Simplicity Pattern Co. v. Commissioner, 40 T.C. 114 (1963)

To qualify for excess profits tax relief under Section 722(b)(4) of the 1939 Internal
Revenue Code, a taxpayer must prove that changes in the character of its business
or changes in production capacity during the base period resulted in inadequate
average base period net income, and that it can reconstruct a fair and just amount
representing normal earnings.

Summary

Simplicity Pattern Co. sought excess profits tax relief under Section 722(b)(4) of the
1939 Internal Revenue Code, claiming its base period net income did not reflect
normal operations because of changes to its business. Simplicity asserted that it
should be deemed to have obtained the right to sell garden tractors earlier than it
did (the “push-back rule”) and was committed to producing fence controllers before
January 1, 1940 (the “commitment rule”). The court addressed whether Simplicity
met the statutory requirements for relief, focusing on evidence supporting the
timing of these changes and the validity of its reconstruction of base period net
income. The court denied relief, finding that Simplicity did not prove a commitment
to produce fence controllers before the cutoff date, and failed to provide a
reasonable reconstruction of base period income. This case highlights the burden of
proof and evidentiary standards needed to substantiate claims for excess profits tax
relief.

Facts

Simplicity Pattern Co. manufactured garden tractors and attachments starting in
1937, constituting a change in its business. In 1939, it gained the right to sell
tractors under its own brand. Simplicity began producing a new tractor model and
electric fence controllers in late 1940. Simplicity sought relief from excess profits
taxes, arguing that it should be considered to have obtained the right to sell its
tractors independently and began manufacturing the new tractor model 2 years
earlier than it did, according to the push-back rule, and that it was committed to
manufacturing fence controllers prior to January 1, 1940, and that it’s average base
period net income was an inadequate standard of earnings.

Procedural History
The case was heard before the United States Tax Court.
Issue(s)

1. Whether Simplicity was entitled to reconstruct its base period income by applying
the “push-back” rule, deeming that it obtained the right to sell garden tractors
under its own brand through its own dealers two years prior to the actual release by
Montgomery Ward.

© 2025 SCOTUSreports.com. All rights reserved. | 1



2. Whether Simplicity was entitled to reconstruct its base period income based on
the production of fence controllers, considering the “commitment rule,” claiming it
was committed to the production of fence controllers before January 1, 1940.

3. Whether Simplicity adequately established a fair and just amount representing
normal earnings to be used as a constructive average base period net income.

Holding

1. Yes, because the development of the Cultimower and new attachments were a
result from the change to the garden tractor business, it is entitled to reconstruct
Cultimower sales in 1939.

2. No, because the court found that Simplicity was not committed to producing
fence controllers before January 1, 1940.

3. No, because the reconstruction of the base period net income failed.
Court’s Reasoning

The court examined the application of Section 722(b)(4) of the 1939 Code, which
provides relief for businesses where changes in business character or capacity
during the base period render the average base period net income an inadequate
measure of normal earnings. The court stated that “Petitioner must also prove that,
because of such change, its actual average base period net income does not reflect
the normal operation during the base period of the business as changed, and it must
also establish a fair and just amount representing normal base period earnings for
the changed business.” Regarding the push-back rule, the court accepted that the
development of the Cultimower was a normal outgrowth of Simplicity’s shift to
garden tractors and allowed reconstruction of sales. However, the court determined
that Simplicity had not demonstrated a commitment to produce fence controllers
prior to January 1, 1940. The evidence presented regarding pre-1940 discussions
and agreements was deemed insufficient to establish the required commitment. The
court also found that Simplicity’s reconstruction of base period income was flawed
and not supported by the evidence. The court noted that a “definite plan, together
with action taken on the strength of such plan, must be shown.”

Practical Implications

This case is highly relevant to the interpretation of Section 722(b)(4), and is used for
similar excess profits tax relief cases. It emphasizes the burden of proof and the type
of evidence needed to support claims for tax relief. It clarifies the requirements for
establishing a “commitment” under the code and the need for a reasonable
reconstruction of base period net income. The court’s decision underscores that
mere intentions or discussions are not sufficient; a taxpayer must demonstrate a
clear and definitive course of action. It also demonstrates that the “push-back” rule
requires the court to determine if developments were directly tied to business
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changes. In terms of legal practice, this case highlights the need for businesses
seeking tax relief to document all relevant actions and agreements, particularly
those taken before critical dates. The court’s scrutiny of the reconstruction of base
period income suggests that taxpayers must provide a well-supported and realistic
analysis of how changes in their business would have affected earnings.
Furthermore, courts look for a pattern of steady growth in the production and sales
of the business.
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