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Introduction: Is there an international tax regime?
Is it part of international law?

This book has a thesis: that a coherent international tax regime exists,
embodied in both the tax treaty network and in domestic laws, and that
it forms a significant part of international law (both treaty-based and cus-
tomary). The practical implication is that countries are not free to adopt
any international tax rules they please, but rather operate in the context of
the regime, which changes in the same ways international law changes over
time. Thus, unilateral action is possible, but is also restricted, and countries
are generally reluctant to take unilateral actions that violate the basic norms
that underlie the regime. Those norms are the single tax principle (i.e., that
income should be taxed once — not more and not less) and the benefits
principle (i.e., that active business income should be taxed primarily at
source, and passive investment income primarily at residence).

This thesis is quite controversial. Several prominent international tax
academics and practitioners in the United States (e.g., Michael Graetz,
David Rosenbloom, Julie Roin, Mitchell Kane) and elsewhere (e.g., Tsilly
Dagan) have advocated the view that there is no international tax regime
and that countries are free to adopt any tax rules they believe further their
own interests.! Other prominent tax academics (e.g., Hugh Ault, Yariv
Brauner, Paul McDaniel, Diane Ring, Richard Vann) and practitioners (e.g.,
Luca dell’Anese, Shay Menuchin, Philip West) have supported the view
just advocated.? However, there is no coherent exposition of this view in
the academic or practical literature. This book is intended to fill this gap,
following up on previous articles in which I developed the foregoing thesis.’

This chapter introduces the overall thesis of the book by addressing
three issues. First, the chapter argues that an international tax regime exists,
embodied both in the tax treaty network and in the domestic tax laws of the

! Graetz (2001); Rosenbloom (2000, 2006); Roin (2001); Dagan (2000); Kane (2004).

2 dell’Anese (2006); Ring (2002); Menuchin (2004); Ault (2001); McDaniel (2001); Vann
(2000); West (1996).

3 For example, Avi-Yonah (1996, 1997, 2000a).
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2 INTERNATIONAL TAX AS INTERNATIONAL LAW

major trading nations. Illustrations are provided from recent developments
that show countries such as the United States and Germany complying with
basic norms of the regime, for example, nondiscrimination. Second, the
chapter argues that the international tax regime is an important part of
international law, as it evolved in the twentieth century. In particular, the
chapter argues that parts of international tax law can be seen as customary
international law and therefore as binding even in the absence of treaties.
An example would be the arm’s-length standard under transfer pricing.
Finally, the chapter explains the basic structure of the international tax
regime and its underlying norms, the single tax principle (income should
be taxed once, no more and no less) and the benefits principle (active
business income should be taxed primarily at source, passive investment
income primarily at residence). The chapter further sets out the norma-
tive rationale for these norms and explains how U.S. tax rules fit in with
them.

I. IS THERE AN INTERNATIONAL TAX REGIME?

The mostimportant statement denying the existence of the international tax
regime was the 1998 Tillinghast Lecture delivered by H. David Rosenbloom
at the NYU law school.* Rosenbloom began his lecture by quoting from
the legislative history of the U.S. dual consolidated loss rules a statement
referring to an “international tax system.” He then proceeded to deny the
existence of this system or regime (“that system appears to be imaginary”),
because in the real world, only the different tax laws of various countries
exist, and those laws vary greatly from each other.

Of course, this description is true as far as it goes, but is this the whole
truth? As Rosenbloom noted, in fact, there has been a remarkable degree of
convergence even in the purely domestic tax laws of developed countries.
Not only can tax lawyers talk to each other across national boundaries and
understand what each is saying (the terminology is the same), but the need
to face similar problems in taxing income has led jurisdictions with different
starting points to reach quite similar results. For example, countries that
started off with global tax systems (i.e., tax “all income from whatever
source derived” in the same way) now have incorporated schedular elements
(for example, the capital loss and passive activity loss rules in the United
States), whereas countries with a schedular background (i.e., tax different

4 Rosenbloom (2000).
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types of income differently) have largely adopted schedules for “other
income” that lead to a global tax base (for example, the United Kingdom).

Not surprisingly, this convergence is most advanced in international tax
matters, because in this case the tax laws of various jurisdictions actually
interact with each other, and one can document cases of direct influence.
For example, every developed country now tends to tax currently passive
income earned by its residents overseas (through controlled foreign corpo-
rations and foreign investment funds [FIF] rules, which were inspired by
the U.S. example), and to exempt or defer active business income. Thus, the
distinction between countries that assert worldwide taxing jurisdiction and
those that only tax territorially has lost much of its force. We will develop
other examples of such convergence in the course of the book.

The claim that an international tax regime exists, however, rests mainly
on the bilateral tax treaty network, which, as Rosenbloom stated, is “a
triumph of international law.” The treaties are of course remarkably similar
(even to the order of the articles), being based on the same Organisation
for Economic Co-operation and Development (OECD) and UN models.
In most countries, the treaties have a higher status than domestic law, and
thus constrain domestic tax jurisdiction; and even in the United States,
the treaties typically override contrary domestic law. This means that in
international tax matters, countries typically are bound by treaty to behave
in certain ways (for example, not tax a foreign seller who has no permanent
establishment) and cannot enact legislation to the contrary.

I would argue that the network of two thousand or more bilateral tax
treaties that are largely similar in policy, and even in language, constitutes
an international tax regime, which has definable principles that underlie it
and are common to the treaties. These principles are the single tax prin-
ciple and the benefits principle, which will be articulated further in later
sections. In brief, the single tax principle states that income from cross-
border transactions should be subject to tax once (that is, not more but
also not less than once), at the rate determined by the benefits principle.
The benefits principle allocates the right to tax active business income pri-
marily to the source jurisdiction and the right to tax passive investment
income primarily to the residence jurisdiction.

To those who doubt the existence of the international tax regime, let
me pose the following question: Suppose you were advising a developing
country or transition economy that wanted to adopt an income tax for
the first time. How free do you think you would be to write the interna-
tional tax rules for such a country in any way you wanted, assuming that
it wished to attract foreign investment? I would argue that the freedom
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of most countries to adopt international tax rules is severely constrained,
even before entering into any tax treaties, by the need to adapt to generally
accepted principles of international taxation. Even if divergent rules have
been adopted, the process of integration into the world economy forces
change. For example, Mexico had to abandon its long tradition of apply-
ing formulas in transfer pricing and adopt rules modeled after the OECD
guidelines in order to be able to join the OECD. South Korea similarly
had to change its broad interpretation of what constitutes a permanent
establishment under pressure from the OECD. And Bolivia had to aban-
don its attempt to adopt a cash flow corporate tax because it was ruled not
creditable in the United States. Even the United States is not immune to
this type of pressure to conform, as can be seen if one compares the 1993
proposed transfer pricing regulations under IRC section 482, which led to
an international uproar, with the final regulations, which reflect the OECD
guidelines.

Another illustration can be derived from recent developments in both
the United States and Germany regarding the application of the principle
of nondiscrimination, which is embodied in all the tax treaties, to thin
capitalization rules that are designed to prevent foreign taxpayers from
eliminating the corporate tax base through capitalizing domestic subsidiary
corporations principally with debt. When the United States first adopted
its thin capitalization rule in 1989, it carefully applied it both to foreigners
and to domestic tax exempts, so as not to appear to be denying interest
deductions only to foreigners. The United States did this even though thin
capitalization rules are an accepted part of international tax law and even
though its constitutional law permits unilateral overrides of tax treaties. The
Germans adopted the same rule, but when it was nevertheless struck down
as discriminatory by the European Court of Justice in 2002, they responded
by applying thin capitalization to all domestic as well as foreign taxpayers.
Neither the United States nor the German actions are understandable in
the absence of an international tax regime embodying the principle of
nondiscrimination.

II. IS THE INTERNATIONAL TAX REGIME
PART OF INTERNATIONAL LAW?

Few would dispute that the network of bilateral tax treaties forms an
important part of international law. Thus, the key issue is whether these
treaties and the domestic tax laws of various jurisdictions can be said
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to form an international tax regime that is part of customary internatio-
nal law.

Customary international law is law that “results from a general and
consistent practice of states followed by them from a sense of legal obliga-
tion.” “International agreements create law for states parties thereto and
may lead to the creation of customary international law when such agree-
ments are intended for adherence by states generally and are in fact widely
accepted.”®

There clearly are international tax practices that are widely followed,
such as avoiding double taxation by granting an exemption for foreign
source income or a credit for foreign taxes. Moreover, there are more than
two thousand bilateral tax treaties in existence, and they all follow one of
two widely accepted models (the OECD and UN model treaties), which
themselves are quite similar to each other and are “intended for adherence
by states generally.” Is this enough to create a customary international
tax law?

In the following, I will briefly survey some examples that in my opinion
strengthen the view that the international tax regime rises to the level
of customary international law. As usual, the hard question is whether
countries not only follow a rule, but do so out of a sense of legal obligation
(opinio juris).

A. Jurisdiction to tax

Can a country simply decide to tax nonresidents who have no connec-
tion to it on foreign-source income? The answer is clearly no, both from a
practical perspective and, I would argue, from a customary international
law perspective. The fact that this rule is followed from a sense of legal
obligation is illustrated by the behavior of the United States in adopting
the foreign personal holding corporation (FPHC) and controlled foreign
corporation (CFC) rules, which will be described in more detail in Chap-
ter 2. In the case of corporations controlled by U.S. residents, the United
States does not tax those corporations directly, but rather taxes the U.S.
resident shareholders on imaginary (deemed) dividends distributed to the
shareholders. This deemed dividend rule was adopted precisely because
the United States felt bound by a customary international law rule not to
tax nonresidents directly on foreign-source income, even though they are

3 Rest. 3rd (For. Rel.) sec. 102(2).
% Rest. 3rd (For. Rel.) sec. 102(3).
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controlled by residents. The United States no longer feels bound by this rule,
but that is because enough other countries have adopted CFC legislation
that expands the definition of nationality that customary international law
has changed. The spread of CFC legislation from 1962 onward is a good
example of how rapidly customary international law can in fact change.

B. Nondiscrimination

The nondiscrimination norm (i.e., that nonresidents from a treaty country
should not be treated worse than residents) is embodied in all tax treaties.
But is it part of customary international law? The behavior of the United
States in the earnings stripping episode just described suggests that the
United States felt at the time that the nondiscrimination norm was binding
even outside the treaty context. Otherwise, even ifit did not wish to override
treaties, it could have applied a different rule to nontreaty country residents
(asitdid in the branch profits tax context three years earlier). Thus, I would
argue that the nondiscrimination norm may in fact be part of customary
international law even in the absence of a treaty.

C. The arm’s-length standard

The standard applied in all tax treaties to the transfer pricing problem of
determining the proper allocation of profits between related entities is the
“arm’s-length standard,” which means that transactions between related
parties may be adjusted by the tax authorities to the terms that would have
been negotiated had the parties been unrelated to each other. This standard
has been the governing rule since the 1930s.

In the 1980s, the United States realized that in many circumstances it is
very difficult to find comparable transactions between unrelated parties on
which to base the arm’s-length determination. It therefore began the process
of revising the regulations that govern transfer pricing. This culminated in
1995 with the adoption of two new methods, the comparable profit method
and profit split method, that rely much less on finding comparables (and
in the case of profit split sometimes require no comparables at all).

What is remarkable about the process by which these regulations were
adopted is the U.S. insistence throughout that what it was doing was con-
sistent with the arm’s-length standard. It even initially called profit split the
“basic arm’s-length return method.” But as I have pointed out elsewhere,
once you abandon the search for comparables, it is meaningless to call a
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method “arm’s length,” because without comparables nobody can know
what unrelated parties would have done. ’

Nevertheless, despite initial objections, the OECD ultimately came to
accept the gist of the new methods in its revised transfer pricing guidelines,
which were issued a short time after the new U.S. regulations and represent
the widely followed consensus view of transfer pricing. The new methods
are thus accepted under the rubric of “arm’s length.”

As Brian Lepard has suggested, the U.S. insistence that it was following
the arm’s-length standard indicates that it felt that the standard is part of
customary international law.® Such a finding has important implications
because the U.S. states explicitly follow a non—arm’s-length method, for-
mulary apportionment, which has been twice upheld by the U.S. Supreme
Court. If the arm’s-length method is customary international law, these
cases may have been wrongly decided, as customary international law is
part of federal law and arguably preempts contrary state law.

D. Foreign tax credits versus deductions

Many economists argue that countries should only give a deduction for
foreign taxes rather than a credit. However, countries generally grant either
an exemption for foreign source income or a credit for foreign taxes paid.
Remarkably, in most cases (following the lead of the United States) this is
done even in the absence of a treaty. It is likely that at this point countries
consider themselves in practice bound by the credit or exemption norm,
and a country would feel highly reluctant to switch to a deduction method
instead. Thus, arguably preventing double taxation through a credit or
exemption has become part of customary international law.

E. Conclusion

If customary international tax law exists, this has important implications
for the United States and other countries. As Justice Gray wrote more than
one hundred years ago in the Paquete Habana case,

[I]nternational law is part of our law, and must be ascertained and adminis-
tered by the courts of justice of appropriate jurisdiction as often as questions
of right depending upon it are duly presented for their determination. For

7 Avi-Yonah (1995).
8 Lepard (2000).
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this purpose, where there is no treaty and no controlling executive or legisla-
tive act or judicial decision, resort must be had to the customs and usages of
civilized nations.

To the extent legislation exists, in the United States it can override cus-
tomary international law as well as treaties. But in the absence of treaties
or legislation, resort can be had to customary international law; and I
would argue that it can also be used to ascertain the underlying purposes of
treaties.

To the extent that customary international tax law exists, this suggests
that it is a mistake to deny the existence of an international tax system or
regime. Admittedly, even if an international tax regime exists, it does not
follow what we should do about it — this has to be investigated in each par-
ticular case. But we should not pretend that there are no binding, widely
accepted international tax norms that we should flout only when significant
national interests are at stake. This view has important implications when-
ever differences between countries’ domestic laws lead to the possibility of
tax arbitrage, which will be discussed further in Chapter 10.

IIT. THE STRUCTURE OF THE INTERNATIONAL
TAX REGIME

If an international tax regime exists, what does it look like? The following
sections will first define the two basic principles that in my view underlie
the international tax regime and why they are normatively justified. I will
then illustrate how the U.S. international tax rules are generally consistent
with these two principles.

A. Defining the tax base: The single tax principle

International income taxation involves two basic questions: (1) What is
the appropriate level of taxation that should be levied on income from
cross-border transactions? (2) How are the resulting revenues to be divided
among taxing jurisdictions?

The answer to the first question is the single tax principle: income from
cross-border transactions should be subject to tax once (i.e., neither more
nor less than once). The single tax principle thus incorporates the tradi-
tional goal of avoiding double taxation, which was the main motive for
setting up the international tax regime in the 1920s and 1930s. Taxing
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cross-border income once also means, however, that it should not be under-
taxed or (at the extreme) be subject to no tax at all.

The appropriate rate of tax for purposes of the single tax principle is
determined by the second principle of international taxation, the benefits
principle. The benefits principle, discussed later, assigns the primary right
to tax active business income to source jurisdictions and the primary right
to tax passive income to residence jurisdictions. Therefore, the rate of tax
for purposes of the single tax principle is generally the source rate for active
business income and the residence rate for passive (investment) income.
When the primary jurisdiction refrains from taxation, however, residual
taxation by other (residence or source) jurisdictions is possible and may
be necessary to prevent undertaxation. Such residual taxation means that
all income from cross-border transactions, under the single tax principle,
should be taxed at least at the source rate (which tends to be lower than the
residence rate), but at no more than the residence rate.

What is the normative basis for the single tax principle? As an initial
matter, [ assume that most countries would like to maintain both a per-
sonal income tax and a corporate income tax. The reasons for having both
a personal income tax and a corporate income tax have been discussed
extensively elsewhere and are not repeated here.” For purposes of justifying
the single tax principle, it is sufficient that most countries in fact maintain
their existing personal and corporate income taxes.

Given a preference for imposing both a personal and a corporate income
tax on domestically derived income of individuals and corporations, it
becomes relatively easy to establish why the single tax principle is jus-
tified as a goal of the international tax regime, on both theoretical and
practical grounds. From a theoretical perspective, if income derived from
cross-border transactions is taxed more heavily than domestic income, the
added tax burden creates an inefficient incentive to invest domestically. This
proposition is widely accepted and underlies the effort, which by now is
about a century old, to prevent or alleviate international multiple taxation.

The corollary also holds true: ifincome from cross-border transactions is
taxed less heavily than domestic income, this creates an inefficient incentive
to invest internationally rather than at home. The deadweight loss from
undertaxation is the same as that from overtaxation.

In addition, there is also a strong equity argument against undertaxation
of cross-border income, which applies to income earned by individuals.

o See, for example, Avi-Yonah (2002, 2004b).
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From an equity perspective, undertaxation of cross-border income violates
both horizontal and vertical equity when compared to higher tax rates
imposed on domestic-source income, and in particular on domestic labor
income. In this case, the argument that equity violations tend to turn into
efficiency issues does not hold, because labor is less mobile than capital and
wage earners typically do not have the ability to transform their domestic
wages into foreign-source income.

On a practical level, the single tax principle can be justified because
double taxation leads to tax rates that can be extremely high and tend to
stifle international investment. Zero taxation, on the other hand, offers an
opportunity to avoid domestic taxation by investing abroad, and therefore
threatens to erode the national tax base. T. S. Adams, the architect of the
foreign tax credit and a major influence in shaping the international tax
regime, recognized both of these propositions in the 1920s. In justifying
the foreign tax credit, Adams wrote, “The state which with a fine regard
for the rights of the taxpayer takes pains to relieve double taxation, may
fairly take measures to ensure that the person or property pays at least one
tax.” Contrary to an exemption system, Adams’ credit operated to eliminate
double taxation by both source and residence jurisdictions, but preserved
residual residence-based jurisdiction to enforce the single tax principle.'®

The practical justification for the single tax principle can be seen most
easily if one imagines a world with only two countries, A and B, and only
two companies, X (a resident of A) and Y (a resident of B). If both A and
B tax the foreign source income of their residents and domestic source
income of foreigners, and neither gives relief from double taxation, then
both X and Y would minimize their taxes by only deriving domestic source
income (because any foreign tax would by definition be an added burden).
The result would be adequate revenues collected by both A and B, but no
cross-border trade or investment.

On the other hand, suppose both A and B exempted from tax both
foreign-source income and domestic-source income of foreigners (a not
inconceivable proposition in many developing countries, which tax resi-
dents territorially and grant tax holidays to foreign investors). In that case,
the way for both X and Y to minimize their taxes would be to derive their
entire income from cross-border transactions. The result would be ade-
quate cross-border trade, but no revenues for A or B. In a world in which
international trade and investment are important, but taxes (unlike tariffs)
cannot be reduced to zero, the single tax principle is the best option.

10 Graetz & O’Hear (1997).
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B. Dividing the tax base: The benefits principle

Having defined one goal of the international tax regime as taxing cross-
border income once, the next question is how to divide that base among
the various jurisdictions laying claim to it. The benefits principle states that
the residence jurisdiction has the primary right to tax passive (investment)
income, whereas the source jurisdiction has the primary right to tax active
(business) income. As explained earlier, this division also determines the
appropriate rate of tax for purposes of the single tax principle.

This distinction, which stems from the work of the League of Nations in
the 1920s, also can be justified on both theoretical and pragmatic grounds.
On a theoretical level, the benefits principle makes sense because it is pri-
marily individuals who earn investment income, whereas it is primarily cor-
porations that earn business income. In the case of individuals, residence-
based taxation makes sense. First, residence is relatively easy to define in
the case of individuals. Second, because most individuals are part of only
one society, distributive concerns can be addressed most effectively in the
country of residence. Third, residence overlaps with political allegiance,
and in democratic countries, residence taxation is a proxy for taxation with
representation.

In the case of multinational corporations, source-based taxation seems
generally preferable. First, the grounds for taxing individuals on a residence
basis do not apply to corporations. The residence of corporations is difficult
to establish and relatively meaningless. Residence based on place of incor-
poration is formalistic and subject to the control of the taxpayer; residence
based on management and control also can be manipulated. Moreover,
multinationals are not part of a single society and their income does not
belong to any particular society for distributive purposes. Finally, multina-
tionals can exert significant political influence in jurisdictions other than
the residence jurisdiction of their parent company, and therefore the con-
cern about taxing foreigners who lack the ability to vote is less applicable
to them.

Second, source-based taxation is consistent with a benefits perspective on
justifying tax jurisdiction. Source jurisdictions provide significant benefits
to corporations that carry on business activities within them. Such benefits
include the provision of infrastructure or education, as well as more specific
government policies such as keeping the exchange rate stable or interest
rates low. These benefits justify source-based corporate taxation in the sense
that the host country’s government bears some of the costs of providing the
benefits that are necessary for earning the income. As T. S. Adams wrote in
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1917, “A large part of the cost of government is traceable to the necessity of
maintaining a suitable business environment.” These costs justify imposing
a tax as compensation to the government bearing them.

On a more pragmatic level, as Adams also observed, because the source
jurisdiction has by definition the “first bite at the apple,” that is, it has
the first opportunity to collect the tax on payments derived from within its
borders, it would be extremely difficult to prevent source jurisdictions from
imposing the tax. “Every state insists upon taxing the non-resident alien
who derives income from source [sic] within that country, and rightly so, at
least inevitably so.” Thus, as Michael Graetz and Michael O’Hear observe,
even if economists tend to prefer pure residence-based taxation, this rec-
ommendation is unlikely to be followed in practice.!! This is particularly
the case for business income derived from large markets, in which case there
is little fear that the foreign investor will abandon the market because of
source-based taxation. For portfolio investment, however, even large source
countries such as the United States have tended to abandon it for fear of
driving away mobile capital. Thus, business income is a better candidate
for source-based taxation than investment income.

The division between active (mostly corporate) and passive (mostly indi-
vidual) income also makes sense because it is congruent with the single
tax principle, because most of the rate divergence among taxing jurisdic-
tions arises in the individual income tax, whereas corporate tax rates have
tended to converge. The top marginal personal income tax rate among
OECD member countries varied in 2006 from 7.5 percent (Switzerland)
to 53.8 percent (Germany). This variability is acceptable for purposes of
the single tax principle, because under the benefits principle most income
earned by individuals in cross-border transactions is investment income
that generally is subject only to residence country tax. Therefore, the resi-
dence country rate typically determines the single tax rate for investment
income.

Corporate tax rates, on the other hand, do not vary so widely (and also
tend to be flat, rather than progressive). Among OECD member countries,
in 2006 the corporate tax rate ranged from 8.5 percent (Switzerland) to
35 percent (United States), but twenty-two of thirty member countries had
rates in the 25 percent to 35 percent range. Thus, for purposes of the single
tax principle, the rate applied is generally the residence rate for individual
(mostly investment) income and a rate in the 25 percent to 35 percent
range for corporate (mostly business) income. It is congruent with both

1 Graetz & O’Hear (1997).
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Table 1. The structure of the international tax regime

World
Residents Nonresidents
Active Passive Active Passive
Low tax High tax High tax Low tax

This table will be the basis of our analysis of the details of the international
tax regime in the following chapters.

the single tax and benefits principles, however, to have residual taxation
by residence or source jurisdictions in cases where the jurisdiction that has
the primary right to tax under the benefits principle refrains from doing
so. Thus, under the single tax and benefits principles, all income from
cross-border taxation under current rate structures should be taxed at a
rate between approximately 25 percent (the lower end of the source rates)
and approximately 55 percent (the higher end of the residence rates).

Neither the single tax principle nor the benefits principle provides a
clear answer to the question of how to divide the corporate income tax
base among the various jurisdictions providing benefits. Market prices can
provide an answer when transactions are at arm’s length, but not when
they are between related parties (and there are no comparable arm’s-length
transactions). In addition, the single tax principle requires that taxation be
imposed even on income derived from a jurisdiction that chooses not to
levy a tax in return for the benefits it provides. These issues will be addressed
further in a later section.

Itis useful to summarize the resulting structure of international taxation
in Table 1, which divides the world into two categories of taxpayers, resident
and nonresident. For each category, there is a further division between
active (business) and passive (investment) income. Active income is taxed
primarily at source, whereas passive income is taxed primarily at residence.

C. How U.S. tax rules fit the international tax regime

As an illustration, this section will discuss how the U.S. tax rules (both
domestic law and treaty-based rules) fit the international tax regime just
described.

The fundamental distinction underlying the U.S. international tax
regime is between domestic taxpayers (U.S. citizens, residents, domestic



14 INTERNATIONAL TAX AS INTERNATIONAL LAW

corporations, partnerships, and trusts), who are taxed on their worldwide
income, and foreign taxpayers (all others), who are taxed only on their U.S.-
source income. Domestic taxpayers are taxed by the United States because
of their personal connection to the United States, that is, on the basis of
residence; the United States does, however, include nonresident U.S. citi-
zens in this category. Foreign taxpayers are taxed by the United States on
the basis of their territorial connection to the United States, that is, on the
basis of source. One problem that is raised by this distinction is that the
choice between being taxed on a residence or source basis is initially left
to the taxpayer, because corporations are classified as domestic or foreign
based on their formal place of incorporation. Therefore, it is possible for
a domestic taxpayer to shift income from residence- to source-based tax-
ation by routing it to a corporation incorporated abroad; if the income is
foreign source (and not effectively connected with the conduct of a trade
or business in the United States), the result is the avoidance of current
U.S. taxation. Much of the complexity of the current U.S. international tax
regime stems from attempts to address this problem through antideferral
regimes.

1. Foreign taxpayers

The active or passive distinction is reflected in the two ways in which the
United States taxes foreign taxpayers on income derived from sources within
the United States. Income that is effectively connected with a U.S. trade or
business, which includes primarily active business income, is taxed on a net
basis in the same way as it would have been taxed if earned by a domestic
business. On the other hand, “fixed or determinable, annual or periodic”
income (FDAP), which includes passive income, is nominally taxed on a
gross basis at a relatively high rate (30 percent), but a combination of source
rules, statutory exemptions, and tax treaties results in such income being
generally taxed only when earned by foreign businesses as part of their
active business operations; such income generally is not taxed when earned
by portfolio investors.

a. Active business and effectively connected income

The taxation of active business operations in the United States is relatively
straightforward. Income that is effectively connected with a U.S. trade or
business is taxed at the regular rates and on the same net basis as income
earned by domestic taxpayers. The crucial terms, frade or business and
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effectively connected, are not defined in the Code (with certain exceptions),
but a series of rulings and court cases has sought to distinguish active
business operations, which are subject to this regime, from mere investment
activity, which is not subject to it. In particular, since 1966, the United States
generally has not treated passive earnings of foreign businesses in the United
States as subject to tax on a net basis unless the assets or operations of the
business participated in generating the income. In addition, a specific Code
provision excludes investments made through a U.S. broker from being
treated as a trade or business for this purpose.

In general, the definition of effectively connected income corresponds
to the economic definition of active business income. However, effectively
connected income is in some respects broader, and in others narrower, than
active business income from U.S. sources. First, the source rules operate to
exclude from the U.S. taxing jurisdiction income that would not be subject
to U.S. tax under the permanent establishment threshold of tax treaties. In
particular, income from sales is generally sourced according to the residence
of the seller, and income from sales of purchased inventory is sourced
according to passage of title (a formal attribute totally within the taxpayer’s
control) unless such income is attributable to a U.S. office or other fixed
place of business. Similarly, income from international communications
and from activities in space — two of the newer additions to the source rules—
is sourced according to the residence of the seller and, thus, is not subject
to U.S. tax if the seller is foreign unless it is attributable to a U.S. office
or fixed place of business. These rules reflect the international consensus
that source-based taxation of active business income should be limited to
business operations that exceed a certain minimal standard of activity in
the host country.

In certain cases, the United States treats passive income as effectively
connected income. For example, capital gain from the sale of real property
located in the United States is treated as effectively connected income even
if the foreign investor plays an entirely passive role. In other cases, income
that is not clearly active or passive is treated as active. This is true, for
example, if U.S.-source income is not effectively connected but is also not
FDAP (such as capital gains of an active U.S. business from its portfolio
investments).

b. Passive income

It is more difficult to see how the United States follows the international
tax regime regarding the taxation of passive income because the statute
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provides for a heavy 30 percent withholding tax on gross passive income
from U.S. sources. In this case, however, it is necessary to look beyond the
basic statutory rate and to determine how often the current regime actually
imposes it. In effect, through a combination of source rules, treaties, and
statutory exemptions, few items of income from the portfolio investments
of foreign taxpayers end up being subject to the 30 percent tax. In 2003,
foreigners earned approximately $26 billion in passive income (including
passive income of controlling shareholders), but the United States collected
only about $4 billion from all its withholding taxes together, an effective
rate of only 12.5 percent. Approximately an additional $42 billion of passive
income was exempt from tax under the provisions described next.

(i) Capital gains. First, it should be noted that capital gains, which are a
form of passive income, have never been subject to withholding, except
in the case of real property. Thus, a nonresident’s gain from the sale of
stock in a U.S. corporation is untaxed by the United States, even though it
represents the present value of the future stream of income from the stock.

(ii) Interest. The most prevalent exemption from the nominal 30 percent
withholding tax is interest, which, under an exemption enacted in 1984, is
not subject to tax if earned by foreign portfolio investors. The exceptions
to this exemption are instructive. One exception addresses foreign banks
making loans into the United States in the ordinary course of their busi-
ness, in which case the interest represents active business income. Another
exception to the portfolio interest exemption concerns interest paid to for-
eign shareholders who own more than 10 percent of the stock of the payer.
This rule reflects the distinction outlined earlier between active and port-
folio income on the basis of control, and it also provides some deterrent
against controlling shareholders’ attempts to disguise dividends as interest.
Similarly, another rule restricts the application of the exemption to con-
tingent interest, which is similar to dividends and thus subject to abuse in
the hands of controlling shareholders.

In addition, yet another rule restricts the deductibility of interest paid to
foreign related parties (generally, under a 50 percent common ownership
threshold) if the payer’s debt-to-equity ratio is too high. This “earnings
stripping” rule is also designed to backstop the interest or dividends dis-
tinction and to prevent too high a percentage of U.S. business profits from
being paid out as deductible interest to controlling shareholders. The com-
bination of the 10 percent stock ownership limit on the portfolio interest
exception and the limits on deductibility keeps a foreign enterprise engaged
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in an active business operation in the United States through a subsidiary
from escaping U.S. tax by paying interest that is not subject to withholding
and that reduces the profits of the subsidiary, although that result can still
be achieved by financing the subsidiary from an unrelated foreign entity (as
longasitis nota “bank”). The emphasis on related parties in both the earn-
ings stripping rule and the 10 percent stock ownership exception reflects
the sense that a related foreign party is really engaged in active business in
the United States through its control of its subsidiary, and that the interest
income it receives represents more than purely passive income. Thus, these
rules run contrary to the formal distinction between the foreign parent
and the subsidiary — the internationally accepted definition of a permanent
establishment excludes a parent from being treated as engaged in an active
business in a country merely because it controls a subsidiary — but the rules
are congruent with a view that restricts passive income to portfolio income.

(iii) Dividends. Thesituation in the case of dividends is more complicated.
Unlike interest, which is not subject to withholding under the U.S. Model
Treaty, dividends are usually subject to taxation at their source (at 5 percent
or 15 percent, depending on whether or not they are paid to shareholders
owning 10 percent of the payer or not) even if a treaty is in place (although
some recent U.S. treaties reduce the dividend withholding rate to zero in
the case of over 80 percent controlled subsidiaries). Second, dividends are
subject to potential triple taxation: they are not deductible to the payer,
they are subject to withholding, and they are potentially subject to tax in
the hands of the recipient (subject to foreign tax credit or exemption).
Thus, dividends are a tax-inefficient way of repatriating the earnings of
U.S. corporations.

Nevertheless, even in the case of dividends, certain rules operate to
reduce the likelihood that portfolio dividends will be subject to effective
source-based taxation. First, the source rule for dividends, like the rule for
interest, is formalistic: dividends are sourced according to the residence of
the payer. In the absence of other rules, this would mean that a foreign cor-
poration whose entire income is effectively connected with its U.S. trade or
business could pay dividends to foreign shareholders without withholding
tax being imposed. In fact, however, the source rule has been modified to
make such dividends U.S.-source income in certain cases; but in practice,
the Treasury Department has found it impossible to enforce withholding
on dividends paid by a foreign corporation to foreign shareholders and is
forbidden from doing so by many U.S. treaties. To counteract this result,
Congress in 1986 enacted the branch profits tax, which seeks to impose an
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equivalent tax on the earnings of the foreign corporation that are withdrawn
from its U.S. trade or business. Although the branch profits tax operates as
a replacement for withholding on dividends (and interest) paid by the for-
eign corporation from its U.S. business, note that unlike a withholding tax
on dividends, the branch profits tax is an additional tax on the corporation
engaged in an active U.S. business, which may or may not be passed on to
the passive investors in that corporation. In addition, the United States has
agreed with many of its treaty partners to refrain from imposing the branch
profits tax on corporations resident in the other country, and in fact, the
United States collects very little revenue from the tax.

Second, in many cases, dividends can be disguised as interest, with
respect to which small investors can take advantage of the portfolio interest
exemption. Although the 1993 Tax Act reduced the size of this loophole, it
still exists, for example, in the case of interest based on the value of publicly
traded stock.

Third, the tax on dividends can be avoided for portfolio investors by
the use of derivatives, such as equity swap. Under an equity swap, a foreign
investor receives a return that is identical to the dividends on the underlying
stock, but such substitute payments are not usually treated as U.S. source
and therefore not subject to withholding tax.

The combination of opportunities for avoidance just described means
that dividend withholding is infrequent for portfolio investors.

(iv) Rents and royalties. The withholding tax on royalties and rents is
slightly harder to avoid than the tax on dividends or interest because the
source rule is less formalistic and more reflective of economic reality. Roy-
alties and rents are sourced according to the place where the asset that gives
rise to them is used. However, the United States, like most industrialized
countries, negotiates for a 0 percent withholding rate on rents and royalties
in its tax treaties. Moreover, even in the absence of a treaty, companies
can frequently recharacterize royalties as sale proceeds or as income from
services, and in both cases, favorable source rules exist that allow taxpayers
to avoid U.S. withholding taxes altogether.

To sum up, the taxation of foreign taxpayers generally follows the active
or passive distinction. Active income — income effectively connected with
a U.S. trade or business — is subject to U.S. tax at its source. Passive
FDAP income is nominally subject to withholding taxes, but because of
the operation of statutory rules (e.g., the portfolio interest exemption),
source rules (e.g., the formal rules for sourcing dividends, interest, and
wages), and treaties (e.g., the 0 percent rate on interest and royalties), the
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United States frequently does not tax such income in the hands of portfolio
investors.

2. Domestic taxpayers

Domestic U.S. taxpayers are taxed on their worldwide income, but a foreign
tax credit is given for foreign income taxes on foreign-source income up to
the U.S. tax rate. This suggests that U.S. policy is to give the source country
primary tax jurisdiction over all types of income. Although this is true
to some extent, a combination of statutory rules results in passive foreign
income being treated far less favorably than active foreign income, so that
in practice, the United States is more likely to respect the primary right of
the foreign jurisdiction to tax active income than passive income.

a. Deferral

The first distinction between active and passive income involves defer-
ral. The possibility of deferring current U.S. tax on foreign-source income
results from the fact that only domestic taxpayers are taxed on their world-
wide income and that taxpayers can easily choose between classification as
foreign or domestic according to the formal jurisdiction of their incorpo-
ration. If only these rules applied, a taxpayer could defer current U.S. tax
on foreign-source income simply by routing it to a subsidiary incorporated
abroad. If the subsidiary were incorporated in a tax haven, the result would
be no current taxation of the foreign-source income of the subsidiary, which
is equivalent to a tax exemption for the interest on these earnings for the
period of deferral. This would amount to virtually complete exemption in
present-value terms if the deferral lasts long enough.

Such favorable treatment of foreign-source income would encourage
U.S. taxpayers to route their income to foreign “incorporated pocketbooks.”
To counter this tendency, the United States has historically adopted a com-
plex set of overlapping antideferral regimes, all of which result either in
current taxation of the foreign-source income to controlling U.S. share-
holders or in an interest charge on the income when it is repatriated to the
United States. The earliest of these regimes, dating from 1937, applied only
to foreign corporations controlled by five or fewer U.S. individuals. In 1962,
the antideferral mechanism was applied to foreign corporations controlled
by U.S. corporate as well as individual shareholders, and in 1986, it was
extended to all U.S. shareholders of foreign corporations, even if they only
hold a minuscule percentage of the shares.



20 INTERNATIONAL TAX AS INTERNATIONAL LAW

It should be noted, however, that the common feature of all of these
regimes (three of which were abolished in 2004, leaving three others), is
that they apply only to passive foreign income. In 1962, the original Kennedy
administration proposal for eliminating deferral on all the foreign earnings
of controlled foreign corporations was defeated, as were similar proposals
in the 1970s, and no movement in this direction seems to be likely.

The result of this combination of regimes is that active foreign income
enjoys a privileged position over passive foreign income. Although pas-
sive foreign income may be taxed currently even to noncontrolling U.S.
shareholders, most active foreign income is not, even if the active income
is not currently taxed overseas. Thus, the United States unilaterally grants
the source jurisdiction the primary right to tax active income and does not
assert residual jurisdiction even if the foreign country does not exercise
that right, as long as the income stays abroad; but it asserts its residence
jurisdiction to tax currently passive foreign income, albeit with a foreign
tax credit (up to the U.S. tax rate) to avoid double taxation of that income.

b. Foreign tax credit

A second significant distinction in favor of source-based taxation of active
foreign income involves the operation of the foreign tax credit. As revised
in 1986, the limitation on the credit (by which the credit is limited to the
U.S. tax rate on foreign-source income) is further limited by applying it
separately by categories of income (“baskets”). Until 2004, there were nine
such baskets, but from 2004 on there are only two — passive and active.
The exception to this “basket” system has always been active foreign-
source income, which is all lumped into one residual category. This means
that high foreign taxes on active income can usually be credited in full if the
U.S. corporation can find a low-taxed source of active foreign income. For
example, suppose that U.S. corporation X has $100 in U.S.-source income
and $100 in foreign-source income from Germany, which is subject to a
German taxrate of 50 percent. In that case, X will end up with a high effective
tax rate and $15 of excess foreign tax credits: X’s foreign tax credit will
be limited to $35 (35 percent [the U.S. tax rate] x $100 [X’s foreign-source
income]); X’s U.S. tax liability will be $35 (35 percent x $200 [worldwide
income] = $70 [tentative U.S. tax] — $35 [foreign tax credit allowed by the
limitation]); X’s total worldwide tax liability will be $85 ($50 [German tax
liability] 4+ $35 [U.S. tax liability]), an effective tax rate of 42.5 percent; and
Xwill have $15 of excess foreign tax credits ($50 [foreign tax liability] — $35
[United States foreign tax credit]). If in this situation X can find a foreign
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country that does not tax active income (e.g., Malaysia, which grants tax
holidays to foreign investors) and from which it can earn an additional $100
of foreign-source income, its effective tax rate will be dramatically lower:
X can credit the entire amount of foreign taxes paid (35 percent [the U.S.
tax rate] x $200 [X’s foreign-source income] = $70 [U.S. foreign tax credit
limit], which is greater than X’s total foreign tax liability of $50); X’s U.S.
tax liability will be $55 (35 percent x $300 [worldwide income] = $105
[tentative U.S. tax] — $50 [U.S. foreign tax credit]); X’s total worldwide tax
liability will be $105 ($50 [German tax liability] + $55 [U.S. tax liability]),
an effective tax rate of 35 percent, or 7.5 percent less than before.

This ability to average active foreign income from several sources for
foreign tax credit limitation purposes gives a significant incentive to U.S.
taxpayers who operate abroad to invest in foreign jurisdictions that levy
low effective tax rates on the taxpayers’ active business income, because
this will enable them to credit the often higher foreign taxes imposed on
business operations in other countries.

To sum up, active foreign business income of domestic taxpayers is not
taxed by the United States currently if earned through a foreign subsidiary
until it is distributed to the U.S. taxpayer (as a dividend, as interest, or even
as a loan), even if there is no source-based taxation. Moreover, even when
it is distributed, such active income retains a privileged position because
the averaging rules generally allow a credit against all foreign taxes on such
income, so that the United States will rarely levy even residual taxes on this
income. Passive foreign income, on the other hand, is taxed currently (or is
subjected to an interest charge), and taxpayers are discouraged from invest-
ing such income in countries imposing high taxes at the income’s source by
effectively denying a foreign tax credit for such taxes by segregating them
into a separate basket. As a result, the United States most often will get to
tax such passive income currently and in full. Whereas the United States
retains the residual right to tax active income as the residence country and
recognizes the primary right of other countries to tax passive income at its
source, these rules promote — as the international tax regime would indi-
cate — source taxation of active income and residence taxation of passive
income, even in the absence of a tax treaty with the United States.



Jurisdiction to tax

I[. INTRODUCTION

The traditional grounds of jurisdiction to prescribe in international law
are nationality (“the activities, interest, status or relations of [a state’s]
nationals outside as well as within its territory”) and ferritoriality (“conduct
that, wholly or in substantial part, takes place within [a state’s] territory”).!
Territoriality is expanded to cover conduct outside a state’s territory that
has, or is intended to have, a “substantial effect” within its territory. As we
shall see, international tax law modifies both concepts to a significant extent,
resulting primarily in expanding the scope of nationality jurisdiction.

II. INDIVIDUALS: REDEFINITION OF NATIONALITY
JURISDICTION AS RESIDENCE

Nationality is usually considered to be equivalent to citizenship. However,
with the exception of the United States, almost no other country in the
world claims the right to tax its citizens on foreign-source income when
they live permanently in another country. The United States reserves the
right to tax its citizens on worldwide income no matter where they live (IRC
secs. 1,2(d), 7701(a)(30)), a practice upheld by the Supreme Court in Cook
v. Tait based on the benefits the United States provides its citizens even if
they live overseas. However, the opinion is weak, its underlying rationale is
doubtful given the limited benefits available to American citizens overseas,
and almost no other country follows the rule. Thus, although international
law seems to sanction the U.S. practice (and the United States has written
it into all its tax treaties), it faces academic criticism and seems a dubious
rule to follow.

! Rest. 3rd Foreign Relations Law U.S. sec. 402.
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Instead, every country in the world (including the United States) has
adopted a definition of nationality for tax purposes that is much broader
than citizenship. That definition is residence, which usually implies mere
physical presence in the country for a minimum length of time. In the
United States, physical presence for 183 days in a given year is generally
sufficient to subject an individual to taxing jurisdiction on her worldwide
income for that year; this number is even smaller if time was spent in the
United States in the preceding two years. Other countries follow a similar
rule, which is also sometimes supplemented with a “fiscal domicile” test
that looks to less definitive factors including location of principal abode,
family ties, and the like. These physical presence and fiscal domicile tests
are also incorporated into tax treaties.

This new definition of nationality is a remarkable expansion of the con-
cept of nationality. Perhaps no other substantive area of international law
exists in which nationality jurisdiction for individuals is determined by so
dubious a ground as mere physical presence. In fact, because of this expan-
sive view, it is quite possible for an individual to be subject to residence-
based taxation by a country in one year and not in the next or for an indi-
vidual to have dual tax residency. Elaborate rules are necessary to address
situations in which individuals move in and out of resident status from year
to year (e.g., rules on deemed sales of their property when they leave) and
to avoid dual-residence double taxation.

Why has nationality-based jurisdiction been expanded so dramatically
in tax law? The reason becomes evident if one considers the implications
of the relative ease of acquiring a tax haven nationality. If tax law followed
the general international law rule and imposed worldwide taxation only on
citizens, then it is conceivable that some U.S. citizens might abandon their
U.S. citizenship in exchange for that of a tax haven jurisdiction, thereby
avoiding taxation on their foreign-source income while living permanently
in the United States. In general, living in a country for at least half a year
is considered a sufficient ground for worldwide taxation because of the
presumed benefits derived from that country.

The residence rule is so widely followed and is incorporated into so many
treaties that it can be considered part of customary international law, even
though it seems contrary to widely shared understandings of nationality. It
is thus appropriate for the United States to follow this rule. It is doubtful,
however, whether the United States should continue to insist on taxing
its citizens living overseas, especially because a combination of exemptions
and credits (in addition to enforcement difficulties) means that this practice
generates little tax revenue.
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III. CORPORATIONS: EXPANSION OF NATIONALITY
JURISDICTION TO CECS

The nationality of corporations is an equally difficult issue and is rele-
vant to other areas of the law as well. In general, corporations are con-
sidered nationals based on the country in which they are incorporated
(the U.S. approach), the country from which they are managed and con-
trolled (the U.K. approach), or both. Each approach has its advantages and
disadvantages; the U.S. approach is the easiest to administer but also the
most manipulable, as shown recently by so-called inversion transactions
in which corporations shifted their nominal country of incorporation to
Bermuda while retaining all of their headquarters and management in the
United States. The U.K. approach is less easily manipulated but requires
more administrative resources to police.

The interesting aspect of nationality jurisdiction for corporations in
tax law is the gradual adoption of a rule that permits countries to tax
“controlled foreign corporations” (CECs), that is, corporations controlled
by nationals, as if they were nationals themselves. This rule originated
with the United States. Because the definition of corporate nationality in
the United States is formal (country of incorporation), it is easy for U.S.
nationals (residents) who have foreign-source income to avoid taxation on
such income by shiftingit to a corporation incorporated in another country,
preferably a tax haven, where it can accumulate tax free. For example, Jacob
Schick, the inventor of the Schick disposable razor, transferred his razor
patent to a Bermuda corporation that accumulated the royalties; Schick
later proceeded to give up his U.S. citizenship and retire to Bermuda, where
he lived on the accumulated tax-free profits.

To address this problem, the United States adopted a rule in 1937 that
taxed shareholders in “foreign personal holding corporations” (FPHCs).
An FPHC was defined as a foreign corporation controlled (over 50 percent
by vote) by five or fewer U.S. resident individuals, and whose income was
over 60 percent passive (since passive income was considered easier to shift
than active income). Interestingly, at the time, the United States considered
itabreach ofinternational law to tax a FPHC (a foreign national) directly on
foreign-source income; instead, it adopted a rule that taxed the U.S. share-
holders on a deemed dividend of the accumulated passive income of the
FPHC. This rule can be compared to the personal holding company (PHC)
regime adopted at the same time, which applied to domestic corporations
and taxed them directly on their accumulated income at the shareholder
rate (PHCs were used by shareholders to shelter U.S.-source income from
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the higher individual rate by earning the income through a corporation
subject to tax at a lower rate).

The deemed dividend rule was upheld by Judge Frank of the Second
Circuit without considering its international-law implications. And yet, it
clearly represented a major expansion of U.S. residence taxing jurisdiction,
because taxing a deemed dividend is economically equivalent to taxing a
foreign corporation directly on foreign-source income. It could certainly be
argued that this rule was a breach of international law when it was upheld in
1943, just as Judge Hand’s Alcoa antitrust decision (1945), which invented
the effects doctrine, was likewise arguably a breach of international law.

The impact of the deemed dividend rule was greatly expanded when the
Kennedy administration decided in 1961 to propose applying the same rule
to all income of corporations that are over 50 percent controlled by large
(10 percent by vote each) U.S. shareholders, that is, to subsidiaries of U.S.
multinationals (CFCs). Ultimately, this resulted in the enactment in 1962
of “Subpart F,” which applied the deemed dividend rule to certain types of
income (mostly passive income) of all CFCs.

Again, there was no international law challenge to the deemed dividend
rule. Instead, other countries began to copy the CFC regime: Germany
(1972), Canada (1975), Japan (1978), France (1980), and the U.K. (1984).
Currently, there are twenty-six countries with CFC rules (mostly developed
ones), and this number is likely to increase. Thus, the CFC concept has
arguably become part of customary international law, in the same way that
the expansion of territorial jurisdiction over international waters rapidly
changed international law from the 1970s onward.

Even more striking is the fact that many of the countries adopting the
CFC rule abandoned the deemed dividend idea, which can lead to signifi-
cant difficulties in practice, in favor of direct taxation of the CFC’s share-
holders on its earnings on a pass-through basis.” Thus, the jurisdictional
rule has been changing and no longer seems to require a deemed dividend;
it may even permit direct taxation of a CFC on its foreign-source income
because it is controlled by residents. Indeed, the IRS itself has adopted
this view, because it now believes that both the PHC regime and the older
accumulated earnings tax regime can apply directly to foreign corporations
even though their effect is to tax the corporation on foreign-source income.
This is particularly striking for PHCs, because lawmakers in 1937 were so
sure that the United States had no jurisdiction to tax foreign corporations
on foreign-source income that Congress did not bother to specify that a

2 Avi-Yonah (2004b).
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PHC could not be a foreign corporation (Congress concurrently adopted
the parallel FPHC regime explicitly for foreign corporations). Today, this
oversight enables the IRS to argue that under the new understanding of
jurisdictional limits, the PHC rules as well as the FPHC rules apply to for-
eign corporations. (The PHC rules were amended in 2004 to exclude foreign
corporations because they are subject to the stricter Passive Foreign Invest-
ment Company (PFIC) rules, but they still apply to earlier years, and the
accumulated earnings tax continues to apply to foreign corporations.)

Claiming that nationality jurisdiction applies to foreign corporations
solely because they are controlled by nationals is a striking departure from
ordinary international law. Compare, for example, the oft-recurring dis-
putes about the extraterritorial application of international sanctions. In
both the Fruehauf(1965) and Sensor (1982) cases, the foreign courts explic-
itly rejected U.S. claims to require foreign subsidiaries of U.S. multina-
tionals to obey U.S. sanctions aimed at China and the USSR. In Sensor,
the Dutch court went through all the possible grounds for jurisdiction
and explicitly found that none applied, even though the subsidiary was
controlled from the United States.

What, then, enables the United States and other countries to expand
nationality jurisdiction to subsidiaries in the tax area? The explanation is
the “first bite at the apple rule,” adopted by the League of Nations in 1923.
Under that rule, the source (territorial) jurisdiction has the primary right
to tax income arising within it, and the residence (nationality) jurisdiction
is obligated to prevent double taxation by granting an exemption or a
credit. Thus, permitting the expansion of residence jurisdiction to CFCs
does not harm the right of source jurisdictions to tax them first; residence
(nationality) jurisdiction only applies as a residual matter when the source
jurisdiction abstains from taxing. Source jurisdictions sometimes argue
that the residence jurisdiction interferes with their right to effectively grant
tax holidays to foreign investors, but even that is mitigated by the restricted
application of CFC rules to passive income.

This story illustrates the growth of customary international law in the
tax area. Between the 1930s and 1960s, there was a clear rule of customary
international law that prohibited taxing foreign corporations on foreign-
source income. That rule was universally observed and was considered
binding, as illustrated by the U.S. effort to avoid an outright breach through
the deemed dividend mechanism. However, after other countries changed
the rule by taxing shareholders directly on CFC income, the United States
no longer considered it to be binding, as indicated by the application of the
PHC regime to foreign corporations. If the United States were to continue
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in this path, the next step would be to abolish the obsolete deemed dividend
rule and replace it with a direct tax on the CFCs.

IV. THE PROBLEM OF TERRITORIAL
JURISDICTION (SOURCE)

The right of countries to tax income arising in their territory is well estab-
lished in international law. In fact, some countries (e.g., France) begin with
the assumption that the only income they have the right to tax is domestic-
source income, although France and other territorial jurisdictions have
long since begun to tax some income of nationals from foreign sources.
Even countries that assume worldwide taxation of nationals, such as the
United States and the United Kingdom, do notin practice tax foreign-source
income as heavily.

The special problem of territoriality in the tax area is that the source of
income is difficult to define. In fact, many public finance economists would
claim that the concept lacks meaning in the majority of cases. Consider a
law firm in country A that provides advice on the legal implications of a
merger of two multinationals whose parents are in countries A and B and
whose operations are in twenty countries around the globe. What is the
economic source of the law firm’s income?

Ideally, one could imagine a world in which all countries tax only on
a nationality (residence) basis, and the only problem would be assigning
residence to individuals (relatively simple) and to corporations (more dif-
ficult). In practice, however, the problem of defining source would persist
as long as countries desire to tax nonresidents on domestic-source income,
as they are permitted to do under international law.

This problem has been partially resolved by arbitrary rules embodied
in tax treaties (which arguably form part of customary international law)
that define the source of various categories of income. For example, income
from services is sourced where the services are provided (and not where they
are consumed); dividend and interest income is sourced by the residence
of the payer; capital gains are sourced by the residence of the seller; and
so on. The difficulty arises in determining the category of income, which
may be very hard (consider, for example, how to distinguish among sales,
services, and royalty income when downloading software off the Internet,
buying it in a store, or receiving it in a preinstalled package on a PC).

In the case of multinationals, the sourcing issue becomes even harder
because taxation requires allocating the income of a controlled group of
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corporations among taxing jurisdictions. If tax authorities merely followed
the form (regarding which subsidiary nominally earned the income from
intergroup transactions), multinationals would rationally choose to book
all income in tax haven subsidiaries. An entire branch of tax law called
transfer pricing is devoted to resolving this problem. We will return to this
point in Chapter 6, because it provides a good illustration of customary
international tax law.

The key idea is simply that territoriality, which is a relatively easy concept
to define in international law in general, becomes very hard when tax law is
concerned. It may be unfortunate that international law facilitates the tax-
ation of foreigners on a territoriality basis, although source-based taxation
may be inevitable for corporations because the residence of corporations is
inherently more manipulable and less meaningful than that of individuals.

V. JURISDICTION AND CUSTOMARY
INTERNATIONAL LAW

May a country tax nonresidents that have no connection to it on foreign-
source income? They may not, both from a practical perspective and from
a customary international law perspective. This rule is followed from a
sense of legal obligation, which is illustrated by the behavior of the United
States in adopting the FPHC and CFC rules described earlier. The deemed
dividend rule was adopted precisely because the United States felt bound
by a customary international law rule not to tax nonresidents directly on
foreign-source income even for corporations controlled by residents. The
United States no longer considers itself bound by this rule, but that is
because enough other countries have adopted CFC legislation expanding
the definition of nationality that customary international law has changed.
The spread of CFC legislation is a good example of how rapidly customary
international law can in fact change.

VI. U.S. JURISDICTION TO TAX RULES

The United States, like most countries, taxes its residents on the basis of
personal jurisdiction and nonresidents on the basis of territorial jurisdic-
tion. In addition, the United States has always had a global tax regime,
meaning that residents are taxed on their worldwide income “from what-
ever source derived” (IRC Sec. 61). The global tax regime is an attempt to
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capture all sources of income of the wealthy (the same reason the United
States generally rejected schedular approaches) and to avoid violations of
vertical equity that can result from exclusive taxation of domestic income.

The current trend for most countries is to emulate the United States
and adopt worldwide taxation of individual residents, at least on paper.
Thus, there has been significant convergence between global and territorial
jurisdictions in the past twenty-five years: both tend to tax individuals on
worldwide income, especially passive income, but both tend to tax cor-
porations on a territorial basis (by deferring or exempting active income
earned through corporate subsidiaries).

It thus becomes crucial to define residency status under U.S. tax law,
because only residents are subject to worldwide taxation. Residency is
defined separately for individuals and legal entities, primarily corporations.
In the case of individuals, there are two different definitions: one is based
on status, and the other on physical presence. An individual must meet at
least one of the criteria to be considered a resident. The rules are written
in such a way as to facilitate gaining residency status and hinder avoiding
residency status, because tax rates are generally higher for residents than
for nonresidents.

There are two ways to be a U.S. resident on the basis of status. The
first, which is a relatively unique rule, is simply to be a U.S. citizen. The
United States has historically considered holding an American passport to
be such a privilege that it entitles the government to tax citizens on world-
wide earnings even if they reside primarily outside of the United States. A
famous American Supreme Court case, Cook v. Tait, involved an American
citizen who lived permanently in Mexico. The American citizen derived
income from real estate located in Mexico, and there was no question that
it was foreign-source income. Nevertheless, the Supreme Court held (in
a poorly argued opinion that remains controlling law) that Congress has
the authority to tax American citizens even if they don’t live in the United
States.

