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CHAPTER I 

INTRODUCTION AND DEFINITIONS OF TERMS USED 

During the past four decades, tax avoidance and eva

sion have become of paramount importance to every tax payer 

in the United States. s tax rates increased, tax payers 

sot^ht new means of avoiding taxes. Many turned to illegal 

means. The first atteĉ >t to prevent tax avoidance was made 

by Congress In the passing of the Revenue Act of 1932 which 

contains numerous provisions designed to prevent tax avoi

dance and evasion. As Congress closed existing loop holes 

in the tax laws by this act and subsequent acts, tax men 

have attempted to find new means of avoiding the constantly 

i^ rising taxes. 

I. THE HiOBLEI/i 

Statement of the problem. It is the purpose of this 

study to describe and illustrate some of the means of avoid

ing and evading Federal Income taxes utilized by the two main 

classes of tax payers; individuals and cci^porations. Also 

this study includes methods of avoiding and evading various 

miscellaneous taxes. This study does not cover all of the 

possible means of tax avoidance and evasion, nor does it 

recommend any of the methods described herein. 
V 

Importance of the study. During recent years, tax 



}X' 

payers have received relatively high salaries, but a small 

percentage of these high salaries has been retained by the 

tax payer. Any extra portion of the salary that can right

fully be retained by him is of utmost is^rtanoe to his 

economy. 

The ifl$>ortanoe of this study may be emphasized by the 

aver increasing pressure being applied on Congress to close 

existing loop holes. According to estimates of the Bureau 

of Interzml Revenue, tax evasion costs the Government $1.5 

billion. Individuals are responsible for the greater part 

of tax evasion. The latest atteaqpt made by Congress to stop 

this loss of revenue was the passing of the Revenue Act of 

1961. 

Sources of data. Materials for this study were gath

ered from recent magazine articles publlshad in several bus

iness and professional magaalnes. Prentice-Hall * s Federa;L 

Tax Course was used to verify certain portions of these ar

ticles, also certain points were verified by using Prentice-

Hall's Federal Tax Service* Several footnotes refer directly 

to the Internal Revenue Code. 

1/ 
Historical sifflilficance of the problem. In order to 

fUlly emphasize the increased and growing iiî >ortance of tax 

avoidance emd evasion, a brief history of the Revenue Acts 
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la presented.^ 

/ r \ '^ Revenue Act of 1913* This act marks the beginning of 

the tax on Income in the United States. The Act lapsed a 

normal tax rate of one per cent on the taxable net income of 

every citizen of the United States. 

An additional surtax with progressive rates was lev

ied on the amount of an individual's net income exceeding 

$20,(XX). The maximum rate of the income tax was seven per 

cent* i ^ 

Revenue Act of 1916. The normal tax rate was in

creased from one per cent to two per cent. The sxu*tax on 

income over $20,(X)0 was raised on a progressive scale from 

a maximum of six per cent on Incomes over $5(X),(XX) to a max

imum of 13 per cent on Incomes over $2 million* The maxlmun 

rate of income tax, as a whole, was increased from seven per 

cent to 15* 

^x^Revenue Act of 1917. The War Income Tax Imposed a 

war normal tax of two per cent on the incomes of Individuals 

and of four per cent on the incomes of corporations* 

The taxes were a supplement to the Act of 1916 and 

brou£^t the total rates to four per cent for individuals and 

six per cent for corporations. 

T 
Ratner, Sidney, American Taxation (New York: w. 

Norton and Conipany, Inc., 1942), p. 333. 
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^ e new surtax began at one por cent on the amount of 

the total income over $6,000 and rose to 50 per cent on the 

amount over $1 million. The maxlaiim rate on Income tax, as 

a whole, was Increased trom. 15 per cent to 67 por cent. An 

excess-profits tax was imposed. 

/^^Bevenue Act of 1918. This act increased the tax load 

by about 250 per cent. The normal tax on the net Incomes of 

all individuals was fixed at six per cent on the first $4,000 

and at 12 per cent upon the r^nainder for the year 1918. For 

subsequent years these normal rates were made four and eight 

per cent respectively. The surtax rate began at one per cent 

on incomes over $5,000 and increased by one per cent for every 

$2,000 increase of Incoraa from $6,000 to $100,000* For in

comes over $100,000 the Increase continued at a smaller rate 

until a maximum of 65 per cent was reached on the amount of 

an individual's income in excess of $1 million. The total 

tax on portions of income over $1 million amoxmted to 77 per 

cent* 

Corporations were taxed at the rate of 12 per cent of 

their net Income for 1918 and 10 per cent for subsequent years* 

The excess^profits tax was also increased, but individuals and 

partnerships were no longer subject to that tax. 

Revenue Act of 1921. The taxation of capital gains 

was given special treatment hy this Act. This act provided 



5 

that capital gains should be taxed at 12^ per cent instead 

of the high surtax rates of the previous years. 

Normal income tax rates were kept at four per cent 

upon net income of $4,000 or less and eight per cent on in

comes in excess of that amount. Personal exefl9)tlons for 

heads of families was raised from $2,000 to $2,500./^nie sur

tax rate was reduced to 47 per cent on income up to $100,000 

and then the rates of 1918 would apply. The excess-profits 

tax was repealed. The tax rates on corporations remained at 

10 per cent* 

Revenue Act of 1924* The normal income tax rates 

were reduced fr(m one per cent upon the first $4,000 of net 

income and eight por cent on the excess to two per cent upon 

the first $4,000, four per cent upon the next $4,000 and six 

per cent upon the amount over $8,000. The new surtax rates 

began at one per cent upon the net Income in excess of $10,000 

and rose gradually to a maximum of 40 per cent on the net in

come in excess of $500,000. A special surtax rate of 50 per 

cent was placed on corporations. 

Revenue Act of 1926. The normal income rates were 

reduced to 1^ per cent upon the first $4,000 of net taxable 

Income, three per cent upon the next $4,000 and five per cent 

upon the amoimts over $8,000. Maximum surtax rates became 

80 per cent compared to 40 per cent in the Act of 1924. 



The tax on corporate net Income was increased trom 

12^ per cent for 1925 and to 13j per cent for subsequent years. 

Revenue Act of 1928. The normal tax and surtax rates 

on individual Income remained the same as in the 1926 law. 

The tax on corporate net income was reduced fl*om 13^ 

per cent to 12 per cent* 

/^fm^m^ <9% 9f ;»i?32* The normal rates on net income 

of individuals were increased trom one and one half per cent 

on the first $4,000, three per cent on the next $4,000, and 

five per cent on the remainder to four per cent on the first 

$4,000 and eight per cent on the excess. 

The 1932 surtax rates began at one per cent of the 

amount in excess of $6,000 and Increased by steps of one per 

cent on each $2,000 bracket of income until they reached 46 

per cent on the $98,000 to $100,CK)0 bracket and 55 per cent 

on incomes over $1 million. The total maximum tax rate of 

the tax law was 63 per cent. 

Revenue Act of 1934. This act placed a flat normal 

tax rate of four per cent on the first $4,000 of Individual 

net Income. The 1934 surtax began at four per cent on net 

Income over $4,000 and rose to a maximum rate of 59 per cent 

on net income over $1 million. 

Revenue Act of 1935. The normal tax rates remained 

the same. The surtax was raised to 59 per cent on incomes 



over $1 million and 75 per cent on incomes over $5 million. 

The tax on corporate net Income was changed from a 

flat tax of 13 3/4 per cent to a graduated basis trom 12;̂  

per cent on net incomes not in excess of $2,000 to 15 per 

cent on net incomes not in excess of 4̂ 40,000. 

THE RLTnJiUi: ACT OF 1936 THROUGH THE RL-̂ /EKL-E ACT OF 1951.^ 

Bevenue Act of 1936. Corporate normal rates were re

vised and new surtax on undistributed profits of corporations 

was imposed* 

Revenue Act of 1937. This act contained provisions 

to prevent tax avoidance* 

Revenue Act of 1938. This act provided a reduction 

in effective rate f^om 19 per cent to 16^ per cent for cor

porations distributing their entire net income. 

Revenue Act of 1939. This act eliminated principle 

of surtax on undistributed profits of corporations. It per

mitted last in, first out method for inventories* 

Revenue Act of 1940. This act raised the tax of in

dividuals in certain brackets by nearly 60 per cent. 

Second Revenue Act of 1940. This act iiqposed a new 

2 
Frank A. Dunn and Robert B. Mitchell, Federal Tax 

Course (New Yorki Prentice-Hall, 1952), p. 1005. 
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excess profits t€uc and increased normal tax rates on corpor

ations having normal-tax net Income in excess of $25,000. 

Revenue Act of 1941* This act increased withholding 

rates and increased excess profits tax. 

Revenue Act Q£, 1942. This act increased the individ

uals normal tax to six per cent and increased the surtax rates. 

Corporate normal tax rates remained the same, but sur

tax rates increased to a top of 16 per cent. Excess profits 

tax rate set at a flat 90 per cent with a post-war refund 

equal to 10 per cent* 

Ĉ irrent Tax 2 ayment Act of 1943. This act placed in

dividual Income taxes on '̂pay-as-you-go** basis by requiring 

that (1) eosployers withhold the taxes on income paid to their 

employees and (2) certain Individuals must estimate and pay 

their tax during the year* 

Revenue Act of 1943* This act reduced the Victory tax 

to three per cent. It Increased corporate excess profits tax 

to 96 per cent* 

Indlv^ual Income Tax Act of 1944* This act reduced 

the normal tax to three per cent* It increased the surtax rate 

and combined it with normal tax* It repealed the Victory tax* 

Tax Ad,1ustment Act of 1945* This act reduced the excess 
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profits tax on corpoi^tions. 

Revenue Act of 1948. This act was designed primarily 

to reduce taxes for the individual. 

Revenue Act of 1950. This act closed loopholes and 

increased taxes for individuals and corporations. 

Excess Profits Tax Act of 1950. This act imposed a 

30 per cent excess profits tax on corporate current earnings. 

The mijQdmum credit of $25,000 was still allowed. 

Revenue Act of 1951. This act increased individual 

and corporate taxes* This act raised individual taxes about 

U to 12 por cent. It raised corporate normal tax rates 

from 25 por cent to 30 per cent and reduced them to 28 3/4 

per cent for the year 1951. 

^^( ly II. DEFINITION OF TERM:J USED 

/. 

^^ Tax avoidance and evasion. The general public uses 

these two termigk^nterchangeably, but there is a definite 

distinction according to Lowe and VJrlght. 

Avoidance is the use of specific exemptions, ex
clusions and deductions allowed by law. Evasion on 
the other hand, is an attempt to clothe Illegal de
ductions with a semblance of legality.^ 

Capital gains. The sale or exchange of a capital 

3-J. Blake Lowe and John D. aright, Minimizing Taxes 
on Incomes jygĵ  Estates (New York: Barron's Publishing Com-
pany, 1937)9 P* xi* 
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asset results in a capital gain. Thus, three elements are 

necessary to produce a capital gaini (1) A capital asset; 

(2) A sale or exchange; and (3) The sale or exchange must 

result in a gain. The Internal Revenue Code defines a 

capital asset ass 

The term "capital asset" means property held by 
the taxpayer (whether or not connected with his trade 
or business), but does not include-

(A) Stock in trade of the taxpayer or other prop
erty of a kind which would be included in the inventory 
of the taxpayer if on hand at the close of the taxable 
year, or property held by the taxpayer primarily for 
sale to customers in the ordinary course of his trade 
or business. 

(B) Property, used in his trade or business, of 
a character which is subject to an allowance for depre
ciation or real property used in his trade or business. 

