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Hel d: Under the facts of this case, the fact that
respondent’s notice of deficiency indicated that
petitioner’s taxable years ended on June 30 of each
year rather than on the actual |ast day of petitioner’s
t axabl e years does not invalidate respondent’s notice
of deficiency and does not deprive the Court of subject
matter jurisdiction.

Hel d, further, Petitioner’s clained $3,751, 930 bad
debt deduction for petitioner's 1992 taxable year and
net operating | oss carrybacks and carryforwards
relating thereto are deni ed.
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petitioner.
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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

SW FT, Judge: Respondent determ ned deficiencies in
petitioner’s consolidated Federal incone taxes in the respective
amount s of $28, 415, $22,495, $465, 115, $24,108, and $45, 837
allegedly for petitioner's 1990, 1991, 1992, 1993, and 1994
t axabl e years.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

The issues for decision are: (1) Wether deficiency
determ nations for petitioner's taxable years 1990 t hrough 1994
were made in respondent’s notice of deficiency, as respondent
contends, or whether deficiency determ nations against petitioner
for nonexistent years were made in respondent’s notice of
deficiency, as petitioner contends, nmaking respondent’s
deficiency determ nations defective and depriving the Court of
subject matter jurisdiction over petitioner's tax liabilities;
and (2) if the above issue is resolved in favor of respondent,
whet her petitioner is entitled to a $3, 751,930 cl ai med bad debt
deduction for petitioner's 1992 taxable year and net operating

| oss (NOL) carrybacks and carryforwards relating thereto.

FI NDI NGS OF FACT

Sonme of the facts are stipulated and are so found.
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At the tinme the petition was filed, petitioner's principal
pl ace of business was |ocated in San Di ego, California.

Prior to July 1, 1987, Karl Mot senbocker (Mt senbocker)
owned 82.5 percent of the shares of stock in Peopl efeeders, Inc.,
a closely held California corporation that was the parent
corporation of a group of affiliated corporations that owned and
operated a chain of pizza restaurants under the nanme of Square
Pan Pi zza.

In the sumrer of 1987, Jeffrey Partrick (Partrick) and three
ot her individuals fornmed HPPW Restaurants, Inc. (HPPW, and on
July 1, 1987, HPPWacquired for $3,317,560 all of Mtsenbocker's
shares of stock in Peopl ef eeders and Mt senbocker's ownership
interest in a related partnership.

The $3, 317,560 purchase price for the stock in
Peopl ef eeders and for the related partnership interest was

reflected by and was to be paid as foll ows:

Form of Paynent Anmount
Cash at cl osing $ 167,560
Prom ssory notes* due:

Sept. 1, 1987 150, 000
Mar. 31, 1988 1, 500, 000
June 30, 1992 1,500, 000

Tot al $3, 317, 560

* Interest accrued on the prom ssory notes at
an annual rate of 3-1/4 percent over the
prine rate.?

! After July 1, 1990, the interest rate on the June 30, 1992,

prom ssory note increased to 3-3/4 percent over the prine rate

and after July 1, 1991, the interest rate on the third prom ssory
(conti nued. ..)



Upon HPPW's acquisition of the stock in Peopl ef eeders, HPPW
becanme the parent corporation of Peopl ef eeders, and HPPW changed
its name to Peopl efeeders. The former Peopl ef eeders corporate
entity changed its nane to Square Pan Pizza Co. of California,
Inc. (Square Pan), and remai ned parent to other subsidiary
corporations that owned and operated restaurants. Hereinafter,
references to Peopl efeeders and to Square Pan are to those parent
and subsidiary corporate entities as they existed and operated
after the July 1987 acquisition and nanme change of the
cor porat i ons.

On August 11, 1987, Peopl efeeders obtained a $1.7 million
| oan from California Comrerce Bank (Conmerce Bank), reflected by
a promi ssory note in favor of Commrerce Bank payable in 53 nonthly
install ments of $32,075 with interest at 2-1/2 percent over prine
and due in full on June 5, 1992.