How is this enforced if the U.S. citizens are nonresidents? First, a citizen
must renew her passport every ten years; if she wants to keep her passport,
she must show that she filed tax returns. Second, most Americans living
abroad pay relatively little in tax, because of a sizeable exemption — now over
$80,000 — for earned income overseas, implemented primarily to benefit
expatriates (Americans who work for American multinationals overseas).
Also lowering the amount of tax owed is a foreign tax credit that allows U.S.
citizens living abroad to credit any foreign taxes that they pay on income
over the exemption limit. Finally, by filing tax returns, U.S. citizens qualify
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for American social security (pension) benefits. U.S. taxes on Americans
abroad are therefore structured such that the benefits of filing tax returns
generally outweigh the costs.

Another resident by status is the so-called permanent resident or green
card holder, that is, somebody who has been granted the right permanently
to live and work in the United States. A green card holder is subject to
worldwide tax no matter where she lives, just as if she were a citizen, as
long as she maintains her green card. Green cards are difficult to obtain,
and therefore U.S. permanent residents generally have an incentive to file
tax returns in order to maintain their green card status.

The other alternative to determine individual residence is physical pres-
ence, which refers to the number of days that a person is physically present
in the United States; this type of rule is relatively common internationally.
The international benchmark is that physical presence for more than half
the year (183 days in a year) constitutes residence in that country, because
more time was spent in that country than any other country in that year.
This rule necessitates a formal method of counting days spent in each coun-
try. The American rule is that any fraction of a day is counted as one day,
and that any physical presence counts except for in transit at airports during
international flights. In other words, for the purposes of this rule, you are
in the United States once you pass immigration.

However, the American rule is somewhat more elaborate because oth-
erwise, it would be relatively easy to spend quite long periods in the United
States without being considered a resident. To illustrate this, imagine spend-
ing 182 days in year one and another consecutive 182 days in year two; you
would still not be a resident for either of these years because you did not
spend more than half a year in either year. So the actual American rule is
that you need to count not just the days in the current year, but also the
days in the previous two years. In the current year, each day equals one day.
In the previous year, each day is counted as one-third of a day. In the year
before that, each day is counted as one-sixth of a day.

Why does the United States have such a mechanical rule? This rule cre-
ates an objective test based on the counting of physical days — if a person
is over the limit she is a resident, and if she is under the limit she is a
nonresident. Most countries in the world have a more flexible notion of
physical domicile that is based on the location of the usual, habitual abode —
where the person usually lives, where her family is, where her social con-
nections are, where she has a driver’s license. Historically, the United States
had a similar flexible rule, and the individual American states still do;
the federal government changed the nature of the test in 1984 because of
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difficulty of administration. However, in treaties this test for fiscal domi-
cile still exists. The United States will accept residence definitions in treaties
that are based on the notion of fiscal domicile, or habitual abode, or both.
However, the strict physical presence test is used for determining residency
for purposes of American law.

It is important to note that some days are exempted from the strict 183-
day count. Most importantly, time spent in the United States by students
and university faculty on exchange programs does not count as long as
they are in a bona fide educational program. However, after international
students graduate from American universities, they are allowed to remain
in the United States for another year, during which time they may work.
Time spent as a nonstudent does count, and for that year, they are residents.
There are other examples of days that don’t count, including people who
come to the United States as tourists and then have to be hospitalized, in
which case days at the hospital do not count. Similarly, when people come
to be treated for medical conditions, those days do not count. Aside from
these few exceptions, all days count.

If you are an American citizen or a green card holder, then as a practical
matter, the only way to avoid residence is to renounce your citizenship or
green card. There are a number of instances in which American citizens
have given up their citizenship for tax purposes; sometimes it is to avoid
income tax, but more frequently it is to avoid the inheritance or estate tax,
which can be up to 55 percent for very rich people in the United States.
In such situations, an American may give up her citizenship while her
spouse maintains citizenship; being married to an American allows her to
get a visa to freely enter and exit the United States. This person can live
in another country and maintain a home in the United States: the U.S.
residency test lacks a notion of physical domicile, so the only consideration
would be to limit the number of days spent in the United States to remain
a nonresident under the U.S. test. These ex-Americans with spouses in
America are generally the most careful about the physical presence test.

A provision exists in the Internal Revenue Code that was designed to pre-
vent tax-motivated expatriation. That provision (code section 877) states
that if the IRS can prove that you expatriated for tax reasons, then you are
still considered to be a resident for the subsequent ten years and are taxed
accordingly. To enforce this provision, the IRS has to show that you gave up
your citizenship for tax purposes rather than another legitimate purpose.
Until 2004, the burden of proof was on the tax authorities, not on the tax-
payer, and in almost no case has the IRS actually been successful in proving
in court that expatriation was motivated by tax purposes. However, under
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the 2004 changes to the Internal Revenue Code, the burden has shifted
to the taxpayer, and it remains to be seen how that will affect individual
expatriations.

The American test for corporation residency is rather simple and formal-
istic, based solely on place of incorporation. U.S. corporations are governed
under state law; in order to incorporate an American corporation, you go
to the secretary of state of the state of choice (you can choose any state that
you want — Delaware is the most popular), pay a fee, and are allowed to
incorporate. No relationship need exist between where the actual business
of the corporation is being conducted and the state of incorporation. For
example, the majority of the American Fortune 500 corporations are incor-
porated in Delaware, but only one actually has its business in Delaware.
The remaining corporations have their business all over the world, but
choose to remain Delaware corporations because Delaware law is the most
convenient.

An overseas corporation may incorporate in any jurisdiction in the
world. In the back pages of the Economist magazine, for example, there are
many ads offering to incorporate for very low fees in the reader’s jurisdiction
of choice. Because of the formalistic rule in which place of incorporation
determines residency, corporations incorporated in one of the American
states are considered to be American, whereas corporations incorporated
anywhere else in the world are considered to be foreign. If we consider a
U.S. resident with foreign-source income subject to tax, he could easily
have a controlled foreign corporation earn the income in order to make it
not subject to tax, a strategy that works as long as the income is active.

How is a foreign corporation established? Under American law, the for-
eign corporation simply must be set up in a foreign jurisdiction, or any area
outside the United States. This is, of course, the source of significant plan-
ning potential, because it is so easy. Very minimal expenditure is involved
in setting up such a foreign corporation. It doesn’t need to have any per-
sonnel or office; all that is necessary is a post office box outside the United
States. The income nominally flows to that corporation and accumulates
in a foreign bank account. The transaction costs that are involved in setting
up a foreign corporation are therefore very low, and yet it works perfectly
well.

By contrast, other systems in the world, primarily the ones that derive
from the British tradition, have a different definition of corporate residency
that is related to the location of management and control of the corpora-
tion. Under this rule, it would be difficult to argue in a single shareholder
situation that the corporation is not a U.S. resident, because all the shares
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would be owned by that U.S. resident. However, the “managed and con-
trolled” test remains somewhat manipulable, because it depends crucially
on interpretation. For example, if “managed and controlled” refers to the
location of meetings of the Board of Directors, then it would be relatively
easy, for example, to set up those meetings on an offshore island. The Board
would not need to actually live on that island all year round in order to run
the corporation, but if members could live in their home countries and then
go to some nice vacation spot for Board of Directors meetings, all is fine;
this is, after all, one of the primary purposes of airport hotels. Thus the pos-
sibility of planning exists even with the managed and controlled test, albeit
with some residual uncertainty as to whether the tax authorities would find
out, depending on the jurisdiction and how formalistic they are.

In the United States, however, this residual uncertainty does not exist
because of the simplicity and mechanism of the residency rules. If a cor-
poration is an American corporation, it is a resident; if not, it is a non-
resident. Setting up a single shareholder—controlled foreign corporation is
thus extremely easy, leading to complex mechanisms in the code designed
to prevent excessive deferral of income tax from taking place. The American
government has deemed it unacceptable for an American to simply set up a
foreign corporation, incorporated overseas, and divert all royalties income
or interest income to that company, thereby avoiding current American tax
for a very long time. Thus elaborate structures have been designed to pre-
vent that from happening, necessary because of the formalistic definition
of corporate residency.

A related topic is the concept of dual residency. Both individuals and cor-
porations may commonly have more than one residency status. In the case
of individuals, an American citizen present in any other country more than
183 days will probably be a resident for tax purposes in that country and
will also be subject to U.S. tax. However, even without this particularized
American definition of citizenship, you may be a resident of two countries
simply based on physical presence: if, for example, you are present in the
United States for 150 days in the current year and 90 days in the previous
year, you will be over the residency limit; you are also present more than 183
days in another country in the current year and you will be a resident of that
country as well. For individuals, dual residency may be a problem because
you could be subject to tax twice on your income if both countries tax on a
worldwide basis (in this case, the individual may or may not receive protec-
tion from the foreign tax credit or a treaty provision). Treaties usually have
a tie-breaking rule in Article 4 that is designed to resolve dual-residency
situations for individuals, and that rule specifies the order of consideration
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of different factors to determine residency and to prevent dual residency
from taking place. Under U.S. treaties, American citizens are always treated
as American residents irrespective of other provisions in the treaty. People
who are not American citizens but who are U.S. residents by virtue of phys-
ical presence may be regarded as non-U.S. residents by virtue of a treaty if
Article 4 so provides. If no treaty exists, domestic law controls and the per-
son may nevertheless be a dual resident. In the United States dual residents
are generally protected by the foreign tax credit, but similar protections do
not exist in every country in the world.

Corporations may also be dual residents. Under the American rule, a
corporation that is incorporated in the United States but managed and
controlled from England is considered a dual-resident corporation of the
United States and England. Dual residency for corporations may actually
be a good thing from a taxpayer perspective, and some corporations may
deliberately act to obtain dual-residency status. In particular, if a corpo-
ration is expected to incur losses for tax purposes for several years, being
a dual resident may allow it to take off the same losses against its taxable
income from other profitable enterprises in more than one jurisdiction.
That is especially true if the laws of the jurisdictions in question, such as
the United States or Britain, allow corporations to consolidate or combine
the profited losses of a group of corporations. Thus dual residency opens the
possibility for exploitation in a number of situations. A provision in the
American Internal Revenue Code designed to prevent this from happening
will be discussed in Chapter 10.

One more question remains about corporate residence: how do you
know for American tax purposes that a foreign corporation will be consid-
ered a corporation for U.S. tax purposes? This would be important in the
situation noted earlier, in which a U.S. shareholder with a foreign corpora-
tion would like to shift foreign-source income from himself individually to
the foreign corporation, because foreign-source income that is earned by a
foreign corporation is by definition not subject to U.S. tax. For that to hap-
pen, the individual must be sure that the foreign corporation, which was
incorporated under the laws of some other jurisdiction, will be treated as a
corporation for purposes of American tax law. The question of what con-
stitutes a corporation or a partnership and how they are treated is typically
a question of local law in every jurisdiction and may vary greatly.

For a very long time this was a complicated and heavily litigated area of
law. In one example, someone would set up this foreign entity with foreign-
source income and they would claim deferral (i.e., they would not report
an income). The IRS would argue that rather than a corporation, the entity
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was really a partnership or maybe just a branch — not a separate legal entity
at all — and therefore the income would be attributed directly to the indi-
vidual. Over time, the courts decided many such cases, and an elaborate
test evolved to distinguish between foreign corporations and foreign part-
nerships. These cases were also applied in the domestic American context
in situations where the classification was not entirely clear. In the domes-
tic context, corporations are subject to the corporate tax and partnerships
are not, whereas in the international context, corporations are eligible for
deferral and partnerships are flow-through entities in which income goes
to the partners directly.

However, all of that is now obsolete. In the 1990s a new form of busi-
ness entity arose in the United States, which has now become a common
form of doing business in all fifty states, called a “limited liability company”
(LLC). Before the advent of the limited liability company, business ventures
in the United States either had to be corporations — most often subject to
corporate-level tax — or had to have a partnership, which required find-
ing a person who would be liable for the debts of the partnership on an
unlimited basis. In a general partnership all partners are liable for the debts
of the partnership on an unlimited basis, but even a limited partnership
required finding one person to be a general partner and to be liable for
the debts of the partnership — potentially a significant business constraint.
The states came up with the notion of the limited liability company to
address this situation; a limited liability company operates essentially as a
corporation for nontax purposes, meaning that all members enjoy limited
liability from the debts; however, for tax purposes, it was characterized
under the IRS tests as a partnership, not subject to the corporate tax. The
limited liability company spread to all the states, and the IRS ultimately
agreed to it. However, the IRS argued that limited liability companies made
it possible for everyone domestically to achieve partnership status, and it
abolished the entire test that they used before and replaced it with a new
set of regulations in 1997. These new regulations are called “check the box”
in the United States because in filing an entity’s first tax return, you can
in most cases attach a form with little boxes representing “corporation”
and “partnership.” You check which one you want, choosing whether you
would prefer to be treated as a corporation, meaning to pay tax, or as a
partnership, meaning not to pay tax, for U.S. purposes.

Domestically, this new regulation did not have a large impact because
many entities were being created as limited liability companies. Internation-
ally, however, it turned out to have been a major but unforeseen mistake.
Almost every provision in the international American rules can be avoided
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by using this “check the box” rule, and the rules were not written with this
in mind. It was possible to achieve corporate or partnership status before
with good planning, but under the new rules, this is much easier now.

How does the check the box rule work in the foreign context? In the
domestic context it is quite simple. All corporations that are incorporated
under state law are treated as corporations, so the check the box rule does
not apply to them. Every other entity can be treated as a partnership (a
flow-through entity), with the important exception of a publicly traded
entity or partnership (with shares traded on the stock market), which is
always taxed as a corporation. Today, the effective rule in the United States is
that publicly traded corporations are subject to the corporate tax, whereas
all other entities that are closely held are not subject to the corporate tax.

To answer this question internationally, the IRS published a list of enti-
ties for a broad range of countries. For each of these countries, they singled
out the classic publicly traded corporation under that country’s law and
determined to always treat that entity as a corporation. So the public lim-
ited company in the United Kingdom is always a corporation. The Societe
Anonyme in France is always a corporation, and so on for a very long list
of countries; the list is updated periodically. The entities on this list make
up the so-called per se corporations, and the check the box rule does not
apply to them. However, other types of entities also exist in each country,
such as the S.A.R.L. in France or the G.M.B.H. in Germany, and you can
check the box for those entities. Therefore it is important in tax planning
to check which entities are on the list. Because you cannot check the box if
your entity is on the list, you want to avoid these entities if you want to do
planning in this area; if you are not on the list, you can check the box.

Check the box also operates with a default rule, which is what happens
if you set up an entity and then don’t do anything. If it is one of the entities
on the list of per se corporations, the default rule is that it is a corporation —
usually a good thing in the international context, because corporation
means deferral. Foreign entities generally prefer to be characterized as cor-
porations to avoid paying current tax on foreign-source income.

What happens in this situation if the entity is not a corporation and there
is only one shareholder? A partnership requires two shareholders. Some-
times it might be preferable to be considered a partnership, which is fairly
easy to accomplish if you set up another corporation in the United States
and have two nominal shareholders. Such an arrangement is not difficult
but requires planning. However, setting up two nominal shareholders is
usually not necessary because if the entity is not a corporation, and there
is only one shareholder, it is called a disregarded entity for tax purposes.
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It simply does not exist as an entity for tax purposes even though it is a
completely respected entity for purposes of local law; instead, it is treated
as a branch belonging completely to the U.S. parent corporation. All of its
income and losses flow automatically into the income tax return of the U.S.
parent. Now if you neglect to check the box, the entity will be considered
a corporation in the international context if it is a per se entity, which is
usually preferable unless you have losses. If it is not a per se entity (it is not
on the list), the default rule is also that it is a corporation — in the interna-
tional context, the default rule is always corporation. If you want to achieve
partnership status, or branch status, then you need to check the box, which
is also a simple procedure requiring one check mark on the form and the
signature of an officer of the parent.

In summary, the United States taxes residents on a worldwide basis,
while nonresidents are only taxed on U.S.-source income. Residence is
defined for individuals on the basis of either immigration status or physical
presence, and for corporations on the basis of place of incorporation. The
definition of a corporation for tax purposes is governed by the check the
box rule. It is thus relatively easy for U.S. residents to avoid residence-
based taxation of foreign-source active income by earning it through a
corporation (under check the box) that is incorporated outside the United
States. In that case, the income will not be subject to current U.S. tax even
though the corporation may be 100 percent controlled (and managed) by
a single U.S. resident shareholder.



Sourcing income and deductions

I. WHY ARE SOURCE RULES NEEDED?

Source rules are important for foreign nonresidents because they are taxed
only on domestic-source income. In the case of nonresidents, the defini-
tion of source therefore controls taxation in the source country. Source rules
might seem to be unimportant for residents, because residents of global
jurisdictions are taxed on all income from whatever source derived. How-
ever, in practice, source rules are almost as important to residents as they
are to nonresidents.

Source rules are a wonderful thing for lawyers and something that causes
economists to despair. Contrary to the opinion of the Seligman commis-
sion in the 1920s, most tax economists today believe that income does not
have a single source that can be pinpointed. Economists argue that defining
the true economic source of income is almost impossible, because income
has contributions from many countries. The determination of true source
is relatively simple in a few isolated circumstances, including income from
mineral deposits (sourced where the mineral deposits are located) or rent
from a building (sourced where the building is located). However, defin-
ing the correct economic source is quite difficult if the business is more
complicated or crosses borders.

Economists generally would prefer a world without any kind of source-
based taxation at all. If you imagine a world in which each country taxes
only its own residents (assuming for a moment you can agree on what
is the definition of a resident to avoid dual-residency problems), defining
source becomes unnecessary. Instead, all you need to do is assign people
and companies to countries by residence, and each country would tax its
own residents (however defined) on their worldwide income. Economists
have been pursuing such a scenario for many years.

However, it is extremely unlikely that a residence-based taxation system
will emerge. From time to time, the economists have gained influence in the
U.S. Treasury and have discussed the creation of a residence-based taxation
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system. For example, the Treasury Department’s first global report on the
taxation of electronic commerce in 1996 predicted that the advent of an
electronic commerce might lead to a world of pure residence-based taxa-
tion. However, this scenario remains highly unlikely. One major difficulty
with residence-based taxation is that it would lead to an overwhelming
shift of revenue from the developing to the developed world. Second, many
countries, including the United States, would be reluctant to give up their
right to tax foreigners on a source basis, if only because foreigners typ-
ically don’t vote and therefore are politically convenient to tax. Taxation
of any nonresident requires some definition of source, although not nec-
essarily the current definition. In a world with many taxing jurisdictions,
the taxation of nonresidents requires the definition of source, because tax-
ing nonresidents on global-source income would vastly exceed a country’s
ability to collect tax as well as violate accepted international jurisdictional
norms.

What about taxation of residents? We’ve already seen one example in
which the source of income matters to residents. When we discussed the
basic example (in Chapter 2) of the U.S. shareholder who wants to achieve
deferral with a foreign corporation, we said that if the income belongs to
the U.S. shareholder, it is taxed, but if the income belongs to the foreign
corporation, it is not taxed. This scenario only applies if the income is
foreign-source income (however defined); if it is U.S.-source income, for-
eign corporations are taxed just like shareholders. Therefore if this income
is classified as U.S. source, nothing would be achieved by setting up the
foreign corporation except to shift from the individual to the corporate tax
rate, which might or might not lead to a small financial benefit, but not
nearly as much benefit as would be gained by achieving complete deferral.
If the income is foreign-source income, it is not subject to any current tax,
in contrast with domestic-source income. That is one reason why domestic
resident shareholders would care about the source of the income when they
try to shift the income to nonresidents.

But thereisanother more fundamental and broader reason why domestic
U.S. taxpayers care about the source of income, which requires an expla-
nation of how the foreign tax credit works. To start with a simple example:
Suppose a U.S. resident taxpayer has foreign-source income equal to 100,
and it is subject to foreign tax of 30. That income will appear on the U.S.
person’s income tax return. So he reports U.S. income, and the U.S. income
that he reports is the entire foreign income, including the amount he paid
in tax. This is called “gross-up.” That is, he adds the tax of 30 to the actual
amount that he received in hand, which is actually only 70. He reports 100
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and then calculates his U.S. tentative tax before the credit, which would be
35 in the top tax bracket. At that point he takes a foreign tax credit of 30
and remains with a net U.S. tax liability of only 5. The foreign tax credit
works to alleviate double taxation by reducing the U.S. tax liability dollar-
for-dollar for the foreign tax liability, which is a significant concession on
the part of the U.S. Treasury because it gives up one whole dollar for every
dollar that is paid to the foreign treasury. The United States in 1918 was the
first country to establish such a unilateral foreign tax credit, which doesn’t
require a treaty, and every other country with a global system has followed
it since then. Today, this is the major mechanism for the prevention of
international double taxation.

Let us compare for a moment what would have happened if the foreign
tax was allowed only as a deduction, and we will see that the taxpayer would
have owed much more in taxes. In the foreign tax credit case the net of the
taxpayer is 65, just as if all 100 in income had been American income and he
had paid 35. Consider the previous example but with a deduction instead
of a credit: Recall that the taxpayer had a foreign income of 100 with foreign
tax of 30. In the case of a deduction, he would report U.S. income of 70 and
would have had to pay 35 percent tax on this number, which is 24.5. Notice
that the taxpayer ends up with much less (45.5) under the deduction, as
compared to 65 under the credit, because the deduction is worth only 35
cents on the dollar, whereas the credit is worth one dollar for each dollar.

Under the principles established by the Seligman commission, and under
accepted international tax practice, countries are supposed to give a credit
rather than a deduction. Many economists wonder why countries agree to
do that, because it seems like a very unselfish thing to do. However, if you
consider a situation where capital flows are more or less bilateral between
two capital-exporting countries, the tax credit does make sense. Even more
than that, when the United States was already a big capital exporter in
the 1920s, it felt that creating the foreign tax credit was the best way to
encourage global growth.

Notice that in our example we used a foreign tax rate lower than the
American tax rate, 30 as opposed to 35. What happens if the foreign tax
rate is greater than or equal to the American rate? Consider a foreign tax
rate of 35, exactly the same as the U.S. tax rate. In this case, the entire
American tax is eliminated and the net U.S. tax liability is 0. In this case,
the taxpayer does not pay any tax in the United States, but rather pays the
entire tax to the foreign treasury.

Now consider the case where the foreign tax rate is higher than the U.S.
tax rate; in this example we will assume a foreign tax rate of 50. As it was
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enacted in 1918, the credit was unlimited. The taxpayer could get the credit
for the whole 50; because he owed only 35 in U.S. tentative tax, he would
have a negative tax liability to the United States and the U.S. Treasury was
actually supposed to send him a check for 15.

The American government realized within the first three years that this
was not a workable situation, because it presented a tremendous incen-
tive for other countries to increase their tax rates when they had a lot of
investment from the United States; this tax increase would be at the expense
of the U.S. Treasury rather than the taxpayers. In 1921, the United States
enacted the first foreign tax credit limitation, which is based on the follow-
ing formula:

Foreign tax credit limit = U.S. tax rate x Foreign-source income.

This is the way the formula originally worked and the basic way it con-
tinues to work. In the example just given, the U.S. tax rate is 35, and the
foreign-source income is 100. The foreign tax rate limit is therefore 35,
which means that the taxpayer cannot credit more than 35 out of his for-
eign tax. He does not owe any tax to the U.S. government, but neither does
the U.S. government owe him any refund. And in this situation, the tax-
payer actually ends up with only 50 (he started out with 100, paid 50 to
the foreign government, didn’t pay anything to the U.S. government, and
didn’t get anything in return from the U.S. government). In this situation,
because of the higher tax rate in the country of investment, the taxpayer
is actually worse off than he would have been if he had invested in the
United States and paid only 35. The United States is not willing to subsidize
investment in other countries through the unlimited foreign tax credit, and
every other country in the world that has the foreign tax credit operates in
more or less the same fashion, although the details vary tremendously.

The key element in the limited tax credit formula is the level of foreign-
source income. The U.S. tax rate is not under the taxpayer’s control, because
it is determined by Congress, but the level of foreign-source income is
more under taxpayer control. This is the principal reason why the source of
income is so important to American taxpayers. For foreigners, the impor-
tance of the source of income is clear because they are taxed only on U.S.-
source income and not on foreign-source income. But for U.S. residents,
too (both U.S. corporations and U.S. individuals), the source of income is
important because that determines how much foreign tax credit they can
take. The higher the foreign-source income, the more likely they are to be
able to credit all their foreign taxes — which is a major planning considera-
tion, especially for American multinationals.
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Incidentally, these two considerations are not at all similar to each other
in terms of their purpose. The first element, which affects foreigners, is an
essential element of the system of every country: nobody taxes nonresidents
on foreign-source income. The second element is a question of tax plan-
ning and it affects American multinationals, which have more influence in
Washington. One might have expected that the source rules would have
been different for these two categories. That is, one might have expected
one set of source rules for foreigners trying to put income overseas, and
another set for Americans. In reality, however, the same source rules apply
to everybody, and for both residents and nonresidents it is preferable to
source income overseas and not in the United States. That is, for nonresi-
dents it is preferable to source income as foreign-source income so that it
is not taxed at all. For residents it is preferable to source income as foreign-
source income to increase the foreign tax credit limit and enable them to
credit more foreign taxes. The result is that everyone wants to put income
abroad rather than inside the United States. However, that doesn’t neces-
sarily mean they want to put it out of the United States for other countries’
tax purposes. As we will see, just as in the case of corporate characteriza-
tion, in the case of sourcing it is also possible to have inconsistent sourcing.
The American source rules are to some degree particularized, and the situ-
ation does arise where income is sourced to another country in the United
States, and to the United States for the other country, creating a situation
with double nontaxation. It is also possible to have a source conflict that
can lead to dual taxation. These kinds of situations are the most compli-
cated and generally are not covered by treaties, which may resolve some
dual-residency situations but do not cover dual-source situations. Actual
double taxation may therefore result because of conflicts over source.

The foregoing discussion is meant to demonstrate why the source of
income is so important. It is important to nonresidents because it deter-
mines crucially what income is subject to U.S. taxing jurisdiction. If it is
foreign-source, it is not taxable. Conversely, income source is important to
residents because it determines the foreign tax credit limitation.

II. THE SOURCE RULES FOR INCOME

Source rules fall into two basic categories. The first category comprises
formal rules. These rules do not attempt to trace the economic source of
the income, but rather seek to achieve administrative ease and certainty. For
example, the source rule for dividends is residence of the payor. Consider
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the following example demonstrating the formal rule: Suppose a foreign
corporation exists and all of its income is earned in the United States — it
has no other business activity. From an economic perspective, it is clear
that a dividend paid by this foreign corporation to its shareholders is U.S.-
source. But it is foreign-source under the dividend rule, because the payor
is a foreign corporation. Notice also that this means that the source of
dividend income is under the control of the taxpayer, because as we have
seen, whether a corporation is foreign or American is also a formal rule
under the control of the taxpayer. The main reason behind this rule is that
it is administratively hard to tax a dividend from a foreign corporation to
foreign shareholders, but easy to tax a dividend from a U.S. corporation.

The rule for interest is also a formal rule, and it is the same as the rule
for dividends — the residence of the payor. This is fortunate because of
the difficulty of distinguishing debt from equity in many cases; at least the
source rule is the same. Other rules exist that do distinguish dividends from
interest (dividends are usually taxed at source and interest is not), which
we will discuss later.

The rule for regular capital gains (gains from the sale of personal prop-
erty that is not real estate or inventory) is residence of the seller. This is
problematic, because the economic source of a capital gain in the case of
the sale of stock of a corporation is the current accumulated earnings of
the corporation plus the present value of its future earnings. Both of those
represent earnings that, if distributed, would give rise to dividend income
sourced to the residence of the payor. So in the situation of a U.S. corpora-
tion and a foreign shareholder, if the corporation distributes a dividend it
is considered U.S.-source income, but if the shareholders sell the shares for
a gain it is considered foreign-source income. The problem arises because,
in reality, the gain represents the same value as the dividend. The reason
behind the rule is that it is hard to tax foreign shareholders on their gains
even when they sell shares in a U.S. company; gross-based taxation is impos-
sible because you have to allow an offset for basis. But this distinction offers
alot of planning possibilities because it does not make sense economically.

The last formal source rule is sale of inventory. The rule for purchased
inventory is passage of title, which is now a purely legal concept that lacks
economic meaning; it does not correlate under the Uniform Commer-
cial Code (UCC) with, for example, risk of loss. However, when the rule
was adopted, it was believed that passage of title from seller to buyer had
economic meaning. The rule for manufactured inventory is substantive:
50 percent to place of production and 50 percent to place of sale. However,
because sales can be made overseas through a distribution subsidiary that
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does no manufacturing, in practice the purchased inventory rule applies
most of the time. American exporters use the purchased inventory rule
to ensure that their income from foreign sales is always foreign-source by
making title pass overseas. Foreigners can also use this rule to make sure
they have no U.S.-source income when importing into the United States.
This is a case where an export subsidy insisted on by U.S. exporters can
be used by foreigners, too, because as noted earlier, the rules are the same.
Most countries have rules similar to the U.S. inventory rules.

The other kind of source rule is the substantive rule, which attempts to
trace the economic source of the income. The first one of these is the rule for
royalties, which is significant because an increasing amount of value added
is in the form of intangible property rather than tangible goods or services.
Much of the highest value added in today’s economy comes in the form of
intangibles, and intangibles typically produce royalty income, making the
source rule for royalties increasingly important. No universal consensus
exists about what the source rule for royalties should be. Many countries
have a source rule for royalties that focuses on the residence country: the
place of ownership of the underlying copyright or the place of production
(research and development).

The American rule is a place of use rule, meaning that it focuses on where
the copyright or patent is utilized. The place of use rule is favorable to the
source country, which may be surprising because the United States is a net
exporter of intangible property and one might expect the United States to
have a source rule that is more favorable to the residence country. However,
the explanation for the rule continuing to exist in the current way rests on
business interests of American companies. Consider the example of a U.S.
pharmaceutical company that does research and development work in the
United States. The company develops a new drug, obtains a patent on it,
and sells the drug throughout the world. If the source rule were a place
of production or initial place of development of the drug, then all of this
worldwide income would be U.S.-source income to the U.S. pharmaceutical
company, and it would not be able to credit any foreign tax on such income.
However, because the rule is place of use, the company can classify all of its
royalty income as foreign-source income and obtain foreign tax credits for
it. This is particularly striking because the research and development work
to produce the drug was done in the United States, suggesting that although
the royalties rule is a substantive rule, it is not necessarily the correct rule
economically.

In the case of royalties, it is generally accepted that, economically speak-
ing, some of the royalty income should be allocated to the place where the



SOURCING INCOME AND DEDUCTIONS 45

patent or the copyright was developed in addition to the market where
it is sold. Most American economists consider the current system flawed,
because American pharmaceuticals or entertainment companies produce
patents and copyrights in the United States that then produce largely
foreign-source income. In the case of the pharmaceutical company where
research and development is conducted in the United States, the entire
value should not be allocated abroad simply because the patent is then uti-
lized and protected in other countries. Regardless of economic critiques,
however, the American rule respects place of use, and the rule has become
increasingly significant as royalty income has increased.

There are other categories in which a substantive rule applies. In ser-
vices, for example, the place of delivery of service controls. In many cases,
it is not so easy to determine the place of delivery of service, either, because
many high value-added services can now be delivered over long distances.
In the past, when these rules were formulated, most services were delivered
at the same place they were consumed, because physical proximity between
the service provider and service consumer was necessary. Although that
continues to be true for certain services — you cannot have long-distance
haircuts — most services today (including teaching and legal and medical
services) do not require such physical proximity. A disjunction may there-
fore exist between the place of delivery of the service and the place of receipt
of the service that did not exist at the time the rules were formulated. Nev-
ertheless, the rule continues to state that the place of delivery controls; in
other words, the place where the service provider is located prevails.

To make matters more complicated, consider the situation of a multi-
national service provider. Where is the service provided in a multinational
accounting firm, for example, that has offices in many countries work-
ing together on a project? In such a multinational entity, whether it be an
accounting, legal, or other type of firm, determining the location of service
provision is difficult, if not impossible.

The basic difference between formal rules and substantive rules is that
the formal rules require one single determination (residence of the payor,
residence of the seller, or passage of title), whereas substantive rules attempt
to trace the economics of the transaction. Formal rules are generally rela-
tively easy to administer, from both the IRS perspective and the taxpayer’s
perspective, whereas substantive rules may involve much more difficult
determinations. For example, in the case of patents and copyrights, the
rule requires determination of the location of use, which may be diffi-
cult to determine if it is used in many countries: it may be difficult to
break up the income into where the service was actually delivered. Not all
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substantive rules are difficult to administer: real estate is relatively easy
because the location of real estate governs residency, and location is simple
to determine in real estate. Most of the important applications of substan-
tive rules, however, are difficult to administer and are more difficult for the
taxpayer to avoid because the formal rules are much more under the tax-
payer’s control.

An illustrative case of the difference between formal and substantive
rules involves a company in The Netherlands that has a U.S. subsidiary and
a Bermuda subsidiary. The Netherlands company developed a piece of soft-
ware with contributions from the Bermuda subsidiary, and the Bermuda
company owns the software and licenses it to the Netherlands company,
which in turn licenses it to the United States and many other countries
around the world. The U.S. company pays a royalty to the Netherlands
company and the Netherlands company pays another royalty to Bermuda.

Compare the foregoing case with the analogous situation of a Nether-
lands company, a U.S. company, and a Bermuda company involved in a
loan transaction rather than software licensing. This second case is a classic
situation of what is called treaty shopping. Bermuda is a tax haven and
does not have a treaty with the United States, and therefore if interest was
paid directly from the U.S. company to the Bermuda company, it would
be subject to 30 percent withholding tax. However, The Netherlands does
have a treaty with the United States, and the treaty (as is usual in OECD
model cases) provides for zero withholding on interest; there is therefore
no withholding on this interest. Now what about the interest that is paid
from the Netherlands company to the Bermuda company? The Netherlands
company is not obligated to withhold on this interest because the interest is
sourced by the residence of the payor; this payor is the Netherlands company
(a foreign company), and therefore this interest is foreign-source interest
and there is no withholding. A formal rule governs loan transactions, and
therefore the interest is not U.S.-source even though it derives economically
from the United States.

Conversely, the royalty case is governed by a substantive rule. Under
the substantive rule, the source of the U.S.-Netherlands royalty must be
determined. The source of the royalty is the license for using the software
in the United States, so the royalty is clearly U.S.-source. However, the
U.S.-Netherlands tax treaty provides for zero withholding in this case, and
therefore there is no tax. In the case of the royalty paid by the Dutch
company to the Bermuda company, the IRS argued (in accordance with a
published ruling) that this royalty is also for use of the same software in the
United States. The royalty ultimately also covers other countries, but some
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proportion of it, which can be traced, is for use in the United States. The IRS
argued that the royalty therefore must be traced to its ultimate source, and
because this was the United States, the royalty paid by the Dutch company
to the Bermuda company is also a U.S.-source royalty. The payment was
completely outside the United States and was unrelated to the United States;
nevertheless, the IRS argued that it was a U.S.-source payment to a foreign
person and therefore the Dutch company was obliged to withhold. When
the Dutch company did not do so, the IRS claimed it had the right to catch
its money in the United States and collect the tax from it, despite the treaty,
in place of the unpaid tax from the Bermuda royalty. That argument was
rejected by the court but nonetheless is a dangerous precedent. Most tax
experts agree that the position of the IRS was well founded because of the
language of the source, which specifies that a royalty is a payment for the
use of intangible property in the United States. In this case, the Bermuda
company’s software was protected by copyright and was used in the U.S.
market in the sense it was licensed for exclusive use in the United States
and then was sold to U.S. users; current scholars generally agree that the
IRS was correct in using the substantive rule to attack the transaction.

III. EXAMPLES: SOURCE AND CHARACTER
OF INCOME

The following are concrete examples, based on actual cases, about how
these rules work in practice and the problems that arise in their application.
The first example involves an American Supreme Court case concerning a
British writer by the name of P. G. Wodehouse who was relatively famous in
the early 1900s for his humorous stories. Wodehouse was a British citizen
residing in France, and was therefore a tax resident of France. He agreed
with an American publisher to transfer the rights to stories that would be
published in the American market: the American publisher would pub-
lish them in English in the United States market with exclusive copyright
to the American market in exchange for a single lump-sum payment to
Wodehouse.

The Supreme Court was asked to decide the source of Mr. Wodehouse’s
income from that transaction, and accordingly also needed to decide the
character of the income. Mr. Wodehouse transferred rights to stories that
had not yet been written in exchange for a sum of money. The government
argued that the payment represented a royalty for the use of a copyright
inside the United States, and because place of use controls in royalty cases,
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it was U.S.-source income and Wodehouse had to pay tax on it to the
United States. On the other hand, Mr. Wodehouse argued that it was a sale
transaction rather than a royalty case: he had sold his American rights to the
stories to the American publisher for a fixed sum. According to Wodehouse,
because the transaction represented a capital gain and was not inventory
or real estate, the residence of the seller should control; he was a resident
of France and therefore the income was foreign-source income and should
not be taxed to the United States.

The Supreme Court held by majority opinion that the payment was a
royalty and therefore Wodehouse should be subject to American tax on
the payment. How did they determine that it was a royalty? The court
decided that the fact that there was a single payment rather than a stream
of payments did not matter. The court also said is that the payment was
really for the American rights to the stories and to the right to use the
American market and therefore it represented a royalty.

Today, many scholars question whether that was the correct character-
ization. Justice Frankfurter, one of the justices deciding the case, wrote a
strong dissenting opinion stating that Mr. Wodehouse had given up all of
his rights over the stories and had no control whatsoever over what the
publisher would do with them once they were in the United States. Because
Wodehouse had no control over the form, frequency, or any other aspect
of publication, Justice Frankfurter believed that the transaction was a sale.
Today, the majority of scholars think that Frankfurter’s view was a more
persuasive opinion, although it was not the majority view.

There was another possible characterization for the transaction that was
not raised in the case. Wodehouse could have argued that the transaction
was really an agreement for services, because the stories had not yet been
written. Perhaps what he was really doing was performing a service for
the American publisher; this argument would have been advantageous for
Wodehouse because the rule for services is place of delivery, not place of
consumption, and the place of delivery for the services was outside the
United States. Nevertheless, Wodehouse did not take this approach, and in
this case the taxpayer lost.

Another similar case also involves a famous person by the name of Karrer,
a Swiss-born chemist who eventually received a Nobel prize in chemistry for
discovering vitamins B and E during the years before World War II. While
he was in Switzerland, Karrer entered into agreement with Hoffman-La
Roche, a large Swiss pharmaceutical company, whereby they would pro-
vide him with the raw materials that he needed to extract the vitamins
and he would provide his services, and if anything useful was discovered
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he would get paid a percentage of the sales. Not surprisingly given their
victory in Wodehouse, the IRS took the position that this was even more
clearly a royalty payment because it involved an actual percentage of Amer-
ican sales, which is traditionally the way royalties are structured. (Patents
must be registered in the name of individuals under American rules, and
therefore the patent to the vitamins in the United States was personally in
Karrer’s name, although he then transferred patent rights to the company.)
The IRS argued that the payment was a royalty and therefore the place of
use rule controlled. Karrer, on the other hand, said his agreement was to
provide the Swiss company with services and therefore represented a per-
sonal service agreement. He argued that although he was paid based on
a percentage of sales, under Swiss law it was still a contract for provision
of services. Karrer claimed that because he was in Switzerland and never
entered the United States, his services were delivered in Switzerland and
therefore should represent untaxable foreign-source income in the United
States.

In the Karrer case, the court held in favor of the taxpayer that the payment
was services income rather than royalty income. These examples therefore
represent two contrasting cases: one with a single fixed payment up front,
which the court held was a royalty, and another one with an ongoing per-
centage payment, which the court held was services and not a royalty. These
opinions do not seem to be consistent, and it is possible that both cases
were wrongly decided; nevertheless, those were the results.

The foregoing cases illustrate the difficulty of drawing the line between
categories in border cases. In both of these cases the categorization com-
pletely controlled the tax results. The category of the payment determines
whether or not it is taxable. In Wodehouse, if the payment had been a capital
gain, residence of the seller would have controlled and it would have been
considered foreign-source income not subject to U.S. tax; however, because
it was considered a royalty, place of use controlled and it was considered
U.S.-source income subject to U.S. tax. In the Karrer case, because it was
characterized as services, place of delivery controlled and it was considered
foreign-source, not subject to U.S. tax; conversely, if it had been royal-
ties, place of use would have controlled, and it would have been subject to
U.S. tax. Source rules are therefore very important because the sourcing
determines the results.

The following example illustrates the extreme case of when two coun-
tries disagree about the source of income, which represents a very unfavor-
able situation for the taxpayer. Such a case arose in the 1980s involving the
relatively famous composer and conductor Boulez, who at the time was a
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resident of Germany but was originally from France. Boulez was invited to
come to the United States from Germany to conduct a number of perfor-
mances of the Philadelphia Symphony Orchestra which were recorded by
CBS; CBS paid Boulez a percentage of the sales of the records.

In this case, Boulez and the German government took the view that
this payment represented a royalty because it was a percentage of the use
of records in the American market. On the other hand, the American tax
authorities argued that this was a payment for services, because Boulez was
actually in the United States when he did the conducting. In this case, the
court needed to decide whether to characterize this as services or royalties.
If it was royalties, it would be U.S.-source income because the place of use
was the American market; if it was services, it would also be U.S.-source
income because the place of delivery was also the United States.

Given that the income would be U.S.-source based on either character-
ization, what is the difference? In this case the difference results from the
terms of the U.S.-German tax treaty, which, like most tax treaties between
developed countries, has a zero rate withholding tax on royalties. If the
payment was characterized as a royalty, the Americans could not tax it
because it is only taxable in Germany according to the provisions of the
treaty. On the other hand, if it was characterized as services income, then
the Americans could tax it because services income is not covered under the
U.S.-German tax treaty and is therefore taxable in the country where
the services are delivered. In this case, each country maintained its own
position; the American tax authorities won in court and the court upheld
their view that the payment in this case was for delivery of services. The
court conducted an analysis to determine the extent to which Boulez had
control over the sale. They showed that he did have some control and there-
fore it was more similar to a services case than a strict royalties case (in the
sense of purely passive royalties).

It is not clear that the control factor should have been the decisive one
because, according to the now widely endorsed dissent in Wodehouse, it is
clearly a sale when the taxpayer completely gives up control over a copyright
or an article, but when there is a question between royalties and services
it is not clear that the taxpayer necessarily always has control. The tax-
payer generally has more control in the provision of services and less in
the provision of royalties, but that is not always the case. In a counterex-
ample, McDonald’s is famous for exerting a huge amount of control over
its franchises all over the world, and they also receive the royalty for the
franchisees’ use of the brand name, so control does not always affect cases
in any one predictable way.
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In the Boulez case, however, the American courts ruled for the U.S.
government against Boulez; the Germans insisted it was royalties and taxed
him in Germany on it and would not give him a foreign tax credit, because
they claimed it was German-source income under their interpretation (they
also had a source rule for royalties that was residence of the provider). The
result in this case was that Mr. Boulez was actually taxed twice. This case
therefore represents a real case of international double taxation with full
taxation by both countries.

What these cases illustrate is that it is truly difficult to make distinctions
among sales, royalties, and services income, which are the three traditional
categories of active business income.

The following is another example regarding financial institution such as
banks. This problem stems from the way that the value-added tax operates:
value-added tax is usually levied on services income but it is not levied on
interest because interest is not regarded as consumption. Banks, however,
usually bundle an interest charge and services charge together in the same
payment. Europeans simply do not tax banks because of this issue, but
there are other more sophisticated solutions to this problem. The same
problem arises in the income tax context in the United States. One case
involves commitment fees charged by the Bank of America, where the
court had to decide whether the essence of the commitment fee was for
substituting Bank of America’s credit for the foreign bank’s credit (when
it was a letter-of-credit situation) or whether it was a services transaction.
The court decided that in letter-of-credit situations, the payment is more
like interest and therefore it is foreign-source income because it originated
from a foreign payor. However, the payment was considered a services
transaction if the bank was required to do extensive document checks and
would therefore be U.S.-source income.

What is important is to realize how difficult it is to make the analysis.
All of these court cases include pages and pages of arguments attempting
to decide how to categorize income. It may seem that whereas these are the
most difficult cases, in most cases it should be obvious what the income
is, but in today’s complex business world that may not be true. Modern
business entails more and more transactions where it is truly difficult to
know how to categorize the income. The most obvious case is the area of
computers and electronic commerce. If you buy a computer program on
a disk, it is usually formally characterized as a license to you. Under the
Wodehouse case, you may argue that it is a royalty payment because you
have signed the license; the reason that it is characterized as a royalty is so
that you do not have the right to make copies of it and distribute it broadly.
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Nevertheless, in other ways it is a sale because you went to the store and
bought an item.

Now how about if you download the same program from the Internet
and you made a payment online? Does it make it more like a royalty rather
than a sale? What about if you keep getting current updates to what you
purchased, so that in some ways you are really paying for the services of
the provider company in updating the software? The Americans relatively
recently put in place a set of regulations that applies specifically to the
characterization of income from software transactions. These regulations
attempt to make these distinctions, and they do a good job as far as it can
be done.

The main rule in these regulations is that the key question is whether you
have the right to freely distribute the article. If you have the right to freely
distribute the article, then you completely own it, and there is no question
that the transaction is a sale. If you do not have the right to freely distribute
the article that you got, which is almost always the case, then you need to go
into a much more detailed analysis about what rights exactly you do have;
generally speaking, however, it still results in sale characterization. In this
case it does not matter what the software product is labeled or whether you
have signed the license or not for nontax purposes.

These regulations were written to characterize most transactions as soft-
ware sales precisely because that was the result that was most favorable to
the residence country. Americans write a lot of the world’s software, and
that is the most revenue-producing result for the United States because it
means that most software sales are characterized as capital gains or inven-
tory, resulting in less source-based taxation than a royalties-based rule that
follows the place of use. However, it remains unclear whether these regu-
lations really achieve their aim of clearly distinguishing in this area among
royalties services and sales; fundamentally, that distinction may be impos-
sible to maintain, and a better rule could be to source all business income
together.

More generally, there is some overlap in the distinction between formal
and informal rules and the distinction that we drew before between active
and passive income. The formal rules are generally rules for passive income:
dividends, interest, and capital gains. Although inventory is not passive
(income from the sale of inventory is active business income), the rule for
inventory was originally intended to be a substantive rather than a formal
rule. Royalties and services are the classic categories of active income, so if
inventory were to be moved from formal to substantive as it was originally
intended to be, then the formal rules are all the rules for passive income
and the substantive rules are the rules for active income.
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Why does this make sense? The fundamental consensus that underlies
the whole system is that passive income is primarily taxable by the residence
country, and active income by the source country. That means that source
rules operate for the benefit of the source country because they define the
source and its ability to tax. The source country thus cares more about
the rules for active income than about those for passive income because
it has more rights to tax active income than it does to tax passive income,
which explains why the rules for passive income are formal ones. The formal
rules (for dividends, interest, and capital gains) are basically rules that are
designed for administrative convenience.

Fundamentally, it is not difficult to avoid source-based taxation under
formal rules for dividends, interest, or capital gains. It is more difficult to
avoid source-based taxation of royalties or services, and it used to be more
difficult to avoid source-based taxation on inventory, because the source
country has more legitimate interest in taxing them. So this distinction does
have some real meaning. However, this also suggests that there should be
less emphasis on maintaining the differences between the various categories
of active income and the various categories of passive income; dividends
and interest are very difficult to distinguish, as are dividends and capital
gains.

Setting aside the particularized problems of inventory and real estate,
two sets of rules remain: one for passive income and one for active income.
It is certainly possible to have a more formal rule for passive income than
for active income, but the attempt to maintain the current set of rules for
active income that distinguish services, royalties, and sales involves a huge
amount of effort on the part of tax administrations and the courts and
ultimately is unlikely to be successful.

However, the current set of distinctions is so well established and so
much incorporated into the structure of tax treaties that it will be enor-
mously difficult to change. Full-scale reform would basically entail rewrit-
ing the whole tax treaty structure that is based on these distinctions. This
illustrates that the categorization may also be part of customary interna-
tional law, because it is hard to change. However, the actual source rules
are not generally written into the treaties, so some reform along the lines
suggested earlier may be possible even though the treaties require distin-
guishing among the categories for withholding tax purposes.

Another difficulty that arises with the current system is when a category
of income arises that is not listed and does not have a source rule. In this
case, the courts have to come up with creative analogies to see what category
of income this new category most resembles. A classic example of this is the
problem of cancellation of indebtedness income. Under U.S. income tax
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principles (most countries follow the same rule), when a person borrows
money he does not have income. The reason that this cash receipt is not
considered income and is therefore not an occasion for taxation is because
the borrower has an offsetting obligation to repay, and as an accounting
matter, the obligation to repay cancels out the asset that the borrower
receives.

Consider the situation in which the borrower encounters financial diffi-
culties and declares bankruptcy or renegotiates the debt with the lender so
that the lender forgives some of the debt. Let us say the borrower originally
received $1,000 and the bank agrees to reduce the principal on the amount
of the loan from $1,000 to $500. In this case, under very well-established
principles the borrower has $500 of what is called “cancellation of indebt-
edness income,” which is taxable. However, the code does not have a source
rule for a cancellation of indebtedness income.

Another example is income from a covenant not to compete. This exam-
ple arose in a case called Korfund, which involved an agreement between
a German company and a U.S. company. The agreement was that the U.S.
company would market its product in the United States under license of
the German company and would pay a certain amount in royalty and an
additional amount in exchange for the promise of the German company
not to enter into the American market itself. This type of agreement is called
a covenant not to compete; because the U.S. company had the license, it
is the only one allowed to use the particular technology in the American
market, and the German company agreed not to enter the American market
itself.

The Korfund case arose because the business relationship was broken
after the rise of the Nazis in Germany, but the U.S. company eventually
made a payment to the German company in lieu of this payment under
the covenant not to compete. The question was how a payment for an
agreement not to compete in the United States should be characterized.
The Germans argued that they were performing a service by not competing;
they were restraining themselves from doing something, and this happened
in Germany, so the payment should be considered services income taxed in
the place of delivery (which would be Germany). American tax authorities
and the court, however, held that the decision should be based on what
the covenant income was really replacing, which was the business income
that the German company would have earned from the United States had
it competed, which would have been U.S.-source income.

In this case, despite the amount of detail in the Internal Revenue Code,
there is no answer and therefore it is necessary to find an answer by analogy.
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Sometimes the IRC is updated for new kinds of technologies. For example, a
specific provision for income for satellites was added in 1986 and states that
the income from “space-based activities” is taxed on a residence basis unless
it is linked to a fixed establishment in the United States. Although there
might be an argument whether a satellite node that is a transmission device
is a permanent establishment, generally speaking in the case of satellites
there is an answer in the code. In addition, it is sometimes possible to find
source rules in the regulations, as in the case of software income; income
from derivative financial instruments is also governed by the regulations
and is generally sourced to the residence of the recipient.

It is clear, however, that there are now many new kinds of income where
the source rule is not established in the code. The more general point is
that this method of providing source rules specifically for each category of
income has the problem that there are new categories of income arising all
the time as the market evolves; unless the law is continuously updated, the
courts have to create this kind of innovative solution. Furthermore, even if
the result in a particular case seems to make sense, in other cases it might
not, and in general it is not good to provide loopholes that call for litigation.

IV. THE ALLOCATION OF DEDUCTIONS

Asdiscussed previously, both residents and nonresidents prefer to have their
income classified as foreign-source: nonresidents prefer foreign-source
income because it is not taxable, and residents prefer foreign-source income
because it increases the foreign tax credit limitation. It follows that the pref-
erence for deductions is exactly the opposite: everyone wants their deduc-
tions in the United States. Nonresidents prefer deductions in the United
States because otherwise they are worthless as a U.S. tax matter. Foreign-
source deductions do not help in reducing U.S. tax liability because they
reduce foreign-source income, which is not taxed anyway. Americans also
prefer U.S.-source deductions because foreign-source deductions reduce
foreign-source income and cut into the foreign tax credit limitation. Thus
both residents and nonresidents prefer to put deductions in the United
States.

Let us now consider the allocation of deductions. Surprisingly, the situ-
ation is less complicated than in the income area, precisely because there is
not that much detail in the statute. There are specific rules for the allocation
of deductions in only two areas, and in fact both of these areas are prob-
lematic. All other deductions are left to a general rule that provides more



56 INTERNATIONAL TAX AS INTERNATIONAL LAW

flexibility, although the problem is that this deduction allocation rule is tied
to the rule for sourcing income and thus suffers from the same limitations.
The rule states that deductions should be allocated in a two-step process.

The idea is to match the deductions with the income that they produce,
which is an accounting concept. The first step is to match the deduction to
income it produces, and the second step is to apportion (divide) deductions
into U.S. and foreign source, according to the income ratio.

For example, consider a 100 deduction for cost of goods sold, which is
what was originally paid for the goods. First, we must match this deduction
to the income it produces, which is the income from the sales of the goods.
The second step is apportionment, where we must identify the percentage
of the income that originated from the sale of the goods. Let us suppose
that these particular goods are all sold outside the United States, so then
the deduction must be apportioned to foreign-source income. However,
if 50 percent of the goods were sold in foreign markets and 50 percent in
the United States, the deduction is apportioned the same way: 50 percent
to the United States and 50 percent overseas. That is apparently a sensible
system and is relatively flexible.

The problem is that there are some deductions that are not obviously
related to a single category of income, including general overhead deduc-
tions for headquarters or even the salaries of the CEO and top management.
They are related to the entire business of the firm and impossible to divide
up. In this case, the regulations say that you are allowed to use any rea-
sonable method. If you cannot match the deduction to a particularized
category of income, you could choose to look at how much time the top
management spent on overseas activities as opposed to how much time they
spent on American activities and allocate the salary in that way, or use any
other reasonable method that you choose. The IRS may try to challenge
you, but usually they do not challenge the method; instead, they try to
argue that some deductions are related to particularized income categories
rather than general ones. They do not like the general categories because
they feel it gives taxpayers too much flexibility.

Another example of a particular case in which this method was employed
to the taxpayer’s disadvantage involves Black & Decker, a large American
manufacturer of mechanical equipment. In the 1970s, Black & Decker was
faced with increasing competition from Japanese companies in the Amer-
ican market and decided to set up a subsidiary in Japan, in order to try to
force the Japanese to compete on their own home territory and devote less
effort to the American market (standard strategy for most multinationals).
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However, the Japanese subsidiary failed to sell any product in Japan and the
company lost a lot of money. In the end, the American company decided
to give up and liquidate the Japanese subsidiary, and took a deduction for
$2 billion on their tax return, which was equal to the amount of money
they put into it and was lost. This was a worthless stock deduction, as the
stock of the company had become worthless, but the question was how to
allocate the deduction.

Black & Decker hoped to allocate the deduction to the United States so
as to prevent it from reducing the foreign tax credit limitation. They argued
that this deduction related to a strategy for protecting the U.S. market and
brought evidence that this was really the reason for setting up the Japanese
subsidiary. The IRS disagreed, and the court agreed with the IRS. The IRS
and the court said that Black & Decker needed to use the two-step process.
The first step is to decide the kind of income that this investment would
have produced had it been successful, just as in the case of the Korfund
covenant not to compete. In the Black ¢ Decker case, the answer was that
you normally invest in stock in order to produce dividend income, so if the
company had been successful, it would have ultimately received dividend
income. The source rule for dividend income is residence of the payor —
in this case a Japanese company — which would have been foreign-source;
this loss should therefore be considered a foreign-source loss. That was an
unfavorable result for the taxpayer, and that result is now embodied in the
regulations.

