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"Let's take two seconds to talk about soccer, which is two seconds longer than it deserves," says the American-accented 
voiceover as the camera pans over suburban American soccer pitches.  

"Real men don't play soccer. Let's be honest. Soccer just isn't important to anyone in this country. Let's leave it that way," the 
voiceover continues. The camera shifts to the American national team marching out onto the pitch, and a woman's voice intones 
"Go tell the world." The television ad is a Nike public relations spot, Nike being the equipment sponsor for the national team.  

We got a complaint from an American reader about the extensive soccer discussion in this column. We also had a British reader 
asking for discussion of rugby and cricket. And many European and American readers don't mind having their tax news combined 
with the La Gazzetta dello Sport. (The closest we've come to Sports Illustrated has been running pictures of models. Tax Notes, 
June 20, 2005, p. 1482. We don't recall any complaints about that.)  

We understand that many Americans think of what the rest of the world calls "football" as a game that their daughters play 
because it's like field hockey, or a game that their sons play because the wife doesn't want him getting his neck broken. So we 
completely understand that these readers couldn't care less about the state of Alessandro Nesta's ligaments.  

But here's the deal: While we're amusing European readers who do care about Nesta's fitness, we're helping American readers 
understand the rest of the world. This is the world's game, and it defines how the world thinks.  

The U.S. Army is now teaching soldiers to play soccer so they can understand how their enemies might think. Traditionally, the 
army has modeled battle plans after American football, which accounts for the many failed strategies that can be reasonably 
characterized as "Hail Mary" plays. For Europeans, that's the equivalent of desperately lobbing the ball into the opponent's penalty 
box in the hope that someone in the same color shirt will run onto it.  

Above all, the game teaches patience. Take the stalled trade talks. When European trade negotiators refused to budge on farm 
subsidies, they were just defending. When they seemingly dither, that's melina -- taking the ball and keeping it away from the 
opponent as a way to drive the opponent crazy. When they make proposals the Americans consider inadequate, they're just 
poking for holes in the opponent's defense. When they drag the negotiations out to the last minute, they're playing the full 90 
minutes. When negotiations end inconclusively, without the Americans having prevailed, that's a draw to Europeans, not a failure. 
Americans cannot tolerate draws; until recently, American professional soccer did not allow draws.  

The drafters of the report of the President's Advisory Panel on Federal Tax Reform have decided that it is time to play the same 
international tax game that the rest of the developed world does and adopt a quasi-territorial approach to international taxation. 
We say "quasi" territorial because no country has a pure territorial system -- even countries that rely heavily on source taxation 
find it necessary to have clawback rules for portfolio-type income that their citizens stash offshore. Some European countries have 
stronger controlled foreign corporation rules than the United States. (For discussion, see Doc 2002-15037 [PDF] or 2002 TNT 
122-6 .)  

Unfortunately, the drafters of the tax reform plan decided to copy the bad features of the European systems without taking 
advantage of the administrative simplifications that territorial taxation might offer. It's as though they were so hell-bent on forgiving 
tax on American multinationals' foreign income -- a result those multinationals have been able to obtain for themselves through 
the efforts of our readers -- that they forgot about collecting tax on income they said they do want to tax. That's just the income tax 
plan. There is also a half-baked alternative quasi-consumption tax plan that we will discuss briefly later in this article.  

Of course, the tax reform plan is being attacked by those who equate high prices for housing and medical care with prosperity. 
Labeling a project "fundamental tax reform" tends to get people's backs up and cause the formation of lobbying coalitions. Many 
of us would just as soon see productive incremental change.  

If only one of the suggested international reforms were to be salvaged, it should be the redefinition of corporate residence to be 
the corporation's "primary place of management and control" as in the Dutch protocol. (For the Dutch protocol, see 2004 TNT 46-
23  or Doc 2004-4882 [PDF].) If the United States is going to stick with residence-based taxation, it might as well get a clean 
definition of residence.  



 
The Income Tax Plan 

 
The usual suspects lined up at New York University Law School on November 11 to discuss the tax reform report. Economist Alan 
Auerbach of the University of California at Berkeley complained that the budget baseline that the drafters started with, which 
assumes that the 2001 and 2003 tax cuts are made permanent, is "a totally unrealistic fiscal scenario to start from." Moreover, the 
use of 10- year budgeting distorts the budgetary effects of the plan in the out years, when the plan would lose revenue. 

