UNI TED STATES COURT OF APPEALS
For the Fifth Crcuit

No. 95-60696

TEXACO, I NC. and SUBSI DI ARI ES,
Peti ti oner - Appel | ee,
VERSUS

COMM SSI ONER OF | NTERNAL REVENUE,

Respondent - Appel | ant .

Appeal fromthe United States Tax Court

Cct ober 17, 1996
Before DAVIS, JONES and EMLIO M GARZA, Circuit Judges.
DAVIS, Crcuit Judge:

The Comm ssioner of Internal Revenue chall enges the Tax Court's
| egal conclusion that Letter 103/z, a 1979 pronouncenent of Saudi
Arabian oil policy by the Saudi Arabian G| Mnister, prohibits the
Conmmi ssi oner from exercising her authority to reallocate i ncome under
26 U.S.C. 88 482 and 61 (1994). W affirm

l.

Texaco, Inc. is the parent corporation of a group of entities
engaged in the production, refining, transportation, and marketing of
crude oil and refined products in the United States and abroad. Texaco
has a nunber of subsidiary/affiliate corporations under its unbrella.
One of those affiliates is Texaco International Trader, Inc. (Textrad),

which acted as the international trading conpany for the worldw de



Texaco refining and marketing system during the period in question.
As the trading conpany, Textrad purchased Saudi crude oil from the
Saudi governnent by way of the Arabian Anerican O Conpany (Aranto)
and resold that crude to both affiliates and unrel ated custoners.

The Comm ssioner contends that Textrad unduly shifted profits to
its foreign affiliates during taxable years 1979-81, and she i ncreased
Textrad's U. S. taxable incone for those years under 88 482! and 61 of
the Internal Revenue Code to reflect those profits. Texaco argues that
it had no power to control the allocation of profits on Saudi Ql
during those years because of the restrictions i nposed by Letter 103/ z,
whi ch required Texaco and the other Aranto nenbers to re-sell Saud
Arabian crude at specified below narket prices. The Tax Court
conducted a lengthy trial and entered detail ed findings of fact, which
we need not repeat here. W state only those facts necessary to
under st and our opi nion.

A

Fromearly 1979 through |l ate 1981, Saudi Arabia permtted Texaco

and the other Aranto participants to buy Saudi Arabian crude oil at

bel ow market prices. The Saudi governnent also established the

1 26 U.S.C § 482 (1994) states:

In any case of tw or nore organizations, trades, or
busi nesses (whether or not incorporated, whether or not
organized in the United States, and whether or not
affiliated) owned or controlled directly or indirectly by
the sane interests, the Secretary may distribute, apportion,
or all ocate gross i ncone, deductions, credits, or allowances
bet ween or anong such organi zations, trades, or businesses,
if he determ nes that such distribution, apportionnent, or
all ocation is necessary in order to prevent evasi on of taxes
or clearly to reflect the inconme of any such organi zati ons,
trades, or businesses.



official selling price (the OSP) for Saudi Arabian crude bel ow the
mar ket price. The Saudi governnent took these actions in response to
requests by the United States and ot her consum ng countries to noderate
the price of crude oil. To ensure its price regulation had its
intended effect, the Saudi governnent prohibited Texaco and other
participants in Aranto fromre-selling Saudi crude at prices higher
than the CSP. As the Tax Court found, these restrictions were
aut hori zed by the King and communicated to Aranto by M nister Yanani
in Letter 103/z, dated January 23, 1979.2 Except in instances where it
was excused from doing so, Textrad conplied with Letter 103/z and
resol d the Saudi crude at the OSP

During the period in question, Textrad sold approxinately 34
percent of its Saudi crude or about 780, 000, 000 barrels to its refining
affiliates. O these, approximately 275,000,000 barrels were sold to
Texaco's domestic refining conmpany and 505, 000, 000 barrels to Texaco's
foreign refining affiliates.® Textrad also sold 15-20 percent of its
Saudi oil at the below nmarket OSP to custoners that were conpletely
unrel ated to Texaco. This was consistent with the pattern and vol une
of Textrad's sales to unrelated custonmers in earlier years. Moreover
the Tax Court specifically found that any changes in Textrad s sales
to both its affiliates and its unrelated custoners during this period

were not related to the Saudi price restrictions.

2 Paragraph 5 of Letter 103/z required Texaco and the ot her Aranto
participants “to pledge that they will not sell to a third party at
prices in excess of what we have specified herein.”

3 Any profits made by Texaco's donestic affiliates fromthe sale
of products refined fromthis oil were included in Texaco's United
St at es taxabl e incone.



