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IN THE SUPREME COURT OF THE UNITED STATES
October Terra, 1968

United States of America, :
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vs. : No. 17
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- - - x

Washington, D. C.
Tuesday, October 22, 1968

The above-entitled matter came on for argument at

2 p.m.

BEFORE:

EARL WARREN, Chief Justice
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MR. CHIEF JUSTICE WARREN: Ho. 17, The United States, 

Petitioner, vs. The Donruss Company.

THE CLERK: Counsel are present.

MR. CHIEF JUSTICE WARREN: Mr. Rogovin.

ORAL ARGUMENT OF MITCHELL ROGOVIN 

ON BEHALF OF PETITIONER

MR. ROGOVIN: Mr. Chief Justice, may it please the

Court:

This is an income, tax case dealing with the construc­

tion of a portion of the accumulated corporate earnings tax. The 

purpose of this tax, the accumulated earnings tax has been part 

of our tax fabric since 1913, is to determine holders of a 

corporation from avoiding individual income tax by having the 

corporation accumulate earnings beyond the reasonable needs of 

the corporation.

The Government's petition for writ of certiorari to 

review the judgment of the Sixth Circuit in this case takes 

place because the Sixth Circuit's decision was in conflict with 

four other circuits, circuits that had supported the United 

States in its construction.

The surplus earnings tax deals with Sections 531 thru 

537 of the Internal Revenue Code and they have three essential j
I

features. Section 532 (a) of the Code has the critical operative iI
i

provision in the context of the accumulated earnings tax. This i

-2-
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is the provision that imposes the special tax on "every corpora­

tion formed or available for the purpose of avoiding the income j 

tax with respect to its shareholders by permitting earnings and 

profits to accumulate instead of being divided or distributed."

This feature requires a particular showing of conduct 

and a particular showing of the state of mind. Questions of 

intent and state of mind, however, are difficult and since 1913 

the statute has carried with it a rebuttal presumption regarding 

the prohibited purpose.

Section 533of the Code carries this presumption.

It provides that the fact that earnings and profits are permitted 

to accumulate beyond the reasonable needs of the business shall 

be determinative of the purpose to avoid the income tax with 

respect to shareholders unless the corporation by the preponder­

ance of the evidence shall prove to the contrary.

Finally, since 1954 there has been a credit provision 

within the accumulated earnings tax and this is found at 535(c). 

The most significant of the two credits are the 535(c) (1) credit 

which, in essence, permits a credit notwithstanding the essence 

of the prescribed purpose, as to -that portion of the accumulated 

earnings determined by the tryer of fact to be reasonable.

Although the ultimate issue is whether or not there is 

a prescribed purpose, whether or not it exists, even if it is 

found to exist, the credit under 535(c)(1) would wash out the tax 

at least as to that portion of the accumulation --

3-



Q Is this true even though you are not relying on the 

presumption? Let's assume there, is some express proof of what 

the purpose was and that it was to avoid the income tax?

A Yes, sir.

Q As long as the accumulation is reasonable, there is 

no penalty for it?

A Yes, Justice White, what happened prior to 1954 was 

that if any portion of the total accumulation were determined 

to be unreasonable, then the tax would apply to the totality of 

the accumulation. The credit in '54 allowed the taxpayer to at 

least take out of the ambit of the tax that portion which was 

determined to be reasonable at all times, assuming that the 

avoidance purpose existed.

Q This in effect is just a law against unreasonable 

accumulation?

A With the requisite intent, the intent is built into, 

the statute.

To summarise, the special tax will be imposed if the 

purpose of avoiding the shareholder tax is found to exist either 

because of the presumption in 533(a) or if it is found independ­

ently of it but subject to the credit for so much of the retaine< 

earnings as are reasonably needed for the business.

The present case takas the form of a suit for a refund 

At the trial the jury heard evidence that for the years '60 and 

'61, the respondent, a bubble gum manufacturer, had increased
{

-4-
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the accumulated earnings in those years in suit from approxi­

mately $1,638,000 to $1,679,000= There was no record of any 

dividends ever being paid in the years insuit or any indication 

of dividends being paid since the inception of the corporation 

in *47=

The sole stockholder testified that the reasons for 

the accumulations were to purchase the stock of respondent's 

major distributor» There was also testimony that the accumula­

tions were because of a fear of depression, possible fear of war 

and also a desire on the part of respondent to follow, by expan­

sion, in the footsteps of the Wrigley Company»

In response to interrogatories, the jury found that 

(1) during the years in suit the respondent had accumulated its 

earnings beyond the reasonably anticipated needs of the business 

but that it had not retained its earnings for the purpose of 

avoiding the income tax on its sole shareholder.

The Government's appeal was based on the District 

Court's refusal to define the phrase "the purpose as it relates 

to the reason for retention of the earnings." The Court of 

Appeals reversed and remanded for new trial, holding that the 

jury might v?ell have been led to believe that tax avoidance must 

be the sole purpose behind an accumulation.

