Collins Electrical Co. v. Commissioner, 67 T. C. 911 (1977)

The IRS can allocate interest income under Section 482 when companies under
common control engage in non-arm’s length transactions, such as interest-free
loans.

Summary

Collins Electrical Co. advanced large sums interest-free to Del Monte Electric Co. ,
both controlled by the same individuals. The IRS allocated interest income to Collins
under Section 482, asserting that the companies were not dealing at arm’s length.
The Tax Court upheld this, finding the companies commonly controlled and the
interest allocation necessary to reflect true taxable income. The court also clarified
that the statute of limitations does not bar the primary adjustment even if it impacts
the correlative adjustment.

Facts

Collins Electrical Co. and Del Monte Electric Co. were both owned and controlled by
John Nomellini and Henning J. Thompson, who held approximately 76% and 78% of
the stock in each company, respectively. Collins, which had substantial income,
made large interest-free advances to Del Monte for its Bay Area Rapid Transit
(BART) contracts. These advances were repaid annually by Del Monte borrowing
from banks, only to borrow again from Collins at the start of the next fiscal year. The
IRS determined deficiencies in Collins’s taxes for fiscal years 1971 and 1972 due to
these transactions.

Procedural History

The IRS issued a notice of deficiency to Collins on July 10, 1974, allocating interest
income from the interest-free loans to Del Monte. Collins filed a petition with the U.
S. Tax Court to contest this allocation. The court held in favor of the IRS, affirming
the allocation of interest income to Collins.

Issue(s)

1. Whether Collins and Del Monte were owned or controlled by the same interests
under Section 4827?

2. Whether the IRS correctly allocated interest income to Collins based on daily
balances of the advances?

3. Whether the six-month rule for commencing interest under Section 1. 482-2(a)(3)
applies to the interest-free loans?

4. Whether the allocated interest should be limited to the amount of funds actually
used by Del Monte?

5. Whether the statute of limitations bars the primary adjustment if the correlative
adjustment for Del Monte is barred?
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Holding

1. Yes, because Nomellini and Thompson owned and controlled both companies,
meeting the requirements of Section 482.

2. Yes, because the stipulated computation of interest on daily balances was
accurate and not contested by Collins.

3. No, because the loans did not arise in the ordinary course of business, thus the
six-month rule did not apply.

4. No, because under Kerry Investment Co. v. Commissioner, interest allocation does
not require tracing funds to income production.

5. No, because the statute of limitations on Del Monte’s refund claim does not affect
the IRS’s ability to make a primary adjustment against Collins.

Court’s Reasoning

The Tax Court reasoned that Section 482 empowers the IRS to allocate income to
prevent tax evasion or clearly reflect income among controlled entities. Collins and
Del Monte were controlled by the same interests, as evidenced by Nomellini and
Thompson’s ownership and operational control over both companies. The court
rejected Collins’s arguments on the computation of interest, the applicability of the
six-month rule, and the need to limit interest to funds used by Del Monte, citing
relevant regulations and case law. The court also clarified that the statute of
limitations on Del Monte’s refund claim does not bar the primary adjustment against
Collins, as Del Monte’s tax liability was not before the court.

Practical Implications

This decision emphasizes that the IRS can allocate interest income under Section
482 when companies under common control engage in non-arm’s length
transactions. Practitioners should ensure that intercompany transactions reflect
arm’s length dealings to avoid similar adjustments. The ruling clarifies that the
statute of limitations on correlative adjustments does not affect the IRS’s ability to
make primary adjustments, which is crucial for planning and compliance in related-
party transactions. This case has been influential in subsequent cases involving
Section 482 allocations, reinforcing the IRS’s broad authority in this area.
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