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petitioner’s! taxable years ended Novenber 30, 1996 and 1997, as

foll ows:
Addition to Tax and Penalties
TYE Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
11/ 30/ 96 $320, 375 $16, 019 $90, 609
11/ 30/ 97 1, 729, 294 - - 176, 383

Al'l section references are to the Internal Revenue Code, as
anended and in effect for the years in issue. Rule references
are to the Tax Court Rules of Practice and Procedure.

After concessions by the parties, the primary issues
remai ni ng for our consideration are: (1) Wether petitioner is
entitled to approximately $2.7 mllion of deductions clainmed for
its taxabl e years ended Novenber 30, 1996 and 1997, from a | ease
strip deal; (2) whether petitioner’s |lease strip deal has
econom ¢ substance and is to be respected for Federal incone tax
pur poses; (3) whether petitioner’s clainmed rental expense
deductions arising fromthe | ease strip deal are deductible as
ordi nary and necessary busi ness expenses; (4) whether petitioner
is entitled to claimnote disposition |losses fromthe | ease strip
deal ; (5) whether the $2,259,900 that petitioner advanced to CVA
Capital Corp. is to be treated as an investnent (equity) or debt;

(6) whether for its taxable year ended Novenber 30, 1997,

Petitioners make up an affiliated group of corporations
that filed consolidated incone tax returns for the years in
i ssue. CMA Consolidated, Inc. (CMA), is the common parent
corporation of that group. For convenience, we use “petitioner”
torefer to that affiliated group of corporations.
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petitioner is entitled to a deduction for a $2,052,900 ordinary
| oss froma debt conversion transaction; (7) whether petitioner
is entitled to claima $1, 859, 135 bad debt deduction for its
t axabl e year ended Novenber 30, 1997, with respect to | oans
petitioner purportedly made to CVA Capital Corp.; (8) whether
petitioner should include in its incone the $2 mllion portion of
a consulting fee that petitioner paid to Crispin Koehler Holding
Corp. in early 1997; (9) if the $2 mllion is includable in
petitioner’s inconme for its taxable year ended Novenber 30, 1997,
whet her petitioner is entitled to deduct its paynment of $2
mllion to Crispin Koehler Holding Corp. as a busi ness expense;
(10) whether petitioner is entitled to a $76, 705 bad debt
deduction for its taxable year ended Novenber 30, 1996, with
respect to its advances to Richard Koehler; and (11) whether
petitioner is liable for penalties under section 6662 for its
t axabl e years ended Novenber 30, 1996 and 1997, with respect to
portions of its underpaynments for those years attributable to its
clainmed | ease strip deal deductions.
FI NDI NGS OF FACT?

Petitioner is a California corporation. At the time the

petition was filed, petitioner maintained its office and

princi pal place of business in Burlingane, California. At al

2The parties’ stipulations of fact and the exhibits attached
thereto are incorporated herein by this reference.
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pertinent times, Neal Crispin (Crispin) owned 98 percent of CVA' s
out st andi ng stock and has been petitioner’s ultimte decision
maker .

Since its May 1992 incorporation, CMA Capital Managenent,
Inc. (CMACM, has been a wholly owned subsidiary of petitioner
and a nenber of petitioner’s consolidated group. Since its
August 1983 incorporation, Capital Managenent Associ ates (CM
Associ ates) has been a wholly owned subsidiary of petitioner and
a menber of petitioner’s consolidated group.

| . The Two Lease Strip Deal s

A. Backgr ound

Petitioner was generally involved in equi pnent |easing
transactions and the structuring of equi pnent financing. During
the early 1990s, petitioner began to arrange deals designed to
separate equi pnent rental inconme fromthe related rental
expenses. In those deals, which were called “lease strips”
and/or “rent strips”, the rental inconme was allocated to a
tax-indifferent or tax-neutral party in order to allow another
party to claima greatly disproportionate share of the rel ated
tax benefits. Cenerally, a “tax-indifferent” or “tax-neutral”
party is one that does not incur a Federal inconme tax liability

on its incone because of its status or its circunstances.
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Exanpl es woul d include a party that was not a U S. taxpayer or a
party that was a U. S. taxpayer but had | arge net operating | osses
avai l able to offset incone.

One such tax-indifferent party petitioner enployed was the
lowa Tribe of Oklahoma (lowa Tribe). Because of its status as an
I ndi an tribe recognized by the Bureau of Indian Affairs of the
U S. Departnent of the Interior, the lowa Tribe was not subject
to Federal incone tax on incone allocated to it fromlease strip
deals.® The lowa Tribe participated in approxinmately eight
di fferent partnerships during the m d-1990s and received fees for
its participation as a limted partner in those partnerships. In
exchange for its “nodest investnment” and agreenent to be the 99-
percent limted partner in a partnership, the lowa Tribe received
a fee ranging from $17,000 to $40,000 at the closing of each
deal. The fee represented a percentage of the total conm ssions
received by CMA in connection with the | ease strip deal. The
lowa Tribe had no active role in the partnership and realized
that its participation allowed others to exploit its tax-exenpt

status. A wholly owned CMVA subsidiary and/or Crispin (CVA's 98-

3The parties disagree over whether two | ease strip deals
involving petitioner that are discussed nore fully infra had
econom ¢ substance and should be respected for tax purposes. The
ternms “sale”, “sold”, “lease”, “purchase”, “incone”, “interest”,
“invest”, “note”, “obligation”, “lien”, and other simlar terns
are used herein for convenience and are not intended as ultimate
findings or conclusions concerning the validity for tax purposes
of the deals and/or underlying transactions in dispute.
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percent sharehol der and ultinmate deci sion naker) often served as
a 1-percent or |less general partner of the partnership.

The two | ease strip deals involve conputer and photo
processi ng equi pnent subject to two existing end-user |eases.

One end-user |ease agreenent, dated Cctober 26, 1989 (hereinafter
for convenience referred to as the K-Mart end-user |ease or K-
Mart | ease), involved the | ease of existing and after-acquired
phot o processi ng equi pnent by Varil ease Corp. (Varilease) to K-
Mart Corp. (K-Mart). On January 22, 1992, Conputer Leasing, Inc.
(CLI), purchased the equipnment subject to the K-Mart | ease al ong
with Varilease' s rights and obligations under the | ease. On My
18, 1994, additional equi prent was added to the K-Mart end-user

| ease. The other end-user |ease agreenent dated July 1, 1993
(hereinafter for convenience referred to as the Shared end-user

| ease or Shared | ease), involved the | ease of conputer equi pnent
by CLI to Shared Medical System Corp. (Shared).

Starting with the K-Mart and Shared end-user |eases and
certain other equipnent |leases with three other end users, a
series of preconceived transactions was arranged with respect to
t hat equi pnent. The transactions were intended to create
residual |ease periods beginning after the conclusion of the
exi sting end-user leases with K-Mart, Shared, and the other end
users. The transactions served as a foundation for two | ease

strip deals under which the rental incone streans fromthe
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equi prent and the rel ated deductions were bifurcated and
allocated to different entities. Virtually all of the renaining
rental income under the existing end-user |eases with K-Mrt,
Shared, and other end users was stripped out and allocated to the
lowa Tribe (a tax-indifferent party not subject to Federal inconme
tax). A waparound equi pnrent | ease position (enconpassing the
exi sting end-user |eases and the residual |ease periods) and an
equi pnment purchase install ment note and/or paynent rights thereto
(previously issued in “taxabl e sal e”-1 easeback transactions
either to the lowa Tribe' s partnership or another partnership in
which the lowa Tribe s partnership held an interest) were
transferred to the respective |lease strip deal’s ultinate
beneficiary/custonmer in a purported section 351 transaction. The
princi pal and interest paynments due under the equi pnent purchase
instal l ment note equal ed, coincided with, and fully offset the
rental paynments due under the w aparound | ease.

As structured, the two | ease strip deals were intended to
generate substantial potential tax benefits for each deal’s
ultimate beneficiary/custonmer in anounts grossly disproportionate
to the beneficiary’ s economc investnment in that deal. For
instance, the first lease strip deal’s ultinate beneficiary/
custoner woul d cl ai m equi pnent rental deductions over the
wr aparound | ease’s entire |life, even though (1) substantially al

of the related rental incone fromthe equi pnent had been stri pped
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out and (2) the rental paynents that the beneficiary deducted
were fully offset by the paynments due the beneficiary under the
equi pnent purchase installnment note. The ultinate beneficiary/
custoner’s potential net tax benefits in the first |ease strip
deal equaled the total rental paynents due under the w aparound

| ease less the interest portion of the installnment note paynents.
According to a tax opinion issued to CFX Corp. (CFX) (the first

| ease strip deal’s ultimte beneficiary/ custoner), while the
econom ¢ cost of the deal to CFX woul d be approximately $2.9
mllion, the deal would generate approximately $13.8 mllion in
potential net tax deductions for CFX over the |life of the

wr apar ound | ease.

In each of the two | ease strip deals, the ultimte
beneficiary/custonmer’s only prospect of realizing a pretax
econom c profit on the deal essentially depended upon whether the
rental income produced during the w aparound | ease residual
peri ods woul d exceed the economc investnent in the deal. 1In
addi tion, although a series of conplex nmultiparty transactions
(which are discussed in nore detail infra) was required to
i npl enent each of these two | ease strip deals, typically, the
beneficiary/ custonmer infused the only noncircuitous cash paid to
participants, brokers, |lawers, and others involved in setting up

t hat deal
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B. First Lease Strip Deal*

As to the first lease strip deal, the foll ow ng conpl ex
mul ti party equi pnent purchase, |ease, and related transactions
were entered into on Novenber 1, 1994, Novenber 30, 1994,
Decenber 2, 1994, and January 3, 1995.

1. On Novenber 1, 1994, CLI sold, subject to the existing
end- user |eases, the equipnent |eased to K-Mart and Shared, al ong
w th some equi pnent | eased to others, to Equity Resource
Acquisition Il (ERA), a limted partnership, for $13,919, 451.

ERA was a speci al -purpose entity created and controlled by CLI
for the express purpose of acconplishing the purchase and sal e of
the | eased equi pnment. In exchange for the | eased equi pnent
package, ERA assuned the debt incurred by CLI to finance the

equi pnent purchase. ERA also issued a $2, 307,500 secured
recourse prom ssory note to CLI, payable within 60 days, with
accrued interest at 10 percent.

2. In turn, on Novenber 1, 1994, ERA sold the |eased
equi pnent for $15.05 mllion, subject to the existing end-user
| eases, to Capital Finance Partners (CFP), a limted partnership.
The partners of CFP were: The lowa Tribe--a 99-percent |imted

partner; CMACM -a .05-percent managi ng general partner; Crispin--

“Al t hough petitioner’s subject deductions were derived from
the second | ease strip deal, we detail the first deal for
purposes of clarity and to provide a background for discussion of
t he second deal



- 12 -
a .05-percent individual general partner; and Mthril Corp.--a
. 9-percent corporate general partner. In exchange for the | eased
equi prent, CFP issued its $15.05 million recourse pronissory note
bearing 8 percent interest, payable within 60 days to ERA. The
$15.05 million CFP prom ssory note was executed on behal f of
CMACM (as CFP' s general partner) by Gegory W Johnson (Johnson),
a vice president of petitioner. After the respective sales to
ERA and CFP in steps 1 and 2, the | eased equi pment renai ned
subject to the debt incurred by CLI to purchase the equipnent,
and liens that CLI had placed on the equi pnment and rents due
under the existing end-user leases. In addition, followng ERA s
sale of the equipnent to CFP, ERA placed |liens on the equi pnent
to secure paynment of CFP's $15.05 million note to ERA

3. Also on Novenber 1, 1994, CFP sold the |eased equi pnent
for $14,872,910 to EQ Corp. (EQ, subject to the existing end-
user |l eases to K-Mart, Shared, and others. ERA consented to the
sale of the |l eased equipnment fromCFP to EQ Joel Millin
(Mallin), a lawer in New York, held a major and/or controlling
interest in EQ and its vice president was Joel Klein (Klein), who
rented office space fromMllin. EQpaid for the |eased
equi pnent by issuing to CFP a “$14.125 million Secured Limted
Recourse Install nent Note” and a “$747,910 Secured Recourse
Prom ssory Note”, both of which had a 12-percent interest rate.

The $14.125 mllion installment note was payabl e:
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(1) in eleven (11) equal consecutive sem -annual

install ments of $1,446,718 on April 30th and Cctober

31lst of each year, and (ii) thereafter in five (5)

equal consecutive sem -annual installnments of $501, 782

on April 30th and Cctober 31st of each year, conmmencing

April 30, 1995, through and including October 31, 2002.
The $747,910 short-term proni ssory note was payable 60 days after
Novenber 1, 1994. CFP also placed |iens on the equipnent to
secure EQ s note obligations to CFP

4. On Novenber 1, 1994, after CFP' s sale of the equi pnent
to EQin step 3 above, CFP | eased the equi pnrent back from EQ
under a w aparound | ease enconpassi ng the existing end-user
equi pnent | eases (nmaster |ease). The existing Shared and K- Mart
end-user | eases expired no later than March 29 and July 31, 1997,
respectively. The master | ease expired on April 30, 2000, for
t he Shared equi pnent, and on Cctober 31, 2002, for the K-Mart
equi pnent, respectively.® The naster |ease, anong ot her things,

provided that CFP's master | ease residual interests in the K-Mart

and Shared end-user | ease equi pnent consisted of residual periods

The nmaster |ease also covered: (1) Conputer equipnent
subject to an existing end-user |lease with the Health Ins. Plan
of Geater N.Y. (H P NY), (2) conputer equipnment subject to an
exi sting end-user lease with Martin Marietta Corp. (Martin
Marietta), and (3) satellite dish equipnment subject to an
exi sting end-user |ease wth Anbco Corp. (Anpbco). The H P NY
end-user | ease expired on Dec. 31, 1997; the Martin Marietta end-
user | ease expired on May 31, 1997; and the Anpbco end-user | ease
expired on Mar. 31, 2000. As to this foregoing equipnent, the
master |ease ran: (1) From Nov. 1, 1994, through Apr. 30, 2000,
in the case of the H P NY equipnent; (2) fromNov. 1, 1994,

t hrough Apr. 30, 2000, in the case of the Martin Marietta
equi pnent; and (3) from Nov. 1, 1994, through Oct. 31, 2002, in
the case of the Anbco equi pnent.
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bet ween March 29, 1997, and April 30, 2000, and July 31, 1997,
and October 31, 2002, respectively, all of which foll owed the
existing leases. It also provided that CFP had the right to
receive rents on the K-Mart and Shared equi pnment during its
master | ease residual periods. The master |ease rental paynents
due fromCFP to EQ were equal to, coincided with, and were fully
of fset by the installments owed to CFP by EQ under the $14. 125
m | lion equiprent purchase note.

5. On Novenber 1, 1994, Johnson executed, on behal f of
CMACM in its capacity as managi ng partner of CFP, a remarketing
agreenent with CLI (master remarketing agreenent) providing that
CLI woul d be the exclusive remarketing agent for the |eased
equi pnent for the period between the expiration of the K-Mart and
Shared end-user |eases and the expiration of the naster |ease.
The master remarketing agreenent provided that revenue and
proceeds fromthe | ease, sale, or disposition of the |eased
equi pnent would be applied in the follow ng order: (1) Senior
financing; (2) reinbursenment of CLI's expenses; (3) reinbursenent
of CFP's (sublessor’s) expenses; (4) paynent of a 5-percent fee
to CLI; and (5) paynent of any remai nder to CFP (sublessor). The
mast er remarketing agreenment also provided that the subl essor
(CFP) could term nate the agreenent if, anong other events, CLI
ceased its remarketing activities, filed for bankruptcy, or

failed to performits obligations under the agreenment. |In
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addition, CFP would be entitled to terminate CLI's excl usive
remarketing agency if an item of equi pnent was not | eased for
nmore than 120 days and CLI had not presented a renmarketing
opportunity within that 120-day peri od.

6. Also on Novenber 1, 1994, EQ and CLI entered into a
remar keti ng agreenent (owner remarketing agreenment) providing
that CLI would be responsible for the remarketing of the |eased
equi pnent after the master |lease’s termexpired. The owner
remar keting agreenment, with respect to the application of rent
proceeds, had identical terns to those contained in the above-
descri bed nmaster renmarketing agreenent between CFP and CLI

7. On Novenber 30, 1994, CFP sold for $11,773,040 to
Hitachi Credit America Corp. (HCA) its right to the rental incone
fromthe existing end-user |eases on the K-Mart, Shared, and
ot her equipnent in a transaction described as a “rent strip
sale”. CFP, in turn, paid the $11,773,040 to ERA in satisfaction
of the senior debt that encunbered the | eased equi pnent.

Sinmul taneously with the rent strip sale to HCA, CLI, ERA, and CFP
agreed to release their liens against the rents to becone due
under the K-Mart, Shared, and other end user |eases. CLI and
ERA, but not CFP, subordinated their clains against the | eased
equi pnent to the rights of HCA. Thereafter, K-Mart, Shared, and

other end users were also instructed to pay the rent due from
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t hem under their end-user |eases on the equipnment directly to
HCA. CFP allocated 99 percent of its incone fromthe rent strip
sale with HCA to the lowa Tri be.

The net effect of the series of Novenmber 1994 transactions
descri bed above in steps 1 through 7 was for virtually all rental
incone realized fromthe rent strip sale to HCA to be attri buted
to a nontaxable entity (the lowa Tribe), with the rental paynents
due thereafter under the existing end-user |eases on the
equi pnent to be paid to HCA

8. About 2 days l|later, on Decenber 2, 1994, CFP sold for
$450, 000 to Asset Residco, Inc. (Residco), CFP' s interests as to
(1) the first 2 years of the master |ease residual period with
respect to the K-Mart end-user |ease equipnment and (2) the first
6 months of the master |ease residual period with respect to the
Anoco end-user | ease satellite dish equi pnment. Residco, a
Del awar e corporation, was wholly owed by Klein (vice president
of EQ and nmanagi ng partner of Capital Asset Partners). CFP
all ocated 99 percent of the incone fromits sale of these
residual interests to CFP's 99-percent limted partner, the |Iowa
Tribe. Residco paid the $450,000 sale price for these residual
interests by issuing its $450, 000 secured prom ssory note due
January 1, 1995. Residco’'s note was secured by the rental
paynments Residco would be entitled to receive under its master

| ease residual interests with respect to the K-Mart and Anpbco
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equi prent. CFP used the $450, 000 Residco note to reduce its
prom ssory note obligation to ERA (that was incurred above in
step 2).

9. On January 3, 1995, in a purported section 351
nonrecognition transaction, CFP transferred to CFX Fi nanci al
Services, Inc. (CFX Financial), a subsidiary of CFX: (1) CFP's
remai ni ng master | ease residual interests with respect to the K-
Mart, Shared, and other equipnent (i.e., its naster |ease
residual interests in that equipnment, less the first 2 years of
the master |ease residual interest in the K-Mart equi pnent and
the first 6 nonths of the master |ease residual interest in the
Anoco equi pnent that were sold to Residco as described above in
step 8); (2) CFP's naster |ease rental paynent obligation to EQ
(3) the right to receive offsetting paynents from EQ under the
$14. 125 mllion EQ equi pnent purchase installnment note; and (4)
the $747,910 EQ short-term promi ssory note. In exchange for
CFP's transfer, it received 75,000 shares of CFX Financial $1 par
val ue preferred stock. On that sane date, CFX contributed $2.8
mllion to CFX Financial and received 280 shares of CFX Fi nanci al
comon stock. (The assignnent and assunption agreenent between
CFP and CFX Financial dated January 3, 1995, notes that the

mast er | ease equi pnent was subject to CLI'’s lien under the
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$2, 307,500 ERA note and ERA's lien under the $15.05 mllion CFP
note, and that $2,782, 700 was the renai ni ng bal ance owed on the
$15.05 mllion CFP note as of January 4, 1995.)°

After the January 3, 1995, transaction, CFX Financial nade
mast er | ease rental paynments to EQ in anmounts equal to EQ s
install ment paynents to CFX Financial under the $14.125 nillion
EQ install ment note. Pursuant to the January 3, 1995,
transaction, CFX clainmed substantial tax benefits far greater
than its economc investnent in the first |ease strip deal.
Specifically, CFX Financial (which joined in consolidated incone
tax returns filed by CFX and its other affiliates, including CFX
Bank) was in a position over the |life of the nmaster |ease to (1)
receive fully offsetting paynents under the EQ install nment note
equal to CFX Financial’s master |ease rental paynents and only
recogni zing for tax purposes the relatively smaller install nent
note interest inconme, but (2) claimng substantially |arger
deductions for all its master |ease rental paynents.

All of the transactions described in steps 1 through 8 above
were structured and undertaken to benefit CFX as the first | ease
strip deal’s ultimate custoner. CMACMreceived a $611, 665 fee

for providing advice relating to the above-descri bed

6As noted above in steps 1 and 2, both the $2, 307,500 Equity
Resource Acquisition Il (ERA) note to Conputer Leasing, |nc.
(CLI), and the $15.05 million Capital Finance Partners (CFP) note
to ERA were payable within 60 days of Nov. 1, 1994.
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transactions. On April 28, 2000, CFX Financial redeened its
preferred stock held by CFP for $94, 950. 82, consisting of $75, 000
for the shares and $19, 950. 82 in dividends thereon.

C. Second Lease Strip Deal

Sonetinme before August 1995, Crispin asked Klein and certain
parties and/or entities involved in the first | ease strip deal to
create another position out of the equi pnment package involved in
that first deal. Although petitioner and Crispin were planning
to market this second | ease strip deal to a custoner, they
changed their plans following the Internal Revenue Service's
(I'RS) issuance of Notice 95-53, 1995-2 C. B. 334, on Cctober 30,
1995. In Notice 95-53, supra, the IRS warned it woul d chal |l enge
and disallow potential tax benefits that taxpayers clainmed under
| ease strip deals. Due to the issuance of Notice 95-53, supra,
petitioner and Crispin concluded that it would not be possible to
sell the second |ease strip deal to third parties. Because the
transactions for the contenpl ated deal had al ready been
consummat ed, petitioner and Crispin instead decided to conplete
the second | ease strip deal with petitioner as the “custonmer” or
ultimate beneficiary.

The w aparound | ease (over |lease) in the second | ease strip
deal involved the K-Mart and Shared end-user | ease equi pnent and
enconpassed the existing K-Mart and Shared end-user | eases.