The restrictions in Letter 103/z, however, applied only to Saudi
crude, not to the sale of products refined from Saudi crude. As a
result, the conpani es that bought Saudi crude fromTextrad at the bel ow
market OSP, including Texaco's refining affiliates, earned |arge
profits from the sale of refined products. Unlike its donestic
affiliates, Texaco's foreign refining affiliates reported no taxable
income in the United States.

B

The conmi ssi oner all eges that Textrad shifted profits attri butable
to the | ower cost of Saudi crude out of Texaco's U. S. taxable incone
when it sold Saudi crude at the OSPto its foreign refining affiliates.
The Conmi ssi oner real |l ocated over $1.7 billion ininconme to Textrad for
t axabl e years 1979, 1980, and 1981. Following a five-week trial, the
Tax Court issued a detail ed opinion. The Tax Court held that the
Conmi ssi oner was precluded fromallocating incone to Texaco under 88
482 and 61 because the price restrictions in Letter 103/z were the
"virtual equivalent of law, " which Texaco was required to obey.

The Tax Court supported this conclusion with a nunber of factual
findings, including the follow ng:

1. The Saudi governnent, with the approval of the King, issued
Letter 103/ z prohibiting the resal e of Saudi crude at anmounts exceedi ng
t he OSP.

2. Texaco was subject to that restriction and faced severe
econom ¢ repercussions, including loss of its supply of Saudi crude and
confiscation of its assets, if it violated Letter 103/z.

3. This mandatory price restriction applied to all sal es of Saudi



crude, including sales to affiliated entities.

4. Neither Texaco nor any ot her Aranto partici pant had any power
to negotiate or alter the terns of this restriction.

Based on its findings that Texaco was obligated to conply, and did
conply, with the Saudi government’s price restrictions, the Tax Court
concl uded that Texaco's pricing policy to its foreign affiliates as
well as its unrelated custonmers was due to these restrictions and not
to any attenpt to distort its true inconme for tax purposes. The
Conmmi ssi oner has appeal ed the order disallow ng the allocation.

.
A

Based on the Tax Court’s factual findings, which are not clearly
erroneous, we agree that Letter 103/z had the effect of a |egal
restriction in Saudi Arabia. The 1979 pricing requirenents were
aut hori zed by the King and i ssued by Mnister Yanmani on behal f of the
Saudi governnent as nandatory restrictions. These restrictions applied
to all sales of Saudi crude by the Aranto participants and others. The
restrictions were in effect during the period at issue and were
foll owed by Texaco. The Tax Court's findings of fact fully support its
conclusion that Letter 103/z should be given the effect of law for
pur poses of 8§ 482 and 61.

W also agree with the Tax Court's legal conclusion that the

teaching of Comm ssioner v. First Security Bank, 405 U S. 394 (1972),

bars the Conm ssioner fromallocating incone to Textrad on its sales
of Saudi crude under § 482. Because the sales price of the crude is

governed by Letter 103/z, Texaco did not have the power to control the



sales price of the oil.

Section 482 of the Internal Revenue Code authorizes the Secretary
to apportion or allocate i ncome between organi zati ons control |l ed by the
sanme interests “if he determ nes that such di stribution, apportionnent,
or allocation is necessary in order to prevent evasion of taxes or
clearly to reflect the incone of any such organizations . . . .” 26
US. C 8§ 482. The relevant IRS regul ation explains that the purpose
of 8 482 is “to place a controlled taxpayer on a tax parity with an
uncontrol | ed taxpayer” and to ensure that controlling entities conduct
their subsidiaries’ transactions in such a way as to reflect the “true
t axabl e i ncome” of each controlled taxpayer. 26 CF. R 8§ 1.482-1(b)(1)
(1996).* The regulation further explains that “[t]he standard to be
applied in every case is that of an uncontrolled taxpayer dealing at

arms length with anot her uncontrolled taxpayer.” 1d.

4 26 CF.R 8§ 1.482-1(b)(1) reads in full

The pur pose of section 482 is to place a controll ed taxpayer
on a tax parity wth an wuncontrolled taxpayer, by
determ ning, according to the standard of an uncontrolled
t axpayer, the true taxable income from the property and
business of a controlled taxpayer. The interests
controlling a group of controlled taxpayers are assuned to
have conpl ete power to cause each controlled taxpayer so to
conduct its affairs that its transactions and accounting
records truly reflect the taxable incone fromthe property

and business of each of the controlled taxpayers. I f,
however, this has not been done, and the taxable i ncones are
t hereby understated, the district director shall intervene,

and, by making such distributions, apportionnents, or
all ocations as he nmy deem necessary of gross incone,
deductions, credits, or allowances, or of any item or
el ement affecting taxable incone, between or anpong the
control |l ed taxpayers constituting the group, shall determn ne
the true taxable inconme of each controlled taxpayer. the
standard to be applied in every case is that of an
uncontrol | ed taxpayer dealing at armis | ength with another
uncontrol | ed taxpayer.



