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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
FOLEY, Judge: By notice dated July 3, 2003, respondent
determ ned deficiencies in, and penalties related to,
petitioner’s 1998, 1999, and 2000 Federal incone taxes. After
concessi ons by respondent, the remaining issues for decision are
whether: (1) The cash transfers to petitioner were | oans or

capital investnents; and (2) petitioner is liable for section



6662 penalties.
FI NDI NGS OF FACT

| ndmar Products Conpany Inc. (petitioner), incorporated in
1971, is a marine engi ne manufacturer. In 1973, petitioner was
owned equally by Richard Rowe, Sr. (M. Rowe), and Marty Hof f man.
In 1978, M. Rowe becane the majority stockhol der owni ng 51
percent of petitioner’s stock. After M. Hoffrman died in 1985,
M. Rowe and Donna Rowe (the Rowes) becane the mmjor stockhol ders
each owning 37.22 percent of petitioner’s stock. O her
st ockhol ders included R chard Rowe, Jr., and Di ane Rowe (i.e.,
the Rowes’ son and daughter-in-law and Kathy and Joseph Ti dwel |
(i.e., the Rowes’ daughter and son-in-Ilaw).

From 1986 to 2000, petitioner’s business grew significantly.
Sal es and costs-of-goods sold increased from$5 million and $3.9
million to $45 million and $37.7 mllion, respectively. In
addition, petitioner’s working capital (i.e., current assets
mnus current liabilities) increased from$471,386 to $3.8
mllion. Petitioner did not declare or pay formal dividends.

In 1987, the Rowes began transferring cash (transfers) to
petitioner with the intent to take the noney out as they needed

it. After receiving advice fromnunmerous estate planners, the

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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Rowes wanted to characterize the transfers as | oans because the
Rowes believed that additional equity in petitioner would
increase their estate tax burden and reduce the anount of
property received by their heirs. The transfers were unsecured,
undocunent ed, and petitioner agreed to pay a 10-percent return on
all transfers from 1987 through 2000. During this 14-year
period, the prime rate fluctuated between 6 and 9.5 percent for
al nost 12 years. Petitioner made nonthly paynents to the Rowes
cal cul ated at 10 percent of the transferred funds (i.e.,
reflected in the “notes payable - stockhol ders” account bal ance).
The nonthly paynents represented an investnent return and were
not repaynents of the transfers. Petitioner’s partial
repaynments, however, were sporadic, paid on denand, based on the
Rowes’ financial needs, and not subject to set or predeterm ned
due dates. From 1987 to 2000, the Rowes’ transfers were not
repaid in full.

Tennessee residents, pursuant to Tenn. Code Ann. sec. 67-2-
101 (2000), are taxed on the receipt of dividends and interest.
Prom ssory notes that mature in 6 nonths or |less are, pursuant to
Tenn. Code Ann. sec. 67-2-101(1)(B)(i), exenpt. To avoid the tax
on interest and dividends, petitioner and the Rowes took the
position that the transfers were demand notes. Petitioner,
however, reported the transfers as long-termliabilities, onits

financial statenents, to avoid violating | oan agreenents with
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First Tennessee Bank (FTB) (i.e., petitioner’s main creditor)
requiring petitioner to maintain a certain ratio of current
assets to current liabilities.

In 1989, petitioner’s accountant, Wsley Hol nes, decided
that petitioner needed docunentation to support the reporting of
the transfers as long-termliabilities. M. Holnes determ ned
that the transfers could be reported as long-termliabilities if
t he Rowes signed a waiver agreeing to forgo repaynent for at
| east 12 nonths. From 1989 t hrough 2000, the notes to
petitioner’s financial statenments disclosed that “The
stockhol ders have agreed not to demand paynment within the next
year”, and in 1992 and 1993, the Rowes signed witten agreenents
stating that they woul d not demand repaynent of the transfers
(wai vers). Despite these disclosures and agreenents, the Rowes
demanded and received seven partial repaynents totaling
$1, 105, 169.