However, the express |lease termfor the K-Mart and Shared over
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| ease agreenent provided for no actual over |ease residual
interests in that equipnment. The over |ease agreenent set forth
a lease termfor the K-Mart and Shared equi prent that expired on
the same dates as the nmmster |ease respecting that equi pnent.’

Unlike the ultimate beneficiary in the first |ease strip
deal, petitioner did not retain its |ease position throughout the
life of the over lease in the second | ease strip deal. |nstead,
petitioner disposed of its |ease position and/or the associ ated
equi pnent installnent note in three transactions with other
entities over a 21-nonth period running from Novenber 27, 1995,

t hrough Septenber 1, 1997.

As to the second | ease strip deal, the follow ng conpl ex
series of multiparty equi pnent purchase, |ease, and ot her
transactions took place on August 31, Septenber 1, Septenber 28,
and Novenber 27, 1995; and on Cctober 31, 1996, and Septenber 1,

1997.

'As di scussed supra, the master lease ran: (1) From Nov. 1,
1994, through Cct. 31, 2002, in the case of the K-Mart Corp. (K-
Mart) end-user | ease equipnent, and (2) fromNov. 1, 1994,

t hrough Apr. 30, 2000, in the case of the Shared Medi cal System
Corp. (Shared) end-user |ease equipnment. As discussed nore fully
infra, the Aug. 31, 1995, over |ease agreenent provided that the
over lease ran: (1) From Aug. 31, 1995, through Cct. 31, 2002,
in the case of the K-Mart end-user |ease equipnent, and (2) from
Aug. 31, 1995, through Apr. 30, 2000, in the case of the Shared
end-user | ease equipnent. Accordingly, petitioner had no
residual |ease interests in that equi pnent.
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1. On August 31, 1995, EQ sold to Capital Asset Partners
(CAP), a Nevada limted partnership, the K-Mart and Shared end-
user | ease equi pnent and the right to receive naster |ease rents
upon that equipnment. CAP assuned EQ s obligation to nake rel ated
instal |l ment paynments to CFX Financial under the EQ equi pnent
purchase install nent note (which EQ had issued in connection with
step 3 of the first |lease strip deal). Conversely, EQ assigned
to CAP the right to receive from CFX Fi nancial the nmaster |ease
rental paynents relating to the K-Mart and Shared end-user | ease
equi pnent. Those rental paynents equal ed and coi ncided with the
install ments due under the EQ installnent note. As a part of the
foregoing sale of the K-Mart and Shared equi pnment, Klein (CAP s
1- percent managi ng general partner) executed and issued to EQ on
August 31, 1995, CAP's $750, 000 secured prom ssory note, due
Novenber 29, 1995.

Kanawha Enterprises, LP (Kanawha), a Nevada limted
partnership, was CAP's 99-percent limted partner. The |owa
Tribe was the 99-percent limted partner of Kanawha, and a
conpany naned Pendi ng One was the .9-percent managi ng gener al
partner of Kanawha, with the remaining .1l-percent interest in
Kanawha held by Z-Kelp, LP, alimted partnership. Mllin was

Pending One’s president. For purposes of the second | ease strip
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deal, the lowa Tribe had the same role, involvenent, and
participation in Kanawha as the lowa Tribe had in CFP for
purposes of the first |ease strip deal.

2. On August 31, 1995, CAP transferred ownership of the K-
Mart and Shared end-user |ease equipnent, along with the right to
receive nmaster |ease rental paynents upon that equi pnment, to
Jenrich Corp. (Jenrich) in exchange for two notes.® One Jenrich
note was a $4, 056, 220 | ong-term nonrecourse secured install nment
note with 8 percent interest payable in:

(i) thirteen (13) sem -annual installnents of principal

and interest, each in the anount of $371, 301 payabl e on

February 28th and August 30th of each year, commencing

on February 28, 1996 through and including February 28,

2002, and (ii) four (4) sem -annual installnents of

principal and interest, each in the anount of $159, 876

payabl e on August 30th and February 28th of each year,

commenci ng August 30, 2002, through and including

February 28, 2004.
The other Jenrich note was a $215, 000 short-term note due
Novenber 29, 1995. Both notes were signed by Marl ene Freedman

(Freedman), Jenrich’s sol e sharehol der and president.

8For its taxable years ended Mar. 31, 1995 and 1996, Jenrich
Corp. (Jenrich) clained | osses of $4,879,471 and $16, 203, 523,
respectively. Fromits 1995 through 1997 fiscal years, Jenrich's
deficit in retained earnings for financial accounting purposes
al so increased dramatically: For its year ended Mar. 31, 1995,
Jenrich’s deficit in retained earnings increased from $24,806 to
$137, 303, 245; for its year ended Mar. 31, 1996, Jenrich's deficit
in retained earnings increased from $137, 303,245 to $153, 506, 768;
and for its year ended Mar. 31, 1997, Jenrich’s deficit in
retai ned earnings increased from $153, 506, 768 to $155, 502, 577.
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Freedman was a | ongtine enpl oyee of Mallin and perforned
adm nistrative and office work for Mallin. During 1980, acting
upon Mallin’s advice, Freedman invested $2,500 to acquire
Jenrich. Mllin was instrunmental in bringing about Jenrich’ s and
Freedman’ s invol venent in the foregoing transaction. Mllin
advi sed Freedman to cause Jenrich to enter into that transaction
and the equi pnent | easeback from CAP (described below in step 3).
Mal | in negoti ated those transactions for Freedman with Jenrich
and CAP. Freedman di scussed those transactions with Mallin, but
not with Klein, the nmanagi ng general partner of CAP who rented
space in Mallin's office. Freedman eventually di sposed of her
interest in Jenrich for $5,000 during 2000 when she sol d her
Jenrich stock to an associate of Mallin. Freedman received
$40, 000 in conpensation as an officer of Jenrich from 1993
t hrough 2003.

3. Also on August 31, 1995, CAP |eased back fromJenrich
the Shared and K-Mart equi prment pursuant to the over | ease
wr aparound | ease covering the existing K-Mart and Shared end-user
| eases and the nmaster |ease for the K-Mart and Shared end-user
| ease equi pnment. |In exchange, CAP received the right to CFX
Financial’s master | ease rental paynents on that equipnent. The
over | ease agreenent provided for | ease periods of the K-Mart and
Shared end-user | ease equi pnent that coincided with and ended at

the sane tines as the nmaster | ease for the K-Mart and Shar ed
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equi pnent. Wth those | ease periods specified by the
over | ease agreenent, CAP would have no actual over | ease
residual interests in the K-Mart and Shared equi pnent. See
supra note 7.

The right to the naster |ease rental paynents owed by CFX
Financial for the K-Mart and Shared equi pnent was separate from
the over | ease rental paynents that CAP owed to Jenrich. Under
the over | ease, CAP was obligated to apply those CFX Fi nanci al
mast er | ease rental paynents to pay off the EQ installnment note
held by CFX Financial. As to CAP's over |ease rental paynents
due to Jenrich, they equaled and coincided with the install nents
that Jenrich was required to make to CAP under Jenrich’s
$4, 056, 220 equi pnent purchase install nent note (which had been
i ssued in connection with the above CAP-Jenrich transaction in
step 2).

4. On the next day, Septenber 1, 1995, CAP sold to Aardan
Leasing Corp. (Aardan), a Delaware corporation, the rights to the
mast er | ease rental paynents due from CFX Financial relating to
the K-Mart and Shared equi pnent. The Septenber 1, 1995,
agreenent between CAP and Aardan provided that Aardan assune
CAP' s obligation (described above in step 1) to CFX Financi al

under the EQ install nent note.
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Virtually all of CAP's inconme fromthe sale to Aardan was
all ocated to Kanawha (CAP's 99-percent limted partner) and in
turn to the lowa Tribe. Although not directly a partner of CAP
the lowa Tribe was the 99-percent Iimted partner of Kanawha.

Aardan was organi zed by Mallin before 1995. Rol and
Hennessey (Hennessey), who was al so an officer of Jenrich, signed
the Septenmber 1, 1995, sales agreenent on behalf of Aardan. At
Mallin’ s request, Hennessey, beginning in 1986 or 1987, served as
an officer of several corporations (including Aardan and Jenrich)
and at sone unspecified point, eventually was designated as
Aardan’s owner. Hennessey had retired as a police officer before
his involvenent in these transactions. In exchange for
Hennessey’s serving as an officer and/or owner of these various
corporations, Mallin paid Hennessey $1,000 per nonth.

Hennessey’s role in these corporations was that of a nom nee who
si gned docunents. Hennessey had no invol venent in negotiations,
deci si onmaki ng, or business activities of the corporate entities.

5. Pursuant to a Septenber 28, 1995, docunent, CAP, in
exchange for 10 shares of CMACM common stock in a purported
section 351 transaction, transferred, anong other things, the
followwng to CMACM (1) CAP' s rights under the over |ease; (2)

t he $4, 056, 220 Jenrich equi pnent purchase installnment note; (3)
CAP' s over |ease rental paynent obligation to Jenrich; and (4)

$215, 000 of CAP' s obligation to EQ under the $750, 000 CAP
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equi pnent purchase note. On that sanme date, CMA contri buted
$68, 000 to CMACM i n exchange for 68,000 shares of CMACM common
st ock.

For tax purposes, CMACM clai ned a $4, 081, 319 carryover basis
in the Jenrich note, consisting of the note s $4, 056, 220 face
val ue and accrued interest of $25,099. By neans of a March 25,
1996, letter agreenent, CMACM and Jenrich agreed to offset
CMACM s over | ease rental paynment liability and Jenrich’s
install ment note liability agai nst one another so that no cash
paynments woul d have to be made by CMACM or Jenrich

6. On Novenber 27, 1995, CVACM transferred all of its
interests and obligations under various agreenents relating to
the K-Mart end-user | ease equi pnent to Ckoma Enterprises, LP
(Ckoma), a Delaware |imted partnership. Anmong other things,
CMACM transferred the following to Ckoma: (1) CMACM s over | ease
rights in the K-Mart equipnent, and (2) a portion of the Jenrich
note in the amount of $1,982,185. |n exchange, Okona assuned
CVACM s over | ease obligations concerning the K-Mart end-user
| ease equi pnmrent and al so CMACM s obligations on the CAP note in
t he amount of $235,000. Okoma’'s 99-percent limted partner was
the lowa Tribe and Ckoma’ s 1-percent managi ng general partner was
MBP Adm ni stration, Inc., a Nevada corporation. On its 1995
Federal return, petitioner characterized CMACM s parti al

di sposition of the Jenrich note as a “rental expense” of
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$1,982,825. The $1, 982,825 rental deduction, in conjunction with
other itenms on petitioner’s 1995 Federal return, resulted in a
$404, 000 net operating loss (NOL) carryover fromthe 1995 to the
1996 tax year. Respondent, in the notice of deficiency,
di sal | oned t he $404, 000 NOL carryover.

7. On Cctober 31, 1996, CMACM transferred 25 percent of its
interests and obligations in the Shared end-user |ease to First
Lexi ngton Leasing, Inc. (Lexington). From 1998 to the tinme of
trial Lexington was owned by Asset Leasing Partners I, LP, with
Crispin and CMACM as managi ng general partners and the Iowa Tribe
as alimted partner. Anong other things, CMACMtransferred:

(1) Twenty-five percent of CMACM s rights in the Shared

equi pnent, and (2) 25 percent of that portion of the Jenrich note
attributable to the Shared equi pnent. |n exchange for CMACM s
transfer, Lexington issued a $10,000 unsecured pronissory note to
CVACM and assuned 25 percent of that portion of CMACM s over

| ease rental paynent obligation to Jenrich attributable to the
Shared equi pnment. The prom ssory note had an 8-percent interest
rate and was due on Decenber 31, 2002.

Lexi ngton was incorporated in California during 1995 and was
whol |y owned by Richard Koehler (Koehler), a friend and | ongtine
busi ness associate of Crispin. Before and after the CVMACM
Lexi ngton transacti on, Koehl er depended on petitioner and Crispin

for funds to keep CVA Capital Corp. operating.
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For 1996, CMACM cl ai ned a $469, 221 cost basis in its 25-
percent portion of the Jenrich note transferred to Lexington. 1In
addition, CMACM cl ai ned a $459, 221 loss fromits parti al
di sposition of that note. CMACM al so deducted $414, 041 for the
over |ease rental paynents that it reported as being paid to
Jenrich during 1996. The $414, 041 anount equal ed the anount due
CMACM from Jenrich under the Jenrich installnent note.

8. On Septenber 1, 1997, CMACM transferred to Lexington the
remai ning 75 percent of its interests and obligations under
vari ous agreenents concerning the Shared end-user |ease
equi pnent. Anong ot her things, CMACM transferred: (1) The
remai ning 75 percent of CMACM s over |lease rights in the Shared
equi pnent, and (2) 75 percent of that portion of the Jenrich note
attributable to the Shared equi pnent. |n exchange for CMACM s
transfer, Lexington issued its $1,000 unsecured prom ssory note
to CMACM and assuned 75 percent of that portion of CMACM s over
| ease rental paynent obligation to Jenrich attributable to the
Shared equi pnent. Pursuant to the terns of the unsecured note,
Lexi ngton promi sed to pay CMACM $1, 000, plus 8 percent interest
on Decenber 31, 2002.

For 1997, CMACM cl aimed a $1,179,013 basis in the 75-percent
portion of the Jenrich note it transferred to Lexington and a

$1,178,013 loss fromthe partial disposition of the note. CMACM
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al so deducted $237,853 (which was equal to the anmount due CMACM
fromJenrich under the Jenrich installnent note) as over |ease
rental paynments that it clainmed to have paid to Jenrich during
1997.

D. Oher Aspects of Petitioner's dained Losses and
Deducti ons Wth Respect to the Second Lease Strip Deal

As a result of the second | ease strip deal and CVMACM s
partial dispositions of the Jenrich note over a 21-nonth period,
petitioner clainmed nore than $4.2 mllion of deductions for
1995, 1996, and 1997. Petitioner did not report any incone from
Ckoma’ s and Lexington’s assunptions of CMACM s over | ease rental
paynent obligations to Jenrich. 1In addition to $3, 620, 059 of
| osses clainmed for dispositions of the Jenrich note, petitioner
cl ai med deductions of $414,041 (1996) and $237,853 (1997) for
over | ease rental paynents to Jenrich. |In alnost all of the
above-descri bed second | ease strip deal transactions, petitioner
either received or was entitled to receive an offsetting paynent
equal to the anpbunt it was obligated to pay and deducted. In
only one instance, involving the purported section 351 transfer,
did petitioner assume $215, 000 of the $750,000 CAP note owed to
EQ w thout receiving or being entitled to receive an equi val ent

of fsetting anount.
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On July 20, 1998, CMACM redeened the 10 shares of CMACM
common stock held by CAP for $500. On its return for its taxable
year ended Novenber 30, 1998, petitioner wote off and deducted
t he $10, 000 and $1, 000 Lexi ngton notes issued to CMACMin the
CMACM Lexi ngt on transacti ons.

In the second | ease strip deal, the over |ease residual
interests in the K-Mart and Shared equi pnent were the sole source
of possible cashflow and pretax profit to petitioner. About 2
nont hs after CMACM obt ai ned the over | ease residual interests
from CAP, CMACM transferred the over |ease residual interest in
the K-Mart equipnment to Ckoma. On Cctober 31, 1996, CMACM
transferred 25 percent of its over |ease residual interest in the
Shared equi pnent to Lexington. As previously noted, upon
termnation of the Shared end-user |ease (March 29, 1997), the
Shared equi pnent was to be returned to CLI. On Septenber 1,

1997, CMACM transferred the remaining 75 percent of its over

| ease residual interest in the Shared equi pnment to Lexington.

For 1998, petitioner wote off the $10,000 and $1, 000 Lexi ngton
notes that CMACM earlier received in exchange for CMACM s
residual |ease interest in the Shared equi pnment. Chri stopher
Hughes (Hughes), petitioner’s nmanager for tax and accounti ng,
concl uded, anong other things, that Lexington’s |ease position in

t he Shared equi prent was worthl ess.
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In connection with its involvenent in the second | ease strip
deal , petitioner did not obtain an outside appraisal as to the
val ue of the over |ease residual interests in the K-Mart and
Shared equi pnent or tax advice regarding that deal from an
i ndependent, qualified tax adviser. Crispin and Hughes anal yzed
the second | ease strip deal, and Hughes prepared an anal ysis of
t he value of the over |ease residual interests before CMACM s
entering into its transaction wth CAP. Hughes, in valuing the
over |ease residual interests, considered an earlier appraisal
report (the Marshall & Stevens appraisal) on the naster |ease
residual interests in the K-Mart, Shared, and other equi pnent
t hat was done by Ral ph Page of the firmof Marshall & Stevens and
furnished it to CFX

Late in 1994 and in early 1995, petitioner, Crispin, and
ot hers obtained and used the following itens in the marketing of
the first lease strip deal to CFX: (1) The Marshall & Stevens
appraisal; (2) another simlar appraisal report on the nmaster
| ease residual interests done by the firmof Mrray, Devine & Co.
that was also furnished to CFX (the Murray, Devine appraisal);
and (3) the tax opinion issued to CFX by the |aw firm Thacher
Proffitt & Wod, as CFP's counsel (the Thacher Proffitt tax
opinion). Petitioner and Crispin were famliar with the IRS s
Oct ober 30, 1995, issuance of Notice 95-53, 1995-2 C B. 334,

war ni ng that the Comm ssioner woul d chall enge and di sall ow on
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various grounds the tax benefits that taxpayers clainmed under
| ease strip deals. Until the issuance of Notice 95-53, supra,
petitioner and Crispin were contenplating the marketing of the
second | ease strip deal. Followng Notice 95-53, supra, Crispin
concluded it would not be possible to sell that second deal to a
third party, and instead decided to have petitioner becone the
custoner/user of the tax benefits fromthe second deal.

1. Petitioner’'s 1995 Through 1997 Advances to Cap Corp. and
the Decenber 2, 1996, Debt Conversion Transaction

A. Cap Corp. and Its Business

CVA Capital Corp. (Cap Corp.) was organized in 1989, and
until August 1995, Crispin and Koehler were each 50-percent
sharehol ders. During August 1995, Crispin reduced his stock
ownership from50 percent to 9 percent, and Koehl er
correspondi ngly increased his stock ownership interest in Cap
Corp. from 50 percent to 91 percent.

Through Decenber 2, 1996, Koehler was in charge of Cap
Corp.’ s day-to-day operations, and he would, at |east weekly,
consult with Crispin about Cap Corp. After Decenber 2, 1996
Crispin took over Cap Corp.’s day-to-day operations. Sonetine
during the mddle of 1997, Koehler formally resigned his
positions as a director and a nmanager of Cap Corp. and
transferred some of his Cap Corp. stock to Crispin, making

Crispin Cap Corp.’s majority sharehol der.
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Fromits inception in 1989, CMA Capital Goup (Cap G oup)
was a wholly owned subsidiary of Cap Corp. Fromits inception
until Decenber 2, 1996, Crispin Koehler Securities (CKS), a
securities broker-dealer, was also a wholly owned subsidiary of
Cap Cor p.

In 1989, Crispin and Koehler fornmed JetFleet Aircraft, LP
(JetFleet 1), a California limted partnership that invested in
| eased aircraft and rel ated equi pnment. Crispin, Koehler, and Cap
G oup were general partners of JetFleet I. In 1991, Crispin and
Koehler fornmed JetFleet Aircraft Il, LP (JetFleet I1), another
California limted partnership that invested in | eased aircraft
and rel ated equi pnent. Crispin, Koehler, Cap G oup, and CVA
Capital G oup LP were general partners of JetFleet Il. CMA
Capital Group LP° was a California limted partnership that was
formed in 1992. Crispin and Koehler were general partners of CVA
Capital Goup LP and PSC Aircraft Leasing was a |limted partner
of CMA Capital Goup LP. CMA Capital Goup LP was dissol ved on
May 31, 1994.

The main business | ocation and/or the adm nistrative and
support functions of Cap Corp., Cap G oup, CKS, and the JetFl eet
| and JetFleet Il partnerships were at petitioner’s office in

Burlingame, California. Cap Corp. and its two subsidiaries, Cap

°Not to be confused with CVA Capital Goup (Cap G oup), the
CVA Capital Corp. (Cap Corp.) subsidiary fornmed in 1989.
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G oup and CKS, derived substantial fees and other inconme in
connection with the JetFleet | and JetFleet Il partnerships. Cap
Group’s original business goal was to arrange for the syndication
and marketing to investors of the JetFleet | and JetFleet II
partnerships. Cap Goup was to act as sponsor and managi ng
general partner of the JetFleet | and JetFleet Il partnerships.
It | eased and nmanaged the aircraft equipnment on behal f of each
partnership and its investor-partners. In exchange for Cap
Goup’s services it was to receive fees and a percentage of each
partnership’s cashflow Up until approximately 1994, CKS
mar keted interests in the JetFleet | and JetFleet |l partnerships
to investors.

From approxi mately 1994 through 1997, the JetFleet | and
JetFleet Il partnerships were not being marketed while Crispin
and ot hers consi dered plans and undert ook steps for consolidating
those two partnerships into a publicly held corporation. As of
Decenber 1996, Cap Corp. and the nmanagenent of the JetFleet | and
JetFleet |11 partnerships were nmaki ng progress towards obtaining
consents fromover 90 percent of the investor-partners in each
partnership to effect the consolidation of those two partnerships
into a new publicly traded corporation. At that tinme, however,
ulti mate approval of the proposed consolidation of those two
partnershi ps was by no neans certain. It was not until Novenber

1997 that the votes respecting the proposed consolidation were
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tallied and the consolidation was approved by the requisite
percentage of the investor-partners in each partnership. Shortly
thereafter, the two partnershi ps were consolidated into a conpany
named AeroCentury. As a result of the consolidation, Cap Corp.
recei ved 44,119 shares of AeroCentury stock. On January 1, 1998,
it transferred the 44,119 AeroCentury shares to petitioner in
part paynent of its outstanding debts to petitioner.

During 1995, Cap Corp. and CKS began marketing to investors
JetFleet 111, a third aircraft equipnment |easing partnership.
From 1995 t hrough 1997, Cap Corp. was insolvent. Crispin
di ssolved Cap Corp. during 1999. Cap Corp. would have failed
| ong before 1999 w thout the advances it received frompetitioner
during the period 1995 through 1997.

