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The enactment of section 7874 in 2004 substantially
curtailed inversion activity by U.S. corporations.

Nevertheless, some U.S. corporations have inverted and
other corporations have considered inverting, although
recent temporary regulations have made avoiding the
application of section 7874 more difficult. This article
examines why U.S. corporations engage in inversions
and continue to consider them. Inversion activity is a
symptom of problems in the U.S. international tax sys-
tem that need to be addressed.

An inversion is a transaction by which the structure
of a corporate group with a U.S. parent is rearranged
so that a foreign corporation, located in a jurisdiction
with a more favorable tax regime than the United
States, becomes the parent of the corporate group. Re-
duction of U.S. taxation is a substantial motivation for
many inversions, with companies seeking reduction of
U.S. tax on both foreign and domestic earnings. An
inversion is often accompanied by steps to move for-
eign activities out from under the U.S. members of the
group. An inversion is often also accompanied by steps
to increase U.S. deductions, such as introducing lever-
age into the U.S. members.

The desire to obtain those reductions suggests that,
at least for companies engaging in or considering inver-
sions, there are significant disadvantages in the U.S.
corporate tax system. Further, it is noteworthy that the
benefits of an inversion can be achieved without an
inversion when a newly created enterprise is incorpo-
rated outside the United States or when a U.S. group
with foreign operations is acquired by a foreign group.

Section 7874
Inversions first received significant attention follow-

ing the 1982 inversion of McDermott Inc., which re-
sulted in the enactment of section 1248(i) in 1984.1 In
1994 the inversion of Helen of Troy Corp. prompted
the issuance of Notice 94-46,2 in which the IRS ex-
pressed concern that those restructurings were being
done for tax-motivated reasons and presented opportu-
nities for the avoidance of U.S. tax. The IRS an-
nounced that it would issue regulations under section
367(a), requiring gain recognition by U.S. transferors of
stock or securities to a foreign corporation. The IRS
later issued regulations3 that generally require the rec-
ognition of gain (but not loss) on the transfer of stock
or securities of a domestic corporation by a U.S. per-
son to a foreign corporation if:

• all U.S. transferors receive in the aggregate more
than 50 percent of either the total voting power or
the total value of the stock of the transferee for-
eign corporation in the transaction;

• U.S. persons that are either officers or directors of
the U.S. target company or that are 5 percent tar-
get shareholders own in the aggregate more than
50 percent of the total voting power or the total
value of the stock of the transferee foreign corpo-
ration immediately after the transfer; or

1P.L. 98-369.
21994-1 C.B. 356, Doc 94-3982, 94 TNI 76-23.
3T.D. 8638, Doc 96-71, 95 TNI 248-6; T.D. 8702, Doc 97-88, 96
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• the transferee foreign corporation fails an active
trade or business test.

Perhaps because the U.S. transferors had little or no
gain in their stock or because many shareholders were
not subject to U.S. tax, the section 367(a) regulations
did not stop inversion transactions. Several high-profile
inversions occurred in the early 2000s. In 2002 Treas-
ury issued a paper titled, ‘‘Corporate Inversion Trans-
actions: Tax Policy Implications,’’4 which described the
technical structure and potential tax consequences of
the transactions, key nontax issues, tax policy consid-
erations, and ways to address tax advantages available
for foreign-based companies with U.S. operations and
tax disadvantages for U.S.-based companies with for-
eign operations.

In response to inversion activity, Congress enacted
section 7874 in the American Jobs Creation Act of
2004.5 The Senate Finance Committee report explains
the reasons for enactment:

The Committee believes that inversion transac-
tions resulting in a minimal presence in a foreign
country of incorporation are a means of avoiding
U.S. tax and should be curtailed. In particular,
these transactions permit corporations and other
entities to continue to conduct business in the
same manner as they did prior to the inversion,
but with the result that the inverted entity avoids
U.S. tax on foreign operations and may engage in
earnings-stripping techniques to avoid U.S. tax on
domestic operations. The Committee believes that
certain inversion transactions (involving 80 per-
cent or greater identity of stock ownership) have
little or no non-tax effect or purpose and should
be disregarded for U.S. tax purposes. The Com-
mittee believes that other inversion transactions
. . . may have sufficient non-tax effect and pur-
pose to be respected, but warrant heightened
scrutiny and other restrictions to ensure that the
U.S. tax base is not eroded through related-party
transactions.6

Section 7874 applies to an expatriated entity, which
is a domestic corporation (or partnership) for which a
foreign corporation is a surrogate foreign corporation.
A foreign corporation is a surrogate foreign corpora-
tion if it meets all three parts of a three-part test.

First, the foreign entity must complete a direct or
indirect acquisition of substantially all the properties
held directly or indirectly by a domestic corporation (or
substantially all the properties constituting a trade or
business of a domestic partnership). An indirect acqui-

sition includes an acquisition of the stock of a domes-
tic corporation (or an acquisition of partnership inter-
ests).

