Sartor Jewelry Company, a Corporation, Petitioner, v. Commissioner of
Internal Revenue, Respondent, 22 T.C. 773 (1954)

To obtain relief under Internal Revenue Code § 722, a taxpayer must demonstrate
that their base period net income was depressed by an unusual event and that a
reconstructed average base period net income, reflecting the impact of that event,
would result in a higher excess profits credit than the one already allowed.

Summary

Sartor Jewelry Co. sought relief from excess profits taxes under Internal Revenue
Code § 722, arguing that a severe drought in Nebraska during its base period
depressed its earnings, making its average base period net income an inadequate
measure of normal earnings. The Tax Court acknowledged the drought’s impact but
denied relief because Sartor failed to prove that a recalculated average base period
net income, accounting for the drought, would yield a higher excess profits credit
than the one already calculated under the invested capital method. The court
emphasized that any reconstruction of earnings must be consistent with the
company’s historical financial performance.

Facts

Sartor Jewelry Co. was a Nebraska corporation operating a retail jewelry store.
Nebraska experienced a severe drought during the company’s base period
(1936-1939), impacting the agricultural economy. The drought caused significant
crop failures and reduced farm income, affecting businesses that relied on farm
trade. Sartor’s sales and profits declined during this period. Sartor filed for relief
under § 722, claiming that the drought depressed its earnings and requested a
refund of excess profits taxes paid in 1942 and 1943.

Procedural History

Sartor filed for a refund of its excess profits taxes, which was denied by the
Commissioner. The Tax Court heard the case. The evidence as to the drought was
accepted as evidence in another case, S. N. Wolbach Sons, Inc., 22 T.C. 152.

Issue(s)

1. Whether the drought and related factors caused a depression in Sartor’s base
period net earnings, making its average base period net income an inadequate
standard of normal earnings.

2. Whether Sartor demonstrated that it was entitled to a constructive average base
period net income that would result in a larger excess profits credit than the credit
it was already using.

Holding
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1. Yes, because the evidence clearly showed that the drought depressed Sartor’s
business.

2. No, because Sartor did not prove that a reconstructed average base period net
income, reflecting the drought’s impact, would result in a higher excess profits
credit than the one based on invested capital.

Court’s Reasoning

The court acknowledged the drought significantly impacted Nebraska’s economy.
The court found that “because of the drought and the resulting decline in farm
income, [Sartor’s] business was depressed, along with most other types of business
in the drought area, and that as a result [Sartor’s] average base period net income is
an inadequate standard of normal earnings.” This satisfied the threshold
requirement of proving an event that depressed earnings, as defined in the
regulations. However, the court then focused on whether Sartor could demonstrate
a more favorable outcome under § 722. The court found that even with adjustments
for the drought, the reconstructed income did not result in a higher excess profits
credit than under the invested capital method. The court noted that the
reconstruction of earnings must be consistent with the company’s own experience.
The court stated, “Any proper reconstruction of petitioner’s base period earings,
however sound in theory, must be compatible with its own experience.”

Practical Implications

This case provides important guidance for tax professionals and businesses seeking
relief under § 722. A taxpayer must not only show that an unusual event depressed
their earnings but also provide a reasonably accurate calculation of how that event
affected their income. This requires detailed financial analysis and, most
importantly, that the reconstructed income yields a more beneficial tax outcome.
Further, the method used to reconstruct base period income must be consistent with
the taxpayer’s historical financial performance. This case emphasizes that the courts
scrutinize the taxpayer’s actual business experience when determining whether
relief is justified. This case continues to be cited in tax court decisions related to
calculations regarding excess profits credits and the ability to provide a more
accurate measure of normal business operations.
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