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Jacob Sincoff, Inc. v. Commissioner, 20 T.C. 288 (1953)

A  corporation  that  accumulates  earnings  beyond  the  reasonable  needs  of  its
business to prevent surtax on shareholders is subject to accumulated earnings tax;
furthermore, a standard brokerage margin account does not qualify as ‘borrowed
capital’ for excess profits tax credit purposes.

Summary

Jacob  Sincoff,  Inc.,  a  paper  jobbing  corporation,  was  assessed  deficiencies  for
accumulated earnings tax under Section 102 and for excess profits tax. The Tax
Court considered whether the corporation had accumulated earnings beyond its
reasonable business needs to avoid shareholder surtax and whether funds owed in a
brokerage  margin  account  constituted  ‘borrowed  capital’  for  excess  profits  tax
credit. The court held that the corporation was subject to Section 102 tax because
its earnings accumulation was unreasonable and aimed at preventing shareholder
surtax.  It  further  held  that  the  brokerage  margin  account  did  not  qualify  as
borrowed capital under Section 719(a)(1) because it was not evidenced by a formal
debt instrument.

Facts

Jacob Sincoff, Inc. was a paper jobbing business incorporated in 1924, taking over a
business previously operated by Jacob Sincoff individually. Jacob and his wife owned
all the stock and managed the company. The company’s business involved buying
and  selling  paper,  paperboard,  and  twine.  From  1936  to  1951,  the  company
generated profits, with significant increases during the 1940s. Despite consistent
profits, the corporation never paid dividends, except stock dividends. In 1945, the
company significantly increased its investments in government obligations, financed
through a brokerage margin account. The Commissioner determined deficiencies for
income tax, Section 102 tax, and excess profits tax for 1945.

Procedural History

The  Commissioner  of  Internal  Revenue  assessed  tax  deficiencies  against  Jacob
Sincoff, Inc. for the tax year 1945. Jacob Sincoff, Inc. petitioned the Tax Court to
contest these deficiencies. The Tax Court heard the case and issued its opinion and
decision.

Issue(s)

Issue(s)

1. Whether Jacob Sincoff,  Inc. was availed of for the purpose of preventing the
imposition of surtax upon its shareholders by accumulating earnings beyond the
reasonable needs of  its  business,  thus subject  to tax under Section 102 of  the
Internal Revenue Code.
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2. Whether the indebtedness of Jacob Sincoff, Inc., represented by a balance owed in
a brokerage margin account used to purchase government securities, qualified as
‘borrowed capital’ under Section 719(a)(1) of the Internal Revenue Code for the
purpose of computing excess profits tax credit.

Holding

Holding

1. Yes, because Jacob Sincoff, Inc. accumulated earnings beyond the reasonable
needs of its paper jobbing business and invested in securities unrelated to that
business,  indicating  a  purpose  to  prevent  the  imposition  of  surtax  upon  its
shareholders.

2.  No,  because  the  balance  owed  in  the  brokerage  margin  account  was  not
evidenced by a bond, note, bill of exchange, debenture, certificate of indebtedness,
mortgage, or deed of trust as required by Section 719(a)(1).

Court’s Reasoning

Court’s Reasoning

Regarding  the  Section  102  tax,  the  court  reasoned  that  Jacob  Sincoff,  Inc.’s
accumulation of earnings was beyond the reasonable needs of its paper jobbing
business.  The  court  dismissed  the  argument  that  the  securities  investments
constituted a separate ‘securities business,’ stating, “Obviously, the petitioner can
not plead an investment business, distinct from its paper, paperboard, and twine
business, as an excuse for the accumulation of any of its earnings in order to avoid
the application of section 102.” The court found that the company’s justification for
accumulating earnings—fear of a post-WWII slump—was unsupported by evidence
showing  actual  business  needs  for  such  accumulation.  The  investment  in
government obligations was deemed unrelated to the paper business and further
evidence of unreasonable accumulation to avoid shareholder surtax.

Regarding the excess profits tax credit, the court held that the brokerage margin
account  debt  did  not  meet  the  definition  of  ‘borrowed  capital’  under  Section
719(a)(1).  The  court  relied  on  Pacific  Affiliate,  Inc.,  stating  that  a  standard
brokerage  margin  agreement  does  not  constitute  a  mortgage  or  similar  debt
instrument. The court emphasized that the debt was not evidenced by a formal
instrument like a bond or note, but rather arose from a running account with a
broker. The agreement established a line of credit secured by purchased securities,
not a formal debt instrument for a fixed sum.

Practical Implications

Practical Implications
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Jacob Sincoff, Inc. clarifies the scope of accumulated earnings tax under Section 102
and the definition of ‘borrowed capital’ for excess profits tax credit under Section
719(a)(1).  For legal  professionals,  this  case underscores that  corporations must
demonstrate a clear business need for accumulating earnings to avoid Section 102
tax, and investment activities unrelated to the core business can be scrutinized. It
also establishes that routine brokerage margin accounts do not qualify as borrowed
capital  for  tax  purposes,  requiring  more  formal  debt  instruments  to  meet  the
statutory definition. This case remains relevant for tax planning, particularly for
closely held corporations, and in understanding the limitations on what constitutes
‘borrowed capital’ in tax law. Later cases continue to cite Sincoff for the principle
that  investment  activities  separate  from  the  operating  business  do  not  justify
accumulated earnings and for the strict interpretation of debt instruments required
for borrowed capital treatment.


