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THE MASSIVE ERODING OF THE MULTINATIONAL TAX BASE AND 

RECOMMENDATIONS ON LIMITING THE ERODING. 

INTRODUCTION 

  U.S. tax system is a worldwide collection system.  

This means that a U.S. resident may get taxed on income 

generated anywhere in the world.  To derive worldwide tax 

value from U.S. corporations and their foreign subs is 

excruciatingly difficult.  This paper is concentrating on 

the current worldwide system and changes that may be made 

to that paradigm to improve tax collection. 

U.S. tax policies have many conflicting objectives.   

First among them, the tax policies must raise enough 

revenue for the government’s expenses.  Second and not in 

this priority, policies must redistribute wealth, make 

markets competitive through economic neutrality and promote 

beneficial activities through subsidies and incentives.1        

Some objectives are not being met by the current policies.   

U.S. multinationals are using more complex tax saving 

mechanisms.  U.S. taxing authorities do not have the 

resources to continually audit and regulate these 

multinationals.   For instance, in other countries with 

attractive low corporate tax rates, such as Bermuda and 

                                                 
1
 Ilan Benshalom, Sourcing the “Unsourceable”: The Cost Sharing Regulations and the Sourcing of 

Affiliated Intangible-Related Transactions, 26 VATXR 631, 694 (2007). 
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Ireland, the U.S. multinationals are recording high profits 

while they save their losses, mostly in research and 

development, for the high corporate tax regime in U.S.2 

Surprisingly, these companies conduct most of their 

business in the U.S. and conduct little to no business in 

the tax havens, like Bermuda.   Of course, if U.S. 

multinationals shift their U.S. income from other higher 

corporate tax countries to low corporate tax countries, 

profits may be shifted out of the U.S.   In addition, once 

these multinationals either shift their income to foreign 

subsidiaries or earn their income internationally through 

their foreign subsidiaries, they defer paying U.S. tax by 

not repatriating or, in other words, not paying dividends 

to their U.S. parent and thereby avoiding U.S. tax.  

Deferral does not necessarily mean that these U.S. 

companies pay U.S. tax later—although that alone brings 

savings-- but some may never pay the U.S. tax and most are 

lobbying for lower corporate tax rates so they may 

repatriate to their U.S. parents.   

I. INCOME SHIFTING 

Income shifting is not illegal.  As mentioned above, 

there is an incentive to move to a low corporate tax regime 

                                                 
2
 Martin Sullivan, Data Shows Dramatic Shifts to Tax Havens, TAX NOTES, September 13 2004; and 

Martin Sullivan, Shifting Profits Offshore Costs U.S. Treasury 10 Billion or More, TAX NOTES, 

September 27, 2004 at 1480 
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from a high corporate tax regime.  Along the same lines, 

there is incentive to move income to low corporate tax 

regime from the United States.  In 2003, U.S. companies use 

of income shifting cost the U.S. government ten to twenty 

billions in lost tax revenue.3  Income shifting employs 

three methods.  First, there is the cost sharing method.  

For instance, a parent U.S. corporation sells a patent to a 

foreign subsidiary in low to no corporate tax regime when 

the patent is less profitable.  When the patent generates 

profits, the sale to the sub produces tax savings because 

credit for much of the work for developing the patent is 

given to the foreign sub.  Transfer pricing is a second 

method used in income shifting.  This method exploits the 

difficulty in IRS policing the size and location of income 

generated from intellectual property.  For example, a U.S. 

firm with high research and development cost set up a 

manufacturing sub in Ireland.  The product is sold in the 

U.S. for $100 and Irish sub’s manufacturing costs is $20.  

Without tax savings incentive, the Irish sub might sell the 

product for $30 to the U.S. parent.  The U.S. parent then 

will recognize U.S. tax on $70 and Irish sub will recognize 

Ireland low tax on its $10 profit.  In contrast, if Irish 

sub might argue manufacturing improvements in developing 

                                                 
3
 Sullivan, TAX NOTES, Supra. 
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product and charge the U.S. parent $50 instead of $30 the 

parent recognizes $50 instead of $70 in high U.S. tax and 

Irish sub recognizes $30 in Ireland’s low tax.  As the U.S. 

