agreenent that
energed in the course of the negotiations, M. Geary commented
that CDR would require M. Lerner to provide consents at closing
permtting the transfer of Generale Bank’s and CLIS s preferred
interests to a CDR affiliate and the subsequent transfer of those

interests to Rockport Capital, pursuant to the side letter
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agreenent . ® See Exhibit 173-J, J001736. M. GCeary testified
that he wanted to nmake it clear that the manager (i.e., M.
Lerner) consented to the transfers “because they were what was
bei ng planned.” Before closing on the transaction with CDR M.
Lerner executed a consent giving effect to M. Ceary’ s comments.

The consent was predated *“ , 1996.71°% We infer from

M. CGeary’s comments and this consent that there was an
understanding on the part of M. Lerner that Ceneral e Bank and
CLI S woul d exercise their put rights at the earliest possible
poi nt, on Decenber 31, 1996.

i Neqgoti ati on and Drafting Process

Petitioner suggests that the “intensity and duration of the
negoti ati ons” between the Ackernman group and CDR connotes
substance to the banks’ purported partnering with SMP. In
support of this suggestion, petitioner points to the nunerous
drafts of the letter agreenent, the side letter agreenent,

suppl enentary terns, the exchange and contri bution agreenent, the

108 M. Geary’'s comments were faxed to M. Lerner and his
representatives at Shearman & Sterling.

109 When questioned about the date on the consent, M. Lerner
testified that the consent was part and parcel of the banks’ put
rights. “It allowed themto inplenent the put if it were
exercised. Notice it was undated. And as part of the
i npl enentation of the put, if they were to exercise it, it was
requested that | sign this.” Wen pressed about the “1996” date
on each of the consents, M. Lerner testified that “I would say
it’s undated.”
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SMP LLC agreenent, the deposit account agreenent, the interest
option agreenent, and the advisory fee agreenent.

As described nore fully below, our careful review of the
numerous drafts to which petitioner alludes does nothing to
bol ster petitioner’s clains but |eads us to two concl usi ons:

(1) That the Ackerman group was focused excl usively on obtaining
t he hi gh-basis, |owvalue receivables and SVHC stock fromthe
banks and getting assurances from General e Bank and CLI S
regarding their tax bases in those assets; and (2) that CDR
CGeneral e Bank, and CLIS were focused exclusively on establishing
the put rights, guaranteeing full paynent on those rights,
securing an advance consent to transfer the put rights and

w t hdrawal from SMP, and reserving what ever value m ght be
recovered on the Carolco securities.

Bet ween Oct ober 16 and Novenber 21, 1996, the parties
exchanged a draft term sheet and nunerous drafts of a letter
agreenent enbodying the basic terns that Messrs. Lerner and
Jouannet had agreed upon in their discussions. |In these various
docunents, it was contenplated that CGeneral e Bank woul d
contribute its $974 mllion in receivables and CLI S woul d
contribute its MaV G oup Hol dings (SMHC) stock (and in |ater
drafts, the $79 mllion receivable) to “Newo” (a prefiguration
of SMP) in exchange for preferred interests. Rockport Capital

and its associates would contri bute cash and securities to Newco
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in an agreed anount to enhance and nonetize the val ue of Generale
Bank’s and CLIS s preferred interests. ! This proposed
transaction “would require Generale Bank and CLIS sinply to
transfer their respective assets to a Newco i n exchange for
preferred interests which will be nonetized.” The drafts
provided that after 5 years the preferred interests were
convertible into Newco common nenbership interests and provi ded
that, if the conversion right were exercised, Newco could redeem
all of the preferred interests at their |iquidation val ue.
Throughout the course of the drafting process, these fundanental
features of the deal between CDR and Rockport Capital did not
materi ally change, and they were incorporated into the various
agreenent s. 11

In these various drafts, CDR was not focused on the letter

agreenent but was instead focused on the side letter agreenent,

110 The Ackerman group originally proposed that General e Bank
woul d acquire MGV G oup Hol di ngs stock, would contribute the $974
mllion in receivables to MaM G oup Hol di ngs, and woul d then
contribute the MGV G oup Hol di ngs stock to Newco for preferred
interests. In the draft term sheet, the Ackerman group proposed
an alternative transaction (involving CLIS s contribution of M3V
G oup Hol dings stock) “if CLIS s current basis in Goup stock is
significant”.

11 At certain points, the identities of the parties changed.
For instance, CDR was substituted for Ceneral e Bank and CLIS at
certain points. A CDR affiliate, Santa Monica (Rotterdam
Fi nance B.V., at one point was to hold the preferred interests
for Generale Bank or CLIS. 1In the early drafts, Rockport
Advi sors was identified as an initial nmenber in Newco rather than
Rockport Capital.
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whi ch gave CGeneral e Bank and CLIS the right to put their
preferred interests in “Newo” to Rockport Capital. M. GCeary
testified that by the tinme of the draft |letter agreenent,
“clearly there was going to be a second letter, a put letter.
That’ s what | understood to be nonetized. There was a put
available. W didn't have to wait, you know, for the tine of the
deal .” According to M. Geary, it was uninportant to CDR or M.
Jouannet what the letter agreenent said about the terns of the
preferred interests and the conversion rights, because CDR was
relying on the side letter agreenent that required Rockport
Capital to purchase all of Generale Bank’s and CLIS s preferred
interests for $5 mllion.

O her than this “put” agreenent, four points of negotiation
devel oped from CDR s perspecti ve:

First, CDRinsisted that the $5 million advisory fee be paid
as a condition to closing on the exchange and contri bution
agreenent and the $5 mllion put price be deposited in a bl ocked
account before closing, thus guaranteeing paynent when the put
rights were exercised. The banks decided that the put price
shoul d be placed in escrow in connection with the closing on the

CDR transaction. M. Geary drafted a deposit account agreenent,
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whi ch was desi gned to guarantee paynent of the put price when the
put rights were exercised. 2

Second, CDR wanted an earlier put period than the Ackerman
group had proposed. 1In an early revised draft of the side letter
agreenent, the Ackerman group proposed: “The Put will be
ef fected upon two days witten notice froma Seller to Purchaser
given no earlier than Decenber 31, 1997 directing that the Put be
effected.” CDR, however, insisted on the follow ng put period:
“The Put will be effected no earlier than Decenber 31, 1996 and
no | ater than Decenber 31, 1997 upon two days witten notice from
a Seller to Purchaser directing that the Put be effected.”

Third, CDR wanted assurances that Generale Bank or CLIS
could transfer their preferred interests to an affiliate and
W thdraw from SMP wi thout triggering the transfer and w t hdrawal
restrictions in the SMP LLC agreenent.!® M. Geary therefore
demanded that consents by SMP's manager woul d be required at
closing, permtting the transfer of Generale Bank’s and CLIS s

preferred interests to a CDR affiliate and the subsequent

112 At one point, the deposit account agreenment was changed
to provide that the depositing bank would wi thdraw and pay to
Rockport Capital any funds still on deposit on Jan. 2, 1998.

113 Pursuant to the transfer provisions: No nenber could
sell, transfer, or dispose of its nenbership interest w thout the
manager’s witten consent; no nmenber could retire or wthdraw
from SMP wi t hout the manager’s witten consent, except in certain
defined circunstances; and no person could becone a nenber of SMP
w t hout the manager’s witten consent and the new nmenber’s
assunption of all the terns and conditions of the LLC agreenent.
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transfer of those interests to Rockport Capital pursuant to the
side letter agreenent.

CDR was al so concerned that comunications with the
affiliate m ght cause problenms with the stringent confidentiality
provision in the agreenent.!* M. Geary therefore insisted on an
exception to the confidentiality provision for information that
is disclosed on a confidential basis to a proposed transferee of
sone or all of the nenbership interests of a nenber.

Fourth, CDR becane very focused on the Carolco securities
and wanted to retain whatever value mght be realized on those
securities. Indeed, follow ng the basic agreenent that the
parties reached on Novenber 21, 1996, CDR proposed severa
vari ations of an agreenent tied to the Carol co securities.
Initially, CDR had proposed alternate cl asses of preferred
interests in Newco (SMP), Class A and B preferred interests,
whi ch woul d be issued to CGenerale Bank and CLIS along with 5
percent of the common interests to Generale Bank and CLIS. 5 The
parties agreed that Sonerville S Trust and M. Lerner would have

options to acquire: (i) The Class B preferred interests at a

114 The confidentiality provision provided that SMP' s nenbers
woul d not reveal to any other person any nonpublic, confidential,
or proprietary information relating to SMP s busi ness that was
acquired in connection with the transactions contenpl ated by the
LLC agreenent.

115 The Class B preferred interests were given a $7 nillion
capi tal account and certain annual distribution rights.
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price equal to the lesser of $7 mllion or the value of the
Carol co subordinated notes; and (ii) the 5-percent common
interests at a price equal to the lesser of $3 mllion or the
val ue of the Carolco preferred stock. Both options were
exercisable for a period of 12 nonths after the earlier of 5
years fromthe date of issue or the liquidation of the Carolco
subordi nated notes and the Carol co preferred stock,
respectively.!® Eventually, the parties elimnated the alternate
cl asses of preferred stock and the issuance of 5 percent of the
common interests to Generale Bank and CLIS; they agreed instead
to certain preferred distributions and an additional contingent
put price tied to the liquidation value of the Carolco

subordi nat ed notes and Carol co preferred stock.?!” Through these

116 M. Geary became concerned with the proposed options on
the alternate Class B preferred and 5 percent common stock
interests. M. Geary was uncertain what econom c notivation
anyone m ght have for exercising the call option and indicated to
M. Lerner and his representatives that “any expl anation of such
notivations may | eave unanswered questions in Paris”. Gven this
problem M. Geary added a paragraph 16 to a new draft of the
side letter agreenent giving CLIS the right to require Rockport
Capital to purchase its Coomon Il and Class B preferred
menbership interests in SMP at prices tied to the |iquidation
val ue of the Carolco securities. At the conclusion of the
drafting process, however, the parties did not execute the
i nterest option agreenent and paragraph 16 was renoved fromthe
side letter agreenent.

117 The pertinent events and tines for neasuring the
contingent anount were set forth in detail ed paragraphs in the
side letter agreenent defining “the SN Liquidation Date,” “the SN
Measurenent Date,” “the PS Measurenent Date,” and “the PS
Li qui dati on Val ue.”
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provi sions, CDR effectively tied up any val ue that m ght be
realized on the Carol co securities.

On the other hand, the Ackerman group was primarily
concerned with certain representations and warranties that they
wanted with respect to Generale Bank’s and CLIS s tax basis in
t he recei vabl es and SVHC stock. This concern is apparent in an
early draft of the letter agreenment, in which the Ackernman group
pr oposed:

3. Certain Representations and Warranties of CLIS
and GB. (a) CLIS hereby represents and warrants that

CLI S s basis conmputed under United States Federal

income tax principles in the stock of Holdings is not
| ess than $

(b) @B hereby represents and warrants that GB' s
basis conputed under United States Federal incone tax
principles in the Note [ SMHC s $1.050 billion debt
obligations to CGenerale Bank] is not |ess than

M. Ceary testified that he had never seen representations and
warranties |like these. He found that these itens were too
conplicated and exposed Cenerale Bank and CLIS to all sorts of
liabilities. Consequently, he had these open-ended
representations and warranties renoved. Later, the Ackernman
group proposed a “Rider 12A” to the exchange and contri bution
agreenent providing the follow ng representation and warranty:
SVMHC “shal | not have made any paynent on the Hol di ngs-CLI S Debt
or Hol di ngs- G Debt and neither the Hol dings-CLIS Debt nor the

Hol di ngs- GB Debt has been witten down for accounting or tax
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purposes.” 1In the final draft of the exchange and contri bution
agreenent, Generale Bank and CLIS warranted and represented that
t hey had received no paynent of principal on the $974 nmillion in
recei vables and the $79 mllion receivable, respectively, and

t hat those receivabl es had not been witten down for accounting
or tax purposes. Pursuant to this final draft, the Ackerman
group was entitled to indemification from CDR of up to $10
mllion for any breaches of these representations or warranties.

b. Redenption and Liquidation Ri ghts

Petitioner contends, however, that Generale Bank and CLIS
had an interest in maxim zing their return froma redevel oped
SMHC. Petitioner points to the redenption rights (and ostensibly
the conversion rights) provided in the letter agreenent and
distilled into the SMP LLC agreenent. Under the SMP LLC
agreenent, GCenerale Bank and CLIS were given conversion rights
for their preferred interests in SMP which were exercisable on or
after Decenber 10, 2001.!'® The preferred interests were
convertible into nonvoting Conmmon Il interests.!® 1In the event
that SMP received a conversion notice, it had the option to

redeemthe preferred interests, in whole but not in part, at a

118 The agreenent provided that the conversion right woul d be
i mredi ately exercisable in the event SMP failed to nake a certain
requi red distribution.

119 The preferred interests were convertible on a basis equal
to the “Convertible Percentage”, which the LLC agreenent provided
would initially equal 45 percent.
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redenption price equal to the sumof the preferred capital
accounts for all holders of preferred interests.!® |n explaining
the conversion feature, M. Lerner testified: “Credit Lyonnais
was very concerned that the conpany woul d becone increasingly
val uabl e over the period of time that we were adding film
libraries to it, and they wanted the opportunity to convert from
a preferred stock position, which had fixed value plus return, to
a full equity position”. He added, “They were willing to let’s
say remain in a preferred position for awhile, but ultimtely
they wanted the option to get nore of the animal, which is to say
increase their interests to a |l evel where they could participate
in what we thought would be the equity build up of the
i nvestnent.”

We cannot agree that the conversion right denotes any | ong-
termcommtnent on the part of Generale Bank and CLIS, or that it
ot herwi se | ent econom c substance to the banks’ purported SWP
interests. The conversion feature appears in the initial draft
termsheet that Shearman & Sterling prepared at the request of
M. Lerner. This item does not appear to have been an itemthat
was specifically negotiated by COR or M. Geary or one that they
really cared about. |Indeed, M. GCeary testified that although

the conversion feature was always part of the deal between

120 Amendnent No. 1 credited $3, 125,000 to General e Bank’s
preferred capital account and $1,875,000 to CLIS s preferred
capital account.
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Rockport Capital and CDR, Generale Bank and CLIS were relying on
the side letter agreenent because they did not want to have to
wait for the conversion of their preferred interests into common
stock which would take 5 years.

Furt hernore, as expl ai ned bel ow, when considered in
conjunction with SMP s option to convert the banks’ preferred
interests into debt, it does not appear that the banks’
conversion feature would have been likely to provide any
meani ngf ul i nducenent for the banks to remain in SMP.

C. SMP' s Conversi on Option

SMP had the option to convert the banks’ preferred
interests, in whole but not in part, into debt of SMP. SMP could
exercise this conversion right any tinme on or after Decenber 31,
1997 (the last date by which the banks coul d exercise their put
option). If the conversion right w exercised, the resulting debt
(so-called “preferred debt”) would have a $5 million principal
anount and a 5-year term it would bear interest at an 8-percent
annual rate, payable annually fromone year after the issuance of
preferred debt to the maturity thereof. |f the conversion option
wer e exercised, SMP woul d have the option of redeem ng the
preferred debt, upon 30 days’ notice, at 100 percent of the
princi pal anount ($5 million) plus any accrued and unpaid

i nterest.
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The preferred debt option effectively allowed M. Lerner to
control whether the banks would remain as partners in SMP beyond
the put period. |[If the banks did not exercise their put rights
by Decenber 31, 1997, M. Lerner could convert the banks’
preferred interests into preferred debt at any tine between
January 31, 1997, and Decenber 10, 2001 (the date that the banks’
conversion rights would accrue). |If SMP exercised the preferred
debt option, the result would be the econom c equival ent of an
interest-free loan by the banks of the $5 nmillion put purchase
price from Decenber 31, 1996 (the date the banks coul d have
exercised their put rights and clainmed the $5 million put price)
until the conversion of the preferred interests into preferred
debt. Taking into consideration the tinme val ue of noney, the
banks woul d appear to have had every econom c incentive to
exercise their put option as soon as possible, on Decenber 31,

1996, for $5 mllion.* |f the banks remained in SVMP beyond the

121 The SMP LLC agreenent provided that each preferred
interest holder’s capital account would be credited with the
hol der’s distributive share of “Net Incone”. Under the LLC
agreenent, SMP's “Net Incone” was allocated first to each hol der
of preferred interests in an anmount equal to 8 percent of the
bal ance of the holder’s preferred capital account on the |ast day
of the partnership’'s fiscal year. |t does not appear, however,
that these adjustnents would have affected the put price: The
side letter agreenent defines the put purchase price, in relevant
part, as an anount equal to: “the amount of the Preferred
Capital Account as described in the Limted Liability Conpany
Agreenent of the Conpany and as in effect on the EC [ exchange and
contribution agreenent] Cosing Date * * * for the original
hol der or holders of such Preferred Interests”. W construe this

(continued. . .)
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put period, SMP could convert the banks’ nenbership interests
into preferred debt, and the banks’ potential payback woul d be
limted to the sane $5 million that they could have received
al nost i mredi ately by exercising the put option.

Presumably, this conversion feature was of little concern to
t he banks, because as we have found, they intended to exercise
their put option as soon as possi ble anyway. The debt conversion
feature woul d appear to have provi ded SMP added assurance,
however, that the banks woul d exercise their put option, which
was an essential part of the Ackerman group’s plan to acquire the
banks’ built-in | osses.

d. Di stribution Ri ghts

Petitioner also points to certain distribution rights that
t he banks were given in their preferred interests in SWVP.
Amendnment No. 1 to the SWMP LLC agreenent provided that SMP woul d
make annual distributions to its nmenbers of all “Excess Cash
Fl ow according to the followng priorities:

(1) First. The holders of Preferred Interests
shall receive pro rata in accordance with their
respective Preferred Capital Accounts the |esser of (x)

Excess Cash Flow and (y) an anmount equal to 8% of the
bal ance of the Preferred Capital Accounts on the | ast

121, .. conti nued)
| anguage to mean that the put price would equal the original $5
mllion credited to the banks’ preferred capital accounts,
unadj usted for any “Net Incone” adjustnents to those accounts
that m ght subsequently occur. Wth that being said, the banks
had no incentive to stick around until Dec. 31, 1997, as opposed
to Dec. 31, 1996.
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day of the Fiscal Year (such anmount being referred to
herein as a “Full Distribution”) plus the sumof the
Unpaid Distributions wwth respect to any prior annual
di stributions to such hol ders. (122

(i1) Second. The holders of Conmon Interests
shal|l receive pro rata in accordance with their
respective Percentage Common | nterests an anmount equal
to Excess Cash Fl ow m nus the amount of any
distributions made to holders of Preferred Interests
pursuant to paragraph (i) above.

Under the LLC agreenent, the term “Excess Cash Flow neans, with
respect to any Fiscal Year:

(x) the sumof (1) Operating Cash Flow, (2) net cash
proceeds fromthe sale of any asset of the Conpany
other than in the ordinary course of business, (3) cash
proceeds of any paynent in respect of debt owing to the
Conpany (including debts of Menbers or Affiliates of
Menbers) and (4) capital expenditures that the Conpany
commtted to make in prior Fiscal Years but has

determ ned not to nmake, less (y) the sumof (1)
paynents on any debt obligation of the Conpany and (2)
capi tal expenditures that the Conpany has committed to
make in the rel evant period. %I

Li ke the conversion rights, these distribution rights were
not a point of negotiation between the parties; the | anguage
addressing these distribution rights appears to have been drafted

by Shearman & Sterling, on behalf of Rockport Capital. Because

122 Wth respect to any annual distribution made to hol ders
of preferred interests, the term“Unpaid Distribution” nmeans:
“the amount equal to the Full Distribution mnus the Excess Cash
Fl ow, provided, that such amount shall not be deened to be an
Unpaid Distribution if such amount has been previously
distributed to holders of Preferred Interests.”

123 “Operating Cash Flow is defined as: “the gross revenues
of the Conmpany fromits businesses that are actually received
| ess the expenses associated with such businesses that are
actually paid.”
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the distribution rights were contingent on SMP s generating
excess cashflow, there was no guarantee that SMP woul d ever make
distributions. It was highly unlikely that SMP woul d generate
excess cashflow. In the first place, SMP was not an operating
conpany. As a practical matter, it could not and woul d not
generate operating cashflow, its only assets were the $20 nmillion
in cash and the SMHC recei vabl es and stock. SMP s purported film
di stribution business was in SMHC, a separate corporate entity
that was, by and | arge, devoid of assets and conpletely
insolvent. |Inasnuch as M. Lerner controlled both SMP and SMHC,
if the banks failed to exercise their put rights, it is highly
unlikely that M. Lerner would allow SMP to generate excess
cashflow, triggering these distribution rights.!* |Instead, if
SMHC were to generate any inconme, M. Lerner could effectively
| ock up that income in SMHC, wait out the put period, and convert
t he banks’ preferred interests into preferred debt, which could

t hen be redeened for $5 mllion.

124 The LLC agreenent appointed M. Lerner manager of SMP and
aut hori zed himto manage the business and affairs of SMP. M.
Lerner was given the ability to act on behalf of SMP in
connection wth its day-to-day affairs or otherwise. H's powers
i ncl uded, specifically, the power to convert the preferred
interests into preferred debt or to redeemthe preferred
interests (in the case of conversion notice), and to appoint
enpl oyees, officers, or additional nmanagers of SMP.
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e. Carolco Securities

Petitioner points to Generale Bank’s and CLIS s interest in
receiving the future value of the Carolco securities that SMHC
hel d as evi denci ng econom ¢ substance in the banks’ preferred SMP
menbership interests. Petitioner points out that even after
Ceneral e Bank and CLI S exercised their put rights, SMP continued
to treat CGenerale Bank and CLIS as partners, sending those
entities Schedules K-1 for each year fromthe tinme the banks nade
their contributions.

CGenerale Bank’s and CLIS s retained interest in the Carolco
securities does not reflect a long-termcommtnent to SMP or SMHC
or lend substance to their purported nenbership interests.

Al though the Carolco securities were to be held in SVHC, whatever
val ue m ght have been realized on the Carolco securities had
nothing to do with SVMHC, SMP, or any prospective film

di stribution business. Instead, Generale Bank and CLIS had tied
up whatever value that remained in the Carolco securities as a
contingent anount in their put purchase price.

Amendnment No. 1 al so gave the banks certain preferred
distribution rights to any value that m ght be realized froma

l'iquidation of the Carolco securities.!® Petitioner points to

125 Wth respect to the Carol co subordi nated notes, Anendnent
No. 1 provided that as pronptly as practicable after the “SN
Li qui dation Date”, SMP would distribute to holders of preferred
interests pro rata in accordance with their respective preferred
(continued. . .)
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these preferred distribution rights and cl ainms that the existence
of these rights denotes sonme econom c incentive on the part of
t he banks to stay in SMP. Nonethel ess, these preferred
distribution rights parallel, alnost precisely, the terns of the
contingent put price for the banks’ preferred interests. They
af forded the banks no additional advantage fromremaining in the
SMP partnership rather than exercising their put rights on
Decenber 31, 1996--in either case, the banks would receive
what ever value m ght be realized on any liquidation of the
Carol co securities. Because we find that the banks had every
econom c incentive to exercise their put rights, these preferred
distribution rights are irrel evant.

To the extent that petitioner may be suggesting that
Ceneral e Bank and CLIS continued as partners in SMP because of
the conti ngent paynment anmount, we di sagree. Wen General e Bank
and CLIS exercised their put rights at the end of Decenber 1996,
they divested thensel ves of whatever remaining interests they had
in SMP. The contingent paynent anmpunt was not a conti nuing

partnership interest; instead, that amount was part of an open

125, .. conti nued)
capital accounts the lesser of: (i) $7 mllion; and (ii) the “SN
Li qui dation Value.” Wth respect to the Carolco preferred stock,
Amendnent No. 1 provided that as pronptly as practicable after
the “PS Liquidation Date”, SMP would distribute to the hol ders of
preferred interests pro rata in accordance with their respective
preferred capital accounts the lesser of: (i) $3 mllion, and
(1i) the “PS Liquidation Value”.
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transaction which was tied to Generale Bank’s and CLI S s exercise
of the put rights. Moreover, the fact that SWMP continued to send
General e Bank and CLI'S Schedul es K-1 cannot obscure that those
entities effectively exited SMP on Decenber 31, 1996. The only
question at that point was whether Generale Bank and CLIS woul d
recei ve any additional paynment for their preferred interests on
account of the Carolco securities.

Petitioner points to a docunent entitled “Amendnent No. 37,
whi ch provides that Ceneral e Bank and CLIS, as the original
hol ders of the preferred interests in SMP, would have conti nui ng
interests in certain annual distributions relating to the
i quidation of the Carol co subordinated notes and the Carol co
preferred stock that SVHC hel d.'?® These distribution rights
closely track the distribution rights that were originally
provided in Arendnent No. 1 and, |ikew se, parallel the
contingent put price in the side letter agreenent.?” |nsofar as

the exercise of the put rights already established the banks’

126 Apparently, on the basis of this docunent, M. Lerner, on
behal f of SMP, continued to send Schedules K-1 to CGeneral e Bank
and CLI S.

127 pursuant to the side letter agreenent, General e Bank and
CLIS were entitled to receive a “Contingent Anount” on the
exercise of their put rights. This contingent anmount was payabl e
to the banks by Rockport Capital on (1) the “SN Liquidation Date”
in an anount equal to each seller’s percentage of the | esser of
$7 mllion and the “SN Liquidation Value” and (2) the “PS
Li qui dation Date” in an anmount equal to each seller’s percentage
of the lesser of $3 million and the “PS Liquidation Val ue”.
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rights to the contingent paynent anount, as part of an open
transaction, the distribution rights in Anendnment No. 3 are
redundant and unnecessary. The banks were already entitled to
any value that mght be realized on the Carol co securities.
There was no need to “rejoin” SMP to receive their contingent put
price.

Further, it is unclear whether Generale Bank or CLIS ever
acceded to the execution of Amendment No. 3. Petitioner clains
that he executed this anmendnent to the SMP LLC agreenent after
speaking to M. Jouannet sonetine in 1997. M. Lerner clains
that he instructed his attorneys at Shearman & Sterling to
prepare this anendnent, which he then signed as manager of SMP.
No representative of Generale Bank or CLIS signed this amendnent.
There is no evidence that CGenerale Bank or CLIS was aware of this
amendnent. M. Jouannet never asked M. Geary to review
Amendnment No. 3, even though M. GCeary testified that M.
Jouannet woul d have asked himto review such a docunent prior to
having COR s interest affected by it.

2. Econom ¢ Benefits for the Ackerman G oup

“Econom ¢ substance depends on whether, from an objective
standpoint, the transaction was |likely to produce econonc

benefits aside fromtax deductions.” Wnn-Dixie Stores, Inc. v.

Comm ssioner, 113 T.C. at 285 (citing Kirchman v. Conm ssioner,

862 F.2d at 1492; Bail Bonds by Marvin Nelson, Inc. V.
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Commi ssioner, 820 F.2d at 1549). Courts have refused to

recogni ze the tax consequences of transactions which do not
appreci ably affect the taxpayer’s beneficial interests except for

tax reduction. See, e.g., Knetsch v. United States, 364 U S. at

366; ACM Pship. v. Comm ssioner, 157 F.3d 231, 248 (3d G

1998), affg. in part, revg. in part, dismssing in part, and
remandi ng on other grounds T.C Meno. 1997-115.

I n exchange for the banks’ “contributions” to SMP, the
Ackerman group paid an upfront $5 million advisory fee to CLIS
and irrevocably agreed to purchase the banks’ preferred interests
for $5 mllion, which it placed in a bl ocked account upon the
closing of the transaction. As explained in greater detai
bel ow, however, these inducenents exceeded the val ue of the
contributions that the banks made to SMP. The SMHC recei vabl es
and stock that CGeneral e Bank and CLIS contributed to SMP did not
add any appreciable value to that enterprise. Any value that
m ght have existed in those contributed properties was contingent
on SMHC s ability to generate incone. All objective indications
are that SVHC had no such ability and coul d not reasonably have
been expected to have any such ability, wi thout a nmass infusion
of new capital.

At the tinme of the transaction between the banks and the
Ackerman group, SVHC held only three significant “assets”: (1)

The EBD filmlibrary; (2) the Carolco securities; and (3) large
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anmounts of unused NOLs. On the basis of all the evidence in the
record, we conclude that none of these assets had any significant
value. The EBD filmlibrary was a “broken” collection of B film
titles wth m ssing physical elenents, a fragnented chai n-of -
title history, and limted or expiring distribution rights. The
banks had effectively tied up any value that SIWVHC m ght realize
on the Carolco securities. Use of the NOLs in SMHC was dependent
on avoi ding an ownership change for purposes of section 382 and,
nmore inportantly, was dependent on SMHC s generating incone,
whi ch coul d not occur w thout new capital.

VWhat ever intangi bl e value m ght have arisen fromthe banks’
participation in the enterprise is obviated by the parties’
prearrangenent and the economc reality (just discussed) that the
banks would exit the partnership as soon as possi bl e--which they
did, 20 days into their purported film business with the Ackerman
group. Thus, given the absence of appreciable value in the
contributed properties and the banks’ intentions of exiting the
partnership, the objective realities of the transaction conpel
the conclusion that, apart fromtax benefits, the Ackerman group
had no reasonabl e expectati on of recouping the $10 mllion they
pai d the banks as an inducenent to enter into the partnering
transaction. Consequently, the economc realities lead us to
conclude that this $10 mllion anbunt was paid, not as an

i nducenment for entering into the partnership, but for the $1.7
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billion in tax attributes that the Ackernman group acquired in the
transacti on.

In the discussion that follows, we explain in detail the
basis for our conclusion that SVHC s three assets (the EBD film
library, the Carolco securities, and the unused NOLs) had no
significant value at the tinme of the transaction in question.

3. EBD Fil mLibrary

The parties have offered expert witnesses to opine on the
value of the EBD filmlibrary at the tinme of the transaction in
guestion. As explained below, after carefully considering this
expert testinony, we conclude that the EBD filmlibrary had no
significant value at the tinme of the transaction in question.

a. Petitioner’'s Expert

Steven L. Wagner is a principal at Deloitte & Touche. He
speci alizes in business valuation and issues relating to the
entertai nment industry. M. Wagner is accredited by the
Associ ation for Investnent Research and Managenent as a chartered
financial analyst, is an accredited nmenber (business val uation)
of the Anmerican Society of Appraisers, and has participated in
the financial advisory services industry for nore than two
decades.

M. Wagner submtted an expert report appraising, as of
Decenber 11, 1996, the 65 filmtitles that CLIS contributed to

SVMHC on Decenber 10, 1996. Hi s report assunes: (a) That all the
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physi cal elenents associated with the 65 filmtitles are
avai l abl e, and (b) alternatively, that physical elenments for only
sonme of the filmtitles are available. 1In estimating the fair
mar ket value of the EBD filmtitles, M. Wagner relied upon the
i ncome approach. Because of the market limtations associated
with Bfilmtitles, M. Wagner forecast incone only for VHS
(Video Hone System sales into the rental market.

i | ncone Projections

M. Wagner projected the nunber of gross units shipped per
filmtitle on the basis of information obtained from Adans Medi a
Research (AMR), a nedia and entertai nnment data research firm 28
M. Wagner isolated the AVMR data for 270 filmtitles that he
found to be conparable to the EBD filmtitles.'?® Using
“STARneter” ratings found on the “Internet Mvie Database
("IMDb’),” M. WAgner then separated the 270 filmtitles into two
groups: (i) titles with nore well-known actors; and (ii) titles

with | esser-known actors.® He further categorized the 270 film

128 AMR provided information for filmtitles that were
rel eased direct-to-video by independent distributors for the
period 1994 through Sept. 30, 1996.