This position that tax avoidance must be the sole pur­

pose had not been asserted by either of the parties. The Sixth 

Circuit in reaching this decision rejected the Government’s

5-
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request for a jury instruction, that tax avoidance need only be 
one of the purposes for the company3s accumulation policy.

The Sixth Circuit went on to hold that the jury 
should be instructed that the accumulated earnings tax applies 
only if tax avoidance was the dominant, controlling or impelling 
motive. The Government seeks review in this Court, because xve 
believe that this dominant purpose standard is erroneous; we 
believe that the proper view is the view that was requested at 
the District Court, that tax avoidance need only be one of the 
purposes of an accumulation for this special tax to come into 
play.

The basic purpose of Sections 541 thru 537 to discourage 
the use of the corporation as a repository for accumulations, 
which if distributed would have been taxed at progressive rates 
from the individual shareholders. Since corporations have a 
legal existence apart from that of the shareholders, the corpora­
tion could be interposed between the source of income and the 
receipt by the individual owner, thus allowing the beneficial 
owner to avoid income tax at the graduated rates.

This device has been recognised by the Congress since 
the inception of the modern income tax in 1913, Sections 531 thri 
537 are a statutory effort to overcome the fact that we do not 
have integration, between the income tax and the corporate tax.
The purpose of the accumulated earnings tax is as this Court had 
concluded in Helvering vs. Stockyards, 318 U.S. 693 at page 679,

6-
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"To compel the company to distribute any profits not needed for 

the conduct of its lousiness so that when so distributed, indi-
I
viduai shareholders will become liable."

Underlying this statute is a legislative assumption 

that it becomes a misuse of a corporation if its profits are 

retained for the purpose of avoiding the stockholders1 individual 

income tax. Judge Learned Hand in the United Business Court,

653 Fed. (2d) 754, at 756, said as to the accumulated earnings 

tax, "Companies may accumulate what profits they please so long 

as they do not defeat the fiscal policies of the United States. 

Their business does not include the manipulation of dividends to 

avoid taxes; by definition that has nothing to do with the normal

management of their affairs."

The critical language is that in 542, 'Availed of for 

the purpose of avoiding the income tax." In no way does this 

language import qualification such as formulated by the Sixth 

Circuit that this tax avoidance must be the dominant purpose.

'Availed of" simply means used to the extent tax avoidance induces
.

!or aids in inducing in the retention of accumulated earnings 

the corporation has been used or, in the statutory language, 

availed of for this prohibitive purpose.

The Government's position is derived from the plain 

statutory language that implies no further qualification and 

also from this Court's interpretation of that statutory language 

in the Stockyards Case. We though, as did Fourth Circuit, that
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this issue had been laid to rest.

Nov; in the Stockyards Case, the First Circuit, the 

taxpayer argued that the accumulation policy of the corporation 

intended to satisfy the debts of a New Jersey subsidiary upon 

its contemplated liquidation in 1940 and that this plan had been 

inaugurated prior to the adoption of the 16th Amendment and 

consistently followed by the corporation thereafter, so that, 

argued the taxpayer, the corporation could not have been availed 

oj: for the prescribed purpose set out in the law and this was 

their position as a matter of law.

Now although the First Circuit reversed the Board of 

Tax Appeals, which had upheld the assertion of the accumulated 

tax, the First Circuit rejected, the taxpayer's argument. The 

First Circuitin Chicago Stockyards, 129 Fed (2d) 937, at page 

948, said, "It is clear that Section 104 would apply if in the 

totality of reason which induced the continuing of the accumula­

tion, the forbidden motive of surtax avoidance played a substan­

tial part."

The First Circuit thus rejected the concept of a domi­

nant purpose theory. It was in this context that the case came 

to this Court. This Court stated at page 699, "A corporate prac­

tice adopted for the mere convenience or for other reasons, and 

without tax significance when adopted, may have been continued 

with the additional motive of avoiding surtax on the stockholder^. “

The Board's conclusion, that is, the conclusion of the

8-
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Board of Tax Appeals that, the accumulated earnings tax was to 

be imposed, may justifiably have been reached in the view that 

whatever the motive when the practice of accumulation was adopted, 

the purpose of avoiding surtax induced or aided in inducing the 

continuance of the practice.

Q What case was that?

A In the Stockyards Case, 318 U.S., at page 699»

Q Mr. Rogovin, I suppose it is true that most companies 

now and for many years, most very large companies, have paid out 
only a small fraction of their earnings as dividends?

A I believe that is correct, sir.

Q Does the Bureau proceed on the assumption that some 

of the largest companies are totally without purpose of a tax 

avoidance for their stockholders in that process of accumulation:’ 

Take any one of them you like as an illustration, any of the 

largest companies. Pick any one that you like and tell me does 

the Bureau assume that the rule you advocate here would or would 

not compel you to go after them?

A It is a two-part test. The objective part of the test 

has not been considered in your hypothetical and that is, are 

the accumulations unreasonable, are the funds retained for the 

purpose of avoiding the surtax on individuals?

Q I understand that part of it. I understand that
I

problem, I think, but soma of them are mighty big.

