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These are appeals under the formal procedure pursuant 

to G.L. c. 58A, § 7 and G.L. c. 62C, § 39 from the refusal 

of the appellee to abate corporate excises assessed against 

the appellant under G.L. c. 62C, § 26 and G.L. c. 63, § 39 

for the tax years ended January, 1994 through January, 2001 

(“tax years at issue”). 

Commissioner Scharaffa heard these appeals.  With 

regard to the so-called “inventory-in-transit” issue raised 

in Docket No. C266698, in accordance with the agreement of 

the parties, Commissioners Egan, Rose and Mulhern joined 

Commissioner Scharaffa in the decision for the appellant 

and granted abatements in the following amounts:  $18,817 

for tax year ending 1994; $47,104 for tax year ending 1995; 

and $49,487 for tax year ending 1996.  With regard to all 

other issues raised in these appeals, Commissioners Egan, 

Rose and Mulhern joined Commissioner Scharaffa in the 
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decisions for the appellee.  Chairman Hammond took no part 

in the consideration and decision of these appeals. 

These findings of fact and report are made pursuant to 

requests by the appellant and the appellee under 

G.L. c. 58A, § 13 and 831 CMR 1.32. 

 
John S. Brown, Esq., Joseph L. Kociubes, Esq., George 

P. Mair, Esq., Donald-Bruce Abrams, Esq., Darcy A. Ryding, 
Esq., and Shu-Yi Oei, Esq. for the appellant. 

 
Andrew P. O’Meara, Esq., Frances M. Donovan, Esq., 

Mireille T. Eastman, Esq., and Benson V. Solivan, Esq. for 
the appellee.   
 
 
 

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. 

At all times relevant to these appeals, the appellant, 

The Talbots, Inc. (“Talbots”), was a Delaware corporation 

with its corporate headquarters in Hingham, Massachusetts.  

Talbots timely filed Massachusetts Domestic Business or 

Manufacturing Corporation Excise returns for the tax years 

at issue.  Talbots consented to extend the time for the 

Commissioner of Revenue (“Commissioner”) to assess taxes.  

The Commissioner issued to Talbots Notices of Intention to 

Assess (“NIAs”) additional taxes as follows: NIA dated 
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April 7, 2000 for tax years ending January, 1994 through 

January, 1996; NIA dated April 8, 2002 for tax years ending 

January, 1997 through January, 1999; NIA dated April 30, 

2004 for tax years ending January, 2000 through January, 

2001.  The Commissioner then issued to Talbots Notices of 

Assessment (“NOAs”) as follows: NOA dated May 29, 2002 for 

tax years ending January, 1994 and January, 1996; NOA dated 

June 9, 2002 for tax year ending January, 1995; NOA dated 

October 24, 2002 for the tax years ended January, 1997 

through January, 1999; and NOA dated June 22, 2004 for tax 

years ending January, 2000 through January, 2001.  Talbots 

timely filed abatement applications, which the Commissioner 

denied as follows:  by Notice of Abatement Determination 

dated December 11, 2002 for tax years ending January, 1994 

through January, 1996; by deemed denial after Talbots 

withdrew its consent to extend the consideration of its 

abatement application on June 27, 2003 for tax years ended 

January, 1997 through January, 1999; by Notice of Abatement 

Determination dated September 14, 2004 for tax years ended 

January, 2000 through January, 2001.  Talbots seasonably 

filed petitions with the Board on February 26, 2003 (tax 

years ending January, 1994 through January, 1996), December 

15, 2003 (tax years ending January, 1997 through January, 

1999) and October 20, 2004 (tax year ending January, 2000 
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through January, 2001).  On the basis of the foregoing, the 

Board found and ruled that it had jurisdiction to hear and 

decide these appeals. 

At all material times, Talbots was a leading specialty 

retailer and cataloger of women’s apparel, shoes and 

accessories.  Talbots was acquired by General Mills, Inc. 

(“General Mills”) in 1973, and in 1988 it was then sold to 

Jusco (USA), Inc. (“Jusco USA”), a Delaware corporation and 

subsidiary of Jusco Co. Ltd (“Jusco”), a Japanese 

corporation.  Since June 26, 1988, Jusco BV, a wholly owned 

subsidiary of Jusco, owned the Talbots trademarks, trade 

names and related intellectual property (“Talbots Marks”) 

and licensed them to Talbots for a royalty payment based on 

a percentage of sales.1 

Edward Larsen, the senior vice president, chief 

financial officer and treasurer for Talbots, testified in 

the present appeals that, from the time it had acquired 

Talbots, Jusco had planned to take Talbots public.  

According to Mr. Larsen, in planning for an initial public 

offering (“IPO”) of Talbots’ common stock, Jusco and 

Talbots’ investment bankers advised the appellant to 

                                                 
1 The transfer and license back of the Talbots Marks and the 
Massachusetts tax consequences resulting from the sale of the Talbots 
Marks were addressed by the Board in General Mills, Inc. v. 
Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 2001-
474, aff’d, General Mills, Inc. v. Commissioner, 440 Mass. 154 (2003).  
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acquire the Talbots Marks.  However, the appellant and its 

advisors were well aware that having Talbots acquire the 

Talbots Marks would eliminate the sizeable state tax 

deduction for payment of royalties.   

Inter-office and internal memoranda indicate that the 

plan to have a wholly owned subsidiary of Talbots acquire 

the Talbots Marks was generated by outside tax advisors, 

with state tax avoidance as the primary motivation.  The 

earliest documentation of the plan was in a memorandum 

dated April 8, 1993 from Roger Markhus of the accounting 

firm, Deloitte & Touche.  In this memorandum, which he 

revised on April 20, 1993 and then revised again and 

distributed in June to Maureen Grady, a tax executive at 

Talbots, Mr. Markhus first advised Talbots of the 

prospective tax benefits of Talbots “or a non-Massachusetts 

subsidiary of Talbots” acquiring the Talbots Marks.  Then, 

in a letter dated June 1, 1993 to Shozo Yamazaki of 

Tohmatsu & Co., Deloitte & Touche’s Japanese affiliate, 

Mr. Markhus explained that, under the current structure, 

paying royalties to a third party “means that Talbots’ 

Massachusetts taxable income is reduced and the tax of 9.5% 

is saved on the royalties paid by Talbots to Jusco BV.”  

Therefore, Mr. Markhus recommended “[a]cquisition of the 

[Talbots Marks] should be accomplished by means of a 
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subsidiary of Talbots incorporated and operating in a state 

that has no income tax,” and in a memorandum dated July 6, 

1993, he further explained that “[u]sing a subsidiary will 

allow royalty payments which come from both the U.S. as 

well as Japan, Canada, and probably Europe to be received 

with a reduced state tax burden.”  

Correspondence from other outside firms reiterated the 

tax-avoidance motivation for the use of a subsidiary for 

acquisition of the Talbots Marks.  In a memorandum dated 

July 9, 1993, Esta Eiger Stecher of the law firm Sullivan & 

Cromwell advised Talbots management that: “Talbots would 

also save U.S. state taxes if the right to the [Talbots] 

Marks were purchased and held by a subsidiary of Talbots 

rather than Talbots itself, and it is suggested that the 

purchaser be a Delaware subsidiary which operates only in 

Illinois.” 

