Beringer Bros., Inc. v. Commissioner, 12 T.C. 651 (1949)

When a taxpayer claims excess profits tax relief due to a change in the character of
their business, the burden is on the taxpayer to prove the amount by which their
average base period net income should be reconstructed to reflect the changes.

Summary

Beringer Bros., Inc. sought relief from excess profits tax under Section 722(b)(4) of
the Internal Revenue Code, arguing that a change in their wine and brandy business
warranted a reconstructed average base period net income. The Tax Court found
that the commencement of operations under the Fawver agreement constituted a
change in the character of the wine business but determined that the taxpayer failed
to adequately substantiate the full extent of the income reconstruction claimed. The
court allowed a partial reconstruction based on the evidence presented, highlighting
the taxpayer’s burden of proof in such matters.

Facts

Beringer Bros., a wine producer, entered into an agreement with Fawver in 1937,
allowing Beringer to supervise Fawver’s wine production and have the first right to
purchase Fawver’s wine. Beringer argued this arrangement changed its capacity for
wine production. Additionally, Beringer began producing commercial brandy in
1937, which the Commissioner conceded was a change in the character of that
business. Beringer claimed its base period net income was an inadequate standard
due to these changes, impacting sales in 1938 and 1939.

Procedural History

Beringer Bros. challenged the Commissioner’s determination of its excess profits
tax, claiming entitlement to relief under Section 722(b)(4). The Commissioner
conceded that the commencement of commercial brandy production was a change in
the business’s character. The Tax Court reviewed the case to determine whether the
Fawver agreement also constituted such a change and to what extent the average
base period net income should be reconstructed.

Issue(s)

1. Whether the commencement of operations under the Fawver agreement in 1937
constituted a change in the character of Beringer’s business within the meaning of
Section 722(b)(4)?

2. If so, what is the amount at which Beringer’s average base period net income
should be reconstructed due to this change and the change in the brandy business?

Holding
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1. Yes, because the agreement allowed Beringer to effectively increase its capacity
for producing, storing, and aging wine, despite not expanding its physical plant
directly.

2. The Tax Court determined a constructive average base period net income
increase of $2,000 for wine, less than the claimed $3,741, and upheld the
Commissioner’s determination for brandy because Beringer failed to substantiate a
greater increase.

Court’s Reasoning

The Court reasoned that the Fawver agreement effectively increased Beringer’s
capacity for wine production, storage, and aging. Although Beringer didn’t expand
its own physical plant, it gained control over Fawver’s production through
supervision and the right of first refusal. Regarding the amount of reconstruction,
the Court found Beringer’s claims unsubstantiated. The court criticized the
assumptions made by Beringer’s accountants, especially concerning increased wine
sales and brandy profits. The court emphasized that Beringer had the burden of
proving the extent of the reconstruction and failed to do so adequately. The court
noted inconsistencies in Beringer’s arguments and the lack of concrete evidence
supporting the claimed sales volumes and profit margins, ultimately applying the
rule from Cohan v. Commissioner, 39 F.2d 540, and making the best determination
it could against the taxpayer.

Practical Implications

This case underscores the importance of meticulous documentation and realistic
projections when claiming excess profits tax relief based on a change in business
character. Taxpayers must provide concrete evidence to support their claims for
income reconstruction, rather than relying on speculation or unsupported
assumptions. The case highlights the Tax Court’s scrutiny of such claims and the
taxpayer’s burden of proof. Later cases cite Beringer Bros. for the principle that
taxpayers seeking relief under Section 722 bear a heavy burden of demonstrating a
clear and convincing basis for reconstructing their base period income.
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