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I. INTRODUCTION

Section 482 of the Internal Revenue Code (the "Code")
authorizes the Commissioner of Internal Revenue (the
" C o m missioner") to reallocate income among commonly
controlled entities in order to prevent tax avoidance or
where n ecessary to clearly reflect income. Historically,
section 482 and its predecessors frequently have been
applied to transactions otherwise within a nonrecognition
p rovision of the Code. In this regard, Treas. reg. section
1.482-1(d)(5) expressly provides that, when necessary to
prevent the avoidance of taxes or to clearly reflect income,
Section 482 may be applied in circumstances described
in sections of the Code (such as section 351) which
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otherwise provide for the n onrecognition of gain or loss
The regulation refers for support to National Securities
Corp. v. Commissioner, 137 F.2d 600 (3rd Cir. 1943Y cert.
dented, 320 U.S. 777 (1943). Although National Securities.
discussed below, is the fountainhead of the Commis-
sioner s authority in this area. a recent Tax Court decision.
Searle & Co. v. Commissioner, 88 T.C. 252 (1987) and an
earlier companion case, Eli Lilly and Co. v. Commissioner,
84 T.C. 996 (1985), rev'd in part and aff'd in part 856 F 2d
855 (7th Cir. 1988), have raised new questions and
concerns about the scope of section 482 when applied to
a transaction otherwise governed by a nonrecognition
provision.

The T9X Court held .. .that section 482 can
override section 351.. . .

Specifically, the Tax Court held in Searle that section
482 can override section 351 when the transferor conveys
valuable assets to the transferee solely in exchange for
stock in the transferee. The Tax Court reasoned that sucn
a transfer did not reflect arms length consideration
because a taxpayer typically would not transfer valuable
operating assets solely for non-income producing assets
such as stock.

In Lilly, the Tax Court did not expressly hold that sec-
tion 482 could override section 351: instead, the Tax
Court adjusted transfer prices charged by the related
parties on products manufactured from the originally
transferred assets and sold back to the transferor. How-
ever, the Tax Court based Its adjustment of the transfer
prices largely on the fact that, in the section 351 transfer,
the transferor did not receive a sufficient amount for
contribution to its ongoing research and development
activities and, therefore, did not receive arm's lengtn
consideration for the assets transferred. The Tax Court's
adjustment to the transfer prices significantly diminished
the nonrecognition aspect of the section 351 transfer
therein at issue.

This report will begin by reviewing the leading cases
regarding the relationship of section 482 to the Code s
nonrecognition provisions in an attempt to identify the
factual situations and legal principles that should guide
the use of section 482 in the area of nonrecognition
transfers. The report then will analyze the Tax Courts
reasoning in its Lilly and Searle opinions. and will con-
clude with a discussion of the policy implications of the
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Searle Tax Court opinion and its future significance in
light of the Seventh Circuit decision in Eli Lilly v. Commis-
sioner, 856 F.2d 855 (7th Cir. 1988).

II. JUDICIAL INTERPRETATION

A. History of Section 482
Section 482 had its origins in section 240 of the

Revenue Act of 1926, which authorized affiliated corpora-
tions to file consolidated returns. Subsection 240(f) au-
thorized the Commissioner "(l)n any case of two or more
related trades or businesses (whether incorporated or
unincorporated and whether organized in the United
States or not) owned or controlled directly or indirectly
by the same interests" to consolidate the accounts of
such related trades or businesses ''if necessary in order
to make an accurate distribution or apportionment of
gains, profits, income, deductions or capital between or
among such related trades or businesses."

Section 482 had its origins In . . . the Revenue
Act of 1926 . .

The Revenue Act of 1928 eliminated the right of corpo-
rations to file consolidated returns and enacted section
45. a broader version of section 240(f). Section 45 pro-
vided:

In any case of two or more trades or businesses
(whether or not incorporated, whether or not orga-
nized in the United States, and whether or not
affiliated) owned or controlled directly or indirectly
by the same interests, the Commissioner is autho-
rized to distribute, apportion, or allocate gross in-
come or deductions between or among such trades
or businesses, if he determines that such distribu-
tion. apportionment, or allocation is necessary in
order to prevent evasion of taxes or clearly to
reflect the income of any of such trades or busi-
nesses.

It was this version of the provision that first contained
the two present grounds for application of the Commis-
sioner's reallocation powers: (a) prevention of evasion of
tax. or (b) clear reflection of income. The House of
Representatives Ways and Means Committee Report ac-
companying the 1928 Act stated that section 45 was
enacted in order to afford adequate protection to the
government made necessary by the elimination of the
consolidated return provision. The Committee Report.
however, acknowledged that section 45 was no longer to
be interpreted by reference to the principles of consoli-
dated returns, but was to be more generally applied to
prevent profit shifting and other forms of tax evasion and
to "reflect taxpayers' true tax liability." The Committee
Report stated:

The section of the new bill provides that the Com-
missioner may, in the case of two or more trades or
businesses owned or controlled by the same inter-
ests, apportion, allocate, or distribute the income or
deductions between or among them, as may be
necessary in order to prevent evasion (by the shift-
ing of profits, the making of fictitious sales, and
other methods frequently adopted for the purpose

of "milking"), and in order clearly to reflect their
true tax liability.

B. Section 482 and Nonrecognition Transfers
The first major case interpreting the relationship of

section 482 to the nonrecognition provisions of the Code
was National Securities, supra. This case involved a
corporate taxpayer that had purchased large amounts of
the stock of another corporation as an investment at an
average price of $120 per share. Two years later, the
stock had declined in value to under $10 per share, and
the taxpayer transferred most of the stock in a nontaxable
transaction to its subsidiary, which later sold it and
reported a loss equal to the difference between the
taxpayer's carryover basis and the sales price. The Com-
missioner denied the subsidiary s loss on the sale under
the authority of section 45, the predecessor of section
482, and reallocated the loss back to the taxpayer.

The taxpayer took the position that, since section 45
was a general provision dealing with the allocation of
income, it had to give way to specific statutory rules
providing for nonrecognition of income on the transfer to
a controlled company and for the recognition of losses
on the subsequent disposition of the stock. The court
rejected this position, however, stating that the whole
purpose of section 45 was to provide more appropriate
allocation when, by application of a specific Code rule.
income would not be clearly reflected.

The first major case Interpreting the relation-
ship of section 482 to the nonrecognition provi-
sions of the Code was National Securities . .

