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Georgia-Pacific Corp. v. Commissioner, 63 T. C. 790 (1975)

An excess loss account must be included in income upon the deemed disposition of a
subsidiary’s stock in a consolidated group.

Summary

Georgia-Pacific  Corporation (GPC) acquired all  assets of  Colortype in a tax-free
reorganization. Colortype had previously used losses from its subsidiary, McDonald,
to  offset  its  consolidated  income.  Upon  Colortype’s  deemed  disposition  of
McDonald’s stock at the end of 1968, the IRS required Colortype to include the
excess loss account in income. The court upheld this, confirming that the advances
from Colortype to McDonald were loans, not capital contributions, and that the
pre-1971 consolidated return regulations were valid. This decision emphasizes the
need for careful tax planning in corporate reorganizations and the importance of
understanding the timing and characterization of intercompany transactions.

Facts

Colortype acquired McDonald Printing Division in 1964, forming McDonald as a
wholly owned subsidiary. Colortype contributed $400,000 for McDonald’s stock and
made subsequent advances of $700,000 in July 1964 and $300,000 in September
1967, treated as loans. McDonald experienced losses, which Colortype used to offset
its consolidated income. In 1969, GPC acquired all of Colortype’s assets in a tax-free
reorganization under section 368(a)(1)(C). Due to not filing a consolidated return for
the short  period January 1 to January 7,  1969,  Colortype was deemed to have
disposed of its McDonald stock on December 31, 1968, triggering an excess loss
account of $312,683.

Procedural History

The IRS assessed a deficiency against Colortype for 1968, which GPC, as transferee,
contested. The Tax Court upheld the IRS’s determination, ruling that the advances
were loans and that the consolidated return regulations were valid.

Issue(s)

1.  Whether  the  advances  made  by  Colortype  to  McDonald  in  July  1964  and
September 1967 were loans or capital contributions.
2.  Whether Colortype must report  the excess loss account as income upon the
deemed disposition of McDonald’s stock.

Holding

1. No, because the advances were intended to be and remained loans through 1968,
as evidenced by the parties’ treatment and formal documentation.
2. Yes, because under the consolidated return regulations in effect at the time, the
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excess loss account must be included in income upon the deemed disposition of the
subsidiary’s stock.

Court’s Reasoning

The court  analyzed several  factors  to  determine that  the advances were loans,
including the intent of the parties, formal indicia of indebtedness, and the treatment
of the advances on the books and records. The court emphasized that a change in
economic circumstances alone does not convert a loan into equity without a clear
demonstration of  changed intent.  Regarding the excess  loss  account,  the  court
upheld  the  validity  of  the  consolidated  return  regulations,  stating  that  these
regulations were legislative in nature and that the parties had consented to them by
filing consolidated returns. The court rejected the argument that the regulations did
not clearly reflect income, noting that the regulations allowed for more than one
method of income reflection and that the timing of income recognition under the
pre-1971 rule was permissible.

Practical Implications

This decision underscores the importance of accurately characterizing intercompany
transactions  and  understanding  the  tax  implications  of  consolidated  returns.
Companies must be aware that the deemed disposition of a subsidiary’s stock can
trigger income recognition of an excess loss account, even in the absence of an
actual sale. The ruling also highlights the potential impact of regulatory changes, as
the court noted the 1971 amendment allowing offsets against loans, which did not
apply retroactively. Practitioners should consider the timing of reorganizations and
the filing of consolidated returns to minimize tax liabilities. Subsequent cases, such
as those interpreting the post-1971 regulations, have distinguished this ruling based
on the application of the newer rules.


