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the record can we find any convincing indicia of business

motive, good faith, intent, or anything else that might
113erase the surface impression of a tax dodge." The

minutes may be an excellent place to show the motivation

of a transaction. "The usual place to find such a

policy expressed is in the corporate minutes. No such
114expression exists here.” The business advantages of

a particular transaction can be explained in the minutes,
115but any tax advantages should be omitted.

"An ounce of prevention may save a pound of worry," 

is appropriate advice for the business purpose area. 

Management should have a sound business purpose for any 

course of action, and if a purpose is lacking, a tax 

adviser will have difficulty in developing, retroactively 

an acceptable motivation for a completed transaction.

Administrative Rules

Now that the eligibility requirements have been 

explained, it is appropriate to explain the rules and 

regulations that an affiliated group must follow. The

Roughan v. Commissioner. 198 F.2d 253 (4th Cir.
1952).

1I4Earle v. Woodlaw, 254 F.2d 119 (9th Cir. 1957).
115See Bishop Trust Co., Ltd., 36 B.T.A. .1173 (1937) 

Hawaiian Trust Co., Ltd. v. U.S., supra, note 79, p. 766.
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consolidated return Regulations should be mentioned

since the rules governing consolidated returns are

derived mainly from the Regulations as interpreted by

the courts and the Internal Revenue Service.

Consolidated Return Regulations. The Internal

Revenue Code gives the Commissioner broad authority to

prescribe Regulations governing the filing of consol-
116idated returns. This broad delegation of power by

Congress to the executive branch probably resulted from 

three factors. First, the 1928 Act extended to the
117Commissioner broad powers to promulgate Regulations.

This was a constitutional delegation of power to the 
11BCommissioner. Second, in the same Act, Congress

required all members of an affiliated group to consent

to the consolidated return Regulations before a consol-
119idated return could be filed. Third, Congress

developed a laissez-faire attitude toward the consol

idated return area because of the complexity of the

116I.R.C. Sec. 1502.
117I.R.C. Sec. 141(b), 1939.
^®S. Slater & Sons, Inc. v. White, 119 F.2d 839 

(1st Cir. 1941).
119I .R.C. Sec. 141(a), 1939.
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120subject — leaving to the Regulations the complex 

problem of adapting the income tax to consolidated 

returns. As a result of this delegation of power, the 

Commissioner has promulgated a Pandora's box of rules 

and regulations that fill about forty-five pages of close 

type. In contrast, the Internal Revenue Code contains 

only five or six sections dealing with consolidated 

returns.121
122 .Both the statute and the Regulations-1- J require

all members of the affiliated group to consent to the 

consolidated return Regulations. Although the statute 

states that the making of a consolidated return shall 

be considered a consent to the Regulations, the Regula

tions themselves require each subsidiary to file Form 1122

(a consent to the Regulations) for the first consolidated 
124return year. This requirement of consent is predicated

120"The Committee believes it is impracticable to 
attempt by legislation to prescribe the various detailed 
and complicated rules necessary to meet the many differ
ing and complicated situations. Accordingly, it has 
found it necessary to delegate power to the Commissioner 
to prescribe regulations legislative in character cover
ing them." S.R. No. 960, 70th Congress, 1st Sess., p. 15
(1928) .

121I.R.C. Sec. 1501-1504, and 1552.
122I.R.C. Sec. 1502.
123Reg. 1.1502-75(a)(1).
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on the legal proposition that the filing of consolidated

returns is a privilege, not a right.^2^

Notwithstanding their consent to the Regulations,

the members of an affiliated group are not prevented from

challenging the validity of the Regulations where the

issue is one of statutory interpretation. Generally, a

taxpayer must show that the Regulations are invalid or

inconsistent with the statutes in order to successfully

make such a challenge.126 "The authority of the

Commissioner to make regulations is admittedly broad . . .

this does not mean, however, that there is power in the

Commissioner to amend the statute or to require surrender

of any part of the statutory provisions as a condition

to the grant or permission to file a consolidated 
1 27return."

