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These findings of fact and report are made at the requests of the appellant and the appellee pursuant to G.L. c. 58A, § 13 and 831 CMR 1.32.
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INTRODUCTION
These appeals involve transactions and issues similar to those analyzed most recently in The Sherwin-Williams Company v. Commissioner of Revenue, 438 Mass. 71, 81 (2002) and Syms Corp. v. Commissioner of Revenue, 436 Mass. 505, 510 (2002).  The appellant, the TJX Companies, Inc. (“TJX”), transferred certain of its trademarks and service marks (“trademarks”) to several intangible holding companies (“IHCs”) that it created purportedly for the purposes of insulating the marks from judgment creditors and centralizing the management of the marks.  In exchange for royalties that TJX paid, the IHCs licensed the use of these marks back to TJX, as well as to some of TJX’s other wholly-owned subsidiaries.  The IHCs then loaned a substantial portion of the royalties back to TJX at interest rates set by TJX and also invested some of the receipts in short-term investments as dictated by TJX.  TJX treated the royalty and interest payments as deductions from its net income on its Massachusetts Combined Corporate Excise returns.

Pursuant to an audit, the Commissioner of Revenue (“Commissioner”) determined that the transfer and license-back arrangement constituted a sham transaction.  Accordingly, the Commissioner assessed additional tax liabilities against TJX.  TJX appealed the assessments, arguing that the Commissioner erred in concluding that the arrangement was a sham and requested that the Appellate Tax Board (“Board”) issue a full abatement.

The Board ruled that the contested arrangement was a sham, as it did not have economic substance and was instituted for the sole purpose of avoiding Massachusetts state tax, and issued a decision for the appellee.  The Board amended its original Decision dated August 8, 2006, however, and ruled that the Commissioner improperly disallowed the deductions for royalty payments from Marshalls of Massachusetts (f/k/a Marshalls, Inc.), as well as from the Massachusetts Marshalls Group to Marshalls of Nevada, Inc.  The Board’s Amended Decision granting TJX a partial abatement in the amount of $840,731 in Docket No. C262229 and otherwise upholding the original decision for the appellee is promulgated simultaneously with its Findings of Fact and Report in these appeals.

FINDINGS OF FACT AND REPORT

On the basis of a Statement of Agreed Facts and the testimony and exhibits introduced in the hearing of these appeals, the Board made the following findings of fact.

TJX was a Delaware corporation with its principal place of business in Framingham, Massachusetts.  TJX was the reporting entity for a Massachusetts combined group (the “TJX Massachusetts combined group”) which included its subsidiaries, TJX Operating Companies (“TJOC”),
 Chadwick’s of Boston, Ltd. (“Chadwick’s”),
 and Marshalls of Massachusetts, Inc., together with twenty-three other corporations each owning a Marshalls store located in Massachusetts (collectively, the “Massachusetts Marshalls Group”).
  The TJX Massachusetts combined group filed combined corporate excise returns for each of the five tax years at issue.  

The following issues are in dispute:  (1) the Commissioner’s disallowance of deductions claimed by TJX, TJOC, Chadwick’s, and the Massachusetts Marshalls Group members for royalties paid to certain wholly-owned subsidiaries not included within the TJX Massachusetts combined group for the use of intangible assets during the tax years at issue and the resultant reattribution of those royalties as income to TJX, TJOC, and Marshalls, Inc.; and (2) the Commissioner’s disallowance of deductions reported by the TJX Massachusetts combined group for interest paid by TJX on funds borrowed from certain wholly-owned subsidiaries not included within the TJX Massachusetts combined group for the tax years at issue.  The total amount of tax in dispute, exclusive of interest, is $19,611,130.00.

I.
JURISDICTION
TJX timely filed all of its Corporate Excise Returns for each of the tax years at issue.

The Commissioner issued to TJX a Notice of Intention to Assess (“NIA”) dated June 23, 1997, relating to the tax years ending January 31, 1992 through January 31, 1994.
  The Commissioner also issued an NIA dated June 23, 1997 denominated the “02” version (the “92-94 02 NIA”) relating to the tax years ending January 31, 1992 through January 31, 1994.  The Commissioner then issued a Notice of Assessment (“NOA”) dated February 24, 1999, relating to the tax year ending January 31, 1994.  The February 24, 1999 NOA was consistent with the 92-94 02 NIA.

On December 29, 2000, TJX filed two Applications for Abatement of corporate excise and interest, one for the tax year ending January 31, 1993 and one for the tax year ending January 31, 1994.  The Commissioner issued a No Abatement Involved Notice dated June 20, 2001 for the tax year ending January 31, 1993.  The Commissioner also issued a Notice of Abatement Determination dated June 20, 2001 for the tax year ending January 31, 1994.  On August 8, 2001, TJX filed two Petitions with the Board, one for the tax year ending January 31, 1993 and one for the tax year ending January 31, 1994.

The Commissioner also issued TJX an NIA dated October 25, 1998 relating to the tax years ending January 31, 1995 through January 31, 1997.  The Commissioner subsequently issued an NOA dated December 7, 1999 relating to the tax years ending January 31, 1995 through January 31, 1997.

On February 18, 2000, TJX filed separate Applications for Abatement seeking an abatement of corporate excise plus statutory additions for the tax years ending January 31, 1995 through January 31, 1997.  By a Notice of Abatement Determination dated June 20, 2001, the Commissioner granted TJX an abatement of penalties for the tax year ending January 31, 1996, although it denied the abatement request for additional corporate excise assessed for the tax years ending January 31, 1995 through January 31, 1997.  The Commissioner subsequently abated the penalties for the tax year ending January 31, 1997 during an amnesty program.  On August 8, 2001, the appellant filed a Petition with the Board for the tax years ending January 31, 1995 through January 31, 1997.

Based on the foregoing, the Board found that it had jurisdiction over these appeals.

II.
WITNESSES
TJX called five witnesses to support its abatement claim: (1) Donald Campbell, TJX’s chief financial officer during the years at issue; (2) Steven Wishner, TJX’s vice president and treasurer; (3) Monte Miller, founder of the Nevada Holding Services, Inc. and the subsidiaries’ investment advisor; (4) Joan Flores, TJX’s paralegal; and (5) Karen Coppola, TJX’s Assistant Vice President of Corporate Marketing and later, TJX’s Vice President of Marketing.  TJX also called Irving Plotkin, who testified as an expert economist with a specialty in transfer pricing to rebut the testimony of the Commissioner’s expert witnesses.

The Commissioner called five witnesses to support his position: (1) Bernard Cammarata, TJX’s chief executive officer and chairman of the Nevada subsidiaries; (2) Lee Bromberg, a senior partner and co-founder of the Boston law firm Bromberg & Sunstein, LLP, who testified as an expert on trademark law management and practice; (3) Alfred Appel, the head of TJX’s tax department; (4) Robert Cooke, the president of the Nevada subsidiaries until his departure in 1996; and (5) Alan Shapiro, a financial economist who testified as an expert in economics, corporate finance, mergers and acquisitions, marketing and brand management.
III.
THE TJX COMPANIES
In 1976, Zayre Corp. (“Zayre”) founded the T.J. Maxx chain, which was the largest off-price retail chain in the United States during the years at issue.  At all relevant times, T.J. Maxx sold brand name family apparel, accessories, giftware, domestics, shoes, and fine jewelry.

Pursuant to an Acquisition Agreement dated September 15, 1988, by and between Ames Department Stores, Inc. (“Ames”) and Zayre, Ames agreed to purchase substantially all of the assets and business of the Zayre Stores Division (“Zayre Division”) from Zayre, which consisted of over three hundred Zayre’s stores.  Under the terms of the Acquisition Agreement, Ames agreed to assume all of the liabilities, obligations, claims, costs, and expenses arising from the ownership, possession, use, or operation of the assets or the business of the Zayre Division.  Ames also agreed to indemnify Zayre and hold Zayre harmless from any loss, liability, claim, damage, or expense suffered or incurred by Zayre to the extent arising from any of the liabilities and obligations assumed by Ames.  Ames purchased the Zayre Division in October of 1988,
 and in June of 1989, Zayre became TJX.  During the fiscal year ending January 27, 1990, TJX provided a $185 million reserve against its preferred stock investment in Ames Department Stores, Inc., and for contingent lease and other liabilities associated with the sale of the former Zayre Division to Ames in fiscal 1989.

On April 25, 1990, Ames filed a voluntary petition for relief under Chapter 11 of the United States Bankruptcy Code.  Between April, 1990 and January 26, 1991, Ames rejected approximately 155 of the 270 former Zayre store leases.  As of January 25, 1992, TJX had increased its accounting reserves against its preferred stock investment in Ames, believing that a reserve increase would be adequate to cover all reasonably expected lease and other contingent liabilities that it might incur as a result of the Ames bankruptcy.  On December 30, 1992, Ames emerged from bankruptcy.  Upon consummation of the Chapter 11 plan of reorganization, TJX surrendered the Ames preferred stock it had received in the sale of the Zayre Division.  Ames also released all claims that it might have had against TJX.  However, TJX remained liable for amounts relating to certain unassigned landlord claims under former Zayre store leases on which Zayre was liable as of the date of acquisition and which Ames had rejected.  On August 20, 2001, Ames filed another voluntary petition for relief under Chapter 11 of the United States Bankruptcy Code.

IV.
FORMULATION OF THE PLAN
The idea of transferring TJX’s trademarks to intangible holding company subsidiaries was first proposed to TJX by Joseph Donovan, a state tax partner with Coopers & Lybrand.  Mr. Donovan proposed the idea to Alfred Appel, head of TJX’s tax department,
 in 1988 or 1989.  Mr. Appel engaged in subsequent conversations with Doug Newman, head tax partner at PricewaterhouseCoopers,  as well as with TJX’s chief financial officer, Donald Campbell.  However, TJX did not implement this plan until 1992, after Ames’ purchase of the Zayre Division and declaration of bankruptcy and after the appellant changed its name from Zayre Corp. to TJX.  

According to Mr. Campbell, TJX became sensitive to protecting its business and ongoing operations after Ames experienced bankruptcy and financial difficulties.  Mr. Campbell testified that TJX decided to investigate ways it could restructure its business, such as through the use of intangible holding companies, to separate its business from litigation and other problems associated with Zayre’s financial difficulties, which he referred to as the “Zayre taint.”  Mr. Campbell asserted that TJX transferred the marks in part so as to avoid potential bankruptcy liabilities on any of Zayre’s remaining obligations.

However, in a September, 1992 letter from Mr. Appel to Dick Lesser, a member of TJ MAXX’s Executive Department,  Mr. Appel never mentioned the Zayre taint or protection of the TJX operations; rather, he informed Mr. Lesser that the tax department was “working with Coopers & Lybrand on a project that [would] save the company approximately $1-1.5 million in State Income Tax.”  After summarizing the transfer and license-back scheme, Mr. Appel stated that the charging of royalties to the other operating corporations within the company would generate tax-free income in Nevada and enable the corporations to take royalty deductions to reduce its state tax liability.

To justify the transfer and license-back arrangement, Coopers & Lybrand proffered potential business reasons to support the use of intangible holding companies.  In a “Checklist of Considerations For Establishing and Operating an Intangibles Holding Company” sent by Coopers & Lybrand to Mr. Appel on October 2, 1992 (Exhibit 46, hereinafter “Checklist”), Coopers & Lybrand provided TJX with the following advice:

Further, it would be appropriate to set forth a business purpose for the transaction.  The business purpose can be to protect valuable intangible assets from liabilities that might arise in the ordinary course of business of the other operating companies.  Further, by isolating the intangibles in a corporation that is separate from other business operations, the management of the intangibles would be enhanced because the operation of this company would be focused on these valuable intangibles.  Finally, the marketing of the intangibles would be separate from other business activities and new methods of marketing or enhancing the value of the intangibles could be explored.

(Checklist, pages 2-3).
Subsequently, on November 16, 1992, Mr. Moore sent a letter to Coopers & Lybrand purportedly requesting advice concerning the propriety of a business purpose that essentially parroted the business purpose suggested by Coopers & Lybrand in the Checklist.  The business purpose included in Mr. Moore’s November 16, 1992 letter (Exhibit 50) was: 
To protect the company’s valuable assets from liabilities that may arise in the ordinary course of business of the corporations which contain store operations.  Management of such intangible assets will be enhanced by isolating them from other business activities and maximum value will be achieved by the focused management of such intangibles.

Afterwards, the minutes of various boards of directors meetings cited non-tax business reasons for the transfer of the marks to the Nevada subsidiaries that mimicked Coopers & Lybrand’s suggested business purposes, as reflected in the following excerpt from the minutes of a November 20, 1992 special meeting of the TJX board of directors (Exhibit 236):

Among the reasons which were expressed for the contribution of capital are the protection of these valuable assets from liabilities that might arise in the ordinary course of the Company’s business and the focused management of such assets.

Accordingly, the Board found that the transfer and license-back plan was motivated by tax-saving concerns from the outset: Coopers & Lybrand approached TJX with the plan and crafted purported business reasons that it thought would legitimize the arrangement; TJX’s tax department then drafted purported business purposes that used language nearly identical to that used in the Coopers & Lybrand Checklist; and finally, the TJX board of directors adopted these business purposes prior to the transfer of the intangibles.
The Board found on the facts of this appeal that the business purposes proposed by Coopers & Lybrand and adopted by TJX were not valid business purposes.  The Board further found, with respect to the protection of the marks, that a transfer to wholly-owned subsidiaries would accomplish nothing because, as the Commissioner’s expert witness, Attorney Bromberg, explained, the Nevada subsidiaries would be powerless to protect the intangibles from the claims of TJX’s judgment creditors.  The stock of the Nevada subsidiaries was an asset of TJX and thus would be reachable by TJX’s judgment creditors.  Additionally, TJX owned valuable trademark assets in the form of licenses from the Nevada subsidiaries for the right to use the marks; these licenses would also be available to judgment creditors.  Finally, judgment creditors would likely sue TJX directly, both as the operating company using the marks and as the shareholder of the subsidiary that owned the marks.  Thus, the transfer of the marks in reality provided no insulation from creditors.  

In addition, although the Zayre taint is not mentioned in any of the documents in which purported business reasons for the transfer and license-back transaction is discussed, a transfer of the marks to subsidiaries would not address the Zayre taint concerns.  For the same reasons explained by Attorney Bromberg with respect to protection of the marks from creditors, the transfer of the trademarks to the Nevada subsidiaries would not insulate the trademarks from TJX’s judgment creditors because the creditors could still reach TJX’s interests in the trademarks, licenses and the subsidiaries.  Further, the Board agreed with Attorney Bromberg that the transfer would not disassociate TJX from the discredited Zayre name because the public would be unaware of the trademark transfer and the goodwill associated with the TJX’s trademarks was based on the public’s confidence in TJX’s retail services, which would be unaffected by a transfer of the trademarks to an intangible holding company subsidiary.

Finally, for the reasons detailed in Section (V)(C) below, the subsidiaries performed no activities which could be construed as the “focused management” of the marks.

On the basis of these findings, the Board found that TJX set forth these business purposes in a veiled attempt to legitimize a transfer and license-back plan that it implemented solely for tax savings.  As TJX itself conceded in its brief, “tax benefits may have been the single most important reason for entering into the arrangements in the case of the arrangements between TJX and NBC and between Chadwick’s and CDM.”

In short, TJX failed to produce credible evidence establishing that the transfer and license-back arrangement would realistically address the stated organizational and structural concerns with the then-existing arrangement of the marks.  Accordingly, the Board found that the stated “business purposes” for the arrangement were a pretext originating with Coopers & Lybrand and proposed purely as part of a tax-saving plan.

