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PROCEEDI NGS
(11:17 a.m)

CHI EF JUSTI CE ROBERTS: We'Il hear argunent
next in Case 12-43, PPL Corporation and Subsidiaries v.
t he Conm ssioner of Internal Revenue.

M. Clenent.

ORAL ARGUMENT OF PAUL D. CLEMENT

ON BEHALF OF THE PETI TI ONER

MR. CLEMENT: M. Chief Justice, and may it
pl ease the Court:

This case has its origins in a decision by
the British governnment in the Major Thatcher years to
privatize a nunmber of previously State-owned utilities.
The governnent's plan was to keep pr{ces constant and
all ow the conpanies to make profits by increasing
efficiencies and reducing costs. Only after an initial
period in which prices would be fixed would the prices
be re-jiggered and then savings passed on to the
consuners.

Now, this in practice worked very well for
the conpanies. They were able to increase their
efficiencies and cut costs to a greater extent than
peopl e expected. This was not, however, greeted as a
uni form success. Instead, the opposition party
criticized this, and said that the fat cats at the
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utility conpani es had earned too nmuch, and the
conservative governnment had nmade a m stake by val ui ng
the shares at | PO too cheaply.

And so they prom sed as an express el ection
prom se to inpose a tax on the excess profits of
privatized utilities. And when el ected, they made good
on that prom se and passed the Wndfall Act --

JUSTI CE SOTOVAYOR: See, | have a problem
with this argunent because it assunes a way of | ooking
at this, but it's an assunption. You can look at it in
either way. You can look at it as they nade too nuch
noney, we want a part of that profit or they paid too
little for what they got.

And that was the debate éoing on in
Congress. Did they pay too little on the floatation
value, or did they nmake too nuch noney? And what the
governnment says -- rightly -- is, whether you paid too
much or too little noney depends on the val ue of the
conpany. And one of the factors that goes into that is
how much noney has the conpany nmade?

And so you al ways have to | ook at profits to
some extent. So what's wong with |ooking at it their
way? Why does it have to be your way?

MR. CLEMENT: Well, it has to be ny way
because of the way the specific tax was designed. But
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the first --

JUSTI CE SOTOVAYOR: No, you can only do it
your way if you do what the am ci says, which is to take
out fromyour sinplified equation the fact that the
time -- the D el enent of your equation -- is constant.
You artificially freeze it at the tine at which they
operated. Only by freezing that nunber can you come out
with your equation.

MR. CLEMENT: Well, Your Honor, we're not
artificially freezing the nunmber. The nunber, the D --
1461 for al nost every conpany -- is itself part of the
statute. Because they picked a period by which they
were going to nmeasure the profit in value-making terns.

JUSTI CE SOTOVAYOR:  But {here was at | east
two or three conpanies that had a very different period
and they paid a huge amount, nuch further than their
gross profits. Because of that, D changed for them

MR. CLEMENT: | can talk about the outlying
conpanies. They paid a different effective rate because
the D was different. But there's two inportant things
to remenber. One, | believe it's conmmon ground between
the parties that the way you apply this regulation is to
| ook at the tax in -- to use the regulatory phrase -- in
t he normal circunstances in which it applies.

So | believe it's comopn ground that you
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i gnore the outliers anyway.

JUSTI CE SOTOVAYOR: But you change the other
part of the equation, or the tax regulation, which says
It has to be true for all taxpayers.

MR. CLEMENT: No. That particul ar
provision -- think of it as like a Clark v. Martinez
principle for taxes. They either are creditable or
they're not. That's what that principle has been
Interpreted to. The case you should | ook at if you're
really interested in it is the Exxon case, the tax court
where we cite it in both our briefs.

And there, it was a situation where again, a
British excess profits tax, in the main, it was an
excess profits tax on the conpanies {hat wer e devel opi ng
the North Sea oil field. But as the tax applied to a
coupl e of conpanies that really hadn't gotten any oi
out, it applied very differently.

And the tax court and the government in that
case both conceded no, you |ook at the tax in its main
applications. And in those main applications, everyone
concedes that this tax operates exactly like a
51.75 percent tax on profits above a threshold, a
threshold of four nights at the floatation value. And
that is not an accident. That's not sonme kind of tricky
mat h thing that sonmebody pulled up, it's right there in
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the statute itself.

JUSTI CE KENNEDY: Suppose everyone in the
case conceded that the purpose of this statute was to
conpensate the governnent for having val ued the shares
at too low a price, and this was stated right in the
enactment. Would that change your argunment?

MR. CLEMENT: It wouldn't, Justice Kennedy,
because at the end of the day, it's the substance of the
tax, not its purpose behind it that matters. Now, | do
think in this case, as Justice Sotomayor all uded to,
everybody in this process really understood that those
were just the flip side of the sane coin. You can talk
about the profits being too high vis-a-vis floatation,
you can tal k about floatation being {oo | ow vis-a-vis
t he subsequently reported profits. But what makes --

JUSTI CE KENNEDY: Well, suppose we think
this is both a tax on profits and a tax on | ow val ue,
then what do we do?

MR. CLEMENT: Well, in this particular case,
you would say it's creditable, because the only neasure
of value here is by | ooking at retrospective earnings
over a 4-year period. And the best hypothetical | can
give you is think about a foreign governnment that says
we want to tax the value of corporations, but the way we
are idiosyncratically going to neasure value is to | ook
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at their earnings over the past year.

Now, | would hope that tax would be for U S.
substantive econom c tax purposes fully creditable. O
course it's a tax on incone by our eyes. Now, in saying
that, you're not suggesting that the other country did
sonet hing wwong or that's not value in their conception.

But the whole point that this Court made
clear in the Biddl e case going back 75 years ago i s when
you' re |l ooking at foreign taxes for purposes of applying
the foreign tax credit, you don't take the foreign
characteri zations, the foreign classifications, as a
given. You |ook at the substance of the tax for our
pur poses.

And if you look -- if yod apply that
mechanismto this tax, this tax | ooks exactly like a
U.S. excess profits tax. It is really --

JUSTI CE KAGAN: M. Clenment --

JUSTI CE KENNEDY: Suppose it's a one -- if |
could just -- suppose -- we say, well this is a one-tine
tax in order to recalcul ate, reassess the value. |If
it's on inconme, it's still an excess profits tax in your

Vi ew.

MR. CLEMENT: Yes. And of course, you could
have had a one tinme, one-off tax, to use the British
phrase, and you could have taxed the difference between

8
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the value at floatation and, let's say the London Stock
Exchange price at sone |ater point. And that would have
been the normal estimte of value, and it would not have
been creditable for a nunber of reasons. But when you
do what this tax uniquely did, which is you don't | ook
at a normal rubric of value, but you | ook at a
construct -- | mean, the very fact that they had to use
t he phrase "value in profit-making ternms" tells you
sonmet hing weird's going on here.

| mean, if they were really --

JUSTI CE G NSBURG M. Clenment, is there

anot her exanple -- Justice Kennedy nentioned that this
was what they call one-off. It's one tinme only and it's
retrospective. |Is there any instance in which a foreign

tax credit has been given to sonmething that |ooks Iike
this, a one-tine only adjustnment that is -- that
operates retrospectively on past earnings?

