125 T.C. No. 6

UNI TED STATES TAX COURT

HUBERT ENTERPRI SES, | NC. AND SUBSI DI ARIES, ET AL.,! Petitioners
v. COW SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 4366-03, 10669-03, Fil ed Septenber 21, 2005.
16798- 03.

A few individuals controlled a corporation (P1)
and a limted liability conpany (ALSL). Pl transferred
$2,440,684.38 to ALSL primarily to retransfer to a
related limted partnership for use in the construction
of a retirenment community. The construction project
was di scontinued, and $2, 397, 266. 32 of the transferred
funds has not been repaid. Pl seeks to deduct those
unrecovered funds as either a bad debt or a | oss of
capital/equity invested in ALSL. P2 had a subsidiary
(S) that was a nenber of a limted liability conpany
(L) that was involved in equipnment |easing activities
nost of which arose in different years. Ps claimthat
the activities are aggregated under sec.
465(c)(2)(B)(i), I.R C, into a single activity for the

! Cases of the followi ng petitioners are consoli dated
herewi th: Hubert Enterprises, Inc. and Subs., docket No.
10669- 03; and Hubert Hol ding Co., docket No. 16798-03.
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pur pose of applying the at-risk rules of sec. 465,
|. RC. Ps also claimthat S was at risk for portions
of L's losses by virtue of a deficit account
restoration provision that, Ps state, nade S |liable for
portions of L's recourse obligations.

Hel d: Pl may not deduct the unrecovered funds as
either a bad debt or a |l oss of equity.

Hel d, further, S may not aggregate all of L's
equi pnent | easing activities in that sec.
465(c)(2)(B)(1), I.RC, treats as a single activity
only those activities for which the equi pnent is placed
in service in the sane taxabl e year

Hel d, further, S may not increase its at-risk
anounts on account of the deficit capital account
restoration provision in that the provision was not
operative in the rel evant years.

WlliamF. Russo and R.__Daniel Fales, for petitioners.?

Gary R Shuler, Jr., for respondent.

LARO, Judge: The Court has consolidated these cases for
trial, briefing, and opinion. |In docket Nos. 4366-03 and
10669- 03, Hubert Enterprises, Inc. (HElI), and Subsidiaries
petitioned the Court to redeterm ne respondent’s determ nation of
Federal incone tax deficiencies of $974,805, $734,093, and
$1,542,820 in its taxable years ended July 27, 1997, August 3,

1998, and July 31, 1999, respectively (HEI's 1997, 1998, and 1999

2 The petitions in these cases were filed with the Court by
Janmes H Stethem (Stethem, Mark A. Denney (Denney), and
R Daniel Fales. Stethemlater died and was withdrawn fromthe
cases on Dec. 1, 2003. Denney withdrew fromthe cases on Feb. 2,
2005. WIlliam F. Russo entered his appearance in docket Nos.
4366- 03 and 10669-03 on Feb. 11, 2004, and in docket No. 16798-03
on Mar. 15, 2004.
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t axabl e years, respectively). Respondent reflected these
determ nations in notices of deficiency issued on Decenber 17,
2002, and April 9, 2003, to HEl and its subsidiaries. Hubert
Hol ding Co. (HHC), HElI's successor as parent of its affiliated
group, petitioned the Court in docket No. 16798-03 to redeterm ne
respondent’s determ nation of Federal income tax deficiencies of
$1, 437,240 and $1,093,008 in its taxable years ended July 29,
2000, and July 28, 2001, respectively (HHC s 2000 and 2001
t axabl e years, respectively). Respondent reflected this
determnation in a notice of deficiency issued to HHC on June 30,
2003.

Fol | ow ng concessions by petitioners, we nust decide the
foll ow ng issues:

1. For HElI's 1997 taxable year, whether HElI nay deduct as
either a bad debt or as a loss of capital (equity) $2,397, 266. 32
of unrecovered funds that it transferred to Arbor Lake of
Sarasota Limted Liability Co. (ALSL), a limted liability
conpany of which HEl was not an owner but which was owned
primarily and controlled by a few individuals who al so controlled
HEI. W hold HEI may not deduct the funds as either a bad debt
or a loss of capital; and

2. for HHC s 2000 and 2001 taxabl e years, whether HHC may
deduct passthrough | osses fromleasing activities relating to

equi pnent placed in service in different taxable years. As an
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issue of first inpression, petitioners claimthat section
465(c)(2)(B) (i) aggregates these activities into a single
activity for purposes of applying the at-risk rules of section
465.° Petitioners also claimthat the nenbers of the passthrough
entity, alimted liability conpany naned Leasing Co., LLC (LCL),
were at risk for LCL’s | osses by virtue of a deficit account
restoration provision that, petitioners state, made LCL's nenbers
liable for portions of LCL's recourse obligations. W hold that
HHC may not deduct equi pnent |easing activity |osses greater than
those all owed by respondent in the notice of deficiency.
FI NDI NGS OF FACT

Sonme facts were stipulated. W incorporate herein by this
reference the parties’ stipulation of facts and the exhibits
submtted therewith. W find the stipulated facts accordingly.
. HEL

HEI was organi zed by the Hubert Famly Trust (HFT) on or
about COctober 8, 1992. HEl's only sharehol der has al ways been
HFT. Wen HEI's petitions were filed with the Court, its mailing
address was in C ncinnati, OGChio.

For HEI's 1997, 1998, and 1999 taxable years, HEl was the
parent corporation of an affiliated group of corporations that

filed consolidated Federal corporate incone tax returns. For

3 Unl ess ot herwi se noted, section references are to the
appl i cabl e versions of the Internal Revenue Code, and Rul e
references are to the Tax Court Rules of Practice and Procedure.
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HEl's 1997 and 1998 taxable years, the group’s other nenbers,
each of which was wholly owned by HEI, were (1) Printgraphics,
Inc. (Printgraphics), (2) HBW Inc. (HBW (also known as Wber
Co.), (3) BES Manufacturing, d.b.a. M. Spray, (4) Vogt
War ehouse, Inc. (Vogt), (5) HGI, Inc. (HGI), (6) Hubert Co., and
(7) Graphic Fornms and Labels, Inc. (Gaphic). For HEI's 1999
taxabl e year, the affiliated group of corporations in addition to
HElI consisted of the just-stated seven wholly owned subsidiaries
and two ot her wholly owned subsidiaries; nanely, Public Space
Plus, Inc., and Hubert Devel opnent, Co.

From HElI’ s organi zation through at |east 1998, Howard Thomas
(Thomas) was HEl's president, Edward Hubert was chairman of HEl's
board of directors, George Hubert, Jr., was an HEl vice president
and secretary, Sharon Hubert was an HEl vice president, and J.
Gregory Alinger (Alinger) was an HEl vice president. Fromits
organi zati on through August 1, 1998, HEl did not declare a
dividend or formally distribute any of its earnings and profits.
HEl ' s undi stributed earnings as of July 25, 1995, July 26, 1996,
August 2, 1997, and August 1, 1998, were $14, 847, 028,
$19, 878, 907, $25, 164, 181, and $31, 298, 257, respectively.

1. HHC

I n August 1999, HElI transferred the stock of its

subsidiaries to HHC. For HHC s 2000 and 2001 taxable years, HHC

was the parent corporation of an affiliated group of corporations
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that filed consolidated Federal corporate incone tax returns.
For HHC s 2000 taxable year, that affiliated group in addition to
HHC consi sted of the nine subsidiaries that were nenbers of the
HElI affiliated group in HElI's 1999 taxable year. For HHC s 2001
t axabl e year, the HHC affiliated group of corporations in
addition to HHC consisted of (1) Printgraphics, (2) HBW
(3) Vogt, (4) HGI, and (5) Graphic. Wen HHC s petition was
filed with the Court, its mailing address was in C ncinnati,
Ohi o.
[11. HET

Thomas and Stethem are unrel ated by blood or marriage to any
menber of the Hubert famly. Thomas and Stethem (sonetines
collectively, trustees) were HFT's trustees. HFT S settlors were
Ant hony Hubert, Benjam n Hubert, Brian Hubert, Christopher
Hubert, Cynthia Hubert, Edward Hubert, George Hubert, Jr.,
Gregory Hubert, Joshua Hubert, Karen Hubert, Kathleen Hubert,
Ki nberly Hubert, Robert Hubert, Scott Hubert, Sharon Hubert, and
Zachary Hubert (collectively, settlors). Edward Hubert, GCeorge
Hubert, Jr., and Sharon Hubert (collectively, controlling
settlors) have always held interests in HFT of 36.339 percent,
13. 185 percent, and 16.488 percent, respectively. Anthony
Hubert, Benjam n Hubert, Christopher Hubert, Joshua Hubert, Karen
Hubert, Kathleen Hubert, Kinberly Hubert, Robert Hubert, Scott

Hubert, and Zachary Hubert have each always held interests in HFT
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of 3.095 percent. Brian Hubert, Cynthia Hubert, and G egory
Hubert have each always held interests in HFT of 1.012 percent.
During their lives, the controlling settlors were to receive
annually all incone attributable to their respective percentage
interests in the trust estate. Each of the other settlors was to
receive annually the incone attributable to his or her trust
interest commencing as follows: (1) one-third at age 25,
(2) two-thirds at age 30, and (3) 100 percent at age 35.
Stethemdied in 2003. He had been | egal counsel for the
Hubert famly and their conpanies. He drafted the trust
agreenent (trust agreenent) underlying HFT, and the settlors and
trustees executed the trust agreenment on June 6, 1988. Under the
trust agreenent, the trustees had the absolute discretion to
di stribute HFT's noney, securities, or other property, either pro
rata or otherwise. The trust agreenent also allowed the
controlling settlors, generally upon nmajority consent, to alter,
anend, or revoke the trust agreenent. By anendnents dated
Decenber 30, 1988, and January 1, 1991, the settlors and the
trustees nodified the trust agreenment. Through the earlier
amendnent, the Howard Thomas Trust acquired the rights and
privileges of a controlling settlor. Through the |later
amendnent, the Katherine Hubert Trust acquired the rights and

privileges of a controlling settlor.



