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PETITIONER'S TRIAL MEMORANDUM

I. ATTORNEYS FOR PETITIONER

Petitioner is represented by attorneys from Morgan, Lewis & Bockius LLP

and Miller & Chevalier Chartered listed in Appendix A.

II. AMOUNT IN DISPUTE

Respondent issued the Notice,l claiming deficiencies in Federal income

taxes (attributable primarily to section 4822 adjustments) of $1,114,166,873 for

2007, $1,069,425,951 for 2008, and $1,121,220,625 for 2009. On October 4,

2017, respondent filed a First Amendment to Answer asserting additional Federal

income tax deficiencies of $28,124,119 for 2007, $43,314,595 for 2008, and

$63,465,860 for 2009.

The Court ruled in petitioner's favor on the Mexico Foreign Tax Credit Issue

(discussed in paragraph 5.e.l.vii. of the petition) in an opinion issued on December

14, 2017. That ruling reduces the disputed deficiencies in Federal income taxes by

$43,457,473 for 2007, $50,453,126 for 2008, and $44,893,902 for 2009.3

¹For ease of review, defined terms are bolded when first used. Each bolded term is
defined in a glossary attached as Appendix B.
2Unless otherwise indicated, (1) all section references are to the Internal Revenue
Code of 1986, as amended and in effect during the years at issue, and (2) all
references to Treas. Reg. are to the income tax regulations in effect for the years at
issue.
3In light of this ruling, petitioner believes there are no remaining issues in the case
regarding respondent's proposed adjustment with respect to Mexico. The Court
should not conduct a trial and issue an opinion on offsetting section 482
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Post-docketing competent authority resolution of the Canadian adjustments

in the Notice (discussed in paragraph 5.e.l.viii of the petition) results in further

reductions of the disputed Federal income tax deficiencies for each of the years at

issue. The parties are working toward a proposed stipulation to reflect this

resolution.

Petitioner contests all the remaining deficiencies and seeks a refund of any

demonstrated overpayments.

Respondent does not assert any additions to tax or penalties.

III. CASE STATUS AND CURRENT ESTIMATE OF TRIAL TIME

The case will proceed to trial and is currently scheduled for a Special Trial

Session that begins on March 5, 2018, in Washington. D.C. The parties estimate

that the trial will take approximately six weeks, concluding on approximately April

20, 2018 (including a one-week intermission the week of March 26, 2018).

IV. PENDING AND ANTICIPATED MOTIONS

Petitioner and respondent each filed a motion to compel stipulations on

January 19, 2018. As noted in Appendix C, petitioner intends to file a motion in

limine with respect to a settlement document referenced by Dr. Newlon that

respondent recently has proposed for stipulation. If the Court denies petitioner's

motion in limine, petitioner will need to revise its exhibit list to include additional

adjustments to petitioner solely to permit respondent to make improper collateral
section 987 adjustments. See infra at X.J.
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material and its witness lists to include one or more additional fact witnesses.

Petitioner reserves the right to file additional motions if necessary based on a

review of respondent's trial memorandum and exhibit list. As the Court is aware,

petitioner raised various issues regarding respondent's conduct during discovery.

To resolve the issue, the parties are currently working on a stipulation preventing

the use at trial of documents not produced on or before November 29, 2017. In the

event the parties are unable to stipulate, petitioner will request a Court order.

V. MAJOR EVIDENTIARY ISSUES EXPECTED TO ARISE AT TRIAL

Appendix C contains a list of the evidentiary issues of which petitioner is

currently aware.

VI. STATUS OF STIPULATIONS OF FACTS

Appendix D contains a list of the fact and exhibit stipulations submitted by

the parties.

VII. WITNESS LIST

Appendix E contains petitioner's "will call" and "may call" witness lists.

VIII. INTRODUCTION AND ISSUES

The Notice and pleadings raise five issues: (1) the Intercompany Royalty

Issue (discussed below at VIII.A. and X.A.-H.), which involves whether

respondent's application of an approximately 45% royalty rate using a bottler

based-CPM that allocates to TCCC more than 100% of the aggregate operating

profits of the Six Foreign Licensees (after accounting for all payments under the

3



Royalty Closing Agreement) is arbitrary and capricious;4 (2) the Dividend Offset

Issue (discussed below at VIII.B. and X.I.), which involves respondent's erroneous

attempt to double tax over $1.8 billion repatriated as dividends under the Royalty

Closing Agreement; (3) the Section 987 Issue (discussed below at sections VIII.C.

and X.J.), which involves respondent's improper collateral adjustments to foreign

currency losses arising from remittances by the Mexico Licensee (a foreign branch

of petitioner); and (4) the Brazil Blocked Income Issue (discussed below at VIII.D.

and X.K.), which involves respondent's improper section 482 adjustment for

royalties blocked by Brazilian law. As noted above, the Mexico Foreign Tax

Credit Issue and Canadian adjustments are no longer in dispute.

A. Royalties for Intercompany Licenses

The main issue is the proper amount of the arm's-length royalties payable by

the Six Foreign Licensees to TCCC under their licenses of TCCC's trademarks and

certain other intangible property for exploitation in international markets.5 Four of

4The Company sometimes referred to the Six Foreign Licensees and its other
Foreign Licensees as "supply points" because they supply bottlers with the
concentrates that are the Company's main revenue source. The Foreign Licensees
use the proceeds from these sales to finance all aspects of foreign market
development. The Notice also sets forth an adjustment with respect to a seventh
Foreign Licensee, the Mexico Licensee, but as indicated those adjustments are no
longer at issue.
5None of the Six Foreign Licensees resided in a country that has a tax treaty with
the United States providing for competent authority procedures to resolve double-
tax disputes, including those arising from transfer-pricing adjustments. The
Company had other Foreign Licensees around the world that followed the Royalty
Closing Agreement in the years at issue and operated in countries with such
treaties and procedures, including in India, China, and France, but respondent did

4



the Six Foreign Licensees-the Ireland Licensee, the Swaziland Licensee, the

Egypt Licensee, and the Costa Rica Licensee-are disregarded as separate from

their owner, Atlantic Industries, for Federal income tax purposes and therefore

for purposes of this case. The other two Foreign Licensees at issue in the case are

the Brazil Licensee and the Chile Licensee.

The Brazil License and the Ireland Licensee are the longest operating and

largest licensees at issue. The Brazil Licensee began as a licensee in 1963 when it

succeeded to a nascent Brazilian branch operation of Export.6 The Ireland

Licensee began in 1984 as successor to an existing Export branch operation. The

Ireland and Brazil Licensees acquired their active branch businesses and their

associated intangible property, including local goodwill, in outbound section 351

transactions, which the IRS formally ruled were tax-free transactions under section

367.7

not assert adjustments with respect to those licensees. Other Foreign Licensees
operated under competent authority agreements or bilateral APAs.
6TCCC and the Brazil Licensee entered into two other licenses a few years later
regarding other products. All of those licenses have remained in effect
continuously since the 1960s.
7The other Foreign Licensees have been operating as licensees since 1986 (the
Egypt Licensee), 1987 (the Swaziland Licensee), 1995 (the Chile Licensee), and
2001 (the Costa Rica Licensee). The Chile and Costa Rica Licensees succeeded to
earlier branch operations in those countries, while Egypt and Swaziland were
newly established businesses.
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1. The Company's Business Is a Franchise Business That Requires
Vesting Its Local Operations with Primary Responsibility for the
Full Spectrum of Business Activities, Including Consumer
Marketing and Franchise Leadership

The Company is the world's largest beverage company. During the years at

issue, the Company's products were sold in over 200 countries under hundreds of

names and thousands of formulations. The non-alcoholic beverage industry is a

fast-moving, highly competitive segment of the consumer products industry with

an expansive and ever-changing range of products and no switching costs for

consumers. The industry's target is the individual consumer, and vast amounts are

spent locally on consumer advertising and marketing to create consumer affinities

with local versions of the products that take into account the wide variations in

local consumer circumstances around the world, including: level of local economic

development; demographic profiles; cultural norms and taboos; and a myriad of

other societal conditions. Access to local consumers is also affected by market

conditions such as: climate and seasonal conditions; local infrastructure;

governmental policies, particularly around health issues; the structure of retail

channels; and the nature and level of local competition. All of these considerations

affect the nature of the consumer advertising and marketing that drives product

affinities. And, of course, none of these considerations is static. Factors affecting

consumer demand can, and often do, change. The magnitude of local adaptation is

reflected by the fact that the Company's hundreds of product lines are offered in

6



over three thousand formulations and an evolving set of approximately fifteen

thousand different SKUs in various markets around the world.

In this locally driven environment, the Company conducted the core aspects

of its business through Foreign Licensees that were operationally and financially

responsible for developing and growing their markets. The Foreign Licensees (1)

conducted strategic planning focused on delineating the right product portfolio

based on their local consumer and customer knowledge; (2) developed and created

the consumer marketing and advertising appropriate to that portfolio; (3) guided

the local bottlers through franchise leadership to align their trade marketing and

commercial relationships with customers; and (4) manufactured and sold

concentrate to the bottlers for use in finished products. These Foreign Licensees

spent billions of dollars annually to drive success and growth in their markets.8

More specifically, TCCC's licenses with the Six Foreign Licensees made

them responsible for all aspects of the Company's foreign business in their

8In his opening report titled "The Functions, Assets, and Risks of the Coca-Cola
Company Entities, Roles and Value Drivers Within the Coca-Cola System, and
Rebuttal of the Expert Report of T. Scott Newlon," petitioner's expert, Dr. Cragg,
presents an extensive analysis of these affiliates and their role within the Company
that is based on extensive interviews with Company personnel and review of
Company and other documents. In an apparent effort to counter Dr. Cragg, in his
rebuttal report, Dr. Newlon selectively cites to excerpts from a 2001 Japan
settlement document that respondent provided him after discovery closed and
shortly before rebuttal reports were due. Petitioner will soon file a motion in
limine regarding the 2001 Japan settlement document, which is incomplete in its
factual recitation and should be excluded under Federal Rules of Evidence 401,
403, and 408. This is the motion in limine referenced in section IV above and
Appendix C below.
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territories. They effectively were the Company in their markets. In addition to

selling concentrate to bottlers, they carried out the activities of foreign Business

Units and Operating Groups either directly or through other foreign affiliates

referred to as Service Companies, using the proceeds of concentrate sales to

finance all of these local activities.9 In addition, they reimbursed TCCC for the

costs of its activities that benefited the foreign markets through the Pro Rata

reimbursement process.

Business Units-the bedrock of the Company's foreign business from a

business-management perspective-were largely autonomous, fully staffed, fully

functional organizations accountable for the complete spectrum of the Company's

core business activities in their markets. The Business Units developed and

implemented annual and long-range strategic plans for these activities.

Consumer marketing and advertising is the most important activity and the

one that requires the largest financial commitment. The Business Units used their

local knowledge to craft local messaging that built important consumer

9petitioner'S references to the Six Foreign Licensees in the remainder of this
Memorandum is intended to encompass the Business Unit and Operating Group
activities for which they are functionally or financially responsible (i.e., to include
the Service Companies). Company personnel refer to the Company's foreign
operations in the aggregate as the Field to distinguish them from the corporate
headquarters. Petitioner's expert, Dr. Cragg adopts this term in his functional
analysis. TCCC's contributions to the foreign markets at issue are the same
regardless of whether the Six Foreign Licensees or Service Companies employed
the relevant Field personnel. Respondent's transfer-pricing analyses are in no way
dependent upon whether the Six Foreign Licensees or Service Companies employ
such foreign personnel.
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associations with the Company's products, supported premium pricing, and

provided a competitive entry barrier. This "pull" marketing created consumer

demand for the Company's products. And it was not a one-time endeavor. To

recruit and retain consumers, advertising must be innovative and continuous.

Consumer advertising effectiveness decays over time and consumers age and their

attitudes and tastes change. Consistent with the need for ongoing marketing, for

example, in 2008 the Six Foreign Licensees spent over $3 billion in the aggregate

on consumer marketing, representing well over 50% of their total expenses for that

year (inclusive of both cost of goods sold and operating expenses).

The Company's international business is a franchise business, in which the

two parts of the franchise or The Coca-Cola System-the Company and its

bottlers-operate at different levels of the market and serve distinct functions in

the same supply chain. The Business Units' responsibilities focused on the

consumer and consumer messaging and on franchise leadership, in which the

Business Units engaged their local bottlers in the strategic planning process and

coordinated and worked with the bottlers on their business activities to align them

with the Business Unit's consumer and customer objectives.

Bottlers are essentially distributors responsible for manufacturing finished

products and distributing them to the retailers that ultimately sell those products to

consumers and shoppers in order to fulfill the demand created by the Business

Units. As part of their distribution activities, bottlers cultivated their retail

9



customers and conducted trade marketing that they coordinated with the Business

Units. That trade marketing consisted of short-lived, point-of-sale marketing, such

as grocery store displays and price promotions (which lasted only as long as the

reduced prices were in effect). The different roles played by the Company and

bottlers are reflected in their markedly different functions, asset compositions, and

economic profiles.

In addition to their consumer marketing and franchise leadership

responsibilities, the Business Units also were responsible for identifying local

product portfolio needs, assessing appropriate concentrate pricing to bottlers, and a

range of other commercial, technical, and operational activities that constituted the

local business.

Operating Groups coordinated the activities of the Business Units in their

regions. With relatively few employees, they provided coordination and sharing of

best practices and aggregated the annual strategic plans from their Business Units

and presented them to the Company's most senior management. The presidents of

the Operating Groups sat on the Company's Operating Committee, together with

headquarters executives. The Operating Committee served as one of the primary

sources of market information for those executives.

The Company's corporate headquarters housed a relatively modest number

of senior executives (including functional leaders) focused on governance, sharing

of best practices, and high-level strategy and oversight. Headquarters did not and

10



could not (given the requirements of localization for success in this business)

operate as a command-and-control organization. Headquarters' activities and

sharing of information were informed by local market knowledge provided through

bottom-up planning processes developed by the Business Units and input from

Operating Group Presidents at the Operating Committee.

Finally, the financial responsibilities of the Six Foreign Licensees have

tracked the business-driven operational autonomy described above. Since their

inception as licensees (dating to 1963 for Brazil and 1984 for Ireland), the Six

Foreign Licensees have borne substantially all of the expenses associated with their

territories. Conversely, the U.S. headquarters has borne virtually no expenses with

respect to those markets in light of the Pro Rata reimbursement process, which

commenced in 1946.

2. The Intercompany Licenses at Issue Are Longstanding and Were
the Subject of the Royalty Closing Agreement, Which
Respondent Continued to Apply to Other Foreign Licensees for
the Years at Issue

The IRS has audited petitioner's royalty income with respect to the

Company's foreign business regularly since the 1960s. Those audits have always

been successfully resolved administratively until respondent designated this case

for litigation.¹° A long-running disagreement on royalty rates in the 1990s was

1°Respondent abruptly ended this decades-long pattern of successful resolutions by
designating this case for litigation and terminating petitioner's pending APA
requests.
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successfully resolved in 1996 through the Royalty Closing Agreement, which

resolved the royalty dispute now at issue for petitioner's 1987-1995 tax years. The

Royalty Closing Agreement established the amount to be paid by the Foreign

Licensees under their licenses for petitioner's trademarks used in connection with

the marketing of the Company's products and certain other intangible property.

The agreed-upon 10-50-50 Method in the Royalty Closing Agreement was in the

nature of a residual profit split method, allowing any Foreign Licensee "supply

point" to retain 10% of its gross sales with the remaining profit (i.e., the residual

intangible-related operating profit) split evenly between the supply point and

petitioner. Foreign Licensees could satisfy their 10-50-50 amounts by paying any

combination of actual royalties, dividends, and Pro Rata amounts (which were

classified as payments for administrative and similar headquarters service

contributions to the international markets).

Because the Royalty Closing Agreement applied to both existing and any

future supply points and eliminated the prospect of any transfer pricing penalties,

petitioner continued to apply the 10-50-50 Method to compute royalties payable by

its Foreign Licensees (including the Six Foreign Licensees) for the 1996 through

2009 tax years. The IRS audited petitioner's tax returns, including the royalty

issue, for each of those years. For the 1996-2006 tax years, which spanned five

separate audit cycles, the IRS accepted the 10-50-50 Method and audited

petitioner's compliance with it. With one exception relevant to the Dividend
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Offset Issue discussed below (see infra at X.I.) the IRS did not disturb the

application of the 10-50-50 Method. Without explanation and only after the fact,

respondent abandoned the Royalty Closing Agreement for the 2007-2009 tax years

with respect to the Six Foreign Licensees, although he continued to apply it to

other Foreign Licensees in countries with which the United States has entered a tax

treaty, including in France, China, and India.

Despite respondent's varied protestations, the Royalty Closing Agreement

has continuing relevance for this case because, among other things, it provides

historical background and context for this dispute and explains petitioner's

reporting position on the returns at issue.¹¹ The Royalty Closing Agreement's

ongoing penalty protection obviated the need for annual transfer pricing

"documentation" under section 6662(e). That provision's application to future

supply points further incentivized petitioner to proliferate its existing intercompany

licensing structure and arrangements.¹² And it strongly disincentivized any change

to petitioner's existing business structure or intercompany licenses.¹³ Despite this

¹¹The Royalty Closing Agreement was also relevant to the Mexico Foreign Tax
Credit Issue on which the Court granted petitioner partial summary judgment in an
order dated December 14, 2017. Because respondent's arguments continue to
shift, the Royalty Closing Agreement could also be relevant for other purposes.
¹²The Costa Rica Licensee, which did not exist at the time the Royalty Closing
Agreement was executed, entered into an intercompany license in 2001.
¹³Respondent's Internal Revenue Manual questions the desirability of designating a
case for litigation when facts exist "such as an agreement with the Service in an
earlier year with the taxpayer contrary to the position now proposed." Internal
Revenue Manual pt. 33.3.6.3.1 (Aug. 11, 2004). After failing to heed his own
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history, respondent now selectively attacks the Six Foreign Licensees and certain

elements of petitioner's form (such as the Company's legal entity structure and the

provisions of decades-old intercompany license agreements) that he repeatedly

found supported application of the 10-50-50 Method but now claims support

allocating all residual profit to TCCC. Respondent's unilateral departure from the

10-50-50 Method in this case is both inexplicable and inequitable.

In a similar vein, because the 10-50-50 Method applied in the same manner

regardless of an individual Foreign Licensee's annual operating results, the

Royalty Closing Agreement provided petitioner with the flexibility to consolidate

supply points by shifting production and market responsibility as necessary for

business and foreign tax reasons. Respondent benefitted from that consolidation to

the extent production was concentrated in lower-tax locales, which generated fewer

foreign tax credits. Because it now suits him in this litigation, and again without

explanation, respondent abandoned his prior views and his established course of

conduct with petitioner and now suggests that such production shifts reflect that

the Six Foreign Licensees possessed weak license rights and had little leverage.

Finally, because it allowed petitioner to treat dividends as satisfying royalty

obligations under the 10-50-50 Method while retaining the associated indirect

(section 902) foreign tax credits, the Royalty Closing Agreement prompted

advice, respondent continues to declare the Royalty Closing Agreement irrelevant
in an attempt to keep it out of the case.
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petitioner to repatriate large amounts of foreign earnings in the form of dividends,

which (like royalties) are reported as ordinary income. The Six Foreign Licensees

thus paid a total of approximately $6 billion to petitioner to satisfy the 10-50-50

Method during the years at issue, over $1.8 billion ofwhich was in theform of

dividends. In yet another unexplained reversal of his prior position, respondent

now simply ignores the purpose of those dividends and refuses to account for them

in his proposed adjustments (notwithstanding that respondent's behavior caused

petitioner to forgo protective claims under Rev. Proc. 99-32, 1999-2 C.B. 296) and

thereby seeks to tax petitioner twice on the same amounts.14 Respondent's

improper treatment of the dividends is the subject of the Dividend-Offset Issue

discussed below. See infra at X.I.

Despite the parties' historical understanding and long course of dealing,

in 2011 (after petitioner had filed its returns for all three tax years at issue on the

basis of the 10-50-50 Method) the IRS first informed petitioner that it was

reconsidering whether to abide by the terms of the Royalty Closing Agreement.

The IRS selectively targeted its adjustments to Foreign Licensees resident in non-

treaty countries, avoiding foreign competent authority resistance to its extreme

position.¹5 In fact, while unilaterally abandoning the Royalty Closing Agreement

¹dIn fact, when combined with respondent's income adjustments, the amounts paid
under the 10-50-50 Method total more than 100% of the aggregate operating
profits of the Six Foreign Licensees for the years at issue.
¹5The Mexico Licensee (a foreign branch ofpetitioner) was the lone exception. In
that instance, respondent sought to deny petitioner foreign tax credits for taxes paid
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with respect to the Six Foreign Licensees, the IRS continued to accept petitioner's

application of the Royalty Closing Agreement methodology to numerous Foreign

Licensees that are not at issue, including those in France, China, and India.¹6

3. Dr. Newlon's Bottler-Based CPM Adjustments Are Arbitrary,
Capricious, and Unreasonable

Respondent's Notice adjustments to the Six Foreign Licensees' royalties rest

on Dr. Newlon's bottler-based CPM using an ROA PLI.l7 Respondent decided to

use a bottler-based CPM and had begun the process of designating the case for

litigation on that basis even before retaining Dr. Newlon. Dr. Newlon's

application of a bottler-based CPM was thus a foregone conclusion that belies any

serious consideration of other methods. Notwithstanding that the CPM is

understood to be a non-transactional method of last resort (which was added to the

transfer-pricing regulations in 1994 only after substantial criticism and

modification), it has become respondent's default method in outbound intangibles-

licensing cases (i.e., those involving a U.S. licensor and a controlled foreign

to Mexico based on the 10-50-50 Method while avoiding participation in a pending
competent authority process with Mexico. The Court granted petitioner the foreign
tax credits, and that issue is no longer part of the case.
16Respondent apparently hopes to persuade this Court to adopt his extreme position
so that he can inform treaty partners in future years that he is unable to deviate
from such position, thereby subjecting petitioner to a serious risk of double
taxation with respect to those jurisdictions.
¹7Dr. Newlon utilized the same method in his audit report supporting the Notice
and in his opening expert witness report, to which he attached his audit report as an
appendix. In both, he also briefly advances an alternative analysis using another
PLI that he acknowledges is even less reliable than his ROA PLI.
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licensee). It is obvious why-the CPM is a so-called "one-sided method" that

assigns all intangibles-related returns to the licensor and leaves the licensee with

only a modest routine retum. In two recent cases, this Court has rebuffed

respondent's attempt to apply the CPM to foreign-licensee manufacturers.l8

Dr. Newlon's bottler-based CPM is flawed on multiple levels and cannot

serve as the basis for determining arm's-length royalties for the intercompany

licenses at issue. The CPM regulation requires functional comparability and

similarity of asset composition. See Treas. Reg. § 1.482-5(c)(2). The Six Foreign

Licensees and bottlers have neither-they operate at different levels of the market

with distinct roles and responsibilities that cause them to have different tangible

and intangible asset profiles.

As summarized above and described more fully below, the Six Foreign

Licensees had the operational and financial responsibilities for the Company's

business in their geographies. The Business Units associated with and paid for by

the Six Foreign Licensees gathered local consumer knowledge and used it to

generate consumer demand for a locally determined product portfolio, primarily

¹8See Eaton Corp. v. Commissioner, T.C. Memo. 2017-147 (finding respondent's
revocation of an APA arbitrary, capricious, and unreasonable and refusing to
consider respondent's CPM-based adjustments) and Medtronic, Inc. v.
Commissioner, T.C. Memo. 2016-112 (rejecting respondent's CPM analysis in
favor of transactional comparables). Unlike this case, those cases involved so-
called "roundtrip" transactions in which the products manufactured by the
licensees were sold in the U.S. and U.S. affiliates were responsible for various
aspects of the U.S. business.
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through large investments in local advertising and marketing. They decided how

to exploit the Company's trademarks, including those registered to TCCC, in

connection with their businesses. They also guided the bottlers that distributed

finished products in their territories. In short, they were responsible for the full

spectrum of activities that constituted the Company's foreign beverage business.

In contrast, the bottlers' primary role was to distribute the finished products

they produced from concentrate purchased from the Six Foreign Licensees. In

other words, the bottlers' role in The Coca-Cola System was to supply finished

products to meet the demand generated by the Six Foreign Licensees. Although

they played an important role in The Coca-Cola System, the bottlers' rights to

exploit the Company's trademarks were limited to those of a distributor.

The striking differences between the Six Foreign Licensees' and bottlers'

roles are reflected in equally stark differences in their asset compositions and

financial profiles. Relative to the bottlers, the Six Foreign Licensees' ratio of

intangible investments (in the form of large ongoing consumer advertising) to

balance sheet fixed assets (property, plant, and equipment) was dramatically

higher. Stated differently, the bottlers were tangible-asset intensive while the Six

Foreign Licensees were tangible-asset light. A range of commonly applied

financial metrics confirms their divergent economic profiles, reflecting their

different functions.
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Dr. Newlon believes that his bottler-based CPM is impervious to facts.

While he acknowledges major comparability issues, he makes no attempt to adjust

for them. Instead, he tries to justify turning a blind eye to a fundamental lack of

comparability by claiming that his analysis is conservative. But Dr. Newlon's

analysis is far from conservative. As petitioner's expert, Dr. Willig, demonstrates,

a single adjustment to Dr. Newlon's method-assigning the Six Foreign Licensees

the same returns on intangible investments earned by the bottlers that Dr. Newlon

uses-eradicates Dr. Newlon's adjustments. Dr. Newlon's response in his rebuttal

report is simply that the Six Foreign Licensees are not entitled to any credit for

their billions of dollars of investments in the consumer marketing and advertising

that drive the local business and serve to erect and solidify the Company's primary

entry barrier. Sensing issues with his bottler-based CPM, Dr. Newlon also focuses

increasingly on the terms of the intercompany licenses, emphasizing provisions

that are inconsequential and ignoring the parties' actual behavior. Petitioner's

experts, Dr. Barbera and Mr. Lasinski, explain why he is wrong for doing so.

In the end, Dr. Newlon's adjustments are premised on his theory as a

transfer-pricing economist that the legal owner of intangible property is entitled to

all expected intangible returns and that licensees deserve only routine returns for

their functions. This theory is irreconcilable with the reality of arm's-length

behavior, which reflects that licensees share in the intangibles-related profits
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generated from their exploitation of the licensor's intangible property in order to

incentivize the licensees toward profit maximizing behavior.

