Office of Chief Counsel
Internal Revenue Service

memorandum

Number : 20042304F

Rel ease Dat e: 6/ 4/ 04

ulL: 9999. 98- 00

CC. LM RFPH: : POSTF- 135191- 02

date:

to. LMSB G oup
Attention: Revenue Agent

from: Associ ate Area Counsel (LMSB) Area 3 - Nashville

subject:

Advi sory Opi ni on

This responds to your request for advice regarding the
i ssues further described below. This also follows several
conversations between Revenue Agent , Team Manager
and the undersigned. These issues have been
reviewed by Associate Industry Counsel (Financial Products)
and his industry reviewers within the context of
this specific case. The Associate Industry Counsel agrees with
the rational e and concl usi ons contained herein. The concl usions
reached herein have al so been discussed informally with the
O fice of the Associate Chief Counsel (Financial Institutions and
Product s) .

| SSUES

1. Wether the taxpayer is entitled to exclude fromincone
a "sales discount” on its consolidated Form 1120 for the taxable
year ended in the anmount of $ (an amount
whi ch represents the difference between the exercise price and
the fair market value on the exercise date of warrants issued to
and exerci sed by , an unrelated entity
with which the taxpayer conducted business)?

2. If not, whether the taxpayer is entitled to deduct the
amount of $ as an ordinary and necessary business
expense under |.R C. 8§ 162?
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CONCLUSI ONS

1. The anount at issue does not constitute a "sales
di scount” and the taxpayer is thus not entitled to the clai nmed
excl usi on.

2. The clainmed deduction does not constitute an ordinary
and necessary expense under the provisions of I.R C. § 162(a).
We agree with the Exam nation Teamthat the anmount at issue
constitutes instead a capital expenditure which was incurred in
connection with taxpayer's acquisition of a contract with

and that the value thereof (as determ ned on

the date the warrants were exerci sed) should be anortized over a
period of ten years fromthe exercise date in accordance with the
provi sions of Treas. Reg. 8§ 1.167(a)- 14.

FACTS

The follow ng facts have been provided by the Exam nation
Team and with reference to various transactional docunents
supplied by the taxpayer. Only those facts necessary to permt
di scussion of the issue and resolution thereof are repeated
herein. The reader's attention is directed to the attached
Statenent of Facts provided by Revenue Agent for a
nore conpl ete discussion of the entities, the interrelationship
bet ween those parties, and the transactions invol ved.

(hereinafter referred to as "the
taxpayer") is a publicly traded corporation that provides a w de
spectrum of data products and support services to other
busi nesses, both within the United States and abroad. The return
at issue is a consolidated Form 1120 filed by the taxpayer for
t he peri od ended

based
in , provides to a broad
range of industries that
about their custoners.

In the early 1990's, allegedly in response to an extended
downturn in business and on the recommendati on of stock anal ysts,
t he taxpayer (nost of whose business prior to that tinme was
conducted on a project-by-project basis) sought to devel op | ong-
term"fixed revenue" relationships with its custonmers in an
attenpt to stabilize its income stream

Prior to : operated its own
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informati on data center near (the "Data Center"). Early
in , the taxpayer, purportedly in accordance with the above-
described pursuit of long-term"fixed revenue" rel ationshi ps,
appr oached , offering to operate the Data Center at a
cost to of approximately 90% of the anpunt that it
was costing to operate the center itself.

During spring and sumrer of , the taxpayer and

conduct ed negotiations regarding this proposed contract for
the operation of the Data Center. On t he taxpayer
and executed a docunent titled "Data Center
Managenment Agreenent”. This agreenent (hereinafter sonetines
referred to as "the contract") vested the taxpayer with the
authority to operate the Data Center. Certain tangible assets at
the Data Center were also transferred by to the
t axpayer as part of this agreenent.

I n accordance with the agreenent, agreed to turn
over the operation of the Data Center for an initial two and a
half year termwi th the option to extend the agreenent for an
addi tional seven and a half years. The option rested solely in

t he hands of . the taxpayer could not choose to
exercise this option and had no contractual right to influence

t he exercise of the option by . In return, the

t axpayer agreed to assune all existing equipnment |eases and to
acquire from all of the assets at the Data Center for
cash and shares of the taxpayer's comopn stock.?

