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CHAPTER I
INTRODUCTION AND LEGISLATIVE HISTORY

Section 482 of the Internal Revenue Code is a decep-

tively simple provision, containing only one sentence:
In any case of two or more organizations, trades, or
businesses (whether or not incorporated, whether or
not organized in the United States, and whether or not
affiliated) owned or controlled directly or indirectly
by the same interests, the Secretary or his delegate
may distribute, apportion, or allocate gross income,
deductions, credits, or allowances hetween or among
such organizations, trades, or businesses, if he deter-
mines that such distribution, apportionment, or alloca~
tion 18 necessary in order to prevent evasion of taxes
or clearly to reflect the income of any of such organi-
zations, trades, or businesses.
The Treasury Regulaticns (primarily dated 1968) pertaining to
Section 482 are couprised of twenty pages of fine print.
Although the authority stems from the statute, it is really
the regulations which form the guidelines under which the
Internal Revenue Service Commissioner has been able to wield
this broad power given to him by Congress over forty years
ago.

For about a decade the primary focus of the Commissioner
has been on foreign transactions. Currently, though, Sec-
tion 482 is being applied to domestic business even more
than foreign.. From another point of view, Section 482 is

becoming more and more important relative to other sections
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of the Code. In an article written in 1969, Section 482
was menbtioned as the most frequently cited section in de-
ficiency notices in pending cases in the Mid Atlantic Begion.2

It is readily apparent that more and more domestic tax-
payers should make themselves aware of the implications of
Section 482, The purpose of this paper is to examine, by
analyzing relevant court cases and Treasury Regulations, the
extent to which the Internal Revenue Service Commissioner
has applied Section 482 in order to prevent evasion of taxes
or the shifting of income, deductions, and credits among re-
lated domestic business organizations.

Prior to the 1960%'s, Section 482 of the 1954 Internal
Bevenue Code (or its predecessor, Section 45 of the 1939
Code) was a seldom used tool of the Commissioner. The Regu-
lations, remaining substantially unchanged since 1935, were
primarily confined to definition of terms and statements of
general purpose and standardsu3 What little development of
the section there was occurred largely through court de-

b In contrast, the decade of the 1960's was a periad

cisions.
of activity relating to Section 482, both in the formulation
of new Treasury RBegulations and an expanded number of court
cases. Section 482 had turned from an ordinary provision of
the Code to one of the most important and all-pervasive sec-
tions.5
As early as 1921 Congress was aware of the arbitrary

shifting of income between commonly controlled business
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firms.6 Section 482 had its origin in Section 240 (d) of
the Revenue Act of 1921, which gave the Commissioner the
authority to "consolidate the accounts of related trades or
businesses for the purpose only of making an accurate distri-
bution of gains, profits, income, deductions, or capital be-
tween or among such related trades or businesses." The
Senate Finance Commibtee thought this was necessary "to pre-
vent the arbitrary shifting of prqfits among related busi-
nesses, particularly in the case of subsidiary corporations
organized as foreign COTPGTatiGnSo“?

In the RBevenue Lot of 1928 Section 45 was set up, cone
taining language very similar to the langusge of the present
Section 482. The House and Senate Committee Reports with re-
gard to Section 45 stated that the purpose of the section was
to "prevent evasion by the shifting of profits, the making of
fictitious sales, and other methods frequently adopted for
the purpose of milking, and in order to clearly reflect their
true income."8 By the language, it appears that Congress® in-
tent waé to carry out in even stronger language the theme
stressed in 1921.

' An interesting discrepancy exists in the formulation
of the 1928 Code. In the Committee Reports the "evasion"
clause and the "clearly to reflect income" clause are jolned
by "and", whereas in Section 45 itself the word "or" is the

conjugation used. This may be significant as an indication

of Congressional intent to allow the section to be used only
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in purely tax-motivated situationsa9 Irregardless, the Com=
missioner does not consider himself restricted in his author-
ity to utilize Section 482 in purely tax-motivated situations
only.lo
The 1968 Regulations were seven years in the making.
The Revenue Act of 1962 was to have had in it an amendment
o Section 482 which would have provided specific allocation
rales for certain transactions between domestic corporations
and their related foreign affiliates. Under pressure from
many influential taxpayers the smendment was struck from the

ultimate Revenue Act of 1962n11

In its place, the Treasury
Department was directed to:
explore the possibility of developing and promulgating
regulations under this authority which would provide
additional guidelines and formulas for the allocation
gf incoTS and deductions in cases involving foreign
income.
Under this directive, the Treasury Department undertook to
expand the Regulations under Section 482 to define the concept
of the "arm's length transaction," for the 1962 regulations
established this principle but did not define it. In setting
up the guidelines, the Treasury did not confine itself to al-
locations of foreign income and deductions as the Congress
had suggested. The Regulations actually mirrored the statute
in that neither made any distinction between foreign and
domestic application of Section 482,13 Thus, the stage was
set for the activity directed at purely domestic transactions

during the subsequent years.
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anytime taxable income is other than it would have been had
the taxpayer, in the conduct of its affairs, been an uncon-
trolled taxpayer dealing at arm's length with another un-
controlled taxpayer.lS
In determining the true taxable income of a controlled
taxpayer, the Commissioner is not restricted to cases invol-
ving fraud, shams, or devices for avoiding taxes.19 Authority
to allocate extends to any case in which either income, in
whole or in part, of a controlled baxpayer, is other thanm it
would have been had the texpayer in the conduct of his af-
fairs been an uncontrolled taxpayer dealing at arm's length

20

axpayer.