4. Respondent's Position with Respect to Petitioner's Canadian
Affiliate Contradicts His Application of the CPM to the Six
Foreign Licensees

Respondent's analysis of the Six Foreign Licensees is directly contrary to his

analysis of petitioner's Canadian affiliate, CCL. The only thing that those

analyses share is an effort to maximize U.S. income. CCL is the registered owner

of the Canadian trademarks relating to the Company's most recognized products

(i.e., Coca-Cola, Sprite, Fanta, and others) and performs marketing and other

services in Canada. Under respondent's approach to the Six Foreign Licensees,

these facts would support awarding all non-routine returns to CCL. Yet the Notice

rejects the payment of royalties to CCL on the basis that petitioner, not CCL, had

borne the costs of developing the intangible property in Canada by reimbursing

CCL and providing it with a guaranteed return. Precisely the same analysis would

support awarding the Six Foreign Licensees the bulk of profits associated with

their territories because the Six Foreign Licensees bore the costs of developing the

Company's intangible property in their markets and were responsible for the

related activities. When petitioner pointed out the contradiction, respondent rushed

to resolve the Canada issue via the competent authority process in order to remove
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it from the case. Petitioner accepted the competent authority resolution to avoid

potential double tax.

5. Dr. Becker Ignores Facts and Misuses Post-Royalty Profits in
Transactions in Which a Company Entity Was the Licensee to
Determine Dramatically Inflated Royalty Rates

Respondent offers one other economic analysis through Dr. Becker, who

reviewed five transactions in which the Company acted as a licensee. Dr. Becker

rejects those transactions as CUTs on the basis that the transactions' overall profit

margins are substantially lower than the profit margins in the intercompany

licensing transactions at issue, and he fails to consider how the parties expected to

split the overall profits. Although Dr. Becker never names his approach, it

resembles a CPM because it uses the projected median post-royalty operating

margin in those third-party transactions to determine royalty rates for the

intercompany licenses. Those rates do not allow the Six Foreign Licensees to

share in the expected margins associated with their higher-margin products and

allocate 100% of the remaining expected profit to TCCC.¹9 Like Dr. Newlon's

approach, Dr. Becker's unnamed, theoretical analysis is contradicted by arm's-

length facts demonstrating that licensors share expected intangible-related profit

with licensees so that the licensees are properly incentivized to grow the business.

There are other issues that affect the transactions he selected that further prevent

19Although Dr. Newlon declares those transactions to be noncomparable to the
controlled transactions and does not use them to determine royalties, he briefly
references them for an erroneous proposition similar to Dr. Becker's.
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Dr. Becker from reliably using the transactions at all or call into question the

projected margins on which he relies.

6. Dr. Unni's CUT Method Establishes Arm's-Length Royalties for
Petitioner Using Transactional Evidence and Is Further
Confirmed by Petitioner's Alternative Methods

In contrast to respondent's economic theories, petitioner's primary transfer

pricing method looks to actual arm's-length conduct to price the intercompany

licenses at issue. Specifically, Dr. Unni's application of the CUT method using

master-franchising transactions involving trademarks and other intangible property

owned by McDonald's and other globally recognized franchises is the best method

for pricing the intercompany licenses. Master franchising is particularly apt here

given that, like the master franchisees Dr. Unni analyzes, the Six Foreign

Licensees sit between the franchisor (TCCC) and the subfranchisees (the bottlers)

and exploit the licensed intangible property through the same activities credited to

the uncontrolled master franchisees in his analysis. After a reliable comparability

adjustment, Dr. Unni's CUT analysis yields a royalty rate of 12.3% on concentrate

sales. Dr. Unni further validates his analysis by applying the CPSM using the

same master-franchising transactions. This analysis yields a median operating

profit split of 39.5% to the franchisor and 60.5% to the master franchisee before

adjustments to enhance comparability and 28.8% (franchisor) and 71.2% (master

franchisee) after such adjustments.2° Unlike the analyses of Drs. Newlon and

2°The former splits equate to a 14.9% royalty rate on concentrate sales.
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Becker, Dr. Unni's analysis is consistent with arm's-length licensing behavior in

which market forces assign a substantial percentage of the overall profit associated

with the licensed intangibles to the licensee where it has assumed full

responsibility for exploiting the intangibles in its geography.

Additional analyses confirm that the results of Dr. Unni's analyses are

reasonable. Dr. Cragg applies the RPSM by amortizing historical investments in

the Company's intangible property by TCCC and the Six Foreign Licensees in the

markets at issue. After adjusting for the effects of inflation to equate all

expenditures, this RPSM yields weighted average royalty rates on concentrate sales

of 4.6% for 2007, 4.1% for 2008, and 3.9% for 2009. The same approach without

amortizing expenses (a counterfactual assumption given that the associated

benefits decay over time) yields weighted-average royalty rates on concentrate

sales of 10.7% for 2007, 10.3% for 2008, and 10.3% for 2009. These results are

consistent with the fact that the Six Foreign Licensees' investments in the markets

at issue substantially exceeded those of TCCC. Dr. Cragg confirms this analysis

with an enterprise-value-based RPSM that attributes to the Six Foreign Licensees

the increase in the enterprise value of the business in their markets from the time

they became licensees. That approach yields weighted-average royalty rates on

concentrate sales of 7.0% for 2007, 6.2% for 2008, and 6.5% for 2009.

Mr. Reams offers yet another pricing method that confirms that respondent's

45% royalty result is far off the mark. After analyzing the Company's

23



decentralized business model and legal and financial structure, Mr. Reams

determines that TCCC functions in a role akin to an asset manager with respect to

the foreign markets at issue. Applying an Asset Management economic model that

is widely used to compensate asset managers in the financial services sector, he

determines weighted average royalty rates for the years at issue that are similar to

those determined by Dr. Cragg in his application of the RPSM using historical

investments but without amortizing expenses.

7. The Six Foreign Licensees Are Entitled to Use Intangible
Property Owned by Atlantic Industries and the Brazil Licensee
Without Paying TCCC a Royalty

In addition to the intangible property that they license from TCCC, the Six

Foreign Licensees own trademarks and other intangible property associated with

certain products. That ownership falls into three categories. First, Atlantic

Industries and the Brazil Licensee are the registered owners of various trademarks

relating to products sold by the Six Foreign Licensees, including Schweppes,

Canada Dry, Frescolita, Matte Leao and others. Respondent agrees that the Six

Foreign Licensees should not be required to pay TCCC royalties on their sales

relating to such products.

Second, the Brazil Licensee is the owner in substance of the trademarks

relating to certain local Brazilian products for which TCCC is the registered owner.

The Brazil Licensee registered the trademarks for such products (the most

prominent of which is a guaraná beverage called Kuat) in TCCC's name, even
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though the Brazil Licensee developed those products from scratch. The transfer-

pricing rules prioritize substance over form and do not require the Brazil Licensee

to pay TCCC royalties on those products. See Treas. Reg. § 1.482-4(f)(3)(i)(A).

Although respondent's position on this issue is unclear, he appears open to the

possibility that the Brazil Licensee should not have to pay TCCC royalties on sales

of such products.2¹

Finally, respondent fails to recognize that the 1960s intercompany licenses

between TCCC and the Brazil Licensee are subject to the now-superseded 1968

transfer-pricing regulations, under which the Brazil Licensee is treated as the

owner of the trademarks under the "developer-assister" rules of those regulations.

See Treas. Reg. § 1.482-2(d)(1)(ii)(a), 33 Fed. Reg. 5852 (Apr. 16, 1968).22

The Brazil Licensee has borne the overwhelming share of the costs and risks

relating to the development of the Coca-Cola, Sprite, and Fanta trademarks in

Brazil and should be treated as owning those trademarks under the 1968

regulations.23

2¹In between opening and rebuttal reports, respondent instructed Dr. Newlon to
remove profits from such product sales from his analysis.
22In his eagerness to designate this case for litigation to apply the CPM, respondent
apparently failed to realize that the second-largest of the Six Foreign Licensees is
governed largely by the 1968 regulations that contain no CPM and differ from the
1994 transfer-pricing regulations in many other respects.
23See Treas. Reg. § 1.482-1(j)(4). The Brazil Licensee should be treated as owning
all Brazilian Coca-Cola, Sprite, and Fanta trademarks even though it licensed
certain trademarks from TCCC and registered them in TCCC's name in Brazil both
before and after the 1968 transfer-pricing regulations were replaced in 1994, see
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B. Dividend Offset to Any Portion of Respondent's Royalty Adjustment

The Dividend Offset Issue concerns the more than $1.8 billion in dividends

paid by the Six Foreign Licensees to petitioner during the years at issue in

satisfaction of the 10-50-50 Method under the Royalty Closing Agreement.

Dividends, like royalties, are ordinary income to petitioner subject to Federal

income tax.24 Respondent was indifferent to the source of reported ordinary

income, and he induced petitioner to repatriate dividends by crediting them toward

the 10-50-50 amount and by promising petitioner penalty protection (including for

the years at issue) to the extent petitioner did so. Respondent continued to accept

this treatment with respect to the Six Foreign Licensees through petitioner's filing

of its Federal income tax return for the last tax year at issue. Respondent now

seeks to retroactively tax petitioner twice on the same remittances. His royalty

adjustments in the Notice relating to the intercompany licenses with the Six

Foreign Licensees credit petitioner only with actual royalties received and ignore

dividends altogether.

Treas. Reg. § 1.482-1(j)(4), because TCCC's ownership of trademarks subject to
the 1994 transfer-pricing regulations is inconsistent with economic substance given
the Brazil Licensee's ownership of prior marks under the 1968 regulations.
Alternatively, Professor Franklyn explains why the trademarks subject to the 1968
regulations provided sufficient legal protection and why the Brazil Licensee would
have paid little (if anything) for trademarks subject to the 1994 regulations.
24The relevant difference is that dividends attract indirect foreign tax credits while
royalties do not. The Royalty Closing Agreement permitted petitioner to retain the
indirect foreign tax credits associated with dividends paid in satisfaction of the 10-
50-50 Method provided petitioner paid the full 10-50-50 amount for a year during
that year.
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Because section 482 is concerned with ensuring the correct amount of tax on

an intercompany transaction rather than payment form, revenue procedures have

long permitted taxpayers to claim dividend offset treatment with respect to

transfer-pricing adjustments. With the IRS's ongoing acquiescence and the

continuing promise of penalty protection, petitioner paid dividends in satisfaction

of its royalty obligations without invoking the relevant revenue procedure that

would have recharacterized the dividends as royalties.25 Further, respondent

waived compliance with the revenue procedure in resolving royalties due from the

Indonesia Licensee in the 2005-2006 audit, which extended to include 2007, a

year at issue. The Court should exercise its equitable powers to (i) deem

respondent to have forfeited the right to assert noncompliance with the revenue

procedure to deny petitioner dividend offset and (ii) allow petitioner dividend

offset treatment in this case as though it had filed protective claims under the

revenue procedure each year with respect to its dividends.26

25Revenue Procedure 99-32, 1999-2 C.B. 296, which became effective after the
parties executed the Royalty Closing Agreement, altered prior procedure by
limiting dividend offset to cases in which taxpayers initiated section 482
adjustments on their timely filed returns (rather than after an adjustment became
final). See infra at X.I.2.
26petitioner acknoWledges that this outcome would cause the affected dividends to
lose their character as dividends for Federal income tax purposes and would
therefore deny petitioner the associated indirect foreign tax credits for the years at
issue (which the Royalty Closing Agreement otherwise allowed petitioner to
retain).
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C. Improper Collateral Adjustment for Section 987 Gain

The Section 987 Issue is a small-dollar issue relating to respondent's

improper collateral adjustments to foreign currency losses on remittances by the

Mexico Licensee (a foreign branch) to Export (its U.S. owner). As a technical

matter, those collateral adjustments arise from respondent's presumptuous re-

computation of the Mexico Licensee's section 987 profit pools to account for

respondent's (1) offsetting section 482 adjustments relating to the Mexico Licensee

and (2) erroneous presumption that Mexico will refund taxes paid to it based on

respondent's adjustments.27

Respondent's application of offsetting section 482 adjustments to TCCC and

Export (members ofpetitioner's affiliated group that joined in the filing of

consolidated Federal income tax returns for the years at issue) is an improper use

of section 482 that is not in keeping with the purposes of the consolidated-return

provisions. The Court should not conduct an unnecessary trial on offsetting

section 482 adjustments to TCCC and Export in order to issue an opinion on that

issue that would not result in a decision reflecting deficiencies solely to permit

respondent to make collateral adjustments under section 987. See infra at X.J.

27The offsetting section 482 adjustments are what give rise to the asserted
deficiency on section 987 grounds. The erroneous presumption of a full refund of
Mexican taxes reduces the deficiency.
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D. Brazil Blocked Income

This issue concerns whether respondent is permitted to make section 482

adjustments with respect to the Brazil Licensee notwithstanding Brazilian legal

restrictions on royalty remittances. The parties have submitted a stipulation that

addresses the relevant facts and Brazilian laws, including the maximum royalties

owed by the Brazil Licensee in the event the Court respects the Brazilian legal

restrictions.

The validity of the so-called "blocked-income" regulation-Treas. Reg.

§ 1.482-1(h)-promulgated in 1994 (the "1994 blocked-income regulation") is

pending before the Court in 3M Co. v. Commissioner, No. 5816-13 (T.C. Petition

filed Mar. 11, 2013). 3M challenges the validity of the regulations, which on their

face apply to 3M, based on caselaw that predates the regulations and on the basis

that they are invalid on Administrative Procedure Act, Pub. L. No. 79-404, 60 Stat.

237 (1946), and other grounds. Petitioner challenges the validity of the 1994

blocked-income regulation on the same bases. But petitioner has the additional

advantage that the 1994 foreign legal restriction regulation does not apply to

petitioner because the effective date rules for the 1994 regulations leave the 1968

regulations in place for older licenses like those of the Brazilian Licensee. This

means that the caselaw rejecting section 482 allocations in the face of foreign legal

restrictions, which developed before the 1994 regulations, controls and requires
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rejection of respondent's adjustments with respect to the Brazil Licensee to the

extent they exceed the stipulated maximum royalties allowed by Brazilian law.

IX. SUMMARY OF FACTS

A. Local Operations Are Critical to the Company's Business Because the
Company's Target Consumers Vary Greatly Both Individually and
Across Markets

The Company operates in the non-alcoholic beverage industry, which

involves the development, manufacturing, marketing, distribution, and selling of

beverage products including CSDs, juice and fruit drinks, bottled water, and other

beverages (such as teas, energy drinks, and sports drinks).

The ultimate purchasers of nonalcoholic beverage products, and the focus of

the Company and its competitors, are individual consumers. For the Company,

those consumers reside in over 200 countries worldwide. Every day and in every

market, consumers choose between the Company's products and an array of

competing products, including other beverages and even food products. Each

consumer makes consumption choices based on particular economic, cultural,

societal, religious, environmental, and other circumstances, all of which vary not

only from consumer to consumer but also more generally from market to market.

Each market has a unique combination of demographics, sociocultural forces,

languages, attitudes, interests, and mores.

And consumer preferences are not static. They are constantly evolving on

both a macro scale (as evidenced by the evolving health and wellness concerns
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associated with soft-drink consumption) and on a more personal level (as

demonstrated by the fact that individual consumption tends to shift among products

as a consumer ages). Layered onto this diverse, dynamic consumer profile is the

fact that nonalcoholic beverage consumers bear no switching costs. They can and

frequently do move between competing products.

In this environment, the Company has not succeeded simply because it owns

old trademarks or created positive consumer associations in a particular market

long ago. Nor is a product formula sufficient to garner success, as evidenced by

the fact that participants in blind taste tests commonly struggled to distinguish the

Company's products from those of its competitors. Rather, the Company's success

traces to its ability to continuously replenish and create new consumer associations

for its beverages with an evolving consumer base in each market through locally

crafted consumer advertising and marketing. In these circumstances, local

presence and knowledge are critical to maximizing the Company's performance.

Local considerations affect all aspects of the nonalcoholic beverage

business. First and foremost, local consumer advertising, informed by local

knowledge, fuels the consumer demand that drives success in the industry by

building positive associations with products that drive sales. In making purchase

decisions, consumers consider all the associations they have with a product. These

associations are created, shaped, and reinforced by local consumer marketing

communications, especially advertising. Such marketing is effective only if it
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creates product affinity through strong, favorable, and unique associations. This is

true for all of the Company's products. Even the flagship Coca-Cola product has

different associations for consumers across different markets as a result of

localized marketing strategies and programs. By necessity, the critical activities

that create these associations occur in the local markets themselves rather than in a

headquarters far from the target consumers and local markets.

Investments in local consumer marketing must be substantial and continuous

to create effective local marketing programs that drive local consumer demand.

The mix of the investments must also constantly change to address the different

manner in which consumers obtain media and content. As illustrated in the chart

below, the Company dramatically reduced reliance on television advertising to

address the meteoric rise of the internet, social media, and other factors.

France 68% 51%
South Africa 69% 65%
Gerrnany 71% 65%
UK 76% 52%
Canada 81% 58%
Australia 60% 55%
Korea 65% 55%
Japan 84% 69%
Argentina 74% 53%

As the chart illustrates, these changes differed from location to location based on

the unique circumstances of each market. The Company's employees in each of
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the foregoing markets made the decisions on whether, and to what extent, to shift

their advertising investments based on local needs.

But substantial and continuous investments do not ensure success. Not all

marketing builds meaningful associations for local consumers. Marketing

investments that fail to create such associations are wasted sunk costs. And

marketing campaigns that result in negative consumer associations can turn

consumers against a product on a widespread basis (a risk that is amplified in the

internet age). The Company's investments in consumer marketing therefore carry

significant risk and must be effectively developed, vetted, and deployed by local

personnel with a deep understanding of the local market and its targeted local

consumers.

Empowered local operations are vital because the Company faces a different

mix of competitors, products, and market conditions in order to win consumers'

limited beverage dollars in every market. While the Company's competitors in any

given market may include multinational enterprises (such as PepsiCo, Nestlé, or

Danone), they also typically include smaller local competitors in single countries

or regions (such as Jumex in Mexico, Britvic in Great Britain, or Ulker in Turkey).

Large retailers (such as Carrefour, Wal-Mart, Metro, and Tesco) also offer their

own private label beverages that compete with the Company's products. In every

market, the Company must have strong local operations ready and able to identify
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potential areas for growth and to swiftly and effectively respond to the actions of

competitors in order to positively influence consumer choice.

Directly relevant to the ability to compete is the breadth of the product

portfolio in an individual market. Because consumer tastes and habits vary widely

around the world, the Company must offer a full product portfolio best suited to

each local market. This is critical because consumers expect (and retailers

therefore aim to stock) a full range of products. To this end, in addition to

products such as Coca-Cola, Sprite, and Fanta that are sold in many markets, the

Company offers many "local" products. These local products, such as Kuat in

Brazil and Sparletta in South Africa, are sold in few markets. Moreover, various

formulations of the Company's more widely sold products are often tailored to

consumers' tastes in local markets. The importance of the lesser-known products

cannot be overstated. Such products not only directly contribute materially to the

Company's performance but also ensure a portfolio sufficient to meet the range of

local consumer preferences and thereby satisfy the needs of local bottlers and

retailers.

Indeed, by the end of 2009, the Company offered over 3,000 different

beverage products to serve the wide variety of consumer preferences around the

world. This was more than triple the number of products the Company offered in

1999. In 2009 alone, the Company launched over 600 additional beverage

products across the world. This dramatic proliferation of local products is reflected
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in the expanding share of the Company's sales volume occupied by products other

than CSDs, as reflected in the pie charts below.28

1959 1984 2009
6,093 MUC 24,286 MUC

5 flegular CSDs % tow Calorie CSDs E Water M Juices B Sports & Energy Other

Other market conditions further drive the need for a robust and

knowledgeable local presence. Every market presents a different environment for

the marketing and sale of the Company's products. Health trends and regulatory

environments vary. The Company's highest volume products, CSD products, face

substantial headwinds, including new taxes, negative press, and consumer concerns

in markets in which they are blamed for rising obesity rates and various health

problems. Other markets present economic challenges. For example, markets with

pronounced wealth inequality sometimes require a two-tiered approach to

marketing. In every market, the Company requires local operations able to

successfully interface with key stakeholders (e.g., the government or media) and

best position its products. The Company's commitment to vesting its local

28"MUC" in the pie charts stands for million unit cases, with each unit case
representing a volume of twenty four eight-ounce cans.
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operations with the authority and ability to respond on an ongoing basis to local

competition, dynamic consumer tastes and cultures, and other market conditions is

the primary reason for the Company's success in foreign markets.

B. The Company Relies on Bottlers to Distribute Its Products in Local
Markets

To get its products to consumers around the world, the Company operates

through a franchise model-its Foreign Licensees sell concentrate to bottlers, who

convert the concentrate into finished beverage products and distribute them,

whether through wholesalers or directly to retailers, for sale to end consumers by

the retail "trade." The Company refers to its operations and its hundreds of bottlers

around the world collectively as The Coca-Cola System.

The Company and the bottlers play important but different roles in The

Coca-Cola System. As discussed above, the Company's primary responsibility is

to create local consumer demand-primarily through consumer marketing as well

as through other activities including the development of new product offerings. In

contrast, the bottlers' role is focused on preparing and distributing finished

products-bottlers acquire concentrate from the Company and produce, package,

and distribute finished beverage products. They engage in trade promotion and

place the Company's point-of-sale materials as part of their distribution activity.

The Company is focused on identifying consumer needs, developing

products to meet those needs, and developing consumer marketing to generate

consumer demand or "pull." The bottlers are essentially distributors, tasked with
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the late-stage manufacturing and distribution activities aimed at meeting that

demand. These distinct roles are evident in the relative expenditures and capital

asset mixes of the Company and the bottlers. The Company's direct marketing

expenditures are enormous. And because of accounting conventions the resulting

assets do not appear on its balance sheet. The bottlers, in contrast, incur significant

labor expenses and invest heavily in capital assets, including plant, property, and

equipment; warehouses; and transportation assets, all of which are reflected on

their balance sheets. The Company occasionally acquires and seeks to rehabilitate

underperforming or distressed bottlers. But because the Company does not

generally want bottling assets on its balance sheet, it typically seeks to refranchise

Company-owned bottlers after rehabilitating them.

The consumer demand that the Company creates for its products through

local marketing is the engine of The Coca-Cola System. Bottlers buy concentrate

and make capital investments because they believe that retailers will buy the

Company's products at premium prices; retailers buy finished products and devote

their valuable shelf space to stocking those products because they believe that

consumers will purchase more of them. Consumer demand fuels the entire supply

chain.

The dispersion and heterogeneity of bottlers and the retail trade around the

world required the Company to empower its local operations to manage and foster

bottler and retailer relationships. The Company's local operations worked directly
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with the bottlers, sharing insights and developing and executing joint business

plans. Bottlers and retailer sophistication levels differ, and some required more

guidance and support than others. The degree and kind of assistance needed from

the Company varied widely from country to country (and even within a country).

These "franchise leadership" activities of the local personnel responsible for the

bottler relationships were and remain vital to ensuring system alignment and a

well-functioning business.

C. Business Units Were the Foundation of the Company's International
Business

The overriding importance of the local consumer and the needs to drive local

demand and meet local preferences dictated the structure of the Company's

international business operations. That structure involves licensing certain TCCC-

owned intangibles to its Foreign Licensees, which made and sold concentrate to the

bottlers. The concentrate sales financed all of the costs of the foreign operations

conducted by the Business Units, whether those activities were conducted directly

by the Foreign Licensee, as was the case with the Business Unit in Brazil, or

conducted by Business Unit legal entities (i.e., Service Companies) in the local

markets, as was the case in Europe with respect to the Ireland Licensee.29

29Some Business Units covered an individual country-such as the Germany
Business Unit-while others covered a cluster of neighboring countries-such as
the Greece, Cyprus & Malta Business Unit.
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As discussed more fully below, through its Business Units the Company

leads The Coca-Cola System and its strategic planning, and performs consumer

marketing, franchise leadership, R&D, and other critical business functions.

During the years at issue, each Business Unit was led by a Business Unit President

to whom functional leads reported for each of functions noted above.3°

Subordinate personnel, like marketing and finance directors, supported the

Business Unit's senior personnel in these and other areas. Each Business Unit had

a "technical director" who regularly advised bottlers and the concentrate

manufacturing plants servicing that Business Unit's territory regarding best

practices for quality assurance, inventory management, production planning, and

other issues.

The Business Units reported into regional Operating Groups, which were

also organized on a geographic basis and are discussed in more detail below.

During 2008 and 2009, there were five geographic Operating Groups: (1) North

America, (2) Europe, (3) Eurasia and Africa, (4) Latin America, and (5) Pacific Sl

The Operating Groups and their personnel were located in the geographical areas

they oversaw.

3°In cases in which Business Units spanned multiple countries, the Business Unit
typically had a Country Manager for each country who reported directly to the
Business Unit President.
3¹Before June 2008, the Company had six geographic Operating Groups. In June
2008, the Company consolidated its Eurasia Operating Group into its Africa
Operating Group.
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Unlike Business Units, Operating Groups were leanly staffed. Each was led

by a president based in the geography and responsible for its operations. An

Operating Group President's direct reports included the Business Unit Presidents

and regional leaders for functions such as marketing, finance, and technical. Those

functional leaders typically had small support staffs and were generally responsible

for assisting Business Units with regional coordination and functional leadership.

The performance of the Operating Group was measured primarily by the

performance of its Business Units. The Operating Group Presidents sat on the

Operating Committee, a body vital to the Company's international business. See

infra at IX.E. (describing the Operating Committee).

Company personnel often refer to the Company's local operations-

Business Units, Operating Groups, and concentrate manufacturing plants

(discussed further below)-collectively as the "Field," to contrast them with the

Company's headquarters.32

1. Consumer Marketing

Because the effectiveness of the Company's marketing communications

hinges on whether those communications resonate with individual consumers in

local markets, the local Business Units had primary responsibility for researching,

32Petitioner's expert witness Dr. Michael I. Cragg uses the term in a similar fashion
to distinguish the functions conducted by non-headquarters and headquarters
employees.
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developing, and implementing consumer marketing strategies and programs in

their markets.

The Business Units engaged in various consumer research activities to

identify opportunities, create marketing plans to exploit those opportunities, and

create marketing communications to drive preference and ultimately purchase

behavior. The nature and extent of those research activities varied by Business

Unit. Business Unit personnel in the K&I function were principally responsible

for market research. Business Unit K&I teams collaborated with regional R&D

teams to conduct market research to test consumers' perceptions and reactions to

potential new products or other innovations. They decided what research to

undertake, led or conducted it, and (in conjunction with other Field marketing

personnel) analyzed the results to inform local strategies.

