25 T.C. 903 (1956)

When corporations file consolidated tax returns, the basis of a parent company’s
stock in a subsidiary must be reduced by capital distributions made by the
subsidiary and by the amount of net operating losses of the subsidiary used in the
consolidated returns, even if the stock was issued after the losses occurred.

Summary

The United States Tax Court addressed whether a parent company’s stock basis in
its subsidiaries should be reduced by capital distributions and net operating losses
when consolidated income tax returns were filed. The court held that the basis of
the stock must be reduced by capital distributions made by the subsidiary to the
parent company, both in years with and without consolidated returns. Furthermore,
the basis of the stock must be reduced by the amount of the subsidiary’s net
operating losses that were utilized in the consolidated returns, even if the parent
acquired the stock after the losses occurred. The court emphasized the importance
of adhering to Treasury regulations, which had the force of law due to the broad
delegation of power to the Commissioner in the context of consolidated returns. The
dissenting opinion argued that the basis of new stock acquired by the parent should
not be reduced by prior net operating losses.

Facts

American Water Works Company, Inc. (the parent) filed consolidated income tax
returns with several affiliated corporations. The parent sold stock in Texarkana
Water Corporation and City Water Company of Chattanooga. The Commissioner
determined deficiencies based on the parent’s failure to reduce the basis of the
stock for capital distributions and net operating losses of the subsidiaries.
Texarkana had made capital distributions to the parent in years with and without
consolidated returns. Texarkana also had net operating losses in prior years, which
were utilized in consolidated returns. Chattanooga had made capital distributions to
the parent in years when consolidated returns were filed. Greenwich Water System,
Inc. (an affiliate) sold stock in Cohasset Water Company, which had also made
capital distributions to Greenwich and had net losses utilized in consolidated
returns. The Commissioner adjusted the parent’s basis in subsidiaries’ stock,
reducing the basis by the amount of capital distributions and net operating losses.
The parent challenged the adjustments.

Procedural History

The Commissioner determined deficiencies in the parent company’s income tax for
1948 and 1949. The parent petitioned the U.S. Tax Court for redetermination. The
cases, involving the deficiencies for 1948 and 1949, were consolidated. The Tax
Court upheld the Commissioner’s determinations.
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Issue(s)

1. Whether the basis of stock held by a member of an affiliated group of corporations
should be reduced by capital distributions made by the issuing corporations to the
parent corporation in years when consolidated income tax returns were filed, or also
in years when no such returns were filed?

2. Whether the basis of stock held by a member of an affiliated group of corporations
should be reduced by the amount of net operating losses sustained by the issuing
corporation and availed of in years when consolidated returns were filed, but before
the shares of stock in question were issued?

Holding

1. Yes, the basis of the stock must be reduced by the total amount of capital
distributions, made by the subsidiary to the parent, both in years when consolidated
income tax returns were filed and in years when such returns were not filed,
because the relevant Treasury regulations require such basis adjustments.

2. Yes, the basis of the stock held by the parent must be reduced by the amount of
net operating losses sustained by the subsidiary in the years when consolidated tax
returns were filed, because the relevant Treasury regulations also require that
adjustments be made for those losses, irrespective of when the stock was issued.

Court’s Reasoning

The court’s reasoning centered on interpreting the regulations governing
consolidated returns, specifically Regulations 104. The court emphasized that the
regulations had “legislative character” because of the broad delegation of power
from Congress to the Commissioner. The court found no basis to deviate from the
regulations. The regulations required the basis of stock to be adjusted in accordance
with the Internal Revenue Code, which mandates basis reductions for distributions
that are not dividends and for capital distributions. The court cited Internal Revenue
Code § 113(b)(1)(D) which provides for basis reduction “for the amount of
distributions previously made which... were tax-free or were applicable in reduction
of basis.” The court also held that net operating losses of the subsidiary must reduce
the basis of the parent’s stock because Regulation 104 § 23.34(c)(2) required an
adjustment to the basis on account of the losses.

The court distinguished between the basis rules for intercompany transactions
during a consolidated return period and the sale of stock by the parent to an outside
party. The capital distributions did not fall into the exception for intercompany
transactions.

The dissenting opinion argued that reducing the basis of stock acquired by the
parent, by losses of the subsidiary that occurred prior to the parent owning the
stock of the subsidiary, unjustly penalized the investor and did not align with the
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intent of the tax laws.
Practical Implications

This case is a crucial reminder of how closely basis calculations are tied to corporate
structure and the use of consolidated tax returns. Attorneys should understand that
consolidated tax returns are governed by complex regulations that require careful
attention to detail when computing basis. The decision highlights that the basis of
stock in a subsidiary can be reduced by distributions made by the subsidiary, even if
the distribution occurred in years when no consolidated tax returns were filed. It
also illustrates that net operating losses of a subsidiary utilized in a consolidated
return can impact the basis of the parent’s stock, even if acquired after the loss.

This case reinforces the need to review all relevant regulations, including
Regulations 104, to determine the proper basis of stock in situations where
consolidated returns are filed. Failing to make these basis adjustments can result in
unexpected tax liabilities. It also illustrates the complexity and potential for dispute
in corporate tax matters, particularly when subsidiaries are involved, and
consolidated returns are filed.

Later cases applying or distinguishing this ruling would likely involve interpretations
of the regulations regarding consolidated tax returns and basis adjustments,
especially in scenarios involving capital distributions, net operating losses, and stock
sales.
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