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TAM 8302014 (IRS TAM), 1982 WL 204623

Internal Revenue Service (I.R.S.)
Technical Advice Memorandum

September 30, 1982
Section 312 -- Effect on Earnings and Profits (Decrease v. No Decrease)
312.00-00 Effect on Earnings and Profits (Decrease v. No Decrease)
312.11-00 Depreciation
Section 1016 -- Adjustment v. No Adjustment to Basis
1016.00-00 Adjustment v. No Adjustment to Basis
Section 1502 -- Regulations Governing Consolidated Returns (May v. May Not File Consolidated Returns)
1502.00-00 Regulations Governing Consolidated Returns (May v. May Not File Consolidated Returns)
1502.32-00 Investment Adjustment

ISSUE:

Whether section 312(k) of the Internal Revenue Code, which limits the effect of accelerated depreciaton on earnings and
profits to straight-line depreciation to prevent certain taxfree distributions, should operate to frustrate the consolidated return
regulations which require a parent corporation to account for its subsidiary's results of operations that have been included in
the consolidated return by adjusting its basis in the subsidiary's shares of stock so that it will not duplicate those results on
disposition of the shares of stock?
 
FACTS:

P acquired shares of stock of S during 1975 and sold them in 1978. S computed depreciation by using accelerated methods for
each of those four years. S was included in P's consolidated federal income tax return. In accordance with section 1.1502-32 of
the Income Tax Regulations, P adjusted its basis in S's shares of stock at the close of each consolidated return year to reflect
S's increase or deficit in earnings and profits (E&P) for each year. In making these adjustments, P considered the E&P of S
as determined under section 312 of the Code. Under section 312(k) E&P is determined without regard to any depreciation of
an asset in excess of the amount that would be allowed under a straight-line method. At the time P sold S's shares of stock,
the gain recognized on the transaction was less than it would have been had the basis been reduced by the actual amount of
the accelerated depreciation taken.
 
APPLICABLE LAW:

Section 312(k)(1) of the Code provides that for purposes of computing the earnings and profits of a corporation for any taxable
year beginning after June 30, 1972, the allowance for depreciation (and amortization, if any) shall be deemed to be the amount
which would be allowable for such year if the straight line method of depreciation had been used for each taxable year beginning
after June 30, 1972.

Section 1.1502-32(a) of the regulations provides, in part, that as of the end of each consolidated return year, each member
owning stock in a subsidiary shall adjust the basis of such stock in the manner prescribed in this section. In the case of a
disposition (as defined in § 1.1502-19(b)) of stock of a subsidiary before the end of the taxable year, the adjustment with respect
to such stock shall be made as of the date of disposition. The amount of such adjustment shall be the difference between the
positive adjustment described in paragraph (b)(1) or (c)(1) of this section, whichever is applicable, and the negative adjustment
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described in paragraph (b)(2) or (c)(2) of this section, whichever is applicable. Such difference is referred to in this section as
the ‘net positive adjustment’ or the ‘net negative adjustment’, as the case may be.

Section 1.1502-32(b)(1) of the regulations provides, in part, that the positive adjustment with respect to a share of stock which
is not limited and preferred as to dividends shall be the sum of—
(i) An allocable part of the undistributed earnings and profits of the subsidiary for the taxable year; and

(ii) An allocable part of the portion of any consolidated net operating loss or consolidated net capital loss for the taxable year
which is attributable to such subsidiary under § 1.1502-79(a)(3) or (b)(2), and which is not acarried back and absorbed in a
prior taxable year.

Section 1.1502-32(b)(2) of the regulations provides, in part, that the negative adjustment with respect to a share of stock which
is not limited and preferred as to dividends shall be the sum of—
(i) An allocable part of the deficit in earnings and profits of the subsidiary for the taxable year (determined under § 1.1502-33);

(ii) An allocable part of any net operating loss or net capital loss incurred by the subsidiary in a prior separate return year, and
of any portion of a consolidated net operating loss or consolidated net capital loss incurred by the group in a prior consolidiated
return year which is attributable to such subsidiary under § 1.1502-79(a)(3) or (b)(2), and which is carried over and absorbed
in the taxable year; and

(iii) Distributions made by the subsidiary during the taxable year with respect to such share out of earnings and profits of the
subsidiary—

(a) Accumulated in prior consolidated return years beginning after December 31, 1965;

(b) Accumulated in preaffiliation years of the subsidiary, if the distribution occurs on or before August 9, 1979; or

(c) Accumulated in separate return limitation years of the subsidiary, if the distribution occurs after August 9, 1979.

