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Some loans are not loans for federal income tax purposes. Amounts 
loaned to by a corporation to a shareholder may for income tax purposes 
be distributions, and amounts loaned to a corporation may be treated as 
equity. That situation continues to confuse taxpayers, as it has in some 
recent cases.  
 

Paying Taxes on Behalf of a Stockholder 
 

Mr. Morrison owed $40,000 to the IRS and $8,000 to the California 
Franchise Tax Board. Caspian Consulting Group Inc., to whom Morrison 
provided technical service and expertise and of which he owned 40 
percent of the stock, paid those amounts for him in 1999 in addition to 
disbursing directly to him $200,000 and $32,623. In 2000 Morrison 
charged $26,338 to a company credit card for personal charges. That same 
year he reimbursed Caspian $14,059 through payroll deductions. The IRS 
determined tax deficiencies for 1999 and 2000 based on treating all of 
those disbursement items as constructive dividends to Morrison, and it 
added a 20 percent section 6662 penalty for 1999. Morrison petitioned 
the U.S. Tax Court. 
 

In Bradley K. Morrison v. Commissioner, T.C. Memo. 2005-53, Doc 
2005-6066, 2005 TNT 56-8, Tax Court Judge Juan F. Vasquez focused on 
whether the amounts were loans to Morrison, as the taxpayer contended, 
or the constructive dividends for which the IRS argued. He used prior 
holdings of the Ninth Circuit as his source, because that is the circuit 
to which the decision could be appealed. The transaction is to be viewed 
as a whole, Judge Vasquez said, and he cited Welch v. Commissioner, 204 
F. 3d 1228, 1230, Doc 2000-6524, 2000 TNT 44-60 (9th Cir. 2000), aff’g 
T.C. Memo. 1998-121, Doc 98-10830, 98 TNT 61-6, for the seven factors at 
which a court should look in determining whether a transaction qualified 
as a true loan: 
 

(1) whether the promise to repay is evidenced by a note or other 
instrument;  
(2) whether interest was charged;  
(3) whether a fixed schedule for repayments was established;  
(4) whether collateral was given to secure payment;  
(5) whether repayments were made;  
(6) whether the borrower had a reasonable prospect of repaying the 
loan and whether the lender had sufficient funds to advance the 
loan; and  
(7) whether the parties conducted themselves as if the transaction 
were a loan. 

 
Five of Seven Isn’t Bad 

 
As with similar factors to consider in other areas of tax 

practice, those seven are nonexclusive, and the presence or absence of 
any single factor is not dispositive. There was no note or other 
instrument and no fixed schedule established for repayments. Thus, 
factors one and three favored the IRS. However, there was interest paid. 
A partner in the accounting firm that did the returns for both Morrison 
and Caspian testified that the $14,059 deducted from Morrison’s salary 
in 2000 was payment for the interest on the 1999 advances at 6.2 percent 
rate; there were repayments. “Petitioner credibly testified that he 
repaid the balance of the 1999 payments and disbursements and the 2000 
personal charges,” noted Judge Vasquez.  
 

Both the borrower and the lender had substantial amounts of income 
in both years, so Judge Vasquez concluded that Morrison had a reasonable 
prospect of repaying the advanced amounts and also concluded that 
Caspian had sufficient funds to advance the amounts. Finally, Judge 
Vasquez found that Morrison and Caspian both conducted themselves in a 
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manner “consistent with the existence of a loan.” A major factor in 
deciding this was that the “Petitioner repaid the entire loan.”  
 

Thus, although there was no written document and no fixed schedule 
for repayments, factors two, four, five, six, and seven favored treating 
the transactions as loans. While the process is not like a baseball 
game, with a score of 5 to 2 denoting victory to the side with the 5, 
nevertheless more is better than less, and the taxpayer is apt to 
prevail if the important factors seem favorable to the conclusion that a 
loan was involved rather than a distribution. In conclusion, the 
questions raised are what the parties intended and whether what they did 
was consistent with those intentions. 
 

Transfers to Corporation Not Loans 
 

Mr. Morrison would never have won his case without his testimony 
and that of the accountant. The dominant shareholder also testified in 
Indmar Products Co., Inc. v. Commissioner, T.C. Memo 2005-32, Doc 2005-
3693, 2005 TNT 36-11, but Tax Court Judge Maurice B. Foley was not as 
impressed with the testimony of Richard Rowe Sr. as Judge Vasquez had 
been with that of Mr. Morrison. The facts were also much different. 
 

