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FOREWORD

Recent public interest and inquiry into the earnings 

and consequent taxation of corporations brought the realization that 

the intent of the law had been nullified to a large extent. Although 

there had previously "been several similar flurries which resulted in 

Congressional investigations, the subject had received surprising 

little exposition since its inception. Shis situation has recently 

been changed, however, through the agency of a number of articles by 

able legal and economic writers, and throu^i the official pronounce

ments of the courts.

An attempt is made herein to discuss pertinent statutes 

and their history, administration, application, interpretation, and 

constitutionality. All conclusions reached are those of the author 

but it is believed that they are supported by the facts brought out.

Washington, D. 0.
April 4, 1935
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INTRODUCTION

As long as governments impose taxes, just so long the 

attempts of taxpayers to avoid them, or to hold their liability to 

a minimum, will continue. Our legislators have not been unmindful 

of this, and the results of the unceasing battle of wits between 

law making bodies on the one hand, and nimble witted lawyers on 

the other, are seen in the increasing complexity of the revenue 

statutes. Although the burden of taxation should in theory be 

proportionally shared by all, it must be pointed out that the tax

payer commits no wrong if he avails himself of all the loopholes 

that the law permits. In view of recent and critical publicity 

following the disclosure of wholesale tax avoidance by large bank

ing interests it may be well to emphasize this statement by quota

tions from two of the world’s great jurists.

Justice Holmes of the United States Supreme Court:

”We do not speak of evasion, because when 
a line, a case is on one side of it or the other, and 
safe side, is none the worse legally that a party has 
self to the full of what the law permits.” 1

the law draws 
if on the 
availed him-

Viscount Sankey of the Court of Appeal of Great Britain:

”...it is perfectly open for persons to evade Income 
Tax if they can do so legally. I say again I do not use the word 
’evade* with’any dishonourable suggestion about it. If certain 
documents are drawn up, and the result of those documents is that 
persons are not liable to a particular duty, so much the better 
for them.”2

It is the problem of Congress to anticipate or discover 

stratagems such as are suggested by Viscount Sankey, and to close 

the loopholes that may thus be used to avoid and defeat the tax.

1. Bullen v. Wisconsin, 240 U. S. 625, 630.
2. Boyden, Income tax and sur-tax practice. 1933. p. 447
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The particular method of possible tax avoidance which resulted in 

the legislation, administrative action and litigation which form 

the theme of the present study can be stated simply.

In times of national emergency such as war, or great 

financial distrdss, it is customary for taxes, particularly in rela

tion to the higher brackets of income, to be sharply increased. It 

is universally recognized, however, that such increases are only tem

porary. Thus, there is an inducement for corporations to refrain from 

declaring dividends during the period of high surtaxes. If corporation 

earnings can be accumulated as undistributed surpluses during such a 

period^ and subsequently paid out as extra dividends after the sur

taxes have been reduced, there will be a considerable saving in taxes 

to the shareholders, particularly to the richer ones.



STATUTES

Following the ratification of the 16th Amendment, Febru

ary 25, 1913, Congress enacted the first of a series of income tax 

laws. In comparison with present tax rates the graduated scale con

tained therein (from 1% on incomes of $20,000 to $50,000 to 6% on 

those exceeding $500,000) seems ridiculously low, but even so, Congress 

recognized the danger outlined in the introduction. Inasmuch as the 

provisions of this first Act"'" were substantially identical with those 

contained in the Income ^ax Act of 19161 2, they may be discussed as one.

1. 38 Stats., ch. 16, sec. II, subdiv. 2, p. 166.
2. 39 Stats., ch. 463, sec. 3, p. 758.
3. 40 Stats., Ch. 63, sec. 1206 (b), p. 334.

In substance it was provided that if the Secretary of the 

Treasury certified that in his opinion a corporation had accumulated 

profits larger than were warranted by the "reasonable” needs of its 

business, these profits could be taxed to the individual shareholders 

under the personal income surtax. These provisions did not make the 

existence of accumulated gains in an amount beyond the needs of the 

business prima facie evidence of an attempt to escape the tax, nnlass 

the Secretary certified that in his opinion such was the purpose. 

Neither Act was ever employed against any corporation.

It will be noticed that the undistributed earnings of 

corporations were not subject to any additional tax to the corporations 

themselves until 1917. In that year an amendment3 to the 1916 Revenue 

Act provided for a tax of 10% upon the undistributed profits of corpora

tions. The tax was made applicable to undistributed surpluses earned 



after January 1, 1917. It applied, only to the net income remaining 

undistributed. 6 months after the close of the calendar or fiscal year, 

exclusive of the amount of taxes paid within the year. Furthermore, 

it exempted such part of the undistributed net income as had been 

actually invested in or was employed in the business, or retained for 

reasonable needs of the business, or was invested in obligations of 

the United States issued after September 1, 1917. In case the Treasury 

Department found that any part of the amount retained presumably for 

employment in business was really not so employed, a penalty rate of 

15% could be levied.

The treasury regarded the law as being difficult of en

forcement and it was soon recognized as a failureSix months after 

a profitable year a corporation might have no cash funds on hand with 

which to pay dividends, all its funds being actually invested or em

ployed in the business, and it would be a policy of doubtful expedi

ency for the Treasury to order conversion of some of the corporation’s 

property into cash to pay dividends. Also, doubts as to whether an 

amount of cash on hand was «reasonably required" in the business were 

necessarily resolved in favor of the corporation. This provision re

mained in force for only one year.

The 1918 Revenue Act^ initiated a novel departure. It 

provided that if any corporation was formed or availed of for the 

purpose of preventing the imposition of the surtax upon its stock

holders or members, through the medium of permitting its gains and

1. Montgomery, Income Tax Procedure, 1920. p. 797.
2. 40’Stats., ch. 18, sec. 220, p. 1072.



I
profits to accumulate instead of being divided or distributed, 

such a corporation was not to be subject to the regular corporation 

tax, but the stockholders or members thereof were to be subject to 

the taxation provided by the law covering the stockholders of per

sonal service corporations. War profits and excess profits taxes, 

however, were to be deducted from the net income of the corporation 

before the computation of the proportionate share of each stockholder 

or member. The fact that any corporation was a mere holding company, 

or that the gains and profits were permitted to accumulate beyond the 

reasonable needs of the business, was to be taken as prima facie 

evidence of a purpose to escape the surtax, but the fact that the 

gains and profits were in any case permitted to accumulate and become 

surplus was not to be construed as evidence of such a purpose unless 

the Commissioner of Internal Revenue certified that in his opinion 

such accumulation was unreasonable for the purposes of the business.

The validity of the statutes discussed thus far was 

never tested in the courts,1 and in fact very little effort was 

exerted by the Bureau of Internal Revenue to enforce them.1 2 3 4 Follow

ing the decision of the Supreme Court in the stock dividend case,3 

considerable doubt was felt as to the constitutionality of the 

existing law- and, consequently, a different means of checking undue 

1. The application of the 1916 Act was denied in Kales v. Woodworth, 
32 Fed. (2d) 37.

2. 69th Cong. Reports of the Joint Committee on Internal Revenue 
Taxation. Division of Investigation, vol. 1, pt. 3.

3. Eisner v. Macomber, 252 U. S. 1S9.
4. 67th Cong., 1st Sess., House Rep. No..350, p. 12; Senate Rep. 

No. 275, p. 16.



accumulation of corporation profits was sought. Hhe Revenue Act of 

19213- provided that if a corporation endeavored to prevent the imposi

tion of the surtax upon its stockholders or members through the medium 

of permitting its gains or profits to accumulate instead of being 

divided or distributed, there should be levied a tax of 25$ upon its 

net income in addition to the regular corporation income tax. Upon 

agreement of all the stockholders or members of the corporation, the ‘ 

Commissioner was permitted to tax them upon their distributive shares 

in the net income of the corporation, as was done in the case of part

nerships, in lieu of all income, war profits and excess profits taxes. 

The provisions relating to accumulations beyond the reasonable needs 

of business, and to the necessity of certification by the Commissioner 

were retained.

1. 42 Stats., ch. 136, sec. 220, p. 247.
2. 43 Stats., ch. 234, sec. 220, p. 277.

The Revenue Act of 19242 increased the additional tax levy 

from 25$ to 50$, repealed the provision allowing the option of taxing 

shareholders on their distributive shares, and also repealed the 

clause specifying that the mere.fact that the gains and profits were 

permitted to accumulate rapidly and become surplus was not to be con

strued as evidence of a purpose to escape taxation unless so certified 

by the Commissioner. It furthermore extended the tax to include tax- 

exempt interest and dividends which would otherwise have been exempt. 1 2



Ohe 1926 Act^ re-enacted the above provisions, and pro

vided in addition that the section should not apply if all the share

holders reported their distributive shares as part of their gross 

incomes« The entire section was incorporated without change in the 

19288 and 19323 Acts.

The repercussions of the publicity given to the revela

tions of the Senate Committee on Banking and Currency early in 1934 

resulted in the passage of an Act that is expected to put and end to 

this form of tax avoidance. As it differs materially from legislation 

considered to this point, it will be discussed later.4

In the nine Revenue Acts thus far considered Congress has 

had recourse to two methods designed to force the distribution of 

corporate profits.