Internal memoranda were then circulated upon the 

advice of outside firms, which clearly detailed the tax-

avoidance motive behind the formation of a wholly owned 

holding subsidiary.  An interoffice memorandum dated June 

10, 1993 to Mr. Larsen from Ms. Grady details the “royalty 

business” proposed for a new subsidiary: 
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Under the new scenario, Talbots would pay a 
deductible (federal and state) royalty expense to 
NEWCO2 which would report the royalty income.  
This income and expense would be offset in a 
consolidated federal return filing.  Since NEWCO 
would not file any state tax returns, Talbots 
would be able to deduct the royalty expense for 
state purposes with no corresponding income 
offset. 
 

Ms. Grady’s memorandum also details Talbots’ awareness of 

the need to give the plan the appearance of legitimacy from 

a business perspective: 

To give this structure credibility, an office 
could be established in Delaware where royalty 
payments could be mailed.  A part-time employee 
could be retained to receive the payments, record 
the payments and deposit them in the Delaware 
bank account.  In addition, an attorney could be 
retained in Delaware who would be available to 
handle any trademark/trade name infringement 
issues (even if none ever arise).  In addition, 
NEWCO would need to have different corporate 
officers.  (Perhaps our newly hired Delaware 
attorneys could act as officers).  
 

(emphasis added).  Ms. Grady’s concern with appearances is 

further reflected in an internal memorandum dated August 

17, 1993, in which she advised that, “[t]o the extent 

possible, we should avoid any unnecessary link between 

Talbots and Talbots Chicago3 during the organization of 

Talbots Chicago.”  The tax avoidance motivation behind the 

plan is also reflected in this memorandum, in which 

Ms. Grady advises that Talbots “specifically establish[] 
                                                 
2  “NEWCO” was the name used in various memoranda to describe the yet-
to-be-formed Talbots subsidiary, which would acquire the Talbots Marks. 
3  “Talbots Chicago” also refers to the yet-to-be-formed subsidiary. 
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the location of the new corporation in Illinois to avoid 

taxation in Massachusetts and other non-unitary states.”  

Ms. Grady once again reiterated the concern with 

appearances in her August 20, 1993 memorandum to 

Mr. Larsen, in which she emphasized that “If we cannot give 

the new company the appearance of operating independently, 

the states will not view it as operating independently.”  

These many memoranda from outside tax advisors and internal 

Talbots’ tax executives thus demonstrate that tax avoidance 

was the driving force behind the formation of The Chicago 

Classics, Inc. (“TCC”), a wholly owned subsidiary of 

Talbots, which was incorporated in Delaware on October 20, 

1993 to purchase the Talbots Marks from Jusco BV.4   

From its incorporation and through April 30, 2000, 

TCC’s business address was in Chicago, Illinois, and 

thereafter it was in Winnetka, Illinois.  At the time of 

incorporation, TCC’s Board of Directors consisted of: 

Arnold B. Zetcher, Talbot’s chief executive officer; 

Richard T. O’Connell, Jr., Talbots’ senior vice president 

for real estate; and Suzanne Saxman, an attorney with the 

law firm of D’Ancona and Pflaum.  The directors did not 

receive compensation for their service.   

                                                 
4  Jusco BV retained the right for use of the Talbots Marks in certain 
geographic areas commonly referred to as the Asian territories.   
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On November 18, 1993, Talbots presented an IPO of 

common stock.  In the marketing of the IPO, Talbots 

informed prospective shareholders that it would be using 

$103 million of the net proceeds of the IPO to cause TCC to 

purchase substantial rights in the marks from Jusco BV.  

The IPO took place on November 18, 1993, resulting in the 

listing of Talbots’ stock on the New York Stock Exchange.  

Immediately following the IPO, Jusco USA owned 

approximately 63.4 percent of the outstanding common stock 

of Talbots.  In the IPO, Talbots issued 12,621,594 shares 

of common stock and received approximately $227.9 million 

in net proceeds.  As provided in its agreement with the 

underwriters, Talbots received the proceeds of the IPO on 

November 26, 1993, five trading days subsequent to the IPO.  

On that date, Talbots made a capital contribution of $1 

million and a loan of $102 million to TCC.  The parties 

executed a promissory note dated November 26, 1993 to 

reflect the $102 million loan, which called for quarterly 

installment payments of $2 million each, with the final $32 

million installment due on February 25, 2003, and for 

interest to accrue on the unpaid principal amount at the 

rate of 4.83 percent per annum.  The promissory note 

allowed TCC to make additional prepayments of principal 
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amounts, which would be applied against the final $32 

million installment.   

Also on November 26, 1993, by means of a Trademark 

Purchase and License Agreement with Jusco BV, TCC purchased 

the Talbots Marks (“purchased Marks”) throughout all 

regions of the world except for the Asian territories, and 

purchased a paid-up non-exclusive license to use the marks 

retained by Jusco BV for certain purposes in the Asian 

territories (“Asian Marks”), for a total purchase price of 

$103 million.  On that same day, TCC and Talbots and other 

wholly owned Talbots subsidiaries also entered into a 

license agreement under which TCC licensed to Talbots and 

other wholly owned Talbots subsidiaries its non-exclusive 

right to use the purchased Marks and the Asian Marks in 

catalogs for sales in the Asian territories in exchange for 

a royalty payment to TCC.  The license agreement was for a 

term of five years, “to be automatically renewed thereafter 

for any number of periods of one (1) year” unless cancelled 

or breached by either party. 

The royalties were originally set at the following 

rates: 1.8 percent of net sales for the first five years; 

1.7 percent of net sales for the following five years; and 

1.6 percent of net sales thereafter, subject to adjustment 

“by written agreement among the parties.”  Ms. Grady, 



 ATB 2009-796

Talbots’ tax executive, later determined that the rates 

being charged were insufficient.  In a memorandum dated 

July 26, 1996, she recommended that Talbots increase the 

rates in order to increase Talbots’ tax benefits.  In 

accordance with this advice from its tax department, 

Talbots engaged and paid for Robert Reilly, of Willamette 

Management Associates, to conduct a study of the royalty 

rate paid by Talbots to TCC (“Willamette Study”).  Based 

upon conclusions reached in the Willamette Study, which was 

paid for by Talbots, the 1993 License Agreement was amended 

by an agreement dated January 29, 1997 (“1997 Amendment”), 

so that, effective retroactively to February 4, 1996, the 

royalty rate was increased to 6 percent of net sales.  In 

her memorandum explaining this rate increase, Ms. Grady 

cited state tax avoidance as the sole motivating factor for 

the rate increase: 

I hope to be able to implement this change as 
soon as possible.  If the change is implemented 
for the second half of this year, assuming an 
increase to a 5% royalty rate, [Talbots] will 
shave approximately $560,000 off its overall tax 
bill.  Early projections for Fiscal 1997 show a 
full year of tax savings of $1,130,000.  This tax 
savings continues year after year. 
 