V.
IMPLEMENTATION OF THE PLAN

A.
FORMATION OF THE NEVADA SUBSIDIARIES

1.
NBC FOURTH REALTY CORP.

On August 24, 1989, NBC Fourth Realty Corp. (“NBC”) was incorporated under the laws of the state of Nevada and became a wholly-owned subsidiary of TJX.  Throughout the tax years at issue, NBC leased most of the premises located at 4100 Lone Mountain Road, Las Vegas, Nevada to NBC Nevada Merchants, Inc. (“Nevada Merchants”), another wholly-owned subsidiary of TJX.  Nevada Merchants used the space as a warehouse and distribution center serving T.J. Maxx retail operations in various Western states.

The transfer and lease-back plan devised by Coopers & Lybrand, as reflected in the Checklist provided to TJX, called for NBC to hold the TJX marks purely for tax purposes:

[NBC] was chosen as the company to hold and manage the intangibles because of its location in Nevada and its ownership of realty in Nevada.  The real property will provide substance in Nevada for the corporation.  In order to show that the actual management of the intangibles takes place in Nevada, at least one full-time employee will have to be hired by [NBC] to perform the necessary tasks which will consist mostly of bookkeeping.  NBC Nevada Merchants, Inc. was not chosen because it has employees who regularly travel to Massachusetts to make reports to employees of TJOC.  Since one of the purposes in establishing intangibles holding company [sic] in Nevada is to isolate the activities of managing the intangibles in a state which imposes no income tax, a corporation whose employees regularly make trips to other states would be directly contrary to the goal of isolating the activities in Nevada.

(Checklist, page 2).

At a board meeting on November 20, 1992, prior to the merger of TJOC into TJX,
 the directors of TJOC approved a transfer to NBC of specific trademarks, most notably service marks used in the T.J. Maxx business, including the “T.J. Maxx” store name and the slogans “The Maxx for the Minimum,” “Get the Maxx for the Minimum,” and “Never the Same Place Twice,” in the form of a contribution to capital which was tax free pursuant to Internal Revenue Code (“IRC”) § 351.  The minutes from this meeting identify the reasons for the transfer as “the protection of these valuable assets from liabilities that might arise in the ordinary course of the Company’s business” and “the focused management of such assets.”  Upon completion of the transfer and registration with the U.S. Patent & Trademark Office, and effective November 22, 1992, NBC executed license agreements allowing TJOC and its affiliates to utilize the marks listed therein in exchange for royalties equal to two percent of sales.  TJOC transferred the licensing agreement to TJX when TJOC merged into TJX on April 3, 1993.

2.
CHADWICK’S AND CDM

Chadwick’s was incorporated under Massachusetts law on February 23, 1983 as a second tier wholly-owned subsidiary of TJX.
  Chadwick’s operated a catalog mail-order business for off-price women’s career and casual apparel from a corporate office and distribution center located in West Bridgewater, Massachusetts.  On November 25, 1992, CDM Corp. (“CDM”) was incorporated under the laws of the state of Nevada as a wholly-owned subsidiary of Chadwick’s.  On December 11, 1992, Chadwick’s board of directors approved a transfer of Chadwick’s service marks to CDM in the form of a contribution to capital which was tax-free pursuant to IRC § 351.  The minutes of this meeting identify the same reasons for the transfer as listed above, namely “the protection of these valuable assets from liabilities that might arise in the ordinary course of the Company’s business” and “the focused management of such assets.”  Effective December 13, 1992, CDM licensed the marks to Chadwick’s in exchange for royalties equal to one percent of sales.

On December 7, 1996, Chadwick’s and CDM sold their assets to Brylane, L.P., an unrelated third party.  On January 2, 1997, CDM merged into its parent, Chadwick’s.  On January 8, 1997, Chadwick’s changed its name to Code Blazer, Inc.

3.
MARSHALLS AND MNV

On November 17, 1995, TJX completed the acquisition from Melville Corporation, an unrelated third party, of all of the capital stock of Marshalls of Roseville, Minn., Inc. (“Roseville”), the parent corporation of a group that collectively operated the Marshalls off-price apparel retail chain.  Three days later, on November 20, 1995, Marshalls of Nevada, Inc. (“MNV”) was incorporated under the laws of the state of Nevada as a wholly-owned subsidiary of Roseville.  On that same date, Roseville transferred certain marks to MNV in the form of a contribution to capital which was tax-free pursuant to IRC § 351.  

The minutes of the board of directors meeting cite the recent acquisition of the Roseville stock by TJX and “the desire for consistency with policies previously in place within the TJX affiliated group of corporations for protection and focused management of such valuable intangible assets” as reasons for the transfer of the assets to MNV.  Once the transfer was completed, MNV licensed the use of the marks to all of the separate entities that were operating Marshalls stores in exchange for royalties equal to 1.75 percent of sales.
  

On August 21, 1996, Marshall’s, Inc., an indirect subsidiary of Roseville became incorporated under the laws of Massachusetts and changed its name to Marshalls of Massachusetts, Inc.  Over the next year, more than three hundred of the corporations that were subsidiaries of Roseville merged into Marshalls of Massachusetts, Inc.

Together, NBC, CDM, and MNV are herein referred to as the “Nevada subsidiaries.”
B.
THE SUBSIDIARIES’ CORPORATE STRUCTURE
During the years at issue, the Nevada subsidiaries maintained office space in the Las Vegas building that housed TJX’s distribution center.  The Nevada subsidiaries stored their corporate records, including corporate minutes, tax returns, and business licenses, in those offices.  

Each Nevada subsidiary had a board of directors that met approximately twice a year.  The board members initially consisted of: Ben Cammarata, TJX’s chief executive;  Steven Wishner, TJX’s vice president of finance and treasurer, as well as treasurer and director of each of the Nevada subsidiaries; and Thomas Shiels, president of the Nevada subsidiaries.   Robert Cooke, assistant vice president and facility manager of NBC Nevada Merchants succeeded Thomas Shiels as the president and director of the Nevada subsidiaries.  Monte Miller, founder of Nevada Holding Services, Inc., which provided management services to clients that established corporate affiliates in Nevada, became an additional director.  

After the transfer of the marks, the Nevada subsidiaries held their board meetings in Nevada, usually at the Las Vegas facility.  During the tax periods at issue, a local officer replaced Mr. Cammarata, and the Nevada subsidiaries added Joan Newall, a Nevada employee, as an assistant treasurer.  Mr. Wishner and Jay Meltzer, TJX’s General Counsel, typically prepared the agenda for the board meetings.

Each subsidiary had only two employees: either Ms. Newall and the subsidiary’s president or Mr. Miller and the subsidiary’s president.  However, the employees had no responsibility for monitoring the legal work, engaging in investment activity, maintaining the licenses, or ensuring that TJX properly used the marks.  Instead, TJX employees retained control of these functions.  As a June 5, 1992 memorandum from Coopers and Lybrand to TJX explained, the transfer-and-license-back plan would not generate significant salary, operational, or other costs because the subsidiaries’ daily activities would be limited “to maintaining the books of account.”

Ms. Newall oversaw the banking transactions, bill paying, wire activity, financial accounting, and payables.  Additionally, she completed the clerical work for the subsidiaries, as she maintained all of the leases, mortgage papers, county business licenses, state tax filings, and the lists of officers.  While the financial and clerical duties Ms. Newall performed may have been critical to maintaining the corporate formalities of the Nevada subsidiaries, she did not contribute directly to the subsidiaries’ alleged substantive business activity.  

Moreover, any management services that Mr. Miller performed were subject to a detailed framework that TJX prepared for its subsidiaries, as will be detailed in the sections which follow.

C.
TJX’S CONTINUING CONTROL OVER THE TRADEMARKS
One of the stated business purposes for transferring the marks to the Nevada subsidiaries was to provide for the “focused management” of the marks by the subsidiaries.  However, there was no evidence to support a finding that the subsidiaries were responsible for: 1) negotiating any license agreements, with either TJX or third parties; 2) maintaining or protecting the marks; or 3) marketing or advertising to enhance the value of the marks.

1. NEGOTIATING LICENSING AGREEMENTS

Mr. Shiels often signed the license agreements with TJX on behalf of the Nevada subsidiaries, although Mr. Cooke signed a later amendment to the license agreement for NBC.  However, Mr. Cooke testified that he had no involvement in negotiating the terms of the amendment to the license agreement, even though he was the one who signed it on behalf of NBC.  Rather, TJX dictated the terms of the license agreements.  Moreover, pursuant to the license agreements, the licenses renewed automatically each fiscal year, leaving the subsidiaries with no opportunity to “manage” the marks in the context of the TJX licenses. 

Furthermore, the Board found that while the license agreements purported to be non-exclusive, the Nevada subsidiaries never entered into license agreements with any third parties, nor was there evidence that the Nevada subsidiaries sought out third-party licensees.  Regardless of the purported non-exclusive nature of the licenses, TJX did not allow the subsidiaries to license the service marks to third parties.  As Donald Campbell, TJX’s chief financial officer, acknowledged in his testimony:

[T]rade names are valuable assets.  We want to control our valuable assets.  So if you’re referring to the trade name T.J. Maxx and Marshalls . . . those are valuable assets and we wanted to retain control of them. . . .  We made money by using the value of those assets in operating our stores. . . .  So you want to retain control over the brand names.  How do you do that? . . .  By maintaining ownership of the brands.

TJX argued that although the Nevada subsidiaries did not license the marks to third parties, they nonetheless entered into “obligations” with third parties regarding the marks.  One such obligation, argued TJX, was its purchase of a trademark license from the holder of the “MEXX” trademark
 in settlement of multi-year litigation.  While this settlement protected the marks’ worth, it did not generate any additional revenue to the Nevada subsidiaries, as would actual licensing activities.  Moreover, it was TJX, not the Nevada subsidiaries, that monitored, directed and approved the negotiations and settlement.

2.
MAINTENANCE AND PROTECTION OF THE MARKS

While the Nevada subsidiaries may have paid the expenses of maintaining and defending the marks, they assumed very little responsibility with respect to the legal, marketing, advertising, and quality-control functions necessary to maintain the marks, aside from perfunctory after-the-fact administrative duties.  
a. LEGAL SERVICES RELATED TO THE TRADEMARKS

Instead of retaining their own counsel, the Nevada subsidiaries used Lahive & Cockfield, a law firm that TJX had previously retained, for legal services related to the marks.  As president of the Nevada subsidiaries, Mr. Cooke never retained independent legal counsel to maintain the marks but instead relied upon the judgment of individuals who, in their capacity as TJX employees, recommended that certain actions be taken with respect to the marks.  In fact, Mr. Cooke testified that he “rel[ied] on others who had done their homework.”
While the subsidiaries’ boards of directors would review the necessary business and financial issues, the boards had only a general sense of the “legal action that was taken on the intellectual property.”  For instance, Mr. Cammarata testified that he did not recall discussions at the board level regarding: 1) infringements of T.J. Maxx’s trademarks by entities other than MEXX;
 2) procedures used to monitor commercial entities to ensure that infringements did not occur; or 3) registrations or renewals of trademarks.  In fact, Mr. Cammarata stated that these were concerns for TJX’s legal department and not for the boards of directors specifically.  Moreover, any discussion Mr. Cammarata had regarding trademark registration or infringement was with TJX’s General Counsel while in Framingham and not Nevada.

Joan Flores, TJX’s paralegal who reported directly to TJX’s General Counsel, was responsible for monitoring the marks by reviewing applications submitted to the U.S. Patent & Trademark Office.  When it appeared that another entity may have infringed upon a subsidiary’s trademark, Ms. Flores never consulted the subsidiary as to whether she should file a cease and desist letter or a protest letter in opposition to the activity.  In fact, Ms. Flores never even called the subsidiaries to notify them of the existence of a problem.  Instead, Ms. Flores would frequently contact Attorney Meltzer and Lahive & Cockfield prior to making a legal decision with respect to the marks, including whether to pursue action against infringers.

Although the Nevada subsidiaries paid the invoices for the legal work Lahive & Cockfield performed on their behalf, the subsidiaries did not monitor the marks or engage in the settlement negotiations, and they did not have the responsibility or authority to do so.  Ms. Flores acted as TJX’s liaison with Lahive & Cockfield in connection with negotiations with third parties; no one at TJX or Lahive & Cockfield ever consulted with the subsidiaries concerning the negotiations or settlements.

Furthermore, TJX reviewed and authorized all of Lahive & Cockfield’s invoices prior to forwarding them to the Nevada subsidiaries for a perfunctory approval and payment.  In fact, none of the subsidiaries’ employees monitored the invoices for substantive purposes.  Mr. Miller admitted that when he received bills for legal services, he merely checked that the “multiplication of those bills was correct to the bottom of the totals” because he did not have “responsibility for Mr. Attorney on what they did in each of those hours.”  Instead, Ms. Flores, a TJX employee, carefully reviewed each invoice for accuracy because she oversaw all of the legal work Lahive & Cockfield performed on behalf of the Nevada subsidiaries.

In addition to forwarding Lahive & Cockfield’s invoices to the appropriate subsidiary, Ms. Flores would also bill the subsidiaries on a quarterly basis for the time that she and Attorney Meltzer spent performing their trademark services.  As an attachment to the bill, Ms. Flores would include a list of significant trademark activities that occurred during the quarter.  However, the attached summary often lacked detailed content.  Although the reports would occasionally include a list of new registrations obtained during the quarter, they rarely included specific examples of the maintenance and infringement action activities performed by Lahive & Cockfield, Attorney Meltzer, or Ms. Flores.

b.
MARKETING, ADVERTISING AND QUALITY CONTROL

The Nevada subsidiaries performed no marketing, advertising, or quality control activities to maintain or enhance the value of the marks.  Their lack of participation in these functions further emphasized the unique issues raised when a corporation attempts to separate a service mark from the underlying business to which it relates.  Since TJX’s service marks were associated with the entire operation of its off-price retail business, it is cumbersome, if not entirely unworkable, to sever the service mark from the underlying business in a manner that has economic substance.  

Not surprisingly, therefore, TJX continued to retain control of the marketing, advertising, and quality control functions after transferring the marks to the Nevada subsidiaries because these functions related directly to the public’s perception, and therefore continued profitability, of the off-price retail business conducted by TJX.  Karen Coppolla, TJX’s Assistant Vice President and later Vice President of Corporate Marketing, remained “responsible for all of the public awareness campaigns” and did not consult with the Nevada subsidiaries prior to implementing these advertising campaigns.  Likewise, Ms. Flores would work with the advertising and marketing departments, as well as with outside counsel, to develop new slogans.  Additionally, the head of TJX’s marketing and advertising group decided whether the Nevada subsidiaries should register a new service mark, because TJX “ha[d] to pay for it.”

Ms. Flores maintained minimal contact with the Nevada subsidiaries in this regard, as she sent the subsidiaries only an annual letter with examples of how TJX used the marks in advertising campaigns.  Not only were these letters limited to how the divisions were using the marks and not to the quality of the goods and services, but Ms. Flores sent the materials every December as an informational notification instead of as a request for approval.  The subsidiaries had no input as to how TJX utilized the licensed trademarks.
On the basis of the foregoing, the Board found that there was no “focused management” of the marks by the Nevada subsidiaries.  TJX retained responsibility over the legal, marketing, advertising, and quality control functions necessary to the ongoing maintenance and management of the marks.  

Accordingly, despite the stated business purposes advanced by TJX, the Board found that TJX’s business operations remained substantially unchanged after the transfer and license-back transactions.


D.
SUBSIDIARIES’ REVENUE-GENERATING ACTIVITIES
The Nevada subsidiaries received revenue from three sources: 1) TJX’s royalty payments; 2) interest paid by TJX on loans the subsidiaries made to TJX; and 3) interest from the subsidiaries’ short-term investments pursuant to the investment policy TJX imposed.  As described below, a substantial portion of the royalty payments were returned to TJX in the form of loans that were never repaid and the subsidiaries’ investments were limited to short-term vehicles to ensure that funds were available to be transferred back to TJX.  