Second, after the acquisition, at least 60 percent of
the stock (by vote or value) of the foreign entity must
be held by former shareholders of the domestic corpo-
ration by reason of holding stock in the domestic cor-
poration (or, in the case of an acquisition of a domes-
tic partnership, by former partners of the domestic
partnership by reason of holding a capital or profits
interest in the domestic partnership). For this purpose,
stock owned by members of the expanded affiliated
group that includes the foreign entity is disregarded.
Thus, for example, hook stock owned by an inverted
domestic entity in the foreign parent is disregarded. An
expanded affiliated group is defined as a group of do-
mestic and foreign corporations related under a more
than 50 percent ownership test.

Third, after the acquisition, the expanded affiliated
group that includes the foreign entity must not have
substantial business activities in the foreign country in
which, or under the laws of which, the foreign entity is
created or organized, when compared with the total
business activities of that expanded affiliated group.

If a domestic corporation (or partnership) qualifies
as an expatriated entity, its taxable income for the pe-
riod beginning with the inversion transaction and end-
ing 10 years after the inversion transaction is no less
than the inversion gain for those years. The inversion
gain is taxable and cannot be offset by tax attributes
such as deductions or credits. The inversion gain is the
income or gain recognized because of the transfer dur-
ing the 10-year period of stock or other properties by
the expatriated entity. Inversion gain also includes any
income received or accrued during the 10-year period
by reason of a license of any property by an expatri-
ated entity as part of the inversion transaction, or after
the inversion transaction if the license of the property
(other than inventory) is to a foreign related person.7

If a foreign entity would qualify as a surrogate for-
eign corporation, and if after the acquisition at least 80
percent of the stock (by vote or value) of the foreign
entity is held by former shareholders of the domestic
corporation by reason of holding stock in the domestic
corporation (or, in the case of an acquisition of a do-
mestic partnership, by former partners of the domestic
partnership by reason of holding a capital or profits
interest in the domestic partnership), then the foreign
entity is treated as a domestic corporation.

Transaction Structure for Recent Inversions
In general, recent inversions have been accomplished

by:

4Doc 2002-12218, 2002 WTD 103-38.
5P.L. 108-357.
6S. Rep. No. 108-192, at 142 (2003).

7In addition, section 4985 imposes an excise tax on stock
compensation of insiders in expatriated corporations.
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• the U.S. parent corporation (USP) forming a new
foreign subsidiary that will become the parent of
the inverted group (FP);

• the foreign subsidiary forming a new U.S. sub-
sidiary (MergerCo); and

• MergerCo merging into USP with USP surviving
in a transaction that qualifies as a section 351 ex-
change or as a reverse triangular merger under
section 368(a)(2)(E), and in the merger the USP
shareholders exchange their USP stock for FP
stock.

The U.S. shareholders of USP recognize gain (but
not loss) under section 367(a) on their exchange of
USP stock for FP stock. Section 7874 has not applied
to certain recent inversions because FP’s expanded af-
filiated group has substantial business activities in FP’s
country of incorporation when compared with the to-
tal business activities of the expanded affiliated group.

Some business reasons for inversions (other than
U.S. tax reasons) have included the foreign jurisdic-
tion’s favorable business and tax policies, greater prox-
imity and access to foreign customers and investors,
and enhancement of the company’s reputation as a
global company with a focus on international markets.

Other Actions

Reduction of U.S. Tax on Foreign Earnings

If a U.S. corporation has foreign subsidiaries, gener-
ally those subsidiaries are controlled foreign corpora-
tions, potentially resulting in subpart F inclusions by
the U.S. corporate shareholder. Also, dividends paid by
foreign subsidiaries to a U.S. corporation are generally
subject to U.S. corporate taxation, except to the extent
they are previously taxed subpart F income or the tax
is offset by foreign tax credits under section 902. Fur-
ther, dividends paid by a U.S. corporation to a foreign
person are generally subject to U.S. withholding tax
unless reduced by a treaty.

To reduce the U.S. taxation of foreign earnings, a
U.S. corporation might consider taking steps to termi-
nate CFC status for foreign subsidiaries or taking other
steps to move foreign operations out from under the
U.S. corporation. A U.S. corporation might consider
transferring the stock or assets of foreign subsidiaries
to the foreign parent or foreign subsidiaries owned by
the foreign parent, creating a partnership or other
structure to enable future earnings of the foreign sub-
sidiaries to bypass the U.S. corporation, or locating
future foreign business opportunities in the foreign par-
ent or foreign subsidiaries owned by the foreign parent
and not under the U.S. corporation. Of course, each of
those alternatives could result in a U.S. tax recognition
event for an actual or deemed outbound transfer of
assets to the extent there is inadequate consideration
for the transfer.