1. Tax upon the stockholder. Hie first method of forcing 

corporations to distribute their gains and profits, in cases where 

they are withheld for the purpose of enabling their stockholders to 

escape the surtax, attempts to reach the individual stockholder. The 

corporate entity is disregarded. The shareholders themselves are 

taxed as though they were members of a personal service company or 

partnership. Each shareholder is taxed upon his pro rata share of

1. 44 Stats., eh, 27, sec. 220, p. 34.
2. 45 Stats., ch. 852, sec. 104, p. 814.
3. 47 Stats., ch. 209, sec. 104, p. 195.
4. (See infra, page 43).
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the corporate gains and. profits as though, they were actually dis

tributed.. The measure of the tax is exactly the same amount which 

the stockholder would, have had to pay, had he personally received 

the income instead of the corporation.

This method was used under the Revenue Acts of 1915, 1916, 

1917 and 1918, applying to the years 1915 to 1920, inclusive.

2. Tax upon the corporation. The second method under

taken "to discourage the hoarding of profits in order to avoid the 

tax" attempts to reach the corporation. In the case of a corporation 

refraining from the distribution <y£ its gains and profits for the 

purpose of preventing the imposition of the surtax upon its share

holders, an additional or penalty tax is assessed against the corpora

tion rather than the shareholder. The additional tax is a flat rate 

tax levied upon the net income or undistributed earnings of the corpo

ration. The amount of this additional tax imposed upon the corporation 

bears no essential relation to the surtaxes which the stockholders 

would be required to pay had the corporation made a distribution of 

its gains and profits.

This method was used under the Revenue Acts of 1921, 1924, 

1926, 1928, and 1932. It is also used in the 1934 Act.

As has been previously indicated both methods were used in 

the short lived 1917 Act, but the second method was so weakened by 

exemptions and exceptions that it was regarded as being practically 

unenforceable.



Despite all efforts of Congress to prevent tax avoidance 

through the accumulation of corporate earnings, it was reported to 

the Joint Committee on Internal Revenue Taxation that not one dollar 

had been collected through the enforcement of the 1918, 1921, 1924, 

or 1926 Acts up to October 1, 1926.'L It was apparently the policy 

of the Bureau of Internal Revenue to regard the Acts as a threat to 

compel distribution of corporate profits, rather than as a genuine 

revenue measure, -inasmuch as no taxes were collected through enforce

ment, and as application of the section to a particular company was 

only being considered in a relatively small number of cases, it might 

seem as though this policy had been successful. Instances developed 

by the Joint Committee, supra, and by the Senate Committee on Banking 

and Currency in 1934, show that such was not the case, however..

The following are specific instances taken from the 1927 

Report:8

•»Notes on Company No. 102**
"Company No. 102 was incorporated in i908. Its stock is 

all held in one family. Its principal source of income is from rents 
and domestic dividends.

**The net income of this corporation, before the deduction 
of dividends received, was as follows for the years 1920 to 1924, 
inclusive:

Net income
1920.. ........................  $84,078
1921.. ...........................  159,843
1922 ................    210,784
1923 ...........    41,101
1924 ......................................  98,200

"Dividends paid to the stockholders by this corporation 
during the seme years were as follows;

1. See note 2, supra. Reports..., p. 3.
2. See note 2, supra, p. 3.



Dividends
.................$57,500__

1921.... ................. 91,998
1 Q2P.___ _ .......... 0
1923.... ................. 0
1924.... ................. 0

"It is apparent that in spite of large earnings during 
the years 1922, 1923, and 1924, the policy of paying no dividends in 
these years has enabled its stockholders to escape payment of sur
taxes ."

«Notes on Company No« 103**
"This company was incorporated in 1916. It is not a 

large corporation, but it would appear that a reasonable distribution 
of the profits has not been made, as the company is a "mere holding 
company" •

"She greater portion of the income of this company is 
derived from dividends on the stock of domestic corporations. The re
mainder is derived from the profits on the sale of such securities,

"The pertinent facts in relation to this company, for the 
years in question, are as follows:

1 Deficit.

Year
Domestic 
dividends 
received

••
Total: Net 
gross:taxable 

income: income

Net income 
before 

domestic 
dividends

Cash 
dividends 

paid

1923... $21,095
:1

21,409: 3,012 18,083
1924... 24^292 30',206: 3^437 27^729 7,647
1925... 23,635 34,809: 9,317 32,952 7,000

Total 69,022
••

86,424: 9,742 78.764 14,647

"It will be noted that this company, in the three-year 
period stated, distributes only 20% of its profits. The increase in 
surplus during this period is about $46,000."

"The "X" Holding Company is a closely held corporation, the 
majority of its stock being held by one banker and his wife. There 
was no distribution of profits except in the years 1923 and 1924, and 
even in these years the distribution was insignificant in comparison 
with the profits.

"In the seven year period from 1918 to 1924, inclusive, 
this company has made a net profit of $7,920,908; the corporation has 
never paid one dollar of tax during this period. Moreover, surtaxes 
have been paid only on $720,000, representing tax distribution of less 
than one-tenth of this company»s total of net profit."



Ohe ”X” Holding Company, analysis of returns

A. Total gross income
B. Total deductions
C. Net profit
D. Nontaxable income: domestic dividends
E. Net taxable income
F. Tax paid
G. Surplus beginning of year
H. Surplus end of year
I. Adjustment in surplus
la. Reserve for liability as guarantor
lb. Investment account (intangible value 

for which common stock was issued)
I, Total assets beginning year
K. Total assets end of year
L. Dividends paid in cash

1918 1919 1920 1921 1922 1923 1924
570,162 956,162 888,178 1,462,876 2,102,208 3,430,021 2,378,549
319,883 559,882 588,330 650,070 667,996 491,097 589,990
250,279 396,280 299,848 812,806 1,434,212 2,938,924 1,788,559
520,577 673,184 651,112 1,199,099 1,919,839 3,151,080 2,051,350
270,298 276,904 351,264 386,293 485,627 212,156 262,791

None None None None None None None



No attempt had been made by the Bureau of Internal Revenue 

to apply the provision to these corporations, or to many other similar 

cases investigated by the Committee. In all it was reported that 78 

cases had been considered by the Income ^ax Unit, and that the addi

tional tax provided had been assessed in only two instances. The 

Committed reached the conclusion that the Bureau was not attempting 

to enforce the section to the extent intended by Congress, and that 

it should be replaced by other provisions that would effect the desired 

result more automatically.

As has been stated, however, no further statutory changes 

v/ere introduced until the passage of the Revenue Act of 1934.- The in

vestigation, though, succeeded in stimulating the.activities of the 

Bureau of Internal Revenue, for it was stated by a member of the General 

Counsel’s Office^- that at the close of 1929 there were three cases 

pending in the courts, 38 in the Board of %x Appeals, 38 in the General 

Counsel’s Office, and 65 in the income Tax Unit in preparation. In all 

the Bureau had disposed of 385 cases, an increase of 307 in 3 years. 

It was also the belief of the Bureau that its activity had resulted in 

an increased distribution of dividends, and that the tax collected as 

a result was large, though incalculable.

In the face of these figures — later ones are unfortunately 

unavailable -- a search of the law reports reveals an astounding situa

tion. It can be • confidently stated that no other provision of such

1. W. W. Grimes. Surtax evasion through corporate form. Internal 
Revenue News, Feb. 1930, p, 9.
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importance has remained so long in our laws with so little exposition 

by the courts and Board of 'iax Appeals. Although first enacted in 

1913, only seven cases have been decided to date involving its con

stitutionality or application. Further references to these will 

necessarily be frequent, but for purposes of convenience they will 

be listed here. Dates of the decisions and the Revenue Acts involved 

are also shown.

Cases Date Act

Kales v. Woodworth, 32 Fed. (2d) 37 Apr. 5, 1929 1916

French Mortgage & Bond Co. v. Wood
worth, 38 Fed. (2d) 841 Mar. 7, 1930

1921, 1924 
1926

R. C. Tway Coal Sales Co. v. U. S.,
3 Fed. Sup. 668 (aff’d C.C.A. 1934/35, 
opinion not yet printed)

Jan. 7, 1933 1921

United Business Corp, of America v.
Comm’r., 19 B.T.A. 809; aff’d 62 Fed. 
(2d) 754; certiorari denied

Jan. 16, 1933
(C.C.A.) 1921

Williams Investment Co. v. U.S.,
3 Fed. Sup. 225 Apr• 10, x933 1924, 1926

Keck Investment Co. v. Comm’r.,
29 B.T.A. 143 (appealed and argued 
in C.C.A. by not yet decided)

Oct. 24, 1933 1921

Wm. C. De Mille Productions, Inc. v.
Comm’r,, 30 B.T.A. 826

May 31, 1934 1924, 1926 
1928

Of these the French Mortgage and Bond Co. case raised only 

the limited question whether the plaintiff was entitled to injunctive 

relief under Eac. 3224 of the Revised Statutes which provide that ”No 

suit for the purpose of restraining the assessment or collection of 

any tax shall be maintained in any court”; the court dismissing the
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bill of complaint seeking the injunction. In Kales v. Woodworth, as 

will be seen later, the section was' invoked by the taxpayer and its 

validity was not questioned.

There thus remain in all five cases in which an adjudica

tion was made respecting the validity of the statute, or its applica

tion upon the facts considered by the Bureau of Internal Revenue, Hiis 

dearth of judicial material is all the more remarkable when it is con

sidered that for many years grave doubts have been entertained as to 

its constitutionality.1

1. See note 5 and corresponding text, supra. P.3.

In all of the Revenue Acts passed since the ratification 

of the 16th Amendment we have seen that the section under discussion 

was directed toward an accumulation of corporate gains and profits for 

the purpose of preventing the imposition of the surtax upon its stock

holders. As a test as to whether a corporation was accumulating its 

gains and profits for such a purpose Congress created the following 

presumptions:

1. A mere holding company.

2. An investment company«

3. An accumulation of gains and profits beyond the 
reasonable needs of the business.

Hie increasing complexity of the Revenue statutes is wit

ness to the conflicts between Congress and the stratagems of nimble- 

witted lawyers, but our sections have been single-gauged in purpose.
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They have been ai-mafl at a single form of tax avoidance — the with

holding of corporate gains for such a purpose. Accordingly, it can 

be postulated that before there can be an assessment under any of the 

sections there must not only be an accumulation, but the corporation 

so accumulating must have been formed or availed of for the specific 

purpose of avoiding the surtax upon its stockholders.