Plus the report has no revenue estimates. "You can't have a tax report with no revenue estimates," complained Maya 
MacGuineas of the Committee for a Responsible Federal Budget at NYU. Economist William Gentry of Williams College, who 
worked for the tax reform panel but was speaking for himself, excused those flaws by saying that the panel's goal was to pick a 
desirable tax structure.  

The drafters of the tax reform report duly noted that the combination of deferral and foreign tax credit can be better than 
exemption, and that the current system raises relatively little revenue from tax on foreign income of corporations. "We don't tax 
earnings abroad too strenuously under current law," Prof. Michael Graetz of Yale Law School noted at the NYU gathering. Indeed, 
the system "encourages wasteful tax planning," according to the report's drafters. If you're gonna forgo revenue, there are 
administratively cheaper ways to do it.  

So the drafters have chosen to throw in the towel on collecting tax on that elusive foreign income. The plan for the stripped-down 
income tax calls for a territorial system. Dividends from active income of CFCs and foreign branches would be exempt from U.S. 
tax in the hands of the parent but not in the hands of taxable individual shareholders. There would be no foreign tax credit for 
foreign tax paid on that income.  

At an International Fiscal Association local chapter gathering in Boston on November 15, Stephen Shay of Ropes & Gray and 
Philip Morrison of Deloitte & Touche pointed out that the plan would not condition exemption of foreign income on that income 
having been taxed in the source country. Every territorial system in the world, Shay pointed out, conditions exemption on the 
income having been taxed somewhere else, so this would be a serious flaw in the plan that would make it a field day for tax 
planners.  

Nowhere in the report is there a call for a rewrite of the messy existing source rules, which, according to Shay, overallocate both 
income and expense to foreign sources. Under current law, export sales on inventory have their source where title is passed; that 
is, usually in the country of destination. This means that, if export sales of inventory were deemed to continue to have a foreign 
source under the territorial tax plan, the plan would clearly violate the World Trade Organization rules. It would be just like the 
hokey attempt to get around the WTO rules with the replacement for the foreign sales corporation regime, the extraterritorial 
income exclusion.  

According to the tax reform plan, subpart F-type income, referred to as "mobile income," would be taxed currently, but section 954
(h) would be retained for financial intermediaries, with antiabuse rules. Mobile income would also include income of a type that is 
not taxed anywhere -- this is a stated intention, not a condition -- and income from sales to related parties. The report cites income 
from space as income that is not taxed anywhere -- but that income goes untaxed only according to American interpretations of 
OECD model treaties. (For discussion, see Tax Notes, Oct. 3, 2005, p. 34.) Foreign tax credits would be available for tax paid on 
mobile income, with no basket-type limitations.  

This would change the tax practice, putting it back to roughly where it was before the foreign tax credit basket limitations came 
along in 1986, according to Shay. It'd be one big happy foreign tax credit basket for everything. Planners would make sure that 
"mobile" income had its source in low-tax countries, and active income with its source in high-tax countries would be converted to 
currently taxable "mobile" income. Morrison predicted less of a need for "splitter" planning to segregate high-taxed and low-taxed 
earnings, but noted that the simplified foreign tax credit would add to pressure on transfer pricing and expense allocation.  

Individual dividend relief, in the form of an exclusion that would replace the current law's deduction, would be allowed only for U.S. 
earnings, on the theory that foreign earnings would not be subject to tax in a territorial system. The proposed method for 
differentiating foreign and U.S. earnings is admittedly crude. It would ask what the U.S. parent reported on its financial statements 
the previous year.  

As Daniel Shaviro of New York University Law School pointed out in Tax Notes, planners could make distributions after years 
when U.S. earnings were higher. (Tax Notes, Nov. 7, 2005, p. 827.) But the drafters' idea that American multinationals should file 
a consolidated worldwide schedule of revenues before tax, and reconcile their financial statements with their tax returns, is 
constructive. Of course they should have gone further and forced combination, the better to determine which income and items 
should have a U.S. source.  

Royalties and interest paid into the United States from foreign countries would be taxed on the view that they are deductible in the 
source country. The report states that there would be a hybrid- security rule to prevent inbound interest from being recharacterized 
as exempt dividends -- as if any intragroup payment were ever properly characterized as interest in the first place. And the 



drafters called for a rule that would impute royalties to foreign branches. Morrison thought that this could raise revenue from 
multinationals that use excess foreign tax credits to shelter foreign-source royalties.  

