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In 2003, the state of Israel enacted a significant reform in its tax system, under 

which tax is imposed on a worldwide basis rather than on a territorial basis. 

Consequently, a new need for an anti-deferral regime has arisen, so Israeli investors 

who conduct their business outside of Israel through controlled foreign corporations 

(CFC) would be taxed on their worldwide income, similar to those who conduct 

business through Israeli corporations.  

  

The major purpose of this dissertation is to take an active part in the process 

of structuring the new Israeli CFC tax regime by performing a comparative research. 

Specifically, the dissertation analyzes the relevant U.S. CFC rules as a major case 

study. However, in light of the unique characteristics of the Israeli system and given 

the complexity of U.S. CFC rules, tax systems of other major developed countries are 

also being analyzed by this dissertation. 
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   The basic thesis of the dissertation is that the CFC rules do not have to be so 

complicated in order to be effective. The dissertation argues that simple rules can also 

be adequate in dealing with tax deferral. To demonstrate this thesis, a specific 

comparison between U.S. CFC rules and other relevant CFC regimes is made.       

This comparison illustrates that the U.S. CFC rules do not always achieve justified 

results.  

 

 The structure of this dissertation includes a step-by-step analysis of the 

proposed CFC regime. It begins with a theoretical discussion of policy considerations 

regarding anti-deferral regimes. In general, “tax deferral” occurs when domestic 

persons conduct their business in low-tax jurisdictions through foreign companies, 

which are not subject to domestic taxation. As a result, the earnings of the foreign 

corporation enjoy tax deferral until these earnings are repatriated. This dissertation 

demonstrates that the constructive dividend is the preferable method to deal with tax 

deferral. 

 

The dissertation further discusses the elements essential to the new Israeli 

CFC regime: (i) ownership test; and (ii) income test. The ownership test refers to 

domestic shareholders maintaining "control" in a foreign corporation. The dissertation 

proposes an ownership test of domestic shareholders owning, directly or indirectly, 

more than 50% of “means of control” in the foreign corporation. For this purpose, 

domestic shareholders are defined as domestic persons owning, directly or indirectly, 

5% or more of the relevant “means of control”.  
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The role of the income test is to target "tainted" income that should not enjoy 

the privilege of tax deferral. This dissertation proposes an income test based on the 

jurisdiction-based approach. The argument is that, when corporate tax rate is 20% or 

more in the foreign country of the CFC, the entire income of the CFC should not be 

taxable because tax deferral is not actually involved. The dissertation further proposes 

a "safe harbor" rule, borrowed from the U.K. and Japanese tax laws, to exempt 

genuine active income from taxation. 

 

Finally, this dissertation suggests a set of additional anti-avoidance rules, 

along with several operating rules to combat tax avoidance and ensure the 

effectiveness of the new Israeli CFC regime. 
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o Complicated:save to be Hot no dThe CFC Rules  

Israel the State of w CFC Regime inProposal for a Ne 

 

Introduction 
 
 
 

In 2003, the state of Israel enacted a significant reform in its tax system, under 

which tax is imposed on a worldwide basis rather than on a territorial basis.1  

Consequently, a new need for an anti-deferral tax regime has arisen, so Israeli 

investors who conduct their business outside of Israel through foreign corporations 

would be taxed on their worldwide income, similar to those who conduct business 

through Israeli corporations. Indeed, Section 75B of the Israeli income tax ordinance 

provides that Israeli shareholders owning a minimum percentage interest in a 

Controlled Foreign Corporation (CFC) would be subject to current taxation on the 

income derived from their CFC. However, the final structure of such tax regime shall 

be determined by future regulations to be promulgated by the Israeli Treasury 

Department.2 Final regulations were not finalized as of April 1, 2008. 

                                                 
1 The worldwide basis principle provides that Israeli residents are being taxed in Israel on their 

worldwide income regardless of the territory in which the income was generated. See Amendment 132 

to the Israeli Income Tax Ordinance, 4353 (2002) (the "Israeli Tax Reform"). 

 
2 See Section 75B of the Israeli Income Tax Ordinance (New Version)(1961) (the "Israeli Tax 

Ordinance"), which authorizes the minister of finance to promulgate regulations with respect to CFC 

taxation.     
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The purpose of this dissertation is to take an active part in the process of 

structuring the new Israeli CFC regime by deriving relevant concepts and practical 

recommendations from other tax systems of major countries around the world and 

implementing them within the Israeli tax system.  

 

Specifically, this dissertation analyzes the relevant U.S. tax regime under 

Subpart F of the U.S. Internal Revenue Code ("Subpart F") as a general case study. 

However, in light of the unique characteristics of the Israeli tax system and given the 

complexity of U.S. CFC rules, other tax systems of major developed countries are 

also being analyzed by this dissertation. 

 

 As the general topic of CFC regimes is a very broad one, this dissertation 

does not intend to cover all aspects relevant to it. Instead, the dissertation focuses 

only on several selected issues relevant to the new Israeli CFC regime. These issues 

include the basic elements necessary for the proposed regime (e.g. the ownership test 

and the income test) and other essential rules (e.g. anti-avoidance rules and operating 

rules).  

 

The analysis made by this dissertation begins with a theoretical discussion of 

policy considerations relevant to any anti-deferral tax regimes. As the analysis 

proceeds, the discussion becomes more specific and includes a step-by-step analysis 

of all the necessary elements that should be part of the proposed Israeli CFC regime. 

Finally, the dissertation illustrates some of the problems and distortions that current 

U.S. CFC rules create and discusses possible proposals for improvements. 
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Chapter I of this dissertation deals with the basic question of whether anti-

deferral is a justified tax policy. This chapter describes the problem of tax deferral 

and explains its implications on taxpayers conducting their business worldwide. 

Chapter I also includes policy considerations relevant to anti-deferral tax regimes. 

 
Chapter II of the dissertation describes possible methods to deal with tax 

deferral. The relevant question is, to the extent that anti-deferral is justified, which 

method should generally apply. In order to answer this question, Chapter II examines 

several methods of anti-deferral and analyzes their advantages and deficiencies. 

 
Chapter III of the dissertation discusses the issue of how the state of Israel 

should borrow relevant concepts into its tax system and from which countries. 

Although the basic assumption is that anti-deferral is a justified tax policy, the 

question is how to specifically structure the new Israeli CFC regime. To answer this, 

a comparative research is required. Such research provides an insight of how different 

countries deal with the tax deferral issue. The main role of Chapter III is thus to 

provide general guidelines of how to borrow legal concepts into the Israeli system. 

This chapter argues that although U.S. tax law can be used as a basic case study for 

the Israeli tax system, additional concepts from other major countries should also be 

examined since not all U.S. CFC rules may be suitable for the Israeli tax system and 

its specific needs. Moreover, as illustrated by the dissertation, U.S. rules under 

Subpart F do not always achieve justified results. Chapter III also provides a list of 

guidelines for evaluating relevant CFC rules implemented by other countries.  
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Chapter IV of the dissertation narrows the analysis from a general level to a 

specific one. This chapter addresses the question of which elements should trigger the 

application of a CFC regime. Based on the guidelines described in Chapter III, 

Chapter IV discusses different tax systems and examines relevant concepts used by 

other CFC regimes (e.g. U.S, U.K. and Japan). This chapter focuses on two major 

elements of any CFC regime: (i) the ownership test and (ii) the income test. 

 

Chapter V of the dissertation deals with the complex issue of how to define 

“tainted” income. As a general rule, foreign passive income should be taxed on a 

current basis because of its mobility and susceptibility to tax avoidance. By contrast, 

foreign active income should be excluded from current taxation. The major role of 

Chapter V is to discuss possible distinctions between active and passive income, 

essential for defining the term "tainted" income.  

 

 Chapter VI analyzes several anti-avoidance rules that should be adopted to 

ensure that the proposed CFC regime is not being abused.  

 

Chapter VII describes additional operating rules and certain adjustments to 

ensure the effectiveness of the proposed CFC regime. Such operating rules are aimed 

to eliminate double taxation and avoid any other unjustified tax results. 

 

Finally, Chapter VIII concludes and summarizes. This chapter also provides 

specific recommendations regarding the structure of the new Israeli CFC regime. 



 5 

Chapter I:    Is Anti - Deferral a Justified Tax Policy ? 

 
  A basic issue, prior to any discussion regarding the structure of the new Israeli 

CFC regime, is to determine whether an anti-deferral policy is necessary and justified.  

In order to answer this question it is essential to revisit some of the fundamental 

features of the worldwide tax system adopted by both the Israeli and the U.S. tax 

systems. 

 
The first relevant feature is the principle that taxpayers are taxed on a 

worldwide basis. Under this concept, domestic individuals or corporations are subject 

to domestic tax on their worldwide income regardless of the country from which the 

income derives, the country in which the payment is made or the currency in which 

the income is received.3  

 
The second feature is the tax treatment of a corporation as an entity separate 

from its shareholders. This concept is consistent with the general business law of 

“corporate veil”.4 Under U.S. tax law, foreign corporations are taxable only on U.S. 

source income or on certain income that is "effectively connected" with the conduct 

of a trade or business within the United States.5 The application of this principle is, to 

                                                 
3 For explanation of U.S. worldwide taxation, see C. Gustafson, R. Peroni and R. Pugh, Taxation of 

International Transactions, West Group, 3rd  Edition, 30 (2006).  

 
4  See e.g., Moline Properties v. Commissioner, 319 U.S. 436 (1943). 

 
5 See I.R.C §§ 881and 882. Under Israeli tax law, income from sources within the State of Israel is 

subject to Israeli tax; however, the “effectively connected” doctrine does not exist as such under the 

Israeli tax system. 
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the extent a corporation is considered a foreign corporation with no “effectively 

connected” income and no domestic-source income; it would be subject to no 

domestic taxation. 

 

Another relevant feature is the tax treatment of dividends. Under Israeli tax 

law, similar to the U.S. tax system, earnings of a corporation are generally subject to 

taxation at the corporation's level when they are first accrued.6 However, earnings are 

not taxed at the shareholder’s level until the corporation distributes them to its 

shareholders.7 This classical system of two levels of taxation (on the corporation's 

level and on the shareholder's level) allows deferring the second level of taxation until 

actual distribution is made.8 Such tax deferral might be a tool for tax abuse on an 

international level. As long as the foreign income remains safely within the confines 

of the CFC and no deemed distribution device applies, the domestic shareholders are 

not taxed on such income until it is repatriated via direct or indirect distributions of 

dividends.9 

 

  

                                                                                                                                           
   
6 See Section 126 of the Israeli Tax Ordinance compare I.R.C § 61. 

 
7 See Section 125 of the Israeli Tax Ordinance compare I.R.C §§ 316 and 301. 

 
8  An idea for integration and avoiding two levels of taxation was discussed in the past in the U.S. but 

was not adopted. See e.g., U.S. Treas. Dep’t, Integration of the Individual and Corporate Tax Systems, 

Chapter 4 (1992). 

  
9  See Philip F. Postlewaite, International Taxation, Anderson Publishing, 278 (1999). 
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The interaction among these three features creates a continuous tension. 

Although the worldwide principle aims to tax all taxpayers at the same tax rate, the 

specific tax treatment of dividends and the fact that a corporation is considered a 

separate taxpayer may allow a foreign corporation to escape domestic taxation. This 

tension produces recurring opportunities for tax deferral whenever a foreign 

corporation avoids the distribution of foreign earnings to its domestic shareholders.10 

 

A. The Tax Deferral Problem 

    

 
In general, “tax deferral” is the postponement of current taxation on the net 

income or gain economically accrued by a taxpayer.11 In the context of international 

taxation, deferral occurs when domestic taxpayers conduct their business overseas in 

low-tax jurisdictions through foreign corporations. Respecting the tax status of a 

foreign corporation as a separate entity, no domestic tax is imposed on the CFC’s 

foreign-source earnings. In addition, no domestic tax is imposed at the shareholder’s 

level until such foreign earnings are distributed. As a result, earnings of a foreign 

corporation may enjoy “tax deferral” of domestic taxes until such earnings are 

repatriated by distribution to its shareholders.12 Given the time value of money, such 

deferral may produce significant tax savings for domestic taxpayers.  

  
                                                 

10 U.S. Treas. Dep’t, The Deferral of Income Earned Through U.S. Controlled Corporations: A Policy 

Study, page 3, (Dec. 2000) (“Treasury Subpart F Study”). 

 
11 Id. on page ix.  

 
12 See supra note 3, at 399. 
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The tax deferral issue becomes even more significant in the context of the 

Israeli economy. Many Israel-based technology companies export their intangibles all 

over the world in return for significant royalties. Such companies incorporate foreign 

subsidiaries in low-tax jurisdictions to receive the royalties there. Under the territorial 

tax system implemented by Israel prior to the tax reform, such royalties were subject 

to no tax in Israel. In the absence of any tax on exportation of technology, the Israeli 

tax authority made every attempt to prevent this tax planning through the 

“management and control” doctrine, but without great success.13  

 

As a matter of fact, one of the triggers for the reform in the Israeli tax system, 

moving from a territorial tax system to a worldwide tax basis (sometimes referred to 

as a personal basis), was to eliminate such tax planning and to impose the same 

effective tax rates on all Israeli taxpayers, no matter where their income was earned. 

However, such a reform could not be effective when a foreign corporation retains its 

earnings without distributing them to its Israeli shareholders. As mentioned earlier, a 

foreign corporation usually enjoys a tax status separate from its Israeli shareholders; 

therefore, foreign corporations are generally not subject to the Israeli tax system.   

The only way to tax their foreign earnings is through an anti-deferral regime. 

 

                                                 
13 The “Management and Control” doctrine provides that whenever a foreign corporation is managed 

and controlled from Israel, such corporation is treated as a domestic corporation for all tax purposes. 

This doctrine usually includes vague tests such as where the meetings of the board of directors were 

held, where the business decisions were made and where the management is actually located. 
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 The main purpose of enacting an anti-deferral regime is, therefore, to prevent 

the “tax deferral” problem. Stated differently, an anti-deferral regime is intended to 

level the playing field between domestic taxpayers doing business overseas through 

foreign subsidiaries and those doing business through domestic companies, so all 

taxpayers shall be subject to the same effective tax rate. Anti-deferral regime 

eliminates the benefit of tax deferral by taxing retained earnings on a current basis.14 

Although the role of an anti-deferral regime seems obvious, the justifications for its 

existence are quite controversial. The following discussion summarizes the different 

arguments for and against anti-deferral regime.  

 

B. Arguments Supporting Anti-Deferral Regime 
    

 
 1. Anti-Deferral Regime is Consistent with Capital Export Neutrality 

 
 

 Capital export neutrality (CEN) refers to the theory that tax results should be 

the same regardless of whether the investor chooses to invest at home or abroad.15 

Under CEN, all income should be taxed at the same tax rate no matter where it was 

accrued, earned or paid.16 When one investment is made at home and the other in a 

host country and they both earn the same pre-tax rate of return, CEN ensures that 

                                                 
14 Other alternatives such as taxing foreign corporations on certain types of income and charging 

interest on deferred income are discussed below. 

   
15 See Lee A. Shepard, Rethinking Subpart F, Tax Notes, 149 (Jan 2001). 

 
16 Id. 
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such investments shall also yield the same post-tax return.17 Thus, the decision to 

invest at home or in a host country should be determined by pure economic 

considerations and not by any tax incentives. Foreign income under CEN is taxed at 

domestic tax rates. A credit should be given for foreign taxes paid abroad to avoid 

double taxation. 

 

      Countries that have adopted the principle of worldwide taxation together with 

the foreign tax credit mechanism (such as the United States and Israel) have generally 

accepted the CEN standard.18 All domestic taxpayers in these countries normally pay 

the same tax rate on their worldwide income. The foreign tax credit mechanism 

provides that those taxpayers, who already paid foreign taxes at the host country, 

would not have to pay more than the applicable domestic tax rates. Since both CEN 

and anti-deferral are aimed to level the playing field and to impose similar effective 

tax rate on all relevant taxpayers, it is reasonable to say that anti-deferral regime is 

consistent with the CEN concept. 

 

 

 

 

                                                 
17 For more about CEN, see Reuven S. Avi-Yonah, U.S. International Taxation, New York Foundation 

Press, 198 (2002). 

 
18 Pure capital-export neutrality would call for the refunding of any credit for foreign tax to the extent 

the foreign tax exceeds the domestic tax that would otherwise apply. See C. Gustafson, R. Peroni and 

R. Pugh, Taxation of International Taxation, West Group, 3rd Edition, 18 (2006). 
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 2. Anti-Deferral Regime Prevents Tax Haven Abuse 

 

 Tax havens generally provide an inappropriate tax incentive for domestic 

businesses to shift capital to low-tax jurisdictions with no economic reason other than 

obtaining substantial tax benefits. In his message to Congress in 1961, President 

Kennedy proposed to end tax deferral in developed countries and to eliminate tax 

haven deferral in all countries.19 Tax haven deferral is distinguished from tax deferral 

in developed countries by the fact that taxpayers conducting business in developed 

countries were not usually motivated by tax incentives. However, tax haven deferral 

is usually maintained for tax avoidance purposes.20 The type of transactions identified 

by the Kennedy Tax Message as giving rise to tax haven deferral were describes as: 

 

 “artificial arrangements between related corporations that exploit the 

multiplicity of foreign tax systems and international agreements in order to 

reduce sharply or eliminate completely their tax liabilities both at home and 

abroad.”21 

 

                                                 
19 Message from the President of the United States Relative to our Federal Tax System, H.R. Doc. No. 

140, 87th Cong., 1st Sess. 7 (1961) (“President Kennedy Tax Message”). Note that this message was 

introduced to Congress while proposing the enactment of Subpart F. 

 
20 Id. at 6. 

 
21 Id. See also H.R. Rep. No. 1447,87th Cong., 2d Sess. 57 (1962)(“House Report”); S. Rep. No. 1881, 

87th Cong., 2d Sess. 78-79 (1962)(“Senate Report”). Compare with a different description of tax 

havens abuses as: “attempts to avoid U.S. or foreign taxes by the use of artificial corporate devices or 

selection of countries for incorporation for tax rather than business purposes.” See 108 Cong. Rec. 

17750-51 (1962). 
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 A different definition for tax haven is provided by the OECD Harmful Tax 

Competition Report.22 This OECD Report specifies four features of tax havens: (1) no 

or nominal taxation of income; (2) rules that prevent the effective exchange of 

information with foreign tax authorities; (3) a lack of transparency in the operation of 

legislative, legal or administrative provisions; and (4) the absence of a requirement 

for substantial activity.23 Under the OECD Report, in order to be classified as a tax 

haven, a country must meet the first criterion (i.e. no or nominal tax) and one of the 

other three criteria. The OECD Report also deals with the issue of harmful 

preferential tax regimes. Preferential tax regimes can be adopted by countries which 

are not classified as pure tax havens but still have an undesirable effect on fair 

competition.  

 
 
 Whether tax havens are at stake or harmful preferential tax regimes, an anti-

deferral system is aimed to deal with these problems by taxing the foreign income 

accrued in low-tax jurisdictions, so all tax benefits provided by such jurisdictions are 

eliminated.  

 

 

 

 

 

                                                 
22 Organization for Economic Cooperation and Development, Harmful Tax Competition: An Emerging 

Global Issue, (1998) (“OECD Report”). 

 
23 Id. at 22-25. 
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3.         Anti-Deferral Prevents Passive Income from Escaping Taxation 

 

Foreign passive income can easily escape taxation because of its mobility.      

For example, it is much easier to generate foreign income in the forms of interest, 

dividends or royalties than generating foreign active income which normally requires 

business activity and certain operations (e.g. manufacturing, marketing, etc).  

Business activity also involves some level of economic risk. When passive income is 

earned by a foreign corporation, such income might avoid current taxation thanks to 

the separate tax treatment given to foreign corporations. Consequently, domestic 

investors may enjoy the benefit of tax deferral by using CFCs for generating foreign 

passive income in low-tax jurisdictions.24  

 
One role of anti-deferral regimes is to deal with the passive income problem. 

First, anti-deferral regimes should make a distinction between passive and active 

foreign income. Second, anti-deferral regimes should target only the foreign passive 

income and tax it on a current basis. On the other hand, foreign active income should 

generally enjoy tax deferral. 

 

 

                                                 
24 See also the 1962 reports of the House and Senate at supra note 21, where the reasons to tax passive 

income were stated as follows: “…while recognizing the need to maintain active American business 

operations abroad on an equal competitive footing with other operating business in the same foreign 

countries, Congress nevertheless sees no need to maintain deferral of U.S. tax where the investments 

are portfolio types of investments, or where the company is merely passively receiving investment 

income. In such cases there is no competitive problem justifying postponement of tax until the income 

is repatriated”. 
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 4. Anti-Deferral Regime Promotes Equity among Taxpayers 

 

 A fundamental principle of a fair international tax system is equality in the tax 

treatment among similar taxpayers. With respect to individuals, such a concept 

suggests that the same tax treatment shall apply to all domestic individuals, no matter 

where they generated their income. Applied to corporations, this principle should be 

interpreted to mean that the income of any branch or subsidiary of a domestic 

corporation operating overseas should, as far as possible, be subject to the same tax 

rate as the income of any branch or subsidiary operating at home.25  

 

 Tax deferral, however, undermines equity among taxpayers because those 

who operate overseas through foreign corporations and obtain the benefits of tax 

deferral gain a significant tax advantage over those who operate their business 

through domestic companies. In order to promote a fair tax system, which gives 

priority to tax neutrality and imposes the same tax treatment among similar taxpayers, 

it appears that the existence of an anti-deferral regime is necessary.26  

 

 

                                                 
25 This position was expressed in a report prepared by the U.S. Treasury and submitted to the U.S. 

Senate in conjunction with the testimony of Treasury Secretary Douglas Dillon at April 1962 hearings 

before the Senate Finance Committee. See Revenue Act of 1962, Hearing before the Committee of 

Finance on H.R. 10650, 87th Cong., 2d Sess. (Part 1) 103 (“1962 Hearing”). 