129 M. Wagner assuned that the EBD filmtitles would be
conparable to filmtitles that were rel eased direct-to-video by
i ndependent st udi os.

130 According to | MDb, its STARneter rankings provide a
snapshot of an actor’s popularity based on input from | Mb users;
the ratings are based on several statistical indicators,

i ncludi ng the frequency and nunber of people who access a
(continued. . .)
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titles according to genre (action, adventure, drama, horror,
science fiction, suspense, and thriller). Wthin each
categori zation, he conputed high, |ow, nean, and nedian units
shi pped, as well as wholesale price statistics.

M. Wagner separated the EBD filmtitles into: (i) Titles
with nore well -known actors and (ii) titles with |esser-known
actors. He categorized themaccording to genre. Using the
medi an gross units shipped fromconparable filmtitles in the AWVR
data, M. Wagner projected gross units shipped for the EBD film
titles. 3

On the basis of discussions with industry participants, M.
Wagner projected that the unit return rate for units shipped to
the rental nmarket would be 7.5 percent of the gross units
shi pped. On the basis of the nedian whol esal e prices per unit

for conparable AMR filmtitles, M. Wagner projected a $59

130, .. conti nued)
person’s web page or credits on the | MDb database. M. Wagner
anal yzed I MDb’'s STARmet er rankings using information from 2004.

131 M. Wagner applied a “discount” to the expected
performance of foreign-language filnms in the EBD filmlibrary.
He cal cul ated this discount by conparing the average perfornmance
of foreign-language filns to various other genres and applyi ng
this relationship (percentage of foreign-|language units to other
genre units) to his filmtitle categorizations. M. Wagner al so
revised the data for filmtitles in the horror genre and the
wel | - known actors/action genre category to account for drops in
units shipped in those categories in 1996.
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whol esal e price per unit for the EBD filmtitles.® On the basis
of discussions with industry participants, M. Wagner opted for a
3-year release pattern (on average, just under two filmtitles
per nonth) for the EBD filmtitles.® M. Wagner al so opted for
an even rel ease pattern for each title for each genre; i.e., if
there were 9 horror filmtitles, then 3 horror filmtitles would
be rel eased each year. On the basis of discussions wth industry
participants, M. Wagner determ ned that 80 percent of a film
title’s revenue would be received in the first year of release
and 20 percent would be received in the second year of rel ease.

| ncorporating these figures, M. Wagner conputed gross sal es
data for the EBD filmlibrary on title-by-title and year-by-year
bases.

ii. Cost Projections

M. Wagner projected costs for distributing the EBD film
titles including VHS conversion, duplication, distribution

(i ncludi ng shi ppi ng and packagi ng), cover art, and marketing

132 M. Wagner projected a | ower $47 whol esal e price per unit
for the | ess well-known actors/horror genre, because distributors
had | owered prices in 1996 to induce additional unit sales in
this category.

133 M. Wagner determned that for a typical rel ease pattern,
a distributor releases up to three filmtitles per nonth
depending on the other filmtitles that the distributor is
rel easi ng.
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costs. ¥ M. Wagner projected VHS conversion costs of $3,200 per
filmtitle and duplication and distribution costs of $2.50 per
unit. On the basis of discussions with industry insiders,
i ncluding Mchael Herz, M. Wagner projected cover art and
mar keting costs as $7,500 per filmtitle.

i Net Cashfl ows

To arrive at a net annual cashflow, M. Wagner deducted
total projected expenses from projected revenues for each EBD
filmtitle. He then aggregated the net cash flows for the EBD
filmtitles to arrive at a net cashflow for the entire EBD film
library. He applied a 40-percent tax rate to come up with the
after-tax cashflows for the EBD filmlibrary.

iv. Valuations

M. Wagner discounted the after-tax cashflows to Decenber
11, 1996, using a real weighted average cost of capital of 10
percent (rounded), arriving at a present value of $6.8 nillion
for the EBD filmlibrary. He also projected a $2.3 nmillion
anortization tax benefit for the acquisition cost of the EBD film
library. Using these figures, M. Wagner calculated a $9.1
mllion value, as of Decenber 11, 1996, for the 65 filmtitles in

the EBD filmlibrary. Aternatively, M. Wgner cal cul ated a

13 I'n estimating these costs, he assunmed that the buyer of
the EBD filmlibrary already had a distribution structure;
therefore, the costs associated with maintaining a distribution
structure were not included.
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$6.9 mllion value, as of Decenber 11, 1996, for the 52 film
titles inthe EBD filmlibrary wth confirmed physical materials.

V. Mar ket Appr oach

M. Wagner did not rely on a market approach to val ue the
EBD filmlibrary because of the difficulty in finding conparable
filmlibraries. Nonetheless, he reviewed several film and
television |ibraries that were sold in the 1990s: (1) In 1990,
MCA, Inc., sold 3,100 feature filmtitles and 14,000 TV epi sodes
to Matsushita Electric for $6.1 billion ($356,725 per title); (2)
in 1993, New Line sold 200 features to Turner Broadcasting for
$500 million ($2.5 mllion per title); (3) in 1995, Mtsushita
El ectric sold 3,200 features and 14,000 TV epi sodes to Seagram
Co., Ltd., for $5.7 billion ($331,395 per title); (4) in 1996,
Credit Lyonnais sold 1,500 features and 4,100 TV epi sodes to M.
Kerkorian for $1.3 billion ($232,143 per title); and (5) in 1997,
Orion/ Samuel Gol dwyn sold 2,000 features to MaGM for $573 million
($286,500 per title).® On the basis of this information, M.
Wagner concl uded that the approxi mately $140,000 price per title
that he determned for the 65 EBD filmtitles “appears to be not

unr easonabl e.”

135 The filmlibrary that New Line sold to Turner
Broadcasting included the filmtitles: “Teenage Miutant N nja
Turtles”, “Msery”, and “City Slickers”. The filmlibrary that
Orion/ Sanuel Gol dwn sold to MAM i ncl uded the Acadeny Award-
winning filmtitles: “Amadeus”, “Platoon”, “Dances Wth Wl ves”,
and “The Silence of the Lanbs”.
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b. Respondent’s Expert

Richard L. Medress is the founder and president of C neval,
LLC, an i ndependent consulting practice that specializes in
theatrical and television filmlibrary valuations. M. Mdress
has nore than 15 years of experience in the entertainnent
i ndustry and has val ued a nunber of major studi o and i ndependent
filmlibraries for owners, |enders, and potential investors.

Bef ore establishing his own consulting business in 1995, M.
Medress was a vice president in the Entertai nnent |ndustries

G oup and in the Corporate Finance Division at Chem cal Bank (now
JP Morgan Chase). M. Medress is a nenber candi date of the

Aneri can Soci ety of Appraisers.

M. Medress submtted an expert report appraising the 65 EBD
filmtitles, as of Decenber 11, 1996, under two scenarios. Under
scenario 1, M. Medress assuned that SMHC owned the donestic home
video distribution rights to all 65 filmtitles, in perpetuity.
Under scenario 2, M. Medress adjusted his valuation for the
possibility that two of the filmtitles represent the sane film
and that the distribution rights to certain other filmtitles
expired shortly before or after Decenber 11, 1996. M. Medress
relied on an inconme approach, forecasting incone for VHS sales in

the rental nmarket and in the sell-through market (i.e.,
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distributor’'s sale of video units directly to retailers (e.g.,
Wal - Mart)). 136

i | ncone Projections

M. Medress prepared i ncome projections for a 10-year period
from 1996 t hrough 2006, on the basis of “reasonabl e assunptions
of demand” for the EBD filmtitles in 1996. M. Medress assuned
that nost of the filmtitles in the EBD filmlibrary were
previously released in video in the United States, that demand
for the filmtitles was constrained by their age and their having
been previously exploited in video, and that the distribution of
many titles in the library was constrained by their sexual and
shock exploitation subject matter. ¥

In scenario 1, M. Medress projected 10 filmtitles in
rental and 55 filmtitles in sell-through. 1In scenario 2, M.
Medress projected 10 filmtitles in rental for each of the years
in the projection period, 47 sell-through filmtitles in 1997,
and 45 sell-through filmtitles for each of the years 1998

t hr ough 2006. 138

138 M. Medress anal yzed the possibility of distributing the
EBD filmtitles in DVD format; however, he concluded that
rel easing those filmtitles in DVD format did not nmake econom c
sense on the basis of the estimates in place in 1996.

137 According to M. Medress, certain video chains (e.qg.
Bl ockbuster) and retailers (e.g., Wal-Mart) would not stock film
titles of this nature

138 M. Medress does not identify which 10 filmtitles from
(continued. . .)
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M. Medress assunmed that in 1997 (the first full year after
SMP acquired SIVHC) 500 units woul d be shipped for each of the 10
filmtitles distributed in the rental market, and that this
anount woul d decline by 2.5 percent per annumas the filmtitles
continued to age. For scenario 1, M. Medress divided the film
titles distributed in the sell-through market into 10 “G oup 1”
filmtitles and 45 “Goup 2" filmtitles. For scenario 2, M.
Medress divided the filmtitles distributed in the sell-through
market into 9 “Goup 1” and 38 “Goup 2" filmtitles for 1997,
and 9 “Goup 1” and 36 “Goup 2” filmtitles for 1998 through
2006. M. Medress assuned, in both scenarios, that 5,000 units
woul d be shipped for each of the “Goup 1” filmtitles and 100
units woul d be shipped for each of the “Goup 2" filmtitles, and
that after 1997 the unit shipnents would decline by 2.5 percent
per annum 13

Havi ng determ ned that shipnents of rental units that had
been in release for sone tine would have a lowreturn rate, M.
Medress assigned the EBD filmtitles a 5-percent return rate.

For the EBD filmtitles distributed in the sell-through market,

138(, .. continued)
the EBD filmlibrary would be distributed in the rental market.
Typically, as the figures reflect, units sell at higher price
points in the rental market (e.g., $44.95) than in the sell-
t hrough market (e.g., $7.99).

139 M. Medress does not explain his division of the EBD film
l[ibrary into “Goup 1" and “Goup 2” filmtitles or identify
which filmtitles were placed into those respective groups.
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M. Medress assunmed a 20-percent return rate, which he regarded
as “typical of sell-through product.”?

Because of the age of the EBD filmtitles, M. Medress
sel ected a $44.95 whol esale price for rental units, which was at
the lower end of the range for direct-to-video titles rel eased by
i ndependent studios. On the basis of his industry know edge, M.
Medress used a $7.99 whol esal e price for sell-through units.

M. Medress did not incorporate a release pattern into his
projections; he assuned that inconme would be received evenly over
his 10-year projection period (wth the exception of the annual
2.5-percent decay rate discussed above).

| ncorporating these figures, M. Mdress conputed gross
sales data for the EBD filmlibrary on a year-by-year basis.

ii. Cost Projections

On the basis of his industry know edge, M. Medress
projected $2. 75 in manufacturing, packaging, and shipping costs
per unit and marketing costs equal to 10 percent of gross sales.

M. Medress al so projected adm nistrative overhead at what he

140 M. Medress assuned that 98 percent of returned units
woul d be recycled into sales; he nade an adjustnent in the
foll ow ng year for the manufacturing costs of the returned units.
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ternmed an “appropriate” rate of 10 percent of gross sal es.
M. Medress did not project any conversion costs.

i Net Cashfl ows

After deducting manufacturing, packaging, shipping, and
mar keti ng costs, M. Medress derived net receipts for the EBD
filmlibrary fromits projected distributions in the rental and
sell -through nmarkets for each of the years in the 10-year
projection period. M. Medress conbined the net receipts for the
rental and sell-through distributions and subtracted his
proj ected overhead fromthese yearly figures.

M. Medress calculated a term nal value for the EBD film
i brary based on projected cashflows for 2006, assum ng that
units shi pped woul d continue to decline beyond 2006 at an annual
rate of 2.5 percent. M. Medress then conputed the total
cashfl ows for each year in his projection period, including the
termnal value of the EBD filmlibrary in his 2006 projections.
M. Medress applied a 44.5-percent (conbi ned Federal and New York

State) tax rate and added an anortization tax benefit for each of

141 M. Medress projected overhead for the EBD filmlibrary
at a rate that he regarded as “typical” of a small distribution
conpany. He assuned that the EBD filmlibrary was, or would be,
part of a business that distributed other filns, resulting in
| oner overhead costs.
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the years in his projection period to arrive at net after-tax
cashfl ows. 142

iv. Valuations

M. Medress determ ned the present value of future cashfl ows
using a discount rate of 11.8 percent cal culated on an industry
basis wth the buil dup nethod, adjusting for inflation, conpany
size, and the fact that a filmlibrary of conpleted filmtitles
does not have the sanme business risk as the full range of
busi ness activities of conpanies engaged in film production and
di stribution.

Under scenario 1, M. Medress concluded that the fair market
value of the 65 EBD filmtitles, as of Decenmber 11, 1996, was
$1.6 million (rounded). Under scenario 2, M. Medress determ ned
that the fair market value of the EBD filmtitles, as of Decenber
11, 1996, was $1.5 mllion (rounded).

V. Mar ket Appr oach

M. Medress did not use a market approach in valuing the EBD
filmlibrary. Nonetheless, as a reality check on his
concl usi ons, he conpared the average value per title fromhis
anal ysis ($24,219) with the average price per title fromthe sale
of the LIVE Entertainnent filmlibrary ($68,000), which occurred

approximately 4 nonths after Decenber 11, 1996. M. Medress

142 M. Medress anortized the projected purchase price for
the EBD filmtitles on a pro rata basis according to the
projected gross receipts fromthe filmtitles.
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opi ned that the $68,000-price per title represents: “an anount
that investors were willing to pay for a library that included
many titles that were significantly stronger than the titles in
the SMHC Film Library.” 1In considering the |lesser quality of the
EBD filmtitles, M. Medress concluded that his estimte of
$24,219 per title for the EBD fil mrights appeared reasonabl e.

c. Court’'s Analysis

i Reconci li ati on of Expert Opinions

Bot h experts used an incone approach, a discounted cashfl ow
analysis, in valuing the EBD filmrights. In their discounted
cashfl ow anal yses, both experts nade sal es projections based on
t he nunber of VHS units shipped in the rental or sell-through
market. In valuing the EBD filmrights, both experts relied on
information from AMR and the | MDb dat abase. Both experts assuned
that SMHC had no responsibility for residual paynents to guilds,
participations to talent, or shares to producers.

Nei t her expert relied on projections for sales in the DVD
format. Neither expert relied on the revenue-sharing pricing
nodel (Rentrak) for the rental market that evolved after 1996
Nei t her expert considered direct sales of videos via the
Internet. Neither expert assigned any value to the 26
devel opnent projects or the sequel rights to any of the EBD film

titles.
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M. Wagner and M. Medress are reasonably close in their
estimated return rates (7.5 percent vs. 5 percent, respectively)
for distributed units in the rental market. M. WAagner does not
question M. Medress’ estimated 20-percent return rate for
distributed units in the sell-through market. The experts do not
guestion each other’s wei ghted average cost of capital, discount
rate, or tax rate figures. The experts are also in basic
agreenent as to manufacturing, packagi ng, and shi pping costs
($2.50 per unit to $2.75 per unit); however, they disagree on
mar keti ng costs and whether, and to what extent, overhead expense
shoul d be considered. In nmaking his inconme projections, M.
Medress consi dered the sexual and shock exploitation nature of
sonme of the EBD filmtitles; M. Wagner did not. The experts
express general disagreenent regarding their respective
met hodol ogi es and what assunptions should be considered in
projecting an incone streamfor the EBD filmtitles.

ii. Exclusion of Certain FilmTitles

Bot h experts present alternative valuations that exclude
certain filmtitles fromthe EBD filmlibrary. Wth respect to
sone filmtitles, their exclusions overl ap.

Relying on the records that Troy & Goul d obtai ned, M.
Wagner determned that the followng 13 filmtitles in the EBD
filmlibrary did not have confirned physical materials: “Alley

Cat”, “Bonbay Tal kie”, “Cardiac Arrest”, “Courtesans of Bonbay”,
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“Escape from Venice”, “Equinox”, “Mther & Daughter: Loving War”,
“Nasty Hero”, “CQutlaw Force”, “Sticks and Stones”, “Throne of
Vengeance”, “War Cat”, and “Zonbie”.* On the record before us,
we believe that the absence of physical materials for these film
titles is a fact that was reasonably di scoverable on Decenber 11,
1996. We also believe that the hypothetical willing buyer would
not have paid for rights to filmtitles that did not have
confirmed physical materials. Consequently, our valuation of the
EBD filmlibrary does not account for the 13 filmtitles that M.
Wagner identified as not having confirmed physical materials.

I n making his scenario 2 projections, M. Mdress excluded 9
filmtitles, including: “Bonbay Tal kie”, “Courtesans of Bonbay”,
“Danger Zone”, “Hull abal oo Over Georgia”, “Hunter’s Bl ood”,

“Mot her & Daughter: Loving War”, “Qctavia”, “Shakespeare Wall ah”
and “Sticks and Stones”.!* An internal nmenorandumthat Troy &
Goul d prepared during its due diligence confirns that the

distribution rights to those filmtitles were set to expire

143 M. Wagner nade no sales projections for the filmtitles
“Escape from Venice” and “Equi nox”, because those filmtitles
were not included in the | VDb database. 1In addition, M. Medress
treated the filmtitles “Return of the Conqueror” and “Throne of
Vengeance” as the sanme filmin making his scenario 2 projections.
From other information that M. Medress submtted, it also
appears that the filmtitles “Equi nox” and “The Beast” may be the
same film

144 W have al ready excluded the filmtitles “Bonbay Tal kie”,
“Courtesans of Bonbay”, “Mdther & Daughter: Loving War”, and
“Sticks and Stones” because of the absence of confirnmed physical
materials for those filmtitles.
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before or shortly after Decenber 11, 1996. The Troy & Gould
menor andum i ndi cates that the distribution rights to the film
title “Danger Zone” were set to expire on or about January 26,
1997; that the distribution rights to the filmtitles “Bonbay
Tal ki e”, “Courtesans of Bonbay”, “Hullabal oo over CGeorgia”, and
“Shakespeare Wal |l ah” were set to expire on or before Cctober 24,
1996; that the distribution rights to the filmtitle “Hunter’s
Bl ood” were set to expire on or about June 3, 1997; that the
distribution rights to the filmtitle “Mther & Daughter: Loving
War” were set to expire no later than March 31, 1997; that the
distribution rights to the filmtitle “Cctavia” were set to
expire on or about March 7, 1996; and that the distribution
rights to the filmtitle “Sticks and Stones” were set to expire
on or about January 12, 1995.1%° |n the Court’s view, a
hypot hetical willing buyer would not pay for rights that were
expired or expiring. Since this information was reasonably
di scoverabl e as of Decenber 11, 1996, we exclude the filmtitles
that M. Medress identified fromour valuation of the EBD film

library. 14

145 This information from Troy & Gould is consistent with
John Peters’s testinony that, on the instructions of CDR or EBD
he selected filmtitles with rights that were expired or
expi ring.

146 petitioner contends that even if the rights to sonme of
the EBD filmtitles “expired wthin two years after the
transaction, there would still be sonme value to those rights on

(continued. . .)
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iii. Analysis of Expert Opinions

In projecting gross units shipped for the EBD filmtitles,
M. Medress selected arbitrary figures: |In the rental market,
500 units for each filmtitle; and in the sell-through market,
5,000 units for “Goup 1” filmtitles and 100 units for “Goup 2"
filmtitles. M. Medress indicates that he relied on his
i ndustry experience in arriving at these figures; however, he
does not specifically explain how he derived the figures on that
basis. M. Medress also indicates that he incorporated into his
projections certain assunptions relating to the previous
distribution history and certain characteristics (such as age and
content) of the EBD filmtitles; he fails to explain, however,
preci sely how these assunptions influenced or justified his
proj ections.

Mor eover, M. Medress does not indicate which filmtitles he
considered for distribution in the rental and the sell-through
mar kets, and which filmtitles are in “Goup 1" and “Goup 2.”

He does not explain the nethod that he used to divide the film

titles into groups or what accounts for the vast difference in

148, .. conti nued)

the transaction date.” Petitioner provides no evidentiary basis
for his contention, which appears to rest on speculation. W are
not persuaded by petitioner’s contention. It is reasonable to

assunme that a hypothetical buyer would not pay any significant
anmount for rights that were subject to such an attenuated
distribution period, especially with filmtitles that were
admttedly older “B” filmtitles.
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units shipped between “Goup 1" and “Goup 2" filmtitles (5, 000
units vs. 100 units, respectively). M. Wagner, on the other
hand, made his incone projections by conparing data from AVR,
using | MDb dat abase star ratings and genre categorizations.

Al t hough M. Wagner relied on objective data to reach his
conclusions, his valuation fails to consider certain factors that
we find relevant to the valuation of the EBD filmtitles. First,
in making his projections, M. Wagner assuned that none of the
EBD filmtitles had been previously distributed. M. Mdress,
on the other hand, assuned that nost of the EBD filmtitles had
been released in video in the United States before 1996. In
maki ng these assunptions, both experts researched existing
dat abases of filmdistribution information and other sources.

M. Wagner found no record of previous unit sales for the EBD
filmtitles in the rental market but admts that “it is not

possible to precisely ascertain whether the titles are in the

¥7 I'n his rebuttal report, M. Wagner clains that he treated
the EBD filmtitles as if they were near the mddle of their
lifespan; i.e., factoring in sone |evel of previous distribution.
Nonet hel ess, in making his inconme projections, M. Wagner relied
on AMR data, which provides information only for initial release
shi pments and seem ngly does not factor in any previous
distribution of AMRfilmtitles. M. Wagner suggests that he
factored in the age of the EBD filmtitles by relying on the
medi an, rather than the higher nean, gross units shipped that he
gl eaned fromthe AVR data. W are not convinced that M.
Wagner’s use of the nmedian gross units shipped data sonehow
conpensates for the age of the EBD filmtitles. Indeed, M.
Wagner points out that the nmean figures were higher because a few
of the AMRfilmtitles did well, driving the nean beyond the
medi an.
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early or late portion of their lifespan.” M. Medress found
i nconpl ete and unsatisfactory information regarding the
distribution history of the EBD filmtitles in both the rental
and sell-through markets. M. Medress determ ned, however, that
nost of the EBD filmtitles were previously distributed, relying
on a nunber of different sources.

M. Medress relied on a letter from M chael Herz, on behalf
of Troma, to Troy & Gould which identified previous distributors

of 37 EBD filmtitles. These filmtitles included: “Alley Cat”,

“Astro Zonbies”, “Avenger”, “The Beast”, “Bonbay Tal ki e”,
“Cardiac Arrest”, “Courtesans of Bonbay”, “Danger Zone”, “Escape
fromHell”, “Fear”, “Firefight”, “Fist of Fear, Touch of Death”,
“Headl ess Eyes”, “House of Terror”, “Hull abal oo Over Georgia”,
“Hunter’s Bl ood”, “lInvisible Dead”, “Mther & Daughter: Loving

War”, “Nasty Hero”, “Ninja Hunt”, “Ninja Showdown”, “Ni nja
Squad”, “Qasis of Zonmbies”, “Cctavia”’, “Qutlaw Force”, “Platypus
Cove”, “Plutonium Baby”, *“Shakespeare Wallah”, “Sidewi nder One”,
“Sumer Canp Nightrmare”, “Terror on Alcatraz”, “This Tine |1
Make You Rich”, “Tiger of the Seven Seas”, “To Love Again”, “The
Visitants”, “Wite CGhost”, and “Zonmbie”. M. Medress also
searched the | MDb Pro database and found that the followng film
titles had al so been previously distributed: “Banana Mnster”
“Battle of the Last Panzer”, “Blood Brothers”, “Crinson”,

“Denoni ac”, “Duel of Chanpions”, “Equinox”, and “Return of the



Zonbies”. ™ Finally, M. Medress purchased 47 used vi deo tapes

of EBD filmtitles; the packaging materials indicated that those

filmtitles were distributed prior to 1996. The filmtitles

i ncl uded:

Al l ey Cat

Astro Zonbi es

Avenger

Banana Monst er

Battl e of the Last Panzer
Battl e of the Valiant
Bonbay Tal ki e

Cardi ac Arrest

Court esans of Bonbay
Crinson

Danger Zone

Denpni ac

The Beast

Erotikill

Escape from Hel

Fear

Firefight

Fi st of Fear, Touch of Death
Fraul ei n Devi |

Headl ess Eyes

House of Terror

Hul | abal oo over Ceorgi a
Hunter’ s Bl ood

| nvi si bl e Dead

Mot her & Daughter: Loving \ar
Nasty Hero

Ni nj a Hunt

Ni nj a Showdown

Ni nja Squad

Casi s of Zonbies

Cctavi a

Qut | aw Force

Pl at ypus Cove

Pl ut oni um Baby

Return of the Zonbies
Shakespeare WAl | ah

Si dewi nder One

SS Experinmental Love Canp
Summer Canp Ni ght mare
Terror on Al catraz

This Time 1’11 Make You Rich
To Love Again

Tor ment or

The Visitants

War Cat

Whi t e Ghost

Zombi e

I nsofar as any of the EBD filmtitles were previously

released to the rental market, we believe that this would have a

significant effect on demand for those filmtitles and al so would

148 M. Medress obtained point-of-sales data from Ni el sen
Vi deoScan for 11 of the EBD filmtitles; however, his agreenent
with that conpany precludes himfromrevealing the filmtitles.
M. Medress al so reviewed the Video Source Book editions for
1985, 1987, 1989, 1992, and 1996, which indicated that 60 of the
EBD filmtitles were listed as available in 1992 or earlier.
M. Medress indicates that the Video Source Book is consistent
with the infornation he obtained from ot her sources.
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tend to influence their distribution to the sell-through market
at lower price points as opposed to the rental market with its
hi gher price points. For this reason, M. WAgner’s expert report
grossly overstates the incone projections for the EBD film
titles.

W were al so troubled by M. WAgner’s assunptions that 80
percent of the projected revenues fromthe EBD filmlibrary would
be generated in the filmtitle s first year of release and 20
percent would be generated in the second year of release. M.
Wagner’ s assunptions effectively frontload his unit projections
into the first 2 years of distribution. |In conbination with his
3-year release pattern, these assunptions have the effect of
projecting all cashflows for the EBD filmlibrary into a 4-year
period (1997, 1998, 1999, and 2000). Since we are not persuaded
that the hypothetical willing buyer of the EBD filmlibrary would
distribute all the EBD filmtitles in so short a period, we are
|l ed to conclude that M. Wagner’s revenue assunptions overstate
the present val ues of projected cashflows fromthe EBD film
library.

M. WAgner assumed a nedi an $59 whol esal e price for the
rental market, whereas M. Mdress used a $45 whol esal e price at
the I ower end of the spectrum of wholesale prices. Gven the age
and nature of the EBD filmrights, M. Medress’ |ower whol esale

price is nore reasonable.
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M. Wagner determned that the filmtitles in the EBD film
library were produced “several” years before the valuation date.
Specifically, three of the filmtitles were produced in the

1950s, 12 in the 1960s, 25 in the 1970s, 24 in the 1980s, and 1

in the 1990s:

Al l ey Cat 1982 I nvi si bl e Dead 1971
Astro Zonbi es 1967 Jungl e Master 1972
Audi ti ons 1995 Mot her & Daughter: Loving \ar 1980
Avenger 1961 Nasty Hero 1987
Banana Mbnst er 1971 Ni nj a Hunt 1987
Battl e of the Last Panzer 1969 Ni nj a Showdown 1987
Battle of the Valiant 1963 Ni nj a Squad 1987
Beast, The 1971 Qasi s of Zonbies 1983
Bl ood Brothers 1974 Cct avi a 1984
Bl ood Castl e 1971 Qut | aw Force 1987
Bonbay Tal ki e 1970 Pl at ypus Cove 1986
Cardi ac Arrest 1980 Pl ut oni um Baby 1987
Cart hage in Fl ames 1959 Return of the Conqueror 1964
Cold Steel for Tortuga 1965 Return of the Zonbies 1973
Conqueror and the Enpress 1964 Shakespeare \Wal | ah 1965
Courtesans of Bomnbay 1985 Si dewi nder One 1977
Crinmson 1973 SS Camp 5 1976
Danger Zone 1951 SS Experinental Love Canp 1976
Denoni ac 1974 Sticks and Stones 1970
Duel of Chanpions 1961 Sunmer Canp Ni ght mare 1987
Equi nox 1971 Terror on Alcatraz 1986
Erotkill 1973 The Sword & The Cross 1958
Escape from Hel | 1979 The Visitants 1988
Escape from Venice 1979 This Time 1’11 Make You Rich 1975
Fear 1988 Throne of Vengeance 1964
Firefight 1987 Ti ger of the Seven Seas 1963
Fi st of Fear, Touch of Death 1981 To Love Again 1980
Fraul ei n Devi l 1977 Tornentor[s], The 1971
Headl ess Eyes 1971 War Cat 1987
House of Terror 1972 VWi te Ghost 1986
Hul | abal oo over GCeorgia 1978 \White Sl ave 1986
Hunter’s Bl ood 1987 Zonhi e 1979
I nvincible G adiators 1964

It is clear fromthese production dates and M. Wagner's
observations that the EBD filmlibrary represented a |library of
older filmtitles. Both experts agree that older filmtitles,
except perhaps for classics, would be less in demand than recent

producti ons.
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I n maki ng his income projections, M. Wagner considered the
age of the EBD filmtitles in choosing between the higher nean
and | ower nedian gross units shipped fromthe AVR data:
“Typically, this step in the process would have been perfornmed
using the nean. However, the SMH titles were ol der; and
therefore; the nunber of gross shipnents was determ ned to be
| oner than the nean indication fromthe AMR data.” On this
basis, M. WAgner used the nmedian gross units shipped and nedi an
whol esal e prices per unit that the AMR data suggest ed.
Nonet hel ess, it appears that nost, if not all, of the 270 film
titles in the AVR data were recently produced. For this reason,
we are not persuaded that choosing the nedian over the nmean gross
units shi pped and whol esal e prices per unit fromthe AMR data
properly accounts for the age of the EBD filmtitles. Instead,
the age of the EBD filmtitles suggests that the gross units
shi pped and whol esale prices per unit for those filmtitles would
be at the lower end of the spectrumof the AVR data. Insofar as
M. Wagner relies on the nedian data, he has overstated his
proj ections.

Al t hough M. Wagner did not assunme any theatrical rel eases
(e.qg., releases to novie theaters) in his expert report, in his
rebuttal report he points to certain data indicating that 16 of
the EBD filmtitles were theatrically released in the U S

donmestic market and 22 of the filmtitles were theatrically
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released in the international nmarket.#® M. Wagner did not
incorporate this data into his valuation analysis; however, he
posits that these theatrical rel eases woul d enhance his val uation
of the EBD filmtitles because of increased consuner awareness.
After exam ning the additional data that M. Wagner presented, we
cannot agr ee.

