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There are two high-profile cases now pending in the U.S. Tax
Court challenging the U.S. Department of the Treasury regulation
adopted in 1994 under Internal Revenue Code Section 482 dealing
with blocked income.[1] The cases are 3M Co. v. Commissioner[2]
and The Coca-Cola Company v. Commissioner.[3]

This article focuses on an issue that is covered by the challenged
regulation but is not necessarily controlled by it — the "in any form"
concept, which requires taxpayers to report income from related
parties if the income could have been collected in any form, including
through receipt of dividends.

This is relevant to the aforementioned cases because while the
taxpayers in those cases had affiliates in Brazil subject to royalty
payment restrictions, the affiliates could have paid dividends and the
taxpayers could have treated the income as royalties for U.S. tax
purposes. The Internal Revenue Service urges that this defeats the
taxpayers' claims that the income was blocked.

From the IRS perspective, the choice of paying royalties or dividends
in this context is akin to the choice of paying by cash or check, and a
taxpayer cannot sustain a blocked income position merely because
its preferred method of payment is not available if an alternative is
present — any alternative, the IRS might add, regardless of the costs
and burdens associated with it.

Taxpayers argue, on the other hand, that royalties and dividends are
very different things and they are under no obligation to engage in
the type of payment and self-help recharacterization the IRS demands.

This article discusses the litigants' respective arguments on this point and the potential
complication for the taxpayers' argument introduced by the conduct of one of them, the
Coca-Cola Co., which paid billions of dollars of dividends in satisfaction of royalties over the
years from many countries, including Brazil, showing the IRS' "in any form" concept in
action.

The article concludes that even if the challenged regulation is struck down and the "in any
form" language goes down with it, there will remain the question whether a taxpayer can
defeat an IRS adjustment on a blocked income theory if the taxpayer had, but failed to avail
itself of, alternative means to secure the payment, as through dividends.

This question would certainly be asked in future cases and may well be asked in the two
pending cases, either before, after or in lieu of getting to the challenged regulation's
validity.[4]

While the litigants seem to argue for categorical answers — the IRS urging that taxpayers
must do whatever it takes and taxpayers urging they need not do anything at all — we
expect courts may take a middle road, guided by a sense of reasonableness, and to decide
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the question on the facts of each case.
Background

The IRS has a history of stubborn resistance to blocked income arguments in its
enforcement of Section 482. For many years, its attitude could be aptly summarized thus:
"We don't care that you can't get paid. We're not demanding that you get paid, only that
you pay tax as if you had."

The IRS lost on this issue at the U.S. Supreme Court in 1972 in Commissioner v. First
Security Bank of Utah.[5] The IRS in that case invoked Section 482 to allocate sales
commission income to banks that were prohibited by U.S. law from receiving it.

The commissions related to insurance referral activities the banks had performed for their
own benefit and for the benefit of their customers, which also benefited an affiliated
insurance company.

The IRS argued that the legal prohibition against receipt of sales commissions by banks was
irrelevant because the IRS was not requiring the payments but simply taxing the banks as if
the payments had been made.

The Supreme Court rejected the IRS position for two reasons.

One, the court observed that the prohibition applied without regard to the source of the
payment, whether from a related person or not, and thus the banks at issue were in the
same position as if they were uncontrolled. The court said the "'purpose of section 482 is to
place a controlled taxpayer on a tax parity with an uncontrolled taxpayer ... ' We think our
holding comports with such parity treatment."[6]

Second, the court reasoned that Section 482 was designed to prevent parties under
common control from using that control to distort their true income. The court said the
corporate parent did not use its control to distort the income of the banks. Accordingly, the
court held that the IRS could not use Section 482 to allocate income to the banks.

Despite the loss, the IRS continued to press its theory and sought to distinguish the
Supreme Court holding on insubstantial grounds.[7]

First Security Bank has been interpreted in later cases to stand for the principle that the IRS
cannot make a Section 482 adjustment if the income distortion arises from external forces
rather than from the controlling group's exercise of control, and this principle has been
extended to cases involving foreign legal restrictions.[8]

In 1994, after a series of court losses, the Treasury Department sought to strengthen the
IRS position by issuing regulations on the blocked income issue. The regulations were
generally regarded as an act of defiance because the Treasury made the standards for
securing blocked income recognition so rigorous as to be practically unachievable.

