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UNITED STATES DISTRICT COURT
DISTRICT OF MASSACHUSETTS

CIVIL ACTION NO. 09-11043GAO

SANTANDER HOLDINGS WA, INC. & SUBSIDIARES,
Plaintiff,

V.
UNITED STATES OF AMRRICA,

Defendant.

OPINION AND ORDER
July 17, 2018

O'TOOLE, D.J.

The plaintiff, Santander Holdings USA, Inc., formerly known as Sovereign Bancorp, Inc.
(“Sovereign”),filed this suitto recoverapproximately $234 million in federtdxes, penalties, and
interest thatvere assessed and collected by the Internal Revenue SEHRiSE) in connection
with Sovereign’s “Structured Trust Advantaged Repackaged Securities” (“S’)Af@B8saction
Becausehe facts of this case and the details of the STARS transactive been described in
other opinions related to this litigatioere is naneed tarepeat them hereFamiliarity with the
general outline of the parties’ dispusepresumed.

In what is now the controlling decision, the Court of Appealscludedhat theSTARS
Trust transaction wagprofitlessand that it wasshaped solely by taavoidance features and

thereforelacked economic substance. Accordingly, the court concludedbtvareigrs claims

! SeeSantander Holdings USA, Inc. v. United Stai®antander Holdings844 F.3d 1519 (1st

Cir. 2016) cert. deniedsub nom Santander Holdings USA, Inc., & Subsidiaries v. United States
137 S. Ct. 22952017); Santander Holdings USA, Inc. v. United Sta{8antander )| 144 F.
Supp. 3d 239, 2441 (D. Mass. 2015); Santander Holdings USA, Inc. v. United S{&sdander

), 977 F. Supp. 2d 46, 47-49 (D. Mass. 2013).
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for credits under I.R.C. 8 901 fdne U.K. taxes it paids a consequence of thaeusttransaction

were properly disllowed by thedRS. Santander Holdings8844 F.3d at 2126. After appeal, he

case was remanded “for a trial limited to the penalties is§iedgmentt 1, Dec. 16, 2016 (dkt.
no. 303).) Upon remand, Sovereigasmovedfor summary judgmendn two distinct issue3.he
first seeksa ruling that “as a matter of law, Sovereign cannot be subject.tonegligence or
substantial understatement penalties.” PMot. for Summ.J. Regarding Penaltiek (dkt. no.
320)) The secondeeksa deterrmation that “Sovereign is entitled to a deduction for the U.K.
taxes it paid in connection with the STARS transaction.”gJRlot. for Summ.J. Regarding
Deduction for Foreign Tax Expende(dkt. no. 322.) The parties briefed the issues thoroughly
and wee heard at oral argument.

L. Summary Judgment Regarding Penalties

In 2008 the IRS disallowedoreign tax credits and interest experdeductions that
Sovereign claimedith respect tahe STARS transactidor the taxable years 2003 through 2005
In additon, it imposedtiwo accuracyrelatedpenalties orthe resulting tax underpaymefotr (1)
negligence or disregard of rules or regulatiohR.C. § 6662(b)(1),and (2) substantl
understatement of income tad, 8 6662(b)(2)The assessment of either of these-nomulative
penalties would require Sovereign to pay an additianenty percentof the amount of
underpaymendf taxes Treas. Reg8 1.6662-2(c). Sovereign novargues howeverthat it cannot
be liable foreither penaltypecause it &g as a matter of lavgatisfied thecriteria for recognized
defenseso the assessment of the penalties

Toavoid liability for thenegligence penaltytaxpayer must shothat ithad a “reasonable
basis” for the return position that resulted in the understatetdeftl.6662-3(b)(1).“Reasonable

basis is a relatively high standardequiing a taxpayer to showbased on one or more of the



acceptablewuthorities enumerated ingffreasury egulations’ that its return position was more
than merely arguable or colorabld. § 1.6662-3(b)(3). Defending the substantial understatement
penalty is more difficult. It requires the taxpayer to show that there Wees aireasonable basi
for thechosertax treatmenthatthe taxpayehad“adequately disclosed” to the IRS, or “substantial
authority” to supportthe taxpayer’'seturn position that resulted in the understatemdrtC. §
6662(d)(2)(B). ‘Substantial authorityis an objectie standard that is higher tharfreasonable
basis and is satisfied “if the weight of the [enumerated] authorities supportingethientnt is
substantial in relation to the weight of [such] authorities supporting contesayrent."Treas.
Reg.§ 1.66624(d)(3)(i).2

Courts have generally held, and the government now arthashereis no reasonable
basis, and no authority, substantial or otherwise, to supjgtaim for a credit or deduction for a

transactiorthat lacks economic substanceuch as the TrugtansactionSeeSalem Fin., Inc. v.