Section 1.1502-80 of the regulations provides, in part, that the Code, or other law, shall be applicable to the group to the extent
the regulations do not exclude its application.

Section 1.1016-6(a) of the regulations provides that adjustments must always be made to eliminate double deductions or their
equivalent. Thus, in the case of the stock of a subsidiary company, the basis thereof must be properly adjusted for the amount
of the subsidiary company's losses for the years in which consolidated returns were made.
 
RATIONALE:

It will be illustrated first by example how P has taken a double deduction by not adjusting its basis in its S stock for the
excess of accelerated depreciation over straight-line depreciation. Then, after examining and rejecting taxpayer's arguments to
the contrary, it will be demonstrated that such a double deduction is contrary to Congressional intent, the mandate of section
1.1016-6(a) of the regulations, and case law.

The issue here is best explained by example. Assume P forms S by contributing a $100 depreciable asset with a basis of $100.
Because P and S file consolidated returns, S's $10 straight-line depreciation deduction reduces P's income (S having no income,
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credits, or other deductions). If, one year later, P sold its S stock for $90 (the value of S's asset), P might have a double deduction:
the $10 depreciation deduction and the $10 loss on sale (P's basis in S stock being $100) both relate to the same $10 decrease in
the asset's value. The consolidated return regulations, however, require P to decrease its basis in S's stock by S's $10 deficit in
E&P. Section 1.1502-32 of the regulations. The decreased basis prevents the $10 loss on the sale, and thus the double deduction
is avoided. The result would have been the same if, before the effective date of section 312(k) of the Code, S had instead used
an accelerated method of depreciation and deducted $20 rather than $10, reducing both its E&P and P's basis in S's stock by
$20. On sale of S's stock for $90, P would have had a net deduction of $10 ($20 depreciation deduction, $10 gain on sale), the
same result as if S had used straight-line depreciation.

In 1969, however, Congress added section 312(k) of the Code (effective June 30, 1972), under which E&P is determined without
regard to any depreciation in excess of the amount allowed under a straight-line method. The abuse at which this provision
was aimed was the practice of companies in a number of industries of reducing E&P by accelerated depreciation to the point
at which distributions were tax-free. ‘Your committee believes these tax free distributionss constitute an improper benefit to
shareholders which is generally unrelated to the purposes for which accelerated depreciation deductions are made available to
corporations.’ H. Rep. 91-413, 91st Cong., 1st Sess. 134 (1969); S. Rep. 91-552, 91st Cong., 1st Sess. 176-177 (1969). Thus,
the benefit of accelerated depreciation generally cannot be used to create additional tax benefits.

Applying section 312(k) of the Code to P and S, however, gives rise to the anomaly at issue here. If S takes accelerated
depreciation of $20, P would apparently reduce its basis in S's stock by only $10, and, on the sale of S's stock for $90, would
have deducted $20 of depreciation with no gain or loss on the sale. As seen, without section 312(k), P was only able to reduce
its income by a net of $10, even if S took accelerated depreciation.

This is a double deduction of the kind the consolidated return regulations are intended to proscribe. The authorities on which
taxpayer relies label this anomaly a ‘tax advantage’, Lerner, Antes, Rosen, and Finkelstein, 1 Federal Income Taxation of
Corporations Filing Consolidated Returns § 18.03[2][a] at 18-13 (Lerner), and an ‘unwarranted benefit’, BNA Tax Management
Portfolio 203-2nd at A-3. Taxpayer, however, disagrees that a double deduction is involved. Continuing the example, taxpayer
asserts that the absence of a double deduction becomes apparent if the tax situations of both buyer and seller of the S stock are
considered together. Thus, if S has taken $20 in accelerated depreciation and P sells the S stock to X for $90, upon liquidation
of S under section 334(b)(2) of the Code, S will realize $10 of ordinary income under section 1245. This $10 of income, offset
against P's $20 in income deductions, asserts taxpayer, results in an overall $10 reduction as to the Treasury. This is the same
result, taxpayer asserts, as if S had taken straight-line depreciation.

