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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

SWFT, Judge: For 1996, respondent determ ned a deficiency

in petitioner’s Federal incone tax of $31,873.
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Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue.
The issue for decision is whether certain paynments
petitioner made to its shareholders in 1996 should be treated as
deducti bl e interest on sharehol der | oans or as nondeducti bl e

di vi dends on sharehol der equity.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme the petition was filed, petitioner’s principal
pl ace of business was |ocated in Hot Springs, Arkansas.
Petitioner was incorporated in the State of Arkansas on
Cctober 12, 1992, and petitioner began operations in August of
1993. Petitioner manufactures and sells plastic jars and |ids
for use primarily in the cosnetic and pharnmaceutical industries.

From 1981 to 1987, Lothar Schweigert, petitioner’s principal
shar ehol der, owned a controlling interest in and was an officer
and enpl oyee of Santa Fe Plastics (Santa Fe), a successful
conpany based in Santa Fe Springs, California, that manufactured
and sold plastic products simlar to those manufactured and sol d
by petitioner.

From 1981 to 1987, other of petitioner’s sharehol ders,
officers, and directors (nanely Robert TeSelle, WIIliamD.
Maffit, Jan A Strand, and Chris Rakhshan) al so were enployed in

various capacities at Santa Fe. TeSelle was chief financial
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officer, Maffit was production manager, Strand was head of sales
and marketing, and Rakhshan was pl ant nmanager.

In Cctober of 1987, Schweigert and TeSelle sold their
respective stock interests in Santa Fe to Kerr d ass
Manuf acturing Corp. |In connection with the stock sale, both
Schweigert and TeSelle entered into covenants not to conpete with
Santa Fe. The covenants not to conpete had a duration of 5 years
and apparently enconpassed the entire United States.

During 1991 and 1992, Maffit and Strand used their
under st andi ng and know edge of the plastics manufacturing
busi ness to put together a business plan for petitioner that
projected an early likelihood of success and purported to inprove
upon the nodel used to start and develop Santa Fe. Prior to the
startup of petitioner’s operations in August of 1993, TeSell e,
Maffit, and Strand contacted and received conmtnments from forner
custoners of Santa Fe, signed contracts with suppliers and
equi prent manuf acturers, and otherw se prepared for petitioner to
begi n operations. The record is unclear as to Schweigert’s
participation in planning for the startup of petitioner.

Prior to August of 1993, petitioner received as initial
capital a total of $183,500 in equity contributions fromits
seven original sharehol ders. The anmount of each sharehol der’s

initial equity contribution and the nunber and percentage of
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shares of stock in petitioner that each sharehol der received is

set forth bel ow

Equity Shar es of Per cent age of

Shar ehol der Contri bution Commbn_St ock Commbn_St ock
Lot har Schwei gert $ 88, 000 880, 000 47. 96
Robert TeSell e 26, 000 260, 000 14. 17
Jan Strand 16, 500 165, 000 8.99
Wlliam Maffit 16, 500 165, 000 8.99
Chri s Rakhshan 16, 500 165, 000 8.99
Paul Stevenson 10, 000 100, 000 5.45
Dani el Kliska 10, 000 100, 000 5. 45
$183, 500 1, 835, 000 100. 00

Al so, petitioner received a total of $2,322,838 in the form
of secured startup loans -- $2,169,013 fromthree unrel ated
creditors and $153,825 from Schwei gert. Each secured | oan was

evi denced by a prom ssory note executed on behalf of petitioner.

In addition, petitioner received froma group of individuals
consisting of six of petitioner’s sharehol ders and one ot her
i ndi vidual (collectively referred to hereinafter as the
“debenture hol ders”) funds totaling $1, 337,500 (debenture funds).
Docunents entitled debenture notes, executed on behalf of
petitioner in favor of the debenture holders, reflected the
debent ure funds.

The amount and percentage of total debenture funds received

by petitioner from each debenture hol der are set forth bel ow
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Debent ur e Per cent of

Debent ure Hol ders Funds Tot al Debenture Funds
Lot har Schwei gert $ 687,000 51. 35
Robert TeSell e 149, 000 11. 14
Jan Strand 90, 500 6.77
WIlliam Maffit 90, 500 6.77
Chri s Rakhshan 90, 500 6.77
Paul Stevenson 115, 000 8. 60
Bernard Kliska" 115, 000 8. 60

$1, 337, 500 100. 00

" Bernard Kliska is the father of Daniel Kliska, a sharehol der of

petitioner.

The witten debenture notes, executed on August 1, 1993,
provi ded a 10-year schedul e over which petitioner was to repay
t he debenture hol ders the debenture funds and over which
petitioner was to pay the debenture hol ders anobunts designated as
interest on the debenture funds, with the final paynent due and
payabl e on June 15, 2003. For the first 5 years of the debenture
notes, designated interest only was due and payable at the end of
the second, third, fourth, and fifth years at a stated interest
rate of 6 percent per year.! For the second 5 years of the
debenture notes, principal and designated interest paynents were
due and payable in equal nonthly installnments with a stated
interest rate of 1 percent above the prine rate of interest as
reported by the Wall Street Journal.