However, Black & Decker could have perhaps made a more persuasive
argument. Part of the problem that they encountered is the difficulty in
making arguments based on motivation. This type of argument always
leads to the suspicion that the argument is being made in hindsight. In this
case, the argument looked especially suspicious because Black & Decker
had to provide documentation of expected profitability to the Japanese
Ministry of Industry and Trade in order to get permission to get into Japan,
and had claimed to the Japanese that they were going to be profitable. After
the fact, it was therefore hard to argue that they intended only to protect
the American market and did not really intend to make a profit in Japan.

Black & Decker could have argued, however, that there was no rea-
son to expect that the subsidiary would really have paid dividends to its
parents if it had been profitable. Most American multinationals that are
profitable in their overseas operations do not repatriate the profits because
of deferral, and in fact the overall repatriation rate for foreign subsidiaries
of U.S. multinationals is only about 16 percent. If the Japanese subsidiary
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had ultimately been profitable, the U.S. company might have sold the sub-
sidiary and produced capital gain income, which would have been sourced
according to the residence of the seller. Because in this case the seller would
have been American, this would have been U.S.-source income and the
deduction would have also been a U.S.-source deduction. This case illus-
trates that unfortunately this line of analysis can be quite inconclusive.
Generally speaking, allocating deductions in this way is flexible but not
necessarily satisfactory because it depends ultimately on matching deduc-
tions with income. As in the case of income, where more than one possible
categorization exists, there may be more than one possibility of categoriz-
ing the deduction according to the category of income that it produces.
However, the general rule is relatively easy to work with.

Two important categories of deductions have specific rules associated
with them. These categories are research and development and interest,
and these rules are in the code rather than just in the regulations, although
the interest deduction is also governed by multiple regulations. The rules
present in the code represent a conscious decision by Congress to depart
from the general rule and to adopt some particularized policies. In general,
the rules for the R&D deduction are very taxpayer favorable, whereas the
rules for the interest deduction were, until they were amended in 2004, very
taxpayer unfavorable.

To begin with research and development: Consider our previous exam-
ple of an American pharmaceutical company that spends a large sum of
money in the United States. American multinationals spend billions of dol-
lars in R&D, and this makes up the largest part of their budget, especially
for high-tech companies. Ultimately the pharmaceutical company devel-
ops a patented drug that frequently must wait years for Food and Drug
Administration approval in the United States. Often, however, approval
is granted more quickly overseas, so it is quite realistic that an American
pharmaceutical company might spend a lot of money in R&D in the United
States and then derive 100 percent of the profit from sales abroad for several
years before receiving FDA approval.

The question is, what is the source of income? The income is royalty
income and is all foreign-source. We start with the proposition that the
income is foreign-source: although the R&D expenses are all in the United
States, the sales are all foreign and the income, which is typically royalty
income from subsidiaries and licenses, would all be foreign-source income.
Using the usual rule to analyze this deduction, this deduction would be
characterized as foreign-source income because all sales are foreign. After
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matching the deduction to its corresponding category of income, it follows
that R&D expense should all be foreign-source as well. That is the answer
under the general rule.

This answer, however, is not favorable to the U.S. pharmaceutical com-
pany. The company would prefer to deduct the R&D in the United States
as a U.S.-source deduction, because if it is foreign-source it significantly
reduces the foreign tax credit limitation.

Because of this conflict, the American companies lobbied the Clinton
administration in its early years, and the Clinton administration was sym-
pathetic because it was very much in favor of encouraging American R&D.
Vice President Gore in particular was very much in favor of using the tax
code to encourage American companies to conduct research and develop-
ment in the United States, because he believed that positive externalities
(spillover effects) exist from having R&D conducted in the United States.
The externality argument is that R&D produces knowledge, which is not
something that companies can keep within them. Employees may leave and
spread the knowledge to other companies, producing positive effects for
the economy.

When the Clinton administration came into office in 1993, it proposed
a rule saying that all R&D that is performed in the United States (a clas-
sification based on location) should be deductible as U.S.-source income.
That rule would have been extremely beneficial for U.S. corporations, who
would have had all R&D expense as U.S. source, and all income as foreign
source. That rule would have been too costly in revenue for the U.S. gov-
ernment, so the rule that was adopted in 1993 and continues to govern is
that 50 percent of R&D is sourced based on location. In other words, it
does not matter where the income that it produces is earned; instead it is
just a question of where the R&D is performed. This rule was intended to
be a deliberate incentive for U.S. companies to perform R&D in the United
States and then sell overseas.

It is highly questionable whether some of these rules would withstand
a World Trade Organization scrutiny if challenged. One example would be
the title passage rule, which is a huge export subsidy for American exporters,
because it creates the ability to classify export income as foreign-source just
by putting the title passage there. The R&D rule is another example of a very
significant export subsidy; if, for example, the European Union decided to
challenge the R&D rule in the same way that they challenged the foreign
sales corporation, the WTO would likely disapprove of the rule, which
is a deliberate device to encourage R&D in the United States. The other
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50 percent is sourced based on either sales or income; companies can com-
pare their U.S. sales of the product to the foreign sales or their U.S. income
from the product to their foreign income and divide it up either way.

This rule does also create a limitation: income is much more under con-
trol than sales, because sales are really to outside parties and it is impossible
for a company to control how many people would want to buy its product.
Income, however, is a much more flexible proposition, because it is much
more possible to adjust income numbers. There is a limitation that the
amount apportioned on the basis of income cannot fall below 30 percent
of what the allocation based on sales would have been, which demonstrates
how much flexibility is present in income numbers. The basic rule is half of
R&D expense is sourced based on location, which is beneficial to American
taxpayers because they get to source R&D in the United States if they locate
the R&D there. The other 50 percent is sourced based on this proportion,
so in this case where all the sales are abroad and all the income is abroad,
50 percent of R&D would be American and 50 percent would be foreign.
In the more common situation where sales and income are both American
and foreign, then half of the R&D expense would be U.S.-source and the
other half would be apportioned between U.S. and foreign, based on the
formula.

The last item is the allocation of interest deductions. American multina-
tionals were successful in having this law changed in 2004, so we will first
discuss what the law was until 2004 and then how it was changed. Interest
deductions is one area in which the United States differs from the rest of
the world. Most of the world simply allows interest to be deducted where
the loan is booked; even in the case of banks that have many branches,
every branch has its own loans on its books and the interest deduction is
taken at whichever branch booked the loan. The American method is more
complicated and arguably more economically accurate, because money is
fungible: a dollar is a dollar no matter where it is in the world. If you borrow
a dollar in country A, you have the dollar available and it potentially can
serve your needs in country B, too; conversely, it could save a dollar to the
country B entity that otherwise would have transferred it to country A.
Because money is fungible, the American interest allocation rule is based
on some kind of worldwide fungibility, as opposed to a system like the ones
in other countries that are based on tracing.

So far we have tried to allocate the deduction to the income that it pro-
duced. In theory, the same could be done with interest expense, because you
could try to see what item of income was gained by the use of the proceeds
of this particular loan. There are other areas in the Internal Revenue Code
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where this type of tracing has been attempted; for example, one provision
states that if you borrow in order to either buy or keep government securi-
ties, the interest on which is tax-exempt in the United States, then you are
not allowed to deduct the interest. This is an example of tracing, because
you must try to match the interest on the borrowing with the tax-exempt
income that it produces. Consider also terminology, which states that you
may borrow in order to buy or also to keep, which affirms that borrowing
may enable you not to sell something you bought in the past. This type of
tracing is not easy to administer, however, and that is not the way it is done
in the international area.

Before 1986, a U.S. parent company with U.S. and foreign subsidiaries
almost always had what was called a finance subsidiary, which did all the
borrowing for the entire group. All of the borrowing for the group was
channeled though the finance subsidiary and all the interest expense flowed
from the finance subsidiary, which had no purpose other than to lend
money to other companies in the group and would receive interest income.
Until 1996, the rule for the allocation of interest expense was based on the
location of the assets of the company paying interest. If the assets are in the
United States, the interest expense is domestic; if the assets are overseas,
the interest expense is foreign. Companies prefer to have their interest
expense in the United States.

The finance subsidiary did not have any assets except the notes from the
various other U.S. companies in the group to which it lent money. It was
a shadow company whose only purpose was to borrow and lend money;
because all of these assets were domestic assets, all of its interest was treated
as allocable to U.S.-source income.

A major tax reform act was passed in 1986 with the intent of reducing
tax on individuals but increasing tax on corporations. Part of this reform
was to change this rule and adopt the current rule, which states that the
entire U.S. group should be treated as a single company for purposes of
the asset calculation. When you consider the whole American consolidated
group and the location of its assets, its assets are no longer all located
in the United States. Consider the example of a company with $1,000 in
domestic assets but that also has a foreign subsidiary with assets of another
$1,000. According to the definition, the assets of the foreign subsidiary
itself do not count because the foreign subsidiary cannot be consolidated
and therefore is not included in the group. However, the stock of the for-
eign subsidiary is an asset of the group and it is a foreign asset worth
$1,000. Suppose there is $100 in interest expense; in this example, this
interest must be allocated 50/50, $50 to the United States because of the
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$1,000 in U.S. assets, and $50 to foreign because of the $1,000 in foreign
assets.

What happens in the preceding example if the foreign subsidiary is the
one that does the borrowing? How should this interest expense be allocated?
The answer given by the IRS is that this interest expense is incurred by the
foreign subsidiary and that foreign subsidiary’s assets must be considered.
In our example, the foreign subsidiary has only foreign assets, so all of this
interest expense is allocated to foreign-source income. This is a very bad
result for the corporation, because the entire $100 is now a foreign-source
deduction. It is true that there is probably also a loan in the United States
at the same time, and the foreign loan would also change the allocation of
that loan favorably because this loan reduces the value of stock with the
foreign subsidiary from $1,000 to only $500 because it is burdened by this
loan. This $100 would therefore be allocated 67/33, $67 to the United States
and $33 overseas, which is a better result than 50/50. However, this benefit
is not enough to compensate for the fact that this $100 of interest expense
is completely foreign-source.

However, very good business reasons exist for a foreign subsidiary to
borrow overseas. The foreign subsidiary may have good credit relationships
with local banks and may prefer to borrow in the local currency to avoid risk
from exchange-rate fluctuations. Other legitimate, nontax business reasons
exist for a foreign subsidiary to borrow locally as well. But this rule is a very
strong incentive against local borrowing by foreign subsidiaries, because
assuming that foreign subsidiaries own all foreign assets, all that expense
is treated as being completely foreign-source. By contrast, all borrowing
in the United States is apportioned based on the asset ratio of the group,
which in turn depends on the value of the domestic asset versus the value
of the stock of the foreign subsidiaries.

This seems like a very unfair result: if money is fungible, the whole
group should be treated as a whole, because borrowing by one member
is borrowing by all. This is, in fact, the rationale behind the 1986 change.
Companies began to question why, if you should not respect the formalities
of the separate existence of the finance subsidiary, the foreign subsidiary
could not also be included in the group as a whole. Thus, after many years
of lobbying, the law was changed in 2004 to allow foreign subsidiaries to
be included in the group.

Current law therefore states that the assets of the company must be con-
sidered rather than the stock, so the $100 of foreign interest expense in our
example would be 50/50 and the $100 of domestic interest expense would
be 50/50, and regardless of whether the money was borrowed domestically
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or abroad, the allocation is done in the same way based on the overall assets
of the group.

V. CONCLUSION: THE SOURCE RULES AND
CUSTOMARY INTERNATIONAL LAW

It can be argued that most of the source rules are part of customary interna-
tional law. As Yariv Brauner has shown,! most of the source rules for income
are quite similar among countries, with a few exceptions (most notably the
royalty rule). Most countries follow a flexible rule for allocating deductions,
except for the specific U.S. rules on R&D and interest expense, which have
been sharply criticized by Shaviro for departing from the global practice.

Although the source rules themselves are not usually embodied in the
tax treaty network, the permission to tax at source is included, as is the need
to characterize income as dividends. Thus, source rules for income can be
quite difficult to change, despite the obvious need to do so in certain cases.
That is precisely why they are part of customary international law: they are
rules that countries feel they have to follow because most other countries
do so. Even for a new country without any tax treaties, it would be hard
to adopt completely new source rules. Unfortunately, from an economic
perspective, source rules are here to stay.

! Brauner (2003).



Taxation of nonresidents: Investment income

I. THE GENERAL RULE

Some history may be necessary for the understanding of rules for tax-
ing nonresidents on investment income. When the income tax was imple-
mented in the United States, nonresidents were treated the same way as
residents but were taxed only on their U.S.-source income; the tax rate and
ability to take deductions were the same. Over time, the Internal Revenue
Service discovered that it was not really possible to audit foreigners’ tax
returns or to establish what kind of deductions they should or should not
take.

By the mid-1930s, the present system was developed, under which non-
resident income is divided into two categories — passive income and active
income. Passive income is subject to a flat 30 percent tax on gross income,
without any deductions, whereas active income is subject to graduated
rates, which vary depending on whether the taxpayer is an individual or a
corporation. Deductions are allowed on active income because the IRS can
audit businesses earning active income in the United States to verify the
validity of deductions.

The 30 percent gross tax rate on passive income has remained more or less
unchanged since the 1940s. By contrast, the net rates (which are the same
rates that apply to Americans) have been changing every time there is a new
tax law and in almost every election. For example, tax rates were raised in
1993 after Clinton’s election and then lowered in 2001 after Bush’s election.
As the net rates have gone up and down over time, there were changes
in whether it is beneficial to pay the 30 percent rate (passive income) or
the net rate (active income). Another factor in determining whether it is
advantageous to pay the gross rate or the net rate is the potential number
of deductions for the net rate. People with very few deductions can just
compare the rates, but a higher net rate may translate into a lower effective
tax than the 30 percent rate for people with many deductions.

64
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For example, the gross rate in 1980 was 30 percent, and the net rate for
individuals was 70 percent. Consider an individual at that time with in-
come of 100 and deductions of 50 (therefore with a net income of 50). This
individual has many deductions, so it is possible that it would be better to
be in the net-rate situation; however, we will see that is not the case in this
example. On the gross side, this individual would pay 30 percent of 100,
and you do not get any deductions, so she would have an income of 100
and tax of 30; no deductions are allowed, so her after-tax income would be
70. On the active side, she would have an income of 100 and deductions of
50; her net income of 50 would be subject to a tax rate of 70 percent, and
therefore her tax owed would be 35. In this example, the tax on the active
side is higher than the tax on the passive side even with the deductions
present, so the individual would prefer gross-based taxation at the gross
rate.

How can one choose to pay tax at the gross or net rate? In many situations
it is possible to design your affairs so as to be in one or the other. As we
will see, the key question is whether passive income is somehow “effectively
connected” with business in the United States, and making passive income
connected with that business is not difficult.

In the preceding example, using the tax rates of 1980, it would have been
better to be in the gross rate. This situation was typical historically; in all
the periods before 1980 the net rates were higher than 70 percent, so even
with high deductions it was generally preferable to be in the gross situation.
Thus passive income was preferred to active income, and taxpayers would
try to avoid having a trade or business in the United States; if they did have
one, they tried very hard to avoid having their income drawn into the active
business.

However, if we consider the same scenario in the year 2006, in which the
gross rate is still 30 percent but the net rate is now 35 percent, the situation
changes. The gross result does not change, but in this situation if the net
rate is now only 35 percent, the tax is only 17.5 on 50 (the net income after
deductions), and the individual is better off in the net-rate situation. In
a similar way, it is possible to calculate exactly the break-even point for
any given net tax rate. The choice between being taxed on the gross basis
(for passive income) or being taxed on the net basis (for active income)
depends on the number of deductions and also on the rate relationship,
which changes over time.

The question arises as to why the 30 percent rate remained unchanged.
Originally this 30 percent rate was conceived of as a reasonable substitute
for the net rate, because 30 percent of gross income was approximately
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equal to 70 percent or 90 percent of net income. Over time, as the net rates
have fluctuated, this tradeoff has become completely different. The United
States chose to keep the 30 percent withholding tax rate, however, because it
is an incentive for other countries to enter into tax treaties with the United
States. The tax rate is a good bargaining tool because the Americans are
willing to reduce the rate, in some cases even to 0 percent, when other
countries enter into tax treaties. There are now so many exceptions to the
rules that, in fact, the United States collects very little money from this
30 percent withholding tax.

It is important to understand the way that passive and active income is
defined. In this case it is helpful to look at the language of the Code; section
871 imposes tax on nonresident alien individuals, and section 881 imposes
a similar tax on nonresident alien corporations. Section 871, dealing with
individuals, is divided into 871(a), which imposes the 30 percent gross tax,
and 871(b), which imposes the net tax. In each case the gross tax is imposed
on “fixed or determinable, annual or periodic income.”

What does the Code mean when it says “fixed or determinable, annual or
periodic income” (FDAP)? This language has been in the Code practically
unchanged since the mid-1930s when the withholding tax was made into a
final withholding tax. However, the words have changed meaning over time,
because the courts and the IRS have interpreted them to mean something
different than what they usually mean.

Let us start with the second set of words, “annual or periodic.” What
does that mean? The usual dictionary meaning of annual is something
that happens every year, and periodic means something that happens every
period other than a year. Annual income should mean that you have one
interest payment every year, whereas periodic income should mean that you
have interest payments on a regularly recurring basis. However, recall the
previously discussed Wodehouse case, in which a nonresident alien residing
in France transferred his rights in stories to be written to an American
publisher for a single lump-sum payment up front. The first issue in that
case was the character of that payment; Wodehouse said it was a sale and
therefore a capital gain, and the IRS said and the Supreme Court agreed
that it was a royalty. But after that, Wodehouse argued that even if it was
a royalty, he still should not have to pay tax on it, because the language
of the law stated that tax was payable only on FDAP. Royalties are not
mentioned in the list and are neither fixed nor determinable annual or
periodic income. The Wodehouse payment was made only once and was
therefore not annual or periodic. The Supreme Court held, however, that
every stream of payment can be converted into a single lump-sum payment
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by using present value, so there is really no difference between a lump-sum
payment and a periodic payment: the Code does not actually mean annual
or periodic. The Supreme Court thus held that a single lump-sum payment
could be taxed even though the Code language says “annual or periodic.”

What does “fixed or determinable” mean? Fixed presumably means a
fixed amount, for example, $100. What does determinable mean? Deter-
minable probably means “determinable in advance according to some for-
mula,” for example a royalty of 5 percent of sales. In this case, you do not
know what the exact amount would be because you do not know how much
sales would be, but you do know how to calculate the payment if you are
given the amount of sales.

Let us consider the example of a case involving a Mexican resident named
Barba. On vacation in the United States, Barba went to Las Vegas, Nevada,
and gambled at a casino there. Barba actually lost a lot of money, but once
he hit the winning jackpot for $60,000. He lost money on net, but on one
play he made $60,000, and the casino withheld 30 percent of that and sent
it to the IRS. Barba argued that the IRS should not have withheld. He could
not argue that the payment was not annual or periodic, because that was
foreclosed by Wodehouse.

Instead, Barba argued that the payment was not fixed or determinable.
He claimed that it was not fixed because he did not know that he would
win any money ahead of time, and in fact the probabilities were that he
would lose. It was not determinable either, because there was no formula
at all that would determine that he would win anything, but rather it was
completely a matter of chance that he happened to win this particular
jackpot. The court, however, ruled that Barba did need to pay tax on the
$60,000, because what the Code meant by determinable was “determinable
in hindsight.” This reading is questionable because income is always deter-
minable with hindsight, so the word loses any meaning. If the Code actually
means “determinable after the event,” we might as well eliminate “fixed or
determinable” from the language.

After looking at all of these interpretations, we can conclude that the
Code means by FDAP exactly what it says in the caption: income other than
capital gains. Why are capital gains not covered by the withholding tax? First,
they are not usually from sources within the United States. In addition, the
traditional interpretation of the court has always been that the withholding
tax never applies to a capital gain because it is not fixed or determined
or annual or periodic. According to the interpretation, Congress explicitly
meant to exclude capital gains with this wording. Everything else is basically
open to withholding.
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In theory, then, this withholding tax is extremely broad because it can
encompass practically any payment made from the United States to a non-
resident alien. The location of the payment does not really matter; rather,
it is the source of the income that matters. The general rule is that once a
payment is made to a nonresident alien that is not a capital gain and that
is not a sales transaction, it is subject to the 30 percent withholding tax.
There are many exceptions to this rule, but in principle that is the rule.

How does tax withholding actually work? The general rule is that there
is a withholding tax on the gross payment of passive income, which is tech-
nically FDAP, but more broadly the various normal categories of passive
income to nonresidents. However, we will discuss in the next section that
the many exceptions to this rule generally overshadow the rule itself. The
United States is the world’s biggest importer of capital — it imports about
$1.2 trillion a year of foreign direct investment and over $2.5 trillion a year
of portfolio investment from overseas, which are both much greater than
outgoing investments.

If we consider just the portfolio investment side, this investment rep-
resents acquisitions of equity and debt of American companies and debt
of the American government. If all of this tremendous flow were covered
by a 30 percent withholding tax, it would presumably produce staggering
amounts of revenue for the American government. However, the American
government in reality collects less than $4 billion a year from this 30 percent
withholding tax, which is a very small amount compared to $2.5 trillion of
investment. The reason is that the American government has chosen not
to collect the tax for most types of investment.

II. EXCEPTIONS

A. Capital gains

Let us consider some of the exceptions. The first major exception is the
capital gains rule, which we examined in depth in Chapter 2. The source
rule for capital gains is residence of the seller, which means that sellers of
shares in American companies do not pay any tax because the income is
not U.S.-source. Proceeds from these sales are also not FDAP, because that
is the one item that is excluded by the rule.

To illustrate the importance of this exception, consider a foreign parent
company with a U.S. subsidiary that has a pile of accumulated cash. As
an economic matter, it really makes no difference in distributing the cash
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whether the subsidiary distributes a dividend, which would be subject to
withholding tax, or whether it sells the shares and receives the value of the
same cash from the buyer. Either way, the money received from the buyer in
part represents payment for the money that is inside the company because
the buyer knows that it will be able to obtain the accumulated earnings.
Even so, the dividend is subject to a withholding tax (usually not even
reducible to zero by treaty), but the capital gain transaction is not subject
to any withholding tax and is therefore completely tax-free by virtue of the
source rule.

Thus one obvious way of avoiding the withholding tax on dividends is
to sell shares. The foreign parent may not want to sell their shares for some
time, but it can always let the cash accumulate inside the United States and
sell the shares when it is ready to realize the investment. It then collects
the money tax-free and benefits from the entire appreciated value of the
U.S. subsidiary from its business operations and its earnings that it has
accumulated, including completely passive earnings that just sit in a bank
account and are not subject to any shareholder-level tax.

This is a major loophole in the system that is probably not absolutely
necessary. There is the administrative problem of knowing how much the
capital gain is, and another administrative problem of collection. In the
case of small buyers on a stock exchange, these administrative problems
increase, because it is a difficult enforcement matter to even know the
identity of the seller. But in the case of a larger buyer such as a multinational
parent corporation, it should be possible to impose the tax as a condition
to registering the shares in the name of the buyer, as is done by several
countries for large share ownership situations.

The one exception where there is a definite attempt to ensure that tax-
ation takes place is in the appreciation of real estate in the United States,
which will be discussed in Chapter 5. The treatment of real estate proves
that it is in fact possible to collect tax on capital gains.

B. Interest

The capital gain exception, however, is not the most important one. The
most important exception in terms of its influence on the rest of the world is
the rule for interest. In the early 1980s, Ronald Reagan was elected president
and pursued two simultaneous policies. One was to cut taxes dramatically in
1981, and especially to cut the effective tax rates for corporations. Reagan
also pursued an aggressive policy of defense buildup. The combination
of these two policies created a tremendous budget deficit, and because
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the American domestic savings rate was notoriously low, the only way to
finance the budget deficit was to borrow from overseas.

The early 1980s therefore saw a tremendous influx of foreign investment.
This was when America originally became a debtor country, when ingoing
capital began to exceed outgoing portfolio capital. This borrowing was
financed largely from Japanese sources, who were then very rich and had
large savings to invest, and also from Arab countries, who were wealthy from
oil proceeds. In 1984, it was decided that it was necessary to make sure that
foreign investors would be able to lend money to the U.S. companies and
to the U.S. government without having to pay any withholding tax on their
interest payment, because it was felt that under this tremendous demand
for foreign capital, any tax would be passed on to the American borrowers
rather than really borne by the foreign investors, which would not benefit
the United States.

In 1984, Congress therefore enacted the portfolio interest exemption,
which is still in place today. This exemption specifies that all payments
of U.S.-source interest to foreigners are exempt from the withholding tax
as long as they are “portfolio interest.” This exemption covers interest on
deposits in banks (which is actually an even older exception), interest on
bonds issued by the government, and interest on all bonds issued by private
corporations; basically all interest is exempt from tax as long as it is so-called
portfolio interest. Portfolio interest is interest that is paid to nonsharehold-
ers. The test is whether the shareholder owns 10 percent of the stock — that
is, interest paid to foreign parents or to large foreign shareholders does not
qualify for the portfolio interest exemption. The classic example of a situ-
ation that does not qualify is that of a foreign parent lending money to its
U.S. subsidiary; the parent lends the money to the subsidiary and receives
interest in return, which does not qualify for the exemption because there
is 100 percent ownership.

The reason behind the limited exemption is to discourage thin capi-
talization, which refers to taking all earnings out of the United States by
capitalizing with debt rather than equity and deducting interest payments
to related parties, free or withholding.

The one other exception to this exemption rule is for bank loans made
by foreign banks. This exception was basically a protectionist device for
American banks who wanted to maintain a preferred position in lending
to American companies. They added a provision to the Code that says that
foreign banks lending in the normal course of their business to American
companies will not benefit from the portfolio interest exemption. There
are many problems with this provision, including defining what a bank is
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or what “in the normal course of business” means, and additionally it is
considered discriminatory against foreign lenders.

The portfolio interest exception has had a dramatic effect. It is estimated
that the first few years after 1984, more than $300 billion moved from Latin
America to bank accounts in Miami. This money transfer was illegal from
the Latin American countries’ perspective because of local capital restric-
tions, but was attracted by the availability of interest free from withholding
in bank accounts. In addition, deposits in American banks are guaranteed
by the U.S. government and insured by the Federal Deposit Insurance Cor-
poration, so it is a low-risk location. This quantity of money is large even by
American standards, but by Latin American standards it is tremendously
large: it was much more than all the World Bank and even private invest-
ment in Latin America at the time. The money went into Latin America and
went back out to the U.S. bank accounts without benefiting Latin America.
The attractiveness of American banks in the 1980s was one factor in why the
1980s were the “lost decade” for Latin America in terms of development,
because money given to them was transferred back into the United States.

The fact that the United States does not withhold tax on interest has
meant that Japan is almost the only developed country that now withholds
on interest payments. The interest exemption has become a problem in
a number of contexts, most notably Germany, because German residents
have been able to manipulate the exemption to gain the benefit even for
interest on local investments. The Germans would put their money into
Luxemburg and then reinvest money into Germany; the interest would
leave Germany tax-free and then hide in Luxemburg under bank secrecy.
To solve this, the European Union recently adopted a directive that would
impose information exchange or a 20 percent withholding tax on all interest
payments to residents of the European Union, although this does not apply
to payments to non-EU residents.

Another example of complications from the interest exemption involves
a Mexican investor who puts money abroad. She would like to put it in the
United States because of the availability of profitable investment opportuni-
ties, but the United States and Mexico have a tax treaty with an information
exchange provision, so it is conceivable that the United States would pro-
vide the Mexican tax authorities with information that would enable them
to tax the interest. If, however, the Mexican investor first puts her money
in a secret bank account in the Cayman Islands, the interest becomes tax-
able income that is not declared to anyone. Neither the IRS nor the U.S.
bank knows who owns the bank account to which it is sending the interest
tax-free because of bank secrecy provisions.
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Scholars estimate that investors receive $7 trillion a year in interest
income that is not subject to withholding. The exact number is unknown
because the practice is illegal, but the number is very large. The majority
of countries agree that all would be better off with universal imposition
of tax on interest, but no single country is willing to be the first to lift the
exemption and therefore the system is very difficult to change.

In any case, it is important to be aware of this exemption. In addition,
remember the discussion in Chapter 2 that it is fortunate that interest and
dividends have the same source rule because it is unnecessary to distinguish
between dividends and interest. However, we see now that even though
interest and dividends have the same source rule, the actual substantive
tax treatment is very different. Interest is subject to exemption, but there
is no portfolio dividend exemption. The most obvious way of avoiding the
tax on dividends is to change them into interest, and people have devised
elaborate schemes to create financial instruments that pay interest (in order
to qualify for portfolio interest exemption) but would also give returns that
would more likely be return on stock, in particular the upside potential for
appreciation.

Many types of convertible debt instruments have therefore been created
that can be made into stock if the company is successful. Certain provisions
in the IRC attempt to prevent that from happening, but the line is noto-
riously difficult to draw. Thus an additional problem with the portfolio
interest exemption is that once again necessitates drawing the line between
interest and dividends. The interest rule is the most important because
most capital flows out that way.

C. Royalties

Royalties do not have any specific exemption but are addressed by an impor-
tant treaty provision. Interest is also covered by the treaty provision, but
treaty protection is generally unnecessary because of the portfolio interest
exemption, which applies with or without a treaty. Royalties, however, are
only covered in countries that have a treaty with the United States, because
the United States is willing to enter into treaties under the U.S. model treaty
that reduce the withholding rate of both interest and royalties to zero. This
is also the position of the OECD on royalties, although not on interest.

Thus, the key for royalties in terms of withholding tax is to find the
correct treaty partner. In certain cases it is possible to so-called treaty shop,
which refers to finding a country that has a suitable treaty even if the country
of residence does not.
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Consider the case discussed briefly in Chapter 3 involving the Dutch
company SDI. The SDI case involved three related entities: SDI Bermuda,
which had software in it; SDI Netherlands; and SDI United States. SDI
Bermuda licensed software to SDI Netherlands, which then licensed it to
the United States and also to other countries. Royalties were paid at a 6
percent rate from the United States to The Netherlands and at a 5.5 percent
rate from The Netherlands to Bermuda. The U.S. to Netherlands royalty is
not subject to tax by virtue of the terms of the U.S.-Netherlands tax treaty,
which like most OECD model treaties provides for 0 percent withholding
tax on royalties. The royalty to SDI Bermuda was more complicated because
the IRS argued (with the support of a prior revenue ruling) that royalties are
sourced at the location of use; they argued that even in the Netherlands-
Bermuda royalty, the place of use was in the United States because the
software was being used in the United States.

Although the IRS reading may be a legitimate reading of the language
of the Code, the court disagreed, supported by two somewhat question-
able reasons. First, the court found that the Netherlands-Bermuda royalty
included many other royalties from other countries, because the Nether-
lands company collected royalties from many countries in addition to the
United States. The IRS argued that it was possible to calculate how much
of this royalty derived from the U.S. payment because it was possible to see
the spread (0.5 percent), but the court did not accept this argument.

The court’s second reason was perhaps the most important. The court
said that we have to imagine that there was no treaty between the United
States and The Netherlands. In that case, if we were to accept the IRS
interpretation that both of these royalties are U.S.-source, then there would
be a 30 percent withholding tax on the U.S.-Netherlands royalty, because
it is clearly U.S.-source, and another 30 percent withholding tax on the
Netherlands-Bermuda royalty; this is what is called a cascading tax problem,
because we would have a tax on a tax, even though they represent taxes on
the same underlying income.

The major weakness in the court’s opinion is that if no treaty existed, no
one would choose to structure the transaction this way. The reason for going
into The Netherlands and then back to the United States was to benefit from
the treaty; if no treaty existed, they would go directly from Bermuda to the
United States. The only function of the Netherlands company was to provide
for treaty shopping, to benefit from the protection of the Netherlands treaty.

Today there would be some problems with this structure because there
is now a new American/Dutch treaty that has an elaborate “limitation on
benefits” or anti—treaty shoppingarticle, which we will discuss in Chapter 9.
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The limitation on benefits article tries to prevent treaty shopping from tak-
ing place, but it is quite difficult to do so, because loopholes exist even with
the limitation on benefits article. Thus by choosing the right jurisdiction
and being careful about limitation on benefits and similar rules, you can
achieve no withholding for royalties using the 0 percent rate under the
treaty.

D. Dividends

We have now discussed three of the major categories of passive income:
capital gains, interest, and royalties. The last of the major categories is
dividends. Dividends are the most significant problem area, where it is the
hardest to avoid the withholding tax. In many cases, treaties reduce the rate
of withholding on dividends, since the nontreaty rate is 30 percent and the
treaty rate is 15 percent on portfolio dividends. Treaties therefore help to
reduce the withholding tax, but do not generally reduce it to zero (although
it is reduced to zero for direct dividends in some recent U.S. treaties like
the U.S.-U.K. treaty).

This policy, which is deliberate on the part of the U.S. Treasury, is some-
what strange. It seems inconsistent to maintain the tax on dividends while
being willing to eliminate the tax on interest and royalties, especially given
that interest and royalties are deductible so without a withholding tax,
the government does not collect anything. Dividends, by contrast, are not
deductible, so the government still collects the corporate tax.

Consider the example of a U.S. corporation that earns 100. The cor-
poration pays 35 in corporate tax and sends the remaining 65 up to its
foreign parent as a dividend. The other possibility is that, instead of pay-
ing a dividend it pays interest or a royalty; both of these other options
are deductible, so the corporation can pay 100 to the foreign parent and
eliminate its corporate tax.

It is somewhat surprising that the American treaties exact no withhold-
ing tax on deductible payments, but insist on collecting a positive with-
holding tax on dividends, because one type of payment does not result in
the elimination of the corporate tax and the other one does. This is partic-
ularly striking because since 2003 the United States has followed the rest
of the world in adopting a partial integration system, so that for domes-
tic shareholders there is no full double tax on dividends, but still persists
in taxing dividends to shareholders twice as a relic of the classical corpo-
rate tax system. A number of recent U.S. tax treaties, including those with
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the United Kingdom and Australia, do have a zero rate on dividends to
corporate parents; however, no U.S. tax treaty has a zero rate on portfolio
dividends.

What can be done in terms of avoiding the withholding tax on dividends?
First, using modern financial theory and modern financial instruments,
dividends can usually be converted into interest, with the benefit of the port-
folio interest exemption. Alternatively, interest may have heightened treaty
protection, as opposed to the reduced protection for dividends. Second, a
more specific way of doing this is possible with the use of derivative finan-
cial instruments, which is a big market development in the past twenty
years in the United States and elsewhere.

Suppose a foreign portfolio investor invests in the equity of a U.S. corpo-
ration. The U.S. corporation pays $100 of dividend. There is a 30 percent
withholding tax (assuming no treaty), so the net of the foreign investor
is $70. That’s the normal situation, and if the foreign investor is not well
advised, that is what will take place.

What do sophisticated foreign portfolio investors do differently? They
approach a U.S. investment bank that is sophisticated in using derivative
financial instruments, which are basically financial instruments that give a
return that derives from the underlying return on some other instrument.
And in this case, the investment bank arranges a total return equity swap,
which is simply a contract between the foreign investor and the investment
bank in which the foreign investor puts money into the investment bank.
In return, the investment bank promises to give the foreign investor two
things. The first is a payment that is equivalent to any dividends that would
be paid on the equity of the U.S. corporation, which is called the dividend
equivalent amount. And the second is a payment at the end of the contract
that is equivalent to appreciation in the value of the stock. In return, the
investor promises to pay the investment bank if the stock goes down in
value. The instrument is called total return because the investor gets the
whole return on the underlying equity.

Over the course of the contract, the bank pays the investor the dividend
equivalent amount, which is equivalent to what the underlying company’s
stock pays in dividends. The bank will hedge, or insure, its investment by
actually holding the equity of the company. If the company pays a dividend,
it pays thatdividend to the bank and the bank pays a corresponding dividend
equivalent amount to the investor. At the end of the contract, either the
bank will pay the investor if the shares have gone up from the original
investment, or the investor will pay the bank if they have gone down.
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If the initial investment was 100, the dividend equivalent amounts are
simply the amounts of the dividend. The appreciation or depreciation
depends on the value of the stock when the investment is terminated. The
investor basically receives all the economic return of an investment in the
equity. Because he gets the equivalent of dividends paid by the company,
he receives any potential appreciation and also receives no protection from
depreciation. In this case, the investor is in the equivalent economic posi-
tion to a direct holder of the equity of the company. The investor does not
have the right to vote the stock, but for a portfolio investor this generally
does not matter because the number of votes is small.

Foreign investors therefore may invest in a total return equity swap issued
by a U.S. investment bank. And this is by now a totally commodified area
where any small person can come and do this in any normal branch of
any U.S. bank or any U.S. investment bank. The contracts are completely
standardized; the investor simply fills in the name of the company on the
form. Transaction costs are generally very low, with only a small fee paid
to the bank.

In this case, what happens when there is a dividend payment? When
there was a real dividend payment from the U.S. corporation to the foreign
investor there was a 30 percent withholding tax, and the net return was
only $70. In this case, the U.S. corporation pays $100 of dividend to the
U.S. investment bank that holds the actual equity. There is no withholding
tax on this payment because it is a U.S.-to-U.S. payment and does not
cross the border. The U.S. investment bank thus has $100 of dividend
income. However, it also will pay $100 of dividend equivalent amount to
the foreign investor, and that amount is deductible. So it has income and it
has a deduction. These two match — it doesn’t have any net income — except
for the commission that it will take.

Most important, there is no withholding tax on the dividend equivalent
amount. Why? The technical answer is that the regulations state that the
source for payments on derivative financial instruments is the country of
the recipient, because the U.S. financial industry persuaded the IRS to adopt
this rule in order to encourage people to come to it to invest in this fashion.
The Treasury knows about this, because it has been going on for a long
time, and if they wanted to, they could have said that a dividend equivalent
amount is to be treated the same as a dividend, because it is the economic
equivalent of a dividend and therefore should be subject to a withholding
tax. In fact, there already is an example of this in which a foreign holder
of securities lends them to a domestic U.S. person and receives dividend
equivalent amounts during the period of the loan, while the U.S. borrower
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receives the actual dividends. In that context, the Treasury and the IRS have
issued regulations that classify dividend equivalent amounts as dividends
and require withholding.

Why was this not done in the equity swap context? It was probably done
to attract foreign investors into the U.S. equity market. It seems likely that
the IRS does not fundamentally believe in the dividend withholding tax, but
cannot get Congress to repeal it the way it repealed the interest withholding
tax. The IRS therefore gets around the regulations in a more sophisticated
way, resulting in unsophisticated foreign portfolio investors falling into
the trap and paying the tax. The result, however, is very beneficial toward
sophisticated taxpayers, and one that is basically sanctioned by the Treasury
and by the Internal Revenue Service.

Thus, the withholding tax contains so many loopholes that there is
almost nothing left to hold it together. Where, then, does the IRS col-
lect the $4 billion that they do collect from the withholding tax? This
sum is basically collected from payments of dividends by American sub-
sidiaries to foreign parents. If an American subsidiary pays such a divi-
dend, it will be subject to withholding, a tax that cannot be avoided for
a number of reasons. First, the most obvious way to avoid paying a divi-
dend would be to pay interest instead. That interest, even though it is not
portfolio interest, may be protected by treaty from withholding. But an
anti—thin capitalization rule restricts the ability to get everything out by
way of interest. After a while, the interest becomes not deductible, treated
essentially like a dividend, though still not subject to withholding tax if it
is protected by a treaty. It is thus impossible to transfer everything through
interest.

The capital gain option is also available, but sometimes the parent com-
pany wants to keep its U.S. subsidiary rather than to sell it, but still wants
to get the money out.

Thelast remaining option seems to be the equity swap, which involves the
possibility of holding onto the shares but entering into an equity swap on
another category of shares. There would be one category of non—dividend
paying shares and another category of dividend-paying shares, and an
equity swap on the latter. Then there would be equity swap payments that
are foreign-source income and not subject to withholding. This, however,
is not possible because of IRS objections to a situation where the foreign
investor actually holds the equity of the underlying corporation at the same
time of the equity swap. The IRS would argue that a dividend really was
paid on the voting shares, the investment bank was merely a conduit, and
that dividend should be subject to withholding.
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IIT. CONCLUSION

The $4 billion in revenue therefore results from dividend payments from
U.S. subsidiaries to foreign parents. The question remains as to whether it
is worthwhile maintaining the whole elaborate structure of the withhold-
ing mechanism for $4 billion in revenue. In particular, the withholding
regulations that came out a few years ago are exceedingly complex and
impose significant burdens on taxpayers. Would it not be better to give up
on withholding altogether?

Of course, there is another solution to the problem, which may be better
in some ways, which is to repeal all of these exceptions. Then the IRS would
collect a lot of money. However, this would reduce the competitiveness of
investment in the United States. The best solution is perhaps some type of
coordinated effort, perhaps by the OECD, which includes the United States,
Japan, and Europe. If the OECD members were to impose a coordinated
withholding tax on interest, it would probably be successful; so far, they
have not been able to work together in this fashion.

Interestingly, the U.S. portfolio interest exemption is probably harmful
tax competition as defined in the OECD in 1998. This exemption was
designed purely to get money away from other countries and into the United
States, which was precisely the target of the OECD harmful tax competition
initiative. However, the OECD did not really address the specific issue of the
U.S. exemption, and instead decided to put aside the question of taxation
of savings (interest income) to a later date.

The OECD’s largest attempt to address harmful tax competition is their
attempt to shut down the tax havens or to force them to cooperate with
exchange of information. It is difficult to solve the global problem through
exchange of information policies because if even one or two small countries
do not cooperate, the system fails. Targeting the withholding tax seems
more promising: it only requires the cooperation of the big money centers,
because most countries are too risky to attract big investment. Such a
coordinated effort seems promising and possible among the major money
centers of the United States, Japan, and Europe, and it is possible that they
will choose to cooperate in a coordinated solution in the future.



Taxation of nonresidents: Business income

I. IN GENERAL

The previous chapter discussed the taxation of passive income. This chapter
will discuss the taxation of active or business income, that is, income whose
source is under the taxpayer’s control. The first thing to realize is that a
significant change was made to attract foreign investors in the mid-1960s,
when again, because of the Vietnam War, the United States needed a great
deal of foreign capital. This change was as follows. Before 1966, the basic
dichotomy was that foreign investors, nonresidents, were taxed on passive
income (FDAP) at 30 percent on the gross, subject to all of the exceptions,
whereas active income was taxed on a net basis with progressive rates. This
continued after 1966, but the test for which rule applied changed.

What is the test as to whether you are under the active income umbrella?
The test is whether you have a “trade or business” in the United States.
That is the language of Code 871(b). We will discuss later what exactly that
means, to have a U.S. trade or business. But the interesting question is,
suppose you have one (and it is as we will see very easy to have one, a very
minimal level of activity would qualify you) — which income then becomes
subject to the active side?

Until 1966, the United States had what is called a “force of attraction”
rule, which is the rule that the UN model treaty and most developing
countries prefer. Force of attraction means that, when you have a trade or
business (which is a term analogous, although not equivalent, to “perma-
nent establishment” in the tax treaty context), all income from within the
United States is attracted to the trade or business. That is why the rule is
called “force of attraction.”

Force of attraction means the following: Suppose you have a great deal of
investment income in the United States — that is, you invest in securities, in
stocks and bonds of American corporations. You also have a small American
trade or business — for example, you rent out a couple of apartments; which
puts you in the rental, or apartment management, business. Under the
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pre-1966 rule, the moment you are found to have the trade or business,
all of your American income would jump over from the passive side to
the active side. That is, instead of being taxed on a gross basis, it would be
taxed on a net basis. The original reason for that was that, in the absence
of a U.S. trade or business, it is difficult to audit you because you are not
physically present in the United States. Once you have a trade or business
in the United States, the IRS can audit you, and therefore you are taxed
at net rates for everything. Now under 1966 conditions, the net rates were
over 90 percent. Thus, it was practically always better to be on the gross
side, given that for passive income there usually are not a lot of deductions.
You need to have a very high level of deductions before it is worthwhile to
be on the net side.

This force of attraction led to a bad result for taxpayers, which is why,
in the cases that we will discuss later, taxpayers were fighting desperately
to avoid having a U.S. trade or business. They wanted to keep all of their
income out of the force of attraction rule, and over to the passive side, in
order to pay a tax of 30 rather than 90. As we discussed earlier, now that
rates have changed, this choice is no longer so clear. As of 1966 the force
of attraction rule has been repealed, and instead the rule now is, only the
income that is “effectively connected” with the U.S. trade or business is
under the active side. And all other U.S.-source income, passive income, is
still taxed at 30 percent — as long as it is not effectively connected.

This is why I said that the choice is to a large extent dependent on the
taxpayer. First of all, whether you have or do nothavea U.S. trade or business
is up to you. It’s easy and inexpensive to set one up —a small one. Second, if
you do have one and you want to be on the active side, it is relatively easy to
channel your passive income through your business to make it effectively
connected, if that is what you want — because the presumption of all of these
cases is that you want to avoid being on the active side. Therefore, the IRS
tries to push you over to the active side, as it tries to do in the cases we will
discuss later. Now you can use all of these cases against them, if you want
to be on the active side, because the rate relationship has changed. It may
frequently be the case that you prefer the net rates to the gross rates on your
passive income — as an extreme example, suppose you were in the 15 per-
cent bracket; clearly you would want to avoid 30 percent withholding. And
the way to do it is to set up a small U.S. business and to make sure that
your income is effectively connected with it. We will discuss later what that
means, but it is not that difficult to do.

That s the history. There is almost no force of attraction anymore. There
is a very limited residual remnant of force of attraction that is sometimes
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significant, especially in the electronic commerce context: a provision that
says that income that is not FDAP, but is also not capital gains, would still
be subject to force of attraction. That is, if you have a trade or business,
it will be treated as effectively connected. That basically means a situation
where you have a trade or business but you also sell inventory to the United
States, and it is U.S. source. Those sales of inventory will be treated as
effectively connected to the U.S. trade or business, because it is neither
FDAP nor capital gains. For example, suppose you have two businesses.
One has a permanent establishment, a fixed presence in the United States.
The other one does not. The concern would be that the one that does not,
which may be much bigger but may do everything through the Internet,
by electronic commerce, may be drawn into the smaller one that has a
permanent establishment.

II. TRADING IN STOCK OR SECURITIES

I will now illustrate this by a few cases. The first one involves a famous
figure in Chinese history, Chang Hsiao Liang. He was a warlord in the 1920s
and 1930s and is famous for the “Xi’an incident,” in which he kidnapped
Chiang Kaishek and forced him to sign an agreement to fight against the
Japanese. Mr. Chang died in 2002 in Hawaii, at the age of over 100. He had
been a notorious warlord during the turbulent 1930s, operating mostly in
northern China and Manchuria. In the incident that led to the case, Mr.
Chang met an American by the name of Cochran in Manchuria and decided
for good reasons that it might be safer for him to put his money into the
United States rather than leaving it in China during the years of the war
with Japan. So he transferred more than $3 million to the United States,
which was a great deal of money back then. Then, of course, for a very
long period, he was out of touch with his American agent — because Chiang
Kaishek had had Mr. Chang imprisoned, and he was unable to come to
the United States. He never set foot in the United States during the whole
period of the war. From 1932 to 1946, a long period of time, Mr. Chang’s
money was sitting in the United States, being managed by Mr. Cochran as
Mr. Chang’s agent.

Mr. Cochran did a very good job and managed to grow the money
tremendously — and he took a commission, which was fixed by the agree-
ment. He managed the investment by buying and selling stock in various
corporations. The question was whether this amounted to a trade or busi-
ness in the United States. Because this was during the days of the force of
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attraction rule, then even if you could say that not all of it was related to the
trade or business, if you could show that Mr. Chang had a trade or business
in the United States, then automatically all of his income would be subject
to the net rates, which were over 90 percent at the time, as opposed to
30 percent. So the revenue difference was very large; Mr. Chang would have
to pay much more tax if this was a business than if it was not. But the court
analyzed the transactions by the agent. (As this indicates, you can have a
business through an agent, a point that we will return to later — just as
you can have a permanent establishment through an agent, if the agent is
considered dependent.) The transactions were analyzed even though this
particular agent was essentially independent, in the sense that there was no
control exercised — there was no communication between the agent and
the principal.

Mr. Chang could have been deemed to have had an actual business in the
United States through the operation of Mr. Cochran. However, the court
analyzed the actual transactions and felt that they were more in the nature
of investing activity than an active business, despite the frequency with
which stock was sold. But most was sold after reasonable periods of time,
and it wasn’t active enough. Thus, the courts held in favor of the taxpayer.

This test, the frequency with which stock is sold, is inherently very unsat-
isfactory, but this problem has now been resolved: there is now a clear pro-
vision in the Code itself that says that all investment activity in the United
States, no matter how active it is and whether it is for somebody else or
your own behalf, is not a trade or business. So you cannot have a U.S. trade
or business by virtue of pure investing activities, whether you do it on your
own behalf or on behalf of others. This is just one example of how the term
trade or business works.

III. U.S. TRADE OR BUSINESS

Itis important to realize that neither the term trade or business nor the term
effectively connected is defined anywhere in the Code. It is necessary to go
to the court cases in order to understand what these terms mean.

A. The physical presence test

Leaving aside investment activity, which never crosses a threshold, what is
the threshold for having a U.S. trade or business? In the tax treaties, there
is the notion of permanent establishment, which is fairly well developed.
Permanent establishment excludes many things such as warehousing and
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auxiliary activities. Generally speaking, the permanent establishmentthresh-
old is much higher than trade or business. That is true even in treaties that
follow the UN model, which, because it is much more pro-source, has
a lower permanent establishment threshold than the OECD model. For
example, in the UN model, for a temporary construction site to be a per-
manent establishment, it need only last six months or more. In the OECD
model it must last for more than a year. There are many other differences,
but trade or business is a much lower threshold than even the UN model,
making it very easy for the United States to exert source-based taxation on
active business. As stated previously, whereas in the case of passive income
it is very easy to avoid American tax, in the case of active income you
must work quite hard to avoid American tax, which (as discussed earlier)
is congruent with the benefits principle and the international tax regime.

What is the threshold? The first thing to establish is the physical pres-
ence test, which is now extremely important because the rise of electronic
commerce makes it relatively easy to avoid physical presence. The classic
case is called Piedras Negras, the name of a city in Mexico that is located
just across the Rio Grande from Eagle Pass, Texas. A radio station formerly
broadcast from Eagle Pass — in English, of course — but then the Federal
Communications Commission refused to renew its license. So the station
simply crossed the river into Mexico and continued to do business in exactly
the same way as before. It was no longer subject to FCC regulation, but it
continued to broadcast in English. Its revenue came from advertising in
English that was placed by American advertisers who were buying time on
the program. Every day, the station would send someone over to Eagle Pass
to collect the money in a hotel room and bring it back to Mexico.

The IRS argued that the advertising revenue was U.S.-source business
income and that the station had an American business. However, the Fifth
Circuit Court of Appeals held, by a 2-to-1 majority, that the station did
not have a U.S.-source income, or a U.S. trade or business. The court said
that, although as an economic matter the English-language broadcast was
designed for the American market, there could be no business unless there
was some kind of fixed physical presence in the United States. Without
a tangible physical presence, there can be no American business, and no
American-source business income.

Under current concepts, this is not entirely clear: the radio station may
have made a mistake by sending somebody over and renting a hotel room
on a day-by-day basis. One could argue that that hotel room was their fixed
presence. But now, of course, it is possible to avoid that, too. You need not
have a fixed presence to collect money. The obvious modern analogy that
was widely pointed out when electronic commerce became a reality is the
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situation where merchandise is sold from a server that is located in some
other country, but is accessible on Web sites all over the United States. Do
the owners of the server have a trade or business because they are selling vast
quantities to the American market? The answer, based on Piedras Negras,
1S no.

This is not just anybody’s answer; it was the answer that was given by
the U.S. Treasury Department when it issued its study of taxation of elec-
tronic commerce in 1996. The Treasury declared that in order to have a
permanent establishment under treaties, but also a U.S. trade or business
under domestic U.S. law, you need to have a fixed physical presence in the
United States. This is why they predicted that with the advent of electronic
commerce, source-based taxation will eventually disappear.

I doubt that: e-commerce has not eroded source-based taxation as much
as the Treasury thought it might. But certainly this has some disturbing
potential if you consider it carefully. In any case, however, it is clear that to
have a U.S. trade or business, you must have some physical presence, just as
you need a permanent establishment for source-based taxation of business
income under the treaty network.

Beyond that issue, an interesting and important question is, how much
physical presence is needed? Agents can be a physical presence, but so,
sometimes, can machines. For example, the OECD has taken the position
that if you place your server in the United States, even though there are no
people with it, that can be a permanent establishment and therefore it can
be a U.S. trade or business. But that is not very realistic, because nobody
needs to put a server in any high-tax jurisdiction. Servers can be anywhere.
So that makes little trouble for taxpayers.

Sometimes, though, the situation is more difficult. The case that I am
most familiar with involves nodes for satellite communication. The ques-
tion is, when the satellites are in the sky and nodes are on the ground, is that
enough to constitute the kind of physical presence required for a U.S. trade
or business? And the answer is, maybe. A special rule for communications
usually says no, it should be subject to pure residence-based taxation, but
it also says the source is half U.S., half foreign source, if there is a U.S. fixed
presence. There is still some room for debate and interpretation on this
point, which is one threshold you need to pass.

B. Case examples

Beyond that though, the threshold becomes very low. This can be illus-
trated by another World War 1II case, involving a Swedish count who, like
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Mr. Chang, never set foot in the United States during the war. His name was
Lewenhaupt. Through an agent, he had a few properties that he had inher-
ited from the American side of his family. The agent bought one property
and sold two others. The court, somewhat surprisingly, held that this level
of activity, which is quite low compared to Mr. Chang’s hundreds of stock
transactions, is sufficient to constitute a U.S. trade or business. Today, after
1979 as we will see, real estate is always a U.S. trade or business, even selling
one real property. But that wasn’t the case around World War II, and it is
very significant for holding that a very low level of activities, buying and
selling a couple of inherited pieces of real estate, is sufficient to constitute
a U.S. trade or business, even when it’s done through an agent without any
physical presence. Lewenhaupt himself was in Sweden and wasn’t able to
get to the United States during the war at all.

Clearly, the threshold is very low. The standard advice given by New
York law firms is this: Some cases say that having one piece of real estate
for rental income purposes is not a U.S. trade or business, and though it’s
clearly a physical presence, that is not enough. However, having two may
be enough: two is the line. One is pure investment. Two is a real-estate
business. That line may make little sense, but this is the conservative advice
based on the Lewenhaupt case and similar cases.

On the other hand, it is sometimes possible to have a great deal of
activity without really having a U.S. trade or business. One interesting
example is Spermacet Whaling. An American corporation, Archer Daniels
Midland, was in the business of buying and selling oil from sperm whales.
Some Norwegian joint venturers were experts in hunting the whales and
collecting the oil. Initially the two groups thought of forming a partnership,
a joint venture, which would catch the whales, collect the oil, and sell the
oil to ADM. An enormous profit would be made, because there was a huge
shortage during the years after World War II. However, this initial plan was
eliminated for tax reasons: because this was a partnership, the profits would
immediately flow to the United States, ADM being an American company.

The next step was to form a company, Spermacet Whaling, which was
a Panamanian company and was intended to do the work. However, they
needed a ship, which was owned by a British company that refused to
charter the ship to the Panamanian company: Panama was not a signatory
of the International Whaling Convention, which was even then enforced
and which limited the hunting of whales.

So, another American company, a U.S. subsidiary of ADM, nominally
chartered the ship — the American company did nothing else beyond this
nominal ownership. Spermacet Whaling did all the actual business, except
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that the oil, again nominally, was owned by the U.S. subsidiary. Spermacet
Whaling was paid a “fee” for doing the actual business activity: all the
profit from the oil except $25,000 that was left to the U.S. subsidiary as a
commission. This meant that 99 percent of the profit was paid as a fee to
the Panamanian corporation, and $25,000 was left in the United States.

