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CHAPTER I 

INTRODUCTION 

. - . In my own case the words of such an act 
as the income tax, for example, merely dance before 
my eyes in a meaningless procession: cross refer
ence to cross reference, exception upon exception— 
couched in abstract terms that offer no handle to 
seize hold of—leave in my mind only a confused 
sense of some vitally important, but successfully 
concealed, purport, which it is my duty to extract, 
but which is within my power, if at all, only after 
the most inordinate expenditure of time. I know 
that these monsters are the result of fabulous 
industry and ingenuity, plugging up this hole and 
casting out that net, against all possible evasion; 
yet at times I cannot help recalling a saying of 
William James about certain passages of Hegel: 
that they were no doubt written with a passion of 
rationality; but that one cannot help wondering 
whether to the reader they have any significance 
save that the words are strung together with syn
tactical correctness. . . .1 

Objectives of the Study 

Significant portions of private business corporation 

earnings are not available for corporate use due to the 

income tax. The size of this portion has caused the cor

poration to search for ways to minimize the amount of tax. 

The form of the transaction and the type of organization 

employed have an important impact on the amount of income 

tax required to be paid. Where the form of the transaction 

or the organization is changed to permit tax reductions, 

the corporation is being regulated by tax law. 

•̂ Judge Learned Hand, 57 Yale L.J. 167 (1947) 



The power of Congress to regulate the economy through 

taxing and spending is too well established to require 

explanation. The effect of this regulation on the business 

corporate organization is another matter. The direction and 

extent of change in the corporate organizational structure 

due to federal income taxation is not entirely clear. 

The problem which is the subject of this dissertation 

concerns the effect of federal taxation on the corporate 

organization. To what extent do existing tax rules deter

mine the selection of the corporate organization for busi

ness? What changes in the corporate structure are occurring 

because of federal tax legislation? What are the dangers 

or pitfalls awaiting the unwary businessman in the area of 

corporate taxation? 

One of the most current issues concerns the social 

responsibility of business. The authors who have considered 

this issue inevitably refer to the large corporation because 

this is an important source of great wealth to the American 

economy. The high rate of taxing and spending by the fed

eral government is a vital part of any program of social 

responsibility in which business participates. Various 

authors have written extensively in the area of the corpo

ration and its environment. The history of these writings 

reveals an increasing reliance of business upon the corpo

rate organization and also an increasing interdependence 

of business and government. The impact of business upon 

government is a matter of universal interest. The daily 



newspapers of this country present a wide spectrum of infor

mation in this area. What about the other side of the coin? 

The impact of government on business is a very broad 

issue. The extent of any such impact is beyond the scope of 

this dissertation. This dissertation is concerned with the 

impact of federal taxation on corporate structure. 

It will become clear that tax considerations influence 

the form of the transaction as well as the corporate struc

ture. It would be difficult to consider one apart from the 

other. This is not a statistical study. It will not be 

possible to measure the extent of this impact in objective 

physical measurements for the most part. As each area of 

investigation is unfolded, an effort will be made to de

scribe the problem and illustrate it. Potential dangers 

will be highlighted. Appropriate mention will be made of 

methods which may be used to avoid these dangers. 

Organization by Chapters 

Chapter II will describe the corporate capital struc

ture from the aspect of the Texas Business Corporation Act. 

Although the form of this Act is legal, it follows the 

format of most current modern corporation balance sheets. 

Because of this fact, the materials in Chapter II will 

be illustrated with balance sheets and generally accepted 

accounting terminology. It is believed that a study of 

changes in the capital structure should start with an accu

rate statement of current conditions. The Texas Business 



Corporation Act is a modern statute and serves the purposes 

of this descriptive requirement. 

Sources of long-term financing may be divided into 

classifications of internal and external. Capital stock and 

related surplus, including retained earnings, are classified 

as internal. Funds obtained from creditors are external. 

State statutes regulate the terms and conditions under 

which these funds may be obtained. Several important ques

tions arise when funds normally classified as external are 

obtained from persons who are also providers of internal 

funds. Tax issues associated with debt funds provided by 

stockholders include interest deductibility by the corpo

ration and termination of the Subchapter S election where 

such debt funds are found to be essentially a second class 

of corporate stock. These issues arise because of a basic 

conflict between regulating authorities. State law governs 

the structural formation of the corporation while federal 

law determines the effect to be given the structure for tax 

purposes. Essentially, then, the impact of federal taxation 

is characterized as a struggle between these two forces 

having concurrent jurisdiction over corporate affairs. 

Chapter III will consider Subchapter S of the Internal 

Revenue Code. Subchapter S permits certain electing corpo

rations to have their income taxed directly to the share

holders rather than to the corporation. The importance of 

this election will be apparent throughout this dissertation. 

This subchapter is entitled "Election of Certain Small 



Business Corporations as to Taxable Status." The importance 

of its provisions depends on the scope of its application. 

Among the characteristics of a small business corporation, 

as defined by the Act, are limitations as to the number of 

shareholders and classes of stock. There is no limitation 

concerning the amount of investment. Because of this fact, 

the scope of application is broader than the name of the Act 

implies. 

The purpose of Subchapter S was to permit business to 

select the form of organization desired, without the neces

sity of taking major tax differences into account. Its 

advantages were intended to apply to income of operating 

companies. Passive investment income from royalties, rents, 

dividends, interest, annuities, and sales or exchanges of 

stock or securities was not intended to come within these 

provisions. A Subchapter S election will terminate if more 

than 2 0 per cent of the corporation's gross receipts are 

from these sources. 

The termination of an election can be quite costly. 

One of the most important advantages of this election is the 

loss pass-through provision. If a corporation has operating 

losses repeatedly, with no years of net income to which 

operating losses may be applied, it may make a Subchapter 

S election and allow the shareholders to deduct the losses 

from their other individual income. The termination of this 

right through failure to comply with one of the many tech

nical requirements of the Act is a danger to be carefully 



guarded against. 

Chapter IV will consider Subchapter R which was enacted 

to permit both proprietorships and partnerships to elect 

corporate taxation. Although Subchapter R has been repealed 

due to a "liquidation trap" and general nonuse, it is 

considered in Chapter IV because it was a forerunner to 

Subchapter S and is related to the subject of this disser

tation. Chapter IV will also examine historical consider

ations of both the corporation and the income tax. 

Although the language of tax legislation is impersonal 

and seems to apply to all taxpayers equally, a strong case 

can be made indicating bias for some taxpayers and against 

others. This lack of impartiality has undermined the confi

dence of the American people in the existing tax structure. 

Tax avoidance has become a socially acceptable activity but 

it is accepted with resignation. The sense of inevitability 

associated with the substantial tax burden of the American 

people has caused those in a position of power and influence 

to seek special favors. The corporation has power and 

wealth. It has exercised influence in its own behalf. 

Although the concept of the corporation is very old 

and was used by the ancient Greeks, it was not in general 

use in this country until after the start of the nineteenth 

century. The great upsurge in corporate activity came after 

1865. Although the first attempt to levy a federal income 

tax came as early as 1812, the constitutionality of incom.e 

taxes was not established until 1913 with the adoption of 



the sixteenth amendment to the Constitution. The present 

high rate of taxation has been the result of steady 

increases since that time. 

Chapter V will consider the accumulated earnings tax 

and the personal holding company tax. These taxes affect 

both the transaction and the structure of the corporation. 

They constitute a danger to the businessman who runs afoul 

of their provisions whether his motive is tax avoidance or 

entirely unrelated to tax matters. Both of these taxes are 

intended to keep the corporation from being used to protect 

shareholders from the individual income tax which applies 

to corporate dividends. This tax is avoided when the corpo

ration is permitted to accumulate earnings instead of paying 

dividends. When the shareholder leaves these earnings in 

the corporation, they can be transferred at his death to his 

heirs under more favorable tax rules or be taxed at capital 

gains rates when the corporation is liquidated. 

Congress intended for the accumulated earnings tax to 

discourage unreasonable accumulations. A problem of appli

cation arose with the difficulty of determining what is 

unreasonable. Each case has to be determined on its own 

merits. The result is an absence of uniformity of applica

tion in the case decisions. This lack of uniformity makes 

tax planning difficult. 

The personal holding company tax is intended to avoid 

the problem of determining which accumulations are unrea

sonable under the accumulated earnings tax. It applies 
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mechanically to all instances in which certain types of 

income have accumulated. High bracket taxpayers might 

otherwise get a tax savings by placing income producing 

investment type property in a corporation and permitting 

the earnings to accumulate. The scope of this material is 

limited to the impact on the corporate structure due to 

accumulation of earnings, the payment of dividends, and the 

types of investments permitted. 

Chapter VI is a continuation of the study of specific '^ 

dangers or pitfalls which lie within the area of this dis

sertation. The problems associated with stockholder owned 

debt are not easily solved. It is true that there may be a 

tax savings if the corporation can distribute its earnings 

in tax deductible interest rather than nondeductible divi

dends. It is probably true that many closely held corpo

rations take advantage of this circumstance to avoid taxes. 

It is also true that there are often sound business reasons 

for a stockholder loaning his corporation money which have 

no relationship to taxation. It may be necessary to loan 

a corporation money for short periods to meet unusual cir

cumstances. If such funds are to be repaid and such is the 

clear intention of the parties, there seems to be no other 

satisfactory arrangement than a loan transaction. If a cor

poration is having financial problems and its owners want to 

strengthen it, there seems to be no valid objection to per

mitting temporary loans by the owners. Such loans protect 

the other creditors and even help preserve a future source 



of tax revenue to the federal government. 

Although the courts have established a number of 

indicia for determining the true nature of advances to cor

porations by shareholders, there is very little basis for 

reliable predictions as to the outcome in any particular 

case. In essence, the Tax Court has followed what might 

be described as the "sniff" doctrine. It samples all fla

vors emanating from any given fact situation and labels 

them. It then "sniffs" to determine any overriding flavor 

and labels the entire transaction accordingly. Congress 

and the Supreme Court have attempted to limit review of Tax 

Court decisions to matters of law. The issue of whether 

stockholder advances are debt or equity is probably a mixed 

question of fact and law. Although it has been criticized 

by higher courts, the Tax Court has been somewhat restrict

ive in its decisions, frequently finding such advances to 

be contributions to capital or equity risk capital rather 

than loans. 

A proposed solution is offered in Chapter VI. This 

solution is based on a factor for the determination of 

an appropriate stock valuation. Once this is determined 

together with the value of the firm, an appropriate amount 

of stockholder debt may be determined as a residual. This 

method should be suitable as a guide for an appropriate 

interest deduction and as a test in Subchapter S second 

class of stock situations. '̂' 

Subchapter S provides that corporate earnings will 
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be taxed directly to the stockholder. These earnings remain 

in the corporation and are referred to as pretaxed earnings. 

Such amounts are personal to the stockholder. If he ceases 

to be a stockholder or if the election terminates for any 

reason, his personal account disappears and he loses his 

right to withdraw such funds as pretaxed earnings. This 

constitutes a very real danger and explains the importance 

of avoiding a termination of the election where at all 

possible. 

Rules pertaining to collapsible corporations and asso

ciations are related to the subject of this dissertation and 

are included in Chapter VI. A collapsible corporation is 

one temporarily used so that income which would be taxed as 

ordinary income may be made subject to capital gain rates. 

This is done by using the corporation to hold property which 

is being developed or appreciated in value. When the corpo

ration is collapsed before such gain is realized, the stock

holder treats this "liquidation" as a capital gain. In the 

alternative he may just sell his stock in the corporation 

with its appreciated property. The gain on the stock would 

be subject to capital gain rates. Congress sought to combat 

this situation by making such gains taxable as ordinary 

income. Several problems resulted and are in various states 

of resolution at this time. 

Associations are partnerships or trusts which have m.ore 

corporate characteristics than noncorporate characteristics. 

Corporations are defined to include associations for tax 



11 

purposes. This may be an advantage or disadvantage depend-

on the desire of the business owners. 

Method of Analysis 

The Internal Revenue Code and federal tax regulations 

contain indispensable material for analysis of most tax 

problems. Decisions by the Tax Court, Federal District 

Courts, and the various circuit courts interpret these stat

utes and regulations and apply them in specific instances. 

The relatively few Supreme Court decisions establish a guide 

for decisions of the lower courts and participate to some 

extent in policy considerations associated with tax matters. 

State statutes determine the organizational framework of the 

corporation. 

These materials are the most important prim.ary sources 

for tax research. In addition to these materials, there is 

a wealth of cogent secondary material in the areas of taxa

tion and corporate organization. The tax encyclopedias and 

text or casebooks are excellent. In spite of these facts, 

the subject of this dissertation has had only limited treat

ment. It has appeared as a by-product in the field of 

taxation as well as the field of corporations. 

The method of analysis started with the primary sources 

in the selected problem areas of this dissertation. First, 

the statutes were examined and outlined. Secondly, the 

case decisions were read for interpretation and analysis. 

Thirdly, secondary materials were exam.ined for other views 
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and helpful insights. The citators in the federal reporter 

system and in the federal tax encyclopedias proved to be 

invaluable. One of the most valuable results of this re

search and analysis has been the increased familiarity with 

important materials in the field of federal taxation. The 

systematic expression of this material and the documentation 

peculiar to the field of taxation have presented challenges 

which made this dissertation an adventure. 



CHAPTER II 

THE CORPORATE ORGANIZATION 

The corporation has provided a means for accumulating 

very large sums of money for business enterprise. This 

fact has contributed greatly to the economic growth of the 

United States. There are several unique features of the 

corporation which allow this aggregation of capital. The 

corporation can be organized so that it has continuity of 

existence. This continuing life becomes the basis for the 

stability which is essential to accumulation of wealth. 

A second feature is the fact that corporate creditors 

may look only to corporate assets for payment. This means 

that investors will be more willing to entrust their funds 

to corporate management knowing that their liability is 

limited to the amount of their investment. 

The corporation is permitted to purchase property and 

hold it in the corporate name. It can borrow money, by 

issuing bonds or any other lawful manner, for carrying out 

its business purposes. 

Since these important features arise because of statu

tory enactment, a careful study of the law of corporations 

should be based on the law of the state which chartered the 

unit. While there is no uniform law in the area of corpora

tions, there is a Model Business Corporation Act which was 

prepared by the Committee on Corporate Laws of the American 

13 
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Bar Association. The following study of the corporate capi

tal structure is based on the Texas Business Corporation Act 

which is patterned after the Model Business Corporation Act. 

The Capital Structure 

Article 1.02 of the Texas Business Corporation Act 

defines "net assets" as the amount by which total assets of 

a corporation exceed the total debts or liabilities of the 

corporation. 

The form of a balance sheet reflecting the financial 

condition of a corporation as of any given time is usually 

arranged so that assets of the corporation minus liabilities 

leaves capital or stockholder equity. 

It follows that net assets of the corporation should 

be equal to the capital or stockholders' equity in the cor

poration. These are temns which are used in accounting and 

financial circles. These terms and concepts are also used 

with specific meanings in the law of corporations. Unfortu

nately, confusion has resulted from the use of these terms 

in all circles. Commendable efforts have been made by the 

accounting profession in recent years to bring greater 

certainty to the meaning of terms used in the make-up of 

corporate capital structure. These terms may eventually be 

adopted by other areas including the law. Until uniformity 

of terminology occurs, students of corporate capital struc

ture must understand the terminology of each field. 

Article 1.02(12) defines "surplus" as the excess of the 
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net assets of a corporation over its stated capital. From 

this definition it follows that the make-up of this segment 

called "net assets" or "capital" consists of stated capital 

and surplus. Thus, to determine the amount of "surplus" a 

corporation has, first subtract the firm's liabilities from 

its assets to determine net assets. Next, subtract stated 

capital from net assets to determine the amount of surplus. 

Article 1.02(11) defines stated capital as the sum of 

(a) the par value of all shares of the corporation having a 

par value that have been issued, plus (b) the consideration 

for all shares of the corporation without a par value which 

the board of directors has voted to include as stated capi

tal, plus (c) amounts transferred to stated capital such as 

share dividends, minus all reductions provided by law. 

Stated capital is often referred to alternately as legal 

capital. Amounts found in the segment of the capital 

section in excess of stated or legal capital are surplus. 

The above can be illustrated by the following sequence of 

simplified balance sheets. 

Assets Liabilities 
+ 

Capital 

If Brown Corporation has total assets of $100,000; 
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liabilities of $30,000; then if the equation is to balance, 

capital must be in the amount of $7 0,000. 

Assets 

Brown Corporation 
Balance Sheet 

December 31, 1 9 — 

$100,000 

Total Assets $100,000 

Liabilities 

Total Capital 

Total Liabilities 
and Capital 

$ 30,000 

70,000 

$100,000 

Suppose that Brown Corporation issued 8 00 shares of 

common stock each with a par value of $50. 

800 shares X $50 = $40,000 capital stock 
$70,000 total capital - $40,000 capital stock 
= $30,000 surplus 

These circumstances are illustrated in the following 

simplified balance sheet. 

Brown Corporation 
Balance Sheet 

December 31, 1 9 — 

Assets $100,000 

Total Assets $100,000 

Liabilities 

Common Stock 

Surplus 

Total Liabilities 
and Capital 

$ 30,000 

40,000 

30,000 

$100,000 

The Texas Business Corporation Act defines three kinds 

of surplus in article 1.02. 
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1. Earned surplus is accumulated "net profits, 
income, and realized gains and losses from 
date of incorporation" minus all dividend 
payments to shareholders. 

2. Reduction surplus is any surplus arising 
in connection with any lawful reduction of 
stated capital. 

3. • Capital surplus is the entire surplus of the 
corporation other than earned surplus and 
reduction surplus. 

Several observations should be made at this point. The 

left side of the balance sheet includes valuations placed on 

the physical assets of the corporation. This valuation is 

normally the cost outlay of the corporation to obtain the 

assets. These asset balances will include cash. The right 

side of the balance sheet reflects the equitable interest 

of creditors and shareholders in the assets. The surplus 

accounts being described are part of the shareholders' equi

table interest in the assets. Thus, it should be clear that 

surplus is not cash or any other physical asset. 

Before going further with a discussion of surplus, cer

tain matters of terminology should be explained. Account

ants and financial analysts have long recognized that the 

term surplus creates a misleading impression in the minds of 

readers of financial statements. The American Institute of 

Certified Public Accountants, the American Accounting Asso

ciation, and recent accounting textbook authors along with 

accountants in both public and private accounting practice 

have made every effort to develop meaningful capital segment 

terminology. 
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The term "retained earnings" has become a widely 

accepted substitute for earned surplus. The term "capital 

surplus" is no longer popular in accounting and financial 

practice. Instead of this term, effort has been made to 

use terms which accurately describe the source from which 

the sum or amount has originated. Examples are "capital 

in excess of par value," "premium on preferred stock," and 

"donated capital." Unfortunately, there is very little 

uniformity in the use of the newer terminology. All of the 

above examples fit into a category called "additional paid-

in capital." Additional paid-in capital in turn is a part 

of what the Texas Business Corporation Act refers to as 

capital surplus. 

The term "reduction surplus" is not often found in 

published financial statements. Those amounts of surplus 

arising from reductions in stated capital are usually iden

tified by a description of the source from which the amount 

originated. An example is "paid-in capital from preferred 

stock redemption" for an amount remaining in the capital 

section after preferred stock is redeem.ed for less money 

than for which it originally sold. 

The courts and legislatures continue to use the older 

terminology. There are several reasons for this. First, 

the men who comprise our judiciary and legislatures are 

familiar with the older terminology and any changes which 

come about will occur as younger men come into these posi

tions with training in newer terminology. Secondly, there 
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is some reluctance to change for fear the difference in ter

minology may create confusion in the readers of court deci

sions. Since court decisions rely strongly on the precedent 

of earlier decisions, a change in important terms might be 

construed in some quarters as a change in meaning from the 

older terms with settled meaning. The same is true of the 

legislatures. The courts have decided, in published deci

sions, the meaning of the terms used by the legislatures. 

Such legislatures will then be inclined to continue to use 

the terms in light of existing court decisions. Since these 

circumstances exist, it is best to understand the terms used 

by the courts and legislatures as well as the modern terms 

being used by accounting and finance textbook authors and 

teachers. Even if the courts started using "retained earn

ings" today and the term "surplus" never appeared in another 

newly published court decision from this time forward, there 

would still be compelling reason for understanding the older 

terminology. This is because the older decisions are still 

the law and will continue to be read and used by accountants 

and attorneys who study the corporate capital structure. An 

understanding of the older terminology will be necessary for 

an adequate understanding of these cases. 

Business law textbook authors continue to use the same 

terminology found in the court decisions and statutes. For 

all of these reasons, it is necessary to be familiar with 

the older terminology. But, through all of this, it must be 

understood that if the present only feeds on the past, the 
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future will not bring improvement. 

Suppose the Brown Corporation originally sold the 800 

shares of $50 par value stock for a market price of $55 per 

share and had accumulated profit and income of $26,000. The 

following simplified balance sheets will illustrate these 

circumstances with modern accounting terminology. 

Assets 

Brown Corporation 
Balance Sheet 

December 31, 19--

$100,000 

Total Assets $100,000 

Liabilities 

Capital 
Common Stock 

Capital in excess 
of par value on 
Common 

Retained Earnings 

Total Liabilities 
and Capital 

$ 30,000 

40,000 

4,000 

26,000 

$100,000 

As a corporation enters into business transactions, it 

hopes to earn a profit. The profit or net income which the 

corporation earns will be used: to pay dividends to share

holders; to reinvest in the business in order to increase 

future earnings; and to pay taxes. These business transac

tions may be reflected through changes in the balance sheet 

Finally, the payment of dividends to stockholders can be 

illustrated in the same way. 

Suppose the Brown Corporation has assets, liabilities, 

and capital as follows: 
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(1) 

Cash 

Equipment 

Brown Corporation 
Balance Sheet 

December 31, 1 9 — 

$ 60,000 

40,000 

Total Assets $100,000 

Liabilities 

Capital 
Common Stock--$50 
par value, 800 
shares outstanding 

Capital in excess 
of par value on 
Common 

Retained Earnings 

Total Liabilities 
and Capital 

$ 30,000 

40,000 

4,000 

26,000 

$100,000 

In the next step suppose Brown Corporation purchased 

merchandise inventory for resale at a total cost of $25,000 

Its balance sheet would show the following changes assuming 

the merchandise was purchased for cash. 

(2) 
Brown Corporation 

Balance Sheet 
December 31, 1 9 — 

Cash 

Inventory 

Equipment 

Total Assets 

$ 35,000 

25,000 

40,000 

$100,000 

Liabilities 

Capital 
Common Stock—$50 
par value, 800 
shares outstanding 

Capital in excess 
of par value on 
Common 

Retained Earnings 

Total Liabilities 
and Capital 

$ 

$ 

30,000 

40,000 

4,000 

26,000 

100,000 
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In the next step assume Brown Corporation sells mer

chandise costing $20,000 for $35,000, receiving a profit 

of $15,000. Notice that the inventory is reduced by the 

cost and that both cash and retained earnings are increased. 

Cash is increased by the total amount received from the 

sale. Retained earnings is increased by the amount of 

profit. 

(3) 

Cash 

Inventory 

Equipment 

Brown Corporation 
Balance Sheet 

December 31, 1 9 — 

$ 70,000 

5,000 

40,000 

Total Assets $115,000 

Liabilities 

Capital 
Common Stock—$50 
par value, 8 00 
shares outstanding 

Capital in excess 
of par value on 
Common 

Retained Earnings 

Total Liabilities 
and Capital 

$ 30,000 

40,000 

4,000 

41,000 

$115,000 

Dividends 

In illustration (3) total assets have increased by the 

amount of profit from the sales transactions. Retained 

earnings has increased by a like amount. Suppose the board 

of directors votes to declare a dividend in the amount of 

$10,000 and pays the dividend. This may be seen in illus

tration (4) on the following page. Notice that cash is 
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decreased in the amount of the dividend as is retained 

earnings. Profit in the amount of $5,000 is in retained 

earnings and is reflected in the assets by a net increase 

in total assets of $5,000. 

(4) 

Cash 

Inventory 

Equipment 

Brown Corporation 
Balance Sheet 

December 31, 1 9 — 

$ 60,000 

5,000 

40,000 

Total Assets $105,000 

Liabilities 

Capital 
Common Stock—$50 
par value, 800 
shares outstanding 

Capital in excess 
of par value on 
Common 

Retained Earnings 

Total Liabilities 
and Capital 

$ 30,000 

40,000 

4,000 

31,000 

$105,000 

At the end of the following year, suppose Brown Corpo

ration has invested heavily in equipment and inventory. It 

does not have sufficient funds to pay a cash dividend, so it 

decides to declare a 20 per cent stock dividend. It issues 

one share of new stock for each five shares presently out

standing or a total of 160 shares. 

When a stock dividend is issued for a small percentage 

of total outstanding shares, there will ordinarily be no 

change in the current market price of the stock resulting 

from the stock dividend. When a stockholder receives addi

tional shares as a stock dividend, he may be inclined to 
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view this as a distribution of the earnings of the corpo

ration. He reasons that it is now possible to sell these 

new shares on the market and obtain the cash which other

wise would have been received if the corporation had issued 

a cash dividend. In truth, there has been no distribution 

of corporation assets. After the stock dividend, there 

has been no change in any shareholder's percentage or pro 

rata equitable ownership in the corporation's assets. The 

same dollar amount of net assets will be reflected in an 

increased number of shares held by the same stockholder. 

This may be illustrated by the balance sheets of Brown Cor

poration shown on page 26. The first balance sheet is 

before the stock dividend and the second is after. In each 

instance the total capital is $75,000. Since there is only 

one class of stock outstanding, all capital is related to 

the common stock. There were 8 00 shares outstanding before 

the dividend and 960 afterward. The per share interest in 

total capital (or net assets) is $75,000 divided by 800 

which equals $93.75 before the dividend. It is $75,000 

divided by 960 which equals $78,125 afterward. A stock

holder owning five shares before the stock dividend would 

have an equitable interest in the corporation's net assets 

of five times $93.75 which equals $468.75. That his equi

table interest remains the same after the stock dividend is 

shown by the fact that it is six times $78,125 which equals 

$468.75 after the dividend. 
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Article 2.38(A)(3)(a) provides: 

If a dividend is payable in its own shares having 
a par value, such shares shall be issued at the 
par value thereof and there shall be transferred 
to stated capital at the time such dividend is 
paid an amount of surplus equal to the aggregate 
par value of the shares to be issued as a dividend. 