This history does not position the IRS sympathetically in the two cases pending in U.S. Tax
Court. In both, the taxpayers argue that the regulation is invalid because the Treasury
Department adopted it without complying with the Administrative Procedure Act and
because the regulation is inconsistent with the statute it purports to implement.

The 3M case was fully briefed in 2016 and is awaiting decision. The Coca-Cola case was
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decided by the Tax Court in November 2020 except for the blocked income issue, which the
court deferred pending resolution of the issue in the 3M case.[9]

The taxpayers make similar arguments in both cases challenging the validity of the
regulation. Predictably, the IRS defense of the regulation is similar as well.

Commentators give the taxpayers a good shot of having the regulation overturned.[10]
There are credible arguments to do so, which are beyond the scope of this article.

Payment in Any Form

This discussion is focused on the part of the challenged regulation that states that if a U.S.
taxpayer provides a good or service to a foreign related party and the related party is
blocked from remitting payment because of foreign legal restrictions, the U.S. taxpayer
must nevertheless report the blocked income unless the taxpayer can clear several hurdles,
including the hurdle to show that the funds could not have been remitted to it in any form,
including as a dividend.[11]

The IRS position is that a person at arm's length would make sure it got paid for its valuable
goods or services through whatever means were available.

In the two cases now pending, both of which involve licensing of intangibles by a U.S.
corporation to affiliates in Brazil, the IRS concedes that Brazilian law limited the royalties
that could be paid but says the taxpayer affiliates could have paid dividends, which the
taxpayers could then have reported as royalty income on their U.S. returns.[12]

The IRS has issued revenue procedures providing a path for taxpayers to do so.[13] The
IRS says that since a path to pay and collect funds for the U.S. licenses was available, the
taxpayers cannot rely on foreign legal restrictions to avoid including those amounts in
income.

The taxpayers, 3M Company and Coca-Cola, say they were under no obligation to pay
dividends in satisfaction of the royalties the IRS says were due.

The facts and arguments advanced by the parties highlight an interesting tension.

On the one hand, Procter & Gamble Co. v. Commissioner, a U.S. Court of Appeals for the
Sixth Circuit decision from 1992, prior to the adoption of the challenged regulation, is
thought by many to have resolved the issue in favor of taxpayers, concluding that taxpayers
have no obligation under Section 482 "purposely [to] evade [foreign] law by making
[prohibited] royalty payments under the guise of calling the payments something else."[14]

On the other hand, one of the taxpayers in the current litigation, Coca-Cola, fought
successfully for the right to do exactly what the IRS is arguing all taxpayers in its position
must do — pay dividends in satisfaction of royalties — which complicates a taxpayer
argument that it would be an abuse of IRS discretion or purely arbitrary to expect
taxpayer's in Coca-Cola's position to do the same.

Procter & Gamble

The IRS advanced a version of the "in any form" argument in the Procter & Gamble
case[15], which involved the tax years 1978-1979 and thus occurred before the regulation.
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The taxpayer in that case licensed a bundle of intangibles to an affiliate in Spain but did not
charge or collect royalties because of Spanish legal restrictions. The IRS made an
adjustment and the taxpayer challenged the adjustment as an abuse of the IRS' discretion
on the ground that the taxpayer's Spanish affiliate was prohibited by law from paying the
royalties.

The Tax Court and the Sixth Circuit ruled in favor of the taxpayer. The Tax Court, citing First
Security Bank, said "section 482 does not impel the violation of a legal prohibition solely for
the sake of matching income and expense."[16]

The Sixth Circuit affirmed, rejecting the IRS argument that the taxpayer could have paid
dividends in satisfaction of the blocked royalties — an argument the IRS made in the court
of appeals but which does not appear in the Tax Court opinion.

