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Woods Investment Co. v. Commissioner, 85 T. C. 274 (1985)

The basis of a subsidiary’s stock in a consolidated return must be adjusted based on
the subsidiary’s earnings and profits, not its taxable income.

Summary

In Woods Investment Co. v. Commissioner, the Tax Court addressed whether the
taxpayer correctly computed the basis in its subsidiaries’ stock for the purpose of
reporting gain from the sale of the stock in 1978. The court held that the basis
adjustments should be made according to the subsidiaries’ earnings and profits, as
defined by the consolidated return regulations and section 312(k), which requires
using straight-line depreciation for earnings and profits calculations. Despite the
IRS’s argument for a double deduction, the court upheld the taxpayer’s method,
emphasizing that the IRS’s regulations did not mandate further adjustments beyond
those based on earnings and profits.

Facts

Woods Investment Co. , the petitioner, was the parent of an affiliated group filing
consolidated federal income tax returns. In 1978, it sold all stock of its wholly owned
subsidiaries—United Transports, Inc. , Auto Warehousers, Inc. , Star Manufacturing
Co.  ,  and Star  Realty  Management,  Inc.  —to WDS, Inc.  The IRS determined a
deficiency  in  Woods’  1978  federal  income tax,  arguing  that  Woods  improperly
computed the basis in its subsidiaries’ stock, resulting in an understated gain from
the sale. Woods calculated its basis using the subsidiaries’ earnings and profits,
adjusted for straight-line depreciation as mandated by section 312(k), while the IRS
contended that  the basis  should be reduced by the excess  of  accelerated over
straight-line depreciation taken by the subsidiaries.

Procedural History

The IRS issued a notice of deficiency to Woods Investment Co. for the tax year 1978,
claiming  that  the  company  had  underreported  the  gain  from  the  sale  of  its
subsidiaries’  stock  due  to  an  incorrect  calculation  of  the  stock’s  basis.  Woods
contested the deficiency and filed a petition with the United States Tax Court. After
reviewing briefs and hearing oral arguments, the Tax Court ruled in favor of Woods,
affirming its method of basis calculation under the applicable regulations.

Issue(s)

1. Whether the basis of a subsidiary’s stock, when a consolidated return is filed,
should be adjusted based on the subsidiary’s earnings and profits or its taxable
income.

Holding
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1.  Yes,  because  the  consolidated  return  regulations  under  section  1.  1502-32
specifically require basis adjustments to be made based on the subsidiary’s earnings
and profits,  which are calculated using straight-line depreciation as per section
312(k).

Court’s Reasoning

The Tax Court’s decision hinged on the interpretation of the consolidated return
regulations,  specifically  section  1.  1502-32,  which  mandates  basis  adjustments
based on earnings and profits rather than taxable income. The court noted that
section 312(k) requires the use of straight-line depreciation in calculating earnings
and  profits,  which  Woods  correctly  applied.  The  IRS  argued  for  an  additional
reduction in basis to prevent a “double deduction,” but the court found no such
requirement in the regulations. The court emphasized the legislative nature of the
regulations and the IRS’s power to amend them if dissatisfied with the outcome. The
court also distinguished the case from Ilfeld Co. v. Hernandez, stating that section 1.
1502-32  comprehensively  addresses  the  issue,  making  judicial  interference
unnecessary. The court concluded that the basis adjustment rules under section 1.
1502-32 are the proper method and that no further adjustment was required beyond
those based on earnings and profits.

Practical Implications

This decision clarifies that when calculating the basis of a subsidiary’s stock for
consolidated return purposes, the focus should be on the subsidiary’s earnings and
profits, adjusted according to section 312(k). This ruling has implications for tax
planning and compliance for corporations filing consolidated returns, emphasizing
the need to adhere strictly to the regulations regarding basis adjustments. It also
highlights the importance of the IRS’s regulatory authority and the potential need
for regulatory amendments if changes are desired. The case serves as a precedent
for similar disputes, illustrating that without clear regulatory provisions, courts will
not impose additional basis adjustments beyond those specified in the regulations.
Subsequent  cases  involving  basis  adjustments  in  consolidated  returns  should
consider this ruling when determining the appropriate method of calculation.