B. Petitioner’'s 1995 and 1996 Advances to Cap Corp.

During petitioner’s taxable years ended Novenber 30, 1996
and 1997, Cap Corp. was unable to pay its expenses fromits
revenues and the revenues of Cap Group and CKS, its two wholly
owned subsidiaries. Earlier, Cap Corp. raised capital by issuing
nore than $4 million of its notes to third parties. During 1996,
approximately $2.5 mllion of these notes renmi ned outstandi ng.

Al t hough the principal paynents were not due until Decenber 1997
or Decenber 1998, Cap Corp. was obligated to make interest
paynments. Cap Corp. also had obligations to pay its expenses and

those of its subsidiaries. Anpbng other things, CKS (the



- 36 -
securities dealer) incurred considerable nonthly overhead and
mar ket i ng expenses. From 1994 through 1996, CKS had 10 to 15
branch offices around the country and over 150 enpl oyees,
including a large sales staff. |In addition to marketing the
JetFleet |, JetFleet I, JetFleet I1l, and other securities
products, CKS s business also included the marketing of bonds.

Crispin was aware of Cap Corp.’s inability to pay its
expenses and Cap Corp.’s need for advances to pay those expenses.
Koehl er asked Crispin to supply operating capital for Cap Corp.
Crispin arranged for petitioner to advance funds to Cap Corp. to
pay its day-to-day operating expenses. Through January 1, 1995,
petitioner advanced $858,991 to Cap Corp.® On April 30, June
30, and August 31, 1995, Cap Corp. nade paynents to petitioner
totaling $593,834, |eaving a $515, 825 bal ance as of August 31,
1995. From Septenber 1995 t hrough Novenber 30, 1996, petitioner
advanced an additional $2,060,425 to Cap Corp. w thout
considering accrued interest. As of Novenber 30, 1996, Cap Corp.
owed petitioner $2,759, 903.

Cap Corp. issued a January 1, 1995, prom ssory note to
petitioner concerning the January 1, 1995, through Novenber 30,

1996, advances. This prom ssory note in pertinent part stated:

PExcept as where ot herw se indicated, for conveni ence these
anpunts in controversy that petitioner advanced have been rounded
to the nearest $1.
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FOR VALUE RECEI VED, * * * [Cap Corp.], hereby
prom ses to pay on or before Novenber 30, 1996 to the
order of * * * [petitioner] all principal and interest
out standi ng according to the attached Schedul e A under
this note.

1. This note (the “Note”) shall bear interest from
the date hereof on the principal anount of the Note
outstanding fromtine to tinme, at the rate per annum
(on the basis of a 365-day year for the actual nunber
of days involved) of 10%

2. This Note shall be governed by and constructed
in accordance with the laws of the State of California.

Sonetinme on or after Novenber 30, 1996, Koehl er signed a
docunent entitled “Schedul e A" acknow edgi ng that petitioner had
transferred funds to Cap Corp. that it was to repay. The

Schedul e A contained the foll ow ng:

I nt er est Pri nci pal I nt er est Tot al
Dat e Loans Accr ued Bal ance Bal ance Bal ance
1-1-95 - - - - $858, 990. 87 - - $858, 990. 87
1-31-95 - - $7, 295. 54 858, 990. 87 $7, 295. 54 866, 286. 41
2-28-95 - - 6, 824. 86 858. 990. 87 14, 120. 40 873, 111. 27
3-31-95 - - 7,530. 88 858, 990. 87 21, 651. 28 880, 642. 15
4-30-95 ($360, 000.00) 7,295.54 498, 990. 87 28, 946. 82 527, 937. 69
5-31-95 196, 425. 65 4,374.71 695, 416. 52 33, 321.53 728, 738. 05
6- 30- 95 (136,412.00) 5,906.28 559, 004. 52 39, 227.81 598, 232. 33
7-31-95 5, 168. 00 4,900. 86 564, 172.52 44,128. 67 608, 301. 19
8-31-95 (97,422.00) 4,946. 17 466, 750. 52 49, 074. 84 515, 825. 36
9-30-95 174, 405. 00 3, 964. 18 641, 155.52 53, 039. 02 694, 194. 54

10-31-95 150, 000. 00 5,621.09 791, 155. 52 58, 660. 11 849, 815. 63
11-30-95 289, 436. 76 6,719.40 1, 080,592.28 65,379.51 1,145,971.79

12-31-95 40, 000. 00 9,473.69 1, 120,592.28 74,853.20 1,195, 445. 48

1-31-96 135, 000. 00 9,824.37 1,255,592, 28 84,677.57 1,340, 269. 85
2-29-96 86, 000. 00 10, 319.94 1, 341,592.28 94,977.51 1,436, 589.79
3-31-96 40, 000. 00 11,761.90 1,381,592.28 106,759.41 1,488, 351.69
4-30- 96 169, 000. 00 11,734.07 1,550,592.28 118,493.48 1,669,085.76
5-31-96 72,000.00 13,594.23 1,622,592.28 132,087.72 1,754, 680.00
6- 30- 96 141,100. 00 13,780.92 1,763,692.28 145, 868.64 1,909, 560.92
7-31-96 181, 000. 00 15,462.51 1,944.692.28 161,331.15 2,106,023.43
8-31-96 -- 17,049.36 1,944,692.28 178,380.50 2,123,072.78
9- 30-96 138, 926. 00 16,516.56 2,083,618.28 194,897.07 2,278,515.35

10-31-96 208, 000.00 18,267.34 2,291,618.28 213,164.41 2,504,782.69
11-30-96 235,657.46 19,463.06 2,527,275.74 232,627.46 2,759,903.20
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C. The Decenber 2, 1996, Debt Conversion Transaction

By Cctober 1996, Crispin and Koehler realized that Cap Corp.
was insolvent wth obligations that were several nultiples of its
assets. They also realized that Cap Corp.’s poor financial
condition was negatively affecting CKS s operations. Hence, they
formul ated a debt conversion transaction whereby: (1) Crispin
and Koehl er woul d establish a new corporation; (2) that new
corporation woul d assunme substantially all of Cap Corp.’s
out standi ng debt to petitioner, in exchange for receiving Cap
Corp.’s 100-percent stock ownership interest in CKS;, and (3)
petitioner would cancel all but $100,000 of the Cap Corp. debt
assunmed by the new corporation, in exchange for a preferred stock
in the new corporation.

On or about Cctober 22, 1996, Crispin and Koehl er
i ncorporated Crispin Koehler Holding Corp. (CKH), a California
corporation. Crispin’s and Koehler’s respective stock ownership
interests in CKH were the sane as their then-respective stock
ownership interests in Cap Corp.--9 percent for Crispin and 91
percent for Koehler. CKH s place of business was the sane as
petitioner’s.

On Decenber 2, 1996, Cap Corp., CKH, CKS, and petitioner
effected a debt conversion transaction relieving Cap Corp. of
$2.259 million of its debt to petitioner. This debt relief for

Cap Corp. was acconplished through the following two steps: (1)
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Cap Corp. (through Koehler), CKH (through Koehler), CKS (through
Koehl er), and petitioner (through Crispin) executed a Decenber 2,
1996, stock purchase agreenent under which CKH assuned $2. 259
mllion Cap Corp. debt in exchange for 100 percent of the
out standi ng stock of CKS (503,820 shares); and (2) CKH (through
Koehl er) and petitioner (through Crispin) entered into a Decenber
2, 1996, “Debt Conversion Agreenment”, under which they agreed
that CKH woul d issue to petitioner 215,990 shares of CKH $10
preferred stock in exchange for petitioner’s cancellation of al
but $100, 000 of the $2.259 mllion Cap Corp. debt assunmed by CKH
CKH paid the $100,000 of the Cap Corp. debt by offsetting it
agai nst a $100, 000 recei vable due to CKH from petitioner.

CKS (which CKH was acquiring from Cap Corp.) was worth far
| ess than $2.259 nmillion as of Decenmber 2, 1996. Crispin and
Koehl er estinmated that CKH s net asset val ue (excluding CKS s
i ndeterm nate and highly specul ative value) did not exceed

$100, 000 after the debt conversion transaction.?!

UAs will be discussed nore fully infra in connection with
the National Service Industries (NSI) consulting fee issue, at
the tinme Crispin Koehler Holding Corp. (CKH) was created in
Cct ober 1996, NSI was negotiating with petitioner for
petitioner’s help in arranging an NSI subsidiary’ s divestnent of
a “tax benefit transfer |ease” w thout adverse tax consequences.
To effect such a divestnent, it would be necessary for petitioner
to use a securities broker-dealer like Crispin Koehler Securities
(CKS). On Dec. 1, 1996, NSI and petitioner executed a consulting
agreenent whereby petitioner would be paid a $2.5 mllion
consulting fee for its services in arranging such a divestnent.
Petitioner contends that it and CKH had previously reached an

(continued. . .)
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After the debt conversion, Cap Corp. remained liable to
petitioner for $500,000 of the original $2.7599 mllion debt. On
its 1996 Federal return, Cap Corp. did not report cancellation of
i ndebt edness inconme fromthe debt conversion transaction.

D. Petitioner’'s 1997 Advances to Cap Corp.

After Decenmber 2, 1996, Crispin took over the managenent of
Cap Corp., Cap G oup (Cap Corp.’s subsidiary), and the
consolidation activity with respect to the JetFleet | and
JetFleet Il partnerships. Shortly after the Decenber 2, 1996,
debt conversion transaction, Koehler no | onger managed Cap Corp.
Koehl er continued to nanage CKS, Cap Corp.’s forner subsidiary
t hat becanme a wholly owned subsidiary of CKH in the debt
conversion. Sonetinme during the summer of 1997, Koehler formally
resigned his positions as a director and manager of Cap Corp.
and he transferred sone of his Cap Corp. stock to Crispin, making
Crispin the majority sharehol der of Cap Corp

Al t hough Crispin knew that Cap Corp. continued to be
i nsol vent after the debt conversion transaction, he caused

petitioner to transfer additional funds to Cap Corp. during 1997.

(... continued)
oral agreement that CKH would receive a $2 million portion of any
NSI consulting fee. Petitioner further maintains that, as of the
Dec. 2, 1996, date of the debt conversion, consunmation of the
desired divestnent (and NSI’'s paynent of a consulting fee to
petitioner) was still uncertain and could have fallen through.
Petitioner argues that, at that tinme, petitioner’s receipt of an
NSI consulting fee was not even a “bird in the bush”
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The financial statenment that was part of Cap Corp.’s 1996 Federal
return reflects that Cap Corp.’s assets were just under $151, 000
and its liabilities were well over $4 nmllion. Cap Corp.’s 1996
return also reflected a net | oss of $641,600 for Cap Corp. and
its subsidiaries. As of Novenber 30, 1997, Cap Corp. owed
petitioner $1,859, 135, consisting of the $500, 000 out standi ng
debt along with $1.257 nmillion of additional advances made during
1997, plus interest. During 1997, petitioner nade advances to
Cap Corp. of $55,000 on January 31, 1997; $50,000 on April 30,
1997; and $1.152 million on July 31, 1997.

Cap Corp. (through Koehler) issued petitioner a Decenber 1,
1996, prom ssory note to cover the above debt. Anong other
things, Cap Corp. promsed to pay on or before Novenber 30, 1997
all outstanding principal and 10 percent interest to petitioner.

E. Petitioner’'s 1997 O dinary Loss and Bad Debt Deducti on;
Petitioner’s 1998 AeroCentury Stock Transaction

On its 1997 return, petitioner clainmed a $1, 859, 135 bad debt
deduction consisting of: (1) The $500,000 Cap Corp. debt not
assunmed by CKH in the debt conversion transaction; (2) the
$1, 257,000 of advances to Cap Corp. during 1997; and (3) $102, 135
of interest owed petitioner by Cap Corp. Petitioner did not
claima deduction with respect to CKH s $2.259 nmillion assunption

of Cap Corp.’s debt or the conversion of the Cap Corp. debt into
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CKH preferred stock. On its 1998 return, petitioner reported
$441, 190 of mi scell aneous income in connection with its receipt
of 44,119 shares of AeroCentury stock from Cap Corp

On February 15, 2001, during respondent’s exam nation of the
1997 tax return, petitioner submtted an informal claimasserting
that it was entitled to an additional ordinary | oss deduction in
an anount exceeding $2 mllion in connection with the debt
conversion transaction. In its informal claim petitioner
asserted: (1) CKH s only val uable asset was CKS; and (2) since
CKS' s filing for bankruptcy under chapter 7 of the Bankruptcy
Code in 1998, CKS has been in the process of |iquidation.
Petitioner also maintained that ignoring the specul ative goodw | |
attributable to CKS, CKH had a net worth of approximtely
$120, 000 after the debt conversion transaction.

In the notice of deficiency for 1997, respondent disall owed
the additional ordinary loss informally clainmed and the
$1, 859, 135 bad debt deduction. Anmong other things, respondent
determ ned: (1) The clained ordinary | oss and bad debt deduction
were not all owabl e because they represented capital expenditures;
and (2) it had not been established that petitioner’s reported
$1, 859, 135 bad debt becane worthl ess during 1997.

In its petition, petitioner clainmed a $2,052,900 ordinary
| oss regarding CKH s assunption of Cap Corp.’s $2.259 mllion

debt to petitioner and/or petitioner’s cancellation of that debt
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i n exchange for CKH preferred stock. Petitioner contended that
the value of the CKH preferred stock woul d not have exceeded
$207,000 at the tine of the exchange.

1. The $2 MIlion Consulting Fee

Before the creation of CKH in Cctober 1996, petitioner was
negotiating with National Service Industries, Inc. (NSI), to
provide certain services. The services involved assisting NSI to
di spose of a safe harbor | ease under forner section 168(f)(8)

W t hout adverse tax consequences. The safe harbor | ease was on

t he verge of producing approximately $87 mllion of ordinary
income (the tax benefit lease). Although NSI, if it remained the
hol der of the tax benefit | ease, would not receive or be enriched
by $87 mllion froman econom c standpoint, NSI, for tax

pur poses, would be obligated to report $87 mllion of ordinary
income with respect to the tax benefit |ease. A consulting
agreenent was executed between NSI Enterprises (an NS

subsidiary) and petitioner on Decenber 1, 1996, 1 day before Cap
Corp.’s, CKH s, and petitioner’s execution of the stock purchase
and debt conversion agreenents, discussed in Il. C above, under
whi ch anong ot her things, CKH acquired a 100-percent stock

ownership in CKS
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NSI intended to divest itself of the | ease w thout adverse
tax consequences. To that end, in August 1996 NSI entered into a
presumably tax-free, nonrecognition transaction involving
preferred stock in a conpany called RD Leasing (RD).! The RD
stock had a val ue of approximtely $700,000. Significantly, the
prior owner of the RD stock ostensibly had a high tax basis
(approximately $87 mllion) in the stock.®® By acquiring the RD
stock in a presunably tax-free transaction, NSI sought to obtain
an $87 mllion carryover basis and a potential built-in |oss of
nearly $87 mllion to offset $87 million of ordinary incone from
the tax benefit lease. NSI's plan was to transfer the tax
benefit | ease and the RD stock to an NSI affiliate in a series of
tax-free transactions. NSI would then sell, to an unrel ated
entity, all outstanding shares of stock in the NSI affiliate with
the offsetting incone and |l oss. The unrelated entity could sel
the RD stock to trigger the $87 mllion built-in loss. To be

entitled to offset and to claiman ordinary loss with respect to

2The bona fides and proper attendant tax consequences of
t he divestnent and/or any of the divestnent’'s steps to NSI and/or
other participants are not in issue in this case.

BThis prior owner’s earlier acquisition of the RD Leasing
(RD) preferred stock was discussed in Andantech L.L.C. V.
Comm ssioner, T.C Meno. 2002-97, affd. on sone issues and
remanded for further proceedi ngs on other issues 331 F.3d 972
(D.C. Gr. 2003).
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the sale of the RD stock, the unrelated entity, however, would
have to be a securities dealer in whose hands the preferred stock
woul d be “inventory” rather than a capital asset.!4

NSI paid a $2.5 million fee to petitioner in |ate January
1997 for services in helping to arrange the divestnment. Melissa
Meder (Meder), NSI's vice president for tax, was involved in
pl anni ng and effecting NSI's divestnment of the tax benefit |ease.
On August 31, 1996, NSI, through a subsidiary, acquired the RD
stock® in exchange for 7,302 shares of NSI Enterprises preferred
stock. The RD stock had a $100 per share liquidation preference
val ue, was entitled to a dividend of 6.878 percent per annum and
had a “put” feature allowng the preferred stockhol der to request
redenption and to have that stock redeened on or after January 1,
1999. Wile the preferred stock remai ned outstandi ng, RD was
required to maintain investnents in governnental instrunments or
“A’-rated bonds having a value equal to the preferred stock’s
i qui dation preference and accrued but unpai d divi dends.

On August 31, 1996, NSI transferred to NSI Enterprises the
tax benefit |ease and certain real estate in Decatur, Ceorgia
(the Decatur realty). On the sane date, NSI Enterprises

transferred to Corisma, Inc. (Corisma), a wholly owned subsidiary

4See sec. 1221(1); see also sec. 1211(a), which prohibits a
corporate taxpayer’s deduction of a capital |loss against its
ordi nary i ncone.

RD was a second-tier subsidiary of Norwest Bank (Norwest).
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of NSI Enterprises, the tax benefit |ease, the RD stock, and the
Decatur realty. Before August 31, 1996, Corisma had been an

i nactive subsidiary of NSI Enterprises. Concurrently with the
conveyance of the Decatur realty to Corisma on August 31, 1996,
NSI | eased back the Decatur realty from Cori sna under a net | ease
agreenent for use by NSI’'s Lithonia division.

Beginning in the fall of 1996 through Decenber 1, 1996,

Meder (on NSI’'s behal f) sought petitioner’s services in finding a
buyer for Corisma and hel ping NSI to consummate a sal e of
Corisma’s shares to that buyer. On Decenber 1, 1996, petitioner
and NSI Enterprises executed a consulting agreenent pursuant to
whi ch petitioner ostensibly would provide consulting services to
NSI Enterprises and its corporate affiliates for a 3-year period
endi ng Novenber 30, 1999, in exchange for the $2.5 mllion fee,
payabl e “in advance” (Decenber 1, 1996) at the inception of the
NSI Enterprises-petitioner consulting agreenent.

As of the conclusion of the Decenber 2, 1996, debt
conversion transaction, aside from CKH s 100- percent stock
ownership interest in CKS, CKH did not have any significant
assets. Koehler held 91 percent of CKH s outstandi ng conmon
stock and Crispin held the remaining 9 percent. Petitioner held
a large preferred stock interest in CKH Koehler estimated that

petitioner’s CKH preferred stock represented 98 percent of the



- 47 -
total equity in CKH. Anong other things, petitioner’s ownership
of the CKH preferred stock gave petitioner a |liquidation
preference upon CKH s |iquidation.

After Decenber 1, 1996, petitioner offered CKH as a
prospective buyer for Corisma and negotiated with NSI the terns
of CKH s purchase of Corisma. Imediately before selling Corisma
to CKH, NSI changed Corisma’s nane to LLDEC, Inc. (LLDEC). CKH
enpl oyees did not participate in the negotiations for purchase of
LLDEC (Corisnm); petitioner alone conducted the negotiations.
Meder was unaware that CKH was to be LLDEC s buyer until the
final stages of the transaction. Meder |earned that CKH woul d be
t he prospective buyer probably no earlier than January 29, 1997,
when Koehl er issued a docunent authorizing CKH to purchase
LLDEC s stock from NSI Enterprises.

On January 30, 1997, Earl Lester (Lester) on CKH s behal f
executed the closing docunents for purchase from NSI of the LLDEC
stock and LLDEC s sale of the Decatur realty to Wachovia Capital
Mar kets, Inc. (Wachovia). Lester worked as a salesman for CKS in
Lexi ngton, Kentucky, primarily selling Jet Fleet partnership
interests. Koehler asked Lester to travel to Atlanta to sign the
cl osi ng docunents. Lester was appointed an officer of CKH on the
sane day that he executed these docunents for CKH Lester was
not a know edgeabl e participant in the transactions and was under

the inpression that he was in Atlanta to sign docunents for
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Crispin in a “tax deal”. Upon his return fromAtlanta, Lester
was pai d about $7,500 for his services in traveling to and
participating in the closing.

Al t hough Koehler did not attend the Atlanta cl osing, Koehler
was el ected sole director, president, secretary, and treasurer of
LLDEC i n docunents dated January 30, 1997. On January 30, 1997,
Lester was el ected senior vice president of LLDEC. Al so by neans
of a January 30, 1997, docunent, Koehler (as LLDEC s sol e
director) authorized LLDEC s sale of the Decatur realty to
Wachovia for $7,577,657, which was acconplished by neans of a
January 30, 1997, agreenent between LLDEC and Wachovia. The sale
of the Decatur realty to Wachovia was negoti ated by enpl oyees of
NSI. In a January 30, 1997, docunent entitled “Guaranty of
Lease”, NSI guaranteed fulfillment of the obligations in the
prior net |ease agreenent (to which the Decatur realty was
subj ect) between NSI and Corisma. Finally, on January 30, 1997,
NSl sold all of LLDEC s stock to CKH for $7,053, 000 derived from
LLDEC s sale of the Decatur realty. LLDEC paid petitioner
$524, 657 (which represented the difference between the $7,577, 657
selling price for the Decatur realty and the $7, 053, 000 selling
price for the LLDEC stock), purportedly as an investnent banking

fee for petitioner’s arranging the sale of the Decatur realty.
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On January 30, 1997, NSI paid petitioner the $2.5 mllion
fee nentioned in the Decenber 1, 1996, consulting agreenent.

Al t hough the Decenber 1, 1996, consulting agreenent stated that
petitioner was to provide “consulting services” for a 3-year
peri od endi ng Novenber 30, 1999, after January 30, 1997,
petitioner was not required to render any further services.

On February 1, 1997, CKS and petitioner executed an
i nvest ment banki ng services agreenment, pursuant to which
petitioner agreed to provide consulting services to CKS with
respect to CKS s disposition of the RD stock and the tax benefit
| ease. Upon CKS s disposition of the RD stock, petitioner was to
receive the net proceeds, |ess $132,000. Upon CKS s disposition
of the tax benefit |ease, petitioner was to receive 75 percent of
t he net proceeds.

