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gross income (excluding exempt func-
tion income) is directly connected with
such income and shall be allowable as a
deduction in computing homeowners
association taxable income to the ex-
tent that it qualifies as an item of de-
duction allowed by chapter 1 of the
Code. Thus, for example, assume that
X, a homeowners association, pays its
manager a salary of $10,000 a year and
that it derives gross income other than
exempt function income. If 10 percent
of the manager’s time during the year
is devoted to deriving X’s gross income
(other than exempt function income), a
deduction of $1,000 (10 percent of
$10,000) would generally be allowable
for purposes of computing X’s home-
owners association taxable income.

(d) Investment credit. A homeowners
association is not entitled to an invest-
ment credit.

(e) Cross reference. For the definition
of exempt function income, see § 1.528–
9.

[T.D. 7692, 45 FR 26324, Apr. 18, 1980]

CORPORATIONS USED TO AVOID INCOME
TAX ON SHAREHOLDERS

CORPORATIONS IMPROPERLY
ACCUMULATING SURPLUS

§ 1.531–1 Imposition of tax.

Section 531 imposes (in addition to
the other taxes imposed upon corpora-
tions by chapter 1 of the Code) a grad-
uated tax on the accumulated taxable
income of every corporation described
in section 532 and § 1.532–1. In the case
of an affiliated group which makes or
is required to make a consolidated re-
turn see § 1.1502–43. All of the taxes on
corporations under chapter 1 of the
Code are treated as one tax for pur-
poses of assessment, collection, pay-
ment, period of limitations, etc. See
section 535 and §§ 1.535–1, 1.535–2, and
1.535–3 for the definition and deter-
mination of accumulated taxable in-
come.

(Secs. 1502 and 7805 of the Internal Revenue
Code of 1954 (68A Stat. 637, 917; 26 U.S.C. 1502,
7805))

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7244, 37 FR 28897, Dec. 30,
1972; T.D. 7937, 49 FR 3462, Jan. 27, l984]

§ 1.532–1 Corporations subject to accu-
mulated earnings tax.

(a) General rule. (1) The tax imposed
by section 531 applies to any domestic
or foreign corporation (not specifically
excepted under section 532(b) and para-
graph (b) of this section) formed or
availed of to avoid or prevent the im-
position of the individual income tax
on its shareholders, or on the share-
holders of any other corporation, by
permitting earnings and profits to ac-
cumulate instead of dividing or distrib-
uting them. See section 533 and § 1.533–
1, relating to evidence of purpose to
avoid income tax with respect to share-
holders.

(2) The tax imposed by section 531
may apply if the avoidance is accom-
plished through the formation or use of
one corporation or a chain of corpora-
tions. For example, if the capital stock
of the M Corporation is held by the N
Corporation, the earnings and profits
of the M Corporation would not be re-
turned as income subject to the indi-
vidual income tax until such earnings
and profits of the M Corporation were
distributed to the N Corporation and
distributed in turn by the N Corpora-
tion to its shareholders. If either the M
Corporation or the N Corporation was
formed or is availed of for the purpose
of avoiding or preventing the imposi-
tion of the individual income tax upon
the shareholders of the N Corporation,
the accumulated taxable income of the
corporation so formed or availed of (M
or N, as the case may be) is subject to
the tax imposed by section 531.

(b) Exceptions. The accumulated earn-
ings tax imposed by section 531 does
not apply to a personal holding com-
pany (as defined in section 542), to a
foreign personal holding company (as
defined in section 552), or to a corpora-
tion exempt from tax under subchapter
F, chapter 1 of the Code.

(c) Foreign corporations. Section 531 is
applicable to any foreign corporation,
whether resident or nonresident, with
respect to any income derived from
sources, within the United States, if
any of its shareholders are subject to
income tax on the distributions of the
corporation by reason of being (1) citi-
zens or residents of the United States,
or (2) nonresident alien individuals to
whom section 871 is applicable, or (3)
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foreign corporations if a beneficial in-
terest therein is owned directly or indi-
rectly by any shareholder specified in
subparagraph (1) or (2) of this para-
graph.

§ 1.533–1 Evidence of purpose to avoid
income tax.

(a) In general. (1) The Commissioner’s
determination that a corporation was
formed or availed of for the purpose of
avoiding income tax with respect to
shareholders is subject to disproof by
competent evidence. Section 533(a) pro-
vides that the fact that earnings and
profits of a corporation are permitted
to accumulate beyond the reasonable
needs of the business shall be deter-
minative of the purpose to avoid the
income tax with respect to sharehold-
ers unless the corporation, by the pre-
ponderance of the evidence, shall prove
to the contrary. The burden of proving
that earnings and profits have been
permitted to accumulate beyond the
reasonable needs of the business may
be shifted to the Commissioner under
section 534. See §§ 1.534–1 through 1.534–
4. Section 533(b) provides that the fact
that the taxpayer is a mere holding or
investment company shall be prima
facie evidence of the purpose to avoid
income tax with respect to sharehold-
ers.

(2) The existence or nonexistence of
the purpose to avoid income tax with
respect to shareholders may be indi-
cated by circumstances other than the
conditions specified in section 533.
Whether or not such purpose was
present depends upon the particular
circumstances of each case. All cir-
cumstances which might be construed
as evidence of the purpose to avoid in-
come tax with respect to shareholders
cannot be outlined, but among other
things, the following will be consid-
ered:

(i) Dealings between the corporation
and its shareholders, such as withdraw-
als by the shareholders as personal
loans or the expenditure of funds by
the corporation for the personal benefit
of the shareholders,

(ii) The investment by the corpora-
tion of undistributed earnings in assets
having no reasonable connection with
the business of the corporation (see
§ 1.537–3), and

(iii) The extent to which the corpora-
tion has distributed its earnings and
profits.
The fact that a corporation is a mere
holding or investment company or has
an accumulation of earnings and prof-
its in excess of the reasonable needs of
the business is not absolutely conclu-
sive against it if the taxpayer satisfies
the Commissioner that the corporation
was neither formed nor availed of for
the purpose of avoiding income tax
with respect to shareholders.