(C) A copyrights a literary, musical or artistic 
conpositlon; or similar property; held by (1) a tax
payer in whose hands the basis of such property is 
determined, for the purpose of determining gain f^om 
a sale or exchsmge, in whole or in part by reference 
to the basis of such property in the hands of the per
son whose personal efforts created such property. 

(D) An obligation of the United States or any 
of its possessions* or of a State or Territory or any 
political subdivision thereof, or of the District of 
Columbia, issued on or after March 1, 1941. on a dis
count basis and payable without interest at a fixed 
maturity date not exceeding one year from the date of 
issue.^ 

|;>ersonal Holdini^ Company. According to the Internal 

Revenue Code a personal holding company is defined as follows: 

A corporation is a personal holding con^any if at 
least 80 per cent (or 70 per cent in certain cases where 
a corporation was a personaOL holding company in a prior 

* Internal Revenue Code (New York* Prentice-Hall, 
Inc., 1951), p. 1152. 
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year) of its income for the taxable year is personal 
holding income. Personal holding company IncoflM in
clude st 

(A) Dividends and annuities. 
(B) Subject to specified exemptions, the following-

interest, royalties, gains from stock, security and 
commodity transactions, and rents. 

(C) Certain income from} estates and trusts, personal 
service contracts and use of corporation property by a 
shareholder.^ 

^ Frank A. Dunn and Robert B. Mitchell. Federal 
Tax Cotupse (New York: Prentice-Hall, Inc., 1962), p* 3402* 
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CHAPTER II 

THE INDIVIDUAL TAXI'AYER 

"^ An important question has been raised about how much 

money a big corporation ahould pay its key executives. Large 

salaries, some as large as half a million dollars, are being 

challenged by stockholder groups, politicians, and labor \m-

ions* "Fringe benefits** on top of other compensations are 

coming in for criticism, some have been taken to the courts, 

but in spite of this, talk of still higher pay and more 

*'Aringes" for executives of corporations is still growing 

strong. 

Some of the highest paid men in the country complain 

privately that their salaries, though raised substantially, 

have failed to keep pace with taxes and living costs. Boards 

of directors are looking for ways to give new raises that 

will not be consumed by taxes. High executive salaries are 

favored by the existing tax laws. Corporations can give high 

z*alses to key executives without very much cash out lay. The 

government pays part of the bill. ) 

The following chart shows how a corporation might 

give high raises to executives at a low cost because of 

taxes:'^ 

^ "Raising Pay for Top L'eni Ways for Saving Taxes,** 
y. S. News and v/orld Report* June 6, 1952, p* 77. 
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It Costs 
A (Sompanŷ  

$ 2,593 
4,147 
8,257 
26,272 
69,644 
130,820 

To Pay 
A Salary Of 

$ 14,403 
23,039 
45,871 
145,966 
396,913 
726,716 

Of ..hlch 
Eiî loyee Retains 

$ 10,000 
15,000 
25,000 
50,000 
75,000 
100,000 

^Company subject to excess-profits tax. 

(A corporation executive receives a salary and bon

uses of $400,000 in 1951. If he was married he had $82,488 

left after taxes* If he receives $400,(X)0 in 1952, his sal

ary, aftex* taxes drops to $76,060. But, when the company 

raises his pay to make up the difference, the government 

takes 91 cents out of each dollar of the inoreaae. To re

ceive approximately the same salary in 1952 he must get a 

raise trom $400,(X)0 to about $475,000. If the company is 

subject to the excess-profits tax, its tax rate on the top 

layer of profit is 82 per cent. Therefore, the net cost of 

a $60,000 raise would be $10,800. The remaining $49,200 

would be paid, in effect, by the government* 

/corporations are looking for "ft̂ inges" that will 

offer some degree of tax avoidance for the individual tax 

payer. Some corporations use such devices as: profit sharing 

plans, stock options, deferred pay plans, insurance plans, 

and other methods of increasing pay without increasing the 

tax burden carried by top executives and other en̂ l̂oyees* 

A few of the methods now being engjloyed by corporations in 
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behalf of their eo^loyees and methods being employed by in

dividual tax payers themselves are related in this chapter* 

A. CAPITAL GAINS 

Profit-sharing plans* Current high tax rates have 

encouraged this plan considerably* The coinpany pays/a 

stated percentage of the years profits into a fund in the 

name of the es^loyee, payable to him at a later date, usually 

after retix*ement. The company gets a full deduction in the 

year of payment to the plan. The efl5>loyee or his family 

would get a capital gain, if strict tax rules are complied 

with, and if he is paid his entire distribution when he 

leaves his Job. This type of plan has government approval, 

but strict tax rules must be satisfied.^ 

(Employers setting up profit sharing plans for the 

benefit of their cR^loyees frequently create a trust to 

hold, invest, and distribute amounts contributed br- thea 

under this pUn^^ 

The following requirements must be met in order for 
3 

income received from such a trust to be tax-exempt. 

1. The plan is for the exclusive benefit of 
employees, or^their beneficiaries* 

2* The sole purpose of the plan is to offer 
the employees or tnelr beneficiaries either (a) a 
share of the profits of the business or (b) an in
come after retirement* 

2 J. K* Leaser. "Higher Incomes, Higher Taxes," The 
Atlantic Monthly. 189-5, March, 1952, p. 65. 

o Frank A. Dunn and Robert B. MitchelXf Federaa Tax 
Course (New York: Prentice-Hall, Inc., 1952), p. 30197 
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3. The contributions or benefits provided under 
the plan do not discriminate in favor of employeer. who 
are officers, shareholders, persons whose principal 
duties consist in supervising the work of other em
ployees, or highly compensated ea^loyees. 

4. The plan is permanent (that is, as far as 
Intent of es^loyer is concerned). 

5. The plan is in writing* 
6. The plan is communicated to employees. 

^^^ Stock options, (stock options are a favored method 

of avoiding taxes. The eu^loyee cannot do it by himself, 

but the employee con greatly assist in the avoidance of 

tax by the use of this plan. 

Several large corporations have plans whereby they 

sell stock to employees at current market prices or at a 

small percentage below market price. The company makes 

provisions for loanix^ the employee the purchnse price 

of the stock at low interest rates or sells it to him on 

a long term payment plan. 

In these plans, employees are often credited vith 

dividends to reduce the amount due. In some car>cs the 

purchaser may have the right to discontinue payment if 

the market price of the stock fluctuates. 

( The basic idea behind the stock option is simple* 

A compamy gives an employee an option to buy a certain 

amount of its stock at present market prices or at a small 

discount from present market prices. At some future date, 

the employee can tise the option, he cashes in i>̂ en the 

market is rlght« To escape tax, the option must be 95 per 
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cent of market price at the time it is given. The employee 

pays no tax on any gain until he sells the stock* He then 

pays the 26 per cent capital gains rate. 

An executive of a company can buy a large number 

of shares and when he disposes of the stock he makes a 

capital gain* The strai^t income tax on his gain would 

be two or three times the capital gain rate*̂  

The following chart shows how large companies are 

Option Prices 
As Per Cent of 
Market Price 

U* S* Steel 
Sinclair Oil 
Sears, Roebuck 
American Airlines 
Pittsburg Plate Glass 
Gulf Oil 
Standard Oil (N. J.) 
Republic Steel 
Union Oil of Calif. 
Bond Stores 
Celanese 
Jones and Laughlin 
Loews' 
Allegheny Corp* 
St. Regis Paper 
United Paramount 

ck options: 

Ntunber 
of 

Shares 

1,300,000 
598,700 
600,000 
600,000 
450,000 
400,000 
300,000 
300,000 
300,000 
300,000 
300,000 
300,000 
250,000 
250,000 
250,000 
250,000 

5 

Nuaiber of 
Eligible 
Employees 

300 
200 

40,000 
30 

40,000 
95 
125 
75 
30 
659 
45 
100 
o 
10 
100 
50 

IDO 
100 
85 
85 
85 
85 

95-100 
95 
100 
95 
95 
100 
100 
100 
95 
95 

An option might work like this a corporation sets 

aside 2CX)0 shares for one of its officers at $95 when the 

stock is selling on the market for $100 a share. Several 

years later, the stock is selling for $125, and the officer 

mmmmmmmmmmmammmmmmmmmmmfmmmmmtmmmmmtt^^mimmmm.-'mmmmmmm^ 

4 J. K. Lasser, "Higher Incomes, Higher Taxes," The 
Atlantic Monthly * 189-3, March, 1952, p. 65. 

*, p* 65* 
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decides to buy* He buys his 2000 shares for $190,000, but 

they are now worth $250,000. Eight months later, he sells 

at $125, netting $60,000. At capital gain rates, the most 

the government can take of the $60,000 is $15,600. At 

regular income rates the government would take much more 

of the $60,000* The higher the income level the greater the 

advantage of this method becomes to the officer of the cor

poration. 

A Panamanian subsidiary* The fanning of this sub

sidiary made the head lines and caused an extended inves

tigation into the whole matter. 

A group of men formed two corporations, one an Amer

ican coir|>any and the other a Panamanian subsidiary. Stock

holders put up $100,000 of their own money, and borrowed $10 

million from an insurance coa^any. They bought five ships 

from the Maritime Commission, registered them in Panama, and 

the Panamanian Corporation leased them to a big American Oil 

Company. 

Rental fees on the ships were used to pay off the 

loan. But the American parent corporation showed no profit 

and paid no tax. The Panamanian company did not pay American 

taxes on the income it received* After most of the loan had 

been paid, the corporations sold out at a profit of $2*8 mil

lion* On that, the stockholders paid capital-gains taxes. 

The principal stockholder put up $20,000 and got back 
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$270,000* On the profit he paid a 25 por cent tax, 1951 

capital gain rate* 

Similar arrangements like this might be worked out 

by other taxpayers who have a little capital end ways and 

means of obtaining some type of assets that could be sold 

in a like manner. 

Investmen*^^.^ Not all investments are used for cap-

it8Ll-gains purposes, but a favored use of them are for cap-

ital«»gain pux*poses. For that reason, and for organization 

purposes they are pi ced under the heading, Capital-Gains. 

Many taxpayers have advised their stockbrokers that 

they are looking for capital-gains only and that they can 

not afford dividends. A taxpayer making around $30,000 

could afford to buy and sell stock and pay taxes on his 

profits at capital-gain x*ates. 

Hie three post-Korea increases have virtually made 

it prohibitive for hi^^aalaried groups to receive other in

come trom investments. The only solution would be for 

these taxpayers to seek "tax-shielded" InvestoMnts. 

The principal tax refuges were deliberately provided 

by Congress, presumably to further some real or fancied 

economic or social purpose. Congress also has created means 

of avoiding taxes unintentionally. Some means have been 

^ John P* Allison, "How Investors Can Cut Their Taxes," 
Fortune. 45, April, 1952, p. 96* 
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provided by the wording of the tax laws, v.hich are not al

ways clear and by failure to foresee the way a in which 

plauaible tax theory v/ill work out in practice. 

Probably the nost widely used methods of avoiding 

taxes is the sale or exchange of capital assets held over 

six months. The tax on such gains can not exceed 26 per 

cent compared to 92 per cent on ordinary income, thus 

giving the tascpayer a large saving in taxes if he becoaies 

eligible for the capital-gain rate* 

The complete tax exexqption given to interest on 

state and municipal bonds is another well-known-"loophole" 

in the tax laws* Many lawyers say that it would take a 

constitutional amendment to eliminate this provision of 

the present tax law* the following chart shows the advan

tages of an investment in tax f^ee bonds.'̂  

If you have a tax- Your investments And yo\xr investments 
able income this have to earn this have to earn this 
big after exemptions much in order to much to equal your 
and deductions*.... equal your yield yield on a 2?T^ tax 

from a 1 ^ tax f^e security 
free bond 

$ 10,000 
20,000 
30,000 
40.000 
50,000 
76,000 
100,000 
200,000 

"7^fLoiF¥ith Pn 
p . 83. 