The Committee on Accounting Procedure of the American 

Institute of Certified Public Accountants has taken the 

position that such state statutes are minimum requirements 

and do not prevent the capitalization of a larger amount per 

share. Since there is usually no change in the market price 

of shares where only a small percentage of new shares are 

issued, the Committee has made the following recommendation 

where the new shares issued are less than 20 per cent or 25 

per cent of the number previously outstanding. 

The Committee therefore believes that where these 
circumstances exist the corporation should in the 
public interest account for the transaction by 
transferring from earned surplus to the category 
of permanent capitalization (represented by the 
capital stock and capital surplus accounts) an 
amount equal to the fair value of the additional 
shares issued.1 

The requirements of this provision have been carried 

out in balance sheet (6) of Brown Corporation listed on the 

following page. Assume a market price of $55 per share. 

American Institute of Certified Public Accountants, 
Accounting Research Bulletin No. 43 (New York, 1953), p. 51. 
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(5) 

Cash 

Inventory 

Equipment 

Brown Corporation 
Balance Sheet 

December 31, 1 9 — 

$ 5,000 

40,000 

60,000 

Total Assets $105,000 

Liabilities 

Capital 
Common Stock—$50 
par value, 800 
shares outstanding 

Capital in excess 
of par value on 
Common 

Retained Earnings 

Total Liabilities 
and Capital 

$ 30,000 

40,000 

4,000 

31,000 

$105,000 

(6) 
Brown Corporation 

Balance Sheet 
December 31, 1 9 — 

Cash 

Inventory 

Equipment 

Total Assets 

$ 5,000 

40,000 

60,000 

$105,000 

Liabilities 

Capital 
Common Stock—$50 
par value, 960 
shares outstanding 

Capital in excess 
of par value from 
issuance of Common 

Capital in excess 
of par value from 
stock dividend 

Retained Earnings 

Total Liabilities 
and Capital 

•u
> 30,000 

48,000 

4,000 

800 

22,200 

$105,000 
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In this instance no change has occurred in the assets 

as a result of the stock dividend. The change occurs only 

in the capital section. Legal capital increased by the 

par value of the new shares (160 times $50 equals $8,000). 

Retained earnings was decreased by the market price of the 

new shares (160 times $55 equals $8,800). Capital surplus 

was increased by the difference between the par value and 

the market price of the new shares ($55 minus $50 equals 

$5, 160 shares times $5 equals $800) . 

Stock Split 

If instead of a stock dividend Brown Corporation had 

decided to split its shares two for one, it would have 

issued 1,600 shares to replace the 800 outstanding before 

the split. In this event there would be no change in the 

capital structure. The balance sheet would be the same 

except that the $40,000 in outstanding common stock would 

be made up of 1,600 shares instead of 800. The par value 

of the outstanding shares would be $25 instead of $50. 

Sources of Dividends 

Article 2.38 of the Texas Business Corporation Act 

regulates the payment of dividends. A corporation may pay 

dividends unless it is insolvent or unless the payment 

of dividends would cause the corporation to be insolvent. 

Dividends may only be paid out of the unreserved and unre

stricted retained earnings of the corporation whether paid 

in the form of cash, property, or shares of the corporation 



28 

except as otherwise specifically provided by the Corporation 

Act. Article 1.02(16) defines insolvency as inability of a 

corporation to pay its debts as they become due in the usual 

course of its business. 

When a corporation sustains losses, however incurred, 

causing a deficit or negative retained earnings balance, it 

may apply any part or all of its capital surplus or reduc

tion surplus to eliminate the deficit by virtue of article 

4.13(B). Thus, dividends cannot be paid from capital sur

plus; but it may be used to eliminate a deficit so that 

future earnings may become available for payment of divi

dends rather than being used to eliminate the deficit. 

Dividends on Preferred Stock 

There are numerous conditions which may attach to the 

issuance of preferred shares. The charter, bylaws, and 

share certificates should be examined in each case to deter

mine specific characteristics of any particular issue. Two 

such characteristics are cumulation of dividends and partic

ipation. 

Generally, there are three requirements for the issu

ance of cash dividends. First, there should be unrestricted 

retained earnings available. This has been discussed 

previously with regard to common stock. Article 2.40(B) 

provides that cumulative dividend rights may be discharged 

by use of unrestricted capital surplus if at the time the 

corporation has no retained earnings and is not insolvent. 
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Such distribution must be identified as a payment of cumu

lative dividends out of capital surplus. Second, there must 

be a declaration of dividends by the board of directors. 

Third, there must be a cash balance sufficient to pay divi

dends. 

When preferred stock is cumulative, this means that 

dividends not paid in any year will accumulate and be car

ried over to following years. Before common shareholders 

may receive any dividends, all arrearages on preferred 

shares must be paid. The courts usually find that, unless 

a contrary intention appears, preferred shares are cumula-

2 
tive. 

When preferred stock is participating, it will again 

be necessary to look to the specific issue to determine the 

extent of participation. Participating means that the pre

ferred shares will be entitled to share with common stock 

in dividends beyond their stated preference. The courts 

usually find that unless a contrary intention appears pre-
3 

ferred stock is nonparticipating. 

The term participating usually means that the pre
ferred is entitled to share equally with the common 
shareholders in any distribution of earnings for a 
given year after the common shares shall have 

2 
Henry Winthrop Ballantine, Ballantine on Corporations 

(Chicago: Callaghan and Co., 1946), p. 505. See also John 
C. Teevan and Len Young Smith, Business Law: Partnerships 
and Corporations (St. Paul: West Publishing Co., 1949), 
vol. Ill, p. 255. 

3 
Ballantine, p. 506. 
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received a dividend equal to the prior dividend 
payable to the preferred.4 

Complications arising from the meaning of participation 

are illustrated by Tennant v. Epstein.^ The statement of 

facts in this case reveal that The Grayslake Gelatine Com

pany was formed for the purpose of manufacturing gelatine. 

The bylaws provided: 

Section 1. The capital stock of this corporation 
shall consist of 30,000 shares of preferred capi
tal stock, of the par value of five dollars each, 
and 2,000 shares of common capital stock of the 
par value of five dollars each. 

Preferred stock. Section 2. The preferred stock 
shall be seven per cent cumulative dividend pre
ferred, and shall be a first lien on the assets 
of the company, in the event of its dissolution, 
over the common stock of said company, and shall 
be entitled to the payment of a seven per cent 
cumulative dividend annually before any dividend 
shall be declared and paid upon the common stock 
of the company. 

Increase. Section 3. Should the capital stock of 
the company be at any time increased, such increase 
shall be offered to, and may be subscribed by the 
then existing shareholders in proportion to their 
shareholdings at that time at not less than par. 

When this corporation was formed, Thomas R. Tennant, 

the plaintiff, was hired as general manager of the 

4 
Teevan and Smith, p. 210. Len Young Smith and G. Gale 

Roberson, Business Law: U.C.C. Edition (St. Paul: West 
Publishing Co., 1962), p. 801. See H. A. Finney and Herbert 
E. Miller, Principles of Accounting: Intermediate (6th ed.; 
Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1965), p. 134 
for computation. 

Tennant v. Epstein et al, 356 111. 26, 189 N.E. 864, 
Sup. Ct. 111. 1934. 
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corporation. He received 2,000 shares of preferred stock 

and one-fourth, or 500 shares, of common stock. Tennant 

paid $10,000 for the preferred stock, and the common stock 

was given him by the corporation as an inducement to accept 

the position as general manager. Several years later, 

Tennant was notified that his contract would not be renewed. 

Shortly after this, it appeared that the corporation had a 

surplus of $321,408.55. Harry Epstein, owner of 28,000 

shares of preferred and 1,500 shares of common, voted a com

mon stock dividend of 32,000 shares with a par value of $5 

each. These shares were distributed one share to the holder 

of record of each share of common and preferred stock. At 

a later date a cash dividend of 4 9 per cent was declared on 

the par value of the 2,000 shares of common stock, and fur

ther cash dividends were declared on all the common stock 

after the stock dividend. Tennant sued Epstein, the cor

poration, and others contending the payment of the common 

stock dividend on the preferred shares was an unwarranted 

participation of the preferred shares in the earnings of the 

corporation and requesting the cancellation of the 32,000 

shares. The trial court agreed and ordered the shares can

celled and all cash dividends on these shares returned to 

the corporation. 

The question is whether the holders of preferred stock 

in this company have a right to share in a stock dividend 

to be paid for out of the undivided earnings and surplus in 

addition to the 7 per cent annual cash dividend. 
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The decree of the trial court was affirmed on appeal. 

The court reasoned that the answer to the issue presented 

depends on the provisions of the applicable statute and 

contract with the preferred shareholders. The statute 

applicable here provided that the shares of stock should 

have such preferences, rights, values, and interests as may 

be provided in the articles of incorporation. The statute 

further provided that the shares of stock be represented by 

certificates stating all applicable rights, interests, and 

preferences. The articles provided for a first lien on 

assets of the corporation in favor of the preferred stock

holders. The applicable bylaws were set out in the facts 

earlier. The stock certificates provided that the preferred 

stock should receive from the surplus or net earnings of the 

corporation dividends at the rate of 7 per cent and no more. 

The court said: 

It is strongly urged, first, that, since no 
mention is made of the distribution of surplus 
assets in case of dissolution, the holders of 
preferred stock would be entitled to share pro 
rata with holders of common stock after principal 
and dividends were paid on the preferred stock 
and a like payment of principal and dividends on 
common stock. From this it is urged, secondly, 
that the holders of preferred stock should share 
in the division of a present surplus executed 
through the medium of a stock dividend. For two 
reasons this is illogical and unsound: First, 
it was not necessary in the stock certificates 
to use the words "no more" to limit payment of 
dividends to seven per cent per annum; second, 
the so-called "consistency rule" does not permit 
appellees, who are a majority in voting power, 
to withhold dividends on common stock, pile up a 
surplus indefinitely, vote a stock dividend to 
themselves not provided for in the articles of 
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incorporation, and thus deprive the holders of 
common stock of cash dividends they might have 
received had these things not been done. The 
purpose is obvious when it is recalled that cash 
dividends on all common stock were declared after 
the stock dividend. 

It is strenuously argued that the stock dividend 
should be allowed to stand because, if declared pro 
rata, it would effect no change in voting control. 
While this is true, it very materially changes a 
more important right, viz., the right to dividends 
if and when declared. If the rights were as con
tended by appellees, it would be pertinent to ask. 
Why would any one invest $10,000, or any other sum, 
in common stock in this company? In Cratty v. 
Peoria Law Library Ass'n, 219 111. 516, 76 N.E. 
707, we recognized the rule that, while the direct
ors of a corporation are given a wide discretion 
as to the question of declaring dividends, yet, if 
this discretion is abused, or if they act in bad 
faith or in an arbitrary manner, a holder of com
mon stock may ask the aid of equity to compel the 
declaration of a dividend. There can be no ques
tion that in the opinion of the majority of the 
stockholders all the surplus was not needed. A 
dividend would not affect the voting control. No 
necessity for a stock dividend is shown. Immediate 
declaration of cash dividends followed the stock 
dividend. The cash dividends to the holders of 
preferred stock were increased, and this was the 
only end served. In the contract no stock dividend 
was provided for as to holders of preferred stock. 
The question, therefore, of voting control is not 
properly involved in the case, but the question of 
cash dividends, and the right thereto if cash divi
dends be declared, is here for a determination. 
We are aware of the authorities, both of cases and 
text-writers, which indicate that the element of 
consideration of voting control makes it necessary 
that stock dividends be distributed pro rata among 
all shareholders where nothing to the contrary is 
contained in the contract. In our opinion, the 
authorities mentioned do not control in this case, 
in view of the statute of this state in force when 
the corporation was organized, the articles of in
corporation, the stock certificates' recitals, and 
the construction given the contract by the stock
holders, who are the same persons now as were the 
original shareholders. 
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Liability of Directors 

Article 2.41 pertains to liability of directors; and 

with respect to payment of dividends, section A(l) provides 

joint and several liability of directors voting for decla

ration of dividends contrary to the Business Corporation 

Act or any restrictions in the articles of incorporation. 

Section A (6) provides that directors are liable to the 

corporation in the event of corporate insolvency, for any 

payments out of reduction surplus. The section refers 

to payments for distributions in partial liquidation and 

purchase price of shares of the corporation subsequently 

purchased by the corporation. The liability is limited to 

amounts due unpaid creditors who became creditors before or 

within thirty days after the reduction surplus was properly 

created. 

Section B provides that any director present at a meet

ing of directors will be presumed to have assented to any 

action taken at the meeting unless he gets his dissent in 

the minutes of the meeting, files his dissent in writing 

with the secretary of the meeting before adjournment, or 

sends his dissent to the secretary of the corporation by 

registered mail immediately after the meeting adjourns. 

A director will not be liable for certain claims, 

including section A(l) claims, if he relied in good faith 

on any written financial statements of the corporation rep

resented as correct by the president of the corporation or 

any certified public accountant. In addition, a director 
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will not be liable for any claims resulting from the dis

charge of his duties in reliance in good faith upon the 

written opinion of an attorney for the corporation. 

Liability of Stockholders 

Article 2.41(D) allows directors against whom claims 

are presented under earlier sections of the article to 

obtain contribution from stockholders receiving dividends 

or assets knowing they were distributed in violation of 

article 2.41. The contribution provided is in proportion 

to the amounts respectively received by such stockholders. 

Article 2.21 relates to certain situations of nonlia

bility of subscribers and stockholders. Section B provides 

that a good faith transferee of a certificate of shares hav

ing no knowledge that full consideration has not been paid 

therefor shall not be personally liable to the corporation 

or its creditors for the unpaid portion. 

Corporate Debt 

As a separate legal entity, the corporation may borrow 

funds for which it alone is responsible for repayment. 

These funds become part of the corporation's capital struc

ture. The funds themselves constitute assets which may be 

used in the conduct of corporate affairs. The liability 

established in the acquisition of these funds is reflected 

on the right-hand side of the balance sheet in very much the 

same way as capital stock. Liabilities appear in a separate 

section of the balance sheet from capital stock because of 
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legal differences in the characteristics of these two forms 

of capitalization. In general terms it may be said that 

capital stock is permanent capitalization whereas debt is of 

a temporary character. One important characteristic of debt 

is its maturity date. This is the date upon which repayment 

of such funds is scheduled by the corporation. In the case 

of indebtedness represented by corporate bonds, repayment 

may be scheduled twenty years or more after the bonds are 

issued. This tends to make such bonds a relatively perma

nent part of corporate capitalization irrespective of the 

existence of a maturity date. Capital stock ordinarily has 

no maturity date but may be subject to redemption by the 

corporation at its election. In the case of bonds, retire

ment is subject to the terms of contract and enforceable by 

the bondholders. 

Another important legal distinction between bonds and 

capital stock lies in the method used by the corporation to 

compensate the investor for the use of funds. Payment of 

dividends on corporate stock was explained previously. Pay

ment of interest on corporate debt is part of the contract 

or indenture agreement between the corporation and bondhold

ers. Ordinarily an annual percentage of the amount stated 

as the face value of the bonds must be paid by the corpora

tion at the end of prescribed intervals. The face value 

of the bonds is usually the amount the corporation must 

repay at maturity. The prescribed intervals of payment are 

commonly six months or semiannual in character. 
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The increase in assets of the corporation resulting 

from successful operations appears in the balance sheet 

as illustrated earlier. This increment is measured in the 

income statement in detail. The measurement is based on a 

carefully designated periodic analysis. The period is ordi

narily twelve months in duration. Revenues associated with 

the chosen period are segregated and taken into account 

from all sources related to corporate activities. Expenses 

incurred in acquiring the revenue are matched against the 

revenue to determine the resulting increase in the corporate 

assets. Selection of expenses to be used in the measurement 

is given the same careful attention required in other phases 

of the measuring process. Only those expenses incurred in 

the acquisition of the revenue included in the measuring 

period will be matched against such revenue. Other expendi

tures will appear on the balance sheet where they will be 

temporarily carried as an asset of the corporation. The 

increment to the assets resulting from successful operations 

is the net income of the firm. This increment will result 

in growth of the firm. Some of this increase in assets will 

be taken out of the firm in the form of dividends as ex

plained earlier. The portion remaining as corporate assets 

is part of the firm's capitalization and is reflected on the 

right-hand side of the balance sheet as retained earnings. 

The legal distinction between dividends and interest 

should become clear at this point. Interest charges con

stitute an expense which is matched against revenue in the 



38 

measurement of net income. Dividends, on the other hand, 

constitute a distribution of net income to the stockholders. 

The deduction of dividends occurs only after net income has 

been determined. Dividends will ordinarily be paid only if 

there is any net income remaining after all proper expenses 

are deducted. Interest, on the other hand, constitutes a 

legally binding obligation of the firm which must be paid 

regardless of profitability of firm operations. 

One other significant diminution of net income from 

operations is the income tax on corporations. This income 

tax is imposed on corporate earnings by the federal govern

ment each year. Currently the rates are 22 per cent of the 

first $25,000 of net income and 48 per cent of corporate 

earnings in excess of $25,000. Federal regulations pre

scribe the method of computing corporate earnings subject 

to the income tax. These regulations follow the same gen

eral format described above. Those expenses which may be 

charged against revenue along with the determination of 

their amount are set out in considerable detail. Since 

proper expenses serve to diminish net income, they also 

serve to diminish the income tax liability of the firm. 

This presents an interesting anomaly in that the profit

ability of the firm may be better enhanced by statements 

which reveal less profitability. 

State statutes govern the creation and to some extent 

the administration of the corporation. The accounting pro

fession, working within the framework of state and federal 
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law, has developed accounting theory and practice to provide 

generally accepted standards for financial accounting. 

Federal statutes and regulations govern the determination 

of the income tax as it applies to corporate earnings. The 

rules and regulations pertaining to the income tax are ad

ministered by the Internal Revenue Service. In many areas 

the federal regulations as administered by the Internal 

Revenue Service are at variance with the framework and rules 

of the state jurisdictions which created the corporation. 

This means that sometimes the federal rules and the Internal 

Revenue Service are at odds with provisions of state law 

governing corporations. It must always be borne in mind 

that state and federal jurisdictions are separate and dis

tinct powers each having full power to require compliance 

within its sphere of regulation. 

State law allows the issuance of bonds in exchange for 

money, labor, or property. Since the interest on bonds is 

deductible for the purpose of determining income subject to 

the income tax, it is clear that the more bonds issued the 

greater will be the amount of deductible interest and the 

less will be the amount of corporate income tax. It is also 

possible, by the issuance of large amounts of bonded indebt

edness, for the corporation to acquire relatively permanent 

amounts of capitalization and pay investors for the use of 

these funds with tax deductible interest in place of non

deductible dividends which apply to common stock capitali

zation. In spite of added risk and possible loss of credit 
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rating, numerous corporations have found it profitable to 

use this procedure. It appears that some firms are suffi

ciently profitable and stable that they can maintain very 

thin stock capitalizations upon which they place relatively 

large amounts of debt. These corporations seem to have 

little concern for the price of their stock or risk condi

tions created by the establishment of high levels of fixed 

charges which the corporation is required to pay regardless 

of profitability. 

In other instances the corporation may be owned by few 

stockholders who agree among themselves to loan the corpo

ration additional sums of money rather than have it issue 

additional capital stock. Under such circumstances, the 

lenders may agree to advance such loans in amounts which 

are pro rata with existing amounts of stock ownership. In 

this way it appears that risk capital has been advanced 

under the guise of a loan. The interest is deductible by 

the corporation; and in the event of insolvency, the stock

holders can obtain better personal income tax advantage 

claiming a business bad debt deduction than treating it as 

a capital loss. In addition their loans will be repaid 

pro rata with outside creditors in the event of insolvency. 

These circumstances are not without their dangers. It 

is possible that the federal courts may treat debt as though 

it were equity capital when the debt to equity ratio becomes 

excessively large. A similar result may occur in the event 

loans are made by stockholders in amounts which are pro rata 
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with the amount of stock ownership. Where this occurs, the 

debt may be determined to be a second class of stock causing 

an election by a small business corporation under Subchapter 

S to terminate. These matters will be considered in later 

chapters with other dangers. 



CHAPTER III 

TAXATION OF THE SMALL BUSINESS 

CORPORATION—SUBCHAPTER S 

"Small Business" 

Corporate advantages including limited liability, 

centralized management, and unlimited life may be offset by 

the disadvantage of corporate taxation. The corporation is 

regarded as a separate entity by state law. As a separate 

entity or artificial person, it is subject to taxation by 

the federal government. Income earned in a partnership or 

proprietorship, on the other hand, is not usually subject 

to separate taxation. 

The amount of capital required to operate some busi

nesses virtually dictates use of the corporate form of 

organization. Where large amounts of capital are obtained 

from numerous investors, the limited liability feature of 

the corporation is a necessity. Even the fact of separate 

corporate taxation is of secondary consideration. On the 

other hand, some businesses obtain large amounts of capital 

from a few investors. These businesses must decide between 

the use of a partnership or the corporate organization form, 

They might prefer the limited liability and convenience of 

a corporation. They probably would prefer to avoid the cor

porate taxation. In such instances corporate taxation is a 

distorting factor. 

42 
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Subchapter S was enacted to alleviate this situation. 

It allows certain small business corporation shareholders 

to choose to be taxed individually on the corporate earn

ings. The corporation is exempted from separate taxation. 

Subchapter S is entitled "Election of Certain Small Business 

Corporations as to Taxable Status." Before considering 

this enactment and its importance to the businessman, the 

question of corporate size and the significance of being a 

"small" business corporation should receive some considera

tion. 

Most writers seem to assume a common meaning to be 

understood by everyone when such terms as "big business" 

or "small business" are used. Actually these terms are very 

ambiguous and take on significance only in relative compari

sons. Do such generalizations of size refer to dollar sales 

volume, number of products manufactured, number of plant 

locations, asset value, amount of invested capital, number 

of employees, or number of stockholders? No one criterion 

seems more reliable than any other. If it is a combination 

of factors, what formula is used to decide if a business 

is small or large? Instinctive comparisons are simply not 

reliable. Lone Star Steel Company in East Texas is quite 

small compared to United States Steel, but the Lone Star 

operation is really quite impressive in terms of plant lay

out and amount of investment. Most people would refer to it 

as a large business. Without question, it is huge compared 
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to other businesses in East Texas. Scott Walton,"'• using 

information on firms reported to the Social Security Admin

istration, classifies those firms having fewer than one 

hundred employees as small. Those having more than one 

hundred but less than five hundred employees are considered 

middle-sized. Large firms are those having more than five 

hundred employees. Using these categories, he explains that 

all three groups have increased in numbers in recent years. 

Consider the following definition from the Small Busi

ness Act: 

For the purpose of this chapter, a small business 
concern shall be deemed to be one which is inde
pendently owned and operated and which is not 
dominant in its field of operation. In addition 
to the foregoing criteria the administrator, in 
making a detailed definition, may use these cri
teria, among others: Number of employees and 
dollar volume of business. Where the number of 
employees is used as one of the criteria in making 
such definition for any of the purposes of this 
chapter, the maximum number of employees which a 
small business concern may have under the defini
tion shall vary from industry to industry to the 
extent necessary to reflect different characteris
tics of such industries and to take proper account 
of other relevant factors. 

It seems likely that, based on the above enactment, a 

small business concern is what the administrator elects to 

determine it to be, based on any criteria he chooses. This 

enactment only refers to benefits conferred under the Small 

Scott D. Walton, American Business and Its Environment 
(New York: The Macmillan Co., 1966), p. 53. 

^15 U.S.C. § 632 (1964). 
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Business Act. In other instances the criteria selected may 

be entirely different. These circumstances do not provide a 

basis for generally accepted, concise definitions. A large 

refreshment stand may still be a small business and a small 

steel mill may still be a big business. It depends on the 

frame of reference. 

Many writers have argued that the Subchapter S refer

ence to the small business corporation is a misnomer. They 

point out that, while the benefits of Subchapter S are 

extended only to corporations with less than ten stockhold

ers which are not members of an affiliated group, there is 

no limitation on the amount of invested capital. There are 

strict limitations on the amount of foreign income and pas

sive investment income which a Subchapter S corporation may 

have, but there is no limitation on the value of its asset 

holdings. Nothing in the enactment refers to the number of 

employees or the dollar volume of business. While the Sub

chapter S corporation may not be a member of an affiliated 

group, nothing is said about its dominance within its field 

of operation. There may be a parallel between the Small 

Business Act definition and the Subchapter S provisions 

insofar as independent ownership is concerned. In this 

respect the stockholders of a Subchapter S corporation must 

be either individuals or an estate. None may be a nonresi

dent alien, a corporation, a partnership, or trust. 

The argument of these writers concerning the absence 

of any limitation on investm.ent and asset valuation has 
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apparent, instinctive appeal but is basically without merit. 

The amount of investment required to be classed as small is 

entirely relative. Besides that. Congress has the power to 

define "small business corporation." The Small Business 

Act grants the administrator power to define "small business 

concern." If Congress has power to make such a grant to an 

administrator, it certainly has power to make its own defi

nition of "small business corporation." It appears that 

insofar as Subchapter S is concerned Congress is not bound 

by what it provided in the case of the Small Business Act 

and it certainly is not precluded by anything the admin

istrator has done with the definition of "small business 

concern" under the Small Business Act. 

The significance of this inconsistency of definition 

in the case of small businesses is more apparent than real. 

The true significance is in the purpose of Congress at the 

time of each enactment. The congressional purpose deter

mines the plan of the enactment. Part of the plan of any 

act of Congress concerns the interests or parties to be 

regulated or benefited. In this case the problem.s presented 

by the conflict which exists between the interest of small 

and big business is revealed to some extent in each of these 

enactments. In each case the definitional difference is 

due in large part to the methods used in balancing these 

interests. 
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Current Thought on Business Size 

Before turning to congressional statements of purpose 

in these enactments, current thinking in this area will 

be examined from the points of view of several authors. 

William A. Paton says: 

In the last analysis it is only human beings who 
are capable of being hurt or benefited by a partic
ular type of tax proposal. There is little merit 
in tax policies or other governmental exactions or 
pressures aimed at chastising or harassing corpora
tions as such. 

Paton feels that any campaign against the "big corporation" 

which is based on anxiety for the "little fellows" is mis

guided. He points out that the big corporation is a natural 

feature of large scale enterprise. It is a supplier and 

customer of thousands of small companies. It is owned by 

a host of savers and accumulators who provide funds for its 

operation. 
4 

Peter F. Drucker argues that the problem of bigness 

is in the economic and technological necessity of bigness 

in modern industry. He says bigness is not only advanta

geous from the point of efficient production but carries 

advantages which contribute to social stability in a way not 

possible with a small business economy. Top management of 

3 
William A. Paton, Corporate Profits (Homewood, 111.: 

Richard D. Irwin, Inc., 1965), pp. 1-3. 
4 
Peter F. Drucker, Concept of the Corporation (Boston 

Beacon Press, 1946), p. 224. 
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big business is sufficiently detached that it can take the 

long-term view even at the cost of immediate gain. The 

advantages of bigness can be retained without the loss of 

small business advantages by the process of decentraliza

tion. He argues that the dangers to stability and func

tioning of society lie only in centralized big business. 