M. Wagner’'s data indicates that all but one of the donestic
theatrical releases occurred between 1951 and 1980. The only
exception is “Summer Canp Nightmare,” which had an April 1987
rel ease date. Likew se, nost of the international theatrica
rel eases occurred between 1960 and 1979. Two filns were rel eased
in 1983, two in 1985, and one (“Nasty Hero,” which has no
confirmed physical materials) in 1992 . Gven the significant
time period between these supposed theatrical releases and 1996,
we are not convinced that the filmtitles would have benefited
froma theatrical release. Mreover, we are not convinced that
the international theatrical release of admttedly “B” film
titles would translate into increased consuner demand in the U S
donesti c market.

iv. Concl usion

In general, we found both expert opinions unsatisfactory.

On the one hand, M. Medress’ nethodol ogy contains considerabl e

149 M. Wagner found data for two other theatrical rel eases
but could not determ ne whether those filmtitles were rel eased
to the donestic or international market.
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gaps; for instance, he fails to explain certain inportant
assunptions and conclusions. M. Mdress’ nethodol ogy appears
hi ghly subjective. On the other hand, M. Wagner’s net hodol ogy
of fers an objective basis for estimating the initial gross units
shi pped for the EBD filmtitles; however, his inconme projections
are highly overstated. Inportantly, M. Wagner did not account
for any previous distribution of the EBD filmtitles.

Despite our m sgivings about M. Medress’ nethodol ogy, we
are persuaded that his inconme projections for the EBD filmtitles
are nore realistic than M. Wagner’s highly overstated
projections. |If we were relying solely on the expert opinions,
we woul d conclude that the EBD filmrights had a val ue as of
Decenber 11, 1996, which did not exceed the value M. Medress
determined in his scenario 2; i.e., $1.5 mllion. Nonethel ess,
we find that certain additional factors, which the experts did
not consider, indicate a nuch | ower val ue.

I n meking their respective valuations, both experts were
hanpered by the | ack, or inconsistency, of information relating
to the EBD filmtitles. Neither expert inspected the physical
materials for the EBD filmtitles. Neither expert considered
whet her the existing physical materials were capabl e of
reproduction. Neither expert considered the inpact of chain-of-
title and copyright issues relating to the EBD filmtitles. The

record denonstrates, however, that there were significant gaps in
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the chain-of-title for nost, if not all, of the EBD filmtitles.
Even a cursory review of available information as of Decenber 11,
1996, woul d have denonstrated these gaps. Mreover, CLIS s
contribution of the filmrights to SVHC and the transfers | eading
up to that contribution do not establish specifically what rights
SMHC obtained in the EBD filmtitles. 1In the Court’s view, a
hypot hetical willing buyer either would have demanded sone
reasonabl e assurance of SMHC s rights in the EBD filmtitles or
woul d have required a substantial discount to account for the
gaps in the chain-of-title and possible liabilities for illegal
di stribution. 0

At trial, John Peters of Epic Productions testified
regarding the nature and the condition of the EBD filmtitles
that CLIS contributed to SMHC. M. Peters was charged with
selecting the EBD filmtitles for CLIS s contribution to SVHC, he
was instructed to select filmtitles that would not affect the
overall value of the CDR library. He selected filnms that had

very little value, filns wth distribution rights that were set

150 Bahman Nar aghi, who has consi derabl e experience in the
filmed entertai nment business, testified that a conpany’s rights
inits notion pictures play a critical part in the fil nmed
entertai nment business, because “That’s what is valued.” He
testified that chain-of-title confirnms the validity of those
rights and provides the basis for proper copyright filing and
protection of copyrights. He testified that copyrights secure
the fundanental rights on any given filmtitle in the form of
intellectual property in all jurisdictions of the world that
observe copyright |Iaws and, therefore, guarantee the right to
receive incone derived fromthe exploitation of filmrights.
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to expire, and | ow budget exploitation-genre filns. M. Peters
selected only the “U S. Video FilmR ghts” for the EBD film
titles. M. Peters testified that nmany of the physical naterials
for the EBD filmtitles were stored at the Epic warehouse, a
facility that was not secured and was not tenperature- or
hum dity-controlled. M. Peters’s testinony and his uni que
know edge of the nature and condition of the EBD filmtitles
seriously underm ne petitioner’s position that the EBD film
titles had a value in the range of $6.9 to $9 nillion.

The veracity of M. Peters’s testinony is confirnmed by
SMHC s treatnent of the EBD filmtitles following their
contribution. SMHC, as the purported owner of the EBD film
rights, did not regard those filmrights as having any val ue.
| ndeed, following CLIS s contribution of the EBD filmlibrary to
SMHC, SWVHC reported on its draft financial statenments for the
peri od ended Decenber 10, 1996, that the value of the EBD film

library was not material to its financial statenents.™ In a

151 Petitioner contends that SVHC s financial statenments are
not relevant to the valuation of the EBD fil mrights, because the
financial statements were conpleted after Dec. 11, 1996. SMHC s
financial statenents correspond to the period ended Dec. 10,

1996, and presunably reflect SWHC s treatnent of the EBD film
rights during that tinme period. Although the financial
statenents were conpleted after Dec. 10, 1996, financi al
statenments are invariably conpleted after the financial period to
which they relate. Petitioner points to no event that changed
the value of the filmrights between Dec. 10, 1996, and the date
the financial statenments were conpleted. W find that SVHC s
treatnment of the EBD filmlibrary on its financial statements is
(continued. . .)
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docunent entitled: “Accounting in Santa Mnica Hol di ngs Book”
dated June 1, 1997, Bruno Hurstel of CDR reiterated that CLIS s
contribution of the EBD filmlibrary to SWVHC on Decenber 10,
1996, was “w thout anmpbunt”. Al so, consistent with its accounting
of the contribution, SMHC did not list the EBD filmrights as an
asset of value on its corporate tax return for the period Cctober
9 to Decenber 31, 1996. %2

These additional factors indicate that the EBD filmrights
had very little, if any, value and were in an unsatisfactory
condition when they were transferred fromCLIS to SMHC. In |ight
of the expert opinions and these additional factors, we concl ude
that the EBD filmrights had no material or consequential value
as of Decenber 11, 1996

Petitioner clains that the EBD filmrights still have
consi derabl e value. The record does not bear out this claim
The Ackerman group and Tronma have realized little or nothing on

the EBD filmrights. SWMP and SMHC di stri buted none of the EBD

181, .. conti nued)
a relevant consideration in determning the value of the EBD film
library as of Dec. 11, 1996.

12 1'n fact, in 1997, M. Lerner was willing to sell a 25-
percent interest in SMP to Inperial for $5 million. M. Lerner
represented to Inperial that SMP had “assets totaling $49 mllion
(with zero liabilities) including: $29 mllion in filmlibrary
assets (appraised value) and $20 million in cash[.] I1CI's 25%
share of the assets would equal approximately $12.25 nmillion, a
mul tiple of the proposed investnment”. The $5 million sale price,
however, effectively represented 25 percent of the $20 nmillion
cash asset with no value assigned to the filmassets.
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filmtitles. Troma distributed 6 of the filmtitles but with
very little success. For exanple, Troma began distributing
“Battle of the Last Panzer” on May 25, 1999, and had $2,034.71 in
total VHS sal es through 2000 and $182.97 during 2001. Troma
began distributing “Escape fromHell” on May 25, 1999, and had
$6,496.64 in total VHS sal es through 2000 and $3, 867. 24 during
2001. It had $10,726.90 in total DVD sal es during 2000 and
$2,529. 23 during 2001.%® Troma began distributing “Plutonium
Baby” on Cctober 24, 2000, and had $767.98 in VHS sal es through
2000 and $66.48 during 2001. Realization of these ambunts woul d
hardly justify the distribution expenses that Troma |ikely
i ncurred. 1%

4. Carolco Securities

The parties dispute whether the Carolco securities had any
val ue as of Decenber 11, 1996. Petitioner contends that as of
December 11, 1996, the Carol co securities had sone i ndeterm nabl e

val ue, perhaps as high as $10 mllion. Respondent contends that

153 Fromthese figures, it appears that the EBD filmtitles
had hi gher sales figures when they were distributed in DVD
format. Al though DVD format was foreseeable in 1996, its
potential was still virtually unknown. For that reason, none of
the experts in these cases relied upon DVD sales in valuing the
EBD filmlibrary.

154 On Nov. 4, 1996, Troma sent an invoice to Crown Capita
requesting $103,025 for the release of video and DVD for “Banana
Monster”, “Fist of Fear, Touch of Death”, “Astro Zonbies”,
“Battle of Last Panzer”, and “Escape from Hell”.
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the Carol co securities had no value. As expl ai ned bel ow, we
agree with respondent.
By Novenber 1995, Carolco faced serious financial
probl ens. 1 Once a power house in notion picture production, in

1995 and 1996 Carol co was insol vent and unable to conti nue novi e

production. Its 1993 financial restructuring had proven
unsuccessful, and Carol co decided to sell its filmlibrary,
certain projects, and its novie studio. |In the fall of 1995,

Carol co accepted a $47.5 mllion offer from Twentieth Century
Fox, foreclosing any possibility of Carolco’ s continuing as a
goi ng concern. On Novenber 10, 1995, Carolco filed a chapter 11
bankruptcy petition. 1

Prior to Decenber 11, 1996, the Debtors’ and Creditors’

Commttee had filed its first and second plans of

155 For exanpl e, Carolco’s consolidated bal ance sheets for
1993 and 1994, show that liabilities exceeded assets, thereby
i ndi cating negative net worth. These bal ance sheets al so show
that the total stockholders’ deficiency (negative net worth)
increased from $21.07 mllion in 1993 to $64,521,000 mllion in
1994. Carolco’' s consolidated statenents of operations for 1993
and 1994, show net | osses of $63,958,000 mllion in 1993 and
$43,451,000 million in 1994. Carolco’ s consolidated statenments
of cashflows for 1993 and 1994, show that net operating cashfl ow
was negative $6, 322,000 for 1993 and negative $47, 113, 000 for
1994.

15 1 n the bankruptcy proceedi ngs, Canal + made a $58 mllion
offer for Carolco s assets, which the bankruptcy court
subsequent |y approved on Mar. 21, 1996.
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reorgani zation. ' Under each of those plans, the hol ders of
Car ol co subordi nated notes were in class 10 and the hol ders of
Carol co preferred stock were in class 12. In the planned
i quidation of Carolco, holders of class 10 and 12 assets were to
recei ve nothing. According to the second plan of reorganization,
the liquidation of Carolco commenced with the sale of the Carol co
filmlibrary and continued with the sale of certain projects,
Carol co’s studio, and other assets. As a result of the sale of
these itenms, Carolco would hold approximately $60 m|1lion cash,
whi ch was the | argest asset in the bankruptcy proceeding. O her
than this cash asset, the only remaining assets of significant
val ue were certain projects and litigation clains. A disclosure
st at enent acconpanyi ng the second plan of reorganization dated
Decenber 3, 1996, presented three scenarios showi ng a range of
possi bl e outconmes fromthe Carolco liquidation. Carolco
estimated that under any of the three scenarios, class 9 through
13 creditors, including holders of the Carolco securities, would
receive nothing fromthe bankruptcy. Considering the information
avai |l abl e as of Decenber 11, 1996, it was highly unlikely that
SMVHC woul d recover anything on the Carolco securities. Cearly,

the plans of reorgani zati on and the disclosure statenent (which

157 The first plan of reorganization was filed on Sept. 13,
1996, and the second plan of reorganization was filed on Dec. 3,
1996.
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projected a “best case” scenario for the Carol co |iquidation)
showed no recovery at all to the holders of Carolco securities.

On SVMHC s draft financial statenents for the period ended
Decenber 10, 1996, it reported a charge of $60, 075, 000, which was
the entire carrying value of the Carolco securities, and
i ndi cated that the purpose for this charge was to wite down the
Carol co securities to net realizable value due to the bankruptcy
of Carolco.®™ |n a June 1, 1997, accounting of SVHC s book
accounts, M. Hurstel reiterated that there was a contribution by
MEM Hol di ngs of the Carolco securities to the capital of SMHC,
however, this contribution was accounted for on SVHC s books as
“W thout anount”. Simlarly, on SWHC s corporate incone tax
return for the taxable period October 9 to Decenber 31, 1996, the
Carol co securities were not listed as assets on Schedul e L,

Bal ance Sheets, as of Decenber 31, 1996.%° SMHC s reporting

18 The draft financial statenents state:

The aggregate carrying value of these securities on the
date contributed was $60, 075, 000. As Carolco is
currently in bankruptcy proceedi ngs, the Conpany has
recorded a charge of $60, 075,000 in these consolidated
financial statenents reflecting the wite-down of these
securities to net realizabl e val ue.

159 After CDR ceded control of SMHC s tax return filing
obligations and after the bankruptcy court had confirnmed the
fourth anended plan of reorgani zation, M. Lerner conmenced
reporting the Carolco securities as assets with value on SVMHC s
corporate tax returns. For exanple, on SWMHC s corporate incone
tax return for the year ended Dec. 31, 1997, the Carolco
securities were shown as an asset in the ending bal ance col um of

(continued. . .)
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position confirms our understanding of the value of the Carol co
securities on Decenber 11, 1996.

Petitioner nonetheless clains that there was sonme chance of
recovery on that date, and that the Carol co securities had val ue.
Petitioner first contends that the holders of the Carol co
securities had the right to object to confirmation of the plan of
reorgani zati on on any grounds that m ght cause it not to be
confirmed. See 11 U S.C. sec. 1128(b) (2000) (a party in
interest may object to confirmation of a plan of reorganization).
According to petitioner, “An objection could be nade on ‘any
ground,” and it is possible that a creditor or interest hol der
coul d negotiate a better return or distribution fromthe plan in
return for dropping its objection, even if it were a nuisance
settlenment.” Petitioner’s assertions appear to be nothing nore
t han specul ation. W cannot agree that SWVHC s right to object to
any plan of reorgani zation necessarily equates with sone el enent
of “real value” in the Carolco securities.

Petitioner also points to a report from Harch Capital
Managenent, Inc. (Harch Capital), dated Decenber 3, 1996, which
concl uded that the Carol co subordi nated notes could have a val ue

between $4 mllion and $6 mllion, and the Carolco preferred

159, . . conti nued)
Schedule L. On SMHC s corporate inconme tax return for the year
ended Dec. 31, 1998, the Carolco securities are shown in both the
begi nni ng and endi ng bal ance col unms of Schedul e L.
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stock could have a val ue between $3 million and $5 mllion. W
place little reliance on that report. |In the first instance, the
Harch Capital report was not offered into evidence for the truth
of the matters asserted therein. The Harch Capital report is a
4- par agr aph, 1-page docunent, which contains no analysis or
expl anation regarding the valuation figures. Harch Capital
states: “we are aware that Carolco is in bankruptcy and that
cl ai ms have been made with respect to the instrunents in
gquestion”, but otherw se suggests that it did not factor into its
“val uation”, any of the plans of reorganization that were filed
in the bankruptcy court. In fact, the date of the report is the
sanme date that the second plan of reorganization and its attached
di scl osure statenent were filed with the bankruptcy court.

Petitioner also relies on the fact that shares of Carol co
stock were trading in the market on Decenber 11, 1996, and have
continued to trade until the trial date. According to a rebutta
report that M. Wagner submtted, 61,000 shares of Carol co stock
were traded on Decenber 11, 1996. That report reveals, however,
that Carol co stock was trading at $0.002 per share on that date.
In considering this trading, M. Wagner opined that the val ue of
the Carolco securities was “greater than zero.” M. Wagner makes
no effort to place any nore precise value on the Carol co
securities, and he fails to explain how this market trading

equates with any possible recovery by SMHC on those securities.
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Petitioner points to the negotiations between CDR and the
Ackerman group, in which CDR sought to retain whatever val ue
m ght be realized in the Carolco securities. Petitioner contends
that these negotiations indicate that the Carolco securities had
sone value. It is unclear fromthe record, however, precisely
what CDR' s intentions were with respect to the Carol co
securities. Cearly, at the tinme these negotiations were
ongoing, it was highly unlikely that the banks (through SMHC)
woul d recover anything on the Carol co securities. Any recovery
at that tinme would have been highly specul ati ve and conti ngent on
events that were not foreseeable. Even if we were to assune that
CDR s interest indicates sone value in the Carolco securities, we
have no clear indication of what that value m ght be.

Finally, any value that m ght have been realized on the
Carol co securities would not go to the Ackerman group. | ndeed,
M. Lerner testified that the Ackerman group eval uated the
Carol co securities, but they were concerned only with the
potential negative aspects of those securities; i.e.,
liabilities. He testified that the Ackerman group had very
little control over the Carolco securities since Carolco was “in
bankrupt cy proceedi ngs, nunber one, and, nunber two, the ultinate
val ue woul d accrue to the benefit of Credit Lyonnais, which was

fine wwth us.” M. Lerner testified that because of the vari ous

ways in which CDR | aced any realizable value in the Carol co
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securities to Generale Bank’s and CLIS s preferred interests, it
was unlikely that any value fromthe Carol co securities would go
to SMP or the Ackernman group

5. Net Operating Losses

The parties agree that the unused NOLs in SMHC m ght have
had sone potential, but speculative, value to an acquirer of that
conpany; however, we have no reasonabl e basis upon which to
determ ne what that value, if any, mght be.? Any val ue that
m ght exist in the NOLs was highly dependent on the acquirer’s
nmeeting the requirenents of section 382, which limts the anount
of taxable inconme that m ght be offset by NOLs in the case of an
“ownershi p change”. Moreover, even if these requirenents had
been nmet and the NOLs had been preserved, SWVHC woul d have had to
have generated sufficient taxable incone against which to use the
NOLs. As of Decenber 11, 1996, w thout additi onal
capitalization, this prospect was, for the nost part,

unrealistic.

160 petitioner submtted the expert report and testinony of
Todd Crawford of Deloitte & Touche. M. Crawford opined that the
NOLs mi ght have had a value in the range of $620,000 to
$1, 245,000, after applying a 98- to 99-percent risk-related
discount. M. Crawford admtted at trial that his valuation was
subj ective and specul ative. For the reasons discussed infra, we
conclude that M. Crawford s analysis is unreliable and not
adm ssible into evidence.
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6. Concl usi on

We conclude that SMHC s assets (the EBD filmlibrary, the
Carol co securities, and the unused NOLs) had no significant val ue
as of the date the banks nade their “contributions” of SVHC
recei vabl es and stock to SMP. ' Consequently, w thout an
i nfusi on of new capital, SMHC had no realistic incone-generating
capacity to create value in the SMHC recei vabl es and st ock.

G ven the absence of appreciable value in the contributed
properties and the banks’ intentions of exiting the partnership,
we are not convinced that the Ackerman group entered into the
transaction with any realistic expectation of realizing any
econom c return on the approxinmately $10 mllion that they had
paid the banks as an inducenent to enter the transaction.

| nstead, the Ackerman group incurred this $10 mllion “cost” not
as part of a real-world economc investnent but in the hopes of
reapi ng enornous tax benefits and fees fromthe banks’ built-in
| osses. Consequently, the economc realities |l ead us to concl ude
that this $10 mllion anobunt was paid, not as an i nducenent for
entering into the partnership but for the $1.7 billion in tax

attributes that the Ackerman group acquired in the transaction.

181 SVMHC s draft consol i dated bal ance sheets for the period
ended Dec. 10, 1996, showed SWVHC s only assets to consi st of
property and equi pnent in the anount of $69,000. Simlarly,
SWVHC s tax return for the period ended Dec. 31, 1996, showed that
its assets then total ed $69, 113.



-217-

F. Oher Consi derations

1. SMP's OQher FilmRel ated Activities

After the CDR transaction, SMP acquired the “City Lights”
library, the “Wsdoni library, the “Mwving Picture” library, the
“Five Stones” library, and the “Vista Street” library.

Petitioner suggests these acquisitions should have sone bearing
upon our evaluation of the CDR transaction. W disagree. There
is no evidence to suggest that these acquisitions were
contenplated at the tinme of the CDR transaction; these
acquisitions are entirely unrelated to any supposed filmventure
with the banks. 1In any event, the acquisitions are relatively

i nsignificant when conpared to the enornous tax | osses that the
Ackerman group clains to have reaped fromthe CDR transaction and
the $14,595,652 fee that Inperial paid SMP for its share of tax

| osses on the Corona transaction. 162

Petitioner also points to a nunmber of discussions that he
had in 1997, 1998, and 1999, which related to certain film

rel ated transactions and activities.® According to M. Lerner,

162 The filmlibraries consisted of 85 filmtitles, for which
the Ackerman group paid a total of $1.1 mllion.

163 The di scussions involved: (1) A possible distribution
deal between SVHC and Orion in 1997; (2) a possible sale by the
Jones Entertainment Goup in 1997 of the rights to 5 filmtitles;
(3) negotiations in 1997 with CtiCorp Ventures, which was
interested in acquiring a filmlibrary for use in its chain of
theaters; (4) a possible distribution relationship with UnaPi x
Entertai nnent in 1997; (5) negotiations with Contast Corp.

(continued. . .)
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however, none of these transactions actually resulted in a
transacti on between SMP, SMHC, and the other conpanies. Further,
al t hough petitioner submtted various exhibits indicating his
contacts with the various parties, we have no basis fromwhich to
eval uate the content or the scope of the alleged di scussions and
negotiations. At best, the Ackerman group’s various attenpts to
engage in filmactivities through SMP m ght be relevant in
determ ni ng whet her SMP was a bona fide partnership for Federa
tax purposes; however, respondent does not dispute that SMP is a
bona fide partnership. These filmrelated activities are
unrelated to the CDR transaction and do not persuade us that the
banks intended to enter a filmdistribution business with the

Ackerman group, as petitioner clains.

183, .. conti nued)
regarding the distribution of SMHC s filns in connection with its
cabl e business; (6) a possible acquisition of the Crossroads film
[ibrary in 1997; (7) negotiations with Atlas Entertainment in
1997 and 1998 regardi ng the devel opnent of a production capacity
i nside of SMHC, (8) a business proposal to establish an African-
American filmdistribution conpany with C. O Neill Brown in 1998;
(9) a possible transaction with Reisher Entertai nnent in 1998;
(10) a possible acquisition of the feature filmlibrary of the
Modern Tinmes Goup in 1998; (11) negotiations with Frank Kl ein,
who was president of PEC Israeli Economc Corp. in 1998; (12)
negoti ations regardi ng the sale of Polygram Fil med Entertai nnent
in 1998; (13) a possible nerger of SMHC with, or acquisition by,
Artisan Entertainnment in 1998; (14) a possible business venture
wi th Regent Entertainnment, Inc. in 1998; (15) negotiations for
the purchase of filmtitles from Silver Screen International and
Aries Entertainnent, Inc., in 1999; and (16) a possible film deal
i nvol vi ng Broadcast.com in 1999. Petitioner also points to
di scussions with Alan Cole Ford, fornerly of MGV regarding his
acqui sition of Paul Kagan Associ ates.
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2. Rel ati onship Between the Parties

We are not persuaded that M. Jouannet’s interests, and
those of CDR, were necessarily adverse to the interests of the
Ackerman group and SMP, at |east insofar as the tax
characterization of the transaction was concerned. As previously
di scussed, M. Jouannet’s job was to realize whatever val ue he
could in the Credit Lyonnais group’s “bad” investnents and | oans,
as quickly as possible. Watever value mght be realized from
t hese “bad” investnents and | oans depended in |large part on
structuring a deal whereby the potential buyer could exploit the
associated tax attributes. At least to this degree, M.
Jouannet’s and M. Lerner’s interests coincided.

3. Ackerman G oup’'s Exploitation of Tax Attri butes

The Corona transaction and the sales of receivables to
TroMetro clearly denote the | ong-term objectives of the Ackerman
group in entering into the transaction with CDR  The sal es of
the receivables to M. Lerner’s friend, colleague, and busi ness
associate, M. van Merkensteijn, were an essential conponent to

realizing the built-in losses in the receivables.® The sal es of

184 |'n connection with his purchase of the receivables from
SMP in 1997 and 1998, M. van Merkensteijn paid a total anmount of
approximately $1 mllion to SMP, either as cash downpaynents or
as principal and interest paynents on his notes to SMP. In
connection with his purchase of the $79 mllion receivable, M.
van Merkensteijn paid approxi mately $400, 000 ($120, 000 as a cash
down paynent and $287, 791 as principal and interest on his note).
Besi des the sales of the receivables, the Ackerman group had
(continued. . .)
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the receivables resulted in substantial |osses that passed
through from SMP to Sonerville S Trust to M. Ackerman: A
$147, 486,000 | oss on the sale of the $150 million receivable in
1997; a $80, 190,418 loss on the sale of the $81 mllion
receivable in 1998; and a $4,097,577 loss on the sale of the $79
mllion receivable in 1997. But these | osses were not enough for
t he Ackerman group

In 1997, M. Lerner actively nmarketed a tax deal to
| mperial, which was searching for tax | osses to offset
substantial gains that it expected to realize. M. Lerner was a
director at Inperial and offered Inperial a stake in SMP' s
purported “fil mbusiness.” Fromthe begi nning, however, Inperial
was interested in one thing only, a piece of the nore than $1
billion in built-in | osses that SMP possessed. M. Lerner
proposed that I|nperial would purchase a 25-percent ownership
interest in SMP, upon disposal of SMP' s high-basis assets,

| mperial would be allocated approximately $400 million in | osses.

184 .. conti nued)
ot her dealings with TroMetro and M. van Merkensteijn. For
exanpl e, on Dec. 7, 1998, SMP purportedly purchased a 50-percent
interest in Railcar Managenent Partners, LLC, which M. van
Mer kensteijn owned, for $1.4 mllion (approximately the sane
anount that M. van Merkensteijn paid altogether for his
purchases of the receivables). Gven M. van Merkensteijn’s
close relationship with M. Lerner, evidenced in part by his
sharing office space with Crown Capital, we cannot foreclose the
possibility that SMP funnel ed back M. van Merkensteijn’s
purchase paynents or “financed” TroMetro’s purchases of the
recei vables in 1997 and 1998.
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As part of this deal, Inperial would enter into a tax-sharing
agreenent providing for a paynent for the benefits attributable
to this |oss.

Al t hough I nperial approved this deal, M. Lerner got nervous
and proposed an alternative tax deal in which SMP would forma
new limted liability conpany, Corona, by contributing the $79
mllion receivable. Inperial would purchase a substanti al
portion of SMPs nmenbership interest and would receive a snmaller,
but still significant, tax-loss allocation on Corona s sale of
the high-basis $79 mllion receivable. In exchange for the tax
| osses, Inperial would “contribute” back to Corona 20 percent of
the tax losses that it received; i.e., $14,595,652. SM received
this purported contribution as a fee for the tax | osses. ' At
the end of the day, the Ackerman group and Inperial had
effectively duplicated the built-in loss that was inherent in the
$79 mllion receivable with both the contributor (SMP) and the
transferee partner (lnperial) receiving tax-loss allocations:

SMP realized $62, 237,061 and $11, 647,367 | osses, respectively, on
the sales of portions of its Corona nmenbership interest; I|nperial
realized a $74,671,378 loss (and SMP realized a $4, 097,577 |0ss)

on the sale of the $79 mllion receivable.

165 M. Lerner testified that SMP would receive “A very |l arge
paynment” for the tax |osses, roughly “$15 million.”
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For these reasons, we conclude that the only purpose for the
banks’ participation was to transfer built-in | osses to the
Ackerman group taking advantage of the section 704(c) speci al
allocation rules and to subsequently nmarket those | osses to other
“Investors” in the Ackerman group’s purported filmenterprise.

As a result of the transaction with CDR and the section 704(c)

rul es, the Ackerman group acquired $974, 296,601 in clai ned basis
in the receivables from General e Bank, $79,912,955 in clained
basis in the $79 mllion receivable, and $665 nmillion in the SMHC
st ock.

4. Congr essi onal | ntent

Petitioner contends that, notw thstanding these
consi derations, we should respect the formof the transactions
bet ween the Ackerman group, CDR, General e Bank, and CLIS.
Petitioner argues that the transfer of tax basis from Generale
Bank and CLIS to Somerville S Trust is contenplated and, in fact,
prescribed under section 704(c). Petitioner concludes that
section 723 and the partnership basis rules control the outcone
of these cases.

Petitioner suggests that formalistic conpliance with
statutory provisions necessarily entitles the taxpayer to the tax

benefits provided therein. W disagree.® Under Gregory v.

166 1 n response to such a contention, the Court of Appeals
for the Second G rcuit has stated:
(continued. . .)
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Hel vering, 293 U. S. at 469, “the substance of transactions is to
be determned uniformy in relation to the nmeani ng and

i ntendnent” of the Federal tax laws. Wller v. Comm ssioner, 270

F.2d 294, 298 (3d Cr. 1959), affg. 31 T.C. 33 and Emmobns v.

Commi ssioner, 31 T.C. 26 (1958); see al so Jacobson v.

Commi ssioner, 96 T.C 577, 590 (1991), affd. 963 F.2d 218 (8th

Cr. 1992).

I n enacting subchapter K, Congress adopted an aggregate rule
for contributed property. |In other words, Congress required
partners to divide the gain or |oss, depreciation, or depletion
Wi th respect to contributed property anong the partners in a
manner which attributes precontribution appreciation or
depreciation in value to the contributor. H Conf. Rept. 2543,
83d Cong., 2d Sess., at 58 (1954). 1In enacting this aggregate
rul e, however, Congress did not envision contributions to a

partnership nmade solely for the purpose of subsequently

166( . conti nued)

Havi ng satisfied the formal requirenents of what
it sees as the applicable rules, SuCrest urges us to
understand its el aborate nachinations as a legitinate
ploy to hold down taxes and directs us to the nmaxim
that a person is entitled to arrange his taxes so as to
pay only that which is due. But, of course, the
taxpayer is not permtted to avoid taxes which are due
and the invocation of the phrase tells us nothing about
what nust ultimately be rendered unto the I.R S. any
nmore than Socrates solved the thorny probl ens of
justice by defining it to require that we give every
person his due. [United States v. Ingredient Tech.
Corp., 698 F.2d 88, 94 (2d G r. 1983).]
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transferring inside basis to another partner. |ndeed, the
pur pose of section 704(c) is to prevent the shifting of tax
consequences anong partners with respect to precontribution gain
or loss, sec. 1.704-3(a)(1l), Inconme Tax Regs., and not to
perpetrate a massive shift in basis fromtransitory “partners” to
other partners as part of a transaction |acking economc
subst ance.

The purpose for the CDR transaction was purely and sinply to
transfer built-in losses fromCDR to the Ackerman group. CDR
wanted to realize sonme anount on the banks’ built-in |osses. The
Ackerman group wanted to acquire the built-in losses to exploit
the tax attributes. To these ends, the parties entered into a
prearranged series of transactions wherein the banks contri buted
hi gh-basis assets to SMP in exchange for preferred interests in
that conmpany and then inmmediately sold their preferred interests
to the Ackerman group

Notwi thstanding its form the transaction did not, in
substance, represent contributions of property in exchange for
partnership interests, ingredients obviously contenplated in
sections 704(c) and 723. The contribution provisions of
subchapter K do not contenplate giving effect to a transitory
partnership “contribution” that has no econom c significance

apart fromtrafficking in tax attributes. Cf. United States v.

Stafford, 727 F.2d 1043, 1048 (11th Cir. 1984) (stating that the
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pur pose of the contribution rules is “to facilitate the flow of
property fromindividuals to partnerships that will use the
property productively.”).

