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HALPERN, Judge: PPL Corp. (petitioner) is the comobn parent
of an affiliated group of corporations (the group) making a

consolidated return of incone. By notice of deficiency,
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respondent determ ned a deficiency of $10, 196,874 in the group’s
Federal inconme tax for its 1997 taxable (cal endar) year and al so
denied a claimfor refund of $786,804. The issues for decision
are whet her respondent properly (1) denied the claimfor the
refund, which is related to the creditability of the United
Ki ngdom (U. K. ) windfall tax paid by petitioner’s indirect UK
subsidiary (the windfall tax issue), (2) included as dividend
income a distribution that petitioner received fromthe sane
indirect U K subsidiary, but which, within a few days, the
subsidiary rescinded and petitioner repaid (the dividend
rescission issue), and (3) denied depreciation deductions that
petitioner’s U S. subsidiary clained for street and area |ighting
assets. W disposed of the third issue in a previous report, PPL

Corp. & Subs. v. Comm ssioner, 135 T.C. __ (2010), and we

di spose of the remaining issues here.

Unl ess otherw se stated, all section references are to the
I nternal Revenue Code in effect for 1997, and all Rule references
are to the Tax Court Rules of Practice and Procedure. Wth
respect to the two i ssues before us here, petitioner bears the

burden of proof. See Rule 142(a).‘?

Petitioner has not raised the issue of sec. 7491(a), which
shifts the burden of proof to the Comm ssioner in certain
situations. W conclude that sec. 7491(a) does not apply because
petitioner has not produced any evidence that it has satisfied
the preconditions for its application. See sec. 7491(a)(2).
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FI NDI NGS CF FACT

Sti pul ati ons

The parties have entered into a first, second, and third
stipulation of facts. The facts stipulated are so found. The
stipulations, with acconpanying exhibits, are incorporated herein
by this reference.

Petitioner’'s Business and Its U K  Operation

Petitioner is a Pennsylvania corporation that was known
during 1997 as PP&L Resources, Inc. It is a global energy
conpany. Through its subsidiaries, it produces electricity,
sells wholesale and retail electricity, and delivers electricity
to custoners. It provides energy services in the United States
(in the Md-Atlantic and the Northeast) and in the United
Ki ngdom During 1997, South Western Electricity plc (SVEB), a
UK private limted liability conpany, was petitioner’s indirect
subsidiary.? |Its principal activities at the tine included the
distribution of electricity. It delivered electricity to
approximately 1.5 mllion custoners in its 5,6 560-square-mle
service area fromBristol and Bath to Land’s End in Cornwal | .

SWEB al so owned el ectricity-generating assets.

2SWEB was originally incorporated as a U K public limted
liability conmpany in 1987, but, as described infra, it was
privatized in 1990. The appendi x shows SWEB' s rel ationship to
petitioner in 1997.
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Privatization of U. K. Conpanies

The Conservative Party won control of the U K Parlianment in
the 1979 elections. It retained control through May 1997, under
the | eadership of Margaret Thatcher and John Maj or.

Bet ween 1979 and 1983, the Conservatives privatized nostly
conpani es that were not nonopolies (e.g., manufacturing
conpani es) and, for that reason, did not require specific
econom c reqgul ation. Between 1984 and 1996, however, the U K
Government privatized nore than 50 Governnent - owned conpani es
many of which were nonopolies.

The U. K CGovernnent privatized those conpanies |argely
t hrough public flotations (share offerings) at fixed price
offers, which involved the transfer of those Governnent-owned
enterprises to new public limted conpanies (plcs), followed by
what was essentially a sale of all or sonme of the shares in the

new plcs to the public.® The plcs then becane publicly traded

3The U. K. Governnent hired investnment banks and ot her
advisers to assist it in setting the initial share prices,
structuring the offers, and marketing the shares to investors.
The new plcs were not subject to a gains tax on transfers of
stock to the general public, a result nmade possible by an
amendnent to the then-existing U K | aw

Under sec. 171 of the U K Taxation of Chargeable Gains Act,
1992 (TC&), conpanies wthin a group (generally, a parent and
its 75-percent-owned subsidiaries) may transfer assets between
menbers of the group without incurring a capital gains charge.
The effect of TCGA sec. 171 is to defer the chargeable gain on
asset appreciation until a group nenber transfers the asset
out side the group, at which point the gain becones chargeable to
(continued. . .)
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conpanies |listed on the London Stock Exchange. |In nost cases,
the fl oated shares opened for trading at a substantial prem um
over the price the flotation investors paid for the shares.

| n Decenber 1990, the U K CGovernnent privatized 12 regional
el ectric conmpanies (RECs), including SWEB. The ordinary shares
of each REC were offered to the public at £2.40 per share in
connection with the flotation of those shares.

The 32 U. K. Governnent -owned conpani es that were privatized
and that ultimately becane liable for the windfall tax (the
privatized utilities or wwndfall tax conpanies) and the years in

whi ch they were privatized are as foll ows:

Year Conpany

1984 50.2 percent of British Tel ecommunications plc
(British Tel ecom

1986 British Gas plc

1987 British Airports Authority

3(...continued)
that transferor. Under the TCGA as originally enacted, however,
the transfer outside the group of the stock of a group nenber
hol di ng an appreci ated asset would not trigger any capital gains
charge to the transferor. (The nongroup transferee, nmeanwhile,
woul d receive a basis in the stock that would reflect the val ue
of the underlying asset.) TCGA sec. 179 was enacted to nake the
tax consequences of the stock transfer simlar to those of the
asset transfer, although only if the transfer of the stock of the
group nenber hol ding the asset occurred within 6 years of that
menber’s acquisition of the asset. Because the transfers of the
stock of the privatized utilities to the general public pursuant
to the flotations of that stock would have triggered the
application of TCGA sec. 179 and taxation of the appreciation
i nherent in the assets the conpanies received fromthe various
U K Governnent-owned enterprises, Parliament specifically
exenpted the privatization share transfers fromthe application
of that provision.
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1989 10 wat er and sewer age conpani es (the WASCs)

1990 The 12 RECs

1991 60 percent of National Power plc and Powergen plc
(the generating conpani es)

1991 Scottish Power plc and Scottish Hydro-Electric plc
(the Scottish electricity conpanies)

1993 Northern Ireland Electricity (N E)

1996 Railtrack plc (Railtrack)

1996 88.5 percent of British Energy plc (British
Energy) (which owned U. K. nucl ear generating
stations)

Requl ati on of the Wndfall Tax Conpani es

The Electricity Act of 1989, c. 29, sec. 1, created the
position of U K Director General of Electricity Supply, a
position that Professor Stephen C. Littlechild (Professor
Littlechild) held fromits creation in 1989 through 1998.*

Bef ore that appointnment, in 1983, the U K Secretary of
State asked Professor Littlechild for his advice on howto
regul ate British Telecomin the light of its inpending
privatization. Professor Littlechild recormmended a regul atory
schene which regul ated prices rather than, as in the United
States, maximum profits or rates of return. The prem se of the
schene, which becane known as “RPl - X’,°® was that, if the

Government fixed prices (but not profits) for a set nunber of

“Prof essor Littlechild was professor of conmerce and head of
t he Departnent of Industrial Econom cs and Busi ness Studi es,
University of Birm ngham (on | eave, 1989 to 1994) from 1975 to
1994 (and honorary professor from 1994 until 2004).

SRPI, which stands for retail price index, is conparable to
the CPI (consuner price index) used for various purposes in the
Uni ted States.
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years, the privatized conpanies woul d have an incentive to reduce
costs to maxim ze profits during that period. Prices would be
reset (presumably downward) at the start of the next regulatory
period, to garner for consuners the fruits of the prior period’ s
cost reductions. Profits mght in a sense becone excessive
during any regul atory period (because a conpany achi eved greater-
t han-anti ci pated savi ngs and there was no nmechani smfor m d-
period correction), but balance would be reestablished at the
start of the next period. The goal was to increase efficiency,
encourage conpetition, and protect consuners. Under RPI - X
prices were not allowed to increase during the regulatory period,
except to allow for inflation (i.e., increases in RPl) |less an
anmount (the X factor, which did not vary during the period)
intended to reflect expected, increasing efficiency.

The U. K CGovernnent set the X factors for the first
regul atory periods, just before the initial privatization, to be

effective for what was, in nost cases, the 5-year period after

privatization. Industry regulators subsequently reset the X
factors, typically every 4 or 5 years. |In sone cases,
particularly where investnent requirenments were high (e.g., in

t he case of conpani es that had underinvested while under public
ownership), the X factor m ght be positive (RPI + X). That was

the case for nost of the RECs and WASCs.
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Each of the regulatory bodies for the privatized utilities
followed the RPI - X regul atory nethod, which was adopted for 29
of the 32 windfall tax conpanies, the exceptions being the
generating conpanies. On March 31, 1990, the RPI - X nethodol ogy
as applied to the RECs cane into effect for the 5-year period
ending March 31, 1995. As noted supra, because the RECs were in
need of large capital expenditures during the initial 5-year
period, the U K Governnment set price controls for the RECs in
the formof RPI + X; i.e., it provided for annual increases in
electricity distribution charges above the rate of inflation
rather than reductions in those charges.

Utility Profits, Share Prices, and Executive Conpensation During
the Initial Postprivatization Period

During the initial postprivatization period (the initial
period), the privatized utilities were able to increase
efficiency and reduce operating costs to a greater degree than
had been expected when the initial price controls were
established. That ability led to higher-than-anticipated
profits,® which, in turn, led to higher-than-anticipated
di vi dends and share price increases for the privatized utilities.

The |l arge profits, dividends, and share price increases resulted

SAnmong the privatized utilities, the RECs and the WASCs were
particularly profitable during the initial period in that they
recovered nearly all (over 90 percent for the WASCs and over 80
percent for the RECs) of their shareholders’ initial investnent
at flotation within the first 4 years.
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in sharply increased conpensation for utility directors and
executives, which, in sone cases, arose through their share
owner shi p and through bonus schenes. The popul ar press referred
to those executives as “fat cats”.

The public viewed the privatized utilities” initial period
profits as excessive in relation to their flotation values. It
al so viewed the initial period conpensation paid to the directors
and executives of those conpani es as excessive. Those concerns,
as well as the increases in dividends and share prices, resulted
in considerable public pressure on the utility industry
regulators to intervene and take action that would result
imrediately in ower prices, before the expiration of the initial
5-year period. But because the incentive for increased
efficiency (and, ultimately, |ower prices) depended on the
regul ators’ not intervening until the end of the defined price
control period, the regulators resisted that pressure and did not
act until the end of the initial period, at which point they did
tighten price controls and thereby transfer the benefit of
reduced prices to utility custoners. Despite those price
adjustnents, the public retained a strong feeling that the
privatized utilities had unduly profited fromprivatization and

t hat custoners had not shared equally in the gains therefrom
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Devel opnent of the Wndfall Tax

Al t hough the Labour Party had been fundanental |y opposed to
privatization, particularly wwth respect to the utilities, by
1992 the party reasoned that, because it would be costly and,
given that nmuch of the voting public had enbraced share
owner ship, potentially unpopul ar, renationalization of those
conpani es (when the party regai ned control of the Governnent) was
unrealistic. The issue, then, was how the party m ght best
channel the public concerns into devel opi ng policy.