The presence of the third presumption has led to a curious

misconception that a double standard of purpose and an accumulation

beyond the reasonable needs of the business existed as necessary ele

ments for the imposition of the tax. Thus, Regulations 45, issued under 

the Revenue Act of 1918, and applicable to the years 1918 to 1920, in

clusive, stated:

’’Art. 352. The application of Section 220 of the statute 
depends upon 'the two elements of (a) purpose to escape the 
surtax and (b) unreasonable accumulation of gains and 
profits.”

This interpretation, however, was abandoned by the Treasury

Department in 1921, and was omitted from Regulations 62 and all succeed

ing regulations that have been issued.

In a dissenting opinion of a member of the Board of Tax

Appeals1 the same view was brought forward as late as April 1930:

1. United Business Corporation of America v. Comm. Int. Rev., 
19 B.T.A. 809, 837.

"The real question for consideration, in my opinion, is 
whether or not the corporation was formed or availed of 
for the purpose of preventing the imposition of the surtax 
upon the stockholders through the medium of permitting the 
profits to accumulate beyond tE'er reasonable needs of the 
business. In my opinion both intent or purpose andean 
overt act are necessary to bring a corporation within the 



penal provisions, and the overt act is the accumulation 
beyond business needs, not simply an accumulation, except 
in a case where it is shown that a corporation if formed 
for the prohibited purpose.”
(Italics in opinion.)

It is submitted, however, that the statutes merely provide 

a single standard, i. e,, purpose to avoid surtaxes, for determining 

tax liability thereunder.

In the well-known Ford Motor Co. case^ the facts were 

these: The Ford Motor Co. on July 31, 1916, had a capital of $2,000,000 

and a surplus of approximately $112,000,000 of which more than 

$52,000,000 was in cash. For a number of prior years the company had 

annually paid substantial extra dividends. For the year 1916 in con

templation of an extensive program of plant extension, the company de

clared a dividend of only $1,200,000. thereupon, minority stockholders 

brought action in the state circuit court against the company and its 

directors to force the declaration of extra dividends, the order 

prayed being granted in 1917. The Supreme Court of Michigan found 

that such an accumulation was unreasonable and confirmed the order in 

1919. Pursuant to this order the company declared a dividend of 

$19,275,000 to be paid out of accumulated cash surplus on hand August 

1, 1916.

One of the stockholders received her pro rata share of 

this dividend in 1919, but contended that it should be taxed to her as 

income for 1917, under Section 3 of the Revenue Act of 1916, on the 

1. Dodge v. Ford Motor Co., 204 Mich. 459, 170 N.W. 668



-15-

ground that it was part of an unlawful accumulation by the company, 

and therefore taxable in the year accumulated. The Circuit Court of 

Appeals, however, held that not withstanding the fact that the accumu

lation was such as to impel the Supreme Court of Michigan to decree a 

distribution of dividends, the section did not apply to the dividend 

received because no proof had been tendered that the profits were per

mitted to accumulate for the purpose of avoiding surtaxes. Bie Court 

statedA

"There was no showing in this case that these profits were 
permitted to accumulate for the purpose of evading taxes. 
The board of directors contemplated using them for exten
sions of business, and while the Supreme Court of Michigan 
held that it would be an abuse of discretion to devote them 
to that purpose, there was no intimation by that court, nor 
has there otherwise been one, to the effect that they were 
being withheld to avoid tax levies.”

To the same effect is the language of the District Court 
of Kentucky:1 2

1. Kales v. Woodworth, 32 Fed. (2d) 37, 39.
2. R. C. Tway Coal Sales Co. v. U. S., 3 Fed. Sup. 668, 671.

"A careful study of Section 220 discloses that before 
there can be an assessment undev its provisions, in a case 
such as the one presented here, there must be not only an 
accumulation of gains and profits beyond the reasonable 
business needs of the corporation, but such accumulation 
must have been permitted by the corporation with the inten
tion and for the purpose of enabling its stockholders to 
evade the payment of surtaxes on dividends which otherwise 
would have been distributed to them. Sven if it should 
clearly appear that the accumulations were in excess of 
the reasonable needs of the corporate business, section 220 
would not apply unless it further appears that the accumula
tions were intentionally permitted for the express purpose 
of enabling the stockholders to evade the surtax,” (Italics 
supplied.)



This single standard of purpose controlling -the applica

tion of the section was also set forth, with admirable clarity in a 

concurring opinion by Judge Green of the Court of Claims in 1933

"Counsel for plaintiff, as it appears to me, carry 
this error in construing and interpreting the statute 
to an extreme when they contend that the standard by 
which the tax is fixed is contained in the provision 
of subdivision (b) of section 220 which has already been 
quoted. On the contrary, there is but one standard by 
which the tax is fixed which is contained in subdivision 
(a) of the same section. In order to justify the imposi
tion of the tax the statute requires that it must appear 
that a corporation "is formed or availed of for the pur
pose of preventing the imposition of the surtax upon its 
shareholders through the medium of permitting its gains 
and profits to accumulate instead of being divided or dis
tributed." The provisions of subdivision (b) making the 
fact that the corporation is a mere holding or investment 
company or that the gains and profits are permitted to 
accumulate beyond the reasonable needs of business prima 
facie evidence are used simply for the purposes stated in 
the preceding paragraphs; that is, for the purpose of having 
the tax assessed, or, as is said in the majority opinion, 
for the purpose of making "the taxpayer show his hand". 
The real test of the tax is contained in subdivision (a) 
and in order to apply the tax the court must find, as this 
court has, that there was a purpose of preventing the im
position of the surtax in the manner provided by subdivi
sion (a)."
(See Appendix for text of Act.)

It has then been conclusively established that illegal 

purpose must be proven before there can be an assessment under the 

statute. Purpose, however, is a state of mind extremely difficult of 

proof. It can not be examined externally, and if not professed by its 

author, proof must necessarily rest upon circumstantial evidence. This

1. Williams Investment Co. v. U. S., 3 Fed. Sup. 225 , 237 
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situation was recognized, and. expressed by a Congressional Committee

in the following language:

"The second difficulty is the requirement that the Bureau 
of Internal Revenue find in all cases (except in those in
volving mere holding and investment companies) the existence 
of "a purpose" to evade surtax on the part of the taxpayer. 
This not only involves the determination of motive or pur
pose which is particularly difficult in the case of a corpo
ration since corporate action is determined by the board 
of directors or the principal stockholders or some of them, 
but involves a consideration of the various purposes which 
may have influenced the judgment of the various individuals 
who determined the action of the corporation.”

It was an endeavor to resolve the administrative difficul

ties of such a situation that led to the enactment of the statutory 

presumptions outlined on p. 12, supra. The first and third, ’’mere 

holding company” and "unreasonable accumulation”, have been included 

in «11 the Acts discussed; the provision relating to an ’’investment 

company" was inserted in 1924.

A legal presumption is a rule of law which permits a 

certain fact not actually known to be inferred from the existence of 

some othft.. fact which is known, founded upon a previous experience of 

their usual connection. Presumptions have been classified as con

clusive and rebuttable, but only the latter need be here discussed.

A rebuttable presumption is one arising from certain facts which are 

sufficient to make out a prima facie case. Such a presumption con

tinues until overcame by proof to the contrary, and casts the burden 

of proof on the party maintaining the negative of the presumed fact.®

1. Report of the Joint Committee on Internal Revenue Taxation. 
1927. vol. 1, p. 51.

2. 22 Corpus Juris 82; Richardson, Evidence, 4th ed., p. 26; Holmes 
t and Brewster, Federal Tax Appeals, p. 233.

3. Richardson, op. cit., p. 27; Klein, Fed, Income 1920 139B 
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The statutory presumption created by an "unreasonable accumulation" 

is merely sufficient to make out a prima facie case; it is subject to 

rebuttal, and places the burden of proving the nonexistence of the 

improper purpose upon the taxpayer. Thus in the United Business 

Corporation case (note 1, p. 13) the Circuit Court of Appeals, in 

affirming the decision of the Board of Tax Appeals, said:1

1. United Business Corp. of America v. Comm. Int. Rev., 62 Fed. 
(2d) 754, 755.

"It is presumptive evidence of such a purpose that it is 
"a mere holding company, or that the gains and profits are 
permitted to accumulate beyond the reasonable needs of the 
business", provided that the Commissioner shall so certify. 
Ordinarily it will indeed be difficult to prove the for
bidden purpose, unless the accumulations are too large for 
the fair needs of the business. But it may not be impos
sible to do so, even though the profits arise out of normal 
business, as they did not here. Ihe management may, for 
example, be shown to have always been sanguine, and to have 
withheld only small reserves, though prudence justified 
more. A sudden change of policy, coincident with large 
increases in the surtax rates, might in that situation 
betray a purpose to accumulate against a season more pro
pitious for distribution. Or the officers might unguardedly 
disclose a scheme to avoid surtaxes, though the other evi
dence was not enough. A statute which stands on the footing 
of the participants’ state of mind may need the support of 
presumption, indeed be practically unenforceable without 
it, but the test remains the state of mind itself, and the 
presumption does no more than make the taxpayer show his 
hand."