The technical issue was whether the Panamanian company had a U.S.
trade or business. The court held that it did not: the business was done
on the high seas, and there was no physical presence or connection in the
United States. The court said that Spermacet earned their whole fee, and
the U.S. company was not a shell. It was a real company that had other
business activities. Therefore, the courts did not recast the transaction in
any way, or ignore the separateness of the two companies. The plan was
respected, and all of this profit escaped U.S. tax altogether — an astonishing
result.

C. Agency

Two agency cases are worth mentioning at this point. One is simple and
unsophisticated. It involved a Canadian person who sold postcards in the
United States. He would ship them over, they would be displayed in vari-
ous places where newspapers were sold, and any that were not sold would
be shipped back to him. The Canadian would receive the proceeds. Not
surprisingly, the court held that considering these facts, he did not trans-
fer ownership to the American news vendors; he maintained ownership,
because all the risk of loss was still on him, and the cards would be returned
to him. Therefore, it was not a capital gain transaction or anything done out
of the United States; the Canadian was engaged in a U.S. trade or business.
The newspaper agents were simply his dependent agents for this purpose.

The other case shows what can be done with sophisticated tax planning:
the so-called Taisei case, which involved Fortress Re, an American insur-
ance company. A group of four Japanese insurance companies entered into
an agreement with Fortress, the American company, in which Fortress
reinsured a tremendous amount of insurance business that the Japanese
companies did in the United States. That is, the Japanese companies would
underwrite various U.S.-located risks, and then Fortress would act as agent
and reinsure these risks. First there was a primary insurance contract, and
then it would be transferred over and a reinsurance contract would be
issued. It is important to note that none of these companies owned any
stock in Fortress: Fortress was an independent company, so this was not a
transfer pricing situation.
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The IRS argued that Fortress was an agent for these Japanese companies,
and therefore the companies should be taxed as having a U.S. trade or
business. It is relevant to know that, as with any other purely financial
transaction, purely insuring U.S. risks is never a U.S. trade or business. The
fact that the risks are in the United States does not make the transaction
into a U.S. trade or business. None of the large premium income that was
earned by the Japanese companies would be taxed. For the reinsurance
business, they would certainly not be a U.S. trade or business, because they
would not have sufficient presence.

However, the IRS argued that under the terms of the Japan-U.S. treaty,
Fortress was really a dependent agent of these four companies because it
was acting only for them, and for nobody else. All of its money came from
them, and it was clearly following their orders. However, the companies
were very, very careful not to document anything, so the IRS could not show
that the four Japanese companies really controlled Fortress. Nominally, in
the documents, they did not, except for an overall limit on how much
Fortress could reinsure. In other words, there was an upper limit, but the
court deemed that Fortress had complete flexibility. There was no legal
control, of course, because the Japanese companies owned no Fortress
stock. Reading the case, however, creates an impression that in fact Fortress
was much more controlled than that. Yet in the end, the court held that
Fortress was not an agent of the companies, and therefore there was no
permanent establishment and no U.S. trade or business.

What the combination of this case and Piedras Negras and similar cases
show is that it is possible to engage in a tremendous multibillion-dollar level
of activity in the U.S. market without having a U.S. trade or business. You
must simply avoid two things. First, there must be no physical presence.
And second, there must be no dependent agency relationship. These are the
two key points. If you avoid both of these, then no matter how much money
you make in the United States, you don’t have a U.S. trade or business. On
the other hand, if you do have either a fixed presence in the United States
or a dependent agent who follows your orders, you will have a U.S. trade
or business.

IV. EFFECTIVELY CONNECTED

The next question is, how much income is effectively connected to a U.S.
trade or business? What does it mean for income to be effectively connected
with a U.S. trade or business? There is not much guidance in the Code to
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answer this question, although there is a bit more than there is for defining
a U.S. trade or business. The Code contains a two-prong test that involves
the assets and the people of the business: Are the assets that belong to
the U.S. business assets that produce the income in some way? Or are the
people who are located in the United States and who are employees of
the business, or connected with the business or the dependent agent, for
example, the ones who produce the income? For example, if you have sales
agents who are located in the United States, the key question, in terms of
producing the income, is, who has the ultimate authority to conclude the
sales contract? According to this analysis, that is the action that actually
produces the income. The agent can do everything necessary to solicit
the contract, but to avoid having a U.S. trade or business, final approval
must be reserved to the foreign home office, who actually executes the
contract.

Similarly, in the asset test, the question is, are the physical assets that
are located in the United States related to the production of the income?
This can be illustrated by an example, which is based on a joint venture
between MCI and British Telecom. The joint venture was set up so that the
joint venture was overseas; their business was selling international com-
munications, to multinational enterprises in particular. The idea was to
isolate the American income in a U.S. subsidiary, an American company,
that would earn all the American-source income and, of course, pay tax on
it. But all the rest of the activities worldwide would be in other subsidiaries
or in the joint venture itself, which would do all the R&D and would not
be associated with the United States.

There was, however, one major practical problem: the person who was
chosen to be the CEO of the joint venture happened to reside in the United
States, in Virginia, and he absolutely refused to move. He would not, for
this purpose, move to England or any other place outside the United States.

So the analysis was as follows. First, was there any way for the joint
venture itself to avoid having a U.S. trade or business? The answer was,
essentially, no, because if the CEO is in the United States, he cannot be
regarded as an independent agent; he is clearly representing the business
and making all the decisions for it. There is no way to avoid having a U.S.
trade or business under this analysis.

Then the fear was, what about the question of effectively connected
income? Consider the “people test.” You can certainly argue that the CEO
is the person who, more than anybody else, is involved in creating all the
income of the entire operation. If that is so, the fear was that the entire
income of the joint venture would be characterized as effectively connected
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with this single person in the United States and would be transferred over
and taxable by the United States.

The solution was to create a “management company” in the United States
whose only employee was this CEO. He provided management services to
the joint venture in exchange for a fee. The argument was that whatever
value was added by the CEO was incorporated in this management fee,
which was essentially his salary. Of course this involved paying some addi-
tional U.S. corporate tax on the fee, in addition to the individual tax the
CEO paid on his salary, but it was not that much because the actual salary
was deductible. The key element was trying to separate out the joint venture
vehicle from the United States.

The idea was to try to conduct as many operations as possible outside the
United States — to limit the activities inside the United States, if any, to one
American corporation that would have to pay taxes on just those activities
but would be separate. Note that one rule that is universally accepted and
well established in the treaties, and accepted in this context, too, is that
merely controlling a local subsidiary does not create a permanent estab-
lishment or a trade or business, even though it is part of the same group.
The idea is to separate the U.S. business income into a U.S. company; all
the rest of the business is conducted offshore, and all other contact with the
United States is minimized as far as possible otherwise. All the people who
must work in the United States should be employees of the U.S. company.
All the assets that must be employed in the United States should be assets
of the U.S. company. You should try very hard to avoid sending people who
are employed by the joint venture company, or assets that are used by this
company, into the United States. If you keep your distance from the United
States as far as you can, you are safe — again with the exception that if you
are doing pure investment or trading in securities activities, you can be
onshore. It doesn’t matter; you don’t have a trade or business no matter
how active you are, even if your office is in New York and you do all your
trading there. However, if you are doing any other kind of active business
that is not pure investment activities, you are potentially in trouble if you
put too much of your business onshore in the United States.

V. SUMMARY: TAXATION OF NONRESIDENTS AND
THE INTERNATIONAL TAX REGIME

We have now discussed how, in general, the taxation of nonresidents works.
To return to our original design of the international tax regime, we are
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discussing nonresidents who are taxed on domestic-source income only.
We have now covered both sides of this, passive and active. Passive income,
mainly FDAP, is the kind that is subject to gross-based taxation. As we have
said, because of the myriad exceptions to the rule of withholding taxation,
passive income is subject to very low tax at source in the United States.
Active income, which is effectively connected with a U.S. trade or business,
is subject to net-based taxation. As we have seen, if you do have this kind
of income, taxation is rather more difficult to avoid, and the effective rate
is higher. All of this is congruent with the benefits principle.

VI. THREE SPECIFIC RULES

A. Real property

There are three more particularized rules, which are more recent additions
to the Code, that we must still cover before we finish this topic of inbound
taxation. What has been described so far was in place by the mid-1960s
and has not really changed since then. But there are three particularized
problems that have been the focus of attention since then, we will now
discuss them and the issues that they represent.

The first one is real property. Real estate in the United States is now
subject to its own special regime. During the 1970s the United States was in
an economic recession and several other parts of the world were flourishing,
in particular the oil-producing countries and Japan. In the late 1970s, many
Arab and Japanese investors put their excess money into the United States.
Among the things that they brought were major pieces of American real
estate, which were then at quite high prices: for example, the famous Pebble
Beach Golf Club in California, and Rockefeller Center in New York. Both
of these were bought by the Japanese for a great deal of money. Americans,
although they were then in a rather depressed mood, felt that the foreigners
who were benefiting at their expense were also getting their treasures for a
low price. Americans feared that the new foreign owners of these properties
would be able later to sell them and make a huge profit — on which, because
it was capital gains for foreigners, they would pay no U.S. tax.

Soin 1980, just before Ronald Reagan was elected president and changed
things rather for the better, alaw was passed called the Foreign Investmentin
Real Property Tax Act, or FIRPTA. This law simply subjected nonresidents
to tax on capital gains from all sales of American real estate as if it were
effectively connected with a U.S. trade or business —whether or not the seller
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actually had one. The gain is taxed at the net rate: capital gains cannot really
be taxed on a gross basis because you don’t know whether there is a gain
until you calculate the actual return and offset the basis.

To give a simple example, consider a nonresident who simply owns
U.S. real estate, which of course includes buildings and anything else that
is attached to land. When it comes to a sale, it doesn’t matter whether
the buyer is American or foreign: any buyer of American real estate must
obtain a certification from the seller that the seller is a U.S. resident for tax
purposes. If this certification is not forthcoming, the buyer is obligated to
withhold 10 percent of the amount realized, that is, the sale price, and send
it to the IRS.

This withholding is not like the 30 percent gross base withholding that
we discussed earlier, because it’s not final. It can’t be final because this sale
may be at a loss. But it is now the obligation of the nonresident to go to
the IRS, file a return, and then either pay more money or get some of it
back, depending on how much profit there was actually on the transaction.
Unless this tax is paid, the change in title to the real estate, from the seller
to the buyer, cannot be recorded. So the buyer has a very strong incentive
to actually collect. This shows that capital gains of foreigners can be taxed
if there is a real desire to do so.

This is not so bad: it is the law, people can abide by it, and it’s more or less
manageable. The problem was that from the beginning, from the original
enactment, people realized that this rule can be very easily avoided if people
are allowed to put a U.S. corporation between themselves and the U.S. real
estate. Then instead of selling the real estate, you simply sell the shares of
the corporation. Sale of stock in a corporation is an ordinary capital gains
transaction, which is not subject to tax by virtue of the source rule. So
in addition to taxing the sale of U.S. real estate, there is a concept in the
law called a U.S. real property holding corporation, which is defined as any
American corporation (defined formally as having a place of incorporation
in the United States) over 50 percent by value of whose assets are U.S. real
estate. If this definition is met, that is, if more than half the value of the assets
of the corporation consists of American real estate, then this corporation is
now a U.S. real property holding corporation, which means that the sale of
its stock is subject to the same rule as the sale of the underlying real estate.

Why is this a problem? It is a problem because in many cases it is not so
easy to determine whether 50 percent by value of assets is U.S. real property.
The assets must be valued. Many corporations, for example, have headquar-
ters buildings in the middle of Manhattan. Those buildings are extremely
valuable, worth many millions of dollars. Most of these corporations have
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so many other assets that this does not pose a problem. But again and again
there are cases where it is at least questionable whether the headquarters by
itself may be worth more than half the value of the corporation — simply
because real estate in the middle of Manhattan is so expensive.

The result is that for many very ordinary stock transactions by nonresi-
dents, it is necessary to analyze whether 50 percent or more of the value of
the corporation results from American real estate. This is a real headache,
because an assessor must be hired to value all of the assets of the corpora-
tion, which results in a lot of transaction costs.

FIRPTA may not be justified as a policy matter, for two reasons. First, if
you are anonresident and you really want to profit from U.S. real estate, you
need only substitute a foreign corporation to hold the real estate. Although
the foreign corporation cannot sell the underlying real estate, its stock
can be freely sold without being subject to FIRPTA. This is why most
nonresident individuals do not invest directly in U.S. real estate; they use
foreign corporations as the investment vehicle. They can then safely sell
the stock without being concerned about FIRPTA, because sales of stock
in foreign corporations are not subject to this rule: the corporations are
regarded as nonresidents themselves.

Second, the underlying purpose of the law appears somewhat strange.
As it turned out, the Japanese lost a great deal of money on both Pebble
Beach and the Rockefeller Center, so they never made a gain that was sub-
ject to any tax. Also, the whole notion that there is something problematic
about foreigners buying American real estate seems strange: in my view,
there is a greater potential for problems if foreign investors buy Ameri-
can corporations, because then they can take whatever is productive and
transfer it overseas. Rockefeller Center can’t be moved overseas, nor can
Pebble Beach. If there is any asset that is fixed to the United States in every
way, it is real estate. I don’t see the point of taxing foreigners on real estate
and not taxing them on other capital gains, such as the gains on a share
of IBM.

B. The branch profit tax

The branch profit tax was enacted in 1986. It is important, among other
reasons, because it is an American invention that (perhaps unfortunately)
has now become common in other jurisdictions such as Germany. The
branch profit tax is a popular way of taxing foreigners. This may be correct,
but in the American context I have some doubts.
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Let’s look at the reasons for enacting the branch property tax. Suppose
we have a foreign parent with a U.S. subsidiary. Compare with it a foreign
parent with a U.S. branch, which is not a separate legal entity. Remember
that now that we can “check the box,” this is very easy. They can both be
LLCs as a legal matter, but you can simply check the box to treat one as a
corporation and check the box to treat the other one as a branch. So before
1986, when this rule was enacted, what would happen in this scenario?
The subsidiary would earn U.S. income of 100 and pay corporate tax of
35. It would have 65 left over. It would distribute whatever is left over as a
dividend to its parent, 65. On that it would have to pay withholding tax of
19.5, assuming no treaty reduction — this is 30 percent — and it would net
45.5. On the other hand, in the case of the branch, the U.S. income is still
100, let’s say with the same corporate tax. Because this is now effectively
connected income of the U.S. trade or business and corporate tax must be
paid on it, from that perspective it makes no difference. But now notice that
when there is a remittance, a repatriation of the remaining 65 over to the
parent, there is no withholding tax because there is no dividend. These two
are the same legal entity. You cannot pay a dividend from a branch to the
home office. A dividend must be from one corporation to its shareholder.
This is an interoffice remittance within the same corporation. As a result,
there is no withholding tax, and the net is 65.

Obviously, before 1986 there was a huge difference between the two,
and there was a big advantage to investing in the United States through
branches. This was to some extent alleviated by the fact that investing
through branches entails a risk that investing through subsidiaries does not,
which is why most multinationals prefer subsidiaries, the exception being
banks because of regulatory requirements. But most multinationals do most
business through subsidiaries rather than branches because a subsidiary
shields the parent from liability, as the branch normally does not. However,
that problem has also now been resolved with the rise of limited liability
companies and “check the box,” because the branch can be a limited liability
company that simply checks the box to be a branch. There is the same
insulation from liability in both cases, but you get a much better tax result
for a branch than for a subsidiary.

Because of that, in 1986, the law was changed in the following fashion.
The net U.S. assets of the branch, at the beginning and the end of the tax
year, are examined to see whether they have gone up or down. Suppose
on January 1, the branch has assets of 100. On December 31, the branch
has assets of 120. One must also ask what the earnings of the branch were
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during the year. Let’s assume that the branch’s earnings during the year are
50. Now, you take the beginning number — the beginning balance sheet,
the net assets at the beginning of the year — and add the earnings during
the year, the amount the branch accumulated. This gives 150. You compare
this number to whatever is left in the United States at the end of the year,
namely 120 in this case. In this case, you see that the number has gone
down. That is, 100 plus 50 is more than 120. Presumably, then, the branch
has remitted 30 back to the home office. There can be other explanations —
for example, that they invested these earnings and lost some money — but
the presumption, which is not even rebuttable, is that if these earnings have
not remained in the United States, then they have been sent back. Of course
these earnings have already been subject to corporate tax. These are posttax
earnings. But the point is to try to catch the hidden dividends.

So if, at the end of a year, the number for net U.S. equity is less than
the beginning net equity plus the earnings, the difference is treated as a
dividend equivalent amount. In this case it is simply subject to the same
withholding tax as an actual dividend. The result is that, after 1986, an
actual remittance such as this from branch to home office is subject to
withholding tax, just as the actual dividend would be, and the net will be
the same in both cases.

The idea is to equalize the treatment of foreign parents with subsidiaries
and the treatment of foreign parents with American branches by treating
them both the same way. It is done by figuring out whether the branch has
kept its accumulated earnings at the end of the year, or whether they have
gone down. If the branch has kept them, there is no tax because that is like
paying no dividend. But if the branch has sent them back, then there is a
tax: the same withholding tax that would apply to a dividend, including any
treaty-based reduction in the dividend withholding tax. Thus, in a treaty
situation, there is the same withholding tax that would apply to a real
dividend sent to the same treaty country. If in this situation the earnings at
the end of the year are 150 or more than that, suggesting a contribution of
money to the branch, then there will be no tax. This applies to 160 or any
other number above 150. For any number less than 150, tax must be paid
on the difference at 30 percent of the amount.

Fundamentally, this is another attempt to enforce the double taxation of
corporations. We have discussed this before: the United States is insistent on
keeping the taxation of dividends relatively high even in the treaty context
(although this may be changing, as we will discuss in Chapter 9).

Although it certainly seems appealing to level the playing field between
subsidiaries and branches, some questions do arise. Suppose you distribute
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a real dividend. First you are subject to one level of corporate tax on your
earnings, and then there is the withholding tax on dividends. As we have
said, this tax cannot really be avoided. There is one level of corporate tax,
and in the absence of the branch profit tax, there is no tax on any remittance.
It is true, then, that you’ve saved one level of tax. Essentially one way of
thinking about the branch profit tax, which after all is on a nonexistent
dividend, is that it really is a substitution for a tax on a U.S.-source dividend
from a foreign parent to foreign shareholders. Because this tax cannot be
collected, you collect it on the branch. If that is the case, then clearly the
branch profit tax cannot be collected in cases where a treaty prevents the
United States from collecting tax on foreign-to-foreign payments — which
is true for most U.S. treaties.

The United States recognized this problem in 1986. The Treasury imme-
diately said that the branch profit tax would not be collected in those
situations where a treaty forbids collecting a tax on dividends from par-
ent to foreign shareholders, but that in those cases the treaties would be
renegotiated. This created a situation where some people in the world were
subject to branch profit tax because they didn’t have such treaties, and other
people were not. To prevent this from leading to treaty shopping, Congress
enacted a special qualified resident rule in the branch profit tax that said
that this treaty-based exemption from the branch property tax applied only
to qualified residents of the other treaty country. This was defined as an
anti—treaty shopping or limitation of benefits provision and was called a
“treaty override.”

Treaty overrides will be discussed in more detail in Chapter 9, but essen-
tially, the American position, which is almost unique in the world, is that a
law passed by Congress can unilaterally override tax treaties, because of a
strange interpretation of the U.S. Constitution. Whether or not there was
an anti—treaty shopping provision in a given treaty, one would be imposed.
And that is what they did.

Years have now passed since 1986, and essentially all of the treaties have
been renegotiated to allow for the imposition of a branch profit tax. Pre-
sumably concessions were made to the other countries in return.

Is it really worthwhile to exert so much effort to collect the second level
of tax in the United States — the shareholder-level of tax — when in all
cases the corporate-level tax has already been collected? I am doubtful,
especially given that the United States now has a partial integration regime
domestically (by applying a reduced rate to dividends). Remember that
the whole withholding tax collects only about $4 billion per year. In my
mind, this is the most extreme example of Congressional overreaching: this
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strange insistence on collecting two levels of tax on foreigners who invest
in the equity, but not at all in the debt, of American corporations.

C. The earnings stripping rule

The earnings stripping rule is the most recent addition to the Code in
this area, dating only from 1989 and further amended in 1993. These are
relatively recent rules. We are now comparing what happens with dividends
to what happens with interest.

Consider a parent with a U.S. subsidiary, owning 100 percent of its equity
with no debt. Also consider a parent with a U.S. subsidiary capitalized 99
percent with debt. In the first case, if S earns 100, it pays corporate tax of
35. It pays a dividend of 65 to P. Assume that a treaty is in force, giving a
5 percent treaty rate. So there is a withholding tax of 3.25. The net after
tax is 61.75, assuming for a moment that P pays no residence-based tax
because they get a credit for all of these other taxes, or because P is from
an exemption country that does not tax foreign-source dividends.

This is not a very good result — not terrible, perhaps, because of the
reduction in the withholding tax rate by treaty, but not so great. But see
what happens in the second case, where there is debt. S earns 100. At this
point, S also owes a lot of money to P. So S pays 100 of interest to P. That
interest is of course deductible, so S pays no corporate tax at all in the United
States. In addition, because of the treaty, assuming that this is similar to
the U.S. model, there is no withholding tax on the interest at all because
the treaty allows for a 0 percent withholding rate. The portfolio interest
exemption does not apply here, because the parties are related, but you can
get a treaty rate. The majority of treaties would not have withholding, so
the net after tax is 100.

This is what Americans call earning stripping, and others call thin
capitalization: the idea that you eliminate both levels of tax completely —
both the corporate tax and the tax on the dividend, which is an individual
tax — by using debt rather than equity. Earning stripping is a very familiar
problem in international taxation. Most countries have some mechanism
to prevent this, but strangely perhaps, the United States did not have any
rule like this, any limitation on thin capitalization, until 1989.

In the 1980s, however, there was a big wave of corporate takeovers
financed primarily by debt, and in addition quite a few that were done
by overseas companies. The big difference between the 1980s and the 1990s
in the United States was that most of the acquisitions in the 1980s were
done using borrowed cash. Most of the acquisitions in the 1990s, and still
today, are done using stock rather than cash. So, in 1989, Congress decided



TAXATION OF NONRESIDENTS: BUSINESS INCOME 97

that something had to be done about this. There was some discussion of
restricting debt deductibility altogether, but it was decided that this was too
dangerous. Instead, only a particular provision that really applies only to
foreigners was put in place. This was the so-called earning stripping rule,
which is summarized as follows.

The earning stripping rule applies to payments of interest by American
borrowers to “tax-exempt related parties.” Why is that the language? The
idea was to apply it to situations where there is a foreign parent and a U.S.
subsidiary, and where in addition to the equity there is also debt. They did
not write it that way because every treaty that was ever entered into by the
United States and every other tax treaty has a nondiscrimination provision
written into it. Under the nondiscrimination provision, you are not allowed
to discriminate in your tax treatment against companies from the other
country. They must be treated in the same way as domestic companies. So
Congress could not really have written a rule that applied only to payment
of interest to foreigners. Instead they said that the rule would apply to
payments of interest to tax-exempt related parties.

Whatis meant by “related parties”? The idea was to discourage foreigners
from taking over American companies. So the rule applies only to payments
to corporations that control. Related is defined as ownership of over 50 per-
cent of the stock of the subsidiary.

Why “tax-exempt”? Here the notion was to apply this rule also to domes-
tic entities that are exempt from American taxes. A foreign parent is not
subject to American taxes because it is foreign. Similarly, domestic entities
such as all universities, most hospitals, and all churches are tax-exempt. In
fact, it is estimated that about 40 percent of all shares of American com-
panies are held by tax-exempts. The largest are the pension funds, which
have all the savings of most Americans: those funds own the most equity
in American companies. This is a huge sector.

What is strange about this, and what makes it clear to me that this is more
of a sham than reality, is that although it is true that tax-exempts in the
United States hold a great deal of equity in American corporations, it is also
extremely rare for them to hold a controlling interest in those corporations.
They are not interested in controlling. They are interested in investing. An
entity such as Harvard University owns stock in hundreds and hundreds
of American companies, but not a single one of these investments is more
than 5 percent of the stock. Tax-exempts don’t want to own for-profit
companies. They want to invest their money.

Itisalmost unheard of to have a tax-exempt related entity in the domestic
sense. Congress was really getting at foreigners. This really amounts to a
violation of the nondiscrimination provision, but Congress deliberately put
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it in language that would not appear to be discriminatory on its face. Now,
did they have to be so indirect about it? 'm not sure. The truth of the matter
is that thin capitalization is a provision that is very well entrenched, and
you can certainly argue that it is a legitimate form of discrimination — an
accepted, customary international-law exception from nondiscrimination.
If you don’t have anything like a thin capitalization rule, then all of your
tax base can disappear, both corporate-level and shareholder-level tax. So
it is not just a matter, like the branch profit tax, of protecting the double
tax; this is protecting any tax by the source country. That is legitimate, and
other countries do it, too — without necessarily hiding it so much.

The rule applies to payment of interest to tax-exempt related parties.
There is a safe harbor, as it is called — a way to get out of it completely. It
applies only if the corporate taxpayer’s debt-to-equity ratio exceeds 1.5 to
1. If the ratio is more conservative than that — if you don’t have more than
150 percent of debt to equity — then you escape this provision completely.
And surprisingly, perhaps, quite a few American subsidiaries of foreign
multinationals are conservative enough to maintain themselves within the
safe harbor. But most multinationals have a significantly higher number
than this.

Thus, the provision actually eliminates or restricts the deductibility of
what is called excess interest expense. An excess interest expense is interest
to tax-exempt related parties — not interest to a bank or anybody else — that
exceeds 50 percent of the corporation’s taxable income. If there is an excess,
you can carry it forward or back.

How does this work? Here is a very simple example. Suppose this U.S.
subsidiary has 100 of income, and suppose it must pay interest expense to
its parent of 60 in any given year. At this point, you simply do a calculation:
50 percent of 100 is 50. You then compare this 50 to 60, which is the amount
of interest that is paid to a tax-exempt related party, namely P. Because this
number, 60, is greater than 50, there is an excess interest expense of 10 that
cannot be deducted. The idea is to allow subsidiaries to eliminate up to half
of their income through interest deductions to foreign related parties, but
not more than that. The other half must remain subject to American tax.
This is done on an average basis with carryover provisions, but that is the
basic concept.

The idea is to prevent earning stripping by restricting the deductibility
of interest. Strangely, Congress did not do anything about recharacterizing
this interest as dividends — that is, the interest can still flow out without any
attempt to collect tax on it. Other countries do it differently: they first of
all cap the ability to deduct, but they also say that anything above the cap is
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simply a dividend, and they collect withholding tax on the dividend. They
still call this interest and accept it as such; they simply don’t allow it to be
deducted at the corporate level. It is allowed to flow out free of withholding
tax if a treaty protects you at the shareholder level. Now, if a treaty reduces
the tax rate on interest, a proportionate part of the interest is treated as tax-
exempt: if the 30 percent interest is reduced to 10 percent, two-thirds of
the interest is treated as exempt. This is for purposes of defining what is a
tax-exempt related party.

The key provision, however, was added in 1993 and is really interesting:
the guarantee provision. Loans by parents to subsidiaries are not a good
thing, because the interest is potentially subject to this rule. So what do
people do? The subsidiary instead borrows money from the bank, and pays
interest to the bank, instead of to the parent. This interest is not subject to
the rule because it is not paid to a tax-exempt related party. The bank is
not related, nor is it necessarily tax-exempt; it could be a U.S. bank.

The problem now is that the subsidiary’s credit rating usually is worse
than the parent’s, because the parent is much bigger than the subsidiary.
Thus, to obtain better terms and pay a lower rate of interest, what typically
happens is that the foreign parent guarantees the loan. That is, as the
guarantor, the foreign parent tells the bank that if for some reason the
subsidiary is unable to repay the loan, the foreign parent will make sure
that the interest is paid and that the loan is eventually paid back.

Such guarantees are not good, because under the rule enacted in 1993,
the guarantee is treated as if the bank has really made the loan not to the
subsidiary, but to the parent, which then proceeded to lend the money to
the subsidiary. Therefore the interest does not flow directly, but rather flows
through the parent. Such an interest payment is of course subject to the
rule, which thus also applies to interest payments to other parties that are
guaranteed by tax-exempt related parties, such as a loan from an unrelated
U.S. bank to a U.S. subsidiary guaranteed by its foreign parent.

Two points are rather striking about this. First, it is interesting that
concerns about earning stripping apply even if this bank is an American
bank — which it very frequently will be, because the borrower is a U.S.
subsidiary, and it’s easy to borrow domestically. Why is this so striking?
The interest income is taxable income to the U.S. bank, so really no earning
stripping is going on: whatever is deductible by the subsidiary will be taxable
to the bank. From that perspective, we might wonder why Congress didn’t
restrict this rule to foreign banks. It may perhaps be because U.S. banks
don’t pay a lot of tax, and in particular can claim bad loan reserves and
other things that other taxpayers cannot. The fact that, as a rule, American
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banks are not very good taxpayers is one reason why Congress may have
written the earnings stripping rule as it did.

The other thing that is remarkable is that in 1989 Congress went to great
lengths to pretend that they were not really talking about foreigners, but
rather about all tax-exempts. This was not true, but at least Congress tried
to present a fagade to the world as if they were not discriminating against
foreigners. This is not particularly believable, because it’s very rare for
domestic tax-exempts, such as universities or pension funds, to control —
that is, to be a related party to — for-profit U.S. corporations. The guarantee
provision completely negates the fagade, because it is unheard-of for a U.S.
domestic tax-exempt to guarantee the borrowings of a for-profit corpora-
tion. A tax-exempt would not put themselves in that position, because it
is completely irrelevant to their nonprofit purpose. They would risk being
engaged in a for-profit business, which is a very bad thing for them: they
would pay tax on their dividends, for example. Thus, it never happens.

On the other hand, it is of course standard practice for foreign parents to
guarantee theloans of their U.S. subsidiaries. Guaranteeis defined extremely
broadly to include unwritten and formal guarantees, standby letters of
credit, assurances that a positive level of equity will be maintained, and
the like. This was designed because of the practice of Japanese parents in
particular to issue informal guarantees, not in writing, that were respected
and honored in practice. Thus it is a very, very broad definition.

The entire situation does not make a lot of sense: the pretense that we
are not discriminating against foreigners in that regard. On the other hand,
consider what other countries are doing. Japan, for example, is completely
straightforward about it. They have a thin capitalization rule, and it applies
to loans made to Japanese corporations by controlling foreign shareholders.
They don’t try to pretend that this is anything but loans by foreigners to
Japanese subsidiaries. There is a debt equity test that applies if the debt-
to-equity ratio, both related-party overall borrowings, exceeds 3:1. This is
a fairly low ratio, and it simply disallows any deduction of interest that
exceeds the ratio. There is an exception if the taxpayer can establish that
comparable Japanese companies have higher ratios.

This Japanese rule has many advantages. First, it is not hypocritical. It
doesn’t try to pretend that it is doing something that it doesn’t really do. It
clearly discriminates against foreigners; it is designed to apply only to for-
eigners. The British have a similar rule, as do the Germans and the French,
although the EU member countries must apply it to domestic taxpayers as
well because the European Court of Justice (ECJ) applies (erroneously, in
my opinion) a broad reading of nondiscrimination. Almost every country
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in the world that I am aware of has some kind of thin capitalization rule,
because otherwise you lose your corporate tax base, which it is essential to
preserve. That is one advantage.

The other advantage of the Japanese version of the rule is that it is very
simple. It simply sets a straight ratio: anything above 3:1 is not deductible.
Other countries, as discussed earlier, go further than that and say that not
only is such interest not deductible, it is also a dividend subject to dividend
withholding tax. That offers a significant advantage over the American rule:
it is simple and easy to plan for.

It is also more strict and more restrictive of business practices. This
is why the exception exists: if you can show that comparable Japanese
companies have higher debt-to-equity ratios, then you can substitute these
ratios. This is a much more straightforward way of doing it. Most countries
in the world do something like this, and it is perfectly fine. In my view it
does not really violate the nondiscrimination article in tax treaties. It is a
customary international-law exception to nondiscrimination, based on the
actual practice of most countries.



Transfer pricing

Transfer pricing lies at the heart of the international tax regime because that
regime is based on the distinction between residents and nonresidents. The
easiest way to avoid residence-based taxation is to shift income from a
resident to a nonresident, and the easiest way to do that is transfer pricing.

We will introduce the idea of transfer pricing through an example. Con-
sider a situation with two corporations, called P and S, where P owns S.
P manufactures widgets at a cost of 20 and sells them to S, and then S
distributes the widgets at a cost of 20 and sells them to unrelated customers
for 100. First let us calculate the total profit on this transaction. Total profit
is calculated by taking the ultimate amount paid (in this example, 100) and
deducting from it the various costs (in this case, distribution costs of 20
and manufacturing costs of 20). Thus the total profit in this case is 60. If
P and S are in the same country, the situation is simple because they are
both subject to tax on this profit in the same way at the same rate. If they
are both in the United States, they both file an income tax return showing
100 of gross income minus 40 of deductions equals 60 of taxable income,
and they would pay the 35 percent tax on that taxable income.

Now consider the situation in which P and S are located in two different
countries: for example, P is in China and S is in the United States. In
this case, it becomes crucial to determine the price that S paid P for the
intermediate sale, which is known as the transfer price. Transfer price is
officially defined as the price charged for the transfer of goods or services
between two related parties.

What is the transfer price in our example? Here we have what is called
the profit continuum, which in this case ranges from zero to 100 (where
100 is the total sales price to the unrelated buyer). However, let us assume
that P is not willing to operate at a loss, and therefore is not willing to accept
a price less than 20. Therefore the profit continuum logically starts at 20
rather than zero. And what is the maximum price S would be willing to pay
for the product? Remember that S also has costs of 20 and it is selling the
product for 100; S cannot pay more than 80 to avoid operating at a loss.

102
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The difference between the minimum price of 20 and the maximum price
of 80 represents the total profit, and transfer pricing determines how this
profit is distributed between P and S. P and S are indifferent to the transfer
price because ultimately, P owns S; both P and S are owned by the same
shareholders.

So what is the deciding factor in setting the transfer price? Perhaps
not surprisingly, the deciding factor then becomes the tax rate in the two
countries. Even a small difference in the tax rate can lead to a very significant
value in setting up the price. Let us assume that P is subject to tax at 35
percent and S is subject to tax at 30 percent, which is a relatively small
differential. Because P is the one that has the higher tax, the companies
would want to put as little profit in P and as much profit in S as possible,
and therefore would set the price around 20. If the price is set exactly at 20,
P will report an income of 20 with a deduction for manufacturing costs of
20 and will net zero. S will report an income of 100 with a deduction of 20
for its own costs and a deduction of 20 for goods bought from P, for a net
of 60. Thus by setting the transfer price at 20, the companies have shifted
the entire 60 of real profit to S, which is beneficial because S is subject to a
lower tax rate.

What if the situation were reversed and P was subject to the lower tax
rate? The transfer price would be set at 80. P would show income of 80 and
costs of 20 for a net of 60, and S would show an income of 100, costs of
distribution of 20, and costs of goods of 80, with a net of zero. Thus the
transfer price determines which country will get the profit.

What can be done in this situation to ensure that countries are able
to collect corporate taxes? The provision that deals with this issue in the
United States is section 482, which dates back to the 1920s. This section
is at the same time very simple and also surprisingly complex, and it is
the most general section and the most sweeping grant of power to the IRS
of any section in the Internal Revenue Code. The code states that in any
case of two or more organizations, trades or businesses, whether or not
incorporated, whether or not organized in the United States, and whether
or not affiliated, owned, or controlled directly or indirectly by the same
interests, the IRS can do whatever it needs to do in order to prevent evasion
of taxes or to clearly effect the income of the related parties.

Notice that there is no definition of control in this section of the code.
This is very unusual; for example, remember that in the earning stripping
rule, in order to be related one company had to own 50 percent or more
of the other one. In the case of transfer pricing, however, the IRS has the
flexibility to try to find informal control in various ways. The IRS may
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distribute, apportion, or allocate gross income, deductions, credits, or
allowances between or among such organizations, trades, or businesses,
if it determines that such distribution of portion is necessary in order to
prevent evasion of taxes, or clearly to reflect the income of any of such
organization, trade, or business.

It is interesting to note that although in general in the United States the
burden of proof rests on the taxpayer, in this case such wide discretion is
granted to the authorities that the courts routinely find that the IRS has
abused this discretion, and in that case the burden of proof shifts onto
the IRS.

What methods are used to investigate this type of case? There are three
classic methods that are used in transfer pricing cases, developed by the
United States in the 1960s and incorporated in the OECD transfer pric-
ing guidelines; however, these classic methods fail in almost all cases and
have since been updated. Since the mid-1990s we have had a newer set of
regulations and a new set of OECD guidelines, which perhaps work better.

To illustrate those methods, consider a situation in which P is selling
to S and you know the ultimate sale price to unrelated parties, but you
don’t know what the transfer price should be. You would like to know what
would have been the price that P would have charged S, had P and S not
been related to each other: Had they not been related, they would have cared
how much profit each of them received and would have negotiated some
kind of agreement at “arm’s length,” in the market as unrelated parties. The
gold standard in transfer pricing matters is therefore to find what is called
the arm’s-length price.

How can this gold standard be found? Suppose that P, in addition to
selling this good to S, its subsidiary, also happened to be selling the same
good to an unrelated buyer So, for resale to the same customers in the same
market. In this case, the price paid by So is called a comparable uncontrolled
price, or CUP. In this case you take the CUP price as the real price, and then
determine the profits to P and S based on the CUP price. If, for example,
the CUP price was 50 and the price that was charged to S was 20, you move
the price to 50 so that 30 of the profit goes to P and 30 goes to S.

There is an international consensus that CUP is the best method when
it is possible. However, it is very uncommon for a true CUP to exist. Most
parent companies do not sell both to subsidiaries and to unrelated buyers
in the same market; it is costly to set up subsidiaries, and parent compa-
nies generally prefer to sell through local distributors when at all possible.
In general, parent companies set up subsidiaries to protect a trade secret
(even a patent if protection is not high in the market country) or brand-
name integrity. Thus selling to S usually helps to internalize some cost that
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otherwise would be incurred. And once the company does that, it does not
also sell to So at the same time. Thus CUP almost never exists.

A somewhat more likely scenario is that another supplier Po is selling the
same product to an unrelated buyer So. Although the good does not come
from our P, it comes from another manufacturer selling the same product
to another distributor in the same market. Thus if Po sells to So at a price of
50, we could use 50 for our purposes as well. This situation may seem much
more common than the CUP scenario, but it is less common than it might
seem because, as we mentioned before, P and S have some reason to be
affiliated with each other. Thus their relationship gives them a competitive
advantage in the market, and they should be able to drive Po and So out
of the market. This is the predominant theory of why multinationals exist
in the first place, dating back to Nobel prize-winning economist Ronald
Coase’s 1937 article “The Nature of the Firm,” which argues that people
operate through firms because they need to protect something through the
hierarchical structure of the firm, and this is true for multinationals as well.
Thus we see that this second method is also somewhat uncommon.

Two other methods exist for determining transfer pricing; they also rely
on finding relatively precise comparables, but somewhat less precise than
CUP. The first is called cost-plus and the second is called resale price,
and they are basically the same method but they start with two different
parties. Cost-plus involves starting with P, with costs of 20. Then you ask
what companies similar to P typically expect as a profit margin compared
to their costs. You then multiply the original cost by the profit margin: if
this type of firm usually charges a price double its costs, then the correct
price in our example should be 40 (double the costs of 20).

Resale price is exactly the same thing except that it starts from the
reselling price. In this case, the distributor (reseller) also faces costs of
20. To find a transfer price, we consider the profit margin for other similar
resellers; let’s say that it is 50 percent of their costs, so that means we can
expect the distributor to net 30 (150 percent of 20), and therefore the price
should be 70. Thus resale price and cost-plus use the same general way of
calculating transfer pricing, with cost-plus starting from the manufacturer
and resale price starting from the distributor. Transfer prices determined
in the distributor’s country generally use the resale price and in the man-
ufacturer’s country use the cost-plus price. These pricing techniques are
relatively simple but require a comparable firm to determine comparable
profit margins.

The transfer pricing mechanisms just described became widely used in
the1960s and were incorporated into the OECD transfer pricing guidelines
in 1979. They are still considered the gold standard of transfer pricing,
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and some countries, Germany in particular, do not believe that any other
method has validity. However, statistics show that these three methods
cannotbe applied in over 90 percent of cases; the exclusion of other methods
has led to unreasonable taxpayer victories in some cases and unreasonable
IRS victories in other cases. Taxpayers have had an enviable record of victory
in transfer pricing cases in the United States, having won virtually all of the
big litigated cases.

Let us consider a relatively simple case from 1969, U.S. Gypsum. This
case involves a U.S. company and its two subsidiaries, one in Canada and
the other in the United States. The second subsidiary was called a Western
Hemisphere Trade Corporation (WHTC), and it benefited from an export
subsidy and therefore paid very little American tax. In this example, the
raw material, gypsum, was mined in Canada. The gypsum was sold in
Canada, and then it was resold in the United States. However, because both
Canada and the United States are high-tax countries, this was not very tax
effective. It would not really matter in this scenario what the transfer price
was because, both countries being high-tax, you would not gain very much.

Instead, the companies arranged for the sale to go through the WHTC.
So Canada would sell gypsum to the WHTC, and then it would be sold to the
United States. Let us consider how this trade actually worked. The gypsum
was brought to a dock at the port in Canada, where a ship belonging to
the U.S. company waited to pick it up. The gypsum on the dock belonged
to the Canadian company; it belonged to the WHTC for the one second
that it was falling from the dock to the ship, and it started belonging to the
U.S. company the moment it hit the ship. The WHTC didn’t have to do
much work in order to get the gypsum from the dock to the ship. Under
this fact pattern it may be not surprising that the court held that WHTC
didn’t do anything to earn the profit allocated to it, and therefore the court
reallocated the profit to the United States.

Although this case seems somewhat extreme, in essence it is not that
different from the modern foreign sales corporation cases in which sub-
sidiaries in tax havens are used to absorb profits, although the duration of
the nominal title is generally a bit longer than one second. However, the
ownership of the goods by foreign sales corporations and the contribution
that they make to the actual operation is really not that much different from
this case.

The next example involves DuPont, a major American chemical com-
pany, and represents the last time that a big American multinational lost
a transfer pricing case in a major way. This case also provides background
for the enactment of a large part of the antideferral rules that are discussed
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in the next chapter. DuPont used to manufacture chemicals in the United
States and then resell them through subsidiaries in Europe. Again, all of
these countries are high-tax countries, and DuPont would have to pay tax
either in the United States or in the European country of sale, depending
on the transfer price. Thus DuPont set up a subsidiary in Switzerland, a tax
haven country, and called the subsidiary DISA. The American companies
sold to the Swiss company, which then sold to France, Germany, and the
United Kingdom. Once again, the key was the two transfer prices: if the final
sale price was 100 and costs of production and distribution were 20, the sale
price to the Swiss company should be 20 and the sale price to the individual
European subsidiaries should be 80 so that the Swiss company receives the
profits of 60. Many regions of Switzerland have no tax at all, so with the
right planning, these profits will be subject to no tax at all. Throughout
the case, DuPont fought very hard to try to treat this within the accepted
regulations and show that it could find comparables for these prices; the
IRS won the case largely because of an internal memo from DuPont stating
the intent to construct a subsidiary in a tax haven in an attempt to sell at less
than arm’s-length prices. At the time of the case, there were no penalties
for transfer price manipulation by corporations, and therefore DuPont had
little to lose through this maneuver. This is the mindset that multinationals
generally have, but it is relatively rare that they put it on paper; after this
case, it is even less likely that a company will make the mistake of writing its
intentions down in this way. In addition, Congress legislated a 40 percent
penalty for transfer pricing under arm’s-length amounts, with the idea that
if a company loses, it not only pays the same amount as it would have paid
had it reported the same price, but it also pays the penalty. In addition, tak-
ing a position on the chance that you might not be caught is called playing
the audit lottery and can lead to ethical charges if you are caught.

Let us consider a taxpayer victory involving U.S. Steel, the large Amer-
ican steel company now known as USX. The company mined iron ore in
Venezuela and then sold the ore in the United States, where it was reworked
into steel and resold. In order to transport the iron ore from Venezuela to
the United States, U.S. Steel created a subsidiary called Navios in Panama
that bought ships and transported the ore to the United States for a fee.
Navios also performed transportation services for other steel companies,
including another American company called Bethlehem that shipped iron
ore from Venezuela to the United States.

Navios charged exactly the same price to Bethlehem and to U.S. Steel,
creating the appearance that it was not providing its parent company with
a special transfer pricing scheme. However, there were two important
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differences between the business deal with Bethlehem and the deal with
U.S. Steel, even though the service and price were the same. First, Navios
had an assured customer for its operations in the case of U.S. Steel, and thus
did not have to face the risk of being idle. Navios invested a lot of money
into buying the biggest ships in the world, something it probably would
not have done without the assurance that the customer base existed. In the
case of Bethlehem, by contrast, each shipment was negotiated separately.
The second difference between the two business arrangements was that the
quantity of ore shipped for U.S. Steel was a thousand times greater than
for the other companies; thus it appeared that Navios provided services for
other companies simply to establish a comparable uncontrolled price.

The IRS argued that U.S. Steel overpaid in its business dealings with
Navios in order to register greater profits in Panama, a tax haven: U.S. Steel
should have been able to negotiate a lower price with Navios because Navios
did not absorb any risk in the business deal, and also U.S. Steel should have
been able to negotiate a volume discount. The court, however, decided that
the parties must find a comparable uncontrolled price, and in this case
the comparable uncontrolled price could be found in the dealings between
Navios and other steel companies.

The court’s opinion, however, does contain elements of ambiguity. In at
least one portion of Judge Greeley’s opinion, he argues that quantity and
risk are important considerations in comparability decisions and that the
court must investigate a reasonable charge for a business deal involving the
same quantity transported and risk assumed. If this is indeed the inquiry,
then the fact that other steel companies paid Navios the same rates was
irrelevant. However, transactions are rarely comparable in the strict sense
used by Judge Greeley; following this line of reasoning in every case would
strongly bias the law against the taxpayer, because finding a comparable
business transaction would be nearly impossible. In this case, however,
Judge Greeley’s strict interpretation of the rule did not prevail, and the
court held in favor of the taxpayer that the business transactions with
other American steel companies represented comparables for the sake of
the transfer pricing regulations.

The following example of transfer pricing involves Bausch & Lomb and is
amore modern example decided by the same court as the previous example.
Bausch & Lomb is based in the United States but has a subsidiary in Ireland,
which is famous for using preferential tax rates to attract American compa-
nies. Bausch & Lomb U.S. transferred some very valuable manufacturing
process information to the Irish subsidiary that allowed them to manufac-
ture contact lenses at a cost of $2.50 per lens. The lenses were manufactured
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in Ireland and sold to the United States at $10 per lens, where they were
resold to consumers. Other contact lens manufacturers in Ireland also sold
lenses to other distributors at $10 per lens; however, without Bausch &
Lomb’s manufacturing information, their manufacturing costs were $7.50
per lens. Bausch & Lomb was thus able to save a large amount of money
on manufacturing costs and therefore had a much higher profit margin.

However, Bausch & Lomb argued in court that the other manufacturers
represented a perfect comparable, given that they were selling the same
product in the same market at the same price. The court (the same court
that had decided U.S. Steel twenty years earlier) agreed with this argument
and allowed them to charge the same thing, effectively putting the entire
value of the manufacturing information in Ireland.

The Bausch ¢& Lomb case illustrates the difficulties of attempting to find
a true comparable price. It is clear that Bausch & Lomb had a much higher
profit than the unrelated parties in the market, and it is probable that these
unrelated parties would stop existing in the long term, because they would
not be able to compete with Bausch & Lomb. In addition, it is difficult to
determine where the profit actually belongs if a comparable price is not to
be found; in this case, the IRS claimed it all belonged to the United States,
because the American view is that profits of R&D belong to the country
that conducted the R&D. Bausch & Lomb successfully claimed that it all
belonged in Ireland, where the manufacturing took place. In reality, the
profit should probably be divided between the two countries, because the
profit is added profit resulting from the existence of the multinational, and
it is exactly this profit that would be lost if the multinational were divided
up. Thus the additional profit created by multinational corporate ventures
is exactly the profit that the court attempts to divide by using comparables;
however, these comparables never fully represent the situation because the
profit itself does not exist for the “comparable” unrelated parties, but rather
exists only because of the multinational corporate venture.

The following case is another example of the failure to find an appro-
priate comparable involving a number of U. S. pharmaceutical companies.
These companies conducted R&D in the United States and deducted it
there, and set up a subsidiary in Puerto Rico to coordinate sales around
the world. Although Puerto Rico is a possession of the United States, it
has its own tax system and there is a provision in the Internal Revenue
Code that exempts profits earned in Puerto Rico from American tax; the
local tax is very small, so Puerto Rico is a tax haven. The pharmaceutical
companies would transfer the patent to the controlled Puerto Rico sub-
sidiary in exchange for more stock, which meant that the exchange was
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tax-free. Then the company would sell the drug all over the world, making
large profits. The problem in these cases was that the R&D was conducted
in the United States and thus the development risk was located there, but
earnings were guaranteed not to accumulate there because the patent was
transferred to Puerto Rico before the drug was marketed. In each of a whole
series of cases involving pharmaceutical companies, the IRS tried to show
that the profits should have been registered in the United States, but the
IRS lost every time; in each case, the court held that because the patent
was in Puerto Rico, the profits belonged to the subsidiary in Puerto Rico,
regardless of where the patent was developed.

In some cases, the court would force the pharmaceutical company to pay
some kind of royalty, but the rates were inadequate. In order to avoid this,
however, Congress in 1986 added a final sentence to section 482, which is the
only change that had been made to the section since its original enactment.
This sentence reads: “In the case of any transfer or license of intangible
property [defined very broadly], the income with respect to such a license
shall be commensurate with the income attributable to the intangible.”
This section covers all transfers or licenses of patents, copyrights, and the
like to related parties whether they are in a taxable or tax-free transaction;
another section covers specifically the kind of tax-free transaction used in
this case and is called a “super royalty” or “commensurate with income”
rule.

Consider the situation in which a U.S. pharmaceutical company trans-
fers a patent to Puerto Rico. The U.S. company cannot do this without
paying a royalty, and therefore transferring for stock is not sufficient. In
addition, the royalty must be commensurate with the income produced
by the intangible (the sale of the drug in this case). Intangibles are gener-
ally transferred without specific knowledge of how much profit they will
generate, especially if the transfer is made in the early stages of product
development; market potential and product success are often difficult to
predict precisely before a product is marketed. The concern was that people
would transfer intangibles offshore at the very early stage of their devel-
opment and set the royalty at a very low rate, and this section addresses
that concern by requiring the royalty rate to be adjusted if the intangible
becomes more profitable.

The rationale behind this royalty rule is that people acting at arm’s
length would not have agreed to a fixed royalty if the profit potential were
to rise. This proposition is very controversial because it is impossible to
tell what people would have done given that such intangibles are never
transferred at arm’s length. Certain countries, including Germany, argue
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that it is impossible to know whether people would have renegotiated and it
is possible that they would have been willing to accept a fixed royalty for the
duration of the patent. Congress, however, says that royalty payments must
be commensurate with income even if doubt exists as to what unrelated
parties would have done.

There are, however, a number of ways to mitigate the effect of the law and
allow more earnings to accumulate overseas. The first and most important
of these is through cost sharing. The “commensurate with income” law
applies completely if all of the R&D is done in the United States and then
transferred when it is complete; however, if at least part of the R&D is
financed from offshore, more of the profits may be attributed offshore
through a cost-sharing agreement. For example, under the cost-sharing
rule, if 50 percent of the R&D costs fall onshore and the other 50 percent
are offshore, the division of profits is similar and can be maintained. In
addition, even if the profits rise tremendously in this case, half of the profits
continue to accrue offshore and out of the reach of the U.S. taxing authority.
This is the most common way around the super royalty rule. The second
strategy is to move the intangibles offshore very early in their career, when
their potential is as yet undetermined. If a low royalty can be set early on,
it may be possible to defend such a royalty later, whereas the chances of
defending a low royalty are much less if the transfer is made and the royalty
set up once the profitability is well defined.

As we have already discussed, it became clear by the late 1980s that
the traditional methods for addressing transfer pricing problems were not
sufficient because in the vast majority of cases they were not being applied
or were not being applied in a satisfactory way. Both Congress and the IRS
felt that taxpayers were being allowed to treat transactions as comparable
that were not truly comparable under these methods. In 1986 Congress did
two things to address this problem: (1) it enacted the super royalty rule,
discussed earlier, and (2) it asked for a Treasury study to determine whether
there was another way to solve this problem. The method that they had in
mind is called formulary apportionment and is used by the American states;
it represents the opposite extreme to arm’s length. We discuss it here as a
point of comparison.

Recall the first example we presented of transfer pricing in which it
is easy to determine what the profit is of the whole group, and the hard
part is deciding what the correct transfer price should be to appropriately
divide the profit between the related parties. The formulary apportionment
method begins with the assumption that the group is a single entity, and
it simply ignores the separateness of P and S. It treats them as if they are



112 INTERNATIONAL TAX AS INTERNATIONAL LAW

part of the same corporation, something that is quite controversial and
not accepted internationally. The first step in formulary apportionment
is to determine that the companies are a unitary group (not difficult for
multinationals that function as a unit) and then calculate the profit for the
group as a whole. The next step is to calculate the total net income of the
group (income minus costs, which in our previous example was 60: 100 in
income minus 20 in manufacturing costs minus another 20 in distribution
costs).

Consider an example where the subsidiary is in California, which was
one of the pioneers of applying this method internationally, and the parent
is in Japan. In the formulary apportionment method, the percentage of
profit that belongs in California is determined based on the proportion of
the company’s business that is conducted in California. This is determined
by calculating the percentage of worldwide assets that are in California, the
percentage of worldwide payroll that is in California, and the percentage
of worldwide sales that are in California. These three percentages are then
averaged: if 20 percent of each factor is located in California, the average of
the three would be 20 percent; likewise, if the percentages for each factor
were distinct but averaged out to 20 percent, the outcome would be the
same. This average is then multiplied by the total profits to determine the
portion of the overall profits that belong in a particular locality.

Formulary apportionment has the advantage of being simple, clean, and
easy, at least at first glance. However, it suffers from the disadvantage that
only the American states use this method, and therefore it arguably can
result in a lot of double taxation. If everyone else uses the arm’s-length
method and the states use formulary apportionment, then the same profit
may be taxed by the state and other countries at the same time. Critics
argue that the states use this method because it maximizes their revenue,
although it also has the advantage of avoiding the transfer price debate
altogether. Rather than searching for comparables, profit can be allocated
based on data readily available from a routine audit.

It is arguable whether these three particular factors are a good proxy for
the real business of the group. The payroll and asset factors are designed to
represent the productive side of the business, namely the tangible assets in
the form of machinery and the like and the human capital. The sales factor is
designed to represent the demand side, which includes the contribution of
the market and marketing value to the operations of the group. The recent
trend is for states to modify this formula so that it is 50/50 between sales
and the other factors, effectively giving a double weight to the sales factor
in the formula. This alternative weighting formula also creates an export
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subsidy, because companies with production activities in the state are taxed
somewhat less than those that sell products produced in other states. This
effective export subsidy has yet to be tested by the U.S. Supreme Court or
by the WTO, although many years ago the Court (probably erroneously)
decided that even a single-factor sales formula that taxes only importers and
completely eliminates the tax on exporters is legitimate. With these debates
in mind, the original three-factor formula seems to be a relatively unbiased
method because it does not explicitly subsidize exports or tax imports.
However, it may violate customary international law, which embodies the
arm’s-length standard.