In First Security, the Court held that 8 482 did not authorize the

Commi ssioner to allocate income to a party prohibited by law from
receiving it. 405 U. S. at 404. In that case, two related banks
offered credit life insurance to their custoners. Federal |aw
prohibited the banks from acting as insurance agents and receivVing
prem uns or conm ssions on the sale of insurance. The banks referred
their customers to an unrelated insurance conpany to purchase this
i nsurance. The insurance conpany retained a small percent of the
premuns for adm nistrative services and transferred the bul k of the
prem uns through a reinsurance agreenment to an insurance conpany
affiliated with the banks, which reported all of the reinsurance
premuns it received as income. The Comm ssioner reallocated 40% of
the rel ated i nsurance conpany’s i ncone fromthese rei nsurance prem uns
to the banks as conpensation for originating and referring the
i nsurance business. |d. at 396-99.

The Court concluded that due to the restrictions of federal
banking law, the holding conpany that controlled the banks and the
i nsurance affiliate did not have the power to shift incone anong its
subsi di ari es. In so holding, the Court enphasized that the
Conmmi ssioner’s authority to allocate inconme under 8§ 482 presupposes
that the taxpayer has the power to control its incone: “The underlying
assunption always has been that in order to be taxed for incone, a
t axpayer nust have conplete dom nion over it.” 1d. at 403. |ndeed,
as the Court noted, the Conm ssioner’s own regul ations for inplenenting
§ 482 contenplate that the controlling interest “nust have ‘conplete

power’ to shift incone anong its subsidiaries.” 1d. at 404-05 (quoting



26 C.F.R § 1.482-1(b)(1) (1971)).

Mor eover, the regulations and First Security nmake clear that this

standard is not limted to cases where the governnment contends the
t axpayer attenpted to evade taxes. Rather, the Court explicitly
extends its reasoning to circunstances where the governnment contends
that the organi zation's “true taxabl e i ncone” has not been reflected.?®
After explaining that the right to control the allocation of incone is
critical, the Court stated: "It is only where this power exists, and

has been exercised in such a way that the ‘true, taxable incone’ of a

subsi di ary has been understated, that the Comm ssioner is authorized
to reallocate under 8 482. . . . The ‘conplete power’ referred to in
the regulations hardly includes the power to force a subsidiary to
violate the law." 1d. (enphasis added). Because the hol di ng conpany

in First Security could not have allocated the incone to the banks

unless it acted in violation of the law, the Court concluded that the
banks’ true incone was not understated and the Conm ssioner’s

al | ocation under § 482 was i nproper.

> W find no indication fromthe facts and contentions of the
parties in First Security that the governnent contended that the banks
or the hol ding conmpany sought to evade taxes. Rather, First Security
explains in general terns the type case 8 482 is designed to reach
wi t hout di sti ngui shing between cl ai ns of evasi on and ot her clai ns t hat
the true incone of the taxpayer has not been reflected: "The question
we mnust answer is whether there was a shifting or distorting of the
[taxpayers] true net incone." |d. at 400-401 (enphasis added); see al so
id. at 407 (concluding that because the holding conpany “did not
utilize its control over the [banks and the affiliated insurance
conpany] to distort their true net incones,” the Comm ssioner coul d not
exercise his 8 482 authority) (enphasis added). This is consistent
wi th the approach and structure of the regul ati on, which al so does not
di stingui sh bet ween evasi on and ot her conduct that fails to reflect the
true taxable inconme of the taxpayer. See 26 CF.R 8 1.482(b)(1)
(1996) .




The Sixth Circuit decision in Procter & Ganble Co. V.

Conmi ssioner, 961 F.2d 1255 (6th Gr 1992) also supports the Tax

Court's conclusion. |In that case, the court held that a Spanish | aw
prohibiting a foreign affiliate from paying royalties for the use of
patents was sufficient to preclude the Comm ssioner fromreallocating
i ncone to account for a reasonable royalty. The court stated that “the
purpose of 8§ 482 is to prevent artificial shifting of inconme between
rel ated taxpayers.” 1d. at 1259 (enphasis added). Again the deciding
issue was one of control: “Because Spanish |aw prohibited royalty
paynments, [the controlling conpany] coul d not exercise the control that
§ 482 contenpl ates, and allocation under § 482 is inappropriate.” 1d.

at 1259. See also L.E. Shunk Latex Products, Inc. v. Conmi ssioner, 18

T.C. 940 (1952) (holding that Conm ssioner could not allocate
additional income to condom nmanufacturer where manufacturer sold
condonms to its affiliate at price set by Ofice of Price
Adm nistration, even though affiliate nmade substantial profits on the
transactions).