1.
LOANS

Before each tax year began, Mr. Wishner, TJX’s treasurer and vice president of finance, and his staff assisted the subsidiaries in preparing their cash flow plans.  The assistance included an identification of the dates on which TJX would require new loans.  Mr. Miller ensured that certain investments matured by that date so that the subsidiaries had sufficient funds available to transfer to TJX.  

Prior to executing the promissory notes, Mr. Wishner, or someone in his department, would initiate a wire transfer request.  Upon receiving the faxed request from TJX, Mr. Miller would wire the money directly to TJX’s account.  However, Mr. Cooke, the president of the various Nevada subsidiaries, testified that he could not recall who authorized the loans to TJX on behalf of the Nevada subsidiaries.

The notes that TJX signed in connection with these loans lacked many of the standard provisions found in arms-length loan documentation.  For example, default provisions, amortization schedules, and security mechanisms were absent from the notes TJX signed.  Further, there was no evidence that the subsidiaries held any collateral or other security interest to secure payment of the loans.

At times, the parties also neglected loan formalities and transferred funds without preexisting promissory notes.  For example, TJX did not provide NBC with a promissory note prior to receiving a loan of $5,100,000 on March 16, 1993.  Instead, after the completion of the wire transfer, Mr. Moore requested that Attorney Meltzer “have a loan agreement written to cover this transfer.” 

Although TJX made interest payments on the outstanding loans, it failed to repay any of the principal.  With rare exception, when the notes became due, the Nevada subsidiaries loaned more cash to TJX and permitted TJX to refinance the outstanding loans via new promissory notes in lieu of making a demand of payment in full.  In fact, TJX failed to produce any evidence that the Nevada subsidiaries ever requested repayment of the loan principal, but instead, continually advanced additional funds to TJX under the guise of loans.

In contrast, when NBC, a Nevada subsidiary, borrowed funds from TJX, the formalities of the transaction, and the repayment obligation, were much different.  On January 11, 1993, shortly after TJX and NBC entered into the transfer and license-back arrangement, NBC borrowed money from TJX to expand its distribution center and executed a promissory note whereby it agreed to pay TJX $23,900,000 on or before February 1, 2012 at an annual interest rate of 9.20%.  The note specifically provided: an amortization schedule that included interest and principal payments due annually from January 31, 1993 through January 31, 2012; default provisions which required immediate payment of all amounts of principal and interest upon “any default by [NBC] in the performance of any obligation which continues for more than five (5) days after written notice thereof from TJX to [NBC]”; and enforcement mechanisms allowing TJX to levy “against any property, real or personal” to secure payment by NBC.  This loan was also consistent with the overall strategy of returning funds to TJX, as reflected in an intra-company communication dated December 12, 1992:  “[o]ne of the first methods of returning cash upstream was going to be [NBC] paying off part or all of its inter-company debt of $25,000,000 [which would] return most of the first year’s license fee back upstream [to TJX].”

Additionally, while the parties did not submit evidence of fair market interest rates during the years at issue, the Board found that the stark contrast between the 9.20 percent interest rate included in NBC’s promissory note and the four percent interest rate included in TJX’s first promissory note, executed only two months later, revealed an imbalanced bargaining relationship between TJX and its wholly-owned subsidiaries, which benefited TJX to the detriment of the Nevada subsidiaries.  In fact, while acting as an employee in TJX’s finance department, Mr. Wishner essentially established the loans’ interest rates instead of allowing the Nevada subsidiaries to negotiate the rate themselves.

According to Mr. Miller, TJX’s own witness, the subsidiaries loaned approximately ninety percent of their net income to TJX.
  Although TJX argued that this figure was misleading because it does not properly account for the subsidiaries’ expenses, the following sections demonstrate that, regardless of the exact percentage, each subsidiary loaned back to TJX a substantial portion of the royalty payments they received from TJX.
a.
NBC

The following table outlines the inter-company loans NBC made to TJX during the years at issue, as stipulated to by the parties:

TABLE 1 - LOANS FROM NBC TO TJX

	Date
	Lender
	Borrower
	Amount ($)
	Due date
	Interest 

	03/16/1993
	NBC
	TJX
	5,100,000
	03/15/1994
	4.00%

	05/04/1993
	NBC
	TJX
	2,250,000
	05/03/1994
	4.00%

	01/10/1994
	NBC
	TJX
	13,650,000
	05/03/1994
	3.50%

	02/11/1994
	NBC
	TJX
	9,500,000
	05/03/1994
	3.75%

	03/15/1994
	NBC
	TJX
	5,100,000
	05/03/1994
	3.50%

	05/03/1994
	NBC
	TJX
	40,000,000
	05/03/1995
	5.25%

	01/10/1995
	NBC
	TJX
	18,000,000
	05/03/1995
	7.05%

	02/10/1995
	NBC
	TJX
	10,400,000
	05/03/1995
	7.25%

	05/03/1995
	NBC
	TJX
	80,700,000
	05/03/1994
	7.00%

	01/10/1996
	NBC
	TJX
	17,000,000
	05/03/1996
	6.00%

	02/12/1996
	NBC
	TJX
	9,800,000
	05/03/1996
	5.75%

	05/03/1996
	NBC
	TJX
	128,600,000
	05/03/1997
	6.25%

	01/10/1997
	NBC
	TJX
	19,000,000
	05/03/1997
	6.00%


During the tax year ending January 31, 1993, TJOC paid NBC $10,019,660 in royalties.  NBC also accrued $13,632 of investment income, as well as $1,032,200 of royalties from other affiliates.

During the tax year ending January 31, 1994, TJX paid NBC $39,568,526 in royalties, and NBC returned $21,000,000 to TJX through inter-company loans during the same tax period.  Although TJX paid NBC $269,734 of interest in 1994, it failed to repay any principal on loans it received the previous tax year.  NBC also accrued $326,626 of investment income, as well as $15,212,802 of royalties from other affiliates.

During the tax year ending January 31, 1995, TJX paid NBC $49,140,392 in royalties, and NBC returned $37,000,000 to TJX through inter-company loans during the same tax period.  Although TJX paid NBC $2,015,257 of interest in 1995, it failed to repay any principal on loans it received the previous tax year.  In fact, the May 3, 1994 loan of $40,000,000 was not a loan of an additional $40,000,000 but consisted of a rollover of all previous loans plus an additional loan of $4,400,000.  NBC also accrued $469,299 of investment income, as well as $9,379,290 of royalties from other affiliates.  
During the tax year ending January 31, 1996, TJX paid NBC $51,829,368 in royalties, and NBC returned $39,700,000 to TJX through inter-company loans during the same tax period.  Although TJX paid NBC $5,631,762 of interest in 1996, it failed to repay any principal on loans it received the previous tax year.  On the due date of the $40,000,000 loan advanced on May 3, 1994, TJX signed another one year note, this time for $80,700,000, representing a rollover of all previous loans plus an additional loan of $12,300,000.  NBC also accrued $353,198 of investment income, as well as $9,418,176 of royalties from other affiliates.

During the tax year ending January 31, 1997, TJX paid NBC $56,303,036 in royalties, and NBC returned $49,900,000 to TJX through inter-company loans during the same tax period.  Although TJX paid NBC $7,992,888 of interest during the tax year ending January 31, 1997, it failed to repay any principal on loans it received the previous tax year.  Once again, TJX signed another one-year note on the due date of the previous years’ note; the $128,600,000 note dated March 3, 1996 consisted of a rollover of all previous loan amounts plus an additional loan of $21,100,000.  NBC also accrued $565,563 of investment income, as well as $9,831,542 of royalties from other affiliates.

b.
CDM

The following table outlines the inter-company loans CDM made to TJX during the years at issue, as stipulated to by the parties:

TABLE 2 - LOANS FROM CDM TO TJX
	Date
	Lender
	Borrower
	Amount ($)
	Due date
	Interest 

	01/10/1994
	CDM
	TJX
	1,200,000
	05/03/1994
	3.50%

	02/11/1994
	CDM
	TJX
	500,000
	05/03/1994
	3.75%

	05/03/1994
	CDM
	TJX
	2,600,000
	05/03/1995
	5.25%

	01/10/1995
	CDM
	TJX
	1,200,000
	05/03/1995
	7.05%

	05/03/1995
	CDM
	TJX
	5,600,000
	05/03/1996
	7.00%

	01/10/1996
	CDM
	TJX
	1,300,000
	05/03/1996
	6.00%

	02/12/1996
	CDM
	TJX
	1,100,000
	05/03/1996
	5.75%


Between December 11, 1992 and January 30, 1993, Chadwick’s paid CDM $372,117 in royalties.

During the tax year ending January 31, 1994, Chadwick’s paid CDM $4,214,013 in royalties, and CDM returned $1,200,000 to Chadwick’s through inter-company loans during the same tax period.  Although CDM accrued $23,138 of income and investment income in 1994, Chadwick’s failed to repay any principal on loans it received from CDM the previous tax year.
During the tax year ending January 31, 1995, Chadwick’s paid CDM $4,335,734 in royalties, and CDM returned $2,600,000 to Chadwick’s through inter-company loans during the same tax period.  Although CDM accrued $178,372 of interest and investment income in 1995, Chadwick’s failed to repay any principal on loans it received from CDM the previous tax year.  Rather, as with the NBC loans to TJX, TJX signed a one-year note on March 3, 1994, which consisted of a rollover of all previous unpaid loans plus an additional return of cash; in this case CDM received a note for $2,600,000 that consisted of a rollover of unpaid loans plus an additional loan of $900,000.  
During the tax year ending January 31, 1996, Chadwick’s paid CDM $4,794,392 in royalties, and CDM returned $3,100,000 to Chadwick’s through inter-company loans during the same tax period.  Although CDM accrued $437,758 of income and investment income in 1996, Chadwick’s failed to repay any principal on loans it received from CDM the previous tax year.  On the due date of the $2,600,000 loan advanced on May 3, 1994, TJX signed another one year note, this time for $5,500,000, representing a rollover of all previous loans plus an additional loan of $1,800,000.  
During the tax year ending January 31, 1997, Chadwick’s paid CDM $4,619,233 in royalties, and CDM returned $1,100,000 to Chadwick’s through inter-company loans during the same tax period.  Although CDM accrued $358,849 of income and investment income in 1997, Chadwick’s failed to repay any principal on loans it received from CDM the previous tax year.
c.
MNV

The following table outlines the inter-company loans MNV made to TJX during the years at issue, as stipulated to by the parties:

TABLE 3 - LOANS FROM MNV TO TJX
	Date
	Lender
	Borrower
	Amount ($)
	Due date
	Interest 

	10/10/1996
	MNV
	TJX
	2,000,000
	05/03/1997
	6.25%


Between November 20, 1995 and January 27, 1996, MNV received $383,367 in royalties from Marshalls, Inc. and $6,101,165 of royalties from other affiliates.

During the tax year ending January 31, 1997, Marshalls, Inc. paid MNV $10,056,767 in royalties, and MNV returned $2,000,000 to TJX through inter-company loans during the same tax period.  MNV also accrued $102,791 of investment income, as well as $19,074,003 of royalties from other affiliates.
d. THE PURPORTED LOANS WERE NOT BONA FIDE INDEBTEDNESS
On the basis of the foregoing the Board found that: (1) the subsidiaries issued TJX loans upon request even though TJX had not repaid the previous loans; (2) the notes that TJX executed did not contain default provisions, amortization schedules, or security mechanisms; (3) the subsidiaries never required TJX to repay the loan principal, but instead, continued to issue new loans; (4) at times, the parties also neglected appropriate loan formalities in conjunction with the issuance of loans, thereby emphasizing the lack of an arm’s-length agreement; (5) the parties never expected TJX to repay the loan principal, but intended that the loans “upstreamed” to TJX remain with TJX; (6) the applicable rates were lower than expected in an arm’s-length loan; and (7) the subsidiaries held no collateral or other security interest to enforce payment of the loans.  Accordingly, the Board found that the purported loan transactions between the Nevada subsidiaries and TJX did not constitute bona fide indebtedness; rather, they were nothing more than a part of a circular flow of funds between TJX and its wholly-owned subsidiaries designed to allow TJX to claim deductions for royalty and interest expenses while receiving the royalties back on a tax-free basis in the form of loan proceeds.  
2.
INVESTMENTS
Following the transfers of the intangibles, TJX hired Nevada Holding Services, Inc. to be an investment consultant to the Nevada subsidiaries.  Monte Miller had established Nevada Holding Services, Inc. to provide management services for clients that wished to establish corporate affiliates in Nevada.

Mr. Miller managed the Nevada subsidiaries’ investment activities.  However, the Cash Operations Manual, which TJX created under the direction of Mr. Wishner, established very specific investment “policies and procedures” for the Nevada subsidiaries to follow when investing the royalties.  Mr. Wishner admitted that Mr. Miller was required to make investments “within the purview of this manual,” and that he needed pre-approval to make investments beyond its scope.  Furthermore, the cash operations manuals stated that the central purpose and primary concern of any investment activity undertaken by the Nevada subsidiaries was to insure a steady stream of cash to the parent, as opposed to enabling the Nevada subsidiaries the opportunity to maximize the return on their investments:  “Cash should be invested in a manner which insures that adequate cash is available to meet any disbursement requirements, i.e. dividends or loans to parent, checks required for miscellaneous expenses, fees to parent, mortgage payment” (emphasis added).

Mr. Wishner testified that the policies set forth in the cash operations manual strictly limited the financial institutions into which royalties could be deposited, as well as the amounts that could be deposited.  The investment vehicles, such as government-issued T-bills, were short-term, low-risk ventures with maturity dates on average of thirty to sixty days.  The Commissioner’s expert witness, Dr. Alan Shapiro, a financial economist, testified that “[t]hese controls were specific and prevented the selection of the best investments for the [Nevada subsidiaries].”

Internal memoranda also clearly stated that the Nevada subsidiaries were to return the royalty funds to TJX for TJX’s own benefit instead of maximizing their own income by retaining and investing the funds.  For example, in a September 28, 1992 memorandum from Coopers & Lybrand to Dan Moore, TJX’s manager of income tax, Mr. Moore was informed that:

After the transfers are completed and [the subsidiary] licenses the use of the intangibles to the former owners, the royalty payments from the licensing of the intangibles could be returned to the various companies which held the intangibles by dividends or loans
(emphasis added).

Additionally, Mr. Miller spent only approximately five to six hours per month on investments and trades for the Nevada subsidiaries, thereby confirming that he simply adhered to TJX’s constrictive guidelines rather than expending the time required to research potential investments that could have yielded higher rates of return.

The investment totals confirm that the cash operations manual stymied the Nevada subsidiaries’ ability to earn a higher yield return on its investments.  For example, despite receiving royalty income of $235,636,605 during the years at issue, the Nevada subsidiaries generated investment income totaling $2,829,226 during those same years, a return of just over one percent.  

On the basis of the foregoing, the Board found that the Nevada subsidiaries lacked the freedom to set their own investment policies, to the detriment of the subsidiaries and in furtherance of an overall strategy of returning the royalty payments to TJX.  The subsidiaries’ investment strategy was dictated by TJX and was dependent on the needs of the parent and not upon a desire to maximize the subsidiaries’ income.  The Nevada subsidiaries were stymied in their ability to earn a higher yield on the royalty income they received from TJX because they were required to follow TJX’s investment policies, which were instituted to insure that funds were available for return to TJX.  Accordingly, because TJX controlled the subsidiaries’ investments so that the royalty income could be returned to TJX on demand, together with the actual return of the funds in the form of “loans,” the Board found that TJX did not relinquish control over the royalty income it paid to its subsidiaries.
VI.
ADJUSTMENTS TO MARSHALLS, INC.

