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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned a deficiency of
$486, 355 in petitioner’s Federal inconme tax (tax) for the taxable
year ended January 30, 2000 (year at issue).

The only issue for decision is whether the $1.5 mllion
($1.5 million at issue) that petitioner received fromits princi-

pal supplier during the year at issue constitutes a |loan that is
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not includable inits gross inconme. W hold that it does not.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme of the filing of the petition in this case,
petitioner’s principal place of business was in Mechani csburg,
Pennsyl vani a.

During the year at issue, petitioner, a corporation orga-
ni zed under the | aws of Pennsylvani a, operated several grocery
stores in towns |ocated around Harrisburg, Pennsylvania. During
that year, Super Rite Foods, Inc. (Super Rite), one of peti-
tioner’s suppliers of grocery itenms since the 1970s, was peti -
tioner’s principal supplier.

In 1998, Scott Karns (M. Karns), who at all relevant tines
was petitioner’s chief executive officer, concluded that peti-
ti oner needed $1.5 million for capital inprovements. |In that
year, M. Karns approached Dale Conklin (M. Conklin), who was
then president of Super Rite, to discuss obtaining financial
assistance from Super Rite for petitioner’s capital needs.

At certain tinmes during the relevant tinme period, certain of
Super Rite’'s custoners approached it seeking sonme form of finan-
cial assistance (e.g., an advance of funds, a | ease guaranty, a
supply agreenent commtnent). Although Super Rite preferred that
its custoners obtain financial assistance from outside sources,

fromtime to time (around 10 to 15 tinmes a year) it decided to
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provi de sone formof financial assistance to certain of its
creditworthy and strategically inportant custonmers in order to
hel p them neet their respective financial needs. The anmount of
funds that Super Rite was willing to advance to a custoner
depended upon Super Rite's estimate of its potential profit under
the supply agreenent that it required of such custoner.

Before Super Rite agreed to provide financial assistance to
a customer, it required each such custonmer to (1) enter into a
written supply agreenent (supply agreenent) that, inter alia,
requi red the custonmer to purchase annually a m ni nrum anount of
products and that contenplated that Super Rite would pay an
advance price rebate to such custoner at the inception of such
supply agreenent and (2) execute a prom ssory note (note) payable
to Super Rite in the amount of any such advance rebate. Although
Super Rite expected that the custoner would satisfy the m ni num
annual purchase requirenent set forth in the supply agreenent,
Super Rite nonetheless required the custoner to execute a note
payable to it in order to facilitate repaynent of all or a
portion of such advanced funds in the event that the custoner did
not satisfy such m ni mum annual purchase requirenment or otherw se

materially breached the supply agreenent.! Super Rite intended

Even in a situation where a custoner of Super Rite did not
seek an advance of funds from Super Rite, Super R te may have
agreed to enter into a supply agreenent with such custoner that,
inter alia, required the custonmer to purchase annually a m ni nrum

(continued. . .)
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that the custoner’s obligation to repay funds that it advanced
woul d arise only if the customer materially breached the supply
agr eenent .

VWil e petitioner was negotiating with Super Rite with
respect to the terns of the supply agreenent and the correspond-
ing note that Super Rite required as conditions to Super Rite's
advancing any funds to it, petitioner requested, and received,
perm ssion from PNC Bank, petitioner’s primary bank, to enter
into such supply agreenment and to execute such note. That is
because petitioner had outstanding i ndebtedness to PNC Bank, and
the | oan docunents with respect to that indebtedness required PNC
Bank’s perm ssion before petitioner entered into any transaction
in which it received an advance of funds that it m ght have to
repay and/or with respect to which certain of petitioner’s assets
were to serve as collateral. 1In all events, PNC Bank was to
retain a first security interest in any assets of petitioner that

served as collateral with respect to petitioner’s outstanding

Y(...continued)
anount of products and that contenplated that Super Rite would
pay an advance price rebate to such custoner at the inception of
such supply agreenent. Before Super Rite entered into such a
supply agreenent, it required the custoner to execute a note
payable to Super Rite in the anmount of any such advance rebate in
order to facilitate repaynent of such advanced funds in the event
that the custoner did not satisfy the m ni mum annual purchase
requi renent set forth in the supply agreenment or otherw se
materi ally breached that agreenent.



i ndebt edness to that bank.?

As a result of negotiations between M. Conklin and M.
Karns, Super Rite agreed to advance $1.5 million to petitioner
and petitioner agreed to execute the supply agreenent and the
correspondi ng note required by Super Rite.® 1n agreeing to the
$1.5 million advance to petitioner and to the ternms of the supply
agreenent and the correspondi ng note that Super R te required of
petitioner, Super Rite had concluded, inter alia, that petitioner
would be entitled to an estimated $1.5 nmillion rebate under such
supply agreenent if petitioner did not materially breach that
agreenent . 4

On April 16, 1999, petitioner executed the supply agreenent
(April 16, 1999 supply agreenent) that Super Rite required of
petitioner as a condition to Super Rite’'s advancing $1.5 million

toit. Petitioner also executed the corresponding $1.5 nmillion

2The supply agreenment between petitioner and Super Rite
(di scussed bel ow) provided that PNC Bank was to have a first
security interest in certain equipnent that was described in that
agreenent as collateral wth respect to petitioner’s obligations
under the supply agreenent.

Prior to agreeing to enter into a supply agreenent wth
Super Rite, petitioner did not have a supply agreenment wth that
supplier

“Prior to agreeing to enter into a supply agreenent wth
Super Rite, petitioner did not receive any price rebates from
Super Rite with respect to its purchase of products fromthat
supplier
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note (April 15, 1999 note)® dated April 15, 1999, and payable to
Super Rite that Super Rite also required of petitioner as a
condition to Super Rite’'s advancing $1.5 mllion to it.

