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Ellis Corp. v. Commissioner, 57 T. C. 520 (1972)

In calculating the personal holding company tax, the tax attributable to net long-
term capital gains must be deducted from those gains, regardless of when the tax
accrued.

Summary

Ellis Corporation challenged the computation of its personal holding company tax
for the years 1962-1966, focusing on the treatment of net long-term capital gains.
The Commissioner proposed adjustments increasing the company’s income, which
Ellis  initially  contested  but  later  agreed  to.  The  key  issue  was  whether  taxes
attributable to these gains, which were part of a disputed tax liability, should be
considered in calculating the adjustment under Section 545(b)(5). The Tax Court
held that such taxes must be deducted from the gains, even if they had not yet
accrued, to prevent a double deduction, as per the statutory language and legislative
intent behind the 1954 Revenue Act amendments.

Facts

Ellis Corporation, a Pennsylvania-based personal holding company, filed tax returns
for  1961  to  1966  showing  minimal  or  no  federal  income  tax  due.  The  IRS
examination  led  to  proposed  adjustments  for  deficiencies,  primarily  due  to  the
inclusion of net long-term capital gains over short-term capital losses. Ellis initially
contested these adjustments but eventually agreed to them. The dispute centered on
how to calculate the personal holding company tax under Section 545, specifically
whether taxes related to these gains, which were part of the contested tax liability,
should be deducted from the gains in computing the tax.

Procedural History

The IRS determined deficiencies for Ellis Corporation’s tax years 1961 to 1966. Ellis
filed a petition with the U. S.  Tax Court contesting these determinations.  After
agreeing to the adjustments proposed by the IRS, the case proceeded to determine
the proper calculation of the personal holding company tax under Section 545. The
Tax  Court  issued  its  decision  on  January  25,  1972,  ruling  in  favor  of  the
Commissioner.

Issue(s)

1. Whether taxes attributable to net long-term capital gains, which were part of a
disputed tax liability, should be deducted from those gains when calculating the
adjustment under Section 545(b)(5) of the Internal Revenue Code.

Holding

1.  No,  because  the  statute  requires  that  taxes  attributable  to  such  gains  be
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deducted, regardless of when they accrued, to avoid a double deduction as intended
by the 1954 Revenue Act amendments.

Court’s Reasoning

The court’s decision hinged on the interpretation of Sections 545(b)(1) and 545(b)(5)
of  the  Internal  Revenue  Code.  Section  545(b)(1)  allows  a  deduction  for  taxes
accrued during the taxable year, which excludes taxes in dispute that have not yet
accrued. However, Section 545(b)(5) mandates that the adjustment for capital gains
must account for taxes imposed and attributable to those gains, without regard to
when they accrued. The court noted that the 1954 amendments to the Revenue Act
aimed to prevent a ‘doubling up’ effect of deductions for taxes on capital gains,
which  would  occur  if  the  taxes  were  not  deducted  from the  gains  in  Section
545(b)(5). The court emphasized that the statutory language of Section 545(b)(5) is
clear and must be followed, even if it leads to a seemingly illogical result in the
context of disputed taxes. The decision was supported by the legislative intent to
ensure fair taxation of personal holding companies.

Practical Implications

This  decision clarifies  that  when calculating the personal  holding company tax,
practitioners must deduct taxes attributable to net long-term capital  gains from
those gains,  even if  those taxes are part of  a disputed tax liability.  This ruling
impacts how tax professionals should approach the computation of personal holding
company tax, ensuring they adhere to the statutory requirements to avoid double
deductions. Businesses structured as personal holding companies must account for
this rule when planning their tax strategies. Subsequent cases have followed this
precedent, reinforcing the principle that the timing of tax accrual does not affect the
calculation under Section 545(b)(5).