(b) General burden of proof and statu-
tory presumptions. The Commissioner
may determine that the taxpayer was
formed or availed of to avoid income
tax with respect to shareholders
through the medium of permitting
earnings and profits to accumulate. In
the case of litigation involving any
such determination (except where the
burden of proof is on the Commissioner
under section 534), the burden of prov-
ing such determination wrong by a pre-
ponderance of the evidence, together
with the corresponding burden of first
going forward with the evidence, is on
the taxpayer under principles applica-
ble to income tax cases generally. For
the burden of proof in a proceeding be-
fore the Tax Court with respect to the
allegation that earnings and profits
have been permitted to accumulate be-
yond the reasonable needs of the busi-
ness, see section 534 and §§ 1.534–2
through 1.534–4. For a definition of a
holding or investment company, see
paragraph (c) of this section. For deter-
mination of the reasonable needs of the
business, see section 537 and §§ 1.537–1
through 1.537–3. If the taxpayer is a
mere holding or investment company,
and the Commissioner therefore deter-
mines that the corporation was formed
or availed of for the purpose of avoid-
ing income tax with respect to share-
holders, then section 533(b) gives fur-
ther weight to the presumption of cor-
rectness already arising from the Com-
missioner’s determination by expressly
providing an additional presumption of
the existence of a purpose to avoid in-
come tax with respect to shareholders.
Further, if it is established (after com-
plying with section 534 where applica-
ble) that earnings and profits were per-
mitted to accumulate beyond the rea-
sonable needs of the business and the
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Commissioner has therefore deter-
mined that the corporation was formed
or availed of for the purpose of avoid-
ing income tax with respect to share-
holders, then section 533(a) adds still
more weight to the Commissioner’s de-
termination. Under such cir-
cumstances, the existence of such an
accumulation is made determinative of
the purpose to avoid income tax with
respect to shareholders unless the tax-
payer proves to the contrary by the
preponderance of the evidence.

(c) Holding or investment company. A
corporation having practically no ac-
tivities except holding property and
collecting the income therefrom or in-
vesting therein shall be considered a
holding company within the meaning
of section 533(b). If the activities fur-
ther include, or consist substantially
of, buying and selling stocks, securi-
ties, real estate, or other investment
property (whether upon an outright or
marginal basis) so that the income is
derived not only from the investment
yield but also from profits upon mar-
ket fluctuations, the corporation shall
be considered an investment company
within the meaning of section 533(b).

(d) Small business investment compa-
nies. A corporation which is licensed to
operate as a small business investment
company under the Small Business In-
vestment Act of 1958 (15 U.S.C. ch. 14B)
and the regulations thereunder (13 CFR
part 107) will generally be considered to
be a mere holding or investment company
within the meaning of section 533(b).
However, the presumption of the exist-
ence of the purpose to avoid income tax
with respect to shareholders which re-
sults from the fact that such a com-
pany is a mere holding or investment
company will be considered overcome
so long as such company:

(1) Complies with all the provisions
of the Small Business Investment Act
of 1958 and the regulations thereunder;
and

(2) Actively engages in the business
of providing funds to small business
concerns through investment in the eq-
uity capital of, or through the dis-
bursement of long-term loans to, such
concerns in such manner and under
such terms as the company may fix in
accordance with regulations promul-
gated by the Small Business Adminis-

tration (see secs. 304 and 305 of the
Small Business Investment Act of 1958,
as amended (15 U.S.C. 684, 685)).
On the other hand, if such a company
violates or fails to comply with any of
the provisions of the Small Business
Investment Act of 1958, as amended, or
the regulations thereunder, or ceases
to be actively engaged in the business
of providing funds to small business
concerns in the manner provided in
subparagraph (2) of this paragraph, it
will not be considered to have over-
come the presumption by reason of any
rules provided in this paragraph.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6652, 28 FR 4786, May 14,
1963]

§ 1.533–2 Statement required.
The corporation may be required to

furnish a statement of its accumulated
earnings and profits, the payment of
dividends, the name and address of, and
number of shares held by, each of its
shareholders, the amounts that would
be payable to each of the shareholders
if the income of the corporation were
distributed and other information re-
quired under section 6042.

§ 1.534–1 Burden of proof as to unrea-
sonable accumulations generally.

For purposes of applying the pre-
sumption provided for in section 533(a)
and in determining the extent of the
accumulated earnings credit under sec-
tion 535(c)(1), the burden of proof with
respect to an allegation by the Com-
missioner that all or any part of the
earnings and profits of the corporation
have been permitted to accumulate be-
yond the reasonable needs of the busi-
ness may vary under section 534 as be-
tween litigation in the Tax Court and
that in any other court. In case of a
proceeding in a court other than the
Tax Court, see paragraph (b) of § 1.533–
1.

§ 1.534–2 Burden of proof as to unrea-
sonable accumulations in cases be-
fore the Tax Court.

(a) Burden of proof on Commissioner.
Under the general rule provided in sec-
tion 534(a), in any proceeding before
the Tax Court involving a notice of de-
ficiency based in whole or in part on
the allegation that all or any part of
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the earnings and profits have been per-
mitted to accumulate beyond the rea-
sonable needs of the business, the bur-
den of proof with respect to such alle-
gation is upon the Commissioner if:

(1) A notification, as provided for in
section 534(b) and paragraph (c) of this
section, has not been sent to the tax-
payer; or

(2) A notification, as provided for in
section 534(b) and paragraph (c) of this
section, has been sent to the taxpayer
and, in response to such notification,
the taxpayer has submitted a state-
ment, as provided in section 534(c) and
paragraph (d) of this section, setting
forth the ground or grounds (together
with facts sufficient to show the basis
thereof) on which it relies to establish
that all or any part of its earnings and
profits have not been permitted to ac-
cumulate beyond the reasonable needs
of the business. However, the burden of
proof in the latter case is upon the
Commissioner only with respect to the
relevant ground or grounds set forth in
the statement submitted by the tax-
payer, and only if such ground or
grounds are supported by facts (con-
tained in the statement) sufficient to
show the basis thereof.

(b) Burden of proof on the taxpayer.
The burden of proof in a Tax Court pro-
ceeding with respect to an allegation
that all or any part of the earnings and
profits have been permitted to accumu-
late beyond the reasonable needs of the
business is upon the taxpayer if:

(1) A notification, as provided for in
section 534(b) and paragraph (c) of this
section, has been sent to the taxpayer
and the taxpayer has not submitted a
statement, in response to such notifi-
cation, as provided in section 534(c) and
paragraph (d) of this section; or

(2) A statement has been submitted
by the taxpayer in response to such no-
tification, but the ground or grounds
on which the taxpayer relies are not
relevant to the allegation or, if rel-
evant, the statement does not contain
facts sufficient to show the basis there-
of.

(c) Notification to the taxpayer. Under
section 534(b) a notification informing
the taxpayer that the proposed notice
of deficiency includes an amount with
respect to the accumulated earnings
tax imposed by section 531 may be sent

by registered mail (or by certified or
registered mail, if the notification is
mailed after September 2, 1958) to the
taxpayer at any time before the mail-
ing of the notice of deficiency in the
case of a taxable year beginning after
December 31, 1953, and ending after Au-
gust 16, 1954. See § 1.534–4 for rules re-
lating to taxable years subject to the
Internal Revenue Code of 1939. See sec-
tion 534(d) and § 1.534–3 with respect to
a notification in the case of a jeopardy
assessment.

