Thompson Engineering Co. v. Commissioner, 80 T. C. 672 (1983)

Excessive corporate accumulations beyond reasonable business needs may trigger
the accumulated earnings tax if a tax avoidance purpose is present.

Summary

Thompson Engineering Co. , a construction subcontractor, accumulated earnings
and profits beyond its reasonable business needs, leading to the imposition of the
accumulated earnings tax. The company’s need for bonding capacity and building
expansion were not sufficient to justify the accumulations, especially given the loans
made to its sole shareholder, Billy R. Thompson. The court found that these loans,
which increased during the years in issue, indicated a purpose to avoid income tax
on Thompson’s part, triggering the tax under Section 531 of the Internal Revenue
Code.

Facts

Thompson Engineering Co. , a mechanical subcontractor, operated in a highly
competitive industry with significant growth from 1959 to 1974. The company
needed to maintain adequate bonding capacity and planned to expand its facilities.
However, it made substantial loans to its sole shareholder, Billy R. Thompson, which
increased during the fiscal years 1972 and 1973. These loans were not demanded
back despite the company’s need for working capital to support its bonding capacity.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the accumulated
earnings tax against Thompson Engineering Co. for fiscal years ending August 31,
1972, and August 31, 1973. The case was brought before the United States Tax
Court, which upheld the Commissioner’s determination.

Issue(s)

1. Whether Thompson Engineering Co. ‘s retention of earnings and profits exceeded
the reasonable needs of its business?

2. Whether Thompson Engineering Co. was availed of for the purpose of avoiding
income tax with respect to its shareholder by permitting its earnings and profits to
accumulate?

Holding

1. Yes, because the company’s accumulations exceeded its needs for bonding
capacity and building expansion, especially given the loans to Thompson.

2. Yes, because the loans to Thompson, which allowed him to use corporate funds
without paying dividends, indicated a tax avoidance purpose.
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Court’s Reasoning

The court applied Section 531 of the Internal Revenue Code, which imposes the
accumulated earnings tax on corporations that accumulate earnings beyond
reasonable business needs for the purpose of tax avoidance. The court found that
Thompson Engineering Co. had not established a specific goal for bonding capacity
and had not justified its building expansion plans as of the end of fiscal year 1972.
The loans to Thompson, which were demand notes not demanded back, indicated a
purpose to avoid income tax on his part. The court rejected the Bardahl formula for
determining reasonable business needs, focusing instead on the company’s net
assets and their relation to bonding capacity. The court concluded that the
company’s accumulations exceeded its reasonable needs, triggering the tax.

Practical Implications

This decision underscores the importance of justifying corporate accumulations with
specific, definite, and feasible business needs. Corporations in similar situations
must carefully document their plans for expansion or increased bonding capacity to
avoid the accumulated earnings tax. The case also highlights the risks of making
loans to shareholders, which can be seen as a method of tax avoidance if not
justified by business needs. Practitioners should advise clients to consider the tax
implications of such loans and ensure that any accumulations are necessary for the
business. Subsequent cases have continued to apply this ruling, emphasizing the
need for clear documentation of business needs and the dangers of shareholder
loans.
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