Dresser Industries, Inc. v. Commissioner, 92 T. C. 1276 (1989)

In computing combined taxable income (CTI) for DISC purposes, gross interest
expense and full discount losses must be allocated and apportioned, not netted
against interest income or partially allocated.

Summary

Dresser Industries, Inc. contested the IRS’s method of computing its combined
taxable income (CTI) with its DISC, Dresser International Sales Corp. , for 1976 and
1977. The court ruled that Dresser could not net interest income against interest
expense or partially allocate discount losses incurred on the sale of export
receivables to its DISC. The decision affirmed that gross interest expense must be
allocated and apportioned as per IRS regulations, and discount losses must fully
reduce CTI. This ruling impacts how related suppliers and DISCs calculate taxable
income and manage intercompany transactions, ensuring that tax deferral benefits
align with actual export activities.

Facts

Dresser Industries, Inc. , a Delaware corporation, operated with Dresser
International Sales Corp. (International), a wholly owned subsidiary qualified as a
DISC. Dresser appointed International as its exclusive agent for export sales under a
commission agreement. In computing CTI for DISC purposes, Dresser allocated its
net interest expense and discount losses from selling export receivables to
International. The IRS challenged this method, asserting that gross interest expense
and full discount losses should be allocated and apportioned instead.

Procedural History

Dresser filed separate Federal income tax returns for 1976 and 1977. The IRS
issued statutory notices determining deficiencies, which were later stipulated as
incorrect by the parties. The case proceeded to the U. S. Tax Court, where Dresser
contested the IRS’s method of calculating CTI, specifically regarding the allocation
of interest expense and discount losses.

Issue(s)

1. Whether Dresser is entitled to net interest income against interest expense in
determining the amount of deduction to be allocated and apportioned in computing
CTI under section 994(a)(2)?

2. Whether Dresser is required by section 1. 994-1(c)(6)(v), Income Tax Regs. , to
reduce CTI by the entire amount of discount arising from the sale of export accounts
receivable from Dresser to International?

Holding
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1. No, because the legislative history and regulations under section 994 require that
only gross interest expense be allocated and apportioned in accordance with the
regulations under section 861.

2. Yes, because section 1. 994-1(c)(6)(v), Income Tax Regs. , is valid and mandates
that CTI be reduced by the full amount of any discount on the transfer of export
receivables from a related supplier to a DISC.

Court’s Reasoning

The court’s decision hinged on the interpretation of sections 994 and 861 of the
Internal Revenue Code and the related regulations. The court rejected Dresser’s
analogy to the percentage depletion deduction under section 613, which allows for
netting interest income and expense, as inconsistent with the legislative history and
regulations governing DISC income calculations. The court emphasized that the
DISC provisions aim to limit deferral benefits to actual export activities, and
allowing the netting of interest or partial allocation of discount losses would
contravene this intent. The court upheld the validity of section 1. 994-1(c)(6)(v),
Income Tax Regs. , which requires full discount losses to be deducted from CTI,
aligning with Congress’s intent to prevent double-counting of income derived from
discounts on receivables.

Practical Implications

This decision clarifies that in DISC transactions, gross interest expense must be
allocated and apportioned without netting against interest income, and full discount
losses from the sale of export receivables must be subtracted from CTI. This ruling
affects how companies with DISCs calculate their tax liabilities, ensuring that
deferral benefits are closely tied to actual export activities. It also underscores the
IRS’s authority to regulate the allocation of expenses in these transactions,
impacting how businesses structure their intercompany dealings to comply with tax
laws while maximizing export incentives.
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