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June 10, 2005

The President’s Advisory Panel on Federal Tax Reform

1440 New York Avenue NW

Suite 2100

Washington, DC 20020

Dear Sirs/Madams
Re:
Limited Territoriality Proposal
I am pleased to provide comments regarding a proposed change to the U.S. rules for taxing income of certain controlled foreign corporations.  Specifically, I recommend abandoning the current subpart F/foreign tax credit regime and adopting instead a limited territoriality approach whereby qualifying (non-tainted) foreign income would not be taxed in the U.S., either at the time earned or at the time such income is repatriated to the U.S.  The details of my proposal are attached.
I am a tax lawyer and member of the faculty of the Graduate Tax Program at Boston University School of Law.  I have practiced and taught for many years in the field of international taxation.  I am submitting these comments as an individual and purely from academic interest.  I am not submitting these comments on behalf of any other party or organization.

Sincerely
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Controlled Foreign Corporations – Limited Territoriality Proposal

Summary


Forty three years of experience has shown that the current U.S. doctrine of capital export neutrality does not achieve its intended purpose and in fact causes more harm than good to the U.S. economy.  This is particularly evidenced by the recognition by Congress of the need for new Code section 965, enacted as part of last year’s American Jobs Creation Act, as a means to stimulate U.S. based multinationals to repatriate foreign earnings for investment in U.S. business operations.  

            A particular problem is that the current subpart F rules are essentially technical in nature and easily avoided, allowing for almost complete deferral of income earned by controlled foreign corporations (CFCs).  Our existing tax system then imposes a heavy tax burden on the repatriation of those foreign earnings.  Further, current Code section 956 (dealing with investments by CFCs in certain U.S. property, not to be confused with new section 965) blocks any attempt by CFCs to invest those earnings in the U.S., causing further investment offshore and working against U.S. economic interests.

My proposal is to abandon the provisions of subpart F and to adopt instead a limited territoriality approach whereby qualifying income of CFCs will be exempt from U.S. taxation, both at the time earned and at the time repatriated to the U.S. shareholder.  Qualifying income must meet the following two tests:

1. The income earned by the CFC must be active income, defined as income effectively connected to a permanent establishment (p.e.) in a foreign country.

2. The foreign country is not a “pure” tax haven.


The above standards in many cases will prove a higher threshold than today’s porous regime while meeting the objectives of simplicity, fairness, and providing pro-growth benefit to the U.S. economy.  The details of this proposal are provided in the following pages.

I.
Capital Export Neutrality:

The U.S. attempt to implement a doctrine of capital export neutrality has not worked and in fact caused more harm than good.  There are several components of this problem:

1. Some believe that corporations are paying less than their fair share of the total U.S. tax burden, while individuals are paying more than their share, and that this justifies efforts to raise the tax burden on corporations through for example tightening of the anti-deferral rules.  However, this shift in tax burden is likely skewed by self-help efforts of individual small business owners to avoid the double tax inherent in the classical U.S. system by electing to conduct business using pass-through entities such as partnerships and LLC’s, a phenomenon likely exacerbated by the entity-classification rules promulgated in 1997.  Any movement to integrate the corporate and individual tax systems will mitigate this perceived imbalance.

2. The U.S. anti-deferral rules for controlled foreign corporations (CFC’s), first implemented in 1962, do not work, and much unnecessary legislation and statutory guidance has been promulgated in progressively complex steps to attempt to catch deemed abuses and eliminate unintended traps.  The history of these misguided efforts was clearly laid out in the testimony of Willard Taylor of March 31 in San Francisco.  There are several subsets of this problem:

· The subpart F rules are highly technical and easily avoided by well-advised taxpayers.  This is particularly so following the promulgation of the entity-classification rules.  The result is that only the unwary or badly-advised actually run afoul of these rules.

· The few areas of risk for taxpayers in this area relate to the definition of manufacturing (particularly for software companies) and the “branch” rules (dealing with separation of manufacturing activities from sales activities).  The IRS has created many pages of virtually incomprehensible regulations in this area that have created reluctant scofflaws in the form of taxpayers who are incapable of understanding or applying the rules.  The absence of a definition of a “branch” is particularly problematic, a problem which is intended to be addressed by my proposal..
· The current IRS interpretations of certain fundamental issues are inconsistent with the reality of business operations.  An example is the IRS position that a taxpayer can qualify as a manufacturer only by using its employees and not by using the services of a third party to perform manufacturing services (contract manufacturing).

3. Perhaps most importantly, the fundamental consequence of our worldwide tax system, that CFC earnings are taxed upon repatriation, buttressed by the operation of Code section 956, acts to effectively prohibit the repatriation by taxpayers of even non-tainted income for investment in the U.S.  The result is a system which allows U.S. capital to freely move overseas, which allows companies to generate non-tainted income which is available for further investment overseas, but which precludes repatriation of that income for reinvestment in the U.S.  