A I believe the track record of the Revenue Service in



• tIi
i
this regard tends to indicate that they are looking at the small 
closely held corporations.

Q That is exactly it, that is what bothers me. As I 
understand it, this statutory provision has been used almost 
exclusively with respect to the small closely held corporations 
and my question to you is whether the standard for which you con­
tend would have an impact upon that, whether it is the Bureau’s 
view that if this standard is correct in view of the problem 
presented by the large corporations.

A The concern of the Congress in passing the accumulated 
earnings tax was the concern that the stockholders could so manipu­
late the corporation and thereby require or cause the corporatio: 1 
to retain earnings, earnings that would not be passed on to the 

I stockholders.
Q I don11 think you are contending that should be a con­

dition precedent to the Bureau’s ability to invoke this section, 
are you?

A That is a presumption that the Congress indulged in 
assuming that this close relationship between stockholder and 
corporation could cause this result and there would be no objec­
tive evidence to demonstrate tax avoidance, so the presumption 
was built into the statute.

Q Are you telling this Court that the Bureau construes tljiis 
statute or these sections on unreasonable accumulations, as 
applicable only to the small closely held corporations?

-10
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A No, theoretically it could be applicable to a large 

listed corporation if the listed corporations, Justice Fortas, 

had the liquid assets and the accumulated cash in an unreason­

able posture for its needs.

Q Has it ever been applied to any company other than the 

small closely held company?

A I believe it has been applied in one case, TRICO, to 

1500 stockholders.

Q That is the largest?

A That is about the largest, yes, sir.

Q I know the origins of these provisions way back in 

Section 102, I think, were the Christian Corporation, and those 

closely held companies. But certainly the wording in the 

statute is much broader and certainly the rule for which you are 

now contending would literally open up the question of a large 

corporation, those that are held generally, isn’t that right?

A Technically it would open it up, technically we are 

construing it as it has always been construed. To respond to 

your question, however, I feel the question of the nature of the

accumulation would differ substantially with the large corpora­

tion.

Q What you are saying is the large corporation might or
1

it might not be able to show some intended or prospective need
4

for the accumulation great enough or imminent enough to justify . 

their holding onto it without the accumulation being characterize

-11-
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as unreasonable?

A I believe the pressures of large listed corporations 

and stockholder pressures are such that large amounts of liquid 

assets not being applied to the purposes of the corporation woul< 

generate better management, if not dividends»

Q I wonder if Congress wanted this applied mainly to sma! 

closely held corporations if it would not have said so in the 

act. Certainly this would go to large companies as well as 

small companies when Congress was using the general language it 

used?

1

11

Why won't it make the distinction in the language 

rather than have you make it in the administration of the statute?

A I have no answer to the question.

Q Put it this way, if Congress wrote the statute^ generally

what authority is there in the Internal Revenue Bureau to inter­

pret it in this manner just as against these small corporations 

are closely held?

A It is because the concern of the Congress was in the 

retention for the benefit of shareholders and in the large cor­

porations, listed corporations with hundreds of thousands of 

shareholders that potential just doesn't exist with any degree 

of frequency.

It does exist and that is what Congress is concerned 

about in the main and has been expressed this concern throughout 

the reenactments of the statute since 1913. But there has been

-12-
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no indication that the statute would not apply to a large•corpora­

tion if the factual pattern so existed., I don't think the Reve­

nue Service is binding itself that it would not go audit a 

corporation and raise this issue if it exists., but the facts 

just don't support it in large corporations,

Q Your ability to make it stick would depend on your 

ability to prove that the accumulation was unreasonable?

A That is right.

Q Why in this particular case, for example, isn't the 

suggestion that the accumualted on this — were thinking of 

going out to market and buying stock of a company that owned a 

substantial block and buy some stock of a related company?

A Of a distributor, yes.

Q And they had never done it, as I remember the facts 

of this case; nevertheless they said, "We are thinking about 

getting bigger by a stock acquisition." Why doesn't that put 

them in the category of a big company rather than a small company 

for the purposes of the application, so to speak, of the statute

A This was a solely owned corporation, wholly owned by 

one individual. The testimony was given as to why the accumula­

tions were being retained and the jury evidently didn’t feel 

satisfied, because they found for the Government, they found tha£ 

there were unreasonable accumulations.
I

We are talking about accumulations that come about

because of loans to relatives, accumulations that come about

-13-
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because of large portfolios of stock that have no relationship

to the corporation, these are not normally the sizes that you 

find with a large sized corporation.

Q When was this law passed?

A 1913.

the

was

he?

Q Is the issue here really whether the Government proved 

purpose or only one of several purposes?

A Those are the burdens, but it is the taxpayer’s burden. 

Q It seems to me that if the taxpayer can prove that the: 

a reasonable purpose, ha certainly doesn't pay any tax, does

pe

A The structure of the tax would reach that result.

Q So even if there was also the purpose of avoiding

taxes, he would still win?

A As long as the accumulation were reasonable, he would 

still win, that is correct.

Q All he has to prove is he does avoid additional taxes 

just by proving one other purpose beside avoiding taxes?

