R.J. Reynolds Tobacco Co. v. Commissioner, 19 T.C. 364 (1952)

A taxpayer seeking excess profits tax relief under Section 722 of the Internal
Revenue Code of 1939 must not only demonstrate that its average base period net
income is inadequate but also establish a specific, fair, and just amount for
constructive average base period net income, and demonstrate that the resulting
excess profits credit is greater than the credit computed without Section 722’s
benefit.

Summary

R.J. Reynolds Tobacco Co. sought relief from excess profits taxes under Section 722
of the Internal Revenue Code of 1939, arguing that changes in its business during
the base period warranted a higher “constructive average base period net income.”
The Tax Court found that while the company did experience changes, particularly in
its production capacity, it failed to provide sufficient evidence to establish a specific
amount for its constructive average base period net income and, crucially, that the
resulting tax credit would be greater than the one it already received. The Court
ruled against R.]J. Reynolds, emphasizing that a taxpayer seeking Section 722 relief
bears the burden of demonstrating not only inadequacy but also the precise amount
that constitutes normal earnings.

Facts

During the base period, R.J. Reynolds Tobacco Co. expanded its plant by
constructing a new building and installing additional machinery. The company
claimed it experienced a change in its business character, including a change in
capacity for production or operation, entitling it to relief under Section 722(b)(4) of
the Internal Revenue Code of 1939. It had applied for relief and claimed a specific
amount for constructive average base period net income in its applications and
claims for refund, but it did not provide sufficient evidence to substantiate this
amount. The company also didn’t prove that the resulting excess profits credit would
be greater than the credit computed without the benefit of Section 722.

Procedural History

R.]J. Reynolds applied for relief from excess profits taxes. The Commissioner of
Internal Revenue denied the relief. The taxpayer then filed a petition with the Tax
Court, which was the decision being appealed.

Issue(s)

1. Whether R.]. Reynolds experienced a change in the character of its business,
specifically in its capacity for production or operation, during the base period,
thereby potentially qualifying for relief under Section 722(b)(4) of the 1939 Code.

2. Whether R.]J. Reynolds sufficiently established a “fair and just amount
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representing normal earnings” to be used as a constructive average base period net
income.

3. Whether R.]. Reynolds proved that the excess profits credit, based on its proposed
constructive average base period net income, would be greater than the credit
computed without the benefit of Section 722.

Holding

1. Yes, the court found that the construction of a new building and installation of
machinery represented a change in the character of the business, specifically in
capacity for production or operation.

2. No, because the taxpayer failed to sufficiently establish a specific amount for its
constructive average base period net income.

3. No, because the taxpayer failed to prove that the excess profits credit resulting
from the constructive average base period net income would be greater than the
credit calculated without Section 722’s benefit.

Court’s Reasoning

The court applied Section 722(b)(4) of the 1939 Code, which allows for relief if a
taxpayer’s average base period net income is inadequate due to business changes.
The court found that the plant expansion constituted a change in capacity under the
statute. However, the court emphasized that merely demonstrating inadequacy is
not sufficient. The taxpayer must also “establish what would be a fair and just
amount representing normal earnings” to be used as constructive average base
period net income. The court found that the taxpayer did not provide sufficient
evidence to do this. The court referenced prior cases to reinforce the requirement
for the taxpayer to prove both inadequacy and the specific constructive income
amount. The court stated that the taxpayer had not only failed to establish an
amount for its constructive average base period net income that would produce a
larger tax credit, but it also failed to prove any amount.

Practical Implications

This case underscores the importance of meticulous documentation and
presentation of evidence in tax disputes, particularly those involving complex
calculations like excess profits tax relief. Attorneys handling similar cases should:

» Ensure their client provides a clearly defined and well-supported calculation of
the constructive average base period net income.

» Prepare detailed documentation supporting the inadequacy of the standard
base period income and demonstrating how business changes justify the
proposed constructive income.

» Be prepared to provide detailed calculations and analyses to substantiate the
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client’s claims for a higher excess profits credit.
e Understand that failure to establish a specific amount for normal earnings will
result in the denial of relief, regardless of the demonstrated business changes.

This case reinforces the principle that the burden of proof lies with the taxpayer.
This decision remains relevant today as it established essential requirements for
relief from excess profits tax, serving as a reminder that merely alleging entitlement
to tax benefits is insufficient; specific and detailed proof is required.
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