Northwestern Steel & Supply Co. , Inc. v. Commissioner, 51 T. C. 364 (1968)

Constructive ownership rules do not reduce a shareholder’s actual ownership
percentage in determining parent-subsidiary controlled group status under Section
1563.

Summary

In Northwestern Steel & Supply Co. , Inc. v. Commissioner, the Tax Court
determined that Hansen Building Specialties, Inc. , and Northwestern Steel &
Supply Co. , Inc. , formed a parent-subsidiary controlled group under Section
1563(a)(1) of the Internal Revenue Code. The court ruled that the constructive
ownership of stock options by an employee, Fred M. Archerd, did not dilute the
actual ownership percentage of Hansen Building in Northwestern. Consequently,
both corporations were limited to one surtax exemption under Section 1561. The
decision emphasized that constructive ownership provisions are meant to increase,
not decrease, a shareholder’s ownership for tax purposes.

Facts

Hansen Building Specialties, Inc. (Hansen Building) owned 600 shares of
Northwestern Steel & Supply Co. , Inc. (Northwestern), representing 90% of
Northwestern’s stock at the end of 1965. Fred M. Archerd, an employee, held an
option to acquire up to 25% of Northwestern’s stock over ten years, contingent on
the company’s profitability. By the end of 1968, Archerd had acquired 163 shares,
increasing his ownership to 21%. Despite this, Hansen Building’s ownership
remained at 600 shares, which was 79% of the total outstanding shares. The issue
was whether Hansen Building’s ownership percentage was affected by Archerd’s
option for the purposes of determining a controlled group under Section 1563.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the federal
income taxes of Hansen Building and Northwestern for the years 1966 through
1968, asserting they were a parent-subsidiary controlled group limited to one surtax
exemption. The petitioners contested this determination, arguing that Archerd’s
option reduced Hansen Building’s ownership below the 80% threshold required for a
controlled group. The case was brought before the Tax Court, which heard the
arguments and issued its opinion in 1968.

Issue(s)

1. Whether the constructive ownership of stock options by Fred M. Archerd reduced
Hansen Building Specialties, Inc. ‘s actual ownership percentage in Northwestern
Steel & Supply Co. , Inc. , for the purpose of determining if they constituted a
parent-subsidiary controlled group under Section 1563(a)(1).
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Holding

1. No, because the constructive ownership rules under Section 1563(e)(1) do not
dilute another shareholder’s actual ownership percentage; they only apply to the
individual holding the option.

Court’s Reasoning

The court reasoned that the purpose of constructive ownership provisions, including
Section 1563(e)(1), is to prevent tax avoidance by attributing ownership to the
option holder, not to dilute the ownership of other shareholders. The court cited the
legislative history and analogous provisions in the Code, emphasizing that
constructive ownership rules increase, rather than decrease, a shareholder’s
interest. The court specifically noted that even if Archerd’s option were considered
as constructively owned stock, it would not affect Hansen Building’s actual
ownership percentage. The court also addressed the irrelevance of whether the
option was for unissued or outstanding stock, stating that constructive ownership
applies on an individual basis. The decision was supported by references to other
cases and IRS regulations that upheld this interpretation of constructive ownership
rules.

Practical Implications

This decision clarifies that in determining the existence of a parent-subsidiary
controlled group, constructive ownership rules do not reduce a shareholder’s actual
ownership percentage. Practically, this means that corporations cannot use
employee stock options to avoid being classified as a controlled group and thereby
circumvent the single surtax exemption limitation under Section 1561. Legal
practitioners should consider this ruling when advising clients on corporate
structuring and tax planning, ensuring that all potential controlled group scenarios
are analyzed based on actual ownership percentages. The case also underscores the
importance of understanding the intent behind constructive ownership provisions in
the Internal Revenue Code, which is to prevent tax avoidance rather than to
facilitate it. Subsequent cases and IRS guidance have followed this interpretation,
reinforcing the court’s stance on constructive ownership.
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