G. M. Trading Corp. v. Commissioner, 103 T. C. 59 (1994)

The exchange of U. S. dollar-denominated debt for Mexican pesos in a debt-equity
swap transaction results in a taxable gain based on the fair market value of the
pesos received.

Summary

G. M. Trading Corp. participated in a Mexican debt-equity swap transaction to fund
its subsidiary’s operations in Mexico. The company exchanged U. S. dollar-
denominated Mexican debt for Mexican pesos at a favorable rate, resulting in a
significant gain. The Tax Court held that this exchange was a taxable event,
rejecting the taxpayer’s arguments that the transaction should be treated as a non-
taxable capital contribution. The court determined that the fair market value of the
pesos received, without discounting for use restrictions, should be used to calculate
the taxable gain.

Facts

G. M. Trading Corp. , a U. S. company, sought to fund its Mexican subsidiary,
Procesos G. M. de Mexico, S. A. de C. V., through a debt-equity swap transaction. G.
M. Trading purchased U. S. dollar-denominated Mexican debt at a discount and
exchanged it for Mexican pesos, which were credited to Procesos’ account with the
Mexican Treasury. The pesos were subject to use restrictions but accrued interest at
rates that protected against inflation and currency fluctuations. G. M. Trading
argued that the transaction should be treated as a non-taxable capital contribution,
while the Commissioner asserted that the exchange generated a taxable gain.

Procedural History

The Commissioner determined a deficiency in G. M. Trading’s 1988 federal income
tax, asserting that the company realized a taxable gain from the debt-equity swap.
G. M. Trading petitioned the U. S. Tax Court, which held that the exchange was a
taxable event and that the fair market value of the pesos received should be used to
calculate the gain.

Issue(s)

1. Whether the exchange of U. S. dollar-denominated Mexican debt for Mexican
pesos in a debt-equity swap transaction constitutes a taxable event.

2. Whether the fair market value of the Mexican pesos received should be
discounted due to restrictions on their use.

Holding

1. Yes, because the exchange of debt for pesos is treated as a sale or exchange of
property under Section 1001, resulting in a taxable gain.
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2. No, because the restrictions on the use of the pesos did not significantly impact
their value, and the pesos should be valued at the exchange rate on the date of the
transaction.

Court’s Reasoning

The Tax Court applied Section 1001, which requires recognition of gain from the
sale or exchange of property, including debt and foreign currency. The court
rejected G. M. Trading’s argument that the transaction should be treated as a non-
taxable capital contribution under Section 118, as the Mexican Government received
direct benefits from the transaction. The court also determined that the restrictions
on the pesos and the class B stock did not warrant a discount in their valuation,
citing the intended use of the pesos and the protective interest rates. The court
valued the pesos at the exchange rate on the date they were credited to Procesos’
account, resulting in a taxable gain of $410,000 for G. M. Trading.

Practical Implications

This decision clarifies that debt-equity swap transactions are taxable events, and the
fair market value of foreign currency received should be used to calculate the gain,
even if the currency is subject to use restrictions. Taxpayers engaging in similar
transactions must recognize the gain at the time of the exchange, rather than
deferring it until the currency is used. This ruling may impact the tax planning of U.
S. companies investing in foreign countries through debt-equity swaps, as they must
consider the immediate tax consequences of such transactions. Subsequent cases,
such as FNMA v. Commissioner, have reinforced the principle that foreign currency
is property for tax purposes and subject to taxation upon exchange.
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