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22 T.C. 215 (1954)

The unamortized cost of issuing bonds and the premium paid upon their retirement
are deductible in the year of retirement if the retirement is a separate transaction
from the issuance of new bonds, even if the same bondholders are involved in both
transactions.

Summary

The United States Tax Court addressed whether a company could deduct bond
retirement costs and unamortized bond issuance costs in the year of retirement or
had to amortize them over the life of new bonds issued in the same year. The court
held that because the retirement of the old bonds and the issuance of the new bonds
were separate transactions, the costs of retiring the old bonds were deductible in
full in the year of retirement. The court also addressed and applied res judicata to a
second  issue  regarding  when  money  received  for  stock  subscriptions  could  be
considered “money paid in for stock” within the meaning of the Internal Revenue
Code.

Facts

Bridgeport Hydraulic Company (the “petitioner”) sought to refund its outstanding
bonds, Series H, I, and J. In 1945, the petitioner decided to call the outstanding
bonds for redemption and to sell new Series K bonds for cash. The three insurance
companies holding the outstanding bonds agreed to purchase the new bonds. The
petitioner paid a premium to retire the old bonds and issued the new bonds at a
premium. The Commissioner of Internal Revenue disallowed the deduction of costs
associated  with  the  redemption  of  the  old  bonds  in  1945,  arguing  that  the
transaction was, in substance, an exchange of new bonds for old bonds and that the
costs should be amortized over the life of the new bonds. In 1939, the petitioner also
retired series G bonds by exchanging series I  bonds with its  bondholders.  The
petitioner also received money in December 1939 as subscriptions for new stock,
which was issued in January 1940.

Procedural History

The Commissioner determined a deficiency in the petitioner’s excess profits tax for
1945, disallowing the deduction of costs related to the retirement of the bonds. The
petitioner appealed to the United States Tax Court.

Issue(s)

1. Whether the unamortized discount and premium paid upon the retirement of
bonds are deductible in full in the year of retirement or should be amortized over
the life of new bonds issued in the same year.

2. Whether the cost of a prior refunding, which was allowed as a deduction in that
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year, should be included in the amount to be deducted in 1945 or amortized over the
remaining life of the new bonds.

3. Whether money received as subscriptions for new stock in December 1939, but
issued in January 1940, constituted “money paid in for stock” in 1940 within the
meaning of the Internal Revenue Code.

Holding

1. Yes, because the retirement of the old bonds and the issuance of the new bonds
were separate transactions, the retirement costs were deductible in full in 1945.

2. Yes, the cost of the prior refunding should be added to the cost of the new bonds
and amortized.

3. Yes, the money received for stock subscriptions was considered “money paid in
for stock” in 1940.

Court’s Reasoning

The court distinguished the case from Great Western Power Co. of California v.
Commissioner, where there was an exchange of new bonds for old bonds pursuant to
rights  granted  in  the  mortgage.  The  court  emphasized  that  in  this  case,  the
petitioner called its old bonds independently of and prior to the contracts for the
sale of the new bonds. The court found that the two transactions, the retirement of
the old bonds and the issuance of the new bonds, were separate events. The court
held that the petitioner “did what it had a right to do. It unqualifiedly called the old
bonds and paid off that indebtedness in cash. Separately it sold the new bonds for
cash.” The court found that the petitioner was entitled to deduct the retirement
costs in the year of retirement.

Regarding the second issue, the court followed its prior decision in South Carolina
Continental Telephone Co., holding that the prior refunding costs should be added
to the cost of the new bonds and amortized over the life of the new bonds.

Regarding the third issue, the court relied on Bridgeport Hydraulic Co. v. Kraemer,
where the court held that the money received as subscriptions for new stock in
December 1939 constituted “money paid in for stock” in 1940 within the meaning of
the Internal Revenue Code. The court found the matter was res judicata.

Practical Implications

This case clarifies the tax treatment of bond retirement costs. If a company retires
old bonds and issues new ones in separate transactions, it can deduct the retirement
costs  in  the  year  of  retirement.  This  ruling  provides  important  guidance  to
companies restructuring their  debt.  This case also highlights the importance of
carefully  structuring  bond  refunding  transactions  to  ensure  the  desired  tax
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treatment. Also, the case affirms that the substance of a transaction will prevail over
the form unless there is a clear reason to disregard the form. The case reinforces
the concept of res judicata in tax law, preventing the relitigation of the same issue
between the same parties.


