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FINDINGS OF FACT AND REPORT


On the basis of a stipulation of facts and the testimony and exhibits introduced in the hearing of these appeals, the Appellate Tax Board (“Board”) made the following findings of fact.  The taxpayer, Syms Corp. (“Syms”), was at all relevant times a corporation engaged in the retail sale of brand-name men’s, women’s and children’s clothing at prices lower than found at department stores, a practice referred to as “off-price” retailing.  Syms was incorporated under the laws of New Jersey with its principle place of business in Secaucus, New Jersey.  During tax years 1986, 1987, 1989, 1990 and 1991 (the “periods at issue”), Syms operated two stores in the Commonwealth, one in Norwood and the other in West Peabody.  Syms also wholly-owned four subsidiaries including SYL, Inc. (“SYL”).  It is Syms’ transaction with SYL which is at issue in these appeals.

To conduct its business during the periods at issue, Syms owned and used several trademarks, trade names and service marks (the “Marks”), including the “Syms” name, the slogan, “An Educated Consumer Is Our Best Customer,” and a multiple “S” logo to sell its own line of “private label” merchandise.  As a result of a business plan described later in these Findings, Syms transferred these Marks to SYL and licensed them back for use in its business.  Syms paid SYL royalties for the use of the Marks and deducted the royalty payments in the computation of its Massachusetts corporate excise for the periods at issue.

I.
JURISDICTION

Syms timely filed corporate excise returns for the periods at issue on a separate company basis.  Following an audit of Syms, the Commissioner of Revenue (the “Commissioner”) disallowed Syms’ deduction for royalties paid to SYL for the licensing of the Marks to Syms.  On July 13, 1990, the Commissioner issued to Syms a notice of intent to assess (“NIA-1”), proposing to assess additional corporate excises, interest and penalties for the tax years 1985, 1986 and 1987 equal to $141,803.00.  The Commissioner based the proposed assessment on the disallowance of royalty deductions, and other issues not being contested in these appeals.  Syms executed consents to extend the time for assessment of corporate excise.  On September 12, 1990, the Commissioner issued to Syms a notice of assessment (“NOA-1”) indicating his assessment on August 22, 1990 of additional corporate excises equal to $18,892.00 for the 1986 tax year, and $77,163.00 for the 1987 tax year, as well as an amount for tax year 1985 which is not at issue.  Syms paid the total amount shown as due on the NOA-1 on October 9, 1990 and timely filed an application for abatement for tax years 1985, 1986 and 1987 on March 20, 1991.  On November 8, 1993, the Commissioner issued a notice of abatement denial for these tax years.  On January 6, 1994, within the requisite sixty-day period, the taxpayer filed its appeal for tax years 1986 and 1987 with the Board.  On this basis, the Board found it had jurisdiction over the appeal involving tax years 1986 and 1987.

On November 21, 1994, the Commissioner issued to Syms a notice of intent to assess for tax years 1989, 1990 and 1991 (“NIA-2”), proposing to assess additional corporate excises, interest and penalties in the amount of $307,590.82.  As with NIA-1, the proposed assessment in NIA-2 was based on the disallowance of deductions for royalty fees paid to SYL and other issues that the taxpayer did not contest.  Syms executed consents to extend the time for assessments of corporate excise for these years.  On December 29, 1994, the Commissioner issued to Syms a notice of assessment (“NOA-2”) indicating his assessment on December 28, 1994 of additional corporate excises equal to $69,324.00 for tax year 1989, $66,706.00 for tax year 1990, and $58,866.00 for tax year 1991, together with interest and penalties.  On December 16, 1994, Syms timely filed an application for abatement requesting an abatement of $307,590.82 for tax years 1989, 1990 and 1991.  


On or about December 16, 1994, Harvey Tabin of the public accounting firm, Deloitte & Touche, LLP (“Deloitte  & Touche”) mailed a Power of Attorney, Form M-2848, to the Department of Revenue (the “Department”), indicating that he, along with Seymour F. Bernstein and Russell W. Banigan, also of Deloitte & Touche, were representing the taxpayer in the tax disputes with the Department involving tax years 1989, 1990 and 1991.  This Form M-2848 did not include the name of the firm with which these representatives were associated.  However, Mr. Tabin filed the form with the Abatement Bureau along with a cover letter dated December 16, 1994, which included the name and address of the firm in its letterhead.  

The computer records of the Department indicate that the denial of the abatement application relating to tax years 1989, 1990 and 1991 was entered into the Department’s computer system on January 26, 1995.  The parties stipulated that according to the Department’s normal business practices, the notice of abatement denial would have been dated and mailed by first class on the following day, January 27, 1995, to the taxpayer at the address listed on lines 5 and 6 of the application for abatement, which was Syms’ headquarters in Secaucus, New Jersey.  

The Department attempted to mail a copy of the notice of abatement denial for tax years 1989, 1990 and 1991 to Syms’ representative, Mr. Tabin.  However, the Department failed to include the name of the firm in the address.  Therefore, Mr. Tabin’s copy was returned to the Commissioner as undelivered and marked “address unknown.”  The Department did not attempt to send this notice to Mr. Tabin a second time by including the name of his firm, nor did the Department send a notice to any other representative of the taxpayer.  

At the hearing of these appeals, Syms offered testimony from Rosemarie Schmitt, who served as Syms’ mail supervisor for the period including the first half of 1995.  Ms. Schmitt testified to the strict procedures followed in the sorting and delivery of mail received by Syms.  Every morning, sealed mail bags were delivered to Syms from the U.S. Post Office by a messenger authorized by Syms.  Ms. Schmitt opened the sealed mail bags and began sorting the mail by removing the pieces in small batches.  She then sorted the mail by addressee, placing each piece in the addressee’s mail slot. Ms. Schmitt would open any piece of mail which did not indicate the addressee, and she would then place the mail in the appropriate mail slot.  Ms. Schmitt testified that she always checked the inside of every empty mail bag for any pieces of mail remaining in the bag.  Following this initial sorting, Ms. Schmitt then checked each individual pile of mail to insure that each piece contained the proper addressee.  She then placed rubber bands around each sorted pile and delivered them personally to the proper addressee.

Ms. Schmitt testified that she delivered any mail relating to taxes to George Loucas, Syms’ tax manager during the periods at issue.  At trial, Ms. Schmitt identified a copy of the notice of abatement denial and stated that she did not recall ever receiving such a notice in the mailroom.  She further testified that if it had been received in the mailroom, such a document would have been delivered to Mr. Loucas, because it clearly indicated that it was from the Department.  Mr. Loucas also testified that he did not receive a copy of the notice, and that, if the notice been received by Syms, it would have been delivered to him.  

Ms. Schmitt further testified that she was the only employee of Syms who handled, sorted and delivered mail during the first half of 1995 unless she was absent from work.  In this event, another employee would have handled these duties.  Ms. Schmitt would have trained this employee to follow her strict procedures.  Ms. Schmitt had no recollection of missing any days from work during the first half of 1995 and no evidence showing her absence was offered into evidence.

During a telephone conversation about four months after the Department would have sent the denial notice, Nancy LaCava of the Department’s Abatement Bureau informed Seymour Bernstein of Deloitte & Touche that the notice of abatement denial for tax years 1989, 1990 and 1991 had been issued on January 27, 1995.  On May 30, 1995, Richard W. Ray of the Department’s Abatement Bureau sent a copy of the notice of abatement denial to Mr. Bernstein by facsimile transmission.  Syms paid the outstanding tax liability for tax years 1989, 1990 and 1991 soon thereafter.  The taxpayer subsequently filed its appeal with the Board on June 22, 1995, later than the requisite sixty-day period from the date of abatement denial but within sixty days of Mr. Ray’s May 30, 1995 sending of the facsimile copy of the notice of abatement denial. 

Mr. Loucas testified that he was directly involved in the Commissioner’s audit for tax years 1989, 1990 and 1991 and was thus aware that Syms had filed an application for abatement for these tax periods.  However, he was not aware that the Department had denied this application, and the records of Syms showed no record of such notice being received by Syms.  Mr. Loucas testified that his normal business practice upon receiving notices and mailings from state tax authorities was to mail and fax copies of these notices to Mr. Bernstein at Deloitte & Touche and then to place the original notices in Syms’ tax files.  However, he stated that he first learned of the denial from Deloitte & Touche by telephone.  Syms’ files did not contain any record of a notice of denial for these tax periods.  

The Board found Mr. Loucas and Ms. Schmitt to be credible witnesses.  On the basis of their testimony and other evidence submitted, the Board found that Syms did not receive notice of the abatement denial for tax years 1989, 1990 and 1991 until its representative, Mr. Bernstein, received a copy of the denial notice on May 30, 1995.  Therefore, as more fully explained in the Opinion which follows, the Board found that Syms was not barred from pursuing its appeal with the Board.