On March 31, 1988, using proceeds fromthe $1.7 mllion
Commer ce Bank | oan, Peopl ef eeders paid Mt senbocker the $1.5
mllion due on that date relating to HPPWs acqui sition of
Mot senbocker's stock interest in Peopl efeeders.

Wth regard both to the $1.5 million debt obligation owed to
Mot senbocker and the $1.7 nmillion | oan obtai ned from Conmerce
Bank, the board of directors of Peoplefeeders formally acted on

and approved such debt obligations. Prom ssory notes were issued

(...continued)
note increased to 4-1/4 percent over the prinme rate.
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by Peopl ef eeders in favor of Mdtsenbocker and Commerce Bank
relating thereto, and the debt obligations were secured by
per sonal guarantees of Partrick, by corporate guarantees of
Square Pan and the other subsidiaries, and by collateralization
of the operating assets of Square Pan and the other subsidiaries.

As of early fall of 1987, Square Pan and the ot her
subsi di ari es owned and operated 25 restaurants and ot her
busi nesses (nanely, a whol esal e food supplier and a food
concession). At that time, Peoplefeeders did not separately own
or operate any restaurants, and Peopl ef eeders had no source of
i ncome from any busi ness ot her than Square Pan.

In the fall of 1987, Peopl ef eeders purchased and began
operating one Arby's restaurant. In 1988, Peopl ef eeders opened a
pi zza restaurant, but it was unsuccessful and closed within
a year. In 1990, Peopl ef eeders opened anot her pizza restaurant,
but this restaurant al so was unsuccessful and closed within

a year.

| nt er conpany Bank Account

Each of the restaurants owned and operated by Peopl ef eeders,
by Square Pan, and by the other rel ated subsidi ari es mai nt ai ned
separate bank accounts at different banks, and cash receipts from
operations of each restaurant were deposited daily into the
separ ate bank accounts mai ntained by each restaurant. Three

tinmes a week, the total cash receipts fromall of the restaurants
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for the prior few days were withdrawn fromthe separate bank
accounts mai ntai ned by each restaurant and were transferred into
a single bank account maintained at Conmerce Bank under the nane
of Square Pan. This bank account will be referred to hereinafter
as the Interconpany bank account.

Al'l of the business expenses relating to Peopl efeeders, to
Square Pan, to the related subsidiaries, as well as all of the
busi ness expenses relating to the restaurants owned and operat ed
by the various related corporate entities, were paid by checks
drawn not on the separate bank accounts mnai ntained by each
restaurant, but by checks drawn on the |Interconpany bank account.
Paynments nmade to Mot senbocker and to Conmerce Bank with regard to
Peopl ef eeders' | oan and debt obligations described above al so
were made by checks drawn on the Interconpany bank account.

For the years in issue, total cash receipts that
Peopl ef eeders received and transferred into the Interconpany bank
account were sufficient in amunt to cover Peopl ef eeders’ total
operating expenses, but they were not sufficient to cover the
| oan paynents Peopl ef eeders owed to Mt senbocker and to Comrerce
Bank. Accordingly, the difference between the total cash
recei pts transferred by Peopl efeeders into the Interconpany bank
account and the total of Peopl ef eeders’ expenses and | oan
paynents that were paid out of the Interconpany bank account

i ncreased each year from 1987 until My 1992, as foll ows:



Peopl ef eeders' Expenses
Peopl ef eeders’ Cash Receipts And Loan Paynents Paid
Taxabl e Transferred Into |nterconpany Qut O | nterconmpany

Year Bank Account Bank Account Di fference
1988 $ 782,266 $1, 449, 289 $ 667,023
1989 690, 964 1, 454, 344 763, 380
1990 902, 115 1, 530, 067 627, 952
1991 1, 053, 523 1, 490, 889 437, 366
1992 927,586 2,183,805 1,256,219
Tot al $4, 356, 454 $8, 108, 394 $3, 751, 940

Books and Records

The record herein does not adequately reflect how, at the
time cash sales receipts were received by the various
restaurants, the cash receipts were recorded, if at all, on the
books and records of Peopl ef eeders, of Square Pan, and of the
other related corporate entities. The evidence does not indicate
that, at the tinme cash receipts were received by the restaurants,
debit entries were made to a cash bookkeepi ng account, nor that
credit entries were nade to a sal es account.