In WIlKinson v. Comm ssioner, 49 T.C. 4 (1967), the

t axpayers were obligees on installnment notes made by their own
corporation. They wi shed to |iquidate the corporation. Doing
so, however, would have caused a deened di sposition of the notes
(because the obligor and obligee on the notes would then be

mer ged) and woul d have triggered tax on the deferred gains in the
notes. In an attenpt to avoid this result, the taxpayers hit
upon a schene: they would first assign the notes to a
partnership in which they were nenbers; then, after their
corporation was |iquidated, the partnership could assign the
notes back to them Under section 721, they would recognize no
gain on the transfer to the partnership; under section 731, there
woul d be no tax on the partership’s reassigning the notes to
them |In fact, there would never be any tax to anyone: “the

i nstal |l ment obligations would sinply vanish for tax purposes.”

W1 ki nson v. Conm ssioner, supra at 12. This Court observed:

“We cannot believe that a hurriedly organi zed tour through
sections 721 and 731 could yield such an absurd result.” [d. W
reasoned that “the transparent device of making a formnal
assignment * * * to the partnership” was not controlling. 1d. at

10. Instead, after examning the “realities” of the transaction,
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we concluded that the taxpayer’s assignnent of the notes to the
partnership was “not intended to have any econom c significance”
and shoul d be disregarded 1d. at 11

Simlarly, in the instant case, the transaction between the
banks and the Ackerman group carried the seeds of its own
undoi ng: it depended upon the banks’ w thdrawing fromthe very
partnership they purported to join. The banks’ “contributions”
to the partnership were not intended to have any econonic
significance apart fromtransferring built-in tax |osses. The
transaction, if respected, would produce tax results not
contenpl ated by subchapter K: staggering capital |osses would be
all ocated to partners in the absence of any econom c |osses, to
be used to shelter unrelated income not only for thensel ves but
al so for other taxpayers to whom for a fee, the Ackerman group
m ght market the |osses. To paraphrase WIkinson: W cannot
believe that a ronp down the yellow brick road of subchapter K
can yield these absurd results.

G Concl usion

We concl ude that the transacti on whereby the banks purported
to partner with the Ackerman group | acked econom ¢ substance.
The Ackerman group and the banks did not intend to partner in a
filmdistribution business. Rather, the transaction was designed
to transfer built-in tax | osses to the Ackerman group for $10

mllion. The economc realities of the transaction align with
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this intent. Consequently, we disregard General e Bank’ s and

CLIS s purported contributions to SMP. Cf. R ce’'s Toyota Wrld,

Inc. v. Conmm ssioner, 752 F.2d at 95 (holding that the Tax Court

correctly ignored | abels applied by the taxpayers and determ ned
that a transaction was in substance a fee paid for tax benefits).

| V. Step Transaction Doctrine

Respondent contends that the step transaction doctrine
applies to disallow petitioner’s clained | osses. Wether this
contention is viewed as an alternative argunent, or nerely as a
particul arizati on of respondent’s substance over form argunent,
the results are identical: W disregard the banks’ purported
contributions to SMP. Neverthel ess, for the sake of
conpl eteness, and because the parties have briefed | egal
precedents involving the step transaction doctrine, we address
the parties’ argunents in this regard.

A. Legal Principles

The step transaction doctrine enbodi es substance over form
principles; it treats a series of formally separate steps as a
single transaction if the steps are in substance integrated,

i nt erdependent, and focused toward a particular result. Penrod

v. Conm ssioner, 88 T.C 1415, 1428 (1987). “Where an

interrelated series of steps are taken pursuant to a plan to
achi eve an intended result, the tax consequences are to be

determ ned not by view ng each step in isolation, but by
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considering all of themas an integrated whole.” Packard v.

Conmm ssioner, 85 T.C. 397, 420 (1985).

There is no universally accepted test as to when and how t he
step transaction doctrine should be applied to a given set of
facts; however, courts have applied three alternative tests in
deci di ng whether to invoke the step transaction doctrine in a

particular situation: the “binding conmtnent,” the

“i nterdependence,” and the “end result” tests. Cal-Mine Foods,

Inc. v. Conm ssioner, 93 T.C. 181, 198-199 (1989); Penrod v.

Conm ssi oner, supra at 1429-1430. Respondent relies in the

instant cases on the “end result” and “interdependence” tests.
Under the “end result” test, the step transaction doctrine
will be invoked if it appears that a series of separate
transactions is made up of prearranged parts of a single
transaction, cast fromthe outset to achieve the ultimate result.

Geene v. United States, 13 F.3d 577, 583 (2d Cr. 1994);

Associ ated Wiol esale Grocers, Inc. v. United States, 927 F.2d

1517, 1523 (10th Cr. 1991). The end result test is particularly
pertinent to cases involving a series of transactions designed
and executed as parts of a unitary plan to achieve an intended

result. Kanawha Gas & Utils. Co. v. Conm ssioner, 214 F.2d 685,

691 (5th Cir. 1954), revg. 19 T.C 1017 (1953). The series of
closely related steps in such a plan is nerely the nmeans by which

to carry out the plan, and the steps will not be separated. |d.
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In the Second Circuit, the prearranged plan need not be legally
bi ndi ng but nust at |east constitute an informal agreenent or

under st andi ng between the parties. Geene v. United States,

supra at 583; Blake v. Conm ssioner, 697 F.2d 473, 478-479 (2d

Cr. 1982), affg. T.C. Meno. 1981-579.

Under the “interdependence” test, the step transaction
doctrine will be invoked where the steps in a series of
transactions are so interdependent that the |legal relations
created by one transaction would have been fruitless without a

conpletion of the series. Am Bantam Car Co. v. Conm ssioner, 11

T.C. 397, 405 (1948), affd. 177 F.2d 513 (3d Cir. 1949). W nust
det erm ne whet her the individual steps had i ndependent
significance or whether they had significance only as part of a

| arger transaction. Geene v. United States, supra at 584;

Penrod v. Conmi ssioner, supra at 1430. |In making this

determ nation, we rely on a reasonable interpretation of

objective facts. King Enters., Inc. v. United States, 189 C

Cl. 466, 418 F.2d 511, 516 (1969); Cal-Mii ne Foods, Inc. V.

Comm ssioner, 93 T.C. 181, 199 (1989).

B. Parties’ Arqunents

I nvoking the “end result” test, respondent argues that
Ceneral e Bank’s and CLIS s contributions of the high-basis, |ow
val ue recei vabl es and SMHC stock to SMP, and Sonerville S Trust’s

purchase of Cenerale Bank’s and CLIS s preferred interests were
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really conmponent parts of a single transaction intended fromthe
outset to transfer to the Ackerman group the built-in tax | osses
in the SMHC recei vabl es and stock. Invoking the
“i nterdependence” test, respondent argues that General e Bank’s
and CLIS s contributions of the SMHC recei vabl es and stock and
Sonerville S Trust’s purchase of CGenerale Bank’s and CLIS s
preferred interests were so interdependent that either
transacti on al one woul d have been fruitless w thout the other.
Respondent argues that these transactions should be recast as a
direct sale of the high-basis, |owvalue receivables to
Sonerville S Trust.

Petitioner argues that the “end result” test is
i napplicable. Petitioner argues that Generale Bank’s and CLIS s
contributions of SMHC recei vabl es and stock and Sonerville S
Trust’s purchase of Cenerale Bank’s and CLIS s preferred
interests were not nerely a series of steps in a single
transaction designed to transfer tax attributes but were instead
designed for SMP to acquire a filmlibrary. Petitioner also
argues that the “interdependence” test is inapplicable.
Petitioner argues that CGenerale Bank’s and CLI S s contributions
of SIMHC recei vabl es and stock and Sonerville S Trust’s purchase
of CGenerale Bank’s and CLIS s preferred interests were not so
i nt erdependent that either transaction al one would have been

fruitless without the other. Petitioner contends that there was
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no formal or informal agreenment or understanding to carry out a
prearranged sale transaction via SMP.

C. Court's Analysis

Whet her we apply the “end result” test or the
“i nterdependence” test, we conclude that the step transaction
doctrine applies to Generale Bank’s and CLIS s contri butions of
the SIVHC receivabl es and stock and Sonmerville S Trust’s purchase
of Generale Bank’s and CLIS s preferred interests in SMP. For
t he reasons discussed in nore detail above, we find that Cenerale
Bank’ s and CLIS s contributions were made solely for the purpose
of transferring built-in tax |losses to the Ackerman group. The
Ackerman group could not obtain the built-in tax |osses through a
di rect purchase of the SMHC recei vabl es and stock, but could only
obtain those | osses by interposing a partnership and mani pul ati ng
the partnership basis rules. Fromthe beginning, both parties
pl anned and understood that CLIS would receive a $5 mllion
advi sory fee and that the banks woul d exercise their put rights
at the earliest possible point (Decenber 31, 1996), exiting the
partnership. The contributions, the paynent of the advisory fee,
and the exercise of the put rights were mutually interdependent
steps taken to dispose of Cenerale Bank’s and CLI S s “bad”
investnments in the SIVHC recei vables and stock and to transfer the

built-in tax | osses to the Ackerman group.
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Petitioner argues, however, that respondent’s attenpted
application of the step transaction doctrine is prohibited under
certain judicial precedents. Petitioner contends that the step
transaction doctrine cannot be applied to invent steps that did
not occur or replace a taxpayer’s chosen route with the
Comm ssioner’s preferred route when no steps are elim nated.

Petitioner relies on Geene v. United States, 13 F. 3d 577 (2d

Cr. 1994); Redding v. Comm ssioner, 630 F.2d 1169 (7th G

1980), revg. and remanding 71 T.C. 597 (1979); Gove v.

Comm ssioner, 490 F.2d 241 (2d Cr. 1973), affg. T.C. Meno. 1972-

98; Turner Broad. Sys., Inc. & Subs. v. Comm ssioner, 111 T.C

315 (1998); Esmark, Inc. & Affiliated Cos. v. Conmm ssioner, 90

T.C. 171 (1988), affd. wi thout published opinion 886 F.2d 1318
(7th Gr. 1989). W conclude that these precedents are legally
and factually distinguishable fromthe instant cases.

G eene v. Comm ssioner, supra, and G ove v. Conni ssioner,

supra, |like Blake v. Conm ssioner, supra at 478-479, addressed

the application of the step transaction doctrine in situations
where the taxpayer “contributed” a substantially appreciated
asset to a charitable or tax-exenpt entity to sell. |In Blake,
the critical inquiry in the court’s step transaction analysis was
whet her the transactions were undertaken pursuant to an advance
understandi ng. In Blake, because the Court of Appeals for the

Second Circuit determned that the Tax Court’s finding of a
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prearranged under st andi ng was not clearly erroneous, it upheld
t he Comm ssioner’s proposed application of the step transaction
doctrine. The court distinguished Gove, in which the court
declined to apply the step transaction doctrine, as a case where
there was not even an informal agreenment anong the parties as to
future disposition of the contributed asset. 1d. at 479. Like
the transaction in Blake, and unlike the transactions in G eene
and G ove, CGenerale Bank’s and CLIS s contributions of the high-
basi s, | ow val ue receivables and SMHC stock to SMP, and
Sonerville S Trust’s purchase of CGenerale Bank’s and CLIS s
preferred interests in SMP, occurred as part of a prearranged
under st andi ng between the Ackerman group, CDR, and the banks.

In Redding v. Conm ssioner, supra, the Court of Appeals for

the Seventh G rcuit held that the step transaction doctrine did
not justify treating the distribution of stock warrants, and the
exerci se of those warrants, as steps in a single transaction

i nvol ving the distribution solely of stock for purposes of
section 355(a)(1). In Redding, the corporation had no
prearranged understanding with its sharehol ders that they would
exerci se the stock warrants; during the subscription period the
shar ehol ders had the option of exercising the stock warrants or
not. Unlike the parties to the transaction in Redding, the
Ackerman group, CDR, and the banks had deci ded on a predestined

course--the banks woul d exercise their put rights, effectively
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transferring their built-in tax | osses to the Ackerman group for
cash. Al though the banks were not legally obligated to exercise
their put rights, there was an understandi ng that they would do
so. The banks had every intention of exercising those rights and
no econom c incentive to stay in SM.
We also find the instant cases distinguishable from Esmark

Inc. & Affiliated Cos. v. Comm ssioner, supra, and Turner Broad.

Sys., Inc. & Subs. v. Commi SSioner, supra. In Esmark Inc., we

determ ned that a tender offer and redenption were part of an
overall plan and a prearranged understandi ng between Mbil and

t he taxpayer. Nonethel ess, the taxpayer, which was a publicly
hel d conpany, could in no way bind its shareholders to an
agreenent to sell their shares, and each sharehol der

i ndependently decided to sell or retain the taxpayer’s stock.

The sharehol ders were not a part of the understandi ng between
Mobi | and the taxpayer. Thus, the existence of the sharehol ders
gave the individual steps in the nulti-step transaction

i ndependent significance; Mbil’s acquisition of the taxpayer’s
shares was not a foregone conclusion. By contrast, in the

i nstant cases, there were no independent parties that m ght upset
t he planned transactions. Pursuant to the side letter agreenent,
Rockport Capital was bound to purchase the banks’ preferred
interests on the exercise of their put rights. Pursuant to the

deposit account agreement, the $5 mllion put price for the
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preferred interests was guaranteed. Although the banks were not
legally obligated to exercise their put rights, there was an
under st andi ng that they would do so. The banks had every
intention and econom c incentive to do so.

Unli ke the transactions in Turner Broadcasting Sys., Inc.

and Esmark Inc., the transaction with CDR was engaged in solely
to acconplish a reduction in taxes and did not involve the type
of legitimate tax choices that courts have traditionally upheld.

Unl i ke Turner Broadcasting Sys., Inc. and Esmark Inc., the

i nstant cases do not involve attenpts by the Comm ssioner to add
steps that did not occur. Unlike the transactions in Turner

Br oadcasting Sys., Inc. and Esmark Inc., the formof the CDR

transaction in the instant cases does not align with its
substance. Under the circunstances, we find respondent’s
proposed direct-sale recharacterization to be consistent with our
conclusion that the true substance of the transaction between the
Ackerman group and CDR was a transfer of built-in tax | osses for
cash.

Petitioner clains, however, that there were legitimte
busi ness reasons for structuring the transaction as a
contribution to a partnership for preferred interests.
Petitioner clains: “Viewed fromthe broader perspective, a
partnership structure was the only arrangenent by which the stock

of Santa Moni ca Hol di ngs Corporation, the obligor on tw |arge
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debts, and the debts thensel ves could be consolidated in the sanme
hands.” W m ght agree that such goals could provide legitimte
reasons for using the partnership form But where, as here, the
banks intended to i Mmedi ately exit the partnership, petitioner’s
argunment loses its force. The interposition of the partnership
contribution was unnecessary to acconplish the Ackernman group’s
acquisition of the SWHC recei vabl es and stock. |ndeed, the
Ackerman group easily could have acconplished this acquisition in
one step, in a direct purchase of the SMHC receivabl es and st ock,
with the sane effect (apart fromtax consequences). In these

ci rcunst ances, we cannot agree that Turner Broadcasting or Esnark

precl udes the application of the step transaction doctrine. Cf

W _ Coast ©Mtg. Corp. v. Conm ssioner, 46 T.C. 32 (1966); Rev.

Rul . 70-140, 1970-1 C.B. 73.

D. Concl usi on

We conclude that the step transaction doctrine applies to
CGenerale Bank’s and CLIS s contributions of SWVHC receivabl es and
stock to SMP and Sonerville S Trust’s purchase of General e Bank’s
and CLIS s preferred interests in SMP. W concl ude that those
transacti ons shoul d be recast as direct sales of the SVHC
recei vabl es and stock from General e Bank and CLIS to Sonerville S
Trust followed by Sonmerville S Trust’s contribution of the

recei vables and stock to SMP for its preferred interests.
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V. Basi s Argqunents

Respondent makes alternative argunents relating to the SVMHC
receivables; i.e., the $974 nmillion in receivables from General e
Bank and the $79 million receivable fromCLIS. |n essence,
respondent argues that even if we were to respect the formof the
transaction, the banks’ purported contributions of the SVHC
recei vables to SMP should not create basis in SMP, because the
recei vabl es were worthl ess when the banks nade the purported
contributions. Although this argunent, if successful, would
prove fatal to all the built-in | osses associated with all the
SVHC recei vabl es, respondent singles out the $79 nmillion
recei vable for additional punishnment: Respondent argues that SMP
obtained no basis in the $79 mllion receivable, because it was
not bona fide debt of SMHC and coul d not be contributed to SWP.
For the sake of conpl eteness, we address each of these
al ternative argunents bel ow

A. Wirthl essness | ssue

For the reasons descri bed bel ow, we hold that the SVHC
recei vabl es were worthl ess when Ceneral e Bank and CLI S
purportedly contributed themto SMP. Consequently, the
recei vables did not constitute a “contribution of property”
within the nmeani ng of section 721 and the partnership basis
rul es; SMP obtained no basis in the SMHC recei vabl es pursuant to

section 723.
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1. Contribution of Wrthl ess Assets

Respondent’s threshold | egal premse is that a contribution
of worthless debts does not constitute a “contribution of
property” for purposes of section 721 and the partnership basis
rul es. Respondent contends that when worthl ess assets are
contributed to a partnership “there is no contribution in the
true sense of the word as nothing of value is transferred to it.”
I n making this contention, respondent relies on our holding in

Seaboard Commercial Corp. v. Conm ssioner, 28 T.C. 1034 (1957).

I n Seaboard Commercial Corp., we held that a transfer of

wort hl ess stock to a corporation was not a “contribution to
capital” within the nmeaning of the corporate carryover basis
rules.” W stated that it would be “a perversion of the

statutory | anguage” to consider a contribution of a worthless

asset as comng wthin the phrase “contribution to capital”. 1d.
at 1054. W further stated: “A contribution of zero would not
really be a contribution”. [|d.

Petitioner contends that the SMHC recei vabl es constitute
“property” wthin the nmeaning of section 721 and the partnership
basis rules, irrespective of whether the receivables were

wor t hl ess. Petitioner cites Crane v. Conmmi ssioner, 331 U.S. 1

167 Sec. 113(a)(8)(B) of the 1939 Code provided that if
property were acquired by a corporation as paid-in surplus or as
a contribution to capital, then the corporation’s basis would be
the sane as it was in the transferor’s hands.
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(1947), for the proposition that the term*“property” is to be
construed broadly. Petitioner contends that the term “property”
enconpasses “whatever nmay be transferred.” In making his

contentions, petitioner relies on United States v. Stafford, 727

F.2d 1043 (11th Gir. 1984).

In United States v. Stafford, supra at 1052, the Court of

Appeal s for the Eleventh Grcuit held that the term“contribution
of property” in section 721 did not contenplate as a prerequisite
the legal enforceability of the rights asserted as “property”.
The Court of Appeals then concluded that a letter of intent that
was contributed to a partnership was a “contribution of property”
within the neaning of section 721. |[d. at 1052. In doing so,
however, the Court of Appeals assuned arguendo that the
factfinder on remand woul d determ ne that the letter of intent
had value. 1d. The Court of Appeals explained that “If the item
asserted as property is valueless,” then section 721 will not
apply. Id. at 1052 n. 14.

We hold that a contribution of a worthless debt is not a
“contribution of property” for purposes of section 721 or the

partnership basis rules. See Hayutin v. Conmm ssioner, T.C. Meno.

1972-127 (suggesting that a contribution of a worthless note to a
partnership would not be a true contribution since nothing of
val ue was transferred to the partnership), affd. 508 F.2d 462

(10th Gr. 1974); MKee et al., Federal Taxation of Partnerships
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and Partners, par. 4.02[1], at 4-15 (3d ed. 1997) (“Regardl ess of
how broadly the term ‘property’ is defined under § 721, it is
obvi ous that §8 721 does not apply unless the person receiving the
partnership interest surrenders sonething of value to the
partnership.”).

2. Worthl essness of Debts

Respondent argues that the $974 million in receivables from
General e Bank and the $79 million receivable fromCLIS were
worthless at the tine of Generale Bank’s and CLIS s contributions
to SMP because the SVHC assets underlying them had no value. W
agr ee.

The parties agree that in determ ning whether the
recei vabl es (debts from SWHC s perspective) were worthl ess when
they were contributed to SMP, the principles of section 166(a) (1)
apply by anal ogy. % Under those principles, a debt becones
wort hl ess when identifiable events clearly mark the futility of

any hope of further recovery. See Janes A. Messer Co. V.

Comm ssioner, 57 T.C. 848, 861 (1972). A worthless debt |acks

both potential value and current liquid value. 1d. Wether a
debt has becone worthless is a question of fact to be determ ned
on the basis of objective factors, not on the taxpayer’s

subj ective judgnent as to the worthl essness of the debt.

168 Sec. 166(a)(1) allows a deduction for any debt which
beconmes worthless within the taxable year.
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LaStaiti v. Conmm ssioner, T.C Meno. 1980-547. W exam ne only

facts and circunstances that were known or reasonably could have
been known at the tinme of the asserted worthl essness. See

Hal I i burton Co. v. Conm ssioner, 93 T.C. 758, 774 (1989), affd.

946 F.2d 395 (5th Cr. 1991).
For a debt to be entirely worthless, it nmust have lost its

“‘last vestige of value.’” Bodzy v. Comm ssioner, 321 F.2d 331,

335 (5th Gr. 1963) (quoting Mam Beach Bay Shore Co. V.

Commi ssioner, 136 F.2d 408, 409 (5th Cr. 1943), revg. and

remandi ng an unpubl i shed decision of this Court), revg. on

anot her issue T.C. Menpb. 1962-40; Am O fshore, Inc. V.

Commi ssioner, 97 T.C 579, 593 (1991); see al so Hi ggi nbot ham

Bai | ey-Logan Co. v. Conm ssioner, 8 B.T.A 566, 578-579 (1927).

A debt is not wholly worthless if the collateral securing it has

val ue. Jessup v. Conm ssioner, T.C. Menob. 1977-289.

As discussed in detail supra, we have found that the EBD
filmrights, the Carolco securities, and the NOLs in SVMHC had no
materi al or consequential value as of Decenber 11, 1996, when
General e Bank and CLIS “contributed” the SMHC recei vables to SMP.
Petitioner argues, however, that these assets had sone val ue,
even if speculative, and therefore the receivabl es were not
entirely worthl ess.

Al though the term “worthless” in section 166 has been

interpreted strictly to include only debts that are “whol ly
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wort hl ess”, see sec. 1.166-5(a)(2), Income Tax Regs., the courts
have not interpreted section 166 so strictly as to include the

recovery of nom nal amounts. For exanple, in Buchanan v. United

States, 87 F.3d 197, 200 (7th Cr. 1996), the Court of Appeals
for the Seventh Circuit observed that “the recovery of a tiny
anmount of a debt, even if fully anticipated rather than
conpletely unpredictable, will not defeat a finding of

wort hl essness”. Instead, a debt is worthless if on a particul ar
date the taxpayer has “no reasonabl e prospect” of recovering “a
significant, though in the sense nerely of nontrivial, fraction”
of the debt anmpunt.!®® 1d. The Court of Appeals reasoned that
“Recovery of a trivial fraction of the debt would be unlikely to
cover the costs of collection”. |1d.

Petitioner, however, points to Los Angeles Shipbuilding &

Drydock Corp. v. United States, 289 F.2d 222 (9th Cr. 1961). In

that case, the Court of Appeals for the NNnth Crcuit held that
“Nom nal value of the property owned by * * * [the debtor]
conpared to the size of its debt * * * does not determ ne
wort hl essness, but rather worthlessness is determ ned by
conparing the value of the property to a zero figure.” 1d. at

228. Readi ng Buchanan and Los Angel es Shipbuilding & Drydock

toget her, petitioner argues: “To be considered worthl ess,

169 See Rev. Rul. 71-577, 1971-2 C B. 129 (recovering one or
two cents on the dollar represents a trivial anount).
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property must be worthless in a relative and an absol ute sense.”

See Buchanan v. United States, supra at 201.

Whet her we conpare the value of the EBD filmrights, the
Carol co securities, and the NOLs in SMHC to the size of the
recei vables or to a zero figure, we reach the sane concl usi on.
We concl ude that the receivables were worthless both in a
relative and an absol ute sense.' W hold that General e Bank’s
and CLI S s purported contributions of the SMHC recei vables to SMP
were not a “contribution of property” wthin the nmeaning of
section 721 and the partnership basis rules, and that SM

obt ai ned no basis in those receivabl es pursuant to section 723.1"1

170 petitioner also contends that there was “potential val ue”
in SMHC. Petitioner clains that “Messrs. Ackerman and Lerner
(through Rockport) had expressed an interest in SMHC stock and
had presented a proposal to the Banks which would entail the
continuation and rejuvenation of that conmpany, rather than its
destruction.” For the reasons stated supra, we find that the
Ackerman group, CDR, and the banks did not intend to engage in
any film business. Moreover, SMHC was virtually devoid of
assets, and any recovery in that conpany woul d have required an
i nfusi on of new capital.

171 Respondent argues, alternatively, that under sec.
1016(b), GCenerale Bank’s and CLIS s bases in the SVHC recei vabl es
shoul d have been adjusted to account for worthl essness deductions
t hat Generale Bank and CLIS could have taken, but did not. Sec.
1016(b) provides that, in the case of substituted basis property,
proper adjustnents to basis shall be nade in respect of the
period during which the property was held by the transferor,
donor, or grantor. W cannot agree that sec. 1016(b) requires an
adj ustnent for bad debt deductions that could have been taken,
but were not. None of the specified adjustnents in sec. 1016(a)
refers to sec. 166 bad debt deductions. |In any event, because we
deci de that the receivables were worthl ess when they were
contributed to SMP, a contribution of those worthless receivabl es

(continued. . .)
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B. Bona Fi de | ndebt edness | ssue

Respondent makes an alternative argunment that the $79
mllion receivable did not arise as part of a bona fide debtor-
creditor relationship. Respondent cites MaM G oup Hol di ngs’
assunption of New MGM s $79 million in indebtedness as a
condition to the sale of New MGMto Kirk Kerkorian. Respondent
contends that since the $79 million receivable did not represent
a bona fide debt, it could not have been contributed to SMP on
Decenber 11, 1996, and SWMP could not have obtained basis in the
receivable. Petitioner contends that the $79 mllion receivable
was bona fide debt of SMHC and arose froma “real |oan”
obligation in connection with the 1993 restructuring.

Cenerally, to be recogni zed for Federal tax purposes,

i ndebt edness nmust be bona fide and nust arise froma valid

debtor-creditor relationship. See Knetsch v. United States, 364

U S at 365-367; Maxwell v. Comm ssioner, 3 F.3d 591, 595-597 (2d

Cr. 1993), affg. 98 T.C. 594 (1992). The determ native question
is: “Was there a genuine intention to create a debt, wth a
reasonabl e expectation of repaynent, and did that intention
conport with the economc reality of creating a debtor-creditor

rel ati onship?” Litton Bus. Sys., Inc. v. Conm ssioner, 61 T.C

367, 377 (1973). In determ ning whether indebtedness is bona

71, .. conti nued)
woul d not give rise to any substituted basis under the
partnership basis rules (e.g., sec. 723).
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fide, we nust |l ook to the substance of the transaction, not the

formalities attending it. Miserlian v. Conm ssioner, 932 F.2d

109, 113 (2d Gr. 1991), affg. T.C Menp. 1989-493.

In determ ning whether a debt is bona fide, all the facts
and circunstances are considered, including: (1) Whether a note
or other evidence of indebtedness exists; (2) whether interest is
charged; (3) whether there is a fixed schedule for repaynents;

(4) whether any security or collateral is requested; (5) whether
there is any witten | oan agreenent; (6) whether a demand for
repaynent has been made; (7) whether the parties’ records, if
any, reflect the transaction as a | oan; (8) whether any
repaynents have been made; and (9) whether the borrower was

solvent at the tinme of the loan. See, e.g., Goldstein v.

Comm ssioner, T.C Meno. 1980-273 (and cases cited therein).

During the course of its relationship with MGM the Credit
Lyonnai s group had | ent or advanced upwards of $2 billion to the
MGM conpani es. Before COctober 10, 1996, there was a realistic
possibility that the Credit Lyonnais group m ght recover a
substantial portion, or perhaps the entire anount, of their | oans

and advances to the MGM conpanies.'? This possibility hinged on

172 Al an Col e Ford, a nenber of MGM s nanagenent team
testified that the Credit Lyonnais group had the hope and
expectation of realizing $2 billion on the sale of the MaV
operating conpany. In considering the disposition of MGV the
Credit Lyonnais group had prepared a docunent entitled “Project
Lion, Presentation to Consortium de Realisation”, which recorded

(continued. . .)
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the valuable MaGMfilmlibrary. Any chance of recouping the | oans
and advances evapor at ed, however, when the highest bid in the New
MaM sale was $1.3 billion. New MaGMwas still insolvent; it stil
owed approximately $79 mllion to Credit Lyonnais. GCeneral e Bank
woul d recover nothing on the approximately $1 billion in debt
obligations that MM G oup Hol di ngs owed General e Bank. Stri pped
of the potential value in its stock in the M3aM operating conpany,
MGM G oup Hol di ngs was | eft hopel essly insolvent. Wthout its
MM st ock and the valuable MGMfilmlibrary, MGV G oup Hol di ngs
was essentially an enpty shell, devoid of any assets of val ue.?!”
The only assets in MGV Group Holdings at this time were the
Carol co securities and the NOLs. Carolco had been in bankruptcy
for nearly a year; a first plan of reorganization filed on
Septenber 13, 1996, reflected that hol ders of the Carol co
preferred stock and subordi nated notes woul d recei ve not hing on

Carolco’s immnent |iquidation. M3V G oup Hol dings had NOLs

72(, .. conti nued)
a range of values of approximately $1.6 to $2.0 billion for MaM

173 SMHC s draft financial statenents for the period ended
Dec. 10, 1996, paint a very bleak picture of SMHC s history and
future. The financial statenments report that SWVHC (i) had
experienced recurring operating |losses, (ii) had an accunul at ed
deficit, and (iii) generated insufficient cashflowto fund its
debt servicing requirenents. The financial statenents al so show
that SIVHC had debt held by affiliates of Credit Lyonnais which
was due and payable July 15, 1997, and which was not expected to
be extended and that SVMHC s sol e sharehol der, CLIS, had not
commtted to providing further funding of SMHC s debt
obl i gati ons.
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possibly in excess of $200 mllion; however, any use of the NOLs
woul d be severely |imted by MGV G oup Hol di ngs’ absence of
incone and the interest owed on its debts, as well as the NOL
limtations under section 382. These assets provided no
meani ngf ul basis for repaying the $79 mllion receivable, even
under the best of estimates. Despite these infirmties, Credit
Lyonnai s rel eased New MGM fromits $79 million debt obligation
and caused M&GM Group Hol dings to assune this anpunt.

MGM G oup Hol dings had a long track record of failing to
repay the | oans and advances that the Credit Lyonnais group had
made to it. Followi ng the 1993 restructuring, MaM G oup Hol di ngs
retai ned approximately $962 nmillion in debt that the MGV
conpanies owed to the Credit Lyonnais group. After additional
advances in 1994 and 1995, MoM G oup Hol di ngs owed approxi mately
$975 million in indebtedness to CLBN, including sone capitalized
interest. This anmount remai ned owi ng as of Cctober 10, 1996.
MGM G oup Hol di ngs paid no principal anmount of this indebtedness;
there is no evidence that it was ever called upon to nake any
r epaynent.

