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REPORT ON EVASION OF SURTAXES BY INCORPORATION
(SECTION 220)
CONGRESS OF THE UNITED STATES,
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION,
lVashington, January 22, 1927.
To the Members of the Joint Committee on Internal Revenue Taxation:
There is transmitted herewith copy of a report frOlll the division
of investigation of our conlnlittee entitled "Evasion of surtaxes by
incorporation" (sec. 220).
The report as prepared by Mr. Parker nleets with my general
approval. I would especially call your attention to the fact that if
this section of the act is not enforced in the manner intended by the
Congress then the equity of our income-tax systenl breaks down.
'How corporations with a large surplus may escape all tax, by
nlanipulating the investment of such surplus, and how the stockholders of such corporations may also escape surtaxes, if section 220
is not enforceable, is shown in the report and is very instructive.
I should be glad of your comments on this matter.
Very truly yours,
""VM. R. GREEN,
Cfhairman Joint Committee on Internal Revenue Taxation.

Hon. WILLIAM R. GREEN,
Chairman Joint Committee on Internal Revenue Taxation,
House Office Building, lVashington, D. C.
11 Y DEAR CHAIRMAN: The study of the subject of that section of
the revenue acts entitled "Evasion of surtaxes by incorporation,"
as contained in the acts of 1918, 1921, 1924, and 1926 under section
220, leads to the following conclusions, which will be discussed in
detail in the body of this report:
1. Not one dollar in taxes has been collected from this provision
of the revenue acts from 1918 to the present time.
2. The bureau appears to be in doubt as to the constitutionality
of section 220 of the revenue act of 1918 and has evidently pursued
the policy of not pressing these cases rather than forcing them into
the courts for a decision on such constitutionality. It results that
up to October 1, 1926,onlyonecaseinvolvingthe1918 acthadreached
the point of being scheduled for hearing before the Board of Tax
Appeals.
3. Under the 1921 act the bureau, apparently, holds that an
investment company has unlimited need of accumulated profits.
Therefore the very worst class of corporations evading surtaxes by
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incorporation are escaping the additional taxes provided under
's ection 220. Apparently the definition given a "mere holding company" by the bureau is so limited as to include practically no corporation whatever.
4. The prospect of making these provisions effective under the
1924 and 1926 acts is somewhat better. Up to October 1, 1926,
however, only five cases have had assessment proposed under the
1924 act. Assessment has not been proposed for any case under
the 1926 act.
5. It is apparently not the policy of the bureau to invoke the
provisions of section 220, under any of the acts, in the case of large
and closely held corporations which have accumulated an enormous
surplus, and which invest these accmllulations in the expansion of
their business or the purchase of related industries.
6. If section 220 is not enforced, any corporation with a large
surplus can so manipulate its investment that the corporation itself
will escape the payment of any tax, even as its ;;tockholders escape
surtaxes.
HISTORY OF THE PROVISIONS ENTITLED "EVASION OF
SURTAXES BY INCORPORATION"

•

This provision was first introduced, as to its fundamental ide\,
in the revenue act of October 3,1913, under section II-A, subdivision
2. (See Exbibit A attached.)
In the revenue act of 1916, and also in this act as amended in 1917,
there is a similar provision providing for an additional tax on unreasonable accumulation of profits. (See Exhibit B attached.)
It should be noted that in this report the operation and effect of
the provision up to the year 1918 will not be specifically t reated,
for the reason that the records concerning the individual cases
under this section for these long- past dates are not readily available.
It is important to note, however, that the essence of the provision
as included in the nlore recent acts was contained in the first income
tax law. This shows that this provision was not created solely as the
result of such evasion during the period of high surtax rates, as certain
arguments of the general counsel of the Bureau of Internal Revenue
would lead us to suppose.
Section 220 of the revenue act of 1918 is quoted in full in Exhibit C
attached. This provision provided in brief that if any corporation,
through the mediuln "of permitting its gains and profits to accumulate
instead of being divided" enables its stockholders to escape surtax
which would have been payable if such gains had been distributed,
then the stockholders shall be taxable on such gains and profits as
should have been distributed to them.
When the revenue act of 1921 was enacted, section 220 was revised
in such a manner as would make the additional tax fall on the corporation instead of on the individual stockholder. Section 220 of the
revenue act of 1921 is quoted in Exhibit D attached.
When the passage of the revenue act of 1924 was under consideration it was pointed out that certain corporations which had large net
profits, and which did not distribute these profits, nevertheless could
not be assessed the additional tax provided under section 220. This
came about through the fact that the principal income of nlany of
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these corporations was derived from dividends on stock of domestic
corporations; and, therefore, as such dividends are deductible from
gross income in arriving at net income, there was no net income left
on which to apply the additional tax, as the law expressed such tax
in the terms of a percentage of net income. Accordingly the act of
1924 provides that the term "net income" as used in section 220
means the net income as defined in the other portions of the law,
increased bv the amount of dividends received from the stock of
domestic cO'rporations. The text of the 1924 act may be found in
Exhibit E attached.
The revenue act of 1926 changes the act of 1924 only by giving
to the stockholders the right to include in their income the distributive share of the undivided profits of the corporation, instead of per..
mitting the additional tax to be assessed against the corporation.
Section 220 of the revenue act of 1926 is quoted in full below:
EVASION OF SURTAXES BY INCORPORATION

SEC. 220. (a) If any corporation, however created or organized, is formed or
availed of for the purpose of preventing the imposition of the surtax upon its
shareholders through the medium of permitting its gains and profits to accumulate
instead of being divided or distributed, there shall be levied, collected, and paid
for each taxable year upon the net income of such corporation a tax equal to 50
per centum of the amount thereof, which shall be in addition to the tax imposed
by section 230 of this title and shall (except as provided in subdivision (d) of
this section) be computed, collected, and paid upon the same basis and in the
same manner and subject to the same proyisions of law, including penalties, as
that tax.
(b) The fact that any corporation is a mere holding or investment company,
or that the gains or profits are permitted to accumulate beyond the reasonable
needs of the business, shall be prima facie evidence of a purpose to escape the
surtax.
(c) \Vhen requested by the commissioner, or any collector, every corporation
shall forward to him a correct statement of such gains and profits and the names
and addresses of the individuals or shareholders who would be entitled to the same
if divided or distributed, and of the amounts that would be payable to each.
(d) As used in this section the term" net income" means the net income as
defined ill section 232, increased by the sum of the amount of the deduction
allowed under paragraph (6) of subdivision (a) of section 234, and the amount
of the interest on obligations of the United States issued after September 1,1917,
which would be subject to tax in whole or in part in the hands of an individual
owner.
(e) The tax imposed by subdivision (a) of this section shall not apply in respect
of any taxable year if all the shareholders of the corporation include (at the time
of filing of their returns) in their gross income their entire distributive share,
whether distributed or not, of the net income of the corporation for such year.
Any amount so included in the gross income of a shareholder shall be treated as
dividends received. Any subsequent distribution made by the corporation out
of the earnings or profits for such taxable year shall, if distributed to any shareholder who has so included in his gross income his distributive share, be exemptfrom tax in the amount of the share so included.

THE INTENT OF THE CONGRESS IN ENACTING SECTION 220
The Congress recognized in framing section 220 that a corporation, either closely held or controlled by men of considerable wealth,
could be organized or availed of in a manner which would permit such
individuals to escape the surtaxes which would fall upon them where
a normal distribution of profits was made.
For example, suppose a corporation to have a net income of
$1,000,000 per annum. The stock of the corporation is entirely
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owned by a man and his two sons. While there is no reasonable
need of accumulating this $1,000,000 profit, nevertheless, by doing so
the individual stockholder will save a large sum in surtax if they
distribute simply enough money upon which to live. It was the
purpose, then, of the Congress to put such a tax upon this unreasonable accUlnulation of profits as would cause no loss in revenue to the
Government, whether such distribution of profit was made or not.
It is the opinion of your investigating division that the Congress
intended to make the provisions of section 220 sufficiently broad in
scope to be effective wherever there was an unreasonable accumulation of undivided profits in any case whatsoever.
The inclusion of the words" mere holding or investment company"
in the revenue acts was for the purpose of making sure that this type
of Gorporation would not escape the additional tax. It was not for
the purpose of excluding any other corporation vvhich might also
nuike unreasonable accumulations of profits.
Investigation of the proposed assessments under section 220 and
conferences with the general counsel's office lead us to the conclusion, however, that it is not the intention of the Bureau of Internal
Revenue (as shown by cases handled and decision and opinions of the
general counsel herein discussed) to make the application of section
220 as contained in the 1926 act as broad in its scope as was plainly
the intention of the Congress.
For example, the large corporation which accumulates an enormous surplus and distributes comparatively small dividends is held
by the bureau as exempt from this provision, if it uses such accumulated profits in plant expansion, or any investments in related industries.
We have before us figures of a certain corporation which is owned
entirely by one family, as follows:
Year

Net income

1922 ________________ ,__ __ __ __ __ __ _____ _____ __ __ ____ ________ __ ____ ______ __ __ ___ $138,556, 008
1923 ____________________________________________'__ ___ _____ _____ ________ ______ 115, 884,461
1924 _______________ ____,___ __ __ ____ ____ __ __ __ _________ ______ __ ___ ____ __ __ __ ___ 131,945, 287
1925__ __ __ __ __ ___ _______ ___ ___ ______ ___ ____ _______ __ __ __ __ __ __ __ ___ ____ ____ __
841, 498
1~,

Dividends
paid
$13,811,600

None.

14,674,825
16,401,275

It is seen from the above figures that this corporation in the last
four years has distributed something less than 10 per cent of its net
income during this period. It is our opinion that an accumulation
such as this is within the scope of section 220 of the revenue act of
1926. This is not the opinion of the bureau.
It may be argued that the distribution of these enormous profits,
which were in this case used in the expansion of the business and in
the purchase of related industries, would be an obstacle to the progress of industry, which is so desirable. The answer to this argument,
a t least in this particular case, is that such a distribution would be a
deterren t to progress only to the extent of the amount of money paid
in surtax to the Government. This surtax should certainly be paid
if there is to be an equitable distribution of the burden of incOlne tax
upon our citizens. There is nothing to prevent the stockholders in
this corporation from reinvesting the distributed profits in the business after the payment of the surtaxes.
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The loss in revenue to the Government by such an accumulation
of undivided profits as cited above is very large. In the four years,
on the figures which we have given, if the net income of this corporation had been distributed the Government would have received
approximately $168,000,000 lnore in tax than it did in fact receive
frOlll the distribution actually made.
It can be seen from the above, therefore, that this question of the
scope of section 220 of the revenue act of 1926 and of the fonner acts
is a most iInportant one if, in the case of one corporation alone, it
may amount to a sum of $168,000,000 over a period of four years.
APPLICATION OF SECTION 220 BY THE BUREAU OF INTERNAL
REVENUE

The procedure for applying section 220, as followed by the bureau,
is approxinlately as follows:
The revenue agent on making a field examination, and the reviewing officer on reviewing the revenue agent's report in Washington,
may suggest that section 220 is applicable to the case in hand.
The file is then forwarded to the rules and regulations section of the
Income Tax Unit in Washington, whose duty it is to make a report
or nlemorandum addressed to the general counsel, either recommending an asseSSlnent of the additional tax provided in section 220
or reconunending 'that this section shall not be applied.
This recommendation, together with the file, is then forwarded to
the general counsel's office, which office, after examining the case,
notifies the rules and regulations section of their approval or disapproval of this recommendation.
In case the general counsel approves of the application of section
220, a letter is prepared for the commissioner's signature notifying
the taxpayer of the proposed assessment of this additional tax. This
letter gives an opportunity for the taxpayer to protest such action
and it is the uniform policy of the general counsel's office in such
cases to grant a hearing on this question.
In case the general counsel's office decides that section 220 shall
not be applied, then the file of the case is returned to audit for closing
in the usual lnanner. (For a description of present procedure, see
bureau mimeograph attached, Exhibit F.)
There is no way to determine in how many cases the application
of section 220 may have been considered in the lnind of the field
agent or of the reviewing officer. vVe do know that exactly 78 cases
had reached the rules and regulations section of the Income Tax Unit
up to October 1, 1926.
Inasmuch as only 78 cases had reached the rules and regulations
section frOln 1918 up to October 1,1926, and as this is the first point
in the bureau where this matter is given serious study, it has been
thought best to prepare a chart of these 78 cases which would show
the complete history of the application of section 220 down to
October, 1926.
Attached hereto is a "List of cases considered under section 220
of the revenue acts of 1918, 1921, and 1924 up to October 1, 1926."
(Exhibit G.) This list includes all the cases upon which the bureau
has even considered applying the provisions of this section of the
acts up to the date mentioned. The examination of these cases brings
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out the astonishing fact that not one dollar of revenue has ever
been collected to date from the tax provided for by section 220 of
the revenue acts.
Of these 78 cases, a study of the list shows that the Income Tax
Unit itself has adjudged 26 cases as not coming within the scope of
the 220 provision, leaving thus only 52 cases on which they have
recommended assessment of the additional tax.
The record of action by the rules and regulations section of the
Income Tax Unit, and the action by the general counsel's office shows
that the bureau has had difficulty in carrying out the intent of the
Congress as expressed by section 220 of the revenue acts of 1918,
1921, and 1924.
The summary on the following page shows how late the bureau's
action has been on the 52 cases noted above:
Status of section 220 cases in the Bureall of Internal Revenlle
Number of
cases
Number these
in which
of these of cases additional
Revenue acts involved
thrown
Year in which ad- Total
c~e.s
t ax has
ditional tax was number aWaI~IDg out by
susbeen
general
assessed
of cases h£:[~~g counsel
tained by 1- - - , - -----,----,-----,-- general
general
after
1918
1921
counsel
counsel hearing
1918
and'
1921
and
after
1924
hearing
1921
1924

INumber

- - - - - -1 1 - - -

1919_ ____ ________ __ __
1920 ________ ________ _
192L ________________
1922 __________ _______
1923_________________
1924_________________
1925_________________
1926_________________

None.
None.
None.
None.

TotaL_.: _____ •

52

5
6
13
28

- - 1 - - - 1 - - - - 1- - - - - - - - - - - - - --

--------i- --------3========_
6 ---------T
__ _________ _ ------45 ------i________ ========
1 ========
_______________
10
2
1 ___ ._ ___
28 __________ ___ ______ ___
2
39

11

2

11

9
8
18

4 _______________ _
13
4
1
18

From the summary on the preceding page a fair picture is presented
of the way in which the bureau has administered section 220. The
outstanding features of this picture are as follows:
1. Not $1 in taxes has as yet been collected by the bureau through
the application of this section of the act.
2. In only two cases has the application of this section by the
Income Tax Unit been sustained by the general counsel's office after
hearings with the taxpayer. (These cases are expected to go to
the Board of Tax Appeals.)
3. One of these two cases involved the 1918 act, the other the
1921 act.
4. In only 13 cases out of the 52 has the general counsel rendered
a decision after hearing taxpayer's protest.
5. Out of these 13 cases the taxpayer has been sustained in 11
cases and the Income Tax Unit in only 2.
6. Thirty-nine cases are still pending in the general counsel's
office.
7. The yearly record of action-5 cases in 1923, 6 cases in 1924 t
13 cases in 1925, 28 cases in 1926-shows that apparently this provision has not been enforced very actively. (It should be noted
that three out of five 1923 cases have been thrown out by the general

REPORTS JOINT COMMITTEE ON INTERNAL R,EVENUE TAXATION

39

counsel, and also that all six of the 1924 cases have been thrown
out.)
9. Twenty-eight eases out of 52, or over half, have had assessment
proposed in the first nine nlOnths of the current year. Ten of these
cases involve the 1918 act.
It nlust be admitted from the above evidence that the enforcement
of this provision is not satisfactory from our interpretation of the
intent of the Congress as to the scope of section 220.
NOTEs ON COMPANY No.

27

In order to bring out the bureau's interpretation of section 220 of
the various acts, it will be important to discuss, briefly, certain
typical cases selected from Exhibit G. Company No. 27, shown in
this exhibit, is typical of the case where the bureau has been unable
to apply the provisions of section 220 of the revenue act of 1921. In
this case we have an individual who is the principal stockholder of a
manufacturing concern. He incorporates a holding company and
turns over to ita. large portion of the stock which he holds in the
manufacturing concern. This holding company then has as its principal duty the receiving of dividends from the manufacturing company. All of its income is derived from dividends of the stock of
domestic corporations and therefore it has no net taxable income,
and there is nothing upon which to apply the 25 per cent additional
tax provided for in the 1921 act. No criticism can be made of the
bureau's action in such a case, but it is certain that large payments
of surtax were legally evaded during the years 19~ 1, 1922, and 1923
by this device.
The pertinent facts in the above case are as follows:
1. The president of the holding corporation owns 253 shares of the
company's stock out of a total of 260 shares. He also owns the entire
issue of preferred stock, amounting to 5,000 shares.
2. The holding company was incorporated December 14, 1922.
3. This holding company had a ,gross income for 17 days of its
existence in 1922, amounting to $305,746.65, consisting of dividends
received on the stock of domestic corporations amounting to
$305,487.50 and other income amounting to $259.15.
4. After deducting the amount received as dividends on the stock
of domestic corporations, this company had no net taxable income
remaining, and there was no way in which to secure the additional tax.
5. No dividends were declared by this company in 1922 or 1923.
In this case there is no question that an unreasonable accumulation of profits is being made, and that the president of the corporation is escaping surtax. However, he is making a legal evasion of
such surtax and we believe the bureau to be correct in its decision
in this case. It is to be hoped that this corporation can be reached
under the 1924 and 1926 acts.
NOTES ON COMPANY No.