Reduction of U.S. Tax on Domestic Earnings
In connection with an inversion, the corporate

group might also take steps to reduce U.S. taxation of
domestic earnings. The most common means to
achieve this result is to place indebtedness in the U.S.
corporation, resulting in interest deductions. For ex-
ample, on forming the new foreign corporation that
will become the parent of the inverted group, the U.S.
corporation might contribute a debt obligation to the
foreign corporation (which presumably would result in
the U.S. corporation owning hook stock in the foreign
parent after the inversion transaction). Or, after the in-
version transaction, the U.S. corporation might distrib-
ute a note to the foreign parent (perhaps a dividend
subject to U.S. withholding tax). Alternatively, transac-
tions could result in royalty or rent payments by the
U.S. corporation (but there might be a U.S. tax recogni-
tion event to the extent the U.S. corporation transfers
intangibles or other valuable property for inadequate
consideration in the transaction that establishes the
royalty or rent arrangement).

Section 163(j)
Section 163(j) was enacted in 19898 to prevent ero-

sion of the U.S. tax base caused by excessive deduc-
tions for interest paid by a taxable corporation to a
tax-exempt or partially tax-exempt related party. Sec-
tion 163(j) generally applies when a corporation’s debt-
equity ratio exceeds 1.5 to 1 and its net interest ex-
pense exceeds 50 percent of its taxable income as
adjusted by adding back net interest expense, deprecia-
tion, and some other items. If the corporation exceeds
those thresholds, no deduction is allowed for interest
exceeding the 50 percent limit that is paid to a related
party and is not subject to U.S. tax. Partial disallow-
ance of the deduction applies to interest subject to a
reduced rate of U.S. tax under an income tax treaty.
Section 163(j) also applies to some interest paid to an
unrelated party when there is a related foreign or tax-
exempt guarantor of the debt. Interest deductions disal-
lowed under section 163(j) may be carried forward in-
definitely, and the excess of the 50 percent limit over a
corporation’s net interest expense for the year (if any)
may be carried forward three years.

Over the last decade there have been proposals to
tighten section 163(j). In addition to three congres-
sional bills in the early 2000s, the annual budget pro-
posals of the George W. Bush and Obama administra-
tions have included proposals to amend section 163(j).

The Bush administration’s fiscal 2004 budget pro-
posal would have amended section 163(j) in several
ways. First, it would have replaced the 1.5-1 debt-
equity threshold with one based on a series of debt-to-
asset ratios in order to make the safe harbor more sen-
sitive to the ability of different types of assets to

8P.L. 101-239.
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support debt. Second, it would have reduced the
threshold for excess interest expense from 50 percent to
35 percent of adjusted taxable income. Third, it would
have added a new disallowance provision based on a
comparison of domestic and worldwide indebtedness,
and the amount of interest disallowed would have been
the greater of the amounts disallowed under the
current-law rule as modified or the new disallowance
rule. Finally, the proposal would have limited the car-
ryover of any disallowed interest to five years, allowed
no carryover of interest disallowed under the
domestic/worldwide test, and eliminated the carryover
of excess limitation.

In part because of the complexity of the fiscal 2004
proposal, the Bush administration’s fiscal 2005 through
fiscal 2008 budgets were different. Those proposals
would have eliminated the 1.5-1 debt-equity thresholds,
reduced the threshold for excess interest expense from
50 percent to 25 percent (rather than 35 percent) of
adjusted taxable income (other than interest paid to
unrelated parties on debt that is subject to a related-
party guarantee, which would have remained subject to
the 50 percent threshold), limited the carryforward of
disallowed interest to 10 years, and eliminated the car-
ryforward of excess limitation.

In 2007 Treasury issued a study titled, ‘‘Report to
the Congress on Earnings Stripping, Transfer Pricing
and U.S. Income Tax Treaties.’’9 Treasury concluded
that in general, it is impossible to quantify precisely the
extent of earnings stripping by foreign-controlled do-
mestic corporations. However, the study found strong
evidence that inverted corporations engaged in earnings
stripping. To obtain more information, Form 8926,
‘‘Disqualified Corporate Interest Expense Disallowed
Under Section 163(j) and Related Information,’’ was
created.

As a result of the 2007 study, the Bush administra-
tion again revised its proposal regarding section 163(j).
The administration’s fiscal 2009 budget proposal would
have tightened section 163(j) for expatriated entities but
not for other corporations. For expatriated entities, sec-
tion 163(j) would have been amended in the same
manner as under the fiscal 2005 through fiscal 2008
proposals. For this purpose, an expatriated entity
would have been defined by applying the rules of sec-
tion 7874 as if that section were applicable for tax
years beginning after July 10, 1989. The Obama ad-
ministration has included in its fiscal 2010 through fis-
cal 2013 budgets the same proposal for inverted com-
panies (except that the threshold for interest on third-
party guaranteed debt would also be reduced to 25
percent).

