J.T.S. Brown’s Son Co. v. Commissioner, 10 T.C. 840 (1948)

To qualify for excess profits tax relief under Section 721, a taxpayer must
demonstrate not only that income was abnormal but also that it is attributable to
specific prior years based on the events that originated the income.

Summary

J.T.S. Brown’s Son Co. sought to exclude $7,500 from its adjusted excess profits net
income for the year ending June 30, 1943, arguing it was attributable to prior years
under Section 721 of the Internal Revenue Code. The amount stemmed from a
settlement with Bernheim related to bottling profits. The Tax Court upheld the
Commissioner’s determination, finding the company failed to adequately show the
abnormal income was attributable to specific prior years, as required by the statute
and regulations. The court also addressed whether the distribution of whiskey
warehouse receipts constituted a sale by the company or by its shareholders, finding
the latter to be true.

Facts

J.T.S. Brown’s Son Co. (petitioner) entered into a contract with Bernheim in April
1940 regarding whiskey. In December 1942, petitioner made demands on Bernheim
regarding bottling profits. These demands were settled in a modification agreement
of June 23, 1943, where Bernheim paid the petitioner $10,000, of which $2,500 was
used for expenses, resulting in a net income of $7,500 to the petitioner. The
agreement also gave Bernheim the right to remove and bottle whiskey elsewhere.
The petitioner then distributed warehouse receipts for 1,152 barrels of whiskey to
its stockholders as a dividend in kind. The stockholders then sold the receipts.

Procedural History

The Commissioner determined a deficiency in the petitioner’s excess profits tax. The
petitioner contested the deficiency, arguing that the $7,500 was abnormal income
attributable to prior years and that the sale of the whiskey warehouse receipts was a
transaction of the shareholders, not the company. The Tax Court reviewed the
Commissioner’s determination.

Issue(s)

1. Whether the $7,500 received by the petitioner was properly excluded from its
adjusted excess profits net income under Section 721 of the Internal Revenue
Code and attributable to prior years.

2. Whether the sale of warehouse receipts for whiskey constituted a sale by the
petitioner or by its shareholders.

Holding
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1. No, because the petitioner failed to adequately demonstrate that the abnormal
income was attributable to specific prior years based on the events that gave
rise to the claim.

2. No, the sale was made by the stockholders, because the distribution of the
warehouse receipts was a bona fide dividend in kind and the subsequent sale
was conducted by the shareholders through their agent.

Court’s Reasoning

Regarding the Section 721 claim, the court emphasized that even if the income was
abnormal, the taxpayer must show it’s attributable to other years based on the
events that originated the income. Citing Regulations 112, Section 35.721-3, the
court stated: “Items of net abnormal income are to be attributed to other years in
the light of the events in which such items had their origin, and only in such
amounts as are reasonable in the light of such events.” The court found the
petitioner failed to provide sufficient evidence to link the income specifically to prior
years. The court noted that the controversy primarily arose in 1942, when Bernheim
began removing whiskey without bottling it at the petitioner’s plant. The court also
noted that the settlement covered other claims besides bottling profits, further
obscuring the attribution to prior years.

Regarding the sale of warehouse receipts, the court applied the principle from
Commissioner v. Court Holding Co., 324 U.S. 331 (1945), that the substance of a
transaction, not merely its form, determines tax consequences. However, based on
the uncontradicted testimony, the court found that the distribution was a bona fide
dividend in kind. The stockholders, acting through their agent, Skaggs, then sold the
receipts. The court found that the corporation did not negotiate the sale and that
Skaggs acted on behalf of the shareholders, not the corporation. The court
distinguished cases where the corporation arranged the sale beforehand.

Practical Implications

This case illustrates the stringent requirements for obtaining excess profits tax relief
under Section 721. Taxpayers must meticulously document the events giving rise to
abnormal income and demonstrate a clear connection between that income and
specific prior years. This case also reinforces the importance of analyzing the
substance of a transaction over its form, particularly when dividends in kind are
followed by sales. Attorneys should advise clients to maintain thorough records and
avoid pre-arranged sales agreements when distributing property as dividends if they
wish to avoid corporate-level tax on the subsequent sale. The decision also provides
an example of how courts evaluate the distribution of property to shareholders
followed by a sale, emphasizing the need for the distribution to be bona fide and the
sale to be independently negotiated by the shareholders.
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