evolves more into information rather than industrial 

economy, these two types of income shifting are eroding the 

corporate tax base.  The third method is straightforward 

and has been largely curbed but may get complex in an 

evolving complex economy.  A low tax sub makes a loan to a 

high tax parent and the interest payments shift parent’s 

income to the sub.  In addition, the interest payment is 

deductible to the parent.  Although Congress passed 

regulations to police some straightforward versions, making 

any further use of it tax avoidance and illegal, more 

complex instruments that may evade enforcement continue to 

proliferate.4             

 As mentioned above, income shifting, mostly, is not 

illegal.  Policymakers and scholars believe that the 

current economic integration with information based, mobile 

and intangible assets and the leading roles of U.S. 

multinationals require a fundamental change in the way tax 

revenues are sourced.5     

A.  ARM’S LENGTH STANDARD 

                                                 
4
 Jessica C. Kornberg, Section 965: A Traditional Corporate Tax Policy, 4 B.Y.U. Int’l L. & Mgmt. Rev 87, 

89 (2007) 
5
 Ilan Benshalom, Sourcing the “Unsourceable”: The Cost Sharing Regulations and the Sourcing of 

Affiliated Intangible-Related Transactions, 26 VATXR 631, 632 (2007). 
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In terms of general legal usage, the term “arm’s 

length” has a different meaning in the international U.S. 

tax context.  In the U.S. business and legal community, 

operating arm’s length means that the parties involved have 

opposing interests so each party will get the best bargain 

for him or herself.  The U.S. tax authorities created the 

arm’s length standard within each U.S. multinational where 

the subs have to deal with each other in an arm’s length 

manner.  When subs within a multinational are dealing with 

each other, it is not traditionally arm’s length and that 

fiction causes enforcement problems which takes more 

resources to fix.       

Some commentators argue that the arm’s length 

standard, the rules currently used, contribute directly to 

the difficulty in sourcing.6  Arm’s length standard is based 

on transactions that must be reported by every corporate 

sub or entity within a multinational as if the sub was 

operating independently and using unrelated market 

transactions to compare a sub’s transactions to fight 

against tax manipulation. 7 The transaction based approach 

to sourcing income leads to many theoretical and practical 

problems.   

                                                 
6
 Id. at 635. 

7
 See I.R.C. § 482 
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Multinationals, in their very nature, efficiently 

integrate their costs, i.e., R&D costs, management costs, 

etc, collectively on the multinational level as opposed to 

the sub level.   This method of collectivizing costs poses 

the problem of assigning directly the costs born by the sub 

for U.S. tax authorities.   Collectivizing leads to an 

enforcement problem with the arm’s length standard because 

the tax authorities are focused on the sub and have meager 

resources and manpower to untangle a multinational’s cost 

structure. 

In fact, the arm’s length standard provides a profit 

motive for U.S. multinationals to report profits in subs 

located in foreign low tax jurisdictions.  The tax 

authorities try to catch tax manipulation by employing 

transfer pricing methods that compares a subsidiary 

transaction to unrelated subsidiary’s market transactions.  

Often, with an information and intellectual property 

economy, it is difficult if not impossible to find any 

unrelated market transactions for comparison and one of the 

reasons why is because the legal rights to such property 

are protected from market competitors.   The fictitious 

nature of the arm’s length standard poses a problem for 

enforcement.  The transaction based approach uses legal 

form as opposed to economic substance.  As a result, the 
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tax authorities try to see geographical and legal 

partitions in subsidiary level reflecting economic 

differences.  In contrast, integrated U.S. multinationals 

have been operating efficiently under pure economics. 

So why does the arm’s length standard persist after 

all of its shortcomings?  Complying with the arm’s length 

standard has high costs for U.S. multinationals, so why do 

these multinationals live with the same standards instead 

of lobbying for a change?  Scholars and policy watchers 

write about the shortcomings of the arm’s length standard 

and a few make proposals but there are no changes on the 

ground because of the multinationals’ lobby.  A change in 

standards would mean that the U.S. multinationals’ tax 

savings may come under threat.8  The reason a change should 

be made is that one of the primary objectives for the use 

of the arm’s length standard is it results in less 

administrative burdens.  Unraveling the tangle of 

transactions in the arm’s length standard would take 

resources the U.S. tax authorities do not have and that 

fact defeats its primary objective.     

