Shared Pockets
Often Equal Tax
Trouble

by Mark E. Battershy
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ncorporated, but closely-held pressure cleaning or equip-
ment businesses and their owners/shareholders routi nelyband
legallybadvance money to each other. This can be in cash or take
the form of paying each other's debts or obligation s. Frequently,
both advances and repayments occur at the same time at least for
tax purposes.

All-too-often, the business, the shareholder, and their tax advi-
sors ignore not only these same-time transactions @ cross-loans but
also ignore the more routine shuffling of cash betw een a pressure
cleaning business and its shareholder/owner. Unfort unately, the
ever-vigilant Internal Revenue Service rarely does.

Prior to enactment of the lowerband temporarybtax r ates
for dividends, the IRS often cracked down on incorp orated busi-
nesses, demanding that a portion of the operation's profits be
distributed as dividends rather than as compensatio n. Excessive
compensation, in the IRS's eyes at least, indicatedthat the
owner/shareholder was attempting to avoid the doubl e-tax due
on dividend incomebonce at the corporate level and taxed again
as the personal income of the recipient.

Today, however, the IRS appears to be focusing itsattention on
the tax consequences of those so-called @related-pey® transactions,
especially @cross-loans® and other 2below-market® | oans between
a corporation and any of its shareholders.

My Pocket, the Business's Pocket: Not the Same

Generally, when a shareholder advances money to thecorpora-
tion he or she controls, it is considered to be a ontribution to cap-
ital with no tax consequences. Many of these transkrs, as well as loans
between a shareholder and his or her incorporated pressure clean-
ing business should, however, call for interest pay ments. Interest pay-
ments that are deductible by the borrower and must be reported as
income by the lender. A low or non-existent rate of interest on the
transaction means, of course, that one party has asmaller tax bill.



Since a pressure cleaning or equip-
ment business troubled enough to
require an infusion of cash from its
shareholders is unlikely to need
another tax deduction, interest pay-
ments are often ignored or stated at
a very low rate. In any transaction
between ‘related' parties: family
members, a partner and his or her
partnership, and a business owner
and his or her incorporated busi-
ness, it will be labeled as a ‘related-
party' transaction. Unless that trans-
action qualifies as 2arm's length,° the
IRS has the power to recharacterize
it. That means interest income, at a
rate that the IRS deems fair, paid
retroactively to the lender and cred-
ited to the borrower. These retroac-
tive hits on the lender can result in
a substantial tax bill.

What Tangled Webs. . .

There are tax consequences for all
so-called 2below-market® loans
between a corporation and any of its
shareholdersbeven in those situa-
tions where both advances and
repayments occur at the same time.
Consider a situation revealed in a
recent, non-binding decision by the
U.S. Tax Court involving the cross-
loans between ATV, an incorporat-
ed business in another field with
substantial gross sales and its
owner/shareholder.

The business was founded by
Paul Revere who owned 45 percent
of the business. During 1997, ATV
and Paul Revere had open account
indebtedness running back and
forth between them, with no pro-
visions for interest. At all times
during 1997, Revere's debt to ATV
exceeded its debt to him.

aAdvances® to him were the result
of personal items he purchased with
his corporate credit card and child
support payments made on his
behalf by the corporation. Revere
owned the ATV headquarters build-
ing, and the main 2advance® from
him to the corporation consisted of
the monthly rent on that space, net
of mortgage payments made by
ATV on his behalf.
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Congress created some rather eso-
teric concepts in attempting to elim-
inate the tax-avoidance problems
inherent in below-market interest
situations. One 1984 law change was
the addition of Section 7872 to the tax
law to deal with gift loans, demand
loans, and other below-market loans.
Section 7872 2Below Market Rate
Loans® did more than merely impute
interest; it also provided a frame-
work for doing something else with
the foregone interest in corporate
loans to shareholders.

As explained by a Tax Court judge,
under Section 7872, 2the foregone
interest on a loan by a corporation to
its shareholders is treated as a dis-
tribution to the shareholder and
generally taxed as a dividend. The
foregone interest on a loan by a
shareholder to a corporation is treat-
ed as a capital contribution. If the
imputed interest is calculated gross,
in other words, then the adverse cur-
rent income tax consequences to the
shareholder under Section 7872 get
maximized.

Related, but on Different Pages

When different methods of
accounting are used by related tax-
payers, accrued interest and expens-
es owed to a related taxpayer may not
be deducted until the time that the
interest or expense payment is includ-
able in the gross income of the cash-
basis payee. Thus, an accrual-basis
payor is placed on the cash basis for
the purpose of deducting business ex-
penses and interest owed to a relat-
ed cash-basis taxpayer. The deduction
is deferred until the cash-basis payee
takes the item into income.

The related taxpayers covered by
this rule include certain family mem-
bers, members of a controlled group
of corporations, controlling share-
holders, and controlled corporations,
as well as owners of pass-through
entities, such as a partnership and
its partners or an S corporation and
its shareholders.

A personal services corporation
may not deduct payments made to
owner-employees before the tax year
in which such person must include the

payment in his or her gross income.
For this purpose, a personal service
corporation and any employee/share-
holder are considered related.
The Price of Ignoring Related-party
Transactions

Loans between a pressure clean-
ing business and its owner/share-
holder that are ignored or that carry
little or no interest are generally
‘recharacterized' as arm's length
transactions by the IRS. That's right,
the IRS has the power to retroactively
treat the transaction as an arm's
length transaction in which the
lender is treated as having made a
loan to the business bearing the
stated federal rate of interest.

When it occurs, the related-party
transaction is deemed to be a trans-
fer in the form of a gift, dividend, con-
tribution to capital, compensation, or
other manner of payment (depend-
ing upon the nature of the loans)
from the lender to the borrower
which, in turn, is retransferred by the
borrower to the lender to satisfy the
accruing interest.
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