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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COLVI N, Judge: Respondent determ ned deficiencies in and

overpaynents of petitioners' Federal incone tax as foll ows:
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Lai dl aw Transportation, Inc. (LTlI) and Subsidiaries

Year Defi ci ency Over paynent
1984 $108, 575 $8, 333
1985 3,178, 717 0
1987 7,983, 733 0
1988 17,747, 370 181, 801

Lai dl aw I ndustries, Inc. (LIlI) and Subsidiaries

Year Defi ci ency Over paynent
1986 $96, 383 -0-
Aug. 1987 19, 746, 061 -0-
Dec. 1987 6, 828, 291 -0-

Petitioners received $975, 153,806 froma rel ated Dutch
corporation, Laidlaw International |Investnents B.V. (LIIBV),
during the years in issue. Petitioners transferred $133, 515, 459?
to LII BV in paynents denom nated as interest? during those years.
The issue for decision is whether the LIIBV advances to
petitioners were debt or equity, and thus whether petitioners my

deduct the $133,515,459 as interest for the years in issue. W

! The follow ng paynments fromLTlI's and LIl's subsidiaries
to LIIBV are in dispute:

Paynents to LIIBV from--

Tax Year LTl's Subsidiaries LIl1's Subsidiaries Tot al
Aug. 31, 1986 $2, 439, 773 $753, 698 $3, 193, 471
Aug. 31, 1987 17, 199, 562 28, 590, 158 45, 789, 720
Dec. 31, 1987 — 14, 509, 081 14, 509, 081
Aug. 31, 1988 70, 023, 187 --- 70, 023, 187
Tot al 89, 662, 522 43, 852, 937 133, 515, 459
2 Qur use of terns such as "pay", "paynent", "borrow',
"interest", "lend", and "l oan" does not indicate our concl usion

about the substance of the transactions at issue.
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hold that the LIIBV advances to petitioners were equity, and that

petitioners may not deduct the $133,515,459 as interest.?

We use the foll ow ng abbreviations in this report:

BBC

BFI

Chase

FNBC

CGoose

GSX
LAC
LESCAL

LESI

LHI
LI BL

LIl
LI I BV

Bar cl ays Bank of Canada

Br owni ng-Ferris
I ndustries, Inc.

Chase Lincoln First Bank

Canadi an Pacific Ltd.

First National Bank of

Chi cago

G ey CGoose Corporation
Lt d.

G ey Goose Hol di ngs, Inc.

GSX Cor poration

Lai dl aw Acqui sition Corp.

Lai dl aw Envi r onnent al
Services (California),
I nc.

Lai dl aw Envi r onnent al
Servi ces, Inc.

Lai dl aw Hol di ngs, Inc.

Lai dl aw | nvest nents
(Bar bados) Ltd.

Lai dl aw | ndustries, Inc.

Lai dl aw | nt er nati onal
I nvest nents B. V.

3 1n light of our decision,
respondent contends,
deducti bl e because of sec.

LI I BV
Cur acao

LIL

LTI

LTL

LW&I

LWSL

Monr oe

RBC
TDB

Transit

Transit
Lt d.

Tree

Wast e
Quebec

VWM

Lai dl aw | nt er nati onal
I nvestnents B.V., Curacao
Br anch

Lai dl aw | nvestnents Ltd.

Lai dl aw Transportati on,
I nc.

Lai dl aw Transportation Ltd.
or Laidlaw, Inc.

Lai dl aw Waste Systens, Inc.

Lai dl aw Waste Systens, Ltd.

Monroe Tree and Lawnt ender,
I nc.

Royal Bank of Canada
Toront o Donm ni on Bank

Travel ways, Inc., Laidlaw
Transit, Inc., or Laidlaw
Transit (West), Inc.

Lai dl aw Transit Ltd.

Lai dl aw Tree Service, Inc.

Lai dl aw Waste Systens
Quebec Ltd.

Wast e Managenent, |nc.

we need not deci de whet her, as
sone of the paynents at
267.

i ssue here are not
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Unl ess otherw se indicated, section references are to the
I nternal Revenue Code in effect for the years in issue and Rule
references are to the Tax Court Rules of Practice and Procedure.
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. FINDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

A. Petitioners

Petitioners LTI and LIl are U S. corporations the principal
pl aces of business of which were in Hurst, Texas, when they filed
their petitions.

LTL, a Canadi an corporation, owned all of the stock of LTI

during the years in issue. LTI was a holding conpany for U S.
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conpani es in the passenger and school bus transportation
busi nesses. LTI's consolidated group included Transit and Tree.

LTI owned 76 to 79 percent of the stock of LIl during the
years in issue and before Decenber 16, 1987. The other LIl stock
was publicly held. LIl bought the publicly held stock on
Decenber 16, 1987. After that date, LTI was the parent of the
U.S. consolidated group that included LIl. LIl was a hol ding
conpany for U S. conpanies in the solid and (after October 1986)
hazar dous waste services business, including LWSI.
B. LTL

1. M chael George DeG oote (DeG oote)

DeGoote and his famly noved fromBel giumto Canada in 1948
when he was 14. In the 1950's, DeG oote started a construction
business in Elliot Lake, Canada. In 1959, he noved his business
to Sault Sainte Marie, Canada, and built sewers, roads, and
hi ghways.

In 1959, DeG oote bought all of the stock of Laidlaw Mt or
Sales, Ltd., an Ontario, Canada, trucking corporation; Laidlaw
Motors, a retail truck parts business; and Hepburn Transport
Ltd., a Canadi an trucking conpany. In 1966, Hepburn Transport
Ltd. nmerged wth Laidlaw Motor Sales, Ltd., which |ater becane
LTL.* DeG oote was president and chairman of LTL fromthe tine

it was fornmed until August 1, 1990.

4 On Jan. 1, 1990, LTL changed its nane to Laidlaw Inc.
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2. Organi zation of the Laidlaw Entities in the Years in
| ssue
As discussed in nore detail in pars. 1-B-3 and 4 and |-C,

bel ow, LTL and its subsidiaries were organized as follows during

the years in issue:
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a. Lai dl aw Entities Before Decenber 16, 1987

LTL
(Canada)
100%
(95.6%direct; 100%
4.4%indirect)®
1 T
GGCL LIL
(Canada) (Canada)
100% 100% 100%
Goose LTI LIl BV
(U.S) (U.S) (Net her| ands)
. PETI TI ONER
| 20% 800/{ | 100% | 100%
LHI Transit Tree
(U.IS.) (U.IS.) (U.S)
Publ i c
21% 75% 4% 100%
LIl O her
(U.S.) U S.
PETI TI ONER Qper ati ng
Subsi d-
iaries
100%
LWBI
(Us.)
LESI
and O her

U S. Qperating
Subsi di ari es

® GCCL owned all of Goose during the tax years endi ng Aug.
31, 1986, to Aug. 31, 1988. LTL owned 96 percent and Transit
Ltd. owned 4 percent of GGCL. LTL owned all of Transit Ltd., a
Canadi an corporation. On July 4, 1988, Transit Ltd. nerged with
Travel ways Ltd., a Canadi an corporation which was 100- percent
owned by LTL. The nerged entity was Transit Ltd.



b. Laidlaw Entities After Decenber 16, 1987

T
(Capada)
100% I !
(95.6%direct; 100%
4.4% indirect)
GGE.C LIL
| (Canada) (Canada) |
100% 100% 100%
Goose T LIl BV
(U.S) (Y s.) (Net her| ands)
PETI 'l ONER
19% 81% 100% 100%
Il Transi t Tree
(U.s.) (Ujs.) (U.Ss)
PETI 'l ONER
100% 100%
|
L\i\BI
(ufls.) O her
U S. Operating
Subsi di ari es
100%
O her

US. OQperating
Subsi di ari es



3. Gowh of LTL

From 1959 to 1969, LTL and its predecessors bought trucking
busi nesses in the United States and Canada. LTL bought Superi or
Sanitation in 1969. LTL began to buy passenger bus service
busi nesses in Canada in 1973. LTL's subsidiaries entered the
solid waste services business in the United States in January
1978. LTL bought the | argest operator of school buses in Canada
in 1979. In Cctober 1980, LTL bought all of the stock of Theta
Systens, Inc. (TSI), which operated solid waste services
busi nesses in Indiana, Illinois, and Ghio. TSI changed its nane
to LWBI. LWl had subsidiaries active in the solid waste
business in North Anmeri ca.

LTL's subsidiaries entered the passenger bus business in the
United States in Septenber 1983. LTL sold its trucking business
in 1984. By the end of 1988, LTL and its subsidiaries were the
third | argest solid and hazardous waste nmanagenent services
conpany and the | argest provider of school bus transportation
services in North Anerica.

LTL financed its expansion in the United States by | ending
nmoney and contributing capital to its subsidiaries in the United
States. Before 1969, LTL financed its growh primarily with its
own earnings and | oans from banks and finance conpanies. LTL

first made a public offering of its stock in 1969. LTL raised
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C$1.5 million® in 1969, which it used to repay bank debts and buy
nore busi nesses. LTL stock was traded on stock exchanges in
Canada and the United States by August 31, 1988 (the end of LTL'Ss
1988 tax year).

LTL and its subsidiaries grew rapidly before and during the
years in issue. DeGoote acquired businesses that provided
trucking, solid waste services, and passenger and school bus
services. These businesses used heavy vehicles to transport
materials or people and needed governnental |icenses or permts
to operate. DeG oote believed that the fastest way to expand in
t hese businesses was to buy snall privately-held businesses which
had existing licenses and permts.

4, LTL' s Managenent Team

The core managenent team of the Laidlaw entities during the
years in issue consisted of DeGoote, Leslie W Haworth
(Haworth), and lvan R Cairns (Cairns). Haworth became LTL's
senior financial officer in 1972 and | ater becane senior vice
president for finance. Cairns becanme LTL's vice president,
general counsel, and secretary in 1981. He |later becane senior
vice president. Cairns and Haworth were DeG oote's two cl osest
advi sors on acquisitions, financing, and other matters. They
were directors and officers of LTL and all of its subsidiaries

relevant to these cases before and during the years in issue.

6 AIl references to "C$" are to Canadi an dollars. Al
references to "$" are to U S. dollars.
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During the years in issue, DeG oote was chairman of all of
t he Lai dl aw conpani es. DeG oote, Haworth, and Cairns were
directors and officers of LTL, LIL (LIIBV' s parent which was
whol |y owned by LTL), LIIBV, and petitioners.

5. DeG oote's Sale of LTL Stock

DeG oot e owned about 50.5 percent of the voting stock of LTL
during LTL's 1986 and 1987 tax years and until ©May 1988.
Omership of LTL's other voting stock was wi dely dispersed. In
May 1988, CP, a Canadi an transportation congl onerate, bought 47.2
percent of the voting stock of LTL from DeG oote for C$499
mllion.

C. Gowh of Petitioners and Their Subsidi aries

DeGr oot e and his managenent team established LTL as the
controlling parent of several subsidiaries which included LIIBY,
LTI, LIl, and their subsidiaries. See pars. |1-B-2, 3, and 4,
above.

1. LTI and Its Subsidi aries

In 1977, LTL formed LTI (a petitioner in these cases) to be
a holding conpany for LTL's U. S. subsidiaries. LTI, a Delaware
corporation, is an accrual basis taxpayer. LTL owned all of the
stock of LTI during the years in issue. LTI was the parent of an
affiliated group that filed consolidated returns during the years
in issue.

During the years in issue, DeG oote, Haworth, Ronald S

Murray (Murray), and Douglas R Gow and (Gow and) were the
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directors of LTI. DeGoote was president from Novenber 20, 1984,
to Decenber 10, 1987. Murray was vice president from Novenber
30, 1984, to January 9, 1986. Haworth was vice president for
finance from Novenber 30, 1984, to August 31, 1988. Cairns was
secretary from Novenber 30, 1984, to Decenber 10, 1987. Gow and
was senior vice president for solid waste services from Decenber
11, 1986, to Decenber 10, 1987.

DeG oote, Haworth, and Gow and were directors of Tree from
May 27, 1987, to August 31, 1988. OO ficers of Tree from May 27,
1987, to August 31, 1988, included Gow and as chairnman, Haworth
as vice president for finance, and Cairns as secretary.’

DeGroote, Haworth, and Victor A Wbster (Wbster) were
Transit's directors fromJanuary 10, 1985, to August 31, 1988.
Transit's officers from January 10, 1985, to August 31, 1988,

i ncl uded Webster as president, Haworth as vice president for
finance, and Cairns as secretary. DeG oote was chief executive
of ficer from Decenber 10, 1987, to August 31, 1988.

Through an acqui sition conpany, on May 1, 1987, LTI paid $16
mllion to buy the stock of Monroe, a New York corporation, which
provi ded | andscapi ng and tree services in New Engl and. Mbonroe
changed its nane to Laidlaw Tree Services, Inc. (Tree), on Apri

28, 1988.

" LTI sold all of the outstanding stock of Tree to an
unrel ated buyer in Cctober 1990 for $17.4 mllion.
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On Cctober 28, 1983, LTL fornmed Travel ways, Inc.
(Travel ways), a Del aware hol di ng and operating corporation.
Bef ore Septenber 1, 1987, Travelways owned all of Transit, a
hol di ng and operating corporation forned under California | aw on
June 26, 1961, and all of LTI's passenger services subsidiaries.

On Septenber 1, 1987, Laidlaw Transit, Inc., changed its
name to Laidlaw Transit (West) Inc. (LTW. On Novenber 5, 1987,
Travel ways changed its nane to Laidlaw Transit, Inc. (Transit).8
After the name changes, nost of the Laidlaw U S. east coast
passenger services subsidiaries were nerged into Transit, and
nmost of the Laidlaw U S. west coast passenger services
subsidiaries were nerged into LTW

During the years in issue, Transit and its subsidiaries
provi ded passenger and school bus services in the United States.
LTL and its subsidiaries were the |argest provider of school
transportation services in North Anmerica.

2. LIl and Its Subsidiaries

a. LIl
LTL fornmed LIl (a petitioner in these cases) on March 24,
1981, as the holding conpany for LTL's U. S. and Canadi an solid
wast e services operations. LIl is a Delaware corporation and an

accrual basis taxpayer. Before 1982, LTI owned 80 percent of the

8 Unl ess otherwi se indicated, references to "Transit"
i nclude references to Travel ways, Laidlaw Transit, Inc., Laidlaw
Transit (West), Inc., and Transit.
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stock of LII. LTL owned all of the stock of GBCL, a subsidiary
of which owned the other 20 percent of LIl stock

On February 9, 1982, LTI and GECL transferred their LI
stock to LH, a Del aware corporation. The stock of LIl was
publicly traded on the NASDAQ from 1982 to 1987. The public
owned 19 to 24 percent of the stock of LIl from 1982 to 1987.