o
73

with another uwncontrolled
Allocations may be made of net income even though the
Code section refers specifically to the allocation of gross
income, deductionsg, and credits. This extension of the Code
has been established by the courts in situations where all
gross income and all deductions would have been allocated,21
Allocating net income rather than specific items means less
time spent analyzing each specific taxpayerts situation,
leaving more time for the IRS for other cases. Regarding the
taxpayer, it would not seem to create any additional burden
in the presentation of his case since, unless no items of in-
come or deductions are properly allocable, the taxpayer would
have to present proof to the court that certain specific items

are clearly not allocable.22
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Section 482 applies only to the allocation, apportion-
ment, or distribution of income, deductions, or credits. It
may not disallow them.2- In addition, when an allocation is
made, it is limited to the amount necessary either to pre-
vent the evasion of taxes or clearly to reflect :’mcome.ZLL
The Commissioner'!s authority does not extend to allocating
assets or accumulated earnings. This means that the Commise—
sioner would be precluded from then treating income which he
allocates to a particular corporation as part of that corpora-
tion's accumulated earnings for purposes of determining whether
a distribution is a dividend or for purposes of determining
whether the accumulated earnings penalty tax is applicable.25

On the positive side, the Commissioner's authority is
Tar reaching. For exemple, it has been held that the Commis-
sioner has the authority to: require a change in accounting
method; adjust the basis of property to reflect its value at
the time it was acquired from a related taxpayer; reallocate
income from a corporation to an individual who may be in a
higher tax bracket; and reallocate income from a "loss corpora-
tion" back to an affiliate with a favorable profit picture,

resulting in denial of the operating loss deduction.26

‘The Reguirement of Common Control

Despite the broad scope of Section 482, certain limita-
tions to its applicability are apparent on its face. That is,

"Section 482 applies in any case of two or more organizations,
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trades, or businesses owned or controlled directly or indir-
ectly by the same interests." The term "owned" as used in
section 482 is mot defined in the Code or the Regulations,
although it probably refers to legal ownership. Most of the
trouble has been generated by the term VaohiveTY a0 Pl e
Code does not define the term toontrolled,® but the Treasury
Regulations define the term to include:

any kind of control, direct or indirect, whether

legally enforceable, and however exerciseable or eX=

ercised. It is the reality of the control which 1s

decisive, not its form or mode of its exercise. A

presunption of control arises if income or deductions

have been arbitrarily shifted.2

T4 4is interesting to note that in formulating Section
482, Congress used bhe phrase towned or controlled" without
any quantitative limitations. Tn other sections of the Code,
however, Congress has specifically defined control in terms
of percentage limitations. Presumably, Congress intended
to have the phrase interpreted flexibly in the light of each
particular case. The courts have not been eager to apply
percentages to Section 482 cases, whereas, in cases dealing
with other sections of the Code where percentages have been
set up, those percentages are gquoted almost without fail.29
There are two factual situations in which control is

likely to be the central issue. One is in the area of in-
direct control, that is, control which exists not by stock

ownership, but through less direct means such as control of

the board of directors or through family relationshiﬁs. The
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other is the situation in which two or more unrelated cor=-
porations jointly own a subsidiary so that no one corporation
controls the subsidiary.

Nothing in Section 482 or the Regulations pertaining
to it provide for either the constructive ownership or the
family attribution concept in applying the test of ownership
or control. The language “"directly or indirectly" seems to
be the basis which the courts have used for attributing to

one member of a family stock held by another member,

(]

Such attribution was not always made. In the 1944

Nelson Paper Co, case,JO two husbands ovmed a majority of the

stock in one corporation while their wives owned all the
stock in another corporation. The Tax Court refused to Treat
each family as a unit, and also failed to find common con-
trol even though one husband was president of the corporation
owned by the wives and was the principal individual conduct-
ing the activities of that corporation.

In the 1953 Granada Industries, Ince. case,31 two cor-

porations and two partnerships were owned by the members of
four families. There were differences, within each family
group, in the individuals who owned interests in the various
entities. Nevertheless, the same group of individuals from
the four families owned outright, or benefiecially through
trusts, more than a majority of each of the entities. The
family attribution rule was employed and the Commissionerts

allocation stood. In determining whether Section 45
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(superceded by Section 482 of the 1954 Code) applied, the
Court looked beyond ownership to actual control by the heads
of the families. The same approach was followed in Fried=-

lander Cor_p..32 two years later. In two of the years involved,

commont control through ownership was lacking unless each
family group could be treated as a unit. In the other years
involved, the same group of individuals did own directly a
majority interest in the corporation and partnership between

which the Commissioner sought to allocabe. Without distine-

held the allocation on the basis that the same two individuals
actually managed the two entities during all the years in
gquestion.

Tn the majority of cases it appears that the courts
consider direct or indirect control to require both the
presence of legal ownership, whether direct or by family at-
tribution, amd actual control of the two entities being exer-
cised by one individual. This is particularly well exempli~
fied by the Granada case in which common ownership was proven,
but the court looked beyond ownership to actual control by
the heads of the families in determining whether Section 45
applied.

The actual control of the two or more related entities
is normally by an individual who is on the board of directors
or is an officer of the corporation of which he does not have

direct ownership, but to which the family attributions rule
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applies. This need not be the case though. In Hall v.

Commissioner',33 the father had sold his entire interest in

a company to a corporation owned wholly by his sons. The
father was not an officer or director, nor was he active in
his sont's corporation. But for the three months following
the sale of his company the father continued to operate the
company's domestic activities and continued to handle all
domestic sales as his own. In addition, he reported on his

income tax return all domestic sales and expenses. The

court held that 211 The company's income, domestic and foreign,

should be allccated to the Tather for this veriod of three
months after the sale of the company assets to his sons. Al-
though the case is not purely domestic in nature, it still
has potential ramifications to the purely domestic situation
where the father might have been handling one of a few
branches of a corporation.

