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25 T.C. 477 (1955)

When a taxpayer’s excess profits tax liability is determined using a constructive
average base period net income under Section 722 of the 1939 Internal Revenue
Code, that same constructive income must be used in computing the income tax
credit under Section 26(e).

Summary

The Mutual Shoe Company received partial relief under Section 722 of the 1939
Internal Revenue Code, leading to a constructive average base period net income.
The  Commissioner  of  Internal  Revenue  subsequently  determined  income  tax
deficiencies, arguing that the credit for income tax purposes under Section 26(e)
should be calculated using the constructive income established under Section 722,
thereby reducing the credit and increasing the tax liability. The Tax Court agreed
with the Commissioner, holding that using the constructive income for both excess
profits tax and income tax credit calculations was necessary to prevent the taxpayer
from receiving a double benefit and to align with Congressional intent.

Facts

Mutual Shoe Company, a Massachusetts corporation, filed income, excess profits,
and declared value excess-profits tax returns for the fiscal years ending May 31,
1943, 1944, and 1945. The company applied for relief under Section 722 of the 1939
Internal  Revenue Code.  The Commissioner granted partial  relief,  determining a
constructive average base period net income of $22,360. The Commissioner then
determined deficiencies in the company’s income tax for the aforementioned years.
The dispute centered on whether the constructive income was used in computing
the income tax credit under Section 26 (e).

Procedural History

The petitioner filed income tax returns and excess profits tax returns. Claims for
relief  under  Section  722 were  filed  with  the  Commissioner.  The  Commissioner
notified the petitioner of partial relief, which established a constructive average
base period net income. The Commissioner determined income tax deficiencies,
which the petitioner disputed. The case was brought before the United States Tax
Court.

Issue(s)

Whether the adjusted excess profits  net income credit  for income tax purposes
under section 26(e) of the 1939 Internal Revenue Code is to be determined with
reference to the constructive average base period net income established under
section 722.

Holding
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Yes, because the court found that the credit allowed for income tax purposes under
Section 26(e) is to be determined with the use of the constructive average base
period net income allowed under Section 722.

Court’s Reasoning

The court  examined  the  relevant  sections  of  the  1939 Internal  Revenue  Code,
including Sections 26(e), 710(b), 712, 713, 714, and 722. It determined that the
purpose of Section 26(e) was to prevent double taxation of a corporation’s income.
The court cited the legislative history, specifically the House Committee Report on
the Revenue Bill of 1942, which indicated that Congress intended to prevent the
same portions of income from being subject to both income and excess profits taxes.
The court reasoned that allowing the taxpayer to use the actual income in the excess
profits tax calculation but ignore the constructive income in the income tax credit
calculation would result in a portion of the income being exempt from both taxes,
which was contrary to the intent of Congress. The court emphasized that allowing
the petitioner’s argument would result in a double benefit, where relief from excess
profits tax under Section 722 would inadvertently lead to relief from income tax as
well.  The court cited prior cases like Morrisdale Coal  Mining Co.  and Advance
Aluminum Cast. Corp. to support its conclusion, even though those cases concerned
different excess profits tax relief sections.

Practical Implications

This case clarifies how taxpayers should calculate income tax credits when relief is
granted under the excess profits tax provisions. It reinforces that the determination
of  tax  credits  must  consider  the  specific  relief  granted.  This  ruling  prevents
taxpayers from taking advantage of tax code provisions to avoid paying taxes on
certain portions of their income. It highlights the importance of interpreting tax laws
in a manner that aligns with Congressional intent, even when dealing with complex
calculations. It  is essential  for tax professionals to understand that constructive
income figures,  once  established for  excess  profits  tax  purposes,  must  also  be
consistently applied when determining the income tax credit under Section 26 (e).
This  case may influence future tax litigation,  particularly  in  situations where a
taxpayer seeks to use different figures for tax credit calculations than those used for
the initial excess profits tax calculations.