(d) Statement by taxpayer. (1) A tax-
payer who has received a notification,
as provided in section 534(b) and para-
graph (c) of this section, that the pro-
posed notice of deficiency includes an
amount with respect to the accumu-
lated earnings tax imposed by section
531, may, under section 534(c), submit a
statement that all or any part of the
earnings and profits of the corporation
have not been permitted to accumulate
beyond the reasonable needs of the
business. Such statement shall set
forth the ground or grounds (together
with facts sufficient to show the basis
thereof) on which the taxpayer relies
to establish that there has been no ac-
cumulation of earnings and profits be-
yond the reasonable needs of the busi-
ness. See paragraphs (a) and (b) of this
section for rules concerning the effect
of the statement with respect to bur-
den of proof. See §§ 1.537–1 to 1.537–3, in-
clusive, relating to reasonable needs of
the business.

(2) The taxpayer’s statement, under
section 534(c) and this paragraph, must
be submitted to the Internal Revenue
office which issued the notification (re-
ferred to in section 534(b) and para-
graph (c) of this section) within 60 days
after the mailing of such notification.
If the taxpayer is unable, for good
cause, to submit the statement within
such 60-day period, an additional period
not exceeding 30 days may be granted
upon receipt in the Internal Revenue
office concerned (before the expiration
of the 60-day period provided herein) of
a request from the taxpayer, setting
forth the reasons for such request. See
section 534(d) and § 1.534–3 with respect
to a statement in the case of a jeop-
ardy assessment.
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§ 1.534–3 Jeopardy assessments in Tax
Court cases.

In the case of a jeopardy assessment,
a notice of deficiency is required to be
sent to the taxpayer by registered mail
(or by certified or registered mail, if
the notice is mailed after September 2,
1958) within 60 days after the making of
the assessment. See section 6861. If a
jeopardy assessment is made before the
mailing of the deficiency notice, then
in the case of a proceeding in the Tax
Court, if the deficiency notice informs
the taxpayer that an amount of accu-
mulated earnings tax is included in the
deficiency, such notice shall constitute
the notification provided for in section
534(b) and paragraph (c) of § 1.534–2.
Under such circumstances the state-
ment described in section 534(c) and
paragraph (d) of § 1.534–2 shall instead
be included in the taxpayer’s petition
to the Tax Court, if the taxpayer de-
sires to submit such statement. See
paragraph (b) of § 1.534–2, relating to
burden of proof on the taxpayer.

§ 1.535–1 Definition.

(a) The accumulated earnings tax is
imposed by section 531 on the accumu-
lated taxable income. Accumulated
taxable income is the taxable income
of the corporation with the adjust-
ments prescribed by section 535(b) and
§ 1.535–2, minus the sum of the divi-
dends paid deduction and the accumu-
lated earnings credit. See section 561
and the regulations thereunder, relat-
ing to the definition of the deduction
for dividends paid, and section 535(c)
and § 1.535–3, relating to the accumu-
lated earnings credit.

(b) In the case of a foreign corpora-
tion, whether resident or nonresident,
which files or causes to be filed a re-
turn, the accumulated taxable income
shall be the taxable income from
sources within the United States with
the adjustments prescribed by section
535(b) and § 1.535–2 minus the sum of the
dividends paid deduction and the accu-
mulated earnings credit. In the case of
a foreign corporation which files no re-
turn, the accumulated taxable income
shall be the gross income from sources
within the United States without al-

lowance of any deductions (including
the accumulated earnings credit).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7244, 37 FR 28897, Dec. 30,
1972]

§ 1.535–2 Adjustments to taxable in-
come.

(a) Taxes—(1) United States taxes. In
computing accumulated taxable in-
come for any taxable year, there shall
be allowed as a deduction the amount
by which Federal income and excess
profits taxes accrued during the tax-
able year exceed the credit provided by
section 33 (relating to taxes of foreign
countries and possessions of the United
States), except that no deduction shall
be allowed for (i) the accumulated
earnings tax imposed by section 531 (or
a corresponding section of a prior law),
(ii) the personal holding company tax
imposed by section 541 (or a cor-
responding section of a prior law), and
(iii) the excess profits tax imposed by
subchapter E, chapter 2 of the Internal
Revenue Code of 1939, for taxable years
beginning after December 31, 1940. The
deduction is for taxes accrued during
the taxable year, regardless of whether
the corporation uses an accrual method
of accounting, the cash receipts and
disbursements method, or any other al-
lowable method of accounting. In com-
puting the amount of taxes accrued, an
unpaid tax which is being contested is
not considered accrued until the con-
test is resolved.

(2) Taxes of foreign countries and
United States possessions. In determin-
ing accumulated taxable income for
any taxable year, if the taxpayer
chooses the benefits of section 901 for
such taxable year, a deduction shall be
allowed for:

(i) The income, war profits, and ex-
cess profits taxes imposed by foreign
countries or possessions of the United
States and accrued during such taxable
year, and

(ii) In the case of a domestic corpora-
tion, the foreign income taxes deemed
to be paid for such taxable year under
section 902(a) in accordance with
§§ 1.902–1 and 1.902–2 or section 960(a)(1)
in accordance with § 1.960–7.
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In no event shall the amount under
subdivision (ii) of this subparagraph ex-
ceed the amount includible in gross in-
come with respect to such taxes under
section 78 and § 1.78–1. The credit for
such taxes provided by section 901 shall
not be allowed against the accumu-
lated earnings tax imposed by section
531. See section 901(a).

(b) Charitable contributions. Section
535(b)(2) provides that, in computing
the accumulated taxable income of a
corporation, the deduction for chari-
table contributions shall be computed
without regard to section 170(b)(2).
Thus, the amount of charitable con-
tributions made during the taxable
year not allowable as a deduction
under section 170 by reason of the limi-
tations imposed by section 170(b)(2)
shall be allowed as a deduction in com-
puting accumulated taxable income for
the taxable year. However, any excess
of the amount of the charitable con-
tributions made in a prior taxable year
over the amount allowed as a deduc-
tion under section 170 for such year
shall not be allowed as a deduction
from taxable income in computing ac-
cumulated taxable income for the tax-
able year.

(c) Special deductions disallowed. Sec-
tions 241 through 248 provide for the al-
lowance of special deductions for such
items as partially tax-exempt interest,
certain dividends received, dividends
paid on certain preferred stock of pub-
lic utilities, and organizational ex-
penses. Such special deductions, except
the deduction provided by section 248
(relating to organizational expenses)
shall be disallowed in computing accu-
mulated taxable income.

(d) Net operating loss. The net operat-
ing loss deduction provided in section
172 is not allowed for purposes of com-
puting accumulated taxable income.

(e) Capital losses. (1) Losses from sales
or exchanges of capital assets during
the taxable year, which are disallowed
as deductions under section 1211(a) in
computing taxable income, shall be al-
lowed as deductions in computing accu-
mulated taxable income.