In a letter dated October 21, 1998, the audit division notified TJX that it would be assessed a total of $8,801,675: $1,340,993 for the tax year ending January 31, 1995; $445,564 for the tax year ending January 31, 1996; and $7,015,118 for the tax year ending January 31, 1997.  On December 7, 1999, the Commissioner issued to TJX an NOA, which referenced four separate assessments:
TABLE 4 – MARSHALL’S ORIGINAL ASSESSMENT
	Tax Year

End Date
	Tax Liability
	Penalty
	Total (exclusive of interest)

	1/31/95
	$1,340,993
	$0
	$1,340,993

	1/31/95
	$36,399
	$0
	$36,399

	1/31/96
	$445,564
	$31,189
	$476,753

	1/31/97
	$6,522,197
	$492,921
	$7,015,118


TJX paid the $36,399 assessment for the tax year ending January 31, 1995, and does not dispute that assessment in this appeal.  On June 20, 2001, the Commissioner approved an abatement of the $31,189 in penalties assessed for the period ending January 31, 1996.  Therefore, the following amounts were still in dispute for the taxable periods 1995 – 1997:
TABLE 5 – MARSHALL’S ASSESSMENT IN DISPUTE
	Tax Year

End Date
	Tax Liability
	Penalty
	Total (exclusive of interest)

	1/31/95
	$1,340,993
	$0
	$1,340,993

	1/31/96
	$445,564
	$0
	$445,564

	1/31/97
	$6,522,197
	$492,921
	$7,015,118


A portion of the liabilities outlined above resulted from adjustments the Commissioner made to Marshalls, Inc. for the tax years ending January 31, 1996 and January 31, 1997.  As reflected in the audit work-papers entered into evidence, the Commissioner made the following adjustments to Marshalls, Inc. for the tax year ending January 31, 1996:

1. Disallowed $383,367 in royalty expenses paid to Marshalls of Nevada.

2. Attributed to Marshalls, Inc. royalty income of $5,564,530 it “paid to Marshalls of Nevada for the use of the Marshalls trademarks . . . on the basis that those intangible assets were never transferred out of Mass. by Marshalls, Inc.”

3. Increased Marshalls, Inc.’s taxable income “by $5,489 when the environmental tax was removed from the state tax addback.”

4. Included the $5,564,530 of royalty income in the denominator of Marshalls, Inc.’s apportionment formula.
As a result of these adjustments, the Commissioner increased Marshalls, Inc.’s taxable income from a loss of $5,767,927 to a taxable income of $185,459, which resulted in a $9,751 tax liability.

Based on the audit work-papers entered into evidence, the Commissioner made the following adjustments to Marshalls, Inc. for the tax year ended January 31, 1997:

1. Disallowed $10,056,767 in royalty expenses paid to Marshalls of Nevada.

2. Attributed $5,564,530 of royalty income to Marshalls Inc. “on the basis that those intangible assets were never transferred out of Mass. by Marshalls, Inc.”

3. Increased Marshalls, Inc.’s taxable income “by $5,489 when the environmental tax was removed from the state tax addback.”

4. Included $18,156,573 of royalty income paid to Marshalls of Nevada, Inc. in the denominator of Marshalls, Inc.’s sales apportionment formula.

5. Denied the $5,767,927 carryforward loss taken on the 1997 return because “per audit, there was combined taxable income in FY 1/96 and all carryforward losses were utilized in that fiscal year.”

As a result of these adjustments, the Commissioner increased Marshalls, Inc.’s taxable income from $35,906,586 to $69,887,853, which resulted in a $1,720,195 tax liability.

The Commissioner’s adjustments were based on the premise that Marshalls, Inc. owned the trademarks at issue prior to transferring them to the Nevada subsidiaries.  However, at no time did Marshalls Inc. own the marks.  Rather, MNV, after receiving the marks from Roseville, licensed the use of those marks to all of the Marshalls affiliates, including Roseville, and the other 469 subsidiaries.  In return for the use of the marks, the Marshalls entities paid royalties to MNV.  According to the letter issued in connection with the exit conference from Charles J. Keegan, a Massachusetts Department of Revenue Audit Manager, to TJX’s Joan Korzec Brown:

The most prominent adjustments were due to the unraveling of the consequences of the transfer of trademarks to ‘trade name’ corporations.

This adjustment tried to get the income statements to where they would be if the transfer was never made.  This was done by denying the royalty expense paid to corporations to whom the trademarks were transferred . . . and [by] attributing to the original owner any royalty income paid to these ‘trade name’ corporations that were paid by corporations not in the Mass. combined group.

The exit conference letter stated that the Commissioner made the adjustments pursuant to G.L. c. 63, §§ 33 or 39A, and that G.L. c. 63 § 30(4) and IRC § 162(a) further supported the adjustments since those sections permitted deductions from gross income only for ordinary and necessary business expenses.

Accordingly, the auditors attributed the royalty payments that Marshalls, Inc. made to MNV back to Marshalls, Inc. on the assumption that Marshalls, Inc. was the prior owner of the marks and would have retained that income had it not transferred the marks.  However, it was Roseville, not Marshalls, Inc., that owned the marks prior to their transfer to MNV.  Therefore, the Commissioner improperly treated Marshalls, Inc. as the owner of the marks and his adjustments to Marshalls, Inc.’s income and the denial of Marshalls, Inc.’s royalty deductions were improper.

VII.
CONCLUSION
On the basis of the foregoing, the Board found that the transfer and license-back transactions had no business purpose and lacked economic substance.

The fundamental objective of the plan to transfer the TJX marks to the Nevada subsidiaries was to obtain royalty and interest deductions for TJX, tax-free income to its subsidiaries, and a tax-free return of the royalties to TJX.  The “business objectives” proposed by Coopers & Lybrand and adopted by TJX amounted to nothing more than a vain attempt to add substance to an exclusively tax-saving strategy.  Not only did TJX acknowledge that tax benefits were the single most important reason behind the transfer and license-back arrangement, but it failed to produce sufficient evidence to support a finding that the transfer and license-back scheme could accomplish any of the purported business purposes.

The Nevada subsidiaries had no meaningful control over the marks or the income generated from them.  TJX did not permit the subsidiaries to negotiate the terms of the license agreements, but instead dictated the terms to the subsidiaries.  The license agreements automatically renewed each fiscal year and the subsidiaries did not license the marks to any third parties.  Accordingly, TJX held an exclusive license, the terms of which it dictated and could change at any time, given its control over the subsidiaries.  

The vast majority of the royalty income generated from the licensing of the marks was returned to TJX, tax-free, in the form of purported loans from the Nevada subsidiaries.  These loans lacked many standard provisions to protect the “lender” and the principal was never repaid.  Given the circumstances surrounding the loan transactions, the Board found that the parties had no intention that the funds transferred to TJX would ever be repaid and therefore were not bona fide loans.  Rather, the transferred funds constituted disguised or constructive dividends to TJX.  However, regardless of whether they were tax-free loans or largely tax-free dividends,
 the transferred funds were part of an overall tax-saving scheme of generating deductions to TJX, tax-free income to the subsidiaries, and a tax-free return of the royalty income to TJX.
The amount and timing of the loans to TJX, as well as the types of investments that the subsidiaries could make with the royalties they received, were dictated by TJX.  Prior to each tax year, TJX helped prepare the subsidiaries’ cash flow plan and guided the subsidiaries’ expenditures.  TJX established very specific investment policies and procedures for the subsidiaries to follow when investing the royalties, the central purpose and primary concern of which were to insure a steady stream of cash to the parent.  TJX’s ability to require the subsidiaries to “loan” whatever amounts it required, on whatever terms it directed, together with the investment policy TJX required the subsidiaries to follow, support the conclusion that TJX maintained control over the royalty income even in the hands of the subsidiaries.  Accordingly, there was simply no economic substance to the transactions.
Further, while the subsidiaries may have paid the expenses of maintaining and defending their marks, they assumed little or no responsibility with respect to the legal, marketing, advertising, and quality control functions necessary to maintain the marks, aside from perfunctory after-the-fact duties.  No one at TJX or Lahive & Cockfield ever consulted with the subsidiaries concerning negotiations or subsequent settlements.  The subsidiaries did not hire their own law firm or even monitor the substance of the Lahive & Cockfield’s work.  Moreover, the Board found that TJX’s business operations did not change after the transfer and license-back transactions, and thus, concluded that the transactions did not have economic substance.
On the basis of the above findings, and for the reasons detailed in the following Opinion, the Board found that the transfer and license-back transactions had no business purpose and lacked economic substance.  Accordingly, the Board found that under the sham transaction doctrine the Commissioner properly disallowed TJX’s deductions for the royalty fees it paid. 
Furthermore, the Board found that TJX failed to meet its burden of proof in challenging the assessment of taxes resulting from the disallowance of the deduction for the interest payments to NBC and CDM.  The Board ruled that the loans from the subsidiaries to TJX were not bona fide indebtedness; rather, they were nothing more than a disguised return of the royalty income paid by TJX and, in reality, constituted constructive dividends rather than loans.  The Board therefore concluded that TJX was not entitled to an abatement of its corporate excise based upon the disallowance of the deductions for the interest expenses accrued in the transactions at issue and issued a decision for the appellee.

However, based on the findings associated with the Marshalls issue, the Board amended its original Decision, dated August 8, 2006, and granted the Appellant a partial abatement for that specific issue in the amount of $840,731, and otherwise upheld the original decision for the appellee.  The Board issued its Amended Decision simultaneously with the promulgation of its Findings of Fact and Report.

OPINION

I. TAX TREATMENT OF ROYALTY EXPENSES

A. SHAM TRANSACTION ANALYSIS UNDER SHERWIN-WILLIAMS AND SYMS

The Board has previously addressed the issue of the deductibility of a parent corporation’s royalty payments to its wholly-owned subsidiary pursuant to a transfer and license-back transaction in Syms Corp. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 2000-711 and The Sherwin-Williams Co. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 2000-468.  These rulings met with different outcomes on appeal to the Supreme Judicial Court.  See Syms Corp. v. Commissioner of Revenue, 436 Mass. 505 (2002) (affirming the Board’s denial of deductions) and The Sherwin-Williams Co. v. Commissioner of Revenue, 438 Mass. 71 (2002) (overturning the Board’s denial of deductions).  

In analyzing this issue in the present appeals, the Board was cognizant of the fundamental principle that every taxpayer has the right to decrease the amount of taxes owed, or avoid them altogether, by any legal means.  See Gregory v. Helvering, 293 U.S. 465, 469 (1935).  However:
[w]hile the courts recognize that tax avoidance or reduction is a legitimate goal of business entities, the courts have, nonetheless, invoked a variety of doctrines . . . to disregard the form of a transaction where the facts show that the form of the transaction is artificial and is entered into for the sole purpose of tax avoidance and there is no independent purpose for the transaction.

Falcone v. Commissioner of Revenue, Mass. ATB Findings of Fact and Report 1996-727, 734-735.  The sham transaction doctrine is one such judicially-created doctrine “for preventing the misuse of the tax code.”  Horn v. Commissioner of Internal Revenue, 296 U.S. App. D.C. 358, 968 F.2d 1229, 1236 (D.C. Cir. 1992).  

In both Syms and Sherwin-Williams, the court agreed that “Massachusetts recognizes the ‘sham transaction doctrine’ that gives the [C]ommissioner the authority ‘to disregard, for taxing purposes, transactions that have no economic substance or business purpose other than tax avoidance.’”  Sherwin-Williams, 438 Mass. at 79 (quoting Syms, 436 Mass. at 509-10).  Furthermore, this doctrine “prevents taxpayers from claiming the tax benefits of transactions that, although within the language of the tax code, are not the type of transaction the law intended to favor with the benefit.”  Syms, 436 Mass. at 510.  However, “[t]he question whether or not a transaction is a sham for purposes of the application of the doctrine is, of necessity, primarily a factual one, on which the taxpayer bears the burden of proof in the abatement process.” Id. at 511.  Analyzing these decisions, and applying them to subsequent appeals, thus requires careful attention to the specific facts presented in each appeal.

In applying the sham transaction doctrine to the transfer and license-back of trademarks between a parent and a wholly-owned subsidiary, the court in Sherwin-Williams observed that “[s]ham transaction cases most often involve discrete transactions by businesses or individuals rather than business reorganizations.”  Sherwin-William, 438 Mass. at 84.  Because it viewed the transfer and license-back arrangement between the parent and subsidiary as a business reorganization, the court in Sherwin-Williams, set out to “decide what an established business enterprise must prove . . . [for] the taxing authorities [to] recognize the reorganization for tax purposes, rather than disregard it as a sham.”  Id. at 82.  The court ruled that, in the case of a business reorganization, the viability of the resulting business should be the focus of the inquiry:

In the context of a business reorganization resulting in new corporate entities owning or carrying on a portion of the business previously held or conducted by the taxpayer, this requires inquiry into whether the new entities are “viable,” that is, “formed for a substantial business purpose or actually engag[ing] in substantive business activity.”  In making this inquiry, consideration of the often interrelated factors of economic substance and business purpose, is appropriate.

Id. at 85-86 (internal citations omitted).  The court also rejected a “rigid two-step analysis,” applied in one line of federal cases, which separately investigates the business purpose and economic effect of a transaction.  Id. at 84 (quoting Rice’s Toyota World, Inc. v. Commissioner of Revenue, 752 F.2d 89, 91 (4th Cir. 1985)).  Instead, the court declared that “whether a transaction that results in tax benefits is real, such that it ought to be respected for taxing purposes, depends on whether it has had practical, economic effects beyond the creation of those tax benefits.”  Id. at 85.  In fact, “tax motivation is irrelevant where a business reorganization results in the creation of a viable business entity engaged in substantive business activity rather than in a ‘bald and mischievous fiction.’”  Id. at 89 (citing Moline Properties, 319 U.S. at 439).
After applying the above standards to the particular facts of Sherwin-Williams, the court found that the transfer and license-back arrangements “[were] a product and intended part of a business reorganization, and their economic substance and business purpose must be assessed not in the narrow confines of the specific transactions between the parent and the subsidiaries, but in the broader context of the operation of the resultant business.”  Id. at 86 (citing Northern Ind. Pub. Serv. v. Commissioner of Internal Revenue, 115 F.3d 506, 512 (7th Cir. 1997)).  The court then “conclud[ed] that the reorganization, including the transfer and licensing back of the marks, had economic substance in that it resulted in the creation of viable business entities engaging in substantive business activity.”  Id.  In particular, the court relied on the following to determine that the Sherwin-Williams subsidiaries were engaged in substantive business activity:  legal title and physical possession of the marks passed from the parent to the subsidiaries, as did “the benefits and burdens of owning the marks”; “[t]he subsidiaries entered into genuine obligations with unrelated third parties for use of the marks”; “[t]he subsidiaries received royalties, which they invested with unrelated third parties to earn additional income for their businesses”; and “[t]he subsidiaries incurred and paid substantial liabilities to unrelated third parties and to Sherwin-Williams to maintain, manage, and defend the marks.”  Id.

The Board is cognizant of the fact that every properly incorporated entity that has a business purpose or is engaged in business activity must be recognized for tax purposes.  See Moline Properties, Inc. v. Commissioner, 319 U.S. 436, 439 (1943).  As the Board noted in Syms Corp., ATB Findings of Fact and Reports at 2000-749, “the degree of corporate purpose and activity required for the recognition of a corporation as a separate legal entity for tax purposes is extremely low.” (citing Strong v. Commissioner, 66 T.C. 12 (T.C. 1976), aff’d, 553 F.2d 94 (2nd Cir. 1977)).  In the present appeals, there is no question that the Nevada subsidiaries should be recognized as corporate entities for tax purposes.

