Electronic Sensing Products, Inc. v. Commissioner, 69 T. C. 276 (1977)

A consolidated net operating loss attributable to a subsidiary cannot be carried back
to offset income of the parent corporation in a prior year if the subsidiary filed a
separate return for that year.

Summary

Electronic Sensing Products, Inc. (ESP) and its subsidiaries filed a consolidated tax
return for 1973, showing a net operating loss. ESP sought to carry back this loss to
offset its 1972 income. However, the court held that the portion of the loss
attributable to subsidiary Homecraft, which had filed a separate return for a short
period in 1972, could not be carried back to ESP’s 1972 separate return year. This
decision was based on the IRS regulation that prohibits such carrybacks when the
subsidiary existed and filed a separate return in the carryback year.

Facts

ESP organized Homecraft on October 6, 1972, and Decor on February 15, 1973, as
wholly owned subsidiaries. ESP filed a separate return for its fiscal year ended
October 31, 1972, showing taxable income. Homecraft filed a separate return for its
short taxable year from October 6, 1972, to October 31, 1972, showing a net
operating loss. In 1973, ESP, Homecraft, and Decor filed a consolidated return,
reflecting a consolidated net operating loss. ESP sought to carry back this loss to
offset its 1972 income but the IRS disallowed the portion attributable to Homecraft.

Procedural History

The case was brought before the U. S. Tax Court on a joint motion for partial
summary judgment. The Tax Court decided the issue based on the stipulated facts
and applicable IRS regulations.

Issue(s)

1. Whether the consolidated net operating loss attributable to Homecraft for the
taxable year ended October 31, 1973, can be carried back and offset against ESP’s
income for the taxable year ended October 31, 1972, under section 1. 1502-79(a)(2)
of the Income Tax Regulations.

Holding

1. No, because Homecraft filed a separate return for the period October 6, 1972, to
October 31, 1972, and thus did not meet the criteria of section 1. 1502-79(a)(2)
which allows carrybacks only if the subsidiary was not in existence in the carryback
year.

Court’s Reasoning
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The court relied on section 1. 1502-79(a)(2) of the Income Tax Regulations, which
states that a consolidated net operating loss attributable to a member cannot be
apportioned to a prior separate return year for which such member was in existence
and filed a separate return. The court distinguished this case from Nibur Building
Corp. v. Commissioner, where the subsidiary did not exist in the carryback year. The
court emphasized that Homecraft’s existence and filing of a separate return in 1972
precluded the carryback of its losses to ESP’s 1972 income. The court also noted
prior case law and regulations supporting the separate taxpayer status of
corporations within a consolidated group.

Practical Implications

This decision clarifies the limits on carrying back consolidated net operating losses
when a subsidiary has previously filed a separate return. It affects tax planning for
corporations considering consolidated returns, emphasizing the importance of
understanding the tax history of each subsidiary. Practitioners must carefully assess
whether subsidiaries have filed separate returns in prior years when planning loss
carrybacks. This ruling may influence how businesses structure their operations and
tax filings to optimize loss utilization. Subsequent cases have generally followed this
precedent, reinforcing the principle that a subsidiary’s prior separate return filing
can limit carryback options.
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