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GETTING SERIOUS ABOUT CROSS-BORDER
EARNINGS STRIPPING: ESTABLISHING AN
ANALYTICAL FRAMEWORK"®

J. CLIFTON FLEMING, JR.,” ROBERT J. PERONI, ™ & STEPHEN E.

SHAY™

A multinational enterprise (“MNE”) may use cross-border
earnings stripping as a tax planning strategy. This strategy
involves a higher-tax affiliate making deductible payments to a
low- or zero-tax affiliate to reduce the MNE’s global effective tax
rate and, in the process, erode the corporate tax bases of
countries where its economic activity otherwise would be more
highly taxed. Earnings stripping the U.S. corporate tax base is a
major objective of U.S. corporations that engage in “inversion”
transactions to become a subsidiary in a foreign-parented group.
This Article explains how the earnings stripping problem extends
beyond corporate inversions to U.S. subsidiaries of foreign-
parent groups regardless of how the group was formed and is
independent of the controversy regarding whether the United
States should adopt a territorial system. The Article develops a
theoretical framework for analyzing earnings stripping and
identifying the scope of an appropriate response. The Article
further grapples with developing workable rules to implement its
theoretical policy prescriptions. The Article’s analysis supports
limiting the deductibility of cross-border interest payments by a
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U.S. subsidiary with respect to intra-MNE debt to the
subsidiary’s proportionate share of the MNE’s worldwide debt
owed to unrelated parties. The Article’s analysis also supports
treating the proper taxation of cross-border services fees as
primarily a transfer pricing issue but justifies a source
withholding tax as a device for dividing revenue between the
source and residence countries. Finally, the Article advances
understanding of the proper taxation of royalties paid by a U.S.
subsidiary to a foreign member of an MNE but concludes that
the ultimate resolution of that issue requires further work.
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INTRODUCTION

A multinational enterprise (“MNE”) may use cross-border
earnings stripping as a tax planning strategy. This strategy involves a
higher-tax affiliate making deductible payments to a low- or zero-tax
affiliate to reduce the MNE’s global effective tax rate and, in the
process, erode the corporate tax bases of countries where its
economic activity otherwise would be more highly taxed. Earnings
stripping the U.S. corporate tax base is a major objective of U.S.
corporations that engage in an “inversion” transaction to become a
subsidiary in a foreign-parented group, thus allowing the deductible
payments strategy to work without running afoul of U.S. anti-
avoidance rules in Subpart F' and other provisions of the Internal
Revenue Code.? This is because the deductible payments save tax by
shifting U.S.-source income to low-tax countries, and corporate
inversions are an effective way to create the U.S. subsidiary/foreign
parent structure that makes the deductible payments possible. Hence,
most of the current discussion of earnings stripping occurs in the
context of how to tackle the inversion problem.

In this Article, we explain that although earnings stripping is
appropriately an important part of the inversion conversation, it has

1. See generally 1.R.C. §§ 951-64 (2012) (detailing the anti-deferral rules relating to
controlled foreign corporations).

2. See, eg., LR.C. §163(j) (2012) (containing earnings stripping deduction
limitations only for interest payments and only if certain triggers are met, discussed infra
text accompanying notes 206-27).
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additional critical effects. Those effects extend beyond corporate
inversions to U.S. subsidiaries of foreign-parented groups regardless
of how the group was formed. Those effects will continue to present a
broad challenge to the U.S. system for taxing cross-border income
even if inversions are curtailed. This Article also explains that
earnings stripping is a threat to the U.S. tax base regardless of
whether the United States (1) adopts a real worldwide income tax
system that eschews deferral and substantial cross-crediting, (2)
adopts an explicit territorial system, or (3) continues with its present
bollixed system that appears to be a worldwide system but largely
functions as an unduly complex, incoherent, and elective de facto
territorial regime. Thus, the unresolved controversy regarding overall
system design is not a reason to postpone developing remedies for the
earnings stripping problem.

To identify appropriate remedies, however, it is first necessary to
determine what is objectionable about earnings stripping, and that
quest is inhibited by the fact that U.S.-source taxation, to which
earnings stripping is a threat, is an under-theorized topic.
Consequently, this Article develops a theoretical framework for
analyzing earnings stripping and identifying the scope of an
appropriate response to the earnings stripping problem. The Article
then considers workable and policy-relevant ways to implement its
theoretical prescriptions. In our judgment, the likelihood of the
emergence of an effective multilateral approach to earnings stripping
is remote. Thus, the United States must develop appropriate rules in
light of its own tax system and interests, although seeking
international cooperation in areas where it can be achieved will
certainly further those interests.

