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Handy Button Machine Co. v. Commissioner, 61 T. C. 846 (1974)

Interest deductions on debt used to redeem stock are not disallowed under IRC §
265(2)  when  the  taxpayer’s  purpose  was  not  to  purchase  or  carry  tax-exempt
securities.

Summary

Handy  Button  Machine  Co.  and  Handy  Realty  Co.  redeemed  shares  from  a
shareholder using installment notes and held tax-exempt municipal bonds. The IRS
disallowed interest deductions on the notes, arguing the debt was used to carry the
bonds. The Tax Court held for the taxpayers, finding no ‘proscribed purpose’ under
IRC § 265(2) as the bonds were acquired for legitimate business needs predating the
redemptions, and the redemption agreements did not require the bonds as security.
This case clarifies that the simultaneous existence of debt and tax-exempt securities
alone does not trigger disallowance of interest deductions; the taxpayer’s purpose
must be scrutinized.

Facts

Handy Button Machine Co. and Handy Realty Co. were involved in manufacturing
and real estate respectively. Due to internal disputes, they redeemed shares from a
shareholder group using cash from maturing municipal bonds for down payments
and issuing six-year installment notes for the balance. Both companies held tax-
exempt municipal bonds acquired before the redemptions for business needs such as
plant expansion and equipment replacement. Post-redemption, they used earnings to
replenish  and  increase  their  tax-exempt  holdings.  The  redemption  agreements
included a net working capital maintenance requirement but did not pledge the tax-
exempts as security.

Procedural History

The IRS disallowed interest deductions on the installment notes under IRC § 265(2),
claiming  the  debt  was  used  to  carry  tax-exempt  obligations.  The  taxpayers
petitioned the U. S. Tax Court, which consolidated the cases and ultimately ruled in
favor of the taxpayers, allowing the interest deductions.

Issue(s)

1. Whether the interest deductions on the installment notes used to redeem stock
should  be  disallowed  under  IRC  §  265(2)  because  the  debt  was  incurred  or
continued to purchase or carry tax-exempt obligations.

Holding

1. No, because the taxpayers did not have the proscribed purpose of incurring or
continuing the debt to purchase or carry tax-exempt obligations. The court found
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that the tax-exempt bonds were acquired for legitimate business needs before the
redemptions, and the redemption agreements did not require the bonds as security.

Court’s Reasoning

The court focused on the taxpayer’s purpose in incurring the debt, emphasizing that
the simultaneous existence of debt and tax-exempt obligations is not enough to
trigger disallowance under IRC § 265(2). The court considered the timing of the
bond acquisitions,  which predated the redemptions,  and the legitimate business
needs  for  holding  the  bonds,  such  as  funding  plant  expansion  and  equipment
replacement. The court rejected the IRS’s argument that the debt was necessary to
avoid selling the bonds, noting that the bonds were not pledged as security for the
notes.  The  court  also  distinguished this  case  from others  where  the  debt  was
directly linked to the acquisition or holding of tax-exempts, such as through tracing
or pledges. The court concluded that the taxpayers’ purpose was not to carry tax-
exempt obligations but to meet business needs and resolve shareholder disputes.

Practical Implications

This decision clarifies that interest deductions on debt used for purposes other than
carrying tax-exempt obligations may be allowed, even if the taxpayer holds such
securities. Taxpayers should document the business purpose for holding tax-exempt
securities and ensure that any debt is not directly linked to those securities. The
case  also  highlights  the  importance  of  timing  and  the  nature  of  the  debt  in
determining the applicability of IRC § 265(2). Practitioners should be cautious when
advising clients on using debt for redemptions or other corporate actions while
holding  tax-exempt  securities,  as  the  IRS  may  challenge  interest  deductions.
Subsequent cases have applied this ruling to similar fact patterns, emphasizing the
need to examine the taxpayer’s purpose and the relationship between the debt and
the tax-exempt securities.