This assertion is misleading or wrong for at least three reasons. First, if X does not liquidate S and S depreciates the asset to
its salvage value (or $0), there will be no recapture to offset S's deductions against P's income. Second, if X does liquidate S,
the recapture tax will be added to X's basis in the asset; consequently, part of the recapture income will be depreciated and thus
lost to the Treasury. Section 1.334-1(c)(4)(v)(a) of the regulations. Third, if X did intend to liquidate S, it would probably not
pay $90 plus recapture tax (assumed upon liquidation) for an asset worth $90. If it paid $87, for example, then the recapture
tax would be paid on $7, but P would also recognize a loss of $3. The net effect to the Treasury would be a loss of $16 (7-
(20+3)), $6 more than the $10 that would result either in the absence of 312(k) of the Code or a proper adjustment to P's basis
in S's stock. Accordingly, taxpayer's assertion that there is no double deduction here is misleading or wrong, depending on the
buyer's treatment of S.

Taxpayer argues in the alternative that even if this anomaly gives rise to a tax advantage, the regulations under which it arises
must be enforced as written. To eliminate this advantage, taxpayer asserts, the regulations must be amended in accordance with
the Administrative Procedure Act.
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This alternative is equally fallacious. Although the consolidated return regulations are legislative regulations (because mandated
by section 1502 of the Code), it does not follow that they cannot be construed as are statutes; rather, they should be construed
as are statutes because they are like statutes. Rucker v. Wabash Railroad Co., 418 F.2d 146, 149 (7th Cir. 1969); Borelli v.
Reconstruction Finance Corp., 196 F.2d 730, 736 (Emer. Ct. App. 1952); 1A Sutherland's Statutes and Statutory Construction
§ 31.06 (4th Ed. 1972) (Sutherland) (‘When a regulation is legislative in character, rules of interpretation applicable to statutes
should be used in determining its meaning.’) Accordingly, the consolidated return regulations must be construed as if they
were statutes.

The basic principle in construing a statute or regulation is that the interpretation should ‘suppress the mischief, and advance the
remedy, and . . . suppress subtle inventions and evasions for the continuance of the mischief . . ..’ Heydon's-Case, 3 Coke 7a,
76 Eng. Rep. 637 (1584), cited in Sutherland § 31.06 n.5. E.g., Sinclair Refining Co. v. Atkinson, 370 U.S. 195, 215 (1962)
(where Congressional intent is discernible, it must be given effect); Rucker, supra (‘administrative rules are to be construed to
effectuate the intent of the enacting body,’ at 149). In adding section 312(k) of the Code, Congress was attempting to prevent
accelerated depreciation from being used to garner any tax benefit other than the deduction itself. One of the mischiefs the
consolidated return regulations attempt to avoid is double deductions. Consequently, taxpayer's improper adjustment of its basis
in its subsidiary's stock continues the mischief both of extending the benefit of accelerated depreciation beyond that intended
by Congress and of taking double deductions. Section 312(k) and the consolidated return regulations should be construed to
prevent such ‘subtle inventions.’ Requiring an adjustment to P's basis in S's stock for the difference between the accelerated
depreciation and straight-line depreciation will remove such ‘unwarranted benefits.’

Such an adjustment is required not only to effectuate Congressional intent, but is also required by the regulations under section
1016 of the Code and case law, in accordance with section 1.1502-80 of the regulations, which states that the ‘[a]djustments
must always be made to eliminate double deductions or their equivalent. Thus, in the case of the stock of a subsidiary company,
the basis thereof must be properly adjusted for the amount of the subsidiary company's losses for the years in which consolidated
returns were made.’ (Emphasis added.) The adjustment set out in the preceding paragraph is such an adjustment. It will eliminate
the double deduction, and, because there is nothing in the consolidated return regulations which specifically excludes application
of section 1.1016-6(a), it is required by that regulation.