The statutory sanction for the Regulations does not 

elevate them to a point where they are more applicable

■*-̂ Export Leaf Tobacco Co. v. Commissioner, 78 F.2d 
163 (2nd Cir. 1935), cert. den. 296 U.S. 627, 80 L.Ed.
446, 56 S.Ct. 150 (1935).

1 2 American Trans-Ocean Nay. Corp. v. Commissioner, 
229 F.2d 97 (2nd Cir. 1956); Corner Broadway-Maiden Lane, 
Inc. v. Commissioner, 76 F.2d 106 (2nd Cir. 1935).

127Commissioner v. General Mach. Corp.. 95 F.2d 759 
(6th Cir. 1938).
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than an Act of Congress.̂ -28 A challenge was success

fully maintained where the Commissioner introduced no 

evidence or testimony to indicate the purpose of a 

section in the Regulations. -^9 However, it is not wise 

to prepare consolidated returns in a manner contrary 

to the Regulations, for the successful challenges to the 
Regulations have not been numerous. "A clear showing 

must be made of authority to cut across such Regulations 

and to reach a result other than that spelled out by the 

Regulations.

Filing of Consolidated Returns. As was previously 

mentioned, the election to file a consolidated return is 

a privilege, not a right. For the first year that a 

consolidated return is filed each corporation which has 

been a member of the group any part of the taxable year 

must file a consent on Form 1122. Based on the facts 

and circumstances, the Commissioner, at his own discretion 

or at the taxpayer's request, can disregard this require

ment for the filing of a consent by a subsidiary. The

1 no°Kanawha Gas and Utilities Co. v. Commissioner, 214 
F.2d 685 (5th Cir. 1954).

129Joseph Weidenhoff. Inc.. 32 T.C. 120 (1959).

*~30American Water Works C o ., Inc., 25 T.C. 903
(1956).
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Commissioner will take the following circumstances into 

account in making this decision:
1) Were the income and deductions included in the 

consolidated return?

2) Was a separate return filed by the member for 

that taxable year?

3) Was the member included in the affiliation
131schedule (Form 851) ?

The common parent may also satisfy the Commissioner 

that the failure of the subsidiary to join in the making 

of a consolidated return was due to a mistake of law, or 

fact, or to inadvertence. 2

This relaxation in the filing of a subsidiary's

consents may have been the result of a Tax Court decision.
1 13 3In Landv Towel & Linen Service. Inc.. JJ the Court held

that subsidiary corporations which had failed to file
consent Forms 1122 (as required by the Regulations) had

nevertheless consented to the Regulations when they were

131Reg. 1.1502-75(b)(2).
132Reg. 1.1502-75(b) (3) .
13338 T.C. 296 (1962), aff'd 317 F.2d 362 (3rd Cir. 

1963); Edwin L. Jones, 39 T.C. 734 (1963); but see 
General Manufacturing Corp.. 44 T.C. 513 (1965), acq. 
1966-10 I.R.B. 6 , for the opposite decision.
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included in the consolidated return. The Court found an 

implicit election on the part of all members of the group 
to file a consolidated return and held that the filing 

of the consolidated return constituted an adequate consent 

to the Regulations.
If an affiliated group wishes to file a consolidated 

return, it must be filed no later than the due date 

(including extensions of time) for the filing of the tax 

return of the common parent corporation. In the event 

that the return is filed before the due date, it is

considered as having been filed on the due date of the

return. That is, the group may change the basis of its

return at any time prior to the due date. However, once
a consolidated return is properly filed and the due date 
for filing such returns has expired, separate returns 

cannot be filed for that year.-*-34 When consolidated 

returns are contemplated by a group, it is essential that 

the return is filed on time or that a valid extension 

of time for filing the return of the parent corporation 
is obtained.