As early as 1992, the British press reported that the policy
of an incom ng Labour Party m ght include “a ‘windfall’ tax on
the profits of privatized utilities such as gas and electricity.”
By 1994 the idea of a windfall tax had beconme a regular feature
in all Labour Party speeches and prograns, and, in 1997, the
party canpaigned on a platformpromsing that it would (1) inpose
a wndfall tax on the previously privatized utilities and (2)

i npl enent a wel fare-to-work youth enpl oynent training program
that the windfall tax would fund. Specifically, the Labour
Party’ s 1997 El ection Manifesto contained the follow ng prom se:

W w il introduce a Budget * * * to begin the task of

equi pping the British econony and reformng the welfare

state to get young people and the | ong-term unenpl oyed

back to work. This welfare-to-work progranme will be

funded by a windfall levy on the excess profits of the

privatised utilities * * *,

In May 1996, before the issuance of that nmanifesto, certain

menbers of the Labour Party’s shadow treasury team which
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i ncl uded Geoffrey Robinson (M. Robinson), a Menber of
Parliament, began designing the U K wndfall tax |egislation
that the party would introduce to Parlianment in the |ikely event
that it won the 1997 election. To that end, M. Robinson
conmm ssi oned nenbers of the tax consulting firm Arthur Andersen
(the Andersen team to assist the Labour Party’s shadow treasury
teamin devel oping the tax. The Andersen team consi sted
principally of Stephen Hailey, Christopher Gsborne (M. Gsborne),
and Christopher Wales (Dr. Wales). The tax that the Andersen
t eam devi sed was essentially the windfall tax that Parlianment
enacted in July 1997. M. Osborne and Dr. Wal es were the nost
i nvol ved nenbers of the Andersen team

During their initial consideration of the design of the
wi ndfall tax, the Andersen team proposed three “sinple” and three
“conpl ex” solutions for structuring the tax. The “sinple”
solutions were to tax either (1) turnover (gross receipts), (2)
assets, or (3) profits. The “conplex” solutions were to tax (1)
excess profits, (2) excess shareholder returns, or (3) a
“wndfall” anmount. The team nenbers rejected the three “sinple”
solutions and the first two “conpl ex” solutions for a variety of
reasons. For exanple, they considered that a straightforward tax
on profits, if prospective, would pose a risk of financial
mani pul ati on by the target conpanies (and, therefore, uncertainty

as to its yield), a risk of public perception that it would
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conprom se existing corporate tax reliefs, and, if retrospective,
arisk of criticismthat it constituted a second tax on the sane
profits. And although M. Robinson and the Andersen team
considered that there was anple rationale for a straightforward
tax on either excess profits or excess sharehol der returns, they
concl uded that the negative aspects (e.g., the difficulty in
conputing the “excess” anounts, the need for a retrospective tax
to be assured of raising a target anount, and, in the case of a
tax on excess sharehol der returns, the |ikelihood of taxing the
wrong sharehol ders, i.e., shareholders who did not realize those
returns) outwei ghed the positive ones.

As a result of the perceived difficulties with the other
approaches, M. Robinson and the Andersen team settled on the
idea of a tax that would be a one-tinme (or, in U K parlance, a
“one-of f”) tax on the “wndfall” to the privatized utilities on
privatization. The approach would be to inpute a value to each
conpany at privatization, using an appropriate price-to-earnings
ratio for each conpany’s profits during the first 5 years after
flotation, recognize the “wndfall” (the difference between the
i nputed value and the flotation price) as val ue forgone by
t axpayers, and tax the privatized utilities on that “w ndfall”

using established principles fromcapital gains tax |egislation.’

I'n Novenber 1996, in a presentation to Gordon Brown
(Labour’s next Chancellor of the Exchequer) and the Labour
(continued. . .)
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They reasoned that such a tax would factor in the privatized
utilities’” “excess” profitability, the discount on privatization,
t he unanticipated efficiency gains, and the perceived weakness of
the initial regulatory regine.

I n Novenber 1996, the foregoing proposal was revi ewed and
approved by Gordon Brown (who becane Chancell or of the Exchequer
when Labour returned to power in 1997) and the Labour Party’s
shadow treasury team and, after the Labour Party regai ned power
in 1997, by the U K Treasury Departnent, Inland Revenue, and the
Parliamentary drafters (who drafted the actual |egislative
| anguage), after which the draft |egislation was dissem nated to

menbers of Parlianment and enacted in July 1997.

(...continued)
Party’s shadow treasury team the Andersen teamset forth the
average price-to-earnings ratios for the various privatized
utility groups during the first 5 years after privatization,
whi ch ranged froma high of 12.7 after-tax and 9.4 pre-tax (both
for the Scottish Electricity conpanies) to a low of 9.4 after-tax
(for the WASCs) and 7.3 pre-tax (for the RECs). The presentation
al so set forth the potential revenue yield fromusing price-to-
pre-tax earnings ratios of 6 through 8 to ascertain the inputed
val ues of the conpanies and showed that a potential revenue yield
of £6.4 billion could be achieved by using for that purpose
either a pre-tax ratio of 6 or an after-tax ratio of 8.25 coupled
with a 33-percent windfall tax rate on the excess of the inputed
val ue over the flotation price.
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Description of the Wndfall Tax

On July 31, 1997, Parlianment enacted the windfall tax. It
constituted part | of chapter 58, Finance (No. 2) Act 1997 (the
Act), and provided, in clause 1, as foll ows:

1.--(1) Every conpany which, on 2nd July 1997, was
benefitting froma wndfall fromthe flotation of an
undert aki ng whose privatisation involved the inposition
of econom c regul ation shall be charged with a tax (to
be known as the “wi ndfall tax”) on the anount of that
wi ndf al | .

(2) Wndfall tax shall be charged at the rate of
23 per cent.

(3) Schedule 1 to this Act (which sets out how to
quantify the wndfall fromwhich a conpany was
benefitting on 2nd July 1997) shall have effect.
Cl ause 2 makes clear that the windfall tax is to apply to the 32
privatized utilities, clause 3 provides for the adm nistration of
the tax by the Conm ssioners of Inland Revenue, clause 4 covers
the relationship between the windfall tax and profit-rel ated pay
schenes under the then-existing U K |aw, and clause 5 sets forth
the definitions of ternms used in part 1.
Paragraphs 1 and 2 of schedule 1, referred to in clause
1(3), provide in pertinent part as follows:
1.--(1) * * * where a conpany was benefitting on
2nd July 1997 froma windfall fromthe flotation of an
undert aki ng whose privatisation involved the inposition
of econom c regqgul ation, the anmount of that w ndfal
shal |l be taken for the purposes of this Part to be the
excess (if any) of the anmount specified in sub-

paragraph (2)(a) bel ow over the anmobunt specified in
sub- paragraph (2)(b) bel ow.



- 15 -

(2) Those anpbunts are the follow ng amounts * * *
that is to say--

(a) the value in profit-making terns of
t he di sposal made on the occasion
of the conmpany’s flotation; and

(b) the value which for privatisation
pur poses was put on that disposal.

Val ue of a disposal in profit-making terns

2.--(1) * * * the value in profit-making terns of
t he di sposal nmade on the occasion of a conpany’s
flotation is the amount produced by multiplying the
average annual profit for the conpany’s initial period
by the applicable price-to-earnings ratio.

(2) For the purposes of this paragraph the average
annual profit for a conpany’s initial period is the
anount produced by the follow ng formula--

A =365 x PID
\Wer e- -

A is the average annual profit for the conpany’ s initial
peri od;

Pis the amobunt * * * of the total profits for the conpany’s
initial period; and

Dis the nunber of days in the conpany’s initial period.

(3) For the purposes of this paragraph the applicable
price-to-earnings ratio is 9.

Par agraph 3 defines “value put on a disposal for
privatisation purposes”; i.e., the flotation value. Paragraph 4
provi des for an appropriate percentage reduction of a conpany’s
“value in profit-making terns” and its flotation value where | ess
than 85 percent of the conpany’ s ordinary share capital was

“of fered for disposal on the occasion of the conpany’s



- 16 -

flotation.” Paragraph 5 sets forth the criteria for determ ning
a conpany’s “total profits for a conpany’s initial period” and
generally provides that those profits are its after-tax profits
for financial reporting purposes as determ ned under rel evant
provi sions of the U K Conpanies Act 1985.8 Paragraph 6 defines
the term®“initial period” in relation to a conpany as the period
enconpassi ng the conpany’s 4 financial years after flotation or
such | esser period of existence for conpanies operating for |ess
than 4 financial years after privatization and before April 1
1997.° Paragraph 7 provides for the apportionnment of the
wi ndf al | amount subject to tax between conpani es that previously
had been a single privatized conpany. Lastly, paragraph 8
defines the term“financial year” and other terns for purposes of
the windfall tax |egislation.

The Act required that affected conpani es pay the w ndfal
tax in two installnments: one-half on or before Decenber 1, 1997,

and the other half on or before Decenber 1, 1998.

8The parties stipulate that profit for a windfall tax
conpany’s initial period was equal to the conpany’s “profit on
ordinary activities after tax” as determ ned under U K financi al
accounting principles and standards and as shown in the conpany’s
profit and | oss accounts prepared in accordance with the U K
Conpani es Act of 1985, as anended.

Fromthis point forward, the term“initial period’ refers
to the 4-year windfall tax initial period rather than the 5-year
initial postprivatization period under the RPI - X regulatory
regi ne.
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Public Statenents Regardi ng the Wndfall Tax

On July 2, 1997, Gordon Brown, then Chancellor of the
Exchequer, gave the Budget Speech announcing the w ndfall tax,
and he described the wndfall tax as foll ows:

Qur reformto the welfare state--and the programre
to nmove the unenployed fromwelfare to work--is funded
by a new and one-off windfall tax on the excess profits
of the privatised utilities.

* * * * * * *

In determning the details of the tax, | believe |
have struck a fair bal ance between recognising the
position of the utilities today and their under-
val uation and under-regul ation at the tinme of
privatisation.

The windfall tax will be related to the
excessively high profits nmade under the initial regine.

A conpany’s tax bill will be based on the
di fference between the value that was placed on it at
privatisation, and a nore realistic market val uation
based on its after-tax profits for up to the first 4
full accounting years follow ng privatisation.

Also on July 2, 1997, Inland Revenue issued an announcenent
describing the tax as foll ows:

The Chancel | or today announced the introduction of the
proposed wi ndfall tax on the excess profits of the
privatised utilities. The one-off tax wll apply to
conpani es privatised by flotation and regul ated by
statute. The tax will be charged at a rate of 23 per
cent on the difference between conpany val ue,

calcul ated by reference to profits over a period of up
to four years follow ng privatisation, and the val ue
pl aced on the conpany at the tine of flotation. The
expected yield is around 5.2 billion Pounds.

The I nl and Revenue announcenent al so stated that the price-

to-earnings ratio of 9 “approximates to the | owest average
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pricel/earnings ratio of the taxpaying conpanies during the
rel evant periods, grouped by sector.”

Around that sanme tinme, Her Majesty’s Treasury issued a
publication entitled “Explanatory Notes: Sumrer Finance Bil
1997, which describes in detail the various clauses of the
wi ndfall tax, and which contains a section entitled “Background”,
stating:

The introduction of the windfall tax is in
accordance with the commtnent in the Governnent’s
El ection Manifesto to raise a tax on the excess profits
of the privatised utilities.

The profits made by these conpanies in the years
follow ng privatisation were excessive when consi dered
as a return on the val ue placed on the conpanies at the
time of their privatisation by flotation. This is
because the conpanies were sold too cheaply and
regul ation in the rel evant periods was too | ax.