Ihe view that an accumulation merely raised a rebuttable

presumption was also set forth by the Court of Claims in the Williams

Investment Company case (note 1, p. 16) at p. 233:

"Tie section does not make the accumulation of surplus 
an absolute test for classification, but merely a prima 
facie classification. It does not tax all corporations 
which accumulate their surplus, but classifies those as 



subject to the tax which make such accumulations for the 
purpose of preventing the imposition of the surtax on 
their stockholders, leaving each corporation free to 
establish as a fact, if such be the fact, that the accu
mulation was for the needs of business. Hie presumption 
is not conclusive."

After the Government has made out a prima facie case by 

showing the taxpayer’s status as to unreasonable accumulation of surplus, 

it is not conclusive of the basic issue in the case — whether the ac

tual purpose of those in control of the corporation was the avoidance 

of surtaxes upon stockholders. The statutory presumption of improper 

purpose may be overcome by evidence tending to show the taxpayer’s 

abstinence from such purpose, or by positive evidence establishing 

that the earnings of the corporation were accumulated for legitimate 

business objects.

For the sake of emphasis we will here summarize what has 

been set forth in the preceding pages. Hie section under discussion 

is aimed at a single form of tax avoidance — the accumulation of 

corporate gains and profits for that specific purpose. Such a pur

pose being practically impossible of proof without the aid of cir

cumstantial evidence, Congress created the statutory presumption of 

an accumulation beyond the reasonable needs of the business as an 

administrative aid. It has not been the intent of Congress to assess 

all corporations that accumulate a surplus,, but the burden of proof 

rests upon the corporation to prove that such an accumulation was in

tended for reasonable business needs.

Under the mistaken conception that an accumulation was a 



I
standard., rather than a presumption, for applying the section, it 

has been the target for attacks by corporation interests’1' on the 

ground that it constituted an unwarrantable interference with 

business by circumscribing the discretion of directors, and com

pelling unwise distribution of dividends. There are a number of 

cases in the law reports where stockholders have sought to compel 

the distribution of dividends, but the Ford Motor Co. case is a 

notable exception. In general, it may be said that when the direc

tors have refused to declare a dividend, there will be no interference 

by the courts with their decision, unless they are guilty of a willful 

abuse of their discretionary powers, or of bad faith or a neglect of 

duty. It requires a very strong case to induce a court of equity to 

order the directors to declare a dividend, inasmuch as equity has no 

jurisdiction, unless fraud or a breach of trust is involved. There 

have been many attempts to sustain such a suit, yet, although the 

courts do not disclaim jurisdiction, they have quite uniformly refused 

to interfere. The discretion of the directors will not be interfered 

with by the courts, unless there has been bad faith, willful neglect, 

or abuse of discretion.1 2

1. e» jg., J. 1. Dohr, Section 220 - Should corporations worry?
6 National Income Tax Magazine (1928), p. 169.

2. Morawetz, Corporations, 2d ed., sec. 447; Cook, Corporations, 
7th ed., sec. 545.I
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With such, latitude allowed corporate directors the ques

tion of determining what is an “unreasonable accumulation“, and if it 

resulted from an “unlawful purpose", is an exceedingly delicate one. 

It is impossible to determine in advance whether a corporation is 

taxable under the statute, it must be determined later in the light of 

what has actually been done with the profits retained. No hard and 

fast rule can be laid down as to what proportion of earnings should be 

distributed. Among other things, the accumulation of undistributed 

earnings of prior years, the financial condition of the corporation, 

the manner in which its funds are invested, and principles of sound 

business management must be taken into consideration. In the R. C. 

Tway Coal Sales Co. case (note 2, p. 15), the court said:

“Necessarily, the directors of a corporation must be 
given, even in federal tax matters, some discretion and 
some latitude as to what constitutes the reasonable 
needs of the corporate business. It may well be doubted 
if the federal government, for the purpose of increasing 
its taxes, can absolutely destroy or arbitrarily limit 
this discretion resting in the directors of a corpora
tion organized under state law." (p. 671)

Uhe Treasury regulations afford scant aid in determining 

when an accumulation will be deemed unreasonable. “No attempt can be 

made", declares Art. 543 of Regulations 77,^ “to enumerate all the ways 

in which gains and profits of a corporation may be accumulated for the 

reasonable needs of the business. Distribution made by a corporation 

shortly after the close of its taxable year shall be taken into con

sideration in determining the reasonableness of the amount of earnings



ancL profits of the corporation retained by it for such a year, un

distributed income is properly accumulated if invested in increased 

inventories or additions to plant reasonably needed by the business. 

It is properly accumulated if retained for working capital required 

by the business or in accordance with contract obligations placed to 

the credit of a sinking fund for the purpose of retiring bonds issued 

by the corporation. In the case of a banking institution the business 

of which is to receive and loan money, using capital, surplus, and 

deposits for that purpose, undistributed income actually represented 

by loans or reasonably retained for future loans is not accumulated 

beyond the reasonable needs of the business, *** Among other things, 

the financial condition of the corporation at the close of the taxable 

year and the maimer in which its funds are invested at that date, 

determine the reasonableness of the accumulation.”

Thus the Treasury itself, which receives the benefit of 

the presumption of unreasonableness, can only define the term in 

generalities. The impossibility of defining it in more precise terms 

is realized, however, when the many variable factors on which the fi

nancial needs of a business depend are taken into consideration. A 

number of such factors may be enumerated as follows: nature of the 

business, invested capital, borrowed capital, relation of fixed assets 

to current assets, working capital requirements, inventory turnover, 

terms of credit extension to customers and from creditors, volume of 

business, expansion of business, replacement of depreciated or obsolete
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assets, dividend policy, seasonal fluctuations, economic cycles, and 

various contingencies such as fires, strikes, additional assessment 

of taxes, lawsuits, and industrial accidents.

Shus, the uses to which directors may devote the gains and 

profits are so varied that it will be well to list and consider a num

ber of them separately. Biey are:

1. Provision for working capital..

2. Provision for expansion.

3. Provision for replacement at higher cost.

4. Provision for paying off Indebtedness.

5. Provision for equalizing dividends.

6. Provision for contingencies.

1. PROVISION FOR WORKING CAPITAL. Under this heading are 

included legitimate accumulations for payment of current expenses of 

all kinds, for loans in the case of a banking institution, for cost 

of inventories, and to balance accounts receivable. In regard to this 

last item, the court said in the ®way Coal Sales Co. case: "It would 

indeed be a harsh and unreasonable construction of section 220 to hold 

that its provisions penalize a corporation such as the plaintiff for 

accumulating a surplus, which, when added to its capital, does not 

equal its current accounts receivable.” (p. 671) All of these items 

are held to be proper accumulations by Art. 543, Regulations 77.

2. PROVISION FOR EXPANSION. Regulations 77 also permit 

accumulations intended to be used for additions to the plant, for 



increased working capital, for increased inventories, and for in

creased volume of business. As charters are now drawn corporations 

are permitted to engage in almost any sort of business, and they are 

not limited to the business previously carried on. In the Tway case, 

the corporation was chartered to deal in coal and fuel, but was per

mitted to engage in the business of buying and selling securities. 

Art. 542 of Regulations 77 provide, however, that a radical change of 

business when a considerable surplus has been accumulated may afford 

evidence of a purpose to escape the surtax. In view of the Tway case, 

it seems doubtful if this can be sustained.

3. PROVISION FOR REPLACEMENT AT HlfflER COST. This heading 

includes the depreciation fund, but in the light of present day economic 

and industrial conditions, there can be no doubt but that machinery

and equipment could not be replaced at their original cost. Increasing 

prices and the necessity for improved and more expensive machinery and 

equipment necessitate an accumulation of funds for replacements at 

hi^ier cost. There can be no question but that this is a reasonable 

need of business.

4. PROVISION FOR PAYING OFF INDEBTEDNESS. Under Art. 543 

of Regulations 77 such accumulations are proper if "in accordance with 

contract obligations placed to the credit of a sinking fund for the 

purpose of retiring bonds issued by the corporation." This limitation 

of accumulations to contractual obligations was caused by the recogni

tion that to permit them unqualifiedly for the discharging of obliga

tions would open the door to wholesale evasion of the statute. This 



situation was admirably illustrated in a recent articleMr. X 

forms the A Corporation. He transfers to it $100,000 with which it 

purchases apartment houses to the value of $1,000,000 with mortgage 

encumbrances to the extent of $900,000, due in twenty years. The pro

perty gives A Corporation a net income of $10,000 a year, but no divi

dends are declared as it is necessary to provide for the forthcoming 

maturity of the mortgages. At the expiration of the twenty years A 

Corporation pays off some $300,000 of the mortgages, renews them and 

continues to accumulate. Net result — continued capital increase and 

complete tax avoidance.

In the light of experience in England, the effectiveness 

of the limitation of ** contractual obligations’* seems questionable. m 

that country after five years experience with a statute^ somewhat 

similar to ours, the law was amended® so as to exclude from the scope 

of reasonable needs of the business the withholding of corporate profits 

the purpose of (1) payment for the business, undertaking or property 

which the company formed to acquire or which was the first business 

undertaking or property of a substantial character in fact acquired by 

the company; or (2) repayment of any share, loan or debt incurred on 

account of such purchase; or (3) meeting any obligations incidental to

1. S. J. Graubard, Accumulations of surplxik to evade taxes. 10 Tax 
Magazine (1932) 415, 418.

2. 12 & 13 Geo. V. (1922), ch. 17, art. 21.
3. 17 & 18 Geo. V. (1927), ch. 10, art. 31.



such purchase, otherwise than in pursuance of an obligation entered 

into prior to August 4, 1914; and (4) payment made on account of any 

fictitious or artificial transaction.