Business Unit personnel were responsible for developing consumer

marketing strategies. This was a complex process that involved detailed analysis

of each market. The Business Unit personnel used the information gathered to

segment the market into various consumer groups, decide which consumer

segments and consumption occasions to target with which products, and determine

the desired positioning of the Company's products in those targeted segments.

These variables produced dozens of opportunities per product, from which local

Business Units identified the most effective options. As part of this process,

Business Units worked with bottlers to determine the portfolio of products
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appropriate to the local markets. Business Unit marketing personnel identified and

prioritized opportunities to compete in a beverage category and, if necessary,

launched a new product or packaging innovation. In this way, the Business Units

fueled R&D efforts, which were generally prioritized based on needs identified by

the Business Units. The Business Units' marketing strategies were memorialized

in marketing plans that fed into the Business Units' annual business and longer-

term strategic plans.

The marketing initiatives developed by Business Units included aspects that

bottlers were required to execute, such as placement ofpoint-of-sale marketing

materials or other in-store marketing initiatives. Thus, Business Unit personnel

provided leadership and guidance to local bottlers regarding how to execute point-

of-sale and other marketing initiatives that were part of the Business Unit's overall

marketing strategies.

Business Units led the development of the vast majority of marketing

communications for their markets, including television advertisements, print

advertisements, billboards, and digital marketing initiatives. Business Unit "brand

managers" were responsible for a specific product (e.g., Coca-Cola) or product

category (e.g., still beverages) and developed the relevant consumer marketing

strategies. Together with other Business Unit marketing personnel and third-party

service providers, they also developed the marketing communications to
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implement such strategies. The Business Units also worked with media agencies

to run marketing communications in relevant media outlets.

Business Units often collaborated with other Business Units on consumer

marketing efforts. Some marketing campaigns or specific pieces of

communications developed by one Business Unit could be adopted and tailored by

another Business Unit. Business Units also coordinated through their Operating

Groups to develop regional marketing campaigns through "charters," which

originated out of cooperation among Business Units in Latin America. Charters

allowed one Business Unit to take primary responsibility for developing most

elements of a particular campaign with input from other Business Units. Charters

were most commonly used for events or characteristics shared across several

markets, such as Christmas (led by the German Business Unit for many years),

summer, or sport tournaments taking place across a region. The host country

Business Unit led the development of the marketing programs for certain events,

such as the FIFA World Cup and Olympics. Other Business Units were not

required to use the marketing programs developed for these events, and those that

did could tailor any or all aspects of them.

2. Franchise Leadership

As the Company uses the term, "franchise leadership" is the creation,

development, and maintenance of relationships with bottlers and other stakeholders

in local markets, such as retailers-including supermarkets, grocery stores, and
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other retail outlets-and local governments. With respect to bottlers, franchise

leadership entails guiding bottlers' activities, coordinating the development and

execution of annual strategic plans, negotiating concentrate prices, supporting

bottlers with training and sharing of best practices, aligning bottler activities with

the Company's consumer marketing efforts, and identifying underperforming

bottlers for potential acquisition and reform.

The Company had relationships with hundreds of bottlers during the years at

issue. The Company has long believed that The Coca-Cola System works best for

the Company and its bottlers if both have aligned values and incentives to the

greatest extent possible. As is the case in any relationship between a franchisor

and its franchisees, however, the Company and its bottlers can have very different

objectives. This is partly attributable to the different roles played by bottlers and

the Company and the capital-intensive nature of the bottling business. The

Company's focus is broader and longer-term than that of the bottlers. It includes

constantly generating demand for its products, predicting market trends, consumer

tastes, and competitive landscapes. And the Company created new products and

consumer marketing in the hopes of addressing those trends, tastes, and

competitive landscapes. A bottler's business necessitates a narrower, shorter-term

focus: distributing products to retail or outlets in a timely and efficient manner.

The Company's relationships with its bottlers were developed and driven

locally. Each Business Unit had various personnel-typically including a director
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of franchise operations-specifically responsible for conducting and managing

franchise leadership activities in the local markets covered by that Business Unit.33

But franchise leadership was a responsibility shared by all Business Unit

personnel.

3. Strategic Planning

Every year, each Business Unit was responsible for developing an

integrated, strategic business plan for the following year. That plan covered the

Business Unit's marketing strategy and initiatives, operating and capital budget,

projected revenue and volume growth, new product introductions, and initiatives

with respect to the bottlers and retailers with which that Business Unit had

relationships.

A Business Unit's plan was detailed and covered a variety of topics. First

and foremost, the plan reflected the consumer marketing strategies that the

Business Unit would deploy to generate consumer demand for the products offered

in its market. The plan described the contours of the marketing programs for the

coming period and the target consumers. They sometimes described the product

portfolio that the Business Unit would offer each year and how-via acquisition or

local R&D development-the Business Unit anticipated expanding its portfolio to

33While Business Unit employees were the principal drivers and managers of the
Company's relationships with bottlers, Operating Groups (discussed below) also
had some employees with franchise leadership responsibilities with respect to the
bottlers operating in a multi-market territory covered by that Operating Group.
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meet local needs. The plan covered other critical business functions such as

regulatory and public affairs initiatives, including cooperating with local

environmental groups and health and trade associations.

The business-planning process required close coordination with bottlers

operating in each Business Unit's market because bottlers' abilities to satisfy

demand for the Company's products affected the Business Unit's financial

projections, volume growth predictions, and ability to introduce new products.

Bottlers also had to execute trade marketing in a manner that was consistent with

the Business Unit's consumer marketing.

The pricing of concentrate sold to bottlers was another key component of a

Business Unit's business plan. Business Unit employees negotiated concentrate

prices with the bottlers. Those negotiated prices were given final approval at

headquarters. Concentrate-pricing structures varied based on numerous factors and

generally took one of two forms: fixed-pricing (where bottlers purchased

concentrate at a fixed price per unit) and incidence pricing (where bottlers paid a

fixed percentage of their revenue). Changes to concentrate pricing were heavily

negotiated between Business Unit personnel and local bottler personnel because

they affected both parties' shares of combined operating profits. Incidence pricing

has become more common as it makes it easier to align the Business Units' and

bottlers' interests.
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Finally, a business plan set performance goals (usually expressed in profit or

volume or both) that the Business Unit committed to meet for the relevant time

period. Within the Company, Business Unit leaders "owned" their profit and loss

statements. This meant that they were compensated based on their performance

each year and whether they met the projections set forth in their business plans.

4. Commercial Leadership

During the years at issue, millions of retailers around the world sold the

Company's products. They ranged from the world's largest chains-such as

Tesco, Carrefour, Metro, and Walmart-to mom-and-pop convenience stores and

bodegas. Commercial leadership is the process by which the Company works with

bottlers to ensure that the retail customers have the right product and package

offerings, promotional tools, and merchandising and displays to suit shoppers'

needs in each local market.

Each Business Unit employed personnel whose principal roles were to

conduct and manage commercial leadership activities for the bottlers in the local

markets covered by that Business Unit. Each Operating Group also had

commercial leadership responsibilities, generally for large retailers with outlets

scattered across the region. This was especially true in Europe where, during the

years at issue, eight of the Company's top ten customers were headquartered,

including Carrefour, Tesco, Metro, Auchan, and Delhaize. Business Unit and

Operating Group employees managed so-called "key accounts," like those with the
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aforementioned retailers. Business Unit employees were also responsible for

identifying and developing new accounts and relationships with customers of all

types and sizes in their local markets.

Business Unit employees conducted their commercial leadership activities in

conjunction with bottlers. Together with bottlers, local commercial leadership

personnel were responsible for working with retailers to identify the best points of

contact with shoppers in each retail outlet, the right product mix, and successful

point-of-sale advertising. Local commercial leadership teams also helped bottlers

gauge the performance of their sales representatives in executing these strategies

using a set of tools created by Business Unit personnel in Argentina called Right

Execution Daily. The effectiveness of specific strategies varied around the world

and required local tailoring to maximize sales in each market.

5. Concentrate Manufacturing

Aside from its Company-owned bottling operations, the Company generates

essentially all of its operating revenue from the sale of concentrate to bottlers. The

manufacture and sale of concentrate is therefore vital to the Company's success.

The Company produces concentrate internally primarily to protect its trade secrets

and formulas and to maintain control over concentrate quality. Concentrate
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manufacturing involves four primary activities: (i) production planning,

(ii) ingredient procurement, (iii) manufacturing, and (iv) quality assurance.

The production planning process required close collaboration between the

Business Units and bottlers, who worked together to provide the Business Units

with order forecasts. Those forecasts were used to schedule production on a

monthly basis. Bottlers placed their orders directly with the concentrate plants,

which in turn informed the Business Units of the orders so that the Business Units

could maintain accurate and up-to-date volume information.

Based on the production-scheduling decisions, the concentrate plants'

procurement departments (which were responsible for obtaining the ingredients

used to manufacture concentrate) prepared ingredient-requirement plans. This

procurement responsibility included both purchasing decisions and vetting and

approving suppliers. To leverage purchasing power across all of the plants, a team

dispersed around the world assisted in identifying potentially suitable suppliers for

select ingredients that were used across many markets.

The concentrate-manufacturing process at each plant differed based on a

variety of factors, including level of automation, sophistication of workforce, and

number of products produced. For example, during the years at issue the facility in

Ballina, Ireland was by far the Company's largest concentrate facility and had the

highest level of automation and the most sophisticated workforce. Manufacturing
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improvements developed by the Ballina team were regularly shared with other

plants.

Quality assurance is critical because concentrate is highly concentrated. A

defect in one batch of concentrate would have resulted in a large volume of

defective finished products that, by the time the defect was noticed, might have

been scattered across multiple countries or regions. The concentrate plants were

responsible for implementing quality assurance standards in a manner appropriate

for their operations.

6. Regional and Local Research and Development

Most of the Company's R&D related to new beverage formulations,

packaging innovations, and vending and other equipment. The ideas and

opportunities identified by the Business Units drove the Company's R&D

priorities. During the years at issue, the Company had an R&D facility in Atlanta

and five regional facilities around the world, including in Brazil and Belgium.

The regional R&D facilities focused on projects of immediate concern based

on local business needs. Given local European business needs, the Brussels R&D

center had 300-400 projects per year during each of the years at issue. Examples

of such R&D projects included the development of new Fanta products, small-size

packaging, and locally relevant juice products.
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7. Other Functions

The Bottler Quality Assurance teams at the Business Units helped create and

develop Company-wide quality standards for finished products, conducted bottler

audits (both materials used by bottlers and finished products), and monitored

product complaints from customers. A Business Unit's Scientific and Regulatory

Affairs function was primarily responsible for ensuring that ingredients, product

labels, and Company operations satisfied local regulatory requirements. A

Business Unit's Public Affairs teams sought to create favorable local economic

environments for the Company's business through activities such as government

relations and corporate and social responsibility programs. In addition, a Business

Unit's Public Affairs teams had Incident Management and Crisis Resolution teams

that led the resolution of crises such as consumer exposure to defective products.

D. Operating Groups Coordinated Functions and Created Synergies
Across Business Units

As noted above, five Operating Groups oversaw the Business Units in their

geographic regions during the years at issue. Operating Groups provided Business

Units with some regional oversight and helped coordinate best practices. They

were also responsible for reviewing and coordinating the strategic plans of their

Business Units and rolling them up for presentation to headquarters. Operating

Group Presidents performed a critical role through their participation on the

Operating Committee, described below.
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E. The Operating Committee Shared Knowledge Across Business Units

Each Operating Group President was located in the geography covered by

the Operating Group and was a member of the Company's "Operating

Committee." The Operating Committee was a group of the Company's senior

business executives that included, in addition to each Operating Group President,

several senior Company officials, such as the Chief Executive Officer, the Chief

Administrative Officer, the Chief Marketing Officer, and the Chief Financial

Officer. The Operating Committee was a forum for sharing ideas across Operating

Groups and for informing the Company's senior business executives about local

market conditions, the state of the business, and the overall financial health of their

operations. The Operating Group Presidents were key contributors to the

Operating Committee; their vital local market knowledge, business acumen, and

experience helped guide the Operating Committee's discussions.

F. The Company's Headquarters Played a Limited Role with Respect to
the Functions Performed by the Business Units

The Company is a publicly traded multinational enterprise headquartered in

the United States. Like many multinational enterprises, the Company opted to

centralize at its headquarters certain activities, such as corporate governance,

public financial reporting, information technology, and group stewardship. As the

parent company of the group, TCCC housed both the Company's "headquarters"
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functions and also the North American Operating Group and Business Units,

which functioned independently of headquarters.34

As is the case with many (if not all) multinational enterprises, the

Company's headquarters included executive officer leadership responsible for

high-level oversight of major functions. Unlike the Operating Group Presidents-

who were also executive officers of the Company-headquarters executives were

not responsible for the Business Units or the Company's operations in any specific

geography. Rather, they were responsible for general corporate strategies,

governance standards, expenditure approvals above certain levels, and

coordinating and disseminating best practices that typically originated with ideas,

concepts, and strategies generated by Business Units.

For instance, on the marketing front, headquarters compiled marketing ideas

into tools such as "DNA: The Coca-Cola Way of Marketing," which was a

marketing glossary and tool generated by collaborative discussions with marketing

employees around the world, and "Design Machine," which served as a repository

of images for marketing communications that Business Units and others developed

and that bottlers used in point-of-sale materials. Headquarters also set visual

standards for the presentation of the Company's trademarks to establish consistent

presentation in marketing communications worldwide and thus preserve trademark

34Like other Business Units, the North American Business Units conducted all of
the local activities and functions discussed above.
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protections. To the extent they related to the markets at issue, the costs associated

with these activities were allocated to the Six Foreign Licensees through the Pro

Rata process. See infra at IX.G. Similarly, the Atlanta R&D facility investigated

longer-term issues such as new sweeteners, packaging to replace PET bottles,

water quality, and reduction of the Company's carbon footprint, with its costs

allocated and reimbursed through the Pro Rata process. See id.

In its capacity as an allocator of capital and steward of the multinational

enterprise, the Company's headquarters engaged in various other activities. On the

finance front, the Chief Financial Officer oversaw a team of mergers and

acquisitions specialists that helped analyze and close corporate transactions. But

the ideas for, targets of, and strategic rationales for, acquisitions were typically

generated by the Business Units. And after any acquisition, the Business Units and

Operating Groups were responsible for integrating the acquired business into their

territorial businesses.

In addition, the Company's headquarters oversaw corporate governance and

maintained financial controls for general business purposes and to ensure

compliance with corporate formalities and other statutory or regulatory

requirements, such as the Foreign Corrupt Practices Act. For instance, to the

extent a Business Unit identified and opted to pursue investments that exceeded

certain dollar thresholds, a "delegation of authority" specified any formal

headquarters approvals that might be required.
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Headquarters also undertook public financial reporting and related auditing

functions to protect TCCC's capital investments in subsidiaries, to report to

TCCC's shareholders, and to facilitate U.S. financial reporting requirements. The

Company's consolidated financial forecasts and outlook depended on the financial

forecasts and outlook generated by Business Units and Operating Groups.

Headquarters had no direct P&L responsibility. Therefore, headquarters' oversight

function included reviewing and approving the annual and long-term business

plans and budgets developed and executed by the Business Units and rolled up and

presented to headquarters by the Operating Groups around the world. Any

headquarters expenses that provided even an indirect benefit to the foreign

business were allocated from headquarters through the Pro Rata process described

immediately below.

G. The Six Foreign Licensees Were Functionally and Financially
Responsible for the Company's Foreign Business

Because an effective local presence is the key to success in the nonalcoholic

beverage industry, the Company vested primary responsibility for its foreign

businesses in local branches or controlled foreign corporations as it expanded

internationally. TCCC licensed certain of its intangible property and provided

general guidance to those entities, as they made the investments and exercised the

sound business judgment necessary to grow the Company's business in their

markets.
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There are six Foreign Licensees at issue in this case. The following four

licensees are disregarded as separate from Atlantic Industries because they are

branches or disregarded single-member entities: (1) the Ireland Licensee (which

began operating in 1984 as the successor to an existing branch operation and

received associated intangible property in an outbound section 351 transaction on

which the IRS issued a formal ruling under section 367); (2) the Egypt Licensee

(1986); (3) the Swaziland Licensee (1987); and (4) the Costa Rica Licensee (2001).

The Brazil Licensee began operations as a licensee (through its predecessor

company) in Brazil in 1963 as successor to an existing branch operation and

received associated intangible property in an outbound section 351 transaction on

which the IRS also issued a formal ruling under section 367. The Chile Licensee

began operations as a licensee in 1995.

The legal entities that constituted the Six Foreign Licensees also

manufactured concentrate for sale to bottlers in their territories. They carried out

their other local responsibilities (e.g., marketing and franchise leadership) either

directly or through foreign affiliates referred to as Service Companies. Business

Unit and Operating Group personnel were employed by the Six Foreign Licensees

or Service Companies depending on their location. The Brazil Licensee is an

example of a Foreign Licensee that carried out all of its responsibilities directly

through its employees in the Brazilian market. In addition to manufacturing

concentrate, the Brazil Licensee's employees conducted the full range of Business
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Unit activities including consumer marketing, franchise leadership, and new

product and package development for the Brazilian market, and the Brazil

Licensee invested heavily in, and was financially responsible for, all of those

activities.

The structure evolved over time (particularly in Europe) for business reasons

and to mitigate permanent establishment risk. The Company's early foreign

operations were commonly carried out through a greater number of Foreign

Licensees located in and performing the full suite of functions in the markets they

served. As large customers developed, bottlers consolidated to meet customer

demands for fewer suppliers. Driven by these market efficiencies, beginning in the

1980s, the Company began consolidating its foreign concentrate-manufacturing

operations into fewer and more-efficient plants. These plants were more capable

of producing a wider range of products that were critical to meeting the portfolio

demands of local consumers and bottlers. Regional trade agreements accelerated

consolidation because they reduced tariffs and duties on cross-border sales,

negating one of the major advantages to having an in-country concentrate-

manufacturing operation.

As this consolidation continued and Foreign Licensees served an increasing

number of markets, they came to rely more and more on funding local Service

Companies in markets in which no Foreign Licensee was located. The Company's

use of this model expanded over time with the IRS's knowledge and approval.
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The Six Foreign Licensees operated under intercompany license

arrangements with TCCC, most of which had been in place for decades before the

years at issue. These licenses granted the Six Foreign Licensees the rights to use

TCCC's trademarks, formulas, and certain manufacturing intangibles. Such

licensing was consistent with the locally driven nature of the nonalcoholic

beverage business and Company's consequent decentralized business structure

because it allowed TCCC to shift responsibility to the Six Foreign Licensees for

the significant activities and investments required to develop the business in the

local markets. The resulting allocation of responsibilities and risks is typical in

arm's-length licensing arrangements. Unlike the typical licensor, however,

TCCC's risk was further minimized because Foreign Licensees reimbursed TCCC

for virtually all expenses it incurred that benefitted the Company's foreign

business.

Service Companies operated under written service agreements that generally

provided for the reimbursement of their costs (most of which constituted

investments to generate consumer demand for the Company's products) plus a

fixed markup on certain types of expenses. These agreements shifted the business

risks from the Service Companies to the Foreign Licensees that bore their costs. In

some cases, the service agreements were between the Service Company and the

Foreign Licensee responsible for the local market. In most cases, the service

agreements were between the Service Company and Export, which recharged all
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amounts to the relevant Foreign Licensee. The substance was the same regardless

of the intercompany contract structure. In every case, the Foreign Licensees were

ultimately responsible for the success or failure of the foreign business, funded its

investments, and bore its risks. Similarly, TCCC's contributions to the foreign

business did not differ based on whether the Foreign Licensees acted directly or

through Service Companies or whether the Service Company contracts were with

the Foreign Licensees or Export.35

The risks borne by the Six Foreign Licensees were material. Not every

Foreign Licensee has been successful. The Egypt Licensee operated in challenging

local markets and sustained large losses for many years. In an apparent attempt to

fit his litigation narrative, respondent's counsel instructed several of his experts-

including his lead economic expert, Dr. Newlon-to simply ignore the results of

the Egypt Licensee in their expert witness reports. This is inconsistent with Dr.

Newlon's treatment of Egypt in his audit report, which included a refund to the

Egypt Licensee to eliminate its losses and provide it profits.

Each of the Six Foreign Licensees incurred directly the costs associated with

concentrate manufacturing and incurred either directly or indirectly (i) the costs of

local R&D, (ii) the costs of all their Business Units' activities, including all the

35Petitioner's and respondent's economic experts appear to agree; none of their
transfer-pricing methods produce different results based on whether a geography
was served by a Foreign Licensee directly through its employees rather than by a
Foreign Licensee through a Service Company.
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Service Companies' costs, and (iii) the costs of their Operating Group. In addition,

the Ireland Licensee and a number of other Foreign Licensees incurred Pro Rata

charges for headquarters administrative and other services.

Service Company expenses were covered by the Six Foreign Licensees

primarily through intercompany mechanisms known as "Fees & Commissions,"

and "service charges."36 Fees & Commissions and service charges included

reimbursements for the Service Companies' expenses (plus a markup, if

applicable) via the Company's intercompany accounting process. In limited

instances, the Fees & Commissions structure was modified for "split invoicing."

In split-invoicing, a Service Company was reimbursed by the Foreign Licensee via

a reduction in the bottler's concentrate price and the bottler's payment to the

Service Company of an amount equivalent to such price reduction.

The Foreign Licensees also bore expenses initially incurred by headquarters

for the benefit of the foreign markets. This happened through two processes. First,

the Company identified headquarters expenses incurred for the benefit of a specific

Foreign Licensee and directly charged such expenses out to the benefitting Foreign

Licensee. These charges were known within the Company as "direct charges."37

36As indicated, in most instances the Service Company contracts were between
Export and the Service Company. In such cases Export reimbursed the Service
Companies and was itself immediately reimbursed by the Foreign Licensees. In
other words, the Foreign Licensees, not Export, bore the Service Company
expenses.
37In parallel to "direct charges" that were actually charged to Foreign Licensees for
book purposes, the Company and the IRS have long recognized that certain other
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Second, since 1946 the Company has, through the Pro Rata process, allocated

headquarters expenses benefitting the Company's foreign markets to its foreign

subsidiaries and branches. The headquarters expenses that related to the foreign

markets directly or indirectly were identified and then charged to the Foreign

Licensees participating in the Pro Rata process. Expenses borne by the Foreign

Licensees through Pro Rata included, for example, any consumer marketing

support or initiatives provided by headquarters.

H. Respondent's Adjustments Are Inconsistent with His Historical
Understanding and Treatment of the Foreign Licensees as
Demonstrated by Respondent's Rulings and the Terms of the Royalty
Closing Agreement

Historically, respondent has acknowledged (1) the licensee status of the Six

Foreign Licensees, (2) their responsibility for and payment of the all costs incurred

in their geographies, regardless of whether they directly conduct Business Unit

activities, (3) the character of the Pro Rata payments as a charge for headquarters

activities that benefit international markets, and (4) the Six Foreign Licensees'

consequent entitlement to intangible profits due to their local investments in the

licenses. The IRS has audited the Company's transfer pricing since the 1960s.

Until the years at issue, those audits concluded in agreements that were accepted

and approved by both the Company and the IRS. During that time, the IRS was

expenses incurred by TCCC for the benefit of a foreign market should be borne by
the Foreign Licensees for U.S. federal income tax purposes. The Company and
IRS have implemented such charges through a series of closing agreements, audit
adjustments, and E&P adjustments since at least 1990.
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also apprised of, and approved, outbound tax-free intangibles transfers to the two

largest Foreign Licensees at issue.

In 1962 and 1984, in connection with the incorporation of foreign branch

operations, the Company sought IRS approval pursuant to section 367 for

outbound transfers of the active local businesses and their related intangibles to the

Brazil and Ireland Licensees, respectively. The IRS ruled that petitioner would

recognize no gain or loss on the transfers under section 351 and conditioned the

transfers on TCCC entering into licenses with those Foreign Licensees. The IRS

also granted a supplemental ruling relating to the Ireland Licensee which provided

that its section 367 ruling was not affected by the fact that the Ireland Licensee

would conduct local marketing activities through other entities due to foreign

permanent establishment concerns. Those concerns explain why the Ireland

Licensee was in a legal entity separate from the Service Companies operating in

the local markets for which the Ireland Licensee was responsible.38 In contrast, as

previously indicated, the Brazil Licensee directly employed all Brazilian

concentrate manufacturing and Business Unit personnel. Over the decades, the

IRS has fully understood and approved the manner in which the Company has

organized its intercompany licensing arrangements relative to its legal entity

structure.

38Ernst & Young prepared foreign transfer-pricing studies regarding the Service
Companies that were reflective of those permanent establishment concerns.

62



The IRS recognized the Royalty Closing Agreement-under which

petitioner has reported for decades the amounts received from Foreign Licensees

not subject to bilateral agreements with U.S. treaty partners-as the appropriate

mechanism for compensating TCCC for the licensed intangibles for the 1987-2006

tax years. The Royalty Closing Agreement resolved the royalty income amounts

for the 1987 through 1995 tax years and provided penalty protection for future

years if the 10-50-50 Method was followed. See Third Stipulation of Facts at

¶¶ 306-307, and 309. The Royalty Closing Agreement provided that the

Company's Foreign Licensees used TCCC's intangible property "in connection

with the manufacture and marketing of concentrates, beverage bases and finished

soft drink products" and established an agreed-upon method for determining

arm's-length "Product Royalty" payments for licensees' use of such intangible

property. Exhibit 242-J (emphasis added); see also Third Stipulation of Facts at

¶¶ 307-308.

The agreed-upon transfer-pricing method was essentially a profit-split

method that attributed most of the foreign profit to the Foreign Licensees,

reflecting their principal role and large investments (under their licenses) in the

success of the international business. The parties referred to the method as the

"10-50-50" method because the amount required to be paid to TCCC was 50% of a

Foreign Licensee's profit before deduction of Pro Rata payments and after a

reduction for an allocation to the Foreign Licensee of an amount equal to 10% of
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sales. Id. at ¶¶ 308 and 309(b). All of a Foreign Licensee's payments of royalties,

Pro Rata expenses, and dividends were taken into account in determining whether

it had satisfied the 10-50-50 Method. Id. at ¶ 309(c). Pro Rata expenses were

explicitly acknowledged as payments for administrative and similar headquarters

services.

