Scott Paper Co. v. Commissioner, 74 T. C. 137, 1980 U. S. Tax Ct. LEXIS 143,
74 T. C. No. 14 (1980)

A taxpayer using the accrual method of accounting cannot deduct interest accrued
on convertible debentures between the last interest payment date and the date of
conversion, as the liability for interest is not fixed until the payment date; primary
electric improvements qualify for investment tax credit as tangible personal
property to the extent they serve production processes, not building maintenance.

Summary

Scott Paper Co. challenged the IRS’s disallowance of interest deductions on
convertible debentures and the denial of investment tax credits for electrical
improvements at its facility. The Tax Court held that Scott could not deduct interest
accrued on debentures from the last payment date to the conversion date because
the liability was not fixed until the payment date. Regarding the electrical
improvements, the court ruled that they qualified for the investment tax credit as
tangible personal property to the extent they supported production processes, but
not when used for building services. The decision clarified the deductibility of
interest on converted debentures and the criteria for investment tax credits.

Facts

Scott Paper Co. issued 3% convertible debentures, with interest payable semi-
annually. When debentures were converted into common stock, Scott claimed
deductions for interest accrued from the last payment date to the conversion date.
The IRS disallowed these deductions, asserting the interest was not paid.
Additionally, Scott expanded its facility in Mobile, Alabama, in 1964, making
electrical improvements to the primary electric system. Scott claimed an investment
tax credit for these improvements, which the IRS partially disallowed, classifying
them as structural components of buildings.

Procedural History

The IRS issued deficiency notices to Scott for tax years 1961-1969, disallowing
interest deductions on converted debentures and partially denying investment tax
credits for the electrical improvements. Scott petitioned the U. S. Tax Court for a
redetermination of these deficiencies. The cases were consolidated for trial and
decision.

Issue(s)

1. Whether Scott is entitled to deduct interest on converted debentures which
accrued from the last interest payment date to the date of conversion? 2. Whether,
and to what extent, primary electric improvements qualify as section 38 property for
purposes of determining Scott’s investment credit?
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Holding

1. No, because the liability for interest on the debentures was not fixed until the
interest payment date, and thus, the accrued interest was not deductible under the
accrual method of accounting. 2. Yes, the primary electric improvements qualify as
section 38 property to the extent they supply power for the production process, but
not for building services, because they are tangible personal property used as an
integral part of manufacturing.

Court’s Reasoning

The court determined that the interest on converted debentures was not paid upon
conversion, as the terms of conversion did not provide for interest payment. The
liability for interest was contingent until the payment date, and thus, not deductible
under the accrual method of accounting. For the investment tax credit, the court
found that the primary electric improvements were not inherently permanent
structures and were tangible personal property, qualifying for the credit when used
in production processes. The court rejected the IRS’s view that the entire primary
electric system should be considered a structural component of the facility, instead
allowing for an allocation based on the use of power for production versus building
services.

Practical Implications

This decision clarifies that interest accrued on convertible debentures between
payment dates is not deductible upon conversion, affecting how similar financial
instruments should be treated for tax purposes. For investment tax credits, the
ruling establishes that electrical improvements can qualify as tangible personal
property when used in production processes, impacting how businesses allocate
costs between production and building maintenance for tax purposes. Subsequent
cases and IRS guidance have applied or distinguished this ruling based on the
specific use of the property in question.
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