Adolph A. Berle, Jr. says that corporate directors 

occupy a power position such that they are trustees not 

merely for shareholders but for the entire community. This 

position as administrator of a community system is the 

result of the action of society and judicial decisions. 

Berle does not believe the corporation to be just another 

manifestation of the economic man, subject to the same 

rules as other men. He says unlimited life and capital 

aggregation possibilities place the corporation in a class 

by itself. American industry is heavily concentrated in a 

relatively few large firms. Berle observes that only 2 0 per 

cent of corporate capital comes from the personal savings 

of people. The remainder of internal corporate funds are 

true risk capital. He believes that if corporate resources 

were allocated to the most profitable projects more funds 

would be invested outside the business in governmental proj

ects which could be handled more efficiently by the large 

5 
Adolph A. Berle, Jr., "Preface," The Corporation in 

Modern Society, ed. Edward S. Mason (Cambridge, Mass.: 
Harvard University Press, 1960). 
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corporation. The tax implications are in the fact that 

Berle does not believe this use of corporate resources needs 

to be on a compulsory basis. 

In the setting provided by these authors, it can be 

concluded that the present climate is not one of total 

aversion toward the large corporation. Certain advantages 

to both business and society are seen in the well managed 

large corporation. Some people see possibilities of volun

tarily induced, extracurricular uses of corporate funds for 

the mutual advantage of business and society. 

In spite of these circumstances and the conditions of 

growth referred to by Scott Walton earlier, Walton argues 

there is no indication that corporations will replace other 

business forms. This is due to the fact that for unlimited 

corporate life to have any meaning the firm must also remain 

profitable to stay in business. He explains that the aver

age life of any business firm is short with only 20 per cent 

of new firms living to be ten years old. The mortality rate 
7 

is greater among the small corporations. 

Congressional Purpose 

Congressional purpose in the case of the Small Business 

Adolph A. Berle, Jr., "The Corporation: Its Modern 
Character and Responsibilities" (a lecture presented at Ohio 
State University 1959-60 Seminar), n.t. n.d. A pamphlet in 
Texas Technological College Library. 

"^Walton, p. 53. 
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Act is found in the following: 8 

(a) The essence of the American economic system 
of private enterprise is free competition. Only 
through full and free competition can free mar
kets, free entry into business, and opportunities 
for the expression and growth of personal initia
tive and individual judgment be assured. The 
preservation and expansion of such competition 
is basic not only to the economic well-being but 
to the security of this nation. Such security 
and well-being cannot be realized unless the 
actual and potential capacity of small business 
is encouraged and developed. It is the declared 
policy of the Congress that the government should 
aid, counsel, assist, and protect, insofar as is 
possible, the interests of small business concerns 
in order to preserve free competitive enterprise, 
to insure that a fair proportion of the total pur
chases and contracts or subcontracts for property 
and services for the government (including but not 
limited to contracts or subcontracts for mainte
nance, repair, and construction) be placed with 
small business enterprise, to insure that a fair 
proportion of the total sales of government prop
erty be made to such enterprises, and to maintain 
and strengthen the over-all economy of the nation. 

(b) Further, it is the declared policy of the Con
gress that the government should aid and assist 
victims of floods and other catastrophes, and 
small business concerns which are displaced as a 
result of federally aided construction programs. 

9 

The Senate Committee Report indicates that the purpose 

of Subchapter S was to permit business to select the form of 

organization desired, without the necessity of taking major 

tax differences into account. Subchapter S was enacted in 

1958 to complement section 1361 of the Internal Revenue 

Code. This section was enacted in 1954 and peimiitted 

^15 U.S.C. § 631 (1964) . 

^S. Rep. No. 1983, 85th Cong., 2d Sess. 87-89 (1958). 
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proprietorships and partnerships to elect to be taxed like 

corporations. Section 1361 elections are presently being 

phased out of existence. This will be the subject of Chap

ter IV of this dissertation. In 1954 the Senate passed, 

but Congress did not enact, a bill similar to the Subchapter 

S provision. It was anticipated that Subchapter S would be 

primarily beneficial to those individuals with marginal tax 

rates below the 52 per cent corporate rate then in existence 

or the 30 per cent rate in the case of smaller corporations. 

The Committee Report indicates this to be true where the 

earnings are taxed to the shareholders and left in the 

business. It should be observed, however, that most current 

writers on the subject believe the Subchapter S election to 

be m.ost beneficial where all earnings are paid out by the 

corporation because of certain difficulties in getting pre

viously taxed earnings out of the business after there is an 

unexpected termination of the election under Subchapter S. 

This subject will be considered in greater detail in Chapter 

VI as a danger to avoid. 

The Senate Committee anticipated an advantage to indi

viduals with higher tax rates where corporate earnings are 

distributed. In this case the benefit arises because the 

"double tax" on corporate earnings is removed. If liti

gation in this area is any indication, one of the most 

important advantages of the Subchapter S election which was 

anticipated in the Committee Report is in the area of loss 

provisions. Where a corporation sustains continued losses 
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over a period of years, there is no way of offsetting these 

losses against taxable income at the corporate level. When 

such losses are passed through to the shareholder under the 

provisions of Subchapter S, he can offset them against other 

income which he may have. The excess of such losses over 

the shareholder's current income may be carried back to 

previous years' income and then forward to subsequent years 

until the loss has been used in its entirety. Other import

ant provisions of Subchapter S are of interest and will now 

be considered in detail, followed by a summary and discus

sion of litigation in this area. 

Subchapter S 

Subchapter S of the Internal Revenue Code is entitled 

"Election of Certain Small Business Corporations as to Tax

able Status." Section 1371 of Subchapter S is devoted to 

definition of terms appearing in the enactment. A small 

business corporation is defined as a domestic corporation 

not having more than ten shareholders. Its shareholders 

must be either an individual or an estate. It must not have 

a nonresident alien as a stockholder. It must not have 

more than one class of stock and must not be a member of an 

affiliated group. 

An electing small business corporation is defined as 

one electing to be taxed in accordance with the provisions 

of section 1372. For the purpose of determining the number 

of stockholders of a corporation, the ownership of stock 
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by husband and wife is considered. If stock is community 

property under applicable state law, husband and wife are 

counted as one shareholder. Husband and wife are also 

counted as one shareholder if stock is held by them as joint 

tenants, tenants by the entirety, or tenants in common.''"̂  

Section 1372 authorizes small business corporations 

to elect to exempt themselves from corporate taxation. The 

election must be made by all persons who are shareholders 

on the first day of the taxable year in which the election 

is effective. If the election is m.ade after the first day 

of the taxable year in which the election is effective, it 

must be made by all persons who are shareholders on the day 

of election. 

Elections under section 1372 may be made at any time 

during the first month of the taxable year. The election 

may also be made at any time during the month preceding the 

taxable year. An election is effective for the taxable year 

for which it is made and for all succeeding taxable years 

unless it is terminated. An election will teiminate if a 

new person becomes a stockholder and does not consent to 

the election. A new stockholder is one who did not hold 

stock on the first day of the taxable year for which the 

election was effective or on the day of election if the 

election was made after the first day of the taxable year. 

•'•̂ Int. Rev. Code § 1371 

•̂ •̂ Ibid. , § 1372. 
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The termination is effective for the taxable year in which 

the new stockholder acquires stock and succeeding years. 

An election may be revoked after the first year for 

which the election was effective. All shareholders on the 

day revocation is made must consent to the revocation. The 

revocation is effective in the year it is made if it is 

made before the end of the first month of the taxable year. 

It will become effective in the following year if the revo

cation is made after the close of the first month of any 

taxable year. Such a revocation will be effective in all 

succeeding years. 

In the event an electing corporation ceases to be a 

small business corporation as defined in section 1371, the 

election will terminate. Termination will be effective in 

the year the corporation becomes ineligible and for all 

succeeding years. An election will terminate during any 

taxable year in which the corporation earns more than 8 0 per 

cent of its gross receipts from sources outside the United 

States. The termination will be effective in all succeeding 

years of the corporation. 

The election by a small business corporation will 

terminate if more than 20 per cent of its gross receipts 

in any year is derived from royalties, rents, dividends, 

interest, annuities, and sales or exchanges of stock or 

securities. An exception to this rule arises where this 

percentage is exceeded during the first two years of trade 

or business if the amount of prohibited income is less than 
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$3,000. Otherwise, the termination is effective in the year 

the percentage is exceeded and for all succeeding years. 

A corporation whose election has been terminated or 

revoked is not eligible to make a new election for five 

years. The new election may not be made prior to the fifth 

taxable year beginning after the first taxable year the 

termination or revocation was effective. 

Section 1373 provides for the taxation of undistributed 

taxable income of the electing small business corporation. 

It provides that each shareholder shall include in his 

gross income for the taxable year the amount he would have 

received if the corporation had distributed its undistrib-

12 uted taxable income for the year. 

The taxable year of the corporation may be different 

than the taxable year of the stockholder. In this event the 

taxpayer will include in his gross income, for the year in 

which the taxable year of the corporation ends, his share of 

the corporation's undistributed taxable income. Undistrib

uted taxable income is defined as taxable income minus the 

sum of the amount of dividends distributed during the year 

and any tax imposed by section 1378(a). Such dividends are 

subtracted only to the extent that they represent profits of 

the same taxable year. 

For Subchapter S purposes the taxable income of an 

electing small business corporation is determined without 

•"-̂ Ibid., § 1373. 
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regard to net operating loss deductions. Taxable income is 

also determined without regard to the special deductions for 

corporations of part VIII of Subchapter B of the Internal 

Revenue Code. Deductions for organizational expenditures 

authorized by section 24 8 of Subchapter B are allowed to the 

electing small business corporation. 

Section 1374 extends the benefit of an electing small 

business corporation's net operating loss deductions to 

the shareholders. Each person who was a shareholder in an 

electing corporation at any time during the year is allowed 

to deduct his portion of the corporation's net operating 

loss from his gross income. His deduction from gross income 

is taken during the year in which the taxable year of the 

corporation ends. 

The shareholder's portion of the net operating loss is 

a pro rata share of the loss computed without benefit of the 

special deductions of part VIII of Subchapter B. Here, as 

in the case of determination of taxable income of the elect

ing corporation, deductions for organizational expenditures 

are allowed. 

The shareholder's pro rata share of the loss is deter

mined by dividing the net operating loss by the number of 

days in the taxable year. This daily net operating loss 

is divided by the number of shares outstanding. The por

tion of such loss attributable to the shares held by each 

•••̂ Ibid. , § 1374. 
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shareholder on each day of the taxable year is the share

holder's pro rata share. 

A shareholder's part of the net operating loss has a 

limitation. It may not exceed the adjusted basis of his 

stock plus the adjusted basis of any debt of the corporation 

to the stockholder. The adjusted basis of the stock and the 

debt are determined at the end of the taxable year of the 

corporation. If the stockholder does not own stock at the 

close of the year, the adjusted basis of the stock is deter

mined as of the day before the day he sold his stock. In 

this event the adjusted basis of the debt is determined as 

of the close of the last day on which the shareholder held 

stock. 

The net operating loss deduction is considered a deduc

tion attributable to the shareholder's trade or business. 

Section 172(b)(2) of the Internal Revenue Code permits net 

operating losses for any taxable year to be carried back 

to each of the three taxable years preceding the loss. Any 

remaining amount of loss may then be carried over to each 

of the five taxable years following the loss. Such loss 

must be carried back to the earliest of the eight taxable 

years to which a loss may be applied. Any excess loss above 

the income of the earliest year may then be carried over to 

each of the remaining seven years. 

Carry-backs to years beginning before January 1, 1958, 

are not permitted to shareholders of electing corporations. 

Section 1374 provides that deductions for such years shall 
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be disregarded. The deduction is allowed in computing 

carry-backs and carry-overs to years subsequent to January 

1, 1958. The amount of the net operating loss is not dimin

ished by income of taxable years beginning before January 1, 

1958. 

Section 1375 makes provision for the method of treating 

distributions by electing corporations. The shareholder may 

treat distributions as long-term capital gains to the extent 

of his pro rata share of the corporation's excess of net 

long-term capital gains over its short-term capital losses. 

This excess may not exceed the taxable income of the corpo

ration. This provision applies to actual distributions and 

amounts of undistributed taxable income taxed to the share

holder. It only applies to the extent that distributions 

14 are out of earnings of the current taxable year. 

The shareholder's pro rata share of excess is in the 

same ratio as the ratio of his includible dividends to the 

entire amount of dividends includible in the gross income 

of all shareholders. This share is then further reduced by 

any tax imposed by section 1378(a) on the corporation. 

For the purposes of retirement income credit and par

tial dividend exclusion, the portion of dividends includible 

in gross income of the shareholder is not considered a divi

dend. This excludes such distributions to the extent that 

they are out of profits of the current taxable year. For 

•'•̂ Ibid., § 1375. 
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this purpose, earnings of the taxable year are deemed not 

to exceed the corporation's taxable income. 

Section 1375(c) permits the Secretary of the Treasury 

to allocate any shareholder's dividends among family mem

bers who are also shareholders if allocation is required to 

reflect the value of services rendered by such shareholders. 

Undistributed taxable income of an electing corporation 

for prior years may be distributed in a subsequent year. 

Such distributions have already been included in sharehold

er's gross income in the year they were earned. These 

distributions will not be considered dividends in the year 

of the distribution; but if an election is terminated, such 

previously taxed income prior to the termination may not be 

distributed as a nondividend distribution. 

The shareholder's share of undistributed taxable income 

consists of all amounts included in the shareholder's gross 

income in previous years in accordance with section 1373(b) 

as undistributed taxable income of the electing corporation, 

less deductions claimed by the shareholder in previous years 

as net operating loss deductions, and less amounts distrib

uted in the current and prior years which were not consid

ered to be dividends. 

An electing small business corporation can make a 

distribution of undistributed taxable income on or before 

the fifteenth day of the third month after the close of 

its taxable year and have it treated as a distribution of 

that taxable year then ended. It will be considered a 
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distribution which is not a dividend to the extent it does 

not exceed the shareholder's share of the corporation's 

undistributed taxable income for such year. 

The adjusted basis of stock and indebtedness to share

holders is regulated by section 1376. The adjusted basis 

of stock of the electing corporation's shareholders is 

increased by undistributed profits. The increase is only 

to the extent such undistributed profits were included in 

the shareholder's gross income. The basis of such stock 

is reduced by the amount of any net operating loss for any 

year attributable to such stock. To the extent that a net 

operating loss exceeds the adjusted basis of a shareholder's 

stock, it may be applied to reduce the basis of any indebt-

15 edness of the corporation to the shareholder. 

Section 1377 prescribes rules for earnings and profits 

of electing small business corporations. Accumulated earn

ings of an electing corporation are reduced to the extent 

that such amounts are included in gross incomes of the cor

poration's shareholders. 

Current earnings of an electing corporation are not 

reduced by any amount not allowed as a deduction in comput

ing taxable income by section 1373. Neither earnings nor 

accumulated earnings are affected by income or deductions 

used in determining a net operating loss. 

•"•̂ Ibid. , § 1376. 

""•̂ Ibid., § 1377. 
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Section 1378 imposes a capital gains tax of 25 per cent 

on electing small business corporations whose net long-term 

capital gains exceed net short-term capital losses by more 

than $25,000 if such excess is greater than 50 per cent of 

the corporation's taxable income for the year and if the 

corporation has taxable income greater than $25,000 for the 

year. The tax may be determ.ined by applying 2 5 per cent 

to the excess of net long-term capital gains over net short-

term capital losses or determining the tax which would be 

imposed on the taxable income without regard to any net 

operating loss deduction or the special deductions provided 

by part VIII of Subchapter B other than for organizational 

expenditures. In the latter instance the tax would be com

puted as though the corporation were not an electing small 

business corporation. 

The capital gains tax does not apply to those corpora

tions whose Subchapter S election has been in effect for 

the preceding three taxable years. It does not apply to 

electing corporations which are less than four years old 

whose election has been in effect during each of its taxable 

years. In the event either of these exceptions applies to 

gains on property acquired within the three previous taxable 

years which took its basis from a nonelecting corporation, 

then the capital gains tax will apply. But the tax may not 

exceed 25 per cent of the excess of net long-term capital 

•̂ Îbid., § 1378 
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gains over net short-term, capital losses. 

A Case Study 

The significance of the part of the definition of 

"small business corporation" which requires that it have 

no shareholder other than an individual or an estate may be 
1 q 

seen in Old Virginia Brick Company v. Commissioner. In 

that case a corporation with a large portion of its shares 

held by an estate made an election under Subchapter S. The 

testator's will in that estate appointed his wife and three 

of his children as executors. It provided a life income to 

his mother and a life estate in the income from the remain

der of his property to his wife. Subject to a restricted 

power of the wife to invade the corpus for her maintenance, 

the remainder interest passed to the children. The estate 

had been open twenty-three years at the time of the wife's 

death and distribution of the property to the children. 

Citing section 1.1371(e) of the Income Tax Regulations, the 

court held the Subchapter S election made three years before 

death of the wife to be invalid. That regulation provides 

that a trust does not qualify as a small business corpora

tion. The court pointed out that provisions of this will 

and the powers conferred upon the executors indicated the 

existence of a trust rather than an estate. The existence 

of the life estates did not legally preclude the termination 

•'•̂ 367 F.2d 276 (Cir. Va. 1966) aff'g 44 T.C. 724 
(1965) . 
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of the estate and distribution of the property, except for 

the clear indication that this testator intended that his 

property be held in trust, although not using that term in 

his will. Since the Subchapter S election was not valid, 

the corporation was held liable for three years' back taxes 

in the amount of $100,184.28. 

The statutory requirement that an electing corporation 

have only one class of stock has resulted in a problem for 

some corporations. The courts have on occasion found that 

corporate bonds had more characteristics of risk capital 

than bonds. The determination usually results in the ex

istence of a second class of stock and term.ination of the 

Subchapter S election. The dangers associated with thin 

capitalization will be deferred to Chapter VI where the 

entire subject will receive broader treatment. It should 

be observed at this point, however, that a very small amount 

of capital stock relative to large amounts of debt in any 

corporation is one factor pointing toward risk capital in 

the guise of debt. 

19 

In Henderson v. United States, the court determined 

that advances by shareholders in the form of loans consti

tuted risk capital and a second class of stock, causing 

the Subchapter S election to terminate. A mining operation 

initiated by Henderson and two others required a total of 

$143,000. They formed Henderson Mining Com.pany, Inc., with 

•̂ •̂ 245 F. Supp. 782 (D. Ala. 1965). 
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$3,000 capital and advanced $60,000 pro rata in accordance 

with the amount of capital stock owned by each. The court 

relied on the fact that the loans advanced by the owners 

were pro rata and the fact that it was understood from the 

beginning that large sums of additional capital were going 

to be required. The court considered it significant that 

these sums were required to place the business in operation 

initially and that no effort was made to enforce the instru

ments evidencing these advances. 

Regulations under section 1371^^ provide: 

. . . Obligations which purport to represent debt 
but which actually represent equity capital will 
generally constitute a second class of stock. 
However, if such purported debt obligations are 
owned solely by the owners of the nom.inal stock 
of the corporation in substantially the same 
proportion as they own such nominal stock, such 
purported debt obligations will be treated as 
contributions to capital rather than a second 
class of stock. But if an issuance, redemption, 
sale, or other transfer of nominal stock, or of 
purported debt obligations which actually repre
sent equity capital, results in a change in a 
shareholder's proportionate share of nominal stock 
or his proportionate share of such purported debt, 
a new determination shall be made. . . . 

21 

W. C. Gamman considered this regulation in a circum

stance in which large sums of money were advanced in the 

form of loans by the stockholders where outside loans unex

pectedly became unavailable. The court held the advances 

^^Treas. Reg. § 1.1371-l(g), T.D. 6904, 1967-1 Cum. 
Bull. 219. 

21 46 T.C. 1 (1966). 
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were equity capital but said they did not constitute a 

second class of stock. In addition the court found the 

above regulation, as it then existed, to be in excess of the 

administrator's authority in that it provided " . . . If an 

instrument purporting to be a debt obligation is actually 

stock, it will constitute a second class of stock." In that 

case Gamman and several other persons incorporated Century 

House, Inc. to build a motel to accommodate visitors to the 

1962 World's Fair in Seattle. They incorporated with $500 

paid-in capital, intending to borrow in excess of $400,000 

from outside sources for construction. Things did not go 

well for the World's Fair. It opened late and closed early. 

Anticipated financing did not become available, to the 

extent expected, for Gamman or for other promoters in the 

area. The court said any debt preferences extending to 

these stockholders, by virtue of the instruments used, 

allowed preferences only over the same persons holding the 

stock. In this respect the court said the value of these 

debt instruments was reflected in the market price of the 

single class of stock. The Subchapter S election was 

allowed to stand. The regulation was changed in December, 

1966. 

22 

In Alfred N. Hoffman, the mother of the president of 

an electing corporation held all of the corporate stock in 

escrow as security for a corporate debt. When she objected 

^^47 T.C. 218 (1966) . 
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to the election, the son attempted to terminate it. When 

the matter was litigated, the Commissioner tried to assess 

the corporate tax against the son contending the termination 

had not been effective. The son argued that the mother's 

debt constituted a second class of stock and, therefore, 

the original election was invalid and the corporation was 

responsible for the tax. In addition the son contended the 

mother's consent, as a stockholder, was required for the 

election to be valid. The court found the mother's loans to 

be valid indebtedness. There were not two classes of stock 

and the mother's consent was not required. The election was 

held to be valid, and the court found the termination of the 

election was valid for the year following the year in which 

made and for all subsequent years. This case turned on the 

validity of the corporate debt to the mother. The issue 

was drawn into question due to the fact that the mother had 

actually been a stockholder in the corporation at an earlier 

date. 

23 
The regulation provides: 

. . . If the outstanding shares of stock of the 
corporation are not identical with respect to the 
rights and interests which they convey in the 
control, profits, and assets of the corporation, 
then the corporation is considered to have more 
than one class of stock. Thus a difference as to 
voting rights, dividend rights, or liquidating 
preferences of outstanding stock will disqualify 
a corporation. However, if two or m.ore groups of 

^"^Treas. Reg. § 1.1371-l(g), T.D. 6904, 1967-1 Cum. 
Bull. 219. 
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shares are identical in every respect except that 
each group has the right to elect members of the 
board of directors in a num.ber proportionate to 
the number of shares in each group, they are con
sidered one class of stock. . . . 

Samuel Pollack is a situation in which four persons 

joined together to buy a hotel in Florida. The stock was 

divided into four classes pursuant to the corporate charter 

with each of the four persons owning all of the stock in his 

class. Each party was entitled to elect one director. The 

stock was divided between the classes such that the parties 

were not equal owners even though they had equal voting 

rights. They contended they came within the above regula

tions and should be permitted to elect Subchapter S status. 

The court held this constituted disproportionate voting 

rights and was not a situation with identical groups of 

shares, each group having voting rights in proportion to 

the number of shares within the group. 

25 . Valley Loan Association v. United States involved 

application of the rule terminating the election of a small 

business corporation election if more than 20 per cent of 

its gross receipts in any year is derived from passive 

investment income. Valley Loan Association was a finance 

company engaged in making loans, and its earnings consisted 

principally of interest and other types of passive investment 

^^47 T.C. 92 (1966). 

^^258 F. Supp. 673 (D. Colo. 1966) 
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income. It was determined that the passive investment 

income would exceed 20 per cent of gross receipts unless 

gross receipts was considered to include sums in repayment 

of loans. The court held that since loan companies would 

almost invariably be excluded from using the Subchapter S 

election, unless such repayments of principal from loans 

were included in gross receipts, it was proper to include 

them. 

2 6 

Temple N. Joyce was a situation in which the taxpayer 

was trying to finance a corporation which was investing 

heavily in research and development attempting to make an 

improvement on looms. He obtained a loan for the corpora

tion at the bank, pledging shares of stock as security. In 

addition he was buying and selling other shares of stock 

through a broker. He occasionally sold some of the pledged 

stock through his broker and used the proceeds to pay off 

the loan of the corporation. He purchased other stock and 

later sold it. These transactions became confused, and he 

lost track of which transactions were on behalf of the cor

poration and which on behalf of himself. The corporation 

had made a Subchapter S election, and it appeared that if 

the stock transactions were on behalf of the corporation the 

20 per cent rule as to passive investment income would be 

violated and the election would terminate. The taxpayer 

contended that the losses of the corporation could be offset 

^^42 T.C. 628 (1964) . 
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against the gains from the sale of the securities, within 

the determination of the corporation's taxable income, if 

the election terminated. On the other hand, he contended 

that, if the election were allowed to stand because the 

gains from the security sales belonged to him personally, 

he could use the Subchapter S loss pass-through provisions 

to apply the corporate losses against the personal gains 

he had received on the securities. The court proceeded to 

examine each transaction in the securities. It found there 

were enough of the transactions belonging to the corporation 

to terminate the Subchapter S election. This prevented the 

loss pass-through, and there was nothing to offset against 

the remainder of the gains which were taxed to the share

holder personally. 

27 United States v. 52 5 Company is a case from the 

Northern District of Texas decided by the United States 

Court of Appeals for the Fifth Circuit. It holds that 

reserved oil payments are not royalties within the meaning 

of the passive investment income rule of section 1372. The 

court found through its examination that Congress recognized 

the difference between the landowner's royalty and oil 

payments carved out of larger interests in oil and gas in 

place. Further, it was pointed out that Congress did not 

intend in other statutes to include overriding royalties 

^^342 F.2d 759 (5th Cir. 1965) aff'g 230 F. Supp. 803 
(D. Tex. 1964). 
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reserved by an operator in the term royalty. After many 

years of recognition of oil payments in accord with these 

principles, the Treasury Department changed its regulation 

to include oil payments in its definition of royalty giving 

as an excuse the fact that the Internal Revenue Service had 

not recognized the true nature of an oil payment. 

28 
Regulations under Subchapter S refer by cross refer-

29 ence to regulations under personal holding companies for 

the definition of "royalties." The personal holding company 

regulation defines royalties to include oil and other pro

duction payments. The 525 Company case arose in 1962 and 

held these regulations invalid for both purposes. The 

Internal Revenue Code was amended in 1964 to treat pro

duction payments as royalties for purposes of the personal 

holding company act. No comparable amendment was made to 

Subchapter S. It is not clear whether the 525 Company case 

continues to apply for Subchapter S purposes in light of 

these subsequent developments. 