From the IRS's perspective, dividends, like royalties, are ordinary income to

the recipient. By treating dividends as royalties, the Royalty Closing Agreement

essentially provided for a minimum amount of repatriation of foreign operating

proceeds. In addition, as long as the amounts repatriated during the relevant tax

year met the 10-50-50 requirement, petitioner was permitted to claim related

indirect foreign tax credits.

The Royalty Closing Agreement also provided ongoing penalty protection in

subsequent years for all existing andfuture Foreign Licensee supply points if the

Company followed its methodology and there were no material changes. Id. at

¶ 309(h). This protection was immensely valuable to petitioner because it obviated

the need for the expensive and time-consuming process of developing the transfer-

pricing documentation otherwise required by section 6662(e) to apply the best-

method rule of Treas. Reg. § 1.482-1(c) and justify the intercompany royalties.

Together, these provisions all but guaranteed that the Company would not
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materially change the structure of the transactions39 and would continue to

determine its intercompany royalties pursuant to the Royalty Closing Agreement.

Moreover, because the 10-50-50 Method operated the same way regardless

of which Foreign Licensee served which geographies, the Royalty Closing

Agreement encouraged Foreign Licensees to assume responsibility for other

Foreign Licensees' territories if such production shifts were efficient. The IRS

benefitted from that consolidation to the extent production was concentrated in

lower-tax jurisdictions, which generated fewer foreign tax credits.

I. Petitioner and Respondent Continued to Apply the Royalty Closing
Agreement to the Company's Intercompany Licenses Until the IRS
Unilaterally Abandoned It for the Years at Issue

Consistent with the parties' expectation, the IRS generally agreed to the

Company's continued application of (and audited petitioner's compliance with) the

Royalty Closing Agreement and its 10-50-50 Method in every tax year from 1996

through 2006.* During that period, the IRS noted that the continued application of

the Royalty Closing Agreement seemed appropriate, with a minor modification

with respect to the 2005-06 audit of the Indonesia Licensee. There the IRS

approved a 10-50-50-based royalty but requested that the Company relinquish its

39Because the Royalty Closing Agreement applied even to Foreign Licensees that
were not yet in existence when it was executed, like the Costa Rica Licensee, the
Royalty Closing Agreement also encouraged the proliferation of the existing
structure and transactions.
*In one instance, the IRS continued to apply the 10-50-50 Method to determine the
royalty obligation of the Indonesia Licensee but modified the treatment of
dividends to allow for an offset without foreign-tax-credit retention.
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related indirect foreign tax credits. It was only after the Company had filed its

Federal income tax returns for the years at issue that the IRS first informed the

Company that the IRS was considering a substantial departure from the Royalty

Closing Agreement.

The IRS's 2007-09 audit began in late 2010 and lasted nearly five years,

involving over 300 information document requests, 43 transcribed interviews, and

overseas site visits. In an April 2014 letter to petitioner-before retaining Dr.

Newlon in this case-the IRS first communicated its desire to designate for

litigation the 2007-09 transfer-pricing issues because "the facts present in this case

provide a unique opportunity to assess the applicability of the comparable profits

methodology (CPM) under Treas. Reg. § 1.482-5."

The deficiencies identified in the Notice are based on Dr. Newlon's

application of a bottler-based CPM. When combined with dividend amounts

previously paid by the Foreign Licensees under the Royalty Closing Agreement

methodology, the Notice's $9 billion income adjustment totals more than 100% of

the Six Foreign Licensees' aggregate operating profits for the years at issue.

J. The IRS's Approach in This Case Is Inconsistent with Its Treatment of
Other Foreign Licensees during the Years at Issue

The 2007-09 audit that culminated in this litigation had at least two other

notable features. First, the IRS took a position in the Notice with respect to

petitioner's Canadian affiliate, CCL, that is inconsistent with his position regarding

the Six Foreign Licensees. CCL had long been the registered owner of the
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Company's trademarks in Canada and had for decades borne the costs associated

with the Company's Canadian business before petitioner began selling concentrate

in Canada. The IRS nevertheless applied the CPM to allocate only routine returns

to CCL while allocating all non-routine profits to TCCC. But TCCC was not the

registered owner of the Canadian trademarks relating to the highest volume

products (e.g., Coca-Cola, Sprite, and Fanta) and bore the costs of developing the

intangible property in Canada by reimbursing CCL and providing it with a

guaranteed return.

In the notices of proposed adjustment for the years at issue explaining the

IRS's position with respect to CCL, the IRS cited authorities, including Treas.

Reg. § 1.482-4(f)(3) and (4), and DHL Corp. v. Commissioner, 285 F.3d 1210 (9th

Cir. 2002), for the propositions that (1) legal ownership is not the primary factor in

determining the allocation of income attributable to intangible property and (2) the

primary factor in such determination is "which party bore the greatest direct and

indirect costs in developing the intangible property in a particular region." That

position would entirely negate respondent's adjustments with respect to the Six

Foreign Licensees. But without any attempt to reconcile its divergent positions,

the IRS applied a CPM to allocate only routine returns to the Six Foreign

Licensees even though they "bore the greatest direct and indirect costs in

developing the intangible property in" their regions and allocated all non-routine

profits to TCCC as the legal owner of certain trademarks. When petitioner made
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respondent aware that he had taken conflicting positions with respect to

adjustments in the Notice, respondent rushed to resolve the Canadian adjustments

through the competent authority process in order to remove the issue from the case.

Petitioner accepted the competent authority resolution to avoid potential double

taxation.

Second, the IRS continued to apply the Royalty Closing Agreement to

Foreign Licensees that are not at issue in this case, including to controlled foreign

corporations that are licensees in France, China, and India. The selective approach

taken by respondent-avoiding adjustments in treaty countries that would

presumably resist respondent's extreme position-is unprincipled and increases

petitioner's exposure to double taxation in future years.

X. LAW AND ARGUMENT

A. Respondent's Bottler-Based Application of the CPM Is Fundamentally
Flawed on Several Levels, Making His Section 482 Adjustments
Arbitrary, Capricious, and Unreasonable

The arm's-length standard is the governing standard that applies in every

transfer-pricing case. See Treas. Reg. § 1.482-1(b)(1); Veritas Software Corp. v.

Commissioner, 133 T.C. 297, 317 (2009). The best method rule, also set forth in

the transfer-pricing regulations, states that "[t]he arm's length result of a controlled

transaction must be determined under the method that, under the facts and

circumstances, provides the most reliable measure of an arm's length result."

Treas. Reg. § 1.482-1(c)(1). The burden is on petitioner to demonstrate by a
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preponderance of the evidence that respondent's section 482 adjustments are

arbitrary, capricious, or unreasonable. See, e.g., Amazon.com, Inc. v.

Commissioner, 148 T.C. _, _ (slip op. at 68) (Mar. 23, 2017). In order to

prevail, petitioner must also demonstrate that its own proposed transfer-pricing

method and results satisfy the arm's-length standard. Id. (slip op. at 89-91).

The transfer-pricing regulations identify four methods for determining

taxable income in connection with a transfer of intangible property-three

specified methods and one unspecified method-without any explicit priority but

with the acknowledgement that when data is available transactional methods may

be the most reliable. See Treas. Reg. §§ 1.482-3(b)(2)(ii)(A), 1.482-4(c)(2)(ii). Of

the three specified methods, the CUT is the only one that looks directly to the price

negotiated by parties in comparable uncontrolled transactions. The two variants of

the profit-split method look to how parties split profits in uncontrolled transactions

(CPSM) or use another metric to assign nonroutine profits to both parties (RPSM).

The third specified method, the CPM is a one-sided, profit based method-it

attempts to price the controlled transaction by benchmarking the profits ofjust one

of the parties and assigning all remaining profit to the other.

1. Although the CPM Is a Method of Last Resort, Respondent
Designated This Case for Litigation to Persuade This Court to
Endorse What Has Become His Default Method for Pricing
Outbound Intangible Licenses

The CPM's path into the 1994 transfer-pricing regulations reflects its

inherent weaknesses as a one-sided method. In 1993, Treasury initially
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promulgated temporary regulations that provided relaxed CPM comparability

standards, restricted the use of profit-split methods, and limited the use of inexact

comparables for transactional methods. Commentators swiftly expressed serious

concerns that the temporary regulations effectively gave primacy to the CPM over

other methods. Treasury subsequently went to great lengths to address those

concerns. The 1994 transfer-pricing regulations "contain[] a discussion of

comparability factors that is substantially more comprehensive than that contained

in the 1993 regulations." 59 Fed. Reg. 34986 (July 8, 1994).41 And the preamble

to the 1994 regulations made clear where the CPM stood among transfer pricing

methods, stating that with "adequate data, methods that determine an arm's length

price (e.g., the CUP method) ... generally achieve a higher degree of comparability

than the CPM." Id. at 34985. Accordingly, the preamble expressly stated that "the

CPM generally would be considered a method oflast resort." Id. (emphasis

added).

Notwithstanding this admonition, the CPM's shortcomings have not

dissuaded the IRS from applying it as a de facto default method, particularly in

outbound intangibles licensing cases (i.e., cases involving a U.S. licensor and a

foreign licensee). In such cases, the IRS typically seeks to benchmark the

4¹Treas. Reg. § 1.482-5(c)(2) discusses the importance of functional comparability
when applying the CPM and specifically identifies "asset composition employed
(including the nature and quantity of tangible assets, intangible assets and working
capital)," as a comparability factor to be considered.
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profitability of only one related party-the tested foreign party exploiting the U.S.-

owned intangibles-by portraying its functions as routine and thus allocating only

a routine return on the tested party's current assets or costs. See Treas.

Reg. § 1.482-5(b). Because the CPM presumptively treats the remaining returns as

being earned by the licensor, its application produces extreme IRS-favorable

results in those cases.42

Respondent has made plain his intent to use this case to validate the CPM as

a reliable transfer-pricing method for intangibles, expressly stating his view that

"the facts present in this case provide a unique opportunity to assess the

applicability of the comparable profits methodology (CPM) under Treas.

Reg. § 1.482-5." This case thus represents the latest in a string of recent IRS

efforts to repudiate agreements with taxpayers in an attempt to achieve extreme

results under the CPM. Those efforts have failed so far.43 In Medtronic, the IRS

walked away from a memorandum of understanding with the taxpayer in an

42But when the shoe is on the other foot, i.e., in the inbound licensing context
involving a foreign licensor and a U.S. licensee, the IRS takes a drastically
different position. This is evident in the IRS's treatment of the inbound licensing
transaction with petitioner's Canadian affiliate, CCL, where respondent ignores
CCL's registered ownership of trademarks in Canada. See supra at VIII.A.4. and
IX.J.
43The IRS has taken similarly extreme positions in cost-sharing cases, disregarding
its own regulations and attempting to limit foreign cost-sharing participants / buy-
in licensees to cost-of-capital returns using a discounted cashflow / income
method. This Court has similarly rejected those extreme IRS positions. See
Amazon.com, 148 T.C. __ (slip op.) (Mar. 23, 2017); Veritas, 133 T.C. 297.
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attempt to apply the CPM, but lost when the Court rejected the CPM in favor of

transactional evidence. Medtronic, T.C. Memo. 2016-112. And when the IRS

revoked an APA in order to apply the CPM in Eaton, the Court never opined on

Dr. Newlon's CPM because the Court reinstated the APA. See Eaton, T.C. Memo.

2017-147.

Respondent's attempt to unilaterally repudiate his long-term agreement with

petitioner in order to validate the CPM in this case should meet the same fate. This

is decidedly not an instance in which respondent arrived at the CPM as a "last

resort." In fact, respondent had already started the process of designating the case

for litigation to apply the CPM before Dr. Newlon was retained in this matter. In

any event, Dr. Newlon's application of the CPM has several fatal flaws that render

it entirely unreliable for pricing the intercompany licenses.

2. Dr. Newlon's Bottler-Based CPM Is Entirely Unreliable for
Pricing the Controlled Transactions

Dr. Newlon determined the amount owed by the Six Foreign Licensees,

upon which respondent based his section 482 adjustments, by assigning them a

return on operating assets earned by some Coca-Cola bottlers.44 But the Coca-Cola

bottlers and the Six Foreign Licensees flunk the comparability requirements of the

44The Egypt Licensee struggled to earn a profit before and during the years at
issue. In his audit report, Dr. Newlon determined that petitioner owed a payment
to the Egypt Licensee to ensure that it earned a profit margin comparable to the
bottlers. At the direction of respondent's counsel, he eliminated the Egypt
Licensee in his opening and rebuttal reports in this litigation.
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CPM regulation because they have fundamentally different responsibilities,

functions, assets, and economic profiles.

a. The Six Foreign Licensees and Bottlers Have Distinct
Functions and Responsibilities at Different Levels of the
Market in a Vertically Integrated System

The Six Foreign Licensees and bottlers have very different responsibilities

within The Coca-Cola System, so their functions and assets are utterly different.

The Six Foreign Licensees and bottlers face non-comparable economic conditions

because they operate at different levels of the market. See Treas. Reg. § 1.482-

1(d)(3)(iv). Because Dr. Newlon either fails to identify and analyze or otherwise

summarily dismisses these stark differences, his bottler-based CPM violates the

CPM regulation (which emphasizes both functional comparability and similar asset

composition). See Treas. Reg. §§ 1.482-1(d)(3) and 1.482-5(c)(2). As a result, Dr.

Newlon's bottler-based CPM is not a reliable method, much less the best method

for pricing the intercompany licenses at issue.

The Six Foreign Licensees were primarily responsible for the Company's

business in the foreign geographies at issue for a long time. As the entrepreneurs

within the Company in these territories, they made and sold concentrate, developed

local consumer marketing, identified and developed new formulations for existing

or novel beverages for local consumers, guided the local bottlers, and fostered

commercial relationships with numerous retail customers. In other words, the Six

Foreign Licensees acted as the Company in their territories with responsibility for
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growing demand for the Company's products and ensuring that downstream

bottlers were successful in optimally satisfying that demand. The bottlers, which

operated further down in the same value chain, served a fundamentally different

function as the distributors of the Company's products (the demand for which was

driven and funded by the Six Foreign Licensees).

The bottlers purchased concentrate from the Six Foreign Licensees and

mixed it with water, carbonation, and sweeteners to prepare finished beverage

products to which they affixed labels displaying the Company's trademarks and

trade dress. The primary role of a bottler was that of a distributor; to distribute

those finished beverages to retailers directly or through wholesalers. As part of

their distribution function, bottlers placed Company-developed promotional /point-

of-sale advertisements at retail locations. The bottlers' rights to exploit the

trademark intangibles, and their related activities, were limited to those of a

distributor.

The stark differences between the Six Foreign Licensees and bottlers are

reflected in their substantially different financial profiles. The Six Foreign

Licensees invested far more in consumer advertising than in fixed tangible assets

such as property, plant, and equipment. The opposite was true of bottlers, whose

production and distribution businesses required substantial property, plant, and
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equipment. As a result, standard financial ratios comparing the Six Foreign

Licensees to bottlers readily demonstrate their incomparability.45

Dr. Newlon never addresses, let alone attempts to adjust for, these

fundamental differences in comparability. And he completely ignores the

intangible expenditures of the Six Foreign Licensees.46 That omission should be

fatal to his bottler-based CPM. But Dr. Newlon apparently believes that his

bottler-based CPM is impervious to a lack of comparability. In his view, material

differences between the Six Foreign Licensees and bottlers do not necessitate

comparability adjustments because any such differences simply highlight the

conservativeness of his bottler-based CPM results. But conservatism is not a

substitute for the comparability analysis required by the transfer-pricing

regulations.

Moreover, Dr. Newlon is simply wrong. As demonstrated by Dr. Willig,

simply affording the Six Foreign Licensees the same returns on intangible capital

45See Expert Rebuttal Report of Dr. Timothy Luehrman, Sept. 29, 2017, at 7-19.
46Dr. Newlon makes an adjustment for split-invoicing in his opening report. In so
doing, he baldly asserts that TCCC would have required the bottlers or Service
Companies to pay TCCC all income above a routine return. Newlon Opening
Report at 57-58. He alternatively asserts that income above a routine return would
have been reported as income by the Six Foreign Licensees and subject to an
arm's-length royalty to TCCC. IL Petitioner agrees that the Six Foreign
Licensees are required to pay arm's-length royalties that account for split
invoicing, and petitioner's experts have addressed this.
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(i.e., on marketing-related investments) as the bottlers eliminates Dr. Newlon's

adjustment in its entirety.47

Put simply, Dr. Newlon believes that incomparable functional, asset and

economic profiles between the Six Foreign Licensees and the bottlers do not matter

much. The governing regulations say otherwise. See infra at X.A.1. According to

Dr. Newlon, the legal owner of intangible property seeks and is able to extract

100% of all projected non-routine (i.e., intangible-related) profits associated with

the exploitation of the licensed intangible property. Arm's-length licensing

behavior contradicts that view.

b. Dr. Newlon's Misuse of ROA as the PLI for Determining
Arm's-Length Royalties Highlights the Fundamental
Problems with His Bottler-Based CPM.

In approximating the returns due to one of the two parties to a controlled

transaction, the CPM relies upon financial ratios (referred to as PLIs) to measure

the relationship between a business's profits and its costs or assets. See Treas.

Reg. § 1.482-5(b)(4). Those ratios are computed for the uncontrolled party and

applied to the tested party's assets or costs to determine the tested party's profit

level. See id. Dr. Newlon determined his bottler-based CPM adjustments using an

ROA PLI, which is the ratio of operating profit to tangible book operating assets.48

47Stated in terms of royalty rates, this reduces Dr. Newlon's average royalty rate of
45% of net concentrate sales to a royalty rate of 8.4% on net concentrate sales.
48The regulations refer to the ROA PLI as the "rate of return on capital employed."
See Treas. Reg. § 1.482-5(b)(4)(i).
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The regulations provide that "[t]he reliability of [the ROA] profit level

indicator increases as operating assets play a greater role in generating operating

profits for both the tested party and the uncontrolled comparable." Treas.

Reg. § 1.482-5(b)(4)(i). In this case, however, tangible operating assets play a

small role in generating operating profits for the Six Foreign Licensees and a

relatively much larger role in such capacity for the bottlers. Under Treas. Reg.

§ 1.482-5(c)(2)(iv), if identified differences exist between the tested party and the

proffered comparables that materially affect profits measured by the selected PLI,

adjustments must be made to improve comparability. If reliable adjustments

cannot be made for such differences, then the CPM is unreliable and cannot be

considered the best method. See Treas. Reg. § 1.482-5(c)(2)(i)-(iv).

Similarly, the ROA may serve as a reliable PLI when the tested party and

uncontrolled comparable have similar asset compositions, i.e., when their asset

composition reflects similar assets and a similar asset intensity, relative to a

measure that is relevant to profit. See Treas. Reg. § 1.482-5(b)(4)(i) ("In addition,

reliability under [the ROA] profit level indicator depends on the extent to which

the composition of the tested party's assets is similar to that of the uncontrolled

comparable."). That is not the case here either because there are drastic differences

in the relative asset composition and asset intensity of the Six Foreign Licensees

77



and bottlers.49 The former are asset-light entities that invest primarily in consumer

marketing while the latter are asset-intensive distributors. Indeed the ROA PLI

could not even be used to reliably assign one bottler profits based on those of

another bottler,50 let alone to assign returns to a fundamentally different business.51

Simply stated, the ROA PLI is not a reliable measure for determining the income

of the Six Foreign Licensees, which engaged in a fundamentally different business

that cannot be made comparable to the bottlers'.

In addition to demonstrating that bottlers are not comparable to the Six

Foreign Licensees, Professor Willig shows that Dr. Newlon's bottler-based CPM is

fundamentally flawed because the ROA fails to take into account and compensate

49Property, plant, and equipment make up 44% of bottlers' total assets, but only
13% of Foreign Licensees' total assets. Net sales are only three times bottlers' net
property, plant, and equipment, but nineteen times the Foreign Licensees' net
property, plant, and equipment. See Expert Rebuttal Report of Dr. Timothy
Luehrman, Sept. 29, 2017, at 11-12.
soIn fact, it is the bottlers' selling and marketing expenditures that are more
predictive of bottler profitability. See Expert Rebuttal Report of Dr. Timothy
Luehrman, Sept. 29, 2017, at 19-23.
5¹Dr. Newlon attempts to corroborate his ROA PLI with an MUTC PLI, but it is
likewise flawed. And Dr. Newlon acknowledges that it is even less reliable than
his ROA PLI. In addition to data concerns in the application of the MUTC
identified by Dr. Newlon, the MUTC suffers from the basic differences between
the relative expenditures made by the Six Foreign Licensees and the bottlers. Dr.
Newlon calculates an aggregate MUTC for the bottlers, but the MUTC of bottlers
should be lower than that of the Six Foreign Licensees because (relative to the Six
Foreign Licensees) the bottlers spend substantially more on property, plant, and
equipment expenses than on higher-return marketing and selling expenses.

78



the Six Foreign Licensees for their substantial investments in intangible assets.52

Professor Willig goes on to show that, even accepting the erroneous premise that

bottlers are sufficiently comparable to permit use of a bottler-based CPM, properly

accounting for the intangible capital of the Six Foreign Licensees eliminates Dr.

Newlon's adjustments.

Solely for purposes of his analysis, Professor Willig's modified CPM adopts

Dr. Newlon's key assumptions. But instead of applying an ROA that ignores

intangible capital, Professor Willig estimates the returns to intangible capital and in

so doing adjusts for the very different mix of assets of the Six Foreign Licensees

and bottlers. To make that adjustment, Professor Willig estimates the stock of

intangibles resulting from marketing investments by both the Six Foreign

Licensees and bottlers. Then, after assigning returns for certain basic functions

(e.g., manufacturing and distribution) based on market benchmarks, Professor

Willig calculates the rate of return earned by bottlers on their intangible capital and

applies that rate to the Six Foreign Licensees' stock of intangibles to estimate their

intangible related returns. Dr. Newlon's adjustment disappears simply by allowing

the Six Foreign Licensees to earn the same return as the bottlers on marketing-

related expenditures. The Willig analysis is even more devastating to Dr.

Newlon's conclusions when accounting for the fact that the consumer advertising

52Dr. Willig's analysis considers the Six Foreign Licensees plus the Mexico
Licensee.
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conducted by the Six Foreign Licensees generally is considered more valuable and

has a longer life than the trade marketing of the bottlers.

This Court has recently criticized the use of the CPM using an ROA PLI to

price a license, as the ROA ignores valuable intangible assets obtained through the

license that are not recorded on a balance sheet. See Medtronic, T.C. Memo. 2016-

112, at *114. Because the CPM is not the best method and because respondent's

implementation of the bottler-based CPM cannot overcome the fundamental

noncomparability of the Six Foreign Licensees and bottlers, the Court should

decline to accept Dr. Newlon's bottler-based CPM analysis.

3. Dr. Newlon's Oversimplified "Realistic Alternative" is Neither
Realistic Nor an Alternative

Dr. Newlon includes a supplemental analysis in his opening report that

posits an alternative arrangement that he claims TCCC could have pursued.53 To

support his analysis, Dr. Newlon cites to a regulation that reminds taxpayers and

the IRS that when applying an unspecified method they should consider the

principle that uncontrolled taxpayers evaluate their alternatives to entering into

transactions. See Treas. Reg. § 1.482-4(d)(1). This principle is described by

Treas. Reg. § 1.482-4(d)(1) as "[c]onsistent with the specified methods" and is best

53Dr. Newlon's "realistic alternatives" analysis was not included in his audit report
and does not form the basis for respondent's adjustments in this case.
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understood as requiring taxpayers to weigh realistically available options (e.g.,

using a third party and paying them a price dictated by the market).

Dr. Newlon posits a business structure that is completely at odds with the

requirements of local operational control necessary for success in the business. He

states that for a relatively modest amount, TCCC could build its own

manufacturing facilities in the locations of the Foreign Licensees and pay the

Foreign Licensees' employees enough money to induce them to quit and work for

TCCC directly. In this hypothetical alternative, Dr. Newlon alleges that TCCC

would expect to earn the same net present value under the license as it would by

engaging in the activities itself. In essence, Dr. Newlon is pricing a transaction

that the Company did not engage in based on an unrealistic alternative.

As an initial matter, the realistic-alternatives principle is subject to the

limitation that respondent may not recharacterize or recast the actual business

transactions between the related parties, provided that those transactions have

economic substance. See Treas. Reg. § 1.482-1(f)(2)(ii); see also Amazon.com,

148 T.C. at __ (slip. op. at 84) (quoting Veritas for the proposition that "even

where a realistic alternative exists, the Commissioner 'will not restructure the

transaction as if the alternative had been adopted by the taxpayer,' so long as the

taxpayer's actual structure has economic substance"); Claymont Inys., Inc. v.

Commissioner, T.C. Memo. 2005-254, at *21-22 ("[B]ecause the transaction had

economic substance, section 1.482-1(f), Income Tax Regs., prohibits respondent
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from restructuring the terms as if his alternative had been adopted by petitioners.").

In this case, in decades-old section 367 rulings with the two largest of the Six

Foreign Licensees, the IRS accepted the adoption of the licensing structure and the

intangible marketing investments of the Foreign Licensees that Dr. Newlon now

attempts to ignore. Thereafter, the IRS acknowledged in the Royalty Closing

Agreement that under this structure, whose proliferation the Royalty Closing

Agreement encouraged, Foreign Licensees were entitled to a substantial share of

intangible profits from their marketing investments through a residual profit split.

Respondent's about face on this issue via Dr. Newlon is reminiscent of

respondent's failed attempts to ignore taxpayers' transactions as structured and

instead treat licensees as contract manufacturers entitled to no more than routine

returns. See Sundstrand, 96 T.C. 226, 356-58 (1991); Bausch & Lomb, Inc. v.

Commissioner, 92 T.C. 525, 583-84 (1989), aff'd, 933 F.2d 1084 (2d Cir. 1991).

In addition, Dr. Newlon's hypothetical realistic alternative relies on overly

simplistic assumptions and ignores relevant facts that undermine his conclusions.

Dr. Newlon assumes that TCCC could build competing concentrate plants in the

Six Foreign Licensees' home countries and steal their employees without the Six

Foreign Licensees taking counter measures that could cause significant disruption

and damage to the Company's international business or TCCC's ability to work

harmoniously with third-parties in the future. Similarly, Dr. Newlon fails to

account for the Six Foreign Licensees' registered ownership of beverage
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trademarks and formulas (such as Schweppes), bottler relationships and contracts,

and equity ownership interests in bottlers and other related entities. Dr. Newlon's

overly simplistic hypothetical alternative is not realistic.

