Ljungstrom Corporation v. Commissioner of Internal Revenue, T.C. Memo.
1964-41

Product improvements, even if significant and leading to increased sales, do not
automatically constitute a ‘change in the character of the business’ for the purpose
of obtaining excess profits tax relief under Section 722(b)(4) of the Internal Revenue
Code of 1939; furthermore, management fees, even if fluctuating, are not
necessarily ‘abnormal deductions’ if they are linked to business activity and overall
income.

Summary

Ljungstrom Corporation sought relief from excess profits taxes for 1940-1945,
arguing that a change in vertical air preheater design (from rim-supported to center-
supported rotors) constituted a ‘change in the character of its business’ under
Section 722(b)(4), making its base period earnings an inadequate standard of
normal profits. Ljungstrom also claimed certain management fees paid to its parent
company were ‘abnormal deductions’ under Section 711(b)(1)(J). The Tax Court
denied relief, holding that the preheater redesign was a product improvement, not a
fundamental change in business character, and that the management fees were not
proven to be abnormal in a way that qualified for statutory relief. The court
emphasized that product evolution to meet market demands is a normal business
practice, not a basis for tax relief.

Facts

1. Ljungstrom Corp., a manufacturer of air preheaters, was a subsidiary of a
Swedish company and later controlled by Superheater Company.

2. Ljungstrom manufactured regenerative air preheaters, crucial for boiler
efficiency by preheating combustion air using waste gases.

3. Prior to 1934, vertical preheaters used rim-supported rotors, which became
problematic for larger, more efficient boilers due to wear and size limitations.

4. In 1934, Ljungstrom introduced vertical preheaters with center-supported and
center-driven rotors, an improvement that allowed for larger, more reliable
preheaters.

5. Ljungstrom argued this design change, along with a change in management in
1933, constituted a ‘change in the character of business,’ entitling it to excess
profits tax relief because base period earnings (1936-1939) did not reflect the
potential of the improved product.

6. Ljungstrom also paid management fees to Superheater under various
agreements, which fluctuated significantly, particularly increasing in 1937.
Ljungstrom claimed these fees were ‘abnormal deductions’.

Procedural History

1. Ljungstrom filed excess profits tax returns for 1940-1945 and later applied for
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relief under Section 722.
2. The Commissioner of Internal Revenue denied relief.
Ljungstrom petitioned the Tax Court for redetermination of the denied relief.
4. Ljungstrom also amended its petition to argue for the disallowance of
‘abnormal deductions’ for management fees under Section 711(b)(1)(]).

w

Issue(s)

1. Whether the redesign of vertical air preheaters to incorporate center-
supported rotors constituted a ‘change in the character of the business’ under
Section 722(b)(4) of the Internal Revenue Code of 1939, such that the average
base period net income was an inadequate standard of normal earnings.

2. Whether management fees paid by Ljungstrom, particularly in 1937, were
‘abnormal deductions’ under Section 711(b)(1)(J) and should be disallowed for
the purpose of calculating excess profits net income for the base period.

Holding

1. No, because the change in rotor design was considered a product improvement
driven by technological advancements and market demand, not a fundamental
‘change in the character of the business’ as contemplated by Section 722(b)(4).

2. No, because Ljungstrom failed to demonstrate that the management fees were
‘abnormal’ in a manner that qualified for disallowance under Section
711(b)(1)(J). The court found the fees were generally related to the level of
business activity and not demonstrably ‘abnormal’ beyond normal business
fluctuations.

Court’s Reasoning

1. Regarding the ‘change in character of business,’ the court reasoned that the
shift to center-supported rotors was a product improvement, a normal
evolution in manufacturing to meet increasing demands for larger and more
efficient preheaters driven by advancements in boiler technology and fuel
efficiency. The court stated, “This is a normal way in which any manufacturer
proceeds to improve its product, meet competition, and survive in business.”
The court distinguished product improvement from a fundamental change in
the nature of the business itself.

2. The court emphasized that the improved preheaters served the same function
as the older models, just more efficiently. The court noted, “The center
supported and center driven rotors in the newer model performed the same
function as the rim supported type but in a better and more efficient manner.
They required less maintenance or replacements. The change did not affect the
class of customers or the method of distribution. The manufacturing operation
was not essentially different. The higher level of earnings which followed in the
taxable years was a normal consequence of an improved product, not of a new
and different one.”
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3. Concerning the ‘abnormal deductions,’ the court found that Ljungstrom did not

adequately prove the management fees were ‘abnormal’ under Section
711(b)(1)(J). The court noted that while the fees fluctuated, particularly
increasing in 1937, this increase appeared correlated with increased sales
volume. The court pointed out that under subparagraph (K) of Section
711(b)(1), deductions cannot be disallowed as abnormal if the abnormality is a
consequence of increased gross income.

. The court concluded that even if the management fees were considered a

separate class of expense, Ljungstrom had not shown that their abnormality
was not a consequence of a decrease in other deductions or changes in
business operations, as required to qualify for disallowance under Section
711(b)(1)(K).

Practical Implications

1.

Narrow Interpretation of ‘Change in Character’: This case demonstrates a
narrow judicial interpretation of what constitutes a ‘change in the character of
business’ for excess profits tax relief. Routine product improvements, even if
significant and commercially successful, are unlikely to qualify if they are seen
as part of the normal evolution of a business in response to market demands
and technological progress.

. Burden of Proof on Taxpayer: Taxpayers seeking relief under Section

722(b)(4) bear a heavy burden of proving that changes go beyond mere
product improvement and fundamentally alter the nature of their business
operations in a way that base period earnings become an unfair representation
of normal profitability.

. Scrutiny of ‘Abnormal Deductions’: Claims for ‘abnormal deductions’ under

Section 711(b)(1)(J) require detailed justification. Fluctuations in expenses,
even significant ones, must be carefully analyzed to demonstrate they are
genuinely ‘abnormal’ and not simply reflections of changes in business volume
or normal business adjustments. A clear link between increased income and
increased deductions can negate a claim of abnormality.

. Focus on Fundamental Business Shift: To successfully argue a ‘change in

character of business,” taxpayers must demonstrate a fundamental shift in
their business model, market, operations, or product line that represents a
qualitative change, not just quantitative improvements or adaptations.

. Limited Relief for Product Evolution: This case suggests that tax relief

provisions like Section 722(b)(4) are not designed to reward or subsidize
normal product evolution and improvement, even when those improvements
lead to significant business growth and increased profitability. The tax code
distinguishes between adapting to market changes and fundamentally altering
the business itself.
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