31 William H. Perry considered the rule limiting the 

loss deduction to the taxpayer's adjusted basis in the stock 

of the electing corporation plus the adjusted basis of any 

^^Treas. Reg. § 1.1372-4(b)(5), T.D. 6432, 1960-1 Cum. 
Bull. 317. 

^^Treas. Reg. § 1.1543(b)(11)(ii) and (iii), T.D. 6308, 
1958-2 Cum. Bull. 279. 

^°Int. Rev. Code § 543(b)(4). 

•̂̂•47 T.C. 159 (1966) . 
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debt of the corporation to the stockholder. In that case. 

Cardinal Castings, Inc. made an election under Subchapter 

S, and its losses during the first two years were passed 

through to the taxpayer who deducted them in full. At the 

end of each of these two years, the corporation had unpaid 

bills including a bank overdraft at the end of the first 

year. The corporate losses deducted by the taxpayer turned 

out to be in excess of the taxpayer's basis, and a defi

ciency was assessed. The taxpayer argued that he had guar

anteed payment of these bills and the overdraft and that 

these amounts were actually loans he had made to the corpo

ration. On this basis, he wanted to add these amounts to 

his basis in the corporation. The court held that, since 

he had not paid out any money on the occasions of these 

guarantees, they could not be considered debts of the cor

poration to the shareholder taxpayer. He was not permitted 

to deduct all of the corporate losses, and the deficiency 

was permitted to stand. 

32 

The taxpayer in Byrne v. Commissioner owned all of 

the outstanding stock of J. J. Glenn and Company, an elect

ing small business corporation. He deducted net operating 

losses of the corporation which were in excess of his basis. 

The United States Court of Appeals for the Seventh Circuit 

in affirming the Tax Court's determination of deficiency 

held that the basis is taxpayer's cost plus other 

"̂ 3̂61 F.2d 939 (7th Cir. 1966). 
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contributions to capital. The court rejected the taxpayer's 

contention that additions to retained earnings through suc

cessful operations constituted contributions to capital by 

the taxpayer which might serve as increments to the stock

holder's basis. Another argument rejected by the court in 

this case was to the effect that the basis of the stock was 

its fair market value as of the commencement of the taxable 

year for which the election became effective. 

33 Herbert Levy holds that, when the election of a small 

business corporation is made while in bankruptcy, the trus

tee in bankruptcy is the proper party to make the election 

in his fiduciary capacity. The Andrea Manufacturing Corpo

ration was declared bankrupt in 1958. Its stockholders took 

a capital gains deduction for the worthless stock of the 

corporation on their 1958 tax returns. In 1959, the corpo

ration sustained a net operating loss which the stockholders 

wanted to deduct on their 1959 tax returns. The court held 

the election invalid because not made by the trustee in 

bankruptcy. In addition, the court determined the share

holders' stock basis to be zero in 1959, because of the 

deduction taken in 1958, for the worthless stock. 

34 DuPont V. United States explains that Subchapter S 

relates only to corporations engaged in trade or business. 

It is only necessary that the owners intend for the business 

^^46 T.C. 531 (1966) . 

^^234 F. Supp. 681 (D. Del. 1964). 
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to operate at a profit. Incorporated hobbies, yachts, etc., 

which are not intended to operate at a profit, are not 

subject to the provisions of Subchapter S. In 1960, the 

DuPonts claimed a $3 6,966.03 operating loss deduction which 

was incurred by Foxcatcher Livestock Company. The Commis

sioner sought to terminate the Subchapter S election, con

tending Foxcatcher was a hobby farm. The evidence indicated 

that DuPont was trying to develop a herd of Santa Gertrudis 

cattle in Delaware. The farm had not been operated at a 

profit in fifteen years. Testimony indicated it had taken 

the King Ranch twenty-five years to develop a herd of Santa 

Gertrudis cattle. The fact that DuPont had these cattle 

sent to another farm north of Wilmington for the purpose of 

making manure five months each year was held to be evidence 

of a business purpose with Foxcatcher, because DuPont paid 

the expense of the transfer and upkeep of the cattle from 

his individual funds. The court found that the fox hunting, 

the fair, and the races which took place on Foxcatcher were 

incidental. The food served politicians and other guests 

was minimal, and there was nothing to indicate the cattle 

business was being operated on a plush basis as part of a 

lavish country estate. DuPont was quite serious about his 

cattle and wanted to operate at a profit, so the court said 

the business qualified for the Subchapter S election. 
35 

In Wilhelm v. United States, a Federal District Court 

-̂ 2̂57 F. Supp. 16 (D. Wyo. 1966) . 
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in Wyoming considered a remote ranch which was incorporated 

as the "Thirty-One Bar Ranch Company" and which made a 

Subchapter S election. The evidence showed it was necessary 

for someone to live on the premises and see after the cat

tle. The shareholder owners hired themselves as employees 

for this purpose and had the corporation provide them with 

food and shelter as an expense of the corporation. The gov

ernment contended that when the corporation chose Subchapter 

S status it became for all practical purposes a partnership, 

and under these circumstances the value of the food and 

lodging became taxable to the shareholders. At the same 

time, the government wanted to treat it like a dividend, 

contending that these shareholders were the corporation. It 

argued that the food and lodging were provided for the bene

fit of the shareholders rather than the corporation. The 

court held that a Subchapter S corporation is a corporation 

rather than a partnership, even though its income is taxed 

to the shareholders. This ranch was remote and needed peo

ple living on it. The food and lodging were for the benefit 

of the corporation. Therefore, the court ruled that the 

value of these items was not includible in the shareholder's 

gross income. 

3 6 

In Henry D. Duarte, the taxpayer operated an account

ing service until 1956, when he incorporated it as Graham 

Accounting and Statistical Corporation. In 1960, the 

"̂ 4̂4 T.C. 193 (1965) . 
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taxpayer had the corporation make a Subchapter S election, 

and he transferred one-half of the stock to his two minor 

sons. He prepared tax returns in their names and paid the 

tax, but he never gave them the money he reported in their 

names. Neither of the sons worked in the business. The 

court said this transaction lacked economic reality, and 

all of the income was taxed to Duarte. In this instance, 

the court refused to be guided by form alone. The court 

referred to section 1375 permitting apportionment of divi

dends among family members by the Secretary of the Treasury, 

where necessary in order to reflect the value of services 

rendered. In addition the regulations provide: 

. . . A donee or purchaser of stock in the corpo
ration is not considered a shareholder unless such 
stock is acquired in a bona fide transaction and 
the donee or purchaser is the real owner of the 
stock. . . .3' 

The courts have been very strict in their interpreta

tion of the statutes, insofar as the requirements for elec

tion under Subchapter S are concerned. They have required 

exact compliance with the statutes. In one instance, a 

shareholder could not deduct corporate losses where the 

election was made shortly before the corporate charter was 

issued.^^ When section 1371 was enacted, those desiring the 

^^Treas. Reg. § 1.1373-1(a)(2), T.D. 6432, 1960-1 Cum. 
Bull. 317. 

38 J. William Frentz, 44 T.C. 485 (1965). 
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election were given ninety days after enactment to make the 

election for that first year. A taxpayer carried by hand an 

election on the ninety-first day. The election was refused. 

The court said Congress had to make a cutoff some place. 

The court had no power to extend the date."^^ In Joseph W. 

40 

Feldman, the taxpayer deposited his election in the post 

office on the last day permitted between 7:00 p.m. and 9:00 

p.m. It was not postmarked until 3:00 a.m. the next day 

as was customary in the postal branch where the mailing 

occurred. The court said the election was not valid even 

though the same letter would have been postmarked on the day 

of mailing if it had been deposited at the main post office. 

The regulation required that a timely mailing must bear a 

postmark on or before the prescribed day. The court refused 

to extend it. 
41 

On the other hand, in Wilson v. United States, the 

Federal District Court in Missouri allowed a Subchapter S 

corporation to amend and change its tax year as a matter 

of right where the amended return was filed before the due 

date of the original return. In that case the corporation 

was formed August 25, 1959. It first decided to end its 

tax year on March 31, 1960, and filed its first return on 
39 
Simons v. United States, 208 F. Supp. 744 (D. Conn. 

1962). 

40 47 T.C. 329 (1966). 

'̂•'"267 F. Supp. 89 (D. Mo. 1967). 
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April 29, 1960. The board of directors then decided to 

change the year end to May 30, 1960. An amended return was 

filed on July 14, 1960. This was within three and one-half 

months after the year end for which the first return was 

filed, so the court allowed the change. 



CHAPTER IV 

ELECTION OF CORPORATE STATUS FOR 

TAXATION—SUBCHAPTER R 

Varying Concepts of Derivation of Corporate Power 

The Constitution provides no separation of business and 

the state as it does in the case of church and the state. 

In the case of the church, a certain amount of autonomy has 

resulted from the constitutional provision. This fact is 

seen in the freedom of the church from many of the taxes 

imposed by the federal government on business organizations. 

This circumstance has left the church in a position to deal 

directly with the people. While it is not supported by 

funds from taxation, it is not hampered by taxation on pri

vate funds contributed for its support. 

The laissez faire principle was an effort to secure 

business autonomy in a form much like that provided for the 

church. The absence of any clear-cut constitutional provi

sion for business autonomy may be accounted for, in part, by 

the lack of industrial development at the time the Constitu

tion was adopted and ratified. John Chamberlain, in writing 

about the development of capital and technology in the early 

nineteenth century, reports that the industrial revolution 

in America was still waiting for growth of a national mar

ket. He stated that this market had been guaranteed, in 

78 
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legal form at least, by the Constitution."^ In this respect, 

it seems clear that the framers of the Constitution intended 

to protect commerce between the states from undue harass

ment by state governments. No similar restriction applies 

against regulatory provisions of the federal government. 

While the corporation is a creature of state government, 

the major tax problems of the corporation involve federal 

regulations. 

Scarce resources and the nearly universal desire for 

power and wealth so prevalent in this country, or any coun

try, cause conflict between various powerful interests. 

The federal government imposes sufficient regulations on 

business that it must establish powerful commissions with 

legislative, judicial, and executive authority to carry out 

assigned tasks. While these bodies are subject to judicial 

review, the scope of their authority, the amount of trans

actions regulated, and the crowded court dockets make them 

2 

a formidable power. Eells and Walton suggest that these 

public agencies need to be watched because their functions 

are carried out in a setting which breaches our traditional 

theory of the separation of powers. They suggest that 

problems of conflict between government and business are far 

John Chamberlain, "A History of American Business: 
Part III, The Quest for Capital and the Sprouting of Inven
tion," Fortune, LXIV, No. 1 (July, 1961), 206. 

2 
Richard Eells and Clarence Walton, Conceptual Founda

tions of Business (Homewood, 111.: Richard D. Irwin, Inc., 
1961), p. 95. 
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from solved due to government skepticism of big business and 

business effort to capture the very agencies set up for its 

control. 

If government regulation of business is so extensive 

that business must influence the commissioners, one may 

justly wonder about the meaning of the laissez faire princi

ple today. With existing business giants capable of facing 

and dealing with the raw power of these governmental agen

cies, it is apparent that were it not for other balancing 

powers the corporate tax rate could not be supported at 

nearly 50 per cent of net income. The power which permits 

this comes from the people and expresses itself through 

Congress. The 48 per cent maximum corporate tax rate takes 

on greater significance in light of the 70 per cent rate, 

which is the highest applicable to individuals. 

There is some justification for this tax rate differ

ential in the fact that corporate dividends are taxed twice. 

This implies that the lower maximum tax rate applicable to 

corporations is based on a motive of fairness. But it is 

not clear that the outcome is fair. Not everyone owns cor

porate stock. The required amount of taxes, beyond those 

levied on corporations, must be imposed on all taxpayers. 

If the principle of laissez faire were a strong na

tional policy, the corporate income tax might be eliminated. 

The tax on all individuals would have to be increased. It 

^Ibid. 
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is doubtful that this would be fair. Those taxpayers owning 

corporate stock would pay more tax, but their corporations 

should be able to pay larger dividends with which the taxes 

could be paid. 

It takes a great deal of money to support existing 

programs of the federal government. Large corporations earn 

a great deal of money. These corporations are easily found 

so that the money may be extracted from them. Corporate 

taxation is a matter of necessity and exigency more than a 

matter of fair play. 

If this is true, why are not corporate rates the same 

as individual rates? Is this evidence of conflicting 

philosophies toward business? A compromise? A reluctant 

acknowledgment of the importance of business to our economy? 

A sort of reluctance to kill the goose which laid the golden 

egg blended with a desire to provide the good things of 

life to all the citizens of this country (a chicken in every 

pot)? 

Just who is in control? Eells and Walton ask, "Who 
4 

begat whom?" It may be that the offspring has outgrown the 

parent. It is also possible that there really is not any 

family relationship between government and business. Eells 
5 

and Walton explain two theories concerning corporate power 

as opposed to government power. The concession theory, 

^Ibid., p. 91. 

^Ibid. 
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traced to the common law of England, holds that the corpo

ration is formed with permission of the state. It has only 

the limited powers granted in its charter. The historical 

view was that such charters were only granted when shown to 

be in the public interest. This view reflected the suspi

cion of the corporation held by the early colonists due to 

the abuses they had seen in Crown corporations. Such char

ters had been granted only to those in royal favor and had 

been used to exploit. Many people felt that these circum

stances destroyed equality of opportunity and individual 

rights. 

A second view, called the inherence view and traced to 

the German author Otto von Gierke, held that the corporation 

was not dependent on the state for its existence. It 

asserted that any group of men had the inherent right to 

foirm an organization without reference to the will of the 

6 7 

government. Eells and Walton report that Harold Laski, 

noted English economist and American lecturer, extended the 

autonomy of the church to economic groups saying such groups 

exist in fact and do not require government authority. 

These views and theories are especially significant 

when placed in the light of corporate development in this 

country. It should be observed that to assert corporate 

autonomy, insofar as power to organize is concerned, is one 

^Ibid. 

^Ibid., p. 93. 
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thing. Corporate power to operate free of governmental 

regulation or taxation is something else. In this respect 

the similarity of the position of the church and economic 

groups ceases. 

State control of incorporation procedures and federal 

power to tax are now so firmly established that the absence 

of either would seem strange. Professor Henry W. Ballan-

8 ' 9 

tine in referring to the Dartmouth College case states 

that the doctrine of that case is an unfortunate one because 

its effect was to give corporations a "peculiar immunity" 

from the regulating power of the state and deprive the 

states of their proper authority. Thus, it appears that 

the situation as it exists today did not always prevail. 

The Dartmouth College case was decided in 1819. It 

held that a corporate charter issued by a state to a private 

corporation, whether charitable or business, was a contract 

between the state and the corporation. The United States 

Constitution provides that "no state shall . . . pass any 

law impairing the obligation of contracts . . . ." Dart

mouth College had been granted a charter in 176 9 by the gov

ernor of the colony acting in the name of King George III. 

Henry Winthrop Ballantine, Ballantine on Corporations 
(Chicago: Callaghan and Co., 1946), p. 505. 

9 
Trustees of Dartmouth College v. Woodward, 4 Wheat 

(17 U.S.) 518 (1819). 

Ballantine, p. 646. 

•̂ •̂ U.S. Const, art. I, § 10, cl. 1. 
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In 1816, the New Hampshire legislature amended Dartmouth's 

charter increasing the number of trustees and creating a 

state appointed board of overseers with power over the 

trustees. When this legislation was contested, the United 

States Supreme Court found it to be in conflict with the 

constitutional provision regarding impairment of contract. 

The opinion suggested that the state might reserve the 

right to amend or repeal the grant of a charter at the time 

the charter was granted. Since that decision, all states 

have enacted either statutes or constitutional provisions 

requiring that this power be reserved. 

Corporate History 

12 

I. Maurice Wormser, writing during the early years of 

the depression of the 1930's, maintained that men and women 

have congregated in groups since the dawn of civilization. 

Finding this to be a manifestation of the inherent instinct 

in mankind toward association, he believes the corporate 

organization to be the product of no one nation or people. 

Wormser reports that recognition of the corporation as a 

legal person was practiced by the ancient Greeks. This 

practice was copied by the Roman Republic as early as the 

sixth century before the Christian Era. 

Although Blackstone attributes the initial conception 

12 
I. Maurice Wormser, Frankenstein Incorporated (New 

York and London: Whittlesey House, McGraw-Hill Book Co., 
Inc., 1931), p. 1. 
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of the corporation to Numa Pompilius (715-672 B.C.), Wormser 

indicates that there is strong reason to believe the English 

developed the corporate concept on their own prior to the 

Norman Conquest in 1066 A.D. He explains that the influence 

of Roman law was not experienced in England until the Norman 

Conquest but that the corporate organization was established 

in England long before that time. It may be that the idea 

of the corporation is a universal application of the human 

instinct toward association. 

Wormser asserts that corporations were of no real sig-

13 nificance after the fall of the Roman Empire. Although 

Blackstone credits the church with preserving the corporate 

form during the Medieval Era, if Wormser is right about the 

instinctual foundation of the corporation, its organization 

might appear at any time and place where people could find 

use for it. 

In any event, the early corporations were nothing like 

the economic giants of our day. The governing authority 

was reluctant to grant corporate charters except on a clear 

indication of public benefit. These early Roman corpora

tions could engage in most of the business transactions 

natural persons could enter. They had perpetual life and 

Wormser says their members had limited liability but only 

14 so long as the corporation remained solvent. 

•̂ •̂ Ibid., p. 8. 

14 
Ibid., p. 5. 
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Subsequent development of the English corporation was 

very much influenced by Roman law. The canon law which had 

developed in the area of corporations during the Medieval 

Period also had an impact. The church used the corporate 

organization for various purposes but most notably to hold 

church property. The king's chancellor, to whom legal 

appeals were usually referred, was an ecclesiastic. He 

often applied the corporate concepts of Roman and canon 

law. Wormser says that under canon law the corporation was 

regarded as a separate person but was not subject to excom

munication because to do so would harm the innocent as well 

15 as guilty members of the corporation. 

Since the corporate form appeared many years before the 

world knew about extensive industrialization, its historical 

uses were limited. There were two classes of corporations 

besides ecclesiastical corporations. One class was in the 

nature of municipal corporations. The other class grouped 

people of similar trades or occupations. Most of these 

corporations were granted charters from, the Crown. A few 

had grown powerful through the passage of time and were 

considered to have a prescriptive right to corporate life. 

Wormser says these trade guilds were very powerful and con

tinued to be created throughout the fourteenth and fifteenth 

centuries. These corporations had no stock and were not 

15 
Ibia., p. 9. 

•^^Ibid. , p. 12. 
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engaged in commercial activities. 

The church held considerable amounts of land during 

the Middle Ages. The fact that such land was held by corpo

rations having perpetual life stirred considerable contro

versy. The Magna Charta of 1215 prohibited grants of land 

to religious bodies. The statutes against mortm.ain (limit

ing corporate ownership of land) at first restricted the 

transfer of lands only insofar as religious bodies were 

concerned. Eventually, the term mortmain applied to the 

transfer of land to any corporation. Traces of these laws 

are found in the laws of several of the American states 

today. Provisions in early state corporate laws and some 

state constitutions prohibited corporate ownership of land 

beyond normal business requirements. 

The joint stock companies came into use during the tim.e 

of Queen Elizabeth I in the middle of the sixteenth century. 

These companies allowed an amalgam.ation of capital and for

mation of business enterprise which rivaled the corporate 

giants of today. 

These companies were formed under a charter granted 

by the Crown for the purpose of engaging in foreign trade. 

Some of this "trade" was of a character to cause complaint 

against the methods employed by those seamen licensed to 

spoil and exploit in the behalf of Her Majesty and those 

underwriting the venture. The returns were considerable 

and the various companies formed during this period of time 

grew and prospered. The East India Company was one of the 
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largest of these joint ventures. It was founded on Decem

ber 31, 1600. Wormser says that by 1700 it had many of 

the features of the modern private corporation and was pow

erful enough to be able to lend the government of England 

3,190,000 pounds sterling at a low rate of 3-1/2 per cent 

4-17 

interest. 

Among the other companies formed during this period 

were the Russia or Muscovy Company, the Senegal Adventurers, 

and the Levant or Turkey Company. In 1692, there were two 

other important companies doing business in England besides 

the East India Company. These were the Royal African 

Company and the Hudson Bay Company. The activities of the 

Hudson Bay Company continued until 18 67. It was given a 

monopoly of trade with settlements in the territories sur-
18 rounding the Great Northern Inlet of Hudson's Bay. 

These companies were characterized by the combination 

of capital, co-operation, and transferability of shares. 

The intent was for them to serve the ends of better govern

ment. This surge in commercial activity was accompanied by 

the establishment of the Bank of England in 1694. The popu

larity of joint stock companies reached a peak and descended 

abruptly after 17 20 with the exposure of scandalous corrup

tion within the South Sea Company whose stock dropped from 

X1/000 per share to £135 overnight. A long period of 

•̂ Îbid. , p. 17. 

•'•̂ Ibid. , p. 18. 
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distrust of commercial activity carried on by joint stock 

companies followed. People were bitter in their rejection 

of commercialism. In spite of these circumstances, techno

logical improvements occurred. Industrial activity, though 

accompanied in early years by labor exploitation, grew. The 

activities of the capitalists enlarged simultaneously with 

the decline of the small farmer. This emergence of industry 

and the accompanying social changes came to be known as the 
19 industrial revolution. 

The business corporation became a widely used organiza

tional vehicle. Although corporations were used in America 

during the colonial period, their acceptance was not general 

until after the start of the nineteenth century. After the 

War Between the States (18 61-18 65), there was a tremendous 

expansion in corporate activities. 

One of the main problems associated with incorporation, 

which early American state law tried to correct, was the 

absence of equal opportunity to incorporate. In England 

only the Crown and later Parliament could grant a corporate 

charter. Amidst considerable skepticism of the English 

practice, the American states adopted constitutional provi

sions prohibiting charters granted by special acts of state 

legislatures even before 18 50. England followed with simi

lar provisions, granting to everyone on equal terms the 

privilege of incorporation, in its first "Companies Act" 

•̂ Îbid. , p. 24. 
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History of the Income Tax 

Actual enactment of the first federal income tax came 

about during the War Between the States (1861-1865). The 

Revenue Act was dated August 5, 18 61. Discussion concerning 

the enactment of a federal income tax occurred prior to that 

time. The first attempt came as early as the War of 1812. 

Although amended several times, this 1861 law remained in 

existence until December, 1871. The United States Consti-

21 tution provides: "No taxation or other direct tax shall 

be laid unless in proportion to the census or enumeration 

herein directed to be taken." These early tax statutes were 

regarded as indirect taxes and were held constitutional in 

all litigation prior to 1894. In August, 1894, Congress 

imposed an income tax on both individual and corporate 

income in amounts exceeding $4,000. In 18 95, this tax law 

was attacked on constitutional grounds in Pollock v. Farmers 

22 Loan and Trust Company. In this case, the Supreme Court 

decided that taxes on real estate were clearly direct taxes. 

In addition, the Court determined that taxes on rent and 

income from real estate were direct taxes. Further, the 

Court determined that taxes on personal property or the 

^^Ibid., p. 26. 

^•^U.S. Const, art. I, § 9. 

^^157 U.S. 429 (1895). 



91 

income from personal property were direct taxes. In view 

of the fact that the statute of 18 94 imposed taxes on income 

from both real and personal property without apportionment 

according to representation, it was held to be unconstitu

tional. 

Article I, section 8 of the Constitution provides, 

"The Congress shall have the power to lay and collect taxes, 

duties, imposts, and excises . . . ; but all duties, im

posts, and excises shall be uniform throughout the United 

States." In 1909, Congress imposed an excise tax on corpo

rations. The effect of this enactment was to tax corporate 

income. The ostensible purpose of the tax was to place a 

tax on the right to do business as a corporation. The con

stitutionality of this enactment was contested in 1911. The 

23 case was Flint v. Stone Tracy Company. In that case the 

Court upheld the validity of the enactment of 1909. The 

case determined many of the issues regarded as basic today. 

It held that the tax was valid even though not apportioned 

among the several states according to population. Article 

I, section 8 requires that excise taxes be levied uniformly 

throughout the United States, but it makes no mention of 

proportionality as does article I, section 9. The Court 

said that the only limitation upon the power of Congress in 

the instance of the excise tax is uniformity in laying the 

tax, and this is a geographical uniformity which does not 

-̂̂ 220 U.S. 107 (1911) . 
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require the equal application of the tax to all persons or 

corporations who may come within its operation. Another 

holding of this case provides that there is such a substan

tial difference between the carrying on of business by a 

corporation and by a private firm or individual that there 

was no basic discrimination involved in making the act 

applicable only to corporations. Further, the Court said 

that the act was not invalid even though it measured the 

amount of tax by the entire net income from all sources, 

including some income derived from property in itself not 

taxable. The fact that corporations earning less than a 

certain amount of money were exempt from the tax did not 

make it invalid. Other permissible exemptions included 

labor groups, agricultural and horticultural organizations, 

fraternal and benevolent societies, and organizations for 

religious, charitable, or educational purposes. The Court 

said that the act was not invalid because a deduction of 

interest payments was permitted only in case of interest 

paid by banks and trust companies on deposits and interest 

actually paid within the year on bonded or other indebted

ness. The fact that there might be inequality of applica

tion owing to different local conditions did not invalidate 

this enactment either. 

The circumstances under which the Pollock and Flint 

cases arose is of interest. The Pollock case arose when 

Charles Pollock sued the directors of the Farmers Loan and 

Trust Company to obtain a determination that the provisions 
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of the income tax were unconstitutional and to obtain a 

restraining order preventing the directors from voluntarily 

paying the tax provided by that enactment. The Flint case 

was similar in the nature of the issues raised. It combined 

seven appeals from various United States circuit courts 

along with seven appeals from the Circuit Court of the 

United States for the Southern District of New York. All of 

these cases involved the same issues, and lawyers for each 

of the various litigating parties were given the opportunity 

to present their briefs. The report of this decision is 

quite lengthy and, as might be supposed, includes all possi

ble issues which might be litigated. 

In 1913, the sixteenth amendment to the Constitution 

was adopted. The adoption of this amendment made it diffi

cult or impossible to declare income taxes unconstitutional 

for nonapportionment according to population. It provides, 

"The Congress shall have power to lay and collect taxes in 

incomes, from whatever source derived, without apportionment 

among the various states, and without regard to any census 

24 

or enumeration." It should be observed that this amend

ment applies only to income taxes. It does not negative the 

effect of article I, section 9 as far as taxes other than 

income taxes are concerned. It does appear that the amend

ment has been effective. In all subsequent attempts to 

declare tax legislation unconstitutional, none has been 

24 
U.S. Const, amend. XVI. 
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successful with respect to the income tax. 