Pursuant to the April 16, 1999 supply agreenent, petitioner
agreed to purchase annually from Super Rite $16 mllion in
products over a six-year period. The April 16, 1999 supply
agreenent provided in pertinent part:

1. Supply of Requirenents; Certification.

Throughout the termof this Agreenent, Super Rite wll

be the principal wholesaler for all products purchased

by the Retailer [petitioner] for sale in the Retailer’s

stores that are | ocated within the geographic area

served by Super Rite. Throughout the termof this

Agreenent, the Retailer shall purchase at | east

$16, 000, 000. 00 of product from Super Rite each year of
this Agreenent. * * *

2. Pricing and Paynent Terns. During the term
of this Agreenment, product pricing, fees, billing and
paynment ternms, returns and credits for products pur-
chased, and other terns and conditions governing the
sal e of products hereunder shall be governed by Super
Rite's general policies and practices in effect from
time totinme. In addition, Retailer shall receive a
private |label incentive to be determ ned on the basis
of Exhibit A attached hereto and further, Retailer fees
for Gocery, Frozen and Dairy shall be in accordance
with Exhibit B attached hereto.[® The parties further
agree that Retailer’s paynent terns shall be seven (7)
days. Failure by the Retailer to nake paynent to Super
Rite of anbunts due for the delivery of goods hereunder

By using the term*“April 15, 1999 note”, we do not intend
to suggest that for tax purposes there was a | oan by Super Rite
to petitioner that was evidenced by that docunment.

Prior to the April 16, 1999 supply agreenent, Super Rite
(1) did not provide petitioner with any incentives for private
| abel purchases and (2) charged petitioner fees higher than those
set forth in exhibit B attached to that supply agreenent.
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i n accordance with the paynent terns governi ng any

shi pmrent of goods shall constitute a default hereunder
and, in addition to its rights under Section 5 of this
Agreenent, Super Rite may suspend shipnents to the
Retailer for so long as such default remains uncured.

3. Term This Agreenent shall remain in ful
force and effect until April 16, 2005. Thereafter,
this Agreenent shall automatically be renewed for
successi ve periods of one (1) year each unless either
party gives witten notice to the other party at |east
sixty (60) days prior to the expiration of the initial
termor any renewal termhereof that it desires to
termnate this Agreenent at the end of such term

4. Delays in Supply. Neither party hereto shal
be liable for any default or delay in the performance
of its obligations hereunder caused by any contingency
beyond its control * * *. In the event of a Del ay that
materially inpairs Super Rite’'s shipnents to the Re-
tailer or the Retailer’s purchases from Super Rite, the
other party’s obligations hereunder shall be reduced
for the period including the Delay in proportion to the
i npai rment and, in the case of a Delay affecting Super
Rite, the Retailer shall be expressly permtted to
cover such reductions by purchases from ot her whol esal -
ers (it being expressly understood that Super Rite
shall incur no liability to the Retailer for any in-
creased costs or expenses related thereto). * * *

5. Cancellation by Super Rite. Super Rte may
cancel this Agreenment: (i) upon the failure by the
Retailer to make paynent to Super R te in accordance
with Section 2 hereof for goods delivered hereunder;
(1i) imediately upon the filing of a petition for
relief by the Retailer in a voluntary proceedi ng under
applicable federal or state bankruptcy law or like | aws
for the protection of debtors or upon the application
of the Retailer to any court or adm nistrative agency
of conpetent jurisdiction for the appointnment of a
receiver or trustee for the admnistration of the
Retailer’s affairs; (iii) upon the filing of a petition
for relief with respect to the Retailer in an invol un-
tary proceedi ng under applicable federal or state
bankruptcy law or like laws for the protection of
debtors or upon the application by a third party to any
court or admnistrative agency of conpetent jurisdic-
tion for the appointnent of a receiver or trustee for
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the adm nistration of the affairs of the Retailer, if
an order for relief shall be entered and conti nued
unstayed in effect for thirty (30) days or such peti-
tion or application shall continue undi sm ssed for
sixty (60) days; (iv) follow ng the breach of any
obligation of the Retailer hereunder, if such breach is
not cured within thirty (30) days follow ng notice
thereof to the breaching party; (v) follow ng the
default by Retailer in the performance of or conpliance
with any material contract, instrunment or agreenent,
including, without limtation, any |ease of real prop-
erty, any material |ease of personal property or any
prom ssory note, instrument or agreenent evidencing or
in respect of any indebtedness for borrowed noney or
any security therefor, if such default is not cured

wi thin any applicable period of grace, or (vi) inmmedi-
ately upon the occurrence of a material adverse change
in the condition (financial or otherw se), business or
prospects of the Retailer or any guarantor of the
Retailer’s liabilities and obligations hereunder. * * *

6. Cancel lation by the Retailer. The Retailer
may cancel this Agreenment: (i) immediately upon the
filing of a petition for relief by Super Rite in a
vol untary proceedi ng under applicable federal or state
bankruptcy law or like laws for the protection of
debtors or upon the application of Super Rite to any
court or admnistrative agency of conpetent jurisdic-
tion for the appointnent of a receiver or trustee for
the adm nistration of Super Rite's affairs; (ii) upon
the filing of a petition for relief with respect to
Super Rite in an involuntary proceedi ng under applica-
ble federal or state bankruptcy law or like |aws for
the protection of debtors or upon the application by a
third party or [sic] any court or adm nistrative agency
of conpetent jurisdiction for the appointnment of a
receiver or trustee for the admnistration of the
affairs of Super Rite, if an order for relief shall be
entered and continued unstayed in effect for thirty
(30) days or such petition or application shall con-
ti nue undi sm ssed for sixty (60) days; or (iii) follow
ing the breach of any obligation of Super Rite hereun-
der, if such breach is not cured within thirty (30)
days follow ng notice thereof to Super Rite. * * *
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7. Li gui dated Damages. The parties understand
that Super Rite’'s conmmtnent to supply the specified
requi renents of the Retailer will require an allocation
of resources by Super Rite that woul d not be practical
if the Retailer were to purchase | ess than such speci -
fied percentage requirenments from Super Rte. The
parties agree that the Retailer’s failure to perform
its obligations hereunder will cause damage to Super
Rite that will be difficult or inpossible to prove
accurately and, therefore, with the intention of pro-
viding a fair and reasonable fornmula to calculate the
anount of such damage, the parties agree that upon
Super Rite’'s cancellation of this Agreenent pursuant to
Sections 2 or 5 of this Agreement, the Retailer wll
pay Super Rite as |iquidated danmages an anmount equal to
1. 0% of the product of (i) the Retailer’s aggregate
purchases from Super Rite during the precedi ng cal endar
year multiplied by (ii) the nunber of years remaining
in the termof this Agreenent. The anount of the
Retail er’ s aggregate purchases and Super Rite’ s damages
for periods of |ess than one year shall be cal cul ated
on a pro rata basis.