The filing of separate returns by subsidiary members 

does not disallow an election to file a consolidated

134Reg. I.l502-75(a)(1).
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return. Likewise, when a parent has filed a separate 

return for the year but the due date for the return has 

not expired, a consolidated return election will be 

allowed.

Once an election has been properly made (whether to

file a consolidated return or separate returns), it is 
136binding. The election to file separate returns

cannot be disaffirmed even though the taxpayer's counsel

had incorrectly advised that consolidated returns were
137not permissible. A separate return was binding even

though the taxpayer relied on an erroneous ruling by the
138Commissioner in a preceding year.

Continued Filing Requirement. Once consolidated 

returns have been properly elected, they must be con

tinued as long as the group remains in existence unless
1permission is obtained to discontinue consolidation.

13^Rev. Rul. 56-57, 1956-1 C.B. 437.
l ^ Alameda Inv. Co. v. McLaughlin, 33 F.2d 120 (9th 

Cir. 1929).
-*-3^0hio Mining Co., 20 B.T.A. 1062 (1930), appeal 

dismissed, 59 F.2d 1070 (6th Cir. 1932).
138Radiant Glass Co. v. Burnet, 54 F.2d 718 (App. 

D.C. 1931); Safety Elec. Product Co., Inc. v. Helvering, 
70 F.2d 439 (9th Cir. 1934).

139Reg. I.l502-75(a)(2).
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The recent Regulations drastically changed the rules under 

which affiliated groups may shift from consolidation to 

separate returns. A group can no longer discontinue 

consolidation when a new affiliate is added to the group. 

Now, the right to file separate returns will be solely 
within the discretion of the Commissioner to decide if 

the taxpayer has shown "good cause." There is no longer 

any automatic discontinuance other than the termination of 

the group.

Permission to change to separate returns must be

requested by the parent at least ninety days before the
140due date of its return (including extensions). The

Commissioner will normally grant permission to discon

tinue filing consolidated returns if:

1) The affiliated group would suffer as the net 

result of all Regulations and Code changes taking effect 

within the taxable year.^^^

2) The group can demonstrate other adverse factors, 

such as changes in law or circumstances, prior changes 

in tax rules which previously did not affect the group, 

or changes affecting the consolidated net operating loss

140Reg. I.l502-75(c) (1) (i) .
141Reg. 1.1502-75(c) (1) (ii) .
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142or investment credit calculations.

To show "substantial adverse effect," four computa

tions will normally be required— consolidated tax 

liability with and without the change and the aggregate 

separate tax liabilities of the members of the group with 

and without the change. The Commissioner has taken into 

consideration the time required to make these computa

tions and has allowed taxpayers to file their requests 

for permission to discontinue filing consolidated returns

up until the ninetieth day before the due date for filing
143consolidated returns (including any extensions of time).

An inequality is still present, however. If the Commis

sioner were to grant permission on March 14, to all 

calendar-year taxpayers to file separate returns, those 
taxpayers who filed consolidated returns without request

ing an extension of time and who did not learn of the 
grant, would be barred from filing separate returns for 

such year. However, those who requested extensions of 

time for filing their consolidated returns would have 

time to discover and evaluate their right to file separate 
returns.

142Reg. 1.1502-75 (c) (1) (iii). 

143Reg. 1.1502-75(c)(1)(i).



103
With respect to new elections attributable to 

changes in a law or Regulations, the Internal Revenue Code 

has been amended practically every year during the last 

twenty years. In most cases, the amendments have been 

sufficient to cause the Commissioner to rule that a new 

consolidated return election was available. New elec

tions were allowed in the years 1944 through and including 

1951. Elections were also available in 1953, 1954, 1958, 

1962, 1964, and 1967. In view of this past history and 

the congressional policy of amending the Internal Revenue 

Code every year or two, it is probable that an affiliated 
group will be able to make a new election about every 

