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5 T.C. 1376 (1945)

Section 711(b)(1)(J)  of  the Internal Revenue Code is a relief  provision intended
solely for the benefit of the taxpayer, and the Commissioner cannot use it to revise
excess profits tax net income for base period years unless the taxpayer invokes it.

Summary

Hales-Mullaly,  Inc.  computed its excess profits credit  for the fiscal  year ending
August 31, 1941. The Commissioner revised the excess profits tax net income for
two base period years by disallowing a portion of advertising and publicity expenses
as abnormal deductions under Section 711(b)(1)(J). The taxpayer hadn’t elected to
capitalize  these  expenditures  or  sought  to  revise  its  income  using  Section
711(b)(1)(J) and (K). The Tax Court held that Section 711(b)(1)(J) is a relief provision
exclusively for taxpayers, preventing the Commissioner from unilaterally revising
income under it when the taxpayer hasn’t invoked it.

Facts

Hales-Mullaly, Inc. was a wholesale distributor of household appliances. It promoted
sales by developing merchandising techniques, training salesmen, and supervising
dealer  operations.  The  company  spent  significant  amounts  on  advertising  and
promotion from 1936-1940, deducting these expenses on its tax returns, which the
Commissioner initially  allowed.  The company computed its  excess profits  credit
under Section 713 for the fiscal year ending August 31, 1941. The taxpayer did not
elect to capitalize advertising expenses under Section 733.

Procedural History

The Commissioner determined a deficiency in the excess profits tax for the fiscal
year ending August 31, 1941. This resulted from the disallowance of advertising and
publicity  expenses  from  the  base  period  years  (1937  and  1938)  as  abnormal
deductions  under  Section  711(b)(1)(J)(ii).  The  Tax  Court  reviewed  the
Commissioner’s  determination.

Issue(s)

Whether the Commissioner has the authority to revise the taxpayer’s net income for
base period years by disallowing advertising and publicity expenses as abnormal
deductions  under  Section  711(b)(1)(J)  when  the  taxpayer  has  not  invoked  the
provisions of Section 711(b)(1)(J) and (K).

Holding

No, because Section 711(b)(1)(J) is a relief provision intended solely for the benefit
of the taxpayer, and the Commissioner cannot invoke it to revise income when the
taxpayer has not elected to use it.
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Court’s Reasoning

The Tax Court relied on its prior decision in Colson Corporation, 5 T.C. 1035, which
addressed the same issue. The court emphasized that Section 711(b)(1)(J) is a relief
provision  designed  to  benefit  taxpayers.  Section  711(b)(1)(K)(ii)  outlines  the
conditions under which deductions can be disallowed, requiring the taxpayer to
establish that the abnormality or excess is not a result of increased gross income or
changes  in  the  business.  The  court  reasoned  that  the  Commissioner  cannot
unilaterally apply this provision to the detriment of the taxpayer when the taxpayer
has not sought its benefit. The court stated it was unnecessary to give consideration
to petitioner’s further contention.

Practical Implications

This case clarifies that relief provisions in the tax code, like Section 711(b)(1)(J), are
intended  for  the  exclusive  benefit  of  the  taxpayer.  The  Commissioner  cannot
selectively apply these provisions to increase a taxpayer’s liability when the taxpayer
has not chosen to utilize them. This decision limits the Commissioner’s ability to
retroactively adjust base period income in a way that disadvantages the taxpayer,
reinforcing the taxpayer’s control over the application of beneficial tax provisions. It
informs legal reasoning in similar situations by establishing that the government
cannot compel a taxpayer to use a relief provision. Later cases would distinguish or
apply this principle by examining whether a particular code section was indeed a
relief provision intended solely for the taxpayer’s benefit.


