Lake Shore Lines, Inc. v. Commissioner, 15 T.C. 862 (1950)

The mere addition of new and improved equipment to replace existing equipment or
to meet expanding business demands does not constitute a ‘change in the character
of the business’ as defined in Section 722(b)(4) of the Internal Revenue Code for
excess profits tax relief purposes.

Summary

Lake Shore Lines, Inc. sought an adjustment to its excess profits tax under Section
722 of the Internal Revenue Code, arguing that its average base period net income
was an inadequate standard of normal earnings. The company cited the
establishment of a new bus route, a temporary loss of a mail contract, and the use of
older, less efficient buses as factors contributing to this inadequacy. The Tax Court
held that while the procurement of the mail contract constituted a change in the
business, the other factors did not warrant relief under Section 722. The Court
emphasized that routine improvements and minor operational changes do not
qualify as a change in the character of the business.

Facts

Lake Shore Lines, Inc., a bus company, operated several routes during the base
period years of 1936-1939. In November 1939, the company established a new bus
route (Haller Lake-Lago Vista). The company also lost a mail contract for a period of
time but regained it on July 1, 1938. Throughout the base period, Lake Shore Lines
used both older and newer (Tri-Coach) buses, with the older buses being less
efficient and more costly to operate.

Procedural History

Lake Shore Lines, Inc. petitioned the Tax Court for a redetermination of its excess
profits tax, arguing that it was entitled to relief under Section 722 of the Internal
Revenue Code. The Commissioner of Internal Revenue denied the requested
adjustments. The Tax Court reviewed the Commissioner’s decision.

Issue(s)

1. Whether the establishment of a new bus route in 1939 constituted a “change in
the character of the business” under Section 722(b)(4) of the Internal Revenue
Code.

2. Whether a temporary loss of a mail contract, later regained, warrants an
adjustment to base period income under Section 722(b)(4).

3. Whether the continued use of older, less efficient buses during part of the base
period justifies relief under Section 722(b)(4).
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Holding

1. No, because the new bus route was not a significant change in operations or
services, and did not result in a fundamentally new type of business.

2. Yes, because the procurement of the mail contract was a change in the character
of the business. The court held adjustments should be made to 1936, 1937, and 1938
income to reflect the income that would have been derived had the company had the
mail contract during those years.

3. No, because simply replacing old equipment with newer, more efficient
equipment is not a change in the character of the business under Section 722(b)(4).

Court’s Reasoning

The court reasoned that the new bus route was merely an extension of existing
services and did not fundamentally alter the nature of the company’s operations. It
stated that the changes were not significant and did not call for new types of
equipment. Regarding the mail contract, the court found that carrying mail was a
different operation from carrying passengers and did have a direct effect on income.
As for the older buses, the court stated that the mere addition of new and improved
equipment is a common occurrence, saying, “The mere addition of new and
improved equipment to replace that in use or to meet expanding business is not a
change such as contemplated by section 722 (b) (4). That is a common occurrence
within the normal operation of many types of business.”

Practical Implications

This case clarifies the narrow scope of what constitutes a “change in the character
of the business” for purposes of Section 722 excess profits tax relief. It emphasizes
that routine improvements, operational expansions, and minor adjustments do not
qualify. Taxpayers must demonstrate a fundamental shift in the nature of their
business operations to be eligible for relief. This case serves as a reminder to
carefully analyze the specific facts and circumstances to determine if the alleged
change is significant enough to warrant an adjustment to base period income. Later
cases cite this ruling for its clarification of what business changes qualify for tax
relief and the necessity of proving a fundamental shift in business operations.
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