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G M Trading Corporation ("G M") surrendered $600, 000 worth
of Mexican national debt to the Mexican governnent and received
approximately 1.7 billion pesos restricted to the construction of
a plant in Mexico. The Tax Court found that G M recognized
$410, 000 of gain. Concluding, to the contrary, that the pesos
received in exchange for the debt extinguishnent were worth
$600, 000, and the balance of the value received constituted a
nont axabl e contribution to capital, we reverse and render judgnent
for the taxpayer.

| .
A

Inthe | ate 1980's, the Mexi can governnment mai ntai ned a policy
designed to encourage foreign investnent and to decrease the
out st andi ng bal ance of its foreign-currency-denom nated debt (the
"Progrant). The Programhad many di fferent incarnations; we need

consi der only one.



Under "Mecanisnmo No. 4," a foreign corporation would purchase
forei gn-currency denom nated debt from a bank and surrender that
debt to the Mexican governnent. For its part, the Mexican
governnment woul d grant a certain nunber of pesos to a new Mexican
subsidiary of the foreign corporation. Usually, these pesos would
be restricted to uses benefiting the Mexican econony. The stock
that the foreign corporation received would be subject to
restrictions on transfer and divi dends.

The nunber of pesos granted was determ ned by a set fornula.
Mexi co paid the face anmount of the debt retired, discounted by 0%
to 25% Because Mexico was not making interest or principal
paynments at the tine, the market discount on the debt always was
hi gher than 25%

The particul ar anount of the di scount was cal cul at ed "upon t he
percei ved benefit of each proposed investnent to the Mexican
econony. " Specifically, the Mexican governnent desired to
encourage foreign investnent, high-technol ogy busi nesses, and hi gh
export pr oducti on. A 100% foreign investor formng a
hi gh-technol ogy busi ness exporting at |east 80% of its production
woul d receive a 5% di scount.

B
G M?! is a Texas corporation engaged in the processing of
sheep skins. In 1987, GM was interested in locating a plant in
Acufia, Mexico, and contacted the Mexican governnent about

participating in the Program The Mexi can governnent approved

"G M" stands for General Merchandi se. It not related to
Ceneral Motors Corporation.



G M's proposal and, in Novenber 1987, the follow ng transaction
(the "Transaction") occurred:

1) For $600,000, G M purchased U. S. -dollar-denom nated
Mexi can debt bearing a face val ue of $1, 200, 000 from a Dutch bank.
The fair market value of this debt at the tine was $600,000. G M
al so incurred fees and costs totaling $34, 000.

2) G M caused that debt to be surrendered to the Mxican
gover nnment .

3) The Mexi can government tendered to Procesos G M de Mxi co,
S.A de CV. ("Procesos"), a subsidiary of G M, 1,736,694, 000
pesos restricted to the construction of a sheep skin processing
pl ant in Acufa. The anmount of 1,736,694, 000 unrestricted pesos
woul d have had a fair market value of $1, 044, 000.°2

These pesos were highly restricted. They could be used only

2G M urges that we apply the step transaction doctrine and
recharacterize the Transaction. Specifically, GM urges that we
treat G M as having contributed $600, 000 to Procesos and Procesos
havi ng purchased the restricted pesos fromthe Mexi can governnent.
We nust reject this suggestion.

The step transaction doctrine allows the disregard of
steps that have no substance. See Esmark, Inc. .
Comm ssioner, 90 T.C 171, 195, 1988 W. 5887 (1988) (stating
that the doctrine mandates ignoring "nmeaningless or
unnecessary steps"), aff'd nem, 886 F.2d 1318 (7th G r. 1989)
(table). It does not allow the invention of steps that did
not happen. See G ove v. Conm ssioner, 490 F.2d 241, 247-48
(2d Cir.1973) (quoting Sheppard v. United States, 176 C.C .
244, 361 F.2d 972, 978 (1966) (per curiam); Esmark, 90 T.C.
at 196 ("This recharacterization does not sinply conbine
steps; it invents newones. Courts have refused to apply the
step-transaction doctrine in this manner.").

