Frozen Foods, 17 T.C. 297 (1951)

To obtain relief from excess profits tax under Section 721, a taxpayer must establish
the class and amount of abnormal income, the amount of net abnormal income, and
the portion of net abnormal income attributable to other taxable years, with no
attribution permitted if the income increase results solely from improved business
conditions.

Summary

The case concerns whether a magazine publisher was entitled to excess profits tax
relief under Section 721 of the 1939 Internal Revenue Code, which addressed
abnormalities in income. The taxpayer argued that its advertising income was a
separate class of abnormal income resulting from research and development of
tangible property (the magazine), but the Court found that any increase in income
was due solely to improved business conditions, such as higher advertising rates and
increased demand. The Court, therefore, denied relief, emphasizing that even if the
income was considered abnormal, no portion could be attributed to prior years
under the applicable regulations.

Facts

The taxpayer, a publisher, sought excess profits tax relief for 1945 under Section
721. The taxpayer’s primary business was publishing a magazine. The taxpayer
claimed its advertising income was abnormal income resulting from the research
and development of the magazine. The taxpayer argued for approximately $176,394
in advertising income for 1945, with a net abnormal income of $63,796 (or $42,138
if adjusted for business improvement). The taxpayer argued that prior years
(1935-1943) were involved in developing the magazine. Advertising rates and
advertising space sales increased in 1945.

Procedural History

The case was heard by the United States Tax Court. The Tax Court sustained the
respondent’s determination, denying the petitioner’s claim for excess profits tax
relief. The court’s decision relied on the interpretation of the statute and related
regulations concerning the attribution of abnormal income to other taxable years.

Issue(s)

1. Whether the taxpayer’s advertising income from a frozen foods magazine is a
separate class of income resulting from research or development of tangible
property under Section 721(a)(2)(C)?

2. Whether, if the income is considered abnormal under Section 721(a), the taxpayer
sufficiently demonstrated that any part of its net abnormal income was attributable
to prior taxable years under Section 721(b) and the applicable regulations?
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Holding

1. The Court found it doubtful that the taxpayer’s activities in publishing the
magazine constituted research or development, but it did not make a final
determination on this issue.

2. No, because the court found that any net abnormal income was solely due to
improved business conditions in 1945, specifically increased advertising rates and
increased sales volume.

Court’s Reasoning

The Court focused on the requirements for obtaining excess profits tax relief under
Section 721 and the applicable regulations. The Court questioned whether
advertising income from a magazine qualified as income from research and
development, as claimed by the taxpayer, but did not resolve the question. The court
agreed with the respondent’s argument that even if the income was considered
abnormal, no relief was due because the taxpayer failed to show any part of the
abnormal income was attributable to prior years.

The Court referenced Treasury Regulations 112, section 35.721-3, which stated, “To
the extent that any items of net abnormal income in the taxable year are the result
of high prices, low operating costs, or increased physical volume of sales due to
increased demand... such items shall not be attributed to other taxable years.”

The Court found that the increase in the taxpayer’s advertising income was due to
improved business conditions such as higher advertising rates and increased sales
volume. The Court held that the taxpayer did not show that the increase was due to
factors other than the improvement of business conditions in the taxable year.
Therefore, the Court held that no portion of the abnormal income was attributable to
prior years, denying the tax relief.

Practical Implications

This case highlights the importance of establishing a clear causal link between the
alleged abnormal income and factors other than general improvements in business
conditions when seeking relief from excess profits taxes or any similar tax
provisions. Taxpayers must not only demonstrate that their income is abnormal in
nature and amount, but also, under regulations, that the income or some portion of
the income is properly attributable to other taxable years. Attribution is especially
difficult when the income increase is directly tied to market factors, pricing, or
increased demand. It serves as a warning for those who claim special tax treatment
based on abnormal income.
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