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Advance Machine Co. & Advance International, Inc. v. Commissioner, 93 T.
C. 384 (1989)

Unrestricted intercompany payments cannot be treated as qualified export assets for
DISC qualification purposes without a direct link to specific inventory or orders.

Summary

In Advance Machine Co. & Advance International, Inc. v. Commissioner, the Tax
Court ruled that the balance in an intercompany clearing account between a parent
company and its DISC subsidiary could not be treated as a qualified export asset.
The case  centered on whether  the  account’s  debit  balance,  representing funds
transferred to the parent, constituted payment for export inventory. The court held
that without a direct link to specific inventory or orders, such payments did not meet
the statutory definition of qualified export assets. This decision underscores the
importance of tracing funds to specific export activities to maintain DISC status,
impacting how companies structure their intercompany transactions to comply with
tax regulations.

Facts

Advance  Machine  Co.  (Machine)  owned  100%  of  Advance  International,  Inc.
(International), a Domestic International Sales Corporation (DISC) responsible for
selling Machine’s export products. During the fiscal years in question (1980 and
1981),  International  transferred  funds  to  Machine,  which  were  recorded  in  an
intercompany  clearing  account.  International  claimed  the  debit  balance  in  this
account as a qualified export asset for DISC qualification purposes, asserting it
represented prepayment for export inventory. The Commissioner challenged this
classification, arguing the balance was not tied to specific inventory or orders and
thus did not qualify as export property.

Procedural History

The  Commissioner  issued  statutory  notices  of  deficiencies  to  Machine  and
International in 1986, asserting that International did not qualify as a DISC for the
fiscal  years  1980 and 1981 due to  the treatment  of  the intercompany account
balance.  The  cases  were  consolidated  for  trial,  briefing,  and  opinion.  After
stipulations and concessions, the only issue remaining was the classification of the
intercompany account balance. The Tax Court ultimately ruled against treating the
balance as a qualified export asset.

Issue(s)

1.  Whether  the  debit  balance  in  the  intercompany  clearing  account  between
Machine and International represents a qualified export asset under section 993(b)
of the Internal Revenue Code.
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Holding

1.  No,  because  the  payments  to  Machine  were  not  directly  linked  to  specific
inventory  or  orders  for  export  products,  and  thus  did  not  meet  the  statutory
requirements for qualified export assets.

Court’s Reasoning

The court emphasized that the DISC provisions require a corporation’s qualified
export assets to constitute at least 95% of its total assets to maintain DISC status.
The court analyzed whether the intercompany account balance could be considered
export property, concluding that it could not because the funds transferred were not
tied to specific inventory or orders. The court distinguished this case from previous
cases  like  Goldberger  and  Expo-Chem,  where  advance  payments  were  directly
linked to inventory purchases. The court noted the legislative intent behind the DISC
provisions  was  to  ensure  untaxed  profits  were  used  for  export  activities,  and
allowing  unrestricted  intercompany  transfers  without  a  direct  link  to  export
activities would circumvent these restrictions. The court also considered the lack of
evidence  that  the  funds  were  restricted  for  export  production,  leading  to  the
conclusion that the account balance represented actual distributions to Machine
rather than qualified export assets.

Practical Implications

This decision has significant implications for companies operating DISCs, requiring
them to ensure that intercompany transactions are clearly linked to specific export
activities to qualify as export assets. Companies must maintain detailed records
tracing funds to inventory or orders to comply with the qualified export assets test.
The ruling may lead to stricter scrutiny of intercompany transactions by the IRS and
could influence how companies structure their operations to maintain DISC status.
Practically, this case highlights the need for clear documentation and adherence to
the statutory requirements to avoid reclassification of funds as taxable distributions,
potentially affecting tax planning strategies for international sales operations.