Indmar, which manufactured marine engines in Millington, Tenn., was 
owned from 1986 to 2000 by the Rowe family, with Richard Sr. and his 
wife owning 74.44 percent of the stock and the balance owned by their 
children. During those 14 years, Indmar sales grew from $5 million to 
$45 million, creating financing pressures on the company. In 1987 the 
Rowes began to transfer cash to the corporation with the expectation 
that they would take it out as they needed it. The corporation paid them 
a 10 percent annual return on the balances occasionally owing on those 
“notes payable to stockholders.” During all but two early years in the 
14 years, prime was below 10 percent. Also, Indmar was able to borrow 
money from its bank at a point below the prime rate during most of that 
time. Thus, when the prime rate was 8.5 percent in 1995, First Tennessee 
Bank (FTB)  loaned Indmar $650,000 at 7.5 percent. The balance of the 
“notes payable to stockholders” account was $1,166,912. 
 

The IRS audited Indmar’s 1998, 1999, and 2000 income tax returns 
and disallowed the interest deductions Indmar claimed for the monthly 
interest payments made to the Rowe family. The amounts advanced by the 
Rowes were capital investments, the IRS said, and not loans at all. That 
made the payments to the Rowes nondeductible dividends rather than 
deductible interest. 
 

Inconsistent Statements Prove Damaging 
 

Judge Foley said “Mr. Rowe testified, unconvincingly, that the 
higher rate charged by the Rowes balanced out over time because the 
prime rate fluctuated above and below 10 percent.” The evidence showed 
that the prime rate exceeded 10 percent only from November 28, 1988, to 
January 8, 1990, Judge Foley said, and “the prevailing interest rate was 
irrelevant. The Rowes simply wanted to receive a 10 percent return.”1

To avoid being subject to a Tennessee tax on interest paid on 
obligations with maturities of more than six months, Indmar and the 
Rowes determined for Tennessee tax purposes that the notes due to the 

1One problem with the 10 percent interest rate, not discussed by Judge Foley, was that a higher 
rate on demand deposits than on term loans is contrary to normal financial practice. See, for example, the 
applicable federal rates for any date. Thus, for January 2004, the short-term rate (maturity under three 
years) was 1.71 percent, the midterm rate (three to nine years) was 3.52 percent, and the long-term rate 
(more than nine years) was 5.01 percent.  
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shareholders were demand notes. On the Indmar financial statements, the 
notes were reported as long- term liabilities. Both Mr. Rowe and Indmar’s 
accountant, Wesley Holmes, testified that they “knowingly 
mischaracterized the transfers as long-term liabilities to comply with 
FTB’s loan agreements.” To justify that reporting, the Rowes executed 
annual waivers with Indmar. “Mr. Rowe, however, testified that he did 
not consider the waivers to be legally binding and that the waivers 
would not prevent petitioner from repaying him on demand,” Judge Foley 
said. He also added that “while the waivers were disclosed in the 
financial statements from 1989 to 2000, the petitioner [actually] paid 
the Rowes on demand.”  
 

Therefore, Judge Foley found that “petitioner, along with the 
Rowes, manipulated facts to attempt to make the transfers appear as debt 
and avoid certain legal consequences.” That meant that the transfers 
from the Rowes to Indmar were not arms-length transactions, he said. 
Moreover, Tennessee being in the Sixth Circuit, the transactions did not 
meet the 11-factor test for distinguishing debt from equity set forth in 
Roth Steel Tube Co. v. Commissioner, 800 F.2d 625 (6th  Cir. 1986).2 In 
particular, there were five problems with the Rowe loans to Indmar in 
addition to the interest rate: 
 

(1)  Indmar never paid any formal dividends; 
(2) “pursuant to 12 consecutive years of waivers, there was no 
fixed maturity date or fixed obligation to repay”; 
(3) “Mr. Rowe testified that petitioner was expected to make a 
profit and that repayment ‘has to come from corporate profits or 
else the company couldn’t pay for it’”; 
(4)  the transfers were not collateralized in any manner; and 
(5) “petitioner never established a sinking fund.”  

 
Black Days for Blackland 

 
Indmar might have fared better without Mr. Rowe’s testimony. But in 

Ernst L. Meier v. Commissioner, T.C. Memo. 2003-94, Doc 2003-8184, 2003 
TNT 62-15, Tax Court Judge Stephen J. Swift found the lack of testimony 
to itself be a type of testimony in another debt vs. equity case.  
 