V. ALSL

ALSL, al so known as Seasons of Sarasota Limted Liability
Co., is aWonmng limted liability conpany organi zed on
January 18, 1995. ALSL was organi zed to provide funds to a
limted partnership, Arbor Lake Devel opnent, Ltd. (ALD), to use
to construct a retirenment condom nium comunity in Sarasota,
Florida, to be known as the Seasons of Sarasota Retirenent
Community (Seasons of Sarasota). For ALSL's taxable years ended
Decenber 31, 1995, 1996, and 1997, ALSL filed Federal partnership
returns of income. ALSL reported and had no revenue for those
years.

From January 18, 1995, through Decenber 31, 1997, ALSL's

units were owned as foll ows:

Menber Units
Edwar d Hubert 20
CGeorge Hubert, Jr. 20
Shar on Hubert 20
a linger 5
St et hem 5
Sun Vall ey Investnents 10
Thonas _20

100

According to the ALSL operating agreenent, (1) ALSL and all of
its affairs were controlled by its nmenbers as a group, (2) the
menbers’ decisions by nmajority vote on the basis of nenbership
interests controlled, and (3) absent approval by a nmajority vote,

no single nenber had the power or authority to act on behal f of
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ALSL. During the relevant years, the owners of Sun Vall ey
| nvest nents, a partnership, were Thomas and Stet hem
Pursuant to ALSL’'s operating agreenment, ALSL’s nenbers were

required to contribute the follow ng capital to ALSL:

Menber Contri bution
Edwar d Hubert $200
George Hubert, Jr. 200
Shar on Hubert 200
a linger 50
St et hem 50
Sun Vall ey Investnents 100
Thomas 200

1000

None of ALSL’s nenbers, with the exception of Thomas and Stet hem
ever contributed any capital to ALSL fromhis, her, or its own
funds. During 1996, Thomas and Stethem contributed $200, 000 and
$50, 000, respectively, to ALSL's capital.*

As of Decenber 31, 1995, ALSL reported for Federal inconme
tax purposes that it had cash of $7,298, that it owned a
$1, 338, 334 nonrecourse note receivable fromALD, and that it was

liable on a $1, 345,684 nonrecourse note payable to HElI. ALSL

4 During HElI's 1997 taxable year, Thomas was HEl's nost
hi ghly conpensated officer, and Edward Hubert, George Hubert,
Jr., and Sharon Hubert were its next three nost highly
conpensated officers. During that year, HElI paid Thomas
$420,922, and it paid $370,236 to each of the other three
officers. During HEl's 1998 taxable year, Thomas received
significantly | ess conpensation than these other three officers.
During HElI's 1998 taxable year, HEl paid Edward Hubert, George
Hubert, Jr., Sharon Hubert, and Thonmas $644, 236, $894, 236,
$644, 236, and $397, 342, respectively.
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reported no other asset or liability as of that date, but for a
$52 bank charge which it elected to anortize over 60 nonths.

As of Decenber 31, 1996, ALSL reported for Federal inconme
tax purposes that its sole asset was cash of $7,298 and that it
had no liabilities. ALSL also reported for Federal incone tax
purposes that it had realized a $250,000 | oss for 1996. ALSL
reported that the loss was attributable to “Defeasance of Debt
| ncone”, “Bad Debt Losses”, and “M scel | aneous Expenses” of
$2, 345, 685, negative $2,588,376, and negative $7, 309,
respectively.

As of Decenber 31, 1997, ALSL reported for Federal inconme
tax purposes that it had no assets, liabilities, or capital.

V. ALSL Note

Pursuant to a prom ssory note (ALSL note) dated January 18,
1995, ALSL (under the nane Seasons of Sarasota Limted Liability
Co.) promised to pay HEl *$2,500,000.00, or so nmuch thereof as
may be advanced and out standi ng pursuant to any advances nade by
the Lender to the Conpany.” The ALSL note was drafted as a
demand note without a fixed maturity date, and it stated that it
bore interest at a rate corresponding to the applicabl e Federal
rate. In connection with the ALSL note, HEl transferred a total
of $2,440,684.38 to ALSL from January 18, 1995, through March 6,
1997. ALSL then transferred those funds to ALD in connection

with a January 18, 1995, nonrecourse prom ssory note (ALD note)
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bet ween ALD and ALSL. ALD would repay these transferred funds to

ALSL only upon the sale of condom niumunits in the Seasons of

Sarasota project, and ALSL would repay HEl only when and if it

recei ved repaynent from ALD. |In Decenber 1996, HEl decided not

to devote any nore funds to the Seasons of Sarasota project.
In connection with the ALSL note, HEl transferred funds to

ALSL and ALSL nmade repaynents to HEl as foll ows:

Dat e Anpunt Anpunt Repai d Unpai d Bal ance
1/ 18/ 95 $20, 000. 00 - 0- $20, 000. 00
1/ 18/ 95 698. 00 -0- 20, 698. 00
2/ 24/ 95 15, 000. 00 -0- 35, 698. 00

3/ 3/ 95 20, 000. 00 -0- 55, 698. 00

3/ 7/ 95 15, 000. 00 -0- 70, 698. 00
3/ 10/ 95 10, 000. 00 -0- 80, 698. 00
3/ 15/ 95 84, 302. 00 -0- 165, 000. 00
3/ 24/ 95 7,500. 00 -0- 172, 500. 00
3/ 24/ 95 75, 000. 00 -0- 247, 500. 00

4/ 4/ 95 25, 000. 00 -0- 272, 500. 00
4/ 11/ 95 220, 000. 00 -0- 492, 500. 00

6/ 9/ 95 100, 000. 00 -0- 592, 500. 00
6/ 23/ 95 100, 000. 00 -0- 692, 500. 00
6/ 26/ 95 50, 000. 00 -0- 742, 500. 00
6/ 30/ 95 368. 40 -0- 742, 868. 40
7/ 14/ 95 50, 000. 00 -0- 792, 868. 40
7/ 31/ 95 1, 366. 58 -0- 794, 234. 98

8/ 1/ 95 50, 000. 00 -0- 844, 234. 98
8/ 15/ 95 50, 000. 00 -0- 894, 234. 98
8/ 21/ 95 50, 000. 00 -0- 944, 234. 98
8/ 31/ 95 356. 53 -0- 944, 591. 51

9/ 5/ 95 50, 000. 00 -0- 994, 591. 51

10/ 31/ 95 1, 092. 87 -0- 995, 684. 38
11/ 27/ 95 50, 000. 00 -0- 1, 045, 684. 38
12/ 7/ 95 50, 000. 00 -0- 1, 095, 684. 38
12/ 27/ 95 50, 000. 00 -0- 1, 145, 684. 38

1/ 8/ 96 50, 000. 00 -0- 1, 195, 684. 38

2/ 5/ 96 50, 000. 00 -0- 1, 245, 684. 38
2/ 12/ 96 50, 000. 00 -0- 1, 295, 684. 38

3/ 6/ 96 75, 000. 00 -0- 1, 370, 684. 38

3/ 8/ 96 75, 000. 00 -0- 1, 445, 684. 38
4/ 12/ 96 50, 000. 00 -0- 1, 495, 684. 38
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these transferred funds (or

demanded that ALSL repay any of the funds (or

HEI

4/ 29/ 96
5/ 13/ 96
6/ 6/ 96
6/ 10/ 96
6/ 28/ 96
712/ 96
7112/ 96
7/ 31/ 96
8/ 21/ 96
9/ 5/ 96
9/ 10/ 96
10/ 8/ 96
10/ 21/ 96
11/ 12/ 96
12/ 2/ 96
1/ 9/ 97
1/ 21/ 97
1/ 27197
2/ 5/ 97
2/ 12/ 97
2/ 14/ 97
2/ 19/ 97
3/ 6/ 97
7114/ 97

did not establish a witten schedul e for

never

50, 000.
50, 000.
50, 000.
100, 000.
50, 000.
75, 000.
50, 000.
50, 000.
50, 000.
75, 000.
50, 000.
50, 000.
50, 000.
50, 000.
50, 000.
26, 000.
15, 000.
5, 000.
13, 000.
11, 000.
5, 000.
5, 000.
15, 000.
-0-

00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
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$43, 418. 06

i nterest thereon),

requi red that ALSL pl edge any of

repaynent of any of the transferred funds,

any of
that ALSL’ s nenbers pl edge security for

transferred funds,

security.

its assets to secure such repaynent.

and ALSL’'s nenbers never

repaynment of any of the transferred funds.

t hat

On or as of July 31,

1996, HE

1, 545, 684.
1, 595, 684.
1, 645, 684.
1, 745, 684.
1, 795, 684.
1, 870, 684.
1, 920, 684.
1, 970, 684.
2,020, 684.
2,095, 684.
2, 145, 684.
2,195, 684.
2, 245, 684.
2, 295, 684.
2, 345, 684.
2,371, 684.
2, 386, 684.
2,391, 684.
2,404, 684.
2,415, 684.
2,420, 684.
2,425, 684.
2,440, 684.
2, 397, 266.

38
38
38
38
38
38
38
38
38
38
38
38
38
38
38
38
38
38
38
38
38
38
38
32

r epayment

and HE

and ALSL never

HEl never

of any of

never

i nterest thereon).

its assets to secure

pl edged

required

repaynent of any of the

pl edged any such

it was entitled to accrued interest of $93, 200.

ALSL’ s nmenbers never agreed to personally guarantee

recorded on the ALSL note

Thi s
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i nterest was never paid. HEl never accrued any other interest on
the HElI note.

The $43, 418. 06 paynent that ALSL made to HEl on July 14,
1997, resulted froma reported liquidation of ALD s assets in
1996.

VI. ALD

ALD was a Florida limted partnership fornmed on January 6,
1995, to devel op the Seasons of Sarasota. ALD had one general
partner, ALSL, and one limted partner, Janmes Cul pepper
(Cul pepper). Thomas was an ALD offi cer.

Pursuant to the ALD |imted partnership agreenent, ALSL was
to acquire a 97-percent interest in ALD in exchange for a $100
capital contribution, and Cul pepper was to acquire a 3-percent
interest in ALD in exchange for a $100, 000 capital contribution.
The limted partnership agreenent stated that the percentages of
the partners’ interests in ALD did not have any relationship to
their respective capital contributions. Cul pepper contri buted
the referenced $100,000 in 1995. ALSL never contributed the
referenced $100 as such.

For its taxable years ended Decenber 31, 1995, 1996, and
1997, ALD filed Federal partnership returns of incone. ALD
reported and had no revenue for those years.

