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mBODOCtZOt

i manOavt tax Is a davloa InatltaUd fay tlw

i MVpaMto ahareboUMrs £raa nUUslng the eortxtrat* fam of

I WfWflu'UUin to eala fawraUU pMnHnal tax rata* )gr aiqr or a

oonblnatloii of tba foUominei (D t* aomMilata aaynlaga to ba wltb-

dram as dinidands in retlmaent or ottasr low Inooaw yaan of tfaa staara.

boldara, (2) to rataia tha •cnlnes la tba bualaaM mA mOX tha stoak

at a prlaa rofXaefcUic tkm csla nUali wuU ba taand at only e^tal

salM rata«« or (3) to ratals tha aamlDes untU tlia Aur^lMAnH

<toath at whlofa tins atOy tha aetata tax would ba «Tii|r~iirl,

a* aaawMiUtad aomlngs tax i* thw a tax en muwIihes iiwii—ilatsl

tayond tha raaaanaUba neadn of tha bualnaes inctladlng tha reasonshly anUe-

Ipatad aaada of tha buslnaast Tha tax rata la 2?^^ en the firat $100,000

•f wiHlaUd taxaliU laooM and JBi% oa tlia tmm^ la mteass of $100,000.

Tb» aaoMOatad taxalOa Immm Is tha taxaUa Imom of the eorporation

after oartaln adjwtoants. Iha tax la net la^posad an tka corporat* aurplus,

twt rather la en the adjusted taxable Inoaise.

This papar reeomts aoma of the hlstorjr behind the tax and axaadaas

la detail tba ehaagee la the 195* Coda affkstlng the aeenmlatad awnings

task OtdwlTlag raaaens for the obangae la tha Ooda a** «!'«•. SaM of

tha InoonslstmolM praMnt la this seetlen of the Coda and its inUrpia.

taUon are (dtad. flaally, a critloal exaadnatloii of tha poeslUla eaononle

affeeta of the Coda la gli«B. Cartala areas, aspaolaUy tha area ooM«mla(

lAai MnaUtutas a "MaseBaiaa aaownUUon," ax* swwhat Uidtad baaaas*

«f the axtansive rosaarah prmtiamX;^ dens la this area.



It Sm e«wr«U]r rvoBgalMd that Mmlngs acoimlatad but not iiMd«d (9-

tiM bDsliwM sm wdMlrahU tor tlvM mmom. First, aoovBiactad •«nilag»

ar* not atabjMt to the tndividoal IneoM Ux aal tkM wqr te VMOlMd tr th*

•iMKrtoUtm tteMli^ tlw JTavoralU* eapital gains tax or dMlax«d •• dlTictenia

ill a JMT fwravaU* to tbo taxpayer. Thla oraatM an ln«quitable altuatlon

tn the view of the taj^^a^r outalds of ths eapltaX«««i plying «««tor of tim

•MMagr 1A0 la wialxLa to oUUm Uw ewrporato struetw* a« a telle* for

MVteB and la oliUciirf to pay an laswdiato Indlrtdnai inoMW tax on hi* lnflo»

of ftnte«

SoaanOy* hMawo tlw tax ayataa fraaU aa InoonUvB to retain o«nUi(«

in a oorporatloa, aoao ooonaaisU tmat tkot la a p'criod of a ridag otaadaiA

ef llTlng, tlio aoolro of IndlTldual* and/or tmslaoss to savo will oxMod tim

doBire of IgiiaiiMsa to Invoat and tfaaa a reooasionai^ foroa will \m orMtad.

A tMrd roaaon that my bo adranood ia aopport of tfa* aeewanlatod oam-

iaft tax la that ctoektioldora ranly ha-v* ths obanaa to MMjpaM Uio rate of

rotum oamwl m irumUmnU Mte t*m owrporat* wtaiiMd MVBlBgo with

thoBO iMHWhwMU of aluilar riafc availatao outaido Urn baolnosa. Thao,

this abaotto* of a oaaqurlaon erastoa the dangar that ooenraie reoourooo nay

net be optioaUy aUooaUKU

Tho poaaifalo dai^or and Inoquity of oorporaUons holding litegt aMMrtS

of idio funds la apparent. Ths author ho^^ to point oat* tuawiot, that If

»w lav i« too harahly lnt«n««tad or api Had, tha affOata mtf te nm won

aBdaalralsaa than tfaosa ths lav waa daai«iad ta pt««ai^



HfTX'.-

Ite tfavwlopaoni of tte aseoMtUtad Mraiiie* tax has baaii oloaaljr ralato4

to titat of ttia iMOM tax. Rrtor to Vm dvil War Uwra had baan UttXa iwad

for tte gawirimiit to oMaln »a«M— ttooui^ iBtarMl taxM« bMmm* Ito

»Mda wa>w nmaUjr wall wt tgr cnatoMi AatlM* n» Clifll Uar \w9uifA m
urgmt naad for additional nveouaa and for tha firat tlna« a» i»mm tax «••

lapo—d. Till* tax «s{:irad In 1872( bat approxJUMtaa^ $776*000*000 was eoUotttad

tftm tte iiHMaw tax Iw and Ita antaM«|MHb Mdlflaat&ons.^

In 1S9<» anotfaar Ineooa tax aaanM »a« paasad • a part of tlia Viilaon-

fliwiwi tariff* Iha Ibmm tsx vaa bald tmeonatliutlanal in Hur, l895i tgr a

ftvfto-fow dMlaiaa of tte SataNmo Court. Tte eranaid* far tte WMoactitu-

tlonalltjr of tte lAooiiia tax war* that It «aa a dlraet U* and tte Oonatltu-

tlen roqolrad all dirset taxaa to te apportiwMrii aMBg tte awmval atctM

eaeevdlBS to tteUr po^olattoi* m "aonlM tax* m pmpmutAxtm tt \$ «t

eorporat* n*t Irmm aftov a $5»000 aagn^tloR, wa» paaaad la 1909. IMa »aa

taild to te ooBstltstitMial by tte U. S* Sapwaa Court*

Ito atxtMnth teanteant to tte CoRstitntlon wn dMiUMd ratlflMt ly

tte atataa on Fateoary 25t 1913* and waa aa folli»<si

Ite CengvoM atell teva poMW to lajr «Bi aaUMt taxM
«x Ummm, fMaa Wiatevor souratjs derl-rad, vltlioat a^.'p<»>tlsiii-

MMt aMom tt» ••veral Stataa, and vltteut reg&rd to wgr
MiMraa op anmaratlon

.

Gtaiiar tte aarly tiue afforU* tte aevporato MRiixwa iwra tawd dlMwtlj

to tte stodcboXdars, axoopt far a. fow Bi^olal oorpctpatlona* Ite "azala* Uaf^

Cmiv* C* Baaa* "tte laxation of OidlatFibBtod Proflto fMM tte
FolBfi of ViaH of tte Fadsral Tax Struotura, • '^m Shall
(SM XMci lax PoUagr teaew, inc., 1937), pTuST^

^;



m iMPpamUaM •tttUA in 1909 waa aoi)V«rUd late a d«tf Imiost on eorporat*

mt IMOM mime Urn immm Imc UU af tte Urtiwniii tlmwM Tariff of 191?.

Kttleh «•• paMMd ww after tha Slxtamtli Anmdnant waa raUflad. DlTUand

laosw «• dMnetlbl* for tha InUtldoal la oaapntaUoB af th* HoarMa tax

Imt not for tha swtax. TbiM araata4 a aitMtleii la nUoh It «aa banaflaUl

for esrtaia eorpoMto wkutMUkmrn U awMnlaU aamln^ In tiie boslnaaa.^

Vm BwMWM Aat tf 1913 pi'ovldad « tax oa the Ineeoa of ladlvidiuO*

"CMwMlMRtljr" paralttlag i»«flta ta aaaoMUta bajPMgd Vm aaada of tlM

koatoaaa.? Tba Blanar • Haaanaiar dawUlon'* detandnod tte taxability of

•taak dlTlilania, llaltli« la«— to tha ahnraholdara wdar tha Slxta«Mi

mmtmalt t« laatanaaa la wfaloh tbara »aa (1) a aavaroiea of aorporaU aaaata,

«d/ar (2) a dMHfla la tte praaxlotlag proportianato Intaraata of tha ato^.

holdara. This Tapfaaa Cant imXtXm ndaad dauMa •• to tte aonaUtoUooallt/

of tha tax on aawMNoatty aMMaUtad aavparata aananga at tha atoakkaUiv

laval. Caoaaqvaatly im 1921 tha l^pa«fe of tha tax ««• tramfarrad firaa tte

tMMwldara to tte oorparatlen.

tte idanUty tetnaan tte eorporata and individnal nomal tax rate afln.

tlHMd ontU 1917, auionili tte tax rataa aww laowaMd. Tte daduotiblUtT

of dlTldand Inoona eontlnoad witU 1936, Aa tte dlaparlty tetMoan tte oorporata

and individiial lae«M tax rataa liMnMMd an* tte laaaM tax rate grow, tte

laportMjea of tte tax « wraaMaaHa aaa—

l

atloaa of aorplus Inaraaaad.

Tte pvrijoaa of tte tevanaa A«t of 1936 «w vteMad tm faUaaai

J^Coaadttaa oa tte teaapaAa tepert. asal CtegNaa* 2nd Smi*
(UaahlaKtMii 0. 8. (Twwaiiiit Printing Offloa, 1952), p, im

.

^2ttUtilLs£12Ll> ^a* U (A) (2).

: «• flMriBK* ^53 n.s« 189 (19»>).



nw MiMdol* of ecrporation iaoom tax rataat nomol aad MrtMt*
•idgiU* Igr U* OownHW la tlw Knwm Aet of 1936i ««• dMlCM«
MtaUntiaUjr te wiBiaiMt on tlw «it«rrae«, tte Iomm tax ta»4«M
l»rM cm tte eat tend tr oaiMnra of laaw^ioratad bnalnMa «Btair>

prisM and w tte •tter tgr Indlvldttals dMrtvlaf lam* Cran «tter
•ouroMt and tte>«lv to lB«v«aM tte Faderal tiiwnw ly • najmr

r-^art ^ tte priMlmB awowit »f tax avoldana**^

Tte »W>Wiiii1it«< Mtnllie* tax has varied thrao^tevt it« cxlartaRW both la

ptnmtaca rate and la Ite retained laMraw eab^tft te tte tax* Slnae l^l^l tte

mtM tem taM ZH^ on tte flrat $100,000 of adjusted taouUe laeooet aad

38i^ M aMiaite ateve aoo.OOC.

' SMSDMai «v tB ta

'Qie aaoMtelatad eamtegs tax develotiad toeauae of tte poesildlitjr of

ladlviduals «alag tte eorporate atnieture te acoamilate samlnga, taxed at tte

eegyorate rate^ trtsieh oeuld te iilt)idr«fWt la yean fnvarable to tte ouimrs* our

persomO. liMoaa ta« ratM} or tte ete<k emtXd te aoXd at a i^aa reflaotlac

tte aeenmilattaa of ssxttliige la wbi«di ease tte iaenasHt aoold te taxod at

•apltaX galas ratec or tte earnljies eotiUl aseosaUte untU. tte evaer's death

and tte gala muld te taaad ealy Igr tte estate tax*

Ite Intant of tte major stoidcbolders aad dlxeotors Is vary taportaai*

b tte Oesette iltiaUshlas Ogaqjxsgr sasi^ tte senrt stated this {vinolpla s«grla(t

This svort Is sertaliiljr aot laterested la itetter tte ^d^aMit aad
diaonrtisB eMTSlsed lig- tte dlreetors aad aanmaswt i «f tte • • •

serporatlan ns tte test w soundsstt or ewaa atetter ttegr vers
alstalcBn antlrsly la thstr Jadgasnt. &>Nin oonssdlas ^Mgr ««•
alstatea la tteir Jodgasat* it doss aot eomlaee tte soort ttet
their swtiw* or latent • . • was tte r^i'sventlng of tte assesssiont

of sartaxM agalast tte stoeUtoldsrs.

Hm las .Tisajiiisi Um need of businesses to ausssaiate eaialags fw

oertain eorporate purpoees, but tte objeotlta of tte law Is to siirsvant

^Haas, Jig, dt. . p* 12i>.



eorporatlaBa f»a> balng vmd bgr tbair •fa»r«baljd«r* •• • i0flm t« lewr

parscnal IneooB taxas.

Tte nltlMit* toat of Xlabllity Is tha purpoa* of Um aeeuoulatlon.

m—fw> thara la « algitlllcaiit pramMpUoii la ttaa statute. lit

oarpoMta •amlitia an pandttad to •«a«nl*t« bwjroiid ih* raaaao-
tXi» Mads of tha taoalnaast tbla i» dataiadiiatim of tha porposa
to mAA Inasaa tax « tha ah«raboldaara» wdaas tha ooatrarjr «an
ba sfaam bgr tka prapcwdarsnoa of tha avldanaa.'

OMar the 1939 Coda, this provision of tha Im *• tgr • "olaur prapuadaiaaoa

of tha av^danea*' In an affort t« aaooatillsh tba ahjaotlva of tha lav, tfat

l«w Is naoassarlly soosiihat VB«ua« It Is a question of faot whathaar awnings

aocorailatwl are "reaaoDaUA* and abather the atooktoUar la uslnf tha ooorporata

straetora to avoid personal liMoae ta»*» "aMauaa of tha vagMnaaa at tha

statute and tha dllflaultlos of Oalairtnim Hwwa—sW anaaa * «f •oanEOlatien,

tha petnisUm haa haaa af craater algnlflaaaoa aa a thraat to boalnaas flrna

than aa an aetnal panaXtjir an fiana wfalah iianianilata for tha pwrpoaaa ladlaatad."

Indeed, lihlla tbaoaretlaaUy thaaa pteivialsw omaUtata a bar to thla tjrpa of

•etivltjr, in fMt thaSr reqMliinaiita wa ha awodbdad to srasta afflmatlraljr

artificial Imaat—it and hialwaaa ai'i anganawta da^i#Hd prirelpally. If not

eelely, to take advantaea of tha tax rata dlfZteantiala.*^

FHa a imwtloal vlawpolnt. It la alnoat aluaj« In tha soaller oorpora-

ti«aa that tha personal interesta of * fM atooMwldara are lafliwntlal rmrnh

to eontrol the dividend pollcor of tha board of dlxeetora. In a wldeljr bald or

poUlla oorpoor&tlonf the Interests of the stooicholdan axa so dlvaraa as to

^llwj ' ^>axUa (ad.), "Cotporata HewanilatlaBBt Haa ta Kaat tha
I>Mta«M of Section 533.1 A Penal lAsonsalan of Taate&qnaa «id laaaaa,*

sttCrisarsrco., i^^pTi^ir
«-

•lohn F. Due,
Ullnolai^5SS3d. imn, Ina., 196^^1 2^.