The record, however, does establish that when cash receipts
were transferred fromthe separate bank accounts of the
restaurants into the Interconpany bank account, entries were
made, apparently for the first time, in the books and records of
Peopl ef eeders, of Square Pan, and of the other corporate
subsidiaries. Again, however, the parties’ briefs and the
limted portions of petitioner's books and records that were
i ntroduced into evidence herein are confusing, inconplete, and
uncl ear as to specifically how the transfers of cash into, and

t he paynment of expenses out of, the Interconpany bank account
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were reflected on the books and records of Peopl ef eeders, of
Square Pan, and of the other related entities.

We descri be bel ow our understandi ng and findi ngs, based on
i nconpl ete and confusing evidence, of the bookkeeping entries of
Peopl ef eeders and Square Pan relating to the transfer of cash
recei pts into and the paynent of expenses and | oan paynments out
of the Interconpany bank account.

Cash receipts transferred from Peopl ef eeders into the
| nt er conpany bank account were recorded as debits (or as
increases in cash) in favor of Peopl efeeders in what was referred
to as Peopl ef eeders’ I nterconpany general |edger bookkeepi ng
account No. 1457000 (Peopl ef eeders’ |Interconpany general |edger
account) and as credits to what was referred to as Square Pan’s
| nt erconpany general |edger account No. 1457000 (Square Pan’s
| nt erconpany general | edger account).

Paynments out of the Interconpany bank account of
Peopl ef eeders’ busi ness expenses and of Peopl ef eeders’ | oan
paynents to Mt senbocker and to Comrerce Bank were recorded as
credits to Peopl efeeders’ |nterconpany general |edger account and
apparently as debits to Square Pan’s | nterconpany general | edger
account .

Paynments out of the Interconpany bank account of
Peopl ef eeders’ expenses and | oan paynents were never treated or
specifically | abeled in Peoplefeeders’ or in Square Pan’s books

and records as a |loan from Square Pan, and the cash receipts
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transferred into the Interconpany bank account from Peopl ef eeders
were never treated or specifically | abeled in Peopl ef eeders’ or
in Square Pan’s books and records as repaynents of a | oan from
Squar e Pan.

Al so, as discussed further below, not until 1992 was the
di fference between the total of the cash receipts transferred by
Peopl ef eeders into the I nterconpany bank account and the total of
t he expenses and | oan paynents paid on behal f of Peopl ef eeders
out of the Interconpany bank account treated in the m nutes of
Peopl ef eeders’ board of directors neetings as a loan to
Peopl ef eeders. That difference was never reflected by a witten
prom ssory note from Peopl efeeders in favor of Square Pan. No
i nterest was ever charged to Peopl efeeders with regard to that
difference. That difference was never treated or specifically
| abel ed i n Peopl ef eeders’ or in Square Pan’s |nterconpany gener al
| edger accounts as a loan or as a discrete credit bal ance.

Private Pl acenent Menorandum 1991 Sal e of Restaurants, and
1992 Board of Directors' Meting

In 1988, Partrick attenpted unsuccessfully to sell the stock
i n Peopl ef eeders through a private placenent. 1In the related
private placenment nenorandum no indication or disclosure was
made of any debt or | oan obligation owed by Peopl ef eeders to
Square Pan or to the other related entities.

Over the course of 1987 through 1991, the majority of the

Square Pan Pizza restaurants was either sold or closed. 1In
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Novenber of 1991, the renaining Square Pan Pizza restaurants were
sold to Sbarro, Inc. (Sbarro), an unrelated entity. The sale of
these restaurants to Sbarro resulted in a taxable gain to Square
Pan of $1,417,271.

At the tinme of the sale to Sharro, Partrick discussed the
$1,417,271 taxable gain with representatives of Arthur Andersen &
Co., who infornmed Partrick that deductions could be generated
that would of fset the $1,417,271 taxabl e gain.

