26 T.C. 997 (1956)

An abandonment deduction for excess profits tax purposes is disallowed if the
abandonment is a consequence of a change in the manner of operation of the
business.

Summary

The Electric Materials Company sought to exclude an abandonment deduction from
its excess profits tax calculations. The company had abandoned its power plant and
switched to purchasing power from a public utility. The Commissioner of Internal
Revenue disallowed the deduction, arguing the abandonment was a consequence of
a change in the company’s operations. The Tax Court upheld the Commissioner’s
decision, finding that the shift from generating its own power to buying it
constituted a significant change in the manner of operating the business, thus
disqualifying the deduction under the relevant statute.

Facts

The Electric Materials Company manufactured materials for electrical equipment.
The company operated a power plant to generate electricity and heat its plant until
1946. In 1946, after studying the inefficiency of its power plant, the company
decided to abandon the plant and switch to purchasing electricity and installing an
oil-fired heating system. The company then took an abandonment deduction. The
company met all other requirements for the deduction, and the issue was whether
the abandonment was a consequence of a change in the manner of operation of the
business.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the company’s
income and excess profits taxes for 1950 and 1951, disallowing the abandonment
deduction. The company petitioned the United States Tax Court to challenge the
Commissioner’s decision.

Issue(s)

Whether the abandonment deduction was a consequence of a change in the manner
of operation of the business, as defined in the Internal Revenue Code, and therefore
should be disallowed?

Holding

Yes, because the change from generating its own power to purchasing it, and the
related shift to a new heating system, constituted a change in the manner of
operation of the business.
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Court’s Reasoning

The court relied on Section 433(b)(10)(C)(ii) of the Internal Revenue Code of 1939,
which states that deductions will not be disallowed unless the taxpayer establishes
the increase in deductions is not a consequence of a change in the type, manner of
operation, size, or condition of the business. The court determined that the
company'’s shift from generating its own power and using coal-fired heating to
purchasing power and using oil-fired heating constituted a significant change in the
“manner of operation” of its business. The court highlighted the scale of the change,
the study and planning involved, and the expectation of substantial cost savings. The
court stated, “The change from generating a large part of its own power
requirements in its own plant... to purchasing its entire power requirements from a
public utility and heating the plant with a wholly new system was a change in the
manner of operation of the business of sufficient magnitude and importance to
disqualify the petitioner.”

Practical Implications

This case clarifies that a significant alteration in how a business operates can impact
its eligibility for specific tax deductions, particularly those related to base period
calculations for excess profits taxes. Businesses considering operational changes
must carefully assess the potential tax consequences. The case reinforces that tax
benefits may be denied if the change is substantial. This ruling has implications for
businesses contemplating substantial changes in production methods, energy
sources, or any other significant aspect of their operational structure. Legal counsel
should consider this case when advising clients on the potential tax implications of
business restructuring and changes in operational practices, particularly concerning
the characterization of such changes as a “change in the manner of operation” and
any impact on associated tax deductions or credits.
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