 
26  See President Kennedy Tax Message, supra note 19 stating on page 6 as follows: 

“….I believe that reasons of tax equity as well as reasons of economic policy clearly dictate that in 

case of investment in other industrialized countries we should give priority to tax neutrality in the 

choice between investment here and investment abroad.” 
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 5. Anti-Deferral Regime Promotes Economic Efficiency 

 

 Economic efficiency may be achieved only when the allocation of resources is 

made under pure economic considerations and not motivated by tax considerations. 

Thus, the most efficient allocation of capital is achieved when investments are made 

where pre-tax returns are the greatest.27 In fact, because of existing disparities 

between tax rates imposed by different countries, two types of tax neutrality are 

available. One type of tax neutrality is the capital export neutrality (CEN), under 

which a foreign income should be taxed at domestic tax rates and a foreign tax credit 

is granted.28 The second type of neutrality is the capital import neutrality (CIN). 

Under CIN, foreign income should be taxed only at foreign tax rates, allowing the 

domestic corporation to operate under the same tax burden as its foreign 

competitors.29 The exemption approach is compatible with CIN because only the 

country in which the investment is made imposes tax whereas the country of 

residence exempts foreign-source income.30 Capital import neutrality is often called 

competitive neutrality because all competing corporations are subject to the same tax 

burden.31 

  

                                                 
27 Treasury Subpart Study supra note 10, at 16.  
 
28 Id. 
 
29 For more information about CIN see C. Gustafson, R. Peroni and R. Pugh, Taxation of International 

Transactions, West Group, 3rd  Edition, 18 (2006).  
 
30 Id. 

 
31 Id. 
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 From an economic stand point, the U.S. Treasury has concluded that CEN is 

probably the best policy to promote economic efficiency in a system that includes 

taxes on income.32 The Joint Committee Staff was more equivocal and stated that the 

relevant literature on this issue provides no clear direction of whether a worldwide 

system of taxation based on CEN is more economically efficient than the exemption 

system based on CIN.33 However, the U.S. tax system has generally preferred the 

CEN standard over CIN. This approach was expressed by the Treasury in the hearing 

before the Senate Finance Committee in April 1962 while presenting the proposed 

bill of Subpart F as follows: 

 

 ”…. We cannot control foreign tax rates and the fact they can contribute to 

inequities. But we can prevent the American structure from contributing to the 

artificial diversion of funds to low-tax areas, by taxing income of our overseas 

subsidiaries at the same rates as are applicable to income earned at home.”34  

 

 Adopting the CEN concept to promote economic efficiency requires, 

therefore, the application of an anti-deferral regime that taxes the income of foreign 

subsidiaries at the same effective tax rates applicable to a domestic-source income. 

 

                                                 
32 Treasury Subpart F Study, supra note 10 at 53. Compare Staff of Joint Comm. On Tax’n, 102th 

Cong.,1st Sess., Factors Affecting the International Competitiveness of the United States, 5 (1991) 

stating that: “an economic analysis can demonstrate that for any capital import-neutral tax policy there 

is almost always a superior revenue-neutral capital export-neutral policy.” 

 
33 Staff of Joint Comm. On Tax’n, 106th Cong.,1st Sess., Overview of Present-Law Rules and 

Economic Issues in International Taxation, at § IV.D (1999). 

 
34 See the 1962 Hearing before the Senate, supra note 25, Exhibit III, at 173. 



 17 

 C.    Arguments against Anti-Deferral Regime 

 

 1.     Anti-Deferral Undermines the Competitiveness of Domestic Companies 
 

 

The existence of an anti-deferral regime adversely affects the competitiveness 

of domestic corporations operating in the international arena. A domestic-based 

company with a foreign subsidiary overseas has to compete with other foreign 

companies operating in the same market. When a foreign subsidiary of a domestic-

based company is subject to certain anti-deferral rules, it significantly increases its tax 

burden compared to other competitors that may not be subject to taxation under any 

anti-deferral rules. As a result, an anti-deferral regime places foreign subsidiary of a 

domestic corporation at a competitive disadvantage compared to its competitors.   

The magnitude of this disadvantage may be more than 25% cost difference. This 

means that in order to earn the same after-tax rate of return as its competitors, the 

U.S. owned CFC would need to charge 25% more than the competitors.35 The 

legislative history of Subpart F also suggests that Congress was concerned by the 

competitiveness issue. Congress has generally accepted the arguments made during 

the hearings that President Kennedy’s proposal to completely end deferral would 

discourage U.S. businesses from investing abroad and would place U.S.-owned 

businesses at a competitive disadvantage with foreign-owned businesses.36 This was 

                                                 
35 National Foreign Trade Council (NFTC) Foreign Income Project: International Tax Policy for the 

21st Century a Reconsideration of Subpart F, Part I (March 1999) (“NFTC Report”). 
 
36 See Vol. 108 Cong. Rec. 17751 (1962)(remarks of Senator Kerr). Senator Kerr, who was the floor 

manager for the Subpart F bill has stated: “The committee has carefully screened out the House 
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probably one of the reasons for Congress to narrow the original proposal and to tax 

only artificial investments in low-tax jurisdictions rather than all kind of income of 

foreign subsidiaries.37  

 

Competitive disadvantage has also a major impact on domestic exports. When 

domestic corporations realize that their tax burden is higher than their competitors 

they would consider reducing their business operations in such markets. 

Consequently, the volume of domestic export will be substantially reduced. Congress 

was aware of that impact stating that the original proposal of the Kennedy 

administration to completely end deferrals would discourage U.S. companies from 

investing outside the U.S., which was necessary to stimulate U.S. exports.38  

Congress, however, did not intend to endorse the view that foreign subsidiaries of 

U.S. corporations would be able to reduce their tax burden by any means, including 

shifting income from high-tax jurisdictions to low-tax ones. Indeed, both the House 

and the Senate in their 1962 reports stated that although deferral is generally 

necessary to maintain the competitiveness of active U.S. businesses, earning passive 

                                                                                                                                           
provisions those features which would have interfered with legitimate foreign operations of American 

controlled corporations.” 
 
37 See Vol. 108 Cong. Rec. 17752 (1962). Senator Kerr explained as follows: 

   “ ….The President asked us to impose U.S. tax on the profits of all foreign subsidiaries of U.S. 

companies. Neither we nor the other body felt that this was necessary in order to achieve the 

President’s major purposes. I am convinced that under this bill we do accomplish those major 

purpose….[i]t will stop the drain on our investment which is artificially induced by the low tax rates 

it is possible to obtain through the use of tax havens subsidiaries.” 

 
38 See supra note 36. 
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income did not give rise to such need for deferral.39 Furthermore, the legislative 

history indicates that Congress did not believe competitiveness concerns compelled it 

to permit deferral regarding CFC’s operations in low-tax jurisdictions.40 

 

As appears from the above, an anti-deferral regime should target arrangements 

that create tax incentives for capital to move to low-tax jurisdictions, but at the same 

time should avoid unduly harming the competitiveness of domestic corporations 

operating abroad.41  

 

2.   Anti-Deferral Imposes Discriminatory Tax Treatment of Retained Earnings 

 
Another argument against the existence of anti-deferral is that such a regime 

imposes discriminatory tax treatment between domestic and foreign retained earnings. 

Under this argument, when earnings are earned by a domestic corporation they are 

taxed at the company's level when they are first accrued. However, no tax is imposed 

at the shareholders’ level until such earnings are distributed. If the shareholder is a 

corporation, a second level of deferral is available because dividends received by 

corporations can often enjoy significant deductions.42 

                                                 
39 See House and Senate Reports supra note 21. 

 
40 See President Kennedy Tax Message; supra note 19, at 7. 

 
41 For the balance between tax neutrality and the need to keep domestic companies competitive see the 

NFTC Report supra note 35, at 15. 

 
42 Under I.R.C § 243 a dividend received by a U.S. corporation is subject to certain deductions equal 

to 70% and even 100% under certain circumstances. Under Israeli law a dividend received by a 



 20 

By contrast, when a foreign subsidiary of domestic shareholders generates 

foreign income and pays foreign taxes, an additional tax burden applies to the 

retained earnings under the relevant anti-deferral rules.43 If a domestic company and a 

foreign subsidiary have generated the same amount of income, and such income was 

not distributed to their shareholders, the foreign subsidiary shall end up with a higher 

tax burden due to the anti-deferral rules. In other words, anti-deferral rules not only 

undermine the competitiveness of a CFC compared to its competitors, but they also 

impose a discriminatory tax treatment on the CFC's retained earnings, as opposed to  

the retained earnings of a domestic company. A possible response to this argument is 

that not all of the CFC’s retained earnings should be taxed by the anti-deferral rules, 

but only those earnings which are suspected to involve a tax avoidance motivation. 

  

 3.    Anti-Deferral Neither Achieves Economic Efficiency nor Tax Neutrality 

 
 Another argument against anti-deferral regime is that neither efficient 

allocation of resources nor tax neutrality may be achieved because not all countries 

follow the same tax rules. The theoretical economic benefit of maximizing resource 

allocations by removing tax considerations as a factor in investment decisions can be 

realized only if all major trading countries follow the similar tax rules.44 As a matter 

                                                                                                                                           
corporation is generally tax-free, except for a dividend received from a foreign corporation which is 

subject to 25% tax.  
 
43 When foreign taxes are paid by a foreign corporation, a foreign tax credit (FTC) may be available for 

the domestic shareholders. Such mechanism of FTC is also available under the Israeli tax system. The 

application of FTC and the interaction with the CFC rules are discussed infra in Chapter VII.   

  
44 See NFTC Report supra note 35, at 9. 
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of fact, each country has different anti-deferral rules, so there are still plenty of tax 

incentives to shift income to low-tax jurisdictions. One of the main arguments, 

included in the NFTC report, to substantially narrow Subpart F is based on the fact 

that other developed countries have adopted CFC rules that are less stringent than 

those of the United States. As a result, U.S.-based multinational companies are 

subject to a higher tax burden compared to their competitors, who may enjoy more 

relaxed anti-deferral rules.45 

   

 One possible solution for this problem, as suggested by the NFTC report, is to 

allow tax deferral and to shift the balance toward competitiveness away from CEN.46 

Another solution may be to convince the OECD allies to further limit deferral as a 

way of countering harmful tax competition and applying similar anti-deferral rules.47 

However, it seems that anti-deferral rules in one country should conform to 

international norms respected by other countries. Only if no disparity shall be 

available, tax neutrality and economic efficiency may be achieved.  

 

 

                                                                                                                                           
 
45 Id. at 6-1 to 6-9. The NFTC Report provides three specific case studies in which the application of 

Subpart F to U.S.-based multinational companies makes it difficult for them to successfully compete 

against foreign-based multinational entities that are not subject to the same anti-deferral rules. 

 
46 Id. at 15. 

 
47 Reuven S. Avi -Yonah, Tax Competition and Multinational Competitiveness: The New Balance of  

Subpart F – Review of the NFTC foreign Income Project, 1586, Tax Notes International, (Apr. 1999).  
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D. Conclusion regarding the Need of Anti-Deferral Regime 

 

 

In sum, the main role of an anti-deferral regime is to deal with the “tax 

deferral” problem. This problem is a by-product of the continuous tension between 

the worldwide taxation principle and the separate tax status of foreign corporations. 

An anti-deferral regime aims to tax certain kinds of “tainted” income in order to level 

the playing field among all relevant taxpayers. 

 
 
The justifications of enacting an anti-deferral regime include: (i) consistency 

with the capital export neutrality; (ii) preventing the use of tax havens; (iii) 

preventing passive income from escaping taxation; (iv) promoting equity among 

relevant taxpayers; and (v) promoting efficient allocation of economic resources.  

 
The arguments against an anti-deferral regime are: (i) it adversely affects the 

competitiveness of domestic corporations; (ii) it presents discriminatory tax treatment 

of retained earnings; and (iii) it neither achieves economic efficiency nor neutrality.  

 
It appears that most of the arguments against anti-deferral may be eliminated, 

to the extent that a proper balance would be achieved between anti-deferral concerns 

and competitiveness. One element of such balance is taxing only “tainted” income, 

which is motivated by tax avoidance. Another element of the balance between CEN 

and competitiveness is to follow international standards used by other trading 

partners. Following such international standards regarding anti-deferral rules 

minimizes the disparities among different tax systems. 
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Chapter II:  Which Anti-Deferral Method should Apply ?  

 
 Chapter I concludes that anti-deferral is a necessary and justified tax policy. 

However, it is essential to find the proper balance between capital export neutrality on 

one side, and the need for competitiveness on the other. The next question to be asked 

at this point is, among all possible methods, which method should be adopted by the 

Israeli tax law to deal with tax deferral. The following discussion includes the 

advantages and disadvantages of each potential method.   

 

A. Methods to Deal with Tax Deferral  

 

1. Full Inclusion Method 

 
 The full inclusion method operates in a manner that the entire foreign net 

income of the CFC, and not just certain “tainted” income, would be taxed as part of 

the gross income of the CFC’s shareholders.48 Under this method, the CFC is treated 

as a separate entity and the net income is determined at the CFC level. As the entire 

income is taxed, there is no need to distinguish between “tainted” and “un-tainted” 

income. The full inclusion method would completely repeal tax deferral because it 

taxes the entire income. Consequently, it would be the most effective method to 

promote equity and economic efficiency.49   

                                                 
48 See Treasury Subpart F Study, supra note 10 at 88. 

 
49 Id. at 90. 
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 On the other hand, as to the policy objective of conforming to international 

standards, very few countries (if any), have completely eliminated tax deferral.50 

Adopting the full inclusion method would be viewed as inconsistent with most of the 

major trading countries. Moreover, this method would cause the greatest harm to the 

competitiveness of foreign subsidiaries operating overseas because not only their 

“tainted” income is taxed but also their genuine business income. 

 

2. The Branch Method 

 

The branch method treats a CFC as if it were a branch or transparent entity, so 

all of its income and loss would flow through to its shareholders.51 According to the 

proposal of Shay, Fleming and Peroni, tax deferral would be ended by treating each 

domestic person, who owns shares in any foreign corporation (controlled or 

otherwise), as directly earning a pro rata share of the company's income and expense. 

The foreign corporation under this method would not be treated as a separate taxable 

entity but as a disregarded entity or a partnership.52 Unlike the full inclusion method 

that preserves two levels of taxation (at the CFC level and at the shareholders level); 

the branch method allocates all the income and loss to the CFC’s shareholders. 

                                                 
50 Id. 

 
51 See the proposal of S. Shay, J. Fleming and R. Peroni who advocate for repeal of deferral and its 

replacement with a pass through system of taxing foreign income at Tax Notes (Feb 7, 2000), at 837. 

(“Shay, Fleming and Peroni Proposal”). 

 
52 When the CFC is owned by a single shareholder it will be treated as a disregarded entity and 

whenever it is owned by multiple shareholders it is treated as a partnership. 
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Similar to the full inclusion method, the branch method would completely 

repeal tax deferral since all of the income and loss flow through to the shareholders, 

who are being taxed under the regular rules of worldwide taxation. 

  

Although at first glance the branch method seems simple and administrable, 

there are several major problems involved in it. First, by treating a CFC as a pass 

through entity, the branch method may trigger a complex application of various 

partnership taxation rules.53 For example, the “substantial economic effect test” under 

U.S. Subchapter K would apply to all allocations of income, gain, losses and 

deductions among all the CFC’s relevant shareholders.54 In case there are multiple 

classes of stock with differing voting rights, dividend rights, and liquidation 

preferences, it may be very difficult for the shareholders, as a practical matter, to 

determine the relevant economic interest in the foreign corporation. Another complex 

issue related to partnership taxation is basis adjustments.55 To prevent double taxation 

when a foreign corporation distributes earnings to domestic shareholders or when 

domestic shareholders sell their corporation's stock, certain basis adjustments should 

apply. Thus, for example, items of income that flow through to domestic shareholders 

would increase the basis of the shareholders' stock in the foreign corporation. 

                                                 
53 When there are at least two shareholders, it may be viewed as a partnership and therefore will trigger 

the complex rules of partnership taxation under subchapter K of the I.R.C. 

 
54 Under I.R.C §704(b) allocation of a partnership’s tax item among its partners needs to be done under 

a “substantial economic effect” test. Treas. Reg. 1.704-1(b) provides the basic components of this test. 

For more about the application of partnership taxation in the context of the branch method, see also 

Lee A. Sheppard, Rethinking Subpart F, Tax Notes, 152, Jan 2001. 

 
55 Shay, Fleming and Peroni Proposal, supra note 51, at 11. 
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Deductions or losses flowing through to domestic shareholders would reduce their 

stock basis. Distributions to domestic shareholders would also reduce their basis in 

the corporation's stock. Any losses flowing through from a foreign corporation to a 

domestic person owning stock in the corporation would be limited to the basis of the 

domestic shareholder in the corporation's stock.56  

 

Another deficiency of this method is that treating a CFC as a branch may 

result in other consequences regarding tax treaties because branches are sometimes 

entitled to certain benefits under tax treaties.57 Arguably a CFC taxed under the 

branch method should also be entitled to such benefits to avoid double taxation. This 

may require re-negotiations of existing tax treaties.    

 

Finally, similar to the full inclusion method, the branch method completely 

repeals deferral. Ending all kinds of deferral undermines the competitiveness of 

domestic-based multinationals. It may also be viewed as inconsistent with 

international standards. Countries, to the extent possible, should adopt broad tax 

policies that harmonize with the tax policies generally in use internationally in order 

avoid double taxation or non-taxation. In this context, common international 

standards usually allow a certain degree of tax-deferral. 58 

                                                 
56 This loss limitation rule should be analogous to I.R.C §704(d) limit on the deduction of partnership 

losses and I.R.C §1366(d)(1)(A) limit on the deduction of losses of S corporations. 

 
57 For more about CFC rules and tax treaties, see D. Sandler, Tax Treaties and Controlled Foreign 

Company Legislation, Pushing the Boundaries, 2nd Edition (1998).  

 
58 See Treasury Subpart Study supra note 10, at 85. 
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3. Domestic Corporation Method 

 
 

The domestic corporation method would treat a CFC as if it were a domestic 

corporation for all tax purposes. Accordingly, the CFC itself and not its domestic 

shareholders, is taxed on a worldwide basis.59 The consequence of this method is that 

tax deferral is completely eliminated because the CFC is taxed similarly to any other 

domestic corporation. A version of this method was proposed once in the U.S. in 

1992 but Congress eventually did not adopt it.60 

 
The domestic corporation method might trigger several complex issues. One 

issue refers to the classification of an entity as foreign or domestic.61 Such 

classification is important, inter alia, for the purpose of determining tax benefits and 

liabilities under the existing tax treaties.62 Hence, adopting this method might require 

re-negotiation of all tax treaties.63  

                                                 
59 This arrangement is currently available for certain CFC insurance companies that made the required 

election under I.R.C § 953(d). 

 
60 See Foreign Income Tax Rationalization and Simplification Act of 1992, H.R. 5270, 102d Cong., 2d 

Sess. 202. 

 
61 The issue of classification may be also relevant for the purpose of dual consolidate loss under I.R.C 

§1503(d). 

   
62 See e.g., Article 11 of the U.S. Model Income Tax Convention (Sep. 1996), which provides that 

interest arising in a Contracting State and beneficially owned by a resident of the other Contracting 

State may be taxed only in that other State. In case a CFC receives the interest, the classification of this 

CFC as domestic or foreign would determine according to where taxes should be paid on this interest. 

See also Article 10 of the U.S. Model Income Tax Convention (Sep. 1996), which deals with dividend 

payments but generally applies a similar rule. 

 
63 See Treasury Subpart Study supra note 10, at 89.   
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Another relevant issue in the international context relates to transfer pricing. 

Assume a multi-national company is based in country A and owns a CFC subsidiary 

in Country B. According to the domestic company method, Country A treats its CFC 

as a domestic corporation for all tax purposes. As a result, no transfer pricing issues 

should be involved from the stand point of country A. However, Country B shall not 

accept such classification and would treat the CFC as subject to taxation in country B. 

Country B would be concerned by the possibility of shifting income from country B 

to country A that might reduce the taxable income of the CFC in country B.64 

Consequently, country B would apply its transfer pricing rules to the income of the 

CFC.  

 

As for domestic level, the domestic corporation method is also not free of 

difficulties. One relevant question is whether the foreign CFC should be allowed to 

consolidate its returns with its domestic affiliates.65 Another issue refers to the event 

when the CFC is becoming “domestic”. This might trigger tax consequences, such as 

whether a recapture of earnings, gains or losses should be recognized when the CFC 

is becoming “domestic”.66  

 

 

                                                 
64 In case of losses, the concern of country B would be shifting of losses from country A to country B 

that would reduce the tax liability of the CFC at country B. 

  
65 See Treasury Subpart Study supra note 10, at 89. See also Lee A. Sheppard, Rethinking Subpart F, 

Tax Notes, 152 (Jan 2001). 
 
66 Id. 
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4. Constructive Dividend of “Tainted” Income 

 
 The common method used by most anti-deferral regimes is to treat the 

“tainted” income of a CFC as a constructive (or deemed) dividend received by certain 

shareholders of the CFC.67 Under this method, certain shareholders have to include in 

their gross income the undistributed “tainted” earnings as if they were actually 

distributed to them. This method was adopted by the U.S. tax law and by most of the 

major developed countries.68 

 
  Unlike all other methods mentioned above, the constructive dividend method 

does not completely repeal deferral. It allows a certain degree of deferral depending 

upon the relevant definitions of “tainted” income. In light of the general view that an 

anti-deferral regime should find the proper balance between tax neutrality and 

competitiveness, it seems that the constructive dividend method provides better tools 

in finding such balance. The “fine tuning” of this balance could be achieved through 

the way “tainted” income is defined. Broad definitions and tighter anti-deferral rules 

would increase the amount of taxable “tainted” income and would shift in the balance 

toward tax neutrality. 

