Huffman Full Fashioned Hosiery Mills, Inc. v. Commissioner, 12 T.C. 117
(1949)

A reasonable depreciation rate for tax purposes must be determined based on facts
existing at the close of each taxable year, considering reasonably anticipated
conditions, not solely on hindsight or prior agreements.

Summary

Huffman Full Fashioned Hosiery Mills, Inc. contested the Commissioner’s
adjustment to its depreciation deduction for 1941-1943, arguing that the
adjustment, made in 1946, improperly increased the anticipated useful life of its
machinery. The Tax Court held that the original depreciation rate, agreed upon in
1935, remained reasonable considering the changing conditions in the hosiery
industry, particularly the advent of nylon and wartime restrictions on silk. The court
emphasized that depreciation should be based on conditions known or reasonably
anticipated at the end of each taxable year, not on later developments. The court
also addressed whether the company was part of a “controlled group” for excess
profits tax purposes and held that it was.

Facts

Huffman Full Fashioned Hosiery Mills, Inc. manufactured hosiery. In 1935, the
company and the Commissioner agreed upon depreciation rates based on a 15-year
useful life for new machinery and 12 years for secondhand machinery. In 1940,
nylon became available, significantly impacting the silk stocking industry, in which
Huffman was a major player. The company began using nylon, but wartime
restrictions on silk and nylon forced it to use rayon and cotton blends. At the end of
each tax year (1941, 1942, and 1943), the company considered increasing
depreciation rates due to these changes but decided against it, continuing to use the
1935 agreed-upon rates.

Procedural History

The Commissioner adjusted the depreciation deduction for 1941, 1942 and 1943,
increasing the anticipated useful life of the company’s machinery and equipment.
Huffman Full Fashioned Hosiery Mills, Inc. petitioned the Tax Court for a
redetermination. The Tax Court reviewed the Commissioner’s determination.

Issue(s)

1. Whether the Commissioner properly adjusted the petitioner’s depreciation
deduction for 1941, 1942, and 1943 by increasing the anticipated useful life of its
machinery and equipment.

2. Whether the Commissioner correctly computed the petitioner’s invested capital
credit for excess profits tax purposes by classifying the petitioner as a member of a
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“controlled group” under Section 713(g)(5) of the Internal Revenue Code.
Holding

1. No, because based on the facts existing at the close of each taxable year, the
original depreciation rate was reasonable, and the Commissioner’s adjustment was
based on hindsight.

2. Yes, because the statutory definition of a “controlled group” includes a parent
corporation and a single subsidiary, even though the language is ambiguous.

Court’s Reasoning

The Tax Court reasoned that depreciation rates should be based on facts known or
reasonably anticipated at the close of each tax year. The court noted that the advent
of nylon and wartime restrictions drastically changed the hosiery industry during
the taxable years. Despite these changes, the petitioner’s officers decided to
continue using the agreed-upon depreciation rate. The court found that the original
rate remained reasonable given the circumstances at the close of each year,
disapproving the Commissioner’s adjustment based on a later determination.
Regarding the “controlled group” issue, the court acknowledged the ambiguity of
Section 713(g)(5) but deferred to the Commissioner’s interpretation of the statute
because the purpose of the law was to prevent the duplication of credit for the same
investment. “We think under all the circumstances it is only reasonable to construe
the meaning of the word “chain” as thus used by Congress to include the parent
with the subsidiary.”

Practical Implications

This case underscores the importance of contemporaneous assessment when
determining depreciation rates for tax purposes. Taxpayers and the IRS must
consider industry-specific conditions and reasonably anticipated changes at the
close of each tax year, not just rely on past agreements or later information. This
ruling clarifies that even a significant change in circumstances does not
automatically justify retroactive adjustments to depreciation if the original rate
remained reasonable at the time. It also demonstrates judicial deference to
regulatory interpretations, even of ambiguous statutes, when the interpretation
aligns with the legislative purpose. It provides an example of how courts can
interpret ambiguous statutes to promote the underlying congressional intent,
impacting tax planning and compliance for businesses operating with subsidiaries.
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