However, in these appeals, it is the transactions, not the entities, that the Board must examine to determine whether the deductions resulting from the transfer and license-back arrangement between TJX and its subsidiaries should be allowed.  An analysis that focused only on whether the subsidiaries, rather than the transactions, should be recognized for tax purposes would essentially require the Board and the reviewing court to accept any and all business activity that occurs between two properly established entities.  Such an interpretation would eviscerate the sham transaction doctrine, thereby preventing the Board and appellate courts from reviewing and disregarding inter-company transactions designed to manipulate the tax system for the taxpayer’s benefit.  In this regard, the Supreme Court has determined that:

[T]he existence of an actual corporation is only one incident necessary [for the recognition of a transaction]. . . . The government may look to actualities and upon determination that the form employed for doing business or carrying out the challenged tax event is unreal or a sham may sustain or disregard the effect of the fiction.

Higgins v. Smith, 308 U.S. 473, 476-77 (1941).  See also Gregory, 293 U.S. at 469 (“No doubt, a new and valid corporation was created.  But that corporation was nothing more than a contrivance to the end last described.”).

The instant appeals involved the creation of new subsidiaries, as well as the addition of a new activity for an existing subsidiary, and a series of transactions involving the transfer and license-back of multiple service marks between parent and subsidiaries.  As described more fully below, although the taxpayer contended that the transactions were part of a business reorganization, like the reorganization the court found in Sherwin-Williams, the Board found several factors that distinguished these appeals from Sherwin-Williams and supported the conclusion that the transfer and license-back arrangement, even when viewed in the “broader context of the operation” of the Nevada subsidiaries, lacked economic substance and any business purpose.  Id.
1. TJX’S RETENTION OF THE BENEFITS AND BURDENS OF OWNING THE MARKS 

The first substantive business activity on which the court relied in Sherwin-Williams was that the benefits and burdens of owning the marks passed with the title and possession of the marks from the parent to the subsidiaries.  The primary benefit of the subsidiaries’ ownership of the marks would appear to be their right to receive royalty payments from TJX because, as will be discussed in Section I(A)(2) below, the Nevada subsidiaries received no benefit from licensing the marks to third parties.  However, this apparent benefit was illusory because TJX maintained substantial control over the royalty payments even after payment to the subsidiaries.

The Board found that the vast majority of the royalties generated from the licensing of the marks were returned to TJX, tax-free, in the form of purported loans from the Nevada subsidiaries.  Compare Sherwin-Williams, 438 Mass. at 87 (“Sherwin-Williams relinquished control over monies it previously retained but now paid to the subsidiaries as royalties.  These monies were not returned to it as a dividend.”).  

As detailed in the Board’s Findings, the return of royalties to TJX in the form of loans was a classic example of a circular flow of funds between a parent and its wholly-owned subsidiaries.  Mr. Miller testified that the Nevada subsidiaries returned approximately ninety percent of the royalties it received to TJX in the form of loans issued frequently throughout the tax years at issue.  Further, TJX never repaid any principal on the loans from the Nevada subsidiaries, and interest on these loans was charged at a short-term rate despite the long-term nature of the loans.  
The purported loans lacked many standard provisions to protect the “lender” and the principal was never repaid.  Given the circumstances surrounding the loan transactions, the Board found that the parties had no intention that the funds transferred to TJX would ever be repaid and therefore, as detailed in Section II below, were not bona fide loans.  Rather, the transferred funds constituted disguised or constructive dividends to TJX.  However, regardless of whether they were tax-free loans or largely tax-free dividends pursuant to G.L. c. 63, § 30(a)(1), the transferred funds were part of an overall tax-saving scheme of generating deductions to TJX, tax-free income to the subsidiaries, and a tax-free return of the royalty income to TJX.
In Syms, the court affirmed the Board’s finding that the “quick turnaround” of funds between parent and wholly-owned subsidiary was “persuasive evidence that the royalty fees were not arm’s length payments for services provided by [the subsidiaries], but rather a contrived mechanism by which affiliated entities shifted income tax-free between themselves in a circular transaction for the benefit of [the parent].”  Syms, Mass. ATB Findings of Fact and Report at 2000-759, 760, aff’d 436 Mass. at 513.  In fact, the evidence of circularity in these appeals is even more convincing than in Syms, because the funds were not merely transferred as largely tax-free dividends, but as long-term loans, the payment of interest on which actually generated additional deductions for the parent.  Consequently, the Board found and ruled that “[s]uch a circular flow of funds among related entities does not indicate a substantive economic transaction for tax purposes.” Syms, Mass. ATB Findings of Fact and Report at 2000-760 (quoting Merryman v. Commissioner of Internal Revenue, 873 F.2d 879, 882 (5th Cir. 1989)).
The Board ruled that the transfer and license-back transactions were not part of a legitimate, ongoing business engaged in by the Nevada subsidiaries based on the subsidiaries’ continual issuance of “loans” to TJX, the subsidiaries’ lack of leverage or authority to require repayment, the lack of appropriate loan formalities, and the circular flow of funds.  Instead, these transactions lacked economic substance and were intended merely to transfer funds between TJX and its wholly-owned subsidiaries so as to create significant tax deductions without a meaningful change in TJX’s economic position.  Accordingly, unlike the subsidiaries in Sherwin-Williams, the Nevada subsidiaries did not enjoy the benefits of the marks or, as will be discussed in Section I(A)(4) below, the burden of maintaining, managing, and defending the marks.

2. ABSENCE OF LICENSING ACTIVITY WITH THIRD PARTIES BY SUBSIDIARIES 

The second business activity found by the court in Sherwin-Williams was the subsidiaries’ licensing of the marks to third parties.  See Sherwin-Williams, 438 Mass. at 87 (“The new owners of the marks were free, under their amended bylaws, to enter into licensing agreements with companies other than Sherwin-Williams without shareholder approval, and the subsidiaries did so.”) (emphasis added); see also id. at 86 (“The subsidiaries entered into genuine obligations with unrelated third parties for use of the marks”).  

In the present appeals, although the licenses purported to be non-exclusive, the Nevada subsidiaries did not license the marks to any third-parties, nor was there evidence that the subsidiaries even attempted to find potential third-party licensees.  Moreover, Mr. Campbell testified that TJX would not allow the marks to be licensed to third parties because it wanted to control its valuable assets.

As the Board found in Syms, a transfer and license-back transaction between a parent and its wholly-owned subsidiary which results in a de facto exclusive license arrangement is not an arm’s-length transaction:  “If the subsidiary was truly independent, it could have licensed the Marks to whomever would pay it the highest royalty rates . . .” Syms, Mass. ATB Findings of Fact and Reports at 2000-767.  

In addition, the Nevada subsidiaries had no opportunity to renegotiate the terms of the licenses with TJX.  At the very minimum, a licensor would want to ensure that it was receiving the most beneficial rate by retaining the ability to renegotiate the licenses at the expiration of the current term.  In Sherwin-Williams, the court found that “[Sherwin-Williams] no longer had the exclusive right to use the marks.  Instead, it had nonexclusive and time-limited licenses to most but not all of them.”  Id. at 87 (emphasis added).  In fact, the license agreements between Sherwin-Williams and its subsidiaries were for 10-year terms, Id. at 76 and 87, at the expiration of which the parties would have to negotiate the terms of a new license. 

TJX, on the other hand, entered into licenses with its shareholders which were automatically renewed annually.  The licenses explicitly provided that:
[u]nless otherwise terminated in accord herewith, the license granted herein shall continue for an initial term expiring on the last Saturday of January 1995, which is the end of a fiscal year of Licensee, and shall thereafter automatically be renewed from fiscal year to fiscal year of Licensee, except that either party may terminate the license granted herein upon two months’ notice.

Therefore, TJX did not risk losing the rights to the marks unless the subsidiaries took affirmative steps to terminate the licenses, a scenario that could not realistically occur given TJX’s control of the subsidiaries.  
TJX argued that the subsidiaries’ negotiations and settlements involving the “MEXX” and “MANXX” trademarks demonstrated that the subsidiaries did in fact engage in licensing activities with third parties.  However, these negotiations and settlements were not the type of licensing activities which the court in Sherwin-Williams found significant.  Unlike the licensing activities in Sherwin-Williams, which resulted in royalty payments to the subsidiaries from third party licensees, these negotiations and settlements were the result of trademark protection activity and did not produce any royalty income that added to the subsidiaries’ bottom line or otherwise help to establish them as viable, ongoing businesses.  See Sherwin-Williams, 438 Mass. at 86 (“The subsidiaries entered into genuine obligations with unrelated third parties for use of the marks.  The subsidiaries received royalties, which they invested with unrelated third parties to earn additional income for their businesses”).  Moreover, the Nevada subsidiaries did not conduct or have a voice in the negotiations or settlements, but merely accepted the settlements that TJX’s personnel and legal representatives obtained.

On the basis of the foregoing, the Board ruled that, unlike the subsidiaries in Sherwin-Williams, the Nevada subsidiaries did not, and could not, license the marks to third parties. 

3.
TJX RETAINED CONTROL OVER THE ROYALTY PAYMENTS

The Sherwin-Williams court also relied on the subsidiaries’ ability to invest the royalties received from their parent to earn additional income for their business in finding that the transfer and license-back transaction had economic substance: 
Sherwin-Williams relinquished control over monies it previously retained but now paid to the subsidiaries as royalties.  These monies were not returned to it as dividends.  They were invested (and therefore placed at risk) by the subsidiaries, under their own investment guidelines and with third parties outside of Sherwin-Williams’s control.

Id. at 87; see also id. at 86 (“The subsidiaries received royalties, which they invested with unrelated third parties to earn additional income for their businesses”).  
In contrast, however, TJX never relinquished control over the monies it paid to the subsidiaries as royalties; approximately ninety percent of those monies were returned to it, as described in Section I(A)(1) above, in the form of loan proceeds and any monies invested by the subsidiaries were invested pursuant to a policy instituted by TJX which allowed for funds to be returned to TJX as soon as possible.  

As detailed in the Findings, TJX established very specific investment “policies and procedures” in the Cash Operations Manual for the Nevada subsidiaries to follow with respect to investing the royalties.  Mr. Wishner testified that:

On a day-to-day basis, [the subsidiaries] were governed by the president of the entity and Monte Miller who worked together with respect to the financial responsibilities and obligations of the company.  Those duties were performed under the auspices of various procedures that were set out by TJX for those entities to govern themselves by. 
In fact, counsel for the Commissioner specifically asked Mr. Wishner who developed the subsidiaries’ cash operations manuals, and Mr. Wishner responded that “this manual would have been developed by my staff, specifically Mary Reynolds, under my direction.”  Thus, Mr. Wishner confirmed that TJX created the investment policies and procedures.
The investment policies strictly limited the investment opportunities of the Nevada subsidiaries, authorizing only short-term, low-risk ventures with maturity dates on average of thirty to sixty days.  As Dr. Shapiro testified, “[t]hese controls were specific and prevented the selection of the best investments for the [Nevada subsidiaries].”  Moreover, Mr. Miller was required to adhere to the cash operations manual when making investments, and he was required to get permission from TJX if he wanted to make an investment outside the purview of the manual.  Thus, TJX essentially had complete control over the types of investments, the investment institutions, and the relevant time parameters.  Royalty income was merely “parked” in these low-risk investments until it was returned to TJX in the form of loans at TJX’s direction; indeed, by the estimation of TJX’s own witness, the subsidiaries returned approximately ninety percent of the royalties to TJX in the form of loans, the principal of which was never repaid.  Moreover, constrained by the parent’s investment policies, the Nevada subsidiaries earned a combined total of $2,829,226 in investment income for the tax years at issue, approximately one percent of the $235,636,605 of royalty payments received from TJX during those years.

The purpose of the Cash Operations Manual was to ensure that “adequate cash [would be] available to meet any disbursement requirements” including “loans to the parent,” and thus, there was little opportunity for the subsidiaries to invest a large portion of their income, or to purchase longer-term instruments, to maximize their return.  Consequently, instead of generating money for the Nevada subsidiaries to use as part of a legitimately viable business, TJX restricted and controlled the subsidiaries’ investments for its own benefit and to the subsidiaries’ detriment.

These closely-controlled investment strategies stand in stark contrast to the court’s findings that Sherwin-Williams “relinquished control” over the royalty income and that the subsidiaries invested the royalty income “under their own investment guidelines” rather than returning the funds to their parent.  Sherwin-Williams, 438 Mass. at 87-88.  

Indeed, the court found that the Sherwin-Williams subsidiaries were “setting their own investment policies, investing their royalty income and earning a return on those investments greater than that earned on comparable funds by their parent . . .” Id. at 78.  The subsidiaries’ earnings were an important factor in the court’s determination that they were “ongoing, profit-making businesses, engaged in business activities including and apart from the licensing of their marks to [the parent].”  Id. at 79 (emphasis added).  
In contrast, the Nevada subsidiaries’ investment strategy was dictated by TJX and was dependent on the needs of the parent and not upon a desire to maximize income, as the Cash Operations Manual restricted the way in which they could invest the funds.  The Nevada subsidiaries were stymied in their ability to earn a higher yield on the royalty income they received from TJX because they were required to follow TJX’s investment policies, which were instituted to ensure that funds were available for return to TJX.  Accordingly, the Board found and ruled that, unlike the taxpayer in Sherwin-Williams, TJX did not relinquish control over the royalty income it paid to its subsidiaries.
4.
RESPONSIBILITY FOR MAINTENANCE, MANAGEMENT AND DEFENSE OF THE MARKS REMAINED WITH TJX

In Sherwin-Williams, the court found that “[t]he subsidiaries incurred and paid substantial liabilities to unrelated third parties and Sherwin-Williams to maintain, manage, and defend the marks.”  438 Mass. 86; see also id. at 81 (“The subsidiaries assumed and paid the expenses of maintaining and defending their trademark assets”); id. at 78 (“To assist them with the filings necessary to maintain the marks, both companies contracted with Sherwin-Williams and paid market rates on periodic invoices for the services they received”).  
While TJX’s subsidiaries may have paid the expenses of maintaining and defending their marks, they had no oversight or other responsibilities regarding the marks.  After licensing the marks, the subsidiaries did not conduct any of the oversight required to ensure that TJX properly used the marks because none of their employees had any expertise with trademarks.  Instead, the subsidiaries entered into a service contract with TJX whereby TJX and its trademark law firm conducted all of the services necessary to maintain and defend the marks, as they had before the transfer.

In effect, nothing changed regarding the maintenance, management and protection of the marks after their transfer to the Nevada subsidiaries.  The same law firm and the same TJX legal department employees provided the same trademark services; instead of being paid directly by TJX, they received their fee from the royalty income the subsidiaries received from TJX.  Similarly, the fee paid to TJX legal department employees for the same services they performed before the transaction came from the royalty income.

In a factual setting indistinguishable from the present one, the court in Syms found that “[t]he business operations of Syms did not change after the transfer and license-back of the marks.”  Syms, 436 Mass. at 509.  The pertinent findings cited by the court very closely paralleled the specific findings that the Board has made in these appeals:

All of the work necessary to maintain and protect the marks continued to be done by the same New York City trademark law firm that had previously performed those services, and Syms (not [its wholly-owned subsidiary]) continued to pay all the expenses attendant thereto.  All efforts to maintain the good will and thus to preserve the value of the marks were undertaken by Syms, and all advertising using the marks was controlled and paid for by Syms or by a wholly owned Syms subsidiary formed solely to do advertising.  The choice of which products would be sold under the marks, as well as the quality control of those products, remained the responsibility of the same persons who had done that work before the transfer – Sy Syms himself, and the Syms staff of buyers.
Syms, 436 Mass. at 509.  

The fact that the Nevada subsidiaries paid for the legal services does not render the above analysis inapplicable, because the funds were at all times subject to the control of TJX; a payment out of royalty income which otherwise would have been returned to TJX was, for all intents and purposes, a payment by TJX. 