One major argument against the most common formula today, which
uses payroll and assets and sales, is that it omits intangibles. Intangibles
and intellectual property are part of the value of any modern business and
sometimes the major part of it. However, this argument may not be as
strong as it first sounds. Intangibles do not get produced all by themselves,
but rather are usually produced by laboratories that have physical assets
(counted on the assets side) and usually employ people (counted on the
payroll side). The more valuable the assets are, the more you have to pay
the people that produce them; thus the value of intangibles is indirectly
included in the formula. Further, as we discussed in the Bausch ¢ Lomb
case, it is almost impossible to place intangibles in one physical location,
because they relate to the entire group. In this case, it is actually appropriate
to ignore them in the formula, because they are shared among all of the
locations of the company.

As we have discussed, the method of formulary apportionment is not
consistent with the arm’s-length standard used internationally. The ques-
tion arises whether the states, as a matter of international law, are allowed
to apply a method that is contrary to what many regard as customary inter-
national law. Two articles in the customary international treaties embody
the arm’s-length principle. The first is Article 7, which relates to busi-
ness profit and contains the arm’s-length principle for branches. For sub-
sidiaries, the arm’s-length principle is written into Article 9. The argument
exists that formulary apportionment violates the treaties. However, it is
unclear that a forum exists within the United States to hear this argument;
up to now, the Supreme Court has not agreed to hear it. Two cases were
argued before the U.S. Supreme Court on the issue: the first in the 1980s
involving an American corporation and the second, more recently, in the
early 1990s involving Barclay’s Bank, the UK. corporation. Both of the
lawsuits challenged the validity of California’s worldwide formulary appor-
tionment method on several grounds. The first argument was based on the
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international-law grounds. The second was based on the U.S. Constitution
and basically claimed that it violated the Constitution to have this kind of
essentially foreign-policy decision made by states. In both cases, however,
the U.S. Supreme Court upheld formulary apportionment and ruled in
favor of California.

As an American internal matter, the validity of formulary apportion-
ment is well established. On the international level, however, the foreign
governments involved were able to exert sufficient pressure on President
Reagan and then on the Clinton administration that in both cases they
made California change its law. Thus, formulary apportionment currently
applies only within the United States. Multinational enterprises are taxed
by California and the other states under the arm’s-length principle, as if
they were a foreign operation under section 482.

The international situation changed somewhat when Congress, in 1986,
asked the Treasury to study new methods. In 1988 the Treasury came up with
the white paper that embodied these new methods, which were revised a
number of times and eventually adopted as final regulations in 1995. Within
a few weeks of the U.S. adoption of the regulations, the OECD put out new
transfer pricing guidelines that embodied the same methods, forming a
classic example of how the United States and the OECD often coordinate
positions. The United States and the OECD regulations differ very slightly
in some specifics but in general are almost identical.

The new regulations included two major changes. The first and most
obvious one is the addition of two new methods, which are described
next. The second one, which is also important, is that the old regulations
specified the order in which the arm’s-length method had to be applied:
the first option was to use CUP, then resale price, and then cost-plus. Only
after attempting those three options were you allowed to use something
else. In the new regulations that is no longer the case. Instead, this method
uses the “best method rule” and requires use of whichever method best
approximates the arm’s-length price and requires the fewest adjustments
to the comparables. Any method from the given list is permissible, and it is
even possible to use unlisted methods, although this is uncommon because
if you do and are caught, and the method you used does not hold up, you
are subject to penalties. Thus, under the new regulations, both the taxpayer
and the IRS are free to use whichever of the listed methods they like the
best.

Here we turn to the two new methods for determining arm’s-length
price that were included in the 1995 regulations. The first one of these
methods, which is probably the favorite of the IRS, is the comparable profit
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method (CPM). In the comparable profit method, you take a group of
companies that are very broadly similar to the company of interest, meaning
the company whose prices or profits you are trying to audit. The U.S.
Department of Commerce publishes something that is called the Standard
Industrial Classification, which tries to classify all businesses into categories.
These categories can be extremely broad: high-tech industries, for example,
are one category.

For all companies that are within a particular category, the IRS takes
the tax return data for each company and calculates the profit margins for
all of these companies and arranges them on some continuum from 0 to
100 percent (from least profitable to most profitable). If the sample is high
enough for every category — and the sample size is always high because of
the breadth of the categories — then statistically, the observations always
arrange themselves in a normal distribution in a bell curve (a well-known
phenomenon in statistics). Then they calculate the 25th and 75th percentiles
for this particular distribution (the 25th percentile is the point below which
25 percent of the observations fall). The area between the 25th and 75th
percentiles is the arm’s-length range. The IRS looks at the data for the
audited company and asks whether the profit result falls within the arm’s-
length range. If it does, then the company is considered to have passed
the arm’s-length test. If it falls on either side of this range, the IRS will
force the company’s profits to the exact midpoint. Notice that this puts a
huge premium on being within the range, because if you are just inside the
range, they will not take any adjustments. If you are just outside the range,
however, they will adjust you all the way to the midpoint. A small change
in reported profit can therefore make a large difference in taxes paid if this
change falls near the 25th or 75th percentile for profitability.

From the taxpayer perspective, this technique is somewhat difficult
because the tax return data is only available to the IRS. Tax returns are
confidential, so the IRS can do this very easily, but it is much more chal-
lenging for the taxpayer. This is where the big accounting firms step in.
Each of them has a very, very broad range of tax returns available to them
because they audit a lot of companies, and each therefore has a proprietary
database that they can use to do this same thing. This method really forces
taxpayers to have the big accounting firms calculate CPM for them, because
they lack access to the data to do it themselves.

The other incentive for going to the big accounting firms is that at the
same time that Congress adopted this method, they also adopted very strong
transfer pricing penalties representing 40 percent of the underpayment.
The way to avoid penalties is to show that you have contemporaneous
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documentation of your transfer pricing method; even if the court finds that
your transfer pricing method was not reasonable, you would still avoid a
penalty as long as you can show that your method was developed based
on contemporaneous documentation. Contemporaneous means “not with
hindsight”; thus you cannot try to make up some method after the IRS
catches you, but you must set the method at the time that you set the prices.
Multinationals therefore go to the big accounting firms and ask them to
develop contemporaneous documentation of CPM to protect their transfer
pricing.

Notice that this method has diverged substantially from the arm’s-length
method, because the standard of comparability used is so weak, and this
divergence has caused some controversy internationally. Because the Amer-
icans use a standard industrial classification (SIC), which is extremely
broad, the companies that have the same SIC code are really not similar to
each other in any meaningful way except that they happen to be in the same
industry. The IRS claims that because it uses large numbers, statistically, the
outliers will be in the extreme quartiles and will therefore not be considered
in the calculation. In addition, the IRS claims that because it is looking for
robust statistics, the larger the number of observations, the more likely it is
that they are correct. The OECD has accepted this method under the name
of “transactional net margin method” (TNMM). The only major difference
between the OECD method and the U.S. method is that the OECD insists
that it be applied transaction by transaction and not globally, which is not a
very important distinction: it is very hard to do transfer pricing transaction
by transaction because of the sheer number of transactions.

The second method approved in 1995 is more radical and is called profit
split. Profit split is probably the taxpayer’s method of choice, although most
companies also use CPM as a defensive measure. The way profit split works
is very simple. The first step is to calculate the profit continuum that needs
to be split (in our original example, this would be between 20 and 80).
The next step is to conduct a functional analysis of the parties, which is an
examination of the functions performed by P and by S. This step is very
easy in our original example: P is the manufacturer and S is the distributor.
They then assign to P the normal profit that would be assignable to man-
ufacturers and they assign to S a normal profit that would be assignable to
distributors, based on comparables. This calculation determines the dis-
tribution of normal profits; however, there will usually be a residual profit
over and above the amount that can be allocated either to P or S based on
their normal functioning as distributors or manufacturers. This residual is
the result of the multinational being a multinational rather than a group of
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unrelated parties; it is the extra profit that results from internalizing costs
and avoiding costs that other parties have to bear.

How is the residual divided between the parent and the subsidiary? The
United States departs from the OECD in this respect. The United States
says the residual is always the result of intangibles, patents, copyrights,
know-how, and the like, so we have to look at where these intangibles were
developed and assign a residual accordingly. That usually results in the
residual being allocated to the United States, because that is where most
patents and copyrights are developed. The OECD argues that the residual
may not always be the result of this kind of intangible, but rather it could be
the result of some unknown factor that make the multinational particularly
profitable. The OECD also argues that even if the extra profitability is due
to an intangible, the profits from the intangible do not necessarily need to
accrue in the country of development. However, the OECD guidelines do
not provide any advice on how to divide the profits. The OECD guidelines
thus force companies to guess on this division; I think it is necessary to
split the residual in some way among the parties on a case-by-case basis.
Because no public cases have been litigated and no opinions issued that
have used any of these new methods, it is unclear exactly how they will be
applied in litigated cases.

It is interesting to note that profit split does not rely on comparables
at all, but rather relies fundamentally on the taxpayer’s own results. In
that sense it is similar to formulary apportionment, although it is still
accepted as an arm’s-length method because it is in the OECD guidelines.
The OECD guidelines specify a preferred order to use the methods given,
and this method is listed as a matter of last resort: avoid using it unless it is
absolutely necessary. The United States, by contrast, considers this to be like
any other method, to be used at will. However, this and all other methods
except formulary apportionment are within the international consensus
because they are accepted as arm’s length, although that classification is
questionable because profit split does not use comparables to determine
what unrelated parties would have done.

Notice that as you move toward determination of profit, as opposed to
transfer prices, your comparables become less accurate. To put it another
way, the farther away you are from the comparable uncontrolled price,
the less accurate your comparables become. The CUP comparables are the
most comparable. The comparable profit method is less comparable, and
profit split is not comparable at all.

These modern transfer pricing methods are better than the old meth-
ods, in the sense that they are much more flexible and applicable to modern
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business. It remains to be seen whether they indeed can be applied to the
most complex businesses. For example, the business of functional analysis
requires a classification of each company’s function. In a modern multi-
national, functional analysis is becoming harder and harder to perform
because the development of electronic commerce, the Internet, and mod-
ern communications combined with the ease of transportation and the
fact that many businesses provide services in easily transferred intangibles
means that functions can be divided much more easily and distributed
around the world. You can imagine that Microsoft, for example, whose
products can be transmitted electronically, might break up the develop-
ment of a new program all over the world and then work around the clock
and transmit the result from place to place, making functional analysis
extremely difficult to perform.

Perhaps the most important development of all is called advance pric-
ing agreements (APAs). This is also an American innovation that has since
been accepted in other countries. In an APA, the company sits down with
the IRS and negotiates an advance pricing agreement instead of doing its
transfer pricing and documentation and then waiting until the IRS com-
plains. This method is attractive both to companies and to the IRS because
it saves substantial litigation costs for both parties. To date, more than 150
APAs have been signed, although that somewhat overstates their prevalence
because many of the agreements are between the IRS and the same compa-
nies rather than different multinationals. It is interesting to note that APAs
can be multilateral, meaning that the United States is willing to negotiate
APAs together with the taxpayer and tax authorities of other parties. These
multilateral agreements are especially beneficial to the taxpayer because
they ensure that no double taxation will take place.

The following example is a classic instance of a multilateral APA that
involves a practice called global trading. Global trading is trading of secu-
rities twenty-four hours a day. This is done by executing trades in the three
financial centers of the world: New York, Tokyo, and London. These cities
are located around the globe such that, together, they are open twenty-four
hours a day. In global trading, you open in the morning in Tokyo and you
trade in Tokyo until it closes, at which point London opens. Then you trade
in London as long as London is open, and when London closes, New York
opens. When New York closes, Tokyo opens, and you begin the cycle again.
Global trading involves only three tax authorities because the trades are
executed in three countries.

The first two APAs involving global trading were concluded by Barclays
and by Mitsubishi Bank of Japan. These APAs consider the total profit from
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the global trading operation and divide it among the various countries
using a formula with three components: (1) the amount of financial capital
employed in each country (the amount of capital the banks put into the
operation), (2) payroll in each location, and (3) volume of transactions in
each location. Perhaps this reminds you of something. This is reminiscent
of the three-factor state formula used in formulary apportionment with
parallels between capital and assets, payroll and payroll, and transactions
and sales. The remarkable aspect of the case is that no one complained
that it violated arm’s length, although complaints about formulary appor-
tionment abound. These criticisms may have been avoided because the IRS
position is that it is not bound by regulations in treaty negotiations and can
therefore negotiate freely without regard to arm’s length. The OECD trans-
fer pricing guidelines also agree with the APA method as long as all parties
agree. APAs therefore avoid many of the problems of other transfer pricing
methods; however, there are few industries where it is possible to limit the
number of tax authorities as is possible in global trading negotiations.

The only major problem with APAs in the United States is they have to be
confidential, because companies bring business information in advance and
do not want this information leaked to competitors. However, in the United
States we have a law called the Freedom of Information Act, which means
that the government can be sued, and has been sued, to reveal the contents
of APAs. The argument against the secrecy of APAs in this case is that it
is unfair to small taxpayers that the government would enter into agree-
ments with big, rich taxpayers to determine how much these taxpayers
should pay, whereas small taxpayers have to live with the audit process.
This argument was appealing because of its populist motivations, but it
was troublesome because it had the potential to bring an end to the APA
program, which is arguably the best development in transfer pricing since
the guidelines were established. When it recently became evident that the
IRS was going to have to make APA information public, Congress inter-
vened and enacted legislation to protect the privacy of APAs. Congress has
the power to repeal or amend the laws that it makes, however, so the future
of APAs remains somewhat uncertain.

However, even now APAs remain underutilized as relatively few taxpay-
ers, especially multinationals, have set up such agreements. Perhaps what
is necessary to convince companies that APAs are the best option and for
transfer pricing to disappear as a major problem is for the IRS to have
a number of significant victories. Such victories, which are expensive for
taxpayers, might persuade taxpayers to enter into APAs rather than wait
and litigate cases they have a real potential to lose. The IRS has not won
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many major cases since 1980, although the recent $3.4 billion settlement of
a transfer pricing case against Glaxo may indicate that change is coming.

However, the IRS still loses important cases. For example, a case from
2001 involves a company called United Parcel Service, which is the largest
American shipping company and is privately owned. UPS warns customers
not to ship highly valuable items: it offers only minimal insurance because
of its low rates. However, the company does offer additional insurance for
purchase, as long as the customer declares the value of the item and pays
an extra fee. UPS formed a subsidiary in Bermuda and initially self-insured
its shipments through this Bermuda subsidiary; the insurance premiums
were quite high, so they had a lot of income from this insurance venture.
After some time, however, UPS transferred the insurance over to an inde-
pendent insurer, and customers then paid shipping insurance premiums
to the independent insurer. Then, however, this independent insurer rein-
sured all of its business with the Bermuda subsidiary; primary coverage was
from the independent insurance, but ultimately the responsible party was
the Bermuda subsidiary. The independent insurer had a lot of income, but
also a lot of deductions, and net income was low. The IRS did not argue
this case under transfer pricing guidelines, but rather claimed tax fraud,
arguing that the independent insurer didn’t really exist, but instead was a
conduit to allow UPS to continue to insure its product and transfer the
funds to Bermuda. The IRS claimed that the income should accrue to UPS
in the United States.

Initially the courts held in favor of the IRS, but this decision has since
been reversed. The Court of Appeals held in favor of UPS, finding that
the case was the legitimate business decision of an independent insurer.
The court found it irrelevant that there was reinsurance in Bermuda (where
the money accumulated tax-free). It is possible that the IRS could have been
successful in the case arguing on transfer pricing (section 482) principles,
because the Bermuda subsidiary did not perform any real function. On
the other hand, transfer pricing has limited usefulness in this situation
because the actual transaction prices are set at arm’s length between unre-
lated parties; prices are set in the market between the customers and the
insurer. Premiums might be high, but that is arguably due to market forces
and customers’ willingness to pay. According to the court, the fact that the
money ultimately ends up in Bermuda might be unfortunate, but insuring
American risks is fundamentally not a U.S. trade or business and does not
give rise to any tax liability. This case thus ended in a significant taxpayer
victory, and we are still awaiting the IRS victory that will persuade people
to enter into an APA.
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The final topic we will cover in this chapter is blocked income. Blocked
income is income that is earned but cannot be paid because of a foreign
government regulation. The example we will consider took place some time
ago and involves Procter & Gamble, an American multinational that man-
ufactures household products such as detergent, disposable diapers, etc.
Procter & Gamble has operations all over the world, but this particular case
involved the Swiss and Spanish subsidiaries; the Swiss subsidiary licensed
technology to the Spanish subsidiary, and the Spanish subsidiary used that
technology in its business in return for a royalty payment. However, this
took place in the time of Franco in Spain, and at that time the Spanish
government prohibited multinationals from paying royalties out of Spain,
taking the view that royalties sent taxable income and investment out of
the country. Thus the income was blocked even though there was an agree-
ment between the subsidiaries that the transfer of technology would be
accompanied by a royalty payment.

If the royalty had been paid, it would have been subject to tax in the
United States because royalties are considered passive income: there would
have been a deemed dividend from Switzerland to P&G, because in this
case it is not possible simply to leave the money in a tax haven. The IRS
therefore claimed that, even though the royalty was not actually paid, under
transfer pricing principles it is not possible to have a royalty-free license,
and therefore Procter & Gamble should be responsible for paying tax on
the royalty it was supposed to receive under the agreement. The IRS stated
this in terms of arm’s-length pricing, arguing that as the unpaid royalty
should be viewed as an arm’s-length royalty, even though no money actually
changed hands. The court, however, did not accept the IRS argument and
held in favor of Procter & Gamble.

The company and the Court relied on an old Supreme Court case involv-
ing a U.S. company (although this was a domestic case, transfer pricing
applies within the United States as well). The company in this previous
case had two subsidiaries, one a bank and the other an insurance company.
The bank persuaded some of its customers to take out insurance with the
insurance company, and the insurance company was paid premiums. The
IRS came in and said really it was the bank that did all the work: the insur-
ance company simply wrote the insurance, whereas the bank persuaded
the customers to take out the insurance. The IRS argued that some of the
premium income really belonged to the bank. However, at the time there
was alaw in the United States (which was recently significantly relaxed) that
made it illegal for banks to write insurance or to be in the insurance busi-
ness. The Supreme Court held that the IRS did not have authority under
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section 482 to allocate these premiums from the insurance company to the
bank because banks are not allowed to receive insurance earnings.

This was then applied in the Procter & Gamble case to the foreign royalty
situation. The company claimed, and the Court agreed, that Spanish law
prohibited the payment of this royalty and therefore it would be illegal,
under section 482, to do a transfer pricing adjustment that pays a royalty
prohibited by foreign law. The Court agreed that foreign law should prevail
even though the royalty was legal under American law. This is now an
importantissue because there is a significant difference between the original
U.S. case and the later foreign case. This difference stems from the fact
that in the domestic case, the holding was based on a U.S. law. In the
Procter & Gamble case, however, the holding is based on a foreign law, and
what constitutes a foreign law for this purpose is somewhat flexible and
problematic.

The last case we will consider here involves Aramco, a consortium of the
big American oil companies. Aramco is an American company, but most
of its business is conducted in Saudi Arabia, and it also has refineries in
other places, including Indonesia. ExxonMobil, Texaco, and the other big
oil producers are partners/shareholders of Aramco. During the high oil
prices of the 1970s, the United States asked Saudi Arabia to help it stabilize
oil prices. The Saudi Minister of Oil at the time wrote a letter to Aramco
requesting it to cap its oil selling price at a certain price per barrel. Aramco
complied with this request by selling oil to the refineries in Indonesia at the
low price. The refineries refined the oil and sold it to Texaco and the rest
of the major oil companies at the world price, unaffected by the minister’s
request, and the major oil companies sold the oil to customers at the world
price. In this case, the arm’s-length price is very easy to establish because
oil is a commodity that trades on the market.

This case was important to the IRS because Aramco was a U.S. com-
pany (with profits taxed in the United States) but the refining company in
Indonesia was a foreign subsidiary (with profits benefiting from deferral).
There was therefore no current tax on the difference between the prices
at which the refineries bought and then sold the oil. This difference, the
so-called Aramco advantage, was the biggest tax deficiency ever litigated in
the American courts ($9 billion). The IRS claimed that the refinery com-
pany should have paid the world (market) price of oil to Aramco, and
Aramco claimed that it was forbidden from doing that by the Saudi Oil
Minister’s letter. Aramco argued that although the letter was not legally
binding, it was important to comply with the minister’s requests because it
depended on the Saudi government for the rights to get the oil. The letter
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was deliberately unclear: it was addressed to Aramco, so it was left unclear
whether it applied to the Aramco subsidiary that sold the oil at the world
price. Wrongly, and perhaps surprisingly, the courts unilaterally held in
favor of Aramco, relying on the Procter ¢ Gamble case as precedent. There
were many such cases because each individual U.S. oil company (Texaco,
ExxonMobil, etc.) had its own case, and every single case went against
the IRS.

This series of cases is noteworthy because it shows the misuse of prece-
dent. The original case centered on a well-accepted American domestic law
passed by Congress. In the P&G case, this was transferred over to a Spanish
law; the law was specifically applicable to P&G, although the case raised
concerns that P&G had helped to negotiate the law, which was to its own
advantage. The problem with applying the original precedent automati-
cally to foreign laws is that it is impossible to know the extent to which the
taxpayer had a hand in procuring the enactment of the law. It becomes even
more problematic in the Aramco context because, rather than even being
a foreign law, the case now revolves around a letter addressed to only one
taxpayer. The Aramco precedent is troubling and very powerful because, at
the extreme, it implies that any taxpayer who dislikes a section 482 adjust-
ment can go to a foreign government and ask for a letter saying that a
royalty cannot be paid. In principle, this precedent is enough to completely
eliminate the super royalty rule.

The new regulations specifically address blocked income. These regu-
lations state that if you have a blocked-income situation, you must file a
return stating the blocked income, and, although the company does not
have to report it for tax purposes while it is blocked, the company must pay
the royalty and the tax with interest if the income should become unblocked
in the future. However, this is one instance where the regulations are clearly
contrary to all the legal authorities; every single court case that was decided
following the Supreme Court case is on the other side, so taxpayers should
feel secure in relying on these cases in defiance of the regulations. Thus
because of the misinterpretation of the original Supreme Court case, the
United States is in the unfortunate situation that if a company can find a
favorablelocal rule that creates blocked income by prohibiting it from mak-
ing a payment, that the company is free to take advantage of that favorable
rule.



Taxation of residents: Investment income

In this part of the book, we consider outbound tax rules, which apply to tax
residents who derive income from overseas. The fundamental problem in
the outbound tax situation is that U.S. residents are taxed on U.S.-source
income as well as foreign-source income, because residents are taxed on
all income “from whatever source derived.” One way to get around this
is to set up a foreign corporation; setting up a foreign corporation is very
easy now that you can simply “check the box” to make it a corporation,
and getting foreign classification is easy because any corporation that is not
incorporated in the United States is automatically foreign. In addition, the
foreign-source income must be shifted from the U.S. resident to the foreign
corporation; this is possible only for foreign-source income, because both
residents and nonresidents are taxed on U.S.-source income.

The foreign company faces delayed taxation on this income in one of two
ways. The first instance of taxation occurs when a dividend is distributed.
In this case, the income is foreign-source income because it is a dividend
from a foreign corporation, but it is taxable because it is payable to a
U.S. resident. The other instance of taxation occurs when shares of the
corporation are sold. In this case, the income is capital gains, which is
considered U.S.-source income and therefore is also taxable. Under current
American law, capital gains from a sale of shares would be subject to a
significant preferential tax rate of approximately half the regular rate. Both
instances of taxation are under the control of the taxpayer, as the taxpayer
can decide when to distribute dividends or sell shares of the company. As
long as the taxpayer chooses to exercise neither option, taxation is deferred
or postponed until one of the options is exercised. The practical effect of
deferral is to reduce the present value of taxes due. If deferral lasts long
enough, the present value approaches zero; thus a deferral can approach
an exemption over a long enough period of time. Put another way, deferral
is equivalent to exemption of the interest on the amount deferred. Thus
as long as no dividends are paid and the stock is not sold, the foreign-
source income can remain overseas and earn further interest that is exempt
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from American tax. If this deferral lasts long enough, the interest eventually
dwarfs the principal amount completely.

This has been a problem for quite some time because the structure
of U.S. taxation is built on the division between residents and nonresi-
dents. By definition, nonresidents can only be taxed on U.S.-source income.
Thus, as long as it is possible for residents to transfer the foreign-source
income to nonresidents, the problem arises in which residents can avoid
tax on foreign-source income. This problem is particularly acute in the
United States because a foreign corporation is defined formally, making
it extremely easy to create nonresident corporations without significant
transaction costs and without the risk that the IRS would reclassify the
corporation as a U.S. resident.

If this situation is left completely unchecked, it means that anybody who
has transferable income from foreign sources (mostly the rich) does not
have to pay American tax on that income. Over time, Congress responded
by enacting an impressive array of antideferral regimes; until 2004 there
were six such regimes in the Code, and even after simplification in 2004
there are three.

We will briefly discuss all six regimes, but with special emphasis on the
three that remain after the 2004 simplification. We will discuss the regimes
in the chronological order in which they were implemented. Each antidefer-
ral regime covers something but does not cover everything; thus Congress
felt the need to add on to it, creating the next regime. The oldest regime,
which still applies today, is known as the Accumulated Earnings Tax and
was passed in 1921. This tax has domestic origins. For most of the his-
tory of the American income tax, the individual net rate was much higher
than the corporate net rate, although currently the top rate for individuals
(35 percent) is the same as the corporate rate. This historical pattern gave
rich individuals an incentive to leave money inside corporations so that the
money could accumulate at a lower tax rate inside the corporation. To over-
come this, Congress in 1921 passed the Accumulated Earnings Tax, which
taxes earnings that are unreasonably accumulated inside a corporation at
the top individual rate rather than at the corporate rates. Although this law
was not originally implemented as an antideferral regime, it can also apply
to the situation in which foreign-source income is accumulated inside a
foreign corporation. The IRS does attempt to apply the accumulated earn-
ings tax to corporations, but it is not very strong because it depends on
the proof of motivation; the burden of proofis on the IRS to show that the
earnings were accumulated unreasonably, which means that a court has
to second-guess the business judgment of the owner of the business as to
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the level of earnings that it is really necessary to maintain in the corpora-
tion. Courts are extremely reluctant to do that in the United States, and
thus there are very few cases where the IRS was able to show unreasonable
accumulation of earnings.

The next two regimes, which no longer apply but are important to under-
standing the origins of current law, were added in the mid- to late 1930s.
These regimes are two acts known as the Personal Holding Company and
the Foreign Personal Holding Company, which were both enacted in 1937.
These acts were a response to stories about wealthy Americans putting
domestic or foreign-source income into corporations domestically or over-
seas to avoid paying taxes. One famous example of this is the inventor Jacob
Schick, who invented the disposable razor; there are still razors sold under
the Schick brand name all over the world. He transferred the patent for
the disposable razor to a Bermuda company, and all the royalty income
accumulated offshore, tax-free. In addition, many of the directors of the
J. P. Morgan Bank did the same type of thing. All of this was happening at
the height of President Roosevelt’s New Deal, and the president was very
much against the rich avoiding taxes.

Both the Personal Holding Company and the Foreign Personal Holding
Company are incorporated pocketbook regimes designed to penalize rich
individuals who put foreign-source income in foreign corporations. These
regimes targeted passive foreign-source income from a foreign corporation
that is controlled by five or fewer U.S. individuals, and thus potentially
applied to any situation where foreign corporation was controlled (more
than 50 percent of the shares are owned) by five or fewer U.S. individuals.
The personal holding company regime taxed the corporation itself at the
individual rate if the company was a personal holding company, which was
a company controlled by five or fewer individuals more than 60 percent of
whose income is passive. The foreign personal holding company regime did
not tax the foreign corporation at all (in 1937 it was not believed that it was
possible as a matter of international law for the United States to tax a foreign
corporation on foreign-source income), but instead it created a deemed
dividend, a hypothetical dividend of all passive income. The idea behind
the foreign personal holding company regime was that the controlling U.S.
resident has the ability to force the company to pay a dividend at any time.
Therefore the United States took the situation to be the same as if a dividend
of all the passive income had been paid to the U.S. resident and then the
resident put the money back into the corporation to explain why the money
was still in the corporation. When a real dividend was paid later, the IRS
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credited the tax that was already paid. This strategy avoids double taxation
while attempting to avoid the possibility of tax deferral.

Although the personal holding company was meant to apply only to
domestic corporations, Congress never specified this explicitly because
Congress assumed that it did not have the jurisdiction to tax a foreign
corporation on foreign-source income. Today this jurisdictional limitation
is less clear, and therefore until 2004 both regimes potentially applied. In
2004, Congress abolished the foreign personal holding corporation regime
and clarified that the personal holding company regime does not apply to
foreign corporations.

These two regimes apply only to corporations that are controlled by
five people or fewer. The next regime applies to all corporations controlled
by large shareholders (individual or corporate) who are U.S. residents.
This is the most important regime for corporations, and it is known as
“subpart F” based on the section of the code where it is found. Subpart
F, which contains sections 951 to 960 of the code, was enacted in 1962 by
the Kennedy administration. This is the provision that applies to foreign
subsidiaries of American multinationals and makes their passive income
(as well as some other income types) taxable currently. Subpart F is very
controversial because it is the only regime that applies to corporations
where the parent is an American publicly traded multinational rather than
an individual.

The fifth regime is less important and was known as the foreign invest-
ment company provision. Implemented at the same time as subpart F, it was
designed to apply to foreign mutual funds that were beginning to compete
with American mutual funds for American investors. This regime con-
verted earnings from capital gains to ordinary income so that investors in
foreign mutual funds did not receive a significant benefit. It was abolished
in 2004.

The sixth regime, which is current, dates from 1986 and is known as the
passive foreign investment company (PFIC). The PFIC is the only regime
that does not require American control of the corporation and is designed
to apply to the small-portfolio investor who earns passive income from a
small ownership interest in a foreign corporation. This sixth regime (PFIC)
and the third regime (subpart F) are the two most important regimes today,
with subpart F applying primarily to corporations and PFIC applying to
investors with noncontrolling interests. The outbound antideferral rules fall
into three fundamental categories, a design that is common to the United
States and many other countries. This type of rule is important because it
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keeps the wealthy from channeling their income through other countries
as foreign-source passive income, forcing wage earners within the country
to bear the majority of the tax burden. The three types of antideferral
rules are the controlled foreign corporation regime (such as subpart F), the
foreign investment company regime (such as PFIC), and the incorporated
pocketbook regime (such as the foreign personal holding company).

CFC regimes are the most important and apply to controlled foreign
corporations with over 50 percent American ownership, and generally only
to corporate shareholders. They generally apply only to the low-tax pas-
sive income of those enterprises because deferral (or exemption) of active
income is allowed; the result is that no deferral or exemption is given to
the corporate shareholder, although usually through direct inclusion, not
a deemed dividend.

Foreign investment company regimes, also known as foreign investment
funds, are foreign investments in passive investment vehicles overseas such
as mutual funds. They do notrequire a minimum level of control. Therefore,
at the extreme, it would be possible to own 0.000001 percent of the shares
and still be subject to the regime, whereas CFC regimes require ownership
of at least 50 percent of shares. Foreign investment company regimes apply
to all shareholders (corporate or individual), although a recent change in
U.S. law states that the PFIC regime does not apply when the CFC regime
applies, making the PFIC mostly applicable to individuals.

The third type of regime, the incorporated pocketbook regime, requires
control by one of the shareholders, five of whom must be in the United
States. The incorporated pocketbook regime applies only to individuals
and to low-taxed passive income and results in current taxation through
the shareholders. The difference between these three types of regimes is that
CFCregimes are for corporations, whereas the other two are for individuals.

I will now discuss the passive foreign investment company (PFIC)
regime. This is the most recent regime, enacted in 1986, and as noted ear-
lier it was added to apply to noncontrol situations, that is, situations where
Americans invest overseas in passive income-producing vehicles without
controlling them, because all the other regimes up to 1986 required control.
How does it work? Suppose you have a U.S. shareholder who owns a very
small percentage of the shares of foreign corporations and the rest is held
by the public in the United States or abroad. Here there is only one test —
that is, there is no control test, only a passive income test: whether either 75
percent of the income is passive or 50 percent of the assets produce passive
income. If you meet either of these, then this foreign corporation is a PFIC
and the PFIC rules will apply to you. Now what will that mean? Here the
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key problem is that you do not have control, so the U.S. shareholder cannot
make the foreign corporation distribute a dividend. Thus there is a real
practical problem of forcing taxation on a deemed dividend when you can-
not make the corporation distribute the deemed dividend because you only
have a very small percentage of the shares, and small shareholders cannot
force dividends. Because of that, the code does not require you to pay tax
currently on a deemed dividend; instead, it gives you three options. One is a
deemed dividend if you can make a corporation distribute the dividend to
you; or even more simply, if it is not a question of finding the cash to pay the
tax, and if you can make the corporation give you information about how
much income it had and how much is attributable to your shares, then you
are allowed to declare and pay tax from a deemed dividend. That is usually
the option that most taxpayers would prefer because it is much simpler and
results in a lower tax burden than the other two. However, it is an option
that is not available to many U.S. shareholders because they cannot force
the foreign corporation to reveal the information that is necessary to file
a tax return. So this option is really only available if the majority of the
shares are held in the United States, which is frequently not the case for
these passive investment vehicles.

There are two other choices: interest charge and mark to market. Under
the interest charge option, when the corporation ultimately distributes
a real dividend, you spread the amount of the dividend over the entire
period that you owned the shares, and then calculate interest from the
time you bought shares to the time of the dividend as if you received
dividends throughout on a current basis. For each period you can calculate
an interest charge on the tax, so you can defeat the benefit of deferral. This
is a horrendously complicated matter; with a good computer program you
can of course do it, but that costs a lot of money. If you are just a small
investor in a PFIC, it is not worth your while to go through the calculations,
which are quite complex, because the interest rate varies from time to time,
and the tax rate that applies may also vary from time to time — and you
have to factor both of these things into the calculation. This choice is very
much a disaster area to be avoided if at all possible.

What most people do in order to avoid this interest-charge method is
to use the third option, if that is available, which is called mark to market
and only came in a few years ago. What mark to market means is that if
the shares are publicly traded on a stock exchange, then instead of trying
to tax you on the underlying income of the PFIC, the passive income, the
IRS taxes you on the change in the value of the shares from the beginning
of the year to the end of the year, and if there is a loss, they give you that
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loss. The advantage of that is that it is simple to calculate: you simply open
the Wall Street Journal or any other newspaper that gives stock exchange
tables and determine the value of the stock when you bought it or at the
beginning of the year and its value at the end of the year. If it went up, you
file a return and pay tax on that difference. There are, however, two big
disadvantages to this method. One is that the stock must be traded. Not
all PFICs are publicly traded, and if they are not, then you cannot use this
method. Second, you must pay tax on phantom income that you do not
receive, especially when the stock market goes sharply up and then down:
this means that you pay tax early and then have losses later, but you are not
necessarily able to offset one against the other. Furthermore, even if you
do, you do not get a refund with interest — just a refund. Many taxpayers
do not like this method very much, because it means they must pay tax
on phantom income (income that they have not really earned; unrealized
income, to use the technical American term).

Thus, PFIC really is a rather drastic regime: it leaves you with three
options, none of which is very appetizing. Deemed dividend is probably
the best — which is strange, because usually people hate having to pay tax
currently — but it avoids the other two. However, it is frequently unavailable
even for publicly traded entities, because the shareholder does not have the
information necessary to file a tax return, and shareholders will not be able
to force the company to tell them. If that is the situation, you are stuck with
the other two, and it is not an appetizing choice: either you must pay an
interest charge that is quite complicated to calculate and costly, or you must
rely on the mark-to-market system, which applies only to publicly traded
entities and initially requires you to pay tax when there is no real gain to
you. None of this is very good, and it is quite burdensome for shareholders
to try to comply with.

Another question, of course, is how successful the IRS is in enforcing the
PFIC regime. It is a crime not to declare ownership of foreign corporations,
but the extent of evasion is unknown. If shareholders want to comply with
the law, they must determine that they are really PFICs, so they must do
the passive income/passive asset calculations; passive assets in particular
are problematic, because you must value the assets as well as determine
what portion of the assets are really passive and what portion are active.
The best advice is to try to avoid PFICs as much as possible. The key is
to try to make sure there is enough active income to prevent the potential
PFIC from having too much passive income or too many passive assets. It
is usually the asset test that is harder to avoid.
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Is all of this worthwhile to small investors? I have some doubts. On the
other hand, you can imagine that some investors in PFICs have a great deal
of money invested in them, especially in some of the hedge funds, and in
those cases perhaps the regime is worth it. Personally I would like to see
some kind of de minimis rule — for example, that if there is less than $1,000
in income from a PFIC, one can forget about the PFIC regime.

There are two more important points about PFICs. The first one is that
there is a particularly bad rule in the regulations that can be summarized
by saying, “Once a PFIC, always a PFIC”: if for any given year a company
reaches either of the test standards, it remains a PFIC forever, no matter
how active it becomes. You are still taxed only on the passive income of
the PFIC, but after that it does not help you to be below the threshold.
You need to avoid PFICs for any year during your holding period; it is a
PFIC to the shareholder who held it during the bad year. The other matter
is important for foreigners who want to come temporarily to the United
States — something that not many people are aware of. Suppose you are a
foreigner (a nonresident) and you have all of your investments in various
vehicles that earn passive income and that therefore are potentially PFICs
(foreign corporations that earn passive income). Now you are planning to
come to the United States for one year for business. So, for that year, you
are going to be a U.S. resident and a U.S. shareholder of PFICs. You may
not think this matters much, because the PFIC is not going to pay you any
dividends during that year, and there will be nothing to pay interest charges
on. However, they catch you. The way they catch you, if you observe the
law, is the only example under U.S. tax law of an exit tax, which many other
countries have. They say that when you leave the United States — when you
stop being a resident after the year in which you spent more than 182 days
present — they deem you to have sold your shares in the PFIC the moment
you leave. This creates a deemed dividend situation — that is, the sale is
like a deemed dividend, and therefore they will tax you with the interest
charges on the earnings of the PFIC for that year. This is something that
really should be avoided. I have seen situations where people gave their
PFIC stock away to relatives before they came to the United States and got
it back from them after they returned to the United States in order to avoid
this. It is not enough to put it in a trust, because they look through trusts,
but if you genuinely give it away to somebody, that is safe. Essentially, you
do not want to become a U.S. resident while you are holding PFIC stock.

The most important antideferral regime for American multinationals
is the subpart F regime, and we will spend the rest of the chapter on this.
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Subpart F is called that because it is subpart F of part N, which is the
international section of the income tax code. It applies to what are called
controlled foreign corporations or CFCs. The classic situation to which
subpart F applies is a U.S. parent with a controlled 100 percent foreign
subsidiary, that is, a corporation according to “check the box.” This is a
classic subpart F situation, and this entity is a CFC. The foreign corporation
must be controlled, that is, over 50 percent held by vote or value by “U.S.
shareholders.” U.S. shareholder in this case is a defined term, because each
U.S. shareholder must own atleast 10 percent of the voting stock of the CFC.
Attribution rules apply: for example, if you have an eleven-shareholder
group that ratably owns 100 percent of a foreign corporation, is this a CFC?
The answer is no, because each of them will only own about 9 percent of
the foreign corporation. Thus, even though as a group together they own
100 percent of the foreign corporation and the whole foreign corporation
is controlled from the United States, clearly as long as the attribution rules
do not attribute stock between them — they are not members of one family,
for example, or they are not all part of one single corporate group with
ultimate control in the same parent — if they are truly separate, you do not
have a CFC.

The most important example is the case of an exact 50/50 joint venture
with a non-U.S. partner. As long as you make sure that it really is 50/50 by
vote and by value, then you are all right: it is not a CFC and subpart F does
not apply to you. That is very important because, as we will see, American
multinationals go to great lengths to try to avoid subpart F if they can.
However, let me mention one particular situation that is problematic. If
the joint venture is exactly 50/50 and if there is only one class of voting stock,
that is not a problem. Sometimes, though, there are differences in what the
two parties in the joint venture contribute to it, and you may have a situation
where there is more than one class of stock; for example, there is the basic
common stock, butin addition you also issue each side some preferred stock
that does not carry a vote but carries some value with it. Here the problem
is that you want to watch out for fluctuations in value, because the test is
by vote or value. You should be careful, if these are two different classes
of preferred, to prevent situations where because of value fluctuations, the
preferred owned by the American party together with the common exceeds
50 percent of the value. In particular, consider a situation in which the
American party contributes some intangible property and wants to make
sure that, as the value of this intangible becomes better established and the
profit potential becomes better established, the American party receives
that upside. So, they write into the joint venture agreement a provision
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saying that if the intangible they contributed turns out to have a great deal
of profit potential, they will receive more in some way. The risk is that if
they do that, they will turn this joint venture into a CFC and subject it
to subpart F, because the preferred stock will become more valuable over
time.

It is possible to try to play games with this, but you do not want to carry
it too far. Consider the case of a company named Garlock, which tried to
be too clever. Garlock U.S. had a Panamanian subsidiary that earned a lot
of passive income, and it wanted to avoid subpart F. At the time, the rule
was written so that the test was only by vote, not by value: over 50 percent
by vote. Garlock decided to give a trusted investor, voting preferred, 51
percent by vote; however, this preferred had a limited dividend, 8 percent,
so that by value the 49 percent by vote of the stock held by Garlock was
probably 90 percent by value of the company. Garlock essentially agreed
with the trusted investor that they would always vote together. The investor
was in it for the 8 percent dividend and did not care about the vote. Thus,
despite holding nominally 51 percent of the vote, the investor agreed always
to vote with Garlock on all matters. The investor appeared to have given
away control, but in reality did not. This was struck down by the court in
the opinion because it had no substance.

The rule has now been changed, so that over 50 percent by vote or value
is clearly a CFC even without worrying about these legal technicalities. The
only way to really avoid subpart F is to make sure that not more than 50 per-
cent of the vote or the value is held by large American investors (over 10 per-
cent each); you can have a situation where 49 percent or even 50 percent
exactly is held by one large American investor and the rest is held by small
investors and still not have a CFC, because you have to be at 10 percent
investor individually, 10 percent by vote. Why by vote? That gives you a
seat on the board: usually if you have 10 percent by vote you can influence
policy, including payment of dividends.

Given this definition of a CFC, what is the result if a company is deemed
to be a CFC? The result is current taxation, through a deemed dividend to
the U.S. shareholder at the end of the tax year, of all the subsidiary’s subpart
F income. That is, if you have a CFC, and it has subpart F income (which
we will define shortly, but is essentially passive income that is earned by the
CEC), this will trigger a deemed dividend at the end of the tax year of the
parent. Whichever is the last day of the fiscal year, on that day whoever is
the shareholder of the CFC at that point receives a deemed dividend from
the CFC of all the subpart F income, and then there is a deemed contribution
of the income, because the income remains in the CFC: there is no real
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dividend. If there is a real dividend after that, you get credit for the tax that
you have already paid; you need not pay tax on that dividend again.

As I said earlier, the deemed dividend mechanism was chosen because
the Treasury did not think they had the authority to tax the CFC directly
on foreign-source income. I think that is rather unfortunate, and today
there are many proposals for change because the current rules lead to a
lot of complexity. This is especially problematic when, for example, there
is a chain of thirty CFCs going down, and the deemed dividends must be
jumped up the chain. The situation becomes very complicated. It is much
easier to simply imagine the U.S. parent earning the subpart F income
directly as if on a flow-through basis, without worrying about deemed
dividends and the like. That would mean losses would also carry through,
which currently they do not — only income. In any case, however, that is
the mechanism that was chosen back in the 1960s.

What is subpart F income? The most important category is passive
income, namely dividends, interest, grants, royalties, and capital gains, but
there are some important exceptions to this. The first, which is very impor-
tant nowadays, is an exception for rents or royalties derived from an active
business; this is particularly important in the high-tech area, where most
income is in the form of royalties. Active royalties — that is, royalties earned
from the active business of licensing computer software, for example — are
not subpart F income, and you must work to make yourself qualify under
that definition; but this is not the kind of royalty that they were thinking
about. Then there is an exception that is also very important for dividends,
interest, and royalties that are derived from another CFC. This is in order
to enable U.S. parents to create holding company structures. Consider a
U.S. parent that wants to be in a foreign country and will have two different
businesses in this foreign country: foreign subsidiary A and foreign sub-
sidiary B. However, you have a problem under this structure. They are both
CFCs, but that does not matter because they are both going to be engaged
in active business, and active business income is not subpart F income. The
problem is, how are you going to transfer the money from one subsidiary to
the other? The normal way to do it is to send a dividend up and then make
a contribution down, but if you send a dividend into the United States, that
would subject you to withholding tax as well as to current American tax on
the dividend. So instead you set up a holding company, and then you can
transfer dividends up and contribute down without crossing the border, so
there is no American tax and no withholding tax.

The problem arises when you send the dividend. This holding company
will have no income other than dividend income, and that dividend income
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is passive income and subject to subpart F, so there would be a deemed
dividend to the United States parent. To prevent this, originally a same-
country exception was enacted, which said that that dividends and interest
derived from companies that are incorporated in the same country as the
recipient are exempt from subpart F. Thus you can send a dividend up
and then contribute it, and this will not be subpart F income. In 2006 this
exception was broadened to include all passive income flows from other
CFCs, not just in the same country, because as we will discuss later, that
result could be achieved using “check the box.”

Anotherimportant exception was enacted in 1996 over very strong objec-
tions by the Clinton administration, which tried to veto it several times. This
is a general exception for banking, finance, and insurance businesses. These
simply do not have subpart F income, even if their income is nominally
passive, such as interest income. This is an interesting debate. In general, the
rationale behind rules such as subpart F is couched not so much in terms
of equity, but in terms of economic efficiency, and the guiding principle is
what is called capital export neutrality, or CEN. Capital export neutrality
means that ideally you want investors to be indifferent between investing
in the United States and investing overseas, and you should not let the tax
factor influence their decision to invest overseas rather than in the United
States. The argument that the Kennedy administration made against defer-
ral (originally they proposed to abolish deferral altogether, but this was
cut back in Congress to the current rules, which essentially limit defer-
ral to active income) was that it is a bad thing to encourage U.S. parents
to invest abroad because investment abroad will qualify for deferral and
therefore be subject to a lower effective tax rate, assuming that there is low
source-based taxation, than an investment in the United States; this violates
capital export neutrality because it gives a tax incentive to invest abroad
rather than in the United States. This was also when the United States still
had a major balance-of-payments issue, that is, much more capital was
flowing out than was coming in, and that was part of the explanation as
well. From a capital export neutrality perspective, you really should tax
these offshore businesses. But the contrary argument was this: if Ameri-
can multinationals are going to be taxed on the foreign-source income of
their subsidiaries, that will make them less able to compete against German
or French multinationals, which receive an exemption on foreign-source
income of their subsidiaries.

In the end, it was decided to limit subpart F essentially to passive income.
The rationale for that was that passive income is very mobile — multina-
tionals can earn it wherever they want — and it is not very clearly linked to
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competitive market conditions, that is, to competition with other multi-
nationals. On the other hand, active income is less mobile and therefore
subject usually to higher rates of tax overseas, and deferral is less of an
issue if there is source-based taxation; deferral loses its appeal. The value
of deferral is to avoid current American taxation, but if you have to pay
tax to some other country on a current basis and the tax rate is similar,
then there is little to gain from deferral. The argument concerned active
income — business income, such as manufacturing income. First, this is
where competition with other multinationals is the most important. Sec-
ond, it is hard to earn active income in places where it is not highly taxed
because it is not very mobile; you cannot take your factory and move it from
place to place very easily. Therefore, countries like to tax such income at
source, and it is subject to high tax rates. Passive income, on the other hand,
can be moved very easily, and thus it is subject to low tax rates; therefore,
deferral is very attractive.

This is where the debate about active banking, finance, and insurance
comes in. The banking and insurance lobby said, we are really earning active
income — our interest income, if we are a bank, is really active — because
this is what we do: we make loans and we earn interest income. That is
our business. So this is business income, and you should not penalize us by
treating it as passive income for subpart F purposes.

The Clinton administration responded: the distinction between active
and passive is being made because active is more mobile than passive; we
grant you that your interest income is active, but banking, finance, and
insurance are also notoriously mobile. That is why they are all located in
the Caribbean islands, and they are not subject to tax at source. So you
should not get deferral.

This went to Congress, and Congress passed a law that was temporary,
but has now been extended and made permanent over the president’s strong
veto. This exception illustrates some of the dividing lines: if you think that
the line should be active versus passive, then this exception should be in the
law; but if the line is low tax versus high tax or mobile versus not mobile,
I am less sure that this exception should be in the law. In any case, it is in
the law.

There is one other exception, the high-tax exception. If the foreign tax
rate on your CFC is 90 percent of the U.S. tax rate, then you are out of
subpart F. The current U.S. tax rate is 35, 90 percent of which is 31.5; any
foreign tax rate over that qualifies. (Note that this is the effective rate, so
you have to calculate how much actual tax you pay to the foreign country
compared to how much income you have.) The reason for this exception is
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that deferral is not very attractive under these circumstances, and it is not
much of a problem, because you are paying the foreign tax anyway; if you
brought the income back, it would not be subject to much U.S. tax because
of the foreign tax credit.

Finally there is the de minimis exception: if the lesser of either 5 percent
of the CFC’s income or $1 million is subpart F income, you are out of
subpart F. Unfortunately, for most multinationals this is a ridiculously
small exception, though it may help some individual investors who own
stock in CFCs. There are proposals to increase it substantially, but this is
what the law says at the moment.

The most important and controversial provision in subpart F is the base
company rule, which gives rise to most of the court cases and most of the
planning. What is the base company rule about? The base company rule is
about the DuPont case, which we went over in Chapter 6. DuPont set up a
Swiss subsidiary whose only function was to buy things from DuPont and
then resell them to various other European subsidiaries in other countries,
such as France and Germany, for resale to ultimate consumers. DuPont
did this because Switzerland is a tax haven, and by paying low prices to
DuPont (U.S.) and paying high prices to the Swiss company, DISA, it was
able to accumulate all of the profit in Switzerland tax-free. This was before
subpart F, so DuPont did gain deferral on it. As we saw in Chapter 6,
ultimately, after twenty years of fighting, the IRS won a court case that said
as a matter of transfer pricing, this income should be transferred over to
DuPont and taxed. However, it took twenty years, and it was enormously
time-consuming and expensive for the IRS to win this case. Thus, long
before the actual court decision came down, the IRS was able to persuade
Congress that it needed something to fight this kind of scheme. This is how
the base company rule came into effect.

The base company rule says that: (1) if there is a purchase from or sale
to a related party (in the DuPont case, the purchase was from and the sale
was to a related party by a CFC) — that is, if a CFC is buying or selling
to a related party that is a company in the same group — and (2) if the
purchase and the sale are outside the CFC’s country of incorporation — that
is, if you choose a country such as Switzerland, which is a low-tax country,
and the CFC is only there in order to reduce taxes — and (3) if there is no
significant modification of the product by the base company — that is, the
Swiss company was buying and selling the same thing, it was not doing
anything to it, it was not really adding value, it was just a conduit — then the
income is base company income, and as base company income it is subpart
F income, which means a deemed dividend up to DuPont and current
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American tax. This is the base company rule. American multinationals hate
this rule, and they try very hard to avoid it by every means available. They
claim it makes them uncompetitive with multinationals from countries
that do not have this kind of rule, because generally other subpart F-type
regimes, CFC regimes, are less stringent than the American one — although
how much less stringent is very much a topic of debate.

I will show how this works with another case that illustrates some of
the ways in which American multinationals can avoid subpart F. This is
the notorious Brown Group case from just a few years ago. Brown Group is
an American multinational, and one of the things that it does is to import
footwear into the United States. It set up a corporation in the Cayman
Islands that clearly was a CFC. The purpose of this corporation was to buy
shoes from Brazil, where they were manufactured by an unrelated producer,
and then resell those shoes to the United States. There they would be resold
by Brown Group to customers in the United States. If this was all that was
done, then this is clearly a subpart F base company situation: the Caymans
corporation is a CFC, it is buying shoes from unrelated parties but selling
them to related parties, and both the buying and the selling are taking place
outside its place of incorporation. Thus the only function of the Caymans
corporation is to accumulate profit in the Cayman Islands resulting from
the difference in price. There is no other function — it is not modifying
the shoes in any way — so therefore it will have subpart F base company
income and there would be a deemed dividend to Brown Group. This is
what Brown Group wanted to avoid, so they did not do it this way. Instead
they did somethingalittle bit more sophisticated —although itis not entirely
clear that they did it deliberately as a tax matter, because there were also
nontax reasons to do it that way.

A buyer who was the go-between, the intermediary between Brown
Group and the Brazilian manufacturers, wanted a cut from the profit on
the sale of the shoes. Brown Group could not employ him because he
wanted too much, so instead they set up a partnership called Brinco with
this individual. Now, instead of the Caymans company buying and selling
the shoes, it was the partnership that bought the shoes and then resold
them to Brown Group in the United States. A partnership under American
tax law is not a taxpaying entity by itself; it is a pass-through vehicle. It
can be used, of course, to conduct business, but it does not pay any taxes;
instead, the distributive share of partnership income is attributable and is
allocated to its partners, and that share is taxed to the partners.

What then happened, under American tax law, was that the profit of the
Brinco partnership was attributed 98 percent to the Caymans corporation as
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a distributive share of partnership profit. What was the result? It turned out
that there is nothing in subpart F explicitly saying that when you do things
through a partnership, the character of the income as base company income
is maintained to the Caymans corporation. So what Brown Group claimed
in court, ultimately successfully, is that what the Caymans corporation,
the CFC, got was just a distributive share from a partnership, not base
company income, because base company income by definition has to be
earned by a foreign corporation — by a CFC. Subpart F income in general
has to be earned by a corporation, not by a partnership. Because this was
a partnership, and not a corporation, it could not earn subpart F income
itself, and what the Caymans corporation earned was not subpart F income
because it was distributive share of the partnership’s income. There is a list
in the Code of things that keep their character from the partnership level
to the partner level, but this is not one of them.

The opinion is very long, because there are many different judges and
many different opinions. In the tax court initially the taxpayer won; then
they went to the whole tax court (all the judges sitting together) to try to
figure out a way to make subpart F apply. The majority held for the IRS,
but ultimately on appeal the court ruled for the taxpayer.

If this result holds, the base company rule is dead, because there is
nothing easier than doing it this way, especially now with “check the box.”
All CFCs will never do base company transactions themselves; all that
DuPont needed to do, for example, is to set up a partnership under the
Swiss subsidiary with some local partner, and all of the base company
income now becomes partnership income and not subject to subpart F.

Most people in the United States feel that this was too aggressive, and
that the appeals court was wrong. The key question is whether the character
of the income was the same in the hands of the partnership as it was in the
hands of the Caymans corporation. The IRS has now issued regulations to
overturn the result in Brown Group. However, the outcome is not clear: the
status of regulation in the United States depends on the valid interpreta-
tion of the law; the law was not changed, and because the Code was not
changed, the next taxpayer will probably argue that the controlling legal
authority is the court case that interprets the law, and that case (Brown
Group) says that this is not subpart F income. The fact that the IRS has,
with hindsight, adopted regulations to change the result does not change
it, and the regulations are invalid. My own view is that it would have been
better for the IRS to try to get Congress to change the law, because if the
law is not changed, if this is a valid technique, this is such a big loophole
that the base company rule has basically disappeared.



140 INTERNATIONAL TAX AS INTERNATIONAL LAW

Another problem with the base company rule can be illustrated by a
case called Ashland Oil, which involves the application of what is called the
branch rule. The branch rule originated in the following situation: Suppose
you have a French CFC, which buys goods from the U.S. parent and sells it to
unrelated buyers outside France. This would be base company income. But
that does not get you anything, and France is a high-tax country anyway.
Instead, you set up a branch in Switzerland (a branch, not a subsidiary; if
this was a subsidiary it would be a CFC itself and the rule would apply).
Now you manufacture goods in France and you transfer them to your Swiss
branch, and then the Swiss branch does all the selling outside Switzerland.
It sells in France and other countries, and the money accumulates in the
Swiss branch. France has a territorial system of taxation, so France will
not tax the Swiss profits of the Swiss branch; these profits will now sit in
Switzerland and will accumulate. On the other hand, from an American
perspective, the branch is part of the CFC. Therefore, the argument is, we
are not really selling outside the country that we are manufacturing in,
because we are manufacturing and selling in France; the Swiss branch is to
be disregarded. Moreover, even if it was otherwise, there is no purchase and
resale for related parties, because the transfer to the branch is not a sale; it
is a transfer from home office to branch, not a transaction that is covered
by the base company rule — even though clearly in spirit it is something
that is supposed to be covered by the base company rule.

