Federal precedent is, therefore,
persuasive in ~ the proper interpretationand application
of the California statute.

Cal.App.2d 203, 209 [121 P.2d4

_ In orderfora  debt to be deductible under
section 24348, it must be a  bona fide debt; that is, one
that ®“arisesfrom a debtor-creditor relationship based _
upon a valid and enforceable obligation to pay a fixed or
determinable sum of money,. -(Treas. Reg. § 1.166=1(c).)
A deduction may not be taken ~ for an advance which was
made with  no intention of enforcing payment (Hayes v.
Commissioner, 17 B.T.A. 86 (192 )f ~or where there was no.
reasonable expectation of repayment when it was made
{arrigoni..  Commissioner, 73 T.C. 792,799 (1980} ).In
aaa—u'io'n, the debt must have become worthless in the
taxable year for which the deduction is claimed.,.
(Redman v. Commissioner, 155 F.2d 319 (1st Cir. 1946);
Messer Co. v. Commissioner, 57 T.C. 848, 861 (1972).)

A contribution to capita&is not considered a
debt for purposes of the bad-debt deduction. (Treas.
Reg. § 1.166=1(c).) Whether advances to a corporation
represent capital contributions or loans is a. question of
fact to be determined from all of the facts and circum=
stances with the taxpayer bearing the burden of proof. _
(Matthiessen v. Commissioner, 194 F.2d659 (2nd Cir.
1952); DunmireV. Commissioner, §81,372 T.C.M.(P-H)
(1981).7 wnen distinguishing debt from equity, the
courts have relied onthe presence of a number of

criteria, including: (1) The formal indiciaof debt,
such as the presence of promissory notes or other .
documents showing indebtedness, the existence of a fixed

maturity  date, ~and the bookkeeping treatment of the
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transactions: (2) the efforts to enforce payment of
principal and interest; (3) participation in managenent
as a result of the advances; (4) the intent of the
parties: (3) adequac¥ of capitalization in relation to
debt; (6) identity of interest between creditor and _
stockhol der:" (7) the ability of the corporation to obtain
| oans fromoutside |ending institutions; and (8} the risk
of nonrepayment. See Estate of Mixon v. United States,
464 r.2d@ 394, 402 (5thTir, 1972); FioHay REalty CO. v.
United States, 398 F.2d 694, 696 135?73?7‘196¥r_r?dw—
ever, no single criterion nor any series of eriteria can
rovide a conclusive answer to whéether advances. are

oans. (See John Kelly Co. v. Commissioner, 326 U S

521, 530 [90 L Ed. 278] (1946).) Tnese various factors
are merely aids in answering the significant inquiry,
whet her the funds were advanced with reasonable expecta-
tions of repaynent regardless of the success- of the

busi ness orwere invested as risk capital subject to the
fortunes of the corporate venture. (Glbert v.
Conmi ssi oner, 9§ 56,137 T.C.M. (P-8) (T956), 248 F.2d 399
(2nd O T. 1957), on remand, ¢ 58, 008 T.C.M.f?g(1958),
affd., 262 r.2d4 512 (24 cir.), cert. den., 359 U S 1002
(3 L.E4.2d 1030] €1959); Fin Bay Realty Co. v. United
States, supra,, 3398 F.2d at 6”& ).)

Applying the above principles to the appeal
before us, we are convinced that the advances nade by PMa
were contributions to capital. First, the advances
| acked any of the formal indicia of indebtedness. Wile
both PMA and NSI may have treated the transactions as
| oans on their respective account |edgers, the parties
did not execute any notes or instruments show ng interest
rates, maturity dates, or rﬁgaynent schedul es, Pbreoven
there is noevidence that PMA éven attenpted col [ection
of the advances. fromwNsI. |n response, apReIIant has
only stated that no one was willing to sigh a promssory
note and that interest did not accrue due to the inprob-
ability of collection, Here, the absence of any formal
I ndicia suggests that there was no debt.

Second, appellant contends that the alleged
| oans from PMA were "secured" and would be repaid since
NSI had plans to devel op blood gas software anhd had
acquired a license to distribute other software. The
fact of the matter is that PMA made advances to help
start anewenterprise and the advances were made w thout
any security agreement. It is unlikely that an objec-
tive, independent creditor would have made simlar
unsecured [oans. Moreover, since its president held the
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sanme executive position in NSI, PMA should have been
aware that the conpany was not otherw se capitalized and
was using t he advances to neet the daily requirements of
the business. Under such circunmstances, it is not
reasonabl e for PMA to have expected repaynent of the
advances in the absence of 'NSI's success.

Third, appellant argues- that PMA intended to

create & debtor-creditor relationship with NSI. pe 1-
lant explains that PMA, at that tine, had already started
merger di scussions with Dynatech Fluid Technol ogy Corpor-
ation and wanted to diligently avoid purchasing an equity
interest in the new conpany in order to facilitate com

pl etion ofthose negotiations. The problemwth this
argument is that PMA had at the outset a direct role and
“nonetary interest in the formation of the corporation.
PMA's president served NSI in the sanme capacity and its
advances were the onl y source of funds for t he” new .
company whose products PMA hoped would increase its own
sales revenue. Where, as here, advances are necessary to
commence a new enterprise, astronginference arises fhat
the funds were capital investments not |oans. (American-
LaPrance-Poamite Corporation v. Conm ssioner, 284 F.2d

23 (2d Ciz. 1960), cert. den.,.~r~0. S 831 [6 L.EA.24
192] (1961).) Finally, the fact that PMA took control of
t he managenment of NSI to avoid additional |osses when it
was apparent that the corporation was a failure further
indicates to us that PMA had an ownership or equi t3,
interest in the company by virtue of the advances.

Based on the foregoing, we must'conclude that
appel I ant has failed to carry its burden of proving t hat
the advances were loans. Accordingly, we nust sustain
respondent's action in disallowng the claimed bad-debt
deduction for the inconme year in question.

3/ Since we 11 nd that the advances were capital contri-
Butions and not bona fide debts, it is not necessary to
di scuss the worthl essness issue or whether appellant made
a retroactive addition to its bad-debt reserve.
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ORDER.

Pursuant to the views expressed in thed opi ni on
of the board on file in this proceeding, and 9000. Causeé
appearing therefor,

| T |'S HEREBY ORDERED, ADJUDGED anp DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the claim of Dgnat ech Fluid Technol ogy
Corporation, formerly P M Anerica, Inec., fur refund of
franchise tax in the amount of $21,077.58, including

Penalty, forthe income year ended July 31, 1980, be and
he same i s hereby sustained.

Done at Sacramento, California, this 7th day
of April , LQ87, by the Stake seard of Equalization,

with Board Members M. Collis, M. Dronenburg, M. carpenter
and wms. Baker present.

Conway H. Collis , Chai rman
Ernest gJ. Dronenburg, Jr. , Menber
Paul Carpenter , Member
Anne Baker* , Member
Member

*For Gray. Davis, per Governnent Code section 7.9
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