Section of the Data Center Managenent Agreenent sets
forth the parties rights and obligations as of the closing date
thereof. |In accordance with the contract, the taxpayer agreed to
acquire all of right, title and interest in the

Data Center tangi ble property, assune all of

obl i gations under their licenses of third party technology and to
of fer enploynent to all enpl oyees of who were
currently working at the Data Center. In return,

agreed to license to the taxpayer certain technology, to lease to
the taxpayer the Data Center facilities, to assign to the

t axpayer certain Data Center vender services agreenents, and to
grant the taxpayer access to data relating to the
operation of the Data Center.

In accordance with the agreenent, the taxpayer al so agreed
to (a) performall of the duties and obligations of

! The warrants at issue were not part of this consideration,
nor is this initial transfer of stock a subject of the inquiry
di scussed herein.
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under the capital |eases, the operating | eases, the |licenses to

licensed third-party technol ogy, and all of the other assigned

and assuned agreenents; (b) to save, defend, indemify and hold
harm ess from and agai nst any cl ai ms and any | oss,

l[iability, damages and expenses in connection with the taxpayer's

assunption of duties and obligations; and (c) to pay or issue to
the foll ow ng:

(1) $ in cash payable in four installnents,

(2) shares of common stock deliverable at
cl osing, and

(3) to provide warrants to purchase an additi onal
shares of common st ock

The agreenent provided that the warrants coul d be exercised
at varying prices depending on the date of exercise. The
warrants limted ability to exercise its right to
obtain common stock; not nore than shares of

common stock could be purchased before (1)
delivered to its election to extend the alliance into the
extended term or (2) el ected to discontinue the
rel ati onship on account of a material default by

As nmentioned previously, the initial termof the Data Center
Managenent Agreenment was two and a half years. In return for the
services performed by the taxpayer during the initial term

agreed to pay the taxpayer a "Data Center Managenent Fee"
in the anmount of $ in monthly installnents. These fees
were subject to adjustnment dependi ng upon the actual cost
incurred by the taxpayer to operate the Data Center. The fee was
to be increased by a percentage of the amount by which any act ual
costs to operate the Data Center during the cal endar year
exceeded or was | ess than

At the end of the initial two and a half year term
, at its sole option, obtained the right to do any of the
fol |l ow ng:

(1) coul d exercise its right of
di sentangl enment (i.e., to end all contractual rel ati onshi ps
wi th the taxpayer);

(2) could elect to continue the agreenent in
full and extend the relationship with the taxpayer, in
whi ch case, was required to grant to the

t axpayer the responsibility to manage the Data Center and
to provide the other services provided for seven and one
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half years fromthe |ast day of the initial term or

(3) coul d exercise a right of "partia
di sentangl enent” for the extended term

I n accordance with the above-referenced contract,
al so granted to the option to purchase shares
of common stock. This agreenent, which was included in
the Data Center Managenent Agreenent, provided that
coul d not acquire nore than shares of the commopn stock
unl ess or until delivered to the taxpayer a notice of
its election to extend (either fully or partially) the
relationship with the taxpayer past the initial term

Pursuant to the ternms of the warrants thensel ves,

could exercise its right to purchase additional shares of
t he taxpayer's conmmon stock at varying prices, dependi ng upon (1)
the date of exercise, (2) whether el ected to extend
t he agreenent beyond the initial two and a half year term and
(3) per cent age of ownership of the outstanding
shares of the taxpayer's stock at the tinme of exercise. Wth
respect to the varying exercise prices, coul d
purchase the additional stock at $ per share if, and to the
extent, it exercised its right to purchase such shares, on or
before the end of business on the fifth anniversary of the
closing date of the Data Center Managenent Contract. The
exercise price increased on a yearly basis if el ect ed
prior to end of business on the sixth, seventh and the eighth
anni versary of the closing date.

ability to purchase additional stock of the
taxpayer was further limted by the percentage of outstanding

stock owned by it prior to exercise. |In particular,
was prohibited fromacquiring common stock that would
result in ownership of nore than 10% of the then

out standi ng shares of the taxpayer's common stock.