5. PROVISION FOR EQUALIZING DIVIDENDS. The phenomena of 

business cycles, of periods of prosperity and of depression, are recog

nized by students of economics. It is a sound business policy for a

to protect the value of its shares by accumulating a sufficient surplus 

to enable it to maintain a uniform dividend policy through a period of 

depression. The reasonableness of such an accumulation has been sanc

tioned by the Treasury.-^

6. PROVISION FOR CONTINCEENCIES. Under this heading falls 

one of the most fertile fields of possible tax avoidance. With the 

wide discretionary powers permitted corporate directors,, it would be 

almost impossible to prove that an accumulation set aside and ear

marked "for contingencies" was really intended for any illegal purpose. 

Tiers are in reality a number of possible contingencies of which the 

directors should not be unmindful. A number that may be suggested

are fire loss, additional assessment of taxes, a violation of building 

ordinances, removal of plant, strikes, industrial accidents and lawsuits 

The Treasury has sanctioned such accumulations in cases of pending liti

gation, and in the case of a distillery company for investment in a 

different business after the adoption of the 18th Amendment,1 2

1. 4 Cumulative Bulletin 227.
2. 1 Cumulative Bulletin 181.
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With the exception of Kales v. Woodworth and the Etench 

Mortgage and Bond Co. case, which have already been discussed, there 

remain five cases in which the assessment of the tax has been affirmed 

or denied by the courts or the Board of Tax Appeals. A study of the 

facts in these will be of assistance in drawing conclusions in regard 

as to when corporations should be classified as falling under the 

statute.

The R. C. Tway Coal Sales Co. is a Kentucky corporation 

organized in 1918. The charter authorized it to engage in selling and 

mining coal, and numerous other activities related to such operations. 

It was not specifically authorized to engage in the business of buying 

or selling securities, and it is doubtful if such authority can be 

implied from the charter.

All but twenty shares in the corporation were owned by 

R. C. Tway and his wife, who were also the owners of a company from 

which the corporation purchased all of its coal. Prompt payment for 

such purchases, totaling §283,000 in 1922 and §396,000 in 1923, was 

never required. During these years the corporation had accumulated a 

surplus of §104,869 and §145,411, while security investments from the 

business in which it had meanwhile become engaged amounted to §217,942 

and §473,024. A dividend of §18,000 was paid during both years.

It was on these facts that the Commissioner of Internal 

Revenue certified that the accumulation was unreasonable for the 



purpose of the corporation’s business, and assessed the extra tax 

under Section 220 of the Revenue Act of 1921. The court held that as 

to the engaging in the business of buying and selling securities, the 

Federal Government may not question as ultra vires an act of a state 

corporation. And after holding that a purpose to avoid the tax must 

be shown, it held that the question of ultimate ownership as to the 

corporation and Tway’s coal company was to be disregarded in inter

preting the state of accounts between them, and that an accumulation 

that did no more than balance accounts receivable was not unreasonable. 

Hiis is the only case that has yet been brought before the courts that 

has been decided in favor of the taxpayer.

The décision in the United Business Corporation case was 

the first upholding the validity and application of the statute. Ohe 

facts were these: The company was formed early in 1920 with a capital 

of $1,947,500, and with a stock issue of 19,475 shares, all but two of 

which were in the control of one Smith. On organization the sole 

assets of the corporation were two office buildings which were trans

ferred to it by Smith in exchange for stock. There was no question 

raised as to the legality of purpose for which the corporation was 

formed; Smith was a sick man and wanted to make it easier to dispose 

of his property in case of his death. The two buildings had a value 

of $2,000,000 and were subject to a mortgage of $700,000. No dividends 

were paid by the corporation in the two years following its formation, 

t/e gains and profits being put into surplus allegedly to pay off the 



mortgage. Late in 1920 Smith, transferred. §450,000 of his personal 

security holdings to the corporation; in 1921 he added §400,000 more. 

Tie effect of these conveyances was to reduce his income from dividends 

from §80,000 in 1919 to §3,500 in 1921, for he received no dividends 

from the corporation.

In 1920 Smith borrowed §236,000 from the corporation, and

at the close of 1921 he was in its debt to the sum of more than §600,000 

To provide funds for these loans the corporation was forced to borrow 

§165,000 and some §300,000 more in 1921. The bookkeeping result of 

these transactions was to give Smith no taxable income from the corpo

ration for the years in question, and to show that it had no funds 

available for distribution, all its capital being invested in active 

business.

The Board of Tax Appeals held that though there was suffi

cient doubt of Smith’s purpose in 1920 to prevent the imposition of 

the tax for that year, the facts proved were sufficient to establish 

the illegal intent behind the use of the corporation for 1921 to apply 

the penalty. A strong dissent urged that the mortgage was nearly due, 

and that the securities transferred to the corporation were needed to 

discharge it.

The majority opinion was confirmed by the Circuit Court of

Appeals, the court saying:

"Here the purpose appears to us, if not transparent, at 
least plain enough to leave no doubt. The company was in 
its origin no more than a convenience for Smith’s real 



property holdings. While its charter allowed other 
activity, unless it were to buttress its financial 
position, it was discordant with the main design to 
fill it with nearly nine hundred thousand dollars of 
shares of stock. Smith was patently in control; when 
he turned over his personal holdings to exempt himself 
from taxation, he was using the company for that pur
pose, and the company, his creature, by its complaisance 
incurred the added tax.” (p. 755)

The Williams Investment Co. was organized in October 1922, 

with L. W. Nieman as sole beneficial stockholder. A capital stock of 

§500,000, divided into 5,000 shares of 1100 par value was authorized. 

Actually only 3,631 shares were issued, and these, with the exception 

of two qualifying shares in the name of his wife and niece, were en

tirely held by Nieman. As payment for these shares Nieman transferred 

to the corporation stocks and securities from his personal estate, 

including 55$ of the capital stock of the Journal Company, publishers 

of a V/isconsin newspaper founded by him.

Ihe sole business of the corporation was the holding of 

these stocks and securities and reinvesting the income therefrom. It 

paid no dividends from 1922, date of its incorporation, to 1926. In 

1926 it declared a dividend of §25,000. At that time its surplus had 

grown to §882,916.78. It declared no dividends in 1927, and at the 

end of that year the surplus amounted to §1,380,340.63.

Nieman alleged that the purpose of the accumulation was to 

buy out the minority stockholders of the Journal Company, 55$ of the 

stock of which formed the main asset of the Williams Investment Co.

In holding that the mere allegation of such a purpose could 



not prevent the application of Sections 220 of the Revenue Acts of

1924 and 1926, the court said:

"The fact that Nieman also had in mind the purpose of 
having plaintiff accumulate funds sufficient for the 
purchase of Grant’s minority stockholdings in the Journal 
Company, should the opportunity arise, cannot prevent 
the application of section 220 for the reason that it 
has not been shown that there was any necessity for 
that policy of the plaintiff and for the further reason 
that a purpose to accumulate a fund made up in a large 
measure of the amount of surtaxes avoided through the 
accumulation of dividends paid to the holding company 
which would otherwise have been subject to the surtax, 
had that (sic.) been paid to Nieman, comes within the 
spirit of section 220, especially when such purpose is 
so closely coupled with the main or principal purpose 
of preventing the imposition of surtax upon the stock
holders of the holding company. All that Nieman accom
plished by having the dividends of the Journal Company 
and certain other corporations paid to the plaintiff, 
a holding company, instead of himself, was the saving in 
the amount of surtax which he would otherwise have had 
to pay.” (p. 232)

In the Keck Investment Co. case the facts are sufficiently 

indicated in the opinion of the Board of Tax Appeals:

“The evidence indicates that the petitioner was purely 
a holding or investment company in 1923. All but one of 
its shares of stock were held equally by William M. Keck 
and Alice B. Keck, his wife. Interest and dividends which 
were received by it in 1923, and income from other sources, 
were used for paying certain expenses and the balance was 
principally availed of for further investment, with -the 
exception of $50,000 which was paid out as dividends to 
stockholders. The petitioner contends that it was necessary 
for it to finance the Superior Oil Co., which had little 
bank credit, and that if it had not financed that company, 
its investment in it would have been lost by forfeiture 
of leases. Vie are not, however, impressed by this argument. 
Bie business of the Superior Oil Co. was not the business 
of this company. After a careful consideration of all the 
evidence, we conclude that the petitioner was 
primarily as a holding company for the purpose of holding 
certain of the investments of William M. Keck and Alice B. 
Keck. It was so operated in 1923. If the Keck Investment



-32'

Co. had not been formed there is no question but that 
the two principal stockholders would have been liable 
to surtax not only upon the net income shown by the 
petitioner upon its income tax return for 1925, but 
also to income tax upon §146,966.44 of dividends from 
domestic corporations. Birough the instrumentality 
of the petitioner surtax was avoided by the two prin
cipal stockholders upon all but §50,000 paid by the 
petitioner as dividends. Tie action of the respondent 
in holding the petitioner liable to the 25 percent tax 
imposed by section 220 of the Revenue Act of 1921 is 
sustained." (p. 149) (Note: this case has been appealed 
by the corporation and an early decision is expected.)