In October 2011 House Ways and Means Commit-
tee Chair Dave Camp, R-Mich., released an interna-
tional tax reform discussion draft. The draft includes

four proposals to combat U.S. base erosion. Of particu-
lar interest for purposes of this article is Camp’s pro-
posal to deny U.S. interest deductions in some situa-
tions. Although the proposal does not focus on
inversions, applying instead when a U.S. corporation
owns one or more foreign subsidiaries and the U.S.
corporation is overleveraged relative to the worldwide
group, it is relevant because it reflects the same con-
cern about excessive borrowing in the United States.
The proposal would add a new section 163(n) that
would limit the deductibility of net interest expense of
a U.S. corporation that is a shareholder of a CFC if
both the CFC and the U.S. corporation are part of a
worldwide affiliated group. A portion of a U.S. corpo-
ration’s otherwise deductible interest would be disal-
lowed if the U.S. portion of the group has excessive
debt as compared with the entire worldwide group and
the U.S. corporation’s net interest expense exceeds a
specific percentage of adjusted taxable income. Camp’s
proposal is reminiscent of the Bush administration’s
fiscal 2004 budget proposal to amend section 163(j) to
add a new disallowance provision based on a compari-
son of domestic and worldwide indebtedness.

Why U.S. Corporations Consider Inversions
There are at least three aspects of U.S. international

tax law that motivate U.S. corporations to consider in-
versions: the high U.S. statutory corporate income tax
rate, U.S. tax on repatriation of foreign income to the
United States, and the subpart F regime.

High U.S. Statutory Corporate Income Tax Rate
The U.S. statutory corporate income tax rate is

among the highest in the world. The maximum federal
statutory corporate tax rate is 35 percent. Including
state corporate taxes (which are deductible for federal
purposes), the total maximum statutory corporate tax
rate on domestic-source income is approximately 39
percent. (Because many states do not tax foreign-source
income, the combined maximum rate on foreign-source
income is closer to 35 percent.) The GDP weighted
average combined national and subnational statutory
corporate tax rate for OECD countries (excluding the
United States) is approximately 30 percent.

The high rate encourages U.S. corporations to invest
and conduct operations overseas rather than in the
United States, and it creates an incentive for U.S. cor-
porations to shift activities and income offshore. For
example, U.S. corporations transfer intangibles to low-
tax foreign jurisdictions or engage in other related-
party asset-shifting or income-shifting transactions. The
high rate also encourages U.S. corporations to mini-
mize their U.S. tax liability by taking steps to maxi-
mize deductions against U.S. income.

The incentives to move U.S. activities and income
offshore increase the importance of the U.S. transfer
pricing rules. Section 482 authorizes the IRS to allo-
cate gross income, deductions, and credits among enti-
ties owned or controlled directly or indirectly by the9Doc 2007-26269, 2007 WTD 230-21.
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same interests, if that allocation is necessary to prevent
tax evasion or to clearly reflect the income of the enti-
ties.

There are extensive regulations under section 482.
Taxpayers expend substantial resources on transfer pric-
ing planning, and they and the IRS spend substantial
resources on advance resolution procedures, including
the negotiation of advance pricing agreements. Audits
and litigation of transfer pricing questions are pro-
tracted, complex, and expensive, because the cases are
fact specific and require the participation of experts
such as economists, and because there are no clear an-
swers to what constitutes an appropriate transfer price
(at best the appropriate price falls within a range).10

Further, transfer pricing questions generally require the
involvement of tax authorities of other countries under
competent authority procedures, because a tax adjust-
ment in one country should result in a corresponding
adjustment in another country to prevent double taxa-
tion. All those factors add to the difficulty of resolving
transfer pricing issues. The stakes are even higher when
the U.S. statutory corporate tax rate is significantly
higher than in other countries, because an IRS adjust-
ment can result in U.S. tax that is not offset by the re-
duction in tax in a foreign country.

U.S. Tax on Foreign Earnings Repatriated to U.S.

Under the U.S. international tax system, active for-
eign income of foreign subsidiaries generally is not
subject to current U.S. taxation. Instead, U.S. taxation
is deferred until the foreign earnings are repatriated to
the United States. U.S. corporations engage in exten-
sive tax planning to reduce or eliminate U.S. tax on
repatriations. For example, U.S. corporations do exten-
sive foreign tax credit planning to maximize indirect
FTCs under section 902 that offset U.S. tax on repatria-
tions.

U.S. corporations also employ planning techniques
to eliminate U.S. tax on repatriations of untaxed for-
eign earnings. Noteworthy types of repatriation trans-
actions include ‘‘Killer B’s,’’ which were ended by No-
tice 2006-85,11 Notice 2007-48,12 and section 367(b)
regulations,13 and ‘‘Deadly D’s,’’ which were ended by
Notice 2008-1014 (and also were addressed in a pack-
age of proposed section 367(a)(5) regulations issued in
200815).

