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Tax
Forum
THE CAUSES OF THE ACCUMULATED EARNINGS TAX 
PENALTY AND THE MEANS OF AVOIDING IT

Mable W. Kitchen, CPA 
Price Waterhouse & Company 
Cincinnati, Ohio

GUEST WRITER: This column was written 
by Wanda A. Wallace, M.P.A., CPA, of Fort 
Worth, Texas.

A corporation is subject to a penalty tax if it 
unreasonably accumulates earnings to 
avoid having them taxed to the sharehold­
ers as dividends. This accumulated earn­
ings tax is in addition to the regular 
corporate tax of 48% and has a rate of 
27½% on the first $100,000 of accumu­
lated taxable income and 38½% on any 
excess.

Given the present slump in the 
economy you probably think your com­
pany could not possibly have an accumu­
lated earnings tax problem. You could be 
in for a surprise! Unknowingly, your 
company could have developed the prob­
lem stemming from (1) the decline in sales 
volume and the resulting decrease in the 
inventory level and the accounts receiva­
ble balances, (2) the tighter credit policy 
resulting from anticipation of increased 
business failures during the economic de­
cline, and/or (3) the reduced level of corpo­
rate expenditures which were curtailed to 
conserve cash for what might be a long 
business slump. The effects of any or all of 
these steps may have put the company 
into a highly liquid cash position. Take a 
look at the company's balance sheet. Does 
it contain those "red flags" which indicate 
to the Internal Revenue Service (IRS) that 
the company may be unreasonably ac­
cumulating its earnings. First, take a look 
at the retained earnings balance; does it 
exceed the exempt level (in 1975 — 
$150,000)? If so, does the balance sheet 
also show any of the following: (1) a very 
large cash balance, (2) an unreasonably 

high current ratio, (3) an unrelated in­
vestment for example, marketable securi­
ties or vacant land, (4) substantial loans to 
major stockholders, particularly if no ren­
dered services exist, and/or (5) a record of 
minimal dividend payments coupled with 
closely-held stock? If the answer to any of 
these is in the affirmative, your company 
has a problem. The existence of these 
factors creates the presumption that it has 
unreasonably accumulated income for the 
purpose of avoiding tax on the sharehold­
ers. As a result the company would be 
subject to the accumulated earnings tax 
penalty unless by a preponderance of 
evidence it can prove the contrary.

The accumulated earnings tax has 
plagued closely-held corporations particu­
larly due to the shareholders' ability to 
control the dividend policy. However, the 
IRS says there is no legal impediment to 
applying the accumulated earnings tax to 
a publicly-held corporation.1 In a recent 
case, Golconda Mining Corp., it was deter­
mined that the levy did not apply to a 
publicly-held corporation;2 however, the 
IRS has announced that it will not follow 
the decision. So, although it has been 
largely an important lever utilized by the 
IRS against closely-held corporations, the 
accumulated earnings tax may become an 
important consideration for publicly-held 
companies as well.

Historical Development
A look at history indicates that under the 
1939 Internal Revenue Code, the IRS paid 
special attention to corporations that had 
not distributed at least 70% of their earn­
ings as taxable dividends.3 (The 70% test 
does not apply under the 1954 code.4) In 
any event the 70% figure was purely 
arbitrary and only a small fraction of 
corporations distributing less were actu­
ally assessed. On the other hand there 

were no absolute assurances that a corpo­
ration distributing more would escape the 
tax. One court decision included the 
statement that "Hard, fast rules are not 
enough; clear preponderance of evidence 
is needed."5 The key to avoidance of the 
assessment is the substantiation of the 
"reasonable business needs" for accumu­
lation of earnings, both past and present.6

The Application of Sections 531 to 
537
The accumulated earnings tax is governed 
by Sections 531 to 537 of the Internal 
Revenue Code of 1954, the Income Tax 
Regulations related thereto, and case law 
on the subject. The application of Sections 
531 to 537 is extremely difficult due to the 
ambiguity surrounding what constitutes a 
"fact" which will establish that the ac­
cumulation of earnings is to meet the 
reasonable needs of the business.