On February 4, 1997, LLDEC (now al so a CKH subsi di ary)
transferred the tax benefit |ease and the RD stock to CKS. On
February 13, 1997, petitioner transferred $2 million to CKH On
May 5, 1997, Norwest (through its subsidiary Norwest Equi prment)
redeemed the RD stock and paid CKS $758, 123. 64 representing the
i quidation value of the RD stock, plus accrued dividends. CKS,
in turn, transferred $624, 123. 64 of the $758,123.64 to

petitioner, leaving CKS with $134, 000. ¢

®As i ndi cat ed above, the investnent banking services
agreement between CKS and petitioner provided that $132, 000 was
(continued. . .)
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On its return for the tax year ended Novenber 30, 1997,
petitioner reported only $500,000 of the $2.5 million NSI fee
recei ved on January 30, 1997. Petitioner did not report the $2
mllion portion of the NSI fee as incone.

On the CKH and CKH s affiliates consolidated inconme tax
return filed for the short tax year Cctober 22, 1996, through
March 31, 1997, CKH reported the $2 million portion of the NSI
fee transferred by petitioner. The $2 mllion of income was
of fset by CKS' s $2,079, 706 reported | oss for that year and a
$1, 739,488 NOL carryover from prior years.

In the notice of deficiency for the taxable year ended
Novenber 30, 1997, respondent determined that the $2 mllion
portion of the NSI consulting fee was includable in petitioner’s
income. Petitioner alternatively alleged in the petition that,
in the event this $2 million portion of the NSI fee was held to
be taxable to petitioner, petitioner should be entitled to deduct
the $2 million payment to CKH as a busi ness expense.

2. Petitioner’'s Advances to Koehl er

On August 31, 1994, Koehl er executed a demand prom ssory
note to petitioner for $31, 705 for advances that petitioner had

made to Koehl er over a period extending back to the 1980s.

18(, .. conti nued)
to be retained by CKS. The parties, however, stipulated that
$134, 000 was the amount that CKS actually retained. The record
does not disclose the reason for this $2,000 discrepancy.
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Bef ore August 31, 1994, there was no note evidencing the $31, 705.
The demand prom ssory note al so covered additional principal
anounts advanced by petitioner to Koehler that were to be added
to the $31, 705 shown on a schedul e attached to the note.
Interest, at the rate of 5 percent, was provided for fromthe
date of each principal disbursenent.

Begi nni ng on August 31, 1994, through Decenber 30, 1994,
petitioner advanced an additional $45,000 to Koehler, in nine
sem nont hly paynents of $5,000 each on the 15th and the | ast day
of each nonth. Before the $5,000 sem nonthly paynents, Koehl er
had been receiving nonthly conpensation from Cap Corp. Koehler
suggested that petitioner |abel the $5,000 paynents to Koehl er as
| oans, as opposed to conpensation, because Koehler’'s former wfe
was then seeking increased alinony paynents.

Koehl er had experienced financial difficulties since his
di vorce in 1987 or 1988 and was payi ng $4,000 in nmonthly alinony.
From at | east 1992 through 1996, Koehler’s financial condition
was poor, and he was unable to repay the advances received from
petitioner. By August 31, 1994, when petitioner began making its
ni ne $5, 000 sem nonthly paynents to Koehler, Crispin knew that
Koehl er was insol vent.

Begi nni ng on August 31, 1994, through Decenber 1, 1995,
$4,555 in interest accrued on the August 31, 1994, demand

prom ssory note. During that sanme period, Koehler paid
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petitioner accrued nonthly note interest in varying nonthly
anmounts totaling $4, 555.

As of Decenber 31, 1994, Koehler owed petitioner $76, 705
under the August 31, 1994, demand prom ssory note. Koehler did
not make principal paynents on the $76, 705 note. Petitioner has
not sought repaynent of the $76, 705 advanced to Koehl er.

On its return for the taxable year ended Novenber 30, 1996,
petitioner deducted as a m scel |l aneous expense the $76, 705
advanced to Koehler. In the notice of deficiency, respondent
di sal |l owed the deduction. Respondent determ ned that it had not
been established that this $76,705 (1) was an ordi nary and
necessary busi ness expense and (2) had been expended for the
pur pose st at ed.

OPI NI ON

The factual circunstances in this case consist of a
Byzantine | abyrinth of conplex transactions. Mst of the
transactions were generated to achieve a tax effect. W nust
deci de whet her these transactions should be respected. Sone of
the transactions we consider present |ess sophisticated questions
such as when and by whom inconme should be reported or whether
certain deductions should be allowed. The specific issues we
consider involve: (1) Petitioner’'s entitlenent to nore than $2.7
mllion of deductions fromthe second | ease strip deal for its

t axabl e years ended Novenber 30, 1996 and 1997; (2) petitioner’s
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entitlenment to a $2,052,900 ordinary |loss and a $1, 859, 135
busi ness bad debt deduction for 1997 with respect to advances to
Cap Corp.; (3) $2 mllion of the NSI consulting fee and (a)
whether it is includable in petitioner’s 1997 incone, and (b) if
it is includable in income, whether petitioner is entitled to a
$2 mllion business deduction for 1997; (4) petitioner’s
entitlement to a $76, 705 busi ness bad debt deduction for 1996
concerning |l oans to Koehler; and (5) whether petitioner is liable
for penalties under section 6662.

| . Petitioner’'s Second Lease Strip Deal

Petitioner arranged | ease strip deals using tax-indifferent
parties and series of conplex nultiparty transactions to secure
substantial tax benefits exponentially |larger than taxpayers’
econom c investnents in the deals. The parties’ argunents
concerning these deals involve questions of substance versus
form Petitioner relies on the formof the transactions, and
respondent relies on the substance. Specifically, respondent
contends that petitioner’s second | ease strip deal |acks economc
substance and should not be respected for tax purposes.

Al ternatively, respondent contends that petitioner’s clained
rental expenses and note disposition | osses are neither ordinary
and necessary business expenses under section 162 nor otherw se

deducti bl e | osses under section 165.
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A. Did the Underlvying Transacti ons Have Econonic
Subst ance?

1. Cenerally

If a transaction is found not to have econom c substance,
the formof the transaction may be disregarded in determning the
proper tax treatnent to be accorded that transaction. Numerous
courts have held that a transaction that is entered into
primarily to reduce tax and which otherwi se has mninmal or no
supporting econom c or commercial objective, has no effect for

Federal tax purposes. Frank Lyon Co. v. United States, 435 U. S.

561 (1978); Gegory v. Helvering, 293 U S. 465 (1935); ACM Pshi p.

v. Comm ssioner, 157 F.3d 231, 246-247 (3d Cr. 1998), affg. in

part and revg. in part T.C. Menp. 1997-115; United States v.

Wexler, 31 F.3d 117, 122, 124 (3d GCr. 1994); Yosha v.

Commi ssi oner, 861 F.2d 494, 498-499 (7th Gr. 1988), affg. d ass

v. Comm ssioner, 87 T.C. 1087 (1986); Goldstein v. Conmm Ssioner,

364 F.2d 734, 740-741 (2d Gr. 1966), affg. 44 T.C. 284 (1965);

Ni cole Rose Corp. v. Comm ssioner, 117 T.C. 328, 336 (2001),

affd. 320 F.3d 282 (2d Cir. 2002).

The determ nation of whether a transaction | acks econonic
subst ance requires a consideration of the facts and circunstances
surroundi ng the transaction, with no single factor being

determ nati ve. United States v. Cunberl and Pub. Serv. Co., 338
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U S. 451, 456 (1950). \Whether a taxpayer’s characterization of a
transacti on shoul d be respected depends upon whether there is a
bona fide transaction with econom ¢ substance, conpelled or
encour aged by business or regulatory realties, inbued with tax-
i ndependent consi derations, and not shaped primarily by tax
avoi dance features that have neaningl ess | abels attached. See

ACM Pship. v. Commi ssioner, supra; Casebeer v. Conm ssioner, 909

F.2d 1360 (9th Cr. 1990), affg. Sturmyv. Conm ssioner, T.C

Meno. 1987-625; Wnn-Dixie Stores, Inc. v. Conm ssioner, 113 T.C

254 (1999), affd. 254 F.3d 1313 (11th G r. 2001).

I n deci ding whether a transaction or series of transactions
| acks econom ¢ substance, courts have used a two-pronged inquiry:
(1) A subjective inquiry as to whether the transaction(s) was
carried out for a valid business purpose; and (2) an objective
i nqui ry concerning the economc effect of the transaction(s).

ACM Pshi p. v. Commi ssioner, supra at 247-248; Casebeer v.

Conmi ssi oner, supra at 1363; Kirchman v. Conmm ssioner, 862 F.2d

1486, 1490-1491 (11th Gr. 1989), affg. dass v. Conm ssioner, 87

T.C. 1087 (1986); N cole Rose Corp. v. Conm ssioner, supra. W

note that the two tests have nuch in common and are not
necessarily discrete prongs of a “rigid two-step anal ysis”.

Casebeer v. Conm ssioner, supra at 1363.
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The consi deration of whether there is a valid business
pur pose has been described as an inquiry into whether the
transaction is notivated by profit or econom c advantage so as
not to be considered a “sham for purposes of analysis under

. R C 8§ 165(c)(2).” Kirchman v. Conm ssioner, supra at 1491.

That inquiry has been simlarly described as one where the court
consi ders whether the transaction is “rationally related to a
useful nontax purpose that is plausible in light of the

t axpayer’s conduct and * * * economc situation”. ACM Pship. V.

Conmi ssioner, T.C. Menp. 1997-115. This evaluation of the

practicability or utility of the stated nontax purpose and the
rationality of the neans used to achieve that nontax purpose are
to be evaluated in accordance with comrercial practices in the

rel evant industry. Cherin v. Conmm ssioner, 89 T.C 986, 993-994

(1987) .

Consi deration of the economc effect of the transaction(s)
in question involves an objective inquiry concerning whether the
transaction appreciably affected the taxpayer’s benefici al

econom c interest, absent tax benefits. Knetsch v. United

States, 364 U. S. 361, 366 (1960); ACM Pship. v. Conm ssioner, 157

F.3d at 248. For exanple, where offsetting | egal obligations or
circular cashflows effectively elimnated any real economc
profit fromthe transaction, the transaction was considered to be

wi t hout econonic effect. Knetsch v. United States, supra at 366;
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H nes v. United States, 912 F.2d 736, 741 (4th Cr. 1990). De

mnims or inconsequential pretax profits relative to a
taxpayer’s artificially and grossly inflated claimof potential
tax benefits may be insufficient to i mbue an ot herw se
econom cal |y questionabl e transaction with econom ¢ substance.

ACM Pshi p. v. Comm ssioner, 157 F.3d at 257; Shel don v.

Conmi ssi oner, 94 T.C. 738, 767-768 (1990).

2. Background and Recapitul ati on of the Two Lease
Strip Transacti ons

Petitioner is a privately held corporati on owned and
controlled by Crispin, its 98-percent sharehol der and ultinate
deci sion maker. Petitioner was generally involved in equi pnment
| easi ng transactions and hel ping to structure the financing of
equi pnent, including the arranging of |ease strip deals. Through
t he maneuvering of certain equi pnent and existing | eases through
a preconcei ved series of transactions using several entities,
rental inconme and related rental expenses are bifurcated and
reall ocated to different parties. Virtually all of the rental
income is stripped out and allocated to a tax-indifferent party
in order to provide a disproportionately |arge share of tax
benefits (deductions) to a taxpayer. |In addition, the character
of the incone may be changed; i.e., capital gains are converted
to ordinary inconme or vice versa. By late 1994, petitioner had

extensi ve experience in arranging | ease strip deals.
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Bef ore Novenber 1994, CLI (an entity unrelated to
petitioner) owned certain conputer, photo processing, and
satellite dish equipnment that was | eased to various entities
unrel ated to petitioner. Mst of these existing | eases were
schedul ed to end during the spring, sumer, or w nter of 1997.

In late 1994 and early 1995, petitioner arranged a first
| ease strip deal for CFX. According to a tax opinion, CFX, in
exchange for a cost of approximately $2.9 million, would receive
approximately $13.8 mllion in deductions. The $2.9 mllion to
be paid by CFX was divided anong the partici pants and ot hers who
arranged the deal, including CLI and petitioner. Petitioner
earned $611,655 for its services in arranging the first |ease
strip deal for CFX

A second | ease strip deal involving sone of the sanme
equi pnent was initiated approximately 9 nonths later. In the
first and second | ease strip deals there were at |east 17
interrelated transactions with respect to the same equi pnent.
Under the second | ease strip deal, petitioner clained over $4.2
mllion in deductions for 1995, 1996, and 1997. Petitioner’s
out - of - pocket cost for the “investnent” in its second | ease strip
deal approximated 1 percent of the clainmed deductions or slightly

nore than $40, 000.
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The first lease strip deal (for CFX) and the second | ease
strip deal (for petitioner) involved equipnent already subject to
the following | eases: (1) A | ease of photo processing equi pnment
to K-Mart (a large retailer), and (2) a | ease of conputer
equi pnrent to Shared (a nedical services provider). Late in 1994,
the K-Mart and Shared | eases each had only a few years left to
run.

The transactions used to effect the first |ease strip deal
i ncluded: (1) The purchase of conputer, photo processing, and
satellite dish equi pnent already subject to existing end-user
| eases with K-Mart, Shared, and others; (2) “taxable sale”-
| easeback transactions of that equi pnent by CFP, a partnership
and a tax-indifferent partner under the sal e-|easeback
partnership, (a) where CFP was issued an equi pnment purchase
install ment note with the installnments equal to and offset by the
rental paynments due under the w aparound | ease entered into by
CFP, and (b) CFP s | easeback of that equi prent under a wr aparound
| ease enconpassi ng those existing end-user |eases; (3) a |lease
strip sale by CFP whereby virtually all of the rental inconme with
respect to those existing end-user |eases was stripped out and
allocated to the lowa Tribe, a tax-indifferent party and 99-

percent limted partner of CFP;, and (4) the transfer in a
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purported section 351 transaction by CFP to CFX Financial (a
subsidiary of CFX) of (a) the waparound | ease position and (b)
t he equi pnment purchase installnent note or paynent rights.

In the second | ease strip deal, in which petitioner was the
custoner/taxpayer, simlar transactions were enployed including
“taxabl e sal e”-1 easeback transactions and a rent strip sale
involving the lowa Tribe, a tax-indifferent party, to generate
deductions disproportionately larger than petitioner’s econom c
investnment in that deal. Unlike the beneficiary of the first
| ease strip deal, petitioner did not retain the over |ease
wr aparound | ease position for the entire life of the |ease.

I nstead, petitioner disposed of its over |ease position and the
acconpanyi ng equi pnent installnment note in a series of three
transactions during a 21-nonth period from Novenber 27, 1995,

t hrough Septenber 1, 1997.

Normal ly, in |ease strip deals structured by petitioner, the
tax benefits custonmer was wholly unrelated to petitioner. 1In the
second deal, however, petitioner was the tax benefits custoner
that cl aimed the deductions fromthe | ease strip deal with
respect to the sanme K-Mart and Shared equi pnent. After arranging
the first lease strip deal for CFX, petitioner reconfigured,
refined, and reused the ownership of the K-Mart and Shared
equi pnent, the K-Mart and Shared end-user |eases, and the naster

| ease to create a second | ease strip deal and the over | ease
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wr aparound | ease involving the sane equipnment. Oiginally,
petitioner planned to market the second | ease strip deal to an
unrel ated custonmer. Petitioner, however, decided to claimover
$4.2 mllion in deductions itself.

Petitioner contends that it was forced to becone involved in
the second | ease strip deal because of the IRS s Cctober 30,
1995, issuance of Notice 95-53, 1995-2 C B. 334. The purpose of
that notice was to di scourage such | ease strip deals. 1In Notice
95-53, 1995-2 C.B. at 334-335, the IRS (1) described a | ease
strip deal which, in all material respects, was substantially
simlar to the first and second | ease strip deals we consider
here, and (2) warned that the IRS woul d chal |l enge and, on vari ous
grounds, disallow the clainmed tax benefits under such | ease strip
deals. Notwithstanding the IRS s warning in Notice 95-53, supra,
petitioner deducted nmore than $4.2 mllion for 1995, 1996, and
1997 fromits involvenent in the second | ease strip deal

In the first lease strip deal, involving CFX, the conplex
mul ti party equi pnment purchase, |ease, and other transactions were
entered into on Novenber 1 and 30, 1994, Decenber 2, 1994, and

January 3, 1995. In petitioner’s second |ease strip deal the
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conplex nultiparty transactions were entered into on August 31,
Septenber 1, Septenber 28, and Novenber 27, 1995; and on Cctober
31, 1996, and Septenber 1, 1997.%

3. Petitioner’'s Rental Expense Deducti ons and Note
Di sposition Losses

On its 1995 tax return, petitioner clainmed CMACM s purported
$1, 982,825 I oss frompartial disposition of the $4, 056, 220
Jenrich note to Okoma, resulting in petitioner’s $404, 000 NOL for
1996. On its 1996 tax return, petitioner reported that CMACM had
a $469, 221 cost basis for the portion of the $4,056, 220 note
transferred to Lexington for an unsecured $10, 000 promi ssory note
on Cctober 31, 1996. On the basis of that, petitioner clained
CMACM s $459, 221 1 oss on the partial disposition of the Jenrich
note. Petitioner also clained $414,041 as rental expenses on its
1996 tax return attributable to CMACM s 1996 purported over | ease
rental paynments. CMACM s clainmed rental expenses equal ed, and
were conpletely offset by, the amobunts due petitioner under

Jenrich’s equi pnment purchase installnent note.

"Attached to this opinion as app. Ais a 3-page, 17-step
flow chart reflecting the basic elenents of the transactions.
Attached as app. B is a single-page summary of app. A Apps. A
and B were prepared by respondent and used during the trial as an
aid to understanding the various steps in the questioned
transactions. The appendi xes were not received in evidence, but
were marked for purposes of identification. These charts are
i ncluded solely to aid in better understandi ng the conpl ex fact
pattern in this case.
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On its 1997 tax return, petitioner reported that CMACM had a
$1, 179,013 cost basis for the renmaining portion of the $4, 056, 220
Jenrich note that CMACM transferred to Lexington for Lexington' s
$1, 000 unsecured prom ssory note. On the basis of that,
petitioner clainmed a $1,178,013 loss on the partial disposition
of the Jenrich note to Lexington. Petitioner also clainmed
$237,853 of rental expenses on its 1997 tax return attributable
to CMACM s purported over |ease rental paynments during 1997. The
rental expenses clainmed by CMACM equal ed, and were conpletely
of fset by, the anpunts due to CMACM under Jenrich’s equi pnent
purchase install nent note.

Finally, on its 1998 tax return, petitioner clained
deductions for the worthl essness of Lexington’s $10, 000 and
$1, 000 unsecured prom ssory notes.

In sum on the basis of its $10 investnent in stock and
assunption of a purported $215, 000 obligati on owed by CAP to EQ
petitioner clainmed over $4.2 mllion in deductions fromthe
second | ease strip deal transactions. (%$1,982,825 + $459, 221 +

$414, 041 + $1,178,013 + $237,853 + $10, 000 + $1,000 =
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$4,282,953. %) As of Septenber 1, 1997, petitioner’s actual out-
of - pocket cost was approxi mately $40, 000.

4. Did Petitioner Have a Nont ax Busi ness Purpose for
Entering Into the Second Lease Strip Transaction?

The second | ease strip deal was designed to provide
substantial tax benefits for petitioner. Petitioner acknow edges
that its only possibility for realizing an economc profit from
the over | ease position depended upon rental incone being
produced fromthe residual |ease interests with respect to the K-
Mart and Shared equi pnent. The |lease termin petitioner’s over
| ease agreenent, however, provided for no actual residual
interests in the K-Mart and Shared equi pnent. The over | ease
agreenent specified a |lease termfor the K-Mart and Shared
equi pnent that expired on the sane dates as the nmaster | ease
respecting that equi pnment. Al though acknow edgi ng that the over
| ease agreenent provided respective term nation dates of QOctober
31, 2002, and April 30, 2000, with respect to the K-Mart and
Shared equi pnent, petitioner and Crispin assert that the over
| ease term nation dates are a “drafting error”. Petitioner and
Crispin maintain that the over |ease was neant to run: (1) From

August 31, 1995, through February 28, 2004, in the case of the K-

8The $10 stock investnent and the $215, 000 obligation
represented petitioner’s only actual out-of-pocket expenditures.
As of the years under consideration, however, petitioner had paid
only $40,000 of the $215,000 obligation. Al other purported
obligations were part of circular flows so that petitioner was
not required to nmake any out-of - pocket expenditures.
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Mart equi prent, and (2) from August 31, 1995, through February
28, 2002, in the case of the Shared equi pnent.

Petitioner did not offer a reasonable explanation as to why
it was necessary for CMACM (petitioner’s subsidiary and
affiliate) to acquire petitioner’s purported over |ease residual
interests in the K-Mart and Shared equi pnent, and for CVMACM
pursuant to the purported section 351 transfer from CAP, to
acqui re and/or assune (1) the rental paynent obligation for the
entire life of the over | ease and (2) the Jenrich equi pnent
purchase installnent note. |In that regard, there appears to have
been no concern on petitioner’s part in structuring this second
| ease strip deal about Jenrich’s questionable financial condition
and ability to make paynents on the install nent note.

Utimately, any note installnments paid by Jenrich and over | ease
rental paynments by CMACM woul d be conpletely offset so that no
cash paynents woul d have to be nade by CMACM or by Jenrich

In the first |lease strip deal for CFX, petitioner had a
busi ness purpose and profit notive; viz, obtaining a fee of nore
than $611, 000 for arranging the |ease strip deal for CFX
Petitioner, however, has not shown any credi bl e busi ness purpose
for its involvenment in the second | ease strip deal other than its
intent to claim$4.2 nmllion in tax benefits. The second | ease
strip deal was structured to strip out the equi pnent rental

inconme and reallocate it to the tax-indifferent lowa Tribe in
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order to | eave petitioner with deductions of nore than $4.2
mllion. Petitioner sought to claimthese tax benefits because
it was unable to sell the deal to others because of the IRS s
Oct ober 30, 1995, issuance of Notice 95-53, 1995-2 C. B. 334,
warning of the IRS s intention to challenge and disallow tax
benefits cl ai ned under | ease strip deals.

