
© 2025 SCOTUSreports.com. All rights reserved. | 1

14 T.C. 706 (1950)

A corporation seeking to exclude income from the discharge of indebtedness under
Section  22(b)(9)  of  the  Internal  Revenue  Code  must  file  its  consent  to  basis
adjustments with its  original  return,  not  an amended return,  to  qualify  for  the
exclusion.

Summary

Denman  Tire  &  Rubber  Co.  sought  to  exclude  income  from  the  discharge  of
indebtedness and the repurchase of bonds at a discount from its 1941 tax return,
carrying  the  increased  loss  to  subsequent  years.  The  Tax  Court  held  that  the
company could not exclude the income because it failed to file the required consent
to adjust the basis of its property with its original return. While the company filed an
amended return with the consent, the court found this insufficient. The court also
addressed several other issues related to depreciation and excess profits tax credits,
ultimately finding partially in favor of the taxpayer.

Facts

Denman  Tire  &  Rubber  Co.  took  over  the  assets  and  some  liabilities  of  its
predecessor  in  1937,  including  excise  tax  obligations  to  the  U.S.  government.
Denman issued a promissory note to cover these taxes, which was later settled for a
reduced amount.  In 1941, Denman also purchased some of  its  own bonds at a
discount. Initially, Denman reported the gains from the debt settlement and bond
purchase as income on its 1941 return. It subsequently filed an amended return
seeking to exclude these gains,  along with a consent to adjust  the basis  of  its
property.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Denman’s excess
profits tax for 1942 and 1943, primarily due to adjustments to net income and
excess profits credit. Denman petitioned the Tax Court, contesting the inclusion of
the debt discharge and bond repurchase income, as well as depreciation deductions
and excess profits tax credit calculations. The Tax Court addressed multiple issues,
ruling against Denman on the debt discharge issue,  but finding in its  favor on
certain depreciation and excess profits tax credit matters.

Issue(s)

1. Whether the income arising from the settlement of a debt to the United States
and the repurchase of the company’s bonds at a discount is excludable from gross
income under Section 22(b)(9) of the Internal Revenue Code when the consent to
basis adjustment is filed with an amended, rather than the original, tax return.

2.  Whether  certain  bad  debt  losses  on  accounts  receivable  and  losses  from
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defalcations  are  class  abnormalities  for  the petitioner,  and therefore should be
restored to petitioner’s excess profits net income.

Holding

1. No, because Section 22(b)(9) requires the consent to basis adjustments to be filed
with the original return, and the filing of an amended return with the consent is not
sufficient compliance.

2.  Yes,  because  the  losses  on  defalcations  and  the  bad  debts  from  accounts
receivable taken over from the predecessor corporation were of a different nature
than  the  typical  bad  debts  the  company  incurred,  and  therefore  are  class
abnormalities.

Court’s Reasoning

The Tax Court reasoned that Section 22(b)(9) was a relief measure intended to
postpone taxation, not a method to retroactively reduce tax liability by increasing
net loss carryovers. The court distinguished cases allowing amended returns for
foreign tax credits, noting that those cases involved adjusting the tax for the same
year, while Denman was attempting to impact a later year. The court stated that the
company was fully aware of the facts when filing its original return. It purposefully
chose not to file the consent then. The court noted that, “[s]ection 22 (b) (9) was
intended as a relief measure for certain taxpayers whose debt structure had been
favorably changed. It was intended to postpone the taxation of what would ordinarily
constitute income in that year to a later period, when its assets were disposed of.”

Regarding the excess profits tax credit, the court found that the bad debts taken
over from the predecessor were of a different “class” than the company’s own bad
debts. The court stated, “We believe that it is reasonable to find that the debts taken
over by petitioner from its predecessor were of a different class from those of its
own which it acquired in the sale of goods after it began business.” Therefore, those
losses  could  be  restored  to  income.  However,  the  court  did  not  allow  other
deductions, such as advertising expenses, because Denman did not prove these were
unrelated  to  increases  in  gross  income  or  changes  in  business  operations,  as
required by the statute.

Practical Implications

This  case  underscores  the  importance  of  strict  compliance  with  statutory
requirements  for  tax  elections.  It  clarifies  that  taxpayers  cannot  use  amended
returns to make elections retroactively when the statute specifies that the election
must  be  made  with  the  original  return.  This  ruling  impacts  how  corporations
manage debt discharge income and highlights the need for careful planning during
reorganizations. The case also provides insight into what can constitute a class
abnormality  for  excess  profits  tax  purposes,  specifically  noting  that  deductions
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stemming from a predecessor company’s debts can be considered abnormal.