^isisfd r* aUVBrstala, *Foi«a of itealnesa and Pedraal Inoea*
Taxstloiu* eecMMlaal of Boslneaa Taaatlon (Prineatons Tax InaUtnU,
Ino„ 1962), p. 56;



Ml* awfe • •lUaUoa taigtil}' tsOllctly,

SMBt drtall la awilalO* Inminac «M«h MtfxwaUoM arw MtaaUr

•ffaetwd kgr tlw tax. Hi* Int«m«l itefWB* ServlM «MtoMrllT dow art

Mk* putOle tha infonatlMi «aito«nlag tlM InoUanM of tha tax, ci^ « Btad(r

of tl» Utlg«tad ouM dnrlac ttw tw yme pwlaA mdtog DM«dMr 31, 19*9,

(amilaba* ftraa a r^ort t« OoncrMs) woiad onw otOsr two perosnt of tlw

MtMl oaoelogs. It is aUtr, though, that tha «ori:oratiaii nost Ulcaly to

ha aaaaMad thU jmuatr tax la Um aMOa caoaaly hald aorporaUon* la tha

pasfaA 19^@49M, 79f>9t Ktm aaaaa imralvad •arparatlaoa with faaar thai

n«» shuraholdHrat m of tha eaaM ImoXvad Mnwnttaoa «dth 5^0 ahaM>

holdarai 5»A^ oorperatlaa* «ith IO..5O aharaholdani .1|^, oori»rationa idth

ovwr 50 8har^»ld««. la tha tarlodi X9<>0-19S0, 5l»^ of tha Oaaaa invDlwd

MaTaotnlBK M*p«ratilaM| U^ Mtelaaala and rataU aorporaUonai and anOy

7;^ iavvltiad flaaaaa, laaaraaaa and nal aatat* aorporaUoiia. ia aaaat alaa,

4^;i ef thawi wvpantlona had aaMta tttm |250a000 to $300,000| 10)( had Xaaa

ttw |a^,000 la aMatat sad 5^ had over »5.000,000.^

Tha Bl0tlflea»aa of tha aaooanlated aandass tax aaat aat te lAnUlaad.

If tha tax la iBi:<oaad, lU ooat majr bs pjmniidad faaaanaa of tha awnaaUva

aatwM of ai audit, SheuXd « rareaaua agmt aaaaaa a daflalwM^ far a partioiilar

r»ift tha wqr fMto uhlab aada for tha lapoaltiaa la that y«ar fvahaUy aodat

for other toxabla 7aara.>^^ Xf tha atatwta of JLlBLtatlana hMi baaa

HaU,
sat/' S^»t pp. Ud-12ji. '



"»?!lfl'

If «•!«•», tte enotaatlw lutiov ot Vtm tax iaposltlon la aiitMMU la

tto HI'VWPliiK v. lUtlonal Oroomr Co. «sm,^^ ths 0MpanU«B WM «w»—4

a tax of l<l?7|360«M fMr o«w yar. Tear a ttavM isar p«rlad, tfa* t«qM9«r

•atpetratlfln la aalvtrli^ v» CtlMt* 3to«k !»)• Ca.,^^ paid }<^,U0^02.70.

In ilw period X9J8^9'», tba total itwpa—< asMUBtnta vindar Saa. X02 mm
120,073(001 liml-vlng 919 tax y—r*. Of thaea, 62^ w $14,2^5,000 Mr* final

datawrtiMtlaw, Hm IM«m Tax Qalt aloaad 726 yaars vlth a raoord of 79j&,

Sha IvalnlMl Staft Oloaad 173 yeiuia with a reeozd of 19>, and tba Tax

OMvi, cattliig iha Mwt dlfflaalt aaaaa, aloawt ao tax yaan vlU a rmmitf «r

2^.^^ Tbaaa faeU olaarly indleata that a aavpavwtlan potanUaUy UalOa for

tkia tax esmwt afford to Icnora it.

Om* a «or;«i«tlatt haa baan laaaaaad ttw aoMHOatad •ainli«a tax, it la

not onljr aadMoarad t«r tte fact tbat tlia ooiidltion porobably Mdatad Is prior

yaora, but it la alao aora vulnaraUU la futura tax jaara, Una, a

tliat baa «m« baaa aaaaaaad ttaa tax in«ild ba mt* lapaillad li|r M
of aanlaga Cme a ro«Ma that haa aat faaaa rulad i^poa bgr tfaa ooorta or for a

raaaea tha profdatjr of vbitto is unidaar txon paat eourt daelaiana, than a

oorpor&tlon viHoh baa aamr baaa ataanaad tha tax*

iha aaeauafawt «r fia«wUl «fflMV la titaa* jWiigtatlwM tfll U mm
lacOlawt to «g««BM ijMatlaaaifta Itav ntlNV tkaa aapltaUM thM. Sf .

!! tta aiA ta iwi of tha oorpcratlaa, tha vatalaad aaimiaea am eoiTaapendtogljr

iNpt aii a loMT laval.

£i addiUoB, If tha Wfwatiaa U awiiilllng to pay divldanla or InwaaM

di«Uianda alttasr oaoaoM of tha taiM of tfaa aala aharahaldan w athanlM,

^^HelwrlBg V. ffittmul flrtWItlT ''it i
"3^ t>^* ^32 (1938),

^^HbcUbk • adbnaattA iKSt ££»• sie a.s. 693 (i9<»3>.

^%iaU, sif jsUb., p. U3.



It WDiild appear nore likaly that the officers might approTS a capital ezpend-

itore even tliough It earned an Inadequate rat* of return, slnply because It

drained the available funds. They ndglit farther be forced to choose an

unattractive investaent siiqpljr because It vas In their present line of business

and Investinents outside the company's line of tnsiness, even though Indicating a

better rate of return, would not necessarily qualify as a "reasonable accnsrala-

tion." the courts have in aany cases refused to accept aa a Justifiable accunu-

latlon funds that vere used to expand into new lines of business, while an

expanslcm of the present line of business Is acceptable. This tilll be dlsctissed

fully in a later section.

In fact, as the situation now exists, "the primary consideration in detor-

alnlng the course of conduct Is the effect upon tax liabilities. Officers,

accountants, attorneys, experts devote their days to tax ooapotations *if wa do*

and tax caiq>utatlona *if we don't." And heavy, heavy hangs over the head of

hlB who fails to be governed by tax consequences. Sound business policy can

be given little or no consideration,"^"

The contradiction existing in the accumulated earnings tax is apparent*

... The govensnent has beea an ardent crusader for the
ostablishinont of the principle that tax considerations should
net be the sole and motivatlne force for the adopticm of a
particular course of business conduct. .

1st now wo find the govemioent advocating and enacting
a tax which has for its avowed purpose, the adoption of a
course of business conduct—i.e., the distribution of corporate
eamings—in order to avoid the iraposition of the tax.l7

to almost ever-present proKLea of small corporations is that of financing.

The Mortality rate among new businesses is high. The risk is increased as the

^^Kllsworth C. Alvord, "The Taxation of IMdistributed frofits from
the Business Point of View," How Shai:), Business Be Taxed (New Torlc:
Tax Policy League, Inc., XSToTv' 102.

-'•''ibid.



•smU. boslnass Is foread ta axUnd debt financing* Th* InataUlty of tlw

mmU •orporcUcn to obtain ootald* aqulty eapltal or ttas orwllllngnMS of

It* ounar* to dUuto tbair wjaitr foroM a d«p*ndano« on rotainod mundxigt,

<9 Uniting tha ex; anslon poMlbla throaeh ratalnad aarnlnga, tto growth

potanUal of tha stsall oorporstlon is stuntad. J. Kaith Buttara and Joim

Untnar soDnarlsad tha axr^rlanoa of ooicpanlas saoklnc ontslda eapital in

thair book, Kffaet of Fadaral Tax— aa arwdne aitarprlses , saying*

In sa far as tha axparlanM of aenpanias saaking outslda oapltal

is oonaamad, it appaarsi

(a) that a substantial daiaand for o^.-.ltal on tbs part of saall

oaapaniaa has g«M «niflll«di

(b) That snail liisiii**^** o^* ** amvmf oenpatitlTa disadvan-

Uga in MnparlMn uitk larga wtiant aa in raising oatsida

ea{dtalt

(«} that tbs dUadmnUca aswftwiting «mU flnM is In lai«a
part U» ra«nlt of atraonstanaaa that asnnat taa altsrsd,

snah am ths gmatar risks aonflFanting saall cuMpsnl—

t

(d) that tha disadvantaga oonfMoting snail fims is nask graatar
In tinaa of bnsinan daprassion and aarkat passinisn thtn
whan ganaral buainaas s«tl«l^ in at a tdigk larval tuA Inwsatara
ara optla&atie; and

(d) That In eontrast to snail flmst largs swporatiens ha«a baaa
aUa to raisa nan oapltal on ralatlvsly faTorahla tarns at
least sinaa tha lata 1930*8.^°

It is, thus, vail ri'iaagiriiart thai ttaa anall or nadivn siaad oorporation

faeaa problaos in finanoing naw vsntaraa nat eaainen ta larger aorporationa.

TlM oorporation of saall or nadioa slsa is laast aUa to nisat tha
problona of obtaining :<.ddltlona oapltal f^on ontslda souroes.

therafora, thasa eorporations have, slthsr trtm sound fiscal j oliqr
or aoononie naaassltj. turned inoreoslngly to retained earnings as

a sourea of ea!)ltal.^9

18
J. Knitli euttors and Join Untnar, Sfpiot $£ fadnral |utt SSk iiESSMML

Istararlaaa (Beaton: Qlvisian of hesearofa, Oracioata Sakosl of Buainaas Adnin-
istration, B<Ion, Harvard Univarsitjr, 19*5), pp. 89-90

'Andrew Kopr.end and J, iibraaa Donaldson,
aaefim Caaaa," Ian»»~.T<|a Ian tt.^"*f- ^^^ (Bswanuar, 1957}t 8^7

^'Andrew Kop.-.end and J, iibraaa Donaldson, "itotlan of Froof in Aooanolatad
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TlM •ItaatlOB of tte hmU. oerporatieii Ngarding ttw aeq«ialtl<m of out-

*ld« Mpltcl was raoocnlMd bQr tha gef«mRMit<

In alnoat vMry hMurlac ^ ^i** problos of aaHOLl buainMs, tlw
B^iar topia has bsan tte dlffleulty of obtaining capital. OnriaK
ths lata tblrtlss, tlM i'>a«on8truetion Finanes Corpora tloa and tlw
Fadaral Masai tw Buk* vara avtborlMd to aiaka ao-rtaUad intar—-

diary loaM to bvitoan tar eo««rliic aapltal naads» AlX oorpora-
tiona find it masb wimplmr and afaaapar to oxpand I7 tha us« of
reinvastad amlaci Ums tif tha iavosLnea of n«v saeurltlaa.^

flliii«1,sf—tiaas Jnatlfy tha aeeamX«ta4 aandafS tax en tha basis tnat

if oorporata and/or !:«rsonal sairlngs axeaad buslnass Invastoant, a raoassionary

feraa is araatad* tha aaad for inooaa tax ravanua and aqnity considarations

aro also mdarlylag vpporta of tha a«ewmlats* aamings tax* This doas aot«

beMsrart Jastlfy «^ linwst—tt in nsat flalda of businass is ustially Tlswad

as an VMraaaeiialAa aaeonlatien. One axpsrt la tfas tax fiald quaationad tha

aoundnaaa of tha aeonosie thought faahind this tax lax sajingi

At Isast as far bask «• tha tlaa of idaa Saith, it uas sound
thinldng to bsliava that eapital aatonatiaiaiy flowad to

•raas whara it could ba sect -peotiXa.lH^ aiaployad* Bat in
1776 tkara was aa lann^arta law whioh aald that ratainad aamings
(whleh alraadjr ha«a basa taxsd onoa) ooold not ba transfarrad
into a iKHfa prefltaUIa flald, axaapt at tha paril of a tax upon
this ratention.^^

iXtboiigh aeat piblio oorForatisos aaa proparljr ba vlawad as not adjusting

tbair dlTidand daelaraticos to tha paraonal baneflt of a faw stookholflara, it

is unclear why corporata saving at aaaoHaattana of ftads at a largnr Isval is

any l«ss harafta t* tba aaono^r Uiaa tbeaa bgr tlia anallMr corporation. Tat,

aa a praetieal nattart tha publie eorporation witk fairly widespraod owner-

ship is safe froa tha tax*

20Harold h, GreiVM, Postwar Taxattan j«S[ EaonoBde ProcTaas (Haw lork:
HaCraw>llill Book Conpany, ln«., 1'
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It aA^A also b* qaasUoMd wteUiar or not retained •aralnci and t« a

certain extant ae«naittlatioMi of fwidfl are inherently bed. UoainMaee are not

guarant—di a profit and a margin of aafe^ r^ght prove to axemr-lify sound

plamlng*

DmIm tfae dapreMSot jwara* tte aoMnlatad •ftmlngs of tMiglneseee

enabled than to eontlnos dividend paynent* te tbelr stotichoider*. Had tbes«

eor;^ratlons been unable to eontlnos dlfidend pajineata to tbelr investors, the

HMnmsle sitaatlon would have been vorsoned. Seoretarjr of Labor, Franoes

Perkins, arotei

tatHftiM reveals that ths plans vaed protect Investaent
against tmeaploTnent . . . Dividends not earned dtalne the year
of 19391 were dlstdbated daring that year. Ho oae has ever
thM^ht that sw* aoBtlnultj of divMsnl p^ywrt. was a del* ...
In X930a eavpsMtim o&mlngs fsU frea 25 to 30 per esnt* •
large part of the equlpoant of oori^ratlons was idle, and there
was une. ploTaant of plants and workers, but investors were very
largely paid eet of the reeervss that bad beea bollt up in tfae

past. ItoMlir eegeset* that swA foresight ndsndnes the ini-
tiative and reeponslbUltj of the Invester.^

While corporations oeoesscrlly need oush to pay dividends, imat states

also limit dividends to retained e&mlngs. Peraittlng eogrporctlons to aeeuntlate

retained earnings agalr^t possible adverse eeenoalc eonditions, eould eonaeivabl/

pveve farsljhtad and usually neeessary for a sound, well-balaneed eapital stme-

tore.

nroa tkis basis. It Is possible to question ths long rwi effeete of a la»

whloh saites it dlfflenlt for a saall eorporation to aceamilate euBlnc*.

This oonstructlon does not pendt ths sinall eorporatloii to
aeewawlate funds for ftitare eapanelon, for dlverslfleatlen,
er e«w fer replaoensnti wlees It eaa be establlshod that
SMk ftUuM «e»e datlalte la tlM taxaULe year. Thie pUeee
soA «erp«ratlons at a disadvantage with ptthUoly owned
oorporatlone, is unsound as a natter of good oorporatj*

^i^'ranese Perttlne. Feonle at Worit (Hew torki Jete Day Co., 19»,
p. 262.
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nX, and eertainlj vaa not Intaadtd tgr Cangreas.
Ttn eatoutiva and ;)udlcial branehM mmi to taumm that
rurofits ara bound to oaniimta owe futnrs y«ara and laa aiiwiut reqvlnd to MWt all naada. BusinaasisMi ba'WM aaeh aMiwama.^?

£«M if a —rporaUMi ha* na naad fbr profit* aaoMMOatad la a pavUo-

ular jnsar for inadiate imeatuNRtt th« eorporatlca mist dapand on profits

•*! * iB nAMqaant 7Mn~«faleh ara onoartaiB in fact and in umtmtmJtm

provlda for aiqr onplamad ax^iansion or tha cnoartaln ontslda earital oarkat.

It is eoneslTsKle that a corpor»tl«j night ba yalnarabla to tha tax*

and the offloars of the corporation Inadvnrtantly unavara of tba faet. Thla

attaatlcR) oouU raault frou tha fact thct aaeoaalatad aamii^a for tax porpoaaa

ay axaaad haek aaminca.