A After those accumulations, you may have a million 

dollar accumulation and the taxpayer may have 15 or 20 purposes, 

as subscribed to the accumulation, and then the tryer of the 

fact would determine whether, for example, moneys that were 

set aside for a fear of a depression, a reserve of a setup of 

that nature was a reasonable type of reserve.

The Court may say no, it is unreasonable.

-14-



1

2

3

4

5

6

7

8

9
10

11

12

13

14

15

16
17
18
19
20
21

22
23
24.

25

Q They may decide it is unreasonable, but what they are 

really deciding is there is no other purpose than avoiding taxes

A The Court could find that the accumulation were reason

able and concurrently throughout all of this there was a tax 

motive. But as to these portions determined not to be reasonable--

Q Then there isn't any other reason for it?

A It is simply that the tryer of fact determined that 

was not a reasonable accumulation.

Q They showed $200,000. The reasonable needs of the 

business are $100,000.

A There would be a $100,000 need.

Q And the tax would be assessed against the other $100 ,000?

A Yes.

Q Suppose you had a case where, in fact, you accumula­

tion is again $100,000, but you know the only purpose of the 

accumulation would be tax avoidance. Yet they also introduce 

evidence that they have a business need and $100,000 is reason­

able. Again the $100,000, there would be no tax on that?

A That is correct.

Q And there ■would be no tax?

A That’s right. And what the Sixth Court has done in 

this case, they are saying if a corporation with an admitted 

tax avoidance purpose, if this corporation could avoid the 

penalty if the tryer of fact was persuaded that at least equal 

weight was to be given to the nontax reasons, as described by the

-15-
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corporation.

We believe this an erroneous statement of the statute. 

If a corporation has a variety of motives for the accumulation, 

it does not matter which motive predominates, Congress provided 

for the elimination of the tax through the credit to the extent 

that there are demonstrable business needs to justify the accumu­

lation and what the Sixth Circuit Court is doing is putting into 

the statute an extremely heavy burden.

Q I don't understand how that comes down to anything 
except the hypotheticalifcies I suggested, that establish insofar 

as the accumulation is related to the reasonable needs of the 

business there is no tax and any excess is taxed, is that right?

A Wo, there has to be a finding under the 532 finding th< 

that the purpose of the accumulation was to avoid the tax on the 

shareholder level.

Q But the presumption is not rebutted?

A That is correct.

Q If all you establish is insofar as dollars are related 

to the reasonable needs of the business, period, then you pay 

a tax on the extra?

Q May I ask you did the single stockholder make any

effort to prove that in the production of bubble gum he needed 

any more than $1 million to carry on the business?

A There was no evidence of that. The $1.6 million was 

an accumulation.

re

16-
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Q Did he make a showing he wanted to enlarge the bubble 

gum business?

A There was some indication that they wanted to follow 

in the footsteps of the Wrigley Company, but there ware no 

definite plans as what he was going to do with these funds.

Q As I recall it, the Roosevelt Adminstration at one 

time thought this lav; was not enough to prevent tax evasion and 

attempted to get laws which would coerce.

Q It not only attempted to, but put into effect many, 

many laws.

h The Congress has uniformly reenacted this statute and 

this statute has the effect, the policy is to put a pressure on 

the corporation to divulge, to distribute dividends where they 

have no other use for the accumulated earnings to the extent 

that there is another purpose or a business purpose.

Q There was during the Roosevelt Administration an income 

tax law which went further.

A In 1938 the Senate Finance Committee had an opportunity 

to strengthen the presumption in this statute and the Finance 

Committee described the changes that took place as "This is page 

17 of the brief, requiring the taxpayer by a clear presentation 

of the evidence to prove the absence of any purpose to avoid 

surtaxes upon shareholders after it has been determined that the 

earnings and profits have been unreasonably accumulated."

We believe that the decision of the Sixth Circuit is
-17-
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erroneous., that this decision of this Court in the Stockyards 

Case is controlling,

Q Now the Stockyards Case was a case in which the Board 

of Tax Appeals found, first, of all, that the corporation and 

then the Board of Ta.x Appeals further found that the sole purpose 

of the detention of earnings was to avoid taxes. The issue in 

this case, which finally got here, was 'whether or not a corpora 

tion originally formed for another purpose could later be availed 

of for retention of earnings for the prohibited purpose. That w 

the basic issue here.

And finally there was a question of accepting the fact 

finding of the BTA.

A As to the language of this Court with respect to 

inducement or aids in inducing, the purpose of the question, 

this was the language that the Court inserted. The First Cir­

cuit referred to avoidance playing a substantial part.

Q The administrative body, the fact-finding body had 

found that it was the sole purpose of Mr. Prince's corporation, 

had it not?

A It had, yes, sir.

Thank you.

MR. CHIEF JUSTICE WARREN: Mr. Braunstein.

