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R determ ned that C nade bel ow market-interest
|l oans directly and indirectly to C s sharehol ders

wi thin the neaning of sec. 7872, |.R C. The “indirect”
| oans were to entities owed in part by Cs
sharehol ders. C contends that sec. 7872, I.R C., was

not intended to apply to a loan by C to a sharehol der
of C who does not have a majority or controlling
interest in C. C also contends that sec. 7872, |I.R C.
does not apply to a loan by Cto an entity in which no
sharehol der of C individually holds a controlling or
majority interest. R contends that the bel ow nmarket -
interest loans to entities were all nmade indirectly to
C s shareholders. Al of C s sharehol ders were nenbers
of the same famly, and each of the entities was owned
entirely by nenbers of that famly, although sone of
them were not shareholders of C. R argues that sec.
7872, 1.R C., does not require that C s sharehol ders
have a majority or controlling interest in the entities
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to which the “indirect” |oans were made in these circunstances.
C al so contends that R cannot make determ nations
with respect to it w thout making correspondi ng
adjustnents to the incone taxes of its shareholders. R
argues that such adjustnents are not a prerequisite to
the making of a determination with respect to one of
the parties to a sec. 7872, |I.R C., bel ow market -
i nterest | oan.
Held: Sec. 7872(c)(1)(C, I.RC, applies to Cs
| oans to each of its shareholders and to Cs loans to
each of the famly-owned entities in which C s
sharehol ders held an interest. Held, further: Sec.
7872, 1.R C., requires “consistent” treatnent but does
not require that R make both adjustnments concurrently
or determ ne one before determ ning the other.

Towner Leeper, for petitioner.

Gerald L. Brantley, for respondent.

OPI NI ON
GERBER, Judge: Respondent determ ned incone tax
deficiencies in petitioner’s taxable years ended August 31, 1994
and 1995, in the anounts of $19,094 and $16, 944, respectively.
The deficiencies are attributable to respondent’s determ nation
that petitioner made “bel ow market |oans” wthin the nmeani ng of
section 7872.! More particularly, we consider a question of

first inpression of whether the provisions of section 7872 apply

1 Al section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to
this Court’s Rules of Practice and Procedure, unless otherw se
i ndi cat ed.
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where petitioner nmakes loans to its shareholders and to entities
owned in part by its shareholders and in part by other nenbers of
the sane famly.
Backgr ound

Petitioner is a corporation that, at all pertinent tines,
had its principal place of business in Las Cruces, New Mexi co.
Petitioner was engaged in cotton brokerage and, for Federal
i ncome tax purposes, reported gross incone of $1,276,431 and
$1,913,962 for its fiscal 1994 and 1995 tax years, respectively.
At all pertinent tinmes, the shares of stock of petitioner were

owned by famly nenbers related by blood or marriage as foll ows:

Owner ship
Shar ehol der s (%
W 1liam Tharp 16. 8
Est. of d enda Tharp 16. 7
Charl es Tharp 33.5
Cl audia Keith 33.0
Tot al 100.0

WIlliamand Charles Tharp and Claudia Keith are all children of
Cl aud Tharp, who did not own any shares of petitioner. d enda
Thar p, now deceased, was the wife of WIIliam Tharp.

During the fiscal years in issue, sharehol ders of petitioner
and related famly nenbers owned or had an interest in certain
entities as follows: (1) Charles Tharp and his son, Craig Tharp,
each owned a 50-percent interest in the capital and profits of
t he Buena Vista Partnership; (2) the Dona Ana Land Corp.’s shares

of stock were owned in the follow ng percentages: WIIliam
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Tharp--14.5 percent, Charles Tharp--29 percent, Caudia Keith--9
percent, C aud Tharp--33 percent, and the Estate of d enda
Tharp--14.5 percent; (3) capital and profit interests in the
Tharp Fam |y Partnership were owed, as follows: WIIiam Tharp--
10 percent, Charles Tharp--10 percent, C audia Keith--10 percent,
and each child of WIlliam Charles, and C audia owned a 10-
percent interest, accounting for the remaining 70 percent; (4)
capital and profit interests in the Tharp Farns Partnership were
owned as follows: WIIliam Tharp--30 percent, Charles Tharp--30
percent, C audia Keith--20 percent, C aud Tharp--20 percent; and
(5) capital and profit interests in the Tharp Enterprises
Partnership were owned as follows: WIIiam Tharp--25 percent,
Charl es Tharp--25 percent, C audia Keith--25 percent, and d aud
Thar p--25 percent. The various interests of petitioner’s
sharehol ders and of other famly nenbers in the entities to which
indirect |oans were made are reflected in a chart attached to
this opinion as an appendi x.