Petitioner recorded in its books and records, all transfers
as “notes payable - stockhol ders” and reported, on its Federal
incone tax returns, the nonthly paynents to stockhol ders as an
i nterest expense deduction. Consistent with petitioner’s
treatment of the nonthly paynents, the Rowes reported (i.e., on
their individual income tax returns), these paynents as interest
i ncone. Qutstanding “notes payable - stockhol ders” delineated in

petitioner’s 1986 financial statements totaled $209, 500 and
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reached a high of $1,779,169 in 1991. |In 1993, Richard Rowe,
Jr., and Joseph Tidwell made a transfer of $25,000 and $18, 000,
respectively, but also demanded repaynent of $110, 000 and
$26, 000, respectively, for education expenses. In 1998, Donna
Rowe demanded repaynent of $180,000 for boat repairs. M. Rowe,
in 1994 and 1995, denanded repaynment of $15,000 and $650, 000,
respectively, to pay his taxes and purchase a hone. M. Rowe
al so demanded repaynent of $84,948, $80, 000, $25,000, and $70, 221
in 1997, 1998, 1999, and 2000, respectively, to pay litigation,
boat repair, and tax expenses. The Rowes, in 1997 and 1998, nade
additional transfers to petitioner of $500,000 and $300, 000,
respectively. The balance of “notes payable - stockhol ders” on
Decenber 31, 2000, totaled $1, 166, 912. 2

In 1993, M. Holnes determ ned that a prom ssory note should
be executed for a portion of the previously undocunented
transfers fromthe Rowes. Petitioner, on Decenmber 31, 1993,
executed a prom ssory note (1993 note) with Donna Rowe for
$201, 400 (i.e., her outstanding bal ance) of the $1.5 million
total outstanding bal ance of the transfers. The 1993 note was
payabl e on demand, was freely transferable, had no maturity date

or paynent schedule, and had a stated interest rate of 10

2 This anmpunt also reflects a net decrease of $214, 088 that
was reported in 1992. The record, however, is not clear as to
how many transfers and/or repaynents were nmade during that year
or which stockhol ders were involved in the 1992 transactions.
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percent. On Novenber 21, 1995, petitioner executed a prom ssory
note (1995 note) with M. Rowe for $605,681 (i.e., his
out st andi ng bal ance) of the $807,081 total outstanding bal ance of
the transfers. The 1995 note was payabl e on demand, was freely
transferable, had no maturity date or paynent schedule, and had a
stated interest rate of 10 percent.

On January 1, 1998, when the outstanding transfers totaled
$1, 222,133, petitioner executed two witten line of credit
agreenents with the Rowes for $1, 000,000 and $750,000. The line
of credit agreenents provided that the bal ances were payable on
demand, and the notes were freely transferable. In addition, the
agreenents provided a stated interest rate of 10 percent and had
no maturity date or paynent schedul e.

Petitioner was profitable, and nunerous banks sought to | end
petitioner noney. As a result, FTB worked diligently to retain
petitioner’s business, made funds i mredi ately avail abl e upon
petitioner’s request, and was willing to lend petitioner 100
percent of the transferred anmounts. FTB, however, required
petitioner to subordinate (i.e., to FTB' s outstanding |loans with
petitioner) all transfers.

In 1993, FTB lent petitioner $1,850,000. The |oan agreenent
stated “no paynents shall be nade by Borrower to satisfy any
* * * [stockhol der] indebtedness for so |long as the Loans shal

remain unpaid.” Petitioner, however, made partial repaynents to
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st ockhol ders while FTB | oans renmi ned out standi ng. On Novenber
21, 1995, when the prine rate was 8.5 percent, petitioner
borrowed $650,000 from FTB, at 7.5 percent, to pay M. Rowe. In
1997, petitioner and FTB executed a prom ssory note for
$1, 000, 000 that was nodified in 1998. The interest rate on the
note was below the prinme rate. At the tinme the petition was
filed, petitioner’s principal place of business was |ocated in
M I 1ington, Tennessee.
OPI NI ON

Respondent contends that petitioner’s interest expense
deductions relating to paynents nmade to the Rowes shoul d be
di sal | oned because the transfers were capital investnents and not
| oans. Petitioner contends that the transfers were | oans.

Taxpayers are entitled to a deduction for paynents nmade on
bona fide indebtedness that relates to an existing,
unconditional, and | egal obligation to repay. Sec. 163(a);

Burrill v. Comm ssioner, 93 T.C. 643 (1989). Petitioner bears

the burden of proving that the transfers are debt and not

equity.® Rule 142(a); Smith v. Conmi ssioner, 370 F.2d 178, 180

(6th Gr. 1966), affg. T.C. Menp. 1964-278.
Transfers between related parties are exam ned with speci al

scrutiny when taxpayers contend that such transfers are | oans.