18

There is another type of case which exelnplifies the bureau's
attitude in applying section 220 upon large corporations which
accumulate enormous profits and invest same in the expansion of
their own business. Company No. 18 shown on the chart entitled
"Exhibit G" is a case in point.
37170-27-vOL 1,

PT

3--2

40

REPORTS JOINT COMMITTEE ON INTERNAL REVENUE TAXATION

The increase in earned surplus ' for the years under
is as follows:

con~ideration

Increase in _
earned surplus

1918 ___________________________________________
918
1919 _______ ___________ _________________________
1920 _______ ___________ ____ -:- ____________________ 12,623,718
$~

87~

2~

07~972

At the end of 1920 the total capital and surplus of the corporation
amounted to $74,900,000. Dividends amounting to $16,000,000
were paid on December 31, 1921.
The Solicitor of Internal Revenue ruled in this case that inasmuch
as the inventory accounts were increased and the plants were expanded, the above accumulation of surplus was not unreasonable.
Without questioning the legal competency of the decision of the
Solicitor of Internal Revenue, in this case, we do believe that this
class of corporation violates the intent of the Congress as expressed
in section 220 as an unreasonable accumulation of profits. It is
again pointed out that if a reasonable distribution of profits had
been made and the surtax paid by the individuals, the individuals
could still have reinvested the remainder of the dividends after
taxes in the business and that therefore the prosperity and growth
would not have been seriously affected.
It might be pointed out that at the close of the year 1921, this
/ company had investments in Liberty bonds, Canadian Govm;nment
bonds~nd stock of domestic corporations amounting to approxi/ mately $77·,OQ.Q/630. The precedent set in the above case would
appear to be c6nvincing..·o{,..the fact that the bureau does not consider accumulation of profits, in a large.·,manufacturing enterprise,
, ~' ':- to be unreaso:gable;'''if such profits are investea-~ in ,·.th~ business or
even if..,,, ,they are invested in securities of other corporations, pro. vided'''s ome excuse is given for the ultimate need of the money which
these securities represent.
"" Another type of company which the bureau holds to be exempt
from the provisions of section 220 is the investment company. We
are not in agreement with the idea of the general counsel's office in
this matter and are therefore reporting rather fully the case of Company No. 11, shown in Exhibit C attached.

I )

1

NOTES ON COMPANY No.

11

Attached hereto is a copy of a communication from the Solicitor of
Internal Revenue to the commissioner dated December 10, 1925
(see Exhibit H), in regard to the application of section 220 to the
tax case of Company No. II.
This communication sustains the taxpayer in his protest against
the application of section 220 of his case for the years 1919, 1920, and
1921 by the Income Tax Unit.
It appears that the finding of the solicitor's office in this matter is
not in conformity with the statute or the intent of same, and that if
such arguments are to prevail the provisions of section 220 of the
revenue acts of 1918 and 1921 will be rendered null and void.
Company No. 11 was incorporated on April 7, 1916, with an
authorized capital stock of $100,000. Mr. "X" turned over his
stock in said company in equal shares to his wife and four children}
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retaining only three shares in his own possession, to qualify hilll to
act as a director.
The annual profits of this company for the years under consideration were as follows:
1919____ _ _ _ _ _ _ _ __ _ _ _ _ _ _ _ _ _ _ __ __ _ ___ _ _ _ __ _ _ __ _ __ $220, 125. 59
1920_ ___ _ _ _ _ _ _ _ _ __ _ _ _ _ _ _ __ _ _ _ _ _ _ _ _ _ __ _ _ _ _ _ __ __ _ 286, 417. 74
192L __________________________________________ 313,639.69
TotaL__________________ ____ _____________

820,183.02

During the same period cash dividends were declared only in the
year 1920 in the alllount of $50,000.
The undistributed profits for the three-year period amounted,
therefore, to $770,183.02.
The rules and regulations seetion of the Ineome Tax Unit recornmended the application of section 220 of the respective acts to the
case of this taxpayer. This recommendation was approved by the
solicitor, but saIne was reversed and the taxpayer's argUlllents
sustained upon a verbal hearing before the solicitor.
I t is the final opinion of the solicitor which is attached hereto and
with \vhich we take issue specifically as follows:
TIME OF INCORPORATION

The solicitor states thatThe company was incorporated considerably prior to the enactment of the
revenue act of 1916 on September 8, 1916, which marked the beginning of the
enactment of the revenue acts carrying high surtax rates. Manifestly the case
is not one of an individual who upon the advent of high surtaxes formed a corporation to hold his personal securities, while retaining the ownership of its capital
stock.

This argument of the solicitor in favor of the taxpayer appears
to have no proper foundation for two reasons.
First. The revenue act of 1913 contained a provision (see Section
II-A, subdivision 2) providing for a tax on undistributed profits in
such a case, showing, as is clearly eviden t, that such a company as this
would benefit even under low surtax rates if some means were not
provided for taxing undistributed profits.
Second. The time of organization of the company is not a factor,
as both the revenue acts of 1918 and 1921 exclude this ground of
defense by the following clear and explicit wording, "If any corporation, however created or organized, is fornled or availed of."
The above shows that it was the intent of Congress, as accurately
expressed in the statute, to lllake no exception of a company formed
prior to the enactment of high surtax rates, as long as said company
was availed of for the purpose of escaping surtax.
EMPLO YMENT OF UNDISTRIBUTED PROFITS

The solicitor states as follo'ws in the attached memorandum
(Exhibit H ) :
That the undistributed earnings ,yere used by the company in its investment
business is show"n bv the fact that its cash account as of the end of each of the
years in question was less than $50,000; and as of December 31,1919, was only
$9 J739.39. It can not be denied that there was an active employment of the
accumulated profits to promote the business purposes of the company. The
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compa n y used a substantial portion of its profits in safegua rding its investments in
certain close corporations which, in order to increase their fa cilities, looked to their
few stockholders, among others "Company No. 11 ," to supply the required capital.
Under all the circumstances the company can not be said to have accumulated
its profits beyond the reasonable needs of its business .

The above arguments appear to be unfounded. As a matter of
fact, the business of this company consisted in making all the profit
possible by investment in stocks, bonds, and mortgages and reinvesting the accumulated profits instead of distributing same to its few
stockholders, all of whom would have been subject to surtax.
What is the significance of the low cash balance carried? Simply
that the company was in no producing business, nor any business on
which sudden cash deInands could possibly be made. A simple reinvestment of undistributed profits in interest-paying securities is certainly no defense in the matter of an unreasonable accumulation of
profits. If the company had made $10,000,000 a year, it would have
still found no difficulty in reinvesting same in a similar manner. We
submit that the low cash balance noted by the solicitor is no reasonable argument against the application of section 220.
The solicitor further states, as quoted above, that a certain amount
of profits had to be reinvested in certain closely held companies to
protect investments already made.
The facts in this case do not confirm this statenlent as being
controlling. On page 3 of the solicitor's memorandum attached, it
will be noted that investments in municipal bonds for the years in
question were as follows:
Year
1919_ _________________________ ______ _______________________________________ __
1920__ _______ ___ ______ ____ _____ _____ ____ ______________________ _____ _____ _____
192L _____ __ ____ ___ ________ ___ __ _____ __ _____ ____ __ _____ ___ _______ ____ ____ ____

Amount

I

Increase

$358, 022. 10 ___________ __ _
576,934.18
$218,912.08
995,819. 15
418,884.97

Now in 1920 the company increased its investment in municipal
bonds $"218,912.08, and its profits in that year was $286,417.74.
In 1921 it increased its investment in municipal bonds $418,884.97,
and its profit in that year was $313 ,639.69.
.
Can it be seriously contended that this investment of undivided
profits in municipal bonds was necessary in order to "safeguard its
investm ents in certain close corporations"? vVe think not, especially
as in all these years there were ample reserve funds in United States
securities in excess of $500,000 in every year.
MERE HOLDING COMPANY

The solicitor states thatIt can not b e said t hat "Company No. 11 " was a "mere h olding comp a n y" or that
its gains a nd profits ,,-er e permitted t o accumulat e beyond t he r easona ble needs
of its business during an y of the years in question. That the com pa ny was not
"a m ere holding company " seem s beyond peradve nt ure .

The above statement does not appear to be supported by the lnain
facts in the case.
If the business of this company is to make the greatest possible
profit and avoid the payment of tax itself, and avoid the payment
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of surtax by its few stockholders, then and only then can this company be judged to have re,~sonable need of its undistributed profits
in its business.
.
vVe believe that this company is a "mere holding company" as
defined in the law. Over 90 per cent of its assets arc at all times in
stocks and bonds of other eorporations, municipalities, and governments, and in mortgages. Only a normal change in investment is
shown. The company is not engaged in stock brokerage or any
other like business. Moreover, such changes as arc made in its
investments show a policy of safe and sure profits and low taxes.
The corporation itself has a small taxable net income, due to its
tax-exempt securities and its large domestic dividends.
CONCLUSION

If the principles laid down in this case are correct, we believe that
the provisions contained in th e revenue acts of 1918 and 1921 may
as well be declared null and void. Few companies will show any
lllore direct viola tion of. the acts.
It nlight be noted that the two cases which will go to the Board
of Tax Appeals -involving section 220 of the revenue acts of 1918
and 1921 are, in our opinion, much weaker than this ease, inasmuch
as they are both producing and manufacturing eompanies with
nlore excuses for an accumulation of profit.
NOTES ON COMPANY N o.

66

Refening again to the chart shown in Exhibit G we will consider
the case of COlupany No. 66. This case is typical of a cOlnpany
which has long been organized and which has pursued th e uniform
policy of declaring no dividends and of reinvesting all its profits in
the business. Th e Solicitor of Internal Revenue holds in such a case
that the provisions of section 220 of the revenue act of 1918 can not
be applied. 'Ye are not in agreement with this decision which is
contained in full in Exhibit 1. The main fa cts in this case may be
s ta ted as follows:
1. The co mpany was incorporated in 1900, practically all of its
stock was owned by one man whom we will designate as NIl'. "X."
2. This company from the date of its incorporation up to and
including 1920 never paid any cash dividends.
3. Th e increase in surplus for each of the calendar years, 1918,
1919, and 1920, was as follows:
Annual increase
in surplus

1918 _________ _____________________________________ $349,457
1919______________________________________________ 198,308
1920______________________________________________ 221,626

4. Th e total surplus at the end of the year of 1920 amounted to
$3,124,860.
5. The business of the corporation has been confined principally
to dealings and investments in real estate, ships, and corporation
stocks and bonds.
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6. The amount of money in savings account at the end of the
years in question is as follows:
Amount of
savings account

1918 ______________________________________________ $201,113
1919 ______________________________________________ 216,970
1920_________ -;- ______ _____ ____________ __ _______ ____ 225, 490

7. The investment in Liberty bonds and United States Treasury
certificates in 1918 amounted to approximately $207,400. During
the year 1919 additional Government securities were purchased in
the sum of $79,709.
It is onr opinion that this company was a holding company within
the meaning of the revenue act of 1926. The solicitor apparently
holds it to be an investment company as distinguished from" a mere
holding company." The fact remains that this corporation was only
engaged in holding and accumulating the profit from stocks, bonds,
and other property. It does not appear that this company was a
producing concern.
The fact that such a company has never paid any dividends and
has followed the consistent policy of reinvesting its large earnings in
securities or other property does not, in our opinion, prevent such a
corporation of being availed of in the manner which will allow the
principal stockholder to escape surtax. We would again point out
that if dividends were paid there is nothing to prevent such principal
stockholder from reinvesting snch dividends, after the payment of
the surtax, in the business.
Having discussed briefly several typical cases where the bureau
does not see fit to apply the provisions of section 220 we will now discuss the two cases where they have finally decided to do so.
NOTES ON COMPANY No. 15
The case of Company No. 15 is important in connection with our
study of the operation and effect of section 220 of the various revenue
acts for the following reasons:
1. It is the only case involving the revenue act of 1918 which has
progressed to the point of going to the Board of Tax Appeals.
2. It will be in fact a test case on the 1918 act.
A consideration of the facts in this case leads us to the following
conc! usions :
(a) It will be 1928, 10 years after the passage of the 1918 act,
before we may hope to have a decision on section 220 of the 1918 act.
(b) If the provisions of the act are upheld as constitutional, not
over a dozen taxpayers in the United States will be assessed this
tax, and hundreds of taxpayers who should have paid this tax will
excape through the delay of the bureau and the statute of limitations.
(c) The bureau is going before the Board of Tax Appeals with a
,c ase which they should win, but which is less suitable for a test case
than some of those cases in which they have refused to assess the
tax on hearings within the bureau.
The main facts in connection with Company No. 15 are as follows:
The company was incorporated on November 2, 1900. Its capital
stock is entirely held by John Doe, sr., and his two SOIlS, John Doe,
jr., and Peter Doe.
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For the years 1918 to 1920 the increase in the earned surplus of
the corporation was as follows:
Increase in earned surplus

1918 _______________________ ------------- _______ $8~ 312 15
1919 _______________________________ ____________ 210,311.21
1920 _______________________________ ____________ 187,867.94

During this period no dividends were paid by the corporation.
A large amount of the surplus of the company was employed in
making short-terln loans and in investments in real estate and
securities having no apparent connection with the business of manufacturing beds.
The amounts employed in such loans and investments at the close
of each of the years in question was as follows:
Amount in loans
and investments

1918 _____________________________________________ $125,000
1919_____________________________________________ 31~ 600
1920 __________________________________________ ___ 565,000

The general counsel of the Bureau of Internal Revenue has sustained the IncOlne Tax Unit in a proposed assessment of tax against
the stockholders of the company under the provisions of section 220
of the revenue act of 1918.
The cases were listed with the Board of Tax Appeals on July 21,
1926.
DISCUSSION

In our OpInIOn the decision of the general counsel in this case IS
perfectly proper.
Inasmuch, however, as this case is in the nature of a test case it
would be important to select one as clear and strong as possible.
It appears that this case is not so suitable for a test case as would
be the case with Company No. 11, already described, and others
which have not been sustained by the general counsel.
Attention is drawn to the fact that this corporation is a manufacturing company and not "a lnere holding company," or even an
investment company.
The general counsel's opinion on this case is attached hereto under
Exhibit J.
The other case involving section 220 and which will be heard before
the Board of Tax Appeals is that of Company No. 57.
NOTES ON COMPANY

No. 57

'Vhile it ,vas originally proposed to assess this company additional
taxes for the years 1920, 1921, and 1922 under the provisions of section 220, the solicitor finally ruled that the company was liable for
such additional taxes only for the year 1922. The provisions of
section 220 of the revenue act of 1921 are therefore involved.
The Inain facts in connection with this case may be summarjzed
as follows:
1. The conlpany was incorporated in 1911 and is engaged in the
nlanufacture and sale of playing cards.
2. The stock of the company is closely held, its president, 111'.
uX," owning 899 out of the 1,000 shares outstanding.
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3. The book profits of the company for the years in question were
as follows:
Book profits

1920 ______________________ ~ ____ ~------------------ $67,712
1921
~---------------------------------44,070
1922 ___________
______________________________________________
179,965

4. Dividends were paid as follows:
1920 ______________________________________________
1921______________________________________________
1922______________________________________________

Dividends

$5,000
10,000
15,000

The company maintained that it operated in a leased building and
will eventually build a building of its own. It also claimed it will
need a large surplus in case of a price war with a certain other large
playing-card company.
The solicitor's ruling in this case is contained in Exhibit K.
A study of this case leads us to the conclusion that the additional
tax provided for in section 220 of the revenue act of 1921 should be
applied for the year 1922, as per the solicitor's decision.
It does not appear that this case is as suitable for a. test case as
some of the cases already discussed where the solicitor has failed to
apply the provisions of section 220.
This company is a manufacturing company and not" a mere holding company," as specifically designated in the law.
CASES WHICH HAVE NEVER BEEN CONSIDERED BY THE BUREAU
IN CONNECTION WITH SECTION 220

It appeared probable from the fact that no tax had ever been
colleeted under the provisions of section 220 and also on account of
the comparatively few cases reported (a total of 78 cases) that by
investigation we could find a number of cases which should have
been considered under the provisions of this section by the bureau.
It was of course impossible in a reasonable time to find any great
number of such cases but we have found a sufficient number to
indicate that there has been no cOlnprehensive effort on the part
of the employees of the bureau to make section 220 of the various
acts effective.
Attached to this report nnder Exhibit L will be found a list of
cases with certain facts in relation thereto, which in our opinion
should have been considered by the bureau in connection with
sectionc220.
Reference to this exhibit shows that a very considerable number
of cases were readilv found which should at least have been investigated under section 220. The most important of these cases will
now be discussed, all being actual cases, name of taxpayer only
being deleted.
NOTES ON COMPANY No. 101
Company No. 101 was incorporated December 14, 1909, its stock
being entirely owned by ,John Doe and his four sisters. It is a
mere holding corporation having no other business than the collection of income from stock, bonds, tax exempt securities, and real
estate. By far the greater portion of its income is derived from
dividends on the stock of domestic corporations.
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The years 1918, 1919, and 1920 having been audited by the
bureau, it will be sufficient to consider the taxes of the company for
these years.
In the table below will be found an analysis of the tax returns
of COlnpany No. 101 for the years 1918 to 1921, inclusive. (The
year 1921 is added to show the continuance of its policy of dividend
distribu tion.)
Analysis of tax ret'urns, Company No. 101
1918