The followng interest-free | oans were nade by petitioner

directly to sharehol ders:

Demand Not e
Bor r ower Dat ed Anount
Charles Tharp Aug. 31, 1994 $29,978. 74
Wl 1liam Tharp Aug. 31, 1994 11, 100. 00
Wl 1liam Tharp Aug. 31, 1994 28,113. 21

Respondent’ s agent conputed interest at the applicabl e Federal

rate on the loans directly to shareholders in the aggregate
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amounts of $3,143 and $3,416 for petitioner’s fiscal tax years
ended August 31, 1994 and 1995, respectively.

The following interest-free | oans, evidenced by prom ssory
notes, were nmade by petitioner to entities that were, in sonme

part, owned by petitioner’s sharehol ders:

Demand Not e
Bor r ower Dat ed Anount
Buena Vi sta Partnership Aug. 31, 1994 $27,575. 14
Dona Ana Land Cor p. Aug. 31, 1994 50, 412. 27
Tharp Fam |y Partnership Aug. 31, 1994 2,599.12
Tharp Farnms Partnership Aug. 31, 1994 581, 889. 39
Tharp Enterprises--Farns! Aug. 31, 1994 401, 855. 24
Tharp Enterprises--Equi pnent? Aug. 31, 1994 16, 200. 00

11t appears that these two | oans were both nade to Tharp
Enterprises Partnership and that the “Farnms” and “Equi pnent”
designations reflected the bank accounts into which they were to
be deposited.
During the taxabl e years under consideration, an additional
$111,707.20 interest-free | oan was extended by petitioner to
Tharp Enterprises Partnership that was not evidenced by a
prom ssory note.

Respondent’ s agent conputed interest at the “applicable

federal rate” on the indirect |loans (not directly to
sharehol ders) in the aggregate anounts of $45,816 and $46, 447 for
the fiscal tax years ended August 31, 1994, 1995, respectively.

The total anpbunts of inputed interest determ ned by respondent

for petitioner’s 1994 and 1995 fiscal years were $48, 959 and



- b -
$49,836.2 Respondent’s agent’s initial conputation and the
anmounts set forth in the notice of deficiency were conputed on a
fiscal year basis. A second conputation by respondent, submtted
for trial purposes, was based on inputed interest for the 1994
and 1995 cal endar years in the aggregate anmounts (i ncl uding
direct and indirect |oans) of $19,476 and $59, 832, respectively.
Di scussi on

|. Procedural/Evidentiary Matter

This case was submtted fully stipulated by the parties
under Rule 122. Respondent, however, reserved an objection to
the adm ssibility (relevance) of Exhibit 17-P, which is
respondent’ s revenue agent’s report that was prepared and given
to petitioner before issuance of the notice of deficiency.
Respondent contends that the revenue agent’s report i s not
adm ssible (relevant) in this instance. |In support of his
position, respondent points out that the Court considers the
parties’ positions de novo and the pre-deficiency-notice

adm nistrative record is therefore irrelevant. See G eenberqg’s

Express, Inc. v. Comm ssioner, 62 T.C. 324 (1974). Respondent

acknow edges, however, that in certain limted circunstances, the

Court will “look behind the deficiency notice”. Such instances

2 1n the notice of deficiency, respondent determ ned $49, 836
of 1995 interest. The correct anount, however, should have been
$49,863. The transposition of the nunbers 3 and 6 caused a $27
di fference.
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i ncl ude unconstitutional conduct by respondent’s enpl oyees, see,

e.g., Rland v. Conm ssioner, 79 T.C. 185 (1982), and certain

types of illegal incone cases, see, e.g., Shriver v.

Comm ssioner, 85 T.C. 1 (1985). Petitioner does not contend that

respondent’s determination is arbitrary or that unconstitutional
conduct occurred. W agree with respondent and find no reason to
consi der respondent’s agent’s pre-deficiency-notice report in
reachi ng our decision. Respondent’s objection is sustained with
respect to proposed Exhibit 17-P.

1. Section 7872

The primary question for our consideration concerns whet her
petitioner nust include interest, pursuant to section 7872,
attributable to interest-free | oans nade to entities (a
corporation and three partnerships) owed in whole or part by its
sharehol ders. Before the enactnent of section 7872, the
Comm ssi oner was generally unsuccessful in attenpting to
attribute or inpute income frominterest-free or bel ow market

| oans.® See Dean v. Conmi ssioner, 35 T.C. 1083 (1961); G eenspun

v. Comm ssioner, 72 T.C 931 (1979), affd. 670 F.2d 123 (9th Cr

1982); Suttle v. Comm ssioner, 625 F.2d 1127 (4th G r. 1980),

affg. T.C. Meno. 1978-393; Martin v. Conmm ssioner, 649 F.2d 1133

3 Respondent, however, was ultimately successful, in a gift
tax context, in situations where bel ow market | oans were made
between famly nenbers. See Dicknman v. Conm ssioner, 465 U. S
330 (1984).




