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14 T.C. 581 (1950)

A taxpayer seeking relief from excess profits tax under Section 722(b)(5) of the
Internal Revenue Code must demonstrate that its base period net income was an
inadequate standard of normal earnings due to a factor affecting its business, not
merely that its tax year earnings are higher due to the absence of a deduction
present in the base period.

Summary

Clinton Carpet Co. sought relief from excess profits tax for 1941 and 1942 under
Section  722(b)(5)  of  the  Internal  Revenue  Code,  arguing  that  amortization
deductions taken during the base years (1936-1939) for an exclusive sales contract
artificially lowered its base period net income, making it an inadequate standard for
comparison with its tax year income. The Tax Court denied relief, holding that the
amortization deductions were properly taken and reflected the company’s normal
earnings during the base period. The court emphasized that the statute requires
taxpayers to demonstrate that base period earnings were abnormally low due to a
specific factor, not simply that tax year earnings are higher due to the absence of a
prior deduction.

Facts

In 1927, Tanners Products Co. (later American Hair & Felt Co.) granted Clinton
Carpet  Co.  an  exclusive  sales  agency  for  certain  products.  In  1931,  American
became dissatisfied with the arrangement.  American formed Ozite Products Co.
(later Clinton Carpet Co., the petitioner) and had it purchase Clinton Carpet Co.’s
assets,  including the unexpired portion of  the sales contract,  which was set  to
terminate  on  December  31,  1940.  Clinton  Carpet  Co.  then  took  deductions  to
amortize the cost of this contract over its remaining life (ending December 31,
1940). These deductions were taken in the base period years (1936-1939). In 1941
and 1942, Clinton Carpet Co. earned more money because there was no longer an
amortization deduction.

Procedural History

Clinton Carpet Co. filed applications for relief from excess profits tax for 1941 and
1942 under Section 722(b)(5) of the Internal Revenue Code. The Commissioner of
Internal Revenue denied these claims. Clinton Carpet Co. then petitioned the Tax
Court for review.

Issue(s)

Whether the amortization deductions taken during the base period (1936-1939) for
the exclusive sales contract resulted in an "inadequate standard of normal earnings"
during the base period, thus entitling Clinton Carpet Co. to relief under Section
722(b)(5) of the Internal Revenue Code.
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Holding

No, because the amortization deductions were properly taken and reflected the
company’s normal earnings during the base period. Clinton Carpet Co. failed to
demonstrate that its base period earnings were abnormally low due to a specific
factor.

Court’s Reasoning

The court reasoned that the purpose of Section 722(b)(5) is to address situations
where a factor adversely affected the earnings of the base period, resulting in an
inadequate standard of normal earnings. The court stated, "[a]ttention is focused
upon any factor adversely affecting the earnings of the base period and no relief is
granted if those earnings were normal for that period." The court found that the
amortization deductions were properly allowed because they reflected the cost of
acquiring the sales contract, which was essential to the company’s operation. The
court rejected the argument that the base period earnings were not "normal" for the
purpose of comparison with the tax year earnings because the tax year earnings
were not subject to the same deduction. The court emphasized that the statute
requires taxpayers to  look at  the base years and determine what  were normal
earnings for those years, irrespective of events taking place after the base period.
The court concluded that Clinton Carpet Co. had not demonstrated that its base
period net income differed from "normal earnings" or was "an inadequate standard
of normal earnings" for that period.

Practical Implications

This case clarifies that to obtain relief under Section 722(b)(5), a taxpayer must
demonstrate that its base period earnings were abnormally low due to a specific,
identifiable factor that negatively impacted its business during that period. It’s not
enough to show that tax year earnings are higher because a deduction taken during
the base period is no longer applicable. Taxpayers must focus on establishing that
their actual earnings during the base period were not representative of their normal
earning capacity. This case highlights the importance of a rigorous factual analysis
of the taxpayer’s business during the base period to identify factors that may have
depressed earnings below a normal level. It also shows the difficulty of obtaining
relief under the excess profits tax laws.