Petitioner contends that this case is “fact driven, and this
Court must ultimately deci de whose version of the facts is
correct.” Petitioner argues that it was in the business of
structuring | easing transactions and that the two | ease strip
deal s under consideration did not differ fromand were typical of
cont enpor aneous | ease strip deals. Finally, petitioner argues
that it was genuinely notivated to seek a pretax economc profit.

In effect, petitioner asks this Court to accept its version
of the facts, including the prem se that the second | ease strip
deal enploys the sanme formas simlar |ease strip deals being
conducted at that tinme. It is well settled that the nere
execution of docunents assigning |labels to aspects of a
transaction does not automatically result in their being
respected for tax purposes. Simlarly agreenents which, on their
face, formally conply with the requirenments of a statute do not
gi ve substance to a transaction which in reality has no economc

subst ance. See Greqgory v. Helvering, 293 U. S. at 468. W nust

deci de whet her what was done, apart fromthe tax notive, was what
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the statute intended. Id. at 469; see also Knetsch v. United

States, 364 U S. at 365. Even if we accepted petitioner’s
prem se that the second | ease strip deal was a typical deal
petitioner’s approach focused solely on formw th no regard for
the substance. The |ease strip deals we consider in this case
are nmere tax-avoi dance devices or subterfuges m m cking a | easing
transaction. The obvious purpose was to obtain unwarranted and
substantial tax benefits.

We first consider whether petitioner subjectively had a
val i d, nontax business purpose for entering into the second | ease

strip deal. See ACM Pship. v. Conm ssioner, 157 F.3d at 247-248;

Casebeer v. Conm ssioner, 909 F.2d at 1363.

Petitioner clains to have entered the | ease strip deal to
hol d the over |ease residual interests in the K-Mart and Shared
equi pnent because it expected to earn a pretax profit fromthe
equi pnent rental incone or the inconme produced from di sposition
of the residual interests. The over |ease agreenent, however,
provides for a | ease termunder which petitioner would have no
residual interests in the equi pnent because the agreenent
specifies a lease termthat expires on the sane date as the
mast er | ease respecting the sanme equi pnment. Thus the operative
| egal docunent governing petitioner’s rights contains a
fundanental flaw and does not support petitioner’s over |ease

position. Significantly, petitioner’s failure to discover and/or
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remedy this fundanmental flaw undercuts petitioner’s contention
that it had a genuine pretax profit notive and a valid nontax
busi ness purpose for entering into the | ease strip deal. |[ndeed,
the flaw in the agreenent escaped petitioner’s notice and that of
ot hers representing Ckoma and Lexington, the two entities to

whi ch CMACM di sposed of part of CMACM s over | ease position in a
series of three transactions from Novenber 28, 1995, through
Septenber 1, 1997.

Petitioner attenpts to counter the effect of what it terns
an “anbiguity” by contending that “Crispin, CVA [petitioner], and
its personnel would not have entered into a transaction for any
consideration [where that transaction] * * * did not give them
the residual period they thought they were buying, mainly because
no custonmer woul d have even consi dered buyi ng a nonexi st ent
position from CMA.” W are skeptical of petitioner’s argunent.
Petitioner and CMACM had extensive experience in arranging | ease
strip deals. |If petitioner and Crispin were unsophisticated or
relied on others, their argunment m ght be nore col orable. But
here, the “experts” bought their own “product” with a major
drafting flaw and fundanental defect. Under these circunstances,
we concl ude that the substantive rights were of no inport to
these “experts” and that they viewed the transactions with
indifference. For petitioner the transactions were solely a

means for securing a tax advantage. |If petitioner and Crispin
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had been genui nely concerned about the pretax profit potential,
they woul d have carefully reviewed the over | ease agreenent to
ensure that the residual |ease periods were properly defined.

Petitioner’s lack of interest or concern is inconsistent
with a genuine pretax profit notive for entering into the second
| ease strip deal. Oher than self-serving testinony, petitioner
of fered no preinvol venent docunents reflecting the value of the
| ease transaction rights. Notw thstanding petitioner’s clained
pretax profit notive, it did not hold the over |ease position for
very long. Petitioner caused CMACM to dispose of its position to
Okoma and Lexington in a series of three transactions from
Novenber 27, 1995, through Septenber 1, 1997. In the
consunmati on of the three transactions, Crispin and petitioner’s
personnel failed a second tine to discover the fact that there
was no over |ease term W note that Crispin, as CMACM s
presi dent, personally executed each assignnment and assunption
agreenent by which CMACM di sposed of a portion of its over |ease
position to either Okoma or Lexington.

On or about March 25, 1996, when CMACM and Jenrich agreed to
of fset CMACM s over |ease rental paynent liability and Jenrich’s
install ment note liability agai nst one another, petitioner and
its personnel on a third occasion failed to discover the overlap

of the | ease terns.
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On the basis of the foregoing, we hold that petitioner did
not have a pretax profit notive. W also hold that petitioner
had no valid nontax business purpose for entering into the second

| ease strip deal. See Casebeer v. Conm ssioner, 909 F.2d at

1363-1364; Nicole Rose Corp. v. Conmm ssioner, 117 T.C. at 336-

338; ACM Pship. v. Conmissioner, T.C. Menp. 1997-115.

5. Wether Petitioner's Lease Strip Deal Had Econonic
Profit Potential Aside Fromthe Tax Benefits

We now turn to the second prong of our inquiry involving an
objective inquiry into the economc effect of the series of
transactions and whether it appreciably affected petitioner’s
beneficial economc interest, aside frompotential tax benefits.

See ACM Pship. v. Conmi ssioner, 157 F.3d at 246-248; Casebeer v.

Conmi ssi oner, supra at 1363.

In this inquiry, we exam ne the potential for economc
profit frompetitioner’s over |ease residual interests in the
K-Mart and Shared equi pnment. As di scussed above, there were no
over |ease residual interests because the over |ease agreenent
expired on the sane date as the master |ease. Even assum ng that
petitioner had acquired sonme over |ease residual interests in
t hat equi pnent, those interests had no residual val ue and/or
little if any potential for rental inconme. A Septenber 28, 1995,
forecast respecting the residual interests would have reveal ed
that, by the time the residual interest periods began, there

woul d have been: (1) No residual value for that equipnent and/or



- 71 -
(2) no projected equi pnent rental income to be earned fromthat
equi pnent. Respondent’s expert Peter Dal ey opined that, as of
Sept enber 28, 1995, with one de mnim s exception, the K-Mart and
Shared equi pnrent woul d have no estimated residual value by the
critical date, May 1, 2000. The exception concerned photo

equi pnent with a nom nal val ue of $194.

We enphasi ze, however, that petitioner did not obtain a pre-
Sept enber 28, 1995, outside appraisal of its residual interests.
| nst ead, Hughes (petitioner’s tax and accounting nmanager),
sonetinme before Septenber 28, 1995, prepared a valuation analysis
of those over |ease residual interests. Crispin and Hughes both
testified that this valuation analysis was based upon extending
the 10- to 12-year equi pnent “yield decline curve” that had been
used in the Marshall & Stevens appraisal to value CFX s first
| ease strip deal residual interests in the K-Mart, Shared, and
ot her existing | ease equipnent. W note that petitioner did not
offer into evidence any docunent containing the details of
Hughes’ s pre- Septenber 28, 1985, val uation anal ysis.

In addition, the Marshall & Stevens appraisal was not
received in evidence for purposes of establishing the probative
val ue of the conclusions therein or as opinion because no expert
testinony was offered. Respondent also points out that this
Court, in other cases, has rejected the valuation nethodol ogy of

Marshall & Stevens appraisals in cases involving conputer
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equi pnent. See Nicole Rose Corp. v. Comm ssioner, 117 T.C. at

338; Coleman v. Conm ssioner, 87 T.C. 178, 199 (1986), affd.

wi t hout published opinion 833 F.2d 303 (3d G r. 1987); Snhpot v.

Commi ssioner, T.C Menp. 1991-268. Marshall & Stevens applied a

10-year “yield decline curve” to conputer equi pnent that was
assuned to have a life of 10 years. The 10-year assunption was
used even though the equi pnment under considerati on had been
introduced into the market place a nunber of years before the
transacti on.

The right to the equi pnment rental income for the renaining
terms of the underlying | eases had consi derabl e val ue, as each
| essee was highly creditworthy and in all events, the | essee was
required to make the schedul ed rental paynents. In the first
| ease strip deal on Novenmber 30, 1994, HCA paid $11.763 nillion
to acquire the equi pnent rental stream due from K-Mart, Shared,
and ot her end users under the existing end-user |eases.® By
contrast, the rental stream under the over |ease residua
interests had a substantially |ower potential for value.

The followng factors reflect that there was little
potential for value or rental inconme fromthe over |ease residual
interests: (1) The original |eases were entered into before

January 3 and Septenber 28, 1995; (2) the equi pnent subject to

®Attached to this opinion as app. Cis a schedule detailing
the nonthly rental paynments that Hitachi Credit America Corp
(HCA) purchased in the Nov. 30, 1994, rent strip sale.
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each existing | ease had been declining in value since the | ease
was entered into; (3) the equipnment could only be expected to
continue to decline in value; (4) the existing end-user |eases
each had a few years to run before CFX' s master |ease residua
interest periods and then petitioner’s purported over |ease
residual interest periods with respect to that equi pnent would
have begun;?° (5) the first 2 years of the master |ease residual
interest in the K-Mart end-user |ease equipnent and the first 6
mont hs of the master |ease residual interest in the Anbco end-
user | ease equi pnent were “sold” to Residco; and (6) no | ease
arrangenment with a potential user was in place for the period
followng the termnation of the existing |l eases. Any such | ease
arrangenents woul d have to be negotiated at sone future point
either wwth the equipnent’s current end user or wth another
possi bl e user.

In that regard, one of petitioner’s experts acknow edged
that the projected future nonthly rental incone to be earned
under (1) the master |ease residual interests and (2) the over
| ease residual interests would be substantially | ess than the
monthly rental inconme due under the existing end-user |eases on

t hat equi pnent .

20The exi sting Shared and K-Mart end-user | eases expired no
later than Mar. 29 and Jul. 31, 1997, respectively. The existing
H P NY end-user |ease expired on Dec. 31, 1997; the existing
Martin Marietta end-user |ease expired on May 31, 1997; and the
exi sting Anoco end-user |ease expired on Mar. 31, 2000.
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a. The Experts’' Opinions

Respondent’ s expert, Peter Dal ey (Dal ey), opined that, as of
Sept enber 28, 1995, the K-Mart and Shared end-user | ease
equi pnent would: (1) Have al nost no estimted residual val ue
when petitioner’s purported over |ease residual interest periods
began; and (2) not generate rental inconme during the over |ease
residual interest periods. Qoviously, if the over |ease residual
interests had m nimal or no val ue when acquired, petitioner would
not pass the second prong of the econom c substance test.

Petitioner’s expert, Robert S. Svoboda (Svoboda), opined
that the over |l ease residual interests had a fair market val ue of
$122,000 to $263,000 as of Septenber 28, 1995. Petitioner
contends that it should succeed if it establishes that there was
a projected rental incone above $215, 000?' as of Septenber 28,
1995. In other words, petitioner argues that the economc
substance test is net if it shows that as of Septenber 28, 1995,
sone potential existed for petitioner’s earning a pretax profit.
In that regard, petitioner also argues that its projected future
over |ease residual interest rental income need not be discounted

to its present value as of Septenber 28, 1995.

21Thi s anmpbunt woul d have been petitioner’s maxi num out - of -
pocket cost if the note obligation had been fully paid. W note,
however, that petitioner had paid only $40,000 of the $215,000 as
of the tinme under consideration.



- 75 -

Conversely, respondent argues that any projected future over
| ease residual rental income nust be discounted to its present
val ue as of Septenber 28, 1995. Respondent al so argues that the
val ue of the residual interests nmust be comrensurate with or in
sone way reasonably proportionate to petitioner’s clained
potential tax benefits fromthe second | ease strip deal.

In our consideration of the experts’ opinions we may accept

or reject expert testinony, in whole or in part. Helvering v.

Natl. Gocery Co., 304 U. S. 282, 295 (1938); Silverman v.

Commi ssioner, 538 F.2d 927, 933 (2d Cir. 1976) (and cases cited

thereat), affg. T.C. Menp. 1974-285.

i Petitioner’'s Expert

Svoboda was asked to provide an opinion as to the fair
mar ket val ues, as of Septenber 28, 1995, of the underlying K-Mart
phot o processi ng and Shared conputer equi pnment. He also
estimated the future residual values for the K-Mart and Shared
equi pnent when (1) the existing or prior |ease of that equi pnent
termnated, and (2) the over |ease residual interest periods
began. Svoboda al so determ ned the fair market value, as of
Septenber 28, 1995, of petitioner’s over |ease residual interests
in the K-Mart and Shared equi pnment. For purposes of his
apprai sal, Svoboda added to the classical definition of “fair
mar ket val ue” the assunption that the buyer and seller

contenplate the retention of the properties by the current end-
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user | essees.? Although Svoboda has over 25 years of appraisa
experience, he had relatively little experience val uing residual
interests in equipnent with useful Iives of 10 years or |ess.

(a) Svoboda’s Opinions as to the Fair Market
Val ues and Esti mated Resi dual Val ues

Svoboda concl uded that, as of Septenber 28, 1995, the K-Mart
and Shared equi pnent had the follow ng fair market val ues and

estimted future residual val ues:

Esti mated Future Residual Val ue On:

Equi pnent Fair Market Value 2-24-97 3-13-97 6-30-97 7-31-97 5-1-00 11-1-02

K- Mar t
No. 32 $116, 844 —- - - -- $50, 076 - - $8, 346
No. 33 473, 452 —- -- -- 295, 908 -- 29, 591
No. 34 1, 215,504 —- -- $759, 690 -— -- 151, 938
Shar ed
No. 5 567,521 —- $133, 471 -- —- - 0- --
No. 6 143, 052 $30, 654 -— -- —- -0- —-

Svoboda primarily used the sal es conparison approach to
val ue the Shared conputer equipnment. H's opinion was based on
publ i shed market data on this equipnent, including reports
publ i shed by respondent’s expert, Daley. Svoboda concl uded that
t he Shared conputer equi pnrent woul d have no residual val ue by My
1, 2000, the date when petitioner’s over |ease residual interest

in that equi pnment began.

225voboda al so assuned that petitioner was contractually
entitled to incone fromthe over |ease residual interest periods,
a fact that is not supported by the operative docunents.
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In valuing the K-Mart photo processing equi pnment, however,
Svoboda was unable to find published market data. Accordingly,
he relied on (1) discussions with equipnent brokers and used
equi pnent dealers and (2) information on that equipnment fromthe
mar ket at the tine he prepared his report. H's research
uncovered very little information regardi ng the equi pnent during
the m d-1990s. Although the manufacturers’ representatives for
the K-Mart equi pnent indicated that the K-Mart equi pnent m ght
have either a 5- to 7-year life or an 8- to 10-year life, Svoboda
determ ned that the K-Mart equi pnent had a 10-year useful life.
He set a 5- or 10-percent “floor” or selling price for the K-Mart
equi pnent at the end of its useful |ife and devel oped a
depreciation curve to reach the K-Mart equipnment’s fair market

val ues and future residual val ues.

(b) Svoboda's Fair Market Value for
the Over Lease Residual Interests

Svoboda opined that the residual interests in the K-Mart and
Shared equi prent had a fair market val ue ranging from $122,000 to
$263, 000. He considered the three traditional approaches (i.e.,
sal es, incone, and cost) for val uing equi pnent and chose the
i ncone approach, explaining that “the cost approach was not
appl i cabl e and conparabl e sal es were not available.”

Svoboda chose the i ncone approach because “Utimtely the
val ue of the over |ease residual * * * [interests] equates to the

present worth of future benefits”. H's “goal was to quantify the
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future benefits and convert themto present value using a
di scount rate commensurate with the risk associated with
obtai ning those benefits”. He considered three variabl es
including: (1) Quantifying the future benefits; (2) determ ning
the appropriate discount rate; and (3) determning the tinme
required to achi eve those benefits and quantifying the risks
associ ated with achieving those benefits.

In order to quantify the future benefits of the residual
i nterests, Svoboda used the sanme nonthly rental inconme generated
during the preceding | eases. Recognizing that those nonthly
rates were too high, he used an “anticipated realization factor”
to project the future rental inconme. This adjustnent, according
to Svoboda, would take into account (1) the likelihood that the
equi pnment woul d be | eased during petitioner’s over |ease residual
interest periods, and (2) the anticipated decline in nonthly
rents for the equi pnment over tine. Relying heavily upon his
conversations with Paul Raynault (Raynault), CLI's chairman and
50- percent sharehol der, concerning the likelihood that K-Mart and
Shared woul d continue to rent after the existing | eases expired,
Svoboda determ ned that his anticipated realization factors
shoul d be 25 to 50 percent for the K-Mart photo processing
equi prent and 1 to 5 percent for the Shared conputer equi pnent.
Wth respect to the Shared conputer equi pnent, Svoboda recogni zed

t hat technol ogy was changing rapidly and that there would be
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i ncreased pressure on the | essees to replace conputer equipnent.
Additionally, by the m d-1990s conputer equi pnent manufacturers
were inclined to offer significant financial incentives to
potential custonmers. Svoboda applied a 10-percent discount
factor to account for those factors. Svoboda's fair market val ue
opi nion concerning the over |ease residual interests is
summari zed as foll ows:

Present Val ue of
Antici pated Realization Projected Future

Fact or Percent age Range Rental | ncone?!
Equi pnent Low Hi gh Low Hi gh
K- Mar t 25 percent 50 percent $116, 292 $232,585
Shar ed 1 percent 5 percent 6, 036 30,182
Total and FMW? 122, 000 263, 000

Det erm ned by applying a discount factor of 10
percent .
2Rounded to nearest $1, 000.

ii. Respondent’s Expert

Dal ey concluded that, as of Septenber 28, 1995, the K-Mart
phot o processi ng and Shared conputer equi pnrent would: (1) Have
an inconsequential estimated residual value at the beginning of
the residual |ease periods, and (2) generate no future rental
i ncome during those residual |ease periods. He also concluded
that the K-Mart and Shared equi pnent woul d have a total conbi ned

estimated val ue of $499,406 at the end of the original |eases.
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Dal ey is president of Daley Marketing Corp. (DMC), a conpany
t hat prepares and publishes market and residual value reports for
conputer equi pnent. DMC collects and maintains a data base of
i nformati on concerning the market and residual values of conputer
equi pnent. The sources of the data are brokers, dealers, and
| essors, and the reports have been published quarterly since
1985. DMC reports are used as a reference by nmany conpani es,
i ncl udi ng Fortune 500 conpani es, to ascertain conputer equi pnent
val ues. Petitioner subscribed to these reports during 1995.

Dal ey al so considered the three traditional approaches
(i.e., sales, inconme, and cost) to val uing equi pnrent and sel ected
t he mar ket approach because of the availability of actual sales
and offering prices for the sanme or simlar equipnent. He
reasoned that an actual market for equi pnent presents a nore
direct and reliable indicator of fair market val ue.

The net hodol ogy used to convert raw equi pnent information
obtai ned from brokers, dealers, and | essors into DMC residual
val ue reports includes the adding of a gross margin to arrive at
an “end user” fair market value. |In addition, the forecasting of
future value includes the devel opnment of a depreciation curve to
adj ust for new technol ogy, supply and demand, continued viability
of the manufacturer, conpetition, and other market factors. On
the basis of that nethodol ogy, Daley’ s judgnent is that the

equi pnent we consi der here reaches a sal vage val ue of 2 percent
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of list price. In Daley’'s judgnent, the value of the equi pnment
reaches “sal vage val ue” when the equi pnment is “scrapped or sold
off to third party nmai ntenance conpani es” for spare parts.

Dal ey concluded that by May 1, 2000, with one exception, the
K-Mart and Shared equi pnent woul d have no esti mated residual
val ue. The one exception was a piece of photo processing
equi pnent that Dal ey estinmated would have a nom nal residual
val ue of $194.

Dal ey used DMC' s conpil ed conputer equi pnment reports to
determ ne the residual values for the Shared conputer equi pnent.
Wth respect to the K-Mart photo processing equi pnment, Dal ey
conpiled information froma simlar data base on photo processing
equi pnent. Using a simlar nethodol ogy as he used for conputer
equi pnent, Daley arrived at the conclusion that the K-Mart
equi pnent woul d have no residual val ue.

On the basis of that analysis and using a 10- percent
interest or discount rate, Daley projected the future rental
i ncone the K-Mart and Shared equi pnent woul d produce during the
mast er | ease and over |ease periods. He projected that the K-
Mart and Shared equi pnent woul d produce no rental incone during
t he purported over | ease.

Dal ey opi ned that the underlying K-Mart and Shared end-user
| ease equi prent had the following fair market val ues as of the

dat es specified bel ow
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Fair Market Val ue

Equi pnent Nov. 1, 1994 Aug. 31, 1995 Sept. 28, 1995
K- Mar t $1, 651, 272 $1, 093, 247 $1, 041, 105
Shar ed 2,396, 764 1, 394, 450 1, 188, 847

Dal ey further opined that, as of Septenber 28, 1995, the K-
Mart and Shared equi pnment woul d have the follow ng estinmated
resi dual values on the dates shown bel ow and coul d be expected to
produce no rental incone during the purported over |ease residual
i nterest periods, as foll ows:
Estimat ed Resi dual Val ue
3-1-97 7-1-97

or or Over Lease Int. Pds.?
Equi pnent 4-1-97 8-1-97 5-1-00 Proj. Rental I|ncone

K- Mar t - - $378, 486 $194 -0-
Shar ed $120, 920 - - - 0- - 0-

The over |ease periods are: (1) From Nov. 1, 2002, through
Feb. 28, 2004, in the case of the K-Mart equi pnent, and (2) from
May 1, 2000, through Feb. 28, 2002, in the case of the Shared
equi pnent .

b. Eval uati on and Conpari son of the Experts

In many respects, the experts’ reports were terse and
| acking i n adequate detail and explanation. |In particular,
Svoboda’s opinions as to fair market value and projected future
rental income were prem sed on questionable and purely
specul ative judgnents. W found Daley’ s report to be short on
sone details, but nore objective and | ess specul ati ve.