2.42% 
3*41 
3*95 
4 .84 
6.00 
7*89 

13.64 
15*00 

I t , " BuslnfifiS 

4*03$ 
5.68 
6.68 
8.06 

10.00 
13*16 
22.73 
25*00 

HOki «ay 5 
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To a taxpayer whose taxable income on a Joint return 

is $40,000, a 2 per cent exempt yield is equivalent to a 5.26 

per cent taxable yield and a 1.75 per cent exempt yield is 

equivalent to a 4.61 per cent taxable yield* To the higher 

bracket taxpayer, the small tax free yields -ire equivalent 

to as high as 25 per cent taxable yields. 

^-^^nvestments in oil and gas drilling ventures, long 

used in the west, are another tax avoiding refuge. The 

venture offers write-offs of part or all of the costs 

against other income, and also 27^ per cent depletion on 

oil and gas runs if the drilling operations are successful* 

The costs may be v/ricten off at the investor's 
election—whether or not oil is found—are those 
that are incurred in connection with the drilling 
operations and are not invested in assets with a 
salvage value. They are the so-called "intangible" 
drilling costs; wages, fUel, repairs, hauling, sup
plies, etc. These items may be deducted though the 
drilling is done by an outside contractor who is 
paid a Ivmp sum for completing the well.** 

These ventures are best suitable to hi^-income-low-

capital taxpayers. Lntcrtainers offer a good example of 

this class of taxpayer* 

By proper timing of drilling operations, such investors 

can put up parts of their salary that they would otherwise 

use to pay current income tax installments. If the venture 

is a loss during the same year, income for that year is re

duced by the lossf if the venture pays off emd income in 

® John P. Allison, "How Investors Can Cut Their 
Taxes,** Fortune* 45, p. 96* 
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future years is Indicated, the invested tax r.onc.y, part of 

which is written off, may be replaced by a loan against the 

individual's share in the venture* 

The Investor may fine in securities several oppor

tunities for obtaining a partially or wholly tax-free annual 

yield from corporations v^ose distributions constitute a 

return of capital in place of ordinary income. This method 

of distribution is nade possible by the statutory definitions 

of a dividend as a distribution of of a corporation's accum

ulated or current earnings. The payment, if made by a cor

poration having neither accumulated nor current earnings, is 

not a dividend and is not taxable as income* 

Investors may also find excellent tax avoiding possi

bilities In mortgaged real estate. Many properties, because 

of rent control or for some other reasons, offer little or 

no return after operating e3q)enses. 

A hig|k»bracket investor may find excellent possibil

ities if the property can be purchased for a sfiall caah pay

ment over the mortgage providing that the mortgage amortization 

is not too large* One reason is that depreciation is meas

ured by the gross cost, not the small cash investment. 

An investor might purchase a building carrying a long-

term mosrtgage* Amortization of the mortgage is small and the 

interest rate is low. The rents are eaten up by operating 

expenses, interest, and taxes. Suppose that the property can 
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be purchased for a small amount of cash over the mortgage, 

and the majority of the gross purchase price is allocable to 

the building—the depreciation is large and the mortgage am

ortization is small. For the Xaxpayor whose income can ab

sorb a loss due to depreciation this might be one method of 

gaining tax free income* 

The hi^-bracket real-estate buyer nxay get another 

break if he suffers a loss on a real-estate transaction* 

Profits from sales of real-estate are taxed as capital gains, 

the loss from such transactions may be charged in full 

against ordinary income, unleas he has gaina of the same 

type for the year* 

The reguXated-investment company can also be a device 

for avoiding taxes* These coâ ânles are not required to pay 

capital-gains tax if they distribute their long«*tem profits 

and their other inoone* 

The stockholders are allowed to treat that portion of 

each dividend which is attributable to the long*term profits 

as though it were long-'term gains they themselves realized* 

The stockholders are not required to hold stock In 

the company for over six months* They jnay buy the stock a 

short time before the distribution is made and still treat 

it as a longô term gain* 

Tax avoidance opportunities are also offered by de

fault bonds, such as the Missouri-Kansas-Texas R. R. 5's of 
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1967, on which interest arrears are being gradually paid off* 

The interest is a return of purohase porice and is not tax* 

able* The bonds are not taxable \mtil sold and then at the 

oapital«*gains rate* 

B. DEFERRED SAURY 

(' 
Deferred pay plans offer many possibilities of tax 

avoidance. The basic theory behind a deferred pay plan is 

to spread pay out over a period of years, thus easing the 

tax burdetb The type of contract given to Milton BerXe by 

the National Broadcasting Company/may lay the frame work fcr 

future possibilities in this field* 

( The new contract pays BerXe $60,000 a year for thirty 

years I Berle works txtonty years and stays on the payroll for 

thirty years* Before the contract Berle's salary was esti-

aiated at $X3f500 a performance, at that rate, he could make 

the $1,500,000 in three years, tut taxes would be taking 

close to 85 per cent*^J 

Many types of deferred salary plans are avai3able 

for the person whose company will oooperate* Many tax** 

minded and security^worried coo^anles are trying to get 

money out of a high^income-tax year over to some lower-

income^teoc year* The principle is to simply spread today's 

w 
^ J* K* Lasser, "How to Raise Executives' Take-Home 

Pay Under Wage Control and Tax Lows*" The Journal pf 
Acoountanoya 93-*2| Feb*, 1952, p* 166* 

file:///mtil
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high earning powers into later years* 

Many men turn down current salaz*y offers beyond their 

greatest dreams to gamble with promises to pay to theai—or 

sometimes to heirs—ten or twenty years later* Some consent 

to pay in the long deferred period based on earnings, sales, 

or dividends then available to stockholders* 

To avoid immediate tax to the employee, the following 

agreements should be consideredi^ 

1* Agreement of the eiî >loyee to give up all his 

compensation if he quits or is fired before his deferred pay 

is due. 

2. Agreement by you not to compete or to work for a 

cofflpetit<»r during the retirement period, when you mî fht lure 

away important accounts* 

3. Agreement to remain available tor consulting or 

advisory services* 

4. Agreement to waive the deferred pay if the com

pany's earnings or sales or some other index of its well* 

being fall below stipulated levels in the pay out period* 

Of these arrangements, probably only the first is 

fully foolproof* In other cases, conditions within each 

business govern the court's attitude* The main thing is to 

avoid establishing a nonforfeitable economic gain for you 

J-0 J, K* Lasser, "Higher Incomes, Higher Taxes," 
ThSL Atlantic Monthly. 189-3, March, 1952, p* 65. 
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that can be taxed immediately* ̂ ^ 

C. E)CPENSE ACCOUNTS 

Soflie companies allow executives to use esqpense ac

counts to increase take-home pay. The expense must be re

quired by the business before any advantage can be given to 

the executive. 

The Treasury Department has not atten^ted to tax 

eatployees when a oofî >any does these things) 

1* Group term life insurance, whez*e the employer 

pays the premium, the employee designates the beneficiary. 

2* The employer's binding agreeo^nt to pay an amount 

up to $5,000 to your beneficiary upon your death. 

3* Group medical care and hospitalisation in cases 

where the employer is allowed to deduct premium payments as 

a legitimate business expense. 

4* Medical examinations or treatments furnished by 

the ea^loyer. 

5* Accident and health insurance, the ompljoyor paying 

the premium* 

6* Permission to use a coiapany automobile or plane 

for personal use* 

Where possible, corporations pay the dues for an 

^ J* K* Lasser, "How to i<aise Executives' Take-Hooie 
Pay Under Wage Control and Tax Laws," 2ifi. Journal of Accoun
tancy* 93-2, p. 166* 
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executive in clubs to which the company thinks he should 

belong* In some instances companies provide cheap rent in 

company owned dwellings and also pay utilities, repairs, and 

service to keep the house in good shape. If possible a com

pany might pay all entertaining and traveling expenses for 

the employee.^ 

D. LOANS 

If the taoqpayer could make arrangements to draw part 

of his pay disguised as a repayable loan it would be one 

possible way of evading taxes* There are several ways in 

which debt financing would afford a means of tax avoidance 

for the taxpayer* Dr«Lv;ing pay in the guise of a repayable 

l0€ai does not have the approval of the Bureau of Internal 

Revenue* 

One case, i^ich was investigated by the senate, went 

like this, an enterprising business man doing business with 

the help of the Reconstruction Finance Corporation, acquired 

extensive holdings in various business enterprises. These 

included insurance, a brewery, oil wells and other holdings. 

With a small salary he bought his wife an expensive 

fur coat, an expensive home and lived well* 

The senators discovered that he had borrowed $135,000 

ic 
-^ J* K* Lasser, "Higher Ijocomes, Higher Taxes," The 

Atlantic Monthlyy 1B9-3, March, 1952, p* 65. 
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They thought this vas income. Salaries or fees are taxable 

income. Borrowed money is not taxable as income. But, when 

a loan goes bad, the lender can charge it off against taxable 

Income as a bad debt. If the pl-̂ Ji works, the lender is pro

tected and the borrower comes out that ouch ahead. Only the 

Government loses. 

An individual may use debit financing in order to 

charge off the interest paid against his ta3cable incoms. 

This is a legitimate business transaction. 

B. POSTPONE INCOME TO 1963—PREPAY 1953 EXPENSES IN 1952 

If you can afford to take less money this year, you 

can get it back next year, possibly at less tax cost. 

Tax experts point out two ways to plan your affairs 

to get a maximum break if there is a tax cut in 1953. 

1. Postpone 1952 income to 1953. 

2. Prepay 1953 expenses in 1952. 

For example if you are drawing $30,000 a year, there 

is no reason why you could not arrange to draw $20,000 this 

year and $10,000 next year. There isn't any advantage un

less taxes go down or that you expect to be in a lower 

bracket in 1953* 

You can shift any income into 1953 that you do not 

have a rig^t to this year. 
a 
*^ "How Taxes are Avoided, U. £* News ajad v^orld g^-

portf March 21, 1951, p . 56. 
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Additional conipensation, Christmas gifts, and bonuses 

are exai^les of this type of income, provided that there is 

no understanding that the raoney is specifically due this 

year. 

If you make a new contract requiring some performance 

by you in 1953, attempt to have most of the payments post

poned until then* 

Deduct any 1953 business deductions that can be pre

paid in 1952* This Includes contributions, taxes, interest 

payments, and medical and dental costs. 

State and local taxes are another exaix^le—pay both 

yoMT 1952 and 1953 taxes in 1962* 

It might be wise to borrow money, if you do not have 

it, to make these prepayments* This gives you a double de«> 

duction in 1952—prepayments and interest on the borrowed 

14 money* 

F* INSURANCE PLANS 

[Insurance plans offer another way in which you may 

get more net gain out of a raise* 

For instance if the company was going to give you a 

$10,000 raise, it would put lAiat the $10,000 would cost it, 

net after taxes, into an suinuity or endowment policy. The 

^ "Start Getting Heady For Lower Taxes," Business 
week* May 3, 1952, p. 87* 



29 

amount of cost to the company would be determined by the 

tax bracket that it was in. For a company in tho 82 per 

cent bracket, the cost v/ould be as little as $1,800. 