During the years in issue, DeG oote, Haworth, Gow and, and
Murray (and others) were directors of LII. LII's presidents were
Murray from Septenber 1 to October 8, 1985, and Gow and from
Cctober 9, 1985, to August 31, 1988. Haworth was vice president
for finance from Septenber 1, 1987, to August 31, 1988. Cairns
was secretary, vice president, and general counsel from Septenber
1, 1985, to August 31, 1988. Harve A Ferrill (Ferrill) was a
director of LIl from 1982 to 1987. Ferrill had founded a waste
services conpany (TSI) that LTL bought in 1980. Wwen LIl went
public in 1982, DeG oote asked Ferrill to be a director.

LH nmerged into LIl on Decenber 31, 1987

b. LWl

LIl owned all of the stock of LWSI during the years in
issue. During the years in issue, LWSl owned all of the common
stock of LWSL, a Canadi an corporation. LWL owned all of the
common stock of Waste Quebec, a Canadi an corporation. LWL and

Wast e Quebec were in the solid waste services business in Canada.
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LWBI's only directors from Septenber 1, 1985, to August 31,
1988, were DeGoote, Gow and, and Haworth. LWBI's officers
i ncl uded Gow and as president from Cctober 2, 1986, to January 5,
1987, Haworth as vice president for finance from Cctober 2, 1986,
to August 31, 1988, and Cairns as secretary from Septenber 1,
1985, to August 31, 1988.
D. LI BY

1. Coopers & Lybrand's Pl an

By the md-1980's petitioners were conpeting intensely with
WM and BFI to buy solid waste services businesses. In the
sumrer of 1985, DeGroote, Cairns, and Haworth asked Coopers &
Lybrand to develop a tax strategy for LTL to help petitioners
conpete with WM and BFI in buying U S. conpanies. Coopers &
Lybrand al so consi dered nontax factors.

Coopers & Lybrand recommended that LTL formLIL as a wholly-
owned Canadi an subsidiary, and then formLIIBV, a Netherlands
subsidiary of LIL to be funded by capital contributions and non-
i nterest-bearing debt. Coopers & Lybrand said that under this
plan: (a) LTL could deduct interest it paid on funds it borrowed
toinvest in LIL; (b) LIL could Iend funds interest free to
LI I BV, which could advance funds to Laidlaw s U. S. subsidiaries
as interest-bearing debt; (c) the U S. subsidiaries could deduct
the interest with no withholding tax liability under a
U.S./Netherlands treaty; and (d) the Laidlaw group woul d have
what Coopers & Lybrand called a "doubl e deduction"” of interest

expense (interest deduction in both Canada and the U S.), with
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mnimal incone tax liabilities in The Netherl ands, Canada, or the
Uni ted St ates.

2. Formation of LIL and LIIBV; Dutch Tax Ruli ngs

On Septenber 25, 1985, LTL forned LIL, a Canadi an
corporation. LTL has always been the sol e sharehol der of LIL.?®
LTL and its subsidiaries contributed equity to LIL which was its
sol e source of funds during the years in issue.?

DeG oote, Haworth, and Cairns were directors of LIL from
Sept enber 25, 1985, to August 31, 1988. From Septenber 25, 1985,
to August 31, 1988, DeG oote was president and Haworth was vice
president for finance. Cairns was vice president and secretary
from Septenber 25, 1985, to Decenber 10, 1987, and secretary from
Decenber 10, 1987, to August 31, 1988. Jerry Pekaruk (Pekaruk)
was controller from Septenber 25, 1985, to Decenber 10, 1987
Robert E. Duncan (Duncan) was vice president from Decenber 10,
1987, to August 31, 1988. Haworth supervi sed Pekaruk and Duncan.

On Decenber 2, 1985, Coopers & Lybrand received the first of
several Dutch tax rulings that LIL's interest-free loans to LIIBV
woul d be treated as capital contributions rather than profits for
pur poses of Dutch incone and w thhol di ng taxes.

On Decenber 30, 1985, LIL fornmed LIIBV in The Netherl ands as

a 100-percent owned subsidiary. LIIBV was a corporation for U S.

° Fromthe tinme LIL was forned, LIL owned all of the stock
of LIBL, a Barbados corporation.

0 11L also received a dividend fromLIIBV in February 1988.
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Federal income tax purposes.!! In February 1986, LIIBV opened
accounts with ABN Bank, New YorKk.

LIL owned all of the stock of LIIBV during the years in
issue. DeGoote was a director of LIIBV during the years in
issue. LIIBV had other directors, including Netherl ands
residents. Haworth becanme a director of LIIBV after the years in
i ssue.

On Cctober 16, 1986, Haworth (using LTI |etterhead) wote
the followng to Peter Deege, a director of LIIBV:

| shoul d advise you that at our Monday neetings we
wi sh to do the foll ow ng:

1. Amrend the | oan agreenents fromB.V. to our U S
subsidiaries to provide wth effect from Septenber 1,
1986:

(a) Al sunms to be due on demand at interest
rates equal to ABN New York prine plus 2
percent, payable on the | ast business days of
each fiscal quarter

(b) Renove all financial ratio covenants.

(c) Renove the "ceilings" so that no limts wll
exist. Al loans wll be provided as
requested but subjected to availabilities of
B.V."'s funds.

(d) In the case of Laidlaw Transportation, Inc.'s
subsidiaries, there will be tw | oan accounts
est abl i shed, one called principal account and
the other called reinvested interest account.

(e) To facilitate the quarterly and ot her changes
in |loan anounts, all increases/decreases
woul d be entered on a grid prom ssory note.
This systemallows the | ender to adjust the
prom ssory note automatically w thout issuing

1 During the taxable years in issue, LIIBV was a foreign-
related person with respect to Transit and LWSI within the
meani ng of sec. 267(a)(3) and sec. 1.267(a)-3(b)(1), Inconme Tax
Regs.
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a new note. It may not be avail abl e under
Dutch law i n which case we shall anend to
suit your requirenents.

| shall be bringing new | oan agreenments wth nme
prepared on the Gid Note Basis.

2. Laidl aw I nvestnents Limted ("LIL"), LIIBV's

parent, will sell a prom ssory note of U. S.

$124, 812,613 payabl e by Laidl aw Waste Systens Inc. at

ABN prime plus 2 percent to LIIBV in exchange for a

conbi nation of capital of LIIBV and an interest free

| oan. The anmount of capital that will be attributed to

one share has to be determ ned by you and Ron Unger

prior to Monday. This prom ssory note is dated October

14 and LIIBV will have to direct the borrower to pay

the interest accrued from Cctober 14 to Cctober 19 to

LIL.

Ron Unger may need to advise the Dutch tax
authorities of these transactions in advance. Please
confer with him
LII BV carried out the instructions in Haworth's letter at

its board neeting on October 20, 1986.

From February 4, 1986, to April 12, 1988, LIIBV s managi ng
directors net 12 tinmes. DeGoote was present at four of the
nmeeti ngs and voted by proxy at eight. Haworth was present at
three of those neetings and Cairns was present at two.

LIL owned 100 percent of LIIBV. LIL' s proxies at
shar ehol der neetings for LIIBV included specific instructions
about future transactions.

Cairns and Haworth signed all of the | oan agreenents,
prom ssory notes, and assignnents of transactions between LIIBV
and petitioners on behalf of petitioners. LTL significantly

i nfluenced LIIBV s | ending decisions and operations.
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3. LIIBV's Tax Status in The Netherl ands

LI I BV kept books in The Netherlands in which it recorded its
| endi ng and borrow ng transactions, investnents, capital
contributions, incone, and expenses. LIIBV reported the paynents
onits loans to Transit, LWSlI, and Tree as interest incone
subject to The Netherlands' incone tax. LIIBV paid incone tax to
The Netherlands in 1986, 1987, and 1988.

LI I BV coul d cl ai mbenefits under the Convention for the
Avoi dance of Doubl e Taxation, Apr. 29, 1948, U.S. - Netherl ands,
art. VI11(1), 62 Stat. 1778, for all of the interest paid to it
by U S. persons, including petitioners.

Nei ther LTL nor any of the other Laidlaw conpanies asked to
borrow noney from any unrel ated comrercial |enders to replace the
nmoney the Laidl aw conpanies received fromLIIBY. LTL did not
guar antee repaynent of |loans LIIBV nade to petitioners or the
U.S. conpanies. However, LTL guaranteed repaynent of |oans by
comercial lenders to petitioners and the U S. conpani es.

4. LI | BV Curacao

In Cctober 1987, LIIBV established a branch office in
Curacao, Netherlands Antilles (LIIBV Curagao), to reduce
Net herl ands i ncome tax on the interest paynents that LIIBV
received from Transit, LWSI, and Tree. LIIBV Curacao kept a set
of its books and records in Netherlands Antilles.

On February 17, 1988, LIIBV Curacao hired GA F. Schrils
(Schrils), a resident of Netherlands Antilles, as its branch

manager. Schrils reported to LIIBV's directors in Ansterdam



E. LTL' s Purchase of GSX

1. The Agreenent To Buy GSX

LTL bought the stock of GSX for $349, 812,613 in 1986. 12
DeG oote and Haworth asked three investnment banks if they wanted
to provide long-termfinancing for LIl to buy GSX. Dean Wtter,
Bear Stearns, and Donal dson, Lufkin & Jenrette each gave LI
tentative proposals. Each investnent bank said that the GSX
acqui sition could be financed through a conmbi nation of equity (or
convertible debt), subordinated debt, and bank | oans. The
i nvest ment banks based their proposals in part on information
about GSX's finances that LTL later found to be unreliable. Each
proposal would have required petitioners to publicly issue stock
or debt. However, petitioners could not issue equity or debt
because GSX did not have separate audited financial statenents.
Hawort h opposed a public offering at that tine.

LTL and LIl rejected the investnment banks' proposals
because: (a) GSX did not have separate audited financi al
statenents; (b) equity or convertible debt would dilute LTI's
interests in LIl; and (c) debt from conmmercial |enders could not
be secured on terns as favorable as debt from LI I BV.

Ferrill (identified at par. |1-C 2-a, above) was a nenber of
a special commttee for LII's board of directors which was
considering the investnent banks' proposals. He relied on

Haworth's judgnment in deciding that LIl should reject the

12 GSX's parent had agreed to reduce the price by
C$24, 743, 000 because Coopers & Lybrand identified problenms with
GSX' s operations.
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i nvest ment banks' proposals and use funds fromLIIBV to pay for
GSX.

LTL assigned its rights and obligations under the GSX
purchase agreenent to LWSl before the closing date. LTL and LTI
recorded the transaction on their books as an interconpany
recei vable owed to LTL by LTI. LTI recorded the transaction as
an i nterconpany receivable owed by LW

LTL borrowed $349, 812,613 from TDB on Sept enber 30, 1986,
and on QOctober 10, 1986, deposited it in a GSX purchase escrow
account. In a docunent entitled "Loan Agreenent"” signed by
Cairns and dated as of Septenber 30, 1986, LTL agreed to many
conditions for the |oan that typically acconpany commerci al
| oans, including not to allowits ratio of current assets to
current liabilities to be less than 1 to 1, its debt to equity
ratio®® to be greater than 2.5 to 1, its cash-flow ratio!* to be
less than 1.25 to 1, and its net worth to be |l ess than C$325
mllion.

On Cctober 10, 1986, LWSI wrote prom ssory notes payable to
LTI on demand for $124,812,613, $125 million, and $100 mllion (a

total of $349,812,613). Each promi ssory note required LWBI to

13 Debt to equity ratio is conputed by dividing the debt of
a conpany by its shareholders' equity. The ratio indicates the
| evel of financing that is provided by the conmpany's sharehol ders
and its creditors.

14 Cash-flow ratio is conputed by dividing cash-fl ow by
antici pated debt paynents.
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pay LTI interest quarterly at a rate equal to ABN Bank's U. S.
prime rate plus 2 percent.

On Cctober 14, 1986, LWSlI bought all of the stock of GSX
from GSX' s parent for $349,812,613. On Cctober 14, 1986, the GSX
pur chase escrow di shursed $349, 812,613 to GSX s parent and gave
the three LWSI prom ssory notes to LTI. After the GSX sale, LTI
owed LTL $349, 812,613 (which was unsecured) with interest at a
rate equal to the U S. prine rate.

On Cctober 20, 1986, LWSI's $124,812,613 prom ssory note was
assigned to LTL, then to Transit, then to LIL, and then to LIIBV.
I n exchange for this assignnment, LIIBV executed a prom ssory note
to LIL for an interest-free loan fromLIL in the same anount as
t he assigned note. On Novenmber 10, 1986, LWBI's $125 nillion
prom ssory note was assigned to LIIBV. Haworth and Cairns signed
t he docunents through which the notes were assigned.

On Decenber 10, 1986, LWSI told LIIBV that LWSI coul d not
lower its debt to equity ratios to a | evel acceptable to ABN Bank
by issuing equity. This was partly because the equity narket was
weak at that tinme.

LIIBV transferred to LWBI $21 mllion on February 18, 1987,
and $79 mllion on June 15, 1987. LWBl used these funds to repay
LTI for the $100 mllion prom ssory note.

Initially LTL, and later LIIBV, financed LWSl's acquisition
of GSX. As part of that initial financing LTL and LIIBV required

LWSl to pay interest at a rate of 10.5 percent on the anount
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LI I BV advanced to it. LIl"'s directors, including Ferrill,
approved the interconpany financing to buy GSX because the rates
and terms were nore favorable to LIl than those from conmerci al
| enders. On July 7, 1987, LIl and LWSlI signed a new | oan
agreenent with LIIBV. It included balances from previous
advances and kept the 10.5 percent interest rate.

LTL repaid its loan from TDB relating to the GSX acquisition
primarily with noney that LTL raised in equity markets.

2. Result of the GSX Purchase

The GSX purchase made LIl the third | argest solid waste
services business in the United States and the second or third
| argest provider of hazardous waste di sposal services in the
United States.

LIl"s credit lines fromcomercial lenders limted LII's
debt to equity ratio to no nore than 2 to 1. As aresult, LII's
debt under these lines of credit could not exceed $247.8 mllion.
LIl's debt after the GSX acquisition was $491.1 mllion. If
LIl's debt to equity ratio exceeded 2 to 1, it would be required
to renegotiate its comrercial |loans. The debt fromthe GSX
acquisition made it harder for LIl to neet the financial ratio
requi renents established by credit agreenents with its comerci al
| enders. Before acquiring GSX, LII's debt to equity ratio (based
on book value) was less than 1 to 1; after the acquisition, it
was alnost 3.1 to 1. LIlI's primary conpetitors in the U S. solid

wast e services industry had debt to equity ratios below 2 to 1.



3. LESI

GSX changed its nane to LESI. LESI becane an indirect
subsidiary of LWSl in October 1986. LESI was the hol di ng conpany
for the hazardous waste services operating subsidiaries of the
LI'l group.

