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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CERBER, Judge: In a notice of deficiency addressed to

petitioner and Barbara G Helw g,! respondent determ ned incone

tax deficiencies as foll ows:

! Petitioner and Barbara G Helwig filed a joint petition,
but Barbara G Helw g’'s cause of action was severed fromthat of

petitioner.



Year Anpount

1990 $57, 405
1991 178, 902
1992 132, 150
1993 142, 110

The anmounts remaining in controversy, in great part, derive from
questions about whether petitioner’s S corporation’s clained
deductions for |losses and interest are allowable. |In particular,
t he controversy invol ves whet her advances fromthe S corporation
to a second corporation constitute debt or equity. |If the
advances are held to be debt, then we nust decide whether it was
busi ness debt and whether it became worthless as clained. W
al so decide whether petitioner is entitled to deduct interest
paid on indebtedness incurred to purchase a yacht.

FI NDI NGS OF FACT?

Petitioner resided and/or conducted business in the State of
California, at the tinme his petition was filed. During the years
in issue, petitioner was the sol e sharehol der of K&H Fini shing,
Inc. (K&H), an S corporation. |In 1966, K&H began providing
pai nting services to conputer manufacturers in the Silicon
Valley, California, area. As the business matured and through
the years before the Court, K&H would purchase and inventory
parts, assenble and finish them and then sell and deliver them

to the manufacturer/custonmer. Although K&H did not place the

2 The parties’ stipulations of facts and exhibits are
i ncorporated by this reference.
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conmput er conponents into the enclosures it painted, occasionally,
K&H install ed electric wring or cable into the encl osures.

By the early 1990's, K&H s contracts were becom ng | arger,
but the industry was al so becom ng nore conpetitive, and the type
of conputer enclosure was changing to nolded materials that did
not require painting, thus reducing the need for K& s servi ces.
As of 1990, K&H operated in a 65, 000-square-foot facility, with
150 enpl oyees, and petitioner, as president, earned an annual
salary ranging from $276,040 to $1, 318,813 during the years 1990
t hrough 1993. Due to the changes in the industry, K&H sought
| abor-intensive work and advertised that it did materi al
handl i ng, scheduling, and quality control for different
mat eri als, including sheet netal fabrication and plastic form ng
and injection nolding.

Q her ways in which K&H was able to secure a larger portion
of the market were to performconplete or “turn-key” projects and
to assist its custonmers financially by purchasing the parts and
providing financial float for customers while petitioner was
performng its services. On occasion, K&H advanced cash and
acted as a guarantor for third parties. In sonme of those
i nstances, petitioner had an equity interest in the borrow ng
entity. K&H also “invested” tinme and expended capital in a
project with a conpany known as Pol yTracker, which was attenpting

to devel op a | ocking shopping cart wheel. |If successful, K&H



woul d have manufactured the wheel, and its profits m ght have
permtted K&H to recoup its costs. The |evel of production
necessary to permt K&H to recoup its costs was never achieved.

When K&H purchased materials to fulfill contracts with
custoners, to the extent that it had not been repaid and/or had
not yet billed the customer, K&H either treated the outstanding
anount as an asset or advance to the customer or, if it pertained
to research and devel opnent, clainmed it as an expense.

In one instance, K&H, at its own expense, built a dedicated
facility for Apple Conmputer (Apple), and then recouped its
capital outlay by neans of a production contract with Apple. K&H
bui It conveyance, assenbly, and painting equi pnent, and purchased
the encl osures that were delivered to K& s facility where they
wer e assenbl ed, coated and/or painted, and then shipped to Apple.
The sales of the product to Apple permtted the recoup of its
capital outlay and al so produced a 15-percent profit for K&H

Hot Snacks, Inc. (Snacks), a C corporation, in January 1988,
commenced a business with the goal of creating a conputer-
controll ed vendi ng machi ne that woul d di spense a french fried
product, freshly fried in oil. One of K&H s enpl oyees brought
the opportunity in Snacks to petitioner’s attention. This
opportunity was part of K& s attenpt to find new custoners and a
source for revenue. Petitioner invested $120,000 in Snacks at a

time when a prototype of the conputer-controlled vendi ng machi ne



existed. As of July 1989, petitioner owned 88 percent of the

out standi ng shares of Snacks stock. Petitioner’s accountant and
the accountant’s wife jointly invested $100,000 in exchange for 4
percent of Snacks stock. |In addition to petitioner’s and his
accountant’s stock ownership in Snacks, during 1990, new

i nvestors Donal d Parker purchased 5 percent of Snacks stock for

j ust over $150,000, and Al Marquez obtai ned 3 percent of Snacks
stock with a val ue exceedi ng $100, 000.