- 8 -
(5th Gr. 1981); Beaton v. Conm ssioner, 664 F.2d 315 (1st G

1981), affg. T.C. Meno. 1980-413.

Congress, in 1984, addressed these and other related
concepts by enacting section 7872. See Deficit Reduction Act of
1984, Pub. L. 98-369, sec. 172(a), 98 Stat. 699. That section
concerns the subject of “bel ownmarket |oans” in several contexts,
i ncludi ng those between famly nenbers, partnership/partner,
enpl oyer/ enpl oyee, corporation/sharehol der, and ot her rel ated-
party categories. W described the general effect of section

7872 in KTA-Tator, Inc. v. Conm ssioner, 108 T.C. 100, 101-102

(1997), as follows:

Section 7872 sets forth the incone and gift tax
treatnment for certain categories of “bel ow market”

| oans (i.e., |loans subject to a bel ow market interest
rate). Section 7872 recharacterizes a bel ow nmarket

| oan as an armi s-length transaction in which the | ender
made a | oan to the borrower in exchange for a note
requiring the paynment of interest at a statutory rate.
As aresult, the parties are treated as if the | ender
made a transfer of funds to the borrower, and the
borrower used these funds to pay interest to the

| ender. The transfer to the borrower is treated as a
gift, dividend, contribution of capital, paynment of
conpensation, or other paynent depending on the
substance of the transaction. The interest paynent is
included in the | ender’s income and generally nay be
deducted by the borrower. See H Conf. Rept. 98-861
at 1015 (1984), 1984-3 C.B. (Vol. 2) 1, 269; Staff of
Joint Conm on Taxation, General Explanation of the
Revenue Provisions of the Deficit Reduction Act of
1984, at 528-529 (J. Comm Print 1984).

Petitioner advances several argunents in support of its
overall contention that the loans it nade do not cone within the

provi sions of section 7872. Petitioner contends that it has
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suffered by the Governnent’s 15-year failure to issue final
regul ati ons, although Congress, in the 1984 statute, nandated
that certain legislative regul ations be pronul gated. Petitioner
al so contends that case precedent, before the 1984 enactnent of
section 7872, established that inputed interest should apply to a
| oan by a corporation only if the loan is to a sole or
controlling shareholder. |In addition, petitioner contends that
section 7872 legislative history supports its contention that the
sectionis limted to situations involving controlling

shar ehol ders.

The bel ow mar ket | oan provisions of section 7872 apply,
anong ot her circunstances, to “Any bel ow-market |oan directly or
indirectly between a corporation and any sharehol der of such
corporation.” Sec. 7872(c)(1)(C. In that respect, petitioner
reads section 7872 as referring to a loan by a corporation to its
majority or controlling shareholder or to a | oan by a corporation
to an entity in which one of the |l ending corporation’s
sharehol ders owns a majority interest. Petitioner relies on the
fact, in this case, that there is no one individual with a
majority of its shares or who is a controlling sharehol der of
petitioner. Petitioner also relies on the fact that no
i ndi vi dual sharehol der of petitioner had a majority or

controlling interest in any of the entities to which “indirect”
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| oans were made. W consider each of petitioner’s contentions
Separately.

The Failure To |Issue Final Requl ati ons--Petitioner contends

that the Governnment’s failure, for alnost 15 years, to issue
final or permanent regul ati ons as mandated by Congress in section
7872(h) (1) was to petitioner’s detrinent.* That section contains
the requirenent that the Secretary prescribe regulations in
several broad areas, including for the

pur pose of assuring that the positions of the borrower

and | ender are consistent as to the application (or

nonapplication) of * * * [section 7872] and * * *

exenpting * * * transactions the interest arrangenents

of which have no significant effect on any Federal tax

l[tability of the |l ender or the borrower.
Sec. 7872(h)(1)(B) and (C). Petitioner contends that if fina
regul ati ons had been promul gated, it would have been to its
benefit. Petitioner, however, has not identified any particul ar
benefit that woul d have been conferred, the substance of any
regul ati ons envi sioned by petitioner, or the reason(s) for such
regul ati ons.

The Comm ssioner, during 1985 and before the tine the |oans

herein were nmade, published proposed regul ati ons. See secs.

4 Petitioner’s argunent is obscure in that no explanation is
provi ded as to how the issuance of the final regul ations would
have provided a better situation for petitioner or changed the
outcone of this case. It is nore |ikely than not that
respondent’s litigating position and regul ation(s) would have
been equivalents. Petitioner’s concern about the absence of
final regulations is also | ess conpelling where, as here, sone
gui dance was provided by the issuance of proposed regul ations.
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1.7872-1 through 1.7872-13, Proposed Incone Tax Regs., 50 Fed.
Reg. 33556-33569 (Aug. 20, 1985). The Commi ssioner also
publ i shed one tenporary regul ation. See sec. 1.7872-5T,
Tenporary I ncone Tax Regs., 50 Fed. Reg. 33521 (Aug. 20, 1985).
Petitioner contends that the proposed regul ati ons do not have the
force and effect of law and are not to be given any nore
deference than respondent’s litigating position, citing KTA-

Tator, Inc. v. Commi ssioner, supra at 102-103.