(2) The computation of the capital
losses allowable as a deduction in com-
puting accumulated taxable income
may be illustrated by the following ex-
ample:

Example. X Corporation has capital losses
of $30,000 which are disallowed under section
1211(a) for the taxable year ended December
31, 1956. This amount represents a loss of
$25,000 from the sale or exchange of capital
assets during the taxable year ended Decem-
ber 31, 1956, plus a $5,000 capital loss carry-
over resulting from the sale or exchange of
capital assets during the taxable year ended
December 31, 1955. In computing accumu-
lated taxable income for the taxable year
ended December 31, 1956, only the loss of
$25,000 arising from the sale or exchange of
capital assets during that taxable year will
be allowed as a deduction.

(f) Long-term capital gains. (1) There is
allowed as a deduction in computing
accumulated taxable income, the ex-
cess of the net long-term capital gain
for the taxable year over the net short-
term capital loss for such year (deter-
mined without regard to the capital
loss carryover provided in section 1212)
minus the taxes attributable to such
excess as provided by section 535(b)(6).
The tax attributable to such excess is
the difference between:

(i) The taxes (except the accumulated
earnings tax) imposed by subtitle A of
the Code for such year, and

(ii) The taxes (except the accumu-
lated earnings tax) imposed by subtitle
A computed for such year as if taxable
income were reduced by the excess of
the net long-term capital gain over net
short-term capital loss (including the
capital loss carryover to such year).

Where the tax (except the accumulated
earnings tax) imposed by subtitle A in-
cludes an amount computed under sec-
tion 1201(a)(2), the tax attributable to
such excess is such amount computed
under section 1201(a)(2).

(2) The application of the rule in sub-
paragraph (1) of this paragraph may be
illustrated by the following example:

Example. Assume that D Corporation, for
the taxable year ended December 31, 1956, has
taxable income of $103,000 of which $8,000 is
the excess of net long-term capital gain of
$12,000 over a net short-term capital loss of
$9,000. The $9,000 net short-term capital loss
includes a capital loss carryover of $5,000.
The amount allowable as a deduction under
section 535(b)(6) and subparagraph (1) of this
paragraph is $7,250, computed as follows: Net
long-term capital gain less net short-term
capital loss (computed without regard to the
capital loss carryover) is $8,000 (that is,
$12,000 net long-term capital gain less $4,000
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net short-term capital loss computed with-
out regard to the capital loss carryover of
$5,000). The tax attributable to the excess of
net long-term capital gain over net short-
term capital loss (computed by taking the
capital loss carryover into account) is $750,
that is, 25 percent of such excess of $3,000,
computed under section 1201(a)(2). The dif-
ference of $7,250 ($8,000 less $750) is the
amount allowable as a deduction in comput-
ing accumulated taxable income.

(3) Section 631(c) (relating to gain or
loss in the case of disposal of coal or
domestic iron ore) shall have no appli-
cation in determining the amount of
the deduction allowable under section
535(b)(6).

(g) Capital loss carrybacks and
carryovers. Capital losses carried to a
taxable year under section 1212(a) shall
have no application for purposes of
computing accumulated taxable in-
come for such year.

(h) Bank affiliates. There is allowed
the deduction provided by section 601
in the case of bank affiliates (as de-
fined in section 2 of the Banking Act of
1933; 12 U. S. C. 221a(c)).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6805, 30 FR 3209, Mar. 9,
1965; T.D. 6841, 30 FR 9305, July 27, 1965; T.D.
7301, 39 FR 964, Jan. 4, 1974; T.D. 7649, 44 FR
60086, Oct. 18, 1979]

§ 1.535–3 Accumulated earnings credit.
(a) In general. As provided in section

535(a) and § 1.535–1, the accumulated
earnings credit, provided by section
535(c), reduces taxable income in com-
puting accumulated taxable income. In
the case of a corporation, not a mere
holding or investment company, the
accumulated earnings credit is deter-
mined as provided in paragraph (b) of
this section and, in the case of a hold-
ing or investment company, as pro-
vided in paragraph (c) of this section.

(b) Corporation which is not a mere
holding or investment company—(1) Gen-
eral rule. (i) In the case of a corpora-
tion, not a mere holding or investment
company, the accumulated earnings
credit is the amount equal to such part
of the earnings and profits of the tax-
able year which is retained for the rea-
sonable needs of the business, minus
the deduction allowed by section
535(b)(6) (see paragraph (f) of § 1.535–2,
relating to the deduction for long-term
capital gains). In no event shall the ac-

cumulated earnings credit be less than
the minimum credit provided for in
section 535(c)(2) and subparagraph (2) of
this paragraph. The amount of the
earnings and profits for the taxable
year retained is the amount by which
the earnings and profits for the taxable
year exceed the dividends paid deduc-
tion for such taxable year. See section
561 and §§ 1.561–1 and 1.561–2, relating to
the deduction for dividends paid.

(ii) In determining whether any
amount of the earnings and profits of
the taxable year has been retained for
the reasonable needs of the business,
the accumulated earnings and profits
of prior years will be taken into consid-
eration. Thus, for example, if such ac-
cumulated earnings and profits of prior
years are sufficient for the reasonable
needs of the business, then any earn-
ings and profits of the current taxable
year which are retained will not be
considered to be retained for the rea-
sonable needs of the business. See sec-
tion 537 and §§ 1.537–1 and 1.537–2.

(2) Minimum credit. Section 535(c)(2)
provides for the allowance of a mini-
mum accumulated earnings credit in
the case of a corporation which is not
a mere holding or investment com-
pany. Except as otherwise provided in
section 243(b)(3) and § 1.243–5 (relating
to effect of 100-percent dividends re-
ceived deduction under section 243(b))
and sections 1561, 1562, and 1564 (relat-
ing to limitations on certain tax bene-
fits in the case of certain controlled
corporations), in the case of such a cor-
poration, this minimum credit shall in
no case be less than the amount by
which $150,000 ($100,000 in the case of
taxable years beginning before January
1, 1975) exceeds the accumulated earn-
ings and profits of the corporation at
the close of the preceding taxable year.
See paragraph (d) of this section for
the effect of dividends paid after the
close of the taxable year in determin-
ing accumulated earnings and profits
at the close of the preceding taxable
year. In determining the amount of the
minimum credit allowable under sec-
tion 535(c)(2), the needs of the business
are not taken into consideration. If the
taxpayer has accumulated earnings and
profits at the close of the preceding
taxable year equal to or in excess of
$150,000 ($100,000 in the case of taxable
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years beginning before January 1, 1975),
the credit, if any, is determined with-
out regard to section 535(c)(2). It is not
intended that the provision for the
minimum credit shall in any way cre-
ate an inference that an accumulation
in excess of $150,000 ($100,000 in the case
of taxable years beginning before Janu-
ary 1, 1975) is unreasonable. The rea-
sonable needs of the business may re-
quire the accumulation of more or less
than $150,000 ($100,000 in the case of tax-
able years beginning before January 1,
1975), depending upon the cir-
cumstances in the case, but such needs
shall not be taken into consideration
to any extent in cases where the mini-
mum accumulated earnings credit is
applicable. For a discussion of the rea-
sonable needs of the business, see sec-
tion 537 and §§ 1.537–1, 1.537–2, and 1.537–
3.