Licensors and licensees share profits as they do at arm's length because

licensors rely on licensees' business expertise in the relevant markets and need to

incentivize licensees to take "ownership" over their roles and responsibilities to

maximize system value. As shown below in Dr. Unni's analysis, the "realistic

alternatives" to the intercompany licenses are master-franchise arrangements in

which third-party licensees oversee and manage subfranchisees and market the

trademarked products. In such arrangements, intangible-related profit is split

between licensor and licensee approximately 30-70, respectively.

B. Dr. Newlon Denigrates the Intercompany Licenses in Order to Obscure
the Fundamental Flaws of His Bottler-Based CPM

As the competing expert reports have unfolded, Dr. Newlon increasingly

retreats to the position that the terms of the intercompany licenses should be

interpreted to deprive the Six Foreign Licensees of nonroutine returns. He

maintains that position notwithstanding that for decades the IRS found the same

contractual terms entirely sufficient to justify application of the 10-50-50 Method

under the Royalty Closing Agreement. In Dr. Newlon's audit report on which

respondent based the Notice, Dr. Newlon characterizes the intercompany licenses

and bottler agreements as similar in many respects but notes that, unlike the bottler

agreements, the intercompany licenses do not have a fixed term-they could be
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cancelled by TCCC at any time on thirty or ninety days' written notice without

cause. Newlon Opening Report, Appendix G at 14. Dr. Newlon did not mention

exclusivity in his audit report.

In his opening report, Dr. Newlon focuses more on the terms of the

intercompany licenses, deeming the intercompany license rights limited because

the agreements were non-exclusive and could be canceled on short notice without

cause. Newlon Opening Report at 15 and 26. He goes even further in his rebuttal

report, opining that the limited nature of the intercompany licenses means that they

are not "non-routine" (i.e., they do not provide the Six Foreign Licensees with any

valuable intangible property or rights to share in expected intangibles-related

returns). Newlon Rebuttal Report at 6-7. Even though the Six Foreign Licensees

have operated successfully, in many cases for decades, under these renewable

"evergreen" licenses and have invested tens of billions of dollars to develop and

enhance the licensed intangibles in their local markets, Dr. Newlon declares their

past performance and course of dealing irrelevant in the face of the termination

provision. Newlon Opening Report at 30.

Dr. Newlon is wrong regarding the effect of the exclusivity and termination

provisions in the intercompany licensees.54 On exclusivity, as Mr. Lasinski and

Dr. Barbera observe, given the controlled nature of the transactions, there was no

540ther IRS experts point to the same provisions to undermine the Six Foreign
Licensees' claim to non-routine profits. See, e.g., Eden Opening Report at 37.
They are wrong for the same reasons as Dr. Newlon.
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expectation that TCCC would also license the same rights to an uncontrolled party

to compete with the Six Foreign Licensees. Lasinski Rebuttal Report at 9; Barbera

Rebuttal Report at 9. Stated differently, the dynamic that could make nonexclusive

rights less valuable at arm's length simply does not exist in this setting when the

licensor has not contemplated and will not contemplate licensing the same

intangibles for the same use to a third party. When the shoe is on the other foot,

the IRS has itself recognized this.55

Dr. Newlon's reliance on the termination provisions fares no better. Dr.

Barbera observes that such terms must be interpreted in the context of the parties'

course of dealing. Barbera Rebuttal Report at 6-7. And as Mr. Lasinski notes,

termination-without-cause provisions are common in arm's-length licenses but are

rarely used in well-functioning licensing relationships. Lasinski Rebuttal Report at

9. The intercompany licenses gave the Six Foreign Licensees valuable license

rights. They contained evergreen renewal provisions and were in fact

automatically renewed repeatedly-dozens of times over decades in the case of the

two largest licensees. This reflects well-functioning long-term relationships

expected to continue indefinitely. Though Dr. Newlon focuses on elements of the

written intercompany licenses that he believes support his extreme theory, he is

55See Coordinated Issue Paper on Cost Sharing Buy-Ins (Sept. 27, 2007) ("[T]he
economic reality of a nominal reservation between the related parties of a right to
sublicense to third-party competitors in their respective markets may also be
suspect, particularly if that right is never in fact exercised.").
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content to ignore that parties at arm's length rarely terminate successful

relationships and that such arm's-length behavior is consistent with the actual

conduct and historical relationship between TCCC and the Six Foreign Licensees.

He tries to dismiss this inconvenient fact by noting that the intercompany licenses

are controlled transactions.56 Dr. Newlon cannot have it both ways, ignoring

conduct that would matter at arm's length while giving undue regard to contractual

terms that would not.57

The expectation of repeated renewal is important to ensure proper incentive

alignment between licensor and licensee. As Dr. Barbera observes, the Six Foreign

Licensees would have sought to maximize short-term profits and would have

ceased investing in their businesses had they anticipated termination or non-

renewal. Similarly in the third-party context, although TCCC can unilaterally

terminate the bottlers on short notice without cause, it does not because such

conduct would not be in its best business interests. Were TCCC and the Six

56Newlon Deposition Transcript at 172:16-22 ("Q: In terms of splitting profits in
the 2007 to '09 years, is the fact that the Irish licensee's license had not been
terminated between 1984 and 2007 relevant to how you interpret the term
provision in the contract? A: These are related party licenses. It's not really
relevant.").
57This is reflected in the Company's relationship with the bottlers. Similar to the
termination provisions in the intercompany licenses, TCCC has the unilateral right
to terminate a bottler agreement in short order if the bottler does not agree to a
change in the concentrate price. Dr. Newlon dismisses these de facto short-notice
termination rights with respect to the bottlers because TCCC does not exercise
these rights given the nature of its ongoing business relationships with bottlers.
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Foreign Licensees dealing at arm's length, the same would be true with respect to

the intercompany licenses.

C. Dr. Becker Improperly Infers-from Certain Lower-Margin
Transactions That He Rejects as CUTs-Grossly Inflated Royalty
Rates that Are Inconsistent with Arm's-Length Licensing Behavior

In an attempt to bolster Dr. Newlon's analysis, respondent hired Dr. Becker

to consider whether and how certain uncontrolled agreements,58 in which the

Company had acted as a licensee, could be used to determine if the royalties

reported by petitioner in the intercompany licensing transactions59 Were ConSiStent

with arm's-length results.

Dr. Becker rejects the stated royalty rates in those uncontrolled agreements

as arm's-length benchmarks for the controlled transactions due to their lack of

similar profit potential, and thus does not treat them as CUTs. Dr. Unni considered

those same uncontrolled agreements and also rejected them as CUTs for reasons

58Those agreements were as follows: a 2008 transaction between Honest Tea, Inc.,
and Coca-Cola North America, a division of TCCC (the "Honest Tea transaction");
a 2007 transaction between Nestlé USA, Inc., and TCCC (the "Nestlé
transaction"); a 1990 transaction between Cadbury Schweppes Investments B.V.
and Coca-Cola (Japan) Company, a Japanese subsidiary of petitioner (the "Canada
Dry transaction"); a 2007 transaction between the Caribou Coffee Company and
Coca-Cola North America; a division of TCCC (the "Caribou transaction"), and a
2006 agreement between Godiva Brands Inc., and TCCC (the "Godiva
transaction").
59As with Dr. Newlon, respondent restricted Dr. Becker's assignment to exclude
the Egypt Licensee, presumably because the Egypt Licensee does not fit
respondent's preferred narrative.
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articulated in his rebuttal report.6° Though Dr. Becker does not label his approach

or explain it by reference to the transfer-pricing regulations, it resembles the CPM.

Dr. Becker takes the licensees' average projected post-royalty operating margin

(8.3%) over a short initial period in these lower-margin transactions and assigns it

to the Foreign Licensees he considered, allocating 100% of the remaining

projected profit to TCCC. In other words, Dr. Becker does not allow those Foreign

Licensees to share in any expected profit attributable to the higher-margin products

in the intercompany transactions, which he allocates to TCCC. Dr. Becker's

extreme approach, which is based on his own economic conjecture, is inconsistent

with arm's-length licensing behavior in which licensees in fact share in such

excess margins in order to incentivize them to maximize the success of the

underlying business.

His flawed economic analysis is only part of the problem. The

comparability of two of the five transactions Dr. Becker uses-the Honest Tea and

Nestea transactions-is tainted by interwoven economic terms for which

adjustments cannot be made. In one transaction, TCCC had acquired a substantial

minority interest in the licensor (Honest Tea) before the license, and both sides of

60In his rebuttal to Dr. Becker's analysis, Dr. Unni applies the CPSM using the
Canada Dry, Caribou, and Godiva transactions to calculate how unrelated parties
split the combined operating profit at arm's length. The CPSM profit-split ratio
would result in an arm's-length payment nearly identical to Dr. Unni's best method
CUT payment. See Expert Rebuttal Report of Sanjay Unni, Ph.D., Sept. 29, 2017,
at 43-46. He finds that most of the expected profits in those transactions were to
be retained by the licensees.
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the transaction had purchase options. In addition, Dr. Becker had to rely solely

upon one year of projected licensee operating margins, which give no meaningful

insight into how unrelated licensing parties would price a royalty or split profit

when negotiating a beverage license.

The other transaction has similar problems. It was executed to facilitate a

joint venture exit between the licensor (Nestlé) and the licensee (TCCC) that

included the release of valuable non-compete provisions and the return of certain

intangible property contributed to the joint venture. These intertwined economic

provisions render Dr. Becker's analysis (which ignores them) entirely unreliable.

Dr. Becker's use of the remaining three transactions-the Cadbury, Godiva,

and Caribou transactions-is also marred by data deficiencies that understate the

projected licensee margins over the term of those deals. His hypothesized margins

based exclusively on projections for the first five years of long-term licenses

disregard the economies of scale that were expected to improve the profitability of

the licensee over time if the licensed products became successful.6¹ Other terms

and characteristics of those transactions (e.g., the level of the market at which they

operate) also render his use of the projected margins erroneous.

61The Company entered those transactions not for the short-term margins, but with
the expectation that its international structure would develop and expand the
markets substantially over time, producing larger profits and margins for both the
licensor and the licensee over a longer period.
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D. Comparable Uncontrolled Master Franchising Transactions Involving
Well-Known Trademarks Provide the Most Reliable Measure of
Arm's-Length Royalties for the Intercompany Licenses

The CUT method is a specified transfer-pricing method that relies on real-

world transactions to directly measure prices for licensed intangibles.62 h Treas.

Reg. § 1.482-4(c). Dr. Unni's CUT method using master-franchising transactions

is the best method for determining the arm's-length royalty rates to which TCCC

and the Six Foreign Licensees would have agreed had they resorted directly to a

market alternative to the controlled transactions. See Treas. Reg. § 1.482-4(d)(1).

Like the CUTs accepted by this Court in other cases, the master-franchising

comparables are real-world transactions that establish the prices that third party

licensees pay and licensors accept in the exploitation ofhighly valuable trademarks

and other intangible property (e.g., McDonald's) in connection with similar

products within the same general industry or market. In three significant transfer-

pricing cases litigated in recent years, this Court has consistently held that the CUT

method is the "best method" and that real-world transactions provide the most

objective and reliable basis for determining whether the results of a controlled

transaction are arm's length. See Amazon.com, 148 T.C. at __ (slip op. at 68)

(finding that CUTs involving the taxpayer's technology, customer information, and

third-party trademarks in the retail and internet categories provided the best

62If an uncontrolled transaction involves a transfer of the same intangible under the
same or substantially similar circumstances, then the CUT method will generally
be the best method. Treas. Reg. § 1.482-4(c)(2)(ii).
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method for pricing the intangible property made available by the taxpayer to a

foreign affiliate); Veritas, 133 T.C. at 327-31 (2009) (finding that taxpayer's

licenses of rights to its software to original equipment manufacturers provided

comparable starting royalty rates for technology licensed to an affiliate);

Medtronic, T.C. Memo. 2016-112 (finding that even heavily adjusted CUTs were

more reliable than respondent's CPM). These cases are the latest in a long line that

prioritizes CUTs even when imperfect. See Sundstrand, 96 T.C. at 391-96

(adjusting taxpayers' licenses with third parties to account for differences between

the intercompany license to taxpayer's subsidiary and the third party licenses);

Ciba Geigy Corp. v. Commissioner, 85 T.C. 172, 227-28 (1985) (determining an

arm's-length royalty rate for controlled transaction by reference to a bona fide

offer made by a third party, prevailing rates in the industry, and the profit potential

of the product); see also Compaq Computer Corp. v. Commissioner, T.C. Memo.

1999-220 (applying the comparable uncontrolled price method to the purchase of

printed circuit assemblies).

Master franchising is a business model in which a franchisor licenses its

trademark, product formulations, and other intangible property to a third party-

the master franchisee. In turn, the master franchisee develops, manages, and

oversees independent or related enterprises that own and operate the franchise

stores (the sub-franchisees) and performs local marketing activities to increase sub-

franchisee sales and enhance the value of the franchisor's licensed intangibles.
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McDonald's, Domino's Pizza, and other globally recognized quick-service

restaurant franchisors operate through master-franchising structures in many of the

markets at issue in this case. In their role, the master franchisees typically receive

a percentage of the sub-franchisees' sales and pay a portion of those proceeds to

the franchisor.

To generate their relatively high profits, both the Six Foreign Licensees and

the uncontrolled master franchisees exploit the licensed intangible property

through local marketing, product development initiatives, and management of sub-

franchisees (bottlers in the case of the Six Foreign Licensees; restaurant owners in

the case of McDonald's) in connection with the sale of similar products-fast

foods and beverages and non-alcoholic beverages, which share similar economic

profiles and are often marketed together.

Dr. Unni's master-franchise CUTs are particularly good comparables in this

case for two principal reasons: (1) the master-franchise CUTs involve well-

recognized trademarks and formula-related intangible property that are used in

connection with similar products (i.e., food and beverages) and (2) like the master

franchisees in the uncontrolled transactions, the Six Foreign Licensees operate at a

similar intermediate level between TCCC (the franchisor) and the bottlers (sub-

franchisees) in a franchise business setting and are similarly responsible for

exploiting the licensed intangible property through the same core activities as the

uncontrolled master franchisees (in addition to other activities).
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Because profit potential can affect arm's-length royalty rates, it is an

important comparability factor in a CUT analysis. Treas. Reg. § 1.482-

4(c)(2)(iii)(B)(1)(ii). Dr. Unni analyzes the issue and concludes that the Six

Foreign Licensees' pre-royalty intangibles-related operating profit margins (after

subtracting routine manufacturing returns) measured using the base of the retail

sales revenues of Company products are similar to (and in fact slightly lower than)

the similarly measured intangibles-related profit margins for the uncontrolled

master-franchising transactions that serve as CUTs.

As required by the regulations, Dr. Unni makes a comparability adjustment

for the Six Foreign Licensees' reimbursement of headquarters' expenses through

Pro Rata.63 Because the uncontrolled master franchisees do not make similar

payments to the franchisors, Dr. Unni reduces the CUT royalty rates to account for

the additional payment by the Six Foreign Licensees. Given the similarity in profit

potential, functions, and products, Dr. Unni concludes that the median master-

franchisee CUT royalty rate after the headquarters adjustment is the most reliable

measure of the arm's-length royalty payment for the Six Foreign Licensees. As a

percentage of retail sales to consumers, the arm's-length interquartile range of

royalty rates is 1.8% to 2.7% with a median royalty rate of 2.2%. Measured as a

63Dr. Unni makes this adjustment by determining the amount of headquarters
expenses attributable to the master franchisees' territories and subtracting them
from the royalties paid by the master franchisees before calculating adjusted
royalty rates.
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percentage of the Six Foreign Licensees' gross concentrate sales, the arm's-length

interquartile range of royalty rates is 10.0% to 15.2% with a median royalty rate of

12.3%.

E. Dr. Unni Confirms the Reliability ofHis CUT Method Using the CPSM
with the Master-Franchising Comparables

Dr. Unni confirms his CUT royalty rate by applying the CPSM to the same

master-franchising transactions. The CPSM is a specified transfer-pricing method

that looks to how uncontrolled parties engaging in a similar transaction and

performing similar activities to the controlled taxpayers split operating profit or

loss, and then uses the split percentages to allocate the combined profit or loss in

the controlled transaction. Treas. Reg. § 1.482-6(c)(2)(i). In other words, while

the CUT method looks directly at royalty rates, the CPSM looks to the division of

operating profits to calculate an effective royalty rate based on the licensor's share

of the combined operating profit in the uncontrolled setting.

Before necessary adjustments, the median operating profit split between the

franchisors and master franchisees in the uncontrolled transactions for the 2007-

2009 years is 39.5% to the franchisor and 60.5% to the master franchisee. Without

adjustments, the franchisor's share is overstated due to differences between the Six

Foreign Licensees and the master franchisees. Dr. Unni makes three adjustments

to both sets of transactions to account for these differences.

First, Dr. Unni adjusts the profit pools in the uncontrolled transactions to

remove routine profit of the master franchisee attributable to leasing and
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commissary functions that are not performed by the Six Foreign Licensees.

Similarly, Dr. Unni removes from the Six Foreign Licensees' profit pools routine

profits for manufacturing concentrate, a function not performed by the master

franchisees. Third, Dr. Unni makes an advertising adjustment to account for the

fact that the Six Foreign Licensees bear advertising expenses and the uncontrolled

master franchisees do not. Although the master franchisees conduct the required

local market advertising in the third-party transactions, it is paid for by the sub-

franchisees. Accordingly, Dr. Unni adjusts the profit pools in the uncontrolled

transactions to allocate to the master franchisee the portion of the sub-franchisees'

returns attributable to their advertising expenditures.

The median profit split between the franchisors and the master franchisees in

the uncontrolled transactions after these adjustments is 28.8% and 71.2%,

respectively. This translates to a median arm's-length royalty rate for the Six

Foreign Licensees of 14.9% on gross concentrate sales. In addition to

corroborating the reliability of the CUT royalty rate,64 Dr. Unni's CPSM analysis

demonstrates that at arm's length franchisors that own and make available valuable

intangible property to master franchisees share significant intangibles-related

profits with the master franchisees.

64The median CPSM result of 14.9% is within the interquartile range of CUT
royalty rates.
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F. Dr. Cragg's Residual Profit Split Analysis Confirms the
Reasonableness of Dr. Unni's CUT Analysis and Provides Another
Sound Basis for Determining Reasonable Arm's-Length Royalties for
the Intercompany Licenses

Dr. Cragg applied the RPSM to estimate the arm's-length royalties due to

TCCC in the intercompany license transactions,65 in an approach that accounts for

any legacy contributions by TCCC. The RPSM is a specified transfer-pricing

method that divides operating profit or loss between the controlled taxpayers using

a two-step process. Treas. Reg. § 1.482-6(c)(3)(i). Like the CPSM, the RPSM

starts with the combined operating profit of the controlled transaction, which in

this case is the system profit on the Six Foreign Licensees' operations. The first

step of the RPSM allocates operating profit to one or both related parties for their

"routine" contributions-activities for which it is possible to identify a market

return. Treas. Reg. § 1.482-6(c)(3)(i)(A). The unallocated remaining profit is the

"residual profit" attributable to the parties' non-routine contributions. Treas. Reg.

§ 1.482-6(c)(3)(i)(B)(1). The residual profit is allocated between the parties based

on the relative value of their non-routine contributions. Id. To estimate the value

of each controlled party's non-routine contributions, the regulations permit

taxpayers to capitalize the costs of non-routine development activities that build a

hypothetical asset value, with those values amortized over their useful lives. Treas.

Reg. § 1.482-6(c)(3)(i)(B)(2).

65Dr. Cragg's analysis includes the Six Foreign Licensees and the Mexico
Licensee.
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Dr. Cragg applies this two-step process by providing the Six Foreign

Licensees with a return for their concentrate manufacturing function and splitting

the residual profit between the parties to the licenses based on their actual

historical intangible investments in the geographies at issue.66 In accordance with

the regulations, Dr. Cragg capitalizes and amortizes those historical costs67 based

on the useful life of the intangible property. To be conservative, Dr. Cragg

assumes an indefinite useful life for the Company's intangible investments and

applies a geometric amortization rate of 10% to reflect its decay over time.68 This

equates to the intangible property having a half-life of 6.6 years.

Based on this historical-investment RPSM, Dr. Cragg concludes that the

weighted-average arm's-length royalty rates are 4.6%, 4.1%, and 3.9% on gross

concentrate sales for the 2007, 2008, and 2009 tax years, respectively. Even under

an extreme, highly conservative approach that does not amortize TCCC's prior

661n certain geographies and before the years at issue, controlled foreign
corporations not at issue in this case bore historical investments in the Company's
intangible property licensed to the Six Foreign Licensees. Because neither TCCC
nor the Six Foreign Licensees bore those expenses, Dr. Cragg does not give either
party credit for these investments in splitting the residual profit.
67Dr. Cragg adjusts for the effects of inflation to equate all expenditures.
68This means that the value of the intangible property diminishes by 10% year over
year. Dr. Cragg determined that a 10% amortization rate was appropriate based on
three separate sources: academic studies on the amortization rate of trademarks and
marketing intangibles, a regression analysis of the Company's financial data that
shows the relationship between investments in the Company's intangible property
and revenue over time, and the Company's internal studies on the short-term
effects of TV advertising on sales.

97



spend (i.e., that assumes that all expenditures create benefits that are perpetual and

do not diminish), the weighted-average royalty rates are 10.7%, 10.3%, and 10.3%

on gross concentrate sales for the 2007, 2008, and 2009 tax years, respectively.

These results are consistent with the long-standing licenses under which the Six

Foreign Licensees have made enormous intangible investments to develop and

enhance the Company's trademarks in the foreign markets at issue.

Dr. Cragg confirms his historical-investment RPSM with an enterprise-

value-based RPSM that uses historical data and enterprise value to split residual

profit. He bases that split on the Company's enterprise value in the relevant

foreign countries at the time each Foreign Licensee he considered was established

in that country relative to the enterprise value in each country in each of the years

at issue. This RPSM application attributes to those Foreign Licensees, for their

contributions, any increase in the enterprise value from the inception of the

intercompany licenses to the years at issue. This approach yields weighted-

average royalty rates on gross concentrate revenues of 7.0%, 6.2%, and 6.5% for

the 2007, 2008, and 2009 tax years, respectively.

G. Mr. Reams's Asset Management Approach Appropriately Credits
TCCC for Its Role with Respect to the Foreign Business

Dr. Newlon's bottler-based CPM assumes that TCCC is entitled to all non-

routine returns. But there is good reason to conclude that TCCC should earn far

less because the Company's decentralized business model reflects a limited

contribution by TCCC. Mr. Reams determined that an Asset Management
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economic model, which is commonly used to compensate asset managers in the

financial services sector, provides a valuable insight into the arm's-length royalties

due to TCCC. Asset managers provide oversight, set general strategies for the

exploitation of the underlying assets, and determine how best to allocate capital.

An asset manager's compensation is generally a combination of a management fee

that consists of a fixed percentage (typically 2%) of the total value of the assets

under management and a profit fee that consists of a percentage (typically 20%) of

the year-to-year growth in those assets.

Similar to an asset manager, TCCC establishes standards and guidelines,

performs general headquarters functions that include governance and stewardship,

and authorizes capital allocations. See supra at IX.F. The Six Foreign Licensees

are primarily responsible for developing the foreign business exploiting the

Company's intangible property in their markets, which includes working closely

with headquarters on strategic initiatives, business expenditures, and investments.

S_e_e supra at IX.C. Because the Six Foreign Licensees reimburse TCCC for the

expenditures that benefit their markets, TCCC does not incur the material financial

risks with respect to the Company's business in the Six Foreign Licensees'

geographies. See supra at IX.G.

The combination of fixed and contingent compensation for asset managers

aligns the incentives and risks of the asset manager and the capital investor. It is

consistent with the incentives and risks of TCCC as licensor and the Six Foreign
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Licensees as licensees. Both the asset manager and TCCC share in the upside of

the business (through a virtually certain payment stream that grows as the business

grows), while most of the downside risk and overall value remain with the

investors (at arm's length) and the Six Foreign Licensees (in the controlled

transactions) that are the residual claimants of any remaining profits. Mr. Reams

uses a common allocation for asset manager compensation-2% of total asset

value as a management fee and 20% as a profit fee-to calculate the royalty

payments due to TCCC.69

In the controlled transaction, the assets under management are all the assets

exploited in the Six Foreign Licensees' territories. Using historical financial data,

Mr. Reams estimates the total asset value by identifying and capitalizing the

historical costs7° incurred to build the business in the foreign territories. Mr.

Reams uses an indefinite useful life and amortizes the asset value of the asset by

applying a decay rate derived from his six-year half-life.7¹

Mr. Reams validates his estimated asset values by comparing them to the

Company's market capitalization in each of the years at issue for each Foreign

69Mr. Reams considered the Six Foreign Licensees and the Mexico Licensee.
7°These costs include all costs except costs of goods sold and non-marketing
revenue deductions. Like Dr. Cragg, Mr. Reams adjusts for the effects of inflation
to equate all expenditures.
71Mr. Reams' six-year half-life is based on advertising and marketing literature and
the length of time that the Company runs major marketing slogans. The six- year
half-life is also corroborated by Mr. Reams' market capitalization check.
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Licensee he considered. He then calculates the arm's-length payments to TCCC

by combining the management fee (2% of the total asset value in each year) and

the profit fee (20% of any increase in asset value from the prior year). When

reflected as a percentage of net revenue on concentrate sales, the weighted-average

arm's-length royalty rates are 9.7%, 9.2%, and 8.9% for 2007, 2008, and 2009,

respectively.

H. The Six Foreign Licensees Should Not Be Required to Pay TCCC
Royalties for the Use of Intangible Property Owned by Atlantic
Industries and the Brazil Licensee

Atlantic Industries and the Brazil Licensee own or should be treated as

owning for Federal income tax purposes the intangible property relating to certain

products on which the Six Foreign Licensees should not be required to pay TCCC

a royalty. This ownership falls into the following three categories:

 042First, Atlantic Industries and the Brazil Licensee are the
registered owners of certain trademarks relating to products
sold by the Six Foreign Licensees.

 042Second, the Brazil Licensee should be treated as the owner of
certain trademarks it registered in TCCC's name that relate to
local Brazilian products that the Brazil Licensee wholly
developed, consistent with the economic substance of the
licenses between TCCC and the Brazil Licensee.

