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James Manufacturing Co. v. Commissioner, 22 T.C. 336 (1954)

A taxpayer seeking excess profits tax relief under Section 722(b)(4) of the Internal
Revenue Code must demonstrate that a change in the character of its business
occurred during the base period and that its average base period net income does
not reflect the normal operation of the business as a result of that change.

Summary

James Manufacturing Co. sought relief from excess profits taxes, arguing that the
introduction  of  an  all-glass  poultry  drinking  fount  constituted  a  change  in  the
character of its business. The Tax Court denied relief, finding that the company
failed to demonstrate that this new product substantially altered its capacity for
operation or that the company was committed to this change before January 1, 1940.
Furthermore, the court found the company failed to adequately establish what a fair
and just amount representing normal earnings should be, a prerequisite for relief
under Section 722(a) of the Internal Revenue Code.

Facts

James Manufacturing Co. (petitioner) manufactured and sold poultry equipment. The
petitioner  developed  an  all-glass  poultry  drinking  fount.  While  the  fount  was
developed before 1940, sales commenced in September 1940. Sales of the all-glass
fount increased substantially in the fiscal years ending July 31, 1941, and July 31,
1942. Sales of other founts also increased. The petitioner had sold various styles of
poultry founts, including some with partial glass components, before introducing the
all-glass model. The Hazel Atlas Glass Company agreed to manufacture the glass
component, and Oakes Manufacturing Company agreed to distribute the product.

Procedural History

The Commissioner of Internal Revenue denied the petitioner’s claim for relief from
excess profits taxes under Section 722 of the Internal Revenue Code. The Tax Court
reviewed the Commissioner’s determination.

Issue(s)

1. Whether the introduction of the all-glass poultry drinking fount constituted a
change in the character of the business within the meaning of Section 722(b)(4) of
the Internal Revenue Code.
2. Whether the petitioner adequately established a fair and just amount representing
normal earnings to be used as a constructive average base period net income as
required by Section 722(a) of the Internal Revenue Code.

Holding

1. No, because the petitioner failed to prove that the introduction of the all-glass
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fount significantly changed its physical capacity for operation or that the company
was committed to its change prior to January 1, 1940.
2. No, because the petitioner’s calculation of constructive average base period net
income was arbitrary and not supported by the record.

Court’s Reasoning

The court reasoned that the petitioner had not shown that the introduction of the all-
glass fount substantially changed its “physical capacity” to do business. The court
pointed out that sales of all types of founts and all products increased, which was
attributable to the war economy. It was not clear that the increases were due to the
all-glass fount. Furthermore, the court noted that the petitioner had previously sold
various models of poultry founts, and the all-glass fount was simply a technological
improvement. The court also stated that the fact that Hazel Atlas Glass Company
agreed to manufacture the glass and Oakes Manufacturing Company agreed to
distribute  the  product  did  not  demonstrate  a  commitment  that  changed  the
petitioner’s  physical  capacity  for  operation.  The  court  also  found  that  the
petitioner’s estimate of $150,000 in sales, projected under a 2 year push-back, was
not supported by the record and that their profit margin projections were based on
unrealistic assumptions. The court stated, “Having arbitrarily chosen a gross sales
figure of $150,000, petitioner then arbitrarily determined that it would have had a
net profit ratio of 30 per cent of gross sales…” The court noted this was significantly
higher than historical profit margins.

Practical Implications

This case illustrates the difficulty of obtaining excess profits tax relief under Section
722(b)(4)  of  the  Internal  Revenue  Code.  It  highlights  the  importance  of
demonstrating a significant change in the physical capacity of the business and
proving that the company was committed to such change before January 1, 1940.
More importantly, it  shows that a taxpayer must present a well-supported, non-
arbitrary  calculation of  constructive  average base period net  income.  The case
emphasizes that projections and assumptions must be grounded in historical data
and reasonable expectations, not simply asserted to achieve a desired tax outcome.
This ruling sets a high bar for taxpayers seeking this type of relief and provides a
framework for analyzing similar claims.