The proposed regul ations did provide taxpayers wth gui dance
as to the Conm ssioner’s section 7872 position regarding certain
aspects of the issues in this case and the broad areas Congress
mandated for |egislative regulations. W note that the proposed
and tenporary regul ati ons were published substantially in advance
of the making of the loans in question. |In that regard, the
Commi ssioner’s proposed and tenporary regul ati ons contain
exenptions fromsection 7872, de mnims rules, and
interpretations and rul es regardi ng bel ow market |oans. The
proposed and tenporary regul ations are generally unfavorable to
petitioner’s position. Accordingly, if the Comm ssioner had
converted the proposed regulations to final or permanent status,
it would not have been beneficial to petitioner or its
shar ehol der s.

Respondent has scrupul ously avoi ded reliance upon or

reference to the proposed regulations. In response to
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petitioner’s conplaint about the absence of final regulations,
respondent argues that the statute is clear and unanbi guous
concerning the issues before the Court and that there is no need
to seek interpretation or guidance fromany regulation. In
addi tion, respondent contends that the section 7872(h) areas for
whi ch regul ati ons were nmandated and which were referenced by
petitioner have no bearing on the questions before the Court.

We first consider the statutory |anguage in our search for

an answer. See United States v. Anerican Trucking Associ ations,

Inc., 310 U. S. 534, 542-543 (1940); Hospital Corp. of Am v.

Comm ssioner, 107 T.C 116, 128 (1996). |If the |anguage of the

statute is clear, we need |look no further in deciding its

meani ng. See Sullivan v. Stroop, 496 U S. 478, 482 (1990).

Petitioner’'s Controlling Sharehol der Argunent--Bel ow nmar ket

| oans between corporations and sharehol ders may cone within the
provi sion of section 7872. In particular, section 7872(c)(1)(C
makes section 7872 applicable to “Any bel ow-market |oan directly
or indirectly between a corporation and any sharehol der of such
corporation.” The loans in question were w thout interest, and,
if the other threshold requirenents are net, the | oans woul d be
subj ect to section 7872.

Petitioner’'s primary attack on respondent’s determnation is
based on the fact that each of its shareholders has | ess than a

majority or controlling interest in petitioner and that the
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entities to which petitioner made (indirect) |oans were not owned
entirely by petitioner’s shareholders. |In support of its
approach, petitioner first focuses on the statutory | anguage.
Petitioner argues that the singular use of the term “sharehol der”
in the phrase “between a corporation and any sharehol der” is
intended to reflect that attribution rules do not apply.
Respondent’ s counsel, for the record, states that there was no
reliance on the attribution rules of sections 267 and 318 in this
case. Section 7872 does not require that a corporate |oan be
made to a controlling or majority shareholder. The statutory use
of the term*“any” preceding the term “sharehol der” woul d obvi ate
the need for respondent to rely on attribution rules for
application of section 7872 in connection with a transaction with
a mnority shareholder. Petitioner’s argunment concerning the
| oans made directly to its shareholders is refuted by the plain
| anguage of the statute.

As to the “indirect” | oans, respondent’s argunent is that
petitioner’s sharehol ders are nenbers of the sane famly and that
they, along with other famly nmenbers, own the entities to which
indirect |oans were nmade. In that regard, Caud Tharp (father of
three of petitioner’s sharehol ders and father-in-law of the
fourth) is the only nonshareholder with a substantial interest in
the two entities to which the vast majority of the indirect |oans

wer e ext ended.
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Petitioner also argues that court hol di ngs addressi ng
“bel ow- mar ket | oans” fact patterns, both before and after the
enact nent of section 7872, concerned majority or controlling
sharehol ders. Petitioner concludes that these cases, therefore,
stand for the proposition that w thout control by a sharehol der
there can be no inputed interest. On that point, however,
insofar as it pertains to the loans made directly to petitioner’s
sharehol ders, the terns of section 7872(c)(1)(C) are clear; i.e.,
it applies to |l oans “between a corporation and any sharehol der”
(enphasi s added). Again, there is no anbiguity or roomfor
interpretation of the statutory |anguage regarding its
application to sharehol ders who are not controlling or majority
sharehol ders. It appears, to sone extent, that section 7872 was
enacted in response to the cases that petitioner has relied upon
and in which the Comm ssioner was generally unsuccessful in
pur sui ng bel ow mar ket | oan situations.