The insurance policy, naming the eaployor as bene

ficiary, serves to undenrite retirement pay for you. 

As long as you aren't given any right to the policy 

or its proceeda or named the beneficiary, you will not be 

taxed on any part of the annual premium payments* 

The employer is allowed to receive the proceeds up to 

the amount of his investment before he faces any tax liabil** 

ity* Vlien the proceeds are paid to you, in form of retire

ment pay, the ea^loyer can deduct them as a business expense* 

You have to pay taxes on what you receive, but your 

income will probably be lov/er at that time. If you die be-

fox^ you have received the agreed number of payments, the 

first $6,000 of the remaining payments go to your family 

tax free.^^^'"'"^^ 
,.^ 

G. STOCK DIVIDENDS 

Stock dividends are becoming increasingly popular as 

a tax avoidance device* 

If stockholders receive a dividend in the same class 

of stock—common stock holders receive additional common— 

j^ 
"Cut Taxes—Save for Future," Business \ ,ek, 

February 23, 1952, p. 141* 
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the courts hold that the distribution is not taxable. If 

common stockholders receive a 3tock divident of preferred 

stock, the distribution is taxable* If a corporation has 

only one class of stock, distributions to any or all stock

holders are not taxable. 

Stock dividends cut taxes in this manners a corpora

tion has $2 million of earned surplus that it wants to 

distribute to its stockholders* If cash dividends are paid 

the stockholders will be required to pay ordinary income 

tax rates on the distribution* If the company has only 

common stock outstanding it transfers $8 million of earned 

surplus to its capital stock account and distributes $2 mil

lion of common stock to its stockholders as a tax-ft»ee div

idend* At a later date the stockholders sell the additional 

stock, paying only capital-gain rates. The difference be

tween ordinary income rates and the lower capital-gain rates 

offer quite a saving to the stockholder.^^ 

H* CREATION OF TRUSTS 

one smsCLl businessman protected his capital and 

provided financial security for his children by creating 

trusts. 

He transferred a small tract of coal land and another 

1^ ̂ «̂ '» street Journal. June 4, 1952, p. 1 
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pldt of land to the trusts with the assurance that tba trusts 

wuld Isase the coal property batik: to him* XJoOov the lease 

the boainesiiaan mined coal for five yesrs, on a royalty basis* 

The first year hm paid $80^000 In !?«RtaXs and royaltits, both 

tedwitlbSa trmB his taxabls ineom* 

tits Bursaoa of IMemal Raveaae cballeogsA tte didua<» 

tion OR the basis that it was a gift to his childrsR* 

The U* S* tttx Court agreed with the Bureau of Iixter«» 

sal Bsvsaui* The Cireuit Ccurt ov«rrulsd the Tax Court and 

atllswsd the dsdoetiott* 

This mthod night offer wonderful opportunities if 

cne has the prsperty and creates the trust properly* 

pi< 

' • . ; ' • ) : . - ^ ^ 

••¥4 '-^• 

1 • r"js^ A» ^-ur 
v«U.bfl*, -



CR^PTSR i n 

THE PARTNERSHIP 

Partnerships, as such, are not subject to income 

taxes* Each partner imist include in his individual return, 

his distributive share of taxable income appearing on the 

partnership return whether or not actually distributed to 

him. 

The Internal Revenue Code does not specifically 

define the term partnership. It does classify certain 

business organizations as partnerships. 

To constitute a partnership as Judicially de
fined, there must be (1) an association or Joining 
together of the parties to carry on a business enter
prise, which requires, of course* express or In^lied 
consent to the arraj5g«nent by all the parties vtho 
are partners} (2) a contribution by each of prop
erty or services; and (3) a community of interest 
in the profits.^ 

(̂ Many corporate owners are looking into the possibil-

ities of dissolving the corporation and setting up partner

ships. This could be done if there were a few stockholders, 

but it would be virtually impossible for some of the larger 

corporations to convert to partnerships. 

The main reason for this sudden Interest IA. the pos

sibility of lower taxes due to the nature of partnerships. ' 

Frank A* Dunn and Robert B* Mitchell, Federel Tax 
Com:s£ Clisw Yorki Prentice-Hall, Inc., 1052), pT~55517 

32 
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Suppose a corporation with three stockholders in 

1952 had a net incone of $18,000 before income taxes and 

salaries* The coz*poration has only three esqployees, the 

three stockholders. Each receives a salary of $4f000 a 

year* In coi^mtlng a corporation's net income, salaries 

are deducted. The compax^ pays taxes on $6,000. The 

sorporation's tax on $6,000 is $1,800. The present tax 

rate is 30% on income of $25,000 or less. The corporation 

pays a dividend of $3,000, $1,000 to each stockholder. 

Each stockholder must psy Individual income taxes on gross 

incoms of $5,000. For the purpose of illustration assume 

that each stockholder is married, has two dependents, takes 

the 10% standard deduction and files a Joint return, their 

coioiblned tax bill is $1,398* The combined Federal income 

taxes of both the corporation and stockholders will be 

$3,198, $1^00 plus $1,398. 

Now suppose these three Individuals had operated the 

business as a partnership. The partnership is not allowed 

to deduct salaries as an operating expense. Each partner 

would be taxed on one-third of the income of the partnership. 

The combined Federal income tax of the three partners would 

be $1,998. This would mean a saving of $1,200 in the total 

tax bill* This difference is due partly to the Government's 

double taxation of dividends distributed from earnings and 
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the tax brackets of individuals.^ 

A. ADVANTAGE OF PARTNERSHIP FOR TAX PURPOSES 

Sals s£, interests. v;hen an Individual proprietor 

aells his business he usually sells it as a single unit, 

but he cannot report it as the sale of a single unit, he 

must apportion the selling price between two classes of 

assets**-^'capital" or "ordinary". It would be a distinct 

advantage to the taxpayer if he could apportion the total 

sales price to capital assets, because of the capital-gains 

tax rate of 26 per cent coicpared to a much larger rate that 

would be applied for the ordinary assets—Inventories, etc* 

When a partner sells his Interest In a partnership 

he seHs a single unit, too, but he does not have to appor

tion the sales price between different assets. He pays 

the capital-gains rate of tax on the sale of hie interest*^ 

Capital giJaS m& im^m* '^^ partnership's and the 

individual's capital gains and losses are treated in the 

same manner. Each partner treats his distributable share 

of partnership capital gain or loss as his own individual 

capital gain or loss. 

In the case of a corporation's capital gains a 

^ Mil Street Journal. Jtine 18, 1962, p. 1. 
** "How to Soften the Tax Blow," Business ileek, July 

14, 1951, p. 73. 
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different method of Ĥ FH*'»'<ng capital gains is required. A 

corporation's capital gains may be offset by its own capital 

losses, but the stockholder cannot offset corporate losses 

against his personal capital gains* The corporation re

ceives the benefit of a lower effective rate under the 

alternative method on its net long«*term capital gains in 

excess of any net short-term capital losses, but the excess 

of long»tex*m capital gains will again be taxed to the stock** 

holder as ordinary income, where distributed by the corpor

ation as dividends.^ 

ftfltr^ ih^^m 03̂ 4 e^^g^-pyftffift %a^. Partnerships 

are not sUbJect to excess-profits tax levied on corporations. 

Partoerships are not subject to double taxation as 

are corporations. In the beginning of this chapter is an 

illustration on how three Individuals would save $1,200 

in income taxes by conducting their business as a partner

ship rather than as a corporation* 

Another advantage would be the use of a partners]:iip 

to split up Incoms among members of a family—a family 

partnership* Family partnerships are discussed in the 

latter half of this chapter. 

^ Frank A* Dunn and Robert B* Mitchell, Federal Tax 
Course {nam Yorkt Prentice-Hall, Inc., 1952), p* 3120* 
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B. FM1ILY P'OiTNERSHIP 

The Revenue vet of 1961 provided new ways of tax-

saving by the use of family partnership. After the act of 

1951 was passed family partnerships have become preferable 

to the closed corporation, f^om a tax standpoint* 

The introduction of income-splitting in Joint returns 

by the Revenue Act of 1948, has made the husband-wife part

nership unnecessary. 

Before the act of 1951 the Bureau of Internal Revenue 

often failed to recognize, for tax piu*poses, partnerships 

with children as a device to avoid taxes. Parents would 

transfer high bracket Income to children's low bracket of 

tax* 

P̂ flfî t̂ jlofi 9f a partfi^r. Under the 1951 law, a 

partner is recognized for tax purposes if he owns a capital 

interest in a partnership in i^ich capital produces Income 

to a major degree* 

Age is not a factor in the legal definition of a 

paartner. A yoxmg child is Just as eligible as an adult. 

How the family partnership saves taxes. You save 

money when you shift income from high tax brackets to 

lower tax brackets. For oxansplei Mr. Jones, a married 

man with one child owns a sole proprietorship that, nets an 

Income of $40,(X)0 a year. Mr. Jones changes the business 
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trom a sole proprietorship to a partnership and gives his 

son an interest that transfers $8,000 of business income to 

his son* 

For tax purposes the $8,000 becomes $6,600—the son 

is entitled to his own $600 exemption and at least an $800 

standard deduction, and the tax liability on the $6,600 would 

be $1,720 for 1962* 

The father loses the $600 exemption for his son un

der the partnership arrangement, but the tax savings en the 

$8,(X)0 will more than offset the tax value of the lost exen?)-

tion* 

The new law recpAlres that gifts of family partnership 

interests be respected, but the Bureau of Internal Revenue 

may question the gift* Is it a genuine gift? 

Any gift made within a family should be arranged so 

thst the following points can be prevent 

1* That the person making the gift is legally, 

mentally, con^etent to do so. 

2* That the one frtio receives the gift is legally 

competent to do so. There is no age qualification, only 

the legal cos^tonee reqairement* 

3* That absolute transfer of title and control was 

made* 

4* That the donee accepts the gift in good faith* 

Ordinarily, partnership incoioe can be split any way 
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ths partners a^res, but the Hsvanue Act rsstriots eOloeatloa 

sf laoeaMi anong the meadbsrs of a fasdly partnsrship* Ths 

act sat up thsss two rulss restricting ths allocation of 

ftelly partnership prsfitsi (1) the partner who aade the 

gift oust taks a raasonsble portion of the profits before 

thay are distributed to ths remaining partners and (2) the 

partner who reoeivad ths gift of the partnership interest 

cannot receive a greater share of profits than the portion 

attributable to hia capital* Ths rsstrlctions apply to ths 

inmsdiats faaiily 0*ouip only*^ 

A smi iho is operating a business aa a sola propria 

etorship may take his wifa nd childran into ths businsss 

with hiA as partners* If he has a wife and t̂ ô ̂ lldran 

hs makes an equal bona fide gift to each of them of a 26 per 

eant intsrest in ths businsss* 

A partnership agrasment is sntsrsd into with sash 

putting in his 25 por cent intarsst as capital and with each 

i^iaring in ths profits and losses in acoordanos with his 

sspital contribution* Ths donor of ths partaership Intsrasts 

may bs dssignatsd ths managing partner in the agrssaaintf and 

opsrata the businsss as hs did bafora* Ths only change would 

would bs ths name of ths businsss in order to show that it 

was now a partnsrship* 

If IMlt p* 84* 
^ '̂ Mite Your Boy a Partnsri" Business îBBkf DsosBft)sr 
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Assume that ths partnership, in its first ysar of 

opsrationa as sash, had a net incoms of $60,000* According 

to tho partnership agrsoaiaiit, sash partner's share is 

llSfOOO* Bsforo the Revocuo Act of IMl, this psrtnsrship 

would probably not hava bean recognised by the Bureau of 

Xntamal Revanus* Under the i^vsnus Act of 1951 ths part* 
*• 

nerchip will bo rocognisodf but the commissi oner will 

probably change ths allocation of inooms* He would give 

the psrtnerHMuiagar a roasonsble Ba:}Mry and than distributs 

ths ramaindsr of the Inoom among the four partners* 

v., I . 1: 

tmmmmmm i 11 wmmmmmm 

6 BosSr ^ OisifMrgori '̂ ZBOOM splitting and vanily 
Btt'̂ MfShipSa" Sgg^, ^ T^ MM^ins* 30»7, 3o^9% 1̂ 621 



CHAPTER IV 

THE CORPORATION 

The ordinary business corporation is subject to 

three taxest normal tax, surtax, and excess profits tax. 

