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18 T.C. 241 (1952)

To qualify  for  excess  profits  tax  relief  under  Section  722(b)(4)  of  the  Internal
Revenue Code, a taxpayer must demonstrate a substantial change in the character
of its business and prove that this change resulted in an inadequate standard of
normal earnings during the base period.

Summary

Farmers  Creamery  Co.  sought  excess  profits  tax  relief,  arguing  that  building
expansions and equipment upgrades constituted a change in the character of its
business, increasing production capacity. The Tax Court denied relief because the
creamery failed to prove a significant change in business character and that the
alleged changes meaningfully limited sales or earnings during the relevant base
period. Further, Farmers Creamery Co. did not demonstrate it was entitled to an
excess profits credit larger than the one already used under the invested capital
method.  The  court  emphasized  that  routine  business  adjustments  do  not
automatically qualify for tax relief; a substantial impact on earnings must be proven.

Facts

Farmers Creamery Co. processed and sold dairy products. In 1938, the company
constructed  a  warehouse  and  an  office  building.  It  also  rearranged  existing
machinery and bought additional  equipment in 1939. The company argued that
these changes significantly  increased production capacity,  entitling it  to  excess
profits  tax  relief  under  Section  722(b)(4)  of  the  Internal  Revenue  Code.  The
Commissioner disallowed the claim.

Procedural History

Farmers Creamery Co. filed applications for excess profits tax relief for 1942-1945,
which the Commissioner disallowed. The Tax Court reviewed the Commissioner’s
disallowance and sustained it, finding the company did not meet the requirements
for relief under Section 722(b)(4). The Commissioner also asserted a deficiency for
1945, which the court upheld given the disallowance of the company’s claim.

Issue(s)

Whether Farmers Creamery Co. is entitled to excess profits tax relief under Section
722(b)(4) of the Internal Revenue Code due to a change in the character of its
business that resulted in an inadequate standard of normal earnings during the base
period.

Holding

No, because Farmers Creamery Co. failed to demonstrate a substantial change in
the character of its business and failed to prove that its excess profits tax was
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excessive or discriminatory as a result of the alleged change. The company also
failed to show entitlement to excess profits credits larger than those already used.

Court’s Reasoning

The Tax  Court  found that  the  new buildings  and  equipment  upgrades  did  not
constitute a significant change in the character of Farmers Creamery Co.’s business.
The warehouse served a limited storage purpose, and the office building was larger
than required. The court noted a lack of concrete evidence showing a substantial
increase  in  productive  capacity  or  that  prior  office  and  storage  arrangements
meaningfully limited production. The court stated: “[T]he taxpayer must show that,
based on constructive earnings during the base period, it is entitled to credits even
higher than its invested capital credits.” The company’s claim that its productive
capacity was a limiting factor lacked factual support. Vague testimony and a failure
to provide specific  evidence regarding lost  sales undermined its  argument.  The
court concluded that Farmers Creamery Co. did not prove the changes would have
resulted in higher earnings if implemented earlier.

Practical Implications

This case highlights the stringent requirements for obtaining excess profits tax relief
under Section 722(b)(4). Taxpayers must provide concrete evidence of a substantial
change  in  the  character  of  their  business,  demonstrating  that  the  change
significantly  impacted  earnings  during  the  base  period.  Routine  business
adjustments  are  insufficient;  a  demonstrable  link  between  the  change  and  a
quantifiable increase in potential earnings is essential. This case emphasizes the
importance  of  detailed  financial  records  and  specific  evidence  of  lost  sales  or
impaired production to support claims for tax relief based on changes in business
operations.  Later  cases  cite  this  ruling  for  its  strict  interpretation  of  the
requirements under Section 722 and the need for robust factual support in such
claims.