In a very recent case, there was an allocation of in-
come and expenses by the Commissioner between two corpora-
tions which were not controlled through stock ownership
either directly or indirectly through family attribution
rules. Rather, "the Cohens retained control of Charles Town
(Inc.) until May, 1961 by reason of their election to posi-
tions as directors and officers which occurred upon organi-

34

zation of the cofporation," In Charles Town, IncC.,: two

brothers were the owners of a small successful steel manu-

facturing corporation. The brothers wished to engage in the
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business of operating a race track. Desiring to 1limit their
1iability to the amount invested in the venture, they set
up a new corporation with limited capital. The steel corpora=
tion then loaned to the new corporation the amount which was
necessary to finance the operations. In order to make the
two corporations unrelated, ninety-eight of one hundred
shares issued were in the name of a cousin who was experi-
enced in memaging racing events. The remaining two shares
were issued to the two brothers. With the exchange of the
funds, there was an agreement between the two corporations
that: (1) the new corporation was to conduct the racing meet
for ten percent of the net profits and (2) the majority of
the officers should meke all major decisions in the manage-
ment of the new corporation so long as the debt to the steel
corporation is still outstanding. This meant that the ma~
jority of the two brothers amd the cousin would make the
major decisions. This gave the brothers control of the new
corporation with only two percent ownership. The court
agreed with the Commissioner that all the profits should go
to the new corporation, thus leaving the two brothers in the
undesirable position of having only a two percent right to
the horseracing profits.

The courts have generally tended toward utilizing the
attribution rules of Section 318 of the Code to impute con-

trol. This would be a decent guideline to start with in
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attempting to discern whether or not Section 482 might be
applicable. In the end, of course, the existence of indirect
control must be determined on a case by case basis. AS in

Charles Town, Inc., there need not be any legal control for

Section 482 to be appliceble. In Grenads Industries, Inc.

it was said that record ouwnership of the stock is immaterial
in determining whether four organizatlions were owned or cone-
trolled directly by the same interests, the significant
thing being who dominates the orgenizations and thusly exer-
ciges the actual conbtrol at all tiLes°35 It is possible that
the creditors of a corporation may be deemed in control of
the corporation for purposes of Section 482. But, while the
statute and the Begulations give the broadest meaning to the
term “"conbtrol," the courts have attempted to clarify its
meaning and accordingly have more narrowly construed the re-
gquirements for contr01036

Another area of question is whether Section 482 can be
applied where two independent corporations, owned by dif-
ferent and unrelated stockholders, each own one-half of the
stock of; and share equally the control of, another corpora~
tion with which they do business. For many years, the Lake

Erie & Pittsburgh Ry. case37 was the precedent cited for non-

applicability of Section 482.
Tn that case, two independent railroad companies each

owvned fifty percent of the stock of Lake Erie Company and
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under an agreement, each was to have use of the tracks and
other facilities of Erie. Under the agreement, the two rail-
road companies paid to Erie consideration equaling all of
Eriefs operating costs, plus an amount equal to five percent
of Eriel's capital stock and the amount of income tax on its
taxable income. The five percent return after taxes was
used ag a dividend by Erie, so it was simply reburned to the
two railroads. In a later agreement, the two railroads de~
cided to eliminate the five percent charge, thus leaving
Brie with no net income. When the Commissioner sought to al-
locate part of the gross incomes of the two railroads to
Erie, the court held that the two railroads were not "owned
or conbroiled directly or indirectly by the same interests."
The Commissioner acquiesced in that 1945 case, but withdrew
his acauiescence in 1965, explaining that the Erie decision
was contrary to the trend of recent decisions°38

Regardless of the change in position of the Commis-
sioners on Erie, and the trend of recent cases, in 1970 the
Tax Court arrived at a decision identical to that arrived
at in 1945. On appeal, though, the decision of the tax court

40

was reversed.39 In B. Forman Company, Inc., two men each

operated a retail department store. They were competing come
panies. In order to curb declining incomes, they agreed to
jointly build the Midtown Shopping Center which would join

the rear entrances of their stores. Each gave a million
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dollar interest~free loan to Midtown. The Commissioner ime
ruted five percent interest on the loans. The Tax Court dis-
agreed with the Commissioner's action, but on appeal the de-
cision was reversed with the appeals court stating that:

the conclusion is inescapable that they acted in cone-
cert in making loans without interest to a corpora-
tion, all of whose stock they owned and all of whose
directors and officers were their alter egos. They
were not competitors in their dealings with one
another as to Midtown. BReality of control by the
same interests is present no less than if they had
formed a partnership.?l

"A mutuallty of interests exists, or potentially exX=-
ists, in meny, if not most, multiple corporate ownership

Lo

cases.!" Thug, there are many instances of jointly owned

companies which mi

Jo

ht be susceptible to a section 482 alloca~
tion if it is found that the owners acted in concert. The
Forman decision seems ©To have opened up a potentially huge
area of applicability for Section 482, leaving the question

A3

of "control" still very uncertain in its application.

Definition of Organization, Trade, or Business

Section 482 reguires the shifting of income or deduce
tions among two or more orgamizations, trades, or businesses.
By use of these three terms, this section is designed to
cover any conceivable situation. "The term 'organization!
includes any organization of any kind, whether it be a sole
proprietorship, a partnership, a trust, an estate, an associa~-

tion, or a corporation (as each is defined or understood in
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the Internal Revenue Code or regulations thereunder), irres-
pective of the place where organized, where operated, or
where its trade or business is conducted, and regardless of
whether domestic or foreign, whether exempt, whether affili-
ated, or whether a party to a consolidated Petufn."gq "The

term 'trade! or 'husiness! includes any trade or business

activity of any kind, regardless of whether or where organized,

whether owned individually or otherwise, and regardless of
the place where carried ono“45
In the vast majority of Section 482 cases there is no
controversy over the question of whether two or more organie-
zations, trades, or businesses are involved046 The main con-
troversial topic is what constitutes a trade or business.
A related issue extends into the area of reasonable compen=
sation. The courts have ruled that in some cases the rendi-
tion of services by an employer is a trade or business or
an employee is an organization so that the condition of two
or more organizations, trades, or businesses is satisfied.

b7

In Pauline W. Ach, the assets of a profitable dress

shop business conducted as a sole proprietorship by Mrse.

