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actually conflict with one another when any of them is pursued
with a single mind. Clearly, the goal of simplicity is best
served by rules that do “rough justice” in the sense of assimi-
lating different inputs into categories—persons, circumstances,
amounts, etc.—even though it is known, indeed obvious, that
there are differences within the categories and that item A is
not at all the same as item B, but only similar to item B in a
particular way. The call of equity may be strong in these cir-
cumstances. Does not each item deserve its own rule, or sub-
rule, or exception? An affirmative response translates into
discarding a key element of simplicity.

The same conflicts are present with respect to efficiency,
though they may be more subtle. There are circumstances
where a simpler rule or one that responds more closely to con-
siderations of equity pulls in a direction that may not be the
most efficient. Thus, in weighing the implications of efficiency,
equity, and simplicity, it is necessary to engage in a constant
process of judgment, revision, and compromise. The overall
system will be an amalgamation of the disparate results of this
process.

Recently, I had occasion to think about all this in a context
that was unusual for me. The country in question had not only
agricultural and mineral sectors, but a substantial manufac-
turing base. It was not only a capital importer, but a nation of
real wealth, with substantial capital exports and possibilities
for more. It was relatively modern, with a reasonable number
of highly educated residents. Yet, its tax system was underde-
veloped as a result of historical factors which, perhaps, were
on the wane. In other words, here was a country with a need
for a modern tax system. There were certain unusual factors
that might impede movement from the existing—quite old,
quite odd—system to one that appeared capable of working
better in the future. The transition might be painful, and there
were problems stemming from a large indigent population and
substantial disparities in the distribution of wealth. Neverthe-
less, here was a chance to concentrate upon sensible taxation
in a complex country, and to develop proposals that might not
be weighted down by years of politics, inattention, habit, or
ignorance.
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ute developed and the alternatives that have been considered
and rejected (sometimes by repeal, after enactment) along the
way. It is interesting to consider the relevance of arguments
made forty years ago for the world of the twenty-first century.
Further, I can not categorically reject the methodology of at-
tempting to determine “how should subpart F be altered to fit
the needs of today?” My approach, however, is different. I pro-
pose to think about constructing a tax system, using building
blocks, experimenting and rejecting, in much the same process
I would employ (have employed) in counseling other countries.
This methodology offers the possibility of opening for discus-
sion propositions that might be viewed as too certain or immu-
table to merit comment in the context of the existing system.
That, in and of itself, has to be salutary.

Of course, the economic system of the United States is
complex, and rethinking the enterprise is a Herculean proposi-
tion. Many adjustments are doubtless needed in attempting to
transfer rules developed for other jurisdictions to the U.S.
context. Moreover, there is no way of “unlearning” our experi-
ences with the present statute and every reason to believe that
the forces that shaped it will continue to operate on whatever
might stand in its stead. Nevertheless, it seems possible that
we are unduly intimidated by the monster that lies before us.
It may not have to look like that.

I approach the subject with few illusions. Ultimately, how
U.S. income tax will apply to income of foreign corporations
controlled by U.S. persons will be subject to the same political
forces that have always determined the outcome of the discus-
sion (though that outcome varies from time to time, as the
political forces themselves mutate). However, it even may be
useful to note that the debate is political, that subpart F is
neither going to be expanded into a complete repeal of deferral
nor itself repealed on the basis of which view is “right.” The
question is who has the votes, not which side is “right.” In
these circumstances the notion of “starting over” as a basis for
considering changes in this important body of law may seem
ludicrous. On the other hand, there are few things more risible
than the rules presently on U.S. books.
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There are two important offshoots of the suggestion of
corporate transparency, each representing something of a di-
version, but each worthy of note. First, the suggestion pertains
to control situations, not necessarily to other instances of in-
come earned through foreign corporations. This is because
control situations are fundamentally different from situations
in which the shareholder lacks control. The proposed rationale
for disregarding the corporate form for controlling shareholders
is that, taxes aside, the corporate form amounts to a simple
election. In a world where limited liability companies are com-
mon, it is no longer necessary to adopt the corporate form even
for the purpose of limiting liability. But it is only in situations
involving control that the election is without non-tax conse-
quences; in other circumstances the corporate form represents
a structural choice having potentially important effects beyond
taxation. In a case of control, the shareholder elects whether to
operate directly or in a form that the tax laws may view as
separate from him. In the absence of control, the shareholder
may or may not engage in income-earning activities through a
corporate vehicle, but the decision to employ that vehicle in-
volves a surrender of decision-making authority to other per-
sons, or at least a sharing of such authority. For this reason,
the suggestion that the corporate form be disregarded or
viewed as transparent in a control situation does not necessari-
ly imply disregard of that form in other situations. Of course,
an underlying assumption here is that it is possible through
suitable definitions to distinguish control from non-control.
Except at the margin, where all cats are grey, that assumption
does not seem unreasonable.

Second, disregarding the corporate form when that form is
foreign need not hold implications for corporate integration
within the residence country. The so-called classical system
involves taxation at the corporate level and again at the share-
holder level. That system does not have to depend upon the
“person-hood” of the corporation; it can be defended as an im-
perfect element of progressivity, without holding any implica-
tions for the separateness of corporation from shareholder
except in the practical sense that a corporate-level tax requires
some understanding of what a corporation, and the corporate
tax base, are. On this view, the corporation is simply a conve-
nient place to situate a second tax on certain earnings. Al-
though the classical system doubtless has underlain at least
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profits attributable to a permanent establishment has a clear
basic meaning, one that receives endorsement and interpreta-
tion through ongoing work of the Organization for Economic
Cooperation and Development (QECD). So the suggestion is
that business income attributable to a permanent establish-
ment in designated countries would be exempt in the residence
country. Permanent establishment would be defined by law in
a general way—for example, adopting the OECD con-
cept—though the definition could be adjusted by negotiation
with individual treaty partners.