As of Decenber 31, 1995, ALD reported on its 1995 return

that it had assets totaling $1,438,334 and a single liability of
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$1, 338,334. The assets consisted of cash of $37,172, accounts
recei vabl e of $1,714, deposits of $411, 353, prepaynents of

$11, 505, work in progress of $567, 705, depreciable assets of
$7,829, and intangible assets of $401,056. The single liability
was t he $1, 338, 334 nonrecourse note payable to ALSL.

As of Decenber 31, 1996, ALD reported on its 1996 return
that it had no assets or liabilities. On its 1996 return, ALD
wote off its intangible assets and reported a liquidation of its
ot her assets.

As of Decenber 31, 1997, ALD reported on its 1997 return
that it had no assets or liabilities.

VI1. ALD Note

The ALD note was a prom ssory note dated January 18, 1995,
and payable to ALSL (under the nane Seasons of Sarasota Limted
Liability Co.) in the ambunt of “$2,750,000.00, or so nuch
t hereof as may be advanced and out standi ng pursuant to any
advances made by the Lender to the Partnership.” The ALD note
was drafted as a demand note without a fixed maturity date, and
it stated that it bore interest at a rate corresponding to the
appl i cabl e Federal rate. In connection with the ALD note, ALSL
transferred a total of $2,690,531.88 to ALD from January 31,
1995, through March 31, 1997. ALSL transferred these funds to

ALD and ALD nade a repaynent to ALSL as foll ows:



Dat e

1/ 31/ 95
2/ 28/ 95
2/ 28/ 95
3/ 31/ 95
3/ 31/ 95
3/ 31/ 95
4/ 30/ 95
4/ 30/ 95
6/ 30/ 95
6/ 30/ 95
6/ 30/ 95
6/ 30/ 95
7/ 5/ 95
7128/ 95
7/ 31/ 95
8/ 1/ 95
8/ 15/ 95
8/ 21/ 95
8/ 31/ 95
9/ 5/ 95
9/ 15/ 95
10/ 3/ 95
10/ 4/ 95
10/ 9/ 95
10/ 16/ 95
10/ 24/ 95
10/ 27/ 95
11/ 30/ 95
12/ 7/ 95
12/ 27/ 95
1/ 31/ 96
2/ 29/ 96
2/ 29/ 96
3/ 31/ 96
3/ 31/ 96
3/ 31/ 96
4/ 30/ 96
4/ 30/ 96
5/ 31/ 96
6/ 30/ 96
7/ 31/ 96
8/ 31/ 96
9/ 30/ 96
10/ 31/ 96
11/ 30/ 96
12/ 31/ 96

Ampunt

$20, 698.
19, 442.
10, 570.
82, 500.

5, 000.

101, 825.
25, 000.

220, 000.

100, 000.

100, 000.

368.
50, 000.
112.
50, 000.
1, 366.
50, 000.
50, 000.
50, 000.
356.
50, 000.
50, 000.
50, 000.
564.
58.

50, 000.
470.
50, 000.
50, 000.
50, 000.
50, 000.
50, 000.
50, 000.
50, 000.
50, 000.
50, 000.
75, 000.
50, 000.
75, 000.
50, 000.

200, 000.

175, 000.
50, 000.

125, 000.

100, 000.
50, 000.
50, 000.

00
85
73
00
00
86
00
00
00
00
40
00
40
00
58
00
00
00
53
00
00
00
00
28
00
59
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
00
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Amount Repai d

Unpai d Bal ance

$20, 698.
40, 140.
50, 711.

133, 211.

138, 211.

240, 037.

265, 037.

485, 037.

585, 037.

685, 037.

685, 405.

735, 405.

735, 518.

785, 518.

786, 884.

836, 884.

886, 884.

936, 884.

937, 241.

987, 241.

1, 037, 241.
1, 087, 241.
1, 087, 805.
1, 087, 863.
1,137, 863.
1, 138, 334.
1, 188, 334.
1, 238, 334.
1, 288, 334.
1, 338, 334.
1, 388, 334.
1, 438, 334.
1, 488, 334.
1, 538, 334.
1, 588, 334.
1, 663, 334.
1, 713, 334.
1, 788, 334.
1, 838, 334.
2,038, 333.
2,213, 334.
2, 263, 334.
2, 388, 334.
2,488, 334.
2,538, 334.
2, 588, 334.

00
85
58
58
58
44
44
44
44
44
84
84
24
24
82
82
82
82
35
35
35
35
35
63
63
22
22
22
22
22
22
22
22
22
22
22
22
22
22
22
22
22
22
22
22
22
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1/ 31/ 97 7,197. 66 - 0- 2,595, 531. 88
1/ 31/ 97 46, 000. 00 - 0- 2,641, 531. 88
2/ 28/ 97 34, 000. 00 - 0- 2,675,531. 88
3/ 31/ 97 15, 000. 00 - 0- 2,690, 531. 88
7/ 10/ 97 5, 000. 00 $43, 418. 06 2,647, 213. 82

ALD used the transferred funds received fromALSL to pay
ALD s operating expenses incurred in connection with the Seasons
of Sarasota project, including professional fees for site plans,
construction draw ngs, environnental assessnents, surveying,
mar keti ng studi es, and expenses of the sales staff. ALSL did not
establish a witten schedul e for repaynent of any of these
transferred funds (or interest thereon), and ALSL never demanded
that ALD repay any of the funds (or interest thereon). ALSL
never required that ALD pledge any of its assets to secure
repaynent of any of the transferred funds, and ALD never pl edged
any of its assets to secure such repaynent. ALSL never required
that ALD s nenbers pl edge security for repaynent of any of the
transferred funds, and ALD s nenbers never pledged any such
security. ALD s nenbers never agreed to personally guarantee
repaynent of any of the transferred funds.

The $43, 418. 06 paynment that ALD made to ALSL on July 10,
1997, resulted fromthe reported |liquidation of ALD s assets in
1996.

VIIl. Seasons of Sarasota

On Cctober 24, 1994, WIIiam Shaner (Shaner) delivered

docunentati on to Seasons Managenment Co. (SMC) descri bing the
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Seasons of Sarasota project. Shaner later told HElI about the
possibility of investing in the project. Afterwards, in 1994,
Thomas retained an appraisal and consulting firmto prepare a
detail ed anal ysis of the market for a retirement conmunity in
Sarasota. The firmdelivered such an analysis to Thomas on
Decenber 23, 1994, in the formof a 39-page report (exclusive of
addenda) entitled “Analysis of Service Enhanced Retirenent
Facility Market in Sarasota, Florida”. At the request of Thonas,
the firmon June 26, 1996, updated its analysis and concl usi ons
reflected in that report.

Eugene Schwartz (Schwartz) is unrelated by blood or marriage
to Thomas, Stethem or any nenber of the Hubert famly. In
January 1995, ALSL agreed to pay $3 million to Schwartz for 49.8
acres in Sarasota on which the Seasons of Sarasota was proposed
to be built. As a condition to the agreenent, ALSL had to obtain
comm tnents from buyers of at |east 59 condom niumunits which
were to be built on the land. Absent witten notice to the
seller, ALSL had until Decenber 31, 1995, to purchase the | and
fromSchwartz. Also in January 1995, SMC and ALD agreed that SMC
woul d direct the marketing of, manage, and operate the Seasons of
Sarasota. The duties and responsibilities of SMC were to begin
on January 1, 1995, and continue until Decenber 31, 2004, unless

term nated earlier.
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The plan for the Seasons of Sarasota called for 298
i ndi vi dual Iy owned condom niumunits with one to three bedroons,
a 30, 000- squar e-foot clubhouse, and an 80-unit assisted |iving
facility. Pursuant to the plan, construction of 98 condom ni um
units would start in the fall of 1996. The construction of the
Seasons of Sarasota was to be financed in phases with each phase
consi sting of approximately one-third of the projected 298
condom ni um uni ts.

On June 24, 1996, Provident Bank (Provident) relayed to
Thomas the possibility of Provident’s |ending funds to ALD.
Provi dent woul d make the loan only if certain conditions were
met. One condition was that HEl be a comaker of the | oan and
agree to certain financial covenants such as maintaining a stated
debt to equity ratio and a stated m ni numnet worth. A second
condition was that ALD procure in the first phase of construction
at least 45 firmcontracts to purchase condom niumunits with a
total gross sale price of at least $10.8 nmillion and total
initial earnest noney deposits of at least $1.62 million. A
third condition was the nonthly paynent on the | oan of accrued
interest and principal. A fourth condition was that the | oan be
secured. A fifth condition was that the earnest noney from sal es
be deposited with Provident.

Through June 30, 1996, 34 condom niumunits in the Seasons

of Sarasota were reserved with refundabl e deposits. By the
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|atter part of 1996, sone individuals who had reserved
condom nium units cancel ed their reservations, and the nunber of
cancel | ati ons exceeded the nunmber of new reservations. By
Decenber 31, 1996, ALD had not sold 45 of the condom niumunits
pl anned for the first phase.

ALD never purchased the |and from Schwartz, and the
construction of the Seasons of Sarasota never began. Nor did
Provi dent ever |lend any funds to ALD, ALSL, or HEl. On
Decenber 31, 1996, the duties and responsibilities of SMC ended
when SMC and ALD agreed to term nate their agreenent because the
| and had not been purchased.
| X.  LCL

LCL is a Wonming limted liability conpany formed on
April 30, 1998. LCL filed its initial Federal partnership return
of incone on the basis of a taxable year ended July 31, 1998
(LCL’s 1998 taxable year). LCL's organizers were Thomas, in his
capacity as managi ng nenber of Hubert Commerce Center, Inc.
(HCO), and dlinger, in his capacity as vice president of HBW
HCC was connected with both the HEl and HHC affiliated groups.

LCL’s ownership consisted of 100 nenbership units. During
LCL’s 1998 taxable year, HBWreceived 99 of those units in
exchange for a $9, 900 capital contribution, and HCC received the
last unit in exchange for a $100 capital contribution. On

April 30, 1998, HBWand LCL al so executed as a contribution to
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LCL's capital an assignnment in which HBWtransferred to LCL al
of HBWs rights, title, and interest in its |eases, subject to
exi sting | oans.