The research credit, which has the effect of exempting future income from self-developed intangibles, would be repealed. Inbound 
royalties would be taxed, and research and development expenses would be allocated entirely to U.S. sources. Because other 
countries all have research tax benefits, mostly in the form of less generous deductions for those capital expenditures, the United 
States might become the only country that attempts to tax this income. Shay quibbled with the reform plan drafters' decision to 
allocate research expenses to the United States. He predicted that, given the decision to tax inbound royalties, planners would 
transfer self-developed intangibles by means of sales rather than licenses.  

Territorial taxation puts a huge premium on source, because foreign income is exempt from tax rather than merely taxed at a 
lower rate. The pressure that this change would put on the source rules cannot be overstated. And the current source rules should 
not be retained, because they are a mess. Source taxation requires solid source rules. Solid source rules start with the recognition 
that source is artificial.  

Source of income is a fiction. A corporation is also a fiction, so that a fictional person earning income that has been arbitrarily 
assigned to a geographic location is "one metaphor piled atop another," in the words of John Prebble of Victoria University in New 
Zealand. Source of income or items of a multinational are especially artificial because all of the components contribute to the 
earning of income by the whole.  

So policymakers should look at the purpose of the rule in question before assigning source to items. If the item isn't going to be 
taxed, assign a domestic source to it, especially if it is a mobile item. That is the point behind having CFC and passive foreign 
investment company rules that claw back highly mobile passive financial income. The drafters of the tax reform report did not think 
these things through.  

"It is critical not to exempt active foreign business income that is not foreign and not subject to foreign tax or the problems of 
current law will remain and worsen," Shay said in his testimony before the tax reform panel. (Doc 2005-10372 [PDF] or 2005 TNT 
92-34 .) Shay, who believes that residence-based taxation of worldwide income can be perfected, views a territorial tax system 
with exemption for double-tax relief as a second-best alternative.  

"Exemption would eliminate the repatriation tax, but exemption also would encourage U.S. persons who can perform some 
business activities abroad but who need the cash in their U.S. business to shift business functions abroad," said Shay in his 
testimony.  

The drafters acknowledged that their territorial system would make transfer pricing problems worse, as if that were possible. 
Devoting additional resources, as the drafters called for, to the unenforceable arm's-length method rules would not be a 
constructive approach.  

Transfer pricing is not a detail. Transfer pricing, as a mode of re-sourcing income, is the chief reason American multinationals 
don't pay tax on foreign income or U.S. income that has been shifted to foreign source. No tax reform plan would begin to resolve 
the problems of American international taxation unless it addressed the transfer pricing problem.  

We know, and have known for a long time, that separate company accounting cannot be made to function and that recognition of 
separate legal entities is just plain foolish. And we have known for a long time what works. Forced combination and formulary 
apportionment is what works.  

Well, gee, OECD countries can't be made to agree on formulary apportionment when their multinational taxpayers are benefiting 
from the fallacy of separate company accounting and sloppiness in competent authority negotiations. It was the United States that 
originally bullied Europe into separate company accounting.  

We're not suggesting that bullying be tried again -- it's not working very well lately -- but Europeans are moving toward formulary 
apportionment on their own, with the European Commission's corporate tax harmonization project. Isn't that going nowhere? 
Britain, which is actively obstructing tax harmonization efforts, will not have the EU presidency forever. (Ireland is also whinging. 
The Economist, Nov. 12, 2005, p. 82.)  

Another flaw in the tax reform plan is that it would not force combination of affiliated enterprises, though its clawback rules for 
mobile income would take a baby step in that direction. Exempt earnings could be transferred among foreign affiliates without a 
problem -- that is, treating all foreign affiliates as a single corporation. This is one of the drafters' moments of clarity. Practitioners 
well understand the silliness of recognizing separate corporations.  

In his proposal for a comprehensive business income tax, Edward Kleinbard of Cleary Gottlieb Steen & Hamilton suggested "true 
consolidation," which would treat all affiliated entities, regardless of form, as one single entity, with no tracking of separate tax 
attributes. This forced combination is what financial accounting already does. (Kleinbard would also revamp the ownership 



thresholds by looking at all financial capital.) Kleinbard would repeal deferral, requiring full inclusion of all foreign affiliates' income 
on a U.S. parent's return by means of forced combination. (For his testimony, see 2005 TNT 92-48  or Doc 2005-10374 [PDF]. 
For more detail, see 2005 TNT 2-37  or Doc 2004-23324 [PDF].)  

 
The Case of India 

 
The sensible approach for developing countries is to withhold now and ask questions later. (For discussion, see Tax Notes, Oct. 
17, 2005, p. 301.) 