In addition, the pre- and post-enactnent opinions, although
t hey involve controlling sharehol der fact patterns, do not
reflect any consideration of a threshold requirenent that bel ow

mar ket | oans be nade to a majority shareholder.® Finally,

> To the contrary, the Comm ssioner was unsuccessful in the
cor poration/ sharehol der cases for reasons that had no
relationship to the nunber of shares held by the taxpayer.
Al t hough share ownership may have sone relationship to dividend
and constructive dividend situations, that aspect was not focused
upon in the line of cases referenced by petitioner.
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petitioner did not provide a reason why Congress woul d have
i ntended that the provisions of section 7872 be Ilimted to | oans
made to a majority shareholder. To the contrary, it appears that
Congress did not intend to limt the focus of section 7872 to
| oan transactions between controlled entities. Section 7872
addr esses bel ow- market | oans in several settings where there is
no ownership or control factor whatsoever; i.e., enployer/
enpl oyee and i ndependent contractor/client. The intent and
context of section 7872 is not limted to situations where there
is control between the | ender and the borrower or control over
the ultimte borrowng entity in “indirect” |oan situations.
Thi s general absence of a control requirenent is bolstered by the
speci fic | anguage of section 7872(c)(1)(C causing the statute to
apply to “any sharehol der”.

Petitioner also refers to a portion of H Conf. Rept. 98-861
(1984), 1984-3 C.B. (Vol. 2) 1 (legislative history for section
7872), in support of its position that Congress intended to limt
corporate section 7872 |loans to situations involving controlling
sharehol ders. As part of a paragraph explaining “Famly |oans
and non-fam |y demand | oans”, the House report contains the
foll ow ng statenent:

In the case of a demand |oan froma closely held

corporation to a controlling sharehol der, the transfer

woul d be treated as a distribution with respect to the

stock of the distributing corporation and be taxed to
t he sharehol der as a dividend to the extent of the
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di stributing corporation’s earnings and profits under
section 301.

H Conf. Rept. 98-861, supra at 1013, 1984-3 C.B. (Vol. 2) at
267.

Petitioner’s quotation fromthe House report is not
conpel ling because it is taken out of context and appears to be
an exanple of the application of section 7872 in a corporate
setting involving a demand note. The above-quoted House report
| anguage is not designed to limt the application of section 7872
to situations involving controlling shareholders. The reference
to “a controlling shareholder” may also relate to the
correspondi ng “dividend” nentioned |later in the quoted sentence.
More inportantly, the statutory |anguage “any sharehol der” is
clear, without limtation, and unanbi guous, and there is no need
to seek out the legislative intent in the underlying |egislative
hi story. The portion of the legislative history relied on by
petitioner is also far frombeing directly on point or probative
in support of petitioner’s position. Accordingly, we hold that
section 7872 may apply to a loan to a mgjority or a mnority
shar ehol der

Petitioner’'s Indirect Loan Argunent--W next consider

petitioner’s argunments that section 7872 should not apply to the
“indirect loan” situations. Petitioner declares that 7 of the 10
| oans in question were “indirect” (not nmade directly to

shar ehol ders) and do not conme within the purview of section 7872.
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More particularly, petitioner contends that the “indirect |oans”
were made by petitioner to partnerships or entities in which none
of petitioner’s shareholders individually held a controlling
interest. Finally, petitioner points out that sone of the
partners or owners of the entities that received | oans were not
shar ehol ders of petitioner.

The specific concern raised by petitioner’s argunents
focuses upon petitioner’s shareholders’ partial interest in the
entity that receives the benefit of the bel ow nmarket |oan and in
the receiving entity. Although the borrowing entity receives the
full benefit of the indirect |oan, petitioner’s sharehol der(s)
are each only partially benefited by the | oan because of their
| ess than conpl ete ownership of the borrowng entity. An adjunct
guestion concerns the treatnent of a nonsharehol der of petitioner
who may be benefited because of his ownership interest in the
borrowi ng entity.

The statute includes “Any bel ow market |oan directly or
indirectly between a corporation and any sharehol der of such
corporation.” Sec. 7872(c)(1)(C. Indirect |oans are
i ncl udabl e, but the statute does not specifically address the
possibility that indirect loans may ultimately benefit a person
or entity other than a sharehol der or that the sharehol der may
ultimately receive | ess benefit than the full amount lent. The

proposed regul ati ons general ly address indirect |oans by
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[restructuring then] as two or nore successive bel ow
mar ket | oans (“deened |loans”) * * * as foll ows:

(1) A deened bel ow market | oan nmade by the naned

| ender to the indirect participant [e.g., a sharehol der

of the lender]; and
(1i) A deened bel ow market | oan made by the

indirect participant to the borrower [third party or

nonshar ehol der] .

