Rodriguez v. Commissioner, 137 T. C. 174 (U. S. Tax Court 2011)

In Rodriguez v. Commissioner, the U. S. Tax Court ruled that earnings from a
controlled foreign corporation (CFC) invested in U. S. property and included in
shareholders’ gross income under I. R. C. sections 951(a)(1)(B) and 956 do not
qualify as ‘qualified dividend income’ eligible for preferential tax rates. This decision
clarifies the tax treatment of CFC earnings, impacting how shareholders report such
income and potentially affecting international tax planning strategies.

Parties

Osvaldo and Ana M. Rodriguez, the petitioners, were the plaintiffs in this case. They
were Mexican citizens and permanent U. S. residents, and the sole shareholders of
Editora Paso del Norte, S. A. de C. V., a controlled foreign corporation. The
respondent was the Commissioner of Internal Revenue.

Facts

Osvaldo Rodriguez owned 90% of the stock of Editora Paso del Norte, S. A. de C. V.
(Editora), while Ana M. Rodriguez owned the remaining 10%. Editora was
incorporated in Mexico in 1976 and established U. S. operations as a branch in
2001. By the end of 2002, Editora had shifted its primary business from publishing
newspapers to developing, constructing, managing, and leasing commercial real
estate and printing presses in both Mexico and the U. S. Editora also earned interest
and royalty income. During the years in question, 2003 and 2004, Editora held
significant investments in U. S. property, leading to the inclusion of these earnings
in the Rodriquezes’ gross income under I. R. C. sections 951(a)(1)(B) and 956.

Procedural History

The case was submitted to the U. S. Tax Court fully stipulated under Rule 122 of the
Federal Tax Court Rules. The Commissioner determined deficiencies in the
Rodriquezes’ federal income taxes for 2003 and 2004, asserting that the amounts
included in their gross income under sections 951 and 956 should be taxed at
ordinary income rates, not as qualified dividend income. The Rodriquezes filed their
petition challenging this determination. The Tax Court reviewed the case de novo,
applying the law to the stipulated facts.

Issue(s)

Whether amounts included in the petitioners’ gross income pursuant to I. R. C.
sections 951(a)(1)(B) and 956, representing earnings of their controlled foreign
corporation invested in U. S. property, constitute qualified dividend income under I.
R. C. section 1(h)(11)?

Rule(s) of Law
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Under I. R. C. section 1(h)(11), ‘qualified dividend income’ includes dividends
received from a ‘qualified foreign corporation. * A ‘dividend’ is defined in section
316(a) as any distribution of property made by a corporation to its shareholders out
of current or accumulated earnings and profits. Section 951, part of subpart F, aims
to limit tax deferrals by taxing U. S. shareholders directly on certain earnings of a
controlled foreign corporation (CFC) that are invested in U. S. property.

Holding

The U. S. Tax Court held that amounts included in the petitioners’ gross income
under I. R. C. sections 951(a)(1)(B) and 956 do not constitute qualified dividend
income under section 1(h)(11). Therefore, these amounts are subject to taxation at
ordinary income rates, not the preferential rates applicable to qualified dividends.

Reasoning

The court’s reasoning focused on the statutory definitions and legislative intent
behind the relevant sections of the Internal Revenue Code. It noted that a ‘dividend’
requires a distribution of property, which is not present in a section 951 inclusion as
it relates to earnings invested in U. S. property without any actual distribution to
shareholders. The court distinguished between the treatment of dividends and
section 951 inclusions by pointing out that dividends reduce a corporation’s
earnings and profits, whereas section 951 inclusions do not, and the earnings
remain with the CFC. Furthermore, the court observed that other sections of the
Code explicitly treat certain inclusions as dividends, but no such provision exists for
section 951 inclusions. The court also considered the legislative history of section
1(h)(11), which aimed to incentivize corporate dividend payments, noting that
treating section 951 inclusions as qualified dividend income would not align with
this purpose. Additionally, the court dismissed the petitioners’ arguments based on
IRS notices and form instructions, emphasizing that such guidance cannot override
statutory provisions.

Disposition

The court entered its decision in favor of the respondent, the Commissioner of
Internal Revenue, affirming that the petitioners’ section 951 inclusions should be
taxed at ordinary income rates.

Significance/Impact

This ruling is significant for U. S. shareholders of controlled foreign corporations as
it clarifies that earnings included in their gross income under sections 951 and 956
do not qualify for the preferential tax rates applicable to qualified dividends. The
decision impacts international tax planning, particularly for shareholders seeking to
optimize their tax positions through the investment of CFC earnings in U. S.
property. Subsequent courts have followed this interpretation, and it has influenced
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the IRS’s guidance on the taxation of CFC earnings. The ruling underscores the
importance of distinguishing between different types of income inclusions under the
Internal Revenue Code and their respective tax treatments.
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