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Commissioner v. National Alfalfa Dehydrating & Milling Co.

417 U.S. 134 (1974) - No. No. 73-9 - Decided May 28, 1974

SUMMARY

The Supreme Court held that a corporation did not incur amortizable bond discount when it issued

debentures in exchange for its own outstanding preferred stock. Because the transaction merely

replaced one form of previously contributed capital with another and did not involve new capital or an

additional borrowing cost, the corporation could not deduct the difference between the debentures'

face amount and the preferred stock's market value. The Court reversed the Tenth Circuit.
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QUESTIONS PRESENTED

1. Whether a corporate taxpayer incurs amortizable bond discount under Internal Revenue Code § 163(a)

when it issues debt obligations in exchange for its own outstanding preferred stock.

2. Whether the preferred stock's market value may be used to determine a deductible debt discount in an

intracorporate exchange that does not involve new capital or a market borrowing transaction.

HOLDINGS

1. A corporation does not incur amortizable bond discount when it issues its own debt obligations in

exchange for its previously outstanding preferred stock, without more.

2. The tax consequences of the actual exchange cannot be determined by reconstructing a hypothetical

transaction that the taxpayer could have undertaken but did not.

KEY QUOTATIONS

“a transaction is to be given its tax effect in accord with what actually occurred and not in accord with what
might have occurred.” (417 U.S. at 148)

“We hold, accordingly, that NAD did not incur amortizable bond discount upon the issuance of its $50 face

value 5% debentures in exchange for its outstanding $50 par cumulative preferred stock.” (417 U.S. at 155)

FACTUAL BACKGROUND

In 1957, National Alfalfa Dehydrating and Milling Co. exchanged $50 face-value, 5% sinking-fund debentures
for its outstanding $50 par cumulative preferred shares. The preferred shares had an over-the-counter market
value of approximately $33 per share, while the debentures were issued at face value. The corporation treated the
difference between the preferred shares' market value and the debentures' face amount as amortizable debt
discount and claimed deductions under § 163(a) of the Internal Revenue Code. The exchange did not bring new

capital into the corporation; it replaced the preferred-stock portion of existing capital with debenture obligations.

PROCEDURAL HISTORY

The Tax Court upheld the Commissioner and denied the claimed debt-discount deductions. The Tenth Circuit
reversed, concluding that the difference between the preferred stock's market value and the debentures' face
amount represented deductible borrowing cost. The Supreme Court granted certiorari and reversed the Tenth

Circuit.
DISPOSITION

reversed
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