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S.S. & L. Company, 27 T.C. 456 (1956)

To qualify for excess profits tax relief under Section 722 of the Internal Revenue
Code of 1939, a taxpayer must demonstrate that its average base period net income
is an inadequate standard of normal earnings due to specific factors, and establish a
fair and just amount for constructive average base period net income.

Summary

The S.S. & L. Company sought relief from excess profits taxes, claiming its average
base period net income did not accurately reflect its normal earnings due to changes
in its business. The Tax Court denied relief, finding the company failed to prove the
changes significantly  impacted earnings or  that  its  base period income was an
inadequate  standard.  The  court  scrutinized  the  company’s  claims  of  changing
business  character,  including  its  entry  into  the  liquor  business,  shifts  in  sales
strategies, and capital increases, along with the impact of a price war and war-
related sales spikes. The court determined that the company had not met its burden
to show the base period income was inadequate or to establish a fair measure of
normal earnings.

Facts

S.S. & L. Company operated as a manufacturer’s agent and broker in the grocery
business until entering the liquor business in 1934. The company then imported and
sold liquor, initially to wholesalers and later to retail dealers. During the base period
(1937-1939),  the  company  increased  its  capitalization,  enabling  increased
borrowings and inventory. The company also acquired distributorships. In 1939, the
company’s  sales  and  profits  increased  significantly  due  to  war-scare  buying.
Conversely,  the  company  experienced  a  price  war  in  its  Metropolitan  division,
forcing  it  to  offer  discounts,  depressing  earnings.  The  company  computed  its
average base period net income under section 713(f) as $96,921.63.

Procedural History

The case was brought before the Tax Court, where the S.S. & L. Company sought
relief from allegedly excessive excess profits taxes for the fiscal years ending in
1944, 1945, and 1946. The Tax Court reviewed the company’s claims under Section
722 of the 1939 Internal Revenue Code.

Issue(s)

Whether the S.S. & L. Company’s average base period net income was an1.
inadequate standard of normal earnings due to changes in the character of its
business, including its entry into the liquor business and other modifications.
Whether the company’s business was depressed during the base period due to2.
temporary economic circumstances, such as a price war, and war-related sales
spikes.
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Holding

No, because the court found the company had not sufficiently proven that its1.
entry into the liquor business or subsequent changes significantly affected its
earnings or that it had not achieved a normal level of earnings during the base
period.
No, because the court determined that the price war was not a temporary2.
economic circumstance, and the war-related sales were an abnormal event and
therefore the company did not qualify for relief under section 722(b)(2).

Court’s Reasoning

The court applied Section 722 of the 1939 Internal Revenue Code, which allowed
relief from excess profits tax if the taxpayer’s average base period net income was
an inadequate standard of normal earnings. The court examined whether the S.S. &
L. Company met the requirements to qualify for relief under section 722. The court
considered whether the company’s entry into the liquor business,  shift  to retail
sales, capital increases, and acquisition of distributorships qualified as a change in
the character of the business that negatively impacted base period earnings. The
court found that the company had not met the burden of proving that these events
or other temporary factors caused the company’s average base period net income to
be an inadequate standard. Regarding the price war, the court said, “Here, the
petitioner has not shown that the competition resulted in severe losses or sales
below cost in the base period, an essential characteristic of a price war.” The court
noted that the increased profits from the war-scare buying in September 1939 also
did not reflect normal earnings, the profits were war-derived and temporary, and the
court did not allow the company to use these profits to determine normal earnings.
Therefore, the court concluded the company did not qualify for relief.

Practical Implications

This case highlights the stringent requirements for obtaining relief  from excess
profits tax under Section 722. Attorneys should advise clients seeking such relief
that they bear the burden of proving the inadequacy of their base period net income.
The S.S.  & L.  Company case underscores the importance of  providing detailed
evidence  to  support  claims  that  changes  in  business  character  or  temporary
economic circumstances significantly affected earnings.  Moreover,  it  emphasizes
that unusual or non-recurring events, such as war-related spikes in sales, cannot be
used  to  establish  a  ‘normal’  level  of  earnings.  The  court’s  careful  distinction
between normal competition and a price war underscores the need for specific
evidence  to  meet  the  requirements  for  relief.  This  case  is  instructive  for  tax
practitioners in evaluating and preparing cases for relief under similar provisions in
tax law, emphasizing the need for detailed factual analysis and the demonstration of
a causal link between specific events and the taxpayer’s financial performance.