The windfall tax will raise around £5.2 billion
and fund the Governnent’s welfare to work programe.

Parli amentary Debate Precedi ng Enactnent of the Wndfall Tax

M . Robinson, in opening the debate in the House of Comons
on the windfall tax legislation, offered the foll ow ng
i ntroductory observati ons:

Cl ause 1 heads a group of provisions that together

i ntroduce the windfall tax, thus neeting the comm tnent
that we nmade in our election manifesto to introduce a
wi ndfall |levy on the excess profits of the privatised
utilities. Those conpanies were sold too cheaply, so

t he taxpayer got a bad deal. Their initial regulation
in the period imediately follow ng privatisation was
too |l ax, so the custoner got a bad deal

As a result, the conpanies were able to make profits
that represented an excessive return on the val ue
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pl aced on themat the tinme of their flotation. W are
now putting right the failures of the past by levying a
one-of f tax. The yield of around £5.2 billion wll
fund our wel fare-to-work programme, and the new deal

t hat we have announced for the young |long-term

unenpl oyed and school s.

Clause 1 provides a one-off charge, set at a rate of 23
per cent. It also gives effect to schedule 1, which
will be debated in Standing Commttee. It may be

hel pful if | set the clause in context by explaining
briefly how the windfall tax works.

Wndfall tax is charged on the difference between the
val ue of the conpany, calculated by reference to the
profits made in the initial period after privatisation
and the value placed on the conpany at the tine of
privatisation. The value of the conpany is cal cul ated
by multiplying the average annual profit after tax for,
normal ly, the first four financial years after
flotation, by a price-to-earnings ratio of nine. That
rati o approximates to the | owest average * * * sectoral
price-to-earnings ratio of the conpanies liable to the
tax. * * *

The Conservative Party Shadow Chancel | or of the Exchequer,
Peter Lilley, MP (M. Lilley), summarized his party’ s opposition
to the wwndfall tax, and, in particular, clause 1 inposing the
tax, as follows:

We have four major criticisnms of the clause and the
windfall tax that it initiates. First, the clause
makes it clear that the tax will not be borne by the
so-called fat cats and speculators, criticisnms of whom
justified its introduction. Secondly, it nmakes no
meani ngful attenpt to define what is a wndfall and
shoul d therefore bear the tax. Thirdly, it increases

i nstead of reduces cost to custoners; any inproved
profitability should be passed on to custoners in the
formof |lower prices. Finally, it is retrospective,
arbitrary and synptomatic of the Governnent’s belief in
arbitrary governnent, rather than in governnent by
known and predictable rules.
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M. Lilley’'s comments during the debate illustrate his
under st andi ng of how the tax would affect the privatized
utilities:

They [the governnment] have taken average profits over
four years after flotation. |If those profits exceed
one ninth of the flotation value, the conpany will pay
wi ndfall tax on the excess. * * *

And further:

Essentially, the windfall tax boils down to a tax on
success. Conpanies that failed to inprove their
profitability over the said period will pay much | ess
or even no wndfall tax. * * *

O her nenbers of the Conservative Party repeated the idea
that the windfall tax was a tax on profits or on success.

Several Labour Party nenbers defended the tax as a
legitimate nmethod of recouping the difference between what shoul d
have been charged for the privatized utilities at the time of the
various privatizations and the actual flotation prices. For
exanpl e, one such nenber, M. Hancock, observed:

The overwhelmng majority of people have enbraced the
tax because nost think that they were ripped off in the
first place when the conpanies were sold. The
conpani es were sold at hopel essly underval ued prices at
a tinme when nost people felt that the conpanies were
better and safer in the hands of the public sector.

The legitimacy of the tax anong the general public is
that they feel that they are getting back what they
shoul d have had in the first place.

Anot her, M. Stevenson, echoed M. Hancock’s remarks:

| asked the Library to do sone research on the

di fference between the proceeds from privatization of
the utilities, not including the railways, and their
stock market share price the mnute they were fl oated.
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| asked the Library to tot up the difference. It was
al nost £6 billion at the outset of privatisation and it
has i ncreased over the years. So the snapshot figure
of £6 billion by which the Government undersold public
assets, and therefore robbed the public, is a
conservative estimate.

Overall Effect of the Wndfall Tax on the Wndfall Tax Conpani es

Thirty-one of the thirty-two wndfall tax conpanies had a
windfall tax liability. None of the 31 conpanies that paid
windfall tax had a windfall tax liability that exceeded its total
profits over its initial period. Twenty-nine of those thirty-two
conpanies had initial periods of 4 full financial years. Twenty-
seven of those twenty-nine conpanies had initial periods
consisting of 1,461 days, i.e., three 365-day years and one 366-
day (leap) year. The other 2 of those 29 conpanies had initial
peri ods of 1,456 days and 1,463 days, !° respectively. The
remai ni ng three conpanies had initial periods of |ess than 4 ful
financial years, consisting of 1,380 days, 316 days, and (in the
case of British Energy, which because of lowinitial profits,
paid no windfall tax) 260 days, respectively.

Effect of the Wndfall Tax on SVEB

Before the enactnent of the windfall tax, SWEB net with
menbers of the shadow treasury team (which included M. Robinson)

and the Andersen teamin an effort to influence the devel opnent

¥The parties stipulated an initial period of 1,463 days,
al t hough that would seemto exceed 4 years, even taking into
account a | eap year.



- 22 .

of the wwndfall tax. SWEB' s then treasurer, Charl O9sthuizen
(M. O3sthuizen), was the SWEB officer principally engaged in
that effort. Upon the announcenent of the windfall tax, SWEB
realized that its liability for the tax would greatly exceed its
prior estimates thereof, and it investigated ways of reducing
that liability. SWEB determned that it could reduce its
windfall tax liability if it could reduce its earnings for the 4-
year initial period. To that end, SWEB identified a theretofore
unidentified liability of £12 mllion for tree-trimmng costs
(trees interfered with its distribution network) that SWEB shoul d
have taken account of in determning its earnings for its fiscal
year ended March 31, 1995. SWEB' s outside auditor approved a
restatenent of its 1995 earnings and, after an initial objection,
| nl and Revenue did as well.

SWEB filed its windfall tax return with Inland Revenue on
Novenber 7, 1997, and paid its £90, 419,265 wndfall tax liability
(which was based on 4 full financial years totaling 1,461 days),
as required, in two installnents, on Decenber 1, 1997 and 1998.
The first installnment was paid 1 day after the close of SWEB's
tax year (for U S. Federal incone tax purposes) endi ng Novenber

30, 1997.



OPI NI ON

The Wndfall Tax |ssue

A. Principles of Creditability

Pursuant to section 901(a) and (b)(1), a donestic

corporation may claima foreign tax credit against its Federal

incone tax liability for “the anpbunt of any incone, war profits,

and excess profits taxes paid or accrued during the taxable year

to any foreign country”. W nust deci de whet her the w ndfal
constitutes a creditable income or excess profits tax under
section 901.

In Phillips Petroleum Co. v. Conm ssioner, 104 T.C. 256,

283-284 (1995), we descri bed the background, purpose, and
function of the foreign tax credit provisions of the Internal
Revenue Code as foll ows:

The foreign tax credit provisions were enacted
primarily to mtigate the heavy burden of double
taxation for U S. corporations operating abroad who
were subject to taxation in both the United States and
foreign countries. Burnet v. Chicago Portrait Co., 285
US 1, 9 (1932); EEW Wolwrth Co. v. Conm ssioner,
54 T.C 1233, 1257 (1970). These provisions were
originally designed to produce uniformty of tax
burdens anong U. S. taxpayers, irrespective of whether
t hey were engaged in business abroad or in the United
States. H Rept. 1337, 83d Cong., 2d Sess. 76 (1954).
A secondary objective of the foreign tax credit
provi sions was to encourage, or at least not to
di scourage, Anerican foreign trade. H R Rept. 767
65th Cong., 2d Sess. (1918), 1939-1 C.B. (Part 2) 86,
93; Comm ssioner v. Anerican Metal Co., 221 F.2d 134,
136 (2d Cr. 1955), affg. 19 T.C 879 (1953).

Taxes i nposed by the governnment of any foreign
country were initially fully deductible in conputing

t ax
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net taxable incone, pursuant to our incone tax |aw of
1913. Revenue Act of 1913, ch. 16, 38 Stat. 114.
Specific foreign taxes becane creditable pursuant to
t he Revenue Act of 1918. The foreign taxes that are
presently creditable pursuant to section 901,
specifically, income, war profits, and excess profits
t axes, have renai ned unchanged and are the sane taxes
that were creditable in 1918. Revenue Act of 1918, ch.
18, sec. 222(a)(1), 40 Stat. 1073.

The definition of income, war profits, and excess
profits taxes has evol ved case by case. The tenporary
and final regulations, adopted relatively recently,
outline the guiding principles established by prior
case law. * * *

The Suprenme Court in Biddle v. Comm ssioner, 302 U S. 573,

579 (1938), established the principle, uniformy followed in
subsequent casel aw and enshrined in the regulations, that, in
deci ding whether a foreign tax is an “inconme tax” for purposes of
section 901, the term“incone tax” wll be given neaning by
referring to the U.S. inconme tax system and neasuring the foreign
tax against the essential features of that system

The phrase “incone taxes paid,” as used in our own

revenue | aws, has for nost practical purposes a well

understood neaning * * *. It is that neaning which

must be attributed to it * * *,

The final regulations referred to in Phillips Petroleum are

the regul ations that were issued in 1983, were in effect in 1997
(the year in issue), and remain in effect today (sonetines, the
1983 regqgul ations).

Section 1.901-2, Incone Tax Regs., is entitled “lncone, war
profits, or excess profits tax paid or accrued.” Paragraph (a)

thereof is entitled “Definition of incone, war profits, or excess
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profits tax”, and, in pertinent part, it provides as follows

(adopting the term“incone tax” to refer to an “incone”, “war”,
or “excess profits” tax):

(1) In general. * * * Aforeign levy is an incone tax
if and only if--

(1) It is atax; and

(1i) The predom nant character of that tax is that
of an incone tax in the U S. sense.

Paragraph (a) further provides that, with exceptions not rel evant
to this case, “a tax either is or is not an incone tax, inits
entirety, for all persons subject to the tax.”

In pertinent part, section 1.901-2(a)(3), Incone Tax Regs.,
defines the term “predom nant character” as follows: “The
predom nant character of a foreign tax is that of an incone tax
inthe US sense * * * [i]f, within the nmeaning of paragraph
(b)(1) of this section, the foreign tax is likely to reach net
gain in the normal circunstances in which it applies”.

In pertinent part, section 1.901-2(b)(1), Incone Tax Regs.,
provi des:

A foreign tax is likely to reach net gain in the normnal

circunstances in which it applies if and only if the

tax, judged on the basis of its predom nant character,

satisfies each of the realization, gross receipts, and

net inconme requirenents set forth in paragraphs (b)(2),

(b)(3) and (b)(4), respectively, of this section.