 042Third, the Brazil Licensee should be treated as the developer
(and therefore the owner) of Coca-Cola, Sprite, and Fanta
trademarks under the developer-assister ownership rules
contained in the 1968 transfer-pricing regulations.

101



1. Atlantic Industries and the Brazil Licensee Were the Registered
Owners of Certain Trademarks and Should Not Be Required to
Pay TCCC a Royalty on Sales of Such Products

Under the 1994 transfer-pricing regulations generally in effect during the

years at issue,72 legally protected intangible property is considered owned by the

entity that is the legal owner under the law of the relevant jurisdiction "unless such

ownership is inconsistent with the economic substance of the underlying

transaction." Treas. Reg. § 1.482-4(f)(3)(i)(A).

TCCC is the registered owner of most of the trademarks relating to most of

the Company's products. But Atlantic Industries and the Brazil Licensee were the

registered owners of trademarks relating to a variety of products developed and

sold by the Six Foreign Licensees, including Schweppes, Canada Dry, A&W, Dr.

Pepper, Frescolita, Matte Leao, and others.

Respondent appears to agree that the Six Foreign Licensees should not be

required to pay TCCC a royalty for the use of trademarks registered in their names

or in the names of other foreign affiliates. In that regard, Dr. Newlon revised his

analysis to exclude income relating to these products from his adjustments.73

72These regulations were promulgated in 1994 to replace the 1968 regulations. As
discussed below, the 1968 regulations apply to the Brazil Licensee because the
effective-date provision of the 1994 regulations provided that the 1994 regulations
did not apply to certain existing licenses.
73See Expert Witness Rebuttal Report of T. Scott Newlon, Sept. 29, 2017,
Appendix A; see also Expert Witness Report of T. Scott Newlon, June 27, 2017, at
37 n.91.
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2. TCCC's Registered Ownership of Certain Brazilian Trademarks
Is Inconsistent with the Economic Substance of the License with
the Brazil Licensee

The transfer-pricing regulations have always recognized that registered

ownership of intellectual property, including trademarks, is not determinative of

ownership for transfer-pricing purposes. As discussed below, registered ownership

was entirely irrelevant under the 1968 regulations. Though they shifted the focus

onto legal ownership, the 1994 regulations recognize that economic substance

should override form by providing that legal ownership is disregarded if it is

inconsistent with economic substance.

The 1994 regulations' overriding focus on substance is sensible given that a

large multinational enterprise can register trademarks to any controlled entity

without any meaningful effect on its trademark protections. In fact, the Company

has split ownership of various trademarks across different legal entities around the

world and sometimes across entities even within a single jurisdiction.

The Brazil Licensee developed various local products from scratch and bore

all associated risks, including large marketing investments, yet registered the

associated trademarks locally in TCCC's name. Perhaps the best example of this is

Kuat, a guaraná-based74 beverage developed by the Brazil Licensee in its Rio de

Janeiro R&D center in the late 1990s. The Brazil Licensee built Kuat from scratch

74The seeds of the fruit of the Guarana plant, which is commonly grown in Brazil,
have a high caffeine concentration.
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into a successful product with sales of over $140 million during the years at

issue.75 Requiring royalty payments from the Brazil Licensee to TCCC for the use

of trademarks relating to Kuat and similar local Brazilian products is inconsistent

with the economic substance of the license transactions between TCCC and the

Brazil Licensee.76 See Treas. Reg. § 1.482-4(f)(3)(i)(A).

Respondent's position on whether the Brazil Licensee should pay royalties

on Kuat and similar local Brazilian products is not entirely clear. On the

instruction of respondent's counsel, Dr. Newlon adjusted his analysis to exclude

income relating to these products from his adjustments.77 Whether respondent

agrees with petitioner remains an open question.78

75That figure includes sales of Kuat and Kuat Light, the diet variant of the Kuat
beverage. See Expert Accounting Report of Robert T. Wentland, June 29, 2017,
Exhibit 6.2. Both Kuat and Kuat Light were among the top ten products by gross
revenues for the years at issue. Id.
76As a technical matter, the written license agreements between TCCC and the
Brazil Licensee were never amended to include the Kuat trademarks or any other
intangible property relating to Kuat.
77See Expert Witness Rebuttal Report of T. Scott Newlon, Sept. 29, 2017,
Appendix A.
78Respondent should agree with petitioner on this issue given that he brushed aside
legal ownership in favor of "economic ownership" when the shoe was on the other
foot in this case in the Canada context. See supra at VIII.A.4. and IX.J.
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3. The Brazil Licensee Should Be Treated as the Owner of the
Coca-Cola, Sprite, and Fanta Trademarks in Brazil under the
1968 Transfer-Pricing Regulations

In his zeal to designate this case for litigation, respondent apparently failed

to realize that the 1968 regulations apply to the Brazil licenses.79 So it is no

wonder that he has not even attempted to apply them. The Brazil Licensee

succeeded to a nascent branch operation in Brazil after an outbound section 351

transaction in 1963. Since then, it has borne full risk and responsibility for the

Brazilian market and should therefore be treated as the developer (and therefore

the owner for transfer-pricing purposes) of the Coca-Cola, Sprite, and Fanta

trademarks in Brazil. As a result, the Brazil Licensee should not be required to pay

TCCC a royalty on sales of those products.

The 1968 transfer-pricing regulations apply to tax years beginning after

December 31, 1953. See 33 Fed. Reg. 5848 (Apr. 16, 1968). The 1968 regulations

remained effective until they were replaced by the 1994 regulations that apply to

tax years beginning after October 6, 1994.8° Importantly, licenses granted to

79Respondent did not mention the 1968 transfer-pricing regulations in any of his
hundreds of information document requests during the audit and discovery requests
in this litigation, and Dr. Newlon (who cites the 1994 transfer-pricing regulations)
failed to mention it in any of his reports. In addition, respondent designated this
case for litigation for the express purpose of applying the 1994 transfer-pricing
regulation containing the CPM (i.e., Treas. Reg. § 1.482-5). The 1968 transfer-
pricing regulations contained no CPM.
8°Temporary regulations promulgated in 1993 were effective for tax years
beginning after April 21, 1993. See Temp. Treas. Reg. § 1.482-1(h), 58 Fed. Reg.
5282 (Jan. 21, 1993). Those regulations did not meaningfully change the
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foreign persons before November 17, 1985, were grandfathered under the 1968

regulations. See Treas. Reg. § 1.482-1(j)(4). Consequently, the 1968 regulations

continue to govern the Brazil licenses, which were executed in 1963 (Coca-Cola),

1964 (Fanta), and 1966 (Sprite) and have remained in effect ever since.

The 1968 regulations differ substantially from their successors in

determining the owner of intangible property. Under the 1968 regulations, the

developer (generally the one responsible for expenditures in developing the

intangible) of intangible property owns it for transfer-pricing purposes. See Treas.

Reg. § 1.482-2(d)(1)(ii)(a), 33 Fed. Reg. 5852 (Apr. 16, 1968). Legal ownership is

unimportant. DHL Corp. v. Commissioner, 285 F.3d 1210, 1222 (9th Cir. 2002)

(observing that "[t]he 1994 revision of the 1968 regulations thus strongly

reinforces a plain-meaning reading of the 1968 regulations, with the result that

legal ownership is not the analytical touchstone for those regulations").

Determining which entity is a developer is a matter of facts and circumstances.

S_e_e Treas. Reg. § 1.482-2(d)(1)(ii)(c), 33 Fed. Reg. 5853 (Apr. 16, 1968). The

most important factor in determining ownership status is the relative amount of

direct and indirect costs of development and the corresponding risks of

development bome by various group members. DHL, 285 F.3d at 1221 (holding

that the principal focus of the 1968 transfer-pricing regulations is not on legal

intangible property ownership rules set forth in the 1968 regulations. See Temp.
Treas. Reg. § 1.482-4(e)(3), 58 Fed. Reg. 5289 (Jan. 21, 1993).
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ownership of intangible property but on "equitable ownership based on economic

expenditures"); Treas. Reg. § 1.482-2(d)(1)(ii)(c), 33 Fed. Reg. 5853 (Apr. 16,

1968).81 Other relevant factors of lesser importance include the location of

development activity, the capabilities of affiliates to conduct the activity

independently, and the degree of control exercised by the entities. DHL, 285 F.3d

at 1223; Treas. Reg. § 1.482-2(d)(1)(ii)(c), 33 Fed. Reg. 5853 (Apr. 16, 1968).

The Ninth Circuit Court of Appeals' opinion in DHL is a definitive

interpretation of these 1968 regulation concepts in the trademark context. 285 F.3d

at 1223-24. In determining the relative costs of development (the factor given the

greatest weight in determining ownership under the 1968 regulations), the Ninth

Circuit observed that "a trademark requires ongoing development activity.

Advertising is ephemeral, and trademarks require continued promotion." Id. at

1223 n.9. The Ninth Circuit also observed that "[s]ince developing a trademark

includes advertising the mark, it does not make sense to distinguish between

typical marketing activity and development." Id. at 1223. Finally, the Ninth

Circuit also concluded that the other three less important factors (i.e., the location

of development activity, the capability to carry on the activity independently, and

the degree of control over exercised by various entities) all supported the ultimate

conclusion that the foreign subsidiary, rather than the U.S. parent (i.e., the original

8¹The Ninth Circuit affirmed in part and reversed in part a 1998 Tax Court
memorandum opinion.

107



registered trademark owner), was the developer of the trademarks at issue. Id. at

1223-24.

In this case, the Brazil Licensee has borne nearly all costs associated with

developing Coca-Cola, Sprite, and Fanta trademarks in Brazil.82 The Brazil

Licensee first entered into a license with TCCC to manufacture Coca-Cola

concentrate and market finished beverages in 1963. Licenses for Fanta and Sprite

followed soon thereafter in 1964 and 1966. At that time, the Company's business

in Brazil was small, with gross revenues averaging less than $1 million per year in

the years prior to the Brazil Licensee's intercompany license.83 Between 1945

when the Company first started selling its products in Brazil and 1962, the branch

operation that was subsequently transferred to the Brazil Licensee in an outbound

section 351 transaction spent less than $350,000 per year on marketing in Brazil.84

The benefits of those expenditures have long since expired. Moreover, under the

section 367 ruling, the Brazil Licensee succeeded to ownership of any local

goodwill developed by the branch. For the next 45 years (up to the first of the

years at issue), the Brazil Licensee has continuously invested in marketing the

products relating to the Company's trademarks. Those investments have been at

82As noted below, accounting for dividends paid by the Brazil Licensee in
satisfaction with the Royalty Closing Agreement, the Brazil Licensee bore all costs
relating to the Brazilian market.
83See Expert Accounting Report of Robert T. Wentland, June 29, 2017, Exhibit
6.1a.
84See id. Exhibit 6.1.
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levels that far surpass any marketing done by U.S. affiliates before 1963. As a

result of those investments, the Brazil Licensee has built the Brazilian market into

a geography generating $1 billion of revenue per year during the years at issue.85

Moreover, the dividends paid by the Brazil Licensee pursuant to the Royalty

Closing Agreement have far exceeded all marketing expenditures incurred by U.S.

affiliates for the benefit of the Brazilian market.86 In short, the Brazil Licensee has

borne the overwhelming portion of the costs and risks relating to the development

of the Company's Coca-Cola, Sprite, and Fanta trademarks in Brazil.

The factors of lesser importance in determining the developer under the

1968 regulations similarly support a determination that the Brazil Licensee is the

developer of the Company's Coca-Cola, Sprite, and Fanta trademarks in Brazil.

The development of those trademarks occurred in Brazil as a result of local

marketing activity and spend, and decisions regarding the registration of those

trademarks were made by employees of the Brazil Licensee. Treas. Reg. § 1.482-

2(d)(1)(ii)(c), 33 Fed. Reg. 5853 (Apr. 16, 1968). The Brazil Licensee was capable

of developing the trademarks in Brazil without TCCC's assistance, as is evidenced

by Kuat and the other products it developed with no input or assistance from

TCCC. On its part, TCCC would not have been unable to successfully develop its

85See id.
86See id. Exhibits 6.1 and 6.3.
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trademarks in Brazil without local personnel who understood the market.87 Id.

Finally, the Brazil Licensee exercised considerable discretion in determining the

types of advertisements and marketing campaigns it employed in Brazil.88 Id.

Accordingly, the Brazil Licensee should be considered the developer of the

Brazilian Coca-Cola, Sprite, and Fanta trademarks that were in existence and

licensed to it prior to November 17, 1985. As a result, the Brazil Licensee should

not be required to pay TCCC a royalty for its use of those trademarks. See Treas.

Reg. § 1.482-2(d)(1)(ii)(a), 33 Fed. Reg. 5852 (Apr. 16, 1968).

The Brazil Licensee should also be considered the owner of all Coca-Cola,

Sprite, and Fanta trademarks that have been registered in Brazil since November

17, 1985, because any other arrangement would be inconsistent with economic

substance.89 See Treas. Reg. § 1.482-4(f)(3)(i)(A). As the "equitable [owner]

based on economic expenditures" of the foundational trademarks relating to Coca-

Cola, Sprite, and Fanta trademarks, the Brazil Licensee would not have permitted

another entity to register trademarks reliant on its previous registrations in an

arm's-length setting. Thus, the Brazil Licensee should not be required to pay

87The Functions, Assets, and Risks of the Coca-Cola Company Entities, Roles and
Value Drivers with the Coca-Cola System, and Rebuttal of the Expert Report of T.
Scott Newlon, Michael I. Cragg, Ph.D., June 29, 2017, at 50-51.
88See id. at 56.
89The 1994 regulations apply to property not in existence on November 17, 1985.
S_e_e Treas. Reg. § 1.482-1(j)(4).
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TCCC a royalty on any Brazilian sales of Coca-Cola, Sprite, and Fanta products,

including all product variations (e.g., Diet/Light and Zero).

Given the foregoing, the Court need not look to the incremental value of the

legal rights provided by trademarks registered by the Brazil Licensee in TCCC's

name on or after November 17, 1985. But petitioner nonetheless offers an

alternative analysis that explains why the Coca-Cola, Sprite, and Fanta trademarks

registered in Brazil since November 17, 1985, should not entitle TCCC to royalties

relating to those products because they provided little meaningful additional legal

protection, for which the Brazil Licensee would not have paid a royalty at arm's

length. Specifically, Professor David J. Franklyn analyzed the 68 Brazilian

trademarks relating to Coca-Cola, Diet Coke/Coke Light, Fanta, Diet Fanta, and

Sprite that were commercially used in Brazil during the years at issue.9° He

determined that the 15 of those trademarks that were registered before November

17, 1985, provided sufficient legal protection against infringement or misuse of

any of the Coca-Cola, Diet Coke/Coke Light, Fanta, Diet Fanta, and Sprite

products, including variations marketed later. The Coca-Cola, Diet Coke/Coke

Light, Fanta, Diet Fanta, and Sprite trademarks registered in Brazil since

November 17, 1985, did not provide meaningful additional legal protection.

9°See Expert Report of Professor David J. Franklyn, June 29, 2017, at 8. Professor
Franklyn's analysis is also potentially relevant in the blocked-income context, see
infra at X.K.5. Professor Franklyn took a conservative approach that did not
include "Zero" product extensions.
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Therefore, the Brazil Licensee would not have paid TCCC much (if anything) to

use those trademarks at arm's length. The Court should therefore not require the

Brazil Licensee to pay TCCC any royalties on sales of Coca-Cola, Diet Coke/Coke

Light, Fanta, Diet Fanta, and Sprite in Brazil.

I. Petitioner Is Entitled to a Dividend Offset for Dividends Paid in
Satisfaction of the Product Royalty Amount under the Royalty Closing
Agreement's 10-50-50 Method

Simply stated, the primary question in a section 482 case involving a cross-

border transaction is: "Has the entity subject to United States tax jurisdiction been

taxed on an amount of net income that fairly reflects its own activities?"9¹

Accordingly, revenue procedures have historically permitted taxpayers to offset

dividends against transfer-pricing adjustments under certain circumstances.92

Although the procedural requirements for offsetting transfer-pricing adjustments

with dividends have changed over time, this practice recognizes that a taxpayer

that reported taxable income under section 482 should be allowed to repatriate cash

equal to the reported section 482 amounts without further tax consequences.93

The Court should allow petitioner to offset dividends paid by the Six

Foreign Licensees in 2007-2009 in satisfaction of the Royalty Closing Agreement

9¹Mortimer Caplin, Trading with Related Foreign Entities: Current American Tax
Perspective, 9 Akron L. Rev. 223, 223 (1975).
92These revenue procedures are described below, see infra at X.I.2.
93Dividends used to offset transfer-pricing adjustments lose their character as
dividends for all federal income tax purposes, including for purposes of attracting
deemed paid or "indirect" foreign tax credits under section 902.
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(i.e., dividends paid to satisfy 10-50-50 amounts) against any deficiency

determined by the Court.94 Respondent permitted and encouraged petitioner to

repatriate dividends in satisfaction of the 10-50-50 Method for computing product

royalties under the Royalty Closing Agreement. It would be inequitable for the

Court to permit respondent to assert a failure to strictly comply with the revenue

procedure in order to deny dividend-offset treatment. Moreover, respondent

allowed one of petitioner's Foreign Licensees dividend-offset treatment in three

consecutive years (one of which is now before the Court) without insisting on strict

compliance with the applicable revenue procedure. Respondent should be deemed

to have forfeited the ability to now insist on strict compliance with his procedures.

1. Relevant Facts

The facts supporting petitioner's dividend-offset arguments are undisputed

and are set forth in the Third Stipulation of Facts. See Third Stipulation of Facts.

Petitioner briefly summarizes those facts here. The Royalty Closing Agreement

allowed petitioner to count dividends toward the 10-50-50 amount without

requiring an offset against a royalty income adjustment or a resulting loss of

associated indirect foreign tax credits. Id. at ¶ 309.c. In most instances, Foreign

94petitioner acknoWledges that such dividend-offset allowance would result in the
affected dividends losing their character as dividends for all federal income tax
purposes, including deemed paid credits under section 902. In the event the Court
sustains petitioner's blocked-income arguments, petitioner requests dividend-offset
treatment only with respect to the maximum royalty payable by the Brazil licensee
under Brazilian law, as stipulated by the parties. See Fourth Stipulation of Facts.
See also infra at X.K.
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Licensees satisfied the 10-50-50 amount with a combination of Pro-Rata amounts,

dividends, and royalty payments. Id. at ¶ 311.

During the five consecutive audit cycles spanning 1996-2006, the IRS

audited petitioner's application of the 10-50-50 Method. Id. at ¶¶ 314, 316, 318,

320, and 322. For the first four audit cycles (which covered tax years through

2004), when a Foreign Licensee paid dividends to satisfy the 10-50-50 amount, the

IRS made no adjustments, and the dividends satisfied the Foreign Licensee's 10-

50-50 amount without requiring petitioner to comply with the revenue procedure or

forgo its foreign tax credits. Id. at ¶¶ 315, 317, 319, and 321. The same was true

in the fifth audit cycle, which covered 2005 and 2006, except with respect to a

Foreign Licensee in Indonesia (the "Indonesia Licensee").95 Id. at ¶ 323.

The Indonesia Licensee satisfied the 10-50-50 amount entirely with

dividends in 2005 and 2006. Id. at ¶ 324a. After inquiring into why the Indonesia

Licensee did not pay actual royalties, in February 2009, the IRS proposed that the

dividends paid by the Indonesia Licensee should be offset against an agreed

royalty amount. Id. at ¶ 324.d. A few months later, the IRS proposed royalty

income adjustments equal to the 10-50-50 amounts and dividend offsets in the

same amounts. Id. at ¶ 324.e. Petitioner agreed to the proposed adjustments,

95The Indonesia Licensee is not the subject of a royalty adjustment in this case
because respondent accepted the 10-50-50 amount as an arm's-length royalty for
the Indonesia Licensee (and other Foreign Licensees) for the years at issue.
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including the dividend offset and the resulting disallowance of section 902 credits.

Il at ¶ 324.f.

The Indonesia Licensee also satisfied the 10-50-50 amount with dividends in

2007, the first of three tax years at issue in this case. Id. at ¶ 328. When it filed its

2007 Federal income tax return, petitioner did not make a contemporaneous

dividend-offset election relating to those dividends. Id. In November 2014, during

the audit that ultimately led to this litigation, the IRS allowed petitioner to make

affirmative adjustments to increase the Indonesia Licensee's royalty income to an

amount equal to the 10-50-50 amount and to offset that income increase with

dividends, resulting in a disallowance of section 902 credits. Id. at ¶ 329.

The Indonesia Licensee paid dividends in excess of the 10-50-50 amounts

for 2008 and 2009. Id. at ¶¶ 333 and 337. On its 2008 and 2009 Federal income

tax returns, petitioner made affirmative section 482 allocations equal to the 10-50-

50 amounts and dividend-offset elections in those same amounts, forgoing section

902 credits associated with those dividends. Id.

For the years at issue, the Six Foreign Licensees paid over $1.8 billion in

dividends in satisfaction of their 10-50-50 amounts. Broken down by year and

licensee, those amounts are as follows:96

96See Third Stipulation of Facts at ¶¶ 325-328, 330-332, and 334-336.
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Brazil Licensee Chile Licensee AI Licensees

2007 $269,190,326 $67,011,150 $130,217,943

2008 $309,237,285 $78,113,216 $270,820,788

2009 $308,395,621 $87,927,501 $281,109,077

Total $886,823,232 $233,051,867 $682,147,808

At no time before petitioner filed its 2009 Federal income tax return on

September 1, 2010, did any IRS employee advise any of petitioner's employees, in

writing or otherwise, that the IRS would hold petitioner annually to the

administrative steps recited in Rev. Proc. 99-32 with respect to satisfying the

royalties reported on its timely filed original returns as a prerequisite to the right to

offset dividends it received in satisfaction of the Brazil, Chile, and Atlantic

Industries Licensees' 10-50-50 amounts or section 482 allocations. E at ¶ 339.

2. Law and Argument

The IRS has a longstanding practice-reflected in revenue procedures-of

permitting taxpayers to initiate adjustments to offset dividends against section 482

allocations. See generally Rev. Proc. 99-32, 1999-2 C.B. 296, secs. 4 and 5, and

its predecessor, Rev. Proc. 65-17, 1965-1 C.B. 833, secs. 4 and 5.97 Under either

97The practice is so enshrined in domestic transfer-pricing practice that the
regulations, which were promulgated in 1994, reference it. See Treas. Reg.
§ 1.482-1(g)(3)(i) (providing that the Commissioner can provide in revenue
procedures for repayment of amounts allocated under section 482 without further
income tax consequences).
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revenue procedure, a dividend used to offset a section 482 allocation ceased to

qualify as a dividend for any federal income tax purpose, which meant, among

other things, that a taxpayer could not claim indirect (i.e., section 902) foreign tax

credits with respect to such a dividend. See Rev. Proc. 99-32, sec. 4.01(4); Rev.

Proc. 65-17, sec. 4.01(2). Rev. Proc. 99-32 took effect for tax years beginning

after August 23, 1999 and applies for the years at issue. See Rev. Proc. 99-32,

sec. 6.

An important difference between Rev. Proc. 65-17 and Rev. Proc. 99-32 is

that the former allowed dividends paid in the year for which a section 482

allocation was later made to offset such allocation after a closing action, while the

latter restricts dividend-offset treatment to distributions made (1) in the year for

which a taxpayer-initiated adjustment was made or (2) in the year a closing

agreement is entered into in connection with an IRS-initiated adjustment for prior

years. In other words, under the earlier revenue procedure no action was required

of taxpayers regarding an election of dividend coverage until resolution of the

disputed years, at which time taxpayers could elect to treat dividends paid in prior

years as satisfying adjustments for those years. Rev. Proc. 99-32 changed that

procedure so that only dividends paid in the year in which adjustments were finally

determined could be applied to offset such adjustments. See Rev. Proc. 99-32,

Explanation of Provisions (B. Offsets); id. at sec. 4.02. In the case of a taxpayer-

initiated adjustment, Rev. Proc. 99-32 requires a statement with the original
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Federal income tax return reporting the primary adjustment (e.g., increase in

royalty income to be offset by dividends) and prohibits dividend offset treatment

when claimed on an untimely or amended return. Id. at secs. 4.02 and 5.02.

Before moving to the more restrictive dividend-offset practice reflected in

Rev. Proc. 99-32, the IRS considered eliminating dividend-offset treatment

altogether on the basis that it "lessens the incentive built into the section 482 and

6662(e) regulations to comply upfront and conform [taxpayers'] transfer pricing to

the arm's length standard in the first instance, since they are able to mitigate the

tax effect of non-arm's length pricing by means of the dividend offset." See

Announcement 99-1, 1999-1 C.B. 302, 302. Rev. Proc. 99-32 itself notes the

debate among commentators regarding dividend offsets, with some favoring total

elimination and others favoring retention of the liberal practice reflected in Rev.

Proc. 65-17. See Rev. Proc. 99-32, Explanation of Provisions (B. Offsets). Rev.

Proc. 99-32 purports to strike a balance between the competing concerns. In the

IRS's view, the changes reflected in Rev. Proc. 99-32 were consistent with the

overall goal of upfront compliance with the arm's-length standard and reduce any

disincentive to repatriate earnings. Moreover, they improve administrability by

dispensing with the need to reverse tax effects reported on prior income tax

returns, as was required with a dividend offset pursuant to Rev. Proc. 65-17.98 M.

98The policy considerations supporting this change in the revenue procedures are
not present in this case. The Royalty Closing Agreement treated current year
dividends as royalty substitutes on a current-year basis and encouraged dividend
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On the facts of this case, it would be fundamentally inconsistent with the

goals of Revenue Procedure 99-32-not to mention basic principles of fairness-to

deny petitioner dividend-offset treatment and require double repatriation because

petitioner did not strictly comply with a revenue procedure that is inconsistent with

the parties' course of dealing. Instead, the Court should find that dividends paid in

satisfaction of the 10-50-50 Method were intended to comply with section 482 and

permit dividend-offset treatment to the extent necessary despite petitioner's having

not filed statements with the returns for the years at issue. Indeed, had petitioner

had any prior notice that the IRS intended to repudiate its longstanding acceptance

of the 10-50-50 Method, petitioner could have protected itselfby filing protective

Rev. Proc. 99-32 statements with its Federal income tax returns for the years at

issue. By failing to notify petitioner of its complete departure from past practice,

the IRS denied petitioner that opportunity. The Court should not allow the IRS to

benefit from its inconsistent behavior. See, e.g., Alamo Nat'l Bank v.