                                                 
67 Some countries use different terms analogous to shareholders. See e.g., the U.K. Income and 

Corporation Taxes Act (1988)(“ICTA”) uses the term “participators” instead of “shareholders”. The 

definition of “participator” under the U.K. CFC regime is much broader to encompass not only person 

who owns voting power or stock value in the company but also person who is a loan creditor of the 

company or a person who is entitled to participate in distribution of the company. See ICTA § 417. 
 
68 See e.g., I.R.C § 951(a)(1)(A).  
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 On the other hand, narrow definitions of “tainted” income and more relaxed 

anti-deferral rules would allow a greater degree of deferral, which would shift in the 

balance toward competitiveness.69 

 

 Another advantage of the constructive dividend method is that the domestic 

shareholders, rather than the CFC itself, are the ones to bear the tax liability. The 

status of the CFC as a separate foreign entity is thus respected. Taxing only the 

“tainted” income reflects the intention to target only the income that is motivated by 

tax avoidance whereas all other income is not subject to current taxation. 

 

 The Treasury Subpart F study suggests several variations for the basic 

constructive dividend model. One variation is a combination of the constructive 

dividend method and the full inclusion method.70 This combination would require 

domestic shareholders to include all of the net income of the CFC in their gross 

income as a deemed dividend. The portion of the deemed distribution that was 

attributable to the active foreign income of the CFC would be subject to a lower rate 

of domestic tax.71 This alternative would enhance equity among domestic taxpayers. 

                                                 
69 For more about the balance between tax neutrality and competitiveness see Treasury Notice 98-11, 

1998-6 I.R.B. 18 (January 16, 1998) stating that: “…U.S. international tax policy seeks to balance the 

objective of neutrality of taxation as between domestic and foreign business enterprises (seeking 

neither to encourage nor to discourage one over the other), with the need to keep U.S. business 

competitive. Subpart F strongly reflects and enforces that balance.” 

 
70 See Treasury Subpart F Study supra note 10, at 91. 

 
71 Id. Taxing the active foreign income of the CFC at lower tax rates can be achieved by various ways 

such as applying certain low tax rates to active foreign income and granting foreign tax credit; or 

imposing even lower tax rates on such foreign income without granting foreign tax credits. The latter, 
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The extent that it would enhance equity would depend on the rate of tax imposed on 

active foreign income. Since only the active foreign income is taxed at lower tax 

rates, a proper distinction between active and passive income is required. 

 Another variation mentioned by the Treasury Subpart F study is to apply the 

constructive dividend method but to add an “effective tax rate” test.72 A possible test 

can be the test used by the Treasury Regulations under I.R.C §954(b)(4). According 

to this test, effective tax rates are determined by the ratio of U.S. dollar amount of 

foreign taxes (paid or accrued) on an item of income, divided by the U.S. dollar 

amount of such item of income.73 Once the threshold of tax rate is determined, any 

foreign income that was subject to a lower tax rate shall be re-taxed. This can be done 

through full inclusion or through equalization payments. 

 To illustrate, assume the threshold of the effective tax rate is 30% and the 

relevant foreign income of the CFC was subject to a 10% tax. Either all of the foreign 

income shall be treated as a deemed dividend and a foreign tax credit shall be granted 

or an equalization payment of 20% would be imposed. Similar to the previous 

variation, the extent to which this method would enhance equity among domestic 

taxpayers would depend on the level that the effective tax rate was set.74 

                                                                                                                                           
however, could be viewed as inconsistent with international standards and might require re-negotiation 

of existing tax treaties. 

 
72 Treasury Subpart F Study supra note 10, at 92. This option also suggests ending foreign-to-foreign 

related parties rules.  

 
73 Treas. Reg. § 1.954-1(d) (2). 
  
74 Treasury Subpart F Study supra note 10, at 93. 
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 Another way to apply the deemed dividend method was proposed by Stuart 

Leblang.75 Under the Leblang proposal, much of the subpart F rules regarding active 

foreign income of a CFC can be repealed and instead a minimum deemed distribution 

scheme should be imposed on the CFC’s active foreign earnings. For the purposes of 

this proposal, active foreign income subject to the minimum distribution scheme 

would include income derived from any activity of a CFC that, under current law, 

would be treated as non-subpart F income.76  

 Designed as a compromise to satisfy complaining large corporations, it would 

call for automatic treatment of only a portion of foreign active income as subpart F 

income (i.e. a deemed dividend in essence) in exchange for freedom to reduce foreign 

taxes and some limits on foreign tax credits.77 

 In effect, Leblang's proposal creates a new category of Subpart F income for 

the portion of foreign active income deemed distributed.78 The minimum distribution 

rule in the proposal would function as an alternative limit on deferral that would 

apply on a general basis to all active income of a CFC. It would require that a 

specified percentage of such income of a CFC be treated as subpart F income.79  

                                                                                                                                           
 
75 Stuart Leblang, Deferred Gratification: A More Rational Approach for Taxing Multinationals, Tax 

Notes, 1413 (Dec. 1998)(“Leblang Proposal”). 

 
76 Id. 

 
77 Lee A. Sheppard, Rethinking Subpart F, Tax Notes, 154 (Jan 2001). 

78 Id. Another way to look at the Leblang proposal is that it proposes a new and simpler version of 

former I.R.C §963.  
 
79 Leblang Proposal supra note 75.   
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 For example, if the minimum distribution percentage is 15%, a CFC with 

$100 of active earnings would be required to treat $15 as additional subpart F income. 

In return, the CFC shall have more freedom to reduce foreign taxes. A minimum 

distribution scheme is not without precedent. The 1962 Revenue Act included an 

extremely complex minimum distribution scheme that functioned as an alternative to 

Subpart F rules before its repeal in 1976.80 The minimum distribution regime in the 

Leblang proposal intends to incorporate a flat minimum distribution percentage to 

maintain a significant degree of deferral benefits for multinational companies. 

 
 The Leblang proposal, however, is not so simple. If the minimum deemed 

distribution would be calculated on a per-corporation basis, rather than on a foreign 

consolidated basis, taxpayers would not selectively repatriate income solely from 

high-tax jurisdictions. Even Leblang cautions that his proposal would have to be 

accompanied by limitations on cross-crediting and perhaps new transfer pricing rules 

to ensure that there will be no revenue loss.81 Further, Leblang also admits there 

would be a problem of nominally high-tax jurisdictions that operate as de facto tax 

havens according to how much income-shifting their laws would permit. Finally, he 

reports that company managers who were shown the minimum distribution proposal 

were concerned that once it was in place, Congress would raise the level of the 

minimum deemed distribution.  

                                                 
80 See former § 963, repealed by the Tax Reduction Act of 1975 (Pub. L. No. 94-12, section 602(a), 89 

Stat. 26, (1975)). 

 
81 Leblang Proposal supra note 75.  
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           B.    Conclusion regarding the Proposed Method to deal with Tax Deferral  

 

As stated earlier, the traditional role of an anti-deferral regime is to balance 

between capital export neutrality and the need for competitiveness. Finding such 

balance may be achieved by various methods. Methods such as the full inclusion, the 

branch method and the domestic corporation method, would completely repeal tax 

deferral. Although such repeal would probably have the biggest impact on equity and 

economic efficiency, it might be considered as inconsistent with international 

standards, due to the fact that none of the developed countries has completely 

eliminated tax deferral. Furthermore, ending any kind of tax deferral would cause 

undue harm to the competitiveness of domestic-based multinationals operating 

overseas while their competitors would enjoy a certain degree of tax deferral. 

 
Based on the analysis in this chapter, it appears that the constructive dividend 

method is more effective in finding the desirable balance between neutrality and 

competitiveness. This method does not completely eliminate tax deferral as it targets 

only the “tainted” income. The degree of deferral allowed by this method depends 

upon the manner “tainted” income is defined. Using broad terms to define “tainted” 

income would encompass a greater amount of taxable income and would promote 

neutrality. On the other hand, defining “tainted” income by narrow terms would allow 

a greater degree of deferral, which would improve the competitiveness of domestic-

based companies. 
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The constructive dividend method has some other advantages. First, it is used 

by most developed countries; therefore, it is consistent with international standards.  

 

 Second, the domestic shareholders are the ones to be taxed and not the CFC.  

Accordingly, the tax status of the CFC as a separate foreign entity is respected so all 

the existing tax treaties may remain in place and no re-negotiations are needed. 

 

Finally, using the constructive dividend method enables the distinguishing 

between the CFC’s active income and its passive income. Passive income of a CFC is 

more likely to be motivated by tax avoidance, thus, should be subject to current 

taxation. In contrast, genuine active income generated by a CFC should not be subject 

to taxation in order to allow the CFC to compete in the international arena. 

    

 Once the model of constructive dividend is adopted, several variations are 

available. The basic constructive dividend method can be either be combined with 

any other method or special rules can apply to the deemed dividend component. The 

Israeli legislator would have to identify the special needs of the Israeli system, and 

then determine which application of the constructive dividend method would better 

fulfill such needs. The major goal of the next chapter of this dissertation is to identify 

the specific needs of the state of Israel. The dissertation would further examine 

various CFC regimes in order to determine which combination would better satisfy 

the Israeli needs.  
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         Chapter III:  Comparative Research – Criteria and Guidelines  

 
Chapter II concludes that the constructive dividend method is generally the 

preferable way of dealing with tax-deferral without, however, describing how this 

method should be specifically implemented as part of the new Israeli CFC tax regime. 

As a general rule, a thorough analysis of needs and means should be conducted prior 

to any new tax reform.82 The role of chapter III is, therefore, to identify the specific 

characteristics and needs of the Israeli tax system and to provide general guidelines 

regarding the required comparative research. Further, this chapter lists criteria for 

evaluating relevant concepts from other CFC regimes before they can be transplanted 

into the Israeli tax system.  

 

A.       Comparative Research – Overview 

 

 

Comparative law refers to the study of basic structures, country differences 

and the influence of systems on each other.83 One role of comparative law is to 

suggest how a specific problem in a given country can be appropriately solved based 

on other countries' experience. As far as tax reforms are concerned, a comparative 

study can describe the tax rules that apply in different countries in a subject area, and 

analyze whether they represent appropriate tax policy. However, rules applicable in 

                                                 
82 Analysis of needs and means refers to the ingredients of the legal and economic systems that are 

being revised. Such analysis is essential to ensure that the proposed reform would achieve its goals and 

would be administratively enforceable.  

  
83 Victor Thuronyi, Comparative Tax Law, Kluer Law International (2003), at 3. (“Comparative Tax 

Law”). 
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one country are not necessarily suitable to another. Scholars conducting comparative 

research need to determine not only which rules represent a suitable policy, but also 

whether these rules can fit the legal system of the borrowing country.  

        

In the context of CFC rules, a comparative approach can identify underlying 

patterns of CFC regimes and analyze how different rules function in different 

countries to deal with problems related to tax-deferral. Although the scope and nature 

of such problems may be similar, the solutions provided by each country may vary 

based on their social and economic circumstances.  

 

The purpose of the comparative approach of this dissertation is to search for 

existing concepts adopted by CFC regimes of other countries, with a view to directing 

the Israeli legislator as to which rules should be implemented without "reinventing 

the wheel". However, transplanting rules from other systems into the Israeli system is 

not an easy task at all; therefore, the countries that would be part of the comparative 

research should be carefully chosen. For this purpose, analysis of the circumstances 

of the relevant countries is essential.84 It is more likely that transplanting legal 

concepts from one country to another would be more successful if the social and 

economic structures of those two countries are alike.85  

  

                                                 
84 See infra discussion regarding “circumstances analysis” which includes the political, social, 

economic and legal circumstances in a given country. 

  
85 When the social and economic circumstances of two countries are totally different (e.g., a 

democratic and capitalist country like the U.S. v. a dictatorship and socialist country like North Korea) 

the chances of borrowing legal concepts successfully from one system to another significantly reduces.  
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The starting point of the “circumstances analysis” is examining the 

circumstances of the borrowing country (i.e. the state of Israel). Once the 

characteristics of the Israeli system are identified, it would be easier to search for 

other countries whose legal system resembles the Israeli system.86 

 

B. The Characteristics of the Israeli System 

 

 

The discussion about the Israeli system is divided into five different levels:  

(a) the characteristics of the Israeli political structure; (b) the Israeli society as a 

liberal and modern society; (c) the unique features of the Israeli economy; (d) the 

principles of the Israeli tax system which is constantly moving toward the U.S. tax 

system87; and (e) the Israeli concern regarding tax deferral.  

 

1. The Political Structure of Israel 

 

As a democratic country in the Middle East region, the state of Israel has 

adopted the separation of powers model. The prime minister heads the executive 

branch along with the government. The Supreme Court ensures that all actions are 

taken by law. Although Israel has no written constitution, certain constitutional 

                                                 
86 In order for Israel to borrow legal concepts from a certain country, its characteristics do not have to 

be similar to the state of Israel in all aspects; however, a certain degree of similarity is important for a 

successful transplantation. For more about this argument, see infra discussion in Paragraph C of this 

chapter. 

    
87 For example, the 2003 tax reform in Israel, under which tax is imposed on a worldwide basis rather 

than on a territorial basis, was highly influenced by the U.S. international tax system.  
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statutes are served and treated by the Supreme Court as the basis of an unwritten 

constitution.88  

 

 Legislative power is vested in the hands of the Parliament (the Knesset). The 

Knesset's 120 members are elected by secret ballot to 4-year terms. Voting is carried 

out using the highest average method of party-list proportional representation. 

Elections are closed list; that is, voters vote only for party lists and cannot affect the 

order of candidates within the lists. There are no separate electoral districts; all voters 

vote on the same party lists. Suffrage is universal among Israeli citizens aged 18 years 

or older, but voting is optional.89 

 

Polling locations are open throughout Israel; absentee ballots are limited to 

diplomatic staff and the merchant marine. While each party obtains one seat for one 

for 120 votes, there is a minimum threshold (currently 2%) for parties to obtain their 

first seat in an election. This electoral system makes it very difficult for any party to 

gain a working majority in the Knesset and thus the government is generally formed 

on the basis of a coalition. 90 Certain decisions and legislation may require special 

majority in the Parliament.  

 

                                                 
88 See e.g., the Basic Law of Human's Freedom and Dignity (1992). The provisions of this law protect 

several basic rights such as due process, protection of life and dignity, protection of private domain etc.   

 
89 Israeli Basic Law of the Knesset (1958). 

 
90 In the Israeli Parliament there are currently more than 10 different political parties that represent 

various sectors of the Israeli society (e.g. left wing, right wing, central party, ultra orthodox, seculars, 

settlers, Russian, Arab Israelis, pensioners, etc.) The differences among these political parties are 

sometimes not bridgeable.   

 

http://en.wikipedia.org/wiki/Legislative_power
http://en.wikipedia.org/wiki/Knesset
http://en.wikipedia.org/wiki/Secret_ballot
http://en.wikipedia.org/wiki/Highest_averages_method
http://en.wikipedia.org/wiki/Party-list_proportional_representation
http://en.wikipedia.org/wiki/Closed_list
http://en.wikipedia.org/wiki/Suffrage
http://en.wikipedia.org/wiki/Israel
http://en.wikipedia.org/wiki/Merchant_marine
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 Although there are generally two classic political views in Israel (i.e., right 

wing and left wing), the unique political structure in Israel often creates a situation 

under which minor political parties serve as a balance pivot for coalition purposes.  

As a result, these minor parties sometimes have the ability to extort the major parties 

and to achieve economic and political benefits far beyond their actual electoral 

power.  

 

2. The Israeli Society 

 

 Israel is a country of immigrants. Since its establishment in 1948, immigrants 

from all over the world have come to live in Israel. As a result, the Israeli society is 

very pluralist. Such pluralism is highly reflected within the Israeli Parliament. Several 

groups of the Israeli society are religious.91  

 

 A common belief of most religious people in Israel is that no separation 

between religion and state should take place. Consequently, issues like civil marriage, 

gay marriage and any other issues that might contradict the Jewish religion are highly 

controversial.92 Another area of dispute between secular and religious people in Israel 

refers to service in the army of the ultra-orthodox people. While most Israeli young 

men and women are required to serve in the army, the ultra-orthodox people enjoy a 

                                                 
91 The range of religious groups in Israel is wide starting with the religious Zionists, religious 

Sephardic, religious Ashkenazi, ultra-orthodox etc. 

 
92 One of the reasons that Israel has never adopted a written constitution is that no consensus could be 

reached with the religious parties in the Parliament.  
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historical exemption from joining the army. Such an exemption is the reason for 

many debates and even parliamentary committees that were required to search for 

possible solutions.   

       

  Another important sector of the Israeli society includes the Arab Israelis. They 

are Israeli citizens; however, many of them identify themselves as Palestinian by 

nationality. Most Arab Israelis hold ties, including family ties, to Palestinians in the 

West Bank, Gaza Strip and Jordan. Scholars refer to the Arab Israelis’ dilemma as an 

identity crisis. On one hand, Arab Israelis see themselves as Israeli citizens for all 

purposes and would like to enjoy all benefits that the state of Israel has to offer to its 

citizens. On the other hand, some of them feel sympathy for the Palestinians and 

sometimes even express opinions that may be viewed as inconsistent with the best 

interests of Israel.93 Although Arab Israelis have representation in the Israeli 

Parliament, they are rarely part of the coalition.             

 

 The main issue that historically concerns the Israeli society is national 

security. The ongoing events in the Middle East often force the Israeli government to 

deal with very complex decisions. Other than security issues, many people believe 

that one of the major problems in Israel to date, is the growing gap between rich and 

poor people. This issue also played an important role during the 2006 election. 

 

                                                 
93 Minor groups of Arab Israelis have also cooperated in the past with terrorists by assisting them 

delivering terror attacks inside crowded Israeli cities.        

http://en.wikipedia.org/wiki/Palestinian_people
http://en.wikipedia.org/wiki/Nationality
http://en.wikipedia.org/wiki/West_Bank
http://en.wikipedia.org/wiki/Gaza_Strip
http://en.wikipedia.org/wiki/Jordan
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Despite its large diversity, Israeli society is highly influenced by the western 

culture. English is widely spoken and the use of internet and other technologies is 

very common. Israeli culture highly encourages entrepreneurship. The government 

has even established certain programs to encourage young founders to bring their 

innovative ideas into a business plan. In fact, some of the most successful technology 

companies grew up in one of these governmental programs. 

 

3. The Israeli Economy  

 

Israel has generally adopted the concept of free market, which is open to 

competition. Israeli individuals and companies are free to invest outside of Israel, and 

foreign investors are strongly encouraged to invest in the Israeli economy.     

Although the gross national product of Israel per-person is relatively high, a major 

part of the government budget is spent on security needs due to the constant threat on 

Israel by many of its neighboring countries in the region.94 

 

In the years of 2001-2003 Israel's economy was in a recession, mainly due to 

cruel acts of terror causing a serious decline in incoming tourism and foreign 

investments. From 2004 onwards, Israel's economy showed an amazing recovery. The 

annual GDP growth for the years of 2004-2006 was above 5% per year. Inflation 

rates in these years were below 2.1%. According to a recent report by the 

                                                 
94 In 2006, more than 17% of the government budget (which is 8% of the gross national product) was 

spent on security needs. Such expense per person is among the highest in the world. For the sake of 

comparison, in the U.S. and U.K. less than 3% of the gross national product is spent on national 

security. 
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International Monetary Fund (IMF) Israel's economy in 2007 was described as having 

an "exceptional performance".95 The GDP per capital in Israel in 2007 was $28,800 

(world average in 2007 was $10,000).96 

 

The Israeli economy focuses on the export of technology. Specifically, the 

high-tech industry is one of the most important and profitable industries in Israel.   

For the last few years it was the biggest revenue maker for the Israeli Treasury. The 

Israeli government sometimes supports and encourages start-up companies. 

Consequently, a wide variety of Israeli companies with new ideas and advanced 

technologies sell their products in different fields such as software, internet, 

telecommunication, bio-tech and medical devices. In 1998, Tel Aviv was named by 

Newsweek as one of the ten most technologically influential cities in the world. Israel 

was also the destination for Berkshire Hathaway's first investment outside of the USA 

when it purchased Iscaar.97 Moreover, several important research and development 

centers of multi-national companies such as Intel, Microsoft and General Motors are 

located in Israel. The state of Israel is known as the Silicon Valley of the Middle East. 

Many Israeli-based companies have proven great success in the international 

arena. Some Israeli companies were purchased by multinationals companies for large 

amounts of money. Other Israeli companies expanded their operations overseas and 

                                                 
95 International Monetary Fund, Country Report 08/63, Feb 2008.  

 
96 U.S. Central Intelligence Agency (CIA), the World Fact Book, Israel Chapter, March 2008. 

 
97 On May 5, 2006 Mr. Warren Buffet has announced the purchase of the Israeli-based company Iscaar 

for 4 billion U.S. dollars in cash.   

http://en.wikipedia.org/wiki/Tel_Aviv
http://en.wikipedia.org/wiki/Newsweek
http://en.wikipedia.org/wiki/Berkshire_Hathaway
http://en.wikipedia.org/wiki/ISCAR_Metalworking
http://en.wikipedia.org/wiki/Intel
http://en.wikipedia.org/wiki/Microsoft
http://en.wikipedia.org/wiki/Silicon_Wadi
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currently own subsidiaries in many major markets such as the U.S., Europe, Asia and 

Latin America. 98  

 

International success is also reflected by the number of Israeli-based 

companies that are traded at major stock markets around the world. For example, 

examining the domicile of the companies, which are traded at the NASDAQ stock 

exchange, surprisingly reveals that after the U.S., Israel is the home base for the 

largest number of companies traded at the NASDAQ stock exchange.99 It is with no 

doubt a significant achievement for such a small state as Israel. 

 

Another aspect of the Israeli economy is the fact that it is relatively centralist. 