From the somewhat unclear record in the case, it seemed that Mr. 
Meier, a German national, controlled Garland Farms Inc., which had 
purchased many farms in Arkansas and Louisiana, divided them into 
smaller parcels, and then leased them to tenant farmers. Those farmers 
were unable to obtain money to finance their farm operations from normal 
commercial sources, so Blackland Investment Co. Inc. was created to make 
loans to them.  
 

Mr. Meier also controlled Blackland and provided it with most of 
the funds it needed to finance its loans to Garland’s tenant farmers. 
Between 1992 and 1995, Blackland obtained millions of dollars from Meier 
that it loaned to the tenant farmers who leased property from Garland. 
The loans were secured by security interests on the farmers’ crops and 
crop proceeds. In September 1995, the tenant farmers owed Blackland 
approximately $3.25 million. Most of that amount was uncollectible. On 
his 1995 federal income tax return, Meier claimed an ordinary business 
bad debt deduction for about $3.20 million, which was the balance he 

2The 11 factors are: (1) identity of interest between creditor and stockholder (2) adequacy or 
inadequacy of capitalization (3) source of payments (4) name given instruments evidencing indebtedness 
(5) presence or absence of a fixed maturity date and schedule of payments (6) presence or absence of a 
fixed rate of interest and interest payments (7) presence or absence of security (8) inability to obtain outside 
financing (9) subordination of transfers, (10) presence or absence of a sinking fund and (11) extent to 
which the transfers were used to acquire capital assets. (Roth Steel Tube Co. v. Commissioner, 800 F.2d 
625, 630-632 (6th Cir. 1986), aff’g T.C. Memo. 1985-58).  

Doc 2005-6543 (7 pgs)

(C
) T

ax A
nalysts 2004. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



claimed Blackland owed him as of December 31, 1995. In March 1997, 
Blackland was dissolved. The IRS audited Mr. Meier’s 1995 return and 
disallowed the bad debt deduction claimed, as well as the related net 
operating loss carryback and refund claimed for 1993. 
 

Judge Swift noted that Mr. Meier bore the burden of proving that 
the amount he claimed he had advanced was actually a loan, and then of 
proving that the loan became worthless in 1995. Blackland was 
capitalized with only a nominal $1,000. Judge Swift concluded that 
“[t]he evidence does not establish that the funds petitioner transferred 
to Blackland constituted loans. Rather, the funds appear to constitute 
transfers by petitioner to Blackland of equity capital.” 
 

Even if they had been loans, however, there still would not have 
been a bad debt deduction for Meier for 1995. “Blackland itself did not 
claim a bad debt deduction with regard to the loans it made to the 
tenant farmers until its 1996 Federal income tax return was filed,” 
Judge Swift said. Blackland was still trying to collect from the tenant 
farmers well into the Spring of 1996, and any funds it had collected 
would presumably have been used to pay back the balance owed to Meier.  
 

No Testimony Proves Evidential 
 

In Morrison, testimony at trial was the evidence that carried the 
day for the taxpayer. The reverse was true in Meier. The problem for 
Meier was explained by Judge Swift: 
 

Petitioner and Frick [nominal president of Garland Farms] failed 
to testify at trial, leaving unanswered significant questions 
regarding their relationship to Blackland and Garland Farms and 
the nature of the transactions in question. Under Wichita Terminal 
Elevator Co. v. Commissioner, supra [6 T.C. 1158, 1165 (1946), 
aff’d,  162 F.2d 513 (10th  Cir. 1947)], we infer that petitioner’s 
testimony, if in evidence, would not have supported the loan 
characterization of the funds in dispute nor the claimed 1995 
worthlessness thereof.  

 
In other words, silence itself provides a type of evidence. The 

failure to testify does not merely leave a hole in the evidential 
record. Rather, it provides support for the inference that any testimony 
would have damaged the taxpayer’s case. Needless to say, the decision 
was for the IRS. 
 

Debt vs. Equity 
 

What is debt? What is equity? And when what purports to be debt is 
actually equity for tax purposes are all questions that depend on the 
facts and circumstances and have been the subject of many decisions over 
the years, as well as in an IRC section that was added in 1969 in the 
Senate Finance Committee’s thinking that somehow the IRS would be able 
to come up with regulations that would provide a “bright-line” answer. 
No regulations have ever been issued under that section, however.  
 