United States112 Fed. CI. 543, 593 (2013ff'd in part, rev’d in partand remanded’86 F.3d

932 (Fed. Cir. 2015)Stobie Creek Invs.LLC v. United States, 82 Fed. Cl. 636, 708

(2008) SantaMonica Pictures, LLC v. @mmissioner 89 T.C.M. (CCH) 1157, *10(qT.C.

2005) Long Term Capital Holdings v. United States, 330 F. Supp. 2d 122(20€onn.

2004),aff'd sub nomLong-Term Capital Holdings, LP v. United States, 150 F. App’x 40 (2d Cir.

2005).This generapropositionseens to followlogically from the application of the economic
substance doctrine, as it would mdk#e sense to allow a taxpayewhose transaction was

determined objectivelio lack economic substance notwithstandirghtecal compliance with the

2 These authorities include the tax code, treasury regulations, revenue rulings aadipgscéax
treaties, IRS notices or announcements, and case law, among others. Id. 41{EHRH).

3 Sovereign acknowledges thaeasonable cause and good faithay also be defense to both
understatement penaltidR.C. § 6664(c)(1), but recognizes that proof of that defense requires
proof of potentially disputed facts and so doesgnesently seekummary judgment otfnat issue.
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tax code and relevant authorities,teverthelesavoid the penalties associated wikie sham
transaction by relying on the same authorities thate rejected in the assessmenttlod

transaction’s economisubstanceSoveregn does not attempt to refute this gengmadposition,

but rather arguethat it should not applyn the present caseecause th€ourt of Appealsreated
“new law” when it determined that foreign tax paymeshisuld be regardess apretax expense
in assessinghe profitability ofthe Trust (Pl’s Memo. in Supp. of Mot. for Summ. BRegarding
Penalties 2 (dkt. no. 321)gn approachthat Sovereign argues was contrarythe decisions

in Compaqg Computer Corp. v. Commissioner, 277 F.3d 778 (5tl2@it.), andIES Industries,

Inc. v. United States?53 F.3d 350 (8th Cir2001),the only cases that haaddresed whether

foreign taxeshould be considered prer posttax items at that timéhat Sovereigrentered the
STARStransactionand filed the releva tax returns)The gist of Sovereign’s argument is that
the circuit’s ultimate holding, that the Trust transaction lacked economic sufystested on the
conclusion thatCompaq andlES were too factually distinguishable to provide controlling

guidance regarding the treatment of foreign tax expeBSsegander Holdings, 844 F.3d at-22,

n.11, whichwas in effect “new law,” and therefore should not trigger the broad general rule
foreclosing penalty defensékhis proposition underlies all dovereign’s present arguments.

The economisubstance of the Trugansaction wathecentralissue inthe circuitcourt’s
decision, andt wasresolved against SovereigAny disagreementthat Sovereignhadwith the
court’s decisionand any potential for relief from itncluding the presentontention thathe
decisioncreated new law” were extinguished by the denial®bvereign’etition for certiorari.
(SeeOrder, Jun. 26, 2017 (dkt. no. 313) (denying petition for writ of certiorari).)

Sovereign novargLes thait was reasonable to rely on tB@empaq andES cases because

they were the only appellate guidance at the time of the STARS triansacithe question gfre-



or posttax treatment of foreign taxes, afat that reason they are sufficient for defending the
understatement penaltieBut this misses thecircuit's point, which was that the factual
circumstances of the two prior cases were sufficiently different from TA&RS circumstances
that even at the time of the STARS transactidnwas unreasonable to rely on them as

guidanceSeeSantander Holding844 F.3d at 24 n.11n other wordsthe questionvhether there

was a “reasonable basis” for Sovereign’s relianc€@mpaqg andES hasalready been determined
adversely to Sovereign by the circuit’s opinion.

Sovereign is1ot entitled to judgement as a matter of law thaad a reasonable bass
or substantiabuthorityin support of its reporting positioregarding thepre-tax accounting for
foreign taxes paid.