The Article proceeds in Part I by providing a background that
gives context to the earnings stripping issue both within and beyond
the corporate inversion problem. Part II develops a theoretical
framework for determining both the detriments of earnings stripping
and the appropriate responses. Part III then confronts the problem of
translating theoretical analysis into workable, real-world solutions.
Part IV addresses the question of whether revenue realities allow us
to ignore the earnings stripping problem and argues that they do not.
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1. BACKGROUND

A. Real Worldwide Taxation Revisited

In our prior work,’ we have argued that the United States should
adopt a real worldwide system for taxing the foreign income of a U.S.
MNE.* Under a real worldwide system, the foreign-source and U.S.-
source income of a U.S. parent corporation and all of its controlled
foreign subsidiaries would be aggregated and subjected to a current,
non-deferred U.S. income tax with a credit for foreign income tax
paid thereon to the extent that the foreign tax did not exceed the
applicable U.S. tax. In addition, foreign tax imposed by high-tax
foreign countries in excess of U.S. tax could not be cross-credited
against the U.S. residual tax on income earned in low-tax foreign
countries. This approach would greatly ameliorate distortion of the
choice between the United States and low-tax foreign countries as the
location for business or investment activity,” would end the so-called
lockout effect of current law,’ would align U.S. international income
taxation more closely with the ability-to-pay principle that underlies
the choice of income as the primary U.S. federal tax base,” and would

3. See, e.g., J. Clifton Fleming, Jr., Robert J. Peroni & Stephen E. Shay, Perspectives
on the Worldwide vs. Territorial Taxation Debate, 125 TAX NOTES 1079, 1081 (2009)
[hereinafter Fleming, Peroni & Shay, Perspectives|; Robert J. Peroni, J. Clifton Fleming,
Jr. & Stephen E. Shay, Getting Serious About Curtailing Deferral of U.S. Income Tax on
Foreign Source Income, 52 SMU L. REV. 455, 458 (1999) [hereinafter Peroni, Fleming &
Shay, Getting Serious).

4. The most basic MNEs are a parent/subsidiary structure or a pair of corporations
whose stock is owned by the same party or parties (i.e., the brother/sister structure). There
are virtually endless combinations and permutations of these basic patterns. For purposes
of this Article, an MNE is a parent/subsidiary group of corporations that functions as an
economic unit with at least one member being engaged in business activity outside the
country in which the MNE parent is a resident for tax purposes.

5. See CONG. BUDGET OFFICE, OPTIONS FOR TAXING U.S. MULTINATIONAL
CORPORATIONS 20 (2013) [hereinafter CBO, OPTIONS]; STAFF OF J. COMM. ON
TAXATION, JCX-42-11, PRESENT LAW AND ISSUES IN U.S. TAXATION OF CROSS-
BORDER INCOME 103 (2011) [hereinafter J. COMM., CROSS-BORDER INCOME]; Fleming,
Peroni & Shay, Perspectives, supra note 3, at 1084-85.

6. See CBO, OPTIONS, supra note 5, at 20; J. COMM., CROSS-BORDER INCOME,
supra note 5, at 103; J. Clifton Fleming, Jr. & Robert J. Peroni, Eviscerating the Foreign
Tax Credit Limitations and Cutting the Repatriation Tax — What’s ETI Repeal Got to Do
with It?, 104 TAX NOTES 1393, 1406, 1414 (2004) [hereinafter Fleming & Peroni,
Eviscerating].

7. See Fleming, Peroni & Shay, Perspectives, supra note 3, at 1091-1101; J. Clifton
Fleming, Jr., Robert J. Peroni & Stephen E. Shay, Fairness in International Taxation: The
Ability-to-Pay Case for Taxing Worldwide Income, 5 FLA. TAX REV. 299, 328-33 (2001)
[hereinafter Fleming, Peroni & Shay, Fairness|; see also AJAY K. MEHROTRA, MAKING
THE MODERN AMERICAN FISCAL STATE 8-15 (2013) (tracing the rise of the ability-to-
pay concept as a fundamental pillar of taxation in the United States).
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allow the United States to collect a residual tax® on income earned by
U.S. MNEs in low-tax foreign countries at a time when the U.S.
Treasury is in need of increased revenue. Stiff resistance to achieving
these goals comes from opponents who seek to exclude foreign-
source business income from the U.S. tax base, and a lively and
important debate has resulted.’

B. Corporate Inversions

Among the arguments made by opponents of the real worldwide
taxation that we propose is that U.S. MNEs could readily defeat such
a regime by reorganizing into foreign-controlled MNEs—a tactic
referred to as corporate inversion.'” The United States partially
addressed this concern with the enactment of statutory rules
discouraging inversions in 2004.!" While these rules have had a
substantial restrictive effect,' in recent years U.S. MNEs have sought
to avoid the most burdensome aspect of those rules by merging with

8. A residual tax is the U.S. income tax liability that exceeds any allowable credit for
foreign income tax payments on foreign-source income.