8. Pl edge on Assets. As collateral security for the
pronpt and conpl ete paynent and performance when due of
all of Retailer’s liabilities and obligations to Super
Rite hereunder, Retailer hereby nortgages, pledges,
hypot hecates and grants to Super Rite a |lien and secu-
rity interest in all right, title and interest which
Retailer may now or hereafter have in, to and under the
foll ow ng, wherever |ocated (collectively, the “Coll at-
eral”): (i) all “Inventory”, as such termis defined
in Section 9-106(4) of the Uniform Commerci al Code
* * * (the “Code”) * * *; (ii) all “Accounts” as such
termis defined in Section 9-106 of the Code * * *;
(tit) all “Equipnment” as such termis defined in Sec-
tion 9-109(2) of the Code * * *; and (iv) all “Pro-
ceeds” of the foregoing, as such termis defined in
Section 9-306(1) the Code [sic] * * *. Retailer cove-
nants that during the termof this Agreenent it wll
not, w thout Super Rite’'s prior witten consent, cre-
ate, incur, assune, or suffer to cone into existence
any nortgage, pledge, lien or other encunbrance upon
any of the Collateral or the Proceeds thereof, wherever
| ocat ed, now existing or hereafter acquired, other than
that granted to Super Rite hereunder. Retailer agrees
to execute and deliver such docunents, and to take such
action, as Super Rite nmay request to perfect and con-
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tinue Super Rite’s lien on and security interest in
such Collateral. Provided, however, Super Rite ac-
know edges that PNC Bank has first place security
interest on Retailer’s equipnent |ocated at its’ [sic]
West Shore Plaza Store.

8. 1. Financial Statenents. Retailer shal
furnish to Super Rite, no later than ninety (90) days
after the end of each fiscal quarter of Retailer, the
internal statenments of Retailer and every six nonths
the revi ewed bal ance sheet of Retailer, together with
its statenment of inconme, retained earnings and cash
flow for the fiscal quarter. Each year, upon
Retailer’s request, Super Rite shall provide Retailer
with a letter confirmng the forgiveness of debt in
accordance wth that Prom ssory Note, of even date
herewi th, [ by and between Super Rite and Retailer.

9. Coupon Redenption Service. During the term
of this Agreenent, Retailer agrees to use Super Rte’s
coupon service for the redenption of all coupons re-
ceived by Retailer [and] to pay for such service at the
rates established by Super Rite fromtine to tine.!(8

The April 15, 1999 note provided in pertinent part:

FOR VALUE RECEI VED, KARNS PRI ME & FANCY FOODS,
LTD., * * * (the “Borrower”), hereby promses to pay to
the order of SUPER RITE FOODS, INC., * * * (the
“Lender”), * * * the principal sumof ONE M LLION FI VE
HUNDRED THOUSAND NCO' 100 DOLLARS ( $1, 500, 000. 00). The
Borrower hereby further prom ses to pay interest on the
unpai d principal bal ance hereof at a rate per annum
equal to the Prinme Rate (as hereinafter defined) plus
1%* * *. Interest shall accrue daily fromthe date

The April 16, 1999 supply agreenent referred to the Apri
15, 1999 note as a note of “even date”. The record does not
clarify the inconsistency between the date of that note to which
the supply agreenent referred (i.e., Apr. 16, 1999) and the date
of that note to which such note referred (i.e., Apr. 15, 1999).
VWhat is clear fromthe record is that the April 16, 1999 supply
agreenent and the April 15, 1999 note were entered into around
the sane tinme and were interdependent. See infra note 9.

8Prior to the April 16, 1999 supply agreenent, petitioner
was not entitled to Super Rite’'s coupon redenption service.
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hereof on the unpaid principal bal ance hereof and shal
be conputed on the basis of the actual nunber of days
for which due.

The principal balance of this Note shall be repaid
in six (6) annual paynents of $250, 000.00 each, com
menci ng on April 16, 2000, and continuing on the third
Friday of each April thereafter through and including
April 16, 2005; provided however, that the paynent of
t he annual paynment shall be forgiven by the Lender
[ Super Rite] if the Lender determ nes that the Borrower
is in conpliance wth, and shall not have materially
breached or then be in uncured default under, that
certain Supply and Requirenents Agreenent of even date
herew t h!® anong the Borrower and Lender. The entire
unpai d and unforgi ven principal bal ance hereof shall be
due and payable, if prior to April 16, 2005, Borrower
ceases, for any reason, to use Lender as its primary
food supplier. Notw thstanding the foregoing, the
entire unpaid and unforgiven principal balance hereof
and accrued interest thereon shall be due and payabl e
on April 16, 2005.