Sec. 1.7872-4(g)(1)(i) and (ii), Proposed Incone Tax Regs., 50
Fed. Reg. 33561 (Aug. 20, 1985). \Were one corporation nmakes a
| oan to anot her under common control, the proposed regul ati ons
restructure it as a loan fromthe | ending corporation to its
parent followed by a loan fromthe parent to the borrow ng
entity. Thus the proposed regulations treat the entire | oan as
being made first to the sharehol der(s) of the | ender.

The proposed regul ati ons do not directly address the
questions, raised by petitioner, concerning whether a
nonshar ehol der woul d be subject to section 7872 under the facts
before us or how the nonsharehol der would be treated in
connection wth any benefit received fromthe recei pt of a bel ow

mar ket | oan by the borrowing entity.® Al though those questions

are rai sed and argued by petitioner, we do not have before us

6 The remmi nder of the proposed regul ati ons concerni ng
i ndirect | oans contains sonme exanples and focuses on the
follow ng situations: (1) Applying sec. 7872 separately to each
deened | oan, and (2) dealing with circunstances where
intermediaries are used to “avoid the application of section
7872(c)(1) (A, (B), or (O". Sec. 1.7872-49g(2), Proposed |Incone
Tax Regs., 50 Fed. Reg. 35561 (Aug. 20, 1985).
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guestions about how t he sharehol ders or nonsharehol ders are
individually taxed. Here, we have jurisdiction solely over
whet her petitioner, a corporation, is subject to section 7872 and
whet her inputed interest arises fromthe interest-free loans it
made to its shareholders and the related entities.

Petitioner, however, is contending that distortion is caused
by the application of section 7872 to situations where a
corporation nmakes loans to an entity in which both sharehol ders
and nonsharehol ders of the | ending corporation have ownership
interests. Petitioner explains that O aud Tharp, who owned no
shares in the | ending corporation (petitioner), did own 20
percent of the Tharp Farnms Partnership and 25 percent of Tharp
Enterprises Partnership, entities that received nost of the
proceeds of the indirect bel ownarket |oans. Petitioner’s
argunment contains the inplication that respondent woul d be unabl e
to make dividend incone adjustnents to all participants in the
entity to which indirect |oans are made. Petitioner theorizes
that respondent’s alleged inability should preclude respondent
fromdeterm ning that the | ending corporation had incone
attributable to the bel ow-market interest. Petitioner’s position
i's somewhat myopi c because section 7872 is not limted to
transacti ons between corporations and shareholders. It may
result in belownmarket |oans being treated in part as gifts,

di vidends, contributions of capital, paynments of conpensation, or
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sone ot her type of paynent, depending on the substance of the
transaction. Accordingly, there would be no lack of continuity
where an indirect bel ownmarket |oan was made by a corporation to
an entity that was owned by the | ender’s sharehol ders and
nonshar ehol ders of the borrow ng corporation.

In that same vein, respondent contends that there is no
statutory prerequisite that a corresponding or correlative
adj ustnent be nmade to the tax of a hypothetical borrower before
maki ng an adjustnent to the tax of the lender. Al though
respondent states that he is able to determ ne an adjustnment with
respect to petitioner’s sharehol ders, he contends that his
failure to do so would not necessarily preclude a determ nation
Wi th respect to petitioner’s taxes. |In support of this

contention, respondent relies on an explanation in KTA-Tator,

Inc. v. Conmi ssioner, 108 T.C. at 106-107, that dividend incone

determ ned by the Comm ssioner nay be offset by the shareholder’s
i nterest deductions, but the |ending corporation wuld not be
entitled to a correspondi ng deduction attributable to the deened
di vidend distribution against its inputed interest incone.

Al t hough the hol ding of KTA-Tator, Inc. has no direct bearing on

the questions involving “indirect” |oans, the discussion in that
case illustrates that one party to a bel ownarket |oan nay end up
with atax liability, and the other may incur no net tax effect.

That, however, does not specifically focus on the question of
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what is nmeant by “consi stency” between the | ender and the
borrower .

In section 7872(h)(1)(B), the Secretary was mandated to
prescri be “regul ations for the purpose of assuring that the
positions of the borrower and | ender are consistent as to the
application (or nonapplication) of this section”. W do not read
that | anguage as requiring regulations that provide for
correlative or nunerically correspondi ng adj ustnents between a
| ender and a borrower. W understand that |anguage to call for
regul ations that ensure that both parties to the transaction
woul d or woul d not be subject to the effect of section 7872. So,
for exanple, if it were determ ned that an enpl oyer nade a bel ow
mar ket | oan to a nonsharehol der enpl oyee under section 7872, to
be consistent, the Comm ssioner would be required to consistently
treat both the enployee and the enpl oyer as subject to the
provi sions of section 7872. Treating them consistently may
require the Comm ssioner to permt appropriate deductions to a
party to a | oan transaction as though the interest had actually
been paid. [If, however, the Conm ssioner was barred from
treating one of the parties to the |oan consistently because of

the expiration of the period for assessnent, that would not
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precl ude the determ nation of appropriate incone or deductions
for a taxpayer whose period for assessnent remai ned open.’