Petitioner and the accountant had begun their professional
rel ationship during 1974. During 1993, although the accountant
bel i eved that Snacks woul d not be successful, he also believed
that the vendi ng machi ne patent could have residual value for
future devel opnment and decided to pay petitioner $5,000 for
petitioner’s shares in Snacks. That sal e caused petitioner to
claima $115, 000 | oss, $100,000 of which was clainmed as an
“ordinary” loss under section 1244.% This loss is not presently
at i1ssue before the Court.

Snacks entered into a relationship with K&H i nvol ving the
devel opment and manufacture of a vendi ng machine. Expecting to
be repaid, K&H incurred costs in attenpting to develop a

mer chant abl e vendi ng machine. Petitioner was designated as

3 Section references are to the Internal Revenue Code as
anended and in effect for the years under consideration. Rule
references are to this Court’s Rules of Practice and Procedure.



- 6 -

presi dent of Snacks and was given authority to deal directly with
K&H in accord with certain waivers that were nade by Snacks’
sharehol ders. Snacks had also entered into joint venture
agreenents with Korean conpanies for certain aspects of the
manuf acture of the vending nmachi nes to be used in Southeast Asia.
K&H advanced cash to Snacks, and each such advance was
formalized in a prom ssory note due 1 year fromits date of
execution. The notes, signed by petitioner on behalf of Snacks,
were dated from June 1988 t hrough August 1993, and totaled
$1, 880,000. Cenerally, the advances were used for Snacks’
operating expenses. The advances were carried on Snacks’ and
K&H s financial records and K& s tax returns as | oans or debt.
K&H, on its Federal incone tax returns, reported interest incone
fromthe notes. A foreign conpany paid Snacks $600, 000 for a
license to sell the vending machine in a particular locality, and
fromthat $300,000 was repaid to K&H during June 1990. O her
t han t he $300, 000 repaynent, no other repaynents were nade, and
no attenpt was nmade to coll ect the bal ance because Snacks was
unprofitable. K&H expected to earn incone and profits fromits
rel ationship with Snacks by assenbling vending machines. It was
estimated that K&H woul d nake $500 per vendi ng nachi ne and t hat

there woul d be a 100, 000-unit market demand, resulting in



projected incone of $50 mllion for K&  K&H was not directly
involved in the research and devel opnent of the vendi ng machi ne.

K&H det erm ned t he anmount of partial worthl essness of the
advances made to Snacks each year by conparing the prior year’s
endi ng advance bal ance with Snacks’ cunul ative |osses to arrive
at aratio. The resulting ratio was then applied to the prior
year’ s endi ng advance bal ance to arrive at the clained witeoff.
Snacks’ net worth as of July 31, 1990, 1991, 1992, 1993, and 1994
was a negative $1, 244,172, $2,107,158, $2,571, 348, $3, 019, 739,
and $3, 126, 138, respectively, each caused by an excess of
litabilities over assets. For its fiscal years ended April 27
1991, and April 25, 1992, K&H cl ai med that the advances to Snacks
had becone partially worthless (a bad debt) and deducted the
anounts of $579, 607 and $461, 970, respectively. Respondent, in
the notice of deficiency, determned that the clained bad debt
deductions were not all owabl e.

K&H advanced Snacks nore than $700, 000 t hrough April 1990
and addi tional anmpbunts of $320, 000 and $260, 000 during the fiscal
years ended April 1991 and 1992. For the period ended Decenber
31, 1993, K&H, based on the accountant’s advice, sold to the
account ant $650, 000 of the notes for $1,000 in an attenpt to “fix

the tinme and amobunt of the loss.” Respondent determ ned that the
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$649, 000 ordinary | oss deduction clained by petitioner for 1993
was not al | owabl e.

For its 1990, 1991, 1992, and 1993 fiscal years, K&H paid
i nterest on indebtedness incurred to purchase a yacht in the
anmount s of $20, 659, $20,280, $17,515, and $11, 950, respectively.