For many years, MGM Group Hol dings paid no interest on its
debt obligations to the Credit Lyonnais group. |n connection
with the 1993 financial restructuring of MG MiM G oup Hol di ngs
and CLBN agreed that $800 million of MGV G oup Hol di ngs’ debt

obligations woul d be noninterest bearing. MM G oup Hol di ngs
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paid no interest on the interest-bearing portion of the debt
obl i gations. '™
Wth this backdrop in m nd, we conclude that Credit Lyonnais
did not expect the $79 mllion principal amount of the receivable
to be repaid when it released New MGM from and caused MaM G oup

Hol di ngs to assune, that debt obligation. Cf. Epic Associ ates

84-111 v. Comm ssioner, T.C. Menp. 2001-64 (“Indebtedness is not

consi dered genuine, that is, a true loan, if the facts show that
the parties to the loan did not intend the principal anount of
t he i ndebtedness to be repaid in full.”).

Certain other factors point to the absence of a genuine
debtor-creditor relationship between Credit Lyonnais and MGM
G oup Holdings. First, MaM G oup Hol di ngs (or SMHC) never
executed a note for its assunption of the $79 mllion debt.
There is no indication that the Credit Lyonnais group and MGV
G oup Hol di ngs established any fixed repaynent schedule for the

$79 mllion debt. There is no indication that the Credit

7 I'n the Forns 5472, “Information Return of a 25% Forei gn-
Owmed U.S. Corporation or a Foreign Corporation Engaged in a U S
Trade or Business”, included in its consolidated incone tax

returns for the periods ended Dec. 31, 1991, Dec. 31, 1992, Dec.
31, 1993, Dec. 31, 1994, Dec. 31, 1995, and Cct. 8, 1996, MaM

Hol dings (and its subsidiaries) reported that no interest was
paid on amounts owed by MGV Hol dings and its subsidiaries to
Credit Lyonnais and CLBN. In the Form 5472 for its consolidated
incone tax return for the period ended Dec. 31, 1996, MGV G oup
Hol dings (and its subsidiaries) reported that no interest was
paid on the $1, 051, 031, 234 reported as owed by MaV G oup Hol di ngs
and its subsidiaries to Credit Lyonnais and General e Bank.
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Lyonnai s group ever intended to enforce the collection of the $79

mllion debt or interest on that debt.! Cf. Estate of Fl andreau

v. Comm ssioner, 994 F.2d 91, 93 (2d Gr. 1993) (stating that

there must be a real expectation of repaynent and an intent to
enforce collection at the tinme of the debt transaction), affg.
T.C. Meno. 1992-173.

Credit Lyonnais, CLIS, MaM G oup Hol di ngs, and New MGV wer e
whol |y owned entities in the Credit Lyonnais group. Cf. Estate

of Van Anda v. Comm ssioner, 12 T.C 1158, 1162 (1949) (stating

that debt transactions involving related parties are subject to
“rigid scrutiny”), affd. 192 F.2d 391 (2d Cr. 1951); see al so

Hardman v. United States, 827 F.2d 1409, 1412 (9th Gr. 1987);

Hoyt v. Conmm ssioner, 145 F.2d 634, 636 (2d Cir. 1944), affg. an

unpubl i shed decision of this Court. It is clear that MaVv G oup
Hol di ngs assunmed New MGM s debt at Credit Lyonnais’s direction as
a conveni ent way of noving the $79 mllion debt out of New MaVto
effectuate its sale to M. Kerkorian. Although Mav G oup
Hol di ngs assuned New MGM s obligations on the $79 mllion debt,
this assunption nerely created the illusion of a real debt in MaM
G oup Hol dings. Unlike New MGM MAM G oup Hol di ngs did not have
the assets to back up the $79 million receivable; it already owed

approximately $974 mllion in receivables to Generale Bank. It

175 There is no indication that Credit Lyonnais or CLIS
charged any interest, or that MaV G oup Hol di ngs (or SMHC) paid
any interest, on the $79 nmllion receivable.
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had no reasonabl e prospect of generating any revenue to pay back
any rmeani ngful part of the $79 mllion receivable or, for that
matter, the $974 million in receivables that General e Bank hel d.
For these reasons, we conclude that the $79 mllion receivable
does not represent a bona fide indebtedness and did not arise
from a genui ne debtor-creditor relationship.

Petitioner contends, however, that the $79 million
recei vabl e originated in Decenber 1993 when New MGM was cr eat ed.
Petitioner contends that under the original |oan docunents
executed in 1993, MGV G oup Hol dings guaranteed the |ine of
credit that gave rise to the $79 mllion receivable. Petitioner
contends that the debt was bona fide when nmade and the guaranty
was enforceabl e agai nst SMHC after the $79 million bal ance was
not paid by the proceeds of New MaGM s sale. Petitioner contends
that MGM Group Hol di ngs’ assunption of the unpaid $79 nillion
obligation sinply reaffirmed its preexisting obligation under the
1993 guaranty.

Petitioner is correct that the $79 mllion in debt
obl i gations emanated fromthe 1993 working capital agreenent
between Credit Lyonnais and New MGM Pursuant to that agreenent,
Credit Lyonnais agreed to make certain credit facilities
avai lable to New MaMto fund its cashfl ow requirenents consi stent
with its business plan. MaM G oup Hol dings irrevocably and

uncondi tionally guaranteed the full and tinely paynment of the
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principal of (and interest on) the | oans and advances to New MGM
under the working credit agreenent. W cannot agree, however,
that MGM Group Hol di ngs’ assunption of the $79 mllion receivable
was part and parcel of its 1993 guaranty.
First, under applicable State |law, a guaranty is a secondary
or collateral liability, not a primary obligation. See Gen.

Phoeni x Corp. v. Cabot, 89 N E. 2d 238, 243 (N. Y. 1949).%% A

guarantor’s obligation matures “when there is a default on the

separate and i ndependent contract or agreenent.” Colunbia Hosp.

v. Hraska, 338 N Y.S 2d 527, 529 (Cv. C. 1972); see 63 NY.
Jur. 2d, Guaranty & Suretyship sec. 113 (1987). Although it
appears that New MGM fail ed to nake proper paynent on the | oans
and advances under the working capital agreenent, there is no
indication that Credit Lyonnais ever demanded paynent or treated
New MGM s failure as a default under that agreenent. More
inportantly, there is no indication that Credit Lyonnais ever
called on MGM Group Hol di ngs to nake paynent under its guaranty
or that the guaranty was otherw se triggered.

Second, the debt assunption and agreenent fundanentally
changed the rel ationships of the various parties and resulted,

critically, in a new debt obligation. Cf. Banco Portugues do

176 The worki ng capital agreenent, MGV G oup Hol di ngs’
guaranty, and the debt rel ease and assunpti on agreenent each
recite that the terns of the agreenent shall be construed in
accordance with and governed by the laws of the State of New
Yor k.
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Atlantico v. Asland, 745 F. Supp. 962, 967 (S.D.N. Y. 1990) (“It

is well settled that ‘[w hen the terns of the contract guaranteed
have been changed or the contract, as finally made, is not the
one upon which the surety agreed to becone bound, he will be

released.’”” (quoting Smth v. Mlleson, 42 NNE 669 (N Y. 1896);

Li ncoln Sav. Bank v. Mirphy's Deluxe Linpusine Serv., Inc., 556

N.Y.S. 2d 102, 103 (App. Div. 1990))); Bier Pension Plan Trust v.

Estate of Schneierson, 74 N.Y.2d 312, 315 (Ct. App. 1989). After

M. Kerkorian nmade his $1.3 billion bid for New MGM there was a
$79 mllion shortfall in the anbunts available to pay off Credit

Lyonnais. As part of the stock purchase agreenent, M. Kerkorian
required, as a condition precedent to closing on the sale of New
MaM that this remaining debt anmount be satisfied, canceled, or

extingui shed at or before the closing. To effectuate the sale of
New MGM Credit Lyonnais agreed to release New MaM entirely from
this liability and, in turn, caused MGV G oup Hol di ngs to assune
t hat debt ampunt.?!”” This assunption did not occur as a result of

MGM G oup Hol di ngs’ guaranty obligations. Instead, MGV G oup

77 The debt rel ease and assunption agreenent provides:

The Parent [ MGM Group Hol di ngs] hereby assunes
princi pal of the Loans under the Credit Agreenent in
t he amount of $79, 912, 955.34 effective as of the date
hereof, inmmediately prior to the sale of Stock pursuant
to the Stock Purchase Agreenent and for all purposes of
the Credit Agreenment shall be treated as a Borrower, as
such termis defined under the Credit Agreenent and al
references to Borrower shall be deened to refer to and
i ncl ude MaM Par ent .
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Hol di ngs ostensibly becane the full-fledged obligor on the $79
mllion receivable without any of the typical rights that a
guarantor m ght have, such as, inportantly, a right of
subrogation against a revitalized New MGM ® Cf. Put nam v.

Commi ssioner, 352 U.S. 82, 89 (1956); In re Enron Corp., 307

Bankr. 372, 379 (S.D.N. Y. 2004); Restatenent (Third) of
Suretyship and Guaranty, sec. 27 (1996).

Petitioner suggests that the Credit Lyonnais group’s
subj ective judgnent that MGM G oup Hol di ngs woul d have val ue was
reasonabl e and wel | -founded. Petitioner contends that the Court
should not, with the benefit of hindsight, substitute its
judgnent for that of the Credit Lyonnais group.

We have no basis in the record for concluding that the
Credit Lyonnais group nade a determ nation that MGV G oup
Hol di ngs woul d have value. Instead, the evidence points in the
opposite direction. For many years, the Credit Lyonnais group
had struggled to keep MaM afloat; to that end, it had | ent
enornmous suns to MaM In 1993, the Credit Lyonnais group caused
MaM to be restructured into two conpanies with nearly $1 billion
in debt being funneled into MGM G oup Hol di ngs. The only

realistic chance of recovering on that debt was a lucrative sale

178 Pursuant to its guaranty under the working capital
agreenent, MoM Group Hol dings was entitled to “all rights of
subrogati on otherw se provided by |law in respect of any paynent
it may nmake or be obligated to nake under this Guaranty”.

Exhi bit 72-J, JO00071.
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of the MGM operating conpany. Once the M3GM operating conpany was
sol d, however, any hope of recovering the debts di sappear ed.
Wthout its MaM stock and a maj or cash or asset infusion, it
seens clear that MGM G oup Hol di ngs woul d have no neani ngf ul
prospective value. Looking beyond the formality of MaM G oup
Hol di ngs’ assunption of the $79 million debt, Credit Lyonnais’s
intentions here point to the absence of a genuine debtor-creditor

rel ati onship and bona fide indebtedness. See Miuserlian v.

Conmi ssioner, supra at 113; AR Lantz Co. v. United States, 424

F.2d 1330, 1333-1334 (9th Cr. 1970).

We concl ude that MGV Group Hol di ngs’ assunption of New MaGM s
$79 mllion debt obligation did not establish a valid debtor-
creditor relationship with the Credit Lyonnais group and did not
create a bona fide indebtedness for Federal tax purposes.

Because the $79 mllion receivable did not represent a bona fide
i ndebt edness, no basis was established in that receivable, and no
basis carried over to SMP on CLIS s purported contribution of

t hat receivable

VI. Corona Transacti on

Respondent argues that M. Lerner structured the Corona
transaction for the sole purpose of duplicating the built-in |oss
inthe $79 mllion receivable. Respondent contends that there
was no busi ness purpose for the Corona transaction and that M.

Lerner structured the transaction for the sol e purpose of
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duplicating tax benefits. Respondent contends that I|nperial
never intended to enter into a filmfinance business through
Corona. Petitioner contends that SMP and Inperial entered into
the Corona transaction with the bona fide business purpose of
filmfinancing.

For the reasons discussed in nore detail above, we conclude
that SMP had no basis in the $79 million receivable when it
contributed that receivable to Corona for a nmenbership interest.
Consequently, SMP' s adjusted basis in its nmenbership interest was
limted to its $250,000 cash contribution to Corona. Also, since
SMP had no basis in the $79 million receivable on its
contribution, Corona did not obtain any basis in that receivable
under section 723 when the receivable was contributed. Because
SMP did not receive a substituted basis in its nmenbership
interest equal to the purported basis that it claimed in the $79
mllion receivabl e and because Corona did not receive any
carryover basis in the $79 mllion receivable, SMP is not
entitled to the substantial losses that it clained fromthe sales
of its Corona nenbership interests to Inperial, and Corona is not
entitled to the substantial loss that it clained fromthe sale of
the $79 million receivable to TroMetro. This analysis
effectively disposes of the issues relating to the Corona

transaction; however, for sake of conpleteness, we shall briefly
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address the parties’ contentions with respect to this
transacti on.

We concl ude that the Corona transaction and the subsequent
sale of the $79 mllion receivable were part of a general schene
to obtain and exploit tax attributes in that receivabl e using the
partnership tax rules. M. Lerner effectively duplicated the
built-in loss that existed in the contributed $79 mllion
recei vable. SM al so received approximately $15 mllion from
I mperial as a fee for the loss that Inperial realized on the sale
of the receivable to TroMetro.

We cannot agree that the parties entered into the
transaction with any intention of engaging in a filmfinance
busi ness. Indeed, Inperial’s CEQ, Wayne Snavely, testified that
tax | osses were driving the Corona transaction and were the
primary reason in 1997 for Inperial’s investing in the Corona
transaction. He further testified that his analysis | eading up
to the Corona transaction was directed primarily to the
transaction’s tax aspects and that to that end he directed
| mperial’s chief financial officer, Kevin Villani, to get
together with Inperial’s accountants to see whet her the Corona
transactions and its tax advantages worked for |nperial.

M. Snavely acknow edged that he had a personal interest in
the filmfinance busi ness; however, his testinony indicated

clearly that filmfinance was not considered as a reason for
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| nperial’s engaging in the Corona transaction. |Indeed, although
| rperial held substantial nenbership interests in Corona after
its purchases of SMP's nenbership interests, M. Snavely did not
know whet her Corona ever financed or acquired any filns, did not
know of any specific business transactions in which Corona
engaged, and did not recall seeing any witten business plan for
Corona. We conclude that the Corona transaction was undertaken
for the sole purpose of duplicating the built-in loss in the $79
mllion receivable through a sale of SMP s nenbership interests
in Corona to Inperial and Corona’ s sale of the $79 million
receivable to TroMetro. The evidence in the record establishes
that M. Lerner orchestrated this plan fromthe beginning and was
responsible for its inplenentation. W conclude that the Corona
transaction, simlar to the transaction involving CDR, was devoid
of busi ness purpose and econom ¢ substance and therefore cannot
be respected for Federal tax purposes.

VIl. Sales of Receivables to TroMetro

Respondent al so argues that substance over form principles
apply to recast the sales of the $150 mllion, $81 mllion, and
$79 mllion receivables to TroMetro as sales by SMP to TroMetro
of an option to receive an equity interest in SVHC or its
successor. In support of this argunent, respondent relies on the
facts that: (1) M. van Merkensteijn wanted SMHC stock and not

the SIVHC receivables; (2) Messrs. Lerner and van Merkensteijn had
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di scussions regarding TroMetro as a vehicle for purchasing the
recei vables; (3) M. van Merkensteijn never expected to be paid
any principal or interest on those receivables; (4) the sales
were not conducted in an ordinary manner inasnuch as M. van
Merkensteijn relied upon the Sage Entertai nment appraisal; and
(5) the transaction had no business purpose because M. van
Mer kensteijn did not want the receivabl es but wanted the stock.

Al t hough we question M. van Merkensteijn’s notivations for
pur chasi ng the SVHC receivables in 1997 and 1998, we are not
persuaded that the facts that respondent highlights establish his
proposed application of substance over form principles.
Respondent appears to rely on the March 1, 1999, capital
contribution agreenment between SMHC and TroMetro. Pursuant to
this agreenent, TroMetro contri buted, assigned, transferred, and
conveyed to SMHC all the interests that TroMetro owned and held
in the SMHC recei vables in exchange for the right to receive 20
percent of all classes of stock of SMHC (or its successor),
exerci sable by TroMetro any tine after March 1, 2001.
Respondent, however, fails to establish the necessary |ink
between M. van Merkensteijn’'s purchase of the receivables in
1997 and 1998, and his receipt of the stock option in 1999.
These transactions took place over several years, and, in the

absence of sone additional evidence, we are not persuaded that
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respondent has nmet his burden of proof on this issue.!”® Because
we decide, on alternative grounds, that SMP obtai ned no bases in
the SMHC receivabl es, this conclusion does not ultimately affect
our deci si on.

VITl. Summary of Concl usi ons So Far

We concl ude that the banks’ contribution of the SMHC
recei vables to SWMP | acked econom ¢ substance and cannot be
respected for Federal tax purposes. W also conclude that SMP
obtai ned no basis in the SMHC recei vabl es under section 723
(because the receivables were worthless) or in the $79 mllion
recei vabl e (because that debt did not represent bona fide
i ndebt edness when it was assunmed by MGV Group Holdings). In
addi tion, we conclude that the Corona transaction |acked econom c
substance and |i kew se cannot be respected for Federal tax
pur poses. For these reasons, we conclude: (1) SMP had no basis
in the $150 mllion receivable and the $81 million receivable
when those receivables were sold to TroMetro in 1997 and 1998;
(2) SMP had no basis in the $79 mllion receivable when it
contributed that receivable to Corona in 1997, and SMP' s basis in
its Corona menbership interest under section 722 was limted to
t he $250, 000 cash contribution that it nade to Corona; and (3)

Corona obtai ned no basis from SMP under section 723 in the $79

179 Respondent’s argunent was rai sed as new matter in the
anendnent to answer. Consequently, respondent bears the burden
of proof as to this issue. Rule 142(a).
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mllion receivable on its contribution and had no basis in that
recei vable when it was sold to TroMetro in 1997.! Consequently,
we hold: (1) SMP is not entitled to a $147, 486,000 capital |oss
on its sale to TroMetro of the $150 million receivable in 1997;
(2) SMP is not entitled to capital |osses of $11, 647,367 and
$62, 237,061 on its sales to Inperial of portions of its Corona
menbership interest in 1997; (3) SMP is not entitled to a
$80, 190, 418 capital loss on its sale to TroMetro of the $81
mllion receivable in 1998; and (4) Corona is not entitled to a
capital loss onits sale to TroMetro of the $79 mllion

recei vable in 1997. 181

180 W& al so conclude that the step transaction doctrine
applies to recast the banks’ contributions of the SVHC
recei vabl es and stock as direct sales of those properties from
the banks to Sonerville S Trust, followed by Sonerville S Trust’s
contributions of the SMHC recei vabl es and stock to SMP in
exchange for preferred interests in SMP. Presumably, Sonerville
S Trust would be entitled to a cost basis totaling $10 mllion in
t he SMHC recei vabl es and stock, which would carry over to SMP
under sec. 723. The parties have not addressed the manner in
which the $10 million basis ampunt woul d be divided anong the
recei vabl es and stock; because we decide on alternative grounds
that SMP received a zero basis in the SMHC receivabl es, we need
not decide this issue.

181 Corona cl ained a $78, 768, 955 capital loss on this
transaction. W do not have jurisdiction over the $74,671, 378
portion of the loss that Corona clainmed on its 1997 return. See
supra note 7. As a practical matter, the effect of our hol ding
is to disallow the $4,097,577 portion of the clained | oss that
fl owed through to SWP
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| X. At-Ri sk and Passive Activity Loss Rul es

Respondent argues, alternatively, that to the extent the
| osses SMP and Corona reported on their partnership tax returns
are allowed, certain partnership-level determnations relating to
the at-risk and passive activity loss rules nust be nade in this
proceedi ng. % Petitioner argues that we do not have jurisdiction
over at-risk and passive activity |oss determnations in a
partnershi p-1evel proceeding, and that these issues nust be
resolved only in an affected-item proceeding at the partner
| evel . Because our decision in these cases results in a

di sal |l owance of the | osses that SMP and Corona cl ained on their

182 Under sec. 465, respondent argues that to the extent the
| osses SMP reported on its sales of the $150 million and $81
mllion receivables are all owed, those |osses arose froma film
activity that was a separate activity fromits other investnent
activities for purposes of applying the at-risk limtation rules.
Respondent argues that to the extent the | oss Corona reported on
its sale of the $79 million receivable is allowed, that |oss
arose froma filmactivity that was a separate activity fromits
portfolio investnent activities for purposes of applying the at-
risk limtation rules.

Addi tional ly, under sec. 469, respondent argues that to the
extent the | osses SMP reported on its sales of the $150 million
and $81 mllion receivables and the portions of its Corona
menbership interests, and any flowthrough | osses from Corona,
are allowed, those | osses arose froma filmtrade or business
t hat cannot be conbined with other trade or business activities
in SMP. Respondent argues that to the extent the |oss Corona
reported on its sale of the $79 mllion receivable is allowed,
that | oss arose froma filmtrade or business that cannot be
conbined with other trade or business activities in SVP.
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partnership tax returns, ¥ we do not decide respondent’s at-risk
and passive activity |oss argunents.

X. SMP's Basis in SMHC Stock

On its Forns 1065, U. S. Partnership Return of Incone, for
1997 and 1998, SMP reported that it had an adjusted basis of $665
mllionin its SVHC stock.!® |n an anmendnment to his answer,
respondent proposes adjusting SMP s reported tax basis inits
SMHC stock for these years to zero.

Petitioner agrees that this itemis a partnership item but
challenges its relevance to the issues in this case. Petitioner
points to the fact that “SMP did not dispose of any stock during
the years before the Court or claima loss fromthe sale of SVMHC
stock.” Respondent’s position, however, appears nore pointed--
respondent challenges SMP s reporting of its SMHC stock basis
rather than its inpact on the |oss adjustnents in the FPAA

Section 6226(f) provides with respect to the scope of our
judicial review that we shall have jurisdiction--

to determine all partnership itens of the partnership

for the partnership taxable year to which the notice of

final partnership adm nistrative adjustnent rel ates,

the proper allocation of such itens anong the partners,

and the applicability of any penalty, addition to tax,

or additional anmount which relates to an adjustnent to
a partnership item

183 See supra note 6.

184 SMP' s adjusted basis in its SVHC stock is reported on
statenents acconpanyi ng Schedul es L, Bal ance Sheets per Books, of
its partnership returns.
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The Treasury regulation interpreting this section provides:

A court reviewing a notice of final partnership

adm ni strative adjustnent has jurisdiction to determ ne

all partnership itens for the taxable year to which the

notice relates and the proper allocation of such itens

anong the partners. Thus, the reviewis not limted to

the itens adjusted in the notice. [Sec. 301.6226(f)-

1T(a), Tenporary Proced. & Adm n. Regs., 52 Fed. Reg.

6779-01 (Mar. 5, 1987). 18]

On the basis of section 6226(f) and the applicable
regul ation, we could construe our jurisdiction over petitioner’s
1997 and 1998 taxable years to enconpass SMP's reporting of its
basis in SMHC stock. Nonetheless, if we were to exercise
jurisdiction over this item and if we were to decide, as
respondent contends, that SMPs basis in SMHC is zero, our
decision would result in no real tax adjustnents at either the
partnership or partner level for the partnership taxable years at
i ssue. 18  Concei vably, our decision nmight influence SMP s
reporting for subsequent taxable years, but beyond this “in

terroreni effect, it is unclear what inpact such a decision would

185 A final regulation under sec. 6226 was pronul gated
effective for partnership taxable years beginning on or after
Cct. 4, 2001. Sec. 301.6226(f)-1(c), Proced. & Adm n. Regs.

186 Unlike River Gty Ranches #1 Ltd. v. Conmm ssioner, 401
F.3d 1136 (9th Cr. 2005), affg. in part, revg. in part, and
remanding T.C. Meno. 2003-150, this is not a case where our
findings wth respect to this matter are alleged to have any
beari ng on penalty-interest under sec. 6621 or on any other
penalties. For instance, respondent has not alleged that an
adj ustnment to SMP's reported basis in SVMHC stock would give rise
to any underpaynent for purposes of sec. 6662 accuracy-rel ated
penal ties.
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have on taxable years that are not before us in this proceedi ng.
For this reason, we cannot agree that Congress contenpl ated our
exercising jurisdiction over this type of adjustnent. Cf. sec.
301.6226(f)-1T(b), Tenporary Proced. & Adm n. Regs., 52 Fed. Reg.
6788 (Mar. 5, 1987) (indicating that the review ng court has
jurisdiction to determne an issue raised by a partner relating
to partnership’s treatnment of certain costs).

We hold that we do not have jurisdiction to determ ne issues
related to SMP s reporting of its basis in SMHC stock for its
1997 and 1998 t axabl e years.

Xl. Accuracy-Related Penalties

Respondent determ ned that section 6662 accuracy-rel ated
penalties apply with respect to the partnership adjustnents for
SMP and Corona.®” |n particular, with respect to SMP, respondent
determ ned that the section 6662(h) 40-percent penalty for gross
val uation m sstatenents applies to the underpaynents that result

fromadjustnments to the tax bases that SMP reported on its 1997

87 | n the Taxpayer Relief Act of 1997, Pub. L. 105-34, sec.
1238(a), 111 Stat. 1026, Congress anended sec. 6221 to incl ude,
as an itemto be determned at the partnership level, the
applicability of any penalty, addition to tax, or additional
anmount which relates to an adjustnment to a partnership item
effective for partnership taxable years ending after Aug. 5,
1997. Consequently, we have jurisdiction in this partnership-
| evel proceeding to decide issues relating to the sec. 6662
penal ties that respondent determ ned. Partner-|evel defenses,
however, nust be asserted in a separate refund action follow ng
assessnment and paynment. See sec. 6230(c)(1)(C, (4); cf. sec.
301. 6221-1(d), Proced. & Adm n. Regs. (effective for partnership
t axabl e years beginning on or after Cct. 4, 2001).
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and 1998 partnership tax returns in the $974 million in
recei vables, the $79 nmillion receivable, and SMP s nenbership
interest in Corona. 1In the alternative, respondent determ ned
that the section 6662(a) 20-percent penalty for negligence,
disregard of rules or regulations, or substantial understatenent
applies to the underpaynents that result fromthese adjustnents.

Wth respect to Corona, respondent argues that the section
6662( h) 40-percent accuracy-related penalty for gross val uation
m sstatenents applies to the underpaynent that results from an
adjustnment to the tax basis that Corona reported on its 1997
partnership tax return in the $79 mllion receivable. 1In the
al ternative, respondent argues that the section 6662(a) 20-
percent accuracy-rel ated penalty for negligence, disregard of
rul es or regulations, or substantial understatenent applies to
t he under paynent that results fromthis adjustnent.

A. Burden of Production

Section 7491(c) provides that the Comm ssioner shall have
t he burden of production in any court proceeding wth respect to
the liability of any “individual” for any penalty, addition to
tax, or additional anount inposed by the Code. Presunably on the
basis of this provision, petitioner argues that “Respondent bears
t he burden of showi ng that Petitioners are |iable for any

penalties.” W disagree.
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Section 7491(c), if applicable, inposes upon the

Comm ssi oner only the burden of production with respect to

penal ties, and not the burden of proof as petitioner suggests. 188

See Higbee v. Conm ssioner, 116 T.C 438, 446 (2001). Moreover,

by its terns, section 7491(c) applies only with respect to the
l[tability for penalties of any “individual”. By contrast,
section 7491(a), which provides the general rule for shifting the
burden of proof to the Comm ssioner in certain circunstances,
applies in ascertaining the liability of a “taxpayer”. Plainly,
by using the different terns “individual” and “taxpayer”,
Congress intended to distinguish the two terns. See sec.
7701(a)(14) (defining the term“taxpayer” to mean any person
subject to any internal revenue tax) and (a)(1l) (defining the
term “person” to nean and include an individual, a trust, estate,
part nership, association, conpany, or corporation); see also sec.
7491(b) (limting its application to an “individual taxpayer”);

cf. Elec. Arts, Inc. v. Comm ssioner, 118 T.C 226, 258 (2002)

(“Ordinarily, in statutes and ot her | egal docunents, it is
presuned that if the drafter * * * varies the term nol ogy, then

the drafter intends that the neaning also varies.”).

188 Thi s burden of production, if applicable, requires the
Comm ssioner to “initially come forward with evidence that it is
appropriate to apply a particular penalty to the taxpayer”. H
Conf. Rept. 105-599, at 241 (1998), 1998-3 C.B. 747, 995. This
provision is not intended, however, to require the Conm ssioner
to introduce evidence regardi ng reasonabl e cause, substanti al
authority, or simlar provisions. |d.



- 267-

In any event, we conclude that respondent has satisfied any
burden of production he m ght have under section 7491(c) with
respect to the appropriateness of applying accuracy-rel ated
penalties in the instant cases. Consequently, petitioner nust
conme forward wth evidence sufficient to persuade the Court that
respondent’s penalty determ nations are incorrect. Higbee v.

Conmi ssi oner, supra at 447.

B. Goss Valuation M sstatenents

A 20-percent accuracy-related penalty applies to the extent
that any portion of an underpaynent is attributable to any
“substantial valuation msstatenent”. Sec. 6662(a) and (b)(3).
There is a “substantial valuation msstatenent” if “the val ue of
any property (or the adjusted basis of any property) clainmed on
any return of tax inposed * * * is 200 percent or nore of the
anount determ ned to be the correct anmount of such val uation or
adj usted basis (as the case may be)”. Sec. 6662(e)(1)(A). In
the case of a “gross valuation msstatenent”, the penalty
increases from20 to 40 percent. There is a “gross valuation
m sstatenment” if the value of any property (or the adjusted basis
of any property) clained on any return of tax inposed is 400
percent or nore of the ambunt determ ned to be the correct anount
of such valuation or adjusted basis (as the case nay be). Sec.
6662(e)(1) and (h)(2). In the case of multiple valuation

m sstatenents, the determ nati on of whether there is a
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substantial or gross valuation m sstatenent on a return is made
on a property-by-property basis. Sec. 1.6662-5(f)(1), |ncone Tax
Regs. There is no disclosure exception to this penalty. Sec.
1. 6662-5(a), |Income Tax Regs.

On its 1997 partnership tax return, SMP reported a $150
mllion basis in the $150 mllion receivable that it purportedly
sold to TroMetro. As a result of this basis reporting, SM
claimed a $147, 486,000 | oss ($2,514,000 sale price mnus $150
mllion adjusted basis). SM reported a $63, 489,061 basis in the
79. 2-percent Corona nenbership interest that it sold to Inperial.
As a result of this basis reporting, SMP clainmed a $62, 237, 061
| oss (%1, 252,000 sale price mnus $63, 489, 061 adj usted basi s).
SMP reported a $11, 864,117 basis in the additional 14.65-percent
Corona nenbership interest that it sold to Inperial. As a result
of this basis reporting, SMP clainmed an $11, 647, 367 | 0ss
(%216, 750 sal e price mnus $11, 864, 117 adj usted basi s).

We have concl uded on alternative grounds that SMP obtained a
zero basis in the $974 mllion in receivables from General e Bank

and the $79 mllion receivable from CLIS. Because the $79

189 The substantial or gross valuation m sstatenent penalty
applies only if the portion of the underpaynent for the taxable
year attributable to substantial valuation m sstatenents exceeds
$5, 000 ($10,000 in the case of a corporation other than an S
corporation or a personal holding conpany). Sec. 6662(e)(2). In
the case of a partnership, this dollar limtation is applied at
the partner level. Sec. 1.6662-5(h)(1), Incone Tax Regs.
Consequently, we do not decide whether the dollar limtation
applies in these partnership-level proceedings.
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mllion receivable had a zero basis in SMP s hands, SMP received
no carryover basis under section 722 in its Corona nenbership
interest on the contribution of that receivable to Corona.
Corona received no carryover basis under section 723 in the
contributed $79 mllion receivable. Consequently, SMP' s and
Corona’s basis reporting for the receivables was infinitely nore
t han 400 percent of the amount that we determ ned to be the
correct basis in the receivables.? See sec. 1.6662-5(g), |ncone
Tax Regs. (“The value or adjusted basis clained on a return of
any property wth a correct value or adjusted basis of zero is
considered to be 400 percent or nore of the correct anount.
There is a gross valuation msstatenent with respect to such
property, therefore, and the applicable penalty rate is 40

percent.”); see also Rybak v. Comm ssioner, 91 T.C 524, 566-567

(1988) .