A repatriation technique that is still permitted uses
the gain limitation rule for reorganizations under sec-
tion 356. Under that section, a shareholder’s income
recognition for boot received in a reorganization is lim-
ited to the amount of unrecognized gain in the share-
holder’s target corporation stock. Consequently, if a
shareholder has a high basis in a subsidiary corpora-
tion’s stock, the shareholder can extract cash tax free
as part of a reorganization. If a U.S. corporation has
little or no gain in foreign subsidiary stock (for ex-
ample, because the U.S. corporation recently purchased
the stock of the foreign subsidiary), the foreign sub-
sidiary can sell its assets for cash to another foreign
subsidiary and then liquidate, distributing the cash to
the U.S. corporate parent. The transaction is treated as
an acquisitive section 368(a)(1)(D) reorganization.16

Because of the gain limitation rule in section 356, the
U.S. parent receives the cash tax free, even if the cash
represents previously untaxed foreign earnings.

The Obama administration, in its fiscal 2010
through fiscal 2013 budgets, has proposed ending the
section 356 strategy. The president’s fiscal 2013 budget
proposal would repeal the gain limitation rule in sec-
tion 356 in any reorganization if the transaction has
the effect of a dividend to target shareholders under
section 356(a)(2). Under the proposal, the cash distrib-
uted to the U.S. corporate parent would be subject to
U.S. tax as a dividend.

U.S. corporations for which FTC planning and repa-
triation techniques are not available prevent U.S. taxa-
tion of foreign income by redeploying the earnings off-
shore without repatriating them. The disincentive to
repatriate foreign earnings is called the lockout effect.
Further, under U.S. financial accounting principles, a
U.S. corporation can currently report the unrepatriated
earnings of foreign subsidiaries on its U.S. financial
statement without reporting the potential U.S. tax on
repatriation, provided the U.S. corporation takes the
position that the foreign earnings are permanently in-
vested offshore.17 It is estimated that U.S. multinational
corporations have more than $1 trillion of unrepatri-
ated offshore earnings.

Subpart F Regime

Subpart F currently taxes some passive income and
some active mobile foreign income. Some observers
criticize the application of subpart F under the foreign
base company sales income and foreign base company
services income rules in section 954, which generally
require subpart F inclusions for some active mobile10See Xilinx Inc. v. Commissioner, 598 F.3d 1191 (9th Cir. 2010),

Doc 2010-6163, 2010 WTD 55-42, and Veritas Software Corp. v. Com-
missioner, 133 T.C. 297 (2009), Doc 2009-27116, 2009 WTD 236-42,
two cost-sharing cases the IRS lost after years of litigation.

112006-2 C.B. 677, Doc 2006-19944, 2006 WTD 185-15.
122007-1 C.B. 1428, Doc 2007-13117, 2007 WTD 106-15.
13T.D. 9400, Doc 2008-11507, 2008 WTD 102-31; T.D. 9526, Doc

2011-10643, 2011 WTD 96-27.
142008-1 C.B. 277, Doc 2007-28315, 2007 WTD 1-25.
15REG-209006-89, Doc 2008-17983, 2008 WTD 162-18.

16See Rev. Rul. 70-240, 1970-1 C.B. 81, and Rev. Rul. 2004-
83, 2004-2 C.B. 157, Doc 2004-14660, 2004 WTD 165-20.

17See Financial Accounting Standard No. 94, ‘‘Consolidation
of All Majority-Owned Subsidiaries’’; and FAS 109, ‘‘Account-
ing for Income Taxes’’ (particularly Accounting Principles Board
Opinion No. 23, ‘‘Accounting for Income Taxes — Special
Areas’’).
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income shifted from one foreign jurisdiction to another
lower-tax foreign jurisdiction. Those observers assert
that the United States should not care whether com-
panies are reducing foreign tax. The tax reform bill18

introduced by Senate Finance Committee member
Michael B. Enzi, R-Wyo., in February would repeal
the foreign base company sales and services income
rules. Other observers argue that permitting foreign
income to be shifted to lower-tax foreign jurisdictions
has a detrimental effect on U.S. revenues by enhancing
incentives to operate outside the United States.19

Recent Changes to the Inversion Rules

The policy underlying the substantial business activi-
ties test of section 7874 is that an entity should be per-
mitted to invert without application of section 7874
when there are substantial operations in the country of
incorporation of the new foreign parent. Inverted com-
panies could have initially incorporated the foreign par-
ent and commenced operations in the parent’s foreign
country, so they should not be penalized for failing to
have that structure in place from the beginning.