Tax Controversy 

Strengthening the legal position of the income tax has 

not diminished its controversial character. It is a law 

which vitally affects every American citizen. Everyone 

believes the imposition of an income tax should be on some 

basis which is fair to all. In spite of this, there is 

little agreement about what basis is fair. It appears that 

the view of most persons is colored by their own position 

with respect to income available for taxation. Many busi

nessmen believe the corporation has made this country strong 

economically and politically and that its activities should 

not be impaired by income taxation. Others believe the 

corporation, having been permitted to grow in a political 

climate such as ours, should be willing to contribute sub

stantially to the over-all growth and development of the 

economy. 

With such divergent views held on the part of various 

powerful interests, it is no surprise that there are com

promises within the tax laws. Corporations operate under 

a different set of rules from individuals. This means the 

corporate rules will appear more desirable in some instances 

and the individual rules will be more appealing in others. 

In an effort to grant more flexibility in the selec

tion of organizational form and to diminish the impact of 

federal taxation on organization selection. Congress enacted 
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Subchapter R of the Internal Revenue Code in 1954. In order 

that it may be clear that special legislation such as this 

is not beyond the sphere of controversy, some facts from an 

article by Stanley Surrey, Assistant Secretary of the Treas-
25 ury, are presented. 

Arguing that fairness requires that a person with so 

many dollars of income should be treated the same as any 

other person with the same amount of income, Surrey criti

cizes some distinctions made by Congress. His analysis is 

based on tax rates then applicable. 

A single person with a salary of $100,000 a year pays 

a tax of $65,928. Under the same circumstances, the same 

amount of income from oil royalties would be charged a tax 

of $42,82 9. This amount of income from the sale of stock 

market investments held more than six months would be 

charged $25,000 in taxes. The same income in interest from 

state or municipal bonds would not be taxed at all. 

Surrey reports that some retired couples over sixty-

five are free of taxes up to $6,100 yearly, while a young 

married couple with the same income pays $864 in taxes. 

An author's royalties are taxed as ordinary income, but an 

inventor receives preferred capital gains treatment on all 

income. The 25 per cent tax rate enjoyed by the executive 

on his stock option is one per cent less than the 26 per 

25 
Stanley Surrey, "Do Income Tax Exemptions Make 

Sense?", Colliers, Vol. 137, No. 7 (March 30, 1956), p. 26. 
Reprinted 102 Cong. Rec. A 3053 (daily ed. April 16, 1956). 
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cent rate an unmarried clerk making $5,100 per year pays on 

a bonus of $100. 

Surrey argues that more taxes would be received by the 

government if the tax brackets were substantially reduced 

but applied equally. He believes special privileges have 

jeopardized our entire tax system by reducing public respect. 

In the same vein, it appears at first that removing the 

tax impact on organization selection would be fair. Second 

thoughts on the subject bring uncertainty. The legislation 

was enacted on the idea that it is unfair for a businessman 

to pay more tax because he operates his business as a 

proprietorship or partnership instead of a corporation. 

Careful examination of the enactment, which will be set out 

later, reveals that it provided relief only to a select few. 

Not all proprietorships or partnerships were entitled to 

apply the corporate tax rates under Subchapter R. The 

applicability of this section was further restricted by the 

strict construction accorded its provisions by the Internal 

Revenue Service and many of the courts. Thus, the act 

itself probably created more unfairness than it corrected. 

In any event, whether it would seem fair or not might depend 

on whether one came within its scope. Because of this fact, 

it should be stated at this point that the provisions of 

26 
Subchapter R have been repealed. All existing elections 

^^Repealed by Pub. L. No. 89-389 § 4(b)(1), April 14, 
1966; 84 Stat. 116. 
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terminated on January 1, 1969. The following study of the 

enactment and related legal cases is included because it 

is generally considered companion legislation to Subchapter 

S and is intimately related to the subject of this disserta

tion. Possible future implications of this legislation and 

its history are unknown at this time. The enactment in its 

original form is followed by a study of the important case 

decisions interpreting the statute. The changes in the 

statute enacted to facilitate the repeal will then take on 

more significance. 

The "1361" Corporation 

Section 1361 was found under Subchapter R of the 

Internal Revenue Code of 1954 as amended. Subchapter R was 

entitled "Election of Certain Partnerships and Proprietor

ships as to Taxable Status." Elections made under section 

1361 were sometimes referred to as Subchapter R elections. 

Subsection (a) of section 1361 provided for the elec

tion by qualified unincorporated businesses to be taxed as 

corporations. This election was made by a proprietor or 

all partners of a partnership. The election could be made 

not later than sixty days after the close of any taxable 

year. It could be made on or after the first day of the 

27 first year to which the election applied. 

Qualifications to make the election were set out in 

^^Act of Aug. 16, 1954, ch. 736, § 1361(a), 68A Stat. 
350. 
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subsection (b) of the act.^^ These qualifications had to 

be met during the entire taxable year to which the election 

applied. The qualification also had to be met on or before 

the date of election. 

An electing enterprise was required to be owned by an 

individual or consist of not more than fifty partners. No 

partner owning more than 10 per cent of the organization 

could own more than 10 per cent of any other unincorporated 

enterprise taxable as a corporation. No individual or part

ner could be a nonresident alien or a foreign partnership. 

To be qualified, an electing enterprise had to meet one 

of two additional requirements. It had to employ capital 

as a material income producing factor. As an alternative, 

the enterprise had to be one in which at least 50 per cent 

of the gross income consisted of gains, profits, or income 

derived from trading as a principal or from buying and sell

ing real property, stock, securities, or commodities for the 

account of others. 

A service partnership such as a firm of accountants, 

lawyers, doctors, or engineers could not meet this require

ment. Service rather than capital is the income producing 

factor in such partnerships. Their income is not derived 

from buying or selling. Unincorporated enterprises having 

investments in plant and equipment or inventories were con

sidered qualified. Such investments employ capital for the 

^^Ibid., § 1361(b). 
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purposes of producing income. 

29 

Subsection (c) provided that unincorporated enter

prises making Subchapter R elections were considered cor

porations for federal income tax purposes. Proprietors 

and partners were considered stockholders. Subsection (d) 

denied such proprietors and partners the status of employees 

for purposes of participation in employee pension trusts. 

Corporate employees were eligible for existing pension 

plans. Proprietors and partners making a section 1361 

election did not thereby make themselves eligible for such 

programs. 

An election made under section 1361 was irrevocable 

once made, unless there was a substantial change in owner

ship of the enterprise. This applied to the enterprise and 

the electing owners. An unincorporated successor to the 

enterprise was bound by the election along with the owners 

31 

of the successor. Subsection (f) provided that an elect

ing enterprise could not be considered a corporation in any 

year in which the electing owners had an interest of 8 0 

per cent or less in the enterprise. Thus, an election was 

irrevocable but the effect of the election terminated by 

^^Ibid., § 1361(c). 

-̂ Âct of Aug. 16, 1954, ch. 736, § 1361(d), 68A Stat. 
350, as amended by Act of Oct. 10, 1962, Pub. L. No. 87-792, 
§ 7(h), 76 Stat. 829. 

•̂"•Act of Aug. 16, 1954, ch. 736, § 1361(f), 68A Stat. 
350. 
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operation of law. This occurred with a 20 per cent change 

in ownership of the enterprise. 

Ownership of an enterprise was determined for purposes 

of subsection (f) by section 267(c). This section related 

to constructive ownership of stock. Applicable parts of 

this section provided that stock owned by or for an organ

ization be considered as owned proportionately by its mem

bers. An individual was considered to own stock held by 

or for members of his family. Family included brothers, 

sisters, spouse, ancestors, and lineal descendants. In 

determining constructive ownership of family-held stock, 

there could be only one constructive owner. 

Electing enterprises were subject to corporate normal 

and surtax. They were also subject to accumulated earnings 

taxes and the alternative tax on capital gains. 

Personal holding company income of an electing organi

zation was not subject to corporate taxes except that por

tion earned by trading for the account of others. Personal 

holding company income and related expenses were treated 

as income and expenses of the individual owners. Distri

butions of personal holding company income to the owners 

were not taxed as corporate distributions. Undistributed 

amounts of such income were considered paid-in surplus or 

-̂ Înt. Rev. Code § 267(c). 
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a contribution of capital at the end of the taxable year."̂ "̂  

Section 543 of the Internal Revenue Code defines 

personal holding company income. Since personal holding 

company income has special significance in the case of Sub

chapter S as well as Subchapter R, the subject will receive 

distinctive treatment in Chapter V. 

34 Subsection (j) of section 1361 allowed a reasonable 

deduction from income for proprietor or partner salaries. 

This allowance was only for services actually rendered. 

Operating expenses of the business were also deductible. 

Any expenses attributable to personal holding company income 

were not deducted from income of the enterprise. These 

expenses were allocated to the proprietor or partners to be 

deducted from their individual shares of personal holding 

company income. 

Except for personal holding company income, distri

butions by an electing company were treated as corporate 

distributions. A liquidating distribution by an electing 

enterprise was treated as a corporate liquidation. 

With two exceptions, an electing enterprise was not 

considered a corporation for purposes of corporate 

"̂ Âct of Aug. 16, 1954, ch. 736, § 1361(i), 68A Stat. 
350, as amended by Act of Feb. 26, 1964, Pub. L. No. 88-272, 
tit. II, § 225(k)(5), 78 Stat. 94. 

"̂̂ Act of Aug. 16, 1954, ch. 736, § 1361(j), 68A Stat. 
350. 
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organization or reorganization."^^ The rules of corporate 

organization with respect to treatment of a gain or loss on 

contributed property applied to an electing enterprise under 

section 13 61. Rules of corporate organizations applied to 

an unincorporated enterprise which made an election under 

section 1361 for its first taxable year. 

A Case Study 

The same strict adherence to requirements of the 

regulations insofar as making the election is concerned 

was found in Subchapter R as was found in Subchapter S. 

In fact, it appears that regulatory requirements of the 

Internal Revenue Service created pitfalls for Subchapter R 

elections which made it an ineffective and often impractical 

piece of legislation. 

Early regulations implementing Subchapter R were issued 

on February 24, 1955. These regulations prescribed the 

method of making the election. The statute required that 

the election be made no later than sixty days after the 

close of the taxable year of the partnership or proprietor

ship to which the election applied. In Warrick v. United 

3 6 States, the taxpayer tried to make an election for 1954, 

the year the statute was enacted. Since the sixty-day limit 

would expire on March 1, 1955, he requested an extension in 

^^Ibid., § 1361(m). 

-̂ 1̂77 F. Supp. 481 (1959). 
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order to be able to study the regulation before making the 

election. On May 10, 1956, Warrick indicated his intent to 

elect under section 1361 for 1954. The request of the tax

payer was denied because the election was not filed during 

the sixty-day period. The court said the late date of issu

ing the regulation did not estop the government from denying 

the benefits of the statute to the taxpayer. 

However, the issue of a timely election was resolved in 

37 favor of the taxpayer in Borin v. United States. This is 

a Texas case decided in the United States Court of Appeals 

for the Fifth Circuit. Aaron and Eva Borin owned a meat 

packing business as community property. Aaron died Septem

ber 12, 1955. Eva sold the assets of this nonincorporated 

business on November 19, 19 55, in her capacity as executrix 

of the estate. She made an election for the taxable year 

of 1955 under section 1361. The election was filed on Janu

ary 18, 1956. The government contended the election was not 

timely because, just as in the case of a partnership, this 

taxpayer's tax year ended with his death. The election was 

filed more than sixty days after his death. The court said, 

however, that the election caused corporate rules to apply 

rather than partnership or proprietorship. Since a corpora

tion does not term.inate upon the death of a stockholder, the 

tax year did not end on the death of Aaron Borin. Instead, 

the tax year ended when the assets of the business were sold, 

"̂ 3̂22 F.2d 685 (1963) . 
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Under corporate rules, this would be a corporate liquidation 

causing the tax year to end November 19, 1955. It was not 

required that the taxpayer own the business on the date of 

election but only on or after the first day of the tax year. 

The requirement that an electing business be one using 

capital as a material income producing factor caused some 

trouble. The intent was to exclude service enterprises 

from the benefits of the Subchapter R election. Fred J. 

38 Sperapani involved a court reporting service operated as 

a sole proprietorship which made an election under section 

1361. This business was called Columbia Reporting Company. 

Sperapani was also in a partnership with another court 

reporter. The partnership did reporting for the Federal 

Power Commission. Most of the work was performed in Wash

ington, District of Columbia. In each of these businesses, 

substantial income was received from the sale of copies of 

records and briefs to parties who were interested in pro

ceedings of the various federal agencies for which these 

businesses did court reporting. When bids were made to the 

various agencies to obtain the exclusive right to do court 

reporting, it was necessary to indicate not only the rate 

to be charged the public for copies but the amount of 

"bonus" the court reporter was willing to pay the agency to 

obtain this right. The court held that these circumstances 

indicated that capital was an income producing factor in 

"̂ 4̂2 T.C. 308 (1964) . 
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this business and allowed the section 1361 election. Once 

Columbia v/as determined to be a 1361 corporation, Spera

pani's share of the partnership income became taxable to the 

corporation. This applied the corporate rates rather than 

the individual rates and resulted in a saving to the tax

payer . 

It seems clear that Subchapter R was not intended to 

apply to the professions. These were not permitted to 

incorporate under state law for public policy reasons. The 

courts also refused them the tax advantages of the corporate 

rates which they might otherwise have enjoyed under Subchap-

39 

ter R. In Hov/ard T. Lewis, Jr., a doctor started a health 

clinic in Pittsburgh, Pennsylvania, to treat debilitating 

diseases by nutritional methods. He treated nine or ten 

thousand people each year, charging each person $10 per 

month. His investment consisted of a building and $8,000 

to $10,000 in drugs. He sought to elect Subchapter R 

treatment for his clinic. The court refused to permit this 

election, holding that the income received by the clinic 

was from the doctor's services rather than from the use of 

capital. 

Probably the most disconcerting development involving 

Subchapter R concerned the actual incorporation of a 

business which had previously elected to be taxed as a 

^^42 T.C. 885 (1964) 
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corporation under section 1361. Wein's Estate v. Commis-

40 

sioner upheld regulations which treated the actual incor

poration as a liquidation of the 1361 corporation. The 

consequence of this was a capital gains tax on any increment 

in value of the corporate assets at the time of the actual 

incorporation over their basis in the hands of the 1361 cor

poration. In the case of Wein's Estate, this resulted in a 

tax deficiency of $31,068.82. This case was decided in the 

United States Court of Appeals for the Third Circuit. 

41 In Estate of Willett v. Commissioner, the United 

States Court of Appeals for the Fifth Circuit reversed a 

decision of the Tax Court which followed the decision in 

Wein's Estate. Thus, the decision in the Fifth Circuit was 

directly opposite to that of the Third Circuit. The crux of 

the controversy appears to center around the unknown intent 

of Congress. The statute (section 1361[1]) provided that 

liquidations involving section 1361 would be treated as 

corporate liquidations. The statute did not say that this 

section would apply to 13 61 corporations which actually 

incorporated. The court in Wein's Estate applied section 

1361(m) which provided that a 1361 corporation would not 

be considered a corporation for purposes of corporate organ

izations and reorganizations as regulated by Subchapter C. 

Section 3 51 of Subchapter C provided that no gain or loss 

^^330 F.2d 957 (1964) aff'g 40 T.C. 454 (1963). 

'̂•'•365 F.2d 760 (1966) . 
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would be recognized if property were transferred to a cor

poration solely in exchange for stock as long as the same 

persons were in control of the corporation immediately after 

the exchange. 

In the absence of a clear statement in the statute 

regarding 1361 corporations which actually incorporated 

after making the 1361 election, the Internal Revenue Service 

issued Treasury Regulation 1.1361-5(b) which provided that 

incorporation of a 1361 corporation would be taxable as a 

corporate liquidation. 

42 In Estate of Willett, the court inquired into the 

policy behind the Internal Revenue Code regarding tax con

sequences of such "purely paper transactions" as this. It 

found a policy to defer taxes associated with corporate 

reorganizations. The court also found that this policy was 

like the policy behind section 1361 in that both attempted 

to minimize the distorting influence of income tax consid

erations on a business' choice of form of organization. The 

court found Treasury Regulation 1.1361-5(b) unreasonable and 

inconsistent with section 13 61 of the Internal Revenue Code. 

The court questioned whether the congressional purpose was 

as niggardly as the opinion expressed in Wein's Estate. 

Starting on April 14, 1966, no new elections under sec

tion 1361 were allowed. Those entities which were then cur

rently subject to section 1361 were permitted to incorporate 

Ibid., pp. 765-66. 



108 

in a tax-free reorganization. In the alternative they were 

permitted to liquidate before January 1, 1969, without in

corporation. Under section 1361(n), a section 1361 election 

could be revoked any time before December 31, 1968. In 

the event no voluntary revocation occurred, any remaining 

election terminated by operation of law on January 1, 1969. 

Such a revocation was treated as a complete corporate liqui

dation. 

Section 1361(f) required a new election where there 

was a change of 2 0 per cent or more in capital interests 

of a 1361 corporation. Such elections were permitted until 

December 31, 1968, to continue corporate tax treatment for 

1968. 

The tax trap associated with the Wein's Estate decision 

was dissolved with the repeal of regulations calling for 

a taxable liquidation upon the actual incorporation of an 

enterprise electing under section 1361. This repealing 

legislation became effective April 14, 1966, permitting tax-

free reorganization except where money or other property was 

withdrawn and did not go over to the new corporation. 

The Senate Report related to the repeal of Subchapter R 

took note of the fact that fewer than one thousand business 

entities had elected that corporate tax option. The Commit

tee on Finance concluded that a provision of the complexity 

of Subchapter R which had proved to be of such limited 

usefulness should not be continued. After considering the 

problem associated with the incorporation of an electing 
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enterprise, the report observed that two Tax Court decisions 

had agreed with section 1.1361-5(b) of the regulations. It 

further noted that one of these decisions had been affirmed 

by the Court of Appeals for the Third Circuit and that the 

other decision had been on appeal to the Court of Appeals 

for the Fifth Circuit for seventeen months. Thus, it 

appears that the court had the benefit of the Senate Report 

when it decided Estate of Willett. The report hinted that 

the committee disapproved of the fact that the legislation 

had resulted in a tax trap and that this was a significant 

reason for its repeal. 

^^S. Rep. No. 1007, 89th Cong., 2d Sess. 9, 10 (1966). 



CHAPTER V 

SOME DANGERS OR PITFALLS 

Corporate Regulation 

Advantages of the corporate organization are varied. 

The formation of capital and association of men in common 

business purpose allows development of economic resources. 

The popularity of the corporate organizational form has 

resulted in a constantly developing body of law which seeks 

to regulate the relationship of the corporation to the 

governments under which it operates and the affairs of men 

acting within its organization. Even if the corporate con

cept has been known to men for centuries past, its present 

form is a product of current need rather than a direct 

bequest of history. Its future is a concept to be developed 

rather than copied from the pages of history. Present needs 

will shape the direction of future trends, but the form of 

tomorrow's corporation will depend most directly upon tomor

row's needs. 

Advantages of the corporate organization were discussed 

in Chapter II. The law seeks to protect businessmen in the 

attainment of these recognized advantages. In addition to 

these advantages, there are other benefits men seek which 

are not clearly intended to be provided in the corporate 

organization as conceived by the law of corporations. The 

impersonal, complicated structure of the corporation 

110 
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provides a cloak under which unintended benefits may be pro

moted. It may seem natural for the businessman to seek any 

possible advantage available to the corporation, but it has 

been clearly demonstrated that Congress and the courts have 

the power to regulate corporate activities which are inim

ical to government policy. Statutes and regulations in the 

area of internal revenue contain rules intended to regulate 

corporate activities. The businessman who allows his cor

poration to violate these rules is in danger. The pitfalls 

resulting from such violations may apply even though the 

businessman was motivated by a valid business purpose. 

The accumulated earnings tax and the personal holding 

company tax are intended to keep the corporation from being 

used to shield shareholders from the individual income tax 

which attaches when corporate distributions occur. Accumu

lations of earnings by corporations preclude the imposition 

of the tax on shareholders. In such instances, the share

holder leaves his earnings in the corporation to be trans

ferred at his death to his heirs under more favorable tax 

rules or to be taxed at lower capital gains rates upon 

liquidation of the corporation. 

The accumulated earnings tax is intended to apply to 

unreasonable accumulations. The congressional intent seems 

to be straightforward and direct. Application of the stat

ute has proved to be troublesome because determination of 

reasonable accumulation is a question of fact to be deter

mined in each instance based on its own merits. The result 
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is a lack of continuity in case decisions arising under the 

statute. This lack of continuity has caused uncertainty for 

businessmen and further uncertainty for those responsible 

for administering the statute. Some cases have allowed 

accumulations while other cases, involving similar facts, 

have denounced accumulations as unreasonable. The exist

ence of a very high tax rate has made these circumstances 

intolerable. 

The personal holding company tax was enacted as a stop

gap to the accumulated earnings tax. It is intended to 

applyf in a mechanical fashion, to all instances in which 

certain types of income have accumulated. The tax avoidance 

possible with accumulated earnings may be used extensively 

by transferring income producing investments to a corpora

tion. These nonoperating types of income will then be taxed 

at the corporate rate. High bracket taxpayers can effect a 

savings by allowing the corporate tax rate to attach to such 

earnings and by permitting the earnings to accumulate within 

the corporation. It will be seen that one of the tests 

applied by the courts in determining the reasonableness of 

accumulations concerns the liquid nature of assets in which 

accumulations are invested. The following study of the 

statutes and cases in the areas of accumulated earnings and 

personal holding companies is not intended to be exhaustive. 

Such a study is not within the scope of this dissertation. 

These areas of regulation constitute a danger to the busi

nessman who inadvertently comes within their provisions. 
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They have an impact on the form of business organization 

chosen in certain instances. The structure of a corporation 

is affected by the accumulation of earnings, the payment 

of dividends, and the types of investments permitted. An 

understanding of the impact of federal taxation in these 

areas is the purpose of this study. 

Accumulated Earnings Tax 

Section 531 places a tax of 27-1/2 per cent on accu

mulated taxable income of corporations up to $100,000. 

The rate on accumulations of taxable income in excess of 

$100,000 is 38-1/2 per cent. The tax is applicable to all 

corporations accumulating income for the purpose of allowing 

shareholder avoidance of income tax on corporate distri

butions. Personal holding companies, foreign personal 

holding companies, and corporations exempt from income tax 

generally, under section 501, are exempt from the accumu

lated earnings tax. 

Accumulations beyond the reasonable needs of the 

business are presumptive of a purpose to avoid the income 

tax on shareholders. Functioning as a mere holding or 

investment company is prima facie evidence of such purpose 

•'"Int. Rev. Code § 532(a). 

^Ibid., § 532(b). 

^Ibid., § 533(a). 
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of avoidance. 

Section 534 provides that the Secretary of the Treasury 

or his delegate may notify the taxpayer that a proposed 

notice of deficiency will include an amount with respect 

to the accumulated earnings tax. If, within the time pre

scribed by regulations (sixty days after mailing of the 

5 
notification), the taxpayer submits a statement setting out 

facts showing that the accumulations are not in excess of 

the reasonable needs of the business, the burden of proving 

the existence of a taxable accumulation will be on the 

Secretary or his delegate. 

Accumulated taxable income is defined in considerable 

detail by section 53 5. In summary, accumulated taxable 

income is taxable income less certain taxes (including in

come tax and excess profits tax), charitable contributions, 

capital losses not otherwise deductible and the excess of 

net long-term capital gains over net short-term capital 

losses, and distribution of stock required to be divested 

under antitrust orders. This amount is then reduced by 

7 

dividends paid and a special credit applicable to accumu

lated earnings. This credit is that part of earnings and 

profits, above dividends, retained for the reasonable needs 

^Ibid., § 533(b). 

^Treas. Reg. § 1.534-2(d)(2) (1959). 

^Int. Rev. Code § 535(b). 

"̂ Ibid. , § 561. 
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of the business. The minimum credit is established by the 

amount by which $100,000 exceeds the accumulated earnings 

and profits of the preceding taxable year. In the case of 

holding or investment companies, the minimum credit set out 

above is the only credit allowed under this section.^ 

Purpose of the Enactment 
9 

Tax regulations provide that the tax imposed by sec

tion 531 applies to any corporation formed or availed of 

to avoid the individual income tax on its shareholders by 

permitting earnings and profits to accumulate instead of 

dividing or distributing them. 

The constitutional validity of the accumulated earn

ings tax was determined in Helvering v. National Grocery 

Company. This case upholds constitutionality of the tax 

against various arguments including an assertion that the 

act taxes an intent of avoidance even though the intent does 

not result in a successful tax avoidance. The surplus of 

National Grocery Company increased from $7,245,824.26 to 

$7,938,965.54 during its year ending January 1, 1931. This 

increase of $693,141.28 was after its sole stockholder, 

Henry Kohl, received a salary of $104,000. Although no 

dividends had been paid for several years. Kohl had borrowed 

^Ibid., § 535(c). 

^ T r e a s . R e g . § 1 . 5 3 2 - 1 (a) (1) ( 1 9 5 9 ) . 

•'•°304 U . S . 282 (1938) . 
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$610,000 from the corporation during the prior seven-year 

period. The Board of Tax Appeals upheld the Commissioner 

of Internal Revenue in his determination that these facts 

indicated an excess accumulation to avoid the shareholder 

tax. The penalty tax imposed was in the amount of $477,322 

above the regular corporation income tax. 

The United States Supreme Court granted certiorari 

after the Circuit Court of Appeals for the Third Circuit 

reversed the decision of the Board of Tax Appeals. In 

affirming the Board of Tax Appeals and overruling the Cir

cuit Court, the Supreme Court limited appellate courts 

reviewing tax decisions to matters of record from the trial 

court. Such appellate courts were precluded from making 

independent findings of fact, and thus are permitted to 

reverse Tax Court decisions only in cases involving a clear 

abuse of the trial court's authority. Justice Brandeis 

explained that National had expanded from 3 58 to 815 stores 

in the grocery chain during the preceding ten years and that 

no conceivable expansion could have utilized such a large 

surplus. 

In upholding the constitutionality of the act, the 

Court found it immaterial that the act was a penalty rather 

than a tax. The fact that this corporation was an operating 

company rather than a holding company was of no consequence. 

