Kean v. Commissioner, 91 T. C. 575 (1988)

Transfers between related corporations do not create bona fide debt when the
transfers primarily benefit the controlling shareholder by relieving personal
guarantees.

Summary

Urban Waste Resources Corp. (Urban) transferred funds to related entities Mesa
Sand & Gravel, Inc. (Mesa) and the Products Recovery Corp. group (PRC Group) to
pay debts guaranteed by its majority shareholder, James H. Kean. The Tax Court
ruled that these transfers did not constitute bona fide debts and thus were not
deductible as bad debts under IRC § 166(a). The court further held Kean liable as a
transferee under IRC § 6901 for Urban’s tax deficiency, as the transfers directly
benefited him by relieving his personal guarantees. However, the court did not find
minority shareholder Richard L. Gray liable as a transferee, as his benefit was
merely incidental to Kean’s. The case underscores the importance of scrutinizing
corporate transfers to related entities, especially when they are controlled by the
same individual.

Facts

Urban, a solid waste disposal company, operated a landfill and was economically
interrelated with Mesa, which mined gravel on leased land, and the PRC Group,
which recycled paper products from the landfill. Due to economic recession affecting
the paper and building industries, both Mesa and the PRC Group faced financial
difficulties. Urban sold its assets in 1975 and planned to liquidate under IRC § 337.
During this time, Urban transferred funds to Mesa and the PRC Group, which were
used to pay debts guaranteed by Kean, Urban’s majority shareholder, and in some
instances, co-guaranteed by Gray, a minority shareholder. These transfers were not
repaid, and Urban claimed them as bad debt deductions on its tax returns for 1975
and 1976.

Procedural History

The IRS disallowed Urban’s bad debt deductions, leading to a tax deficiency. Kean
and Gray, as transferees, were assessed liability for this deficiency. The case
proceeded to the U. S. Tax Court, which consolidated the cases for trial and opinion.

Issue(s)

1. Whether Urban is entitled to a bad debt deduction under IRC § 166(a) for the
transfers made to Mesa and the PRC Group.

2. Whether Kean and Gray are liable as transferees of Urban under IRC § 6901 for
Urban’s tax deficiency.

Holding
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1. No, because the transfers did not give rise to bona fide debts. The transfers were
made without expectation of repayment and primarily benefited Kean by relieving
him of his guarantees.

2. Yes for Kean, because he benefited directly from the transfers that relieved his
personal guarantees. No for Gray, as his benefit was incidental to Kean's.

Court’s Reasoning

The court found that the transfers did not create bona fide debts because they
lacked formal debt instruments, interest charges, and repayment terms. They were
made after Urban decided to liquidate, and many were used to pay debts guaranteed
by Kean, suggesting they were made to benefit him personally. The court noted that
Mesa and the PRC Group were in dire financial straits at the time of the transfers,
making repayment unlikely. Under Colorado law, Kean was liable as a transferee
because he controlled Urban and benefited from the transfers. Gray, however, did
not control Urban and his benefit was merely a consequence of Kean’s. The court
emphasized that the transfers rendered Urban insolvent without providing for
known debts, including its tax liability.

Practical Implications

This decision impacts how corporate transactions between related entities are
analyzed, particularly when controlled by the same shareholder. It underscores that
transfers aimed at relieving personal guarantees may not be treated as bona fide
debt for tax purposes. Attorneys should advise clients to document intercompany
loans thoroughly and ensure they reflect a genuine expectation of repayment. The
ruling also affects corporate liquidation planning, as directors must consider all
known liabilities, including potential tax deficiencies, before making distributions.
Subsequent cases, such as Wortham Machinery Co. v. United States and Schwartz v.
Commissioner, have referenced this decision in addressing similar issues of
constructive dividends and transferee liability.
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