1. Summary Judgment Regarding Deduction for Foreign Tax Expense

Sovereign next argues that it is entitlecekpensaleductions under I.R.C. § 164 for the
U.K. taxes paidon the Trust transaction notwithstanding the denial of credits forole same
expenses under § 901. It claims that tireuit's decision regarding the transactisdack of
economic substance was confinedMimat was directly and formally at issue, foreign taxditse
under8 901, and that the language of § 164 establishes congressional intent texgvwse
deductionseven thoughcredits are disallowed othe underlying businesgransactions are
unprofitable.

A. Mandate Rule

As a preliminary mattethe governmenargueshat Sovereigrhaswaived any claim for
expensaleductiondy not presenting the issas an alternative argumeshiiringthe appealand
by failing to petitionfor rehearing after theircuit’s decision. Alternatively, itontendghat the

deduction claims wereimplicitly rejected by thecircuit’s ruling that the transaction lacked



substance and the judgmendisective“for a trial limited to the penalties issti¢Judgment at 1,
Dec. 16, 2016.)

“Under this circuit's faw of the case’ doctrine, the mandate ruleyith only a few
exceptions, forbids, among other things, a lower court from relitigating issuesdteadecided
by a higher court, whether explicitly or by reasonable implication, at an estdog of the same

case” de Jesudangual v. Rodriguez, 383 F.3d 1, 6 (1st Cir. 20@diptingMunicipality of San

Juan v. Rullan, 318 F.3d 26, 29 (1st Cir. 2003)).

In the present case, the issueegpensedeductionswvas not addressed by the Court of
Appeals either explicitly or implicitlyit is undisputed that the deductibility of Triak expenses
was notan issuespecifically addresselly either pant in the prior crossmotions for summary
judgmentin this court Ratherto the contrarySovereign expressly statadits motionand papes
that it was onlyseekingudgment onts refund claims that were asserteddaunts Ithroughlli
and VIl of the Amended Complaintot the alternativeclaims for a deductiorfCounts I\~
V). SeeSantander |1144 F. Supp. 3d at 24 n.1. When Sovereigmitially prevailedon the
refund claims, the alternative claims were superfluous and were termasatedot’ There is no
indication that those claims were the subject of any consideriattithe Court of Appealshe
reversal of the district court judgment in Sovereign’s favor effectivelyfiaallihe basis for the
prior mootness determinatiomhereis no reason to think that theo@t of Appeals intended its
remand order b silentio to preclude the “unmooting” of alternate claims once Sovereign’s
success on the mooting claims was reversed. It would seendatyexpansive application of the

mandate rule toead the judgment and mandate as precluding the consideration of untresl clai

4 They would not have been mooted by an alternate resolution of the refund claims muthis C
and they presumably would have been pressed by Sovereign.
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that werevalidly pled and were mooted only by reason of the plaintiffisal success orits
primary claims.

B. Deductions Under § 164

Sovereign’s claim for a deduction under 8§ 164 is really a dispute about the consequences
of the circuit’s conclusiothat the Trustransactionacked economic substandée parties agree
that tansactions lacking economic substance are generally disregarded for tax

purposesSeeGregoryv. Helvering 293 U.S. 465470 (1935)Salem Fin., Inc. v. United States

786 F.3d 932942, 95455 (Fed. Cir. 2015)Klamath Strategic Inv. Fund ex rel. St. Croix Ventures

v. United States, 568 F.3d 537, 38¢h Cir. 2009)But they disagree on the exterithe disregard.

The government contends thtnsactions lacking substance are disregarded for all tax purposes,
which, if true, would bar Sovereign’s present claim @xpensaleductionswhereasSovereign
claimsthat such transactions are only disregarded for the purposes of the partididarcfabe
tax codeunderwhich therejectedtax benefitwassought In otherwords, Sovereign arguethat
the economic substance doctris@ sectiorspecific inquiry thamust be applied separatdédgsed
on the language and purposesathsectionof the tax codelf true, the Trust'slack of substance
under8 901would nothave the effect of precludingfrom receivingthe benefitoof a deduction
under § 164.