Taxpayer cites Lerner at 18-3 for the proposition that this general provision, adopted in 1957, should have no application to the
detailed consolidated return regulations promulgated in 1966. The reasoning is that, before 1966, all double deductions were
disallowed in accordance with section 1.1016-6(a) of the regulations. Taxpayer asserts, however, that after 1965 Treasury, by
explicitly stating that some double deductions are eliminated by certain adjustments, implicitly blessed any double deductions
not explicitly proscribed. Such an assertion is illogical, especially in light of the fact that section 1.1016-6(a) was not repealed
in 1966, but was rather incorporated by reference through section 1.1502-80.

Taxpayer, moreover, asks that section 1.1016-6(a) of the regulations, a regulation in force in 1966, of which the regulation
writers were presumably aware, be disregarded although specifically made applicable through section 1.1502-80. In addition,
taxpayer asks that a post-1966 amendment to section 312 of the Code, also applicable through the same regulation, be applied.
This inconsistent request cannot be acceded to.

Courts have generally denied double deductions as simply wrong per se. In Charles Ilfeld Co. v. Hernandez, 292 U.S. 62 (1934),
the Ilfeld company claimed losses on its investment upon liquidating two subsidiaries in 1929, even though in years before
1929 in consolidated returns with them Ilfeld had deducted losses of the two that were greater than its investment in them. In
the pertinent years, the consolidated return regulations did not require a member of an affiliated group to reduce its basis for
stock of a subsidiary by losses availed of in a consolidated return. Nevertheless, the Supreme Court disallowed the claimed
investment losses, stating:
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The allowance claimed would permit petitioner twice to use the subsidiaries' losses for the reduction of its
taxable income. By means of the consolidated returns in earlier years it was enabled to deduct them. And
now it claims for 1929 deductions for diminution of assets resulting from the same losses. If allowed, this
would be the practical equivalent of double deduction. In the absence of a provision of the Act definitely
requiring it, a purpose so opposed to precedent and equality of treatment of taxpayers will not be attributed
to lawmakers. . . .

292 U.S. at 68 (emphasis added).

United States v. Skelly Oil Co., 394 U.S. 678 (1969), involved a producer of natural gas that received rate charges set by a state
commission. The charges were later held invalid. The producer took the charges into income in the years of receipt, deducting
27-1/2 percent of the receipts as percentage depletion. For the year in which the invalid charges were refunded, the producer
claimed a 100 percent deduction under section 1341 of the Code for income repaid under claim of right. The Supreme Court
held that the section 1341 deduction had to be reduced by the amount of the percentage depletion deductions previously claimed
and allowed, stating:
[t]he Code should not be interpreted to allow respondent ‘the practical equivalent of double deduction’ [citing Ilfeld], absent a
clear declaration of intent by Congress. . . . Accordingly, to avoid that result in this case, the deduction allowable in the year of
repayment must be reduced by the percentage depletion allowance which respondent claimed and the Commissioner allowed
in the years of receipt . . ..

394 U.S. at 684 (emphasis added).

Associated Tel. & Tel. Co. v. United States, 199 F. Supp. 452, 477 (S.D.N.Y. 1961), aff'd on this issue, 306 F. 3d 824 (2d Cir.
1962), cert. denied, 371 U.S. 950 (1963), dealt with a sale by one corporation (Automatic) of all its stock in a wholly-owned
subsidiary (Panco) in a consolidated return period during which the pre-1966 consolidated return regulations did not require
that members of an affiliated group must reduce their basis in an affiliate's stock by the amount of its capital losses availed of
on a consolidated return. Automatic sold all its stock of Panco in 1954, but did not reduce its basis for Panco's stock by the
amount of the capital losses so used. This the trial court held Automatic was required to do, stating at 475-76, 477:
The allowance of double credits in tax deductions is always to be avoided where possible in construing laws passed by Congress.
As declared in [Ilfeld] in speaking of double deductions: ‘In the absence of a provision of the Act of precedent and equality of
treatment of taxpayers will not be attributed to law makers. . . .’