Most of the economic power is concentrated in the hands of a limited number of 

corporations such as commercial banks, pension funds, insurance companies and 

some other government-owned companies. Although privatization in Israel was 

highly enhanced in recent years (e.g., some of the biggest commercial banks were 

recently sold to private investors), many assets are still owned by the government.  

For instance, some major companies in the fields of telecommunication, energy, 

transportation and healthcare are still owned by the government. 

 

                                                 
98 See e.g., Teva Pharmaceutical Ltd., an Israeli pharmaceutical company (symbol TEVA), that was 

traded in March 2008 at the NASDAQ stock exchange with a market value of more than 38 billion 

U.S. dollars.  

 
99 See the official website of the NASDAQ stock exchange at www.nasdaq.com. As of April 2008, 

there are 65 Israeli companies listed at the NASDAQ. Canada is the second home base country with 50 

companies listed at the NASDAQ.  

 

http://www.nasdaq.com/


 45 

Business infrastructure in Israel is well developed including an advanced 

banking system, major law firms and accounting firms affiliated with international 

firms. The Israeli stock market consists of major Israeli companies. Many of the 

public companies are also traded overseas. The Tel-Aviv stock exchange, however, is 

not always efficient enough in terms of reflecting the real economic value of the 

traded companies. External events might significantly reduce the value of the stocks, 

although from a purely economic standpoint such a reduction is not justified.100  

 

4. The Israeli Tax System 

 

In general, the Israeli legal system is based on the common law. It is a mixture 

of the U.K. and the U.S. legal system. Thanks to the influence of the historic British 

reign in Israel until 1948, Israel has adopted many concepts from the U.K. legal 

system such as contract law, torts and property law.101 In the fields of commercial law 

(e.g., corporate law, securities law and intellectual property law) the Israeli system 

has followed the U.S. legal system.102  

 

 

                                                 
100 For example, a terror attack in Israel might affect the stock market even though it has no direct 

economic applications. 

    
101 See e.g., the Israeli Torts Ordinance (New Version) (1968), which is based on the U.K torts law. 

 
102 See e.g., the Israeli Companies Act (1999), which is generally based on the Delaware Companies 

Act.   
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As far as the Israeli tax law is concerned, the influence of the U.S. Internal 

Revenue Code is perceivable. In addition, Israel was also influenced by the U.K. tax 

law by adopting the source rules concept for determining income and deductions.103 

Under this concept, the task of the tax law is to determine the source of the income 

concerned and the deductions related to it.104 

 

Personal income tax in Israel (for both employees and self-employed) is a 

progressive tax starting at 10% and increasing to a maximum of 47% (on a gross 

monthly income of about $9,000 in 2008). Tax due from employees is withheld by 

the employer.105 

 

Capital gains are taxed separately from ordinary income. Similar to the U.S. 

system, a capital gain is the gain from the sale or exchange of a capital asset in excess 

of the cost it was purchased (the basis) and is subject to certain adjustments (such as 

depreciation). Gain from assets that are used as inventory in a trade or business shall 

be taxed as ordinary income. In 2008, capital gains of individuals are generally 

subject to a 20% tax.106  

 

 

                                                 
103 See Section 2 of the Israeli Income Tax Ordinance. 

 
104 C. Gustafson, R. Peroni and R. Pugh, Taxation of International Taxation, West Group, 3rd Edition, 

68 (2006). 

 
105 Section 121 of the Israeli Income Tax Ordinance. 

 
106 Section 88 of the Israeli Income Tax Ordinance. 
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Dividends received by individuals are generally subject to a 25% tax rate.             

Corporate shareholders may enjoy tax-free dividends, except when the dividend is 

paid by a foreign corporation. In this case, the foreign dividend shall be taxed at a 

25% rate.  

 

The corporate tax in Israel is a fixed tax rate (not a progressive tax) imposed on 

the relevant earnings of a corporation. The corporate tax in Israel in 2005 was 34%.   

On July 25, 2005, the Israeli Parliament approved the Amendment of the Income Tax 

Ordinance (No. 147), which prescribes, among other things, a gradual decrease in the 

corporate tax rate in Israel as follows: in 2006 – 31%,  in 2007 – 29%, in 2008 – 27%, 

in 2009 – 26% and in the year of 2010 and thereafter – 25%.107 Israeli corporations pay 

a 25% corporate tax on their capital gains. 

 

In the field of international taxation, the U.S. tax system has the biggest 

impact on the Israeli tax system. The Israeli source rules applicable to foreign income 

are generally taken from the U.S. tax law. For example, the source rule of dividends 

is the place of residence of the person paying the dividend. Another example is the 

source rule of service income, which is the place where the services were performed. 

Further, the source rule of rental income is determined according to the place where 

the property is located.108 

 

                                                 
107 Section 126 of the Israeli Income Tax Ordinance. 

 
108 See I.R.C §861(a)(1) and Section 2(6) of the Israeli Income Tax Ordinance. 
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Another major element borrowed from the U.S. tax system is the taxation of 

income on a worldwide basis. Under this concept, Israeli individuals and companies 

are taxed in Israel on their worldwide income. As opposed to the U.S. law, the 

relevant test under Israeli law is the residence of the taxpayer and not citizenship.109 

 

A taxpayer is considered an Israeli resident in a given tax year only if he or 

she resides in Israel during the relevant year. The residence criterion is determined by 

the “center of life” test. Such test intends to determine where the center of life of the 

taxpayer was during the tax year. It is a circumstantial test, which involves questions 

such as where the taxpayer’s primary residence was located, where his place of work 

was, where his children went to school and which community centers were attended 

(e.g., places of worship, country clubs, universities etc.).110 As the “center of life” test 

is not always a clear test, the Israeli tax code also provides certain presumptions to 

deal with this issue. 

 

Under these presumptions, when a taxpayer spends more than 183 days a year 

in Israel, such taxpayer is deemed to be an Israeli resident for all tax purposes.111      

A similar rule applies if a taxpayer stays only 30 days in Israel during a given tax year 

but during the previous two years the taxpayer resided cumulative 425 days in 

                                                 
109 Section 1(a)(1) of the Israeli Income Tax Ordinance. 

 
110 Id. 

 
111 Section 1(a)(2)(A) of the Israeli Income Tax Ordinance. 
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Israel.112 Both presumptions may be challenged by taxpayers to the extent it can be 

demonstrated that the center of their life was outside of Israel during the relevant tax 

year. However, once the residence test is met, an Israeli resident is subject to Israeli 

taxation on his or her worldwide income. 

 
An additional element borrowed from the U.S. law is the foreign tax credit.113 

Similar to the U.S. tax system, an Israeli taxpayer is entitled to a foreign tax credit on 

taxes that were paid abroad. A foreign tax credit is granted in Israel based on the 

"basket method". The implication is that foreign taxes can offset Israeli tax which is 

levied only on the same source of income as was taxed abroad (e.g., foreign taxes 

paid on foreign interest income can offset Israeli tax imposed only on domestic 

interest income). No foreign tax credit is given to income exempt from tax in Israel. 

Furthermore, a foreign tax credit shall not exceed the amount of tax chargeable in 

Israel on the same source of income. Finally, any excess of foreign tax can be carried 

over up to 5 years.  

 

The concept of indirect foreign tax credit (FTC) was also adopted in Section 

203 of the Israeli Income Tax Ordinance, as part of the 2003 international tax reform. 

Generally, it is based on the U.S. indirect FTC (i.e. allows domestic corporations, 

holding certain interest in a foreign subsidiary and receiving a dividend from such 

subsidiary, to credit a portion of the foreign tax paid by the foreign subsidiary). 

                                                 
112 Section 1(a)(2)(B) of the Israeli Income Tax Ordinance. 

 
113 The concept of foreign tax credit was adopted in Israel as part of the international tax reform in 

2003. It involves other complex issues such as credit for indirect taxes (e.g., VAT).  
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5. The Israeli Concern of Tax-Deferral 

 

 

In light of the specific characteristics of the Israeli economy and the important 

role of the high-tech industry, it appears that the major concern of the Israeli Tax 

Authority regarding tax-deferral refers to the transfer of intellectual property.            

In general, it is relatively easy to transfer technology and other intellectual property 

among related companies around the world. Consequently, Israeli shareholders can 

set up a subsidiary (or even a parent company) in a tax haven, and then transfer the 

relevant intellectual property to this off-shore company. Royalty payments received 

by this company may allow shifting of income to a low-tax jurisdiction. Assuming 

such foreign company would not fall within the Israeli definition of CFC, the entire 

income shall not be taxable by the Israeli tax system. 

 

An example to illustrate this concern is the case of the company Amdocs Ltd. 

(symbol DOX)(the "Amdocs Case"). Amdocs is a global leading supplier of 

operations support software (OSS) used by telecommunications service providers 

worldwide to deliver voice, data and wireless services to their customers. Its 

applications help automate customer relationship management (CRM), sales, and 

billing operations. In addition to service operations, Amdocs provides publishing 

software for creating print and online directories. Its major clients are large 

companies such as AT&T Mobility, Cable One, Cablevision, Comcast, DirecTV, 

Jupiter Communications, Sprint-Nextel, T-Mobile, Sensis, Vodafone, etc. Amdocs 

also offers outsourced customer service and data center operations. 

http://en.wikipedia.org/wiki/AT%26T_Mobility
http://en.wikipedia.org/wiki/Cable_One
http://en.wikipedia.org/wiki/Cablevision
http://en.wikipedia.org/wiki/Comcast
http://en.wikipedia.org/wiki/DirecTV
http://en.wikipedia.org/wiki/Sprint-Nextel
http://en.wikipedia.org/wiki/T-Mobile
http://en.wikipedia.org/wiki/Sensis
http://en.wikipedia.org/wiki/Vodafone
http://en.wikipedia.org/wiki/Customer_service
http://en.wikipedia.org/wiki/Data_center
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 Amdocs is included in Forbes Global 2000 companies with a market value of 

over $6 billion and over 17,000 employees around the world. It is traded in the 

NASDAQ stock exchange and in Tel-Aviv stock market. Although its founders and 

all the company's key personnel are Israelis, Amdocs is registered in a tax haven at 

Guernsey of Channel Islands. Amdocs qualifies as an exempt company in Guernsey 

due to the fact that its shareholders are not Guernsey residents and the company does 

not carry on business in Guernsey. As a result, Amdocs is generally subject to no 

corporate tax in its place of incorporation. Based on the company's recent form 20-F 

submitted to the SEC, the effective tax rate of Amdocs in 2007 was 10.6%.114 

 

 Amdocs owns an Israeli subsidiary for research and development in Israel, 

which enjoys substantial tax benefits under the Israeli Encouragement of Capital 

Investments Law (1959) ("Israeli Investment Law").115 The intellectual property of 

Amdocs is owned by subsidiaries in Ireland, Hungary and Cyprus.116 The holding 

structure of Amdocs causes a major revenue loss for the Israeli Treasury. First, most 

of the capital share of the Israeli subsidiary is owned by a foreign parent; therefore, 

the Israeli subsidiary is entitled to major tax benefits under the Israeli Investment 

                                                 
114 See Amdocs Ltd, Form 20-F submitted to the U.S Stock Exchange Commission as of September 30, 

2007, at 56. 

 
115 The Israeli Encouragement of Capital Investments Law (1959) was originally enacted to encourage 

foreign investments in Israeli companies. It provides substantial tax benefits to Israeli companies, 

which have been granted "Approved Enterprise" status. Such benefits may include, among others, a 

reduced corporate tax of 10% (to the extent 90% of the share capital of the company is owned by 

foreign shareholders) and a reduced withholding tax of 15% on dividends paid out of the income 

derived by an Approved Enterprise. 

 
116 All of these countries impose low corporate tax: Cyprus – 10%, Ireland – 12.5%, and Hungary – 

16%.    
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Law. Further, neither the parent corporation in Guernsey nor any of the subsidiaries 

that own the intellectual property are considered CFCs under Israeli tax law, thus no 

Israeli tax is levied on their foreign income.  

 

C.     Borrowing Concepts from other Tax Systems into the Israeli System 

 

Identifying the relevant characteristics of the Israeli system is useful for 

determining which countries' tax systems should be part of the comparative research. 

In general, comparative law scholars have divided countries into legal families to 

indicate broad similarities in legal traditions.117 In the context of CFC regimes, one 

may argue that technical rules (e.g., certain threshold of ownership) can potentially be 

adopted from any legal system. The argument is, however, that when legal concepts 

are being transplanted, as opposed to only technical rules; it is necessary to examine 

legal systems with certain similarities to the Israeli system. For example, the legal 

concept of "management and control" is developed by case law.118 It is a fact-oriented 

test determined by the courts according to the circumstances of the case. 

Transplanting such a concept to a legal system in which case law does not play an 

important role is probably doomed to fail. 

 

                                                 
117 See Comparative Tax Law supra note 83, at 7. 

 
118 The concept of "management and control" is generally used by the court to determine the place 

where a company is actually being managed and controlled. It is based on parameters such as: where 

the company's managers are located, where the main office of the company is located and where 

business decisions are taken.  
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Another example is the concept of foreign tax credit based on the "basket 

method"119. First, when a country applies the territorial tax system (i.e. taxing only 

domestic income in its territory), the concept of foreign tax credit is not applicable 

since foreign income is not subject to any domestic tax. Second, applying the "basket 

method" is possible only if the borrowing country has adopted the concept of source 

rules. Thus, a successful transplantation of foreign tax credit based on basket method 

requires that the borrowing country has adopted both the concept of worldwide basis 

taxation and the concept of source rules of income. 

 

The following discussion includes only legal families with similarities to the 

Israeli legal system.120 

 
1. The Commonwealth Family 

 

This family consists of countries whose tax laws have been influenced by the 

U.K. tax system (e.g., Canada, Australia and New Zealand). One concept similar to 

commonwealth systems and the Israeli tax law is the source rules. Under this concept, 

an item is considered income only if it was generated from a specific source of 

income.121 

                                                 
119 The concept of foreign tax credit based on the "basket method" generally allows foreign taxes paid 

abroad on certain type of income to offset domestic tax levied on the same source of income. 

 
120 For more about the legal family classification, see Hugh J. Ault, Comparative Income Taxation, A 

Structural Analysis, Kluwer Law International,1997 at 2 (“Comparative Income Taxation”). 

 
121 Under the source concept, income is exempt if such item of income is not included in a certain 

category of source of income (e.g., windfalls, personal injury rewards, gifts, etc.). 
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Another related principle is the trust concept. It originated in trust law from 

the problem of allocating amounts between the income beneficiaries in a trust and the 

holders of the remainder interest. In general, a trust is an arrangement whereby the 

trustee holds the legal title to a property in the trust for one or more beneficiaries, 

who have an equitable interest in the property. The trust concept was also adopted by 

the Israeli tax law. 

 

An additional relevant concept is the existence of capital gains. Historically, 

the courts and the U.K legislature refused to widen the scope of income tax to cover 

capital gains because both the source concept and the trust concept negated the 

taxation of capital gains.122 Consequently, opportunities to convert income into 

capital gains were exploited by U.K. taxpayers. Only when a reform came in 1965 

and introduced the capital gain tax, such abuses were ended.123 Many commonwealth 

countries have followed this way by adopting specific legislation often structured as a 

separate tax regime to tax capital gains.124 Corporations in the U.K., similar to Israel, 

do not pay capital gain tax on their capital gains but corporation tax. 

 

 

                                                 
122 Under the source concept, capital gains flow from a business source, and therefore should be taxed 

as business income. Under the trust concept, the exclusion of capital gains from income applies in 

accounting for gains from a business as much as for gains on the disposition of investment assets.  

 
123 The Capital Gain Tax (CGT) legislation was consolidated in the Capital Gains Tax Act (1979) and 

again in the Taxation of Chargeable Gains Act (1992). The 1992 Act consolidated not only the rules 

for CGT but also a number of the corporation tax rules. 

 
124 See Comparative Income Taxation supra note 120 at 2.  
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Another similarity between the commonwealth family and the Israeli system 

is the importance of case law. Under common law principles, case law is actually part 

of the law along with relevant legislation. In all commonwealth countries 

jurisdictional decisions of the Supreme Court are binding precedents. Courts in 

commonwealth countries (including Israel) tend to interpret U.K. decisions not as 

binding precedents but for their persuasive value.125  

 

In the context of CFC, the U.K. tax system has adopted CFC legislation, 

which is set in chapter IV of the Income and Corporation Taxes Act (1988) (“ICTA”). 

It applies to overseas companies controlled by U.K. residents which pay less than 

three quarters of the applicable U.K. tax. Under ICTA, apportionment of a CFC's 

profit is taxed in the hands of U.K. shareholders owning certain interests in the 

CFC.126 In 1999, U.K. amended its CFC laws to apply automatically and not at the 

discretion of the U.K. Inland Revenue.127 Another interesting aspect of the U.K. CFC 

rules is the interaction with the European law.128 

 

                                                 
125 See Comparative Tax Law supra note 83, at 27. 

 
126 See Part XVII of Chapter IV of ICTA 1988.   

 
127 See J. Mongan and M. Gordon-Brown, U.K. CFC Regime Enters Self-Assessment Era, 19 Tax 

Notes International, 1046 (1999). 

 
128 See Cadbury Schweppes v. Commissioners of Inland Revenue, C-196/04 (2006). In this case the 

issue was whether the U.K. domestic CFC rules violate the freedom of establishment under Articles 43 

and 48 of the European Community (EC) Treaty. The U.K. Court (Grand Chamber) held that Articles 

43 EC and 48 EC must be interpreted as precluding the inclusion in the tax base of a resident company 

established in a Member State of profits made by a CFC in another Member State, where those profits 

are subject in that State to a lower level of taxation than that applicable in the first State, unless such 

inclusion relates only to wholly artificial arrangements intended to escape the national tax normally 

payable. 
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2. The U.S. Family 

 

 

Although the U.S. is a common law country, scholars do not include it as part 

of the commonwealth family. The main reason is that historically the U.S. tax system 

has developed apart from the U.K. tax system. The U.S. definition of “income” was 

always a global one with no influence of the old U.K. schedules.129 Further, the U.S. 

has adopted the accretion concept of income, under which any realized accession to 

wealth should be taxed. Although this concept was not specifically included in the 

statute, it was articulated by a decision of the Supreme Court in 1955.130 

  

The tax law in the U.S. tends to be autonomous from other branches of law. It 

has among the most developed and complex rules of income taxation. In the field of 

international taxation it gets even more complex, attempting to cover all aspects of 

extremely complicated situations. U.S. tax law, similar to Israeli law, distinguishes 

between ordinary income and capital gains. Such distinction often triggers complex 

rules to prevent tax abuses of converting ordinary income into capital gains.  

 

As far as international taxation is concerned, the U.S. tax system was the 

model for the Israeli tax reform in applying the concept of worldwide taxation. 

However, unlike the Israeli system which taxes Israeli persons according to their 

place of residence, U.S. persons are taxed based on their citizenship or residency.  

                                                 
129 See Comparative Tax Law, supra note 83, at 28. 

 
130 Commissioner v. Glenshaw Glass Co., 348 U.S. 426,431 (1955). 
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Another concept similar to U.S. and Israeli tax systems is the foreign tax 

credit. Both systems allow credit for domestic persons on the foreign tax paid abroad. 

Moreover, foreign tax credit in both systems is based on the "basket method". The 

difference, however, is that the American Jobs Creation Act of 2004 has reduced the 

number of baskets under U.S. tax law from nine to two. The current baskets are (i) 

passive income; and (ii) all other general income. In contrast, in the absence of 

specific regulations under Israeli tax law, the number of baskets in Israel may reach to 

eleven (i.e., the current categories of sources of income).131  

 

CFC legislation was first introduced in the U.S. within Subpart F in 1962 and 

since then has been subject to constant legislative changes.132 The approach generally 

taken by Subpart F is that certain U.S. shareholders, who own a relevant interest in a 

CFC, are required to include in their gross income their pro rata share of “tainted” 

income earned by the CFC. Although this concept seems simple, Subpart F involves 

many complex issues. Any loophole exploited by taxpayers triggers the legislation of 

new provisions. The main issues dealt by Subpart F are: (i) how to define a CFC; (ii) 

which shareholders should be taxed; (iii) which income should be considered as 

"tainted" income; and (iv) which anti-avoidance rules should apply to prevent 

potential tax avoidance.  

                                                 
131 See Israeli Tax Commission, Summary of Income Tax Reform of the State of Israel (2003) , at 6.  

 
132 See I.R.C §§ 951-964.  
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3. The Japanese Family  

 

The Japanese family has been influenced by the German, U.K. and U.S. tax 

systems. Under the Japanese tax law, taxable income consists of ten different 

categories.133 Income tax, however, is to be assessed primarily on the basis of an 

individual's aggregate income regardless of its category.134 

 

With respect to international taxation, the general approach taken by the 

Japanese tax law includes foreign tax credit with an overall limitation. Individual 

taxpayers are distinguished among residents, non-residents and non-permanent 

residents (i.e., individuals residing in Japan for less than five years).135 Non-residents 

are classified, for tax purposes, into four different categories. Such categories depend 

on their type of permanent establishment (PE) in Japan.136 The tax treatment of non-

resident under the Japanese tax law is determined according to the type of PE.137 

                                                 
133 The ten categories of income are: (1) interest income; (2) dividend income; (3) real estate income; 

(4) business income; (5) employment income; (6) retirement income; (7) timber income; (8) capital 

gains; (9) occasional income; and (10) miscellaneous income. See Tax Bureau, Ministry of Finance, 

An Outline of Japanese Taxes (2006 Edition) ("Outline of Japanese Taxes") at 26. 

 
134 Retirement income and timber income are exceptions to this rule as they are taxed separately from 

other categories of income. See Id. at 26.  

 
135 Id. at 242. 

 
136 Non-residents may have different types of PE: (i) branch, sub-branch, office, factory, mine quarry 

or other fixed place of business; (ii) construction activity, installation, assembly or personal services 

for more than one year; (iii) carrying out business thorough certain agents; and (iv) non-resident 

without a PE. See Outline of Japanese Taxes, at 246.  