1919

1920

Income:
Intcrest on United Sta tes obligations (not exempt) _
$365.00
$7,381. 01
$8.18.04
Intcrest from other sources___ ____ ___ ___ _______ _____
6,495.93 ___ __ ___ ___ _
6,680.43
Rents _____ ________________________________________ .
2,938.34
4,241. 93
7,729.37
Miscellaneous income _____________ ~________________
27.55 ___ ____ ___ __
2,578.74
Appreciation realized (cost l\Iarch 1. 1913, v alue) _________ ___ __ _ ______ _____ _
3, 515.40
Interest on United Sta tes obligations (exempt) _____
1,413.24
4,445.64
4,215.08
Other nontaxable income ___ ___ ___ _____ ___ ___ __ __________ _____ ________ ___ __
365_84
Dividends on domest ic corporations_______ __ _______ 65,894.61
53,797.66 115,865.20
Profit (+) or loss (-) on sale of capital assets ______ -2,210_ 00 +11,971. 64 -2,346.90
Dividends from foreign corpora tions ________________ _____ ___ ____ ____ __ __ ___ _
787.50
Total gross income___ _____ __ ___ __________________

76,924_ 67

Deductions:
Expenses, etc _____________________________________ _
In rercst ___________________________ _______________ __
Taxes (except F ed eral) ____________________________ _
D eprecia tion ______________________________________ _

356_ 97
1• .5l1. 47
2, 097.66
500_ 00

81,847.88

1921

$876.40
9,516.32
8,552.86
649.56
3,504.97
518.82
41,391. 25
-1,761. 50
262.50

140,248.70

63, 511. 67

823_ 90
820.46
2, 461. 25
996.74 ------- - ---- ------- - - --4,763_ 41
2,731. 07
3,393_ 04
817.08
750.50
250.00

Total d edu ctions_________________________________

4, 466_10
6,333.87
5, 368.79
6,104.29
1=======1========1========1= ======
133,914.83
57,407. 39
~ :~::::;; ~~~~-~-e-:- - - -- - - -- - -- - -- --- - - - -- - -- - - - -- - --- - 72.458_57 1==7=6,=4=79=. =09= 1=======1=======
1, 41 3.24
4,445_ 64
I nterest on U nited States obligations_______________
4, 21 5_08
3,504_ 97
Other nontaxable income __ _____________________________________ ! ___________ _
36.5.84
518. 82
D omesti c dividends________________________________ 65, 894.61
53,797.66 115,865.20
41,391. 75
Appreciation realized (cost to March 1,1913, v alue) ___________________ ___ __ _
3,515.40 - --------- -- - - - - - - -1---------1--------

Total non ta xuble income _______ ___ ______ _____ __ __

67,307.85
58, 243_ 30 123,961. 52
45,415.54
1=======1========1========1=======
Net t axable income __ __________ ___ _________________ ____
5, 150.72
18, 235.79
9,953. 31
11,991. 85
334.28
1,623.58
T ax p aid_ ___ ___________________________________________
709_53
911.55
1=======1========1========1=======
Surplus b eginning of y ea r ______________________________ 414,066.77 464,884.1 3 512,355. 43
622, 524. 51
Surplus eud of y ear. _ ________ __________________________ 464, 884_ 13 512, 355.43 622,524_ 51
622,524.51
Increase in surplus_______________________________

1---------1- - -- - - - -1--------1------ --

50,817_36
47,471. 30 110,169.08 ----------- 1======= 1========1========1=======
Dividends p aid in cash_ ________________________________ 20,085. 83
28,673. 51
22, 122: 17
55, 000.00

Reference to the analysis above shows the net profit of Company
No. 101 for the years in question to be as follows:
N et profits

1918______ ___ __ ___ _____ ____ ____ _____ __ ___ _ __ ___ _ $ 72,458.57
1919 ____ __ ____ ____ __ _____ ____ ___ ___ _________ ___ _ 76, 479. 09
1920 __ __ ______ ___ ___ __________ __ _______________ _ 133, 914. 83
1921 __ __ ____ ___ _____ __ __ _______________________ _ 57,407.39

During the same period the dividends paid were as follows:
Dividends

1918__ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ $20, 085. 23
1919____________________ _____ ___ _________ ___ ____ 28,673.51
1920_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 22, 122. 17
192 L_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 55, 000. 00

It is apparent from the above that the distribution of dividends in
the year 1921 was nearly equal to the profit and that the application of
section 220 to that year could not be sustained.
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For the years 1918, 1919, and 1920, however, we have a total net
profit for the three years of $282,852.49, while for the same period we
have dividend distribution of only $70,880.91, or, in other words,
only 25 per cent of the profits were distributed.
It appears evident that this company is " a mere holding company"
and that" the gains and profits are permitted to accumulate beyond
the reasonable needs of the business." The revenue act of 1918
makes either of these conditions" prima facie evidence of a purpose·to
escape the surtax."
The increase in surplus from January 1,191 8, to December 31, 1920,
amounts to $208,457.74.
That the provisions of section 220 of the revenue act of 1918 have
been disregarded' by both the field forces and the reviewing officer of
the bureau is apparent from the following quotation taken from the
revenue agent's report on this company dat ed May 16, 1923:
"Company No. 101" has accumulated most of its income since date of incorporation and has paid dividends only for famil y expenses, therefore the family has
avoided paying surtaxes on most of its income, but there seems to be no provision
under the act of 1918 where this can be taxed .

This revenue agent recognized t he fact of " evasion of surtaxes
by incorporation" without apparently being aware of the existence
of section 220 in the law.
It is clear that this case comes squarely under the provi sions of
section 220 of the revenue act of 1918.
NOT E S O N COMPANY

N o. 102

Company N o. 102 was incorporated in 1908. Its stock is all
held in one falnily. Its principal source of income is from rents and
domestic dividends.
The net income of this corporation, befor e t he deduction of dividends r eceived, was as follows for th e years 1920 to 1924, inclusive:
1920________ ___ ______ ____ _________ ___ ___ _________ __
1921 _______________ ___ ________ ___ ____ _____________ _
1922 ____________ ___ ________ ___ ____ ___ __ ___ __ ______ _
1923_____________ ____ ___ ______ ___ __ ____ ___ ________ _
1924___ __ ____ ___ _____ _________ ________ ___ _________ _

Net income

$84,078
139, 843
210,784
41,101
98, 200

Dividends p aid to the stockholders by t his corporation during
t h e same y ears were as follows:
Dividends

1920___ ______________ __ __ __ __ _____ ____ ____ __ __ _____ $57,500
1921___ ____ __________ __ __________ __ ___ ____ ______ ___ 91,998
1922___________ _ ___ ___ ______ __ __ ____ __ ____ ________
1023 __ ___ _______ ____ _______ ____ ___ ___ _____ ________
1924 __ ____ _____ ____________ ____ ___ ________ ________

°°
°

This eompany has never been considered by the bureau in connection with section 220.
It is apparent, however, that in spite of large earnings during the
years 1922, 1923, and 1924, the policy of p aying no dividends in these
years has enabled its stockholders to escape payment of surtaxes.
R eference to Exhibit L will show that this company had a taxable
net income, in each of the three years mentioned, and therefore it
would be possible to apply the provisions of the 1921 act as well as
those of the 1924 act.
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\tVe believe the bureau has erred in not applying the provisions of
section 220 to this case.
NOTES ON COMPANY No.

103

This company was incorporated in 1916. It is not a large corporation, but it would appear that a reasonable distribution of the profits
has not been made, as the company is a "mere holding company. "
The greater portion of the income of this company is derived from
dividends on the stock of domestic corporations. The renlainder is
derived fronl the profits on the sale of such securities.
The pertinent facts in relation to this company, for the years in
question, are as follows:
Domestic
dividends
received

Year

1923 _______________________________________
1924 __ _ ____ __ ____ _____ ____ ____ _______ ___ ___
1925_ _ ___ __ ___ ____ ________ _____ ___ ______ ___

TotaL ______________________________
I

$21,095
24, 292
23,635

Total
gross
income
$21, 409
30,206
34, S09

Net
t axable
income
1$3,012
3,437
9, 317

Net income
Cash
before
domestic di vidends
paid
dividends
$18,083 __ _________ _
27.729
$7,647
7,000
32,952

1-------1--------1-------1·------- 1-- - - - - 69,022

86, 424

9,742

78,764

14,647

Deficit .

It \vill be noted that this eompany, in the three-year period stated,
distributes only 20 per cent of its profits. The increase in surplus
during this period is about $46,000.
In our opinion this company should have been investigated III
~onnection \vith section 220 for all three of the years shown.
N OT E S

ON

COMPANY No.

'104

This company was incorporated in 1916. 'Ve will consider the
accumulation of profits by this company for the years 1919 to 1921,
inclusiye.
The principal income of the company was originally derived from
rentals, but in the latter years such income was evidently invested
in stoek of domestic corporations until in 1921 the ineome from this
latter source is nearly as large as the income from rentals.
For the three years noted the total d omestic diyidends reeeived
amounted to $299,428; total gross income to $1,397,128; net taxable
income to $447,663; the net income before deduction of domestic
dividends to $747,091; and no dividends of any kind were paid
during this period.
The increase in surplus amounted to $541,571, and it would appear
that this is an unreasonable accumulation of earnings especially in
view of the fa,et that such surplus was largely invested in the stock.
of domestic corporations.
The bureau, however, has never considered this the case in connection with the application of section 220.
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NOTES ON COMPANY No. 112
Company No. 112 was incorporated under the laws of the State of
Delaware in·1919 by two individuals, who pooled their interests in
order to form the corporation.
The greater part of the income is derived from the dividends on
the stock of domestic corporations. Certain figures of the company
for the years 1921 to 1924, inclusive, were examined.
From this examination it appears that in the above-mentioned
four-year period the domestic dividends received amounted to
$352,731; total gross income to $386,573; total net income to $9,638;
total net income before domestic dividends to $362,501; and total
cash dividends paid out to $169,133.
This company, then, in the four-year period paid out something
less than one-half of its profits in dividends. It is our opinion that
this company should have been assessed the additional tax provided
for in section 220 for the years 1921, 1922, and 1924.
There was no taxable net income in 1923, and therefore this tax
could not be assessed for that year. This company has never been
considered by the bureau in connection with section 220.
The other companies on the list in Exhibit L show similar instances where the bureau has failed to apply the provisions of the
act which we are now discussing.
It will be sufficient, however, to discuss this exhibit as a whole
rather than to discuss each of the remaining cases separately.
NOTES ON AGGREGATE FIGURES (EXHIBIT L)

Composite figures arrived at by totaling the columns in connection
with the 18 companies shown in Exhibit L are worthy of a short
discussion.
The total figures show domestic dividends received amounting to
$6,059,430; total gross income to $32,303,784; total net income
before deduction of domestic dividends to $16,395,071; cash dividends paid to $1,908,849.
The composite figures therefore on these 18 cases show that out of
the real profits $16,395,071 only $1,908,849 has been distributed and
become subject to surtax; or, in other words, about 12 per cent.
Practically all of the companies are mere holding or investment companies, and yet the bureau, up to October 1, 1926, has never considered any of these cases in connection with the application of
section 220.
It must be concluded therefore that the system which has been
practiced by the bureau in administering this section of the revenue
acts is far from being effective.
The above 18 cases represented only a few weeks' investigation on
the part of this division, while the bureau has been eight years in considering 78 cases.
It may also be mentioned in addition to the above list of 18 cases
we have certain facts on some 50 further cases which Inight properly
come under the provisions of section 220 but which we have not reported for the lack of complete details.
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THE IMPORTANCE OF SECTION 220

A study of what is being accomplished by certain taxpayers in
,e vading taxes shows that if section 220 of the various revenue acts is
not enforced, then the equity of the whole income law breaks down.
To show this fact we will prove that it is possible for the corporation
with a large surplus not only to evade the surtax which might be
imposed on its stockholders, but also it is possible for this corporation
to evade the normal corporation tax, if the provisions of section 220
be not enforced.
This proposition will be proved first by a hypothetical case, and
second, by the figures in an actual case.
HYPOTHETICAL CASE

Suppose corporation A has a taxable net income of $60,000 per
annum arising from the manufacture of nails; this corporation is
owned by three individuals who have no other means of livelihood,
and therefore the corporation distributes all of its profits that its
stockholders may live.
In this event under the 1926 act there will be a tax due the Gov,ernment of $8,100 fronl the corporation. In addition to the corporation tax the three stockholders will pay a surtax anlounting to
$660.
Now suppose that corporation B has a similar net income from the
manufacture of nails, amounting to $60,000 per annum, and also that
it has a surplus invested in the stock of domestic corporations which
bring it a further income from dividends of $60,000.
"Vhile this company has an income of $120,000 per annum, nevertheless its net income will only be $60,000, as the domestic dividends
.of $60,000 are deductible for tax purposes.
The corporation then will pay a tax of $8,100 and the three individuals who composed the corporation will pay no tax if no distribution of profits is made.
N ow, suppose that corporation C has the same net income from the
manufacture of nails as did corporation A and B, an amount of
$60,000 per annum, and suppose it invests its surplus in the stock of
domestic corporations which brings it a further income fronl dividends
of $60,000. The corporation then borrows from a bank by depositing
this stock as collateral and with the borrowed nloney buys more
domestic corporation stock which brings it in an additional income of
$60,000. "Ve now have the net income from the business aInounting
to $60,000 and dividends from the stock of domestic corporations
amounting to $120,000, making a total of $180,000.
In arriving at the net taxable income of this corporation we will
deduct the domestic dividends of $120,000 and interest paid the bank
of $60,000, leaving no net taxable incOIne.
This corporation then will pay no taxes as a corporation, and if
a distribution of profits is not made the stockholders will pay no
surtaxes.
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The above is shown in tabular form as follows:
Corporation A
Net income from business ________________________________________ $60,000:

Corporation tax at 13% per cent ____________________ _____ ____ ____ Surtax on three stoQ,kholders _ _ _ _ __ _ ___ _ _ __ _ _ _ _ __ _ __ __ _ _ _ _ _ __ __ _ _ _
Totaltax__ _______ ______________ _________________________

8,100
660
~

76D

Corporation B
Net income from business_ _ __ _ _ _ _ __ __ _ _ _ _ _ _ __ _ _ _ __ _ _ _ _ _ __ _ _ _ _ _ _ __ $60, 000'
Dividends on sto~:):i: of domestic corporations_ _ _ _ _ _ __ __ _ _ _ __ _ _ _ __ __ _ 60, 000.

Total __________________________________________________
Deduc't domestic di vidends_ _ ___ _ _ __ __ _ __ _ __ _ _ _ _ _ __ __ __ __ __ _ _ _ _ __ _
Net taxable income_ _ _ _ _ _ __ _ ___ _ _ _ _ __ _ _ __ _ _ __ _ __ _ __ _ ___ _ _ _
Tax____________________________ _______________ ___ _____________

000
60, 000,

12~

60, 000
~ lOG

No distribution of profits; no surtax.
Corporation C
Net income from business _____________ _____________ __ ____________ $60,000.
Domestic dividends _______________________________ ~ _____________ 120, 000.
Tot~

____________ _________________________________________

18~

000

Deduct:
Interest paid bank on loan secured by collateraL _ _ _ _ ___ ___ _ _ __ _ 60, 000.
Domestic dividends _________________________________________ 120, 000
Total deductions __________________________________________ 180,0000
Net taxable income _________ -' _________ _______ _. __ _ ___ __ _ _ __ _ _ _ _ __
0
Corporation tax_____________________ _____ _________ ____________ _
0
Surtax with no distribution of profit __________ ________ ___________ _
0

We may conel ude, therefore, from the above hypothetical case
that this manipulation of surplus avoids the payment of a corporation tax, and if the provisions of section 220 are not enforced the
stockholders at the same time can avoid the payment of surtaxes.
To show that the above manipulation is actually being accomplished
by certain companies, we give in the following table figures of an
actual case covering a period of years, name of company only being
deleted.
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Th e" X " Holdi ng Company, analysis of returns
[Incorporated Sep tem ber 25, 1911]
1918

1919

1920

1921

1922

1924

1923

- - : - - - - - - - - - - - -1- - - - - - - - - - - - - - - - - - -

Income:
Interest on United St ates obligations (not exem pt)________________ _______ ________ ________
$2,473 _____________________________ _
Interest from other sources __________ $47, 585 $282, 978 $237, 066 261,304 $179, 889 $264,941 $273,754
Miscellaneous income __ ____________ _ _____ ______ ____ ___ ______________ 1__________ ____ ___ ___
39,445
Dividends from domestic corporaI
tions __ __________________________ __ 520, 577 673,184 651,1121, 199,099 1, 919,839 3, 151, 080 2,051,350
Profitorloss on sale of capital assets _ __ _____ ________ ________ _________
2,480
14, 000
14,000

- - - - - - - - -1- - - - - - - -1

Totalgross income ___ _____________ 570,162 956,162 888, 1 ~ 1 , 462, 8 76 1 2,102, 208 3,430, 0212,378,549
Deductions:
- - - - - - - - - - -1- - - - - - - - - - ·
Expenses, et c____ ___________________ 8, 458 12,529 17, 351
46,4171 144,854
18,381
133,937
InteresL ___________________ _________ 311, 000 546,928 570, 554 591,765
507, 079
465,909
455,628
T axes (except Federal)_____________
425
425
425
11, 888
16,063
6,807
425
- - - - - - - - - -- - - - - - - - - - - - Total deductions _________________ 319,883 559, 882 588,330 650,070
667,996
491, 097
589, 990
N et profit _______ _______________________
Nontax a bl e inco me: Domestic di v idcnds __________ ____________ ______ _____
Net ta~abl e income ____ ______ ___________
Tax paId ________ ____________ ___ ________
Surplus beginning of yeaL __ ~ ___________
Surplus end of yea!'. __________ __________
Adjustment in surplus:

250,279 396,2801 299, 848

812, 806 1,434, 212 2, 938,924 1,788, 559

520, 577 673,184 651,1121 , 199,099 1,919, 839 3,151,080 2,051, 350
11351, 264 1386,293 1485,627 1212,156 1262,791
1270,2981276,9041

None. None. None.
N one.
N one.
N one.
N one.
___ _______ _____ 2,763,433 3,059, 826 3,572,911 5,003, 667 7,618,835
__ _____ - - ------113'059,826 3, 572,911 5,003,667 7, 61 8, 835 23 180,149
_

~;~~~~~~ii~~i~~~nats ~i~a{:~~~kle- --- - --- -- ------ -- ----- - - ------ - - ----------1
----------

value for which common stock
was issued) __ ___ __ ___ _____ _____ ___ _____ __ ________ ______ __ __ __ _____
Total assets beginning yea!". ________________ ____________________________
Total assets end of yeaL ________________________________________________
Dividends paid in cash _________________ ------- -------- -------- --------1

Loss .

