27 T.C. 635 (1957)

In calculating personal holding company tax liability, a taxpayer may not deduct
excess profits taxes paid or accrued in a prior year, even if the taxpayer uses an
accrual method of accounting, because the relevant statute limits deductions to
taxes related to the taxable year in question.

Summary

Mills, Inc., a personal holding company, sought to deduct excess profits taxes paid in
1949 for the years 1944 and 1945 when calculating its 1949 personal holding
company tax liability. The IRS disallowed the deduction, arguing that it was not
allowable under Section 505(a)(1) of the Internal Revenue Code of 1939, which
governs the computation of subchapter A net income for personal holding
companies. The Tax Court, following the precedent set in Commissioner v. Clarion
Oil Co., upheld the IRS’s disallowance, ruling that only taxes related to the taxable
year in question could be deducted, irrespective of the taxpayer’s accounting
method. The Court emphasized that the personal holding company tax is a “penalty
tax” imposed on undistributed income for a given year, so the taxes to be deducted
are those imposed with respect to that same year.

Facts

Mills, Inc., a Maryland corporation and personal holding company, filed its income
tax and personal holding company tax returns for 1948 and 1949. Following an audit
in 1948, the IRS proposed disallowing an unused excess profits credit carryover and
certain bad debt deductions for 1944 and 1945. Mills, Inc. agreed to these
adjustments, resulting in a deficiency of $92,649.24 in excess profits tax for 1945,
and subsequently paid $49,823.24 in 1949, representing the net deficiency for 1944
and 1945. On its 1949 personal holding company tax return, Mills, Inc. deducted
both its 1949 federal income tax liability and the $49,823.24 payment. The IRS
disallowed the deduction of the $49,823.24.

Procedural History

The IRS determined a deficiency in Mills, Inc.’s personal holding company surtax for
1949 and disallowed the deduction of $49,823.24. Mills, Inc. contested the
disallowance in the United States Tax Court. The Tax Court upheld the IRS’s
decision, adopting the rule in Wm. J. Lemp Brewing Co, which followed
Commissioner v. Clarion QOil Co.

Issue(s)

1. Whether, in computing its personal holding company tax liability for 1949,
Mills, Inc. was entitled to deduct excess profits taxes paid in 1949 that were
related to tax deficiencies from 1944 and 1945.
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Holding

1. No, because the statute allows deductions for taxes “paid or accrued during
the taxable year,” and the Court held that such taxes must be related to the
year for which the personal holding company tax is being calculated.

Court’s Reasoning

The Court addressed the interpretation of “paid or accrued” in Section 505(a)(1) of
the Internal Revenue Code of 1939. Mills, Inc. argued that, as an accrual-basis
taxpayer, it could deduct the taxes in 1948 or 1949 when the tax liability was
finalized. However, the Court relied on Commissioner v. Clarion Oil Co., which
established that these terms do not refer to a taxpayer’s accounting method when
calculating personal holding company tax. The Court reiterated that, based on
Clarion Oil, the relevant statute allows deductions only for taxes related to the
current taxable year. The Court stated that the scheme as a whole “contemplates
the application of the penalty tax solely to the income transactions of a single tax
year,” so taxes paid for a previous year “have no proper place in the calculation.”

Practical Implications

This case provides a clear rule regarding the deductibility of taxes for personal
holding company tax calculations. The Court’s holding limits the scope of deductible
taxes to those related to the year in question, regardless of a taxpayer’s accounting
method. This has a significant impact on how businesses plan for and account for
potential tax liabilities, especially in situations involving disputes or assessments
from prior years. Taxpayers must be careful to distinguish between deductions
related to the tax year itself and those from prior periods when calculating personal
holding company surtaxes. Tax practitioners should be aware that the court will
focus on the tax year the deduction is to be taken. The Tax Court in this instance,
emphasized that in personal holding company surtax calculations, the tax should be
imposed on income remaining after tax payments for that tax year.
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