4T.C. 209 (1944)

When calculating foreign tax credit for dividends received from foreign subsidiaries,
the foreign tax deemed paid by the domestic corporation should be computed
separately for each year’s accumulated profits from which dividends were paid,
while the overall credit limitation is based on a single ratio of dividends received to
the domestic corporation’s total net income.

Summary

General Foods Corp. sought a foreign tax credit under Section 131(f) of the Revenue
Act of 1934 for dividends received from its Canadian subsidiaries. The dividends
were paid from both current and prior years’ profits, leading to a dispute over the
calculation method. The Tax Court ruled that the foreign tax deemed paid should be
computed separately for each year’s accumulated profits, but the credit limitation
should be based on the ratio of total dividends received to the domestic
corporation’s total net income. This decision clarified the distinct steps in
calculating foreign tax credits in situations involving dividends paid from profits
accumulated over multiple years.

Facts

General Foods Corp., a Delaware corporation, received dividends from its four
wholly-owned Canadian subsidiaries during 1934 and 1935. Some dividends were
paid out of the subsidiaries’ current profits, while others came from accumulated
profits of prior years. The company sought to claim foreign tax credits for the
Canadian income taxes paid by its subsidiaries on the profits from which the
dividends were sourced. The IRS challenged the method of calculating the allowable
credit.

Procedural History

General Foods filed its income tax returns for 1934 and 1935, claiming foreign tax
credits. The Commissioner of Internal Revenue determined deficiencies, leading
General Foods to petition the Tax Court. The Tax Court reviewed the
Commissioner’s determination, focusing on the proper application of Section 131(f)
of the Revenue Act of 1934. The Tax Court then issued its opinion determining how
the credit should be calculated.

Issue(s)

1. Whether, in computing the foreign tax credit under Section 131(f) of the Revenue
Act of 1934, the foreign tax deemed to have been paid by the domestic corporation
should be computed for each separate year on the accumulated profits from which
the dividends were paid.

2. Whether the limitation upon the credit under the proviso in Section 131(f) should
be determined by a single computation based upon the ratio of the dividends
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received by the domestic corporation to the domestic corporation’s entire net
income for the year in which the dividends were received.

Holding

1. Yes, because Section 131(f) requires tracing dividends to the specific years from
which the profits were derived, necessitating a separate computation for each year
to accurately reflect the foreign taxes paid on those profits.

2. Yes, because the proviso’s purpose is to ensure that dividend income is not taxed
at a lower rate than the domestic corporation’s other income, making a single,
overall computation appropriate. The court stated, “the proviso, however, is to
prevent the dividend income from being taxed at a lesser rate than the domestic
corporation’s other income.”

Court’s Reasoning

The Tax Court reasoned that the first part of Section 131(f) requires identifying the
specific year or years from which the dividends were paid, making it necessary to
compute the tax credit separately for each year’s accumulated profits. The court
emphasized the statutory language defining “accumulated profits” and the
Commissioner’s power to determine from which year’s profits the dividends were
paid. It cited previous cases to support the consistent administrative practice of this
computation method. Regarding the limitation in the proviso, the court held that its
purpose is to prevent dividend income from being taxed at a lower rate than the
domestic corporation’s other income. Therefore, the limitation should be computed
using a single ratio of dividends received to the domestic corporation’s entire net
income, aligning with the regulatory guidance at the time.

Practical Implications

This case provides a clear framework for calculating foreign tax credits when
dividends are paid from profits accumulated over multiple years. It establishes that
tracing dividends to their source years is crucial for determining the foreign tax
deemed paid. This ruling is important for multinational corporations receiving
dividends from foreign subsidiaries. It affects how tax professionals analyze similar
cases and prepare tax returns. Later cases and IRS guidance have built upon this
framework, further refining the rules for foreign tax credit calculations. Tax
practitioners must carefully track the earnings and profits of foreign subsidiaries to
accurately claim these credits. This case underscores the importance of adhering to
both the specific language of the statute and the underlying policy objectives in tax
law interpretation.
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