TCC had no employees.  The only individuals who 

performed duties for TCC were two part-time independent 

contractors -- Maureen Doyle, who served as a bookkeeper, 
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and Ms. Saxman, who approved expenditures, transferred 

funds, signed checks and reviewed bookkeeping procedures.  

Ms. Doyle was initially paid $200 a month for her 

bookkeeping services.  This rate was gradually increased, 

and by the end of the years in issue, her compensation was 

$315 a month.  Ms. Saxman was paid by her law firm to 

perform services; she received no compensation from TCC.  

Throughout the years at issue, Ms. Saxman’s job description 

was to execute TCC’s business operations.  TCC purportedly 

incurred expenses for advertising related to the Talbots 

Marks and legal fees related to protection of the Talbots 

Marks, and TCC did send payments to a communications firm 

and to outside legal counsel.  However, on cross-

examination, Mr. Larsen admitted that no invoice from a law 

firm was paid unless it had the initials of John Florio and 

the initials of Carol Stone, Edward Larsen, or another 

member of the accounting staff of Talbots, and no 

advertising invoice was paid unless it had the initials of 

Mary Pasciucco, Mike Nemitz, or another member of the 

marketing staff of Talbots.     

At her deposition, a transcript of which was entered 

into the evidence of these appeals, Ms. Saxman testified 

that she was “personally not involved or aware of the 

specifics” of any quality control.  At his deposition and 
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at the hearing, Mr. Larsen testified that TCC engaged in no 

quality control activities related to Talbots’ product.  He 

also testified that TCC personnel engaged in no product 

research or development, manufacturing, store development, 

or gathering or maintenance of customer lists.  Talbots 

retained outside trademark counsel, using TCC’s funds to 

pay for these services.  However, Ms. Saxman testified at 

her deposition that TCC personnel never associated with or 

contacted the outside trademark counsel.  Mr. Larsen 

testified at the hearing that TCC’s relationship with 

outside counsel was supervised by John Florio of Talbots’ 

legal department and that TCC’s relationship with the 

marketing firm’s work was supervised by Talbots’ marketing 

department.  As Mr. Larsen explained on cross-examination 

as to who actually engaged the marketing firm, Arnold 

Communications: 

Q:  Who at [TCC] engaged Arnold Communications? 
 
A:  Well, it would have been Talbots, Inc.  They 
funded it. 
 
Q:  I’m sorry.  I thought you testified on direct – 
 
A:  Well, they didn’t have an employee, so there’s no 
one there that can do that.  Suzanne Saxman does not 
get involved with those kind of deals. 
 
Q:  My question is who at [TCC] engaged Arnold 
Communications? 
 
A:  There would be no one at [TCC].  There is no one 
there.   
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Throughout the years at issue, TCC licensed the use of 

the purchased Marks only to Talbots and the following 

wholly owned subsidiaries of Talbots: Talbots 

International, a Delaware corporation; Talbots Canada, an 

Ontario corporation; and Talbots U.K., a Delaware 

corporation.  TCC did not enter into any licensing 

agreements with any unaffiliated third parties.   

Mr. Larsen testified that the finance staff of Talbots 

made the decision to place the royalty payments received by 

TCC into short-term “overnight investments of cash” in a 

bank account for a period of no more than 90 days.  During 

the tax years at issue, TCC earned a total of $825,348 in 

interest on its investments of the royalty payments it 

received from Talbots and Talbots’ subsidiaries.    

For Massachusetts corporate excise purposes, TCC 

received royalty income from Talbots and its affiliates for 

the tax years at issue in the following amounts: 

        Tax Year Ended                Royalty Income 
 

January 1994 $  3,006,295 
January 1995 $ 15,832,522 
January 1996 $ 17,658,752 
January 1997 $ 59,253,247 
January 1998 $ 61,700,049 
January 1999 $ 66,842,501 
January 2000 $ 75,705,074 
January 2001 $ 92,375,161 

 
TOTAL $392,373,601 
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During the tax years at issue, TCC also made principal and 

interest payments on the $102 million loan in the following 

amounts: 

Tax Year Ended Principal Interest 
 

January 1994 No principal payments $   834,785 
January 1995 $  6,000,000 $ 4,855,223 
January 1996 $ 14,000,000 $ 4,399,056 
January 1997 $ 12,000,000 $ 3,682,740 
January 1998 $ 30,000,000 $ 2,182,356 
January 1999 $  8,000,000 $ 1,734,237 
January 2000      $  8,000,000 $ 1,345,155 
January 2001      $ 22,500,000 $   270,519 

 
  TOTALS         $100,500,000       $19,304,071 

TCC also made federal tax payments to Talbots for TCC’s 

share of federal taxes for the Talbots consolidated group 

in the following amounts: 

Tax Year Ended Federal tax payments 
 

January  1994 No payments 
January  1995 $  2,810,500 
January  1996 $  3,603,000 
January  1997 $ 18,185,300 

        January  1998 $  7,131,800 
January  1999 $ 21,206,000 
January  2000 $ 24,342,429 
January  2001 $ 30,360,117 

 
        TOTAL         $107,639,146 

 

During the years at issue, TCC also paid dividends to 

Talbots in the following amounts: 
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  Tax Year Ended       Dividends 
 
          January 1994 No dividends 
          January 1995 No dividends 
          January 1996 No dividends 
          January 1997 No dividends 
          January 1998 $  32,500,000 
          January 1999 $  55,500,000 
          January 2000 $  23,000,000 
          January 2001 $  30,000,000 

 
          TOTAL        $ 141,000,000 

Finally, during the tax year ended January 2001, TCC made 

an $8.5 million payment to Talbots which it characterized 

as a loan.  The appellant submitted no documents which 

memorialized this loan.  

Thus, the total amounts of taxes, dividends, loans, 

principal and interest paid by TCC to Talbots during the 

tax years at issue was $376,943,217.  Accordingly, the 

Board found that, while Talbots and certain of its wholly 

owned subsidiaries paid to TCC royalties in the total 

amount of $392,373,601, TCC paid back to Talbots 

$376,943,217, or 96 percent of the royalties that it 

received from Talbots and certain of its wholly owned 

subsidiaries.  Internal memoranda indicate that funds paid 

to TCC by Talbots and certain of its subsidiaries as 

royalty payments were never intended to remain with TCC.  

In her August 20, 1993 memorandum, Ms. Grady acknowledged: 
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The subsidiary is not going to be able 
to use the large sums of cash it is 
going to receive as royalty payments.  
It will be easier to transfer the money 
as a payment on a note than as a 
dividend. 

 
The Board found that this memorandum, and its attachment 

calculating the difference between funding a subsidiary 

with equity or debt (the difference being a $103,000 

Illinois capital tax on equity), influenced the ultimate 

decision to fund TCC with the $102 million loan.  Moreover, 

payments on the $102 million loan did not precisely follow 

the promissory note executed between the parties in the 

first two years of the loan – there were no payments of 

principal the first year, and $6 million instead of the 

full $8 million during the second year.  The Board found 

that the failure to adhere to the payment schedule helped 

to establish that the $102 million loan was regarded by the 

appellant as a convenient vehicle for the circulation of 

money back to the parent rather than as a true arm’s-length 

debt.  

