Procter & Gamble Co. v. Commissioner, 96 T. C. 331 (1991)

Section 482 does not apply to allocate income when foreign law prohibits the
payment of royalties between related entities, effectively blocking the receipt of
income.

Summary

In Procter & Gamble Co. v. Commissioner, the Tax Court ruled that the IRS could
not allocate income under Section 482 from Procter & Gamble’s Spanish subsidiary,
Espaia, to its Swiss subsidiary, AG, due to Spanish law prohibiting royalty payments
between related entities. The case involved Procter & Gamble’s attempt to organize
a subsidiary in Spain, where it faced restrictions on royalty payments to foreign
parents. The court found that the prohibition was a legal restraint, not an abuse of
control by the parent company, and thus upheld the taxpayer’s position that no
allocation was warranted. This decision clarifies the limits of Section 482 when
foreign legal restrictions prevent income shifting.

Facts

Procter & Gamble Co. (P&G) sought to establish a subsidiary, Procter & Gamble
Espana, S. A. (Espana), in Spain in 1967. Spanish law at the time prohibited or
blocked royalty payments from a Spanish company to its foreign parent or affiliates
if foreign investment exceeded 50% of the capital. P&G’s application for a 100%
interest in Espafia was approved, but with the express condition that no royalty or
technical assistance payments could be made. Despite informal discussions with
Spanish officials, Espafia did not formally appeal the prohibition. During the years in
issue (1978 and 1979), P&G’s Swiss subsidiary, Procter & Gamble A. G. (AG), paid
royalties to P&G based in part on Espana’s sales, which reduced AG’s income. The
IRS allocated income from Espana to AG under Section 482, arguing that the royalty
prohibition was not absolute and that the allocation was necessary to clearly reflect
income.

Procedural History

P&G filed a petition with the U. S. Tax Court challenging the IRS’s determination of
deficiencies in its federal income tax for the years ending June 30, 1978, and June
30, 1979. The IRS had allocated income from Espana to AG under Section 482,
which P&G contested as arbitrary, capricious, or unreasonable. The Tax Court, in its
opinion, analyzed whether the allocation was proper given the legal restrictions in
Spain.

Issue(s)

1. Whether the IRS’s allocation of income from Espaiia to AG under Section 482 was
appropriate given the prohibition on royalty payments imposed by Spanish law.
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Holding

1. No, because Spanish law prohibited Espana from making royalty payments to AG,
effectively precluding AG from receiving the income, and thus the allocation under
Section 482 was unwarranted.

Court’s Reasoning

The court relied on the precedent set by Commissioner v. First Security Bank of
Utah, which held that Section 482 does not apply when legal restrictions prevent the
shifting of income. The court found that Spanish law consistently prohibited royalty
payments from Espafia to AG, as evidenced by the approval letters and decrees. This
prohibition was not an abuse of control by P&G but a legal restraint. The court
emphasized that P&G had legitimate business reasons for its corporate structure
and did not manipulate income. The court also dismissed the IRS’s argument that
the prohibition was merely administrative and subject to appeal, noting that Espaina
followed legal advice and informal discussions with Spanish officials indicated that
an appeal would be futile and potentially harmful. The court concluded that Section
482 should not be applied to correct a deflection of income imposed by law.

Practical Implications

This decision has significant implications for multinational corporations operating
under foreign legal restrictions. It clarifies that Section 482 cannot be used to
allocate income when foreign law prohibits the payment of royalties or other income
between related entities. This ruling affects how similar cases should be analyzed,
emphasizing the need to consider the impact of foreign legal restrictions on income
allocation. Legal practitioners must be aware of these restrictions when advising
clients on international tax planning and structuring. The decision also highlights
the importance of understanding the nuances of foreign law and its application to
tax disputes. Subsequent cases have distinguished this ruling by focusing on
whether the foreign law in question truly prohibits income shifting or if other
avenues for payment exist.
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