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Walt Disney Inc. v. Commissioner, 98 T. C. 518 (1992)

Investment  tax  credit  recapture  is  not  triggered  by  the  transfer  of  section  38
property between members of an affiliated group filing a consolidated tax return,
even if the property later leaves the group.

Summary

In Walt Disney Inc. v. Commissioner, the Tax Court ruled that Retlaw Enterprises,
Inc. was not required to recapture investment tax credits upon transferring assets to
a new subsidiary within an affiliated group. The court applied consolidated return
regulations  which  stated  that  such  intra-group  transfers  do  not  constitute  a
disposition  triggering  recapture.  Despite  the  IRS’s  attempt  to  apply  the  step
transaction doctrine to collapse the transfer and subsequent distribution of  the
subsidiary’s stock outside the group, the court found each step had independent
economic significance. This case underscores the importance of adhering to the
literal language of tax regulations and the need for clear legislative or regulatory
changes to alter tax treatment of such transactions.

Facts

Walt Disney Productions (Productions) sought to acquire certain assets from Retlaw
Enterprises, Inc. (Retlaw). To facilitate this, Retlaw transferred non-Disney assets to
a newly formed subsidiary, Flower Street, in exchange for stock. Retlaw and Flower
Street  filed  a  consolidated  return  for  the  period  covering  this  transfer.
Subsequently,  Retlaw distributed Flower Street’s  stock to  its  shareholders,  and
Productions acquired Retlaw’s stock. The IRS argued that this sequence of events
should trigger investment tax credit recapture under section 47(a)(1) due to the
disposition of section 38 property.

Procedural History

The  IRS  determined  a  deficiency  in  Retlaw’s  federal  income tax  and  required
recapture of investment tax credits. Retlaw, as the successor in interest to Walt
Disney Inc. , challenged this determination in the Tax Court. The court considered
the consolidated return regulations and the step transaction doctrine, ultimately
ruling in favor of the taxpayer.

Issue(s)

1. Whether the transfer of section 38 property from Retlaw to Flower Street within
an affiliated group filing a consolidated return constitutes a disposition triggering
investment tax credit recapture under section 47(a)(1)?

2. Whether the step transaction doctrine should be applied to collapse the transfer
of assets to Flower Street and the subsequent distribution of Flower Street’s stock
outside the group?
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Holding

1.  No,  because  the  consolidated  return  regulations  explicitly  state  that  such
transfers do not trigger recapture.

2. No, because each step in the transaction had independent economic significance
and was not undertaken solely for tax avoidance purposes.

Court’s Reasoning

The court applied section 1. 1502-3(f)(2)(i) of the Income Tax Regulations, which
states that transfers of section 38 property between members of an affiliated group
during  a  consolidated  return  year  are  not  treated  as  dispositions  triggering
recapture. The court rejected the IRS’s argument that the regulation assumed the
property would remain within the group, as no such requirement was stated in the
regulation. The court also found that the step transaction doctrine did not apply, as
each step in the transaction (the asset transfer to Flower Street and the distribution
of its stock) had independent economic significance and was undertaken for valid
business purposes. The court emphasized that the IRS had previously approved the
reorganization and the consolidated return filing, indicating acceptance of the steps’
validity. The court also referenced Tandy Corp. v. Commissioner, which supported
respecting each step in a transaction when they have independent substance and
are motivated by valid business purposes.

Practical Implications

This decision clarifies that the literal language of tax regulations governs the tax
treatment  of  transactions,  even  if  the  IRS  believes  the  result  is  unwarranted.
Taxpayers  can  rely  on  the  consolidated  return  regulations  to  structure  asset
transfers  within  an  affiliated  group  without  triggering  investment  tax  credit
recapture. The decision also limits the application of the step transaction doctrine,
requiring clear evidence of meaningless or unnecessary steps before collapsing a
transaction. Tax practitioners should carefully consider the economic significance of
each step in a transaction and document valid business purposes to avoid adverse
tax consequences. This case may influence future legislative or regulatory changes
to address perceived gaps in the tax code or regulations regarding the treatment of
intra-group transfers and subsequent distributions.