According to the court, section 45 "is directed to the
correction of particular situations in which strict a p plica-
tion of other (Code provisions) will result in a distortion
of the income of affiliated organizations." National Securi-
ties at 602. The court indicated that the conflict between
section 45 and section 112, predecessor to section 351. in
the case was to be expected, since "(l)n every case in
which the section is applied, its application will neces-
sarily result in an apparent conflict with the literal require-
ments of some other provision of the (Code). If this were
not so. section 45 would be wholly superfluous." Ibid.

In characterizing the Commissioner's powers under
section 45, the court noted that:

By section 45, Congress has conferred authority
upon the Commissioner to allocate deductions "if
he determines" that such allocation "is necessary."
This is a broad discretion, limited only in that the
necessity must arise "in orde r to prevent evasion of
taxes or clearly to reflect the income." 137 F.2d at
602. (Emphasis added.)

The court found that the transfer of the stock to the
taxpayer's subsidiary shifted the tax loss from the tax-
payer who had incurred the economic loss to its sub-
sidiary, and held that the Commissioner's action of re-
allocating the loss back to the parent was neither arbitrary
nor capricious. The court seemed to indicate that the
reallocation in this case could be justified under either of
the two prongs of the section 45 test. 137 F.2d at 603

National Securities confirmed the principle that app-
cation of section 45, the predecessor to section 482, was
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broader than simply ''consolidating the accounts" of

Commonly controlled businesses with reference to con-
solidated return principles. Rather, the purpose of that
provision was to make adjustments as necessary to
prevent tax avoidance" or to "clearly reflect income."'

Moreover. the Commissione r' s adjustments had to be
upheld, even in the face of a nonrecognition provision,
unless shown to be arbitrary or capricious.

This expanded sco pe of section 482 was reaffirmed in
Central Cuba Sugar Co. v. Commissioner, 198 F.2d 214
(2d Cir 1952), cert. denied, 344 U S. 874 (1952). That
case concerned a tax-free reorganization under section
368(.3)(11(0) by the tax payer. which included a transfer of
an unharvested crop. The reorganization occurred in the
middle of the taxable year. after more than 5300.000 had
been expended in planting and cultivating a sugar crop.
but prior to the harvesting and sale of the crop. The
transferor corporation deducted these expenses and re-
ported a loss for the taxaoie year, wnich it sought to carry
back. However, the Commissioner determined that the
expenses relating to the cro p should be allocated to the
transferee, thus eliminating the transferor s loss.

The Commissioner's adjustments had to be
upheld, even in the lace of a nonrecognition
provision....

As the court noted, the Commissioner did not contest
whether the transaction was bona fide, nor did the Com-
missioner allege that the timing of the transfer was more
than fortuitous. Tax evasion, therefore, was not at issue
in the case. The court stated, however, that clear reflection
of income was an independent ground for reallocation of
income and loss and had been recognized as such in
several prior Court of Appeals decisions (see Jud Plumb-
ing & Heating, Inc. v. Commissioner, 153 F.2d 681 (5th
Cir. 1946) and United States v. Lynch, 192 F.2d 718 (9th
Cir. 1951). 2 The Cuba Sugar court noted that the purpose
of section 482 was to "deny the power to shift income or
deductions arbitrarily among controlled corporations and

'The Lilly court recognized that National Securities is not
simply a 'tax avoidance - case. 84 T.C. at 1121, footnote 57.

'These cases were decided under the "matching principle'
that clear reflection of income requires that income be taxed to
the party Incurring the expense related to earning it. The Jud
Plumbing case concerned a corporation using the completed
contract method that liquidated before it would have to recognize
the income on certain profitable contracts. The court found that
the income had been earned by the corporation rather than the
shareholder and allocated it back to the corporation under the
predecessors to sections 446(b) and 482. 153 F.2d at 685.

In Lynch, the court considered another instance where a cor-
poration liquidated after incurring expense. but prior to recog-
nizing the associated income. The court invoked section 41, the
predecessor of section 446(b), in order to apply the clear
reflection of income doctrine to the case. 192 F 2d at 721. These
cases exemplify the overlapping scope of the Commissioner's
powers under sections 446(b) and 482 to reallocate and to
clearly reflect income.
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to place such corporations rather on a parity with uncon-
trolled concerns." 198 F.2d at 216.

Also, although the court did not expressly state that the
clear reflection of income requirement should be inter-
preted with reference to the arm's length standard, the
court compared the tax consequences of the taxpayer s
transaction with those of an "arms length transaction. '
wherein the transferor's cultivation expenses would have
been recouped and subjected to tax as part of the
purchase price.' Further, the court noted that, in the
context of a consolidated return (provision for which had
been repealed during this period), the income from the
sale of the harvested crop would have been offset against
the deductions. The Court stated:

No such income is recorded and the accounts of
the transferor cannot properly reflect the true rn-
come status of the enterprise as a going concern.
Hence, to achieve the - rough matching of expenses
and Income previously attained" (citing United
States v. Lynch] allocation of the expenses to the
concern which is to profit by them is the only
alternative. 198 F.2d at 216.

This holding and rationale place Cuba Sugar in the
second, clear reflection of income, line of section 482
reallocation cases and establishes the principle that the
failure to match income with the deductions related to its
production distorts the taxpayer's income.

Following Cuba Sugar in the "clear reflection of in-
come" line of cases is Rooney v. United States, 305 F.2d
681 (9th Cir. 1962). This case also concerned an individual
taxpayer engaged in the farming business who planted a
crop and transferred the crop to a corporation in a sec-
tion 351 transaction after the planting and cultivation
expenses had been incurred and after a contract to sell
the crop at a later date had been entered into. The
individual taxpayer deducted the planting and cultivation
expenses, but the corporation reported the taxable in-
come attributable to the sale of the crop. The facts of the
case were reminiscent of Cuba Sugar.

The court stated that Cuba Sugar was diapositive and
upheld the Commissioner's reallocation as necessary "in
order to clearly reflect income." The court did not discuss
the taxpayer's intent in undertaking the transaction or
whether any business purpose existed for the transfer.
The court did reject the taxpayer's argument that applica-
tion of section 482 was barred by section 351, referring
again to the National Securities case. The court con-
cluded:

Thus, section 482...will control when it conflicts
with section 351...as long as the discretion of the
Commissioner in reallocating is not abused. 305
F 2d at 686.

The court did not elaborate on circumstances under
which the Commissioner could be said to have abused
his discretion.

