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<strong><em>Hats ,  Inc .  v .  Commiss ioner</em>,  25  T .C .  306
(1955)</em></strong>

To qualify for excess profits tax relief under I.R.C. § 722(b)(2), a taxpayer must
demonstrate  that  its  business  was  depressed  during  the  base  period  due  to
temporary economic circumstances unusual in the context of its business, not a
function of style or fashion.

<strong>Summary</strong>

Hats, Inc., a millinery manufacturer, sought excess profits tax relief, arguing its base
period net income was depressed due to “hatlessness” – the declining popularity of
hats.  The Tax Court  denied relief,  holding that  while  hatlessness  impacted the
industry, it was neither an unusual nor temporary economic circumstance. The court
reasoned that changes in fashion, such as hatlessness, are inherent in the clothing
industry  and not  unexpected.  Additionally,  the  trend predated the base period,
demonstrating its lack of temporality, thus not meeting the requirements of I.R.C. §
722(b)(2).

<strong>Facts</strong>

Hats, Inc. experienced lower net income during its base period (1936-1939) than in
prior and subsequent years. The company attributed this to the decline in hat sales
due to a fashion trend known as “hatlessness.” Hats, Inc. sought to rectify the low
base period income by adding advertising costs back to its base period income,
which were allegedly meant to combat hatlessness.

<strong>Procedural History</strong>

Hats,  Inc.  petitioned  the  Tax  Court  seeking  excess  profits  tax  relief.  The
Commissioner of Internal Revenue denied the relief. The Tax Court ruled in favor of
the  Commissioner,  upholding  the  denial.  The  decision  of  the  Tax  Court  is  not
explicitly stated in the provided case excerpt to have been appealed.

<strong>Issue(s)</strong>

Whether the taxpayer’s base period net income was depressed by temporary1.
economic circumstances.
Whether the economic circumstance of “hatlessness” was temporary and2.
unusual.

<strong>Holding</strong>

No, because the taxpayer’s evidence failed to establish that its low base period1.
income was primarily caused by “hatlessness.”
No, because hatlessness was neither a temporary nor an unusual economic2.
circumstance within the meaning of I.R.C. § 722(b)(2).
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<strong>Court’s Reasoning</strong>

The court examined whether the taxpayer met the requirements for excess profits
tax relief under I.R.C. § 722(b)(2). The court found that, even assuming the industry
was depressed, the taxpayer failed to demonstrate that “hatlessness” was the major
cause of this depression. The court cited that other economic factors, such as the
Depression, labor issues, and competition, also impacted the industry. The court
noted that the evidence of the advertising costs was not a proper methodology to
apply  and  the  advertising  spend  could  have  been  related  to  other  industry
challenges,  such  as  competition.  The  court  reasoned  that  even  assuming
“hatlessness” was an economic circumstance, it was not unusual or temporary. The
court stated, “Hatlessness is clearly a function of style, or fashion, an element that is
always present in the clothing industries, and is no more entitled to be viewed as
unexpected or unusual than normal competition.” The court noted that the trend had
existed before the base period,  demonstrating a  lack of  temporality.  The court
further  noted  that  the  industry  adapted  to  the  trend,  with  increasing  revenue
despite a decline in hat sales, indicating hatlessness was not a temporary disruption.

<strong>Practical Implications</strong>

This case provides guidance on the interpretation of “temporary” and “unusual”
economic circumstances in tax law. Taxpayers seeking relief must establish that the
economic event was not a foreseeable part of the business cycle or industry. Courts
will closely scrutinize the evidence linking the taxpayer’s financial distress to the
specified economic event  and will  not  grant  relief  if  multiple  factors,  including
inherent fashion changes, contribute to the taxpayer’s financial issues. This case
also emphasizes the need for taxpayers to provide detailed and credible evidence to
support their claims for tax relief, especially when using creative reconstruction
methods.


