Golden Nugget, Inc. v. Commissioner, 83 T. C. 28 (1984)

In a corporate recapitalization, bonds issued for stock do not generate original issue
discount, even if the transaction results in taxable gain to shareholders.

Summary

In 1974, Golden Nugget, Inc. exchanged its debentures for about 11% of its
outstanding common stock, claiming the difference between the debentures’
principal and the stock’s fair market value as original issue discount (OID). The Tax
Court ruled that this exchange constituted a recapitalization under IRC §
368(a)(1)(E), thus the debentures’ issue price was their redemption price at
maturity, not the stock’s fair market value. Consequently, no OID was recognized,
impacting how corporations structure and account for similar recapitalization
transactions.

Facts

In September 1974, Golden Nugget, Inc. had 1,592,321 shares of common stock
outstanding, traded on the Pacific Stock Exchange. On October 1, 1974, the
company offered to exchange $10 principal amount of newly issued 12%
subordinated debentures due in 1994 for each share of its common stock. The
purpose was to buy back undervalued stock, benefit remaining shareholders, and
potentially improve future sale terms. By the end of October 1974, Golden Nugget
acquired 181,718 shares in exchange for debentures, which were not retired but
held as treasury stock. The fair market value of the stock was over $7 per share at
the time, resulting in a $540,573 discount on the debentures’ issuance. Golden
Nugget claimed this discount as OID for tax deductions.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Golden Nugget’s
federal income taxes for 1975 through 1978 due to the disallowance of OID
deductions. Golden Nugget petitioned the United States Tax Court, which ruled in
favor of the Commissioner, holding that the exchange was a recapitalization under
IRC § 368(a)(1)(E) and thus did not generate OID.

Issue(s)

1. Whether the exchange of debentures for common stock by Golden Nugget, Inc. in
1974 constituted a reorganization under IRC § 368(a)(1)(E)?

2. Whether the debentures issued in the exchange were eligible for original issue
discount treatment under IRC § 1232(b)(1)?

Holding

1. Yes, because the exchange was a reorganization in the form of a recapitalization,
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as it involved a significant shift of funds within the corporate structure.

2. No, because as a recapitalization, the issue price of the debentures was their
stated redemption price at maturity, not the fair market value of the stock, thus no
OID was recognized.

Court’s Reasoning

The court applied IRC § 368(a)(1)(E) defining a “recapitalization” as a reshuffling of
a corporation’s capital structure. The exchange of debentures for stock was deemed
a recapitalization because it significantly altered Golden Nugget's capital structure.
The court referenced prior cases, such as Microdot, Inc. v. United States, which held
similar exchanges as recapitalizations. The court rejected Golden Nugget's
argument that lack of continuity of interest among shareholders negated the
reorganization status, citing that continuity of interest is not required for
recapitalizations. Additionally, the court found a valid business purpose for the
transaction, aimed at increasing stock value and providing shareholders with a fixed
return. The court also clarified that the tax consequences to shareholders do not
affect the classification of a transaction as a reorganization under § 368(a)(1)(E).
The court concluded that the reorganization exception in IRC § 1232(b)(2) applied,
regardless of whether the reorganization was tax-free or taxable to shareholders.

Practical Implications

This decision establishes that in corporate recapitalizations where stock is
exchanged for debt, the debt’s issue price is its redemption price, not the stock’s
market value, precluding OID deductions. Corporations must carefully structure and
account for such transactions, as they will not be able to claim OID deductions. This
ruling affects how legal professionals advise clients on corporate restructuring,
particularly regarding the tax implications of issuing debt in exchange for equity. It
also influences corporate finance strategies, as companies may need to consider
alternative methods for tax benefits. Subsequent cases, such as Microdot, Inc. v.
United States, have followed this precedent, reinforcing its impact on corporate tax
planning and restructuring practices.

© 2025 SCOTUSreports.com. All rights reserved. | 2