On May 4, 1992, at a special neeting of the board of
directors of Square Pan, the directors adopted a resolution that
purported to treat the $3,751,940 difference between
Peopl ef eeders’ total cash receipts and Peopl ef eeders’ expenses
and | oan paynents that had been paid out of the Interconpany bank
account as a $3, 751,930 debt obligation of Peopl efeeders to
Square Pan and that purported to cancel that debt obligation as
uncol | ecti bl e. >

In the resol ution adopted by the board of directors, the
stated reason for the cancellation of the purported $3, 751, 930
debt obligation was that no repaynents had ever been nmade by
Peopl ef eeders on the purported debt obligation and that due to
the financial condition of Peoplefeeders there existed no

prospect of collecting any part of the debt obligation.

2 The $10 di screpancy between the $3, 751, 940 di fference and
the $3, 751,930 purported bad debt obligation is not explained in
the record. Hereinafter, we refer only to $3, 751, 930.
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I n Decenber of 1992, Partrick nade a | oan to Peopl ef eeders
of approximately $600,000 with an interest rate of 4 percent over
prinme. The principal amunt of this | oan was payabl e on demand.
This loan fromPartrick to Peopl ef eeders was approved in advance
by a resolution of Peopl efeeders' board of directors, evidenced

by a prom ssory note, and secured by Peopl ef eeders’' assets.

Petitioner's I ncone Tax Returns and Respondent's Audit

For each of its taxable years, Peopl ef eeders, Square Pan,
and Square Pan’s subsidiaries filed consolidated corporate
Federal incone tax returns. On petitioner’s 1992 consoli dated
corporate Federal inconme tax return, the $3, 751,930 difference
bet ween Peopl ef eeders’ total cash receipts and the total expenses
and | oan paynents paid out of the Interconpany bank account on
behal f of Peopl efeeders was reflected on the bal ance sheet
attached to the 1992 tax return as an interconpany receivabl e but
al so as an adjustnment or a reduction to Peopl efeeders' equity
investnment in its subsidiaries.

On petitioner's 1992 consolidated corporate Federal incone
tax return, Square Pan clained a $3, 751, 930 bad debt deduction
relating to the alleged cancellation of the purported $3, 751, 930

debt obligation owed by Peopl efeeders to Square Pan.® On its

3 For 1992, under sec. 1.1502-14(d), Income Tax Regs., bad
debt deductions were all owed upon cancell ation of worthl ess debt
obl i gations between affiliated corporate entities even though
such entities filed consolidated Federal corporate incone tax
returns. This regulation was generally effective for bad debt
(continued. . .)
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1990 and 1991 consolidated corporate Federal incone tax returns,
petitioner claimed NOL carrybacks, and on its 1993 and 1994
consol i dated corporate Federal inconme tax returns petitioner
clainmed NOL carryforwards relating to the $3, 751, 930 bad debt
deduction clained on the 1992 consolidated corporate Federal
income tax return.

Al so, on the 1992 consolidated corporate Federal incone tax
return, relying on the insolvency exception of
section 108(a)(1)(B) and Peopl ef eeders’ all eged insol vency,
Peopl ef eeders did not recognize any incone relating to the
cancel | ation of the purported $3, 751, 930 debt obligation to
Square Pan. Further, on the 1992 consolidated corporate Federal
i ncome tax return, Peopl efeeders took the position that, under
section 108(b), no reduction in any tax attributes (specifically
no reduction in the amount of the NOL that was clained on the tax
return relating to the clainmed $3, 751, 930 bad debt deduction) was
required on petitioner's tax return because the cl ai med bad debt
deduction and the related NOL did not “belong to” Peopl ef eeders
(i.e., on the ground that the claimed bad debt deduction and the
related NOL constituted tax attributes not of Peopl efeeders, but

only of Square Pan).