'As early as 1935, regulations promulgated under section 45
(the predecessor of section 482) provided that "the standard to
be applied in every case is that of an uncontrolled taxpayer

dealing at arm's length with another uncontrolled taxpayer
Trees reg. 88 section 45-1(b) (1935). This language is preserved
in current Treas. reg. section 1.482-1(b)(1).
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In contrast, a more recent crop transfer case has been
decided in favor of the taxpayer by the U.S. Federal
District Court for the District of the State of Washington.
Fanning v. United States, 568 F.Supp. 823 (D. Wash.
1983). The Commissioner here sought to use section 482
to override the nonrecognition treatment otherwise af-
forded individual taxpayers who incorporated their farm-
ing assets. including an unharvested crop. The court
discussed the Cuba Sugar and Rooney cases, but distin-
guished them on the basis that, in Fanning, no net
operating loss was generated and carried back. The court
noted that the Commissioner has attached significance
to this fact in the recent private letter ruling . which dealt
with similar facts. In addition, the court found that the
successor cor p oration nad operated the farm in the same
manner as the individual taxpayers, and the date of
incorporation was motivated by banking considerations
and not tax avoidance. For these two reasons. the court
found that the Commissioner's allocation was an abuse
of discretion. It appears that the court s rationale denies
that clear reflection of income is an independent ground
for exercise of the Commissioner's reallocation powers
and conflicts with the previously mentioned cases.5

Fanning v. United States.. .denies that clear
reflection of income Is an independent ground
for exercise of the Commissioner's reallocation
powers....

In Aiken Drive-In Theatre Corp. v. United States, 281
F 2d 7 (4th Cir 1960), the Fourth Circuit considered an
arrangement undertaken by the controlling shareholders
of two movie theatre corporations, one which was profit-
able and a second. unprofitable one that had property
that the shareholders anticipated they would abandon.
The shareholders caused the profitable company to pur-
chase tne worthless assets of the unprofitable company.

'PLR 7942094 May 14. 1979).
, In a second case. Heaton v. United States, 573 F Supp. 12 (D.

Wash 19831 the same court considered an individual who had
operated a farm as a p roprietorship and formed a cor poration to
obtain the benefits of limited liability, corporate fringe benefits.
and estate planning flexibility. To capitalize the corporation. the
individual transferred about 10 percent of the annual crop to the
cor poration, selling the rest individually to brokers. The corpora-
tion s effective tax rate was considerably lower than the individ-
ual's effective rate.

The Commissioner contended that the only motive for trans-
ferring the grain to the corporation was to avoid $11.000 in
additional tax liability and that the transfer constituted an
anticipatory assignment of income. However, the court again
distinguished the Foster, infra, Rooney and Cuba Sugar cases
on the grounds that the transfer in the instant case resulted in no
net operating losses, and that there was a valid business purpose
for the transfer. On these grounds, the court concluded that the
Commissioner's allocation constituted an abuse of discretion
Although the absence of a net operating loss probably is not
significant, the court otherwise applied the tax avoidance stan-
dard in the same manner as prior cases.

The p rofitable company then abandoned the worthless
assets, using the abandonment loss to offset its taxable
income. The Commissioner invoked section 482 to reallo-
cate the abandonment losses back to the nonprofitable
company.

The Court of Appeals sup p orted the Commissioner's
action, stating that the purpose of section 482 was to
determine the true net income of a controlled taxpayer
according to the standard of an uncontrolled taxpayer
dealing at arm's length. Citing the National Securities
case. the court dismissed the argument that the applica-
tion of section 482 was barred because it could conflict
with other provisions of the Code.

The purpose of section 482 was to determine
the true net Income of a controlled taxpayer
according to the standard of an uncontrolled
taxpayer dealing at arm's length.

The Aiken court did not expressly indicate whether its
decision was grounded in the fact of tax avoidance,
whether it viewed the reallocation as appropriate to
clearly reflect income, or whether some other theory
(such as application of the arm's length standard ref6rred
to in the case) was responsible for its determination. The
court did, however, agree with the Commissioner's con-
clusion that:

the sale transaction was not in furtherance of any
real and valid business purpose, and the sole objec-
tive of the transfer was to attribute the deductions
and the corresponding loss to Aiken, which would
use such loss to reap a tax benefit. We reach the
same conclusion. Such shifting of the loss to Aiken
gave an artificial picture of its true income and one
which, under the circumstances, the Commissioner
was not required to accept. 281 F.2d at 10.

The reference in this language to a shifting of loss
suggests that the problem with the transaction was tax
avoidance. It also suggests that the existence of an
independent business purpose is important to the deter-
mination of whether tax avoidance is present.

The "tax avoidance" line of analysis is developed further
in such recent cases as Foster v. Commissioner, 756 F 2d
1430 (9th Cir. 1985). The taxpayers in that case had
formed a partnership to develop residential lots. In ac-
cordance with their preexisting plan, the tax p ayers de-
ducted the development expenditures allocated to them
by the partnership and, as the lots became ready for sale
transferred the inventory to a corporation that sold them
and reported the income therefrom. The Tax Court found.
and the Ninth Circuit affirmed, that the transfer was not
for a business purpose, but was for the purpose of tax
avoidance through the shifting of income. Therefore, the
Commissioner did not abuse his discretion in making the
allocation.

Another case relating to the tax avoidance/lack of
business purpose ground for invoking section 482 is
Ruddick v. Commissioner, 643 F.2d 747 (Cl. Ct. 1981!
Ruddick concerned a corporation with a large unusable
net operating loss that caused its subsidiary to distribute
a pp reciated stock as a dividend which was tax free under
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Code sections 243, 301. and 311. After the distribution,
the parent sold the stock and used its net operating loss
to offset the resulti ng gain. The Commissioner assessed
additional tax based on reallocatinglhe gain tack to the
subsidiary. The taxpayer paid the tax and sued for a
refund in the Claims Court, where the Commissioner
moved for summary judgment. The Claims Court dis-
missed this motion, finding that, absent a "taint" in the
transaction, section 482 could not override a nonrecogni-
tion transaction. The Claims Court thereafter decided the
case on the merits, stating that the "taint" principle was
the law of the case and that section 482 could be applied
only where taint was found. Taint was said to exist in two
situations: (1) wnere there was a tax avoidance purpose
ratner than a true business aim for the dividend declara-
tion. and (2) where there was a preexisting plan for the
parent corporation to sell the snares. The court found a
preexisting plan and determined that the purpose of the
transaction was the avoidance of tax.

Although the Claims Court's reasoning was somewhat
clouded, the case ultimately was determined upon the
customary basis of a clear tax avoidance purpose, consis-
tent with the line of cases described above.

