American Air Filter Co. v. Commissioner, 81 T. C. 709 (1983)

Substantial compliance with procedural requirements can suffice for a valid election
under IRC Section 963, allowing a U. S. shareholder to exclude subpart F income of
controlled foreign corporations when minimum distributions are received.

Summary

American Air Filter Co. (AAF) sought to exclude subpart F income from its Swiss and
Netherlands Antilles subsidiaries for 1974 under IRC Section 963 by receiving
minimum distributions. Despite failing to file the required election statement with its
tax return, AAF’s actions indicated an intent to elect, and it was held to have
substantially complied with the election requirements. However, the court ruled that
the late payment of a distribution did not qualify as a minimum distribution for 1974
but could count towards a 1975 deficiency distribution. AAF’s Netherlands Antilles
subsidiary was allowed a foreign currency conversion loss, and AAF was permitted
to modify its group election for 1975 and 1976 to use the chain method due to
unforeseen changes in foreign tax liabilities.

Facts

AAF, a U. S. corporation, intended to exclude subpart F income from its wholly
owned subsidiaries AAF-International, S. A. (Int) and AAF-International Finance, N.
V. (Intfin) for 1974 by electing under IRC Section 963. AAF believed it had filed the
required election statement but failed to do so due to a clerical error. AAF included
distributions from Int and Intfin on its 1974 return as minimum distributions. Int
declared a dividend on March 17, 1975, but did not pay it until April 14, 1975, past
the 180-day distribution period. Intfin converted a Swiss franc loan to U. S. dollars
in 1974, incurring a foreign exchange loss. For 1975 and 1976, AAF elected the
group method for minimum distributions but sought to modify to the chain method
after a change in foreign tax liabilities.

Procedural History

The Commissioner determined deficiencies in AAF’s federal income taxes for 1974,
1977, and 1978, including Int and Intfin’s subpart F income for 1974 and disallowing
the 1974 distribution from Int as a minimum distribution. AAF petitioned the U. S.
Tax Court, which found AAF had substantially complied with the Section 963
election requirements for 1974 despite the missing election statement. The court
also addressed issues related to the timing of Int’s distribution, Intfin’s foreign
currency conversion, and AAF’s election modifications for 1975 and 1976.

Issue(s)

1. Whether AAF effectively elected to receive minimum distributions from Int and
Intfin for 1974 under IRC Section 963.
2. Whether AAF effectively elected the 180-day distribution period for 1974.
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3. Whether the distribution AAF received from Int on April 14, 1975, was made
within the 180-day distribution period for 1974.

4. Whether Intfin realized a loss in 1974 upon conversion of a liability payable in
foreign currency into U. S. dollars.

5. Whether AAF could receive a deficiency distribution for 1974 due to reasonable
cause.

6. Whether AAF could modify its group election for 1975 and 1976 to receive
deficiency distributions on a chain basis due to reasonable cause.

Holding

1. Yes, because AAF substantially complied with the procedural requirements for
electing Section 963, despite not filing the required statement.

2. Yes, because AAF’s actions indicated an implicit election of the 180-day period,
and the Commissioner was not prejudiced by the lack of an express statement.

3. No, because the distribution was not paid within the 180-day period, but it could
be applied toward Int’s deficiency distribution for 1975.

4. Yes, because Intfin’s conversion of the loan fixed the amount of the loss and
ended its foreign exchange risk.

5. No, because AAF failed to show reasonable cause for the late payment of the 1974
distribution from Int.

6. Yes, because AAF could not reasonably anticipate the forgiveness of its
subsidiary’s deferred British tax liabilities, justifying modification of its election
method.

Court’s Reasoning

The court found that AAF’s intent to elect Section 963 was clear from its actions,
and its failure to file the election statement was a clerical error, not affecting the
substance of the election. The court applied the substantial compliance doctrine,
noting that AAF’s actions satisfied the essential purpose of Section 963, and the
Commissioner was not prejudiced by the missing statement. For the 180-day period,
AAF’s consistent practice and the Commissioner’s prior acquiescence supported an
implicit election. The court rejected AAF’s constructive distribution argument,
requiring actual payment within the distribution period. Intfin’s conversion of the
loan was deemed to close the foreign exchange transaction, allowing a loss
deduction. The court found no reasonable cause for the late 1974 distribution from
Int but allowed modification of the 1975 and 1976 elections due to unforeseen
changes in foreign tax liabilities, applying a reasonable cause standard from the
regulations.

Practical Implications

This decision emphasizes the importance of intent and action over strict procedural
compliance in making elections under tax statutes. Taxpayers should ensure timely
and correct filings to avoid disputes, but may still benefit from substantial
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compliance if clerical errors occur. The ruling clarifies that actual payment within
the distribution period is required for minimum distributions under Section 963,
impacting how corporations manage their foreign subsidiaries’ dividend payments.
The case also provides guidance on foreign currency transactions, affirming that
conversion of a liability can fix a loss for tax purposes. Finally, it underscores the
flexibility of election methods under Section 963, allowing modifications based on
unforeseen changes in circumstances, which can influence tax planning strategies
for multinational corporations.
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