three years.-*-^ It is important, however, to watch for 

the new election rulings, since the new election may be 

limited to groups which have not yet filed returns.■*_4̂

The Commissioner has rarely given his permission for 

an affiliated group to de-consolidate. In spite of the 

guidelines spelling out "good cause" in the new Regula

tions, it is not advisable to rely upon obtaining the 

Commissioner's consent. In fact, the Commissioner will

144 Tax Management, Consolidated Returns— Elec
tions and Filing, p. 32.

145Rev. Rul. 58-471, 1958-2 C.B. 429.
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probably exercise his authority even less frequently than 

in the past.
Another way that the Commissioner can exercise his 

authority— in addition to passing on individual applica

tions filed by affiliated groups— is to grant blanket

permission to all groups that desire to shift to separate 
146returns. A different approach is to limit the blanket

1 4-7permission to a specific class of affiliated groups. '

In both cases, however, there must have been a change in 
law or Regulations that would have a "substantial adverse 

effect" on the continued filing of consolidated returns. 

New elections, whether individual or blanket, will 

ordinarily be granted for the year that includes the 

effective date of the amendment to the law or Regulations^ 

When an affiliated group is required to file a 

consolidated return, the tax liability of all members of 

the group is computed on a consolidated basis even though 

separate returns are filed by one or more members or 

income of any member of the group was not included in the

146Reg. 1.1502-75(c) (2) (i) . 
147Reg. 1.1502-75(c)(2)(ii). 

148Reg. I.l502-75(c)(3).
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149consolidated return. Any tax assessed against a

member of an affiliated group on the basis of a separate 
return filed by it is allowed as a credit against the 
tax due on a consolidated basis. -^O

A consolidated return may erroneously include 

the income of a corporation or corporations which were 

not members of the group at any time during the consol

idated return year. The tax liability of the nonmembers 

should be determined upon the basis of a separate return 

or a consolidated return of another group. A consoli

dated return should include only the income of the corpor

ations which were members of the group during the taxable
151 year. J

Tax payments may have been made on the basis of a 

consolidated return, but the tax liability of one or more 

of the members included in the consolidated return should 

have been computed on the basis of a separate return. A 
portion of the amount paid with the consolidated return 

must be allocated to the corporations required to file 

separate returns. The group of corporations included in

149Reg. 1.1502-75(e).
150Felbro Corp., 36 T.C. 864 (1961); Reg. 1.1502- 

75(e) .
151Reg. 1.1502-75(f)(1).
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the consolidated return may agree, subject to the 

approval of the Commissioner, upon the amount allocable 

to each corporation. In the absence of an agreement, 
the tax payments are required to be allocated to the 

various corporations on the basis of one of the methods 

in Section 1552 (a).
The filing of a consolidated return on behalf of an 

eligible affiliated group starts the running of the 

statute of limitations. Likewise, if consolidated returns 

are filed and separate returns were supposed to be filed,
1 C *3the statute of limitations will start.

Separate returns filed on behalf of an affiliated

group must contain adequate information on gross income,

allowable deductions, and credits before the statute
154of limitations goes into effect. The gross income and

deductions of each member of the group must be separately 
155disclosed. The filing of separate returns where

consolidated returns are required will start the running

152Reg. 1.1502-75(f)(2).
153 Reg. 1.1502-75(g)(1); Harvey Coal Corp., 12 T.C. 

596 (1947).
154I.T. 2451, VII-1 C.B. 283 (1929).
155U.S. v. National Tank & Export Co., 45 F.2d 1005 

(5th Cir. 1930), cert. den. 283 U.S. 839, 75 L.Ed. 1450,
51 S.Ct. 487 (1931).
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of the statute of limitations only if each member attaches

a statement to its separate return and discloses that

it was included in a consolidated return in the preceding

taxable year and the reason for the group's belief that

a consolidated return is not required for the taxable 
156year.
To conclude this section# the method of filing returns

and forms should be discussed. The income tax return of

an affiliated group is made on the usual corporate income

tax form, Form 1120. Form 1120 is filed in the office of

the Director of Internal Revenue prescribed for the

filing of separate returns by the parent corporation.

