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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
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;
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(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
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
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