1% As an alternative hol ding, we have concluded that the
step transaction doctrine applies to recast General e Bank’s and
CLIS s contributions of the receivables and Sonerville S Trust’s
purchases of Generale Bank’s and CLIS s preferred interests in
SMP as direct sales of the SMHC receivabl es and stock from
Ceneral e Bank and CLIS to Sonerville S Trust followed by
Sonmerville S Trust’s contributions of those itens for preferred
interests in SMP. Pursuant to this holding, Sonmerville S Trust
seenmingly would receive a $10 mllion cost basis in the SVHC
recei vabl es and stock which would carry over to SMP. The parties
have not addressed this issue, but presumably this $10 mllion
cost basis woul d be divided anong the SMHC recei vabl es and stock
on a proportional basis. The basis anounts that SMP reported on
its 1997 and 1998 partnership tax returns and Corona reported on
its 1997 partnership tax return would still exceed by far nore
t han 400 percent any $10 mllion cost basis in the receivables.
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Petitioner argues that the section 6662(h) gross val uation
m sstatenent penalty is inapplicable to the adjustnents in these
cases. Petitioner contends that section 6662(h) has limted
application and applies only where the m sstatenent of adjusted
basis is attributable to an overval uation of property. Petitioner
contends that the m sstatenents of basis in these cases are not
attributable to any overval uation but instead are attributable to
the operation of the partnership basis rules. Stated
differently, petitioner’s position essentially is that section
6662(e) and (h) cannot apply where the alleged gross val uation
m sstatenent penalty is not directly attributable to an erroneous
overval uation. W disagree.

Section 6662(e) and (h) refers to an underpaynent that is
attributable to a “valuation m sstatenent”. The statute defines
“valuation msstatenent” to include overstatenents of “adjusted
basis”. Specifically, a substantial or gross valuation
m sst at ement occurs where “the value of any property (or the

adj usted basis of any property)” clainmed on any tax return is at

| east 200 percent (for a substantial valuation m sstatenent or
400 percent (for a gross valuation m sstatenent) of “the anmount

determ ned to be the correct anpunt of such valuation or adjusted

basis (as the case may be)”. Sec. 6662(e)(1) (A (enphasis
added). Consequently, Congress did not Iimt the definition of a

“valuation msstatenent” to instances involving inflated
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val uations but included within that definition instances
i nvol ving inflated adjusted bases. See sec. 1.6662-5(h)(2),
Exanpl e, Incone Tax Regs. (“Partnership P* * * clains a $40, 000
basis in a depreciable asset which, in fact, has a basis of
$15,000. The determ nation that there is a substantial val uation
m sstatenent is nade solely with reference to P by conparing the
$40, 000 basis claimed by P with P s correct basis of $15, 000.");

cf. Garrett v. Comm ssioner, T.C. Mnob. 1997-231. On the basis

of the statutory definition, we cannot agree with petitioner that
an overvaluation is essential to the application of the section
6662(e) and (h) penalty.

Petitioner contends: “Qutside of the Second Circuit, case
| aw covering the scope of the ‘valuation’ elenent of the
accuracy-rel ated penalty has al ways enphasized that it is
applicable only to situations where the increased tax liability
is attributable to an actual m sstatenent of a valuation.”

Petitioner relies on Gainer v. Conni ssioner, 893 F.2d 225

(9th Gr. 1990), affg. T.C. Menp. 1988-416, and Todd v.
Conmm ssi oner, 862 F.2d 540 (5th Gr. 1988), affg. 89 T.C 912

(1987). Gainer and Todd focused on the phrase “attributable to a
val uation overstatenent” in fornmer section 6659(a), the precursor

to section 6662(e) and (h).®* Pursuant to the holdings in those

1 |I'n the Omibus Reconciliation Act of 1989, Pub. L. 101-
239, sec. 7721, 103 Stat. 2395, Congress repeal ed former sec.
(continued. . .)
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cases, the portion of a tax underpaynent that is attributable to
a valuation overstatenent is to be determ ned after taking into
account any other proper adjustnents to tax liability. See

Gai ner v. Comm ssioner, supra at 228; Todd v. Conmmi ssioner, 89

T.C. 912, 916 (1987), affd. 862 F.2d 540 (5th Gr. 1988). Thus,
to the extent the taxpayer’s clainmed tax benefits are disall owed
on grounds separate and i ndependent from all eged val uati on
overstatenments, the resulting underpaynents of tax are not
regarded as “attributable to valuation overstatenents”. See

Krause v. Conm ssioner, 99 T.C 132, 178 (1992), affd. sub nom

Hi | debrand v. Conmm ssioner, 28 F.3d 1024 (10th G r. 1994).

Nei t her Gai ner nor Todd dealt with the definition of a “valuation
overstatenment” or the application of the penalty to the reporting
of inflated adjusted bases in properties. 19

In Gai ner and Todd, the taxpayers made val uation

overstatenments of certain property and cl ai ned depreciation

91, .. conti nued)
6659 and consolidated the various accuracy-related penalties into
sec. 6662, carrying over the same essential |anguage as sec.
6659. In the Omibus Reconciliation Act of 1990, Pub. L. 101-
508, sec. 11312, 104 Stat. 1388-454 to 1388-455, Congress anended
sec. 6662, changing, inter alia, the phrase “val uation
overstatement” to refer to “valuation m sstatenent”.

192 Former sec. 6659(c), simlar to current sec. 6662(e) and
(h), provided: “there is a valuation overstatenent if the val ue
of any property, or the adjusted basis of any property, clainmed
on any return is 150 percent or nore of the anobunt determned to
be the correct anount of such valuation or adjusted basis (as the
case may be).”
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deductions and investnent tax credits on the basis of these
valuations. This Court and the Courts of Appeals determ ned,
however, that the properties had not been placed in service;
therefore, the taxpayers’ clained deductions were disallowed on
t hat ground and not because of any val uation overstatenent.
Thus, in Gainer and Todd, this Court and the Courts of Appeals
di sal | oned the taxpayers’ tax benefits on grounds separate and
apart fromthe alleged val uation overstatenents. |In the instant
cases, however, each of our alternative hol dings goes directly to
SMP's and Corona’s correct adjusted bases in the contributed SVHC
recei vabl es.

In Glman v. Conmm ssioner, 933 F.2d 143 (2d G r. 1991),

affg. T.C. Menp. 1990-205, the Court of Appeals for the Second
Crcuit applied the valuation overstatenent penalty under fornmer
section 6659 to an underpaynent of taxes derived froma
transaction that was disregarded for |ack of econom c substance.
Because the taxpayer was deened to have a zero basis, the
taxpayer’s clained basis was infinitely larger than the anount
determned to be the correct basis (as would be any anmount of

cl aimed basis, conpared to zero). Acknow edging that applying

t he val uation overstatenent penalty “sonewhat strains the natura
readi ng of the statutory phrase ‘valuation overstatenent’”, the
court neverthel ess held, consistent with other judicial

precedents applying the valuation overstatenent penalty in the
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context of tax shelter transactions, that the penalty was
applicable. 1d. at 151. The Court of Appeal s observed:
“application of the section 6659 penalty surely reenforces the
Congressi onal objective of |essening tax shelter abuse.” |[|d.

The Court of Appeals in G|l mn acknow edged that forner
section 6659 m ght require sone nexus with an overval uation but
determ ned: “A transaction that |acks econom c substance
generally reflects an arrangenment in which the basis of the
property was msvalued in the context of the transaction.” 1d.
at 152. The Court of Appeals determ ned that the | ack of
econom ¢ substance in that case was due in part to a valuation
overstatenment, relying on the absence of any reasonabl e
expectation of profit and the lack of value in the property that

t he taxpayer purchased. 1d. at 151; see also Massengill v.

Comm ssi oner, 876 F.2d 616 (8th G r. 1989), affg. T.C Meno.

1988-427.

As in Glman, valuation issues forma critical part of these
cases. For exanple, we have found that the absence of value in
the properties that CGeneral e Bank and CLIS “contri buted” under
t he guise of the partnership rules indicates a | ack of economc
substance in the transaction. W have also found that the
absence of value in these properties suggests a | ack of economc
benefit in the transaction fromthe Ackerman group’ s perspective

and indicates that the Ackerman group pursued the transaction
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with CDR, Cenerale Bank, and CLIS solely for tax purposes.
Moreover, in determning that the SMHC recei vabl es were worthl ess
when they were contributed to SMP, we have relied on an extensive
exam nation of the values of the assets in SMHC. Consequently,
to whatever extent Glman may require an indirect nexus to an
overval uation of property, we conclude that such a nexus exists
in these cases.

We conclude that SMP s 1997 and 1998 partnership tax return
and Corona’s 1997 partnership tax return contain gross val uation
m sstatenments for purposes of section 6662(e) and (h).

C. 20-Percent Accuracy-Rel ated Penalties

Respondent determ ned, alternatively, that 20-percent
accuracy-rel ated penalties apply under section 6662(a) with
respect to the adjustnents to SMP s 1997 and 1998 partnership tax
return and Corona’ s 1997 partnership tax return. Respondent
asserts two grounds for inposing these penalties: negligence and
substantial understatenent of incone tax. W address each of
t hese grounds bel ow.

1. Neqgl i gence

Section 6662(a)(1l) inposes a 20-percent accuracy-related
penalty on any portion of an underpaynent of tax required to be
shown on a return which is attributable to negligence or
disregard of rules or regulations. For purposes of section 6662,

the term “negligence” includes any failure to make a reasonabl e
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attenpt to conply with Code provisions. Sec. 6662(c).
“Negligence is lack of due care or failure to do what a
reasonabl e and ordinarily prudent person would do under the

circunstances.” Marcello v. Conmm ssioner, 380 F.2d 499, 506 (5th

Cr. 1967), affg. in part and remanding in part 43 T.C. 168

(1964) and T.C. Meno. 1964-299; see Neely v. Conmm ssioner, 85

T.C. 934, 947 (1985). For purposes of section 6662, the term
“di sregard” includes any carel ess, reckless, or intentional
di sregard. *®* Sec. 6662(c).

A return position that has a reasonable basis is not
attributable to negligence. Sec. 1.6662-3(a), Incone Tax Regs.
A reasonabl e basis connotes significantly nore than not being
frivolous or patently inproper. Sec. 1.6662-3(b)(3), Incone Tax
Regs. The reasonabl e basis standard is not satisfied by a return
position that is nmerely arguable or that is nerely a col orable

claim | d.

193 The term “rul es or regul ations” includes the provisions
of the Code, tenporary or final regul ations issued under the
Code, and revenue rulings or notices issued by the Internal
Revenue Service. Sec. 1.6662-3(b)(2), Incone Tax Regs. A
di sregard of rules or regulations is “careless” if the taxpayer
does not exercise reasonable diligence to determ ne the
correctness of a return position that is contrary to the rule or
regulation. 1d. A disregard is “reckless” if the taxpayer nakes
little or no effort to determ ne whether a rule or regul ation
exi sts, under circunstances which denonstrate a substanti al
deviation fromthe standard of conduct that a reasonabl e person
woul d observe. 1d. A disregard is “intentional” if the taxpayer
knows of the rule or regulation that is disregarded. 1d.
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M. Lerner is a highly educated, sophisticated tax attorney.
He worked for many years at O Melveny & Myers; at one point, he
established and ran the firms London office. M. Lerner also
wor ked as a clerk/attorney-advisor with the U S. Tax Court and as
an attorney advisor for the U S. Treasury Departnent.

M. Lerner personally engineered a plan to transfer the
built-in | osses in the defunct MGM G oup Hol di ngs from General e
Bank and CLIS to the Ackerman group. This transaction had no
econom ¢ substance for Federal tax purposes. Instead, the
transaction was the equivalent of a sale of approximately $1.7
billion in tax attributes from Generale Bank and CLIS to
Sonerville S Trust for $10 mllion. To exploit these tax
attributes, M. Lerner devised a second plan whereby SMP
purportedly sold portions of the receivables from General e Bank
to TroMetro, which was owned by his friend, colleague, and
busi ness associate, M. van Merkensteijn. M. Lerner also
devised a third plan whereby SMP transferred the $79 million
receivable to Corona for a nenbership interest, sold portions of
its Corona nenbership interest to Inperial, and caused Corona to
sell the $79 mllion receivable to TroMetro, effectively
duplicating the built-in |osses in that receivable. 1In the
course of these various transactions, SMP reaped approxi mately
$300 million in tax | osses and Corona reaped $79 mllion. SWP

also received a $14.5 nmillion fee from Corona for the latter’s
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tax losses in the Corona transaction. Under the circunstances,
we believe that a reasonabl e and prudent person woul d recogni ze
that these tax | osses were “*too good to be true’”, especially
given that neither SMP, Corona, Sonerville S Trust, nor Inperial
bore the economic | oss associated with these tax | osses. See
sec. 1.6662-3(b)(ii), Incone Tax Regs.

Petitioner seeks to hide behind formal conpliance with the
partnership tax rules. As an experienced tax attorney, M.
Lerner shoul d have known that nmere formal conpliance with
statutory provisions would not sustain transactions that have no
econom ¢ substance and that are nere contrivances designed solely
to exploit tax benefits. Under the circunstances, we concl ude
t hat reasonably prudent persons with M. Lerner’s tax experience
woul d not have conducted thenselves as he did in reporting the
bases in the SVHC receivabl es and the substantial |osses fromthe
transactions involving TroMetro and Inperial. Consequently, we
sustain respondent’s alternative determ nation that negligence

penalties are appropriate in these cases. %

194 Petitioner argues that negligence penalties do not apply
because the instant cases involve issues of first inpression.
The accuracy-related penalty is inappropriate where an issue to
be resol ved by the Court is one of first inpression involving
uncl ear statutory |anguage. Bunney v. Conm ssioner, 114 T.C
259, 266 (2000); see Braddock v. Conm ssioner, 95 T.C. 639, 645
(1990) (holding penalties inapplicable where the issue has never
bef ore been considered by any court, and the answer is not
entirely clear fromthe statutory |anguage). Petitioner does not
point to the issues which he considers to be issues of first

(continued. . .)
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2. Substantial Understatenent of |Incone Tax

Section 6662(a)(2) inposes a 20-percent accuracy-related
penalty on any portion of an underpaynent of tax required to be
shown on a return which is attributable to any substanti al
understatenent of income tax. Sec. 6662(b)(1) and (2).

There is a “substantial understatenment of income tax” for
any taxable year if the anount of the understatenent of the
t axabl e year exceeds the greater of 10 percent of the tax
required to be shown on the return for the taxable year, or
$5,000. Sec. 6662(d)(1). For this purpose, the term

“understatenent” generally neans the excess of the anpbunt of the

194, . continued)
i npression. The only issue that we deci de agai nst petitioner,
whi ch m ght be construed as an issue of first inpression, is
whet her a contribution of worthless debts to a partnership
constitutes a “contribution of property” for purposes of sec. 721
and the partnership basis rules. This issue arises in our
hol di ng sustai ning respondent’s alternative argunment regarding
basis; this issue is not directly inplicated in our primry
hol ding that the transaction in question |acked econom c
substance or in our alternative holding involving the application
of the step transaction doctrine. Mreover, this Court
previously decided that a contribution of worthless stock to a
corporation was not a “contribution” for purposes of the
anal ogous corporate carryover basis rules. See Seaboard
Commercial Corp. v. Conm ssioner, 28 T.C. 1034, 1054 (1957). The
Court of Appeals for the Eleventh Circuit in United States v.
Stafford, 727 F.2d 1043, 1052 n.14 (11th Gr. 1984), has al so
consi dered whether a contribution of val uel ess property
represents a contribution of property for purposes of sec. 721 of
the partnership rules, concluding that it did not. Mreover, we
do not find the | anguage of sec. 721 or the partnership basis
rules unclear. On the contrary, we find it to be quite obvious
fromthose Code sections that a contribution of worthless debt is
not a contribution of property. Consequently, petitioner cannot
avoi d the negligence penalty on this basis.
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tax required to be shown on the return for the taxable year, over
t he amount of the tax inposed which is showm on the return. Sec.
6662(d) (2)(A).*  The anpbunt of the understatenent is reduced by
that portion of the understatenent that is attributable to the
tax treatnment of any item by the taxpayer for which there is or
was substantial authority, if the relevant facts affecting the
items tax treatnent are adequately disclosed in the return or in
a statement attached to the return and there is a reasonable
basis for the tax treatnent of such item by the taxpayer. Sec.
6662(d)(2)(B). Petitioner relies on the substantial authority
standard as a defense to the application of the understatenent
penal ty. 1%

The substantial authority standard is an objective standard

involving an analysis of the |aw and application of the law to

195 |'n a partnership-level proceeding, we do not calcul ate
t he understatenment or determ ne whether it is substantial for
pur poses of sec. 6662. Because the penalties apply at the
partner |evel, the understatenent nust be cal cul ated on the basis
of the partner’s return and is the subject of a conputational
adjustnment. A partner may file a claimfor refund on the ground
that the Secretary erroneously inposed any penalty which rel ates
to an adjustnent to a partnership item Sec. 6230(c)(1)(CO, (4);
see sec. 301.6221-1(c) and (d), Proced. & Adm n. Regs.
(applicable to partnership taxable years beginning on or after
Cct. 4, 2001).

19 Even if sec. 7491(c) is applicable, respondent is not
required to introduce evidence as to substantial authority.
Petitioner bears both the burden of production and the burden of
proof as to these issues. See Higbee v. Conm ssioner, 116 T.C
438, 446-447 (2001); H Conf. Rept. 105-599, at 241 (1998), 1998-
3 C.B. 747, 995.
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relevant facts. Sec. 1.6662-4(d)(2), Incone Tax Regs. There is
substantial authority for a position if the weight of the
authorities supporting the treatnent is substantial in relation
to the weight of authorities supporting contrary treatnent. Sec.
1.6662-4(d)(3) (i), Income Tax Regs. Because the substanti al
authority standard is an objective standard, the taxpayer’s
belief that there is substantial authority for the tax treatnent
of an itemis not relevant in determ ning whether there is
substantial authority for that treatnent. [d. Relevant
authorities for this purpose are limted to materials such as
appl i cabl e provisions of the Code, regul ations, revenue rulings
and revenue procedures, court cases, and l|legislative history.
Sec. 1.6662-4(d)(3)(iii), Income Tax Regs.

Petitioner has cited no substantial authority that m ght
provide a basis for reducing any understatenent of incone tax.
In the first place, the transaction between the Ackernman group
and CDR, Generale Bank, and CLIS, had no econom c purpose. The
transaction’s sole purpose was to transfer approximately $1.7
billion in built-in tax | osses fromthe banks to Sonerville S

Trust in exchange for a $10 mllion cash paynent. Although these

197 Concl usi ons reached in | egal opinions or opinions
rendered by tax professionals are not authority; however, the
authorities underlying such expressions of opinion where
applicable to the facts of a particular case may give rise to
substantial authority. Sec. 1.6662-4(d)(3)(iii), Inconme Tax
Regs.
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transfers were acconplished using the partnership basis rules, it
seens evident that Congress did not envision these rules’ being
used nerely as a vehicle to transfer built-in | osses froma tax-
indifferent party to an interested purchaser pursuant to a
prearranged plan. As relevant to these circunstances, the
authorities are clear and firmy established: a transaction that
| acks econom ¢ substance is not recognized for Federal tax

pur poses. See, e.g., Ferquson v. Conm ssioner, 29 F.3d at 101.

Special rules apply in the case of a “tax shelter”, which
means a partnership or other entity, any investnent plan or
arrangenent, or any other plan or arrangenent, if a significant
pur pose of such partnership, entity, plan, or arrangenent is the
avoi dance or evasion of Federal income tax. Sec.
6662(d)(2) (O (iii). 1In the case of any itemof a taxpayer (other
than a corporation) which is attributable to a tax shelter, an
under st atement shall not be reduced on the basis of substanti al
authority unless the taxpayer reasonably believed that his tax
treatnent of the itemwas nore |likely than not proper. Sec.
6662(d) (2) (O (i)(l) and (I1).

W have concluded that the transaction between the Ackerman
group and the Credit Lyonnais group had no econom ¢ substance,
its only purpose being to transfer built-in tax | osses in
exchange for a $10 million cash paynment. Consequently, this

arrangenment is considered a “tax shelter” for purposes of section
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6662(d)(2) (O (iii), and petitioner nust denonstrate a reasonable
belief that SMP s and Corona’s tax treatnent of the transactions
in question was nore likely than not the proper treatnent. G ven
M. Lerner’s education, sophistication, and tax experience, as
wel |l as the particular circunstances of these cases, we do not
bel i eve that there was such a reasonabl e belief.

A taxpayer is considered reasonably to believe that the tax
treatment of an itemis nore likely than not the proper tax
treatnment if the taxpayer reasonably relies in good faith on the
opi nion of a professional tax adviser; and if the opinion is
based on the tax adviser’s analysis of the pertinent facts and
authorities and unanbi guously states that the tax adviser
concludes that there is a greater than 50-percent |ikelihood that
the tax treatnment of the itemw |l be upheld if challenged by the
|RS. Sec. 1.6662-4(g)(4)(B), Income Tax Regs. None of the tax
opinions that petitioner purportedly relied upon in preparing
SMP's and Corona’s partnership tax returns unanbi guously state
that there is a greater than 50-percent |ikelihood that the tax
treatnment of the transactions at issue in these cases would be
upheld if challenged by the IRS. Mreover, for the reasons
di scussed bel ow, we conclude that M. Lerner did not reasonably
rely on those opinions. W conclude that petitioner did not have
substantial authority for his tax treatnent of the transactions

at i ssue.
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D. Reasonabl e Cause

No penalty shall be inposed under section 6662 with respect
to any portion of an underpaynent if it is shown that there was a
reasonabl e cause for such portion and that the taxpayer acted in
good faith with respect to such portion. Sec. 6664(c)(1).*® The
determ nati on whet her a taxpayer acted with reasonabl e cause and
in good faith is made on a case-by-case basis, taking into
account all pertinent facts and circunstances. Sec. 1.6664-
4(b) (1), Inconme Tax Regs. Cenerally, the nost inportant factor
is the extent of the taxpayer’s effort to assess his proper tax
l[tability. 1d. G rcunstances that may indicate reasonabl e cause
and good faith include an honest m sunderstanding of fact or |aw
that is reasonable in light of all of the facts and
ci rcunst ances, including the experience, know edge, and education

of the taxpayer.!®® 1d.

198 The determ nati on of whether a taxpayer acted wth
reasonabl e cause and in good faith with respect to an
under paynment that is related to an itemreflected on the return
of a pass-through entity is nade on the basis of all pertinent
facts and circunmstances, including the taxpayer’s own actions, as
well as the actions of the pass-through entity. Sec. 1.6664-
4(d), Inconme Tax Regs.

199 petitioner bears the burden of production and burden of
proof wth respect to the reasonabl e cause exception. Higbee v.
Commi ssioner, 116 T.C at 446-447; H Conf. Rept. 105-599, supra
at 241, 1998-3 C. B. at 995.




- 285-

In arguing that the reasonabl e cause exception applies,
petitioner points to his efforts to verify the factual
under pi nni ngs of the contributed assets.

Petitioner points first to the nenorandum that Kaye Schol er

prepared in the course of Safari’s failed effort to acquire New
McGM  We cannot agree that Kaye Schol er’s nmenorandum est abli shes
reasonabl e cause for SMP s and Corona’s reporting positions.
Al t hough Kaye Scholer’s |egal due diligence provided M. Lerner
with a detailed picture of the rel ationships between the Credit
Lyonnai s group and the MGM conpani es and the various tax
attributes that the Credit Lyonnais group possessed, that | egal
due diligence occurred in the context of a proposed acquisition
of New MGM It did not involve the transactions at issue in the
instant cases. |In addition, the Kaye Schol er investigation
occurred in or about May 1996, before the sale of New MGV and M3V
Hol di ngs’ s di ssol ution, events which m ght have profoundly
affected any of the conclusions that Kaye Schol er reached
regarding the various tax attributes. 2%

Petitioner points next to what he characterizes as an

extensive due diligence process involving his attorney, Janes

200 petjtioner contends that a major focus of this
i nvestigation was establishing the anobunt of the NOLs, which
petitioner contends was an inportant aspect of the subsequent
transaction involving CDR W cannot agree. Although Kaye
Schol er docunented the NCOLs in the various M3V conpani es, the
NOLs in MGV Group Hol dings were by no neans a “major focus” of
its investigation.
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Rhodes. M. Rhodes’ s due diligence process, however, was
directed toward docunenting the banks’ historical bases in the
SMHC recei vabl es and stock and obtaining representations that the
banks did not wite down the receivables or stock for accounting
or tax purposes or otherwse claimthe tax attributes that the
Ackerman group sought to obtain. See Exhibit 183-P (docunent
entitled “Basis Chronology”). M. Rhodes conducted no due
diligence on the nore germane issues of whether SMP received a
carryover basis in the SMHC recei vabl es and stock, whether the
transaction had any substance for Federal tax purposes, whether
the assets underlying the SVMHC recei vabl es and stock had any
val ue, or whether the $79 nillion receivable represented bona
fide indebtedness. 20!

Petitioner also points to his reliance on the
representations that Cenerale Bank and CLIS nade with respect to
their tax bases in the contributed SMHC receivables. 1In the
exchange and contri bution agreenent, CDR, Ceneral e Bank, and CLIS
represented that they had received no paynent of principal on the
SVHC recei vabl es and had not witten down their |oans for
accounting or tax purposes. Like M. Rhodes’ s due diligence

i nvestigation, the banks’ representations do not extend to the

201 On May 12, 1997, M. Rhodes asked for and received a
confirmation from Wite & Case that neither CDR, General e Bank,
nor CLIS derived any U. S. tax benefit fromthe contribution of
t he SMHC recei vabl es and stock or the subsequent disposition by
CGeneral e Bank and CLIS of their preferred interests in SWVP.
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particulars of the transaction between the Ackerman group and CDR
or otherw se indicate that the banks had the tax bases that M.
Lerner later claimed for the SMHC recei vabl es.

In trying to neet the reasonabl e cause excepti on,
petitioner focuses principally on his purported reliance on
“out side” professional tax advice. Reliance on the advice of a
prof essi onal tax adviser constitutes reasonable cause and good
faith if, under all the circunstances, the reliance was
reasonabl e and the taxpayer acted in good faith. Sec. 1.6664-

4(b) (1), Inconme Tax Regs.; cf. United States v. Boyle, 469 U S.

241 (1985). Al facts and circunstances nust be taken into
account in determ ni ng whether a taxpayer has reasonably relied
in good faith on the opinion of a professional tax adviser as to
the treatnment of the taxpayer (or any entity, plan, or
arrangenent) under Federal tax |law. Sec. 1.6664-4(c)(1), Incone
Tax Regs. The advice nmust be based upon all pertinent facts and
circunstances and the law as it relates to those facts and
circunstances. Sec. 1.6664-4(c)(1)(i), Incone Tax Regs. For
exanpl e, the advice nust take into account the taxpayer’s

pur poses (and the relative weight of such purposes) for entering
into a transaction and for structuring a transaction in a
particular manner. 1d. In addition, the taxpayer cannot

establish reasonable reliance if he fails to disclose a fact that



- 288-
he knows, or should know, to be relevant to the proper tax
treatnment of an item |d.

The advi ce must not be based on unreasonabl e factual or
| egal assunptions (including assunptions as to future events) and
must not unreasonably rely on the representations, statenents,
findings, or agreenents of the taxpayer or any other person.

Sec. 1.6664-4(c)(1)(ii), Inconme Tax Regs. For exanple, the
advi ce nust not be based upon a representation or assunption

whi ch the taxpayer knows, or has reason to know, is unlikely to
be true, such as an inaccurate representation or assunption as to
the taxpayer’s purposes for entering into a transaction or for
structuring a transaction in a particular manner. |d.

Petitioner points to the followng itens that he clains he
relied upon: (1) An August 27, 1996, nenorandum from Geral d
Rokof f and Alvin Knott of Shearman & Sterling to M. Lerner; (2)
an August 30, 1996, nenorandum from Messrs. Rokoff and Knott of
Shearman & Sterling to M. Lerner; (3) a February 21, 1997, draft
menor andum from Robert Fei nberg and Jeffrey N. Bilskie of Ernst &
Young, LLP, to Janes Rhodes; (4) a May 12, 1997, nenorandum of
Messrs. Rokoff and Knott of Shearman & Sterling to Messrs. Lerner
and Rhodes; (5) an QOctober 10, 1997, nenorandum from Messrs.
Rokof f and Knott of Shearman & Sterling to M. Lerner and Cynthia
Beer bower; (6) a February 26, 1998, nenorandum from M. Knott of

Shearman & Sterling to M. Lerner; (7) a May 1, 1998, nenorandum
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prepared by Howard Levinton of Grant Thornton, LLP; and (8) a
Decenber 11, 1998, letter of opinion prepared by Joseph R
Val enti no of Chanberlain, Hrdlicka, Wiite, WIllianms & Martin. 22
We eval uate petitioner’s reliance on these purported opinions in
turn. 203

1. Auqust 1996 Menoranda From Shearman & Sterling

Sonetinme before August 27, 1996, M. Lerner hired the | aw
firmof Shearman & Sterling, LLP, in New York City, to assist the

Ackerman group in the CDR transaction. M. Lerner testified:

202 petitioner also offered into evidence a Jan. 3, 1997,
menor andum from Messrs. Rokoff and Knott of Shearman & Sterling.
The menorandum di scusses a proposed transaction involving SMP s
transfer of high-basis assets to an existing corporation as part
of a sec. 351 contribution. The nmenorandum does not anal yze or
di scuss the transaction between the Ackerman group and CDR In
fact, the nenorandum states that “P s current nenbers acquired a
substantial portion of their interests in transactions unrel ated
to that described in” the nenorandum Al though the nmenmorandum
anal yzes whet her an “ownershi p change” woul d occur under the sec.
382 rules, it does so in the context of the built-in loss rules
(not the rules regarding NOL carryovers). The proposed
transaction apparently did not occur, and we cannot agree that
any reasonabl e person, |let alone a sophisticated tax attorney
like M. Lerner, would place any reliance on it in determning
the proper treatnent of the CDR transaction. |In any event, M.
Lerner testified that he relied on this nmenorandum in preparing
SMHC s corporate tax return and not in preparing SMP s and
Corona’s 1997 and 1998 partnership tax returns.

203 pPetitioner listed Janes Rhodes, Howard Levinton, Gerald
Rokof f, and Alvin Knott as witnesses in his pretrial nmenorandum
Petitioner called none of these witnesses to testify at trial.
| nstead, petitioner relies solely on his own testinony and the
vari ous docunents to establish his reasonabl e cause position.
The law firm of Chanberlain, Hdlicka, Wite, Wllians & Martin
represented petitioner in these cases. Joseph R Valentino did
not testify.
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“When our conversation began with Rene C aude about acquiring M3V

Hol di ngs, | already knew fromthe due diligence exercise before
that there were, | would say, conplex tax issues arising fromthe
acquisition of that conpany”, including tax basis and NOL issues.