Section 4.2 of LCL’s operating agreenent stated that “No
Menber shall be liable as such for the liabilities of the
Conmpany.” On March 28, 2001, the LCL operating agreenment was
anmended and restated in its entirety (revised LCL operating
agreenent), effective retroactively to January 1, 2000. The
revised LCL operating agreenent is construed under Womnm ng | aw,
and only the parties who signed the revised LCL operating
agreenent (and their successors in interest) have any rights or
remedi es under that agreenent. The revised LCL operating
agreenent stated that neither HBWnor HCC was required to nmake
any additional capital contribution to LCL. The revised LCL
operating agreenent al so stated:

7.7 Deficit Capital Account Restoration. |[If any

Partner has a deficit Capital Account follow ng the

liquidation of his, her or its interest in the

partnership, then he, she or it shall restore the

anmount of such deficit balance to the Partnership by

the end of such taxable year or, if later, within 90

days after the date of such liquidation, for paynent to

creditors or distribution to Partners with positive
capi tal account bal ances.

In 2000 and 2001, neither HBWnor HCC |iquidated its
interest in LCL. Nor at those tinmes did either nmenber have a

deficit inits LCL capital account.
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X. Equi pnent Leasi ng Activities

A. 1991 Rapi stan Conveyor System

Starwood Corp. (Starwood), Mnisters Life--A Miutual Life
| nsurance Co. (Mnisters Life), Inter-Mrket Capital Corp.
(I'nter-Market), and CGeneral Mtors Corp. (GW are corporations
unaffiliated with any Hubert conpany. Pursuant to agreenents
dated April 30 and June 25, 1991, Starwood | eased a 1991 Rapi stan
conveyor systemto GM The termof that |ease included the 180-
nmont h period begi nning Novenber 1, 1991. For each of those 180
nmont hs, GM agreed to pay $13,659.83 on the first day of the
nmont h, begi nni ng Novenber 1, 1991.

On Cctober 1, 1991, Starwood purchased the 1991 Rapi stan
conveyor systemfrom Mnisters Life for $1,327,237.89. Al
paynments on that purchase were to be nade from proceeds fromthe
| ease of the 1991 Rapi stan conveyor system The paynent schedul e
for the Cctober 1, 1991, prom ssory note underlying the purchase
anticipated that the nonthly paynents would be $13, 659. 83,
starting Novenber 1, 1991.

On Cctober 31, 1991, Printgraphics purchased the 1991
Rapi st an conveyor system (subject to the | ease) from Starwood for
$1,412,468.68. On the sane day, Printgraphics paid Starwood
$75, 000 towards that purchase price and financed the rest by
assumng liability for the October 1, 1991, prom ssory note

bet ween Starwood and M nisters Life. For each of its taxable
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years ended in 1992 through 1998, Printgraphics reported as to
the 1991 Rapi stan conveyor systemthe follow ng anounts of | ease

i ncone, interest expense, depreciation, and | oss:

1992 1993 1994 1995 1996 1997 1998

Lease i ncone $122,938  $163,918  $163,918 $163,918 $163,918 $163,918  $122, 940
Interest expense  (80,877) (117,907) (113,6466) (108,596) (103,256) (97,401) (68, 234)
Depr eci at i on (201,842) (345,913) (247,041) (176,417) (126,133) (125,992) (94, 228)
Loss 159, 781 ~ 299,902 196,589 121, 095 65, 471 59, 475 39, 522

B. 1995 Conmput er Equi prmrent

Capital Resources Goup, Inc. (CRG, is a corporation
unaffiliated with any Hubert conpany. On April 30, 1995,
St arwood sol d conput er equi pnent (1995 conputer equipnment) to CRG
for $6,822,000, and CRG | eased the 1995 conput er equi pnent back
to Starwood. Pursuant to prom ssory notes dated April 30, 1995,
CRG proni sed to pay $445,538 and $6, 058,983 to Starwood as to the
sal e.

Also on April 30, 1995, Printgraphics purchased the 1995
conput er equi pnent (subject to the |ease) from CRG for
$6, 822, 000. Printgraphics paid CRG $360, 000 and i ssued CRG a
short-term prom ssory note for $445,538 and an install ment
prom ssory note for $6,016,462. The installnent note stated it
was recourse to the extent of $2.2 mllion and that paynments of
princi pal on the recourse portion would be reduced pro rata to
t he extent the outstanding indebtedness on the note was reduced.
For each of its taxable years ended in 1995 t hrough 1998,

Printgraphics reported as to the 1995 conputer equi pnment the
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foll ow ng amobunts of | ease inconme, interest expense,

depreci ation, and incone/ (loss):

1995 1996 1997 1998
Lease i ncome - 0- $1, 157,816  $1, 646,796  $1, 341, 589
I nterest expense ($150, 412) (433, 423) (490, 523) (285, 889)
Depr eci ati on (1,364, 400) (2,183,040) (1,309, 824) (589, 467)
I ncome/ (| oss) (1, 514, 812) (1, 458, 647) (153, 551) 466, 233

C. 1998 Ant el Equi pment

Antel Corp. (Antel) and Third Street Services, Inc. (TSS),
are corporations that are unaffiliated with any Hubert conpany.
On April 30, 1998, CRG purchased from Starwood for $8, 927, 204. 90
a 60.55-percent interest (60.55-percent interest) in certain
equi pnent (1998 Antel equipnent) |eased by TSS to Antel.

Pursuant to prom ssory notes dated April 30, 1998, CRG agreed to
pay Starwood $8, 222, 860. 90 and $235,000. Also on April 30, 1998,
CRG | eased the 60.55-percent interest back to Starwood for an
86-nonth term begi nni ng August 1, 1998.

Also on April 30, 1998, LCL purchased the 60.55- percent
interest (subject to the |lease) from CRG for $8, 927, 204. 90.
Pursuant to prom ssory notes dated April 30, 1998, LCL agreed to
pay CRG $8, 172, 204. 90 and $235,000. No individual nenber of LCL
signed or directly guaranteed these prom ssory notes, the first
of which stated it was recourse to the extent of $4.75 million
and that paynents of principal and interest would be applied to
the recourse portion before the nonrecourse portion. The second

note stated it was nonrecourse.
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On July 31, 1998, CRG purchased from Starwood the renaini ng
39. 45-percent interest (39.45-percent interest) in the 1998 Antel
equi pnent for $5,814,720.10, and CRG | eased the 39. 45-percent
interest back to Starwood. Pursuant to prom ssory notes dated
July 31, 1998, CRG prom sed to pay Starwood $5, 346, 686.52 and
$53, 932. 54.

Also on July 31, 1998, LCL purchased the 39. 45-percent
interest (subject to the |lease) from CRG for $5, 814, 720. 10.
Pursuant to prom ssory notes dated July 31, 1998, LCL pronmi sed to
pay CRG $5, 310, 887.56 and $53, 832.54. No individual nenber of
LCL signed or guaranteed these notes, the first of which stated
it was recourse to the extent of $2.75 mllion and that payments
of principal and interest would be applied to the recourse
portion before the nonrecourse portion. The second note stated
it was nonrecourse.

For each of its taxable years ended in 1998 through 2001,
LCL reported as to the 1998 Antel equipnent the foll ow ng anmounts
of | ease incone, interest expense, depreciation, net “GRA”

expense and interest incone, and | oss:

1998 1999 2000 2001
Lease i ncome - 0- $1, 987, 157 2,167,807  $2, 167, 807
I nterest expense ($156, 167) (971, 811) (877, 785) (786, 273)
Depr eci ati on (2,948, 385) (4,717,416) (2,830,450) (1,698,270)

Net G&A expense
and i nterest income - 0- 4,047 32,922 13, 815
Loss 3, 104, 552 3, 698, 023 1, 507, 506 302, 921
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The portions of these |osses allocated to HBWs 99-percent
ownership interest were $3,073,507, $3,661, 043, $1, 492,431, and
$299, 892, respectively.

D. 1999 Bl i sk Equi pnent

Rel ati onal Funding Corp. (RFC) is a corporation that is
unaffiliated with any Hubert conpany. On April 30, 1999, RFC
sold (subject to a | ease) a Lear Precision ECM 1999 blisk nachine
(1999 blisk equipnment) to LCL for $2,950,382.86. At that tine,
the 1999 blisk equi pnent was | eased to General Electric Aircraft
Engi nes. LCL paid $133,000 towards the purchase, issued to RFC a
$30, 742 short-term note, assuned a $403, 505. 60 | ong-term note of
RFC, and assuned RFC’'s position with respect to | ender liens on
the 1999 blisk equi pnent.

For each of its taxable years ended in 1999 through 2001,
LCL reported as to the 1999 bli sk equi pnent the foll ow ng anmounts
of | ease incone, interest expense, depreciation, “G&A’ expense

and i nterest incone, and | oss:

1999 2000 2001
Lease i ncone $108, 296 $433, 185 $433, 185
| nt erest expense (35, 449) (172, 353) (154, 497)
Depreci ati on (421, 484) (722, 543) (516, 022)
Net G&A expense
and interest inconme 221 6,579 2,761
Loss 348, 416 455, 132 234,573

The portions of these |osses allocated to HBWs 99-percent
ownership interest were $344, 932, $440,672, and $232, 227,

respectively.
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E. 2000 Conputer Equi pmrent

On April 30, 2000, CRG purchased conputer equi pnment (2000
conmput er equi pnent) from RFC for $765, 326. Pursuant to
prom ssory notes dated April 30, 2000, CRG agreed to pay RFC
$56, 850 and $672,101. On the sane day, CRG | eased the 2000
conput er equi pnent back to RFC

Also on April 30, 2000, LCL purchased the 2000 conputer
equi pnent (subject to the lease) from CRG for $765, 326, and LCL
executed promi ssory notes to CRGin the anbunts of $56, 850 and
$667, 766. No indivi dual menber of LCL signed or directly
guaranteed the notes, the latter of which stated it was recourse
to the extent of $340,000 and that paynments of principal would be
applied first to the recourse portion. For each of its taxable
years ended in 2000 and 2001, LCL reported as to the 2000
conput er equi pnent the follow ng anounts of | ease incone,
i nterest expense, depreciation, “GRA” expense and interest

i ncone, and | oss:

2000 2001
Lease i ncone - 0- $100, 341
| nt er est expense ($17, 065) (48, 816)
Depr eci ati on (153, 065) (244, 904)
Net G&A expense
and interest inconme - 0- 639
Loss 170, 130 192, 740

The portions of these |osses allocated to HBWs 99-percent

ownership interest were $168, 429 and $190, 813, respectively.
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F. 2000 RFC Equi pnent

On April 30, 2000, CRG purchased conputer equi pnment (2000
RFC equi prent) from RFC for $9, 181, 432 and | eased the 2000 RFC
equi pnent back to RFC. Pursuant to prom ssory notes dated
April 30, 2000, CRG promised to pay RFC $663, 400 and $8, 080, 320
as to the purchase.