Even t hough execution of the April 16, 1999 supply agreenent
and the corresponding April 15, 1999 note occurred in md-Apri
1999, it was not until around May 4, 1999, that petitioner
received the $1.5 million at issue.! Around that |ast date,

Ri ch Foods, Inc. (Rich Foods), the then parent of Super Rite,

°The April 15, 1999 note referred to the April 16, 1999
supply agreenent as a supply agreenent of “even date”. The
record does not clarify the inconsistency between the date of
that supply agreenent to which the note referred (i.e., Apr. 15,
1999) and the date of that supply agreement to which such supply
agreenent referred (i.e., Apr. 16, 1999). Wuat is clear fromthe
record is that the April 15, 1999 note and the April 16, 1999
supply agreenent were entered into around the sane tinme and were
i nt erdependent. See supra note 7.

The record does not explain why petitioner did not receive
until May 4, 1999, the $1.5 nmillion to which the April 16, 1999
supply agreenent and the corresponding April 15, 1999 note
pert ai ned.
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gave petitioner a $1.5 mllion check drawmm on Ri ch Foods’ check-
i ng account.

During the year at issue in August 1999, SUPERVALU, Inc.
(SUPERVALU), acquired Rich Foods. SUPERVALU recorded the $1.5
mllion advanced to petitioner in SUPERVALU s fixed asset | edger
as a supply rebate that was to be anortized over six years in
nonthly installments of $19,230.77. Petitioner recorded the
April 15, 1999 note in its books and records as a |long-term note
payabl e.

Petitioner expended $750,000 of the $1.5 million at issue on
capital inprovenents and tenporarily invested the bal ance in
certificates of deposit (CDs). Petitioner pledged the CDs as
collateral for a $960,000 | oan from PNC Bank. Petitioner used
t he $960, 000 in PNC Bank | oan proceeds for capital inprovenents.

During the latter part of the year at issue, M. Karns
concluded that it would be desirable to relocate one of peti-
tioner’s stores. As a result, he entered into negotiations to
| ease a new site for that store. The prospective |essor of that
site refused to lease it to petitioner without a guaranty of
petitioner’s | ease obligations.

At all relevant tines, SUPERVALU agreed to act fromtine to
time as a guarantor of a custoner’s | ease obligations where
SUPERVALU concl uded that to do so woul d serve SUPERVALU s busi -

ness interests. Around January 25, 2000, SUPERVALU guar ant eed
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petitioner’s obligations under the | ease (petitioner’s |ease) of
the new site for one of petitioner’'s stores. In return for
SUPERVALU s guaranty of petitioner’s |ease, on January 26, 2000,
petitioner entered into several agreenents w th SUPERVALU
including: (1) An agreenent that granted to SUPERVALU a security
interest in certain of petitioner’s assets;?! (2) a first anmend-
ment to the April 16, 1999 supply agreenent that, inter alia,
anmended the termof that supply agreenent?!? but that did not
alter petitioner’s annual purchase requirenment under the Apri
16, 1999 supply agreenent; (3) a retailer’s agreenent that
(a) required SUPERVALU to make its product |ines available to
petitioner at certain prices and to provide petitioner with
certain services, including field advisory, warehousing, and
mar keting services, and (b) required petitioner to conply with

SUPERVALU s paynent, accounting, inventory, and confidentiality

H1Around early February 2000, SUPERVALU filed financing
statenments wth Cunmberl and County, Pa., and the Pennsyl vani a
secretary of state in order to perfect the security interest in
certain of petitioner’s assets that petitioner granted to
SUPERVALU on Jan. 26, 2000.

12The first amendnent to the April 16, 1999 supply agreenent
provided in pertinent part:

The termof the [April 16, 1999 supply] Agreenent is
her eby anmended such that Retailer’s [petitioner’s]

obl i gations under this Agreenent shall continue in
effect for the longer of (a) five (5) years fromthe
Execution Date, or (b) as long as any Capital Commt-
ment [i.e., any capital commtted by SUPERVALU for the
benefit of petitioner] remains outstanding.
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requi renents; (4) a nediation/arbitration agreenent that required
petitioner and SUPERVALU to resolve any controversy, claim or
di spute by nediation or arbitration; and (5) a rei nbursenent
agreenent that required petitioner to pay annually to SUPERVALU
10 percent of the petitioner’'s |ease value. |In addition, as was
customary for SUPERVALU when it guaranteed one of its custoner’s
| ease obligations, SUPERVALU required petitioner to enter into an
option agreenent wth SUPERVALU t hat gave SUPERVALU the right to
take over petitioner’s lease in the event that petitioner de-
faulted under it.?®3

On January 26, 2000, petitioner’s officers, who were al so
stockhol ders of petitioner, executed an agreenent in which they
guar anteed various obligations that petitioner had to SUPERVALU
and/or its subsidiaries. Such obligations included petitioner’s
obligations under the April 16, 1999 supply agreenent and the
corresponding April 15, 1999 note.

Petitioner satisfied the annual purchase requirenment set
forth in the April 16, 1999 supply agreenent for each of the
peri ods ended April 16, 2000, and April 16, 2001, and otherw se

conplied with, did not materially breach, and was not in uncured

3]t has been SUPERVALU s practice to take over custoner
| eases that it guaranteed where its custoners were in default
under them
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default under that supply agreenent.!* As a result, petitioner
was not obligated to nake on each of those dates the annual
paynent set forth in the April 15, 1999 note. |In petitioner’s
books and records for each of the years ended January 30, 2001,
and January 30, 2002, petitioner reduced by $250,000 the bal ance
of its long-termnnotes payable. |In each of petitioner’s tax
returns for those respective years, petitioner reported $250, 000
as “Qher Incone--Reduction of Supplier Note Agreenent”.