Although most small corporations are exempted trom the 

excess-profits tax by the $25,000 specific exemption, many 

large corporations are subject to it and In addition, a 

special surtax may be imposed upon corporations improperly 

accumulating surplus. 

Many organizations, according to income tax law, are 

taxed as corporations. Such organizations as Joint stock 

companies, business trusts and sometimes a limited partnez^ 

ship may be classified as corporations, depending upon 

their characteristics. 

Some corporations are either \^olly exeixpt or par

tially exec^t. Such corporations as Fraternal Benefit So

cieties, churches, and cemetery coa^anies are wholly exempt. 

Partially exempt corporations must pay a tax on net 

incoms over $1,000. These Include labor organizations, 

charitable or religious organizations, etc."*" 

Frank A. Dunn and Robert B. Mitchell, Federal Tax 
Course (New Yorki Prentice-Hall, Inc., 1952), p. 31037 

40 
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A* THE SA1£ AND I£/..x£-B\CK 

f In the sale and lease-back arrangement a corpora

tion needing working capital, sells its property—often to 

a non-profit institution—and leases it back for a long 

period of time. This arrangement will usually provide 

more net capital than other forms of debt financing. 

In high excess-profits tax years, corporations may 

I find six advantages In the sale and lease-back deal: 

1. Rent payments are fully deductible under the 

leases* 

2* The depreciation deduction is not permitted 

after the property is sold, but the rental payments could 

easily be more than the depreciation deduction. The ẑ ental 

deduction runs for the lease period* 

3. It is legitimate for the lease to require the 

tenant to pay such deductible expenses as: real estate 

taxes, alteration costs, rspairs, and maintenance costs. 

4. The Bureau of Internal Revenue arguments over 

the depreciation allowance is eliminated. 

5. Profits on the use of the cash secured by the 

sale of the property may more than compensate for the 

interest figured in the rental* 

6. The rental payments include a deduction for 

underdeveloped land, otherwise depreciation is not allowed 

on the land. 1 
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There are two factors Involved in sale and lease

back arrangements; (1) deductible loaa and (2) rental 

deductions. 

Deductible loss. Here is an example of how one 

corporation used the aale and leaae-back deal to establish 

a deductible loss. 

The corporation owns some property that is required 

for its business. The property has a book cost of $120,000, 

but the value has declined and it is now worth $30,000. 

The corporation sells the property for $30,000 and immed

iately leases it back for 20-25 years. The con̂ pany lost 

$90,000 in the transaction which is deductible in f\illf 

and if the corporation is in the higher excess-profits 

bracket, the cut in taxes would be considerable. 

This sale must be able to stand up under the Bureau 

of Internal Revenue scrutiny. 

Î ental deduction. The A. B. C. Corporation has a 

building vyorth $150,000 that it uses in its business. The 

company deducts the annual depreciation on the building. 

The land has increased considsrably since it was acquired 

by the A. B* C* Company* The present value of the land 

and building combined is $250,000. The corporation under

takes a sale and lease-back* It includes in its figures its 

annual rent, $25,000 for the valize of the land, which, under 

the tax law, could not have been amortized* 
I - -
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Ths oompany pays a capital-gains tax on the profit, 

but over a eriod of years the rental deductions will more 

than offset the tax paid* 

This t3rpo of deal was curtailed by recent tax laws* 

Under certain conditions the rento from such an arrango* 

ment are taxable to the charity landlord* If the corpora

tion can still find a buyer, this type of transaction still 

offers great possibilities for tax avoidance.^ 

B* CXM^IHE A LOSING BUSDTKSS ^̂ TTH A PROFITABLE ENTERPRISE 

( Recently many business men have been looking for 

ooiŝ anleft with a record <xf operatii^ lassos* Unprofitabls 

mapOBioB were popular during v/orld War II and thay are 

boooming incroaslngly popular now* The reosonlng behind 

this sudden intarsst in coiiimnies v/ith a record of opera

ting losses is the tax reducing factor* Combine a losing 

business with a profltablo businsss and uss the tax deduc

tions of ths former to offset the taxable Incoms of ttva latter* 

Businessmen who engage in this type of transaotlon 
I 

should consult saotion 129 of the Internal Revenue Code* Ths 

Coanissionar of Internal Revenue may disallow any tax bens«> 

fits resulting tnm this type of transaction if the principal 

purposs of ths transaction was to evade or avoid tax* 

2 
"Lose V.ith Profit," Business v;sek, May 6, 1951, 

p* 83* 
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If (1) amy person or persons acquire, on or cifter 
October 8, 1940, directly, or indirectly, control of a 
coz*poration, or (2) any corporation acquires, on or 
after October 8, 1940, directly or indirectly, property 
of another corporation, not controlled, and the princi
pal purpose for which such acquisition was made is 
evasion or avoidance of Federal income or excess-profits 
tax by secluding the benefit of a deduction, credit, or 
other allowance vdiich such person or corporation would 
not otherwise enjoy* then such deduction, credit, or 
other allowance shall not be allowed. Control means 
the ownership of stock possessing at least 50 percentum 
of combined voting power and at least 50 percentum of 
total value of the stock of the coxier ation.'̂  

The U. S* Tax Court has taken the position that if 

the loss corporation retains its basic Identity it would be 

entitled to its tax credits. 

Two businessmen acquired a glove manufacturing cor

poration, moved the coinpany's plant, and changed the type 

of article manufactured. They also renamed the corporation. 

The later corporation used net operating losses incxirred 

by the corporation in its glove manufacturing bualness to 

offset Income of the new type of business. The Commis

sioner of Internal Revenue disallowed the deductions* In 

this case the U. S. Tax Coiu*t overz*uled ths Commissioner. 

The Court held that although the company's name had 

been changed, the operations of the company were still 

under the corporate charter of the glove coc^any. They 

concluded that the corporation was the same taxpayer. 

?atsmal Rsvenus Cods (New York: Prentice-Hall, 
, p* 1196* 
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This case was ruled on before section 129 became 

effective, but the court said that it was doubtful if the 

section would have altered the decision. 

Many tax men believe that this decision makes it 

safe to Eoerge a pzH>fitable corporation into a loss corpor

ation* 

Hie principal reasoning behind this theory is that 

the loss company doesn't secure any benefits that It did 

not have before. 

The courts have generally held that when a loss 

corporation is absorbed by a profitable corporation, ths 

two corporations are different taxpayers and the profitable 

corporation may not use the benefits received by the trans

action* 

C. DOING BUSINESS AE30AD 

Many corporations find that it is advantageous to 

do business abroad. Below are listed five tax saving 

ways to do businsss abroad* 

1. Corporations organized in a foreijn coiuitry 

doing business abroad* 

2. Corporations organized in U* S* to do at least 

95% of its business abroad* 

"[all Street Journal. May 28, 1952, p. 1* v;; 
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3* Corporations organizsd in U. S* to do business 

elsowhsre in the ̂  estem Hemisphere—western Hemisphere 

Tr&de (Corporations* 

4* Corporations organized in U* S* doing business 

in certain U. S. possessions. 

5* Corporations organized in U. S. under the Oiina 

Trade Act to do bualness in China. 

The tax advantage of doing business abroad has been 

emphasized in the last 10 years by the huge Increase in 

United States investments abroad. 

("The amount of United States investments abroad has 

increassd from $12j billion to more than $19 billion in 

the past 10 years. This rŝ l̂d growth is likely to continue 

due to the high tax rate on domestic corporations and \mder 

the in5)etus given by Economic Cooperation Administration 

and Mutual Security Agents Projects for spending billions 

of dollars in European recovery. 

^ Many U. 3. manufacturers have turned from exclusively 

domestic trade to selling their products abroad* 

There are at least six possible ways, five of them 

tax saving, to organize for doing business abroad* 

Nonresident foreign corporations. The companies 

are organized outside the United States, to do business 

anywhere in the vvorld* The companies pay no U. S. tax 

file:///mder
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on income from foreign business. 

Ths sale of goods must bs mads in a foreign country 

to bs exempt from U* S* tax. The sals is made at the loca

tion where the seller surrenders all right, title, and 

interest of ths merchandise to the buyer. 

Companies that qualify as a nonresident foreign 

corporation are not subject to a tax for unreasonable 

accumulation of income* 

Subsidiaries. If the company in this group is a 

subsidiary of a domestic corporation, dividends received 

by the parent company are subject to normal tax and surtax, 

but thay are taH exempt from the excess profits tax. 

The parent may also claim a portion of foreign taxes 

paid by the subsidiary.^ 

Trading mostly abroad. These corporations are 

organized in the United States, but at least 95 per cent 

of their income ic derived from soiuHses abroad. 

Domestic corporations, 95 percent of whose gross 
incoms for the throo**year period preceding the close 
of the taxable year (or such part as the corporation 
was in existence) was derived from sources vrithout 
the United States and 50 percent of whose gross income 
is derived from the active conduct of a trade or busiw 
nsss are specifically exempt from excess-profits tax.^ 

^ "Clashing in on Foreign Trade," Business week. 
March 8, 1952, p* 120* " ^ ^ 

^ Frank A. Dunn and Robert B* Mitchell, Federal Tax 
CfiHSSt (How Yorki PranUco-Hall, Inc*, 1952, p. 3603* 
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These corporations are exeapt from excess-profits 

tax, but they are subject to normal tax ond sxû tax and for 

the penalty tax on unreasonable accumulation or earnings. 

Dividends received by the parent of a subsidiary of 

this type are exsnqpt from excess-profits tax and they are 

allowed an 85 per cent credit for normal tax and surtax 

oofi^utations* 

Foreign tax credit. Corporations in this group are 

also entitled to credit from taxes paid to foreign countries* 

The taxpayer may treat the taxes paid to a fox*eign country 

as a credit or as a deduction, but he may not do both. Ths 

tajqpayer is entitled to change the election to treat a for

eign tax as a credit or as a deduction at any time prior to 

the running of the statute of limitation* 

Such credit against its income tax however, may 
not exceed that portion of the tax which the corpora**-
tlon*s normal tax net Income from the foreign soiirce 
bears to its entire normal tax net Income for the 
same year** 

This lisiitatlbn does not apply when you are taking 

the foi'oign tax as a deduction instead of a credit* Ths 

deduction might also be preferable when the corporation has 

a net loss. It Increases the carryover loss that can be 

applied to income of previous and subsequent years. A credit 

in a loss year would bo wasted, since you have no tax lia

bility to apply it against* 
• ^ 

IblA^f P* 3903* 
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Western Hemlsphare Trade Corporations* The Western 

Hamisphsrs Trads Corpcr ation is enUtled to a flat 27 per 

cant credit in coâ niting both normal tax and surtax* 

Western Hemisphere Trads Corporations are not subject 

to excess-profits tax. 

