Giannini Packing Corp. v. Commissioner, 83 T. C. 526 (1984)

Specialized cooling facilities used in the production process of perishable goods can
qualify for the investment tax credit as integral parts of production.

Summary

Giannini Packing Corp. constructed two innovative cooling rooms to process and
preserve fresh fruit. The IRS disallowed the investment tax credit for the structural
elements of these rooms, arguing they were not integral to production. The Tax
Court disagreed, holding that the rooms were essential to the fruit’s preparation for
shipment and thus qualified for the credit. The decision underscores that cooling
processes, even if post-packaging, can be considered part of the production process
for tax purposes.

Facts

Giannini Packing Corp. , a California fruit processor, built two rooms (Rooms 3 and
4) to cool and preserve fruit post-harvest and packaging. Room 4 rapidly cooled the
fruit to 29-33 degrees Fahrenheit, while Room 3 maintained this temperature to
prevent dehydration. These rooms were designed solely for this purpose and were
innovative in the industry at the time. The IRS allowed the investment tax credit for
the non-structural elements but disallowed it for the structural components of the
rooms.

Procedural History

Giannini Packing Corp. filed a petition with the U. S. Tax Court to challenge the
IRS’s disallowance of the investment tax credit for the structural elements of Rooms
3 and 4. The Tax Court heard the case and rendered a decision on September 25,
1984.

Issue(s)

1. Whether the structural elements of Rooms 3 and 4, used for cooling and
preserving fruit, qualify as ‘section 38 property’ for the investment tax credit under
section 48(a)(1)(B)(i) of the Internal Revenue Code as an integral part of production.

Holding

1. Yes, because the rooms were directly used in and essential to the production
process of preparing the fruit for shipment, thus qualifying as an integral part of
production under the relevant tax regulations.

Court’s Reasoning

The court applied the definition of ‘production’ from the Income Tax Regulations,
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which includes processing and changing the form of an article. It found that
controlling atmospheric conditions, such as cooling, is recognized as part of the
production process, especially for agricultural products. The court rejected the IRS’s
argument that cooling must occur before packaging to be considered production,
noting that the cooling was critical to the fruit’s marketability and was thus an
integral part of production. The court cited precedents like Commissioner v.
Schuyler Grain Co. and Central Citrus Co. v. Commissioner, emphasizing that the
rooms’ innovative design and sole use for cooling supported their integral role in
production. A direct quote from the opinion states, ‘Clearly, petitioner’s sweet rooms
conform precisely to the above-quoted regulations [sec. 1. 48-1(d)(2) and (4), Income
Tax Regs. ]; their controlled conditions were absolutely necessary in governing
shrinkage, ripening, color, and the overall quality of the fruit. * This reasoning was
applied to Giannini’s cooling rooms, leading to the conclusion that they qualified for
the investment tax credit.

Practical Implications

This decision expands the scope of what can be considered an integral part of
production for investment tax credit purposes, particularly in industries dealing with
perishable goods. Businesses involved in processing and preparing agricultural
products for market can now potentially claim credits for specialized facilities that
control atmospheric conditions post-packaging. This ruling may encourage
investment in innovative preservation technologies, impacting how similar cases are
analyzed in the future. Subsequent cases, such as those involving other types of
processing facilities, may reference this decision to argue for broader
interpretations of what constitutes production. The decision also underscores the
importance of understanding the specific role a facility plays in the overall
production process when claiming tax credits.
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