On March 9, 2001, petitioner executed a docunent entitled
“COWWERCI AL NOTE” (March 9, 2001 conmmercial note)!® payable to
SUPERVALU i n the anount of $300,000. On or about the sane date,
petitioner received a $300, 000 check drawn on an account of
SUPERVALU. The March 9, 2001 commercial note provided in perti-
nent part:

FOR VALUE RECEI VED, Karns Prinme and Fancy Food

Ltd. * * * (collectively the “Maker”), prom se[s] to

pay to SUPERVALU * * * (“Lender”) * * * the principal

sum of Three Hundred Thousand and No/ 100 Dol | ars
($300, 000.00), plus interest, all as set forth bel ow

¥l nstead of discussing whether petitioner conplied wth,
materially breached, and/or was in uncured default under the
April 16, 1999 supply agreenent, for conveni ence, we shall
di scuss only whether petitioner was in material breach of or
materially breached that supply agreenent. However, our refer-
ences to whether petitioner was in material breach of or materi-
ally breached the April 16, 1999 supply agreenent are intended
al so to pertain to whether petitioner conplied with and/or was in
uncured default under that supply agreenent.

5By using the term“March 9, 2001 comercial note”, we do
not intend to suggest that for tax purposes there was a | oan by
SUPERVALU to petitioner that was evidenced by that docunment.
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| nterest upon all principal advanced under this
Not e shall accrue, fromthe date of its advance and
until repaid, at a rate of ten and seven tenths percent
(10. 70% per annum * * *

Principal and interest due Lender under this Note shal
be payabl e as foll ows:

(a) A paynent of Ninety One Thousand Five Hundred Two
and 83/100 Dol lars ($91,502.83), including princi-
pal and accrued and unpaid interest, shall be due
and payabl e on March 9 2002; a paynent of N nety
One Thousand Five Hundred Two and 83/ 100
Dol | ars($91, 502. 83), including principal and ac-
crued and unpaid interest, shall be due and pay-
able on March 9 2003; a paynent of Ninety One
Thousand Five Hundred Two and 83/100
Dol | ars($91, 502. 83), including principal and ac-
crued and unpaid interest, shall be due and pay-
able on March 9 2004, a paynent of Ninety One
Thousand Five Hundred Two and 83/100
Dol | ars($91, 502. 83), including principal and ac-
crued and unpaid interest, shall be due and pay-
able on March 9 2005; and

(b) The entire remaining principal balance, plus al
accrued and unpaid interest, shall be due and
payable in full on June 9, 2005.

* * * * * * *

This Note shall be IN DEFAULT and, at Lender’s
option, the total unpaid principal under this Note, al
accrued interest thereon and all other anmounts owed by
any Maker to Lender, whether evidenced by this Note or
ot herw se, shall be imedi ately due and payable, wth-
out notice, protest, or demand, upon the occurrence of
any one or nore of the follow ng events of default:

(a) the failure of any Maker to pay any anmount when due
or to performany other obligation as required under
this Note; (b) the occurrence of any default by any
Maker or any future guarantor (there presently being no
guarantors) of this Note (called a “CGuarantor” bel ow)
under any other obligation to or agreenment with Lender
or any SUPERVALU Entity (as defined bel ow), including
any default by any Maker or any Guarantor under any
supply agreenent in favor of any SUPERVALU Entity and
any failure by any Maker or any Guarantor to pay any
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open account obligation to any SUPERVALU Entity; * * *

If this Note, any paynment required to be nmade
under this Note or any other obligation payable to
Lender or any SUPERVALU Entity is not paid on the due
date (whether at original maturity or follow ng accel -
eration), in addition to any other rights Lender may
have under this Note, any rel ated agreenent or under
applicable | aw, Lender shall have the right to set off
t he i ndebt edness evi denced by this Note agai nst any
i ndebt edness of Lender or any SUPERVALU Entity to any
Maker or Guarantor. [Reproduced literally.]

On March 9, 2001, petitioner and SUPERVALU al so entered into
a second anendnent to the April 16, 1999 supply agreenent (March
9, 2001 supply agreenent second anendnent). The March 9, 2001
supply agreenent second anendnent provided in pertinent part:

1. Pur chase Requir enment

Ef fective as of the Execution Date and conti nuing
t hroughout the termof the [April 16, 1999 supply]
Agreenent, Retailer [petitioner] shall purchase at
| east $21, 000, 000 of product from Whol esal er

[ Super Rite] each year of the Agreenent.

2. Sal es Rebate

As additional consideration for Retailer’s enter-
ing into this Agreenent, and provided no Retailer
Entity is in default under this Agreenent or under
any Capital Comm tnent or other agreenment with, or
obligation to, any SUPERVALU Entity, Whol esal er
shall rebate to Retailer a rebate (the “Rebate”),
on the terns and conditions set forth bel ow

2.1 The purchases on which the Rebate shall be
based (the “Aggregate Purchases”) shall be
the total purchases of Product from Wol e-
saler by Retailer for all of the Supermarkets
in the Aggregate, up to a maxi mumtotal of
Aggr egate Purchases over the termof this
Agreenent of $89, 250, 000.

2.2 The Rebate shall be cal cul ated annually,
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based on the Aggregate Purchases for the
twel ve nonth period i nmediately preceding an
anni versary of the Execution Date (the “An-
nual Period”).

2.3 The Aggregate Purchases for the Annual Period
shall be multiplied by four thousand three
hundred sixty seven ten-thousandths percent
(.4367%, and the product of such cal cul ation
shal | be the anpbunt of the Rebate payabl e by
Whol esaler to Retailer for such Annual Pe-
riod.

2.4 The anount of the Rebate shall be shown as a
credit on the first statenent sent by Wol e-
saler to Retailer following the end of the
Annual Peri od.

Not wi t hst andi ng anything to the contrary which may
be contained in this Section 5, at such point, if
any, that the Aggregate Purchases reach

$89, 250, 000, no further purchases shall be consid-
ered Aggregate Purchases, and no Rebate shall be
due or payable with respect to any purchases which
are not consi dered Aggregate Purchases. \Wol e-

sal er may offset agai nst any Rebate any anounts
owed to any SUPERVALU Entity by any Retail er En-
tity, and Wol esal er shall discontinue paying the
Rebat e al t oget her upon any default by any Retailer
Entity under this Agreenent, under any Capital
Comm tnment, or under any other agreenment with, or
obligation to, any SUPERVALU Entity. Whol esal er
shal | have no obligati on what soever to pay any
Rebate in the event any Retailer Entity comrences
any proceedi ng under any bankruptcy, reorganiza-
tion or simlar law, or in the event a simlar
proceeding is filed against any Retailer Entity.

