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Pied Piper Shoe Company, Petitioner, v. Commissioner of Internal Revenue,
Respondent, 28 T.C. 499 (1957)

To qualify  for  excess  profits  tax  relief  under  Section 722 of  the 1939 Internal
Revenue Code, a taxpayer must demonstrate that its average base period net income
is an inadequate measure of normal earnings due to specific qualifying factors and
substantiate a constructive average base period net income.

Summary

Pied Piper Shoe Company sought relief from excess profits taxes under Section 722
of the 1939 Internal Revenue Code, arguing that its base period earnings were an
inadequate  reflection  of  its  normal  earnings  due  to  events  and  circumstances
affecting its business. Specifically, Pied Piper claimed its low base period net income
was caused by production and sales policies instituted by a prior management. The
Tax Court ruled against Pied Piper, finding the company had not proven that its low
base period earnings were due to unusual physical or economic circumstances, or
that it had established a constructive average base period net income which would
result in greater credits than those already granted. The Court determined that the
issues that led to the low base period net income stemmed from internal decisions
and were not eligible for relief. The Tax Court’s holding emphasizes the need for
taxpayers to demonstrate specific qualifying factors and the impact on their normal
earnings to gain relief under Section 722.

Facts

Pied Piper Shoe Company was incorporated in  1934,  acquiring the business of
Marathon Shoe Company, a manufacturer of high-quality children’s shoes. During
the base period, the company sought relief from excess profits taxes, citing that its
earnings were low due to production and sales policies from May 1934 to February
1935, which were enacted by management that was eliminated on the latter date.
The company argued that these actions and their effects on the product’s brand
value, sales volume, and prices resulted in low profits that were not representative
of its normal earning potential. The company’s management was contracted out to
Huth & James Shoe Company. Huth & James made significant changes, including
altering production methods and product quality. These changes damaged the Pied
Piper brand, and the relationship with Huth & James ended. After the Huth & James
management  contract  ended,  new management  sought  to  reestablish  the  prior
quality and market position of the shoe brand, including restarting the Pentler and
Short insole process and increasing prices. Despite these changes, Pied Piper’s base
period earnings remained low.

Procedural History

Pied Piper filed applications for relief under Section 722 of the Internal Revenue
Code of 1939. The Commissioner of Internal Revenue denied the applications and
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determined deficiencies in excess profits taxes for the years ended November 30,
1944,  to  1946.  The  Tax  Court  heard  the  case,  incorporating  the  findings  of  a
commissioner  appointed  by  the  court.  The  parties  filed  exceptions  to  the
commissioner’s findings, which the court considered. The Tax Court adopted the
commissioner’s findings of fact and issued its opinion.

Issue(s)

Whether the petitioner is entitled to relief under subsection (b)(1) of Section1.
722 of the Internal Revenue Code of 1939, based on events unusual and
peculiar in the taxpayer’s experience.
Whether the petitioner is entitled to relief under subsection (b)(2) of Section2.
722, due to temporary economic circumstances unusual in the taxpayer’s case.
Whether the petitioner is entitled to relief under subsection (b)(4) of Section3.
722, because it changed the character of its business immediately prior to the
base period.
If the petitioner qualifies for relief under subsection (b)(4), whether it has4.
proven a constructive average base period net income which would result in
greater benefits than credits granted under section 714.

Holding

No, because the facts fail to establish that the petitioner’s low base period net1.
income was due to external physical or economic circumstances unusual in the
experience of the petitioner.
No, because the economic circumstances were a result of internal business2.
policies rather than temporary economic circumstances external to the
taxpayer.
Yes, because the change in management could be considered a change in the3.
character of the business, but it did not occur immediately prior to the base
period.
No, because the petitioner has not proven a constructive average base period4.
net income which would result in greater benefits than the credits granted
under section 714.

Court’s Reasoning

The  court  focused  on  whether  the  petitioner’s  circumstances  met  the  specific
requirements for relief under Section 722. The court reasoned that the events cited
by the petitioner, such as the changes made by Huth & James, were the result of
managerial decisions and therefore not the type of “unusual” events contemplated
by the statute. “The economic events or circumstances which caused the depression
in business during the base period must be shown to be “external to the taxpayer, in
the sense that it was not brought about primarily by a managerial decision.” The
court pointed out that the regulations consider events like fires, floods, or explosions
as examples of “unusual” events, whereas managerial changes and policy decisions
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did not constitute such events. The court also found that even if the Huth & James
management contract were considered illegal,  it  was a result  of  the company’s
internal decisions and could not be considered an external circumstance beyond the
company’s  control.  Regarding  subsection  (b)(4),  the  court  found  a  change  in
management did occur, but the petitioner failed to prove a constructive average
base  period  net  income  that  would  increase  the  credits  beyond  those  already
claimed. The court pointed out that the petitioner’s argument was based on the
assumption that damage to the company’s product and sales from the Huth & James
management would be eliminated if  they pushed back two years,  but the court
disagreed  with  that  “basic  assumption”.  The  court  believed  that  the  business
conditions  were  more  fundamental,  and  did  not  believe  that  the  petitioner’s
reconstruction would be supported to a level which would create income credits
greater than those already available.

Practical Implications

This  case  emphasizes  the  importance  of  demonstrating  the  specific,  qualifying
factors  in  order  to  receive  relief  under  Section  722.  For  attorneys  and  tax
professionals, the case provides guidance on:

Identifying Qualifying Factors: The ruling clarifies the distinction between
internal business decisions (not qualifying) and external events (potentially
qualifying) for relief under Section 722. It underscores the necessity of
showing unusual, external factors that directly and substantially affected the
taxpayer’s normal earnings.
Burden of Proof: The case reinforces the requirement to prove not only the
existence of a qualifying factor but also the impact on the taxpayer’s base
period earnings. This is crucial for constructing a constructive average base
period net income that surpasses the standard methods for calculating taxes.
Managerial Decisions: This case can be cited to illustrate the fact that
managerial decisions, even if they have a significant adverse impact on a
company’s business, are typically not considered as a basis for relief under
Section 722.
Tax Planning and Compliance: This case shows the necessity for companies
to document and understand the causes of business downturns and how to
demonstrate that these causes are not the result of internal decisions, but
rather, the result of external factors that led to the loss of income during the
base period.
Later Cases: The case is often cited in later cases involving Section 722
claims, especially those that involve economic conditions affecting industry,
and how taxpayers demonstrate specific damages.