MR. CLEMENT: Justice G nsburg, | can't put
all the pieces of that together and say there's one case
that had all of these various features, and then it was
still creditable. But | don't think that matters. [It's
very clear | think for starters that the fact that this
is a retroactive tax is not dispositive. You |look at
one of the regulatory requirenents, and that's
realization. And that treats an estimte of future

9
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i ncome generation very differently, because that doesn't
I nvol ve a realization event. But what the regulation
says is that the tax has to be inposed upon or
subsequent to.

JUSTI CE SOTOVAYOR: MW fear is, as warned by
t he governnent and the tax professors, that the rule you
want us to announce to help you win is to say anytine a
tax uses estimates of profits, no matter how it does it,
It is credible -- creditable. That's the rule you want.

MR. CLEMENT: No, it is not. It is
enphatically not. And let me tell you why there is no
slippery slope here. First, the big thing they want to
tell you is, this is a normal way of valuation. And if
you allow this, then any valuation ié going to be
creditable. That is flat wong, and the reason that's
flat wong is because al nbst every effort in valuation
I S prospective.

If you want to try to value a piece of
property, you could value it by saying, well, what kind
of rents can | get on this property and I'l| discount
t hem back to net present value. And | suppose you can
conceive of a property tax as a tax on a percentage of
t hose projected future earnings. But you know what ?
Easily obviously not creditable, because the first
requi rement on the regulation is that there be a
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realization event. And when you're talking about
projected future income streans, there's no realization
events.

So all of those are off the table.

JUSTI CE SOTOVAYOR: So why isn't that to say
| want to find the original floatation value, and
I nstead of estimating what the profits are, I'msinply
going to use the ones that happen?

MR. CLEMENT: Exactly.

JUSTI CE SOTOVAYOR: So why is that
different?

MR. CLEMENT: Because you never woul d do
that in any normal valuation. Wat you would do --
occasionally in valuation, you have {o go back in tine.
This isn't the only place in the world that anybody
said, | wonder what Google's stock was worth, |ike, back
in the day. But when you do that for valuation
pur poses, the first rule of thunmb is to avoid hindsight
bias. And so this tax uniquely taxes nothing but
hi ndsi ght bias. [It's going back to 1990 --

JUSTI CE SOTOVAYOR: Well, there is an
argunment about that because it has two conponents that
you keep ignoring: The floatation value and the tinme
t hat the conpany --

MR. CLEMENT: | would love to tal k about

11
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t hose ot her vari abl es. The floatation value -- | nean,
it's a tax between the difference between -- between two
vari abl es.

The reason | am focusing on the val ue and
profit making terns is because it's the |arger of the
two nunbers and the tax falls in the difference between
the two and the floatation value is basically taken as a
gi ven.

JUSTI CE KAGAN: Well, M. -- I'msorry,
pl ease.

MR. CLEMENT: Go ahead. | nean, | could
talk floatation value all day.

CHI EF JUSTICE ROBERTS: [|'d really like to
hear what you have to say. \

JUSTI CE KAGAN: Ckay. Then let me ask you
my question.

CHI EF JUSTI CE ROBERTS: Wait, Justice Kagan.

No, Justice Kagan.

JUSTI CE KAGAN: Do you agree -- | nean, you
said we should look to the way this is designed, so
let's look to the way that the actual forrmula is
desi gned. Do you agree that this tax would i npose
identical tax liability for conpanies with -- at the
sanme average profits but could inpose very different tax
liability for conpanies with the same total profits?

12
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That's the way the thing is designed, is it not?

MR. CLEMENT: Yes, and that's true of every
excess profits tax, Your Honor. What matters for those
tax --

JUSTI CE KAGAN: Well, that's the question.
s that true of every excess profits tax? Take a -- a
hypot hetical like this: You have two conpani es, Conpany
A and Conpany B, and one conpany operates over four
years and nmakes a | ot of nopbney and one conpany operates
over one year and nmakes only a quarter of that anmount of
noney. Now, a typical excess profits tax is going to
t ake Conpany A, which has made a | ot of noney, and --
and it's going to end up paying four times as nmuch tax
as Conpany B, which has nade only a duarter of the
anount of money. But under this tax, Conpany A and
Conpany B pay the exact same thing; isn't that right?

MR. CLEMENT: No. They -- they would pay
different taxes. | nmean, they pay the sane rate --

JUSTI CE KAGAN: One year or four years?

MR. CLEMENT: They have the sanme -- they'd
have the sane rate. They'd have -- | nean, they have
the same calculation, but it would affect themvery
differently. But in --

JUSTI CE KAGAN: I n other words, a conpany
t hat has nmade four tinmes as nmuch profits under this

13
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formula could pay the sanme tax; isn't that right?

MR. CLEMENT: | -- I don't think --

JUSTI CE KAGAN:. Because it was operating
four tinmes as | ong.

MR. CLEMENT: Right.

JUSTI CE KAGAN: And because there is that D
vari abl e.

MR. CLEMENT: Right; that's right. But of
course the floatation value is going to play a bigger
role in the other conpany --

JUSTI CE KAGAN: Assuning the floatation
value is the sanme for both conpanies.

MR. CLEMENT: Then -- then maybe it coul d,
Justice Kagan, but let nme say two th{ngs about that.

JUSTI CE KAGAN: It definitely could. It
woul d have to. And that's because what this is trying
to tax is not total profits; this is trying to tax
average profits or what nay be the better way to say it,
If it's taxing profitability and not profits.

MR. CLEMENT: No. Wth all due respect,
it's taxing profits above a threshold, and the threshold
Is determ ned by floatation value. For nost conpanies
that the tax applies, and that is the way you | ook at
the creditability of these taxes, you ignore the
outlier. For nost of those conpanies, it's going to be

14
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four nights of the floatation val ue.

JUSTI CE KAGAN: But -- but the reason why
this formula was devised in the way that this fornula
was devised was specifically to get at the outlier. 1In
other words, it was to get at the conpany that only
operated for a short amount of time, but they wanted
that conmpany to pay just as big a tax bill as the
conpany that had operated for a much | onger anmount of
time and had nade many nore profits. So the end result
is that this conmpany that operates for a very short
amount of time and nakes al nost no excess profits pays
the exact sane tax bill as a conpany with four tines as
much excess profits.

MR. CLEMENT: No, that's\not ri ght, Your
Honor. | -- it really is not. And what they were
trying to do -- first of all, the outliers, the reason
they included themin is they figured they had to
because it fit within their definition of the regul ated
conpanies they were trying to catch. Now, they knew
they had -- and this is only two conpani es we are
tal ki ng about -- they knew they had a shorter period, so
they knew this would fall differently on themas a
substantive matter no matter -- no matter how they did
it.

The reason they didn't care nmuch is because
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t hose conpani es got sonmething that the other conpanies
didn't, which is they got to operate for the next three
years in a favorable regulatory environment in which no
excess profits tax would be inposed on them So it may
| ook |i ke they have a higher rate, effective rate, under
our calculation. They do have a higher effective rate
over a -- over a relatively small anpunt over the

t hreshol d, but they nake that up, essentially, in the
out -years because they make noney under the favorable
regul atory regine.