II.
DEDUCTABILITY OF ROYALTY EXPENSE


In early 1986, Irv Yacht of Coventry Financial Corporation (“Coventry”) sent a letter to Richard Diamond, Syms’ treasurer and chief financial officer, offering for sale a business plan which he claimed would save the company taxes.  On June 16, 1986, Mr. Diamond met with Mr. Yacht to discuss a program specifically designed “for reducing the Company’s income taxes.”  The program consisted of a reorganization of the business activities of Syms, under which Syms would establish a Delaware subsidiary to hold its Marks and have that subsidiary charge a royalty fee to Syms for the use of those Marks in the various states in which Syms did business.  

On that same day, Mr. Diamond signed an agreement with Coventry, which provided that Coventry would provide a business plan for reducing Syms’ income tax liability, in exchange for which Syms would compensate Coventry by paying a percentage of its annual state tax savings.  The agreement proposed the creation of a separate Delaware entity to which Syms would transfer its Marks in exchange for one hundred percent of the subsidiary’s stock.  The wholly-owned subsidiary would be a “non-operating” entity which would be exempt from Delaware income tax.  The tax-exempt subsidiary would then license the Marks back to Syms in exchange for royalty fees that Syms would deduct from its state income tax returns.  

Mr. Diamond began implementation of this plan soon thereafter, instructing Syms’ corporate attorneys, Irwin Rosenthal and Andrew Daly, of the law firm, Botein, Hays, Sklar & Herzberg, to draft an agreement to specify the terms of the licensing arrangement.  The agreement, dated July 1, 1986, was between SYL, a wholly-owned subsidiary to be formed, as Licensor and Syms as Licensee.  Pursuant to this agreement, the Licensee was to pay the Licensor an annual royalty fee for the use of the Marks equal to four percent of the net sales of the products covered by the Marks.  Syms maintained that this four-percent fee was based upon a valuation of the Marks performed by Financial Research, Inc. (“Financial”).  The Financial Appraisal Report (“Financial Appraisal Report”), however, was not completed until April of 1987, about ten months after the date of the licensing agreement.

The term of the licensing agreement was to commence on July 1, 1986, and the first royalty fee would accrue on October 1, 1986.  However, SYL was not formed until December 4, 1986, when Syms’ corporate counsel filed a certificate of incorporation creating SYL in Delaware. Following the formation of SYL, Syms’ corporate counsel, Karen Artz Ash, of Amster, Rothstein & Ebenstein, prepared 

documents to record the assignment of the Marks to SYL.  Due to title irregularities, the recordation of the assignment with the United States Patent and Trademark Office was delayed until August of 1987. 

Although SYL was not formed until December 4, 1986, and despite the delay in transferring the Marks until December 19, 1986 and recording the transfer until August of 1987, Syms nonetheless deducted $2,798,767 in royalty payments to SYL for the 1986 tax year, the equivalent of four percent of its sales for the three-month period from October 1, 1986 to December 31, 1986.  On this basis, the Board found that Syms had begun to claim its tax deductions for royalty payments before SYL even existed and before SYL actually owned the Marks.  In fact, about seventy percent of this first payment represented payments for the period during which SYL was not yet in existence, and about eighty-five percent of the first payment represented payment during the time before which SYL actually owned the Marks.  Furthermore, although royalties accrued on the basis of daily retail sales, Syms, for its own convenience, paid the royalties to SYL only on an annual basis.

Mr. Yacht advised Mr. Diamond that if the Coventry plan was to successfully avoid state tax audits, Syms would have to document a business purpose for the plan other than the avoidance of taxes.  Mr. Diamond, therefore, prepared a series of five memoranda in 1986 to document suggested business purposes, several of which were mentioned by Mr. Yacht and a few that Mr. Diamond independently devised.  The five memoranda are dated June 16th, July 1st , July 16th,, August 12th  and August 20th .  

In December of 1986, in order to gain final approval for the Coventry transfer and license-back plan, Mr. Diamond submitted to Sy Syms, the chief executive officer of Syms, the final memorandum, dated December 12, 1986, which explained the tax benefits of the plan and suggested the need for a strategy “to help insure that they are not overturned on a state income tax audit.”  Mr. Diamond estimated a state tax savings of approximately $700,000 annually, which would result from Syms’ deduction of royalty payments to a wholly-owned subsidiary.  Under the plan, Syms could choose how often to pay royalty fees to SYL, including annually as suggested by Mr. Diamond.  Mr. Diamond also suggested in his memorandum to Mr. Syms that, upon receipt of the Syms’ annual royalty payment, SYL should declare and pay a dividend to Syms equal to the royalty payment plus interest “[o]nce the money has remained in Delaware for a couple of weeks.”  Mr. Diamond’s memorandum revealed his awareness that, as a dividend paid to Syms by its wholly-owned subsidiary “[t]his dividend is not taxable on federal or state level.” Accordingly, under the Coventry plan, Syms would deduct its royalty payments to SYL but would receive the amount of the royalty, plus interest, back from SYL in the form of a tax-free dividend under Code § 243.  Mr. Diamond also informed Mr. Syms in the memorandum that Coventry would “remain involved in the procedures” surrounding the transfer and license-back transaction, “including going over how state tax returns should be prepared.” 

During the periods at issue, Syms paid $10,000,000 or more in royalties to SYL annually.  It deducted these payments for state tax purposes.  Shortly after each royalty payment, Syms then received money back with interest in the form of a tax-free dividend.


In its staffing of SYL, Syms chose to create significant overlap between the officers and directors of its subsidiary, SYL, and those of Syms.  The officers and directors of SYL were Mr. Diamond, the treasurer and chief financial officer of Syms; Sy Syms, the founder and chief executive officer of Syms, who controlled eighty-percent of the voting shares in Syms; and Marcy Syms, the daughter of Sy Syms and the president of Syms.  These same officers were also directors of Syms.  Because Mr. Diamond believed that “[i]t [was] necessary to have an outside director,” Syms appointed as a director Ed Jones, a partner in the accounting firm, Gunnip and Co. (“Gunnip”).  Mr. Jones had provided similar directorial and other services to “a couple of hundred corporations” making use of plans similar to the one proposed for Syms.  All of Mr. Jones’ services “[were] similar to services that he performs for other [sic] in similar situations,” and “all he require[d] [was] a letter of indemnity” before commencing his service.  Mr. Jones, as the only employee compensated by SYL, performed services on a part-time basis and was paid a salary of $1,200 annually.  Mr. Diamond anticipated that Mr. Jones would have limited powers, including “the ability to sign checks under $500 to cover small monthly reoccuring [sic] expenses.”  No employment reviews were ever conducted of Mr. Jones.  

The corporate office for SYL was to be the same headquarters location of Gunnip, at 2625 Concord Pike in Wilmington, Delaware.  This location served as the shared office for the numerous other companies making use of similar tax plans.  Syms paid Gunnip approximately $1,000 for office furniture and $5,000 for telephone and accounting fees annually.

The Board found that the business operations of Syms did not change after the transfer and license-back of the Marks.  The testimony of Mr. Diamond indicated that SYL itself conducted no business.  Furthermore, all of the costs of developing and maintaining the value of the Marks were borne by the same parties after the transaction as before.  For example, prior to the transfer to SYL, all decisions regarding advertising of the Syms name and other Marks were controlled either by Syms or by another wholly-owned subsidiary, Syms Advertising, of which Mr. Syms was the chairman of the board and chief executive officer.  After the transfer, these advertising decisions were made, and the associated advertising costs were borne, by these same two entities.
  Syms also paid its trademark counsel, Amster, Rothstein & Ebenstein, who were hired to take all steps necessary to maintain, preserve and enforce the Marks.  These activities included maintaining a docketing system, making all necessary filings and fee payments to the appropriate authorities, directing foreign counsel to make appropriate filings to record, register, maintain and prosecute trademark applications, and performing enforcement work and other related services.  Although Syms maintained that the firm’s services were performed on behalf of SYL, Syms paid the firm’s fees.  The trademark services performed by the firm were identical prior to and after the transfer of the Marks to SYL.

On the basis of the evidence of record, the Board found that the Commissioner properly disallowed Syms the deductions for royalty payments.  The Board found that the transfer and license-back transaction was not supported by any valid business purpose other than tax avoidance.  Syms advanced several non-tax business purposes for entering into the Coventry plan.  However, the Board found that each of the non-tax business purposes alleged by Syms was illusory, not supported by the evidence, or contrary to the weight of the evidence.  The Board, therefore, rejected each of Syms’ purported business purposes which it advanced to legitimize the transfer and license-back transaction.  

Syms first cited the protection of the Marks, including legal protection against claims of creditors or litigation from third party licensees, as its primary business purpose for the transfer and license-back of the Marks.  However, the Board found on this record that Syms’ wholly-owned subsidiary would be powerless to protect the Marks from claims of Syms’ creditors, as the assets of Syms’ wholly-owned subsidiary would be reachable by its creditors.  Furthermore, contrary to Syms’ argument, transfer of the Marks to a wholly-owned subsidiary could not isolate them from a hostile takeover attempt.  A takeover bidder of Syms would also acquire the stock of SYL, Syms’ wholly-owned subsidiary, thereby acquiring the Marks and other assets held by the subsidiary.  Adequate protection of the Marks could have been achieved only by transferring the Marks to an independent third party so as to isolate them from Syms.  Moreover, at the time of the transaction, Sy Syms controlled eighty-percent of the voting stock shares of Syms, rendering a hostile takeover attempt virtually impossible since eighty-percent of the purported target company was controlled by someone who was unwilling to sell.  The Board, therefore, rejected protection of the Marks as a valid business purpose. 

