R.L. Harwood Advertising, Inc., 25 T.C. 888 (1956)

Under I.R.C. § 102(c), if a corporation’s earnings accumulate beyond the reasonable
needs of the business, it is presumed to have done so to avoid shareholder surtax,
and the corporation bears the burden of proving otherwise by a clear preponderance
of the evidence.

Summary

The case concerns the application of the accumulated earnings tax under Section
102 of the Internal Revenue Code to R.L. Harwood Advertising, Inc. The IRS
asserted that the corporation accumulated earnings beyond its reasonable business
needs to avoid surtaxes on its shareholders. The Tax Court sided with the IRS,
finding that the corporation failed to demonstrate by a clear preponderance of the
evidence that the accumulation of earnings was not for the purpose of avoiding
shareholder surtax. The court examined the corporation’s operating needs, including
the delay in client reimbursement, advertising contract obligations, and potential
changes in importers, and concluded the accumulation was not reasonably needed
for business purposes. The court’s holding emphasized the corporation’s failure to
prove a lack of tax avoidance purpose, especially considering loans to shareholders
and the potential surtax liability if dividends had been paid.

Facts

R.L. Harwood Advertising, Inc., began operations in 1948. The company’s business
involved advertising services for a single client, Duncan Harwood. Harwood
Advertising accumulated earnings during its first tax year. The IRS assessed an
accumulated earnings tax, arguing the corporation’s earnings were beyond its
reasonable business needs and were retained to avoid surtax liability for the
shareholders. The corporation contended that its retained earnings were justified by
the need for operating funds to cover expenditures on behalf of its client,
uncancelable obligations from advertising contracts, potential changes in importers,
and other business uncertainties. The corporation’s directors decided against paying
dividends during the year.

Procedural History

The IRS assessed the accumulated earnings tax against R.L. Harwood Advertising,
Inc. The corporation petitioned the Tax Court to challenge the assessment. The Tax
Court considered the facts presented by both the corporation and the IRS, including
financial statements, business plans, and testimony from the corporation’s officers
and directors. The Tax Court rendered a decision in favor of the Commissioner,
upholding the imposition of the accumulated earnings tax.

Issue(s)

1. Whether the corporation’s earnings were accumulated beyond the reasonable
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needs of its business.

2. If so, whether the corporation proved by a clear preponderance of the evidence
that the accumulation was not for the purpose of avoiding surtax on its
shareholders.

Holding

1. Yes, because the court found that the corporation had accumulated earnings
beyond what was reasonably required for its business operations.

2. No, because the corporation failed to prove by a clear preponderance of the
evidence that the accumulation of earnings was not intended to avoid surtax on
its shareholders.

Court’s Reasoning

The court applied I.R.C. § 102, which imposes a surtax on corporations used to avoid
shareholder surtax. The statute provides that the accumulation of earnings beyond
the reasonable needs of the business is determinative of the purpose to avoid tax
unless the corporation proves otherwise. The court examined the corporation’s
justifications for retaining its earnings. The court noted that while the corporation
needed operating funds due to a delay in client reimbursement, other claimed
expenses were either overstated or did not justify the magnitude of the retained
earnings. The court observed the corporation’s financial condition; there was some
financial benefit extended to stockholders in the form of loans, reinforcing the IRS’s
position that the corporation accumulated earnings to benefit shareholders. The
court gave weight to the fact that the corporation did not invest in non-business
assets. The court found that the corporation failed to meet its burden of proving that
the accumulation was not for the purpose of avoiding shareholder surtax, even
though two directors testified they gave no thought to surtaxes when deciding to
pay dividends. The court emphasized the corporation’s failure to present sufficient
evidence to rebut the presumption of tax avoidance, as the shareholders would have
incurred substantial surtaxes if dividends had been paid.

Practical Implications

The case underscores the importance of corporate planning to avoid the
accumulated earnings tax. Corporations should:

» Maintain detailed records justifying the need for retained earnings,
demonstrating how the funds are reasonably related to current or anticipated
business needs.

» Develop and document a clear dividend policy.

 Avoid extending loans or other financial benefits to shareholders if dividends
are not being paid.

» Be prepared to justify the accumulation of earnings beyond industry standards.
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This case also highlights the strict standard of proof under I.R.C. § 102(c).
Corporations must be prepared to present a clear preponderance of the evidence to
overcome the presumption of tax avoidance. This case is often cited in cases
involving accumulated earnings taxes and reinforces the burden of proof that rests
on corporations to justify their accumulation of earnings.
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