2

D eficiency.

3

2,228, 080

___ ____ ___ ___ ______ _ 7, 000, 000
18, 915, 432i19, 111, 53720,541,361
19, 111, 53, ,20, 541, 36114, 690, 808
___ _______ 1 320,000
400,000

For practical pyrpose surplus in 1924 is $9,047.31.

The above company is a closely held corporation, the majority of
its stock being held by one banker and his wife. There was no distribution of profits except in the years 1923 and 1924, and even in
these years the distribution was insignificant in comparison with the
profits.
In the seven-year period froln 1918 to 1924, inclusive, this company has made a net profit of $7,920,908; the corporation has never
paid one dollar of tax during this period. 110reover , surtaxes have
been paid only on $720,000, representing tax distribution of less than
one-tenth of the above-mentioned tot.al of net profit.
There has been no taxable net income in any y ear and it is plain
that the bureau could not assess the additional tax provided for in
section 220 for the years 1918 to 1923, inclusive. 'Ye trust they
will be able to do so for the year 1924, although we h ave no assurance that such will be the case. The above ac tual case does show
how taxes are being legally evaded and it is obvious if the provisions
of section 220 be not enforced they will con tinue to be evaded in a
like manner.
We will give one more actual ease which will show rather nlore
closely how the deductions for interest in connection with loans on
collateral will reduce an actual net profi t to a loss for tax purposes.
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The Y company
1923

Interest recei ved _____________________________________________ _
Profit from sale of capital assets ____________________ __________ _ _
Dividends ___ _________________ ________ _______________________ _

$1, 764
23,024
147,008

Total gross income __ __________ ________ ___________ ______ _
Deductions, interest (total deductions) _________________________ _

171,796
50, 608

Net profiL_ _______ _________________ ____________________
Nontaxable income, dividends_ _ _ _ _ __ __ _ _ __ __ __ _ _ __ __ _ _ __ _ _ __ _ _ _
Net taxable income (1oss)______________ ________________________
Assets beginning of yeaL ______ ______________________ :.. _________
Assets end of yeaL _ _ _ _ _ _ _ __ _ _ __ _ _ ___ __ __ __ __ __ __ _ _ _ ___ __ _ _ __ _
Surplus beginning of yeaL _____________________________________
Surplus end of yeaL ___ _______ ________________________________

121,188
147, 008
25,820
2,394,770
2, 401, 542
1,298,959
1,420,148

The above figures show that practically the entire income of this
company arises frOln dividends of domestic corporations or profits
from the sales of such securities. Items of interest paid out amounting to $50,608 show that a considerable sunl of nlOney has been
borrowed and reinvested in securities.
This company made a net profit for the year 1923 of $121,188 but
had no net taxable income and paid no corporation tax. It made no
distributiolli of its profits and hence no surtaxes were paid the Government on the operation of this company.
CONCLUSION

,

We must conclude from the above discussion that section 220 of
the revenue acts of 1919 and 1921 has not been enforced to the
extent intended by the Congress. There seems to be some possibility that the revenue acts of 1924 and 1926 will be enforced in a
restricted lnanner in this connection.
It is not evident that the bureau intends to assess the additional
tax in the case of large operating corporations which are able to
invest their enormous earnings in their own business or related
industries.
It is possible to replace section 220 by other provisions which
will effect the result desired more automatically. 'Ve believe that
such a change should be given serious consideration.
Respectfully submitted.

L. H.

PARKER,

(]hief Division of Investigation.

EXHIBIT A
SECTION

II-A,

SUBDIVISION

2,

REVENUE ACT OF O CTOBER

3, 1913

For the purpose of this additional tax the taxable income of any individual
shall embrace the share to which he would be entitled to the gains and profits, if
divided or distributed, whether divided or distributed or not, of all corporation,
joint-stock companies, or associations however created or organized, formed or
fraudulently availed of for the purpose of prevent ing the imposition of such tax
through the medium of permitting such gains and profits to accumulate instead
of being divided or distributed; and the fact that any such corporation, jointstock company, or association, is a mere holding company, or that the gains and
profits are permitted to accumuLate beyond the reasonable needs of the business
shall be prima facie evidence of a fraudulent purpose to escape such tax; but the
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fact that the gains and profits are in any case permitted to accumulate and become
surplus shall not be construed as evidence of a purpose to escape the said tax in
such case unless the Secretary of the Treasury shall certify that in his opinion
such accumulation is unreasonable for the purposes of the business.

EXHIBIT B
SECTION 3, REVENUE ACT OF 1916 (SAME IN ACT AS AMENDED OCTOBER 3, 1917)
ADDITIONAL TAX INCLUDES UNDISTRIBUTED PROFITS
SEC. 3. For the purpose of the additional tax, the taxable income of any individual shall include the share to which he would be entitled of the gains and
profits, if divided or distributed, whether divided or distributed or not, of all
corporations, joint-stock companies or associations, or insurance companies,
however created or organized, formed or fraudulently availed of for the purpose
of preventing the imposition of such tax through the medium of permitting such
gains and profits to accumulate instead of being divided or distributed; and the
fact that any such corporation, joint-stock company or association, or insurance
company is a mere holding company, or that the gains and profits are permitted
to accumulate beyond the reasonable needs of the business, shall be prima facie
evidence of a fraudulent purpose to escape such tax; but the fact that the gains
and profits are in an:v case permitted to accumulate and become surplus shall
not be construed as evidence of a purpose to escape the said tax in such case
unless the Secretary of the Treasury shall certify that in his opinion such accumulation is unreasonable for the purposes of the business.

EXHIBIT C
SECTION 220, REVENUE ACT OF 1918
PROFITS OF CORPORATIONS TAXABLE TO STOCKHOLDERS
SEC. 220. That if any corporation, however created or organized, is formed
or availed of for the purpose of preventing the imposition of the surtax upon its
stockholders or members through the medium of permitting its gains and profits to
accumulate instead of being divided or d istributed, such corporation shall not
be subject to the tax imposed by section 230, but the stockholders or members
thereof shall be subject to taxation under this title in the same manner as provided in subdivision (e) of section 218 in the case of stockholders of a personalservice corporation, except that the tax imposed by Title III shall be deducted
from the net income of the corporation before the computation of the proportionate share of each stockholder or member. The fact that any corporation
is a mere holding company, or that the gains and profits are permitted to accumulate beyond the reasonable needs of the business, shall be prima facie evidence
of a purpose to escape the surtax; but the fact that the gains and profits are in
any case permitted to accumulate and become surplus shall not be construed as
evidence of a purpose to escape the tax in such case unless the commissioner
certifies that in his opinion such accumulation is unreasonable for the purposes
of the business. When requested by the commissioner, or any collector, every
corporation shall forward to him a correct statement of such gains and profits
and the names and addresses of the individual::; or shareholders who would be
entitled to the same if divided or distributed, and of the amounts that would be
payable to each.

EXHIBIT D
SECTION 220, REVENUE ACT OF 1921
EVASION OF SURTAXES BY INCORPORATION
SEC. 220. That if any corporation, however created or organized, is formed
or availed of for the purpose of preventing the imposition of the surtax upon its
stockholders or members through the medium of permitting its gains and profits
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to accumulate instead of being divided or distributed, there shall be levied, collected, and paid for each taxable year upon the net income of such corporation
a tax equal to 25 per centum of the amount thereof, which shall be in addition to
the tax impo~ed by section 230 of this title and shall be computed, collected, and
paid upon the same basis and in the same manner and subject to the same provisions of law, including penalties, as that tax: Provided, That if all the stockholders or members of such corporation agree thereto, the commissioner may,
in lieu of all income, war-profits, and excess-profits taxes imposed upon the corporation for the taxable year, tax the stockh olders or members of such corporation upon their distributive shares in the net income of the corporation for
the taxable year in the same manner as provided in subdivision (a) of section 218
in the case of members of a partnership. The fact that any corporation is a mere
holding company, or that the gains and profits are permitted to accumulate
beyond the reasonable needs of the business, shall be prima facie evidence of a
purpose to escape the surtax; but the fact that the gains and profits are in any
case permitted to accumulate and become surplus shall noli be construed as evidence of a purpose to escape the tax in such case unless the commissioner certifies
that in his opinion such accumulation is unreasonable for the purposes of the
business. When requested by the commissioner, or any collector, every corporation shall forward to him a correct statement of such gains and profits and
the names and addresses of the individuals or shareholders who would be entitled
to the same if divided or distributed, and of the amounts that would be payable
to each.
EXHIBIT E
SECTION 220 (a), (b), (c), AND (d) REVENUE ACT OF 1924
EVASION OF SURTAXES BY INCORPORATION
SEC. 220. (a) If any corporation, however created or organized, is formed or
availed of for the purpose of preventing the imposition of the surtax upon its
shareholders through the medium of permitting its gains and profits to accumulate
instead of being divided or distributed, there shall be levied, collected, and paid
for each taxable year upon the net income of such corporation a tax equal to 50
per centum of the amount thereof, which shall be in addition to the tax imposed
by section 230 of this title and shall (except as provided in subdivision (d) of
this section) be computed, collected, and paid upon the same basis and in the
I>ame manner and subject to the same provisions of law, including penalties,
as that tax.
(b) The fact that any corporation is a mere holding or investment company,
or that the gains or profits are permitted to accumulate beyond the reasonable
needs of the business, shall be prima facie evidence of a purpose to escape the
surtax.
(c) When requested by the commissioner, or any collector, every corporation
shall forward to him a correct statement of such gains and profits and the names
and addresses of the individuals or shareholders who would be entitled to the
same if divided or distributed, and of the amounts that would be payable to
each.
(d) As used in this section the term "net income" means the net income as
defined in section 232, increased by the sum of the amount of the deduction
allowed under paragraph (6) of subdivision (a) of section 234, and the amount
of the interest on obligations of the United States issued after September 1,
1917, which would be subject to tax in whole or in nart in the hancis of an inciividual owner.
EXHIBIT F
SUBMISSION OF INFORMATION RELATING TO ApPLICATION OF SECTION 220, REVENUE ACTS OF 1921, 1924, and 1926
TREASURY DEPARTMENT,
OFFICE OF COMMISSIONER OF INTERNAL REVENUE,
Washington, D. C., November 2, 1926.
Supervising Internal Revenue Agents and Internal Revenue Agents in Charge:
In order that cases involving the application of section 220 of the revenue acts
of 1921, 1924, and 1926 may be handled more expeditiously, it is necessary to
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secure uniformity of action in the revenue agents' field divisions. \Vith this
in view, it is desired to call the attention of all internal-revenue agents to the
regulations and rulings under section 220 of the revenue acts of 1921, 1924, and
1926, to the information desired by the bureau in determining the application of
those sections, and to the procedure to be followed in submitting such information.
The regulations of the department under the provisions of section 220 of the
revenue acts of 1921, 1924, and 1926 are contained in articles 351 to 353 of regulations 62, 6.5, and 69, respectively. Attcntion is also invited to 1. T. 1289 (C. B.
I-i, p. 218), I. T. 1572 (C. B. II-I, p. 139), 1. T. 1668 (C. B. II-I, p. 138), and
S. 1\11. 2273 (C. B. III-2, p. 187).
It is to be noted from the above-mentioned regulations and rulings that section
220 of each act is designated to discourage the formation or use of a corporation
for the purpose of preventing the imposition of the surtax upon its shareholders
by means of permitting its gains and profits to accumulate instead of being distributed in the form of dividends. Prima facie evidence of a purpose to escape
the surtax exists where a corporation is a mere holding or (under the revenue
acts of 1924 and 1926) a mere investment company, or where the gains or profits
are permitted to acculllulate beyond the ren.sonable needs of the business, and it
is also to be noted that an accumulation of gains and profits is unreasonable if not
required for the purposes of the business, in view of all the circumstances of the
case. In other words, that an accumulation of gains and profits is unreasonable
is a question of fact to be determined in each particular case.
In every case where the balance sheets and other available records indicate
that section 220 may be applicable, it is necessary that full information be
submitted to the bureau in order to enable a correct determination of the case
to be made. Among the items which should be covered are (1) whether or
not the corporation is a holding or investment company; (2) whether or not
the corporation is closely held, and if so, the amount, if any, of the stockholder's
withdrawals included in the accounts and notes receivable; (3) kind of business
engaged in by the corporation; (4) a brief history of the corporation from its
date of incorporation, including thE) purposes for which incorporated and the
activities which have been engaged in; (5) an analysis of the surplus of the
corporation since 1917; (6) an analysis of the income (both taxable and nontaxable) received by the corporation for each taxable year; (7) the amount of
dividends distributed by the corporation in each year; and (8) the basis for
the agent's recommendation that section 220 is applicable to the case. The
items mentioned are not all inclusive and do not preclude the submission of
any other facts which are deemed to be pertinent.
Inasmuch as the application of section 220 involves the fact that the taxpayer
has earned certain profits during a given year and has made undue accumulation thereof, it is essential that all questions relating to the net income itself
be decided prior to the determination that the taxpayer is subject to the provisions of section 220. The information and data relating to section 220 should,
therefore, be incorporated in the examining officer's letter of transmittal to
the supervising internal-revenue agent or internal-revenue agent in charge,
which letter, as provided in the internal-revenue agent's manual, is not furnished
the taxpayer. Any necessary statements or tabulations in support of the
agent's recolllmendation may be submitted as an inclosure with such letter of
transmittal in order that they will not be forwarded to the taxpayer with a copy
of the revenue agent's report.
Under the system of handling section 220 cases, which ha~ been in effect
since 1923, the opinion of the general counsel of the Bureau of Internal Revenue
is obtained in each case prior to the determination that section 220 should be
applied, and the taxpayer's only hearing in the bureau with respect to the appli{3a tion of section 220 is before the office of the general counsel. Accordingly,
no conferences vlill be held with taxpayers in the field or in the offices of the
supervising internal-revenue agents and internal-revenue agents in charge for
the purpose of discussing the features of a case which might bring it within the
provisions of section 220.
All inquiries made in regard to this mimeograph should refer to the number
of this mimeograph and the symbols IT:E:F.
D. H. BLAIR, Commissioner.

Date of
organization

Sales agent for automobiles.

Company No. 8 ___

1\)13

7,1\)15

Holding (leasehold
on office building
and investment
securities) .
Leaseholds on oil
propertics.

Company No. 6 ___ Apr. 15,1916

Company No. 7___ Dec.

Holding (im'estment securities).

\),1\)18

Company 1\0.5 ___ July

1920
1921

1918
1919
1920

1921
1922
1923

1920
1921

1921
1922
1923
1920
1\)21
1922

Manufacturing brass
and wire cloth for
p aper mills.
Wholesale jewelry ___

3,1889

1912

1\)22
1923
1924
1\)21

Years
in
volved

Manufacturing rail·
way car movers
and specialties.
Holding (rental
properties) .

Business

Company No. 4___ Apr.

Company No. 3_._

Company No. 2___ Aug. 12, 1920

Company No. L .. Dec. 28, 1924

Company

and 1924 and sent to
gencral counsel.

1921 and sent to gen·
eral cQunsel,

L _______ ._ Applied for 1920 and

4__ .... ____ Not recommended for
1918, 1919, or 1920.

1921 and sent to general counsel.
2______ . ___ Applied for 1921, 1922,
and 1923 and sent to
general counsel.

L _______ ._ Applied for 1920 and

5___ . ______ Applied for 1921, 1922,
and 1923 and sent to
general counsel.
Not shown Not recommended for
1920, 1921, or 1922.

sent to general coun·
sel.

