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US Supreme Court confirms 
creditability of UK tax in PPL 

May 23, 2013 

In brief 

On May 20, 2013, the US Supreme Court issued its decision in PPL Corp., et al v. Commissioner. The 

Court held that taxpayers could claim a US foreign tax credit (FTC) for the UK windfall tax.  The Court's 

unanimous decision resolves a split over the creditability of the windfall tax after decisions in the Third 

Circuit Court of Appeals in PPL (holding for the government), and the Fifth Circuit Court of Appeals in 

Entergy Corp. v. Commissioner (holding for the taxpayer).    

The core dispute in these cases was whether the UK windfall tax was a tax on an increase in the value of 

certain privatized UK companies, and therefore not a creditable tax for US FTC purposes, or was a 

creditable tax imposed on the net income of the privatized companies under the Section 901 regulations.  

In its opinion, the Supreme Court applied a "commonsense approach" that considered the substantive 

effect of the UK windfall tax, concluding that the tax was an excess profits tax with the predominant 

character of a net income tax under US federal tax principles.  As a result, the Court held the UK windfall 

tax to meet the Section 901 requirements and was creditable.  Accordingly, the Court reversed the Third 

Circuit decision and confirmed the creditability of the windfall tax. 

Although PPL applies to a very narrow set of taxpayers, the decision may help some US taxpayers 

conclude that a particular foreign tax is creditable. 

 

In detail 

Background 

PPL is the parent of a US 
consolidated group that 
produces, sells, and delivers 
electricity in the United States 
and the United Kingdom.  In 
1997, PPL was a part owner of 
South Western Electricity plc 
(SWE), one of 12 electric 
utilities sold by the UK 
government to private investors 
in 1990 through an initial sale of 
shares, known as a “flotation.”   

When it privatized the utility 
companies, such as SWE, the 
UK government required some 
of the companies to continue 
providing services for a fixed 
period at the same rates offered 
under government control.  In 
response, many of the privatized 
companies reduced operating 
costs and otherwise became 
more efficient, such that many 
of the newly privatized 
companies enjoyed higher-than-
anticipated profits.  The UK 
public viewed these profits as 

excessive in relation to the 
companies’ flotation values. 

In response, in 1997, the UK 
government imposed a one-time 
windfall tax on the privatized 
utilities, including SWE.  The 
UK government imposed a 23% 
tax on the “windfall,” the 
difference between the imputed 
value and the flotation price. 
The calculation of imputed 
value measured profits over a 
period of up to four years 
following privatization and  
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multiplied the average profit of the 
first four years of the initial period by 
a price/earnings ratio of nine.  That 
ratio approximated the lowest average 
ratio among all windfall tax-paying 
companies during the period.  That is, 
the UK tax authorities calculated the 
windfall tax using a formula that 
subjected each UK privatized 
company to tax based on the 
difference between the estimated 
value of each company, determined by 
using a fixed multiple of the average of 
certain earnings of the company, and 
the amount for which the company 
was sold when it was privatized.     

SWE was subject to the windfall tax, 
and on its 1997 US tax return PPL 
claimed an FTC for the UK windfall 
tax paid by SWE.  The IRS denied the 
claim.  PPL argued in the Tax Court 
that the increase in value reflected in 
the formula was actually a surrogate 
for profits earned by the companies 
during that period.  The Tax Court 
accepted that argument and held in 
the taxpayer’s favor.  On appeal, the 
US Third Circuit Court of Appeals 
reversed the Tax Court decision. 

What did the case address? 

The key question before the Supreme 
Court in PPL was whether the 1997 
UK windfall tax qualified as an income 
tax under US federal income tax 
principles and was therefore eligible 
for the US FTC.  As the Supreme 
Court explained, Section 901(b)(1) 
states that any foreign “income, war 
profits, and excess profits taxes” that a 
taxpayer has paid are creditable 
against US federal income taxes. 
Treas. Reg. sec. 1.901–2(a)(1) 
interprets this section to mean that a 
foreign tax is creditable if its 
“predominant character” “is that of an 
income tax in the U.S. sense.”   

According to the Court, Treas. Reg. 
sec. 1.901–2 codifies long-standing 
doctrine dating back to Biddle v. 
Commissioner, 302 U.S. 573 (1938).  

