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14 T.C. 1440 (1950)

An erroneous tax credit granted in a renegotiation agreement can be corrected by
the Commissioner of Internal Revenue when determining a tax deficiency, even if
the renegotiation agreement is considered final.

Summary

Stow Manufacturing Co.  entered into a renegotiation agreement with the Navy
regarding excessive profits  from government contracts  in  1942.  The agreement
included an erroneous excess profits tax credit of $280,000, when it should have
been $252,000. The Commissioner later determined a tax deficiency, recalculating
the tax credit to the correct amount. Stow Manufacturing argued that the final
renegotiation  agreement,  which  specified  the  $280,000  credit,  precluded  the
deficiency determination based on a reduced credit.  The Tax Court  upheld the
Commissioner’s deficiency determination, reasoning that the erroneous credit, even
if part of a final agreement, could be corrected for tax purposes.

Facts

Stow Manufacturing Co. manufactured flexible shafting for the U.S. Navy during
World War II.

In  1943,  Stow and  the  Navy  renegotiated  contracts  for  1942  under  the  Sixth
Supplemental National Defense Appropriation Act.

The  Secretary  of  the  Navy  determined  Stow’s  excessive  profits  for  1942  were
$350,000.

The Bureau of Internal Revenue erroneously calculated a tax credit under Section
3806 of the Internal Revenue Code to be $280,000 against these excessive profits;
the correct credit should have been $252,000.

A renegotiation agreement, finalized on June 1, 1943, stated the excessive profits
were $350,000 and the tax credit was $280,000, with Stow to pay back $70,000.

The  agreement  contained  a  clause  stating  it  was  a  final  determination,  not
modifiable except for fraud or misrepresentation.

In 1948, the Commissioner determined a deficiency in Stow’s excess profits tax for
1942, recalculating the Section 3806 credit to the correct, lower amount.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  a  deficiency  in  Stow
Manufacturing  Company’s  excess  profits  tax  for  1942.
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Stow  Manufacturing  Co.  petitioned  the  Tax  Court  to  contest  the  deficiency
determination.

Issue(s)

1.  Whether  the  Commissioner  properly  determined  a  deficiency  by  excluding
excessive profits from income and recalculating the Section 3806 tax credit, even
though a final renegotiation agreement specified a higher, erroneous credit.

2. Whether a final renegotiation agreement that includes an erroneous tax credit
under Section 3806 precludes the Commissioner from determining a tax deficiency
based on the correct, lower tax credit.

Holding

1. Yes, the Commissioner properly determined the deficiency using this method.

2. No, the final renegotiation agreement does not preclude the Commissioner from
determining a deficiency based on the correct tax credit, because the agreement’s
finality pertains to the renegotiation of profits, not the accuracy of tax computations.

Court’s Reasoning

The  Tax  Court  distinguished  this  case  from  *National  Builders,  Inc.*,  where
excessive profits were not finally determined. In *Stow*, the excessive profits were
finalized in the renegotiation agreement.

The court relied on *Baltimore Foundry & Machine Corporation*, which held that an
erroneous tax credit, even if previously allowed, can be corrected when determining
a deficiency. The court quoted *Baltimore Foundry*, stating, “It does not make any
difference, for present purposes, whether it was incorrectly credited or repaid… The
tax shown on the return should be decreased by that  credit  in  computing the
deficiency under 271(a).”

The court emphasized that Section 271(a) of the Internal Revenue Code allows for
the  reduction  of  tax  shown  on  a  return  by  amounts  previously  credited.  The
erroneous $280,000 credit was such an amount, and the Commissioner was correct
to adjust for it when calculating the deficiency.

The renegotiation agreement’s finality concerned the determination of excessive
profits, not the correctness of the tax credit calculation. The agreement could not
bind the Commissioner to an incorrect application of tax law.

Practical Implications

This case clarifies that while renegotiation agreements can finalize the amount of
excessive profits, they do not override the Commissioner’s authority to correctly
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apply tax law.

Taxpayers  cannot  rely  on  erroneous  tax  credits  included  in  renegotiation
agreements  to  avoid  subsequent  deficiency  determinations.

Legal  professionals  should  advise  clients  that  even  “final”  agreements  with
government agencies are subject  to  correction by tax authorities  regarding tax
computations.

This case reinforces the principle that tax liabilities are determined by law, and
administrative  agreements  cannot  create  exceptions  to  those  laws,  especially
regarding computational errors in tax credits.

Later cases citing *Stow Manufacturing* often involve disputes over the finality of
administrative agreements versus the Commissioner’s power to correct tax errors,
particularly  in  the  context  of  renegotiation  and  similar  government  contract
adjustments.