-18-
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ORAL ARGUMENT OF RICHARD L. 13RAUNSTEIN
ON BEHALF OF RESPONDENT 

MR. BRAUNSTEIN: May it please the Court:

On the issue before this Court is the construction of 

a; statute that has been on the books for many, many years, since 

1313. The statute as enacted at that time provided that a cor­

poration formed or fraudulently an accumulation for the purpose 

of preventing tax cn the shareholders would trigger a penalty 

tax on the shareholder at that time.

There was a rebuttal presumption then as there is now 

that is earnings were permitted to accumulate beyond the reason­

able needs of the business, that this was prima facie evidence 

for the purpose to escape the tax. The statute has been amended 

throughout the years. The word "fraudulently" was excised. The 

tax is now imposed on the corporation rather than the share­

holders and instead of a prima facie evidence or a rebuttal 

presumption, we have a virtual determinant of an assumption that 

once a corporation accumulates its earnings beyond its reason­

able needs, that unless the taxpayer comes forward and determina- 

tively shows otherwise, that the penalty applies.

Q May I ask you if it shows why they struck out the 

word "fraudulently"?

A I think there rwas the question on the common law it was 

very difficult to establish fraud and that was the reason that 

was struck out. The reason the tax was then imposed on the

-19-
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shareholder, it was first imposed on the shareholders and then 

it was not» Perhaps there was a constitutional question involved: 

I think the purpose going into this statute that reading the 

early indications, that there were a lot of holding company 

cases involved here.

At the time the statute was enacted there was no cor­

poration tax, taxpayers were permitted to deal with their corpor. 

tion in sizes which would lead to tax avoidance, and what hap­

pened , many taxpayers who had stocks and securities and were 

receiving income on that were able to put it in a corporate shell 

and really insulate themselves from any taxes.

In addition, a taxpayer was permitted to sell stock 

which he had purchased to his corporation. If he realised a 

loss on that, he could take it. I think if this case came up 

in 3.913 we would make a very strong argument that the 'purpose 

required was the sole purpose and that the Court used the word 

"fraudulently" because it was talking about a situation where the 
corporation was used in a fraudulent manner.

I think had this case come up, we could say that the 

case, the stetute only applied if there was absolutely no reason, 

no valid reason that the sole purpose for the shareholder forming 

this corporation had to be tax avoidance.
i

Q Did you say "valid reason"?

A That the sole purpose for the corporation, there was 

no business reason, that before the penalty was to apply, the
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Court would have to find that the sole and only purpose of form­

ing the corporation was

Q But to succeed, don't you have to say that even if the 

taxpayer may succeed, even though he can't prove that the accurau 

lation is reasonable in terms of business need?

i

!

A I think basically coming down through our test and what

the Sixth Circuit is really saying is that once it is shown that:
ithe accumulation is beyond the objective useful needs of the busi­

ness, and that phrase has tremendous significance. That has 

been, determined as fixed, definite, certain plans, almost balance
l

sheet liabilities and written commitments, once the taxpayer hcis 

accumulated beyond that, and the fact that he says, “Well, my 

purpose is really X would like to expand, X would like to 

acquire, but I just can't go out and buy a newspaper or a radio! 

station or a cement plant. It is just impossible„“

The position of the Government today is that you are 

out of the ballgame. The reason they say that is, they say
i

what is the purpose test? How do we determine that?
' |

It is very simple. They say if the shareholder is sub­

ject to taxable income, he is in a tax bracket, he has no operatj-

ing loss carryovers, and he has been advised that a distribution>
■

■

would result in taxable income, that is all you have to shov?, 

because then it follows that accumulated results in an avoidance 

of the tax, which is true.

Q And. the avoidance is the purpose?
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© This isn't really a Ccise about whether you need one 

or several purposes?

A It isn't. I think the Government concedes he might 

have 100 purposes and that you might be talking about tax a\yoid- 

ance or the tax purpose might be incidental, remote. He would 

not really care about it, but. the tax applies. That is the 

Government's position. They say if it is one out of 100 reasons, 

the tax applies.

Basically if you take that approach --

Q The Government says that its position is that it is 

up to the taxpayer to prove the complete absence of any tax 

avoidance purpose and your point is that is impossible to do?

A It is impossible. The only two situations I can think 

of is if you have a net operating loss carryover where you can
j

show the distribution will not result in income, or in the other 

situation where someone is just completely and honestly ignorant

and had not been advised. But it just doesn't happen. But I 

think the whole point of the Government's position, it is really 

not asking for a construction of the Statute, you can forget about 

available for a purpose.

What the Government's position is, in effect, saying

that if you accumulate beyond fixed, definite and reasonable needs,

forget about it if you are closely held corporations. We think j
♦

that at least the small businessman should have the opportunity 

to try to rebut this presumption..
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i
i The Sixth Circuit Court isn't giving anything here. 
When you talk about it, the: burden, it is a determinative burden 
which this taxpayer has to show that tax avoidance was not the 
dominant or impelling motive. He just can't sit up there and 
say that wasn't my motive. He's get to be fairly specific and 
concrete in what he is saying.