Affiliated schedules, Form 851, which shows the stock
157relationship among the members of the group, must be 

prepared and attached to the consolidated return.

For the first consolidated return year each member 

of the group must consent to the consolidated return 

Regulations and authorize the parent corporation to file 

a return in its behalf. This requirement can be met by 

having each member execute a Form 1122 and by attaching

155Reg. 1.1502-75(g) (2); Martin Hotel Co.. 18 B.T.A. 
826 (1930).

157Reg. 1.1502-75 (h) (1) .
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one copy of this form to the consolidated return and

filing a signed duplicate copy in the office of District

Director of Internal Revenue for the District in which

the company would have filed a separate return.-^® As

previously mentioned, the Commissioner may disregard the

requirement for the filing of a Form 1122 by a subsidi- 
159ary.

The corporate officers which are authorized to
16 0execute separate returns for the individual members

are authorized to execute the forms required to be filed
161with consolidated returns.

Accounting Periods and Methods

All members of a group filing a consolidated return 

must be on the same taxable year as that of the parent.

The Service has ruled that subsidiaries1 accounting 

periods must conform with that of their common parent 

corporation for bookkeeping purposes as well as for tax 

purposes. A change in bookkeeping practices cannot be 

made retroactively. A new member joining the consolidation

158Reg. 1.1502-75(h) (2) .
159Reg. 1.1502-75(b)(2).
160See I.R.C. Sec. 6062.
161Reg. 1.1502-75(b) (3) .
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must change its taxable year to that of its parent, for 

tax purposes, when its income is first included in the 
consolidated return. However, for bookkeeping purposes a 

subsidiary has until the close of the next consolidated 

taxable year before it must conform to the parent's 
accounting p e r i o d . A p p a r e n t l y ,  a subsidiary that is 

required to adopt the parent's accounting period can do
so automatically.163

An old ruling states that it is possible for a 

parent corporation to obtain permission to change its 

accounting period to conform to that of its subsidiaries 

instead of vice versa.3-64 Also, the Tax Court has indi

cated that a calendar year corporation does not have to

change to the parent's fiscal year as a result of a brief
165affiliation of only three months.

There are two exceptions to the general rule that 

subsidiaries must change to the parent's accounting period. 

The first exception occurs when the affiliated group

162Reg. 1.1502-76(a)(1); Rev. Rul. 57-602, 1957-2 
C .B . 611.

163Allstate Insurance Co. v. U.S., 329 P.2d 346 
(7th Cir. 1964).

164Rev. Rul. 55-80, 1955-1 C.B. 387.
3-6̂ underwriters Service, Inc., 28 T.C. 364 (1957).
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includes an insurance company. Insurance companies are 

required to be on a calendar year b a s i s . I f  the other 

members are on a fiscal year basis, they, rather than the 

insurance company, are required to change to a calendar 

year. However, this change in accounting period can be 

postponed until after the first consolidated year in which 

the insurance company is included. Thus, the first consol

idated return year can be filed on the group's fiscal
, . 167year basis.

The second exception was introduced in the latest

Regulations. The exception is relatively minor, for it

only allows a member, with the consent of the Commissioner,

to maintain a 52-53-week taxable year. This year must end

within the same seven-day period as that of the taxable
X68years of all other members. The exception may prove

troublesome to the I.R.S. when combatting the attempts of 

taxpayers to obtain other exceptions to the basic rule.

A consolidated return must include the income of the 

common parent corporation for its entire taxable year, 

except income properly included in the consolidated return

166I.R.C. Sec. 843.
167Reg. 1.1502-76(a)(2).

168Reg. 1.1502-76(a) (1) .
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of another group. ^ 9 Before the repeal of the two percent

penalty tax, it was more advantageous for a parent to

dispose of all of its subsidiaries before the beginning of

a new consolidated return year. This early disposal

avoided imposing the two percent tax on the parent1s

income after the group's termination. However, there is

an advantage to terminating the affiliated group after
the new consolidated return year since this action will

permit a consolidated net operating loss to be carried

forward in its entirety against the income of the parent

for the year of termination.