The residence country would be the arbiter of these defini-
tions, since the rules would represent its domestic law, even
though the terms are borrowed from the treaties. There might,
of course, be instances where the law of the residence country
would pose a question not asked by the source country for
purposes of its own taxation, for example whether a controlled
corporation considered by France to be a resident had a perma-
nent establishment in France. France, taxing corporations on a
residence basis, might not have any interest in the inquiry.
There also might be jurisdictions, even designated jurisdic-
tions, that do not tax at source all income that, in the eyes of
the residence country, is attributable to a permanent establish-
ment in those jurisdictions. If there likely is not to be a source
country tax on a clearly envisioned class of income—the opera-
tive word here is likely, not certain—adjustments to the list, as
suggested above, should be made. In particular, a source coun-
try exemption for foreign income attributable to a permanent
establishment in that country cannot be accepted in this re-
gime. Systemic holes in a tax system are like the drain in a
bathtub; the fact that they are limited in diameter is of little
importance.

As for the Caymans, as for income from Alsace, the impli-
cations of the proposal are current tax in the residence country
and a deduction for foreign taxes imposed on such income. Like
the proposed exemption, this rule would apply regardless of
whether income was earned directly or in foreign controlled
corporate solution, and irrespective of how many layers of
foreign controlled corporations were interposed between the
resident and the income. The taxpayer that finds itself in a
position in which it does not derive maximum benefit from the
tax regime can obtain that benefit by removing itself from that
position. Relieving international double taxation is a worthy






A
s

-







1552 BROOK. J. INTL L. [Vol. XXVI:4

In such a regime, the foreign tax credit would have rela-
tively little scope for application. The rules relating to transfer
pricing also would have reduced importance, particularly if the
definition of control is borrowed from the transfer pricing area,
though similar rules would be needed to govern the concept of
attribution to a permanent establishment. More prominent
would be the determination of what is a permanent establish-
ment and what income is business profits. These are concepts
that must be applied by countries around the globe in their
role as source-basis taxing jurisdictions, and that are relatively
familiar from decades of application in an international con-
text.

The result would favor business investment and business
earnings in major trading partners of the residence country.
There would be no concept of “base companies,” and no traps
for the unwary in the rules relating to international double
taxation. On the other hand, it would be more difficult to use
foreign corporations to squirrel away passive income without
tax, and there would be no special incentive to retain earnings
in foreign corporate solution.

Without doubt there are many fault lines in the proposal,
and experience would surely bring these to the attention of tax
authorities. Several important issues, however, do not require
such experience and can be identified now.

As suggested, rules similar to those that govern transfer
pricing would be required to regulate the issue of what income
is attributable to a permanent establishment. There does not
appear to be any reason, however, why those rules need be any
more complex than a transfer pricing regime. In addition, since
the system is based on the notion of avoiding international
double taxation, it may be possible to build upen the views of
the source country, at least to some extent. This should not go
so far as a “subject to tax” test, which would tend to embroil
residence country tax administrators in the unhappy task of
understanding laws of the source country as applied on a case-
by-case basis. A lesser standard-—for example, a requirement
that the taxpayer demonstrate consistency of factual represen-
tations in both countries—might not be nearly so difficult to
administer. The test would not conclusively establish attribu-
tion, but might be a necessary condition for such a claim.

The residence country also would have to address trans-
fers of appreciated property to a permanent establishment in a
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the list should include only foreign countries that have full-
blown, purposively administered, income tax systems, and
which can be trusted, in most cases, to impose tax on persons
having a substantial nexus with their soil. That does not nec-
essarily imply a restriction to OECD members (or, for that
matter, inclusion of all OECD members), but the criteria for
inclusion should be high. It would be strange indeed for a
residence country, dubious of its ability to administer such
criteria, to opt instead to place all foreign taxing jurisdictions
on the same plane and structure its rules for foreign income
accordingly.

V. CONCLUSION

There is no way to drain complexity from the regime of a
modern capital-exporting country for taxing income of foreign
corporations controlled by residents. The history of this subject
contains many lessons. But, the lessons are themselves in
conflict and ultimately unclear; some do not find concrete ex-
pression in existing rules of law. Considerations of economic
encouragement or discouragement do not point clearly to any
particular solution; and, in any event, the tendency of a given
rule to induce or discourage certain behavior is often a weak
foundation on which to create a superstructure of more de-
tailed rules. What is left, at the end of the day, is the need to
deal with international double taxation and to protect the
residence country’s tax base. The proposals sketched above,
involving a limited exemption for business profits attributable
to permanent establishments in certain specific foreign coun-
tries, aims at these objectives.

Any country—the United States, for instance—having a
different set of rules presently in place for taxing the income of
foreign controlled corporations would have to address many
transitional issues in passing to the proposed regime. The
treaty network would have to be studied with a view, eventu-
ally, to reworking it to accommodate the proposal. All that is
no doubt of great technical and political complexity. But it is a
separate subject.
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