The Board also found that better management of the Marks was not a valid business purpose for the transfer and license-back transaction.  Syms retained the same responsibilities for managing and maintaining the Marks after the transaction as before.  The Board found that this purported business purpose was illusory inasmuch as Syms could have achieved this stated business goal through internal monitoring and accounting.  Furthermore, the Board was not persuaded that SYL’s claimed use of corporate counsel indicated a serious effort by SYL to manage and maintain the Marks, since counsel was actually hired and paid by Syms. Accordingly, the Board found that Syms failed to show how separating the legal ownership of the Marks from the corporation which was using and maintaining them could have resulted in more efficient management of the Marks.  The Board, therefore, rejected better management of the Marks as a valid business purpose.

The Board further found that taxpayer’s other purported business purposes could not validate the transaction.  First, Syms asserted that the formation of a subsidiary would protect Syms employees from being involved in any trademark dispute and create limited liability for Syms.  However, the Board found this business purpose to be contrary to taxpayer’s purported primary motive -- protection of the Marks.  If protection of the Marks was the primary motive for forming SYL, then protection of Syms at the expense of exposing its Marks to liability would frustrate the primary purported purpose for forming SYL.  The Board, therefore, rejected this argument as being contradictory.

Moreover, this limitation of liability was illusory.  A litigant bringing suit against its wholly-owned subsidiary could easily name Syms as a defendant as well.  The officers and directors of SYL were also the highest-ranking officers of Syms -- Mr. Syms, Ms. Syms and Mr. Diamond.  Any suit against SYL would thus involve these highest-ranking officers of the taxpayer, even if Syms were not named or joined as a party defendant.  

At the hearing, Syms suggested that if SYL were to be sued by a third-party licensee, a large recovery would be asserted only against the subsidiary, not the parent, Syms.  Even if the Board were to assume that recovery could somehow be limited only to the assets of SYL, the Board found several flaws with this assertion.  First, Mr. Diamond, the plan’s architect, never mentioned this rationale in any of his memoranda.  The Board found that this purported business purpose was mere speculation advanced by Syms after Syms had already decided to enter into the Coventry plan.  The only relevant inquiry was the actual motivation of Syms at the time it entered into the transaction, not after-the-fact speculation.  Additionally, Syms’ ability to function profitably would have been seriously or irreparably harmed if the Marks were encumbered or seized by a non-affiliated third party in satisfaction of a judgement against SYL.  The Board thus rejected limited liability for Syms as a valid business purpose.

Syms next asserted that the formation of SYL would enhance its ability to borrow funds.  Syms failed to show how its borrowing ability was enhanced by transferring the Marks to its wholly-owned subsidiary.  The creditors of Syms would likely view Syms and SYL as being intermingled, and therefore would not offer any different total financing arrangement to the affiliated group of corporations than they would offer to the parent separately.  For instance, SYL’s revenue stream was dependant on Syms’ ability and willingness to pay the royalties.  Therefore, the Board found that SYL was an unnecessary vehicle for Syms to obtain more favorable financing.  Moreover, as testified by Syms’ witness Mr. Diamond, Mr. Syms, the founder and chief executive officer of Syms, “had an enormous dislike for borrowing.”  The Board thus rejected this purported business purpose, because it was both unsubstantiated and contrary to taxpayer’s typical economic behavior. 

Another business purpose cited by the taxpayer was that the formation of SYL would facilitate corporate acquisitions by Syms.  However, SYL was never used to acquire new businesses.  Furthermore, the acquisition of new businesses would actually conflict with Syms’ purported main purpose in forming SYL -- the protection of the Marks.  Acquisition of new businesses, with their associated liabilities, would expose the Marks to those new liabilities.  This result would frustrate the taxpayer’s purported primary purpose for transferring the Marks – the isolation and protection of those Marks.  The Board, therefore, rejected this as a valid business purpose. 

Syms also maintained that transferring the Marks to SYL would enable it to benefit from Delaware’s corporate law and judicial system.  However, aside from the state tax advantages available to corporations that limit their activities to maintenance of intangibles, Syms failed to offer any evidence or otherwise demonstrate that Syms or the Marks would benefit from Delaware’s state laws and court system or how the transfer and license-back transaction aided in the achievement of this objective.  The Board thus rejected this purported business purpose. 

Syms next asserted that the formation of SYL would create a separate profit center, which would simplify its corporate accounting.  However, Syms offered no evidence that SYL actually tracked Syms’ sales itself; rather, SYL relied on Syms to provide it with this information.  Nor did Syms demonstrate how this would help it perform a profit center analysis considering that Syms remained responsible for protecting and maintaining the Marks, and either directly or through its wholly-owned subsidiary, Syms Advertising, for advertising.  The Board, therefore, found that Syms, and not SYL, would be in the better position to perform a profit center analysis.  

An additional business purpose cited by Syms was that the transfer of its Marks to SYL would enable Syms to change its corporate name without having to re-register its outstanding Marks.  First, this purported business purpose was not mentioned by Mr. Diamond in his memoranda, but rather was raised during the hearing of these appeals by Syms’ other witnesses, Dr. Wetzler and Attorney Ash.  Because neither of these individuals was involved in the actual decision-making of whether to enter into the Coventry plan, the Board found that their testimony as to the motivations of Syms was merely speculative.  Furthermore, based on evidence submitted at the hearing, the cost of any such license re-registration would be de minimis.  The evidence showed that the cost of filing with the United States Patent Office to re-register five of its Marks to SYL amounted to a total of only $180.  Moreover, it was not probable that Syms planned to change its name after expending so many resources in developing its Marks and goodwill.  In addition, Syms never actually changed its name or mentioned this possibility in any of its memoranda, further indicating that this alleged name-change opportunity was not a valid business purpose.

The taxpayer’s final alleged business purpose was that the transfer and license-back transaction would enhance its ability to enter into third-party franchising and licensing agreements for the use of its Marks, thereby maximizing its royalty rates and licensing fees.  However, Syms failed to explain how transferring its Marks to a passive non-operating subsidiary with one part-time employee earning $100 per month could facilitate its licensing opportunities.  In addition, no licensing agreements were actually entered into during SYL’s existence, and there was no showing that SYL was in a better position to maximize third-party licensing fees than was Syms.  None of Syms’ annual reports during the tax years in question ever mentioned Syms’ intention to franchise stores or license its Marks or even mentioned the fact that SYL existed, while these same reports did describe transactions involving Syms’ other subsidiaries, Sulka and Syms Advertising.  Indeed, although Syms alleged that SYL engaged in licensing efforts in Japan, Canada, Greece and Israel, the most Syms could show to support SYL’s purported third-party licensing efforts was a tentative “letter of intent agreement” with Israel, which never resulted in a tangible fruition of such “intent.”  The fact that neither Syms nor SYL engaged in any franchise or license activity of the Syms name or Marks persuaded the Board to reject third-party franchising or licensing as a valid business purpose.  

Moreover, because Syms maintained that SYL was the true owner of the Marks, the Board also rejected this purported purpose as contradictory.  Syms assertion that SYL was the true owner of the Marks was inconsistent with this stated purpose because under this arrangement, Syms would be attempting to maximize royalties payable by it and others to SYL to which it had no entitlement.  It was only because SYL would pay a tax-free dividend to Syms within weeks of the annual royalty payment that Syms would countenance this arrangement.  The Board, therefore, rejected third-party licensing as a valid business purpose.  

The Board found that securing a tax advantage was the clear motivating factor for entering the Coventry plan, with the purported business purposes advanced solely as an attempt to protect the tax savings against audit and assessment by state tax officials.  The initial marketing of the plan to Syms, and Mr. Diamond’s memoranda concerning the proposed plan all stressed tax savings as the key element of the plan.  In particular, Mr. Diamond’s December 12th memorandum constituted highly persuasive evidence that Syms entered the Coventry plan merely for tax benefits and advanced purported business purposes merely to create the appearance of legitimacy.  Aware of the hazards of creating a sham transaction and risking the loss of the proposed valuable tax deductions, Mr. Diamond stressed the importance of creating the appearance that the wholly-owned subsidiary would be making the necessary management decisions, even though Syms did not intend to relinquish actual control over the Marks: “[i]t is necessary that it don’t [sic] appear that the investment decisions are being made by Syms Corp. but by another party.”  With its assurance that “[i]t is everyones [sic] feeling that New York is the most sophisticated state in terms of tax audits and most other states will not even realize the impact of the transactions,” the memorandum also proved Syms’ concern about state tax authorities challenging the scheme on audit.  Although “[t]he tax aspects” of the transaction “ha[d] been looked at” by a firm of unspecified expertise, “Mann Judd Landau,” the firm merely provided a cursory opinion that the plan was “within the state tax laws.”  However, this firm “[could] not give an opinion as to what might occur during a tax audit.”  

In addition, the payment terms of Syms’ contract with Coventry, by which Coventry would be compensated only if, and to the extent, that Syms reaped state tax savings, further proved that state tax savings were the primary motivating factor for Syms to enter into the contract with Coventry. 