The record unanbi guously shows that G M paid $600, 000 to
t he bank, and Procesos never had possession of that noney. It
is ironic that GM argues that the substance of the
Transaction was that Procesos made an exchange with the
Mexi can governnent, when Procesos would not have existed
absent the transaction.



for the purchase of |and and the construction and outfitting of an
i ndustrial plant in Acufia. The Mexican governnent controlled the
pesos and paid themto vendors directly.

The identity of those vendors also was restricted greatly.
For exanple, Procesos had to enploy Mexican conpanies and use
Mexi can goods and services in constructing the plant. Procesos
coul d purchase land only frompersons willing to reinvest the sale
proceeds in México. Until use, the pesos bore interest at the rate
for treasury certificates. The interest, unlike the principal, was
not restricted.

GM's stock in Procesos was subject to additional
restrictions. GM could not transfer the stock to a non-Mexican
entity until 1998. The stock could not be redeened on a basis nore
favorabl e than the anortization of the debt surrendered. Wth a
m nor exception, the stock could not pay guaranteed dividends
"irrespective of earnings and profits.” Finally, the stock could
not be converted into stock that did not contain these
restrictions.

C.

GM reported no taxable gain on the Transaction. The
Commi ssioner of Internal Revenue (the "Conm ssioner") determ ned
that GM recognized a gain of $601, 745% and issued a notice of
deficiency for that anount. G M petitioned the Tax Court for a

redet erm nati on

3The Conmi ssioner determined that GM realized $1, 200, 000
fromthe Transaction, paid $540, 000, and i ncurred costs of $58, 255.
It isdifficult to understand howthe Conm ssioner arrived at these
nunber s.



Before the court, the Conm ssioner argued that G M's gai n was
$1, 044,000 m nus $634, 000, or $410,000. G M continued to argue
that it had no taxable gain. The Tax Court adopted the
Comm ssioner's position. See GM Trading Corp. v. Conmm ssioner
103 T.C. 59, 1994 W 386151 (1994). The court granted rehearing
and then affirned its earlier opinion. See G M Trading Corp. V.
Comm ssi oner, 106 T.C. 257, 1996 W. 182279 (1996) (G M Trading |1
).

1.
A
We review the Tax Court's determ nations of |aw de novo and
its factual findings for clear error. See Bolding v. Conm ssi oner,
117 F.3d 270, 273 (5th Cr.1997). "A finding is "clearly
erroneous' when although there is evidence to support it, the
reviewing court on the entire evidence is left with the definite
and firm conviction that a m stake has been commtted." United
States v. United States Gypsum Co., 333 U S 364, 395, 68 S.Ct.
525, 542, 92 L.Ed. 746 (1948). Findings of fact influenced by an
erroneous viewof the laware entitled to no deference. See United
States v. Capote-Capote, 946 F.2d 1100, 1102 (5th Cr.1991).

The Conm ssi oner has pronul gated Rev. Rul. 87-124, 1987-2 C. B.
205, to govern debt-equity swaps wth foreign governnents.
According to this ruling, the taxpayer shoul d pay gain on the val ue
of the restricted foreign currency received mnus the anmount paid
for the debt and any col |l ateral expenses. The fair market val ue of
the restricted foreign currency is determned "by taking into

account all the facts and circunstances of the exchange."



This ruling inplicitly holds that no portion of the
debt-equity swap qualifies as a nontaxable contributionto capital.
The Tax Court arguably followed this ruling, although it determ ned
that the restrictions on the foreign currency did not lower its
value. As we wll explain, the Tax Court's ruling and Rev. Rul.
87-124 are erroneous as a matter of |aw.

B

Section 118(a) of the Internal Revenue Code states, "In the
case of a corporation, gross incone does not include any
contribution to the capital of the taxpayer." 26 U S.C. § 118(a).
This exclusion is not limted to contributions by a sharehol der;
it "applies to the value of |land or other property contributed to
a corporation by a governnental unit or by a civic group for the
purpose of inducing the corporation to locate its business in a
particular comunity...." 26 CF.R 8§ 1.118-1 (1996).