Furthermore, Treasury Regulation 1.1016-6(a), . . . dealing with adjustments to basis, states that ‘adjustments must always
be made to eliminate double deductions. . . .’ The language of this section is clear and unequivocal and when analyzed in
conjunction with case law heretofore discussed, I find that the adjustment to basis is necessary regarding capital losses.

Henry C. Beck Builders, Inc. v. Commissioner, 41 T.C. 616 (1946), is distinguishable. There, the court held that, in addition to
the fact that the consolidated return regulations failed to provide expressly for the taxation, upon disposition of subsidiary stock,
of intercompany profits that were not taxed during years of consolidated filing, the income tax principle of annual taxation,
incorporated by the predecessor to section 1.1502-80 of the regulations, in fact precluded such taxation. In addition, the court's
interpretation of section 1.1502-34A(b)(2), as not requiring a basis adjustment for losses incurred in the year of the redemption
or sale of the stock, was expressly repudiated in AMBAC Industries, Inc. v. Commissioner, 487 F.2d 463 (2d Cir. 1973), in
which the court resolved the ambiquity in the regulation in question in light of the Supreme Court's admonition in Ilfeld, supra,
repeated in United States v. Skelly Oil Co., supra, and cross referenced to to section 1.1016-6(a).
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In Marwais Steel Co. v. Commissioner, 354 F.2d 997 (9th Cir. 1965), Parent formed Subsidiary, which was never successful and
existed on loans from Parent, which loans Parent deducted as business bad debts. Parent and Subsidiary did not file consolidated
returns. Just before dissolution of Subsidiary, Parent forgave the debts. After dissolution under section 332 of the Code, Parent
offset Subsidiary's net operating loss (approximately the amount of the forgiven debt) against its income. The court disallowed
the second deduction as a double deduction:
On its face, the argument of Marwais is very difficult to answer. It seems near perfect in logic. But in human experience, most
logic can be carried only so far . . ..

We conclude, as the tax court did, plausible as the position of Marwais is, [that] there is a message in [Ilfeld] . . .. If what [the
Court] said there was dicta [as Marwais asserted], we believe that it is dicta the court will follow in cases having any similarity
at all on double deductions for a single economic loss.

At 998-99 (footnote omitted).

The Court of Claims in Knapp King-Size Corp. v. United States, 527 F.2d 1392 (Ct. Cl. 1975), in discussing the basis
adjustments necessary to a section 334(b)(2) liquidation, stated that allowing a certain deduction would allow taxpayer the
effect of a double deduction ‘contrary to one of the fundamental principles of the tax laws.’ At 1401.

Taxpayer argues that Ilfeld and its progeny are no longer authoritative in light of the detailed 1966 consolidated return
regulations which implement the case law's proscription of double deductions, detailed above. The courts have been concerned
with double deductions that were eliminated by the 1966 consolidated return regulations. For example, Skelly Oil, Marwais,
and Knapp did not concern consolidated returns. The courts have intervened to deny double deductions absent clear legislative
intent to allow them. Such intent cannot be found here, even through implication.

It has been held, however, that the Ilfeld doctrine deals only with loss deductions, disallowing a second deduction for the same
loss; ‘[t]here is no implication that the rule . . . stated [in Ilfeld] is to govern in the computation of a taxable gain to the parent
corporation.’ Jordahl & Co., Inc. v. Commissioner, 35 B.T.A. 1136, 1140 (1937). The Service acquiesced in Jordahl, 1938-1
C.B. 17. Moreover, the conclusion reached in Jordahl has been approved by an appellate court in a case expressly rejecting
the application of the predecessor of section 1.1016(a) of the regulations. Commissioner v. George M. Jones Company, 152
F.2d 358 (6th Cir. 1945).

It is not believed that Jordahl and Jones require us to reach a different conclusion. Both cases were decided before the
introduction of the excess loss account provisions into the consolidated return regulations. Jones was decided under the binding
authority of Dobson v. Commissioner, 320 U.S. 489 (1943), which was legislatively repealed in 1948 by the addition of section
1141(a) (now section 7482) to the 1939 Code. Jones thus does not reflect the independent views of the Sixth Circuit, but
rather those of the Tax Court as adopted in Jordahl. There the applicable regulations specifically provided that basis should be
determined under the 1933 regulations ‘in the same manner as if the selling corporation and the issuing corporation had never
been members of an affiliated group’, and its was this provision that the Tax Court thought precluded the application of section
1.1016-6(a)'s predecessor. Moreover, there was at that time no provision of the consolidated return regulations comparable to
section 1.1502-80 expressly incorporating the requirements of section 1016(a)(1) of the Code and its regulations.