Also on April 30, 2000, LCL purchased the 2000 RFC conputer
equi pnent (subject to the lease) from CRG for $9, 181, 432.
Pursuant to prom ssory notes dated April 30, 2000, LCL prom sed
to pay CRG $663, 400 and $8, 029, 222. No individual nmenmber of LCL
signed or directly guaranteed the notes, the latter of which
stated it was recourse to the extent of $3.225 million and that
paynments of principal and interest would be applied first to the
recourse portion. For each of its taxable years ended in 2000
and 2001, LCL reported as to the 2000 RFC equi pnent the foll ow ng
anounts of | ease incone, interest expense, depreciation, “GRA’

expense and interest incone, and | oss:

2000 2001
Lease | ncone - 0- $1, 545, 155
| nt er est expense ($205, 190) (508, 995)
Depr eci ati on (1, 836, 287) (2,938, 058)
Net G&A expense and
i nterest incone - 0- 9, 848
Loss 2,041, 477 1, 892, 050

The portions of these |osses allocated to HBWs 99-percent

ownership interest were $2, 021,062 and $1, 873, 130 respectively.
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OPI NI ON

Tr ansf erred Funds

A.  Overview

Petitioners argue primarily that HElI's transfers to ALSL
created debt which becane uncollectible in HEI's 1997 taxable
year, thus for that year entitling HEl to a bad debt deduction
under section 166.° Alternatively, petitioners argue, the
transfers were HElI's contribution to the capital of ALSL, which
entitled HEI for its 1997 taxable year to deduct an ordinary | oss
resulting froma loss of that capital. Respondent argues that
the transfers were not debt. Respondent also argues that the
transfers were not capital contributions nmade by HEl, noting that
ALSL was owned not by HEI but primarily by the individuals who
control |l ed HEl.

We agree with respondent that HElI is not entitled to either
of its desired deductions wth respect to the transfers. W
conclude that the transfers were not deductible for HElI's 1997
t axabl e year as debt nor as contributions nmade by HEI to the

capital of ALSL.

5 Sec. 166(a)(1) provides that a taxpayer may deduct as an
ordinary | oss a debt which beconmes worthless during the taxable
year.
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B. Petitioners’ Caimto a Bad Debt Deducti on

Petitioners bear the burden of proving that the transfers

are debt.® See Rule 142(a)(1); Roth Steel Tube Co. v.

Comm ssi oner, 800 F.2d 625, 630 (6th Cr. 1986), affg. T.C. Meno.

1985-58; Smth v. Conmm ssioner, 370 F.2d 178, 180 (6th G r

1966), affg. T.C. Meno. 1964-278. Debt for Federal incone tax
pur poses connotes an existing, unconditional, and legally

enforceabl e obligation to repay. See Roth Steel Tube Co. v.

Conmi ssi oner, supra at 630; First Natl. Co. v. Conm ssioner,

289 F.2d 861, 864-865 (6th Cr. 1961), revg. and remandi ng
32 T.C. 798 (1959); Burrill v. Conm ssioner, 93 T.C. 643, 666

(1989); see also AMWInvs., Inc. v. Conmm ssioner, T.C Meno.

1996-235. Transfers between related parties are examned with

special scrutiny. Cf. Roth Steel Tube Co. v. Conm ssioner, supra

at 630. A transfer’s econom c substance prevails over its form

see Smith v. Conmmi ssioner, supra at 180; Byerlite Corp. V.

WIllianms, 286 F.2d 285, 291 (6th Cr. 1960), and a finding of
econoni ¢ substance turns on whether the transfer woul d have

followed the sane formhad it been between the transferee and an

6 Petitioners have not raised the issue of sec. 7491(a),
whi ch shifts the burden of proof to the Comm ssioner in certain
situations, and we conclude that sec. 7491(a) does not apply.
In the case of a corporation such as each petitioner, sec.
7491(a)(2) limts the shifting of the burden of proof to
situations where, anong other things, the corporation shows that
upon filing its petition in this Court, its net worth was no nore
than $7 mllion. See also 28 U S.C. sec. 2412(d)(2)(B) (2000).
Nei t her petitioner has nmade such a show ng.
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i ndependent | ender, see Scriptomatic, Inc. v. United States,

555 F.2d 364 (3d Gr. 1977). The nore a transfer appears to
result froman arms-length transaction, the nore likely the

transfer will be considered debt. See Bayer Corp. v. ©Mascotech

Inc. (In re Autosytle Plastics, Inc.), 269 F.3d 726, 750 (6th

Cr. 2001). The subjective intent of the parties to a transfer

that the transfer create debt does not override an objectively

indicated intent to the contrary. See Stinnett’'s Pontiac Serv.,

Inc. v. Conm ssioner, 730 F.2d 634, 639 (11th Gr. 1984), affg.

T.C. Meno. 1982-314.

In the case of transfers from shareholders to their
corporations, courts generally refer to nunmerous factors to
determ ne whether the transfers create debt. Petitioners argue
that such an approach is irrel evant where, as here, a transfer is
made to a partnership rather than a corporation. Petitioners
assert that the Court in a case such as this nust focus solely on
the formof the docunent connected with the transfer (here, the
ALSL note) and deci de whet her that docunent establishes a debtor-
creditor relationship under applicable State law. W disagree.
Petitioners have cited no authority to support their view, and we
believe that the relevant factors distinguishing debt fromequity
are nost hel pful to us in deciding whether HEl transferred the
di sputed funds to ALSL in an arm s-length transaction nade with a

genuine intention to create a debt. See Berthold v.
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Commi ssi oner, 404 F.2d 119, 122 (6th Cr. 1968) ("Established

authority holds that the intention of the parties is the
controlling factor in determ ning whether or not advances shoul d

be ternmed loans.”), affg. T.C. Menp. 1967-102; cf. Recklitis v.

Comm ssioner, 91 T.C. 874, 905 (1988).

The Court of Appeals for the Sixth Circuit, to which an
appeal of this case nost likely lies, refers primarily to el even

factors in distinguishing debt fromequity. See Roth Steel Tube

Co. v. Conmmi ssioner, supra at 630. These factors are: (1) The

name given to an instrunment underlying a transfer of funds;

(2) the presence or absence of a fixed maturity date and a
schedul e of paynents; (3) the presence or absence of a fixed
interest rate and actual interest paynents; (4) the source of
repaynent; (5) the adequacy or inadequacy of capitalization;

(6) the identity of interest between creditors and equity

hol ders; (7) the security for repaynent; (8) the transferee’s
ability to obtain financing fromoutside | ending institutions;
(9) the extent to which repaynment was subordinated to the clains
of outside creditors; (10) the extent to which transferred funds
were used to acquire capital assets; and (11) the presence or
absence of a sinking fund to provide repaynent. [d. No one
factor is controlling, and courts nust consider the particul ar

ci rcunst ances of each case. | d.
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We turn to anal yzing and weighing the relevant facts of this

case in the context of the 11 factors set forth in Roth Steel

Tube Co. v. Conmi ssioner, supra.

1. Nanme of Certificate

We |l ook to the nane of the certificate evidencing a transfer
to determ ne whether the parties thereto intended that the

transfer create debt. Although the issuance of a note weighs

toward a finding of bona fide debt, see Bayer Corp. v. Mascotech

Inc. (In re Autostyle Plastics, Inc.), supra at 750; Estate of

M xon v. United States, 464 F.2d 394, 403 (5th G r. 1972), the

mere fact that a taxpayer issues a note is not dispositive. The
i ssuance of a demand note is not indicative of genuine debt when
the note is unsecured, without a maturity date, and w thout

meani ngful repaynents. See Stinnett’'s Pontiac Serv., Inc. v.

Conmi ssi oner, supra at 638; Tyler v. Tominson, 414 F.2d 844, 849

(8th Cr. 1969).

W give little weight to the fact that ALSL issued the ALSL
note to HEl. The ALSL note was a demand note with no fixed
maturity date, no witten repaynent schedul e, no provision
requiring periodic paynents of principal or interest, no
collateral, and no neani ngful repaynents. In addition, HEl never
made a demand for repaynent or otherw se sought enforcenent of

the ALSL note. See Stinnett’'s Pontiac Serv., Inc. V.

Commi ssi oner, supra at 640 (the fact that notes were due on
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demand but that the obligee never demanded paynents supports a
strong inference that the obligee never intended to conpel the
obligor to repay the notes). Although both HEl and ALSL posted
in their records that the transfers were | oans, those postings
provide little if any support for a finding of bona fide debt.

Roth Steel Tube Co. v. Conmm ssioner, 800 F.2d at 631 (citing

Raynond v. United States, 511 F.2d 185, 191 (6th Gr. 1975)).

Petitioners argue that HEl asserted its rights as a | ender
by receiving all of the existing capital of ALSL upon its dem se.
According to petitioners, had the transfers not been debt, then a
portion of that capital would have gone to Stethem and Thonas,
who together contributed $250,000 of capital to ALSL. W
consider this argunment unpersuasive. W find nothing in the
record to support petitioners’ claimthat HEl asserted its rights
as a lender by receiving all of the existing capital of ALSL upon
its clainmed denmise.” W also find nothing in the record to
support petitioners’ claimthat Stethem and Thomas failed to
recei ve anything of value as to their capital contributions.

Stet hem and Thomas were fixtures in nost of the financial

ventures of the Hubert famly and their conpanies. 1In addition

" Nor do we find that the business of either ALSL or ALD
ceased in 1996 or 1997, as petitioners claim |Indeed, in and
after Decenber 1996, HEI nade to ALSL nine transfers totaling
$145, 000, and ALSL rmade to ALD six transfers totaling
$157,197.66. HEl also did not receive the reported |iquidation
proceeds until July 14, 1997.
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to serving with Thomas as a trustee of the HFT, Stethem was |egal
counsel for the Hubert famly and their conpani es and presumably
made a good living in that capacity. Thomas was HElI's | ongtine
president and in that capacity received nore than $800, 000 in
conpensation in just HElI's 1997 and 1998 taxabl e years al one.