The clear reflection of Income ground for ap-
plying section 482 does not require evidence
of any tax avoidance intent.

Two general observations may be made about the
judicial opinions, decided prior to Lilly and Searle, that
deal with the interrelationship of section 482 and the
nonrecognition provisions. First, it is noteworthy that
even at a very early stage of judicial interpretation of the
predecessors of section 482, the courts approved very
broad rationales for applying the provision in nonrecog-
nition transactions. The courts confirmed, for example,
that the clear reflection of income ground for applying
section 482 do4s not require evidence of any tax avoid-
ance intent. Further, and of greatest relevance here,
statements made in National Securities, Cuba Sugar, and
other cases indicate that the courts in such cases would
apply section 482 and perhaps the arm's length transac-
tion standard even in nonrecognition contexts.

The second general conclusion emerging from these
cases, however, is that notwithstanding the breadth of
the rationales invoked by the courts, the fact situations
presented in the case fall largely within two basic patterns.
One pattern is the transfer of either appreciated or
depreciated property to a related taxpayer better able to
absorb the gain or use the loss, followed by a disposi-
tion of the property. The particular instances usually are
such that the court has little difficulty in finding a tax
avoidance purpose. The second pattern is the transfer of
a crop or contract or similar assets, without recognition
of gain or loss after expenses to produce the asset have
occurred, but prior to the time the asset generates income.

Rather than requiring reference to the broader arm's
length standard, the courts' holdings in these cases
reflect the more basic matching principle that a taxpayer
must take into account both expenses and income from a
transaction, where such items are related to one another.
The relatively narrow range of fact situations presented
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in these cases suggests that the courts may not nave
considered the implications of the application of their
dicta concerning the arm's length standard to all non-
recognition transactions, and may not have intended that
"clear reflection of income" in the context of a nonrecog-
nition transaction would require adherence to the arm s
length standard in every instance.

Searle extended the application of section 482 in the
context of a nonrecognition transaction beyond the
boundaries established in prior cases. i.e., that section
482 may override a nonrecognition provision (1) where
tax avoidance is present, or 12) where there is a mismatch-
ing of income and its related expenses and income is
therefore distorted. Searle permits section 482 to override
a nonrecognition provision merely on the grounds that the
nonrecognition transfer itself was undertaken witnout
receipt of arm's length consideration. We will now ex-
amine the Lilly and Searle opinions more fully

C. The Lilly and Searle Cases
The Lilly and Searle cases both concerned major U S

pharmaceutical companies that had transferred valuable
intangibles to tax-favored Puerto Rican subsidiaries in
transactions described in section 351.

In the Lilly case, the U.S. parent ("Lilly") formed Lilly
P.R. in 1965 and in 1966 transferred all right, title, and in-
terest in the patents to Darvon, its most profitable product,
as well as an exclusive right to use Darvon manufacturing
know-now, in exchange for all of the stock of the Puerto
Rican subsidiary ("Lilly P R."). The transfer was made
after Lilly had obtained a favorable ruling from the Com-
missioner that the transfer would qualify under section
351.6

Lilly P R. manufactured Darvon and sold it back to Lilly
for distribution by Lilly in the U.S. market. Lilly P R

qualified as a possessions corporation under former sec-
tion 931 of the Code, which excluded possession source
income from U.S. tax if certain conditions were satisfied.
The substantial Federal income tax benefit provided by
section 931 likely was a major reason for the interest of
both Lilly and Searle on the one hand, and the Internal
Revenue Service, on the other hand, in the establishment
of the Puerto Rican subsidiary. Puerto Rican law provided
an additional tax exemption, so that a corporation that
satisfied the conditions of section 931 and the pertinent
provisions of Puerto Rican law was effectively exempt
from tax.

The Commissioner, invoking section 482, took the

position that the transfer of ownership of the manufactur-
ing intangibles should be disregarded for tax purposes
The Commissioner reallocated back to the U.S. parent all

income related to Lilly P.R.'s Darvon sales except for an

amount limited, as the court described it, to the income
that a contract manufacturer would have received.

The Lilly case first addressed the question of whether
to disregard Lilly P.R.'s ownership of the manufacturing

'The Commissioner's ruling contained a caveat that no opinion
was expressed therein regarding potential application of sect on

482 to amounts paid by Lilly P.R. for technical assistance
rendered by Lilly or in determining whether part of the stock
Lilly P.R. was received by Lilly in exchange for such assistance
This was the only potential section 482 issue noted by the
Service at the time.
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intangibles and found that such ownership had been
effectively transferred. The Tax Court then considered
the question whether it was a ppropriate in the factual
circumstances present for the Commissioner to use sec-
tion 482 to override section 351. The Tax Court deter-
mined that neither tax avoidance nor mismatching of in-
come and expense were present in the Lilly transfer, and
concluded that the section 351 exchange could not be
disregarded. However, the Lilly case determined that the
transfer prices at which Lilly P.R. sold the Darvon product
to Lilly were not arm's length charges. This determination
was made with reference to the fact that Lilly did not
receive arm's length consideration for the patents in the
initial section 351 transfer and was largely based on the
Tax Court's conclusion that in an arm's length transaction,
the transferor would have assured itself of sufficient in-
come from the transferee to pay a p roportionate share of
ongoing research and development expenses. The court
reallocated a portion of Lilly P R.'s income back to Lilly
using a profit-split methodology.

Neither tax avoidance nor mismatching . . were
present . . . and . . . section 351 . . .could not be
disregarded.

In Searle, the Tax Court considered the tax liability of a
major U.S. p harmaceutical company ("Searle") that had
transferred the ownership of its most profitable intangible
property to a tax-favored Puerto Rican subsidiary—facts
very similar to those of the companion Lilly case. In 1969,
Searle organized a wholly owned subsidiary ("Searle
P.R.") with its principal place of business in Puerto Rico.
Some of Searle's major products at this time had been
developed by Searle itself, while with regard to others
Searle had acquired the U.S. distribution rights, and in
some cases manufacturing rights, from unrelated Euro-
pean firms by license in return for royalties of between
four and 10 percent of net U.S. sales.

Between 1969 and 1971. Searle transferred to Searle
P R. all of its interest in p atents, trademarks, and other
intangibles for six of its seven major p roduct lines in
transactions to which Code section 351 applied. Unlike
the Lilly case, however, there were no intercompany
transfers of finished products. Searle P.R. manufactured
the p harmaceuticals and sold them directly to unrelated
distributors in the United States. By agreement, Searle
provided marketing and sales promotion services to
Searle P.R.

