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Metro Leasing & Development Corp. v. Commissioner, T.C. Memo. 2001-270

For the purpose of calculating accumulated taxable income subject to accumulated
earnings tax, deductions for federal income taxes must be actually accrued during
the taxable year, excluding taxes on future installment sale income and contested
tax deficiencies, even if paid.

Summary

Metro  Leasing  &  Development  Corp.  contested  the  IRS’s  computation  of
accumulated earnings tax. The Tax Court had previously determined that Metro
Leasing had accumulated earnings beyond reasonable business needs. The dispute
centered on adjustments to taxable income to arrive at accumulated taxable income,
specifically whether Metro Leasing could deduct taxes on future installment sale
income, a contested income tax deficiency, and whether the tax attributable to net
capital gain should be limited to the originally reported tax liability. The Tax Court
held against Metro Leasing on all three issues, affirming that deductions for income
tax  in  accumulated  earnings  tax  calculations  require  actual  accrual  during  the
taxable year, which does not include future tax liabilities or contested deficiencies.

Facts

Metro Leasing sold real property in 1995, realizing a significant gross profit and
electing to report the sale using the installment method. For its 1995 tax return,
Metro  Leasing  only  included  a  small  portion  of  the  installment  sale  income,
deferring the remainder. Metro Leasing reported a minimal income tax liability for
1995.  The IRS subsequently determined an income tax deficiency and assessed
accumulated  earnings  tax.  Metro  Leasing  paid  the  income  tax  deficiency  but
continued to contest it. In calculating accumulated earnings tax, the IRS allowed a
deduction for the originally reported income tax but disallowed deductions for tax on
future installment income and the contested deficiency.

Procedural History

The Tax Court initially ruled that Metro Leasing had accumulated earnings beyond
reasonable business needs (T.C. Memo. 2001-119). The current case (T.C. Memo.
2001-270)  addresses  the  computation  of  the  accumulated  earnings  tax  liability
following the initial ruling. Metro Leasing disagreed with the IRS’s computation,
leading to this supplemental opinion to resolve the computational disputes.

Issue(s)

Whether, in computing accumulated taxable income, a corporation can deduct1.
federal income tax attributable to unrealized and unrecognized installment
sale proceeds to be received in future years.
Whether a contested income tax deficiency, even if paid, is deductible from2.
taxable income when calculating accumulated taxable income.
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Whether the adjustment for taxes attributable to net capital gains should be3.
limited to the corporation’s originally reported tax liability for the year.

Holding

No, because tax on future installment sale income is not considered “accrued1.
during the taxable year” under section 535(b)(1) as it violates established
accrual accounting principles.
No, because a contested tax liability does not meet the “all events test” for2.
accrual, and payment of a contested deficiency does not change its contested
nature for accrual purposes.
No, because the “taxes attributable to such net capital gain” under section3.
535(b)(6) is based on the actual tax imposed, not limited by the taxpayer’s
initially reported (and potentially understated) tax liability.

Court’s Reasoning

The court reasoned that section 535(b)(1) allows a deduction for federal income tax
“accrued during the taxable year.” Regarding installment sale income, the court
held that the regulation (section 1.535-2(a)(1)) clarifies that taxes must be accrued,
regardless of the accounting method, but it does not change the taxpayer’s income
reporting method to  accrual  for  accumulated earnings  tax  purposes.  The court
stated,  “The  regulation  permits  petitioner  to  deduct  its  tax  liability  which  had
accrued but had not been paid by the end of 1995. The regulation does not change
petitioner’s tax accounting method for reporting income.” The court emphasized the
inconsistency of deducting tax on future income without including that income in the
current year’s tax base.

On the contested tax deficiency, the court acknowledged the Fifth Circuit’s decision
in J.H. Rutter Rex Manufacturing Co. v. Commissioner, which allowed deduction of
paid  contested deficiencies.  However,  the  Tax Court  disagreed,  adhering to  its
precedent and the Supreme Court’s in Dixie Pine Prods. Co. v. Commissioner. The
court  interpreted  the  regulation’s  caveat  about  “unpaid  tax  which  is  being
contested” to mean that no deduction is allowed if the tax is contested, regardless of
payment status. The court stated, “In either situation, there is no way to know
whether a taxpayer’s  earnings will  ultimately bear the burden of  the contested
deficiency determination. The payment of a contested income tax deficiency does
not overcome the requirement that the obligation be fixed or final for accrual.”

Regarding the capital  gains  adjustment,  the court  interpreted section 535(b)(6)
literally. It found that “the taxes imposed by this subtitle” refers to the actual tax
liability as determined, not the taxpayer’s initially reported tax. The court rejected
the argument that the tax attributable to capital gains should be capped at the
originally reported total tax liability, stating that the statute intends to remove net
capital gains and their associated tax effect from the accumulated earnings tax base,
irrespective of the reported tax amount.
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Practical Implications

This case clarifies the application of accrual principles in the context of accumulated
earnings tax. It reinforces that for purposes of section 535(b)(1), deductions for
income taxes are strictly limited to taxes properly accrued during the taxable year.
Taxpayers cannot reduce accumulated taxable income by anticipating future tax
liabilities or by deducting contested tax deficiencies, even if payments are made.
This decision provides clear guidance for corporations in calculating accumulated
earnings  tax  and  highlights  the  importance  of  adhering  to  traditional  accrual
accounting principles  in  this  specific  tax  context.  It  also  demonstrates  the Tax
Court’s continued adherence to its precedent regarding contested tax liabilities,
even  when  faced  with  conflicting  appellate  decisions  outside  of  its  appealable
jurisdiction.


