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Addison International, Inc. v. Commissioner, 90 T. C. 1207 (1988)

A taxpayer’s reliance on a government handbook can protect against retroactive
application of regulations, and a disqualified DISC is taxed as a separate entity on its
current income.

Summary

Addison International,  Inc.  (AI)  was a  Domestic  International  Sales  Corporation
(DISC) that failed to receive commission payments within the 60-day period required
by regulations. The court held that AI could not be disqualified as a DISC for 1976
due  to  its  reliance  on  the  Treasury  Department’s  handbook,  which  promised
prospective application of  regulatory changes.  However,  AI  was disqualified for
1977, and its current income for that year was taxable to AI itself, not its parent
company, Addison Products Co. (APC). This decision highlights the significance of
taxpayer reliance on government publications and the tax treatment of disqualified
DISCs.

Facts

Addison  International,  Inc.  (AI)  was  incorporated  in  1973  as  a  wholly  owned
subsidiary of Addison Products Co. (APC) to take advantage of DISC tax benefits. AI
followed the Treasury Department’s “DISC-Handbook for Exporters” (the handbook),
which  did  not  mention  a  60-day  payment  rule  for  commissions  from  related
suppliers. APC paid AI’s commissions for 1976 on October 19, 1977, and for 1977 on
March 21, 1978, both well after the 60-day period required by regulations finalized
in 1976 and 1977. AI had no employees, assets, or business activities beyond those
necessary to maintain DISC status.

Procedural History

The Commissioner issued a notice of deficiency to AI for tax years 1976 and 1977,
asserting that AI failed to qualify as a DISC due to late commission payments. AI
petitioned the Tax Court, arguing that the regulations should not be retroactively
applied and that any income should be taxed to APC. The Tax Court held in favor of
AI for 1976 but against AI for 1977, with dissenting opinions on both issues.

Issue(s)

1. Whether the regulations requiring commission payments within 60 days could be
retroactively applied to AI for tax years 1976 and 1977?
2. Whether AI, as a disqualified DISC, is the proper taxpayer for its current income
for tax year 1977?

Holding

1. No, because AI relied on the handbook’s promise of prospective application of
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regulatory changes, the regulations could not be retroactively applied for tax year
1976.  Yes,  because  by  1977  the  regulations  were  fully  promulgated,  and  AI’s
payment was late, the regulations were properly applied for tax year 1977.
2. Yes, because legislative history indicates that a disqualified DISC is taxed as a
separate entity on its  current income, AI was the proper taxpayer for its  1977
income.

Court’s Reasoning

The court reasoned that AI’s reliance on the handbook’s promise of prospective
application was justified, protecting it from retroactive application of the 60-day
payment rule for 1976. The court distinguished between the tax years, noting that
by 1977, the regulations were final, and AI should have complied. On the second
issue,  the court  relied on legislative history indicating that  a  disqualified DISC
should be taxed as a separate entity on its current income, not its parent. The court
rejected  AI’s  argument  that  it  lacked  substance,  emphasizing  that  Congress
intended  DISCs  to  be  respected  as  corporations  for  tax  purposes.  Dissenting
opinions argued that the regulations should be retroactively applied and that AI, as a
mere conduit, should not be taxed on income it did not earn.

Practical Implications

This  case  underscores  the  importance  of  taxpayer  reliance  on  government
publications  and  the  need  for  clear  communication  from  the  IRS  regarding
regulatory changes.  Practitioners must be aware that reliance on handbooks or
similar documents may protect against retroactive application of new regulations.
The decision also clarifies that a disqualified DISC is taxed as a separate entity on its
current income, impacting how similar cases are analyzed. This ruling may affect
business planning for companies using DISCs, as they must ensure compliance with
all  regulations  to  maintain  tax  benefits.  Subsequent  cases  have  cited  Addison
International  to  support  arguments about taxpayer reliance and the taxation of
disqualified DISCs.