The Commissioner determined, inter alia, that the in-
tangibles had been transferred to Searle P.R. without
payment of arm's length consideration. The Tax Court
held that the Commissioner had abused his discretion in
disregarding the transfer of the intangibles to Searle P.R.
based on a finding that Searle P.R. was created for valid
business reasons rather than for tax avoidance. The court
held further, however, that the transfers of i ntangibles to
Searle P.R. under section 351 and the resulting use of the
intangibles by Searle P R. had distorted Searle's income
and therefore section 482 could properly be applied to
allocate income derived from the transferred intangibles
back to Searle. The court went on to calcutate its Own
allocation of income from Searle P.R. to Searle.
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D. The Tax Court's Analysis In Lilly and Searle
In both Lilly and Searle, the Tax Court carefully ex-

amined prior instances in which courts had permitted
section 482 to be applied to reallocate income in the
context of section 351 nonrecognition transfers. The Tax
Court found that such cases fell into the two different
types of factual schemes described above: one, where tax
avoidance was present as exemplified in National Securi-
ties, supra, and two, where there was a mismatching of
income and expenses and income was accordingly not
clearly reflected, as exemplified in Central Cuba Sugar,supra.

As described above, in both Lilly and Searle the Tax
Court distinguished the National Securities "tax avoid-
ance - line of cases on grounds that the transfer of
intangibles to the Puerto Rican subsidiaries was for valid
business reasons and not for tax avoidance purposes
Lilly at 1121, Searle at 365.

Significantly, the Lilly court also distinguisned the
Cuba Sugar case. based on several f actors. One is that
Lilly P.R. did not sell or otherwise dis p ose of the patents.
but used them in the active conduct of its business of
manufacturing Darvon p roducts. In addition. the Darvon
patent transfer did not cause a mismatching of income
and expenses attributable to the two Lilly companies. 84
T.C. at 1124. In this regard, the court reasoned that Lilly
had already received income from its pre-transfer owner-
ship of the Darvon patents in excess of any prior deduc-
tions attributable to Darvon development, Further, the
Darvon research and development expenses were simply
too remote in time to be matched with Lilly P.R.'s income
during the years in issue.

The Lilly court, of course, then determined that while
Lilly P.R.'s ownership of the intangibles could nett be
disregarded, the transfer prices charged by Lilly tP.R.
caused a distortion of income:

In the Searle case the court also held, as it had in Lilly,
that the Commissioner could not ignore Searle P R. 's
ownership of the transferred intangibles. With regard to
the application of section 482 to the section 351 transfer,
the court conducted its own inquiry as to whether the
Searle transfers clearly reflected income.

The court found that Searle, with its large and con-
tinuing requirements for research and development ex-
penditures, would not have transferred its major income
producing assets in an arm's length transaction in ex-
change merely for non-income p roducing stock, "albeit
of equal value." The court then concluded that section
482 could be used by the Commissioner to reallocate in-
come from Searle P R. back to Searle.

The Searle case further develops the Tax Court's view
Of the relationship between Code sections 351 and 482.

'According to the Tax Court. these prices were not equivalent
to p rices that would be cnarged on an arm s length basis since
no reasonable company in an arm's length transaction would
have transferred the valuable income producing intangibles
without a lump-sum royalty payment or other financial vrange-
ment that would enable it to continue its general reseatich and
development activities. In the absence of such an arrangement
Lilly was able to structure its pricing so as to divert its p rofits to
dealing with an unrelated party, the fact that the transfer of the
intangibles occurred without receipt of arm s length Con-
sideration would have resulted in lower transfer prices to Lilly
P R on the sale of p roducts to Lilly.

TAX NOTES, December 4, 1989



at first	 foune intangibles did not result in a distortion of income since

In Lilly , the court	 foundTthat the transfer of

Lilly U.S. had iliported sufficient income prior to the
transfer to offset any Darvon research and development
deductions it had claimed	 (i.e., Lilly had satisfied the
matching principle). The court, however, also found that
the transfer prices were not arm's length, and, therefore.
did not clearly reflect in come.' The presence of the later
transfers from Lilly P R. to Lilly, and the ability to adjust
the transfer prices at that stage, may have obscured the
willingness of the Tax Court to use section 482 to
override the n on recognition provision.

In Searle . where there were no transfer prices, the Tax
Court unhesitatingly disregarded the nonrecognition
character of the section 351 transaction to the extent
necessary to make its reallocations, concluding that
proper reflection of income req uired recognition of in-
come by Searle in respect of the transfers. See Searle at
376.'

In justifying its result. the	 court first discussed the
relevance of section 931, stating:

Undoubtedly tax considerations were also a major
concern as Petitioner expressly admits.... Locating
(Searle P.R.] in Puerto Rico enabled Petitioner to
take advantage of the congressionally sanctioned
tax incentives of section 931.... It is well estab-
lished that taking advantage of tax benefits made
available by Congress is not tax avoidance. Searle
at 364. (Emphasis added.)

While the court appears to reaffirm the appropriateness
of claiming tax benefits expressly made available by
Congress, in the language below, the court hints that
there is something amiss with the Searle companies'
arranging their affairs in order to claim the benefits of
former section 931. The court stated:

We find a similar distortion of income in the facts
before us. One of the purposes of the transfers of
intangibles to [Searle P.R.] was to obtain a tax
advantage not available in an arm's length transac-
tion with an unrelated party. If petitioner had not
transferred the intangibles to (Searle P.R.] it would
have continued to receive the significant income
from the saies of the p roduct lines represented by
the intangibles, without any additional effort on its
part. After the transfers it received no income from
the sale of the p roducts themselves, but rather
received only compensation for services it provided
to (Searle P.R.). Searle at 372-373. (Emphasis
added.)

The Tax Court did not devote further analysis to the
relationship between sections 931 and 351 and did not

"In finding that Lilly's transfer pricing scheme did not clearlyreflect income, the Lilly court also had in mind the absence ofmonetary consideration in the initial section 351 transfer: "Both
parties agree that this is a pricing case. ... We do believe,however, that the lack of a royalty, lump-sum payment, or bona
fide cost-sharing arrangement is a relevant factor to be consid-
ered in determining arm's length prices between Lilly P.R. andpetitioner...." 84 T.C. at 1129.