Petitioner’s argunent al so raises the adjunct question of
whet her respondent’s inability to make adjustnents to
nonshar ehol ders of the borrow ng entities has any effect on the
application of section 7872. Wth respect to these questions,
the statutory | anguage appl ying section 7872 directly or

indirectly to loans or to any sharehol der does appear to answer

guestions of whether the statute applies to indirect |oans
i nvol vi ng nonshareholders. This is a situation where the
i ssuance of final regulations m ght have been hel pful to address
the tax effect of the bel ow market | oans on the recipients, but
the taxability with respect to the lender is adequately set out
in the statute.

Because section 7872 is to be applied to a | oan nade
“directly or indirectly” between a corporation and any
shar ehol der of the corporation, we find the ordering approach
used in the proposed regulations to be an effective way to

address the i ssue we consider here. Under the proposed

" The record does not reveal whether respondent nade
“consistent” or any determinations wth respect to sharehol ders
or nonsharehol ders or whether respondent is currently limted in
his ability to do so. Petitioner nerely argues, in the abstract,
t hat respondent should not be permtted to nmake the determ nation
in this case w thout making one for the sharehol ders or perhaps
others. |If respondent has not already done so, we do not believe
that petitioner’s shareholders are inviting respondent to make
deficiency determ nati ons agai nst them under sec. 7872.
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regul ations, indirect loans are treated as fromthe |l ender to the
indirect participant and then to the borrower.® That is one
| ogical nmethod to determ ne the effect of the bel ow narket | oans
on all the participants and to treat direct and indirect |oans
simlarly. In this setting, the |oans are being nmade by a
fam|y-owned corporation indirectly to sharehol ders through
fam|ly-owned entities. The ability to make such | oans depends on
petitioner’s sharehol der(s), and so the whole anount of the |oan
is first attributable to the shareholders’ relationship with the
| ender. After that point, the flow fromthe |ender’s
sharehol ders to others, whether partners, nonsharehol ders, or
sone ot her relationship, would be subject to section 7872 only if
that transaction canme within the statutory anbit. The effect and
handl i ng of any separately hypot hecated | oans after those
considered to the |l ender’s sharehol ders present a nore conpl ex
question that woul d be better addressed in regulations and is one
we need not address here.

We recogni ze that there could be sone questions about the
anount of any dividend to the shareholder(s) in an indirect |oan

situation, especially where the borrowing entity does not

8 The proposed regul ation restructures indirect loans into
separate loans as follows: “(i) A deened bel ow market | oan nmade
by the naned | ender to the indirect participant; and (ii) A
deened bel ow market | oan nade by the indirect participant to the
borrower.” Sec. 1.7872-4(g)(1)(i) and (ii), Proposed |Incone Tax
Regs., 50 Fed. Reg. 35561 (Aug. 20, 1985).
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conprise solely shareholders. W need not answer those questions
in this setting, however, because we are able to deal with the
entire loan fromthe corporation to the shareholder within the
statutory framework and w thout reference to any regulation. To
the extent that Tharp famly nmenbers who were not sharehol ders
recei ved sone benefit fromthe bel ow nmarket |oans, they did so
only because the | ender’s sharehol ders (who were also Tharp
famly nmenbers) made the decision or choice that they so benefit.
Al so, because of our holding on the ordering of the indirect
| oans, any benefit received by nonsharehol ders woul d have been
received frompetitioner’s sharehol ders.

Parts of section 7872 (other than the one addressing
corporations and sharehol ders) concern bel ow market | oans in
several types of situations. None of the various section 7872
appl i cations addressi ng bel ow market | oans require that each
dollar I ent benefit the intended borrower directly or fully. W
know this because the statute applies to indirect |oans, and, by
definition, such |oans can be to a person or entity other than
t he sharehol der or corporation referenced in section
7872(¢) (1) (0.

Respondent, on brief, argues that “the interest-free demand

| oans were made by petitioner to the borrowing entities solely to
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confer an econom c benefit * * * to petitioner’s sharehol ders,
who al so owned and controlled the borrowing entities.”?®

We agree with respondent that the circunstances in this case
are such as Congress intended would trigger the lender’s
recognition of forgone interest under section 7872(c)(1) (0O
Petitioner would have us focus on the fact that no sharehol der of
petitioner individually held a majority of petitioner’s stock
and, as to indirect |oans, that persons who were not sharehol ders
of petitioner owned interests in the entities that received the
bel ow mar ket | oans. Petitioner’s focus, however, overlooks the
fact that all of the sharehol ders of petitioner were part of the
sane famly and, of necessity, collectively agreed to nmake or
permt the making of bel ow market |oans both directly to
t hemsel ves and indirectly to their famly-controlled entities.
In the same vein, the “indirect borrowing entities” were
excl usi vely conposed of famly nenbers, including petitioner’s
sharehol ders and in sone instances the shareholders’ father or
chi | dren.