 

 137 For example, non-residents with the first type PE (such as branch, office, factory etc.) are subject to 

"aggregate income taxation" (i.e. taxation at the normal graduated tax rates, based on the individual's 

net income from his or her entire Japanese source income). 
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Non-permanent residents are subject to tax solely on Japanese-source income 

and income derived from foreign sources paid or remitted to Japan.138 

 

CFC legislation was first introduced in Japan in 1978. Under this legislation, 

the undistributed income of a foreign corporation with a tax burden that is 

significantly lower than the tax burden in Japan is attributed to the relevant Japanese 

shareholders.139  

 

In sum, from the tax families described above it appears that the U.S. tax 

system is the most relevant one to the Israeli tax system. On a general level, both 

systems are common law systems with many similar concepts in their tax law (e.g.; 

distinction between ordinary income and capital gains, separate corporate taxation 

and application of the source rules concept). On a practical level, the Israeli tax 

reform has actually followed the U.S. tax system by moving from a territorial tax 

basis to a worldwide basis. Moreover, many concepts adopted by Israeli law in the 

field of international taxation, such as the foreign tax credit and anti-avoidance rules, 

were borrowed from the U.S. tax system.  

 

The second relevant family is the Commonwealth family. The resemblance in 

the legal systems and the historic influence of the U.K. law on Israeli law indicate 

that the U.K. CFC rules should also be seriously examined. 

 

                                                 
Outline of Japanese Taxes, at 24.  See 138 

  
139 Id. at 115. 
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Finally, the Japanese family may also contribute to the comparative research. 

Although there are substantial differences between the Japanese legal system and the 

Israeli system, Japan is a major partner in international trade. In addition, the 

Japanese CFC rules were influenced by both the U.S. and U.K. systems. It seems 

therefore that such rules should also be examined in certain cases where the U.S. and 

U.K. CFC rules fail to provide adequate solutions for specific issues.  

 

D. Considerations for Evaluating CFC Schemes  
 

 

In order for a comparative research to be effective, the researcher has to 

choose not only the relevant legal source of the research, but also to determine certain 

general guidelines of how to evaluate all the information that was gathered.            

The following discussion includes considerations that should be used for evaluating 

the various CFC rules applicable by other tax systems.140 

 

1. Fairness 

 

Any tax system needs to be fair in order to be respected by its taxpayers. A 

perception of unfairness can undermine the willingness of taxpayers to comply 

voluntarily with a tax system. In the context of international taxation, the concept of 

worldwide taxation is based on the principle that tax burden should be equally 

                                                 
140 For more about considerations in evaluating anti-deferral regimes, see Treasury Subpart F Study, 

supra note 10, at 82.  
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imposed on all income, without regard to its source.141 To promote the goal of 

fairness (sometimes referred to as equity), income from domestic and foreign 

investments should be subject to a similar tax burden. In this regard, the role of CFC 

regimes is to prevent domestic taxpayers from using tax-deferral techniques involving 

foreign corporations to lower the tax on their foreign-source income. In particular, 

CFC regimes have to prevent the shifting of income from high-tax jurisdiction to low-

tax ones only for the purpose of reducing their tax burden. Fairness is not relevant 

only to the types of income but also to the type of taxpayers. A fair tax system needs 

to ensure that all taxpayers are treated equally, whether they are "sophisticated" and 

well advised or normal taxpayers lacking any relevant knowledge. 

 

2. Simplicity  

 

A CFC regime should provide clear, simple and coherent rules in order to 

achieve the desirable goal of preventing tax-deferral. On a basic level, simplicity can 

mean that rules should be simply drafted. However, drafting simple rules does not 

mean that such rules cannot deal with complex situations that may arise in the field of 

international taxation. These rules should resolve complex issues in a simple manner 

that both taxpayers and tax authorities would be able to understand and implement.  

 

                                                 
141 See, e.g., Peggy Brewer Richman, Taxation of Foreign Investment Income, An Economic Analysis, 

11-12 (1963). The relevant argument is that residents and citizens who enjoy equal benefits should be 

taxed at equal rates for equal income regardless of source.  
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Simplicity also promotes fairness.142 When tax rules are overly complicated, 

they might penalize poorly advised taxpayers and reward those who are engaged in 

advanced tax planning. The result might be that the tax burden is apportioned 

unfairly. If simple tax rules apply, even taxpayers who get little or no professional 

advice can easily comply. In this case the tax burden is fairly apportioned among all 

taxpayers. 

 

Simple tax rules also minimize administrative costs for both taxpayers and 

government. When the rules are clear and simple it is less likely that litigation will 

take place between taxpayers and the tax authorities. The tax authorities will have to 

spend less time and effort on promulgating regulations interpreting complicated tax 

rules. Taxpayers would have to spend fewer resources on professional consultation.   

 

As far as economic efficiency is concerned, the argument is that simple tax 

rules can also promote efficient allocation of resources. When taxpayers are equally 

taxed and the tax consequences of their activity are not affected by the quality of their 

tax planning, business decisions would be free of any tax considerations (i.e., 

wherever pre-tax returns are the greatest).143 Such decisions would be based on pure 

economic considerations and therefore would promote economic efficiency. 

                                                 
142 Id. at 84. 

 
143 For more about efficient allocation of resources in the of context tax policy, see supra discussion at 

15-16. 
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Furthermore, if taxpayers can spend less on their tax consultation, they would 

be able to direct these resources towards other productive activities (e.g., research and 

development, marketing, technology, etc.).    

 

To further promote simplicity, anti-deferral regimes should generally avoid 

rules that heavily rely on the form in which transactions are structured. Such rules are 

often not flexible enough to keep pace with changing business practices.144 For 

example, mobility of income may trigger complex issues of classification and a 

necessary distinction between active and passive income. Simple CFC rules would, 

therefore, draw such a distinction in a clear and simple manner based on the 

substance of the income and not on its form.145  

 

3.      Certainty 

 

Similar to other fields of legislation, legal rules should provide a high level of 

certainty. As far as tax legislation is concerned, taxpayers should have such level of 

certainty with respect to the tax consequences related to their business activity. When 

taxpayers can predict the tax implications relevant to them, they can usually make 

better business decisions. 

 

 

                                                 
144 See Treasury Subpart F Study at 84. Attempts to modify the rules to address these changing 

business practices may increase complexity and may nevertheless fail to address the changes in an 

adequate and fair manner. 

 
145 For more about the distinction between passive and active income see infra discussion in Chapter V 

of this dissertation. 
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One method to achieve certainty is to keep the rules simple. As discussed 

earlier, when rules are simple, all taxpayers can easily comply even without being 

advised by professional consultants. Moreover, when the rules are simple and the 

interpretation is clear, many of the cases would not have to be litigated. It would also 

be easier to predict the outcome of those cases that would have to be litigated.  

 

Another efficient method to achieve certainty among taxpayers is to provide 

“safe harbor” rules. Under this concept, when taxpayers meet certain requirements 

they are considered to be in a safe harbor, and their relevant income is generally 

exempt. Conceptually, a safe harbor rule provides a better planning tool for taxpayers 

because it allows them to be in a certain position to the extent they can meet the 

relevant requirements. For instance, one of the most complex issues dealt by most 

CFC regimes is the distinction between passive and active income. Generally, CFC 

regimes should target only foreign passive income because of its mobility and 

susceptibility to tax avoidance. On the other hand; genuine active income should be 

exempt from current taxation to promote the competitiveness of multinational 

companies.146 A "safe harbor" rule can ensure that certain income shall be treated as 

active income once certain requirements are satisfied.  

 

 

                                                 
146 See infra discussion regarding "tainted" income in Chapter VI.  
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The U.K. CFC regime has adopted the "safe harbor" approach by applying the 

exempt activities test.147 Under this test, certain income of a foreign company is 

excluded from the application of the U.K. CFC regime if relevant conditions are 

satisfied.148 The U.K. tax law assumes that whenever these conditions are met, the 

foreign company is not used for reducing U.K. taxes. A similar approach was 

generally taken by the Japanese tax law. The Japanese CFC rules provide a major 

exemption, under which no income is attributed to Japanese shareholders if a CFC is 

engaged primarily in legitimate business activities and meets certain requirements.149 

 

4.       Efficiency  

 

Efficiency is another important goal of any CFC regime. It may be achieved 

by several different ways. First, a tax system has to be efficient in terms of collecting 

revenues necessary to fund the functions and services of the government. In order to 

raise revenues effectively, taxpayers must believe that the tax burden is being equally 

distributed.150 Applied to a CFC regime, it means that an efficient regime should 

target all passive income that otherwise could enjoy tax-deferral.151 Further, it should 

                                                 
147 See Corporation Tax Self Assessment, Guidance Note of the Inland Revenue on Controlled Foreign 

Companies, Section 3.3.1. 

 
148 I.d. at 3.3.3. The exempt activities test generally requires that the foreign company shall have a 

business establishment, territory of residency and "effective management". For more information see 

infra discussion in Chapter VI. 

 
149 See Tax Bureau, Ministry of Finance: An Outline of Japanese Taxes, 115 (2006). 

 
150 This argument demonstrates the connection between fairness and efficiency.  

 
151 See infra discussion regarding “tainted” income in Part IV. 
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eliminate inappropriate distinctions between business conducted in corporate form 

and business conducted in other forms such as through partnerships. 

 

Second, from an economic standpoint, an efficient regime is the one that 

promotes economic welfare and encourages investment decisions to be based solely 

on economic considerations.152 Specifically, a CFC regime is considered efficient if it 

succeeds in removing tax considerations from the equation of investment decisions. 

  

Finally, an efficient CFC regime involves minimum administrative burdens.153 

Tax authorities should be able to simply enforce the rules and taxpayers should be 

able to easily comply. 

  

5.      Competitiveness   

 

Another major consideration is the ability of multinational companies to 

compete in international markets. Even though the tax burden imposed by CFC 

regimes is not the only factor to affect the profitability of multinational companies, it 

certainly plays an important role.154 As mentioned in Chapter I, when a foreign 

subsidiary of a domestic corporation is subject to current taxation by a CFC regime, 

and the other competitors at the same market are not subject to anti-deferral rules, 

                                                 
152 See Treasury Subpart F Study, supra note 10, at 84. 

 
153 Id. at 84. 

 
154 See Staff of the Joint Committee on Taxation, Factors Affecting the International Competitiveness 

of the United States, Scheduled for Hearing before the Committee on Ways and Means, 247-248 

(1991). 
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such competitors would eventually bear a lower tax burden (if any).155     

Consequently, CFC regimes might place a foreign subsidiary of a domestic 

corporation at a competitive disadvantage compared to its competitors. This argument 

is true to the extent the foreign subsidiary has a real business operation abroad and its 

active income is being taxed. If, however, a foreign subsidiary has no active income 

from its business and its entire income is passive (e.g. interest, dividends and 

royalties), the taxation of such income would not raise the same concern of the 

company's competitiveness.156    

 

6. International Standards 

 

   An important tax policy, especially in the field of international taxation, is to 

conform to international standards. Taxation of international transactions usually 

involves more than one country. If each country would apply a different tax policy, it 

might lead to un-desirable results. Stated differently, the application of a certain tax 

policy by one country, which significantly deviates from acceptable international 

standards (sometimes referred to as international norms), can lead to double taxation 

or no-taxation. Further, rules that are inconsistent with the rules generally in use by 

most countries tend to increase administrative burdens.157 

 

                                                 
155 Competitors that operate in a tax haven jurisdiction would be subject to no domestic tax, therefore, 

their activity would be completely tax free. 

  
156 The competitiveness of foreign subsidiaries with only passive income is not a major concern 

because passive income can be easily shifted to other jurisdictions.     

 
157 See Treasury Subpart F Study, supra note 10, at 85. 
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This analysis also applies to CFC regimes. The CFC rules should, to the 

greatest extent as possible, conform to international standards. Although 

"international standards" is not a defined term, the general view is that these standards 

refer to common concepts and tax policies used by most of the developed countries 

(e.g. the policy applied by most countries of allowing a certain degree of tax-

deferral). When a certain country taxes its domestic shareholders through its CFC 

regime, other countries (such as the source country) may be affected. Thus, is seems 

reasonable to apply a CFC regime which would harmonize with tax policies generally 

in use by other countries.  

 

In order to conform to international standards it is necessary to be familiar 

with such standards. For this purpose, conducting a comparative research is essential. 

Analyzing other tax systems not only allows a better understanding of the concepts 

and rules specifically in use by other countries, but also provides a larger picture of 

the acceptable international standards. 

 

There are several advantages to adopting international standards by the new 

Israeli CFC regime. First, it would allow the Israeli legislator to place the state of 

Israel among other major trading partners without the need to "reinvent the wheel". 

The administrable burden of enforcing such CFC regime shall probably be minimized 

because Israel could learn from the experience of other countries that apply similar 

CFC rules. 
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Second, if international standards are followed, it would be easier for other 

countries to accept and respect the new Israeli CFC regime since the Israeli regime 

will not deviate from the standards used by the other countries.  

 

Finally, it minimizes the need to re-negotiate existing tax treaties as 

acceptable international standards, in most cases, do not contradict international tax 

treaties.      

 

In sum, while examining CFC regimes of other major countries, the above-

mentioned considerations shall be used as general guidelines for evaluation. In 

particular, these criteria should be useful in determining which concepts should be 

transplanted into the new Israeli CFC regime.  

 

Since the comparative research of this dissertation includes a substantial 

amount of highly detailed information, such criteria are important to have objective 

tools to analyze the gathered information. Furthermore, once these factors are 

defined, it may assist in structuring the essential elements of the proposed Israeli CFC 

regime.    
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E. Conclusion regarding the Comparative Research 
 

 

The main role of this chapter is to provide general guidelines regarding the 

comparative research. First, this chapter describes the specific characteristics of the 

Israeli system. This analysis is essential in identifying its specific needs and concerns. 

The discussion in this part is divided into five different levels: (a) the Israeli political 

structure; (b) the Israeli society; (c) the Israeli economy; (d) the Israeli tax system; 

and (e) the Israeli concern regarding tax deferral. The argument is that transplanting 

legal concepts (and not merely technical rules) from other tax systems into the Israeli 

tax system is more likely to succeed if both systems share similar legal concepts.      

 

The second part of this chapter deals with the question of which countries' tax 

systems should be included in the comparative research. Scholars usually divide tax 

systems into legal families or by their approach to a specific issue.158 The second part 

concludes that the U.S. tax law should generally be used as a major case study for the 

new Israeli CFC regime. The commonwealth family (and particularly the U.K. law) is 

another relevant source. The Japanese family would also be examined in cases where 

the U.S. and U.K. CFC rules fail to provide adequate solutions.  

 

The third part of this chapter lists considerations for evaluating CFC rules.  

The proposed CFC regime should be: (a) fair; (b) simple; (c) certain; (d) efficient; and 

it needs to (e) promote competitiveness; and (f) conform to international standards.    

                                                 
158 See also B. Arnold and Dibout, General Report, Cahiers de droit Fiscal International, Vol. 86b 

(2001). 
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Chapter IV:   The Basic Elements of the Proposed CFC Regime 

 

Chapter III provides the framework for a comparative research included in 

this dissertation. It concludes that the research should be primarily based on U.S. and 

U.K. tax laws. Chapter III further lists the guidelines for evaluating relevant concepts 

of other CFC regimes. The role of Chapter IV is to specifically examine the U.S. and 

U.K. CFC regimes and to structure the basic elements of the proposed Israeli CFC 

regime.      

 

 A. General Background   

  
U.S. tax system has adopted in the past not less than six different anti-deferral 

regimes.159 Due to the tremendous complexity involved in applying all six regimes 

and the unnecessary overlap among them, Congress has concluded in 2004 to repeal 

three regimes out of the six.160 The American Jobs Creation Act of 2004 (the "Jobs 

Creation Act") has repealed the foreign personal holding company regime under 

I.R.C §§551 – 558 and the foreign investment company provisions under I.R.C 

§§1246 – 1247. The Jobs Creation Act further provides that foreign corporations are 

no longer subject to personal holding company tax imposed by I.R.C §541.161 

                                                 
159 The six anti-deferral regimes included: (i) foreign personal holding company; (ii) foreign 

investment company; (iii) accumulated earning tax; (iv) personal holding company tax; (v) passive 

foreign investment company; and (vi) controlled foreign corporation. 

 
160 See H.R. Rep. No 108-548, pt.1, at 205 (2004) stating that "the overlap among the various anti-

deferral regimes results in significant complexity usually with little or no ultimate tax consequences". 

 
161 I.R.C. § 542(c)(5). 
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Although the accumulated earning tax under I.R.C. §§ 531 – 537 was not formally 

repealed by the Jobs Creation Act, it rarely applies to foreign corporations.162 

 

In the context of passive foreign investment company ("PFIC"), PFIC is 

exempt from the application of the accumulated earning tax under § 532(b)(4). In the 

case of a CFC, the accumulated earning tax shall also not apply to the extent that the 

U.S. shareholders of a CFC are taxed on their share of a CFC's subpart F income.163   

 

 The practical result of the Job Creation Act is that only two anti-deferral 

regimes currently co-exist: the PFIC tax regime and the CFC regime under subpart F. 

The PFIC provisions deal with a foreign corporation, which is not controlled by U.S. 

shareholders. These provisions eliminate the economic benefit of deferral by 

imposing additional U.S. tax when U.S. persons, owning stocks in PFIC, dispose a 

PFIC stock at a gain or receives so-called an "excess distribution" from a PFIC.164 

The approach taken by the PFIC regime is to impose additional tax on U.S. 

shareholders in a form of an interest charge based on the value of the tax deferral. 

 

                                                 
162 See also C. Gustafson, R. Peroni and R. Pugh, Taxation of International Transactions, West Group, 

2nd  Edition, 528 (2001). 

 
163 Under I.R.C § 532(a), when U.S. shareholders of a CFC are taxed on their share in the subpart F 

income of a CFC, such CFC could not be considered as a "corporation formed or availed of for the 

purpose of avoiding the income tax with respect to its shareholders". Thus, the accumulated earning 

tax should not apply to this CFC.  

    
164 I.R.C §§ 1291-1298. 
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PFIC is defined as a foreign corporation that meets one of the two following 

tests: (a) Income Test: 75% of its gross income are passive income165; or (b) Asset 

Test: at least an average of 50% of its assets (by value or, in certain cases, by adjusted 

basis) produce passive income or held for the production of passive income.166 

 

Passive income under PFIC provisions is defined as of a kind that would be 

foreign personal holding company income, subject to certain exceptions.167   

Although the PFIC regime is generally necessary and justified, it is beyond the scope 

of this paper.   

 

B. The Ownership Test 

 

The rationale for imposing a control ownership test as one of the elements of a 

CFC regime is based on the assumption that shareholders, who preserve actual 

control in a foreign corporation, have the power to distribute foreign retained earnings 

as dividends at any time. The reason such dividend is not declared is probably 

because tax avoidance is involved. The argument is that imposing a constructive 

dividend is justified because the shareholders are in a position to declare an actual 

dividend. The challenge is, however, how to define such ownership test. The 

following analysis focuses on U.S., U.K. and Japanese CFC systems.  

                                                 
165 I.R.C § 1297(a)(1). 

 
166 I.R.C § 1297(a)(2). 

 
167 I.R.C § 1297(b). 
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 1. U.S. Approach to the Ownership Test 

 
 Subpart F defines the term “control” as U.S. “shareholders” that own 

together, directly or indirectly, more than 50% of either (i) the total combined voting 

power of all classes of stock of such corporation entitled to vote, or (ii) the total value 

of the stock of such corporation.168  The value test was added by the Tax Reform Act 

of 1986 as an alternative test for the voting power requirement. This was a response 

to shareholders who owned more than 50% of the value of a corporation but divested 

themselves of voting powers to avoid the CFC control test.169 

 

As part of the ownership test, subpart F further defines U.S. “shareholders” as 

U.S. person who owns directly or indirectly, 10% or more of the total combined 

voting power of all classes of stock entitled to vote of such foreign corporation.170 

The purpose of the 10% threshold is to ensure that U.S. persons holding merely a 

portfolio interest (i.e. less than 10%) in a foreign corporation would not be subject to 

current taxation under the CFC regime. 

                                                 
168 I.R.C § 957(a). 

 

his case was heard before the , 64 T.C. 137 (1975). TCCA, Inc. v. Commissionerfor example  See 169

1986 amendment. It was about a foreign corporation whose U.S. shareholder owned more than 50% in 

value (but not in voting power). The issue was whether such corporation should be classified as a CFC. 

The court held that under the circumstances, the corporation is not controlled by U.S. shareholders 

a CFC. Another related case is  nottherefore, it is  ;holding more than 50% of its voting powers

The court in  ):t of Appeals, Seventh Circuit 583 F.2d 313 (1978, US CourKoehring co. v. United States

this case (again before 1986 amendment) held that a certain foreign corporation was a CFC, even 

though formally U.S. shareholders didn’t own more than 50% of its voting powers. The reasoning of 

the court was that the U.S. shareholder has arranged things in such a way that he has not actually 

divested himself of effective control.  
 
170 I.R.C § 951(b). 
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It is interesting to note that even in these two related definitions of “control” 

and U.S. ”shareholder” there is some inconsistency. The alternative value test which 

applies to the control test, does not apply to the definition of U.S. “shareholder”. As a 

result, U.S. person may own more than 10% of value of a foreign corporation, but as 

long as such person's voting rights are less than 10%, this person shall not be 

considered as a U.S. “shareholder”. Consequently, such shareholder shall not be 

subject to current U.S. taxation on his/her share of earnings in a foreign corporation. 

It seems that this inconsistency leaves room for tax planning and allows U.S. 

taxpayers to own more than a portfolio interest in value but less than 10% in voting 

rights.  