(3) Illustrations of accumulated earn-
ings credit. The computation of the ac-
cumulated earnings credit provided by
section 535(c) may be illustrated by the
following examples:

Example 1. The X Corporation, which is not
a mere holding or investment company, has
accumulated earnings and profits in the
amount of $125,000 as of December 31, 1974.
Thus, the minimum credit provided by sec-
tion 535(c)(2) exceeds the accumulated earn-
ings and profits of X by $25,000. It has earn-
ings and profits for the taxable year ended
December 31, 1975, in the amount of $100,000
and has a dividends paid deduction under
section 561 in the amount of $30,000 so that
the earnings and profits for the taxable year
which are retained in the business amount to
$70,000. Assume that it has been determined
that the earnings and profits for the taxable
year which may be retained for the reason-
able needs of the business amount to $55,000
and that a deduction has been allowed under
section 535(b)(6) in the amount of $5,000.
Since the amount by which $150,000 exceeds
the accumulated earnings and profits at the
close of the preceding taxable year is less
than $50,000 ($55,000–$5,000), the minimum
credit provided by section 535(c)(2) will not
apply and the accumulated earnings credit
must be computed under section 535(c)(1) on
the basis of the reasonable needs of the busi-
ness. In this case, the accumulated earnings
credit for the taxable year ended December
31, 1975, will be $50,000 computed as follows:
Earnings and profits of the taxable year deter-

mined to be retained for the reasonable needs of
the business ......................................................... $55,000

Less: The deduction for long-term capital gains
(less applicable tax) allowed under sec.
535(b)(6) ............................................................... 5,000

Accumulated earnings credit allowable
under sec. 535(c)(1) .............................. 50,000

Example 2. The Z Corporation which is not
a mere holding or investment company, has
accumulated earnings and profits in the
amount of $45,000 as of December 31, 1974; it
has earnings and profits for the taxable year
ended December 31, 1975, in the amount of
$115,000 and has a dividends paid deduction
under section 561 in the amount of $10,000, so
that the earnings and profits for the taxable
year which are retained amount to $105,000.
Assume that it has been determined that the
accumulated earnings and profits of the tax-
able year which may be retained for the rea-
sonable needs of the business amount to
$20,000 and that no deduction is allowable for
long-term capital gains under section
535(b)(6). The accumulated earnings credit
allowable under section 535(c)(1) on the basis
of the reasonable needs of the business is de-
termined to be only $20,000. However, since
the amount by which $150,000 exceeds the ac-
cumulated earnings and profits at the close
of the preceding taxable year is more than
$20,000, the minimum accumulated earnings
credit provided by section 535(c)(2) is applica-
ble. The allowable credit will be the amount
by which $150,000 exceeds the accumulated
earnings and profits at the close of the pre-
ceding taxable year (i.e., $105,000, $150,000 less
$45,000 of accumulated earnings and profits
at the close of the preceding taxable year).

(c) Holding and investment companies.
Section 535(c)(3) provides that, in the
case of a mere holding or investment
company, the accumulated earnings
credit shall be the amount, if any, by
which $150,000 ($100,000 in the case of
taxable years beginning before January
1, 1975) exceeds the accumulated earn-
ings and profits of the corporation at
the close of the preceding taxable year.
Thus, if such a corporation has accu-
mulated earnings equal to or in excess
of $150,000 ($100,000 in the case of tax-
able years beginning before January 1,
1975) at the close of its preceding tax-
able year, no accumulated earnings
credit is allowable in computing the
accumulated taxable income. See para-
graph (c) of § 1.533–1 for a definition of
a holding or investment company. For
the accumulated earnings credit of a
mere holding or investment company
which is a member of an affiliated
group which has elected the 100-percent
dividends received deduction under sec-
tion 243(b), see section 243(b)(3) and
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§ 1.243–5. For the accumulated earnings
credit of a mere holding or investment
company which is a component mem-
ber of a controlled group of corpora-
tions (as defined in section 1563), see
sections 1561, 1562, and 1564.

(Sec. 1561(a) (83 Stat. 599; 26 U.S.C. 1561(a)))

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6992, 34 FR 826, Jan. 18, 1969;
T.D. 7181, 37 FR 8066, Apr. 25, 1972; T.D. 7244,
37 FR 28897, Dec. 30, 1972; T.D. 7376, 40 FR
42744, Sept. 16, 1975; T.D. 7528, 42 FR 64694,
Dec. 28, 1977]

§ 1.536–1 Short taxable years.
Accumulated taxable income for a

taxable year consisting of a period of
less than 12 months shall not be placed
on an annual basis for the purpose of
the accumulated earnings tax imposed
by section 531. In such cases accumu-
lated taxable income shall be computed
on the basis of the taxable income for
such period of less than 12 months, ad-
justed in the manner provided by sec-
tion 535(b) and § 1.535–2.

§ 1.537–1 Reasonable needs of the busi-
ness.

(a) In general. The term reasonable
needs of the business includes (1) the
reasonably anticipated needs of the
business (including product liability
loss reserves, as defined in paragraph
(f) of this section), (2) the section 303
redemption needs of the business, as
defined in paragraph (c) of this section,
and (3) the excess business holdings re-
demption needs of the business as de-
scribed in paragraph (d) of this section.
See paragraph (e) of this section for ad-
ditional rules relating to the section
303 redemption needs and the excess
business holdings redemption needs of
the business. An accumulation of the
earnings and profits (including the un-
distributed earnings and profits of
prior years) is in excess of the reason-
able needs of the business if it exceeds
the amount that a prudent business-
man would consider appropriate for the
present business purposes and for the
reasonably anticipated future needs of
the business. The need to retain earn-
ings and profits must be directly con-
nected with the needs of the corpora-
tion itself and must be for bona fide
business purposes. For purposes of this
paragraph the section 303 redemption

needs of the business and the excess
business holdings redemption needs of
the business are deemed to be directly
connected with the needs of the busi-
ness and for a bona fide business pur-
pose. See § 1.537–3 for a discussion of
what constitutes the business of the
corporation. The extent to which earn-
ings and profits have been distributed
by the corporation may be taken into
account in determining whether or not
retained earnings and profits exceed
the reasonable needs of the business.
See § 1.537–2, relating to grounds for ac-
cumulation of earnings and profits.

