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23 T.C. 47 (1954)

To qualify for excess profits tax relief under Section 722 of the Internal Revenue
Code of 1939, a taxpayer must demonstrate that its average base period net income
is an inadequate standard of normal earnings due to specific qualifying events, such
as temporary economic circumstances or changes in the character of the business,
and must establish a fair and just constructive average base period net income
exceeding the credit otherwise available.

Summary

In this case, the Tax Court considered the Brown Paper Mill Company’s claims for
relief from excess profits tax under Section 722 of the Internal Revenue Code of
1939.  The  court  addressed  whether  the  company  qualified  for  relief  based  on
alleged temporary economic circumstances and changes in  the character  of  its
business during the base period (1936-1939). The court found that the company did
not prove its  base period earnings were depressed due to temporary economic
events, particularly an increase in paper mill capacity. However, the court granted
relief due to changes in the ratio of nonborrowed capital to total capital and the
installation of new machinery, but limited relief to the extent that capital was retired
and costs were reduced. The court also addressed several other tax issues, including
the treatment of licensing fees for machinery and adjustments for capital  stock
taxes.

Facts

Brown  Paper  Mill  Company  (Petitioner)  was  a  corporation  engaged  in  the
manufacture and sale of unbleached kraft paper and board. The company sought
relief from excess profits taxes for the years 1940 through 1945 under Section 722
of the Internal Revenue Code of 1939. The company claimed that its average net
income during the base period was an inadequate standard of normal earnings due
to temporary economic circumstances, including increased competition due to new
paper mills, and changes in the character of its business, such as changes in capital
structure  and  the  installation  of  new machinery  (Sutherland  pulp  refiners  and
McDonald  dehydrators).  The  Commissioner  of  Internal  Revenue  (Respondent)
denied the relief, leading to the Tax Court proceedings.

Procedural History

The case began with the Commissioner of Internal Revenue determining deficiencies
in the petitioner’s income and excess profits taxes and disallowing claims for relief
under Section 722. The petitioner filed claims with the Commissioner and, after
their  denial,  filed  petitions  in  the  United  States  Tax  Court.  The  Tax  Court
consolidated  the  various  petitions  and  heard  the  case,  leading  to  the  court’s
decision.
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Issue(s)

1.  Whether the petitioner qualified for  excess profits  tax relief  for  all  years in
controversy  because  its  average  net  income  during  the  base  period  was  an
inadequate standard of its normal earnings, due to temporary economic events or
circumstances unusual to the petitioner or to the industry of which it was a part,
within the meaning of Section 722 (b)(2) of the Internal Revenue Code of 1939.

2. Whether the petitioner qualified for excess profits tax relief because of a change
in the character of petitioner’s business during or immediately prior to the base
period, within the meaning of Section 722 (b)(4).

3. If qualified for Section 722 relief, whether petitioner has established a fair and
just constructive average base period net income in excess of the credit to which it
is entitled without reference to Section 722.

4. Whether amounts paid during the base period years for rights to use certain
machines were properly deducted as license fees during those years and not subject
to capitalization and depreciation as cost of acquiring capital assets.

5. Whether petitioner is entitled under section 734, Internal Revenue Code of 1939,
to an adjustment in 1939 income tax for certain amounts which were deducted in
determining  petitioner’s  base  period  net  income  credit  for  excess  profits  tax
purposes for the years in controversy, but disallowed as ordinary deductions in
1939.

Holding

1. No, because the petitioner did not prove that the alleged temporary economic
events  resulted in  an inadequate  standard of  normal  earnings  during the base
period.

2. Yes, because the petitioner qualified for relief under Section 722 (b)(4) for excess
profits years 1941-1945 due to a change in its ratio of nonborrowed to total capital
during the base period. Yes, because the petitioner qualified for relief under Section
722 (b)(4) for the change in the method of operation caused by the Sutherland
refiners and the McDonald dehydrators.

3. Yes, the court reconstructed the base period net income based on the changes in
capital ratio and method of operation.

4. Yes, the amounts paid were properly deducted as license fees.

5. Yes, the court held the inconsistencies should be corrected under Section 734.

Court’s Reasoning
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The court first addressed whether the petitioner’s earnings were depressed due to
temporary  economic  circumstances,  as  defined  in  Section  722(b)(2).  The  court
determined that the increase in the number of southern kraft mills during the base
period was not a temporary event, but part of a steady and permanent economic
development.  The  court  noted  that  the  petitioner  failed  to  establish  that  the
conditions were temporary, and that the resulting drop in prices was not unusual or
temporary.  The  court  considered  evidence  of  price  drops  but  found  that  the
company could not show that the conditions would have improved after 1939. The
court then analyzed whether there was a change in the character of the business,
under Section 722(b)(4). The court found that there were qualifying events in the
changes in capital ratio and in the installation of machinery. The court reasoned that
the changes in capital structure and in the production process, from the installation
of new refiners and dehydrators, substantially affected the petitioner’s business. The
court  provided for  an adjustment  to  reconstructed earnings for  the changes in
capital structure and in the method of operation and allowed the deductions for
license fees as expenses.

Practical Implications

This case underscores the importance of demonstrating both a qualifying event and
the  causal  relationship  between that  event  and  the  inadequacy  of  base  period
earnings. It clarifies the requirements for qualifying for relief under Section 722.
The  ruling  emphasizes  that  the  taxpayer  must  establish  that  the  change  was
substantial and that it had a significant impact on the company’s normal earnings. It
also provides guidance on the types of evidence and arguments that a taxpayer must
present  to  establish  a  claim  for  relief.  The  case  shows  that  the  court  would
reconstruct base period earnings if the petitioner could show how the earnings had
been altered during the base period. The petitioner needed to offer evidence that a
permanent improvement was made and that the results would be different after the
alleged changes.


