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18 T.C. 615 (1952)

A taxpayer can demonstrate a ‘change in the character of business’ under Section
722(b)(4) of the Internal Revenue Code by showing a significant alteration in its
operational  capacity,  even  without  physical  expansion,  if  that  alteration
demonstrably  impacted  earning  potential  during  the  base  period.

Summary

Beringer Bros., Inc., a long-standing wine producer, sought relief from excess profits
taxes under Section 722(b)(4) of the Internal Revenue Code, arguing that a 1937
agreement with a neighboring winery (Fawver) and the introduction of commercial
brandy production constituted a ‘change in the character of the business’. The Tax
Court agreed that the Fawver agreement was a change, since it increased wine
production  capacity.  The  court  partially  agreed  with  the  Commissioner’s
determination on the brandy aspect. The key question was whether these changes,
had they occurred earlier, would have resulted in higher base period earnings. The
court determined the constructive average base period net income, adjusting for the
impact of these changes.

Facts

Beringer Bros., Inc., a fine wine producer since 1876 (as a partnership and later a
corporation),  experienced  difficulties  maintaining  aged  wine  inventories  after
Prohibition due to increased market demand and limited storage capacity. In 1935,
Beringer began expanding storage. In 1937, Beringer entered an agreement with
Fawver Winery. Beringer’s winemaster supervised Fawver’s wine production, and
Beringer had the right to purchase the wines at market price. Also in 1937, Beringer
began  producing  commercial  brandy.  Beringer  claimed  that  these  activities
constituted  a  change  in  the  character  of  the  business.

Procedural History

Beringer Bros. filed claims for relief under Section 722 of the Internal Revenue Code
for multiple tax years. The Commissioner partially allowed the claim related to the
introduction  of  brandy  production  but  denied  the  claim related  to  the  Fawver
agreement, and Beringer appealed. The Tax Court reviewed the Commissioner’s
determinations concerning both wine and brandy.

Issue(s)

1. Whether the 1937 agreement with Fawver Winery constituted a ‘change in the
character of the business’ within the meaning of Section 722(b)(4) of the Internal
Revenue Code, specifically by increasing capacity for production or operation.

2.  Whether  the Commissioner’s  determination of  the constructive  average base
period  net  income for  the  brandy  business  adequately  reflected  the  impact  of
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introducing commercial brandy production in 1937.

Holding

1. Yes, because the agreement with Fawver increased Beringer’s effective capacity
for  producing,  storing,  and aging wine by providing access  to  supervised wine
production and storage, even without direct ownership of the facilities, and the
business did not reach its potential due to the timing of the agreement.

2.  No,  the  Court  found  the  Commisioner’s  determination  adequate,  because
Beringer did not provide sufficient evidence to show that the average base period
net income from brandy should be more than the amount determined and allowed by
the Commissioner.

Court’s Reasoning

The  court  reasoned  that  the  Fawver  agreement,  while  not  involving  physical
expansion of Beringer’s own facilities, effectively increased its capacity by granting
control over Fawver’s production under Beringer’s expertise. The court emphasized
that  Beringer  supervised  Fawver’s  winemaking  process,  cleaned  up  Fawver’s
facilities, and had first right to purchase the wine. The Court noted, "the petitioner
did in fact increase its capacity for producing, storing and aging wine by reason of
the agreement with Fawver." The court found that Beringer’s wine business did not
reach  its  potential  during  the  base  period  due  to  the  agreement’s  late
implementation. The Court determined that, had the Fawver agreement started 2
years  earlier,  Beringer’s  base period net  income would only  have been $2,000
greater, indicating the Court was unconvinced of the impact. For the brandy issue,
the  Court  found  Beringer’s  evidence  speculative  and  unsubstantiated.  Beringer
could not prove it could have sold more brandy or achieved higher profits if it had
started brandy production earlier. The Court also noted the company's focus on
brandy produced under a "prorate plan" from new wines in 1938, which would not
have been ready until after the base period.

Practical Implications

This case illustrates that a ‘change in the character of business’ for excess profits
tax  relief  can  extend  beyond  physical  expansions  to  include  agreements  that
significantly alter operational capacity. However, it underscores the importance of
providing concrete evidence linking the change to a quantifiable impact on base
period  earnings.  Taxpayers  must  demonstrate  how  the  change  would  have
realistically translated into increased profits had it been implemented earlier. In
later cases, this precedent has been invoked when businesses seek to prove that
strategic  alliances or  altered supply  chains constitute  qualifying changes under
similar  tax  provisions.  The  ruling  emphasizes  the  need  for  detailed  financial
projections and market analyses to support such claims, noting that merely stating a
goal is not enough.