3 Sec. 7491(a) is inapplicable because petitioner does not
meet the net worth requirenments of sec. 7430(c)(4)(A)(ii), which
are cross-referenced in sec. 7491(a)(2)(0O.
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Roth Steel Tube Co. v. Conmm ssioner, 800 F.2d 625, 630 (6th Gr

1986), affg. T.C. Meno. 1985-58. |In determining the economc
reality of arelated party transfer, “*the ultimte issue is

* * * whether the transaction would have taken the sane form had
it been between the corporation and an outside lender’”. Fed.

Express Corp. v. United States, 645 F. Supp. 1281, 1290 (WD.

Tenn. 1986) (quoting Scriptomatic, Inc. v. United States, 555

F.2d 364 (3d Cir. 1977)). The nore a transfer appears to result
froman arm s-length transaction, the nore likely the transfer

wi Il be considered debt. Bayer Corp. v. Mscotech, Inc., 269

F.3d 726, 750 (6th Cr. 2001).
I n di stinguishing between debt and equity, courts also
anal yze whet her the contenporaneous facts establish an

uncondi tional obligation to repay. Roth Steel Tube Co. v.

Conmi ssi oner, supra at 630; Smth v. Conm ssioner, supra at 180;

see Burrill v. Comm ssioner, supra at 669. In Roth Steel, the

Court of Appeals for the Sixth Crcuit used an 11-factor test to

det erm ne whether the transfer was debt or equity.* No factor is

4 The 11 factors are: (1) ldentity of interest between
creditor and stockhol der, (2) adequacy or inadequacy of
capitalization, (3) source of paynents, (4) nane given
i nstrunments evidenci ng i ndebt edness, (5) presence or absence of
fixed mturity date and schedul e of paynents, (6) presence or
absence of a fixed rate of interest and interest paynents, (7)
presence or absence of security, (8) inability to obtain outside
financing, (9) subordination of transfers, (10) presence or
absence of a sinking fund, and (11) extent to which the transfers
were used to acquire capital assets. Roth Steel Tube Co. v.

(continued. . .)
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controlling or decisive by itself and the particul ar
ci rcunst ances of each case nust be considered by the court. Roth

Steel Tube Co. v. Commi ssioner, supra at 630. “These factors are

nmerely tools to be used in evaluating whether the transaction as
a whole was effected with a genuine intention to create a debt,
with a reasonabl e expectation of repaynment, and within the

economc realities of a debtor-creditor relationship.” Recklitis

v. Conmm ssioner, 91 T.C. 874, 905 (1988).

| . The Rowes’ bjectives for Characterizing the Cash Transfers
as Debt

The Rowes’ characterized the cash transfers as debt because
they wanted to receive a 10-percent return on their investnent
and mnimze estate taxes. M. Rowe testified that they received
advi ce from nunerous estate planners and decided to characteri ze
the transfers as | oans because “we felt additional equity would
only hurt the famly at our death.” For nearly 12 of the 14
years, from 1987 to 2000, the 10-percent rate charged by the
Rowes was above the market and prinme interest rates. For
exanple, in 1998 when the prine rate was 8.5 percent, petitioner
executed | oan agreenents with the Rowes and FTB at fixed rates of
10 and 7.5 percent, respectively. M. Rowe testified,

unconvi nci ngly, that the higher rate charged by the Rowes

4(C...continued)
Conmi ssi oner, 800 F.2d 625, 630-632 (6th Cir. 1986), affg. T.C
Meno. 1985- 58.
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bal anced out over tinme because the prinme rate fluctuated above
and bel ow 10 percent. The prine rate, however, exceeded 10
percent only from Novenber 28, 1988, to January 8, 1990. I ndeed,
the prevailing interest rate was irrelevant. The Rowes sinply
wanted to receive a 10-percent return.

1. Petitioner and the Rowes Mani pul ated Facts and Vi ol at ed
Legal Agreenents

To avoi d being subject to the Tennessee tax on interest and
di vi dends, petitioner and the Rowes took the position that the
transfers were denand notes. Petitioner, however, reported the
transfers as long-termliabilities on its financial statenents.
M. Holnes readily admtted that the transfers were reported
incorrectly. In addition, petitioner and M. Hol nes know ngly
m scharacterized the transfers as long-termliabilities to conply
with FTB' s | oan agreenents.

To justify the reporting of the transfers as long-term
liabilities, petitioner and the Rowes executed annual waivers.
M. Rowe, however, testified that he did not consider the waivers
to be legally binding and that the waivers would not prevent
petitioner fromrepaying himon demand. While the waivers were
di sclosed in the financial statenments from 1989 to 2000,
petitioner paid the Rowes on demand.