On April 11, 1989, LESI and International Technol ogies
Corp., an unrelated U S. corporation, formed LESCAL. LESI owned
70 percent of LESCAL and International Technol ogi es Corp. owned
30 percent. On March 31, 1993, LESI bought International
Technol ogi es Corp.'s stock in LESCAL

F. LTlI's Centralized Cash Managenent Proqgram ( CCMP)

Before 1987, LTI had a programw th its subsidiaries to
manage cash called the COWP. The CCWP had the foll ow ng
accounts. LTI had an account called a master concentration
account or first tier account. Transit, Tree, and LWSl, LTIl's
subsidi ari es one | evel below LTI, had second tier concentration
accounts. Regions of Transit, Tree, and LWSI had third tier
concentration accounts. Operating conpanies in those regions had
fourth tier concentration accounts.

The CCWP accounts operated as follows. At the end of each
day, each operating conpany netted the cash it received agai nst
the cash it disbursed. The operating conpany netted the cash in
a general account. The operating conpany then transferred any
extra cash in the general account to the appropriate third tier

account. If there was a cash shortage in the operating conpany's



- 25 -
general account, cash was transferred fromthe appropriate third
tier account to the operating conpany's fourth tier account. All
fourth tier accounts were zeroed out at the end of the day.
Next, the sanme thing was done for third and then second tier
accounts. Each second tier account was zeroed out with transfers
to or fromthe first tier naster account. The parties to the
CCMP accounted for the transfers between the accounts as
i nt erconpany recei vabl es or payables. The parties to the CCOW
charged what they claimto be interest on all interconpany
payabl es established under the CCWVP.

In July 1987, LTI, Transit, LWSlI, and Tree established a
unified CCMP at FNBC. In 1987 and 1988, LTlI's CCWP overdraft
limt was between $25 and $30 million for its master
concentration account at FNBC.

LTL sunmari zed the transfers of noney to be made through
FNBC s accounts for FNBC officials in Canada. At the end of each
day, LTL or its subsidiaries redeposited enough noney in the FNBC
CCMP accounts to cover any overdrafts resulting fromtransfers.

LIl had a separate CCMP with its subsidiaries.

G The Advances at |ssue

1. LIL, LIIBY, and LTL

In the years in issue, LIIBV's primary activity was to
receive funds fromLIL and transfer themto petitioners,
generally on the sane or next day. LIIBV advanced funds only to
Laidlaw affiliates in the years in issue. LIIBV' s funds cane
al nost exclusively fromLIL and from petitioners' paynments to

LII BV.
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When a Laidlaw entity asked for an advance,

to provide funds for the transaction.

LI I BV asked LIL

VWhen LI L advanced those

funds to LIIBV, LIL told LIIBV to record the advance as an

interest-free loan and as a capital

designated by LIIBV and Coopers & Lybrand.

to conply with Dutch tax rulings.

contri bution,

in proportions

This was done in part

Witten agreenents between LIL and LII BV generally required

LIL to provide funds requested by LII BV, as |long as those anounts

were no nore than anmounts that LIIBV agreed to advance to

petitioners or their subsidiaries.

advances from LIL on demand.

LI I BV agreed to repay

LI I BV' s managi ng directors issued

nore stock to LIL as needed to nake LIIBV's debt to equity ratio

conply with Dutch tax rulings.

2. Advances at | ssue

LI1BV transferred the foll owi ng anbunts

of noney to Transit,

LWBI, and Tree during the years in issue:

LI 1 BV Advances To -- CUMULATI VE

DATE TRANSI T LV TREE TOTAL BALANCE
12/ 18/ 85 $5, 000, 000 - 0- - 0- $5, 000, 000 | $5, 000, 000
02/ 18/ 86 18, 000, 000 - 0- - 0- 18, 000, 000 | 23, 000, 000
04/ 29/ 86 30, 100, 000 | $29, 000, 000 - 0- 59, 100, 000 | 82, 100, 000
05/ 29/ 86 9, 588, 797 - 0- - 0- 9,588,797 | 91,688,797
08/ 06/ 86 54, 000, 000 - 0- - 0- 54, 000, 000 | 145, 688, 797
08/ 28/ 86 2,204, 674 - 0- - 0- 2,204,674 | 147,893,471
Total FY1986 | 118,893,471 | 29, 000, 000 - 0- 147, 893, 471

10/ 20/ 86 - 0- 124,812, 613 - 0- 124,812,613 | 272, 706, 084
11/ 10/ 86 43, 800, 000 | 125, 000, 000 - 0- 168, 800, 000 | 441, 506, 084
11/ 25/ 86 5, 870, 270 - 0- - 0- 5,870, 270 | 447, 376, 354
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LI 1 BV Advances To -- CUMULATI VE
DATE TRANSI T LV TREE TOTAL BALANCE
02/ 18/ 87 - 0- 21, 000, 000 - 0- 21, 000, 000 | 468, 376, 354
02/ 25/ 87 11, 535, 627 - 0- - 0- 11, 535, 627 | 479, 911, 981
05/ 28/ 87 12, 468, 151 6, 400, 000 | $20, 000,000 | 38,868,151 | 518, 780, 132
06/ 15/ 87 -0- 99, 000, 000 -0- 99, 000, 000 | 617, 780, 132
08/ 31/ 87 15, 280, 674 - 0- -0- 15, 280, 674 | 633, 060, 806
Total FY1987 88, 954, 722 | 376, 212,613 | 20,000, 000 | 485, 167, 335
11/ 30/ 87 16, 700, 000 - 0- - 0- 16, 700, 000 | 649, 760, 806
12/ 16/ 87 - 0- 60, 900, 000 - 0- 60, 900, 000 | 710, 660, 806
02/ 08/ 88 45, 000, 000 - 0- - 0- 45, 000, 000 | 755, 660, 806
02/ 29/ 88 - 0- 90, 448, 000 - 0- 90, 448, 000 | 846, 108, 806
04/ 18/ 88 17,000, 000 | 11, 000, 000 - 0- 28, 000, 000 | 874, 108, 806
04/ 29/ 88 - 0- 10, 000, 000 - 0- 10, 000, 000 | 884, 108, 806
05/ 31/ 88 - 0- 21, 045, 000 - 0- 21, 045, 000 | 905, 153, 806
08/ 08/ 88 31, 000, 000 | 17, 000, 000 - 0- 48, 000, 000 | 953, 153, 806
08/ 31/ 88 - 0- 22, 000, 000 - 0- 22,000, 000 | 975, 153, 806
Total FY1988 | 109, 700,000 | 232, 393, 000 - 0- 342, 093, 000
LI 1 BV continued to advance noney to LTI, Transit, LWSI,
Tree, and other LTI subsidiaries after August 31, 1988. By
Decenber 31, 1994, LIIBV had advanced $1, 393, 383,974 to

petitioners.
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3. Typi cal Advances From LTL to LIIBVY and From LIIBV to
Petitioners

a. Typi cal Advance From LTL to LIIBV to Transit

LI1BV's February 18, 1986, advance to Transit typified how
LI1 BV received funds fromLIL and i medi ately advanced the funds
to one of the petitioners. The steps for the February 18, 1986,
advance were as foll ows:

Steps for the February 18, 1986, Transfers

1. LTL received $18 million fromits August 1985 issue of
preferred shares.

2. LTL transferred $18 mllion to LIL. LIL issued stock to
LTL.

3. LIL transferred $18 mllion to LIIBV.
4. LIIBV transferred $18 mllion to Transit.

b. Transfers Between U.S. Subsidiaries and LI I BV

The foll ow ng descriptions show in greater detail how
petitioners and LIIBV (including LIIBV Curacgao) transferred funds
during the years in issue:

Auqust 28, 1986, Transfers

U.S. Subsidiaries to LIIBV LIITBV to U S. Subsidiaries
LIl for LWSI $573, 958 LWSI - 0-

Transit 1,630,716 Transit $2, 204,674
Tot al 2,204,674 Tot al 2,204,674

Steps for the August 28, 1986, Transfers

LIl borrowed $573, 958 from RBC for LWBI.
LIl transferred $573,958 to LIIBV for LWSI.
Transit transferred $1, 630,716 to LI IBV.
LI1 BV transferred $2,204,674 to Transit.

PwONE
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Novenber 25, 1986, Transfers

U.S. Subsidiaries to LIIBV LIIBVY to U.S. Subsidiaries

Transit to LIIBV $3, 097, 820 LIIBV to Transit $5, 870, 270

LWSl to LII BV 2,772,451 LI 1 BV to LWAI - 0-
Tot al 5,870, 271 Tot al 5, 870, 270

Steps for the Novenber 25, 1986, Transfers

LWSI transferred $2,772,451 to LIIBV.
Transit transferred $3,097,820 to LIIBV.
LII BV transferred $5, 870,270 to Transit.

February 24-25., 1987, Transfers

U.S. Subsidiaries to LIIBV LIITBV to U S. Subsidiaries
LWBI $7, 532, 238 LW&I -0-

Transit 4,003, 389 Transit $11, 535, 627
Tot al 11, 535, 627 Tot al 11, 535, 627

Steps for the February 24-25, 1987, Transfers

LTL authorized TDB to transfer $4,003,389 to Transit; the
funds were transferred to LTI.

LTI transferred $4, 003,389 to Transit.

Transit transferred $4, 003,389 to LIIBV.

LWBl received $7, 532,238 from RBC.

LWBl transferred $7,532,238 to LIIBV.

LI1 BV transferred $11, 535,627 to Transit.

Transit transferred $10, 000, 000 to LTI.

May 28, 1987, Transfers

U.S. Subsidiaries to LIIBV LIITBV to U S. Subsidiaries
Transit $4, 479, 972 Transit $12, 468, 151
LWBI 7,988,179 LWSI - 0-

Tot al 12, 468, 151 Tot al 12, 468, 151

Steps for the May 28, 1987, Transfers--Transaction 1

LWSI received | oan proceeds of $7,988,179 from RBC.
RBC wired the funds to LI I BV.

Transit transferred $4, 479,972 to LIIBV.

LI1 BV transferred $12, 468,151 to Transit.
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Steps for the May 28, 1987, Transfers--Transaction 2

LTL transferred $26, 400,000 to LIL

LIL transferred $26, 400,000 to LIIBV.

LI1 BV transferred $20, 000,000 to LTI.

LI1 BV transferred $6, 400,000 to RBC on behal f of LW8I.
LTI transferred $20, 200,000 to LWSI.

LWl transferred $16, 000,000 to Thonas Terry, Jr., to

acquire Tree.

LWSI transferred $4, 200,000 to Tree.

Auqust 31, 1987, Transfers

U.S. Subsidiaries to LIIBV

Transit $5, 071, 716
LW&I 10, 297, 291
LTI for Tree 546, 667
Tot al 15, 915, 674

LIIBVY to U.S. Subsidiaries

Transit $15, 280, 674
LWSI - 0-
LTI for Tree - 0-
Tot al 15, 280, 674

Steps for the August 31, 1987, Transfers

LWBl transferred $6, 000,000 to LTI.

LTI transferred $3, 663,625 to LWSI.

LTI transferred $546, 667 on Tree's behalf to LIIBV.
Transit transferred $5,071,716 to LI IBV.

LI1 BV transferred $15, 280,674 to Transit.

LWBl transferred $10, 297,291 to LIIBV.

LTI transferred $12, 790,221 to LWAI.

Transit transferred $7, 448,587 to LTI.

Novenber 30,

1987, Transfers

U.S. Subsidiaries to LIIBV
LTI for Tree $549, 028
LTI for Transit 5,705,723
LTI for LWSI 10, 597, 883
Tot al 16, 852, 634

LIIBVY to U.S. Subsidiaries

Tree - 0-
Transit $16, 700, 000
LWSI - 0-
Tot al 16, 700, 000

Steps for the Novenber 30, 1987, Transfers

On Tree's behal f, LTI transferred $549, 028 to LIIBV.

On Transit's behal f, LTI transferred $5, 705,723 to LI IBV.
On LWSI's behal f, LTI transferred $10, 597,883 to LII BV.
LI1 BV transferred $16, 700, 000 to Transit.

LTI received $82, 624,902, $49, 819, 429 of which was from

Transit.

LTI transferred $29, 976,998 to LWAI.
LTI transferred $32,609,046 to Transit.
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February 29, 1988, Transfers

U.S. Subsidiaries to LIIBV LIITBV to U S. Subsidiaries
LTI for LWSI $11, 991, 976 LW&I $12, 448, 000
LTI for Transit 6, 346, 874 Transit - 0-

Tr ee 539, 583 Tree - 0-

Tot al 18, 878, 433 Tot al 12, 448, 000

Steps for the February 29, 1988, Transfers--Transaction 1

On behal f of LWBI, LTI transferred $11, 991,976 to LIIBV.
On behal f of Transit, LTI transferred $4, 591,927 to LIIBV.
On behal f of Transit, LTI transferred $1, 754,947 to LI I BV
Cur acao.

Tree transferred $539,583 to LI IBV.

LII BV transferred $10, 728,000 to LIIBV Curacgao.

LI 1 BV Curacao transferred $12, 448,000 to LWSI.

LI1 BV transferred $2, 000,000 to LIL

LTI transferred $654,473 to Tree.

LWBl transferred $12, 448,000 to LTI.

Steps for the February 29, 1988, Transfers--Transaction 2

LTL recei ved $13, 000, 000 from TDB.
RBC transferred $63, 000,000 to LTL.
LTL transferred $78, 000,000 to LIL
LIL transferred $78, 000,000 to LIIBV.
LI1 BV transferred $78, 000, 000 to LWSI .
LTI transferred $15, 096, 068 to TDB.
LTI transferred $63, 384,285 to RBC.
LWBl transferred $78, 000,000 to LTI.

May 31, 1988, Transfers

U S. Subsidiaries to LI I BV and LIl BV Curacao
LI 1 BV and LIIBV Curacao to U S. Subsidiaries
Tr ee $542, 499 Tr ee -0-
LWEI 15, 015, 471 LWEI $21, 045, 000
Transit 7,534,621 Transit - 0-
Tot al 23,092, 591 Tot al 21, 045, 000

Steps for the May 31, 1988, Transfers

LTI transferred $5, 770,188 to Transit.

LTI transferred $14,677,818 to LWSI.

Tree transferred $542,499 to LIIBV.

LWBl transferred $14,677,818 to LIIBV.

LWSlI transferred $337,653 to LIIBV Curacao.
Transit transferred $5, 770,188 to LIIBV.

Transit transferred $1, 764,433 to LI I BV Curacgao.
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8. LI1 BV transferred $18, 985,000 to LIIBV Curagao.

9. LI 1 BV Curacao transferred $21, 045,000 to LWSI.

10. LIIBV transferred $2, 000,000 to LIL

11. LIL transferred $2,000,000 to Transit and affili ates.
12. Transit and affiliates transferred $2, 000,000 to LTL.
13. LTL repaid $2, 000,000 in | ong-term debt.

