2T.C.593 (1943)

When a creditor gratuitously forgives a debt, including accrued interest, the debtor
does not recognize taxable income, but cannot deduct the forgiven interest accrued
during the taxable year.

Summary

McConway & Torley Corporation sought a tax determination regarding interest
accrued on debt owed to its sole stockholder, Patapsco Corporation, which was later
forgiven. The Tax Court addressed whether the forgiven interest constituted taxable
income and whether the corporation could deduct interest accrued during the
taxable year but forgiven before year-end. The court held that the forgiven interest
was not taxable income because it was a gratuitous contribution to capital.
However, the corporation could not deduct the interest accrued during the taxable
year but forgiven, nor could it deduct interest payments made during the year that
were not specifically designated as current interest.

Facts

McConway & Torley Corporation (petitioner) was wholly owned by Patapsco
Corporation. The petitioner owed Patapsco $1,325,000 in notes with accrued
interest. The petitioner accrued interest monthly on its books. In 1937, Patapsco
forgave the $1,325,000 debt and all accrued and unpaid interest ($1,628,475.68
total) as a contribution to capital. This forgiveness was part of an agreement
between Patapsco and Depew Securities Co., to whom Patapsco owed money. The
petitioner declared a dividend, which Patapsco then paid to Depew. The petitioner
paid $10,000 in interest during 1937 but did not designate it as current interest.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in McConway &
Torley Corporation’s income and excess profits taxes for 1936 and 1937. The
Commissioner increased the petitioner’s taxable income by the amount of interest
accrued but forgiven. The Tax Court reviewed the Commissioner’s determination.

Issue(s)

1. Whether the interest accrued by the petitioner during 1936 and 1937, but
forgiven by the creditor in 1937, should be included in the petitioner’s income.

2. Whether, if the forgiven interest is not included in income, the petitioner should
be allowed a deduction for the portion of interest accrued on its books in 1937 prior
to the debt forgiveness.

3. Whether the petitioner should be allowed a deduction for interest paid during
1937 on the debt later forgiven.

© 2025 SCOTUSreports.com. All rights reserved. | 1



Holding

1. No, because the forgiveness of interest was a gratuitous contribution to capital
and thus not taxable income.

2. No, because the debt and interest were canceled during the taxable year,
precluding a deduction for the accrued interest.

3. No, because the petitioner did not designate the interest payment as applying to
current interest; thus, it was applied to prior years’ interest and not deductible in
the 1937 tax year.

Court’s Reasoning

The court relied on Helvering v. American Dental Co., 318 U.S. 322 (1943), holding
that the forgiveness of interest was gratuitous and therefore not taxable income,
despite the motives of the creditor. The court stated, “As between them no
consideration passed, the forgiveness of indebtedness was gratuitous, and the
matters between Patapsco and its creditor, in our opinion, come clearly within the
ambit of ‘motives leading to the cancellation’ which under the American Dental Co.
case are not significant even though they are ‘those of business or even selfish."”
Regarding the deduction of accrued interest, the court cited Shellabarger Grain
Products Co. v. Commissioner, stating that when indebtedness and interest are
canceled during the taxable year, a deduction for such interest is not allowed.
Regarding the actual interest paid, the court applied Pennsylvania law, stating that
because the petitioner did not allocate the interest paid to current interest, it was
applicable to interest accrued for earlier years and thus not deductible in the
taxable year. The court stated, “We must view the facts as they were and not as they
might have been.”

Practical Implications

This case clarifies the tax treatment of forgiven debt and accrued interest between
related parties. It reinforces that a gratuitous forgiveness of debt is not taxable
income for the debtor. However, it establishes that taxpayers on the accrual basis
cannot deduct interest accrued during a tax year if the debt and interest are
forgiven before the end of that year. The case also highlights the importance of
properly designating interest payments to ensure their deductibility in the correct
tax year. Later cases have distinguished McConway & Torley based on whether the
forgiveness was truly gratuitous or part of a larger business transaction where the
debtor received some consideration.
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