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9 T.C. 938 (1947)

A deduction is considered abnormal, and therefore excludable from excess profits
tax  calculations,  if  it  is  wholly  unlike  other  deductions  typically  taken  by  the
taxpayer and arises from unique circumstances.

Summary

Kansas  City  Structural  Steel  Co.  sought  to  exclude  a  bad  debt  deduction  of
$81,607.66 from its  excess  profits  tax  calculation,  arguing it  was  an abnormal
deduction under Section 711(b)(1)(J)(i) of the Internal Revenue Code. The deduction
stemmed from losses incurred after the company purchased an athletic club building
at a foreclosure sale to protect an unpaid account receivable. The Tax Court held
that the deduction was indeed abnormal because the company’s investment and
subsequent advances were unusual and not related to its core business of steel
fabrication and erection. This ruling allowed the company to exclude the deduction
when calculating its excess profits tax.

Facts

Kansas City Structural Steel Co., a steel fabrication and erection business, acquired
an account receivable of $243,938.30 from erecting a steel frame for an athletic
club. When the club defaulted, the company established a mechanic’s lien. At the
foreclosure sale, the company purchased the building for $517,259.89, including the
receivable. It later sold half the property interest for $300,000. To complete and
operate the building, the company and its co-owner formed Continental Building
Co.,  with Kansas City  Structural  Steel  receiving half  the shares.  To protect  its
investment, the company advanced $635,152.80 to Continental. Continental Building
Co. eventually underwent reorganization under Section 77-B of the Bankruptcy Act.
In 1937, Kansas City Structural Steel claimed a loss deduction, which was partially
disallowed  except  for  $81,607.66  allowed  in  settlement.  This  was  the  only
transaction of its kind in the company’s history.

Procedural History

Kansas City Structural Steel Co. filed its 1941 income and excess profits tax return.
The Commissioner of Internal Revenue determined a deficiency in the company’s
excess  profits  tax  for  1941.  The  company  contested  the  Commissioner’s
determination, arguing that a deduction of $81,607.66 allowed as a compromise bad
debt  deduction  in  1937  should  be  excluded  from  the  excess  profits  credit
calculation. The Tax Court reviewed the case to determine if the deduction was
abnormal under Section 711(b)(1)(J)(i) of the Internal Revenue Code.

Issue(s)

Whether the $81,607.66 deduction allowed as a compromise bad debt deduction in
1937  constitutes  a  deduction  of  a  class  abnormal  for  the  taxpayer  under  the
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provisions of Section 711(b)(1)(J)(i) of the Internal Revenue Code, thereby allowing
it to be excluded when calculating the excess profits credit for the taxable year.

Holding

Yes, because the deduction of $81,607.66 is wholly unlike other bad debt deductions
taken by the petitioner, arising under its own peculiar conditions and circumstances,
thus qualifying it  as an abnormal deduction under Section 711(b)(1)(J)(i)  of  the
Internal Revenue Code.

Court’s Reasoning

The court reasoned that while the initial debt stemmed from the company’s usual
business, purchasing the building at foreclosure transformed the transaction into an
investment outside the scope of its ordinary operations. The court emphasized that
the  company’s  advances  to  Continental  Building  Co.  were  made  to  protect  its
investment, a purpose distinct from its regular steel fabrication business. The court
distinguished this scenario from ordinary bad debt deductions, pointing out that the
company had never before made such a real estate investment or advanced funds to
protect  a  trade  account  receivable.  The  court  cited  Green  Bay  Lumber  Co.,
emphasizing that deductions should be classified based on their unique facts, not
just  statutory  categories.  Because  the  $81,607.66 deduction  arose  from unique
conditions and circumstances, it was deemed an abnormal deduction.

Practical Implications

This case provides guidance on how to classify  deductions as either normal or
abnormal for excess profits tax purposes. It clarifies that the determination hinges
on the specific facts and circumstances surrounding the deduction, not merely its
general classification (e.g., bad debt). Attorneys should analyze whether a deduction
arose from activities  within the taxpayer’s  ordinary course of  business or  from
unusual, non-recurring events. The case highlights that investments made to protect
assets  acquired  through debt  collection  may be  considered outside  the  normal
business operations, potentially leading to an abnormal deduction classification. It is
also important to consider whether the taxpayer has historically engaged in similar
transactions. Later cases will likely distinguish this ruling based on the frequency
and similarity of the deductions in question.