3(...continued)

deductions clainmed prior to July 12, 1995, and was renoved for

| ater years by anendnents to the regulations as reflected in T.D.
8597, 1995-2 C. B. 147.
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Because petitioner under section 441 elected a "52-53 week"
t axabl e year, petitioner's consolidated corporate Federal incone
tax returns for each of 1990 through 1994 accurately reflected
petitioner's taxable years begi nning and ending on different
dates in late June and July (i.e., on the Sunday nearest the | ast
day of June of each year).

However, as set forth below, on the protest letter that
petitioner mailed to respondent, on the petition that petitioner
mailed to the Court, and on the 30-day letters and on the notice
of deficiency that respondent mailed to petitioner, the dates for
the ending of petitioner's 1990 t hrough 1994 taxable years were
i ndi cated as June 30 of each year. The actual |ast day of each
of petitioner's taxable years as reflected on petitioner's tax

returns for each year is also set forth in the schedul e bel ow

Yearend Date Indicated On Petitioner's Respondent ' s
Taxabl e Tax Pr ot est 30- Day Notice O
Year Return Letter Petition Letter Defi ci ency
1990 July 1 June 30 June 30 June 30 June 30
1991 June 30 June 30 June 30 June 30 June 30
1992 June 28 June 30 June 30 June 30 June 30
1993 June 27 June 30 June 30 June 30 June 30
1994 July 3 June 30 June 30 June 30 June 30

On audit of petitioner's 1992 taxable year, respondent
di sal |l omed petitioner's $3, 751,930 cl ai mred bad debt deduction and
the related claimed NOL carryback and carryforwards to 1990,
1991, 1993, and 1994. On Septenber 12, 1997, with the trial

herei n schedul ed for Cctober 27, 1997, petitioner, in a notion to
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dism ss for lack of jurisdiction, raised the issue that
respondent’s notice of deficiency incorrectly indicated ending
dates for petitioner’s taxable years, that the notice of
deficiency therefore was invalid, and that the Court | acks
jurisdiction over petitioner’s actual 1990 through 1994 taxable
years.

I n maki ng the above adjustnents to petitioner’s consolidated
i ncome and expenses for each year, respondent did not nmake any
adj ustmrent, and respondent did not charge petitioner with any
item of income or adjust any expense itemrelating to the 2 or 4
days that were reflected in the notice of deficiency and that
were not part of petitioner’s 1990 through 1994 taxabl e years.

During respondent’'s audit of petitioner's 1990 through 1994
consol i dat ed corporate Federal inconme tax returns, the accounting
firmof Arthur Andersen represented petitioner. Petitioner's
representatives fromArthur Andersen nmet wi th respondent,
di scussed | egal and factual issues, and |ater prepared and filed

the protest and the petition.

OPI NI ON

Validity of Notice of Deficiency

Litigation in this Court requires as a jurisdictional
prerequisite a valid notice of deficiency. Sec. 6213(a). The
notice nust indicate the taxable period involved or provide
sufficient information that the taxpayer reasonably could not be

msled as to the taxable period involved. Conmm ssioner v. Forest
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Gen Creanery Co., 98 F.2d 968, 971 (7th Gr. 1938), revg. and

remanding 33 B. T. A 564 (1935); Smth v. Comm ssioner, T.C. Meno.

1979- 16.

Petitioner argues that because respondent’'s notice of
deficiency indicates that tax deficiencies were determ ned
agai nst petitioner for taxable years ending on June 30 of each
year, when in fact petitioner's taxable years ended on dates
ot her than June 30, respondent's deficiency determ nations should
be regarded as invalid. Further, petitioner argues that because
respondent never determ ned tax deficiencies for petitioner's
correct 1990 through 1994 taxable years, the Court has no
jurisdiction over any of such taxable years.*

Respondent argues that the notice of deficiency at issue in
this case was sufficiently accurate, did not m slead petitioner,
and adequately informed petitioner that the tax deficiencies
reflected therein related to petitioner's 1990 through 1994
t axabl e years.

We agree with respondent.