Part of tha tax aaminga siay hava bean trsnafarrad to
a oapitaX aaoaont In connaaiioa nitlt a stoek dlvldand*
Karoinga inhoritad in a reorganization or Xlqxddation .

tranaaetlon aaj not shoir vp ia tha book aaminga «r tha
aarrlTing eorporation. Cenaarvativa aooaanttng inroaadniaa
qr haw raavltad In ^targlng off, for book pnrpoaaat^ar*
tain ttaM vhiidt ara not daductlble for tax porpoaaa.^

An axaopla of thla wnOd ba pwohaaad laad tdlX. A aoipovatlan, wboaa offiear*

ara onawara af thaaa f^osaibillUea, night find itaalf aoddanly and unaxpaotadly

liaUa for tha Sae. 331 panalty tax.

^^Ha« Agmt* ara Attaetdng Saatian 53L Caaaat Baporta bgr

PraeUUoMMr* fron V* Dlatrleta,* ia tha »rmp<mXm "Xh* 551 Paaalty
Tax OR AeotanOatad Kandngai Boa to kwtAA It. A Syiqpoaiua on Ona
of the Most Oppraasl'»a lUc FvatOana ?aoing Corporationa Today,"
iSSEBS^SLImiimt ^ (Karah, 196i»), lt*J.

C Rudolf Pataraon and G«jrga W. Baatty, "iPrevantlvo nation
to Avoid 531 renaltgri aaaognltion of i>roblsn, Peasibla KMMdiaa."
Wawnal of XfixaUan. XX <HM-ah, 1964), IJk.
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th* •a«Hl*t«4 mffdaet Ux ham Mnmral fawnbla revmaa affaeta for tha

fM«nwaRt, It provides (1) an inoraaaa lit paraonal inoona Una ffm Inaraaaat

te (UTldand dlttrlbttUona, (?) an Inora&a* firaa tha aoeoRBlatad aamlnes tax

itaelf, (3) tha addlUonaX dlvldanda dacraaaa tha amnnt te ba raallaad tlaren(h

ttia lowwr oapltal gain* rata, and (^} • aavlac* «t Intaraat te tlM gnfTW—it ,

la affaatad 1v obtalnliig tha ravama vtm inataad ef at a latar data.'^^

Tha aeeanOatad aamlnpi tax haa Inaraaaad la laportanaa in raoant yaara

for savaral raaaonst 7ba eontlnuad aeawMd* pMaparttjr haa loadad up th*

twlanoa sbaats of eloaalr hald oorporatlona Kith U<{ald aurplua aamlnga;

gWiMwut trlotariaa regardlne thla tax hava faaan anaearaglng i» tha Tax Courti^

and saa. 5% anfartwiit haa baa* triavad aa hairing "w a*(weially high ramnw

petantial par dollar of aodit axpandltnra aa Saotlon 551 daflclaroy aaaaaanaaf

ara Indlvldttalljr ralativaly larga . . . and . . . sueh anforeanant aetlvltjr

toads to ba stiBulstlfa of larga dlTldand dlatrlbutlona tar eloaa oorporatlons. .
."^

For tha indliridval aasaasinc agant* tha 551 panalty aey ba mora paraonally

satlaf^ng to asaaaa baeausa It imrolTaa a aaparata tsz rather than a aava

28
tranafar of Inenaa or azpansa froa ofia tut yar to the nazt>*°

^^Carl Sboup, "The TaxaUon of Undlstrihutad i'roflta f^oa the

ThaoraUeal Folat of Vlav,* Jtow Sha^ ^adUtt SiIMA ("*" ^'M^'

tax Poliojr Laa^-na. Inc., 19VTt vp. 1^5-127.

^^"tlew i^genta ara AtUaklng Saatlon 551 Caaeat Raporte hgr

PraatttlcBers Aran l'» Dlstriets," ££.. tHjt, p> l'»3«

'Janaa S. Ball» Ttm Aeeonalatad iSaralnga Tax," TBITf~TlllT ItS
fr*—f— - XXXVUI (IvnMbar, I960), 850^51.

^Bnr 4tnita ara AttceklBg Saation 551 CMaai Beperta if
Prsetttlemara frea 14 Dlatrlets,* sg. ^^,
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PNMMt law mUm trtm SMtlon X02 of thi 1999 laiMnMl RMwrni Cod*.

The ^roTlsi«n« ralatlac to eorporatlona ljq>rop«rly aaownlatlng aurplwi u«

ooBMllAiUdi mdM* Svtehaptar G In tha 195'^ Cod*. b>idMr Um X95'» Cods, tim

tax MtM rwiatB tlw saaa as tbsy mr* tmdar the 1939 Coda, 27^ on the first

1100,000 of aoeunalatad tajcabl* Inown" and JB^ji on aaounts ozeaadlnf 1100,000.

A eorporatlon la liahla for Vat tax undor Sao* 531 «lMn it la fomad or availad

of to pravmt tha iapoaition of tha ineona tax on Ita sharaholdars.^

Todailcalljr and thaoratloally at laast, a oorporatloa
MN ba aabjaat to tha aooianlatad aaminga tax avan thousb
ita Mundaci h«w not baan VBraasonabAy aoeimlatad* Bat
thla kaa aoa baiasia solaljr • thaavatleal aitnation althoo^
it la atlll Bantlonad in tha aaaaa fMi tioa to tie* ...
CoRwraaly, if oxeaaa aamlaei bawi baan aoaamlatad, tha
•avfnratloB still ntj not ba aiAJaat to tha tax if It
oan ba ahow naverthalasa that tha paopposa of thla aeesoiu-

latiSB vaa not a g«tpo»* to avoid th* Inooaa tax on tba
sharaheldar*.''

Tha 195'^ Coda la diffarontiatad froB tha 19?9 Coda Igr aoas ii^^rtaiit ehancaa*

Thaea incladat

(1) IMar apaelflad clrca—tiBaaa, tha bnrdoii of ;.roor is shiftad
to tha ^aarstarj of tha Zraasar or to fala dalagaia.

(Z) Tba "imMdiaey tsat" baa baan allidnatad tnm tha roqulrMNnta
of asmad stn-i.'loa rstainad for bosinaas nsads.

(3) ^ aaeonalatad aamines erodit Is z>oh allowad.

(4} rroHaisMa far tha aoaeputation of tha tax ara alapllfiad.

(5) DlTidaada paid tagr tha 15th dajr of tba third month faUoali«
tba olosa of tha tax yaar are oonaldarad paid on the laat
day of the praoading tax jaar*

29
this doaa not Irteliida a paraonal holding ao^aaii^ or a f«a&e> paraaoal

holding oom any.

"Tadmieal Analyaia," Jta link tttfiTtnitT 2'>rd imgal I»i«i.tt.nt« en Fodaral
|U^j|a|,(«a« larki KattlMs Klar a«r^.n965Jr»» TW-T*?*



The <d»nge* la tha Code mr* teoactt about by Congrss* la m attaiqA to

oorr«et son* of tto InaquiUa* of th* 1939 Cod* and to prortd* mm aMMV*

of protootira for tho •bkII taxpaxnr* io* awi tax w,,« to apply only to tbat

pwtlwi of MnincB OMMMMtOy «oewiiUt4Rls tho g—«af^^ »aUclDatg4

••* of tte teolnoM woro to l» Inelvted in oonslderatlon of vhat oonsUtutod

th* MwonaUo needs of tb* batiaMn* ttet ttUalRatliv tt« -tiiirtliru toat."

Jb ordmr to bIiiIbIm llUgctlen oxpaiaM* tin taxpiyw was profUM tAtk m

Bans of oldAtac tte fcwdtn of proof. Bownw^ sa nUl bo diaowMd l*t«r,

th* tax, •• It is a^MjnlstM<sd, Is (till dlstastsfol to buKUMMMM. ttm

pnnamm vt ths 1939 Oad* wro sitieatwl and som wn« not. In fMt, mm oT

%km Intsndod rellofs mors trsnsforaad li-.to ppdb3.MSl

I taang tbo rsesons for ths revision in tte sMMdlatad Mntfngi tal

SMoUtod fcgr the Senate CoMittM mr«t

The poor reecrd of the Qovamassnt in th* litigated eases im *%fT
area iwUoate* that defieienelee ham bean asaerted in naiv ease*
«til<A «*re net adequately sereeaad or analysed. At tbe ssm M-»
t*35)ay<»rs Mr* pot to snbstantial siqianM and •ffort in -rovlat
that Mm aeemnlaUm was floir ths reasonable needs of the business.
H*r*ov»r( the oeiqilalnts of taxpaysars that the tax is used as a
tJiMat by reWMM acsnts to induce settlsnsnt on other Ismss
*p oar to ha*» a aansotlon with the burden of proof whieb tto
taxpayer is rsqalrsd to aasvne. It also appears crobUe that—~ SMll taxpayers way hawe yielded to a proposed defloleiM^

I* or tto MF*M* agd dlffionlty of litlgaUng their oaM
tto pwasut rtlM.A

The Swube flnaiMM CoMlttee speaks of tto snail taj^iayers tooans** as indi-

cated prevloasly, tto burdm of tto tax falls on tto r«Uti»»ly s«iaU eaosad

oorporatlon, towver, pfdAlaly held oorporatioM?^ vsre purposely Included.

5^. S,, Oeaerew, SenaU, 83rd CeBg,, 2nd Sees., 195*, Bael. Ifeg. p. 70,

'^A iHAllaly held eorjoration is one whieh has -ore than IJOO stockholders

, ..f 2°!?,"** ^'^ PWMBt of tto stmdc 18 told ly any indlTidual or aeatorsOX ftiB iflwlljr*
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(Mar tha jawlsion of tha hUl sttedttad tf ii» Vuga m^ Mmw Gta«d.tt«« of

tha Uooaa, a pofaiUoly hald oorporaUen la apaaUlaalljr anoptad, Hm f««t

that tKU eeotien of tha aoosa varalon was alinlnatad fagr tha Sanata rinaaaa

OMMtttaa la ranindf^ that paUIie eofporatlona eaa ba potantiUl; Uab]*

fw tha Saa. 531 tax.''

trleo IToduota Corporation la tha only TiubLloly hald oorporstlon aubjeotad

to tha tax to data. Althaa^ thara war* approxlaaUly 2,200 ahai«holdara, a

aMall ggtnp hald 75ii ot tha atealc. In a aerlaa of anita Trleo Fxvdoeta was

*—

W

* $7»922,(»2,72 plus Intareat for a period of twalw jwara* Klnority

•toakteUara inaUtotad a darlvaUva aolt agalnat tha dlreotor*. In a eotUa-

ant the dlreetora jiaraonaUjr a«ra«d to pay tha corporation $2,390,000.3* tha

peaalfaUlty of paMonal UabUlty for an error oanalBg Xoaa to tha aorporatlen

baa Baenlfled tha Inportanoa of tha aoeoHlatad atirplua tat to oorporata dlrae.

tora. Trleo Moducta Corporation vae adinlttadly In an vanaaval altuatlon, but

thl« aerlaa of eaaM m^hiaiam anphaUoalljr that paKUcly hald oorporaUona

are not naoasaarlly exaopt.

"AlthCTieh there haa tfaoa far bean only oam litigated aaaa inrolving a

paULlcdy hald oorporaUon, It ia no aeeret to tha initiated that See. 531

VMatlana hai« bean ralaed ty ex««dnlng Aeanta in eonaaeUcn with tha audita of

• BMdiar of a«eh tom»uilmu,'^ tha poMlblllty of tiiwiiawiil abH* aif tha tax

la atUl praa«it sa Indioatad l^ a tuc praetiUMier vhe «Mt«t

The feellne aaeng tax bm ia that tha attltvto of AganU,
ia SMwral, la odaratiOy aqaltatala, bat a prohlaai arlaaa with
CM aM^jttaoal and tMraaaonah!.* Agent ... or (one) vfao ia
looking fw an isana en whleb to •horee trede. Thia aay ba

of Referee ^dvard .e

I
Nev York CoHaty, la

'Spateraon, ssf SAift ?• IS***

'^Baport of Referee Edward ^einfeld la ff'^ff lit || - ». QUhel at «!..- Cowt, Nav lork Cowty, Index Ho. zeWs-iwT
•»=»»»«*•»



Ineonslctmt iilth ttm se-oaUMl *q;(ullty* audita orderad
bgr tlw Ow—l—Inner, bat tha utparlanea of a fav tax Mn
ladAwtM Mj^Llstle axistmat of this altaatlaii aMaag
aoM aganta*^

Zha I9S'» Coda allanlatad pari af Uw problma notad fagr tha Sanata rtttaaaa

Oenalttoe, but It <i(dta obflmialjr did net aUatmta all of than*

The 195'» Coda did aolva som of tha InaqvlUao of tha 1939 Coda*

Tha statota crovldad axjiraaaljr that tha raasonable naada of tha boalnaoa

Inolwlad tha "reaaonaUljr antlolpatad" nsoda of tha bosl^iasst this sqcooss-

follr aUslnatod tha "Innadlaiqr taat" tha eoBrts had Invaritad in thalr

IntarpretatioR of Uw X939 Coda* (Mar this tast, "saoM courts fait that

tiiMimli aa tha plm eoald not ha miiiiawiialait for a iranfaar of yaars, thera

KM no reaaoR for retmtloB In tha tumUa year; thwa vaa stlU sxLanty

•f tlna to aeewtilata aamlnea taafora tha expandltora eoold ha nada*"-^

Tb» r^Ummtr *t Una ia not aliainatad •sajil.ataly, bat It la aii^ai^*

MdM la lapartan— tgr tha aartalntgr and tha eondnsiVMaaa of ttaa «orpora»

tlon*s plana.

Corporations, Hhl<d> daeldad tha anonnt of the dlvldands ttmy tilahad

%» ftj aftar tha datendnatloD of tha final nat Ineona for tha jraar, or

eerporatlena yAmam Inoona wsa slgnineantly affeetad by tha boalness of

tha last month of tha yart «ara greatly assisted hgr tha nanr paravtslon

•MUwdlag tha dlvldMd paTMMt period 4 MHtha.

Tha 195'^ Coda set a nlnlmxa of $60,000 that nmst ba aeamnlatad before

tfas eorr«nttdon waa llabla for tha tax—ddiathar tha aaniliigs aoeooalatad aera

^"Bev Aganto are AttaeUne Saetlen 533. Casaai RapM^ tijf

Fraetltlonars froa 1* JJlatrleta," SB.» iii»f P« l***

"iiqiimimt Sas^ cjrt. . p. 12.
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WMMOMhU or not. Dwrlag I958» tte ndiilaMi eradlt «m mlMi to Ito

prasmt l«ml of $IOO»CX>0.

Tha auMiamlatad MnHA^ eredlt ww aiaad to ellainata ttm iMqaity

oaiisad a corr.oratlon whMif undar S««. 102, tha accunulatad aaminga tax waa

appliad en all aooumulstad inoom, although only a. jjortloa of it vaa

aecudmUtadl. Undar tha 19^^^ Coda tha tax la autoBatioally linltad to tha aaoont

unraaaonably aootanOatad. thla naturalljr laada to tha qiwatlon of what la a

raaoonahle aoououlation, and thla {>art of tha law la atill not praolaa. Iha

faata la aaeh ease rary, hut ifaam aM aoM gaMMl bhMmi both fron tha Mg*.

UttaM and eoM hiatevy. Som mlavant aaaa* and tha HagalaUnM oonaanili«

tlda nattar mUI ba dlaeoaaed In a latar aa«tlon.

