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21 T.C. 365 (1953)

To  qualify  for  excess  profits  tax  relief  under  Section  722(c)(3)  of  the  Internal
Revenue  Code,  a  taxpayer  must  demonstrate  that  its  invested  capital  was
“abnormally low” relative to its business operations, making the standard invested
capital method inadequate for determining excess profits.

Summary

Metal Hose & Tubing Company (the taxpayer) sought relief from excess profits
taxes, arguing its invested capital was abnormally low due to the circumstances of
its formation and acquisition of assets from a predecessor company. The U.S. Tax
Court held against the taxpayer, finding it failed to provide sufficient evidence to
establish that its invested capital was abnormally low, a prerequisite for relief under
Section 722(c)(3) of the Internal Revenue Code. The court emphasized that the
taxpayer  bore  the  burden  of  demonstrating  abnormality  and  that  the  evidence
presented, including comparisons to the predecessor company and its own financial
ratios, did not meet this burden. Consequently, the court did not need to address
other issues related to the computation of a constructive average base period net
income.

Facts

Metal  Hose  &  Tubing  Company,  incorporated  in  1941,  manufactured  hose  for
petroleum products. It acquired the business of a New York corporation (the New
York Company) that manufactured similar products. The acquisition involved the
purchase of the New York Company’s assets for debenture bonds. The taxpayer’s
invested capital was significantly lower than the New York Company’s during the
base period years, primarily due to purchasing machinery at secondhand value. The
taxpayer sought relief under Internal Revenue Code § 722, claiming its invested
capital was abnormally low, which would justify a higher excess profits credit based
on income, rather than invested capital. The taxpayer used comparisons based on its
own financials  and those of  its  predecessor to attempt to show its  capital  was
abnormally low.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the taxpayer’s
excess profits tax for several fiscal years and disallowed claims for refund based on §
722. The taxpayer contested these decisions in the U.S. Tax Court. The Tax Court
appointed a commissioner who, after a hearing, made findings of fact which were
then adopted by the court. The court focused solely on the issue of whether the
taxpayer had established that its invested capital was abnormally low. The court’s
decision was based on the evidence presented in the case, and the applicable law.

Issue(s)
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Whether  the  taxpayer’s  invested  capital  was  “abnormally  low”  under  Internal
Revenue Code § 722(c)(3), thus entitling it to excess profits tax relief.

Holding

No, because the taxpayer failed to provide sufficient evidence to establish that its
invested capital was abnormally low.

Court’s Reasoning

The  court  focused  on  whether  the  taxpayer  met  the  threshold  requirement  of
proving  its  invested  capital  was  “abnormally  low.”  The  court  noted  that  the
taxpayer, as a new corporation after 1939, was required to compute excess profits
tax credits based on invested capital, under sections 712 and 714 of the Internal
Revenue Code. To qualify for relief under section 722(c)(3), the taxpayer had the
burden  of  demonstrating  its  invested  capital  was  an  inadequate  standard  for
determining excess profits. The court examined the taxpayer’s argument that the
purchase  price  paid,  and  other  circumstances  of  its  formation  and  acquisition,
resulted  in  an  abnormally  low  invested  capital.  The  court  found  the  evidence
insufficient to support this claim. The court cited EPC 35 and Regulations 112,
which stated that “abnormally low invested capital” could be established by an
analysis  of  the  circumstances  affecting  the  taxpayer’s  own  invested  capital.
However, the court held that the taxpayer’s evidence, which included comparisons
to the New York Company, did not provide the needed demonstration to prove its
invested capital was abnormally low. The court emphasized that the taxpayer did not
provide enough evidence to indicate what constituted normal invested capital for its
business type.

Practical Implications

This  case  highlights  the  importance  of  providing  concrete  evidence  to  support
claims for tax relief under Internal Revenue Code § 722. To successfully argue that
invested capital is “abnormally low,” taxpayers must provide substantial evidence,
beyond mere assertions or comparisons to previous entities. The case emphasizes
the  need  for  taxpayers  to  establish  that  their  invested  capital  is  unusual  and
inadequate relative to their operations. Specifically, the case illustrates:

The taxpayer bears the burden of proof in demonstrating its invested capital
was abnormally low.
Mere comparisons with related businesses are insufficient.
Taxpayers need to demonstrate clear evidence of what “normal” invested
capital is in the business context in question, and why their invested capital fell
far below those levels.
The court’s analysis stresses that it is the taxpayer’s responsibility to supply
the evidence and make the case that their circumstances entitled them to tax
relief.