 

One possible tax planning technique may include shareholders’ agreements to 

ensure indirect voting rights of more than 10% in a foreign corporation, although less 

than 10% is directly held. Another possible tax planning technique to avoid the 

definition of U.S. "shareholder" is when a foreign corporation issues common voting 

stock of less than 10%, but also issues other non-voting stock (e.g. stock to participate 

in the corporation's earnings or to participate in distribution upon the corporation's 

redemption or liquidation) of more than 10%. In this case, U.S. persons may enjoy an 

economic benefit greater than 10% in value without being taxed by the CFC regime 

since such persons are not considered U.S. "shareholders" under I.R.C § 951(b). 
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2. U.K. Approach to the Ownership Test 

 

  U.K. Income and Corporation Taxes Act (1988) (“ICTA”) defines “control” 

in a broader way than Subpart F. ICTA generally uses three alternative tests to define 

control of a company: (1) voting power test, which refers to the greater part of the 

voting power in a company; (2) income distribution test, which covers with the right 

to receive the greater part of the distributed company's income; and (3) asset 

distribution test, which refers to the benefit to receive the greater part of assets of the 

company in case of winding-up, or in any other event in which the company 

distributes its assets.171 ICTA also deals with the situation under which two or more 

persons jointly maintain control of a foreign company.172 Such joint control does not 

have to include only domestic persons. Section 747(1A) of ICTA is aware to the 

possibility that a foreign company may be controlled by two different persons, 

whereas one is a U.K. resident and the other shareholder resides out of the U.K.     

For this purpose, section 755D provides the 40% test. Under this test, U.K. resident 

must have at least 40% interests in the company and the foreign resident should have 

                                                 
171 Under ICTA § 416(2), a U.K. person shall be taken to have control of a company if: “He exercises, 

or is able to exercise or is entitled to acquire, direct or indirect, control over the company’s affairs, and 

in particular, but without prejudice to the generality of the preceding words, if he possesses or is 

entitled to acquire: (a) the greater part of the share capital or issued share capital of the company or of 

the voting power in the company; or (b) such part of the issued share capital of the company as would, 

if the whole of the income of the company were in fact distributed among the participators (without 

regard to any rights which he or any other person has as a loan creditor), entitle him to receive the 

greater part of the amount so distributed; or (c) such rights as would, in the event of the winding-up of 

the company or in any other circumstances, entitle him to receive the greater part of the assets of the 

company which would then be available for distribution among the participators.” 

 
172 See ICTA § 416(3) which provides: "where two or more persons together satisfy any of the 

conditions of subsection (2) above, they shall be taken to have control of the company". 
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at least 40% of the company's interests, but no more than 55%.173 When both tests are 

met, a foreign company shall be deemed "controlled" under U.K. CFC rules, although 

such control is not taken by a majority of U.K. shareholders. 

     

 A comparison between the definition of "control" under U.S. and U.K. tax 

laws leads to two important observations. First, as opposed to U.S. tax law which 

requires a 50% control test, ICTA uses no numeric threshold. Instead, it uses the 

words "greater part" within all three relevant tests. Such distinction is significant 

when a domestic person owns a "greater part" in a foreign company but less than 

50%. Such person is considered as maintaining control under U.K. law but not under 

U.S. law. For example, three unrelated shareholders own the stocks of a foreign 

company. X, a domestic shareholder, owns 40% of the company's stocks. Y, a foreign 

shareholder, owns 35% and Z (another foreign shareholder) owns the other 25%. 

According to U.S. law, X does not meet the control test under I.R.C § 957(a). 

However, X controls the company under U.K. law because he has the "greater part" 

of either the voting power or the income or asset distribution benefits. The result is 

that such company shall be considered as "controlled" under U.K. CFC rules but "un-

controlled" under U.S. law.174 

 

 

                                                 
173 U.K. resident 40% test is within ICTA § 755D(3). The non-resident 40%-55% test is included in 

ICTA § 755D(4). 

 
174 See infra Figure 1. 
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The second observation refers to joint control. Under U.S. law, a joint control 

(i.e. control of a company by two persons or more) is possible only if the relevant 

persons are U.S. shareholders. U.K. law, however, specifically covers a situation 

under which a foreign company is jointly controlled by U.K. shareholder together 

with foreign persons.175 To illustrate, assume that D (a domestic shareholder) owns 

40% of a foreign company, E (foreign shareholder) owns 55% and F (foreign 

shareholder) owns 5% of the company. According to U.S. law, domestic shareholders 

own less than 50%, thus, the company shall not be deemed "controlled" for CFC 

purposes.  

 

Under the U.K. CFC rules, the "greater part" of the company is in the hands of 

a foreign person. However, as U.K. person owns 40% of the stocks and a foreign 

person holds at least 40% but no more than 55% of the company's stocks. 

Consequently, ICTA § 747(1A) shall apply and the control test under U.K. law is 

satisfied. 176 Again, the same company shall be treated as "controlled" for U.K. CFC 

purposes but "un-controlled" under U.S. law.177   

  

                                                 
175 See also Michael Swanick, Stephen N. Mosha and Justin O'Hagan, The Impact of the U.K. Budget 

2000 on U.S. Multinationals, 29 Tax Management International (2000). 

 
 
176 ICTA §747(1A) provides that: "A company which would not, apart from this subsection, fall to be 

regarded as controlled by persons resident in the United Kingdom shall be taken for the purposes of 

this Chapter to be so controlled if (a) there are two persons who, taken together, control the company; 

(b) one of those persons is resident in the United Kingdom and is a person in whose case the 40 percent 

test in section 755D(3) is satisfied; and (c) the other is a person in whose case the 40 percent test in 

section 755D(4) is satisfied." 

 
177 See infra Figure 2. 
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Another interesting difference between U.K. law and U.S. subpart F refers to 

the term "shareholder". As mentioned earlier, I.R.C §951(b) defines U.S. shareholders 

as U.S. persons owning 10% or more of the total combined voting power of all 

classes of stock entitled to vote of a foreign corporation. The term "U.S. person" is 

defined by I.R.C §7701(a)(30) to include a citizen or resident of the United States or 

any domestic partnership, corporation or trust. ICTA uses a different terminology. 

Instead of using the term "shareholder", U.K. tax law refers to the term “participator”. 

The term “participator” is defined by ICTA in a broader way as a person who owns: 

(i) share capital or voting rights; or (ii) loan creditor of the company (excluding a 

person carrying on a business of banking); or (iii) rights to receive or participate in 

distributions of the company or any amounts payable by the company to loan 

creditors by way of premium on redemption; or (iv) right to secure the income or 

assets (whether present or future) of the company. 178 U.K. person, for purposes of the 

CFC rules, is a person (whether individual or a corporation) resident in the United 

Kingdom.179  

 

 

                                                 
178 ICTA §417(1):…"participator" is, in relation to any company, a  person having a sharer interest in 

the capital or income of the company, and, without prejudice to the generality of the preceding words, 

includes: (a) any person who possesses, or is entitled to acquire, share capital or voting rights in the 

company; (b) any loan creditor of the company; (c) any person who possesses, or is entitled to acquire, 

a right to receive or participate in distributions of the company or any amounts payable by the 

company (in cash or in kind) to loan creditors by way of premium on redemption; and (d) any person 

who is entitled to secure that income or assets (whether present or future) of the company will be 

applied directly or indirectly for his benefit.” 

 
179 ICTA §747(1)(b). 
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The disparities in the definitions of U.S. "shareholder" and U.K. "participator" 

may lead to different classifications. For example, a U.S. citizen who resides out of 

the U.S. and owns more than 10% of stocks in a foreign company shall be considered 

as U.S. "shareholder" for CFC purposes. The reason is that a U.S. citizen, who resides 

overseas, also falls into the definition of U.S. "person" under I.R.C §7701(a)(30)(A). 

By contrast, a U.K. citizen who resides out of the U.K. shall not be treated as U.K. 

participator, since the test under U.K. law covers only residency and not citizenship.  

 

Another different classification arises from the broad definition of the term 

"participator". Under ICTA, when a person borrows money to a foreign company, 

such person is considered as loan creditor of the company and thus falls into the 

definition of "participator" according to ICTA §417(1).180 Under U.S. subpart F, the 

relevant test refers solely to shareholders who own at least 10% of the voting power 

of all classes of stocks and loan creditors are excluded from this test.     

 
 

As far as the minimum holding threshold is concerned, U.S. subpart F and 

U.K. ICTA have also taken different approaches. U.S. subpart F has adopted a 10% 

holding threshold with respect to U.S. shareholders of a CFC. 

 

 

                                                 
180 Loan creditors are not treated as having a relevant interest in a controlled foreign company for the 

purpose of apportionment of chargeable profits and creditable tax. However, a company can be 

classified as a CFC by virtue of control by a loan creditor under ICTA §416. See Corporation Tax Self 

Assessment, Guidance Note of the Inland Revenue on Controlled Foreign Companies, Part XVII 

Chapter IV ICTA 1988 section 6.2.2. 
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The role of such 10% threshold is to tax only shareholders with substantial 

interest in a foreign company and to avoid taxation of portfolio interests. Generally, 

many investment companies, hedge funds and other institutional investors include 

stocks in foreign companies in their investment portfolio. Subpart F has taken the 

approach that minor interests (i.e. less than 10%) in a foreign company shall not be 

taxed by the CFC rules. 

 

U.K. ICTA uses the term "relevant interests" regarding the requirement for 

apportionment of chargeable profits and creditable tax of a CFC.181 Where chargeable 

profits of a CFC are apportioned to a U.K. resident company, the relevant holding 

threshold under ICTA § 747(5) is 25%. Such holding threshold was historically set on 

10% and was increased to 25% by the Finance Act in 1998. The reason such 

threshold was raised was to reduce compliance costs by removing additional 

shareholdings from potential charge. Increasing the threshold created a potential tax 

abuse. The U.K. legislator was aware to this possibility and announced that 

retrospective legislation might be enacted to prevent any attempt to exploit the 

increased holding limit. 182 

 

                                                 
181 Relevant interests in a controlled foreign company are defined by ICTA §752(a) as: "…those 

interests by virtue only of directly or indirectly holding ordinary shares of the company". 

 
182 The November 1997 Consultative Document made it clear that if Ministers become aware of 

arrangements designed to exploit the increased holding limit, they will consider enacting, 

retrospectively if necessary, preventative legislation. See Corporation Tax Self Assessment, Guidance 

Note of the Inland Revenue on Controlled Foreign Companies, Part XVII Chapter IV ICTA 1988 

section 6.1.6. 
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3. Japanese Approach to the Ownership Test 

 
 
The Japanese tax law is relevant to our case because its CFC rules include 

several elements taken from both U.S. and U.K tax laws. Some elements, such as the 

50% ownership test, are very similar to the U.S. CFC rules. Other elements, like the 

Japanese income test resembles the U.K. jurisdiction-based approach..183  

 

The relevant Japanese Corporation Tax Law of 1978 has adopted an 

ownership test, which applies to Japanese shareholders of a foreign company, who 

own more than 50% of one of the following: (i) total issued stock; (ii) issued stock 

with voting rights; or (iii) stock with dividend rights.184 Japanese shareholders are 

defined as domestic shareholders owning, directly or indirectly, 5% or more of the 

issued stock of a foreign company (excluding stocks with no dividend right).185  

 

Japanese shareholders can be individuals or corporations. The relevant test for 

individuals is residency. An individual, who has a "Jusho" (i.e. domicile) in Japan or 

has a residence in Japan for one year or more, is considered a "resident" for tax 

purposes and must pay tax on his worldwide income.186 A non-resident individual 

(i.e. and individual who has no "Jusho" or resides in Japan for less than one year) is 

subject to tax on his income only from Japanese sources.  

                                                 
183 See Tax Bureau, Ministry of Finance: An Outline of Japanese Taxes, 121 (2006). 

 
184 Id.  

 
185 Id. 

 
186 Id. at 122.  
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It appears that the ownership test under Japanese tax law is similar to the U.S. 

ownership test. Both systems provide a numeric threshold of 50% to determine 

control in a foreign company. They both include voting power test as well as an 

alternative value test regarding such control. The major difference, however, is that 

Japanese tax law has adopted a 5% threshold for defining domestic shareholders, 

whereas U.S. subpart F uses 10% threshold to define "U.S. shareholders".187 

 

Another difference between the U.S. and the Japanese systems refers to the 

type of interests held by domestic shareholders. Under U.S. law, the 10% threshold of 

"U.S. shareholders" includes total combined voting power of all classes of stocks 

entitled to vote. Under Japanese law, the 5% threshold excludes stocks without a right 

to receive dividends.188 Such exclusion might allow a tax planning to avoid the 

definition of Japanese "shareholder". Consider the case where a foreign company 

(FC) issues different classes of stocks. All stocks have the same voting rights but 

some stocks exclude dividends rights. A Japanese shareholder owns 4% of stocks 

with dividend rights in FC and additional 6% of stocks with no dividends rights. 

Although this shareholder owns more than 5% of FC stocks, he is not considered a 

Japanese "shareholder" because the stocks with no dividend rights shall not be taken 

into account for the purpose of the 5% threshold. The result is that 10% of FC stocks 

are held by Japanese person but the definition of Japanese "shareholder" is avoided.   

                                                 
187 For more about the Japanese ownership test, see Way, Brockman, Otsuka & Takagi, Foreign 

Income Business Operation in Japan, 969 Tax Management, A-68 (1999).  

 
188 Id. at 121. 
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4. “Means of Control” Doctrine 

 
 
Another method to define "control" in a corporation is by "means of control". 

Under this doctrine, control in a corporation may be achieved by several different 

means and the definition of “control” should cover all of them. As opposed to other 

approaches, the “means of control” doctrine seeks for the effective control of the 

company and focuses on the management decisions taken on behalf of the company. 

According to this approach, "control" shall be defined as owning, directly or 

indirectly, more than 50% of one or more of the following means: (a) voting rights; 

(b) right to participate in current profits of a company; (c) right to participate in 

distribution of a company's profits or assets upon liquidation, dissolution and winding 

up; (d) right to appoint directors; or (e) right to order a person, who has one of the 

rights mentioned above, how to use that right.189  

 

The first three means (i.e. voting power, participation in profits and asset 

distribution upon liquidation) are common in many tax systems. However, the major 

difference is by targeting the right to appoint directors, and the right to order other 

persons how to use their rights. This condition might cause an administrative burden, 

as it requires reviewing shareholders' agreements and the relationship among them. 

However, since CFC legislation should target "controlled" corporations, it seems that 

such a burden is justified.  

                                                 
189 The “means of control” doctrine is used by Israeli law in different contexts. See e.g., Section 75B of 

the Israeli Income Tax Ordinance. 
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5. Attribution Rules of Ownership 
 
 

All tax systems above include in their ownership test both direct and indirect 

ownership. The indirect ownership is determined by attribution rules of ownership. 

There is no doubt that indirect ownership should also be taken into account because 

otherwise, shareholders may avoid the ownership test by simply divesting themselves 

of direct ownership. By using simple tax planning, taxpayers can hold their interests 

in a CFC through family members, companies, trusts and any other related entities. 

The question, however, is not about the necessity of attribution rules of ownership, 

but how these rules should be specifically implemented.  

 

5.1 Attribution Rules under U.S. Law 

 

The attribution rules of ownership under U.S. law apply to both definitions of 

“control” and "U.S. shareholder”.190 This means that while calculating the 50% 

control test or the 10% shareholder threshold, not only direct interests shall be taken 

into account, but also indirect interests. The relevant attribution rules of ownership 

are set in I.R.C. § 318. These rules deal with attribution of ownership interests to 

shareholder from family members. Other type of attribution is from a corporation to 

an individual (i.e. when an individual owns a corporation and the latter owns another 

corporation). Another possible attribution is to a corporation, whenever an individual 

has ownership interests in more than one corporation and his interests in one 

                                                 
190 I.R.C § 958(b). 
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corporation are attributed to another company. The following discussion demonstrates 

that, for CFC purposes, the current U.S. attribution rules of ownership include some 

potential loop holes.  

 

I.R.C § 318(a)(1) deals with family members. The general rule is that an 

individual shall be considered as owning the stock owned, directly or indirectly, by or 

for: (i) his spouse (other than legally separated spouse); and (ii) his children, 

grandchildren and parents. It is quite surprising that the definition of "family 

members" under § 318(a)(1) is relatively narrow. It excludes, for example, brothers 

and sisters and grandparents. One may notice that there is inconsistency even within 

the attribution rule itself. Interests of grandchildren in a company shall be attributed 

to their grandparents but not vice versa.191 If grandparents and grandchildren are close 

enough to trigger the attribution rule of family members, it is not clear why such rules 

do not operate at the same manner to both directions.    

  
 
Further, excluding brothers and sisters from the list of family members allows 

a simple tax planning to avoid a CFC status. Suppose a foreign corporation held by 

several brothers and sisters. As long as each one of them owns less than 10% of the 

company, no attribution rules shall apply and the definition of U.S. "shareholder" 

                                                 
191 Since grandparents are not on the list of family members under § 318(a)(1), their interests in a 

company shall not be attributed to the interests of their grandchildren. Assume the case of a foreign 

company where a grandfather owns 5% of the company and his grandson owns another 5%. According 

to the attribution rules, the grandfather shall be deemed as owning the total of 10% interests (i.e. his 

5% direct interests and another indirect 5% attributed from his grandson). The grandfather shall 

therefore be considered as U.S. "shareholder" for CFC purposes. On the other hand, his grandson owns 

only 5% of direct interests because no other interests shall be attributed to him. As a result, the 

grandson shall be excluded from the definition of U.S. "shareholder" for CFC purposes.     
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shall be avoided. If one of the brothers or sisters is not a U.S. person (i.e. does not 

have U.S. citizenship and resides outside the U.S.), it would be even simpler to avoid 

a CFC status. Such person can own more the 50% interests of the corporation and the 

"control" test shall not be satisfied.192           

  
Another set of rules under I.R.C § 318(a)(2)-(3) covers the attribution of 

interests from and to partnerships, estates, trusts and corporations. The basic rule for 

attribution of interests from a corporation under § 318(a)(2)(C) provides that if a 

person (individual or entity) owns 50% or more in corporation X, such person shall 

be considered as owning the stock owned by corporation X (in other corporations) 

according to the proportion that such person owns in corporation X.193 

 

Attribution of interests to corporations are mandated by § 318(a)(3)(C). The 

relevant rule in this case determines that when a person owns 50% or more in 

corporation Z and such person also owns certain interest in corporation W (e.g. 30%), 

corporation Z shall be treated as owning the entire interest (30% in this example) in 

corporation W.   

 

It seems that such rules, for CFC purposes, do not always achieve justified 

results. For example, when a U.S. person owns 60% of the stocks in company X, and 

                                                 
192 This argument refers to the situation under which a foreign company is held by a U.S. brother and a 

foreign sister. In case the sister owns 51% of the company, the control test is not met because no U.S 

person owns more than 50% of the company. Since no indirect ownership shall be attributed to the 

U.S. brother, the foreign company shall not be regarded as a CFC.        

 
193 To illustrate, if D owns 50% in company X and company X owns 40% in company Y, D shall be 

treated as owning 20% (50%*40%) of company Y. 
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company X owns 80% of the stocks in foreign company Y, it is obvious that such 

person effectively controls both companies. Direct control in company X is achieved 

by owning 60% of the stocks of company X. Indirect control in company Y is 

maintained through the 80% of stocks owned by company X. In other words, such 

U.S. person has full control in foreign company Y through company X, and the 

ownership test needs to be satisfied accordingly. Surprisingly, applying the technical 

rules of § 318(a)(2)(C) leads to a different result, under which the ownership test is 

not met. Interests in this case are attributed to the U.S. person from company X 

according to his/her proportion in company X. Such U.S. person is considered as 

owning only 48% (i.e. 60%*80%) in company Y. The result is that, although the U.S. 

shareholder controls de facto foreign company Y, the 50% control test under § 957(a) 

is not satisfied.194  

 

In order to rectify this unjustified result the relevant attribution rules should be 

reviewed. It seems that the attribution rules should be similar, whether interests are 

attributed from or to a corporation. The proposed rule under this dissertation is to 

attribute the entire interests (not just a proportion of them) to or from a corporation. 

This way, whenever a U.S. shareholder owns 50% in a given company, the entire 

interests owned by this company in other companies (including in foreign 

corporations) shall be attributed to such U.S. shareholder.  

 

                                                 
194 See infra Figure 3. 
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5.2 Attribution Rules of Ownership under U.K. Law 

 

The attribution rules of ownership under U.K. law are broader yet simpler 

than Subpart F. In addition to the rights and powers which a "participator" possesses 

(or is entitled to acquire), the rights and powers of certain other persons may be 

attributed to him and count as his rights for the purpose of determining control in a 

given company. The rights attributed to a participator are:  (i) the rights and powers of 

his nominee, (ii) the rights and powers of his associates (including nominees of the 

associates); and (c) the rights and powers of any company of which he alone or he 

together with his associates or nominees have control.195 

 

"Nominee" is defined under ICTA as a person, who possesses rights and 

powers in a company on behalf of the participator, or may be required to exercise 

such rights and powers on the participator's direction or behalf.196 

 

The definition of the term "associate" under ICTA § 417 is: (a) any relative 

(i.e. spouse or civil partner, parent or remoter forebear, child or remoter issue, brother 

or sister) or partner of the participator; (b) trustees of any settlement in relation to the 

participator, or any relative of his (living or dead); and (c) shares or obligations of a 

company which are subject to any trust, or are part of the estate of a deceased person 

in relation to the participator. 

                                                 
195 Corporation Tax Self Assessment, Guidance Note of the Inland Revenue on Controlled Foreign 

Companies, section 4.1.9. 