(bdmr tha 19?9 Coda, a aortjoratlon had to dlaprova tfaa COaadaalenar'a

eontantlon that tha oorporstloa waa ln{>roporly aoovsiulating surplua. DMar tfaa

{areaaat law, thla la not naaaaaarlly ao. If tha aoiporatlon paya tha dofletaney

and anaa for raeoawrxt *' •tUJ. anat auetaln tha bturdan of j:»oof. If tha pro-

caadlnga ara brought faafor* tha Tax Court, hmwvsr, tha taxpaywr eorporation

Mjr ba aUa to ahlft tha bordan of jaroof to iim pnwantmnU Iha buidan of

proof rests with tim gwwiiawt if (a> tha t<acpajF*r failad to raoaiva a 90 day

f^oaad daflelonoy noUoa oonaamii« tha aMwulatad earnings tax, or (b) tha

ta^MVar Mtaniad tfaa stateaont within thirty daya vlth grounds siipportad ty

faata JnatijQritis tha aeeaanaatlon of aaralngB. If tha taxpayar corporation

do«a not avpport ita giaoida with aafflalant faeU or if it daaa net a«teit a

atatanmt, tha buxdan of proof atlU raata with tha taxpayer.

Sha Sanata Comiltta* <dianged tha saetlon eonoemlng tha cagnltoda of faota

«a«)t*ad in tha taxpayer's atatanant froa tha fMm antadttad by tha Koosoi



*Pa«U aufflelmit to ^qirlM tht SmsreUrj or his dslageto «f tbm baala

iterMf* to tte nptxMwAjr I*m rigid "fasts sufrialent to show tb* b»sia

tiwnMf."33 »at sorprislBglsrt tlils pMsac* la ttas MU 1« stiU mbaloos and

opm to (pMstton.

XlM Bical'U.cns oontalB gnldss m to winat wtU bs eonsldnrwd mmcmU*
and unreasonahU »eeanaaUona. Ksg, 1.5;)7<^ (b) dtas ths follmUig tm

auaiOM of nasonafala aae«nua.ations : (1) le pro^rid* for bona fld« •jqpanslon

of bosliMss or nsiUmmA of plaati (2} To a«t«ln a. business •ntsrfris*

throttgb inrottaalac stMdk or asastc; (3) To provids ftnr tbs rsUroisont of beas

fids twdsbtsAwsi srsstsd la sfwisBtliJn wlUi Uw buslBSss; (4) To pnnrlds

mmutr Mtkaac otpltalt (5) To {Mrovlds for iii«sstMit« or loans to suppUsn

or eustoMVS if nswssaiy In ordsr to ffislntals Uis hnslaws cif tte ts^uiysr

oorporaUan. Ho "rolss of tli«Bd>« baw pnmd mar* than • vny esBsraX and

W9M golds* It appsarsd at ens tins «• if tte aBomt of sash noessssry to

sst OBS jisar*s operating ex{j«nsss idcllt bsoons an asoopUbU gulds dowXopod

fMs tte Qoadnai Furniture ease, but snbssqtisnt ouim ha'te disproved tlds«

Qsder tte J, L» Qoodaan Pomltore Co« eaee,^ tte eourt .remitted tte

retention of eash to oorar om ysar»s operating sjtpsoses saying, "Ite erldsne*

bows a largs affloont of oash was neesssary la ordsr to epsrato tte bosinsss . . .

Iters was a rsasonatOe neossslty for sufflolsnt capital to mm/t operating

•Mfmm— for at least am yssr." la a footnoto to tte F, S. HaUdns Motor

Co. e«ss,^ tte lax Court strsngttensd this position tqr referring to tte Oood-

an ea«« sajriagl "Hds ossrt hss oonsistsntljr teld ttet tte aeewwlatien of

fonds to Kest operatloa SigiSasBl for at Isast 1 year is MssoaabU."

^i, y SBteft '^—itara SSft U. tC 5)0 (19<i

^. S|, riotklns Kiotor £a,» 3^ TC ,?88 (1959).



ttm fMt Uiat thts "nO* of thari>* la not l^>r«aiiaM« la Ulttatnitad fagr

Jo
tfaa Dixl«( inc earn, ^ In thia eaa* tha eonri oaphwlMd that tha tjrpa Wt

•nd tha partlmLLar altuatlon of ttaa tu^«j«r at tba tlina iteoU

ha«a graator laporkanae* It aald« "Bw no* of tina^ ao atntod najr be ona

poropar for adnlnlatratlva ooirrenlanee bat ahould riaa to no higher laral*

Tfaa aear^ oast alvsTB ba ooneamad tilth tha aaada of tha partlaiaar bualnaaa

AS thagr aodatod during the partleolar year** It la under thla, perhapa nwa

loglealt point of vlaw tha eourt now operataa. Vk«B the taiQiayMr'a point of

vla«a It la laaa daair:<bla baesosa It Is laaa deflnltat but It appeara anlllcely

to ehacga*

aag. U57)-Z (e) provldaa axanplaa of what «1U be considered fagr tha

CMMlaatanM' a* anvaeonabla aecuaolatlonai (1) Iioana to sbaraholdere or

ajQMMtlturaa of corporate fonda for the benefit of tha shareboXderai (2) Loana

t« abareholdars * frlenda or relatlvea or other persona hating no reaaonabia

relation to the faoaliiaaat (3) ioana to anoiber oorporaUont tiw boalnasi of

Mhleh la net tiiat of tiia Xaptfwe eorporstlon. If tba eapitaX stock of tha

other oorporatlon la onwd dlreetljr er ladlreeUjr by the sharahoXdara of tha

taiipagrar corporation and they are In control of both eorporatlonai (*») Imnat*

aants la property or aaoorltlaa not related to the bualnaaa aeUvltlaa of tha

eacperatlmt (5) Ihe retention of eamlnga and profits to provide agalnat m-

reallstla at SMarallsad hasards.

Tha aenata Caaidttaa fwther irovldMl thati

taasonably antlelpatad needs of a boalnaaa mat ba eonalderad.
It la lAtandad that tbla ptcntUim alU aaka alaar that there
la no raqa&raMHt that tha aeeiMaUtad aamlxv* and porofiu he
ln«eatad iMedUtaly In tha bualnaaa ao Xong aa there 1« an
Indlantloa that fatara neada of tha bualnaaa reqolxa aaah

'^jjiaja, iasft 277 rai 526 (i960), affd 31 re *i5.



MWiUlatlotit In my AaM rUmn tlwr* Axlists a (teflnlta plan
tw tto iamMtMHt 9t Mnlati aadt profit** mah eerpoMftlaR

not DMM«arUjr «o)iswmt« Umw* pIcrn la • nl«U«djr
short pexdod •ftw tte *los« of thB taxatils y—r»^

te Important ehmg* in tb» 195'^ Cod* eoMMrn* tb* latwrpgratiatleB eivM

tto M(|«l«lti«n of ethsr ImalnM* enterprisas tfaroogh ratalaad •anilngs. nta

S«Mta Condttaa raportadt

Ifeidar aadatlng Intarpratstlonst T«t«in*d aamings mtf to
ls««st«d la a twrtat— aMtarjrxlsa oporatad dlraotljr tar tb* tas»
pajWTf taut doidat •Jista as to tba oparatlon of audi a burtiwM
thr«n^ « OTh»1diary •ocpwrailon acntnllad br ^to ta:q>a7«p.
Xtar ««BlttM aesla agraaa vlth tt» Imim that lAwr* tto t«»>
vg*r to« 80 pavMBt or mnra of tto wtliv ttook «f anarttor
Mvpwatlaa* tto taaiMgrar atoaldi to vlamd aa tto«(|k It mpml
4lMcit]jr la tto hnrtmwa of audk ottor OMporatlea* If tto
iMm^w's oamnlidp ut staA la lam tton 80 jparaant la Mm
(Mmr taeptataXXim, • etatacl datoralnatloa atoal4 to aada as
ta atottor tto ftada ar* aaplevad la « toalnaaa oparatad fey tsm
UoBpigmt* awawai a tto opar&tlaa, thraach atoak omanddp of
a paiaonal tol<Min mtrnprnKft aa iaaaataaat wmptxtft oc • Mrpo-
ratlaa aot lagaead la tto aatlva oomibiot of a trade or toslaaaat
atoal4 aai |ir««iAa « baala far tte ax^aaian of tto ftate ttm
ptaalUa a{){)Xleatian of tto aoewaaatad aaralnga tax*^

0mmiaim or ros tax

\ b tto aMvutatlen of tto tax widar Saa* 531 of tto 195*^ Coda, taxaUa

laaena la aladOar to "andlstribttiad S«e« 102 net Inaoaa" aodar tto 1939 Coda.

Ito taxafala inooaa la adjoatad aa foUowai

U) law aai apMratlng Iom dadaatlM la aiUad toaki

(2) tto aajtltal loaa esrfjtvaar ia addad to«k|

(3) tto daduetl<» f;;r divldaada raaalvad is addad toakt

(<»} Xto azoaaa of the oharltahia deduoUoa alXowad m tto ratum
vKivr tiie aaeoBt aotualljr r^ald duvlns tto yaar la addMl to«k|

*'^Sajaift iSii* 1622. siif tdt. . pp. 317-318. V
""mi. ^



(^} TiM «SMS« of ^arltable eontidbaUoti* aertoaUy p*14 dtotai
tbm tMC yvor over the ehtfitataiU «ontrlbotioMi ^omd is

(6) Fodaral Inoea* tax la aubtraoted;

(7) Ineorae, war-proflta and wwM-profltB taxM of a foral^i
ewantvjr «r U. S. i^osmmImi iiwlwtoil In th» for«il|p t«x eradtt
ara •ubtraetad*

(8) A (WMll(wwd iMt capital loaa la aubtr^Actad.

(9) T>w axMsa of nat long-tarn eapital galna ortae iwt alMrt-tam
oatdtal loaaac (flgnrad witbont rat«M to tba aaityuwir )

radtiead Igr tha tuots attrlbataUIa to tha axMss la aubtraetad.

Otdar tha 1939 Coda, a wrporatl«B aoald not taka laeona and alallar taxM

of fa««lgn aoontviaa wd of 0. S. poaaaaaloaa ac eradlts agalnat ita fadanl

imMB* tax, aad t»a tfa«a la ooaputlng ita Saotloe 102 tax* If It naad tlias aa

a oradlt agalnat lt« fadaral ln«oaa taxaa. It oould uae thaM nalUiar aa a

daductlon nor aa a erodit in tbs oonj^tatlon of Ita Sactlon 102 tax. Aftar

ttw oonputi'.tlon of odjositad taxilaLe Inooaa )v w*7 of tha abora ad>iataaMta ta

taxabla ineoDat tba dlvldaoda paid daduetioo and tfaa aaouaalatadl aandi^ erodit

A nau prorlaioB conoamlng tha dlvldenda i^aXi dadootion in tba 193^ Coda

raqulpea divldanda paid aftar tha oloaa of a tax jasr but on or bafora the 15th

daj of the third nonth of Uw foUoHiag year to ba Infilwlad la tha divldanda

paid flsnra.'*''' Thus, divldanda paid doriag Urn tax yaar» divldanda paid «lthin

ai aontba aftar tha eloaa of tha tax yaar« and oonaant divldanda'''^ ara dadoetad

far adj«at«d toxabla IsaMa.

Tba aeotaaaatad aanilnga aradlt waa daaignad aa a rallaf fiaatura ao that

tha tax OB aoeiiBulated aaraiaga noald ikppif only to tha aneunt

''%&tur<dl7, the divldanda la thle two asd otta half nonth period are net
dadnetibla the follonlng year.

^hn a oniaent dlvldead, the tranafar of oaah froa tha eorporaU«n to tha
aharaheldar doaa not take plaoa. Tha ahareholdar agraea to ba taxed oa if
he had reaeivad tha divldand aad laiadlataly rolnvMtad it la tiw boalnaae.



aooumilatwl. Fiwdowlr on^r ^M* 1°2 «€ tbm 1939 Cod», elthoni^ only port

of tb« ••macs «M« wrMMmtdy lowwdttlil, tte tax «•• taMad en aU of

tfa* ysar'a r«taln«d InaoBs,

Also, under Sm* 102 («} «f the 1939 Code, If the taiiMiyer aoewmlatad

neaoMbl* eandnge 1« the butlnaae—uid the aeede «f the busineas and the

desire to avoid pereonal Iimxmw taaee were ao-det«nBliiaUVB->tben the t«xs>Qer

was still liable for the tax, providing this eould be ivonn. Itoder See. 531,

the aoomBolated eamliigs oredlt protects the earnings reqslrad bgr the business,

and thm in the instanee eltad, tiw taspayer mmHi ow wt penalty t&x.

The oredlt is tXgmtd as the g*«at«r ef (1) Hw eainlnis and pwrflts of

the tax year retained for the reasonalOe needs of the business, lent (the

eaosss ef tiis net lang-tsm earltal gain owr the net short-teni eapltal loss

eoinuted without any eapltil loss oartTDver) ninM <ths eaidtal gains tax), or

(2) $100,000 loss (aeenKttlated earalnea and profits at ths end of the preeedlag

Ux year redofssd bgr dividends paid during the first 2^ laonths of the tax year).

Ths dividends paid deduction and the aoousulated earnings eredlt ar» a^b-

«ra«t«l fee* sAJastsd taxable ineoiiis leaving the seoosnlated income, this is

Mm agar* to wbltii the tax rates are applied.

nwjBB a tm i9ji» oon

fhs aim of rmgrsis, to eUainate eertaln inoquities and to provide relief

In other areas, hav» been In sotas eases thMrarted. In this writer's opinion, one

of ths najor InaqniUBS under the 195^ Code ooneems ths interprotoUon given

Sso. 53<» b7 ths Tax Court. TfaU rawvision of ths Code ooneems the shifting of

the hiBrden of pafoof frca the tarqpajrer te the OsMlssloaer. This ipa-ovlsion is

vnlciae in tax Uw, as in all other areas, the borden of preof Is on ths ta^tayer.

The logislaUve Intent is e^veesed in the eondttee reports, as previously



oltad. In addition. Urn Coagnss puwad a Itf/*^ Mkiag Uw bar&m of proof

MU ii'> lieabO.* to all Tax Coort owmi arlalnf undM* S»e* 102 i^iob uw triad

on tha narita aftsr AugiMt U« 1955* •• w*U •• to omm ariaii^ unter Sae. 53[U

AB tha aitoatlon ajdata,

Ik* Xaafnymr, in affeet, aay taa la a wwraa {»sltlon undar tha
•aawnaatad aamlngi tsx than cndw aaatiwt 102 of tha 1939
Coda* aa ha not <mly isust oarry tha burdan of proof* apporantly,
bnt, iB addiUfln to tha axtant that ha avalla hlMwlf of Saa. 53^,
muat dlaaloaa to fala advaiwarr la adnmaa tte sromda on iriileh

ha propomm ta Joatlty tka aamliiga aaaoMilatlon vlth raapaot to
tha raaaonalOa naada of tha tooalnaaa. Taxpayara aonaattoontly
ttod thMoaaliMa inpalad on tha hmna of a mia—a i mifaattaar or
not ta aonply with Uw raqnlraMnta of Saatlan 53*»» and whathav
tha aimapiaat advanta«a te tte taapayar aa ftaid thantfa rapMaanta
la fagt a gaal dlaadvantaj^."?