'The Tax Court could have adjusted payments to Searle for
marketing services it rendered to Searle P.R. through an expressmarketing agreement, but for reasons not clear from the opinion,chose not to do so.
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expressly limit its d i sregard of section 351 by reference to
this special aspect of the case. Accordingly, it is notentirely clear from the latter q uotation whether the court
attributed the distortion of income solely to the ap p lica-
tion of former Code section 931 to Searle P.R. Rather, the
court stated that the "critical inquiry" was whether the
transaction at issue "would have been similarly effected
by unrelated parties dealing at arm's length." Searle at373.

The arm's length standard can be relevant to
determining whether income has been clearly
reflected, even in a nonrecognition context.

This invocation of section 482 suggests a conflict with
the Searle court's own statements that the mere existence
of a section 351 transfer does not, in and of itself. permit a
section 482 allocation. See Searle at 373.' 0 Our review of
earlier cases makes clear, however, that use of this broad
rationale is not necessarily a sharp departure from the
reasoning used by previous courts. Congress and the
courts already had established the p rinciple that the
Commissioner could reallocate to achieve clear reflection
of income, and that the arm's length standard can Ipe
relevant to determining whether income has been clearly
reflected, even in a nonrecognition context. Of course, in
the earlier cases, the arm's length standard was invoked
mainly as another way of stating the principle that related
items of income and expense must be taken into account
by the same taxpayer. These earlier courts, we would
argue. did not fully explore the consequences of equating
clear reflection of income with the application of the
arm's length standard in the context of nonrecognition
transfers. Rather, this last step was left to the Searle
court.

The intangibles transferred to [Searle P.R.] repre-
sented products accounting for a pp roximately 80
percent of petitioner's profits and sales. In an arm's
length situation, it would be the height of corporate
mismanagement to transfer the lion's share of the
corporation's income producing assets to another
corporation solely for non-income producing stock
and the right to perform compensated services for
the transferee corporation. Thus, while petitioner
received in exchange [stock] of "equal value" to the
intangibles transferred, we are unable to conclude
that petitioner received arm's length consideration
for the transfer of its intangibles within the meaning
of section 1.482-2(d)(1)(i). Income Tax Regs. The
result is a distortion of petitioner's income in the
taxable years before us which would not have
occurred if the transaction had been carried out be-
tween unrelated parties. Searle at 370.

The Searle court thus placed primary emphasis on
whether the Searle arrangements would have been carried

' o ft also suggests that there was an alternative basis for
decision in the Lilly case, and that, instead of focusing on trans-
fer prices in Lilly, the court might have attacked the nonrecogni-
tion transfer of drug patents directly.
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out in the same manner by unrelated parties and con-
cluded that it would be the height of corporate misman-
agement" for Searle to have transferred the lion's share of
the corporation's income p roducing assets to an unrelated
concern solely for "nonincome producing stock (albeit of
equal value)."

The foregoing is at least a very curious a p plication of
the arm's length standard. Note that the court did not
state that the section 351 exchange was flawed because
the consideration received by the U.S. parent was insuffi-
cient. Rather. the court itself admitted that the affiliate
stock had "equal value." Further, as legal counsel for Lilly
argued before the Seventh Circuit on the appeal of that
case, in the case of a corporation whose sole asset is
$100 million in cash and which has no liabilities, its stock
is worth $100 million on a fair market value basis because
that is the sum that an unrelated party presumably would
be prepared to pay for such stock."

Rather than arguing that the amount of consideration
was insufficient, therefore, the Searle Court appears to
be arguing that the nature of the consideration received
by the parent is inadequate from the perspective of an
arm's length transfer of a corporation's most valued
assets. This explains the Searle court's reference to such
a transfer being the height of corporate mismanagement
in an arm's length context, The court apparently felt that
an unrelated company with the research and other on-
going business expense requirements of a corporation
such as Searle would have required a more conventional
cash consideration arrangement such as a royalty or
lump-sum payment, rather than "nonincome producing
stock." Income from such a more conventional cash
payment arrangement would have been recognized by
Searle. It is for this reason, apparently, that the Searle
court concluded in the paragrapn quoted above that the
transaction resulted in a distortion of Searle's income.

An unrelated company. . . would have required
a more conventional cash consideration ar-
rangement such as a royalty or lump-sum
payment. .

This expansion of the court's reasoning helps explain
why initially the Tax Court in Searle and Lilly so readily
distinguished Cuba Sugar and the other "clear reflection
of income" cases under sections 446 and 482. The reason
that the Tax Court found so little support in the earlier
cases is that such cases did not apply the clear reflection
or arm's length doctrines to the nature of the considera-
tion employed in the nonrecognition transfers.

The Searle court's application of the arm's length stan-
dard to appraise the type of consideration is problematic
for at least two reasons. First, such a procedure requires
courts to consider hypothetical "arm's length" versions of
a related party transaction and to determine the actions

"The economist serving as expert witness for the government
agreed with this p roposition during the Lilly Tax Court proceed-ings. See Lilly Reply Brief at 7-10, 856 F.2d 855 (7th Cir. 1988).
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that would be taken by management in such hypothetical
transactions according to the court's notions of prudent
corporate management. t2 Such analysis would require
"second-guessing" management and, therefore, would
be highly speculative and a source of contentious litiga-
tion. For example, it could be argued that the Searle court
erred in determining that the Searle transaction would be
corporate mi s management if co n ducted on an arm's
length basis, since the stock received was not really
"nonincome p roducing." Rather, payment of dividends
on such stock would have resulted in tax liability--which
is more or less the case with dividends generally Also,
the Searle court i gnored the potential for capital a p ore-
c;ation in the stock, and the value of the s h areholder s
right to control the subsidiary s business decisions.

Second, it would a p pear that the Searle court's rationale
goes too far in that many, if not all, section 351 transac-
tions likely would be vulnerable to the courts criticisms
of the Searle arrangements. In this regard, the ordinary
adoption of a holding company structure perhaps could
be attacked on grounds that no company would transfer
all of its operating assets to an unrelated company
merely for the right to hold stock (whether income
producing or not) because such a course would constitute
an abdication of the management's res ponsibility to oper-
ate the business for the benefit of shareholders.

it would appear that the Searle court's rationale
goes too far. . . .

Alternatively, the arm's length standard could be ap-
plied for section 482 purposes to the type of consideration
used in a related party exchange by (1) making a judicial
finding that in transfers of intangibles of this type trans-
ferors usually receive a royalty, and (2) concluding that
therefore there must be a royalty in the related party case
under consideration. Such an argument, however, is
again too broad in that it would appear to apply to every
nonrecognition transaction.