The Board also found that the transfer and license-back transaction did not have any practical economic effect other than the creation of tax benefits.  SYL had no real control over the Marks or the agreement with Syms governing the licensing of the Marks.  The fact that Syms remained responsible for the maintenance and protection of the Marks, including continuing to pay the legal expenses associated with the Marks, and that Syms and another wholly-owned subsidiary, Syms Advertising, were responsible for advertising, indicated that SYL had no meaningful control or responsibility over the Marks.  In fact, SYL’s balance sheets did not even reference the Syms Marks as assets, further demonstrating that SYL possessed mere paper ownership of the Marks.  The underlying value of the Marks, their goodwill, was dependent upon the use of the Marks, and both the use and the right to use the Marks remained with Syms.  

Syms exerted control over both SYL and the Marks by means of its placement of the majority of directors on SYL’s board of directors, the licensing agreement with SYL, and its retention of responsibility to maintain and preserve the Marks.  Accordingly, Syms retained the same degree of control of the Marks after the transfer and license-back transaction as it had prior to the transfer.

In addition, Syms’ own representative, Attorney Ash, in effect conceded that the transaction lacked economic substance in the context of a memorandum regarding the effect of the transfer under trademark law.  Attorney Ash attempted to explain why the transfer of the Marks to SYL did not create a “naked assignment” by which the Marks would be separated from the underlying goodwill associated with the Marks.  In a memorandum dated July 22, 1986, Attorney Ash maintained that the transfer would not separate the Marks from the underlying goodwill, because a court would regard Syms and SYL as a single entity.  Attorney Ash therefore recognized that even after the transfer of the Marks to SYL, Syms would be viewed as having retained both the underlying goodwill and the Marks.  This position is inconsistent with Syms’ argument in the present appeals that the transfer of the Marks to SYL had economic effect beyond the mere creation of tax benefits.

On the basis of the evidence of record, the Board found that the transfer and license-back transaction lacked economic substance, and accordingly, it found that the Commissioner’s disallowance of the royalty expense deductions was proper based upon the theories of “sham transaction” and “substance over form.”

The Board also found that the deductions were not ordinary and necessary business expenses as that term is used in Internal Revenue Code (“Code”) § 162.  The Board found that the license-back arrangement, created at the outset of the transfer, merely transferred back to Syms exactly what it had transferred to SYL.  The transaction, therefore, transferred nothing beyond mere paper title to the Marks to SYL.  Accordingly, payment to the subsidiary was neither ordinary nor necessary, because SYL had not added any value to the Marks for which it should have been compensated. 

The Board also found that the Commissioner properly disallowed Syms’ deductions for the royalty expenses pursuant to his authority to adjust the taxable income of foreign corporations under G.L. c. 63, § 39A.  The Board found that the Commissioner acted within the powers granted to him when he adjusted the taxable income of Syms.  The Board also found that the disallowance of the deductions for the royalty expenses was necessary to correct the non-arm’s length transaction between Syms and SYL, its wholly-owned subsidiary.  Moreover, the elimination of these deductions was also necessary to prevent the distortion of income caused by the mismatch of income and expenses resulting in an assignment of income by Syms to its subsidiary. 

Syms submitted valuation studies in an attempt to establish that the transfer and license-back transaction was conducted at arm’s length.  These reports were the April of 1997 Financial report, the “Transfer Pricing Analysis” by Deloitte & Touche (the “Deloitte & Touche analysis”), and the “Report of Dr. James W. Wetzler Concerning the Economic Substance of SYL Inc.” (the “Wetzler Report”).  The reports failed to persuade the Board that the transfer and license-back transaction was conducted at arm’s length.

The reports followed the “freedom from royalty” approach, which is premised on the assumption that a company would have to license a trademark it did not own in order to sell products bearing that trademark.  However, there was no indication in the report, or in other evidence offered by Syms, that this assumption holds true where a parent transfers intangibles to a wholly-owned subsidiary and where the parent continues to be responsible for costs associated with the maintenance and enhancement of the intangibles.  In the present appeals, Syms’ continuing payments in connection with the maintenance of the Marks, including legal fees and advertising costs
, seriously hampered the ability of the reports’ authors to analyze whether the four percent rate was truly an arm’s-length price.  Certainly, an arm’s-length licensing rate should reflect Syms’ continuing payment of expenses associated with the Marks.  

The Deloitte & Touche analysis, purportedly a pricing analysis in conformance with Internal Revenue Code (“Code”) § 482, did not conduct a study of which party, either Syms or SYL, was the “least complex,” and therefore, would be the proper “tested party” in a Code § 482 analysis.  This test is required by the Treasury’s regulations under Code § 482.  For reasons that are more fully stated in the Opinion, the Board found that the failure to analyze which entity should be the “tested party” damaged the report’s credibility.

Moreover, while the Deloitte & Touche Analysis may have complied with Code § 482 in its application of the “comparable profits” method, this study failed to persuade the Board that the transaction complied with § 39A, the statute properly applicable in these appeals.  As described in the Regulations promulgated under Code § 482, the “comparable profits” method evaluates whether the amount charged in a controlled transaction is arm’s length, based upon whether the taxpayer derived a level of profitability that uncontrolled taxpayers would have derived engaging in a similar business transaction under similar circumstances.  As described by Syms’ representative, Mr. Diamond, “[t]he theory is that if the comparable companies are making more money than Syms is, then Syms would have been ill-advised to license the name from SYL.  It would have been better off operating the way the comparable companies operated and would have presumably, on this analysis, earned more money.”  However, as will be explained in the Opinion which follows, the relevant inquiry under § 39A should not have been whether the transaction was less profitable for Syms than for other comparable companies, but rather, whether Syms received fair value for its payments to SYL.  By focusing on its profitability vis-à-vis comparable companies, rather than on the value, if any, received from SYL, Syms’ valuation study missed the mark of proving that the transfer and license-back transaction was arm’s length under the standards of § 39A.

The Board also found that the Financial Appraisal Report was not completed until April of 1997, about ten months after the date of the licensing agreement which already set forth the rate for the license-back arrangement.  The Board, therefore, found that this late appraisal report did little other than attempt to justify, after the fact, the taxpayer’s choice of the four percent royalty rate, “agreed to” by its wholly-owned and fully-controlled subsidiary. 

On the basis of the foregoing, the Board found that the Commissioner properly disallowed the deductions for Syms’ payment of royalty expenses to SYL.  In addition, the Board rejected Syms’ argument that the disallowance of deductions for its royalty expenses imposed a unitary business combination, finding that the Commissioner’s adjustment of taxable income of a corporation subject to apportionment and taxation by Massachusetts does not infringe upon any constitutional principles.  

Finally, the Board found that the Commissioner properly denied Syms’ claim for abatement of penalties.  Syms failed to allege or prove that the penalties were improperly calculated or applied.  Rather, Syms focused exclusively on the issue of reasonable cause.  Both Mr. Syms and Mr. Diamond were aware that the Coventry plan was an aggressive tax-saving plan which involved risks, including the possibility of the plan being “overturned on a state income tax audit.”  There was no showing that Syms relied on the advice of competent tax professionals in following the Coventry plan.  The Board found that it was Mr. Diamond, the taxpayer’s treasurer and chief financial officer, who promoted the taxpayer’s adoption of the Coventry scheme by writing memoranda in favor of it to Mr. Syms.  Mr. Diamond, in turn, relied primarily on information provided by Mr. Yacht in promoting the plan to Mr. Syms.  Mr. Yacht was not shown to be a tax expert, but instead a consultant in the business of inducing companies to enter into Coventry’s tax scheme.  Neither Mr. Diamond nor Mr. Yacht were found to be qualified to render an expert tax opinion. 

In addition, the plan was not drafted or reviewed by a competent tax professional on behalf of Syms.  According to Mr. Diamond’s memorandum to Mr. Syms, the Coventry plan was apparently “looked at” by “Mann Judd Landau,” a firm of unknown profession or expertise.  However, there was no evidence that Syms actually hired this firm and no evidence that the firm gave, or was competent to give, tax advice to anyone concerning the plan.  Rather, Mr. Diamond’s memorandum merely stated that the firm believed that the plan was “within the state tax laws” but that “[t]hey can not give an opinion as to what might occur during a tax audit.”  The licensing agreement executed between Syms and SYL was prepared by Syms’ attorneys at Botein, Hays, Sklar & Herzberg.  However, there was no evidence in the record to suggest that these attorneys were knowledgeable in the area of tax law.  Rather, the evidence indicates that they were hired as trademark counsel for the taxpayer.

Accordingly, it could not be found that the taxpayer relied on competent tax advice in taking deductions for royalty payments made to SYL pursuant to the Coventry plan. Syms’ failure to timely pay the corporate excise deficiencies resulting from the disallowance of its royalty payment deductions was not due to reasonable cause, and therefore Syms was not entitled to an abatement of penalties.

Accordingly, on the basis of the foregoing, the Board issued a decision for the appellee in these appeals.