He testified that he asked Shearman & Sterling to give him*®“an
anal ysis of the ways in which a transaction could be organi zed

i nvol ving MGM Hol di ngs so that any tax attributes that m ght have
exi sted coul d be preserved.”

Shearman & Sterling prepared two nmenoranda summari zi ng the
anticipated U S. tax consequences of certain hypothetical
transactions invol ving MAM Hol di ngs. Neither nmenorandum anal yzes
the transaction that actually occurred between the Ackernman group
and CDR. Notably, the nenoranda propose a section 351 corporate
transaction involving MaM Hol di ngs: “In general, the nost
favorable tax treatnent would result if a section 351 transaction
took place in 1996, and the transactions triggering both the I oss

and the gain took place in subsequent years.”?* The nmenoranda

204 I'n the first nenorandum dated Aug. 27, 1996, Shearman &
Sterling anal yzed two alternative transactions. In the first
alternative, the “Section 351 Transaction”, Acquirer, a U S.
corporation, transfers property to a new or existing subsidiary
(“Sub”) in exchange for stock of Sub, and, concurrently, CDR
transfers all the stock of MaMv Hol dings to Sub in exchange for
cash and stock of Sub. After these transfers, Acquirer owns 80
percent of the vote and value of Sub. In the second alternative,
the “B Reorgani zation”, Acquirer acquires all the stock of M3V
Hol dings from CDR i n exchange for Acquirer’s publicly traded
voting common stock or voting preferred stock redeemable in 5
years.

(continued. . .)
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provide no anal ysis of the partnership basis rules (specifically
section 704(c)) but instead focus on the recognition or
nonrecognition of gain or |oss under section 351, the
consol idated | oss disall owance and separate return [imtation
year rules under section 1502, the built-in loss limtations of
section 382, the section 384(a) pre-acquisition loss rules, and
the section 269(a)(2) disallowance rules for tax-notivated
corporate acquisitions. The nenoranda propound a series of
hypot heti cal transactions, none of which appear to have actually
occurred, and do not rely on, or analyze, the relevant facts of
the CDR transaction.?® Consequently, we cannot agree that these

menor anda establi sh reasonabl e cause.

204 ., conti nued)

In the second nenorandum dated Aug. 30, 1996, Shearman &
Sterling al so anal yzed two alternative transactions. 1In the
first alternative, the “Section 351 Transaction”, Acquirer, a
U.S. corporation (“GCo”), transfers property to a new or existing
subsidiary (“DCo”) in exchange for stock of DCo, and,
concurrently, CDR transfers all the stock of MM Hol di ngs to DCo
i n exchange for cash and stock of DCo. Imediately after these
transfers, GCo owns at | east 80 percent of the vote and val ue of
DCo. In the second alternative, the “B Reorgani zation”, GCo
acquires all the stock of MaM Hol di ngs from CDR i n exchange for
GCo’ s publicly traded voting common stock or voting preferred
stock redeemable in 5 years.

205 The menoranda were prepared before the closing date of
the New MGM transacti on and MM Hol di ngs’ s di ssol ution. Al though
t he nmenoranda acknow edge the New MGV sal e and t he exi stence of
tax attributes in MaM Hol di ngs, the nenoranda are framed in terns
of CDR s “expected” basis in MoM Hol dings’s stock follow ng the
sale. The nenoranda do not anal yze these expectations or provide
any insight regarding CDOR s basis in MaM G oup Hol di ngs or the
effect of a dissolution of M&M Hol di ngs.
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2. Er nst & Young Menmorandum

On February 21, 1997, Robert Feinberg and Jeffrey N. Bil sky
of Ernst & Young, LLP, prepared a draft nenorandum which it sent
to M. Rhodes. The draft nmenorandumis not an opinion letter and
is entitled “DRAFT”. It purports to address SMP' s cl ai ned tax
basis in the SMHC recei vabl es and stock; however, it repeatedly
enphasi zes that the scope of its reviewis |[imted, inconplete,
and cannot be relied on except for internal purposes.?% For
exanpl e, the draft nmenorandum begi ns:

As you know, we have not been asked to performa
conprehensi ve tax basis study with respect to the

subj ect assets. Consequently, the scope of our
services and rel ated procedures have been limted to
reviewing the available materials and commenting as to
their rel evance and reasonabl eness for use in
determning the tax basis of the assets. To the extent
t hat additional docunents and information becone

avai lable, we will need to review our analysis since it
could be materially affected.

Qur analysis nmay be used by current managenent of Santa
Moni ca solely for internal purposes and may not be
disclosed to third parties. Wen we are fully inforned
of the intended use of the information, including
review of all related materials expected to be issued,
we can further review whether disclosure to any third
parties will be acceptable.

206 Wth respect to the SVHC recei vabl es, Ernst & Young
reached a rather anbival ent conclusion: “W have seen nothing
inconsistent in the materials nade available to date with the
vi ew that the outstandi ng bal ance of the receivable in the hands
of Santa Monica could be as high as the anpbunt reflected on the
contribution agreenent”.
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The draft nmenorandum ends with the foll om ng statenent:

Gven the limted scope of our review, and your desire
for us to enphasize a quantitative as opposed to a
qualitative review, please appreciate that nore
detail ed procedures, analysis and revi ew woul d be
necessary before any reliance should be placed on our
analysis for tax return or other tax filing purposes.
W w il be pleased to further discuss the opportunity
for Ernst & Young LLP to becone engaged to provide a
nore detail ed anal ysis of tax basis.

We believe that the draft nmenorandum speaks for itself--any
reliance on that nmenorandumin preparing tax returns would be
pl ai nl y unreasonabl e.

3. May 12, 1997, Shearman & Sterling Menorandum

On May 12, 1997, Cerald Rokoff and Alvin Knott of Shearnman &
Sterling prepared a menorandum addressed to Messrs. Lerner and
Rhodes di scussing certain issues relating to the CDR transaction
and SMP' s bases in the SMHC recei vabl es and stock. M. Lerner
testified that this nenorandum was prepared in connection with a
possi bl e merger transaction in which SMP s stock and debt
interests in SMHC woul d be contributed to SMHC or anot her hol di ng
conpany. In connection wth this proposed transaction, M.

Lerner testified that he sought and received the advice of
Shearman & Sterling as to whether the $79 mllion receivable and

the $974 mllion in recei vables should be treated as worthl ess or
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partially worthless, and whether the SVMHC stock should be treated
as worthl ess. 2%

The May 12, 1997, nenorandum appears to have been prepared
as part of an effort to secure an outside opinion letter or
advice with respect to the CDR transaction. Indeed, the letter
begins by stating: “At your request, we have prepared the
foll ow ng responses to the requests for additional background
materials set forth in Donald Al exander’s nenorandumto you,
dated April 9, 1997.72% |n this regard, the May 12, 1997,
menor andum from Shearman & Sterling has a distinct quality of
advocating M. Lerner’s position rather than providing advice
that m ght reasonably be relied upon in preparing SMP s and
Corona’s 1997 and 1998 partnership tax returns.

The opinion itself deals primarily with the worthl essness

i ssue and concl udes that the SVHC recei vabl es and stock were not

207 Geral d Rokoff and Alvin Knott do not appear to have been
i ndependent, “outside”, professional tax advisers, as petitioner
clainms. Messrs. Rokoff and Knott represented the Ackernman group
in the CDR transaction and assisted M. Lerner in structuring the
partnership transactions at issue. Mssrs. Rokoff and Knott
appear to have been actively involved in structuring transactions
for the Ackerman group’ s subsequent exploitation of the acquired
built-in loss tax attributes, including as we explain below the
“marketing” of the tax attributes to an outside “investor”.

208 pPetjtioner did not offer Donal d Al exander’s nenorandum
into evidence, and we have no basis for ascertaining its context.
There is no indication that M. Al exander (a fornmer IRS
Commi ssi oner) ever provided any favorable advice to petitioner
Wi th respect to the proposed transaction or the issues discussed
in Shearman & Sterling s nmenorandum
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wort hl ess when those assets were contri buted to SMP. I n

addressing that issue, Shearman & Sterling discusses Los Angel es

Shi pbui l ding & Drydock Corp. v. United States, 289 F.2d 222 (9th

Cr. 1961) and H ggenbot ham Bail ey-Logan Co. v. Conm ssioner, 8

B.T.A 566 (1927), cases which we have di scussed supra in the
context of the worthlessness issue. In concluding that the SVMHC
recei vabl es were not worthl ess under those cases, Shearman &
Sterling relied on the faulty factual assunption that the EBD
filmrights and Carol co securities had considerabl e val ue.?® The
menor andum provi ded the foll ow ng anal ysi s:

Debt of a corporation, such as * * * [ SVHC], which
has val uabl e assets that could be sold or exploited to
pay off a portion of the debt is certainly not
worthless. * * * [SMHC] has retained extensive filns
rights and properties which had been acquired by Credit
Lyonnais in connection wiwth its I ending activities.
Those rights include distribution rights to
approximately sixty-five filnms, sequel rights and film
devel opment rights. In addition, * * * [SMHC] al so
owns approximately $60 mllion (face value) of the
securities of Carolco, Inc., which is engaged in
bankruptcy proceedi ngs. The Conpany [SMP] is actively
exploiting * * * [SMHC s] filmrights and the Conpany
has commenced di scussions with a nunber of parties to
acquire additional filmlibraries. The Conpany is also
pursuing its rights to maximze its recovery of its
i nvestnent in Carol co.

We understand that * * * [SMHC s] rights in the
Carol co i nvest nent have been val ued at approxi mately
$11 mllion. The projected income streamfromthe next
cycle of * * * [SWHC s] filmrights has been estinmated
to have a present value of approximately $29 mllion
and a future value in excess of $35 mllion. This

209 The Shearman & Sterling menorandum does not di scuss
whet her the NOLs in SWVHC had any val ue.
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estimate does not include sequel rights, devel opnent

projects, residual values or the proceeds of subsequent

di stribution cycles. The nenbers of the Conpany

believe that the going concern value of * * * [ SMHC]

shoul d be based on a market nmultiple of * * * [SMHC s]

anticipated earnings. This valuation should take into

account the contribution to be made by the joint

ventures under consideration and the exploitation of

* * * [SVHC s] additional rights. The valuation

currently given for conparable conpanies is in the

range of 8 to 15 tinmes earnings.

When this nmenorandum was prepared it woul d have been cl ear,
at least to M. Lerner, that SMP was not “pursuing its rights to
maxim ze its recovery of its investnment in Carolco.” The record
contains no indication of any such efforts; indeed, as of Apri
3, 1997, the bankruptcy court had confirmed the fourth anended
pl an of reorganization and al so had confirnmed that SMHC woul d
receive nothing for the Carol co securities.

Shearman & Sterling s conclusions were al so based, in part,
on the dubi ous Sage Entertainment appraisal of the EBD film
rights and the Harch Capital Managenent report regarding the
Carol co securities. For the reasons discussed supra, we do not
believe that M. Lerner reasonably relied on those purported
apprai sals. Moreover, although the nenorandum was dated May 12,
1997, M. Lerner clains that he relied on it in October 1998 and
Cct ober 1999, when SMP' s and Corona’s partnership tax returns
were prepared and filed. Cearly, by this time, on the basis of

Troy & Gould’s conclusions, M. Lerner should have recognized

that M. Kutner’s conclusions could not be relied upon.
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The menorandum al so provi des sone di scussi on of the
transaction with CDR, describing it as foll ows:

The Rockport Menbers interest in * * * [SVHC] did not
originate with a desire to obtain a favorable tax
attribute that could be used as a tax shelter. Rather,
their interest originated in a desire to acquire al

the assets of MGM and, when it becane clear that they
woul d not be able to acquire all such assets, to
acquire certain valuable assets that remained. * * *

The Rockport Menbers then decided to acquire an
interest in* * * [SVMHC]. GB and CLIS wanted to retain
sone interest in* * * [SVHC]. |In this context, the
Rockport Menbers, GB and CLIS, each for their own valid
busi ness reasons, becane nenbers of the Conpany in a
way that nmade it possible to preserve a favorable tax
attribute, nanely the basis of the MGV Debt and the M3V
St ock.

On this basis, Shearman & Sterling concl uded:

No transaction involving the Conpany shoul d be
recharacterized under substance over form principles.
@B, CLIS and the Rockport Menbers becane nenbers by
contributing property to the Conpany. At the tinme GB
and CLIS transferred the MoM Debt and the MGM Stock to
t he Conpany, they were under no obligation to transfer
any portion of their interest in the Conpany to any
person. Thereafter, the Sonerville S Trust purchased
interests fromG and CLIS. GB and CLIS should not be
treated as selling the MaM Debt and the MGV Stock to
t he Rockport Menbers who then contributed such property
to the Conpany. Although courts have been wlling to
step transactions together, they have generally been
reluctant to reverse the order of steps. [Discussing
Esmark & Affiliated Cos. v. Conmm ssioner, 90 T.C. 171
(1988).]

Shearman & Sterling’ s description of the CDR transacti on and
its conclusion are based on faulty factual assunptions regarding
t he Ackerman group’s purposes for entering into the transaction

with CDR Cenerale Bank, and CLIS. To wit, we have concl uded
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that the Ackerman group entered into the transaction solely to
exploit the banks’ built-in | osses using section 704(c). The
parties did not intend to partner in any film business; the
parties had a prearranged understandi ng that the banks woul d
exercise their put rights and imedi ately exit the partnership.
Petitioner cannot rely on Shearman & Sterling s “advice”, which
unreasonably assunes a different purpose for the transaction and
its structure. Sec. 1.6664-4(c)(1)(ii), Inconme Tax Regs.

Shearman & Sterling’ s May 12, 1997, nenorandum was not
prepared in connection with the filing of SMP s and Corona s 1997
or 1998 partnership tax returns. Further, M. Lerner testified
only that he relied on that nmenorandumin preparing SWVHC s 1997
corporate tax return. He did not testify that he relied on the
menorandum to prepare SMP's and Corona’s returns. |In any event,
we concl ude that any such reliance woul d have been unreasonabl e.

4. (Qctober 10, 1997, Shearman & Sterling Menorandum

Geral d Rokoff and Alvin Knott of Shearman & Sterling
prepared anot her nmenorandum dated Cct ober 10, 1997. The
menor andum purports to sumrari ze the antici pated tax consequences
of a proposed joint venture between the Ackerman group and “GCo”,
a U S corporation.?? The nenorandum proposes two hypot heti cal

structures for this joint venture, a corporate structure and a

210 The nmenor andum does not identify “GCo” but acknow edges
that Crown Capital m ght deliver the nmenmorandumto “GCo” in the
course of discussions.
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partnership structure, and outlines the anticipated tax
consequences to the parties. It states: “In each proposed
structure, we believe that neither party should recogni ze current
gain or loss and that GCo, through the entity conducting the
joint venture, should effectively receive a carryover tax basis
in the assets of the joint venture.”

The menorandum begins with a short “BACKGROUND' section that
describes the New MGM transaction and the transaction with CDR
Shearman & Sterling reiterates its erroneous factual assunptions
(al most verbatim fromits May 12, 1997, nmenorandum i.e., that
SMHC retai ned extensive filmrights and properties, including the
65 EBD filmtitles, which had a present value of $29 mllion and
a future value in excess of $35 mllion and that SMP was actively
pursuing its rights to maxim ze its recovery of its investnent in
the Carol co securities, which had been val ued at approxi mately
$11 million.

The menmorandum proposes a section 351 transaction simlar to
t he transactions hypot hesized in Shearman & Sterling’ s August
1996 nenoranda. The nenorandum di scusses sim |l ar |egal issues
and reaches simlar conclusions as in the other nenoranda. The
menor andum al so proposes a partnership transaction in which GCo
acquires 45 percent of the preferred interests and 45 percent of
the comon interests in the partnership fromthe Ackernman group

for cash. Under the proposed transaction, GCo would receive an
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al l ocation of 45 percent of the built-in loss with respect to the
SMHC recei vabl es and stock. Shearnman & Sterling then provided
the followng | egal analysis wth respect to the transaction:
The Proposed Partnership Transaction should not be
recharacteri zed under the partnership anti-abuse
regul ati on because:
(a) Subchapter K, specifically section 704(c) and
the regul ati ons promul gated t hereunder, contenpl ates
and i ndeed nmandates, the tax results set forth above;
and
(b) Although the parties will structure the
Proposed Partnership Transaction to nmaximze their
after-tax yield, GCo and the Rockport Menbers w ||
engage in the joint venture for bona fide comerci al
pur poses, nanely to jointly develop the existing assets
of the Conpany and GCo, and to invest together on a
continuing basis through the Conpany.
The nmenorandum provi des no further |egal discussion; for exanple,
there is no discussion as to whether the transaction passes
must er under the econom c substance doctrine or the step
transaction doctrine. Mreover, the hypothetical transaction
described in the nmenorandum differs fundanentally fromthe
transaction involving the Ackerman group, CDR, General e Bank, and
CLIS. For instance, the proposed transaction does not
contenplate that any of the partners wll exit the partnership,
and it assunes that the joint venture will be for bona fide
commer ci al pur poses.
Shearman & Sterling’ s October 10, 1997, nenorandum was not
prepared in connection with the filing of SMP s and Corona s 1997

or 1998 partnership tax returns. It did not relate to a
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transaction that actually occurred involving SMP, Corona, or the
Ackerman group, and M. Lerner did not testify that he
specifically relied upon it in preparing SMP s and Corona’s
returns. W conclude that any reliance on the nmenorandum woul d
have been unreasonabl e.

5. February 26, 1998, Shearman & Sterling Menorandum

Alvin Knott of Shearman & Sterling prepared anot her
menor andum dat ed February 26, 1998, regarding the criteria for
recharacterizing debt as equity. M. Lerner testified that at
sone point in early 1998, he was considering whether SMP shoul d
capitalize the SWVHC receivables. He testified: “lIt’s fair to
say that the debt was not performng at that tine”, and he sought
and received the advice of Shearman & Sterling on the debt versus
equity issue. 2!

Respondent does not argue that the SVHC receivabl es should
be recharacterized as equity. Nonethel ess, the Shearman &
Sterling menorandum addresses certain points that m ght be
rel evant to our decision that the $79 million receivable did not
arise froma bona-fide debtor-creditor rel ationship. Shearman &

Sterling indicates: “O the total anount | oaned to M3M pursuant

211 Shearman & Sterling’ s Feb. 26, 1998, nenorandum agai n
relies on the sane faulty factual assunptions: that SMHC hel d
valuable filmrights estimated to have a present val ue of
approximately $29 million and a future value in excess of $35
mllion, and that SIWVHC was al so pursuing its rights to naxim ze
the recovery of its investnent in Carolco.
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to * * * [working capital agreenment], $298, 835,633.58, or 79% of
the loan, was repaid. As late as m d-1996, and for all periods
prior thereto, there was a clear expectation that the Hol di ngs-
CLI S Debt would be paid.”

Shearman & Sterling concluded that the $79 million
recei vabl e represented a valid debt interest when issued because,
inter alia, the parties were unrelated, the terns of the debt
were |argely based on ternms negotiated at armis | ength when the
parties were unrelated, and MaM G oup Hol di ngs had the capacity
to pay at |l east sone of the debt fromits assets. Shearman &
Sterling did not anal yze whet her MGV G oup Hol di ngs’ assunption
of the $79 mllion receivable represented a new debt and whet her
t hat assunption established a valid debtor-creditor rel ationship.
| nsof ar as we have concluded that the $79 mllion represented new
debt, Shearman & Sterling’s conclusions are erroneous. Credit
Lyonnais, the creditor with respect to the $79 nillion
recei vabl e, was the parent conpany of CLIS. CLIS, in turn, was
t he sol e sharehol der of MGV Group Hol di ngs when that entity
assuned New MGM's $79 million debt obligation to Credit Lyonnais.
MGM G oup Hol dings, in turn, was the sol e sharehol der of New MaM
Al the parties were related, with Credit Lyonnais pulling the
strings. The assunption of the $79 mllion debt was not

negotiated at armis length. After New MGM was sol d, MaM G oup
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Hol di ngs | acked the capacity to repay the debt fromits assets--
it had no assets of any discernible val ue.

Shearman & Sterling’ s menorandumis limted to the debt
versus equity issue. It does not discuss any other relevant
i ssues. The menorandum was not prepared in connection with the
filing of SMP s and Corona’s 1997 and 1998 partnership tax
returns. It was offered into evidence only for the purpose of
showi ng that M. Lerner relied on it in characterizing the SVHC
recei vabl es as debt on SMP s 1998 partnership tax return. W
concl ude that this nenorandum does not provide reasonabl e cause
for SMP s or Corona’s tax treatnment with respect to the rel evant
i ssues in these cases.

6. Gant Thornton Menorandum

The Ackerman group hired the accounting firmof G ant
Thornton, LLP, as its accountants for SMP and SMHC. Howard
Levinton, who was a tax partner at Gant Thornton, was assigned
to SMP and SVHC. I n connection with the preparation of SMP s and
SVMHC s tax returns, M. Levinton prepared a nenorandum dat ed
May 1, 1998, concerning the tax issues regarding SMP. M. Lerner
testified: “lI was particularly interested in his analysis of the
fact that Credit Lyonnais unexpectedly put the interest to us
easily a year ahead of what | expected it. Not that | expected
it at all. | thought that was very relevant in the preparation

of the return because it affected any nunber of issues.” M.
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Lerner testified that he relied on this menorandumw th respect
to SMP s 1997 partnership tax return

Initially, we question whether M. Lerner ever received the
menor andum t hat M. Levinton prepared, |et al one whether he
relied upon it with respect to SMP s 1997 return. The menorandum
is not addressed to M. Lerner but is addressed to “File” and is
entitled “Inter Ofice Menoranduni. The nenorandumis not an
opinion letter, and there is no indication that M. Levinton
prepared the menorandumintending that M. Lerner rely on it with
respect to SMP s 1997 return. Although petitioner |listed M.
Levinton as a potential witness in his pretrial nmenorandum
petitioner did not call M. Levinton to testify.

In reaching his conclusions, M. Levinton relies on a nunber
of assunptions, including: (1) SMP was forned to exploit the
remaining filmlibraries owed directly by CLIS;, (2) Cenerale
Bank and CLIS demanded the side letter agreenent because of the
absence of a clearly defined exit strategy; and (3) after
Ceneral e Bank and CLIS joined SMP as partners, the French
government, exercising its rights to regulate its banking
i ndustry, determ ned that Generale Bank and CLI S shoul d cease
their involvenent in the novie business. Petitioner failed to
establish that any of these assunptions are accurate. The
evidence in the record indicates that SVMP was formed to

facilitate the transfer of $1.7 billion of built-in | osses from
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Ceneral e Bank and CLIS to the Ackerman group and that the banks
demanded the side letter agreenent because they full intended and
pl anned to exit SMP as expeditiously as possible. There is no
evi dence that the banks exited SMP as a result of the French
governnment’s intervention

M. Levinton exam ned the operation of the partnership tax
rules, including sections 721, 722, 723, and 704(c), as well as
the regul ati ons thereunder. He concluded that “assum ng the form
of the transaction is respected, Rockport would succeed to the
position of CLIS and GB with respect to the built in |oss
attributable to their contributed property.”

M. Levinton referred to Shearman & Sterling’ s May 12, 1997,
menor andum agreeing: “The debt will not be worthless.” M.
Levi nton pointed out that upon the formation of SMP, the
contributed stock and debt were “valued” at $5 mllion in the
aggregate and that this mght present an argunent as to whet her
the debts were nomnal or “de minims”; however, he concl udes
that $5 million is not nom nal or “de nminims” conpared to $0.
M. Levinton did not discuss the value of the assets underlying
the debts and stock and assuned, w thout any expl anation, that
the stock and debt had a value of $5 million.

M. Levinton alluded to Generale Bank’s and CLI S s put
rights in the side letter agreenent and observed:

Cast in its nost unfavorable light, it could be argued
that, at the sanme tine CLIS and GB were negotiating to
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enter the LLC, they were negotiating to exit the LLC

The ultinmate fact to be drawn fromthat unfavorable

assunption is that CLIS and GB never intended to be,

and never in fact were, true partners. |If the

participation of CLIS and GB as partners in the

transaction is ignored, then Rockport would be deened

to have purchased the stock and debt from GB and CLIS

on Decenber 31 rather than the Preferred Interests, and

such stock and debt woul d then be considered to have

been contributed to the LLC at a basis equal to the

purchase price to Rockport paid to CLIS and GB rat her

than the $1.7 billion. In other words, CLIS s and GB' s

transitory ownership of LLC nenber interests would be

di sregar ded.
M. Levinton then exam ned whet her the partnership antiabuse
regul ation or the step transaction doctrine would apply to
di sregard Generale Bank’s and CLIS s contributions to SMP and
recast the transactions as a direct sale of the high-basis
recei vabl es and SMHC stock. M. Levinton concluded that these
| egal theories would not apply because: (1) General e Bank and
CLIS intended to becone nmenbers of SMP and to remain participants
inafilmventure; (2) it was only an extraneous and unforeseen
ci rcunst ance that caused General e Bank and CLIS to exercise their
put rights; (3) Generale Bank and CLIS had no i mredi ate intention
to sell their preferred interests to Rockport or anyone el se; and
(4) the relationships created through the contributions of debt
and stock were bona fide and not undertaken in a manner designed
to shift a tax loss to, or create a tax loss for, a U S

t axpayer. 212

212 M. Levinton exam ned, in great detail, Esmark &
(continued. . .)
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For the reasons discussed in great detail in this opinion,
M. Levinton's assunptions about Generale Bank’s and CLIS s
intentions to partner in a filmventure with the Ackerman group
are erroneous and contrary to what we have found to be M.
Lerner’s understanding of the CDR transaction. Consequently, we
cannot agree that M. Lerner reasonably relied on M. Levinton’s
menmorandumin filing SMP s 1997 partnership tax return.

7. Opi ni on From Chanberl ain Hrdlicka

In 1998, M. Lerner sought and received the advice of
Chanberl ain, Hrdlicka, Wiite, Wllians & Martin (Chanberlain
Hrdl i cka) concerning the tax issues regarding SMP. Joseph R
Val entino of Chanberlain Hrdlicka prepared a nenorandumto M.
Lerner dated Decenmber 11, 1998, regarding the adjusted basis for
Federal incone tax purposes that SMP had in the SVMHC recei vabl es
and st ock.

The Chanberlain Hrdlicka menorandum consi sts of 19 pages.

El even of the 19 pages are dedicated to a statenent of facts.

212( ., conti nued)
Affiliated Cos. v. Conmm ssioner, 90 T.C. 171 (1988). M.
Levinton posited that “the pivotal factual issue that makes
Esmark persuasive, if not controlling, is that G and CLIS
entered the LLC with the intention of remaining participants in
it, and with no immediate intention to sell to Rockport or anyone
else”. M. Levinton cautioned, however, that the General e Bank’s
and CLIS s contributions to SMP in exchange for preferred
interests mght be viewed as a neaningl ess step under Esmark, if
nei ther CGeneral e Bank nor CLIS ever intended to becone nenbers of
SWMP and did so only as an intermedi ate and neani ngl ess step in
di sposi ng of the stock and receivabl es.
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These facts are for the nost part undi sputed and relate primarily
to the history of MGV and the SMHC recei vabl es and stock. O the
remai ni ng ei ght pages in the nenorandum six are dedicated to
“QUALI FI CATI ONS AND LI M TATIONS” to the opinion. This section of
the opinion states, anong other things, that “our understanding
i's based upon certain assunptions [42 in toto] that you have
al l oned us to nmake, the accuracy of which we have not
i ndependently investigated.” These assunptions include, anong
many ot hers:

33. At the tine of the Exchange Agreenent, CLIS,
GBN, and Consortium [CDR] intended for CLIS and GBN to
join together with Lerner, Rockport, and Sonerville in
the present conduct of an enterprise to forma valid
partnership and to share in the profits and | osses
therefromunder the terns of the LLC Agreenent.

34. At the tine of the Exchange Agreenent, none
of CLIS, GBN, and Consortiumintended for CLI S and GBN
to acquire its interest in the Conpany solely to
receive a specific return on its investnent independent
of the Conpany’ s performance and success.

35. The paynents nmade to CLIS under the * * *
[ advi sory fee agreenment] were not intended to reinburse
either CLIS, GBN, or Consortiumfor their expenses
associated wth acquiring an interest in the Conpany.

36. The inconme and | oss allocations provisions
and the distribution provisions in the LLC Agreenent,
including its anmendnents, gave both CLIS and GBN a true
econom c interest in the Conpany’s profits and | osses
and were not nerely artifices to pay CLIS and GBN a
specified return on its interest in the Conpany.

37. Each of Rockport, Lerner, Sonmerville, CLIS,
and GBN fornmed the Conpany with the intent to devel op
and pronote the remai ning entertai nnent assets held by
CL followng the MGM Sal e, the Carol co Notes, and the



- 309-

Carolco Stock with a view towards nmaki ng an econom ¢
profit apart fromtax consequences.

42. The Third Amendnent was duly executed by the

Conpany’s Manager so that the Conpany and each of its

Menbers are bound by the provisions of the Third

Amendnent under applicable |ocal |aws.

For the reasons discussed in this opinion, we conclude that
CDR, Generale Bank and CLIS did intend for the banks to exercise
their put rights and to exit SMP as expeditiously as possible,
that M. Lerner had this same understanding, and that the
interests of all parties were directed towards the banks’
transferring their built-in | osses to the Ackerman group for a
$10 mllion cash paynent. Because the Chanberlain Hrdlicka
opi nion is grounded on erroneous factual assunptions that M.
Lerner knew were untrue, we cannot agree that he reasonably
relied on that opinion in preparing SM s and Corona’ s 1997 and
1998 partnership tax returns.

The | ast section of the opinion, which contains Chanberlain
Hrdlicka s | egal conclusions, is two pages |long. Chanberlain
Hrdl i cka concl udes that SMP had a $551, 600, 856 basis in the SMHC
stock, a $79,912,955.34 basis in the $79 mllion receivabl e that
CLIS contributed, and a $975, 494, 909. 84 basis in the $974 nillion
in receivables that CGeneral e Bank contributed. Chanberlain
Hrdl i cka reaches these concl usions w thout any | egal analysis or

citation to the Code, the regul ations, or caselaw |nstead,

Chanberlain Hrdlicka states sinply: “In reaching our opinions,
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we have consi dered the business and tax purposes for the
Transactions and have anal yzed the Tax Laws (as defined bel ow) as
they relate to the facts and circunstances described in this
| etter associated with the Transactions in the manner descri bed
in, and required by, Treas. Reg. 88 1.6662-4(d)(3) and 1. 6664-
4(c).” It defines the term*“Tax Laws” as “existing provisions of
the Code, the Treasury Departnent regul ati ons promul gated
t hereunder (final, tenporary, and proposed), published revenue
rulings and revenue procedures of the Internal Revenue Service *
* * reports, and statenents of congressional commttees and
menbers, and judicial decisions”. Chanberlain Hrdlicka, however,
does not cite the particular itens that it purportedly relied
upon. In fact the only citation in the opinion is to section
1.6662-4(d)(3) and 1.6664-4(c), Incone Tax Regs., relating to
substantial authority and reasonabl e cause. Under these
ci rcunst ances, we cannot agree that the Chanberlain Hrdlicka
opi nion provides any basis for reliance.

