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W. W. Windle Co. v. Commissioner, 65 T. C. 694 (1976)

Stock acquired with a substantial investment motive, even if primarily for business
purposes,  is  treated as a capital  asset,  resulting in capital  loss treatment upon
becoming worthless.

Summary

W. W. Windle Co. , a wool processor, created Nor-West Fabrics, Inc. , acquiring 72%
of its stock to secure a captive customer. Despite a predominant business motive,
the court held that the presence of a substantial investment motive classified the
stock as a capital asset. The court also ruled that loans and accounts receivable from
Nor-West were debts, not equity, allowing for ordinary business loss deductions.
This case underscores the importance of investment motives in determining asset
classification under tax law.

Facts

W. W. Windle Co.  faced declining sales due to the woolen industry’s  economic
downturn. In 1961, to mitigate this,  Windle created Nor-West Fabrics,  Inc.  ,  to
manufacture woolen cloth, acquiring 72% of its stock. Windle’s primary motive was
to secure a captive customer for its wool products, though it also anticipated a
profitable  investment  in  Nor-West.  Nor-West  struggled financially,  never paying
dividends, and eventually went bankrupt in 1970. Windle had made significant loans
to Nor-West, secured by its assets, and sold wool on credit, resulting in substantial
accounts receivable.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Windle’s 1970 tax
return, disallowing an ordinary loss deduction on the Nor-West stock, claiming it
was a capital asset. Windle petitioned the U. S. Tax Court, which held that the stock
was indeed a capital asset due to the presence of a substantial investment motive,
despite the predominant business purpose. The court also found that the loans and
accounts receivable were debts, not equity, allowing for ordinary loss deductions on
those amounts.

Issue(s)

1. Whether the Nor-West stock was a capital asset in Windle’s hands when it became
worthless in 1970.
2. Whether Windle’s loans to Nor-West constituted debt or equity.
3. Whether Windle’s accounts receivable from Nor-West constituted debt or equity.

Holding

1. Yes, because despite Windle’s predominant business motive for acquiring Nor-
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West  stock,  the  substantial  investment  motive  present  at  the  time of  purchase
classified the stock as a capital asset.
2. Debt, because the loans were evidenced by interest-bearing promissory notes,
were secured, and some were repaid, indicating a debtor-creditor relationship.
3. Debt, because the accounts receivable arose from credit sales of inventory to Nor-
West, and were treated as such on Windle’s books and tax returns.

Court’s Reasoning

The court applied the Corn Products doctrine, which allows for non-capital asset
treatment when assets are acquired for business purposes. However, it held that the
presence of any substantial investment motive at the time of acquisition overrides a
business motive, categorizing the asset as capital. This ruling was based on the
permanence of the investment, the absence of a premium paid for the stock, and the
expectation of  investment  profit.  The court  distinguished this  case  from others
where no investment motive was found, emphasizing that mixed motives require
capital  asset  treatment  if  investment  intent  is  substantial.  For  the  loans  and
accounts receivable, the court considered factors like the debt-to-stock ratio, the
nature of the loans, and their treatment on Windle’s books to conclude they were
debts, not equity.

Practical Implications

This decision impacts how businesses analyze stock acquisitions for tax purposes.
Companies must carefully evaluate the presence of investment motives, as even a
secondary investment intent can result in capital asset classification, affecting loss
deductions.  Legal practice in corporate tax planning must now account for this
nuanced approach, advising clients on structuring transactions to minimize the risk
of  capital  loss treatment.  The ruling has implications for  businesses seeking to
establish captive customers through stock ownership, potentially affecting strategic
planning and investment decisions. Subsequent cases, such as Agway, Inc. v. United
States, have further explored this mixed-motive analysis, refining its application in
tax law.


