3T.C.372 (1944)

Payments to holders of instruments lacking a fixed maturity date, with payments
contingent on earnings and subordinate to general creditors, are treated as
dividends and not deductible as interest expense for income tax purposes.

Summary

Green Bay & Western Railroad Company sought to deduct payments made to
holders of its Class A and Class B debentures as interest expense. The Tax Court
disallowed the deduction, holding that the debentures represented a proprietary
interest rather than a true debt. The debentures lacked a fixed maturity date,
provided for payments contingent on the company’s earnings, and were subordinate
to the claims of general creditors. These characteristics indicated that the payments
were akin to dividends, which are not tax-deductible, rather than interest on a
genuine indebtedness.

Facts

In 1896, Green Bay & Western Railroad Co. was organized with capital stock, Class
A debentures, and Class B debentures. The Class A debentures were payable only
upon the sale or reorganization of the railroad, with holders entitled to a share of
net income in lieu of fixed interest. Class B debentures had similar terms, but were
subordinate to both Class A debentures and capital stock regarding payment upon
sale or reorganization and distribution of net income. The debentures had no fixed
maturity date and payments were non-cumulative, declared at the discretion of the
board. The company deducted payments made to debenture holders as interest
expense on its 1937 and 1939 income tax returns.

Procedural History

The Commissioner of Internal Revenue disallowed the railroad’s deduction of
payments to debenture holders as interest expense, arguing that the debentures
represented equity rather than debt. The Green Bay & Western Railroad Co.
petitioned the Tax Court for a redetermination of the deficiencies.

Issue(s)

Whether disbursements made by Green Bay & Western Railroad Co. to its Class A
and Class B debenture holders in 1937 and 1939 constituted deductible interest
payments on indebtedness under Section 23(b) of the Revenue Act of 1936 and the
Internal Revenue Code, or non-deductible dividend payments representing a
proprietary interest in the corporation.

Holding

No, because the debentures lacked key characteristics of debt, such as a fixed

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



maturity date and an unconditional obligation to pay. The payments were contingent
on earnings and subordinate to creditors, indicating a proprietary interest rather
than a debtor-creditor relationship.

Court’s Reasoning

The court considered several factors to determine whether the debentures
represented debt or equity, including fixed maturity, payment of dividends out of
earnings only, cumulative dividends, participation in management, the right to sue
in case of default, and the status of the holders relative to general creditors. The
court noted: “Fixed maturity; payment of dividends out of earnings only; cumulative
dividends, participation in management; whether unpaid dividends bear interest;
right to sue in case of default, and whether status is equal to, or inferior to that of
regular corporate creditors; nomenclature used in the documents; intent of the
parties.” Applying these factors, the court found the absence of a fixed maturity
date, the contingency of payments on earnings, the non-cumulative nature of the
payments, and the subordination of the debentures to creditors indicated a
proprietary interest. The court distinguished the case from H.R. De Milt Co. and
John Kelley Co., where the instruments had fixed maturity dates and other
characteristics indicative of debt. The court concluded that the payments were
essentially dividends and therefore not deductible as interest expense.

Practical Implications

This case highlights the importance of structuring financial instruments carefully to
achieve desired tax outcomes. For a payment to be deductible as interest, the
underlying instrument must exhibit characteristics of true debt, including a fixed
maturity date, an unconditional obligation to pay, and a status superior to or on par
with general creditors. Subsequent cases have relied on this ruling when classifying
instruments as debt or equity. This case reminds legal and accounting professionals
involved in structuring business transactions to carefully weigh the debt versus
equity implications of financial instruments, especially concerning their tax
treatment. The absence of a fixed maturity date and the subordination to creditors
are strong indicators of equity.
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