Chanberl ain Hrdlicka s opinion concludes by stating:

A nunber of issues raised by the matters addressed

inthis letter, including matters upon which we have

stated our opinions, are conplex and have not been

definitively resolved by the Tax Laws. The opi nions

that we state in this letter are based upon our

interpretation of existing | aw and our belief regarding

what a court should conclude if presented with the

rel evant issues properly framed. But we can give no

assurances that our interpretations wll prevail if the

i ssues beconme the subject of judicial or admnistrative

proceedi ngs. Realizing the tax consequences set forth
inthis letter is subject to the risk that the I RS may
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chal l enge the tax treatnent and that a court could
sustain the chall enge. Because the Conpany woul d bear
the burden of proof required to support itens
chal l enged by the IRS, in rendering our opinions, we
have assuned that the Conpany, or other appropriate
taxpayer, will undertake the effort and expense to
present fully the case in support of any matter that
the I RS chal | enges.

We conclude that M. Lerner did not reasonably rely on the
Chanberl ain Hrdlicka opinion in preparing SMP s and Corona s 1997
and 1998 partnership tax returns. 2

8. Concl usi on

We conclude that the advice that petitioner clains he relied
upon in preparing SMP s and Corona’s 1997 and 1998 partnership
tax returns does not satisfy the reasonabl e cause exception and
does not provide a basis for avoiding the accuracy-rel ated

penal ties.

213 The Chanberl ain Hrdlicka opinion was issued after M.
Lerner prepared and filed SMP s and Corona’s 1997 partnership tax
returns. M. Lerner clains, however, that he had discussions
with M. Valentino prior to filing the 1997 returns and that M.
Val entino’s oral advice closely tracked the witten advice, as
well as M. Levinton’s conclusions. M. Lerner did not call M.
Valentino as a witness, and, with the exception of M. Lerner’s
sel f-serving testinony, we have no basis for determning the true
nature of M. Lerner’s discussions with M. Valentino or any way
to gauge his reliance on any advice M. Valentino m ght have
given. In any event, if the advice was consistent with the
Chanberl ain Hrdlicka opinion letter, M. Lerner could not have
reasonably relied upon it.
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Xll. Evidentiary Mutters

A. Daubert |ssues

The parties have submtted expert opinions (in addition to
t hose previously discussed) that they assert are relevant.
Petitioner submtted the expert report and testinony of Todd
Crawford of Deloitte & Touche, LLP, Houston, Texas. Respondent
submtted the expert reports and testinonies of Louise Nenschoff
and Alan C. Shapiro. Before trial, the parties filed respective
notions in limne to the expert opinions of M. Crawford, M.
Nenschoff, and M. Shapiro. At trial, we conditionally admtted
the expert reports and testinonies of these wi tnesses and took
the parties’ objections under advisenment, affording the parties
an opportunity to brief their objections in relation to the
i ssues in these cases.

Under rule 702 of the Federal Rules of Evidence:

If scientific, technical, or other specialized

knowl edge will assist the trier of fact to understand

the evidence or to determne a fact in issue, a wtness

qualified as an expert by know edge, skill, experience,

training, or education, may testify thereto in the form

of an opinion or otherwse, if (1) the testinony is

based on sufficient facts or data, (2) the testinony is

the product of reliable principles and nethods, and (3)

the witness has applied the principles and net hods

reliably to the facts of the case.

I n Daubert v. Merrell Dow Pharns., Inc., 509 U S 579, 597

(1993), the U S. Suprenme Court held that, under the Federal Rules
of Evidence, the trial judge nust ensure as a precondition to

adm ssibility that any and all scientific testinony rests on a
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reliable foundation and is rel evant. In Kunho Tire Co. V.

Carm chael, 526 U. S. 137, 149 (1999), the Suprene Court extended
this requirenment to all expert matters described in Rule 702,

Fed. R Evid.?* Under Daubert and Kunmho Tire Co., a trial court

bears a “special gatekeeping obligation” to ensure that any and

all expert testinony is relevant and reliable. Caracci v.

Comm ssioner, 118 T.C 379, 393 (2002). 1In exercising this

function, trial judges have “considerable leeway in deciding in a
particul ar case how to go about determ ning whether particul ar

expert testinony is reliable.” Kunmho Tire Co. v. Carm chael,

supra at 152; see also Haarhuis v. Kunnan Enters., Ltd., 177 F.3d

1007, 1014-1015 (D.C. Gir. 1999).
1. M. Crawford

M. Crawford is a certified public accountant and a | ead tax
services partner at Deloitte & Touche. He has 20 years’ tax
experience relating to acquisitions, nmergers, reorganizations,
and ot her conplex corporate/entity transactions. From 1990 to
2002, M. Crawmford served as a nmenber of Arthur Andersen’s

Nat i onal Mergers and Acquisitions and Subchapter C Team

214 Al t hough Daubert and Kunho Tire Co. provide a hurdle for
the adm ssibility of expert testinony, the Federal Rules of
Evi dence continue to provide a liberal standard for the
adm ssibility of expert testinony. See Daubert v. Merrell Dow
Pharnms., Inc., 509 U S. 579, 588 (1993); United States v.
Dukagjini, 326 F.3d 45, 57 (2d Cr. 2003).
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M. Crawford s expert report addresses two questions: (1)
Whet her unused NOLs of a target conpany are taken into account in
determining its value to a hypothetical wlling buyer and
hypothetical willing seller; and (2) whether unused NOLs of SMHC
(totaling $260, 098, 293) had potential value to that conpany and
t he amount of that value as of Decenber 11, 1996. M. Crawford
concl uded that based on his research and experience: (1) Unused
NOLs of a target conpany are taken into account in determ ning
the value of a target to an acquirer; and (2) NOLs of SMHC woul d
have had value to a hypothetical wlling buyer and hypot heti cal
willing seller of that conpany prior to the transactions that
occurred on Decenber 11, 1996. He concluded that the NOLs in
SVHC woul d have had a value in the range of $620,000 to
$1,245,000. In arriving at this range, M. Crawford first
propounded a reasonable, projected utilization of NOLs by a
hypot heti cal acquirer; second, he applied a present val ue
analysis to the projected utilization of NOLs back to Decenber
11, 1996, using a rate (10 percent) that estinmated the wei ghted
average cost of capital during that period; and third, he applied

a 98- to 99-percent risk-related discount to that result.?

215 1 n calculating the present value of the NOLs, M.
Crawford di scounted one year too many, causing his cal cul ations
to be off by one year. Although this error would serve to
i ncrease the range of values that M. Crawford determned, it
| eads us to question the reliability of his valuation as a whol e.
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At trial, respondent essentially conceded that NOLs m ght
have sone potential, but speculative, value to an acquirer if the
acquisition were properly structured within the strictures of
section 382. W extrapolate fromrespondent’s concession that
the NOLs in SMHC | i kewi se m ght have had sone potential, but
specul ative, value to an acquirer. The parties dispute, however,
M. Crawford s valuation of the NOLs in SMHC

I n meki ng his valuation conclusions, M. Crawford relied
excl usi vely upon his experience in corporate NOL transactions.

M. Crawford, however, has no specific background in val uation;
nothing in his testinony or report indicates that he is qualified
to value the NOLs in SMHC. Indeed, it appears that critica

el ements of M. Crawford’ s valuation, including his incone
projections, his weighted average cost of capital, and his

di scount rate, were lifted from M. \Wagner’s expert report.
Further, although M. Crawford testified that his experience in
corporate NOL transactions involves valuations of NOLs, he failed
to expl ai n whether he personally makes or reviews, or has any
substantial role in making or review ng, those valuations. He
also failed to correlate his valuation nethodology to his
purported experience in valuing NOLs and to expl ain whet her he
makes, reviews, or relies upon valuations simlar to the
valuation in his expert report. Although M. Crawford states

that he selected a 98- to 99-percent risk-related discount rate
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“in the interest of determ ning a conservative value”, he
admtted that his selection was inherently subjective and that
the value he arrived at reflects a specul ative val ue.
Utimtely, we are led to the conclusion that M. Crawford' s
expert testinony |lacks a sufficiently reliable basis upon which
to reach an opinion as to the value of the NOLs in SVHC. See

United States v. Fredette, 315 F.3d 1235, 1240 (10th G r. 2003)

(“a witness ‘relying solely or primarily on experience’ nmnust

“expl ain how that experience |leads to the concl usion reached, why
that experience is a sufficient basis for the opinion, and how
that experience is reliably applied to the facts.’” (quoting Fed.
R Evid. 702, Adv. Comnm Note.)). Accordingly, we exclude M.
Crawmford s expert report and testinony. 216

2. Ms. Nenschof f

Ms. Nenmschoff is an entertai nnent attorney who has
represented a wide variety of institutional and individual
clients in both donmestic and international transactions in film
tel evision, the visual arts, publishing, nusic, and nultinedi a.
She has been in practice for nore than 25 years. She has

publ i shed a nunber of articles and spoken extensively in the U S.

216 Even if we were to admt M. Crawmford s report and
testinmony into evidence, his valuation anal ysis would not
materially affect our decisions in these cases. Gven the
specul ative nature of M. Crawford’s concl usions and the
conpl exity of making any predeterm nation of whether the NOLs
m ght survive the gauntlet of sec. 382, we would give little
wei ght to his valuation anal ysis.



-317-
and Europe on various aspects of copyright, trademark, and
entertainment |aw, including the transfer of filmrights and
chain-of-title issues.?’ She serves on the arbitration panel and
the legal commttee of the International Film & Tel evision
Alliance (IFTA), fornmerly known as the Anmerican Film Marketing
Associ ati on. 218

a. Ms. Nenschoff’'s Expert Opinion

Ms. Nenmschoff submtted her report and testinony on the
followng matters:

(1) the contractual terns, |egal docunentation of
ownership and pre-closing research that woul d be
reasonably and customarily expected in connection with
the acquisition of rights in notion pictures;

(2) the steps customarily taken by a transferee of
filmrights to protect its ownership in the acquired
rights;

(3) any deficiencies and discrepancies in the
| egal docunentation obtained and research undertaken by
SMP in connection with its acquisition of the “U. S
Video FilmRi ghts” in 65 filmtitles and 26 devel opnent
projects purportedly owned by SWVHC, i ncl uding
di screpancies in the ownership of rights as disclosed
by U S. Copyright Ofice records; and

(4) any deficiencies and discrepancies in the
steps taken by SMP to protect its rights in these
asset s.

217 At one tinme, Ms. Nenmschoff served as general counsel and
vi ce president of business affairs at Concorde- New Horizons
Corp., a notion picture production and distribution conpany.

218 The |l egal comittee of the International Film&
Tel evision Alliance addresses the transfer of filmrights, chain-
of-title issues, and copyright issues.
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Ms. Nenmschoff concluded that the steps taken by SMP and SMHC
contrast sharply with those that would normally be expected from
a party undertaking such a transaction in a nunber of key areas,
including identification of the filmtitles and the rights being
acquired, warranties and representations regardi ng ownershi p,
chain of title, delivery materials, and recordation of the
transaction. She opined that the acquisition was conducted in a
manner that strongly suggests a | ack of concern on SMP s part
wWith respect to its ownership of the filmtitles or its ability
to exploit them |Instead, she observed that SMP apparently
adopted the relatively risky strategy of acquiring the film
titles wth only mnimal information as to the filmtitles
t hensel ves, the rights being acquired, and the availability of
t he physical materials necessary for their exploitation. M.
Nenmschof f’s concl usions were based primarily, if not solely, on
her experience as an entertai nment attorney.

b. Petitioner’s Argunents

In his notion in limne and on brief, petitioner argues that
we shoul d exclude Ms. Nenschoff’s expert report and testinony

under Daubert v. Merrell Dow Pharns., Inc., 509 U S 579 (1993),

and Kumho Tire Co. v. Carm chael, 526 U S. 137 (1993). First,

petitioner argues that Ms. Nenschoff’s report is unreliable
because it broadly asserts what is typical and customary with

respect to filmtransfer transactions but fails to support that
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assertion with a survey, proper sanpling of the industry, or any
ot her type of study anong conpanies acquiring rights, or with any
outside reliable source such as a treatise, contract form book
practice guide, or material she may have published. Relying upon

Daubert and Kunmho Tire, petitioner contends that Ms. Nenschoff’s

| egal practice and experience are insufficient to establish the
requi site degree of reliability under rule 702, Federal Rul es of
Evi dence. Petitioner contends that there is an insurnountable
anal ytical gap between Ms. Nenmschoff’'s opinions as to what are
typi cal and customary steps in transferring filmrights and her
conclusion that a failure to take such steps in the transaction
with CDR indicates SMP s |lack of interest in acquiring and
exploiting filmrights. Finally, petitioner clains that certain
flaws in Ms. Nenmschoff’s | egal practice and experience underm ne
her ability to coment on what is typical and customary in
transfers of filmrights. Notably, petitioner contends that Ms.
Nenschof f has not identified how many tinmes she has drafted or
reviewed a contract or worked on matters involving films or film
libraries.

c. Court’'s Analysis

Personal experience and know edge can be a reliable and

valid basis for expert testinmony in nmany cases. See Kumho Tire

Co. v. Carmchael, supra at 150; United States v. Fredette, supra

at 1239-1240; G oobert v. President of Georgetown Coll., 219 F
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Supp. 2d 1, 7 (D.D.C. 2002). Ms. Nenschoff has nore than 25
years of relevant | egal experience in the entertai nnent industry.
As an entertai nnent attorney, Ms. Nenschoff deals primarily with
filmand television rights. She has been involved in the sale
and purchase of nedia libraries (including individual nedia
rights), in the licensing of nedia rights, and in copyright
regi stration, renewal, and restoration of nedia rights. She has
negoti ated, drafted, and reviewed a | arge nunber of distribution
agreenents. As a nenber of IFTA' s legal commttee, Ms. Nenschoff
has participated in devel opi ng and updati ng nodel agreenents or
formagreenents for distribution. She has also given advice on
chain-of-title issues to fil makers and ot hers seeking production
financing. She has nediated di sputes involving nedia rights and,
in that context, has seen a nunber of single-picture and multi-
pi cture distribution agreenents and the kinds of disputes that
arise fromthose agreenents. M. Nenschoff has been involved in
qualifying distributors for errors and om ssions insurance, which
requires opining that the chain of title on a filmis clear and
that there have been no violations of copyrights or defamation
pr obl ens. In sone cases, this process required creating
agreenents to establish the chain of title for a film

We conclude that Ms. Nenmschoff’'s experience in the
entertai nment industry provides a reliable basis for commenting

on what is typical and customary in the transfer of filmrights
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and for analyzing the deficiencies and di screpancies in the
transfer of the EBD filmlibrary fromCLIS to SMHC. Wth respect
to petitioner’s specific concerns regarding Ms. Nenschoff’s
experience in drafting contracts and working on filmor film
library transfers, we believe those concerns go nore to the
wei ght to which her opinion is entitled than to its admssibility

under Daubert v. Merrell Dow Pharns., Inc., supra, and Kunmho Tire

Co. v. Carm chael, supra.?®

Al t hough we conclude that Ms. Nenschoff’'s opinion is
adm ssible into evidence, we do not need to rely on her opinion
to reach our conclusions in these cases. For the reasons
di scussed in nore detail above, we find anple evidence in the

record to show that the Ackerman group’ s investigation of SVMHC s

219 |1 n preparing her report, M. Nenschoff retained the
services of the |aw offices of Dennis Angel to search the records
of the U S. Copyright Ofice with respect to the filmtitles in
the EBD filmlibrary. M. Nenschoff represents that it is
customary for entertainnent |awers to rely on copyright searches
and reports by professionals such as M. Angel and his staff and
that she has been retaining his services and relying on his
copyright searches and reports for at |east 15 years.

Under Fed. R Evid. 702 and 703, experts are permtted to
rely on evidence outside the trial record, which may include
hearsay that is otherwi se inadm ssible. RLC Indus. Co. & Subs.
v. Conmm ssioner, 98 T.C 457, 499 (1992), affd. 58 F.3d 413 (9th
Cr. 1995); HGoup Holding, Inc. v. Conm ssioner, T.C Meno.
1999-334. The information that M. Angel relayed to M.
Nenschoff is admtted to understand or explain the basis of her
expert opinion; however, we do not rely on that information or
consider it for the truth of the matters asserted therein. See
Engebretsen v. Fairchild Aircraft, Corp., 21 F.3d 721, 728-729
(6th Gr. 1994); H Goup Holding, Inc. v. Conm Ssioner, supra.
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filmrights before the CDR transaction was not only deficient but
essentially nonexistent. W reach our conclusions primarily on
the basis of that evidence. W refer to Ms. Nenschoff’s report
and testinony only as additional support for our conclusions.

3. M. Shapiro

M. Shapiro has a Ph.D. in economcs and is a professor of
banki ng and finance at the Marshall School of Business,
University of Southern California. M. Shapiro has held a nunber
of professorial positions and has taught banking, finance, and
econom cs at a nunber of institutions in the U S. and abroad.

M. Shapiro has authored nunerous articles and books on banki ng,
finance, and econom cs, and he has testified in a nunber of court
pr oceedi ngs.

a. M. Shapiro s Expert Opini on?¥?°

M. Shapiro submtted his report and testinony on the
followng matters:

(1) the value of the SMHC stock that CLIS
contributed to SMP at the tine it was contri buted;

(ii) the value of the $79,912, 955 of indebtedness
that MGM G oup Hol dings owed to CLIS and the
$974, 296, 600 of i ndebtedness that MGM Group Hol di ngs
owed to Generale Bank at the tine those itens were
contributed to SMP; and

220 M. Shapiro also submtted a rebuttal report to M.
Crawford s expert opinion, which we received into evidence
wi t hout objection.
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(ti1) the value of SWVHC s interest in the Carol co
securities at the tine the SVHC stock was contri but ed
to SMP.

M. Shapiro concl uded:

(1) the stock that CLIS contributed to SMP had no
value at the tine it was contri buted,

(ii) the $79,912,955 of indebtedness that SMHC
owed to CLIS and the $974, 296, 600 of indebtedness that
SMHC owed to General e Bank had no value at the tine
those itens were contributed to SMP; and
(ti1) the Carolco securities that SMHC owned had
no value at the tinme the SVMHC stock was contributed to
SIMP.
In reaching his conclusions, M. Shapiro conducted an econom c
anal ysis of the CDR transaction and the events |eading up to that
transacti on.
M. Shapiro first observed that as of October 10, 1996, the
only asset in SMHC was the Carol co securities, which he
determ ned were worthless.??! |n M. Shapiro’s opinion, because
there was no value in any underlying assets in SVHC, the SMHC

stock and the approximately $1 billion in indebtedness were al so

wort hl ess as of Cctober 10, 1996.

221 Relying on the information contained in the bankruptcy
pl ans of reorgani zation, including the various scenarios
di scussed in the disclosure statenents, M. Shapiro observed that
the total estimated anount of asserted clains that had a higher
priority than SMHC s Carol co securities was $557, 482, 968. Thus,
for SMHC to receive anything, the net proceeds from Carolco’s
[iquidation would have to exceed $557,482,968. The net proceeds
were projected to be far |ess, however--between $66, 491, 040 and
$93,027,900. On the basis of this and other information, M.
Shapiro concl uded that there was no reasonabl e expectati on of
recei ving anything on the Carolco securities as of Dec. 11, 1996.
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Second, M. Shapiro opined that it would not be rational for
CLIS to contribute the EBD filmlibrary to SVHC in its capacity
as an equity hol der of SMHC because: (1) The face anobunt of
SMHC s debt was greater than the value of its assets as of
Decenber 10, 1996; and (2) SMHC s creditors with priority clains
woul d capture the value of any contribution.??? Moreover,
al t hough debt hol ders nay generally have an incentive to nmake
additional investnents to a conpany in proportion to their
claims, he observed that it would not be rational for one of the
debt holders on its own to undertake an investnent that would
benefit it in an anount | ess than the cost of the investnent.
Thus, because Generale Bank held a nore significant debt claimin
SMHC, he opined that it would not be rational for CLIS to
contribute the EBD filmlibrary in its capacity as a debt hol der
of SMHC. M. Shapiro concluded that “the true economc reality
of this transaction is that CLIS contributed the FilmRi ghts to

SMP and not to SMHC. ” 223

222 Mr. Shapiro describes this phenonmenon as the
“underinvestnent probleni; i.e., debtholders will appropriate
val ue created by a new equity infusion, and, therefore, such
equity infusions do not occur. M. Shapiro assuned that Cenerale
Bank and CLIS were unrel ated for purposes of his anal ysis.

223 Mr. Shapiro al so observed that the $5 mllion advisory
fee exactly equaled SMP s “cost basis” in the EBD filmlibrary.
On this basis, wthout elaboration, M. Shapiro concluded: “It
appears that CLIS was paid separately for its FilmR ghts in the
gui se of an advisory fee, instead of being paid for the Film
Ri ghts as part of the price paid for SMHC s debt.”
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Third, because the Carolco securities had no value and the
contribution of filmrights was in economc reality to SMP and
not SMVHC, M. Shapiro concluded that there were no assets of
val ue supporting the contributed debts, and, therefore, those
debts were worthl ess.

b. Court’'s Analysis

Under Rule 702, Fed. R Evid., expert testinony is
adm ssible where it assists the Court to understand the evidence

or to determne a fact in issue. ASAT, Inc. v. Commi ssioner, 108

T.C. 147, 168 (1997). Expert testinony that expresses a | egal
concl usi on does not assist the Court and is not adm ssi bl e.

Alumax, Inc. v. Conmm ssioner, 109 T.C 133, 171 (1997), affd. 165

F.3d 822 (11th Cr. 1999); Hosp. Corp. of Am & Subs. v.

Commi ssioner, 109 T.C 21, 59 (1997); FPL G oup, Inc. & Subs. v.

Comm ssioner, T.C Meno. 2002-92. Moreover, an expert who is

nmerely an advocate of a party’ s position does not assist the
Court to understand the evidence or to determne a fact in issue.

Sunoco, Inc. & Subs. v. Conm ssioner, 118 T.C. 181, 183 (2002);

Snap-Drape, Inc. v. Conmm ssioner, 105 T.C 16, 20 (1995), affd.

98 F. 3d 194 (5th Gr. 1996). Determ ning whet her expert
testinmony is helpful is a matter within the sound discretion of

the Court. See Laureys v. Conm ssioner, 92 T.C 101, 127 (1989).

After reviewing M. Shapiro’ s report and testinony, we are not
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persuaded that it is helpful to the Court in understanding the
evi dence or determning a fact in issue.

In the first instance, we question the rel evance and
reliability of M. Shapiro’'s “economc reality” analysis in
evaluating CLIS s contribution of filmrights to SMHC. M.
Shapiro concluded, with little el aboration, that CLIS contri buted
the filmrights to SMP instead of SMHC. Because the filmrights
were contributed to SMP, M. Shapiro concluded that SMHC had no
value in those assets as of Decenber 11, 1996. In reaching these
concl usions, M. Shapiro superinposes his view of “economc
reality” to a level that wholly ignores the legal effect (apart
fromtax considerations) of CLIS s contribution to SVHC and
SMHC s existence as a separate corporate entity from SMP. SVHC
as opposed to SMP, was the | egal owner of whatever filmrights
CLIS contributed to it and continued to hold those rights until
its merger with Troma. Presumably, since the filmrights resided
in SMHC after the CLIS contribution, debtholders would be
entitled to whatever value those filmrights had, if any. M.
Shapi ro concl udes, however, that because the filmrights were in
SMP, SMHC had no assets of value and therefore the receivables
from General e Bank and CLIS were worthless. Under the
ci rcunstances, M. Shapiro’'s views of “economc reality” are
| argel y academ c, disregard elenents of CLIS s contribution, and

cannot formthe basis for determning the facts in issue. Those
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views are not hel pful to the Court in understanding any evi dence
or determining a fact in issue.??

In M. Shapiro’ s expert report, he indicates that he was
asked to provide an expert opinion on the value of SWVHC stock,
the value of the receivables that Generale Bank and CLI S
contributed to SMP, and the value of SMHC s interest in the
Carol co securities. After reviewwng M. Shapiro' s report and
testi nony, however, we find that M. Shapiro has gone well beyond
the scope of his engagenent, reaching conclusions on the
substance over formissues that this Court nust decide.

In his expert report, M. Shapiro analyzed the possibility
that the $5 million put purchase price and the $5 nillion
advi sory fee were paid as arnis-length consideration for CGenerale
Bank’s and CLIS s receivables. |In scattershot fashion, he
concl udes, wi thout any el aboration, that SMP paid the $5 mllion
advisory fee for the EBD filmrights and not the receivables;
that there is a question whether the $5 million put purchase
price and $5 mllion advisory fee were paid as consideration for
CGenerale Bank’s and CLIS s contributions of the receivabl es; but

that “Considering that SMP received the FilmRights, as well as

224 Al t hough respondent seeks to capitalize on certain
gratuitous statenents in M. Shapiro’s expert report and
testinony, we do not construe respondent’s position to
contenplate CLIS s contribution of the EBD filmrights to SMP.
| nasnmuch as CLIS s contribution of the filmrights to SMHC i s not
a fact in issue, we question the relevance of M. Shapiro’s
econom ¢ anal ysi s.
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tax benefits fromthe transaction with a potential value in the
hundreds of mllion of dollars, it is very unlikely that the
$10, 000, 000 figure represents the fair market value of the debt.”
M. Shapiro’s expert report provides no basis for reaching these
concl usi ons other than speculation. He did not identify the tax
benefits that he alluded to and, indeed, testified that he based
hi s concl usions on a discussion with respondent’s counsel
regarding SMP s “trying to take a witeoff on this debt”.
Simlar to other portions of M. Shapiro’s report, these
statenents have the distinct quality of advocacy.

For the reasons stated above, we conclude that M. Shapiro’s
expert report and testinony are not adm ssible into evidence. W
shall grant petitioner’s notionin limne as it relates to that
expert report and testinony.

B. M. Jouannet’s Response

At trial, we admtted a letter fromM. Lerner dated
Novenber 21, 1997, requesting a confirmation from M. Jouannet:

In order to respond to a question asked by our

auditors, we would appreciate receiving a letter from
you confirmng that, to the best of your recollection:
(i) when GB and CLIS entered into the Santa Mnica
Pictures LLC agreenent, they intended at the tinme to be
partners with Rockport Capital Inc. and (ii) their
decision to dispose of their interests was nade
subsequent to the date of that agreenent (Decenber 11,
1996). | recall that the interests were transferred at
the end of 1996.
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In connection with that letter, petitioner offered a second
letter, which petitioner alleges was M. Jouannet’s response to
M. Lerner. The exhibit reads:

Pursuant to your letter of Novenber 21, 1997,
relating to the transactions that | negotiated with you
during the last quarter of 1996, ny recollection is as
fol |l ows:

1/ Ceneral e Bank Nederland NV (GB) and Credit
Lyonnai s International Services SA (CLIS) under
the instructions of their affiliate Consortium de
Real i sation (CDR) entered into an Exchange and
Contribution Agreenent wi th Rockport Capital
| ncor porated whereby they contributed stock of
Santa Monica Hol ding Corp (SWH) and i ndebt edness
owng by SMHto GB and CLIS in exchange for
preferred interests in Santa Monica Pictures LLC
That agreenent was passed on Decenber 11, 1996.

2/ Subsequent to entering into the LLC agreenent CDR
(and consequently GB and CLIS) opted, as |
understand it for reasons in relation to its 1996
year end accounts, to dispose of their preferred
interests in the LLC at the end of their financial
year pursuant to the right granted to themby a
Letter Agreenent entered wth Rockport
si mul taneously with the Exchange and Contri bution
Agr eenent .

To the best of ny recollection notice of such
decision to assign, was given to Rockport in the
second hal f of Decenber 1996 and the transfer
becane effective on Decenber 31st 1996
Respondent objected to this response on hearsay grounds. The
Court sustained respondent’s objection. On brief, petitioner
seeks to have the Court reconsider its ruling.
Because M. Jouannet is deceased and unavail able to

testify, petitioner offered this exhibit under rule 807, Federal

Rul es of Evidence, as an exception to the hearsay rule. Rule
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807, Federal Rules of Evidence, provides that a statenent not
specifically covered by the hearsay exceptions of rules 803 or
804, Federal Rules of Evidence, but having equival ent
circunstantial guarantees of trustworthiness, is not excluded by
the hearsay rule, if the Court determnes: (a) The statenent is
of fered as evidence of a material fact; (b) the statenent is nore
probative on the point for which it is offered than any ot her
evi dence whi ch the proponent can procure through reasonable
efforts; and (c) the general purposes of the Federal Rul es of
Evi dence and the interests of justice will best be served by
adm ssion of the statenent into evidence.?® To ensure that this
“resi dual exception” to the hearsay rule does not emascul ate the
body of |aw underlying the Federal Rules of Evidence, it is to be
used very rarely and only in exceptional circunstances.

&oldsmth v. Conm ssioner, 86 T.C 1134, 1140 (1986); Gaw V.

Conmi ssioner, T.C. Menp. 1995-531.

We are not persuaded that M. Jouannet’s response to M.
Lerner’s letter has circunstantial guarantees of trustworthiness
equi valent to those in the other hearsay exceptions. M.
Jouannet’s response was made to M. Lerner’s inquiry regarding
CDR s intentions in its transaction with the Ackerman group. The

response appears to have been witten as an accommodation to M.

225 Petitioner, as the proponent of this evidence, nust show
that each of these requirenents is net. See Little v.
Commi ssioner, T.C Menp. 1996-270.




- 331-
Lerner; there is no guarantee that the accommodati on did not
extend to the substance of the response. W are not convinced
that M. Jouannet gave his response as a “disinterested” party.
Moreover, M. Jouannet’s response i s not contenporaneous wth
CDR s transaction with the Ackerman group.

We al so are not persuaded that M. Jouannet’s response is
nore probative on the point for which it is offered than any
ot her evidence that petitioner could have procured through
reasonabl e efforts.?® Although the record reflects that M.
Jouannet was the principal negotiator on the CDR side of the
transaction, we are not convinced that other individuals at CDR
CGeneral e Bank, or CLIS could not have testified regarding the
intentions of the banks.

Finally, petitioner points to the fact that M. Jouannet is
deceased and is unavailable to testify as a basis for admtting
the response. W are not persuaded that rule 807 of the Federal
Rul es of Evidence contenplates admtting hearsay evidence solely
on the basis that the declarant is deceased. See Estate of

Tenple v. Comm ssioner, 65 T.C. 776 (1976). W are not persuaded

that the general purposes of the Federal Rules of Evidence and

226 The requirenent that “the statenent is nore probative on
the point for which it is offered than any other evidence which
t he proponent can procure through reasonable efforts” requires a
consideration of two factors: (1) The availability of other
evi dence on a particular point; and (2) whether such other
evi dence can be procured through reasonable efforts. Gldsmth
v. Comm ssioner, 86 T.C 1134, 1141 (1986).
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the interests of justice will best be served by admtting M.
Jouannet’s response. 2?7

In Iight of the foregoing,

An appropriate order wll

be i ssued granting respondent’s

motion in limne to exclude the

expert report and testinony of Todd

Crawford, denving petitioner’s

motion in limne to exclude the

expert report and testinony of

Loui se Nenschoff, and qgranting

petitioner’'s notion inlimne to

exclude the expert report and

testinony of Alan C. Shapiro, at

docket No. 6163-03 a decision wll

be entered for respondent and at

docket No. 6164-03 an appropriate

order of dismssal will be entered.

221 Even if M. Jouannet’s response were admtted into
evi dence, it would not change our decisions in these cases. For
t he reasons di scussed above, we would attach little weight to M.
Jouannet’s response, which is filled with equivocations that beg
the question posed to him W are not persuaded that M.
Jouannet was adverse to petitioner’s interests. Moreover, the
response itself is contradicted by the salient testinony of M.
Ceary, who acted as CDR s counsel in the transaction with the
Acker man group



