Santee Timber Corp., 14 T.C. 768 (1950)

To obtain relief under Section 722(b)(4) of the Internal Revenue Code, a taxpayer
must demonstrate that a change in the character of their business during or
immediately prior to the base period resulted in an increase of normal earnings not
adequately reflected in the base period net income.

Summary

The Santee Timber Corp. sought relief under Section 722(b)(4) of the Internal
Revenue Code, arguing that a change in the character of its business, specifically its
shift in timber sources, should have resulted in higher base period earnings. The Tax
Court denied the relief, determining that the change in timber sources did not
constitute a change in the character of the business that significantly increased
normal earnings. The court focused on whether the change resulted in substantially
increased earnings and considered the actual costs and revenues associated with
the differing timber sources. Additionally, the court considered whether the change
in operations was routine or of the nature to provide a basis for relief.

Facts

Santee Timber Corp. acquired a contract (Santee contract) from its parent company
that mandated an increasing price for timber. Later, the corporation terminated this
contract and purchased the White and Friant tract, which provided timber at a lower
price. The corporation claimed that, if the change in timber sources had occurred
earlier, its base period earnings would have been higher. The price of the timber
was affected by the contract terms and the costs associated with extracting the
timber from the various sources.

Procedural History

Santee Timber Corp. petitioned the Tax Court seeking relief under Section 722(b)(4)
and, alternatively, under Section 722(b)(5) of the Internal Revenue Code. The Tax
Court reviewed the case.

Issue(s)

1. Whether the termination of the Santee contract and the purchase of the White
and Friant tract constituted a “change in the character of the business” under
Section 722(b)(4).

2. Whether, assuming a change in operations, the shift in timber sources resulted in
an increase in normal earnings not adequately reflected in the average base period
net income.

Holding
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1. No, because the Tax Court questioned whether the purchase of the White and
Friant tract was a “change in the character of the business” within the meaning of
section 722(b)(4).

2. No, because the evidence did not establish that the change in the source of supply
resulted in an increase of normal earnings which was not adequately reflected in the
average base period net income.

Court’s Reasoning

The court reasoned that the shift in timber sources might not qualify as a change in
the character of the business, because it was an asserted more advantageous
arrangement for the purchase of material. The court noted that the company was
engaged in the manufacture and sale of lumber, and the company had not
established a standard plan of operation for acquiring timber rights. The court
considered the costs associated with each timber source. Ultimately, the court found
that even though the gross stumpage price paid under the Santee contract was
greater than that on the White and Friant operation, the difference was not nearly
so great. The court also found that even if the earnings were greater, the average
base period net income was already higher than pre-base period years.

Practical Implications

This case underscores the importance of demonstrating a significant impact on
earnings to obtain relief under Section 722. It shows that routine operational
changes, such as a new supply contract, are unlikely to qualify as a “change in the
character of the business.” Furthermore, the court’s detailed analysis of costs and
revenue streams emphasizes the need to present strong financial evidence. The case
highlights the limitations of Section 722(b)(4) and underscores the importance of
presenting complete evidence supporting a claim that the change in operations
resulted in substantially increased earnings. The court’s focus on actual income and
expenses provides a framework for analyzing similar cases. This case also provides a
clear explanation of the requirements that must be met to prevail under 722(b)(4).
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