18 T.C. 931 (1952)

A business that commenced operations during the base period for excess profits tax
calculation is entitled to relief under Section 722(b)(4) of the Internal Revenue Code
if its earnings by the end of the base period did not reach the level they would have
achieved had the business started two years earlier.

Summary

Superior Valve & Fittings Co. sought relief from excess profits tax for 1941-1945
under Section 722(b)(4) of the Internal Revenue Code, arguing that its business,
started in 1938, hadn’t reached its normal earning capacity by the end of the base
period (1939). The Tax Court agreed, finding that the company’s initial struggles
justified relief. The court determined a constructive average base period net income
of $19,000, considering the company’s growth, industry conditions, and expert
testimony. This case illustrates the application of the “push-back” rule for new
businesses seeking equitable tax treatment during the excess profits tax era.

Facts

John S. Forbes, an experienced refrigeration valve professional, founded Superior
Valve in April 1938. Forbes held a patent for an improved diaphragm packless valve,
a key product. The company faced initial challenges in penetrating the market,
securing orders, and obtaining favorable purchasing terms. Superior Valve
assembled valves from purchased parts, rather than manufacturing them from raw
materials. Forbes’s industry connections and Commonwealth Brass Corporation’s
credit assistance were crucial for the company’s survival. Sales were subject to
seasonal fluctuations aligning with the commercial refrigeration industry’s cycles.
The company experienced a net loss in 1938 but broke even in 1939.

Procedural History

Superior Valve filed applications for relief from excess profits tax for 1941-1945,
which the Commissioner of Internal Revenue denied. The Commissioner also
determined deficiencies in excess profits tax for 1943 and 1944. Superior Valve
petitioned the Tax Court, contesting the disallowance of its claims for relief under
Section 722(a) and 722(b)(4) of the Internal Revenue Code. The Tax Court reviewed
the case to determine eligibility for relief and to determine the amount of
constructive average base period net income.

Issue(s)

1. Whether Superior Valve is entitled to use the push-back rule of Section
722(b)(4) of the Internal Revenue Code.
2. If so, what is the amount of its constructive average base period net income?

Holding
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1. Yes, Superior Valve is entitled to use the push-back rule of Section 722(b)(4)
because its business did not reach the earning level by the end of the base
period that it would have reached had it commenced business two years
earlier.

2. The amount of its constructive average base period net income is $19,000
because this figure fairly represents normal earnings, considering the
company’s growth and industry conditions.

Court’s Reasoning

The Tax Court reasoned that Superior Valve met the qualifying factors of Section
722(b)(4) because it commenced business during the base period and its base period
net income did not reflect normal operating results for the entire period. The court
noted the company’s progress from a significant deficit in 1938 to breaking even in
1939, supporting the argument that its earning level would have been greater at the
end of 1939 with two additional years of operation. The court rejected the
Commissioner’s argument that the company had already reached its normal level of
sales, finding the evidence presented by Superior Valve persuasive. The court
considered various factors, including the company’s start during a recession, lack of
initial orders, competition, and management’s experience, ultimately determining a
constructive average base period net income based on a sales index from the
Commercial Refrigerator Manufacturers Association, and adjusting the 1939
earnings to reflect a normal earning level of $20,000.

The Court recognized that no exact formula existed for reconstruction under Section
722, and that they must predict and estimate what earnings would have been under
the assumed circumstances. As stated in the opinion, “The statute does not
contemplate the determination of a figure that can be supported with mathematical
exactness.”

Practical Implications

This case provides guidance on applying Section 722(b)(4) to businesses that
commenced operations during the base period for excess profits tax. It demonstrates
that courts will consider the specific challenges faced by new businesses in
determining whether they are entitled to relief. The case also highlights the
importance of presenting evidence of industry trends and expert testimony to
support claims for constructive average base period net income. This ruling
emphasizes the equitable considerations in tax law, allowing adjustments for
businesses whose initial years were not representative of their normal earning
potential. Later cases would cite this for the proposition that it is acceptable to
predict and estimate earnings under assumed circumstances in the absence of
mathematically exact methods for determining constructive income.
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