The June 30 date indicated in respondent's notice of
deficiency for the end of each of petitioner's 1990 through 1994
t axabl e years was an innocuous error and did not m sl ead

petitioner in any way. Petitioner’s representatives understood

4 For petitioner’s 1991 taxable year, which ended on June 30,
petitioner's jurisdictional argunment is based on the allegation
that respondent's notice of deficiency for petitioner's 1991
taxabl e year inplicitly treated petitioner's taxable year as

begi nning on July 1, 1990, when in fact it began on July 2, 1990.
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that the references in the notice of deficiency to petitioner's
t axabl e years ending June 30 were to petitioner's actual taxable
years based on 52-to0-53 week years that ended on the Sunday
nearest the |ast day of June of each year.

On petitioner's witten protest letter and petition,
petitioner's representatives thenselves indicated that
petitioner's taxable years ended on June 30. No evidence
indicates that petitioner's representatives were at any tine
confused or m sled over what taxable years were covered by
respondent’'s notice of deficiency. The record is clear that
petitioner's representatives were not msled as to whose and
whi ch taxabl e years were in issue.

Not until just prior to the trial of this case in 1997 did
petitioner’s representatives allege that respondent's notice of
deficiency did not relate to petitioner's taxable years. Any
genui ne | ack of know edge as to whose and which taxabl e years
were covered by respondent's notice of deficiency would have been
rai sed | ong before Septenmber 12, 1997. |If petitioner’s
representatives genuinely believe respondent’'s notice of
deficiency did not determ ne tax deficiencies for any of
petitioner's taxable years, why were witten protests filed on
behal f of petitioner in which the only challenges raised rel ated
to the substance of the adjustnents reflected in the notice of

defi ci ency?
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We al so note that in making adjustnments to petitioner’s
consol i dated i ncome and expenses, respondent, in the notice of
deficiency, did not make any inconme, expense, or other adjustnent
relating to the 2 to 4 days that were reflected in respondent's
notice of deficiency but that technically were not part of
petitioner’s taxable years.

We concl ude that respondent’'s notice of deficiency is valid
and determ ned deficiencies for petitioner's taxable years ending
on July 1, 1990, June 30, 1991, June 28, 1992, June 27, 1993, and
July 3, 1994, and that petitioner's tax liabilities for those

years are properly before the Court.

Bad Debt Deducti on

Under section 166(a)(1l), bad debt deductions are all owed for
| oans that becone worthless wthin the year. Under
section 1.166-1(c), Inconme Tax Regs., bad debt deductions are
limted to |loans that arise from genui ne debtor-creditor
rel ati onshi ps and that are based on valid and enforceable
obligations to pay fixed or determ nable suns of nopney.

Cenerally a transfer of funds by a corporation to its
sharehol ders nay be treated as a loan if, at the tinme of the
transfer, the parties intended that the sharehol ders repay the

corporation the anount of funds transferred. Crow ey v.

Comm ssi oner, 962 F.2d 1077, 1079 (1st Cr. 1992), affg. T.C

Meno. 1990-636; Wese v. Comm ssioner, 93 F.2d 921 (8th G

1938), affg. 35 B.T.A 701 (1937); Mele v. Comm ssioner, 56 T.C.
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556, 567 (1971), affd. w thout published opinion 474 F.2d 1338
(3d Cir. 1973).
Petitioner bears the burden of proving that the anmounts in

guestion constitute loans. Rule 142(a); Wlch v. Helvering, 290

U S 111, 115 (1933).
Courts typically determ ne whether the requisite intent to
repay was present by exam ning objective evidence of the parties

intentions. See, e.g., Busch v. Conm ssioner, 728 F.2d 945, 948

(7th Cr. 1984), affg. T.C. Menp. 1983-98; Alterman Foods, |nc.

v. United States, 505 F.2d 873, 877 n.7 (5th Cr. 1974).