L .. __ ... _. Applied for 1921 and

L ......... Applied for 1\)22, 1923,

Approxi·
Action taken by rules
mate
number of
and regulations sec·
tion
share·
holders

I

Approved by gen·
eral counsel and
file rcturned to
audit Nov. 2,1923.
Approved by gen·
eral counsel Nov.
19, 1925.

Approved by gcneral counsel Mar.
31, 1926.

gen·
Apr.

Present status

Reasons for final action

Protest of taxpaycr
sent to general coun·
sel Jan. 4, 1926.

--- -- -- ----- ------ - - ----

Protest of taxpayer
sent to general counsel May 3, 1926.
Dividends paid during the
years 1918 to 1920, inclusive,
were in excess of statutory
net income for those years.

Protest of taxpayer
sent to general co unsel May 14, 1926.
gen- Protest of taxpayer
Aug.
sent to general counI sel May 14, 1926; file
received from gen·
eral counsel Sept.
15, 1926, for consid·
eration of the years
1922 and 1923.
Approved by gen- Protest of taxpayer
eral counsel June
sent t.o general coun11, 1926.
sel July 22, 1\)26.
Approved by gen- - - - - - -- -- - -- ------ -- ---- Dividend paid for 1920 and
eral counsel and
balance of net earnings for
B.le returned to
that year reflected in meraudit Jan. 30,1926.
chandise inventory: Dividends paid during 1921
and 1922 were in excess of
t.otal net earnings for those
years.
Sen t to general coun- Pending with general
sel Nov. ao, 1925.
counsel.

Approved by
eral counsel
13, 1926.
Approved by
eral counsel
6, 1925.

Action taken by gen·
eral counsel (for·
merly solicitor)

List of cases considered up to October 1,1926, under section 220 of the revenue acts of 1918,1921, and 1924
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1920
1921

CompanyNo.IC_1

1914

1

1

Manufaeturing ___ __ _

Holding
(investment
securities
and real estate) .

I

Apr. 25, 1917

Company No. 13,
sub. (a).

(investment sccurities).

I Holding

Compauy No. 12 __1 Mar. -,1917

1922
1923

1921

1921

1918
1919
1920
1921

1922
1923

Underwriting and
dealing in investment securities.

Company No. 10 __ 1 Oct. 15,1918 1 Bohling (investment
sccurities and real
cstate).
Company No. 1L_1 Apr. 7,1916 I Invcstment securities.