OPINION

There are three issues raised in these appeals: (1) whether Syms filed its appeal for tax years 1989, 1990 and 1991 with the Board beyond the time frame established under G.L. c. 62C, §39, thereby depriving the Board of jurisdiction; (2) whether Syms was entitled to deduct royalty expenses paid to a wholly-owned subsidiary pursuant to a transfer and license-back transaction; and (3) whether Syms was entitled to an abatement of penalties. 

I.
JURISDICTION

With regard to the first issue, the Board found that it had jurisdiction to hear the appeal involving all tax years at issue.  G.L. c. 62C, § 39 provides that the taxpayer must file an appeal from the Commissioner’s refusal to abate a tax “within sixty days after the date of notice” of the Commissioner’s decision.  However, where a taxpayer receives notice of the Commissioner’s decision more than sixty days after the date of the notice of decision, the taxpayer is entitled to a “reasonable time” to appeal, measured from the date of actual notice.  See SCA Disposal Servs. of New England, Inc. v. State Tax Comm’n, 375 Mass. 338, 340-42 (1978).  

Syms established by sufficient proof that it did not receive the notice of abatement denial for tax years 1989, 1990 and 1991 within sixty days of the date of notice.  The Board has previously found that testimony of credible witnesses as to a taxpayer’s normal business practice is sufficient to establish non-receipt of mailed notices.  See Levitt v. Commissioner of Revenue, 20 Mass.App.Tax Bd.Rep. 193 (1994).  The taxpayer’s witnesses in the present appeal were credible, and Syms successfully established non-receipt of the notice of denial of its abatement application.  

Syms’ appeal to the Board on June 22, 1995 was within a reasonable time after it received actual notice of the denial.  Syms filed its appeal less than one month after its representative received a faxed copy of the notice of the denial from the Abatement Bureau.  Therefore, the Board had jurisdiction over the appeal for tax years 1989, 1990 and 1991.

II.
DEDUCTABILITY OF ROYALTY EXPENSE

Having resolved the preliminary jurisdictional issue for tax years 1989, 1990 and 1991 in favor of Syms, the Board then addressed the substantive tax issues involved in both appeals. Domestic and foreign companies that do business in the Commonwealth are required to pay a corporate excise based in part on their net income derived from business activities carried on in Massachusetts.  G.L. c. 63, §§ 32, 38 and 39.  The “gross income” of a corporation for Massachusetts tax purposes is generally equal to gross income as defined under the Code as amended and in effect for the taxable year, with some exceptions not relevant to these appeals.  G.L. c. 63, § 30.3.  Net income is equal to gross income minus all deductions allowable under the Code, with several exceptions contained in G.L. c. 63, § 30.4.  The Code allows a deduction for “all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business.”  Code § 162(a).

The issue of the deductibility of royalty expenses paid to a wholly-owned subsidiary by a parent company pursuant to a transfer and license-back transaction was recently addressed by the Board in The Sherwin-Williams Co. v Commissioner of Revenue, 2000 Mass. A.T.B. Adv. Sh. 468 (Docket No. F233560, July 19, 2000).  In that appeal, the Board found that the Commissioner properly disallowed the deductions for royalty expenses on several grounds: sham transaction, substance over form, ordinary and necessary business expenses, assignment of income and the Commissioner’s authority under G.L. c. 63, § 39A to adjust payments made in non-arm’s length transactions between affiliated corporations.  Under these same theories, the Board found in the present appeals that the Commissioner was correct to disallow the deductions by Syms for royalty payments to SYL, its wholly-owned subsidiary. 

Like Sherwin-Williams, Syms argued that the formation of SYL, its wholly-owned subsidiary, involved a Code § 351 transfer, under which Syms transferred its Marks to this controlled entity in exchange for all of its stock, resulting in the formation of the subsidiary without tax consequences to either the subsidiary or Syms.  Syms further argued the Supreme Court has recognized that a corporation conducting business must be recognized for tax purposes as a separate entity and may be disregarded only if it is a sham.  Moline Properties, Inc. v. Commissioner, 319 U.S. 436 (1943).  Syms concluded, therefore, that the payment of royalties to a validly formed separate subsidiary must be accorded appropriate treatment under Code § 162.  

The Board agrees that, in accordance with Moline Properties, a corporation which has corporate purpose and activity must be recognized for tax purposes.  The Board also notes that the degree of corporate purpose and activity required for the recognition of a corporation as a separate  legal  entity  for tax purposes is extremely low.
  

See Strong v. Commissioner, 66 T.C. 12 (T.C. 1976), aff’d, 553 F.2d 94 (2nd Cir. 1977).  However, contrary to Syms’ argument, Code § 351, which controls only the tax effects of the actual formation of one corporate entity by another, does not thereafter control the tax effects of all subsequent transactions involving these entities.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 493.  The Board must look at the tax effects of a transaction beyond the initial transfer creating an entity.  See Higgins v. Smith, 308 U.S. 473, 476-77 (1941) (“But the existence of an actual corporation is only one incident necessary [for the recognition of a transaction]. . . . The government may look to actualities and upon determination that the form employed for doing business or carrying out the challenged tax event is unreal or a sham may sustain or disregard the effect of the fiction.”); see also Gregory v. Helvering, Commissioner of Revenue, 293 U.S. 465, 469 (1935)(in denying tax consequences of sham transaction, “[n]o doubt, a new and valid corporation was created.  But that corporation was nothing more than a contrivance to the end last described.”).  

The Board, therefore, found that Moline Properties was not significant to the inquiry of whether the Commissioner properly disallowed Syms’ deductions for royalty expenses.  The Board found instead that it must look critically at individual transactions involving these entities, with an eye toward reviewing such transactions for economic substance beyond mere tax avoidance.  “While the courts recognize that tax avoidance or reduction is a legitimate goal of business entities, the courts have, nevertheless, invoked a variety of doctrines such as lack of business purpose, substance over form, sham arrangement, economic reality and step transaction to disregard the form of a transaction where the facts show that the form of the transaction is artificial and is entered into for the sole purpose of tax avoidance and there is no independent purpose for the transaction.”  Falcone v. Commissioner of Revenue, 20 Mass. App. Tax Bd. Rep. 61, 64-65 (1996). 

A. The Transaction Lacked Business Purpose and Economic Substance Other Than Tax Avoidance.


1.  Sham transaction.

The Board found that the Commissioner was correct in disallowing Syms’ deductions for royalty payments to SYL based on the sham transaction doctrine, because the transfer and license-back transaction lacked business purpose and economic substance beyond the creation of tax deductions.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 496; compare Koch v. Commissioner of Revenue, 416 Mass. 540 (1993)(taxpayer’s transfers of stock respected for tax purposes because they were motivated by substantive business objectives).  Massachusetts follows federal case law reasoning for disregarding transactions that are a sham.  Falcone, 20 Mass. App. Tax Bd. Rep. at 64; see also Second National Bank, 308 Mass. at 6 (citing Helvering v. Helmholz, 296 U.S. 93 (1935)).  Under the federal cases, the tax effects of a transaction must be disallowed where the transaction lacks economic substance beyond the creation of tax benefits.  See Commissioner of Internal Revenue v. Court Holding Co., 324 U.S. 331 (1945), Gregory v. Helvering, 293 U.S. 465 (1935), Ferguson v. Commissioner of Internal Revenue, 29 F.3d 98, 101 (2nd Cir. 1994)(“A sham transaction analysis requires a determination whether the transaction has any practical economic effects other than the creation of income tax losses”), James v. Commissioner of Internal Revenue, 899 F.2d 905 (10th Cir. 1990).  

Economic substance can be proven by the existence of a business purpose for the transaction other than mere tax avoidance.  See Casebeer v. Commissioner of Internal Revenue, 909 F.2d 1360 (9th Cir. 1990), Illes v. Commissioner of Internal Revenue, 982 F.2d 163 (6th Cir. 1992), cert. denied, 507 U.S. 984 (1993), Rice’s Toyota World, Inc. v. Commissioner of Internal Revenue, 752 F.2d 89 (4th Cir. 1985).  However, the Board found that Syms failed to prove that the transfer and license-back transaction served any business purpose beyond mere tax advantages.  Syms argued that whether a taxpayer has a business purpose for entering into a transaction is subjective.  See, e.g., Kirchman v. Commissioner, 862 F.2d 1486, 1492 (11th Cir. 1989).  Therefore, it argued the reasonable beliefs of its senior management that the transaction would achieve the purported results would be sufficient to demonstrate the requisite business purpose.  However, the Board must look critically at whether the taxpayer’s alleged business purpose was valid.  See Shriver, 899 F.2d at 726 (8th Cir. 1990)(citing Kirchman, 862 F.2d at 1492 (11th Cir 1989)).  “A taxpayer cannot merely invent ‘canned’ business reasons as sufficient justification for transactions.” Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 498.

The Board found the subject transaction to be no more than “a pure paper shuffle, having no potential consequences for the business in which the corporations engaged.”  Yosha v. Commissioner of Internal Revenue, 861 F.2d 494, 497 (7th Cir. 1988).  As detailed in the Board’s findings, each of the non-tax business purposes alleged by Syms was illusory, not supported by the evidence, or contrary to the weight of the evidence. 