It provides the relevant legal standard 
for creditability:  (1) a tax’s “predomi-
nant character,” or the normal 
manner in which a tax applies, is con-
trolling, and (2) foreign tax 
creditability depends on whether the 
tax would be an income, war profits, 
or excess profits tax under US tax 
principles, not on the way a foreign 
government characterizes its tax.  
Treas. Reg. sec. 1.901–2(a)(3)(i) 
clarifies that a foreign tax’s 
predominant character is that of a US 
income tax “[i]f . . . the foreign tax is 
likely to reach net gain in the normal 
circumstances in which it applies.” 
Treas. Reg. sec. 1.901–2(b)(1) 
specifies that reaching net gain (or net 
income) requires a tax to address 
realized gross receipts, reduced by 
significant costs and expenses 
attributable to such gross receipts.   

The taxpayer’s position 

PPL argued that the windfall tax 
measured UK companies’ profits, not 
the actual change in value, and that 
the profit calculation took expenses 
into account and reached net income 
in almost all cases.  As a result, the 
taxpayer argued that the windfall tax 
qualified in substance as an income 
tax for US federal income tax 
purposes.  Because the windfall tax 
applied only to net income above a 
certain threshold, it specifically had 
the predominant character of an 
excess profits tax, one category of 
income tax recognized as eligible for 
US FTCs.   

PPL acknowledged that the tax 
ostensibly reflected the difference 
between two values but argued that 
every “variable” in the windfall tax 
formula except for profits and 
flotation value was fixed (for 27 of the 
32 companies subject to the tax).  
Thus, PPL emphasized that the only 
way the UK government could 
calculate a company's imputed “profit-
making value” was by taking into 

account the actual profits earned by 
each company.  PPL illustrated this by 
algebraically rearranging the formula 
set forth in the UK statute to express a 
tax of approximately 51% on each 
relevant UK company’s profits over a 
threshold profit level.   

The IRS's position 

The IRS relied on the literal language 
of the UK windfall tax statute, which 
provided that the tax base was the 
difference between two figures 
measuring a company’s value.  The 
IRS acknowledged that a UK 
company’s profits were an element in 
the windfall tax calculation, but that 
the Court should respect the form of 
the tax.  The Third Circuit had agreed 
with the IRS that the windfall tax 
failed the Section 901 regulations’ 
tests for a creditable foreign tax.  
Accordingly, the IRS analysis 
concluded that the windfall tax was 
not eligible for the FTC. 

The IRS also argued that the use of 
profits as an element in the windfall 
tax computation should not 
undermine characterization as a tax 
on value because some US federal tax 
computations (specifically in the 
estate and gift tax area) also use past 
profits as a means of computing value.  
In addition, the IRS pointed to 
Example 3 under Treas. Reg. sec. 
1.901–2(b)(3)(ii) as an example of a 
foreign tax with a formula that does 
not properly reach gross receipts.  In 
that example, a foreign government 
imposes a tax on petroleum using a 
formula that deems gross receipts to 
be 105% of fair market value.  The 
Third Circuit had accepted this 
example as supporting the IRS's 
argument.   

The Supreme Court decision  

The Supreme Court agreed with PPL 
and the Fifth Circuit that the UK 
windfall tax is a creditable foreign 
income tax under the US FTC regime.  
Writing for a unanimous Court (with 
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one concurring opinion, discussed 
below), Justice Thomas performed his 
own algebraic rearrangements and 
stated, “The rearranged tax formula 
demonstrates that the windfall tax is 
economically equivalent to the 
difference between the profits each 
company actually earned and the 
amount the [UK] government believed 
it should have earned given its 
flotation value” (emphasis in original).  
He then went on to conclude that “the 
U. K. tax formula’s substantive effect 
was to impose a 51.71 percent tax on 
all profits earned above a threshold 
[for 27 of the 32 companies subject to 
the windfall tax].  That is a classic 
excess profits tax.” 

Observation:  The Court’s decision 
highlights the significance of basing 
the windfall tax on actual profit as a 
key element in determining that the 
windfall tax was indeed an income tax.    

While accepting an argument made in 
an amicus brief that other 
mathematical interpretations are 
possible, the Court noted that the real 
significance of the algebraic 
reformulations was to “illustrate the 
economic substance of the tax and its 
interrelationship with net income.”  
Rejecting the IRS's argument that the 
Court should respect the form of the 
UK law as a measure of value, not net 
income, the Court stated, “Given the 
artificiality of the U. K.’s method of 
calculating purported ‘value,’ we 
follow substance over form and 
recognize that the windfall tax is 
nothing more than a tax on actual 
profits above a threshold.”  The Court 
quoted its 1956 case, Commissioner v. 
Southwest Exploration Co., for ‘the 
black-letter principle that “tax law 
deals in economic realities, not legal 
abstractions.”’  The PPL opinion 
emphasized that one of the key 
questions regarding creditability of a 
foreign tax was whether such a tax 
would qualify as an income tax if 
enacted as part of US federal tax law.   