The test for determ ning whether a particular paynent is a
contribution to capital is "the intent or notive of the
transferor.” United States v. Chicago, Burlington & Quincy R R
412 U. S. 401, 411, 93 S. . 2169, 2175, 37 L.Ed.2d 30 (1973);
accord Deason v. Conm ssioner, 590 F.2d 1377, 1378 (5th Cr.1979).
Specifically, the contribution (1) nust becone a part of the
recipient's capital structure; (2) may not be conpensation for a
"specific, quantifiable service"; (3) nust be bargained for; (4)
must result in a benefit tothe recipient; and (5) ordinarily wll
contribute to the production of additional incone. Chi cago,
Burlington & Quincy RR, 412 U S. at 413, 93 S.Ct. at 2176.

The second prong is the only one contested by the



Comm ssioner. Part of the paynent by the Mexican governnment was in
exchange for extinguishing a portion of Mexico's debt. Thi s
portion was conpensation for a specific, quantifiable service and
does not qualify as a nontaxable contribution to capital.

Anot her part of the paynent was intended to induce GM to

invest in the Mexican econony. This is not a specific,
quantifiable service. A paynent to induce investnent is the
qui ntessenti al nontaxable contribution to capital. See Brown Shoe

Co. v. Comm ssioner, 339 U.S. 583, 591, 70 S.Ct. 820, 824, 94 L. Ed.
1081 (1950).

At first glance, the obvious solution is to bifurcate this
paynment into its constituent parts and tax G M on the val ue of the
restricted pesos received in exchange for extinguishing the debt
and exclude the bal ance from taxation. This solution, however,
assunmes that § 118(a) permts such bifurcation

C.
1

W are faced with three possible interpretations of § 118(a).
G M argues that 8 118(a) permts bifurcation. The Conm ssioner
and the Tax Court, on the other hand, argue that it does not,
al beit on different theories.

The Comm ssioner argues that the "dom nant purpose"” of the
entire transaction governs. I f inducenment to invest is the
dom nant purpose, the entire paynent, including portions paid for
services, constitutes a nontaxable contribution to capital. | f
paynment for services is the dom nant purpose, the entire paynent is

t axabl e.



The Tax Court, on the other hand, adopted an extrene "taint"
theory. It held that 8§ 118(a) was inapplicable unless the "only
benefit" received by the governnent was an indirect civil benefit.
GM Trading Il, 106 T.C. at 266 (quoting Federated Dep't Stores,
Inc. v. Comm ssioner, 51 T.C. 500, 519, 1968 W. 1414 (1968), aff'd,
426 F.2d 417 (6th Gr.1970)). In other words, the Tax Court held
that any anmount of direct services taints the entire transaction
and nakes 8 118(a) inapplicable.

2.

As al ways, we begin our investigation by exam ning the plain
| anguage of the statute. See o v. INS, 106 F.3d 680, 681 (5th
Cir.1997). Absent indications to the contrary, we assune that the
words in a statute carry their ordi nary neaning. See Pioneer |nv.
Servs. Co. v. Brunswick Assocs. Ltd. Partnership, 507 U S. 380,
388, 113 S. Ct. 1489, 1494-95, 123 L.Ed.2d 74 (1993). Wer e
possi ble, every word in a statute should be given neani ng. See
Nal | e v. Comm ssioner, 997 F.2d 1134, 1139 (5th Cr.1993). Section
118(a) states that "gross i ncone does not include any contribution
to the capital of the taxpayer.™

W find the use of the word "any" to be significant. See
Rekant v. Desser, 425 F.2d 872, 880 n. 15 (5th G r.1970) (relying
on the broad scope of the plain neaning of "any"). According to
the plain terns of the statute, anything that qualifies as a
contribution to capital is nontaxable. The statute nmandates
bi furcation by requiring that any, rather than sone, contributions
to capital be excluded fromincone.