And again, the theory of this is for four
years after floatation there is a favorable regul atory
regime in which they nmake excess profits. Those two
conpani es get to make noney in the odt-years, t wo,
three, four, wi thout any excess profits because it was
really inportant for themto make this a one-off tax.

But if | can get back to your question,
because there is this phenonenon --

JUSTI CE SCALI A: Excuse ne. Wiy -- why
didn't -- why weren't they subject to a favorable
regulatory reginme in two, three, and four?

MR. CLEMENT: They were. They weren't --
but they weren't subject to any tax for it. Because
remenber, they -- this is very inportant for |abor.
They are coming in after 20 years of conservative rule.
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They don't want to be the old | abor party. They don't
want to put in a new permanent tax, so they want to do
this once.

And so that works great for ny clients
because they -- they were privatized in 1990. But when
they're doing this in 1997, they get a coupl e of
outlying conpanies that were only privatized in '96. So
what they do is they hit themwi th a reasonably tough
tax in year one but year two, three, and four they were
in a favorabl e regul atory environnent and they get no
tax at all. So, you know, don't -- don't cry any tears
for them

Now, the point that | thought you were going
to ask nme, though, is even with the éonpanies with the
same denom nator, it is true that conpanies with the
sane profits can be subjected to different taxes, but
that's because it's an excess profits tax. And that is
what is true of --

JUSTI CE KAGAN: No, but even conpanies with
t he exact sanme profits and the exact sanme floatation
val ue can be subject to different taxes, and that's a
result of the ampunt of tinme. That's a result of the D
variable. |If you were right --

MR. CLEMENT: W th respect, that's only true
of --
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JUSTI CE KAGAN: Excuse ne. |If you were
right, the D variable wouldn't exist. |If this were an
excess profits tax, it would have been witten wthout a
D vari abl e because they would not have cared whether it

was four years or one year or any place in between

MR. CLEMENT: Wth respect, | disagree.
Because, first of all, it's only those two conpani es,
fromwhat you said, is -- it could possibly be true. As

to the rest of the conpanies, the reason that they were
trying to use Dis because they were trying to capture
t he excess profits during a period in which there is a
particul ar regulatory environment with -- where they --
where they thought they earned excess profits. For all
of the conpanies they reached, that ﬁeriod was the D
with the exception of the outliers, and the reason they
had a different outlier is because they were recently
privatized.

But if you think about the substance of this
tax, it is taxing -- their term-- value and
profit-making terns but not any abstract profit-mking
terns, profits over a reported period.

JUSTI CE KAGAN: |If you were right, it would
just be a 52 percent tax on annual profits above 1/9th
of the floatation value. And it's not that. It's not
that. Specifically in order to get at railroad track,

18
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whi ch woul d have paid very little tax under your
formul a, but instead pays a great amount of tax because
they think that railroad track got the sanme good deal at
t he beginning as all these other conpanies did, but so
even though they didn't make nmuch very nmuch in the way
of excess profits, they were going to tax them just as
much.

MR. CLEMENT: Because they had three free
years in the out-years. And if you are |ooking at how
this applies, in the normal circunstances of its
application, then you don't have the full analysis of a
railroad track.

JUSTI CE SOTOVAYOR: The problemw th their
argunment, M. Clenent, is that you afe under m ni ng your
own argunent. |If they are getting three full years at a
| esser tax, it's because their floatation value was nade
nore equal by this fornmula.

MR. CLEMENT: No, that's not right.

JUSTI CE SOTOVAYOR: So they don't need to be
taxed any nore noving forward because they got it right.

MR. CLEMENT: No, that's -- with all due
respect, that's not right. The floatation value is
cal cul ated the sanme way for each of these conpanies, and
the theory of why the floatation value is too lowis the
same for all of them which is, under the regulatory
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policies, they are going to hold the prices firmfor a
four-year period and they are going to increase
efficiencies and reduce costs, and they are going to
make noney. That is supposed to incentivize them and
then that's the basis for all the regulatory policies
goi ng forward.

JUSTI CE BREYER: | wanted -- | just wanted
to hear what you were going to say in answer to the
second part of Justice Sotomayor's earlier question.
And to rem nd you of that, you were going to explain to
us, which I felt I needed, the second term that second
term And that just says FV for val ue.

MR. CLEMENT: Right.

JUSTI CE BREYER: But | d{d notice, that if
you take .23 tines fair value, not quite by coincidence,
it happens to be what the conpani es woul d have nmade over
a period of 2 years in profit, had it been the truth
t hat the value of such conpani es was, as val ued by the
market, 9 tinmes their earnings. Because a conpany
that's valued 9 tines its earnings earns about 11 point
sonet hi ng percent per year, taking aside all other
facts; and 2 years' worth is that.

And | don't know if I've got that part
right, but if I do have that part right, then what this
tax does is it takes the profits the firns actually --
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actually made over 2 years; not quite actually. It
assumes twice the -- the value of the first year. You
see, so whatever they made the first year -- and if it's
only 6 nonths, it's twice 6 nonths, you know -- that

first part figures out what they really nmade over the
first year and then nultiplies it by two. And you take
that and you subtract fromthat the ampunt that they
woul d have nade over 2 years.

Now -- so it |looked to ne pretty -- this
hel ps you, of course, but -- but it also, it's
cal cul ated on an average, the average of the first
year's profit, they consider that the average; and
therefore they are right in saying, you know, a firm
that is only in business for 6 nnnthé wll be taxed --
the whole 2-year extra will be taken away, even when
there was no 2-year extra. You see, so that firm would
have paid nore than their gross incone.

Of course, there is no such firmand that's

their problem But we conme to that later. But | want
your view, if you can -- if |I've explained it clearly
enough so you get where I'mcomng from And -- and --
if -- if | have explained that clearly enough, | really

appreci ate what you think about it.
MR. CLEMENT: Well, I -- 1 think so, but I
think I get there in a slightly different way, because |
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guess | don't see the natural relationship between the
23 percent and the floatation value; but | think I get
to asimlar place. Wich is, if you think about it the
way that we formulate it, it's 51.75 percent of 4/9ths
of floatation val ue.

Now, the -- the floatation value is
cal cul ated based on the initial share price plus the
number of shares. And the initial share price for al
the electrical utilities was 2 pounds 40 pence. So it's
just 2 pounds 40 pence by however many shares there
were. OCkay, so that's floatation val ue.

The -- the floor for the excess profits is
4/ 9t hs of floatation value. Now, if you want to get it
on an annual i zed average basis, and {f you want to --
you know, this is at 64a of the petition appendi x when
the Tax Court did it. But what that neans in practice
Is this tax is taxing 51.75 percent of the profits above
1/9th of the floatation --

JUSTICE BREYER: It will do that for firns
that are in business for 4 years.

MR. CLEMENT: Yes.

JUSTI CE BREYER: Absolutely. It won't do
that for a firmthat was in business 6 nonths. And --
and --

MR. CLEMENT: It -- it wll give you a
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di fferent number.