Ach were sold to the shell of a corporation, owned by her
son, which had previously generated substantial operating
losses while engaged in the dairy business. The dress busi-
ness was actively conducted by the mother before and after
the sale of assets to the corporation. After the sale, the

mother was not a stockholder, nor did she receive a salary



C

18

for her services or for her positions as President, Treas-
urer, and Chairman of the Board of Directors. The court held
that seventy percent of the earnings of the dress shop ac-
tivity should be allocated to the mother as a salary for her
services rendered. "Sufficient aspects of the business re-
mained with Pauline so as not to deprive her of the status
of a separate lorganization,' 'trade,' or 'business,'! within

L
the meaning of Section 4820“!8

1.!,9 41

In the recent case, Vicltor Borge, the Tax Court

reached the same vesult as it had in Ach on somewhat differ-
ent Tacts. In Borge, the nabture of the services rendered by
Mr. Borge constituted a separabe trade or business different
than that which is customarily performed. by an employee for

an employer. Mr. Borge sold his services as an entertainer

to his wholly owned corporation which had substantial oper=-

ating losses from raising Cornish hens. The corporation did
not pay Mr. Borge the agreed amount for his services and

the Commissioner made an allocation under Section 482, based
on Mr. Borge being a separate trade or business.

In the 1968 Bubin? case, the facts and outcome were
essentially the same as Ach and Borge. The trend seems to
be to include almost every type of business where a con-
trolling shareholder renders services for his corporation
in a professional, administrative, or artistic capacity.’t

Prior to these decisions, it had not been thought that an
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individual had to draw an arm's length salary from a control-
led corporation. Based on the recent cases, a primary ad-
vantage to incorporating may be eliminated if virtually all
of the income of the corporation has to be allocated to the
individual in the form of salary. The problem results because
with respect to his own persomnal services, he has no cost

52

for such value. Whereas there had existed a limitation on

the maximum salary pald to a controlling stockholder-employee
and still be fully deductible by the corporation, there now

o

exists & low range of reasonableness which must be met to at

least minimize the chance of a Section 482 allocation.
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CHAPTER III

CRITERIA USED BY THE COMMISSIONER IN APPLYING
SECTION 482
Where Section 482 is deemed applicable to prevent
evasion of tax or clearly to reflect income, the Regulations
provide that "the standard to be applied in every case 1is
that of an uncontrolied taxpayer dealing at arm's length
with another uncontrolled taxpayevo"SB Conversely, where
commonly controlled entities can show that They have dealt
"at arm's length" with one another, no allocation should be
4
permitted.” "
Despite the Tact that the Regulations state that the

arm's length standard is the sole test under Section 482,
the courts have made statements such as:

We do not agree with the Commissioner's contention

that "arm's length bargaining" is the sole cri-

terion for applying the statutory language of Sec~

tion 482 in determining what the "true net income"

is of each "controlled taxpayer."! HNany decisions

have been reached under Section 482 without refer-

ence to the phrase "arm's length bargaining" and

without reference to Treasury Department Begulations

and Rulings which state that the talismanic combina-

tion of words-~arm?s length-~is the "standard to

be applied in every case."55
Those decisions which have not relied on the words "arm's
length' per se have typically questioned whether the arrange-
ment between the controlled taxpayers is “reasonable."56

23
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In comparing the "arm's length" test and the "reason=

able" test, they both appear to have defects. Regarding the
former, as one individual put it:

The idea of requiring related corporations to deal

with each other on the same basis as unrelated come

panies seems to go far beyond the intentions of Con-

gress and also seems to be completely removed from

the facts of life. If a subsidiary of General Motors

is having a hard time and cannot raise needed working

capital except at a high vrate of interest, why should

the parent compemy charge s comparable rate of inter-

est if the only beneficiary is the Ford Motor Com-

pany?57
In addition, it is difficult in most cases, due to the lack
of comparable transactions or unavailability of information,
to determine what would have been done in a given factual
situation between unrelsted parties bargaining at armls
1ength.58 Regarding the "reasonable" test, it is difficult
to apply such a test in the absence of standards as to what
is reasonable,59 One author suggests a partial solution to
the problem by proposing that the arm's length standard
should be considered the means to correct a tax avoidance
situation rather than the motivating factor for an adjust-
ment. 1In other words, if a transaction was based on the
good faith of the taxpayer and coupled with a sound business
purpose, Section 482 should not be appliedoéo

The two standards are very closely related as indi-

cated by the Court's statement in Eli Lilly & Co. V. United

States61 that "any measure such as 'fair and reasonable?

must be defined within the framework of t!'fair! or
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'reasonable?! as among unrelated taxpayers.“62 The implicas~
tion is that even if the arm's length standard is not per
se the only standard which clearly reflects taxable income,
it may be the only reasonable method by which to arrive at
the correct amount under alternative standards for transace
tions between related taxpayers.éB In general, the courts
are reluctant to overturn the Treasury's Regulations where
the Code itself authorizes the Commissioner to issue regula-
tions,64 Nevertheless, 1t has been done, thus contributing
to the uncertainty regarding possible defenses available to
taxpayers.