We al so note that Thomas as of the tine of trial continued to
work for the Hubert enterprise as its chief executive officer and
that his $200, 000 contribution to ALSL’s capital was
cont enporaneous with his receipt fromHE of an anmount of officer
conpensation that appears to have been inflated to enable himto
make that contribution.

This factor weighs toward a finding that the transfers did
not create bona fide debt.

2. Fi xed Maturity Date and Schedul e of Paynents

The absence of a fixed maturity date and a fixed obligation
to repay weighs against a finding of bona fide debt. See Bayer

Corp. v. Mascotech, Inc. (Inre Autostyle Plastics, Inc.), 269

F.3d at 750; Roth Steel Tube Co. v. Conm ssioner, supra at 631.

The ALSL note had no fixed maturity date. Wiile petitioners
assert that the ALSL note was a demand note for which paynent
coul d have been requested at any tine, the fact of the natter is
that HElI never made any such demand and, nore inportantly, ALSL
never had the ability to honor such a request had one been nade.

ALSL made its first (and only) paynent on the ALSL note
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approximately 2-1/2 years after HElI's first transfer to ALSL and
did so only on account of ALD s clained |iquidation. Mbreover,
notw t hstanding this |lack of repaynents throughout the referenced
2-1/ 2-year period, HElI continued to transfer funds to ALSL
wi t hout any schedule for repaynment. HEl even transferred a total
of $95,000 to ALSL in 1997 even though in Decenber 1996 HE
decided to stop funding the Seasons of Sarasota project and ALSL
treated the “debt” as discharged on its Federal inconme tax return
for 1996.

Petitioners ask the Court to conclude that the issuance of
the ALSL note as a demand note strongly supports a finding of
debt because the obligeee of a demand note, unlike an equity
hol der, may at any tinme demand repaynent. W decline to reach
such a conclusion. As noted by the Court of Appeals for the
El eventh Circuit, “an unsecured note due on demand with no
specific maturity date, and no paynents is insufficient to

evidence a genuine debt.” Stinnett’'s Pontiac Serv., Inc. V.

Conmi ssioner, 730 F.2d at 638; cf. Bayer Corp. v. Muscotech, |nc.

(In re Autostyle Plastics, Inc.), supra at 750 (“use of demand

notes along with a fixed rate of interest and i nterest paynents

is nore indicative of debt than equity” (Enphasis added.)).
Repaynment of the ALSL note was unsecured, HElI never prepared a
witten repaynent schedule as to the transfers, and ALSL never

had assets available to pay all, or even a significant part, of
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the ALSL note. VWether or when to nake demand for repaynent of
the transfers was wthin the discretion of HEl and was not
condi tioned upon the occurrence of any stated event. See

Stinnett's Pontiac Serv., Inc. v. Conm ssioner, supra at 639.

This factor weighs toward a finding that the transfers did
not create bona fide debt.

3. I nterest Rate and Actual Interest Paynents

A reasonabl e | ender is concerned about receiving paynents of
i nterest as conpensation for, and commensurate with, the risk

assuned in making the loan. See id. at 640; cf. Deputy v. du

Pont, 308 U. S. 488, 498 (1940) (in the business world, interest
is paid on debt as “conpensation for the use or forbearance of
nmoney”). The absence of an adequate rate of interest and actual
i nterest paynents weighs strongly against a finding of bona fide

debt. See Bayer Corp. v. Mscotech, Inc. (In re Autostyle

Pl astics, Inc.), supra at 750; Roth Steel Tube Co. .

Conmi ssi oner, supra at 631.

Al though the ALSL note on its face bore a rate of interest,
the facts of this case persuade us that the parties to the note
did not intend that ALSL actually pay HEl any (let al one a market
rate of) interest for the use of the transferred funds unless the
Seasons of Sarasota project was successful. W do not believe
that a reasonabl e | ender woul d have | ent unsecured funds to ALSL,

a conpany with no revenues and few liquid assets, at the rate of
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interest stated in the ALSL note. A transferor of funds who does
not insist on reasonable interest paynents as to the use of the

funds may not be a bona fide lender. See Stinnett’'s Pontiac

Serv., Inc. v. Comm ssioner, supra at 640.

ALSL never paid any interest to HEl as to the transferred
funds and nade but a single, nomnal paynent as to the principal
of those funds. Petitioners assert that paynents were not made
because neither principal nor interest was ever due under the
terms of the ALSL note. W consider this assertion unavailing.
| ndeed, HEI did not even report that accrued interest was ow ng
on the ALSL note until nore than 18 nonths after the first
transfer of funds.

This factor weighs toward a finding that the transfers did
not create bona fide debt.

4. Source of Repaynent

Repaynent that depends solely upon the success of the
transferee’s busi ness wei ghs against a finding of bona fide debt.
Repaynent that does not depend on earnings weighs toward a

finding of debt. See Bayer Corp. v. Mscotech, Inc. (In re

Autostyle Plastics, Inc.), supra at 751; Roth Steel Tube Co. V.

Conmi ssi oner 800 F.2d at 632; Lane v. United States, 742 F.2d

1311, 1314 (11th GCr. 1984). “An expectation of repaynent solely
from* * * earnings is not indicative of bona fide debt

regardl ess of its reasonableness.” Roth Steel Tube Co. V.
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Commi ssi oner, supra at 631 (citing Lane v. United States, supra

at 1314); see also Stinnett’'s Pontiac Serv., Inc. v.

Conmmmi ssi oner, supra at 638-639; Raynond v. United States,

511 F. 2d at 191; Segel v. Conm ssioner, 89 T.C 816, 830 (1987);

Deja Vu, Inc. v. Comm ssioner, T.C. Menp. 1996-234.

HElI's transfers to ALSL were placed at the risk of ALSL’s
business. ALSL's ability to repay these transfers depended
primarily (if not solely) onits earnings, which in turn rested
on the success of ALD and the Seasons of Sarasota project. ALSL
was unable to repay the ALSL note as ALSL had no revenue and
virtually no |liquid assets.

This factor weighs toward a finding that the transfers did
not create bona fide debt.

5. Capitalization

Thin or inadequate capitalization to fund a transferee’s
obligations wei ghs against a finding of bona fide debt. See Roth

Steel Tube Co. v. Commi ssioner, supra at 630; Stinnett’'s Ponti ac

Serv., Inc. v. Conmm ssioner, supra at 639.

The record indicates that ALSL was inadequately capitalized
to be, as it was, the funding vehicle for ALD and that ALSL had
no meani ngful capital, apart fromthe transferred funds, either
before or when it received the transferred funds. Wile ALSL
recei ved capital contributions totaling $250,000 from Thomas and

Stethem that anount was small in conparison to the anmobunt of the
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transferred funds and m nuscule in conparison to the cost of the
Seasons of Sarasota project. As to that project, ALD agreed to
pay $3 million for land and had agreed to pay construction-
related costs potentially totaling mllions of dollars nore. For
its own equity capitalization, ALD had only $100,000 fromits
limted partner Cul pepper.

This factor weighs toward a finding that the transfers did
not create bona fide debt.

6. ldentity of |nterest

Transfers made in proportion to ownership interests weigh
against a finding of bona fide debt. A sharply disproportionate
rati o between an ownership interest and the debt owing to the
transferor by the transferee generally weighs toward a finding of

debt. See Bayer Corp. v. Mscotech, Inc. (In re Autostyle

Pl astics, Inc.), 269 F.3d at 751; Stinnett's Pontiac Serv., Inc.

V. Conm ssioner, 730 F.2d at 630; Estate of Mxon v. United

States, 464 F.2d at 409.

HEI was not an owner of ALSL. HFT' s controlling settlors
and trustees were. In fact, the only portion of ALSL not owned
by those individuals was the 5-percent interest owned by
Adlinger, an HEl vice president, who never nmade any contribution
of capital to ALSL in return for his interest. The individuals
who controlled HEl effectively caused HElI to fund their

i nvestnent in ALSL.
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This factor is either inapplicable or does not support a
finding that the transfers created bona fide debt.

7. Presence or Absence of Security

The absence of security for the repaynent of transferred
funds wei ghs strongly against a finding of bona fide debt. See

Bayer Corp. v. Muscotech, Inc. (In re Autostyle Plastics, Inc.),

supra at 752; Roth Steel Tube Co. v. Conm ssioner, supra at 632

Lane v. United States, supra at 1317; Raynond v. United States,

supra at 191; Austin Village, Inc. v. United States, 432 F.2d

741, 745 (6th Cr. 1970).

The di sputed transfers were unsecured.

This factor weighs toward a finding that the transfers did
not create bona fide debt.

8. lnability To Ohtai n Conpar abl e Fi nanci ng

The question of whether a transferee could have obtained
conparabl e financing from an i ndependent source is relevant in

measuring the economc reality of a transfer. See Roth Steel

Tube Co. v. Conmmi ssioner, supra at 631; Estate of Mxon v. United

States, supra at 410; Nassau Lens Co. v. Commi ssioner, 308 F.2d

39, 47 (2d Gr. 1962), remanding 35 T.C. 268 (1960). Evidence
that a transferee could not at the tinme of the transfer obtain a
conparable loan froman arm s-length creditor weighs against a

finding of bona fide debt. See Roth Steel Tube Co. v.

Conmi ssi oner, supra at 631; Stinnett's Pontiac Serv., Inc. V.
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Conmi ssi oner, supra at 640; Calunet Indus., Inc. v. Conm ssioner,

95 T.C. 257, 287 (1990).

We do not believe that a creditor dealing at arms |length
woul d have nmade the transfers to ALSL under the terns that
petitioners allege were entered into between ALSL and HEI. In
fact, ALD discussed borrow ng funds froma comercial |ender;
i.e., Provident. Although Provident did not |lend any funds to
ALD, the terns of the proposed financing arrangenent were
different in many regards fromthose contained in the ALSL note.
First, Provident would have required that HEl be a co-nmaker of
the note. Second, Provident would have required that HElI agree
to certain financial covenants such as the maintenance of a
stated debt to equity ratio and a stated m ni nrum net worth.
Third, Provident would have required the borrower to provide
security, collateral, and earnest noney and to pay accrued
interest and principal nmonthly. Fourth, Provident would have
required that ALD have in the first phase of construction at
| east 45 firmcontracts to purchase condom niumunits with a
total gross sale price of at least $10.8 nmillion and total
initial earnest noney deposits of at least $1.62 million. Fifth,
Provi dent woul d have required that any earnest noney fromthe
sal es be deposited with Provident. None of these requirenents,
or anything |like them was contained in the financing arrangenent

bet ween ALSL and HEI .
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This factor weighs toward a finding that the transfers did
not create bona fide debt.