The Board found the facts of this appeal to be substantially similar to the case of In re Burnham Corporation, 1997 WL 413931 (N.Y.Div.Tax.App. 1997).  The issue in that case was whether the state’s revenue department could require the taxpayer to file tax reports on a combined basis with two of its Delaware subsidiaries.  However, the taxpayer attempted to justify the formation of a separate entity to hold its trademarks by advancing business reasons apart from tax savings, which were similar to those advanced by Syms.  For example, the taxpayer asserted that the value of the transferred Marks would be enhanced by transferring the trademarks to a separate entity so as “to focus on their value.”  Burnham, 1997 WL 413931 at *17.  The taxpayer also argued that protection of the trademarks would be achieved by transferring them to a subsidiary, even though the wholly-owned subsidiary was an asset of the parent.  Id.  

The New York Division of Tax Appeals in Burnham found that those stated reasons were “abstract at best.”  Id.  For example, in dismissing management of trademarks as a valid business purpose, the court found that the taxpayer “never clearly explained how the transfer of the Burnham trademarks to a separate holding company . . . increased [its] ability to manage or monitor the trademarks.”  Id.  As to protection of the trademarks, the court found such alleged protection as illusory, because a takeover bidder would acquire the stock of a parent corporation’s wholly-owned subsidiary, thereby acquiring the trademarks and other assets held by the subsidiary.  Similarly, the Board in this appeal found that the purposes cited by Syms were abstract and not sufficient to justify the tax effects of the transaction, despite the subjective nature of the business purpose test. See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 500.

The Board also found that, even if there were some valid business purpose for the transaction, the transaction was nonetheless a sham, because it lacked economic substance beyond the creation of tax benefits.  See Casebeer, 909 F.2d 1360 (taxpayer must show both that transaction was supported by business purpose other than tax avoidance, and that transaction has economic substance other than creation of tax benefits), James, 899 F.2d at 908-909 (under the “better approach” to sham transaction analysis, “the consideration of business purpose and economic substance are simply more precise factors to consider in whether the transaction had any practical economic effects other than the creation of income tax losses.”)(quoting Sochin v. Commissioner, 843 F.2d 351, 354 (9th Cir.), cert. denied, 488 U.S. 824(1988)).  The transaction did not create any risk of a loss of control to the taxpayer.  See Estate of Sanford v. Commissioner, 308 U.S. 39, 43 (1930)(“the essence of a transfer is the passage of control over the economic benefits of property rather than any technical changes in its title”)(citing Burnet v. Guggenheim, 288 U.S. 280, 287 (1933)), Yosha, 861 F.2d at 500 (transactions “that involve no market risks are not economically substantial” but are mere “artifices created by accomplices in tax evasion”).  The Board found that there was never a question that Syms would be able to, and in fact did, retain its exclusive use and control of the Marks.  Otherwise, the transfer of the Marks would be “tantamount to corporate suicide,” and the taxpayer would not have reasonably entered into the transaction.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 501.

In Higgins v. Smith, the Supreme Court disallowed a loss deduction to a parent on the sale of its wholly-owned subsidiary, finding that the stock ownership had not changed the “continued domination and control” exerted by the parent over the transferred assets.  Higgins v. Smith, 308 U.S. at 476.  The Court thus denied the tax deductions, finding that “transactions, which do not vary control or change the flow of economic benefits, are to be dismissed from consideration.”  Id.  Likewise, in this case, the transaction did not change the economic position of Syms.  If Syms were to refuse to pay the royalties due under the license agreement, SYL would not be in the position of an independent third-party creditor.  Because Syms owned one hundred percent of the stock of SYL and its highest ranking officers were also officers and directors of SYL, Syms could simply dissolve or merge its wholly-owned subsidiary back into itself or otherwise exert influence over SYL to prevent it from taking action against Syms.  See K Mart Corp. v. Cartier, Inc., 486 U.S. 281, 299 (1988)(“But whether ‘ownership’ is the ‘[c]ollection of rights to use and enjoy property, including [the] right to transmit it to others,’ or ‘[t]he complete dominion, title, or proprietary right in a thing,’ or ‘[t]he entirety of the powers of use and disposal allowed by law,’ id., at 997, the parent corporation -- not the subsidiary whose every decision it controls -- better fits the bill as the true owner of any property that the subsidiary nominally possesses.”)(quoting Black’s Law Dictionary (5th ed. 1979)). 
Syms’ economic position did not change as a result of the transfer and license-back of the Marks.  Syms retained control over the Marks.  SYL paid neither the legal costs associated with the maintenance and protection of the Marks nor the advertising expenses associated with enhancing the value of the Marks, leaving these responsibilities in the hands of Syms and another wholly-owned subsidiary of Syms.  Moreover, Syms’ own trademark counsel acknowledged in a memorandum addressing trademark law concerns that the transfer of the Marks to Syms’ wholly-owned subsidiary would not result in the separation of the Marks from the underlying goodwill retained by Syms because a court would likely regard Syms and SYL as a single entity.  See McCarthy, Trademarks and Unfair Competition § 18:7 (1985). 

SYL possessed mere paper ownership of the Marks.  SYL’s own books did not reflect the Marks as assets, because the goodwill, or actual value, of the Marks at all times remained with Syms as user of those Marks.  See Marshak v. Green, 746 F.2d 927, 929 (2nd Cir. 1984)(“A trade name or mark is merely a symbol of goodwill; it has no independent significance apart from the goodwill it symbolizes”).  Syms one hundred percent ownership of SYL and the presence of interlocking directors and officers vis-à-vis Syms and SYL allowed Syms to control the Marks even after the transfer and license-back transaction, including the ability to set the royalty rate and determine the timing and amount of dividends to be paid to Syms.

This appeal is very similar to Alpha Tank & Sheet Metal, in which the United States Court of Claims denied the taxpayer’s deduction of rental expenses, because the same two stockholders owned and controlled the taxpayer as well as the entity to whom it had transferred the operating plant for which it was paying rental expenses.  Alpha Tank & Sheet Metal Mfg. Co. v. United States, 116 F.Supp. 721 (U.S.Ct.Cl. 1953).  “The attempted creation of deductions for rentals . . . when there was no real change in ownership in the circumstances of this case is not a sufficient business motive.”  Id. at 724.  See also, White v. Commissioner, 193 F.2d 398, 400 (5th Cir. 1951), cert. denied, 343 U.S. 928 (1952)(denial of deduction for rental payments following gift-leaseback transaction with wife, where “it was the taxpayer’s expectation that no action would be taken by the wife in exercise of her rights of ownership of the . . . property which would be detrimental to the plaintiff’s interests”). 

Moreover, the Board notes the circular nature of the transfer and license-back transaction.  The quick turnaround by which the royalty payment by Syms, plus interest, became a dividend payment back from SYL to Syms within a few weeks of the royalty payment provided persuasive evidence that the royalty fees were not arm’s length payments for services provided by SYL, but rather a contrived mechanism by which affiliated entities shifted income tax-free between themselves in a circular transaction for the benefit of Syms.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 505-6.  As a result of the royalty payments from Syms, SYL had available substantial funds from which it paid a tax-free dividend, with interest, to Syms
 while Syms at the same time claimed a deduction for these royalty payments.  Moreover, as in Sherwin-Williams, even if SYL did not pay Syms a dividend, the royalties paid by Syms were available to increase the value of SYL and could later be transferred back to Syms tax-free by way of a liquidation of its subsidiary, SYL.
  “Such a circular flow of funds among related entities does not indicate a substantive economic transaction for tax purposes.” Merryman v. Commissioner  of  Internal  Revenue, 

873 F.2d 879, 882 (5th Cir. 1989); see also Zirker v. Commissioner, 87 T.C. 970, 976 (1986), Estate of Franklin v. Commissioner, 544 F.2d 1045 (9th Cir. 1976).

The Board, therefore, found the transfer and license-back transaction to lack economic substance.  No risk of loss to Syms was created by the transfer of the Marks to its wholly-owned subsidiary.  Syms retained all the benefits and control with respect to the Marks transferred to SYL.  Therefore, no practical economic effect resulted from the transfer and license-back transaction. 

Accordingly, the Board found no valid business purpose or economic substance to the transaction.  The Board, therefore, found that the Commissioner properly disallowed the deductions for the royalty expenses based upon the doctrine of sham transaction.


2. Substance over form.

In addition, the deductions were properly disallowed based on the doctrine of substance over form.  See Court Holding Co., 324 U.S. at 334 (“The incidence of taxation depends upon the substance of a transaction.”), Anderson v. Commissioner of Corporations & Taxation, 312 Mass. 40, 44 (1942)(“Substance and not form is to be regarded in the application of the tax laws”), Commissioner of Corporations & Taxation v. The Second National Bank of Boston, 308 Mass. 1, 6 (1941)(“Tax laws are to be construed as imposing taxes with respect to matters of substance and not with respect to mere matters of form”); see also Higgins v. Smith, 308 U.S. 473, Alpha Tank & Sheet Metal, 116 F.Supp. 721, Sherwin-Williams 2000 Mass. A.T.B. Adv. Sh. at 507.  Despite the form of the transaction – a transfer and license-back of valuable Marks – the substance of the transaction is, in effect, as if no transaction ever occurred.  The original owner of the Marks was still in exclusive control of them and retained all the benefits from them; nothing of substance changed as a result of the transaction.  Accordingly, no tax consequence in the form of a royalty deduction will result from the mere form of the transaction where in substance nothing has changed.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 507.

