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The Revenue Departnment assessed incone tax agai nst M chael A
and Vivian D. Figures (Taxpayers) for the years 1988 and 1989. The
Taxpayers paid the tax and then appealed to the Adm nistrative Law
Division for a refund. A hearing was conducted on Cctober 22,
1991. Mchael A Figures (Taxpayer) represented the Taxpayers.
Assi stant counsel Dan Schrmael i ng appeared for the Departnment. This
Order is based on the evidence and argunents presented by the
parties contained in the transcript of the hearing along with
exhibits and the Recommended Order of the Adm nistrative Law Judge.

FI NDI NGS OF FACT

This case involves two issues: (1) should the Taxpayers be
all oned a bad debt deduction in 1989, and (2) should the Taxpayer
be taxed an retained earnings received fromliquidating corporation

in 1988.

(1) The Bad Debt Deducti on.

The Taxpayers are the principal stockholders in a corporation,

The New Tinmes G oup, Inc. The corporation was forned in 1981 and



publ i shes a weekly newspaper. The Taxpayer's wife is primrily
responsi bl e for operating the newspaper.

The newspaper | ost noney and because of poor credit was unable
to obtain outside financing. Consequently, to help the corporation
t he Taxpayer, a practicing attorney, wote five personal checks on
behal f of the corporation from June, 1983 through Novenber, 1984.

The checks total ed $14,421.57 and were used primarily to pay off
bank | oans that had been personally guaranteed by the Taxpayer.

To acknow edge the paynents, the corporation issued a
prom ssory note to the Taxpayer for $14,421.57 on Decenber 18
1984. The note was payable in full an Novenber 8, 1985 with 14%
i nterest.

The Taxpayer paid off another bank |oan for the corporation an
February 5, 1985 totaling $2,155.00 and took back a second
prom ssory note in that anount, again at 14% i nterest and payabl e
in full on Novenber 8, 1985.

The corporation failed to pay the notes when due. The
Taxpayer took no action to collect because he knew that the
corporation could not pay. The corporation continued to operate
and I ncurred | osses of §10,508.00 in 1986, $9,462.00 in 1987, and
$3,822.00 in 1988. The corporation reported a profit of $5,205.00
in 1989. The corporation is still in business, although no
evi dence was submitted as to its profitability in 1990 or 1991.

The Taxpayers clainmed the two prom ssory notes as bad debts on

their 1989 Al abama return. The Taxpayers argue that the notes
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becane worthless in 1989 because (1) the corporation was unable to
obt ai n adequat e advertising revenues and (2) a long-tinme enpl oyee
of the corporation left the conpany in that year, both of which
made repaynent of the notes unlikely.

The Departnent denied the bad debt deduction, primarily
because the Taxpayers failed to prove that the debt becane
worthless in 1989. The Departnent contends that if at all, the
deduction should have been clainmed in 1985, the year in which the
not es became due.

(2) The Retained Earnings.

Prior to 1988, the Taxpayer practiced Ilaw through a
corporation, Figures, Ludgood and Figures, P.C The corporation
di ssol ved and was restructured as a partnership in February, 1988.

The corporation's retai ned earnings of $4,691.00 were transferred
to the Taxpayer's capital account in the new partnershinp. The
Departnent treated the disbursenent as taxable incone to the
Taxpayer. The Taxpayer objects that the retained
ear ni ngs have already been taxed and shoul d not be taxed again.

CONCLUSI ONS OF LAW

The bad debt deduction clained by the Taxpayers nust be deni ed
for the follow ng reasons, any one of which is adequate to support
t he denial: (1) The debts were non-business and therefore not
deducti bl e under Al abama |aw; (2) The advances by the Taxpayer were

contributions to capital and not arns-length |oans; and (3) The
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Taxpayer failed to establish that the "l oans" becane worthless in
1989.

First, unlike federal |aw, under which both business and
nonbusi ness bad debts can be deducted, see 26 U.S.C. §166, Al abamma
| aw al |l ows a deduction for only bad debts "sustained in the conduct
of the regular trade or business of the taxpayer", see Code of Al a.
1975, 8§40-18-15(a)(7). The Taxpayer in this case is not in the
regul ar trade or business of making |oans. Consequently the
transacti ons were not business related and therefore not deductible
under Al abama | aw.

