79 T.C. 810 (1982)

When multiple deductions are each limited by a percentage of taxable income, and
one deduction’s limitation is contingent on the presence of a net operating loss, the
deduction whose limitation is not contingent on a net operating loss should be
calculated first to determine taxable income.

Summary

Lastarmco, Inc. faced a tax deficiency dispute with the IRS regarding deductions for
dividends received and percentage depletion for its 1975 fiscal year. Both
deductions were limited by a percentage of “taxable income,” creating a circular
problem in calculation. Lastarmco argued for deducting percentage depletion first,
resulting in a net operating loss and full dividend received deduction. The IRS
argued for simultaneous equations or deducting dividends received first, resulting in
taxable income and limited deductions. The Tax Court sided with Lastarmco, holding
that percentage depletion should be deducted first to determine if a net operating
loss exists, thereby resolving the circularity and allowing the full dividends-received
deduction if a net operating loss is found.

Facts

Lastarmco, Inc., a soft drink bottler and investor, was entitled to both a dividends-
received deduction under I.R.C. § 243(a)(1) and a percentage depletion allowance
under I.R.C. § 613A(c) for the fiscal year ended June 30, 1975. Both deductions were
limited by a percentage of “taxable income” under I.R.C. § 246(b)(1) (for dividends
received) and I.R.C. § 613A(d)(1) (for percentage depletion). Calculating taxable
income for each limitation required knowing the other deduction, creating a circular
dependency. Lastarmco calculated percentage depletion first, resulting in a net
operating loss and claiming the full dividends-received deduction. The IRS argued
for a simultaneous calculation or deducting dividends received first, which resulted
in taxable income and limited deductions.

Procedural History

Lastarmco filed its corporate income tax return for the fiscal year ended June 30,
1975, claiming deductions for dividends received and percentage depletion. The IRS
determined deficiencies, arguing for a different method of calculating the limitations
on these deductions. Lastarmco petitioned the Tax Court to contest the IRS’s
determination.

Issue(s)

1. Whether Lastarmco experienced a net operating loss in its fiscal year ended June
30, 1975, which would exempt the dividends-received deduction from the taxable
income limitation.
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2. If there was no net operating loss, what method should be used to apply the
taxable income limitations of I.R.C. §§ 613A(d)(1) and 246(b)(1) when calculating
deductions for percentage depletion and dividends received.

Holding

1. Yes, Lastarmco experienced a net operating loss because the percentage
depletion deduction should be calculated before the dividends-received deduction
for the purpose of determining if a net operating loss exists.

2. Not addressed because the court found a net operating loss.
Court’s Reasoning

The Tax Court found a “gap” in the statutory framework as Congress did not provide
an ordering rule for these deductions. The court rejected the IRS’s argument for
simultaneous equations or deducting dividends received first, finding no statutory
support and deeming it overly complex. The court emphasized that .R.C. § 172(d)(5)
allows the full dividends-received deduction when calculating a net operating loss,
indicating congressional intent to provide full benefit of this deduction in loss years.
The court drew an analogy to I.R.C. § 170(b)(2)(B) for charitable contributions,
which specifies that the charitable deduction is calculated before the dividends-
received deduction. The court reasoned that a sensible construction of the statutes,
considering legislative intent, requires ranking the deductions and calculating the
percentage depletion deduction first. The court stated, “The legislative intent is to
be drawn from the whole statute, so that a consistent interpretation may be reached
and no part shall perish or be allowed to defeat another.” By deducting percentage
depletion first, the court determined Lastarmco had a net operating loss, thus
allowing the full dividends-received deduction and resolving the deficiency for the
1975 tax year.

Practical Implications

Lastarmco provides crucial guidance on handling circularity issues when multiple
tax deductions are limited by taxable income. It establishes that when one
deduction’s limitation (like dividends-received) is waived in case of a net operating
loss, deductions not contingent on net operating loss (like percentage depletion)
should be calculated first to determine if a net operating loss exists. This case
clarifies that courts will look to legislative intent and analogous statutes to resolve
statutory gaps and avoid interpretations leading to absurd or unintended
consequences. It prevents taxpayers from losing the benefit of deductions due to the
interaction of percentage limitations and emphasizes a practical, sequential
approach to deduction calculations in complex tax scenarios. Later cases should
analyze deduction ordering based on whether a deduction’s limitation is contingent
on a net operating loss, following the principle of calculating non-contingent
deductions first.
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