14. LTI transferred $783,381 to Tree.

15. LWBl transferred $8, 794, 145 to LTI.

16. Transit transferred $981,987 to LTI.

Augqust 31, 1988, Transfers

U S. Subsidiaries to LI I BV and LIl BV Curacao
LI 1 BV and LIIBV Curacao to U S. Subsidiaries
Transit $8, 580, 485 Transit - 0-
LW&I 16, 546, 460 LWBI $22, 000, 000
Tr ee 581, 666 Tree - 0-
Tot al 25,708, 611 Tot al 22, 000, 000

Steps for the August 31, 1988 Transfers

FNBC transferred $2, 900,000 to LTI.

LTI received $19,617,722. Transit and LWSl transferred
funds to their respective general payables accounts with
FNBC. Fromthese accounts, $19,617,722 was transferred to
LTI's FNBC naster concentration account in an "Automatic

Cl eari ng House" transaction.

3 LTI transferred $22,261,038 to LIIBV as follows: $6, 688, 667
on Transit's behal f and $15,572, 371 on LWSl's behal f.

4 Tree transferred $581, 666 to LI IBV.

5. Transit transferred $1,891,818 to LIIBV Curacgao.

6. LWSI transferred $974,089 to LIIBV Curacao.
7.

8

9

N =

LI1 BV transferred $19, 134,704 to LIIBV Curagao.
LI 1 BV Curacao transferred $22, 000,000 to LWSI.
. LWBl transferred $22, 000,000 to LTI.
10. LTI transferred $17, 900,000 to LWAI.
11. LTI transferred $35, 000,000 to LII
12. LWBl transferred $40, 993,136 to LTI.
13. LTI transferred $278,419 to Tree.
14. LTI transferred $6, 651,824 to Transit.
C. LTL's Description of an LIIBV Transfer

In 1986, RBC arranged for LTL to borrow funds for what RBC
described as a "'double dip' taxation driven transaction". In
that transaction, RBC s |loans were repaid in the United States
and new | oans were made from Canada. LTL summarized the

foll ow ng steps of one of those fund transfers in a menorandum
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relating to an advance on February 8, 1988, by LTL to LIIBV to

Transit:
1. LTL borrowed $45 mllion from TDB;
2. LTL lent the funds to Transit Ltd. at the prine rate;
3. Transit Ltd. contributed the funds to LIL for Class B
shares;

4. LIL advanced funds to LII BV via ABN Bank (New York);
5. LIIBV advanced funds to Transit Ltd. at prine plus 2

percent;
6. Transit Ltd. paid down interconpany debt to LTI; and
7. LTI paid $45 million.

d. Advances to Transit

On Novenber 10, 1986, Transit signed a demand note payabl e
to LTI for $43.8 mllion. Also on that day, the note was
assigned to LTL, then to Transit, then to LIL, and then to LIIBV.
Hawort h and Cairns signed each assignnent. The $43.8 nillion was
incorporated into a | oan agreenent dated "as of Septenber 1,
1986" .

Transit acquired stock and assets of 44 conpanies in the
transportation industry for $50, 744,478 in the year endi ng August
1986, $20,736,304 in the year ending August 1987, and $71, 573, 421
in the year ending August 1988. Transit used $24, 798, 393 from
LII BV for interest reinvestnent | oans.

e. Advances to LWEI LWSlI used advances from LI | BV
as follows:'> $349,812,613 to buy GSX; $6.4
mllion to repay RBC |loans; $60.9 million to

repurchase LIl stock; and $43,553,907 to pay
interest to LIIBV (interest reinvestnent |oans).

% LWBl transferred $29 mllion to its affiliate, Societe
Sanitaire, to buy preferred stock in Travelways, Ltd. However,
it is not clear whether it used the $29 mllion it borrowed for
t hat purpose.
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LWBI bought stock and assets in 31 conpanies in the solid
wast e services industry for $5,384,708 in the year endi ng August
1986, $373,534,605 in the year endi ng August 1987, and
$71,837,698 in the year ending August 1988, largely wi th advances
from LI I BV.

f. Fi nanci ng the LIl Stock Repurchase

The public held 21 to 24 percent of LII's stock until
Decenber 16, 1987. |In Decenber 1987, LIl began to buy those
publicly held shares through a tender offer totaling about $93
mllion ($22 per share). Ferrill, a director of LIl from1982 to
1987, convinced DeG oote to increase the repurchase price for LI
stock from $17-18 per share to $22 per share. The trading price
was $15.50 per share on Novenber 9, 1987. LIl conpleted the
repurchase on Decenber 16, 1987. LIl becane wholly owned by
menbers of the LTL group.

On Decenber 15, 1987, LTI signed a | oan agreenent with LIl BV
whi ch had the sane terns as those in LIIBV's May 27 and July 7,
1987, agreenents with Transit, LWSlI, and Tree. On Decenber 16,
1987, LTI used a $60.9 million advance fromLIIBV to pay for LI
stock that LIl had repurchased fromthe public. On Decenber 16
1987, LWSlI assuned LTI's obligations to LIIBV on the $60.9
mllion |oan.

g. Fi nanci ng the Purchase of Mnroe

LAC borrowed $20 million fromLIIBV pursuant to a | oan
agreenent dated May 27, 1987. LAC used the proceeds of the |oan

to buy Monroe ($16 million) and to refinance third-party | oans
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relating to Monroe's purchase of rolling stock ($4 mllion). In
Cct ober 1990, LTI sold Mnroe, renaned Laidl aw Tree Services,
Inc., to an unrelated party for $17.4 mllion. At that tinme, LTI
assuned Tree's obligation to repay $22.5 mllion to LIIBV, and
Tree agreed to pay $22.5 mllion to LTI.

4. CGeneral Terns and Conditions of the LIIBV Agreenents

LTL's counsel, Cairns, wote the first draft of all of
the LIIBV | oan agreenents. LIIBV and petitioners
revi sed sonme of the agreenents.

The | oan agreenents and prom ssory notes between LII BV,
Transit, LWSlI, Tree, and LTI and LIl as guarantors: (a) Said
that the borrower unconditionally prom sed to repay advances on a
fi xed date or on demand; (b) said that LTI guaranteed LIIBV that
Transit and Tree woul d repay the advances, and LIl guaranteed
LI I BV that LWSl woul d repay the advances; (c) said that the
borrower must pay a fixed or determ nable rate of interest
regardl ess of whether the borrower or guarantor had any incone or
di stributed dividends; (d) said that LII BV could require the
borrower and the guarantor to pay principal and interest; (e)
said that LIIBV' s rights were senior to the rights of the equity
hol ders of the nom nal borrower and guarantor; (f) did not
authorize LIIBV to convert the obligations into stock of the
nom nal borrower or the guarantor; (g) did not authorize LIIBV to
participate in the managenent of the nom nal borrower or the
guarantor; (h) did not say that the nom nal borrower's obligation

to repay LIIBV was contingent; and (i) said that LIIBV could
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transfer the advances to any person w thout regard to any
transfer of stock of the borrower.

Petitioners and LIIBV treated the advances fromLIIBV to
Transit, LWBI, and Tree as |l oans on their financial statenents.
LI 1 BV coul d have sued, but did not, to enforce the agreenents.

During the years in issue, LWSI and LWSL had credit |ines
from RBC and BBC totaling about $250 million, which were senior
to LIIBV' s and LTL's advances.

5. Terns and Conditions of Specific LIIBV Agreenents

a. Transit and LWSl Loan Agreenents

LI I BV advanced $5 mllion to Transit on open account on
Decenber 18, 1985. On February 4, 1986, Transit and its
subsidiaries, and LTI as guarantor, signed a | oan agreenment with
LI I BV which established a $50 million line of credit convertible
to a 5-year termloan due on Septenber 1, 1988.1% Transit agreed
to pay interest quarterly beginning on May 31, 1986. The
agreenent included an acceleration clause (i.e., the full anount
advanced woul d be due if Transit defaulted). Transit and LTI
agreed that they would each would naintain a long-termdebt to
equity ratio of no nore than 2 to 1 and a current assets to
current liabilities ratio of no less than 1 to 1

The agreenment did not require the directors of Transit or

LTI to adopt a resolution authorizing the guaranty or require the

1 Loans to Transit under the Feb. 4, 1986, agreenent were
to mature on Sept. 1, 1988, unless the outstanding principal was
previously converted into a termloan to be repaid in 10
sem annual install nents.
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borrower or guarantor to obtain |egal opinions concerning
enforceability of the guaranty. The agreenent did not require a
covenant that the guaranty would rank no | ower than that of al
unsecur ed i ndebt edness of the guarantor. The agreenent required
Transit to provide financial information concerning the guarantor
only when requested. On April 23, 1986, Transit and LTI as

guar ant or anended the February 4, 1986, |oan agreenent with LIIBV
to increase the line of credit to $100 million and anended the
interest rate provisions froma variable rate equal to the prinme
interest rate of the ABN Bank, New York, to a variable rate equal
to the lower of the prime interest rate of the ABN Bank, New
York, and the 60 day LIBOR interest rate plus Y percent.

Also on April 23, 1986, LWSI and LIl as guarantor signed a
| oan agreement with LIIBV for $50 million. The terns were
simlar to the Transit agreenent, as anended, but LWSl agreed to
[imt its debt to equity ratio to no nore than 2.5 to 1

On May 26, 1986, before the May 31, 1986, interest paynent
date, LIIBV anended its |oan agreenents with Transit and LWSI to
nodi fy the interest rates.

On August 6, 1986, LIIBV advanced $54 nmillion to Transit for
whi ch Transit signed a demand note.

The loans to which LIIBV and petitioners agreed before
Septenber 1, 1986, did not require the borrowers to nake periodic
princi pal paynments. The agreenents permtted Transit and LWSI to
convert the agreenents to termloans on or before the maturity

date. Al of the pre-Septenber 1986 LIIBV | oans were payabl e on
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Septenber 1, 1988. |If Transit or LWBI chose to convert, the
| oans from LI I BV woul d becone fixed-term | oans repayable in 10
equal sem annual installnents. However, LIIBV could demand
repaynent at any tine if it needed the funds.

After the GSX acquisition, LTI and LIl did not conply with
| everage ratios to which they had agreed in the | oan agreenents
with TDB, RBC, and BBC. On COctober 16, 1986, Haworth told LIIBV
that LIl1's repaynment of its advances nust be subordinated to
LIl's commercial lenders. Al so on Cctober 16, 1986, Haworth
asked LII BV to anend petitioners' |oan agreenents to provide,
effective Septenber 1, 1986, that (1) all suns woul d be due on
demand at interest rates equal to the prine rate at ABN Bank, New
York, plus 2 percent, (2) petitioners need not neet any financi al
ratios, (3) petitioners no |longer had restrictions as to the
maxi mum anmount of funds they could seek and that LIIBV was to
provi de on request, subject to availability of funds, and (4)
LI 1 BY woul d subordinate its advances to petitioners to their bank
| oans. On COctober 20, 1986, LIIBV s managi ng board unani nously
agreed to subordi nate repaynent of its advances to Transit's bank
| oans.

Transit and LWSI nade new | oan agreenents with LIIBV, dated
"as of Septenber 1, 1986". In the first of these agreenents,
signed by Haworth for Transit, LIIBV subordinated Laidlaw s and
Transit's i ndebtedness to LIIBV to any anmounts owed by Laidlaw to

TDB
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LTL entered into postponenent agreenents in favor of RBC and
BBC in Novenber 1986. RBC and BBC relied on the agreenents. The
agreenents provided that Canadi an | aw appli ed.

On Decenber 11, 1986, LTL's board of directors agreed to
subordinate LII's debt to LTL to any loan fromRBC to LIl to
prevent default under the RBC | oan agreenent. On the sane day,
LTL's board signed a | oan agreenent with LIl and LWSl in which
LTL Ient LWSI $350 million to be due on Cctober 14, 1989. The
| oan agreenent required that, at LWSI's request, LWSl's
i ndebt edness to LTL woul d be subordinated to the indebtedness of
LWSI to RBC and BBC.

LTI and LTL signed a joint |oan agreenent with RBC in 1987,
under which LTL guaranteed RBC s advances to LTI. LTL, LTI, and
LIl signed subordination agreenents with several commerci al
banks, including RBC, BBC, and TDB in part because LTL and its
subsidiaries were highly | everaged after the GSX acqui sition.
Petitioners and LIIBV gave each commercial bank priority over the
i nt erconpany advances from LTL and its subsidiaries (including
LI I BV).

On February 13, 1987, Haworth told LIIBV that subordination
of the LIIBV advances to petitioners would no | onger be
necessary. On March 16, 1987, LIIBV s board voided the
subordi nati on agreenent in the first "as of Septenber 1, 1986"
agreenent. A second "as of Septenber 1, 1986" |oan agreenent,

signed by Haworth and Cairns for Transit, included the anmendnents



- 40 -
suggested by Haworth ot her than the provision to subordinate
loans. It provided that LWSI or Transit would give LIIBV
prom ssory notes and that the advances, which those notes
represented, would be treated as if they had been made under the
| oan agreenent. The second "as of Septenber 1, 1986" agreenent
substituted a demand feature for a fixed maturity date. LIIBV
did not require Transit, Tree, and LWSI to have a reserve or
sinking fund to assure that they could repay the advances. The
second "as of Septenber 1, 1986" agreenment governed all prior
advances by LIIBV to Transit or LWSI.

On July 7, 1987, LTI, Transit, LIl, and LWSl signed new | oan
agreenents with LIIBV. These agreenents governed all advances
made by LIIBV to Transit and LWSlI before July 7, 1987. They
included the sane terns as the "as of Septenber 1, 1986"
agreenents, except that (1) the July 7, 1987, agreenents
elimnated the demand feature fromthe previous | oan agreenents
and established fixed terns with principal balances due Septenber
1, 1989, unless the parties extended the due date by witten
agreenent, and (2) the parties added sone enforcenent provisions,
i ncludi ng an acceleration clause. LIIBV did not require a
reserve or sinking fund to assure that petitioners would repay

t he advances.



- 41 -

b. Funds to Buy Tree and Advances to Tree

On May 25, 1987, LTL asked LIIBV to nake a $20 nmillion | oan
to LAC on May 28, 1987. As stated at par. 1-C 1, above, LTL used
LAC to buy Monroe, which becane Tree. On May 27, 1987, LAC and
LTI signed | oan agreenents with LII BV, which had the sane terns
as LIIBV s July 7, 1987, agreenents with LWSl and Transit. LTI
guar ant eed repaynent of the LIIBV advances to Tree.

C. LIIBV's Septenber 12, 1988, Board Meeti ng

On Septenber 12, 1988, the nenbers of LIIBV s board of
directors discussed repaynent by Transit, LWSl, and Tree of the
advances fromLIIBY. At that tine, the advances were due to be
repaid on Septenber 1, 1989. The board decided to extend the
repaynent date. The mnutes for that neeting stated that LIIBV s
managenent did not intend to request repaynent.