The statute does not direct us to look at a nulti-part paynent



as a whole. Both the Comm ssioner's and the Tax Court's theories
require us to do so. As a result, both theories require the
inposition of taxation on contributions to capital. That 1is
pl ainly inconsistent wwth the statute.

3.

a.

This interpretation of § 118(a) is well supported by
precedent. In Concord Village, Inc. v. Conmm ssioner, 65 T.C 142,
1975 WL 3188 (1975), for exanple, the Tax Court bifurcated nonthly
carrying fees paid by tenants to a cooperative. The court held
that the portion of those fees that the cooperative placed in a
capital reserve fund was exenpt under § 118(a).*

The Conm ssioner counters that these nulti-part paynents
"consi sted of specific and ascertai nable dollar anpbunts that were
paid solely for a purpose within the scope of Section 118." This
was not nentioned as a requirenent in any of these cases and, in
fact, is not true. In each case, the transferor nade one,
non-separated paynent; it was the cooperative that divided it.

Furthernore, we note that the Conmm ssioner does not even
attenpt to distinguish Bear Valley Mut. Water Co. v. Riddell, 283
F. Supp. 949 (C.D. Cal.1968), aff'd, 427 F.2d 713 (9th GCir.1970) (per
curiam). In that case, sharehol ders pai d periodic assessnents and

received a free supply of water. These funds were mxed in with

‘See Concord Village, 65 T.C at 156; accord Canbridge
Apartnment Bl dg. Corp. v. Comm ssioner, 44 B.T. A 617, 618-19 (1941)
(reaching the sanme concl usi on under al nost identical facts, except
t hat the excl uded noney was used to retire the cooperative's debt);
Appeal of Paducah & I1l1l. RR, 2 B.T.A 1001, 1006-07 (1925)
(reaching the sanme result with a corporation owned by two
railroads).



general funds, which were used to pay both current and capita
expenses. Despite the inherent difficulty in allocation, the court
ordered the bifurcation of the paynents, opting to devise a formul a
for determning the proper division. See id. at 960; accord San
Antoni o Water Co. v. Riddell, 285 F. Supp. 297, 311 (C D. Cal. 1968),
aff'd, 427 F.2d 713 (9th Cr.1970) (per curiam

b.

By contrast, we have not found any support for either the
Commi ssioner's or the Tax Court's position. The precedent cited by
t he Comm ssioner in support of the "dom nant purpose" theory does
not do so.

In United Grocers, Ltd. v. United States, 308 F.2d 634 (9th
Cr.1962), nenbers of a buying cooperative were required to pay
annual dues, which the cooperative clainmed were contributions to
capital. The court disagreed, noting that the dom nant purpose for
payi ng dues was to qualify for the |ow price goods and services
supplied by the cooperative. See id. at 639. The court held, as
a matter of fact, that there was no i nvestment notive or desire to
benefit the community. See id. at 640. Wthout such a notive, no
part of the paynent qualified as a nontaxable contribution to
capital. Consequently, the court had no occasion to consider the
possibility of bifurcation.

Simlarly, in Putoma Corp. v. Comm ssioner, 601 F.2d 734, 751
(5th Gr.1979), we faced a single-part paynent, none of which was
for a specific service, and thus we had no opportunity to consider
the nerits of bifurcation. The only case cited by the Tax Court,

Federated Dep't Stores, Inc. v. Comm ssioner, 51 T.C. 500, 1968 W



1414 (1968), aff'd, 426 F.2d 417 (6th G r.1970), suffers the sane
infirmty.>®
4.

Finally, we note that the Comm ssioner's and Tax Court's
proposal s are bad policy. According to the Tax Court, if a conpany
receives $10 mllion to | ocate an office supply factory i n Houston
and agrees to supply city enployees with pencils, the entire $10
mllion is taxable. That result would force persons to refrain
fromeconom cal ly-efficient transactions.