Ilfeld's reference to the ‘practical equivalent of a double deduction’ and section 1.1016(a) of the regulation's reference to
‘double deductions or their equivalent’ is interpreted to mean the economic equivalent of a double deduction. In Ilfeld the
parent corporation was claiming two deductions, one for the operating losses of its subsidiary deducted on consolidated returns,
and the second for the loss of its capital investment in the subsidiary, which investment was diminished by those same losses.
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As noted above, the Service did not argue that gain should be recognized as a result of the reduction of the taxpayer's basis
because of the lossed deducted. However, the Service made this argument in Jordahl and Jones, where the parent corporation
claimed deductions for its subsidiary's losses on consolidated returns, and thereafter deducted its original capital investment in
the subsidiary, unreduced by the losses already deducted, as an offset to the consideration received on the sale or redemption
of the subsidiary's stock. In substance, there is no difference between (1) the disallowance of a deduction for the difference
between the value of the subsidiary's stock upon sale or liquidation and its original cost, because this amount represents a loss
already recognized, and (2) the requirement that gain be recognized because an amount deducted as a loss has been recovered.
Both cases result in the practical or economic equivalent of double deductions unless the parent's basis for its stock in the
subsidiary is reduced by the subsidiary's losses availed of on consolidated returns. It is concluded that Ilfeld and its progeny
apply to prevent double deductions not eliminated by the 1966 consolidated return regulations.

The remainder of taxpayer's arguments can be disposed of readily:
1. Taxpayer reasons that the consolidated return provisions contain other anomalies, recognized as such, and that this is merely
another, and consequently should also be recognized as such. Because a complex regulatory scheme contains anamalies,
however, does not mean that one anomaly cannot be corrected without addressing the others.

2. Taxpayer ingenuously asserts that the issue is merely one of timing; eventually, straightline depreciation will overtake
accelerated depreciation. It cannot be believed that taxpayer, whose subsidiary took accelerated depreciation, is indifferent to
the timing of its income, deductions, etc. Even the authorities taxpayer cites do not urge this point.

3. In its March 8, 1982, letter, taxpayer stated through its representative: ‘At the time of sale, [taxpayer] relied upon existing
section 1.1502-32(b). Such reliance must be considered reasonable given the consistent and repeated position taken by the
Service in letter rulings 7446008 [sic], 7839030, 8047027, and most recently, 8206034.’ The reasonableness of this reliance is
nonexistent given section 6110(j)(3) ( ‘a written determination may not be used or cited as precedent’). Moreover, not one of
these letter rulings were available to the public prior to the consummation of the transaction by the taxpayer.

In short, it is believed taxpayer must adjust its basis in its subsidiary's stock to account for the difference between its subsidiary's
use of accelerated rather than straight-line depreciation. Not making this adjustment violates the intent of Congress, the purpose
of the consolidated return regulations, section 1.1016(a) of the regulations, and case law holding that double deductions are
contrary to the Code.
 
CONCLUSION

Based solely on the information submitted it is held that Congressional intent would be frustrated, and that the affiliated group
filing a consolidated return would receive an unintended benefit, if the section 312(k) of the Code limitation were applied so that
a parent's investment adjustment in its subsidiary's shares of stock reflected only straightline and not accelerated depreciation.

A copy of this Technical Advice Memorandum is to be given to the taxpayer. Section 6110(j)(3) of the Code provides that it
may not be used or cited as precedent.

Pursuant to section 6110(c)(1) of the Code, names, addresses and taxpayer identification numbers are required to be deleted
from the copy of this Technical Advice Memorandum that will be made open to public inspection.

Section 6110(j)(3) of the Internal Revenue CodeThis document may not be used or cited as precedent. .

TAM 8302014 (IRS TAM), 1982 WL 204623
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