 
196 Id. 
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As to attribution of interests to or from corporations, U.K. law attributes the 

entire interests from or to a company, as long as a company is controlled by the 

relevant "participator". Another related term used by ICTA §416 is "associated 

company". This term refers to a company that at a given time, or at any other time 

within the previous year, was controlled by another company or both companies were 

under the control of the same person or persons.197  

 

In sum, the attribution rules of ownership should cover indirect ownership in a 

corporation. These rules are essential for the purpose of the "control test" and for 

domestic "shareholder" definition. However, the attribution rules need to be broad 

enough to include indirect ownership yet clear and simple to be easily implemented. 

 

Based on the comparison above, it appears that the U.K. attribution rules are 

more effective than the U.S. attribution rules. First, the definition of relatives under 

U.K. law is much broader. As opposed to U.S. law, U.K. ICTA includes brother and 

sisters, grandparents, civil partner and even business partners.  

     

Second, attribution rules from corporations are also more effective under U.K. 

tax law. The same rule applies whether interests are attributed to a corporation or 

from it. The concept is that the entire interests shall be attributed to the person that 

controls the company. This rule is appropriate because when a person controls 

company X, such person in fact controls all other entities, controlled by company X. 

 

                                                 
197 ICTA § 416(1). 



 91 

 C. The Income Test   

 

Once the ownership test is met, it means that a foreign company is controlled 

by domestic shareholders; however it does not necessarily mean that such company is 

classified as a CFC. The second element to determine a CFC status is the income test. 

This test refers to "tainted" income earned by a foreign company, which should not 

enjoy the privilege of tax-deferral. Generally, there are two primary methods in which 

countries have structured the income test as part of their CFC regime: the 

transactional approach and the jurisdiction-based approach.198 

 

Transactional approach is transaction oriented. It defines certain types of 

"tainted" income, which it believes should not receive deferral. Each type of income 

earned by a foreign company is examined on a transactional basis to determine how 

much of "tainted" income such company has earned. This approach usually involves 

highly detailed rules to distinguish between the different types of income. The 

transactional approach is generally implemented by the United States, Canada, 

Australia and Germany.  

 

The jurisdiction-based approach is a criteria oriented. It does not focus on 

transactional level. Instead, it defines certain criteria (e.g. certain jurisdictions in 

which foreign companies are located or minimum applicable foreign tax rates). Once 

the relevant criteria are met, the entire income of the foreign company shall be 

considered "tainted". If the criteria are not satisfied, deferral might be available for 

                                                 
198 See NFTC Report at 4-2. 
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the entire income. The jurisdiction-based approach was adopted by United Kingdom, 

Japan and France. The jurisdiction-based approach and the transactional approach 

provide certain exceptions and exemptions that tend to minimize the differences 

between them.199    

 

1. The Transactional Approach 

 

The transactional approach focuses on each transaction and attempts to target 

only “tainted” income which should not enjoy tax-deferral, as opposed to "un-tainted" 

income that may be deferred. The methods of implementing the transactional 

approach may vary among different countries.  

 

1.1 U.S. Approach to the Income Test 

 

 

U.S. Internal Revenue Code uses the term “Subpart F income” to define 

tainted income.  Such income tends to have a passive character; therefore, it is usually 

taxed on a current basis.  In general, “Subpart F income” include the following types 

of income: (1) “foreign base company income”; (2) certain insurance income; (3) 

international boycott-related income; (4) illegal bribes, kickbacks and similar 

payments; or (5) income from certain ostracized foreign countries.200  

 

                                                 
199 See NFTC Report at 4-2. 

 
200 For more about "Subpart F income" see infra discussion in Chapter V Paragraph B.  
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The most common type of “Subpart F income” is the “foreign base company 

income”. Such income may be in the form of: (i) foreign personal holding company 

income; (ii) foreign base company sales income; (iii) foreign base company services 

income; and (iv) foreign base company oil related income.201  

 

Foreign personal holding company income generally includes passive income 

such as rents, royalties, interest and annuities.202 The primary target of the foreign 

base company sales/service income is to tax any income from transactions, when a 

CFC is being used largely as a conduit for diverting income from the U.S. to a low-

tax country in which the CFC is organized. As a general rule, two basic requirements 

have to be satisfied under the foreign base company sales/service income: (i) 

existence of a related person; and (ii) sales or performance of services provided 

outside the country in which the CFC is created or organized.203 The assumption 

behind these rules is that when sales or services are provided between a CFC and a 

related company, and such activity takes place outside the country in which the CFC 

is incorporated, it is most likely that this activity has no economic significance but for 

shifting income to a low-tax jurisdiction. For example, when a U.S. company 

establishes a wholly owned subsidiary in a tax haven, and such subsidiary purchases 

all its products from the parent company and sells them around the world, the income 

                                                 
201 I.R.C § 954(a). The Jobs Creation Act has repealed § 954(a)(4) and § 954(f) dealing with foreign 

base company shipping income and income derived from space or ocean activity. 

   
202 I.R.C § 954(c). 

 
203 See e.g., I.R.C § 954(d). 
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in the hands of the subsidiary shall generally be treated “Subpart F income”. The 

reason is that sales are conducted between related parties (i.e. parent and subsidiary) 

and the sales of the subsidiary take place outside the country in which the subsidiary 

is incorporated. 

  
1.2 Canadian Approach to the Income Test 

 
 

The Canadian transaction-based system is perhaps the least anti-competitive 

CFC regime.204 Generally, any income from an "active business" is not "tainted" and 

is not attributed to shareholders of a Canadian CFC.205 Active business of a foreign 

affiliate under Canadian Income Tax Act means any business carried on by the 

affiliate other than (a) an investment business carried on by the affiliate, or (b) a 

business that is deemed by subsection 95(2) of the Canadian Income tax Act to be a 

business (e.g. a bank, a trust company, a credit union, an insurance corporation or a 

trader or dealer in securities or commodities).206  

  

 Income from "investment business" is attributed to the shareholders of a 

Canadian CFC. Investment business of a foreign affiliate under Canadian law means 

a business carried on by the affiliate, where the principal purpose of which is to 

derive income from: (i) property (including interest, dividends, rents, royalties or any 

                                                 
204 See NFTC Report, at 136. 

 
205 See also B. Arnold, Taxation of Controlled Foreign Corporations: An International Comparison 

(Canadian Tax Paper No. 78, 1986). 

 
206 See R.S.C. 1985 Chapter 1, (5th Supp.), §95(1) of Canadian Income Tax Act (1985). 
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similar returns or substitutes); (ii) income from insurance or reinsurance of risks; (iii) 

income from the factoring of trade accounts receivable; (iv) or profits from the 

disposition of investment property.207 

 

As to foreign sales/services income, Canadian Income Tax Act requires the 

same two conditions required under U.S. subpart F: the "related person" test and the 

"geographical" test. The "tainted" income of a Canadian CFC shall include any 

income from the performance of services or sale of property where: (i) Canadian 

company does not deal with its foreign affiliate at arm's length standard; and (ii) the 

property was not manufactured, produced, grown, extracted or processed in the 

country under whose laws the affiliate was formed and governed.208  

 

Taxable capital gains or losses of a foreign affiliate from the disposition of 

property are generally computed as if the affiliate is resident in Canada. Capital gains 

realized on property that was used to generate "tainted" income are attributed to 

Canadian shareholders.209 

 

 

 

                                                 
207 Id. 

208 Id. at §95(2). The sale of such property shall be deemed to be a separate business, other than an 

active business, and any income of the affiliate that pertains to or is incident to that business shall be 

deemed to be income from a business other than an active business. 

209 Id. 
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Canadian tax law also includes several exceptions with respect to "tainted" 

income. For example, it provides that deemed amounts paid by a related foreign 

corporation to a CFC shall be active business income in the hands of the CFC, if the 

amount is deductible in computing the income of the payer corporation.210 

 
1.3 German Approach to the Income Test 

 

Germany, similar to the U.S. and Canada has adopted a transaction-based 

income test. The German CFC rules attribute certain "tainted" income to German 

shareholders of a CFC as a deemed dividend.211 A potential problem is that Germany 

has a number of tax treaties, which exclude dividends from German tax. While a 

number of tax treaties require a CFC to be engaged in active business to obtain such 

benefit, other treaties do not. In the past, German taxpayers could avoid the German 

CFC rules when a CFC had no business activity and it was located in a country with 

which Germany had a tax treaty that exempts all dividends from German tax. The 

German legislature was aware to this problem and took some steps to deal with it. 

However, there are still situations in which German companies can avoid domestic 

tax through treaty exemptions.212 

                                                 
210 See also NFTC Report, at 136. 

 
211 In 1992, Germany amended its CFC provisions to add a new category of tainted income. This 

income is called income with capital investment character (i.e. a portfolio income). It applies when 

such income is more than 10% of the foreign corporation's gross income or DM 120,000. See Juergen 

Killius, Foreign Income Business Operation in Germany, 962 Tax Management (1996), A-37.   

 
212 See NFTC Report, at 45. 
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Although the German system is generally a transaction-based system, it is also 

modified by jurisdiction-based elements. For example, Germany has an unofficial list 

of countries, whose effective corporate tax rate is less than 30% and another list of 

countries, whose tax rate is more than 30%.  All income that is not on the enumerated 

list of exempt types of income (i.e. income of a CFC that is not subject to taxation at 

effective tax rate of at least 30%) is treated as "tainted".213  

 

2. The Jurisdiction-Based Approach 

 

The jurisdiction-based approach, as opposed to the transactional approach, 

does not examine each transaction but rather determines overall criteria for applying 

the income test. Such criteria may include, for example, certain level of foreign tax 

rate imposed on the foreign income, certain amount of "tainted" income or certain 

jurisdictions in which a company is located. According to the jurisdiction-based 

approach, if a foreign corporation meets a certain requirement, the entire income of 

the foreign company (tainted and un-tainted) is taxed by the CFC rules. On the other 

hand, if such requirement is not satisfied, the entire income of the company (again 

tainted and un-tainted) shall not be taxable. This approach is generally taken by the 

United Kingdom, Japan and France.214 

 

                                                 
213 Id. at 36. 

 
214 See NFTC Report, at 4-2. 
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2.1 U.K. Approach to Income Test 

 

The income test of U.K. law refers to a “lower level of taxation” in the CFC's 

territory. The general rule under ICTA is that a company is subject to a “lower level 

of taxation” if it paid taxes less than three quarters of the corresponding U.K. tax rate 

on the same type of profits.215 In other words, only if a foreign company has paid 

foreign taxes in its jurisdiction, which are less than 75% of the equivalent U.K. tax, 

the income test is satisfied. The rationale behind this rule is if significant amount of 

foreign taxes were paid (i.e. 75% of the applicable U.K. tax), it is most likely that no 

tax avoidance is involved; therefore, the U.K. CFC regime should not come into play.  

 

Following the same rationale, ICTA has adopted a list of excluded 

countries.216 The purpose of this list is to exempt those companies that, because of the 

territory in which they are resident or incorporated, can reasonably be assumed not to 

be involved in tax avoidance. ICTA has implemented some other exemptions from 

apportionment. A major exemption is the exempt activities test, which excludes under 

specific conditions, certain type of income from the application of the U.K. CFC 

regime. The purpose of this test is to allow an exemption to a foreign company that, 

because of the nature of its activities, can reasonably be assumed that it is not being 

used for reducing U.K. taxes.217  

                                                 
215 ICTA § 750(1). 

 
216 See Corporation Tax Self Assessment, Guidance Note of the Inland Revenue on Controlled Foreign 

Companies, section 3.1. 

 
217 Id. at section 3.3.1. 
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In general, the U.K. exempt activities test requires that a CFC must have a 

territory of residency, a “business establishment”, an effective management in its 

territory of residency and its main business must not consist of an investment 

business, or dealing in goods for delivery to or from the U.K. or to or from a related 

party.218 By allowing this exempt activities test, ICTA provides a “safe harbor” rule; 

to the extent a CFC meets all the requirements of this exemption. Conceptually, it is a 

different approach than the approach taken by Subpart F because Subpart F provides 

complicated tests and rules for what would be considered as “tainted” income, but 

there are only minor safe harbor tests for income that would not be considered as 

“tainted”.219  

 

2.2 Japanese Approach to the Income Test 

  

 

The Japanese CFC regime has generally taken the same approach as the U.K. 

regime, but with some changes regarding the relevant tax rates. The Japanese CFC 

regime attributes all of the CFC's income to domestic shareholders if the CFC's 

foreign tax rate is less than 25%.220 Since the corporate tax rate in Japan in 2008 is 

30%, such fixed threshold of 25% represents a requirement that a CFC will bear 

foreign tax rate of at least 83.3% of the equivalent Japanese corporate income tax. 

                                                                                                                                           
 
218 Id. Section 3.3.3. 

 
219 For more detailed discussion about the U.K. exempt activities test see infra Chapter V. 

 
220 Tax Bureau, Ministry of Finance: An Outline of Japanese Taxes, 115 (2005).  
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Further, Japanese tax law provides a major exemption, under which no 

income is attributed to the shareholders of a CFC if it is engaged primarily in 

legitimate business activities.221 This exemption is available if certain requirements 

are satisfied (e.g. the CFC should have a fixed place of business, the CFC should be 

managed and controlled as an independent unit and the business of the CFC should be 

conducted primarily in the country of the CFC).222 The requirement that the Japanese-

owned CFC must manage its own business is essentially a formal one. It is satisfied if 

the meetings of the directors and shareholders are held in the country of the CFC and 

the books and records are maintained in that country. 

 

Similar to the U.K. exempt activities test, the Japanese exemption also 

provides a clear "safe harbor" for Japanese taxpayers. Once all the relevant conditions 

of this exemption are met, a domestic taxpayer can be confident that the Japanese 

CFC regime shall not tax his/her foreign active income.  

 

2.3 French Approach to the Income Test 

 

The French income test is a jurisdiction-based system, applicable to CFCs in 

countries with a "privileged tax system." In general, a foreign country is considered to 

have a privileged tax system when the foreign tax actually borne by a CFC is less 

than 66% of the applicable French tax rate. 

                                                 
221 Id. 

 
222 See infra discussion regarding business activities exemption under Japanese tax law in Chapter V.   
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A country is also considered to have a privileged tax system if it does not 

impose tax on foreign-source income of corporations. 

 

Similar to U.K. tax system, the relevant threshold used by the French system 

refers to certain percentage out of the applicable domestic tax rate.223 However, the 

French threshold is more relaxed than the U.K. threshold as it refers to 66% of the 

applicable French tax compared to 75% of U.K. tax rate. France also has an unofficial 

list of countries that are considered tax havens. Once the French CFC regime applies, 

the entire income of the CFC is attributed to the French shareholders.224  

          

An exemption from the French CFC rules is provided when operations of the 

CFC do not have the primary effect of localizing profits in the CFC country. The 

basic rationale is to ensure that: (i) the CFC is engaged principally in an active 

business; and (ii) the CFC has a genuine economic reason for being in its country. For 

this purpose, a CFC is considered to be engaged principally in an active industrial or 

commercial business if more than 50% of the CFC's gross revenue is derived from 

industrial or commercial activities.225 

 

 

                                                 
223 For more about the French CFC rules, see P. Leverse-Pearson, French CFC Rules – New 

Guidelines, 25 Tax Plan. Int'l Rev., (1998). 

  
224 Id. 

 
225 Id. 
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To meet the requirement that operations are carried on principally in the 

CFC's country of organization, a CFC must derive more than 50% of its gross 

revenue from: (a) the sale of goods manufactured by the CFC in its country of 

organization; or (b) from the sale of goods or from services rendered in the country of 

the CFC.226  

 

Another interesting issue refers to the interaction between French CFC rules 

and tax treaties. In the Schneider case227, a French subsidiary, owned by a Swiss 

corporation, was required to pay tax under French CFC legislation (section 209B). 

The issue was whether the French CFC rules violate the France-Switzerland tax 

treaty. The French High Tax Court held that the provisions of the treaty override 

domestic CFC legislation. The Court also ruled that CFC income is characterized as 

business profits and since the French subsidiary did not have a permanent 

establishment in France, no business profit was recognized. The implication of the 

Schneider decision is that tax treaties generally trump the French CFC rules, which 

cannot apply in the absence of specific provisions in the tax treaties that authorize 

it.228  

                                                 
226 See NFTC Report, at 36. 

 
227 Conseil d'Etat, SA Schneider Electric, No 232276 (June 28, 2002).  

 
228 Marcellin .N. Mbwa-Mboma, French Tax Review: Tax Treaties Trump French CFC Law, 30 Tax 

Notes Int'l, no. 10 (2003), at 1011-1012. 
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D.    Conclusion regarding the Ownership Test and the Income Test 

 

Two basic elements of any CFC regime are: (i) ownership test; and (ii) 

income test. In order for a CFC regime to be effective, both tests should be clear, 

simple and well defined. The ownership test applies to domestic shareholders 

maintaining control in a foreign corporation. The term “control” may be defined in 

various ways. To target actual control, the proposed method to define control is by 

owning, directly or indirectly, more than 50% of “means of control” in a corporation. 

Means of control shall refer to any of the following means: (a) voting rights; (b) 

participation in profits; (c) right to participate in distribution upon liquidation, 

dissolution and winding up; (d) right to appoint directors; or (e) right to order a 

person, who has any of the rights above, how to use such right. 

 

The term domestic “shareholder” is also a very important element of the 

ownership test. The rationale is not to tax any shareholder of a CFC, but only those 

who own substantial interests in the CFC (as opposed to merely portfolio interest). 

While some countries like U.S. have adopted a 10% ownership threshold, it seems 

that such threshold should be lowered to 5%.229 Another important element in the 

definition of domestic "shareholder" is consistency with the definition of "control".230 

                                                 
229 When a CFC is held by many shareholders (owning less than 10% each), an ownership of 9% for 

example, may be significant and therefore should be subject to current taxation.  

 
230 For example, the alternative value test that applies to the "control" test should also apply to the 

definition of U.S. “shareholder”.  
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Domestic "shareholder" should therefore be defined as a person owning, directly or 

indirectly, 5% or more of the “means of control” in the corporation.231  

 

As to attribution rules of ownership, it is obvious that indirect ownership 

should also be taken into account because otherwise, shareholders may avoid the 

ownership test by simply divesting themselves of direct ownership and using instead 

family members, companies, partnerships, and trusts to hold their CFC interests. 

Attribution rules should be an integral part of the ownership test with respect to the 

definitions of “control” and “shareholders”. However, the attribution rules themselves 

must also be clear and simple. They should cover: (a) all family members including: 

spouse or civil partner, parent or remoter forebear, child or remoter issue and brother 

or sister; (b) partner of the shareholder; or (c) any trustees in relation with the 

shareholder. The attribution rules should apply whether or not such family member, 

partner or trustee has the same residency or citizenship as the shareholder.         

 

When attributing interests to or from a company, the same rule should apply. 

If a shareholder controls company X and company X controls a CFC, the 

shareholders shall be deemed as indirectly controlling the CFC. Same rule should 

apply when a person controls both company Y and a CFC. In this case, the 

shareholder's interest in a CFC shall be attributed to company Y. As a result, 

company Y shall be deemed as controlling indirectly the CFC. 

 

                                                 
231 This threshold is similar to the 5% threshold under Japanese tax law. 
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As to the income test, two major approaches are generally common. The first 

is the transactional approach which is transaction oriented. It examines each type of 

income earned by a foreign company on a transactional basis to determine the amount 

of "tainted" income that such foreign company has earned. Only "tainted" income is 

taxable in the hands of the domestic shareholders.  

 

The second approach is the jurisdiction-based approach which is a criteria 

oriented. It does not focus on transactional level; instead, it defines certain criteria 

(e.g., certain jurisdictions in which foreign companies are located or applicable 

foreign tax rates). Once the relevant criteria are met, the entire income of the foreign 

company (whether tainted or not) is subject to taxation. 

 

Since the major role of a CFC regime is to prevent tax- deferral, it seems that 

there is no justification to tax income, which is already being taxed at relatively high 

tax rates. In effect, when passive or active income of a foreign corporation is actually 

subject to significant foreign tax rates, a CFC regime should not come into play 

because no tax deferral is actually involved. This argument leads to the conclusion 

that the jurisdiction-based exemption is preferable when a substantial foreign tax is 

imposed. The question, however, is which threshold of tax rate percentage should 

trigger such exemption. Since most of the major trading countries impose at least 

20% of corporate income tax, it seems reasonable to apply a fixed threshold of 20%. 

Adopting such exemption means that if a foreign company is subject to foreign taxes 

of 20% or more, the entire income of such company (whether tainted or not) shall not 
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be subject to Israeli tax. Since Israeli corporate income tax rate is expected to be 

reduced to 25% in 2010, paying 20% of foreign taxes is not considered as tax 

abuse.232  

 

The concept of maintaining a list of excluded countries may cause some 

unnecessary problems. First, other considerations such as political ones may be taken 

into account in determining which countries should be included in this list and which 

countries should not. Second, since it is relatively easy to shift income between 

jurisdictions, it might leave some room for tax planning. For instance, a corporation 

may be incorporated in an exempt country from the list, but at the same time it may 

shift income to a tax haven. Taking advantage of the territorial tax system in the 

exempt country, the income earned in a tax haven would not be subject to any income 

tax. In addition, due to the listed countries exclusion, such income would be also 

excluded from the application of the CFC regime. The end result might be that 

although the foreign company is incorporated in a country with allegedly high foreign 

tax rate, by shifting income to low-tax jurisdiction, current taxation may be avoided.  

 

The proposed income test under this dissertation does not include a list of 

exempt jurisdictions but determines a 20% threshold of foreign tax rate that was 

actually paid by the foreign company.233   

                                                 
232 Most of developed countries (e.g., USA, U.K., Japan, Canada, Australia, Germany, France, Italy, 

Spain etc) adopted corporate income tax higher than 20%. However, several countries apply corporate 

tax rate lower than 20% such as: Ireland – 12.5%, Cyprus – 10%, Bulgaria – 10%, Serbia – 10%, 

Latvia -15%, Lithuania – 15%, Hungary – 16%, Romania – 16%, Hong Kong – 17.5%, Slovakia –19% 

and Poland – 19%.  
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Applying the proposed ownership and income tests to the Amdocs case,234 

may increase the Israeli tax burden of Amdocs paid to the Israeli tax authority.    