Commissioner, 95 F.2d 622 (5th Cir. 1938); Johnston v. United States, 605 F.

Supp. 26 (D. Mt. 1984).

Moreover, in the limited instances in which the IRS believed that dividends

paid in satisfaction of 10-50-50 should not have retained their character as

repatriation to satisfy the 10-50-50 Method in order to avoid penalties in the future.
The Six Foreign Licensees did not pay dividends in satisfaction of the Royalty
Closing Agreement as part of an attempt to avoid upfront compliance with the
arm's-length standard but rather to comply with an agreed methodology to avoid
transfer-pricing disputes.
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dividends (i.e., the dividends paid by the Indonesia Licensee in 2005, 2006, and

2007), the IRS waived compliance with the revenue procedure by permitting

petitioner to recharacterize the dividends as royalties during the audit. The IRS did

so despite its awareness that such treatment was "not a technically correct

application" of Revenue Procedure 99-32 because the re-characterization came

after the return filing. Ex. 246-J; Exs. 245-J, 247-J; Third Stipulation of Facts at ¶¶

324.e and 329. Such treatment was justified by the parties' course of dealing under

the Royalty Closing Agreement and by the fact that agencies can waive

compliance with revenue procedures, which do not have the force and effect of

law. See Lin v. Att'y Gen., 543 F.3d 114, 125 (3d Cir. 2008) ("It is well-

established that agencies may waive compliance with their 'procedural rules

adopted for the orderly transaction of [agency] business ....'") (citation omitted);

Capitol Fed. Sav. & Loan Ass'n & Subsidiary v. Commissioner, 96 T.C. 204, 217

(1991) ("Revenue procedures generally have been held to fall into such latter class

of nonbinding rules, and courts have refused to invalidate the Commissioner's

determinations arising out of his failure to abide by them.").

On the facts of this case, the Court should exercise its equitable powers and

find that the IRS has waived the right to deny petitioner dividend-offset treatment.

S_e_e Branson v. Commissioner, 113 T.C. 6, 11 (1999) (noting that the Tax Court

has "'applied the equity-based principles ofwaiver, duty of consistency, estoppel,

substantial compliance, abuse of discretion, laches, and the tax benefit rule.' Thus,
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this Court should be properly viewed as exercising full judicial power within its

limited subject matter jurisdiction.") (citations omitted)), aff'd, Estate of Branson

v. Commissioner, 264 F.3d 904, 908 (2001) (stating that the Tax Court has "the

authority to apply the full range of equitable principles generally granted to courts

that possess judicial powers").

This is a matter of fundamental fairness. At the time petitioner filed its

returns for the years at issue, the parties' lengthy course of conduct allowed for

dividends to satisfy Foreign Licensees' product royalty obligations under the

Royalty Closing Agreement without Revenue Procedure 99-32 elections. To deny

petitioner dividend-offset treatment in this case and effectively impose a double tax

would be to sanction an IRS bait and switch while frustrating the fundamental

policy underlying the revenue procedure and section 482 more generally.

J. The Court Should not Opine on Offsetting Section 482 Adjustments Solely
to Permit Respondent to Make Collateral Section 987 Adjustments

Respondent belatedly asserts that the Court's determination of his offsetting

section 482 adjustments between Export and TCCC with respect to the Mexico

Licensee's income (which petitioner fully reported on its consolidated Federal

income tax returns for the years at issue) is necessary for purposes of the purely

mechanical recomputation of the section 987 gain or losses recognized for 2007

through 2009.99 Respondent is wrong for the reasons explained below.

"See Respondent's Reply to Petitioner's Response to Objection to Motion for
Partial Summary Judgment, November 17, 2017, at 3.
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The Mexico Licensee is a branch of Export, a member of petitioner's

affiliated group that joined in the filing of consolidated Federal income tax returns

for the years at issue. Respondent increased TCCC's income under section 482

and made equal and offsetting adjustments to decrease Export's separate member

taxable income by exactly the same amounts.¹°° See Notice at 61 and 63. The

Court's final determination (i.e., decision) regarding these offsetting adjustments

will not increase petitioner's taxable income and will not affect petitioner's

entitlement to foreign tax credits relating to Mexico. This is true regardless of

whether the Court (i) agrees with respondent's offsetting section 482 adjustments,

(ii) accepts petitioner's originally reported amounts, or (iii) determines different

amounts.

Respondent determined that petitioner had additional section 987 foreign

currency losses of $1,638,165 and $1,756,566 for 2007 and 2008, respectively, and

had over-reported its section 987 foreign currency loss by $5,402,536 for 2009.

Respondent's section 987 adjustments arise solely from his improper and

premature adjustments to the Mexico Licensee's undistributed earnings and his

circular claim that a correlative adjustment that can only be triggered by a section

¹°°The consolidated-return regulations compel respondent to match the section 482
adjustments increasing TCCC's royalty income with offsetting primary
adjustments decreasing Export's separate member taxable income by the same
amounts so that the consolidated taxable income of the separate members is
determined as if Export and TCCC are divisions of a single entity. See Treas. Reg.
§ 1.1502-13(a)(2) and (b)(3).

122



482 adjustment in a final decision of the Court provides an independent reason to

adjudicate primary adjustments that do not contribute to a deficiency.

Section 987 governs the translation of foreign currency gains and losses

arising from remittances from a "qualified business unit," including a foreign

branch of a U.S. owner that separately computes income and loss from a business

in the foreign currency of the economic environment in which it operates.¹°¹ See

sections 987 and 989(a). The U.S. owner of a qualified business unit must track

(in section 987 basis pools) the U.S. dollar equivalent of the profit and loss earned

by its qualified business unit for each year at the historical exchange rates at which

the items accrued. See Treas. Reg. § 1.987-5(d). The cumulative unrecognized

foreign exchange gain or loss carried in the section 987 basis pools is recognized

under section 987 only when the qualified business unit remits a payment to its

owner. The currency gain or loss recognized under section 987 equals the

difference between the foreign exchange rate from the year of the remittance and

the historical exchange rates of the undistributed earnings. kl Remittances are

deemed to be made on a pro rata basis from all undistributed earnings in the

section 987 basis pools. Id. The difference between petitioner's and respondent's

section 987 computations is attributable solely to (i) respondent's correlative

adjustments to petitioner's section 987 basis pools that reflect respondent's

¹°¹The Mexico Licensee was a qualified business unit that maintained books and
records in Mexican Pesos.
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offsetting section 482 adjustments of approximately $495 million and (ii)

respondent's adjustments that treat the Mexican foreign taxes paid by the Mexico

Licensee as if they had been returned to earnings.

Respondent's authority to make section 482 adjustments is limited to

preventing the evasion of taxes and clearly reflecting income. See section 482;

Treas. Reg. § 1.482-1(a)(2). Respondent's offsetting section 482 adjustments

relating to the income earned by the Mexico Licensee and reported on petitioner's

returns have no effect on petitioner's taxable income. The fact that such

adjustments, if made, would yield a mechanical correlative adjustment does not

allow respondent to make otherwise improper section 482 adjustments that do not

independently affect petitioner's consolidated Federal income tax liability. The

application of section 482 between two consolidated group members is subject to

the rule that the separate entity attributes of group members' intra-consolidated

group items are redetermined to produce the same effect as if the members were

divisions of a single corporation. Treas. Reg. § 1.1502-13(c)(1).

Moreover, it is questionable whether this Court can even decide primary

allocations that produce no deficiencies solely to allow respondent to make

collateral adjustments that do. It is plain from the face of the Notice that

respondent's section 987 adjustments attributable to his section 482 adjustments

are purely correlative and secondary collateral consequences of respondent's

primary "section 482 adjustments" relating to the Mexico Licensee. See Notice at
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62 (repeatedly characterizing the section 987 adjustments as "Collateral

Adjustments"). In section 482 parlance, a collateral adjustment is one that follows

automatically after a primary allocation is made. See Treas. Reg. § 1.482-1(g)(1)-

(3). A primary allocation is not considered made until a final determination is

made with respect to the section 482 allocation. See Treas. Reg. § 1.482-

1(g)(2)(iii). In the context of a Tax Court proceeding such as this one, in the

absence of a payment of the deficiency or stipulation, a final determination means

a final determination of tax liability under section 7481, i.e., an unappealed Tax

Court decision or final resolution of a judicial appeal. See id.

In this case, there has not been and never can be a final determination (i.e., a

primary allocation) with respect to respondent's proposed section 482 adjustments

relating to the Mexico Licensee that can result in a deficiency. See section

6214(a).¹°2 Stated differently, even if the Court agrees with respondent's offsetting

section 482 adjustments in an opinion,¹°³ the final determination (i.e., primary

¹°2In addition, it is not clear how respondent would have the Court address the fact
that his improper collateral adjustment incorporates the counterfactual assumption
that Mexico has refunded taxes paid to accord with respondent's transfer-pricing
theories.
¹°3An opinion on section 482 relating to the Mexico Licensee is advisory in the
foreign tax credit context because the Court already correctly granted petitioner's
claimed foreign tax credits and, regardless of whether the Court opines on section
482 as it relates to Mexico, those credits will only change if Mexico grants
correlative relief on its own accord. In this section 987 context, it is improper
because it cannot lead to a deficiency determination by the Court (i.e., is not a
primary allocation that can give rise to a collateral adjustment).
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allocation reflected in a Tax Court decision) will be zero. The Court should not

decide an issue that can only result in a zero-deficiency decision solely to permit

respondent to later assess collateral adjustments.

K. Respondent Cannot Allocate Royalty Income to TCCC in Excess of the
Royalties Permitted under Brazilian Laws That Limited the Brazil
Licensee's Ability to Remit Royalties to TCCC

1. Overview of Issue

Whether respondent is permitted to ignore Brazilian legal restrictions in

allocating income under section 482 from the Brazil Licensee to TCCC is a

question of law. The parties have stipulated to the nature and scope of the

Brazilian legal restrictions. See generally Fourth Stipulation of Facts. They have

also stipulated that the Brazil Licensee did not pay any royalties or fees for

unpatented technology transfers to TCCC during the years at issue and to the

maximum amounts that the Brazilian licensee could have paid TCCC under

Brazilian law. Fourth Stipulation of Facts at ¶¶ 468, 472, and 485. The parties

dispute whether the Brazilian legal restrictions limit the amount of royalty income

that respondent can allocate from the Brazil licensee to TCCC under section 482.

A similar issue is pending before Judge Morrison in 3M Co. v.

Commissioner, No. 5816-13 (T.C. Mar. 11, 2013), which was submitted without

trial under Rule 122 and fully briefed and argued in 2016. The taxpayer in 3M

attacks the so-called "blocked-income" regulation-Treas. Reg. § 1.482-1(h)-

promulgated in 1994 (the "1994 blocked-income regulation") on the basis that it is
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invalid under the Administrative Procedure Act, Pub. L. No. 79-404, 60 Stat. 237

(1946), and Chevron, U.S.A., Inc. v. Natural Resources Defense Council, Inc., 467

U.S. 837 (1984). Although petitioner challenges the 1994 blocked-income

regulation on the same bases, a critical difference between this case and 3M is that

the outcome in 3M hinges entirely on the validity of the 1994 blocked-income

regulation while the outcome in this case does not. Unlike in 3M, the licenses in

this case have existed for so long that the important intangible property licensed by

the Brazil Licensee is governed by the 1968 regulations, which contain no such

restrictions on the treatment ofblocked income. The case law under the 1968

regulations is adverse to respondent,lo4 which is what led the Treasury Department

to promulgate the 1994 blocked-income regulation. Because the 1968 regulations

continue to govern the licenses between the Brazil Licensee and TCCC, petitioner

should prevail on the blocked-income issue regardless of the outcome in 3M.

2. Brazilian Law Limited the Royalties the Brazil Licensee Could
Pay TCCC

Under Brazilian Law No. 8383/1991, a Brazilian subsidiary may remit

royalties to a foreign parent for the use ofpatents, processes and manufacturing

formulas and for the use of trademarks only to the extent such payments are

¹°4See Commissioner v. First Sec. Bank of Utah, N.A., 405 U.S. 394 (1972);
Procter & Gamble Co. v. Commissioner, 961 F.2d 1255 (6th Cir. 1992); Exxon
Corp. v. Commissioner, T.C. Memo. 1993-616, aff'd, Texaco, Inc. v.
Commissioner, 98 F.3d 825 (5th Cir. 1996).
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deductible for Brazilian tax purposes. Fourth Stipulation of Facts ¶ 412.105 The

parties have stipulated that the tax deductibility limit, and therefore the remittance

limit, for the trademark royalties at issue here is 1% of net sales. IcL at ¶¶ 426, 429,

and 484. The parties also have stipulated that the tax deductibility limit, and

therefore the remittance limit, for payments for non-patentable technology

transfers is 4% ofnet sales. Id. at ¶¶ 425, 429, and 483.

Based on these stipulations, the parties have further stipulated that the

maximum amounts that the Brazil Licensee could have paid TCCC during the

years at issue under Brazilian law are as follows:

Tax Year Amount
2007 $16,124,552
2008 $19,456,366
2009 $20,799,491
Total $56,380,409

Id. at ¶ 485.106

3. The Law Forecloses Respondent from Allocating Income from
the Brazil Licensee to TCCC in Amounts in Excess of Those
Permitted by Brazilian Law

In Commissioner v. First Security Bank of Utah, N.A., 405 U.S. 394 (1972),

the Supreme Court interpreted section 482 as foreclosing a transfer-pricing

¹o5Before 1991, Brazilian law did not allow a Brazilian subsidiary to make any
such payments to its foreign parent company. Fourth Stipulation of Facts at ¶¶ 409
and 410.
¹o6These amounts are based on the Brazil Licensee's reported book net sales, and
respondent has reserved the right to establish that a larger revenue base should be
used to calculate the maximum amounts. Fourth Stipulation of Facts at ¶ 486.
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allocation where a federal banking law barred the taxpayer from receiving the

income at issue. Referencing prior precedent "dealing with the concept of

income," the Court stated that the "underlying assumption always has been that in

order to be taxed for income, a taxpayer must have complete dominion over it."

Id. at 403. The Court further stated that it knew of "no decision of this Court

wherein a person has been found to have taxable income that he did not receive

and that he was prohibited from receiving." Id.

The IRS refused to respect First Security in the context of foreign (as

opposed to domestic) legal restrictions (see_Tech. Adv. Memo. 8117012 (Dec. 31,

1980)), which led to additional litigation and multiple IRS losses. In Procter &

Gamble Co. v. Commissioner, 95 T.C. 323 (1990), the Tax Court held that First

Security applied with equal force to a foreign legal restriction. There, the IRS had

allocated a royalty of 2% of the net sales of Procter & Gamble's Spanish

subsidiary, Espana, to its Swiss subsidiary. The Tax Court held that the section

482 allocation was improper because Spanish law, not any control exercised by

Procter & Gamble, prohibited Espana from making royalty payments. Id. at 339

("Because the deflection of income in this case arose as a direct consequence of

petitioner's valid business purposes and good faith compliance with Spanish law,

an allocation under section 482 is inappropriate. Respondent's arguments for

distinguishing First Security Bank are unpersuasive."). The Sixth Circuit affirmed.

S_e_e Procter & Gamble Co., 961 F.2d 1255, 1259 (6th Cir. 1992) ("The Supreme
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Court focused on whether the controlling interests utilized their control to distort

income. We see no reason to alter this analysis because foreign law, as opposed to

federal law, prevented payment of royalties.").

Relying on First Security and Procter and Gamble, the Tax Court concluded

similarly in Exxon, T.C. Memo. 1993-616.107 That case involved a Saudi pricing

restriction that set a below-market price for the sale of Saudi crude oil by U.S. oil

companies to related European refiners. The Fifth Circuit affirmed. See Texaco,

Inc. v. Commissioner, 98 F.3d 825, 830 (5th Cir. 1996) ("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 requirements, and that it did so comply. Because

Textrad lacked the power to sell Saudi crude above the OSP, reallocation

under § 482 is inappropriate.").

Here, Brazilian law, not TCCC's control, limited the amount of royalties the

Brazil Licensee could pay. Section 482 does not authorize respondent to allocate

income from the Brazil Licensee to TCCC in excess of that allowed by Brazilian

law.

¹°7The case was consolidated for purposes of trial, briefing, and opinion with a
similar case involving Texaco.
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4. For the Reasons Argued by the Taxpayer in 3M, the 1994
Blocked Income Regulation Is Invalid on Administrative
Procedure Act and Chevron Grounds

The IRS promulgated the 1994 blocked-income regulation in response to

First Security, Procter & Gamble, and Exxon. See Treas. Reg. § 1.482-1(h)(2)(i).

Under the 1994 blocked-income regulation, in determining the allocation of

income under section 482, the IRS will only account for a foreign legal restriction

"to the extent that such restriction affects the results of transactions at arm's

length" and "only to the extent that it is shown that the restriction affected an

uncontrolled taxpayer under comparable circumstances for a comparable period of

time." Id. The 1994 blocked-income regulation further provides: "In the absence

of evidence indicating the effect of the foreign legal restriction on uncontrolled

taxpayers, the restriction will be taken into account" under a deferred income

method of accounting but only if the taxpayer meets a four-part test. Id.

For the same reasons extensively briefed by the taxpayer in 3M, petitioner

contends that the 1994 blocked-income regulation is invalid under the

Administrative Procedure Act, Pub. L. No. 79-404, 60 Stat. 237 (1946), and

because it fails both steps of the Chevron test. Petitioner will brief the issue in its

post-trial briefs, by which point the Court might have already issued an opinion in

3M.
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5. Because the Important Intangible Property Licensed by the
Brazil Licensee Is Governed by the 1968 Regulations,
Respondent Should Be Prohibited from Allocating Royalty
Income in Excess of the Royalties the Brazil Licensee Was
Permitted to Pay Under Brazilian Law Even if the Court Upholds
the Validity of the 1994 Blocked-Income Regulation

As noted above, licenses granted to foreign persons before November 17,

1985, were grandfathered under the 1968 regulations. The 1968 regulations

continue to govern the Brazil licenses covering the original Coca-Cola, Fanta, and

Sprite products, which were executed in the 1960s and have remained in effect

smce.

Sales of Coca-Cola, Fanta, and Sprite products accounted for most the Brazil

Licensee's sales during the years at issue.108 As discussed above, Coca-Cola,

Sprite, and Fanta trademarks were also registered in Brazil in TCCC's name and

licensed to the Brazil licensee under the grandfathered licenses on or after

November 17, 1985. As a technical matter, those trademarks are subject to the

1994 blocked-income regulation while earlier trademarks are not and remain

subject to the 1968 regulations.

Petitioner submitted Prof. Franklyn's report to assist the Court in the event

the relative value of the two sets of trademarks (those subject to the different sets

¹°8See Expert Accounting Report of Robert T. Wentland, June 29, 2017, Exhibit
2.19, at 14.
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of regulations) becomes relevant.lo9 His analysis is briefly summarized above,

supra at X.H.3. In a nutshell, he analyzed the Brazilian trademarks that were

commercially used in Brazil during the years at issue. He determined that the

trademarks that were registered and licensed before November 17, 1985, provided

sufficient legal protection against infringement or misuse of any of the Coca-Cola,

Diet Coke/Coke Light, Fanta, Diet Fanta, and Sprite products. In the event the

1994 blocked-income regulation is found to be valid for royalty payments

associated with the foundational Brazilian trademarks Coca-Cola, Diet Coke/Coke

Light, Fanta, Diet Fanta, and Sprite trademarks registered before November 17,

1985, respondent must give the Brazilian legal restrictions effect, as required by

First Security and its progeny.

¹°9This would only be the case in the blocked-income context if the 1994 blocked-
income regulation is held to be valid in the face of the aforementioned
Administrative Procedure Act and Chevron challenges.
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APPENDIX B-GLOSSARY

TERM DEFINITION
10-50-50 Method The method under the Royalty Closing Agreement for

determining the amount of product royalties payable
by Foreign Licensees. The method determines this
amount by allocating 10% of sales to the Foreign
Licensee and allocating the residual amount 50% to
TCCC and 50% to the Foreign Licensee.

APA Advance Pricing Agreement
Atlantic Industries Atlantic Industries is a Cayman-controlled foreign

corporation of petitioner. Atlantic Industries owns the
Ireland, Swaziland, Egypt, and Costa Rica Licensees
(they are branches or disregarded entities). Atlantic
Industries also owns (either directly or through
subsidiaries or branches) Service Companies, bottlers
or bottler interests, and trademarks and other
intangible property relating to a variety of Company
products.

Brazil Licensee Coca-Cola Indústrias Limitada. A subsidiary of
Export that has been a Foreign Licensee through its
predecessor since 1963. The Brazil Licensee also
includes Recofarma Indústria do Amazonas Ltda., a
disregarded entity of Coca-Cola Indústrias Limitada
for U.S. Federal income tax purposes.

Business Unit Business organization term for local business
management operations responsible for the full
spectrum of the Company's functions in local
markets, including consumer marketing, franchise
leadership, and strategic business planning

CCL Coca Cola Ltd. A Canadian subsidiary of Export that
was the registered owner of the Coca-Cola and other
trademarks in Canada.

Chile Licensee Coca-Cola de Chile S.A. A subsidiary of Export that
has been a Foreign Licensee since 1995.

Company The worldwide group of affiliated entities organized
under TCCC

Costa Rica Licensee Coca-Cola Industrias, Ltda. A disregarded entity of
Atlantic Industries that has been a Foreign Licensee
through its predecessor since 2001.

CPM Comparable profits method
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CPSM Comparable profit split method
CSDs Carbonated soft drinks
CUT Comparable uncontrolled transaction
Egypt Licensee An Egyptian branch ofAtlantic Industries. The

Egyptian Licensee has been a Foreign Licensee since
1986.

Export The Coca-Cola Export Corporation. A U.S.
subsidiary of TCCC.

Field A term used by Company personnel and Dr. Cragg to
describe the entirety of the Company's foreign
business operations. From a business organization
standpoint, it includes Business Units, Operating
Groups, and concentrate plants. From a legal entity
standpoint, it includes the Six Foreign Licensees and
Service Companies.

Foreign Licensee Company-owned foreign entities that license the
rights to use certain of TCCC's intangible property in
the marketing of beverages and the manufacture of
concentrate.

Indonesia Licensee P.T. Coca-Cola Indonesia. A subsidiary of Export and
a Foreign Licensee.

Ireland Licensee An Irish branch of Atlantic Industries. The Ireland
Licensee has been a Foreign Licensee since 1984.

K&I Knowledge and Insights, a marketing research
function

Mexico Licensee A Mexican branch of Export. The Mexico Licensee
has been a Foreign Licensee since its establishment in
1950.

MUTC Markup on total costs
Notice The notice of deficiency issued by respondent on

September 15, 2015
Operating Committee A Company-wide management committee through

which headquarters was kept informed of local
business developments. Operating Committee
members included Operating Group and headquarters
leadership.

Operating Group Regional business management organizations that
oversaw Business Units within their geographic area
and were primarily responsible for regional
coordination and functional oversight

PLI Profit level indicator
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Pro Rata A process in which headquarters expenses that
directly or indirectly benefited foreign markets were
charged out to participating Foreign Licensees
generally based on their relative amount of non-U.S.
product sales

ROA Return on assets
Royalty Closing The 1996 closing agreement entered into by the
Agreement parties that resolved the royalty issue for 1987-1995

and provided penalty protection and relieved
petitioner of transfer-pricing documentation
requirements indefinitely to the extent petitioner
continued to apply the 10-50-50 Method to existing or
new supply points unless otherwise subject to a
competent authority resolution or APA

RPSM Residual profit split method
Service Company Affiliated foreign legal entities that employ personnel

who perform Business Unit and Operating Group
functions (where such personnel are not employed by
Foreign Licensees). Service Company expenses were
borne by Foreign Licensees.

Six Foreign Licensees The Foreign Licensees remaining at issue in this case
(i.e., the Ireland, Brazil, Swaziland, Egypt, Chile, and
Cost Rica Licensees)

SKU Stock keeping unit
Swaziland Licensee A Swaziland branch of Conco Ltd., which is a

disregarded entity of Atlantic Industries for U.S.
Federal income tax purposes. The Swaziland
Licensee has been a Foreign Licensee since 1986.

TCCC The Coca-Cola Company. The U.S. parent of
petitioner that is the licensor in the Intercompany
Licenses and housed the corporate headquarters of the
Company.

The Coca-Cola System The combination of the Company and bottlers
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APPENDIX C-EVIDENTIARY ISSUES

Petitioner intends to file a motion in limine to exclude a 2001 Japan

settlement document that respondent provided Dr. Newlon long after the close of

discovery and to strike the offending portions of Dr. Newlon's rebuttal report.

Petitioner reserves the right to file additional motions if necessary based on

its review of respondent's trial memorandum and exhibit list.

Petitioner raises a standing objection to respondent's use, for any purpose, of

any documents that were responsive to petitioner's discovery requests and were not

produced by respondent on or before November 29, 2017. That issue is the subject

of a forthcoming stipulation or order.

Evidentiary issues with respect to the submitted stipulations are detailed in

the chart below.

