Haas Bros., Inc. v. Commissioner, 24 T.C. 268 (1955)

To obtain relief from excess profits taxes under Section 722 of the Internal Revenue
Code, a taxpayer must prove its average base period net income is an inadequate
standard of normal earnings and demonstrate a constructive average base period
net income that results in a lower tax liability than that computed using the invested
capital method.

Summary

Haas Bros., Inc. sought relief from excess profits taxes, claiming an abnormal
California freeze in 1937 significantly reduced its earnings during the base period
(1937-1939). The company argued for a constructive average base period net
income of $172,669 under Section 722 of the Internal Revenue Code. The Tax Court
agreed the freeze was an unusual event, but rejected the company’s proposed
reconstruction of its income, finding it did not adequately account for other factors
like business recession and competition from Florida orange juice. The court
determined a constructive average base period net income of $84,000 was
reasonable, requiring a recomputation of the company’s tax liability under Rule 50.

Facts

» Haas Bros., Inc. had excess profits net income of $93,906.66 in fiscal year
1937.

» The company suffered losses in 1938 and 1939 due to an abnormal California
freeze in January 1937.

» The company applied for relief under Section 722 of the Internal Revenue
Code, arguing the freeze qualified as an unusual event.

» The company proposed a constructive average base period net income of
$172,669.

» The Commissioner denied the application, and the Tax Court reviewed the
matter.

Procedural History

» The Commissioner of Internal Revenue issued a deficiency notice disallowing
deferments of excess profits tax and denying relief under Section 722.

e Haas Bros., Inc. contested the deficiency in the Tax Court.

» The Tax Court considered the evidence and arguments.

» The Tax Court issued its decision, finding the company was entitled to relief
but rejecting its proposed constructive income.

Issue(s)

1. Whether the California freeze constituted an unusual event qualifying the
company for relief under Section 722(b)(1) or (2) of the Internal Revenue Code.
2. Whether the company’s proposed constructive average base period net income
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of $172,669 was reasonable.
Holding

1. Yes, because the January 1937 freeze was an unusual and peculiar event
affecting the company’s business.

2. No, because the company’s reconstruction of its income did not adequately
account for other factors that affected its earnings.

Court’s Reasoning

The court determined that the freeze was an “unusual and peculiar event” that
significantly impacted the company’s earnings during the base period, thus
qualifying it for relief under Section 722(b)(1) and/or (2). However, the court did not
accept the company’s proposed reconstruction. The court found that the
reconstruction failed to consider the effects of the 1938 business recession and
increased competition from Florida orange juice. The court emphasized that a
reasonable reconstruction should account for all relevant factors impacting the
business. “However, it is not sufficient for petitioner merely to prove grounds for
relief. It must go further and show facts which will he sufficient to establish a
constructive average base period net income which, when used in a computation of
its excess profits tax credit, will result in a lesser tax than by computing the credit
by the use of the invested capital method.” In determining the reasonable
approximation of income the Court stated that while the freeze did affect income,
the 1938 recession and the increased competition from Florida also adversely
affected income and were thus taken into account when establishing a reasonable
approximation of income.

Practical Implications

This case highlights the importance of presenting a comprehensive analysis and all
relevant factors when seeking relief from excess profits taxes. Taxpayers must not
only establish the existence of an unusual event, but they must also provide a
reconstruction of income that reasonably accounts for all factors affecting their
earnings, not just the unusual event. The court’s decision also shows the challenges
of applying Section 722 and the discretion afforded to the court in determining a
reasonable constructive average base period net income. A successful claim requires
detailed documentation and analysis and a thorough understanding of market and
economic conditions.
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