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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 
thecorporation itself and must be for 
bona fide business purposes. For pur-
poses of this paragraph the section 303 

redemption needs of the business and 
the excess business holdings redemp-
tion needs of the business are deemed 
to be directly connected with the needs 
of the business and for a bona fide busi-
ness purpose. See § 1.537–3 for a discus-
sion of what constitutes the business of 
the corporation. The extent to which 
earnings and profits have been distrib-
uted by the corporation may be taken 
into account in determining whether or 
not retained earnings and profits ex-
ceed the reasonable needs of the busi-
ness. See § 1.537–2, relating to grounds 
for accumulation of earnings and prof-
its. 

(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. 
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In this connection, projected expansion 
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 section 
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 foun-
dation. 

(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 indi-
vidual B, thus reducing its outstanding stock 
to 90 shares. On June 1, 1976, A receives 20 ad-
ditional 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 35percent. 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 par-
ticular circumstances of the case, in-
cluding 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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