The court said the taxpayer had no obligation "purposely [to] evade Spanish law by making
royalty payments under the guise of calling the payments something else."[17]

The court explained:

The Commissioner argues that P&G could have paid, under Decree 16/1959, an annual
"dividend." The Commissioner argues that P&G has not shown that a dividend would have
been forbidden under Spanish law, and asserts that the Commissioner would have treated
such a dividend as a royalty for United States tax purposes. Assuming that Espana had
profits from which it could pay a dividend under Spanish law, we find that P&G had no such
obligation. A taxpayer need not arrange its affairs so as to maximize taxes as long as a
transaction has a legitimate business purpose. Salyersville National Bank v. United States,
613 F.2d 650, 653 (6th Cir. 1980). We firmly disagree with the Commissioner's suggestion
that P&G should purposely evade Spanish law by making royalty payments under the guise
of calling the payments something else.[18]

The Coca-Cola Company Experience

In 1992, the same year Procter & Gamble was decided, Coca-Cola did what the IRS insists
all taxpayers must do in a blocked income situation if possible — it paid dividends that were
later applied in satisfaction of royalties.[19]

For the three years at issue in its pending Tax Court case, 2007-2009, it paid dividends in
satisfaction of royalties from seven foreign licensees totaling just over $1.8 billion.[20] A
significant portion of this, $887 million, related to the company's operations in Brazil where
its affiliate was restricted in its ability to pay royalties.

Coca-Cola made these dividend in lieu of royalty payments based on a 1996 closing
agreement with the IRS, which provided that dividends would be credited against royalty
obligations without requiring the taxpayer to satisfy the requirements of Revenue Procedure
65-17, which was in effect at the time and provided a method for the same such crediting.

Coca-Cola characterized its closing agreement as providing "the Company a self-help
mechanism to cover its royalty obligations without gaining approval from local taxing
authorities to pay royalties."[21]

The company noted that the ability to pay dividends in satisfaction of royalties was helpful
as a mechanism to reduce its audit risk in at least one country outside Brazil where the
"local tax authorities are very aggressive" and a "request for a royalty would trigger a local



audit that could result in additional foreign taxes."[22]

Coca-Cola observed that allowing dividends to be credited against royalties was consistent
with IRS practice.

The IRS has long permitted taxpayers to offset transfer-pricing adjustments with dividends,
which is logical because dividends are subject to Federal income tax in the same manner as
royalties. Under the Royalty Closing Agreement, the IRS permitted petitioner to satisfy its
obligation to report royalty income without a contemporaneous election under the relevant
revenue procedures.[23]

Relevance of the Coca-Cola Experience to the Procter & Gamble Principle

The Coca-Cola experience suggests it had no difficulty paying dividends out of Brazil in
satisfaction of royalties. Coca-Cola does not suggest it violated the law or engaged in
subterfuge or circumvention. It simply paid dividends and availed itself of the agreed
procedures to treat the dividends as payment in satisfaction of an arm's-length royalty.

This experience puts a spotlight on the question whether a taxpayer in a situation like Coca-
Cola — where it has earnings and profits from which it can pay dividends — can successfully
rely on the blocked income authorities of First Security Bank, Procter & Gamble and similar
cases to defeat an IRS adjustment.

Do these cases apply to taxpayers in that situation or only to taxpayers in a situation where
such payments would in fact be unlawful or at the very least represent an unseemly evasion
of a legal duty?

Taxpayer Argument

The 3M Company, which addresses the issue in more detail than Coca-Cola, makes three
principle arguments why the ability to pay dividends out of Brazil in satisfaction of royalties
is irrelevant and does not defeat a blocked income defense.[24]

The first argument is that Procter & Gamble settles that the IRS cannot impose on the
company an obligation to pay dividends. 3M argues that First Security Bank of Utah
suggests the same.

There was no discussion of the issue in that case but 3M argues that the absence of
discussion is significant because it implies that the parties did not regard it as relevant that
the legal prohibition in that case could have been bypassed by having the relevant member
of the group pay dividends to a common parent followed by a contribution of those
dividends to the banks.[25]

Second, 3M emphasizes that royalties and dividends have materially different accounting
and tax attributes and that the adjustments required to conform the taxpayer's accounts
could result in adverse tax consequences, such as the loss of indirect foreign tax credits on
the recharacterized dividends.[26]

Third, the company states "the more fundamental problem" with the IRS position is that
paying a dividend and invoking the revenue procedure path to characterize it as a royalty
payment "would have been equivalent to a binding concession by 3M that the royalties that
3M Brazil could not pay under Brazilian law were nonetheless taxable to 3M."



