Estate of Atwood v. Commissioner, 133 T. C. 1 (2009)

In Estate of Atwood v. Commissioner, the U. S. Tax Court ruled that a controlled
foreign corporation’s accruals for future annuity payments did not reduce its
earnings and profits. This decision clarified that such accruals are not deductible
expenses for calculating earnings and profits, impacting how U. S. shareholders
report income from controlled foreign corporations. The ruling underscores the
distinction between accounting reserves and tax-deductible expenses, affecting tax
planning involving foreign entities.

Parties

The petitioners, Estate of Atwood and related parties, were the plaintiffs,
challenging a notice of deficiency issued by the respondent, the Commissioner of
Internal Revenue, regarding federal income taxes and penalties for the years 2001
and 2002.

Facts

American General Ltd. , a controlled foreign corporation (CFC) owned by the
petitioners, entered into private annuity agreements with the petitioners in 1994
and 1996. Under these agreements, American General received real property and
promissory notes from the petitioners in exchange for promises to pay annuities
starting from 2006 to 2011, contingent on the petitioners’ survival. American
General, using the accrual method of accounting, recorded liabilities for the future
annuity payments and accrued these as expenses annually, totaling $949,119 by
2001. The Commissioner challenged these accruals, asserting they did not reduce
the CFC’s earnings and profits, which would impact the petitioners’ taxable income
under sections 951 and 956 of the Internal Revenue Code.

Procedural History

The Commissioner issued a notice of deficiency to the petitioners for the tax years
2001 and 2002, determining deficiencies in federal income taxes and asserting
accuracy-related penalties. The petitioners filed a petition with the U. S. Tax Court
to contest the deficiency. The case was submitted fully stipulated under Tax Court
Rule 122, and the court’s decision was based on the stipulated facts and legal
arguments presented by both parties.

Issue(s)

Whether accruals for the future payment of annuities by a controlled foreign
corporation reduce that corporation’s earnings and profits available for the payment
of dividends to shareholders?

Rule(s) of Law
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The Internal Revenue Code, specifically sections 951(a)(1)(A) and (B), 952(c), 956,
and related regulations, govern the inclusion of a CFC’s earnings and profits in the
gross income of U. S. shareholders. Earnings and profits are calculated under
section 312, which does not allow capital expenditures or reserves for contingent
future expenses to reduce earnings and profits unless specifically permitted, such as
life insurance reserves under subchapter L.

Holding

The Tax Court held that the accruals for future annuity payments by American
General Ltd. did not reduce its earnings and profits. Consequently, the petitioners
were required to include additional amounts in their gross income under sections
951(a)(1)(A) and (B) and 956 for the year 2001.

Reasoning

The court’s reasoning focused on the nature of the annuity payments and the legal
principles governing earnings and profits. The court noted that annuity payments for
property are considered capital expenditures, which are not deductible and do not
reduce earnings and profits. The court distinguished between accounting reserves
and tax-deductible expenses, emphasizing that the accruals for future annuities
were not deductible under the Internal Revenue Code. The petitioners argued that
section 953, which deals with insurance income, allowed them to reduce earnings
and profits by the future annuity obligations. However, the court found that
American General was not in the business of issuing insurance or annuity contracts,
as there was no risk distribution or shifting, a necessary element for insurance
income under section 953. Furthermore, the court rejected the petitioners’ reliance
on proposed regulations under section 953, as they did not support the petitioners’
position and are given little deference. The court concluded that American General’s
accruals did not meet the criteria for reducing earnings and profits under any
provision of the Internal Revenue Code.

Disposition

The Tax Court sustained the Commissioner’s adjustments increasing the petitioners’
2001 income under section 951(a)(1). The court ordered that a decision would be
entered under Tax Court Rule 155, allowing for the computation of the exact amount
of the deficiency.

Significance/Impact

Estate of Atwood v. Commissioner is significant for clarifying that accruals for future
annuity payments by a CFC do not reduce its earnings and profits. This ruling
impacts U. S. shareholders of CFCs, particularly in tax planning and reporting
income under subpart F of the Internal Revenue Code. The decision underscores the
importance of distinguishing between accounting reserves and tax-deductible
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expenses and may influence future cases involving similar arrangements with
foreign entities. It also highlights the stringent requirements for insurance income
under section 953, requiring risk distribution and shifting, which are not satisfied by
private annuity agreements between related parties.
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