OPI NI ON

The principal and threshold question for our consideration
i s whether the advances from K&H t o Snacks were debt or equity,
t hereby determ ning the proper deduction, if any, allowed to
petitioner as sole sharehol der of K&H, a pass-thru entity. If we
find that the advances are debt, we nust consi der whether the
debt was busi ness debt and becanme worthless as clained. |In the
setting of this case, the answer to the debt versus equity
guestion w |l decide whether the clainmed | osses are ordinary or
capital, if allowable. Sone of the factors that we consider here
i n deci di ng whet her advances are debt or equity include: The
exi stence of debt instrunents; the parties’ intent and their
representations of the advances; the existence of fixed maturity
dates; rights to enforce paynent; whether the advances enhanced
participation in the debtor’s managenent; the status of the
advances relative to other creditors; whether the borrow ng
entity is thinly capitalized; repaynent activity; and the type of

expenditures made with the advances. See, e.g., Dixie Dairies




Corp. v. Conm ssioner, 74 T.C. 476, 493-494 (1980); Cerand & Co.

V. Conm ssioner, T.C. Menob. 1998-423; see also Estate of M xon v.

United States, 464 F.2d 394, 398 n.1 (5th Cr. 1972); AR Llantz

Co. v. United States, 424 F.2d 1330 (9th Gr. 1970).

The facts and circunstances of each case must be consi dered,

and no single factor is considered determ native. See John Kelly

Co. v. Conmmi ssioner, 326 U S. 521, 530 (1946). Utinmately, we

must deci de whether K&H intended to create a debt with a
reasonabl e expectati on of repaynent and whet her those aspects

conported with economc reality. See Cerand & Co. V.

Conmi ssi oner, supra. There can be no doubt that the formin

whi ch the advances were cast was debt and not equity. There is
al so no doubt that the parties treated the advances as debt.
Each advance was nenorialized by a prom ssory note, bearing a
fixed rate of interest, and due 1 year fromits execution. In
addition, each of the parties to the notes recorded the
accunul at ed bal ances as debts or | oans on books and records and
financial statenents. It is also clear that, for tax purposes,
each party consistently reported the advances as debt, and K&H
reported interest incone attributable to the notes.

In the face of petitioner’s strong position on the form of
t he transactions, respondent contends that, in substance, the

advances were equity in nature. |In support of this contention,
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respondent points out that only petitioner and no ot her
shar ehol der signed the notes, and no efforts were made to coll ect
mat ured notes. Petitioner counters that he was given authority
and consent by the other shareholders. Petitioner also points
out that the fact that petitioner signed all the notes does not
link the advances to petitioner’s capital investnent in Snacks.
Petitioner also explains that the failure to enforce collection
on mature notes was not due to a legal inability, but instead to
t he know edge that Snacks was not in a position to pay. In
addition, petitioner points out that Snacks repaid K&H $300, 000
when funds becane avail abl e because of a transaction wth a
foreign |icensee. That repaynent, petitioner contends, is “clear
evi dence” of debt and not equity.

Respondent al so argues that the advances were used to pay
t he day-to-day operating expenses in a setting where Snacks had
not been shown capabl e of generating profit. This aspect,
respondent contends, neans that the repaynent advances are pl aced
at the “risk of the business”, neaning, ostensibly, that the
advances represent capital and not debt. Petitioner has shown
otherwise. At the time petitioner paid $120,000 for share
hol di ngs in Snacks, a prototype of the vendi ng nachi ne exi sted.
There was active devel opnment of the product and its marketpl ace

t hroughout the period under consideration. After petitioner
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i nvested in Snacks, foreign businesses becane interested in the
vendi ng machi ne, and during 1990 ot her investors acquired several
hundred thousand dol | ars of Snacks’ stock representing
substantially small er percentages of the Snacks shares than those
acquired by petitioner. In addition, Southeast Asian
manuf act uri ng conpanies entered into a joint venture agreenent in
connection with the vendi ng machi nes’ manufacture and sales in

t heir geographical area. Those facts represent independent

evi dence of perceived potential for Snacks to be profitable.
Accordingly, petitioner’s belief as to the potenti al
profitability of Snacks is confirmed by the actions of other

| enders and busi ness interests who becane involved with Snacks on
the same or simlar terns as K&H and petitioner. These factors
al so bolster the estimates that there was potential for K&H to
earn substantial profits (projected at 100,000 nmachi nes and
profit of $500 per machine or $50 million).

