22 T.C. 959 (1954)

A parent corporation filing a consolidated return cannot carry back the net
operating loss of a subsidiary to offset the parent’s separate income from a prior
year, as each corporation is considered a separate taxpayer.

Summary

In Trinco Industries, Inc. v. Commissioner, the U.S. Tax Court addressed whether a
parent corporation, Trinco Industries, could carry back a net operating loss
sustained by its Canadian subsidiary to offset its own income from a previous tax
year. The court held that Trinco could not deduct the subsidiary’s loss. The court
found that under the tax laws, each corporation, including those within an affiliated
group filing a consolidated return, is considered a separate taxpayer. The court
emphasized the importance of adhering to the regulations governing consolidated
returns, which dictate that a parent corporation can only use its own losses in carry-
back and carry-over calculations, not the losses of its subsidiaries. Trinco also
sought a bad debt deduction, which was denied because the debt was not shown to
be worthless.

Facts

Trinco Industries, Inc. (formerly Minute Mop Company), an Illinois corporation,
manufactured and sold cellulose sponge products. In July 1949, Trinco acquired all
the stock of Trindl Products, Limited. In November 1949, Trinco created Minute
Mop Factory (Canada), Limited, a wholly-owned subsidiary, to assemble and sell
products in Canada. For the tax year ending June 30, 1950, Trinco filed a
consolidated tax return, including itself and its subsidiaries. The consolidated return
showed a loss, a portion of which was attributable to the Canadian subsidiary.
Trinco sought to carry back the subsidiary’s loss to its 1948 tax year, when it had
filed a separate return, to obtain a refund. Trinco also claimed a bad debt deduction
for loans made to its Canadian subsidiary. The Canadian subsidiary was operating,
although it had liabilities exceeding its assets.

Procedural History

The Commissioner of Internal Revenue determined a tax deficiency against Trinco
for the year ending June 30, 1948, disallowing the claimed net operating loss carry-
back. Trinco filed a petition with the U.S. Tax Court, challenging the Commissioner’s
determination and seeking to deduct the subsidiary’s losses. Trinco also sought a
bad debt deduction. The Tax Court reviewed the case based on stipulated facts and
the legal arguments presented by both parties. The Tax Court sided with the
Commissioner.

Issue(s)

1. Whether Trinco Industries, Inc. is entitled to carry back and deduct the net
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operating loss of its Canadian subsidiary, Minute Mop Factory (Canada), Limited,
against its own separate income for the year ending June 30, 1948?

2. Whether Trinco Industries, Inc. is entitled to a bad debt deduction for a portion of
the amounts lent to its Canadian subsidiary during the year ending June 30, 1950?

Holding

1. No, because under the tax laws and regulations governing consolidated returns,
the net operating loss of a subsidiary cannot be carried back and used to offset the
parent corporation’s income from a separate return year.

2. No, because Trinco did not prove that the debt owed by its Canadian subsidiary
was worthless or partially worthless during the relevant tax year, nor did it show
that any partial worthlessness was properly charged off.

Court’s Reasoning

The court’s reasoning centered on the principle that, for tax purposes, each
corporation is treated as a separate taxpayer, even when part of an affiliated group
filing a consolidated return. The court relied on established case law, including
Woolford Realty Co. v. Rose, which held that losses of one corporation cannot be
used to offset the income of another corporation within an affiliated group. The
court emphasized that the privilege of filing consolidated returns is granted with the
condition that the affiliated group must adhere to regulations. These regulations,
specifically Regulations 129, stipulate that a corporation can only use its own losses
for carry-back or carry-over purposes, not those of its subsidiaries. The court also
denied the bad debt deduction because Trinco failed to prove the worthlessness of
the debt owed by the Canadian subsidiary. The subsidiary was still operating and
the debt hadn’t been written off.

The court cited section 23(s) of the Internal Revenue Code, stating that it provides
for the deduction of the net operating loss. The court quotes, “Having selected the
multiple corporate form as a mode of conducting business the parties cannot escape
the tax consequences of that choice, whether the problem is one of the taxability of
income received, as in the National Carbide case, or of the availability of deductions,
as in the Interstate Transit case.”

Practical Implications

This case underscores the importance of understanding the limitations of
consolidated returns regarding net operating losses. Attorneys should advise clients
on the separate taxpayer status of corporations, even within affiliated groups. They
should understand and apply the specific rules and regulations for consolidated
returns, particularly those concerning loss carry-back and carry-over. Clients should
carefully document any debt claimed as worthless, including the basis for the claim
and the timing of any write-offs, as this is a key requirement for a bad debt
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deduction. Furthermore, this case highlights the potential disadvantages of
operating through multiple corporations, especially when one entity experiences
losses. Later cases such as Capital Service, Inc. v. Commissioner have reinforced
this principle.
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