ABC Brewing Corporation v. Commissioner, 20 T.C. 515 (1953)

A corporation that has ceased regular business operations and distributed most of
its assets, retaining only cash and Treasury obligations, can be considered de facto
dissolved and therefore ineligible for carry-back of unused excess profits tax credits.

Summary

ABC Brewing Corporation ceased operations in 1944 and distributed assets to
stockholders, retaining only cash and U.S. Treasury obligations. The Tax Court
addressed whether ABC could carry back unused excess profits credits from 1945
and 1946 to 1943 and 1944. The court held that ABC was de facto dissolved at the
start of 1945, thus ineligible for the carry-back. The court also addressed the
computation of average base period net income, adjustments to excess profits tax
credit, bad debt reserve adjustments, and a claim for relief due to changes in the
business character, ruling on the proper application of relevant IRC sections and
affirming the Commissioner’s determinations with adjustments.

Facts

ABC Brewing Corporation ceased its regular business operations around April 1,
1944, and began distributing its assets to its stockholders. By October 31, 1944, the
corporation’s assets consisted of cash and U.S. Treasury obligations amounting to
$250,330.84, while outstanding liabilities were approximately $16,000, including
accrued taxes of about $13,000. For the fiscal years 1937-1940, the company
experienced fluctuating gross sales and excess profits net income (or loss). The
corporation sought to carry back unused excess profits credits from later years and
claimed adjustments related to bad debt reserves and changes in its business
operations.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against ABC Brewing
Corporation for the fiscal years 1941-1944. ABC Brewing Corporation petitioned the
Tax Court contesting the deficiencies. The Tax Court consolidated the cases and
addressed multiple issues including the carry-back of unused excess profits credits,
computation of average base period net income, bad debt reserve adjustments, and
a claim for relief under Section 722 of the Internal Revenue Code.

Issue(s)

1. Whether the unused excess profits credits for 1945 and 1946 can be carried back
to 1943 and 1944, after the petitioner ceased operations and distributed most
assets.

2. Whether the Commissioner correctly computed the average base period net
income under Section 713(f) of the Internal Revenue Code.

3. Whether the Commissioner properly adjusted the excess profits tax credit under
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Section 713(g)(2) by reducing earnings and profits by the estimated excess profits
tax for 1944.

4. Whether the Commissioner erred in handling bad debt reserve adjustments,
allegedly overstating income for 1943 and understating it for 1944.

5. Whether the unused bad debt reserve should be excluded from excess profits net
income as bad debt recoveries under Section 711(a)(1)(E) or as abnormal income
under Section 721(a)(1).

6. Whether the petitioner is entitled to relief under Section 722 due to changes in
the character of its business during the base period.

Holding

1. No, because the petitioner was de facto dissolved at the beginning of the fiscal
year 1945.

2. Yes, because the Commissioner’s determination followed the plain wording of the
statute, requiring the limitation provided in subsection (f)(7) to apply along with that
in subsection (f)(6).

3. Yes, because respondent properly reduced petitioner’s earnings and profits for
the taxable year 1944 by the amount of the accrued excess profits tax for that year.
This is consistent with accrual accounting principles.

4. Yes, in part, because the erroneous treatment of the $18,639.77 resulted in an
overstatement of 1943 income and an incorrect reduction of the reserve in 1944;
these are bookkeeping errors correctable under Rule 50.

5. Yes, in part, because the conversion of the bad debt reserve to income resulted in
the receipt in that year of “abnormal income” within the meaning of the statute.

6. No, because the changes made by the petitioner did not constitute a substantial
departure from the preexisting nature of the business.

Court’s Reasoning

The court reasoned that ABC Brewing Corporation was de facto dissolved at the
beginning of the fiscal year 1945, citing Wier Long Leaf Lumber Co. v.
Commissioner, and thus was not entitled to carry back excess profits credits. The
court found no error in the Commissioner’s computation of the average base period
net income, noting the applicability of both subsections (f)(6) and (f)(7) of Section
713. Regarding the bad debt reserve, the court agreed that errors were made in the
bookkeeping, resulting in an overstatement of income, which could be corrected
under a Rule 50 recomputation. As to the unused bad debt reserve, the court found
the conversion of the reserve to income was “abnormal income” under Section
721(a)(1), but the amount attributable to other years must be determined based on
deductions taken in those prior years. Finally, the court held that the changes in
ABC Brewing’s business did not constitute a “change in the character of its
business” as required for relief under Section 722(b)(4), because there was no
substantial departure from the pre-existing nature of the business.

Practical Implications
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This case clarifies the standard for determining when a corporation is considered de
facto dissolved for tax purposes, particularly concerning carry-back provisions. It
highlights the importance of proper accounting for bad debt reserves and provides
guidance on what constitutes a change in the character of a business for relief under
Section 722. The decision emphasizes that routine business adjustments do not
qualify as changes in business character. It also illustrates the importance of
adhering to specific statutory formulas in tax computations and accruing taxes for
the correct tax year. Attorneys should use this case when advising clients on
corporate liquidations, tax credit eligibility, and the claiming of abnormal income
exclusions.
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