1

1922
1923

5,1920

~~~: ~~: ~== ==1= == ======== ==== I-iiol&~-g
iftle-tol'~fiicstate.

Company No. 9___ 1 Apr.

Ap]1roved by gen- I___________ __ ___ ________ I Dividends ,paid on eonsolieral counsel and
dated net income: 1920, 62
file returned to
per cent; 1921, 62% per
audit Jan. 27,1926.
cent; 1922,83 per cent; 1923,
383-'2 per cent. Increase in
surplus to capital stock
outstanding: 1920, 1.084 per
cent; 1921, 2.69 pcr cent;
1922,8 per cent; 1923, 8 per
cent.
,j __________ 1 Applied for 1922 ancl
Approvcd by gen- Protest of taxpayer
1923 ancl sent to gen8ent to general couneral counsel July
eral counsel.
1, 1926.
sel Aug. 3, 1926.
u __________ 1 Applied for 1918,1919,
Approvecl by gen- Protest of taxpayer Organized prior to the enact1920, and 1921.
sent to general couneral counsel Oct .
ment of the revenue acts
30, 1924.
sel Dec. 4, 1924. Procarrying high surtax rates.
test of taxpayer susThe company used a subtained by general
stantial portion of its profcounsel Dee. 10, 1925.
its in safeguarding its investments in certain close
corporationswhicl1 in order
to increase their facilities
looked to their few stockholders to supply the required capital.
2 (family) _1 Applied for 192L ____ _
Certification letter of Organized as a holding comthe commissioner
pany for inYestment semailed Apr. 5, 1926.
curities of its president and
Memorandum
to
his wife, no dividcnds paid
audit, dated Apr. 5,
from 1917 to 1921 inclusive.
1926, signed by chief,
rules and regulations section and
deputy
commissioner and file returned t 0 a u d i t
same date to protect running of statute for 1921.
3 (family)_ 1 Not reeommended ____ 1 Approved by gen- I____________ ___ __ _______ I Corporation had a statutory
eral counsel and
net loss for 1921 after dedueting the amount of
file returned to
audit July 20, 1926.
dividends received on
stock of other domestic
corporations.
Appliecl for 1922 and Approved by gen- Protest of taxpayer
1923 and sent to general counsel Sept.
received in office of
eral counsel.
8,1925.
general counsel Sept.
23,1925.

Not shown / Not recommended for
1920, 1921, 1922, or
1923.
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Date of
organization

1

Company No. 22 __ 1 Oct.

Company No. 2LI

1,1914

1,1915

1916

1914

Nov. 27,1917

Company No. 20, 'APril,
sub. of Compan y No. 18.

Compan y No. 19,
sub. of Com
pany No. 18.

Compan y No. 18__ 1 July

1918
1919
1920
1:121
1918
1919
1920
1921

1919
1920
1!J21
1922
1923

Financial and hold1920
ing.
11921
1922
Manufacturing__ __ __ 1918

18.

Purchasin g agent,
plumbing
and
hedting material
for Company No.

Purchasing and selling real estate and
mortgages.

1920
1921
Manufacturing and I 1918
selling
automo1919
biles and parts.
1!J20
1921

Holding
(invest- I 1918
ment securities) .
1919

1918
1919
1920

4,1926.

Approved by general counsel Sept.

7,1923.

Approved by general counsel July

eral counsel (formerly solicitor)

I Action taken by gen-

Not shown Not applied for any of
the years 1918 to
1923, inclusive.

1922.

5 (family)_ Applied fcr 1921; not
applied for 1920 or

Protest of taxpayer
sustained by general counsel May 17,
1924, and file returned to audit.

No dividends declared or
paid; net earnings invested
in stocks of other domestic
corporations
and .also
loaned to individuals.

Reasons for final action

Approved by gen- I Protest of taxpayer
eral counsel Mar.
sent to general coun9,1926.
sel Apr. 3, 1926.
Approved by gen- ___________ __ __ __ _______ 1 Total amount of dividends
eral counsel and
r~ id during the years 1916
file returned to
to 1919, inclusive, exceeded
audit M ar. 11 ,
the total net earnings for
1!J25.
those years. Audit of taxpayer's returns for subsequent years not completed,
but 1923 edition of Poor's
and 1Vloody's Manual on
Industrials shows that
fairly reasonable dividends
were paid during each of
such years.

6, 1923.

Approved by general counsel Oct .

File being hcld in rules
and regulations section pending receipt
of taxpayers protest.
Protest of taxpctyer
sent to general COUi}sel Aug. 22, 1926.

1924.

Protest of taxpayer
denied by general
counsel, Mar. 11,

Present status

Taxpayer submitted evidence showing that its undivided profits were invested in inventories and beld
for investment in plant
additions.
___ do _______ , Applied for 1918, 1919, I--- - -do---------------I----- do------ -- ---- - ---- Accumulation of earnings
1920, ancI 1921.
and profits not unreasotlable for the purpose of the
business.
__ _do __ ____ ..! Not applied for 1918, 1- ----do ___ __ __ _______ _I__ ____ __ ______ _____ ___ __ 1 Net eawings for each of the
1919, 1\)20, or 1921.
years 1918 to 1921, inclusive, were only nominal.

Not sho wn' Applied for 1918, l!JllJ,
and 1920; n ot applied for 1921.

1. ____ __ __ .. 1 Applied for 1918, 1919, " Approved by gen1920, and 1921.
eral counsel July
2,1925.

3 (family)_1 Applied for 1921, 1922,
and 1923.

to general counsel.

3 (family)_1 Applied for 1918, 1919,
and 1920 and sent

ApproxiYears
mate
Action taken by rules
and regulations secnumber of
involved
sharetion
holders

Company No . 17__ 1 July 22,1916

I

1

1921
1922
1923

beds, c as tin g s,
etc.) .

1\1 anufacturing (iron

Bu&iness

Company No . HLI N ov . 2,1900

Company N o. 15 __ 1 N ov. 2, 1900

Company
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1918
1919
1920
1921
1922
1923

4 (family) _I Not applied for 19221 Approvcd by genor 1923.
eral counsel Sept.
20, 1926.

1923

Protest of taxpayer
sent to general counsel Oct. 27, 1925.

29, 1926.

Protest of taxpayer received in office of
general counsel July

1 _______________________ _ 1

File returned to audit
Sept. 20, 1926.

Protest of taxpayer
sustain cd by general
counsel and file sent
to audit Jan. 7, 1926.

Not applied for 1922 ___ 1 None _______________ 1 File returned to audit
Sept. 21, 1926.

Company No. 29 __1 Dec. 14,1922 1 Holding ____________ _ 1922

1

4 _________ -' Applied for 1920, 1921, Approved by general counsel Sept.
and 1922 (fiscal years)
10, 1925.

1,1926.

Approved by general counsel July

Approved by general counsel and file
returned to audit
Sept. 20, 1924.

Approved by general counsel and
file returned to
audit Sept. 20.
1924; affirmed by
memorandum of
March 11, 1925.

8 (family)_1 Applied for 1919, 1920, 1 Approvcd by genand 1921.
eral counsel May
6,1925.

1922

__ -- -"0 _____________ --I

4 (family)_1 Applied for 1920,1921,
1922, and 1923.

1

1919
1920
1921

Company No. 28 __ 1 Mar. 5,1913 I_____ do ______________ _

.

I

Holding (investment
sccurities) .

Grain consignment
and buying and
selling of grain futures for customers
on boards of trade.
Company No. 27 __1 Dec. 14,1922 1 Holding(investment
securities) .

Company No. 26 __ 1 May 1,1901

1

1919
1920
1921
1922
1923
1920
1921
1922
1923
1920
1921
1922

Not shown __ -' Not shown _________ _ 1918

June 4, 1918

Company No. 25 __1 May 27,1920

Company No. 24,
sub. of company
No. 22.

Company No. 23,
sub. of Company No. 22.

Corporation had no taxable
net income, its entire income being derived from
dividends on stocks of
other domestic corporations. (Audit requested
to forward the taxpayer's
returns and R . A. R. covering years 1923 and 1924
when same are received.)
Substantial dividends paid
during 1919 and 1920 and
the amount of earned surplus was strikingly small
as compared to total .assets; company had no taxable net income for 1921.
(Sec. 220 originally appljed
to prevent running of statute for 1919.)
Corporation had no taxable
net income, its entire income being from interest
on bonds and dividends.on
stocks of other domestic
corporations.

Parent company not subject
to surtax on any dividends
it might ba ve received from
this company and the failure to distribute the surplus of the latter comp<ony
does not bring the case
within the purview of
section 220 of tbe 1918 and
1921 acts.
File was returned to audit
pursuant to suggestion of
general counsel in order to
investigate and resubmit
in connection with the parent company.
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1905

(;ompany No. 37_.1

1902

Company No. 36 __ 1 Feb. 27,1920

Company No. 35_ -'

Company No. 3·LI M ay 29,1922

1

Shipbuilding until
Aug u s t, 1021,
when name was
changed and ch arter amended authorizing the buy, ing and selling of
securities.

Holding (real est ate
and investment securities) .
Holdiug (in ve stment securities) .

Manufacturing and
selling wrapping
paper, paper bags,
and boxes.
Holding (in v estment securities).

Company No. 33 __ Apr.

1921
1922
1923
1924
(1)

1922
1923
1924

1921

20, 1926.

eral counsel Sept.

I Not shownl

1

20, 1925.

3,1926.

Appro ved by general counsel Sept.

Applied for 1921. Not I Approved by genapplied for 11)22,1923,
eral counsel M ar.
or 1924.
15, 1926.

1924.

Applied for 1023. Not
applied for 1022 or

(family).! Applied for 1921-. ___-- Approved b y general counsel June

I 1.. ____ ____

13

Prot est of t axpayer
gent to general counsel Aug. 3, 1925.
File being held in
rules and regulations
section pending receipt of t axpayer's
protest.
Protest of t axpayer
sent to general counsel Apr. 14, 1926.
File
returned
to
audit Aug. 19, 1926,
for determination of
taxpayer's true income for 1921 in accordance with t.he
general counsel's instructions.

File returned to audit
Sept. 20, 1926.

L __ ____ ___ 1 Not applied for 1922 ___ 1 Approved b y gen-

1922

6, 1926.

Protest of taxpayer
sent to general counsel Apr. 2, 1926.

29, 1926.

Protest of t axpayer
received in office of
general counsel July

Approved by general counsel Feb.

1.------ -- -1 Not applied for 1921;
sent to general counsel Aug. 7, 1926.
5 (family) _I Applied for 1920, 1921, Approved by general counsel July
and 1922; not ap plied
1, 1926.
for 1923.

After deducting the amount
of dividends received on
the stock of other domestic
corporations, taxpayer had
nonetincome subject totax.
(Corporation was dissolved
in 1923.)

After deducting the amount
of dividends received on
the stocks of other domestic corporations, taxpayer
bad a statutory net loss.

File returned to audit
Apr. 28, 1924.

4 (family) _I Applied for 1920 and
1921.

1

Reasons for final action

Present status

Pending _______ _____1- - ------- --------------- 1

28, 1924.

1 5 (family) _I Not applied for 1021. __ 1 Approved by general counsel Apr.

Action taken by general counsel (formerly soliCitor)

1923
1920
1921'

1022

1920
1921

Holding (in ve stment securities).

Company No. 32 __ 1 Nov. 5,1919

3,1909

1921

Dealing in invest·
ment securities.

Apr. 16,1917

Company No. 31
and sub.

1

1921

ApproxiAction taken by rules
mate
Years
and regulations secnumber of
intion
sharevolved
holders

Holding (residen ce,
auto, and security
investmentg) .

Business

Company No. 30 __1 M ar. 19,1921

Company

Date of
organization

List of cases considaed up to October 1, 1926, under section 220 of the revenue acts of 1918,1921, and 1924-Continued
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Company No. 40_-' July

OJ

1

Fiscal year.

1

1919
1920
1921

1921
1922
(1)

Flour milli ng ____ __ __ 1920

Not 'hown __________ 1 1924

1923
1924

1923
1924

Tannery __________ _-1 1922

I T rading in stocks __ J

1

nec. -, 19231

Company No. 43 __ 1 June I, 1913

Comp, " y N o_

"J

Company No. '41. -I Dec. 23, 1922

9,1891

Company No. 39 __ 1 Sept. 8,18971 ]H anufactming (fireclay products).

T

8

"d

:--

8..

I
<

-.:r

~

I

......

-.:r
-.:r
o

OJ

Company No. 38 __ 1 Not shown ___ 1 N ot shown _________ _ 1923

___ do ______ -' Applied for 1920,1921,
and 1922.

1 Not'howJ Non" ____ ________ ______

4 __________ Not applied for 1923 or
1924.
I

r",

4 (fumily) _[ Applied
1022, 1923,
and 1924.

Applied for 1919, 1920,
and 1921.

10, 1925.

Approved by general counsel Sept.

Approved by general counsel and
file returned to
audit May 5, 192G.

27,1926.

.\ppl'oved by general counsel Sept.

15,1925.

Approved by general counsel Oct.

___ do _____ -i Apparenily not apPli- 1 None __
cable for 1923.

I

I

I

I

'fhe evidence disclosed that
taxpayer's principal source
of income is deri ved from
trading in stocks, and that
thc amount carried to surplus was nsed for that Pll1'pose and not for investment pmposes.

Taxpaycr subJllitted evidence showing that its
gains and profits were accnmulated primarily fo r
the purpose of purchasing
additional fire-clay acreage
and erecting thercon a fireI clay manufacturing plant.

with instructions
that when a field audit is made for 1924 ,
and 1925 the files for '
bot h years be submitted to rules and
regulations section
for consideration.
Protest of taxpayer
sen~ t.o general eounsel Oct. 13, 1925.
'

192,1 file returned to
audit Sept. 3, 1926,

File being held in rul~s
and regulation section pending receipt
of taxpayer's protest.

File returned to audit
on Sept.. 11 , 1926.
Requested t hat
when the field examination of thc
taxpayer for the
years 1921 to 1924,
inclnsive, is completed, the returns
and revenue agent's
report be snbmitted
to the rnles and
regnlations section
for consideration.
Protest of taxpayer
sustained by grneral counsel and file
returned to audit
Feb. 23, H120.

!:J:j

~

~

C>-:I

~

Z

o

1-1

1-3

S

t;j

q

Z

t;I

<j

t'I

Z

~
!:J:j

Z

Z
1-1

o

t;j

~

~
~

o

o

1-3

Z

o1-1

~

~

o!:J:j

t'd

t;j

Date of
organization

Business

Retail lO-eent store __

Company No. 51..1

1890

Company No. 50__ 1 Sept. -,1912

Manufacturing (proprietarymedicines,
extracts, toilet articles, etc.).
General contmcting
(construction of
buildings).

1897

Holding (improved
realty and investment securities).
Holding (interests
and investments
of 1\I1r. "X" in
timber and lumber business).
Managing properties of Mr. "X",
deceased.
Man ufact uri n g
(railway
headlights).

Company No. 49 __ 1 Jan. -, 1895

Company No. 48_ J

Company No. 47__ 1 Sept. 17,1907

Company No. 46 __ 1 July 15, 1912

Company No. 45__ 1 Dec. 17, 1915

I

Company No. 44 __ I Not shown ___ I Wholesale and retail
lumber.

Company

(I)

1921
1922
1923
1924
1920
1921

1921

1919
1920
1921

1920
1921

1920
1921

1922
1923

1922
1923
11924

-I

II

merly SOlicitor)

Present status

App1ied for 1920 and File is now in general counsel's of1921; sen t to gcneral
fice, where several
counsel May 15,1926.
conferences have
been held with the
taxpayers' representatives.

1

27, 1926.

Applied for 1924; not
applied for 1921,
1\)22, or 1923.

Approved by general coumel May

?

Protest of t axpayer
sent to general counsel June 21, 1926.

1 ____________ __ _________ _

I

IAction
taken by gen- I
eral counsel (for-

Reasons for final action

Approved hy gen- File being held in rules
eral counsel Sept.
and regulations scctiou pendingrccei pt
24, 1926.
of taxpayer's protest.
2 (familY) _1 Applied for 1922 and' Approved by gen- Protest of taxpayer
sent to general couneral counsel Feb.
1923.
sel Mar. 10, 1926.
2, 1926.
___ I Applied for 1920 and Approved by gen- File being held in rules
eral counsel Sept.
and regulations sec1921.
24, 1926.
tion pending recei pt
of taxpayer's protest.
Approved by gen- Protest of taxpayer
Not
shown
1-----dO---------------.
___ do ______ _
eral counsel Apr.
sent to general counsel May 4, 1926.
30, 1926.
___ do _______ Not applied for 1919, Approved by genNot a holding or investment
company. Amounts careral counsel and
1920, or 1921.
ried to surplus each year in
file returned to
audit Aug. 12,
excess of dividends paid
1924.
deemed to be not unreasonable for purposes of the
business.
Applied for 1921. ______ 1 Approved by gen- Protest of taxpayer 1922, 1923, and 1924 returns
eral counsel Apr.
sent to general counof taxpayer in field for an
13, 1926.
sel Ivf ay 22, 1926.
in vestigatioll.

4 (family) _I Applied for 1922, 1923,
and 1924:

mate
Action taken by rules
Years APproXi-1
number of
and regulations secintion
sharevolved
holders

List of cases considered up to October 1, 1926, under section 220 of the j'evenue acts of 1918,1921, and 1924-Continued
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1

Fiscal year.

Company No. 54, I-----do--------I Furnishing opera-I
sub. 1, Co mtors for Company
pany No. 53.
No. 53; income for
1919 and 1920 was
derived solely from
Company No. 55, _____ do _______ -I Jo~;ee:t~e~~~ and
sub. 2, Comsteel.
pany No. 53.
Company No. 56, _____ do ________ Jobber in iron and
sub. 2, Comsteel; income for
pany No. 53.
1919 and 1920 was
derived solely from
investments.

Manufacturi,pg
paper (manufacturing
business
now carried on by
another corporation; taxpayer is
an investment
company).
Company No. 53 __ Not shown __ Rolling iron until
1915, when it sold
its plant and since
that date has been
engaged in making
investments only.

Company No. 52__

1915
1919
1920

1915
1919
1920

1915
1919
1920

J.pplied for 1915; not
applied for 10H) or

1915
1919
1920

1920.

Applied for HllS, not
applied for 1919 or

Not applied for 1918,
1919, or 1920.

1920.

2 (familY)_1 Applied for 1920,1921,
and 1922.

1920
1921
1922

16, 1924.

Approved by general counsel Feb.

16, 1924.

Approyed by general counsel Feb.

2S, 1926.

Approved by general counsel Apr.

I

I

7, 1924.

Protest of taxpayer
sustained by general
counsel and file returned to auLlit. J'\ ov.

___ uv _________________ l

File returned to audit
Nov. 7, 192~ .

Protest of taxpayer
sustained by general
file recounsel;
turned to audit
Nov. 7, 1924.

Protest of taxpayer
sent to general counsel May 29, 1926.

ings.

Incrcase in surplus for 1915,
1919, and 1920 too small to
justify the application of
sec. 220.
Failure of taxpayer to declare or pay any Llividends
in 1915 did not result in an
evasion of surtax inasmuch
as it was a subsidiary of
Company No. 53, and a
corporate stockholder is not
subject to tax upon dividends received from another corporation.

Increase in surplus for 1915,
1919, and 1920 too small to
justify the application of
sec. 220.

Expenditures for 1919 exceeded actual income for
that year. Dividends paid
in 1920 in excess of net income. In view of the
large amount of income
and excess profits taxes
paid by the taxpayer in
191R on 1917 income and the
fact that taxpayer su~
tained a !let loss in 1919,
the reasonable needs of the
business warranted the
retention of 1915 net earn-
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60_.1 Jan.

24,1916

Company No. 63_-'

1894

Company No. 61, I Nov. 15, 1917
sub. of Company No. 60.
Company No. 62 __ 1 Mar. 2,1916

Company No.

1921
1922
1923
M;anufacturing 1920
11921
(shoes).
1922

1919

do _______________ 1 1918

Man uf ac turi ng
(clothing).

1 _____

1918
1919

Holding (investment 11922

Company No. 59.. 1 Feb. -,1910

securities and real
estate).
Underwriting, buying, and selling
securities.

1919
1920
1921
1922

Retailing pianos,
talking machinesl
etc.

Company No. 58 . . 1 Jan. 15,1903

____ __ __ Not applied for 1919,
1920, 1921, or 1922.

Approved by general counsel and file
returned to audit
June 2, 1926.

for 1918 and

7,1924.

Approved by gen·
eral counsel Jan.

15, 1926.

1924.

Protest of taxpayer
sent to general counsel Mar. 24, 1926.
Protest of taxpayer
sustained by general
counsel and file sent
to audit July 21,

1922.

Applied for 1921, 1922,
and 1923.

8 ____ _____ .1 Applied for 1920, 1921,
and 1922.

-~

21, 1926.

Approved by general counsel July

7, 1926.

Approved by general counsel Oct.

Protest of taxpayer
sent to general counsel Aug. 17, 1926.

File now in general
counsel's office.

I 4 ___ --- -- __ 1_ -- __ do _____ _-- - -- -- -- __1__ -- _do. ___ ___ ---- --- _1_____ do __ ___ - --- ---

1919.

I 4 __________ , Applied

Present status

Mar. 10, 1925. __ ___ _ Protest of taxpayer
sustained by general
counsel MarA, 1926,
with respect to the
years 1920 and 1921,
and denied as to

Action taken by gcneral counsel (formerly solicitor)

INotshown i Applied for 1922______ _ Approved
by general counsel Feb.

IL

and 1922.

I 4 - - ---- - - - -1 Applied for 1920, 1921,

ApproxiYears
mate
Action taken by rules
number of
and regulations sec·
involved
sharetion
holders

1920
1921
1922

Business

Manufacturing and
se lling playing
cards.

Date of
organization

Company No. 57._1 Dec. -, 1911

Company

Taxpayer submitted evidence showing that the
larger portion of its earnings for 1918 and 1919 was
actually used and in·
vested in the business.
Do.

Taxpayer submitted evidence
which disclosed that while
a relatively small dividend
was paid in 1920, there was
a large increase in the merchandise inventory, and
that a substantial dividend
payment was made in ~921
altbougb the net earnmgs
for that year were considerably less than for 1920.
The large net earnings for
1922 were in vested in stocks
and bonds. Taxpayer filed
a petition with the United
States Board of Tax Appeals on July 14, 1926.
Earnings applied in the purchase of new store buildings, alterations of old store
building, and payment of
mortgage.

Reasons for final action

List of cases considered up to October 1, 1926, under section 220 of the revenue acts of 1918, 1921, and 1924-Continued
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Company No. 72 __ 1 Feb. 14,1912

cel- 1922
luloid brushe s,
1923
combs, etc.; dis- 1924
continued manufacturing business
on Sept. 29, 1923.
I Fiscal year.

I Manufacturing

1922
1923
1924

Oompany No. 7L_1 Dec. -,1916 2 1 Holding (securities
and other property) .

1920
1\121

1923
1924

Company No. 70 __ 1 Dec. 27,1922

I,11l20

1920
1\)21

1918
1919
1920

ITolding (real estate
and investment
securities.)
Holding (investment securities).

Iron works and shipyard.

1918
1919
1920

1920
1921
1922
1923
1918
1919
H120

Company N o. 6fLI Apr.

1899

Oompany No. 67__

Dealings and investments in real
estate, ships, and
stocks and bonds.

Manufacturing cereal beverages and
ice, and buying,
selling, and holding real estate.

Holding (investment
securities) .

Dealer in china,
artists' materials,
and supplies.

1900

Oompany No. 66 __

I

Company No. 68 __ 1 July 15,1904

1891

Oompany No. 65 __ 1

Oompany No. 64 __ 1 July 12,1920
i

Not applied for 1923
or 1924.

2 __________ _____ do _________________

L _______ __ Not applied for 1922,
1923, or 1924.

L ________ _

5 ____ ____ __ _____ do ___ ______________

Not shown Not applied for 1920
or 1921.

2 _____ ____ _ Applied for 1918; not
applied for 1919 or
1920.
I

I

1 ________ __ _____ do __ ___ ___________ _

3 ______ ____ Applied for lIn8, 1919,
and 1920.

3 (family)_ Applied for 1920; not
applied for 1921,
1922, or 1923.

2

Dissolved July 30, 1924.

Protest of taxpayer
sustained by general counsel and file
returned to audit
Sept. 20, 1924.

Protest of taxpayer
sent to general counsel May 14, 1926.

The comparatively small
profit made and retained
5, 1924.
by the taxpayer during
1918, 1919, and 1920 were
necessary to a successful
conversion of its business.
Approved by gen- Protcst of taxpayer Taxpayer submitted evieral counsel July
sustained by general
dence showing tbat its
31, 1923.
counsel and file reearnings for each of the
turned to audit July
years 1918, 1919, and 1920
21,1924.
were reinvested in the
business.
