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Fall River Bleachery Sales Corp. v. Commissioner, 18 T.C. 509 (1952)

To qualify for excess profits tax relief, a taxpayer must demonstrate both eligibility
under Section 722(b) and establish a constructive average base period net income
that justifies relief exceeding the credit already received under the invested capital
method.

Summary

Fall River Bleachery Sales Corp. sought relief from excess profits tax, arguing its
base period earnings were depressed due to low cotton prices,  restricted bank
credit, and the introduction of a new product. The Tax Court acknowledged the
business was depressed but found the company failed to prove the depression was
caused  by  temporary  factors  or  that  the  new  product  significantly  increased
earnings. Critically, the court held that even if the taxpayer qualified for relief, its
proposed  reconstruction  of  base  period  income  was  insufficient  to  justify  an
increased  credit  beyond  what  was  already  received  under  the  invested  capital
method, thus denying the claim.

Facts

Fall  River  Bleachery  Sales  Corp.  acquired  the  properties  of  a  predecessor
corporation, with the consideration including the transfer of the petitioner’s stock to
the predecessor. During the base period, the company’s business was depressed,
though less  severely  than  in  the  early  1930s.  The  company  introduced  a  new
product, the Fall River Bundle, in 1938. Banks restricted the company’s credit due
to concerns about its business policies. The company’s excess profits net income for
the base period years was negative, averaging -$53,872.36.

Procedural History

Fall River Bleachery Sales Corp. petitioned the Tax Court for relief from excess
profits tax under Section 722(b) of the Internal Revenue Code. The Commissioner
opposed  the  petition.  The  Tax  Court  reviewed  the  evidence  and  arguments
presented by both parties.

Issue(s)

1. Whether the petitioner’s business was depressed during the base period due to
temporary economic circumstances,  specifically  low cotton prices and restricted
bank credit, within the meaning of Section 722(b)(2)?

2. Whether the petitioner changed the character of its business during the base
period by introducing a new product, the Fall River Bundle, within the meaning of
Section 722(b)(4)?

3.  Whether the petitioner demonstrated a constructive average base period net
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income sufficient to justify relief exceeding the credit already received under the
invested capital method?

Holding

1. No, because the petitioner failed to show that the base period depression was due
to temporary factors like low cotton prices or that the credit restriction was due to
unusual economic conditions, rather than business policies.

2. No, because any change due to the introduction of the Fall River Bundle was not
reflected  in  an  increased  level  of  normal  earnings  directly  attributable  to  the
change.

3.  No,  because  the  petitioner’s  proposed  reconstruction  was  not  supported  by
adequate evidence, and its past earnings and future prospects did not justify a
constructive average base period net income sufficient to provide relief beyond the
invested capital credit.

Court’s Reasoning

The court reasoned that the petitioner failed to demonstrate that the decline in
cotton prices was a temporary factor or that the bank credit restriction was due to
unusual economic conditions. The court cited Trunz, Inc.,  15 T. C. 99, 104, and
distinguished the situation from cases involving restrictions due to factors outside
the taxpayer’s control, citing Foskett & Bishop Co., 16 T. C. 456 and Avey Drilling
Machine  Co.,  16  T.  C.  1281.  Regarding  the  new product,  the  court  found  no
evidence that it  led to increased normal earnings,  referencing Regulations 112,
section 35.722-3 (d) and citing Wisconsin Farmer Co., 14 T. C. 1021; Roy Campbell,
Wise & Wright, Inc., 15 T. C. 894. Crucially, the court emphasized that even if the
petitioner qualified for relief under Section 722(b), it failed to prove a constructive
average base period net income high enough to warrant relief, given the already
substantial credits received under the invested capital method. The court stated,
“Obviously, the petitioner will  not receive relief for any year under section 722
unless it  can show a sufficient amount of constructive average base period net
income to produce a credit in excess of the large credits which it has received under
the invested capital method.”

Practical Implications

This case illustrates the dual burden a taxpayer faces when seeking excess profits
tax relief: not only must they demonstrate eligibility under Section 722(b), but they
must also provide sufficient evidence to justify the amount of relief claimed. This
means presenting a credible reconstruction of base period earnings. It highlights the
importance of demonstrating that any adverse conditions during the base period
were temporary and directly impacted earnings. Furthermore, it shows that simply
introducing a new product is not enough; the taxpayer must demonstrate a clear and
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direct  link  between the new product  and increased normal  earnings.  The case
reinforces the principle that the constructive income must exceed credits already
received.  Later  cases  would  cite  this  for  the  high  burden  of  proof  needed  to
demonstrate both eligibility and justify the amount of relief under Section 722.