,
dlaadvanta^^.^

He» ha* tfeU altaation oooa about vbXtb la ooatrary to lagialatlTa Intant?

tba CaM«iMl«Mr*a appreaoii haa baan that tha tajqpajar la (till aid]>ot to tha

nltiaata burden of proof, daaplU Saatlon iTf*, SdbatantUl mi^faaA hta baM

forthoonlag troa tha lax Court on thla poaitloa*

1% tfpmuet ttat tha Sanlaa raollsaa tiut to aeoopt tha boRin^ !»«af ... la to undofwlto a aoat diffla«at« if not lapoa-
alfalo, task In Ita affarta ta anfara* tha aUtvite. SUtttU
wferaaablUtgr appaara to dipaad largalr on tha aettant ta w^aii
iaiVtarara ara owyaUad ... to earry tha burdan of ) roof.'*^

tlw Tax Coort in Mugr »»»•* reftaaa to rola la advanea as to iriio haa to

•anrjr tha bordan of proof. Although the ov«r»haIalac najorlty of atatanaata

ftla* andar Saatlon 102 and Saotion 531, to «hlA SmUoo ^y* i» applio«biU,

ham aat forth fneta wall bayond that required Iv tha atatata, tha Coaiiaaionw

haa eonalstantlr danlad tha auffleimey af tha paaiiila aat tha adaqnaor of tha

faeta sot forth in tha tai^saiar'a SaeUse 5y* aUtaaanta.'*^

y Mf 3<ith Coac, lai Saaa., Stm, h,

i,»t p. 85?«

^Richsrd B. Birker, "Penalty Tax oa CttrporaUaaa Snproparly Aoemulatlnc
9wffl«»," tMaBS.—tt« Tax Kafaalne. XXJCV (Daaandier, 1957), 9«K1^1.



ItOjs dani*! iwtarally ral*«« tba qaostion of ^A>o should datandn*
vtetiwr Urn biirdMi ot proof has bean shlfUd. Ilia CaniMl«n«r
bgr kU asaMT* danvlw tiw •uffiALanqy of ths stataaMit tMt la

tte altaniaUva i^OiaM^ »ffi»uU«aljr on iba laaw ojt raaaonaUIa

aaiwaltUim far buainaaa naada* haa laft tba datamdaaUan to

tha tsjt Gwrt."

Tha affect of tha aoUona of the tax Court is to

. . . saka awrything depend m the 8o-o«aied •nltln*ta leaoa,*

via,, the nrohitdtad purpose of avoUIbs abareholdar dlvldwid

tautlcm. Sgr thia aliqsiU ax{.«dlent Mid t|r thavaby :r4nl:dsing

tba <[HMitlaB of whether ••eoaalatloaa were reaaonablaf the lax

Cnait wXrtmilj mXlifiad aagr sdyantagea wfaieh ataoold accrue to

tha tazpa|«r flwa hali^ ahU to ehm the burdan of proof on

•Mh <iuaatlcn8 to tha Cawnlawlonor.-"-

Thna oajw raasona have baa* evtadtted m to nhgr the tax Court haa failed

to rule OB aotlona of Mho benra the burden of pvaaif before a trial* Rnm

raaaima are presented with a am lata aa fdUoiiai^

(1) Tha Judge i^eldlac at tha hearli« my not preaida at the trial.

(HoHerer, It la net luiei—nii fov tha Tax Ooort to bind the trial

Jadfa aa to tha iasnaa involved and/or tha faeta ooDtssted ^ as
totortawrtary artier.)

(2) The 5y* (a) atatawaiit. nqr be a ahan. (The ConniaaionBr hoa mora

than adequate naaM of aaeertaining if a stataaant is a ahan*

Tha atatamant is aMom to brr a eorporate eftlaer and la abaenae

of aajr alain fagr tha govemtaant* It saane uMrarranted for the Tax
Court to rafttsa to rule.)

(3) tba Tax Court haa eontandMd that ia ordMr for it to rale m
burden of proof it aaat Ja*14a if the faeta and grmnda preeanted
ia ths stataaant are auffiolaat t« jasti^r the aeevRBlation, Mid

that is the iaava to be NMlvad at trial. (^iecUan 5y* rovidas
that the gavariiaatit aaai bear Urn burden of ,'>roof whsa the t{uc;«yar

files a stataaant. of grounds *suffiaieBt to ahow the baaia thereof."
The bordea of proof deeisioB doea not. and was net intaaded to,

aiialaate the neeessity of the trial.)

Tha Tax Court bgr refoaiag to rule ia advaaoa la Mmgr eaaes ie la a 'aaaalinljr

unaap^ortatala losltlon, and one Hhleh as a praotioAl natter* is enoraoaaly unfair

y>Ji^t p. 951.

5^D««ld Altnan, -naaawt Litlgatlan Shoea 5% Cases Can Oa VEon Deapite Grewiag
Preaaure by tha I.R.S.*" JsMfaal ^ THBti?mir ^ (iSardM 196i»), 130.

^Saikar, 2E.» cit. . p. 952.



to th» Uipa7*r . . . «» Uxp«y«r U <l»priwl of tlw bmtflt of th» burdwj

•hift iB iU pjwparaUon for tfl«l."*'* tti» p»aettl«i has an B<hmr»« effect

M Mkdnlstratlv* wd pre-trial MtUaMnta a* wU as ca the tajqpajw'a

llticatioe position at the trial Itself.

Also to be oonsidered is the faot that legal e^psBSas nUl not b* iMsanad

la MTV eases, as CencrMS Intendsd, ligr the Q innuimmA bearing the burden of

proof, is ths lav Is presently Interpwted, the taxpayer's ooaBsel east prepsTC

to earry the burden of proof, whsn the deelsdUa tlutt the Conidsslensr bean Urn

btu^m of proof is postponed tmtU the MM la deoidsd en its aerlts or iveheMlr

when the deelslan is not nade untU Jnst bsfere the trial, the extenslVNiess

of preparaUoo by the counsel Is not deareaeed. I1isrefc»«, angr posslbUlty of

decreased legal ea:penses is virtually nil*

Om vrlter la iiiiwit1n[ on the reason for the Tax Court's behavior says I

The jndgea hearing pretrial boUoiis hcf* eandidljr adidtted that

the statute (59») is no*«l te thta sad that tb^ are not sum
of its aeanlng. I fear that Hm Xsx Osori Intaads t« eirena-

irant the intent of SesUon 5"^ \v jMSiponlaK a deelslaa i«>e«

ths issue of burden of proof In saeh e«se until a final deei-

slon OB the nerits of soeh oase.^

itaothsr writer noted la a footnote thatt

la all of the lax Court Osses holding that tfas burdsa «f preef

bas staiftad te the CsMUsionar, net aas eaae has bald that be

baa failed te auatala aaib bartaa «lUMt«t alae atatlag that ttaa

tMQMjw has afflraaUiidly preeed ita ease—ahowlag hw aseaiag.

laaa tlie ahifting of tba boarden question hea beooaa*55

KaHqOas of this ew ba illustrated tv the I'eltea Steel Casting Co. case ^

la Mfaleh the Court saidt

'jAltman, 2B* SUf* ''• ^5^*

'^Baricor, gfif JtUL** P« 952.

"Altiaan, 0£. eit. . p. 131. . .

5^'altBB 8Uaj. C-isti«t! a»t 251 f.ad 278 <1958>. •«** 2S TC 153.



Tli« laglalatlv* history ol , , , (th* acewailatad •anilnsa tax)
^Uarljr mtprm— ti« Intent of G«Rg««s8 to j^Um Vkm ultlasl*
tnrdan of proof on taxpa7«rs. Than ia no «:qw«Mi«i of Infill
In %tm ap; lioaia* 195'» Otdo aMAloM or la th* IsglsliUta
hlatmy to «lt«r or rowrM tte twiatliiB law r*laUw t« burdM
of proof «x«OTyt Mltk rsspast to aeewnlatlon of profits boyonl
ths roasonalAa rwods of ths oorporatioii.

This eaM »iiha«lnJ that la th* opinion of th* Tax Coort oorporat* lia-

bility d«p«ndad mpon tho tresoaas or abMiMW of interdietod purpoao, and that

tte terdm of vroof is or th* taxpayer oxoapt with r*spaot to wbathar th*

r*talnad Misiac* tawnd tte roasonahU n**d* of th* btalaaaa.

Ih* Oavrk aidMtwp* tte lam* Iti tte K*r(>-Co«iirant Ine. en**.^? Ite tax>

pagmr listad nin* grounds for aeeuDmlRtlon of •amliigs and no facta wara glDWl

to aup'-ort OB* of th*s« groanda. hmn in tba jud^Mnt tte Court did not r«la

on th* sul'flelonoy of tte f&ots anpportiag tte raaaining oight grotnda saylnct

"It la omseaasary for ua to d»ald*( aino*t aaansing that tte terden of proof

haa tean shifted to tte rssiwndantt te has auaeaasfully mat thia bardan«"

fte bvdta of proof isatt* ia an iaportant ooa baaaoaa at trial, if mmA

party raata without prodtiaine proof, tte part|r tetfins tte tdtinata avidantlary

tavim folia* Aaaimlng tte eorporstlon haa tte burdan of proof, it nnat inl-

tlall7 Ftpoaaad or faU. "^ attanptinc to tato advantai;* of thia Valiaf<•

porttOB of tte atatut*, tte aerporatiaB aoold ooaeelvably te In a worae poaitlon

than if It had not. Thia w«d.d te tte affaei of ramaling all tte f«aU it

basod its eosa on to ita av{«MBt tefor* tte trial, and atUl having to oany

tte burdan of proof.

legl'latlva Intant ia elsar la tte teoaa Raport whieb atatedt

Tte Sanata aaaadMnt proridad that tte ahift In tte bordm of
proof tndar saetion 57* froa tte Uxpayr to tte OavanaMnt
a])-:.lisd not only in datarnlning wtetter tte aamlBsa and proCtta

57i
iSEC-filSiBHU Ja^t 90 XC <9* diairiLaaad (<taaMaxr 21* 1960>*



of Um oorpentlon hava b«m pwnittMd to a«mtMUt« bivani
Uw r«asanaU« iiMda of tbe bualnaet, but also In dateifdiOi^
th« •Jrtant to irtdoli th* oaraing* and profita of & corporatloii
h«*» aeoaMlat«d dsrliuc.tlw tax yoar boycssd tho roaaonabl*
M«l« Of ttW b08llW8S.3<*

!M.aUTCljr roemtly, tba Conrt of IppMls ha* robuffod tho Tax Court and

tlms forced It to pojr mora than Up sonlao to Seetten 5>»,

ma camtXTma a RuuKMAKrC AccaHouaiGa

teotlMT Mfltioa of th* Cod* whltA la dlffloidt to nwnjiahMjil 1* «hat «1U

b* ooMMlMd « TCaoonohlLo MOMMUtlon. Thore Is no obJooUw standaid to

•msly to tte eaqpMir*tlflii*a m'»p iiooJ sooandatlom, and If th*lr rM*«M ai«

fowid lB»ttffiel*nt, It 1* too laU to oorroot tho •ttuation, a* tto tax yoar

wlU bo long paat, iMor th* 1939 Oodo, th* pwial^ oeiOd bo po*«i)df aaUc-

Ipatwl by aiipljrlin tt*Ba«a7 Docialon «t91'> iasaod in 1939, by iddoh rsvaaiM

INTCMl*] dotondiMd ufaothor Sootlsn 102 «a* applloabi*, Aiy of th* ftw

oonditlona would IndioaU mumMmuUm «oawBlaUan of o&mlag* 1^ a oorpem-

tlon.

(1) CnrporatloM «ldflb hai« not dl*tilb«twl at loast 70 poreont
of Uioir eartiagg a* taxabiU dlWUtond*.

(2) CorporatlMi* wfat^ haw lovMtod •umlnes in aMNolU** or
otfcw tvopartlMi wralatod to tholr normal buslnoas aeU^itio*,

(3) CwToraUeM lAdl^ hav* adranoad timt to offioor* or sharo-
holdwr* la th* fam of lean* avt of tmdlatribstod jroflt* or
nanOm tern vfal<A taxabi* dtvMMria Bi<iit haw hois dMlar«d.

'^ Cw^ratlon*, a najority of mImim itMk 1* h^d ty a fanlly
poop or othor onall ero«P of tndlvidtiiil*, or ly a tru»t or
tvwta for Urn botiaftt of onak gnum*

(5) Oorporatlona, th* dlstrlbttti(nis of whidt, whil* iiiniiniii 70
pereent of tholr •amings, ap^^oar to b* inadoawtt* iriiM
oenaldarad in eeoaooUon with tho nataro of th* bnaia*** or

P. '•9

58i;. s„ Congro*., Bmmo, 8>d Cong,, 2nd So..., 195«>, J^^ ^jja.



i^ flnaiMl*! posltioD of tbs (MrporatlQa or oorporatiOM
ulth aa0amlatl<si* of eatli or «tber qiil<dc asMta vhleli
•ppssr te h» htyooi tha naaoaaka* ne«da of tte busliiMa*

Xha 3«i8t« Flnano* CcamlttM objMtad to this priustiM •aylng, "Soos of

ths stancUrda Informally aopXoyad In the past, suoh at* distribution of 70

pwrawt of oamlngs haw bMn mtomkmw or \iTa'Lo.vznwS9 thla oriUdoi wa«

warr«nt«d bMant wrtalnljr 70 poroant was no aaeloal permntagat aoa* eorpora«

tlona oould not afford to diatributa any of thalr Oiimlngs, and a rigid ttaaiaHl

faila to talc* tU* Into aeooont.

CrltielMi hM baan lawlad at tba Courta and ttia Conlaaisaar for aul«U.

ttttlne tbair am JnAgaant for that of tha baalnaasaan In what JoatUlaa aa

MWMOatlan of aarainsa.

Ik(M haa aiao baan a tandanojr Igr ttaa Conrta la a nuabar of
oaaaw to aviiatltata JwUdai Jud^iant for tha boslaam >HlgMBt
•f the aorporat* dlraetors and offioara* For «»—

p

i*, tiiara la
JndlElalantheallgr is tha aff*«t that la dat«radlali« tfai raaaoiv-
alKla aaada «f tte boalnaaa, ttaa Court aay tali* iat» aaMNat tiw
. • . CMdlt Huauraaa atdali woold anaiaa It (the eosporatlon)
t* wdM aartala awinlalUona. thn WawBiu a Cotp, 36 TC S85 (I9te)
afTM CA.) 12/26/63, hald that rnixum Urn taapayar aorporaUon hadi
foUoiwd a mmm of nnanslnK lt« pravtaM wU and gaa ptvperty
aaqnlslttawt It ma aat nawtaary t« awRMaot* Mmtogs fiar
fntura a«r;td8ltlotw of an^ propartiaa,""

Khan anottaar eorporatl«B advaaaad tha JuatlfleatloR that aamln^ mra

Mtalnad agalnat tfaa hasarttona natio* of tha taoalnass, tha oourt aald la ragard

to thla apaolfle raasen» "Mt an not liqsraaaad . • . Aftar aU, OaClam* had

aurtriwd whatewar bualnaaa haaarda thara war* for a good aaiv »»ara . . ,"^

Sa anothar oaa* whan tha eorporatloa wantad to hold tmiM of •obsldlarlaa to

aanaaal tba Aaada fro* er«ria.U»m and landlorda, tha Court aaldt "^^vMi if it

""iataaa, «&, jJi,, p. 131,

61o.«— 1—»— ^. iq Ma*, Boaj^ #3>K>67, Mly 8, 1933.



own) actadiUd that tiwr* was « poaltlw plan to oonray in fr»ad of MftaUi

crsditow, KUppoM to •Vada wrtax wonld not follow."^

In • r*««Ht oaM Involving Tad Batas & Co.,^^ an advertising AemtVt

although Bsitas to«k ttia peopvr atapa. Tax Court Jndga Wllliaa K* Fay ""'

rmtfUmA daeiaion on nbo bad tba faurdaa of proof. Ifaa (tuaatten at hand waa

bow larea the woi4clng eapital of tha eonpany ahould be, and «(wthar or not

thalr plans for foraign oparationa vara dafinlta* It is qtdta obvloosl;

dlffleult for a eos^paajr to prova tha acount of woikii^ espital naaasaary In

thoir faoaiaaaa iAmm tha olroaoMtanMa of angr aaaqMoqr ara Iniivldoalistle and

not aenplatAly eoaiparsblja with smb another easpteaj In tha aana ijidnatry.