B.
The Royalty Payments Were Not Ordinary and  

     Necessary Business Expenses.

The Board also found that Syms’ payment of royalties to its wholly-owned subsidiary was not deductible as an “ordinary and necessary” business expense, as that term is used in Code § 162.  “For the statutory purposes, the mere creation of a legal obligation to pay is not controlling.”  White v. Fitzpatrick, 193 F.2d at 400 (citing Interstate Transit Lines v. C.I.R., 130 F.2d 136 (8th Cir., 1942), aff’d, 319 U.S. 590 (1943)).  Rather, there must have been some valid business purpose justifying the payment of expenses by Syms for the use of the Marks, other than a mere paper agreement created between itself and its wholly-owned subsidiary:  “Standing alone the fact that payment was the result of a contractual obligation does not render it an ordinary business expense.”  Interstate Transit Lines, 130 F.2d at 139 (citing Deputy v. DuPont, 308 U.S. 488 (1940)).  Rather, the payment must be, in the business context in which it arose, a “common” or “accepted” method to achieve a business objective in the circumstances. See Welch v. Helvering, 290 U.S. 111 (1933).

Syms could point to no legal authority or factual circumstance that would compel the payment of a royalty by a parent to its wholly-owned subsidiary, where the wholly-owned subsidiary did little, if anything, to add value to the Marks.  As in Sherwin-Williams, it was Syms which maintained and, with its other wholly-owned subsidiary, Syms Advertising, enhanced the value of the Marks.  Syms, and not SYL, retained control over the marks and responsibility for the maintenance and enhancement of the Marks by its hiring of counsel who performed the necessary trademark maintenance and by its payment, along with Syms Advertising, of all advertising of the Marks. 

Moreover, the royalty fees paid by Syms were not ordinary or necessary considering that SYL had not developed the Marks in any way, or built any goodwill, or created anything of value that could be licensed back to the parent.  The royalty payments were not determined by taking into consideration the expenditures made by Syms and Syms Advertising for advertising and continued maintenance of the Marks.  For Syms to pay the expenses of developing and maintaining the Marks, and to then pay a royalty for those same Marks, Syms was thereby paying twice to use the Marks it had already developed prior to the transfer.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 510.  The Board thus found that the license-back arrangement, created at the outset of the transfer, did not add any value or protection to the Marks which could justify the payment of royalties to SYL as an ordinary and necessary expense.

The facts of this appeal are thus distinguishable from Eli Lilly & Co. v. Commissioner of Internal Revenue, 856 F.2d 855 (7th Cir. 1988), cited by the taxpayer as support for the deductibility of its expenses.  In Eli Lily, the subsidiary actually performed functions relative to the patents which it had received from the parent, including the manufacture of the drugs to which the patents related.  In this case, however, SYL performed no such function beyond holding title to the Marks.  The License Agreement created a mere paper obligation, the payment of which could not be supported as an ordinary or necessary business expense.  

C. The Commissioner Properly Exercised His Authority Under G.L. c. 63, § 39A.

The Board also found that the Commissioner properly disallowed Syms’ deductions for royalty payments pursuant to his statutory authority granted by G.L. c. 63, § 39A, which provides that :

The net income of a foreign corporation which is a subsidiary of another corporation or closely affiliated therewith by stock ownership shall be determined by eliminating all payments to the parent corporation or affiliated corporation in excess of fair value, and by including fair compensation to such foreign corporation for all commodities sold to or services performed for the parent corporation or affiliated corporations. 

The purpose of § 39A is to prevent a foreign corporation from depressing its taxable income by entering into non-arm’s length transactions with its affiliated corporations.  See Polaroid Corp. v. Commissioner, 393 Mass. 490 (1984), Chateau deVille, Inc. v. Commissioner of Revenue, 11 Mass. App. Tax Bd. Rep. 102 (1989).  As such, the Supreme Judicial Court has found that § 39A has a “broad remedial purpose” and was intended to remedy “tax evasion” by means of inter-corporate transactions.  Commissioner of Revenue v. AMI Woodbroke, 418 Mass. 92, 96-97 (citing Polariod, 393 Mass. 490).  

Pursuant to § 39A, the Commissioner had the authority, indeed the mandate, to adjust the taxable income of Syms.  First, the Board found that § 39A explicitly applied to the Commissioner’s adjustment of the income of Syms, because § 39A enables the Commissioner to adjust the taxable income of a foreign corporation which is “closely affiliated” with another foreign corporation “by stock ownership.”  See Shewin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 512.  As the outright owner of one hundred percent of the stock of SYL, Syms was “closely affiliated” with its subsidiary “by stock ownership.”  

The Commissioner had the authority to adjust the taxable income of Syms, both “by eliminating all payments to the parent corporation or affiliated corporations in excess of fair value,” and by allowing deductions that represented “fair compensation” to its wholly-owned subsidiary for the commodities and services it had provided.  The Commissioner could have properly eliminated the royalty payments completely, either because they exceeded fair value or because they exceeded “fair compensation” for any commodities provided or services performed for Syms. Id.

As recognized by the Supreme Judicial Court, “the first sentence of § 39A mandates correction of the consequences of non-arm’s length transactions.”  Polaroid, 393 Mass. at 497.  The Board found that the transfer and license-back transaction between Syms and its wholly-owned subsidiary was not an arm’s length transaction.  If the subsidiary was truly independent, it could have licensed the Marks to whomever would pay it the highest royalty rates without any consideration of whether the business of Syms was destroyed, so long as the licensing enriched it.  There was never a question that the Marks would be licensed back to Syms, as the very existence of Syms depended upon the use of its Marks.  Acting reasonably, the parent would never have divested control of the Marks, for doing so would have been “tantamount to corporate suicide.”  Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 513.

Furthermore, SYL had no real control over the predetermined arrangement.  The officers and board of directors of SYL were intertwined with those of Syms.  In fact, the highest-ranking officers and directors of Syms, Mr. Syms, Ms. Syms and Mr. Diamond, were also officers and comprised the majority of directors of SYL.  Given the presence of overlapping officers and directors of Syms and SYL, and the strict control which Syms as sole shareholder retained over its subsidiary, the Board found that Syms entered the transaction not at arm’s length but with the assumed guarantee that it would be able to license-back the Marks and maintain unfettered control over the Marks.

The fact that Syms as licensee had created its own obligation to pay for the use of these Marks, and yet retained responsibility for maintaining and enhancing the Marks, demonstrated further that the royalty rates were not the result of arm’s length bargaining.  An arm’s length price would have considered the user’s expenses of maintaining and enhancing the value of the Marks in establishing the royalty rate.  See Burnham, 1997 WL 413931 at *21.  In addition, the royalty rates were set according to sales of Syms products to which the Marks related.  Syms produced no evidence to demonstrate that SYL tracked these sales itself rather than relied on Syms as the licensee to provide such information to it.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 515.  Moreover, by retaining control, along with Syms Advertising, over the advertising and marketing of these products, Syms retained the power to increase its royalty rates so as to increase its tax deductions.

Two additional facts constituted compelling evidence that the subject transaction was not at arm’s length.  First, as explained in the Findings, Syms took deductions for royalty expenses before SYL was even in existence and before the transfer of its Marks to SYL was legally accomplished.  The Board, therefore, found that the transaction was not at arm’s length, because an independent third-party licensee would not have paid royalties attributable to the time during which it still owned the Marks outright and the licensor was not yet in existence.  As the Tax Court found in Medieval Attractions N.V. v. Commissioner, T.C. Memo. 1996-455, “[the licensee corporation] had no reason to compensate [the licensor corporation].  If [the licensor] and [the licensee] had not been related, [the licensee] would not have agreed to compensate [the licensor] for the use of an intangible that was not yet developed and that [the licensor] did not own.” 

Second, Syms made only one annual disbursement to SYL for its royalty payment.  The Board found that this payment arrangement, suggested by Mr. Diamond as a director and officer of both Syms and SYL, and then approved by other interlocking officers and directors, was for the convenience of Syms, as opposed to SYL.  This payment arrangement was yet another indication of the non-arm’s length nature of the transaction between Syms and SYL, its wholly-owned subsidiary.  

The Supreme Judicial Court has noted that § 39A, while not granting the identical powers, is “a similar taxing provision” to Code § 482.  AMI Woodbroke, 418 Mass at 96.  Code § 482 is a remedial provision intended to prevent the artificial shifting of income and expenses among a controlled group of corporations. See Central Cuba Sugar Co. v. Commissioner, 198 F.2d 214 (2d Cir.), cert. denied, 344 U.S. 874 (1952).  The purpose of Code § 482 is “to place a controlled taxpayer on a tax parity with an uncontrolled taxpayer . . . . The standard to be applied in every case is that of an uncontrolled taxpayer dealing at arm’s length with an uncontrolled taxpayer.”  Treas.Reg.Sec. 1.482-1(b). 