M. Rowe also testified that the informl undocunented
agreenents with petitioner were consistent with a history of

“handshake deal s” he had with petitioner and ot her busi ness
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associates. H s testinony, however, was contradictory,
i nconsi stent, and unconvincing. For exanple, M. Rowe testified
that either “a handshake” or “a signature” was sufficient to bind
himto an agreenent. Yet, he readily failed to honor his
“agreenents” not to demand repaynent. In addition, despite the
FTB | oan restrictions on repaynents to stockhol ders, when the
Rowes needed cash for personal needs, petitioner paid themon
demand. I n essence, the Rowes sinply wanted to receive a 10-
percent return on, and ready access to, the transferred funds.
As a result, petitioner, along with the Rowes, mani pul ated facts
to attenpt to nake the transfers appear as debt and avoid certain
| egal consequences.

I[1l1. The Transactions Were Not Armis Length

The transfers between petitioner and the Rowes were not
arm s-length transactions. First, because the Rowes wanted a 10-
percent return, the interest rate paid by petitioner was above
the market and prinme rates for alnost 12 years. Second, the
Rowes began transferring funds to petitioner in 1987 but did not
begi n reduci ng the “handshake deals” to a witing until Decenber
31, 1993, and the outstandi ng bal ance was not fully docunented
until Novenber 21, 1995. 1In 1997, the Rowes nmade additi onal
transfers, but they were not evidenced by a witing until 1998.
Third, petitioner and the Rowes executed waivers that were

viol ated, and, at their conveni ence, considered nonbi ndi ng.
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Thus, the transactions between petitioner and the Rowes did not
take the same formas transactions between unrel ated parties.

V. The Roth Steel Test

In addition to the transfers not being arm s-length

transactions, the 11-factor test set forth in Roth Steel Tube Co.

v. Conmm ssioner, 800 F.2d 625 (6th Cr. 1986), establishes that

the transfers were equity. First, petitioner did not pay any

formal dividends. Jaques v. Conmm ssioner, 935 F.2d 104, 106 (6th
Cr. 1991), affg. T.C. Meno. 1989-673. Second, pursuant to 12
consecutive years of waivers, there was no fixed maturity date or

fixed obligation to repay. Roth Steel Tube Co. v. Conmm Ssioner,

supra at 631; Jaques v. Conm ssioner, supra at 108 (stating that

a taxpayer’'s failing to repay debt within a reasonable tinme and
maki ng “sporadic” principal paynents are factors that weigh in
favor of equity). Third, M. Rowe testified that petitioner was
expected to make a profit and that repaynent “has to cone from
corporate profits or else the conpany couldn’t pay for it.” Roth

Steel Tube Co. v. Conm ssioner, supra at 631 (stating “An

expectation of repaynent solely fromcorporate earnings is not

i ndi cative of bona fide debt regardless of its reasonabl eness.”

(citing Lane v. United States, 742 F.2d 1311, 1314 (11th Cr.

1984))). Fourth, the transfers were unsecured. Roth Steel Tube

Co. v. Conm ssioner, supra at 631. Finally, petitioner never

established a sinking fund. [d. at 632. These factors certainly
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out wei gh the factors in favor of characterizing the transfers as
debt (e.qg., petitioner reported the paynents on its Federal
income tax returns as interest expense, external financing was
avai |l able, petitioner was adequately capitalized, the transfers
were not subordinated to all creditors, and the Rowes did not
make the transfers in proportion to their respective equity
hol di ngs). Moreover, petitioner failed to establish that, at the
time the transfers were made, it had the requisite unconditiona
and | egal obligation to repay the Rowes (e.g., the transfers were
not docunented). Thus, we conclude that the Rowes’ transfers
were equity. Accordingly, petitioner is not entitled to an
i nterest expense deduction relating to the years in issue.

Respondent al so determ ned that petitioner is liable for a
section 6662(a) accuracy-related penalty. The penalty applies to
the portion of petitioner's underpaynment that is attributable to
a substantial understatenent of incone tax. Sec. 6662(b)(2).
Respondent established that petitioner understated its incone tax
ltability, and thus, respondent has net his burden of production,
pursuant to section 7491(c). Petitioner, however, failed to
address this issue on brief and did not present any credible
evidence to establish that it acted in good faith or that there
was reasonabl e cause for claimng the interest expense
deductions. Accordingly, the accuracy-related penalty is

applicable to the underpaynent attributable to the stockhol der



paynent s.
Contenti ons we have not addressed are irrel evant, nmoot, or
meritl ess.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




