<strong><em>Hearn Department Stores, Inc. v. Commissioner</em></strong>,
23 T.C. 266 (1954)

Under the 1939 Internal Revenue Code Section 722, excess profits tax relief may be
granted if the business’s average base period net income is an inadequate standard
of normal earnings due to specific circumstances, including temporary economic
hardships unique to the taxpayer.

<p><strong>Summary</strong></p>

Hearn Department Stores sought excess profits tax relief under Section 722 of the
1939 Internal Revenue Code, claiming its base period earnings were depressed. The
Tax Court denied relief, finding the alleged economic circumstances (inability to
secure refinancing) were not unusual for Hearn. The court determined that Hearn’s
business struggles stemmed from poor management decisions and intense
competition. The court provided an in-depth examination of the taxpayer’s
performance, market conditions, and business strategies, ultimately concluding that
the taxpayer failed to demonstrate its entitlement to tax relief as per section
722(b)(2) or 722(b)(4) of the IRC.

<p><strong>Facts</strong></p>

Hearn Department Stores, a New York corporation, acquired the Hearn retail
department store business in 1932. The business was struggling, and Hearn initiated
expansion, acquiring Bronx and Newark stores in 1937 and planning a third in
Jamaica, NY. This was funded in part by borrowed capital. Hearn implemented a
“no-profit plan” and a “share-the-profit plan,” both unsuccessful. Despite these
efforts, sales declined. Hearn was unable to complete financing to complete
acquisition of a third store. Hearn applied for tax relief under Section 722 of the
Internal Revenue Code.

<p><strong>Procedural History</strong></p>

Hearn Department Stores filed excess profits tax returns for fiscal years ending
January 31, 1941, through January 31, 1946. The Commissioner of Internal Revenue
disallowed the company’s applications for excess profits tax relief under Section 722
of the Internal Revenue Code of 1939. The case went to the United States Tax Court.

<p><strong>Issue(s)</strong></p>

1. Whether Hearn’s business was depressed during the base period due to
temporary economic circumstances unusual to the taxpayer as per Section 722
(b)(2)?

2. Whether Hearn changed the character of its business such that it warranted relief
under Section 722 (b)(4)?
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<p><strong>Holding</strong></p>

1. No, because Hearn’s financial difficulties and sales declines were due to poor
business decisions and competition, not temporary economic circumstances unusual
to the taxpayer.

2. Yes, because the opening of branch stores and certain operational changes
constituted a change in the character of the business. However, this did not, by
itself, warrant relief because, under (b)(4), the push-back rule would not result in
relief.

<p><strong>Court's Reasoning</strong></p>

The court focused on whether the lack of refinancing constituted a temporary
economic circumstance unusual to the taxpayer, as required by Section 722(b)(2). It
concluded that the failure to obtain refinancing was not due to any economic
circumstance peculiar to the taxpayer; instead, the court noted that the stock
market decline and general economic conditions affected many companies. The
court cited the taxpayer’s unwise business policies, including a “no-profit plan” and
the acquisition of additional stores, as primary causes of the poor performance. The
court drew a distinction between errors of business judgment and unusual
temporary economic circumstances.

The court further held that, while the acquisition of the Bronx and Newark stores in
1937 did constitute a change in the character of the business, the evidence did not
support the necessary causal connection to establish a justification for tax relief
under the ‘push-back’ rule, as any relief would have started earlier, not later, than
the base period under consideration. The court stated that the petitioner had not
established that the excess profits taxes it paid for the years in question were
excessive and discriminatory.

<p><strong>Practical Implications</strong></p>

This case underscores that tax relief under Section 722 requires a strong showing
that a business’s poor performance during the base period was due to temporary
economic circumstances, rather than poor management decisions, market
competition, or inherent business risks. The case provides a framework for analyzing
whether circumstances are “unusual” to the taxpayer, including examining the
specific causes of business depression and distinguishing them from general
economic conditions. It cautions against using tax law to correct or compensate for
poor business judgments. When considering a claim for tax relief under similar
provisions, attorneys should carefully evaluate the taxpayer’s business history,
management decisions, and market conditions to demonstrate a clear causal link
between specific external factors and the base period’s financial outcomes. The
implications would extend to the current tax code, highlighting that economic
hardship must be proven as a cause of the loss, and not the result of the lack of
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foresight or poor choices.
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