21 T.C. 432 (1953)

The repeal of the excess profits tax eliminated the need to adjust net operating
losses by reducing interest deductions when calculating unused excess profits
credits for years after the repeal date.

Summary

The United States Tax Court addressed whether a net operating loss deduction
should be reduced by 50% of interest on borrowed capital when computing an
unused excess profits credit for the fiscal year ending September 30, 1946, despite
the repeal of the excess profits tax. The court held that the respondent
(Commissioner) incorrectly reduced the net operating loss. The Revenue Act of 1945
repealed the excess profits tax, and although the law remained in effect for
determining taxes for years before January 1, 1946, a provision eliminated the
necessity for interest adjustments after December 31, 1946. The court found the
Commissioner’s interpretation, based on an inapplicable section, erroneous, and
ruled in favor of the taxpayer.

Facts

Flory Milling Co., Inc. filed corporate income tax returns on an accrual basis for the
fiscal years ending September 30, 1944, and 1945, and for excess profits tax. The
company manufactured animal and poultry feeds. The Commissioner determined
deficiencies in income, declared value excess-profits, and excess profits taxes for the
fiscal years ending September 30, 1944, and 1945. The Commissioner reduced a net
operating loss sustained in 1948 by 50% of the interest on borrowed capital when
calculating the 1946 unused excess profits credit. The company had a net loss of
$47,241.50 for the taxable year ending September 30, 1948. The company had an
excess profits credit of $50,040.46 for the taxable year ending September 30, 1946.

Procedural History

The case was brought before the United States Tax Court to determine if the
Commissioner correctly reduced a net operating loss. The court reviewed the
stipulated facts and legal arguments. The court sided with the petitioner and
entered a decision under Rule 50.

Issue(s)

Whether, in computing the petitioner’s unused excess profits credit for the taxable
year ended September 30, 1946, a net operating loss deduction arising from a net
operating loss sustained in the taxable year ended September 30, 1948, was
correctly reduced by the respondent by 50% of the interest on borrowed capital
expended in the taxable year ended September 30, 1948.

Holding
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No, because the Revenue Act of 1945 repealed the excess profits tax and eliminated
the need for the adjustment to interest. The Commissioner’s determination was
incorrect.

Court’s Reasoning

The court’s reasoning focused on the interpretation of the Revenue Act of 1945,
specifically Section 122. The court noted the Commissioner’s reliance on Section
711(a)(2)(L)(i) of the Internal Revenue Code, which requires adjustments for interest
on borrowed capital when calculating excess profits net income and unused excess
profits credits. However, the court emphasized that Section 122(c) of the Revenue
Act of 1945 amended Section 710(c)(2), providing that “there shall be no unused
excess profits credit for a taxable year beginning after December 31, 1946.” The
court reasoned that because there was no excess profits tax or credit for the year in
question (1948), the adjustment for interest on borrowed capital, which was
designed to prevent a “double advantage,” was not necessary and could not be
applied. The court distinguished the case from a prior case (National Fruit Products
Co.), pointing out that in this case, the law explicitly stated there was no excess
profits credit for the year in question, making the adjustment impossible.

Practical Implications

This case is significant for tax practitioners because it clarifies the impact of the
repeal of a specific tax on prior calculations. It demonstrates that when a tax
provision is explicitly repealed, any calculations that are based on it are also
eliminated. Therefore, when dealing with net operating losses, tax practitioners
should meticulously examine any changes in tax law, and accurately apply the law to
the facts, to ensure that deductions are calculated correctly. It emphasizes that the
absence of an excess profits tax meant that any rules designed to address situations
involving that tax were no longer applicable.
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