Prominent factors in one case may 
become minor in another and slight 
shades of differences may serve to 
tip the scales one way or the other 
. . . What would be reasonable in 
one situation or for one business 
might be clearly unreasonable in 
another.7

As if to justify such ambiguity in respect of 
the meaning of "facts" supporting ac­
cumulations of earnings as reasonable, 
courts have pointed out that the standards 
for the assessment of the accumulated 
earnings tax compare with the indefinite 
standards which are common in law, such 
as "the prudent driving of a motor car or 
the diligence required in making a ship 
seaworthy."8 Obviously, the recognition 
that more than one area of ambiguity 
exists within the framework of law does 
little to rectify the problem of applying 
Sections 531 to 537 of the Internal Revenue 
Code. In the opinion of this writer, it is 
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possible to shed some light on what con­
stitutes a "finding of fact" that earnings 
have been reasonably accumulated by 
coordinating legislation and court cases 
and recognizing accepted standards 
which can support the ultimate finding.

In terms of legislation, Regulations 
1.537-1 through 1.537-3 are a considerable 
aid to the taxpayer in deciphering the 
meaning of the Code sections. The impor­
tance of accumulating earnings for use in a 
related business for bona fide business 
purposes is stressed. Regulation 1.537-2 
provides examples of grounds which, 
when supported by facts, may indicate 
reasonableness of earnings' accumula­
tions.

REASONABLENESS TESTS
Expanding and Replacing Plant and 
Equipment
The first purpose for accumulating earn­
ings which is cited as a reasonable goal is 
that of expanding and replacing plant and 
equipment. Concreteness of future plans 
for replacement of equipment, modern­
ization of plant, or maintenance of com­
petitive position is important. It is no 
excuse to say that because a corporation is 
small and informally conducted, alleged 
future plans lack specificity.9 The specific­
ity requirements were written into the 
Regulations by the Commissioner pre­
cisely because a loosely run corporation 
presents a high potential for post hoc, 
unsupported rationalization for the pro­
hibited hoarding of profits.10

However, in another case, the fact that 
"there was little documentation of a tax­
payer's plans for modernization in the 
corporate minutes and formal 
memoranda" had little bearing on a deci­
sion for the taxpayer, since the manage­
ment had daily contact and a history of 
acting in an informal manner.11 The judge 
in this case explained that the requirement 
of "specific, definite, and feasible" plans 
does not demand that the taxpayer pro­
duce meticulously drawn, formal blue­
prints for action.

The test is a practical one, namely 
that the contemplated expansion 
appears to have been 'a real consid­
eration during the taxable year, and 
not simply an afterthought to justify 
challenged accumulations'.

The evidence cited in the case as support­
ing expansion plans were the efforts to 
acquire continuously and persistently 
from a point in time preceding the taxable 
years in issue. The record indicated that if 
the petitioner had been able to acquire the 
firm it would have to immediately provide 
funds for additional working capital for 
the acquiree and to modernize its equip­
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ment. The stronger evidence cited in the 
case is the fact that in 1968 the petitioner 
bought $1,000,000 worth of stock — the 
desired amount. In the words of the 
judge, "we cannot and will not ignore the 
ultimate fruition of petitioner's expansion 
plans — accomplished within a reasonable 
time after the years in question at a cost 
closely in line with the amount originally 
estimated. While not controlling, evi­
dence of what petitioner in fact did in 
subsequent years certainly affects the 
weight to be given its declared intention 
during the years in issue." The money set 
aside for replacement of the plant and 
equipment was considered appropriate in 
light of the testimony of officers of the 
petitioner and the fact that the record 
shows actual replacement of plant and 
equipment beginning prior to the first year 
here in issue.

Despite the emphasis on actual activi­
ties carried out, the actual planned activi­
ties do not have to occur.12 In one case the 
facts were that a palletizing program was 
needed by a corporation and this made a 
warehouse imperative.13 There was no 
architect's design; the imperative need for 
a new warehouse and the carrying out of 
the palletizing program was sufficient 
evidence. In fact, even though there was 
evidence to show knowledge of the tax­
payer that trackage could not be had at its 
warehouse site, this did not show that 
there was no plan for meeting the impera­
tive need which the district court found 
existed. It appears in this case that the 
existence of a need is enough to justify 
accumulation of earnings for expansion.