However, the statutory term ‘‘substantial business
activities,’’ which is critical to the application and ad-
ministration of section 7874, is vague, and the IRS will
not ordinarily issue private letter rulings on whether
the standard is met.20 On its face, the statute is unclear
regarding exactly how much business activity is suffi-
cient when evaluating the activities in the country of
the new parent’s incorporation as compared with total
business activities.

In June 2006 the IRS issued temporary regulations
addressing the substantial business activities test.21

Those regulations included both a general facts and
circumstances test and a bright-line safe harbor. The
preamble to the 2006 temporary regulations states:

The IRS and Treasury Department believe that
this dual approach appropriately provides tax-
payers with the certainty of an objective and clear
safe harbor, while preserving the ability of a tax-
payer to conclude, in a case that is not within the
scope of the safe harbor, that section 7874 is not
applicable to a foreign entity’s acquisition of the
stock or assets of a domestic entity where, after
the acquisition, the group has a meaningful and
bona fide business presence in the relevant for-
eign country.

The 2006 temporary regulations included a list of
facts and circumstances to consider and examples illus-
trating the facts and circumstances test. Under the safe
harbor, an expanded affiliated group satisfied the sub-
stantial business activities test if the number of em-
ployees, total value of assets, and amount of sales in
the new foreign parent’s country of incorporation com-
prised at least 10 percent of the group’s totals in all
three of those categories.

In June 2009 the IRS withdrew the 2006 temporary
regulations and issued new temporary regulations ad-
dressing the substantial business activities test.22 The
preamble to the 2009 regulations explains that the safe
harbor was eliminated because it could apply to trans-
actions that are inconsistent with the purposes of sec-
tion 7874. It has been reported that the IRS was con-
cerned that a U.S. corporate group with substantially
all its activities in the United States could invert under
the safe harbor if it had comparatively minor opera-
tions in a single foreign country (a 90 percent/10 per-
cent situation). The 2009 temporary regulations also
deleted the examples illustrating the facts and circum-
stances test.

In June 2012 the IRS withdrew the 2009 temporary
regulations and issued a third set of temporary regula-
tions addressing the substantial business activities
test.23 The 2012 regulations have adopted a bright-line
rule. An expanded affiliated group will have substantial
business activities in the relevant foreign country only
if four tests are satisfied:

• at least 25 percent of its employees are based in
the relevant foreign country;

• at least 25 percent of its employee compensation
is for group employees based in the relevant for-
eign country;

• at least 25 percent of the value of the group assets
(excluding intangible assets) is located in the rel-
evant foreign country; and

• at least 25 percent of group income from transac-
tions with unrelated customers in the ordinary
course of business is derived in the relevant for-
eign country.

Group income is considered derived in the relevant
foreign country only if it is derived from a transaction
with a customer located in that country.

The preamble to the 2012 temporary regulations
states that the new rule will provide more certainty in
applying section 7874 and will improve administrability
of the provision. The new rule would add more clarity
to the definition of the term ‘‘substantial business ac-
tivities,’’ although there are various interpretive ques-
tions such as where customers are located. However,

18S. 2091, United States Job Creation and International Tax
Reform Act of 2012, Doc 2012-2804, 2012 WTD 29-44.

19See Treasury, ‘‘The Deferral of Income Earned Through
U.S. Controlled Foreign Corporations: A Policy Study,’’ at 50
(Dec. 2000), Doc 2001-492, 2001 WTD 1-45.

20Rev. Proc. 2012-7, 2012-1 IRB 232, section 4.01(30), Doc
2011-27281, 2012 WTD 1-19.

21T.D. 9265, Doc 2006-10734, 2006 WTD 108-8.

22T.D. 9453, Doc 2009-13086, 2009 WTD 109-29.
23T.D. 9592, Doc 2012-12351, 2012 WTD 111-28.
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the four-part, 25 percent conjunctive standard is argu-
ably stricter than that suggested by the legislative his-
tory, in which lawmakers expressed concern when the
new foreign parent corporation has a minimal presence
in the foreign country of incorporation. An expanded
affiliated group will not satisfy the new test when most
or substantially all of its operations are outside the
United States, but its foreign activities are dispersed —
it consequently fails one or more of the four elements
of the 25 percent test in the relevant foreign country.
That might be the situation, for example, for an ex-
panded affiliated group with a European parent when
the group has employees, assets, or customers in nu-
merous European countries.

