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15 T.C. 118 (1950)

For debt to qualify as “borrowed invested capital” for excess profits tax purposes, it
must be a bona fide debt incurred for legitimate business reasons and directly
related  to  the  company’s  core  business  operations,  not  a  mere  investment
opportunity.

Summary

Mahoney Motor Co., an automobile dealership, borrowed funds to purchase U.S.
Treasury bonds, using the bonds as collateral. The company sought to include these
borrowings as “borrowed invested capital” to reduce its excess profits tax. The Tax
Court  held  that  the borrowings did  not  qualify  because they were not  directly
related to the company’s core business and were primarily for investment purposes,
distinguishing  it  from situations  where  borrowing  is  integral  to  the  taxpayer’s
business model. This case emphasizes that the purpose of the borrowing must be
genuinely related to the operational needs and risks of the taxpayer’s business.

Facts

Mahoney  Motor  Co.,  an  Iowa  Ford  dealership,  historically  relied  on  finance
companies for capital. In 1944, the company’s board authorized borrowing up to
$500,000 to purchase U.S. Government bonds, using the bonds as collateral. The
stated purpose was to establish credit with banks for future financing of car sales.
Mahoney Motor Co. borrowed $400,000 from three banks, purchased bonds, and
profited from the interest and the sale of the bonds. The Commissioner of Internal
Revenue  disallowed  the  inclusion  of  these  borrowings  as  “borrowed  invested
capital” for excess profits tax purposes.

Procedural History

The Commissioner assessed deficiencies in Mahoney Motor Co.’s excess profits tax
for  1944  and  1945.  Mahoney  Motor  Co.  petitioned  the  Tax  Court  for  a
redetermination of  the deficiencies,  arguing that the borrowed funds should be
included as borrowed invested capital. The Tax Court upheld the Commissioner’s
determination.

Issue(s)

Whether  borrowings  used  to  purchase  U.S.  Treasury  obligations,  with  the
obligations serving as collateral for the loans, constitute “borrowed invested capital”
under Section 719 of the Internal Revenue Code for excess profits tax purposes.

Holding

No,  because  the  borrowings  were  not  incurred for  legitimate  business  reasons
directly related to Mahoney Motor Co.’s core business operations as an automobile
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dealer, but rather for investment purposes.

Court’s Reasoning

The  Tax  Court  relied  on  Regulation  112,  Section  35.719-1,  which  requires
indebtedness  to  be  bona  fide  and  incurred  for  business  reasons  to  qualify  as
borrowed  invested  capital.  Citing  Hart-Bartlett-Sturtevant  Grain  Co.  v.
Commissioner,  the court emphasized that borrowed capital  must be part of the
taxpayer’s  working  capital  and  subject  to  the  risks  of  the  business.  The  court
distinguished Globe Mortgage Co. v. Commissioner, where the taxpayer’s borrowing
and  investment  in  securities  were  part  of  its  normal  business  operations.  In
Mahoney’s case,  the court  found that investing in government securities was a
“purely collateral undertaking” unrelated to its primary business as an automobile
dealer. The court noted, “Here petitioner was an automobile dealer. It was not in the
investment business.” The court also pointed to the fact that Mahoney Motor Co.
sold the securities and retired the notes shortly after the excess profits tax was
terminated,  suggesting  the  primary  motivation  was  tax  benefits  rather  than  a
genuine business purpose.

Practical Implications

This case provides a clear example of how the Tax Court distinguishes between
legitimate  business  borrowings  and  those  primarily  aimed  at  tax  avoidance.  It
highlights that for debt to qualify as borrowed invested capital, it must be integral to
the company’s business operations and subject to its inherent risks. This decision
informs tax planning and requires businesses to demonstrate a clear and direct
connection between borrowings and their core business activities. Later cases have
cited Mahoney Motor Co. to reinforce the principle that tax benefits alone cannot
justify classifying debt as borrowed invested capital; there must be a substantive
business purpose.


