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<strong><em>Gilt  Edge  Dairy,  Inc.  v.  Commissioner</em>,  25  T.C.  618
(1956)</em></strong>

To obtain relief under Section 722 of the Internal Revenue Code, a taxpayer must
not only establish a qualifying factor that depressed its base period earnings, but
must also demonstrate that a reconstruction of those earnings would result in a
lower excess profits tax than the tax calculated using the invested capital method.

<strong>Summary</strong>

Gilt Edge Dairy, Inc. sought relief from excess profits taxes under Section 722 of the
Internal Revenue Code, claiming that a prolonged drought depressed its earnings
during the base period. The Tax Court found that the dairy had indeed established
the drought as a qualifying factor. However, the court denied relief because Gilt
Edge failed to prove that a reconstruction of its base period earnings, taking the
drought into account,  would result  in  a  lower tax than the one it  had already
calculated using the invested capital method. The court emphasized the importance
of demonstrating both a qualifying factor and a resulting tax benefit.

<strong>Facts</strong>

Gilt Edge Dairy, Inc. computed its excess profits credits using the invested capital
method for the years 1942-1945. The company argued its base period earnings were
depressed due to a prolonged drought.  It  sought to reconstruct its base period
earnings under Section 722 of the Internal Revenue Code, claiming the drought was
a qualifying factor. Several methods of reconstruction were presented, which would
result  in higher constructive average base period net  incomes than the figures
derived from the original return.

<strong>Procedural History</strong>

Gilt Edge Dairy petitioned the Tax Court for a review of the Commissioner’s denial
of its claim for excess profits tax relief under Section 722. The Tax Court heard the
case, reviewed the evidence concerning the drought, and considered the proposed
methods of reconstructing the company’s base period income. The court ultimately
ruled in favor of the Commissioner.

<strong>Issue(s)</strong>

1. Whether Gilt Edge Dairy established that the prolonged drought constituted a
“qualifying factor” under Section 722, thus entitling it to relief?

2. Whether Gilt Edge Dairy demonstrated that a reconstruction of its base period
earnings, considering the drought, would result in a lower excess profits tax than its
invested capital method calculation?

<strong>Holding</strong>
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1.  Yes,  because  the  evidence  regarding  the  drought’s  impact  was  sufficient  to
establish a qualifying factor.

2. No, because Gilt Edge failed to prove that the reconstruction of its base period
earnings would result in a lower tax than the one it had already calculated using the
invested capital method.

<strong>Court’s Reasoning</strong>

The court acknowledged that Gilt Edge had provided sufficient evidence to show
that the drought constituted a qualifying factor under Section 722, mirroring a prior
ruling. The court cited, “the evidence in the instant case on the issue that the
prolonged drought constituted a qualifying factor for relief, we think, is as strong as
it  was  in  the  Wolbach  case.”  However,  the  court  emphasized  that  proving  a
qualifying factor was not enough. The company needed to demonstrate that the
reconstruction of its base period earnings would yield a lower tax liability than that
calculated using the invested capital method. Since all proposed reconstructions
resulted in figures which did not alter the ultimate tax outcome, the court found that
Gilt Edge Dairy had not met its burden of proof for tax relief. The court stated
“Although petitioner was entitled to compute its excess profits tax credits on the
basis of earnings during the base period, it chose instead to compute its credits on
the basis  of  its  invested capital  during the taxable years,  because the invested
capital method resulted in considerably higher credits. In such circumstances, to be
entitled  to  relief  under  section  722,  the  taxpayer  must  show  that,  based  on
constructive earnings during the base period, it is entitled to credits even higher
than its invested capital credits. 

<strong>Practical Implications</strong>

This case highlights that taxpayers seeking relief under Section 722 must meet a
two-part test: establishing a qualifying factor and proving a resulting tax benefit.
Attorneys should advise clients to meticulously gather evidence to support both
aspects of their claim. Specifically, they should: (1) document the event or condition
that qualifies as a hardship; and (2) demonstrate through detailed financial analysis
that a reconstruction of base period income, considering the hardship, will lead to a
lower tax liability than the current method. Further, legal practitioners should be
aware that establishing a qualifying factor alone, without showing a tangible tax
benefit, is insufficient. This case also underscores the importance of considering all
available methods for computing excess profits tax credits to determine the most
advantageous approach.