Al t hough Svoboda agreed with Dal ey that the Shared conputer
equi pnent woul d have no value by the start of the residual |ease

period, Svoboda clained “it would be reasonable” to expect that
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petitioner would earn sonme future rental inconme fromleasing it.
He based this clai mupon 1994 and 1995 di scussions with Raynault.
Raynault stated that during the early 1990s there had been sone
experience of continued use for a few years follow ng the end of
an initial lease term As a result, Svoboda concl uded that
petitioner’s prospect of realizing equipnent rental incone from
t he Shared equi pment during the residual |ease period was
“specul ative” but possible. W agree that Svoboda’ s concl usion
is speculative and wi thout support in the record. W note that
Shared had no commtnent to use the equi pnent beyond the end of
the existing | ease (March 29, 1997), and no other prospective
| essee had been identified. Significantly, Svoboda’s opinion
that there was potential for rental income is contradictory to
his recognition that the equi pment woul d then have exceeded its
commercial useful Iife and be technol ogically obsol ete.

Svoboda’s conclusion is inconsistent wth traditional
definitions of “fair market value”. Under traditional wlling-
buyer-willing-seller tests, lack of value and relatively m ninma
utility are relevant facts in valuation. Svoboda s valuation did
not take into account these highly relevant factors. [In that
regard, the record reveals that technol ogy changes for this type

of equi pnent can render it obsol ete.
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Regardi ng the K-Mart photo processing equi pnment, Svoboda’s
| evel of experience and expertise in valuing equipnment with a 10-
year or less useful life is inferior to that of Daley.
Accordingly, we give | ess weight to Svoboda’ s concl usi ons
regarding (1) the fair market values of the K-Mart photo
processi ng equi pnent and the Shared conputer equipnment, (2) the
estimated residual value of the K-Mart equipnent, and (3) the
fair market value of petitioner’s over |ease residual interests
in the K-Mart and Shared equi prnent.

Al t hough Dal ey’ s opinion was al so lacking in detail, we have
nmore confidence in Daley’s valuation and find his approach and
assunptions to be nore reasonable. H's fair market and residual
val ue opi nions were based on objective market data.

Consequently, we rely on Daley’s conclusions with respect to

(1) the fair market values of the K-Mart and Shared equi pnment,
(2) the residual values of the K-Mart and Shared equi pnent, and
(3) petitioner’s projected equipnment rental inconme fromits over
| ease residual interests.

We find as an ultimate fact that as of Septenber 28, 1995,
the K-Mart photo processing and Shared conputer equi pnent had no
residual value. W further find as an ultimate fact that as of
Septenber 28, 1995, petitioner’s prospect for realizing equi pnment

rental incone and/or other incone fromthe over | ease residual
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interests was de mnims or nonexistent. W hold that, as of
Septenber 28, 1995, petitioner’s residual |ease interests had
m nimal or no fair market val ue.

C. Petitioner's Lease Strip Deal’s Econom c Profit
Pot ent i al

As of Septenber 28, 1995, the K-Mart and Shared equi pnent
woul d have had no estimated residual value, and the fair market
val ue of the residual |ease interests was nom nal or zero. |In
addition, the second | ease strip deal, aside frompotential tax
benefits, | acked any denonstrabl e objective, practical, economc
profit potential. Accordingly, we hold that petitioner’s second
| ease strip deal fails to neet the second prong of our inquiry

into its econom ¢ substance. See ACM Pship. v. Comm ssioner, 157

F.3d at 246-248; Casebeer v. Commi ssioner, 909 F.2d at 1363.

Because of our holding, it is unnecessary to address
petitioner’s argunent that rental incone should not be discounted
to present value in valuing the |ease strip deal profit

potential. See ACM Pship. v. Comm ssioner, 157 F.3d at 259-260

(agreeing on this point wwith T.C. Menpo. 1997-115). |In addition,
there is no need to address respondent’s argunent that nodest or
i nconsequential profits relative to petitioner’s clained
substantial potential tax benefits are insufficient to i nbue an
ot herwi se questi onabl e second | ease strip deal with econom c

substance. See id. at 258; Sheldon v. Comm ssioner, 94 T.C at

767-768.
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6. Conclusion as to the Econonic Substance of
Petitioner’'s Lease Strip Deal

Petitioner did not have a valid nontax business purpose for
entering into the second | ease strip deal. Aside frompotenti al
tax benefits, the second | ease strip deal did not have any
obj ectively denonstrable, practical economc profit potential for
petitioner. The transactions for the second | ease strip deal
were effected through various participating and pass-through
entities, a nunber of which either were related to petitioner or
were owned and/or controlled by others who regularly cooperated
with petitioner and/or Crispin in |lease strip deals and/or other
types of transactions. The other participants involved in the
first and second | ease strip deals, in nost instances, were not
acting at arms length and shared a commopn interest in inflating
t he val ues of the underlying equi pnment and the val ues of the
| eases and residual interests to generate substantial potenti al
tax benefits for the ultimate beneficiaries/custonmers. As
Raynault testified, CFX put up the only neani ngful anmount of
capital to be derived by the participants and others involved in
setting up the first deal

Much of the purported debt and ot her paynent obligations
incurred in |lease strip deals were to be offset by circuitous
cashfl ows anong the participants. For exanple, the supposedly
hi gh-basis $14.125 million EQ and $4, 056, 220 Jenri ch equi pnent

purchase install nent notes played key roles in the plan to
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produce substantial potential tax benefits in the |ease strip
deals. CFX was to claimapproximtely $13.8 million in net
rental expense deductions during the naster |ease. Petitioner
sought to claimdeductions in the $3 to $4 million range for net
rental paynments during the over |ease. Yet the respective master
| ease and over |ease purported rental paynents woul d equal,
coincide with, and be conpletely offset by the purported
equi pnent install nent note paynents CFX and petitioner were to
receive

In deciding the extent to which a nonrecourse note may be
accorded econom ¢ substance, a nunber of courts have relied
heavily on whether the fair market val ue of the underlying
property was within a reasonable range of its stated purchase

price. E.g., Estate of Franklin v. Comm ssioner, 544 F.2d 1045,

1048 (9th Gr. 1976), affg. 64 T.C. 752 (1975); Hager v.

Commi ssioner, 76 T.C. 759 (1981); see Hilton v. Comm ssioner, 74

T.C. 305, 363 (1980), affd. 671 F.2d 316 (9th Cr. 1982); cf.

Frank Lyon Co. v. United States, 435 U S. 561 (1978) (where,

anong ot her things, the buyer-lessor in a sal e-| easeback
transaction was personally liable on the nortgage).

In addition, the nere |labeling of a note as recourse is not
controlling. A note’'s recourse | abel does not preclude inquiry

into the adequacy of the collateral securing an alleged purchase
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noney debt. WAddell v. Conm ssioner, 86 T.C 848, 901-903

(1986), affd. 841 F.2d 264 (9th Gr. 1988). W have held that
recourse notes were not to be treated as bona fide debt for tax
pur poses where the possibility that the notes would be paid was

illusory and no actual intent existed to pay them Ferrell v.

Conm ssioner, 90 T.C. 1154, 1186-1190 (1988); Durham Farns #1,

J.V. v. Conm ssioner, T.C Meno. 2000-159, affd. 59 Fed. Appx.

952 (9th G r. 2003).

The purported debt issued in connection with the first and
second | ease strip deals is not valid indebtedness. Wth respect
to the $4, 056, 220 Jenrich equi pnent installnent note and the
$10, 000 and $1, 000 Lexington notes issued to CMACM there was no
bona fide intent to pay or to enforce those purported debt
obligations on the part of the issuers and hol ders of the notes.
Mal Iin (who advised Jenrich and was instrunental in bringing
about Jenrich’s involvenent in the second | ease strip deal
transactions) and Koehl er (Lexington s sol e sharehol der)
essentially viewed Jenrich’s and Lexington's participation in
t hose second | ease strip deal transactions as an acconmobdation to
petitioner and Crispin.

It is also highly questionable whether Jenrich and Lexi ngton
possessed sufficient financial resources to neet their respective
“debt obligations”. |In any event, the Jenrich “note paynents”

equal ed, coincided with, and were conpletely offset by the
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purported over |ease rental paynents that would be “owed” Jenrich
by CMACM (petitioner’s wholly owned subsidiary). Also, the
$4, 056, 220 Jenrich note was expressly stated to be a nonrecourse
obligation. “Paynment” of the $4, 056,220 note was stated to be
“secured” by the equipnent and the “Lessor Rights” thereto. Wth
respect to the $10,000 and $1, 000 Lexi ngton notes, those notes
wer e unsecured notes, and Lexington appeared to possess m ni nal,
i f any, financial resources.

Significantly, the over |ease agreenent (which Jenrich
signed as |l essor) involves a |l ease termthat provided CAP and
| ater petitioner, Ckoma, and Lexington with no actual over |ease
residual interests in the K-Mart and Shared equi pnent. As
previously indicated, this so-called over |ease agreenent
anbiguity escaped not only the notice of petitioner, CAP, Ckoma,
and Lexington, but also that of others (including Crispin,
petitioner’s personnel, and Koehler) representing themin their
second | ease strip deal transactions. Moreover, the fact that
there was no residual |ease period was not corrected. This
apparent inattention and | ack of due care upon the part of
Crispin, petitioner’s personnel, and Koehl er confirns, anong
ot her things, that no bona fide intent existed to have Jenrich

and Lexington pay their respective purported debt obligations.
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In actuality, Crispin, Koehler, Mallin, petitioner, and
ot hers viewed the $4, 056,220 Jenrich note and the $10, 000 and
$1, 000 Lexington notes as having no practical econom c effect.
Their actions evidence that they thensel ves viewed the notes as
merely being part of the paper facade needed to support
substantial tax benefits for petitioner. Accordingly, the
$4, 056, 220 Jenrich note and the $10, 000 and $1, 000 Lexi ngton
notes are not considered valid indebtedness for tax purposes.
On the basis of the foregoing, we hold that the second | ease
strip deal |acks econom c substance and is not to be respected

for tax purposes. See Frank Lyon Co. v. United States, supra;

Knetsch v. United States, 364 U S. at 366; G eqory v. Helvering,

293 U. S. 465 (1935); ACM Pship. v. Conm ssioner, 157 F.3d at 231;

Casebeer v. Conmi ssioner, 909 F.2d at 1363; Nicole Rose Corp. V.

Commi ssioner, 117 T.C. at 336. Cearly, the conbination of steps

and transactions in the second | ease strip deal had no neani ngf ul
pur pose other than to generate tax benefits.

B. Petitioner’'s Entitlenent to Its d ai ned Deducti ons

Because we have held that the second | ease strip deal |acked
econom ¢ substance, it follows that petitioner is not entitled to
its clainmed rental expense deductions of $414, 041 and $237, 853
for its taxable years ended Novenber 30, 1996 and 1997,

respectively.



- 91 -
Simlarly, the $4, 056,220 Jenrich note disposition also
| acked econom ¢ substance. Anobng other things, the $4, 056, 220
Jenrich note did not represent valid i ndebtedness. W
accordingly hold that petitioner is not entitled to its clained
note disposition | osses of $459, 221 and $1,178,012 for its
t axabl e years ended Novenber 30, 1996 and 1997, respectively.
Finally, on the basis of all of the foregoing, we hold that
petitioner is not entitled to its claimed $404, 000 NCL carryover
deduction to its taxable year ended Novenber 30, 1996. That
$404, 000 NOL resulted frompetitioner’s claimng a $1, 982, 825
second | ease strip deal “rental expense” deduction for its 1995
t axabl e year.

1. Petitioner’s $2,052,900 Odinary Loss and $1,859,135 Bad
Debt Deducti on

A. Petitioner’s O ai ned Deductions--the Debt vs. Equity
| ssue

For its taxable year ended Novenber 30, 1997, petitioner
clainmed a $2,052,900 ordinary |loss and a $1, 859, 135 bad debt
deduction. These deductions are based upon advances by
petitioner to Cap Corp. through 1997.

Ceneral ly, section 165(a) allows a deduction for |osses
sust ai ned during the taxable year that are not conpensated for by
i nsurance or otherwise. |If stock in a corporation becones
wort hl ess during a taxable year, the taxpayer’s loss wll be

treated as a capital loss. Sec. 165(g)(1l). As relevant to this
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case, the term “security” includes shares of stock in a
corporation, unless those shares are in a corporation affiliated
with a taxpayer that is a donestic corporation.? Sec.
165(g)(2) (A and (3).

Absent the applicability of a specific statutory provision
prescribing ordinary |loss treatnent, |osses fromthe sale or
exchange of a capital asset are treated as capital |osses. Secs.
65, 1222(2), (4). Section 1221 broadly defines a “capital asset”
as “property held by the taxpayer (whether or not connected with
his trade or business),” subject to enunerated exceptions for
certain kinds of property. Specifically, wth respect to stock
in a corporation, unless the taxpayer is a securities dealer
within the neani ng of section 1221(1), the stock is deened to be
capital and the taxpayer’s other business notive for hol ding that

stock is irrel evant. Sec. 1221; Ark. Best Corp. v. Conm ssioner,

485 U. S. 212, 215-218, 221-223 (1988). In the case of a
corporate taxpayer, a capital |oss may not be deducted agai nst

that taxpayer’s ordinary incone. Secs. 165(f), 1211(a).

2Cap Corp. and petitioner were not affiliated corporations.
Further, if held to be debt for tax purposes, the advances from
petitioner in controversy would not be “securities” for purposes
of sec. 165(g), as the Cap Corp. prom ssory notes evidencing
t hose advances did not have interest coupons and were not issued
inregistered form See sec. 165(Qg)(2) (0O
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Section 166(a)(1), on the other hand, generally allows a
deduction for a debt that becones worthless during a taxable
year. In the case of a corporate taxpayer, section 166(a) allows
an ordinary deduction for a worthl ess debt, regardl ess of whether
the debt is a business or nonbusiness debt. Sec. 1.166-1(a),

I ncone Tax Regs.; cf. sec. 166(d)(1); sec. 1.166-5(a), |ncone Tax
Regs.

Sections 165 and 166 are nutually exclusive. |In situations
where both sections m ght otherw se be applicable, section 166--
the specific statute--controls over section 165--the general

st at ut e. Spring Gty Foundry Co. v. Commi ssioner, 292 U S. 182,

189 (1934).

The parties di sagree about whether the advances by
petitioner to Cap Corp. are to be treated as equity as opposed to
debt. The Court of Appeals for the Ninth Grcuit, which barring
an agreenent otherw se would be the venue for appeal in this
case, has identified the followng 11 factors to be considered in
making this determnation: (1) The nanes given to the docunents
evi denci ng the indebtedness; (2) the presence or absence of a
maturity date; (3) the source of the paynents; (4) the right to
enforce the paynents of principal and interest; (5) participation
i n managenent; (6) a status equal to or inferior to that of
regul ar corporate creditors; (7) the intent of the parties; (8)

“thin” or adequate capitalization; (9) identity of interest
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bet ween creditor and stockhol der; (10) paynment of interest only
out of “dividend” noney; and (11) the ability of the corporation
to obtain |oans fromoutside lending institutions. Bauer v.

Conmm ssi oner, 748 F.2d 1365, 1368 (9th Cr. 1984), revg. T.C

Meno. 1983-120; AR Lantz Co. v. United States, 424 F.2d 1330,

1333 (9th Gr. 1970); OH Kruse Gain &Mlling v. Conm ssi oner,

279 F.2d 123, 125-126 (9th Gr. 1960), affg. T.C Meno. 1959-110;

Anchor Natl. Life Ins. Co. v. Commi ssioner, 93 T.C. 382, 400

(1989). No one factor is controlling or decisive, and the court
must | ook to the particular circunstances of each case. Bauer V.

Commi ssi oner, supra at 1368. Analysis of these factors,

i ncl udi ng objective evidence of the intent of the parties, is a
guide to the resolution of the ultimte issue of whether the
parties intended the advances to create debt or equity. 1d. at

1367-1368; AR Lantz Co. v. United States, supra at 1333-1334;

Anchor Natl. Life Ins. Co. v. Commi ssioner, supra at 401.

B. Application of the 11-Factor Test

1. Nanes G ven to the Docunents

The issuance of a stock certificate indicates an equity
contribution. |In contrast, the issuance of a bond, debenture, or

note is indicative of indebtedness. Estate of M xon v. United

States, 464 F.2d 394, 403 (5th Gr. 1972); Anchor Natl. Life Ins.

Co. v. Conmi ssioner, supra at 404.
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Cap Corp. issued prom ssory notes as evidence of the 1995
t hrough 1997 advances. The record also reveals that Crispin and
Koehl er effectively were the parties to all documents and
transactions. Al of Cap Corp.’s outstanding shares were held by
Crispin and Koehler. Crispin and Koehler were also close,
| ongti me business associates and friends. Crispin was CVA's 98-
percent sharehol der and ultimate deci si on maker. \Were, as here,
the corporate “debtor” is closely held and related to its
“creditor”, the formof the transaction and the |abels used by
the parties may | essen the probative quality of evidence. 1In the
setting we consider, Crispin and Koehler were able to mani pul ate
the transactions and create whatever appearance woul d be of

benefit to themor the structured activities. See Fin Hay Realty

Co. v. United States, 398 F.2d 694, 697 (3d G r. 1968); Anchor

Natl. Life Ins. Co. v. Conm ssioner, supra at 406-407. Mor eover,

by 1995, Cap Corp. had serious insolvency problens and an abi di ng
need for operating funds from petitioner.

Al t hough the docunents were cast as notes, the formis
|argely offset by the lack of armi s-length parties and Cap
Corp.’s apparent inability to repay the advances.

2. Presence or Absence of a Fixed Maturity Date

“The presence of a fixed maturity date indicates a fixed
obligation to repay, a characteristic of a debt obligation. The

absence of the sane on the other hand woul d i ndicate that
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repaynent was in sonme way tied to the fortunes of the business,

indicative of an equity advance.” Estate of Mxon v. United

States, supra at 404; Anchor Natl. Life Ins. Co. v. Commi SSioner,

supra at 405.

The January 1, 1995, and Decenber 1, 1996, prom ssory notes
speci fi ed Novenber 30, 1996 and 1997, respective paynent dates.
Sonetinme before October 1996, however, Crispin and Koehl er
realized that Cap Corp. was insolvent and would not be able to
repay the outstandi ng advances. They thus began the planning of
a debt conversion transaction to relieve Cap Corp. of
substantially all of its outstanding obligations to petitioner.

Under the plan, petitioner was to be repaid only a smal
portion of the total outstanding advances. Notw thstanding the
uncertainty of repaynment, petitioner advanced an additi onal
$443, 657 to Cap Corp. between Cctober 31 and Novenber 30, 1996.
On Decenber 2, 1996, in the conversion transaction, Cap Corp. was
relieved of the obligation to repay $2.259 million. The
remai ni ng $500, 000 was rolled over into the Decenber 1, 1996,
prom ssory note. Cap Corp. renained insolvent even after the
Decenber 2, 1996, debt conversion transaction, and its potenti al
for earnings was greatly reduced after it parted with the CKS
stock. In spite of these circunstances, petitioner advanced an

additional $1.257 million to Cap Corp. during 1997.
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Al t hough there were fixed dates for repaynent, a factor that
favors petitioner’s position, any advantage to petitioner is
| argely undercut by Crispin’s, Koehler’s, and petitioner’s
conduct. The circunstances and their actions show that they did
not believe, or could not have reasonably believed, the advances
woul d be repaid by the specified note maturity dates. See Fin

Hay Realty Co. v. United States, supra at 698 (noting that

al t hough a purported corporate debtor issued demand notes for the
advances, the actual economc reality was that those notes woul d
not be repaid until sonme distant time in the future); Cuyuna

Realty Co. v. United States, 382 F.2d 298, 301-302 (1967)

(reasoni ng that an advance, though qualifying at the tine nade as
a valid debt for tax purposes, nmay |later |ose that status for
subsequent taxable years when the purported creditor ceases to
act like a reasonable creditor).

3. Source of the Repaynent

| f repaynent is contingent upon earnings or is to conme from
a restricted source, such as a judgnent recovery, dividends, or

profits, an equity interest is indicated. Estate of M xon v.

United States, supra at 405; Calunet Indus., Inc. V.

Commi ssioner, 95 T.C 257, 287-288 (1990). In such a case, the

| ender acts “*as a classic capital investor hoping to nmake a
profit, not as a creditor expecting to be repaid regardl ess of

the conpany’s success or failure.”” Calunet Indus., Inc. v.
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Conmmi ssi oner, supra at 287-288 (quoting In re Larson, 862 F.2d

112, 117 (7th Gr. 1988)). Likew se when circunstances nmake it
i npossi ble to estimate when an advance will be repaid because
repaynment is contingent upon future profits, or repaynment is
subject to a condition precedent, or where a condition may
term nate or suspend the obligation to repay, an equity

investnent is indicated. Affiliated Research, Inc. v. United

States, 173 Ct. C. 338, 351 F.2d 646, 648 (1965).

At trial, Koehler was questioned about petitioner’s 1995 and
1996 advances to Cap Corp. He indicated that, by causing
petitioner to make the advances, Crispin was “rolling the dice”
because repaynent depended on Cap Corp.’s neking sales,
especially through CKS, its subsidiary. After the debt
conversion, Cap Corp.’s serious financial problens continued and
its earnings capacity also dramatically declined because CKS was
no | onger a source of earnings.

Accordingly, as to the source of repaynent, this factor
favors respondent.

4. The Right To Enforce the Paynents

The right to enforce the repaynent residing in the entity
maki ng the advance is indicative of bona fide debt. Estate of

M xon v. United States, 464 F.2d at 405.
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Technically, petitioner had a right to enforce paynent
pursuant to the ternms set forth in the January 1, 1995, and
Decenber 1, 1996, prom ssory notes. |In actuality, as discussed
above in connection with the prior three factors, paynent of the
note principal and interest depended wholly on Cap Corp.’s
success.

This factor supports petitioner but is outweighed by other
att endant circunstances nmaki ng uncertain Cap Corp.’ s actual
paynment of the note principal and interest to petitioner.

5. Partici pati on i n Managenent

The right to participate in the managenent of a busi ness by
the entity advanci ng funds denonstrates that the advance may not
have been bona fide debt and instead was i ntended as an equity

investnent. Am O fshore, Inc. v. Conm ssioner, 97 T.C. 579, 603

(1991).

