GPD, Inc. v. Commissioner, 60 T. C. 480 (1973)

A corporation is not subject to the accumulated earnings tax for a year in which it
does not increase its earnings and profits, even if it has accumulated taxable
income, provided it distributes all of its current year’s earnings and profits.

Summary

GPD, Inc. , a distributor of automotive parts, faced potential accumulated earnings
tax liabilities for 1967 and 1968. The Tax Court held that GPD was not liable for the
tax in 1968 because it redeemed stock, reducing its earnings and profits to zero for
that year. However, for 1967, the court found GPD liable for the tax because it had
no specific expansion plans justifying the accumulation of earnings beyond the
reasonable needs of its business. The case underscores the distinction between
earnings and profits and accumulated taxable income, and the impact of stock
redemptions on tax liability.

Facts

GPD, Inc. , was a Michigan corporation selling and distributing automotive parts,
primarily to Ford dealers. It was owned by Emmet E. Tracy, who also owned Alma
Piston Co. (APC), a related company that manufactured and rebuilt automotive
parts. GPD had substantial earnings and profits in 1967 and 1968. In 1967, GPD
declared dividends and continued to accumulate earnings. In 1968, it redeemed
stock from charitable organizations, which reduced its earnings and profits to zero
for that year. The IRS asserted deficiencies for accumulated earnings tax for both
years, which GPD contested.

Procedural History

The IRS sent GPD a notice of deficiency on April 14, 1971, asserting accumulated
earnings tax liabilities for 1967 and 1968. Prior to this, on November 10, 1970, the
IRS notified GPD of the proposed deficiency. GPD did not file a statement under
section 534(c) to challenge the IRS’s determination. GPD petitioned the Tax Court
for a redetermination of the deficiencies.

Issue(s)

1. Whether GPD, Inc. was subject to the accumulated earnings tax under section 531
for the taxable year 1967 because it permitted its earnings and profits to accumulate
beyond the reasonable needs of its business.

2. Whether GPD, Inc. was subject to the accumulated earnings tax under section 531
for the taxable year 1968 when it had no increase in its earnings and profits due to
stock redemptions.

Holding
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1. Yes, because GPD allowed its earnings and profits to accumulate beyond the
reasonable needs of its business in 1967 without specific, definite, and feasible plans
for expansion.

2. No, because GPD did not increase its earnings and profits in 1968 due to the
stock redemption, and thus did not permit earnings and profits to accumulate in that
year.

Court’s Reasoning

The court relied on the statutory language of section 532, which imposes the
accumulated earnings tax on corporations formed or availed of for the purpose of
avoiding income tax with respect to shareholders by permitting earnings and profits
to accumulate. For 1967, the court found that GPD’s vague plans for expansion did
not justify the accumulation of earnings beyond the reasonable needs of the
business. The court emphasized the need for specific, definite, and feasible
expansion plans as per the IRS regulations and prior case law. For 1968, the court
followed its precedent in American Metal Products Corp. and Corporate Investment
Co., holding that a corporation is not subject to the accumulated earnings tax if it
does not increase its earnings and profits in a given year, even if it has accumulated
taxable income. The redemption of stock in 1968 reduced GPD’s earnings and profits
to zero, thus preventing the imposition of the tax. The court rejected the IRS’s
argument that the tax could be imposed based on accumulated taxable income
alone, sticking to the statutory requirement of an increase in earnings and profits.
Judge Tannenwald dissented in part, arguing that the tax should apply to 1968
based on prior years’ earnings and profits.

Practical Implications

This decision clarifies that stock redemptions can be used to avoid the accumulated
earnings tax if they reduce the corporation’s current year earnings and profits to
zero. Practitioners should advise clients to consider the timing and structuring of
stock redemptions to manage tax liabilities. The case also highlights the importance
of having concrete expansion plans to justify accumulations of earnings.
Corporations should document and implement specific expansion strategies to avoid
the tax. The ruling may encourage tax planning strategies involving stock
redemptions and dividend policies. Subsequent cases, such as Ostendorf-Morris Co.
v. United States, have distinguished this ruling, suggesting that the tax may still
apply in certain situations where stock redemptions are part of a broader tax
avoidance scheme.
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