(b) Reasonable anticipated needs. (1) In
order for a corporation to justify an ac-
cumulation of earnings and profits for
reasonably anticipated future needs,
there must be an indication that the
future needs of the business require
such accumulation, and the corpora-
tion must have specific, definite, and
feasible plans for the use of such accu-
mulation. Such an accumulation need
not be used immediately, nor must the
plans for its use be consummated with-
in a short period after the close of the
taxable year, provided that such accu-
mulation will be used within a reason-
able time depending upon all the facts
and circumstances relating to the fu-
ture needs of the business. Where the
future needs of the business are uncer-
tain or vague, where the plans for the
future use of an accumulation are not
specific, definite, and feasible, or where
the execution of such a plan is post-
poned indefinitely, an accumulation
cannot be justified on the grounds of
reasonably anticipated needs of the
business.

(2) Consideration shall be given to
reasonably anticipated needs as they
exist on the basis of the facts at the
close of the taxable year. Thus, subse-
quent events shall not be used for the
purpose of showing that the retention
of earnings or profits was unreasonable
at the close of the taxable year if all
the elements of reasonable anticipa-
tion are present at the close of such
taxable year. However, subsequent
events may be considered to determine
whether the taxpayer actually in-
tended to consummate or has actually
consummated the plans for which the
earnings and profits were accumulated.
In this connection, projected expansion
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or investment plans shall be reviewed
in the light of the facts during each
year and as they exist as of the close of
the taxable year. If a corporation has
justified an accumulation for future
needs by plans never consummated, the
amount of such an accumulation shall
be taken into account in determining
the reasonableness of subsequent accu-
mulations.

(c) Section 303 redemption needs of the
business. (1) The term section 303 re-
demption needs means, with respect to
the taxable year of the corporation in
which a shareholder of the corporation
died or any taxable year thereafter, the
amount needed (or reasonably antici-
pated to be needed) to redeem stock in-
cluded in the gross estate of such
shareholder but not in excess of the
amount necessary to effect a distribu-
tion to which section 303 applies. For
purposes of this paragraph, the term
shareholder includes an individual in
whose gross estate stock of the cor-
poration is includable upon his death
for Federal estate tax purposes.

(2) This paragraph applies to a cor-
poration to which section 303(c) would
apply if a distribution described there-
in were made.

(3) If stock included in the gross es-
tate of a decedent is stock of two or
more corporations described in section
303(b)(2)(B), the amount needed by each
such corporation for section 303 re-
demption purposes under this section
shall, unless the particular facts and
circumstances indicate otherwise, be
that amount which bears the same
ratio to the amount described in sec-
tion 303(a) as the fair market value of
such corporation’s stock included in
the gross estate of such decedent bears
to the fair market value of all of the
stock of such corporations included in
the gross estate. For example, facts
and circumstances indicating that the
allocation prescribed by this subpara-
graph is not required would include no-
tice given to the corporations by the
executor or administrator of the dece-
dent’s estate that he intends to request
the redemption of stock of only one of
such corporations or the redemption of
stock of such corporations in a ratio
which is unrelated to the respective
fair market values of the stock of the

corporations included in the decedent’s
gross estate.

(4) The provisions of this paragraph
apply only to taxable years ending
after May 26, 1969.

(d) Excess business holdings redemption
needs. (1) The term excess business hold-
ings redemption needs means, with re-
spect to taxable years of the corpora-
tion ending after May 26, 1969, the
amount needed (or reasonably antici-
pated to be needed) to redeem from a
private foundation stock which:

(i) Such foundation held on May 26,
1969 (or which was received by such
foundation pursuant to a will or irrev-
ocable trust to which section 4943(c)(5)
applies), and either

(ii) Constituted excess business hold-
ings on such date or would have con-
stituted excess business holdings as of
that date if there were taken into ac-
count (a) stock received pursuant to a
will or trust described in subdivision (i)
of this subparagraph and (b) the reduc-
tion in the total outstanding stock of
the corporation which would have re-
sulted solely from the redemption of
stock held by the private foundation,
or

(iii) Constituted stock redemption of
which before January 1, 1975, or after
October 4, 1976, and before January 1,
1977, is, by reason of section 101(l)(2)(B)
of the Tax Reform Act of 1969, as
amended by section 1309 of the Tax Re-
form Act of 1976, and § 53.4941(d)–4(b),
permitted without imposition of tax
under section 4941, but only to the ex-
tent such stock is to be redeemed be-
fore January 1, 1975 or after October 4,
1976, and before January 1, 1977, or is to
be redeemed thereafter pursuant to the
terms of a binding contract entered
into on or before such date to redeem
all of the stock of the corporation held
by the private foundation on such date.

(2) The purpose of subparagraph (1) of
this paragraph is to facilitate a pri-
vate-foundation’s disposition of certain
excess business holdings, in order for
the private foundation not to be liable
for tax under section 4943. See section
4943(c) and the regulations thereunder
for the definition of excess business
holdings. For purposes of section
537(b)(2) and this paragraph, however,
any determination of the existence of
excess business holdings shall be made
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without taking into account the provi-
sions of section 4943(c)(4) which treat
certain excess business holdings as held
by a disqualified person (rather than by
the private foundation), except that
the periods described in section
4943(c)(4) (B), (C), and (D), if applicable,
shall be taken into account in deter-
mining the period during which an ex-
cess business holdings redemption need
may be deemed to exist. Thus, an ex-
cess business holdings redemption need
may, depending upon the facts and cir-
cumstances, be deemed to exist for a
part or all of the 20-year, 15-year, or 10-
year period specified in section
4943(c)(4)(B) during which the interest
in the corporation held by the private
foundation is treated as held by a dis-
qualified person rather than by the pri-
vate foundation, and, if applicable, (i)
any suspension of such 20-year, 15-year,
or 10-year period as provided by section
4943(c)(4)(C) and (ii) the 15-year second
phase specified in section 4943(c)(4)(D).
The foregoing sentence is not to be
construed to prevent an accumulation
of earnings and profits for the purpose
of effecting a redemption of excess
business holdings at a time or times
prior to expiration of the periods de-
scribed in such sentence. This subpara-
graph is not to be construed to prevent
an accumulation of earnings and prof-
its for the purpose of effecting a re-
demption described in subdivision (iii)
of subparagraph (1) of this paragraph.

(3) The extent of an excess business
holdings redemption need cannot ex-
ceed the total number of shares of
stock so held or received by the private
foundation (i) redemption of which
alone would sufficiently reduce such
private foundation’s proportionate
share of the corporation’s total out-
standing stock in order for the private
foundation not to be liable for tax
under section 4943, or (ii) redemption of
which is, by reason of § 53.4941(d)–4(b),
permitted without imposition of tax
under section 4941 provided that such
redemption is accomplished within the
period and in the manner prescribed in
subdivision (iii) of subparagraph (1) of
this paragraph. Thus, excess business
holdings of a private foundation attrib-
utable to an increase in the private
foundation’s proportionate share of the
corporation’s total outstanding stock

by reason of a redemption of stock
after May 26, 1969, from any person
other than the private foundation do
not give rise to an excess business
holdings redemption need.