Further, the court’s reference in Sherwin-Williams to the subsidiaries’ payment for services was in the overall context of the subsidiaries independent dealings with third-parties unrelated to the parent.  Throughout its opinion, the court found that Sherwin-Williams’ subsidiaries interacted with independent third parties in a variety of circumstances and situations.  See, e.g., id. at 86 (“The subsidiaries entered into genuine obligations with unrelated third parties for use of the marks”); id. (“The subsidiaries incurred and paid substantial liabilities to unrelated third parties . . . to maintain, manage, and defend the marks”); id. at 88 (The subsidiaries invested money “with third parties outside of Sherwin-Williams’s control”); id. (“The subsidiaries paid the expenses of running their businesses . . . to other unrelated professionals”).  In fact, this interaction with independent third parties was one of the primary reasons why the court found the subsidiaries of Sherwin-Williams to be “viable business entit[ies]” and Sherwin-Williams to be engaged in economically substantive activity.

In contrast, TJX’s subsidiaries rarely, if ever, engaged with third parties that were truly independent of TJX.  For instance, pursuant to the service agreement between TJX and the subsidiaries, Ms. Flores, a TJX employee, worked with Lahive & Cockfield, a Boston law firm, to provide legal services to the Nevada subsidiaries.  These services included the creation of new trademarks, the maintenance and renewal of existing trademarks, and the “policing” of trademark use in marketing and advertising campaigns.  When it appeared that another entity may have infringed upon a subsidiary’s trademark, Ms. Flores never consulted the subsidiary as to whether a cease and desist letter or a protest letter should be filed in opposition to the activity.  Moreover, the subsidiaries’ presidents did not have any input into the decision as to whether Ms. Flores should file an opposition letter.  In fact, Ms. Flores never even called the subsidiaries to tell them that a problem existed.  Instead, Ms. Flores and Attorney Meltzer provided Lahive & Cockfield with instructions as to the legal actions it should pursue when potential infringements against the marks arose.  Moreover, Ms. Flores, and not a representative of the subsidiaries, supervised the work Lahive & Cockfield completed on the subsidiaries’ behalf.

On a quarterly basis, Ms. Flores sent a bill to the applicable subsidiary on behalf of both herself and Attorney Meltzer for the time that the two of them had spent completing the trademark services.  Additionally, Lahive & Cockfield billed the subsidiaries for their services.  However, Ms. Flores, and not the subsidiaries, checked the bills for accuracy.

As an attachment to the bill, Ms. Flores included a list of significant trademark activities that occurred during the quarter.  However, the attached summary generally lacked sufficient content.  For example, the significant activity report for the entire period of February 1996 to April 1996 consisted of three sentences:

Trademarks owned by NBC Fourth Realty Corp. were monitored for maintenance and action needed.  This includes activity relative to third party usage of marks which might infringe the trademark rights of NBC Fourth Realty Corp.  Many trademark oppositions in the United States are being worked on.

Although the reports occasionally included a list of new registrations obtained during the quarter, they never included specific examples of maintenance and defense activities engaged in by Ms. Flores and Lahive & Cockfield.
The marketing and advertising functions related to promoting the marks, as well as the quality control functions, also remained under the control of TJX after the transfers.  As detailed in the Findings, the Nevada subsidiaries’ lack of involvement in marketing, advertising and quality-control functions underscored the difficulty of separating a service mark from the underlying business to which it related.  Moreover, the Nevada subsidiaries received only after-the-fact communications for informational purposes, and therefore, the Nevada subsidiaries lacked the opportunity to perform any quality control functions, which are inherent aspects of trademark management.  The Nevada subsidiaries’ inability to maintain direct quality control sharply contrasts with the subsidiaries in Sherwin-Williams, which “operated as ongoing businesses” and “hir[ed] and pa[id] professionals . . . to perform occasional quality control testing on Sherwin-Williams’ products.”  Id. at 78.

On the basis of the foregoing, the Board found and ruled that the Nevada subsidiaries’ lack of participation over the marks’ legal, marketing, advertising, and quality control functions emphasized the subsidiaries’ lack of management responsibility.  As in Syms, “[t]he business operations of [TJX] did not change after the transfer and license-back of the marks[,]” Syms, 436 Mass. at 509, as TJX’s off-price retail business remained the same after the supposed business reorganization as it had before.  As in Syms, “the transfer and license back transaction had no practical economic effect on [TJX] other than the creation of tax benefits[.]”  Id. at 511.

TJX relied on Sherwin-Williams to argue that its performance of services related to the marks after their transfer to the subsidiaries is of no consequence to the issue of whether the transfer and license-back arrangement had economic substance.  See Sherwin-Williams, 438 Mass. at 87 (ruling that although “Sherwin-Williams’s employees continued to provide the services to maintain the marks,” this fact did not “support the board’s ultimate finding that the reorganization was without economic substance or effect and therefore a sham.”)  However, that ruling was based on the court’s determination that there was substantial evidence of economic substance beyond the creation of tax benefits.  Id. (“[i]n the face of substantial evidence,” Sherwin-Williams’ uninterrupted maintenance of the marks was irrelevant).  On this record, however, the Board found that TJX’s subsidiaries were not engaged in other significant profit-making activities.  Therefore, the issue of whether the parent or its subsidiaries remained responsible for maintaining the marks is relevant when determining whether the transactions had economic substance or a valid business purpose.

The subsidiaries’ boards of directors met only twice a year in Nevada, at which time they would review the necessary business and financial issues.  However, the boards had only a general sense of the “legal action that was taken on the intellectual property.”  Additionally, the boards left the matters regarding mark registration, infringement detection, and the distribution of cease and desist letters to TJX’s legal department.

The subsidiaries’ officers engaged in minimal activity with respect to the marks.  For example, Mr. Wishner, the subsidiaries’ treasurer, was responsible for ensuring that the subsidiaries had sufficient funds to operate, but he delegated most of his responsibilities to one of the subsidiaries’ two employees.  Moreover, Mr. Wishner reviewed the subsidiaries’ finances at the board meetings, held only twice a year.

Ms. Newall was primarily responsible for the daily bookkeeping and banking activities.  However, Ms. Newall did not monitor the legal work, make investment decisions, or monitor the use of the subsidiaries’ marks.  While the work Ms. Newall completed may have ensured the subsidiaries’ corporate existence, it did not contribute to the subsidiaries’ purported substantive economic activity.

Mr. Miller was responsible for conducting the subsidiaries’ investment activities, which were minimal given TJX’s imposed policies and procedures.  As a consultant, Mr. Miller spent only five to six hours of work per month on the subsidiaries’ behalf.  Furthermore, Mr. Miller testified that he did not substantively review any of Lahive & Cockfield’s invoices for work that it completed, but merely verified that the bills were mathematically accurate given the number of hours charged to the subsidiaries and the appropriate rate.

Upon Ms. Newall’s departure, Mr. Miller became an employee, whereupon he worked approximately eighteen to twenty hours a month on the subsidiaries’ behalf.  Since his company, Nevada Holding Services Inc., provided the services that Ms. Newall previously had performed, Mr. Miller’s staff also worked forty hours per month on the subsidiaries’ behalf.  Essentially, a single employee could have completed all three of the subsidiaries’ monthly business operations in one and a half weeks of full-time employment.
Accordingly, the Board ruled that the subsidiaries were not responsible for maintaining, managing or defending the marks; rather, those responsibilities remained with TJX.

On the basis of the foregoing analysis, the Board ruled the present appeals were distinguishable from Sherwin-Williams and that the transactions at issue lacked “economic substance or business purpose other than tax avoidance.”  Syms 436 Mass. at 509-10.  
B. PURPORTED BUSINESS PURPOSES FOR TRANSFER AND LICENSE-BACK PLAN 

The court in Sherwin-Williams concluded that “tax motivation is irrelevant where a business reorganization results in the creation of a viable business entity engaged in substantive business activity.”  Sherwin-Williams, 438 Mass. at 89.  However, transactions that have no economic substance, devised exclusively to create tax deductions, will not be recognized even if they technically comply with the letter of the IRC.  See Knetsch v. United States, 364 U.S. 361, 365-66 (1960) (“Plainly, therefore, [the taxpayer’s] transaction with the insurance company did ‘not appreciably affect his beneficial interest except to reduce his tax . . .’) (quoting Gilbert v. Commissioner, 248 F.2d 399, 411 (2nd Cir. 1957) (dissenting opinion)).  Accordingly, tax motivation is relevant where a business reorganization results in a “bald and mischievous fiction” lacking economic substance.  See Sherwin-Williams, 438 Mass. at 89 (quoting Moline Properties, 319 U.S. at 439).  Id.  

In Syms, the court concluded that “‘[u]sually, transactions that are invalidated by the [sham transaction] doctrine are those motivated by nothing other than the taxpayer’s desire to secure the attached tax benefit,’ and are structured to completely avoid economic risk.”  Id. at 510 (quoting Horn, 968 F.2d at 1236).  The court in Syms agreed with the Board’s finding that the transfer and license-back arrangement “had no practical economic effect on Syms other than the creation of tax benefits,” and “that tax avoidance was the clear motivating factor and [Syms’] only business purpose” in engaging in the transfer and license-back transactions.  Id. at 511-12.  Syms’ tax-avoidance motivation and the lack of business purposes for its plan proved to be fatal to its abatement claim:

While there may be many important business purposes attendant to the transfer and licensing back of intangible assets within corporate families, to be viable for the purposes claimed by Syms they must be more than theoretical musings, concocted to provide faint cover for the creation of a tax deduction.

Id. at 512-13.  

The issue in the instant appeals is not whether the Nevada subsidiaries were entities recognized for tax purposes, but rather, whether the transfers and license-back of the marks constituted sham transactions.  See Higgins, 308 U.S. at 476-77 (“But the existence of an actual corporation is only one incident necessary [for the recognition of a transaction]. . . .  The government may look to actualities and upon determination that the form employed for doing business or carrying out the challenged tax event is unreal or a sham may sustain or disregard the effect of the fiction.”).  The Board here found that the non-tax business reasons advanced by the appellant for the transactions at issue were, in fact, “theoretical musings” rather than legitimate business purposes.  See Syms, 436 Mass. at 513.
The taxpayer’s first purported business purpose for the transaction was insulating the marks from TJX’s creditors.  As Attorney Bromberg explained, this purported business purpose was fatally flawed, as the Nevada subsidiaries would be powerless to protect the intangibles from the claims of TJX’s judgment creditors.  The stock of the Nevada subsidiaries was an asset of TJX and thus would be reachable by TJX’s judgment creditors.  Additionally, TJX owned very valuable trademark assets in the form of licenses from the Nevada subsidiaries for the right to use the marks; these rights would also be available to judgment creditors.  Finally, judgment creditors would likely sue TJX directly, both as the operating company using the marks and as the shareholder of the subsidiary that owned the marks.  Thus, the transfer of the marks provided no insulation from creditors.  As the court previously ruled in Syms and Sherwin-Williams, the Board here found and ruled that protection of the marks from creditors did not constitute a valid business purpose.  See Syms, 436 Mass. 505; Sherwin-Williams, 438 Mass. at 88-89 (concluding “that there was sufficient evidence to support the [B]oard’s finding that Sherwin-Williams failed to prove that it undertook the reorganization for any of the reasons adopted by its board of directors . . . other than reducing its State tax burden.”).

A second business purpose that TJX put forth was basically a reprise of its first purported business purpose, this time in the context of the so-called “Zayre taint.”  TJX maintained that the Zayre taint resulted from the sale of the Zayre Store Division to Ames and its subsequent financial difficulties, particularly Ames’ bankruptcy.  Thus, TJX argued, as it did in the context of its first purported business purpose, that the transactions at issue were intended to shield its marks from liability.  However, as Attorney Bromberg explained, the marks, TJX’s licenses to use the marks, and its stock in the Nevada subsidiaries would all still be part of the assets that could be reached by a judgment creditor.  On the basis of the foregoing, the Board found and ruled that this purported business purpose was futile, and therefore, not a legitimate business motive for the transfer and license-back transactions.

A third business purpose advanced by TJX was the focused management of the marks.  TJX contended that the transfer of the marks into separate subsidiaries would result in better management of the marks because they would be subject to separate and centralized management in the Nevada subsidiaries.  However, as Attorney Bromberg testified, the transfer of the marks did not consolidate their management, but rather splintered and fractured their management into three separate Nevada subsidiaries.  The Board previously found in Syms and Sherwin-Williams that distributing marks among various corporations rather than one actually created inefficiencies in management, especially where, as here, the same employees of the parent company remained responsible for the marks after their transfer.  Syms, Mass. ATB Findings of Fact and Reports at 2000-728; Sherwin-Williams, Mass. ATB Findings of Fact and Reports at 2000-481.  Likewise, based on its findings that TJX employees retained their supervision and control over the advertising, legal, quality control and other maintenance functions relative to the marks, the Board here found and ruled that the “centralized management of the marks” in the Nevada subsidiaries was not a valid business purpose for the transfer and license-back transactions.

In sum, each of the purported non-tax business purposes advanced by TJX was “illusory, not supported by the evidence, or contrary to the weight of the evidence.”  Syms, Mass. ATB Findings of Fact and Reports at 2000-754.

Logically, if the transfer and license-back arrangement was not tax driven, then the initial communications among corporate managers would address organizational or structural concerns associated with the existing arrangement of marks.  Furthermore, the maximization of tax benefits would not enter the discussion until corporate management established that a transfer of the marks was a sensible approach to addressing the identified business purposes.  The court found that such an approach had been taken in Sherwin-Williams, as there was testimony that, dating back to 1983, senior management was concerned with “the maintenance and effective management of its marks.”  Sherwin-Williams, 438 Mass. at 78-79.  Additionally:
The testimony of senior corporate managers further established that before 1991, the multiple divisions of Sherwin-Williams, its decentralized management and culture, and the use of many of the marks across divisions, created uncertain authority and diffuse decision-making regarding the maintenance and exploitation of the marks, contributing to their ineffective and inadequate management as a company asset.

Id. at 79.  In addition, the court in Sherwin-Williams explained that Sherwin-Williams’ senior management had long-standing concerns with the business operations vis-à-vis its marks and wanted to improve its management of those marks:

Sherwin-Williams’ senior management had concerns dating as far back as 1983 regarding the maintenance and effective management of its marks because one of its marks, the “Canada Paint Company,” which was to be used in a Canadian joint venture, had been lost.  The corporate official who had been most vocal in expressing these concerns, Conway Ivy, was put on the boards of [the subsidiaries] when they were formed in 1991.

Id. at 78-79.

In the present appeals, although several documents dated back to 1989 when Coopers & Lybrand first approach TJX with the tax-saving plan, there is no indication that TJX actively pursued the idea until early in 1992.  Unlike Sherwin-Williams, however, TJX did not produce any documentation or testimony establishing organizational or structural concerns with the then-existing ownership and management of the marks; in fact, there is no mention of the so-called Zayre taint in any of the corporate documents that concern the proposed plan.  Instead, the evidence clearly established that the Coopers & Lybrand plan was entirely tax driven.

Documentation submitted into evidence -- namely the “Checklist” memoranda from Coopers & Lybrand that contained language that was mimicked in later board of directors meetings -- revealed that Coopers & Lybrand, not TJX, created the purported business purposes for the transactions:

Further, it would be appropriate to set forth a business purpose for the transaction.  The business purpose can be to protect valuable intangible assets from liabilities that might arise in the ordinary course of business of the other companies.  Further, by isolating the intangibles in a corporation that is separate from other business operations, the management of the intangibles would be enhanced because the operation of this company would be focused on these valuable intangibles.  Finally the marketing of the intangibles would be separate from other business activities and new methods of marketing or enhancing the value of the intangibles could be explored.