9. Subordi nati on

Subordi nati on of purported debt to the clains of other
creditors weighs against a finding of bona fide debt. See Roth

Steel Tube Co. v. Commi ssioner, 800 F.2d at 631-632; Stinnett’s

Pontiac Serv., Inc. v. Conm ssioner, supra at 639; Raynond V.

United States, 511 F.2d at 191; Austin Village, Inc. v. United

States, supra at 745.

ALSL has never had any creditors. Gven that the transfers
wer e unsecured, however, their right to repaynment woul d have been
subordinate to the interests of any secured creditors.

This factor is either inapplicable or does not support a
finding that the transfers created bona fide debt.

10. Use of Funds

A transfer of funds to neet the transferee’s daily business
needs weighs toward a finding of debt. A transfer of funds to
purchase capital assets wei ghs against a finding of bona fide

debt. See Roth Steel Tube Co. v. Conm ssioner, supra at 632;

Stinnett's Pontiac Serv., Inc. v. Conm ssioner, supra at 640;

Raynond v. United States, supra at 191.

The transfers were not used to pay ALSL’s daily operating
expenses because ALSL had no operating expenses. Although the

transfers also were not used to acquire tangi ble capital assets,
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the transfers were used by ALSL in a simlar sense in that they
were retransferred to ALD to use on the Seasons of Sarasota
project. But for the transfers of the funds fromHEl to ALSL,
ALSL woul d not have been able to make nost of the transfers to
ALD.

This factor is either inapplicable or does not support a
finding that the transfers created bona fide debt.

11. Presence or Absence of a Sinking Fund

The failure to establish a sinking fund for repaynent wei ghs

against a finding of bona fide debt. See Bayer Corp. v.

Mascotech, Inc. (In re Autostyle Plastics, Inc.), 269 F.3d at

753; Roth Steel Tube Co. v. Commi ssioner, supra at 632; Lane v.

United States, 742 F.2d at 1317; Raynmond v. United States, supra

at 191; Austin Village, Inc. v. United States, supra at 745.

ALSL did not establish a sinking fund for repaynent of the
ALSL note. Wiile petitioners invite this Court to disregard this
factor, asserting that the Court of Appeals for the Sixth Crcuit
“i's out of touch with economc reality” in relying upon this
factor, we decline to do so. As is true with respect to all of
these factors, this factor is not controlling in and of itself
but is nerely one factor that we consider in determning the
objectively indicated intent of ALSL and HEl as to the

characterization of the transferred funds.
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This factor weighs toward a finding that the transfers did
not create bona fide debt.

12. Concl usi on

On the basis of our review of the entire record, we find it
extrenely inprobable that an arnmis-length | ender at the tine of
the transfers woul d have | ent unsecured, at a |low rate of
interest, and for an unspecified period of tine to an entity in
ALSL’ s questionable financial condition. Security, adequately
stated interest, and repaynent arrangenents (or efforts to secure
the sane) are inportant proofs of intent, and here such proofs
are notably | acking. Economc realities require that HEl's
transfers be characterized as capital contributions for Federal
i ncone tax purposes, and we so hold. Thus, we also hold that HE
is not entitled to any bad debt deduction with respect to the
transfers.

C. Petitioners’ CQaimto a Deduction for a Loss of Capital

Petitioners argue alternatively that HEl may deduct the
transfers as a | oss on an abandonnment of its equity interest in
ALSL. We disagree. W are unable to find in the record that HE
had any equity interest in ALSL, |let alone any such interest that
it my deduct as a | oss.

HElI and its owners and advisers were experienced in many
i nes of business conducted in many ways. |In structuring its

i nvol venent in the Seasons of Sarasota project, HElI chose not to
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beconme an owner of ALSL and never becane such an owner. ALSL’'s
owners, on the other hand, who were thenselves indirect owners
and insiders of HEl, did choose to beconme ALSL’s owners. They
did this not by using their personal funds to pay for their
equity but by using HEI's funds. D stributions by a corporation
are treated as dividends to a shareholder (to the extent of the

corporation’s earnings and profits, see Estate of DeNiro v.

Conmm ssi oner, 746 F.2d 327, 332 (6th Gr. 1984)) if the

distributions are made for the sharehol der’s personal benefit

W t hout any expectation of repaynent. See Haganan V.

Comm ssi oner, 958 F.2d 684, 690-691 (6th Cr. 1992), affg. and

remanding T.C. Meno. 1987-549; J.F. Stevenhagen Co. v.

Comm ssioner, T.C Meno. 1975-198, affd. 551 F.2d 106 (6th Gr.

1977); see also Shedd v. Comm ssioner, T.C Meno. 2000-292; Davis

v. Conm ssioner, T.C. Menob. 1995-283. Such is so even if the

funds are not distributed directly to the shareholder. See Rapid

Elec. Co. v. Conm ssioner, 61 T.C. 232, 239 (1973); see also J.F.

St evenhagen Co. v. Conm Ssi oner, supra.

HEI had no equity in ALSL, and HElI's transfers of the funds
to ALSL enhanced the controlling settlors’ investnments in ALSL;
e.g., the controlling settlors never nmade any capital
contributions to ALSL fromtheir personal funds but stil
received interests in ALSL totaling 60 percent. The transfers

al so were nmade w thout a reasonabl e expectation of repaynent.
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I nstead, we find in the record that the primary purpose of HEl’'s
transfers to ALSL, an entity controlled by the same individuals
who controlled HEI, was to benefit those individuals, see Sammobns

v. Conmm ssioner, 472 F.2d 449, 451, 456 (5th Cr. 1972), affg. in

part, revg. in part on another ground T.C Meno. 1971-145; W kof
v. Comm ssioner, T.C Meno. 1978-496, affd. 636 F.2d 1139 (6th

Cir. 1981); MlLenore v. Conmm ssioner, T.C Meno. 1973-59, affd.

494 F.2d 1350 (6th Cr. 1974), and was w thout regard to any
busi ness purpose or benefit to HEl.®

1. Losses From Equi pnent Leasing Activities

A Overview

During the relevant years, petitioners were connected with
the followng leasing activities: (1) In 1991, Printographics
began the activity concerning the 1991 Rapi stan conveyor system
(2) in 1995, Printographics began the activity concerning the
1995 conmputer system (3) in 1998, LCL began the activities
concerning the 1998 Antel equipnment; (4) in 1999, LCL began the
activity concerning the 1999 blisk equipnent; (5) in 2000, LCL
began the activities concerning the 2000 conputer equi pnent and

t he 2000 RFC equi pnent .

8 W need not and do not decide whether the transfers were
in fact dividends to HElI’'s nonparty shareholder. For even if
they were not, HElI could not deduct the outlay made primarily for
the benefit of its shareholder rather than for a business or
i nvest ment purpose of its own. See Hood v. Conm ssioner,

115 T.C. 172, 179 (2000).
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B. Aggregation

Petitioners argue that section 465(c)(2)(B)(i) allows LCL to
aggregate its 1998, 1999, and 2000 activities into a single
activity for purposes of the at-risk rules of section 465. (The
rel evant provisions of section 465(c) are set forth in an
appendi x to this Opinion.) Petitioners argue that section
1. 465- 1T, Tenporary Incone Tax Regs., 50 Fed. Reg. 6014 (MNar. 11
1985), interprets section 465(c)(2)(B)(i) to the contrary and
assert that these regulations are invalid as inconsistent with
the statute. Respondent argues that the referenced regul ati ons
preclude LCL from aggregating one year’'s leasing activities with
anot her year’s leasing activities and asserts that the referenced
regul ations are consistent with section 465(c)(2)(B)(i). W
agree with respondent that section 465(c)(2)(B)(i) does not allow
for the aggregation desired by petitioners. Because we do not
read the referenced regulations to address the issue at hand, we
do not discuss them further.

Section 465(c)(2)(A)(ii) generally provides that a taxpayer
may not aggregate its equi pnment |easing activities for purposes
of the at-risk rules. An exception is found, however, in the
case of partnerships and S corporations. Under this exception,
all activities of a partnership or S corporation with respect to
section 1245 properties are considered to be a single activity to

the extent that the “properties are | eased or held for |ease, and
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* * * are placed in service in any taxable year of the
partnership or S corporation”. Sec. 465(c)(2)(B)(i).

Petitioners read the quoted text, with a focus especially on
the word “any”, to nean that all of LCL's equipnent | easing
activities are viewed as a single activity, notw thstanding the
fact that all of the activities did not arise in the same taxable
year. We read that text differently. Wile petitioners focus
primarily on the single word “any” to support their
interpretation, the word “any” may not be construed in isolation
but nust be construed in the context of the statute as a whol e.

See Small v. United States, us _ , 125 S. . 1752 (2005);

United States v. Alvarez-Sanchez, 511 U S. 350, 357 (1994).

