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G. M. Trading Corp. v. Commissioner, 106 T. C. 257 (1996)

Taxpayers realize taxable gain from debt-equity swaps based on the fair market
value of the foreign currency received, not merely the cost of participating in the
swap.

Summary

In G. M. Trading Corp. v. Commissioner, the U. S. Tax Court upheld its earlier
decision that a U. S. company realized a taxable gain from a Mexican debt-equity
swap. The company had exchanged U. S. dollar-denominated Mexican government
debt for Mexican pesos to fund a project in Mexico. The court rejected arguments
that the value of the pesos should be limited to the company’s cost of participating
in the swap, emphasizing that the fair market value of the pesos, which included
additional benefits like debt cancellation and investment opportunities in Mexico,
determined the taxable gain.

Facts

G. M. Trading Corporation purchased U. S. dollar-denominated Mexican government
debt for $600,000, which it then exchanged for 1,736,694,000 Mexican pesos as part
of a debt-equity swap. The purpose was to fund a lambskin processing plant in
Mexico. The transaction also relieved the Mexican government of its debt without
using U. S. dollars, and the pesos were to remain in Mexico. G. M. Trading argued
that  the value of  the pesos should be equal  to  its  cost  of  participating in  the
transaction, while the Commissioner contended that the fair market value of the
pesos should govern the taxable gain.

Procedural History

The initial opinion in this case was reported at 103 T. C. 59 (1994), where the Tax
Court found that G. M. Trading realized a taxable gain on the debt-equity swap. G.
M. Trading moved for reconsideration, which was granted, leading to supplemental
findings and conclusions in the 1996 opinion at 106 T. C. 257, affirming the initial
decision.

Issue(s)

1. Whether the fair market value of the Mexican pesos received in the debt-equity
swap should be determined by the exchange rate at the time of the transaction or by
G. M. Trading’s cost of participating in the swap.
2. Whether G. M. Trading legally owned the Mexican government debt, thus making
the transaction a taxable exchange.
3. Whether any gain realized over the cost of participating in the transaction should
be treated as a nontaxable capital contribution under section 118.

Holding
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1. No, because the fair market value of the pesos, which reflected the additional
benefits of the transaction, should govern the taxable gain, not merely the cost of
participating in the swap.
2. Yes, because G. M. Trading’s participation in the debt purchase and its transfer to
the Mexican government constituted ownership and a taxable exchange.
3. No, because the Mexican government received direct economic benefits from the
transaction, precluding treatment of the gain as a nontaxable capital contribution.

Court’s Reasoning

The court reasoned that the fair market value of the Mexican pesos, determined by
the exchange rate at the time of the swap, should be used to calculate the taxable
gain. It rejected G. M. Trading’s argument that the value should be limited to its cost
of participating in the swap, emphasizing that the transaction included additional
valuable elements, such as the cancellation of Mexican government debt and the
opportunity to invest in Mexico. The court also found that G. M. Trading did legally
own the debt, as the Mexican government had consented to its transfer. Finally, the
court held that the gain could not be treated as a nontaxable capital contribution
because  the  Mexican  government  received  direct  economic  benefits  from  the
transaction, including debt relief and the retention of pesos in Mexico. The court
cited cases like Federated Dept. Stores v. Commissioner to support its reasoning on
the capital contribution issue.

Practical Implications

This decision clarifies that in debt-equity swaps, the fair market value of the foreign
currency received, rather than the cost of participating in the swap, determines the
taxable  gain.  Tax  practitioners  should  consider  the  full  scope  of  benefits  and
obligations in such transactions when advising clients. The ruling also impacts how
companies structure investments in foreign countries, particularly in debt-equity
swaps,  as  it  may influence tax  planning strategies.  Subsequent  cases  involving
similar transactions, such as those in emerging markets, will need to account for
this precedent when assessing taxable gains.