Similar to the above case, Sorgel, 
William J. V. U. S. 29 AFTR 2d 72-1035, 
held that it was reasonable to accumulate 
"$700,000 for the plant expansion .... 
Clogged workshops indicate the rea­
sonableness of an expansion program" 
and plans to build a 260 foot building 
existed. The judge further pointed out that 
"While no doubt Sorgel could have fi­
nanced at least part of the expansion 
through debts, the decision not to, if 
possible, cannot be considered unreason­
able."

Based on the above decisions it appears 
that while concrete construction plans are 
helpful, the simple proof of an existing 
need to expand is sufficient to prove 
reasonableness of funds accumulated for 
expansion. Of course, the amount set 
aside for expansion purposes must be a 
"reasonable" size, as well. If the expan­
sion plans are actually carried out prior to 
a court case involving allegations that 
accumulations were unreasonable in prior 
years, they provide excellent proof of 
good intentions of a taxpayer.

Working Capital Needs and Current 
Ratio
A less subjective factor in establishing 
"reasonableness" is that of providing a 
working capital need and showing a rea­
sonable current ratio. The Bardahl formula 
— a mathematical determination of work­
ing capital requirements of industrial cor­
porations — has been accepted in the 
Supreme Court as a good rule of thumb in 
justifying retention of earnings for opera­
tions. This involves the calculation of 
current expenses over an "operating cy­
cle." The operating cycle is the time it 
takes to buy raw materials, convert them 
into goods, sell the goods, and collect the 
proceeds. The total of operating expenses 
during a cycle (in a peak period) is equal to 
a working capital requirement considered 
"reasonable."14 Likewise, the Tax Court 
has consistently held that the accumula­
tion of funds to meet operation expenses 
for at least one year is reasonable.15 All 
working capital calculations must be ad­
justed for the uniqueness of the company 
involved, its experience with receivables, 
its peak periods of operations, and its 
subsequent historical needs for working 
capital. A rule of thumb of the courts in 
terms of current ratio is that approxi­
mately 2.5 to 1 is an "indication that the 
accumulation of earnings and profits is not 
unreasonable."16

Other Support Taken From Court 
Cases
Valid reasons for accumulations have in­
cluded the following:

The desire to expand a business or a 
plant without the dilution of the 
present owners' interest and with­
out borrowing
The desire to acquire a new busi­
ness, especially if that business is 
directly related to the existing busi­
ness of the accumulating corpora­
tion
The desire to increase inventories
The desire to retire outstanding debt 
The need to provide loans to 
suppliers or customers
The desire to fund pension plans 
The desire to substitute a self­
insurance plan reserve for commer­
cial coverage.17

While each of the above reasons are ac­
ceptable, they should be adequately 
documented in the corporate records if 
they are to be recognized as facts by the 
courts.

Perhaps most importantly, a firm that is 
denied reasonableness of accumulations 
should take heart at the District Court's

(Continued on page 33)



Theory and Practice 
(Continued from page 31)

nancial difficulty by purchasing a loan or a 
property at an amount in excess of market 
value, forgiving an indebtedness, reduc­
ing the advisory fees, providing required 
compensating balances or making out­
right cash payments. In these situations, 
full disclosure of the nature of the relation­
ship between the REIT and its advisor and 
the nature and amount of the transactions 
between them should be made. Appro­
priate accounting in the present 
framework of generally accepted account­
ing principles requires adjustment of any 
assets (or liabilities) transferred between 
the REIT and the advisor to current market 
value as of the date of the transaction and 
recognition, as income or as a reduction of 
advisory fees, of the operating support ef­
fectively obtained. When material, the ef­
fect of such transactions should be re­
ported separately in the statement of op­
erations.

