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27 T.C. 794 (1957)

To obtain excess profits tax relief under Section 722 of the Internal Revenue Code of
1939,  a  taxpayer  must  prove  that  its  average  base  period  net  income  is  an
inadequate measure of normal earnings because of specific changes in its business
that occurred during that period, and that these changes would have resulted in
higher earnings had they occurred earlier.

Summary

Parker Drilling Company, an oil  well drilling business, sought excess profits tax
relief  for  the  years  1944 and 1945.  The  company  claimed that  changes  in  its
business,  specifically  the  increase  in  the  number  of  drilling  rigs,  a  shift  to
compensation in the form of oil payments and working interests, and a fire in 1936,
justified a higher constructive average base period net income. The Tax Court ruled
against Parker Drilling, finding that the company failed to demonstrate that these
changes significantly impacted its earnings or would have led to greater earnings
during the base period. The court focused on the lack of sufficient evidence linking
the business changes to a higher excess profits credit than that allowed by the
Commissioner.

Facts

Parker Drilling Company was formed in 1935 and was engaged in the oil  well
drilling business. During the base period years (1936-1939), the company increased
its number of drilling rigs, shifting from cable tool to rotary drills. The company also
began accepting compensation in the form of oil payments and working interests. A
significant fire damaged the company’s equipment in 1936. Parker Drilling’s excess
profits  net  income for 1944 and 1945,  as adjusted,  was over $1.2 million.  The
Commissioner of Internal Revenue calculated the excess profits credit under Section
713(e) of the Internal Revenue Code, and Parker Drilling sought relief under Section
722. The company asserted that its base period income did not reflect its normal
earnings due to changes in business capacity and operations.

Procedural History

Parker  Drilling  Company  filed  claims  for  excess  profits  tax  relief  with  the
Commissioner of Internal Revenue for the years 1944 and 1945. The Commissioner
denied the claims. Parker Drilling then filed a petition in the United States Tax
Court, challenging the Commissioner’s decision. The Tax Court heard the case and
adopted the findings of fact made by the Commissioner, ultimately ruling in favor of
the Commissioner.

Issue(s)

1. Whether the petitioner’s increase in drilling rig capacity constituted a “change in
the character of its business” under Section 722(b)(4) of the Internal Revenue Code,
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thereby entitling the company to excess profits tax relief.

2. Whether the company’s shift to receiving oil payments and working interests as
compensation constituted a “change in the character of its business” under Section
722(b)(4).

3.  Whether the fire in 1936 constituted an “event unusual and peculiar” under
Section 722(b)(1) of the Internal Revenue Code, entitling the company to excess
profits tax relief.

Holding

1. No, because the company failed to provide evidence that its earnings would have
been substantially  higher during the base period if  it  had possessed additional
drilling rigs.

2. No, because the company failed to demonstrate that this change had a significant
impact on earnings during the base period.

3. No, because the claimed impact of the fire on earnings, even if accepted, would
not be sufficient to grant the taxpayer any relief.

Court’s Reasoning

The court applied Section 722 of the Internal Revenue Code of 1939, which allows
for  excess  profits  tax  relief  when  the  average  base  period  net  income  is  an
inadequate measure of normal earnings. The court acknowledged that the petitioner
had increased its drilling rig capacity. However, it found that the company did not
demonstrate that it had utilized these rigs to their full capacity, particularly during
the base period. The court noted a lack of correlation between the number of rigs
owned and earnings during the base period. The court also considered whether the
change in compensation methods through oil payments qualified for relief under
Section  722,  but  found  insufficient  evidence  that  this  affected  the  company’s
earnings significantly. Regarding the fire, the court concluded that even adding the
claimed loss to 1936 income wouldn’t be enough to change the outcome, given all
the other claimed factors.

Practical Implications

This case is a cautionary tale for taxpayers seeking excess profits tax relief.  It
underscores the importance of providing concrete evidence of a causal link between
the change in the character of a business and the taxpayer’s average base period net
income. In order for a taxpayer to succeed, they must establish the nature of a
business change and its actual impact on earnings, along with a strong argument
that  such changes  caused earnings  to  be  significantly  higher  than the original
reported amount. Mere assertions of increased capacity or different methods of
compensation are not enough. A detailed analysis, quantifying the impact of the
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change, and linking it directly to increased income, is essential. Taxpayers must also
present  evidence  that  the  changes  made  would  have,  at  least,  substantially
increased the income during the base period,  not  just  during the tax  years  in
question. The court emphasized the need to demonstrate the practical effect of the
changes, especially in a highly competitive environment, to secure excess profits tax
relief.

This case informs how courts will analyze similar claims regarding excess profits tax
relief. It demonstrates the necessity of submitting concrete evidence of business
changes, along with strong proof that the changes would lead to higher earnings
during the tax year. The court highlighted the need to demonstrate the practical
effect of the changes in order to secure tax relief.