To qualify in this group a corporation must meet the 

same requirements as the corporations trading mostly abroad. 

They must meet the 95 per cent foreign gross income test and 

90 per cent or more of gross incoms must be derived from ac

tive conduct of a trade or business, instead of a 50 per cent 

minimum z*equired for the coz*pcrations doing business abroad* 

All of the businsss xmist be done in the Western Hemisphere.^ 

A Western Hemisphere Trade Corporation is a dom
estic corporation doing businsss entirely in North, 
Central, or South America, west Indies or Newfound
land, with at least 95 per cent of its groaa income 
derived from sources outside the D. S., and 90 par 
cent f̂ rom active trade or business*^ 

Ths only way most domestic corporations can mset the 

95 per cent gross income rule is to set up a new coâ ŝny to 

engage in foreign trade. One must be careful about the rela

tionship of parent and subsidiary* 

The Bureau of Internal Revenue insists that salss 

among such companies be booked in line with prices charged 

to other buyers* 

'"Cashing in on Foreign Trade," Business Week^ 
March 8, 1952, p* 520. 

^ Frank A. Dunn and Robert B. Mitchell, Federal Tax 
Course (How Yorki Prontico-Hall, Inc., 1952), p. 3119* 

T t \ A S TE^H>.aLC ' ICU. COULEGE UBii-VRY 
^AiBBOCK, TEXAS 
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The bsst method is to set up part of the enterprise 

as a separata entity, each paying its own expenses and is-

siuoing a fair share of Joint costs such as admlnistrativs 

overhead* 

Corporations doing business in U* 3* Posssssions* 

The corporation that is qualified as a company trading 

mostly abroad or as a western Hemisphere Trade Corporation 

may also be qualified for this group* It may be an advan

tage if a company can qualify for this group. 

This cofl^ny is a domestic corx)oration that conducts 

the majority of its business in one U* S. possession* They 

pay tax only on income from sources within the United States 

and on amounts received in the United states. 

To qualify for this privilege, a company must derive 

at least 80 per cent of gross income from a single United 

states possession over the past three years, and 50 per cent 

or more of its gross incone must come from active conduct of 

a business or trade within that possession. 

The possessions on the list are Wake, Midway, Johnson 

Islands, American Samoa, Chiam, Puerto Rico, The Canal Zone, 

and several other small island groups in the Pacific. 

It is possible that one of the companies would v/ant 

to change its qualifications and do business as a different 

typo of corporation* 
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A corporation that qualifies as a con^pany doing 

business in a United States possession may also qualify as 

a v;estem Hemisphere Trads Corporation if 80 per cent of its 

gross earnings come from the Canal '.ono or Puerto Rico and 

an additional 15 per cent comes from any other westsm Hemi

sphere Country except the United States. This would satis

fy ths 95 per cent gross income requirement* 

All income trom the 80 por cent possessions v/ould be 

tax free, from U* S., and the balance of income would be re

duced by the 27 per cent Western Hemisphere Trads Corporation 

credit before computing normal tax and surtax* 

To fit in the group doing business in U. S* posses

sions, a corporation must derive 80 per cent of its gross 

income from only one possession, but the added 15 per cent 

requirement to put it also in the Western Hemisphere Trads 

Corporation group can be derived from income of several 

countries* 

A corporation operating in a possession of ths 

United States may also qualify as a corporation doing at 

least 95 por cent of its business abroad if 95 per cent of 

its earnings come from one possession, or if at least 80 

por cent come from one possession and ths other 15 per cent 

comes from any other foreign country* 

<?hina Trads Corporations* These con^anies are set 

up under spscial legislation fcr the China trade. 
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Het income received from China is credited against 

net income in coasting normal tax and surtax. 

These cos^panies might offer groat possibilities 

under settled condiUons*-^ 

10 
"CashlAg in on Foreign Trade," Businsss v/ook̂  

March 8, 1952, p* 520. 



CHAPTER V 

TAX ADV\NTAaES AND Dia\DV/\NTA<aBS 
IN A PROmiETCRSHIP, PARTNERSHIP AND A CORPORATION 

A. (mSSRhh ADVANTACSSS AND DISADVANT̂ VGES 

TO dstermins which form would resiilt in ths least 

azuQual tax| compare, (a) the total incoma taxes of the 

partners and (b) the sum of the Inooma and excess^profits 

taxes on the corporation and the total ineoais taxes on 

ths stockholders* 

In computing tho taxes the following must be taken 

into considaration: 

1* The income of Individual proprietorship and 

pai*tnarship is taxed at individual rates, regardless of 

xi^ther left in ths business or distributed to the individ-

tials* Salaries are not allowod as a businsss expense* 

2* The3*e is a double tax on corporations—the tax 

on tho corporation plus the taxes on the stockholders* Sal

aries paid to stockholders are deductible to ths corporation 

and Incoi&s to the stockholder* Dividends are not deductible 

by ths corporation but thoy are income to stockholders, and 

are therefore taxed twics* 

3* Salary and dividend policies of a corporation 

cannot bo boMd ontiroly on what tho stockholders want* Sa> 

ariaa are dsduotibla by the corporation only to ths sxtsnt 

53 
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that they are reasonable. A penalty surtax may be im

posed on unreasonable accumulation of earnings, there

fore, the corporation may be required to pay dividends. 

Sale of Interests. When an individual proprietor 

sells his business he usually sells it as a single unitf 

but he cannot report it as the sale of a single unit, he 

must apportion the selling price between two classes of 

assets—"capital" or »brdinary". It would be a distinct 

advantage to the taxpayer if he could apportion the total 

sales price to capital assets, because of the capital-

gains tax rate of 26 per cent contpared to a much higher 

rate that wotxld be applied for the ordinary assets, inven

tories, etc. 

Whan a partner sells his interest in a partnership 

hs sells a single unit, too, but he does not have to ap

portion ths sales |»*ice between different assets. He pays 

the capital-gains rate of tax on the sale of his intsrest 

in the partnership.'^ 

Capital-gains and losses. The partnerships and 

the individuals capital-gains and losses are treated in 

the same manner. Each partner treats his distributable 

1 
"How to Soften the Tax Blow," Business ̂ veek. 

July 14, 1951, p. 73. """^ 
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share of pasrtnerships capital-gain or loss. 

In the case of a corporation's capital gain a diff

erent method of handling capital-gain is required. A cor

poration's capital-gains may be offset by its own capital 

losses, but the stockholders cannot offset corporate losses 

against his personal capital**gains* The corporation z*eceives 

the benefit of a lower effective rate under the alternative 

metliod on its net long«*term capital-gains in excess of any 

short-term capital losses, but the excess of long-term cap

ital gains will again be taxed to the atockholdsr aa ordin-
2 

ary income vihere distributed by the corporation as dividends. 

gt̂ f̂fgil̂  14̂ ^ f9ym Qf l>uff̂ eff§. The tax liability 

arising f^om a change in the form of business will vary 

dspsnding upon many factors—the extent to v/hich business 

assets have depreciated or appreciated in value and the use 

of tax avoiding methods* 

No recognized gain or loss need be entailed in a 

transfer f^om a partnership to a corporation if the non-

roeognition provision is complied with. But a transfer 

trom a corporation to a partnership always results in a 

rooognizod gain or loss. 

2 

Course (Now York: Prentice-Hall, Inc., 1952) 
Frank A* Dunn and Robert B* Mitchell, Federal Tax 

, p* 3124* 
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Transfer from a partnersliip to a corpowation* There 

is an imaiediate tax advantage to partners when assets that 

have appreciated are tjransferred to a corporation. The ef

fect of such transfers may merely defer taxes. If ths cor

poration sells the appreciated assets they retain the saats 

basis as they had to the partners. 

Partners do not enjoy any immediate tax advantage 

vdisn dsprsciated assets are transferred to a corporation. 

If the loss was recognized, the partners would be able to 

offset the losses against either ordinary incoaie or capital* 

gains depending upon the nature of the assets transfsrrod* 

^a^f^r frofl^ ̂ cor]:>Qrâ 3rQA ̂ ,0 a paytnyshl^p* A 

corporate liquidating dividend is incurred when assets are 

transferred from a corporation to a partnsrship* 

All gains are regarded as capital-j^ins, either 

i^rt*-term or long-term* 

A long»range tax advantage may occur, because the 

partnership's basis of the transferred assets is the value 

at ths time of liquidation* 

An immediate tax advantage may arise when depreciated 

assets are transferred by the corpcration to the partnership 

if the shareholders are able to utilise their capital losses 

^ Ibid*, p* 3125. 
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currently or in future carry-over years to offset capital 
4 

gains .̂  

B. SAIE OF COMPANY 

Investigate ths possibilities, when you start filing 

tax data on the sale of your business, of a transaction that 

will save you taxes* 

There are several places in the tax laws where the 

tax payer may make a choice in coiiq>leting a business trans

action* 

There are often several legitimate ways to report 

a specific transaction* If you choose the proper one it 

can mean the difference between paying a large tax and paying 

a small tax or none at all. 

There are three different sets of rules, dex>ending 

on toother the business is (1) a sole proprietorship; (2) a 

partnership; or (3) a corporation* 

P^nrietorship* When an individual proprietor sells 

his business he usually sells it as a single unit* But he 

cannot report it as the sale of a single unit, he must ap

portion the selling price between two classes of assets— 

"capital" or "ordinary"* It would be a distinct advantage 

to the taxpayor if he could apportion the total sales pries 

^ Ibid.f p* 3125. 
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to capital assets, because of the capital-gains tax rats of 

26 per cent C0BQ)ared to a much hi£^r rate that would bs 

applied for the ordinary assets—inventories, etc* 

The seller should examine each asset to determine 

vdiethar the gain or loss from the sals Is "capital" or 

"ordinary"* 
5 

Aasets may be compared with the following table. 

1* Ordinary 
Asset 

m^ 

EXAMPI£S 

2^ Carrityal Asset 

Stock in trads 

Property includsd in 
inventory. 

Land, buildingf and 
other depreciable 
property used in the 
business axid hold 
less than six months. 

I 

TJaiE 

Stock, bonds* and 
other seciu^ities— 
except v^en they are 
part of the stock in 
trads of a dealer. 

land, buildings, and 
other property not 
used in the business. 

(Goodwill 

Accounts and notes 
receivable and trade 
acceptances arising 
trom salss. 

TAX STATUS 

Sales of these 
assets result 
in ordinary In-
0080 or loss. 
(kilns are taxed 
in ftai. 

Losses are deduc
tible in fun* 

aaioB or tneso 
assets always 
result in capital 
gains or losses 

^ "How to Soften ths Tax Blow," Business Week. 
July 14, 1961t p. 73. 



3* Daprociable 
Assets 

Landf buildings, and 
doprsoiable property, 
used in trade or 
businsss and held 
more than six months* 
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If sale results 
in a gain, it is 
treated as a cai?-
ital gain, but 
if sale results 
in a loss* it is 
deducted in full. 