India doesn't fool around. India withholds at source on most outbound income flows, and the nonresident investor has to file a 
return in India if it wants any of that money back. Source withholding avoids the need for treaties, and also avoids the need for 
information sharing agreements. Why? Because the taxpayer whose income has had tax withheld has to volunteer information to 
get any of that money back.  

There is no need for an argument about whether the nonresident investor has a permanent establishment in India. A nonresident 
has to have a "business connection," which means more than occasional business but less presence than a PE, to be taxable in 
India. Business continuity is the distinguishing feature of a taxable business connection. Business connection also includes 
agency PE, with a broad concept of agency that includes nonexclusive agency.  

Permanent establishment speaks only to jurisdiction over the taxpayer. The source country always has jurisdiction over the 
income item itself. The source country could withhold tax on the income if it had not been so stupid as to sign an OECD model 
treaty forgoing that right.  

India has 65 treaties, mostly based on the United Nations model, and clear rules that the treaty prevails over domestic law when 
the two conflict. Indeed, nonresidents may elect between the treaty and domestic law when one is better. For dividends from 
Indian companies, the domestic law's exemption is better than treaty withholding. Indians acknowledge that nonresidents are 
treated better than residents.  

Yet India is caught between residence and source taxation, with the system possibly being shoved toward the latter. Recently, 
India's highest court said just that. In Commissioner of Income Tax v. P.V.A.L. Kulandagan Chettiar, [2004] 267 ITR 654 (SC), the 
Supreme Court of India basically converted the country's credit system to an exemption system. The issue was residual taxation 
by the investor's country of residence.  

In that case, the taxpayer was an individual member of an Indian resident company that received business income from a 
Malaysian rubber plantation and also incurred capital gains on Malaysian real estate. The question was whether the income could 
be taxed to the taxpayer as a resident of India in the absence of Malaysian taxation of the income. The rubber plantation did not 
have a PE in India. An Indian resident is taxable on his worldwide income.  

Malaysia was not taxing the taxpayer's business income and capital gains, so the Indian government believed that the door was 
open for it to tax the income given the permissive language of the treaty. The government argued that the taxpayer could not 
claim treaty benefits unless he could show that Malaysia had taxed the income. The Indian government alternatively wanted to 
add the Malaysian income to the taxpayer's Indian income to determine the tax rate that the taxpayer should pay on income that 
was taxable in India.  

The Supreme Court could not find the appropriate nexus to India to allow either taxation or rate determination in India. Even 
allowing the Indian government to take the taxpayer's Malaysian income into account to determine his Indian rate would be a 
violation of the treaty, in the Court's view. The Court held that the business income of the rubber plantation could not be taxed by 
India because the plantation had no PE there and because the taxpayer should be considered a fiscal resident of Malaysia. The 
Court held that the gains from the sale of real estate were likewise covered by the immovable property article as income arising 
out of immovable property.  

The point here is that treaties are unnecessary for a country that relies on source taxation, withholds tax at source, and uses 
exemption to alleviate double taxation. Well, what's this got to do with territorial taxation? India does not have a territorial system; 
it taxes residents on the basis of worldwide income. But India is serious about collecting tax on the income it has chosen to tax. 
We're not talking about grand theoretical principles here; we're talking about the nuts and bolts of tax enforcement, consideration 
of which has gone by the wayside during years of American blather about competitiveness.  

When a country goes to a territorial system, it might as well get serious about collecting tax on the domestic-source income that it 
has decided to tax. Getting serious means withholding at source, full stop. All the information reporting in the world can't compete 
with just grabbing a piece of the payment when it goes out the door. As Bruce Reynolds of Deloitte & Touche said at the Boston 
IFA meeting, the new withholding regulations are serious about documentation, so much so that a failure to have proper 
documentation can produce penalties and interest that will stick even if it is ultimately determined that the payee did not owe U.S. 
tax.  



Of course, withholding at source is completely antithetical to current U.S. treaty policy, which focuses on persuading treaty 
partners to give up source taxation. The United States forgoes source taxation both as a treaty negotiation "concession" and 
because of a real demonstrable need to have access to the rest of the world's capital by giving nonresident investors preferential 
treatment. The result is accusations of "fiscal imperialism" on the part of source countries.  

 
Consumption Tax 

 
The reform panel's proposed alternative consumption-based tax is extravagantly called the "Growth and Investment Tax." (GIT? 
"Git" means jerk in British slang.) At NYU, Auerbach complained that the report's claimed positive growth effects for this tax "seem 
rather large." 