9. See, e.g., Mihir A. Desai & James R. Hines, Jr., Old Rules and New Realities:
Corporate Tax Policy in a Global Setting, 75 NAT'L TAX J. 937, 957 (2004); BUSINESS
ROUNDTABLE & BUSINESS COUNCIL, POLICY BURDENS INHIBITING ECONOMIC
GROWTH 17-18 (June 21, 2010), available at http://businessroundtable.org/sites/
default/files/20100621_Letter_to_OMB_Director_Orszag_from_BRT_and_BC_with_Atta
chments.pdf; J.D. Foster & Curtis S. Dubay, Obama International Tax Plan Would
Weaken  Global — Competitiveness, ~HERITAGE FOUND. (May 5, 2009),
http://www.heritage.org/Research/Reports/2009/05/Obama-International-Tax-Plan-
Would-Weaken-Global-Competitiveness; see also J. Clifton Fleming, Jr., Robert J. Peroni
& Stephen E. Shay, Designing a U.S. Exemption System for Foreign Income When the
Treasury is Empty, 13 FLA. TAX REV. 397, 426-27 (2012) [hereinafter Fleming, Peroni &
Shay, Designing] (arguing that if the U.S. international income system is reworked into an
exemption or territorial system, it should be designed to protect revenue); Daniel N.
Shaviro, Evaluating the Case for 1986-Style Corporate Tax Reform, 145 TAX NOTES 1267,
1274 (2014) (“[A]t present there is ‘no evidence’ to support assertions that U.S. companies
generally face higher effective tax rates, whether by reason of the higher statutory rate or
having a nominally worldwide system for taxing foreign source income.”).

10. See Eric Solomon, Corporate Inversions: A Symptom of Larger Tax System
Problems, 136 TAX NOTES 1449, 1449 (2012).

11. See L.R.C. § 7874 (2012); Martin A. Sullivan, Lessons from the Last War on
Inversions, 143 TAX NOTES 861, 861 (2014); Bret Wells, Corporate Inversions and Whack-
a-Mole Tax Policy, 143 TAX NOTES 1429, 1429-32 (2014) [hereinafter Wells, Whack-a-
Mole].

12. See Edward D. Kleinbard, The Lessons of Stateless Income, 65 TAX L. REV. 99,
160-61 (2011) [hereinafter Kleinbard, Lessons]; Lee A. Sheppard, Inversions Continue,
but Are More Difficult, 141 TAX NOTES 355, 355 (2013) [hereinafter Sheppard, Inversions
Continue)].
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foreign corporations,” and there has been considerable discussion
regarding the appropriate response.'

A major reason for U.S. MNEs to invert is to create large
amounts of debt owed to foreign related parties and then to erode the
U.S. income tax base by means of deductible interest payments on
that debt, a maneuver included under the rubric of earnings
stripping.”” We have argued for broadening the definition of U.S.
corporate tax residence, which would have a restraining effect on this
tactic.'® This argument, however, is not a complete response because
the untoward effects of earnings stripping, which we describe below,
are not dependent on the existence of an inverted corporation but

13. See DONALD J. MARPLES & JANE G. GRAVELLE, CONG. RESEARCH SERV.,
CORPORATE EXPATRIATION, INVERSIONS, AND MERGERS: TAX ISSUES 10-11 (2014);
Mindy Herzfeld, What’s Next in Inversion Land?, 143 TAX NOTES 1225, 1226-27 (2014);
Sheppard, Inversions Continue, supra note 12, at 355; Wells, Whack-a-Mole, supra note 11,
at 1432.

14. See U.S. TREASURY DEP'T, GENERAL EXPLANATIONS OF THE
ADMINISTRATION’S FISCAL YEAR 2016 REVENUE PROPOSALS 37-38 (2015) [hereinafter
U.S. TREAS. DEP’'T, GENERAL EXPLANATIONS]; Lindsey McPherson & Andrew Velarde,
Democrats Disagree on Legislative Fix for Inversions, 143 TAX NOTES 876, 876-77 (2014);
Stephen E. Shay, Mr. Secretary, Take the Tax Juice Out of Corporate Expatriations, 144
TAX NOTES 473, 479 (2014) [hereinafter Shay, Mr. Secretary]; Martin A. Sullivan, Short-
Term Inversion Fix May Be Necessary, 143 TAX NOTES 1090, 1092 (2014); Andrew
Velarde & Lindsey McPherson, Schumer Seeks Interest Deduction Limit for Inverters, 144
TAX NOTES 379, 379-80 (2014).

15. See U.S. TREASURY DEP'T, EARNINGS STRIPPING, TRANSFER PRICING AND U.S.
INCOME TAX TREATIES 21-22 (2007) [hereinafter U.S. TREAS. DEP'T, EARNINGS
STRIPPING]; Dana Mattioli, Acquirers Plot Escape from a Turn on Taxes, WALL ST. J.,
July 7, 2014, at C1, C2 (quoting Kevin Rinker, a partner at Debevoise & Plimpton LLP, as
saying, “Because the [tax] benefit the buyer will get from an inversion is so important to a
deal, if there were a change in [tax]| law, the original price wouldn’t make sense for the
acquirer”). As stated by Willard Taylor:

Inversions are not, and never were, solely about voting-with-your feet, or electing
into, an exemption system of taxation for foreign business income. ... A dollar
earned in the United States is taxed at a 35% rate but if paid as interest to the new
Irish parent is taxed at a 12.5% rate at most (and is not subject to withholding
under the U.S.-Ireland Treaty). This has little to do with whether or not the
United States adopts an exemption or territorial system . . . .

