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25 T.C. 1195 (1956)

To qualify for excess profits tax relief, a taxpayer must demonstrate that its base
period  income  was  adversely  affected  by  specific  events,  such  as  disruptive
litigation,  that  were  unique  and  temporary,  and  that  these  events  caused  an
inadequate representation of the business’s normal earning capacity.

Summary

Rocky Mountain Drilling Company sought relief from excess profits tax, arguing that
a lawsuit filed by a co-owner during the base period disrupted its business and
reduced its income, thus entitling it to a reconstruction of its average base period
net income under Section 722 of the 1939 Internal Revenue Code. The Tax Court
found  that  the  litigation  did  negatively  impact  the  company,  preventing  a  fair
representation  of  their  base  period  earning  capacity.  The  Court  held  that  the
company  qualified  for  relief  under  Section  722(b)(1),  but  not  under  other
subsections  related  to  changes  in  business  character  or  increased  production
capacity. The Court ultimately determined a constructive average base period net
income for the company, reflecting the adverse impact of the lawsuit.

Facts

Rocky Mountain Drilling Company, incorporated in Wyoming in 1931, was an oil
well drilling contractor. The company’s base period net income, as determined by
the Commissioner, showed fluctuating results. During the base period, a lawsuit was
filed by one of the two equal stockholders, seeking the company’s dissolution and
distribution of its assets. This lawsuit, which was eventually settled out of court,
negatively impacted the company’s business, leading to reduced drilling contracts.
The company also moved a portion of its business operations from Wyoming to
California and acquired additional drilling equipment during the base period. The
company sought relief  under various subsections of Section 722 of the Internal
Revenue Code of 1939, claiming the lawsuit, the business move, and the additional
equipment qualified them for relief.

Procedural History

Rocky Mountain Drilling Co. filed timely income and excess profits tax returns for
the  relevant  years.  After  the  Commissioner  disallowed  certain  deductions  and
computed the company’s excess profits tax liability, the company applied for relief
under Section 722 of the Internal Revenue Code. The company then filed a petition
with the United States Tax Court, contesting the Commissioner’s determinations and
seeking a constructive average base period net income. The Tax Court reviewed the
case, considering the impact of the lawsuit, business relocation, and the acquisition
of additional drilling equipment during the base period. The Court made detailed
findings of fact, ultimately issuing a decision to grant relief under Section 722(b)(1).
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Issue(s)

1.  Whether  the  litigation  instituted  by  a  stockholder  seeking  the  company’s
dissolution entitled Rocky Mountain Drilling Co. to qualify for excess profits tax
relief under Section 722(b)(1) of the 1939 Internal Revenue Code.

2. Whether the transfer of a portion of the business operation from Wyoming to
California during the base period qualified the company for relief under Section
722(b)(4).

3. Whether an increase in operational capacity due to the acquisition of additional
oil well drilling equipment qualified the company for relief under Section 722(b)(4).

Holding

1. Yes, because the litigation, unique in its history and temporary in its effect, had a
depressant  effect  on  the  company’s  income  during  the  base  period,  thereby
qualifying for relief under Section 722(b)(1).

2. No, because the move did not change the character of the company’s business
within the meaning of Section 722(b)(4).

3. No, because the company failed to show that the additional equipment caused an
increase in its base period income.

Court’s Reasoning

The court  found the stockholder  litigation to  be the defining factor.  The court
reasoned that the lawsuit, although temporary, disrupted the company’s business
and  led  to  a  decline  in  drilling  contracts,  therefore,  impacting  the  company’s
earnings. The court determined that the lawsuit’s temporary effect on the business
justified relief under Section 722(b)(1). The court emphasized that the base period
experience, particularly during the years when the suit was active, was abnormal
due to the disruption caused by the litigation and not an accurate representation of
the company’s normal earning capacity.

The court distinguished between the effects of the litigation itself and the ultimate
settlement. The court found that the litigation was temporary but had a significant
impact. The settlement, however, was considered a permanent change, not directly
related to the basis for the relief provided by the Code. Regarding the relocation to
California, the court deemed it a difference in degree of operation and not a change
in the character of the business. As for the acquisition of additional equipment, the
court  held  that  increased  capacity  did  not,  in  itself,  justify  relief  without  a
demonstrated corresponding growth in income. The court cited existing case law,
such as Helms Bakeries and Green Spring Dairy, Inc., to support its conclusion.

Practical Implications
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This case highlights the importance of documenting the specific, adverse impacts of
unusual events on a company’s income during a tax base period. Attorneys should
analyze: (1) If events are unique and temporary; (2) if there is evidence of how an
event disrupted normal business operations; and (3) if a business can demonstrate
that the event prevented a fair reflection of its earning capacity during the base
period. This case underscores that relief from excess profits tax is not automatic.
Businesses must be able to connect unusual circumstances to a measurable loss in
income. When arguing for relief, it is essential to demonstrate how those unusual
circumstances were directly responsible for the decline in business and how it would
have performed absent those circumstances. Subsequent cases involving Section
722 of the 1939 Internal Revenue Code, and its successor provisions, would likely
rely on the reasoning in this case.