The argument that the act interferes with the right of 

a corporation to declare or withhold dividends was of no 

avail. The intent to avoid the tax and use of the corporate 
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organization for this purpose were of paramount importance. 

The Intent of Avoidance 

Accumulation to avoid the shareholder tax seems to be a 

problem related to closely held corporations. The existence 

of a dominant stockholder is a factor common to many of the 

cases arising under this statute. A policy of nonpayment of 

dividends would naturally have a better chance of satisfying 

a small group of stockholders in common circumstances than a 

large group of stockholders with diverse interests. 

Another factor in the case of publicly held corpora

tions concerns the liability for negligence on the part 

of directors who permit the penalty tax to attach. Such 

directors run a substantial chance of subjecting themselves 

to liability in a derivative suit by dissident stockholders 

acting on behalf of the corporation. In cases involving 

assessment of the penalty tax and in cases concerned with 

derivative actions, the basic issue is intent to avoid 

the shareholder income tax. In derivative suits, the prob

lem concerns weight to be given the findings of the court 

in which the penalty tax was upheld. The penalty tax is 

assessed under a statute which presumes an intent to avoid 

the shareholder tax where accumulations exist beyond the 

reasonable needs of the business. No such presumption is 

available to stockholders bringing a derivative action even 

•'••'•Int. Rev. Code § 533(a). 



118 

though the fact of the penalty tax is established. 

In decisions involving the penalty tax, there is agree

ment that the basic issue is intent to avoid shareholder 

income tax; but there is conflict over whether the intent 

of avoidance must be the dominant motive associated with 

the accumulation. 

Youngs Rubber Corporation v. Commissioner is a case 

in which the taxpayer contended that expansion of business, 

replacement of plant, technological changes in the industry, 

funds requirement for paying federal and state estate taxes 

on the estate of the corporation's principal shareholder, 

and a reserve for litigation were justification for accumu

lation of earnings. In upholding imposition of the penalty 

tax, the court said that, although the size of previously 

accumulated earnings has a bearing on propriety of further 

accumulations, the matter cannot be determined by the bal

ance sheet alone. Considerable weight was given the finding 

that, in spite of substantial earnings, no dividends had 

been paid between 1946 and commencement of this litigation 

in 1956. 

Two cases involving Trico Products Corporation are 

illustrative of the problem of proving intent to avoid the 

shareholder tax and the related problem of proof associated 

with the shareholder derivative action. 

•'•̂ 331 F.2d 12 (2d Cir. 1964). 
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Trico Products Corporation v. Commissioner'*'^ was de

cided by the Circuit Court of Appeals for the Second Circuit 

in 1943. Trico held certain patents on automatic windshield 

wipers which were due to expire in 1942. Some of its stock 

was held in a voting trust which restricted certain shares 

as to dividends until earnings reached an agreed level. 

During the period from 1929 to 1935, its operating assets 

increased more than two million dollars. When the tax was 

imposed on its accumulated earnings, it was argued on behalf 

of Trico that the accumulations were needed to meet problems 

which would arise when the patents expired and to comply 

with the requirements of the voting trust. The court found 

that although these might constitute valid reasons for 

accumulating earnings Trico had accumulated amounts beyond 

reasonable needs. It was held that the government did not 

need to prove that avoidance of the shareholder tax was the 

dominant factor behind the accumulation. While the corpo

rate practice of accumulation might be initiated as a busi

ness convenience, the prohibited intent of avoidance may 

become an additional motive, resulting in the penalty tax. 

A companion case, initiated by minority stockholders in 

a derivative action on behalf of Trico, was settled before 

a reported decision on the merits was reached. Benjamin 

14 
Mahler v. Trico Products Corporation was an appeal to 

-'•̂ 137 F.2d 424 (2d Cir. 1943). 

•'•̂ 296 N.Y. 902, 72 N.E.2d 622 (1947). 
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the Court of Appeals of New York on a point not related to 

the merits of the action. It is reported in Columbia Law 
15 

Review that the suit was settled out of court. The terms 

of settlement were not revealed. The law review.note ex

presses concern over the impact of the decision on corporate 

dividend policy in other than closely held corporations. 

When the penalty tax attaches, the directors are subject to 

suit at the instance of minority shareholders who have lit

tle or no voice in establishment of the corporate dividend 

policy. The accumulated earnings statute provides that 

accumulations beyond reasonable needs of the business are 

presumptive of a purpose to avoid the shareholder tax. 

Since this presumption reduces the burden of proof on the 

government in the tax case, the finding in the tax case does 

not preclude a relitigation of the same issue in the deriva

tive action where no such presumption applies. Accordingly, 

it will be more difficult to establish negligence on the 

part of directors in the derivative action than it will to 

prove the government's action in the tax case. 

17 World Publishing Company v. United States is an 

interesting case concerning the reasonableness of 

15 
Note, "Derivative Actions Arising from Payment of 

Penalty Taxes Under Section 102," 49 Colum. L. Rev. 394, 
395, & n. 5 (1949). 

Int. Rev. Code of 1939, § 102(c) (now Int. Rev. Code 
of 1954, § 533[a]). 

•'•'̂169 F.2d 186 (10th Cir.. 1948), cert, denied, 335 U.S. 
911/ aff'g 72 F. Supp. 886 (D. Okla. 1947). 
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accumulations. This case traces the history of the World 

Publishing Company and its place in the community of Tulsa, 

Oklahoma, starting in 1906. The growth of Tulsa and V7orld 

Publishing Company had been related circumstances over the 

years. The steady growth of this corporation had been 

totally financed from internal sources. Eugene Lorton was 

the founder and principal stockholder. A plan of expansion 

originating in 1941 was delayed until the conclusion of 

World War II. During this time earnings were accumulated. 

The Commissioner of Internal Revenue assessed a penalty tax 

on earnings of 1942 and 1943. The court sustained the Com

missioner's finding that the purpose of avoiding the share

holder tax may exist even though the accumulation is for a 

valid reason and even though avoidance of the shareholder 

tax is not the dominant motive for the accumulation. 

The court said that the directors have the discretion 

to pay or withhold dividends but justification of any accu

mulated earnings is a question for the court. Justification 

requires consideration of previous accumulations, expansion 

needs, rate of current earnings, and quick assets available. 

Regardless of these factors, government policy will prevail 

over corporate judgment. The court was of the opinion that 

the statute contemplates immediate needs for corporate 

expansion. Since accumulations of World Publishing Company 

were far in excess of any immediate needs for expansion, the 

accumulated earnings tax was upheld. 

Section 537, enacted in 1954, specifically includes 
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"the reasonably anticipated needs of the business" as part 

of "reasonable needs of the business." The Senate Report"^^ 

anticipated that section 537 would eliminate the immediacy 

test expressed by the court in the World Publishing Company 

19 
case. The report expressed the desirability of a definite 

corporate plan for the investment of earnings and profits. 

Where such a plan exists, the report indicates that the 

plan need not be consummated within a short period after the 

close of the taxable year. 

In a 1960 case. Young Motor Company, Inc. v. Commis-

20 sioner, the United States Circuit Court of Appeals for 

the First Circuit held that imposition of the penalty tax 

requires a finding that the purpose of avoidance be the 

dominant purpose. In this case the taxpayer had never paid 

any dividends and the owner of virtually all of the stock 

had not received any salary except in one year. The cor

poration had been organized in 1929 for the purpose of 

conducting an Oldsmobile agency. Through the years. General 

Motors Corporation had threatened to cancel Young's fran

chise if it did not expand. Accumulations were made for 

this purpose, but General Motors cancelled Young's franchise 

in 1953 because it refused to expend $500,000 on enlarged 

facilities. The penalty tax at issue related to earnings 

•'•̂ S. Rep. No. 1622, 83d Cong., 2d Sess. 69 (1954) 

•^^Ibid., p. 318. 

^°281 F.2d 488 (1st Cir. 1960). 
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for 1950, 1951, and 1952. The court found Young's motive 

for accumulations to be valid. Reasonable business need 

was found to be strongly indicative of a proper purpose for 

accumulation. The court said: 

To by-pass that subsidiary question [reasonable 
business need] and then in deciding the case to 
say that taxpayer has failed on the ultimate 
issue [tax avoidance purpose] is like saying that 
we will overlook any question of self-defense and 
then conclude on the rest of the record a finding 
of deliberate homicide is justified.21 

The court interpreted the statutory language, condemn

ing "the" purpose of avoidance as opposed to an absence of 

"a" purpose of avoidance, as requiring that avoidance be the 

dominant purpose. 

The Tax Court held in a 1965 case, John Scripps News-

22 

papers, that if a reasonable business purpose could be 

shown it would not be necessary to determine if a purpose of 

tax avoidance even existed. The Tax Court relied on section 

535(a) and (c) which provide for an accumulated earnings 

credit in an amount equal to such part of the earnings and 

profits for the taxable year which are retained for the rea

sonable needs of the business. After finding a reasonable 

accximulation, the court said the credit would equal the 

amount of retained earnings and profits, and there would be 

no unreasonable accumulation to tax. 

•̂'•Ibid. , p. 491. 

^^44 T.C. 453 (1965) . 
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Reasonable Needs of the Business 

The John Scripps Newspaper case was not appealed, but 

it has been widely cited and followed by other courts. If 

reasonable accumulations are to be interpreted as a valid 

credit to the accumulated earnings subject to tax, criteria 

for determining reasonableness become important. The use 

of ordinary word meanings would seem to indicate that the 

Scripps case decision is correct. Section 535(c) clearly 

provides a credit for reasonable accumulations. 

23 

Regulations provide that whether accumulations are 

for the reasonable needs of the business or not depends on 

the particular circumstances of each case. The following 

are listed in the regulation as possibly indicating proper 

reasons for accumulating earnings: 

1. To provide for business expansion or replacement 

of plant. 

2. To acquire a business through purchasing stock or 

assets. 

3. To retire bona fide indebtedness connected with 

trade or business. 

4. To provide necessary working capital. 

5. To provide investments or loans to suppliers which 

are necessary to maintain business. 

The following are listed in the regulation as possibly 

indicating improper reasons for accumulating earnings: 

^"^Treas. Reg. § 1.537-2 (1959). 
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1. Loans to shareholders for their personal benefit. 

2. Loans to outsiders having no relationship to con

duct of the business. 

3. Loans to another corporation controlled by the 

same stockholders as the taxpayer where such loans are not 

related to the business of the taxpayer. 

4. Investments in securities unrelated to activities 

of the taxpayer. 

5. Retention of earnings to provide for unrealistic 

hazards. 

The Tax Court inquired into the reasons for accumula

tions in the Scripps case and found them reasonable. While 

John Scripps Newspapers had expanded to meet competition, 

it had acted informally. It did not have a clear plan for 

expansion but the court was willing to overlook this fact. 

The court looked at the current ratio of the corporation 

after a careful consideration of the items to be included 

in the current category. It found the average ratio over 

the years in issue to be 2.63 to 1 and stated this was some 

indication that the accumulations were not unreasonable. In 

addition, it was of considerable importance that Scripps had 

a good history of dividends payment, an absence of loans to 

the controlling stockholder, and a lack of investments in 

unrelated businesses. 

Although the World Publishing Company case was decided 

before the enactment of section 535, many of the issues 

decided there were the same as in the Scripps case. The 
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World Publishing Company case considered expansion needs, 

rate of current earnings, and quick assets available, but 

government policy prevailed over corporate judgment. The 

World Publishing Company decision in the District Court is 

not well written from a standpoint of accounting determina

tions, but in considering reasonableness of accumulations it 

refused to allow any reduction of surplus for depreciation 

saying that the depreciation is "taken out of assets. "̂ "̂  

It is probable that the intervening enactment of section 53 5 

makes any comparison of the outcomes of the World Publishing 

Company case with the Scripps case of little significance. 

Both cases are significant from the standpoint of what con-

2 5 stitutes a reasonable accumulation. A dissenting opinion 

by Judge Phillips on the Tenth Circuit Court of Appeals 

reveals the lack of unanimity with which the World Publish

ing case decision was affirmed. 

In a 1960 case, well written from an accounting stand-

26 point, Smoot Sand and Gravel Corporation v. Commissioner, 

accumulations were found excessive and in contemplation of 

unrealistic hazards. The court made a distinction between 

accumulations reflected among the assets as plant expansion, 

increased receivables and inventories, other assets related 

to business operations, and those reflected as liquid 

^^72 F. Supp. at 892. 

^^169 F.2d at 190. 

^^274 F.2d 495 (4th Cir. 1960). 
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assets. The court said that to the extent accumulations had 

been translated into assets related to the business, surplus 

could be accumulated with impunity. This taxpayer sought 

to reduce its accumulated surplus by reserves for bad debts, 

depreciation, depletion, and tax liabilities. The court 

examined the balance sheet of the corporation and explained 

how surplus had been reduced when these reserves were cre

ated. It was pointed out that net income was reduced to 

create the reserves and that surplus was made up of accumu

lated net income. To reduce surplus by these amounts upon 

determination of the accumulated earnings tax would be to 

reduce surplus twice by the same amounts. 

It is interesting to note that the taxpayer in the 

Smoot case was not entirely ignorant of accounting tech

nique. Dividends had only been declared twice after 1927; 

and in one of those years when a large dividend had been 

declared, the taxpayer had a large loss on his individual 

tax return, which absorbed nearly all of the dividend. 

This case had been appealed to the Fourth Circuit Court 

27 of Appeals in 1957. On this first instance the case was 

remanded to the Tax Court for additional evidence to justify 

accumulation for other contingencies. On the occasion of 

the 1960 appeal, Smoot emphasized that most of his customers 

were ready-mix concrete companies which had been insisting 

upon price concessions. He felt these circumstances might 

^^241 F.2d 197 (4th Cir. 1957) 
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cause him to have to go into the ready-mix concrete business 

at any time. He had been accumulating earnings for this 

contingency. Another purpose for extensive accumulation was 

payment of the bond interest and principal. Capitalization 

of this corporation consisted of $15,000 of capital stock 

and $3,000,000 in bonds owed to L. E. Smoot who controlled 

all of the capital stock. The court found the argument 

about being forced into the ready-mix concrete business 

inadequate. Since the payments on the bonds could be post

poned any time at Smoot's discretion, indebtedness owed to 

an owner was not reasonable ground for accumulation. 

The John Scripps Newspaper case upholds the propriety 

of expansion from retained earnings. Helvering v. Chicago 

29 

Stockyards Company is a Supreme Court case in which the 

taxpayer was accumulating earnings to pay off indebtedness. 

Chicago Stockyards Company held the stock of Chicago Junc

tion Railways and Union Stockyards Company which in turn 

held the stock of Union Stockyards and Transit Company. By 

virtue of an antitrust suit under the Sherman Act, Fredrick 

Prince, one of Chicago Stockyards' stockholders, acquired 

all of Chicago Stockyards' outstanding stock from Armour 

and Company. He set out to accumulate sufficient earnings 

to retire all outstanding indebtedness of Chicago Junction 

Railways and Union Stockyards Company so that he could 

^^44 T.C. at 468. 

^^318 U.S. 693 (1943). 
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liquidate that company. When the accumulated earnings tax 

was levied on the huge surplus accumulated. Prince argued 

that Union's charter would expire in a very short time and 

he had a moral and legal duty to pay off these debts. The 

Supreme Court, in sustaining the penalty tax, said this 

argument was not valid because the charter could be extended 

and the debt could be refinanced if necessary. 

Bittker and Eustice explain that the courts have exer

cised restraint in the application of the accumulated earn

ings tax where reasonable men differ. The Internal Revenue 

Service may use section 531 to threaten taxpayers and get 

concessions on other deficiencies. In the end, however, 

such charges are hard to prove or disprove. 

Personal Holding Company Tax 

Section 541 imposes a tax of 70 per cent on the undis

tributed personal holding company income of every personal 

holding company. 

A personal holding company is any corporation with per

sonal holding company income which is at least 60 per cent 

of its adjusted ordinary gross income, if more than 50 per 

cent in value of its outstanding stock is owned by or for 

five individuals or less. Certain charitable trusts are 

Boris I. Bittker and James E. Eustice, Federal Income 
Taxation of Corporations and Shareholders, Student Edition 
(2d ed.; Branford, Conn.: Federal Tax Press, Inc., 1966), 
pp. 211-12. 
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considered an individual for this purpose.̂ ''' In the case of 

corporations filing a consolidated income tax return, the 60 

per cent rule applies to the entire affiliated group. No 

single member of the group shall be considered to meet the 

adjusted ordinary gross income requirement unless the entire 

affiliated group meets the requirement. However, if any 

member of the affiliated group receives more than 10 per 

cent of its adjusted ordinary gross income from sources 

outside the group and 8 0 per cent or more of this amount 

is personal holding company income, the 60 per cent rule 

applies to the individual members rather than to the affili

ated group. In applying the 10 per cent rule, dividends 

received by a parent corporation from members of the group 

are excluded from both personal holding company income and 

adjusted ordinary gross income, if the parent owns more than 

32 

50 per cent of the voting stock of the other corporations. 

Banks, domestic building and loan associations, life 

insurance companies, surety companies, foreign personal 

holding companies, finance companies meeting certain re

quirements as to income and expenses, foreign corporations, 

and small business investment companies are excluded from 
33 provisions applicable to personal holding companies. 

Personal holding company income includes dividends; 

•̂ •̂ Int. Rev. Code § 542(a). 

^^Ibid., § 542(b). 

-̂ -̂ Ibid. , § 542(c) . 
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interest (not constituting rent); royalties (other than 

mineral, oil, gas, or copyright); rent which is less than 

50 per cent of adjusted ordinary gross income; mineral, 

oil, and gas royalties which are less than 50 per cent of 

adjusted ordinary gross income; copyright royalties which 

constitute less than 5 0 per cent of ordinary gross income; 

produced film rent which constitutes less than 50 per cent 

of ordinary gross income; compensation for use of corporate 

property where 25 per cent or more of the value of corporate 

stock outstanding is owned by or for an individual entitled 

to use the property (applies only in cases where the cor

poration has personal holding company income in excess of 

10 per cent of its ordinary gross income); receipts from 

personal services furnished by the corporation where some 

person other than the corporation has the right to designate 

the individual to perform the services and the person to 

perform the services owns 25 per cent or more of the out

standing stock of the corporation; and taxable corporate 

34 income received from estates and trusts under section 641. 

Rules for determining constructive ownership of corpo

rate shares to apply the personal holding company statutes 

are set out in section 544. This section takes into account 

problems associated with stock ownership by families and 

partnerships, stock options, and securities convertible into 

^^Ibid., § 543. 
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stock. 

Since the personal holding company tax applies to 

"undistributed personal holding company income," this term 

3 6 is defined by section 54 5. It includes taxable income 

after certain adjustments, minus a dividends paid deduction. 

Adjustments deductible from taxable income include federal 

income and excess profits taxes enumerated by the statute, 

charitable contributions, net operating losses for the pre

ceding taxable year computed as prescribed by the statute, 

excess of net long-term capital gain over net short-term 

capital loss for the taxable year minus taxes associated 

therewith, a special deduction for bank affiliates, amounts 

set aside to retire indebtedness incurred before 1934, 

expenses and depreciation applicable to operation and main

tenance of corporate property under conditions prescribed 

by the statute, amount of any liens in favor of the United 

States, and income associated with receipt of divested stock 

pursuant to an antitrust order, minus the taxes associated 

therewith. A special adjustment to taxable income is pro

vided to qualified corporations for indebtedness incurred 

37 after 1933 and before January 1, 1964. 

•^^Ibid., § 544. 

^^Ibid., § 545(a) and (b). 

^^Ibid., § 545(c). 
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Purpose of the Enactment 

With respect to the enactment of the personal holding 

company tax, the House Report states: "The effect of this 

system . . . is to provide for a tax which will be automat

ically levied upon the holding company without any necessity 

for proving a purpose of avoiding surtaxes."^^ 

If the accumulated earnings tax provided a loophole 

for tax avoidance with its provision for reasonable accu

mulations, the personal holding company tax created some 

inequities with its automatic provisions. There are some 

dangers associated with its application. 

39 In O'Sullivan Rubber Company v. Commissioner, the 

corporation had dissolved and was liquidating. Its assets 

had been sold, and its only income consisted of interest 

on notes receivable from purchasers of the assets. More 

than 80 per cent of its income was personal holding company 

income. At least 50 per cent of its outstanding stock was 

owned by not more than five individuals. When the penalty 

tax was imposed, the taxpayer argued that, having dissolved, 

it was not a corporation for tax purposes. The court turned 

to state law and found that a corporation continued after 

dissolution for some purposes in order to terminate its 

affairs. 

It was argued on behalf of the corporation that the 

^^H.R. Rep. No. 704, 73d Cong., 2d Sess. 12 (1934). 

•̂ 1̂20 F.2d 845 (2d Cir. 1941). 
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personal holding company had been enacted to eliminate the 

incorporated pocketbook. The imposition of the tax on a 

dissolved operating company would be a perversion of this 

purpose. But the court found that the congressional purpose 

was not narrowly drawn. It said: 

All personal holding companies were not conceived 
in sin. Many were organized for legitimate per
sonal or business reasons, but Congress has made .^ 
little distinction between the goats and the sheep. 

Congress was attempting to close the defense, available 

under the accumulated earnings tax, that the accumulation 

of profits was responsive to a legitimate business need. 

Adjusted Ordinary Gross Income 

Prior to 1964, section 541 imposed a tax on undistrib

uted personal holding company income equal to (1) 75 per 

cent of the undistributed personal holding company income 

not in excess of $2,000 plus (2) 85 per cent of the undis

tributed personal holding company income in excess of $2,000. 

Prior to 1964, section 542(a)(1) defined a personal 

holding company, insofar as the income requirement was con

cerned, as a corporation with at least 80 per cent of its 

gross income constituting personal holding company income. 

41 Woodside Acres, Inc. v. Commissioner held that, where 

"̂ Îbid. , p. 847. 

'̂•'•134 F.2d 793 (2d Cir. 1943). 
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goods are sold, gross income is not the sales price, but the 

net sales price less cost of goods sold. 

Briefly stated, "adjusted ordinary gross income" is 

defined by section 543(b) to mean gross income less gains 

from the sale or other disposition of capital assets or sec

tion 1231(b) assets and less depreciation, taxes, interest, 

and rent incurred in connection with certain rental income 

and mineral royalties. The latter adjustments are designed 

to determine whether these specially-treated activities are 

significant elements in the corporation's economic function 

or merely tax avoidance operations to disguise the import-
A O 

ance of its personal holding company income. 

The personal holding company statute as enacted in 1934 

did not classify rent as personal holding company income. 

This fact together with the 8 0 per cent of gross income rule 

meant that any corporation with 21 per cent of its gross 

income from rent of real or personal property was exempt 

from personal holding company tax. To exploit this fact, 

many wealthy people transferred title of a yacht or country 

estate to a corporation. They then paid the corporation 

rent for the use of these facilities. They transferred 

investment securities to the corporation which could produce 

sufficient income to provide upkeep for the property. The 

rental income was always in excess of 20 per cent of the 

corporation's income so that the personal holding company 

^^Bittker, p. 243. 
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tax did not attach and the income from the investment secu

rities, which supported the property, escaped the individual 

tax at the shareholder level. 

To correct this situation. Congress provided in 1937 

that all rents received from an individual entitled to use 

the property should be included in personal holding company 

income if such individual owned at any time during the 

taxable year directly or indirectly 25 per cent or more in 

value of the outstanding stock. 

Since Congress did not mean to extend the provisions 

of the personal holding company tax to operating companies 

actively engaged in business, it sought to exclude bona fide 

real estate companies. To accomplish this purpose. Congress 

excluded rents from personal holding company income where 

such rents were 50 per cent or more of gross income. 

Nevertheless, a real estate company which met the 50 

per cent test as to rental income could still have other 

types of personal holding company income up to 50 per cent 

of gross income and avoid the personal holding company tax. 

45 Congress found this practice to be widespread. 

The 1964 Act has changed the test regarding rent in 

George E. Cleary, "Personal Holding Company Pit
falls," Proceedings of New York University Eleventh Annual 
Institute on Federal Taxation, ed. Henry Seller (New York: 
Matthew Bender and Co., Inc., 19 53), p. 467. 

44 ^^Ibid. 

^^H.R. Rep. No. 1546, 75th Cong., 1st Sess. 704, 707 
(1937) . 
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two respects. Rents now must be 50 per cent of adjusted 

ordinary gross income, which will generally be an easier 

test. But the 1964 Act requires that other personal holding 

company income in excess of 10 per cent of ordinary gross 

income be distributed. The effect of this is to prevent the 

use of rentals to shelter dividends and interest in excess 

of 10 per cent of gross incomie.'̂ ^ 

George E. Cleary reports that where a corporation 

rented property to a partnership, the members of which owned 

more than 2 5 per cent in value of the corporate stock, many 

people thought rent received from the partnership was not 

included in personal holding company income because the 
A T 

statute referred to rent received from an individual. 
48 In Minnesota Mortuaries, Inc., the Tax Court held 

that rent received from a corporation by a corporation was 

not personal holding company income. In that case a mortu

ary company decided, for business reasons associated with 

risk, to divide the holding and operating functions of 

its business. It formed two corporations. The operating 

company paid rent to the holding company. The Tax Court 

refused to uphold the Commissioner in his assessment of 

personal holding company tax, asserting that no individual 

Donald C. Lubick, "Personal Holding Companies— 
Yesterday, Today, and Tomorrow," Taxes: The Tax Magazine, 
Vol. 42, No. 12 (December, 1964), p. 855. 

^^Cleary, p. 473. 

^^4 T.C. 280 (1944) . 
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owning 25 per cent of the holding company stock was entitled 

to use the corporate property. The Tax Court refused to 

say that the stockholders of the operating company had the 

imputed use of this property. It was said that it is well 

established that an individual stockholder has no right to 

use corporate property. 

49 In Western Transmission Corporation, the taxpayer 

sought to extend the rule of Minnesota Mortuaries to similar 

circumstances where rent was received by a corporation from 

a partnership. The petitioner relied on Michigan state law 

to the effect that a partnership is an entity separate and 

apart from the owners who compose it. The Tax Court refused 

to accept this argument, holding such a distinction in the 

state law of partnerships to be immaterial because the fed

eral revenue statutes have their own criteria which is not 

dependent on state law. As a partnership, the individual 

members were entitled to use the property leased by the 

partnership from the corporation. The rent thus received 

by the corporation was personal holding company income. 

In 1965 the Internal Revenue Service indicated an 

intention no longer to follow the Minnesota Mortuaries case. 

The Revenue Ruling cites 320 East 47th Street Corporation 

V. Commissioner^ as authority. This case interprets the 

^^18 T.C. 818 (1952) . 