It is precisely this ability to control the flow of its incone
that Texaco |acked. The Tax Court found, and we agree, that Letter
103/ z had the force and effect of law, that Textrad was obligated to
comply with its requirenents, and that it did so conply. Because
Textrad |acked the power to sell Saudi crude above the GSP,
real |l ocation under § 482 is inappropriate.

B
The Commi ssioner tries to justify the allocation by anal ogi zi ng

Texaco’ s conduct to an “assi gnnent of incone” and pl aces nuch reliance



on the Suprene Court’s decisionin United States v. Basye, 410 U. S. 441

(1973). However, nothing in Basye is contrary to the principles
di scussed above, and the Commissioner’s reliance on this case is
m spl aced.

In Basye, the Court relied on famliar principles “that incone is
taxed to the party who earns it and that liability nmay not be avoi ded
t hrough an anti ci patory assi gnnent of that i ncone” to hold that a group
of doctors’ failure to actually receive a portion of their conpensation
that was instead placed in a retirenent trust did not preclude the
Conmmi ssioner from allocating that income to them |d. at 457. The
Court found that the sole reason the doctors could not receive the
chal l enged portion of their income was because their nedica
partnership had agreed with a health plan foundation to service the
foundation’s nenbers for free in exchange for contributions to a
retirement trust. 1d. at 449.

The Court’s holding in Basye turned on the consensual nature of
the agreenent and is entirely consistent with the principles of control

expressed in the regul ati ons adopted under 8 482 and in First Security.

As the regulations nake clear, the goal of inquiring into the
transactions of controlled taxpayers under 8§ 482 is “to ascertain
whet her the common control is being used to reduce, avoid or escape
taxes.” 26 CF.R 8§ 1.482-1(c) (1996). The Court in Basye agreed with
the Comm ssioner that the doctors’ conpensation scheme was entirely
voluntary -- that the nedical partnership possessed common control and
used it to reduce, avoid, or escape taxes. That the doctors exercised

that control prior to their actual possession of the income was

10



irrel evant.

But where, as here, the taxpayer |acks the power to control the
all ocation of the profits, reallocation under 8 482 is inappropriate.
As stated above, we fully agree with the Tax Court that Letter 103/z
deprived Textrad of the power to sell Saudi crude to its foreign
refining affiliates for a price that exceeded the OSP. Because Texaco
| acked the ability to control the allocation of the income in question,
it follows that it could not have used its control to evade taxes or
artificially shift its inconme to its foreign affiliates so that its
true taxabl e incone was not reflected.

C

Nor woul d the Conm ssioner’s proposed allocation be consistent

with 8 482's goal of achieving tax parity between controlled and

uncontrol l ed taxpayers. As the First Security Court and the

regul ati ons nake clear, the “‘ purpose of 8§ 482 is to place a controlled
taxpayer on a tax parity with an uncontrolled taxpayer.’” 405 U S. at
407 (citing 26 CF.R 8 1.482-1(b)(1) (1971)). Thus, “[t]he standard
to be applied in every case is that of an uncontrol |l ed t axpayer dealing
at arnmis length with another uncontrolled taxpayer.” 26 CF.R 8
1.482-1(b) (1) (1996).

The record evidence fully supports the Tax Court’s findings that
Textrad sol d significant anounts of Saudi crude to unrel ated custoners
at the sane CSP it soldto its affiliates, that the volune of Textrad' s
sal es of Saudi crude to unrel ated customers during this period renai ned
generally consistent with historic levels, and that any changes in

Textrad' s sales to its affiliates and its unrelated custoners during

11



this period had no nexus with the restrictions inposed by Letter 103/ z.
Therefore, the Tax Court did not err in concluding that the
Conmmi ssioner failed to denonstrate any disparity between Texaco's
treatnment of its affiliates and its unrelated custoners as a result of
the Saudi price restrictions. Thus, under the regulation’ s tax parity
standard, the Conm ssioner’s allocation of Texaco’s inconme under 8§ 482
i S inproper.

In sum the Tax Court did not err in concluding that Textrad sold
the Saudi crude to both its affiliates and its unrel ated custoners at
the below market OSP to avoid violating Letter 103/z and the severe
economic reprisal that would have flowed from such a violation.
Accordi ngly, the Conmm ssioner had no authority to allocate the incone
under § 482.

For the reasons stated above, the Tax Court properly concl uded
that the Conm ssioner was w thout authority to reallocate Texaco's
i nconme under § 482.

AFFI RVED
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