3T.C.372 (1944)

Payments on debt instruments lacking a fixed maturity date, and which are
subordinate to the claims of general creditors, are more likely to be treated as non-
deductible dividend distributions rather than deductible interest payments for
federal income tax purposes.

Summary

Green Bay & Western Railroad Co. sought to deduct payments made on its Class A
and Class B debentures as interest expense. The Commissioner argued that these
payments were actually dividend distributions because the debentures represented
a proprietary interest rather than a true indebtedness. The Tax Court agreed with
the Commissioner, holding that the debentures, lacking a fixed maturity date and
ranking subordinate to general creditors, more closely resembled equity than debt.
Therefore, the payments were non-deductible dividends.

Facts

Green Bay & Western Railroad Co. issued Class A and Class B debentures. The
debentures lacked a fixed maturity date, payable only upon the sale or
reorganization of the company. Payments on the debentures were payable only out
of earnings and were non-cumulative. The debenture holders had no right to sue in
case of default. The debentures were subordinate to all creditors, both secured and
unsecured. Class B debenture holders were even subordinate to stockholders.

Procedural History

The Commissioner of Internal Revenue disallowed Green Bay & Western Railroad
Co.’s deduction of payments on the debentures as interest expense for the tax years
1937 and 1939. The Tax Court reviewed the Commissioner’s decision.

Issue(s)

Whether disbursements made by Green Bay & Western Railroad Co. on its Class A
and Class B debentures in the taxable years 1937 and 1939 represented interest
paid on indebtedness deductible under Section 23(b) of the applicable revenue acts,
or whether these disbursements were dividend payments on a proprietary interest
and therefore not deductible.

Holding

No, because the debentures lacked a fixed maturity date, were payable only out of
earnings, were non-cumulative, provided no right to sue for default, and were
subordinate to all creditors. These characteristics indicated a proprietary interest
rather than a true indebtedness.
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Court’s Reasoning

The court considered several factors to determine whether the debentures
represented debt or equity. The court noted that neither debenture had a fixed
maturity date. Payments were contingent on earnings and were non-cumulative. The
debenture holders had no right to sue in case of default, and the debentures were
subordinate to creditors. The court distinguished this case from H.R. De Milt Co., 7
B.T.A. 7 (where debentures had a definite maturity date and payments were
cumulative), and John Kelley Co., 1 T.C. 457 (where a trust indenture existed, there
was a definite maturity date, and a remedy for default was provided). The court
relied on Commissioner v. Schmoll Fils Associated, Inc., 110 F.2d 611, which held
that payments on non-maturing debentures, payable exclusively from profits and
subordinate to bank creditors, were dividends, not interest. The court stated, “In
view of these facts we think we must hold that class A and class B debentures did
not represent indebtedness against the corporation, but represented proprietary
interest in the corporation.”

Practical Implications

This case highlights the importance of analyzing the characteristics of financial
instruments to determine whether they constitute debt or equity for tax purposes.
The absence of a fixed maturity date and the subordination of debentures to
creditors are strong indicators that the instrument represents equity. Legal
practitioners should carefully review the terms of any financial instrument to assess
its true nature, considering factors like fixed maturity, cumulative interest, rights
upon default, and relative priority to other creditors. Later cases often cite Green
Bay & Western R.R. Co. when analyzing debt-equity classification, especially in the
context of closely held corporations. This ruling informs the structuring of financial
transactions to achieve the desired tax consequences, particularly the deductibility
of interest payments.
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