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Huisking Investments, Inc. v. Commissioner, 4 T.C. 5 (1944)

Payments to holders of debenture bonds are considered dividend distributions, not
deductible interest, if the payment of interest is not absolute and is contingent on
the corporation’s discretion.

Summary

Huisking  Investments,  Inc.  sought  to  deduct  payments  made  to  debenture
bondholders  as  interest  expenses.  The  Tax  Court  ruled  against  the  company,
determining that these payments were actually dividend distributions because the
debentures were unsecured,  subordinated to other creditors,  and,  crucially,  the
payment of interest was not mandatory but at the company’s option. The court
emphasized that genuine interest on genuine indebtedness must be an absolute
obligation, which was absent in this case.

Facts

Huisking Investments, Inc. issued debenture bonds. The debentures were unsecured
and subordinated to the claims of all other creditors. The terms of the debentures
allowed the company to pay or not pay interest at its discretion.

Procedural History

Huisking Investments,  Inc.  deducted payments to debenture holders as interest
expense on its tax return. The Commissioner of Internal Revenue disallowed the
deduction,  arguing  the  payments  were  dividends.  The  Tax  Court  upheld  the
Commissioner’s determination.

Issue(s)

Whether payments to the holders of debenture bonds constituted deductible interest
expenses under Section 23(b) of the Internal Revenue Code, or were, in substance,
dividend distributions.

Holding

No, because the debentures were unsecured, subordinated to other creditors, and,
most importantly,  the payment of  interest  was discretionary on the part  of  the
corporation. This lack of an absolute obligation to pay interest indicated that the
payments were dividends rather than interest on a true debt.

Court’s Reasoning

The court acknowledged that various factors are considered when distinguishing
debt from equity, including the name given to the instrument, the presence of a
fixed maturity date, whether payments depend on earnings, and the credit status of
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the holders. However, no single factor is decisive. Here, the court focused on the
fact that interest payments were optional for Huisking. The court distinguished this
case from others where the obligation to pay interest, though perhaps deferred, was
absolute. The court stated, “Stockholders have no absolute right to dividends until
they are declared. A creditor has a right to his interest in any event.” The court also
noted the circumstances of the debenture issuance, suggesting that the terms were
dictated by Huisking and not the result of arm’s-length negotiation. Given that no
new capital came into the corporation and the terms favored Huisking’s interests,
the court concluded that a genuine debtor-creditor relationship was absent.

Practical Implications

This  case  underscores  that  the  label  assigned  to  a  financial  instrument  (e.g.,
“debenture bond”) is not determinative for tax purposes. Courts will look to the
substance of the transaction to determine whether it constitutes debt or equity. The
critical  factor  highlighted  in  Huisking  is  the  absolute  obligation  to  pay.  If  a
corporation has discretion to pay or not pay “interest,” the payments are more likely
to  be  treated  as  non-deductible  dividends.  This  ruling  informs  how businesses
structure their financing arrangements and how tax advisors counsel their clients.
Later cases applying this ruling would scrutinize similar arrangements to determine
if  there  truly  exists  an  unconditional  promise  to  pay  principal  and  interest,
irrespective of the borrower’s profitability or discretion.


