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16 T.C. 713 (1951)

A taxpayer seeking relief from excess profits tax under Section 722 of the Internal
Revenue Code must demonstrate not only a qualifying condition that makes its
excess  profits  credit  inadequate  but  also  establish  a  fair  and  just  constructive
average base period net income based on a comparable business operation.

Summary

Tin Processing Corporation sought relief from excess profits tax under Section 722
of  the  Internal  Revenue  Code,  arguing  that  its  excess  profits  credit  based  on
invested capital was an inadequate standard. The Tax Court denied relief, holding
that while the corporation might have met the initial requirements of Section 722(c),
it failed to establish a constructive average base period net income as required by
Section 722(a). The court reasoned that the corporation’s reconstruction of income
for the base period years was based on a fundamentally different type of business
operation than the one it actually conducted during the taxable years.

Facts

Tin Processing Corporation, a subsidiary of N.V. Billiton Maatschappij, was formed
in 1941 to operate a tin smelter in Texas City, Texas (the Longhorn smelter). Billiton
had  experience  smelting  low-grade  Bolivian  tin  ores.  The  U.S.  government
contracted with Billiton to establish a tin smelter due to concerns about tin supply
during World War II. The Longhorn smelter used processes and formulae developed
at Billiton’s Arnhem smelter, which were crucial for producing high-grade tin from
low-grade  Bolivian  ores.  During  the  taxable  years,  Tin  Processing  Corporation
operated under a management fee arrangement with the U.S. government.

Procedural History

Tin Processing Corporation filed applications for relief under Section 722 of the
Internal Revenue Code for its fiscal years ending November 30, 1941, 1942, 1943,
and 1944. The Commissioner of Internal Revenue disallowed these applications. The
Tax Court reviewed the Commissioner’s disallowance.

Issue(s)

Whether  Tin  Processing  Corporation,  seeking  relief  under  Section  722  of  the
Internal Revenue Code, established its right to use the excess profits credit based on
income by proving both a qualifying condition under Section 722(c) and a fair and
just constructive average base period net income under Section 722(a).

Holding

No, because Tin Processing Corporation’s reconstruction of income for the base
period  years  assumed  a  business  operation  fundamentally  different  from  the
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management fee arrangement under which it operated during the taxable years.

Court’s Reasoning

The Tax Court emphasized that Section 722 requires a taxpayer to meet two distinct
requirements. First, the taxpayer must demonstrate that its excess profits credit
based on invested capital is an inadequate standard due to one of the conditions
specified in  Section 722(c).  Second,  the taxpayer  must  establish a  constructive
average base period net income that represents fair and just normal earnings under
Section  722(a).  The  Court  stated,  “it  is  not  sufficient  merely  to  establish  that
petitioner meets the requirements under section 722 (c) (1), (2) or (3); it must also
show within the framework of section 722 (a) a fair and just amount representing
normal earnings to be used as a constructive average base period net income.”

The court found that Tin Processing Corporation’s reconstruction of income was
flawed because  it  assumed a  business  that  owned the  smelting  plant,  paid  all
production costs, and earned income per ton of tin produced. During the taxable
years, however, the corporation operated under a management fee arrangement.
The court noted, “implicit in this comparison is the idea that the normal operating
conditions,  upon which relief  is  based,  and the operating conditions during the
excess profits tax period must be comparable.” Because the reconstructed base
period income was not based on a comparable business operation, the court held
that the corporation failed to meet the requirements of Section 722(a).

Practical Implications

This case clarifies that taxpayers seeking relief under Section 722 must demonstrate
consistency between their actual business operations during the taxable years and
the hypothetical business operations used to reconstruct base period income. The
court  emphasizes  the  importance  of  using  a  comparable  business  model  when
reconstructing income for the base period years. This ruling highlights the need for
careful  analysis  and  accurate  reconstruction  of  base  period  income  based  on
realistic  and comparable operating conditions to  successfully  claim relief  under
Section 722.


