17 T.C. 485 (1951)

A company’s financial condition, for purposes of excluding income from debt
discharge under Section 22(b)(9) of the Internal Revenue Code, must be ‘unsound’
based on objective factors, and a letter from a judge does not constitute certification
by a ‘Federal agency’ as required by the statute.

Summary

Bush Terminal Buildings Co. sought to exclude from its 1941 taxable income the
gain realized from purchasing its own bonds at a discount, arguing it was in an
‘unsound financial condition’ under Section 22(b)(9) of the Internal Revenue Code.
The company presented a letter from a district court judge as certification of its
financial state. The Tax Court rejected this argument, holding that the letter was not
a valid certification from a ‘Federal agency’ and that the company’s financial
condition did not meet the threshold of ‘unsound,” affirming its previous ruling for
the tax year 1940. The court also denied deductions for reorganization expenses and
certain interest payments.

Facts

e Bush Terminal Buildings Co. underwent a 77-B reorganization in the U.S.
District Court for the Eastern District of New York from 1936 to 1945.

e In 1941, the company purchased its own bonds on the open market at less than
par value, resulting in a gain of $158,706.55.

» The company’s balance sheets showed increased surplus and reduced funded
indebtedness in 1941 compared to 1940.

» The company obtained a letter from the judge overseeing its reorganization,
addressed to the Commissioner of Internal Revenue, stating the company was
in an ‘unsound financial condition’ in 1940 and 1941.

Procedural History

» The Commissioner of Internal Revenue determined a deficiency in the
company’s 1941 income tax.

» The company petitioned the Tax Court, arguing for an overpayment of taxes.

» The Tax Court had previously ruled against the company on similar issues for
the 1940 tax year in Bush Terminal Buildings Co. v. Commissioner, 7 T.C. 793.

Issue(s)

1. Whether the company realized taxable gain in 1941 on the purchase of its own
bonds at less than par value.

2. Whether the letter from the district court judge constituted a certification by a
‘Federal agency’ under Section 22(b)(9) of the Internal Revenue Code.

3. Whether additions made in 1941 to a reserve for reorganization expenses are
deductible as business expenses.
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Holding

1. No, because the company was not in an ‘unsound financial condition’ in 1941.

2. No, because the letter from the judge did not meet the statutory requirements
for certification by a ‘Federal agency.’

3. No, because reorganization expenses are capital expenditures and not
deductible as business expenses.

Court’s Reasoning

» The court relied on its prior decision for the 1940 tax year, where it held that
the company was not in an ‘unsound financial condition.” The court noted that
the company’s financial condition had improved in 1941 compared to 1940.

» The court determined that the letter from the district court judge did not
constitute a certification by a ‘Federal agency’ as contemplated by Section
22(b)(9) of the Internal Revenue Code. The court reasoned that the term
‘Federal agency’ typically refers to agencies in the administrative branch of the
government, not the judiciary. Additionally, the court noted that the district
court was not authorized to exercise regulatory power over the company at the
time the letter was written, as the bankruptcy proceeding had been
terminated.

» The court held that expenses of reorganization are capital expenditures and
not deductible as business expenses, citing its prior ruling on the same issue
for the 1940 tax year.

» Regarding the interest deduction, the court noted that allowing the deduction
would necessitate a corresponding reduction in the cost of the bonds, resulting
in no change to the overall tax liability.

» The court also stated, “As usually employed the term agency means an agency
in the administrative branch of the Government, such as the Interstate
Commerce Commission, the Reconstruction Finance Corporation, and the
Securities and Exchange Commission.”

Practical Implications

 This case clarifies the definition of ‘unsound financial condition’ for purposes
of excluding income from debt discharge under Section 22(b)(9) of the Internal
Revenue Code, emphasizing the need for objective factors and a holistic
assessment of the company’s financial status.

« It establishes that a letter from a judge does not qualify as a certification by a
‘Federal agency,” highlighting the importance of adhering to the specific
requirements of the statute.

» The decision reinforces the principle that reorganization expenses are
generally considered capital expenditures and are not immediately deductible
as business expenses.

» This case emphasizes the importance of obtaining proper certification from a
relevant federal agency contemporaneously with the tax return filing, or at
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least during the administrative phase, and not on the eve of trial.
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