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23 T.C. 170 (1954)

In determining whether payments are deductible as interest, the court will examine
the substance of the transaction rather than merely its form, particularly when the
primary purpose of the transaction is tax avoidance.

Summary

The Gregg Company of Delaware sought to deduct payments made to its parent
company as interest on “Income Notes.” The Tax Court, however, found that the
transaction lacked economic substance and was primarily designed to avoid U.S.
income taxes. The court held that the payments were essentially dividends, not
deductible  interest,  because  the  notes  were  inextricably  linked  to  the  parent
company’s ownership of preferred stock in a foreign subsidiary, and there was no
genuine indebtedness. This case underscores the principle that courts will disregard
the form of a transaction to assess its true nature and tax consequences, especially
where tax avoidance is a significant motive.

Facts

The Gregg Company,  Limited (New York),  a  company engaged in  international
railway equipment manufacturing, sought to avoid U.S. income taxes on its foreign
profits.  To  do  this,  New York  implemented  a  plan  involving  the  creation  of  a
Delaware corporation (the petitioner), and a Panamanian subsidiary (Panama). New
York transferred the operating assets of its foreign business to the petitioner in
exchange for stock and “Income Notes.” The petitioner then transferred these assets
to Panama in exchange for Panama’s preferred stock. The petitioner paid out the
amounts it received as dividends on the preferred stock to holders of its income
notes. The Commissioner of Internal Revenue disallowed the petitioner’s deductions
for interest  payments on the income notes,  arguing that  the transaction was a
scheme to avoid taxes and lacked economic substance.

Procedural History

The Commissioner determined deficiencies in the petitioner’s income, excess profits,
and declared value excess profits taxes. The petitioner contested the deficiencies,
arguing that the payments to its noteholders were deductible interest expenses. The
case was heard by the United States Tax Court.

Issue(s)

Whether the amounts paid by the petitioner during the taxable years were payments
of interest deductible under section 23 (b) of the Internal Revenue Code of 1939.

Holding

No, because the court determined the “Income Notes” did not represent genuine
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indebtedness, and the payments should be treated as distributions of earnings, not
deductible interest.

Court’s Reasoning

The court emphasized that the transaction was designed primarily for the purpose of
avoiding U.S. income taxes. The court examined the entire plan, its substance, and
its  results  rather  than  the  form  of  the  transaction.  The  court  noted  that  the
petitioner was a mere conduit, receiving dividends from Panama and passing them
on to the noteholders. It  highlighted the fact that the note payments depended
entirely on the earnings of Panama and that the petitioner had no other source of
income. The court found that the assets transferred to Panama represented capital
at risk in the business, and that the preferred stock issued by Panama was the
appropriate form of consideration. The court stated, “No such alchemy should be
recognized for income tax purposes in these arrangements designed primarily for
the purpose of avoiding income taxes.”

Practical Implications

This case is a reminder that the substance of a transaction, not merely its form,
determines its tax consequences. Attorneys must thoroughly analyze the underlying
economics  of  a  transaction  when  advising  clients  on  tax  matters.  Courts  will
scrutinize transactions that appear to be structured primarily to avoid taxes. When
structuring financial  arrangements,  especially  within  corporate  groups,  advisors
must ensure that transactions have a clear economic purpose beyond tax avoidance,
and that  the form of  the transaction reflects  its  economic substance.  The case
demonstrates that intercompany transactions should be at arm’s length to avoid
potential recharacterization by the IRS. Future cases involving similar structures
will be analyzed with reference to the lack of economic substance.