The following Iist of factors is often set forth in
anal yzi ng whether transfers of funds between rel ated corporations
shoul d be treated as | oans, as equity, or as dividends:
(1) Whether the transfers of funds are evidenced by witten
prom ssory notes and are otherw se reflected on the taxpayer’s
books and records as |oans; (2) the presence or absence of stated
maturity dates; (3) the source of paynents; (4) the right to
enforce paynents of principal and interest; (5) participation in
managenent; (6) a status equal to or inferior to that of regular
corporate creditors; (7) the intent of the parties; (8) "thin" or
adequate capitalization; (9) the identity of interest between
sharehol ders and creditors; (10) repaynents on the purported
| oans only out of profits; and (11) the ability of the purported
debtor to obtain loans fromoutside | ending institutions.

Hardnman v. United States, 827 F.2d 1409, 1411-1412 (9th G r
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1987); Bauer v. Comnm ssioner, 748 F.2d 1365, 1368 (9th Gr

1984), revg. T.C. Meno. 1983-120; AR Lantz Co. v. United

States, 424 F.2d 1330, 1333 (9th Cr. 1970); OH Kruse Gain &

MIling v. Conmm ssioner, 279 F.2d 123, 125-126 (9th Cr. 1960),

affg. T.C. Menp. 1959-110.
Because the control el enment suggests the opportunity to
contrive a fictional debt, transfers of funds between rel ated

corporations are subject to particular scrutiny. In re Uneco,

Inc., 532 F.2d 1204, 1207 (8th Gr. 1976). Transfers of funds
bet ween cl osely hel d corporations and sharehol ders are often
characterized by informality, but in order to qualify for |oan
treatment in such situations the transfer of |arge anounts of
funds generally should have sone formal indicia of a loan. Lew s

V. Comm ssioner, T.C. Meno. 1985-563.

Where transfers of funds were nmade from a subsidiary
corporation to a parent corporation through a centralized
accounting system and where customary indicia of |oans were not
present, the transfers were treated as constructive dividends and

not as loans. Alterman Foods, Inc. v. United States, supra.

Petitioner argues that the sharehol ders of Peopl ef eeders
i ntended for Peopl efeeders to repay Square Pan the $3, 751, 930
di fference between Peopl ef eeders’ total cash receipts transferred
into the Interconpany bank account and the total expenses and
| oan paynents paid on behalf of Peopl ef eeders out of the

| nt er conpany bank account and that the use of funds in the
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| nt erconpany bank account to pay Peopl ef eeders’ expenses and | oan
paynents should give rise to bona fide debt treatnent of the

cl ai mred $3, 751, 930.

Petitioner further argues that during its 1992 taxable year,
the purported $3, 751,930 debt obligation owed by Peopl ef eeders to
Square Pan becanme worthless, that for the year in issue bad debts
bet ween nenbers of consolidated groups of taxpayers were
deductible, and that petitioner is entitled to a bad debt
deduction of $3,751,930 for its 1992 taxable year.

Respondent argues that the paynments out of the |Interconpany
bank account of Peopl ef eeders’ expenses and | oan paynents did not
have associated with themtypical indicia of |oans, and that the
evi dence does not establish that it was intended for
Peopl ef eeders to repay Square Pan any difference between cash
recei pts transferred into the Interconpany bank account on behal f
of Peopl ef eeders and expenses and | oan paynents paid out of the
| nt er conpany bank account on behal f of Peopl ef eeders.

Respondent would treat that difference not as a genui ne debt
obl i gati on of Peopl efeeders to Square Pan but as a constructive
di vidend from Square Pan to Peopl ef eeders.

The purported $3, 751,930 debt obligation of Peopl efeeders to
Square Pan was not evidenced by prom ssory notes or security
agreenents. No maturity dates, interest, repaynent terns, or
repaynent anounts were agreed to. The transfers of cash receipts

from Peopl ef eeders to the Interconpany bank account were not
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regarded or treated as “repaynents” of any debt obligation, but
rather sinply as a process of placing all of the cash receipts of
each of petitioner's related restaurants and corporate entities
into a single cash pot for purposes of cash nanagenent, credit
enhancenment, and paynment of bills. Such transfers into the
account were contingent on the anount of cash receipts received
fromsales, a feature not typically associated with the paynent
of genui ne debt obligations.