Willard B. Taylor, Letter to the Editor, A Comment on Eric Solomon’s Article on
Corporate Inversions, 137 TAX NOTES 105, 105 (2012). This Article only addresses
earnings stripping in a cross-border context. Earnings stripping techniques also may be
used in connection with tax-exempt taxpayers, taxpayers with carryover losses, and in
other contexts, each of which would require separate technical and policy analyses that are
beyond the scope of this Article.

16. See J. Clifton Fleming, Jr., Robert J. Peroni & Stephen E. Shay, Formulary
Apportionment in the U.S. International Income Tax System: Putting Lipstick on a Pig?, 36
MicH. J. INT'L LAW 1, 7 (2014) [hereinafter Fleming, Peroni & Shay, Formulary
Apportionment]; Fleming, Peroni & Shay, Perspectives, supra note 3, at 1098-1100.
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also arise in the context of foreign-controlled MNEs that were not
formed by inverting a U.S. MNE. Consequently, this Article will
focus on developing an analytical framework for identifying responses
to the principal earnings stripping strategies, regardless of whether a
corporate inversion is involved.

C. lllustrating the Earnings Stripping Challenge to Source Taxation

Foreign corporations that are not subsidiaries of U.S.
corporations pay U.S. income tax only on their U.S.-source income
(with a few limited exceptions).” Thus, with respect to these
corporations, the principal revenue challenge is to ensure that their
U.S.-source income is, in fact, taxed by the United States rather than
being shifted out of the U.S. tax base by a variety of techniques,'
including the strategy known as earnings stripping. Example 1
illustrates this point.

17. See I.R.C. §§ 11(d), 881(a), 882(a), 864(c) (2012). Foreign corporations are subject
to U.S. income tax on certain specified items of foreign-source income that are effectively
connected with a trade or business conducted within the United States. See id.
§§ 864(c)(4), 882(a). As discussed in the text, a U.S. MNE parent of a foreign corporation
that is a controlled foreign corporation is taxed currently on most interest, dividends, and
royalties stripped from the United States under the foreign personal holding company
rules of Subpart F of the Code. See id. §§ 951-52, 954, 957-58. Under the Foreign Account
Tax Compliance Act (“FATCA”) rules, certain nonparticipating foreign financial
institutions and nonfinancial foreign entities that fail to comply with specified reporting
obligations will be subject to withholding on withholdable payments without regard to the
technical geographical source of the income. See id. §§ 1471-1474.

18. Other strategies include aggressive transfer pricing, loss importation, and “double
dip” financing. These strategies have been targeted with mixed success by several Internal
Revenue Code provisions. See id. §§ 334(b)(1), 362(e)(1), 482, 1503(d). We do not
consider in this Article the effect on earnings stripping of structural reforms to the
corporate income tax. Recent proposals would (i) shift the corporate tax to shareholders,
see, e.g., ERIC TODER & ALAN D. VIARD, MAJOR SURGERY NEEDED: A CALL FOR
STRUCTURAL REFORM OF THE U.S. CORPORATE INCOME TAX 1 (2014) (report funded
by the Peter G. Peterson Foundation), available at http://www.aei.org/publication/major-
surgery-needed-a-call-for-structural-reform-of-the-us-corporate-income-tax/; (ii) convert
the corporate tax into a form of cash flow consumption tax, see, e.g., ALAN J. AUERBACH,
A MODERN CORPORATE TAX 9 (2010), available at http://www.hamiltonproject.org/
papers/a_modern_corporate_tax/; and (iii) adopt a cost of capital deduction and
shareholder inclusion in lieu of an interest deduction, see, e.g., EDWARD D. KLEINBARD,
REHABILITATING THE BUSINESS INCOME TAX 5 (2007), available at
http://www.hamiltonproject.org/papers/rehabilitating_the_business_income_tax1/. Each of
these proposals remains a work in progress and requires further specification before being
in a form capable of adoption as legislation. Consideration of whether earnings stripping
remedies would be necessary in the event of a structural reform of the corporate income
tax can wait until such a proposal has some serious prospect of being adopted.
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Example 1: USSub is a U.S. corporation and a wholly owned
subsidiary of UKCo, a U.K. corporation that manufactures
precision scientific instruments in the United Kingdom and
whose shares are predominantly owned by nonresidents of the
United States. UKCo sells the instruments to USSub, which
markets them to U.S. customers. To a substantial extent,
USSub’s operations are financed by loans from UKCo. These
loans satisfy existing U.S. income tax law criteria for treatment
as bona fide debt and they result in large market rate interest
payments by USSub to UKCo. USSub also makes large market
rate royalty payments to UKCo for the use of important
marketing intangibles pursuant to contract terms that qualify as
licenses rather than sales under U.S. income tax law. In
addition, UKCo receives substantial fees from USSub for
actually providing various accounting and management services
from its U.K. offices. Although the fees are set at fair market
value rates, they are substantially above UKCo’s actual cost of
furnishing the services. USSub’s interest payments, royalty
payments, and fees payments are all deductible expenses for
U.S. income tax purposes” and have the effect of absorbing
most of USSub’s income even if no transfer pricing abuse is
involved, a tactic commonly referred to as “earnings stripping.”
Consequently, there is no U.S. income tax on most of USSub’s
profits from sales into the United States.” Moreover, there is
no U.S. withholding tax on fees for UKCo’s management