Pursuant to section 1.901-2(b)(2)(i), Incone Tax Regs. (as

pertinent to this case), a foreign tax satisfies the realization

requi renment:
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if, judged on the basis of its predom nant character, it
is inmposed * * * [u]pon or subsequent to the occurrence
of events (“realization events”) that would result in
the realization of inconme under the inconme tax

provi sions of the Internal Revenue Code * * *

Pursuant to section 1.901-2(b)(3)(i), Incone Tax Regs. (as
pertinent to this case), a foreign tax satisfies the gross
recei pts requirenent “if, judged on the basis of its predom nant
character, it is inposed on the basis of * * * [g]ross receipts”.
Pursuant to section 1.901-2(b)(4)(i), Incone Tax Regs., a
foreign tax satisfies the net inconme requirenent:

if, judged on the basis of its predom nant character,
the base of the tax is conputed by reducing gross
receipts * * * to permt--

(A) Recovery of the significant costs and expenses
* x * attributable * * * to such gross receipts; or

(B) Recovery of such significant costs and
expenses conputed under a nethod that is likely to * * *
[ approxi mate or be greater than] recovery of such
significant costs and expenses.

Section 1.901-2(b)(4)(i), Inconme Tax Regs., further provides:

A foreign tax law permts recovery of significant costs
and expenses even if such costs and expenses are
recovered at a different tine than they would be if the
| nternal Revenue Code applied, ' unless the tine of
recovery is such that under the circunstances there is
effectively a denial of such recovery. * * * A foreign
tax |l aw that does not permt recovery of one or nore
significant costs or expenses, but that provides

al l omances that effectively conpensate for nonrecovery
of such significant costs or expenses, is considered to
permt recovery of such costs or expenses. * * * A
foreign tax whose base is gross receipts or gross inconme

1E g., items deductible under the Internal Revenue Code and
capitalized and anortized under the foreign tax system
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does not satisfy the net incone requirenent except in
the rare situation where that tax is alnost certain to
reach sonme net gain in the normal circunstances in which
it applies because costs and expenses wi || al nost never
be so high as to offset gross receipts or gross incone,
respectively, and the rate of the tax is such that after
the tax is paid persons subject to the tax are al nost
certain to have net gain. * * *

The Secretary first adopted the “predom nant character”
standard in the 1983 regulations. |In the preanble to those
regul ations (the preanble), the Secretary stated that the
st andar d:

adopts the criterion for creditability set forth in
Inland Steel Conpany v. US., 677 F.2d 72 (C. C.
1982), Bank of America National Trust and Savi ngs
Association v. U S., 459 F.2d 513 (CG. d. 1972), and
Bank of Anerica National Trust and Savings Association
v. Comm ssioner, 61 T.C. 752 (1974). [T.D. 7918,
1983-2 C. B. 113, 114.]

In the cases the Secretary cited in the preanble and in
other, nore recent, cases, the issue or test regarding the status
of a foreign tax as a creditable incone tax appears to be whet her
the foreign tax in question is designed to and does in fact reach
net gain in the normal circunstances in which it applies. Thus,

in Bank of Am Natl. Trust & Sav. Association v. United States,

198 &. d. 263, 274, 459 F.2d 513, 519 (1972) (Bank of Anerica
), which the Secretary cites in the preanble, the Court of
Clains, in considering the creditability of a gross incone tax
that, on its face, was not a tax on net incone or gain, concluded

that such a tax could be creditable under certain circunstances:
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We do not, however, consider it all-decisive
whet her the foreign incone tax is | abeled a gross incone
or a net incone tax, or whether it specifically allows
t he deduction or exclusion of the costs or expenses of
realizing the profit. The inportant thing is whether
the other country is attenpting to reach sone net gain,
not the formin which it shapes the incone tax or the
name it gives. In certain situations a levy can in
reality be directed at net gain even though it is
i nposed squarely on gross incone. That would be the
case if it were clear that the costs, expenses, or
| osses incurred in making the gain would, in al
probability, always (or al nost so) be the | esser part of
the gross income. |In that situation there would al ways
(or al nost so) be sone net gain remaining, and the
assessnment would fall ultinmately upon that profit.[2

In Inland Steel Co. v. United States, 230 C. d. 314, 325,

677 F.2d 72, 80 (1982), also cited in the preanble, the Court of
Clains, relying on its earlier decision in Bank of Anerica |
enphasi zed the purpose of the foreign country in designing the tax
to reach net gain:?®

To qualify as an incone tax in the United States sense,

the foreign country nust have nade an attenpt always to
reach sonme net gain in the normal circunstances in which

12The test the Court of Cains adopted for the creditability
of a foreign gross incone tax (the virtual certainty of net gain)
is specifically incorporated in the regulations. See sec. 1.901-
2(b)(4) (i), Inconme Tax Regs., quoted supra.

BAs the Court of Appeals for the Second Circuit stated in
Texasqulf, Inc. v. Comm ssioner, 172 F.3d 209, 216 (2d Cr. 1999)
(Texasgulf 11), affg. 107 T.C. 51 (1996) (Texasqulf 1), the
preanble to the 1983 reqgul ations “reaffirnms Inland Steel’s
general focus upon the extent to which a tax reaches net gain”.
In Texasgulf 11, the Court of Appeals found creditable under the
predom nant character standard in the 1983 regul ations a tax, the
Ontario Mning Tax, that the Court of Clains, in Inland Steel Co.
V. United States, 230 . d. 314, 677 F.2d 72 (1982), had found
noncredi tabl e before the pronul gati on of those regul ations. See
di scussion infra.




- 29 -

the tax applies. * * * The |l abel and formof the foreign
tax is not determnative. * * *

In Bank of Am Natl. Trust & Sav. Association v.

Commi ssioner, 61 T.C. 752, 760 (1974), affd. w thout published

opinion 538 F.2d 334 (9th Cr. 1976), the third case the Secretary
cites in the preanble, we described the analysis of the Court of
Clainms in Bank of America | as “[distilling]” the governing test
to determ ne whether a foreign incone tax qualifies as a
creditable income tax wthin the nmeaning of section 901(b)(1);
i.e., whether the tax was “designed to fall on sone net gain or
profit”. That test, we added, “is the proper one to apply”. 1d.

Mor eover, courts have construed the 1983 regulations in a
manner consistent with the analysis in Bank of America |I. For
exanpl e, the Court of Appeals for the Second Crcuit, in

Texasqulf, Inc. v. Comm ssioner, 172 F.3d 209 (2d Cr. 1999)

(Texasgulf 11), affg. 107 T.C 51 (1996) (Texasgulf I), considered
the creditability of the Ontario M ning Tax (OMI), which inposed a
graduated tax on Ontario mnes to the extent that “profit”, as
defined for OMI purposes, exceeded a statutory exenption. In
determning “profit” for OMI purposes, taxpayers were allowed to
deduct “an all owance for profit in respect of processing”’
(processing allowance) in lieu of certain expenses that were
attributable to OMI gross recei pts but that were not recoverable
under the tax (nonrecoverable expenses). The taxpayer had

presented enpirical evidence to show that, across the industry,
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the processing allowance was |likely to exceed nonrecoverabl e
expenses for the tax years at issue. In answer to the

Comm ssioner’s objection that the taxpayer had not shown anything
nore than an accidental relationship between the processing

al | omance and the nonrecoverabl e expenses, the Court of Appeals
st at ed:

At bottom the Comm ssioner’s argunent is that the type
of quantitative, enpirical evidence presented in this
case is not relevant to the creditability inquiry.
However, the |anguage of § 1.901-2--specifically,
“effectively conpensate” and “approximtes, or is
greater than”--suggests that quantitative enpirica

evi dence may be just as appropriate as qualitative
anal ytic evidence in determ ning whether a foreign tax
nmeets the net incone requirenent. W therefore hold
that enpirical evidence of the type presented in this
case may be used to establish that an all owance
effectively conpensates for nonrecoverabl e expenses
within the neaning of 8 1.901-2(b)(4).

Id. at 216 (fn. ref. omtted). The Court of Appeals concl uded:

G ven the large size and representative nature of the
sanpl e considered, these statistics suffice to show that
the Tax Court did not clearly err in finding that the
processing all owance was |ikely to exceed nonrecoverabl e
expenses for the tax years at issue. Texasgulf has
therefore met its burden of proving that the predom nant
character of the OMI * * * js such that the processing
al l owance effectively conpensates for any nonrecoverabl e
costs.

Id. at 215-216
In reaching their decisions, both the Court of Appeals and

this Court distinguished Inland Steel Co. v. United States, supra

(which held the sane OMI to be noncreditable). The forner

di stingui shed that case on the ground that it was deci ded before
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the promul gation of section 1.901-2, Incone Tax Regs., and, in
particul ar, before the adoption of the rule that a foreign tax |aw
that “provides all owances that effectively conpensate for non-
recovery of * * * gsignificant costs or expenses * * * |s
considered to permt recovery of such costs and expenses.”

Texasgul f 11, 172 F.3d at 216-217. W distinguished Inland Steel

not only on that ground but also on the ground that the case was
governed by the “predom nant character” test, which replaced the

“substantial equival ence” test under which Inland Steel was

deci ded. Texasqgulf I, 107 T.C. at 69-70. In reaching that
conclusion we stated that use of the “predom nant character” and
“effectively conpensates” tests represented “a change fromthe

hi story and purpose approach used in cases deci ded before the 1983
regul ations applied a factual, quantitative approach.” 1d. at 70.

In Exxon Corp. v. Conm ssioner, 113 T.C 338 (1999), we

considered the creditability of the U K petrol eumrevenue tax
(PRT) under section 901 and the 1983 regulations. W found that a
pur pose of the PRT was “to tax extraordinary profits of oil and
gas conpanies relating to the North Sea.” 1d. at 344. Wth
limted exceptions, the tax base subject to PRT was gross inconme
relating to oil and gas recovery activities less “all significant

costs and expenses, except interest expense’.* 1d. at 345. In

4The denial of a deduction for interest was designed to
prevent the use of interconpany debt to avoid or mnimze
(continued. . .)
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lieu of an interest expense deduction, the |aw provi ded a
deduction for “uplift”; i.e., “anmpunts equal to 35 percent of nost
capital expenditures relating to a North Sea field’”. 1d. at 347.

Wth respect to the predom nant character of the tax, we

found: “The purpose, adm nistration, and structure of PRT
indicate that PRT constitutes an incone or excess profits tax in
the U.S. sense.” |d. at 356. W stated that the evidence at
trial showed “that special allowances and reliefs under PRT
significantly exceed the amount of disallowed interest expense for
Exxon and ot her oil conpanies”, and we quoted the testinmony of the
U K Governnent official who first presented PRT to the U K House
of Lords for formal consideration that “‘of course, this tax [PRT]
represents an excess profits tax.”” 1d. at 357. W rejected as
irrelevant the Comm ssioner’s contention that a conpany-by-conpany
anal ysi s showed that nost of the conpanies operating in the North
Sea did not have uplift allowance greater than or equal to the
di sal l oned i nterest expense, and we agreed with Exxon that the
“PRT was designed to tax excess profits from North Sea oil and gas
production[,] which generally were earned by major oil and gas
conpani es[,] which owned the | argest and nost profitable fields in
the North Sea.” [d. at 359. W then noted that the vast mgjority

of those conpanies “had uplift all owance in excess of nonal | owed

¥4(...continued)
l[tability for the tax. Exxon Corp. v. Conm ssioner, 113 T.C.
338, 345 (1999).
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i nterest expense.”!® Exxon Corp. v. Conm ssioner, supra at 359.

Finally, we concluded that “the predom nant character of PRT
constitutes an excess profits or inconme tax in the U S. sense”
credi tabl e under section 901. |1d.