At the expiration of the first two and a half years of the

agr eenent, extended the agreenent for the renaining
seven and a half year period. Consequently, on :
advi sed of its intent to exercise its right t

pur chase additional conmon stock of the taxpayer pursuant to the
terms of the warrants.

ANALYSI S

Under certain circunstances, the value of stock warrants
granted in connection with the sale of goods or services may
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represent a sales discount or allowance incurred by the grantee.
See, Sun Mcrosystens, Inc. v. Conm ssioner, T.C Meno. 1993-467,
66 T.C.M [CCH 997 and Convergent Technologies, Inc. V.

Comm ssioner, T.C Meno. 1995-320, 70 T.C M [CCH 87. If so,

t hose anmounts are excluded fromgross sales in determ ning
income. The taxpayer in the instant case contends that the facts
surroundi ng the issuance of the warrants to IS

anal ogous to the facts involved in the above-referenced Tax Court
cases and thus concl udes that exclusion of the anmbunt at issue
shoul d be all owed, either under the rationale of those two cases
or as an ordinary and necessary deduction under I.R C. § 162.

The Exam nation Team on the other hand, points to rel evant
factual distinctions in contending that the warrants at issue do
not constitute a sales discount or allowance and thus cannot be
excluded fromgross incone. Mreover, the Team contends that the
anount at issue does not qualify for a deduction under section
162. We agree with the Exam nati on Team on both counts.

Both Sun M crosystens and Convergent Technol ogi es invol ved
situations where stock warrants were offered to custonmers as an
i ncentive to purchase the respective taxpayer's product. In both
situations, the custoners sold the warrants to a third party
shortly after they becane subject to exercise and the custoner
never becanme a shareholder in the taxpayer. Further, in each of
t hose cases, there existed a direct connection between the
warrants and the purchase price of the product. |In order to
qualify for the warrants, the custoner had to purchase a
significant anmount of the taxpayer's product (which the Court
found as a fact they would not have done absent issuance of the
warrants) and the actual terns of the warrant agreenents varied
according to the anmount of product purchased. Therefore, the
t axpayer's val ue was not enhanced by the issuance of the warrants
and the warrants |owered the overall cost of the product to the
purchaser. Finally, each respective Court found that, since the
purchase agreenents and the warrants were contained in two
separate witten agreenments, the warrants did not constitute
addi tional consideration for the purchase of the products.

Initially, we note that the instant case differs fromboth
Sun M crosystens and Convergent Technologies in that the warrants
at issue in the instant case were issued in connection primarily
with the "sale" of services, rather than tangi ble goods. Wile
services sold do not contain a traditional "cost of goods sold"
conponent as do tangible goods, it would still be appropriate to
exclude a true discount fromthe gross sales price reported on
the tax return of the service provider. See, e.g., Mix Sobel
Whol esal e Liquors v. Conm ssioner, 69 T.C. 477 (1977), aff'd 630
F. 2d 670 (9'" Gir. 1980), acq. 1982-2 C.B. 2 and Rev. Rul. 82-
149, 1982-2 C. B. 56. Thus, this distinction is of no
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consequence to our concl usion.

Determ nati on of whether the warrants at issue constitute a
sal es discount or allowance is fact intensive, requiring close
consideration of the specific facts involved and the relationship
of the parties to the transaction in the context of that
transacti on.

While the transactions at issue in the instant case bear a
surface relationship to the transactions involved in both Sun
M crosystens and Convergent Technol ogies, the true nature and
effect of those transactions differs such that a different
conclusion is warranted. Specifically, we have identified at
| east three aspects of this case which differ materially and
substantially fromthe facts of each of those cases. ( ose
anal ysis of the facts of the instant transaction in accordance
with these cases |eads to our conclusion that the issuance of the
warrants at issue clearly does not constitute a sal es di scount
and/or an allowance and that the value of the warrants may thus
not be excluded from gross sal es price.

The first and nost inportant material difference between the
i ssuance of the warrants in the instant case and those in Sun
M crosystens and Convergent Technol ogies is that
actually exercised the warrants and becane a sharehol der of the
taxpayer. This situation, which differs nmarkedly fromthe
situation involved in the two previously cited cases (where the
custoner sinply sold the warrants and took the cash) indicates
t hat was interested in obtaining and retaining a
capital interest in the taxpayer rather than in sinply securing a
"di scount" for the services purchased. This intent by the
warrant holder to acquire and retain ownership in the taxpayer is
of "critical" inportance to this determ nation. Convergent
Technologies, 70 T.C. M at 93.

