Houston Textile Co. v. Commissioner, 10 T.C. 735 (1948)

When a corporation elects to compute its excess profits tax for a short taxable year
under Section 711(a)(3)(B) of the Internal Revenue Code, the credit allowed under
Section 26(e) for income subject to excess profits tax is limited by Treasury
Regulations to the amount of which the excess profits tax is 95%, and the regulation
is valid despite potentially unfavorable outcomes for the taxpayer.

Summary

Houston Textile Co. liquidated and dissolved within a short taxable year. It elected
to compute its excess profits tax under Section 711(a)(3)(B) of the Internal Revenue
Code. The Commissioner limited the credit under Section 26(e) based on Treasury
Regulations, resulting in a deficiency. The Tax Court upheld the Commissioner’s
determination, finding the regulation valid and reasonable. The court reasoned that
Congress granted broad authority to the Treasury Department to regulate taxation
for short taxable years, and the regulation was not inconsistent with the statute’s
intent.

Facts

» Houston Textile Co. was a Texas corporation that completely liquidated on
October 31, 1945, and dissolved on February 16, 1946.

« For its final taxable year (August 1 to October 31, 1945), it filed corporate
income, declared value excess profits tax, and excess profits tax returns.

e The corporation’s normal tax net income before the Section 26(e) credit was
$52,362.60.

o The Commissioner calculated the Section 26(e) credit as $29,928.95, based on
95% of the excess profits tax computed under Section 711(a)(3)(B), per
Treasury Regulations.

» The corporation argued it was entitled to a Section 26(e) credit of $81,764.17,
which would eliminate any normal tax or surtax liability.

Procedural History

The Commissioner determined a deficiency in Houston Textile Co.’s income tax. The
Tax Court reviewed the Commissioner’s determination, focusing on the validity of
the Treasury Regulation used to calculate the Section 26(e) credit.

Issue(s)

1. Whether, having elected to compute the excess profits tax under Section
711(a)(3)(B) for a short taxable year, the taxpayer is entitled to a Section 26(e)
credit equal to its adjusted excess profits net income so computed.

2. Whether the Treasury Regulation limiting the Section 26(e) credit in short
taxable years is valid.
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Holding

1. No, because Treasury Regulations validly limit the Section 26(e) credit to an
amount of which the excess profits tax is 95%.

2. Yes, because the regulation is reasonable and consistent with the statutory
framework for taxing income during a fractional part of the year.

Court’s Reasoning

The Tax Court upheld the Commissioner’s determination, finding the Treasury
Regulation valid. The court reasoned that Section 47(c)(2) granted the
Commissioner broad authority to prescribe regulations for returns covering less
than twelve months. The court stated, “The method of treating fractional parts of a
year as a taxable year involves a procedure which by its very nature can not be
prescribed in detail by legislation and can only be left to administrative regulation.”
It also stated that such administrative regulations seem appropriate because
“Congress does not have the background of administrative experience to enable it to
promulgate all the specific rules for fractional parts of a year.” The court also noted
that allowing the taxpayer to offset its actual net income with a reconstructed
adjusted excess profits net income for a twelve-month period would create an
absurd result not intended by Congress.

Practical Implications

This case reinforces the broad deference courts give to Treasury Regulations,
especially those concerning complex areas like taxation of income for periods less
than a full year. Taxpayers operating during short taxable years, such as in cases of
liquidation or dissolution, must carefully consider the impact of these regulations on
their tax liabilities. The case also underscores the importance of considering the
overall statutory scheme and avoiding interpretations that lead to unreasonable or
unintended results. Later cases would cite this to show the breadth of the
Commissioner’s authority when crafting rules for special circumstances.
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