JUSTI CE BREYER: A very different nunber.

MR. CLEMENT: Yes.

JUSTI CE BREYER: | ndeed, a nunber that could
exceed the noney -- all the noney they really make in
t he next 2 years.

MR. CLEMENT: That's not true. If any
conpany here -- of any conpany here, that's not true.

JUSTI CE BREYER: Yes, that's correct.

That's not true. There is only one conpany |ike that;
absolutely right. And -- but -- but some, particularly
on the other side, want to make quite a | ot out of that
fact.

And they want to nake qu{te a lot out of the
fact that for that single -- whatever it's called
rail road sonething --

MR. CLEMENT: Rai | track. But again,
Railtrack did not pay nore in taxes than --

JUSTI CE BREYER: | know -- | know they
didn"t. It didn't happen in this instance.

MR. CLEMENT: And -- and -- and that is a
very inportant fact because when you are trying to
figure out -- what -- and again, their regul ation says,
you look to the application of the statute in the nornmal
circunmstances in which it applies.

23

Alderson Reporting Company



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Official - Subject to Final Review

In the normal circunstances in which this
applies, and this is -- the parties stipulated to, every
conpany paid less in this excess profits tax or w ndfall
tax than they nmade in initial period profits. And that
is all that really matters.

They want to focus on the fact that well,
for a lot of these conpanies, the base amobunt was | arger
than the -- than their initial period profits. Wo
cares? | nean, that's just an artificial nunber. This
act --

JUSTI CE SOTOVAYOR: Let's go back to ny
initial question. What's the rule -- if soneone uses
your actual profits in any way, it's a credit that they
are entitled to? \

MR. CLEMENT: No. | don't think so, because
again --

JUSTI CE SOTOVAYOR: | don't know how you get
around it, because you seemto be saying to us that no
matter how -- what fornula you create, so long as we can
simplify it in mth to affect which -- take any
variables in it and fix themin any way, that's a
creditable tax. That seens to be what your argunent is.

MR. CLEMENT: No, it's not,

Justice Sotomayor. Now, there's two things your
question | think got to; one |I thought | already dealt

24

Alderson Reporting Company



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Official - Subject to Final Review

with, which is future valuation is not a problem There
IS no realization of it.

JUSTI CE SOTOVAYOR: No, |I'msaying to you
that any tax that relies upon actual profits in any way,
you say i s wrong.

MR. CLEMENT: It's not right or wong. W
would say it's creditable if that's its predom nant
character. So if you want to put that as part of a
ten-factor test where past realized profits is one of
the ten factors, but you also | ook at real narket
val uation and some other factor, then |I'm probably going
to | ose.

But in this instance, the only noving
factor, the only thing that changes {ron1conpany to
conpany other than the floatation value, which is fixed,
is their profits. And nobody -- you know, nobody
doubts --

JUSTI CE SOTOVAYOR: No, the floatation val ue
Is not fixed; it was different for each conpany.

MR. CLEMENT: Ri ght . But --

JUSTI CE SOTOVAYOR: They only fixed the
percentage that they're going to use, but the actual
amount paid was different for every conpany.

MR. CLEMENT: But again, that is classic
excess profits tax. So let me try to conme at it this
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way, which is to say, suppose you had a country that had
a tax that said, we are going to tax your value and we
are going to neasure your -- your -- your value based on
the inconme you nade in the | ast year or the last 2
years.

Now, | would say that that is clearly a
creditable income tax. |If they said the same thing --
we are going to tax your value and we are going to
cal cul ate your val ue based on your inconme over the | ast
2 years, but we are going to subtract 10 percent of your
mar ket cap -- that would be an excess profits tax.

The market cap would be different for every
conpany, so there would be another thing that was
different for each conpany, and the éffective rate m ght
be different but that's okay because that's how an
excessive profits tax works.

The last thing |I'd say before |I go sit down
is that's how the 1917 United States Excess Profits Tax
worked. In 1918, when Congress said that foreign excess
profits taxes are creditable, surely that's what they
had in mnd, and this is very sinmlar to that classic,
prototypical excess profits that.

If I could reserve the remai nder of my tine.

CHI EF JUSTI CE ROBERTS: Thank you, Counsel.

Ms. O Connel | ?
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ORAL ARGUMENT OF ANN O CONNELL
ON BEHALF OF THE RESPONDENT
MS. O CONNELL: M. Chief Justice, and may
It please the Court:
The windfall tax is not an income tax. It
tax -- is a tax on an increnent of conpany value. A
conpany's profits multiplied by a price to earnings
ratio is a typical way of inputing a value on a conpany.
Using profits as one variable in that valuation fornula

does not transforma tax on conpany value into an incone

t ax.

JUSTI CE SCALIA: That -- that's a way of
estimating future value. | -- | don't know that anybody
val ues a conpany that -- that is sold on the market by

sayi ng how nmuch noney did they make in the last 2 years
and we are going to multiply that by 9. You | ook at
what people were paying you in the market.

MS. O CONNELL: Well, Justice Scalia, the --
what parlianment was trying to do here was to inpute a
val ue on the conpany for which should have been sold in
1990. And so using a stock price at sone |ater date
woul d not have been an adequate proxy to determ ne what
t hat val ue shoul d have been.

JUSTI CE BREYER: |If they know what it really
was, | guess they're all billionaires. You've got
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triple billionaires. | mean, if you could go and figure
out what conpanies could really be sold at as opposed to
what the market says, | think I have the solution for
you. | don't know why either of us is working here.

(Laughter.)

MS. O CONNELL: Well, the point is that
parliament was trying to cone up with a value that it
shoul d have charged for these conpanies in 1990, and,
you know - -

JUSTI CE BREYER: So, since there is no real
value, | -- | nean, nmaybe there is, because they did it
in the formof an I PO, and the share then went the next
day into the market, and when the it went the next day
into the market, did the market pay é | ot nore?

MS. O CONNELL: Yes, it did.

JUSTI CE BREYER: Real ly?

M5. O CONNELL: There -- there is --

JUSTI CE BREYER: All right, then you could
use that. You could use that.

MS. O CONNELL: Well, but if you use --

JUSTI CE BREYER: How does that relate to the
nunber 97

MS. O CONNELL: If you use just the profits
on the next day, that wouldn't capture all of the
efficiencies that were realized over the --
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JUSTI CE BREYER: Yes, yes. But of course,
in the -- in the past, we are making a prediction of
about what efficiencies will be realized, and in the
future we know. So the one thing that we don't know,
since life is risky, or we do know for sure, is whatever
it shows up to be in the future couldn't have been the
val ue that sharehol ders would have put on it in the
past, because they know life a risky.

MS. O CONNELL: Well, that is true. And
that is one thing that is -- is the --

JUSTI CE BREYER: The reason that that is
rel evant here of course is this nunber 9 is a made-up
number. It may be made up by great experts, but since
they are all not geniuses who are --\omm t he whol e
wor |l d, they must not be perfect experts.

MS. O CONNELL: It is -- it is --

JUSTI CE BREYER: Isn't that true?