B. Arqgunents of the Parties

1. Petitioner’s Argunents

Petitioner argues that, given the historical devel opnment,
design, and actual operation of the windfall tax, it constitutes a
creditable tax on excess profits.

Petitioner rejects respondent’s view that, in determning the
creditability of the windfall tax, we are constrained by the text
of the statute. Rather, petitioner argues that we may consi der
extrinsic evidence of the purpose and effect of the tax as applied
to the wndfall tax conpanies. As petitioner states: “The
determ nation of whether a foreign tax is designed to fall on sone

net gain or profit depends on the substance, and not the formor

BEarlier in Exxon Corp. v. Conm ssioner, supra at 352, in
di scussing the predom nant character standard, we made the
foll ow ng observation regarding sec. 1.901-2, Incone Tax Regs.:

The regulations * * * provide that taxes either
are or are not to be regarded as incone taxes in their
entirety for all persons subject to the taxes. See
sec. 1.901-2(a), Incone Tax Regs. Respondent does not
interpret this provision as requiring that, in order to
qualify as an incone tax, a tax in question nust
satisfy the predom nant character test inits
application to all taxpayers. Rather, respondent
interprets this provision as requiring that in order to
qualify as an incone tax a tax nust satisfy the
predom nant character test in its application to a
substanti al nunber of taxpayers.
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| abel, of the tax.” |In support of its position, petitioner
relies, in large part, on the decisions of this Court in Exxon

Corp. v. Comm ssioner, supra, Texasqgulf I, and Phillips Petrol eum

Co. v. Conm ssioner, 104 T.C 256 (1995), in each of which we

consi dered evidence of the purpose, design, and operation of the
foreign tax in question in considering creditability.

Wth respect to the devel opnent and design of the tax,
petitioner offers the trial testinony of Professor Littlechild,
two nenbers of the Andersen team (M. Gsborne and Dr. \Wales), and
an exhibit constituting M. Robinson’s trial testinony in Enterqgy

Corp. v. Comm ssioner, T.C Menp. 2010-198, filed today, which

al so involves the creditability of the wndfall tax. Petitioner
notes that Professor Littlechild s testinony establishes that he
designed the regulatory system (RPI - X) that allowed the
privatized utilities to realize the higher-than-antici pated
profits during the initial period after flotation. Petitioner

al so notes that both M. GOsborne and Dr. Wal es (nenbers of the
Andersen team who testified as experts regarding the regul atory
and political concerns that led to enactnment of the wi ndfall tax)
stated that (1) the rationale for the tax was the perceived excess
profits the privatized utilities earned during the initial period

and (2) the actual formof the tax was adopted for
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“presentational” reasons.!® M. Robinson's testinmony in Entergy is
consistent wwth that of M. Osborne and Dr. Wales, and it reaches
the sanme principal conclusion: The intent was to tax the excess
profits of the privatized utilities.

Petitioner also offers the testinony of Mark Ballany (M.
Bal | amy) and Edward Maydew ( Prof essor Maydew), both experts in
accounting, the fornmer the founder of a U K. accounting firm the
| atter a professor of accounting at the University of North
Carolina. Petitioner clains that the sum and substance of M.
Bal | amy’ s testinony (which dealt with U K financial accounting
concepts under the windfall profits tax statute) “establishes that
the windfall tax fell on the excess profits of the Wndfall Tax
Conpani es during their initial periods and that all of these
profits represented realized profits”. Professor Maydew testified
regarding U K and U S. financial accounting concepts and that the
wi ndfall tax was, in substance, a tax on incone, simlar in
operation to prior U S. and U K excess profits taxes. Petitioner
clainms that Professor Maydew s testinony confirns that of M.
Bal l any that the U K. and U S. concepts of realization are
fundanental |y the sanme, thereby satisfying the regul ations’

real i zation requirenent.

Dr. Wales testified that, during a Nov. 6, 1996, neeting
wi th Gordon Brown, the Andersen team “denonstrated the
presentational |inkage that could be nmade between the nechanics
of the tax, * * * the underlying rationale for the tax [i.e., a
tax on the privatized utilities’ initial period excess profits]
and t he popul ar notion of undervalue at privatisation.”
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Petitioner’s final expert witness was Stewart C. Mers

(Professor Myers), professor of finance at M T s Sloan School of
Managenent. Professor Myers’ research and teaching focus is, in
part, on the valuation of real and financial assets. Petitioner
points to Professor Myers’ testinony that the differences in
wi ndfall tax paynments by the privatized conpani es cannot be
expl ained by differences in flotation value or by changes in val ue
after flotation and that the tax “operated as an excess-profits

tax, not as a tax on value, change in value or underval uation.”?

Y"As part of his testinmony, Professor Myers enpl oyed a
series of scatter plot diagrans to denonstrate that there was, at
best, a very |l oose relationship between the windfall tax the
privatized utilities paid and changes in their actual market
val ues after privatization, but very tight and direct
rel ati onshi ps between (1) the wndfall tax paynments and the
cunmul ative initial period earnings of those conpanies and (2) the
wi ndfall tax paynents and what Professor Myers determ ned to be
the cunul ative initial period excess profits of the RECs and the
WASCs.

Prof essor Myers also testified that the term*“value in
profit-making terns”, as defined in the windfall tax statute, is
not a standard econom c termor concept and it has no neaning in
any other context. WMreover, he believes that it does not
represent a true econom c value of any of the privatized
utilities; rather, he believes that it constituted “a one-off
device created to determne tax liability.” He further
testified:

The privatized conpanies were val ued daily on the
London Stock Exchange. The designers of the Wndfall
Tax coul d have used stock-market values to identify

(wi th hindsight) the “underval uation” of the conpanies
on or after their 1PO dates. Instead they settled on a
formula in which the chief noving part was not val ue
but profits.

(conti nued. . .)
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Petitioner also offered the fact testinony of M. Qdsthuizen,
SWEB' s treasurer during the period |leading up to the enactnent of
the wwndfall tax in 1997 and, before that, SWEB s tax nanager.
M. Qbsthui zen recogni zed that, under the windfall tax formula,
for every pound that profits were reduced in an initial period
year, SWEB received 51 percent of that anmount back as a reduction
inits windfall tax liability. He also was involved in SVEB' s
decision to act on that know edge by obtaining permssion fromits
auditors (and, after an initial objection, Inland Revenue) to
restate its accounts for its 1994-95 fiscal year (the final year
of SWEB's initial period) by expensing (as a reserve) £12 mllion
of projected tree-trimmng costs, which saved SWEB over £6 mllion
of projected windfall tax.® Petitioner also notes M.
Qdst hui zen’ s recognition that the windfall tax operated as an
excess profits tax. In that regard, M. O3sthuizen testified as
fol |l ows:

In effect, the way the tax works is to say that the
anmount of profits you're allowed in any year before

(... continued)

Prof essor Myers rejects respondent’s argunent (discussed
infra) that value in profit-nmaking terns, because it is
cal cul ated using a reasonable price-to-earnings nmultiple, is the
product of an acceptable valuation technique. |In Professor
Myers’ view, “9 is not an accurate P/E multiple, and it is not
applied to current or expected future earnings * * * [Therefore,]
‘val ue-in-profit-making terns’ cannot neasure the econonm c val ue
t hat conpani es coul d, would, or should have had.”

8\, Odst hui zen testified that a Governnent press rel ease
describing the windfall tax pronpted SWEB to restate its accounts
for its 1994-95 fiscal year.
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you're subject to tax is equal to one-ninth of the

flotation price. After that, profits are deened excess,

and there is a tax. That’'s how the tax works. It has a

definition of what is allowable profit and what is

excess profits, and it taxes the excess.

Lastly, petitioner notes that it is possible to restate the
wi ndfall tax fornula algebraically to make clear that it operates
as an excess profits tax inposed (on 27 of the 32 windfall tax
conpani es) at an approximately 51.7-percent rate.! In that
regard, petitioner points to a series of stipulations in which the
parties agree that that is in fact the case.? |In particular,
petitioner points to the parties’ stipulation that the w ndfal
tax formula (for conpanies with a full 1,461-day initial period)
can be rewitten pursuant to the follow ng steps (where P is the

total initial period profits and FV is the flotation val ue).

Statutory Wndfall Tax Fornul a

Tax = 23%x [{(365 x (P/1,461)) x 9} - FV]

M. OBst hui zen and Professors Maydew and Myers nake the
same poi nt.

20Respondent objects to certain of those stipulations on the
ground that the refornul ations are neither (1) “the statutory
equi val ent of the equation set forth in the [Wndfall Tax] Act”
nor (2) “an appropriate application of the equation in the Act”,
and on the further ground that the stipulations are “irrel evant
and immaterial.” Respondent does not object to the mathenati cal
equi val ence of the refornul ations.
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Wndfall Tax Formul a--Mdification (1)

Tax = 23% x [{(P/4(20) x 9} - FV)]

Wndfall Tax Formul a--Mdification (2)

Tax = 51.71%x {P - (44.47% x FV)}!22

Petitioner also points out that, instead of a cumul ative
reforrmul ation of the windfall tax for the entire initial period,
the tax can be refornulated by showing its application with
respect to each year of that period as follows (where P,, P, etc.
represent profits for year 1, year 2, etc.).

Tax = 51.71%x {P, - (11.11%x FV)}

+ 51.71%x {P, - (11.11%x FV)}
+ 51.71%x {P; - (11.11%x FV)}
+ 51.71%x {P, - (11.14%x FV)}(23
Petitioner argues that the foregoi ng mat hemati cal and

al gebraic refornul ations of the windfall tax as enacted show t hat,

2lFor the sake of sinplicity here and in nodification (2),
1,461 days divided by 365 days is deened to equal 4 rather than
the nore accurate 4.0027397.

2Again, for the sake of sinplicity, 44.47 percent
represents (1,461/365)/9 or approxi mately 0.4447489 (which is
approximately 4/9), and the 51.71 percent represents
{9/(1,461/365)} x 23 percent or approximtely 0.5171458 (which is
approximately 9/4 of the 23-percent wndfall tax rate). As
Prof essor Myers points out, to get fromnodification (1) to
nodi fication (2), one need only multiply all terms inside the
brackets (in nodification (1)) by 4/9 and the 23 percent tax rate
by 9/4 with the windfall tax anount remaini ng unchanged, because
(4/9) x (9/74) = 1.

2The 11. 14 percent reflects the multiplier for the |eap
year of 366 days, assuned, for denonstrative purposes, to be year
4.
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in substance, it was a tax inposed at a 51.71-percent rate “on the
profits for each Wndfall Tax conpany’s initial period to the
extent those profits exceeded an average annual return of
approximately 11.1 percent of [the conpany’s flotation value].”