19. See I.R.C. §§ 162(a), 163(a); see also J. COMM., CROSS-BORDER INCOME, supra
note 5, at 54 (“A domestic corporation with a foreign parent may reduce the U.S. tax on
the income derived from its U.S. operations through the payment of deductible amounts
such as interest, rents, royalties, premiums, and management services fees to the foreign
parent or other foreign affiliates that are not subject to U.S. tax on the receipt of such
payments. Generating excessively large U.S. tax deductions in this manner is known as
‘earnings stripping.” ”’); U.S. TREAS. DEP’T, EARNINGS STRIPPING, supra note 15, at 7
(“Although payments of other deductible amounts by a U.S. corporation to tax-exempt or
partially exempt related parties also provide an opportunity to shift income out of a U.S.
corporation, the use of related-party debt arguably is the most readily available method
for shifting income out of U.S. corporations.”); Taylor, supra note 15, at 106 (stating that
proposals to deal with earnings stripping “should not be limited to interest but should also
consider reinsurance premiums...and the treatment of payments to related foreign
persons for the use of intangible or other property and for off-shore services”). Note that
because USSub makes actual payments to UKCo, § 267(a)(3) does not prevent USSub
from deducting the interest payments. See Treas. Reg. § 1.267(a)-3(b)(4), ex.1 (1993).

20. UKCo has no U.S. taxable income from its sales to USSub because the sales are
not made through a U.S. permanent establishment. See Convention for the Avoidance of
Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income
and on Capital Gains, U.S.-U.K., arts. 5, 7, July 24, 2001, T.I.A.S. No. 13,161 [hereinafter
U.S.-UK. Treaty]. We assume for purposes of this discussion that UKCo is a “qualified
person” and is entitled to all of the benefits of the United States-United Kingdom Income
Tax Treaty. See id. at art. 23.
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services performed from its U.K. headquarters® and the United
States-United Kingdom Income Tax Treaty makes the U.S.
withholding tax inapplicable to USSub’s interest and royalty
payments to UKCo.*

With respect to payments by U.S. MNEs to controlled foreign
corporations, the earnings stripping problem is mitigated by the
application of the Subpart F foreign personal holding company rules,
which, when they apply to the income from deductible U.S. payments,
bring the amounts back into the U.S. tax base.” Avoiding the Subpart
F rules in order to engage in U.S. earnings stripping is an important
reason for corporate expatriations/inversions.?* This clear intersection
of residence and source taxation highlights a fundamental feature of
international taxation. Taxation at source plays a critical role in
protection of the residence tax base in that strong anti-earnings
stripping rules reduce the incentive for a U.S. corporation to
expatriate to become a foreign corporation.” In turn, comprehensive
residence taxation of worldwide income protects against residents’
use of foreign corporations to erode the residence taxation base.
Without application of the Subpart F foreign personal holding
company rules, U.S. MNEs would engage in stripping the U.S. tax
base just as they are stripping foreign tax bases.*

21. See I.R.C. §§ 862(a)(3), 882(a) (2012).

22. See U.S.-U.K. Treaty, supra note 20, at arts. 11, 12. U.S. income tax treaties
typically follow this pattern. See UNITED STATES MODEL INCOME TAX CONVENTION OF
NOVEMBER 15, 2006, arts. 11, 12 [hereinafter 2006 U.S. MODEL], available at
www.treasury.gov/resource-center/tax-policy/treaties/Documents/model006.pdf.

23. LR.C. §954(a), (c); see CHARLES H. GUSTAFSON, ROBERT J. PERONI &
RICHARD CRAWFORD PUGH, TAXATION OF INTERNATIONAL TRANSACTIONS 496 (4th
ed. 2011). For a detailed discussion of the Subpart F provisions of the Code, see 1 JOEL D.
KUNTZ & ROBERT J. PERONI, U.S. INTERNATIONAL TAXATION ch. B3 (1992 & Cum.
Supp. No. 3 2014).

24. See Shay, Mr. Secretary, supra note 14, at 474; Taylor, supra note 15, at 105.

25. Strong earnings stripping rules interfere with the tactic of a U.S. corporation
transforming itself into a foreign corporation with a U.S. subsidiary that makes deductible
payments of interest, services fees, and royalties to the foreign corporation that reduce the
subsidiary’s U.S. tax base. By limiting these deductible payments and protecting the U.S.
subsidiary’s U.S. tax base, properly designed earnings stripping rules reduce the tax
savings to be achieved in the corporate expatriation transaction.

