23 T.C. 826 (1955)

To claim excess profits tax relief under Section 722, a taxpayer must establish a fair
and just amount representing normal earnings to be used as a constructive average
base period net income, resulting in excess profits credits based on income greater
than those allowed by the invested capital method.

Summary

The Jackson-Raymond Company, a uniform apparel manufacturer, sought excess
profits tax relief under Section 722 of the Internal Revenue Code of 1939. The
company argued that the invested capital method resulted in an excessive tax due to
the importance of intangible assets and its abnormally low invested capital. The Tax
Court, however, denied relief, finding the company failed to establish a reliable basis
for reconstructing its normal base period earnings. The court emphasized the
difficulty in determining the company’s position in the shirt manufacturing industry
during the base period, especially given its specialization in military apparel during
wartime, a condition that did not exist during the base period.

Facts

Jackson-Raymond Company was a Pennsylvania corporation formed in February
1941. Its primary business was the design, purchase of materials, and sale of
uniform apparel, primarily shirts, for the military. The manufacturing itself was
outsourced to contractors. The company’s key personnel had extensive experience in
the apparel industry, with particularly valuable contacts. In 1944, the company
began producing civilian shirts. The company sought relief under section 722,
claiming a constructive average base period net income. However, the
Commissioner computed the excess profits credits based on the invested capital
method, which the company argued was inadequate.

Procedural History

The case was heard in the United States Tax Court after the Commissioner of
Internal Revenue denied the company’s claims for excess profits tax relief. The
company sought refunds for its excess profits tax payments for the tax years ended
November 30, 1941, through November 30, 1945, based on section 722. The Tax
Court reviewed the case, heard the evidence, and ultimately issued a decision in
favor of the Commissioner, denying the company the requested relief.

Issue(s)

Whether the petitioner is entitled to relief under Section 722(c) of the Internal
Revenue Code of 1939.

Holding
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No, because the petitioner failed to establish a fair and just amount representing
normal earnings to be used as a constructive average base period net income.

Court’s Reasoning

The court first acknowledged that the company may have qualified for relief under
Section 722(c)(1) because the services of its principal officers made important
contributions to income. However, the court held that to be entitled to any relief, the
company needed to establish a constructive average base period net income that
would result in an income-based excess profits credit higher than the invested
capital method credit. The court examined the reconstruction proposed by the
petitioner, which was based on assumptions about the company’s position in the
shirt manufacturing industry had it been in existence during the base period. The
court found the reconstruction unreliable because it was based on comparisons to
the industry which focused mainly on dress shirts. The court noted the company’s
business was focused on military apparel during the war years, creating a unique
situation that could not be reliably reconstructed. The court found the petitioner’s
business success was tied to wartime conditions, making it difficult to determine
what would have happened during the base period.

Practical Implications

This case is important for understanding the requirements for obtaining relief under
the excess profits tax provisions of the Internal Revenue Code, specifically Section
722. 1t highlights the importance of providing sufficient and reliable evidence to
support a reconstruction of base period earnings, the case also demonstrates the
difficulty of establishing a base period net income where a company’s business was
heavily influenced by specific, non-recurring market conditions, such as a war.
Attorneys working on similar cases should focus on providing detailed comparative
data and evidence to support the reconstruction of the base period income. It also
highlights the need to demonstrate a direct correlation between the factors used in
the reconstruction and the actual economic environment during the base period.
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