^°Rev. Rul. 65-259, 1965-2 Cum. Bull. 174 

•̂''243 F.2d 894 (2d Cir. 1957). 
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52 language of the statute more broadly than did the court 

in the Minnesota Mortuaries case. Instead of holding that 

the determination of existence of personal holding company 

income depended on whether a corporation was an individual, 

this court said the issue is whether shareholders of the 

lessee corporation indirectly have the right to use the 

leased property. The statutory language refers to both 

direct and indirect arrangements whereby a shareholder 

may use corporate property. The Internal Revenue Service 

adopted the language of this case as correctly determining 

that the issue is whether such shareholders have the right 

to use the leased property through "other arrangements" 

within the meaning of the statute. 

Lubick suggests that many complicating areas would be 

simplified if the corporate entity were disregarded and all 

undistributed income of personal holding companies taxed 

directly to shareholders currently. He suggests that this 

could be done if the benefits of Subchapter S were extended 

to all corporations receiving personal holding company 

53 income. 

^^Int. Rev. Code § 543(a)(6). 

^^Lubick, pp. 870-71. 



CHAPTER VI 

SOME DANGERS (CONTINUED) 

Stockholder Debt 

Distinctions between stockholders' equity and debt 

were explained in Chapter II. From a definition standpoint, 

these two elements of corporate investment are clear and 

unambiguous. Corporate stock represents the owner's invest

ment placed at risk in the corporation. Corporate debt rep

resents legal obligations of the corporation which must be 

repaid ahead of any claim on the part of stockholder equity. 

Interest payments are deductible in determining net incom.e. 

Dividend payments to shareholders are not deductible. 

For corporations having widely held stock, the distinc

tion between stock and debt remains clear. In closely held 

corporations, a problem arises when shareholders loan the 

corporation money. In widely held corporations, there is 

practically no opportunity for shareholders to manipulate 

the form of their investment. The opposite is true of 

closely held corporations. There is both opportunity and 

advantage to use the debt form of investment as a substitute 

for capital stock. The interest, being deductible, may 

result in a lower amount of federal income tax to the corpo

ration. 

The Internal Revenue Service and the Tax Court have 

co-operated to discourage the aforementioned distortion in 

140 
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corporate financing. In so doing they have raised into 

issue the question of when stockholder loans are appropri

ate. The courts agree that there are occasions when such 

loans are appropriate. There is little agreement about how 

these occasions may be recognized and which factors control 

in any given fact situation. The resulting uncertainty in 

this area not only focuses on a corporate structure change, 

it constitutes a danger to businessmen who contemplate loans 

to their corporation for sound business reasons not associ

ated with taxation. 

One of the earliest cases in this area was John Kelley 

Company v. Coirjuissloner. Because the issues in this case 

were similar to those of Talbot Mills v. Commissioner, 

the Supreme Court combined these two cases and heard them 

together. In the Kelley case, the Commissioner determined 

that certain interest payments were not deductible for 

determining the corporate income tax. The Tax Court deter

mined that the investment in question was a corporate 

indebtedness and the interest payments associated therewith 

were deductible. This decision was reversed by the Court 

of Appeals for the Seventh Circuit. 

In the Talbot Mills case, the Commissioner determined 

that the interest payments in question were not deductible 

because the investment was in the nature of stockholder 

equity and the payments in the nature of dividends rather 

•••326 U.S. 521 (1946) 
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than interest. The Tax Court decision upheld the Commis

sioner and was affirmed by the Court of Appeals for the 

First Circuit. 

The income debenture bonds of the Kelley Company 

included interest at 8 per cent. They were noncumulative 

and the interest was payable only if earned. The registered 

notes of Talbot Mills provided interest from 2 per cent to 

10 per cent, depending on earnings. Interest payments could 

be deferred, but it was cumulative. In both issues, the 

indebtedness to shareholders could be subordinated to other 

creditors. 

In the Supreme Court, a divided court upheld the Tax 

Court in both cases. The interest deduction was allowed 

in the Kelley case and disallowed in the Talbot Mills case. 

The Court did not lay down standards for determining differ

ences between corporate indebtedness and ownership equity. 

Citing section 1141(c) of the Internal Revenue Code of 1939, 

which empowered the circuit courts to modify or reverse 

decisions of the Tax Court not in accordance with the law, 
2 

and Dobson v. Commissioner, which leaves to the Tax Court 

all issues which are not clear-cut issues of law, the major

ity of the Court decided to accept, as factual issues, the 

decisions of the Tax Court. 

Five members of the Court concurred in this decision. 

Justice Rutledge could see no difference between the bonds 

^320 U.S. 489 (1943) . 
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in these cases and expressed concern over the outcome of the 

majority decision. He considered the distinctions between 

stock and bonds and the distinction between issues of fact 

and law where stocks and bonds are concerned. He then found 

the fact that the Kelley decision left the taxpayer without 

an appeal from decisions of the Tax Court to be of greater 

importance than any other issue. 

The issue of appeal is one the lower courts have wres

tled with over and over. Its importance may be seen in the 

divergent views expressed by the various courts and in the 

continued absence of any suitable basis for deciding cases 

in which the issue of stockholder debt arises. The follow

ing analysis is based on recent decisions for the most part. 

The cases selected were chosen from the citator based on 

the extensiveness of their being cited under eight of the 

leading cases in the area of stockholder debt. No case was 

chosen which did not refer to at least three of these lead

ing cases. One case referred to six of them and others to 

four or five. The purpose of this study is to illustrate 

the issues found, explain the absence of a suitable basis 

for decision, and suggest a possible solution. 

One factor considered in many of the cases is the 

corporate ratio of debt to equity. The ratio was 4 to 1 in 

the Kelley case. The Supreme Court did not feel this was 

excessive. Some of the most encouraging language to those 

concerned with corporate finance comes from Rowan v. United 
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3 

States. In that case the court refused to say that share

holders may not loan a corporation money to strengthen it, 

thereby benefiting creditors who then share with stockholder 

loans upon insolvency. The court limited this to situations 

where there is no other evidence of intention to make a 

contribution to capital than a debt to equity ratio. 

Any debt to equity ratio established as limiting stock

holder loans would be arbitrary. Congress has not estab

lished any ratio as a guide in these cases. The court in 

the Rowan case felt that any judicial determination of such 

a ratio would be an unwarranted interference by the court 

in business affairs. 
4 

In Kraft Foods Company v. Commissioner, the court said 

that usually the question of whether a particular interest 

in a corporation is a debt or an equity interest arises 

where hybrid securities are involved. In such cases the 

instruments have some characteristics of both debt and 

equity. But, where the form of the instrument reveals a 

conventional debt obligation with no ambiguity, the problem 

is not one of determining the intent of the parties but 

whether the intent of the parties should be disregarded for 

5 tax purposes. 

Considering the "thin capitalization" question, the 

-̂ 219 F.2d 51, 55 (5th Cir. 1955). 

^232 F.2d 118 (2d Cir. 1956). 

^Ibid., p. 123. 
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court in the Kraft case found the ratio of debt to equity to 

be 10 to 13 using "real values" as opposed to par and book 

values. 

The issue in Jack Daniel Distillery v. United States^ 

concerned the deductibility of interest payments to stock

holders. Factors considered by the court included the 

existence of a fixed maturity date for payments of princi

pal; disclosure in the corporate records as a liability; 

inclusion as a loan in reports to the Securities Exchange 

Commission, stockholders, and lending institutions; regular 

accrual of interest on the records; and the fact that 

only one loan was made with no requirement for subsequent 

advances. While the notes given were unsecured, the court 

found that there was a reasonable expectation of repayment 

when the loan was made. Another factor considered was 

whether repayment depended on success of the venture. 

Citing the Rowan case, the court in the Jack Daniel 

case said there is no rule which permits the Commissioner to 

dictate what portions of a corporation's operations shall be 

provided by equity financing rather than debt. Credit was 

available from outside sources if necessary. The loan was 

actually repaid. Based on these facts the court allowed the 

interest deduction. 
7 

J. S. Biritz Construction Company v. Commissioner 

^379 F.2d 569 (Ct. Cl. 1967). 

^387 F.2d 451 (8th Cir. 1967). 
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reviews most of the earlier decisions considering the 

deductibility and nondeductibility of interest on loans by 

shareholders to closely held corporations. It breaks the 

decisions down as following one of two lines. The first 

line deals with cases involving hybrid securities. It is 

noted that none of these cases lays down any comprehensive 

rule by which the question presented may be decided in all 
g 

cases. Each decision turns on its own particular facts. 

The second line of cases has two divisions. These cases 

deal with instances in which the form of the transaction 

was clearly a loan. One division supports the Internal 

Revenue Service by treating what were loans, in form, as 

capital contributions. The second division of cases holds 

the transactions to be loans in form and substance. 

The cases in this second line have developed several 

indicia in an effort to determine the true nature of a 

transaction. These indicia have varying degrees of rele

vancy, depending on the particular fact situation: (1) the 

"thin capitalization" issue, (2) whether the purported loans 

were made in proportion to equity holdings, (3) whether 

repayment depended on success of the venture, (4) whether 

there was a fixed date of repayment, (5) whether the note 

was subordinated to other corporate debts, (6) whether third 

parties would have made the loans under the same conditions, 

(7) whether the claimed loan was supported by a mortgage. 

^Ibid., p. 456. 
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(8) whether a sinking fund was provided to retire the loan, 

(9) whether the creditor participated in the management of 

the corporation, and (10) whether the corporation had a 

large proportion of debt to equity. 

Explaining that there is no one controlling factor, 

the court in the Biritz case stated that courts have usually 

recognized advances to closely held corporations as creating 

a true debtor-creditor relationship where there is a demon

strable business purpose in making the loan and the transac

tion is not a tax avoidance scheme, a sham, or masquerade. 

Citing the Kraft Foods case and the Rowan case, the court 

said that the legal and economic significance of a trans

action must be respected even though a minimization of tax 

results. 

Finding the loan at issue in the Biritz case to be 

valid and hence the interest deductible, the court was 

critical of the Tax Court saying, "[It] has painted with 

too broad a brush in limiting the permissible activities 

of an entrepreneur in personally financing his business." 

In P. M. Finance Corporation v. Commissioner, the 

issue concerned deductibility of interest on corporate 

debentures held by the principal stockholder and his wife. 

P. M. was in the business of extending loans to taprooms 

and cocktail lounges. Capital acquired from stock and the 

^Ibid., p. 458. 

•'•°302 F.2d 786 (3d Cir. 1962). 



148 

debentures was not adequate and additional loans were made 

with several banks. The banks required that the debentures 

be totally subordinated to the bank loans. 

After determining the debt to equity ratio for 1955, 

1956, and 1957 as being 7 to 1, 4.5 to 1, and 3 to 1 respec

tively, the court stated these were not too high for a 

finance company. But the effect of complete subordination 

of the debentures was to negative the existence of any 

maturity date on these bonds. In these circumstances the 

bondholders had no right to share in assets with general 

creditors in the event of liquidation or dissolution. The 

high level of borrowing from the outside banks in effect 

made the debentures permanent capital under these condi

tions. Based on these findings, the court refused to allow 

a deduction for interest on the debentures. 

In S. P. Realty Company, Inc., three individuals 

incorporated the S. P. Realty Company to acquire land and 

construct a Howard Johnson restaurant. When the building 

was completed, it was leased to H & L Enterprises, Inc., 

which was owned by the same three individuals. H & L Enter

prises paid rental payments to S. P. Realty. S. P. Realty 

was financed with a $65,000 loan from Bankers National Life 

Insurance Company initially. It borrowed additional funds 

from its three shareholders. 

The capital account of S. P. Realty contained $20,000 

"'••'•1968 P-H Tax Ct. Mem. II 68-850. 
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at the end of 1964. Shareholder loans amounted to $107,000. 

At one point in 1962 the ratio of shareholder debt to equity 

stood at 26.5 to 1. In fact, the original capital account 

was established by debiting the liability account and cred

iting capital. No interest payments were made, and no loan 

repayments occurred until S. P. Realty was audited by the 

revenue agent who questioned the authenticity of the loans. 

The audit was made in 1965, and neither the accountant for 

S. P. Realty nor its stockholders could produce any written 

evidence of the indebtedness, although notes were introduced 

upon the trial of this case in 1967. 

The debt was contributed by the shareholders in propor

tion to their stock ownership interest, indicating an intent 

to share the risk through debt. Strengthening this infer

ence was the fact that outside loans had been available only 

with interest rates of 10 or 12 per cent. The stockholder 

loans were subordinated to the Bankers Life loan, and it is 

clear that the risk attaching to the shareholder loans was 

substantial. 

The shareholder loans were dependent on successful 

operation for repayment. When interest payments were made, 

it caused S. P. Realty to show an operating loss. This loss 

occurred in 1961 and was carried over to 1962. The court 

disallowed the loss deduction and all interest deductions 

for the years of 1962 through 1964. 
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Peco Company was a corporation in which E. J. Palm-

quist of Helena, Montana, was owner of one hundred shares. 

E. J. Palmquist was also president and director of a loan 

association. Peco constructed an apartment with funds bor

rowed from the loan association. State law prohibited loans 

by Federal Savings and Loan insured institutions to corpora

tions in which a director or officer had more than a 15 per 

cent interest. 

Although E. J. Palmquist only held one hundred of 

Peco's two thousand shares, his family owned 100 per cent. 

To avoid any problem with state law, all sums advanced by 

Palmquist and his famdly to Peco were denom.inated debt. 

Eventually, checks were written in payment of interest on 

the debt but it was "reinvested" in Peco. The apartments 

did not produce sufficient income to show a profit. 

There appeared to be no intent to repay the sums 

advanced by Palmquist, and the court said there was some 

question whether there was any intent to pay interest. The 

Tax Court ruled these sums were equity risk capital and 

said the requirement of state law does not control the real 

nature of these advances for federal tax purposes. 

In this case the Tax Court considered the ratio of 

debt to equity and said that, while this ratio is not con

trolling, Peco's ratio of 6 to 1 was some indication of a 

capitalization which was too thin. 

•̂ •̂ 1967 P-H Tax Ct. Mem. If 67-230. 
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Fin Hay Realty Company v. United States''''̂  illustrates 

the issue of proportionate ownership. The two founders of 

the corporation each owned one-half of the $2 0,000 corporate 

stock. In addition, each loaned the corporation $53,000. 

These investments supported the acquisition of real estate 

investments by the corporation which were subject to addi

tional outside mortgages. The investments were profitable 

and the two owners received interest on their loans. When 

one of the owners died, some of the property was sold to 

return the investment to his heirs. Subsequently, the other 

owner died and his heirs continued to receive the interest 

payments. 

The Internal Revenue Service denied the interest deduc

tion for the years 1959 through 1962. The court of appeals 

agreed that the loans were in reality investments of risk 

capital. Factors considered included the fact that the 

loans provided funds which were essential for operation, 

there was no maturity date, repayment depended on profita

bility, and advances were in proportion to stock ownership. 

The form of the instruments was definitely that of a 

debt obligation. The court said that in close corporations 

labels do not express the subjective intent of the parties 

and thus lose their meaningfulness. 

In the Biritz case, the Court of Appeals for the Eighth 

Circuit was critical of the restricting character of Tax 

•̂ •̂ 398 F.2d 694 (3d Cir. 1968). 
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Court decisions. The fact that the Tax Court indicated a 

ratio of debt to equity of 6 to 1 was too thin in the Peco 

Company case is evidence of this restrictive tendency. The 

Tax Court said this ratio was not determinative of the case. 

Debt to equity ratios greater than that of Peco Company have 

been found acceptable to most of the circuit courts. The 

Supreme Court found 4 to 1 entirely acceptable in the Kelley 

case. Further evidence of this restrictive tendency on 

the part of the Tax Court may be seen in the following two 

cases. The restrictions applicable to debt owned by stock

holders are projected most clearly by situations in which 

the same instruments of debt appear first as owned by stock

holders and then as owned by nonstockholders. 

Utility Trailer Manufacturing Company v. United 

States concerned the deductibility of interest paid on 

notes representing loans from various stockholders, employ

ees, and relatives of stockholders. Citing Miller's Estate 

V. Commissioner, the court said that in applying thin 

capitalization rules it must determine the debt to equity 

ratio based on market rather than par values. In Miller's 

Estate, the market value of stock was $100,000 and debt 

$174,000. There was no thin capitalization problem based 

on these amounts. The court in the Utility Trailer case 

-'•'̂212 F. Supp. 773, 789 (S.D. Cal. 1962). 

•'•̂ 239 F.2d 729, 733 (9th Cir. 1956). 
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also cited Gilbert v. Commissioner'''^ wherein Judge Waterman 

explained that, once it is determined that the equity 

investment is more than nominal, the means by which the 

corporate activities are financed is a matter to be handled 

in whatever way seems most advantageous to the corporation. 

The government representative argued there was only 

$52,000 paid in for Utility Trailer Manufacturing Company 

stock. The remainder of $2,600,000 in permanent capital was 

from retained earnings. The court said this did not indi

cate the stockholders' equity to be a "wholly inadequate" 

part of the plaintiff's financial structure. The government 

did not question the deduction of interest paid to nonstock

holders. Only interest paid to stockholders was regarded as 

suspect. Citing Gloucester Ice and Cold Storage Company v. 

17 Commissioner, the court said that the same instrum.ents are 

not stock in the hands of some persons and debt in the hands 

of others. The Gloucester case held that the classification 

of such instruments depends upon an analysis of their pro

visions rather than upon who owns them. It was determined 

that the Utility Trailer Manufacturing Company instruments 

constituted bona fide debt. 

Language in a recent Tax Court case, R. M. Edwards and 

18 Dorothy, reveals a contrary interpretation regarding the 

•''̂ 248 F.2d 399, 410 (2d Cir. 1957). 

•'•'̂298 F.2d 183, 185 (1st Cir. 1962). 

1 Q 

50 T.C. No. 22 (1968); If 50.22 P-H T.C 



154 

last issue discussed in connection with the Utility Trailer 

case. R. M. Edwards and Lloyd W. Disler owned and operated 

Disler Engineering Corporation which manufactured and sold 

heat exchangers. They outgrew their plant and were looking 

for expanded quarters. Birmingham Steel and Supply, Inc. 

was in the steel supply business and was a fabricator of 

structural steel. Birmingham was sustaining losses and 

its owners were interested in selling it. After a brief 

examination of a tentative balance sheet, Edwards and Disler 

agreed to pay $75,000 for Birmingham. Before the sale 

occurred, Edwards and Disler's accountant determined that 

Birmingham owed its principal stockholder $241,904.82 on 

notes which did not appear on the balance sheet prepared 

earlier. Subsequently, this indebtedness was transferred 

to Edwards and Disler as part of the consideration for the 

$75,000 purchase price. Of the $75,000, $70,000 was allo

cated to the debt and $5,000 was allocated to the purchase 

of the Birmingham stock. 

Edwards and Disler discontinued Birmingham's steel sup

ply operation and had it take over the fabricating part of 

the heat exchanger operation. Birmingham became profitable 

and paid off the entire debt obligation which Edwards and 

Disler had acquired for $70,000. The Commissioner contended 

these payments were liquidation of risk capital rather 

than payment of debt. Sections 301 and 316 of the Internal 

Revenue Code of 1954 provide that such distributions, if 

dividends, are taxable at ordinary income rates. Section 
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1232 provides that the retirement of indebtedness under 

these conditions would be taxed at capital gain rates. 

The Tax Court said, "We . . . recognize that, if the 

ownership of the notes and the stock of Birmingham Steel had 

been separated, the notes being transferred to another party 

. . . we might well reach a different result." The court 

then held that, even though this was debt in the hands of 

the original holder, it was risk capital to Edwards and 

Disler. The distribution was taxable as ordinary income. 

A Proposed Solution 

There are very few guideposts in the area of stock

holder debt. It is apparent that the ambiguity illustrated 

in the above cases has been created by some persons seeking 

to exploit all possible opportunities for gain. It is also 

clear that this ambiguity has created uncertainty for busi

nessmen with legitimate nontax reasons for using stockholder 

debt in corporate financing. 

It seems to be difficult for the courts to consider and 

apply all of the factors enumerated which might have a bear

ing on any given case. It is impossible for a businessman 

to even guess which of the many factors might ultimately 

be of significance in a situation he might be considering. 

There seems to be no objective basis for determining these 

cases or for tax planning in this area. The courts have 

•'•̂11 50.22 P-H T.C. at 50-163. 
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made an attempt at objectivity by labeling the various 

elements for consideration. These efforts have fallen 

far short of requirements for any measure of certainty. 

There is no formula for synthesizing the various important 

factors. 

In essence, the Tax Court has followed what might 

appropriately be termed the "sniff" doctrine. It samples 

all flavors emanating from any given fact situation and 

labels them. It then "sniffs" to determine any overriding 

flavor and labels the entire transaction accordingly. 

When the case comes on for review by the circuit court, it 

"sniffs" to determine the overriding flavor after the pot 

has received additional boiling subsequent to the Tax Court 

decision. Just as two gourmets are not always in agreement, 

courts do not always agree on similar fact situations. 

Congress and the Supreme Court tried to help by limit

ing review of the Tax Court decisions to matters of law. 

The Supreme Court clearly deferred to the expertise of the 

Tax Court in the Kelley case. Unfortunately, the Supreme 

Court was divided in its opinion. Subsequently, the circuit 

courts have had trouble in this area with what is probably 

a mixed question of fact and law. 

Based on these circumstances, the Tax Court has acted 

boldly. It has not followed the guidance of the circuit 

courts but has decided in accordance with its own judg

ment, each case standing on its own merits. The result 

has been that the Tax Court has entered what is at least a 
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controversial area and assumed regulatory powers. To date 

the court has not provided a workable formula upon which to 

base its regulation. 

There is a more suitable fram.ework for decision than 

is presently being used by the courts. All courts seem 

to agree that the ratio of debt to equity, if applicable, 

should be based on market values. This circumstance is 

fortunate in that it would allow the use of a decision 

framework based on a factor for capitalization of corporate 

earnings. 

The first step would be the selection of a factor to 

use in capitalizing earnings. This could be done by re

ferring to corporations in the same industry which have a 

determined market value for their shares and which are 

similar to the corporation being regulated in the important 

respects. Determine the percentage relationship of these 

"typical" corporations' earnings after taxes to total market 

value of outstanding shares. After an appropriate weighted 

average has been determined from the various data, this 

average percentage divided into the earnings after taxes of 

the corporation to be regulated would give a figure approxi

mating an appropriate total market value of stock for the 

corporation to be regulated. This amount subtracted from 

the total market value of long-term financing would give an 

approximation of total debt upon which interest might appro

priately be paid. Total outside long-term debt should then 

be subtracted to determine the amount of stockholder owned 
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debt which might appropriately bear deductible interest for 

tax purposes. 

EXAMPLE I 

For example, based on the assumptions stated below. 

Brown Corporation would have $100,000 in stockholder debt 

upon which interest payments would be appropriate. 

$1,100,000 market value of long-term financing 
including $500,000 debt to outsiders 

$75,000 earnings after taxes 

15% "typical" relationship of corporate earnings 
to total market value of common shares for 
firms in the same industry 

Earnings 
after taxes 

$75,000 

Capitalization 
factor 

.15 

Appropriate 
market value 
of common stock 

$500,000 

Market value 
of long-term 
financing 

$1,100,000 -

Market value 
of common 
stock 

$500,000 

Total market 
value of debt 

$600,000 

Total 
market value 
of debt 

$600,000 

Market value 
of debt to 
outsiders 

$500,000 

Appropriate 
stockholder 
owned debt 

$100,000 

Before discussing some of the most apparent questions 

presented in this framework, it should be observed that the 

greatest appeal in this system is its delineation of the 

r' 
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factors to be considered by a reviewing court and the objec

tivity with which they might be considered. 

The most unstable item in this proposed system concerns 

the capitalization factor. The uncertainty of this item is 

not so great as to preclude its use for valuation in estate 

taxation. In any event, its uncertainty is not as great as 

that presently found in the use of the "sniff" doctrine. It 

should also be observed that the proposed solution should 

be considered a guiding framework rather than an ironclad 

formula. 

The market value of total long-term financing could be 

determined in several ways, depending on inform.ation avail

able. If the information were available directly due to 

data from the finance markets or from recent transactions, 

this would make it easier. It would also be possible to 

value the business assets from a going concern standpoint. 

This could be a market value of assets, including goodwill, 

or recent offers, or transactions in case of the corporation 

at hand, or of similar corporations which have had offers 

or transactions. Market value of stockholder debt could be 

determined as a residual. The computation would start with 

the market value of the firm. All component valuations 

would be objectively available for consideration by both 

the trial and reviewing courts. 

EXAMPLE II 

Instead of market value of long-term financing. 
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including common stock, as in Example I above, a solution 

could be based on the market value of the firm, including 

goodwill. Assume Brown Corporation assets, including good

will, are valued at $1,200,000 and that the firm has 

$100,000 in current liabilities. If other factors from 

Example I are the same, the appropriate amount of stock

holder debt for tax purposes would be the same as in Example 

I. 

Earnings 
after taxes 

$75,000 

Capitalization 
factor 

.15 

Market value 
of common 
stock 

$500,000 

Market value 
of the firm 

$1,200,000 

Market value 
of common 
stock 

$500,000 

Total market 
value of all 
indebtedness 

$700,000 

Total market 
value of all 
indebtedness 

$700,000 

Market value 
of debt to 
outsiders 

$500,000 

Market value 
of current 
liabilities 

$100,000 

Appropriate 
stockholder 
owned debt 

$100,000 

Thus, only $100,000 of the stockholder owned debt would 

be permitted to receive deductible interest. The balance 

sheet of Brown Corporation restated in terms of market val

ues for tax purposes appears on the following page. 

This plan would provide both the Tax Court and review

ing court with objective factors for decision and give tax 
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planners a workable system providing some measure of cer

tainty. 

Assets 

Brown Corporation 
Balance Sheet 

December 31, 19— 

$1,200,000 

Total Assets $1,200,000 

Equities for Tax 

Current Liabili
ties 

Long-Term Debt 

Comm.on Stock 

Total Equities 

Purposes 

$ 

$1 

100,000 

600,000 

500,000 

,200,000 

Pretaxed Earnings of the Subchapter S Corporation 

On the last day of the Subchapter S corporation's tax 

year, each person who is a shareholder is taxed on his pro 

20 
rata share of undistributed taxable income. In general 

effect, the undistributed income is current corporate income 

less current cash distributions. This constructive dividend 

at the end of the year is the amount of the undistributed 

taxable income which, if distributed, would have been a 

dividend to the shareholder. 