In the future, expatriation of U.S. corporations is
likely to continue by means of acquisitions of U.S. cor-
porations by foreign corporations and combinations of
U.S. corporations with foreign corporations. Those
kinds of transactions will avoid or reduce the impact of
section 7874 by ensuring that the former shareholders
of the U.S. corporation own less than 60 percent (or at
least 60 percent but less than 80 percent) of the stock
of the foreign parent corporation.24

Reforming the U.S. International Tax System

Independent of the proper scope of section 7874,
the aspects of U.S. international tax law that motivate
U.S. corporations to consider inversions are issues
underlying the U.S. system of international taxation.
As stated in the House Ways and Means Committee
legislative history for section 7874:

The Committee believes that corporate inversion
transactions are a symptom of larger problems
with our current uncompetitive system for taxing
U.S.-based global businesses and are also indica-
tive of the unfair advantages that our tax laws
convey to foreign ownership.25

The problems with the U.S. international tax system
are motivating policymakers to reevaluate it. In particu-
lar, there is consensus that the federal statutory corpo-
rate income tax rate should be lowered and that vari-
ous corporate tax expenditures should be eliminated.
Also, Congress needs to decide whether to move to
some form of territorial taxation. Whether or not the
United States enacts some form of territorial taxation,
policymakers are recognizing that concerns about U.S.
base erosion require examination of the rules govern-
ing the outbound movement of activities and income,
especially the movement of intangibles and the associ-
ated income, as well as the rules to prevent stripping of
U.S. income, such as section 163(j).

Federal Statutory Corporate Income Tax Rate
There is consensus that the federal statutory corpo-

rate income tax rate should be lowered. ‘‘The Presi-
dent’s Framework for Business Tax Reform’’ (Obama’s
framework),26 issued by the Obama administration in
February, would lower the federal corporate tax rate to
28 percent. Camp’s international tax reform discussion
draft would reduce the rate to 25 percent.

A lower U.S. corporate tax rate would reduce:

• the economic distortion resulting from double
taxation of corporate earnings;

• the incentive for U.S. corporations to use debt
rather than equity financing;

• incentives for U.S. corporations to minimize U.S.
taxation of foreign and U.S. earnings;

• residual U.S. tax on the repatriation of foreign
earnings, encouraging repatriations; and

• the pressure on transfer pricing because there
would be less incentive to shift income offshore.

The key question is how low a rate can be achieved.
Many commentators believe that the federal corporate
income tax rate must be reduced to 25 percent or lower
to have a meaningful impact, particularly in the context
of the global competition to reduce corporate tax rates.

Because of the U.S. deficit problems, policymakers
want to make corporate tax reform revenue neutral.
They agree that achieving any form of revenue neutral-
ity while lowering tax rates would require eliminating
deductions or credits. However, reduction of the corpo-
rate tax rate accompanied by repeal of various tax ex-
penditures would benefit some industries but harm
others. Further, most believe that eliminating corporate
tax expenditures would enable a significant reduction
of the federal corporate income tax rate only if provi-
sions that are widely viewed as beneficial are repealed.
Repealing some provisions, such as accelerated depre-
ciation, could have detrimental economic effects that
offset the benefits of a lower corporate tax rate.27

Moreover, there is uncertainty whether repealing all
corporate tax expenditures would enable a sufficient
reduction of the corporate income tax rate.

The potential inability to sufficiently lower the cor-
porate tax rate by repealing some or all corporate tax
expenditures leaves three choices. One is to offset the

24See Notice 2009-78, 2009-2 C.B. 452, Example 3, Doc 2009-
20692, 2009 WTD 179-19.

25H.R. Rep. No. 108-393, at 163 (2003).

26The White House and Treasury, ‘‘The President’s Frame-
work for Business Tax Reform’’ (Feb. 22, 2012), Doc 2012-3711,
2012 WTD 36-35.

27See Treasury, ‘‘Approaches to Improve the Competitiveness
of the U.S. Business Tax System for the 21st Century,’’ at 69
(Dec. 20, 2007), Doc 2007-27866, 2007 WTD 246-25 (‘‘The com-
bined policy of base broadening and lowering the business tax
rate to 28 percent might well have little or no effect on the level
of real output in the long run because the economic gain from
the lower corporate tax rate may well be largely offset by the
economic cost of eliminating accelerated depreciation’’).
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cost of lowering the corporate income tax rate by
eliminating tax expenditures for noncorporate busi-
nesses, which would harm owners of those businesses.
Another choice is to find more revenue raisers in the
income tax, such as limiting the deductibility of inter-
est or taxing large passthrough entities as corporations,
as suggested in Obama’s framework. The third choice
is for Congress to create a new revenue source, such as
a consumption or energy tax, which could allow reduc-
tion of the corporate income tax rate and perhaps re-
duction of other taxes as well.28

Territorial Taxation?
Both Camp’s international tax reform discussion

draft and Enzi’s bill would move the United States to a
form of territorial taxation, permitting the repatriation
of dividends from foreign subsidiaries at a substantially
reduced tax rate by allowing a substantial dividends
received deduction. Obama’s framework opposes a
pure territorial tax system:

One proposal is to switch to a pure territorial sys-
tem under which all active foreign income would
either be taxed little or not at all in the United
States. However, the administration believes that
a pure territorial system could aggravate, rather
than ameliorate, many of the problems in the tax
code. If foreign earnings of U.S. multinational
corporations are not taxed at all, these firms
would have even greater incentives to locate op-
erations abroad or use accounting mechanisms to
shift profits out of the United States. Further-
more, such a system could hasten the race to the
bottom in international tax rates.29

Although this statement is directed at a pure territo-
rial system, it suggests that the Obama administration
is concerned that moving toward that would enhance
incentives to shift operations and income offshore, and
also is concerned with whether measures to address
that shifting can be adequate.

