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Seaboard Coffee Service, Inc. v. Commissioner, 71 T. C. 465 (1978)

Original issue discount does not arise when a corporation issues debt for its own
stock, unless the debt or stock is traded on an established securities market.

Summary

In Seaboard Coffee Service, Inc. v. Commissioner, the U. S. Tax Court addressed
whether  a  corporation could deduct  original  issue discount  (OID)  when issuing
debentures  in  exchange  for  its  own  stock.  Seaboard  issued  debentures  to  a
shareholder in exchange for stock, with a potential redemption premium. The court
held  that  no  OID  deduction  was  available  because  neither  the  stock  nor  the
debentures were traded on an established securities market, aligning with Treasury
regulations post-1969 amendments. Additionally, the court ruled that the potential
redemption premium was not deductible as it was contingent on Seaboard’s option
to redeem the debentures early.

Facts

Seaboard Coffee Service, Inc. issued debentures to John E. Dubel in exchange for his
shares in Seaboard. The debentures, issued in 1971, had a 15-year maturity with an
optional redemption by Seaboard after 10 years, at a premium that decreased over
time. Neither Seaboard’s stock nor the debentures were traded on any established
securities  market.  Seaboard  claimed  deductions  for  OID and  the  potential  call
premium on its tax returns, which the Commissioner challenged.

Procedural History

The Commissioner issued a notice of  deficiency disallowing Seaboard’s  claimed
deductions for OID and the call premium. Seaboard petitioned the U. S. Tax Court
for a redetermination of the deficiency. The court heard the case and ruled in favor
of the Commissioner on both issues.

Issue(s)

1. Whether original issue discount arises when a corporation issues debentures after
May 27, 1969, for its own stock when neither the stock nor the debentures are
traded on an established securities market.
2. Whether the issuer is entitled to amortize and deduct as interest a call premium
that would be due if it redeems the debentures prior to maturity.

Holding

1. No, because under section 1. 163-4(a)(1) of the Income Tax Regulations, the issue
price of the debentures is deemed to be the stated redemption price at maturity,
thus no OID arises.
2. No, because the obligation to pay the call premium is contingent on the issuer’s
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option  to  redeem  the  debentures,  and  all  events  fixing  the  liability  have  not
occurred.

Court’s Reasoning

The court upheld the validity of section 1. 163-4(a)(1), which defines OID using the
issue price definition from section 1232(b)(2). The court reasoned that the 1969
amendment to section 1232 aimed to prevent “whipsawing” where the issuer and
holder might take inconsistent positions on the existence of OID due to valuation
uncertainties. Since neither Seaboard’s stock nor the debentures were traded on a
securities market, the court found no basis for an OID deduction. On the issue of the
call premium, the court noted that the premium was contingent upon Seaboard’s
decision to redeem the debentures early, thus not meeting the criteria for an accrual
method taxpayer to deduct the expense under section 461(a).

Practical Implications

This decision impacts how corporations account for debt issued in exchange for their
own  stock,  particularly  in  non-publicly  traded  scenarios.  It  clarifies  that  OID
deductions are not available unless the stock or debt is publicly traded, affecting
corporate  tax  planning  and  financial  structuring.  Practitioners  should  consider
alternative financing methods or ensure securities are market-traded to claim OID
deductions. The ruling also affects the timing of deductions for contingent liabilities
like call premiums, requiring a fixed obligation before deductions can be claimed.
Subsequent cases have cited Seaboard to address similar issues regarding OID and
contingent liabilities in corporate tax law.