The facts and circunstances in this case reflect that Snacks
was not thinly capitalized and that the advances were in form and
substance debt with a reasonabl e expectation of repaynent.

Accordi ngly, we hold respondent’s determ nation, that the

advances were equity, to be in error.
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Next, we consider whether the |loans to Snacks were business
or nonbusiness as they related to K&.# Section 166, which
permts deductions for bad debts, distinguishes between business
and nonbusi ness bad debts. See sec. 166(d); sec. 1.166-5(b),
| ncone Tax Regs. A partial or wholly worthless business bad debt
may be deducted, whereas only a wholly worthl ess nonbusi ness bad
debt is deductible. See sec. 166. To qualify as a business bad
debt, it must be established that the debt was proxi mately
related to the conduct of the taxpayer’s trade or business. See

United States v. Ceneres, 405 U S. 93, 103 (1972); sec. 1.166-

5(b), Incone Tax Regs.
Whet her a debt is proximately related to a trade or business
i s dependent upon a taxpayer’s dom nant notive for |ending the

money. See United States v. CGeneres, supra at 104. A taxpayer’s

dom nant notive nust be business related, as opposed to
investnment related, for a loan to be proximately related to the

t axpayer’s trade or business. See Putoma Corp. v. Conm Ssioner,

66 T.C. 652, 673 (1976), affd. 601 F.2d 734 (5th Gr. 1979):

United States v. Generes, supra.

Petitioner contends that the dom nant notivation for the

| oans was devel opi ng busi ness opportunities for K&H by

4 W consider the business versus nonbusi ness question next
because petitioner, through K&H, seeks to claimlosses due to
partial worthlessness, a treatnent that is not avail able for
nonbusi ness bad debts. See sec. 166(d)(1)(B)
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i nvol venent in the manufacture of vendi ng machi nes. Conversely,
respondent contends that the securing of future business was not
t he dom nant notive. Respondent argues that the potential for
profit fromthe appreciation of Snack share hol di ngs was the
dom nant notive for K&H advancing funds to Snacks.® To sone
extent, we have tangentially addressed this question by hol ding
that K&H s advances to Snacks were debt (loans) rather than
equity. In addressing the debt versus equity question, we have
al ready decided that the advances were not equity and were not

i nvest ment noti vat ed.

Petitioner, who earned substantial salaries from K&H
realized that conpetition had forced his conpany to seek out
addi ti onal business and provide incentives for potential or
exi sting custoners. One of the ways that K&H acconplished this
was to either advance noney to or |essen the financial burden of
custoners. Leading up to and during the years in issue, K&H | ent
funds, purchased inventory and provided float for custonmers, and
built manufacturing facilities to address custoners’ needs. The
transaction with Snacks fit wthin that pattern of K&H s business
activity. There was business potential and reasonabl e

expectation of profit for K&H in its relationship with Snacks.

> W note that neither party nmakes distinctions between
petitioner and his wholly owned S corporation. For exanpl e,
respondent connects petitioner’s share ownership with his S
corporation’ s advances.
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That potential was corroborated by unrelated third parties. W
find that K& s dom nant notive for advancing or |endi ng Snacks
funds was for the purpose of devel opi ng busi ness opportunities
and that the debt was thus proximately related to its trade or
busi ness. Accordingly, we hold that the advances in question
wer e business bad debts within the neaning of section 166.

The final step in this three part inquiry is to decide
whet her petitioner has shown that any portion of the business bad
debts becane worthless during the years clainmed by petitioner.
This inquiry is also one of facts and circunstances, and
wort hl essness occurs “in the year in which identifiable events
clearly mark the futility of any hope of further recovery”.

James A. Messer Co. v. Conmm ssioner, 57 T.C. 848, 861 (1972).