Sovereign does not cite persuasive authority in support of this approach, nor does it
successfullydistinguish any of the case lagited by the government to the contraBee,
e.qg, Salem 786 F.3dat 942 (“Under this doctrine, we disregard the tax consequences of
transactions that comply with the literal terms of the tax code, buthedass lack ecwmic

reality.” (quoting Stobie Creek 608 F.3d at 137%) Klamath 568 F.3d at 549 [YW]hen a

transaction is disregarded for lack of economic substance, deductions for costs expended in



furtherance of the transaction are prohihifedwinn-Dixie Stores, Inc. v. @mmissioner 113

T.C. 254, 279 (1999}“A transaction that lacks substance is not recognized for Federal tax
purposes), aff'd, 254 F.3d 1313 (11th Cir. 2001).

Sovereigninstead claimshat close analysis of the Court of Appeals opinion in this case
supports a conclusion that the court was applyngectiorspecific approachit cites various
statemerd by thecircuit court that it says show that the court was conducting a narrow analysis

pertinent only to the question of disallowing a foreign tax cré&dg#Santander Holdings, 844 F.3d

at23 (‘The STARS Trust transaction itself does not have a reasonable prospect of erpabifit
without considering thdoreign tax credits, and, as aesult, it is not a transaction for which
Congress intended to give the benefit of the foreign tax crddimphasis addeq)id. (“Most
importantly, we agree with the Federal Circuit that the Trust transactiorfitbess) and that it is
‘not the type of transaction Congress intended to promotetieatforeign tax credit system.”
(emphasis addedtitation omitted); id. at 24 (“Accordingly, we conclude both that the STARS
Trust transaction had no objective A economic benefit and that Congrassgreating the
foreign tax credit regime, did not intend that it would cover this type of generated transdction.
(emphasis addejf)id. at 25 (“The Trust transaction did not advance the Tax Goohterest in
providing foreign tax credits in order to encourage business abroad or in avoiding dratbant
(emphasis added)So, the argument goes, thesgecificreferences would not have been necessary
if the economic substance analysisrenot a section specifinquiry anchored to théanguage
andpurposeof particular sections of the cadehereforethe specific referencgsovethat a lack

of economicsubstancenustbe shown on a secti@pecific basis and the deductibility of taxes as

an expense is an open question in the case, not foreclosed by the circuit’s decision.



However,there are also broader statemdngsthe Court of Appeals about the tax code
generally tlat count againssovereigrs proposednference. For example:

[W]hen a transactionis one designed to produce tax gains . . . not real ,§ains
[Dewees v. @Gmmissioner 870 F.2d 21, 31{1st Cir. 1989)}—such as when the
challenged transaction has no prospect fortgxeprofit—then it is an act of tax
evasion that, even if technically compliant, lies outside of the intent dai€ode

and so lacks economic substance.

Santander Holdings, 844 F.3d2&(emphasis addedDther cases have similarly spoken broadly

about the tax code as a whole in describing cbesequencesf the economic substance

doctrine._®e, e.g.Coltec Indus., Inc. v. United State$54 F.3d 1340, 1352 (Fed. Cir. 2006)

(“Over the last seventy years, the economic substance doctrine has requiredddigyeipartax
purposes, transactions that comply with the literal terms of the tax code but lack iconom

reality.”); ACM P’ship v. Commissioner, 157 F.3d 231, 261 (3d Cir. 1998)](transactiorthat

lacks economic substancgrhply is not recognized for federal taxation purposes, for better or for
worse,’and we are not aware of any cases applying the economic substance deleciineeky
to recognize the consequences of a taxpayactions for some tax purposes but not others.

(quotingLerman v. Commissioner, 939 F.2d 44, 45 (3d Cir. 199U)ited States v. WexleB1

F.3d 117, 122 (3d Cir. 1994)Where a transaction has no substance other than to create
deductions, the traastionis disregarded for tax purposes.Thebroader proposition appears to
be the one generally acceptediransaction’s lack of economic substarscbroadly fatal to tax
benefits that arise only because of the condemned contrivance.

Sovereign is not entitled to a ruling that the lack of economic substance ruling that is now
the law of this case is confined to the specific context of the foreign tdit arel does not also

bar the deduction of expenses under § 164.



1. Conclusion
For the reasonstated Sovereign’s Motion for Summary Judgment Regarding Penalties
(dkt. no. 320) and Motion for Summary Judgment Regarding Deduction for Foreign Tax &xpens
(dkt. no. 322) ar®ENIED.
It is SO ORDERED.

/sl George A. O’'Toole, Jr.
United States District Judge
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