II. Foreign Tax Credit Rules:

Although part of the capital export neutrality conundrum, the U.S. foreign tax credit rules contain several examples exacerbating the problem:

· The overall foreign loss rules of Code section 904(f) and the related twenty pages of regulations are an example of good intentions gone awry.  Not only are the rules incomprehensible and thus impossible to implement, the fear of their application has caused even sophisticated and well-advised taxpayers to simply forego reliance on the foreign tax credit entirely.  These taxpayers are deferring the repatriation of non-tainted foreign income because of economic double taxation.

· The rules for allocating interest expense for purposes of determining the foreign tax credit limitation under Code section 904 illustrate both the impracticality of attempting to deal with a fungible item and the consequences of that attempt for mature industrial companies, all exacerbated by Code section 956.  The result is 37 pages of regulations and some tough reading.

III. Proposed Solution: Limited Territoriality

It is time to move the U.S. tax rules into the international mainstream by adopting a limited territoriality system.  This would work along the lines suggested by Steve Shay on page 12 of the handouts provided during his testimony to the panel on May 12 in Washington, DC, with the following comments:

1. Basic premise:  U.S. tax would not be imposed on active income effectively connected with a p.e. outside of the U.S. and not in a pure tax haven country.  All other income would be subject to current U.S. taxation, subject to a credit for foreign taxes, similar to current rules.  There are thus two tests that must be met to ensure that income is non-tainted and thus qualifying:

a. It is effectively connected with a p.e. in a given country.

b. The p.e. is not established in a pure tax haven.

2. Test against objectives.  This approach would meet the three objectives as follows:

a. Simplicity.  The rules would be easy to understand and implement.  Taxpayers would be freed of the burden of explaining the subpart F and foreign tax credit rules to foreign personnel and reporting the results on a U.S. tax return.

b. Fairness.  The results would be substantially in accordance with what has happened over the past forty-two years.  Taxpayers carrying on an active business would generally pay no less tax than today.  Some taxpayers would pay more due to tighter definitions of non-tainted income.  Taxpayers generating tainted income would remain subject to the burden of reporting the income, paying U.S. taxes thereon, and dealing with cumbersome foreign tax credit issues.

c. Benefit for the economy.  This approach would encourage U.S. exports by exempting all income (including from sales of U.S. manufactured property) from tax, so long as that income is related to a non-tax-haven foreign p.e.  This would level the playing field for U.S. companies who would now be subject to a tax system similar to that of most of their foreign competitors.  Most importantly, U.S. taxpayers would be able to repatriate the qualifying earnings to the U.S. for investment in U.S. assets.
IV. Issues and Thoughts:

Here are some potential issues and preliminary thoughts:

1. Permanent establishment definition.  This is a key factor to ensure that taxpayers do not artificially attribute income to a jurisdiction with no substance.  Using a typical definition per e.g. existing or model treaties should obviate the requirement to create a new definition in this area.  Taxpayers who attempt to base erode income to another country would have to meet the two tests in that country.
2. Pure Tax haven definition.   Two approaches seem available.

a.    Establish a list of countries which meet the definition of a tax haven, either because of an extremely low nominal tax rate, lack of strong transfer pricing rules, or other relevant factors.  This approach would be similar to that taken by regulation §301.7701-2(b)(8)  (identifying foreign entities which per se do not qualify for an entity classification election).  

b.    Determine an effective tax rate on foreign income on a basis similar to that required today to meet the subpart F high foreign tax exception of Code section 954(b)(4).  

Alternative “a” would appear preferable because it would free taxpayers from having to devote resources to determine the effective tax rate.  Either way, the effective-tax-rate hurdle for defining a tax haven should be at a rate approaching the very low end of tax rates currently encountered in major industrialized countries (say, 10%), rather than the current (and essentially useless) 31.5% rate of section 954(b)(4).  This pure tax haven requirement is inserted more to address perceptions of unfairness than for economic reasons.  There should from an economic viewpoint be no reason to penalize a country for offering tax breaks, assuming that the taxpayer has adequate substance in that country.
3. Transfer pricing rules.  These would still apply as today.  Rules attributable to transfers or grants of rights to use intellectual property would be strictly applied.

4. CFC Definition.  No changes are proposed from today’s rules.

5. Agents and contractors  The activities of third-party agents and contractors would be considered as they would under the equivalent treaty definition of a p.e..
6. Rewarding abusive behavior.  This change would neither further encourage the export of U.S. capital not unduly reward those who enter into tax motivated transactions.  Most U.S. taxpayers have already figured out how to generate non-tainted income under the current rules.  More importantly, the new system would create a higher threshold for avoiding tax:  contrary to today, U.S. taxpayers would have to generate income in connection with a real tax presence in a non-tax-haven in order to avoid current U.S. taxation.

V.
Conclusion:
The President’s call for a review of our taxing mechanism has created an ideal opportunity to address a tax doctrine that has worked against U.S. economic interests for nearly half a century.  Now is the time to replace the current rules with something that better squares with the objectives of simplicity, fairness, and growth for the U.S. economy.
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