In sum, it appears that the Searle court's attempt to
apply the arm's length standard to the nature of consid-
eration received in a section 351 exchange is a misguided
one Moreover, the Tax Court's focus on the transfer of
assets for affiliate stock sidesteps what was surely the
Tax Court's chief concern: that Searle's business struc-
ture wherein Searle P.R. was essentially exempt from
U.S. tax under section 931, while seemingly approved
and encouraged by Congress, simply worked too weil
and at too large a cost to the Treasury.

III. THE SEARLE OPINION AFTER ELI LILLY
A. Seventh Circuit Decision In Ell Lilly

On October 27, 1988, the Seventh Circuit issued its
decision in the appeal of Eli Lilly v. Commissioner, 856

l it should be noted that the court's im p lementation of the
arms length standard by reference to hypotheticals differs from
the more familiar requirement that the arm s length standard be
based on actual comparable transactions. See e g., Treas reg
section 1 482-2(e) (relating to transfer pricing).
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F 2d 855 (7th Cir. 1988), rejecting the Commissioner s
assertion that under the facts therein, section 482 COuld
override the nonrecognitio n provision of section 351.'3

The Seventh Circuit cited the Tax Court's decisions in
Lilly and Searle, and Bank of America v. United States,
749-1 U.S.T.C. section 9170 (N.D. Cal. 1979)," as sug-
gesting that the nonrecognition provisions can at !east
limit the scope of section 482 even where the transaction
in question was in part tax motivated.''

The Commissioner had argued that the Lilly facts were
distinguishable from the facts in Bank of America, on the
ground that Lilly's transfer of intangibles was not an
arm s length transaction. The Commissioner attempted
to lustify his characterization of the transfer as non-arm s
iength on the ground that a transfer of valuable patents
and processes in exchange for stock. distribution rights
and would have been "inconceivable . ' if Lilly P.R. had
been an unrelated corporation.

The Seventh Circuit rejected this argument, stating:

[Sjuch a transaction seems perfectly conceivable if
the unrelated firm had been able to offer Lilly an
equity interest of comparable value, at a compara-
tive level of risk, together with equally valuable
technical assistance contracts and exclusive distri-
bution rights. The form of the consideration that
Lilly received does not strike us as decisive in this
case. 856 F 2d at 863.

The Searle case itself had been scheduled to be heard
by the Seventh Circuit prior to its settlement.'' It is

''Of interest is the Seventh Circuit's discussion of the appro-
priate standard of appellate review of the Tax Court's realloca-
tions. The Seventh Circuit noted that a possible standard of
review might be one parallel to the Tax Court's review of the
Commissioner's reallocation, that is, that the allocation would
be upheld uniess a de novo review of the facts found the
reallocations to be arbitrary, capricious, or unreasonable. How-
ever. the Seventh Circuit concluded that, since it lacked the fact-
finding capabilities essential to resolving factual discrepancies
necessary under that standard. it would apply the usual standards
of review—legal conclusions would receive plenary review and
factual findings and mixed questions of law and facts would be
reversed only if "clearly erroneous."

' , In Sank of America the District Court held that a subsidiary's
distribution of overseas bank branches to its parent in considera-
tion of parent's assumption of liabilities and a cash payment was
a corporate distribution covered by the general nonrecognition
rule of section 311. and that the Commissioner had abused his
discretion in allocating gain to the subsidiary in respect of the
transfer. The court reasoned that there was no deferral or
distortion of income in the case that was not expressly sanc-
tioned by section 311.

' s in Footnote 7 at page 862. the Seventh Circuit rejected the
Commissioner's argument that National Securities eliminated
any conflict between sections 351 and 482 in that the case
established that section 351 controls only the timing of the
recognition of gain, whereas section 482 controls which tax-
payer must recognize the gain. In this regard, the Seventh
Circuit stated that "the 'no conflict' position seems untenable
where the recognition transaction initiated by the transferee
occurs years after the initial transfer.... This seems especially
true where, as here, the transferred asset is used rather than
retransfenvd intact...."

' s lEtoth Searle and the Commissioner appealed the Tax Court's
decision in Searle to the Seventh Circuit Court of Appeals. Prior
to the Seventh Circuit's issuance of its opinion in Lilly, the
parties have settled the dispute out of court and the appeal was
dismissed.

TAX NOTES, December 4, 1989

tempting to read the above q uotation as re p resenting the
Seventh Circuit's views on the Tax Court's rationale in
Searle. While the Seventh Circuit acknowledged that
sections 351 and 931 put Lilly P.R. in a p referred position
and enabled Lilly to acquire a more valuable interest in
Lilly P R. than it would have been able to p urchase in an
unrelated company, the Seventh Circuit stated that it was
difficult to see how Lilly's structuring of its transactions
to gain the benefit of these provisions distorted the
incentives Congress sought to establish in enacting sec-
tions 351 and 931.

The Commissioner has unusually broad power
to enforce changes in his legal position retro-
actively. . . .

The Seventh Circuit discussed at length Revenue P ro-
cedure 63-10, 1963-1 C.B. 490, where the Internal Revenue
Service specifically considered whether section 482 em-
powered it to disregard transfers of intangibles to Puerto
Rican affiliates and concluded that it did not. The Seventh
Circuit noted, at footnote 12, that while Treas. reg. sec-
tion 1.482-2 was promulgated after the issuance of Rev.
Proc. 63-10, Rev. Proc. 68-22, 1968-1 C.B. 819, which was
issued contemporaneously with that regulation, expressly
gave taxpayers the option of relying either on Rev. Proc.
63-10 or the regulation.

The Commissioner contended that Rev. Proc. 63-10
applied only to intangibles developed by Puerto Rican
affiliates. The Seventh Circuit agreed with the Tax Court's
finding that such a construction was implausible on its
face, since "except in unusual cases, any significant
intangibles related to products manufactured by the
Puerto Rican affiliate are first developed or acquired by
the mainland [U.S.] affiliate." 856 F.2d at 864. The Seventh
Circuit found it "beyond question" that the Commis-
sioner's position in Rev. Proc. 63-10 on transfers of
intangibles was "fundamentally inconsistent" with the
Commissioner's position in the case that allocation under
section 482 was proper.

The Seventh Circuit next considered whether Rev.
Proc. 63-10 should be given binding effect, noting that
Rev. Proc. 63-10, the validity of which was reaffirmed
when the 1968 regulations were issued, represented the
only clear indication of the Commissioner's view as to the
relationship between his own powers under section 482
and the tax incentives provided by section 351. While the
Seventh Circuit noted that the Commissioner has un-
usually broad powers to enforce changes in his legal
position retroactively, his power to do so is ''not a license
to disregard all expectations...." 856 F.2d at 865. How-
ever, the Seventh Circuit stated that it was not basing its
decision on a conclusion that Rev. Proc. 63-10 was
binding, but instead on the correctness of the legal
position in Rev. Proc. 63-10 that transferring intangibles.
and the associated income stream, to Puerto Rican affili-
ates would not necessarily result in an evasion of taxes or
the distortion of income.

