Gable v. Commissioner, 37 T.C. 238 (1961)

When determining whether an advance to a corporation is debt or equity, the court
will consider the parties’ intent and the economic realities of the transaction, not
merely the form.

Summary

The case addresses whether advances made by a taxpayer to a corporation were
loans (debt) or contributions to capital (equity). The court examined the loan
agreement, which indicated that the advances were intended as investments to
match the initial investments of other stockholders, and the notes were provided to
all investors. Although the notes included interest, the court found that the
economic realities of the transaction indicated the taxpayer’s advances were equity,
not debt. The court rejected the taxpayer’s claims of a bad debt deduction,
concluding the taxpayer’s investment did not become worthless in the tax year at
issue.

Facts

Gable made advances to the Toff Corporation in exchange for promissory notes
bearing interest. The other shareholders, Felder and Tenison, had made similar
advances. The agreement stipulated that Gable’s investment would match the
investment of Felder and Tenison and would result in a proportional ownership
interest in Toff. Gable later acquired Felder and Tenison’s stock and notes. Gable
claimed a bad debt deduction for the advances, arguing they were loans that
became worthless.

Procedural History

The Commissioner of Internal Revenue determined that Gable’s advances were
contributions to capital, not loans. The Tax Court heard the case and agreed with
the Commissioner, denying the bad debt deduction. The court examined the
substance of the transaction, and not simply the form.

Issue(s)

1. Whether Gable’s advances to Toff Corporation were contributions to capital or
loans.

2. Whether the notes held by Gable were valid obligations of Toff Corporation in the
beginning of the year 1955.

3. Whether the notes held by Gable were worthless at the end of 1955.

4. Whether the loss suffered by Gable by reason of the worthlessness of the Toff
Corporation notes held by him on December 31, 1955, was a business debt.
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Holding
1. Yes, Gable’s advances were capital contributions.

2. The court did not specifically address this issue, but the implication is that they
were not, as the advances were deemed capital contributions.

3. No, the notes were not worthless at the end of 1955.
4. No, as the notes were not a business debt.
Court’s Reasoning

The court determined that the substance of the transaction indicated the advances
were equity, not debt, despite the existence of promissory notes. The court
emphasized that the parties’ intent is relevant and considered the loan agreement,
which indicated that Gable’s investment was intended to match the investments of
Felder and Tenison, and thus, would result in a proportional ownership. The court
noted the advances were made to maintain proportional ownership. The court relied
on factors such as the relationship of the advances to stockholdings and the intent of
the parties. The court cited to the case of Sam Schnitzer, 13 T.C. 43, affirmed per
curiam 183 F. 2d 70 (C.A. 9), certiorari denied 340 U.S. 911, to support its
reasoning.

The court also cited to the case of John Kelley Co. v. Commissioner, 326 U.S. 521, to
state that “There is no one characteristic ... which can be said to be decisive in the
determination of whether the obligations are risk investments in the corporations or
debts.”

The court rejected Gable’s arguments, finding his notes represented an investment
in the corporation and did not become worthless in the tax year. It determined that
the notes did have some value.

Practical Implications

This case highlights the importance of analyzing the economic substance of a
transaction when determining whether an advance to a corporation is debt or
equity. Attorneys advising clients on corporate finance should consider:

» The parties’ intent: What did the parties intend when making the advance?
Was it to provide capital or to make a loan?

» Proportionality: Is the advance proportional to the investor’s ownership stake?

» Risk of the Investment: Was the investment truly at risk?

» The loan agreement: What terms are included in the agreement? Does the
agreement look more like a loan or investment?

» Subsequent Transactions: Did the investor later acquire the other investor’s
stock?
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The court’s emphasis on the parties’ intent and the economic realities of the
transaction means that merely labeling an advance as a loan, or issuing a
promissory note, is not conclusive. Practitioners must consider the complete picture,
including the terms of the loan, the corporation’s financial situation, and the conduct
of the parties. Later cases have continued to apply this multifactor test to
distinguish debt from equity, often leading to complex and fact-specific inquiries.
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