Ordinary gains or losses are treated Just as x*egular 

businsss incoms* Gain or loss from the sale of a capital 

asset is subject to the capital-gains tax of 26 per cent* 

The seller would come out best taxwise if he could 

allocate all of his gains to capital assets and all of his 

losses to ordinary assets* If this is done, the Bureau of 

Internal Revenue can refuse to accept it and may substitute 

its own allocation* The seller should draw up a detailed I 

contract of aale enumerating the caah, accounts rocoivablo, 

inventory, goodwill, etc. If this contract is drawn up in 

good faith, the Bureau of Internal Revenue will usually ac-* 

copt the allocation as made by its content* 

One way to avoid taxes is to transfer the business 

to a corporation, tax-f^s, in sxchangs for corporate stock* 

If ths individual sells the stock at a later date he may take 

a capital gain on ths entire profit—corporate stock is a 

capital asset* If the transfer was made in anticipation of 

inaodiate sale of the stock, the Bureau of Internal Rsvsnuo 
6 

say challenge the validity of the transaction* 

6 
Jl2iA*, p* 24* 
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£a£iaS2:ghi2* until 1950 the Bureau of Internal 

Revenue has argued that the sals of an interest in a part

nership involved the same :)rinciple8 as the sale of a sole 

proprietorship* The courts continued to hold that the sals 

of an interest in a partnership was a sale of a capital 

asset arul the Bureau finally agreed. 

The case of the Commissioner of Internal Revenue 

V. Max Sharipo in 1950 was one of the factors that mads the 

Bureau change its way of reasoniz^. 

Sharipo sold his partnership Interest, at a profit 

to one of the other partners. He reported the entire profit 

as the sale of a capital asset* The Bureau of Internal Rev^ 

enue contended that when a partner sells his Interest in a 

partnership, he merely sells his share of the partnership 

assets* The ^jreau atten^ted to apportion the assets be

tween "ordinary" and *'capital" assets as it would in the 

sale of a sole proprietorship* 

A U. S. Court of Appeals decided in favor of the 
7 

taxpayer and allowed the capital gain taken by him* 

The Bureau now takes the position that the sale of 

an intsrest in a partnership is the sale of a capital asset* 

An individual partner's interest in a partnership 
is a capital asset. Thus, the sale of a partner's in
terest in a partnership constitutes the single sale of 
a capital asset, and should not be treated as the sale 

'̂  Ibid.y p. 76t 
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Of the partner's share of tlie individual assets (such 
as land, buildings, fixtures* Invsntory, accounts re
ceivable) coĵ prising the partnership business. Note 
that this rule is opposite in effect to the rule gov-
ernijag the sale of a business as a whole vdilch applies 
to sols proprietors*^ 

If ths partners in a business sell the entire part

nership, different methods of sale my have different results< 

This is shown by the decision in the Luhrs case* 

Mrs. Luhrs and her family operated a businsss as 

partners. They sold the partnership to outsiders. Ths 

transaction was carried on entirely in terms of a sals of 

ths partnership Interests of the family. The partnsrship 

hams was not transferred* 

The fsmily reported the transaction as a sale of 

capital assets, but the Bureau of Internal Revenue contested 

the treatment. The Tax Court overruled the Bureau and held 

that the Luhrs had actually sold interests in the partnerships 

Ths court cited another case, where due to the negotiations 

BX^ contract of sals, it had ruled that the partners' inten

tion had been to sell assets rather than their interests in 

ths partnership* 

Corporation* Corporate stock is a capital asset* 

Ths seller of an Incorporated business has no problem of 

allocation if he sells the stock. Purchase of stock may 

**How to Soften the Tax Blow," Business Week* 
JUly-a4f 1961^ p* 76. ^ 
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involve extra taxes for the buyer. Buyers may not be willing 

to handle a transaction in that manner. 

A double tax liability is imposed when the corporate 

assets are sold—the corporation pays a tax and vhen the cor

poration is liquidated and the cash is distributed to the 

stockholders, they must pay a capital gains tax, en the dif

ference between the cost of their stock and the amount they 

|»eceive in liquidation.^^ The first tax may be avoided if 

the corporation distributes the assets in kind to the stock 

holders. 

If the corporation does not sell the assets, but 
distributes the property to the stockholders in com
plete or partial liquidation of their holdins and the 
distributed property is sold by the stockholders, only 
one tax or deduction is involved—tax or profits rea
lized by the stockholders, or the deduction of the loss 
to the stockholder.il 

C. OPERATING A FAMILY BUSINESS 

Many small business men may find angles to avoid t€uces 

if they choose the right type of business. Ths family busi

ness provides a good example. The chart on page 63 gives an 

example of the differing effects of taxes, in terms of three 

types of business organization—proprietorship, partnership, 

and corporation.-^^ 

^^IteifiM P- 76-
^ Frank A. Dunn and Robert B. Mitchell, Federal Tax 

bourse (New Yorki Prentice-Hall, Inc., 19fip), p. 3113. 
•^ "How to Save on Taxes,** U. S. News and World 

Reporty May 30, 1952, p. 62. "" "" 

http://stockholder.il
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HOW TO OPERATE 

As a Proprietorship? 

Husband (owner) 

Wife (employee) 

Son " 

Daughter " 

Tota l s 

As a Partnership? 

Husband (owner-
employee ) 

Wife " 

Son " 

Daughter " 

Tota l s 

As a Corporation? 

Husband (Stockholder-
employee 

Wife ' a 

Son •* 

Daughter " 

Corporation " 

Tota l s 

E\Hi:î TGS 

Salary ij5,000 

P r o f i t 30,000 

Salary 6,000 

Salary 6,000 

Salary 6,000 

$60,000 

Prof i t$12,600 

" 12,600 

" 12,600 

" 12,600 

$60,000 

Salary $6,000 

6,000 

6,0()0 

6,000 

P r o f i t 30,000 

$50,000 

TAX 

$15,624 

1,062 

1,052 

$17,628 

$ 3 ,754 

3,764 

3,764 

3 ,764 

$16,016 

1,062 

1,062 

1,062 

1,062 

10,100 

$14,308'^ 

EAHIilNGS 
AFTER TAX 

324,476 

3 ,943 

3 ,948 

$32,372 

$ 8 ,746 

8,746 

8,746 

8,746 

$34,984 

$ 3 ,948 

3 ,948 

3 ,948 

3 ,948 

19,900 

$35,692* 

^Assumes all profit is left in the business. If profit is 
all paid out in dividends, on which stockholders are taxed, 
total taxes become $20,974, and earnings after taxes $29,026. 
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Ths fsaily business used in this example has an 

annual net income, before taxes, of $50,000. Four members 

compose the family business group, each dravr a salary of 

$5,000 a year* 

QperaUng as a proprietorship. This firm will pay 

out a l&nse percentage of its earnings for taxes, due to 

ths fact that the proprietor and his wife will pay on their 

$40,000 income—the company's $30,000 in profits and a 

$5,000 salary for each* According to the chart on page 63 

the proprietor and his wife must pay $15,625 of their $40,000 

income in taxes. After taxes on the salaries of the son and 

daughter, the company keeps only $32,372 out of its $50,000 

income. 

Operating as a partnership. The family must still 

pay taxes at individual Incoms tax rates, but the $50,000 

in profits will be divided equally among the four mesibers of 

the family. 

By transferring the family business from a proprietor

ship to a partnership, the family will save $2,612 in taxes* 

The proprietor who trcmsfers his business to a part* 

nerahip, may have to pay gift taxes if he makes gifts of the 

interests to the members of his family* 

Gift taxes are much lower than income tax rates and 

the amount paid out in gift taxes would be offset in later 



years t^ tax savings resulting trom the transfer* 
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Ooarating as a corporation. If tho family leaves 

the corporats profits in the corporation, the family bus* 

insss will be taxed at lower rates* If thsy taks ths profits 

out of ths family business thsy will pay a highsr rate of 

taxes* 

If the family leaves ths earnings in the businsss 

thay will kaop $3,320 mox>e of its incoms than if it were a 

propriotorship*^^ 

13 
Ibid** p* 65* 



CHAPTER VI 

ESTATES 

Jjfi^ F^d^ra^ Eptat^ yay. Two Federal Estate Taxes 

are actually Imposed, the Basic Estate Tax and the Addi

tional Estate Tax. The purpose of the Basic Estate Tax is 

the coa^utation of the amount of credit allowable for estate, 

inheritance or death taxes paid to the states and to foreign 

countries. A specific exemption of $100^000 is allowed for 

the purpose of computing the Basic Estate Tax. 

The estate subject to the Basic Estate Tax is also 

subject to the Additional Estate Tax* A specific exemption 

of $60,(X)0 is allowed for the purpose of confuting the Addi

tional Estate Tax* 

Ths following two charts give the Estate Tax rates on 

estates not exceeding $5(X),0(X)*̂  

Basic Estate Tax Rates 

1 percentum of the amount of the net estate not 
in excess of $50,000| 

2 percentum of the amotmt by which the net estate 
exceeds $50,000 and does not exceed $100,000$ 

3 percentum of the €uax>unt by which the net estate 
exceeds $100,000 and does not exceed $200,000$ 

4 percentum of the amount by which the net estate 
exceeds $400,000 €Lnd does not exceed $6(X),000* 

•^Internal Revenue Code (New York: Prentice-Hall, 
Inc., 19617, P* 1801. 
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Additional ; 

If the net estatte is: 

Not over $6,000 

Over $5,000 but not over 
$10,000 

Over $10,000 but not over 
$20,000 

Over $20,000 Taut not over 
$30,000 

Over $30,000 but not over 
$40,000 

Over $40,000 but m>t over 
$50,000 

Over $50,(XX) but not over 
$60,000 

Over $60,000 but not over 
$100,000 

Over $100,000 but not over 
$250,000 

Over $250,000 but not over 
$500,000 

state Tax Rates 

The tenative tax shall bei 

Z% of the net estate 

$160, plus 7;J of excess 
over $6,000 

$60Ĉ  plus li;5 of excess 
over $10,000 

$1,600* plus 14% of excess 
over $20,000 

$3,000. plus 18% of excess 
over $30,000 

$4,800* plus 22% of excess 
over $40,000 

$7,000, plus 25% of excess 
over $60,000 

$9,500^ plus 28% of excess 
over $60,OCX) 

$20,700^ plus 30% of excess 
ovisr $100,000 

$65,700, plus 32% of excess 
over $250,000 

A. ESTATE PLANNING 

Planning the estate means the preservation of ths 

estate, not for the owner but for those who he wishes to 

Isavo it to after his death* The tax aspects of estate 

planning is the only objective presented in this study* 

Individuals wishing to plan their estate may be 

divided into three classes, depending upon the size of the 
estate. 
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Estates Oft trom ^1 million upward. There are a very 

few estates of this size in the country. After an estate 

reaches $1 million, the rates rise until the government is 

taking as much as 77 per cent*^ 

Owners of estates this large must have the advice of 

a private staff of tax lawyers, property lawyers, invest

ment cotmsellors, accounting advisors, etc. to maintain such 

an estate. The estate would be planned for the future by 

these experts* 

Estates of from $100^000 to $250*000* The main prob

lem of people in this estate bracket, is to make certain that 

their testamentaxy wishes are wisely accoo$>lished within the 

framework of the estate and gift tax exemptions and exclu

sions* Particular attention should be devoted to removing 

property trom the estate by "intervivos" gifts. 

The estate tax on a net estate of $200,000 would be 

$32,700. If the person gave away ons-half of the estate by 

Oroating a legal trust, he would save about $28,000 in es

tate taxes and pay a gift tax of only $19,000—a net saving 

of over $26,000. This would leave an estate tax liability 

Of approximately $4,700. With this comparatively small tax 

Hugh C. Beckford and Robert M* Weston, "Planning 
the Estate," Taxes* Jhe Tax Magazine, 30-7, July, 1952, 
p* 627. 
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liability it might be wise not to attea^t to avoid taxes 

further. 

Estates of from $250^000 t^ ^\ miyir^p. in this 

bracket, the tax burden becomes large enough to deprive an 

individual's beneficiaries of the very protection that is 

paramount in his mind. The tax on an estate of $500,000 

amounts to approximately $126,600. If a man's estate con

sists entirely of a going business concern and he has not 

planned his estate, raising $126,000 might bankrupt the 

business. 