The Seventh Circuit next reviewed the Tax Court's
holding that Lilly's income was distorted by its transfer of
intangibles to Lilly P.R. The Tax Court had found it
"inconceivable" that Lilly would transfer valuable in-
tangibles without some sort of agreement of payment to
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generate sufficient cash to fund Lilly's ongoing general
research and development activities, based on the Tax
Court's finding that drug companies typically expect
different product lines to generate pro rata contributions
to company-wide research and development efforts.

The Seventh Circuit disagreed with the Tax Court,
finding that Lilly derived sufficient income from its pur-
chase of Darvon products from Lilly P.R. and subsequent
sales to wholesalers to cover Darvon's share of its general
research and development efforts. Lilly was not required
to scale back its research and development efforts and
had only had to dip more deeply into its profits from
marketing Darvon. As the Seventh Circuit stated, "money
is money, from whatever source derived...."

B. Continued Vitality of Searle
In view of the Seventh Circuit's decision in Lilly, the

continued vitality of the Tax Court's decisions in Searle is
a troublesome and, as yet, unexplored question." While
taxpayers resident in the Seventh Circuit perhaps can
rest more easily because of the Seventh Circuit's decision,
the Commissioner and the Tax Court are not precluded
from applying the Searle rationale to taxpayers resident
in other circuits. T1 In addition, in view of the Seventh
Circuit's substantial reliance on the Commissioner's posi-
tion in Rev. Proc. 63-10. it is not clear that taxpayers in
the Seventh Circuit are protected under its decision
where the transfer of tangible assets are involved, rather
than intangible assets. Conceivably, the Commissioner
could assert the Searle argument, for example, in the
case of transfers of tangible assets to an affiliate that has

-The Tax Reform Act of 1986 amended section 482 to provide
that. on the transfer of intangibles between related parties. the
income with respect to such transfer must be "commensurate
with the income attributable to the intangible." The Tax Equity
and Fiscal Responsibility Act of 1982 and the Tax Reform Act of
1984 enacted limitations on the transfer of intangibles in sections
936 and 367. res pectively. While these amendments may have
modified the a pplication of the arm's length standard in the
context of transfers of intangible property, the Lilly and Searle
decisions potentially impact a number of taxpayers, including
those wno transferred intangibles in taxable years that are still
subject to examination and that were prior to the effective dates
of these amendments, or who transfer assets not subject to such
amendments.

' 8 TAM 8925003 (February 25. 19891 is the most recent indica-
tion of the Commissioner's position on a pplication of section
482 under Lilly and Searle type facts. It states that there are three
categories of cases where income can be found to be distorted
within the meaning of section 482: (a) cases involving the
distortion of income due to the transfer of unrealized a pp recia-tion or depreciation p ursuant to a nonrecognition provision; (b)
cases involving a distortion of income resulting from the artificial
separation of income from expenses pursuant to a nonrecogni-
tion transfer; and (c) cases where the property transferred is
used to produce goods or services and they are sold to the sec-
tion 351 transferor or other related party at other than arm's
length prices. It further states that Lilly had all three forms of
distortion. that the Seventh Circuit's decision corrected only the
distortion described in (c), and that the Commissioner does not
agree with the Seventh Circuit decision to the extent that it did
not correct for distortions of the forms described in (a) and (b).
TAM 8925003 cites Searle with apparent approval.
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net operating loss carryovers, incurs net operating losses
after the transfer, or is in a lower tax bracket. Although
taxpayers can derive some comfort from the Seventh
Circuit's rejection of the Commissioner's assertion that
transfer of assets for affiliate stock is not arm's length it
is not entirely clear from the Seventh Circuit's decision
that its rejection of this argument would have been
decisive absent the applicable provision in Rev. Proc. 63-
10. It appears, therefore, that considerable uncertainty
remains about the Commissioner's ability to reallocate
income under section 482 in the context of a nonrecogni-
tion transaction, particularly in the Tax Court. where the
Commissioner has Successfully asserted such realloca-
tions in the Searle case (and effectively in its Lilly
opinion. although the allocations there were nominal
adjustments to transfer prices).

if. ..a taxpayer cannot rely on the Commis-
sioner's own published positions... , certainty
as to the tax consequences thereof is severely
diminished.

A second troublesome aspect of the Lilly and Searle
cases, which potentially affects all p rovisions of Federal
tax laws, is taxpayers' inability to rely upon published
rulings and private rulings issued by the Commissioner in
ascertaining their compliance with the Federal tax laws.
As the Seventh Circuit described in its Lilly decision, the
Commissioner therein argued a position "fundamentally
inconsistent" with its own published position in Rev.
Proc. 63-10. In Searle, the Commissioner made the same
"fundamentally inconsistent" arguments. Moreover, the
Lilly companies had obtained a private ruling from the
Commissioner that its transfer of intangibles to Lilly P R
was a valid section 351 transfer and accounted for its
transfer pricing pursuant to a formula mutually agreed
upon by Lilly and the Commissioner in the course of a
prior audit. While the private letter ruling issued to Lilly
contained a caveat about applicability of section 482. this
caveat in no way hinted that the section 351 transfers
might be affected.

If, in the course of structuring its business activities a
taxpayer cannot rely on the Commissioner's own pu p

-lished positions as to the outcome. certainty as to the tax
consequences thereof is severely diminished. It appears
that taxpayers in planning their business transactions
and particularly where large tax revenues are at stake
must also consider the potential of attack on their struc-
ture by the Commissioner through the amorphous provi-
sion of section 482 (and possibly under other equally
amorphous provisions such as the "clear reflection of
income" rule in section 446). While the Seventh Circuit
ultimately did hold the Commissioner to its position
Rev. Proc. 63-10, this result was obtained only after
considerable expense was incurred by Lilly in defending
the suit. The Commissioner's apparent willingness to
assert positions contrary to its own published positions
could well increase taxpayer cynicism about the fairness
Of the tax system and have an adverse impact on 'a.
payers' voluntary compliance with the Commissione r s
positions.

TAX NOTES, December 4. 1989


	Page 1
	Page 2
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7
	Page 8
	Page 9
	Page 10

