9T.C. 455 (1947)

Advance payments received by a manufacturer from the Defense Plant Corporation
(DPC) for machine tools under purchase orders, which were to be repaid upon sale
to substituted purchasers, do not constitute borrowed capital for excess profits tax
purposes under Section 719 of the Internal Revenue Code, nor do repayments
qualify for debt retirement credit under Section 783.

Summary

Gould & Eberhardt received advance payments from the DPC for manufacturing
machine tools under purchase orders during World War II. The company sought to
include these advances as borrowed capital to reduce its excess profits tax liability.
The Tax Court held that these advances did not constitute borrowed capital because
they were essentially advance payments on government contracts and lacked the
risk associated with true indebtedness. Consequently, the repayments of these
advances did not qualify for a debt retirement credit.

Facts

Gould & Eberhardt, a machine tool manufacturer, received six purchase orders from
the DPC for an equipment pool. The DPC advanced 30% of the total purchase price
to the company. The company agreed to use the advances exclusively for labor and
materials. The company was required to repay the advances as machines were sold
to substituted purchasers or upon completion/cancellation of the orders. The DPC
retained audit rights and could demand security for the advances. The machine tools
were often sold to entities with government contracts, with DPC retaining ownership
and leasing the equipment at nominal rates.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Gould &
Eberhardt’s excess profits tax for 1942 and 1943, disallowing the inclusion of the
DPC advances in borrowed capital and the related debt retirement credit. The Tax
Court reviewed the Commissioner’s determination.

Issue(s)

1. Whether the advance payments received from the DPC constitute borrowed
capital under Section 719 of the Internal Revenue Code.

2. Whether the repayment of these advances entitles the company to a credit for
debt retirement under Section 783 of the Internal Revenue Code.

Holding

1. No, because the advance payments were essentially advance payments on
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government contracts and did not represent true indebtedness.

2. No, because the advance payments did not constitute indebtedness within the
meaning of Section 783, and therefore, their repayment does not qualify for a debt
retirement credit.

Court’s Reasoning

The court reasoned that the DPC was created to acquire critical war materials and
not to make loans. The advance payments were a mechanism to facilitate war
production, not a form of borrowing. The court emphasized that Gould & Eberhardt
assumed no significant risk with respect to these advances, as DPC was obligated to
take any unsold machines. The court distinguished this situation from typical
borrower-lender relationships, where the borrower assumes the risk of repayment.
The court stated, “Here, we are unable to conclude that petitioner assumed any risk
whatever with respect to the advance payments. It stood to lose nothing. If risk
there was, it would seem to be a risk assumed by DPC rather than by petitioner.”
Additionally, the court noted that Congress had specifically addressed advance
payments on contracts with foreign governments but not with the U.S. government,
implying an intent to exclude the latter from the definition of borrowed capital. The
court concluded that the term ‘indebtedness’ should have the same meaning under
both sections 719 and 783.

Practical Implications

This case clarifies the distinction between advance payments on government
contracts and true indebtedness for tax purposes. It highlights that merely receiving
funds with an obligation to repay does not automatically qualify the funds as
borrowed capital. The key factor is whether the recipient assumes a genuine risk
associated with repayment. This decision informs how businesses should treat
government advances for tax calculations, particularly in industries heavily reliant
on government contracts. This case has been cited in subsequent cases involving the
definition of borrowed capital and indebtedness, emphasizing the importance of
assessing the underlying nature and risk associated with financial transactions to
determine their tax treatment.
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