2T.C.57 (1943)

Unrealized appreciation in the value of an asset does not increase a company’s
earnings and profits until it is realized through a sale or exchange.

Summary

National Carbon Co. received a dividend in kind from its Canadian subsidiary
consisting of stock that had appreciated in value. The Commissioner argued that the
appreciation should be included in the subsidiary’s earnings and profits, thereby
reducing the foreign tax credit available to National Carbon. The Tax Court held that
unrealized appreciation does not increase earnings and profits, and the dividend was
deemed to be paid out of the subsidiary’s accumulated profits from other sources.
This allowed National Carbon to claim the full foreign tax credit.

Facts

» National Carbon Company, a U.S. corporation, owned a majority of the voting
stock of Canadian National Carbon Co., Ltd. (Canadian).

» In 1935, Canadian distributed 2,050 shares of Dominion Oxygen Co., Ltd. stock
to National Carbon as a dividend in kind.

e Canadian had purchased the Dominion stock in 1919 for $100,250.

At the time of the distribution, the Dominion stock had a fair market value of
$650,866.62.

e Canadian’s books recorded the Dominion stock at cost ($100,250). The
$550,616.62 appreciation was not reflected on its books or in its accumulated
profits account.

» Canadian had accumulated profits exceeding $650,866.62 from other sources,
upon which it had paid foreign income taxes.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in National Carbon’s
income tax for 1935, reducing the allowable credit for foreign taxes deemed paid.
National Carbon petitioned the Tax Court for review. The Tax Court reversed the
Commissioner’s determination.

Issue(s)

1. Whether the unrealized appreciation in value of the Dominion stock increased
the earnings and profits of Canadian.

2. Whether the dividend distribution should be considered as having been paid
out of Canadian’s accumulated profits upon which foreign taxes had been paid.

Holding

1. No, because unrealized appreciation in the value of an asset does not increase
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a company'’s earnings and profits until it is realized through a sale or
exchange.

2. Yes, because Canadian had sufficient accumulated earnings and profits from
other sources to cover the fair market value of the distributed stock; therefore,
the dividend was deemed paid out of those earnings.

Court’s Reasoning

The Tax Court reasoned that mere appreciation in the value of an asset, without a
sale or exchange, does not increase earnings and profits. The court distinguished
the case from situations involving the exchange of appreciated assets, where the
appreciation might be considered realized. However, Section 501(a) of the Second
Revenue Act of 1940 retroactively overruled cases that treated even non-taxable
exchanges as increasing earnings and profits beyond what was recognized in
computing net income.

The court relied on the Supreme Court’s decision in General Utilities & Operating
Co. v. Helvering, 296 U.S. 200, which established that a distribution in kind does not
result in taxable income or gain to the distributing corporation and consequently
does not increase its earnings or profits. The court emphasized that the distribution
was a dividend to the extent of the fair market value of the stock because Canadian
had sufficient earnings and profits to cover that value.

The court stated that the purpose of the foreign tax credit is to alleviate double
taxation. It noted that according to Section 115(b) of the Revenue Act, every
distribution is made out of earnings or profits to the extent thereof. Therefore, the
distribution was from earnings upon which Canadian had paid taxes.

Practical Implications

This case clarifies that unrealized appreciation in assets does not automatically
increase a company’s earnings and profits for tax purposes. This is particularly
relevant for determining the source of dividend distributions and the availability of
foreign tax credits. Legal practitioners should analyze whether appreciation has
actually been realized through a sale or exchange before treating it as part of a
company’s earnings and profits. Later cases have applied this ruling to ensure that
tax consequences align with actual economic realization, preventing the premature
taxation of unrealized gains. Businesses can use this to manage the timing and tax
implications of asset distributions.
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