MS5. O CONNELL: The nunber 9 was not an
arbitrary nunber.

JUSTI CE BREYER: No, it was a nunber picked
by what ever conmpany had, what is it, the -- the | owest
price earnings ratio or something |ike that.

MS. O CONNELL: Right. The | owest average
price ratio.

JUSTI CE BREYER: Ckay. But that doesn't --
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t hat means what ever conpany that the sharehol ders

t hought woul d deviate the | east from whatever the return
was and that doesn't apply -- but you don't want a

| ecture fromnme on this subject.

VWhat | want is an answer from you, and the
answer | want fromyou is this. As | read it and once
understand that this nunber is a sem made-up nunber, |
did |l ook at that second termand | thought that .23
times 9 is about 2 years' worth -- about 2 years' worth
of profits that would be expected, all things left out
of it except profit.

So then once | saw that, | | ooked at the
first term And the first termseened to ne to be their
actual profit. Their actual profit 6n an annual basis
mul tiplied by about the same nunmber, you see.

And so what we do is we take -- about
mul tiplying, see -- so we take about two years' worth of
profit that they actually made and we subtract fromthat
two years' worth that our experts tell us they should
have made on the basis of the original market price.

The rest is excess profit and we seize all of it. For
two years only.

And by the way, if a conmpany had only six
nmont hs' worth, well, then, you know, they mght really
be hurt, because after all, they only earned six nonths
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at the annual rate that showed sonething, and naybe they
didn't really earn it over the next 18 nonths. But the
reply was there was no such conmpany. And, of course,
because tinme periods vary, rates wll vary.

But | don't know that that matters for an
income tax. |It's not a question of the rate; it's a
gquestion on what you inpose it. And you inpose it on
i ncome, because as he says, there are two choices here.
Nunber is really cal culated on the basis of inconme and
there is another nunmber going on, the actual floatation
value and this third thing, which is called the number
9. But primarily it is the income that nmakes the
di fference.

Now, that's his argunent .\ What ' s your
response? That's his argunent as | understand it. |
don't want to put words in his nouth. But you -- you
explain it to ne.

MS. O CONNELL: Justice Breyer, | think the
problemw th, when we start to refornulate what this tax
is or is not taxing or what the anount of the actual tax
is, just shows the danger of trying to refornul ate what
parliament actually did in trying to determne if it's
an incone tax. As the professor's am cus brief points
out, if you reformulated this into an average annual
profit or left the P over 4 as it was, and then divided
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everything else by 9, this would become a 207 percent
t ax.

JUSTI CE BREYER: But | said, so what? Now,
you can answer that by saying, no, it's not so what. |
mean, isn't an inconme tax dependant upon whether it's a
tax on incone, not the rate? And -- and whether sone
conpani es pay a high rate and others pay a low rate,
even if that's totally arbitrary, wouldn't make a
definition to the characterization.

M5. O CONNELL: In that characterization --

JUSTI CE BREYER: As |ong as you're not --

t hey actually have the gross income fromwhich this
COnes.

MS. O CONNELL: In that éharacterization,
Justice Breyer, the 207 percent of average annual
profits over one-ninth of floatation value, then, no,
it's not an inconme tax and the rate does matter because
it's conpletely confiscatory --

JUSTICE BREYER: No, it will. Wit, wait,
wait, wait. It is greater than the profit they earned
during the year, but it is not greater than the profit
that they earned during the two years, or whatever the
period is that everybody's paying this on.

MS. O CONNELL: Right.

JUSTI CE BREYER: Is that right?
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MS. O CONNELL: It's true. |It's true.

JUSTI CE BREYER: So here, by good luck for
t hem or bad luck for you or whatever it is, they have
not taxed nore than the gross incone of the conpanies.
s that --

MS. O CONNELL: They have not taxed nore
than the total profits over a four-year period, which
s --

JUSTI CE BREYER: Four-year period. Well,
that's -- well -- well, is it not going to be an incone
tax if what the U S. Governnent says, though it hasn't
said it, it could say, we want -- we want 35 percent of
what you earn over six years. Okay. That's what we
want. Now, that's still an incone téx, isn't it?

MS5. O CONNELL: Well, the U.S. inconme tax --
what the regulation | ooks for is taxes that have the
essential features of the U S. incone tax. And, no, the
U.S. inconme tax has never been inposed on a nultiple of
profit. It's -- it's inposed as a percentage --

JUSTI CE BREYER: So you say whatever -- if
they inpose it on nore than a year, any country that
cal cul ates the inconme tax over a period for nore than a
year is outside the tax treaty because it's essential to
the nature of the American incone tax systemthat it be
cal cul ated year by year. You're hesitating to say that,
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but | think --

MS. O CONNELL: Yes, | am | am | think
if there was a country that inposed an incone tax every
six years and said every sixth year, you'll pay an
i ncome tax rate over the last six years and that would
probably still be an income tax.

But the point is that here, that's not
anything close to what they're doing or what parlianent
has done. Parlianent has taken a valuation fornula
where it takes an actual earnings figure fromthe
conpany, an average annual earnings figure, and
multiplies it by a price-to-earnings ratio to inpute a
val ue on the conpany. It then subtracts out what it
actually received for the conpany, mﬁich we think shows
that the substance of this tax is that it's a tax on an
i ncrenent of conpany value. Parliament is cal culating
what it should have sold the conpany for, subtracting
out what it actually received.

JUSTI CE SOTOVAYOR: Could you -- I'msorry.

CHI EF JUSTI CE ROBERTS: We had a lot of --
your friend had a | ot of questions on the different
periods, the initial periods and changing the D val ue
and what that did to the -- that is not an argunent that
you've made, is it?

M5. O CONNELL: That's right. | think we
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generally agree with the Petitioner that a tax is -- is
either an incone tax or not an inconme tax for everybody
that subject to the tax and that you |look at it in the
normal circunstances in which it applies. But | do
conpletely agree that the fact that the D figure changes
makes this -- just reinforces the idea that the
substance of this tax --

CHI EF JUSTI CE ROBERTS: Well, but that is --
again, that's not an argunent you' ve made.

MS5. O CONNELL: No, but our the am cus did
make it. | nean, that --

CHI EF JUSTI CE ROBERTS: Well, the am cus
did, but I don't think we should do a better job of
getting noney from people than the IéS does.

MS. O CONNELL: Well, the point is that --
the fact that there is a D variable there shows that
what parlianment was trying to do was to place an annua
earnings figure on each conpany to create a val ue for
It. A conpany -- it's not simlar to an excess profits
tax in that way, that where a conpany that operated for
only six nonths is paying the tax at the same | evel that
a conmpany woul d be that was making profits at the sane
rate for the entire four-year period.

CHI EF JUSTI CE ROBERTS: No, that's a good
articulation of the argunent you haven't nade.
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JUSTI CE SOTOMAYOR: So you are accepting the
position the government made in PPL v. Exxon. You're
not di savowi ng the position you took there.

MS. O CONNELL: Right. But it -- it depends
on the normal circunstances in which it applies. But --

JUSTI CE KAGAN: You're not saying that the
am cus brief is wong. The Chief Justice is, of course,
right, the amcus brief is the am cus brief and the
am cus brief develops this argunent, which I think is
the right argunent. But you' re not saying that's w ong.