Approved by gen- No further record ___ __ Profits for 1918 loaned to the
eral counsel and
two sole stockholders; taxfile returned to
payer operated at a loss for
audit June 22,
1919 and 1920.
1923.
Approved by gen- 1___ ____ ______ ____ __ ___ __ 1 Evidence disclosed a large
eral counsel and
increased business in 1921
file returned to
at a substantial decrease in
audit June 17,1925
the profit derived, and that
the larger portion of the
earnings for 1920 and 1921
was reflected in the mel'chandise inventory.
Apvroved by gen- Protest of taxpayer
cral counsel Sept.
sent to general coun10,1925.
sel Nov. 27, 1925.
Approved bygeneral j___________ _________ __ __ 1 Taxpayer Lad no statutory
counsel and file
net income for 1923 but
returned to audit
paid a dividend dming
July 19, 1926.
I
that year; entire net income for 1924 as defined by
sec. 220 (d) was distributed
to stockholders.
Approved by general 1__ ___ ___ _____ _______ ____ 1 Dividends paid during 1922
counsel and reand 1923 were in excess of
turned to audit
t axpayer's net income for
Sept. 20, 1926.
those ypars. Oorporation
liquidated July 30, 1924.
Sent to general coun- I___________ __ ________ ___ I File forwarded to G. O. Sept.
21, 1926.
sel Sept. 21, 1926.

Approved by general counsel Jan.

6, 1926.

Approved by general counsel Feb.
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Years

I

Fiscal year_

C'ompany No. 78 __ J May 3,1917

Company No. 77 __ 1 Aug. 3,1922

Company No. 76 __ 1 July -

1904

5,1891

1917

Company No. 74 __ 1 June

1

1924
1925

1921

Buying, selling, and 1 1918
holding invest-I HJl9
ment securities.
1920

"X."

1

Investments for Mr. I 1923

Importerandjobber
of straw goods.

1923
1924
1 1922

Retail shoe store ____ 1922

1 volved
in-

Company No. 75_-1

Business

Manufacturing eel- I 1924
luloid brushes,
combs, etc.
Manufacturing 11920
ncwsprint paper.
1921

Date of
organIzation

Company No. 73 __ 1 Sept. 25,1923

Company

Applicd for 1920; not
applied for 1921 .
Approved by general counsel 1'l'1ar.

5, 1923.

Approved by general counsel Apr.

barred by statute of
limitations.

3 (family) _I Applied for 1919, 1920,
and 1921, not applied for 1918 as

3 (family)_1 Applied for 1023; not
applied for 1024 or
1925.

9, 1925.

Approved by general counsel l\lay

20, 1926.

Approved by general counsel Sept.

eral counsel and
file returned to
audit June 29,1926.

10,1926.
3 (family)_1 Not applied for 1922 __ _ Approved by gen-

2 (family).1 Applied for 1922,1923,
and 1924.

:l

Action taken by general counsel (formerly solicitor)
"Present status

Evidence disclosed that a
substantial dividend payment was made during
1922, and that the balance
of the earnings for that
year was used in the business.

File forwarded to G. C.
Sept. 21, 1926.

Reasons for final action

File being held in
rules and regulations
section pending receipt of taxpayer's
protest.
Protest of taxpayer Taxpayer submitted evisustained by gendence showing that at freeral counsel and file
quent times during the
returned to audit
years from 1917 to 1923,
July 26, 1926.
various subsidiaries of the
taxpayer were in precarious financial condition and
that the surplus accumulated during those years
was devoted exclusively to
relieving the financial embarrassment of such subsidiaries and in stabilizmg
the entire financial structUre of the taxpayers. A
dividend was declared in
1923 and dividends have
been declared consistently
since that date.

1 _ _ _ _ _ _ _ _ _ _ _ _ _ ______ _____ 1

Protest of taxpayer
sent to general counsel Apr. 16, 1926.

29, 1926.

Protest of taxpayer to
general counsel Apr.

Not applied for 1\)24 ___ 1 Senttogeneralcoun-I ______ _____ _________ _
sel Sept. 21,1926.

Approximate
Action taken by rules
number of
and regulations secsharetion
holders

List of cases considered up to October 1,1926, under section 220 of the revenue acts of 1918,1921, and 1924-Continued
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REPORTS JOINT COMMITTEE ON INTERNAL REVENUE TAXATION

69

EXHIBIT H
IN RE COMPANY

No. 11

In the following quotation Company No. 11 is substituted for real name of company. Names of stockholders are also changedl
DECEMBER

10, 192.5.

:MR. COl\IMISSlO~ER: This office has had under consideration (1) the protest

of the stockholders of Company No. 11 against the propo:-;ed application in
their cases of section 220 of the revenue act of 1918 for the years 1919 and 1920,
and (2) the protest of the company against the proposed application of the provisions of section 220 of the revenue act of 1921 to the company for the year 1921.
Section 220 of the 1918 and 1921 acts provides for the imposition of certain taxes,
in the one case against the stockholders and in the other against the corporation,
where it appears that" any corp oration, however created or organized, is formed
or availed of for the purpose of preventing the imposition of the surtax upon its
stockholder:::; or members through the medium of permitting its gains and profits
to accmnulate instearl of being divided or diskibutecl."
The case was orally presented before this office at a hearing held un March
20, 192.5.
Aecordillg to the evidence adduced, Company No. 11 was illcorporated on
April 7, 1916, under the laws of Delaware, with an original authorized capital
stock of $100,000, divided into 1,000 shares of the par value of $100 pach. The
company was organized by 1\lr. "X," ,vho turned over to the company securities
of the approximate value of $3,000,000 in exchange for its capital stock of $100,000.
There was thus created 011 the books of the company a paid-in surplus of
$2,904,119.62. Immediately after the reeeipt of the stock of the newly formed
company, l\!lr. "X" transferred the stoek in equal shares to his wife, ~Irs. "X,"
and his four children, Tom, Dick, Harry, and 1\labe1. He retained but three
shares of the stock, doing so to qualify himself as a director of the eompany.
It is to be noted that the stockholders of the company who are protesting the
application of sectioll 220 of the 1918 and 1921 acts are the 'wife and children
of Mr. "X," none of whom had any property interest in the seeurities which
were transferred to the company upon its organization; also that the company
was incorporated considerably prior to the enactment of the revenue act of 1916
on September 8, 1916, which marked the beginning of the enactment of the
revenue ads carrying high surtax rates. l\1anifestly the case is not one of an
individual who upon the advent of high surtaxes formed a corporation to hold
his personal securities, ,,'hile retaining the ownership of its capital stock.
The assets of Company No. 11 consisted of railroad and corporation bonds,
municipal bonds, mortgages, notes, and accounts receivable, corporate stock,
United States Government securities, and a relatively small amonnt of cash.
These ~ssets were greatly dh'ersified and were made up of a large number of
different kinds and blocks of stoeks, bonds, notes, etc. The company bought
and sold all classes of securities, and consistently paid capital stock taxes on account of the carr~-ing on of its investment business. The extent of the investment business carried on i'3 indicated by the respective inerease and decrease in
the company's assets clnring the years in question. The increases in its assets,
which were composed '-ery la.rgely of investments, were $.59S,134.G8 (1919),
$740,006.65 (1920), and $.54.5,5.54.72 (1921), respectively, as compared with
decreases during the same periods in the amOllnts of $378,009.09 (1919), $.503:588.91 (1920), and ~23;3,.56.5.03 (192 1). That the company was not "a mere
holdillg company" seem s beyond perad venture.
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The following is the comparative balance sheet of the company for the years in
question:
December 31
1919

1920

1921

ASSE TS

Railroad and corporation bonds ________________ _____________ _ $233, 272. 27
Municipal bonds ____________________________________________ _ 358,022.10
Mortgages, notes, and loans _________________________________ _ 476,133.48
Accounts and notes receivable _______ ___ _____________________ _ 171,532.44
Stock of corporations ________________________________________ _ 1, 797, 939. 58
Cash on hand _______________________________________________ _
9,739.39
United States Government securities __ _________ _____________ _ 625,524.00

$161, 683. 17
576,934.18
230,369.73
Hi8, 227. 79
2, 185, 594. 61
43,208.72
541,962.80

$159,683. Ii
995,819. 15
184,101. 73
209,013.69
2. 082, 506. 68
49,133. 47
541,962.80

TotaL __________________________ _______ ________________ 3,672,163.26

3,908,581. 00

4,222,220.69

I

LIABILITIES
Surplus:
Earned_________ ____________________ __ ____________ __ ______
Profit for year _________________ "_____________ _________ ____

429.918.05
650,043.64
386,461. 38
220,125.59
286,417.74
313,639.69
1----------1----------1---------TotaL____________ ___ __________ ______ __ ____ ______ ______
650,043.64
936,461. 38 1
700,101. 07

Dividends:
1=====I=====il ======
Stock
__ _--_--_____
-- ---_-- __--- ______
____
--- _-- ___
500,000.00 1_- -- -- - - -----Cash____
___--_-__ -__ __
__ __
_____
__ ______--______---______
_____
_____
__ -_________
___--__
50,000.00 ___ __________ _
Total dividends ____ ------------- --------- ------ ________ 1______________
Paid

550,000.00

1--------------

i~_a!~~_~e_-_~==================================:=========== 1----------1
2, ~g~: ~g: ~~ 2, ~~~: t~~: ~~ I 2, ~g~: ~n: g~
----------1

CaPit~~~~c~~~~~~~===:===~=:====================::===========

3, ~g~: 6~~: ~~

3, ~~g: g~6:

18,000.00

gg

3, 604, 220. 69
600,000.00
18,000.00

TotaL ___________________ ______________________________ ! 3,672,163.2613,908,581. 00

4, 222, 220. 69

Accounts payable_ ___ __ __________________ ____________________

18,000.00

The books income of the company for 1919 was $220,125 ..59, all of which was
carried to surplus; for 1920 it, was $286,417.74; of which $50,000 was distributed
as a dividend and t he balance of which was capitalized by the declaration of a
$500,000 stock dividend; and for 1921 it was $3 13,639.69, of all which was carried
to surplus. Thus t he earnings for the 3-year period were $820,183.02 as compared
with $50,000 distributed as a cash dividend. ~ That the undistributed earnings
were used by the company in its investment 15usiness is shown by the fact that
its cash account as of the end of each of the years in question was less than $50,000
and as of December 31,1919, was only $9,739.39. It can not be denied that there
was an active employment of the accumulated profits to promote the business
purposes of the compan:v-. The company used a substantial portion of its profits
in safeguarding its investments in certain close corporations which in order to
increase their facilities looked to their few stockholders, among others Company
No. 11, to s upply the required capital. The use made by the company of its
funds was entirely within the powers granted by its charter which \yere extremely
broad, the company's charter authorizing it to engage in practically any kind of
business in which an individual might engage. From the time the company
began business immediately after its incorporation through the years in question there was no change in the nature of the business carried on or the policies
of the management. Under all the circumstances the company can not be said
to have accumulated its profits beyond the reasonable needs of its business.
~{ Section 220 of t he revenue acts of 1918 and 1921 is applicable only in cases
where it is found that a corporation was form ed or availed of for the purpose
of preventing t he imposition of the surtax upon its stockholders. In the absence
of any direct eviden ce as to snch a purpose, as in the instant case, the only possible basis for holding the section applicable is the provision of the section which
reads:
"The fact that any corporation is a 'mere holding company,' or that the gains
and profits are permitted to accumulate beyond the reasonable needs of the
business, shall be prima facie evidence of a purpose to escape the surtax * * *."
But, as has already been pointed out, it ean not be said Company No . 11 was
, 'a mere holding company" or that its gains and profits were permitted to ac-
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cumulate beyond the rensonable needs of its business during any of the years
in question. t'3ection 220 of t.he revenue act of 1924 cOlltains a provision, not
incorporated in any of the prior acts, to the effect that every investment company
shan be considered prima facie as a corporation formee! or ayailed of for the purpose of preventing t.he imposition of the surtax upon its shareholders. This provision is immaterial to the consideration of the instant case, being inapplicable
except as to 192.J: and subsequent taxable years.
For the reasons above stated, there being no basis for the finding that Company
~o. 11 was formed or availed of during 1919, 1920, or 1921 for the purpose of
preventing the imposit.ion of the surtax upon its stockholders, it must be concluded that the stockholders of the company are not subject to taxation under
section 220 of the revenue act of 1918 for the years 1919 or 1920 and that the
company is not subject to taxation under secti'on 220 of the revenue act of 1921
for the year 1921. It is therefore recommended that the protests of the stockholders and of the company be sustained.
A. W. GREGG,
Solicitor of Internal Revenue.
Approved.
D. H. BLAIR, Conunissioner.

EXHIBIT I
IN RE COMPANY No. 66
fIn the following quotation Company No. 66 is substituted for real name of company. Names of stockholders are also changedl

MAY 31, 1924.
MR. COi\nUSSloNER: This office has had under consideration the appeal of the
st.ockholders of Company No. 66 from your certification that it had permitted its
gains and profits for the years 1918, 1919, and 1920 to accumulate beyond the
reasonable needs of its business and proposing to make an assessment uncleI' the
provisions of section 220 of the revenue act of 1918.
Company ~o. 66 was incorporated in 1900 under the laws of the State of California for the purpose inter alia of engaging in and transacting "any and all
kinds of business in which natural persons may lawfnlly engage." It was and is a
close corporation, all of its stock except 20 qualifying shares being owned by
.Mr. /IX." It began business in 1902 with an authorized capital ' of $100,000,
represented by 5,000 I'hares, and a paid-in surplus of $530,052.14. The capital
stock of the corporation was is~u ed in exchange for real estate, interest in ves8els,
and stocks and bonds of other corporations.
Its activities ha,'e been confined principally to dealings and investments in real
estate, ships, alld corporate stocks and bonds. The corporation, ever since its
orgnnization, has follow ed a consistent polic,\' of reinvesting its earnings therein
instead of pa~r ing them out as dividends. III fact, no dividends have ever been
paid by it. The corporation on .January 1,1918, had a surplus of $2,35,),467.78.
Of this amount only $201 ,113.41 consist.ed of cash, which was on deposit in a
savings accollnt, t he balance being represented by real estate, interest in ships,
and corporate stocks and bonds. At. the end of 1918 the surplus of the corporat.ion amounted to $2,704,925.04, showing an increase for that year of $349,457.26.
The corporation's cash account during that year, as shown b:v its balance sheet,
increased only $7,815.:20, which represent.eel interest on the money in the savings
account. Before the close of 1918 all of the current earnings had been reinvested
in the business; the land account increased approximately $11,000 and the investments in Liberty bonds and Unit.ed States Treasurv certificates amounted to
approximately $207,400.
.
On January 1, 1919, the surplus of the corporation amounted to $2,704,925.04,
all of which except $208,928.61 (cash in savings account) was represented by
stocks and bonels, i"eal estate, and ships. The additions made to surplus during
1919 amounted to $198,308.56. At the end of 1919 the cash account of the
corporation amounted to $216,970.07, sho·lYing an increase of $8,041.46. Prior
to the close of 1919 all of the current earnings of that year had been reinvested
in the business. The corporation purchased during 1919 Liberty bonds and
United States Treasury certificates in the sum of $79,709.38.
At the beginning of 1920 the corporation's surplus amounted to $2,903,233.60,
all of ,vhich except $216,970.07 (cash in savings account) vms represented by
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investments in real estate, ships, and stocks alld bonds. At the close of 1920
the surplus of the corporation amounted to $3,124,860.36, showinganjn..m:ease
during the year of $221,626.76. The cash account of the corporation at the close
of 1920 stood at $225,490.43, showing an increase thereof for that year of
$8,520.36, representing interest from the money in savings account. All of the
earnings for the year 1920, prior to the close thereof, had been reinvested in
the business.
Section 220 of the revenlle act of 1918 provides:
"That if any corporation, however created or organized, is formed or availed
of for the purpose of preventing the imposition of the surtax upon its stockholders
or members through the medium of permitting its gains and profits to accumulate
instead of being divided or distributed, such corporation shall not be snbject to
the tax imposed by section 230, hut the stockholders or members thereof shall be
subject to taxation under this title in the same manner as provided in subdivision (e) of section 218 in the case of stockholders of a personal service corporation, except that the tax imposed by Title III shall be deducted from the net
income of the corporation before the computation of the proportionate share
of each stockholder or member. The fact that any corporation is a mere holding
company, or that the gains and profits are permitted to accumulate beyond the
reasonable needs of the business, shall be prima facie evidence of a purpose to
escape the surtax; but the fact that the gain s and profits are in any case permitted
to accumulate and become surplus shall not be construed as evidence of a purpose
to escape the tax in such a case unless the commissioner certified that in his
opinion such accumulation is unreasonable for the purposes of the business.
When requested by the commissioner, or any collector, every corporation shall
forward to him a correct statement of such gains and profits and the names and
addresses of the individuals or shareholders \\"ho would be entitled to the same if
divided or distributed, and of the amounts that wonld be payable to each."
The imposition of taxes under the foregoing section is warranted only when
a corporation is "formed or availed of for the purpose of preventing the imposition of surtaxes upon the stockholders or members through the medium of
permitting its gains and profits to accumulate instead of being divided or distributed." To "avail," according to \Vebster, means "to promote, assist, or
turn to the advantage of," and" purpose" is defined as "an aim, intention, or
as an object to be r~ached." Consequently, the application of the statute
depends upon the two elements, (a) purpose or intention to escape the surtax,
and (b) unreasonable accumulation of gains and profits. The mere fact that a
corporation f)ermits its gains and profits to accumulate 1/ shall not be construed
as evidence of a purpose" to escape the surtaxes unless it is certified by the
Commissioner of Internal Revenue that i~l t. his opinion such accumulation is
unreasonable for the purpose of the business." It was certified by letter dated
July 31, 1923, that the aeeum ulation of gains and profits of t--he corporation for
the years 1918, 1919, and 1920 was unreasonable for the needs of its business,
and that such accumulation sho uld be as evidence of a purpose to escape the
surtaxes. The issues for each of the years, being practieally identical, will be
considered together.
The additions made to surplus dming 1918, as heretofore stated, amounted
to $349,457.26, which is only approximately 14V2 per cent of the capital and
surplus of the corporation existing on January 1, 1918; during 1919 the additions made to surplus amounted to 5198,308 ..56, or only approximately 7Y2 per
cent of the capital 1U1d surplus of the corporation existing at the beginning of
that year. The additions made to surplus during 1920 amounted to $221,626.76,
or only approximately 4V2 per cent of the corporation's capital and surplus
existing at the beginning of 1920. The statute, in the opinion of this office, was
not intended to prevent nor limit legitimate expansion. The facts ill this case
show that the corporation, since it begun business, has had a steady growth
and that its growth during the years herein involved was neither large nor
phenomenal. There is nothing in the statute which compels a corporation to
payout its earnings, and the mere fact that a corporation reinvests all of its
earnings in its business does not warrant the application of the statute. The
earnings of the corporation during each of the years under consideration were
reinvested in the business and were actually used to acquire additional property.
Under these circumstances it is the opinion of this office that the accumulation
of the earnings and profits of this corporation for these years was not unreasonable for the needs of its business within the meaning of the statute. The corporation since it began business has consistently followed the policy of reinvesting
its earnings in its business. It has never paid dividends. This consistent
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policy, carried on bng prior to the ellactment of the statute and not deviated
from during the years under reYlew, strongly disproves a purpose to escape the
surtax.
It is, therefore, the opinion of this office that the great preponderance of
evidence proves that the accnlllulatiolls of its earnings and profits during 1918,
1919, and 1920 were not unreasonable for the needs of its business. The accnmulations not being unreasonable for the needs of its business, there is no eviclence
to prove that the corporation had been availed of for the purpose of escaping the
surtaxes. Consequelltly, it is recommended that. the appeal of the taxpayers be
snstained.
NELSON T. H AR'l'SON,
Solicitor oj Internal Revenue.
Approyed June 30, 192-1:.
D. H. BLAIR, CommissioneT.
EXHIBIT J
IN RE CO:\lPANY No. 15
[In the following quotation Company No. 15 is substituted for real name of company. Namr,s of stockholders are also changcdl
MARCH 11, 1924.
l\lR. COMMISSIONER: This office had under consideration the appeal of the
stockholders of Company No. 15 from the proposed assessment of additional
taxes arising because the corporation had been availed of for the purpose of