In the William C. De Mills Productions, Inc. case the

salient facts were these. The corporation was organized in 1923, and 

although its gains and profits were large, only small dividends were 

paid. Deficiency taxes under Section 220 of the Revenue Acts of 

1924 and 1926 and Section 104 of the Revenue Act of 1928 were assessed 

by the Commissioner of Internal Revenue.

De Mille, owner of the corporation, stated that the sole

purpose in accumulating a surplus was to strengthen the financial posi

tion of the company with a view to expanding activities and achieving 

independent production. To this plea the Board of Tax Appeals listened 

with a sympathetic ear for the years 1924 and 1925, saying:

"...with petitioner’s ambition no fault is to be found. 
Nor is the election of the means of accomplishment, of 
itself, to be categorically condemned. If such purpose 
be truly sole and the amount so built up not in excess 
of the reasonable requirements of the business, it would 
seem that a corporation was within its rights and does 
not violate the statute. The word "reasonable" is a 
relative term. What would be reasonable in one situation 
or for one business mi^at be clearly unreasonable in 
another." (p. 850)

In 1926, however, a new factor entered that was sufficient
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to cause the Board to confirm the assessment of the tax for that

year and for 1937 and 1928. The Board’s opinion is illuminating:

"In the year 1926 a new factor enters and demands our 
consideration. Previous thereto petitioner had loaned 
relatively small sums to its principal stockholder. 
Though these loans are suggestive, we do not deem them 
conclusive. In 1926, however, De Mille had need of 
approximately §200,000 to effect a divorce settlement 
with his wife. Here again he turned to the corporation. 
Instead of distributing its surplus to himself as divi
dends, he caused the corporation to borrow §100,000 on a 
mortgage of its property and then in turn borrowed 
§195,000 from the corporation. This transaction we 
believe marked the crystallization of a new attitude 
toward the corporation and its utilization for the very 
purpose proscribed by the statute. Since the company 
belonged to De Mille, it was open to him to have dis
tributed the earnings to himself instead of borrowing 
in the manner indicated. Except for taxes, the practical 
net result both to the corporation and to Êe Mille would 
have been substantially the same in both’cases." (p. 830)

It will be noted that in this case, as with the United

Business Corporation, substantial loans were made by the corporations 

to their controlling stockholders. This fact has militated against 

the corporations, for the very essence of this method of surtax eva

sion must lie in the contentment of the controlling stockholder. He 

must be willing to forego the immediate beneficial enjoyment of income 

while it is being accumulated in the corporate treasury. Eie with

drawal of substantial funds by the controlling stockholder, even as a 

bona fide loan, is a danger signal for it indicates that the surplus 

accumulated by the corporation is not needed for business purposes, 

and, is therefore available for distribution.

It may be concluded that in searching for the unlawful 

purpose to avoid surtaxes through the corporate device that the Bureau
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of Internal Revenue, the courts, and the Board of Tax Appeals 

have based their conclusion as to such proscribed purpose upon 

the fbllowing circumstances and patterns of conduct:

1. Liability of controlling stockholder to surtaxes 

prior to incorporation and transfer of personal belongings, and 

immunity therefrom after incorporation and transfer.

2. Divestment by controlling stockholder of personal 

holdings, usually consisting of income-producing stocks and 

securities, in exchange for capital stock of corporation.

3. Character of corporation formed and its manner of 

conducting business — stock closely held, directorate and officers 

dominated by controlling stockholder, the sole or principal business 

of the corporation being the holding of property and securities 

transferred to it by the controlling stockholder, and the reinvest

ment of income therefrom.

4. Ihe borrowing of the corporation’s surplus by the 

controlling stockholder under the guise of loans, the principal 

whereof is rarely repaid, and interest irregularly paid, or not at 

all
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CONSTITOnONALITi

It has previously been stated that following the

decision in Eisner v. Macomber, which held that stock dividends 

are not income and so are not taxable ’’without apportionment”, 

grave doubts were felt as to the constitutionality of the 1918 

act and its predecessors. Despite the changes incorporated in 

the 1921 act the administrative authorities for many years 

apparently deemed it unwise to meddle with the problem. It was

not until January, 1933, nearly twenty years after the enactment

of the original statute, that its constitutionality was finally 

passed upon.

The power of Congress to levy taxes is based upon

direct constitutional mandate, and is so axiomatic that it need 

be no more than mentioned in such a specialized study as this.

Furthermore, when in obedience to this mandate Congress has

enacted a statute designed to raise revenue for the use of the

government there is always a strong presumption as to its con
stitutionality. As the Supreme Court said in Nicol v. Ames:^

”It is always an exceedingly grave and delicate duty 
to decide upon the constituionality of an act of Congress 
of the United States. The presumption, as has frequently 
been said, is in favor of the validity of the act, and it 
is only when the question is free from any reasonable 
doubt that the court should hold an act of the lawmaking 
power of the nation to be in violation of that fundamental 
instrument upon which all the powers of the Government rest.

1. Nicol v. Ames, 173 U. S. 509, 514.
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Biis is particularly true of a revenue act of Congress. 
The provisions of such an act should, not be lightly or 
unadvisedly set aside, although if they be plainly an
tagonistic to the Constitution it is the duty of the 
court to so declare. The power to tax is the one great 
power upon which the whole national fabric is based. It 
is as necessary to the existence and prosperity of a 
nation as is the air he breathes to the natural man. It 
is not only the power to destroy, but it is also the 
power to keep alive."

With this presumption in mind let us consider whether

the provisions of the statute are antagonistic to the- Constitution.

The 10th Amendment provides that all powers not dele

gated to the United States, nor prohibited to the States, are re

served to the States respectively, or to the prople. It has been
i

urged that the statute violates this .Amendment in that it consti

tutes an attempt by Congress under the guise of a tax, to exercise 

a power not delegated to the united States; that by imposing such 

a high tax for failure to distribute earnings, corporations would 

be coerced into distributing their earnings, and thus the regula

tion of the conduct of business, essentially a state power, would 

be affected.

Two cases greatly relied upon by the taxpayers in

their effort to prove this contention were the "Child Labor Tax

Case"^ and the "Grain Future Case".^ The statutes under which

these two cases were brought were briefly as follows: In the

1. Bailey v. Drexel Furniture Co., 259 U. S. 20.
2. Hill v. Wallace, 259 U. S. 44.
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former a tax of 10% was imposed upon the entire net profits of an 

establishment where children below a specified age were knowingly
1 •

permitted to work; while the latter imposed a tax of 20 cents a
2 

bushel on all contracts for the sale of grain for future delivery.

An endeavor to draw a paralell between the statute under discussion 

and the Child Labor Act was made on the grounds that (a) both were 

ostensibly revenue measures; (b) both were imposed upon profits;

(c) both were invoked only upon departure from a commanded course of 

conduct; (d) both applied regardless of thesiasor frequency of the 

departure from the prescribed course; and (e) both depended upon 

knowledge or purpose.

In both of the cases the .court held to the effect that an

Act of Congress which clearly on its face was designed to penalize, 

and therety to discourage, suppress, or conduct the regulation of 

that which is reserved fey the Constitution to the States, can not be 

sustained under the federal taxing power by calling the penalty a tax.

The issues raised by the taxpayers’ first contention can

now be clearly drawn. Is the statute upon its face of the type 

designated ty the Supreme Court that contravenes the 10th Amendment 

in that it constitutes an unwarrantable interference with, an affair, 

the regulation of which is reserved exclusively to the states? Or 

is it a revenue measure enacted under the taxing power conferred by the 

Constitution, and within the limits expressly stated by that instru

ment? The test of the validity of the statute is whether the first

1. 40 Stats., c. 18, p. 1138.
2. 42 Stats., c. 86, p. 187.
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or second of the above questions is to be answered in the affirmative.

Ely constitutional mandate, previously referred to, Congress 

is empowered to lay and collect two types of taxes* These are duties, 

imposts and excises, which must be uniform throughout the United
1

States; and direct taxes which must be laid in proportion to the
2

census. The tax under the statute falls under the class of excises, 

which have been defined as duties imposed on consumption, manufacture 

and sale of certain commodities, privileges, particular business
3

transactions, vocations, occupations and the like; and also as "taxes 

laid upon the manufacture, sale or consumption of commodities within 

the country, upon licenses to pursue certain occupations, and upon
4

corporate privileges." The only express limitation upon this type 

of tax, uniformity, has been interpreted to mean simply geographical
5

uniformity throughout the United States. That our statute conforms 

to this limitation there can be no doubt.

The power of Congress to impose taxes on practically any 

subject and in any manner that it chooses has at times been expressed 

in sweeping terms. Thus, in the language of former Chief Justice 

Chase: "Congress ... must impose direct taxes by the rule of appor

tionment, and indirect taxes by the rule of uniformity. Thus limited

and thus only, it reaches every subject and may be exercised at dis- 
6

cretion." This statement must be qualified, however, as witness the

1. Art. I, sec. 8, cl. 1.
2. Art. I, sec. 9» cl. 4»
3. Thomas v. U. S., 192 U. S. 363.
4» Cooley,' Constitutional Limitations, Sth ed., 988.
5. Knowlton v. Moore, 178 U. S. 41«
6. License Tax Cases, 5 Wall. 462, 471.
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Child Labor Tax and Grain Futures cases, supra, and the well estab

lished principle that the federal government may not tax an agency 

by means of which a state government exercises its proper sovereign
1

powers.