6. Repaynent of Princi pal

Petitioners did not repay any principal to LIIBV fromthe
date of the initial advance in Decenmber 1985 to October 1989.
Petitioners repeatedly extended the due date for nost of the
princi pal anmounts that petitioners owed to LIIBV.

Up until the time of trial, petitioners and their
subsi di ari es had not reduced the total unpaid bal ances that they
owed to LIIBV bel ow the $975, 153, 806 whi ch was out standi ng as of

August 31, 1988.



7. Paynent of | nterest

a. Backgr ound

During the years in issue, on the sane day that LIIBV
recei ved paynents from petitioners which petitioners and LIIBV
denom nated as interest, LIIBV generally transferred that anount
of noney to one or nore petitioners in what petitioners called
interest reinvestnent loans. LIIBV, Transit, LWSl, and Tree did
this through a series of prearranged steps. LTL and LIIBV
deci ded how nuch interest each petitioner would owe before each
i nterest paynent was due. LIIBV decided how nmuch of the interest
paynment to use to pay its costs of operations and to pay
dividends to LIL. LTL decided which petitioner would ask for an
interest reinvestnent | oan fromLIIBV.

On the day that petitioners nade a paynent denom nated as
interest to LIIBV, LIIBV typically transferred to petitioners an
anount equal or close to the anmpbunt of the paynent. Petitioners
recorded these transactions in their books and records as
interest paynents. Transit or LWSlI nmade a paynent denom nated as
interest to LIIBV each tine they received an interest
reinvestnment loan fromLIIBY. Many of the transactions described
in par. |1-G 3, above, included interest reinvestnent | oans.

LIIBV transferred to Transit, LWSI, and Tree interest
reinvestnent | oans totaling nore than 90 percent of what
petitioners contend are interest paynents to LIIBV for the years

in issue.
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Transit made no quarterly interest paynments to LIIBV from

May 1986 to Novenber

paynents to LIIBV from February to August 1988.

1987.

LWVEI

| nst ead,

made no quarterly interest

LIl BV

increased Transit's and LWSl's account bal ances to i nclude the

i nterest paynents due during that tine.

During their

1989 t axabl e years,

Transit,

LWSI ,

and Tree

i ncreased their account bal ances to include interest on the

i nt er est

The follow ng table shows interest

r ei nvest nent

| oans from LI I BV.

Summary of I nterest Paynents and | nterest
Rei nvestnent Loans in the Years in |Issue
rei nvest nent | oans and

what petitioners contend are interest paynents in the years in

I ssue:
Dat e I nt er est d ai ned d ai ned d ai ned Tot al

Rei nvest nent I nt er est I nt er est I nt er est d ai ned

Loan From Paynment Payment Payment I nt er est
LI BV From From LWSI From Tree | Paynents to

Transit to to LII BV to LII BV LI I BV

LI I BV

5/ 29/ 86 $988, 797* + $809, 057 $179, 740 - $988, 797
8/ 28/ 86 2,204, 674* 1, 630, 716 573, 958 - 2,204, 674
11/ 25/ 86 5, 870, 270* 3, 097, 820 2,772,450 - 5, 870, 270
2/ 25/ 87 11, 535, 627* 4,003, 389 7,532,238 - 11, 535, 627
5/ 28/ 87 12, 468, 151* 4,479,972 7,988, 179 - 12, 468, 151
8/ 31/ 87 15, 280, 674* 5,071,716 10, 297, 291 $546, 667 15, 915, 674
11/ 30/ 87 16, 700, 000* 5,705, 723 10, 597, 883 549, 028 16, 852, 634
2/ 29/ 88 12, 448, 000* * 6, 346, 874 11, 991, 976 539, 583 18, 878, 433
5/ 31/ 88 21, 045, 000** 7,534, 621 15, 015, 471 542, 499 23,092, 591
8/ 31/ 88 22, 000, 000** 8, 580, 485 16, 546, 460 581, 666 25,708, 611
Tot al 120, 541, 193 47, 260, 373 83, 495, 646 2,759, 443 133, 515, 462
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* Advances to Transit; ** Advances to LWSl; + Included in
$9, 588, 797 transfer on May 28 to 30, 1987.

An exanpl e of how petitioners used an interest reinvestnent
loan is the transaction on May 28 to 30, 1986, in which LIIBV
transferred $988,797 to U S. subsidiaries and U. S. subsidiaries
clainmed interest paynments totaling $988, 797.

May 28 to May 30, 1986, Transfers

U.S. Subsidiaries to LIIBV LIIBVY to U.S. Subsidiaries

LWBI $179, 740 Transit $8, 600, 000
Transit 809, 057 Transit rei nvest 988, 797
Tot al 988, 797 Tot al 9, 588, 797

Steps for the May 28 to May 30, 1986, Transfers

LTL received $8.6 mllion from TDB on May 28.

LTL transferred $8.6 million to LIL on May 28.

LWl transferred $179,740 to LIIBV on May 29.

Transit transferred $809,057 to LIIBV on May 29.

LII BV transferred $9,588,797 to Transit on May 29. This
caused an $8, 596, 000 overdraft in LIIBV' s ABN Bank NY
account .

6. LII BV was credited with $8.6 mllion fromLIL on May 30.

howheE

8. LTlI's Commercial Loans

During its taxable years ending from August 31, 1989, to
August 31, 1995, LTI frequently borrowed funds from conmerci al
| enders to help nmake petitioners' quarterly interest paynents and
sem annual principal paynents to LIIBV.

H. Petitioners' Financial Condition

1. Capitalization of Petitioners in the Years in |Issue

The transportati on and waste services industries are
capital -intensive. Petitioners constantly needed to buy trucks
and buses and inprove landfill sites. Petitioners could not

elimnate or significantly reduce their capital spending for a
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|l ong period of tinme without hurting their business or possibly
goi ng out of business.

Petitioners were thinly capitalized and heavily | everaged
during the years in issue |largely because they borrowed | arge
anmounts from LIl BV before and during the years in issue.

2. Petitioners' Cash-Flow During the Years in |ssue

Petitioners' free cash-flow (earnings before interest,
t axes, depreciation, and anortization (EBITDA) - capital
expenditures (CAPEX)) for the years in issue!” was negative as
fol |l ows:

1986 1987 1988

LTI  ($63,490,919) ($351,973,233) ($109, 555, 409)
LI | ($3,177,391) ($294, 312,141) ($67, 858, 322)

On August 31, 1988, petitioners did not have enough free
cash-flow to pay (a) principal and interest due on the LIIBV
advances unl ess petitioners stopped buying other conpanies and
reduced ot her capital expenses by 20 percent, and (b) principal
due over 7 years even if they stopped making all capital
expendi t ur es.

Petitioners and their conpanies did not have enough cash-
flow during the years in issue to repay LIIBV' s advances to them
that are at issue here. LIl had negative free cash-flows during
the years in issue largely because it and its subsidiaries were

expanding. Petitioners could not repay in installnents or pay

7 1LIl's free cash-flow was a positive $3,888,281 for its
1985 fiscal year
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the ball oon paynment due in 1989 as required by the agreenents
bet ween t hensel ves and LI | BV.

3. Petitioners' Tangible Net Worth and Fi nanci al Rati os
for the Years in |Issue

LTI or LIl guaranteed repaynent of advances from LIIBV and
commerci al banks to Transit, Tree, and LWSI. Financi al
statenents for those conpanies for the years in issue (unaudited
for LIl for the year ending August 1988) show the foll ow ng:

1985 1986 1987 1988
Tangi bl e Net Worth 57,022 84, 341 42, 659 (22, 630)
(000 omtted)
Qui ck Rati o?! .93 1.12 1.30 1.17
Current Ratio! 1.33 1.62 1.62 1.32
Debt/Equity Ratio .59 . 67 3.54 8. 43
Liabilities/Equity . 87 . 89 4. 05 9.42
Li ab./ Tang. N. W 1.38 1.31 13. 35 N A
LTI
1985 1986 1987 1988
Tangi bl e Net Worth 18, 865 28, 400 (33, 204) (58, 027)
(000 omtted)
Quick Ratio . 87 .76 . 83 1.02
Current Ratio 1.16 1. 36 1.12 1.58
Debt/Equity Ratio 1.61 2.26 5.78 5. 63
Liabilities/Equity 2.76 3. 26 7.29 6. 44
Li ab./ Tang. N. W 9.93 12. 02 N A N A

L' "Current ratio" is current assets (cash and
equi val ents, receivables, and inventories) divided by
current liabilities. "Quick ratio" is cash and
equi val ents and recei vables, or current assets |ess
inventories, divided by current liabilities. See
Carm chael, et al., Accountant's Handbook, sec. 10. 25,
at 10.22 (7th ed. 1991).

Petitioners' conpetitors in the waste services industry
during 1987 and 1988 generally had debt to equity ratios bel ow 2

to 1.
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LTI's long-termdebt, equity, and debt to equity ratios for
years endi ng from August 1989 to August 1995 were as follows (in

t housands) :

Long- Term Debt to
Year Debt Equity Equity Ratio
1989  $1, 788, 165 $385, 956 4.63
1990 2,008, 141 303, 739 6. 61
1991 1, 989, 926 475, 642 4.18
1992 1,770, 805 455, 221 3.89
1993 1,741,133 317,935 5.48
1994 1, 620, 623 452, 046 3.59
1995 2,249, 500 412, 500 5.45

Financial ratios for Transit and Tree for the years in issue
were as foll ows:
Transit
1985 1986 1987 1988

Tangible Net Worth (7,020) (18,734) (21,529) (56, 284)
(000 omitted)

Quick Ratio .13 .40 .77 .81
Current Ratio .22 . 57 1.13 1.11
Debt/Equity Ratio 9.94 10. 52 9. 43 15. 44
Liabilities/Equity 11.17 11.71 10. 66 16. 87
Li ab./ Tang. N. W N A N A N A N A
Tree
1985 1986 1987 1988
Tangi bl e Net Worth - 4, 354 (11, 666) (5,711)
(000 omtted)
Qui ck Ratio - 1.40 1.16 1. 47
Current Ratio - 1.53 1.23 1.61
Debt/Equity Ratio - . 87 95. 86 3.09
Liabilities/Equity - 1.54 109. 84 3.43
Li ab./ Tang. N. W - 1.55 N A N A

Petitioners' ratios for earnings before taxes (EBIT) to
interest and EBI TDA m nus CAPEX to interest for the years in
i ssue (unaudited for LIl for the year ending August 1988) are as

foll ows:



LI
1985 1986 1987 1988
EBI T/ | nt er est 8. 93 7. 89 1.9 1.65
EBI TDA m nus
CAPEX/ | nt er est .94 (.77) (7.81) (1.16)
LTI
1985 1986 1987 1988
EBI T/ | nt er est 7.14 3. 38 1.82 1.50
EBI TDA m nus
CAPEX/ | nt er est (4.04) (3.92) (6.15) (1.19)

The ratios of EBIT to interest for Transit and Tree for the

years in issue were as foll ows:

1985 1986 1987 1988
Transit 2. 66 1.98 1.59 1. 06
Tr ee - 8. 30 1.85 1.00
Bank Loans

1. Debt to Equity Ratios Required by Banks

Petitioners' ability to borrow from comrercial |enders was
limted by | everage ratios and other covenants included in the
| oan agreenents.!® The maxi mumthat petitioners could borrow
under all of their commercial |oan agreenents w thout speci al
approval by the bank was the anmount of debt that woul d not
increase their debt to equity ratio to nore than 2 to 1. LTL,
LTI, LIl, and LWABI had comrerci al | oan agreenents which required
them as the borrower or the guarantor to have debt to equity
ratios of 2.5 to 1 or less in the taxable years in issue. The

GSX acqui sition caused LIl to be highly | everaged, which

8 The banks could wai ve the debt to equity ratio limt.
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prevented LIl from obtaining additional financing from conmerci al
| enders.

2. Transit

Transit had no loans fromunrelated | enders during the years
in issue.

3. LWSI

During the years in issue, LWBl had a $20-$25 million
revol ving | oan agreenent with RBC (Portland, Oregon branch).

On Novenber 14, 1986, LWSI and LWSL agreed to a joint
revol ving loan from RBC, which conmbined their existing credit
agreenents and increased the credit line to $140 mllion and
later to $240 mllion.

LWEI's | oan agreenents with RBC i ncluded conventi onal
covenants, representations, warranties, and security provisions.
LIl guaranteed the RBC loans to LMWSI. RBC required LIl to have a
total debt to equity ratio of no greater than 2 to 1 and a
working capital ratio (current assets over current liabilities)
of no less than 1 to 1

4. Tree

Before LTI acquired Tree's stock, Tree (then Mnroe) had a
termcredit agreenent with Chase for $3 to $5.5 mllion. The
terms of Tree's | oan agreenent with Chase were considerably |ess
favorabl e than those with LIIBV. Tree's |oan agreenment with
Chase included conventional covenants, representations,

warranties, and security provisions. Chase secured the loan to
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Tree with Tree's assets. Tree agreed to maintain m ni num
| everage ratios, current ratios, and interest coverage ratios?®

and to nmeet m nimum cash-fl ow requirenents.

J. Conpari son of Terns Governi ng Advances from Ll | BV and Bank
Loans
1. Simlarities Between Bank Loans and LI BV Advances

The bank | oans and LIl BV advances for the years in issue
were in witing. Al were for general corporate purposes or
acqui sition of other businesses. All had sonme representations
and warranties to the bank or LIIBV about financial conditions of
the recipient. Al required corporate existence and authority,
punctual paynents, sone type of periodic reporting, and notice of
default. Al inposed [imtations on further encunbering any
security. Al treated nonpaynent, incorrect or false
representations, nonconpliance with material ternms and
condi tions, insolvency or bankruptcy, and other simlar events as
a default. Most had cross-default clauses and accel eration
cl auses. Most were guaranteed by a parent. Al allowed
prepaynment w thout penalty.

2. D ff erences Between Bank Loans and LI | BV Advances

Bank | oans al ways had borrowing limts. The LIIBV advances

were generally not limted. Banks lent |less than LIIBV advanced.

19 I nterest coverage ratios relate the financial charges of
afirmtoits ability to service them An interest coverage
ratio is earnings before interest and taxes net of non-cash
expenses such as depreciation and anortization (EBI TDA) divided
by interest expense. This ratio is one neasure of a conpany's
ability to pay interest.
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Hal f of the LIIBV advances were nore than $100 nillion, but nost
of the bank | oans were substantially | ess than $100 mlli on.
Bank | oans were generally for a 5-year period, and no bank | oan
had a demand feature. LIIBV advances were generally not limted
to a fixed period and generally had demand features. LIIBV
generally did not require petitioners to nmake quarterly or
sem annual paynents of principal, but did allow balloon paynents.
Banks required quarterly or sem annual paynents of principal and
did not allow balloon paynents. Banks required m ni num debt to
equity and current assets to current liabilities ratios. LIIBV
generally did not.