The second material difference is that issuance of the
warrants here at issue was not tied to the purchase of a specific
guantity of goods or services or otherwise directly connected to
a specific net or gross profit to be realized by the taxpayer.
Moreover, the price reflected in the contract was in no way tied
to the issuance of or exercise of the warrants. Wile

was granted additional warrants if it extended the period
of the original contract, no such extension was required with
respect to the first shares. As noted above,
did in fact becone a sharehol der of the taxpayer in accordance
with the warrant during the first termof the contract and was
al ready a shareholder at the tinme the "conditional warrants" cane
into effect. This provides a clear indication that
di d not consider exercise of these additional warrants as sone
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sort of a discount; rather, they saw this as an opportunity to
increase their equity interest in the taxpayer, w th whom (by
extending the initial termof the agreenent) they continued to do
busi ness.

Finally, in the instant case, there is no indication that
either party to the transaction at issue viewed the warrants as a
mechanismto | ower the overall cost of the contract to

Rat her, all objective facts indicate that saw
this as an opportunity not only to conduct business with the
t axpayer, but also as an opportunity to acquire equity in the
t axpayer, which was involved in a business activity that
conpl enmented and benefitted . The fact that the two
parties agreed to share technology as they progressed in this
venture provides clear evidence that the parties intended that
their relationship would lead to joint ownership rather than
i nvol ve a sinple discount relating to a single contract.

After close analysis of the facts of this case, we concl ude
that issuance of the warrants at issue does not constitute a
di scount or allowance related to the contract to operate the
Service Center and that the value of the warrants thus may not be
excl uded by the taxpayer fromthe contract price (i.e. the "sales
price" of the services rendered) under the rationale of Sun
M crosystens and/ or Convergent Technologies. W also concl ude,
for the reasons briefly discussed below, that the value of the
warrants does not constitute an ordinary and necessary expense,
deductible under I.R C. § 162.

| . R C. 8 162 provides a deduction for ordinary and necessary
expenditures incurred in carrying on a trade or business. In
order to qualify as a deduction under section 162, an expenditure
must be (1) paid or incurred in connection with carrying on the
busi ness of the taxpayer, (2) "ordinary and necessary", and (3)
not capital in nature. As noted previously, the taxpayer is
engaged in the trade or business of providing data products and
support services to other businesses. It is not in the trade or
busi ness of selling equity interests for profit. Thus, any
"expenditure" relating to the issuance of the stock warrants
(i.e. the "value" of the warrants for which the taxpayer seeks a
deducti on/ exclusion fromincone) quite clearly do not qualify as
deducti bl e under section 162.

As di scussed above, we conclude that no deduction or
exclusion fromincone is warranted with respect to the "val ue" of
the warrants. Rather, we believe that issuance of the warrants
shoul d be viewed as a capital expenditure which is related to the
acqui sition of the contract to provide services to :
These warrants are treated as options under |I.R C. 8§ 1234, whic
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provides that tax treatnment of the warrant be determ ned as of
the date that the warrant is exercised. |.RC 8§ 1234 (a)(1).
W agree with the Exam nation Team for the reasons set forth in
the attached Statenent of Facts, that the value of the warrants,
as determ ned on the applicable exercise date(s), is subject to
anortization over a period of ten years.

The i ssues and concl usi ons di scussed in this nenorandum have
been revi ewed and approved by the Area Counsel (Financi al
Pr oduct s) :

This witing may contain privileged information. Any
unaut hori zed di scl osure of this witing nmay have an adverse
effect on privileges, such as the attorney-client privilege. |If
di scl osure becones necessary, please contact this office for our
Vi ews.

Pl ease feel free to contact the undersigned at (615) 250-

5598 if you have any questions on the above or if you desire any
further assistance regarding this case in general.

ASSOCI ATE AREA COUNSEL ( LNBB)
AREA 3

By:

Seni or Attorney (LNSB)
At t achment :
St at enent of Facts



