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Latham Park Manor, Inc. v. Commissioner, 69 T. C. 199 (1977)

The IRS can allocate  interest  income under Section 482 for  interest-free loans
between related entities, even if the borrowed funds do not produce income during
the taxable year.

Summary

Latham Park Manor and Lindley Park Manor, subsidiaries of Mortgage Investment
Corp. (MIC), borrowed funds from Sackman and loaned them interest-free to MIC,
which used them to  settle  a  lawsuit.  The IRS allocated interest  income to  the
subsidiaries under Section 482, arguing the loans should have been at arm’s length.
The Tax Court upheld this allocation,  stating that the regulations implementing
Section 482 were valid and allowed such allocations even when the borrowed funds
did  not  generate  income.  The court  also  ruled against  a  setoff  for  MIC’s  loan
guarantee and on other issues related to management fees and penalties for late
filing.

Facts

Latham and Lindley, wholly owned by MIC, secured loans from Sackman at 10%
interest,  using  their  apartment  complexes  as  collateral.  They  then  loaned  the
proceeds to MIC interest-free. MIC used $618,618. 71 to settle a lawsuit and $7,363.
93 for its business operations. The IRS allocated interest income to Latham and
Lindley  for  these  loans  under  Section  482.  The  subsidiaries  argued  that  the
allocation was improper since MIC did not generate income from the loans during
the tax years in question.

Procedural History

The IRS issued deficiency notices to Latham and Lindley for the tax years 1969,
1970, and 1972, including penalties for late filing. The Tax Court consolidated the
cases and heard arguments on the validity of the Section 482 allocation, the setoff
issue, the reasonableness of management fees, and the penalties for late filing.

Issue(s)

1. Whether the IRS is authorized under Section 482 to allocate interest income to
subsidiaries for interest-free loans made to their parent corporation, regardless of
whether the loans produced income for the parent during the taxable year.
2.  Whether  the  subsidiaries  are  entitled  to  a  setoff  against  the  Section  482
allocations due to the parent’s guarantee of the loans.
3. Whether the subsidiaries are entitled to deduct management fee expenses in
excess of the amounts allowed by the IRS.
4.  Whether  the  IRS  properly  determined  delinquency  penalties  against  the
subsidiaries  for  the  years  in  issue.
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Holding

1. Yes, because the regulations implementing Section 482 allow the IRS to allocate
interest income to reflect an arm’s length transaction, even if the borrowed funds
did not produce income during the taxable year.
2. No, because the relevant facts did not support an arm’s length charge for the
parent’s loan guarantee.
3.  No, because the management fees claimed were not reasonable and did not
reflect arm’s length charges.
4. Yes, because the subsidiaries did not demonstrate reasonable cause for their late
filings.

Court’s Reasoning

The court relied on the broad authority granted by Section 482 and the regulations
implementing it, specifically Sections 1. 482-1(d)(4) and 1. 482-2(a)(1), which allow
the IRS to allocate interest income to prevent tax evasion and clearly reflect income.
The  court  rejected  prior  cases  that  required  income production  from the  loan
proceeds, noting that the regulations were issued after those cases and were valid.
The court found that the subsidiaries’ failure to charge interest on the loans to MIC
reduced their taxable income, justifying the allocation. The court also considered the
economic reality of the transaction and the subsidiaries’ inability to show that MIC’s
guarantee warranted a setoff. The management fees were deemed unreasonable
based on prevailing rates, and the late filing penalties were upheld due to lack of
reasonable cause.

Practical Implications

This decision clarifies that Section 482 allocations can be made for interest-free
loans between related entities, even if the borrowed funds do not produce income in
the taxable year. It reinforces the IRS’s ability to ensure arm’s length transactions
within controlled groups. Practitioners should be aware that such allocations can
impact the tax liabilities of both the lender and borrower, even if the borrower has
no taxable income. The case also highlights the importance of documenting and
justifying management fees and the need for timely filing of tax returns. Subsequent
cases have cited Latham Park Manor to support Section 482 allocations in similar
circumstances.


