9T.C.570 (1947)

When a parent corporation liquidates a subsidiary and receives assets exceeding the
subsidiary’s obligations, including bonds held by the parent, the parent recognizes
taxable gain to the extent of the discount on those bonds, as the transfer is first
applied to satisfy the debt.

Summary

Houston Natural Gas Corporation (Delaware) acquired bonds of its subsidiaries at a
discount. Subsequently, it liquidated the subsidiaries, acquiring all their assets and
assuming all their liabilities, including the bonds. The assets received exceeded the
liabilities assumed. The Tax Court held that the transfer of assets, up to the face
value of the bonds, was not a distribution in liquidation under Section 112(b)(6) of
the Internal Revenue Code and that the difference between the parent’s cost and the
face value of the bonds was taxable gain. The court reasoned that the asset transfer
first satisfied the debt owed to the parent company.

Facts

Houston Natural Gas Corporation (Delaware) owned all stock and bonds of four
subsidiaries engaged in natural gas retail. The bonds were issued to finance the
subsidiaries’ operations. Delaware acquired the bonds at a discount of $310,918.80.
Delaware’s shareholders adopted a plan to simplify the corporate structure by
liquidating the subsidiaries. Each subsidiary transferred all its properties to
Delaware, subject to existing liens. Delaware assumed liability for the subsidiaries’
debts and obligations, including the bonds. The fair market value of the transferred
assets exceeded the subsidiaries’ outstanding indebtedness.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Delaware’s 1940
income tax, treating the bond discount as taxable gain. Houston Natural Gas
Corporation (Texas), the successor to Delaware, petitioned the Tax Court, arguing
that the asset transfers were distributions in complete liquidation, and no gain
should be recognized. The Tax Court ruled in favor of the Commissioner regarding
the bond discount, but in favor of the Petitioner regarding capital stock tax
deduction.

Issue(s)

1. Whether the transfer of assets from the subsidiaries to Delaware constituted a
distribution in complete liquidation under Section 112(b)(6) of the Internal
Revenue Code, precluding recognition of gain on the discounted bonds.

2. Whether the portion of the capital stock tax attributable to the increased rate
imposed by the Revenue Act of 1940 accrued and was deductible in 1940.
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Holding

1. No, because the transfer of assets up to the face value of the bonds was
considered satisfaction of indebtedness rather than a liquidating distribution.

2. Yes, because the increase in the capital stock tax rate was enacted in June
1940, creating a liability that accrued in 1940.

Court’s Reasoning

The Tax Court reasoned that the transfer of assets from the subsidiaries to Delaware
first applied to discharge the subsidiaries’ indebtedness to Delaware as the
bondholder. Relying on precedent such as H.G. Hill Stores, Inc., the court
emphasized that Section 112(b)(6) does not cover asset transfers to creditors. The
excess of the assets’ value above the indebtedness constituted the liquidating
distribution. The court analogized Delaware’s position to that of a bond issuer
acquiring its own bonds at a discount, which results in taxable income under
Helvering v. American Chicle Co. The Court stated, “It is the excess of the assets’
value above indebtedness that constitutes a liquidating distribution, and the
provisions of section 112 (b) (6) apply to that amount only.” As for the capital stock
tax, the court followed First National Bank in St. Louis, holding that the increased
rate, enacted in 1940, created a deductible liability in that year.

Practical Implications

This case provides guidance on the tax implications of parent-subsidiary liquidations
when the parent holds debt of the subsidiary. It clarifies that Section 112(b)(6) only
applies to the extent the asset transfer exceeds the subsidiary’s obligations to the
parent. Legal practitioners must analyze whether the parent company held debt of
the subsidiary, acquired at a discount or otherwise, before liquidation to determine
if taxable gains should be recognized. The case confirms that a parent company may
recognize a taxable gain even in a liquidation scenario, particularly if the parent
benefits from the extinguishment of discounted debt. This ruling affects how
businesses structure intercompany debt and plan for subsidiary liquidations to
minimize tax liabilities. Also, businesses should be aware of when tax liabilities
actually accrue, particularly when tax law changes occur mid-year.
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