Because of that transaction, there is a particular provision in subpart F
that applies the base company rule to branches. In this kind of situation,
the rule treats the Swiss branch as if it were a CFC. Then, of course, the
transfer is really a sale, whether or not any money was paid. You are buying
and selling outside the country of incorporation from a related party, and
then selling outside the country of incorporation, and so it is base company
income.

Ashland Oil involves a clever way of getting around the branch rule. The
U.S. parent had a CFC in Liberia, another tax haven. The CFC did not do
anything, but it entered into an agreement with a Belgian company unre-
lated to it that it would provide it with some know-how and materials, and
in exchange the Belgian company would manufacture, on a contract basis,
the finished product for a cost-plus return. These manufactured products
would then be sold to customers outside Liberia, and the difference between
the price paid by the end customers, which was high, and the price paid to
the Belgian company, which was low, would sit in Liberia. The IRS argued
that this was a base company situation: You are really not doing anything
in Liberia, you are doing everything in Belgium, and we want to treat this
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Belgian company as a branch of the CFC. And, as a branch, we will treat it
as if it were a CFC; then you are buying from a related CFC outside your
country and reselling outside the country, and it is base company income.

The court said no, that is not what the rule is about. First, the Belgium
company is an independent company. It is not a branch; the American
company does not own it; it is completely independent. This is all a contract
manufacturingsituation and isall at arm’s length; you cannot make this into
abranch. Second, in the original French/Swiss situation the manufacturing
was done in France and the sales moved on to Switzerland, and in that
situation the Swiss company was the branch. Here the IRS is trying to say
the American company is setting up a manufacturing branch, whereas in
the original situation it was the Swiss sales branch that was suspect. This
was not what the law was intended to cover. It was intended to cover sales
branches run through low-tax countries.

Now, I believe the CFC is much like a sales branch: it is not doing any
manufacturing, only selling, and so it is pretty similar to the Swiss branch.
But the IRS was stuck with trying to argue that the Belgian company was
a branch when it was not, and ultimately the IRS gave up: they issued a
ruling that they would respect the result of Ashland Oil.

Doing this avoids the spirit of the base company rule: you can enter into
contract manufacturing agreements that put most of the profit in Liberia,
because the Belgian company is willing to accept some small markup over
its costs, raw materials, and the know-how is provided to it. Therefore,
under these kind of modern conditions, where the know-how is most of
the value, the profit can sit in Liberia exempt from subpart E

That is what the base company rule is about, and in these situations it can
be avoided relatively easily. The current situation is that most of subpart
F (the part about all the definitions of CFC and the part about passive
income) is relatively uncontroversial, now that the exception for banking,
finance, and insurance is in place. I think that this part is likely to remain
unchanged. However, the base company rule is subject to constant attack,
and companies are really trying to find ways to avoid it. They claim that
it makes them uncompetitive. The end result is trying to write the base
company rule out of subpart F.

Would that be a good thing or a bad thing? That depends on your view-
point, but it is interesting to look just briefly at how this is done in another
country that is basically territorial, because the fundamental argument of
the United States is that it competes with other countries. If you consider
France, for example, you will see that they have rather strict rules that sound
quite similar to the American rules (although they have been somewhat
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relaxed recently in response to the same competitiveness argument). Here
are the French rules: They have a controlled foreign corporation regime or
foreign investment regime that applies to branches and applies to invest-
ments of 10 percent or more, a very low number, in the share capital of
any foreign corporation. There is no control requirement, just a 10 percent
or more investment. This results in current taxation of all the income to
the French corporate taxpayer on the first day of the month following the
end of the foreign entity’s tax year, no offset by domestic losses, no offset
against domestic income, and it is applied if the foreign branch or entity
is not subject to income tax or subject to tax at an effective rate that is
significantly lower than the French rate. The general rule is that any branch
or subsidiary of a French corporation that is subject to tax abroad at a
rate that is significantly lower than the French rate is subject to current
French taxation. However, there is an important exception, which is the
active business exception: if the taxpayer can establish that the activities of
the foreign branch or entity do not localize profit in a low-tax jurisdiction
(this is essentially like the base company rule, and it applies if the foreign
business engages in actual industrial or commercial activities performed
predominantly in the local market), the CFC regime does not apply. Thus,
if you have a French company, you need to show two conditions: that the
local tax rate is below French rate, and that there is no local active business.
If both of these conditions are met, there is no deemed dividend; you are
just taxed directly, and everything flows through to the French parent. This
sounds drastic, as tough as subpart F. Of course, the devil is in the details,
and it all depends on how it is applied.

There are, however, a couple of significant differences from the American
rule. One is that in the American rule in subpart F there is no talk almost
about what the local tax rate is; you use all kind of proxies for it, such as
passive versus active income (active income would typically be subject to
high taxes because it is less mobile, and therefore you can grant deferral),
but there is no explicit reference to these foreign tax rates, except for the
high-tax exception; there is no low-tax inclusion. Other countries such as
France, Sweden, and Japan explicitly look at what the foreign tax rate is,
and if the foreign tax rate is significantly lower than their tax rate, that kicks
you into the rule. I wish the Americans had done the same, but the problem
was, the United States was first and everybody else followed, so they could
learn from the United States. The second point of comparison is that there
is a rule about local active business. Thus, even if the tax rate in the CFC’s
country is very low, if the business is really local — and it is a rather flexible
rule — then you are out of the provision. This sounds to me fairly similar
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to subpart E. If that is true, and if Germany and the United Kingdom have
the same rule, then I am not sure I understand what the fuss is about: that
suggests that most countries really do have rules that are similar to or as
tough as the American rules, and therefore the competitive argument that
the American rules make the American multinationals noncompetitive is
not valid.

You can certainly hear arguments: many American companies were taken
over by foreign companies, including big industrial companies, the biggest
one recently being Daimler’s takeover of Chrysler. Now Juergen Schrempf,
who was the head of Daimler Chrysler, testified before the U.S. Congress
and was asked why Daimler Chrysler was a German company and not an
American company. As I see it, there are many reasons for that, including
that the German government would not let Daimler be taken over by an
American company. However, Schrempf said that a major reason was to get
out of subpart F. Recall that subpart F applies only to CFCs of American
companies, so if you have a U.S. parent, all the companies that grow under
it are CFCs. But now suppose that a foreign company takes U.S. P over, so
it becomes a subsidiary. Now, if you continue to grow CFCs, you also have
the ability to grow new companies abroad, and these companies will not
be CFCs, because they are ultimately owned from Germany and not from
the United States. They do not have large American shareholders; they may
have public American shareholders, but those do not count.

This is the argument that foreign companies are taking over American
companies because this enables further growth of the business outside
subpart F, and it certainly is not totally impossible. Another example would
be inversion transactions: Suppose a U.S. corporation is held by the public.
One way of avoiding subpart F is to set up a new foreign company in some
convenient place such as the Bahamas and have the new foreign company
exchange its shares for the shares of U.S. P. Now, that new foreign parent
company can grow new companies abroad without subpart F. This kind of
transaction is called an inversion transaction: you flip the company over.
Instead of having an American parent, you have a foreign parent, and the
American parent becomes a subsidiary. The result is a lower tax rate, and
they claim that it is all about avoiding subpart E So the point is not clearly
settled, but certainly there is some evidence that avoiding subpart F really
does drive business decisions. However, the extent to which this happens
is unclear.

The most recent developments around subpart F came about because
of Notice 98-11, a notice that was put up by the U.S. Treasury in 1998. It
described two ways in which American companies were using the “check
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the box” rules (which were quite new then) to undermine the purposes
of subpart F. The two transactions are similar; both involve what is called
hybrid entities, that is, entities that are treated one way for American tax
purposes and another way for local tax purposes. This is now very easy to
do because of check-the-box, which enables you very easily to treat entities
as corporations or as branches depending on how you want to look at them
from an American perspective, whereas locally they will be something else.
In the notice, the first example has a U.S. parent with a CFC, and an entity
below the CFC that for American purposes is treated as a branch but for
local purposes is a corporation. Let us say that the CFC is in Germany and
the hybrid entity is in Luxemburg, which has much lower tax rates than
does Germany. Suppose that the German CFC is engaged in active business
operations, so it earns active business income. This income is not subpart F
income, but is subject to high German tax (this was before the most recent
German tax reform; German tax rates then were among the highest in the
world on active business income, over 50 percent). So there is a problem,
because the CFC is subject to a tax that is significantly higher than the
American tax rate. Even if the CFC were to send a dividend to the United
States and get the foreign tax credit, that leads to excess credit: some of
the German tax will not be creditable because it is too high. So what do
they do instead? They borrow money from the Luxemburg branch, and
the CFC then pays interest to the Luxemburg branch. Now what happens?
For German purposes, this branch is not a branch but rather a separate
corporation, and the loan is a perfectly valid loan; the interest is perfectly
valid interest and subject only to the German thin capitalization rule, which
is fairly generous; this interest is all deductible. The result is that the German
CFC now is able to reduce its effective tax rate from 50 to 25 or at least
below 35, and because it has much less income to report in Germany, it
now is able to credit all its German taxes when it sends the dividend up.
But what about subpart F? What about all of this interest income that is
earned by the Luxemburg corporation? Is this not exactly what subpart F
was designed to prevent? If the Luxemburg corporation is a CFC, then the
interest income is passive income, and there would be a deemed dividend
into the United States of the interest, and you have not gained anything.
The interest is not taxable in Luxemburg. We have “check the box” to make
this entity, which is a corporation for German and Luxemburg purposes,
a branch of the CFC for American purposes. Now, branches cannot lend
money to home offices and home offices cannot pay interest to branches;
you cannot lend money to yourself. Therefore, for American purposes there
is no loan, there is no interest, and thus there is no subpart F income and no
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CFC in Luxemburg: this simply does not exist for American purposes. The
result is no subpart F income. (Today, this result will be reached because
payments of interest from one CFC to another are ignored.)

The second example is basically just a variation on the first example. You
have U.S. P and in this case it has two CFCs in Germany, CFC 1 and CFC 2.
CFC 2 is the one that is earning the active income in Germany; CFC 1 is the
one that arranges the Luxemburg branch. Now what happens is that the
Luxemburgbranch once again lends money to CFC 2, which pays it interest.
So, once again, for German tax purposes this is a separate corporation in
Luxemburg, and the interest is perfectly deductible against German tax,
thereby reducing the active income of CFC 2 to a much lower percentage.
Therefore the effective tax rate will also be lower than 35 percent, making
it potentially eligible for the foreign tax credit. However, for American
purposes what happens is that the Luxemburg branch is again disregarded
under “check the box”; you check the box to treat this branch as part of this
CFC. As aresult, the loan is treated as if it were coming from CFC 1 to CFC
2, and the interest is treated as part of CFC 2 to CFC 1, instead of through
Luxemburg. Because the interest is flowing from one CFC in Germany to
another CFC in Germany, it qualifies for the exception for same-country
interest (today, the interest is exempted under the general exception for
intragroup payments).

This is the more aggressive structure, because clearly the same-country
exception was deliberately designed to apply to companies in the same
country: it is presumed that companies in the same country are all subject
to the same tax rate, which is presumed to be high. Now whether this
presumption is accurate depends on the facts; in fact, as we will see in
regard to the foreign tax credit, it is not at all clear that all types of income
in the same country are subject to the same tax rate. Many countries have
schedular systems where, for example, income from labor is taxed high,
income from capital is taxed low, income from businesses is taxed high,
income from interest is taxed low, and so on, even though itis all in the same
country. A single high rate, however, is the assumption that the Americans
had in mind when they wrote the same-country exception into the rule, and
in this case, if the interest had really been paid from Germany to Germany,
itwould indeed have been subject to tax, although perhaps at the lower rate.
Doing it through the Luxemburg branch clearly violates the spirit of the
same-country exception, because that is the whole point: the branch is in
Luxemburg, which is not the same country, and Luxemburg is a tax haven;
it does not tax interest at all. Nevertheless, because of “check the box,” you
are able to get the German deduction, which reduces your German effective
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tax rate, and for American tax purposes you can ignore the existence of the
Luxemburg branch.

Treasury realized that it may have made a mistake in extending the “check
the box” rule so easily to international provisions. But by then it was too
late: these rules went into effect in 1996, so there was a whole year before
Notice 98-11 in which companies began doing these things. Check-the-box
was out of the bottle, and Treasury could not stuff it back in: it was too
popular with taxpayers to reverse. Instead Treasury issued a notice that for
both of these transactions, it was going to apply the branch rule, and it was
going to make these branches into CFCs. Once these branches are CFCs,
then of course the whole point comes out of the transaction, because if
the first branch is a CFC, then it has interest income, and if the second
branch is a CFC, then it has interest income as well, and neither of these
interest incomes qualify for exceptions because they are not in the same
country as anybody else. As a result they all are subpart F income and
trigger a deemed dividend without even any foreign tax credit attached to
it, because Luxemburg does not tax the interest.

This created a tremendous uproar by the American multinationals. They
complained to Congress that what the Treasury was doing was unfair: the
multinationals were only trying to reduce the high German tax rates to
something more reasonable. If anyone needed to complain, it was really the
Germans whose taxes were being avoided. They did not complain, and they
allowed the multinationals to deduct this interest, and the multinationals
complied with their rules. So why was the U.S. Treasury now trying to
penalize them for these transactions? The multinationals asked, ultimately,
when do we send the dividend up? If we pay less tax to Germany, that means
that we will pay more tax to the United States because of the foreign tax
credit. So, we are not trying to avoid any American tax now, and ultimately
if these earnings are going to be sent out as dividends, we may pay more
tax to the United States in the long run. So why is Treasury bothering us?

Congress was very receptive to this argument and put a great deal of
pressure on the Clinton administration to change the rules. The result was
that in Notice 98-11 they issued the rules and in Notice 98-35 they essen-
tially cancelled the rules. This happened just a few months later, and they
withdrew Notice 98-11. They did not withdraw it completely, because that
would have been losing too much face; instead they said, we will issue regu-
lations that implement these rules, but the effective date of these regulations
will not be before five years after the regulations are finalized. The bottom
line is that nobody really believes that these rules will be implemented.
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Now, regardless of this, what do we think about the substance? Funda-
mentally, the problem here is precisely that subpart F was not really devised
for modern realities in terms of business planning in particular. Let us take
a third example: Suppose you have a U.S. parent with a CFC in China, and
the CFC benefits from a tax holiday on all of its income for a few years. This
is something that should be brought up to the United States. Could sub-
part F be applied to this income? Now, in terms of current law the answer
is clearly no; there is no subpart F income in this situation because this
income is all active. You could make the argument that this is similar to
the notice situation in Germany; here again we have a CFC earning active
income, and what the U.S. taxpayer did by clever planning is reduce the
German tax because of these interest deductions to the branch, which for
American purposes does not exist. For American purposes this situation
is the same as a CFC in another country that simply grants a tax holiday.
If we say that this is not a subpart F situation because it is active income,
and active income is not covered by subpart F, then why should the U.S.
Treasury have to worry about this situation, where by using self-help the
American multinational creates a situation in which the CFC has active
income and pays no local tax? As long as the local tax authorities do not
worry about it, the U.S. Treasury should not worry about it, either.

However, there is another question: whether something should not really
be done about the situation with the tax holiday. That is much more con-
troversial, of course. However, you can make the argument that the point
of the international tax regime is to ensure that there is one level of tax
on all income of multinationals (i.e., to apply the single tax principle). By
that standard, this situation is a bad one, because there is no source-based
taxation but also no residence-based taxation because of deferral. This is
not what the regime is supposed to be about: if there is no source-based
taxation, there should be current residence-based taxation. On the other
hand, the developing countries would make a tax-sparing argument: if the
Americans tax this income currently, then we will have lost the benefit of
our tax holiday and would just be transferring revenues from our treasury
to the American treasury. That is perfectly accurate, too — but the question
is, should the American treasury be subsidizing the Chinese investment?
This question has been argued for a long time, but the principled position
of the United States at least in theory is that it does not care: it is going to
tax, whether or not there is a tax holiday. That is why we do not grant any
tax-sparing credits. What we do give is deferral: the CFC in China pays no
current American tax, nor does the U.S. parent pay any current American
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tax, despite the fact that it also pays no current local tax at source. In addi-
tion we grant cross-country averaging so that this low-tax, active income
can be averaged for foreign tax credit purposes with high-tax income
such as income from Germany; these can be combined to create a single
layer of 35 percent eligible for the foreign tax credit.

The question of whether the notice was justified or not is still very much
open to debate. According to the purists, it is clear that especially in this
case it is undermining the purpose of subpart F: the purpose of subpart F
in the same-country exception area is to tax this passive interest income,
and you are essentially making this passive income go away through the use
of “check the box.” But, more broadly, as a policy matter, the real question
is, should subpart F really be based on this active/passive distinction, or
should it be based, as in other countries, on whether the income was taxed
overseas? As we have seen in France — and the same goes for Japan, Sweden,
and some other countries — there is an explicit reference to the overseas tax
rate. But even if there is, we also saw that the French will also not tax this
situation even though there is a tax holiday in China, because this is active
business income in the local market. To the extent that it is localized, it is
real activity; they will not tax it for the same reasons that the Americans
and other people do not tax it: reasons of competition. Ultimately you can
imagine a world — and perhaps it is a better world — in which all residence
countries tax foreign-source active income that is not taxed somewhere
else. That is, all tax holidays are eliminated. In order to decide that, you
need to make a policy judgment that tax holidays are a bad thing for the
source countries. That is also problematic, but can be discussed.

In any case, you can imagine a world in which residence countries tax
all CFCs currently on all income (and about 85 percent of multinationals
are headquartered in OECD member countries, so if the OECD member
countries wanted to get together they would catch most of them and they
would be able to tax them to the extent they are not taxed somewhere else).
This is clearly the situation that would best preserve CEN. Would it be
better for the world? That remains to be seen. If you think that giving tax
holidays is not a good thing for developing countries, then perhaps that
would be better; more precisely, if you think that developing countries only
give tax holidays because of competition with other developing countries,
then perhaps this would eliminate the competition, and that would be
a good thing because developing countries would then be able to collect
revenue.

The debate around Notice 98-11 has rekindled a whole reevaluation of
subpart F in the United States, and there two very thick volumes have been
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published. One is by the National Foreign Trade Council (the biggest lob-
bying group of American multinationals), in which they argue vociferously
for restricting subpart F to passive income on grounds of competitiveness.
In the very last days of the Clinton administration, December 2000, the
Treasury issued a 216-page study of subpart F that essentially defended
the current system and explained the rationale behind its thinking that
the notice was appropriate. However, since then several tax laws have been
passed with no significant change enacted in subpart F. This suggests that
these two perspectives have cancelled each other out.



Taxation of residents: Business income

In this chapter we will focus on the taxation of residents on active income,
and the central focus will be on the foreign tax credit. The foreign tax credit
may be the most important element in U.S. multinational tax planning, and
it is important to understanding the ways in which companies structure
their operations. In addition, as a general international tax matter, every
country that has a global tax system and hopes to avoid double taxation
must give a foreign tax credit.

A foreign tax credit is different from a deduction. A deduction is an item
that reduces gross income to net taxable income and therefore has a worth
equal to the tax rate. For an American corporation with a tax rate of 35
percent, each dollar in deduction is worth 35 cents. By contrast, a credit is
an item that reduces the actual tax paid. For the same American business in
the 35 percent bracket, a dollar of credit is worth one full dollar. Thus, even
though the American foreign tax credit is elective, a credit is preferable to
a deduction in almost all cases.

Consider an American corporation with a foreign income of 100 subject
to foreign tax at a rate of 35 percent and U.S. tax at a rate of 35 percent.
The company’s U.S. gross income before deduction is 100, and its U.S. net
income is 65 (the original 100 less the foreign tax). The company is taxed
on its U.S. net income at the U.S. rate of 35 percent, meaning it owes 35
percent x 65 = 22.75 in U.S. taxes. After the company pays both foreign
and U.S. taxes, its net income is 42.25.

Now assume that the company is eligible for a foreign tax credit. It still
has foreign income of 100, foreign tax of 35, and U.S. gross income of 100.
Now, however, U.S. net income is also 100 because we are considering a
credit rather than a deduction. The company is taxed on the full amount of
foreign income before tax, which means that the U.S. tax is tentatively 35.
However, the company is able to credit the full foreign tax — that is, reduce
tax paid to the U.S. government dollar for dollar for the amount to the
foreign country — and in this case ends up owing no tax to the American

150
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government. Thus under the tax credit the company has 65 in after-tax
income rather than 42.25 under the deduction.

A number of steps must be taken to receive the foreign tax credit. First,
the credit is elective, so a company must elect to take the credit. After that,
a company must meet three criteria, because the credit is considered an
extraordinary benefit to taxpayers — it eliminates U.S. revenue. The first
requirement is that the tax actually be paid to the foreign government.
The second requirement is that the tax be paid by the taxpayer. The third
requirement is that the tax be creditable. If the company does not meet the
first two requirements, it receives neither a credit nor a deduction; if it does
not meet the third requirement, it receives a deduction but not a credit.

Here we consider each requirement in more depth. The first require-
ment is that the foreign tax be paid. This resolves itself into more specific
subquestions. First, was there a payment to the foreign government? This
question seems relatively simple, but in order to prove that a payment
was made, the American regulations require a receipt showing the amount
paid, the date, and that it was paid to the government. The date is par-
ticularly important because the amount paid is generally listed in foreign
currency and the date allows that foreign currency to be matched with a
specific exchange rate. This is not always possible: consider the situation of
withholding tax imposed on the American taxpayer but collected by some
foreign withholding agent. In that situation, the receipt will be furnished to
the withholding agent and not to the taxpayer, because it is the withhold-
ing agent that makes the actual tax payment to the government. Further,
sometimes there is no receipt at all, either because the taxpayer forgot to
get it or because the foreign government would not issue it. In the case of
Continental Illinois Bank, Continental (a large, sophisticated corporate tax-
payer) was not able to obtain receipts for payment made by its withholding
agent. Instead, it produced letters from the borrowers stating the tax paid
and the date. The government and the court rejected this method; in the
language of Judge Posner, this is a foreign tax credit, not a foreign fraud
credit. Allowing credits without receipts creates the incentive for taxpayers
to collude with foreign persons to inflate the amount of tax without paying
any actual tax.

The second subquestion is whether the amount paid was actually a tax.
This question is especially relevant in situations involving oil-producing
countries. When a country has oil deposits and gives permission to a foreign
company to extract oil, the payments that it will collect from the American
company are more in the nature of a royalty than a tax. The history of
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this requirement was that in the 1940s, when the Americans first started
to extract large quantities of oil from Saudi Arabia, they had to pay a non-
creditable royalty to the king of Saudi Arabia. In the 1950s, someone decided
to change the label of the payment from a royalty to a tax. The IRS then
took the position that it was not a tax despite the label, and therefore that
it was not creditable. However, the U.S. State Department in the 1950s and
1960s insisted that those taxes be creditable; this was a way to give foreign
aid to the Saudis when the Saudis were a very important American ally in
the Middle East but it was difficult to provide direct aid because of the war
with Israel. In the 1970s, the IRS prevailed, and since then the regulations
have stated that a tax is a governmental charge that applies to a large class
of people and cannot be a payment for a specific benefit.

The third and fourth questions are related to each other. The third ques-
tion, known as the refund rule, is whether the foreign government kept the
money that was paid in taxes. The fourth question, known as the subsidy
rule, is whether the government conferred a benefit to the taxpayer because
of the tax payment. In that sense, the subsidy rule is similar to the previous
question of whether the money paid was actually a tax, with the techni-
cal difference that the subsidy involves a real tax that is partially refunded
through a specific benefit, whereas the previous case involves monies paid
in exchange for some kind of benefit. The line between these two situations
is not easily drawn, but in both cases the taxpayer is not eligible for a credit.

A related issue regards the soak-up tax, which is only collected if a credit
is available in the other country. The American rule states that a tax is not
creditable if it is conditioned explicitly on the availability of the credit; in
particular, this applies to taxes exclusively on American investments. In
some countries, the size of the American investment is so great compared
to other foreign investment that it is possible to apply a generally applicable
tax to all foreigners with the goal of targeting the Americans who are eligible
for the credit. It is considered discriminatory to explicitly target Americans,
but it is allowable by international law to have a generally applicable tax on
all foreign investors. Thus the soak-up tax rule only applies when the tax
is specifically conditioned on the availability of the credit, regardless of the
underlying rationale for implementing other more general taxes.

The second rule asks whether a tax was actually paid by the taxpayer,
regardless of who actually bears the tax burden. The regulations state that
a tax is creditable to the taxpayer on whom foreign law puts the formal
legal obligation to pay the tax or on whom foreign law imposes the tax. The
following example illustrates this rule through a loan situation involving
gross versus net taxation. Consider an American bank that gives a loan to
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a foreign borrower. The loan can be stated in two ways. The first is for the
bank to charge a certain interest rate, say, 12 percent, less any foreign taxes
imposed. Thus if the principal is 100 and the foreign tax is 25 percent, the
lender actually gets 9. Loans are not usually done this way because American
banks are usually in a strong bargaining position. The typical contract is
written so that the American bank receives a set percentage regardless of
the foreign tax rate. This is called the gross-up provision and is meant to
shift the burden of the tax from the lender to the borrower.

It would seem that such an explicit provision stating that the lender does
not bear the tax would lead to a loss of the foreign tax credit. This does not
happen, however, because the technical taxpayer rule states that the credit
is available to whoever is the taxpayer under the foreign law, which is always
true for the lender in this case. The borrower may be the withholding agent
who collects the tax and transmits it to the foreign government, but it is still
a tax imposed on the American lender. Under the technical taxpayer rule,
the economic incidence of the tax is not important; rather, what matters is
where foreign law imposes the burden of the tax as a legal matter.

Consider the following example of the operation of the technical tax-
payer rule. This case, known as the Biddle case, is the Supreme Court case
that created the rule. Biddle involved a British corporation with individual
American shareholders. These were individual shareholders and thus they
were not eligible for an indirect credit because they did not own 10 percent
or more of the shares, and therefore could not credit taxes paid by the U.K.
corporation directly (we will discuss the indirect credit later). At the time,
the British system included a corporate tax that was paid by the corporation
and then a credit to shareholders for that tax upon payment of a dividend.
In this case, most of the British shareholders were eligible to get the credit
against their individual tax liability for the corporate tax. Thus the British
shareholder could, for example, declare income of 100. If the corporation
paid 35 in corporate tax and the individual tax rate is 40, the shareholder
would declare the whole 100 of income and would calculate his UK. tax
liability (in this example, 40); he would then take a credit for the corpo-
rate tax associated with his dividend. Thus the British shareholder’s net tax
would be 5.

A foreign shareholder, such as an American, would not receive the
credit for the corporate tax already paid. In the Biddle case, the Ameri-
can shareholders argued to the American court that they should be entitled
to a foreign tax credit for the UK. tax that was imposed on the corpo-
ration. They argued that the British treat this tax as an advance payment
of the individual tax liability, and the corporation functions as a mere
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withholding agent. The Supreme Court disagreed, saying that although the
British system treats the corporate tax as a tax on shareholders, corporate
tax integration does not exist in the American system. In addition, under
British law the corporate tax is still imposed on the corporation, because
the corporation is ultimately legally responsible for paying the tax. This case
established the technical taxpayer rule, since incorporated into the regu-
lations, which states that the important question is which entity is liable
under foreign law.

The third requirement is that the tax be creditable. The U.S. government
gives credit only for direct taxes, because it believes that this increases the
likelihood that the tax will be borne by the company. Most particularly,
no credit is available for consumption and value-added taxes, which are
deductible but not creditable. Under a consumption tax, the government
presumes that the tax is borne by the consumer, although it is difficult to
show that this is true. The more underlying rationale may be simply that if
the government agrees to forego tax revenue to prevent double taxation, it
is only willing to do that when that double taxation falls on a comparable
base.

The American position is that the tax credit is an extraordinary gift,
and the government is not willing to provide it for taxes that are not suf-
ficiently similar to the American income tax. This requires a definition of
the kind of tax that is sufficiently similar to the American income tax. The
regulations have a three-prong test. The first requirement is a realization
requirement: no tax is required for income that represents the unrealized
appreciation of assets. Thus, although the general definition of income
(attributable to Henry Simons) is consumption plus savings, and there-
fore would include appreciation in home value or increases in stock value,
the American definition includes only realized income when these assets
are sold. In many other countries, income is taxed according to the Simons
definition, meaning that income is taxed as it accrues rather than when it is
realized. However, although this difference poses a potential problem with
the realization requirement, it almost never causes a problem in practice
because the requirement is satisfied if the income is not taxed twice (once
when it accrues and again when it is realized).

The second requirement is the gross receipts requirement. This require-
ment states that the base of the tax cannot be broader than the American
base; in other words, gross income cannot be defined more widely than
the U.S. definition of gross income. One example of this difference in def-
inition regards the Norwegian oil tax, which was levied on 120 percent of
the actual base of sales. Countries sometimes artificially increase the tax
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base in order to compensate for the difficulty in establishing or auditing
deductions. This can make it difficult for American taxpayers to receive a
foreign tax credit, although in practice such inconsistencies are relatively
rare.

The most problematic of the requirements is usually the third, which
is known as the net income requirement. This requirement states that the
foreign definition of net taxable income must be similar to the Ameri-
can definition — meaning that the foreign government must give the same
deductions that the U.S. government would give, which frequently creates
a problem. One example of this is known as the Inland Steel case, which
involved a tax on mining operations levied by the province of Ontario,
Canada. This tax allowed deductions for all actual operating expenses of
the mine, such as depletion, but not for payments to the owners, such
as dividends and interest. This difference disqualified the tax from being
credited at the time, although a later case showed as a statistical matter that
other deductions sufficiently compensated for the disallowed deduction.

Another case involved deductibility of wages and the tax treaty with
Russia. Old Soviet law provided a high disallowance of deductions on excess
wages. When the tax treaty between the United States and the new Russia
was being negotiated, Russia hoped to disallow deductions for wages above
a certain level to discourage excess wage differentials between management
and ordinary workers. The United States did not agree with such a treaty,
and Russia eventually eliminated the restrictions on the deduction. Imme-
diately after the treaty was put into place, Russia implemented a 100 percent
tax on excess wages, which the United States regarded as an act of betrayal;
however, for political reasons, the United States did not negate the treaty.

Another example involves Bolivia, a small Latin American country that
depends heavily on American investment. In the early 1990s, a group of
American advisors convinced Bolivia to adopt a corporate cash flow tax,
a type of corporate consumption tax that has been repeatedly proposed
but rarely implemented. The corporate cash flow tax substitutes for the
regular corporate income tax and requires that corporations pay tax on
receipts minus outlays. A major difference between the corporate cash flow
tax and the regular corporate income tax is that it allows a deduction for all
expenditures, including capital expenditures, at the time of purchase. This
means that corporations are only taxed on supernormal (inframarginal)
returns, which are returns above the average in a competitive market, and
are not taxed on normal investment in the market. There are two ways to
deal with financial flows (loans and interest payments) under a cash flow
tax. The first way is to ignore them, not considering loans to be income
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and not considering interest to be deductible. The other way, which is
mathematically equivalent, is to include loans and income but to allow
a deduction for both interest and principal payments. Bolivia decided to
adopt the simpler version that ignored loans altogether. However, the IRS
said that this tax would not be creditable because it lacks a deduction for
interest and violates the net income requirement. Bolivia then proposed the
second scenario, allowing an interest deduction and a principal deduction,
and considering loans as income. The IRS again claimed that the tax would
notbe creditable, because it includesloans as income, something that differs
from the U.S. rules, and therefore violates the gross income requirement.
The end result was that Bolivia did not implement the corporate cash flow
tax at all because of the importance of American investment.

My own view is that this third requirement should be abolished. As long
as the tax was paid by the taxpayer, it should not matter if the tax was an
income tax in the American sense of the term. The distinction between
income taxes and other taxes was built on the idea that the incidence of
direct taxes is different from that of indirect taxes — an idea that is no longer
accepted by tax scholars. Perhaps the best way to address this problem is
to eliminate the third requirement. Barring that, however, one proposed
method of lessening the problem is to allow a credit for any tax whose base
is narrower than the American base. Under such a system, the value-added
tax would not be creditable because wages are not deductible in value-
added tax, but the Bolivian cash flow tax would be creditable because its
tax base is narrower.

Next we consider the foreign tax credit limitation. Every country that
has a foreign tax credit must have a limitation, although the limitation need
not be the particular kind used in the United States. The following example
illustrates why such a limitation is necessary. Consider a taxpayer with
100 in U.S.-source income and 100 in foreign-source income. The foreign
tax rate is 50, which is higher than the American tax of 35. The taxpayer
calculates his tentative U.S. tax as 35 for the domestic-source income and 35
for the foreign-source income. Without the limitation, he takes the foreign
tax credit and applies it to the total tax (which is 70). Because the foreign
tax of 50 is higher than the American tax of 35, the taxpayer is able to cre-
dit the additional 15 paid in foreign tax to the 35 that he owes in domestic
tax. The result is a net U.S. tax of 20 on the U.S. income and zero on the
foreign income. The taxpayer’s net after-tax domestic income is 80 and his
net foreign income is 50, which combines to a total net income of 130.
Notice that the total net income is the same as it would have been if the
taxpayer had earned 200 domestically in the United States; the taxpayer is
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therefore indifferent between investing in the United States and investing
in the foreign country, despite the higher foreign tax rate. In the case where
the taxpayer has no U.S.-source income, without the limitation, the U.S.
Treasury would be expected to refund the taxpayer the difference between
the foreign and the U.S. tax.

Two problems arise in the situation without a foreign tax credit limi-
tation. First, the United States is opposed to a foreign tax that eliminates
U.S. taxes on U.S.-source income. This opposition relates to the division of
constitutional authority in the United States. Because treaties are negoti-
ated by the president and ratified by the Senate, whereas tax laws have to be
passed by both houses of Congress, the House of Representatives does not
want foreign tax credits to reduce the tax rates that it sets for Americans.
The second problem, which is even more important, is that unlimited for-
eign tax credits create the incentive for other countries to raise their taxes
excessively. Consider the foreign country in the previous example whose
tax rate is set at 50. This country knows that a credit is available and decides
to increase its tax rate to 70. In this case, the taxpayer still has a total net
income of 130: before the change, it had a domestic net of 80 plus a foreign
net of 50, and after the change it has a domestic net of 100 plus a foreign
net of 30. The foreign country is better off because it collects 70 rather than
50. The only party that is worse off is the United States, which collects zero
in residual tax rather than 20 as in the previous example. Thus without the
limitation, the foreign country can increase its tax rate at the expense of
the American government.

Although the U.S. income tax did not include a foreign tax credit limi-
tation when it was implemented in 1918, the limitation was added in 1921
for the reasons just given. The overall limit is set out in section 904(a).
The limitation is calculated by taking the U.S. tax paid and multiplying it
by the foreign-source income divided by the worldwide income. U.S. taxes
paid can also be written as U.S. tax rate times worldwide income. This
manipulation brings us to the actual formula that is applied, which states
that foreign tax credit limitation equals U.S. tax rate times foreign-source
income. This limitation means that no credit is given for taxes above the
U.S. tax rate.

Here we apply this limitation to the previous example. The taxpayer
still has 100 in foreign-source income and 100 in U.S.-source income. The
foreign tax rate is 50 and the U.S. tax rate is 35. The taxpayer is therefore
allowed to credit 35, but not the extra 15 that exceeds the U.S. tax rate. Put
another way, the foreign tax credit limitation equals 35: 35 percent times
foreign-source income of 100. The taxpayer’s maximum credit is 35, and
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the extra 15 is not creditable. Thus the taxpayer has a net domestic income
of 65 and a net foreign income of 50 for a net total income of 115.

It could be argued that the foreign tax credit limitation is discriminatory
because it means that taxpayers have an incentive to invest in the United
States and not in a foreign country whenever the foreign rate exceeds the
American rate. However, this limitation is generally considered necessary
despite the violation of capital export neutrality because of the incentive
for foreign governments to raise tax rates at U.S. government’s expense.

Given that the foreign tax credit limitation exists, the question is how to
work with it. One important element is the level of foreign-source income.
The foreign tax credit limit is set at 35 percent of foreign-source income; if
the taxpayer can generate more foreign-source income, the limit grows. In
this example, if the taxpayer generates another 40 in foreign-source income,
his limit would be higher and he would be able to credit the whole foreign
tax. Thus American taxpayers, in addition to foreign taxpayers, care greatly
about the source of their income.

The other way to deal with the foreign tax credit limitation is to reduce
the effective foreign tax rate. The foreign tax rate of 50 in our example is
not the nominal tax rate, it is the amount that is actually paid to the foreign
country. If the taxpayer can reduce that amount, he can credit more and
his effective foreign tax rate will be lower and closer to the U.S. rate. The
way to lower the foreign tax rate is to use the formality of most foreign tax
systems to manipulate the amount of tax owed.

Lastly, the taxpayer can average various sources of foreign income to
reduce his average foreign tax to below the limit. There are a number of
potential ways for the U.S. government to deal with this situation. One pos-
sibility is to do nothing about averaging and allow taxpayers to do whatever
they want. The other possibility is to try to segregate high-tax from low-tax
sources; at the extreme, it could require every item of income to be subject
to its own limitation. In addition, there are two other types of limitations
that have both been employed. The first is to consider each country sepa-
rately, so income from each country is subject to its own limitation, with the
advantage that the taxpayer cannot average high-tax with low-tax countries.
The disadvantage, however, is that the taxpayer can still average high-tax
with low-tax income from the same country. The other alternative, which
is currently used in the United States, is to allow mixing by countries but to
disallow mixing within categories of income. This alternative assumes that
some categories of income, such as active income, are subject to high tax,
whereas other categories, such as passive income, are subject to low tax.
Yet another possibility is to have a per-country limitation and superimpose
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income categories over it. This was rejected in the United States because of
its complexity and because American multinationals wanted to be able to
continue averaging.

The categories of income for foreign tax credit purposes are called bas-
kets. The rationale behind the basket system is illustrated by the following
example. Consider an investor in an excess credit position, meaning that
he invests in a country with a tax rate higher than the American rate. This
investor has foreign-source taxable income of 100, and the foreign tax rate
is 50. The tentative American tax is 35, and therefore the foreign tax credit
limitation is 35. His U.S. tax liability is zero, but his total tax liability is
50 because he pays 50 to the foreign country. His after-tax income is 50
and he has an excess credit of 15, which represents the amount by which
the foreign tax exceeds the American tax. This amount cannot be credited
because it exceeds the foreign tax credit limitation.

This was the position of many American multinationals after 1986, when
the American corporate rate was dropped by about 10 percent. In that
position, the multinationals could choose between making an additional
investment in the United States and making another investment in a low-
tax foreign country. If the company invests in the United States, it has 100 in
taxable income from high-tax foreign country A and 100 from the United
States. Its foreign tax is still 50, and its U.S. tentative tax is 35 on the U.S.
income and 35 on the foreign income. The foreign tax credit limitation is
unchanged because the company has the same amount of foreign-source
income. The company gets a foreign tax credit of 35 and therefore owes 35
to the U.S. government for its U.S.-source income.

However, suppose instead that the company chose to invest in foreign
country B with no tax. The multinational has the same 100 from foreign
country A, but now has another 100 from foreign country B. The foreign
tax is 50 in foreign country A and zero in foreign country B. U.S. tentative
tax is still 35, but notice that the foreign tax credit limitation has grown
from 35 to 70 because the total foreign-source income has increased to 200.
The multinational is now able to credit the whole foreign tax because its
limitation is 70. The company shows 200 in its tax return with tentative
American income tax of 70. The company receives a credit for 50 of that,
which was already paid out in foreign tax, and is left with only 20 of Ameri-
can tax. This creates a significant incentive for taxpayers in an excess credit
situation to look for low-tax foreign-source income.

This is a violation of capital export neutrality because it creates an incen-
tive to invest abroad rather than in the United States. In addition, it means
less tax is collected by the United States: in our example, the United States
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collected 20 as opposed to the original 35 from the multinational. The
United States has made multiple attempts to limit the ability of taxpay-
ers to average income in this way. Until 1986, the United States had a
per-country limitation, which meant that tax rates could not be averaged
across countries. In the 1980s, however, it became possible to have low and
high tax from the same country; in particular, active income was typically
high-tax but interest income was typically low-tax. Thus the Treasury pro-
posed a basket system in addition to the per-country limitation in 1985.
The multinationals objected to the complexity of the dual system, and the
compromise was to use the basket system instead of the per-country system.

The current U.S. system allows companies to segregate foreign-source
income by category. Until 2004 there were nine categories, including one
category for active income; in that category, companies may average tax
rates in different countries, as there is no per-country limitation. In addi-
tion, there were separate categories for passive income, interest income,
income from financial services, shipping income, and other categories that
are liable for low taxation. The limitation had to be applied to each of those
categories separately.

To illustrate the importance of the different baskets, note that there was
a separate basket for high withholding tax interest, which is interest income
that is subject to withholding tax at 5 percent or more; that interest is sepa-
rated from low withholding tax interest. This division profoundly affected
ataxtreaty between the United States and Mexico. In treaty negotiations, the
United States lobbied for a zero withholding tax provision consistent with
the American model position. Mexico, however, wanted a rate of 10 per-
cent or more. However, the United States and Mexico agreed to set the
withholding tax at 4.9 percent in order to avoid the high withholding tax
interest basket. American lenders, and in particular Citibank, argued that
if the rate exceeded 5 percent and they could not credit the Mexican tax,
they would reduce lending to Mexican borrowers. Thus the basket system
has had significant effects beyond the traditional tax system.

Consider the following example, which casts doubt on the basket system.
In this example, the taxpayer begins by investing in country B, a low-tax
country. This taxpayer earns 100 of taxable foreign-source income and does
not owe any foreign tax. U.S. tentative tax is 35, and the foreign tax credit
limitation is 35. However, there is no foreign tax credit because there is no
tax, and therefore the tax owed to the U.S. government is 35. This taxpayer
has an excess limitation of 35, meaning it can credit additional foreign taxes
of up to 35. At this point the taxpayer may choose between investing in the
United States and investing in foreign country A, which has the high tax
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of 50 percent. If the company invests in the United States, it earns 100 in
country B and 100 in the United States. The foreign tax is still zero, and
there is no foreign tax credit because there is no foreign tax. The net tax is
35 on the foreign-source income (owed to the U.S. government) and 35 on
the U.S.-source income, for a total tax liability of 70.

Notice what happens if the company invests in foreign country A, with
a tax rate of 50 percent. In this case, the foreign income from country A
is 100 and the foreign income from country B is also 100. The foreign tax
is 50, and the tentative U.S. tax is 70 (35 on the income from country A
and 35 on the income from country B). The company’s foreign tax credit
limitation has grown to 70 and its foreign tax credit is now the full 50 paid
in tax to country A. Thus the position of the investor remains unchanged:
he has an after-tax income of 130. The main idea is that the taxpayer is
indifferent between investing in the high-tax country and investing in the
United States. Thus it is only taxpayers in excess credit who are hurt by the
basket system, whereas taxpayers in excess limitation are equally well-off
under either system.

This is a very important lesson for countries that grant holidays for
active income. These holidays achieve the intended purpose of benefiting
the American taxpayer for two reasons. The first reason is deferral. If a
multinational business venture has active business income, that income is
eligible for deferral and there is no current American tax. The second reason
is that active income is not subject to the baskets, and therefore it is possible
to average between the low-tax income in one country with a tax holiday
and the high-tax income in another country without one. As shown in the
example of the taxpayer with excess credit, such a taxpayer does have an
incentive to invest in the low-tax foreign country because that enables him
to credit the whole income. The tax holiday thus has a positive impact on
the American taxpayer as long as the taxpayer has high-tax foreign income
somewhere in the world.

This basket system is arguably not worth the complexity that it creates.
First, if averaging in the absence of baskets allows for violation of capital
export neutrality, averaging is still a problem in the basket system. Second,
the limitation is a violation of capital export neutrality. Finally, the basket
system achieves its intended purpose only for taxpayers in an excess credit
position; taxpayers in low-tax foreign countries receive no incentive to
invest in the United States. Since 1986, most American multinationals have
reduced the average foreign tax rate they face so that they are no longer
in an excess credit position. Perhaps the best system would be to have an
overall limit and forget about averaging, which is not really worth trying to
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prevent. In 2004, the number of categories of income was reduced, so that
now only active income cannot be averaged with passive income.

Our next topic is the operation of the indirect credit. To illustrate the
indirect credit, consider the situation where there are two taxpayers, one
of whom is a branch and the other a subsidiary, which is a CFC. Both the
branch and the subsidiary pay foreign tax. However, the branch will be eli-
gible for a foreign tax credit because the tax is imposed on the taxpayer,
whereas the subsidiary will not normally be eligible for the credit because
the foreign tax is imposed on the subsidiary, a separate entity from the
taxpayer. The subsidiary receives deferral while the branch does not, but if
the subsidiary pays a dividend, it would seem to make sense for the positions
of the subsidiary and the branch to be equalized.

Because of this consideration, the United States enacted an indirect credit
(section 902) stating that abranch is eligible for a direct credit under section
901 because the credit is for a tax that was imposed on the taxpayer. The
indirect credit is a credit that is only available for corporate taxpayers that
own 10 percent or more by vote of the shares of an underlying corporation.
It works in the following manner. There is a formula that provides for a
taxpayer credit based on the amount of foreign tax multiplied by the amount
of dividends received divided by accumulated profit, minus the foreign tax.
This formula is necessary because there may not be a distribution of the
whole accumulated earnings, and if this is true, the taxpayer should not
get credit for all of the earnings because some of those earnings are still
deferred.

Consider the following example of indirect credit. Suppose a taxpayer
earns 100, pays foreign tax of 35, and distributes the remaining 65 as a
dividend. The formula calculates credit as foreign tax (35) times amount of
dividend (65) divided by foreign profit (100) minus foreign tax (35), which
means that the taxpayer can credit the whole amount of the foreign profit.
If, however, the company distributed a dividend of only 50, this resolves to
35 over 50 divided by 65, which means that only a proportion of the tax is
credited.

A real-world example of indirect credit, known as American Chicle,
involved a corporation that argued, before the formula was added to the
regulations, that it should get a credit for the whole tax even though it
distributed only part of the profits as a dividend. The Supreme Court held
that the indirect credit is available only for the portion of the income that
was distributed, because otherwise companies would receive a deduction
and a credit for the same tax.
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Theindirect credit provision brings with it various complications, one of
which is illustrated by the Goodyear case argued before the Supreme Court.
Goodyear, the U.S. tire manufacturer, owned Goodyear U.K. in England.
Goodyear U.K. had some accumulated profits that it distributed as a divi-
dend, and it then claimed indirect foreign tax credit for U.K. tax. In 1973,
the United Kingdom gave a large refund to Goodyear U.K. that eliminated
any taxable income that it had in previous years, so it received refunds in
those years, too. However, those were the years in which Goodyear U.K. sent
the dividend to U.S. Goodyear. Because the amount of tax that it paid in
the United Kingdom was tied to the amount of accumulated profit, calcu-
lated under the British principles, the amount of tax paid and the amount
of accumulated profits should be reduced. However, the IRS argued that
the British calculation of taxes and accumulated profits was unimportant;
rather, the important calculation was regarding the dividend, which was
paid to an American company and needed to be calculated on American
terms.

If the Goodyear case had involved a branch, the branch’s income would
be calculated based on U.S. rules. There would have been no need to cal-
culate a dividend, because it would have been a branch. But suppose that
under American rules there was no income and under foreign matters
there was income, meaning that there was a tax. The United States does
not provide a foreign tax credit without foreign-source income, leading
potentially to double taxation. Goodyear made this argument in favor of
being allowed to use British or foreign definitions of accumulated profits,
because the tax is calculated based on the foreign definition. However, the
Court held that the dividend must be determined according to American
principles, because otherwise the law would benefit people who invested
in subsidiaries more than people who invested in branches. Because the
purpose of the indirect credit was to equalize subsidiaries and branches,
the Court said that all calculations must be made according to American
law even if this results in possible double taxation. The importance of the
Goodyear case is that the American definition of accumulated profits must
be used in calculating the formula.

In some cases, the mechanical application of this rule would lead to very
strange results. One such example involves the Vulcan case. Vulcan was a
Saudi Arabian corporation, a joint venture between the U.S. parent and the
Saudi parent. Under Saudi law, Saudi nationals (including corporations)
do not pay income tax, but rather pay zakat, an Islamic noncreditable tax.
In joint ventures between Saudis and foreigners, the corporate profit must



164 INTERNATIONAL TAX AS INTERNATIONAL LAW

be divided into the part allocable to the Saudi partner and the part allocable
to the American partner. Income tax is applied only to the income that is
allocable to the American party, and the noncreditable tax is applied to the
Saudi income. In this case, the business relationship was not a partnership,
but rather was a corporation, resulting in indirect credit with a dividend,
and the issue in the case was how to calculate accumulated profits. The
IRS argued that accumulated profits under Goodyear should be defined in
American terms; in American terms, accumulated profit is the profit of the
whole enterprise, even though part of the profit was subject to income tax
and the other part was not. The IRS argument would have resulted in a
much smaller percentage of the tax being creditable.

The tax court found that the IRS had gone too far; it agreed that Goodyear
established that American principles should be followed, but in this case the
foreign system was so different that an exception must be made. The court
decided that American taxes should be calculated based on the proportion
of income that was allocable to the American party, just as if the business
relationship had been a partnership.

The last example we will consider for indirect credit involves the Xerox
Corporation, a large American manufacturing company that produces
copying equipment. Xerox had a subsidiary that in turn had its own sub-
sidiaries. These subsidiaries were governed by the British system, which
stated that a dividend payment from a British corporation to a foreign
shareholder is subject to the ACT (Advanced Corporate Tax). The ACT
is tied to the amount of the dividend and operates like a withholding tax
on dividends. In general, this ACT amount is applied as an offset to the
corporate tax. Suppose that a British company disburses a dividend of 65,
subject to an ACT of 20. The corporate tax is 35. In this case, a credit
is available for the ACT, and the corporate tax owed is reduced from 35
to 15.

The United States negotiated a treaty with the United Kingdom in 1975
that mirrors the ACT system and explicitly states that the ACT is cred-
itable. However, another UK provision states that if no corporate tax is paid
by the corporation (it may have foreign tax credits or net operating losses),
the ACT may be applied to corporate tax paid by subsidiaries, even though
the subsidiary has not distributed its earnings. The IRS said that the ACT
is not creditable in this situation because even though it was collected from
the company, it was then used to offset corporate tax on earnings that have
not been distributed and are subject to deferral. The taxpayer successfully
argued that under the terms of the treaty it is always allowed to credit
the ACT.
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The surprising aspect of this decision relates to the technical explanation
of the treaty, a document written by the treaty negotiators and submitted
to the Senate to explain how the treaty is supposed to work. The technical
explanation in this case clearly stated that no credit should be given when
the ACT was applied to subsidiaries. Second, when the problem arose,
the United States negotiated with the British protocol to the treaty and
explanatory letter, concluding that the timing of foreign tax credits under
the treaty should be determined entirely under domestic law. Because the
current situation was a matter of timing, the Americans thought that the
matter had been resolved.

Despite this, the court sided with the taxpayers. First, it rejected the
technical explanation as controlling on the grounds that there is no evidence
that the British had ever seen it; this argument is questionable because
countries that negotiate tax treaties with the United States know about
the technical explanation and generally examine it themselves. The court
agreed, according to the explanatory letter, that the timing of the credit
should be governed by domestic law; however, it found that the real issue was
not timing, but rather whether the ACT was collected as a tax. Finally, the
courtrelied on affidavits with sworn statements by the British and American
treaty negotiators that the real intent was to allow the credit under these
circumstances. This last tactic was very unusual, because generally the intent
of the treaty is determined by the actual treaty and the technical explanation,
and the hindsight recollections of negotiators are not considered.

The question arises of how much income is trapped by deferral. That
is, how many American multinationals that have subsidiaries with low-tax
foreign-source income subject to deferral do not redistribute this income
back to the United States because it would trigger a tax that would other-
wise be deferred? Statistics show that American multinationals in general
repatriate a relatively low percentage (less than 17 percent) of their overall
foreign earnings. Analysts hypothesize that the other earnings are trapped;
this would be an argument for repealing deferral, because it would encour-
age people to bring earnings back to the United States. In 2004 a temporary
one-year rule was adopted allowing multinationals to repatriate earnings
and pay only 5.25 percent tax on the dividend, and very large amounts were
repatriated.

In situations where corporations can average, they may choose to bring
the income back because there is no additional cost in doing so. The tax
director of an American multinational with a hundred or two hundred
subsidiaries expends a lot of effort to achieve maximum deferral and max-
imum foreign tax credit. An exceptional tax director would be able to take
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advantage of all possible deferments and, on the rest of the income, would
pay foreign taxes but never American taxes. American multinationals are
required to publish their effective tax rates in their financial disclosures and
must show how much worldwide tax they pay. Before 1986, this percentage
was approximately 20 percent of financial income; in 1986, this number
jumped to 30 percent when a number of loopholes were closed; since 1986,
it has again fallen to 20 percent, in part because of the corporate tax shelter
movement.

Corporate tax shelters are one of the most recent phenomena in United
States tax law. They involve what was traditionally the role of corporate
tax advisors, lawyers, and accountants: to come up with methods to reduce
taxation. Since about 1995, a new phenomenon has emerged that involves
people in accounting firms and investment banks taking the initiative to
look at the Code and the regulations and think about ways in which tax-
payers can reduce their taxes before the taxpayers actually approach them.
These people approach their corporate clients and attempt to persuade
them to adopt these strategies, whose only business purpose is to reduce
taxes. Then the accounting firm or investment bank collects the fee for
selling the product. This strategy is not against the law, but it is possible
that it will not withstand IRS scrutiny; this may depend on the scheme not
being discovered, which raises ethical questions. However, the corporate
tax shelter movement has become very large, and its success is evidenced by
the reduction in effective taxes as a percentage of book income since 1986.

Consider the following example of corporate tax shelters involving Com-
paq Corporation, the computer manufacturer. An investment bank called
21st Century Securities advised Compaq to buy Royal Dutch Shell for 100.
A minute later, Compagq received a dividend of 15, and then another minute
later, Compaq sold the stock for 85. The key to the transaction was that the
dividend was subject to a creditable Dutch withholding tax of 5. Compaq
was therefore able to apply this credit against other foreign-source income
that was low-tax. It is clear from this transaction that Compaq did not bear
the economic burden of the tax, because it bought the stock for 100 and
received the same 100 back in dividends and stock sales. Thus the tax of
5 paid to the Dutch government clearly did not come out of Compaq’s
pocket. The tax was economically borne by the person who bought and
sold the stock, because the selling price and the buying price did not reflect
the tax. Why were these parties willing to absorb the tax? The parties were
tax-exempt institutions that could not get a tax credit; this transaction
therefore essentially involves the buying and selling of foreign tax credit
from a company that is not able to use it to a company that is able to use
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it. The Tax Court decided in the Compagq case in 1999 that even though
such a transaction is allowable according to the technical taxpayer rule, the
credit was disallowed because no business purpose existed for the transac-
tion. Even before this, in 1998, the IRS issued notice 98-5 disallowing the
credit where the transaction exhibits no profit potential (this notice has
since been withdrawn, but the principle still applies).