Example of estate-planning. Jim Brown has accumu

lated a net estate of $500,000 also, he has decided to plan 

his estate with the aid of an expert tax consultant* 

Jim Brown's business is a corporation and he owns 

all of the stock. The net earnings are about $50,000 a 

year* The stock of the corpcration has an estimated value 

of $460,000* The company has a bank balance of $60,000, 

ffeich is the major part of its working capital* If ths 

bsneficiaries withdrew any more than this it might ifl̂ >air 

the business* 

Jim has drawn enou£^ salary through the years past 

to live comfortably* He has a horns that is valued at $60,OCX)* 

Hs carries $60,000 in life insurance which is payable to his 

wife. His gross estate would be valued at $580,000. The 
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cost of administering his estate will amount to $45,000, and 

he has debts of $35,CX)0* Accordingly, his net estate can bs 

estimated at $500,000* If Jim does not plan his estate and 

leaves it all to his children, the estate tax will amount to 

$126,600. The Immediate payment of such an amount will re

quire the liquidation of corporate assets, which are esssn-

tial to the business, and the result may be a forced liqui

dation of the corporation. 

Before undertaking the task of planning the eatate 

the tax consultant must know Jim's life snd family as wall 

as his assets* 

In estate-planning three factors must be oonsidsredt 

(1) the lack of liquidity of the estate, (2) the desire to 

protect the family, and (3) the desire to continue the bus

iness with the least possible disruption* 

By estate-planningf these and similar problems can 

be solved. The amoimt of estate tax payable on Jim Brown's 

death can be sharply z*educed. His affairs can be put in 

such order that he is relatively avro of perpetuation of 

the family businsss in the hands of his beneficiaries. The 

assets in the estate need not be sold at forced sale prices 

to meet taxes* 

B* WORKING TOOLS THAT MAY EE USED IN ESTATE PL'JWNINS 

i* A gift "inter vivos" literally, 
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is one between ths living, idiere one person makes a gift to 

another* 

Under the present law, the donor may exclude the 

first $3,000 of gifts made to any one donee during the cal

endar year. Thus if a donor in 1952 made individual gifts 

of $3,000 in cash to each of 10 relatives (total of $30,000), 

there would be no gift tax liability unless the donor mads 

additional gifts to the same relatives in the same calendar 

year* The Individual exclusion is an annual allowance. 

In addition to the annual individual exclusion the 

donor Is allowed a specific exsi^tion of $30,000 against 

ths total amount of his gifts. This exclusion may be used 

only once*^ 

There are two main tax advantages in making giftst 

^ 1* Assets are removed from the high brackets of 

estate tax even if the individual exclusion and the specific 

exsfl^tions are excssded, gift tax rates are lower than es

tate tax rates. For Instance the gift tax liability on 

$100,000 would bs much lower than ths estate tax liability 

of the same amount* 

2* Gifts remove the income of ths property from ths 

donor's high income tax brackets and put such income into 

the relativoly lower brackets of the donees* 

^ Frank V. Dunn and Robert B* Mitchell, Federal Tax 
Courss (New York: Prentice-Hall, Inc*, 1952)^ p* 4212* 
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Gifts for tax purposes may be outright or in trust* 

In order to remove the trust property from ths grantor's 

taxabls estate, the trust must be in auch form that tho 

following requireosnts are mats 

1* The trust must be irrevocable* 

2* Income from the trust must not be resejrved for 

the grantor. 

3* The grantor imist not reserve any benefits or 

controls which is equivalent to income. 

4* There can be no short-term disposition within 

the family economic \mit, whereby the grantor has ressrved 

economic benefits* 

5* The trust will be includibls in the grantor's 

estate if (a) duration is measured by the donor's life, or 

(b) the trust must not terminate during the grantor's life* 

6* The gift must not be made in contemplation of 

death* 

The past point is of utmost importance in forming 

a ti*ust or making a gift outright* The donor must be in 

fairly good health at the time of siaking the gift or the 

Treasury Department will include the gift in the gross 

estate* 

A proper estate program should include provisions 

for making additional gifts to the trusts* If the donor 

used his $30,000 specific examption in forming the trust. 
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he may still use his $3,000 individual exclusion annually or 

with his wife's consent he may include her individual exclu

sion in making gifts. Using both annual exclusions he may 

make a total of $6,000 in gifts to the trust annually.* 

Marital deduction. The Revenue Act of 1948 added 

this provision, relating to deductions, to allow within cer

tain limits a deduction for the value of property passing at 

death to a sorviving spouse. This provision is known as the 

laaarital deduction* 

The purpose of this deduction is to equalize estate 

taxes between residents of community-property states, such 

as Texas for example, and residents of non-community-prop

erty states. 

The amount of the deduction is limited to 50 per 

cent of the adjusted gross estate. 

Example: Jim Brown has a gross estate of $675,000. 

Debts, administration and other expenses amount to $75,000. 

Ths marital deduction is computed as foUowst 

1* Gross estate $675,000 

Less: 

2* Expenses 75^000 

3* Adjusted gross estate 6CX),000 

4 
R u ^ C* Beckford and Robert M. Weston, "Planning 

ths Estate," Taxes. Ths Tax Magazine. 30-7, July, 1962, p. 632. 
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;\he 4* Msxiiauai marital deduction 
(50 per cent of adjusted 
gross estate) 300,000 

The marital deduction is allowed only for property 

or interests in property that pass to the surviving spouss* 

Property received by ths following ways passes to the sur

viving spouse and they may qualify for the marital dsductioni 

1. If the property or Intex^st in property is a 

bequest or device from the decedent. 

2* If the property or interest in property is i»» 

hsrited trom the decadent* 

3* If the property or Interest in property is ths 

dowry or eourtssy interest of the surviving spouse, v^ers 

such exist* 

4* If the property or Interest in property has been 

transferred to the surviving spouse by the decedent at any 

time* 

5* If the property or interest in property was held 

l^ decedent and surviving spouse as Joint owners with right 

of survivorship. 

6* If the property or interest in property passes 

to surviving spouse by virtue of the exercise, non-exercise 

or release of a power of appointment held by decedent* 

^ 7* If the property or interest in property consists 

of proceeds of insurancs on decedent's Hfe receivable by 
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the surviving spouse. 

Jim Brown is e3q>ected to leave a net estate of 

$600,000* If his heirs pay estate tax on the whole amount, 

the tax will be $126,000. If bs passes one-half of the es

tate to his wife—$250,000, the estate tax will bs $47,500* 

Throu^ the marital deduction alone, the estate which he 

leaves saves $78,000. If his wife should die a few years 

later and still have the $250,000, her estate taxes would bs 

about $47,600, and the two estates together will pay approx-* 

imately $95,000. The net saving in estate taxes would be 

around $31,0(X)*^ 

The following chart gives an exanple of tax savings 

by ths use of laarital deduction. 

Estate 
Before 
$60,(X)0 

Examption 

$100,000 
200t000 
260,000 
300,000 
360,000 
400,000 
500,000 
750,000 

1,000,000 

Tax 
Without 
Marital 

Deduction 

4,800 
31,500 
43,500 
59,100 
73,300 
87,700 

U6,500 
191,800 
270,000 

Tax 
With 

Marital 
Deduction 

$ 0 
4,800 
10,700 
17,500 
24,400 
31,600 
45,300 
80,000 
116,500 

Saving 

$ 4,800 
26,700 
34,600 
41,600 
48,900 
56,200 
71,200 
111,300 
153,800 

^ Frank A. Dunn and Robert B* Mitchell, Federal Tajc 
Courss (New Yorki Prentice-Hall, Inc., 1962), p. 4122. 

^ Hugh C* Beckford and Robert M* Weston, "Planning 
the Estate*" Taxss* Ths Tax Magasins* 30-7, July, 1952, p. 532* 

" ^Estats Splitting," Business Week, January 26, 1952, 
p. 136. 

L 
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2jQ2alea« Propsrty may be left in trust for a sur

viving spouse's benefit and the marital deduction will be 

allowed if ths follov/lng conditions are met: 

1* If the spouse is entitled for life to all ths 

income, payable at least annually. 

2* If the beneficiary spouse has a taxabls power 

of appointment exercisabls: 

a* During life 

b* At death 

For marital deduction purposes, property is deemed 

to pass to the surviving spouse if it passes to his or her 

estate* Hius, a marital deduction would be allowed for ths 

corpus of a trust payable to a wife's estate on her death* 



CHAPTER VII 

SUMMARY 

The purpose of this chapter is to present a brief 

over-all picture of the study and to narrate the findings 

of the study in broad general statements. Specific exaoqples 

have been given in the body of the study to support the state

ments contained in this chapter. 

This study has not attanpted to cover all of the 

possible ways and means of tax avoidance and evasion. Only 

some of the most prominent ones are discussed* 

The methods of tax avoidance and evasion presented 

in this study are based on recent articles in business and 

professional magazines. 

During the past four decades tax avoidance and 

evasion have become of paramount importance to every tax

payer in the United States. As tax rates increased, tax

payers sought new means of avoiding taxes. 

The first major attempt to prevent tax avoid£ince was 

the passage of the Kevenue Act of 1932. Congress, in this 

act, enacted numerous provisions designed to prevent tax 

avoidance. 

In the first chapter of this study, a brief history 

of the Hevenue Acts was presented. 

The Revenue Act of 1913 marked the beginning of the 

77 
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tax on income in the United Statss* 

Taxes increased slightly until 1924 and then they 

were decreased until 1932. In 1932 taxes began to gradually 

increase mitil 194D and they were decreased again. From 

1940, taxes have risen sharply with a few decreases* 

This study has iresented methods used to avoid and 

evade taxes by Individuals, partnerships, and corporations* 

In the case of Individuals ths following methods were 

discussed: capital gains—profit-sharing plans, stock options, 

a Panamanian Corporation, and invostments; deferred salELry 

plans$ expense accounts; loans$ postponing Income until 1952 

and prepaying 1953 expenses in 1952$ lnsiu*ance pi jas; stock 

dividends $ and the creation of trusts* 

The third chapter discusses the tax advantagea and 

disadvantagss of a partnership and also the faoilly partnsr

ship* 

I The fotu»th chapter discusses methods employed by a 

eorpcration to avoid taxes* 

The fifth chapter presents a brief discussion on the 

tax advantages and disadvantages of (1) a proprietorship, 

(2) a partnarahip, snd (3) a corporation* 

The sixth chapter discusses estate planning and gives 

an example of how an estate might be planned* 

L 
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Tax avoidance ajad evasion is an ever present and 

changing concept* AS Congress closes existing loop holes 

in the tax laws, tax men find new ways to avoid taxes* 

At the present time, tax avoidance and evasion is of 

paramount importance to all. In the last two decades, due 

to ever increasing taxes, tax men have employed every con

ceivable means at their command to save on taxes. Some 

business men use legal means, some use illegal means to 

preserve their capital. 

If the trend continues as it has in the past, taxes 

are increased vî en ths (^vernment needs more revenue and 

decreased when the Government needs less revenue or to 

stabilize tho nation's economy. 

/ ^ T a x evasion costs the Government about $1^ billion 

annaally. The Government's needs require a certain amount 

of income taxes to be paid annually. It is possible that 

revenues lost by the (Stovernment through tax evasion will 

have to be made up by the honest taxpayer by increased 

taxes. 

Tax avoidance is a legal means employed by a tax

payer to preserve his capital and to preserve his estate 

fa* his heirs. y 
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