The guaranties differed in that the banks required the
guarantors to post collateral and to neet financial requirenents.
LI I BV did not.

Only bank | oans had negative covenants that limted the use
of the borrowed funds, or placed limtations on a change of the
borrower's business or on asset dispositions. LIIBV advances did
not. Bank | oans generally had nore covenants and warranties
relating to the borrower's | egal status and activities (e.g.,
conpliance wth ERI SA and securities |laws) than LIIBV advances.
Banks treated material adverse changes in the borrower's
operations or financial condition, certain judgnents, and
i qui dation, dissolution, or winding up of the borrower's

busi ness as events of default. LI 1 BV did not.
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K. Audit of LTL by Canadi an Tax Aut horities

Canadi an i ncome tax authorities audited LTL for 1987 and
1988. LTL wote that its U S. subsidiaries used funds that it
advanced to themto provide capital and that those funds becane
part of the permanent capital of the conmpany. LTL said that the
advances provi ded about 35 percent of the total capital of
Laidlaw in 1987 and 1988. LTL said that if it were to incur a
loss on a loan to a subsidiary it would not be all owed to deduct
the loss as a bad debt. LTL said:

3. Laidlaw Inc. acts as a conduit in providing funds

for its operating subsidiaries. The funds are used by

the subsidiaries as working capital and for capital

acqui sitions. Wthout these funds, the subsidiaries

woul d be seriously undercapitalized. The loans are in

the nature of capital contributions to the

subsi di ari es.

1. OPIN ON

A. Contentions of the Parties

The sol e issue for decision is whether paynents totaling
$133, 515,459 frompetitioners' subsidiaries to LIIBV during the
years in issue are deductible as interest under sections 162 and
163(a).

Respondent determ ned and contends that petitioners may not
deduct the paynents in dispute as interest because the LIIBV
advances to Transit, Tree, and LWl were capital contributions
and not loans. Petitioners contend that the anmounts in dispute
are deductible as interest under sections 162 and 163(a) because

the LII BV advances were debt and because the anpbunts at issue
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were interest in substance and form Respondent's determ nation
is presuned to be correct, and petitioners bear the burden of

proof. Rule 142(a); Welch v. Helvering, 290 U S. 111, 115

(1933).

B. Loans vs. Capital Contributions

The U. S. Court of Appeals for the Fifth GCrcuit, the circuit
to which these cases are appeal able, has identified 13
nonexcl usive factors to be considered in deciding whether

advances are debt or equity. Estate of Mxon v. United States,

464 F.2d 394, 402 (5th Cr. 1972). Those factors are: (1) the
name given to the certificate evidencing the indebtedness; (2)
the presence or absence of a fixed nmaturity date; (3) the source
of paynents, i.e., whether the recipient of the funds can repay

t he advance with reasonably anticipated cash-flow or liquid
assets; (4) whether the provider of the funds has the right to
enforce paynent; (5) whether the provider of the advance gains an
increased right to participate in nmanagenent; (6) the status of
the contribution in relation to regular creditors; (7) the intent
of the parties; (8) whether the recipient of the advance is
adequately capitalized; (9) whether there is an identity of

i nterest between the creditor and the sharehol der; (10) source of
i nterest paynents, i.e., whether the recipient of the funds pays
interest fromearnings; (11) the ability of the corporation to
obtain | oans fromoutside lending institutions; (12) the extent

to which the recipient used the advance to buy capital assets;
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and (13) whether the recipient repaid the funds on the due date

(Mxon factors). 1d.; see also Texas Farm Bureau v. United

States, 725 F.2d 307, 311 (5th GCr. 1984); Slappey Drive |ndus.

Park v. United States, 561 F.2d 572, 582 (5th Gr. 1977);

Pl antati on Patterns, Inc. v. Comm ssioner, 462 F.2d 712, 718-719

(5th Gr. 1972), affg. T.C. Menp. 1970-182; Tyler v. Tom inson,

414 F.2d 844, 848 (5th Cr. 1969); Berkowitz v. United States,

411 F.2d 818 (5th Cr. 1969); Mntclair, Inc. v. Conm ssioner,

318 F.2d 38, 40 (5th Gir. 1963), affg. T.C. Meno. 1962-10:

Anerican O fshore, Inc. v. Comm ssioner, 97 T.C. 579, 602 (1991).

We deci de how much weight to give to each of these factors
based on the facts and circunstances of each case. Estate of

M xon v. United States, supra; see John Kelley Co. V.

Commi ssioner, 326 U. S. 521, 530 (1946). Qur task is not to count

factors, but to evaluate them Slappey Drive |Indus. Park v.

United States, supra at 581.

C. Subst ance vs. Form

A paynent for which a taxpayer seeks a deduction nust have

econom ¢ substance. Gegory v. Helvering, 293 U S. 465 (1935);

United States v. Wexler, 31 F.3d 117, 124 (3d Gr. 1994);

Krumhorn v. Conmm ssioner, 103 T.C. 29, 48 (1994).

The substance of a transaction and not the formcontrols,

especially where the nom nal debtor and the nom nal creditor are

jointly controlled. Road Materials, Inc. v. Conmm ssioner, 407

F.2d 1121, 1124 (4th Gr. 1969), affg. on this issue, vacating
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and remanding T.C. Meno. 1967-187. |If a transaction is
controlled by related entities, the formand | abel s used nmay not
signify much because the parties can nold the transaction to

their will. See Anchor Natl. Life Ins. Co. v. Conni ssioner, 93

T.C. 382, 407 (1989).

Petitioners contend that the transactions at issue were
negoti ated and executed at armis length and that LTL and DeG oote
and his managenent teamdid not control LIIBV and petitioners.

W di sagree that the transactions were at armis length. DeGoote
and his managenent teamcontrolled all of the Laidlaw entities,
i ncluding petitioners and LIIBV.

Petitioners contend that LIIBV |l ent noney to petitioners
that it had received as interest inconme under separately
negotiated arm s-length transactions. W disagree. The LTL
managenent group controlled petitioners and LIIBV. The existence
of a common chair, directors, officers, and core managenent team
and the fact that there were related entities with interl ocking
directorates, all indicate that the transactions at issue were
not negotiated at arm s | ength.

DeG oote and his managenent team devel oped and i npl enent ed
an el aborate plan to transfer funds between the Laidlaw entities.
For exanple, by letter dated October 16, 1986, Haworth directed
LII1 BV to change the ternms governing the advances to U. S.
subsi di ari es and nmake those changes effective "as of" Septenber

1, 1986. LIIBV did exactly what Haworth directed. LIIBV could
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have sued, but did not, to enforce the agreenments. LIIBV
repeatedly extended the due date for paynents. LIIBV returned
nmost of the noney to petitioners on the sane day that it received
paynments from petitioners. These facts show that LIIBV did what
LTL and DeG oote and his managenent team wanted, and did not dea
at arms | ength.

Petitioners contend that the fact that the public owned 21
percent of the stock of LIl shows that LIl dealt at armis |length
with LIIBY. W disagree. The public owned 21 percent of LI
stock before Decenber 16, 1987, but did not own any LIl stock
thereafter. DeGoote and his core nmanagenent team controll ed
petitioners throughout the years in issue.

Petitioners contend that DeG oote sought i ndependent

directors and that Ferrill was independent. Petitioners point
out that Ferrill convinced DeG oote to increase the repurchase
price of publicly-owned LIl stock and that Ferrill was on a

special commttee to review financing proposals to pay for the
GSX acqui sition, which petitioners contend shows that Ferrill is
i ndependent. We disagree that these facts establish that the
Laidlaw entities dealt at armis length. DeGoote |oyalists
controlled the Laidlaw entities, including boards of which
Ferrill was a nenber.

Petitioners point out that LIIBV had foreign directors.
This fact does not convince us that petitioners dealt with LIIBV

at arms length. Haworth's October 16, 1986, letter to LIIBY,
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t he October 20, 1986, mnutes of LIIBV' s board of directors, and
the entire record show that LIIBV foll owed DeGoote's and his
core managenent teanis instructions.

Petitioners point out that the LIIBV board revised sone of
t he docunents that Haworth and Cairns had aut hored. For exanple,
Hawort h changed the grid system prom ssory note required by his
Cctober 16, 1986, letter to LIIBV. Despite this, the foreign
directors were clearly subordinate to DeG oote and his nanagenent
t eam

We conclude that petitioners, LIIBV, and LTL acted in
concert with DeG oote and his core managenent team and not at
arms length. The formand the | abels used for the transaction
may signify little when the parties to the transaction are

r el at ed. Cal unet Indus. Inc. v. Commi ssioner, 95 T.C. 257, 286

(1990); Malone & Hyde, Inc. v. Conm ssioner, 49 T.C. 575, 578

(1968) .

The fact that the dealings between LTI, LIl, and their
subsidiaries, and LII BV were not at arms length requires that we
give less weight to the Mxon factors relating to the formof the

transaction than to substance. See G egory v. Helvering, 293

U S. 465 (1935); Texas Farm Bureau v. United States, 725 F.2d at

312; Estate of Mxon v. United States, supra at 407; Tyler v.

Tom i nson, supra at 850; Road Materials, Inc. v. Conm ssioner,

supra at 1124.



D. The M xon Factors

1. The Nane G ven to the Certificates Evidencing the
Advances

The nane given to the certificates evidencing the advances

suggests whet her advances are debt or equity. Estate of M xon v.

United States, supra at 402-403. The | abels on the docunents

evi denci ng the advances at issue say that they are debt.
However, an attenpt to characterize a transaction by its |abels
may not be well taken in light of the facts and circunstances of
the case. |1d. at 404. Labels cannot change equity to debt.

G egory v. Helvering, supra; Estate of Mxon v. United States,

supra.

This factor favors treating the LIIBV advances to
petitioners as debt but, as stated at par. I1-C,  above, we give
| ess weight here to the formthan to the substance of the
transacti on.

2. The Presence or Absence of a Fixed Maturity Date

The presence of a fixed maturity date can indicate that an

advance was debt. Estate of Mxon v. United States, supra at

404- 405. However, the right to enforce maturity dates may be
meani ngless if the parties do not expect the recipient to repay.

Foresun, Inc. v. Conmm ssioner, 41 T.C. 706, 717 (1964), affd. in

part, nodified in part and remanded 348 F.2d 1006, 1009 (6th GCr.

1965); see Sl appey Drive Indus. Park v. United States, 561 F.2d

at 583 & n.18; Harlan v. United States, 409 F.2d 904, 907 n.4
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(5th Cr. 1969). Postponing maturity dates for prol onged peri ods
suggests that the nomnal |ender does not intend to require

repaynent and that the transfers are equity. Sl appey Drive

| ndus. Park v. United States, supra; Harlan v. United States,

supra; Foresun, Inc. v. Conm Ssioner, supra.

Most of the agreenents had fixed maturity dates.?® However
LIITBV's directors did not intend to request repaynent. LIIBV
continually extended and never enforced |oan maturity dates.

The fixed maturity dates in the docunents appear to be
w ndow dressing to make the formof the transaction | ook |ike
debt. W give nore weight to the substance of the transactions
than to the fact that the docunents provided for fixed maturity

dates. Tyler v. Tominson, supra at 850. W are not bound by

t he | anguage of an agreenent if it is at odds with the substance

of the transacti on. Frank Lyon Co. v. United States, 435 U.S.

561, 573 (1978); Tyler v. Tominson, supra at 849. The Laidl aw

entities, including LIIBV and petitioners, adhered to the form of
the contracts by postponing maturity dates, but did not adhere to
the maturity dates in substance.

The initial |oan agreenments with LIIBV provided for a fixed
maturity date of Septenber 1, 1988. The "as of" Septenber 1,
1986, agreenents changed the fixed maturity date to paynent on

demand. Provision for paynent on demand without a fixed maturity

20 Sone agreenents were demand | oans with no maturity dates.
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date may indicate that an advance is equity. Estate of M xon v.

United States, supra at 405; Dillin v. United States, 433 F. 2d

1097, 1101-1102 (5th Cir. 1970).

Petitioners contend that this factor should not weigh
agai nst them nerely because they refinanced the LIIBV | oans.
Petitioners contend that refinancings are a conmon banki ng

practice. Petitioners rely on G een Bay Structural Steel, lnc.

v. Comm ssioner, 53 T.C 451, 457 (1969). W disagree. In Geen

Bay Structural Steel, we decided that refinanced subordi nat ed

notes were bona fide indebtedness for which the taxpayer could
deduct interest. That is not the case here. Also, there was no
evidence that there was a circular flow of funds in G een Bay

Structural Steel. See par. |1-D 10, bel ow

Petitioners contend that the paynent on denmand feature does
not suggest that the advances were equity here because the LIIBV
directors were independent fromLTL, and they controlled whether
a demand for paynent would be made. W di sagree as di scussed at
par. I1-C, above. This factor supports treating the LIIBV
advances to petitioners as equity.

3. The Source of Paynents, i.e., Wether the Recipient of Funds

Can Repay the Advance Wth Reasonably Antici pated Cash-Fl ow
or Liguid Assets

An advance is nore likely to be equity if the recipient does

not have |liquid assets or reasonably anticipated cashfl ow from
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which to repay. Estate of Mxon v. United States, supra at 405;2!

Segel v. Conm ssioner, 89 T.C 816, 830-831 (1987).

Petitioners contend that they had enough cash and liquid
assets to pay interest or principal on the $975, 153,806 that they
owed to LIIBV on August 31, 1988, and to continue operations.
Petitioners contend that they had EBI TDA of $2.87 billion and
capital contributions of $585 mllion, less interest paynments to
LI BV and banks of $1.3 billion, for a total cash-flow of $2.9
billion to repay the $975, 153, 806. W di sagree.

Petitioners' liquid assets and cash-flow were insufficient
to pay the interest or the principal balance. LTI's and LII's
cash-flow ((EBI TDA - CAPEX) and (EBI TDA - CAPEX)/Interest)) for
each of the 3 years in issue were negative (from negative
$3,177,391 to negative $351,973,233). Petitioners could not
repay the advances with their liquid assets. Transit from 1985
to 1988 and Tree in 1987 and 1988 had negative tangi bl e net
worth. By the last year in issue, LII's tangible net worth was
negative $22, 630,000, and LTI's tangi ble net worth was negative
$58, 027, 000.

Petitioners allege that use of EBI TDA m nus CAPEX as a
measure of avail able cash-flow is incorrect because petitioners

coul d defer spending capital. W disagree. To repay

2l This factor is sonewhat anonml ous because nost | oans are
repaid out of earnings. Estate of Mxon v. United States, 464
F.2d 394, 405 n. 15 (5th Gr. 1972).
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$975, 153,806 of principal fromJuly 1987 to May 1994 and to pay
interest, petitioners would have had to stop buyi ng conpani es and
capital assets. It would be difficult or inpossible for LTI or
LIl to survive if they significantly reduced or elimnated their
capi tal spendi ng.