But the power of Congress to tax private corporations 

chartered by a state has long been recognized. Such charters and 

franchises are property, often very valuable and productive property, 

and when not conferred for the purpose of giving effect to some re

served power of a state, should be as properly objects of taxation
2 

as any other property- Thus, in the case of Veazie Bank v. Fenno 

a tax of ten per centum on the amount of the notes paid out by any 

state bank, or state banking association, was upheld, even though it 

was conceded that the effect of the tax would be to drive such notes 

out of circulation. A number of additional instances also show that 

the most ample authority has been recognized in regards to the power 

of Congress to impose taxes upon rights exercised under grants of
8

state charters.

The circumstances under which the various statutes were 

enacted were markedly different. In the case of the Child Labor 

Tax and the Grain Futures Acts there had been public agitation against 

the thing that was made the subject of the tax, and without a taxing 

feature the subject matter- was beyond the power of Congress. The 

tax imposed was not substantial and the raising of revenue was not

1. Worcester v. Georgia, 6 Pet. 515; Collector v. Day, 11 Wall. 113; 
U. S. v. Railroad Co., 17 Wall. 322.

2. Veazie Bank v. Fenno, 8 Wall. 533.
3. Railroad Co. v. Collector, 100 U. S. 595; U. S. v. Erie R. R. Co., 

106 U. S. 327; Spreckels Sugar Refining Co. v. McClain, 192 U. S. 
397; McCray v. U. S., 195 U. S. 27; Flint v. Stone Tracy Co., 220 
U. S. 107.
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the object of the legislation. On the other hand our section has 

always been incorporated as a part of the general revenue acts, and 

is upon its face clearly a revenue measure. Excerpts from Committee 

reports, previously referred to, also show that such was the intent 

of Congress. The fact that the section could be employed as a threat 

rather than as a direct source of revenue is of no moment. Taxation 

being within the legitimate powers of Congress, it is for that body 

to determine what means are appropriate and adapted to the purpose of 

making the law effectual. "Let the end be legitimate, let it be 

within the scope of the Constitution, and all means which are appro

priate, which are plainly adapted to that end, and which are not 

prohibited, but consist with the letter and spirit of the Constitution, 

are constitutional.” Chief Justice Marshall in McCulloch v. Maryland, 

4 Wheaton 316, 421.

We have seen then, that with certain limitations, Congress 

has exteremely broad powers of taxation, including the right to assess 

the business and privileges of private corporations. The requirement 

to pay taxes involves the exercise of privileges, and the element of 

absolute and unavoidable demand is lacking. If business is not done
1 

in the manner described in the statute, no tax is payable. It is 

submitted, therefore, that the statute is clearly within the express 

powers of Congress conferred by the Constitution, that it does not 

contravene the express limits contained therein, and that it does not 

invade those reserved powers of the states guaranteed by the 10th 

Amendment.

This same position was taken by the Court of Claims in the

1. Thomas v. 0. S., 192 U. S. 363.
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following language:

"It is also urged that by imposing such a high tax for 
failure to distribute earnings the corporations would be 
coerced into distributing their earnings and thus all regula
tion of the conduct of business, essentially a state power, 
is affected. We think this result does not follow from the 
statute, but if the effect of the law be as urged, the control 
of the business is no greater in this case than to compel a 
corporation to disclose its invested capital, gross income, 
expense of doing business, indebtedness, and net earnings, 
and to make such reports public records."

"The statute in question is strictly a revenue act and 
its sole purpose is to raise revenue. The amount imposed 
and authorized to be collected, when the circumstances are 
such as to make the provisions of the section applicable, is 
imposed and designed as a tax. If viewed as a penalty, it 
is but the employment of one of the effective means to collect 
revenues. The section was enacted as a necessary aid to the 
effective enforcement of the powers clearly within the power 
of Congress."1

It has also been urged that the section deprives the tax

payer of property without due process of law, in contravention of the

5th Amendment, in that it imposes an additional tax or penalty, rest

ing upon no reasonable classification and dependent upon a standard 

which is too vague for execution.

In this contention the taxpayers’ contention appears weak 

indeed. It is true that a statute which either forbids or requires 

the doing of an act in terms so vague that men of common intelligence 

must necessarily guess at its meaning and differ as to its application 
2 

violates the first essential of due process of law. But the term 

of vagueness here depended upon was "unreasonable accumulation".

The taxpayer was clearly laboring under the misconception, previously

1. Williams Investment Co. v. U. S., 3 Fed. Sup. 225, 232.
2. Connally v. General Construction Co., 269 U. S. 385, 391.
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discussed and disposed of, of reasonableness as a standard rather 

than as a presumption. As to the vagueness of the term itself, the 

Circuit Court of Appeals said:

"Standards of conduct, fixed no more definitely, are 
common in the law; the whole of torts is pervaded by them; 
much of its commands are that a man must act as the occasion 
demands, the standard being available to all. *** Moreover, 
since the result of the presumption is at most no more than 
to compel the taxpayer to disclose the facts, and since the 
tax itself is definitely enough determined, the whole issue 
is irrelevant."1

A study of the legal history of the 5th Amendment shows 

that it has never been successfully availed of to curb the taxing 

power of the Federal Government except when the tax amounts to a con

fiscation and depends on a fact which the taxpayer may not controvert. 

While it has been held to qualify, so far as applicable, all the provi

sions of the Constitution, nothing in the Amendment operates to take 

away the power to tax conferred upon Congress.5 Tie position of the 

Supreme Court in this regard is so definitely fixed and settled that it 

can not be better illustrated than by quoting its own language:

1. United Business Corp. v. Comm’r., 63 Fed. (2d) 754, 756.
3. Paul and Mertens, Federal Income Taxation, 1934, vol. 1, 408.
3. Patton v. Brady, 184 U. S. 608; McCrey v. U. S., 195 U. S. 37.
4. Brushaber v. Union Pacific R. R. Co., 840 U. S. 1, 84.

"So far as the due process clause of the 5th Amendment is 
relied upon, it suffices to say that there is no basis for 
such reliance since it is equally well settled that such 
clause is not a limitation upon the taxing power conferred 
upon Congress by the Constitution; in other words, that the 
Constitution does not conflict with itself by conferring 
upon the one hand, a taxing power, and taking the same away, 
on the other, by the limitations of the due process clause.

Tie final objection urged against the constitutionality of 

the statute was that the burden imposed by the section purporting 

to be a tax was, in fact, a penalty, confiscatory in effect and 1 * 3 4 



arbitrary ini-consequence, in that it bore no essential relation in 

amount or burden to the surtaxes which would have been paid by the 

stockholders, if the corporation had not been formed, nor to the 

amount of surplus accumulated by the corporation.

A number of authorities, legislative, administrative and 

quasi-judicial, were brought forward in an effort to show that the 

section imposed a penalty pure and simple, and that it was not in

tended as a revenue measure. Thus we have the following quotations:

"The penalty on the corporation for unreasonable accumu
lation of income is thus out of proportion to the loss of 
revenue to the Government and takes on juch of the aspect of 
a penalty rather than a tax provision."

2
"It is not intended to penalize reasonable accumulations."

3
"These sections are highly penal."

It was contended that a similar interpretation should be 

adopted by the Courts, but the effective rejoinder was made that, 

even if viewed as a penalty, it was but the employment of one of 

the incidental powers to collect revenue and to defeat obstruction 

of the tax laws, clearly within the defined powers of Congress. 

However, the court did not allow that even, stricti juris, need the 

added tax be taken as a penalty, for in the Williams case the 

majority opinion stated:

"Congress has not attempted to define the nature of the 
tax imposed by Section 220 and the statute does not require 
that the tax be defined to be other than a surtax. The tax 
imposed by the section partakes of the attributes of a surtax

1. Report of the Joint Committee on Internal Revenue Taxation,.1927, p.52
2. Art. 353, Regulations 65 and 69.
3. United Business Corp. v. Comm’r., 19 B. T. A. 809, 826. 



or excess profits tax more than any other, and Section 220 
was intended as an auxiliary to that portion of the income 
tax provisions relating to surtax. It was designed to pre
vent the evasion of surtaxes by stockholders ahd we think it 
avails nothing to show that the tax is 50 percent of the net 
ixicome without regard to the amount of unreasonable accumu
lation.”

That the Courts reasoning was sound in reaching this con

clusion is evident. Wo instance is afforded from the foundation 

of the government where an act, which was within a power conferred, 

was declared to be repugnant to the Constitution because it ap

peared that the particular exertion of constitutional power was 

unwise or unjust. The courts may not inquire into the motive of 

Congress in adopting a statute levying an excise tax within its 

constitutional power. The power to tax may be regarded as the 

power to destrpy, for the limitation of uniformity was regarded as 

sufficient by those who framed and adopted the Constitution. The
1

courts may not add others.

Even without the benefit of thè presumption this statute 

must then be held to be constitutional. It is entirely a revenue 

measure enacted under express powers, and conforming to express 

constitutional limitations. It does not interfere with an affair 

the regulation of which is reserved to the staes. it is based upon 

a determinable standard, and though perhaps excessive, it is neither 

so arbitrary or capricious as to constrain to the conclusion that it
2

is not the exercise of taxation, but a confiscation of property.

1. McCulloch v. Maryland, 4 Viheat. 516; McCray v. U. S., 195 5. S, 27; 
Patton v. Brady; 184 5. S. 6O8; Ui. S. v. Singer, 15 Wall. 111.