MS. O CONNELL: It's not wong. We think
that both the D variable and the flotation val ue
vari abl e add extra support for the idea that this is a
tax on an increnent of conpany value: The D shows t hat
it's trying to inpute an annual earnings figure on each
conpany. The floatation value shows that it's not
concerned just with how profitable any particul ar
conpany is, but with how profitable it is in relation to
what the UK governnent received for it as value when it
fl oated the conpany.

CHI EF JUSTI CE ROBERTS: | thought you were
sayi ng that that argunment was wong, because you | ooked
to the predom nant character of the tax and that it's
either a tax -- it's either an incone tax or it's not.

It wouldn't be an inconme tax on the vast mpjority of the
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conpani es where it was the sane and not on the conpanies
where it was a |large value or the other way around. You
| ook at the predom nant characteristic and you deci de
whether it's a tax or not on that basis.

MS. O CONNELL: That's right. But |I'm not
saying that the -- that the argunment the am cus are
making is wong. W're saying --

JUSTI CE KAGAN: Because they're saying this
I's not an inconme for anybody because, in fact, this
doesn't tax anybody's inconme. It taxes annual -- excuse
nme -- it taxes average profits, not total profits. It
taxes profitability as a nmechanismto tax val ue.

MS. O CONNELL: That particul ar aspect of
the am cus brief that says if it's béd for one, it's bad
for all, yes, that is not our position. It is not our
position; that you |look at the tax based on the nornal
circunmstances in which it applies. So | think we are in
general agreenent with PPL that if there are outliers
where net gain would be totally confiscated, you'd | ook
at it in the -- in the normal circunstances in which it
applies. That's what the regul ati on says.

JUSTI CE KAGAN: Well, now I'mtotally
confused, because this outlier is an outlier not because
the tax hasn't worked. It's an out -- it's an outlier
that the tax is designed to get at, that this fornula
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was devel oped with this D variable in order to nake sure
that outliers, neaning people, conpanies that operated
for only a short amount of time would still pay a
significant tax bill.

So the whole design of this tax was to get
at the outlier. That seens to ne to suggest that the
predom nant character of the tax is not an incone tax
but is instead a val ue tax.

MS. O CONNELL: Well, | mean, you could al so

get to that by saying that the predom nant character of

this tax is -- is not an income tax because of the way
that it applies to everybody else. | think that's our
principal argunment. |If there were some outlying

conpanies for which this didn't Iook\like an i ncone tax,
| think the regulation allows sone flexibility there
where it says, we look at it in the normal circunstances
in which it applies. And if that makes it an incone
tax, then it's an income tax for everybody.

| think an inportant point here is that the
Petitioners have conceded that if parlianment had chosen
a different valuation nmethod, |ike the stock price, for
any particul ar conpany and then subtracted out the
floatation value, that that would not be a tax on
I ncome, that that would be a val ue tax.

The fact that parlianent chose a different
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way to place a value on each conpany shoul dn't beconme a
tax on income just because profits is one variable in

t hat tax equation. That would open up many foreign
taxes that just use this typical earnings tines the
price-to-earnings ratio for an incone tax credit, a
dollar-for-dollar credit in the United States, just
because the tax was witten that way.

We t hi nk what parlianent was doi ng here was
clearly trying to inpute a value on each conpany, and
then subtracting out what it actually received. In
substance, it's a tax on value as well as in form

If the Court thinks that both of the
formul as are equivalent, the tax that parlianment
actually wote and the rewitten tax\of 51. 75 percent of
your four years of profits over 4/9ths of the floatation
value, then there is a couple of reasons that you shoul d
go with the tax that parlianment actually wote.

The first is that exenptions fromtaxation

are construed narrowmy, and a business -- a foreign
i ncome tax that is paid through a foreign -- or |I'm
sorry -- a foreign tax that is paid to a foreign

governnment that is not an incone tax is usually just
treated as a deduction. And the IRS has said throughout
this case that it is perfectly happy to treat this

wi ndfall tax as a deduction; it just would not get a
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dollar-for-dollar credit --

JUSTI CE BREYER: On that -- on the question
of howto treat, | -- there isn't authority but, | nean,
If I'"mquite honest about how | think about it, | think

the people in the tax court actually usually know nore
about it than the judges who are not on the tax court.
And so when | get an opinion and the tax court al

t hi nks one thing and then the Court of Appeals is

t hi nking sonething else and it's highly technical, | --
| tend to be tenpted to say, Well, the tax courts
deserve sonet hi ng.

Now, is there anything, really, or am| just
doing that wwong if | did that?

MS. O CONNELL: Well, Juétice Breyer, with
due respect to the tax court, the tax court didn't even
anal yze any of the three regulatory tests that are set
forth in the regulation. | --

JUSTI CE G NSBURG. | thought you would --
when you woul d answer that that the Conm ssioner gets
some credit, too. This is the Commi ssioner -- this is a
Treasury regulation. So one question is: Do we owe
that regul ation any kind of -- any kind of deference?

MS. O CONNELL: Yes. | think, to the extent
that there is any anbiguity about what the regul ation
means, then the Conmi ssioner's interpretation of his own

40

Alderson Reporting Company



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Official - Subject to Final Review

regulation is entitled to sone order of deference al ong
the lines of "our" and our --

CHI EF JUSTI CE ROBERTS: But there is no
di fference between what the Conm ssioner says the
regul ati on nmeans and what it says.

MS. O CONNELL: That's true. Well --

CHI EF JUSTI CE ROBERTS: It doesn't seemto
nove the ball nmuch one way or the other.

MS. O CONNELL: That's true unless you
accept Petitioner's argunent that what the regul ation
means when it says you evaluate the tax based on its
predom nant character is that that neans you can rewite
the tax before you start testing it against the three
regul atory requirenents, and in mhicﬁ case, this would
be a 51.75 percent tax on four years of profits that you
are testing against the three regulatory requirenents.

In which case, yes, it would probably be an
i ncome tax, but that's not how the Comm ssioner views
the regulation. The Conmm ssioner views that predom nant
character test as: So long as the tax is predom nantly
one where you -- it is on realized inconme and is
cal culated by starting with gross receipts and
subtracting out costs and expenses, there can be m nor,
nonconform ng elenents in the tax base -- |ike the
i nclusion of inputed rental incone that is not actually
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earned by a taxpayer, which sone countries include in an
i ncome tax, and the tax could still be creditable.

The predom nant character does not nmean --

t he predom nant character test does not nean that you
conpletely rewite the statutory tax base before you
test it against those three regulatory requirenents.

CHI EF JUSTI CE ROBERTS: What if you -- go
ahead.

What if they inpose this what you woul d cal
val uation tax every year and it was based the sane way,
it's based on profits that year. Saying, We're going to
say, We think the value of this conpany is now this nuch
because they made -- whatever -- $20 million | ast year.
And so we inpose this -- this set tag. The next year,
we think its value is this because they made, you know,
10 mllion. So we are going to inpose this tax.

