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National Alfalfa Dehydrating & Milling Co. v. Commissioner, 57 T. C. 46
(1971)

No bond discount arises when a corporation issues bonds in exchange for its own
stock at par value, even if the stock’s market value is lower.

Summary

National  Alfalfa  Dehydrating  & Milling  Co.  sought  to  deduct  amortizable  bond
discount from the difference between the face value of its debenture bonds and the
market value of its preferred stock exchanged for those bonds. The U. S. Tax Court
ruled that no such discount arose because the stock was merely replaced by bonds
at the same par value, and the transaction did not result in a deductible discount.
The court  emphasized that the original  payment received for the stock,  not  its
current market value, was the relevant consideration for determining bond issuance
price. This decision has significant implications for how corporations structure and
report exchanges of securities.

Facts

In  1957,  National  Alfalfa  Dehydrating  &  Milling  Co.  issued  $2,352,950  in  5%
debenture bonds in exchange for its outstanding preferred stock, which had a par
value of $50 per share and a market value of approximately $33 per share. The
preferred stock was canceled upon exchange. The company claimed deductions for
amortizable bond discount on its  tax returns from 1958 to 1967,  based on the
difference  between  the  bonds’  face  value  and  the  stock’s  market  value.  The
Commissioner disallowed these deductions, leading to the tax court case.

Procedural History

The  Commissioner  of  Internal  Revenue  disallowed  National  Alfalfa’s  claimed
deductions for amortizable bond discount, resulting in a deficiency notice for the
fiscal year ending April 30, 1967. National Alfalfa petitioned the U. S. Tax Court for
a redetermination of the deficiency. The Tax Court reviewed the case and issued a
decision in favor of the Commissioner on October 14, 1971.

Issue(s)

1. Whether National Alfalfa is entitled to a deduction for amortizable bond discount
based on the difference between the face value of its corporate bonds and the fair
market value of its preferred stock exchanged for those bonds.

Holding

1. No, because the bonds were issued at par value for the company’s own stock, and
the original payment received for the stock is considered the issue price of the
bonds, not the stock’s current market value.
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Court’s Reasoning

The Tax Court reasoned that when a corporation exchanges its bonds for its own
stock at par value, no bond discount arises. The court emphasized that the relevant
consideration is the original payment received for the stock, which in this case was
$50 per share. The court distinguished this case from others where bonds were
issued  for  property  other  than  the  corporation’s  own  securities,  citing  Erie
Lackawanna Railroad Co.  v.  United States  and Missouri  Pacific  Railroad Co.  v.
United States. The court rejected National Alfalfa’s argument that the bonds should
be considered issued at a discount based on the stock’s market value, stating that
the transaction merely replaced one form of interest in the company with another
without  altering the company’s  economic position.  The court  also  distinguished
Atchison, Topeka & Santa Fe R. Co. v. United States, which involved bonds issued
for the assets of another company, and concluded that the decision did not apply to
the facts of this case.

Practical Implications

This  decision clarifies  that  corporations  cannot  claim bond discount  deductions
when issuing bonds in exchange for their own stock at par value, regardless of the
stock’s market value. Corporations must consider the original issue price of the
stock when calculating the issuance price of bonds exchanged for that stock. This
ruling  impacts  how  companies  structure  recapitalizations  and  report  such
transactions for tax purposes. It also underscores the importance of distinguishing
between  exchanges  involving  a  company’s  own  securities  and  those  involving
external property or assets. Subsequent cases have continued to apply this principle,
affecting corporate tax planning and the treatment of securities exchanges.