Section 385(b) suggests five factors that might be in any such 
regulations, although the committee report made it clear that they were 
not binding on Treasury: 
 

(1) whether there is a written, unconditional promise to pay on 
demand, or on a specified date a sum certain in money in return 
for an adequate consideration in money or money’s worth, and to 
pay a fixed rate of interest; 
(2) whether there is subordination to or preference over any 
indebtedness of the corporation; 
(3) the ratio of debt to equity of the corporation; 
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(4) whether there is convertibility into the stock of the 
corporation; and 
(5) the relationship between holdings of stock in the corporation 
and holdings of the interest in question. 

 
Section 385(c) was added in 1992 to make binding on the issuer the 

debt or equity characterization before issuance unless the IRS was 
notified, under regulations that never have been issued, of the 
inconsistency between the financial statement treatment and the tax 
treatment.  
 

In explaining the ground rules for making the distinction between 
debt and equity, the appeals court in Scriptomatic Inc. v. U.S., 555 
F.2d 364 (3d Cir. 1977), aff’g 397 F. Supp. 753 (D.C. Pa. 1975), said 
that 
 

the various factors which have been identified in the cases are 
only aids in answering the ultimate question whether the 
investment, analyzed in terms of its economic reality, constitutes 
risk capital entirely subject to the fortunes of the corporate 
venture or represents a strict debtor-creditor relationship. Since 
there is often an element of risk in a loan, just as there is an 
element of risk in an equity interest, the conflicting elements do 
not end at a clear line in all cases. . . . The crucial issue is 
the economic reality of the marketplace: what the market would 
accept as debt is debt.  

 
Scriptomatic involved debt that was connected to stock, and a 

stipulation at trial that an unrelated party would not have purchased 
the debt unless also allowed to acquire stock in the company. The 
conclusion of the case was that the appeals court affirmed the district 
court, which had set aside a jury verdict holding the interest not 
deductible and entered a verdict that it was deductible.  
 

The debt-equity issue most often arises in either an IRS challenge 
of the claimed interest deduction or in a challenge of the payment of 
principal on what is asserted to be debt. The IRS will contend that 
instead of being a nontaxable recovery of capital, the principal payment 
is a stock redemption -- and, if not substantially disproportionate 
within the meaning of section 302, a taxable dividend. A third situation 
that was once quite common involved an IRS challenge of debt of S 
corporations as being a disqualifying second class of stock, but that 
problem has mostly disappeared because of the straight-debt safe harbor 
of section 1361(c)(4).  
 

Conclusion 
 

“Whether a withdrawal of funds from a business by one of its owners 
or an advance made to a business by one of its owners creates a true 
debtor-creditor relationship is a factual question to be decided based 
on all of the relevant facts and circumstances,” Tax Court Judge Mary 
Ann Cohen stated in her opinion in PK Ventures, Inc. et al. v. 
Commissioner, T.C. Memo. 2005-56, Doc 2005-6418, 2005 TNT 59-4. The 
underlying law is clear but difficult to apply. What actually has 
happened is often difficult to ascertain. And the facts and 
circumstances often lead to the conclusion that accuracy-related 
penalties should be imposed, Judge Cohen concluded, concerning the 
individual taxpayers in the case. 
 

As such, tax practitioners play many roles. When shareholder loans 
to or from controlled corporations are involved, the tax practitioner’s 
minimum contribution should be to insist that what has happened is 
adequately documented and that the taxpayers understand what they need 
to do (such as repaying corporate loans to shareholders) to validate, 
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for example, that the purported debt is debt and not a shareholder 
distribution. Not only should they understand the ground rules at the 
time the loans are made, but there should be periodic follow-up as to 
implementation. Taxpayers can prevail with less than adequate 
documentation when the implementation provides the missing elements. 
While Morrison lacked very little documentation, the taxpayer prevailed 
because of the credible testimony that was presented regarding those 
matters as repayment.  
 

The Scriptomatic and Roth Steel Tube cases, along with section 385, 
provide guidelines with which most practitioners are familiar when it 
comes to identifying purported debt as equity rather than debt. Those 
guidelines should be reviewed when a corporation is getting its 
operating capital through shareholder loans rather than equity. Meier 
was a case in which the question was not whether the individual had 
sustained losses but rather whether those were ordinary losses from 
business loans or capital losses from equity invested, with the added 
complication as to the correct year for deducting those losses. Even if 
entrepreneurial clients ride roughshod over tax practitioner warnings as 
to documentation and implementation, those warnings should still be 
given and a record made when the situation occurs when the entrepreneur 
turns against the practitioner and seeks to recover from him or her some 
of the tax damages suffered when loans to shareholders get treated as 
distributions or loans from shareholders to the corporation are 
considered to be equity and not debt. 
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