3T.C.1070 (1944)

When a corporation dissolves via merger prior to the end of its usual taxable year,
its income for the shortened period must be annualized for excess profits tax
purposes, regardless of whether there was a formal change in accounting period.

Summary

General Aniline & Film Corporation (GAF) merged with its subsidiary, Ozalid
Corporation, before the end of Ozalid’s calendar tax year. The Commissioner of
Internal Revenue annualized Ozalid’s income for the period it existed during that
year for excess profits tax calculation. GAF argued that annualization was only
appropriate when there was a change in accounting periods. The Tax Court upheld
the Commissioner’s approach, reasoning that the statute required annualization
when the taxable year was less than twelve months to prevent an unintended tax
advantage.

Facts

Ozalid Corporation was a Delaware corporation. Prior to September 30, 1940, GAF
owned all of Ozalid’s capital stock. On September 30, 1940, Ozalid’s corporate
existence terminated when it merged into GAF. Prior to 1940, Ozalid reported its
income on a calendar year basis. After the merger, GAF filed an excess profits tax
return for Ozalid covering January 1, 1940, through September 30, 1940.

Procedural History

The Commissioner determined a deficiency in Ozalid’s excess profits tax by
annualizing the income reported for the period of January 1 to September 30, 1940.
GAF, as the successor to Ozalid, challenged the Commissioner’s decision in the Tax
Court.

Issue(s)

Whether the Commissioner erred in placing Ozalid’s excess profits net income on an
annual basis under Section 711(a)(3) of the Internal Revenue Code, when Ozalid’s
corporate existence terminated via merger before the end of its regular calendar tax
year.

Holding

No, because Section 711(a)(3) requires annualization when the taxable year is a
period of less than twelve months, and this applies regardless of whether there was
a change in the accounting period.

Court’s Reasoning
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The court reasoned that the plain language of Section 711(a)(3) mandates
annualization when the taxable year is less than twelve months. The court
distinguished prior cases cited by the petitioner, noting that they were decided
before the enactment of Section 200(a) of the Revenue Act of 1924 (now Section
48(a) of the Internal Revenue Code), which clarified that a “taxable year” includes
returns made for a fractional part of a year. The court stated, ““Taxable year’
includes, in the case of a return made for a fractional part of a year under the
provisions of this title or under regulations prescribed by the Commissioner with the
approval of the Secretary, the period for which such return is made.” The court
emphasized that the purpose of the excess profits tax law was best served by
computing both the income and the credit on the same basis. To allow the full credit
based on a hypothetical year to be deducted from only nine months of income would
provide an unintended advantage to the taxpayer. The court also noted that while
the 1942 amendments to the tax code specified that annualizing fractional years
applied only to changes in accounting periods for declared value excess profits
taxes, no such amendment was made to Section 711(a)(3), indicating congressional
intent to treat the two differently. The court rejected the petitioner’s argument that
the Commissioner’s action was unconstitutional, viewing the statute as a method of
arriving at a credit rather than taxing nonexistent income.

Practical Implications

This case clarifies that when a corporation’s existence terminates due to a merger or
dissolution before the end of its regular tax year, the income for that shortened year
must be annualized for excess profits tax purposes. This prevents taxpayers from
gaining an unfair advantage by using a full year’s credit against a partial year’s
income. It informs tax planning for mergers and acquisitions, highlighting the need
to consider the impact of short taxable years on excess profits tax liabilities. Later
cases would need to consider not only this holding but also subsequent changes to
the relevant tax code sections to determine the continued applicability of this
principle. The case demonstrates the importance of looking at the overall statutory
scheme and legislative intent when interpreting tax laws.
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