Portions of the business bad debt were witten off as
partially worthless for the 1991 and 1992 fiscal years. The
anounts of partial worthlessness were conputed by neans of a
rati o generated by conparing the total |osses of Snacks to the
out st andi ng bal ance of the advances (both of which were
i ncreasi ng annual ly). Because the vendi ng machi nes’ capability
depended on its conputer hardware and software, the accountant
consi dered the known propensity of these itens to becone
technol ogi cal |l y outnoded in choosing the nethod to conpute

wort hl essness and in reaching the conclusion that | oss deductions
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shoul d be clained. Snacks had a negative net worth for its 1991
and 1992 years of $2,107, 158 and $2,571, 348, respectively.
Snacks’ negative net worth was steadily increasing throughout the
peri od under consideration. The remaining $650, 000 in
out st andi ng notes was sold to the accountant, in a transaction
for convenience, for $1,000 during the 1993 year. Also in 1993,
petitioner sold his stock holdings in Snacks for $5,000 to the
accountant and clainmed a $100, 000 capital |oss deduction. At
that time, petitioner owned about 80 percent of Snacks.
Respondent’s focus with respect to the worthl essness
guestion concerns the fact that K&H continued to nake advances
during the 1991 and 1992 period for which bad debt | oss
deductions were clained. Relying on two nenorandum opi ni ons of
this Court, respondent argues that continued extension of credit
is not consistent with the claimof worthl essness. One of those
opi nions involved a taxpayer who was reselling a substanti al
percentage of its purchases to an insolvent custoner. In that
case, the holding that the taxpayer was not entitled to claim
partial worthl essness was based on the fact that the custoner was
deeply insolvent and that its situation did “worsen markedly,”
and the taxpayer continued to sell a significant anmount of

mer chandi se (extend credit) to the custoner. See Veego Foods,

Inc. v. Conmm ssioner, T.C Menp. 1958-203. The other opinion
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relied on by respondent involved a situation where the taxpayer
clainmed partial worthlessness where the debtor’s liabilities were
seven tines its assets. The Court, in denying the taxpayer’s
claim found: That although the liabilities exceeded assets by a
ratio of 7 to 1, the assets had considerable value; in the year
of the taxpayer’s claimand the follow ng year the debtor nade
repaynents, and the repaynents continued until the debt was
reduced to an anmount smaller than clained loss. See MlIler

Realty Co. v. Commi ssioner, T.C Meno. 1977-440.

In petitioner’s circunstances, Snacks’ negative net worth
was steadily increasing. The increases during the 1991, 1992,
and 1993 periods, however, were to sone great extent attributable
to advances from K&H  More inportantly, petitioner has not shown
any identifiable events that “clearly mark the futility of any
hope of further recovery.” The accountant’s purchase of the
notes for a nom nal anmount was a transaction for conveni ence and
as a courtesy to petitioner, and did not evidence the
wort hl essness of the notes. W also agree with respondent’s
observation that K& s continued extension of credit is not
consistent wwth the claimof worthlessness. Although the
advances are business debt within the neaning of section 166, no
portion of them becanme worthless during petitioner’s 1991, 1992,

or 1993, taxable year. W also note that even if the sale of the
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notes to the accountant for $1, 000 evidenced the worthl essness of
the notes, that sale did not occur until Decenmber 21, 1993, at
the concl usion of K&H s 1993 year and, hence, petitioner’s 1993
tax year. In addition, petitioner’'s sale of his capital or
equity interest in Snacks has not been shown to have had any
particular effect on the worthl essness of the notes.

Accordingly, we find that petitioner has not substantiated his
claimfor partial worthlessness of the notes during the years in
guesti on.

Two remai ning i ssues were addressed by the parties on
brief.® The first involved $60, 143 of Snacks’ operating expenses
that were paid and clained by K&H for its taxable year ended
April 27, 1991. Respondent determ ned in the notice of
deficiency that the expenses “are not deductible because * * *
[they] were incurred on behalf of * * * [Snacks] and therefore
are not trade or business expenses of K&'. On brief, respondent
mai nt ai ned the position that the expenses were not K& s trade or
busi ness expenses.

Ceneral ly, one taxpayer may not deduct expenses paid on

behal f of another taxpayer. See, e.g., Detrick v. Conm ssioner,

881 F.2d 336, 339 (6th Gr. 1989), affg. T.C. Menp. 1988-180. W

6 To the extent that either party did not address an issue
rai sed by the pleadings, we assune that the issue has either been
agreed to by the parties or is being abandoned by the party with
t he burden of proof.
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have held that in certain limted circunstances a taxpayer may
deduct the expenses of another taxpayer. See Lohrke v.