Quite often when taxpayers have found themselves withe
out the benefit of the ara's length defense, an alternative
defense Trequently offered by the taxpayer and frequently
accepted by the courts is that a transaction had a reasonable
and legitimate business purpose,65 The success of the busi-
ness purpose defense has been limited to a special case and,
accordingly, should not be thought of as a panacea. Its
success has been limited to cases in which the Commissioner
has either tried to declare the entity a sham, or to allo-
cate the whole income of one taxpayer to amother. 1In these
cases, the one hundred percent allocation of net income called
for was thought to be improper where there had been a valid
66

business purpose for the existence of the separate entity.

It appears that Section 482 had been misapplied in these cases
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which dealt with whether or not the entity was bona fide.
In fact, Section 482 applies only to the extent that trans—
actions occurring between the entities are not at arm's
length.®7
The last statement made has become a generality due

to the decision in Wisconsin Big Boy Corp. (WBB)068 WBB had

obtained a restaurant franchise covering a2 multistate area
and entered into licensing agreements with the restaurantis
subsidiaries, obligating it to perform substantial advisory,
administracive, accounting, and personnel services for the
subsidiaries. The btwo principal shareholders in WBB served
as officers amd directors of all the subsidiary corporations
and performed the chiefl management functions for them all.
They aiso arranged the finencing, locating, and leasing of
restaurant sites. The Tax Court held that there was s
single, integrated restaurant conducted and controlled by
WBB which generated all the income. This differs from prior
cases in that the Tax Court did not declare the subsidiaries
shams. The essence of the case is that the taxpayer was
saddled with the burden of proof and the conclusion that
"reconstruction of intercompany transactions in a highly ine-
tegrated enterprise conducted through multiple corporations in
order to comply with the arm's length standard is probably

neither realistic or feasible."69 The significance of this

court opinion is that it raises serious doubts about the
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avallability of the arm's length, or any standard, as a de-
fense to a Section 482 allocation where a highly integrated

and overlapping corporate structure is involved.?o
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CHAPTER IV

APPLICATION OF SECTION 482 TO SPECIFIC
TRANSACTIONS

Loans and Advances

Where one member of a controlled group makes a loan
or advance to another member, without interest or at a non-
arm's length interest rate, the district director (of the
IRS) is authorized to make appropriate allocations to re-
flect an arm's length interest rate for the use of such loan

/. 1 - ! 3 b 3 L3
r This authority extends to all bona fide in-

or advance.
debtedness including credit extended in the case of sales of
property or the rendering of services in the ordinary course
of businesso72

The arm's length interest rate is the rate which would
have been charged in independent transactions between unre-
lated parties under similar circumstances. However, if the
creditor is not in the business of making similar loans, the
arm's length rate is deemed to be (i) the actual rate charg-
ed, if at least 4% and not more than 6% simple interest, or
(ii) 5% if no interest was charged, or the rate charged was
less than 4% or more than 6%.73 This range of rates has

been termed a "safe-~haven" rule for controlled taxpayers,

in that the taxpayer can rely on it being the rate utilized
30
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by the Commissioner if an allocation is made. The taxpayer,
however, has the right to demonstrate that the appropriate
arm's length rate is more or less than the safe-haven rate
if 1t benefits him to do so. For example, if the arm's
length rate was established as 8% and the actual rate charged
was 7%, the latter rate rather than the safe-haven rate 5%
rate would be the rate used if the taxpayer so desired. The

same 1s true in the reverse situation; if the arm's length

rate is 3% and 3%% was the actual charge, the actual rate

b

controls if the taxpayer so desires.7i
The Regulations provide that loans and advances which
are in fact contributions of capital are not subject to the
provisions of Section i&82,,’75 Before one jumps to the conclu-
sion that exemption from Section 482 can be had by claiming
a loan or advance is a contribution To capital, one must
consider the effect such a claim would have upon repayment
of such loans at some future date as dividends,76
The safe haven interest range is definitely to the tax-
payer's advantage. First, it allows for a maximum interest
charge of 6% for the taxpayer not regularly engaged in the
business of making loans of the same general type as the loan
in question. Considering today's money market, it is quite
advantageous for the related taxpayers who attempted to en-

gage in a no interest loan situation. Second, the taxpayer

has the right to attempt to prove a lower than 4-6% rate is
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applicable; Third, the formula provides a reasonable ele=-
ment of certainty in plamning ’t:]:’a:rlsactions.7’7
Cases associated with loans are discussed in Chapter
V of this paper. In that these cases are concerned more
with the Commissioner's right to allocate, rather than with
the mechanics just discussed, it is more appropriate to con=

gider them later.

Performénce of Services for Another

Allocations to reflect an arm's length charge may be
made whenever services are rendered by one member of a con=
trolled group for the benefit of, or on behalf of, another
member of the group at no charge, or at less than an arm's
length charge. According to the Regulations, "Services" in-
clude virtually any activity requiring the use of personnel.
There is a significant exception for services which are ren-
dered in connection with the transfer or use of property,
and which are "ancillary and subsidiary" to the transfer or
commencement of effective use of the property.79 These ser-—
vices are treated under Regulations 1.482-2(c)(d) or (e),
pertaining to use of tangible property, transfer or use of
intangible property, or sale of tangible property. This
brings up the point that the distinction between types of
transactions covered under Section 482, such as services and
leasing or licensing or sale of property is more often one

of form than substance. For this reason, care should be

78
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taken in giving the form to intercompany transactions to
correspond with the provisions of the regulations one would

80

like to have apply. The latitude one has in doing so is

limited, but yet broad enough to warrant consideration.

Not all services having any relationship to the opera-
tion of affiliates are subject to allocation. It is neces-
sary to determine that the services rendered were undertaken
(1) for the joint benefit of the members of the controlled
group or (ii) for the exclusive benefit of another member of

81

he group. There are two excepbions to this allocation

mule:

{i) Allocations will not be mede if the probable
benefits to the other members were so indirect
or remote thait unrelated parties would not
have charged for such services.8

(1i) Allocations will generally not be made if
the services are merely a duplicate of ser-
vices which the related party has indepen-
dently performed or is performing for itself.

