John Wanamaker Philadelphia v. Commissioner, 1 T.C. 937 (1943)

The determination of whether a corporate instrument represents debt or equity for
tax purposes depends on the substance of the instrument’s terms and the
surrounding circumstances, not solely on its label, with key factors including fixed
maturity dates, interest payable regardless of profits, and priority over stockholders
in the event of liquidation.

Summary

John Wanamaker Philadelphia sought to deduct payments on its ‘preferred stock’ as
interest expense. The Tax Court examined whether this stock, issued to John
Wanamaker in exchange for debt, truly represented equity or disguised debt. The
court held that despite some debt-like features, the ‘preferred stock’ was equity
because dividends were payable from earnings, payments were subordinate to
common stock, and holders lacked creditor remedies. Additionally, the court denied
a bad debt deduction for partially worthless bonds exchanged in a corporate
reorganization, finding the deduction inseparable from the reorganization and thus
subject to non-recognition rules.

Facts

In 1920, John Wanamaker Philadelphia increased its capital stock, issuing ‘preferred
stock.’ This stock was issued to John Wanamaker in exchange for existing corporate
debt. The ‘preferred stock’ certificate stipulated a 6% annual ‘dividend,” payable at
the discretion of the directors, and redeemable by the corporation at 110% of par.
Holders of this stock had no voting rights and their claims were subordinate to
common stockholders upon liquidation. The company accrued and paid these
‘dividends,’” deducting them as interest expense for tax years 1936-1938. Separately,
John Wanamaker Philadelphia held bonds of Shelburne, Inc. which became partially
worthless. During 1938, while a reorganization plan for Shelburne, Inc. was pending
and accepted by Wanamaker, the company claimed a bad debt deduction for 50% of
the bond value.

Procedural History

The Commissioner of Internal Revenue disallowed John Wanamaker Philadelphia’s
deductions for both the ‘interest’ payments on the preferred stock and the bad debt
deduction. John Wanamaker Philadelphia petitioned the United States Tax Court for
redetermination of these deficiencies.

Issue(s)

1. Whether amounts accrued and paid by petitioner on its so-called preferred
stock are deductible as interest, or are non-deductible dividends?

2. Whether petitioner is entitled to take a bad debt deduction from gross income
for 1938 regarding certain corporate bonds deemed partially worthless in light
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of a pending corporate reorganization?
Holding

1. No, the payments on the ‘preferred stock’ are not deductible as interest
because the instrument represents equity, not debt.

2. No, the bad debt deduction is disallowed because the ascertainment of partial
worthlessness was inseparable from the corporate reorganization exchange,
which is subject to non-recognition of loss.

Court’s Reasoning

Issue 1 (Debt vs. Equity): The court reasoned that the nomenclature used by the
parties is not conclusive; the true nature of the instrument is determined by its
terms and legal effect. Despite the use of ‘interest’ and ‘preferred stock,” the court
analyzed several factors:

» Dividend Declaration: Payments were termed ‘dividends’ and were to be
declared by the Board of Directors, suggesting they were contingent on
earnings, typical of equity.

e Subordination: The ‘preferred stock’ was subordinate to common stock in
liquidation, a characteristic of equity, not debt, which typically has priority.

* No Creditor Remedies: Holders lacked typical creditor rights to sue for
principal if payments were missed, further indicating equity.

» Intent: While ambiguous, the court inferred John Wanamaker’s intent was to
create a secured income stream for his daughters via stock, not debt.

The court emphasized that the essential difference between stockholder and
creditor is risk. Stockholders invest and bear business risks, while creditors seek
definite obligations. Here, the ‘preferred stock’ bore more risk, aligning it with
equity.

Issue 2 (Bad Debt Deduction): The court held that section 112(b)(5) of the
Revenue Act of 1936, concerning non-recognition of gain or loss in corporate
reorganizations, controlled. The court reasoned:

* Reorganization Context: The determination of partial worthlessness was
made during and in connection with a pending reorganization plan, in which
petitioner actively participated.

» Inseparable Transaction: The bad debt ascertainment was not an isolated
event but an integral part of the reorganization exchange.

* Non-Recognition Purpose: Allowing the deduction would circumvent the
non-recognition provisions of reorganization statutes, which aim to defer tax
consequences until ultimate disposition of the new securities.

The court distinguished *Mahnken Corporation v. Commissioner*, noting that in
*Mahnken*, no reorganization plan was pending or accepted during the taxable
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year. Here, a plan was in progress and accepted by Wanamaker, making the bad
debt claim premature and linked to the reorganization’s tax treatment.

Practical Implications

This case provides crucial guidance on distinguishing debt from equity for tax
purposes. It highlights that labels are not decisive; courts will scrutinize the
substance of financial instruments. Key factors for debt classification include a fixed
maturity date, unconditional payment obligation (regardless of earnings), and
creditor priority over stockholders. For corporate reorganizations, this case clarifies
that tax planning related to debt worthlessness must consider the non-recognition
rules. Taxpayers cannot claim bad debt deductions on securities that are part of an
ongoing reorganization where non-recognition provisions apply; loss recognition is
deferred until the new securities received in the reorganization are disposed of. This
case emphasizes the integrated nature of reorganization transactions for tax
purposes.
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