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22 T.C. 43 (1954)

When a taxpayer’s business significantly changes during the base period years due
to acquisitions or expansions, the court may consider these changes and determine a
constructive average base period net income under Section 722 to avoid excessive
excess profits tax.

Summary

The  Hemenway-Johnson  Furniture  Co.  sought  relief  under  Section  722  of  the
Internal  Revenue  Code,  arguing  its  excess  profits  tax  was  excessive  and
discriminatory. The company claimed its base period earnings were an inadequate
measure  of  normal  earnings  due  to  business  changes  including  acquiring  a
competitor and opening new stores. The Tax Court, after a further hearing, found for
the petitioner, determining a constructive average base period net income (CABPNI)
higher than the Commissioner’s determination. The court considered the business’s
shifts  in  capacity  and applied judgment  to  determine the CABPNI.  The court’s
decision emphasizes the importance of accounting for business changes and unusual
economic circumstances in the calculation of excess profits tax under Section 722.

Facts

Hemenway-Johnson Furniture  Co.,  Inc.  (the  petitioner)  operated retail  furniture
stores.  The petitioner sought relief  from the Commissioner of  Internal  Revenue
under Section 722 of the Internal Revenue Code, which provided relief from excess
profits taxes if  the average base period net income (ABPNI) was an inadequate
standard of  normal  earnings.  Hemenway-Johnson argued that  their  base period
earnings were depressed due to temporary economic circumstances and changes in
their  business.  These changes included a price war with a  competitor  and the
acquisition of  the competitor’s  assets.  The petitioner  also  opened three branch
stores during the base period. The court had previously considered and set aside
their prior findings as the result of a further hearing.

Procedural History

The case began with the Commissioner’s denial of the petitioner’s applications for
relief. The Tax Court initially ruled, but the petitioner filed a motion for a further
hearing, which the court granted. After the additional hearing and new evidence,
the court set aside its initial findings and issued a new decision.

Issue(s)

Whether the petitioner’s base period net income was an inadequate standard of
normal earnings because of changes in the character of its business under Section
722(b)(4) of the Internal Revenue Code, and whether petitioner is entitled to a
constructive average base period net income under Section 722?
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Holding

Yes, because the court found the petitioner’s acquisition of assets and opening of
branch stores during the base period constituted a change in the character of its
business,  rendering  its  ABPNI  an  inadequate  standard.  Yes,  because  the  court
determined a fair and just amount representing normal earnings to be used as a
constructive average base period net income, in accordance with Section 722.

Court’s Reasoning

The court  determined that  the  acquisition of  the  Johnson Furniture  Company’s
assets  and  the  opening  of  new  stores  represented  significant  changes  in  the
petitioner’s business. Specifically, the court found that the business had changed the
capacity for operation within the meaning of Section 722(b)(4). As a result, the court
held that petitioner was entitled to relief under Section 722. The court emphasized
the need to determine a “fair and just amount representing normal earnings” to be
used  as  a  CABPNI.  The  court  rejected  the  respondent’s  and  petitioner’s
computations, finding that neither was entirely correct.  The court then used its
judgment and considered several factors to arrive at a CABPNI.

The court stated, “The statute does not contemplate the determination of a figure
that can be supported with mathematical exactness.”

Practical Implications

This  case  is  a  crucial  reminder  that  under  Section  722,  courts  must  consider
business changes and economic conditions when calculating excess profits taxes.
Legal  professionals  should  assess  whether  a  taxpayer’s  ABPNI  is  an  adequate
standard. This assessment should include evaluating changes in business capacity,
acquisitions, and other strategic shifts.  In analyzing similar cases, tax attorneys
should gather evidence of such changes. The court’s focus on arriving at a fair and
just amount as a CABPNI reflects the need for a practical, fact-specific approach.
Moreover, it emphasizes the importance of expert economic testimony. Later cases
considering the CABPNI should continue to follow this approach.


