3 T.C.106 (1944)

Payments received for the surrender of “conditional rights certificates,” which
represent a contingent right to receive accumulated dividends if and when the
corporation declares a dividend on common stock, are treated as ordinary income
rather than capital gains because the certificates are not considered evidence of
indebtedness under Section 117(f) of the Internal Revenue Code.

Summary

M.W. Ellis and Mina W. Ellis received payments for surrendering conditional rights
certificates issued by Oliver Farm Equipment Co. These certificates represented the
right to receive accumulated dividends on previously held convertible participating
stock, contingent upon the declaration of dividends on common stock. The taxpayers
claimed the payments were long-term capital gains, while the Commissioner of
Internal Revenue argued they were ordinary income. The Tax Court agreed with the
Commissioner, holding that the certificates were not “evidence of indebtedness” and
thus did not qualify for capital gains treatment under Section 117(f) of the Internal
Revenue Code. The payments were deemed to be distributions of accumulated
dividends taxable as ordinary income.

Facts

Oliver Farm Equipment Co. issued convertible participating stock, which entitled
holders to cumulative quarterly dividends. When the company amended its
certificate of incorporation, this stock was converted into common stock. Unpaid
dividends of $1.62 1/2 per share had accumulated on the convertible participating
stock. The company issued “conditional rights certificates” to holders of the old
convertible participating stock, entitling them to receive the accumulated dividends
if and when the company declared dividends on its common stock. The certificates
explicitly stated they did not represent a debt of the company unless a common
stock dividend was declared. M.W. Ellis and Mina W. Ellis received these certificates
and later surrendered them for payment in 1940.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income tax, asserting the payments received for the conditional rights certificates
were fully taxable ordinary income. The taxpayers argued the payments constituted
long-term capital gains and reported only 50% of the amounts received. The Tax
Court reviewed the Commissioner’s determination.

Issue(s)

Whether the amounts received by the taxpayers upon the surrender of their
conditional rights certificates should be treated as ordinary income, taxable in its
entirety, or as long-term capital gains for income tax purposes.
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Holding

No, because the conditional rights certificates were not “certificates or other
evidences of indebtedness” within the meaning of Section 117(f) of the Internal
Revenue Code; thus, the amounts received were taxable as ordinary income.

Court’s Reasoning

The court reasoned that the certificates themselves stated they did not represent a
debt or claim against the company unless and until the board of directors declared a
dividend on common stock. The court rejected the taxpayers’ argument that
Delaware law treated the right to accumulated dividends as a debt. The court found
that the company did not intend to create an indebtedness. Citing Morris v.
American Public Utilities Co., the court emphasized that the right of a stockholder to
an undeclared dividend is not an enforceable right and does not create any
indebtedness on the part of the corporation. Furthermore, the court held the
resolution to pay the certificates did not effect a recapitalization or sale or exchange
of securities. The court stated, “It is the declaration of the dividend which creates
both the dividend itself and the right of the stockholders to demand and receive it.”
The court concluded the payments were distributions of accumulated dividends,
taxable as ordinary income, and it did not matter that the Commissioner labeled the
payments “dividends”.

Practical Implications

This case clarifies the distinction between a contingent right to receive dividends
and an actual debt instrument for tax purposes. Attorneys should advise clients that
instruments contingent on future events (like the declaration of a dividend) are
unlikely to qualify for capital gains treatment under Section 117(f) of the Internal
Revenue Code, even if those instruments are transferable. The form and substance
of the instrument, as well as the intent of the issuing company, will be closely
scrutinized. This ruling emphasizes the importance of properly structuring financial
instruments to achieve the desired tax consequences. Concurring opinion highlights
the importance of holding period of debt instruments to qualify for long-term capital
gains treatment; if conditional rights convert to debt instruments shortly before
payment, capital gains treatment may be denied.
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