The income of each subsidiary for the portion of the

taxable year during which it was a member of the group
1 7 0must be included in the consolidated return. There

are two exceptions to the rule requiring the income of 

all affiliates to be included in a consolidated return. 

First, where a new member is acquired within thirty days 

after the beginning of its taxable year, it may be con

sidered at its option to have joined the group on the 

first day of its taxable year. The exercise of this 

option will avoid the necessity of preparing a separate

169Reg. 1.1502-76(b)(1) 
170Ibid.
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171return for a period of thirty days or less. Second,

a new member may join a group or an old member may 
leave, and the new or old member may have been affili

ated for thirty days or less during the consolidated 

return year. In either case, the member at its option

may be considered as not having been a member at all
1 7 2during the consolidated return year. '

For example, a common parent corporation (P) filed 

a consolidated return for the calender year 1966. As 

of the close of July 15, 1967, P acquired all of the stock 

of corporation S. S filed its separate returns on the 

basis of the fiscal year ending June 30. Assume that 

P files a consolidated return for 1967. S became a 

member of the group within thirty days after the begin

ning of its taxable year. Therefore, S may at its option 

include its income in the consolidated return for the 

period July 1, 1965 (the beginning of the taxable year), 

through December 31, 1967, in lieu of the period July 16, 

1967, through December 31, 1967. Thus, the subsidiary's 

income for a limited period during which it did not 

actually belong to the group can be included in the

171Reg. 1.1502-76(b)(5)(i).
172Reg. 1.1502-76(b)(5)<ii).
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consolidated return.

If only a portion of a subsidiary's income is properly 
included in a consolidated return, the remainder of the 

income is included within a separate return. For 

example, if an affiliated group is formed after the 

beginning of the taxable year of the parent corporation, 

the consolidated return must include the income of the 

parent for the entire taxable year. But the consoli

dated return must include the income of each subsidiary 

only from the time that it became a member of the affili

ated group. That portion of the subsidiary's income 

which was earned when it was not a member of the group 

must be included in a separate return.^^ If there is 

a complete termination of the affiliated group before 

the close of the taxable year, an acquisition of a new 

subsidiary in the middle of a consolidated return year, 

or a sale of a subsidiary in the middle of a consolidated 

return year, a separate return must be filed for a 

portion of the subsidiary's income.

For example, Corporations P and S filed separate 

returns for the calendar year 1966. As of the close of

173Reg. 1.1502-76(b)(2); Frelbro Corp., 36 T.C. 875 
(1961).
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June 30, 1965, P acquired all of the stock of S. If P 

files a consolidated return for 1967, it must include its 

income for the entire taxable year in the return. On 

the other hand, S must include in the consolidated return 

only the income for the period July 1, 1967, through 

December 31, 1967. The remaining portion— income for the 

period January 1, 1967, through June 30, 1967— must be 

included in a separate return.

There is some question as to how the tax for a 

separate return period is to be computed. The I.R.S. 

has indicated in the past that, in the event of a change 

of annual accounting period, the income for a short 

period must be annualized and the tax computed on that 

basis. Annualization is not required for short periods 

unrelated to changes of accounting periods. ̂ 74 The 

Proposed Regulations published on October 1, 1965, 

required that the income must be annualized pursuant to 

Section 443(b). That is, taxable income for a short 

period should be placed on an annual basis by multiplying 

the income by twelve and dividing the results by the 

number of months in the short period. This annualization 

requirement was deleted in the Final Regulations. As a

l74Rev. Rul. 57-602, 1957-2 C.B. 611.
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result, there are no explicit provisions in the Regula

tions stipulating how the tax for a short period is to be 

computed.

However, a recent Tax Court decision held that
175annualization was not required under the old Regulations. 

