24 T.C. 34 (1955)

The court determines the constructive average base period net income of a
corporation for excess profits tax relief under Section 722 of the Internal Revenue
Code of 1939, considering the impact of a new product and the business’s potential
had the product been available earlier.

Summary

Detroit Macoid Corporation sought relief from excess profits taxes under Section
722, claiming that its constructive average base period net income (CABPNI) should
be higher due to the introduction of a profitable new product, an extruded plastic
strip. The Tax Court, after reconsideration, agreed that the company’s CABPNI
should be adjusted to reflect what the business could have achieved had it been able
to sell this product to the entire Ford Motor Company line earlier in the base period.
The court found the company’s original CABPNI, as determined by the
Commissioner, to be an inadequate standard of normal earnings, thus justifying a
higher CABPNI calculation that accounted for the expanded sales potential of the
extruded plastic strip had it been available to the Ford line earlier.

Facts

Detroit Macoid Corporation, a Michigan corporation, manufactured various plastic
products, including plastic-coated metal strips and, later, extruded plastic strips for
automobiles. The company filed its tax returns on an accrual basis for fiscal years
ending June 30. From 1935 to 1940, the company incurred losses, but the
introduction of the extruded plastic strip in the fall of 1939, primarily for the Lincoln
car, reversed this trend. The Ford Motor Company expressed interest in using the
extruded strip for its entire line (Ford, Mercury, and Lincoln) during the base period
if the company could have produced the quantity needed. Due to production
limitations, the company initially supplied the extruded strip only for the Lincoln.
The company sought relief under Section 722, which allows for adjustment of the
excess profits tax calculation when unusual circumstances justify such an
adjustment.

Procedural History

The case involved claims for a refund of excess profits taxes for fiscal years ending
June 30, 1941, 1944, and 1945. The Commissioner of Internal Revenue allowed relief
under Section 722 but computed a CABPNI, which the petitioner contended was too
low. Initially, the Tax Court approved the Commissioner’s calculation. However,
after a motion for rehearing and reconsideration, the court revised its findings and
opinion, concluding that a larger CABPNI was justified.

Issue(s)

1. Whether the petitioner is entitled to a higher constructive average base period
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net income (CABPNI) than the one allowed by the Commissioner, based on the
introduction of the extruded plastic strip.

2. What is the appropriate method to reconstruct the petitioner’s CABPNI,
considering the impact of the new product and its potential broader use had it been
available earlier?

Holding

1. Yes, because the court found that the Commissioner’s calculation of CABPNI was
inadequate due to the profitable introduction of the extruded plastic strip during the
base period.

2. The court determined that a CABPNI of $60,000 represented the level of earnings
the petitioner would have reached at the end of its base period if the extruded
plastic strip had been available and sold to the entire Ford line two years earlier
than it actually did.

Court’s Reasoning

The court considered whether the petitioner’s introduction of the extruded plastic
strip justified a higher CABPNI under Section 722. The court found that the Ford
Motor Company would have used the petitioner’s extruded strip on its entire line
(Ford, Mercury, and Lincoln) during the base period if the strip had been available.
The court considered, but ultimately rejected, a direct application of the profit
margin derived from the new extrusion operation, instead opting for an overall
evaluation of the record. The court looked to the Ford Motor Company’s total base
period production as a basis for constructing what the petitioner’s income should
have been. The court concluded that it was likely that the company would have
made approximately $352,000 in sales, and $21,000 in sales of the extruded strip if
it had produced it two years prior to when it did.

Practical Implications

This case highlights the importance of accurately reconstructing potential earnings
when claiming excess profits tax relief due to the introduction of a new product. This
case underscores the importance of substantiating claims that the taxpayer’s
business would have achieved a higher level of earnings if a new, successful product
had been available earlier. It reinforces the notion that, when reconstructing
income, courts may consider market conditions and potential sales volume of that
product. This decision serves as a precedent for businesses that can demonstrate an
ability to have sold a new product more broadly, even if, due to the realities of their
business at the time, they were unable to do so. It suggests that when considering
tax benefits, courts should analyze historical data, sales, and projected revenues if a
product’s use or availability had been more expansive.
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