(4) For purposes of subdivision (ii) of
subparagraph (1) of this paragraph, an
excess business holdings redemption
need can arise with respect to shares of
the corporation’s stock under section
537(a)(3) only following actual acquisi-
tion by the private foundation of such
shares and their characterization as an
excess business holding. Thus, this
paragraph does not apply to an accu-
mulation of earnings and profits in one
taxable year in anticipation of redemp-
tion of excess business holdings to be
acquired by a private foundation in a
subsequent year pursuant to a will or
irrevocable trust to which section
4943(c)(5) applies or in anticipation of
shares held becoming excess business
holdings of the private foundation in a
subsequent year by reason of addi-
tional shares to be received by the pri-
vate foundation in such subsequent
year pursuant to a will or irrevocable
trust to which section 4943(c)(5) ap-
plies. Once having arisen, however, an
excess business holdings redemption
need may continue until redemption of
the private foundation’s excess busi-
ness holdings described in this para-
graph or other disposition of such ex-
cess business holdings by the private
foundation.

(5) Notwithstanding any other provi-
sion of this paragraph, an excess busi-
ness holdings redemption need will not
be deemed to exist with respect to
stock held by a private foundation the
redemption of which would subject any
person to tax under section 4941.

(6) For purposes of subdivision (ii) of
subparagraph (1) of this paragraph, the
number of shares of stock held by a pri-
vate foundation on May 26, 1969 (or re-
ceived pursuant to a will or irrevocable
trust to which section 4943(c)(5) ap-
plies), redemption of which alone
would sufficiently reduce such founda-
tion’s proportionate share of a corpora-
tion’s total outstanding stock in order
for the foundation not to be liable for
tax under section 4943 may be deter-
mined by application of the following
formula:
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X
PH Y SO

Y
= − ×

−
( )

1
X=Number of shares to be redeemed.
Y=Maximum percentage of outstanding

stock which private foundation can hold
without being liable for tax under sec-
tion 4943.

PH=Number of shares of stock held by pri-
vate foundation on May 26, 1969, or re-
ceived pursuant to a will or irrevocable
trust to which section 4943(c)(5) applies.

SO=Total number of shares of stock out-
standing unreduced by any redemption
from a person other than the private
foundation.

(7) The provisions of this paragraph
may be illustrated by the following ex-
ample:

Example. (i) On May 26, 1969, Private Foun-
dation A holds 60 of the 100 outstanding
shares of the capital stock of corporation X,
which is not a disqualified person with re-
spect to A. None of the remaining 40 shares
is owned by a disqualified person within the
meaning of section 4946(a). On June 1, 1975, X
redeems 10 shares of its stock from individ-
ual B, thus reducing its outstanding stock to
90 shares. On June 1, 1976, A receives 20 addi-
tional shares of X stock by bequest under a
will to which section 4943(c)(5) applies. As of
June 1, 1976, then, A holds 80 of the 90 out-
standing shares of X. Solely for purposes of
this example and to illustrate the applica-
tion of this paragraph, it will be assumed
that in order not to be liable for the initial
tax under section 4943, A must, before the
close of the second phase described in section
4943(c)(4)(D), reduce its proportionate stock
interest in X to 35 percent. A requests X to
redeem from it a sufficient number of its
shares to so reduce its proportionate stock
interest in X to 35 percent, and X agrees to
effect such a redemption.

(ii) As of May 26, 1969, A’s excess business
holdings are 25 shares of X, the number of
shares which A would be required to dispose
of to a person other than X in order to re-
duce its proportionate holdings in X to no
more than 35 percent. If the disposition is to
be by means of a redemption, however, A’s
excess business holdings on May 26, 1969, for
purposes of determining X’s excess business
holdings redemption needs, are 39 shares,
i.e., the number of shares X would be re-
quired to redeem in order to reduce A’s pro-
portionate stock interest to 35 percent. Al-
though the redemption of 10 shares from B
on June 1, 1975, creates additional excess
business holdings of A because it effectively
increases A’s proportionate stock interest in
X, this increase does not create an additional
excess business holdings redemption need be-
cause it resulted from a redemption from a

person other than A. The bequest of 20 shares
of X received by A on June 1, 1976, creates a
further excess business holdings redemption
need as of that date in the amount needed
(or reasonably anticipated to be needed) to
redeem an additional 31 shares from A, i.e.,
the number of shares which, when added to
the excess business holdings of A on May 26,
1969, would have to be redeemed to reduce
A’s proportionate stock interest in X to 35
percent without taking the earlier redemp-
tion from B into account.

(e)(1) A determination whether and
to what extent an amount is needed (or
reasonably anticipated to be needed)
for the purpose described in subpara-
graph (1) of paragraph (c) or (d) of this
section is dependent upon the particu-
lar circumstances of the case, includ-
ing the total amount of earnings and
profits accumulated in prior years
which may be available for such pur-
pose and the existence of a reasonable
expectation that a redemption de-
scribed in paragraph (c) or (d) of this
section will in fact be effected. Al-
though paragraph (c) or (d) of this sec-
tion may apply even though no re-
demption of stock is in fact effected,
the failure to effect such redemption
may be taken into account in deter-
mining whether the accumulation was
needed (or reasonably anticipated to be
needed) for a purpose described in para-
graph (c) or (d).

(2) In applying subparagraph (1) of
paragraph (c) or (d) of this section, the
discharge of an obligation incurred to
make a redemption shall be treated as
the making of the redemption.

(3) In determining whether an accu-
mulation is in excess of the reasonable
needs of the business for a particular
year, the fact that one of the excep-
tions specified in paragraph (c) or (d) of
this section applies in a subsequent
year is not to give rise to an inference
that the accumulation would not have
been for the reasonable needs of the
business in the prior year. Also, no in-
ference is to be drawn from the enact-
ment of section 537(a) (2) and (3) that
accumulations in any prior year would
not have been for the reasonable needs
of the business in the absence of such
provisions. Thus, the reasonableness of
accumulations in years prior to a year
in which one of the exceptions specified
in paragraph (c) or (d) of this section
applies is to be determined solely upon
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the facts and circumstances existing at
the times the accumulations occur.

(f) Product liability loss reserves. (1)
The term product liability loss reserve
means, with respect to taxable years
beginning after September 30, 1979, rea-
sonable amounts accumulated for the
payment of reasonably anticipated
product liability losses, as defined in
section 172(j) and § 1.172–13(b)(1).

