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26 T.C. 761 (1956)

To qualify for excess profits tax relief under I.R.C. § 722(b)(4) based on a change in
the character of a business,  the change must be substantial  and have a causal
connection to increased earnings. Routine improvements or expansions within an
existing business line do not constitute a qualifying change.

Summary

The case concerns a company seeking excess profits tax relief, arguing that changes
in its  product line and expansion of  its  hydraulic press department altered the
character of its business during the base period. The court rejected this argument,
finding that the changes were not substantial enough to qualify for relief under
I.R.C. § 722(b)(4). The court determined that the introduction of new agricultural
implements served the same purpose as older products and did not represent a
substantial  departure  from  the  company’s  existing  business.  Furthermore,  the
increased activity in the hydraulic press field was tied to government contracts and
powder press production rather than metal-forming presses, negating the claim for
relief. The court held that the taxpayer did not meet the requirements for the tax
relief sought.

Facts

The  taxpayer  manufactured  agricultural  tools  and  equipment.  During  the  base
period, it developed and sold new agricultural implements, established a hydraulic
press department, and entered the metal-working press field. The taxpayer argued
that these changes in the character of its business entitled it to relief under I.R.C. §
722(b)(4). The Internal Revenue Service (IRS) contended that these changes were
merely improvements or expansions of its existing business and did not constitute a
substantial departure from its established line. The taxpayer sought to use the ‘two-
year push-back rule’ to calculate its constructive average base period net income,
which would have provided significant tax relief.

Procedural History

The taxpayer petitioned the Tax Court for a redetermination of its excess profits tax.
The IRS denied the taxpayer’s claim for relief under I.R.C. § 722(b)(4). The Tax
Court reviewed the case, considering the facts and arguments presented by both
sides,  including  whether  the  taxpayer’s  actions  qualified  as  a  change  in  the
character of business that would entitle them to tax relief. The Tax Court found in
favor of the IRS and issued a decision denying the tax relief sought by the taxpayer.

Issue(s)

1.  Whether  the  development  and  sale  of  new  agricultural  implements  by  the
taxpayer constituted a “difference in products furnished,” thereby changing the
character of the taxpayer’s business as defined by I.R.C. § 722(b)(4).
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2. Whether the establishment of a hydraulic press department and entry into the
metal-working press field altered the character of the taxpayer’s business under
I.R.C. § 722(b)(4).

Holding

1. No, because the new agricultural implements, while more efficient, served the
same purpose and reached the same markets as the older products, and the changes
were mere improvements in existing products.

2. No, because, even if a change occurred, the increased income stemmed from
government contracts and powder press production, not the metal-forming presses,
and the establishment of the hydraulic press department alone did not qualify.

Court’s Reasoning

The  court  focused  on  whether  the  changes  in  the  taxpayer’s  business  were
substantial  enough to  qualify  for  relief  under  I.R.C.  §  722(b)(4).  It  applied the
principle that a change in the character of a business must be substantial and have a
causal  connection  to  increased  earnings.  Regarding  the  new  agricultural
implements, the court held that they were improvements to the existing line of
products, serving the same purposes and markets. The court cited the holding from
Avey Drilling Machine Co., which stated, “A change in character, within the intent of
the statute, must be a substantial  departure from the preexisting nature of the
business.” The court found that there was no substantial departure in the case. The
court also noted that while the taxpayer expanded in hydraulic presses, this was not
a substantial change, and any increased income stemmed from related government
work. The court emphasized that the evidence did not show that the manufacture of
metal-forming presses caused increased income.

Practical Implications

This case provides guidance on the requirements for excess profits tax relief under
I.R.C. § 722(b)(4). Practitioners must evaluate whether claimed changes in business
are “substantial” and if they directly contribute to increased earnings. The case
emphasizes the importance of documenting the specific impact of claimed changes
to qualify for relief. It clarifies that incremental improvements within an existing
product line or expansions within an already established business area are unlikely
to be considered qualifying changes. The court’s analysis is useful in similar cases
where  businesses  claim  that  adjustments  in  product  offerings  or  production
capabilities changed the nature of their business, and they seek tax relief for it. The
decision also highlights the necessity of showing a causal connection between the
alleged  changes  and  increased  earnings.  Subsequent  cases  citing  this  ruling
reinforce the need for clear evidence demonstrating a substantial shift in business
operations to warrant tax relief.