Paynments due on the debenture notes were not dependent upon

the profits or |losses of petitioner. Priority of paynent on the

1" The debenture notes executed in favor of Schweigert,
TeSell e, Stevenson, and Kliska provided for a partial repaynent
of principal at the end of the fifth year.
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debenture notes was equal anong the debenture hol ders, and none
of the debenture hol ders received a nmanagenent position or an

i ncrease in managenent responsibilities with petitioner as a
result of the debenture funds petitioner received.

The debenture notes were unsecured and subordinated to
clainms of petitioner’s secured creditors, and, if not paid, the
debenture hol ders coul d enforce paynent on the debenture notes
only if the holders of nore than 50 percent of the value of al
t he outstandi ng debenture notes joined in a proceedi ng agai nst
petitioner to enforce paynent. From August of 1993 through the
time of trial in 2002, petitioner made all schedul ed paynents of
princi pal and designated interest due on the debenture notes.

When petitioner began operations in August of 1993, the
above initial sources of funding (treating the debenture funds as
debt of petitioner and not as equity) resulted in a debt-to-
equity ratio for petitioner of approximately 26:1. In just over
3 years, petitioner’s debt-to-equity ratio (treating the
debenture funds as debt of petitioner and not as equity) was
reduced to approximately 4:1. The rapid decrease in petitioner’s
debt-to-equity ratio from 1993 to 1996 refl ected petitioner’s
success in generating operating revenue.

Conpar ative 1993-1996 yearend financial information for
petitioner (treating the debenture funds as debt of petitioner

and not as equity) is set forth bel ow
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Year end Fi nanci al | nfornmation

1993 1994 1995 1996
G oss Revenue $ 359,714 $5, 246, 515 $ 8, 840, 065 $13, 580, 098
Total Assets 4,287,799 7,391, 115 12,001, 652 14,611, 042
Total Liabilities 4,119, 859 6, 638, 531 10, 443, 799 11, 392, 737
Shar ehol der Equity 167, 940 752, 584 1, 557, 853 3, 218, 305
Debt-to-Equity Ratio 25:1 9:1 7:1 4:1

As of the time of trial in 2002, petitioner had yet to
decl are or pay a cash dividend.

At the end of 1993, petitioner’s basis in its capital assets
i ncludi ng | and, buil di ngs, equipnment, vehicles, tooling and
equi prent was $3, 598, 463.

For 1993-1996 and for Federal incone tax purposes,
petitioner was a cash basis taxpayer. On petitioner’s tinely
filed 1996 corporate Federal inconme tax return, an interest
deduction of $93,746 was reflected for the paynments designated as
interest that petitioner made in 1996 on the debenture notes.

On audit, respondent determ ned that for Federal incone tax
pur poses the total debenture funds of $1, 337,500 represented
equity to petitioner rather than debt, and respondent denied
petitioner’s clainmed $93, 746 interest deduction relating to the

designated interest paid in 1996 on the debenture funds.

OPI NI ON
As a general rule, section 163(a) provides that a deduction

shall be allowed for all interest paid on indebtedness.
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Whet her funds received by a corporation represent debt or
equity is a question of fact generally to be considered and

anal yzed by reference to all of the evidence.? Dixie Dairies

Corp. v. Conm ssioner, 74 T.C. 476, 493 (1980).

Courts have identified and considered various factors in
deci di ng questions of debt versus equity. See, e.g., Inre

Uneco, Inc., 532 F.2d 1204, 1208 (8th G r. 1976) (10 factors);

Estate of Mxon v. United States, 464 F.2d 394, 402 (5th G

1972) (13 factors); Am O fshore, Inc. v. Conm ssioner, 97 T.C

579, 602-606 (1991) (13 factors). The various factors are not
equal ly significant, however, and no one factor is determ native.

John Kelley Co. v. Comm ssioner, 326 U. S. 521, 530 (1946).

Due to differing factual circunstances under which debt-
equity questions arise, not all of the factors are necessarily

rel evant to each case. Dixie Dairies Corp. v. Conm ssioner,

supra at 493-494. The overall analysis of the Court seeks to
determ ne whether there was an intent to create a debt with a
reasonabl e expectation of repaynent and, if so, whether that

intent conports with the economc reality of creating a debtor-

2 \Wether a shift in the burden of proof is applicable in
this case is unclear. The parties do not raise the issue, and
the record does not indicate when respondent’s exam nation of
petitioner’s 1996 corporate Federal incone tax return began. See
sec. 7491; Internal Revenue Service Restructuring and Reform Act
of 1998, Pub. L. 105-206, sec. 3001(a), 112 Stat. 726 (providing
that July 22, 1998, is the effective date of sec. 7491). In any
event, resolution of this case does not hinge on placenent of the
burden of proof.
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creditor relationship. Litton Bus. Sys., Inc. v. Conm Ssioner,

61 T.C. 367, 377 (1973).

O the 10 factors recogni zed and considered in In re Uneco,

supra, by the Court of Appeals for the Eighth Crcuit (the Court
to which an appeal of this case lies), we discuss and apply bel ow

those factors that are relevant to the facts of this case.?