Although the court probably reached the correct result in this case, it
exhibits several problems, which led to the taxpayer winning on appeal.
First, a very similar case decided in 2001 came to the opposite conclusion.
In that case, a company called Alliant engaged in exactly the same type of
shelter as Compag; it was the same transaction involving the same com-
pany and investment bank. Even though the facts were the same, the court
decided in Alliant that the transaction was allowable and refused to disallow
the credit. In Alliant, the court said that business purpose is irrelevant; the
important consideration is not economic incidence of the tax but rather
which party has legal liability for the tax. Second, this case calls into ques-
tion the scope of the IRS’s power. Many transactions are conducted with
limited profit potential. Banks, in particular, engage in many transactions
with limited profit potential because of the small difference between the
interest collected and paid, even if such a transaction is in the bank’s busi-
ness interests. However, it is important to understand that, in principle, a
transaction involving the foreign tax credit with no potential for economic
gain is subject to potential IRS attack.

More broadly, the question is, what should be done about the corporate
tax shelter phenomenon in general? The current IRS approach is limited
because it involves attacking the shelters individually and does not address
the source of the problem. In addition, the penalties imposed in these cases
are relatively low and do not represent a sufficient deterrent.

One aspect of American business that exacerbates the tax shelter problem
is that American corporations are required to keep two sets of books, one for
tax purposes and the other for financial disclosure. The reason for the dual
accounting system is that each set of books fulfills its own purposes: taxes
are meant to collect revenue for the government, and financial disclosure
is meant to provide accurate information to shareholders and other credit
investors. It makes some sense to keep financial records separate, especially
because financial accounting tends to be more conservative and encour-
ages accountants not to overstate income. However, it seems clear that
the system provides perverse incentives to American management, which
is ultimately responsible both for the tax reporting and for the financial
disclosure. American management cares deeply about financial disclosure,
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and especially about earnings per share, because that amount also deter-
mines their own compensation and the stock price.

However, because of the distinction between tax and financial disclosure
records, American managers are free to reduce their taxes without hurting
the earnings per share. They can report high profit and high income to
the shareholders while reporting low profit and low income to the IRS.
In many other countries, tax and financial disclosure records are linked,
giving managers the incentive not to understate profits for tax purposes or
overstate them for financial disclosure purposes.

It is extremely difficult to solve the tax shelter problem on a case-by-
case basis. In the Compaq case, for example, the solution would be to
change the technical taxpayer rule, which would be almost impossible to
do appropriately because it is difficult to determine who bore the economic
burden of the tax. The IRS method of disallowing transactions with low
profit potential is also problematic because it is difficult to define what profit
potential is too low. Thus a broader approach to addressing corporate tax
shelters may be necessary to resolve the perverse incentives in the system.



The United States and the tax treaty network

This chapter will discuss tax treaties. The United States has just adopted a
new model tax convention (2006), replacing the 1996 model. Commentary
on the OECD model is updated constantly; thus, although the original
current version of the OECD model dates from 1992, it is really a 2006
document because of the updated commentary.

Like any tax treaty, the U.S. model treaty is entitled “Convention Between
the United States of America and Foreign Country for the Avoidance of
Double Taxation and the Prevention of Fiscal Evasion With Respect to Taxes
on Income.” This title provides us with quite a bit of information. First, the
model treaty was published by the United States and therefore embodies
the American position. However, the model may not be similar to any treaty
that the United States has ever signed, because the model treaty is just the
starting point for bargaining with the United States.Second, the title states
that the treaty, like all tax treaties, is for the “Avoidance of Double Taxation
and the Prevention of Fiscal Evasion.” In truth, tax treaties are generally not
to prevent double taxation, although they do help in borderline situations,
such as cases where income source is disputed. Treaties do not always help
in these instances, however. Recall the Boulez case, in which the United
States thought Boulez provided services and the Germans said the money
paid represented a royalty; despite the existence of a treaty, the countries
could not agree, and the result was double taxation.

If treaties do not address double taxation, what do they do? Treaties shift
tax revenue from source countries to residence countries, because under the
generally accepted rules, the source country is allowed to impose the first tax
on any revenue deriving from sources within it. In the absence of a treaty,
source countries can tax both active and passive income within the country.
In addition, source countries are not bound by a permanent establishment
or treaty sourcing rule defining what income originates within the country.

Treaties shift the burden of taxation from source to residence coun-
try in two ways. The main mechanism for active income is the definition
of permanent establishment. Treaties generally bar source-based taxation
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unless an enterprise of the other state has a permanent establishment in the
source country. The main mechanism for passive income is a reduction in
withholding its source. The U.S. model treaty reduces taxation on interest
and royalties to zero; the only category of passive income that is eligible
for source-based taxation is dividends, which are taxed at a reduced rate.
The U.S. goal in treaty negotiations is that active income is taxable at the
source if it is attributable to permanent establishment, and passive income
is taxed more on a residence basis.

This treaty structure works well if the flows of income are reciprocal,
but creates a problem for developing countries. In the reciprocal situation,
residents of country A derive income from sources from country B and
residents of country B derive income from sources of income from coun-
try A. In the absence of the treaty, country A will tax the country B resi-
dents’ source income and country B will tax the country A residents’ source
income; both countries A and B will probably grant a tax credit or exemp-
tion to alleviate double taxation and encourage cross-border investment.
The treaty shifts the taxation of some categories of income, particularly
passive income, from the source to the residence country. Under the treaty,
country B will not tax passive income that goes to country A residents and
country A will not tax passive income that goes to country B residents. As
long as the capital flows are more or less reciprocal, the treaty reduces the
administrative bother of imposing withholding taxes, and the net revenue
is more or less the same. The amount that country A loses by not imposing
its withholding tax is regained by not having to give credit for the taxes
imposed by country B on income its own residents earn overseas.

If the investment flow only goes one way, and investment always flows
from country B into country A, then it is much harder to get into a tax
treaty because a tax treaty will always transfer revenue from country A to
country B. Thus developing countries have traditionally not chosen to enter
into treaties with developed countries because the treaties lead to a loss of
taxrevenue. Thus developed countries such as Germany, Sweden, and Japan
have historically had extensive treaty networks with developing countries
because they were willing to provide tax-sparing credits, but the United
States had few treaties with developing countries until the 1990s. Because
of this tax-sparing issue, the United States has treaties with all the OECD
member countries but relatively few with developing countries, although
the situation has changed somewhat in recent years. One reason for the
expansion in treaties with developing countries is that the treaty provides
certainty for American investors regarding the tax law of the other country,
and most developing countries consider it to their benefit to encourage
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American investment. Another reason is that treaties generally include an
exchange-of-information provision that allows the developing country to
obtain information exchanged from the United States.

Next we consider a few specific items in the U.S. model, some of which
differ from the OECD model. One such difference is that the U.S. model
treaty “shall not restrict in any manner any benefits now or hereafter
accorded by the laws of either contracting state.” In other words, from the
American perspective, treaties may never increase taxation, but may only
reduce the taxation that would otherwise apply. One reason for this is that
tax laws are passed by Congress as a whole, whereas treaties are ratified only
by the Senate. A tax increase through a treaty would be unconstitutional
because it would never have been ratified by the House of Representatives. A
related point is that the United States only allows treaties to reduce foreign
taxation of Americans and American taxation of foreigners; treaties cannot
affect the way the United States taxes American residents. This provision
is written into the savings clause, appearing in most American tax treaties
at the end of the first article. The savings clause also states that people who
have lost their citizenship for tax-motivated reasons should be treated as if
there were no treaty, because the United States argues that treaties are not
designed to protect Americans from American tax.

Article 2 of the treaty states that the taxes covered in the treaty are only
certain federal taxes. The social security tax, which is a payroll tax, is gen-
erally excluded and sometimes is covered by other agreements. Estate and
gift taxes are also covered by other agreements. The treaty thus has the
largest effect on the imposition of the American income tax. Importantly,
tax treaties do not generally protect against any type of state tax. Most states
have corporate and individual income taxes, which may impose a high bur-
den. In particular, a foreign company might wish to open an office in New
York City to engage in preparatory and auxiliary activities, which is exempt
from federal taxation by the permanent establishment article. However, the
combined New York state and New York City corporate income tax can be
as high at 20 percent, imposing a significant tax burden on the company.

Article 4 covers residence and is important because it defines who is cov-
ered by the treaty. In general, groups covered by the treaty are U.S. citizens
and residents; tie-breaking rules are included to prevent dual-residency sit-
uations. Corporations are deemed to be residents in the country in which
they are incorporated, although the United States is often willing to nego-
tiate that point.

Next we turn to a discussion of the substantive provisions. Article 5
covers permanent establishment. This provision is quite narrow in scope;
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the permanent establishment threshold is set high because the United States
is a developed country interested in reducing source-based taxation of
capital-exporting enterprises. Thus a construction facility or an oil drilling
facility must be in the country for more than twelve months to be taxed,
similar to the OECD model treaty. The article also includes a long list
of exceptions and a specific bar against force-of-attraction rules in which
income is not attributable to a permanent establishment.

Article 4 covers real property; taxation of real property at source is
allowed, including, as under the American rule, corporations, most of
whose assets are real property. Article 7 is the business profit article, which
talks about taxation of business profits only if they are connected to a per-
manent establishment; Article 9 is the associated enterprise article, which
says that if there is a transfer pricing adjustment and the other country
agrees to it, then the other country shall make a corresponding adjust-
ment to prevent double taxation — but notice that the other country must
agree. Many transfer pricing adjustments unfortunately are not agreed to
by the other country and result in double taxation (source-source double
taxation), so this article is of only a little help.

The subsequent articles reduce source-based taxation on passive income,
dividends, interest, royalties, and capital gains. These articles are the heart
of the treaty, whose main function is to reduce source-based taxation of
passive income. Under the American model, the only source-based taxation
that is allowed is the tax on dividends; there is no tax at all on interest,
royalties, or capital gains. The OECD model, by contrast, permits tax on
interest. Under the U.S. model treaty, a tax of 5 percent is allowed on direct
dividends (dividends to corporations who own a high percentage of the
shares) and 15 percent for portfolio dividends.

The next articles address independent services and other special topics.
Article 22 covers limitation of benefits and is a major element in modern
American treaties. The limitation-of-benefits article governs cases such as
the SDI case that we discussed previously, in which copyrighted software
was licensed to The Netherlands and from there licensed to the United
States, and royalties were paid from the United States to The Netherlands
and from The Netherlands to Bermuda. This was beneficial to the company
even though the software was in Bermuda and the ultimate use of it was
in the United States, because The Netherlands has a tax treaty with the
United States that reduces taxation of the royalties to zero and Bermuda (a
tax haven) does not. As we saw in that case, the IRS argued that although
the royalties from The Netherlands to the United States were protected
by the treaty, the royalties from The Netherlands to Bermuda were also
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U.S.-source royalties because of the software’s use in the United States.
However, the court rejected that argument, saying that if it permitted the
taxation of U.S.-Netherlands royalties it would be allowing double taxation
if these royalties were not protected by treaty. As previously discussed, this
seems like a strange argument, because the treaty shopping occurred only
because of the treaty.

Most U.S. treaties did not have elaborate anti—treaty shopping mecha-
nisms before the 1980s, and other countries were able to use those treaties to
get reduced withholding taxation. Consider the example of the Netherlands
Antilles, a Caribbean tax haven that used to belong to The Netherlands.
Before the enactment of the portfolio interest exemption, American com-
panies established Netherlands Antilles subsidiaries and were subject to a
zero withholding tax on interest from those subsidiaries through the U.S.-
Netherlands tax treaty. In 1984, the United States terminated the extension
of the treaty to the Netherlands Antilles and enacted a portfolio interest
exemption; at the same time, it instituted a limitation of benefits. These
limitation-of-benefits articles are often much more complicated than the
model version because other countries want to create loopholes to allow
for treaty shopping.

Limitation-of-benefits provisions state that the treaty confers benefits
only on individuals who are physically present in the other treaty coun-
try and companies that either are publicly traded on a stock exchange of
the other country or are privately owned companies that do not pay half
or more of their income to a resident of a nontreaty country. The model
treaty takes the view that reductions in source income taxation should be
accompanied by increases in residence income taxation. For example, the
residence article states that if an entity is fiscally transparent in the resi-
dence country and is a partnership not subject to residence-based taxation,
the entity really belongs to a group of people in another country and is
therefore not considered a resident. Thus the treaty attempts to reduce tax-
ation at the source only if taxation increases on a residence basis, although
it is unclear that the limitation-on-benefits provisions really achieve this
purpose.

The treaty also includes an earning stripping provision that prevents
the deduction of too much interest from the United States. Note, however,
that the provision applies to interest but not to royalties; companies may
therefore strip earnings through royalties without penalty.

The United States is probably correct in insisting on limitation of bene-
fits, although other countries certainly do not agree that they need to
abide by the American position. Without limitation of benefits, nontreaty
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countries have less incentive to negotiate, because they have a so-called
treaty with the world, meaning that they can always benefit from other
countries’ treaties by entering the treaty network through another country.

Article 24 contains a nondiscrimination provision stating that countries
may not discriminate against residents of the other treaty. Article 25 is the
confident authority procedure for mutual agreement, which provides for
some (generally nonbinding) arbitration in cases where the treaty lacks
binding force.

The last important component of the American model treaty is the
exchange-of-information provision, which is found in Article 26. The
United States believes that this provision is essential if it is to enforce
residence-based taxation on its own residents. The United States has been
willing to forego the ratification of a treaty rather than ignore this pro-
vision. For example, the U.S.-Israel treaty was delayed for almost twenty
years because the Israelis were not willing to give sufficient written assur-
ance of cooperation in exchange-of-information requests. The exchange-
of-information provision raises important privacy questions: is it necessary
to make a specific request for specific information about a specific resident,
or is it possible to request information about a group of residents without
including names? In addition, bank secrecy provisions mean that often a
government might not have the information requested. In addition, no
worldwide system of tax identification numbers exists, so it is not necessar-
ily true that information provided by a country would be linked to specific
taxpayers.

Now we turn to two topics that are important in treaty negotiation
although they are not included in the model treaty. The first topic is tax
sparing, reflected in the provisions of Article 22, which requires that foreign
tax credit be given only if foreign taxes are actually paid. A number of
other countries provide for tax-sparing credits; Germany and Japan, for
example, give credit for taxes that would have been collected at source
from a permanent establishment or a subsidiary except for a tax holiday.
The rationale is that a tax holiday in a global system may simply lead to
a taxpayer owing more tax to the residence country. However, this may
be an overly narrow interpretation, because the availability of deferral and
averaging means that tax holidays usually benefit taxpayers even without
tax sparing. Tax sparing has been an especially contentious issue in treaty
ratification: the U.S. Senate has been insistent that it will never ratify a
treaty that provides for tax sparing, because it can result in zero taxation.

The second issue involves treaty overrides, which are a uniquely Amer-
ican provision with relatively limited scope. The U.S. Congress takes the
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position that treaties do not have a status above domestic laws; the treaty is
superior if it is implemented after a law, but the law is superior if it is imple-
mented after the treaty. Treaty overrides are based on a supremacy clause in
the U.S. Constitution that says that laws and treaties shall be the supreme
law of the land. Because laws and treaties are used in the same sentence,
without a specific priority given to one or the other, the clause has been
interpreted to mean that laws and treaties have the same status. However,
unlike laws, treaties are negotiated with another party; the other party may
feel that it is entitled to the benefits of the treaty without the risk that the
treaty will be unilaterally changed by the U.S. Congress, and international
law seems to support this argument. The American position is based on the
argument that treaties are only ratified by the Senate whereas tax laws have
to be passed by both houses of Congress, and therefore Congress must be
able to supersede treaties.

Although treaty overrides are a contentious issue, the actual number of
tax treaty overrides is relatively small. One explicit treaty override was the
branch profit tax provision in 1986, which added a limitation-of-benefits
rule to preexisting American treaties that did not have such a provision.
This override is generally obsolete now because almost all of the treaties
that it affected have since been renegotiated.

The most recent example of a treaty override occurred in the context
of “check the box.” This was the previously discussed situation in which a
Canadian company had an American subsidiary with U.S.-source income.
The subsidiary repatriated the U.S.-source income to Canada, except that
the American subsidiary was treated as a branch by U.S. authorities and was
therefore not subject to corporate tax on dividends. The payments from
the U.S. subsidiary to Canada were treated as interest that was deductible
and subject to a reduced withholding tax. The U.S. subsidiary was treated
as a subsidiary for Canadian purposes, and therefore the payments were
treated as dividends, which are exempt in Canada.

The United States took the position once again that a reduction in tax
on source income should be contingent on an increase in tax on residence
income. The United States therefore passed a treaty override stating that
taxation will not be reduced for the hybrid entity that is treated inconsis-
tently. Almost immediately, Canada agreed with the interpretation of the
treaty and negotiated a protocol to change the treaty. Although this may
imply that the treaty override was unnecessary because the Canadians were
willing to renegotiate, it takes a lot of money and approximately a year’s
time to negotiate a protocol, so it was not necessarily inappropriate for the
United States to use a treaty override.
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Despite the contention surrounding treaty overrides, the United States
hesitates to make use of the provision and has been very careful not to
override treaties since 1986. In general, the United States attempts to avoid
overrides and the appearance of overrides. When the capitalization rule
was enacted in 1989, the United States went to great lengths to avoid the
appearance of a treaty override by extending the provision to domestic
tax-exempt entities.

We now turn to a discussion of specific treaties and their provisions. We
will use the U.S.-China treaty as an example of the extent to which the United
States is willing to depart from the model treaty. The treaty negotiation was
concluded in 1984 and came into effect in the beginning of 1987. This
treaty is unique because it is one of the first treaties that the United States
negotiated with a developing country; until the 1990s, the United States had
difficulty negotiating treaties with developing countries because of the tax-
sparing issue. The U.S.-China treaty is significantly different from the U.S.
model, and it is more favorable to source-based taxation, demonstrating
that the United States was quite willing to alter the model treaty in favor of
the treaty country.

Article 1 begins with a discussion of which taxes are covered by the treaty.
As usual, the American federal income tax is included, along with a list of
Chinese taxes. Many of these taxes were significantly altered by the Chinese
tax reform of the early 1990s; although a standard treaty provision states
thatthe treaty applies to substantially similar taxes, it is not clear whether the
fundamental changes in Chinese tax law are technically still covered by the
treaty. At some point, it will probably be necessary to renegotiate part of
the treaty because of changes in tax law in both countries, but this often
takes quite a long time.

After the listing of taxes, the treaty includes a definition of residency.
In this treaty, the provision shows relatively little concern for dual resi-
dency and does not include a tax-sparing clause, although both of these
are addressed in protocols after the treaty. The article includes the usual
savings clause, which states that the United States can tax its citizens and res-
idents regardless of the treaty; the definition of resident is cross-referenced
to the United Nations model treaty, the treaty most favorable to developing
countries.

The permanent establishment provision in Article 5 of the U.S.-China
treaty exhibits features of the new UN model treaty guidelines that are
more favorable to developing countries. For example, under the U.S.-
China treaty, a construction site becomes a permanent establishment after
only six months rather than a year, and an oil rig becomes a permanent
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establishment after only three months. The language states that an enter-
prise of the contracting state shall not be deemed to have a permanent
establishment merely because it carries on business in the other contract-
ing state through a broker, a general commission agent or any other agent
of independent status, provided that such persons are acting in the ordi-
nary course of their business. The provision continues, stating that when
the activities of such an agent are wholly or almost wholly on behalf of that
enterprise, he will not be considered an agent of independent status within
the meaning if it is shown that the transactions between the agent and
the enterprise were not made under arm’s-length conditions. This clause
lowers the permanent establishment threshold in a very real way and is not
something that the United States would have normally negotiated.
Section 3 of Article 7 in the U.S.-China treaty contains the business
profits article. This section contains the usual treaty language stating:

In the determination of the profits of permanent establishment they should be
allowed as deduction expenses which are incurred for the purpose of the per-
manent establishment including executive, administrative expense. However,
the next clause states that no such deduction shall be allowed in respect of
amounts of any paid by the permanent establishment to the head office enter-
prise or any of its other offices by way of royalties or other similar payments,
interest or money lent to the permanent establishment.

This second sentence is quite unusual and means that the profits of a per-
manent establishment in China cannot be reduced by making deductible
payments (such as royalties or interest) to a related entity. A similar rule
exists in the United States in the branch profit tax, but it is quite unusual
to have it included explicitly in a treaty.

A later provision addresses the attribution of profits to the permanent
establishment on the basis of deemed profits. This is a common practice by
developing countries that find it difficult to accurately establish the profits
of enterprise associated with permanent establishments because of transfer
pricing. These countries often use presumptive taxation, which means that
a country assumes that a business is supposed to have a certain profit based
on its line of business, and the country attributes that profit to the business
and taxes it accordingly. Such a system is advantageous to the business if it
is more profitable than the average, and works against the business if the
business is less profitable than the average. The fact that this provision is
allowed in the treaty is an achievement for the source country, because it
is not something that typically appears in U.S. treaties.

The treaty also includes the usual rules for transfer pricing, “shall
make an adjustment if it agrees,” and the articles covering passive income,
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including dividends, interest, and royalties. The compromise tax rate for
those income categories was set at 10 percent on everything, an interesting
settlement given that it is higher than the American rate of zero on interest
and royalties, but lower than the American rate of 15 percent on portfolio
dividends.

Section 5 of Article 9 states that a company that is regimented in a con-
tracting state and derives profit from the other contracting state may not
face a tax on the dividends paid on the company imposed by the other
contracting state. This is the second-order dividend rule and covers the fol-
lowing situation. Consider a Chinese company with a branch in the United
States that derives profits from the United States; this Chinese company has
a Chinese shareholder who receives the dividend from the Chinese com-
pany. The second-order dividend rule states that the Chinese resident may
not be taxed by the United States even if the dividend economically derives
from U.S.-source profits.

This provision has an interesting implication for the branch profit tax.
The treaty was negotiated in 1984, before the branch profit tax was enacted
in 1986. More recent American treaties explicitly permit the branch profit
tax to be collected. The U.S. Treasury took the position when the branch
profit tax was enacted that it would not be enforced in countries with a
treaty that specifically prohibited second-order dividend taxes from being
collected. In this case, the branch profit tax was not really supposed to
override the treaty, although the United States does collect branch profit
tax from branches of Chinese companies despite this language.

Article 12 includes the capital gains provisions of the treaty. This article
allows for highlevels of source-based taxation of capital gains in comparison
with the U.S. model, which normally follows the American practice of
permitting taxation only of capital gains that are linked to real property.
By contrast, this article allows taxation not just of personal properties that
are part of the business assets of the permanent establishment, but also, for
example in section 5, gains from the alienation of shares other than those
mentioned in paragraph 4, representing a participation of 25 percent in
a company which is resident in a contracting state, may be taxed in that
contracting state, that is, in the source state.

Thusifan American company owns 50 percent of a Chinese joint venture
and sells under the law, China is permitted to tax the set sale under this
treaty. The inclusion of this rule was a relatively large win for China in the
treaty negotiations, because it means that the United States will not tax
in reciprocal circumstances. Treaties can never increase tax in the United
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States, so a Chinese company that owns 50 percent of an American company
and sells those shares will not be subject to American tax: the United States
does not tax foreign-source income under domestic law.

Article 20 includes provisions for the taxation of student income. Stu-
dents are exempt from tax on grants or awards from educational or other
tax-exempt organizations, meaning that a Chinese student who studies in
the United States with a scholarship from an American institution or the
American government would not be subject to tax under the treaty; in addi-
tion, money from a Chinese organization would be tax-exempt because it
would be foreign-source. At the time that the treaty was negotiated in 1984,
all scholarship money was tax-exempt; scholarship money only became tax-
able with changes to U.S. domestic law in 1986. The 1986 act specifically
states that the taxation of scholarship awards is not a treaty override, so the
treaty still prevails.

The treaty includes the usual credit provision without tax sparing. The
nondiscrimination provision explicitly allows a deduction of interest and
royalties under the same conditions as if they had been paid to a resident of
the resident state. The exchange-of-information provision is also relatively
standard.

The original treaty did not include a savings clause, nor did it not include
a limitation-of-benefits provision; however, a first protocol was negotiated
in 1984 together with the treaty that included the savings clause in para-
graphs 1 and 2. The protocol also included a provision that the United States
would not impose the personal holding company tax or the accumulated
earnings tax on a company that is wholly owned by one or more residents
of China who are not citizens of the United States. This provision is unusual
because it is hard to imagine a dual-residency situation where the provision
would apply; it seems that the only situation in which it would apply is for
individuals who are green card holders in the United States but who are
really residents of China under the treaty tie-breaker. Note also that the
provision only applies to accumulated earning tax and personal holding
company tax, not to foreign personal holding company tax.

The protocol also includes a provision to restrict taxation of royalties on
industrial, commercial, or scientific equipment. The provision states that
high-tech royalties of 10 percent can be levied on these payments, but only
on 70 percent of the royalty amount; this provision in effect reduces the
tax rate to 7 percent.

Paragraph 7 of this protocol is the only treaty-shopping provision that
was included the original treaty. This paragraph states that both sides agree
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that competentauthorities of a contracting state may, through consultation,
deny benefits of reduction of withholding tax to a company of a third
country if the company becomes a resident of the contracting state for the
principal purpose of enjoying benefits under this agreement. This statement
is very weak because it requires proof of purpose. The protocol also includes
an exchange of note stating that tax sparing will be provided to China if tax
sparing is negotiated with another country, which the United States does
not plan to do.

The United States and China negotiated a much more elaborate pro-
tocol in 1986 that includes the usual limitation-of-benefits provision. It is
unclear what the Chinese got in return for giving limitation of benefits in
this elaborate fashion; it appears that the limitation-of-benefits provision
caused the treaty to become stuck in negotiations, and it was only able to
be implemented after the American bargaining position changed as they
began to insist on limitation of benefits in all treaties throughout the 1980s.

The general consensus is that the Chinese government was quite suc-
cessful in negotiating this treaty with the United States. The treaty that
was ratified is extremely favorable to the source country as compared to
the U.S. model treaty, or even the older 1981 U.S. model treaty. The treaty
that was negotiated includes more source-based taxation than the U.S.
model and so gives much less to the residence country and more to the
source country; because investment flows mostly from the United States
into China, the treaty makes investment a bargain for American businesses
in China, although the American reduction in withholding tax does not
provide as much of a benefit. As compared to a no-treaty situation, the
U.S.-China treaty on average probably transfers some revenue from China
to the United States.

Despite the fact that the treaty may be more favorable to the United
States, it was probably a benefit for China to have entered into this agree-
ment. In general, tax treaties between developing countries and the United
States benefit the developing countries despite the absence of tax sparing
because tax treaties ensure American investors a certain level of institutional
stability in the developing country. Empirical economic studies show that
the existence of a tax treaty between two developed countries does not
materially affect foreign direct investment, suggesting that treaties between
developed countries affect the distribution of revenue between the govern-
ments of the two countries. Similar studies of tax treaties between devel-
oping and developed countries show that the existence of a treaty has a
significant positive effect on the flows of foreign direct investment into the
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developing country. These studies lend support to the argument that tax
treaties increase investor confidence in the stability of investing in develop-
ing countries, and therefore, although the developing country might forego
some tax revenue from the treaty, it probably benefits in the long run from
the increased foreign direct investment.



10

Tax competition, tax arbitrage, and the future
of the international tax regime

In Chapter 1, I laid out the thesis that an international tax regime exists
and that it has a coherent structure based on two principles: the single
tax principle (that all income should be subject to tax once, not twice or
more and not less than once) and the benefits principle (that active income
should be taxed primarily at source, whereas passive income should be
taxed primarily at residence).

Although the benefits principle is broadly accepted as reflecting the con-
sensus compromise reached under the auspices of the League of Nations
in the 1920s,! there is a debate on whether there exists an international tax
regime ? (and in particular whether it incorporates a single tax principle?).
Whether double nontaxation is an appropriate goal of international tax
has been hotly debated, for example, in the 2004 Vienna Congress of the
International Fiscal Association.

In this concluding chapter, I will survey three relatively recent develop-
ments that undermine the single tax principle: tax competition for pas-
sive income, tax competition for active income, and tax arbitrage. I will
then discuss various reactions to these developments at both the national
and supranational levels (primarily through the OECD) and assess their
success in curbing the threat to the single tax principle. Finally, I will dis-
cuss the implications of these reactions for the debate surrounding the
existence of the international tax regime. In my opinion, these reactions
prove that an increasing number of important tax administrations, as well
as the OECD, believe in the single tax principle and seek to implement it in
practice.

! See Ault (1992), Graetz & O’Hear (1997).
2 See Rosenbloom (2000, 2006).
3 See Rosenbloom (2006).
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I. TAX COMPETITION FOR PASSIVE INVESTMENT

Since the United States unilaterally abolished withholding on portfolio
interest in 1984, there has been a distinct trend not to tax interest at source,
which has spread to other forms of passive income such as capital gains,
royalties, rents, and even dividends. In Chapter 4 I explained why a com-
bination of officially sanctioned loopholes (such as the portfolio interest
exemption), source rules (such as the rules for capital gains and for pay-
ments under derivative financial instruments), and treaty reductions have
led to the United States not applying its withholding tax to almost all
forms of passive investment income that economically derive from the U.S.
market.

The lack of withholding tax combines with the existence of tax havens to
make it almost impossible for residence countries to effectively tax passive
income. In the absence of withholding tax, source countries have no interest
in collecting information on payments of such income to nonresidents. Tax
havens have bank secrecy laws, and payments can be made to them from the
source country without any information collected that can be exchanged
with the residence country under Article 26 of the treaties.

The result is widespread double nontaxation of investment income: no
withholding at source, and no effective residence taxation because of no
effective exchange of information. It is hard to estimate how much tax is
evaded in this way, but Vito Tanzi has estimated that as much as $7 trillion in
interest income escapes taxation.* For the United States, there is an estimate
of an annual revenue loss of $50 billion due to this type of evasion.’

However, since 1998 a series of steps have been taken by residence coun-
tries to combat this phenomenon. This is reflected in steps taken at the
OECD, the European Union, and by national tax administrations. The
OECD addressed the problem of tax havens in its 1998 report on harm-
ful tax competition and has exerted significant pressure on tax havens to
allow effective exchange of information. It has also adopted a new, much
stronger version of Article 26 in its model treaty and has drafted a mul-
tilateral exchange-of-information treaty. The EU has adopted the savings
directive, which requires member states to cooperate in ensuring that pay-
ments of interest and other forms of passive income from one member
state to another are subject to either withholding or information reporting.
And national taxadministrations have concluded exchange-of-information

4 Tanzi (1995).
> Guttentag & Avi-Yonah (2005).
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agreements with an expanding number of tax havens. The United States,
for example, has such agreements with most of the Caribbean jurisdictions
listed as tax havens by the OECD. The United States is also cooperating in
exchange of information with the EU by forcing financial institutions to
collect information on payments to the EU that are covered by the portfolio
interest exemption. Even Switzerland has agreed to cooperate and relax its
strict bank secrecy laws.

I have expressed some doubts about whether these initiatives are work-
ing. In particular, the actual agreements reached with tax havens tend to
fall short of the expanded version of Article 26 envisaged by the OECD.
We still lack universal tax ID numbers to help tax administrations use the
information that they get. And even one noncooperating tax haven can
defeat the whole effort if payments can be routed through it. That is why I
still believe that a better solution is a coordinated withholding tax imposed
by the OECD members (United States, the European Union, and Japan)
and refundable upon a showing that the income has been declared to the
residence country. After all, nobody can afford to leave their funds in tax
havens; they must be invested in the OECD countries to earn a decent rate
of return.

However, the key point here is not whether the effort is succeeding,
but that it is made. In my opinion, it is clear that in the view of all thirty
members of the OECD (as well as all twenty-five members of the EU, which
largely overlap with the OECD), the single tax principle is valid, and double
nontaxation of passive income is not acceptable. Otherwise, they would not
have reacted to the collapse of source-based taxation of such income after
1984 by trying so hard to tax it on a residence basis (where, in accordance
with the benefits principle, it should be taxed).

II. TAX COMPETITION FOR ACTIVE INVESTMENT

As I have explained at length elsewhere,’ tax competition for FDI has been
growing steadily since about 1980 and now means that multinationals can
hope to escape any tax on their cross-border income. Suppose a multina-
tional entity is resident in country A, has its production facilities in country
B, and sells its products in country C. Country C can only tax the MNE
if it has a permanent establishment therein, and in the age of electronic
commerce, that may be possible to avoid. Country B typically does not

% Avi-Yonah (2000a).
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tax the MNE because it is a “production tax haven,” that is, a country
that refrains from taxing production activities by MNEs while imposing a
general corporate tax on domestic corporations. Country A also typically
would not tax the resident MNE on a current basis because it is afraid that
MNE headquarters will migrate to other countries (either by inversion-
type transactions or by takeover by foreign MNEs) and of new MNEs being
incorporated elsewhere. As a result, an MNE such as Intel ends up paying
no tax at all on its foreign-source income (and if it can deduct stock options,
also on its U.S.-source income).

The economic data show that this type of tax competition exists,
although it tends to affect more the corporate tax revenues in developing
countries (country B in the example) than the developed country (coun-
tries A and C).” The reason is that OECD countries have been reducing
the permanent establishment (PE) threshold® and that it turns out that for
most MNEs it is hard to avoid having a PE even in the age of e-commerce.’

However, in this case also the OECD has been working hard to com-
bat the tax competition phenomenon by putting pressure on both OECD
members and nonmembers to abolish the production tax havens, as well as
to abandon tax-sparing rules in treaties that foster double nontaxation. In
addition, the WTO has been pressuring developing countries to abandon
production tax havens that amount to export subsidies, and many Latin
American countries have in fact abandoned their production tax haven
regimes in the Doha Round. Finally, countries have been taking steps to
defend residence-based taxation of their MNEs by adopting or strength-
ening CFC rules (twenty-six countries now have such rules, which were
pioneered by the United States in 1962) and combating inversion transac-
tions (e.g., IRC 7874).

Again, the main point is not whether these efforts have been successful,
although at least for OECD members they seem to have stopped the erosion
ofthe corporate tax base that was evidentin the 1990s. The main point is that
by adopting such measures, OECD members (as well as the WTO) show that
they do not believe in double nontaxation of active income and are trying
to protect the taxation of such income at source (with residual taxation by
the residence country if there is no taxation at source). I believe this trend
will continue until effective residence-based taxation by OECD members
stops developing countries from engaging in harmful tax competition.

7 Keen & Simone (2004).
8 LeGall (2006).
9 Avi-Yonah (1997, 2001).
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III. TAX ARBITRAGE

Tax arbitrage can be defined as transactions that are designed to take advan-
tage of differences between national tax systems to achieve double nontax-
ation. Thus, tax arbitrage directly negates the single tax principle.

There is no question that Rosenbloom is correct in his assertion that
countries did not always care about tax arbitrage. The first U.S. tax treaty
was with France in 1937, when France was purely territorial, so the United
States reduced its tax at source in the knowledge that the income would not
be taxed at residence.

But I believe that developments since 1984 show that the United States
and other OECD member countries have reached a consensus that rejects
tax arbitrage. In 1984, the United States terminated its treaty with the
Netherlands Antilles on the grounds that it should not have treaties with
countries that do not tax on a residence basis. Since then, it has been clear
that the United States will not enter into treaties with tax havens, and that it
views reductions in source-based taxation as premised on the income being
taxed by the state of residence. That is why the United States has insisted
since 1986 on limitation-of-benefits rules in all its tax treaties, which are
designed to prevent reductions in source taxation benefiting nontreaty
country residents precisely because such nontreaty residents may not be
taxable on a residence basis. Domestically, this rule has been bolstered by
court cases and by regulations against the use of conduits to achieve treaty
benefits. It has also been adopted by the OECD through changes to the
commentary to Article 1 of the OECD model.

The negative attitude of the United States to tax arbitrage and double
nontaxation is also evident outside the treaty context. Also in 1984, the
United States adopted the dual consolidated loss rule, which is designed to
prevent a taxpayer from using one economicloss in two taxing jurisdictions.
As Rosenbloom'® admits, this rule (which has recently been expanded in
regulations) makes no sense unless the United States believes that double
nontaxation is bad. In the 1990s, the United States took a series of steps to
combat specific tax arbitrage transactions based on “check the box,” such
as IRS section 894(c) (the reverse hybrid rule) and Notices 98-5 and 98-11.
Although the specific notices were later withdrawn, the Bush administra-
tion continues to fight tax arbitrage, as evidenced by recent regulations on
tax arbitrage transactions involving the foreign tax credit.!!

10 Rosenbloom (2000).
! Reich (2006).
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The same negative view toward tax arbitrage can be seen in other coun-
tries. A recent article in the International Tax Review'? lists new antitax
arbitrage rules being adopted recently in Australia, Canada, Japan, and the
United Kingdom; even Ireland (with a corporate tax rate of only 12.5%)
adopted such rules in 2006. The U.K. rules are particularly comprehensive
and have drawn bitter complaints from tax practitioners, to no avail.

Rosenbloom!?® writes that although an international tax regime may
exist, and although tax treaties can be regarded as a “closed” system that con-
dition reductions in source taxation on taxation by the residence country,
the single tax principle is still a mirage: “At the level of specific rules, how-
ever, there is no mechanism for enforcing, or even attempting to enforce,
either the benefits principle or the single tax principle.... At the level of
individual transactions, in fact, it is hard to discern the existence of any
international tax regime at all.”

Rosenbloom may be right about that — as a practitioner specializing
in tax arbitrage transactions, he should know. But at the policy level, I
disagree with his view that “an effort to foreclose cross-border arbitrage
opportunities is not and should not be a first-rank policy objective of the
United States.” We can argue about that “should not,” and that is the point of
the earlier debate we had on this topic.'* But in the face of the accumulating
evidence to the contrary, it seems to me hard to argue about the “is not™:
the United States and other OECD member countries are in fact concerned
about tax arbitrage and by extension about double nontaxation, both in
the treaty context and outside it.

IV. CONCLUSION

This book has attempted to describe the contours of the international tax
regime and how U.S. tax law fits into that regime. I have tried to show that
such a regime exists and that it is based on the single tax and benefits prin-
ciples. Moreover, I believe the regime, both through treaties and through
actual practice, can be regarded as part of customary international law.
Whether or not that last conclusion is valid, it is hard to argue with the prop-
osition that all countries, even the United States, face significant practical
difficulties in attempting to depart from the international tax regime.

12 1uternational Tax Review (2006).
13 Rosenbloom (2006).
14 Rosenbloom (2000), Avi-Yonah (2000a).
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If the foregoing is true, I believe that we can do better. In particular, it
would help if countries explicitly articulated that they are trying to adhere to
the single tax and benefits principles, and take those principles into account
in drafting their tax laws. Moreover, the OECD should take these principles
more explicitly into consideration in revising its model treaty and should
revise the model so that it functions better to prevent both double taxation
and double nontaxation. But that is a topic for another day."

15 Avi-Yonah, Schoen, & Vann (forthcoming).



Bibliography

Andreoli (2003). Brian E. Andreoli, Withholding Tax Recordkeeping: Penalized for
Withholding the Correct Amount, 29 Int’l Tax J. 66.

Angus & Zollo (2006). Barbara M. Angus & Thomas M. Zollo, International Tax
Treatment of Intellectual Property — Revisiting the U.S. Taxation of Intangible
Property Income of Controlled Foreign Corporations, 84 Taxes 75.

Arnold (2002). Brian J. Arnold, Unlinking Tax Treaties and the Foreign Affiliate
Rules: A Modest Proposal, 50 Can. Tax J. 607.

Asher & Rajan (2001). Mukul G. Asher & Ramkishen S. Rajan, Globalization and
Tax Systems: Implications for Developing Countries with Particular Reference to
Southeast Asia, 18 ASEAN Econ. Bull. 119.

Ault (1992). Hugh J. Ault, Corporate Integration, Tax Treaties, and the Division of
the International Tax Base: Principles and Practices, 47 Tax L. Rev. 565.

Ault (2001). Hugh J. Ault, The Importance of International Cooperation in Forging
Tax Policy, 26 Brook. J. Int’l L. 1693.

Ault (2005). Hugh J. Ault, Improving the Resolution of International Tax Disputes, 7
Fla. Tax Rev. 137.

Avi-Yonah (1995). Reuven S. Avi-Yonah, The Rise and Fall of Arm’s Length: A Study
in the Evolution of U.S. International Taxation, 15 Virginia Tax Rev. 89.

Avi-Yonah (1996). Reuven S. Avi-Yonah, The Structure of International Taxation: A
Proposal for Simplification, 74 Texas L. Rev. 1301.

Avi-Yonah (1997). Reuven S. Avi-Yonah, International Taxation of Electronic Com-
merce, 52 Tax L. Rev. 507.

Avi-Yonah (2000a). Reuven S. Avi-Yonah, Globalization, Tax Competition, and the
Fiscal Crisis of the Welfare State, 113 Harv. L. Rev. 1573.

Avi-Yonah (2000b). Reuven S. Avi-Yonah, Comment on Rosenbloom, International
Tax Arbitrage, and the “International Tax System,” 53 Tax L. Rev. 167.

Avi-Yonah (2001). Reuven S. Avi-Yonah, Tax Competition and E-Commerce, 23 Tax
Notes Int’l 1395.

Avi-Yonah (2002). Reuven S. Avi-Yonah, Why Tax the Rich? Efficiency, Equity, and
Progressive Taxation (Review of Slemrod, Does Atlas Shrug? The Economic Con-
sequences of Taxing the Rich), 111 Yale L.J. 1391.

Avi-Yonah (2004a). Reuven S. Avi-Yonah, Corporations, Society, and the State: A
Defense of the Corporate Tax, 90 Va. L. Rev. 1193.

189



190 BIBLIOGRAPHY

Avi-Yonah (2004b). Reuven S. Avi-Yonah, International Tax as International Law,
57 Tax L. Rev. 483.

Avi-Yonah, Schoen, & Vann (forthcoming). Reuven S. Avi-Yonah, Wolfgang
Schoen, & Richard Vann, The Treatment of Business Profits Under Tax Treaties.

Barker (2002).William B. Barker, Optimal International Taxation and Tax
Competition: Overcome the Contradictions, 22 N.W.J. Int’] L. & Bus. 161.

Bernauer & Styrsky (2004), Thomas Bernauer & Vit Styrsky, Adjustment or Voice?
Corporate Responses to International Tax Competition, 10 Eur. J. Int’l Relations
61, available at http://www.sagepub.co.uk/journal.aspx?pid=105540.

Berner & May (2001). R. Berner & G. May, The New U.K.—U.S. Income Tax Treaty,
30 Tax Mgmt. Int’l J. 499.

Berner & May (2003). R. Berner & G. May, The New U.S.—U.K. Income Tax Treaty
Revisited, 32 Tax Mgmt. Int’l J. 395.

Bianco (2003). Diane Vella Bianco, Protecting the Multinational in International
Tax Disputes, 31 Int’l Bus. Lawyer 31.

Biscontri et al. (2001). Robert G. Biscontri et al., Electronic Commerce: Erosion of
Tax Base and Challenges to the International Tax Authorities, 27 Int’l Tax J. 51.

Bissell (2003). T. S. G. Bissell, A Comparison of the U.S. Tax Rules for U.S. and
Offshore Insurance Products, 31 Tax Mgmt. Int’l J. 14.

Bjorvatn & Schjelderup (2002). Kjetil Bjorvatn & Guttorm Schjelderup, Tax
Competition and International Public Goods, 9 Int’l Tax & Pub. Finance 111.
Blonigen (2004). Bruce A. Blonigen & Ronald B. Davies, The Effects of Bilateral
Tax Treaties on U.S. FDI Activity, 11 Int’l Tax & Pub. Finance 601, available at

http://www.springerlink.com/link.asp?id=102915.

Bobbett & Jones (2003). C. Bobbett & J. E. A. Jones, Tax Treaty Issues Relating to
Cross-Border Employee Stock Options, 57 Bull. Int’l Fiscal Documentation 4.
Borkowski (2002). Susan C. Borkowski, Electronic Commerce, Transnational

Taxation, and Transfer Pricing: Issues and Practices, 28 Int’l Tax J. 1.

Borkowski (2003). Susan C. Borkowski, Global Trading of Financial Instruments
and Transfer Pricing: A Brief History and Explanatory Study, 29 Int’l Tax J. 22.

Bradford (2001). David E. Bradford, Blueprint for Int’l Tax Reform, 26 Brook. J.
Int’l L. 1449.

Bradford (2003). David E Bradford, Addressing the Transfer-Pricing Problem
in an Origin-Basis X Tax, 10 Int’l Tax & Pub. Finance 591, available at
http://www.springerlink.com/link.asp?id=102915.

Bradley & Nantz (2002). Wray E. Bradley & Richard E. Nantz, The Restructuring
of U.S. International Tax Policy, 28 Int’l Tax J. 70.

Brauner (2003). Yariv Brauner, An International Tax Regime in Crystallization, 56
Tax L. Rev. 259.

Brauner (2005a). Yariv Brauner, Integration in an Integrating World, 2 N.Y.U.].L.
& Bus. 51.

Brauner (2005b). Yariv Brauner, International Trade and Tax Agreements May Be
Coordinated, but Not Reconciled, 25 Va. Tax Rev. 251.



BIBLIOGRAPHY 191

Brauner (2005c). Yariv Brauner, Taxing Cross-Border Mergers & Acquisitions, 6 Fla.
Tax Rev. 1027.

Brown (2002). Karen B. Brown, Missing Africa: Should U.S. International Tax Rules
Accommodate Investment in Developing Countries?, 23 U. Pa. Int’l Econ. L. 45.

Brown (2003). Karen B. Brown, U.S. International Tax Administration & Developing
Nations: Administrative Policy at the Crossroads, 35 Geo. Wash. Int’] L. Rev. 393.

Butcher et al. (2001). Bill Butcher et al., Narrowing the Gap Between Tax Accounting
and Financial Accounting: Australian Proposals for Change, 27 Int’l Tax J. 40.

Campos (2001). Guillermo Campos et al., Latin America: Current International
Tax Climate for E-Commerce in Latin America, Int’l Tax Rev. 137.

Chen & Smekal (2004). John-ren Chen & Christian Smekal, International Tax
Competition: A Case for International Cooperation in Globalization, 11 Transition
Studies Rev. 59.

Chorvat (2003a). Elizabeth Chorvat, Forcing Multinationals to Play Fair: Proposals
for a Rigorous Transfer Pricing Theory, 54 Ala. L. Rev. 1251.

Chorvat (2003b). Elizabeth Chorvat, You Can’t Take It With You: Behavioral
Finance and Corporate Expatriations, 37 U.C. Davis L. Rev. 453.

Cloyd et al. (2003). C. Bryan Cloyd et al., Firm Valuation Effects of the Expatriation
of U.S. Corporations to Tax-Haven Countries, 25 J. Am. Taxation Ass’n 87.

Cnossen (2003). Sijbren Cnossen, How Much Tax Coordination in the European
Union?, 10 Int’] Tax & Pub. Finance 625.

Cockfield (2001). Arthur J. Cockfield, Transforming the Internet Into a Taxable
Forum: A Case Study in E-Commerce Taxation, 85 Minn. L. Rev. 1171.

Cockfield (2002). Arthur J. Cockfield, The Law and Economics of Digital
Taxation: Challenges to Traditional Tax Laws and Principles, 56 Bull. Int’l Fiscal
Documentation 606.

Colburn & Englebrecht (2001). Steven C. Colburn & Ted D. Englebrecht, An
Analysis of New Reporting Requirements for Foreign Trusts, 27 Int’l Tax J. 50.

Dagan (2000). Tsilly Dagan, The Tax Treaties Myth, 32 NYU J. Int’l L. & Pol. 939.

Darmo & Dunk (2001). Marc Darmo & Steve Dunk, International Tax Planning:
Rethinking the Canadian Inbound Business Model (Pt. 1), 49 Can. Tax J. 148.

Dau (2006). Paul M. Dau, International Tax Treatment of Intellectual Property —
Current Strategies for Sharing IP Income Among Members of Multinational
Groups: Cost Sharing Arrangements, 84 Taxes 65.

Daughhetee (2001). C. Daughhetee, Treaty Benefits for Individual Taxpayers:
Navigating the Somewhat Tangled Web of Income Tax Treaty Provisions, 30 Tax
Mgmt. Int’] ]. 86.

Davies (2003). Ronald B. Davies, Tax Treaties, Renegotiations, and Foreign Direct
Investment, 33 Econ. Analysis & Pol’y 251, available at http://www.ecosoc.org.
au/qld/journal.html.

Davies (2004). Ronald B. Davies, Tax Treaties and Foreign Direct Investment: Poten-
tial Versus Performance, 11 Int’] Tax & Pub. Finance 775, available at http://www.
springerlink.com/link.asp?id=102915.



192 BIBLIOGRAPHY

Davies & Gresik (2003). Ronald B. Davies & Thomas A. Gresik, Tax Competition
and Foreign Capital, 10 Int’l Tax & Pub. Finance 127.

de Boynes (2002). Nicolas de Boynes, International Tax Policy and the New Economy,
2 Global Jurist Frontiers, Dec. 21.

de Mooij & Ederveen (2003). Ruud A. de Mooij & Sjef Ederveen, Taxation and
Foreign Direct Investment: A Synthesis of Empirical Research, 10 Int’l Tax & Pub.
Finance 673.

dell’Anese (2006). Luca dell’Anese, Tax Arbitrage and the Changing Structure of
International Tax Law.

Deprez (2003), Johan Deprez, International Tax Policy: Recent Changes and
Dynamics Under Globalization, 25 J. Post-Keynesian Econ. 367, available at
http://www.mesharpe.com/results1.asp? ACR=PKE.

Desai & Hines (2003). Mihir A. Desai & James R. Hines, Jr., Evaluating International
Tax Reform, 56 Nat’l Tax J. 487, available at http://ntj.tax.org/.

Desai & Hines (2004). Mihir A. Desai & James R. Hines, Jr., Old Rules and New
Realities: Corporate Tax Policy in a Global Setting, 57 Nat’l Tax J. 937, available
at http://ntj.tax.org.

Devereux et al. (2002). Michael P. Devereux et al., Corporate Income Tax Reforms
and International Tax Competition, 17 Econ. Pol’y 450.

Devereux & Hubbard (2003). Michael P. Devereux & R. Glenn Hubbard, Taxing
Multinationals, 10 Int’l Tax & Pub. Finance 469.

Dickescheid (2004). Thomas Dickescheid, Exemption vs. Credit Method in
International Double Taxation Treaties, 11 Int’l Tax & Pub. Finance 721.

Dilworth (2005). Robert H. Dilworth, Financing International Operations of U.S.
Multinationals, 678 PLI/Tax 1081.

Duff (2003). David G. Duff, Tax Policy and Global Warming, 51 Can. Tax J.
2063.

Durrschmidt (2006). Daniel Durrschmidt, Tax Treaties and Most-Favoured
Nation Treatment, Particularly Within the European Union, 60 Bull. Int’l Fiscal
Documentation 202.

Dwyer (2002). Terry Dwyer, “Harmful” Tax Competition and the Future of Offshore
Financial Centres, 5 ]. Money Laundering Control 302.

Dwyer & Dwyer (2002). Terence Dwyer & Deborah Dwyer, Transparency Versus
Privacy: Reflections on OECD Concepts of Unfair Tax Competition, 9 J. Financial
Crime 330.

Edelstein & Salerno (2001). Andres Edelstein & John Salerno, Argentina: Argentina
Issues New Regulations Dealing with Transfer Pricing and International Tax
Issues, 12 Int’] Tax Rev. 70.

Eden & Kudrle (2005). Lorraine Eden & Robert T. Kudrle, Tax Havens: Renegade
States in the International Tax Regime?, 27 L. & Pol’y 100.

Edgar (2003). Tim Edgar, Corporate Income Tax Coordination as a Response to
International Tax Competition and International Arbitrage, 51 Can. Tax J. 1079,
available at http://www.ctf.ca/publications/journal.asp.



BIBLIOGRAPHY 193

Eggert (2001). Wolfgang Eggert, Capital Tax Competition with Socially Wasteful
Government Consumption, 17(3) Eur. J. Pol. Econ. 517, available at http://www.
elsevier.com/wps/find/journaldescription.cws_home/505544/description#
description.

Eggert & Genser (2001). Wolfgang Eggert & Bernd Genser, Is Tax Harmonization
Useful?, 8 Int’] Tax & Pub. Finance 511.

Engel (2001). Keith Engel, Tax Neutrality to the Left, International Competitiveness
to the Right, Stuck in the Middle with Subpart F, 79 Tex. L. Rev. 1525.

Evans & Carr (2001). Cherie L. Evans & Chris A. Carr, Preventing International
Arbitrage in Reorganizations: An Analysis of the Gap Closing Provisions of the
Recently Released Final Regulations to Section 367(b), 27 Int’l Tax J. 1.

Fernandez et al. (2002). P. Fernandez et al., Tax Policy and Electronic Commerce,
56 Bull. Int’l Fiscal Documentation 30.

Fitzgerald (2002). Valpy Fitzgerald, International Tax Co-operation and Capital
Mobility, 30 Oxford Development Studies 251.

Fitzmaurice (2001). Patrick Fitzmaurice, Attorney General v. X: A Lost Opportunity
to Examine the Limits of European Integration, 26 Brook. J. Int’l L. 1723.

Fleming et al. (2001). J. Clifton Fleming, Jr. et al., Fairness in International Taxation:
The Ability-to-Pay Case for Taxing Worldwide Income, 5 Fla. Tax Rev. 299.

Flochel & Madies (2002). Laurent Flochel & Thierry Madies, Interjurisdictional
Tax Competition in a Federal System of Overlapping Revenue Maximizing
Governments, 9 Int’l Tax & Pub. Finance 121.

Florentsen et al. (2003). Bjarne Florentsen et al., Reimbursement of VAT (RVAT)
on Written-Off Receivables, 29 Int’l Tax J. 43.

Forgione (2003a). Aldo Forgione, Clicks and Mortar: Taxing Multinational Business
Profits in the Digital Age, 26 Seattle U.L. Rev. 719.

Forgione (2003b). Aldo Forgione, Weaving the Continental Web: Exploring Free
Trade, Taxation, and the Internet, 9-Sum L. & Bus. Rev. Am. 513.

Fox (2002). Stephen C. Fox, International Tax Planning for Closely Held U.S.
Companies, 97 ]. Taxation 356.

Fuest & Huber (2001). Clemens Fuest & Bernd Huber, Why Is There So Little Tax
Coordination? The Role of Majority Voting and International Tax Evasion, 16 J.
Planning Lit. 80.

Gahleitner & Nowotny (2002). G. Gahleitner & C. Nowotny, Austrian Court Rules
on the Treatment of Cross-Border Losses Under Tax Treaties with Exemption
Method, 56 Bull Int’] Fiscal Documentation 155.

Giuliani (2001). Federico Maria Giuliani, Notes on DISCs, E-Commerce, and Tax-
Sparing Credit (Pt. 1), 27 Int’l Tax J. 53 (Part 2 also available, 27 Int’l Tax J. at
58).

Goulding (2005). Charles R. Goulding, Global Tax Department Best Practices, 31
Int’] Tax J. 57.

Govier & Bird (2002). Ian Govier & Michael Bird, The New U.K./U.S. Double
Taxation Treaty: A View from the United Kingdom, 28 Int’l Tax J. 86.



194 BIBLIOGRAPHY

Goyette (2003). Nathalie Goyette, Tax Treaty Abuse: A Second Look, 51 Can. Tax J.
764.

Grabel (2005). Ilene Grabel, Taxation of International Private Capital Flows and
Securities Transactions in Developing Countries: Do Public Finance Considera-
tions Augment the Macroeconomic Dividends?, 19 Int’l Rev. Applied Econ. 477,
available at http://www.tandf.co.uk/journals/titles/02692171.asp.

Graetz (2001). Michael J. Graetz, Taxing International Income: Inadequate Princi-
ples, Outdated Concepts, and Unsatisfactory Policies, 26 Brook. J. Int’l L. 1357.
Graetz & O’Hear (1997). Michael J. Graetz & Michael M. O’Hear, The “Original

Intent” of U.S. International Taxation, 46 Duke L.J. 1021.