Petitioners contend that they had many sources fromwhich to
repay LIIBV. Petitioners contend that they could have sold
tangi ble and intangible (e.g., licenses, permts, and goodw I I)
assets, or refinanced the LIIBV |loans with their operational
cash-flow. This argunment m sconstrues this factor, which
requi res that we consider whether petitioners could repay the
advances with reasonably anticipated cash-flow or |iquid assets.

Petitioners sold their solid waste business in 1996 for $1.2
billion and bought a health transportation business. Petitioners
contend that this sale shows that their intangible assets had
substantial value during the years in issue. This argunent is
unconvi ncing. Even if petitioners' intangible assets had
substantial value during the years in issue, we doubt that
petitioners could have operated their business w thout those
assets.

Petitioners contend that they could have extended the due
dates for repaying the $975, 153,806, and that they did not need
to repay that amount in 7 years. Petitioners point out that
Robert T. Jacobs (Jacobs), their banking expert, testified that

it was not unusual during the 1980's to extend |oans for 12-18
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year ternms for | everaged buyouts. W are not convinced by that
testinmony. First, petitioners' commercial |oans during the years
in issue were generally for 5 years. Second, |everaged buyouts
typically require the borrower to provide a security interest in
its assets, and are subject to financial covenants which inpose
severe restrictions unlike the LIIBV advances.

This factor supports treating the LIIBV advances to
petitioners as equity.

4. VWet her the Provider of the Funds Has the Right to
Enf orce Payment of Principal and | nterest

A definite obligation to repay an advance suggests that the

advance is a | oan. Estate of Mxon v. United States, supra;, see

Canpbel|l v. Carter Found. Prod. Co., 322 F.2d 827, 832 (5th G

1963). The docunents evidencing the LIIBV advances showed t hat
LII1 BV had a right to enforce paynent of principal and interest.
Petitioners contend that these | oan agreenents are significant
because they were legally binding. W disagree because LIIBV and
petitioners did not enforce any of the |oan agreenents. The fact
that the agreenents nay have been |l egally binding counts for
little if, as here, the parties understood that they woul d never
be enforced. As discussed at par. I11-D 3, above, the right to
enforce paynent nay be neaningless if the parties do not expect
the recipient to repay.

This factor supports treating the LIIBV advances to

petitioners as equity.
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5. VWhet her the Provider of the Advance Gains an |Increased
Right To Participate in Managenent

If, as a result of an advance of funds, the provider of the
funds has an increased right to participate in the managenent of
the recipient, then it is acting nore Iike a sharehol der than a

creditor. Estate of Mxon v. United States, supra at 406. The

docunents evi dencing the advances did not give LIIBV any right to

participate in the managenent of the borrowers or the guarantors.

However, this would have been unnecessary because LTL and its

core managenent team already controlled LIIBV and petitioners.
This factor is neutral.

6. The Status of the Contribution in Relation to Requl ar
Creditors

Whet her an advance is equal or subordinate to the clains of
regul ar corporate creditors affects whether the taxpayer was

dealing as a shareholder or creditor. Estate of Mxon v. United

States, supra.

Petitioners point out that Haworth testified that LIIBV did
not subordi nate or postpone petitioners' repaynent to it.
Petitioners contend that the LIIBV |oans to Transit and Tree
(guaranteed by LTlI) were not subject to subordination or
post ponenent agreenents. Petitioners contend that, although LTL
entered into postponenent agreenents in favor of RBC and BBC in
Novenber 1986, these agreenents did not affect LIIBV s |egal
rights under its loans to LWSI. Petitioners contend that the

post ponenent agreenents were not subordination agreenents under
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Canadi an | aw because the intent of the parties in entering into
the agreenents was not to subordinate LTL's rights to the rights
of RBC, BBC, or any other third-party creditor; LIIBV was not a
party to the postponenent agreenents; the parties did not intend
the agreenments to be subordination agreenents; and the
post ponenent agreenents were not enforceable as unregi stered
securities.

Petitioners' arguments do not convince us to disregard the
post ponenent agreenents for purposes of applying this factor.
The post ponenent agreenents were effective imediately and
provi ded that Canadi an | aw applied. LTL signed on behalf of its
subsidiari es and agreed to nmake transfers, deliver assignnents
and docunents, and do all acts necessary to inplenment the
agreenents. Petitioners' commercial banks relied on the
agreenents. Petitioners point out that E. Alan Peters (Peters),
petitioners' Canadi an banking | aw expert, testified that the
post ponenent agreenents were not subordination agreenents under
Canadi an | aw. However, Peters also testified that the
post ponenent agreenents were enforceabl e under Canadi an | aw, and
that they subordinated one creditor's right to paynent to that of
anot her creditor.

Petitioner contends that the postponenent agreenents had
| ess effect than inchoate subordination agreenents. Petitioners

make too nmuch of this point because the postponenment agreenents,
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even if inchoate, increased LIIBV' s risk. See United States v.

Snyder Bros. Co., 367 F.2d 980, 981, 984-985 (5th G r. 1966).

Failure to demand tinely repaynent effectively subordi nates
i nterconpany debt to the rights of other creditors who receive

paynment in the interim Anerican Ofshore, Inc. v. Conm Ssioner,

97 T.C. 579, 603 (1991); InductothermlIndus., Inc. v.

Commi ssioner, T.C Meno. 1984-281, affd. w thout published

opinion 770 F.2d 1071 (3d G r. 1985). LIIBV s postponenent of
repaynents by petitioners effectively subordinated what
petitioners contend is debt to LIIBV.

The question before us is whether the advance has a status
equal or inferior to the clains of a regular corporate creditor.

Estate of Mxon v. United States, supra. W conclude that the

post ponenent agreenents and the effective subordination as a
result of failing to demand repaynent made the obligations to
repay LIIBV inferior to the clainms of petitioners' regular
corporate creditors. Thus, this factor supports treating the
LI 1 BV advances to petitioners as equity.

7. Intent of the Parties

The intent of the parties is inportant in deciding whether
paynents are debt or equity. Petitioners contend that they
intended their paynents to LIIBV to be interest. Petitioners
rely primarily on the evidence showing the formthey used for the

transactions at issue. Mre weight is given to objective facts
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than to stated intent. |In re Lane, 742 F.2d 1311 (11th Cr

1984). The Court of Appeals for the Fifth CGrcuit has said:

Primary reliance upon subjective indications of intent
is sinply not an effective way of resolving * * * [the
debt versus equity] problem In a land of hard
econom ¢ facts, we cannot root inportant decisions in
parties' pious declarations of intent. * * *

Texas Farm Bureau v. United States, 725 F.2d at 314. Thus, to

reveal a taxpayer's intent, we nust consider not only the
pronouncenents of the parties, but also the circunstances

surrounding the transaction. Tyler v. Tominson, 414 F.2d at

850.

Petitioners referred to the advances as | oans, and surely
want ed the advances to be treated as | oans; however, that is not
the sane as intending the advances to be | oans. Despite
petitioners' worsening finances, LIIBV nmade | arge advances,
extended the terns for paynent, and did not seek security in the
witten agreenents. Petitioners did not intend in substance to
pay interest; they intended LIIBV to advance funds whenever
interest was due. Petitioners intended LIIBV to continue to
advance funds with no expectation that petitioners would repay.
LTL represented to Canadian tax officials that the loans are "in
the nature of capital contributions”". This factor supports

treating the LIIBV advances to petitioners as equity.



- 68 -

8. VWhet her the Recipient of the Advance |s Adequately
Capitalized

a. Capitalization of Petitioners

| nadequat e capitalization strongly suggests that an advance
is equity if: (a) The debt to equity ratio was initially high,
(b) the parties realized that it would Iikely go higher, and (c)
the recipient of the funds used a substantial part of the funds
to buy capital assets and to neet expenses needed to begin

operations. Estate of Mxon v. United States, supra at 408;

United States v. Henderson, 375 F.2d 36, 40 (5th Gr. 1967).

Courts generally consider a borrower's debt to equity ratio and
other financial data in deciding if it is thinly capitalized.

See, e.g., Tyler v. Tonmlinson, supra at 848-849.

The GSX purchase nade petitioners' debt to equity ratio high
during the first year in issue which ended August 31, 1986.
Petitioners contend that they were not thinly capitalized. They
contend that both their and respondent’'s experts testified that
they were not thinly capitalized and that their financial
condition was as good as their conpetitors. W disagree.
Petitioners' debt to equity ratio worsened after buying GSX
because they continued to receive advances from LI I BV.
Petitioners used nost of the advances fromLIIBV to pay capital
expenses such as to acquire nore businesses.

Theresa Poppei (Poppei), petitioners' expert, and David N

Fuller (Fuller), respondent's expert, testified about
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petitioners' value during the years in issue. Petitioners' other
experts used Poppei's values and conclusions to eval uate
petitioners' financial condition, including capitalization.

Poppei testified that LII's financial performance was better than
W 's and BFI's. However, her peer group financial performnce
charts show that WM and BFI perfornmed better financially than
petitioners did. These charts are corroborated by petitioners
credit analyst, Carol Verschell, who said in her expert report
that the debt to equity ratios for BFl and WM were superior to
petitioners'.

b. Use of Fair Market Values To Compute Debt to
Equity Rati os

Petitioners contend that we should use fair market val ues
and not book values to conpute debt to equity ratios.
Petitioners point out that Jacobs testified that there is an
"increasing focus on market value of equity versus book equity in
anal yzing capital structure"” especially in the |everaged buyout
mar ket, and that he concluded that petitioners were adequately
capitalized. Jacobs also testified that investnent bankers
provi ded funds for highly-leveraged transactions based on cash-
flow.

We disagree. As discussed at pars. |I-H2 and I1-D 3, above,
petitioners' cash-flow was poor. The |everage ratios and
coverage ratios in petitioners' |oan agreenents were based on

book val ues. None of the |oan docunents stated that the | everage
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or coverage ratios were based on fair market values. Banks which
made commercial |oans to petitioners generally determ ned
financial ratio requirenents by referring to the book val ues of
t he Lai dl aw borrowers and guarant ors.
Petitioners contend that it is well established that a
borrower's debt to equity ratio is based on the fair market val ue

of its assets, citing Dllin v. United States, 433 F.2d 1097,

1102 (5th Gr. 1970). W disagree with petitioners' reading of
Dillin. In that case, the fund recipient's debt to equity ratio
was 800 to 1 based on book value and 2.5 to 1 based on fair

mar ket value. The Court of Appeals for the Fifth Grcuit
affirmed the district court's decision that the advance was
equity. Even if we considered fair market value debt to equity
ratios, petitioners fare no better because their debt to equity
rati os were worse than those of their conpetitors using either

book or fair market values. See also Slappey Drive |Indus. Park

vV, United States, 561 F.2d at 579, 584-585 n.22 (discussing but

not deci ding whether fair market values are relevant in deciding
whet her capitalization is adequate).

C. VWhet her To Consider Only Debt and Equity
Rel ated to Capital Assets To Start Operations

Petitioners contend that, in applying this factor, Estate of

M xon v. United States, supra at 408, requires that we consider

only debt and equity related to capital assets needed to start

operations. W disagree. Estate of Mxon v. United States,
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supra, did not involve the start of an operation; it involved
advances to a bank that had suffered a | arge enbezzl ement | oss.
Courts consider capital costs other than costs to start a
busi ness in deciding whether a corporation is inadequately

capitalized. E.g., Plantation Patterns, Inc. v. Conm Ssioner,

462 F.2d at 722; Tyler v. Tomlinson, 414 F.2d at 848-850; C. M

Gooch Lunber Sales Co. v. Conm ssioner, 49 T.C. 649, 657 (1968);

Foresun, Inc. v. Comm ssioner, 41 T.C. at 717.

d. Debt to Equity Ratios of LTI and LIl as Guarantors

Petitioners contend that we should take into account LTI's
and LIl1's debt to equity ratios because they were guarantors.
Even if we agreed, it would not affect our analysis. LTI's debt
to equity ratios were 2.26 for 1986, 5.78 for 1987, and 5.63 for
1988. LTI's debt to equity ratio averaged 4.56 and exceeded 2 to
1 for each of the years in issue. LlIl's debt to equity ratios
were .67 for 1986, 3.54 for 1987, and 8.43 for 1988. LlI's debt
to equity ratio averaged 4.21 and exceeded 2 to 1 for the last 2
of the 3 years inissue. LTI's and LIl's debt to equity ratios
general ly worsened each year in issue.

Petitioners point out that Mchael J. Kennelly (Kennelly),
petitioners' accounting expert, stated that LTlI's and LII's debt
to equity ratios were acceptable. However, he used incorrect
assunptions in his debt to equity ratio cal culations. Kennelly
relied on Poppei's conclusions of value. W are not persuaded by

Poppei ' s concl usions. Poppei unrealistically assunmed that
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petitioners would have zero capital expenditures for landfills
and buildings during the 10 years that she considered. W
believe that assunption is unrealistic because waste conpani es
must incur a substantial anmount of capital expenditures to
develop landfills and acquire other assets in the normal course
of operations. Poppei's market val ue approach erroneously
assunmed LII's invested capital would increase by 17.9 percent in
t he year ending August 31, 1988, while the invested capital of
WM decreased 2 percent and BFI decreased 4 percent.

Ful l er's cal cul ati ons were al so incorrect because he should
have applied, but did not apply, a mnority discount for LIIl"'s
mnority interest (which Poppei properly did). He did not
conpute financial ratios for LII, and his ratios for LTI did not
i nclude adjustnents for the LIl mnority interest.

e. Concl usi on

We conclude that petitioners were thinly capitalized. This
factor supports treating the LIIBV advances to petitioners as
equity.

9. ldentity of Interest Between Creditor and Sharehol der

| f advances by sharehol ders are proportionate to their stock
owner ship, the advances are nore likely to be equity. Estate of

M xon v. United States, supra at 409; Tominson v. 1661 Corp.

377 F.2d 291 (5th Cr. 1967); Leach Corp. v. Conm ssioner; 30

T.C. 563, 579 (1958).
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Petitioners contend that this factor supports treating the
LI 1 BV advances to them as debt because LIIBV did not own any
stock of petitioners. W disagree. The fact that LIIBV did not
own stock of petitioners is insignificant because LTL, through
DeG oote and his core managenent team controlled petitioners and

LI | BV. See Plantation Patterns, Inc. v. Conmn SSioner, supra;

Foresun, Inc. v. Conm Sssi oner, supra.

