1T.C. 1098 (1943)

A taxpayer on the accrual basis can deduct interest expense in the year the debt is
satisfied, even if the interest relates to a period extending beyond the end of the tax
year, but only for the portion of the debt actually satisfied in that year.

Summary

B. F. Goodrich called its bonds for redemption in December 1936, with a redemption
date of February 1, 1937, depositing funds with a trustee to cover the principal,
premium, and interest to the redemption date. Bondholders could surrender their
bonds early for immediate payment. The Tax Court addressed whether the company
could deduct the full amount of interest accrued through February 1, 1937, in 1936.
The court held that interest on bonds surrendered and canceled in 1936 was
deductible in that year. However, interest for January 1937 on bonds not
surrendered until 1937 was not accruable in 1936. Additionally, the court found that
the company did not realize taxable income from repaying a French bank loan in
francs with francs acquired at a more favorable exchange rate.

Facts

B. F. Goodrich issued $25,000,000 in 6 1/2% mortgage bonds in 1922, maturing on
July 1, 1947. In December 1936, Goodrich decided to issue new bonds at a lower
rate and called the outstanding bonds for redemption on February 1, 1937. The
company notified bondholders they could receive immediate payment of principal, a
7% premium, and accrued interest to February 1, 1937, by surrendering their bonds
before January 1, 1937. Goodrich deposited sufficient funds with the trustee,
Bankers Trust Co., on December 1, 1936, to cover the redemption. By December 31,
1936, $10,600,000 face amount of the bonds had been surrendered and canceled.
The company accrued $177,954.32 for interest on the bonds for December 1936 and
January 1937 and claimed it as a deduction for 1936.

Procedural History

The Commissioner of Internal Revenue disallowed $88,977.16 of the claimed
interest deduction, representing interest accruing in January 1937. The
Commissioner also initially excluded $136,970.23 from income related to a French
bank loan transaction, but later moved to increase the deficiency, arguing this
amount should be included. The Tax Court reviewed the Commissioner’s
determination and the company’s claim for deduction.

Issue(s)

1. Whether B. F. Goodrich could deduct the full amount of interest accrued
through February 1, 1937, on its 6 1/2% mortgage bonds in 1936, despite the
redemption date being in the subsequent year.

2. Whether B. F. Goodrich realized taxable income when it repaid a loan from a
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French bank in French francs at a more favorable exchange rate than when the
loan was originated.

Holding

1. Yes, in part, and no, in part. The interest on bonds surrendered and canceled in
1936 was deductible in 1936, because the debt was extinguished in that year.
However, the interest for January 1937 on bonds not surrendered until 1937
was not accruable in 1936, because the debt remained outstanding.

2. No, because the mere borrowing and returning of property (francs) does not
result in taxable gain.

Court’s Reasoning

The court reasoned that a taxpayer on the accrual basis cannot accelerate the
accrual of interest by paying it in advance. The interest must accrue as the liability
to pay is incurred over the loan period. Here, the court found the debtor-creditor
relationship terminated in 1936 for the bonds surrendered that year, thus allowing
the deduction. "The rule that interest accrues ratably is not to be carried to the
extreme of having the accrual continue after the debt has been paid and canceled."
For the bonds not surrendered, the debt continued into January 1937, and the
January interest was not properly accruable in 1936.

Regarding the French bank loan, the court found no taxable income realized. The
company borrowed and repaid francs, and "[a] mere borrowing and returning of
property does not result in taxable gain." The court disregarded the bookkeeping
entries, stating, "Bookkeeping entries are not determinative of whether or not
income has been realized and can not of themselves create a profit where in fact
none is realized." The debt was always expressed in francs, not U.S. currency.

Practical Implications

This case clarifies the treatment of accrued interest when debt is satisfied before the
end of the accrual period. It provides that accrual-basis taxpayers can deduct
interest up to the point of debt satisfaction, even if that point falls before the stated
payment date. This decision highlights the importance of actual debt extinguishment
in determining the deductibility of accrued expenses. It also reinforces that mere
fluctuations in foreign exchange rates, absent a true disposition of property, do not
automatically give rise to taxable income. Later cases cite this principle to support
the idea that the substance of a transaction, not its form or accounting treatment,
determines its tax consequences.
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