Duncan Industries, Inc. (Successor in Interest to Marblcast, Inc. ),
Petitioner v. Commissioner of Internal Revenue, Respondent, 73 T. C. 266
(1979)

A corporation can amortize the difference between the fair market value of stock
sold to a lender and the amount received as a cost of obtaining a loan, if the stock
sale is integral to the loan agreement.

Summary

Duncan Industries sold 24,050 shares of its stock to Dycap, Inc. , for $500 as part of
a loan agreement. The court determined the fair market value of the stock was $1
per share, making the total value $24,050. Duncan Industries claimed the difference
($23,550) as a loan acquisition cost, which it amortized over the loan’s life. The Tax
Court allowed this amortization, finding the stock sale was a necessary part of
obtaining the loan, and the nonrecognition provisions of section 1032 did not apply
because the transaction was more akin to paying a loan fee than a mere capital
adjustment.

Facts

Marblcast, Inc. , Duncan Industries’ predecessor, needed funds to acquire Ballinger,
Inc. Marblcast approached Dycap, Inc. , a small business investment company, for a
loan. Dycap agreed to loan $100,000, charging a 3% loan fee and a variable interest
rate, on the condition that Marblcast sell Dycap 20% of its stock for $500. This stock
sale occurred simultaneously with the loan agreement. The stock’s book value
exceeded its $1 par value, and Marblcast sold additional shares to four individuals
for $1 per share around the same time.

Procedural History

The Commissioner of Internal Revenue disallowed Duncan Industries’ amortization
of the $23,550 difference as a loan cost. Duncan Industries petitioned the U. S. Tax
Court, which held in favor of Duncan Industries, allowing the amortization over the
loan’s life.

Issue(s)

1. Whether the stock sold to Dycap was sold at a discount as part of the loan
agreement?

2. If so, whether section 1032 bars a deduction under section 162 for the difference
between the fair market value of the stock and the amount received?

3. Whether compliance with section 83(h) is required for the deduction?

Holding

1. Yes, because the stock sale was an integral part of the loan agreement, and the
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stock’s fair market value was $1 per share, totaling $24,050.

2. No, because section 1032 does not apply to this transaction, which was effectively
a payment of a loan fee rather than a mere capital adjustment.

3. No, because section 83(h) only applies when property is transferred in connection
with services, which was not the case here.

Court’s Reasoning

The court analyzed the fair market value of the stock, finding it was $1 per share
based on contemporaneous sales to sophisticated investors. The court rejected the
Commissioner’s arguments, emphasizing that the stock sale was a necessary
condition of the loan and that the discounted sale was effectively a loan fee. The
court applied the legal rule that loan acquisition costs are capital expenditures that
may be amortized over the loan’s life, citing Detroit Consolidated Theatres, Inc. v.
Commissioner. The court also distinguished the case from section 1032, which
applies to capital adjustments rather than the payment of deductible expenses. The
court noted that section 83(h) was inapplicable because no services were performed
in exchange for the stock.

Practical Implications

This decision allows corporations to amortize the cost of discounted stock sales as
part of loan agreements, provided the sale is integral to the loan. Legal practitioners
should consider structuring similar transactions to take advantage of this ruling,
ensuring the stock sale is a necessary condition of the loan. Businesses seeking
financing from small business investment companies or similar entities can use this
case to negotiate terms that may include equity stakes at discounted rates,
understanding that such discounts can be amortized over the life of the loan.
Subsequent cases have referenced Duncan Industries when considering the tax
treatment of stock discounts in loan transactions.
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