Observation:  US federal income tax 
includes elements, such as the mark-
to-market regime in Section 475, 
which may vary from the general 
approach of the income tax system.  
Since those diverse elements qualify 
as part of the US federal income tax, 
the Court’s opinion may provide 
support for treating foreign taxes 
operating on similar principles (such 
as certain asset taxes) as creditable.  

The Court dismissed the IRS's 
argument regarding the use of profits 
in certain valuations for US tax 
purposes, noting that those valuations 
use past profits to measure potential 
future income streams, not to 
approximate past figures as the 
windfall tax did.  The Court also 
rejected the IRS's reliance on an 
example from the regulations, because 
it uses a formula that creates an 
artificial number for imputed value, as 
opposed to the windfall profits tax 
that attempted to measure actual 
value.  Moreover, the Court noted that 
the windfall profits tax allowed for the 
deduction of relevant expenses and 
therefore reached a net income figure, 
while the example in the regulations 
dealt solely with gross receipts. 

Accordingly, the Court held that the 
economic substance of the UK 
windfall tax was that of a US income 
tax and was creditable under Section 
901. 

Justice Sotomayor wrote a concurring 
opinion that highlighted an argument 
made only in an amicus brief.  That 
argument pointed out that five of the 
32 UK companies subject to the 
windfall tax were not effectively taxed 
at the same rate as the other 27, 
because their period of ownership 
during the relevant years was shorter 
than the others.  Consequently, the 
algebraic reformulation undertaken 
by Justice Thomas (and the majority) 
would produce a different tax rate and 
different excess profits threshold for 
those five companies.   

Observation:  Justice Sotomayor’s 
emphasis on the different tax rates 
and excess profits threshold for the 
five ‘outlier’ companies appears to 
miss the key point that the windfall 
tax formula could result in a tax that 
exceeded the company’s actual profit.  
That result did occur in one case 
(which was the subject of the amicus 
brief), and it would not produce a tax 
on net gain.  However, Justice 
Sotomayor’s conclusion that different 
rate and threshold results for the 
outliers could undermine the 
creditability of the windfall tax 
appears to diverge from the usual 
interpretation of the Section 901 
regulations.  Generally, the 
regulations are understood only to 
require a foreign tax to have the 
“predominant character” of an income 
tax in normal circumstances, meaning 
that it could operate differently in 
certain unusual cases and still be 
creditable in all instances.   

Justice Sotomayor thought that the 
reformulation of the tax, for the five 
‘outlier’ companies, looked more like a 
tax based on value than a tax on 
profits.  Because the tax treatment of 
five companies differed in substance 
from that of the other 27, she 
questioned whether the windfall tax 
was truly an excess profits tax, and 
thus creditable.  However, the 
government chose not to pursue this 
argument at the Supreme Court level.  
Based on the IRS's position, Justice 
Sotomayor agreed with the other eight 
Justices that the tax was creditable. 

The takeaway 

Tax cases often involve arguments of 
substance over form, but usually the 
IRS makes those arguments while 
taxpayers ask a court to respect the 
form of a transaction.  The Supreme 
Court’s decision in PPL tells us that 
foreign tax creditability is an area of 
US federal income tax law in which 
taxpayers, and not just the IRS, can 
assert the principle of substance over 
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form.  The UK windfall tax was a one-
time event that affected only 32 UK 
companies and their owners, but the 
principles of the PPL decision will 
affect many other US taxpayers that 
seek to claim credits for foreign taxes 
that do not necessarily follow the 
classic form of an income tax.  
Governments in various countries 
have been imposing such taxes in 
recent years.  This decision may help 
some US taxpayers conclude that a 
particular foreign tax is creditable.  
Note, however, that Justice 
Sotomayor’s concurrence leaves the 

door open for a different conclusion in 
cases where the facts show certain 
taxpayers as outliers treated 
differently under the foreign tax 
regime. 

At each reporting date, companies 
should consider how any court 
decisions rendered during the period 
might affect their financial reporting. 
In particular, during the period in 
which new information arises, such as 
the Supreme Court’s decision in PPL, 
companies should assess the impact 
on existing uncertain tax positions 

and consider possible refund claims or 
future positions.  

In addition to this decision's possible 
accounting effects, organizations 
should consider whether to disclose 
the impact in their financial 
statements and management 
discussion and analysis.  
Furthermore, if the impact might be 
significant, organizations should 
consider filing Form 8-K (unless 
otherwise noted, a company has only 
four business days after an event 
occurs to complete this filing).  
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