Economy Savings & Loan Co., 5 T.C. 543 (1945)

Thrift certificates issued by a savings and loan company can be considered
“certificates of indebtedness” qualifying as borrowed capital for excess profits tax
purposes, provided they meet specific criteria distinguishing them from ordinary
deposits.

Summary

The case concerns whether thrift certificates issued by a savings and loan company
constitute “borrowed capital” for the purpose of calculating the company’s excess
profits tax credit. The Internal Revenue Service argued that the thrift certificates
were akin to deposits and did not qualify as borrowed capital under the relevant tax
code. The Tax Court, however, held that the thrift certificates met the definition of
“certificate of indebtedness” and could be included in the calculation of borrowed
invested capital, thereby reducing the company’s excess profits tax liability. This
case turns on the interpretation of the tax regulations defining “certificate of
indebtedness” and the nature of the obligations represented by the thrift
certificates. The court focused on whether the instruments had the character of
investment securities.

Facts

Economy Savings & Loan Co. issued thrift certificates to its customers. The
certificates, which were nonnegotiable, represented funds deposited with the
company under a thrift plan. The company used these funds in its business
operations. The IRS determined that the amounts received by the company from
these thrift certificates did not qualify as borrowed capital under section 439 of the
Internal Revenue Code of 1939 for the purpose of determining the excess profits tax
credit. The IRS contended that the certificates were akin to deposits rather than
investment securities, and therefore, did not fall under the definition of “certificate
of indebtedness” as defined in the regulations. The company argued that the
certificates were evidence of indebtedness and should be included as borrowed
capital.

Procedural History

The case originated in the Tax Court. The IRS challenged the inclusion of the thrift
certificates as borrowed capital. The Tax Court ruled in favor of Economy Savings &
Loan Co., finding that the thrift certificates did qualify as borrowed capital. This
decision was later affirmed on appeal (158 F.2d 472), but on a different issue.
However, the Eighth Circuit in Commissioner v. Ames Tr. & Sav. Bank, 185 F. 2d 47,
reversed the Tax Court, and this court later followed the opinion of the Eighth
Circuit in the Ames case.

Issue(s)
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Whether the thrift certificates issued by Economy Savings & Loan Co. qualify as a
“certificate of indebtedness” within the meaning of Section 439 (b)(1) of the Internal
Revenue Code of 1939, and therefore constitute borrowed capital for excess profits
tax credit purposes.

Holding

Yes, the Tax Court initially held that the thrift certificates in question do qualify as
certificates of indebtedness.

Court’s Reasoning

The court’s analysis focused on the definition of “certificate of indebtedness” as
used in the relevant tax regulations. The regulations defined the term to include only
instruments having the general character of investment securities issued by a
corporation. The court examined the characteristics of the thrift certificates and
distinguished them from ordinary deposits. The court found that the certificates
represented an obligation of the company, and that they were used in the conduct of
its business. The court emphasized that, although the thrift certificates were
nonnegotiable, they were not analogous to a passbook but were distinct in their
purpose and function. The court noted the fact that the money was used to conduct
the company’s business was not determinative. The court found that they
constituted indebtedness, although the court later took a different stance and
decided not to follow this case after its affirmance was based on another issue, and
an earlier similar case was reversed in the Eighth Circuit.

Practical Implications

This case provides guidance on the classification of financial instruments for tax
purposes, particularly in the context of excess profits tax calculations. It highlights
the importance of:

 Carefully evaluating the characteristics of financial instruments to determine
whether they meet the definition of “certificate of indebtedness” as defined by
the relevant tax regulations.

 Distinguishing between debt instruments and ordinary deposits based on their
terms, purposes, and functions.

e Understanding how the classification of financial instruments can impact tax
liabilities, particularly when calculating credits and deductions related to
borrowed capital.

The principles established in this case have implications for savings and loan
companies and other financial institutions that issue similar instruments. The ruling
helped clarify how these institutions should classify such instruments for tax
purposes, ensuring compliance with tax laws and accurate computation of excess
profits tax liabilities. This case underscores the need for businesses to maintain
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complete records of all their financial instruments, including detailed
documentation, and to understand the relevant tax laws and regulations.
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