This Statement is applicable to all REITS 
whether qualified under Sections 856-858 
of Internal Revenue Code or not. Other 
companies engaged in the business of in­
vesting in real estate or making loans re­
lated to real estate are beyond the scope of 
this Statement; however, the conclusions 
in the Statement may also be appropriate 
for these companies.

Auditing implications of this Statement 
are being considered by the Auditing 
Standards Executive Committee of the 
AICPA. In forming a judgment regarding 
the adequacy of the allowance for loan 
losses, the auditor is presented with at 
least two significant problems. These are 
using the work of non-accounting 
specialists and availability of evidential 
matter to estimate net realizable value of 
properties. Estimated selling price and es­
timated costs to complete construction are 
among the factors to be considered in the 
determination of net realizable value. The 
work of an appraiser or engineer may be 
needed for some of these estimates. If con­
struction has not been completed or if it is 
anticipated that a purchaser may be dif­
ficult to locate, estimation of net realizable 
value at a point in the future may be neces­
sary. The auditor may need to evaluate 
"estimates of future economic events" 
and the reasonableness of assumptions 
used in making such "estimates". If the 
auditor is unable to obtain satisfaction as 
to the reliability of appraisals, assump­
tions and projections used in the determi­
nation of the carrying value of real estate 
and any related allowance for loan losses, 
it may be necessary to appropriately qual­
ify or disclaim an opinion.

Tax Forum
(Continued from page 30)

statement that the "Failure of a taxpayer 
corporation to prove that its entire ac­
cumulation was for the needs of the busi­
ness does not necessarily mean that no 
part of the accumulation was reasonable." 
The tax will only be assessed on that por­
tion which is unreasonable.

There are two general consideration by 
the court that might prove worthwhile to 
keep in mind: (1) The courts have recog­
nized a corporation's right to grow and 
within reasonable limits to protect itself 
and its shareholders,18 and (2) The busi­
ness judgment of those entrusted with the 
management of a successful growing en­
terprise is not to be ignored.19

Conclusions
Reasonableness of the accumulation of 
earnings can be established by using one 
of the methods set forth above such as the 
Bardahl formula, the "reasonable current 
ratio", the need for the funds for expan­
sion, etc. In any event there are two things 
which should definitely be done to enable 
a corporation to avoid the accumulated 
earnings tax penalty:

(1) the corporation should keep up- 
to-date records of why earnings are 
retained and
(2) if the corporation lists any intan­
gible factors such as fear of a depres­
sion, available supporting data, 
such as an economist's report, 
should be filed with the list. The 
more tangible the items, such as 
plant expansion, the more concrete 
the evidence should be, e.g. as near 
to the blueprint stage as possible.20 

The accumulated earnings credit for 
$150,000 ($100,000 for years before 1975)21 
exists because the lawmakers and courts 
recognize the need for a firm to retain 
ample earnings for operations and for ex­
pansion; this credit may be adjusted if rea­
sonableness of needs for retaining more 
earnings can be established.
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Personal Management 
(Continued from page 23)

lated to the individual's goals and objec­
tives such as:

1) the degree of financial indepen­
dence desired,
2) the level of retirement income 
desired,
3) the investment level desired,
4) the standard of living level de­
sired,
5) and how these goals and objec­
tives fit into the individual's income 
tax picture.

According to Mr. Conway, once the 
above objectives have been set the indi­
vidual can begin to assemble a financial 
plan.

The two methods discussed above are 
basically the same. The first step is to 
prepare a budget, which forces us to look 
ahead and to consider how the various 
classes of income and expense fit together. 
We all remember from our budgeting 
classes in school that the primary benefit 
of a budget is that it makes us put down in 
writing exactly what our plans are. It is 
very easy to underestimate expenses. Not 
until we actually start tallying up exactly 
what we spend for what can we accurately 
determine the total expenditures related 
to each expense category. The budgeting 
process also points out to us the many 
ways in which we can possibly cut expen­
ditures.

Perhaps the most difficult aspect of the 
financial plan is the necessary self­
discipline. Or, perhaps, it is just facing up 
to the fact that we do need a financial plan 
and then doing something about it.
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