Accordingly, the Board found that TJX did not implement the transfer and license-back plan in response to legitimate business concerns.  Rather, Coopers & Lybrand crafted a handful of potential business reasons that it thought would be facially legitimate; TJX’s tax department then drafted purported business purposes that used language nearly identical to that used in the Coopers & Lybrand Checklist; and finally, the TJX board of directors adopted these purported business purposes prior to the transfer of the intangibles.

On the basis of the foregoing, the Board ruled that the transfer and license-back arrangement “had no practical economic effect on [TJX] other than the creation of tax benefits” and that “tax avoidance was the clear motivating factor and its only business purpose” Syms, 436 Mass. at 511-12.  Accordingly, the Board ruled that the transfer and license-back transactions had no business purpose or economic substance and that the Commissioner properly disallowed TJX’s royalty-expense deduction.

II.
DEDUCTABILITY OF INTEREST ON INTER-COMPANY LOANS
In Massachusetts, corporate entities may deduct interest payments made on outstanding loans.  See G.L. c. 63, § 30(4) (net income is “gross income less the deductions . . . allowable under the provisions of the Federal Internal Revenue Code”); IRC § 163(a) (“There shall be allowed as a deduction all interest paid or accrued within the taxable year on indebtedness”).  During the tax years at issue, TJX received nearly $147.6 million in loans from the Nevada subsidiaries.  TJX paid interest on these loans and claimed the interest deductions.

As discussed in Section I(A)(1) of this Opinion, the Board ruled that the purported loan transactions between the Nevada subsidiaries and TJX were merely a circular flow of funds between a parent and its wholly-owned subsidiaries designed to allow TJX to claim royalty-expense deductions while receiving the royalties back on a tax-free basis.  The Board’s ruling was based on its findings that: (1) the subsidiaries issued TJX loans upon request even though TJX had not repaid the previous loans; (2) the notes that TJX issued did not contain default provisions, amortization schedules, or security mechanisms; (3) the subsidiaries never required TJX to repay the loan principal, but instead, continued to issue new loans; (4) at times, the parties also neglected appropriate loan formalities in conjunction with the issuance of loans, thereby emphasizing the lack of an arm’s-length agreement; (5) the parties never expected TJX to repay the loan principal, but intended that the loans “upstreamed” to TJX remain with TJX; (6) the applicable rates were lower than expected in an arm’s-length loan; and (7) the subsidiaries held no collateral or other security interest to enforce payment of the loans.
As detailed below, these same findings support the Board’s ruling that the purported loans from the Nevada subsidiaries to TJX were not bona fide indebtedness and the Board’s conclusion that the Commissioner properly disallowed TJX’s interest deductions.  

Federal and state statutory and case law recognize that an entity loaning money in a bona fide debtor/creditor transaction would expect to receive repayment, along with the accrued interest, either on demand or on a specified date.  See IRC § 385(b)(1).  The expectation of timely repayment is a fundamental characteristic of true debt.  See New York Times Sales, Inc. v. Commissioner of Revenue, 40 Mass. App. Ct. 749, 752 (1962)(“[A] distribution by a subsidiary corporation to its parent is a loan and not a dividend if, at the time of its payment, the parties intended it to be repaid”)(citing Crowley v. Commissioner of Int. Rev., 962 F.2d 1077, 1080 (1st Cir. 1992); Alterman Foods, Inc. v. United States, 222 Ct. Cl. 218, 611 F.2d 866, 869 (Ct. Cl. 1979)).  Furthermore, “the classic debt is an unqualified obligation to pay a sum certain at a reasonably close fixed maturity date along with a fixed percentage in interest payable regardless of the debtor’s income or lack thereof.”  Overnite Transportation Company, Mass. ATB Findings of Fact and Report 1999-353, 369, aff’d 54 Mass. App. Ct. 180 (2002)(quoting Sharcar v. Commissioner of Revenue, Mass. ATB Findings of Fact and Report 1998-198, 220).  Although the issue of whether transfers between a subsidiary and its parent constitute debt has been extensively litigated, courts have not established a bright-line rule for making such a determination but have instead employed a case-by-case analysis based on the specific facts and circumstances of a particular case.  See Overnite Transportation Company, Mass. ATB Findings of Fact and Report at 1999-368.

In Overnite, both the Board and the Appeals Court found that the transaction at issue created an equity interest and not true debt because an independent third party would not have entered the transaction on similar terms.  See Id. at 376 (“If the question is framed as whether Overnite could have borrowed from other sources on the terms Overnite Holding extended to it in practice, the answer would be clearly no”); Id. at 190 (“Agreeing with the [B]oard, we think the hypothetical willing lender could not be found in the flesh”).  Such an approach is consistent with Scriptomatic, Inc. v. United States, 555 F.2d 364, 368 (3rd Cir. 1977)(citing Fin Hay Realty Co. v. United States, 398 F.2d 694, 697 (3rd Cir. 1977)):

[T]he debt-equity question may be expressed in terms of two lines of inquiry: assuming that the obligation is debt in form, (1) did the form result from an arm’s-length relationship, and/or (2) would an outside investor have advanced funds on terms similar to those agreed to by the shareholder.

The Board must review the facts and circumstances surrounding a purported inter-company loan to determine whether a true debt obligation exists; when making this determination, the Board may consider a variety of factors.
  However, “courts have uniformly emphasized that ‘no one factor is decisive. . . . The court must examine the particular circumstances of each case.’”  Overnite Transportation Company, Mass. ATB Findings of Fact and Report at 1999-373 (quoting Hardman v. United States, 827 F.2d 1409, 1412 (9th Cir. 1987)); see also New York Times Sales, 40 Mass. App. Ct. at 752 (“No single factor is determinative; rather, all the factors must be considered to determine whether repayment or indefinite retention of the funds is intended”).  Accordingly, when determining whether a note constituted true debt, a court must “consider not only the text but the circumstances of issuance and performance.”  Overnite Transportation Company, 54 Mass. App. Ct. at 186 (citing New York Times Sales, 40 Mass. App. Ct. at 752).

It is well-established that loans between a parent and its wholly-owned subsidiary are valid because “[r]elated but separate entities can freely enter into contracts including debt transactions, like any corporations or individuals.”  Overnite Transportation Company, Mass. ATB Findings of Fact and Report at 1999-370 (citing Bordo Products Co. v. United States, 476 F.2d 1312, 1323 (Ct. Cl. 1973)).  Therefore, “factors which merely reflect the parent-subsidiary nature of the transaction do not control the determination, for they may be present in related party transactions giving rise to true debt.”  Id. at 373-374.  However, while “arrangements between [a] parent and [its] subsidiary are not presumptively invalid,” id. at 370, courts examine these transactions with greater scrutiny because such transactions “do not result from arm’s length bargaining.”  Id. at 369-370 (citing Kraft Foods Co. v. Commissioner, 232 F.2d 118, 123-124 (2nd Cir. 1956)); see also, Overnite Transportation Company, 54 Mass. App. Ct. at 186 (“When ‘the same persons occupy both sides of the bargaining table, form does not necessarily correspond to the intrinsic economic nature of the transaction, for the parties may mold it at their will with no countervailing pull’”)(quoting Fin Hay Realty Co., 398 F.2d at 697).  Accordingly, “less emphasis is placed on the formal indicia of a debt instrument, which can be ‘meticulously made to appear’ at the sole discretion of the parent.”  Fin Hay Realty, 398 F.2d at 697.  Furthermore, the parties’ classification of the debt instrument in their records is not a controlling factor because the records are a product of the parties’ subjective characterization and therefore, are not necessarily “a reliable reflection of the true nature of the transaction.”  New York Times Sales, 40 Mass. App. Ct. at 753.  “Rather, ‘the indebtedness must be indebtedness in substance and not merely form.’”  Overnite Transportation Company, Mass. ATB Findings of Fact and Report at 1999-371 (quoting Midkiff v. Commissioner, 96 T.C. 724, 735 (1991)).

In the instant appeal, several factors contributed to the Board’s conclusion that the loans did not constitute true debt.

First, the subsidiaries issued “loans” to TJX upon TJX’s direction even though TJX had not repaid the previous loans.  Upon each maturity date, the subsidiaries issued TJX a new loan in exchange for a promissory note that encompassed the new loan, as well as all outstanding sums due.  Accordingly, TJX never repaid the loans during the tax years at issue, but merely re-financed the loans, creating ever-growing amounts of principal.
For example, TJX’s NBC subsidiary advanced a total of $147.6 million in loan principal to TJX as follows.  Prior to the end of January, 1994, NBC made two loans to TJX totaling $21 million.  In May, 1994, however, TJX did not repay NBC but refinanced the loans along with an additional $19 million through a new $40 million loan.  In January, 1995, TJX borrowed an additional $18 million, but in May, when repayment should have occurred, TJX refinanced the $58 million as well as an additional $22.7 million dollars in a new $80.7 million loan.  TJX then borrowed $17.1 million from NBC in January, 1996, prior to refinancing the entire $97.8 million and an additional $20.8 million in a $128.6 million loan in May, 1996.  Finally, in January, 1997, TJX borrowed another $19 million for a total of $147.6 million in outstanding loans.  Since TJX failed to repay any of the principal and the Nevada subsidiaries failed to demand repayment, the Board concluded that the Nevada subsidiaries never had an expectation of repayment, but intended that the cash “loaned” upstream to TJX would remain with TJX.

In stark contrast, the court in Sherwin-Williams found that within one year of borrowing $7 million from its subsidiary, the taxpayer had completely repaid the loan.  See Sherwin-Williams, 438 Mass. at 78 n. 5.  Unlike Sherwin-Williams, however, TJX failed to produce any credible evidence that it repaid any of the principal that it borrowed from its subsidiaries.

TJX argues in its brief that the loans “had ‘legal, practical, and economic effects.’”  TJX Br. at 82 (quoting Sherwin-Williams, 438 Mass. at 88).  In a true arms-length agreement, NBC would not have advanced subsequent loans to TJX prior to receiving repayment of the previous loans.  Even if NBC viewed TJX as a safe credit risk, the continual refinancing indicates that TJX never intended to repay NBC.  Instead, TJX was able to receive $147.6 million tax-free for its use and was also able to deduct its interest payments on the loans.

Second, unlike the promissory note that NBC gave TJX, the notes that TJX executed did not contain default provisions, amortization schedules, collateral, or other security mechanisms.  Thus, the stated repayment schedule essentially became form without substance because the subsidiaries did not have the leverage or authority to require TJX to repay the loans.  Furthermore, the subsidiaries never required TJX to repay the loan principle, but instead, continued to issue new loans.  Compare Overnite Transportation Company, 40 Mass. App. Ct. at 182 (“The notes did not recite any consideration for the promises, nor did Overnite receive any.  The note was not secured by any Overnite assets, and there was no provision for a sinking fund or reserve, for any required partial payments or redemption of the principal, or for measures to enforce payments to deal with defaults”); New York Times Sales, 40 Mass. App. Ct. at 751 (“Times Sales [n]ever requested or otherwise sought repayment of the amounts which it transferred to Times Company under the cash management system”); id. at 751 (“Times Company never gave a security agreement or collateral or other pledge respecting the cash transfers . . .”)

Third, the parties also neglected appropriate loan formalities in conjunction with the March 16, 1993 loan, which further emphasized the lack of an arm’s-length agreement between the parties.  Mr. Wishner, TJX’s treasurer and vice president of finance, attested to the notes’ lack of structure when he explained that by obtaining loans from its wholly-owned subsidiaries, TJX did not have to negotiate with a commercial lender over its “various covenants and other terms that would be more problematic than they might be worth.”  However, the Appeals Court rejected a similar motivation in Overnite Transportation Company:

The explanation now offered for leaving the promises without security, reserve, provision for enforcement, and so forth is that these precautions were needless and would be merely formal where “debtor” and “creditor” were closely related – indeed, in practice, one and the same.  But this makes the point that the note was not such in truth . . .

54 Mass. App. Ct. at 187.  Accordingly, the Board found that TJX’s failure to include standard provisions in its promissory notes is evidence that the loans did not constitute true debt.

Fourth, although the loans accrued interest, the applicable rates were lower than an independent third party would expect to receive from an arm’s-length loan.  Dr. Shapiro testified that the loans to TJX resembled “permanent capital” and:

If [the Nevada subsidiaries] expected to make permanent loans . . . they would certainly demand a higher interest rate and they’d impose a variety of protective covenants, you know, to try to protect themselves.  There were no covenants . . . and the interest rate was that of a short-term loan even though in reality, these appeared to be permanent loans.

Furthermore, the loans the subsidiaries issued to TJX were unsecured.  As noted above, the promissory notes lacked any terms providing for security, yet TJX borrowed over $147 million.  One of the most important factors in analyzing an inter-company loan is “evidence that a third party creditor would have made a loan . . . on the terms of the Note.”  Overnite Transportation Company, 54 Mass. App. Ct. at 189.  For example, the lack of a “provision for security in a loan of this scale is telltale that a ‘loan’ is not real and so, also, for the absence of meaningful enforcement mechanisms.”  Id. at 189-190 (internal citations omitted).

On the basis of the foregoing, the Board found and ruled that the inter-company loans were not true debt because the advances were permanent in nature, were intended to remain indefinitely with TJX, and were unsecured.  Additionally, TJX never made any effort to repay the loan principle and the subsidiaries never requested repayment.  Consequently, the Board ruled that the purported loans did not reflect bona fide indebtedness but constituted disguised or constructive dividends.  See New York Times Sales, 40 Mass. App. Ct. at 753.  
Further, as detailed in Section I(A)(1) above, the fact that the loans were not bona fide debt is further evidence that the transactions lacked economic substance.  The purported loans were simply a mechanism to “upsteam” the royalty payments back to TJX tax-free.  For all of the above reasons, regardless of whether the funds transferred to TJX were loans or constructive dividends, the Board held that the transactions were a sham because they lacked business purpose or economic substance.  
III. ABATEMENT OF ASSESSMENT RELATED TO THE MARSHALLS TRANSACTIONS

Under G.L. c. 63 § 30(4), a corporation’s net income consists of its gross income less the deductions “allowable under the provisions of the Federal Internal Revenue Code, as amended and in effect for the taxable year.”  The IRC 
allow[s] as a deduction all the ordinary and necessary expenses paid or incurred during the taxable year in carrying on any trade or business, including . . . rentals or other payments required to be made as a condition to the continued use or possession, for purposes of the trade or business, or property to which the taxpayer has not taken or is not taking title or in which he has no equity.

IRC § 162(a)(3).  “To qualify as an allowable deduction under IRC § 162(a) . . . an item must (1) be ‘paid or incurred during the taxable year,’ (2) be for ‘carrying on any trade or business,’ (3) be an ‘expense,’ (4) be a ‘necessary’ expense, and (5) be an ‘ordinary’ expense.”  Commissioner of Internal Revenue v. Lincoln Savings & Loan Assn., 403 U.S. 345, 352 (1971).

Since Marshalls, Inc. at no time owned the marks or a controlling interest in MNV, the owner of the marks, the payment of royalties in exchange for the use of the marks constituted a necessary expense because Marshalls, Inc. “had a right to enjoy the property . . . only upon payment of reasonable rental.”  Stearns Magnetic Mfg. Co. v. Commissioner of Internal Revenue, 208 F.2d 849, 853 (7th Cir. 1954).  See also Cambridge Brands, Inc. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Report 2003-358, 383-84 (finding economic substance and business purpose for payment of royalties because, inter alia, corporation paying to use trademark had never owned it).
On the other hand, “[o]rdinary has the connotation of normal, usual, or customary.”  Deputy v. DuPont, 308 U.S. 488, 495 (1940).  Yet the transaction which gives rise to [the expense] must be of common or frequent occurrence in the type of business involved.”  Id. at 495 (citing Welch v. Helvering, 290 U.S. 111, 114 (1933)).  The licensing of marks is, in appropriate circumstances, a customary practice that enables a party to use marks owned by another in exchange for royalty payments.  Since Marshalls, Inc. at no time owned the marks and was therefore required to pay a royalty to the owner in order to use the marks, the transaction between Marshalls, Inc. and MNV satisfied the “ordinary” requirement.

