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Graves, Inc. v. Commissioner, 16 T.C. 1566 (1951)

For purposes  of  calculating the excess  profits  tax  credit,  promissory  notes  are
includable in invested capital only if they represent actual investments utilized in
the business and subject to its risks, not merely contingent contributions.

Summary

Graves, Inc. sought to include $90,000 in promissory notes received for stock in its
invested capital to reduce its excess profits tax liability. The Tax Court held that the
notes did not constitute invested capital because they were intended for contingent
use only and were never actually utilized in the business’s operations or subjected to
the risks of the business. The court reasoned that the purpose of the excess profits
credit is to measure ‘excess’ profits based on capital actually invested and used to
generate those profits.

Facts

Graves,  Inc.  received  $90,000  in  promissory  notes  from  shareholders  (Wilson
Investment Company and two Mrs. Graves) in exchange for stock. The notes were
demand notes, meaning Graves, Inc. could request payment at any time. The notes
were intended to increase the company’s working capital if  needed. The Wilson
Investment Company was paid 2% for not cashing the notes unless necessary. When
it became clear that the notes were not needed, they were canceled after the repeal
of the excess profits tax legislation. The notes from the two Mrs. Graves were due
January 1, 1944, but no payments were ever made, even partial payments. At the
same time,  one  of  the  Mrs.  Graves  was  liquidating  assets  to  purchase  Wilson
Investment Company stock for cash.

Procedural History

Graves, Inc. computed its excess profits credit using the invested capital method,
reporting a credit of $7,408.51. The Commissioner determined that the $90,000 in
notes did not constitute invested capital, recomputing the credit to $616.59. The
Commissioner then computed the credit under the income method, finding it to be
$1,047.74 and excluding the $90,000 from capital additions. Graves, Inc. petitioned
the Tax Court, arguing that the $90,000 in notes should have been included in
invested capital. The Tax Court ruled in favor of the Commissioner.

Issue(s)

Whether the Commissioner properly determined that the $90,000 in notes paid in
for stock did not constitute invested capital under Section 718 or a capital addition
under Section 713 in computing Graves, Inc.’s excess profits credit.

Holding
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No, because the notes were never actually invested in the business or utilized in
earning increased profits; they merely represented a promise to increase working
capital  if  needed.  Therefore,  the  amount  of  $90,000  cannot  be  considered  in
determining Graves, Inc.’s “excess” profit.

Court’s Reasoning

The court emphasized that the purpose of the excess profits credit is to establish a
measure by which the amount of profits which were “excess” could be judged. For
capital to be considered in computing the credit, it must actually be invested as part
of the working capital, utilized for earning profits, and subject to the risk of the
business. The court found that the notes were given for contingent use and canceled
when deemed unnecessary. There was no evidence that the notes were required to
secure business or that they improved the company’s credit position or aided in
earning increased profits. The court concluded that the notes represented a promise
to increase working capital if needed, while the funds of the Wilson and Graves
family  groups  were  used  elsewhere.  The  court  stated:  “The  notes  merely
represented  a  promise  to  increase  petitioner’s  working  capital  if  needed while
apparently the funds of the Wilson and Graves family groups were used elsewhere.”

Practical Implications

This  case  clarifies  the  requirements  for  including promissory  notes  in  invested
capital  for  excess  profits  tax  purposes.  It  emphasizes  the  importance  of
demonstrating that the notes represent actual investments used in the business’s
operations  and  subject  to  its  risks.  The  case  serves  as  a  reminder  that  mere
promises to contribute capital, without actual utilization and risk exposure, do not
qualify as invested capital for tax benefits. This ruling informs how similar cases
should be analyzed by requiring a thorough examination of the intended use and
actual utilization of the capital represented by promissory notes.