83

Unlike other Section 482 adjustments, the party render-
ing services to other members of the group is not required
to earn a profit from such services, unless the services are
an "integral part of the business activity" of either the
member rendering or receiving the services.84 Services are
an "integral part of the business activity" of a member of
the group in four circumstances:

(i) Where the renderer or the recipient of the

services is engaged in the trade or business

of rendering similar services to unrelated
parties.
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(1i) Where the renderer renders services to one
or more related parties "as one of its
principal activities.t

(iii) Where the renderer is peculiarly capable
"of rendering the services and such services
are" a principal element in the operations
of the recipient.

(iv) Where the recipient has received the benefit
of a "substantial amount of services from
one or more related parties during the tax-
able year."85

Subdivision (iii) has produced the most domestic ace

tivity. Local Finance Corpogé is typical of numerous cases

in which a finance company utilizes its influential relationw
ship with customers to induce the borrowers to take out
credit life insurence with an affiliated life insurance come
veny. The court allocated part of the premium revenue back
to the finance company because it performed significent ser-
vices relabed to the insuring activity. Not every casual
attempt to generate additional business for members of a re-
lated group would fall under Section 482. The cases indi-
cate that a significant amount of business must be obtained
by the insurance company through the finance company, al-
though the insurance selling activity may represent only a
small part of the finance company's total activities.87
A second area of domestic activity is represented well
by the Borge case in which the taxpayer was rendering enter-

tainment services to a corporation which he controlled. The

services were then resold by the corporation at many times
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the salary paid to the taxpayer. The court approved sub-
stantial allocations of income from the corporation to the
taxpayer to reflect the arm's length value of the taxpayer's

services.

Use of Tangible Property (Leases)

In the case of intercompany transfer of the use of tan=
gible property, the Commissioner is authorized by the Regula=
tions to test The consideration under the arm's length stan-
dard and to make appropriate allocations if he finds that the
consideration fails to comply with that standard. This

authority extends to both written and oral agreements be-

88

tween related parties. The arm's length rental charge is

the amount which would have been charged for the use of simi-
lar property in independent transactions between unrelated
parties under similar circumstances. However, if neither

the owner nor the user was engaged in the trade or business
of renting property of the same general type, an appropriate
rental will be determined by use of a formula set forth in

the Regulation, unless the taxpayer establishes a more ap-

propriate charge.89

The formula amount is the sum of the following four

amounts:go

(2) An amount equal to the straight-=line deprecia=-
tion of the property, that is, the original
cost or other basis, adjusted for items charge-
able to capital account and reduced by esti=-
mated salvage value, divided by the useful
life of the property in the hands of the owner.
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(b) An amount of profit equal to 3% of the depreci-
able basis, as determined above,

(¢) The amount of al1l expenses connected with the
prgperty borne by the owner, such as taxes,
maintenance and repair, cost of utilities and

management expenses. Interest expense is not
included.

(&) The amount of all expenses connected with the

use of the property by the lessee, which are

borne by the ovmer.
No profit markup is required on g sublease, presumably on
the assumption that the sublessor has no capital investment
in the lease. Such an assvmotion may, of course, be contrary
to faet.

The first case to arise interpreting the new Section

182 Regulations, Bluefeld Caterer, Inc,991 involved a sub-

lease from a related sublessor. The rentals paid by the tax-
vayer to the sublessor which were deducted. by the taxpayer
were greatly in excess of the rentals due from the sublessor
to its lessor. The sublessor had net operating losses, no
investment in the lease, and no assumed expenses., The Tax
Court limited the sublesseets deduction to the rental rayable
by the sublessor to the original lessor.
A classic situation for application of this section of

the Regulations is Boyer v. Commissioner’? in which a partner-

ship owned an office bullding which was leased to a wholly
owned corporation. The partners were in a position to con-
trol the taxable income of both entities by determining when

rent was payable and by permitting the corporation to use its
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rental income for improvements usvally payable by the owner,
thereby reducing partnership income while the corporation
offset its rental income against losses on another venture

and amortized improvement costs.

Transfer or Use of Intangible Property

Where intangible property is "transferred, sold, as-
signed, loaned, or otherwise made available" by one member
of a controlled group to another member, the Commissioner
is authorized to make appropriate allocations to reflect an
arm’s length consideration for the property or its use.93
The definition of "intangible property" is extremely compre=

9% 15 addition to the standard intangible items,

hensive;
it includes such things as "methods, programs, systems, pro-
cedures, campaigns, surveys, studies, forecasts, estimates,
customer lists, technical data and other similar items."
Many such items have been freely exchanged among affiliates
in the past; without much thought to compensation. Such
activity is now subject to a Section 482 allocation.95
For all the potential intangibles named or described
in the Regulations; goodwill is not among them. This is
strange in that almost all pre-1968 Regulations cases deal-
ing with intangibles have been concerned with Eoedmilisao

In Hamburger's York Road, Inc.,97 the stockholders of a down-

town men's clothing store formed a separate corporation to

operate a suburban store with approximately the same name.
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The court justified a reallocation of 100% of the income
of the new corporation back to the original corporation on
the basis that the suburban store's sales were due to the

goodwill, trade names, experienced buying and selling or-

ganization; customer lists, and advertising format furnished

by the downtown store. In the Pauline Ach case, a pre-=1968

Regulations case which was discussed earlier in this paper,
the court justified an allocation to Pauline solely on the
basis of the services she rendered. Any goodwill she had
built up over the twenty-nine successful years she operated
the business before transferring it to the controlled cor-
porate taxpayer was not considered by the court.98 Need-
less to say, the 1968 Regulations have caused the courts to
look more closely at the value of intangibles which are
exchanged between related taxpayerss