Moreover, the Commissioner could not disallow this deduction under G.L. c. 63 §§ 33 or 39A because both sections allow the Commissioner to eliminate only those inter-company payments that are in excess of fair value.  Sherwin-Williams, 438 Mass. at 95 (“Assuming that § 39A, constituted to give effect to its broad remedial purpose, permits the commissioner to eliminate payments made by a parent to a subsidiary corporation, it does so only to the extent that those payments are in excess of fair value”).  In this appeal, however, the Commissioner is not challenging the fairness of the royalty rates, and therefore, the royalty payments are presumed on this record to be fair.

According to the audit workpapers, the Commissioner attributed all of the “[t]rademark royalty income received by Marshalls of Nevada, Inc. from corporations not in the Massachusetts combined group . . . to Marshalls, Inc. on the basis that the intangible assets were never transferred to Roseville, thus never transferred to Marshalls of Nevada, Inc.”  Essentially, the Commissioner made these adjustments on the erroneous assumption that had the distribution of marks to MNV not occurred, Marshalls, Inc. would have retained possession of the marks and would have received all of the royalty payments from the corporations not in the Massachusetts combined group.  However, Marshalls, Inc. never owned the marks and, therefore, would have had to pay royalties to the owner in order to use the marks.  See Cambridge Brands, Mass. ATB Findings of Fact and Report at 2003-383-84.  

In fact, the parties stipulated that Roseville, and not Marshalls, Inc., transferred the marks to MNV.  Therefore, if the transfer never occurred, then the royalty payments would have been made to Roseville, and not to Marshalls, Inc.  As demonstrated above, these royalty payments were ordinary and necessary business expenses, and consequently, were properly deductible.


Since the royalty payments from Marshalls, Inc. and the corporations not in the Massachusetts combined group were properly deductible, the Commissioner could not include this income in Marshalls, Inc.’s income, and therefore, the inclusion of this income in the apportionment calculation was improper.

Based on the above analysis, the Commissioner should have allowed Marshalls, Inc.’s deductions for the royalty payments it made to MNV for the 1996 and 1997 tax years.  Additionally, the Commissioner could not attribute the royalty payments from the corporations not in the Massachusetts combined group to Marshalls, Inc. for the same taxable period.  Accordingly, the Board amended its original Decision, dated August 8, 2006, and granted TJX an abatement in the amount of $840,731.

IV. ADMISSIBILITY OF TJX’S REBUTTAL WITNESS

PricewaterhouseCoopers (“PwC”) served as TJX’s independent auditor and employed both Irving Plotkin and Joseph Andrus.  According to the witness list exchanged prior to the hearing, these individuals were supposed to testify about the fairness of the royalty rate.  Prior to the hearing, however, the two parties entered into a stipulation by which the Commissioner agreed not to challenge the fairness of the royalty rate.  Consequently, the Commissioner did not believe that the testimony of these witnesses was relevant to the remaining issues, and asked the Board to exclude the testimony as inadmissible.  
After the Board ruled that it would address relevancy on an issue-by-issue basis, the Commissioner brought a motion in limine “to [exclude] Irving Plotkin and Joseph Andrus as experts.  This [was] based on the grounds their expert services are violations of independent auditor provisions under statutory and case law.”  Following a brief argument on the issue, the Board agreed to receive the testimony de bene and permit the parties to brief the issue.

The statutory provision on which the Commissioner relied in seeking to exclude the testimony of TJX’s expert witnesses was the Sarbanes-Oxley Act of 2002 (“Sarbanes-Oxley”).
 The primary focus of Sarbanes-Oxley is auditor independence.  See 107 Senate Reports 205 (“S. Rpt”).  Sarbanes-Oxley sets forth the services that auditors may no longer perform.  See Sarbanes-Oxley at § 201.  For example, it is unlawful for a registered public accounting firm that performs audit services for a client to also provide certain non-audit services, including expert services unrelated to the audit.  See Sarbanes-Oxley at § 201(a)(g)(8); see also 107 S. Rpt. 205 (“The accounting firm should not act as an advocate of the audit client, which would be involved in providing legal and expert services to an audit client in legal, administrative, or regulatory proceedings”).  The Code of Federal Regulations then defines expert services as the “providing [of] an expert opinion or other expert service for an audit client, or an audit client’s legal representative, for the purpose of advocating an audit client’s interests in litigation or in a regulatory or administrative proceeding or investigation.”  17 C.F.R. 210.2-01(c)(4)(x).  By providing such an opinion, the registered public accounting firm sacrifices its independence as an auditor.  See 17 C.F.R. 210.2-01(c)(4).

Sarbanes-Oxley specifically grants authority to the Public Company Accounting Oversight Board (“PCAOB”) to “[c]onduct investigations and disciplinary proceedings concerning, and impose appropriate sanctions where justified upon, registered public accounting firms and associated persons of such firms, in accordance with section 105.”  Sarbanes-Oxley at § 101(c)(4).  Furthermore, Sarbanes-Oxley also charged PCAOB with the task of enforcing the accounting firms’ compliance with the Act, see Sarbanes-Oxley at § 101(c)(6), by:

Conduct[ing] an investigation of any act or practice, or omission to act, by a registered public accounting firm, any associated person of such firm, or both, that may violate any provision of this Act, the rules of the Board, the provisions of the securities laws relating to the preparation and issuance of audit reports and the obligations and liabilities of accountants  with respect thereto, including the rules of the Commission issued under this Act, or professional standards, regardless of how the act, practice, or omission is brought to the attention of the Board.

Sarbanes-Oxley at § 105(b)(1).  If, after an investigation, the PCAOB determines that a violation occurred, it may impose sanctions upon the offending firm ranging from mandatory professional education or training to civil fines up to $15 million.  See Sarbanes-Oxley at §§ 105(c)(4)(A) – 105(c)(4)(G).  Accordingly, it is the PCAOB, and not this Board, that has the authority to conduct a proper investigation of alleged violations of Sarbanes-Oxley and impose or enforce any of the sanctions set forth under §§ 105(c)(4) and 105(c)(5).  See Sarbanes-Oxley at § 105(c)(4) (“If the [PCAOB] finds, based on all of the facts and circumstances, that a registered public accounting firm or associated person thereof has engaged in any act or practice, or omitted to act, in violation of this Act, . . . the [PCAOB] may impose such disciplinary or remedial sanctions as it determines appropriate”).  Because the Board is not charged with the authority or responsibility of policing the practice of public accounting, the Board did not address the issue of whether Dr. Plotkin’s testimony as an expert witness actually violated Sarbanes-Oxley.

Alternatively, the Commissioner asked that the Board accord “little or no weight on the grounds that it is extremely biased due to the ongoing and integral relationship between and among The TJX Companies, PricewaterhouseCoopers and its employee, Dr. Plotkin.”  Commissioner’s Brief at 83.  One of the Board’s primary functions is to evaluate the credibility of a witness’ testimony.  See, e.g., Commonwealth v. Desmond, 345 Mass. 774 (1963)(rescript opinion)(“[E]vidence of bias or interest on the part of a witness is properly received to affect his credibility”); Cummington School of the Arts, Inc. v. Board of Assessors of Cummington, 373 Mass. 597, 605 (1977)(“The credibility of witnesses, the weight of the evidence, and inferences to be drawn from the evidence are matters for the board”); Bayer Corp. v. Commissioner of Revenue, 436 Mass. 302, 308 (2002)(“[W]e have consistently ruled that the assessment of the credibility of witnesses is a matter of the board”)(citing Kennametal, Inc. v. Commissioner or Revenue, 426 Mass. 39, 43 n. 6 (1997)).  
Moreover, trial judges have broad discretion to exclude or deny expert testimony, see Nally v. Volkswagon of America, Inc., 405 Mass. 191, 197 (1989)(quoting Campbell Indus. v. M/V Gemini, 619 F.2d 24, 27 (9th Cir. 1980)), and neither party denies that the Board has this authority.  See, e.g., TJX Reply Br. at 81 (“TJX also has no desire or intent to ‘diminish[] the power and role of the Board’”)(quoting Commissioner’s Brief at 80); id. at 82 (“[T]he Board instead has ‘broad discretion to make discovery and evidentiary rulings [that are] conducive to the conduct of a fair and orderly trial’”)(quoting Commissioner’s Brief at 80); id. at 82 (“TJX also fully agrees with the Commissioner that the Board has the power to exclude the testimony of witnesses, including expert witnesses, ‘whose use at trial is in bad faith or would unfairly prejudice an opposing party’”)(quoting Commissioner’s Brief at 80).
TJX did not utilize Dr. Plotkin during its affirmative case, but instead, utilized him “as an expert economist with a specialty in transfer pricing” to rebut the testimony of the Commissioner’s expert, Dr. Shapiro.  While the Commissioner’s counsel had the opportunity to object to the Board’s qualification of Dr. Plotkin as an expert, they failed to do so after conducting voir dire.  Moreover, since the Board could assess Dr. Plotkin’s credibility in light of the fact that PwC employed him, there was no need to disregard his testimony strictly “due to the ongoing and integral relationship between and among The TJX Companies, PricewaterhouseCoopers and its employee, Dr. Plotkin.”  Commissioner’s Brief at 83.

Therefore, the Board denied the Commissioner’s motion to strike Plotkin’s testimony and reviewed the testimony with the same deference given other expert testimony.

V. CONCLUSION

On the basis of the foregoing, the Board ruled that the transfer and license-back transactions had no business purpose and lacked economic substance.  Accordingly, the Board ruled that the Commissioner properly disallowed TJX’s deductions for royalty fees under the sham transaction doctrine.

The Board further ruled that TJX failed to meet its burden of proof in challenging the assessment of taxes based on the disallowance of the deduction for the interest payments to NBC and CDM.  The Board ruled that the loans from the subsidiaries to TJX were not bona fide indebtedness.  

The Board therefore concluded that the Commissioner properly denied TJX’s deductions for the royalty and interest expenses claimed as a result of the transactions at issue and issued a decision for the appellee.

However, based on the findings associated with the Marshalls issue, the Board amended its original Decision, dated August 8, 2006, and granted TJX an abatement in the

amount of $840,731 for that specific issue, but otherwise upheld the original decision for the appellee in all other respects.  The Board issued its Amended Decision simultaneously with the promulgation of its Findings of Fact and Report in these appeals.
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� TJOC was merged into TJX pursuant to a statutory merger under Delaware law effective April 3, 1993.


� Chadwick’s sold its assets to Brylane, L.P., an unrelated third party, on December 7, 1996 and thereafter changed its name to Code Blazer, Inc.


�  The Massachusetts Marshalls Group was included in the Massachusetts combined group for the years at issue following TJX’s purchase of the Marshalls business as of November 17, 1995.


� Unless expressly stated otherwise, all factual findings relate to the tax years at issue.


�  The tax year ending January 31, 1992 is not at issue in these appeals.


� As detailed in the Opinion, the Board denied the Commissioner’s Motion in Limine to strike Irving Plotkin’s testimony as an expert witness.


� As part of the sale, TJX received $431.4 million in cash, a 12%-16% ten-year $200 million increasing rate note receivable, which was paid on May 24, 1989, and 400,000 shares of 6% cumulative convertible senior preferred stock of Ames then valued at $140 million.


� Mr. Appel explained that he also held varying titles, including the titles of “Vice President,” “Senior Vice President,” and “Tax Director.” 


� See n. 1, supra.


� Commonwealth Direct Marketing, Inc. was the parent corporation of Chadwick’s.


� This rate was subsequently reduced to one percent.


� MEXX International BV, a Netherlands company and apparel retailer, owns the registered “MEXX” trademark throughout most of Europe.


� See n. � NOTEREF _Ref169577167 \h � \* MERGEFORMAT �12�, supra.


� Following is the testimony that Monte Miller gave on cross-examination followed by an exchange with the hearing officer:





Q. How much of the royalty company was loaned back to the parents during the years at issue?


A. After investments at the end of the day a huge percentage of it was loaned back.


Q. A huge percentage?


A. Yes.


. . .


COMMISSIONER SCHARAFFA: What do you mean by a huge percentage was loaned back to the parent?


THE WITNESS: Well, I suspect, Your Honor, if you subtract the operating costs of the subsidiaries the mortgage payment, all of the expenses, it was 90 percent.


COMMISSIONER SCHARAFFA: So 90 percent of the – of the money from the royalty fees was lent back to the parent?


THE WITNESS: 90 percent of the income of the sub subs [sic] sent back in the normal course of events back to the parent.


COMMISSIONER SCHARAFFA: Was that 90 percent of the income in the form of the royalties or also are you looking at the income from the investments?


THE WITNESS: Income from the building, lease, the income from the investments and income from the royalties.


COMMISSIONER SCHARAFFA: So you are saying at least 90 percent of the income, of all of the income from all three subsidiaries was loaned back to the parent.


[THE WITNESS:] That is off the top of my head, I think it is that number.


COMMISSIONER SCHARAFFA: During the period in question?


THE WITNESS: During the year –


COMMISSIONER SCHARAFFA: During the years 1993 through 1997?


THE WITNESS: During any year a parent would want the income back to take care of business.


COMMISSIONER SCHARAFFA: But over the course of the years covered by this appeal, 90 percent of all income was loaned back to the parent?


THE WITNESS: I think it is a fair statement to say that.  I think it is a fair statement.


� Mr. Miller subsequently became a director of NBC and CDM, and also assumed the responsibilities of the assistant treasurer of the Nevada subsidiaries in 1995.


� TJX did not contest this adjustment, and therefore, the Board did not address this issue.


� See footnote � NOTEREF _Ref173052394 \h ��16�, supra.


� This represents an increase of $831,116 from the $889,079 tax liability in the original return.


� Pursuant to G.L. c. 63, § 38(a)(1), a corporation may deduct 95 percent of the dividends it receives if it owns at least 15 percent of the voting stock in the corporation paying the dividend.  


� The Appeals Court endorsed the Board’s use of:





[S]everal factors [which] demonstrated that the parties intended that the cash transactions be dividends and not loans.  They included (1) the amounts transferred were not limited in any manner; (2) there was no repayment schedule and no fixed dates of maturity; (3) the amounts ‘upstreamed’ to Times Company were intended to remain with the Times Company for use in fulfilling its various corporate purposes; (4) no interest was charged; (5) no notes or other evidences of indebtedness existed; (6) the transferred cash was not secured in any manner; (7) at no time did Times Sales request repayment; (8) there was no evidence that Times Sales had any expectations of repayment; and (9) at no time did Times Company make any effort to repay the amounts transferred to it by Times Sales.





New York Times Sales, 40 Mass. App. Ct. at 752.  In Fin Hay Realty Co., the court identified sixteen criteria that courts and commentators used to determine whether a debt obligation exists.  These criteria included:





(1) the intent of the parties; (2) the identity between creditors and shareholders; (3) the extent of participation in management by the holder of the instrument; (4) the ability of the corporation to obtain funds from outside sources; (5) the "thinness" of the capital structure in relation to debt; (6) the risk involved; (7) the formal indicia of the arrangement; (8) the relative position of the obligees as to other creditors [**8]  regarding the payment of interest and principal; (9) the voting power of the holder of the instrument; (10) the provision of a fixed rate of interest; (11) a contingency on the obligation to repay; (12) the source of the interest payments; (13) the presence or absence of a fixed maturity date; (14) a provision for redemption by the corporation; (15) a provision for redemption at the option of the holder; and (16) the timing of the advance with reference to the organization of the corporation.





Fin Hay Realty Co., 398 F.2d at 696 (internal citations omitted).


� Sarbanes-Oxley Act of 2002, 107 P.L. 204, 116 Stat. 745 (2002) (“Sarbanes-Oxley”).
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