24 T.C. 1065 (1955)

The court determined the proper method of calculating constructive average base
period net income for a plastic molding company seeking relief from excess profits
taxes under Section 722 of the Internal Revenue Code of 1939.

Summary

Boonton Molding Company (Boonton) sought relief from excess profits taxes,
arguing that its base period net income was an inadequate measure of its normal
earnings due to specific economic circumstances and changes in its business. The
U.S. Tax Court addressed Boonton’s claims under Section 722 of the Internal
Revenue Code of 1939. The court considered factors like the loss of a major
customer through a merger, the introduction of injection molding, the invention and
use of an automatic molding machine, and the shift from a single jobber to a
commission sales agency. The court held that Boonton was entitled to relief,
determining a constructive average base period net income based on these factors,
thereby reducing Boonton'’s excess profits tax liability.

Facts

Boonton Molding Company, a New Jersey corporation, manufactured plastic articles,
primarily closures (bottle caps). During the base period (1936-1939), Boonton’s
major customer, Anchor Cap & Closure Corporation, merged with Hocking Glass
Corporation, affecting Boonton’s sales. Boonton also began using injection molding
in addition to compression molding. The company invented and began using the
Sayre automatic molding machine, which significantly reduced production costs,
particularly for bottle caps. Finally, Boonton changed its distribution method from
exclusive sales through Anchor to a commission sales agency.

Procedural History

Boonton filed for relief under Section 722 of the Internal Revenue Code of 1939,
which was denied by the Commissioner. Boonton then petitioned the United States
Tax Court for a review of the Commissioner’s decision. The Tax Court reviewed the
facts, heard arguments from both sides, and issued its findings and opinion.

Issue(s)

1. Whether Boonton’s average base period net income was an inadequate
standard of normal earnings due to temporary economic circumstances
unusual in its case, specifically the Anchor-Hocking merger?

2. Whether Boonton’s average base period net income was an inadequate
standard of normal earnings because of changes in the character of its
business, including the introduction of injection molding and the Sayre
machine?

3. What amount constituted a fair and just measure of Boonton’s constructive
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average base period net income?
Holding

1. Yes, because the merger of Boonton's primary customer, Anchor, with Hocking
Glass, and resulting changes, depressed Boonton’s earnings during the base
period.

2. Yes, because the introduction of injection molding and the use of the Sayre
automatic machine, along with the change in the sales method, altered
Boonton’s business.

3. The court determined a specific dollar amount to be added to Boonton’s
average base period net income to arrive at its constructive average base
period net income.

Court’s Reasoning

The court applied the provisions of Section 722, which provided relief from excess
profits taxes when a taxpayer’s average base period net income was an inadequate
standard of normal earnings. The court found that the Anchor-Hocking merger
constituted “temporary economic circumstances unusual” to Boonton. It reasoned
that the merger resulted in diminished interest from the merged entity in selling
Boonton’s plastic closures. The court considered the evidence of the decline in
Boonton’s sales percentages relative to industry sales after the merger.
Furthermore, the court considered that changes in personnel after the merger
negatively affected Boonton. The court also determined that changes in the nature
of Boonton’s business, including injection molding, the Sayre machine, and a
different distribution system justified relief under Section 722. It highlighted the
significant cost savings achieved by the Sayre machine. The court considered the
increase in profits from the injection-molded products and concluded that Boonton’s
actual average base period net income would not have reflected the earnings level it
would have reached had these changes been made earlier. The court then
determined the additional amounts to be included to arrive at a fair amount for the
constructive average base period net income.

Practical Implications

This case provides a framework for taxpayers seeking excess profits tax relief based
on unique circumstances during the base period. Legal practitioners can use this
case to analyze:

» How external events, such as mergers affecting key customers, can influence
tax liability under specific sections of the Internal Revenue Code.

» The impact of business model changes, such as adopting new technologies or
altering sales strategies, on calculating tax obligations.

» The importance of providing specific evidence demonstrating how particular
events or changes in business operations affected the taxpayer’s earnings
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during the base period.
» The case supports the use of a “two-year push-back” approach to reconstruct
what earnings would have been had changes been made earlier.

Later cases could reference this case when applying or distinguishing the
“temporary economic circumstances” or “changes in character” tests of Section 722,
including how to determine the proper calculation of constructive average base
period net income.
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