On the basis of the above subsidiary findings, the 

Board made the following ultimate findings of fact.  While 

ownership and control of the Marks by Talbots may have 

enhanced the marketability of the Talbots IPO, the use of a 

subsidiary to hold the Talbots Marks added nothing to the 
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business operations of Talbots.  Rather, the use of a 

subsidiary was the result of recommendations from outside 

tax advisors who touted the plan as a state-tax avoidance 

scheme.  None of the external and internal memoranda 

advancing the plan cited any business reason or business 

purpose other than tax avoidance.  By contrast, the 

memoranda reveal that, in the structuring of the wholly-

owned-subsidiary plan, Talbots’ executives and their 

advisors were concerned with appearances and the retention 

of Talbots’ deduction for the payment of royalties for the 

use of the Talbots Marks rather than with any work which 

would be performed by a trademark-holding subsidiary.  The 

Board found and ruled that the transfer of the Talbots 

Marks to TCC was entered into for no business purpose other 

than tax avoidance. 

TCC purchased the Talbots Marks using funds it 

received from Talbots, namely the $1 million contribution 

and the $102 million loan.  As evidenced by internal 

memoranda, the $102 million loan was chosen as the funding 

vehicle primarily for the ease of circulating money back to 

Talbots by way of principal and interest payments; as 

Ms. Grady acknowledged, “[i]t will be easier to transfer 

the money as a payment on a note than as a dividend.”  Yet 

the appellant chose multiple vehicles by which TCC 
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circulated money back to Talbots:  dividends, principal and 

interest on the $102 million loan, payments for federal 

taxes, and an $8.5 undocumented “loan” to the parent.  The 

Board found and ruled that, as evidenced by the fact that 

96 percent of the royalties that TCC received from Talbots 

and Talbots’ subsidiaries were returned to Talbots, a 

circular flow of funds existed between Talbots and its 

wholly owned subsidiary, TCC. 

TCC lacked the autonomy to invest the royalty incomes 

it ostensibly received as fees for the licensing of the 

Talbots Marks.  Under the strict guidelines established by 

Talbots, the investments were all “overnight investments of 

cash,” and earned $825,348 in interest on $392,373,601 of 

royalty income, which amounted to a return of about 0.21 

percent of the royalties received.   

TCC had no actual employees, and it engaged only two 

independent contractors -- Ms. Doyle, who was a bookkeeper, 

was paid a nominal fee and had no apparent or actual 

authority to act on behalf of TCC in any managerial 

capacity, and Ms. Saxman, who was actually engaged by and 

being paid through her law firm and whose every action 

required the supervision and approval of a Talbots 

executive.  TCC did not enter into any third-party licenses 

for the use of the Talbots Marks, licensing them only to 
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Talbots and Talbots’ wholly owned subsidiaries and for 

licensing fees dictated by Talbots, as evidenced by the 

1997 Amendment promoted by Ms. Grady.  TCC performed no 

quality control associated with the Talbots Marks.  

Talbots’ executives closely supervised the relationship 

between TCC and the trademark counsel and advertising firms 

hired to protect and promote the Talbots Marks.  When asked 

who at TCC would maintain and protect the Marks, Mr. Larsen 

revealed that even Talbots executives regarded TCC to be a 

mere sham concocted to facilitate tax avoidance:  “There 

would be no one at [TCC].  There is no one there.”  The 

Board thus found and ruled that Talbots retained the 

burdens related to the protection and management of the 

Talbots Marks, while the role of TCC in the maintenance and 

protection of the Marks was essentially non-existent.    

On the basis of the foregoing, and to the extent that 

it is a finding of fact, the Board found that the 

transaction whereby TCC acquired and then licensed the 

Talbots Marks lacked economic substance and business 

purpose aside from state tax avoidance.  Accordingly, the 

Board found and ruled that the transaction between Talbots, 

certain of Talbots’ other subsidiaries, and TCC was a sham 

transaction.  The Board thus found and ruled that the 

Commissioner properly adjusted Talbots’ taxable income by 
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disallowing the deductions Talbots claimed for royalties 

paid to TCC for use of the Talbots’ Marks, and by 

reattributing to Talbots all of the royalty and interest 

income earned by TCC.  The Board also found that the 

Commissioner properly adjusted Talbots’ income by 

eliminating interest income received by Talbots from TCC, 

eliminating dividend income received by Talbots from TCC 

(and disallowing the correlative dividends-received 

deduction), and allowing Talbots deductions for 

amortization and other expenses related to the Talbots’ 

Marks.  Accordingly, the Board issued decisions in favor of 

the appellee in these appeals in Dockets C271840 and 

C276882.  However, with regard to the inventory in transit 

issue raised in Docket No. C266698, in accordance with the 

agreement of the parties, the Board issued a decision in 

favor of the appellant and granted abatements in the 

following amounts: $18,817 for tax year ending 1994; 

$47,104 for tax year ending 1995; and $49,487 for tax year 

ending 1996.   

 

OPINION 

Domestic and foreign companies that do business in the 

Commonwealth are required to pay a corporate excise based 

in part on their net income derived from business 
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activities carried on in Massachusetts.  G.L. c. 63, §§ 32, 

38 and 39.  The “gross income” of a corporation for 

Massachusetts tax purposes is generally equal to gross 

income as defined under the Internal Revenue Code (“Code”) 

as amended and in effect for the taxable year, with some 

exceptions not relevant to these appeals.  G.L. c. 63, 

§ 30.3.  Net income is equal to gross income minus all 

deductions allowable under the Code, with several 

exceptions not relevant to these appeals.  See G.L. c. 63, 

§ 30.4.  In determining Massachusetts net income, taxpayers 

are allowed a deduction for “all the ordinary and necessary 

expenses paid or incurred during the taxable year in 

carrying on any trade or business.”  Code § 162(a). 

The issues in dispute in these appeals are whether the 

Commissioner properly adjusted Talbots’ taxable income by: 

(1) disallowing deductions claimed by Talbots for royalties 

paid to TCC for use of the Talbots Marks; (2) reattributing 

to Talbots all of the royalty and interest income earned by 

TCC for all of the years at issue except for the year ended 

January, 1994; (3) eliminating interest income received by 

Talbots from TCC; (4) eliminating dividend income received 

by Talbots from TCC (and disallowing the correlative 

dividends received deduction) for the years ended January, 

1998 through January, 2001; and (5) allowing Talbots 



 ATB 2009-808

deductions for amortization and other expenses related to 

the Talbots Marks.  Because these adjustments eliminated 

the loss shown on Talbots’ return for the tax year ended 

January, 1998, the Commissioner also denied the deduction 

for the carryover of that loss as claimed on Talbots’ 

amended return for the tax year ended January, 1999.  

1. The Commissioner properly disallowed deductions for 
royalties paid by Talbots to TCC for its use of the 
Talbots Marks. 

 

In accordance with Moline Properties, Inc. v. 