B. FORMULARY STANDARD 

Formulary standard relies on such factors as property, 

payroll and sales to focus on where economic value is 

                                                 
8
 Benshalom, Supra (All except last recommendation is attributed to this article.) 
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generated so as to follow the income.  In other words, the 

tax base is for worldwide income and it will be divided to 

a sub in a foreign jurisdiction through a specific set 

formula.9    

One of the arguments in favor of the formulary 

standard is that applying it is administratively simple.  

Devising a common formula to divide the income to the sub 

creates this simplicity as opposed to a transaction based 

approach of the arm’s length standard which needs 

calculations from individual transactions.  U.S. 

multinationals have many transactions and U.S. taxing 

authorities would need more resources.   

Formulary standard has its problems.  Chief among them 

is its lack of precision when it comes to applying the 

unitary business principle.  The Unitary business principle 

asks the amount of integration needed within the 

multinational to avoid distortions in income.  Different 

foreign jurisdictions would not be equally productive 

assuming the other factors are constant.   Another problem 

is that the formulary standard does not satisfy the U.S. 

taxing authorities’ main objective by accurately reflecting 

                                                 
9
 Elena R. Tsaneva, Transfer Pricing in the World of Services & Intangibles- A New Challenge to 

Preserving the Corporate Base, 9 UCLAJILFA 323, 360 (2004). 
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income but to reflect income through formulaic 

generalities.    

The formulary standard, with its problems, trumps the 

arm’s length standard.  In practical terms, formulary 

standard may best be applied to intangibles on highly 

integrated multinationals which have common control, 

interests, and goals.           

II. DEFERRAL 

 Simply defined, deferral is a method of avoiding tax 

for one year to another.   For our purposes, U.S. 

multinationals avoids the taxation by leaving it in their 

foreign subsidiaries.  For the U.S. multinationals, 

deferral has become an important objective.   For instance, 

in the end of 2005, there has been approximately $650 

billion of foreign income held in foreign jurisdictions by 

the U.S. subs.10   

 One may conclude that deferral means that one day 

these multinationals will account for its foreign income 

held by its subs.  That might not always be the case 

because multinationals may hold it and never repatriate 

their foreign income and even if the foreign income is 

repatriated, the present value of the deferred tax 

                                                 
10

 Craig M. Boise, Breaking Open Offshore Piggybanks: Deferral and Utility of Amnesty, 14 GMLR 667, 

667 (2007). 
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liability may be very low.  In any case, other than for 

passive income, deferral is not illegal.  “Between 2007 and 

2011, it is likely that $68 billion in tax revenue will be 

lost as a result of the deferral problem.11       

A. HOW DOES DEFERRAL WORK 

 There are two principles of tax and corporate law that 

play a hand at making deferral possible.  The first is that 

a corporation is akin to an individual.  An U.S. resident 

individual is taxed on his or hers or its income worldwide.  

In addition, the corporation’s shareholders are not taxed 

on the corporation’s earnings but are taxed on the 

dividends the corporation distributes or the sale of 

corporation’s stock.  The second principle is that the 

corporation is only taxed by the U.S. if it was created or 

organized in the U.S. or does business with the U.S.  In 

other words, a parent corporation that has a foreign sub 

may defer the U.S. tax on the sub’s foreign income as long 

as the foreign subsidiary does not pay dividends out to its 

parent.12  

III. RECOMMENDATIONS TO STOP SOURCING & DEFERRAL 

ABUSES. 

A. ARMS LENGTH V. FORMULARY 

                                                 
11

 OFFICE OF MGMT. & BUDGET, EXECUTIVE OFFICE OF THE PRESIDENT, BUDGET 

ANALYTICAL PERSPECTIVES, BUDGET OF THE UNITED STATES GOVERNMENT, FISCAL 

YEAR 2007,287 (2000) 
12

 Internal Revenue Code, 11(a), 11(d), 882 
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There is no ideal standard to use to measure a 

multinationals’ income.  Arm’s length and formulary 

standards both have faults.  The way multinationals derive 

value are difficult to decipher accurately under both 

sourcing standards.  These sourcing standards do not 

advertise themselves to be precise instruments in dealing 

with how income is generated. 