As many purist critics have pointed out, it is not really a consumption tax, because one of its add-on features is a 15 percent tax 
on investment income and capital gains earned by individuals. The proposal is modeled on the late Princeton economist David 
Bradford's "X tax," which fell on labor income. That prompted Graetz to characterize the proposal as the "XYY tax," with the extra 
chromosome representing the add-on tax on capital income.  

Well, gee, wasn't the whole point of the president's initiative to get rid of the remaining taxes on income from capital? Even the 
president's own panel would not go that far. The add-on tax was political. Well-advised individuals, however, would incorporate 
their portfolios, necessitating personal holding company rules to tax portfolio income directly to the owners. That would be "a tax 
planning device for me," Graetz quipped at NYU.  

As the proposal itself describes the tax, it is "equivalent to a credit-method VAT at a 30-percent rate, coupled with a progressive 
system of wage subsidies and a separate single-rate tax on capital income."  

For international transactions, the consumption tax would be destination-based, which, as with VAT, would have the perceived 
effect of aiding exports. The report's drafters noted that a destination base would alleviate transfer pricing problems because the 
only issue would be what price the item was sold at when it entered the United States, as it is for customs duties.  

Importers -- that'd be everyone in retail, basically -- are throwing fits because they think they would not be able to deduct their 
costs. The base for this tax would be domestic sales minus domestic purchases, that is, domestic costs. The drafters believe there 
would no longer be an impetus to produce in foreign jurisdictions.  

Why not just adopt a European VAT, for which there is a ready- made set of rules? The states wouldn't trust the federal 
government to give the money to them, nor should they, after the Internet Tax Freedom Act.  

Wouldn't border tax adjustments, wherein rebates could exceed domestic liability for exporters, run afoul of WTO rules? The 
drafters acknowledge the possibility. Critics are more blunt. There is no way that the proposal would be WTO-legal, according to 
Graetz. It would be a direct tax, not an indirect tax, so it would violate WTO rules. Morrison hinted that it might also be 
unconstitutional as a direct tax that was not apportioned by population but that was not an income tax.  

Even if it were kosher under the trade rules, Shay predicted that a partial shift to consumption taxation would cause foreign 
countries to increase their income taxation of U.S. businesses. Moreover, a 30 percent rate would be vastly higher, by a factor of 
at least 10 percentage points, than European VATs, Graetz observed, so that it would require extensive trade negotiations. It 
would also require renegotiation of tax treaties because deduction of interest would be disallowed. In Boston, Morrison predicted 
that planners would cause interest to be paid abroad, where it could be deducted, and received in the United States, where 
receipt would be excluded.  

Royalties would be exempt from tax under the proposed consumption tax. Financial transactions by companies that are not 
financial intermediaries would also be ignored, in an effort to equalize the treatment of debt and equity. The latter has the policy 
types cheering, but the treatment of financial intermediaries is not a minor matter in an economy that basically reshuffles the 
existing pot of capital.  

The problem is that it is difficult to imagine any large American corporation that is not also a financial intermediary. Microsoft 
doesn't lend for the purchase of its products, but most sellers of capital goods and consumer durables are lenders. Some, like the 
automobile companies, make a profit only from lending; we weren't joking when we said cars were just collateral for loans. Still 
others, like GE and Berkshire Hathaway, are primarily financial intermediaries that dabble in other more easily understood 
businesses. The tax law has never figured out how to tax financial intermediaries properly, and this proposal would not ameliorate 
that longstanding problem.  

While it would be desirable for the United States to be on the same plane as its trading partners, and for Americans to stop 
consuming relentlessly, those trading partners may not be entirely happy with the result. Americans, who spend their weekends in 
the shopping malls buying cheap products made under contract in China, are the world's consumers of last resort. Consumption is 
fully two- thirds of American economic activity. Europeans don't throw away clothes after one wearing or buy new shoes every 
weekend. They don't get new cars every year. Their own national governments despair of persuading them to consume more, yet 



Germany may well be raising its VAT to a whopping 19 percent. (The Wall Street Journal, Nov. 11, 2005, p. A8.)  

But what about those readers who still don't want football discussion? You know what to do: Lobby your representatives for a full-
on European VAT. There would be no discussion of anything else but cases involving taxable supplies of gift cookie tins. VAT 
humor writes itself. (Tax Notes, July 12, 2004, p. 139.)  
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