A basliwss pabliostlon lavalad tliia erltleisist "Tha only rsal aaaat a aarvloa

mMfmut has>-baaidaa oash In tha bank^-la bralnpewHr* Hov, in a vary bread

smsa, the Intamal Ravanaa S«7rloa is tailing braiaponar aaafianiaa that tha

oash isn't raoassary."^ In • aonpany aueh as Uds proHtnant advartiaing

agenoyt or for that mattar any sarviM eoRi-anyt aaalth doaa not lia in tfaair

invmtory and fixad asaats, but rather in the qiulity of thsir i«rsonnal.

In tha eaaa of s fira in this situistion, tbair liquid raaarvea ara their only

i^'otaotlcai against business adversitlasa

Kog. See. 1.537-1 (a) "apparanUy raaiau fkva OMgraaalenal «riU«lan

Inalad at tlai Swviaa that, in absanoa of edaqoat* gatdanaat ravaona aganU

la aoHMlalMS aasaa had a; pliad tbair individoal eonaapts aa to biailnass needs."^

^
^aalawara Tawdnal C<^.. 40 BSTA uao (1939).

^h, BaUs t ^, 3»» rCM 13l»6 (1965).

6^«^"Daas iirainpowar Baqtdra Capital," teiMMUMrit (OaaaaOjar 12, 1964),
p. 83.

———.-««

^SsAiari a. Oalan«y, "Mhst is •AoeanlaUon Bajrend RMsanabla Heads* of tha
- -

Ir-Ha 2ia Kaasina. XXXll (May, 1961), 1»08.



IhK Mgulaiifl* U at iMJit « MuU mmoi* of protooUoa Iter tb» eorporsU<Bi«

It eUtMi

te Menmlatlon of tha •amlngi and profits (Ineludlng tht

Bwllatrlbattd MonlnfB and proflta of ^«rior years) U la raesM
of th« rMMMttU M«l> «r tte buslnics if it M0««4s tha okmiA
thttt a pradHRt tealiiMMMa wsuld oonsidar appWFrlat* for tha

praaant bmlnaaa Foa^xiaaa and for tha roMonabljr sntioipatad

fHtara naada of tha bnainaas.

Thara la, of oooraa, alwigrs tha quaatlon of what tha imtaXLatant "prodant

bDalnassaaa" wmld do if ha mra In tha taxpayar's olranaataiMM al»«a im ian*t

aTail&tOa to taa qaaatianad*

tha abaanaa of Imohi ta stoaUwldara or dlraetora la an Important faetar

oonsidarad tagr tha eourta In datoralning vhether or not a ooopany oan afford to

diatrlbuta dlvletends. Tha court rsasona that if a eorporation eaa afford to

aka loana to its stoekhoXdeni (and ba darrl'Md of tha funds) It oan afford to

distrlbata ttw fands in dlvidands. Also, if tha stoakhaUara vtllisa tha funds

as a lean* Umr •*• not 'paying inooM tax on tha** Tha paasancw of atoekholdar

loana ia almat aonaldarod nriaa fads aridanaa of a purposa to avoid ineona

tax tqr tha stoekholdars. Xn tha easa of Ceoil B. DatiUla,^ tha absanoa of

stoekholdar loans was refarrad to fa|r tha Courta in Ita daaialwi for tha tax*-

payar. In tha awsponlon eaaa of willlaa C Mttlla froduotlons, Iao.^7 iriiara

there were loana to stookholdera, tha penalty tax was sustained*

Tha Courts did not look upon stoekhoJaer loans adfaraely in tha e««a of

California Kotor transport Ge<, I.td>^ beeaooe the stoeUieUer uaad the frnida

to aoquira assets for the oorporatlon wfaioh, beoausa of state regulations, it

oould not acquire for itself Imadiataljr,

. t^ili^ft- 90 F.2d 12 (1937), aff*d ^ £SA U6l.

^
^Willlaw C. EaKllle troduoUona. tea. . 30 Wa 826 (193*).

68
Califfflmin i^tor transport Co.. j,td.. 1 TO! 97* (19»>3).



In tte «aM, Ut«a a»ciiiMring Co.^ th* Conrt h*ld that th«r« la no

obJ*etl«i ie MQiandlng threogh ratalnMi •Mnlng* lnst«aid of d«bt or Inoraasad

Mplt«llsatlon. Hown«r, th» ploocfhlnc bMfk tmtt )w Into tb* •orporata antar-

pirlM aad not otl»r fl«lda.^ In GMMtt* FsUIiaiiias to* v. SalfT^ it ««• haldt

"Ihls oourt ioimn of no lln* of autborltiM iriiloh roquli-Mi this owrporttionf

or any otb^ tsa^so^Nr to do lt« financing In anjr partienlar vajt so long as

tb* wa7 It s«l«et8 is a l«gitia«ts vay* and has no ultorior notl^attont nor

iBfwqpor pnrposo la wMois tho soXaotion." Tlila aonrt's loglosl raaaenlnc

t^fftam ooBjaat^ eeiit««dlatoigr ta that In ths pravlousljr MiitlmMd Mimini

Cott>> easa* I» ths Hsnouw oaaa* tka aaurt hold that it was wwaaaisaty for

ttas tazpajar aorporatlon to aoeonalata aandnga for aaqulsltlans aiaoa frietr

aequlaitlona had baan flnanoad throogh credit reaouroas.

There is sonewhat of a oontradlatlon la tba ragulattmis eonaamlng tlw

l««MDalilanBBS of aoouBwIatlon. Cnl; one of thaes regulations i* faToraUa

in Intarpratation for tba Uxpagmti

Saa. 1.537-3 (a) stnUst The InwlaaBa of * aovporatlen la Mt
wnraljr that irttieh It bss prsflonsljr aarrlad en bat laa^adMy la
wnoralt any Una of tnsiiiesa shloh it aajr andortaka.

See* l*53?-2 C^} Btataat lanraatoenta in propartiaa or waaritia*
which ara analatad to tlia aotivitiaa of tba basiaoss of tba ta»>
payer aearporatloBi rapresanta m anapla of w viraasansbLa aoctMO-
latian.

The eourts haw gawarslly followad the reasoning behind the wfavorataa ragala-'

tlen. la tba Sajnoad 1» Snlthf lae. oasa?^ whan the favorabtLa regalatloa was

eitadi the texpajar loat*

^"'lllll UllllMlllll "III
'*C* Mm Ovxdeet Hoa. 10758^ and 109876, Joljr 2i>, X9^%

^hrtldMd ladMtrlae Inc.. T.C Kaae Oacdiat Bo. 3387, Oat* 33^, 19<*6.

^haasHS. f^lJAs^inn; Ca* • Salf. 103 F,S«f . , 779 (1952).

^^ttOBAi* Mtt» iaa^t 292 F.Zd '»70 (1961), aff«d 33 XC \l^.



The Interprvtstlen wdar tha 1939 Ood« wut

Tba rocnUtioM took tli« position that Urn bnstiiM* of tte
MMnd oorporatlon uas to be eonaldarad tha bosinass of tha
Clrat trdj whan tha aaoond oorporatlon waa a nara Instmmital-
itor of tha flrat; and to asUhllsh thla faot to the aatlafaetlM
of tha CoMBlssloBart It vaa ovdlnorlly aaaantlal that tba flnt
oorporaUen own all or aatetaiAlaUT all of the atock of tha
Moond.'?

ia tha law la pqraaantly lnt«rpratad( a fanainaas <.ft.iulrod tagr a oor(«rattoa

oat taa an aetiialy ooniuotad buslnaaa whatber It la oparatad aa a divlaion of

tlw taxpayw corporatiOB or vnathar It la a oontrtaiad aubaldlMy oorporatlon,

HM Ijqjortant factor la that tha Invaataant Is althar ralatad to tte t8i]qpa9«r*a

IMaaat boalnaaa, or alaa It la •eUvalj' apar&tad tgr tha taxpvw.

Thla woold Indleata that It waa poaalld.* for a aon»r«tlan to exv^and thalr

praaaiit operations and line of btulnass throuch ratainad aemlnga or aiqr other

aihad of flnanelns. ShotOd the corporation altar their Una of buslnaaa

through expansion, hoaaver, retained aamlaca rapraaanta a vtOaaraUa aathod

of financing.

tha corporation most llkaljr to be aasassed the t«x« as ladlaetad previously,

la the small, closely bald wmpmf, Thla foroes tha saall eor^oratloa ta either

•aak aspaBalon through Inereaaed debt or equity fi andng. As is nail reeog-

nlaed, a flra ulth an nnpraimn eamlnga raaerd has diffleolty obtaining ovtsida

financing*

In the initial operating phasaa of aa aj^ndlt^ aaopaiqr's
aetlfitias, capital anat amUnarUy be raised on a local or
seeUonal basis and usually by nama of prlvaU placsaNnts . . .
OrXy in unusual eirecnstanees will the organised financial narkets
and instltutlMis of tha aomtry be available until tha acagpaqy baa
proved its earning aapadty by a oonsldarable i;eriod of profitable
operations and by greaiw ta • sisa suffielant to supt«rt a petilta
flotation of seotarlties.'^

73oelaney, jg, jjjp, p, W5,

7*J, Keith tettere, Uwcnaa S. Ihaapaon, and lorrm U BolUBger, KftWets of
TaxaUon « InTcataant Jgr T]||^«TV^nf-'f (Beatoai Olvlalon of Raaeareh, Qi«daate
i-ehool of aialness AAdnlstraUon, Barvard University, 1953), P. 6.
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if a. «Mnper«Uao*s tnnmea arc umtlUlsg to dUuU thair aqultsr, iimj

av alnost foroad to obUin d»bt flnmeitig or arold di»«r«i£i«d •xpanslon.

Xto pet«iitt«l daoctr to csalX buviiMM wm reeognUadt kgr a tu iirastlUonwr

nho said!

Ma are m«1iic a staady dMraaaa la Maall and fanUy con-
troUotf eerporatioas. Sommt <» Xatar ttiay Uqoldat* or osrga
«itli publleXy ouMd oorperatlont* Tids i» not a dMimfale
ItMtlon and is CO rMognisad «)>w Corctm* «om ti»o«eh tte
fiam tf f^widlnc ao-eaUad relief for aaall business oorpcra-
ttsM* let ths tax Xsm liqiose—throtich a*Ut« tans, Setrtioa

53Xt dlsCTlidlnatlon In tension and other deferred eoDpensatlon
plans* salary restrlotions, and oUmr provlslaM->dlffiealt(
If not li^osslUa for small and fanlly corporations te sarvlw
through the years .75

The anwnwlatad fMndings tax» If strivtljr eonstrusd and enforeed, oan

effeotively Impede the growth of the snail eorporatloo. ths possible Inequltjr

of the tax advantages eslnod through ths oorporate struoturs t^ its sh&reiiolden

Asald be aslgiMd sgslnst ths eosts of ths dsstrueUon of ths smU eorporaUen.

Ths CoBgress ssloisiasdgsd ths lopcnrtaMW ef smU hnslnsM sagringi

OtMW ths ^ipwrtoiltj to begla ssHtU sad grow btg Is stat off,
ths iMsrlean syatsa of fres •at«rj»is« will have bsan effeetlveljr
dastro7«d« Ws, as a pseple* mU hove lost our individual o por-
ttailtiss to lw«0M) tb* ar«hlts«ta of our cwn fortunes. We need
snail tasslnoss, a«t naosssariljr bse&use it is sasilf but bseaess
It is a SfiAoX of epjiortunlty.'"

lbs final result of limitine the f»ssltae eiQisntiaii sf saaU. •erpersUeas

throogh thslr retained eataliigB tagr oaans «f the saecaaHatsA earnings tax, sa^

be te extlrpet* ths saMtU eorperatisn. XiMS«assd debt flnanelng inereases ths

risk of bankn^tejr and ths high iset'talit]' rate aaiong nev businesses is well

known. By forcing ths saaU. eerporatlaa te aercs with larger eorporatlons, la

order to ezoand in new fields, the saall oorporaUon, nonetheless, loses its

ezlstenosa

^^"How Agents are Attacking SeeUon 531 Cases i ReporU bar Praotltiooere
fron 14 Districts," gj>. ,^^, ; . IH?.

' U. S., Congress, Heine, dZnd Cong., £nd i^es., 1952, Kept. 2S11. p. xr.



Tmo of tlM aajHT Md«rlylng thoaghta •uFfxu-Ung th» tvommltttA Mmliiga

tax !« Uwt (1) aa iaaqolt^ «mbc taxH4wn la are«t«d it on* taxpcyar auty

peatpoB* pajTMBt of kdkS i«r«<nul Inaoat tax on lila InersaM in fanda ligr um

of tha eorporat* •truetara, and (2) if anrporata aaving aa vaU. aa paraonal

aarlsc amaad boainaaa Invaattsantt a raaaaalooary foroa ia oreatad. Thaaa

«iaws maj ba ahillafd.

ioeamUag to aM authorltyt Ana 19'»7 tfaroueh 1950, aoouaMlatioM aff

um Invaatabla finda by ajuwHin <ailta mra aa foUouat

(1) that aa a minimm oatiMta, tha top 1^ of ai spandii«
vnlta with not Ina— of abevt ^5(000 and evi* aaeavntwl
far aaro tka» a(w>qaartar af tha aiwaaX aoomalatlana af
inwitabte f^nd* oada tagr aU ap«Httii« anlta la 19<l8, and
praawiMy also la tlio othar poatiMr y—rm»

(2) that* agala aa a alaUoa oatiaata* tha tap J^ •t all apmd*
lag aalta alth aat tnaoaa of 1X0,000 aad o«ar aaaaantaJ far
aara than ¥>i of tha total.

(3) That tha top S]( af all spaodlag anlta with not Ineoaaa of.
^jOO and Ofar aaeeontad for mora than 55^ af tha total.''

Thia author qaaatioM whathar it ta truly In tha baat intarasU of tha aaMMay

to dlaoeuraca infaatatat la aaall oorporatloau bgr tha aid aad u^par inooaa

braakaU idw ara tba onaa aoat lihaly to banoflt firaa tha oaa of tha oorporato

atroetoia. It would ha Interaatlng, If It wara poaalhla to da ao* to naaawa

tha offaet on antraprananrlaX aplrlt of tha aeonmalatad aamlaga tax and ether

Buah tucaa diatastafui to tha aaall biulnaaaaan.

OMOt It la tha aeewadatlgn of Idle funds that rapraaanU a raoaaalonarjr

farea on tha aoonoiv. It ahoold be of no eonaaquanaa la what flalda thaao

funds ara Invsstad aa laag aa thoy are aatlYaly Inrestsd. Carporttlons eooU

ha dlsoour.>.gad froa Invasting In aaenrltlea In whioh tha eoBK-angr did net

7?Buttars, aa. 5ii^, p. Ikz.