One standard, however, is better than the other 

standard but a combination of both standards might be the 

best of all.   What the U.S. tax system needs is a standard 

or the combination of both standards that fairly reflects 

how income is generated on intangibles where unrelated 

markets are hard to find.   The formulary standard has 

common formulaic methods to derive worldwide tax value from 

foreign subsidiaries.  As mentioned above, one of the 

positive factors is its administrative simplicity but that 

simplicity may be a double edged sword.  Formulary standard 

works with generalities that is evident in a common set of 

formulas.  Although this standard is more efficient in tax 

collection than arm’s length standard, breaking down both 

standards and trying to take the best from each to provide 

as a combined standard would work best. 

  Intangibles are the hardest to measure for tax 

purposes because we need to figure out where the income of 
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an intangible is generated.  First, we break down the two 

intangibles such as R&D or production based intangibles 

(i.e., patents) and passive intangibles or creation costs 

which may be easily shifted.  Now, we may use a formulary 

sourcing standard to measure income of the R&D standard at 

the jurisdiction where the value is produced.  Using the 

cost based method, the tax authorities note each 

jurisdiction’s share of fiscal ownership of every R&D 

intangible would be determined by the percentage of 

development costs spend in the jurisdiction.   Next, to 

source passive intangibles, where the tax data may be 

easily manipulated by multinationals, the fiscal ownership 

of jurisdiction’s passive intangible would be accorded to 

percentage of benefits derived by the jurisdiction for a 

particular year.  For both of these intangibles, the fiscal 

ownership of a jurisdiction would be constant as long as 

the ownership rights are not sold.  For passive 

intangibles, the income is measured through the adding up 

of the benefits.   For valuing non-intangibles, the tax 

authorities should stick to the subsidiaries’ transactions 

based arm’s length standard.  This combination of standards 

is complicated but it ensures the more tax revenue is 

collected.13  

                                                 
13

 Benshalom, Supra, 678. 
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Another way to source is to legally make U.S. 

multinationals comply administratively by constantly 

providing all annual tactical and strategic documents.  The 

U.S. multinationals would complain that those compliance 

measures make them less competitive.  The U.S. 

multinationals are spending resources to escape U.S. 

taxation by hiring tax professionals.  Now, multinationals 

may commit fairly the same resources to comply with the 

U.S. tax authorities.  In addition, this recommendation is 

both administratively complex and high resource driven for 

the U.S. tax authorities.  This paper admits that the 

recommendation is not administratively simple for both 

parties but argues that the amount of tax collected from 

multinationals would more than compensate for the 

additional resources. 

B. HOW TO STOP DEFERRAL 

Tax authorities may fight deferral practices through a 

few methods.  Foreign subsidiaries may be treated as 

partnerships for tax purposes.  Partnerships must annually 

report on items of income, loss and deduction and allocate 

to partners according to partners’ individual economic 

interests.  The partners are required to pay income tax on 

their shares but the partnership is pass-through for tax 

purposes.  This change in entities may result in more 
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compliance costs (i.e., in reporting all the items of 

income, loss and deduction) but there have been 

improvements in technology like new software. 

Secondly, the definition of foreign corporation may be 

altered through Congress enacting new regulations.  Instead 

of a foreign corporation being defined as one created or 

organized outside the U.S. law and its States’ law, there 

are jurisdictions that take into account where a 

corporation’s management or its main business location or 

where its shareholder’s reside.   The U.S. tax authorities 

should adopt the management and business location as the 

criteria for U.S. worldwide tax jurisdiction.   

The third alternative is through Congress’ official 

authorization to stop the deferral practice.  In the late 

1990s and early 2000s, corporations transferred their 

foreign assets to a shell parent corporation created and 

organized outside the U.S..  These inverted corporations 

paid no U.S. taxes while its actual business location and 

operation remained unchanged.  So, the Congress authorized 

IRC section 7874(b) which treated the shell foreign parent 

corporation as an U.S. corporation notwithstanding its 

original definition as a foreign corporation.  Congress may 

act similarly to change the meaning of foreign corporation 

to stop abusive deferral practice.              
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IV. CONCLUSION 

Working within the current worldwide tax system, tax 

authorities may make a standard change to more clearly and 

more fairly source taxes on foreign subs to limit income 

shifting and improve tax collection. To fully end income 

shifting practice is a very difficult matter because of the 

nexus between business practices, international laws and 

lack regulating resources and commitment for change.  The 

abusive deferral practice is easier to limit.  Once income 

is shown or sourced in foreign subs, the matter of tax 

collecting is depended on the change of legal definition of 

whether the U.S. jurisdiction may tax that income.       
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