Petitioner acknow edges, and the parties have sti pul at ed
(with respondent | odging the sane objections regarding | ack of
statutory equival ency, appropriateness, relevancy, and
materiality), that 5 of the 32 windfall tax conpanies had initial
periods |onger or shorter than 1,461 days and that, for those
conpanies, the refornulated rates are different. For two of those
conpani es, because the nunber of days in the initial period was
very close to 1,461 days, the rate of the reformnmul ated w ndfal
tax was very close to 51.71 percent, and the 4-year return on
flotation value to be exceeded for there to be a tax was very
close to 44.47 percent. For N E, which had an initial period of
1, 380 days, those two rates were 54.75 percent and 42.01 percent,
respectively. As noted supra, British Energy had no wi ndfall tax
liability because of insufficient profits during the initial
period. The fifth conpany, Railtrack, had an initial period of
only 316 days, with the result that the effective tax rate on its
excess profits (determ ned pursuant to the stipul ated
refornmul ation of the tax) was 239.10 percent, and the cunul ative
4-year return on flotation value to be exceeded for there to be a

tax was only 9.62 percent. Petitioner dismsses any concerns



- 41 -
regarding the effect of the refornulated w ndfall tax on those 5
conpani es as conpared to its uniformeffect on the other 27
conpani es on several grounds: (1) For 2 of the conpanies, the
differences are negligible; (2) any differences in effective rates
“are not significant or material in evaluating the overal

i nci dence of the Wndfall Tax” because the 5 conpanies are
outliers and, therefore, nust be ignored for purposes of
determning creditability under the section 901 regul ati ons as
applied by the Court of Appeals for the Second Circuit in
Texasgulf Il and this Court in Texasgulf I; (3) as M. Gsborne
expl ai ned, the paynent of relatively |arge anounts of wi ndfall tax
by conpanies with initial periods of substantially less than 1, 461
days (i.e., N E and Railtrack) was not a problem because profits
earned over the bal ance of what woul d have been a full 1,461-day
period (referred to by M. OGsborne as “out perfornance”) would not
be subject to the tax; and (4) the tax did not exceed the
realized, after-tax profits of any of the windfall tax conpanies.

2. Respondent’s Argunents

Respondent argues that the 1983 regul ati ons al one control the
creditability of the windfall tax because those regul ations
subsune or supersede prior caselaw and “neither require nor permt
inquiry into the purpose underlying the enactnment of a foreign tax
or the history of a foreign taxing statute.” Applying those

regul ations to this case, respondent concludes that, according to
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the actual ternms of the windfall tax statute, the windfall tax
failed to satisfy any of the tests that a foreign tax nust satisfy
to be considered “likely to reach net gain in the nornmal
circunstances in which it applies”; i.e., the realization, gross
recei pts, and net incone tests. Therefore, the windfall tax did
not have the predom nant character of an incone tax in the U S
sense. |In essence, respondent’s position is that, pursuant to the
terms of the statute, the windfall tax “was not inposed upon or
after the occurrence of a realization event for U S. tax purposes
because the * * * tax was not a direct additional tax on
previ ously-realized earnings. Rather, the tax was inposed on the
di fference between two conpany values.” As a tax inposed on a
base equal to the unrealized difference between two defined
val ues, rather than directly on realized gross receipts reduced by
deducti bl e expenses, respondent argues that it necessarily fails
to satisfy any of the three tests.

Respondent flatly rejects petitioner’s claimthat, under the
1983 reqgul ations, we nay rely on extrinsic evidence “relating to
* * * Tthe Wndfall Tax’s] purported purpose, design, and
‘substance’ reveal ed through petitioner’s so-called *al gebraic
reformul ation’ of the tax.” Respondent argues that Texasgulf I1,

Texasgulf 1, and Exxon Corp. v. Comm ssioner, 113 T.C 338 (1999),

which did admt extrinsic evidence to denonstrate the

creditability of foreign taxes, should be limted to their facts;
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i.e., afinding that the alternative cost allowances under
consideration in those cases “effectively conpensated” for the
nondeducti bility of certain actual expenses pursuant to the
requi renents of section 1.901-2(b)(4)(i)(B), Incone Tax Regs., and
“do not support the use of extrinsic evidence to satisfy a
requi renent not found in the regul ations.”

Respondent al so argues that we should disregard petitioner’s

al gebraic refornmulations of the windfall tax statute as nerely “a
hypot hetical rewite” of the statute, which does not constitute
““quantitative’ or ‘enpirical’ evidence” that the tax actually

touched net gain, “as contenplated by this Court in Texasqulf | or

Exxon.” That argunent, |ike his argunent that we may not consi der
extrinsic evidence that the actual incidence of the tax was on net
i ncone or excess profits, follows fromwhat appears to be the crux
of respondent’s position: The windfall tax is unanbi guously
i nposed on the difference between two val ues and, therefore, it
cannot be a tax on incone or profit.?

Because for respondent “the ‘substance’ of the tax is
reveal ed on the face of the Wndfall Tax statute itself”--i.e.,
“It]he words of the U K. statute are the ‘substance’ of this tax”-

-he believes that it is not necessary to | ook beyond those words

24Respondent nakes the point on brief as follows: “The key
evidence in this case--the Wndfall Tax statute itself--
explicitly provides that the Wndfall Tax is inposed on a base of
the di fference between two val ues, and such formulation fails to
satisfy the section 901 regul ations.”
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to give them neaning. Neverthel ess, he argues that, even assum ng
the intent of the Andersen team and nenbers of Parlianent m ght be
rel evant in characterizing the nature of the windfall tax, their
intent is as consistent with the statute as witten (i.e., a tax
on value in excess of flotation proceeds) as it is with
petitioner’s view that the windfall tax was intended as a tax on
excess profits. In support of that argunent, respondent refers to
M. Robinson’s 2000 book describing his life as a nenber of the
Labour Party, entitled “The Unconventional Mnister”, and quotes
the follow ng portion of chapter 6, which describes the

devel opnent and enactnent of the wi ndfall tax:

Then in Cctober 1996 Chris Wal es had a stroke of

inspiration. Chris sinply turned the whol e argunment on

its head: the problemwas not that the conpani es had

made too much profit, nor that they had paid out too

much to sharehol ders and fat-cat directors, nor that

they had been treated with kid gloves by the regul ators.

That was all true of course: but the genesis of the

probl em was that they had been sold too cheaply in the

first place. Wiy not then, argued Chris, tax the | oss

to the taxpayer which arose fromthe sale of these

conpani es at what was a knock-down price.

In further support of his position that the windfall tax was
indeed a tax on the difference between two defined val ues,
respondent offers the expert testinony of Peter K. Ashton (M.
Ashton), a consultant who was qualified as an expert in econom cs
and val uati on net hodol ogi es, and Philip Baker QC (Queens Counsel;

M. Baker), a UK tax |lawer offered as an expert in U K tax

| egislation and the U K tax system
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M. Ashton viewed the nmethod of conputing the statutory val ue
in profit-making terns for each of the wndfall tax conpanies as a
general ly accepted val uati on nmet hodol ogy, which he referred to as
the “market value multiples nmethod for conputing the equity val ue
of a conpany.” Although M. Ashton agreed that, in general,
“valuation is a forward-1ooking proposition”, he reasoned that the
wi ndf al | tax net hodol ogy of fixing value retroactively was
accept abl e because the draftsnen selected a valuation date with
respect to which they had “perfect foresight of what the incone is
going to be for * * * [the windfall tax conpanies] that you can
plug in to the valuation formula.”

The substance of M. Baker’s testinony was that, by its
terms, the windfall tax was for each windfall tax conpany a tax on
a tax base equal to the difference between two defined val ues, and
that, as such, it was distinguishable fromprior or existing U K
t axes on excess profits or capital gains.

Respondent echoes M. Baker’s view that the windfall tax was
intentionally inposed on a tax base neasured, in part, by a val ue
(the “value in profit-making terns”) derived (retrospectively)
fromknown initial period earnings and, for that reason,
criticizes Professor Myers’ reliance on “equity value or market
capitalization value” as his standard for concluding that, in
relying on “value in profit-making terns”, the windfall tax was

not a tax on value, as that termis conventionally understood. 1In



- 46 -
respondent’s view, we “need not determ ne whether the Profit-
Maki ng Value forrmula resulted in a ‘realistic’ valuation of the
W ndfall Tax Conpanies in order to determ ne whether the Wndfall
Tax is a creditable tax.” That is because, in respondent’s view,
profit-making value “represented a reasonabl e approxi mati on of how
the Wndfall Tax Conpanies m ght have been valued at the tine of
flotation if subsequent earnings could have been known at that

tinme. "2

ZRel ying on a point that the Andersen team made in a
Novenber 1996 presentation to Gordon Brown, respondent also
argues, presumably as an alternative ground for denying a foreign
tax credit for the windfall tax, that the tax was, in substance,
a reenactnent of TCGA sec. 179 (see the discussion of that
provision in note 3 of this report); i.e., a retroactive tax on
the unrealized appreciation of the windfall tax conpanies at the
time of privatization. Respondent argues that, because the tax
necessarily fails the realization test of the 1983 regul ati ons,
it is noncreditable. W find respondent’s argunments unpersuasive
for two reasons. First, respondent’s own expert, M. Baker,
specifically disavowed those argunents by flatly stating that the

wi ndfall tax “was not corporation tax. It was a separate tax and
it was at the rate of 23 percent instead [of the 33 percent
corporate tax rate].” Second, we agree with petitioner that,

even if the windfall tax had been intended as (in substance) a
reenact nent of TCGA sec. 179, it would not be a tax on unrealized
appreciation; rather it would be a tax on previously realized but
unrecogni zed gain and, therefore, creditable. As petitioner
points out: “the operation of section 171 TCGA and section 179
TCGA is substantively simlar to the gain deferral and
recognition rules relating to interconpany transfers in our
consolidated return regul ati ons, section 1.1502-13, |ncone Tax
Regs.” Petitioner argues, however, that “[t]he Wndfall Tax
statute was not designed on the basis of Section 179 TCGA
Respondent’s argument on this basis is unfounded.” W accept
what is, in effect, petitioner’s concession that the windfall tax
shoul d not be considered an incone tax because it resenbl ed, or
was a reinstatenent of, TCGA sec. 179. Therefore, we do not
decide the wndfall tax issue on that ground.



C. Analysis
1. | nt r oducti on

The parties fundanentally di sagree as to what we may consi der
in determ ning whether the windfall tax is a creditable tax for
pur poses of section 901. Respondent’s view is that we need not
(1 ndeed, may not) consider anything other than the text of the
wi ndfall tax statute in determ ning whether that tax is an “incone
tax” within the neaning of section 1.901-2(a), Incone Tax Regs.
“[Blased on * * * the sinple fornmula enployed to | evy the tax”,
respondent argues, the windfall tax falls on the difference
bet ween two val ues--“Flotation Value” and “Profit-Mking Val ue”.
It is, respondent continues, therefore a tax on value (and not on
incone). “Petitioner”, respondent concludes, “cannot escape from
the plain | anguage of the [windfall tax] statute.”?®

Petitioner, points out that, under the cited regulation, it
is the “predom nant character” of the foreign tax in question that
counts. To determ ne the predom nant character of the w ndfal

tax, petitioner argues that we may consi der evidence beyond the

2“1 n construing a statute”, respondent argues, “the
‘preem nent canon of statutory interpretation requires a court to
“presune that [the] legislature says in a statute what it neans
and neans in a statute what it says there.”’” (quoting BedRoc
Ltd., LLCv. United States, 541 U.S. 176, 183 (2004) (quoting
Conn. Natl. Bank v. Germain, 503 U S. 249, 253-254 (1992))).
Respondent insists that “*when the statute’s |anguage is plain,
“the sole function of the courts”--at | east where the disposition
required by the text is not absurd-“is to enforce it according to
its terns.”’” (quoting Hartford Underwiters Ins. Co. v. Union
Planters Bank, N. A, 530 U S. 1, 6 (2000) (quoting United States
v. Ron Pair Enters., Inc., 489 U S. 235, 241 (1989)).
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text of the statute; viz, evidence of the design of the tax and
its actual economc and financial effect as it applies to the
majority of the taxpayers subject to it. |In support of that
argunent, petitioner principally relies on three cases this Court
has deci ded since the pronul gation of the 1983 regul ati ons: Exxon

Corp. v. Comm ssioner, 113 T.C 338 (1999), Texasgulf 1, and

Phillips Petroleum Co. v. Comm ssioner, 104 T.C 256 (1995).