* * * * * * *

4. Adgr eenent  Conti nues

Except as specifically anended herein, the Agree-
ment continues, unnodified, in full force and
effect.

For the annual period ended March 9, 2002, petitioner met
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the increase in petitioner’s annual purchase requirenent under
the March 9, 2001 supply agreenent second anmendnent, i.e., an
increase of $5 million in required annual product purchases over
the $16 million in required annual product purchases set forth in
the April 16, 1999 supply agreenent before its anmendnent by the
March 9, 2001 supply agreenent second anendnent. (W shall refer
to such $5 mllion increase as the $5 mllion increase in peti-
tioner’s annual purchase requirenent.) As a result, petitioner
earned under the March 9, 2001 supply agreenent second anmendnent
a sales rebate for the annual period ended March 9, 2002, in an
anount equal to the annual paynent for that period set forth in
the March 9, 2001 commercial note, and such rebate offset such
annual paynent. For the annual period ended March 9, 2003,
petitioner did not nmeet the $5 million increase in petitioner’s
annual purchase requirenent. As a result, petitioner earned
under the March 9, 2001 supply agreenent second anendnent a sal es
rebate of $86,573.64 for the annual period ended March 9, 2003,
whi ch was $4, 929. 19 |l ess than the annual paynent for that period
set forth in the March 9, 2001 commercial note. Such rebate
of fset $86,573. 64 of such annual paynent, and petitioner paid the
bal ance of such annual paynment (i.e., $4,929.19).

On June 13, 2000, petitioner, which used the accrual nethod
of accounting, tinely filed Form 1120, U. S. Corporation |Incone

Tax Return (petitioner’s return), for its taxable year ended
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January 30, 2000. In that return, petitioner did not include the
$1.5 million at issue in gross incone.

Respondent issued a notice of deficiency (notice) to peti-
tioner wwth respect to the year at issue. |In the notice, respon-
dent determined that petitioner is required to include the $1.5
mllion at issue in gross inconme for that year.

OPI NI ON

Al t hough respondent mnmust have commenced respondent’s exam -
nation of petitioner’s return for the year at issue after July
22, 1998, the parties do not address section 7491(a).'® In any
event, we need not deci de whether the burden of proof shifts to
respondent under that section. That is because resolution of the
i ssue presented here does not depend on who has the burden of
pr oof .

The parties’ sole dispute is whether the $1.5 mllion at
i ssue constitutes a loan that is includable in petitioner’s gross
i ncone for the year at issue.

The determ nation of whether a transfer of funds constitutes

a loan is a question of fact. Haber v. Comm ssioner, 52 T.C

255, 266 (1969), affd. per curiam422 F.2d 198 (5th Cr. 1970).
In order for a transfer of funds to constitute a | oan, at the

time the funds are transferred there must be an unconditi onal

16Al| section references are to the Internal Revenue Code in
effect for the year at issue.
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obligation (i.e., an obligation that is not subject to a condi -
tion precedent) on the part of the transferee to repay, and an

uncondi tional intention on the part of the transferor to secure

repaynent of, such funds. Haag v. Conm ssioner, 88 T.C. 604, 616

(1987), affd. wi thout published opinion 855 F.2d 855 (8th Cr

1988); see also Frierdich v. Conm ssioner, 925 F.2d 180, 185 (7th

Cr. 1991), affg. T.C Meno. 1989-393; dark v. Conm ssioner, 18

T.C. 780, 783-784 (1952), affd. per curiam 205 F.2d 353 (2d G r
1953). Wiether a transfer of funds constitutes a | oan may be
inferred from objective characteristics surrounding the transfer,
i ncludi ng the presence or absence of a debt instrunent, collat-
eral securing the purported | oan, interest accruing on the
purported | oan, repaynents of the transferred funds, and any
attributes indicative of an enforceable obligation to repay the

funds transferred. See, e.g., Haag v. Conm ssioner, supra at

615-616 & n.6. In determ ning whether a transfer of funds
constitutes a | oan, the substance, and not the form of the
transaction is controlling for tax purposes. See, e.g., Knetsch

v. United States, 364 U. S 361, 365-366 (1960).

In support of its position that the $1.5 mllion at issue
constitutes a |loan, petitioner argues:

The advance from Super Rite on April 15, 1999
created an unconditional obligation to repay those
funds. It was only a condition subsequent, i.e. ful-
filling the obligations under the Supply and Require-
ments Agreenent, on an annual basis, that gave rise to
the forgiveness of the annual debt service paynent.



In the instant case, Petitioner has denonstrated
that all the indicia of a loan as well as a true
creditor-debtor relationship existed. A Prom ssory
Note was signed * * *; the Note called for interest on
t he unpai d bal ance at the rate of prinme plus 1%* * *;
the Note was to be repaid in six annual paynents of
$250, 000 each commencing on April 16, 2000 and conti nu-
ing on the third Friday of each April thereafter
t hrough and including April 16, 2005 * * * the Peti -
tioner granted Super Rite a security interest in
(1) all inventory, (ii) all accounts, (iii) all equip-
ment, including without Iimtation, all machinery,
equi prent, furnishings and fixtures of any kind and
nature and description, and (iv) all proceeds of the
foregoing * * *; Petitioner recorded the $1.5 nillion
Prom ssory Note as a long termnote payable * * *; at
the tinme of the transaction, Petitioner considered the
$1.5 mllion as a loan * * *

