8T.C.383 (1947)

A taxpayer can restore an abnormal bad debt deduction to base period income for
excess profits tax credit purposes if the abnormality was not a consequence of
increased gross income during the base period.

Summary

The O. Hommel Company sought to restore a $15,798.18 bad debt deduction from
1938 to its base period income for excess profits tax credit calculation. The
deduction was deemed abnormal due to a large debt from a bankrupt customer,
Hayes-Custer Stove, Inc. The Tax Court addressed whether this abnormality was a
consequence of increased gross income during the base period (1936-1939). The
Court found that the bad debt deduction was not a consequence of increased gross
income, allowing the company to restore the deduction to its base period income,
thereby increasing its excess profits tax credit.

Facts

The O. Hommel Company manufactured and sold porcelain enamel frit, pottery frit,
and ceramic colors. In 1938, Hommel deducted $15,798.18 for debts ascertained to
be worthless. A significant portion ($15,075.47) was attributable to Hayes-Custer
Stove, Inc., which filed for bankruptcy in 1937. Hommel's last sale to Hayes-Custer
occurred in May 1937. Hommel consistently used the direct write-off method for bad
debt deductions.

Procedural History

The Commissioner of Internal Revenue determined Hommel’s excess profits tax
liability for 1941 and disallowed a claim for refund. Hommel petitioned the Tax
Court under Section 732(a) of the Internal Revenue Code, challenging the
disallowance based on Section 711(b)(1)(J)(ii), arguing that the abnormal 1938 bad
debt deduction should be restored to base period income. The Commissioner argued
that Hommel failed to prove the bad debt excess was not a consequence of factors
listed in Section 711(b)(1)(K)(ii).

Issue(s)

Whether the abnormality in the amount of the 1938 bad debt deduction was a
consequence of an increase in the gross income of the taxpayer in its base period,
within the meaning of Section 711(b)(1)(K)(ii) of the Internal Revenue Code.

Holding

No, because the court found that the abnormal bad debt deduction was not a
consequence of increased gross income during the base period. Therefore, the
taxpayer was entitled to have the deduction restored to its base period income.
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Court’s Reasoning

The court focused on whether the abnormal bad debt deduction in 1938 was a
consequence of increased gross income during the base period (1936-1939). The
court noted that Hommel’s gross income increased in 1936 and 1937 but decreased
in 1938. The court observed an inverse relationship between gross income and bad
debt losses: bad debt losses decreased in 1936 (when gross income increased) and
increased in 1938 (when gross income decreased). The court stated, “This
comparison of the trends of gross income in 1936, 1937, and 1938 with the losses
from bad debts in the same years shows that the increase in the 1938 loss from bad
debts was not a consequence of an increase in gross income.” The court emphasized
that the single large bad debt from Hayes-Custer’s bankruptcy was the primary
cause of the abnormality and this loss was not tied to an increase in gross income.
The court distinguished the case from situations where bad debts directly correlated
with increased business volume.

Practical Implications

This case illustrates the importance of demonstrating a lack of correlation between
increased gross income and abnormal deductions when seeking excess profits tax
credits. Taxpayers must present evidence showing that the abnormality was not a
direct consequence of increased business activity or revenue. The case emphasizes
the need to analyze the specific circumstances contributing to the abnormal
deduction and to present a clear argument demonstrating its independence from
overall income trends. Later cases applying this ruling would likely focus on similar
fact patterns where a large, one-time bad debt impacts the excess profits tax credit
calculation.
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