For the reasons that follow, we think that petitioner has the
better argunment, and we find that the windfall tax is a creditable
i ncone tax under section 901

2. Nat ure of the Predom nant Character Standard

Respondent’ s text-bound approach to determ ning the
creditability of the windfall tax is inconsistent wwth the 1983
regul ati ons’ description of the predom nant character standard for
creditability under which “the predom nant character of a foreign
tax is that of an incone tax in the U S. sense * * * [i]f * * *
the foreign tax is likely to reach net gain in the nornal
circunstances in which it applies”. Sec. 1.901-2(a)(3)(i), Incone
Tax Regs. By inplicating the circunstances of application in the
determ nation of the predom nant character of a foreign tax, the
drafters of the 1983 regulations clearly signaled their intent
that factors extrinsic to the text of the foreign tax statute play
arole in the determnation of the tax’s character. In

determ ning the predom nant character of a foreign tax, we may
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| ook to the actual effect of the foreign tax on taxpayers subject
toit, the inquiry being whether the tax is designed to and does,
in fact, reach net gain “in the normal circunmstances in which it
applies”, regardless of the formof the foreign tax as reflected
in the statute.

That interpretation of the regulations’ predom nant character
standard is consistent with casel aw precedi ng the issuance of the
1983 reqgul ations and, in particular, two of the cases cited in the
preanble to those regul ations as providing the “criterion for

creditability” enbodied in that standard: Inland Steel Co. v.

United States, 230 C&. d. 314, 677 F.2d 72 (1982), and Bank of

Arerica | (see supra p. 27 of this report). |In the forner case,

the Court of Clains stated that a foreign tax will qualify as an
incone tax in the U S sense if the foreign country has “nmade an
attenpt always to reach sone net gain in the normal circunstances
in which the tax applies. * * * The | abel and form of the foreign

tax is not determnative.” Inland Steel Co. v. United States,

supra at 325, 677 F.2d at 80 (enphasis added). The court noted
that the issue, as framed under its analysis in Bank of Anerica |
is “whether taxation of net gain is the ultimte objective or

effect of * * * [the foreign] tax.” |Inland Steel Co. v. United

States, supra at 326, 677 F.2d at 80 (enphasis added). |In Bank of

America I, 198 CGt. d. at 274, 459 F.2d at 519 (enphasis added),

the Court of Clains stated: “The inportant thing is whether the
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other country is attenpting to reach sone net gain, not the form

in which it shapes the incone tax or the nane it gives.”

The facts and analysis of the Court of Cains in Bank of
Arerica | nicely illustrate the prevailing pre-1983 standard. The
case involved in part the creditability of foreign taxes on the
t axpayer’s gross income fromthe banking business its branch
conducted in each of certain foreign countries. Cearly, a gross
income tax is not, by its terns, a net incone tax. Had the Court
of Clains focused solely on the statutory |anguage, which, in each
case, levied a tax on the taxpayer’s “gross takings” or “gross
recei pts” before deduction of any expenses, it would have been
conpelled to hold, on that ground al one, that none of the taxes
under consideration constituted a creditable net incone tax. The
focus of the court’s inquiry, however, was not on the text of the
statute per se, but on the question of whether the tax was
“attenpting to reach sone net gain”. 1d. The court specifically
noted that “a levy can in reality be directed at net gain even
though it is inposed squarely on gross incone.” 1d. Relying on
prior judicial decisions, Internal Revenue Service rulings, and
gross incone tax |levies under Federal law (e.g., sections 871 and
1441), the court concluded that an inconme tax under section 901
“covers all foreign incone taxes designed to fall on sone net gain
or profit, and includes a gross incone tax if, but only if, that

i mpost is alnost sure, or very likely, to reach sone net gain
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because costs or expenses will not be so high as to offset the net
profit.” 1d. at 281, 459 F.2d at 523.2" Because the gross incone
taxes in Bank of Arerica | failed to neet that test, the court
held that they were noncreditable. 1d. at 283, 459 F. 2d at 524-
525.

Al so, as noted supra, the cases that have applied the 1983

regul ati ons’ predom nant character standard are consistent with

the Court of Cains’ approach to creditability in Inland Steel

and Bank of Anmerica |I. Thus, in Texasgulf I, and in Exxon Corp.

v. Conmm ssioner, supra, we relied on quantitative, enpirical

evi dence of the actual effect of the foreign tax on a majority of
the taxpayers at whomit was directed and found that, in each
case, the tax was designed to, and did, in fact, reach net gain
and, therefore, constituted a creditable inconme or excess profits

tax. In Texasgulf I, we distinguished the result in Inland Steel

Co. v. United States, supra, which had held the tax under

consideration (the Ontario M ning Tax) to be noncreditable,
stating: “The use of the ‘predom nant character’ and
‘“effectively conpensates’ tests in section 1.901-2(b)(4), Inconme
Tax Regs., is a change fromthe history and purpose approach used

in the cases decided before the 1983 requl ations applied a

2IAs noted supra note 12, the Court of Clains’ test for the
creditability of a gross inconme tax is incorporated into the 1983
regul ations. See sec. 1.901-2(b)(4)(i), Inconme Tax Regs.
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factual, quantitative approach.” Texasqulf I, 107 T.C. at 70

(enphasi s added).

W reject respondent’s argunent that this Court, in
Texasgulf | and Exxon, and the Court of Appeals for the Second
Crcuit, in Texasgulf Il, “strictly limt the use of enpirical
data to an analysis under the alternative cost recovery nethod of
the net inconme requirenent of * * * [section 1.901-2(b)(4)(i)(B)
| ncone Tax Regs.].” It is true that Texasgulf |, Texasqulf 11,
and Exxon involved the creditability of foreign taxes that
started with a statutory tax base consisting of gross incone, and
that all three relied on extrinsic evidence to show that the
foreign law s allowances in |ieu of deductions for expenses
actually incurred woul d “effectively conpensate for nonrecovery
of * * * significant costs or expenses”, as required by section
1.901-2(b)(4) (i), Income Tax Regs. W disagree, however, with
respondent’s conclusion that those cases “do not support the use
of extrinsic evidence to satisfy a requirenment not found in the
regul ations.” Nothing in those cases would so limt a taxpayer’s
right to rely on extrinsic evidence to denonstrate the
creditability of a foreign tax and, specifically, that it
satisfied the predom nant character standard. In Texasgulf I,
Texasgulf 11, and Exxon, the narrow i ssue was whet her the
statutory allowances in question did, in fact, “effectively

conpensate” for the nondeductibility of “significant costs or



- 53 -
expenses” within the nmeaning of section 1.901-2(b)(4)(i), Inconme
Tax Regs. But the overall issue for decision in those cases, as
in this case, was whether the foreign tax was designed to and
did, in fact, reach net gain. The only Iimtation on reliance on
extrinsic evidence in any of the three opinions in those cases is
the foll owm ng observation by the Court of Appeals for the Second
Circuit in Texasgulf 11, 172 F. 3d at 216 n. 11

We note, however, that this case is exceptional, in

that the relatively small nunber of taxpayers subject

to the OMI nade it practicable to conpile and present

broadly representative industry data spanning a | engthy

period. W do not suggest that the reliance that we

pl ace on enpirical evidence would be appropriate in

cases where such conprehensive data is unavail abl e.
Far fewer taxpayers were subject to the windfall tax than were
subject to OMI in Texasqulf Il, and the data (after-tax financi al
profits)? for the taxpayers subject to the windfall tax were

readily available in the published financial reports of those

t axpayers.

28Al t hough respondent states that “[t]he use of financi al
book earnings, rather than ‘taxable incone,’” in determning the
W ndfall Tax Conpanies[’] Profit-Mking Value further
di stingui shes the Wndfall Tax froma U S. excess profits tax”,
he does not argue that a foreign tax on financial profits is
noncredi table for that reason alone. That argunent woul d appear
to be invalid, in any event, in the [ight of our own corporate
alternative mninumtax, which at one tine was cal culated, in
part, using financial or book earnings. See sec. 56(f), repealed
in 1990 by the Omi bus Budget Reconciliation Act of 1990, Pub. L
101- 508, sec. 11801(a)(3), 104 Stat. 1388-520. Moreover,
di fferences between book and taxable incone are, with rare
exception, attributable to timng differences, which are
general ly di sregarded under the 1983 regul ati ons. See sec.
1.901-2(b)(4) (i), Incone Tax Regs.
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Respondent’ s argunment that we should restrict our inquiry to
the text of the wwndfall tax to determne its predom nant
character is unpersuasive.

3. The Predom nant Character Standard as Applied to
the Wndfall Tax

The term “val ue” nmay nmean, anong other things, either
“Monetary or material worth” or, in mathematics, “An assigned or
cal cul ated nunerical quantity.” The American Heritage Dictionary
of the English Language 1900 (4th ed. 2000). The parties do not
di sagree that the anount of the windfall for purposes of
determning the wwndfall tax is, in mathematical terns, the
excess (if any) of one value (value in profit-making terns) over
another (flotation value). Nor do they disagree that flotation
value is real or actual value (a value in the first sense). They
do disagree as to whether value in profit-making terns is a rea
or actual value. Relying on its experts’ testinony, petitioner
argues that it is not “a real economc value”.? W need not
settle that dispute because, even were we to agree with
respondent that value in profit-making terns is a real or actua
val ue, that would not necessarily be determ native since our

inquiry as to the predom nant character of the windfall tax is

M. GCsborne, one of petitioner’s expert witnesses and a
menber of the Andersen teaminvolved in designing the w ndfal
tax, testified that value in profit-making terns “is not a rea
value: it is rather a construct based on realised profits that
woul d not have been known at the date of privatisation, and a
mechani sm by whi ch additional taxes on profits could be levied.”
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not text bound. |ndeed, however we describe the formof the
w ndfall tax base, our inquiry as to the design and incidence of
the tax convinces us that its predom nant character is that of a
tax on excess profits. As an initial nmatter, we note that the
parti es have stipul ated that none of the 31 conpanies that paid
wi ndfall tax had a windfall tax liability in excess of its total
profits over its initial period.

Wth respect to design, respondent reorders the usual notion
(at least in architecture) that formfollows function to argue,
in essence, that formdetermnes function; i.e., that the design
of the tax base (the excess of one val ue over another)
denonstrates Parlianment’s decision to enact a tax based on val ue
(1.e., “to tax undervaluation on flotation of the Wndfall Tax
Conmpani es”) “rather than a tax based on incone or excess
profits.” W disagree.

Gordon Brown’s public statenents in his July 2, 1997, Budget
Speech, the Inland Revenue and U. K. Treasury announcenents, and
the debate in Parlianment preceding enactnment of the windfall tax
make clear that the tax was justified for two essentially
equi val ent reasons: (1) It would recoup excessive profits earned
by the privatized utilities during the initial period, and (2) it
woul d correct for the underval uation of those conpani es at
flotation. The reasons are equival ent because each subsunes the

other. That is the essence of the explanation of the w ndfal
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tax by Her Majesty’'s Treasury in its 1997 publication entitled
“Expl anatory Notes: Summer Finance Bill 1997
The profits nmade by these conpanies in the years
foll ow ng privatisation were excessive when consi dered

as a return on the value placed on the conpanies at the

time of their privatisation by flotation. This is

because the conpanies were sold too cheaply and

regulation in the rel evant periods was too | ax.