The Comm ssioner's rule would be even worse. Under the
"dom nant purpose" test, if Houston paid the sane conpany $400, 000,
of which $199,999 was for office supplies and $200,001 was to
i nduce investnent, the entire anpbunt would be exenpt under 8§
118(a). This would allow for structuring opportunities that woul d
result in substantial underpaynent of taxes.

L1l
A

The Tax Court did not attenpt to determ ne what portion of the
restricted pesos was in exchange for debt extinguishnent and what
portion was for inducing investnent. Under other circunstances, we
m ght remand to the Tax Court to make that factual determ nation
On the state of the record before us, however, we need not renmand.

When property with a readily ascertai nabl e val ue i s exchanged

°The Federated court stated that 8§ 118(a) applies "where
contributors anticipate only the indirect benefit of 1increased

business.” 1d. at 519. Although this statenent appears to support
the Tax Court's theory, it is taken out of context. |In the context
of a single-part paynent, this is the correct standard. It does

not purport to informour treatnent of a nulti-part paynent.



for property without one, the latter property is presuned to be
equal in value to the fornmer. See United States v. Davis, 370 U. S.
65, 72, 82 S.Ct. 1190, 1194, 8 L.Ed.2d 335 (1962). This principle
of tax law has been reaffirmed many tinmes.® It reflects the common
sense notion that an asset's value is the price persons are wlling
to pay for it.
G M surrendered $600, 000 of debt to the Mexican governnment
i n exchange for a unknown anount of restricted pesos, each worth an
unknown anount. This was an arnms-length transaction with real
econom ¢ substance. Absent a readily-ascertainable value for the
anpunt and worth of the pesos exchanged for that debt
exti ngui shnent, we nust foll ow Davis and assune t hat val ue received
for $600, 000 of debt is, in fact, $600, 000.
B
W have examned the record carefully. The Conm ssi oner

presented consi derabl e evidence about the value of the full 1.7

6See, e.g., Keener v. Exxon Co., USA, 32 F.3d 127, 132 (4th

Cir.1994) ("An actual price, agreed to by a willing buyer and a
wlling seller, is the nost accurate gauge of the val ue the narket
pl aces on a good."); Dessauer v. Comm ssioner, 449 F.2d 562, 566
(8th Gr.1971); Bar L Ranch, Inc. v. Phinney, 426 F.2d 995, 1001
(5th CGr.1970); Pulliam v. Comm ssioner, 329 F.2d 97, 99 (10th
Cir.1964); see also United States v. Garber, 607 F.2d 92, 97 (5th
Cir.1979) (en banc) (assum ng, w thout deciding, the applicability
of Davis ); «cf. United States v. Cartwight, 411 U S. 546, 551,

93 S. . 1713, 1716, 36 L.Ed.2d 528 (1973) ("The wlling
buyer-willing seller test of fair market value is nearly as old as
the federal incone, estate, and gifts taxes thenselves. ")
McDonal d v. Conm ssioner, 764 F.2d 322, 329 (5th Cr. 1985) ("ve
express initially a strong disinclination to disturb the
established neaning of the term "fair market value' as it was
enunci ated by the Suprene Court in United States v. Cartwight

."). But cf. Mtchell v. Comm ssioner, 590 F.2d 312, 314 (9th
Gr. 1979) (cautioning that the Davis rule shoul d be applled only as
a |last resort).



billion restricted pesos.’ Such evidence is irrelevant in |light of
our determnation that a portion of those restricted pesos
constitutes a nontaxable contributionto capital. The Conmm ssioner
presented no evidence whatsoever regarding what portion of the
restricted pesos was in exchange for debt extinguishnent. As the
Comm ssioner stated in a brief before the Tax Court, "there is no
evidence in the record as to the proper allocation between these
segnents.”