(2) For purposes of this paragraph,
whether an accumulation for antici-
pated product liability losses is reason-
able in amount and whether such an-
ticipated product liability losses are
likely to occur shall be determined in
light of all facts and circumstances of
the taxpayer making such accumula-
tion. Some of the factors to be consid-
ered in determining the reasonableness
of the accumulation include the tax-
payer’s previous product liability expe-
rience, the extent of the taxpayer’s
coverage by commercial product liabil-
ity insurance, the income tax con-
sequences of the taxpayer’s ability to
deduct product liability losses and re-
lated expenses, and the taxpayer’s po-
tential future liability due to defective
products in light of the taxpayer’s
plans to expand the production of prod-
ucts currently being manufactured,
provided such plans are specific, defi-
nite and feasible. Additionally, a factor
to be considered in determining wheth-
er the accumulation is reasonable in
amount is whether the taxpayer, in ac-
counting for its potential future liabil-
ity, took into account the reasonably
estimated present value of the poten-
tial future liability.

(3) Only those accumulations made
with respect to products that have
been manufactured, leased, or sold
shall be considered as accumulations
made under this paragraph. Thus, for
example, accumulations with respect
to a product which has not progressed
beyond the development stage are not
reasonable accumulations under this
paragraph.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7165, 37 FR 5022, Mar. 9,
1972, 37 FR 5703, Mar. 18, 1972; T.D. 7678, 44 FR
12416, Feb. 26, 1980; T.D. 8096, 51 FR 30483,
Aug. 27, 1986]

§ 1.537–2 Grounds for accumulation of
earnings and profits.

(a) In general. Whether a particular
ground or grounds for the accumula-
tion of earnings and profits indicate
that the earnings and profits have been
accumulated for the reasonable needs
of the business or beyond such needs is
dependent upon the particular cir-
cumstances of the case. Listed below in
paragraphs (b) and (c) of this section
are some of the grounds which may be
used as guides under ordinary cir-
cumstances.

(b) Reasonable accumulation of earn-
ings and profits. Although the following
grounds are not exclusive, one or more
of such grounds, if supported by suffi-
cient facts, may indicate that the earn-
ings and profits of a corporation are
being accumulated for the reasonable
needs of the business provided the gen-
eral requirements under §§ 1.537–1 and
1.537–3 are satisfied:

(1) To provide for bona fide expansion
of business or replacement of plant;

(2) To acquire a business enterprise
through purchasing stock or assets;

(3) To provide for the retirement of
bona fide indebtedness created in con-
nection with the trade or business,
such as the establishment of a sinking
fund for the purpose of retiring bonds
issued by the corporation in accord-
ance with contract obligations in-
curred on issue;

(4) To provide necessary working cap-
ital for the business, such as, for the
procurement of inventories;

(5) To provide for investments or
loans to suppliers or customers if nec-
essary in order to maintain the busi-
ness of the corporation; or

(6) To provide for the payment of rea-
sonably anticipated product liability
losses, as defined in section 172(j),
§ 1.172–13(b)(1), and § 1.537–1(f).

(c) Unreasonable accumulations of
earnings and profits. Although the fol-
lowing purposes are not exclusive, ac-
cumulations of earnings and profits to
meet any one of such objectives may
indicate that the earnings and profits
of a corporation are being accumulated
beyond the reasonable needs of the
business:

(1) Loans to shareholders, or the ex-
penditure of funds of the corporation
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for the personal benefit of the share-
holders;

(2) Loans having no reasonable rela-
tion to the conduct of the business
made to relatives or friends of share-
holders, or to other persons;

(3) Loans to another corporation, the
business of which is not that of the
taxpayer corporation, if the capital
stock of such other corporation is
owned, directly or indirectly, by the
shareholder or shareholders of the tax-
payer corporation and such shareholder
or shareholders are in control of both
corporations;

(4) Investments in properties, or se-
curities which are unrelated to the ac-
tivities of the business of the taxpayer
corporation; or

(5) Retention of earnings and profits
to provide against unrealistic hazards.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 8096, 51 FR 30484, Aug. 27,
1986]

§ 1.537–3 Business of the corporation.
(a) The business of a corporation is

not merely that which it has pre-
viously carried on but includes, in gen-
eral, any line of business which it may
undertake.

(b) If one corporation owns the stock
of another corporation and, in effect,
operates the other corporation, the
business of the latter corporation may
be considered in substance, although
not in legal form, the business of the
first corporation. However, investment
by a corporation of its earnings and
profits in stock and securities of an-
other corporation is not, of itself, to be
regarded as employment of the earn-
ings and profits in its business. Earn-
ings and profits of the first corporation
put into the second corporation
through the purchase of stock or secu-
rities or otherwise, may, if a subsidiary
relationship is established, constitute
employment of the earnings and profits
in its own business. Thus, the business
of one corporation may be regarded as
including the business of another cor-
poration if such other corporation is a
mere instrumentality of the first cor-
poration; that may be established by
showing that the first corporation
owns at least 80 percent of the voting
stock of the second corporation. If the
taxpayer’s ownership of stock is less

than 80 percent in the other corpora-
tion, the determination of whether the
funds are employed in a business oper-
ated by the taxpayer will depend upon
the particular circumstances of the
case. Moreover, the business of one cor-
poration does not include the business
of another corporation if such other
corporation is a personal holding com-
pany, an investment company, or a
corporation not engaged in the active
conduct of a trade or business.

PERSONAL HOLDING COMPANIES

§ 1.541–1 Imposition of tax.
(a) Section 541 imposes a graduated

tax upon corporations classified as per-
sonal holding companies under section
542. This tax, if applicable, is in addi-
tion to the tax imposed upon corpora-
tions generally under section 11. Unless
specifically excepted under section
542(c) the tax applies to domestic and
foreign corporations and, to the extent
provided by section 542(b), to an affili-
ated group of corporations filing a con-
solidated return. Corporations classi-
fied as personal holding companies are
exempt brom the accumulated earnings
tax imposed under section 531 but are
not exempt from other income taxes
imposed upon corporations, generally,
under any other provisions of the Code.
Unlike the accumulated earnings tax
imposed under section 531, the personal
holding company tax imposed by sec-
tion 541 applies to all personal holding
companies as defined in section 542,
whether or not they were formed or
availed of to avoid income tax upon
shareholders. See section 6501(f) and
§ 301.6501(f)–1 of this chapter (Regula-
tions on Procedure and Administra-
tion) with respect to the period of limi-
tation on assessment of personal hold-
ing company tax upon failure to file a
schedule of personal holding company
income.

(b) A foreign corporation, whether
resident or nonresident, which is clas-
sified as a personal holding company is
subject to the tax imposed under sec-
tion 541 with respect to its income
from sources within the United States,
even though such income is not fixed
or determinable annual or periodical
income specified in section 881. A for-
eign corporation is not classified as a
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