Commissioner, 319 U.S. 436 (1943), a corporation conducting 

business will be recognized for tax purposes as a separate 

entity, and the degree of corporate purpose and activity 

required for the recognition of a corporation as a 

separate legal entity for tax purposes is low.  However, 

each individual transaction of an otherwise validly-formed 

entity is nonetheless open to scrutiny.  See, e.g., Syms 

Corp. v. Commissioner of Revenue, Mass. ATB Findings of 

Fact and Reports 2000-711, aff’d, 436 Mass. 505 (2002), and 

The TXJ Companies, Inc. v. Commissioner of Revenue, Mass. 

ATB Findings of Fact and Reports 2007-790, aff’d in part, 

Mass. App. Ct. No. 07-P-1570, Memorandum and Order Under 

Rule 1:28 (April 3, 2009).  See also Higgins v. Smith, 308 

U.S. 473, 476-77 (1941) (“the existence of an actual 

corporation is only one incident necessary [for the 
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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.”); Gregory v. Helvering, 

Commissioner of Revenue, 293 U.S. 465, 469 (1935)(“No 

doubt, a new and valid corporation was created.  But that 

corporation was nothing more than a contrivance to the end 

last described.”).   

The Supreme Judicial Court has particularly noted that 

“Massachusetts recognizes the ‘sham transaction doctrine’ 

that gives the commissioner 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).  This doctrine “prevents taxpayers from 

claiming 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.  “[T]he 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 
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attention to the specific facts in each appeal.”  Fleet 

Funding, Inc. & Fleet Funding II, Inc. v. Commissioner of 

Revenue, Mass. ATB Findings of Fact and Reports 2008-117, 

163-64. 

With respect to transactions between related entities, 

reviewing courts and the Board must look critically at 

individual transactions and analyze their economic 

substance beyond mere tax avoidance, because while tax 

reduction can be a legitimate business goal, the courts 

will nevertheless scrutinize transactions between related 

entities and apply a variety of judicially-created 

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.’”  TJX, Mass. ATB Findings of Fact and Reports 

at 2007-844 (quoting Falcone v. Commissioner of Revenue, 

Mass. ATB Findings of Fact and Reports 1996-727, 734-35).   

In Sherwin-Williams, the Supreme Judicial Court’s most 

recent case pertaining to the deductibility of royalties 

paid to a related corporation in a transfer and license-

back transaction, the Court declared that “[s]ham 

transaction cases most often involve discrete transactions 

by businesses or individuals rather than business 
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reorganizations.”  Sherwin-Williams, 438 Mass. at 84.  Yet 

the Court pronounced that even if the transfer and license-

back transaction were part of a business reorganization, a 

corporation does not acquire carte blanche to engage in 

tax-avoidance schemes that have no economic substance; “in 

the case of a business reorganization, the viability of the 

resulting business should be the focus of the inquiry.”  

Id. at 85-86).   

In Sherwin-Williams, the Supreme Judicial Court found 

economic substance in the transaction based on three key 

findings: (1) “[t]he subsidiaries entered into genuine 

obligations with unrelated third parties for use of the 

marks”; (2) “[t]he subsidiaries received royalties, which 

they invested with unrelated third parties to earn 

additional income for their businesses”; and (3) “[t]he 

subsidiaries incurred and paid substantial liabilities to 

unrelated third parties and to Sherwin-Williams to 

maintain, manage, and defend the marks.”  Id. at 86.  These 

key factors demonstrated to the Supreme Judicial Court that 

“the subsidiaries became viable, ongoing business 

enterprises within the family of Sherwin-Williams 

companies, and not businesses in form only, to be ‘put to 

death’ after exercising the limited function of creating a 
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tax benefit.”  Id. (quoting Gregory v. Helvering, 293 U.S. 

465, 470 (1935)).   

By contrast, the Board found that, with respect to the 

key findings above, the facts of this case distinguished it 

from Sherwin-Williams and Cambridge Brands, Inc. v. 

Commissioner of Revenue, Mass. ATB Findings of Fact and 

Reports, 2003-358, aff’d, 62 Mass. App. Ct. 1118 (2005), 

and instead aligned it with Syms and TJX, cases in which 

the Board and the reviewing court have found that the 

licensing transaction at issue lacked economic substance 

beyond the creation of tax deductions.  As discussed below, 

the similarities with Syms and TJX support the 

Commissioner’s conclusion that the transaction at issue 

lacked economic substance and business purpose other than 

state tax avoidance. 

A. TCC did not enter into genuine obligations with   
unrelated third parties for the use of the Talbots   
Marks. 

 
In Sherwin-Williams, key to the Supreme Judicial 

Court’s holding that the subsidiaries were engaging in 

substantive economic activity was its finding that the 

subsidiaries “entered into genuine obligations with 

unrelated third parties for use of the marks.”  438 Mass. 

at 86.  By contrast, “a transfer and license-back 

transaction between a parent and its wholly-owned 
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subsidiary which results in a de facto exclusive license 

arrangement is not an arm’s-length transaction.”  TJX, 

Mass. ATB Findings of Fact and Reports at 2007-854. 

In the instant appeals, the fact that TCC did not 

license the Talbots Marks to any other third parties 

established that the license agreement was de facto 

exclusive to Talbots and its subsidiaries.  See Syms, Mass. 

ATB Findings of Fact and Reports at 2000-767 (“If the 

subsidiary was truly independent, it could have licensed 

the Marks to whomever would pay it the highest royalty 

rates.”).  Moreover, the fact that two of the three members 

serving on TCC’s board of directors were Talbots executives 

- Mr. Zetcher, Talbot’s chief executive officer and 

Mr. O’Connell, Talbots’ senior vice president for real 

estate – established that Talbots was maintaining control 

over the license agreement and that TCC lacked the leverage 

to renegotiate the license agreement on terms more 

favorable to TCC.  The lack of licensing activity thus 

stands in direct contrast to Sherwin-Williams where the 

subsidiaries did license the marks to unrelated third 

parties, which influenced the Supreme Judicial Court’s 

determination that the licensing transaction there had 

economic substance.  Sherwin-Williams, 438 Mass. at 87.  

Contrast TJX, Mass. ATB Findings of Fact and Reports 2007-
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855 (finding that automatically renewed license agreements 

established that “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.”).  Moreover, Talbots unilaterally changed 

the royalty amount it paid for use of the Talbots Marks, 

increasing the rate by over 300 percent, to boost its tax 

deductions for royalties paid to its wholly owned 

subsidiary, another indication of the control exerted by 

Talbots over the Talbots Marks, purely for tax benefits.  

The Board thus found and ruled that the license agreements 

in the instant appeals were more akin to those in Syms and 

TJX, which the Board found, and the higher courts affirmed, 

were de facto exclusive licenses over which the parent 

retained control.  

B. Talbots retained control over the benefits  
    associated with owning the Talbots Marks.  
 

i. TCC returned the vast majority of royalties   
back to Talbots. 