I think the thing that really disturbs us about this 
case is you are really preventing expansion of the smaller cor­
poration. I just can't see how we could expand under the Govern 
ment's interpretation„

I think things have changed where the substantial 
economic power is in the publicly held corporation. But a statu1 
which was aimed at the power, the economic power, is now being 
applied against the little man and the persons that it was 
intended to cover initially are just not being covered at this 
particular time. I think basically our position here is that 
simple, that what the Government asks is not a construction of 
the statute, There is no construction; there is no statute.

We think the only real tenable and reasonable view is 
the position of the Sixth Circuit.

rQ

MR. CHIEF JUSTICE WARREN: We will adjourn.
(Whereupon, at 2:32 p.m. the Court, adjourned, to recon 

vene the following day, Wednesday, October 23, 1968, at 10 a.m.)

1
!t
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The argument was resumed at 19:10 a.ra., Wednesday 

Morning, October 23, 1968,
MR. CHIEF JUSTICE WARREN: Number 17, United States, 

Petitioner, versus the Donruss Company„

Mr» Braunstein?

ARGUMENT OF RICHARD L. BRAUNSTEIN, ESQ„

MR, BRAUNSTEIN: May it please the Court, I believe 

the impression was left yesterday that, the taxpayer in this 

case accumulated a substantial amount of funds, with the sole 

purpose being the avoidance of tax, but that was not the deci­

sion of the court haloid

The first inquiry is whether the accumulation exceeds 

the reasonable needs of the taxpayer's business,, But this phras 

has come to mean the fixed, definite and certain needs of the 
business, or of the obligations of the taxpayer» It is a test 

which the Government is trying to restrict as closely as pos-

sible.
Q Do we have that before usf or isn't the narrow 

issue before us the Government's request for an instruction and 

denial of that instruction, and then the action of the Court of 

Appeals in reversing further procedures pursuant to the stan­

dards it has laid down, all of this being with respect to the 

question of purpose or intent?
A That is correct» This issue is not before the 

Court, but I think it is pertinent in terms of the effect of
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what the Government proposes to ask this Court to set as a 

test; because in circumstances like this, the jury found that 

the taxpayer did. not have fixed and definite purposes , but they 

held that he did not have a tax avoidance purpose»
. The taxpayer stated that ha had plans for expansion»

He intended to buy stock in a distributor»

The-jury; we could infer, believed that this was the 

purpose motivating his conduct» So while it was not fixed., 

definite and certain; nevertheless it was a permissible purpose 

and the facts were that the taxpayer did purchase $380,000 worth 

of the distributor’s stock, and the taxpayer did expand»

It was because of this expansion and purchase that 

the taxpayer is continuing to be successful» But the critical 

point is that it is the Government83 position that in adopting 

the purpose test, you would then ask the taxpayer only two 

questions s
No» 1 - If the distribution tiras made to you, would it 

ba taxable?

No. 2 ~ Were you aware that if the distribution was 

mad® to you it would be taxable?

If both of those answers were yes, then it is my 

understanding that regardless of the fact that the taxpayer’s 

purpose, his dominant purpose, the whole purpose of the accumu­

lation, was for expansion, to preserve and expand the business, 

that, nevertheless, the penalty would apply.
25
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Q The Government would not agree with that charac- 

terisation, would, it?

A 1 havenct heard them deny that characterisation»

Q It is not whether the effect on the distribution 

would fo® to subject the stockholder to the tax, but whether that
i

was one of the motives in withholding the distribution.

A I don't regard that as what the Government is 

asking this Court to rule on. I think they say very clearly fcha 

if the avoidance is one of 100 purposes„ regardless of its sig­

nificance, then the tax- applies.

Having determined what do you mean by avoidance of 

tax — avoidance of tax is knowledge that a distribution results 

in taxable income, and the whole thrust of the Government8s 

argument and our argument here is such a test really writes out 

the purpose test®

Q I guess it gets pretty obvious, but there is a 

difference between what we are struggling with, shading the 

difference between the words "purpose", "effect", and "motive".

A I think that is correct. It is basically our 

position that the Sixth Circuit correctly characterized the 

test in terms of the dominant motive.

I think one of the difficult things is the burden of 

proof that the taxpayer hasi if you enunciate a test other than 

dominant or impelling test, whether it has any meaning, because 

once the court finds that an accumulation is beyond the
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objective and reasonable needs of the business, the taxpayer 

is faced with a determinate presumption» He has to go forward
c

and prove and bear a heavy burden that this was not the purpose»

He obviously cannot say "Well, that was not my pur­

pose»" I don't think that carries the burden. I think he is 

compelled to give specific and definite reasons as relates to 

his motivation.

As a practical matter» these cases are tried four or 

five years after the year in issue, and he cannot fabricate» X 

think the Government is concerned that these are subjective 

matters? that there is no objective way to determine or test 

the testimony of tins taxpayer.

But this is not true. He is talking about a situa­

tion of his intentions» of his plans, and we are viewing this 

four or five years after. What he says must be as susceptible 

to objective verification and reason.