* * * * * * *

There was no guarantee in April of 1999 that the
Petitioner would neet the purchase obligations or other
obl i gations under the Supply and Requi renents Agree-
ments for the ensuing six years. Accordingly, there
was no guarantee that the future debt service paynents
woul d be forgiven. Wthout any guarantee that Peti -
tioner would be allowed to keep the funds, there is no
income fromthe | oan unless and until such tinme a debt
service paynent is forgiven. “In determ ning whether a
t axpayer enjoys ‘conplete dom nion’ over a given sum
the crucial point is not whether his use of the funds
IS unconstrained during sone interimperiod. The key
i's whether the taxpayer has sone guarantee that he wll
be allowed to keep the noney.” C.1.R v. Indianapolis
Power & Light Conpany, 493 U.S. 203, 110 S. & . 589.

| f Super Rite had filed for bankruptcy, the Supply
and Requi renents Agreenent could be canceled * * *,
Had Super Rite decl ared bankruptcy, they [petitioner]
woul d have been under default under the Supply and
Requi renent s Agreenent and accordingly, all anmounts due
under the Note woul d have been i mredi ately due and
payable. [If the Petitioner was unable to neet their
paynment obligations * * * under the Supply and Require-
ments Agreenment and such default remai ned uncured for a
period of 30 days, Super Rite could cancel the Agree-
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ment * * * and as a result of such default, amounts due

under the Note would i nmedi ately becone due and pay-

able. [Reproduced literally.]

We turn first to petitioner’s related argunents (1) that the
$1.5 million advance by Super Rite to petitioner created an
uncondi tional obligation on the part of petitioner to repay those
funds and (2) that only a condition subsequent (i.e., conpliance
by petitioner with the April 16, 1999 supply agreenent) gave rise
to the forgiveness of the annual paynment set forth in the Apri

15, 1999 note. In advancing those argunents, petitioner relies

on Erickson Post Acquisition, Inc. v. Commi ssioner, T.C Mno.

2003-218, and on the followi ng | anguage in the April 15, 1999
not e:

The principal balance of this Note shall be repaid
in six (6) annual paynents of $250, 000.00 each, com
menci ng on April 16, 2000, and continuing on the third
Friday of each April thereafter through and including
April 16, 2005; provided however, that the paynent of
t he annual paynment shall be forgiven by the Lender
[ Super Rite] if the Lender determ nes that the Borrower
[petitioner] is in conpliance with, and shall not have
materially breached or then be in uncured default
under, that certain Supply and Requirenents Agreenent
[April 16, 1999 supply agreenent] of even date herewith
anong the Borrower and Lender. * * *

If the formof the April 15, 1999 note were to control, such
formwoul d appear to support petitioner’s argunents. However, we
are not bound by the formof the April 15, 1999 note. See

Knetsch v. United States, supra. The substance of the bargain

bet ween petitioner and Super Rite at the tinme the $1.5 mllion at
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i ssue was transferred to petitioner governs our resolution of
whet her such transfer constitutes a loan. See id.

Based upon our exam nation of the entire record before us,
we find that the substance of the bargain between petitioner and
Super Rite at the tine of the transfer to petitioner of the $1.5
mllion at issue! was that petitioner’s obligation for a given
annual period to make the annual paynent set forth in the Apri
15, 1999 note would not arise unless and until it materially
breached the April 16, 1999 supply agreenent with respect to such
period. On that record, we find that at the tinme of the transfer
to petitioner of the $1.5 million at issue petitioner did not
have an unconditional obligation to nmake each of the annual

paynents set forth in the April 15, 1999 note.'® W further find

YAl t hough the April 15, 1999 note is dated Apr. 15, 1999,
it was not until around May 4, 1999, that petitioner received the
$1.5 million at issue. See supra note 10.

8\W& have found, based on the testinobny of Joseph Della Noce
(M. Della Noce), an officer of R ch Foods, the parent of Super
Rite at the tinme of the transaction at issue, that Super Rite
expected that the custoner would satisfy the m ni nrum annual
purchase requirenent set forth in the supply agreenent, but that
Super Rite nonethel ess required the custoner to execute a note
payable to it in the anount of any advanced funds in order to
facilitate repaynent of all or a portion of such funds in the
event that the customer did not satisfy such m ni nrum annual
purchase requirenent or otherwise materially breached the supply
agreenent. We have al so found, based on M. Della Noce’'s testi-
mony, that Super Rite intended that the custonmer’s obligation to
repay funds that it advanced to such custonmer would arise only if
the custonmer did not satisfy the m ni mum annual purchase require-
ment set forth in the supply agreenment or otherwi se materially
breached t hat agreenent.
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petitioner’s reliance on Erickson Post Acquisition, Inc. V.

Comm ssi oner, supra, to be msplaced. That case is materially

di stingui shable fromthe instant case. In Erickson Post AcquiSi -

tion, Inc., the Court found that, at the tine the taxpayer
received the funds in question, the taxpayer had an unconditi onal
obligation to repay the full amount of such funds and that *“Not
only was the transaction in forma |oan but, under the circum
stances of this case, that was also its substance.” Erickson

Post Acquisition, Inc. v. Conmni Ssioner, supra. Unli ke the

findings of the Court with respect to the obligation of the

taxpayer in Erickson Post Acquisition, Inc., we have found that,

at the time of the transaction at issue, the substance of that
transaction was that any obligation of petitioner under the Apri
15, 1999 note did not arise unless and until there was a materi al
breach by petitioner of the April 16, 1999 supply agreenent and
that petitioner did not have an unconditional obligation to nmake
each of the annual paynents set forth in the April 15, 1999

note. °

On the record before us, we reject petitioner’s argunent
that certain alleged | oan transactions between it and SUPERVALU
that occurred after Super Rite advanced the $1.5 million at issue
to petitioner (subsequent transactions) support its position that
the $1.5 million at issue constitutes a |loan. Assum ng arguendo
that we had found that the subsequent transactions constitute
| oans, those subsequent transactions do not control whether at
the tinme petitioner received the $1.5 mllion at issue petitioner
had an unconditional obligation to make each of the annual
paynments set forth in the April 15, 1999 note. See Haag V.