MS. O CONNELL: | think that would not be an
i ncome tax, because they are using a valuation fornula
that is inputing a value on the conpany and then
taxi ng that val ue.

CHI EF JUSTI CE ROBERTS: Based solely on the
anount of inconme?

MS. O CONNELL: Well, if that -- if that
were the only characteristic, then I think a property
tax that is calculated that way could becone an incone
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tax, and that's not what the inconme tax credit -- the
foreign tax credit is designed to do.

CHI EF JUSTI CE ROBERTS: How could -- a
property tax calcul ated that way? |In other words, based
on income fromthe property?

MS. O CONNELL: Tinmes the price-to-earnings
ratio.

If -- if what you are saying is that the --
the tax that the foreign governnent is inposing is just
a tax based on | ast year's incone and they are calling
it a property tax or sonething like that, | think that
I's what Petitioner was giving as an exanple. That,
I"'m-- | think, I would think would be an incone tax.

If the only variable in the tax base\mas profits, yes.
| they --

CHI EF JUSTI CE ROBERTS: But if they said, W
are going to multiply it by a price/earnings ratio.

MS. O CONNELL: Yes.

CHI EF JUSTI CE ROBERTS: Based on how nuch
you ear ned.

MS. O CONNELL: Yes.

CHI EF JUSTI CE ROBERTS: Which sounds |ike
i nconme.

MS. O CONNELL: No, that sounds |ike val ue.
And I -- and that's another thing --
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CHI EF JUSTI CE ROBERTS: The "how nmuch you
earned"” part sounds |ike incone.

MS. O CONNELL: Yes, but -- but any
val uation forrmula will use sonme known data fromthe
conpany to determ ne a conpany's value. So if you
are -- if you are applying just to a conmpany -- say that
the United States was inmposing a property tax on
corporations and it decided to cal cul ate the val ue of
the corporation by taking its |ast year's earnings tines
the price-to-earnings ratio, that could be refornul ated
to ook like a tax on the conpany's --

JUSTI CE BREYER: |If the refornulation --
think of -- think that first term Put it in your m nd.
That first term does have a nunber - .23 -- and let's
do times 9, which is that valuation business. And what
you get is a little over 2. COkay? And you are going to
get that every time. That's not going to vary from
conpany to conpany. That varies as |long as the universe
I s here.

So we know we're going to multiply .2 --
rather, 2 point sonething tines that first part of the
first term And that first part of the first term
consi sts of nothing other than, for the four-year
conpany, the average one-year profit. So the only --
what you are telling people to do in that first termis
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sinply multiply by alittle over than 2, a little nore
than 2, the average profit earned over a four-year
period. That's what it says.

So there is nothing there but incone. |It's
average inconme, | grant you. But there is nothing there
but incone.

And then what you subtract from that, what
you subtract fromthat is a quarter -- is a quarter of
the value, | grant you. But it's a hypothetical value
used with the nunmber 9 of what one-quarter of the val ue
of the floatation price taken in.

So there's an aspect to it that does have --
unl ess you do it the way | was doing it initially, there
I's an aspect to it that does concern\at | east a
hypot heti cal value. But the heart of the equation in
determining this so-called present value is nothing

ot her than taking average incone over the four-year

period.

Now, if I'"'mright -- am1l right about that?

MS. O CONNELL: No, if you're --

JUSTI CE BREYER: Ckay.

MS. O CONNELL: First of all, if the first
part of the equation is -- is profits nultiplied by 2,
then -- then no. That is not --

JUSTI CE BREYER: No, no. It is -- the very

45

Alderson Reporting Company



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Official - Subject to Final Review

first part of the first part is the profits, the average
profit over the four-year period. It says P. And then
Pwth all this day business, that's just tines 365
because they want to annualize it.

So if you have a four years, what you are

going to have is you will have 365 tinmes -- and then
It's going to wi pe out and you will have divided by 4.
So you will take the total profit over the four-year

period, and you'll divide it by 4. That gives you the
annual profit. So now we have finished the first half
of the first part.

And the second half -- and we are going to
take .23 of that. Okay?

No, we are not going to {ake any yet.

Taking .23 -- you're going to take .23 of the nunber 9,
and that | eaves you with the 2 -- that brings you to the
little over 2.2.

MS. O CONNELL: If you --

JUSTI CE BREYER: So what we are doing is
taking the average annual profit over a four-year
period. W average it, and then we nmultiply it by two
poi nt sonmething. Okay? And what that is doing -- then
what that is doing is getting you just the average
annual ? Two years' worth of average annual

And fromthat, we subtract a quarter of what
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they received in the initial price, which happens to be
what the market -- if it really was 9 -- about what it
was expecting it to earn during a two-year period.
That's why | put in the last part. But even if | am
wrong about that, | amright about the first half,
aren't 17?

MS. O CONNELL: Well, and I think what you
are -- the one point of this that is mssing is: |If you
are going to nultiply the other part by 2, you also have
to multiply the tax rate by 2. And if this is --

JUSTI CE BREYER: That's why | said

50 percent.

MS5. O CONNELL: No, no, it would be -- it
woul d be 100-and-sone percent. It mbuld be tw ce the
51 point --

JUSTI CE BREYER: Yeah, yeah, yeah, that rate
could be a problemfor sonebody at sone tinme in sone
pl ace.

MS. O CONNELL: It would be --

JUSTICE BREYER: It wasn't a problem here
because all of these conpanies but one did have and did
fit wthin the four-year category. So as to all these
conpani es but one, it did not exceed gross incone; it
did not exceed net income; it was 50 -- what the nunber
that he arrived at.
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MS. O CONNELL: Well, Justice Breyer, in
your -- in your reconstructed fornmula, the tax rate is
going to be twice the 51.75 percent. And that's --

JUSTI CE BREYER: It is?

MS. O CONNELL: Yes. Because you have -- if
you're dividing --

JUSTI CE BREYER: O the one year, you
haven't cal cul ated on one year, but it's 50 percent of
two years, isn't it?

|"m sorry, | am now confused enough that

MS. O CONNELL: I1t's 50 percent for all four
years. For one year, it's 207 percent.
JUSTI CE BREYER: All right.

M5. O CONNELL: It's 51.75 percent for al

years.
JUSTI CE BREYER: All right. | have said

enough -- ny |aw cl erks woul d have picked this up. They

woul d have witten it down and | will be able to go back

with the transcript to study it, which I will do.

(Laughter.)

MS. O CONNELL: Justice Breyer, | just --
want to address for a mnute the -- the issue that it
wasn't confiscatory of any particul ar taxpayer's net
gain. That's not the relevant question, and | know
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there's some discussion about this in the brief, but if
all you were to do were to conpare the final tax bill to
t he conpany's net profits over the year, there's a |ot
of things that are not incone taxes that would then
becone i ncome taxes, like an excise tax that is charged
on the nunber -- or the number of products that are

manuf actured or sold in a particul ar conpany in any

given year, so long as there -- if it |eaves the
taxpayer with a nickel, then it's -- then that's an
i ncome tax.

