Kerry Investment Co. v. Commissioner, 58 T. C. 479 (1972)

The IRS can allocate gross income from a subsidiary to a parent under IRC § 482 if
the parent made interest-free loans to the subsidiary and the loan proceeds
produced income.

Summary

Kerry Investment Co. made interest-free loans to its subsidiary, Kerry Timber Co. ,
which used the funds to generate income. The IRS, under IRC § 482, increased Kerry
Investment’s income by 5% of the loans’ value, arguing that this reflected the
income Kerry Investment should have earned from interest. The Tax Court upheld
the IRS’s authority to allocate gross income from Kerry Timber to Kerry Investment
for loans used to produce income but not for loans invested in non-income-producing
assets. The decision highlights the IRS’s power to adjust income between related
entities to prevent tax evasion and ensure accurate income reflection.

Facts

Kerry Investment Co. made several interest-free loans to its wholly owned
subsidiary, Kerry Timber Co. , from 1948 to 1966. These loans were used to
purchase real estate, finance operations, and make investments. In 1966 and 1967,
the outstanding loans totaled $505,617. 50. Kerry Timber generated gross income
from the use of these funds, including rental income from properties acquired with
the loans. Kerry Investment did not report any interest income from these loans, and
Kerry Timber did not deduct any interest expense.

Procedural History

The IRS issued a notice of deficiency to Kerry Investment Co. for 1966 and 1967,
increasing its income by 5% of the outstanding interest-free loans under IRC § 482.
Kerry Investment petitioned the U. S. Tax Court, which heard the case and rendered
a decision on June 20, 1972.

Issue(s)

1. Whether the IRS can allocate gross income from Kerry Timber to Kerry
Investment under IRC § 482 based on interest-free loans.

2. Whether the allocation should apply to all interest-free loans or only those that
produced gross income for Kerry Timber.

Holding

1. Yes, because IRC § 482 allows the IRS to allocate income between related entities
to prevent tax evasion and clearly reflect income, and interest-free loans between
related parties can distort income.

2. Yes for loans that produced gross income, because the court found that Kerry
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Investment failed to prove that the loans did not produce income; No for loans
invested in non-income-producing assets, because the court held that IRC § 482 does
not authorize allocations where no income is produced.

Court’s Reasoning

The court reasoned that IRC § 482 empowers the IRS to allocate gross income
between related entities to prevent tax evasion or clearly reflect income. The court
noted that interest-free loans between related parties are not at arm’s length and
can artificially shift income. The court applied the arm’s-length standard, finding
that Kerry Investment should have earned interest on the loans to Kerry Timber. The
court upheld the IRS’s allocation for loans used to generate income, as Kerry
Investment failed to prove otherwise. However, the court rejected allocations for
loans invested in non-income-producing assets, citing a lack of authority under IRC §
482 to allocate income where none was produced. The court also considered the
legislative history and purpose of IRC § 482, emphasizing the need to treat related
parties as if they were dealing at arm’s length. The dissent argued against the
court’s tracing requirement, asserting that IRC § 482 should apply regardless of how
the borrowed funds were used.

Practical Implications

This decision reinforces the IRS’s authority to adjust income between related parties
under IRC § 482 to prevent tax evasion and ensure accurate income reporting. It
highlights the importance of charging interest on intercompany loans to avoid
potential income reallocations. Practitioners should advise clients to maintain clear
records of loan use and income generation to challenge or support IRC § 482
allocations. The case also illustrates the need to consider the tax implications of
related-party transactions, particularly for entities with different tax statuses or
operating in different jurisdictions. Subsequent cases, such as B. Forman Co. v.
Commissioner, have cited Kerry Investment to support the IRS’s authority to
allocate income based on interest-free loans, emphasizing the need for taxpayers to
carefully structure related-party transactions.
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