(continued. . .)
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We turn now to petitioner’s reliance on the statenent in

Conmi ssioner v. Indianapolis Power & Light Co., 493 U. S. 203, 210

(1990), that “In determ ning whether a taxpayer enjoys ‘conplete
dom nion’ over a given sum * * * The key is whether the taxpayer
has sonme guarantee that he will be allowed to keep the noney.”
According to petitioner,

There was no guarantee in April of 1999 that the
Petitioner would neet the purchase obligations or other
obl i gati ons under the Supply and Requirenments Agree-
ments for the ensuing six years. Accordingly, there
was no guarantee that future debt service paynents
woul d be forgiven. * * *

* * * * * * *

Even if one assunes that on the anniversary date
the Petitioner had net the purchase requirenents under
the Supply and Requirenents Agreenent, there was still
no guarantee that the debt service paynment woul d be
forgi ven because the Note required “that the borrower
is in conpliance wth, and shall not have materially
breached or then be an uncured default, under the
Supply Agreenent” * * *,

Petitioner’s contentions in reliance on Comni Ssi oner V.

| ndi anapolis Power & Light Co., supra, mss the point that the

Suprene Court established in that case. The issue presented in

| ndi anapolis Power & Light Co. was whether certain deposits that

t he taxpayer, a power conpany, received fromits custoners were
incone. In resolving that issue, the Suprene Court anal yzed

whet her the taxpayer enjoyed “conpl ete dom ni on” over such

19C. .. continued)
Commi ssioner, 88 T.C. 604, 616 (1987), affd. w thout published
opinion 855 F.2d 855 (8th Cr. 1988).
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deposits. The Supreme Court held that the taxpayer did not have
“conpl ete dom ni on” over the deposits in question because it did
not have “sonme guarantee” that it would be allowed to keep them
Id. According to the Suprene Court, by making tinmely paynents of
their respective utility bills, the custoners, and not the

t axpayer, controlled whether the taxpayer would be required to

return the deposits that it received fromsuch custoners. 1d. at

209. In contrast to the situation presented in |Indianapolis

Power & Light Co., Super Rite did not have control over the

events that petitioner asserts would have constituted a materi al
breach by it of the April 16, 1999 supply agreenent and that
woul d have required petitioner to repay a portion or all of the

$1.5 million at issue that it received from Super Rite.?° See

20According to petitioner, it would have materially breached
the April 16, 1999 supply agreenent upon the occurrence of any of
the followi ng events set forth in paragraph 5 of that supply
agreement :

(1) upon the failure by the Retailer to nake paynent to
Super Rite in accordance with Section 2 hereof for
goods delivered hereunder; (ii) imediately upon the
filing of a petition for relief by the Retailer in a
vol untary proceedi ng under applicable federal or state
bankruptcy law or like laws for the protection of
debtors or upon the application of the Retailer to any
court or admnistrative agency of conpetent jurisdic-
tion for the appointnent of a receiver or trustee for
the adm nistration of the Retailer’s affairs;
(ti1) upon the filing of a petition for relief with
respect to the Retailer in an involuntary proceedi ng
under applicable federal or state bankruptcy |aw or
like laws for the protection of debtors or upon the
application by a third party to any court or adm nis-
(continued. . .)
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id.; see also Herbel v. Conmissioner, 106 T.C. 392, 416-417

(1996), affd. 129 F.3d 788 (5th Gr. 1997). On the record before
us, we find that petitioner had “some guarantee” that, for each
annual period covered by the April 16, 1999 supply agreenent and
the corresponding April 15, 1999 note, it would be allowed to
keep the amount of the annual paynment set forth in that note as

| ong as, for each such period, it lived up to its end of the
bargain by not materially breaching the April 16, 1999 supply

agreenent.?! See Commi ssioner v. |ndianapolis Power & Light Co.

20(. .. continued)

trative agency of conpetent jurisdiction for the ap-
poi nt ment of a receiver or trustee for the adm nistra-
tion of the affairs of the Retailer, if an order for
relief shall be entered and continued unstayed in
effect for thirty (30) days or such petition or appli-
cation shall continue undism ssed for sixty (60) days;
(itv) follow ng the breach of any obligation of the
Ret ai |l er hereunder, if such breach is not cured within
thirty (30) days followi ng notice thereof to the
breaching party; (v) followng the default by Retailer
in the performance of or conpliance with any materi al
contract, instrument or agreenent, including, wthout
limtation, any | ease of real property, any materi al

| ease of personal property or any prom ssory note,

i nstrunment or agreenent evidencing or in respect of any
i ndebt edness for borrowed noney or any security there-
for, if such default is not cured wthin any applicable
period of grace, or (vi) imediately upon the occur-
rence of a material adverse change in the condition
(financial or otherw se), business or prospects of the
Retailer or any guarantor of the Retailer’s liabilities
and obligations hereunder. * * *

2I0n the record before us, we reject petitioner’s contention

that if Super Rite had commenced a bankruptcy proceedi ng, peti-
tioner woul d have been in default under the April 16, 1999 supply
agreenent. Pursuant to the April 16, 1999 supply agreenent, the
(continued. . .)
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493 U. S. at 209, 212; Herbel v. Conmi ssioner, supra.

Based upon our exam nation of the entire record before us,
we find that the $1.5 mllion at issue does not constitute a
loan. On that record, we further find that that anmount is
includable in petitioner’s gross incone for the year at issue.

We have considered all of the contentions and argunments of
the parties that are not discussed herein, and we find themto be
w thout nmerit, irrelevant, and/or noot.

To reflect the foregoing,

Deci sion will be entered

for respondent.

21(...continued)
commencenent of a bankruptcy proceeding by Super Rite nerely
woul d have granted petitioner the option of canceling the Apri
16, 1999 supply agreenent. Thus, it was within the control of
petitioner, and not Super Rite, to cancel that supply agreenent
in the event that Super Rite were to commence a bankruptcy
pr oceedi ng.



