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To obtain excess profits tax relief under Section 722 of the Internal Revenue Code, a
taxpayer bears the burden of proving that its tax computation results in an excessive
and discriminatory tax, and must establish a fair and just amount representing
normal earnings.

Summary

The Permold Company sought relief from excess profits taxes for the years 1940,
1941, and 1942, claiming entitlement under Section 722(b)(2) and (4) of the Internal
Revenue Code. Permold argued that it was subject to an excessive and
discriminatory tax, and that it should be permitted to use a constructive average
base period net income. The company alleged that its business suffered due to price
wars and a substantial change in the nature of its business. The Tax Court, after
reviewing the facts, found that Permold failed to meet its burden of proof, as it did
not sufficiently establish the existence of unusual or temporary competition.
Furthermore, the court found that Permold’s actions did not substantially change
the character of the business. The Court ruled in favor of the Commissioner, denying
Permold’s claims.

Facts

The Permold Company, an Ohio corporation, manufactured aluminum castings using
the permanent mold process. The company’s business initially focused on
miscellaneous castings and aluminum cooking utensils. Later, it became a
significant producer of aluminum washing machine agitators. The company’s sales
fluctuated due to competition and economic conditions. Permold expanded into
aluminum cylinder heads for automobiles, but this venture did not initially prove
profitable. Permold sought relief from excess profits taxes under Section 722,
alleging the existence of a price war, and a substantial change in the nature of its
business justifying a higher excess profits credit. Permold experienced loss in 1936,
1937, 1938, and a large gain in 1939. These facts were used to determine the
company’s excess profits tax liability.

Procedural History

The case originated in the United States Tax Court. The Permold Company filed
claims for relief from excess profits taxes under Section 722 of the Internal Revenue
Code. The Commissioner of Internal Revenue disallowed these claims. Permold
subsequently brought this case to the Tax Court, seeking a review of the
Commissioner’s determination. The Tax Court considered the evidence and the
arguments presented by both sides.

Issue(s)

1. Whether Permold Company established that its excess profits tax liability was
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excessive and discriminatory.

2. Whether Permold met its burden of proof to qualify for relief under Section
722(b)(2) of the Internal Revenue Code, demonstrating that its business was
depressed due to a price war.

3. Whether Permold met its burden of proof to qualify for relief under Section
722(b)(4), showing a substantial change in the character of its business prior to or
during the base period.

Holding

1. No, because Permold failed to sufficiently establish the existence of an excessive
and discriminatory tax.

2. No, because Permold did not demonstrate that the competition it experienced was
unusual or temporary, as required by the statute.

3. No, because the evidence did not establish a substantial change in the character
of the business. The addition of a new product or a change of shape did not, by itself,
qualify under the statute, without proof that the new earnings was directly
attributable to the new product.

Court’s Reasoning

The court examined the evidence presented by Permold. The court applied Section
722 of the Internal Revenue Code, which allows relief from excess profits taxes if the
taxpayer can demonstrate that the tax results in an excessive and discriminatory
amount and show what the fair amount of normal earnings would have been. The
court found that Permold did not prove its case. The court noted that for the
company to prevail under 722 (b)(2) it needed to provide evidence of an unusual or
temporary competition; and that the normal competition, even severe competition,
did not qualify for the relief. Regarding Section 722(b)(4), the court emphasized that
a “substantial change” had to be established, and there was a lack of proof that the
new product had a financial effect. The court found that the departure from previous
operations had to be real. The court’s analysis did not find any evidence of a
qualifying factor for relief. The Court held the burden was on Permold to make a
convincing argument for relief, which it failed to do.

Practical Implications

This case underscores the strict evidentiary standards required for taxpayers
seeking relief from excess profits taxes under Section 722. This case also illustrates
the importance of carefully documenting all the facts relevant to the taxpayer’s
claim. The court’s decision clarifies that normal market competition, even if intense,
does not warrant relief. To qualify, taxpayers must clearly demonstrate the existence
of unusual or temporary economic circumstances, and a causal link between these
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circumstances and a depressed level of earnings. Moreover, the taxpayer must show
that any changes in the nature of the business led directly to an increase in
earnings. This ruling emphasizes that relief is not automatic; it requires rigorous
proof that the tax system’s standard calculations create an unjust outcome.
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