The Board finds that, as a provision analogous to Code § 482, § 39A by its terms is likewise intended to prevent the artificial shifting of income and expenses between a corporation and its foreign subsidiary.         See ChateaudeVille, 11 Mass.App.Tax Bd.Rep. At 106. The Commissioner’s elimination of the deduction for royalty expenses was necessary to prevent the distortion of income caused by the assignment of income by Syms to its wholly-owned subsidiary.  

Syms retained control over the Marks and continued to provide their economic augmentation.  Futhermore, Syms’ rights and responsibilities as to the Marks did not change after the transfer to SYL.  The Board found that Syms remained the true owner of the Marks; the subsidiary received mere paper title.  Syms could not properly deduct expenses paid for the use of the Marks that it continued to control.  As the true owner of the “tree” (the Marks), Syms could not for tax purposes assign to its subsidiary the “fruit” (the royalties) harvested from the tree.  See Helvering v. Horst, 311 U.S. 112 (1940).  This would be a violation of the assignment of income principle.  See, e.g., Lucas v. Earl, 281 U.S. 111 (1930). 

In addition, the Commissioner had the power under § 39A to adjust the taxable income of Syms, because the deduction by Syms of royalty payments resulted in a mismatch of income and expenses.  Syms incurred substantial expense to develop its goodwill and the value of its trademarks over the course of its business prior to the transfer of the Marks.  After deducting the expenses for developing the Marks, Syms has attempted to shift the income from those Marks to SYL.  Accordingly, the present appeals are analogous to those cases involving the transfer of mature crops in which the transferor attempted to deduct the expenses of producing the crop and the transferee reported the income.  See Rooney v. United States, 305 F.2d 681 (9th Cir. 1962)(Commissioner empowered to correct distortion of income resulting from incorporation of farm business after substantial expenses incurred but before realization of income from annual crop); see also, Central Cuba Sugar, supra. 

In addition, Syms was attempting to deduct twice for the privilege of using the Marks, first, by deducting its advertising and other expenses to develop and maintain the value of the Marks and, second, by deducting the royalty payments for use of those same Marks.  The Board found that this attempt to deduct twice for the use of the Marks was further proof of the distortion of income caused by the transfer and license-back transaction. 

Syms’ valuation studies, the Financial Appraisal Report, the Deloitte & Touche analysis and the Wetzler Report, failed to persuade the Board that the transfer and license-back transaction between these affiliated corporations was conducted at arm’s length.  First, the Board found fault with the reports’ basic assumption, under the “freedom from royalty” approach, that some royalty must be paid by Syms for the use of the Marks.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 518-19.  The reports failed to account for the fact that the transfer at issue was from a parent to its wholly-owned subsidiary and that the transferor/parent continued to expend substantial sums for the maintenance and enhancement of the Marks after the transfer.  In addition, the taxpayer failed to establish that its subsidiary had performed any service which added value to the Marks for which it should be compensated.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 519.  

The Board also found that the Deloitte & Touche analysis was flawed because it failed to conduct a proper study of which entity was the “least complex,” and therefore the proper “tested party.”  The Deloitte & Touche analysis, upon which the Wetzler Report relied, merely assumed that the parent would be “the least complex” by virtue of its having disposed of its intangibles, the Marks, to its wholly-owned subsidiary.  This report thus failed to persuade the Board that unrelated corporations would have entered into this same transaction dealing with each other at arm’s length.  See Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 520-21. 

Moreover, the Deloitte & Touche Analysis’ use of the “comparable profits” method failed to persuade the Board that the transaction complied with § 39A.  As described in the Regulations promulgated under Code § 482, the “comparable profits” method evaluates whether the amount charged in a controlled transaction is arm’s length, based on the level of profitability that uncontrolled taxpayers would have derived engaging in similar business transactions under similar circumstances.  However, the applicable Massachusetts legal analysis, pursuant to § 39A, is whether the Commissioner was authorized to eliminate deductions because they were “in excess of fair value.”  G.L. c. 63, § 39A.  Therefore, the Deloitte & Touche Analysis, which measured the profitability of Syms, failed to persuade the Board that the transfer and license-back transaction was at arm’s length pursuant to § 39A, because the analysis did not measure whether the payments by Syms were “in excess of fair value” or represented “fair compensation” to SYL for the services performed for Syms.

The Board additionally found that the Financial Appraisal Report, which was not completed until ten months after the date of the licensing agreement, merely attempted to justify, after the fact, the royalty rate already established by Syms and “agreed to” by its wholly-owned subsidiary. 

D. Disallowance of Deductions for Royalty Payments Did Not Result in Unitary Assessment

With respect to the taxpayer’s argument that the disallowance of the deductions for royalty payments constituted a unitary assessment, the Board rejected this argument.  The “unitary business approach” has been described by the Supreme Judicial Court as a state “combining the income of all affiliated corporations” in determining the portion of income attributable to that state. Polaroid, 393 Mass. at 492 (citing, inter alia, Container Corp. of America v. Franchise Tax Bd., 463 U.S. 159 (1983)).  It does not involve the mere disallowance of a deduction which is not justifiable under the facts of a particular transaction.  “No constitutional principles are infringed upon by the disallowance of the deductions at issue in [these] appeal[s].”  Sherwin-Williams, 2000 Mass. A.T.B. Adv. Sh. at 524-25.  Moreover, the Board found that the Commissioner’s assessment against Syms did not constitute a unitary assessment because Syms was affiliated with multiple entities, not just SYL.  As the Supreme Judicial Court has found, “[t]he unitary method combines net income from all businesses in the unitary group . . . all members in the unitary group are included in the statutory apportionment formula.”  Gillette Company v. Commissioner of Revenue, 425 Mass. 670, 674 (1997). Not only did the disallowance of deductions for royalty payments not constitute an inclusion of all of the income of SYL into the income of Syms, but this assessment also failed to include the income of the three other wholly-owned subsidiaries of Syms.

III.
PENALTIES

Finally, the Board found that the Commissioner exercised proper discretion in refusing to abate penalties associated with the taxpayer’s deficiencies.  Syms failed to show that the penalties were improperly calculated or applied.  G.L. c. 62C, § 33, subsection (f), provides for a waiver or abatement of penalties “[i]f it is shown that any failure to file a return or to pay a tax in a timely manner is due to reasonable cause and not due to willful neglect.”  Massachusetts cases defining “reasonable cause” and “willful neglect” in this context hold that “at a minimum the taxpayer must show that he exercised the degree of care that an ordinary taxpayer in his position would have exercised.”  Commissioner of Revenue v. Wells Yachts South, Inc., 406 Mass. 661, 665 (1990).  The Board has found that “[t]he taxpayer exercises ‘ordinary business care and prudence’ when he selects a competent tax expert to provide an opinion on a tax matter, makes all relevant facts and papers available to him, and then relies on his opinion with respect to the tax matter in question.”  Samia v. Commissioner of Revenue, 15 Mass. App. Tax Bd. Rep. 73, 78 (1993) (citing Rohrabaugh v. U.S., 611 F.2d 211 (7th Cir. 1979), Haywood Lumber & Mining Co. v. Commissioner, 178 F.2d 769, 771 (2nd Cir. 1950)). 

Syms failed to seek advice from a competent tax professional, even though its principal officers understood the risks inherent in the aggressive tax plan they pursued. 

Those risks were realized when Syms’ returns were audited and the royalty deductions disallowed by the Commissioner.  Accordingly, the Board found that the Commissioner exercised proper discretion in refusing to abate the penalties assessed against Syms. 

Accordingly, on the basis of the foregoing, the Board issued decisions for the appellee in these appeals.

THE APPELLATE TAX BOARD


  By:____________________________






     Abigail A. Burns, Chairman

A true copy:

Attest: _____________________


    Clerk of the Board
� The cover letter from Financial’s president, Jay M. Fishman, included with the appraisal sent to Mr. Diamond, was dated April 28, 1987.  The Board thus found that Syms did not receive the Financial appraisal until sometime on or after April 28, 1987.


�  Although Syms failed to establish the respective contributions of Syms and Syms Advertising toward the cost of advertising, there was no evidence suggesting that SYL became responsible for these costs, or that responsibility for advertising decisions or costs otherwise changed after the transfer of the Marks to SYL.


�   As previously discussed, advertising costs associated with the Marks continued to be paid by Syms and Syms Advertising, another wholly-owned subsidiary of Syms. 


�   The Commissioner did not challenge the validity of SYL as a separate corporate entity for tax purposes.


�   The Code provides a deduction for dividends received by a corporation which is a member of the same affiliated group as the corporation distributing the dividend. See Code § 243.  The Board notes that, because Syms directly owned one hundred percent of SYL, Syms would receive a one hundred percent deduction for dividends received from SYL, its subsidiary.


�   Code § 332 provides for the nonrecognition of income received by a parent corporation upon the liquidation of a subsidiary in which the parent owns at least an eighty-percent interest.  The Board noted that Code § 332 would apply to Syms if it were to liquidate SYL, because Syms owned more than eighty percent of SYL.
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