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Gerli & Co. , Inc. v. Commissioner, 73 T. C. 1019 (1980)

A taxpayer must comply with conditions set by the IRS in a ruling to benefit from it;
non-compliance results in the loss of the ruling’s protection and tax consequences
under different sections.

Summary

Gerli & Co. , Inc. sought a favorable IRS ruling under Section 367 to liquidate its
Canadian subsidiary tax-free under Section 332. The IRS conditioned the ruling on
Gerli  including  the  subsidiary’s  earnings  and  profits  as  dividend  income.  Gerli
agreed but did not comply with this condition upon liquidation. The Tax Court held
that Gerli’s non-compliance invalidated the ruling, necessitating tax treatment under
Sections 331 and 1248, and imposed a negligence penalty for ignoring the ruling’s
terms.

Facts

Gerli & Co. , Inc. was the parent of a Canadian subsidiary, La France Textiles Ltd.
(LFT), which Gerli decided to liquidate in 1965. Gerli sought a favorable ruling from
the IRS under Section 367 to treat the liquidation as tax-free under Section 332. The
IRS issued  the  ruling  with  the  condition  that  Gerli  include  LFT’s  current  and
accumulated earnings and profits as dividend income in the year of liquidation. Gerli
agreed to this condition but failed to include the earnings and profits in its income
upon liquidation.

Procedural History

The IRS determined a deficiency in Gerli’s income taxes for 1965 due to its failure to
include LFT’s earnings and profits as income. Gerli petitioned the U. S. Tax Court,
which ruled that Gerli’s non-compliance with the IRS ruling’s condition invalidated
the ruling. Consequently, the court applied Sections 331 and 1248, requiring Gerli
to recognize the gain on the liquidation as long-term capital gain and part of it as
dividend income. The court also upheld a negligence penalty under Section 6653(a).

Issue(s)

1. Whether Gerli can claim the benefits of the IRS’s Section 367 ruling without
complying with  its  condition  to  include LFT’s  earnings  and profits  as  dividend
income?
2. If the ruling does not apply, whether Sections 331 and 1248 should govern the tax
treatment of the liquidation?
3. Whether Gerli is liable for a negligence penalty under Section 6653(a) for failing
to comply with the ruling’s condition?

Holding
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1. No, because Gerli’s failure to include LFT’s earnings and profits as income meant
it did not carry out the transaction in accordance with the plan submitted to the IRS,
thus forfeiting the ruling’s benefits.
2. Yes, because without a valid Section 367 ruling, LFT could not be considered a
corporation for Section 332 purposes, triggering the application of Sections 331 and
1248.
3.  Yes,  because  Gerli  intentionally  disregarded  the  IRS  ruling’s  condition,
warranting  the  negligence  penalty.

Court’s Reasoning

The court emphasized that a taxpayer must comply with all conditions set by the IRS
in a ruling to benefit from it. The IRS’s authority under Section 367 to be satisfied
that a transaction does not have tax avoidance as a principal purpose includes the
right to impose conditions like including earnings and profits as income. The court
found that the IRS’s condition was reasonable and consistent with its  practice.
Gerli’s non-compliance with this condition meant it did not carry out the liquidation
as planned, thus losing the ruling’s protection. The court also noted that the IRS’s
practice of requiring such conditions had been implicitly approved by Congress. The
negligence  penalty  was  justified  because  Gerli  knowingly  ignored  the  ruling’s
condition.

Practical Implications

This  decision  underscores  the  importance  of  strictly  adhering  to  IRS  rulings’
conditions to benefit from them. Taxpayers must carefully consider whether they
can  meet  all  conditions  before  seeking  a  ruling.  Non-compliance  can  lead  to
significant tax liabilities under different sections, as seen with the application of
Sections 331 and 1248 instead of 332. Additionally, the case highlights the risk of
negligence penalties for intentional disregard of IRS conditions. Practitioners should
advise clients to fully comply with ruling conditions or prepare for alternative tax
treatments if they cannot meet those conditions.