Thus, profits were considered excessive in relation to the prices
at which the windfall tax conpanies were sold to the public,
which, in turn, were deened to be too low 3 One expl anation
inplies the other. It follows, then, that both parties may be
said to be correct in their assessnent of the political
notivation for the wndfall tax.

O greater significance, in terns of the creditability of
the windfall tax, is the fact that the nenbers of Parlianent
understood that they were enacting a tax that, by its terns,
represented one of two equival ent expl anations. That

understanding is evidenced by the Conservative Party Shadow

Chancel | or of the Exchequer’s, M. Lilley's, recognition that the

39That rather obvious point was al so nade by M. Gshorne:

The rationale for the tax was rooted in * * *
[the] initial period during which excessive profits
were made, as judged agai nst the conpanies’ flotation
val ues.

The nature of the judgnent neans that there is a
| ogi cal symretry between the two avail abl e ways of
describing the rationale for the tax -- that profits
were high in relation to the flotation value, or that
the flotation value was lowin relation to profits.* * *
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Governnment had “taken average profits over four years after
flotation” and “[i]f those profits exceed one ninth of the
flotation value, the conpany will pay windfall tax on the
excess.” M. Lilly s understanding that the windfall tax could
be characterized as a tax on excess profits is further indicated
by his recognition that privatized utilities “that failed to
inprove their profitability over * * * [the initial period] wll
pay much | ess or even no windfall tax.”

Just as “a levy can in reality be directed at net gain even
though it is inposed squarely on gross incone”, Bank of Anerica
I, 198 . d. at 274, 459 F.2d at 519, so too can a foreign |evy
be directed at net gain or incone even through it is, by its

terns, inposed squarely on the difference between two val ues. %!

3IA classic definition of inconme fromthe econonic

literature is squarely so based: “lIncone is the noney val ue of
the net accretion to one’ s econoni c power between two points of
tinme.” Haig, “The Concept of |Income—-Econom c and Legal Aspects”,

The Federal Inconme Tax 7 (Colunbia University Press 1921).

Robert M Haig's definition was subsequently expressed by
anot her econom st, Henry C. Sinons, in a way that explicitly
i ncl uded consunption: “Personal income may be defined as the
al gebraic sumof (1) the market value of rights exercised in
consunption and (2) the change in value of the store of property
ri ghts between the beginning and end of the period in questions.”
Si nons, Personal |ncone Taxation 50 (1938). The Sinons
refinement has cone to be known as the Haig-Sinons definition of
incone and is widely accepted by | awers and econom sts. Gaetz
& Schenk, Federal Income Taxation, Principles and Policies 97
(6th ed. 2009).

A foreign tax inposed on a base conformng to the Haig-
Si nons definition of incone, viz, (1) the value of savings at the
end of the period plus consunption during the period mnus (2)
(continued. . .)
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And that is what we conclude in the case of the windfall tax.
The architects and drafters of the tax knew (1) exactly which
conpanies the tax would target, (2) the publicly reported after-
tax financial profits of those conpanies, which were a cruci al
conponent of the tax base,® and (3) the target anount of revenue
the tax would raise. Therefore, it cannot have been an
unintentional or fortuitous result that, (1) for 29 of the 31

wi ndfall tax conpanies that paid tax, the effective rate of tax

on deened annual excess profits was at or near 51.7 percent,* and

31(...continued)
t he val ue of savings at the beginning of the period, would seem
to qualify as a tax on net gain under the 1983 regul ations. That
the tax base includes unrealized appreciation in property is no
bar to such qualification. See sec. 1.901-2(b)(2)(i)(CO, (iv)
Exanple (2), Inconme Tax Regs.

32S\WEB's ability to reduce retroactively its reported
profits for one of its initial period years appears to have been
a solitary aberration anong the wi ndfall tax conpani es and does
not detract fromthe general conclusion that the initial period
financial profits of the windfall tax conpani es were known before
enact ment .

3%Because it had an initial period of only 316 days,
Rai ltrack presents the sole exception to the overall concl usion
that the windfall tax, viewed as a tax on excess profits,
affected the targeted conpanies in a reasonable manner. As noted
supra, the effective tax rate on Railtrack’s excess profits was
239. 10 percent and the cunul ative 4-year return on flotation
val ue to be exceeded for there to be a tax was only 9.62 percent.
It is clear, however, that neither the regul ations nor the cases
interpreting themrequire that the foreign tax mmc the U S
income tax for all taxpayers to achieve creditability under sec.
901, only that it satisfy that standard “in the normal
circunstances in which it applies”. See sec. 1.901-2(a)(3)(i),
I ncone Tax Regs. See al so Exxon Corp. v. Conm ssioner, 113 T.C
at 352, in which we noted the Conm ssioner’s acknow edgnent that,
“to qualify as an inconme tax a tax nust satisfy the predom nant

(continued. . .)




- 59 -
(2) for none of the 31 conpanies did the tax exceed total initial
period profits. What respondent refers to as “petitioner’s

al gebraic refornmul ations of the Wndfall Tax statute” do not, as
respondent argues, constitute an inperm ssible “hypothetical
rewite of the Wndfall Tax statute”. Rather they represent a
legiti mate nmeans of denonstrating that Parlianent did, in fact,
enact a tax that operated as an excess profits tax for the vast
majority of the windfall tax conpanies.?® The design of the

wi ndfall tax fornmula made certain that the tax would, in fact,
operate as an excess profits tax for the vast mgjority of the

conpani es subject to it.?3®

33(...continued)
character test in its application to a substantial nunber of
taxpayers.” In that case we found that the U K Petrol eum
Revenue Tax (PRT) provided a sufficient allowance in lieu of a
deduction for interest expense where, for the 34 conpanies
responsi bl e for 91 percent of the PRT paynents, the allowance
exceeded nonal | owed i nterest expense.

34Respondent describes petitioner’s al gebraic refornulation
of the wwndfall tax as an attenpt “to rewite the val ue-based
Wndfall Tax to convert it into a profit-based tax.” Presunably,
respondent woul d agree that, had the tax been enacted as a
“profit-based tax” instead of as a tax on the difference between
two values, it would have been creditable. Under that approach,
the same tax is either creditable or noncreditabl e, depending on
the formin which it is enacted, a result at odds with the
predom nant character standard set forth in the regul ations and
applied in the casel aw.

31 f, as respondent suggests, the real goal of the w ndfal
tax was to recoup, on behalf of the public, the windfall to the
initial investors that arose by virtue of flotation prices well
bel ow actual value (as perceived with hindsight), why did the
Labour Party majority not try to recoup the entire windfall or at
| east a substantial portion of it; i.e., why was the tax rate not

(continued. . .)
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Because both the design and effect of the windfall tax was
to tax an anount that, under U.S. tax principles, nay be
consi dered excess profits realized by the vast mgjority of the
wi ndfall tax conpanies, we find that it did, in fact, “reach net
gain in the normal circunstances in which it [applied]”, and,
therefore, that its “predom nant character” was “that of an
incone tax in the U S. sense.” See sec. 1.901-2(a)(1), (3),
| ncome Tax Regs.

We recogni ze that, in the cases that have either provided
the foundation for the predom nant character standard (e.g.,

Inland Steel Co. v. United States, 230 C¢. d. 314, 677 F.2d 72

(1982), and Bank of Anmerica |), or applied that standard (e.qg.,

Texasqgulf 1, Texasqgulf Il, and Exxon Corp. v. Comm ssioner, 113

T.C. 338 (1999)), the tax base, pursuant to the statute, was a
gross anmount or a gross anount | ess expenses conprising, in part,
al l owances in lieu of actual costs or expenses, and the issue was

whet her the statutory tax base represented net gain for the

35(...continued)
100 percent or sonmething closer to it than the 23-percent rate
actually inposed? Although there is no evidence in the record
that would provide a direct answer to that question, we find the
enactnment of the relatively |ow 23-percent rate to be consi stent
wi th an awareness of the Labour Party that it was taxing the
conpani es, not the investors who actually benefited fromthe
allegedly low flotation prices, and a decision, on its part, that
a tax on the conpanies, being, in effect, a second tax on their
initial period profits, should be inposed at a reasonabl e,
nonconfi scatory rate, which would be sufficient to raise the
desired revenue. That viewis, of course, consistent with
petitioner’s argunent that the formof the tax was adopted for
“presentational” reasons.
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maj ority of taxpayers subject to the foreign tax. Nevertheless,
the analysis that led the courts in those cases (wth the

exception of Inland Steel)® to determne creditability or

noncreditability of the foreign tax in issue is equally
applicable in determning the creditability of the wndfall tax,

t he question being whether, according to an enpirical or
guantitative analysis, the tax was likely reach net gain in the
normal circunstances in which it applied. Because the facts of
this case provide an affirmative answer to that question, we find
the wwndfall tax to be creditable.

D. Concl usi on

The windfall tax paid by petitioner’s indirect UK
subsidiary, SWEB, constituted an excess profits tax creditable
under section 901.

1. The D vidend Rescission |ssue

The parties submtted the dividend rescission issue fully
stipulated. On brief, petitioner states that, if we resolve the
wi ndfall tax issue in its favor, then petitioner concedes the

di vi dend resci ssion issue. Because we have done so, we need not

%%As we noted in Texasgulf |, 107 T.C. at 71, the Court of
Clains in Inland Steel Co. v. United States, 230 CG. d. 314, 677
F.2d 72 (1982) “did not have industry-w de data to consider, and
the Secretary had not yet pronul gated regul ations using a
guantitative approach”, and it held the Ontario Mning Tax to be
noncr edi tabl e because it was not the “substantial equival ent” of
an incone tax, a standard for creditability that was nodified by
the 1983 regul ati ons’ adoption of the predom nant character
st andar d.
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address the dividend rescission issue. W accept petitioner’s
concessi on. ¥

[11. Concl usion

Taking into account our prior Opinion in PPL Corp. & Subs.

v. Comm ssioner, 135 T.C. __ (2010),

Deci sion will be entered

under Rul e 155.

S"Petitioner argues that if we resolve the windfall tax
issue inits favor, then SWEB Hol di ngs woul d not have had
sufficient earnings and profits to pay a taxable dividend. Any
di stribution by SWEB Hol di ngs woul d thus constitute a nontaxable

return of capital. On brief, petitioner states that the “tax
consequences [of such a nontaxable return of capital] would not,
in petitioner’s judgnent, be material.” For that reason, “[i]n

the interest of judicial econony”, petitioner does not ask that
we decide the dividend rescission issue in its favor if we decide
the windfall tax issue in its favor.
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APPENDI X

PP&L Resources,

| nc.

Power Markets
Devel opnent Co.
( PMDO)

PMDC | nternati ona
Hol di ngs, Inc.

PVMDC UK Hol di ngs,

| nc.

PMDC Bri st ol

| nc.

PMDC UK

25%

75%

Sout hern El ectric
| nt ernati onal —
Eur ope, Inc.

( SEI')

Hol di ngs Ltd.

Sout hern I nvestnents UK
( SVEEB Hol di ngs)

Sout hern I nvestnents UK plc

(Sl UK)

South Western Electricity plc

( SWEB)