26. See COMMITTEE OF PUBLIC ACCOUNTS, HM REVENUE & CUSTOMS: ANNUAL
REPORT AND ACCOUNTS 2011-12, 2012-13, H.C. 716, { 8, Ev 21-Ev 50 (U.K.)
(containing oral evidence taken from Troy Alstead, Starbucks Global Chief Financial
Officer; Andrew Cecil, Amazon Director of Public Policy; and Matt Brittin, Google Vice
President for Sales and Operations, Northern and Central Europe, on Nov. 12, 2012); Lee
A. Shepperd, Luxembourg Lubricates Income Stripping, 145 TAX NOTES 1071, 1071-72
(2014); Tom Bergin, Burger King Has Maneuvered to Cut U.S. Tax Bill for Years,
REUTERS (Sept. 2, 2014), http://uk.reuters.com/article/2014/09/02/uk-burger-king-tax-
insight-idUKKBNOGX0AK?20140902?feedType=RSS&feedName=GCA-GoogleNewsUK



CITE AS 93 N.C. L. REV. 673 (2015)

2015] CROSS-BORDER EARNINGS STRIPPING 683

One important principle of tax system design is to not put
pressure on margins the tax system cannot defend—what might be
called weak margins.” Three weak margins in the current
international tax rules are: corporate residence,” attributing income
to a geographic source according to the legal category of the income,”
and applying an arm’s-length transfer pricing principle in contexts in
which there is not a reasonably close market benchmark.*® As we will
demonstrate, earnings stripping tax minimization strategies place
pressure on tax systems across each of these margins.” Effective and

(reporting that Burger King had pre-tax losses in Germany for two years on over $500
million in sales after payments of 5% of the sales turnover to Swiss affiliate); Leslie
Wayne, Kelly Carr, Marina Walker Guevara, Mar Cabra & Michael Hudson, Leaked
Documents Expose Global Companies’ Secret Tax Deals in Luxembourg, INT'L
CONSORTIUM OF INVESTIGATIVE JOURNALISTS (Nov. 5, 2014, 4:00 PM),
http://www.icij.org/project/luxembourg-leaks/leaked-documents-expose-global-companies-
secret-tax-deals-luxembourg (disclosing Luxembourg tax rulings for U.S. and non-U.S.
MNE structures that shifted profits through earnings stripping and other tax-saving
maneuvers in Luxembourg that were authorized under the rulings).

27. In contrast to the tax system designer/tax policy analyst, the tax planner seeks out
weak margins in order to exploit them to avoid taxes. The idea of weak margins may be
attributed in part to Harry Grubert, who emphasizes aligning design of policy instruments
with the behavioral margins to be affected. See Harry Grubert, Tax Credits, Source Rules,
Trade, and Electronic Commerce: Behavioral Margins and the Design of International Tax
Systems, 58 TAX L. REV. 149, 150 (2005).

28. In other work, we have suggested directions for strengthening the definition of
corporate residence, see Fleming, Peroni & Shay, Formulary Apportionment, supra note
16, at 23, and one of us has very preliminarily explored how to reduce the significance of
corporate residence in the taxation of shareholders, see Stephen E. Shay, Theory,
Complications, and Policy: Daniel Shaviro’s Fixing U.S. International Taxation, 9
JERUSALEM REV. LEGAL STUD. 104, 106 (2014). Other commentators have explored
alternative residence tests. See, e.g., Omri Marian, Jurisdiction to Tax Corporations, 54
B.C. L. REV. 1613, 1618 (2013) (considering basing U.S. residency on U.S. public listing or
central management and control in the United States); George K. Yin, Letter to the
Editor, Stopping Corporate Inversions Sensibly and Legally, 144 TAX NOTES 1087, 1087
(2014) (suggesting that residence of an enterprise should be based on location of the
enterprise’s principal customer base).

29. See Stephen E. Shay, J. Clifton Fleming, Jr. & Robert J. Peroni, The David
Tillinghast Lecture “What’s Source Got to Do with It?” Source Rules and U.S. International
Taxation, 56 TAX L. REV. 81, 83 (2002) [hereinafter Shay, Fleming & Peroni, What’s
Source Got to Do with It?].

30. See Fleming, Peroni & Shay, Formulary Apportionment, supra note 16, at 3;
Stephen E. Shay, Commentary on Ownership Neutrality and Practical Complications, 62
TAX L. REV. 317, 327-30 (2009).

31. Earnings stripping is also a major target of the G20’s efforts to fight base erosion
and profit shifting, often referred to as the “BEPS project” or “BEPS plan.” See ORG. FOR
ECON. COOPERATION & DEV., ACTION PLAN ON BASE EROSION AND PROFIT SHIFTING
15-17 (2013) [hereinafter OECD, ACTION PLAN]; Yariv Brauner, What the BEPS?, 16
FLA. TAX REV. 55, 88-91 (2014); Kristin A. Parillo, Amanda Athanasiou, Margaret
Burow, Ajay Gupta, David D. Stewart & Stephanie Suong Johnston, OECD Releases
BEPS Report Ahead of G-20 Meeting, 144 TAX NOTES 1347, 1347 (2014).
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coherent limitations on earnings stripping should reduce that
pressure.

