E.H. Severin Co. v. Commissioner, 24 T.C. 550 (1955)

To qualify for relief under Section 722 of the 1939 Internal Revenue Code, a
taxpayer must not only prove that their average base period net income is an
inadequate standard of normal earnings but also must demonstrate a “fair and just
amount” representing normal earnings that would result in a higher excess profits
credit than they already receive.

Summary

E.H. Severin Co. sought relief from excess profits tax liability for the years
1941-1945, claiming that changes in its business, including a change in management
and the acquisition of a competitor, warranted a higher base period earnings
calculation under Section 722(b)(4) of the 1939 Internal Revenue Code. The Tax
Court, however, denied relief, holding that Severin had failed to establish a
constructive average base period net income that would result in a greater excess
profits credit than they already received under the invested capital method. The
court emphasized that even if the changes in business character had led to
increased earnings, the taxpayer did not sufficiently prove the amount of those
increased earnings that directly resulted from the changes, nor did the taxpayer
establish that the changes would provide them with a larger credit than they were
already entitled to.

Facts

E.H. Severin Co. used the invested capital method to compute its excess profits tax
liability for the taxable years 1941-1945. They sought relief under Section 722(b)(4)
of the 1939 Internal Revenue Code, arguing that their average base period net
income was an inadequate standard of normal earnings due to changes in the
character of their business, specifically, a change in management and the
acquisition of a competitor. The taxpayer claimed that if these changes had occurred
two years earlier, the business would have reached a higher earning level. Severin
contended that a fair and just amount representing normal earnings was
substantially higher than their actual average base period net income. The
Commissioner argued that the changes were routine and did not significantly alter
the business’s character, and that Severin failed to show that the changes directly
resulted in increased earnings or a higher level of normal earnings. Severin’s actual
average base period net income was $2,652.87 and their base period net income
computed under section 713(f) was $7,539.37.

Procedural History

The case originated in the Tax Court. The taxpayer, E.H. Severin Co., filed a petition
for relief under Section 722 of the Internal Revenue Code, contesting the
Commissioner of Internal Revenue’s determination of their excess profits tax
liability. The Tax Court reviewed the evidence and arguments presented by both
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sides, ultimately ruling in favor of the Commissioner, denying the relief sought by
Severin.

Issue(s)

1. Whether E.H. Severin Co. had a change in the character of the business within
the meaning of section 722 (b) (4) of the Internal Revenue Code.

2. Whether E.H. Severin Co. established that its average base period net income
was an inadequate standard of normal earnings as a direct result of any
changes in the character of its business.

3. Whether E.H. Severin Co. established a “fair and just amount representing
normal earnings” that would result in an excess profits credit greater than the
credit already allowed under the invested capital method.

Holding

1. No, because even if there was a change in the character of the business, it did
not provide the taxpayer with a larger credit than the one it already received.

2. No, because even if there were increased earnings, the taxpayer failed to
directly attribute them to any changes in business.

3. No, because the taxpayer failed to establish a constructive average base period
net income which would provide a larger credit than the one it already had.

Court’s Reasoning

The court focused on whether Severin met the specific requirements of Section
722(b)(4), which required proving that the taxpayer’s average base period net
income was an inadequate standard of normal earnings due to changes in the
business and that a “fair and just amount” for normal earnings could be established.
The court applied the rule that the taxpayer bears the burden of proving the amount
of a constructive average base period net income sufficient to result in a tax credit
exceeding the credit already enjoyed under the invested capital method. The court
noted that even if a change in the character of the business occurred, Severin had
not demonstrated that any resulting increased earnings were directly attributable to
those changes. The court emphasized that before a taxpayer could claim relief under
section 722, they had to demonstrate that their constructive average base period net
income would generate an excess profits credit higher than the credit calculated
using other methods. The court found the evidence insufficient to determine a
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