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17 T.C. 1493 (1952)

In determining excess profits tax relief under Section 722(c) for a company not in
existence  during  the  base  period,  the  court  can  consider  post-1939  data  from
comparable businesses to establish a constructive average base period net income,
eliminating war-induced profits.

Summary

Danco Company sought relief from excess profits taxes for 1942 and 1943, arguing
its  profits  were  abnormally  high  due  to  wartime  demand.  The  Tax  Court  had
previously ruled against Danco. Upon rehearing, the court considered evidence from
similar companies to determine a fair constructive average base period net income
(CABPNI). The court rejected Danco’s reconstruction methods, which improperly
assumed  base  period  sales  would  mirror  wartime  sales.  The  court  ultimately
determined a CABPNI of $12,500, considering various factors including the nature
of Danco’s business, profit margins, and comparisons to similar businesses.

Facts

Danco Company, an Ohio corporation, manufactured sheet metal products starting
in April  1940.  Its  initial  capital  was $5,000.  Its  excess  profits  net  income was
$18,342.50 in 1942 and $57,655.03 in 1943. Danco argued its profits were inflated
due to wartime demand and sought to establish a constructive average base period
net income (CABPNI) for tax relief purposes. Danco presented data attempting to
show a  normal  profit  margin,  but  the  court  found  these  methods  flawed.  The
Commissioner presented data from Overly-Hautz Company and Artisan Metal Works
Company, competitors of Danco, to establish a comparable base period income. C.
George Danielson, who formed Danco, was previously an officer at Artisan Metal
Works.

Procedural History

Danco initially lost its case in Tax Court. A motion for rehearing was granted due to
exceptional  circumstances.  At  the  rehearing,  both  parties  presented  additional
evidence, including a stipulation of facts. The Tax Court then reconsidered the case,
ultimately determining a constructive average base period net income for Danco.

Issue(s)

Whether  the  Tax  Court  erred  in  considering  post-1939  data  from  comparable
businesses to determine Danco’s constructive average base period net income under
Section 722(c) of the Internal Revenue Code, given the general prohibition against
considering post-1939 events.

Holding
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No, because Section 722(a) provides an exception to the general prohibition against
considering post-1939 events for cases under Section 722(c), allowing the court to
consider the nature and character of the taxpayer’s business to establish normal
earnings.

Court’s Reasoning

The court rejected Danco’s proposed methods for reconstructing earnings, finding
them flawed in their assumption that base period sales would have been nearly
identical  to  wartime  sales.  The  court  emphasized  that  a  significant  portion  of
Danco’s 1942 and 1943 sales were war-induced, which should be eliminated when
determining  a  CABPNI.  The  court  addressed  Danco’s  objection  to  the
Commissioner’s  use  of  data  from competitors,  Overly-Hautz  and  Artisan  Metal
Works. It found that while Section 722(a) generally prohibits considering post-1939
events,  an  exception  exists  for  Section  722(c)  cases.  This  exception  allows
consideration of  post-1939 data to  understand the nature and character  of  the
taxpayer’s  business  to  establish  normal  earnings.  The  court  cited  Treasury
Regulations Section 35.722-4, which supports using post-1939 data to examine the
type of business, the relationship between profits and capital, and the profits and
sales  of  comparable  concerns.  The  court  stated,  “Where,  as  in  this  case,  the
taxpayer was not in existence in the base period, any comparison based on the
operations of other concerns must of necessity be based on such operations after the
base period with proper adjustments to eliminate from their operating results the
effect of the war economy.” The court ultimately determined $12,500 to be a fair
and just amount, considering the type of business, profit margins, and comparable
businesses.

Practical Implications

This case clarifies how to determine a constructive average base period net income
for companies that began operating after the base period for excess profits tax
relief. It establishes that post-1939 data from comparable businesses can be used,
provided adjustments  are  made to  eliminate  war-induced profits.  This  ruling is
significant  for  tax practitioners and businesses seeking excess profits  tax relief
under Section 722(c). It emphasizes the importance of presenting comprehensive
evidence regarding comparable businesses and ensuring that any reconstruction
methods account for the unique economic conditions of the base period. Later cases
citing  Danco often  involve  similar  factual  scenarios  where  a  business  seeks  to
establish a CABPNI, and the courts look to Danco for guidance on the admissibility
and use of post-base period data from comparable companies.