The earnings stripping problem shown in Example 1 would be
even more exigent if the United States adopted a so-called territorial
system. Such a system would typically employ characterization rules
and arm’s-length transfer pricing principles to identify foreign-source
business income of U.S. corporations and would then exclude such
income from the U.S. tax base.*? In that case, the business income tax
base for U.S. corporations would be a narrow construct limited to
U.S.-source business income.* Erosion of this narrow base through
earnings stripping would have an even greater impact than if foreign-
source business income of U.S. corporations were included in the
base under true worldwide taxation or, at a minimum, under more
robust Subpart F-type anti-avoidance rules. Thus, contrary to the
arguments made by some proponents of territorial taxation,*
adoption of a territorial system by the United States will not
ameliorate the earnings stripping problem and will probably make it
worse.” Stated differently, earnings stripping is a discrete issue that
plagues both worldwide and territorial systems. Consequently, there
is no good reason that earnings stripping reforms should be deferred
until the United States determines whether its international income
tax regime will be comprehensively transformed into a territorial
system or a real worldwide system.*

32. See Kleinbard, Lessons, supra note 12, at 138 (stating that “a territorial tax system
means in practice that every country, including the residence country, is just another
source country”).

33. See CBO, OPTIONS, supra note 5, at 3; see also Wells, Whack-a-Mole, supra note
11, at 1433 (“The U.S. subpart F regime has served as a means to backstop the U.S. tax
base when this skewed application of our transfer pricing and treaty rules creates
inappropriate profit-shifting opportunities.”).

34. See, e.g., William McBride, Letter to the Editor, Earnings Stripping and the
Complexity of the Corporate Tax, 144 TAX NOTES 1086, 1086 (2014); Scott A. Hodge, /RS
Data Contradicts Kleinbard’s Warning of Earnings Stripping Inversions, TAX POL’Y BLOG
(Sept. 2, 2014), http://taxfoundation.org/blog/irs-data-contradicts-Kleinbard-s-warnings-
earnings-stripping-inversions.

35. See Edward D. Kleinbard, “Competitiveness” Has Nothing to Do With It, 144 TAX
NOTES 1055, 1056 (2014); Paul Caron, The Tax Foundation and Ed Kleinbard Debate the
Impact of Inversions on the Corporate Tax Base, TAX POL’Y BLOG (Sept. 7, 2014),
http://taxprof.typepad.com/taxprof_blog/2014/09/tax-foundation.html (providing Kleinbard’s
response to criticisms raised by Hodge, supra note 34).

36. See Martin A. Sullivan, Will Tax Reform Stop Inversions?, 144 TAX NOTES 530,
531 (2014).
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D. Aggressive Transfer Pricing Is Not Necessary

The facts of Example 1 stipulated that USSub’s deductible
payments to UKCo were all at fair market value rates. Nevertheless,
the effect of those payments was to move a substantial portion of
USSub’s U.S.-source income out of the U.S. tax base and into the
low-tax United Kingdom.” This fact illustrates the point that while
aggressive transfer pricing magnifies the base erosion effect of
earnings stripping (in some cases, greatly so), it is not a necessary
element of the earnings stripping strategy. Earnings stripping can be
effectively executed with arm’s-length payments.

Earnings stripping, in practice, however, is inextricably
intertwined with transfer pricing rules and tax minimization strategies
based on those rules. Under accepted interpretations of the arm’s-
length principle, a generous range of prices may be found to be
“arm’s length.”*® Accordingly, in determining what is an arm’s-length
payment for an item for which there is not a reliable comparable
transaction, well-advised taxpayers naturally will adopt a price that is
at whichever extreme end of the arm’s-length range that yields the
most favorable after-tax result. So long as that price is within an
arm’s-length range of prices, the current U.S. transfer pricing
regulations immunize the pricing from adjustment.”

There is a further and more intractable transfer pricing problem.
Transfer pricing rules, like source rules, operate on the basis of legal
categories.”” When payments are made for intangibles and services in
a related party context in which the overall enterprise earns economic
rents, it is possible to apply the transfer pricing rules either to transfer
a portion of the rents through higher royalties or services payments or
to leave the rents undisturbed in the income of the company that
nominally earned the rents. There is no separate legal category for
economic rents, except, to a limited extent, goodwill (the treatment of
which from a legal perspective is underdeveloped). Which country is
entitled to tax the rents is the central question of inter-nation income
allocation and earnings stripping transfer pricing strategies are a
flexible tool for taxpayers to use in making their own allocation of
economic rents. As will be seen below, the problem of which related

37. In 2015, the U.K. general corporate tax rate will be 20%. William McBride, Tax
Reform in the UK Reversed the Tide of Corporate Tax Inversions, TAX FOUND. (Oct. 14,
2014), http://taxfoundation.org/article/tax-reform-uk-reversed-tide-corporate-tax-inversions.