 
The primary benefit of TCC’s ownership of the Talbots Marks 

was its right to receive royalty payments from the 

licensee, Talbots.  However, the vast majority of the 

royalties generated from the licensing of the Talbots 

Marks, approximately 96 percent of the royalties paid to 
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TCC, were returned to Talbots tax-free.  TCC transferred 

the royalties it received back to Talbots in the form of 

principal and interest payments on the $102 million loan, 

dividends, payments for TCC’s share of federal income 

taxes, and an $8.5 million undocumented “loan” back to 

Talbots.  As the Board has previously found, and the 

Supreme Judicial Court has affirmed, “[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 Reports at 2000-760 (quoting 

Merryman v. Commissioner of Internal Revenue, 873 F.2d 879, 

882 (5th Cir. 1989)), aff’d, 436 Mass. at 513; see also TJX, 

Memorandum and Order Under Rule 1:28 (April 3, 2009) at 12 

(affirming the Board’s finding that the circular flow of 

funds between TXJ and its subsidiary, which “allow[ed] TJX 

to claim royalty-expense deductions while receiving back 

the funds used to pay the royalties on a tax-free basis,” 

indicated that the transfer and license-back transaction 

lacked economic substance).  The failure to adhere to the 

payment schedule helped to establish that the $102 million 

loan was regarded by the appellant as a convenient vehicle 

for the circulation of money back to the parent rather than 

as a true arm’s-length debt.  Moreover, any benefit to TCC 

from receiving royalty payments was illusory, because 
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Talbots retained control over the royalty funds after 

payment to TCC. 

ii. Talbots retained control over the investment 
     of royalty payments. 

 
In Sherwin-Williams, the Supreme Judicial Court 

emphasized the subsidiaries’ ability to invest the 

royalties received from their parent according to their own 

policies as key to a finding that the licensing transaction 

had economic substance: 

Sherwin-Williams relinquished control 
over monies it previously retained but 
not 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’ 
control. 

 
Sherwin-Williams, 438 Mass. at 87.  By contrast, Talbots 

did not relinquish control over the royalties it paid to 

TCC, because about 96 percent of these royalties were 

returned to Talbots in the form of principal and interest 

payments on the $102 million loan, dividends, payments for 

TCC’s share of Federal income taxes, and an $8.5 million 

non-memorialized “loan.”  As evidenced by Ms. Grady’s 

memorandum, the royalties were never intended to remain 

with TCC for long: 
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The subsidiary is not going to be able 
to use the large sums of cash it is 
going to receive as royalty payments.  
It will be easier to transfer the money 
as a payment on a note than as a 
dividend. 

 
Moreover, royalty monies were invested pursuant to 

rigid guidelines established by Talbots, specifically 

short-term “overnight investments of cash,” the purpose of 

which was to allow for the royalties to be returned to 

Talbots as quickly as possible and with the least amount of 

risk.  This investment strategy very closely paralleled 

that in TJX, which both the Board and the Appeals Court 

determined strictly limited the autonomy of the Nevada 

subsidiaries to act in their own best interest with respect 

to the receipt of royalties, the ostensible benefit of 

owning the marks: “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.”  

TJX, Mass. ATB Findings of Fact and Reports at 2007-833.  

“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 
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funds to their parent.”  Id. at 2007-860 (quoting Sherwin-

Williams, 438 Mass. at 87-88).   

Accordingly, the Board found and ruled that, in 

contrast with the parent in Sherwin-Williams, Talbots did 

not relinquish control over the royalty income it paid to 

its subsidiaries.  Instead, Talbots curtailed TCC’s 

investments of the royalties, mandating short-term 

investments with little return, so as to ensure the 

availability of the royalty income to be returned to the 

parent quickly.  As evidenced by the investments’ 0.21 

percent rate of return, the benefit of owning the Talbots 

Marks did not pass to TCC but instead stayed with Talbots. 

C. Talbots, in effect, paid the liabilities and 
retained the responsibility to maintain, manage 
and defend the Talbots Marks. 

 

As explained in the Findings, TCC’s activities with 

respect to maintaining and protecting the Talbots Marks 

were insignificant.  Ms. Saxman, the only independent 

member of TCC’s board of directors and its only non-

clerical independent contractor, was “personally not 

involved or aware of the specifics” of any quality control.  

In fact, according to Mr. Larsen, TCC engaged in no quality 

control activities related to product, no product research 

or development, no manufacturing, and no store development.  
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It was Talbots who retained outside trademark counsel, 

using funds which were generated from the royalties that 

TCC received from Talbots and its affiliates.  Moreover, 

TCC’s relationship with outside counsel was strictly 

supervised by John Florio of Talbots’ legal department.  It 

was the parent, Talbots, which engaged an outside 

advertising firm to perform marketing tasks related to the 

Talbots Marks, again using TCC’s funds which were generated 

from the royalties received from Talbots.  TCC’s 

relationship with the advertising firm’s work was 

scrutinized by Talbots’ marketing department.  As 

Mr. Larsen explained, TCC did not even have the personnel 

to engage in a relationship with a legal or marketing firm: 

Q:  My question is who at [TCC] engaged Arnold 
Communications? 
 
A:  There would be no one at [TCC].  There is no 
one there.   
 

The Board found and ruled that Talbots was the entity which 

bore the expenses of hiring the outside legal and 

advertising firms, because TCC’s funds were generated from 

the royalties paid by Talbots to its wholly owned 

subsidiary.  Moreover, Talbots’ management supervised TCC’s 

relationship with the legal and marketing firms hired to 

maintain and protect the Talbots Marks, scrutinized the 

work performed on behalf of the Marks, and required all 
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bills to show the initials of a Talbots employee as proof 

of approval prior to payment.  The Board thus found that 

Talbots retained control over the burdens of managing the 

Talbots Marks.  The factual scenario of the present appeals 

was thus closely aligned with those of Syms and TJX, in 

which the Board found, and the higher courts affirmed, that 

nothing changed with respect to the maintenance and 

protection of the Marks after their transfer to the wholly 

owned subsidiary.  Therefore, as the Supreme Judicial Court 

found in Syms, because “[t]he business operations of [the 

parent] did not change after the transfer and license-back 

of the marks,” (Syms, 436 Mass. at 509), TCC was not truly 

responsible for maintaining and protecting the Talbots 

Marks; these responsibilities remained with Talbots.  

Contrast, Cambridge Brands, Mass. ATB Findings of Fact and 

Reports at 2003-384 (In ruling that the transaction at 

issue was not a sham, the Board found that “[t]here was no 

mismatch of expenses where one entity paid licensing fees 

to an entity while still paying all of the expenses of 

maintaining the trademarks, no payment of dividends with 

the funds that had been previously paid as royalty 

expenses, and no other evidence suggesting that tax 

avoidance was the only, or even primary, consideration for 

the transaction.”).   
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On the basis of the foregoing analysis of the 

transaction in the instant appeals, namely Talbots’ 

retention of the benefits and burdens related to the 

Talbots Marks, the Board found and ruled that Talbots 

retained control over the Talbots Marks after the 

transaction.  Accordingly, the Board found and ruled that 

the transaction lacked “economic substance or business 

purpose other than tax avoidance.”  Syms, 436 Mass. at 509-

10.  