The arm®s length consideration may take several forms,
such as (i) royalties based on sales, profits, or output,
(ii) a lump sum payment, or (iii) reciprocal licensing
rights.?? Regardless of the form, the amount of the arm's
length consideration is the amount that would have been paid
by an unrelated party for the same intangible property under

100

the same circumstances. In the absence of a sufficiently

similar transaction involving unrelated parties, considera~
tion is required to be given to eleven factors listed in the

Regulations which might influence the amount of considera-

tion.lOl
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Often one member of a controlled group will undertake
development of intangible property for the benefit of the
group. In this situation, the developer and other members
of the group have a choice. Members of the group may enter
into a "bona fide cost sharing arrangement," defined as an
agreement in writing providing for the sharing of costs and
risks of developing intangible property in return for a
specified interest in the property. In such circumstances,
no allocations will be made with respect to the acquisitions
of an interest in the property by members of the group, ex-
cept to reflect their arm's length share of the costs of de-

velopment.lo2

In the absence of such an agreement, the de-
veloper of intangible property is not subject to an allocation
with respect to the costs of development, but when an interest
in the property is transferred or made available to another

member of the group, an allocation will be made.lo3

Sales of Tangible Prqpertx

Most of the Section 482 cases which have come before
the courts involved the question of intercompany pricing.104
The leading cases, for the most part, deal with United States
corporations and their foreign affiliates because of the po=
tential tax savings due to lower tax rates faced on affiliate
income when income can be transferred to these affiliates.

Yet, this section of the Regulations does apply to purely

domestic situations also.
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The general rule is that where one member of a group
of related taxpayers sells or transfers tangible property to
another member of the group, the district director may make
appropriate allocations to reflect an arm's length price.

An arm's length price is the price that an unrelated party
would have paid for the property under similar circumstances.
Normally this involves a profit to the seller.105 The term
"tangible property" includes capital assets, even though the
Regulations deal only with inventory.

Three methods of determining an arm's length price are
described in the RBegulations. The Treasury Department estab-
lished a preferential. order which must be followed by the
taxpayer. If the standards for a more preferred method are.
met, that method must be used. In preferential order, the
methods are: (1) the "comparable uncontrolled price method,"
(2) the "resale price method," and (3) the "cost plus"

method,106

Other methods of pricing may be utilized if the
taxpayer can establish that such a method is more appropriate
in the circumstances or if none of the three preferred
methods can reasonably be applied under the facts of a par-

ticular case.107

Comparable Uncontrolled Price Method. An "uncontrolled

sale" is one in which the seller and buyer are not members
of the same controlled group. An uncontrolled sale is "com=

parable" to a controlled sale if the physical property and
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circumstances of the uncontrolled sale arenot nearly identi-
cal to the controlled sale that any differences have no ef-
fect on price or can be reflected by reasonable adjustments
to the price°108 Difficulty of application of such principles
stems from the fact that determination of whether differences
in the product or in the terms of sale have a definite and
measurable effect on the price involves a qualitative judge

ment.109

Resale Price Method. Under this method, the arm's

length price is determined by subtracting from the "applicable
resale price" an appropriate discount determined by multiply=
ing the resale price by an appropriate markup percentage.

The "applicable resale price! is the price at which it is
anticipated that the property will be resold in an uncontrolled
sale. The "appropriate markup percentage" is the gross profit
margin which the controlled reseller earns in uncontrolled
transactions involving resales of similar propertyollo This
method is designed for pricing sales to a related distributor

performing primarily resale functions.

Cost Plus Method. Under this method, the arm's length

transfer price in a controlled sale is determined by adding
to the cost of producing the property an appropriate markup
on cost. The markup is determined essentially in the same way

as the markup in the resale price method. Both this method
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and the resale price method rely on finding comparable un-
controlled markups. Industry average profit margins may be
unreliable; The use of third party data, which is available
to the government but not the taxpayer, is unfair if the
taxpayer has no means of determining comparability.lll Be=
cause of the problem of comparability, there are no "safe-
haven" rules for sales of tangible property. This disad-
vantage has been offset by a Treasury Department proclama-
tion that adjustments will be made only where there is a
significant deviation from arm's length dealings or where
there has been significant shifting of income.112

In Balantine Mft. 0009113 the Commissioner allocated

to the original transferor corporation's income from the
sale of inventory by the related transferee corporation,
since the corporations entered into the inventory transfer
for the primary purpose of offsetting income from the sale
of the inventory by a net operating loss carryover of the
transferee. l

114

In Brentwood Homes, Inc., where three corporations

were organized to erect and sell homes under the control and
operation of one man who knew that a corporation was taxed
22% on its first $25,000 taxable income and 48% above that
figure, and neither the second or the third corporation pro-
duced any income that could not have been produced by the
first corporation, the only justification for creation of

the second and third corporations was to hold taxable income
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below the $25,000 figure. The entire income of the second
and third corporations was allocated to the first.
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CHAPTER V
THE CREATION OF INCOME DOCTRINE

The most controversial of all the general provisions
of the Section 482 Regulations is subsection (d)(4), which
provides that adjustments may be made between related en-
tities even though "the ultimate income anticipated from a
series of transactions may not be reaslized or is realized
in a later period. . . . The Provisions apply even if the
gross income contemplated from a series of transaccions is

113

never, in fact, realized by the other members." The

question here is whether the Commissioner can use Section 482

to create a current item of income with respect to an inter-
corporate transaction where the parties do not expressly so
provide.ll@