That's not what the income tax neans. \What
matters is what the tax base is. That's how you
determine if it's a tax on incone. The realization test
requires that, because you can't inpése a tax on incone
that the taxpayer hasn't actually realized. And the

gross receipts and the net income tax also require it.

JUSTI CE G NSBURG:. Ms. O Connell -- if the
Court should go the way the Fifth Circuit went -- or the
Tax Court went -- could the regulation be changed so it

woul dn't happen agai n?
MS. O CONNELL: If so, then | -- | think it
shoul d be changed. And | don't know exactly how that

woul d | ook, but nmaybe it could nmake it nmore clear that

you' re supposed to just look at the tax base -- | think
the regul ation does say that. But yes, | think there
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woul d be roomfor -- for the IRSto -- to nake the
regul ati on even nore clear than it already is, if this
Court were to conclude that the windfall tax is an

I ncome tax.

JUSTI CE BREYER: Wy -- why should it be
changed? | mean, why shoul d conpani es, Anerican
conpani es doi ng busi ness abroad, in borderline cases
have to pay tax on the sanme incone tw ce?

MS. O CONNELL: Well, Justice Breyer,
they're not. SWEB, the subsidiary of Petitioner, paid
the British inconme tax in the sane years that it paid
this windfall tax, in 1997 and 1998. And Petitioner got
a dollar-for-dollar foreign tax credit for its portion
of that British inconme tax that was ﬁaid in those years.

For any other tax that's inposed by a
foreign governnent that's not the income tax or that's
not an excess profits tax or a war profits tax, the
conpany can get a tax deduction. That's how cl asses --
or other taxes are normally treated. You deduct from
t he anount of income that you are reporting to the IRS
via the dollars that you paid toward that foreign tax,
and the -- the value of that deduction depends on the
margi nal tax rate that the taxpayer is paying.

So you m ght get 35 cents on the dollar for
every dollar that you can subtract from your inconme tax
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base. But the dollar-for-dollar credit in section 901
Is reserved for foreign taxes that have the equival ent
features of the U S. incone tax, and the wi ndfall tax

sinply doesn't.

It's witten as a valuation fornula, and
it's not just witten that way, but that's the substance
of what it's trying to do. |It's inputing a value on
each conpany for what the U K. governnent should have
charged, and it's subtracting out the ampunt of noney
that it actually received.

And | think that's an inmportant point to
keep in m nd when determ ning what is the -- the
substance of the tax, is that the U K governnent is not
just going out into the world and taging conmpani es t hat
it thinks are particularly profitable, to try to get
nore noney. The U. K. governnent used to own these
conpanies, and it sold themat too low a price, and the
windfall tax is an effort to get back sonme of that val ue
that it should have asked for when it sold them

VWhet her that's a good idea or a bad idea,
it's not an incone tax, in the U S. sense, and it should
not be entitled to a credit under section 901.

Thank you.

CHI EF JUSTI CE ROBERTS: Thank you, counsel.

M. Clenment, you have 4 m nutes remaining.
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REBUTTAL ARGUMENT OF PAUL D. CLEMENT
ON BEHALF OF THE PETI TI ONER

MR. CLEMENT: Thank you. Just a few quick
points in rebuttal.

First of all, just for the record, if what
they really wanted to do in the British governnment was
to tax value as we normally understood it, there was a
ready nechani sm avail abl e, the London Stock Exchange
price.

Now t hey want to say, well, but we wanted to
go back and value it in 1990, but as alluded to, they
coul d have done that because on day one, there was about
a 20 percent pop -- to use the PO word -- there's about
a 20 percent pop in value at the end\of the first day's
trading. They could have taxed that. |If they wanted to
be a little | ess precise but capture a little nore
val ue, they could have gone 30 days out or 60 days out,
on the theory that it took a while for the information
to make it in to the market. That woul d have been a
value tax. | wouldn't be up here arguing that it's
creditable.

But what they did was sonething very
different. They used a sui generis, very unique concept
of value. Not value unnodified, but value in
profit-making terns. And not profit-making terns in
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some abstract sense that takes into account future
I ncome streans, but profit-making ternms as nmeasured by 4
years of reported profits that satisfy every test of the
regul ation: They're realized profits, they' re based on
gross receipts, and they reflect exactly to the penny,
to the pence, the net incone.

That's what they base this tax --

JUSTI CE KAGAN:. M. Clenment, what do you
think would -- is the answer -- suppose that the Labour
governnment had come in, not after 4 years but after 2
years, that they | ooked at those 2 years of profits,
they said that's enough for us to know that these
conpani es were grossly underval ued, and they had done
this exact sane formula, and the resdlt I's that they
woul d have ended up with a tax rate of over 100 percent.

Wul d that have been creditable or not?

MR. CLEMENT: | would be here with a nore
difficult case, Justice Kagan. | would |ove to argue
that that is still creditable, because | think you could

live in a country that has an inconme tax, especially an
excess profits tax of a few disfavored industries, that
has a rate over 100 percent. But | would run into a
regul atory hurdle, and if | had had that case, | would
have had to challenge the regulations. | would have

| oved to do it.
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JUSTI CE KAGAN: | guess what the
hypot heti cal suggests is that in some respects, the fact
that you now -- that you have a tax rate here of between
zero and 1 is a bit of a fluke. You know, if they had
come in alittle bit earlier and done the exact same
t hi ng, based on their understandi ng of how profitable
t hese conpani es were, which they would have seen after 2
years, you woul dn't have been able to make the sane
argunent .

MR. CLEMENT: Can | just say, though, it
woul dn't have been a fl uke, because one of the things
that the people that constructed this tax wanted out of
this tax is they wanted it paid.

So it's not a fluke that\they didn't inpose
a huge tax in excess of initial period profits on any
conpany, because they wanted to make sure the incidence
of this tax was on conpanies that could actually pay it.
And if you do that based on 4 years' of reported
profits, you're pretty sure that people are going to be
able to pay it.

| would like to bring back to the concession
| think that ultimtely was made by the governnment, that
if a foreign governnment has a tax on value, that the
only measure of value is the past years' reported
i ncome, that that would be a creditable income tax.
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Well, | don't think it changes if you multiply it by 9.
| don't think it changes if you divide it by 4.

| don't think if there is one conpany, that
you divide it by 1/4 instead of 4 -- that any of that
changes the analysis, nor does it change the analysis if
you subtract out sone figure that represents a narket
cap or initial floatation val ue.

That would make it an excess profits tax
rather than a sinple income tax, and that is what the
British governnment did.

"1l just close by bringing you back
75 years to the Biddle case. In the Biddle case, there
was an argunent about a British tax, and whether we
should follow the formof the tax or\the subst ance of
this tax.

This Court said that we of course, in
| ooking at a foreign tax, don't bind ourselves by
foreign classifications or characterizations. W |ook
to the substance of the tax.

In the Biddle case, the rule that you | ook
to substance not form benefited the Comm ssioner.
There's no reason for a different rule when the shoe is
on the other foot.

Thank you.

CHI EF JUSTI CE ROBERTS: Thank you, counsel.
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Counsel
The case is submtted.
(Wher eupon, at 12:14 p.m,

above-entitled matter was submtted.)
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