D. Talbots’ tax motivation confirmed that the 
transaction at issue was a sham which lacked 
economic substance. 

 
As the Supreme Judicial Court held, tax motivation is 

significant where a business reorganization or transaction 

results in a “‛bald and mischievous fiction’” lacking 

economic substance.  Sherwin-Williams, 438 Mass. at 89 

(quoting Moline Properties, 319 U.S. at 439).  From the 

outset, when the plan was proposed by outside tax advisors 

and touted and implemented by internal tax executives, tax 

avoidance was the controlling consideration in creating the 

trademark-holding subsidiary and transferring the Talbots 

Marks to it.  The earliest documentation of the plan was in 

the April 8, 1993 memorandum from Mr. Markhus of Deloitte & 

Touche.  Other outside advisors, including those from 

Sullivan & Cromwell and Merrill Lynch, reiterated the tax-
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planning motive behind the transaction, advising Talbots’ 

management that “Talbots would also save U.S. state taxes 

if the right to the [Talbots] Marks were purchased and held 

by a subsidiary of Talbots rather than Talbots itself,” and 

that it was “imperative to put the [Talbots] trademarks 

back into [Talbots] in the most economically advantageous 

structure available.”   

Internal memoranda were then circulated within 

Talbots, including Ms. Grady’s June 10, 1993 memorandum to 

Mr. Larsen, which specifically touts the tax-avoidance 

motivation behind the plan:    

Under the new scenario, Talbots would pay a 
deductible (federal and state) royalty expense to 
NEWCO which would report the royalty income.  
This income and expense would be offset in a 
consolidated federal return filing.  Since NEWCO 
would not file any state tax returns, Talbots 
would be able to deduct the royalty expense for 
state purposes with no corresponding income 
offset. 
 

Talbots’ management’s concern with appearances rather than 

the substance of the business reorganization itself is also 

evident in this memorandum when Ms. Grady advises what to 

do “[t]o give this structure credibility” rather than how 

the structure would actually enhance Talbots’ operations, 

and again in her August 20, 1993 memorandum to Mr. Larsen, 

in which she emphasized that “If we cannot give the new 

company the appearance of operating independently, the 
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states will not view it as operating independently.”  

Unlike Sherwin-Williams, Talbots did not produce any 

documentation or other evidence to establish a concern with 

the existing management of its Marks.  See Sherwin-

Williams, 438 Mass. at 78-9 (“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 tax motivation is also evident in the 

Willamette Study and resulting royalty rate increase; as 

explained by Ms. Grady: “If the change is implemented for 

the second half of this year, . . . [Talbots] will shave 

approximately $560,000 off its overall tax bill. . . .  

This tax savings continues year after year.”   

On the basis of all of the foregoing findings, the 

Board found that Talbots retained control over the benefits 

and burdens associated with ownership of the Talbots Marks, 

including the payment and investment of royalty income, 

protection of the Marks, and the licensing of the Marks (or 

the lack thereof) to third parties.  The Board also found 

that tax avoidance was the sole motivation behind the 

transaction.  Therefore, as the Supreme Judicial Court 

ruled in Syms, the Board here also ruled that the 
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transaction “had no practical economic effect on [Talbots] 

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 Commissioner properly 

disallowed deductions for royalties paid by Talbots to TCC 

for use of the Talbots Marks. 

2. The Commissioner properly reattributed to Talbots all 
of the royalty income and interest income earned by 
investment of the Talbots Marks. 

 
The usual rule of taxation is that income from 

property is taxed to the owner of the property.  See, e.g., 

Blair v. Commissioner, 300 U.S. 5, 12 (1937); United States 

v. Bayse, 410 U.S. 441, 449 (1973) (quoting Commissioner v. 

Culbertson, 337 U.S. 733, 739-40 (1949)) (“[I]ncome must be 

taxed to him who earns it.”).  However, mere paper 

transfers of assets are not sufficient to shift the burden 

of taxation; the assignment-of-income doctrine recognizes 

that “the basic principle of the income tax law [is] that 

it is a tax on income beneficially received.”  Lucas v. 

Earl, 281 U.S. 111, 112 (1930).   

When a transfer of an asset is a sham, the proper 

course is to reverse the tax consequences of the 

transaction, particularly by taxing the income earned by 

the asset to the beneficial recipient, rather than the 
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nominal recipient.  In Commissioner of Internal Revenue v. 

Sunnen, 333 U.S. 591 (1948), the taxpayer, an 89-percent 

shareholder as well as president and director of a company, 

assigned the company’s license agreements to his wife and 

claimed he was no longer taxable on the royalty income 

received from the agreements.  Id. at 593-94.  The Court 

ruled that the taxpayer’s controlling position within the 

company gave him the ability to procure the cancellation of 

the contracts at any time and permitted him to direct and 

control the company’s production and sales policies, 

thereby potentially impeding the flow of royalties to his 

wife.  Id. at 609.  The Court emphasized that, in essence, 

the transfer resulted in an economic status quo for the 

taxpayer: 

Despite the assignments, the license 
contracts and the royalty payments     
accruing thereunder remained within the 
taxpayer’s intimate family group.  He was 
able to enjoy, at least indirectly, the 
benefits received by his wife.  And when 
that fact is added to the legal controls 
which he retained over the contracts and 
the royalties, it can be fairly said that 
the taxpayer retained the substance of 
all of the rights which he had prior to 
the assignments.   
 

Id. at 610.  Therefore, the Court ruled that the taxpayer’s 

assignments of the company’s license agreements to his wife 

were sham transactions, the tax consequences of which 
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should be ignored. Id.  The Court’s determination of sham 

transaction demonstrates that a mere paper assignment of an 

asset will not dictate tax consequences; instead, a court 

must look to the assignor’s retention of power and control 

over the asset which was supposedly transferred: 

It is not enough to trace income to the 
property which is its true source, a 
matter which may become more metaphysical 
than legal.  Nor is the tax problem with 
which we are concerned necessarily 
answered by the fact that such property, 
if it can be properly identified, has 
been assigned.  The crucial question 
remains whether the assignor retains 
sufficient power and control over the 
assigned property or over receipt of the 
income to make it reasonable to treat him 
as the recipient of the income for tax 
purposes. 

 
Id. at 604 (emphasis added).   

As previously stated, the Board in the instant appeals 

found and ruled that Talbots retained control over the 

royalty income from the licensing of the Talbots Marks, and 

in fact received 96 percent of the royalties paid to TCC.  

Talbots’ control was all the more evident as the investment 

of royalties were merely “overnight investments of cash.”  

Because the Talbots Marks were still controlled by Talbots, 

the income that their royalties generated, including any 

investment income earned from investments pursuant to 

Talbots’ dictate, was also taxable to Talbots.  
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Accordingly, the Board ruled that the Commissioner properly 

reattributed to Talbots all of the royalty and investment 

income earned on the Talbots Marks.   

3. The Commissioner properly eliminated the interest 
income received by Talbots from TCC.  

 
Another issue raised by Talbots in its Petition, but 

not mentioned in its post-hearing brief, was the audit 

adjustment whereby the Commissioner eliminated the interest 

income received by Talbots from TCC.  Because it was raised 

in the pleadings, the Board addressed this issue. 