On the basis of this record, we conclude that the portion of

The Tax Court found that a restricted peso is equal in value
to an unrestricted peso. In so finding, it decided that an
arns-1| engt h purchaser woul d pay the sane anount for a peso he could
use as he saw fit as he would pay for a peso in an account
controll ed by the Mexican governnent, that could be used only for
the construction of a plant in Acufa built wth Mexican goods and
services, and that would never be in the hands of the purchaser
because the Mexican governnent would pay the Mexican vendors
directly.

Al t hough t he Comm ssi oner present ed consi der abl e evi dence
about the effect of the restrictions on Procesos's stock, the
evi dence presented about the effect of the restrictions on the
pesos was thin. The Conm ssioner denonstrated that the
interest paid on the unrestricted pesos was not restricted,
but the Comm ssioner did not explain the significance of this
fact. The Conm ssioner also alleged, with absolutely no
factual support, that the restrictions on the pesos were
simlar to those usually placed on |oans and that GM would
have built the plant in Acufia (presumably, using only Mexican
| abor and products) in any event.

O her t han t hat anbi val ent i nformati on, t he
Comm ssioner's expert assunmed that the restricted pesos were
worth their face value, defending that assunption with this
statenent: "It seens to ne just obvious on its face that at
that cross-section of tinme, Procesos was in control of pesos
whose dol | ar val ue was equal to $1, 044,000." Considering that
it is wuncontested that Procesos never controlled the
restricted pesos, this is arenmarkable statenent. Although we
are at a loss to understand how the Tax Court cane to the
conclusion it did, we need not determ ne the proper val uation
of the restricted pesos, as a large portion of these pesos
constitutes a nontaxable contribution to capital.



the restricted pesos given in exchange for debt extinguishnent has
no readily ascertainable value.® Therefore, followi ng Davis and
its progeny, we decide that the portion of the restricted pesos
granted i n exchange for debt extingui shnent was worth what was paid
for it: $600, 000.

As the Tax Court once stated, "[t] he wearing of judicial robes
does not require that we take |eave of commobn sense."?® The
Comm ssioner would have us believe—despite a conplete |ack of
record evi dence—that the Mexi can governnment was unable to value its
own national debt and, therefore, paid substantially nore than its
fair market value. The Davis rule exists precisely to defeat such
sel f-serving and incredi ble assertions.

C.

In summary, G M surrendered to the Mexican governnent a debt
worth exactly $600, 000, for which it paid $600,000. As we have
found, the property received in exchange for this debt was worth

$600, 000. The excess value of that property properly is a

8W are uncertain which party has the burden of proof on this
point. See Leo P. Martinez, Tax Collection and Populist Rhetoric:
Shifting the Burden of Proof in Tax Cases, 39 HasTings L.J. 239, 258
(1988) (noting the confusion in the caselaw). Conpare Tax Cr. R
142(a) ("The burden of proof shall be upon the petitioner ....")
wth Carson v. United States, 560 F.2d 693, 696 (5th Cr.1977) ("In
a Tax Court deficiency proceeding, once the taxpayer has
established that the assessnment is erroneous, the burden shifts to
the governnent to prove the correct anount of any taxes owed.").
For purposes of this appeal, we assune arguendo that the burden of
proof remains with the taxpayer. Nonetheless, the | ack of evidence
in the record about the value of the portion of the restricted
pesos given in exchange for debt extinguishnent is, in and of
itself, strong evidence that those pesos had no readily
ascertainable value. G M has net its burden

Freytag v. Conmi ssioner, 89 T.C 849, 878, 1987 W. 45307
(1987), aff'd, 904 F.2d 1011 (5th G r.1990), aff'd, 501 U. S. 868,
111 S. . 2631, 115 L.Ed.2d 764 (1991).



nont axabl e contribution to capital under 8§ 118(a). Accordingly,
G M recognized no gain fromthe Transaction. 1

REVERSED and RENDERED.

G M's basis in the property it acquired as a contribution
to capital is zero. See 26 U S.C 8§ 362(c)(1l). Therefore, GM
presumably will pay taxes on the contribution when it sells or
i qui dates the factory.