The company notes, "The Commissioner does not explain why 3M would want to make such
a concession when all legal authority (except for an invalid regulation) holds that 3M cannot
be taxed on royalties that it did not receive and could not receive because of a legal
restriction."[27]

Finally, more as an observation than as an argument, 3M notes the high stakes involved if
the court were to require taxpayers to engage in the kind of self-help on which the IRS
insists. "Because virtually all foreign countries allow the payment of dividends, this provision
[referring to the "in any form" payment provision] in effect means that no foreign legal
restriction will be recognized."[28]

IRS Reply

The IRS counterarguments, which are more or less clear from its briefs in the 3M case, start
with the insistence that the situation involving 3M — and by extension Coca-Cola — is not
controlled by Procter & Gamble because the payment of dividends out of Brazil in
satisfaction of royalties would "not impel the violation of a legal prohibition," or require the
parties to "evade [foreign] law" within the meaning of that case. Coca-Cola's benign
experience paying dividends out of Brazil in satisfaction of royalties supports this.[29]

Second, the IRS argues the situation involving 3M — and by extension Coca-Cola — is not
controlled by First Security Bank because the decision in that case rested on the court's
conclusion that there was tax parity between related and unrelated taxpayers, therefore no
adjustment was proper.

In contrast, the royalty ceiling in Brazil applies to related party payments only, creating a
disparity, so it is incumbent on the taxpayers to take actions reasonably available to them
— in the same manner parties at arm's length would conduct themselves — to secure
payment to achieve the tax parity goal.[30] Failure to take such actions would be
inconsistent with arm's length behavior.

The IRS does not address 3M's other arguments regarding, e.g., the loss of indirect foreign
tax credits and the binding concession feature of seeking to treat dividends as royalties
under the IRS revenue procedure. One may expect that the IRS would not be sympathetic,
however, as the 3M objections are the normal consequences that apply where taxpayers
avail themselves of the revenue procedure.

Relevance of Burden and Business Purpose

An issue that floats through the cases and through the arguments of the parties is the
relevance of burden and business purpose in fixing the obligations of taxpayers and judging
the reasonableness of IRS adjustments.

In the Sixth Circuit's 1980 decision, Salyersville National Bank v. U.S.,[31] cited in the
Procter & Gamble passage quoted above, the Sixth Circuit rejected an IRS allocation of
insurance income to a bank that was prohibited by law from receiving it, notwithstanding
that the bank could have taken certain licensing steps to qualify for receipt of the income.

The IRS, according to the court, contended "that if the bank had the capability of making
itself eligible to receive any commissions it was required to do so, even if it could
legitimately choose not to do so."[32] However, the court recited reasons why the bank
decided not to go down that path and concluded that the adjustment could not stand.



Although the court did not phrase it in these terms, it seems clear from the opinion that the
court concluded that the bank acted in a reasonable, arm's-length manner in choosing not
to secure the license that would have allowed it to obtain the funds. Equally clear, the
court's analysis leaves open the possibility that if the court had concluded the bank acted in
an unreasonable, non-arm's-length manner in choosing not to qualify for receipt of the
funds, the court's decision to strike down the IRS adjustment might have been different.

Conclusion

If the blocked income regulation under Section 1.482-1(h)(2) is struck down, the "in any
form" language will be gone but the issue examined in this article will remain and, indeed,
may come to the fore.

Looking to the statute, the case law and the surviving regulations, the question will be
whether a taxpayer can defeat an IRS adjustment on a blocked income theory
notwithstanding the taxpayer had, but failed to avail itself of, alternative means to secure
the payment.[33]

The Salyersville National Bank and Procter & Gamble courts answered the question on the
facts before them in the taxpayers' favor but neither suggested a taxpayer could defeat an
adjustment by sitting on its hands in circumstances where a party at arm's length would
take action.

The standard may be one of reasonableness, requiring the taxpayer to show that it acted
reasonably in trying to secure payment but not demanding more than that. If this is the
standard, the answer — like the facts — may differ from taxpayer to taxpayer, from country
to country, or from year to year.

If the Tax Court strikes down the challenged block income regulation, taxpayers will once
again have at least a fighting chance to defeat an IRS adjustment on blocked income
grounds. But to succeed, taxpayers will heed to marshal the facts to show that the income
was indeed blocked and could not be reached through reasonable means available to them.
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