It is our position that it is only through utilisa­

tion of the dominant or impelling test that there is any mean- 

ing in the phrase “avoidance of the purpose15? that any other 

test just, puts an impossible burden on the taxpayer« I think 

this is why we believe that the Government's position is very 

clear when they say one out of 100, that that is enough to 

carry the day. That is their position.

A But it is only their position against the back­

ground of the finding that the accumulation was, in terms of
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their frame of reference, by objective standards, an unreason­
able accumulation.

A I don’t gather that from the record. I think 
the Government's position in a purpose,, that if avoidance of 
the tax is a purpose ~~

Q Do you mean the jury wouldn't have to find that
fthere was an unreasonable accumulation?

A I think the jury would have to find initially —
Q That is what I mean.
A Yes.
Q Before the taxpayer goes out the window in the 

Government's position, it has to be found that the accumulation 
was unreasonable.

A Unreasonable.
Q And once it is found to be unreasonable, objec­

tively there is a no-reason in terms of the needs of the busi­
ness to the extent that it is unreasonable.

A No, I don’t think that is true. When you talk 
about the unreasonable needs of the business, that phrase has 
been determined as requiring fixed, definite and certain needs, 
something that is susceptible to a knowledge that this is going 
to require a liability. If we had a more liberal view of the 
unreasonable ~

Q But you do concede it is necessary to find the 
accumulation was unreasonable, then what the taxpayer is claiming
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as justification for this accumulation has been termed to be 

unreasonable, and he is giving an unreasonable reason for the 

«iccumulafcion.

It may be that as a matter of subjective thinking, Ihe; 

thought he needed this much money for that purpose. You say fcha; 

that subjective attitude *— that there should be soma room for 

that# some room for you to prove that in the case.

A I would think so# because one of the things that 

concerns or disturbs me is that in testing what is unreasonable# 

it is not a very broad test. It is rather limited. I think 

the whole thrust of our argument in terns of the unreasonable 

test --

Q What if it weren't# though?

A X think if it wars not# you would have fewer

cases going on the purpose test. I think what you are really 

getting here is the expansion problem# the taxpayer that intends 

to expand# desires to diversity# but under the unreasonable 

test cannot satisfy if. because his plans have not matured to 

the state required by the statute.

Our position is# in view of the fact that this is; 

what the unreasonable test is# to then adopt a. purpose test 

precludes a taxpayer from expanding.

Q But if the court# if the judge or a jury# found 

the accumulation to be unreasonable by whatever applicable 

standards there were# your suggestion is# nevertheless# the
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taxpayer should be allowed to not be taxed on the unreasonable 

accumulation because he had a good-faith view that his business 

needed this accumulation *

A Correct» I think what we are saying is whatever 

his motivations, he is not looking fco avoid tax, but he honestly 

believes this»

Q Mr* Braunstein, the consideration that bothers 
rae in this cases, following your colloquy with Justice White, is 

that it is arguable that the standard adopted by the Court of 

Appealsf which you are defending here? is contraryt really, to 

what Congress expressed and provided» In a way e it undermines 

the specific language of section 533(a). 533(a) makes the test

of intent to avoid stockholder tax a very minor consequence,; as 

I read it,

Xt says once you find that the earnings of the corpor­

ation are permitted to accumulate beyond the reasonable needs 

of the business, that ,!that shall ba determinative of the pur­

pose to avoid the income tax with respect to shareholders unless; 

the corporation, by the preponderance of the evidence, shall 

prove to the contrary „55

Those are very rigid standards, but they are Congress9 

standards. Whether one thinks they are good, bad, or indiffer­

ent, there they are in the law.

A I agree with you. I think they are very diffi­

cult standards.
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What we are saying is that in the Government's view, j 

to adopt a purpose test really writes out any opportunity of 

the taxpayer to meet that standard»

Q Even if you assume that; if you go the other way \ 

and adopt a dominant purpose test; as the Court of Appeals did; 

if would seem to be extreme and to undermine what would seem to 

be the fairly obvious intention of the Congress»

A I view that really as a burden of proof aspect 

that Congress created, making it most difficult for the taxpayer 

once a determination has been made that the accumulation exceeds 

the "reasonable needs of the business," that a very difficult 

burden is placed on the taxpayer.

In turn, the taxpayer then is given one last oppor­

tunity, as I view it, to show that its conduct was not motivated 

by the avoidance of tax ; that it was motivated by something else, 

If we adopt the ”a purpose” test —

Q That would be the reasonable needs of the busi- 

ness, but as my brother White was pointing out, if you can show 

that this accumulation was needed for the reasonable needs of 

the business, you never get to that question»

A You never get to that; but, on the other hand,, 

reasonable needs of the business hav© been construed by regu­

lation, in the courts and in instruction, to be fixed, definite,. 

There are many taxpayers, if they do want to go on an expansion 

program at the end of any particular year, it. may be completely
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fortuitous that they have advanced to this stage.

What we are saying is that, if you accept the Govern”- | 

meat’s interpretation» in effect you are just preventing a tax- : 

payer whose legitimate purpose is the expansion and diversifi­

cation of his business from pursuing that point, of view.

