Pendleton & Arto, Inc. v. Commissioner, 8 T.C. 1 (1947)

For debt to qualify as ‘borrowed capital’ under Section 719(a)(1) of the Internal
Revenue Code, it must be evidenced by a specific instrument like a bond, note, or
mortgage, and a mere open account or agreement to pay interest on advances is
insufficient.

Summary

Pendleton & Arto, Inc. sought to include debt owed to its parent corporation,
Davidson, as borrowed capital for excess profits tax purposes. The debt stemmed
from ongoing advances for operating capital. The Tax Court held that the debt did
not qualify as borrowed capital under Section 719(a)(1) of the Internal Revenue
Code because it was not evidenced by a specific instrument like a bond, note, or
mortgage. The court emphasized that the statute requires more than just an
outstanding indebtedness; it requires that the debt be formalized in a particular type
of written instrument.

Facts

In 1936, Davidson advanced funds to Pendleton & Arto to pay off outstanding debts
to creditors. An agreement was made where Davidson would purchase Pendleton &
Arto’s assets. Pendleton & Arto’s collections were deposited into a bank account
controlled by Davidson. Over the years, Davidson continued to advance funds to
Pendleton & Arto for operating capital, and Pendleton & Arto made repayments
when possible. No formal note or other instrument was executed to evidence the
debt, other than a December 1936 agreement setting a fixed interest charge. The
Commissioner conceded that a bona fide indebtedness existed and that the advances
had a business purpose.

Procedural History

Pendleton & Arto, Inc. sought to treat the debt to its parent corporation as borrowed
capital when calculating its excess profits tax. The Commissioner of Internal
Revenue denied this treatment. Pendleton & Arto then petitioned the Tax Court for
review of the Commissioner’s determination.

Issue(s)

Whether the indebtedness of Pendleton & Arto to Davidson constituted ‘borrowed
capital’ within the meaning of Section 719(a)(1) of the Internal Revenue Code,
specifically, whether the debt was evidenced by a ‘bond, note, bill of exchange,
debenture, certificate of indebtedness, mortgage, or deed of trust.’

Holding

No, because the indebtedness was not evidenced by any of the specific instruments
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enumerated in Section 719(a)(1) of the Internal Revenue Code. The ongoing
advances and repayments between the parent and subsidiary, even with an
agreement to pay interest, did not meet the statutory requirement of a formal debt
instrument.

Court’s Reasoning

The court focused on the explicit language of Section 719(a)(1), which requires that
the indebtedness be evidenced by a specific type of written instrument. The court
acknowledged that a genuine indebtedness existed and that the advances served a
business purpose. However, the court found that the arrangement between
Pendleton & Arto and Davidson was merely an open account, with advances and
repayments occurring as the subsidiary’s finances permitted. The 1936 agreements
were deemed insufficient because they related to the initial payment of outstanding
debts, not to the ongoing advances in later years. The court noted the absence of a
formal note, bond, or other instrument that would satisfy the statutory requirement.
The court stated, “We must take Congress’ words as expressed. If the statute should
be broadened to include other forms of debt, it is not our burden or proper power so
to do.”

Practical Implications

This case clarifies the strict requirements for debt to be considered ‘borrowed
capital’ for tax purposes. It underscores the importance of formalizing debt
arrangements with specific instruments like notes, bonds, or mortgages, particularly
in the context of related-party transactions. Taxpayers cannot rely on the mere
existence of a bona fide indebtedness to qualify for favorable tax treatment; the debt
must be properly documented. Later cases have cited this ruling to emphasize the
need for strict adherence to the specific requirements of Section 719(a)(1) and
similar provisions in the tax code, especially in situations involving affiliated
companies.
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