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Wisconsin River Power Co. v. Commissioner, 124 T. C. 31 (U. S. Tax Ct.
2005)

In a significant tax ruling, the U. S. Tax Court clarified the calculation of interest
expense deductions for financial institutions within consolidated groups. The court
ruled that Peoples State Bank, part of Wisconsin River Power Co. ‘s affiliated group,
was not required to include tax-exempt obligations owned by its subsidiary, PSB
Investments, Inc. , in its calculation of interest expense deductions under sections
265(b) and 291(e). This decision reinforces the principle that each entity within a
consolidated group must be treated separately for tax purposes,  impacting how
financial institutions manage their tax-exempt investments and interest deductions.

Parties

Wisconsin River Power Co. , the petitioner, filed a consolidated Federal corporate
income tax return on behalf of its affiliated group, which included its wholly owned
subsidiary,  Peoples  State  Bank,  and  Peoples’  wholly  owned  subsidiary,  PSB
Investments, Inc. The respondent was the Commissioner of Internal Revenue.

Facts

Wisconsin River Power Co. was a holding company and the common parent of an
affiliated group filing consolidated Federal income tax returns. Peoples State Bank,
a  wholly  owned  subsidiary  of  Wisconsin  River  Power  Co.  ,  organized  PSB
Investments, Inc. in Nevada in 1992 to manage its securities investment portfolio
and reduce its state tax liability. From 1992 through 2002, Peoples transferred cash,
tax-exempt  obligations,  taxable  securities,  and  loan  participations  to  PSB
Investments.  During the years in question (1999-2002),  PSB Investments owned
almost all of the group’s tax-exempt obligations, while Peoples incurred significant
interest expenses. The Commissioner determined deficiencies in the group’s Federal
income taxes for those years, asserting that Peoples should include the tax-exempt
obligations owned by PSB Investments in calculating its interest expense deductions
under sections 265(b) and 291(e).

Procedural History

The case was submitted to the U. S. Tax Court under Rule 122 for decision without
trial.  Wisconsin  River  Power  Co.  petitioned  the  court  to  redetermine  the
Commissioner’s determination of deficiencies in the group’s Federal income taxes
for 1999, 2000, 2001, and 2002. The Commissioner conceded that PSB Investments
was not a sham and was created to reduce state taxes, but maintained that the tax-
exempt  obligations  owned  by  PSB  Investments  should  be  included  in  Peoples’
calculation of interest expense deductions.

Issue(s)

Whether Peoples State Bank must include the tax-exempt obligations purchased and
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owned by its  subsidiary,  PSB Investments,  Inc.  ,  in  the  calculation of  Peoples’
average adjusted bases of tax-exempt obligations under sections 265(b)(2)(A) and
291(e)(1)(B)(ii)(I)?

Rule(s) of Law

Sections 265(b) and 291(e) of the Internal Revenue Code disallow a deduction for
the portion of a financial institution’s interest expense that is allocable to tax-exempt
obligations. The relevant text of these sections refers to “the taxpayer’s average
adjusted bases. . . of tax-exempt obligations” and “average adjusted bases for all
assets of the taxpayer. “

Holding

The U. S. Tax Court held that Peoples State Bank does not have to include the tax-
exempt obligations purchased and owned by PSB Investments, Inc. in the calculation
of  Peoples’  average  adjusted  bases  of  tax-exempt  obligations  under  sections
265(b)(2)(A) and 291(e)(1)(B)(ii)(I).

Reasoning

The court’s reasoning focused on the plain language of the statutes, which refer to
the  “taxpayer’s”  obligations  and  assets,  indicating  that  each  entity  within  a
consolidated group must be treated separately for tax purposes. The court rejected
the Commissioner’s  argument  that  the adjusted basis  of  Peoples’  stock in  PSB
Investments should be considered as including the tax-exempt obligations owned by
PSB Investments. The court noted that Congress knew how to require aggregation
of assets between related taxpayers but did not do so in the relevant statutes. The
court also declined to apply the “look-through” approach suggested by Revenue
Ruling 90-44,  finding it  inconsistent with the statutory text  and not  entitled to
deference under the Skidmore standard. The court emphasized that financial and
regulatory accounting do not control tax reporting and that the Commissioner had
not  exercised  discretion  under  sections  446(b)  or  482  to  reallocate  income or
deductions.

Disposition

The court sustained the petitioner’s reporting position and held that the numerator
does  not  include  the  tax-exempt  obligations  purchased  and  owned  by  PSB
Investments. The decision was to be entered under Rule 155.

Significance/Impact

This decision clarifies the treatment of tax-exempt obligations within consolidated
groups and reinforces the principle that each entity within such a group must be
treated  as  a  separate  taxpayer  for  purposes  of  calculating  interest  expense
deductions.  The  ruling  may  impact  how  financial  institutions  structure  their
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investments and subsidiaries to manage their tax liabilities. It also highlights the
limited deference given to revenue rulings and the importance of statutory text in
interpreting tax laws.


