2T.C. 738 (1943)

A domestic corporation receiving dividends from a foreign subsidiary must calculate
its foreign tax credit limitation under Section 131(b) of the Internal Revenue Code,
which requires reducing the dividends by a ratable portion of the corporation’s
expenses and deductions.

Summary

South Porto Rico Sugar Company, a domestic holding company, sought a foreign tax
credit for taxes paid by its Puerto Rican subsidiary. The IRS limited the credit,
reducing the dividends received by a proportion of the holding company’s expenses.
The Tax Court addressed whether the credit limitation should be based solely on the
dividend amount or the dividend amount less allocable expenses, ultimately holding
that Section 131(b) dictates the limitation, requiring a reduction of dividends by a
ratable share of the holding company’s expenses and deductions, as the company’s
expenses were not specifically allocable to any particular income source.

Facts

South Porto Rico Sugar Company (petitioner) was a New Jersey holding company
owning the majority of the stock of South Porto Rico Sugar Co. (Puerto Rico Co.), a
Puerto Rican corporation. The petitioner’s income consisted solely of dividends from
its subsidiaries and tax-exempt interest from government securities. The Puerto Rico
Co. paid income taxes to Puerto Rico. The petitioner claimed a credit on its U.S.
income tax returns for the Puerto Rican taxes paid by its subsidiary, based on the
dividends received.

Procedural History

The IRS determined deficiencies in the petitioner’s income taxes for 1939 and 1940.
The IRS reduced the amount of the foreign tax credit claimed by the petitioner,
leading to an increase in its tax liability. The petitioner paid the increased taxes and
subsequently filed claims for overpayment, which were denied. The Tax Court
reviewed the IRS’s determination.

Issue(s)

1. Whether the limitation on the foreign tax credit for taxes deemed paid by a
domestic corporation due to dividends received from a foreign subsidiary is
determined by Section 131(f) or Section 131(b) of the Internal Revenue Code.

2. If Section 131(b) applies, whether the amount of dividends received can be
reduced by a portion of the domestic corporation’s expenses and deductions in
calculating the foreign tax credit limitation.

3. Whether the IRS erred in allocating a portion of the New Jersey state franchise
tax, personal property taxes, salaries, and office rent to income from Puerto
Rican sources.
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Holding

1. Yes, because the limitation on the foreign tax credit is determined by the
application of Section 131(b) of the Internal Revenue Code. Section 131(f)
merely allows the domestic corporation to “deemed to have paid” the foreign
taxes.

2. Yes, because Section 131(b)(1) requires that the dividends be reduced by a
ratable part of the petitioner’s expenses and deductions.

3. No, because the petitioner’s expenses and deductions were not specifically
allocable to any specific income, making it proper for the IRS to reduce the
dividends by a ratable proportion of all the petitioner’s expenses and
deductions.

Court’s Reasoning

The court reasoned that Section 131(a) allows a credit for foreign taxes, but since a
domestic parent doesn’t directly pay the foreign taxes of its subsidiary, Section
131(f) deems the parent to have paid a portion of the subsidiary’s taxes. This brings
the payment within the scope of Section 131(a). Section 131(b) then provides the
limitation on the credit allowed by Section 131(a)(1). The numerator of the limiting
fraction is the “net income from sources within” the foreign country. The court cited
International Standard Electric Corporation, 1 T.C. 1153, stating that net income
must be calculated consistently, accounting for all deductions. The court found that
since the holding company’s expenses were not specifically allocable to domestic
sources, the IRS was correct in reducing the dividends by a ratable part of all the
company’s expenses, in accordance with Section 119(d) of the Internal Revenue
Code, which allows for a ratable apportionment of deductions that cannot be
definitely allocated.

Practical Implications

This case clarifies that domestic corporations claiming foreign tax credits based on
dividends from foreign subsidiaries must carefully calculate the credit limitation
under Section 131(b). It establishes that “net income” from foreign sources is not
simply the gross dividend amount but must be reduced by a proportionate share of
the parent company’s expenses and deductions, especially when those expenses
cannot be directly linked to a specific income source. This impacts how
multinational corporations structure their holdings and allocate expenses to
maximize their foreign tax credit. Later cases may distinguish this ruling based on
factual differences in expense allocation, demonstrating that careful documentation
of expense allocation is critical.
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