As explained in Chapter III, the shareholder's basis 

for his stock is increased by the amount taxable to him as 

a constructive dividend, if actually included in his income. 

The corporation, then, possesses funds which have already 

^^David R. Herwitz, Business Planning (Brooklyn: The 
Foundation Press, Inc., 1966), p. 153. 
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been taxed to its shareholders. The corporation must keep 

account of the amount of undistributed taxable income which 

has already been taxed to each shareholder. Any distribu

tion from this account while Subchapter S status exists is a 

nondividend distribution, to be applied against stock basis, 

21 with any excess producing capital gain. 

There are certain obstacles to the subsequent with

drawal of these pretaxed earnings which constitute a danger 

associated with the Subchapter S election. 

Referring to the individual shareholder's portion of 

undistributed taxable income which has been taxed, as an 

account, Herwitz explains the obstacles to withdrawal as 

follows: 

The account is personal to the shareholder, and 
his account disappears if he ceases to be a stock
holder, whether by sale, gift, or death. (If he 
retains some stock, however, the whole account 
still remains.) Moreover, if the election termi
nates, all accounts up to then are wiped out and 
not reinstated with a new election. Also, any 
corporate losses passed through to the sharehold
ers reduce the account for years subsequent to the 
loss. Hence if shareholders are looking forward 
to a distribution of som.e funds tax-free because 
allocable to that account, it is necessary, if a 
loss year occurs, to m.ake the distribution during 
that year before the account is reduced by the 
loss. If the account is wiped out by the distri
bution, the amount of the loss of the year must 
be offset against future constructive dividends 
before the account can again reach a plus figure.2 2 

^•'•Ibid. 

^^Ibid., p. 154. 
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As explained in Chapter III, the greatest tax savings 

from Subchapter S occur where the individual shareholder tax 

rates are below the rates applicable to corporations and 

where the earnings are taxed to the shareholders and left 

in the business. However, the obstacles mentioned above may 

cause the shareholders to prefer to have the constructive 

dividends actually paid out to them. They may reason that 

if the corporation needs the funds it will be possible for 

the shareholders to loan these distributions back to the 

corporation. The problems associated with stockholder loans 

were illustrated earlier in this chapter. The possibility 

that such loans may be regarded as stock for tax purposes 

is very real. As explained in Chapter III, where such loans 

are treated as stock in a Subchapter S corporation it is 

possible that it will constitute a second class of stock, 

causing the Subchapter S election to terminate. These cir

cumstances require that care be exercised in making the 

election. It may be that the election should not be made 

unless the corporation is adequately financed without share

holder loans and unless it is contemplated that constructive 

dividends may be either withdrawn entirely by agreement of 

all shareholders or left in the corporation without discom

fort to any shareholder in the event one of the obstacles 

to withdrawal arises. 

Collapsible Corporations 

The collapsible corporation is a scheme to make what 
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would usually be ordinary income appear to be long-term 

capital gain. Since the tax rates applicable to long-term 

capital gain are much more favorable than those applicable 

to ordinary income, the scheme became very popular. In 

order to control the use of this technique. Congress enacted 

what is now section 341 of the Internal Revenue Code of 

1954. The provisions of this statute are very complex. The 

cases decided under this statute are in conflict on several 

important points of interpretation. A complete study of 

this area is beyond the scope of this dissertation. The 

following is a summary of the impact of the statute on 

organization structure change. 

A collapsible corporation is one formed or availed of 

to distribute gains to shareholders in such a way that the 

shareholders realize such gains rather than the corporation. 

This is done by "collapsing" the corporation before such 

gains are realized and distributing the corporate property 

to the shareholders or by forming a corporation with a view 

toward having the shareholders sell their stock after the 

corporate property is developed but before the gain is real

ized. In either instance, the shareholder realizes the gain 

and it appears in a form to which capital gains rates apply. 

It was never intended that capital gains rates apply 

to gain on items of inventory held for resale or to accounts 

or notes receivable acquired in the ordinary course of busi

ness. These are items of ordinary income; and yet by using 

the collapsible corporation, it is possible that these and 
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other items of corporate property which have appreciated in 

value may be sold and taxed at capital gain rates. 

Section 341 relates to corporations which manufacture, 

construct, produce, or purchase property.^^ It provides 

that long-term gain which the shareholder receives from the 

assets of a collapsible corporation will be treated as ordi

nary income where the gain is from sale of the corporation's 

stock or liquidation of the corporation. 

Inventory held for resale to customers, unrealized fees 

or receivables, and certain depreciable property described 

24 

m the statute fall outside the provisions of section 341 

only if held by the corporation for more than three years. 

The asset must have been entirely constructed before the 

three-year period can start to run. 
A corporation is presumed collapsible under the provi-

25 sions of the statute if the section 341 assets have a fair 

market value of 50 per cent or more of the total corporate 

assets and also 120 per cent or more of the adjusted basis 

of the same assets. 

Section 341 does not apply to gain realized by a share

holder who owns less than 5 per cent of the outstanding 

stock of the corporation or if the gain on section 341 

property is less than 70 per cent of the total gain for the 

"̂̂ Int. Rev. Code § 341(b) 

"̂̂ Ibid. , § 341(b) (3) . 

^^Ibid., § 341(c). 
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26 
shareholder's taxable year. 

27 28 

Larkin says that subsection (e) of this statute, 

with its "fearfully intricate provisions," was enacted to 

eliminate the anomalous result of section 341 wherein a 

taxpayer avoiding the use of a corporation might be taxed 

at capital gain rates while a similar transaction involving 

a corporation might be taxed at ordinary income rates. In 

substance, subsection (e) provides that a corporation will 

not be deemed collapsible if the net unrealized appreciation 
in certain types of assets does not exceed an amount equal 
to 15 per cent of the net worth of the corporation. 

29 

Subsection (f) of section 341 was enacted in 1964. 

It applies to noncapital assets including land, interests 

in real property, and unrealized fees and receivables. It 

provides that section 341 shall not apply to a sale of stock 

of a corporation if the corporation files written consent 

agreeing to recognize gain on any future disposition of 

these subsection (f) assets. The sale of stock must be made 

within six months after the consent is filed. 

Larkin explains that one important area of disagreement 

by the courts concerns the "view to" acquire capital gain 

^^Ibid., § 341(d). 

"̂̂ Edwin M. Larkin, "The Business Planner and the Col
lapsible Corporation," 6 Santa Clara Lawyer 26 at 33. 

^^Int. Rev. Code § 341(e). 

^^Ibid., § 341(f) . 
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rates on income from the transaction. The statute provides 

that a corporation is collapsible if the view existed either 

at the time of formation or when the corporation was later 

availed of. Regulations provide that the view must exist at 

any time during the manufacture, production, construction, 

or purchase of the collapsible property. Larkin says the 

Second and Fourth Circuits believe the regulations are too 

liberal and hold that the view need only exist when the 

corporation is availed of. He reports that the Third and 

Fifth Circuits, together with recent decisions of the Tax 

Court, follow the regulations and find the corporation to 

be collapsible only when the view existed prior to or during 

construction of the property. 

31 Regulations provide that the view must be held by 

". . . those persons in a position to determine policies 

32 

of the corporation." Larkin explains that recent Tax 

Court decisions have excluded stock sales from collapsible 

corporation rules where a minority stockholder has his stock 

redeemed and the majority stockholder continues to own the 

corporation. This holding has prevailed even where the 

minority shareholder owned more than 5 per cent of the 

outstanding stock. 
Another controversial issue concerns application of the 

^°Treas. Reg. § 1.341-2(a)(3). 

•̂'•Ibid., § 1.341-2(a) (2) . 

32 
Larkin, p. 43. 
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collapsible corporation statute to gains which would have 

been taxable at capital gain rates to individuals as opposed 

to a corporation which comes under the collapsible rule. 

By virtue of section 1231^^ a person, other than a 

dealer, owning depreciable property such as an apartment 

house or other property used in trade or business (except 

inventories, copyrights, and similar property) may apply 

capital gain rates to any gain on sales or exchanges of such 

property. 

The definition of section 341 assets contained in sec-

34 tion 341(b)(3)(D) includes property described in section 

1231(b). Thus, section 1231(b) applies capital gain rates 

to property such as an apartment house and section 341 makes 

a corporation owning such property collapsible and ordinary 

income rates applicable. 

35 In United States v. Ivey, the taxpayer sold his stock 

in a corporation owning real estate with a view to collapse 

the corporation before completion of an apartment building 

on the property. He first transferred his property to the 

corporation, receiving both stock and a note in return. He 

then sold the stock and applied capital gain rates to the 

excess of the sales proceeds over his stock basis. When the 

government asserted that the corporation was collapsible. 

^^Int. Rev. Code § 1231. 

^^Ibid., § 341(b) (3) (D) . 

"̂ 2̂94 F.2d 799 (5th Cir. 1961). 
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Ivey argued that he could have applied capital gain rates to 

the transaction if he had owned the property in his individ

ual capacity. He said the position of the Internal Revenue 

Service was contrary to the intention of the law. Instead 

of relying on section 341 to prevent the conversion of ordi

nary income into capital gains, the Internal Revenue Service 

interpreted the section to convert capital gains into ordi

nary income. The Fifth Circuit agreed with the taxpayer 

and remanded the case for a determ.ination of whether the 

taxpayer would have been entitled to capital gain treatment 

if he had owned the property in his individual capacity. 

3 6 

In a similar case, Braunstein v. Commissioner, the 

Second Circuit reached an opposite decision. The taxpayers 

argued that the sole purpose of the collapsible corporation 

provision was to deal with those cases where the shareholder 

would have had ordinary income if he had sold the assets 

himself. The Ivey case was cited as authority by the tax

payer. The court held that collapsible corporation provi

sions apply even if sale of the corporate assets would have 

produced capital gain had no corporation existed. It stated 

that the Ivey case departs from the Code's consistent frame

work for taxing collapsible corporations. 

The Braunstein decision was appealed to the United 

States Supreme Court.^^ The Supreme Court held that profits 

-̂ 3̂05 F.2d 949 (2d Cir. 1962). 

•̂ 3̂74 U.S. 65 (1963) . 
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which would have been taxed as capital gain, if the corpo

rate assets had been sold by the shareholder as individuals, 

were not an exception to the collapsible corporation provi

sions. The problem of taxing the corporate profits as if 

individually owned is that it would require looking at the 

affairs of each shareholder in the corporation separately 

to see if such profit would have been ordinary income to 

him had the enterprise been individually owned. 

Section 341(e) was enacted after the transactions in 

both the Ivey and Braunstein cases had occurred but before 

they were decided. This section did not apply to either 

case. The Braunstein decision discussed this section but 

the Ivey case did not. The Second Circuit said that, 

although subsection (e) did not completely eliminate the 

conversion of capital gain into ordinary income by the col

lapsible corporation provision, it was designed to narrow 

the imposition of ordinary income treatment in an Ivey type 

38 of case. Bittker and Eustice say subsection (e) applies 

to property held by a corporation which would produce ordi

nary income if sold by the corporation itself or by its 

principal shareholders. The underlying theory of subsection 

(e) is that collapsible corporation provisions should not be 

applicable if the net unrealized appreciation in such assets 

38 
Boris I. Bittker and James E. Eustice, Federal Income 

Taxation of Corporations and Shareholders, Student Edition 
(2d ed.; Branford, Conn.: Federal Tax Press, Inc., 1966), 
p. 437. 
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is less than 15 per cent of the corporation's net worth. 

Casey says that one way to get around the collapsible 

corporation statute is to form a Subchapter S corporation. 

Substantially appreciated property can be sold by the Sub

chapter S corporation. The gain will be capital gain in 

the hands of the corporation. When such gains are passed 

through to the shareholder, they will retain their character 
39 as capital gains. 

There are two other issues related to collapsible cor

porations which the courts have found to be controversial. 

They are not directly related to the subject of this disser

tation and are presented in brief summary here. First is 

the question of when construction is in progress. Larkin 

explains that section 341 does not apply if construction 

has not started, collapsible provisions do not apply if 

construction was completed before the sale, and section 

341(d) does not apply unless three years have passed after 

construction is completed. The cases are not in agreement 

concerning either commencement or completion of construc-

41 tion. In one instance, the Second Circuit held that 

construction meant all construction required to perform the 

39 
William J. Casey, Tax Planning (New York: Institute 

for Business Planning, Inc., 1965) If 1109.14. 
Larkin, p. 48. 

41 
Glickman v. Commissioner, 256 F.2d 108 (2d Cir. 

1958) . 
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contract completely. In another case,^^ the Tax Court said 

final completion should not occur before the project was 

ready to start earning net income. 

The second issue concerns interpretation of section 341 

(b)(1) which provides that the collapsible provisions apply 

when a sale or exchange is made before a substantial part 

of the corporation's net income from the transaction has 

43 been earned. Larkin says the courts have held various 

percentages between 34 and 50 per cent to be substantial and 

percentages below 17 per cent not to be substantial. He 

says the decisions indicate the Tax Court will hold percent

ages below 20 per cent to be insubstantial and percentages 

above 30 per cent to be substantial. Cases with percentages 

between 20 and 30 per cent will be decided individually on 

their facts. 

Associations 

44 
The Internal Revenue Code defines the term̂  "corpora

tion" to include associations, joint stock companies, and 

insurance companies. The leading case in the area of asso-

45 ciations is Morrissey v. Commissioner. The Supreme Court 

there considered the same statutory definition. In fact. 

^^Edward Weil, 28 T.C. 809 (1957). 

43 
Larkin, p. 54. 

^^Int. Rev. Code § 7701(a)(3). 

^^296 U.S. 344 (1935). 
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the Court found the same definition in all earlier Revenue 

Acts starting in 1917. The Internal Revenue Service sought 

to tax, as a corporation, a trust which had been created for 

the development of a tract of land through the construction 

and operation of golf courses, club houses, etc., and the 

conduct of incidental businesses, with broad powers for the 

purchase, operation, and sale of properties. The trustees 

were empowered to manage the trust estate but had no power 

to bind the trust beneficiaries individually. The taxpayer 

contended that, as a trust, the association rule did not 

apply. Earlier cases held that where the trust beneficia

ries had no voice in management or control over the trustees 

the association rule did not apply. But, the Court noted 

that the earlier cases had been decided under a statute 

which had been modified in 1917. Earlier statutes applied 

the association rule to those organizations existing by 

virtue of state statutes. Congress dropped this restriction 

in 1917 and thus expanded the application to all associa

tions. Subsequently, regulations by the Treasury Department 

provided that the question of beneficiary control should not 

be the sole determining factor. The new regulation provided 

that in trusts where the trustees were not limited to col

lecting funds and making payments to beneficiaries, but were 

associated together like directors in a corporation for 

the purpose of carrying on a business enterprise, the trust 

was to be taxed as an association, regardless of no control 

being exercised by beneficiaries. The Court then found 
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that, even though control was vested in the trustees, the 

enterprise was conducted for a profit and was a business 

enterprise. The arrangement provided centralized control, 

continuity of life, limited liability, and transferable 

certificates. The Court held these factors constituted 

this trust an association taxable as a corporation. 

46 

Current regulations provide that the term "asso

ciation" refers to an organization whose characteristics 

require it to be classified for purposes of taxation as a 

corporation rather than another type of organization such 

as a partnership or trust. Characteristics which control 

designation as an association are (1) associates, (2) an 

objective to carry on business and divide the gains there

from, (3) continuity of life, (4) centralization of manage

ment, (5) liability for corporate debts limited to corporate 

property, and (6) free transferability of interests. Each 

case is considered on its own facts based on the presence 

of these characteristics. It is found to be an association 

if it more nearly resembles a corporation than a partnership 

or trust. 

Since some of these characteristics are common to a 

corporation and a trust or common to a corporation and a 

partnership, such common characteristics are not considered 

when the determination is made. Determination of status as 

^^Treas. Reg. § 301.7701-2, T.D. 6503, 1960-2 Cum. 
Bull. 409. 
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an association requires the presence of more corporate char

acteristics than noncorporate characteristics. 

An organization has continuity of life if death, insan

ity, bankruptcy, retirement, resignation, or expulsion of 

any member will not cause a dissolution of the organization. 

Resignation of a partner usually dissolves a partnership. 

If state law provides that a partner has the power to dis

solve a partnership, even though the partnership agreement 

provides for the partnership to continue for a stated 

period, there will be no continuity of life. Regulations 

provide that partnerships operating under the Uniform Part

nership Act and Uniform Limited Partnership Act will lack 
A T 

continuity of life. 

An organization has centralized management if any 

person (or group of persons less than all members) has con

tinuing exclusive authority to make the management decisions 

necessary to the conduct of business. Because of mutual 

agency in a general partnership operating under the Uniform 

Partnership Act, there can be no centralized management 

under this statute. The same is true of a partnership 

operating under the Uniform Limited Partnership Act unless 

substantially all interest in the partnership is owned by 

limited partners. 
An organization has limited liability if there is no 

^^Ibid., § 301.7701-2(b)(3). 

^^Ibid., § 301.7701-2(0) (4) . 
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member who is personally liable for the debts of the organi

zation. Personal liability exists in the case of general 

partners under the Uniform Partnership Act. In the case of 

a limited partnership, limited liability does exist where 

a general partner has no substantial assets which could be 

reached by a creditor of the organization and when he is 

merely a "dummy" acting as agent of the limited partners.^^ 

An organization has free transferability of interest 

if each member has the power, without the consent of other 

members, to substitute for himself in the same organization 

a person who is not a member of the organization. There is 

no free transferability in a partnership where a member can 

assign only his right to share in profits but cannot assign 

his right to participate in the management of the organi

zation. If a transfer of a partner's interest results in 

dissolution of the organization, there is no free transfer-

, .,.. 50 ability. 

Although Subchapter R has been repealed, it is still 

possible for a partnership to be taxed as a corporation. 

This is accomplished by organizing the partnership with 

enough corporate characteristics that it becomes an asso

ciation. To those partnerships desiring to be taxed as 

partners, the possibility of being determined an association 

is a danger. 

^^Ibid., § 301.7701-2(d) (2) . 

^^Ibid., § 301.7701-2(e)(1). 



CHAPTER VII 

SUMMARY AND CONCLUSION 

The form of the corporation is defined by state law. 

Federal taxation has a continuous impact on the corporate 

organization. The form of the corporation as conceived by 

the rules of federal taxation is ever changing. This is 

because tax rules are very direct and practical. The legal 

distinctions which exist in the corporation as conceived by 

state law may not always be relied upon for tax purposes. 

When a goal of the taxing authority requires an interpre

tation which is different than that afforded by state law, 

the traditional corporate form must yield. This disserta

tion is a study of the important situations in which such 

transformations occur. 

These materials illustrate repeatedly that corporate 

characteristics may be ignored or assumed at will by the 

taxing authority and those acting in its behalf. In some 

instances tax rules afford the businessman additional 

freedom in the selection of an organization. After the 

organization has been chosen, he has some freedom in the 

organization structure. If he chooses the corporate form 

and relies on state corporation codes without tax counsel

ing, he does so at his own peril. 

The wise businessman will first determine his goal and 

assess his circumstances carefully. He will then seek that 

177 
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goal with all available tax information in mind. For ex

ample, if he chooses the corporation with the benefits of 

limited liability and capital aggregation advantages in 

mind, he will also remember the hazards of double taxation. 

Keeping these facts in mind, he will consider the possibil

ity of a Subchapter S election which can be used to avoid 

double taxation in appropriate circumstances. 

Subchapter S permits corporate election to have earn

ings taxed directly to the shareholder without previous 

taxation at the corporate level. The purpose of this enact

ment was to permit businessmen to select an organization 

apart from tax considerations. It is difficult to assume it 

has had this result in view of the fact that tax factors are 

of paramount concern in its selection. 

The businessman must be careful in selecting the Sub

chapter S corporation. He must not have more than 20 per 

cent passive type investment income. There may not be more 

than ten shareholders, and the corporation may not have 

more than one class of stock. These and many other factors 

discussed in Chapter III have a bearing on this election. 

In view of the fact that pretaxed earnings lose their status 

as such upon the termination of this election, it is import

ant that choices be made only after careful consideration. 

The circumstances under which this election can terminate 

unintentionally constitute a possible hazard. 

Subchapter R came before Subchapter S. It was intended 

to give corporate tax advantages to the unincorporated 
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business concern. It was rather complicated in its applica

tion, and its purpose was partially defeated when the courts 

determined that a Subchapter R business which elected to 

incorporate must be taxed as though it had in fact been a 

corporation and then chose to liquidate prior to forming 

a new corporation. The result was to impose a tax on the 

appreciated value of its assets at the time of incorpora

tion. Its repeal was not a great loss because very few 

firms chose its advantages in light of this possible "liqui

dation trap." Prior to the repeal of Subchapter R, a busi

ness which could comply with the requirements of Subchapter 

R and Subchapter S could choose its form of organization 

apart from tax considerations. Due to the restrictive 

application of these enactments, this relief was not exten

sive. They nevertheless constitute an effort to minimize 

the impact of federal taxation on organization selection. 

The accumulated earnings tax, given treatment in Chap

ter V, was an effort to limit the use of the corporation to 

avoid payment of individual taxes. When it became apparent 

that the individual tax could be avoided by leaving earnings 

in the corporation, the advantage came to be used exten

sively by transferring investments, which produced nonoper

ating types of income, to the corporation. Application of 

the penalty associated with this enactment became difficult 

because it depended on the reasonableness of accumulations. 

In some instances accumulations were held to be justified. 

In other instances these accumulations were found to be 
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unreasonable. The differences between these opposite 

results could not always be justified by any consistent 

standard. 

The personal holding company tax was enacted as a stop

gap to the accum.ulated earnings tax. The intent was to 

apply the tax automatically so that there would be no prob

lem of proving a tax avoidance motive. The tax is 70 per 

cent on the undistributed personal holding company income of 

every personal holding company. A personal holding company 

is one having personal holding company income which is at 

least 60 per cent of its adjusted ordinary gross income. 

In addition, more than 50 per cent of its outstanding stock 

must be owned by five individuals or less. Personal holding 

company income is defined in Chapter V. 

When the statute was enacted in 1934, rent was not 

classified as personal holding company income. To exploit 

this fact, many people incorporated yachts and large 

estates. They also transferred income producing property 

to the corporation. They then paid the corporation enough 

rent for the use of these facilities that it had less than 

enough personal holding company income to be classified as a 

personal holding company. At that time a corporation had to 

have 8 0 per cent of its gross income constituting personal 

holding company incom.e to qualify. 

To correct this. Congress required that such rent be 

included in personal holding company income where it was 

paid for the use of the property by one owning 25 per cent 
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or more in value of the outstanding corporation stock. 

Wishing to exclude bona fide real estate companies from this 

tax. Congress excluded rent from personal holding company 

income where it constituted 50 per cent or more of gross 

income. 

Presently the rent must be 50 per cent of adjusted 

ordinary gross income. Adjusted ordinary gross income is 

gross income less certain adjustments listed in Chapter V. 

To prevent the use of rent to shelter dividends and inter

est, other personal holding company income in excess of 10 

per cent of ordinary gross income must be distributed to 

the shareholders. 

The businessman who relies on state corporation codes 

in making financing decisions may find that loans to his 

corporation are treated as contributions to capital and even 

a second class of stock for tax purposes. The courts have 

had problems with stockholder owned debt. This has become 

a sensitive area for tax planning because of a general lack 

of reliable standards for what constitutes bona fide loans 

by stockholders. The courts have enumerated so many differ

ent bases for this decision that reliable predictions are 

usually extremely difficult. Two significant consequences 

are the denial of interest deductions and the termination 

of Subchapter S elections where the loans are held to con

stitute a second class of stock. 

A possible solution to this problem is suggested in 

Chapter VI. This solution is based on a factor for the 
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determination of an appropriate stock valuation. Once this 

is determined together with the value of the firm, an appro

priate amount of stockholder debt may be determined as a 

residual. This method should be suitable as a guide for 

the courts and practitioners. The use of this method would 

provide a more reliable basis for prediction and tax plan

ning. In addition, it would provide a m.ore satisfactory 

method of focusing on the significant issues in most law

suits involving stockholder debt. It would allow a review

ing court to consider decisions of a lower court in light of 

pre-established standards. Practitioners would then be in 

a position to anticipate the nature of proof required by the 

courts. This conceivably could mean that better evidence 

would be provided for court decisions. 

A collapsible corporation is one formed or availed of 

to distribute gains to shareholders in such a way that the 

shareholders realize the gains rather than the corporation. 

This is done by "collapsing" the corporation before such 

gains are realized and distributing the corporate property 

to the shareholders or by forming a corporation with a view 

toward having the shareholders sell their stock after the 

corporate property is developed but before the gain is real

ized. In either instance, the shareholder realizes the gain 

and it appears in a form to which the capital gains rates 

apply. 

Collapsible corporation provisions of the Internal Rev

enue Code provide that long-term gain which the shareholder 
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receives from the assets of a collapsible corporation will 

be treated as ordinary income where the gain is from sale of 

the corporation's stock or liquidation of the corporation. 

A problem of application developed when it appeared 

that a taxpayer avoiding the use of a corporation might be 

taxed at capital gain rates while a similar transaction 

involving a corporation might be taxed at ordinary incom.e 

rates. This circumstance resulted in conflicting court 

decisions with some taxpayers charging that the Internal 

Revenue Service was seeking to use the collapsible corpo

ration statute to convert capital gains transactions into 

ordinary income rather than preventing ordinary income 

transactions from being converted into capital gains. 

The statute has been m.odified but it is doubtful that 

the problem has been eliminated. 

Another danger to business organization is that related 

to associations. The Internal Revenue Code definition of 

"corporation" includes associations. An association is an 

organization which more nearly resembles a corporation than 

a partnership or trust. Since many characteristics are 

common to all of these types of business organizations, the 

courts have made their determination on those characteris

tics which happen not to be common to the organizations in 

the case at hand. If more characteristics of the corpo

ration are prevalent than of a partnership or trust, the 

organization is regarded as a corporation for tax purposes. 

This can be an advantage as well as a danger depending 
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on the desires of the organizational owners. It is possible 

to form a partnership or trust in such a way that it may be 

taxed as a corporation without undertaking the problems of 

incorporation. 

Thus, it may be said that although the traditional 

business corporation stands as a monumental concept in state 

law its form is ever changing from the standpoint of tax 

consequences. Some of the most important changes have been 

described and illustrated in this dissertation. The ulti

mate impact of these changes upon the traditional corporate 

organization is an open question at this time. The present 

impact of federal taxation is upon organization selection 

and structure change. The significance of this impact is 

most clearly apparent in light of the many opportunities 

and dangers which attend the selection of a business organi

zation. 
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