Second, advances by a shareholder to a corporation nust be
closely analyzed to determine if they are (1) arnms-length | oans, or
(2) contributions to capital. If the transaction does not involve
a true debtor-creditor relationship, the paynents nust be treated
as contributions to capital by the sharehol der and a subsequent bad

debt deducti on cannot be allowed. Aronov Const. Co. v. U S., 223

F. Supp. 175 (1963).
The criteria to be considered in distinguishing between equity

and debt is set out in Tominson v. 1161 Corporation, 377 F.2d 291

(1967); see also Estate of Mxon v. U S., 464 F.2d 394 (1972) and

Texas Farm Bureau v. U. S., 725 F.2d 307 (1984). In summary, to

constitute a bona fide | oan the transacti on nust be handled in an
arnms- | ength, business-Iike manner and there nust be a reasonable

expectation that the principal plus interest will be paid upon



maturity.

In this case, the paynents by the Taxpayer were not bona fide
loans to the corporation. The Taxpayer nmade the first five
paynments from June, 1983 through Novenber, 1984, but didn't see fit
to docunent the "loans" until |ate Decenber, 1984. The Taxpayer
knew the poor economc condition and profit history of the
corporation when he made the advances and coul d not have expected
as a prudent businessnman that the | oans plus interest would be paid
on the due date. Also, the notes were not formally extended and
t he Taxpayer took no action to collect when the notes cane due.
Wil e the Taxpayer certainly wanted to be repaid, it is equally
clear that in nmaking the advances he was nore interested in hel ping
the corporation than in obtaining a reasonable return on his noney.

See Texas Farm Bureau v.U.S., supra, at page 314. Under the

ci rcunst ances, the advances nust be classified as contributions to
capi tal by the Taxpayer.

Finally, even if the advances had been business rel ated, arns-
| ength | oans, the Taxpayer failed to prove that the |oans becane
worthless in 1989. To claima bad debt deduction in a given year,
t he taxpayer nust show (1) that the debt had sone value at the
begi nning of the tax year, and (2) that the debt becanme worthl ess

during the tax year. Levin v. US., 597 F. 2d 760 ( 1979).

The evidence, if viewed objectively, shows that the Taxpayer

had no reasonabl e expectation of collecting on the notes prior to
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1989. The newspaper |ost noney from 1981 through 1985. The
Taxpayer never attenpted to collect when the notes canme due in |ate
1985 because he knew at that tinme that the corporation could not
pay. The corporation continued to |ose noney in 1986, 1987 and
1988 and the Taxpayer could not have reasonably expected that the
notes had any value during those years. A hope that the advances
woul d be repaid,, without nore, is not sufficient. As stated in

Levin v. US., supra, citing Mnneapolis, St. Paul RRv. US., 164

a.d. 226.

The taxpayer may strike a reasonable course between

opti m sm and pessi m sm about collection of the debt, but

as to when the debt beconmes worthl ess, he nust exercise

sound busi ness judgnent wupon as conplete information as

reasonabl y avail abl e.

Al'so, no event occurred in 1989 indicating that the debts
becane worthless in that year and not before. There is no evidence
that the departure of the long-tinme enpl oyee substantially affected
the economc viability of the business one way or another. There
is also no evidence of a drastic or any decline in advertising
revenues in 1989. Also, the business reported a profit for the
first time in 1989, which indicates that the corporation was better
and not less able to pay its debts during that year.

Concerni ng the retai ned earnings, the Taxpayer argues that the
inconme has already been taxed and should not be taxed again.

However, the incone of a corporation is taxed twice, first when it

is earned by the corporation and again when the earnings are
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distributed as dividends or otherwse to the sharehol ders.
Ret ai ned earning have been taxed at the corporate |level but are
taxabl e again when disbursed to a sharehol der. The retained
earnings thus constituted taxable incone when disbursed to the
Taxpayer's partnership capital account.

The above consi dered, the Taxpayers properly paid the tax in
issue and no refund is due. This Final Order may be appeal ed

pursuant to Code of Ala. 1975, §41-22-20.

Entered on February 24, 1992.

JAMES M SI ZEMORE, JR , Comm ssi oner



