Adams Brothers Company, Petitioner, v. Commissioner of Internal Revenue,
Respondent, 22 T.C. 395 (1954)

For purposes of excess profits tax, indebtedness between a parent company and its
wholly owned subsidiary is not “evidenced” by notes, and therefore does not qualify
as borrowed capital, when the notes are periodically issued to reflect balances in an
open account, are not negotiated or pledged, and serve no business purpose other
than potentially reducing tax liability.

Summary

In 1942, Adams Brothers Company (Adams), a wholesale grocery subsidiary,
received advances from its parent company, Paxton & Gallagher Co. (P&G). Adams
forwarded invoices to P&G for payment and deposited sales proceeds into P&G’s
account. The transactions were recorded in open accounts. At the end of each
month, Adams issued a note to P&G for the balance due. The notes were negotiable
but were never negotiated. Adams claimed the advances as borrowed capital for
excess profits tax purposes. The Tax Court held the indebtedness was not
“evidenced” by a note within the meaning of Section 719(a)(1) of the Internal
Revenue Code because the notes served no business purpose beyond creating a tax
advantage.

Facts

Adams Brothers Company (Adams), a South Dakota corporation, was a wholly owned
subsidiary of Paxton & Gallagher Co. (P&G), a Nebraska corporation. P&G acquired
all of Adams’s stock in January 1942. Adams’s business involved wholesale
groceries, fruits, and liquor. In March 1942, Adams amended its bylaws to relocate
its corporate headquarters to Omaha where P&G’s offices were located and where
meetings of directors and stockholders would be held, corporate books kept, and
corporate business transacted. Adams received advances from P&G, with Adams
sending purchase invoices to P&G for payment. Adams deposited its sales proceeds
to P&G’s account. Intercompany transactions were recorded in open accounts. At
the end of each month, Adams would issue a note to P&G for the balance due. The
notes were marked “canceled” when a new note was issued. P&G did not negotiate
or pledge the notes. Adams also purchased assets of Western Liquor Company,
issuing a promissory note, which was treated as borrowed capital by the IRS.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Adams’s excess
profits tax for 1942-1945 and declared value excess-profits tax for 1943. The
primary issue was whether sums advanced by P&G to Adams were includible as
borrowed capital under Section 719(a)(1) of the Internal Revenue Code. The U.S.
Tax Court heard the case, considered stipulated facts, and received testimony and
exhibits.
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Issue(s)

1. Whether the sums advanced by Paxton & Gallagher Co. to Adams Brothers Co.
were “evidenced” by a note within the meaning of Section 719(a)(1) of the Internal
Revenue Code.

2. Whether the indebtedness between Adams and P&G qualified as borrowed
capital.

Holding

1. No, because the monthly notes did not “evidence” the indebtedness in a way that
qualified as borrowed capital under the relevant tax code provision.

2. No, because the indebtedness was not “evidenced” by a note and was not
borrowed capital within the meaning of Section 719 (a) (1).

Court’s Reasoning

The court examined whether the advances from P&G were “evidenced” by a note, a
requirement for borrowed capital under the relevant tax code. The court found that
the notes issued by Adams did not meet this requirement. The court reasoned that
the notes were issued periodically to reflect balances in an open account, not for a
specific loan, and did not serve a business purpose beyond potentially reducing tax
liability. The notes were not negotiated or pledged. “There was no business reason
for giving monthly or periodic notes for the balances from time to time.” The court
distinguished the situation from a long-term loan or bond issue used to purchase
assets, which was treated as borrowed capital by the IRS. The court cited prior
cases, particularly Kellogg Commission Co., where similar arrangements of periodic
notes were deemed not to qualify as borrowed capital. The court emphasized that
the substance of the transaction, not its form, governed its tax consequences.

Practical Implications

This case is significant because it demonstrates that the form of a financial
arrangement does not always dictate its tax treatment. Specifically, the court
emphasized the importance of analyzing the substance of a transaction, not just its
outward appearance. When structuring financing arrangements between related
entities, practitioners should be mindful that periodic notes issued solely to qualify
for tax benefits, without any underlying business purpose, may not be recognized as
“borrowed capital.” This case highlights the need for careful planning when
attempting to obtain tax advantages. Any arrangement should have a genuine
business purpose and substance beyond the mere creation of a tax benefit. Later
cases would likely cite this case in determining whether an obligation is “evidenced”
by a note.
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