Petitioners contend that the LIIBV advances were freely

transferable. They rely on Tominson v. 1661 Corp., supra at

297, in which the Court of Appeals for the Fifth Crcuit said
that if a debenture is freely transferable, the proportional
participation and control factor does not apply. Even if
petitioners were correct on this point, the result would be that
we would treat this factor as neutral

Petitioners contend that this factor should be given little
wei ght with respect to LWSl before Decenber 1987 because about
half of LII's shares were then publicly held. W disagree that
the fact that sonme of LIlI's stock was publicly held hel ps
petitioners. First, LIl'"s directors had reason to approve the
LI I BV advances because LIl could not get financing from
commercial lenders with terns nore favorable to LWSI and LIl than
they could get fromLIIBV. Second, LII's brief period with
m nority sharehol ders and i ndependent directors did not nean it

dealt with LII BV at arm s |ength.



This factor is neutral.??

10. Source of Interest Paynents, i.e., Wiether the
Reci pi ent of the Funds Pays | nterest From Earni ngs

Paynent of interest by the recipient of an advance suggests

that a transfer is debt. Estate of M xon v. United States,

supra.

Petitioners contend that they paid all of the interest due
to LIIBV in the anbunts and on the dates required by the |oan
agreenents and prom ssory notes, and that they paid the interest
at issue. W disagree. LIIBV usually paid one of the three
operating conpanies (Transit, Tree, and LW5l) on the sane day and
often in the sanme anmount of the paynents that LIIBV had received
that day. Petitioners' paynents to LIIBV did not change
petitioners' financial position because LIIBV imedi ately
returned the vast majority of funds to petitioners as interest
rei nvestnment |oans. |In substance, petitioners paid interest to
LI 1 BV at nost sporadically because funds flowed in a carefully

orchestrated circle.?

22 \\& coul d al so conclude that this factor supports treating
the LIl BV advances to petitioners as equity because LIIBV and
petitioners are indirectly held by LTL, and thus 100 percent of
t he advances cane from petitioners' 100-percent owners. This
suggests that LIIBV and petitioners had an identity of interest.
Harnont Plaza, Inc. v. Comm ssioner, 64 T.C. 632, 645 (1975),
affd. 549 F.2d 414 (6th Gr. 1977); see Rickey v. United States,
592 F.2d 1251, 1257-1258 (5th G r. 1979) (discussing attribution
rul es of sec. 318).

28 Respondent relied on these facts in arguing that sec.
267(a)(3) applies. Petitioners did not dispute respondent's
contention that there was a circular flow of funds.



- 75 -
Transit's and LWSlI's paynents to LIIBV which they contend

are interest are simlar to the paynents in Merryman v.

Comm ssi oner, 873 F.2d 879, 882 (5th Gr. 1989), affg. T.C. Meno.

1988-72; see also Bail Bonds by Marvin Nelson, Inc. v.

Comm ssi oner, 820 F.2d 1543, 1549 (9th Gr. 1987), affg. T.C

Meno. 1986-23; United States v. dardy, 612 F.2d 1139, 1151-1152

(9th Cr. 1980); Zirker v. Conm ssioner, 87 T.C. 970, 976 (1986);
Drobny v. Conm ssioner, 86 T.C. 1326, 1343 (1986). affd. 113 F. 3d

670 (7th Cr. 1997); Karnme v. Comm ssioner, 73 T.C 1163,

1186-1187 (1980), affd. 673 F.2d 1062 (9th Cr. 1982), in that
t he paynents did not change petitioners' econom c status.
Petitioners contend that these cases are indistinguishable

fromNestle Holdings, Inc. v. Conm ssioner, T.C. Mnp. 1995-441.

W di sagree. The taxpayer in that case paid interest and reduced
its overall indebtedness during the years in issue, and its
financial condition was inproving. Here, petitioners postponed
i nterest paynents, used debt to finance interest paynents, and
continued to increase their indebtedness. In addition, the funds
recipient in Nestle, unlike petitioners, was not highly
| everaged, had reasonably antici pated significant cash-fl ows
adequate to pay interest and principal, and had liquid assets
which it would use to reduce its indebtedness.

Petitioners contend that their interest reinvestnent |oans
were nerely a device to help LIIBV conply with Dutch tax rulings.

We disagree. Wiether or not the interest reinvestnent |oans had
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that effect, they neant that, in substance, petitioners paid no
interest to LIIBV.
This factor supports treating the LIIBV advances to
petitioners as equity.

11. Ability of the Corporation To Cbhtain Loans From Qutside
Lendi ng I nstitutions

| f a corporation can borrow noney from outside sources when
it receives a transfer of funds, the transfer is nore likely to

be debt. Estate of Mxon v. United States, supra at 410;

Tominson v. 1661 Corp., supra.

Petitioners contend that they could have borrowed
$975, 153,806 from out si de sources during the years in issue on
commercially reasonable terns. To support their position,
petitioners cite the testinony of Jacobs, petitioners' expert
Hollis W Rademacher (Rademacher), and three letters from
i nvest nent bankers.

Rademacher testified that a bank woul d not have required the
| oans to be secured, but that a negative pledge or prohibition
agai nst ot her indebtedness for borrowed noney woul d have
sufficed. 1In contrast, respondent's expert, Filnmore G Enger
Jr. (Enger), testified that security would be very inportant for
| oans of this magnitude. W think Enger's view was nore
realistic. GCenerally speaking, creditors avoid subjecting funds
to the risk of the borrower's business as nmuch as possible and
seek a reliable return, while sharehol ders take that risk and

hope for a return fromthe business' success. Slappey Drive




- 77 -

| ndus. Park v. United States, 561 F.2d at 581; Jewell Ri dge Coal

Corp. v. Conm ssioner, 318 F.2d 695, 698 (4th Cr. 1963), affg.

T.C. Meno. 1962-194. Radenmacher's position would subject the
creditor to undue risk

Jacobs testified that it woul d have been possible for
petitioners to get large |loans. However, he said that | oans this
size would require security because petitioners were highly
| everaged. He cited exanples of |arge bank | oans made to highly-
| everaged conpani es during the years in issue. However, those
exanpl es are not conpelling here because those | oans were to
conpani es that were much | arger than petitioners, and they
i ncl uded various security arrangenents including guaranties, as
here. Jacobs concluded that it was not clear that LTI and LI
coul d have borrowed as nuch from comercial banks as they
received fromLIIBYV. He said they m ght have been able to borrow
| arge anounts if they first had a public offering of subordinated
debt .

Petitioners contend that Enger testified that petitioners
coul d have obtained bank financing in the anounts that LIIBV
advanced to petitioners. W disagree. Enger testified that
petitioners could not obtain bank financing from conmrerci al
| enders on terns conparable to the LIIBV agreenents, and could
obtain financing only by using equity and subordi nated and seni or
i ndebt edness.

Petitioners contend that the three investnent bankers

proposal s show that they coul d have reasonably obtai ned



- 78 -
$975, 153,806. W disagree. The investnent bankers did not
propose to rai se $975,153,806. Dean Wtter proposed to use
subordi nated notes to raise $325 nmillion. Bear Stearns proposed
to raise $300 mllion ($100 mllion subordi nated debt, $100
mllion stock sale, and $100 million convertible subordi nated
debentures). Donaldson, Lufkin & Jenrette proposed to raise up
to $350 ($80 million fromconmmon stock, $100 million from
convertibl e debentures, and $170 million from subordi nated debt).
The investnent bankers' proposals relied on equity financing
whi ch petitioners could not do.

Petitioners contend that the debt to equity ratios in their
| oan agreenents with the banks were not inportant because they
were wai vable. W disagree. Even if a termin the witten
agreenents coul d be waived, that does not make that term
uni nmport ant .

Petitioners contend that RBC, TDB, and FNBC woul d have | ent
t hem $975, 153,806. Petitioners rely on DeGoote's testinony that
he had good relations with those banks. DeGoote testified that
commercial lenders inundated LTL with offers to lend petitioners
funds and that RBC, TDB, and FNBC had banking rel ationships with
LTL. Hi s general testinony on this point does not convince us
that they would have |l ent petitioners as nuch as LIIBV did.

Haworth testified that petitioners could have borrowed noney
fromcomercial |enders based on petitioners' regular contacts
with LTL's banks. Rademacher and Jacobs testified that they

woul d have |l ent as much noney to petitioners as LIIBV did. The
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obj ective evidence does not corroborate their testinony on this
point. Petitioners' |oans from comrercial banks total ed nmuch
| ess than $975, 153,806, and were on terns substantially |ess
favorabl e than the agreenents acconpanying petitioners' advances
fromLIIBV.

Petitioners could have borrowed sonme noney from outside
| enders. However, we do not think that they could have borrowed
$975, 153,806, or that they could have done so on terns close to
the favorable terns that they received fromLIIBV. This factor
supports treating the LIIBV advances to petitioners as equity.

12. The Extent to Which the Recipient Used the Advance To
Acquire Capital Assets

A corporation's use of cash advances to acquire capital

assets suggests that an advance is equity. Estate of M xon v.

United States, 464 F.2d at 410. Use of an advance by an ongoi ng

busi ness to expand its operations, e.g., by acquiring an existing

busi ness, suggests that the advance is equity. Plantation

Patterns, Inc. v. United States, 462 F.2d. at 713-716, 722; Tyler

v. Tominson, 414 F.2d. at 846, 848-849.

Petitioners used nost of the advances fromLIIBV to expand
their operations, especially by acquiring other conpanies, e.g.,
GSX. Petitioners told Canadian tax authorities that LTL's
advances to U S. subsidiaries through LI 1BV were capital
i nvestnments which formed a part of the subsidiaries' permanent

capital
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Petitioners contend that this factor applies only to capital
expenses for the initial operations of a business. Petitioners

rely on Slappey Drive Indus. Park v. United States, supra at 583.

Most of the advances in that case were used to finance the
initial operations of a business. 1d. However, the Court of
Appeals for the Fifth Grcuit did not hold in that case that an
advance nust be used to buy capital assets for a new business for
it to be treated as equity.

This factor supports treating the LIIBV advances to
petitioners as equity.

13. \Vhether the Recipient Repaid the Funds on the Due Date

The failure of a corporation to repay principal anmounts on
the due date indicates that advances were equity. Estate of

M xon v. United States, supra; see Slappey Drive Indus. Park v.

United States, supra at 582. LIIBV repeatedly deferred and

extended the vast mpjority of principal paynents.
Petitioners contend that extending the due date is the sane

as repaying on the due date. Petitioners cite Litton Bus. Sys.

Inc. v. Conmm ssioner, 61 T.C. 367 (1973), and C M Gooch Lunber

Sales Co. v. Conmmi ssioner, 49 T.C. at 657. Those cases differ

fromthe instant case. Litton Bus. Sys. Inc. v. Conmi ssioner,

supra, differs because in that case the recipient of funds
continuously repaid principal which substantially reduced the net

debt. |d. at 374-375, 380-381. |In Litton Bus. Sys., we found a

reasonabl e expectation of repaynent not present in the instant

cases. Petitioners' account bal ances increased throughout the
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years in issue, and LIIBV continued to nake advances to

petitioners despite their eroding financial conditions and their
inability to repay the advances outstanding within a reasonable

time period. See Atlanta Biltnore Hotel Corp. v. Conm SSioner,

349 F.2d 677, 680 (5th Cr. 1965), nodifying and affg. T.C. Meno.

1963-255; Dianobnd Bros. Co. v. Conmmi ssioner, 322 F.2d 725, 732

(3d CGr. 1963), affg. T.C. Meno. 1962-132; Anerican-La France-

Foamte Corp. v. Conm ssioner, 284 F.2d 723, 724-725 & n.3 (2d

Cr. 1960), affg. T.C Meno. 1959-101.

In CM Gooch Lunber Sales Co. v. Conm ssioner, supra at

657-659, the parties had an arrangenment which provided for
mutual |y of fsetting business dealings, but assured repaynent of
principal. W found that until June 1960 the advances were debt,
but after that date, repaynment was unlikely and the advances were
equity. 1d. Here, there was no assured repaynent during the
years in issue.

This factor supports treating the LIIBV advances to
petitioners as equity.

E. O her Factors

1. | ssuance of Debt for Cash

Petitioners contend that the fact that Transit, Tree, and
LWSl transferred cash to LIIBV instead of stock supports treating
the LI I BV advances to petitioners as debt. Petitioners cite

Comm ssioner v. John Kelley Co., 146 F.2d 466, 469 (7th Gr.

1944) (debentures sold to shareholders in exchange for credit of

di vidends paid were not debt), revg. 1 T.C 457 (1943), revd. 326
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U S 521 (1946). W disagree. The Court of Appeals for the

Seventh Circuit held in Conm ssioner v. John Kelley Co., supra,

that the fact that the taxpayers did not exchange cash for
debentures is a factor indicating that an advance is equity. 1d.
at 467. However, the Court of Appeals for the Seventh Crcuit
did not state that the converse is true; i.e., that if the
reci pient of funds received any cash, the transaction is a | oan.
The fact that LIIBV transferred cash to petitioners is not
convi nci ng evidence that the advances were debt.

This factor is neutral.

2. Reasonabl e Expectati on of Repaynment

A reasonabl e expectation of repaynent by the provider of an
advance when the advance is nade suggests that the advance is

debt. Glbert v. Conmm ssioner, 248 F.2d 399, 406 (2d Cr. 1957),

remanding T.C. Meno. 1956-137; C M Gooch Lunber Sales Co. v.

Conmi ssi oner, supra at 656; Nestle Holdings, Inc. v.

Conmi ssioner, T.C. Menp. 1995-441. Petitioners contend that

LI I BV reasonably expected petitioners to repay all of the |oans
based on their financial conditions. W disagree. LIIBV s
directors did not expect to be repaid or intend to request
repaynent.

This factor suggests treating the LIIBV advances to
petitioners as equity.

3. Absence of Conversion Ri ghts

Petitioners point out that they had no right to convert the

creditor's loans to stock of the debtor, and contend that this
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suggests that the advances were not equity, citing Rev. Rul. 83-
98, 1983-2 C.B. 40; Notice 94-47, 1994-1 C B. 357; Notice 94-48,
1994-1 C.B. 357. This factor is not significant because LTL
owned and controlled petitioners and LIIBV. LTL had the power to
cause LIIBV to convert advances to petitioners to stock.

This factor is neutral.

F. Concl usi on

The factors that relate to the formof the transaction
support treating the LIIBV advances to petitioners as debt. The
factors relating to substance support treating the LIIBV advances
to petitioners as equity. The substance of the transactions is
revealed in the lack of arm s-1ength dealing between LIIBV and
petitioners, the circular flow of funds, and the conduct of the
parties by changing the terns of the agreenents when needed to
avoi d deadlines. The Laidlaw entities' core nmanagenent group
desi gned and inplenented this el aborate systemto create the
appearance that petitioners were paying interest, while in
subst ance they were not.

We conclude that, for Federal inconme tax purposes, the
advances fromLIIBV to petitioners for which petitioners claimto
have paid the interest at issue are equity and not debt. Thus,
petitioners may not deduct the interest at issue for 1986, 1987,

and 1988.
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To reflect concessions and the foregoing,

Deci sions will be

entered under Rul e 155.