38. See Treas. Reg. § 1.482-1(e) (as amended in 2013).

39. Seeid. § 1.482-1(e)(1).

40. See GUSTAFSON, PERONI & PUGH, supra note 23, at 721-57; 1 KUNTZ & PERONI,
supra note 23, I A3.01[1].
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party should obtain the benefits of economic rents is a confounding
issue in identifying a theoretically satisfying normative benchmark to
evaluate earnings stripping.

E. A Corporate Inversion Is Not Essential

In Example 1, there are several ways by which USSub might
have become UKCo’s wholly owned subsidiary. USSub might have
been a subsidiary created by UKCo to carry on the latter’s U.S. sales
operation. Alternatively, UKCo and USSub might have been
historically unrelated parties that came into a parent-subsidiary
structure through a variety of methods. Generally, if UKCo is larger
than USSub, UKCo would acquire USSub in an arm’s-length
transaction. In the current market environment, if USSub is larger
than UKCo, USSub might engage in a so-called inversion transaction
in which a new UKCo parent corporation is organized with USSub
and old UKCo as subsidiaries. USSub would engage in U.S.
marketing activity for old UKCo.* Example 1 does not specify which
of these paths the companies took to position USSub as a UKCo
subsidiary since that is irrelevant for purposes of this Article. The
critical point is that regardless of which transactional pattern was used
to bring about Example 1, a foreign-owned U.S. subsidiary, such as
USSub, was made available to serve as the facilitator of the earnings
stripping strategy illustrated in that example. A corollary to this point
is that restrictions on earnings stripping reduce both the incentive for
U.S. corporations to invert and the relative advantage for a foreign
corporation to acquire a U.S. corporation.

41. There are multiple forms of inversion transactions. For descriptions and
explanations, see MARPLES & GRAVELLE, supra note 13, at 3-5; DAVID L. BRUMBAUGH,
CONG. RESEARCH SERV., RL31444, FIRMS THAT INCORPORATE ABROAD FOR TAX
PURPOSES: CORPORATE “INVERSIONS” AND “EXPATRIATION” 3-4 (2007); Steven H.
Goldman, Corporate Expatriation: A Case Analysis, 9 FLA. TAX REV. 71, 73, 74-76 (2008);
Solomon, supra note 10, at 1204-05; Steven M. Surdell, Inversions 2014—Self Help
International Tax Reform for U.S. Multinationals?, 92 TAXES 63, 64-80 (2014); Bret Wells,
Cant and the Inconvenient Truth About Corporate Inversions, 136 TAX NOTES 429, 430-36
(2012) [hereinafter Wells, Inconvenient Truth]; Bret Wells, What Corporate Inversions
Teach About International Tax Reform, 127 TAX NOTES 1345, 1349-51 (2010) [hereinafter
Wells, Corporate Inversions).

There is a large body of literature discussing corporate inversions and the
legislative and administrative attempts to deal with them. See, e.g., BRUMBAUGH, supra,
at 6, 9-14; Solomon, supra note 10, at 1206-10; Wells, Inconvenient Truth, supra, at 430—
36; Wells, Corporate Inversions, supra, at 1349-51. Because this Article focuses on the
earnings stripping problem, which does not require a corporate inversion, see generally J.
CoMM., CROSS-BORDER INCOME, supra note 5, at 50; U.S. TREAS. DEP'T, EARNINGS
STRIPPING, supra note 15, at 9-10; Taylor, supra note 15, at 105, we do not discuss this
literature or the details of the corporate inversion topic.
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F. What’s Bad About Earnings Stripping?

The preceding discussion leads to the question of exactly why
earnings stripping is an apt object of tax policy concern. A major
objection to earnings stripping is that it depletes the U.S. tax base.*
This is shown in Example 1 where the U.S.-source income of the
UKCo-USSub MNE was the only portion of that MNE’s worldwide
income that was potentially taxable by the United States. Yet
earnings stripping removed most of that income from the reach of the
U.S. income tax even though the MNE generated the income by
exploiting the U.S. market.”

A second objection to earnings stripping arises from the
preceding point. U.S. resident corporations that compete with UKCo
in the U.S. market, but that are not subsidiaries of foreign
corporations, cannot generate income that escapes U.S. taxation
through earnings stripping. This is so because they have no foreign
parent to which they can make deductible payments.* Thus, these
independent U.S. resident corporations find themselves at a tax-based
disadvantage in the U.S. market vis-a-vis the UKCo-USSub MNE.*

The result of this competitive disadvantage is an incentive for
foreign corporations to create or acquire U.S. corporations, or for

42. See U.S. TREAS. DEP'T, EARNINGS STRIPPING, supra note 15, at 21-23.

43. The 2007 U.S. Treasury report on earnings stripping stated that “[t]he effect of
earnings stripping on the U.S. tax base is unclear, because we cannot accurately quantify
earnings stripping by [foreign controlled domestic corporations] generally.” Id. at 26.
Examining a data set of companies that inverted before 2004, the report found clear
evidence of earnings stripping of U.S. affiliates of foreign companies that inverted. Id. at
21. The fact that the effect of earnings stripping could not be precisely quantified does not,
however, mean that the effect is insignificant. The OECD has concluded that the effect of
earnings stripping on the tax bases of memb