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4 T.C. 1158 (1945)

For tax purposes, the substance of a transaction, not just its legal form, determines
whether payments to shareholders constitute deductible interest on debt or non-
deductible dividends on equity.

Summary

1432  Broadway  Corporation  sought  to  deduct  accrued  interest  payments  on
debentures issued to its  shareholders.  The Tax Court  disallowed the deduction,
finding that the debentures, despite their form, represented equity contributions
rather than true debt. The corporation was formed to hold real property, and the
debentures  were  issued  in  proportion  to  the  shareholders’  equity.  The  court
reasoned that the payments, whether labeled interest or dividends, would go to the
same individuals in the same proportions, indicating the absence of a true debtor-
creditor  relationship.  The  court  looked  beyond  the  formal  structure  of  the
debentures, focusing on the economic realities of the situation to determine their
true nature.

Facts

Thirteen beneficiaries of a will wanted to avoid a forced sale of real property they
inherited.  They  formed  1432  Broadway  Corporation  to  hold  and  operate  the
property. In exchange for the property and $40,000, the corporation issued all of its
stock and “Ten Year 7% Debenture Bonds” totaling $1,170,000 to the beneficiaries.
The debentures were unsecured and subordinated to the claims of  all  contract
creditors.  Interest  payments  on  the  debentures  could  be  deferred  or  paid  in
additional debentures, and debenture holders could not sue for payment without
75% agreement. The corporation accrued interest on the debentures but rarely paid
it.

Procedural History

1. The Commissioner of Internal Revenue disallowed the corporation’s deduction for
accrued interest on the debentures.

2. The Tax Court reviewed the Commissioner’s determination.

Issue(s)

Whether amounts accrued by a corporation as interest on debentures issued to its
shareholders upon incorporation are deductible as interest expenses under Section
23(b) of the Internal Revenue Code.

Holding

No, because the debentures,  despite their  formal  characteristics,  represented a



© 2025 SCOTUSreports.com. All rights reserved. | 2

contribution to capital and not a bona fide indebtedness. Therefore, the accrued
payments were not deductible as interest.

Court’s Reasoning

The court emphasized that the substance of the transaction, rather than its mere
form, governs its tax treatment. While the debentures had some characteristics of
debt, the court found that they were essentially equity because:

1.  The  corporation  was  formed to  hold  a  piece  of  productive  real  property  to
distribute earnings to the shareholders; it was not formed to acquire capital to fund
business operations.

2. The property was worth far more than the debentures, and rent was adequate to
service any debt  obligation.  The court  reasoned that  no loan was made to the
corporation. The equity contribution was contributed by the owners to the new
corporation for shares and debentures, aggregating $1,170,000 unsecured.

3. The debentures were unsecured and subordinated to other creditors. The owners
could defer or pay interest and principal.

4. The agreements showed the voting trustees could elect to cause the corporation
to  distribute  surplus  as  dividends  or  interest  or  principal.  Such  election  is
permissible  for  the  taxpayer’s  purposes  but  not  one  which  the  government  is
required to acquiesce.

5. The debentures and shares were issued to the same individuals in the same
proportions, meaning that distributions, whether labeled as interest or dividends,
would have the same economic effect.

6. “Interest is payment for the use of another’s money which has been borrowed, but
it can not be applied to this corporation’s payment or accruals, since no principal
amount had been borrowed from the debenture holders and it was not paying for the
use of money.”

The court determined that the arrangement was a tax avoidance scheme, allowing
the corporation to deduct distributions that were, in substance, dividends. The court
cited Higgins v. Smith, 308 U.S. 473 and Griffiths v. Commissioner, 308 U.S. 355,
noting  that  the  government  is  not  bound  by  technically  elegant  arrangements
designed to avoid taxes.

Practical Implications

This case highlights the importance of analyzing the true economic substance of a
transaction  when  determining  its  tax  consequences.  Legal  practitioners  and
businesses  must  consider  the  following:
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1. A document’s form will not control its characterization if the substance shows a
different arrangement.

2. Factors such as subordination to other debt, high debt-to-equity ratios, and pro-
rata ownership of debt and equity are indicators that payments should be treated as
dividends instead of deductible interest.

3. Agreements regarding distributions that allow voting trustees the right to decide
whether distributions are labeled interest, principal, or dividends do not bind the
government.

4. This case is often cited in disputes over whether instruments are debt or equity,
influencing how closely-held businesses structure their capital and distributions. Tax
advisors  must  carefully  analyze  the  relationships  between companies  and  their
owners to ensure compliance with tax laws.


