Wyman-Gordon Co. and Rome Industries, Inc. , Petitioners v. Commissioner
of Internal Revenue, Respondent, 89 T. C. 207 (1987)

Discharge of indebtedness income not included in taxable income due to insolvency
does not increase a subsidiary’s earnings and profits for purposes of reducing an
excess loss account in a consolidated tax return context.

Summary

In Wyman-Gordon Co. v. Commissioner, the U. S. Tax Court addressed the treatment
of discharge of indebtedness income in the context of consolidated tax returns.
Wyman-Gordon, the parent company, canceled a debt owed by its insolvent
subsidiary, Woods & Copeland, and sought to use the discharge income to offset an
excess loss account held by another subsidiary, Rome Industries. The court held that
the discharge income could not be used to increase Woods & Copeland’s earnings
and profits, thereby preventing the offsetting of the excess loss account. This
decision was based on the policy to prevent double deductions and the specific
regulations governing excess loss accounts in consolidated tax returns.

Facts

Wyman-Gordon Co. , the parent of an affiliated group of corporations, canceled a
$2,038,161 debt owed by its insolvent second-tier subsidiary, Woods & Copeland,
and claimed a bad debt loss. Woods & Copeland did not include the discharge of
indebtedness income in its taxable income due to its insolvency but included it in its
earnings and profits, which were used by Rome Industries, a first-tier subsidiary, to
reduce its excess loss account related to its Woods & Copeland stock to zero. The
Commissioner challenged this treatment, arguing that the discharge income should
not be used to reduce the excess loss account.

Procedural History

The Commissioner issued a notice of deficiency to Wyman-Gordon and Rome
Industries for the tax years 1977, 1978, and 1979, asserting that the discharge of
indebtedness income should not be included in Woods & Copeland’s earnings and
profits to reduce the excess loss account. The case was submitted for decision under
Rule 122 of the Tax Court Rules of Practice and Procedure. The Tax Court ruled in
favor of the Commissioner.

Issue(s)

1. Whether discharge of indebtedness income that is excluded from a subsidiary’s
taxable income due to its insolvency may be included in the subsidiary’s earnings
and profits to reduce an excess loss account held by another subsidiary in a
consolidated tax return context.

Holding
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1. No, because allowing such income to increase earnings and profits would permit
the affiliated group to avoid recognizing the excess loss account, contrary to the
policy of preventing double deductions under the consolidated return regulations.

Court’s Reasoning

The court reasoned that the consolidated return regulations under Section 1502 aim
to prevent tax avoidance and ensure that income and losses are accurately reflected.
Specifically, the regulations require the recognition of an excess loss account upon
certain disposition events, including the realization of discharge of indebtedness
income by an insolvent subsidiary. The court emphasized that allowing the discharge
income to increase earnings and profits and thereby reduce the excess loss account
would contravene the policy against double deductions, as it would allow the group
to benefit from the subsidiary’s losses twice—once through a reduction in
consolidated taxable income and again by avoiding the recognition of the excess loss
account. The court distinguished prior cases and rulings, noting that they did not
involve the context of excess loss accounts and consolidated returns. The court also
considered subsequent statutory changes but found them inapplicable to the case at
hand, as they were enacted after the tax years in question and included mechanisms
to prevent the tax mischief that would arise from the rule sought by the petitioners.

Practical Implications

This decision clarifies that discharge of indebtedness income cannot be used to
increase a subsidiary’s earnings and profits for the purpose of offsetting an excess
loss account in a consolidated tax return context. Practitioners must ensure that
such income is not used to avoid recognizing excess loss accounts, thereby
preventing the affiliated group from obtaining double tax benefits. This ruling may
influence how affiliated groups structure their debt forgiveness and the timing of
subsidiary liquidations to manage their tax liabilities effectively. Subsequent cases
and legislative amendments have further refined these rules, but the principle
established in Wyman-Gordon remains a cornerstone for understanding the
treatment of discharge income in consolidated returns.
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