In TJX, the Board addressed a related issue – the 

elimination of a deduction for the payment of interest on a 

loan to a wholly owned subsidiary.  In that appeal, the 

Board explained: 

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 
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of the debtor’s income or lack thereof.”  
Overnite Transportation Company, Mass. ATB 
Findings of Fact and Reports 1999-353, 369, aff’d 
54 Mass. App. Ct. 180 (2002)(quoting Sharcar v. 
Commissioner of Revenue, Mass. ATB Findings of 
Fact and Reports 1998-198, 220).    
 

TJX, Mass. ATB Findings of Fact and Reports at 2007-880, 

881. 

Massachusetts courts and the Board have found that 

loans between a subsidiary and its parent are to be 

scrutinized to determine whether an independent third party 

would have entered into the transaction on similar terms.  

See Overnite Transportation Company, Mass. ATB Findings of 

Fact and Reports at 1999-376 (“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.”), aff’d, 54 Mass. App. Ct. at 

190 (“Agreeing with the [B]oard, we think the hypothetical 

willing lender could not be found in the flesh.”).  Courts 

closely examine loans between a parent and its subsidiary 

because such transactions “do not result from arm’s length 

bargaining.”  Id. at 1999-369,370 (citing Kraft Foods Co. 

v. Commissioner, 232 F.2d 118, 123-24 (2nd Cir. 1956)); 

accord, 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 
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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. v. United States, 398 

F.2d 694, 697 (3rd Cir. 1977)).  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.”  Overnite Transportation, Mass. ATB 

Findings of Fact and Reports at 1999-371 (quoting Fin Hay 

Realty, 398 F.2d at 697).     

In determining whether a true obligation exists, the 

Board may consider a variety of factors.5  However, “courts 

                                                 
5 The Appeals Court has endorsed the Board’s consideration 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 have 
used to determine whether a bona fide debt obligation exists: 
 

(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  
regarding the payment of interest and principal; (9) the voting 
power of the holder of the instrument; (10) the provision of a 
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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 Reports 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). 

In the instant appeals, several factors contributed to 

the Board’s conclusion that the loans did not constitute 

true debt.  As evidenced by Ms. Grady’s August 20, 1993 

memorandum, and the attachment to the memorandum 

calculating the difference between funding a subsidiary 

holding company with equity or debt, the $102 million loan 
                                                                                                                                                 

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). 
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was chosen as TCC’s funding vehicle for convenience (“[i]t 

will be easier to transfer the money as a payment on a note 

than as a dividend”) as well as tax avoidance (creating 

$19,304,071 of interest deductions and avoiding the 

$103,000 Illinois capital tax on equity).  Moreover, the 

fact that the purported “loan” was not a bona fide 

indebtedness and was not even enforced against Talbots 

indicates that the $102 million loan was used merely as a 

vehicle for the circulation of money back to Talbots.  

Therefore, the Commissioner properly eliminated the 

interest income received by Talbots from TCC in order to 

restore Talbots’ taxable income to what it would have been 

in the absence of the transaction at issue.  Accordingly, 

the Board found and ruled that this adjustment was proper. 

4. The Commissioner properly eliminated the dividend 
income received from TCC and the accompanying 
dividends received deduction, properly reallocated to 
Talbots the deductions for amortization and other 
expenses related to the purchase of the Talbots Marks, 
and properly denied the deduction for the carryover of 
the loss claimed on Talbots’ return for the tax year 
ended January, 1999. 

 
Two other adjustments made by the Commissioner on 

audit were: (1) the elimination of the dividend income 

received by Talbots from TCC and the elimination of the 

accompanying dividends-received deduction; and (2) the 

Commissioner’s shift to Talbots, from TCC, of the 
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deductions for amortization and other expenses related to 

the Talbots Marks.  The appellant did not mention these 

issues in its post-hearing brief, but because they were 

raised in the pleadings, the Board addressed them. 

 The Board found that the transaction involving the 

transfer of the Talbots Marks to TCC was a sham.  The Board 

also found that the dividend income which TCC paid to 

Talbots was one of the vehicles employed by the parties for 

the circulation of funds from TCC back to Talbots, and was 

thus part of the sham transaction.  The Board also found 

that amortization and other expenses related to the 

purchase price of the Talbots Marks were part-and-parcel of 

that sham transaction.  Therefore, the Commissioner’s 

eliminations of the dividend payments and the corresponding 

dividends-received deductions, along with the shift to 

Talbots, from TCC, of the deductions for amortization and 

other expenses related to the purchase, were necessary to 

restore Talbots’ taxable income to what it would have been 

in the absence of the sham transaction at issue.  

Therefore, the Board found and ruled that these adjustments 

were proper. 

The parties stipulated that all of the Commissioner’s 

adjustments at issue in these appeals resulted in the 

elimination of the loss on the appellant’s return for the 
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tax year ended January, 1998.  Because the Board found that 

all of the audit adjustments at issue were proper, the loss 

from that tax year was properly eliminated.  Therefore, the 

Board found and ruled that the denial of the carryover was 

also proper.   

 

Conclusion  

Pursuant to the agreement of the parties, the Board 

found and ruled that the inventory-in-transit issue was 

properly resolved in favor of the appellant.  The Board 

thus granted abatements in the following amounts:  $18,817 

for tax year ending 1994; $47,104 for tax year ending 1995; 

and $49,487 for tax year ending 1996.  Accordingly, the 

Board issued a decision for the appellant in 

Docket No. C266698.  

On the basis of all of the forgoing, the Board found 

and ruled that the transaction at issue lacked economic 

substance beyond the creation of tax benefits to Talbots, 

and therefore was a sham transaction.  Therefore, the Board 

found that the Commissioner properly adjusted Talbots’ 

income by: (1) disallowing deductions for royalties paid by 

Talbots to TCC for use of the Talbots Marks; (2) 

reattributing to Talbots all of the royalty and interest 

income earned by investment of the Talbots Marks; (3) 
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eliminating interest income received by Talbots from TCC on 

the $102 million loan; (4) eliminating the dividend 

income received by Talbots from TCC (and eliminating 

the  accompanying dividends-received deduction); and 

(5)  allowing deductions to Talbots for amortization and 

other expenses related to the purchase of the Talbots 

Marks.  Moreover, because the above adjustments eliminated 

the loss on Talbots’ return for the tax year ended January 

1998, the Commissioner properly denied the deduction for 

the carryover of the loss claimed on Talbots’ amended 

return for the tax years ended January 1999.  These 

adjustments were all necessary to restore Talbots’ taxable 

income to what it would have been in the absence of the 

sham transaction.  Accordingly, the Board issued decisions 

for the appellee in Docket Nos. C271840 and C276882. 

 

     THE APPELLATE TAX BOARD 

 

    By:         
     Frank J. Scharaffa, Commissioner 
 
 
A true copy, 
 
 
Attest: _________________________________ 
             Clerk of the Board 
  
 


