West Coast Tile Co. v. Commissioner, 21 T.C. 113 (1953)

A taxpayer seeking excess profits tax relief under Section 722 of the Internal
Revenue Code must demonstrate that its excess profits credit based on invested
capital is an inadequate standard due to specific qualifying factors and establish a
fair and just constructive average base period net income.

Summary

West Coast Tile Co. sought relief from excess profits tax, arguing its invested capital
was an inadequate standard due to intangible assets and low capital. The Tax Court
acknowledged the company met some qualifying factors under Section 722(c) but
found the company’s proposed method for calculating constructive average base
period net income unacceptable, relying on unsupported assumptions and post-1939
data. Despite rejecting the company’s specific calculations, the Court determined,
based on the company’s business policies and potential demand, that a constructive
average base period net income of $5,000 was a fair and just amount.

Facts

West Coast Tile Co. was organized in 1942 and computed its excess profits tax credit
based on invested capital. The company sold Dex-O-Tex and chain ladders. It held an
exclusive license for chain ladder sales on the west coast, obtained in December
1942. Sales from stock ceased after 1946, but commissions continued for three
years. The company argued its business qualified for relief under Section 722(c)(1),
(2), and (3) of the Internal Revenue Code, citing intangible assets, low capital, and
commissions on chain ladder sales.

Procedural History

West Coast Tile Co. petitioned the Tax Court, challenging the Commissioner’s
determination of its excess profits tax credit. The Commissioner had allowed credits
of $1,652.36 and $2,162.25 for the respective taxable periods, based on invested
capital. The company sought a constructive average base period net income of
$32,785.14. The Tax Court reviewed the evidence and arguments presented by both
parties.

Issue(s)

Whether West Coast Tile Co. established a constructive average base period net
income sufficient to result in excess profits tax credits exceeding those allowed by
the Commissioner under the invested capital method.

Holding

No, not at the income level requested by the petitioner. The Tax Court found the
company’s proposed calculation method unacceptable. However, the court
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determined that a constructive average base period net income of $5,000 was a fair
and just amount based on the evidence presented.

Court’s Reasoning

The Court found the company’s proposed method for calculating constructive
average base period net income unacceptable because it relied on unsupported
assumptions and used post-1939 data in violation of Section 722(a). The court
stated, “While under section 722 (a) post-1939 events may be considered to the
extent necessary to determine the nature of a section 722 (c) taxpayer and the
character of its business, the provision does not sanction the use of actual sales after
December 31, 1939, in the manner employed by petitioner.” The court rejected the
president’s inflated estimate of potential sales. It considered the company’s business
policies, the potential demand for Dex-O-Tex, and the availability of natural rubber,
concluding that $5,000 was a fair and just amount. The court emphasized, “The
statutory direction is only the determination of a fair and just amount to be used as a
constructive average base period net income in connection with which we may take
into account the nature of petitioner and the character of its business.”

Practical Implications

This case highlights the evidentiary burden for taxpayers seeking excess profits tax
relief under Section 722. It demonstrates the need to present well-supported
calculations, avoiding reliance on speculative assumptions and prohibited post-1939
data. The case clarifies that the Tax Court can still grant relief even if the taxpayer’s
specific calculations are flawed, provided there is sufficient evidence to determine a
fair and just constructive average base period net income. It emphasizes that a
company’s business policies and market potential are key factors. Later cases citing
*West Coast Tile* often involve similar challenges in reconstructing base period
income and the need for credible evidence. This case provides precedent for the Tax
Court to use its judgment in determining a fair amount when exact calculations are
impossible.
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