In its brief, petitioner refers to the "ebb and fl ow' of
funds into and out of the Interconpany bank account. Such "ebb
and flow' in the transfer of cash between petitioner's related
entities reflected the nere managenent of funds and cash-fl ow and
an apparently efficient way for Peopl efeeders to nove funds
between itself and related entities, not the establishnment of
genui ne debt obligations.

Because of the absence of fixed maturity dates and repaynent
ternms associated with the paynment out of the Interconpany bank
account of Peopl ef eeders’ expenses and | oan paynents, Square Pan
had no neans of establishing Peopl efeeders' default and no basis
for seeking to enforce repaynent of alleged debt principal or
paynment of interest.

The evi dence does not indicate that Square Pan ever
request ed repaynent from Peopl ef eeders of the purported

$3, 751, 930 debt obligation, and in the mnutes of Square Pan's
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May 4, 1992, board of directors' neeting, it is represented that
no repaynent was ever nade on this purported debt obligation.

The lack of a witten prom ssory note, of collateral, of
security, of repaynment ternms, and of interest, anong other
t hings, indicates that Peopl efeeders and its officers and
shar ehol ders never intended for Peopl efeeders to have a fixed
repaynent obligation to Square Pan or to the other rel ated
subsi diaries of the $3,751,930 difference between cash receipts
transferred into the Interconpany bank account on behal f of
Peopl ef eeders and expenses and | oan paynents paid out of the
| nt er conpany bank account on behal f of Peopl ef eeders.

Square Pan's identity as a wholly owned subsidiary of
Peopl ef eeders indicates that the rel ationship between the two
entities with regard to the $3, 751,930 difference did not
constitute that of a creditor/debtor, but rather that it
constituted that of a subsidiary/parent, and that the $3, 751, 930
shoul d not be treated as a bona fide debt obligation.

Bet ween 1987 and 1992, with the operating assets of Square
Pan al ready secured in favor of the Mtsenbocker and Conmerce
Bank |l oans and with the failure in 1988 to raise funds through a
private placenment nenorandum Peopl efeeders was not in a position
to repay the difference in funds paid out on its behalf fromthe
| nt er conpany bank account.

The significant relevant factors indicate that the

$3, 751,930 in question should not be treated as a genui ne debt
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obl i gati on of Peopl efeeders. Petitioner is not entitled to the
cl ai ned $3, 751, 930 bad debt deduction and the related NCL
carrybacks and carryforwards.

We note that respondent nakes two alternative argunents --
one factual and the other legal. Respondent’s alternative
factual argunent is that if the $3,751,930 is to be regarded as a
genui ne debt obligation of Peopl efeeders to Square Pan, as
petitioner contends, in May of 1992 the full $3, 751,930 princi pal
anount of that debt obligation would constitute a |oan receivable
on the books of Square Pan and the value of the stock in Square
Pan t hat Peopl ef eeders owned woul d refl ect that $3, 751, 930
recei vabl e, maki ng Peopl ef eeders no | onger insolvent, and
requiring Peopl ef eeders, under sections 61(a)(12) and 108(a), to
recogni ze $3, 751,930 in discharge of indebtedness incone.

Respondent’s alternative legal argunent is that if the
$3,751,930 is to be regarded as a genui ne debt obligation of
Peopl ef eeders to Square Pan, if Peopl efeeders is to be regarded
as insolvent, and if, under the insolvency exception of
section 108(a)(1)(B), Peoplefeeders is to be allowed to exclude
fromincome the $3, 751, 930 di scharge of indebtedness incone,
petitioner’s consolidated group of taxpayers filing the 1992
corporate Federal income tax return would be required under
section 108(b) to reduce appropriate tax attributes (specifically
t he ambunt of the NOL produced by the $3, 751, 930 bad debt

deduction) by the $3, 751,930 amount of the excluded di scharge of
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i ndebt edness i nconme. Because of our holding on the threshold

i ssue, we need not decide respondent’s alternative argunents.
To reflect the foregoing,

An appropriate order wll

be issued, and decision wll

be entered under Rul e 155.




