Kentucky Whip & Collar Co. v. Commissioner, 19 T.C. 743 (1953)

A taxpayer seeking relief under Section 722 of the Internal Revenue Code must
demonstrate that its average base period net income is an inadequate standard of
normal earnings due to specific, qualifying factors outlined in the statute.

Summary

Kentucky Whip & Collar Co. sought relief under Section 722 of the Internal Revenue
Code, claiming its excess profits tax was excessive due to a “smear campaign” by
competitors and a change in management. The Tax Court denied the relief, holding
that the company failed to prove the alleged “smear campaign” caused a temporary
depression in its business distinct from the general decline of its industry. The court
also found that the change in management did not significantly alter the company’s
operations to warrant relief under Section 722(b)(4).

Facts

Kentucky Whip & Collar Co. manufactured horse collars and harnesses, initially
using convict labor. After laws restricted the sale of convict-made goods,
competitors allegedly engaged in a “smear campaign,” leading to decreased sales.
The company also experienced a change in management when its president, R.S.
Mason, resigned and A.P. Day assumed his duties. The company’s net income
fluctuated significantly during the base period (1936-1939), with losses in three out
of the four years.

Procedural History

The Commissioner of Internal Revenue denied Kentucky Whip & Collar Co.’s
applications for relief under Section 722. The company appealed this denial to the
United States Tax Court.

Issue(s)

1. Whether a “smear campaign” by competitors after the passage of the Hawes-
Cooper Act and the Ashurst-Summers Act adversely affected the Petitioner’s
business and profits so as to qualify Petitioner for relief under Section 722 (b) (1) or
(b) (2) of the Internal Revenue Code?

2. Whether a change in management on or about September 1, 1939, qualifies
Petitioner for relief pursuant to Section 722 (b) (4) of the Internal Revenue Code?

3. Whether the Petitioner has established a basis for finding a fair and just amount
of normal earnings sufficient to warrant an excess profits credit in excess of the
credit allowable under the invested capital method for each of the years under
review?
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Holding

1. No, because the decline in sales was primarily due to the permanent decline of
the horse collar and harness industry and the restrictions on convict-made goods,
not a temporary “smear campaign.”

2. No, because the change in management did not constitute a significant change in
the operation or management of the business as contemplated by Section 722(b)(4).

3. No, because the Petitioner had not established grounds for relief under section
722(b)(1), 722(b)(2), or 722(b)(4).

Court’s Reasoning

The court reasoned that the company’s reliance on Section 722(b)(2) failed because
the depression in its business was not caused by temporary economic
circumstances. The decline of the horse collar and harness industry was permanent,
and the restrictions on convict-made goods were ongoing. The court cited
Regulation 112, section 35.722-3(b), stating, “the income of a declining business or
industry which was depressed throughout the base period because of economic
conditions of a chronic and continuing character which may be expected to depress
the earnings of such business for an indefinite period is not an inadequate standard
of normal earnings under section 722 (b) (2).” Regarding Section 722(b)(4), the
court found that the change in management was not substantial enough to
constitute a change in the character of the business. Quoting Regulations 112,
section 35.722-3(d), the court noted that “changes in operating or supervisory
personnel normally experienced by business in general and having no effect upon
basic business policies would not be considered a change in the operation or
management of the business.” The court emphasized that the taxpayer bears the
burden of proving its entitlement to relief under Section 722 and that Kentucky
Whip & Collar Co. failed to meet this burden.

Practical Implications

This case clarifies the requirements for obtaining relief under Section 722 of the
Internal Revenue Code. It emphasizes that taxpayers must demonstrate a specific,
qualifying event or circumstance that caused a temporary depression in their
business, distinct from general economic conditions or the decline of their industry.
Furthermore, changes in management must result in “drastic changes from old
policies” to qualify as a change in the character of the business. This decision serves
as a cautionary tale for taxpayers seeking relief under Section 722, highlighting the
need for robust evidence to support their claims. The principles have relevance to
modern tax law when analogous arguments about business disruption are presented.
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