KTA-Tator, Inc. v. Commissioner, 108 T. C. 100, 1997 U. S. Tax Ct. LEXIS 66,
108 T. C. No. 8 (1997)

A closely held corporation must recognize interest income from below-market
demand loans made to its shareholders, even if no interest is charged until after the
project completion.

Summary

KTA-Tator, Inc. , a closely held corporation, loaned funds to its shareholders for
construction projects without written repayment terms or interest until project
completion. The IRS determined that these were below-market demand loans under
Section 7872 of the Internal Revenue Code, requiring the corporation to report
interest income. The Tax Court agreed, holding that each advance constituted a
separate demand loan, payable on demand despite the lack of formal terms. This
decision highlights the importance of recognizing imputed interest on loans between
closely held corporations and shareholders, even in the absence of explicit interest
agreements.

Facts

KTA-Tator, Inc. , a closely held corporation, advanced funds to its sole shareholders,
the Tators, for two construction projects. Over 100 advances were made during the
construction phases, recorded as loans to shareholders on the company’s balance
sheets. No written repayment terms were established, and no interest was charged
until after the projects’ completion. Upon completion, amortization schedules were
prepared, and the Tators began repaying the advances with interest at 8% over 20
years. KTA-Tator did not report interest income from these advances on its tax
returns for the years in question.

Procedural History

The IRS issued a notice of deficiency to KTA-Tator, determining unreported interest
income under Section 7872. KTA-Tator petitioned the U. S. Tax Court, which held
that the advances constituted below-market demand loans and that the corporation
had interest income from these loans.

Issue(s)

1. Whether each advance made by KTA-Tator to its shareholders should be treated
as a separate loan under Section 7872.

2. Whether these loans were demand loans and subject to a below-market interest
rate.

Holding

1. Yes, because each advance was a transfer resulting in a right to repayment,
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making it a separate loan.
2. Yes, because the loans were payable on demand and interest-free during
construction, making them below-market demand loans.

Court’s Reasoning

The Tax Court reasoned that each advance was a loan under Section 7872, as
defined by the broad interpretation of a loan as any extension of credit. The court
rejected KTA-Tator’s argument that the advances should be treated as a single loan,
emphasizing that each advance was a separate transfer with a right to repayment.
The court further determined that these loans were demand loans, payable on
demand despite the lack of formal terms, due to the corporation’s unfettered
discretion over repayment. The absence of interest during the construction phase
classified these as below-market loans. The court also dismissed KTA-Tator’s
reliance on temporary regulations, clarifying that the exception for loans with no
significant tax effect did not apply, as the corporation had interest income without a
corresponding deduction.

Practical Implications

This decision requires closely held corporations to carefully consider the tax
implications of loans to shareholders, especially when no interest is charged until
after a project’s completion. Corporations must recognize imputed interest income
on demand loans, even without formal interest agreements. This ruling may
influence how corporations structure loans to shareholders and underscores the
need for clear documentation and interest terms to avoid unintended tax
consequences. Subsequent cases may reference this decision to determine the
classification and tax treatment of similar transactions between corporations and
shareholders.
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