This decision and the deletion of the annualization 

requirement from the Regulations should support the 

argument that annualization is not required.

Another problem frequently encountered by a subsidi

ary is the allocation of income between separate and 

consolidated returns. The taxable income to be reported 

in each return should be determined on the basis of the 

subsidiary's income shown on its permanent records 

(including working papers). Those items whose allo

cation cannot be determined from the taxpayer's permanent 

records can be prorated on the basis of the number of 

days in the year for which its income was to be included 

in each such return.177 formula is as follows:

Number of days 
included in return x Total Unallocable 

Total Number of Days Taxable Income

•*-75Erwin Properties, Inc., 43 T.C. 888 (1965).
1 76Reg. 1.1502-76(b)(4)(i).
•l-^Reg. 1.1502-76 (b) (4) (ii) ; Sprague-Sells Corp.,

30 B.T.A. 1165 (1934).



116

For example. Corporation P, the parent corporation 

of a calendar year affiliated group filing consolidated 

returns, purchased all of the stock of Corporation Z, a 
calendar year corporation, on March 1, 1965. Z ’s taxable 

income for the entire year of 1965 is $100,000 after 

taking into account a capital gain of $10,000 on February 2 
and a loss from hurricane damage of $15,000 on May 13.

It cannot be determined by the taxpayer's permanent 

records how much income should be allocated to the 

period of March 1 - December 31, 1965. Thus, the income 

must be prorated, with 59/365 allocable to the separate 

return period and 306/365 allocable to the consolidated 

return period. The taxpayer should eliminate the capital 

gain and the loss from the hurricane and prorate the 

remainder— $100,000 minus $10,000 plus $15,000 equals 

$105,000. The income for the short period would be 

59/365 times $105,000 equals $16,972.60 plus $10,000 
equals $26,972.60 taxable income. The income for the 
consolidated return is 306/365 times $105,000 equals 

$88,027.40 minus $15,000 equals $73,027.40.
It should be noted that where one corporation 

accrued 1/12 of its property tax each month, it was 

limited to a deduction of a proportionate share of such 

taxes for a short taxable year prior to the time that it
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became a member of an affiliated group. This form of

allocation was brutal, for the corporation became liable
17for the entire year's tax during the short taxable year.

When should a separate return for a short taxable 

period be filed? Generally, a separate return should be 

filed no later than the due date for the consolidated 

return (including extensions of time) and should cover 

the short period only .̂ -79 An exception to this rule 

is made when the member is required to file its annual 

return before the consolidated return is due. At that 

point, there is no certainty that a consolidated return 

election will be made. Thus, the member cannot wait 

until the consolidated return election is made but must 
file its own separate return by the normal due date.

The member does have an option as to the income to be 

included in the separate return. The corporation can 

include the income of the entire taxable year, or it can 

include only the income of the short period (on the 

assumption that the consolidated return election will be 
made) . ̂ 88

l78Poric Co., 40 T.C. 985 (1963).
l79Reg. 1.1502-76(c)(1).
180Reg. 1.1502-76(c)(2).
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If a return is filed covering the entire taxable 

year and the consolidated return is subsequently made, an 

amended return should be filed no later than the due date 

for the filing of the consolidated return of the group. 

If, however, a short period return is filed and the 

consolidated return election is not made, the subsidiary 

corporation must file a substituted return by the due 

date of the consolidated return covering the entire 
taxable year.^®'*'

Now that the accounting periods have been discussed,

it is appropriate to mention the methods of accounting

that affiliated members are allowed to use. Each member

of an affiliated group must continue the use of the

accounting method which would normally be used on a
1 82separate return basis. The method of accounting,

however, must be allowable under Section 446 of the Code; 

that is, the accounting method must clearly reflect the 

taxable income of the subsidiary. The methods of 

accounting that a corporation can use are as follows:

1) the accrual method,

2 ) the cash receipts and disbursements method,

181Ibid.
182Reg. 1.1502-17(a).


