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32 T.C. 1082 (1959)

When an income tax deficiency arises due to an adjustment in excess profits tax,
section 3807 of the 1939 Code requires that the entire income tax deficiency be
offset against the overpayment of excess profits tax, even if the refund is limited by
statute, to maintain the balance between the related taxes. The Commissioner erred
by employing a formula that failed to offset the full deficiency.

Summary

The Merrimac Hat Corporation sought a redetermination of its 1942 income tax
liability. The Commissioner granted the corporation relief from excess profits tax,
resulting in a decrease in the excess profits net income and overpayment of excess
profits tax. This overpayment led to an income tax deficiency due to a reduction in
the excess profits credit. The Commissioner, applying section 3807, used a formula
to calculate an income tax deficiency to be assessed, based on only the refundable
portion of the overpayment. The Tax Court held that the Commissioner erred by
failing to recognize the relationship under section 3807 between the two taxes and
not offsetting the total income tax deficiency against the gross excess profits tax
overpayment, which was partially barred by the statute of limitations. The Court
concluded that,  under  section 3807,  there was no income tax  deficiency to  be
assessed.

Facts

Merrimac Hat Corporation filed its 1942 excess profits tax and income tax returns.
The Commissioner granted relief under section 722 of the 1939 Code, leading to a
decrease in the excess profits net income and an overpayment of the excess profits
tax. While a portion of this overpayment was refundable, a larger part was barred by
the  statute  of  limitations.  This  relief  also  increased  the  company’s  income tax
liability, resulting in an income tax deficiency. The Commissioner calculated the
income tax deficiency to be assessed using a ratio based on the refundable portion
of the excess profits tax overpayment.

Procedural History

The  case  was  brought  before  the  United  States  Tax  Court  by  Merrimac  Hat
Corporation.  The  petitioner  challenged the  Commissioner’s  determination  of  an
income tax deficiency. The Tax Court reviewed the application of section 3807 of the
1939 Code in light of the specific facts of the case.

Issue(s)

1. Whether the Commissioner correctly applied section 3807 to determine an income
tax deficiency, considering the partial bar of the statute of limitations on refund of
the excess profits tax overpayment.
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Holding

1.  No,  because  the  Commissioner’s  formula  did  not  accurately  recognize  the
relationship between the two taxes under section 3807 and improperly calculated
the income tax deficiency.

Court’s Reasoning

The court emphasized that the income tax and the excess profits tax were related
taxes under the two-basket approach of the 1939 Code. Section 3807 was designed
to address adjustments to one tax that affect the liability of the other, and to restore
the balance between the income tax and the excess profits  tax when upset  by
disparate statutes of limitation. The court cited the case of Pine Hill Crystal Spring
Water,  noting that Section 3807 was enacted in order to permit an adjustment
otherwise outlawed by the statute of limitations but made necessary by some change
in a related tax. The court found that the Commissioner should have offset the total
income  tax  deficiency  against  the  gross  excess  profits  tax  overpayment.  The
Commissioner’s  formula,  which  considered  only  the  refundable  portion  of  the
overpayment,  distorted the balance and produced an unreasonable  result.  “The
purpose and intent are clear, to provide the Commissioner with an opportunity to
make  proper  set-off  and  recoupment  of  the  deficiency  which  is  related  to  the
overpayment determined in the taxpayer’s favor in respect of the other tax.”

Practical Implications

This case provides guidance on the proper application of section 3807 (and similar
provisions) when dealing with related taxes, such as income tax and excess profits
tax,  and  when  adjustments  in  one  tax  affect  the  other.  When  an  income  tax
deficiency arises due to the adjustment of another tax, the entire deficiency should
be offset against the overpayment of  the related tax,  even if  the refund of the
overpayment is limited by the statute of limitations. The government must consider
the gross overpayment, and not simply the amount that is currently refundable. This
decision reinforces the importance of accurately reflecting the relationship between
related taxes and provides a framework for calculating the appropriate tax liability.
This approach should inform how the Commissioner handles similar cases and can
be applied to current tax law.