Q The problem that I am putting to you is„ very 

simply ? whether your argument is properly addressed to this 

Court or to the Congress. And that «gets down to the matter of

unraveling what the Congress really intended; what the spiritual! 

thrust of the legislation, is.

A 1 think the spiritual thrust of the regulation is: 

going back historically, to get at. corporations where the pri­

mary purpose was formation for matters not germane to the 

corporate function, but to tax avoidance. 1 think that really 

is the thrust,

What we are saying here is that this interpretation 

is not inconsistent with that thrust. What it does is permit 

the closely held corporation to compete with the public cor­

poration®

7

In no way do I view the test enunciated by the Sixth ! 

Circuit as inconsistent with this basic purpose, I think the 

Second Circuit recognised the fact that this statute should not 

be construed inconsistent with the antitrust laws? that, it 

recognize that the philosophy of Congress, 1 think, rather than ; 

being hindered by the interpretation of the Sixth Circuit, is
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actually helped» 1 think it is consistent with permitting com­

petition and permitting the closely held corporation to compete.

We arcs not arguing for a, standard which permits tax j 

avoidance. We are arguing for a standard which permits the 

closely held corporation to compete with the public company to 

diversify and expand. To that extent, I submit it is completely 

consistent with the Congressional purpose of this statute.

Q The Government's position is the "a purpose”.

A That is correct. Their position,, as I understand 

it, is that the statute applies if a purpose was the avoidance 

of tax® The way to test a purpose is that if the individual 

knows the distribution will result in taxable income , it is a 

purpose.

Q I thought it was a reference to subsection fa)

of the statute.

A No. I am sorry.

Our position is that, you are really writing out the 

statute. Under that interpretation, I might as well just have 

a statute that says that if there is an accumulation beyond the 

reasonable needs of the business, the tax applies, period, be­

cause if you accept that interpretation, the rest is just sur­

plus. I can't see any need for it at all.

Q If you were the judge preparing a charge to the 

jury, how would you define it?

A Under the statuta?
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Q Yes -

h 1 think under the statute the judgewould have to ! 

say that to find it is reasonable you would have to find that tli 

taxpayer had fixed and definite commitments? he had contracts 

which required the expenditure of these funds» The fact that a 

taxpayer intendedf whether you believed he intended or not„ to 

expand and to diversify, or was attempting to diversity, doss 

not qualify under the reasonable accumulation test.

Q What does that have to do with your charge about- 

being reasonable? That is what they have to determine 

whether it is reasonable without regard to the motive.

A That is correct. The motive would only be impor­

tant on the avoidance of the purpose test. It is our position 

that the proper construction is that the motive resulting in a 

substantial penalty should be the motive controlling the actions 

of the taxpayer.

e

Q Didn't Congress intend to let somebody determine \ 

whether there was more than was reasonable?
f

A X think ultimately it is a jury or a court ques­

tion. I think at first blush the revenue agent does come in and 

make a determination as to whether the accumulation was reason­

able or unreasonable in terms of the defined standard.

Q Is it ordinary to turn over tax cases to juries 

to probe the minds, to find out how many of the dominant pur-
\

posas are for on® thing and how many are for another?
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A I am not suggesting it is an easy testy but the 

court, has dona it in the Allen Trust. Company of Georgia case, 

involving transfers, as the court did it in Duberstein, in 

terms of what is a gift when it is searched® l think in Duber- 

stein the court refused to come up with an easy test, but said 

you have to search for the dominant, controlling and impelling 

motive«

We are asking the Court where this test presents no 

more of a difficulty than this Court addressed itself to in 

Duberstein and the Trust Company of George where it did accept 

the dominant and compelling test®

Q Suppose there was a $2,000 corporation that sold 

$2 million worth of goods and made $1-1/2 million profit? Would 

the motive of the man who saved that $1-1/2 million have any­

thing to do with what the jury decided?

A 1 think it is required under the statute®

Q You do?

A Yes, I do*

Q Do you think the jury is instructed that the tax­

payer loses only if there is an unreasonable accumulation, and 

th© jury finds there is an unreasonable accumulation? Do you 

think as a matter of actual practice, in terms of whet her you 

are going to win or lose the case, the jury is going to say, 

"Well, there was an unreasonable accumulation here but, never- ] 

theless, the taxpayer still wins because he just made a mistake®
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How is your experience with a jury or judge going 

to be against that finding?

A I think our experience quite frankly, and most 

tax practitioners have focused everything in trying to con­

vince the trier of the fact, is that it is unreasonable. But 

you then get into a very difficult question if the courts 

restrict what is reasonable and what is not? that you only have 

one last refuge. Whatreally concerns us —

Q l am just wonderig how significant this whole 

argument is. What is the finding going to be?

A We think it is substantial in terms of the close! 

held company.

Q And I think the Government thinks so, too, I 

guess what it means is that there probably will be more trials, 

more efforts, the necessity to make more settlements.
A We say it is a small price to pay for a com­

petitor’s assignees,

{Whereupon, the oral argument in the above-entitled 

matter was concluded.)

36




