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Luckman v. Commissioner, 55 T. C. 513 (1970)

Earnings and profits of acquired corporations cannot be offset by pre-acquisition
deficits of the acquiring corporation for dividend taxation purposes.

Summary

In Luckman v. Commissioner, the Tax Court ruled on the taxation of dividends from
Rapid American Corporation (Rapid)  to its  shareholder,  Sid Luckman. The case
focused on three key issues regarding the computation of Rapid’s earnings and
profits (E&P) for 1961: whether a deficit could offset acquired corporations’ E&P,
whether installment sale income should be disregarded if later resulting in a loss,
and whether adjustments to prior years’ taxable income should affect E&P. The
court held that Rapid’s pre-acquisition deficit could not offset the E&P of acquired
companies, installment sale income must be included in E&P calculations, and prior
years’ adjustments do impact E&P. The decision clarified the application of sections
381,  453,  and  312  of  the  Internal  Revenue  Code,  emphasizing  the  statutory
framework for calculating corporate E&P for dividend taxation.

Facts

Sid Luckman, a shareholder of Rapid American Corporation, received $37,245. 75 in
cash distributions in 1961, which he did not report as dividend income, following
Rapid’s advice that these were returns of capital. Rapid had a net deficit in its
accumulated  earnings  and profits  as  of  January  31,  1961,  due  to  stock  option
exercises. In 1961, Rapid acquired and liquidated the Cellu-Craft companies, which
had positive earnings and profits. Rapid also reported income from an installment
sale of its American Paper Specialty division, which later resulted in a loss. The IRS
adjusted Rapid’s taxable income for years prior to 1961, increasing its earnings and
profits.  The  issues  arose  from how these  factors  affected  the  taxability  of  the
distributions to Luckman.

Procedural History

The Tax Court initially decided on the principal question of the taxability of the
distributions in 1968, but did not address three subsidiary questions. The Seventh
Circuit reversed this decision in 1969 and remanded the case to the Tax Court to
address these questions. The parties then stipulated the necessary facts, and the Tax
Court issued a supplemental opinion in 1970 addressing these subsidiary issues.

Issue(s)

1. Whether the deficit in Rapid’s earnings and profits offsets earnings and profits of
corporations  acquired  under  section  332  so  that  distributions  to  shareholders
subsequent to the acquisitions are considered to be a return of capital rather than a
distribution of the acquired corporations’ earnings and profits?
2. Whether income recognized by Rapid from an installment sale in fiscal years 1961
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and 1962 should be disregarded in computing Rapid’s earnings and profits for those
years where the installment sale ultimately resulted in a net loss to Rapid?
3. Whether the IRS’s determination that Rapid’s taxable income prior to 1961 was
greater than reported requires a retroactive adjustment in Rapid’s earnings and
profits at January 31, 1961, and thereafter?

Holding

1. No, because section 381(c)(2)(B) of the Internal Revenue Code specifies that a
deficit in earnings and profits of the acquiring corporation can only offset earnings
and  profits  accumulated  after  the  date  of  transfer,  not  those  of  the  acquired
corporation.
2. No, because sections 453 and 312(f)(1) require that income from an installment
sale be included in earnings and profits calculations for the year it is reported,
regardless of later losses.
3. Yes, because the disallowed deductions prior to 1961, as agreed upon by Rapid,
increase its earnings and profits as of January 31, 1961, and the burden of proof to
show otherwise was on the petitioner.

Court’s Reasoning

The court applied the statutory rules of sections 381, 453, and 312 of the Internal
Revenue Code. For the first issue, the court emphasized that section 381(c)(2)(B)
prevents a pre-acquisition deficit from offsetting the earnings and profits of acquired
corporations, adhering to the legislative intent as explained in the Senate and House
Reports.  The  court  rejected  the  petitioner’s  argument  that  this  resulted  in
unconstitutional taxation of capital, noting that the distributions were derived from
the  acquired  companies’  earnings  and  profits.  On  the  second  issue,  the  court
reasoned that the installment method required reporting income as it was received,
and later losses did not retroactively negate this income for earnings and profits
calculations. For the third issue, the court upheld the IRS’s adjustments to Rapid’s
prior years’ taxable income, as the petitioner failed to challenge the disallowed
deductions,  thus necessitating an increase in  Rapid’s  earnings and profits.  The
court’s  decision was guided by the need to  follow the statutory framework for
calculating corporate earnings and profits for dividend taxation.

Practical Implications

This decision impacts how corporate earnings and profits are calculated for dividend
taxation, particularly in the context of corporate acquisitions and installment sales.
Attorneys and tax professionals must consider the statutory limitations on offsetting
deficits against acquired earnings and profits, as well as the requirement to include
installment  sale  income  in  earnings  and  profits  calculations  regardless  of
subsequent losses. The ruling also underscores the importance of challenging IRS
adjustments  to  prior  years’  taxable  income if  they  affect  current  earnings  and
profits. Subsequent cases have applied these principles, reinforcing the need for
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careful calculation of earnings and profits in complex corporate transactions. This
case serves as a reminder of the importance of understanding the interplay between
different sections of the tax code in corporate tax planning and litigation.


