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<strong><em>S&M Tool Co. v. Commissioner</em></strong>, 21 T.C. 198 (1953)

When a business commences operations during the base period for excess profits
tax calculations, it is entitled to establish a fair and just amount representing normal
earnings to determine a constructive average base period net income, even if exact
mathematical computations are not possible.

<strong>Summary</strong></p>

S&M Tool Co. began its business during the base period relevant for excess profits
tax calculations. The company sought to establish a higher excess profits credit
based on what its earnings would have been had it begun operations earlier. The
Tax Court held that S&M Tool Co. was entitled to prove a ‘constructive average base
period  net  income.’  The  Court  considered  evidence  of  the  company’s  growth,
expansion, lack of competition, and the devotion of its president to the business. The
court determined that $11,000 was a fair and just amount representing normal
earnings  for  the  purpose  of  calculating  the  company’s  tax  credit.  The  court
emphasized that exact mathematical computations are not always required in these
determinations, focusing instead on a fair and just assessment.

<strong>Facts</strong></p>

S&M Tool Co. commenced its business operations during the base period used to
calculate its excess profits tax. The company experienced substantial growth in sales
between 1937 and 1939. During this period, the company expanded its capacity by
acquiring  new machinery  and  enlarging  its  plant.  The  company  had  no  direct
competition  in  its  line  of  work  within  the  Detroit  area.  In  August  1939,  the
company’s  president  began  devoting  his  full  time  to  the  management  of  the
business. Sales figures significantly increased following this decision. The company
sought to calculate its excess profits tax credit by demonstrating that its earnings
were not at a normal level by the end of the base period.

<strong>Procedural History</strong></p>

The case was heard before the Tax Court. The Commissioner conceded that S&M
Tool Co. was entitled to attempt to prove a constructive average base period net
income under section 722(b) of the Internal Revenue Code because it had begun
business during the base period. The court reviewed the evidence presented by the
company  to  establish  what  its  earnings  would  have  been  had  it  commenced
operations earlier. The court found that the company was entitled to proceed with
proof to establish an excess profits credit, and determined the fair and just amount
representing the normal earnings to be used as a constructive average base period
net income.

<strong>Issue(s)</strong></p>

1. Whether S&M Tool Co. is entitled to use a constructive average base period net
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income to calculate its excess profits credit?

2. If so, what constitutes a fair and just amount representing the company’s normal
earnings to be used as a constructive average base period net income?

<strong>Holding</strong></p>

1. Yes, because S&M Tool Co. began business during the base period, it is entitled to
establish a constructive average base period net income.

2. The court found that $11,000 is a fair and just amount representing normal
earnings for use as a constructive average base period net income.

<strong>Court’s Reasoning</strong></p>

The court relied on Section 722(b)(4) of the Internal Revenue Code, which allows a
company to demonstrate what its earnings would have been had it  commenced
operations  earlier.  The  court  considered  the  company’s  substantial  growth,
expansion of capacity, lack of competition, and the commitment of the company’s
president. The court emphasized that exact mathematical precision is not required,
but rather a determination of a “fair and just amount under all of the circumstances”
is the goal. The court also noted the company’s growing sales, the acquisition of new
machinery,  and  the  enlarged  plant.  The  court  specifically  referenced  that  the
devotion of the full  time of the company’s president to the management of the
business in August 1939 was followed by a significant increase in sales.

<strong>Practical Implications</strong></p>

This case provides guidance for businesses that commenced during the base period
used for excess profits tax calculations. It emphasizes that such businesses can seek
to  establish  a  fair  and  just  amount  for  normal  earnings,  even  without  precise
calculations. The court’s focus on factors such as growth, capacity, and management
is helpful in preparing and presenting evidence. The ruling provides a framework for
how courts will  approach reconstruction of earnings for a company that started
during  the  base  period.  Lawyers  should  gather  evidence  of  business  growth,
expansion,  and  market  position  when  arguing  for  adjustments  to  tax  liability.
Additionally, this case reinforces that the specific circumstances of the business,
rather than just the numbers, will weigh heavily in the Court’s ultimate decision.
Later  cases  may  cite  this  decision  for  the  principle  that  “exact  mathematical
computations are not necessary.”


