16 T.C. 287 (1951)

Section 45 of the Internal Revenue Code does not authorize the IRS to create
income where no income was realized by commonly controlled businesses; it only
allows for the reallocation of existing income to prevent tax evasion or to clearly
reflect income.

Summary

Smith-Bridgman & Company, a subsidiary of Continental Department Stores, was
assessed a deficiency by the Commissioner of Internal Revenue, who allocated
interest income to Smith-Bridgman on non-interest-bearing loans it made to its
parent company. The Tax Court held that the IRS improperly exercised its authority
under Section 45 of the Internal Revenue Code. The court reasoned that Section 45
allows for the reallocation of existing income, not the creation of fictitious income.
The court also held that management fees paid by the subsidiary to the parent were
deductible and that contributions to local and national Chambers of Commerce were
legitimate business expenses.

Facts

Smith-Bridgman & Company (petitioner) was a retail department store and a wholly-
owned subsidiary of Continental Department Stores. Continental borrowed money
from Smith-Bridgman using non-interest-bearing demand notes to redeem its
outstanding debentures. The Commissioner allocated interest income to Smith-
Bridgman, arguing the subsidiary could have earned interest on the loaned funds.
Smith-Bridgman also paid its parent company for management services and made
contributions to the Chamber of Commerce.

Procedural History

The Commissioner of Internal Revenue assessed a deficiency against Smith-
Bridgman. Smith-Bridgman petitioned the Tax Court, contesting the allocation of
interest income, the disallowance of the management fee deduction, and the
disallowance of the Chamber of Commerce contribution deductions. The Tax Court
ruled in favor of Smith-Bridgman on all contested issues.

Issue(s)

1. Whether the Commissioner erred in allocating interest income to the petitioner
under Section 45 of the Internal Revenue Code on non-interest-bearing loans made
to its parent corporation.

2. Whether the petitioner was entitled to deduct payments made to its parent
corporation for management services rendered.

3. Whether the petitioner was entitled to deduct payments made to the local and
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national Chambers of Commerce as ordinary and necessary business expenses.
Holding

1. No, because Section 45 does not authorize the IRS to create income where none
existed, but rather to reallocate existing income to prevent tax evasion or clearly
reflect income.

2. Yes, because the payments were for actual services rendered and constituted
ordinary and necessary business expenses.

3. Yes, because the payments were made with a reasonable expectation that the
business of the petitioner would be advanced, and therefore constituted ordinary
and necessary business expenses.

Court’s Reasoning

The court reasoned that Section 45’s principal purpose is to prevent manipulation of
income and deductions between related businesses, and its application is predicated
on the existence of income. The court cited several cases, including Tennessee-
Arkansas Gravel Co. v. Commissioner, 112 F.2d 508, to support its conclusion that
Section 45 does not authorize the creation of income. The court stated, “The
decisions involving section 45 make it clear that its principal purpose is to prevent
the manipulation of or improper shifting of gross income and deductions between
two or more organizations, trades, or businesses. Its application is predicated on the
existence of income. The courts have consistently refused to interpret section 45 as
authorizing the creation of income out of a transaction where no income was
realized by any of the commonly controlled businesses.”

Regarding the management fees, the court found that the services were actually
rendered and directly related to the petitioner’s business operations. The court
found the Chamber of Commerce payments to be motivated by a reasonable
expectation of business advancement.

Practical Implications

This case clarifies the limits of the IRS’s authority under Section 45. The IRS cannot
create income where none exists; it can only reallocate existing income. This case
serves as a bulwark against overly aggressive IRS attempts to recharacterize
transactions between related parties. The case emphasizes that the IRS must
demonstrate that its allocations are based on actual income shifting, not on
hypothetical income. Later cases have cited this decision to limit the IRS’s ability to
impute interest on related-party loans where no actual shifting of income occurred.
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