From 1995 t hrough Decenber 2, 1996, Crispin and Koehl er
continued to manage Cap Corp. in the sanme manner as before 1995.
Koehl er was in charge of Cap Corp.’s day-to-day operations, but
he would consult with Crispin at |east weekly. After the
Decenber 2, 1996, debt conversion, Crispin took over Cap Corp.’s
day-t o-day operations.

This factor is neutral with respect to petitioner’s advances
during 1995 and 1996. It favors respondent with respect to

petitioner’s advances during 1997.
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6. Status Relative to Oher Creditors

Whet her an advance is subordinated to obligations to other
creditors bears on whether the taxpayer advanci ng funds was

acting as a creditor or an investor. Estate of Mxon v. United

States, 464 F.2d at 406. |In addition, “Failure to demand tinely
repaynent effectively subordinates the interconpany debt to the
rights of other creditors who receive paynent in the interim?”

Am O fshore, Inc. v. Conm ssioner, supra at 603 (citing

| nductothermlndus., Inc. v. Conm ssioner, T.C. Mnop. 1984-281,

affd. without published opinion 770 F.2d 1071 (3d G r. 1985)).
Petitioner acknow edges that Cap Corp. used a |large portion
of petitioner’s advances to nake interest paynents to Cap Corp.’s
third-party creditors. Effectively, petitioner subordinated its
Cap Corp. advances for the benefit of these third-party creditors
in three ways. First, petitioner advanced $443, 657 to Cap Corp.
on Cctober 31 and Novenber 30, 1996, and then on Decenber 2,
1996, participated in the debt conversion transaction relieving
Cap Corp. of $2.259 nmillion in advances. Second, petitioner
agreed to have the renmaining $500, 000 of advances rolled over
into the Decenber 1, 1996, prom ssory note. Finally, petitioner
advanced an additional $1.257 nmillion to Cap Corp. during 1997,
knowi ng that (1) after Decenber 2, 1996, Cap Corp. renmai ned

insolvent, (2) a significant portion of the funds furnished in
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1997 woul d be used to pay Cap Corp.’s third-party creditors, and
(3) it was highly unlikely that Cap Corp. would be able to repay
petitioner by the Novenber 30, 1997, nmaturity date.
This factor favors respondent.

7. Intent of the Parties

“[T]he inquiry of a court in resolving the debt-equity issue
is primarily directed at ascertaining the intent of the parties”.

AR lantz Co. v. United States, 424 F.2d at 1333 (citing Taft v.

Comm ssi oner, 314 F.2d 620 (9th Gr. 1963), affg. in part and

revg. in part T.C. Menp. 1961-230). The objective and subjective
expressions of intent, as well as the other 10 enunerated
factors, nmust be exam ned. 1d. at 1333-1334. The resolution of
a debt versus equity question involves consideration of the
substance and reality and not nerely the form Formused as a
subterfuge to shield the real essence of a transaction should not
control. 1d. at 1334.

Cap Corp. and petitioner treated the advances in controversy
as debt in that Cap Corp. issued petitioner the January 1, 1995,
and Decenber 1, 1996, prom ssory notes docunenting the advances
and accrued interest. The advances were recorded as debt by Cap
Corp. and assets by petitioner on their respective financial

statenents.
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Al t hough the advances were treated as debt on the books,
neither Cap Corp. nor petitioner intended, or reasonably could
have intended, the advances to be bona fide debt. Petitioner
made the advances to keep Cap Corp. fromdefaulting upon its
prom ssory notes to third-party creditors and to pay Cap Corp.’s
operating expenses. During 1995 through nost of 1996, petitioner
made the advances knowi ng they were risky. During |ate 1996 and
1997, petitioner knew that it would not recover nost, if any, of
the funds advanced to Cap Corp., but it continued to inject funds
into Cap Corp. Petitioner knew its repaynent prospects with
respect to these |later advances were highly uncertain. W
conclude that neither petitioner nor Cap Corp. genuinely intended
t he advances to be bona fide debt or reasonably intended the
advances to be repaid. See id. at 1333-1334.

This factor favors respondent.

8. Thin or Adequate Capitalization

The purpose of exam ning the debt-to-equity ratio in
characterizing an advance is to determ ne whether a corporation
is so thinly capitalized that it would be unable to repay an
advance. Such an advance woul d be indicative of venture capital

rat her than a | oan. Bauer v. Commi ssioner, 748 F.2d at 1369.
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Cap Corp.’s 1995 financial statenment reflects total assets
of $755,731 and total liabilities of nore than $5 million. The
1996 financial statenment reflects total assets of $150,958 and
total liabilities of alnost $4.6 mllion.

Respondent contends that from January 1, 1995, through
Decenber 1, 1996, Cap Corp. was thinly capitalized. Respondent
points out that Cap Corp.’s financial statenents reflect a debt-
to-equity ratio of at least 5 to 1 from 1995 through Decenber 2,
1996. Foll owi ng the Decenber 2, 1996, debt conversion of $2.259
mllion, Cap Corp. remained insolvent and unable to benefit from
CKS' s future profitability.

Petitioner argues that thin capitalization is not decisive
by itself and that a loan to a seem ngly insolvent entity may
nonet hel ess be treated as debt if repaynent was reasonably
expected. Petitioner acknow edges, however, that Cap Corp.
| acked tangi bl e assets to serve as security or a repaynent source
for the advances.

We agree with respondent that up until Decenber 2, 1996, Cap
Corp. was thinly capitalized and that, even after the Decenber 2,
1996, debt conversion, Cap Corp.’s earnings base was insufficient
to meet its obligations to third-party creditors and petitioner
under the Decenber 1, 1996, prom ssory note. As discussed above,
t he Decenber 1, 1996, promi ssory note was reduced to $500, 000 as

of Novenber 30, 1996, and petitioner continued to make advances
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of $1.257 mllion during 1997. Cap Corp. al so owed approxi mately
$2.5 million on outstanding notes issued to third-party
creditors. Wth respect to the $2.5 million, Cap Corp. was
obligated to nake interest paynents and pay off the note
princi pal during Decenber 1997 or Decenber 1998. See Cuyuna

Realty Co. v. Comm ssioner, 382 F.2d at 302 (noting that although

t he taxpayer-parent’s |ater concession that sone of its purported
loans to its subsidiary were equity mght significantly inprove
the debt-to-equity ratio of its subsidiary, the subsidiary stil
woul d | ack a sufficient earnings base to carry the remaining
out st andi ng i ndebt edness) .

This factor favors respondent.

9. ldentity of | nterest

Advances nmade by a sol e shareholder are nore likely to be
committed to the risk of the business than are advances nade by

creditors who are not shareholders. Ga. Pac. Corp. V.

Comm ssioner, 63 T.C. 790, 797 (1975). The sol e sharehol der is

also less likely to be concerned than a third party would be with
the safeguards normally used to protect such advances. 1d.

At all tinmes relevant, Crispin and Koehler were Cap Corp.’s
only sharehol ders. Petitioner itself held no formal stock
interest in Cap Corp. However, Crispin was CVA's 98- percent

shar ehol der and ulti nate deci si on maker.
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Crispin’s and Koehler’s stock ownership in Cap Corp. and
petitioner’s lack of a direct stock interest in Cap Corp. are of
| ess inmport because of Cap Corp.’s serious insolvency problens
and need for funds fromCrispin and/or petitioner. At all tines
relevant, little, if any, sharehol der equity existed in Cap Corp.
The financial statenments reflect no sharehol der equity during
1996, with Cap Corp.’s liabilities exceedi ng assets by several
multiples. At all relevant tinmes, Crispin effectively controlled
and directed Cap Corp. In this connection, Koehler testified
that, during 1995 and 1996, he would contact Crispin whenever Cap
Corp. lacked funds to cover its required interest paynents to
third-party creditors and its other operating expenses. There is
an identity of interest between petitioner’s role as purported
creditor and Crispin’s role as Cap Corp.’s controlling
shar ehol der

This factor favors respondent.

10. Paynent of Interest Only Qut of Dividends

This factor is essentially the same as the third factor;

i.e., source of the paynents. Hardman v. United States, 827 F.2d

1409, 1414 (9th Gr. 1987). It focuses, however, on how the
parties treated interest. In that regard, “Atrue lender is
concerned with interest.” Am Ofshore, Inc. v. Conm ssioner, 97

T.C. at 605 (citing Estate of Mxon v. United States, 464 F.2d at

409). The failure to insist on interest paynents may indicate
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that a purported | ender expects to be paid out of future earnings
or through an increased market value of its equity interest. 1d.

at 605 (citing CQurry v. United States, 396 F.2d 630, 634 (5th

Gr. 1968)).

Al t hough the Cap Corp. prom ssory notes provided that
accruals of interest be added to the outstandi ng bal ance, Cap
Corp. did not make and was not financially capable of making
i nterest paynents after August 1995. Paynent of accrued interest
depended entirely on profits that Cap Corp. did not have and was
not likely to earn in the future.

This factor favors respondent.

11. Ability To Obtain Loans From Qutsi de Lendi ng
| nstitutions

“[T] he touchstone of economc reality is whether an outside
| ender woul d have nmade the paynents in the sanme formand on the

sane terns.” Segel v. Conm ssioner, 89 T.C. 816, 828 (1987)

(citing Scriptomatic, Inc. v. United States, 555 F.2d 364, 367

(3d Gr. 1977)). A corporation’s ability to borrow from outsi de
lending institutions gives the transaction the appearance of a
bona fide debt and indicates that the purported creditor acted in
the same manner toward the corporation as ordinary reasonabl e

creditors woul d have act ed. Hardnman v. United States, supra

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




- 107 -

Cap Corp. would not have been able to obtain simlar |oans
froman outside lending institution. Petitioner acknow edges
that: (1) Cap Corp. was insolvent from 1995 through 1997 and
needed funds frompetitioner to pay its operating expenses and
those of its subsidiaries, including substantial interest
paynments due Cap Corp.’s third-party creditors; (2) Cap Corp.
woul d have failed | ong before 1999 w thout the advances in
controversy; and (3) Cap Corp., during 1995 and 1996, |acked
tangi bl e assets to serve as security and/or a repaynment source
for loans. By October 1996 Crispin and Koehl er realized Cap
Corp. was bankrupt, with liabilities exceeding assets by several
mul tiples. Even after the Decenber 2, 1996, debt conversion, Cap
Corp.’s insolvency problens continued and its potential earnings
base declined dramatically.

This factor favors respondent.

C. Concl usi on and Hol di ngs

After considering the above factors, we hold that
petitioner’s advances to Cap Corp. are not to be treated as bona
fide debt for tax purposes. Those advances, instead, constituted
equity in Cap Corp.

On brief, however, petitioner argues that it is entitled to
ordi nary deductions irrespective of whether the advances are
classified as debt or equity. Petitioner argues that, under

certain circunstances, courts have all owed taxpayers an ordi nary
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| oss upon the disposition of their stock or upon its becom ng
wort hl ess even though they were not securities dealers. See,

e.g., lrwinyv. United States, 558 F.2d 249, 252 (5th Gr. 1977)

(hol ding that for a taxpayer to be entitled to an ordinary
deduction upon his stock’s becom ng worthl ess, the taxpayer was
required to show (1) the purchase of that stock was necessary for
t he taxpayer’s business, and (2) his notive for the purchase was
to pronote his business purpose and investnment was not a

predom nant notive); WW Wndle Co. v. Conm ssioner, 65 T.C.

694, 713 (1976) (holding that where a substantial investnent
notive exists in a predom nantly business-notivated acquisition
of corporate stock, the stock is a capital asset). Petitioner
asserts that it nade the advances in controversy to protect or
pronote its own busi ness.

The cases petitioner relies on, however, predate the Suprene

Court’s holding in Ark. Best Corp. v. Conm ssioner, 485 U S. 212

(1988). These pre-Ark. Best Corp. cases were deci ded under a

doctrine that had evolved fromthe case of Corn Prods. Refining

Co. v. United States, 350 U S. 46 (1955), in which the Suprene

Court recognized a nonstatutory exception to the definition of
capital asset. In that case the exception concerned whet her
certain futures contracts that were acquired and held for a
busi ness purpose qualified for ordinary | oss as a noncapital

asset.
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In Ark. Best Corp. v. Conmi ssioner, supra at 223, however,

the Suprenme Court clarified these earlier cases by holding that a
taxpayer’s notivation in purchasing an asset is irrelevant to the
guestion of whether the asset cones within the general definition
of a capital asset in section 1221. Petitioner does not argue,

and the facts do not indicate, that its equity interest neets any

section 1221 exclusion fromthe general definition of a capital

asset. Hence, under the authority of the Ark. Best Corp. case,
petitioner’s advances in controversy (which we have held to
constitute a stock/equity interest rather than debt for tax

pur poses) cannot result in an ordinary deduction upon either the
di sposition of that stock/equity interest or its becom ng

worthl ess. See Azar Nut Co. v. Comm ssioner, 94 T.C 455 (1990)

(rejecting, on the basis of the Ark. Best Corp. case, the

busi ness-connecti on-busi ness-noti vation rationale used in certain

pre-Ark. Best Corp. cases), affd. 931 F.2d 314 (5th Gr. 1991);

Sellers v. Conm ssioner, T.C Meno. 2000-235; see al so Maginnis

v. United States, 356 F.3d 1179, 1185 (9th Cr. 2004) (noting,

anong ot her things, that the Suprene Court’s decision in the Ark.
Best Corp. case rejected the “notive” test).

On the basis of the foregoing, we hold that petitioner is
not entitled to ordinary deductions in connection with the
$2, 052,900 and $1, 859, 135 anounts clainmed for its taxable year

ended Novenber 30, 1997
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[11. The $2 M1lion Fee

Petitioner did not include as inconme for its taxable year
ended Novenber 30, 1997, a $2 nmillion portion of the $2.5 nmillion
fee fromNSI. Petitioner paid the $2 mllion to CKH, and CKH
reported the $2 million in income for its short taxable year
ended March 31, 1997. The transfer to CKH was to match the
income with $2 million in | osses that was already available to
CKH in order to elimnate the incidence of tax on the $2 mllion
of incone earned by petitioner.

A. The Assignnent of | nconme Doctrine

In United States v. Newell, 239 F.3d 917 (7th Gr. 2001),

the Court of Appeals for the Seventh Crcuit held that a 50-
percent S corporation shareholder was required to include in
i ncone paynents for services rendered by the S corporation, even
t hough the paynents were nmade to an of fshore Bernuda corporation

In United States v. Newell, supra at 919-920, the Court of

Appeal s revi ewed various | eadi ng cases under the assignnment of
i ncone doctrine and expl ai ned:

To shift the tax liability, the assignor nust
relinquish his control over the activity that generates
the incone; the inconme nust be the fruit of the
contract or the property itself, and not of his ongoing
i ncone-producing activity. See Blair v. Conmm ssioner,
300 U.S. 5, * * * (1937); Geene v. United States, 13
F.3d 577, 582-83 (2d Cr. 1994). This nmeans, in the
case of a contract, that in order to shift the tax
l[itability to the assignee the assignor either nust
assign the duty to performalong with the right to be
paid or nmust have conpl eted perfornance before he
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gned the contract;[? otherwise it is he, not the

contract, or the assignee, that is producing the
contractual inconme--it is his incone, and he is just
shifting it to soneone else in order to avoid paying
inconme tax on it. To state the point differently, an

anti

ci patory assignnment of incone, that is, an

assi

gnnment of incone not yet generated, as distinct

fromthe assignment of an inconme-generating contract or
property right, does not shift the tax liability from

t he
112,

assignor’s shoul ders, Helvering v. Horst, 311 U. S.
* * * (1940); Boris |I. Bittker et al., Federal

| ncone Taxation of Corporations and Shareholders | 7.07

(4th ed. 1979), unless, as we said, the duty to produce

t he
out

income is assigned also, so that the assignor is
of the incone-producing picture. In Lucas v. Earl,

[281 U. S. 111 (1930)] where the taxpayer had assigned

an i

nterest in his future incone to his wife, the

[ Suprene] Court held that when the incone cane in, it

was

his income, because it was generated by his

efforts, including his decisions about what to charge

for

his services and what expenses to incur. See also

Commi ssi oner v. Sunnen, 333 U.S. 591, 608-10, * * *

(1948); Geene v. United States, supra, 13 F.3d at 582.

Sim

larly, the income on the contract with ADIA [the S

corporation’s client] was generated by the exertions of

| nc.

[the S corporation], not of Ltd. [ the Bernuda

of f shore corporation]

The Court of Appeals also explained that the taxpayer’s position

in that case was weak because, anong other things, the Bernuda

of fshore corporation was the taxpayer’s alter ego and it was
doubt ful whether there ever was any assignnment of the contract to
t he Bernuda of fshore corporation. 1d. at 920.

24 ncone the assignor had al ready earned woul d be recogni zed
by and taxed to the assignor under the assignnment of incone

doctri ne.

Hel vering v. Eubank, 311 U. S. 122 (1940); Schneer v.

Comm ssi oner, 97 T.C. 643, 648 (1991).
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B. The Parties’ Argunents

1. Petitioner’s Argunents

Petitioner contends that the assignnment of inconme doctrine
shoul d not be applied with respect to the $2 million portion of
the NSI consulting fee paid over to CKH. In support of its
argunment, petitioner relies heavily on Crispin’s and Koehler’s
testinony concerning an alleged oral fee-splitting agreenent.
Crispin and Koehler testified that it was necessary for
petitioner to involve CKH because petitioner, unlike CKS (a
securities dealer), would not be able to claimthe $87 nmillion
ordinary loss fromthe sale of the RD stock. Their testinony is
that, shortly after NSI retained petitioner, Crispin and Koehl er
orally agreed that petitioner would split the fee and pay $2
mllion to CKH. Petitioner asserts that this alleged oral
agreenent created sonething in the nature of a joint venture with
petitioner and CKH as partners working together to earn and,
ultimately, to share the fee

Petitioner also relies on Crispin’s testinony that, during
its 1997 taxable year, petitioner entered into simlar fee-
splitting agreenents with third parties that assisted petitioner
in performng services for petitioner’s clients. Petitioner
contends that respondent did not dispute the validity of other
fee-splitting agreenents. Petitioner also argues that respondent

woul d not have disputed its alleged fee-splitting agreenent if,
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i nstead, petitioner had reported the full $2.5 mllion fee and
clained a $2 m |l lion busi ness deduction with respect to the
portion paid to CKH
Alternatively, petitioner argues that if the $2 mllion is
includable in its income, then petitioner is entitled to a $2
mllion deduction for the paynment to CKH

2. Respondent’s Argunents

Respondent argues that the assignnent of inconme doctrine
applies and that the entire $2.5 million NSI fee is includable in
petitioner’s taxable incone for 1997. Respondent asserts that
petitioner earned the $2.5 million fee. As to the alleged fee-
splitting agreenent, respondent maintains that Crispin’s and
Koehler’s testinony is self-serving and not credi ble. Respondent
al so contends that the failure to execute a contenporaneous
witten docunment nenorializing a $2 mllion fee-splitting
agreenment i s suspect.

Al t hough acknow edgi ng that petitioner was arrangi ng the
sale of the RD stock by a securities dealer |like CKS, respondent
mai ntains that petitioner has failed to show that any portion of
its $2 million paynent to CKH is deductible as a business

expense.
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C. Analysis and Hol di ng

1. Petitioner’'s Agreenent Wth NS

The Decenber 1, 1996, consulting agreenent executed by NS
and petitioner required that petitioner provide consulting
services to NSI Enterprises and its affiliates for a 3-year
period endi ng Novenber 30, 1999, in exchange for a $2.5 mllion
fee, payable in full on the Decenber 1, 1996, contract date. The
consul ting agreenent contained no nention of NSI’'s plan to divest
itself of its tax benefit |ease. As we have found, NSI's and
petitioner’s actual agreenent was that petitioner would find a
buyer for Corisma (the NSI affiliate holding the tax benefit
| ease and the RD stock) and assist NSI in consummating a sal e of
Corisma’s shares. As we understand that agreenent, petitioner in
return for its services would earn and receive a $2.5 nillion fee
fromNSI. Upon concluding the sale of LLDEC s (Corisma’s) shares
to CKH on January 30, 1997, NSI paid the agreed $2.5 million fee

to petitioner. See Geene v. United States, 13 F. 3d 577, 581 (2d

Cr. 1994); FEerguson v. Conm ssioner, 108 T.C. 244, 259 (1997),

affd. 174 F.3d 997 (9th Gr. 1999).

2. CKH s and Petitioner’'s Purported Fee-Splitting
Agr eenent

Crispin testified that he had estimated that $4 mllion
woul d be earned fromthe NSI tax deal and that he had proposed to
Koehl er that CKH and petitioner share this $4 mllion equally.

In his testinmony, Crispin also asserted that a securities dealer

woul d have demanded as much as 90 percent of the fee in question
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Koehler testified that he agreed to $2 nmillion of the $4 million
for CKH because of his experiences on other deals with Crispin
where fees were split 50-50.

We find Crispin’s and Koehler’s testinony on this matter to
lack credibility. Their testinony contained significant
di screpanci es, inconsistencies, and | apses regarding the
purported oral agreenent. For exanple, under the alleged fee-
splitting agreenment, petitioner agreed to pay to CKH $2 nmillion
or 80 percent of the NSI fee. Considering the |arge anount of
docunent ation used for related transactions, we find it
i ncredi ble that petitioner and CKH woul d not nenorialize an
agreenent to pay $2 million. Crispin and Koehler were
experi enced busi nessnen whose transactions were based on witten
docunent ation, yet they maintained that it was unnecessary for
CKH and petitioner to execute a $2 nmillion fee-splitting
agreenent because they “trusted” one another. Simlarly, Crispin
clainmed that CKH did not issue a bill for the $2 mllion paynent
because it was transferred in accordance with the oral agreenent.

During the trial, Crispin was asked about anot her
transacti on between petitioner and CKS that had been docunented
(the Investnment Banking Services Agreenent on February 1, 1997).
Crispin explained that a witten agreenent was needed because
Koehl er and CKS had nunerous creditors and petitioner’s rights to

the noney had to be established or nenorialized.
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Crispin also maintained that Koehler was in the “driver’s
seat” because petitioner needed to have CKS, a securities dealer,
in the transaction. Contrary to Crispin’s and petitioner’s
claim the record reflects that Crispin and/or petitioner had
practical control of CKH and Koehler. As discussed earlier, Cap
Corp. was insolvent and coul d not continue operating w thout
capital frompetitioner. As of Septenber 30, 1996, Cap Corp.
purportedly owed petitioner approximately $2.287 mllion. By the
time Crispin and Koehler fornmed CKH on Cctober 22, 1996, they
realized that Cap Corp. was insolvent. In the Decenber 2, 1996
debt conversion transaction petitioner permtted CKH to acquire
CKS from Cap Corp. by neans of petitioner’s cancellation of
$2.1599 nmillion of Cap Corp.’s obligation regardi ng the advances.
Even after the debt conversion, CKH and Koehler were at the nercy
of Crispin and/or petitioner for funds, as CKS continued to incur
consi derabl e nonthly expenses and suffer substantial operating
| osses.