Mtlfvly p«rtlelt>at« tqr allaidng th« dlvidmd oradlt only If tlw invMtnMt

i>«pr«Mnt«d a najority holding In a aub*i<llai7» or a aubaidiary'a hoUlng

in Ita parent's stook* thuSf only Jjjj^ aaeoralatad ftnda would \m aubjaot

to tbs tax.

i» HigM tw •zp««t«d and justlflad in ord«r to pravant th* taxpoyar from

•oNMljr noMibarliie In ooort that ths aorporata offleiala had had plana for

oerrorat* aspanaton In Bind or aona ethar plans for thalr ratalnad samlnga

In tha t£X year In quaatlon* tha oourta ganarally raqulra that tha tax»«ywr

produeo ta^ tha aorporata nlnntaa or other avldanea tnat aooa doflnita and

aonerata atapa wara takan. ! roof that anginosrs or aoatraatoni vara eonaaltad

la aaaally Tiamd f^vorstay fay tha eotsrta aa indioatlng eonaratanaaa of lOana.TS

fiat Mwra plana vara not dafinlta tha Court aaU* "It la not anough that a nabo-

lana plan aay hatM pasaad throogfa tha nlnda of tha Uapfr'w effiaara and dl»

raetora without any dafinlta iii—i»iiaiito."^ In anotbar ee^aa tha Court saldl

iD aoevnaUtlon of aamlnga for tha eonatruetlon of nov b«lld-
Inga aay ba raasonabla ondar oartaln conditions, but ;fhara, aa
hara, nothing baa baan agraad u' '.>n and no deflnita aetlon has
baan takan ... Uwra la no justifiestlon ... for furt.'iar

iH—latli^ aandncs . . *°"

It Is qalta difflonlt to p«real'*a la advansa In nany Inat&neaa vhat «111

ba dat«nalnad to Justify aa aaeanlatloa of eaminga In tha bualnaaa. "A ravlaw

of tha daolalons ahoiM that Mat oftM no ana slngla factor rastau la aa aaewm-

latlon baing bald to ba MNUNmafala wr wraaaonabia* Kathar, It la tha enlalaa-

tion of a aarlas of avaaU.*^ Hot •• ... all w^pctantly .^raaantad aasaa

.
Bak^g C^., J22S,., t.C MaM Dedcat Ra. 35612. Jnaa 18, 1953.

'^ni£ailiiaafcL£s££>> i.c Ha«o., 1956-82, Aprn 10, 1956.

*Wwral aaaltlng. * TO 313 (19i»5).

^Jslanay, ^L. ^t., p. 406.



bM« bMi «Ml ky tto taxpnywr** PNbkttjr ft* "a«t comrlnobic raUooal* for

tIdJi i» that tlM tolav 9t f««t !• BOi l»n tdlth tte «aM«l«U«! tkat tte rma»om

)V Uw MW«aHait . . . «t Uw trUl mrm ia truth and in f«.«k tk*M af ttm pHrU<Na*r rctwitlMi »t 1««m, bammr f««i tl»

woM aay baw bM» la a jwwral iMataaM •••.*^ Om tax Mqpart laaanta

that altiwafk ^MMQr WT Urn Utigstad aaM* vara atmA (qt aaah iiarwl al aaaaMi>

lataA aandaia* t«s wilnnnn «8 •ta«ttoUer loaaa* failnra te affaafcaaf pUaa*

•r vacaanaaa ... tihaaa ara tfaa aaaaa iMak MVjdjr tta praaadaaU.*^

A faatar wtaialk la partapa aapaalaUr inlUtlMS ta tka haalinaiain la tt»

fast «» niaimiiiit U atOa to aaka aaa* attMUaa aaa «f MailaHli* thaa tha

taviqFap la. tha WmiaaMi ««aa luaa to daalara tha pmulij tax vltUj* tte

yaviad af tka aUtuta af Uidtotlooa, tnt thU glvaa Urn f iwiiaa acwfc a alMM*

to ilimw tha Mt*§ aataallgr aada of ra^alaad atmlnsa. 9aa« aavperatlaaa

aald —InaMailly ha aativatad to aanr aat ttolr nabalaaa ;l«a« If t>Ngr i^ailaad

at tha ttoa that itmir dalagr ant Uak af daflnltaaaM algkft aaka «Ma Uahla for

tka Saa. 5% ranaltr tax. It haa baM aald that, •« yawaaa acaat la

fltftad aitk 20-20 MadaHH . . .'^ la aartala aaaaa aaak as to

Thaatraa of Uana, Ina.," tha taxpaywp h«a aa* baaa aa affaaUva la atHlalin

WaidmH* la thia aaaa toa Omv( hald that aiSdaiiaa vaa laauftlalaBt to

«i«>rart a ftaUaf tkat ftoda aaaawlitad la tax |Mm iiiOli^ Jw» JB, 19M)b

aad 1919, wva xatalaad atth tka lataxt to aaka aapaadHwaa loi 19S0 aad 19SL*

^^OMld B. Halaaa, "Sm to FMawt tha >3L Caaa to tha UtSt Bavalapdiv
to CtaMlaaa tha j^nt," JhbhL JC imiMik S^ (Kwak. 19M)t 136.

^^Bakart S. MalxaM, "SxpMialw flaaa aad tha 4aaaiialatad lantoga tax,"

., ItBlUaH (nrtaaataai Tax laaUUto lao., 1962), p. Ik}.

£»• Hiln 2M r«N 23? (19&L)» aff'd



A najor dawlopoMit or erowth of tfa* law In tlw aeeu-mlaUd ••mlnga tax

•TM ha» bsm la itodc redMipUon plan*. In th» fiwlold Coapanyt ^«« «>••

th« tiuq^a^ar oernoratlon had borrouad a •tibatantlal sm to purohaa* slnglo

(TCbIw Ufa Instvanoo against th* Uvm of Ita tuo atockholdera. Tho eorpora-

tlOB «a« to [iwohaM tb* atoA of lt« oiinon apon tte d*ath of oltbap. Tt»

baala quostion Inrol^rad was wiwtbar th* iad*M«AMM quallflad tor tto buliuwad

InvastnaRt aapltal crodlt (tnidor tha axeaa* profit* tax) and this tum«d on

MMtiwr th* lwa*>»*itn»w ma invarrad for biialn**« raaaoa*. Th* Tax Court aaldi

Tba hanaflt to tha patltlonar of svah a transaetlon appoara
highly raaota • . .

CotMladlnft aa wa onst fron tha ayldanoa bafora us* that
tha poUeli* bar* wara Fiirahaaad a» part of a stook purtiiaaa

plan for tha paraamd intarasta of patltiaaar's tiro oomuam
atodefaoldara and not for any taoain»aa purpoa* of patltlonar
Itaalf, va sost ap rova th* roapondant'a dataralnatlon.

Tha Clroult Court reversad the datemlratlon of tha tax Court and g?va

this b«als for it* Judenwnti

I'ha trust wa« dasignod to lai|J.«aant that original purposot
and, at tha saina ti^, add a forthar buslnasa ahjaetlva, rls.,
to : roTlda for oontlnulty of hantonlous aanacaaant* Hanuony
la tha aaaantlal eatalyat for aefalavlng gBod manafwmAt and
feed oanaeitsant la tha alna 001^ im of laog tam boalnaaa auooasa.
Patltlonar, daaalng It* wmacanant aound and haraonloui, eonealv*!
of tha trust ta Inaara Ita eontlno-itlon ...

... ibB r^atltlonar. not tba aurvlvor. is to i.urchasa tha
stoek of tba daoadant* Th* diffaranoa between a oontraet of
pwahaaa an tha part of tha eerporatlon and one oa behalf of
th* *«r*lvlng staakholder ta oora than a highly tartmlcal disbine-
tlxm, Slgnlfioantly different legal Incidents flow tharefiraa*

Thla waa an Isportant 9a»m In the stoek redajcption area* h% another ease

related to tfaia *BM*aUat» th* aateoa* was not so satlafsetary tar the taxrayer.

Felton Steel CasUng Gaaqoangr^ had tfara* sharoholdar* who h*ld 60^, 20JI, sal

Mii^i^w f^-.r..,. jQ^., 189 r.2d 230 (1951)t rar'g IH IC 1295* ^

^felton St*a| SggUag, Si.** ^Sl r.2d 278 (1958}» aff'd 28 TC 153.



20^, of tlw aMMB atook. Iho of tto stookbolttora wlataMl to mU Uwlr

atook—th» Individual ountng 60^ and on* of tba Indlvidaala ounlng 20ft, Ite

oarporation aoovatlatad Mralnga to purohna* tba aUrak. lb* ^analty «•• iapaaat

on ttaa tax y«Br aadad >«var.i>Br Vt 19*6, Iha 8to«k had btnt ratoaaad Ur

$800(000 on Max 31» 19'i?* Iba Coort fa^U tfcat Uila waa not a aorporata boainaaa

parpcw. It waa anp^iaalcad in tba judgMUt that tba aaUisg aharafaoiaai* (of

80)1 «f tba omarahip) «eqcdr«d thalr ontlr* aharo of aoeantlatad oaminga aa

«ai;dtal gainai vhlla tho gala to tha oorporatlon tgr avoiding now iiaiiniaaaiit

if tha atoak had baoa aold to outsldaira waa yroblenatloal.

In a oa8«8B whi^ Intmlvad both of tha prior nantlonad oaaaa, tha Oenrt

•f i^ppaala found that tha Saaloid oaaa waa appUoatla and aoi tba ?alton StoaX

eaaa« In tba eaao involved, wfai^ baa ainoa baooiaa an liiportant aaaa In ita

own right* a wldcw bad mado arrangooanta to aall bar atook and that of bar two

dwuMfa to tho taxpaorar eorporation. Ban MUlor dlod in 19>»j and laft bla

rl^Ma la a partnorahlp with BaroUl Stratton to hla widow and two daughtars.

Tha bualnaaa waa inoorporatod in X^lVf, Tha widow waa a dlractor of tha eorpora>

tloD bat took no aotivo part in tha imipiiiiiit* 9^ baliiK VMbXa to aoll bar

atook to oataidora» arrangaaMnta war* aodo for tho eorporaticn to parohaao ttM

stock undor soaa long tana loana.

Tba Clrottlt Court ravaraad tha holding of tho Tax Court that tho raatwilm

of the ^olton 3teel esao waa ar aieafala. It held that a atook reteB^tloB ean

be for a valid oorjiorata purpose, the daaim of tha wlda« to aoll and tha

desire of Stratteni the other atoekholxler, to keep tho bualnasa going waa a

proper oorporato porpoaa. Tha KUlera and Strsttooa had a baaio divergaaMO la

porpoeo la that tho nlllera were intereatad la dlvidanda and tha Strattona la

^,
^wrtitH^s^^ aaail IgMatttoiL 1b&> ^r* Ssssi- ^m r.ad 737 (i960}.



InTMtamt of mirtdagi mA wcpuision. Th* Court said that ib* fnet that tt

WM lets oottljr tbon Jlnandtig tha vantura tbrou^ tUvldand inoam wsa

laaatarlal*

th» fact of radaaption, ct Itsslfi bmntrat, fumiabea as
iMals for iiQ>otltlan of tiia Saotlen 102 tax ... lar la tha
altvatloe tltarad Igr the fnet ttiat tha Strattons n«jr batra baan
«rara that tra«aX alone anottaor routa wobU hava oaat aoaathlm
Bora In taxea. If thagr had a aholoa of routaa, th*/ wara sot
raqulrad ta Aaoaa tlw ana irtdak iieald ba aoat ooatlj to tha*
In tsxas.

Tha OUl Kattttfaetorlng Oa.^ inwaXiMd a tO. peroant radaai^tlon. Ifaa atoek

of tbaaa •haraboldarat lAo wnre ln:>.ctli« In tha eor-oratlon, ««« radaenad to

iMrtw tha throa raaalnlng at«4d(holdora In atwplata eontrol. tha Court raasonad,

"tha patltlonar eonetltntad the life work of Ita Oiflratlng offloara. Timj had

built It and vera {irood of It. Tha pretaetlea of tha •aoooala and fliumalal Itida*

liaaitiioa of that notk vaa aaareely lass wamntad sa a bualiwas purpoaa than if

petitioner had baan an IndlTldual."

The Oasetu tiAaUhing Co. eaae^ Inrolvod tha radainptlon of 20 paroant

of tha ontatandlne stoek of a aawpapw* Tha Court held that tha radae«>U<a

waa Justified la that It pranMaitad tha atoekhoXder Invol'wad flron peaalUly aalllng

hie ateak to partlaa advarea to tha aaUbllahsd editorial > oXi«r af tha pi^ar.

aetlaadd7t ^ tlw Caaaa fareraba* to tha taxrayar :-«ntlonad here, there

ma imrolvad 50^ aaMrahtp ar laaa. There appaara to U a dlstlnoUon at thla

laval.

Ibla Mmm imdnly natiiantaeX and without a dlraat ralatlomahlp
to tha avtetaiiaa of the qaaatlan Involved ... (A) redaiqitiai ia
net Midavtakaii for corporate bnaineaa parpoaea weald a«tm to be
Juatlflad only tagr a fladins that there Kill be ao alcnlfloant efaai«e
in the aanner la «hiail tha buatnaaa ia operated, Irtaapaatlwe of
whether the stoak la railaaiwcl or nct.^

^iiiiii.Smi/jaSmiiULSaL'» yf bta 1023 (i9?9).

'°S«sstJft y^Midry £a« • Ssl£» 105 r.sapp. 779 (1952).

'^Oaahlar D. .xnaatrong, «3aetloB 531—fieoant Case* Stugaat Hew froUaaa."—"^ Its "-"**T- I^'^U^ (NoTaaber, 1961), 857.



SataiiMd eamiag* aarvas thraa .-ujor funellon* for tlw oorporaU mUr-

prlM. rirat, tha BTaUzUlitjr of raUlnad aarninga Mkaa tha daalarkUon

of diirUMit paaatlOa, clnea a dlstrlbnUon of asMt* to tba owsara ftoa m/
other souroa would ba • ratum of aapltal* la Baiqr ctataa, tlia ^layaiant of

dlvidanda fron any souroa axsapt ratalnad aamlnga, tmlass It Is a UqvlcUtlng

dlTldand, la prohlMtad tgr stata lav.

S«aondl7, ratslnail aamlnga aarvaa aa a risk tavfTar for tha aorporatlon.

It aan ba vaad to absorb losaaa so that unlass tha lossaa axaaad tha balanoa

af tha ratalnad a«nili«at tha "tmst fund" of tha cradltors la wil^wlMd*

Batalnad aamlnga la aa laaraasa In tha aqnlty basa of tba aorporatlsn aad

tbns providas additional proteetlwi to tha eraditora. It aay alae anahla tha

oorporatlcn to axpcnd Ita dabt at a faverabla rata of Intarast.

Tha third fonotlon of ratalnad aamlnss Is to provlda a aaans of ajqtanslon.

***»•* aamlnga aaa ba tha basis for tha axpanslon of a corporation's asaata

Juat as tba sala of addlUonU capital stock can. Ratanad aamlngs hae irajor

•dVMitaraa ovsr tha sala of sa additional lasoa of stock la that It InvolTaa

no azpanslTa hrok»r«ga or othsr Sttah faaa and also doas not altar tha original

ataaUialdara* p«-amt«ga omarshlp.

