33 T.C. 162 (1959)

A corporation is subject to a surtax if it is formed or availed of to prevent the
imposition of surtax on its shareholders by permitting earnings to accumulate
beyond the reasonable needs of its business.

Summary

The United States Tax Court held that Wellman Operating Corporation was subject
to a surtax under Section 102 of the Internal Revenue Code of 1939. The court found
that the corporation was availed of to prevent the imposition of surtax on its
shareholders by accumulating earnings and profits instead of distributing them. The
court examined the corporation’s business activities, its accumulation of earnings,
and the lack of a legitimate business need for those accumulations. The court also
addressed whether the corporation had sufficiently complied with the requirements
to shift the burden of proof to the Commissioner under the relevant statute.

Facts

Wellman Operating Corporation was formed in 1942, later acquired by Floyd W.
Jefferson, Sr., for real estate and textile-related ventures. The company engaged in
various activities, including investments, engineering services to textile mills, real
estate, and merchandising. The company accumulated substantial earnings without
declaring dividends. The corporation’s activities were primarily managed by
Jefferson and James W. Cox. Jefferson and his family owned a majority of the shares.
The corporation made various investments and loans, particularly in the textile
industry. Despite these activities, the corporation did not distribute its earnings as
dividends, leading to a significant accumulation of surplus.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Wellman
Operating Corporation’s income tax for fiscal years ending in 1951, 1952, and 1953,
asserting that the corporation was subject to surtax under Section 102 of the
Internal Revenue Code of 1939. The corporation challenged the determination in the
U.S. Tax Court. The corporation submitted a statement of grounds to counter the
Commissioner’s claim, and the Tax Court considered the evidence presented by both
parties.

Issue(s)

1. Whether the corporation was formed or availed of for the purpose of preventing
the imposition of surtax on its shareholders by permitting earnings and profits to
accumulate instead of being distributed.

2. Whether the corporation’s accumulation of earnings and profits exceeded the
reasonable needs of its business.

© 2025 SCOTUSreports.com. All rights reserved. | 1



3. Whether the corporation’s statement of grounds filed with the Commissioner
under the relevant statute was sufficient to shift the burden of proof regarding the
reasonableness of its accumulated earnings.

Holding
1. Yes, because the corporation was availed of for the prohibited purpose.

2. Yes, because the corporation permitted its earnings and profits to accumulate
beyond the reasonable needs of its business.

3. No, because the corporation’s statement was insufficient to shift the burden of
proof.

Court’s Reasoning

The court applied Section 102 of the 1939 Internal Revenue Code, which imposed a
surtax on corporations formed or availed of for the purpose of avoiding shareholder
surtax through unreasonable accumulation of earnings. The court determined that
Wellman had accumulated earnings substantially and that the accumulations were
beyond its business needs. The court found no credible evidence of a concrete plan
requiring such significant accumulations, especially given the corporation’s high
liquidity and the lack of dividend distributions. The court further emphasized that
the corporation’s investments and activities did not justify the large accumulation of
earnings, particularly because the primary shareholder benefited from this
accumulation. The court noted, “The fact that the earnings or profits of a
corporation are permitted to accumulate beyond the reasonable needs of the
business shall be determinative of the purpose to avoid surtax upon shareholders
unless the corporation by the clear preponderance of the evidence shall prove to the
contrary.” The court also found the corporation’s statement of grounds in response
to the Commissioner’s notification was insufficient to shift the burden of proof
because it did not provide concrete justifications for the accumulation.

Practical Implications

This case emphasizes the importance of a corporation’s dividend policy and the need
to document a clear, legitimate business purpose for accumulating earnings and
profits. When advising clients, attorneys must stress the importance of
demonstrating specific and imminent needs for the accumulation of earnings. This
case offers important insight into the level of detail required to demonstrate that
earnings are reasonably accumulated and that the corporation is not used to prevent
the imposition of surtax on shareholders. Proper documentation of business plans,
investment strategies, and justifications for accumulating earnings is crucial to
avoid potential Section 102 penalties. Attorneys must review the specific facts and
circumstances of the corporation and its shareholders to determine the risk of a
Section 102 challenge and to structure corporate actions in a manner that avoids
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this risk. Later cases would build on this precedent, refining the standards for
determining reasonable needs, often requiring documented business plans.
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