Graetz & Oosterhuis (2001). Michael Graetz & Paul W. Oosterhuis, Structuring an
Exemption System for Foreign Income of U.S. Corporations, 54 Nat’l Tax J. 771,
available at http://find.galegroup.com/itx/infomark.do?&contentSet=IAC-
Documents&type=retrieve&tabID=T002&prodld=LT&docId=A81893050&
source=gale&srcprod=LT &userGroupName=lom_umichanna&version=1.0.

Gravelle (2004). Jane G. Gravelle, Issues in International Tax Policy, 57 Nat’l Tax J.
773, available at http://ntj.tax.org/.

Gresik (2001). Thomas A. Gresik, The Taxing Task of Taxing Transnationals,
39 J. Econ. Lit. 800, available at http://links.jstor.org/sici?sici=0022-0515%
28200109%2939%3A3%3C800%3ATTTOTT%3E2.0.CO%3B2-L.

Groen (2002). G. Groen, Arbitration in Bilateral Tax Treaties, Intertax, no. 1, at 3.

Grubert (2005). Harry Grubert, Tax Credits, Source Rules, Trade, and Electronic
Commerce: Behavioral Margins and the Design of International Tax Systems, 58
Tax L. Rev. 149.

Guruli (2005). Erin. L. Guruli, International Taxation: Application of Source Rules
to Income from Intangible Property, 5 Hous. Bus. & Tax. L.J. 204.

Guttentag & Avi-Yonah (2005). Joseph Guttentag & Reuven S. Avi-Yonah, Closing
the International Tax Gap, in Max B. Sawicky (ed.), Bridging the Tax Gap:
Addressing the Crisis in Federal Tax Administration, 99.

Hammer (2001). R. M. Hammer, The U.S. Tax Incentive for Exports: To Be or Not
to Be, 55 Bull. Int’l Fiscal Documentation 513.

Hariton (2001). David P. Hariton, International Tax Policy: Capital vs. Labor, 26
Brook. J. Int’l L. 1471.

Harrison & Lewis (2001). Chris Harrison & Dave Lewis, U.K.-U.S. Tax Treaty
Finally Gets Updated, 12 Int’l Tax Rev. 31.

Haufler et al. (2005). Andreas Haulfler et al., Barriers to Trade and Imperfect Com-
petition: The Choice of Commodity Tax Base, 12 Int’l Tax & Pub. Finance 281.
Haufler & Schjelderup (2004). Andreas Haufler & Guttorm Schjelderup, Tacit
Collusion and International Commodity Taxation, 88 J. Pub. Econ. 577, available

at http://www.elsevier.com/locate/inca/505578.

Hayes et al. (2002). Mike Hayes et al., Tax Favourable Jurisdictions, Int’] Tax Rev.
82.



BIBLIOGRAPHY 195

Hengsle (2002). O. Hengsle, The Nordic Multilateral Tax Treaties: For the Avoidance
of Double Taxation and on Mutual Assistance, 56 Bull. Int’] Fiscal Documentation
371.

Hilten (2002). J. Philip van Hilten, Transfer Pricing Policy in the International Tax
System — Past and Present and a Quick Look in the Fiscal Crystal Ball, 10 Geo.
Mas. L. Rev. 709.

Hinnekens (2001). L. Hinnekens, How OECD Proposes to Apply Existing Criteria
of Jurisdiction to Tax Profits Arising from Cross-Border Electronic Commerce,
Intertax, no. 10, at 322.

Holmlund & Kolm (2002). Bertil Holmlund & Sofie Kolm, International Spillover
Effects of Sectoral Tax Differentiation in Unionized Economies, 54 Oxford Econ.
Papers 207.

Huftbauer (2001). Gary C. Huftbauer, Income vs. Consumption Taxation: Domestic
and International Reforms, 26 Brook. J. Int’l L. 1555.

Infanti (2001). Anthony C. Infanti, Curtailing Tax Treaty Overrides: A Call to Action,
62 U. Pitt. L. Rev. 677.

Infanti (2002). Anthony C. Infanti, Spontaneous Tax Coordination: On Adopting
a Comparative Approach to Reforming the U.S. International Tax Regime, 35
Vand. J. Transnat’l L. 1105.

Infanti (2003). Anthony C. Infanti, Cross-Border Outsourcing: U.S. International
Tax Pitfalls, Pratfalls, and Opportunities, 81 Taxes 19.

International Tax Planning (2003a). International Tax Planning: The Fickle Finger of
FAT: An Analysis of Foreign Accrual Tax, 51 Can. Tax J. 1317.

International Tax Planning (2003b). International Tax Planning: Foreign Affiliates
and the New Foreign Investment Entity Rules, 51 Can. Tax J. 539.

International Tax Planning (2003c). International Tax Planning: Working with the
New Offshore Trust Rules, 51 Can. Tax J. 958.

Ismer (2003). R. Ismer, Compulsory Waiver of Domestic Remedies Before Arbitration
Under a Tax Treaty: A German Perspective, 57 Bull. Int’l Fiscal Documentation
18.

Iyer (2004). Shanker Iyer, Singapore — International Tax Planning Under Singapore
Domestic Law and Treaties, 10 Asia-Pacific Tax Bull. 92.

Janeba & Smart (2003). Eckhard Janeba & Michael Smart, Is Targeted Tax
Competition Less Harmful Than Its Remedies?, 10 Int’l Tax & Pub. Finance
259.

Jensen (2002). Jacqueline Jensen, Benefits of Offshore Variable Like Insurance for
U.S. Taxpayers, 28 Int’] Tax J. 58.

Jensen & Spikes (2003). Paul Jensen & Pam Spikes, Offshore Credit Card Records:
Invasion by the IRS, 29 Int’l Tax J. 59.

Jinyan & Elliott (2003). Li Jinyan & D. Elliott, One Country, Two Tax Systems:
International Taxation in Hong Kong and Mainland China, 57 Bull. Int’]l Fiscal
Documentation 164.



196 BIBLIOGRAPHY

Juilhard (2003). P. Juilhard, The Non-discrimination Principle Under the France-
Monaco Tax Treaty: Further Thoughts After the BISO Case, 43 European Taxation
195.

Kane (2004). Mitchell A. Kane, Strategy and Cooperation in National Responses to
International Tax Arbitrage, 53 Emory L.J. 89.

Karp (2001). Joel J. Karp, Effect of OECD and Similar Initiatives on Multinational
Operations, 27 Int’l Tax J. 12.

Kaufman (2001). Nancy H. Kaufman, Equity Considerations in International
Taxation, 26 Brook. J. Int’] L. 1465.

Keen (2001). Michael Keen, Preferential Regimes Can Make Tax Competition Less
Harmful (Standards for Good Behavior in International Taxation), 54 Nat’l Tax J.
757, available athttp://find.galegroup.com/itx/infomark.do?&contentSet=IAC-
Documents&type=retrieve&tabID=T002&prodIld=LT&docId=A81893048&
source=gale&srcprod=LT &userGroupName=lom_umichanna&version=1.0.

Keen & Ligthart (2006a). Michael Keen & Jenny E. Ligthart, Incentives and Infor-
mation Exchange in International Taxation, 13 Int’l Tax & Pub. Finance 163.

Keen & Ligthart (2006b). Michael Keen & Jenny E. Ligthart, Information Sharing
and International Taxation: A Primer, 13 Int’l Tax & Public Finance 81, available
at http://www.springerlink.com/link.asp?id=102915.

Keen & Simone (2004). Michael Keen & Alejandro Simone, Is Tax Competition
Harming Developing Countries More Than Developed?, 34 Tax Notes Int’l 1317.

Keen & Wildasin (2004). Michael Keen & David Wildasin, Pareto-Efficient Interna-
tional Taxation, 94 Am. Econ. Rev. 259, available at http://www.aeaweb.org/aer.

Kies (2002). Kenneth J. Kies, U.S. Tax Policy Takes Center Stage: Implications for
Multinationals, 18 Financial Exec. 16.

Kingson (2001). Charles I. Kingson. Leonardo da Vinci and the 861 Regulations, 26
Brook. J. Int’l L. 1565.

Kosters (2001). B. Kosters, An Analysis of the New Tax Treaty Between Belgium and
The Netherlands, 41 European Taxation 315.

Kothenburger (2002). Marko Kothenburger, Tax Competition and Fiscal Equaliza-
tion, 9 Int’l Tax & Pub. Finance 391.

Kudrle & Eden (2003). Robert T. Kudrle & Lorraine Eden, The Campaign Against
Tax Havens: Will It Last? Will It Work?, 9 Stan. J.L. Bus. & Fin. 37.

Kulle (2004). Kristina Kulle, Current Development, Avoidance ¢ Limitation:
Bi-lateral Treaties and Double Taxation, 11 New Eng. J. Int’l & Comp. L. 89.
Laule (2004). G. Laule, Limits of International Tax Structuring, 37 Comparative &

Int’l L.J. Southern Africa 364.

Lazerow (2004). Herbert 1. Lazerow, Criteria of International Tax Policy, 41 San
Diego L. Rev. 1123.

Lebovitz & Seto (2001). Michael S. Lebovitz & Theodore P. Seto, Symposium, The
Fundamental Problem of International Taxation, 23 Loy. L.A. Int'l & Comp. L.
Rev. 529.



BIBLIOGRAPHY 197

LeGall (2006). Jean Francois LeGall. When Is a Subsidiary a Permanent Establish-
ment of Its Parent? Tillinghast Lecture, New York University (forthcoming in Tax
Law Review).

Lemein (2006). Gregg D. Lemein, International Tax Treatment of Intellectual
Property — Sharing Intangible Property Within a Multinational Group: Facts vs.
Theories, 84 Taxes 27.

Lepard (2000). Brian D. Lepard, Is the United States Obligated to Drive on the Right,
10 Duke J. Comp. & Int’l L. 43.

Levey et al. (2001). Marc M. Levey et al., Cost-Sharing Agreements: “Pandora’s Box”
or the Buy-in, Buy-out Challenge?, 27 Int’l Tax J. 23.

Lin (2001). Z. Jun. Lin, Recent Development of Tax System Reforms in China:
Challenges and Responses, 27 Int’l Tax J. 90.

Llewellyn (2001). D. W. Llewellyn, U.S. Tax Regime for Taxing Foreign Persons
Conducting E-Tail Operations with U.S. Customers, 30 Tax Mgmt. Int’l J. 315.
Lockwood & Pantaleo (2003). Eric Lockwood & Nick Pantaleo, International Tax

Planning, 51 Can. Tax J. 539.

Lodin (2001). Sven Olof Lodin, International Tax Issues in a Rapidly
Changing World, 55(1) Bull. Int’l Fiscal Documentation 2, available at
http://join.ibfd.org/catalogue/pubdescr.asp?txtID=3&reload_coolmenus.

Lokken (2001). Lawrence Lokken, Marking Up the Blueprint, 26 Brook. J. Int’l Law
1493.

Longes & Allan (2004). M. Longes & D. Allan, Australian International Tax Reform:
The Likely Effects on New Zealand Subsidiaries, 83 Chartered Accountants J.
New Zealand 32.

Lubkin (2002). G. Lubkin, The End of Extraterritorial Income Exclusion? The
W.T.O. Appellate Decision and Its Consequences, 31 Tax Mgmt. Int’l J. 254.

Ludwig & Coutinho (2002). Mark Ludwig & Denise Coutinho, A Strategic
Approach to Proactive Cross-Border Indirect Tax Planning, Int’l Tax Rev. 10.

Luja (2004). Raymond H.C. Luja, Tax Treaties and State Aid: Some Thoughts —
What Does “State Aid” Have to Do with Tax Treaties? 44 European Taxation
234.

Makich-Macias (2001). Milena D. Makich-Macias, The Effect of the International
Monetary Fund Bailout on Emerging Growth Countries, 26 Brook. J. Int’1 L. 1755.

Makris (2003). Miltiadis Makris, International Tax Competition: There Is No Need
for Cooperation in Information Sharing, 11 Rev. Int’l Econ. 555, available at
http://www.blackwellpublishing.com/journal.asp?ref=0965-7576.

Margalioth (2003). Yoram Margalioth, Tax Competition, Foreign Direct Invest-
ments, and Growth: Using the Tax System to Promote Developing Countries, 23
Va. Tax Rev. 161.

Martin Jimenez et al. (2001). A. J. Martin Jimenez et al., Triangular Cases, Tax
Treaties, and EC Law: The Saint-Gobain Decision of the ECJ, 55 Bull. Int’l Fiscal
Documentation 241.



198 BIBLIOGRAPHY

Mazansky (2001). E. Mazansky, South Africa Changes to a Worldwide Tax System,
55 Bull. Int’l Fiscal Documentation 138.

McCracken (2002). Sara K. McCracken, Going, Going, Gone. .. Global: A Canadian
Perspective on International Tax Administration Issues in the “Exchange-of-Infor-
mation Age,” 50 Can. Tax J. 1869, available at http://www.ctf.ca/publications/
journal.asp.

McDaniel (2001). Paul R. McDaniel, Trade and Taxation, 26 Brook. J. Int’l L. 1621.

McDaniel (2003). Paul R. McDaniel, The U.S. Tax Treatment of Foreign Source
Income Earned in Developing Countries: A Policy Analysis, 35 Geo. Wash. Int’l
L. Rev. 265.

McLure (2001). C. E. McLure, Jr., Globalization, Tax Rules and National Sovereignty,
55 Bull. Int’] Fiscal Documentation 328.

McLure (2004). Charles E. McClure, Jr., Corporate Tax Harmonization for the Single
Market: What the European Union Is Thinking, 39 Business Econ. 28.

Menuchin (2004). Shay N. Menuchin, The Dilemma of International Tax Arbitrage.

Merrill (2006). Peter R. Merrill, International Tax Treatment of Intellectual Pro-
perty — Tax Reform and Intangible Property, 84 Taxes 97.

Miesel et al. (2002). Victor H. Miesel et al., International Transfer Pricing: Practical
Solutions for Intercompany Pricing, 28 Int’l Tax J. 1.

Mintz (2001). Jack M. Mintz, National Tax Policy and Global Competition, 26 Brook.
J. Int’l L. 1285.

Misey (2002). Robert J. Misey, Jr., An International Tax Review: The U.S.-Based
Multinational’s Annual Checkup, 80 Taxes 31.

Munden et al. (2002). Janice M. Munden et al., Tax Planning for U.S. Multinationals
and the Impact of Check-the-Box Regulations, 28 Int’l Tax J. 51.

Musgrave (2001a). Peggy B. Musgrave, Sovereignty, Entitlement, and Cooperation
in International Taxation, 26 Brook. J. Int’l L. 1335.

Musgrave (2001b). Peggy B. Musgrave, Taxing International Income: Further
Thoughts, 26 Brook. J. Int’l L. 1477.

Neocleous & Mikhailvoa (2005). Elias Neocleous & Olga Mikhailvoa, International
Tax Aspects of the Cypriot Holding Company, 20 J. Int’l Banking L. & Regulation
79.

Neuenhaus & Scheiderman (2005). David M. Neuenhaus & Ward Scheiderman,
Nurturing a Foreign Nest Egg (International Tax Planning), N.J.L.]., available
at http://find.galegroup.com/itx/infomark.do?&contentSet=IAC-Documents
&type=retrieve&tabID=T002&prodld=LT&docld=A138651111&source=
gale&srcprod=LT &userGroupName=lom_umichanna&version=1.0.

Noren (2001). David G. Noren, Commentary, The U.S. National Interest in
International Tax Policy, 54 Tax L. Rev. 337.

Norman (2003). P. Norman, Australia’s Recent Tax Treaties and Protocols, 57 Bull.
Int’] Fiscal Documentation 397.

Oishi (2004). Atsushi Oishi, Japanese Taxation of Stock Options Issued by Foreign
Companies, 30 Int’l Tax J. 6.



BIBLIOGRAPHY 199

Owens (2004). Jeftrey Owens, Resolving International Tax Disputes: The Role of the
OECD, The OECD Observer, no. 243, at 44, available via WilsonSelectPlus,
http://firstsearch.oclc.org/WebZ/FSPage?pagename=home:sessionid=fsapp1-
53794-enxa85ba-iiz80m:entitypagenum=11:0.

Owens (2006). Jeffrey Owens, Fundamental Tax Reform: An International
Perspective, 59 Nat’l Tax J. 131.

Pak (2004). Insop Pak, International Finance and State Sovereignty: Global
Governance in the International Tax Regime, 10 Ann. Surv. Int’l & Comp. L.
165.

Palan (2002). Ronen Palan, Tax Havens and the Commercialization of State
Sovereignty, 56 Int’l Org. 151, available at http://links.jstor.org/sici?sici=0020-
8183%28200224%2956%3A1%3C151%3ATHATCO%3E2.0.CO%3B2-N.

Paltrowitz (2001). Julie H. Paltrowitz, A “Greening” of the World Trade Organization?
A Case Comment on the Asbestos Report, 26 Brook. J. Int’l L. 1789.

Parry (2001). Ian W. H. Parry, The Costs of Restrictive Trade Policies in the Presence
of Factor Tax Distortions, 8 Int’l Tax & Pub. Finance 147.

Peckron (2001). Harold S. Peckron, Uniform Rules of Engagement: The New Tax
Regime for Foreign Sales, 25 Hastings Int’l & Comp. L. Rev. 1.

Peaslee (2006). James M. Peaslee, Creditable Taxes as an Expense in Applying the
Economic Profit Test — Here We Go Again?

Peroni (2001a). Robert J. Peroni, Deferral of U.S. Tax on International Income: End
it, Don’t Mend it — Why Should We Be Stuck in the Middle with Subpart F?, 79
Tex. L. Rev. 1609.

Peroni (2001b). Robert J. Peroni, Commentary, The Proper Approach for Taxing
the Income of Foreign Controlled Corporations, 26 Brook. J. Int’l L. 1579.

Peroni (2003). Robert J. Peroni, International Tax: A Hitchhiker’s Guide to Reform
of the Foreign Tax Credit Limitation, 56 S.M.U.L. Rev. 391.

Perrou (2006). Katerina Perrou, The Judicial Application of Anti-Avoidance
Doctrines in Greece and Its Impact on International Tax Law, 34 European Tax
Rev. 101.

Peter (2005). Alexander F. Peter, U.S. Cross-Border Discovery in International Tax
Proceedings: An Overview from a European Comparative Law Perspective, 58 Tax
Law. 881.

Pinto & Mehta (2005). Lloyd Pinto & Nitesh Mehta, International Tax Implications
of Secondment of Employees, 32 Tax Planning Int’l Rev. 9.

Poh (2003). Eng-Hin Poh, Broad-Based Consumption Tax Reform: The Economics
and Politics of the Equity Implications, 29 Int’l Tax J. 41.

Prysoc (2002). Mark Prysoc, International Taxation Issues Still Problematic, 18
Fin. Executive 75, available via WilsonSelectPlus, http://firstsearch.oclc.org/
WebZ/FSPage?pagename=home:sessionid=fsapp1-53794-enxa85ba-iiz80m:
entitypagenum=11:0.

Quinn et al. (2001). Thomas F. Quinn et al., Foreign Partnerships: Rules, Issues, and
Planning Opportunities Regarding U.S. Filing Requirements, 27 Int’l Tax J. 1.



200 BIBLIOGRAPHY

Rassmussen & Bernhardt (2001). M. Rassmussen & D. D. Bernhardt, The
“Limitations on Benefits” Provision in the Tax Treaty with the United States, 41
European Taxation 138.

Reich (2006). Yaron Z. Reich, International Arbitrage Transactions Involving
Creditable Taxes. Taxes, forthcoming.

Reinarz (2001). P. Reinarz, Treaty Shopping and the Swiss Withholding Trap, 41
European Taxation 415.

Reinhold (2004). Richard L. Reinhold, Some Things That Multilateral Tax Treaties
Might Usefully Do, 57 Tax Law. 661.

Ring (2001). Diane M. Ring, Commentary, Prospects for a Multilateral Tax Treaty,
26 Brook. J. Int’l L. 1699.

Ring (2001). Diane M. Ring, Prospects for a Multilateral Tax Treaty, 26 Brook. J.
Int’1 L. 1699.

Ring (2002). Diane M. Ring, One Nation Among Many: Policy Implications of Cross-
Border Tax Arbitrage, 44 B.C.L. Rev. 79.

Rodrik & Ypersele (2001). Dani Rodrik & Tanguy van Ypersele, Capital Mobil-
ity, Distributive Conflict and International Tax Coordination, 54(1) J. Int’l
Econ. 57, available at http://www.elsevier.com/wps/find/journaldescription.
cws_home/505552/description#description.

Roin (2001). Julie Roin, Competition and Evasion: Another Perspective on
International Tax Competition, 89 Geo. L.J. 543.

Roin (2002). Julie Roin, Taxation Without Coordination, 31 J. Legal Stud. 61.

Rose (2001). S. E. Rose, The U.S.-German Estate and Gift Tax Treaty: Recent
Amendments and Analysis Affecting Nonresident Aliens, 30 Tax Mgmt. Int’l J.
277.

Rosenbloom (2000). H. David Rosenbloom, International Tax Arbitrage and the
“International Tax System,” 53 Tax L. Rev. 137.

Rosenbloom (2001). H. David Rosenbloom, From the Bottom Up: Taxing the Income
of Foreign Controlled Corporations, 26 Brook. J. Int’l L. 1525.

Rosenbloom (2003). H. David Rosenbloom, Intermediate U.S. International Tax
Update: Foreign Currency Transactions and Translation, 29 Int’l Tax J. 32.

Rosenbloom (2006). H. David Rosenbloom, Cross-Border Arbitrage: The Good, the
Bad and the Ugly, Taxes (forthcoming).

Ross (2001). Stanford G. Ross, Political and Social Aspects of International Tax
Policy in the New Millennium, 26 Brook. J. Int’l L. 1303.

Rubinger & Mayo (2003). Jeffrey L. Rubinger & Daniel Mayo, International Tax
Aspects of Cancellation of Indebtedness Income, 98 . Taxation 365.

Rust (2002). A. Rust, Situs Principle v. Permanent Establishment Principle in
International Tax Law, 56 Bull. Int’l Fiscal Documentation 15.

Ryyninen (2003). O. Ryynidnen, The Concept of a Beneficial Owner in the Application
of Finnish Tax Treaties, 44 Scandinavian Studies in Law 345.

Salinas (2003). Javier G. Salinas, The OECD Tax Competition Initiative: A Critique
of Its Merits in the Global Marketplace, 25 Hous. J. Int’l L. 531.



BIBLIOGRAPHY 201

Sampson (2001). Brian Sampson, Staying the Enforcement of Foreign Commercial
Arbitral Awards: A Federal Practice Contravening the Purposes of the New York
Convention, 26 Brook. J. Int’l L. 1839.

Scharf (2001). Kimberley A. Scharf, International Capital Tax Evasion and the
Foreign Tax Credit Puzzle, 34(2) Can. J. Econ. 465, available at http://economics.
ca/cje.

Schreiner (2005). Lincoln Schreiner, International Tax Planning; Continuance of a
Foreign Affiliate, 53 Can. Tax J. 1074.

Serbini & Fiori (2002). Stefano Serbini & Lorenzo Fiori, Italy Aims for Tax
Competitiveness, 10 Int’l Tax Rev. 19.

Shankaran (2002). Ghislain Shankaran, Proposed Section 121 Regulations: Modifi-
cations Imperative to Achieve Intended Relief, 28 Int’l Tax J. 78.

Sheppard (2003a). Hale E. Sheppard, Fight or Flight of U.S.-Based Multinational
Businesses: Analyzing the Causes for, Effects of, and Solutions to the Corporate
Inversion Trend, 23 N.W.]. Int’]l L. & Bus. 551.

Sheppard (2003b). Hale E. Sheppard, Rethinking Tax-Based Export Incentives: Con-
verting Repeated Defeats Before the WTO into Positive Tax Policy, 39 Tex Int’l1 L.J.
111.

Sheppard (2004). Hale E. Sheppard, Perpetuation of the Foreign Earned Income
Exclusion: U.S. International Tax Policy, Political Reality, and the Necessity of
Understanding How the Two Intertwine, 37 Vand. J. Transnat’l L. 727.

Sheppard (2005a). Hale E. Sheppard, Only Time Will Tell: The Growing Importance of
the Statute of Limitations in an Era of Sophisticated International Tax Structuring,
30 Brook. J. Int’l L. 453.

Sheppard (2005b). Hale E. Sheppard, You Can Catch More Flies With Honey:
Debunking the Theory in the Context of International Tax Enforcement, 83 Taxes
29.

Smith (2004). A. M. C. Smith, New Zealand’s International Tax Rules: Proposals for
a Temporary Exemption for New Migrants, 58 Bull. Int’l Fiscal Documentation
326.

Sorensen (2003). Peter Birch Sorensen, International Tax Competition: A New
Framework for Analysis, 33 Econ. Analysis & Pol’y 179, available at http://www.
ecosoc.org.au/qld/journal.html.

Sorensen (2004). Peter Birch Sorensen, International Tax Coordination: Region-
alism Versus Globalism, 88 J. Pub. Econ. 1187, available at http://www.elsevier.
com/locate/inca/505578.

Stewart (2003). Miranda Stewart, Global Trajectories of Tax Reform: The Discourse
of Tax Reform in Developing and Transition Countries, 44 Harv. Int’] L.J. 139.
Strobel (2001). Frank Strobel, International Tax Arbitrage, Tax Evasion, and Interest

Parity Conditions, 55 Research in Econ. 413.

Swenson (2001). Deborah L. Swenson, Tax Reforms and Evidence of Transfer
Pricing, 54 Nat’l Tax J. 7.

Tanzi (1995). Vito Tanzi, Taxation in an Integrating World.



202 BIBLIOGRAPHY

Tanzi (2001). Vito Tanzi, Globalization, Technological Developments, and the Work
of Fiscal Termites, 26 Brook. J. Int’l L. 1261.

Thuronyi (2001). Victor Thuronyi, International Tax Cooperation and a Multilateral
Treaty, 26 Brook. J. Int’1 L. 1641.

Tillinghast (2002). David R. Tillinghast, Issues in the Implementation of the
Arbitration of Disputes Arising Under Income Tax Treaties, 56 Bull. Int’l Fiscal
Documentation 90.

Tillinghast (2003). David R. Tillinghast, Arbitration of Disputes Under Income Tax
Treaties, American Society of International Law — Proceedings of the Annual
Meeting, 107, Washington, Apr. 2-5.

Townsend (2001). Alexander Townsend, Jr., Comment, The Global Schoolyard Bully:
The Organization for Economic Cooperation and Development’s Coercive Efforts
to Control Tax Competition, 25 Fordham Int’l L.J. 215.

Vacovec et al. (2001). K. J. Vacovec et al., The U.S. Foreign Tax Credit for Corporate
Taxpayers, 55 Bull. Int’] Fiscal Documentation 397.

van den Hurk (2001). Hans van den Hurk, Did the ECJ’s Decision in Saint-Gobain
Change International Tax Law?, 55(4) Bull Int’l Fiscal Documentation 152,
available at  http://join.ibfd.org/catalogue/pubdescr.asp?txtID=3&reload_
coolmenus.

van der Bruggen (2001a). E. van der Bruggen, Compulsory Jurisdiction of the Inter-
national Court of Justice in Tax Cases: Do We Already Have an “International
Tax Court”?, Intertax, no. 8-9, at 250.

van der Bruggen (2001b). E. van der Bruggen, State Responsibility Under Customary
International Law in Matters of Taxation and Tax Competition, Intertax, no. 4,
at 115.

Van der Hel-Van Dijk & Kamerling (2003). E. C. J. M. Van der Hel-Van Dijk &
R. J. Kamerling, International Exchange of Information and Multilateral Tax
Auditing: Towards an Intra Community Approach?, Intertax, no. 1, at 4.

van Raad (2001a). Kees van Raad, International Coordination of Tax Treaty
Interpretation and Application, Intertax, no. 67, at 212.

van Raad (2001b). Kees van Raad, Nondiscriminatory Income Taxation of Non-
resident Taxpayers by Member States of the European Union: A Proposal, 26 Brook.
J. Int’l Law 1481.

VanderWolk (2002). J. VanderWolk, Purposive Interpretation of Tax Statutes:
Recent U.K. Decisions on Tax Avoidance Transactions, 56 Bull. Int’l Fiscal
Documentation 70.

Vann (2000). Richard J. Vann, International Aspects of Income Tax, in 2 Tax Law
Design and Drafting 728 (Victor Thuronyi, ed.).

Vincent (2005). Francois Vincent, Transfer Pricing and Attribution of Income to
Permanent Establishments: The Case for Systematic Global Profit Splits (Just
Don’t Say Formulary Apportionment), 53 Canadian Tax J. 409, available at
http://www.ctf.ca/publications/journal.asp.



BIBLIOGRAPHY 203

Wacker (2004). Raymond F. Wacker, U.S. Taxation of International Dividends Under
JGTRRA, 30 Int’l Tax J. 19.

Wang (2002). Shusheng Wang, Possible Changes to the Intercompany Services ¢ Safe
Harbor Rule on Multinationals, 28 Int’l Tax J. 51.

Warren (2001). Alvin C. Warren, Jr., Income Tax Discrimination Against Interna-
tional Commerce, 54 Tax L. Rev. 131.

Wattel & Marres (2003). P.]. Wattel & O. Marres, The Legal Status of the OECD Com-
mentary and Static or Ambulatory Interpretation of Tax Treaties, 43 European
Taxation 222.

Weiss (2001). Mitchell B. Weiss, International Tax Competition: An Efficient or
Inefficient Phenomenon, 16 Akron Tax J. 99.

Werner etal. (2002). Roeger Werner et al., Some Equity and Efficiency Considerations
of International Tax Competition, 9(1) Int’l Tax & Pub. Finance 7, available at
http://www.kluweronline.com/issn/0927-5940.

West (1996). Philip R. West, Foreign Law in U.S. International Taxation, 3 Fla. Tax
Rev. 147.

Wilson & Janeba (2005). John Douglas Wilson & Eckhard Janeba, Decentralization
and International Tax Competition, 89 J. Pub. Econ. 1211.

Winner (2005). Hannes Winner, Has Tax Competition Emerged in OECD Countries?
Evidence from Panel Data, 12 Int’l Tax & Pub. Finance 667, available at
http://www.springerlink.com/link.asp?id=102915.

Yang (2003). James G. S. Yang et al., Internet Sales Bring Home International Tax
Issues, 71 Taxation for Accountants 296.

Yang & Zheshi (2004). James G. S. Yang & Robert Zheshi, Problems Implementing
the VAT in China, 30 Int’l Tax J. 46.

Zagaris (2003). Bruce Zagaris, The Procedural Aspects of U.S. Tax Policy Towards
Developing Countries: Too Many Sticks and No Carrots?, 35 Geo. Wash. Int’l L.
Rev. 331.

Zodrow (2003). George R. Zodrow, Tax Competition and Tax Coordination in the
European Union, 10 Int’] Tax & Pub. Finance 651.

Zodrow (2006). George R. Zodrow, Capital Mobility and Source-Based Taxation of
Capital Income in Small Open Economies, 13 Int’] Tax & Pub. Finance 241.

Zonana (2001). Victor Zonana, Symposium, International Policy in the New
Millennium: Developing Agenda, 26 Brook. J. Int’l L. 1253.

Zueger (2001). M. Zueger, ICC Proposes Arbitration in International Tax Matters,
41 European Taxation 221.






Index

accumulated earnings tax
anti-deferral regimes, 125-126
jurisdictional rules, 25-26
US/China treaty, 179
ACT. See advanced corporate tax (ACT)
Adams, T. S., 10, 11-12
advance pricing agreements (APAs), 118-120
advanced corporate tax (ACT), 164-165
agency
dependent agency, 86—87
transfer of ownership, 86
Alcoa/antitrust decision, 25
Alliant/tax shelter case, 167
American Chicle/indirect credit example, 162
anti-deferral regimes
accumulated earnings tax, 125-126
CFC, 128
development of, 125
FIFE, 128
foreign investment company provision,
127
FPHC, 126-127
incorporated pocketbook, 128
mechanisms, 19
PFIC, 127, 128-131
PHC, 126-127
rules example, 106107
subpart F, 127
APAs. See advance pricing agreements (APAs)
Aramco/blocked income case, 122-123
Archer Daniels Midland/trade or business
determination case, 85-86
arm’s length standard
customary international law, 6-7
formulary apportionment, 113-114
transfer pricing, 104105
Ashland/branch rule example, 140-141

Bank of America/value-added tax case, 51
Barba/gambling withholding case, 67

Barclays/formulary apportionment case,
113-114
basket system
CEN, 161-162
foreign tax credit limitation, 159-162
Bausch & Lomb/transfer pricing case, 108-109
benefits principle. See also single tax principle
described, 1, 3, 182
residence-based taxation, 11
source-based taxation, 11-12
tax base division, 13
tax rate divergence, 12—13
Bethlehem Steel/transfer pricing case,
107-108
Biddle/technical taxpayer case, 153—154
bilateral tax treaties, 3, 4-5
Black & Decker/cost of goods sold case,
56-58
blocked income
consumer products example, 121-122
described, 121
oil company example, 122-123
precedent misuses, 123
regulations, 123
royalty payments, 121-122
Boulez, Pierre, 49-51, 169
branch profit tax
branch/subsidiary investment, 93
dividend equivalent analysis, 94
double taxation issues, 94-96
enactment rationale, 92-93
net asset/earnings analysis, 93-94
parent/subsidiary equalization, 94
treaty override, 95
Brauner, Yariv, 63
Brown Group/base company rule example,
138-139
Bush administration
tax arbitrage, 186-187
tax rate changes, 64

205



206 INDEX

business income, non-residents
active/passive income, 79, 80
force of attraction rule, 79-81
international tax regime, 89-90
present system history, 79

capital export neutrality (CEN)
anti-deferral arguments, 135-136
basket system, 161-162
force of attraction rule, 8§1-82
foreign tax credit limitation, 158
violation issues, 159—160
capital gains
exclusions, 67—68
real property, 90-91
source rules, 43, 68—69
US/China treaty, 178
withholding tax, 16
CFCs. See controlled foreign corporations
(CFCs)
check the box rules
branch rule application, 146
hybrid entities example, 143-145
intragroup payment example, 145-146
Notice 98-11, 143—-145, 146-147
China. See US/China treaty
Clinton administration
check the box rules, 146-147
formulary apportionment, 114
research & development rules, 59
Subpart F exceptions, 135, 136, 148—149
tax rate changes, 64
Coase, Ronald, 105
Compag/corporate tax shelter case, 166-167,
168
comparable profit method (CPM)
arm’s length determination, 6-7,
114-116
profit splits, 117
comparable uncontrolled price (CUP)
arm’s length determination, 114
profit splits, 117
transfer pricing, 104-105
USX/Navios example, 107-108
controlled foreign corporations (CFCs)
anti-deferral regimes, 128
customary international law, 28
developed countries, 3
nationality-based jurisdiction, 24
passive income application, 19-20
residency rules, 32-33
subpart F regime, 131-133

convertible debt instruments, 72
Cook v. Tait, 22, 29
corporate tax shelters
business purpose example, 166—167, 168
dual accounting systems, 167168
problems with, 168
tax reduction strategists, 166
CPM. See comparable profit method (CPM)
CUP. See comparable uncontrolled price
(CUP)

Daimler Chrysler/corporate residency
example, 143
deductions, allocation of
cost of goods sold example, 56
general rules/steps, 55-56
interest expense, 60—63
research & development rules, 58—60
resident/non-resident preferences, 55
worthless stock example, 56-58
deemed dividends
nationality-based jurisdiction, 24-25
PFIC, 129
subpart F regime, 133-134
deferral, of taxation, 19-20. See also
anti-deferral regimes
derivative financial instruments, 75-77
dividends, non-resident. See also deemed
dividends
deductibility, 74
derivative financial instruments, 75-77
equity swaps, 77
subsidiary/parent payments, 77
treaty/non-treaty rates, 74
withholding tax, 74-75
domestic taxpayers, US tax rules
deferral, 19-20
example, 20-21
foreign tax credit, 20-21
dual residency, 33-34
DuPont/transfer pricing case, 106-107,
137-138

earnings stripping rule
debt vs. equity capitalization, 96-97
deductibility restriction, 98-99
dividend/interest comparison, 96
excess interest expense, 98—99
guarantee provision, 99-100
non-US approaches, 100-101
safe-harbor provision, 98
tax-exempt related parties, 97-98



effectively connected income

asset test, 88

described, 87-88

foreign taxpayers, 14-15

people test, 88-89

subsidiary location/control, 89
equity swaps, 77
expatriation, tax-motivated, 31-32

FDAP. See fixed or determinable, annual or
period income (FDAP)
FIE. See foreign investment funds (FIF)
FIRPTA. See foreign investment in real
property tax act (FIRPTA)
fiscal domicile, 22-23
fixed or determinable, annual or period
income (FDAP)
described, 66—67
force of attraction rule, 80-81
income treatment, 15, 18—19
non-resident taxation, 14, 89—-90
force of attraction rule
described, 79-80
permanent establishment, 171-172
trade or business determination, 80-82
foreign investment funds (FIF)
described, 128
international tax regime, 3
foreign investment in real property tax act
(FIRPTA)
history of, 90-91
policy considerations, 92
foreign personal holding corporations
(FPHCs)
described, 24-25
jurisdictional limits, 25-26
foreign tax credit
vs. deduction, 7, 10, 40, 150-151
deferred income, 165-166
double taxation risks, 39—40, 42
general criteria, 151
gross-up provision, 153
importance of, 150
resident vs. non-resident importance,
41-42
source income level, 41
tax rate differences, 4041
technical taxpayer rule, 152—-154
foreign tax credit, credible requirements
corporate cash flow tax example, 155-156
gross receipts, 154155
net income, 155

INDEX

problems with, 156
realization, 154
US position on, 154
wage deductibility example, 155
foreign tax credit, indirect credits
accumulated profits example, 163-164
ACT, 164-165
branch vs. subsidiary example, 162
eligibility, 162
formula calculation, 162
foreign tax credit limitation
basket system example, 159-162
calculation of, 157
effective rate reduction, 158
income averaging, 158—159
need for, 156-157, 158
problems with, 157
source income level, 158
tax holidays, 161
foreign tax credit, proof of payment
foreign government receipt, 151
refund/subsidy rule, 152
soak-up tax, 152
tax vs. royalty label, 151-152
foreign taxpayers, US tax rules
active business income, 14-15
active/passive distinction, 14
domestic/foreign taxpayer distinction,
13-14
effectively connected income, 14-15
passive income, 15-19
formulary apportionment
APAs, 118-120
vs. arm’s length pricing, 113-114
“best method” rule, 114
CPM, 114-116
CUP, 117
disadvantages of, 112
functional analysis, 117-118
profit division example, 111-112
profit split method, 116-117
US/non-US application, 114
weighting factors/formula, 112-113
Fortress Re/trade or business determination
case, 86—-87
FPHCs. See foreign personal holding
corporations (FPHCs)
Freedom of Information Act, 119
Fruehauf/jurisdiction case, 26

Garlock/subpart F avoidance case, 132-133
global trading, 118-119

207



208 INDEX

Goodyear/indirect foreign tax credit case, 163, non-discrimination principle, 6
164 policy considerations, 188
Graetz, Michael, 12 international tax regime, existence
Gray, Horace, 7-8 bilateral tax treaties, 3
green-card holders, 30 controversy of, 1
denial of, 2
Hoffmann-LaRoche/royalty vs. service case, domestic law convergence, 2-3
48-49 implications of, 1
international law convergence, 3
income, formal source rules non-discrimination principle in, 4
aims of, 42 non-resident taxation, 89-90
capital gains, 43 tax arbitrage, 187
dividends, 42—43 thin capitalization rule in, 4
interest, 43 world economy integration, 3—4
inventory, 43—44 international tax regime, structure. See also US
vs. substantive source rules, 45—47 tax rules terms
income, source/character examples benefits principle, 11-13, 89-90
active/passive income, 52-53 single tax principle, 8-10
cancelled indebtedness, 53—54 investment income
category/market evolution, 55 deferred/delayed taxation, 124-125
characterization difficulties, 49 development, 125
computer/ software transactions, 51-52, foreign source income, 124
172-173 investment income, anti-deferral regimes
country disputes, 49-51 accumulated earnings tax, 125-126
covenant not to compete, 54 CFC, 128
financial institutions, 51 FIE, 128
new technologies, 54—55 foreign investment company provision, 127
royalties vs. services, 47—49 FPHC, 126-127
tax treaties, 52-53 incorporated pocketbook, 128
income, substantive source rules, 43—44 PFIC, 127, 128-131
aims of, 44 PHC, 126-127
vs. formal source rules, 45-47 Subpart F, 127
place of use, 44 investment income, branch profit tax
royalties/intangible goods, 44-45 branch vs. subsidiary investment, 93
services, 45 dividend equivalent analysis, 94
incorporated pocketbooks, 19, 128 double taxation issues, 94-96
Inland Steel/disallowed deductions case, 155 enactment rationale, 92-93
interest, non-resident net asset/earnings analysis, 93-94
bank loans, 70-71 parent/subsidiary equalization, 94
budget deficit response, 69-70 treaty override, 95
convertible debt instruments, 72 investment income, capital gains, 68—69
country-specific complications, 71 exclusions, 67-68
dollar volume (annual), 71-72 real property, 90-91
portfolio interest exemption, 70 source rules, 43, 68—69
source rules, 72 US/China treaty, 178
international tax regime, customary law withholding tax, 16
arm’s length standard, 6-7 investment income, dividends
described, 4-5, 187 deductibility, 74
foreign tax credits/deductions, 7 derivative financial instruments, 75-77
implications of, 7-8 equity swaps, 77

jurisdiction to tax, 5-6 subsidiary/parent payments, 77



INDEX 209

treaty/non-treaty rates, 74
withholding tax, 74-75

investment income, earnings stripping rule
debt vs. equity capitalization, 9697
deductibility restriction, 98-99
dividend/interest comparison, 96
excess interest expense, 98—99
guarantee provision, 99-100
non-US approaches, 100-101
safe-harbor provision, 98
tax-exempt related parties, 97-98

investment income, interest
bank loans, 70-71
budget deficit response, 69-70
convertible debt instruments, 72
country-specific complications, 71
dollar volume (annual), 71-72
portfolio interest exemption, 70
source rules, 72

investment income, non-residents
active/passive income categories, 64
annual/periodic income, defined, 66-67
capital gains exclusion, 67-68
deductions, number of, 64-65
FDAP, 65-67
gambling winnings, 67
gross/net rate payment decision, 64—65
present system history, 64
tax competition issues, 78
withholding tax, 65-66, 67-68, 78

investment income, real property
asset valuation, 91-92
buyer certification, 91
capital gains, 90-91
FIRPTA, 90-91
policy considerations, 92
rule avoidance, 91
withholding tax, 91

investment income, royalties. See also royalties
cascading tax example, 72-73
limitation on benefits article, 73-74
treaty provisions, 72

Islamic non-creditable tax, 163—-164

jurisdiction, US tax rules. See also
nationality-based jurisdiction terms
accumulated earnings tax, 25-26
check the box rule, 35-37
citizenship status, 31
corporate residency, 32-33
customary international law, 5-6, 28

dual residency, 33-34

expatriation, tax-motivated, 31-32
foreign corporations, 34-35
FPHCs, 25-26

Fruehauf case, 26

green-card holders, 30

limited liability corporations, 35-36
medical status, 31

nominal shareholders, 36
partnerships, 35-37

physical presence, 30-31

residency status, 29-30

Sensor case, 26

student/faculty status, 31
summarized, 37

tax havens, 23

territorially based jurisdiction, 27-28
worldwide taxation, 28-29

Karrer, Paul, 48—49

Kennedy administration
anti-deferral arguments, 19-20, 135-136
subpart F enactment, 25, 127

Korfund Company/not compete case, 54

Lepard, Brian D., 7

Lewenhaupt v. Commissioner, 84—85
Liang, Chang Hsiao, 81-82

limited liability corporations, 35-36

model tax treaty. See US model tax treaty
terms; US/China treaty

nationality-based jurisdiction, corporations
CFCs, 24, 25
corporate income
customary international law growth, 26-27
deemed dividends, 24-25
FPHCs, 24-26
jurisdiction expansion, 26
PHC, 24-26
sanctions, 26
US/UK approaches, 24
nationality-based jurisdiction, individuals
citizenship, 22
defined, 22-23
fiscal domicile, 22-23
physical presence, 22-23
residency, 22-23
tax havens, 23
vs. territoriality-based, 22



210 INDEX

Navios/transfer pricing case, 107-108
non-discrimination principle, 4, 6
Notice 98—11, 143-145, 146-147

OECD
CFC taxation, 148
coordination with US positions, 114
double taxation, 185, 188
model tax treaty, 169
PE threshold, 184-185
profit splits, 117
single tax principle, 182
tax arbitrage, 186, 187
tax competition, 78, 185
tax havens, 183-184
tax sparing, 170-171
TNMM, 116
transfer pricing, 119
vs. US model, 171-172
O’Hear, Michael, 12
Organisation for Economic Co-operation and
Development (OECD). See OECD

Paquete Habana/customary international law
implications, 7-8
passive foreign investment company (PFIC)
active/inactive thresholds, 131
deemed dividend option, 129
described, 127
enforcement/evasion issues, 130—131
interest charge option, 129
mark to market option, 129-130
option comparison, 130
passive income test, 128-129
US residency status, 131
passive income, US tax rules
capital gains, 16
dividends, 17-18
interest, 16—17
rents/royalties, 18—19
withholding tax, 15-16
personal holding company (PHC), 24-26
PFIC. See passive foreign investment company
(PFIC)
physical presence test
source income example, 8384
thresholds, 82-83, 84
Piedras Negras Broadcasting Co., Commissioner
v., 83-84
portfolio interest exemption, 70
Proctor & Gamble/blocked income case,
121-122

Reagan administration
formulary apportionment, 114
tax policies, 69-70
real property, non-resident
asset valuation, 91-92
buyer certification, 91
capital gains, 90-91
FIRPTA, 90-91
policy considerations, 92
rule avoidance, 91
withholding tax, 91
residence-based taxation
economist preference for, 38
problems with, 39
Rosenbloom, H. David
bilateral tax treaties, 3
international tax regime, 2
tax arbitrage, 186, 187
Royal Dutch Shell/corporate tax shelter case,
166-167
royalties
blocked income, 121-122
cascading tax example, 72-73
foreign tax credit, 151-152
intangible goods, 44-45
limitation on benefits article, 73-74
Royal Dutch Shell, 166-167
vs. services, 47—49
transfer pricing, 110-111, 121-122
US/China treaty, 72, 179

Saudi Aramco/blocked income case, 122-123
Schrempf, Juergen, 143
Seligman commission, 38
Sensor/jurisdiction case, 26
Shaviro, Daniel, 63
Simons, Henry, 154
single tax principle. See also benefits principle
appropriate tax rate, 9
and benefits principle, 9
cross-border income, 9-10
described, 1, 3, 182
example, 10
foreign tax credit, 10
goal of, 8-9
personal/corporate tax maintenance, 9
tax arbitrage, 187
tax holiday example, 147-148
source rules. See also income, formal source
rules; income, substantive source rules;
residence-based taxation
customary international law, 63



INDEX 211

foreign tax credit, 39-42
resident taxation, 39
resident vs. non-resident importance, 38, 42
source determination, 38
Spermacet Whaling/trade or business
determination case, 85-86
stock/securities trading, non-residents, 81-82
subpart F regime
50/50 joint ventures, 132—133
banking/finance/insurance exception, 136
base company rule, 137-138
CEN, 135-136
CFC application, 131-133
de minimis exception, 137
deemed dividends, 133-134
high tax exception, 136-137
income categories, 134-135
policy considerations, 148—149
subpart F regime, American rules
inversion transactions, 143
local active business, 142—143
local/foreign tax rate, 141-142
subpart F regime, base company rule
avoidance of, 141
branch rule example, 140-141
French rules, 141-142
partnership example, 138-139
subpart F regime, check the box rules
branch rule application, 146
hybrid entities example, 143-145
intragroup payment example, 145-146
Notice 9811, 143-145, 146-147
tax holiday example, 147-148

Taisei/dependent agency case, 86—87
Tanzi, Vito, 183
tax arbitrage
defined, 186
negative views on, 186-187
policy considerations, 187
single tax principle, 187
tax competition, active investment
double nontaxation, 185
multinational enterprise (MNE) activity,
184-185
tax havens, 185
tax competition, passive investment
double nontaxation, 183
residence country initiatives, 183—184
tax havens, 183
tax withholding trends, 183
tax havens

active investment, 185
nationality-based jurisdiction, 23
passive investment, 183
tax holiday
foreign tax credit limitation, 161
single tax principle, 147-148
subpart F regime, 147-148
tax sparing
treaty negotiation, 174
US/China treaty, 179-180
tax treaty model. See US model tax treaty
terms; US/China treaty
territorially-based jurisdiction, 27-28
thin capitalization rule, 4
TNMM. See transactional net margin method
(TNMM)
trade or business determination
avoidance of, 87
dependent agency, 86-87
nominal ownership, 85-86
non-US partnerships/joint ventures, 85-86
physical presence test, 82—84
real estate transactions, 84—85
transfer of ownership, 86
trade or business determination, effectively
connected concept
asset test, 88
described, 8788
people test, 88—89
subsidiary location/control, 89
transactional net margin method (TNMM),
116
transfer pricing
arm’s length price, 104-105
cost-plus price method, 105
cost sharing rule, 111
country tax rate differences, 103
described, 102
DuPont case, 106-107, 137-138
guidelines, 104, 105-106
profit continuum, 102-103
resale price method, 105
resident/non-resident income shifts, 102
royalty/super royalty rule, 110-111
tax evasion prevention measures, 103—104
transfer pricing, blocked income
consumer products, 121-122
described, 121
oil company, 122-123
precedent misuses, 123
regulations, 123
royalty payments, 121-122



212

transfer pricing, concept examples
anti-deferral rules, 106107
assured customer, 107-108
chemical company, 106107
contact lens company, 108—-109
CUP, 104-105, 107-108
export subsidiary, 106
mining company, 106
multinational corporate venture,

108-109

pharmaceutical company, 109-110
profit allocation, 106
steel company, 107-108

transfer pricing, formulary apportionment
APAs, 118-119
vs. arm’s length pricing, 113-114
“best method” rule, 114
CPM, 114-116
CUP, 117
disadvantages of, 112
functional analysis, 117-118
profit division, 111-112
profit split method, 116-117
US/non-US application, 114
weighting factors/formula, 112-113

United Parcel Service/trade or business
determination case, 120
US/China treaty

accumulated earnings tax, 179

benefits to China, 180

branch profit tax, 178

business profits, 177

capital gains, 178

covered taxes, 176

as developing country example, 176,
180-181

FPHC, 179

information exchange, 179

joint ventures, 178-179

limitation on benefits, 179, 180

non-discrimination principle, 179

permanent establishment threshold,
176-177

PHC, 179

residency definition, 176

royalties, 179

savings clause, 179

second-order dividend rule, 178

student income/scholarships, 179

tax sparing, 179-180

INDEX

transfer pricing adjustments, 177-178
treaty shopping, 179-180
US Gypsum/transfer pricing case, 106
US model tax treaty
bargaining position, 169
developed vs. developing countries,
170-171
double taxation prevention, 169
persons/entities covered by, 171
reciprocal capital flows, 170
source/residence revenue shift, 169-170
tax increases/reductions, 171
taxes covered by, 171
US model tax treaty, substantive provisions
business profits, 172
earnings stripping, 173
information exchange, 174
limitation on benefits, 172-174
non-discrimination, 174
permanent establishment threshold,
171-172
real property, 172
source-based tax reduction, 172
transfer pricing adjustments, 172
US Steel/transfer pricing case, 107-108
US tax rules, domestic taxpayers
deferral, 19-20
example, 20-21
foreign tax credit, 19, 20-21
US tax rules, foreign taxpayers
active/passive distinction, 14
domestic/foreign taxpayer distinction,
13-14
effectively connected income, 14-15
passive income, 15-19
US tax rules, jurisdiction. See also
nationality-based jurisdiction terms
accumulated earnings tax, 25-26
check the box rule, 35-37
citizenship status, 31
corporate residency, 32-33
customary international law, 5-6, 28
dual residency, 33-34
expatriation, tax-motivated, 31-32
foreign corporations, 34-35
FPHCs, 25-26
Fruehauf case, 26
green card holders, 30
limited liability corporations, 35-36
medical status, 31
nominal shareholders, 36



partnerships, 35-37

physical presence, 30-31
residency status, 29-30

Sensor case, 26

student/faculty status, 31
summarized, 37

tax havens, 23

territorially-based jurisdiction, 27-28
world-wide taxation, 28-29

US treaty negotiation

tax sparing, 174

treaty override, 174-176
USX/transfer pricing case, 107-108

Vulcan/accumulated profits case, 163—164

INDEX

Western Hemisphere Trade Corporation,
106
withholding tax
Barba/gambling case, 67
as bargaining tool, 65-66
capital gains, 16, 67—68
dividends, 74-75, 78
passive income, 15-16
real property, 91
tax competition, 183
Wodehouse, P. G., 47-48, 66-67
World Trade Organization, 59—60

Xerox Corporation/indirect credits case,
164-165

213



	Cover
	Half-title
	Series-title
	Title
	Copyright
	Dedication
	Contents
	1 Introduction: Is there an international tax regime? Is it part of international law?
	I . IS THERE AN INTERNATIONAL TAX REGIME?
	II . IS THE INTERNATIONAL TAX REGIME PART OF INTERNATIONAL LAW?
	A. Jurisdiction to tax
	B. Nondiscrimination
	C. The arm’s-length standard
	D. Foreign tax credits versus deductions
	E. Conclusion

	III . THE STRUCTURE OF THE INTERNATIONAL TAX REGIME
	A. Defining the tax base: The single tax principle
	B. Dividing the tax base: The benefits principle
	C. How U.S. tax rules fit the international tax regime
	1. Foreign taxpayers
	a. Active business and effectively connected income
	b. Passive income

	2. Domestic taxpayers
	a. Deferral
	b. Foreign tax credit




	2 Jurisdiction to tax
	I . INTRODUCTION
	II . INDIVIDUALS: REDEFINITION OF NATIONALITY JURISDICTION AS RESIDENCE
	III . CORPORATIONS: EXPANSION OF NATIONALITY JURISDICTION TO CFCS
	IV. THE PROBLEM OF TERRITORIAL JURISDICTION (SOURCE)
	V. JURISDICTION AND CUSTOMARY INTERNATIONAL LAW
	VI. U.S. JURISDICTION TO TAX RULES

	3 Sourcing income and deductions
	I . WHY ARE SOURCE RULES NEEDED?
	II . THE SOURCE RULES FOR INCOME
	III . EXAMPLES: SOURCE AND CHARACTER OF INCOME
	IV. THE ALLOCATION OF DEDUCTIONS
	V. CONCLUSION: THE SOURCE RULES AND CUSTOMARY INTERNATIONAL LAW

	4 Taxation of nonresidents: Investment income
	I . THE GENERAL RULE
	II . EXCEPTIONS
	A. Capital gains
	B. Interest
	C. Royalties
	D. Dividends

	III . CONCLUSION

	5 Taxation of nonresidents: Business income
	I . IN GENERAL
	II . TRADING IN STOCK OR SECURITIES
	III . U.S. TRADE OR BUSINESS
	A. The physical presence test
	B. Case examples
	C. Agency

	IV. EFFECTIVELY CONNECTED
	V. SUMMARY: TAXATION OF NONRESIDENTS AND THE INTERNATIONAL TAX REGIME
	VI. THREE SPECIFIC RULES
	A. Real property
	B. The branch profit tax
	C. The earnings stripping rule


	6 Transfer pricing
	8 Taxation of residents: Business income
	7 Taxation of residents: Investment income
	9 The United States and the tax treaty network
	10 Tax competition, tax arbitrage, and the future of the international tax regime
	I . TAX COMPETITION FOR PASSIVE INVESTMENT
	II . TAX COMPETITION FOR ACTIVE INVESTMENT
	III . TAX ARBITRAGE
	IV. CONCLUSION

	Bibliography
	Index