Conmm ssi oner, 48 T.C. 679, 688 (1967). For the application of

our holding in Lohrke, we nust first ascertain K& s notive for
payi ng Snacks’ operating expenses and then determ ne whether it
was in furtherance or pronotion of K& s trade or business. See
id.

Qur consideration of whether the advances here were debt or
equi ty and business or nonbusi ness debts covered the question of
whet her the advances were to pronote K&H or whether they were
investnment in Snacks. That is the sane inquiry that is called
for under the above-stated Lohrke standard. Because K&H s
relationship with Snacks was to secure additional business and
profits for K&H, it follows that K&H s paynent of Snacks’
operating expenses in this [imted setting woul d be deducti bl e by
K&H. Accordingly, petitioner, through K&H, is entitled to the
$60, 143 deduction for his 1991 taxabl e year.

The final item addressed by the parties’ briefs concerns
respondent’ s di sall owance of interest paid by K&H on i ndebt edness
incurred to purchase a yacht. The anounts disall owed for
petitioner’s 1990 t hrough 1993 taxable years are $20, 659,
$20, 280, $17,515, and $11, 950, respectively.
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The record consists of only two exhibits that pertain to
these adjustnments. One exhibit, a security agreenent, reveals
that during 1989, a used 1985 Carver boat was purchased, and
$200, 250 of the purchase price was financed. Attached to the
agreenent is an anortization schedul e showi ng a breakdown of the
principal and interest to be paid. The other exhibit is a
Decenber 1, 1994, nenorandum from petitioner’s accountant’s
office to respondent’s agent. The nenorandum contains sumrari zed
i nformation provided by the accountant pursuant to the request of
respondent’s agent. The nenorandum contains the foll ow ng
pertinent statenments about the yacht:

7) Busi ness purpose and expenses of Yacht - Per Ed

Hel wi g, the boat (yacht is a msnonmer as the vessel is

42 foot trailer-able boat) is used to entertain

custoners. As the boat is not docked in a slip, but is

parked at his house, there are no nonthly expenses
related to mai nt enance.

* * * * * * *

Pursuant to Sec. 274 the boat is not depreciated for
federal income tax purposes. Any expenses related to
the entertai nment of custoners on the boat are out-of-
pocket costs reinbursed to EEA Helw g by the
corporation or corporate credit card charges, both of
whi ch are charged to the neals and entertai nnent
accounts and limted to 80% deductible. A *“schedul e of
use” is not avail abl e.

Based on the above, respondent contends that no deduction is
al l omabl e for any expenditure paid wwth respect to an

entertainment facility after Decenber 31, 1978, pursuant to
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section 274(a)(1)(B) and section 1.274-2(a)(2)(i), Income Tax
Regs. Respondent further contends that pursuant to sec. 1.274-
2(e)(4)(iii), Income Tax Regs., a yacht is considered an
entertainment facility.

Petitioner, does not question respondent’s contention, but
i nstead counters that the interest deduction is allowable under
section 274(f). That section, entitled “1NTEREST, TAXES,
CASUALTY LOSSES, ETC.,” exenpts fromthe section 274 requirenents
“any deduction allowable to the taxpayer without regard to its
connection wth his trade or business”. Wth respect to
corporations (taxpayers who are not individuals), section 274(f)
is to be applied as though the taxpayer was an individual. 1In
that regard, respondent argues that unless petitioner can show an
exception to the general rule of section 163(h) that an
i ndi vidual’s personal interest is not deductible, no deduction is
perm ssi bl e.

Petitioner sinply argues that the |anguage of section 163(h)

“I'n the case of a taxpayer other than a corporation,” no personal

interest is allowable, would cause the allowance of an interest
deduction because K&H is a corporation. |If this were sinply a
matter of applying section 163(h), petitioner’s argunent would
ring truer. The section 274 |imtations outlined above, however,

specifically address this situation. Those limtations cause
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petitioner and/or his S corporation to be treated as an
i ndi vidual. Accordingly, petitioner is not entitled to deduct
interest on the indebtedness to acquire the yacht under section
163(h), either in his own right or through his corporation.

To reflect the foregoing and because of concessions by the
parties,

Deci sion will be entered

under Rul e 155.