Stipulation Petitioner's Objections Respondent's
Objections

First Stipulation of Facts N/A N/A
Second Stipulation of N/A N/A
Facts
Third Stipulation of Facts N/A Entire stipulation
Fourth Stipulation of Facts Paragraph 489 - Objects on N/A

grounds of lack of
relevance
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Fifth Stipulation of Facts Paragraph 595 - Objects on N/A
grounds of lack of
relevance
Paragraph 598 - Objects on
grounds of lack of
relevance
Paragraph 599-608
(Exhibits 373-R through
382-R) - Objects on the
grounds of hearsay (Fed. R.
Evid. 802)
Paragraphs 610 through
618 (Exhibits 383-R
through 459-R) - Reserves
the right to object to the
admission into evidence on
grounds of lack of
relevance
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APPENDIX D-STIPULATIONS

 042First Stipulation of Facts (Foreign Licensees' financial data) - Dated October
28, 2016

 042Second Stipulation of Facts (Foreign Licensees' corporate organizational
structure; historical factual information relating to the international business,
concentrate manufacturing operations, and bottling operations; section 367
rulings exhibits; headcount data exhibits; intercompany agreements exhibits;
and The Coca-Cola Company Annual Reports/Forms 10-K exhibits) - Dated
February 28, 2017

 042Third Stipulation of Facts (Royalty Closing Agreement) - Dated May 19, 2017
 042Fourth Stipulation of Facts (Brazil Blocked Income Issue) - Dated June 30,

2017
 042Fifth Stipulation of Facts (Bottler agreements and financial filings; earnings

calls and investor conferences transcripts and presentations) - Dated February
6, 2018

Outstanding stipulations (additional stipulation topics for which drafts have been
exchanged or are contemplated):

 042Additional revenue and financial data stipulations and exhibits
 042Accounting manuals stipulations and exhibits
 042Registered ownership of intangible property stipulations
 042Section 367 rulings requests and correspondence exhibits
 042Split invoicing stipulations and exhibits
 042Transfer pricing documentation exhibits
 042Business and strategic plans exhibits
 042Service company organization chart exhibits
 042Concentrate manufacturing exhibits; R&D exhibits; Company policies exhibits;

supply point audits exhibits; supply point meeting notes exhibits; ingredient
supply contracts exhibits

 042Board Minutes exhibits
 042Concentrate pricing exhibits
 042Egypt Licensee stipulations and exhibits
 042Additional intercompany agreements exhibits
 042FOIA stipulation
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 042Canada stipulation of settled issues
 042Canada stipulation of facts and exhibits
 042Marketing stipulations and exhibits
 042Marketing support agreement exhibits
 042Acquisition exhibits
 042Licensing exhibits
 042Miscellaneous financial and tax stipulations and exhibits
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APPENDIX E-WITNESS LIST AND DESCRIPTIONS

Petitioner's Will Call List

A. FACT WITNESSES

Petitioner's fact witnesses will testify regarding their various roles and

responsibilities within The Coca-Cola System and the food and beverage industry,

generally.

Petitioner will call the following witnesses in its case in chief.

Fact Witness Role(s) and Expected Area(s) of Testimony
Lucie Austin Ms. Austin was the Marketing Director of the

South Pacific Business Unit from 2008 to 2013, the
Marketing Director of the Northwest Europe and
Nordics Business Unit from 2013 to 2014, and is
currently the Marketing Director of the Western
Europe Business Unit. She will testify as to her
functions, activities, and responsibilities.

Cristina Ms. Bondolowski was a brand manager for Sprite
Bondolowski in the Iberian Business Unit from 1999 to 2006, the

Sparking Beverages Unit Director for the Iberian
Business Unit from 2006 to 2008, a Vice President
of Marketing and the Senior Global Director for
Coca-Cola from 2008 to 2013, Vice President of
Marketing for the Southeast Asia Business Unit
from 2013 to 2016, Vice President of Global
Marketing for the Europe, Middle East and Africa
Operating Group from 2016 to 2017, and is
currently the Global Vice President of Sparking
Beverages. She will testify as to her functions,
activities, and responsibilities.
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Fact Witness Role(s) and Expected Area(s) of Testimony
Ahmet Bozer Mr. Bozer was a Financial Controller and Region

Finance Manager for the Company from 1990 to
1994. He became the Chief Financial Officer for
the Coca-Cola Bottler of Turkey from 1994 to 1997
and the Managing Director for the Coca-Cola
Bottler of Turkey from 1998 to 2000. He returned
to the Company as the President of the Eurasia
Business Unit from 2000 to 2002, the President of
the Eurasia and Middle East Business Unit from
2002 to 2006, the President of the Eurasia
Operating Group from 2007 to 2008, the President
of the Eurasia and Africa Operating Group from
2008 to 2012, and the President of Coca-Cola
International from 2013 to 2015. He will testify as
to his functions, activities, and responsibilities..

John Brock Mr. Brock was the Chairman and CEO of Coca-
Cola Enterprises, Inc., one of the Company's
largest independent bottlers, from 2006 to 2016.
Mr. Brock will testify about bottlers' role in The
Coca-Cola System, the operations and functions of
Coca-Cola Enterprises, Inc., and Coca-Cola
Enterprises, Inc.'s relationship with the Company.

Curt Ferguson Mr. Ferguson was the Senior Region Manager for
Egypt from 1998 through 2000, the Managing
Director of The Coca-Cola Bottling Company of
Egypt from 2000 through 2002, the Senior Region
Manager for West Africa from 2002 through 2005,
the President of the North & West Africa Business
Unit from 2005 through 2015, and is currently the
President of the Greater China & Korea Business
Unit. He will testify as to his functions, activities,
and responsibilities.
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Fact Witness Role(s) and Expected Area(s) of Testimony
Irial Finan Mr. Finan joined Coca-Cola Bottlers Ireland, Ltd.

as an accountant in 1981. He held various roles of
increasing responsibility at bottlers in Ireland and
Europe before becoming CEO of Coca-Cola
Hellenic Bottling Company, SA in 2001. In 2004,
Mr. Finan joined the Company as President of the
Bottling Investments Group and held that role
through 2017. He will testify as to his functions,
activities, and responsibilities.

Vincent Gioe At the Company, Mr. Gioe has held various finance
and Mergers and Acquisitions roles. He was Vice
President of Business Development and
Management Initiatives for the North American
Operating Group from 2005 to 2007, CFO for the
North American Operating Group's Food Service
and Hospitality organization from 2007 to 2009,
Vice President of Business Development and
Business Affairs for the North American Operating
Group from 2010 to 2012, and is currently Director
of Mergers and Acquisitions. He will testify as to
his functions, activities, and responsibilities.

Denis Kearney Mr. Kearney was a Finance Director in Latin
America from 1995 to 1997, a Finance Director in
Asia from 1997 to 2004, Finance Director for the
Northwest Europe and Nordics Business Unit from
2004 to 2007, Franchise Finance Director for the
European Operating Group from 2007 to 2010,
Director of Finance Operations for the Europe and
Eurasia Operating Group from 2010 to 2013, and
was the Global Head of Finance Operations for
Global Business Services from 2013 to 2017. He
will testify as to his functions, activities, and
responsibilities.
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Fact Witness Role(s) and Expected Area(s) of Testimony
Muhtar Kent Mr. Kent held roles in the Brand groups within

North America and Southern Europe and customer
group in Europe from 1978 to 1985. He was the
general manager for Turkey and Central Asia from
1985 to 1989, the President of the East Central
Europe Business Unit and Senior Vice President of
Coca-Cola International from 1989 to 1995. Mr.
Kent became Managing Director of Coca-Cola
Amatil-Europe from 1995 to 1999. Mr. Kent was
the President and CEO of the Efes Beverage Group
from 1999 to 2005. In 2005, Mr. Kent returned to
the Company as President of the Asia-Pacific
Operating Group. In 2006, Mr. Kent was President
of Coca-Cola International and then President and
COO of TCCC from 2007 to 2008. In the middle
of 2008, Mr. Kent became and President and CEO
of the Company until 2009. From the middle of
2009 until the middle of 2017, Mr. Kent was the
CEO and Chairman of the Board. In May 2017,
Mr. Kent stepped down as CEO but is presently the
Chairman of the Board. He will testify as to his
functions, activities, and responsibilities.

Mark Lee Mr. Lee was the Manager of Intercompany
Accounting from 2007 to 2008, the Accounting
Manager of Corporate Financial Services from
2009 to 2013, and is currently the Accounting
Manager of Intercompany Accounting. He will
testify as to his functions, activities, and
responsibilities.

Danise Lopes Ms. Lopes was Trademark Counsel for the
European Operating Group from 2005 to 2007, the
Senior Managing Counsel for Trademarks from
2008 to 2010, and the Head of Intellectual Property
from 2010 to 2017. She will testify as to the
Company's intellectual property management
process and her related functions, activities, and
responsibilities.
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Fact Witness Role(s) and Expected Area(s) of Testimony
Bernard McGuiness Prior to joining the Company, Mr. McGuiness

worked in Research and Development at Unilever
from 1994 to 1997 and in manufacturing at Intel
from 1997 to 1999. At the Company, Mr.
McGuiness was the Laboratory Manager at Ballina
from 1999 to 2004, the Quality Assurance Manager
at Ballina from 2004 to 2006, the Operations
Manager at Ballina from 2006 to 2009, the General
Manager at Ballina from 2009 to 2012, the Global
Director of Quality and Process Optimization from
2012 to 2016, and is currently the Vice President of
Flavor Supply. He will testify as to his functions,
activities, and responsibilities.

Javier Meza Mr. Meza was a Brand Manager in Ecuador from
1998 to 2000, Senior Brand Manager for the South
Latin Business Unit from 2001 to 2002, Group
Brand Manager for the North Andean region,
Marketing Manager for the BPU region, Marketing
Manager in Argentina, Brand Director for
Sparkling Beverages for the South Latin Business
Unit from 2007 to 2009, Marketing Vice President
for the Latin Center Business Unit from 2009 to
2012, Marketing Vice President for the Brazil
Business Unit from 2012 to 2015, Global Vice
President for Coca-Cola from 2015 to 2017, and is
currently the Vice President of Marketing for the
Asia Pacific Operating Group. He will testify as to
his functions, activities, and responsibilities.
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Fact Witness Role(s) and Expected Area(s) of Testimony
Nancy Quan Prior to joining the Company, Ms. Quan worked

for 18 years at Mars across multiple continents in
the areas of research and development, scientific
and regulatory affairs, quality, and manufacturing.
At the Company, Ms. Quan was the Research and
Development General Manager for the Europe and
the Eurasia Operating Groups in 2007, the
Research and Development General Manager for
the Europe, Eurasia, and Africa Operating Groups
from 2008 to 2009, the Vice President of
Innovation from 2008 to 2010, the Research and
Development Vice President for the Pacific
Operating Group from 2010 to 2012, the Global
Research and Development Officer from 2012 to
2016, and is currently the Chief Technical Officer
of Coca-Cola North America. She will testify as to
her functions, activities, and responsibilities.

James Quincey Mr. Quincey joined the Company in 1996 as the
Director of Learning Strategy for the Latin
American Group. From 1999 to 2005, Mr.
Quincey held various roles of increasing
responsibility within Latin America. Thereafter,
Mr. Quincey was the President of the Mexico
Business Unit from 2005 to 2008, the President of
the Northwest Europe and Nordics Business Unit
from 2008 through 2012, the President of the
Europe Operating Group from 2013 through 2015,
the President and Chief Operating Officer of The
Coca-Cola Company from 2015 until May 2017,
and is currently the Company's Chief Executive
Officer. He will testify as to his functions,
activities, and responsibilities.
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Fact Witness Role(s) and Expected Area(s) of Testimony
Dominique Ms. Reiniche was a marketing and sales manager
Reiniche for the Company in France from 1992 to

1998. Ms. Reiniche was the General Manager for
Coca-Cola Enterprises, Inc. in France from 1998 to
2003 and the President of Europe for Coca-Cola
Enterprises, Inc. from 2003 to 2005. Ms. Reiniche
returned to the Company as President of the
European Operating Group for the Company from
2005 to 2013 and Chairman of the Company's
operations in Europe from 2013 to 2014. She will
testify as to her functions, activities, and
responsibilities.

Jose Octavio Reyes Mr. Reyes held various roles with the Company in
Latin America from 1980 to 1987. He was the
Brand Manager for Diet Coke and Sprite from
1987 to 1990, Marketing Director for the Brazil
Business Unit from 1990 to 1993, Marketing
Director for the Mexico Business Unit in 1993,
Vice President of Marketing and Operations for the
Mexico Business Unit from 1994 to 1996,
President of the Mexico Business Unit from 1996
to 2002, the President of the Latin American
Operating Group from 2002 to 2012, and the Vice-
Chairman for The Coca-Cola Export Corporation
from 2012 to 2014. He will testify as to his
functions, activities, and responsibilities.

Joe Tripodi Mr. Tripodi was the Company's Chief Marketing
& Commercial Officer from 2007 to 2015. He will
testify as to his functions, activities, and
responsibilities.

Steve Whaley Mr. Whaley was Senior Tax Counsel from 1984 to
1992, Executive Assistant to the Chief Financial
Officer from 1992 to 1994, Deputy Tax Counsel
from 1994 to 1996, and Vice President and General
Tax Counsel from 1996 to 2007. Mr. Whaley will
testify regarding the Company's global tax
reporting and structure.
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Fact Witness Role(s) and Expected Area(s) of Testimony
Jerry Wilson Mr. Wilson was Area Account Executive for the

Fountain Sales Division from 1988 to 1990,
Manager of Account Executives for the Fountain
Sales Division from 1990 to 1993, Director of
Strategic Marketing and Planning for the Fountain
Sales Division from 1993 to 1996, Group Vice
President of Western U.S. for the Fountain Sales
Division from 1996 to 1999, Vice President North
America for the McDonald's Division from 1999
to 2003, Chief Operating Officer of the
McDonald's Division from 2003 to 2005, President
of the McDonald's Division from 2007 to 2009,
and the Senior Vice President and Chief Customer
& Commercial Officer from 2009 to 2012. Mr.
Wilson will testify about the McDonald's Divisions
responsibilities and functions around the world. He
will testify as to his functions, activities, and
responsibilities.

Bruno Van Gompel Mr. Van Gompel was a Technical Service and
Packaging Engineer in Northwest Europe from
1993 to 1997, a Research and Development Project
Manager for Greater Europe and Africa from 1997
to 1999, the Operations Director for Minute Maid
for Belgium from 1999 to 2000, the New Beverage
Marketing and Technical Director for France and
Benelux from 2000 to 2003, the Technical Director
for Northwest Europe from 2004 to 2007, the
Technical Director for Northwest Europe and
Nordics from 2007 to 2015, and is currently the
Technical and Supply Chain Director for Western
Europe. He will testify as to his functions,
activities, and responsibilities.
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B. EXPERT WITNESSES

In addition to the expected areas of testimony described below, petitioner's

experts will testify regarding to the rebuttal reports filed by respondent's experts,

as appropriate.

Expert Witness Expected Area(s) of Testimony

Dr. Susan Athey Dr. Athey is a Ph.D. economist and is the
Economics of Technology Professor at Stanford
Graduate School of Business. Dr. Athey is an
expert in economics and market structure. Dr.
Athey will testify regarding the contents of her
expert rebuttal report, including opinions that (i)
the profitability of firms in the CSD industry is
explained by barriers to entry and (ii) the
endogenous sunk costs investments in advertising
create the primary entry barrier that generates
profits for the Company.

Dr. Anthony Dr. Barbera is a Ph.D. economist and senior
Barbera consultant at Charles River Associates. Dr.

Barbera is an expert in transfer-pricing economics
and valuation. Dr. Barbera will testify regarding
the contents of his expert rebuttal report, including
opinions that (i) respondent's experts fail to
consider the conduct of the parties in evaluating the
arm's length charge; (ii) respondent's experts'
failure to account for the investments and risks
borne by the Foreign Licensees are contrary to the
fundamental economic principle that profit is a
return to capital; (iii) Dr. Becker's analysis of the
expected returns of the Six Foreign Licensees is
contrary to market evidence of third-party license
arrangements; and
(iv) Dr. Newlon's CPM analysis produces
unreliable results because it fails to account for the
Six Foreign Licensees' substantial investments in
intangibles over many years.
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Expert Witness Expected Area(s) of Testimony
Dr. Randolph Dr. Bucklin has a Ph.D. in Business (Marketing)
Bucklin from Stanford University and is a Professor of

Marketing and the Peter W. Mullin Chair in
Management at the UCLA Anderson School of
Management. Dr. Bucklin is an expert in
distribution and will testify regarding the contents
of his expert rebuttal report, including opinions that
(i) the Company employs a quasi-vertically
integrated channel structure to manage bottlers,
requiring the Company to develop close working
relationships with bottlers based on norms such as
mutual trust, solidarity, and cooperation; (ii) the
Company relies on local Business Units to manage
those bottler relationships in local markets; and (iii)
respondent's experts overlook or ignore those
critical functions.

Dr. Michael I. Dr. Cragg is a Ph.D. economist and a Principal and
Cragg the Chairman of The Brattle Group. Dr. Cragg is

an expert in transfer-pricing economics and
valuation. Dr. Cragg will testify about the contents
of his expert reports, including opinions that (i) the
Company's success requires it to meet local
demands; (ii) the Company's ongoing success is
largely due to vesting its local operations with the
autonomy and flexibility required to perform
effectively in individual markets around the world,
(iii) the Six Foreign Licensees have borne the risk
of developing their markets, (iv) bottlers and the
Company serve distinct roles within the Coca-Cola
System and have different asset profiles; and (v)
the RPSM is a reliable method for determining the
arm's-length royalties for the intercompany
licenses because both parties have contributed
valuable intangibles over a long period of time.
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Expert Witness Expected Area(s) of Testimony
Dr. Robert Dolan Professor Dolan has a Ph.D. from the University of

Rochester's Graduate School of Management and
is the Baker Foundation Professor of Business
Administration at Harvard Business School and the
former Dean of the University of Michigan's
Stephen M. Ross School of Business. Professor
Dolan is an expert in marketing. Professor Dolan
will testify regarding the contents of his expert
reports, including opinions that (i) the local
Business Units made the Company's crucial and
complex marketing strategy decisions and
implemented the key consumer marketing
activities; (ii) the local Business Units bore
responsibility for building brand equity through
consumer marketing activities; and (iii) the
bottlers' role was to drive short-term sales through
trade marketing.

Professor David Professor Franklyn is a law professor specializing
Franklyn in trademark law at the University of San Francisco

School of Law, and is the Executive Director of the
McCarthy Institute for Intellectual Property and
Technology Law at USF and the Director of the
Center for Empirical Study of Trademark Law in
the McCarthy Institute. Professor Franklyn is an
expert in international intellectual property law and
valuation. Professor Franklyn will testify about the
contents of his expert report, including opinions
that (i) the Brazil Licensee had the rights to exploit
and develop intangible property relating to Coca-
Cola, Diet Coke/Coke Light, Fanta, Diet Fanta, and
Sprite products prior to November 17, 1985, and
(ii) those rights were legally sufficient to provide
full protection against infringement or other misuse
relating to those products during the years at issue.
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Expert Witness Expected Area(s) of Testimony
Richard Hall Mr. Hall is the founder and chairman of Zenith

Global, a business consultancy for the food and
drink industry. Mr. Hall is an expert in the non-
alcoholic beverage industry. Professor Franklyn
will testify about the contents of his expert report,
including opinions that (i) there is no uniform
approach in the industry that ensures success in
each local market because sales, competitors, and
the degree of competition vary between countries
in each segment of the industry and (ii) success in
each market depends on the ability to develop
marketing that appeals to local consumers, a
product portfolio that matches local tastes and
effectively competes with the offerings of
competitors, and strong relationships with local
bottlers and local governments and regulatory
bodies.

Dr. Dominique Dr. Hanssens is a Distinguished Research Professor
Hanssens of Marketing at the UCLA Anderson School of

Management. Dr. Hanssens is an expert in
marketing. Dr. Hanssens will testify regarding the
contents of her expert report, including opinions
that (i) the Company's ongoing advertising plays a
crucial role in creating consumer-based brand
equity that leads to sales of the Company's
products; (ii) the Company's advertising can affect
sales through its feedback effects stemming from
the reactions of bottlers, retailers, and competitors;
(iii) the consumer-based brand equity that is built
by advertising decays constantly and must be
recreated and replenished by new and effective
advertising; and (iv) the marketing literature shows
that the sales and revenue response to retail
promotions lasts little more than a few weeks.
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Expert Witness Expected Area(s) of Testimony
Dr. Kevin Keller Dr. Keller has a Ph.D. in Marketing from Duke

University's Fuqua School of Business and is the
E.B. Osborn Professor of Marketing at the Tuck
School of Business at Dartmouth College. Dr.
Keller is an expert in marketing. Dr. Keller will
testify regarding the contents of his expert reports,
including opinions that (i) the Company's
marketing function was structured to facilitate
significant localization of marketing activities and
communications; (ii) the Company's marketing
programs and activities were built and shaped by
highly localized marketing efforts, and (iii) the
consumer-based brand equity of the Company's
products in any given market-even its flagship
Coca-Cola product-was predominantly the result
of local marketing efforts.

Michael Lasinski Mr. Lasinski is a Managing Director and the Chief
Executive Officer of284 Partners, LLC. Mr.
Lasinski has been involved in analyzing and
negotiating hundreds of intellectual property
licenses and transactions over the course of his
career, is a past President of the Licensing
Executives Society United States and Canada, one
of the country's largest intellectual property
licensing trade organizations, and is a past Division
Chair of the American Bar Association's IP
Section. Mr. Lasinski is an expert in intellectual
property agreements and industry practice. Mr.
Lasinski will testify regarding the contents of his
expert rebuttal report, including opinions that the
analyses of Drs. Becker and Newlon are
inconsistent with arm's-length licensing
negotiations and do not account for the difficulties
TCCC would face in replacing the Six Foreign
Licensees.
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Expert Witness Expected Area(s) of Testimony
Dr. Timothy Dr. Luehrman has a Ph.D. in Business Economics
Luehrman from Harvard University and is a former Professor

at the Harvard University Graduate School of
Business Administration. Dr. Luehrman is an
expert in financial economics. Dr. Luehrman will
testify regarding the contents of his expert rebuttal
report, including opinions that (i) Dr. Newlon erred
in deeming his selected bottlers comparable to the
Foreign Licensees and (ii) Dr. Newlon's use of an
ROA PLI is unreliable as a measure of the bottlers'
profitability because it ignores substantial market
development intangibles.

Keith Reams Mr. Reams is a Principal in Global International
Tax and Transfer Pricing at Deloitte Tax, LLP. He
previously was a founder and managing director of
the international valuation and economics
consulting practice at Appraisal Economics. Mr.
Reams is an expert in transfer-pricing economics
and valuation. Mr. Reams will testify regarding the
contents of his expert report, including his opinion
that the compensation of asset managers can be
used to price the intercompany licenses because
TCCC and asset managers perform similar
functions, bear similar risks, and have similar
incentives with respect to the capital under
management.
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Expert Witness Expected Area(s) of Testimony
Dr. Sanjay Unni Dr. Unni is a Ph.D. economist with over 20 years

of economics experience and is currently the
Managing Director of the Berkeley Research
Group. Dr. Unni is an expert in transfer-pricing
economics and valuation. Dr. Unni will testify
regarding the content of his expert witness reports,
including opinions that (i) the best method for
pricing the intangible property licensed to the Six
Foreign Licensees is the CUT method using
comparable master-franchising transactions; (ii) Dr.
Newlon's bottler-based CPM suffers from a basic
lack of comparability, (iii) Dr. Newlon's
supplemental replacement cost analysis ignores
material facts that completely undermine the
analysis; and (iv) Dr. Becker's profit-based
analysis of certain in-licenses is flawed and fails to
account for how parties in a license arrangement
split profit at arm's length.

Robert Wentland Mr. Wentland is a Managing Director, Practice
Leader, and Certified Public Accountant at
Navigant Consulting. Mr. Wentland is an expert in
financial-statement and data analysis. Mr.
Wentland will testify regarding the content of his
expert witness report, including opinions regarding
(i) the structure ofpetitioner's management
accounting system; (ii) detailed income statements
for the Foreign Licensees for the period 2000
through 2009; (iii) historical revenue and expense
data for petitioner's concentrate business in its
largest markets served by the Foreign Licensees
during the years at issue; and (iv) headquarters
expenses charged to the Foreign Licensees under
petitioner's "pro rata" process,
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Expert Witness Expected Area(s) of Testimony
Dr. Robert Willig Dr. Willig is a Ph.D. economist and Professor of

Economics and Public Affairs Emeritus at
Princeton University. Dr. Willig is an expert in
transfer-pricing economics and valuation. Dr.
Willig will testify regarding the content of his
expert witness reports, including opinions that (i)
Dr. Newlon's bottler-based CPM is not consistent
with accepted economic principles; (ii) even if it is
assumed that bottlers are sufficiently comparable to
permit application of the CPM, Dr. Newlon's
selection of the ROA PLI produces unreliable
results because of the meaningfully different asset
mixes of the Six Foreign Licensees and bottlers;
and (iii) correcting for this fundamental
shortcoming of Dr. Newlon's analysis,
substantially eliminates respondent's income
adjustments.
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Petitioner's May Call List

Petitioner may present the following fact witnesses in its case in chief or on

rebuttal. The fact witnesses below will testify regarding their various roles and

responsibilities within The Coca-Cola System and the food and beverage industry,

generally.

Fact Witness Role(s) and Expected Area(s) of
Testimony

Arturo Gutierrez Hernandez Mr. Gutierrez Hernandez has held
various roles at the Coca-Cola bottler,
Arca Continental over a sixteen year
period, including Chief Legal Officer,
Director of Corporate Planning, Director
of Human Resources, Director of the
Mexico Beverages Division, Secretary
of the Board of Directors, Executive
Director of Operations, and currently as
Deputy CEO. He may testify as to a
bottler's role in The Coca-Cola System.

Mark Kelsey Mr. Kelsey has held various finance
roles within The Coca-Cola Company
from 1999 to present, including as the
Commercial Finance Director of
Acquisitions and Integration in the
Venturing and Emerging Brands group
since 2007. He may testify as to his
functions, activities, and responsibilities.

Russell Kisling Mr. Kisling has been the Director of
Supply Point Strategy since 2005. He
previously served in various finance,
strategic planning, and operational roles
with business units in Asia and Latin
America. He may testify as to his
functions, activities, and responsibilities.
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Fact Witness Role(s) and Expected Area(s) of
Testimony

John Murphy Mr. Murphy was Vice President of
Strategic Planning from 2005 through
2007 and the President of the Latin
Center Business Unit from 2008 through
2012, the President of the South Latin
Business Unit from 2013 through 2016,
and is currently the President of the Asia
Pacific Operating Group. He previously
held a number of finance and operation
roles with the Company in Asia. Mr.
Murphy may testify as to his functions,
activities, and responsibilities.

Brian Smith Mr. Smith was the President of the
Brazil Business Unit from 2002 through
2008, the President of the Mexico
Business Unit from 2008 through 2012,
the President of the Latin America
Operating Group from 2013 through
2016, and is currently the President of
the Europe, Middle East, and Africa
Operating Group. He may testify as to
his functions, activities, and
responsibilities.

Jon Woods Mr. Woods was the Business
Development Director for Great Britain
and Ireland in 2005 through 2009 and
has served as the General Manger for
these markets since 2010. He may
testify as to his functions, activities, and
responsibilities with the Company.

Records Custodian A records custodian may testify to
authenticate certain Company records.
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Petitioner reserves the right to call any of respondent's expert witnesses who

submitted reports in this matter and any other witnesses listed on respondent's will

call and may call list.

Petitioner will need to revise its witness lists to include one or more

additional fact witnesses in the event the Court denies petitioner's motion in limine

to exclude a 2001 Japan settlement document.
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