In addition to the question whether the United
States should adopt some form of territorial system for
foreign income, there is the question about the treat-
ment of deductions. A theoretical model for a territo-
rial system would disallow deductions allocable to ex-
empt foreign income. The disallowance rule
presumably would apply to all types of deductions,
including, for example, research and development ex-
penditures and interest deductions. Regarding R&D
expenditures, such a disallowance rule could create the

undesirable incentive for U.S. companies to conduct
their research activity outside the United States.30

Camp’s international tax reform discussion draft and
Enzi’s bill address the deduction question by not allow-
ing a full exemption of foreign earnings (similar to
other countries), rather than by denying deductions.

Income Shifting and Base Erosion

As indicated above, policymakers generally agree
that the corporate income tax rate should be lowered
and that various corporate tax expenditures should be
eliminated. They also appear to agree that reforms to
the U.S. international tax system must include provi-
sions that will prevent shrinking of the U.S. tax base.
Those provisions would raise revenue to offset the cost
of other measures.

Obama’s framework expresses the administration’s
concerns about the risks to the U.S. tax base. Camp’s
discussion draft addresses the incentive to shift income
offshore by including three options: the Obama admin-
istration’s proposal to treat excess returns from intan-
gibles transferred offshore as subpart F income; a pro-
posal to treat as subpart F income some earnings taxed
at a low rate in a foreign country; and a proposal that
would lower the corporate tax rate for all foreign intan-
gible income (whether earned by a U.S. parent or its
CFCs) to 15 percent but would treat a CFC’s low-
taxed foreign intangible income as subpart F income.
Enzi’s bill also contains a provision that would treat as
subpart F income some earnings taxed at a low rate in
a foreign country. Camp’s discussion draft addresses
the use of leverage by proposing a rule to deny U.S.
interest deductions when a U.S. corporation owns one
or more foreign subsidiaries and the U.S. corporation is
overleveraged relative to the worldwide group.31

Various aspects of the proposals to address income
shifting and base erosion are causing concern for some
U.S. multinational corporations, particularly those with
significant intangibles. Some multinationals could be
considering whether the current system, with all its
problems, might be more favorable to them than a re-
formed system with base erosion provisions like some
of those that have been proposed.

28In April 2010, Paul Volcker, chair of the President’s Eco-
nomic Recovery Advisory Board, suggested that a VAT in the
United States is ‘‘not as toxic an idea’’ as it once was. However,
on April 15, 2010, the Senate, by a vote of 85 to 13, adopted a
resolution that a VAT ‘‘is a massive tax increase that will cripple
families on a fixed income and only further push back America’s
economic recovery.’’

29Obama’s framework, supra note 26, at 14.

30Compare the Obama administration’s fiscal 2010 budget pro-
posal that included a proposal to defer deductions for expenses
(other than research and experimentation expenditures) of a U.S.
person that are properly allocated and apportioned to foreign-
source income to the extent the foreign-source income associated
with the expenses is not currently subject to U.S. tax.

31The concern about base erosion is also reflected in a legisla-
tive proposal introduced by Sen. Carl Levin, D-Mich., that
would treat a foreign corporation managed and controlled in the
United States as a domestic corporation. See section 103 of S.
2075, the Cut Unjustified Tax Loopholes Act, Doc 2012-2605,
2012 WTD 28-32.
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Conclusion
Inversions are a symptom of problems with the U.S.

international tax system. It is anticipated that U.S. cor-
porations will continue to consider inversion transac-
tions, but achieving an inversion while avoiding the
application of section 7874 has become more difficult
since the issuance of the 2012 temporary regulations
regarding the definition of substantial business activi-
ties. In the future, expatriations of U.S. corporations
are likely to continue by means of acquisitions of U.S.
corporations by foreign corporations or by way of
combinations of U.S. corporations with foreign corpo-
rations.

Although policymakers disagree about many aspects
of international tax reform (and tax reform more gen-
erally), there appears to be an emerging consensus that
the U.S. corporate income tax rate should be lowered,
various corporate tax expenditures should be elimi-
nated, risks to the U.S. tax base must be addressed, and
corporate tax reform should be revenue neutral. It is
unclear whether the United States is prepared to enact
a territorial form of international tax system, but it is
becoming clear that tax reform, particularly with the
elements listed above, would result in winners and
losers across industries and firms. ◆
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