Thin or Adequate Capitalization

No specific ratio of debt to equity is determnative as to

whet her a corporation is adequately capitalized. 2554-58 Creston

Corp. v. Comm ssioner, 40 T.C 932, 937 n.3 (1963).

In spite of petitioner’s initial debt-to-equity ratio of
26:1, prior to startup of petitioner, petitioner’s officers and
directors understood petitioner’s business and the plastics
manuf acturing industry and reasonably projected that petitioner
woul d be successful. As a result of revenues quickly generated
by its operations, petitioner’s debt-to-equity ratio was reduced
in just over 3 years to 4:1. This reduction indicates to us, in
this case, that petitioner was adequately capitalized fromits

i nception.

3 W onmit a discussion of whether a sinking fund was
established to retire the debenture notes. This factor was not
addressed by either party. Qur discussion of the risk factor
i nvol ves a nunber of the In re Uneco, Inc., 532 F.2d 1204 (8th
Cr. 1976), factors.
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Extent to VWhich Funds Were Used To Acquire Capital Assets

The record is unclear as to exactly for what purpose the
debenture funds received by petitioner were used. A substanti al
portion of the debenture funds appears to have been used to

acquire capital assets.

Proportionality of Interest

Funds received from shareholders in proportion to their
respective stock ownership interests nmay indicate equity

investnents. Am O fshore, Inc. v. Conm ssioner, supra at 604

(citing Estate of Mxon v. United States, supra at 409).

Each of petitioner’s debenture holders was either a
sharehol der of petitioner or was related to a sharehol der of
petitioner. The debenture funds were transferred to petitioner
by the debenture holders, not in exact proportion, but in
conparabl e proportion to the respective stock interests of the

debent ure hol ders.

Ri sk

Petitioner’s obligation to repay the debenture funds was
uncondi tional. Paynments of principal and designated interest on
t he debenture notes were not dependent upon profits of
petitioner, nor were paynments excused or forgiven in the event
petitioner sustained | osses. Respondent argues that because the

debenture notes were unsecured and subordinated to the secured
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debts of petitioner, paynents on the debenture notes depended
solely on future earnings of petitioner which put the debenture
funds at an equal anount of risk as petitioner’s equity.
Rel i ance, however, upon future earnings for paynent of a
purported debt generally does not cause the funds received by a

corporation to be treated as equity. See J.S. Biritz Constr. Co.

v. Comm ssioner, 387 F.2d 451, 458-459 (8th Cr. 1967), revg.

T.C. Meno. 1966-227.

Third-Party Loans

Funds are nore likely to be treated as debt if at the tine
the funds were received the corporation had credit available from

outside sources. Am O fshore, Inc. v. Conm ssioner, supra at

605 (citing Estate of Mxon v. United States, supra at 410).

The evidence indicates that petitioner was successful in
obt ai ni ng secured | oans fromoutside creditors, and at no tine

was petitioner refused a loan froma third party.

Managenment Parti ci pati on

Funds received by a corporation will be nore likely treated
as equity if, as a result of such receipt, the person
transferring the funds had a right to participate in the

managenent of the corporation. Am O fshore, Inc. V.

Conmi ssi oner, supra at 603.




- 12 -
The credi ble evidence indicates that none of the debenture

hol ders was granted a nmanagenent position or an increase in

voting rights as a result of the receipt of the debenture funds

by petitioner.

Paynent s

A significant debt-equity factor is whether a corporation

repays its obligations on tine. See Fries v. Conm ssioner, T.C

Meno. 1997-93 (citing In re Lane, 742 F.2d 1311, 1317 (11th G

1984)).
Petitioner has tinely made all schedul ed paynents of

princi pal and designated interest due on the debenture notes.

Intent of the Parties

In resol ving debt-equity questions, both objective and
subj ective evidence of a taxpayer’s intent are considered and
given weight in light of the particular circunstances of a case.

See In re Uneco, Inc., 532 F.2d 1204, 1209 (8th G r. 1976).

Wth regard to the debenture funds, credible trial testinony
was offered that a debtor-creditor rel ationship was intended
bet ween petitioner and the debenture holders with regard to the
debenture funds. The debenture notes were executed in favor of
each of the debenture holders. The debenture hol ders expected

repaynment of the debenture funds. The fixed dates for the
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paynment of principal and designated interest set forth by the
debenture notes were honored by petitioner.

The debenture hol ders’ expectation of repaynent at the tine
t he debenture notes were executed was reasonabl e because the
debenture hol ders had an understandi ng and know edge of
petitioner’s business and a reasonabl e expectation of its |likely
success. For 1993 through the time of trial in 2002, petitioner
tinmely made the principal and designated interest paynents due on
t he debenture notes, and a majority of the objective factors
indicate that a debtor-creditor rel ationship existed between
petitioner and the debenture holders with regard to the debenture
f unds.

We conclude that petitioner properly treated the $1, 337, 500
in debenture funds as debt. For 1996, petitioner is entitled to
an interest deduction for the $93,746 it paid as interest on the
debent ure notes.

To reflect the foregoing,

Deci sion will be entered

for petitioner.