The Regulations, which represent the stand of the
Commissioner, were written in opposition to what the courts

had been deciding in related cases. 1In Tennessee-Arkansas
11 5

Gravel Co., one commonly controlled taxpayer was renting

equipment to another commonly controlled taxpayer. By

agreement, the rent was not paid for a period of time. The
Commissioner increased the lessor!s income by the amount of
cancelled rental payments. The court held that Section 45

u7
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does not authorize the Commissioner to set up income where
none existed. Eleven years later the courts reinforced
their stand and added some clarity to the confusing issue

of creation of income. In Smith-Brideman Co.,116 a subsidi=

ary made interest free loans to its parent. The Commissione
er allocated an amount equal to four percent of the loans
to the income of the subsidiary. In both of these cases,
no reduction of gross income of the other related party was
made, even though those parties had gross income from some
source. In the latter case, the court says that Section 482
is not applicable unless the transaction produces gross in-
come. It also seems to indicate that the result would have
been different if the Commissioner had reduced the taxable
income of the svbsidiary by the amount allocated to the
parent.ll? The Commissioner expressed his agreement with
the decisions of these two cases on the basis that no cor-
relative adjustments were made,llg
In 1971 thelcourt echoed the stand it took back in
1951 when it stated that Section 482 is not applicable un-

less the transaction produces gross income. In Huber Homes,

_lgg.,llg the taxpayer, who was engaged in the construction
and sale of houses, transferred some unsold houses at cost
to a wholly owned subsidiary to be converted to rental
property. Because of his earlier stand on correlative ad-
justments, the Commissioner attempted to allocate to the

taxpayer from the sudsidiary an amount equal to the
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difference between the fair market value of the houses trans-
ferred and their cost to the taxpayer. The court held that
the subsidiary did not resell the houses and thereby receive
a profit which could be attributable to the taxpayer. This
clarified the earlier cases by indicating that the dominant
factor in an allocation of this sort is the required presence

of realized income. The fact that a correlative adjustment

was made is only a supporting factorelzo

The Commissioner found his correlative adjustment
stand supported by the Second Circuit Court of Appeals in
the Forman case when the court stated:

To the extent the above cases (the court refers to
Tennessee=Arkansas Gravel, Smith-Bridgman, and Huber
Homes) cited by taxpayers may be read as holding
that no interest can be allocated under Section 482
under the facts of this case, they are not in accord
with economic reality, or the declared purpose of
Section 482. . o o interest income may be added to
taxpayers! incomes, as long as a correlative adjuste
ment is made to Midtown, for then the true taxable
income of all involved will be properly reflected.

121

In two subsequent cases, Kerry Investment Co. and

122

Kahler Corp., interest free loans were made between com-

monly controlled corporations. In both cases, the Tax

Court refused to sustain the Commissioner!s allocation of
interest income to the taxpayers where either the Tax Court
found that the taxpayer had met his burden of proof‘by show=
ing that the loans were used by the recipient for non-
income producing purposes (Kerry), or where the Commissioner
did not assert that the proceeds of the loan were traceable

to income generated by the recipient (Kahler),123
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The creation of income issue seems to have come to a
head. On the one hand is the position taken by the Commis-
sioner and supported by the Second Circuit Court of Appeals
in the Formen case. On the other hand is the consistent
opposition by the Tax Court. The conflict will ultimately
have to be resolved by either legislation or by the Supreme
Court. The highly factual nature of a Section 482 case

would suggest that legislation is the preferred roud',e.lZLL



FOOTNOTES - Chapter V

113Treasury Regulation & 1.482-1(a)(4).

11“A1and9 Taxes, XLIX, p. 829.

115TenneSSee=Arkansas Gravel Co. Vv. Commissioner of
Internal Revenue, 112 F.2d4 508.

1165mith=8ridgeman Co. v. Commissioner of Internal

Revenue, 16 TC 287 (1951).

117Mac Asbill, Jr., "The Application of Section 482
to Domestic Taxpayers - Current Status and Trends."
Nineteenth Tax Institute - University of Southern California
Law Center. Los Angeles, 1967, p. 694,

118y ansfield, 17th Tulane Tax Institute, p. 103.

llgHuber Homes Inc. v. Commissioner of Internal
Revenue, 55 TC 598 (1971).

12OJames We Lewis, "Tax Court in Huber Homes holds
that the IRS may not use 482 to create income." Journal
of Taxation, XXXiV (April, 1971), p. 209.

121Kerry Investment Co. v. Commissioners of Internal
Revenue, 58 TC 49 (1972).

122Kahler Corp. v. Commissioner of Internal Revenue,
58 TC 50 (1972).

123\ auneim, Tax Lawyer, XXVI, p. 113.

12brpia., p. 122.
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CHAPTER VI

CONCLUSIONS

There can be little doubt that Section 482 applies to

purely domestic transactions. Many of the cases which have

helped to clarify the scope of application and definition

of terms have been purely domestic in nature. The cases

cited in Chapters IV and V of this paper with regard to

each type

of transaction specifically designated in the 1968

Regulations also indicate that Section 482 is an important

section of the code for domestic taxpayers who enter into

transactions with commonly controlled tax entities to be-

come acquainted with.

The
broadened
courts of
"commonly
trade, or

courts of

scope of application of Section 482 has been
through the more liberal interpretation by the
both what is required for two tax entities to be
controlled" and what constitutes an "organization,
business." Such a liberal interpretation by the

these two phrases leaves the extent of the section's

applicability dquite uncertain.

There have been complaints about the 1968 Regulations

that they

potential

are too general to be applied to the myriad of

factual situations that they are to cover. The
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argument may be valid when dealing with certain of the trans-
actions; such as intercompany pricing. Whether more regula-
tions would help clarify the application of the statute is
debatable. But the uncertainty both in the applicability
and the application of Section 482 is a burden on taxpayers

which should be minimized if practical ang possible.
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