In addition to effective control over CKH and Koehl er,
petitioner held a |arge preferred stock interest in CKH  Koehl er
estimated that petitioner’s preferred stock represented 98
percent of the equity in CKH. W conclude that CKH and
petitioner did not enter into a fee-splitting agreenent regarding

the NSI fee.
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In the sane manner as the |ease strip deal, Crispin and
petitioner contrived the $2 nmillion fee-splitting agreenment to
shift petitioner’s incone to CKH to be offset and sheltered by
CKH s | osses. W conclude that the principal reason petitioner
transferred $2 mllion of income to CKH was to avoid the
i ncidence of tax on $2 million in earned fee incone. There was
no busi ness purpose for this transfer.

We al so note that LLDEC, which was CKH s whol |y owned
subsi di ary, deducted the $524,657 paid to petitioner for
arranging the Decatur realty sale and denom nated it an
“i nvestment banking fee’. W find it anomal ous that CKH and
LLDEC woul d have been charged an “investnent banking fee” by
petitioner--if CKH and petitioner were joint venturers as
cont ended.

On the record presented in this case, there is no credible
evi dence supporting a fee-splitting agreenent or a joint venture
or partnership agreenment between petitioner and CKH. No
partnership return was filed and no partnership i ncone reported.

See Bagley v. Conm ssioner, 105 T.C 396, 419 (1995), affd. on

other issues 121 F.3d 393 (8th Cr. 1997).
We accordingly hold that petitioner failed to report $2
mllion of the $2.5 million fee in incone for 1997. See United

States v. Newell, 239 F.3d at 919-920.
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3. Petitioner’'s Entitlenent to a Busi ness Deduction

Petitioner makes the alternative argunent that it is
entitled to a business deduction for the $2 million paid to CKS.
Petitioner bears the burden of establishing its entitlenent to
busi ness deductions. See Rule 142(a). Petitioner paid $2
mllion to CKH, and CKH s wholly owned subsidiary CKS received
$134,000 followi ng the redenption of the RD stock by CKS.

No probative evidence has been offered regarding the
appropriate fee for participation in a transaction |ike the NSI
tax deal. Crispin’s testinony that a securities deal er m ght
have required up to 90 percent of the inconme is self-serving and
unreliable. W are also skeptical about Crispin’s clains with
respect to the purported risks CKH and/or CKH s subsidiaries
undertook in “acquiring” and disposing of the Decatur realty, the
RD stock, and the tax benefit |ease.

Nonet hel ess, CKH did enter into the transactions on January
30, 1997, pursuant to which NSI consunmated its sale of LLDEC s
(Corisma’s) shares to CKH. Foll owi ng these January 30, 1997,
transactions, CKH transferred the RD stock and the tax benefit
| ease from LLDEC (now a wholly owned subsidiary of CKH) to CKS
(CKH s other wholly owned subsidiary). CKS engaged in additional
transactions to di spose of the RD stock and the tax benefit
| ease. An independent securities deal er woul d have charged

petitioner for involvenment and participation in the NSI tax deal.
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Bearing heavily against petitioner because of the anbiguity
and i nexactitude of the proof it offered, we hold that petitioner
is entitled to a $500, 000 deduction for 1997 with respect to
CKS' s participation in the NSI tax deal. See Cohan v.

Conmm ssioner, 39 F.2d 540, 544 (2d Cr. 1930).

| V. Petitioner’'s Advances to Koehl er

Petitioner advanced $76, 705 to Koehl er before 1996.
Petitioner acknow edges that it m stakenly deducted this $76, 705
as a m scel l aneous expense on its 1996 taxabl e year return.
Petitioner now asserts it is entitled to deduct the $76, 705 as a
busi ness bad debt.

Section 166(a) permts a deduction for debts that becone
worthl ess during a taxable year. Petitioner contends that its
advances to Koehl er became wholly worthless during petitioner’s
1996 taxable year, and that it is entitled to deduct those
advances as wholly worthl ess debts under section 166(a)(1).2

A bad debt is deductible only for the year in which it

becones worthless. Sec. 166(a)(1); Dustin v. Conm ssioner, 53

T.C. 491, 501 (1969), affd. 467 F.2d 47, 48 (9th Gr. 1972). For
pur poses of section 166, the debt nust be a bona fide debt; i.e.,
one which arises under a debtor-creditor relationship and is

based on a valid and enforceable obligation to pay a fixed and

Zpetitioner has not claimed that it is entitled to deduct
t hose advances as partially worthl ess debts under sec. 166(a)(2).
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determ nabl e sum of noney. A gift or contribution to capital is
not considered to be a debt for purposes of section 166. In re

Uneco, Inc., 532 F.2d 1204, 1207 (8th G r. 1976); Zi nmernman V.

United States, 318 F.2d 611, 612 (9th G r. 1963); sec. 1.166-

1(c), Incone Tax Regs.
The exi stence of a bona fide debtor-creditor relationship is
a question of fact to be determ ned on the basis of the facts and

ci rcunstances in each case. Kean v. Conm ssioner, 91 T.C 575,

594 (1988); Fisher v. Conm ssioner, 54 T.C. 905, 909 (1970). An

essential elenment of a bona fide debtor-creditor relationship is
the exi stence of a good faith intent on the part of the recipient
to repay and a good faith intent on the part of the person
advancing the funds to enforce repaynent. Fisher v.

Comm ssi oner, supra at 909-910. In determning the debtor’s and

creditor’s subjective intent, we consider whether there was a
reasonabl e expectation of repaynent in |light of the economc
realities of the situation. 1d. at 910.

Petitioner contends that the $76, 705 in advances to Koehl er
represents bona fide debt. Respondent, on the other hand,
contends that the advances were made w t hout reasonabl e
expectation of repaynment. W conclude that these advances were

not bona fide debt.
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Koehl er’ s August 31, 1994, demand prom ssory agreenent did
not have a fixed maturity date or a repaynent schedule. See

Boatner v. Comm ssioner, T.C Meno. 1997-379 (wherein the notes

i n question, anong other things, had no fixed maturity dates or
repaynent schedul es), affd. w thout published opinion 164 F.3d
629 (9th CGr. 1998).

The record reveals that, at the tinme the advances of $76, 705
were made, petitioner could not have had a reasonabl e expectation
of repaynent. Koehler had been experiencing financial
difficulties since his divorce in 1987 or 1988. From at | east
1992 through 1996, Koehler’'s financial condition was extrenely
poor and he did not have the capability to repay the advances.
Koehler testified that, if petitioner or any of his other
creditors had pressed himfor paynent during 1993, he woul d have
filed for bankruptcy. Yet from August 31 through Decenber 30,

1994, petitioner advanced $45,000 to Koehl er.? See Fisher v.

26\\¢ essentially consider w ndow dressing Richard Koehler’s
(Koehl er) execution of the Aug. 31, 1994, demand prom ssory
agreenent. Until Aug. 31, 1994, no note existed evidencing and
covering the earlier $31,705 that petitioner advanced Koehl er,
possi bly as far back as the 1980s. The record further does not
refl ect whether Koehler paid petitioner any “interest” with
respect to the $31, 705 in advances before Aug. 31, 1994.
Simlarly, we also consider w ndow dressing Koehler's nonthly
“interest” payments totaling $4,555 to petitioner from Aug. 31,
1994, through Dec. 1, 1995. That $4, 555 represented |l ess than
one of the nine $5,000 seni nonthly paynents that petitioner nade
to Koehler from Aug. 31 through Dec. 30, 1994.
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Conmi ssi oner, supra at 910-911; see also Zimmernan v. United

States, 318 F.2d at 613.

The $76, 705 in advances appears to be sonething other than
| oans. Essentially petitioner expected Koehler to repay these
advances “when he coul d”. Koehler did not furnish security, and
petitioner did not seek repaynent of the advances. On the basis
of the record, we conclude that Crispin arranged the advances
frompetitioner to help his friend and busi ness associ at e,

Koehl er, who was in financial need. See MCain v. Conni ssioner,

T.C. Meno. 1987-285, affd. per order (9th Gr., Apr. 11, 1989);

see al so Boatner v. Conm ssioner, supra.

On the basis of the foregoing, we hold that petitioner is
not entitled to deduct a $76, 705 bad debt for its taxable year
ended Novenber 30, 1996

V. |s Petitioner Liable for Penalties Under Section 6662?%

Respondent determ ned that petitioner was |iable for
penal ti es under section 6662 for its taxable years ended Novenber
30, 1996 and 1997, with respect to underpaynents attributable to
the | ease strip deal deductions. |In particular, respondent
determ ned that petitioner was liable for a 20-percent penalty on
the portions of the underpaynents attributable to rental expense

deductions as being due to petitioner’s negligence, disregard of

2TAl t hough respondent disallowed petitioner’s $404, 000 net
operating | oss (NOL) carryover deduction for 1996, respondent did
not determne that petitioner was |liable for an accuracy-rel ated
penalty on the portion of its underpaynent attributable to the
$404, 000 NOL.
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rules or regul ations, or substantial understatenment of inconme
tax. Respondent al so determ ned that petitioner was liable for a
40- percent gross val uation overstatenment penalty on the portions
of the underpaynents attributable to petitioner’s clainmed note
di sposition | osses. Alternatively, with respect to the note
di sposition | osses, respondent determ ned that petitioner was
Iiable for a 20-percent penalty under section 6662 due to
petitioner’s negligence, disregard of rules or regul ations,
substantial understatenent of incone tax, or substanti al
val uation m sstat enent.

Section 6662 inposes a 20-percent accuracy-related penalty
on the portion of an underpaynent attributable to (1) negligence
or disregard of rules or regulations, (2) substantial
under st atenent of incone tax, or (3) substantial valuation
m sst at enent under chapter 1 of the Internal Revenue Code. Sec.
6662(a), (b)(1), (2), and (3). In general, where a gross
val uation m sstatenent is involved, an accuracy-related penalty
under section 6662(a) is inmposed in an anount equal to 40 percent
of the portion of an underpaynment attributable to a gross
val uation m sstatenent. Sec. 6662(h)(1).

Negl i gence includes any failure to nake a reasonabl e attenpt
to conmply with the provisions of the Internal Revenue Code or to
exercise ordinary and reasonable care in the preparation of a tax
return. Sec. 6662(c); sec. 1.6662-3(b)(1), Incone Tax Regs.

Negl i gence may be indicated where a taxpayer fails to make a
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reasonabl e attenpt to ascertain the correctness of a deduction
that would seemto a reasonabl e and prudent person “too good to
be true” under the circunstances. Sec. 1.6662-3(b)(1)(ii),
| ncone Tax Regs. Disregard of the rules or regulations “includes
the provisions of the Internal Revenue Code, tenporary or final
Treasury regulations * * * and revenue rulings or notices * * *
i ssued by the Internal Revenue Service and published in the
I nternal Revenue Bulletin.” Sec. 1.6662-3(b)(2), I|Incone Tax
Regs.

A substantial valuation m sstatenent generally constitutes a
“gross valuation msstatenent” if the value or adjusted basis of
any property clainmed on a return is 400 percent or nore of the
anount determned to be the correct value or adjusted basis.
Sec. 6662(h)(2).

The accuracy-rel ated penalty under section 6662(a) will not
apply to any part of a taxpayer’s underpaynment of tax if, with
regard to that part, the taxpayer establishes reasonabl e cause
and that the taxpayer acted in good faith. Sec. 6664(c).

Petitioner arranged its own | ease strip deal and cl ai ned
over $4.2 million in tax benefits for 1995, 1996, and 1997. As
we have held, petitioner did not have a valid nontax business
purpose for entering into the |lease strip deal. In seeking
subst anti al deductions vastly greater than econom c outl ay,
petitioner was indifferent to the deal’s |lack of economc

substance and econom c profit potential. This is plainly shown



- 125 -

by petitioner’s casual attitude toward the bona fides of the
transactions. Crispin and petitioner failed to notice or correct
the fact that the over | ease agreenent did not provide petitioner
with any residual interests in the K-Mart photo processing and
Shared conputer equipnent. Petitioner prepared its own in-house
anal ysis and valuation of the over |ease residual rights before
entering into the Septenber 28, 1995, transaction wth CAP
Presumabl y, a reasonabl e revi ew and/ or apprai sal would have
uncovered this fundanental flaw. Petitioner also entered into a
series of transactions over a 21-nonth period from Novenber 27
1995, through Septenber 1, 1997, to dispose of its “|ease
position” w thout recognizing or correcting this flaw

Petitioner through Crispin and other enployees who were al so
experienced in | easing transactions cannot hide behind the
prof essionals who were involved in the first |ease strip deal
Petitioner engaged in a blatant schene to obtain deductions
greatly disproportionate to its econom c investnent in
transactions that |acked econom ¢ substance or a business
purpose. The facts and circunstances of this case reflect that
petitioner did not have reasonabl e cause and | acked good faith in
entering into the transactions and cl ai m ng the deductions
regarding the |l ease strip deal. Petitioner’s reliance upon the
Marshal | & Stevens appraisal, the Miurray Devine appraisal, and
the Thacher Proffitt tax opinion (all of which had been issued to

CFX concerning the first |lease strip deal and the nmaster |ease
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residual interests) was not reasonable, as that advice, anobng
ot her things, had not been furnished by disinterested, objective
advi sers but by advisers involved in marketing the first |ease

strip deal to CFX. See Rybak v. Conm ssioner, 91 T.C. 524, 565

(1988); see al so Neonatol ogy Associates, P.A v. Conm ssioner,

299 F.3d 221, 233-234 (3d Gr. 2002) (holding that the reliance
“must be objectively reasonable”), affg. 115 T.C 43 (2000).

| ndeed, given petitioner’s experience and expertise arrangi ng

| ease strip deals and its awareness of Notice 95-53, 1995-2 C. B
334, petitioner was aware and forewarned but chose to proceed

with the transactions and claimthe deductions. See Freytaqg V.

Comm ssioner, 89 T.C. 849, 889 (1987), affd. 904 F.2d 1011 (5th

Gr. 1990), affd. 501 U.S. 868 (1991).

We further reject petitioner’s argunent that it qualifies
under the reasonabl e cause and good faith exception of section
6664(c). In that regard, petitioner clainmed that it relied upon
and foll owed the advice of a national accounting firmthat
reviewed petitioner’s proposed 1996 return. As previously
di scussed, the second | ease strip deal had no econom ¢ substance
and the $4, 056, 220 Jenrich note was not a valid indebtedness.
Among ot her things, it has not been shown that: (1) The
accounting firm s advice was based upon all pertinent facts and
circunstances and the law as it relates to those facts and
circunstances; (2) petitioner had disclosed all relevant facts to

the accounting firm and (3) the accounting firm s advice was
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based on reasonabl e factual or |egal assunptions. Sec. 1.6664-

4(c), Inconme Tax Regs.; see Collins v. Conm ssioner, 857 F.2d

1383, 1386 (9th Cir. 1988), affg. T.C. Menp. 1987-217.

Petitioner was negligent and/or disregarded rules or
regul ations as to the portions of its underpaynents attri butable
toits clained | ease strip deal rental expense deductions. W
hold that petitioner is liable for the 20-percent section 6662(a)
penalties for its taxable years ended Novenber 30, 1996 and 1997,
equal to 20 percent of those portions of its underpaynents
attributable to its clained | ease strip deal rental expense
deduct i ons.

The portions of petitioner’s underpaynents attributable to
its clainmed note disposition |osses constitute gross val uation
m sstat enments under section 6662(h). As we have held, the second
| ease strip deal |acked econom ¢ substance and the $4, 056, 220
Jenrich note was not a valid indebtedness; i.e., had no val ue.
Petitioner clainmed an adjusted basis in the Jenrich note in an
amount exceeding $4 mllion, an anmount that was inmrensely greater
than the correct adjusted basis of zero. See sec. 1.6662-5(Q),
| ncone Tax Regs. W hold that petitioner is liable for the 40-
percent accuracy-rel ated penalties under section 6662(h) for its
t axabl e years ended Novenber 30, 1996 and 1997, on those portions
of its underpaynents attributable to its clainmed note disposition

| osses. See Glman v. Comm ssioner, 933 F.2d 143, 149-152 (2d

Gr. 1991), affg. T.C. Meno. 1989- 684.
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Because we have found that the subject transactions are
W t hout substance or busi ness purpose and that petitioner and its
officers were fully aware of the | ack of bona fides of the
factual underpinnings for the transactions, there could be no
substantial authority or reasonable belief or cause on
petitioner’s part that would allow it to avoid the application of
the section 6662 penalties in this case.

In light of the foregoing and to reflect concessions by the

parties,

Deci sion will be entered

under Rul e 155.

[ REPORTER S NOTE: This opinion was anmended by Order dated

February 14, 2005.]



- 129 -
APPENDI X A

Steps | -9

—

A e
sset
Residco, 1 > .
o HCA e314co, HC:H_
Step 7— Nev. 30, 1994 : I
CFP sold the "Inatial Lessor
Rights™ to the User Leases rent Step 9 - Jan. 3, 1995
User Lease rent payments payments to Hitachi Credit & CF[EI m;;,:g it
America Ine. for $11,763,167. P obligatives to pay reni
CFP used the proceeds 1o rcpay L é% to EQ)-and its rights to
Users & partion of the note owed o ‘G@hﬁ*:ﬁ" & offsetting payments
o from EQ un the EQ)
[nstallment Mote and
the EC) Short Term
Mote, to CFX in
refurn for he
assumption of CFP's
liability tn ERLA and
CLI 75,000 shares of CFX
Finanecial Services
v Slep § - Mov. 1, 1994 Inc, preferved stock,
' CFP entered into & remarketing
' agreement with CLI ry
: Step 3-Nov. 1, 1994 CFP sold the |  Stap 4 -Nov. 1, 1994 Master Lenac
: equiprment and azstgned User Leases to CFF lensed the equipment and was assigned User Leases back from
 Step 6-Nov. |, 199 EQ for 514,872,910, EQ issued CEP an EQ commencing an Movembe |, 1994 to April 10, 2000 for
i B entered into a remarketing installment note for §14,125 000 and a equipment deseribed in Schedules A-1 theough A-4; and October 31,
E agreament wath CLI ahart-term note for $747,9 10 2002 for equipment described m Schedules A-5 through A-8.
i Y

............................................................................ -- EQ




Okoma
Enterprises

Step 14 - Nov. 27,1995 CMACM transferred
to Okoma its intereat in the Jenrich Note to the
extent of the pre-existing user leases with K-Mart
Corp. In exchange, Okoma sssumed CMACM's
obligation to pay rental payments to Jenrich and
assumed part of CAP's liability to EQ.
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Steps 10-14

Jenrich

EQ

Step 10 - Aug, 31, 1995

EQ sold the equipment and its
right to receive rent payments
under the Master Lease from
CFX to CAP. CAP issued a

Note for $§750,000 to EQ and
assumed EQ's obligation to
make payments to CFX under
the EQ Installment Note.

Aardan

Leasing

b
Step 12— Sep. 1,
1995
CAP sold the rent
payments
attributable to the
Shared Medical and
K-Mart equipment
owed tg CAP by
CFX to Aardan
Leasing for the
assuinption of a
portion of CAP's
obligation to CFX
and $25,000.

CMACM

Step 13 - September 28, 1995 CAP conveyed the Jenrich Note and $215,000 of CAP's
obligation to EQ to CMACM in return for 10 shares of capital steck of CMACM.



FLL

Step 15 - Oct, 31, 1996 CMACM wansfers 25% of its interest
in the Jenrich Note attributahle to the Shared Medieal
Equipment to First Lewington Leasing, Ine. for a promissory
note fn the amount of $10,000,

-
-
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Steps 15 - 17

CMACM

Step 17 - July 20, 1948 CMACM redesmed from CAP the 10 shares of its
stock that it has issued to CAP on September 28, 1995 for 500,

Step 16— Sep. 1, 1997 CMACM (ransfers 75% of its mterest in the Jensich Note
altribulable to the Shared Medical Equipment to First Lexinglon Leasing, Inc. for

a promissory note in the amemnt of $1,000,

CAP
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APPENDI X B

CMA Leasing Transactions - Summary

Assel
Residco, Inc.

5 . CFX
User Lease rent payments HCA .
[ Step 7 b ]
11/30/94
Step 9
st 1/3/95
une
CLI
PRI SR
7 Y Step 5
{ 11/1/94 i :
: Aardan
' - Leasin
; Step 6 Step 3 Step 4 Jenrich \ g
| 11/1/94 11/1/94 11/1/94
i i
Mo s e i e EQ Step 12
Okoma ' Step 10 9/1/95
Enterprises| . Step 14 8/31/95
11/27/95
Step 17 .
Step 15 CMACM 7/20/98 . CAP \
10/31/96 < 74
| Step 13
Step 16 9/29/95

9/1/97



Dat e

12-1-94
1-1-95
2-1-95
3-1-95
4-1-95
5-1-95
6- 1- 95
7-1-95
8-1-95
9-1-95
0-1-95
-1-95
-1-95
-1-96
-1-96
-1-96
-1-96
-1-96
-1-96
-1-96
-1-96
-1-96
-1-96
-1-96
-1-96
-1-97
-1-97
-1-97
-1-97
-1-97
-1-97
-1-97
-1-97
-1-97
-1-97
-1-97
-1-97
-1-98
-1-98
-1-98
-1-98

el el

s
DWNRPNROOONOURNAWNRPNROOONOURNAWNRNRE

Exi sting End User
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APPENDI X C

Equi pnent Rent al

Monthly Payments That HCA Pur chased

K- Mar t

$61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
61, 236
20, 395

Shar ed

$46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
46, 657
36, 267

Anoco

$70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
70, 300
170, 300

H P _NY

$130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000
130, 000

Martin
Marietta

$40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914
40, 914

The Anmpbco paynents continue at $70,300 per nonth through

Jan. 1,

2000.