2. Heiner v. Donnan, 285 U. S. 312; Nichols v. Coolidge, 274 U. S. 531.
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The 1954 act, as has been previously intimated, departed 

considerably from its predecessors. The texts of the sections are 

given in full in the Appendix, and they are on their face so self- 

explanatory that but little discussion is needed. The major change 

is the separate treatment accorded to "personal holding companies" 

falling within the statutory definition of that term as provided in 

Section 351. It was against this type of company that the tax had 

previously been assessed in the majority of instances by the Bureaji 

of Internal Revenue. The legislative intent is clearly shown by the 

following excerpt from the Reports of the House and Senate Committees:

"The effect of this system recommended by your subcommittee 
is to provide for a tax which will be automatically levied 
upon the holding company without any necessity for proving a 
purpose to avoid surtaxes."^-

The mere fact that a corporation does not fall within the 

classification of Section 351 does not mean that it is free to accu

mulate gains and profits without restraint. Section 102 remains in 

the law and its provisions apply to all corporations other than 

"personal holding companies" as defined.

The lowering of the tax rates was in response to a feeling 

that they were on the whole excessive, and that more efficient ad

ministration would result from the reduction. The straight tax upon 

the "undistributed adjusted net income" of personal holding companies 

is calculated to produce increased revenue while affecting only those 

types of corporations against whom the tax had heretofore been assessed. 

The fact that there is no longer any question of "purpose" should aid 

greatly in its application.

1. 73d Congress, 2d Sess., Senate Rep. No. 558; House Rep. No. 704.
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CONCLÜSION

Although it is still too early to speak confidently it 

is felt that with the enactment of the 1934 Revenue Act the question 

of tax avoidance through the corporate device has largely been 

solved. The question of constitutionality having finally been 

determined the Bureau of Internal Revenue should no longer hesitate 

to apply the statute when the facts seem to merit it. The previous 

history of its application demonstrates that there will be no hard

ship on. those corporations actually engaged in productive business, 

and which wish to accumulate their gains and profits for legitimate 

ends. On the other hand those corporations whose primary purpose 

was to avoid the payment of surtaxes by its stockholders will find 

that the loophole has been closed.





SECTION 220-INIERI'IAL REVENUE ACT OF 1926-(EVASION OF SURTAXES BY 
INCORPORATION)

(a) If any corporation, however created or organized, is formed 
or availed of for the purpose of preventing the imposition of the 
surtax upon its shareholders through the medium of permitting its 
gains and profits to accumulate instead of being divided or distri
buted, there shall ‘be levied, collected, and paid for each taxable 
year upon the net income of such corporation a tax equal to 50 per 
centum of the amount thereof, which shall be in addition to the tax 
imposed by section 230 of this title and shall (except as provided in 
subdivision (d) of this section) be computed, collected, and paid 
upon the same basis and in the same manner and subject to the same 
provisions of law, including penalties, as that tax.

(b) The fact that any corporation is a mere holding or investment 
company, or that the gains or profits are permitted to accumulate be
yond the reasonable needs of the business, shall be prima facie evi
dence of a purpose to escape the surtax.

(c) V/hen requested by the Commissioner, or any collector, every 
corporation shall forward to him a correct statement of such gains 
and profits and the names and addresses of the individuals or share
holders who would be entitled to the same if divided or distributed, 
and of the amounts that would be payable to each.

(d) As used in this section the term ”net income” means the net 
income as defined in section 232, increased by the sum of the amount 
of the deduction allowed under paragraph (6) of subdivision (a) of 
section 234, and the amount of the interest on obligations of the 
united States issued after September 1, 1917, which would be subject 
to tax in whole or in part in the hands of an individual owner.

(e) The tax imposed by subdivision (a) of this section shall not 
apply in respect of any taxable year if all the shareholders of the 
corporation include (at the time of filing their returns) in their 
gross income their entire distributive share, whether distributed or 
not, of the net income of the corporation for such year. Any amount 
so included in the ^?oss income of a shareholder shall be treated as 
a dividend received. Any subsequent distribution made by the cor
poration out of the earnings or profits for such taxable year shall, 
if distributed to any shareholder who has so included in his gross 
income his distributive share, be exempt from tax in the amount of 
the share so included.



SECTION 102.—INTERNAL REVENUE ACT OF 1934 (SURTAX ON CORPORATIONS 
IMPROPERLY ACCUMULATING SURPLUS).

(a) Imposition of Tax.—There shall be levied, collected, and paid 
for each taxable year upon the adjusted net income of every corporation 
(other than a personal holding company as defined in section 351) if 
such corporation, however created or organized, is formed or availed of 
for the purpose of preventing the imposition of the surtax upon its 
shareholders or the shareholders of any other corporation, through the 
medium of permitting gains and profits to accumulate instead of being 
divided or distributed, a surtax equal to the sum of the following:

(1) 25 per centum of the amount of the adjusted net income not 
in excess of $100,000, plus

(2) 35 per centum of the amount of the adjusted net income in 
excess of $100,000.
(b) Prima Facie Evidence.—The fact that any corporation is a mere 

holding or investment company, or ihat the gains or profits are per
mitted to accumulate beyond the reasonable needs of the business, shall 
be prima facie evidence of a purpose to avoid surtax.

(c) Definition of "Adjusted Net Income".—As used in this section, 
the term "adjusted net income" means the net income computed without 
the allowance of the dividend deduction otherwise allowable, but 
diminished by the amount of dividends paid during the taxable year.

(d) Payment of Surtax on Pro Rata Shares.—The tax imposed by this 
section shall not apply if all the shareholders of the corporation 
include (at the time of filing their returns) in their gross income 
their entire pro rata shares, whether distributed or not, of the 
"adjusted net income" of the corporation for such year. Any amnunt 
so included in the gross income of a shareholder shall be treated as
a dividend received. Any subsequent distribution made by the corpora
tion out of earnings or profits for such taxable year shall, if dis
tributed to any shareholder who has so included in his gross income 
his pro rata share, be exempt from tax in the amount of the share so 
included.

(e) Tax on Personal Holding Companies.—For surtax on personal 
holding companies, see section 351.

SECTION 351.—INTERNAL REVENUE ACT OF 1934 (SURTAX ON PERSONAL HOLDING 
COMPANIES).

(a) Imposition of Tax.—There shall be levied, collected, and paid, 
for each taxable year, upon the undistributed adjusted net income of 
every personal holding company a surtax equal to the sum of 1he fol
lowing:



(1) 30 per centum of the amount thereof not in excess of 
$100,000; plus

(2) 40 per centum of the anount thereof in excess of $100,000.
(b) Definitions.—As used in this title

fl) The term "personal holding company" means any corporation 
(other than a corporation exempt from taxation under section 101, and 
other than a bank or trust company incorporated under the laws of the 
United States or of any State or Territory, a substantial part of 
whose business is the receipt of deposits, and other than a life- 
insurance company or surety company) if—(A) at least 80 per centum 
of its gross income for the taxable year is derived from royalties, 
dividends, interest, annuities, and (except in the case of regular 
dealers in stock or securities) gains from the sale of stock or secu
rities, and (B) at any time during the last half of the taxable year 
more than 50 per centum in value of its outstanding stock is owned, 
directly or indirectly, by or for not more than five individuals. Bor 
the purpose of determining the ownership of stock in a personal holding 
company—(C) stock owned, directly or indirectly, by a corporation, 
partnership, estate, or trust shall be considered as being owned pro
portionately by its shareholders, partners, or beneficiaries; (D) an 
individual shall be considered as owning, to the exclusion of any other 
individual, the stock owned, directly or indirectly, by his family, and 
this rule shall be applied in such manner as to produce the smallest 
possible number of individuals owning, directly or indirectly, more 
than 50 per centum in value of the outstanding stock; and (E) the family 
of an individual shall include only his brothers and sisters (whether 
by the whole or half blood), spouse, ancestors, and lineal descendants.

(2) Die term "undistributed adjusted net income" means the ad
justed net income minus the sum of:

(A) 20 per centum of the excess of the adjusted net income 
over the amount of dividends received from personal holding com
panies which are allowable as a deduction for the purposes of the 
tax imposed by section 13 or 204;

(B) Amounts used or set aside to retire indebtedness incurred 
prior to January 1, 1934, if such amounts are reasonable with 
reference to the size and terms of such indebtedness; and

(C) Dividends paid during the taxable year.
(3) Hie term, «adjusted net income" means the net income computed 

without the allowance of the dividend deduction otherwise allowable, 
but minus the sum of:

(A) Federal income, war-profits, and excess-profits taxes paid 
or accrued, but not including the tax imposed by this section;

(B) Contributions or gifts, not otherwise allowed as a deduc
tion, to or for the use of donees described in section 23 (o) for 
the purposes therein specified; and

(C) Losses from sales or exchanges of capital assets which are 
disallowed as a deduction by section 117 (d).
(4) The terms used in this section shall have the same meaning as 

when used in Title I.



(c) Administrative Provisions.—All provisions of law (including 
penalties) applicable in respect of the taxes imposed by Title I of 
this Act, shall insofar as not inconsistent with this section, be 
applicable in respect of the tax imposed by this section, except 
that the provisions of section 131 of that title shall not be ap
plicable.

(d) Payment of Surtax on Pro Rata Shares.—She tax imposed by this 
section shall not apply if all the shareholders of the corporation 
include (at the time of filing their returns) in their gross income 
their entire pro rata shares, whether distributed or not, of the ^ad
justed net income” of the corporation for such year. Any amount so 
included in the gross income of a shareholder shall be treated as a 
dividend received. Any subsequent distribution made by the corpora
tion out of earnings or profits for such taxable year shall, if dis
tributed to any shareholder who has so included in his gross income 
his pro rata share, be exempt from tax in the amount of the share so 
included.

(e) Improper Accumulation of Surplus.—For surtax on corporations 
which accumulate surplus to avoid surtax on stockholders, see section 
102.
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