Krueger Co. v. Commissioner, 79 T. C. 65 (1982)

Interest income allocated under Section 482 to a corporation constitutes personal
holding company income, subjecting the corporation to personal holding company
tax.

Summary

Krueger Co. made interest-free loans to related corporations, leading the
Commissioner to allocate interest income under Section 482, resulting in Krueger
Co. being classified as a personal holding company and assessed additional taxes.
The court upheld the Commissioner’s allocation, ruling that the imputed interest
constitutes personal holding company income, thereby affirming Krueger Co. ‘s
liability for the personal holding company tax. This decision emphasizes that the tax
parity principle of Section 482 extends to the personal holding company tax regime,
impacting how intercompany transactions are structured and reported.

Facts

Krueger Co., Inc. , made interest-free loans to Merri Mac Corp. and Krueger Bros. ,
Inc. , both controlled by the same individuals, Emanuel and Mary Krueger. The
outstanding loan balances were significant, with $98,135. 99 owed by Merri Mac
Corp. and $290,177. 32 by Krueger Bros. , Inc., as of June 30, 1974. These loans
were outstanding for over three years before being repaid in full by December 31,
1977. The Commissioner allocated interest income to Krueger Co. at a 5% rate
under Section 482, which increased its adjusted ordinary gross income and
subjected it to personal holding company tax for the taxable years in question.

Procedural History

The Commissioner determined deficiencies in Krueger Co. ‘s Federal income and
personal holding company taxes for the taxable years ending June 30, 1975, 1976,
and 1977. Krueger Co. contested whether the interest income allocated under
Section 482 constituted personal holding company income. The case was submitted
fully stipulated to the United States Tax Court, which ruled in favor of the
Commissioner, holding that the allocated interest income did indeed constitute
personal holding company income, thereby affirming the tax deficiencies.

Issue(s)

1. Whether interest income allocated to a corporation under Section 482 constitutes
personal holding company income as defined in Section 543.

Holding

1. Yes, because the interest income allocated under Section 482 is treated as
interest for purposes of the personal holding company provisions, thus increasing
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the corporation’s adjusted ordinary gross income and subjecting it to the personal
holding company tax.

Court’s Reasoning

The court’s decision was based on the purpose of Section 482 to place controlled
taxpayers on a parity with uncontrolled taxpayers. The court reasoned that the
allocation of interest income under Section 482 better reflects economic reality by
correcting artificially low reported income due to interest-free loans among related
entities. The court rejected Krueger Co. ‘s argument that the allocated interest was
“fictional” income, stating that it aligns with the tax parity principle and the
definition of interest under Section 61, except for certain adjustments. The court
also noted that the mechanical test of the personal holding company provisions does
not require proving an “incorporated pocketbook” motivation, and the tax is
automatically levied upon meeting the statutory criteria.

Practical Implications

This ruling significantly impacts how corporations structure and report
intercompany transactions, particularly interest-free loans. It clarifies that interest
income imputed under Section 482 can trigger personal holding company status and
tax liability, even if no actual interest payments are made. Legal practitioners must
advise clients to carefully consider the tax implications of related party transactions,
potentially restructuring loans to avoid unintended tax consequences. Businesses
should review their intercompany financing arrangements to ensure compliance
with Section 482 and the personal holding company tax provisions. Subsequent
cases like Latham Park Manor, Inc. v. Commissioner have reinforced the application
of Section 482 in similar contexts, underlining the ongoing relevance of this
decision.
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