Statutes should be interpreted as a whole to give effect to every

cl ause, sentence, and word therein, see Market Co. v. Hoff man,

101 U. S 112, 115 (1879), and the duty of a court is to render

that type of interpretation whenever possible, cf. United States

v. Menasche, 348 U.S. 528, 538-539 (1955); Montclair v. Ransdell,

107 U. S. 147, 152 (1883). Such an approach is a “cardi nal

principle of statutory construction”. WIlianms v. Taylor,

529 U. S. 362, 404 (2000).
I n accordance with that approach, we apply the plain neaning
of the words set forth in section 465(c)(2)(B), see Venture

Funding, Ltd. v. Comm ssioner, 110 T.C 236, 241-242 (1998),

affd. w thout published opinion 198 F.3d 248 (6th Gr. 1999), and
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we do so mndful of the statute as a whole. W concl ude that
Congress’s use of the word “any” denotes one (i.e., the sane)
taxabl e year and that LCL’'s aggregated activities are only those
activities that relate to | eased personal property placed in
service in the sanme taxable year.® As we understand petitioners’
contrary interpretation, its effect would be that virtually “al
activities [of a partnership or S corporation] with respect to
section 1245 properties which * * * are |eased or held for |ease
* * * shall be treated as a single activity.” Petitioners do not
explain how that interpretation does not render section
465(c)(2)(B)(i)(11) surplusage, and we are unable to give such an
explanation either. Nor do petitioners explain how their
interpretation harnonizes with section 465(c)(2)(B)(ii) and, nore
particularly, the reference in that section to section
465(c)(3)(B). Under petitioners’ interpretation, section
465(c)(2)(B)(ii) also would be surplusage in that all equi pnent
| easing activities of a partnership or S corporation would
al ready be considered to be a single activity under section
465(c) (2) (B) (i).

Petitioners’ reliance on the word “any” to reach their
interpretation also is msplaced. The word “any” denotes “One,

sone, every, or all wthout specification”, The Anerican Heritage

® By cross-reference fromsec. 465(c)(1)(C, sec. 1245(a)
provides that the term “section 1245 property” as used in sec.
465 i ncl udes personal property.
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Dictionary of the English Language 81 (4th ed. 2000), and
Congress’s use of the word “any” “can and does nean different

t hi ngs dependi ng upon the setting”, N xon v. M. Minicipal

League, 541 U.S. 125, 132 (2004). In this setting, we sinply do
not understand Congress’s use of that word to establish its
intent that section 465(c)(2)(B)(i) allow LCL to treat all of its
equi pnrent | easing activities as a single activity regardl ess of
the year in which the equipnment was placed in service. The fact
t hat Congress prescribed in the statute the singular formof the
word “year” adds to our belief.

VWhile the legislative history underlying the enactnent of
section 465(c)(2)(B) as applied to section 1245 properties is
sparse and of little benefit to our inquiry, see H Conf. Rept.
98-861, at 1122 (1984), 1984-3 C.B. (Vol.2) 1, 376, we believe
that the setting surrounding the enactnment of section
465(c)(2)(B) also is consistent with our conclusion. Section
465(c)(2) was enacted as part of the Deficit Reduction Act of
1984 (DEFRA), Pub. L. 98-369, sec. 432(b), 98 Stat. 814, which
changed the aggregation rules for partnerships and S corporations
W th respect to equipnment |easing activities (as well as the
other activities listed in section 465(c)(1)) for taxable years
begi nni ng after Decenber 31, 1983. Before DEFRA, partnerships
and S corporations aggregated all activities wthin each of five

specified categories for purposes of section 465. Thus, a
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partnership or S corporation could aggregate all of its |eased
section 1245 property, while other taxpayers treated each of
their properties in that category as a separate activity. As
anended by DEFRA, section 465(c)(2) generally requires, except as
provided in section 465(c)(2)(B), that partnerships and S
corporations separate equi pnent |easing activities (and the other
activities listed in section 465(c)(1)) on a property-by-property
basis, as do other taxpayers. |[If petitioners’ interpretation
were adopted, permtting all |eased section 1245 properties of a
partnership or S corporation to be aggregated into one activity
for purposes of the at-risk rules, section 465(c)(2), as anended
by DEFRA, would |l argely be ineffective.

We concl ude by noting that our interpretation of section
465(c)(2)(B)(i) to refer to a single taxable year rather than al
of a taxpayer’s taxable years coincides with the views of
commentators. Since the enactnent of section 465(c)(2)(B)
commentators have consistently agreed with the interpretation
t hat we espouse today. See, e.g., Starczewski, 550-2nd Tax
Managenment Portfolio (BNA), "At-R sk Rules" A-18 n.153 (“For the
| easing of 8 1245 property that is all placed in service in a
single taxable year, 8 465(c)(2)(B)(i) specifically provides for
aggregation.”) & A-19 (“The partnership aggregation rule
apparently does not apply to a partnership or S corporation that

| eases equi pnent that is placed in service in different years.”)
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(2003); McCGovern, “Liabilities of the Firm Menber Guaranties,
and the At Ri sk Rules: Sone Practical and Policy Considerations”
7 J. Small & Enmerging Bus. L. 63, 81 (Spring 2003) ("Section 465
[more specifically identified in a footnote as section
465(c)(2)(B)] provides that if equipnment |easing is carried on by
a partnership or subchapter S corporation, all itens of equi pnent
that are placed in service during the sane taxable year are
treated as constituting a single activity.”); Pennell, “Separate
Treatnent of At-R sk Activities Under Section 465 Del ayed”, 62 J.
Taxn. 372 (1985) (“For that category [section 1245 property],
aggregation based on the taxable year the properties were pl aced
in service is allowed under the special rule in Section
465(c)(2)(B).”). W have not found (nor have petitioners cited)
any treatise or article that sets forth a contrary
interpretation.

C. At-R sk Anmpunts

Petitioners argue that the deficit capital account
restoration provision in the revised LCL operating agreenent
exposed LCL's nenbers to liability for their respective shares of
LCL’s recourse debt. Respondent argues that this provision was
not operative during the relevant years because it required that
an LCL nenber first liquidate its interest in LCL, an event that
never occurred during the relevant years. Respondent argues

alternatively that the provision, if operative, did not nmake the
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menbers liable for LCL’s recourse obligations in that a third
party | ender did not under the revised LCL operating agreenent
have the right to force the nenbers to abide by any obligation
that LCL failed to honor. W agree with respondent that LCL’'s
menbers were not at risk for any of the disputed anounts.

Congress enacted section 465 to limt the use of artificial
| osses created by deductions fromcertain | everaged i nvest nent
activities. Such |osses may be used only to the extent the
taxpayer is at risk economcally. Generally, the amount at risk
i ncludes (1) the anount of noney and the adjusted basis of
property contributed to the activity by the taxpayer and
(2) borrowed anmounts for which the taxpayer is personally |iable.
Sec. 465(Db).

The aspect of petitioners’ dispute with respondent’s
application of the at-risk rules rests on whether LCL's nenbers
may take into account any part of LCL’s recourse obligations. W
agree with respondent that they may not. The recourse notes
signed by LCL were not personally guaranteed by LCL's nenbers,
and applicable State (Wom ng) | aw provides that the nmenbers of a
limted liability conpany are not personally liable for the
debts, obligations, or liabilities of the conpany. See Wo.
Stat. Ann. sec. 17-15-113 (LexisNexis 2005). The agreenents of
LCL also contain no provisions obligating its nmenbers to pay

LCL’s debts, obligations, or expenses. Because LCL’'s nenbers did
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not assume personal liability for the notes, the nenbers are not
at risk under section 465(b)(1)(B) and (2)(A) wth respect to

LCL’s recourse obligations. Cf. Enershaw v. Conm ssioner,

949 F.2d 841 (6th Gr. 1991), affg. T.C. Menp. 1990-246.
Petitioners seek a contrary result, focusing on the deficit
capi tal account restoration provision in section 7.7 of the
revised LCL operating agreenent. Petitioners argue that this
provi sion made LCL’'s nenbers personally liable for LCL’s recourse
obligations for purposes of applying the at-risk rules. W
di sagree. As observed by respondent, section 7.7 contains a
condition that nust be net before the deficit capital account
restoration obligation arises. |In accordance with that
condition, an LCL menber nust first liquidate its interest in LCL
before the nmenber has any obligation to the entity. Neither HBW
nor HCC liquidated its interest in LCL during the relevant years.

[11. Concl usion

We sustain respondent’s determ nations. W have consi dered
all of petitioners’ argunments for holdings contrary to those set
forth in this Opinion and have rejected those argunents not
di scussed herein as neritless. W have considered respondent’s

argunents only to the extent discussed herein.

Decisions will be entered

for respondent.
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APPENDI X
SEC. 465(c). Activities to Wiich Section Applies.--

(1) Types of activities.--This section applies to
any taxpayer engaged in the activity of--

(A) holding, producing, or distributing
nmotion picture filns or video tapes,

(B) farmng (as defined in section 464(e)),

(© leasing any section 1245 property
(as defined in section 1245(a)(3)),

(D) exploring for, or exploiting, oi
and gas resources or

(E) exploring for, or exploiting,
geot hernmal deposits (as defined in section
613(e)(2))
as a trade or business or for the production of incone.

(2) Separate activities.--For purposes of this
section--

(A) I'n general.--Except as provided in
subparagraph (B), a taxpayer's activity with
respect to each--

(1) filmor video tape,
(11) section 1245 property
which is | eased or held for

| easi ng,

(ri1) farm

(iv) oil and gas property (as
defined under section 614), or

(v) geothermal property (as
defi ned under section 614),

shall be treated as a separate activity.
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(B) Aggregation rules.--

(1) Special rule for |eases of
section 1245 property by
partnerships or S corporations.--1In
the case of any partnership or S
corporation, all activities with
respect to section 1245 properties
whi ch- -

(I') are |l eased or
hel d for |ease, and

(I'l) are placed in
service in any taxable
year of the partnership
or S corporation,

shall be treated as a single activity.

(1i1) O her aggregation
rules.--Rules simlar to the rules
of subparagraphs (B) and (C) of
paragraph (3) shall apply for
pur poses of this paragraph.

(3) Extension to other activities.--

(A) I'n general.--1n the case of taxable
years begi nning after Decenber 31, 1978, this
section also applies to each activity--

(1) engaged in by the taxpayer
in carrying on a trade or business
or for the production of incone,
and

(1i) which is not described in
par agraph (1).

(B) Aggregation of activities where
t axpayer actively participates in managenent
of trade or business.--Except as provided in
subpar agraph (C), for purposes of this
section, activities described in subparagraph
(A) which constitute a trade or business
shall be treated as one activity if --
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(1) the taxpayer actively
participates in the managenent of
such trade or business, or

(11) such trade or business is
carried on by a partnership or an S
corporation and 65 percent or nore
of the | osses for the taxable year
is allocable to persons who
actively participate in the
managenent of the trade or
busi ness.

(C Aggregation or separation of
activities under regul ations.--the secretary
shal | prescribe regul ati ons under which
activities described in subparagraph (A
shal | be aggregated or treated as separate
activities.



