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28 T.C. 1164 (1957)

A corporation’s accumulation of earnings and profits is not subject to surtax if the
accumulation  is  for  the  reasonable  needs  of  the  business,  even  if  the  sole
shareholder  would  have  incurred  a  higher  surtax  if  those  earnings  had  been
distributed as dividends.

Summary

The U.S. Tax Court addressed whether Breitfeller Sales, Inc. was liable for surtax
under  Section  102  of  the  Internal  Revenue  Code  of  1939  for  improperly
accumulating  earnings  to  avoid  shareholder  surtax.  The  court  found  that  the
corporation’s accumulation of earnings was justified by the reasonable needs of its
business, including working capital requirements, expansion plans, and the potential
acquisition of a franchise in a nearby area. The court emphasized the importance of
the directors’ judgment and contemporaneous plans for future business needs when
determining  if  the  accumulated  surplus  was  proper.  Despite  the  fact  that  the
corporation had never paid a dividend and had made loans to its sole shareholder,
the court held in favor of the taxpayer.

Facts

Breitfeller Sales, Inc. (petitioner), a New York corporation, sold Pontiac automobiles.
Victor Breitfeller owned all of the outstanding stock and served as president and
treasurer. The Commissioner of Internal Revenue determined deficiencies in the
corporation’s  income tax for  1947 and 1948,  alleging that  the corporation was
formed  or  availed  of  to  prevent  surtax  on  Breitfeller,  its  sole  stockholder,  by
accumulating  earnings  instead  of  distributing  them  as  dividends.  Breitfeller
controlled  the  corporation’s  operations.  The  corporation  had  accumulated
substantial earnings and profits over the years, with a large portion of its assets in
marketable  securities  unrelated to  the business.  Breitfeller  knew the effects  of
Section  102  and  borrowed  money  from  the  corporation.  The  corporation  had
“working capital agreements” with General Motors requiring retention of a specific
amount of working capital. The corporation also had plans for future expansion and
considered acquiring a franchise in the St. Albans area.

Procedural History

The  Commissioner  sent  a  notice  of  deficiency  to  Breitfeller  Sales,  Inc.  The
corporation contested the deficiency in the U.S. Tax Court. The Tax Court heard the
case and made findings of fact and issued an opinion in favor of the taxpayer.

Issue(s)

1. Whether the corporation was formed or availed of to prevent the imposition of
surtax on its  sole stockholder by accumulating earnings beyond the reasonable
needs of its business during 1947 and 1948.
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Holding

1. No, because the corporation’s accumulation of earnings and profits was justified
by the reasonable needs of the business, including working capital requirements,
expansion plans, and the potential acquisition of a franchise in a nearby area.

Court’s Reasoning

The court acknowledged that factors suggested a purpose to avoid surtax, such as
the lack of dividend payments and loans to the shareholder. However, the court
focused on whether  the  accumulations  were for  the  “reasonable  needs”  of  the
business. The court considered the working capital requirements of the General
Motors agreement, the expenses of acquiring additional facilities, and the possibility
of acquiring a franchise for the St. Albans territory. The court found that these
needs were sufficient to justify the accumulation. The court emphasized that the
directors had addressed and analyzed the company’s situation. The court noted that
the  directors  considered  expanding  facilities  and  financing  installment  sales  of
automobiles. The court deferred to the directors’ judgment and business needs. The
court found that the corporation’s decision not to distribute dividends was based on
sound business judgment at the time, therefore the surtax was not applicable.

Practical Implications

This  case  provides  valuable  guidance  for  businesses  in  managing  accumulated
earnings  and avoiding the  Section  102 surtax.  Businesses  should:  (1)  Maintain
detailed documentation of the business’s needs for accumulated earnings, including
working capital requirements, plans for expansion, and potential acquisitions. (2)
Ensure that decisions regarding accumulation are made by the board of directors
and are supported by a clear analysis of the business’s financial position and future
needs. (3) Consider the actual business needs in the current year, even if those
needs are not realized until later years. (4) Evaluate the risk of loans or investments
being made by the corporation to its sole shareholder, to avoid the potential of those
transactions being seen as proof that the intent was to avoid paying a surtax. A
business can avoid the surtax, even when there is a potential for the surtax, if they
are able to substantiate legitimate business needs for retaining its earnings and
profits and that the decisions not to distribute dividends were made in good faith.