permitt.ing its gains and profits for the years 1918, 1919, and 1920 t.o accumulate
beyond the reasonable needs of it.s business in violation of section 220 of the
reyenue act of 1918.
Company No. 15 was incorporated under the laws of the State of Louisialta
on November 2, 1900, with an authorized eapital of $10,000, " 'hich was increaf"ed
on February 19, 1907, to $100,000. Its capital stock has always been owned by
John Doe, sr., and his two sons, John D oe, jr., and Peter Doe. No dividends
have been paid by the corporation since the ineidcnce of the income tax law, and
so far as the evidence shows, none have ever been paid. For the taxable years
1918,1919, and 1920 the increase in the earned surplus of the corporation amounted
to $83,312.1.~, $2 10,311.21 , and $ 187,867.94, respectivel~·.
It has always been the policy of the corporation to ma.ke short loans and investments in real estate and securities with the earned and paid-in surplus, which was
not required for the immediat.e needs of the bed business. The ads of the corporation in making these loans and investments were ult.m vires, as its charter stated
that it is organized for the purpose of "manufacture a nd sale of iron beds, iron
castings, harchvare specialt.ies, and other articles."
At the close of 1910 the loans and investments of the corporation amounted to
approximately $125,000, the amount, of such loans and investments at the end
of 1919 "'as approximately $312,600 and at the close of 1920 approximat.ely
$565,000. The paid-in surplus of the corporation at tre beginning of 1918
amounted to only $90,466.11 and at the end of 1920 to only $201,390.53, all of
which shmys that the greater part of the IOaIls and investl11ents consisted of
earned surplus. The eamed surplus at the end of 1917 amounted to approximately $':116,000.
The existence of such a large surplus at the beginning of 1918 and the nse
to \"hic:h it was put would, in the opinioll of this office. make the accumulations
of earnings and profits during the ~'ears HH8, 1919, and 1920 unreasonable within
the meaning of section 220 of the revenue act. of H118. Indeed, the fact. that the
corporation was able to engage in these ultra vires pursuits \vith the profits not
needed in the bed business precludes an~r ot.her conclusioll. Evidence was submitted to sho,y that it had ahyays been t.lle poliey of the corporation to utilize
its spare earnings and profits ill making loall s and inv('stment~. This fact, howe,'er, can not prevent the application of section 220. It. may be true that the acts
of the corporation in accumulating its profits a.nd earnings and retaining them,
when not needed in the business, were not illegal ulltil the statute made them so.
However, one of the S011rce:-:; of the Governmen t's revenue ha.s been the corporate
earnings received by stockholders. The statute was enacted not only to prevent the drying up of this source, but to compel all corporate earnings, rightfully
belonging to stockholders, to bear their fair bnrden of taxation. 'When a cor:"
poration retains profits that it could prudently and legitimately distribute to the
st.ockholders the provisions of section 220 have been violated. The facts in this
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case show th a t the corporation could have prudently and legitimately paid
eli ,'idends.
It was also contended by the taxpayers that the corporation was used to accumulate a family fortune and provide a living for its members, and that there
was no intent to escape the snrtaxes. This argument loses its force when it is
considered that the corporation was a close family corporation. An unreasonable a ccllmubt.ion of earning!'; and profit.s by such a close corporation as "Company No. 1.5" ill. itself proves a violation of the section. This is especially true
in vie\Y of its provisions making an unreasonable acc umulation of profits prima
fa cie evidence of a purpose to escape the surtax. Th e intent to escape the surtaxes mu c:t be ac:certained from the acts and conduct of the taxpayers, and not
from the hidden recesses of their minds. No dividends h a ving been declared by
the corporat ioll during the best business years of its existence, a.nd the large
earnings from those years having been added to a large snrplns, not needed nor
used in the business, it is apparent that the corporation was" availed of for the
purpose of pre\'ellting the imposition of the surtax upon its stockholders" in
violation of section 220.
It is, therefore, recommended that the appeal bc (lenied and that the taxes
be assessed as proposed.
SolicitOT of Internal Rev'enue.

Approved.

D. H. BLAIR, Co mmiss'ioner.
EXHIBIT K
IN RE COMPANY No. 57
(In the following quotation Company No. 57 is substituted for real name of company. Names of stockholders are also changed]

FEBRUARY 12, 1926.
MR. COMMISSIONER: This office has had under consideration (1) the protest
of Mr. "X," a stockholder of Company No. 57, against the proposed application
in his case for the calendar year 1920 of the provisions of section 220 of the revenue act of 1918, and (2) the protest of Company No. 57 against the proposed
application to the company for the calendar years 1921 and 1922 of the provisions
of section 220 of the revenue act of 1921. Section 220 of the 1918 and 1921 acts
provided for the imposition of certain taxes, in the one case against the stockholders and in the other against the corporation, where it appears that "any
corporation, however created or organized, is formed or availed of for the purpose
of preventing the imposition of the surtax on its stockholders or members through
the medium of permitting its gains or profits to accumulate instead of being
divided or distributed."
A hearing was held before this office on April 23, 1925, at which time the contentions of the protestants were orally presented by their attorney, Mark Wisner,
292 Madison Avenue, New York, N. Y.
Company No. 57 was incorporated by Mr. "X" in December, 1911, under the
laws of New Jersey, with an authorized capital stock of $100,000, of which
$75,000 was issued in 1911 and the balance in 1912. The company was engaged
in the business of manufacturing and selling playing cards and has been progressively prosperous. The stock of the company is closely held, its principal stockholder and president being Mr. "X," who during each of the years in question
(1920, 1921, 1922) owned 899 of the 1,000 shares outstanding.
The following figures taken from data submitted by Company No. 57 are pertinent to the issues under consideration:
1919

Casb_ _____ ____ _____ ___ ____ ______ _______ _____ ___ ____ ____ $3,303.98
Accounts receivable_ ______ ____ _______________________ __ 67,868. 03
Investments_____ _____ _____ ____ _________________________ 53,300.63
Inventory ____ __ ________ ___ __________ ___ ____ ________ ____ 169,451. 60
Macbinery ___ ___ ____________ ____ __ ___ __ __ ____ ___ _______ 103,460.23
Accounts payable_____ _________________________________ 38,482.85
Depreciation reserve__________________ __________________ 67,685.67
Reserve for taxes _______________________________________
9,939.66
Capital stock______ __ ___ ________ __ ___ _________ _____ _____ 100,000.00
Surplus ___________ ______________________ : __ ____ __ __ ____ 186,791.!)5
Book profits ________ _______________________________________________ _
Dividends paid _____ ______________________________________________ _

1920

1921

$18,242.80
46,532.68
75,124.00
200,204.95
107,363.06
11,545.55
83,160.06
29,332.24
100,000.00
249,504.28
67,712.33
5,000.00

$43,443.38
69,322.95
141,550.25
115,895.33
113,689.81
20,357.55
96,759.35
8,735.68
100,000.00
283,575.09
44,070.81
10,000.00

1922
$36,542.08
95, 841~87
315,973.55
117,109.58
122,872.73
22,400.48
112,309.92
27,000.00
100,000.00
448,540.71
1i9, 965. 62
15,000.00
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It will be seen that the book profits of the company for 1920, 1921, and 1922
were $67,712.33, $4-1,070.81, and $179,96.5.62, respectively, of which $5,000 was
paid out as dividends in 1920, $10,000 in 1921, and $15,000 in 1922. Thus
$62,712.33 was added to surplus in 1920; $3-1,070.81 in 1921; and $16-!-,965.62 in
1922. In explanation of these additions to surplus the company calls attention
to the history of the business ellterpri:-:e, the eonditiolls under which it operated,
and the projects \vhich were ill eontemplation.
According to the ...,tatements macle it appears that the mallufacture of playing
cards is no,,- controlled to the extent of about 80 per cent by the United States
Playing Carel Co., Cincinllati, Ohio, and its affiliated eorporation8; that until
the last four or five years the field was controlled b~· that company to the extent
of about 90 per cent; that one company after another in the playing-card business started only to pass out of existence after a futile attempt to compete with
the United States Playing Card Co.; that Cornpany No ..57 alone has sucree ded
in spite of the competit,ion, holding its own with unknown brands against the
United States Playing Card Co. with it" long-established and well-known trademarked brands; and that the factory of Company No. 57 is a lea<;ed building,
originally erected for the manufacture of rubber products, and poorly adapted
from the standpoint of plant la~Y out to the manufacture of playing cards. This
last point is stressed by the company. Company No. 57 claims that the inadequacy of its leased factory and the necessity of erecting a modern plant of its
own with better facilities has long been realized, but that it was impossible to
go forward ,vith an~Y plant during the war period. However, shortly after the
war or about the middle of 1919 the advisability of acquiring a plant irnpelled
the company to take Rteps to that end. .-\.n architectural engineer and rea1~state specialist of Lake Placid, N. Y., was retained during the months of Ma~r,
June, and July, 1919, t.o investigate sites for a modern factory with adequate
storage space for raw material and :-:tock in trade and to report on building and
labor costs. This engineer made an investigation, drafted temporary plans for
a factory, dre"w up templets of m<."chinery to be installed, and estimated the cost
of a nel" plant at approximately $400,000, taking into consideration the war
prices which still prevailed in 1919. The COlnpany decided to defer taking any
action at the time, but eonsulted the engineer again in 1921 on the same matter. In
SUbstantiation of these facts the affidavit of the engineer, sworn to June 13, 1925,
and the affidavit of a president of a national bank sworn to ]\lay 23, 1925, were
submitted.
The first lease of Company No. 57 on the factory was made in 191:2 and expired
in 1917. The lease was renewed for five years, expiring in 1922. In that year
the company negotiated "ith the lessor of the property for the replacement of
the power plant at a considerable expense to the lessor. Other changes and
additions to the factory were made, and a lease was made at an increased rental
for a seven-year period. During the years 1920 and 1921 the company probably planned to build a plant of its own upon the expiration of its lease in 1922;
in fact, it is stated that the engineer was called into consultation on that matter
in 1921. However, it is evident in view of the events of 1922, the making of
the new lease, the improvements made to the factory, etc., that all immediate
plans for a new plant were given up in that year. This element of the case must
be borne in mind in considering the operations of the company for the years in
question.
In 1920 Company No. :37 earned $67,712.33, of which $5,000 was disbursed in
dividends. "Yhile the dividend payment was comparatively small, a large
amonnt of the $62,712.33 balance was accounted for by the inventory, which
was increased $30,753.35 during the year, or from $169,451.60 at the beginning
of the year to $200,204.95 at the end of the year. Investments were increased
$21,823.37. During 1921 the earnings dropped to $44,070.81, of which nearly
23 per cent ($10,000) was disbursed in dividends. These were the last years of
the five-year lease on the factory, and plans for erecting a new plant were still
under consideration. Under the circumstances this office does not believe a
finding that the gains and profits of the Company No. 57 for 1920 or 1921 were
permitted to accumul3.te beyond the reasonable needs of the business, or that
the company was availed of during 1920 or 1921 for the purpose of preventing
the imposition of the surtax upon its stockholders, can be supported.
The year 1922 presents a different situation. The earnings for the year were
$179,965.62, from ,vhich dividends of only $15,000 were paid. The balance
of the profits ($164,965.62) was carried to surplus, and. together with an additional
amollnt of $9,457.68, ,vas expended in making outside investments, entirely
unrelated to the business. No part of the profits was either used or invested
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in the business. At the beginning of 1922 the company's investments in bonds
and other securities were carried at $ 141,550.25, to which there was added during
the year $174,423.3 0, making a total of $315,973.55. The only substantial
changes in the company's accounts for the year were in the investment and
surplus accounts . (See attached schedule for detailed changes in the company's
accounts for 1920, 1921, and 1922.)
As has previously been stated , it was during the same year, 1922, that
Company No. 57, after inducing its lessor to make certain improvements to the
leased factory, took a lease for seven years at an increased rental. The mere
assertion by the company that it was still p lanning to acquire its own factory
can be given little, if any, weight in view of all the attendant circumstances.
Equally indefinite and unconvincing is the suggestion that Company No. 57
needed a large surplus to insure it against a price war by the United States
Playing Card Co. 'Vith no bonded indebtedness and with but a small amount
of accounts payable, the company increased its surplus from $283,575.09, 50 per
cent of which was represented by securit ies of unrelated companies, at the beginning of 1922, to $448,540.71, 70 per cent of 'which was represented by securities
of unrelated companies, at the end of the year. What was the effect of this
accumulation of gains and profits on the tn,x liability of l\'Ir. "X," the principal
stockholder? During 1922 he reported a net income of $35,992.99, on which
a surtax of $ 16 ,297.20 was paid. If Company .No. 57 had distributed as dividends
the 1922 profits which it carried to surplus and invested in securities in the
amount of $164,955.62, the net income of its principal stockholder would have
been $234,297.08, on which the surtax iyonlct h ave been $88.108.54. The company's action in permitting its gains and profits to accumulate during 1922
resulter! in a decreased tax liability to 1\Ir. "X" alone of $71, 811.34.
After due consideration of all the facts it is the conclusion of this office that the
gains and profits of Compan y No. 57 were permitted to accumulate during the
calendar year 1922 beyond the reasonable needs of the business, that the certification of the commissioner that such accumulation was unreasonable for the
purposes of the business is adequately supported by the evidence, and that the
company should be h eld to be subject for that year to the 25 per cent of additional
tax imposed by section 220 of the revenue act of 1921 upon the net income of
corporations formed or availed of for the purpose of preventing the imposition
of the surtax upon their stockholders or members through the medium of permitting their gains and profits to accumulate instead of being divided or distributed.
It is therefore recommended that the protest of Mr. "X" against the proposed
application in his case of the provisions of section 220 of the revenue act of 1918
for the year 1920 be sustained, and that the protest of Company No. 57 against
the application to the company of the provisions of section 220 of the revenue
act of 1921 be sustained as to the year 1921, but denied as to the year 1922.
A. W. GREGG,

Solicitor of Internal Revenue,
Approved:

D. H.

BLAIR.

Commissioner.

1 Deficit.

1

1

$1l5,895
53,798
U5,865
41,391
20,100
30,774
87,154
32,350
22,657
21,095
24,292
23,635
3,351
93,050
203,027
1,660,710
97,351
127,713
141,222
1,860
22,737
59,562
84,765
98,729
72,440
70, 531
501,837
244,950
80,721
89,403
106,215
69,909
87,204
108,296
135, 598

Year I dividends
received I

1918
1919
1920
1921
Company No. 102, incorporated 1908 _____________________ _ 1920
1921
1922
1923
1924
Company No. 103, incorporated 1922 _____________________ _ 1923
1924
1925
Company No. 104, incorporated 1916 _____________________ _ 1919
1920
1921
Company No. 105, incorporated 1919 _____________________ _ 1922
Company No. 106, incorporated 190L _____________ _______ _ 1922
1923
1924
Company No. 107, incorporated 1906 _____________________ _ 1922
1923
1924
Company No. 108, incorporated 1922 ____ __________________ I 1922
1923
Company No. 109, incorporated 1921. __ _______________ __ __ 1923
1924
Company No. 110, ~ncorporated 1916 ______ _______________ _ 1923
Company No. 111, mcorporated 1920 __________ ___ __ ______ _ 1923
1924
Company No. 112, incorporated 1919 ___ _____ __________ ___ _ 1921
1922
1923
1924
Company No.U3, incorporated 1923 __ ___________________ _ 1923
1924

Company No. 101, incorporated 1909 __________________ ___ _

Name of company and date of incorporation

Dom"ti,

$76,925
81,848
140,249
63,512
269,369
320,717
445,220
360,322
184,412
21,409
30,206
34,809
297,987
460,198
638,943
1, 669,134
844,273
897,366
956,841
273,484
372,526
'162,390
107, 777
119,491
72,487
107,006
532,341
266,698
366,318
95,738
112, 829
80,818
97,188
884,418
389,894

'rotal
gross
income

$5,151
18,236
9,953
11,992
63,978
109,069
123,630
8,751
75,5<13
13,012
3,437
9,317
87,608
150,839
209,216
3,364
162, 552
242,742
247,350
106,278
168,971
191,250
20,463
20,562
111,077
28,393
10,631
15,595
259,791
5,092
2,450
15,872
7, 968
712,177
186,192

Net
taxable
income
or
deficit 1

$334
1,624
710
912
6,066
10,905
15,454
844

Tax
paid

1------------

Stock

1

086
$20'
28, 1174 ____________
22,122 -----------. 11
55,000 ___________ 1
57,500 ___ _________
· 91, 993 1----------- -i
------------ ____________ 1
------ ------ ____________ 1

Cash

Dividends

~!~

(~)

(2)
(2)

(2~

(2)
(2)
(2

Total
assets

2

Not available.

II

27,729
180 ===========
7,647 = ============
____________
(2)
32,952
951
7,000 ____________
(2)
90,959
14,698 _________ _______________ $3,804,579
243,889
18,555 ____________ ____________ 3,741,730
412,243
19,620 ____________ ____________ 3,852,740
1,664,074
171
40,000 $1, 500,000
3,979,126
259,903
20,315
126,000 ____________ 6,890,008
370,455
30,343
126,000 ____________ 1 7,754,129
30,919
125,241 - ----------- 7,603,810
388,572
108,138
13,285 ------------ ____________ 1 3,094,795
191,708
21,121 ____________ ____________ 4,418,092
521,952
23,906 ________________________ 4,307,301
105,228
2,306 ____________ _______ _ _
976,161
119,291
2,320 ____________ . __ ._____
1,032,554
61,363 ________________________ '____________
988,933
98,924
1,778 ____________ __________
1,124,058
1,079 ________________________ 5,216,375
512,468
239,355 _______ _____ __________ __ ___ __ _____ __ 1,271,578
340,512
32,474
20,000 ____________ 1,621,512
94,495
309
44,106 ________ ____
(2)
108,665
27
44,106 ____________
(2)
64,027 ____________
36,755 ____________
(2)
95, 172
746
44, 178
44,000
(2)
820,473
89,022 _____________ .__________ 2,617,495
321,790
23,274 I
20,000 ____________ 3,202,860

i~: ~~ ______ =~~~~_

$71,0'16
72,034
125,818
53,383
84,078
139, 843
210,784
41,101

Net
income
plus
domesUc
dividends

Cases not considered by the bureau, in connection with section 220 of the Tevenue acts

EXHIBIT L

I

(2)

114,353
153, G03
lIlO,858
167,852
I, OIl, 934

(2)

279,661
652,778

(2)

475,212
699,198
122,206

(2)

1,388,779
2,120,289

(2)

$414,884
512, 355
fi22,52.1
fi22,52S
766,505
815,930
1,181,106
1,224,333
1,313,439
19,189
39,116
65,008
84, 752
311,223
626,323
13,989
4,262,534
4,252,749

Surplus
and
undivided
profits
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~
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H

0
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H
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~
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1922
1923
1924
1922
1923
1924
1923
1924
1920
1921
1922
1918
1919
1920
1921
1922
1923
1924

Name of company and date of incorporation

Oompany No. 114, incorporated 190L _____________ ____ ___ _

) Deficit.

2

Grand total _____________________ __ ___ _______________ --------

Oompany No. 118, incorporated 1915 ______________________

Oompany No. 117, incorporated 1887 ______________________

Oompany No. 116, incorporated 1923- _____________________

Oompany No. 115, incorporated 1919 ____________ __ ________

Year

Total
gross
income

32,303,784

Not available.

6,059,430

$2,044,535
2,518,908
3,082,617
538,135
--- -- -- --- -587,424
-----------845,813
-----------30, 615
3,143,059
32,379
3,267,207
357,763
1,271,767
338,518
1,328,280
344,690
1,258,598
9,992
16,811
11,539
20,781
16,470
17,970
19,206
25,756
45,150
25,600
39,676
61,171
94,659
45,588

$12,207
25,646
49,354

Domestic
dividends
received

10,064,511

$935,783
1,358,957
1,638,431
262,237
298,173
512,241
783,524
692,158
36, 804.
103,969
181,304
1,410
12,305
1 10,734
2,030
5,571
11, 540
29,078

Net
t axable
income
or
deficit 1
$6,000
6,000
e., 000
30,00U
30,000
30,000
2,490
161,946
240,000
240,000
240,000

Cash

1,242,725

1,908,84.9

446 ----------------------- -- --- --- ---3,635 --- - ---- ----

(2)

(2)
(2)
(2)
(2)
(2)
(2)
(2)

9,723,992
8,825, 892

$35,676, 199
41,652,092
48,583,586
3,961,923
4,515,436
5,529,524
13, 489,798
7,051,997

Total
assets

(2)

2,446,837
2,667,893
2,934,510
5,436
15,076
20,693
34,384
67,640
3 51,611
118,051

(2)

6,635,295

(2)

2,961,923
3,407,936

$725,235
981,014

Surplus
and
undivided
profits

$1,544, 000 ------------ - - -- --------

----------------------- ----- -- ----- ---- -------- -- - ------- ------ ----------------- ----- ---- ----- - - ---- -------------------- ---- -- ------- ------ ------ -- --- --------------- --- -- ---------- ---------- ----- - ---

SLock

Dividends

----- ------- -------------------- -- - - - - ------------_.----------------3 ____________

$116, 973
169,870
204,804
32,780
37,272
64,030
97,066
86,520
2,175
11,0·17
22,663

Tax
paid

a Oapital steck increased $50,000 in 1923.

16,395, 071

$947,990
1,384,603
1,687,785
262,237
298,173
512,241
814,139
724,537
394,567
442,487
525,994
11,432
9,234
5,736
21,236
31,171
38,136
74,666

Net
income
plus
domestic
dividends

Cases not considered by the b1l1'eau in connection 'With section 220 of the reven1(,e act-Co ntinued
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