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20 T.C. 967 (1953)

A “change in the character of the business” under Section 722(b)(4) of the Internal
Revenue Code requires a substantial departure from the pre-existing nature of the
business, not merely routine product improvements.

Summary

The Pelton and Crane Company, a manufacturer of dental equipment, sought excess
profits tax relief under Section 722 of the Internal Revenue Code, claiming that
strikes and the introduction of a new light, the E&O light, during the base period
made  its  average  base  period  net  income  an  inadequate  standard  of  normal
earnings. The Tax Court denied relief. It found that strikes and “slowdowns” did not
significantly  depress the company’s  earnings.  Moreover,  the introduction of  the
E&O light did not constitute a substantial change in the character of the business.
The court  reasoned that the E&O light was simply an improvement to existing
product lines, and the company’s failure to modernize was the primary reason for its
declining income, not the labor issues or the new light.

Facts

Pelton and Crane Company (Petitioner) manufactured and sold dental and surgical
equipment. During the base period (1936-1939), the company experienced strikes
and “slowdowns” related to unionization. Petitioner introduced the E&O light in
1939.  The company’s  primary products  included sterilizers,  lights,  compressors,
dental  lathes,  and  cuspidors.  The  company  continuously  made  technical
improvements to its products, and it was a highly competitive market. Petitioner
sought excess profits tax relief, arguing that strikes and the E&O light introduction
negatively affected its income during the base period.

Procedural History

Petitioner filed applications for excess profits tax relief under Section 722 of the
Internal Revenue Code for the years 1941, 1942, 1943, and 1944. The Commissioner
of  Internal  Revenue  denied  these  applications.  The  Tax  Court  reviewed  the
Commissioner’s  denial,  focusing  on  whether  the  strikes  and  product  changes
entitled the Petitioner to relief.

Issue(s)

1. Whether strikes and “slowdowns” caused the Petitioner’s average base period net
income to be an inadequate standard of normal earnings under section 722(b)(1)?
2. Whether the introduction of the E&O light constituted a “change in character of
the business” under section 722(b)(4)?

Holding
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1. No, because the strikes did not significantly depress the Petitioner’s average base
period net income.
2. No, because the introduction of the E&O light was a product improvement and
did not represent a substantial change in the character of the Petitioner’s business.

Court’s Reasoning

The court examined the impact of strikes and labor “slowdowns” on the Petitioner’s
earnings. The court found that the labor turnover was not unusually large. The court
also noted the increased labor costs were insignificant. The court concluded that the
strikes and labor issues did not substantially affect normal operations to justify
relief. The court determined that the introduction of the E&O light was not a change
in  the  character  of  the  business,  but  a  technological  improvement  like  other
improvements. The court cited prior cases defining what constituted a change in
character of  the business.  It  found that the new light didn’t  affect  the type of
customers or manufacturing processes. The court noted, “The test of whether a
different  product  has  been introduced requires  something more than a  routine
change customarily made by businesses.”

Practical Implications

This case highlights that, for businesses seeking relief under Section 722 (or similar
provisions), the introduction of new products alone is not enough. The change must
be substantial. The court emphasized a practical, fact-specific analysis, comparing
the new product to existing products. Legal practitioners should carefully document
the nature of the business’s core activities and the impact of any new products. The
court’s emphasis on the substantial nature of the change is critical for future tax
relief claims. The case informs businesses on the level of product change needed to
potentially  qualify  for  tax  relief.  The  court  distinguished  between  routine
improvements  and  fundamental  shifts  in  the  company’s  business.