Tha SMll aorporatlon ba« dlffleolty la obtaining both ~mM«fuii aapltU

Md dabt, as has bean dlseussad la aarllsr soetiors, the rastriotlon of tha

aaoont of aamlngs tha small eorporatlon ssay retain through strict laposltlon

of tha aeoBBulatad aamlngs tax, asn thraatan tha long tam axlatanaa of tha

a«ll corporation. Ratalnad aamlags woold ba llraltad to perfomlng only tha

ftrst foneUon-Hsaking poaalUa tha daclaraUon of dlyldanda. Kxpansloa Uirengh

ratalnad aamlaas aiat, undar tha rogulaUons, ba la tha aaM Una of fauslnoss as

proTlonBly pnraaad by tha oon:oratloB, ragardlass of tha caBparaUTS ia^)fltabiUty

of an iDvastMit la that Una. Tha roatricUon of a aofpavatloa's growth eartalnlj



iBOMMM tte riak IwraXfwd In an ImwitMBt In its aaeuritlM* Thua, ilw

stjrlot iiqxtsltlaa of U» Mowalstad Minings tax oould oblitsrats tfas ass-

falnsss of rstaiosd saniliiea la its fonetiaoa as u risk )w£far and a ooans

of azpainslon.

Ite rstalmiant af samings fagr « oorporatlon afasuld be b&sad on svvwal

factors

t

(1) Ths rats of retvm availaU.s on InvsstoMits of rotalnsd samines
as eaoparsd vitli tbs rat* that nay bs Morasi < an Imsstaant
of eo«{<*rabls risk outald* tfas fin*

(2) Ths ssllir^c costs of nSH stook Issttas in onjunetion Mith tiia

aatisipaisd sspansisn nsstfs of ths hasinsss.

(3) Ths astsbUsbad dlTldMul pollcgr of ths fim.

W CeatraottirU obligaUons and Uw dsbt to squlty ratio*

In ths snail oorporatlont an additional faaAor nsrlts eonsideratlo)! tte

Marginal t«x ratsa of ths stsddwldsrs.

Ifaa first factor la thsswttssUy sound bat practically, it nay bs difficult

U dstmnlos and Bay fas sapsmsdsd la iajwrtmos la ths visw of ths dirsstors tagr

any of ths sthsr factors. Bacaoss it is usoally iapossiUs to obtain a narginal

tax applleahls to ths stockholders in gsnsral, directors often feel obliged to

aintaia a •onatant divldsnd policy. This enables ths Individuals purchasing

ths stock to do so uitk kntnOsdcs of what ths dlTidsnd poli^ uill be. This is

a typ* of "SBSM^uaUe* enployed by directors of large eon»rati«Rs bsoaMS it Is

inpoaaible to adopt a dividend policy acceptable to atoekholders of dlvorsa

iaeaas lewis, and thus the indivldaals pitrcfaaslng tha corporation 'a stock «ill

tmaA to do so only if that dividend policy is satisfactory in reUUon to thsir

AU fizw that havis aa uaUnitad life will la tlaes of a rising price level

»H«1»» •» a^ovlMI of ntslasd earnings to maintain a static produoUve capacity.



n rnnvmt mill te tmlmpmX* bmaktm ef tk« taid* T«9tlr«l to

tm^lAQ* wdlaUiiK a^aliant. Ttaa m vxpuatUm of i>«t&ln«d Mnilnsa mtf to

iftM •• tfa* aourw «r th* kil«faHF priead astata If ad41Uon«a teM or

•qCKlty fimailac ia mmUrtmI wAMintde.

Hmii XliM dMln «Kji«nalen »A tto oo«t of iKMlttund wHaiii fliiMMlRC

MMi to iwithii asklMi tto mtl ot r»t«].M4 MMlngt* Tto* Mjr pM«» it dmilr<>

M» to MVMid ttowch lnt«nuUgr nwmrtto ftote or tteamlb a iia<lrtiiatliM tt

InUnMl aatf axtoiBtl Xtoda* 41 ianrwwa 1» tto a^dtir toat aigr aato tt pMMMto

to iWala f«*M»ld« toraa an 4iM flwiiiatm*

tto aaiii|pi—l aff vaUiM* •oadaaa Snalvaa aaaarUtoli« tto toai Intoraato

•ff tto ataaktoUata aad tto rim mt naaa»raaT«m • «t«Uaa« paUar •• Aaaaljr

H|na< atth tetk aa paaaiUa* Tto aapaUa aanasamA of ntalnad aiTwInga la

to—Ill aalilj' Ml«ta4 to tto aifXaettaa nanmaaaiit af tto flxt** Imaataaitta aad

tto awarall winawia^ af tto aotpwxtian to najlalaa tto wirara af tto atoah

!ta

ftora tova toaH bqiUa< aanaatlaM ttoaattowt tUto pqpav af atapa a

•Ua« 9mt tate to imtvn that it to la tto toat joaaibaia poaitlan raeaHk

lai tto tapaaitta* af tto aaaanlstatf —anbatBt iai« ntk aa tto awMaiiaa af

atiatoil tig laank i aav^Ur AwUmd prtUigr mi tto afcaaaai af ataaktoMar

laana mm iiiia liiart tmfcmUtX faatoea la tto tavi«9ar*a fMw to "••t aaavta*

fto lapaitoMa of «f»t»<4tto raaerda aatatot to <fmemsfii»Bi.mi, Ttaaa raaoada

lattaato ali iitliaa ttor «« aiAatanUal amagh to Saivaaa a aaaH. tvr wrwijila,

Mr a fin iitiiiilaMat tto araattoa tt « toUdtof* tto aaaMltatlaB «t m
araUtaait awOd laiii aaa* m itaiiM to tto pUa tto* tto aara notaUsn la tto

toavarato atoatoa. Ito taattiiiar t attaaaaaa laa*t aa tiwn»aai«i antoaaa



M records of tbalr thoaghta and laUntians during th> tax yue In q«MtiMi.

AlMt son* Indivldu&la, who wer« iBportant Innuonoas on pollQjr In th* Um
pvrlod eonoomad in tba trial* alght not bo availablo to tostuy at tbo trial.

A poMltal* prvMntiT* to th* l>i«*ltlon oT tho iim—ililri Mmtiwf tax

la to raflaot corporata pcrrpoaas on tba financial statcMnta.

Jlnoa the subdi'vlsl<Hi of r«talnad aarainga will raflaet
both past aee<»ipll8fanants »nd fatwra plana* It la doobtfU if
te Mwgr aaaaa tla laaapiiMia^atad balanea will bo largo MMogk
to warrant qnaatlonlnc tgr tlw tax dapartoent . . . Xhla naiiii
... that tha eorporatlao urosonts substiuitlal and aeooFitabtU
avidanea of aarlous latont to su, ort Its funotlonal btwakdoMB
of rotalnad eamlnga.'

ProbabOjr, tba Mia tbiim tbat oorporaU diraotora should do, la to ha alart ta

tba poaalMLa lapUcailona of aartaln aeUons with resfaet to tha aeounulatad

oamlnga tax, and to wal«b tha ralatlva eost of an«b actions. In cartaln ossaa,

after c^aonlatlng tha coat of a propoaad ntty, tha corporata diraotora aajr find

It Bora favorablo to ilak tha li^ioaltla* «f tha ponaltgr tax—hot thdr uoaaibla

llataUlty to Minority toekhaldara mat alao b« a fcetor of eonaldaratloe.

Tha aeetBBlatad aarninga tax 1« tha legal davlca uead la tha attenpt to

ako It too expensive tax-«lae to aeoanulate eaminga In a eorporatloa that

is net aub>et to the high pereaoal holding eoKpaay tax ratea. £aminga

acManlatad have been t»mi only bgr the eori.orata tax. A poaaihle Inequity is

created between the tixj-ayor who aaiat pay hl|^ psracnal tax rataa, and one Mho

through the use of the corporate structurct can withdraw eaminga in low tax

yeara as dlvldonda, or pay only capital gaina or estate tax <m the altimt*

diaposltlon of the stoefc*

''Warry G, Brown, <a>lTlslon of Retained Eaminga to Rafloet QiMlnsss Needs."
«scountlpg Rei^aw. ZXXXI (Ai^ril, 19$?), 263.



T)w dlfrcMiM* faatwMM Um aeiiiomita ln«oM tax raU aitf th* Individual

inoooa tax raU wUl always oraaU a altnaUaii In whl«h tlw oorporat* fom oan

te «Md to avetd psnanal inoom taxM, this !• trua not only in a aMOLl aar-

poraUoB, twt alao in a large ma. Tha acoawlatad •amlngs tax* a« it U
MM adainlstarad, la inaqoltalila to aiMill oorporaiioaa.

itt a«anoaie Juttiflcation oftan oltad for tha aoctiaulatad aamings tax

la that if InslnMw aavinf tmifw paraonaX aavinc axnaad InraatMUit, a raosa-

sionarjr foraa ia oraatad. Tlw Ux dlaooora)!** businaas aavlng. Iha tax has

fawrabla ravamw affaeta far tto eorsrnnantf not onljr tfaroagh tba Judgnants

aasaiaadt tat alsa far tha stlauiatlon of iaoraasad divldand distribution.

nara ara danfws inharant In tha aaeunOatad aamincs tax. Iha aoowM-

latad aaminea tax, as waU aa aavaral «i)wr taM«, aabetantlally radaaaa tfaa

attr&etlvanass of invaataant in snail aarpevatiana. It would ba iaposailOs to

aasura tha affaet on antrapranaurlal apirit Umm* Itm ha** had, bnt it faaa

posalrjly baen aubetantlal.

% raatrioting tha posslhla axpsnslon through ratainad aamings of snail

aerporations gaoarally to tfaair iveaant Una of buslnaaa, tba poaaitoOa gr«wth

of thasa orgonisaUona is liadtad. Mbt finanalng, if aTailataila, inoraaaaa

tha risk of bsnkmptogr. Utoaat*blisha4 hnaiaaaaaa has* a high daath rata and

thia inoraaaad rlak is undasirataa. Urn Mnara nay ba wwilling to dilvU t «ir

aquity or arsn if thay ara wUiing ta aMapt dilution, outaida capital is oftaa

difficult and axronalva for tha awOl aorporaUon t* obtain. Satainad aamings,

thus, roprosaats tha aoat foasitOo aaans of flnanoine os|Mmaian for tha aaaU

tasinasa.

taslnassas which uao thalr aamings in activa invostsanta whetbsr or not

these aeUriUas are related to their original oorporate pur oaee, aheuld be

allMMd to do so. It ia j^Jj, tmd» that oreaU a raoeaaionory force in tha



•amaagr* Tim restriction of th« dlTldend credit for oorporatioM •hould b*

affaotiva in halping aUoinat* tli* attraatiTaiMaa of Idl* inrastaant*. Ttda

would tfri-V to both tfaa lars* and saall aorporation. It would aaan raaconaUa

that tha «c<sianilation of idle funda if larea aarporsti(»a ia sb nndaairabla

for tba •eonoaig' aa tfaoaa of aaall oerporatlons. Xat, tha tax as adainlateradt

ia diawininatorjr tanarda aaaU. boainaaa*

Tb* aaatiiwad growth and axpanaion tgr taarieaa Mftaarpriaa In {vefltabla

areas sheold be onsonracaA* i^o, busineasas ahotdd be allowed a reaaonabla

aarplua aa a aafety faetor whiob waa eo usaftal to thaa in tha deFvesalea Tear*

•f tha 1930*8. Bosineaaaa, after all« ar« not guarantaad a profit*
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Tb* aeeoimXatad •amlngt tax turn b*Mi dnrnloimi oror a. long pvrlod of

Um» thara an tfein* numt amMnilj glTan in support pf thla tax. Firat^

•Mwnlatad aamlngs are not aubjaet to tba IndWidual InoeiM tax aiiA thM mj

ba raallsad tagr tba sbarafaoldara through tba fa'voro.bl* oaj Ital gains tax or

ilartavart aa divldaada In a ytae faverabla to the taxpn}«r. Tbia erantaa «
Inequitahlo sitnatioB la tba yUm mt tha taatPayar •ntaida of tba eapltaX*

•applying aaotoir of the Moneagr «lw !• onatOa to utlllsa tha eorporata atnetura

aa a dawlaa for aatlng and la obllgod to pay an in*dlsta individual Ineooa tax

OB hia inflov of fanda*

Saeordlj, ba<a»aa tba tax ayata* graota aa inaoBtiTe to retain aaming:

In a aorporatlon, aoaa aaoniartata faar that 1b a pariad of a riaing standard of

living, tha daaira of Indlviduala and/or boainaas to save will oxeeed tba dealra

of buainaaa to Invest and tfaua a rossaaieaacj foree will ba ersatad*

A third reason that may ba advanoad la svpport of the aosaaolatsd samlnga

tax la that the stoekholda«« rarely bavs the ehansa to eompare the rate of re-

turn aamad on Inveetosnts raada froei eorporste retained earnings »ltb those

invastmmts of ainilar risk available outside the businsss* Tbns* this absenas

of a MBparlaon creatss the danger that Moaeads reaouroes aay not ba optlaally

allAMtad.

The aaeamlated •amings tax Is not applied to Uw eorporatlen's surplas,

bat rather to the taxabls laseas of the eerporetloR after eertain adjnetiaents.

ths tax rate Is 27D( m the fint 01)0,000 oT asswwlatad t^-cihle inooM and

y^ on sMMHts above $100,000.

The relavanee of the aeeumilated earnings tax to tho eorporation is not

llwltad to Its as^^aamant, bat also ineludes its effseta on oorporata s.olieiy

froB the iapliad or actual threat of its ljq>ositlon.



The MooMOatad •amines tax is MpMiallT inlnloal to maOl bosinMa

oerporctionst Ib iwst oaaes, tha poesibls axi^nslon throut^ ratAlnad Mntana

ttf aaaU oenxirjitlaM is liiiltwi to tliair prM«nt 11m of buslMM. 0»)A

eUuuMbig» If cvailaUUt iiMMMM the risk of buitaraptcgr* IhieetablislMA

liMlWim baw ft U^ dtoth rat* and tfala Inoraased risk is sndssirftldjs*

Tbs owters nuqr be uRolUiiis ^ dUvte tbsir equity «r SVM If tfaigr ar* itllUng

to asaapt dilution, ooUlds espltal Is oftmi dirn.cult and oxj^nsfw fop ths

saaU eorporcUon to obUin. Batalnod •amlass, Ums« Mia-MMts tb* wwt

fMslbiU aaaas of timrMinK soqwnslon for tho araall bsslnMs.

Dnslw— «bl«b om tiMUr Mninss la «etlv* invastawnts wtictbwr or

not tbaso aotlvltlos ars rolatad to tbslr odginal oorpont* snrposm, sbould

bo alloMd to do so. It is igi^ fonds that orsato a MMSslanary foroo In

tfai •Mnoav. Ths wstrietien of tfas dividind orsdlt for oorporationa shouU

bs effaetivs la hslidng aliadnat* tba sttraetivsnoss of Idls Invostaants.

This would «p:l7 to both tba large and sniall oorporatlon. It woold sssa

twssimabls that ths awnBailaUoii of Idls funds bgr 1s*bs oorporatloiis is as

iilssli I'la for ths sssiwuy as ttaoss of snail oorporationa. 1st, ths tax as

adbdnlstsrsd, is dlsorialiutoiy tsmids Mall buslnsss.

Tfas interprstatioa and apFUeatioo of ths law Is aa Iqpairtant factor

in Its effoet. Harshly adsialstersd. It wqr baw ths sndssirabls sffoet of

stifling the growth and aMpaasioH of Mall businsss wnvurations. ikislnsssss

ars not gaarantssd a profit and tlM rsiaa<ral of a aajor Inomtl'm to growth

and saciMnsioii has an ini41sd dangsr and warning*