The bel ow mar ket | oans were being nade within a tightly

control |l ed congloneration of Tharp famly nmenbers and entities

° Respondent does not rely on the attribution provisions of
sec. 267 or 318 for his interpretation of the |anguage of sec.
7872. Respondent does, however, ask us to focus on the fact that
petitioner and the entities to which it nade | oans were all owned
and controll ed by persons having a close famly relationship. No
ownership interest in any of those entities was held by an
i ndi vi dual outside of the famly.
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for the benefit of Tharp famly nenbers, nost of whom were
sharehol ders of petitioner. This is the type of situation that
section 7872 was intended to address. In the setting of this
case, if there had been significant ownership of the borrow ng
entities by anyone who did not belong to the Tharp famly, we do
not think it likely that interest-free loans to those entities
woul d have been made by petitioner. In view of the foregoing, we
hold that the direct and indirect | oans nade by petitioner cone
within the provisions of section 7872(c)(1)(C and that interest
shoul d be inputed to petitioner.

That does not end our inquiry, however, because respondent,
in the notice of deficiency, conputed the amount of interest to
be inputed to petitioner on the basis of the | oans outstanding
during each of petitioner’s taxable years. For tax purposes,
petitioner used a fiscal year ending on August 31. Petitioner,
however, argues that section 7872 requires an interest
conput ati on based on a cal endar year. Section 7872(a)(2)
provi des t hat

Except as otherw se provided in regul ati ons prescri bed

by the Secretary, any foregone interest attributable to

periods during any cal endar year shall be treated as

transferred (and retransferred) under paragraph (1) on

the | ast day of such cal endar year.

The Comm ssioner did not publish any final or tenporary

regul ations that vary fromthe rule stated in section 7872(a)(2).



- 27 -

The total anpbunts of inputed interest determ ned by
respondent for petitioner’s 1994 and 1995 fiscal years were
$48, 959 and $49, 836, respectively. In his reply brief,
respondent provides a second conputation of inputed interest for
the 1994 and 1995 cal endar years in the aggregate anmounts
(including interest on both direct and indirect |oans) of $19,476
and $59, 832, respectively. |In that regard, respondent concedes
in his reply brief that “Forgone interest is treated as
transferred by the borrower to the lender as interest on the |ast
day of the calendar year. |1.R C § 7872(a)(2)”.

Accordi ngly, respondent concedes that his notice
determ nation anounts were not correctly conputed. The proposed
corrected conputations result in a substantially reduced interest
amount for petitioner’s 1994 tax year from $48,959 to $19, 476 and
an increased interest anount for petitioner’s 1995 tax year from

$49,836 to $59,832. Wth respect to respondent’s concessi ons,
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whi ch we accept, we | eave the parties to conpute the revised
deficiencies, if any, under Rule 155.1°

To reflect the foregoing,

Deci sion will be entered under

Rul e 155.

10 To the extent that respondent’s revised 1995 conputation
of interest is greater than the amount determned in the notice
of deficiency, respondent is [imted by the anount of corporate
income tax deficiency determned in the notice because of the
timng of the concession (by nmeans of reply brief) and because
respondent has not sought to amend his answer and to assert an
i ncreased deficiency under sec. 6214.



Rountree Cotton
Co., Inc.

Buena Vi sta
Part nership

Dona Ana Land
Cor p.

Tharp Famly
Part nership

Tharp Farns
Part nership

Tharp Enters.
Part nership

1 Craig Tharp
2 Each of the follow ng persons owned 10 percent:
(the children of WIIliam Tharp);
Keith, Stanley Keith,

and M chael
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APPENDI X
Summary of Omership Interests

Omership Interests in Rountree Cotton Co., Inc.

WIlliam Tharp Charl es Tharp Cl audi a Keith Estate of d enda Tharp

16. 8% 33. 5% 33. 0% 16. 7%
Omership Interests in Gher Entities
Estate of

Wlliam Tharp Charles Tharp Cdaudia Keith daud Tharp denda Tharp O hers
— 50% — — — 150%
14. 5% 29 9% 33% 14. 5% —-
10.0 10 10 —- —- 270
30.0 30 20 20 - - --
12. 5 25 25 25 12. 5 - -

the son of Charles Tharp.

WIlliam “d enn” Tharp and John Tharp
Craig Tharp and Laura Kendrick (the children of Charles Tharp);
and Mchelle Gardette (the children of O audia Keith).



