Foley Machinery Co. v. Commissioner, 91 T. C. 434 (1988)

Distributions from a disqualified DISC to its shareholder are taxable as actual
distributions to the extent they exceed previously taxed income.

Summary

Foley Machinery Co. (Foley) paid commissions to its subsidiary, Foley Equipment
Co. (Equipment), mistakenly believing it qualified as a Domestic International Sales
Corporation (DISC). After Equipment’s disqualification, Foley received distributions
which it sought to recharacterize as commission repayments. The Tax Court held
these were actual distributions taxable to Foley to the extent they exceeded
previously taxed income. The ruling underscores that transactions must be taxed
according to their structure at the time of execution, regardless of subsequent
changes in circumstances or intent.

Facts

Foley Machinery Co. formed Foley Equipment Co. (Equipment) as a wholly owned
subsidiary to act as a commission agent for its foreign sales. Equipment elected to
be treated as a DISC but lost its qualification after the fiscal year ending November
30, 1980, due to non-compliance with producer’s loan regulations. Unaware of the
disqualification, Foley continued paying commissions to Equipment in 1981 and
1982, which Equipment then distributed back to Foley as actual distributions. These
distributions were calculated based on the assumption that Equipment remained a
qualified DISC.

Procedural History

The IRS determined deficiencies in Foley’s Federal income tax for 1981 and 1982,
treating Equipment’s distributions as taxable dividends to the extent they exceeded
previously taxed income. Foley petitioned the U. S. Tax Court, seeking to
recharacterize the distributions as non-taxable repayments of commissions. The Tax
Court ruled in favor of the Commissioner, holding that the distributions were actual
distributions taxable to Foley.

Issue(s)

1. Whether the distributions Foley received from Equipment in 1981 and 1982
should be treated as actual distributions, taxable to Foley to the extent they exceed
previously taxed income?

2. Whether Foley may recharacterize the distributions it received from Equipment
as repayments of commissions pursuant to section 1. 994-1(e)(5) of the Income Tax
Regulations?

Holding
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1. Yes, because the distributions were intended as actual distributions at the time
they were made, and Foley must accept the tax consequences of the transactions as
structured.

2. No, because the relief provision under section 1. 994-1(e)(5) of the Income Tax
Regulations is not applicable to distributions from a disqualified DISC.

Court’s Reasoning

The Tax Court applied the principle that the tax consequences of a transaction are
determined based on its structure at the time of execution. Despite Foley’s mistake
in believing Equipment was a qualified DISC, the court found that the distributions
were intended as actual distributions from earnings and profits. The court cited
Paula Construction Co. v. Commissioner and Joyce v. Commissioner to support the
notion that subsequent recharacterization based on a mistake of fact is not
permissible. Regarding the relief provision under section 1. 994-1(e)(5), the court
ruled that it did not apply to a disqualified DISC, as the provision is intended for
qualified DISCs and related parties. The court also noted the absence of legislative
guidance indicating the provision’s applicability to disqualified DISCs.

Practical Implications

This decision underscores the importance of correctly determining DISC
qualification status and the tax consequences of transactions based on their
structure at the time of execution. Practitioners should ensure that clients maintain
accurate records and monitor compliance with DISC requirements to avoid
unintended tax liabilities. The ruling also affects how similar cases should be
analyzed, emphasizing that distributions from a disqualified DISC are taxable as
actual distributions to the extent they exceed previously taxed income. This case has
been referenced in subsequent tax law discussions, reinforcing the principle that
taxpayers must accept the tax consequences of their transactions as structured.
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