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OKC Corp. & Subsidiaries v. Commissioner, 78 T. C. 646 (1982)

Debt discharge in settlement of litigation is treated as ordinary income rather than a
retroactive purchase price reduction,  and an alkylation unit  must  meet specific
criteria to qualify for the investment tax credit.

Summary

In OKC Corp. & Subsidiaries v. Commissioner, the Tax Court addressed two key
issues: the tax treatment of debt discharge and the eligibility of an alkylation unit for
the investment tax credit. OKC Refining, Inc. , a subsidiary of OKC Corp. , faced a
dispute with Phillips Petroleum Co. over the price of refined products, leading to a
lawsuit. The settlement involved Phillips forgiving over $2. 6 million in debt owed by
OKC Refining. The court held that this debt discharge constituted ordinary income
as payment for settling the lawsuit, not as a retroactive reduction of the refinery’s
purchase price. Additionally, the court ruled that the alkylation unit constructed by
OKC Refining did not qualify for the investment tax credit as it was not considered
part of a pre-termination plant facility under the relevant tax code provisions.

Facts

OKC Corp. acquired an oil refinery from Phillips Petroleum Co. in 1966, forming
OKC Refining, Inc. as a subsidiary to operate it. The purchase was financed through
loans, with the expectation that income from oil import quotas would help repay the
debt. However, the value of these quotas declined, and disputes arose over the
prices Phillips paid for OKC Refining’s output. This led to a lawsuit in 1971, which
was settled with Phillips forgiving over $2. 6 million in debt.  Additionally,  OKC
Refining constructed an alkylation unit in 1969, which it claimed as eligible for the
investment tax credit.

Procedural History

The Commissioner of Internal Revenue issued notices of deficiency for the tax years
1969, 1970, and 1971, asserting that OKC Refining should recognize income from
the debt discharge and that the alkylation unit was not eligible for the investment
tax credit. OKC Corp. and its subsidiaries filed a petition with the Tax Court to
contest these deficiencies.

Issue(s)

1. Whether OKC Refining, Inc. must recognize income on the discharge during 1971
of indebtedness owed by it?
2. Whether the alkylation unit built by OKC Refining, Inc. , during 1969 is eligible
for the investment tax credit under section 49 of the Internal Revenue Code?

Holding
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1. Yes, because the debt discharge was a payment for settling the litigation, not a
retroactive reduction of the purchase price, and thus constitutes ordinary income.
2. No, because the alkylation unit  did not meet the criteria for pre-termination
property under section 49(b)(3) and thus was not eligible for the investment tax
credit.

Court’s Reasoning

The court applied the general rule from United States v. Kirby Lumber Co. that debt
discharge typically results in income. However, it recognized exceptions where the
debt discharge is a retroactive purchase price reduction. The court found that the
debt discharge in this case was not such an exception but was instead a payment to
settle the litigation over the price of refined products. The court emphasized that the
settlement was directly related to the output contract dispute, not the decline in the
refinery’s value. Regarding the alkylation unit, the court applied section 49 of the
Internal Revenue Code, finding that the unit was a separate processing operation
and not part of a pre-termination plant facility. Therefore, it did not qualify for the
investment tax credit. The court quoted from the Senate Report to clarify that a
single operating unit like the alkylation unit could not be considered part of a larger
integrated system for tax credit purposes.

Practical Implications

This  decision  clarifies  that  debt  discharge  in  settlement  of  litigation  must  be
analyzed based on the nature of the underlying dispute. If the debt discharge is
effectively payment for lost earnings or profits, it is treated as ordinary income. This
has significant implications for businesses settling litigation, as they must account
for the tax consequences of such settlements. Additionally, the case sets a precedent
for the eligibility of industrial units for the investment tax credit, emphasizing that
such units must be part of a pre-termination plant facility to qualify. This ruling
impacts  how  companies  structure  their  investments  and  claim  tax  credits,
particularly in industries with complex processing operations.  Subsequent cases
have cited OKC Corp.  & Subsidiaries v.  Commissioner when addressing similar
issues of debt discharge and tax credit eligibility.