First, the ownership test can be satisfied based on the "means of control" doctrine. 

Amdocs currently avoids the ownership test since no more than 50% of the company 

stocks are owned by Israeli shareholders (i.e. Israeli persons owning 10%). In fact, 

since most of the company's managers and key personnel are Israelis, a thorough 

analysis of the company's "means of control" (and in particular the right to appoint 

directors and the right to order other persons how to exercise their managing rights) 

may lead to the conclusion that Amdocs is actually controlled by Israeli shareholders. 

 

Second, since the parent company is located in Guernsey that imposes no 

corporate tax, the proposed income test is also satisfied because the country in which 

the foreign corporation is incorporated levies less the 20% of corporate tax. 

 

As a result, Amdocs may be considered as a CFC under the new Israeli rules. 

Finally, it is necessary to determine whether Amdocs generates "tainted" income that 

should be taxed by the Israeli CFC regime. For this purpose, the rules proposed by 

Chapter V of the dissertation should apply.235  

                                                                                                                                           
233 The lists of countries may include either “positive” countries that provide an exemption or 

“negative” countries (e.g. tax havens) that automatically trigger the CFC regime. In both cases the 

numerated threshold of foreign taxes that were actually paid is more accurate and effective. 

  
234 See supra description of the case of Amdocs Ltd., at 50-51. 

  
235 See infra discussion of how to define "tainted" income, at 108 – 164.  
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Chapter V:    How to Define "Tainted" Income ? 

 

Chapter IV proposes an income test with a 20% threshold of foreign tax rate.          

The implication of this test is that all type of income (whether active or passive) of a 

foreign corporation shall not be taxed by the proposed CFC regime, to the extent such 

foreign corporation has actually paid foreign taxes abroad equal to at least 20%.    

This exemption is justified because when 20% tax rate is imposed on the income of a 

foreign corporation, no tax avoidance is presumably involved. The issue, however, is 

when the 20% exemption test is not satisfied. When a foreign corporation pays less 

than 20% tax, the question is whether the entire income should be taxed by the CFC 

rules or just certain kind of “tainted” income. To answer this question, it is important 

to keep in mind the delicate balance between the role of a CFC regime to deal with 

the tax deferral issue and the need not to undermine the competitiveness of domestic 

companies operating overseas. Based on these principles, the proposed CFC regime 

should provide clear and simple distinctions between passive and active income.        

Passive income is generally suspected to derive from tax avoidance motivations, thus 

it should be taxed by the CFC rules as "tainted" income. On the other hand, an active 

income is less likely to be used to avoid taxation; therefore it should be excluded 

from CFC taxation.236 The following discussion analyzes several methods to 

distinguish between passive and active income. 

 

                                                 
236 See also Subpart F Study, at page 95.  
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A.    Passive Income under Economic Analysis 

 

Under economic analysis, one possible test to distinguish between active and 

passive income is the taxpayer's level of involvement in generating the income (the 

involvement test). When active income is generated, the taxpayer is usually actively 

involved in maintaining the business operations, hiring employees, spending 

resources on marketing, research and development, etc. On the contrary, when 

passive income is accrued the taxpayer's involvement is minimal because no major 

business operation is required.  

 

Another possible test to distinguish between active and passive income is the 

degree of economic risk that the taxpayer is willing to bear (the risk test). Obviously, 

when active income is generated, it may include operations like lease, hiring 

employees and the purchase of inventory. In this case, the economic level of risk is 

higher than the case of a company that generates only passive income.237 

 

According to this analysis, when a foreign corporation is actively involved in 

generating its income and such activity includes substantial economic risks the 

relevant income should be considered as active income (i.e. "un-tainted"). If a foreign 

corporation is passive in generating its income and it is not subject to substantial 

economic risks, such income should be treated as passive. The main problem is the 

lack of clear and simple standards regarding the involvement test and the risk test. 

                                                 
237 See also Reuven S. Avi-Yonah, The Structure of International Taxation: A Proposal for 

Simplification, 74, Tex. L. Rev. 1309, (May 1996). 



 110 

B. “Tainted” Income under U.S. Subpart F 

 

Subpart F defines “tainted” income, taxable under U.S. CFC regime, as 

“Subpart F income”. Since the issue of “Subpart F income” is extremely complex and 

detailed, the following discussion shall provide only overview of the relevant rules. 

Generally, “Subpart F income” is defined by I.R.C §952(a) to include: (i) certain 

insurance income under §953; (ii) “foreign base company income” as defined under 

§954; (iii) international boycott income under §952(a)(3); (iv) illegal bribes, 

kickbacks and similar sensitive payments under §952(a)(4); or (v) income from 

certain ostracized foreign countries under §952(a)(5).238  

 

1.     Insurance Income 

 
 
Insurance income is attributable to the issuing or reissuing of an insurance or 

annuity contract and would be taxed under subchapter L if such income were 

generated by a domestic insurance company. I.R.C §953(e) also provides an 

exemption rule for certain "exempt insurance income" to be excluded from Subpart F 

insurance income.239 If a foreign corporation receives more that 75% of its total gross 

insurance premiums for the insurance of risks outside its country of incorporation, 

                                                 
238 See I.R.C § 901(j) for the relevant rules regarding ostracized countries.  

 
239 Exempt insurance income is defined as income that is derived by a "qualifying insurance company". 

Treas. Reg. §1.953(c) provides that a CFC, in order to be a qualifying insurance company, must meet 

the following test: (1) CFC must be subject to insurance regulation in its home country; (2) CFC  must 

be licensed and authorized it its home country to sell insurance; (3) CFC must derive more than 50% of 

its "aggregate net premiums" for the year from insuring the "applicable home country risks"; (4) CFC 

must be engaged in the insurance business; and (5) CFC must be the kind of company that would be 

subject to Subchapter L if it were a domestic corporation. 

 



 111 

then the definition of CFC is expanded to include a foreign corporation where more 

than 25% (not 50%) of voting power or value owned by U.S. shareholders.240 While 

taking into account related person under I.R.C §957(b), the ownership threshold of 

U.S. "shareholders" is lowered to include U.S. person owning (directly or indirectly) 

any stock (and not 10%) of interests in foreign corporation.   

 

2.     Foreign Base Company Income 
 

 

The major component of “Subpart F income” is the “foreign base company 

income”. Such income consists of the following types of income: (1) foreign personal 

holding company income; (2) foreign base company sales income; (3) foreign base 

company services income; and    (4) foreign base company oil related income.241  

 

2.1    Foreign Personal Holding Company Income ("FPHCI") 

 

Foreign personal holding company income generally consists of the following 

categories: (i) dividends, interest, rents, royalties, and annuities; (ii) net gain from 

certain property transactions; (iii) net gain from commodities transactions; (iv) net 

foreign currency gains; (v) income equivalent to interest; (vi) income from notional 

principle contracts; (vii) payments in lieu of dividends; and (viii) personal service 

contracts.242 When an item of income falls within more than one category of FPHCI, 

                                                 
240 See special rule for insurance income under I.R.C § 957(b). 

 
241 I.R.C § 954. The Jobs Creation Act has repealed § 954(a)(4) and § 954(f) dealing with foreign base 

company shipping income and income derived from space or ocean activity. 

 
242 I.R.C § 954(c). 
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such income is treated solely as income in the category with the highest priority under 

Treas. Reg. §1.954-2(a)(2).243 

 

2.1.1 Income from Dividends, Interest, Rents, Royalties, and Annuities 

 

 

FPHCI includes all dividends received by a CFC except for certain dividends 

from related persons organized in the CFC's country and distribution of previously 

taxed income under § 959(b).244 For dividends from related persons to be excluded 

from FPHCI, the payer corporation must be organized under the laws of the same 

foreign country as the CFC recipient and a "substantial part" (i.e. at least 50%) of the 

payer's assets must be used in a trade or business (according to § 367(a) principles) in 

that foreign country.245  

 

All interest income as well as amounts treated as original issue discount (OID) 

are generally included in FPHCI. The interest rules, however, provide certain 

exceptions for FPHCI.  For example, interest that is derived in the conduct of banking 

business and qualifies as "export financing interest" as defined under § 904(d)(2)(G) 

is excluded from the FPHCI application.246 Another important exception deals with 

active financing. This provision provides an exception for FPHCI earned by CFC 

                                                                                                                                           
 
243 Treas. Reg. § 1.954-2(a)(2)(ii) lists the priorities of FPHCI as follows: (1) dividends, interest, rents, 

royalties, and annuities; (2) income equivalent to interest; (3) foreign currency gain; (4) gain from 

commodities transactions; and (5) gain from certain property transactions. 

 
244 Treas. Reg. § 1.954-2(b)(1)(i). 

 
245 Treas. Reg. § 1.954-2(b)(4)(i)(A). 

 
246 Treas. Reg. § 1.954-2(b)(2). 
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predominantly engaged in an active conduct of banking, financing or other similar 

business. For this purpose, active conduct of banking or financing applies when 70% 

of the CFC's gross income is derived from transactions with unrelated persons located 

within the same country, under which the CFC is created or organized.247   

 

As far as annuity is concerned, all income derived from annuities is generally 

treated as FPHCI under Temp. Reg. § 1.954-2T(b)(1)(iv). Income from rents and 

royalties are included in FPHCI except for payments received from related persons 

for the use of property within the CFC's country of incorporation (same-country 

exception).248 Another exception applies to rents and royalties received from 

unrelated parties and derived in an active conduct of a trade or business (i.e. active 

rents/royalties exception).249 In this context, active conduct of trade or business 

generally refers to property that: (i) the CFC has manufactured, produced or added 

"substantial value" to the property (excluding marketing functions); (ii) property to 

which the CFC regularly performs active and substantial management and operational 

functions; (iii) personal property ordinarily used by the CFC in an active business; or 

(iv) property leased or licensed as a result of marketing functions by the CFC, if the 

CFC maintains and operates a marketing organization in a foreign country that is 

substantial to the amount of rents or royalties derived from the property.250     

                                                 
247 I.R.C § 954(h). 

 
248 Treas. Reg. § 1.954-2(b)(5). 

 
249 Treas. Reg. § 1.954-2(b)(6). 

 
250 Treas. Reg. § 1.954-2(c)-(d). 
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2.1.2 Gains from certain Property Transactions 

 

FPHCI also includes the excess of gains over losses from a sale or exchange 

of the following types of properties: (a) property that gives rise to dividends, interest, 

rent, royalties or annuities; (b) property that is an interest of a partnership, trust or real 

estate mortgage investment conduits ("REMIC"); and (c) non-income producing 

property.251 The basic idea is whenever certain properties give rise to income which is 

passive in nature, the gain from the sale or exchange of such properties shall also be 

considered as passive income and treated as FPHIC.  

 

Consistent with this logic, inventory, dealer property and property that gives 

rise to rents or royalties derived in an active conduct of trade of business from 

unrelated parties are excluded from FPHIC.252 This rule allows, for example, the 

disposition of a patent that gives rise to active business royalties from an unrelated 

person to be excluded from taxation that would otherwise be treated as FPHIC. 

 

An interesting issue, with respect to the sale of the above properties, refers to 

dual character property. For example, when a CFC uses 60% of an office building in 

its trade or business and rents out the other 40% on a net lease basis. Once the 

building is sold the question is how to treat the gain from such sale. The relevant rule 

                                                                                                                                           
 
251 Treas. Reg. § 1.954-2(e)(1)(i). 

 
252 See the exceptions under Treas. Reg. § 1.954-2(e)(1)(ii). In addition, gain from the sale of 

properties that give rise to income qualifying for the active banking or financing income or for the 

active insurance income shall be excluded from FPHIC under  I.R.C. § 954(c)(1)(B)(i). 
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provides that the property must be treated as two separate properties (i.e. 40% of the 

gain shall be included in the computation of FPHCI and 60% as active income).253 

Gain or loss from the disposition of the property must be bifurcated using the method 

that most reasonably reflects the relative use of the property. Reasonable methods 

may include comparisons of gross income generated from the property or the physical 

division of the property. In case of real property, the physical division of the property 

is the common method to apply in most cases.254   

 

2.1.3 Gains from Commodities Transactions  

 

In general, gains from commodity transactions are considered as a separate 

category of FPHCI.255 The term "commodity" includes tangible personal property of a 

kind that is actively traded, or with respect to which contractual interests are actively 

traded.256 A "commodities transaction" is the purchase or sale of a commodity for 

immediate or deferred delivery or the right to purchase, sell, receive or transfer a 

commodity or any right or obligation with respect to a commodity.257 Commodities 

transactions include: (i) a future or forward contract in a commodity; (ii) a leverage 

contract in a commodity; (iii) an exchange of futures for physical transactions; (iv) a 

                                                 
253 Treas. Reg. § 1.954-2(e)(1)(iv). However, this rule further provides that an interest in a partnership, 

trust or REMIC cannot be dual character property.  

 
254 Id. 

 
255 I.R.C. § 954(c)(1)(C). 

 
256 Treas. Reg. § 1.954-2(f)(2)(i). 

 
257 Treas. Reg. § 1.954-2(f)(2)(ii). 
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notional principal contract in which the income is measured by reference to the price 

of commodity; (v) a purchase or sale of an option to acquire or transfer a commodity; 

and (vi) the delivery of one commodity in exchange for another commodity.258  

 

Two major exceptions exclude commodities transactions gains from FPHCI. 

The first one refers to "qualified active sale". This exception applies if substantially 

all (i.e. at least 85% of the total gross receipts) of the CFC's business is an active 

producer, processor, merchant or handler of the sold commodities.259 For example, if 

a CFC manufactures aluminum, the sale of aluminum by such CFC may be qualified 

for the active sale exception. However, the sale of other commodities that were held 

by the CFC for investment is not a qualified active sale. 

 

The second exception refers to "qualified hedging transactions". This includes 

a bona fide hedging transaction with respect to one or more commodities transactions 

reasonably necessary to the conduct of any business by a producer, processor, 

merchant or handler of commodities in a manner, in which such business is 

customarily conducted by others.260  For example, a CFC that manufactures and sells 

machinery made of aluminum, enters into futures purchase contracts for the delivery 

of aluminum. Such future purchase contracts are bona fide hedging transaction 

because the CFC wants to protect itself against a possible future increase in the price 

                                                 
258 Id. 

 
259 Treas. Reg. § 1.954-2(f)(2)(iii). 

 
260 Treas. Reg. §1.954-2(f)(2)(v). 
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of aluminum used in the machinery it manufactures. Accordingly, any gain or loss 

from the sale of such aluminum future contracts is excluded from FPHCI.261     

 

2.1.4 Net Foreign Currency Gain  

 

Another category of FPHIC is the excess of foreign currency gains over losses 

attributable to any §988 transactions (i.e. certain foreign currency transactions in a 

nonfunctional currency of the CFC).262 Congress included gains from foreign 

currency transactions as part of FPHIC because it generally believed that such gains 

can easily be shifted to low-tax jurisdictions.263  

 

One major exception is provided when foreign currency gains or loss are 

directly related to the business needs of the CFC.264 To meet the business needs 

exception, the foreign currency gain or loss must arise in a transaction that: (i) is 

entered into in the normal course of the CFC's trade or business; (ii) does not itself 

give rise to Subpart F income; (iii) is not a forward, future, option or similar financial 

                                                 
261 See also Treas. Reg. §1.954-2(f)(2)(v)(C). 

 
262 I.R.C § 954(c)(1)(D). 

 
263 Congress in 1986 stated that gains from foreign currency represent "the type of income that can 

easily be routed through a controlled foreign corporation in a tax haven jurisdiction". See Staff of Joint 

Comm. on Tax'n, 100th Cong., 1st Sess., General Explanation of the Tax Reform Act of 1986, at 966 

(1987).  

 
264 I.R.C § 954(c)(1)(D). 
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instrument under § 988(c)(1)(B)(iii); and (iv) is clearly identified from the records of 

the CFC as being derived from such transaction.265 

 

Another exception refers to qualified "hedging transaction". To satisfy this 

exception, the transaction needs to be a bona fide hedging transaction, which also 

meets the business needs requirements. However, hedging of a currency risk incurred 

on behalf of or by a related third party shall not qualify for this exception. To 

illustrate, CFC1 is engaged in an active conduct of trade or business, which does not 

produce any Subpart F income. CFC2 is a member of the same controlled group and 

in charge of entering into hedging transactions to transfer currency risks. CFC1 enters 

into a forward contract to sell new Israeli Shekels ("NIS") to CFC2. At the same time, 

CFC2 enters into a forward contract to sell NIS to an unrelated party. CFC2 is not a 

dealer in NIS spot. Since the forward contract entered into by CFC1 to sell NIS 

hedges a transaction entered into in the normal course of CFC1's business, it qualifies 

as a hedging transaction. Consequently, CFC1's foreign exchange gain from that 

forward contract shall not be treated as FPHIC. On the other hand, the gain or loss of 

CFC2 from the forward contract to buy NIS from CFC1 is considered FPHIC. CFC2 

entered into this agreement to assume currency risks incurred by CFC1; therefore it 

does not qualify as bona fide hedging. 

                                                 
265 Treas. Reg. §1.954-2(g)(2)(ii). 
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The gain of CFC2 from the forward contract to sell NIS to unrelated party is also 

FPHIC because CFC2 entered into this forward contract in order to hedge currency 

risks of CFC1.266 

 

2.1.5 Income Equivalent to Interest  

 

Income equivalent to interest includes income derived from investment 

transactions in which the payment reflects the time value of money, and transactions 

in which payments are in substance for the use of money although are not treated as 

interest.267 Congress in 1986 extended the definition of FPHIC to include income 

equivalent to interest in order to combat tax planning under which taxpayers used 

CFCs to shelter interest-type income from U.S. tax by arguing that such income was 

not traditional interest.268  

 

Income equivalent to interest specifically includes the following income: (a) 

factoring income269; (b) commitment fees; (c) income attributable to the transfer of  

 

                                                 
266 Other than the business needs exception and the hedging exception, several other exceptions may 

apply such as: transactions entered into by a dealer in property, foreign currency gains arising from an 

interest bearing liability, capital gains exclusions and interest exclusion. See Treas. Reg. § 1.954-2(g). 

 
267 Treas. Reg. § 1.954-2(h). 

 
268 See also C. Gustafson, R. Peroni and R. Pugh, Taxation of International Transactions, West Group, 

2nd Edition, 450 (2001). 

 
269 Factoring income means income derived from the acquisition and collection or disposition of a 

factored receivable. The term "factored receivable" means any account receivable or other evidence of 

indebtedness arising out the disposition of property or the performance of services by any person, if 

such account receivable or evidence of indebtedness is acquired by a person other than the person who 

disposed of the property or provided the services that gave rise to the account receivable. See Treas. 

Reg. § 1.954-2(h)(4). 
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debt securities subject to §1058 (i.e. transfer of securities under certain agreements); 

(d) transactions which are in substance loans and a portion of deferred payments 

received for the performance of services 120 days after the services are preformed by 

the CFC; (e) conversion transactions (when the gain is ordinary income); and (f) 

notional principal contracts.270  

 

2.1.6 Income from Notional Principal Contracts  

 

Another component of FPHIC is net income from notional principal 

contracts.271 Such income is denominated in the functional currency of the taxpayer, 

and the value of which is determined solely by reference to interest rate indices.272 

Any item of income, gain, deduction or loss from notional principals contract entered 

into for purpose of hedging FPHIC, shall not be taken into account.273 Congress 

included in 1997 this type of income as FPHIC because it believed that such income 

was economically equivalent to other types of FPHIC income.274 

 

 

                                                 
270 Treas. Reg. § 1.954-2(h)(ii). Certain exceptions are excluded from income equivalent to interest: (i) 

stated or deemed interest under § 954(c)(1)(A); (ii) income from sale of property (unless it is in 

substance a loan); (iii) income attributable to notional principal contracts; and (iv) related party 

factoring income treated as interest. See Treas. Reg. §1.954-2(h). 

 
271 I.R.C. § 954(c)(1)(F). 

 
272 Treas. Reg. § 1.954-2(h)(4). 

   
273 I.R.C. § 954(c)(1)(F). 

  
274 See H.R. Rep. No. 148, 105th Cong., 1st Sess. 543 (1997).  
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2.1.7 Payments in Lieu of Dividends  

 

Payments in lieu of dividends, pursuant to I.R.C §958 agreement are included 

in FPHIC.275 The general rule is that no gain or loss shall be recognized on the 

exchange of securities under §958 by the taxpayer for an obligation under such 

agreement, or on the exchange of rights for securities identical to the securities 

transferred by the taxpayer. In order to meet the requirements of §958 the agreement 

shall: (a) provide for the return to the transferor of securities identical to the securities 

transferred; (b) require that payments shall be made to the transferor of amounts 

equivalent to all interest, dividends and other distributions which the owner of the 

securities is entitled to receive; (c) not reduce the risk of loss or opportunity for gain 

of the transferor of the securities in the securities transferred; and (d) meet all other 

requirements provided by the Treasury. The rationale to include this type of income 

in FPHIC is that Congress believed such payments are economically equivalent to 

dividends.276 

 

 

 

 

 

 

 

 

 

 

                                                 
275 I.R.C. § 954(c)(1)(G). 

 
276 See H.R. Rep. No. 148, 105th Cong., 1st Sess. 543 (1997).  
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2.1.8 Personal Service Contracts  

 

FPHIC also includes amounts received by a contract, under which a 

corporation furnishes personal services if: (i) some person other than the corporation 

has the right to designate (by name or by description) the individual who is to 

perform the services, or the individual who is to perform the services is designated in 

the contract; and (ii) the amounts are received from the sale or other disposition of 

such contract. This provision applies only if at least 25% in value of the outstanding 

stocks of the corporation is owned, directly or indirectly, by or for the individual who 

has preformed, will perform or may be designated (by name or by description) as the 

one to perform such services.277 

 

It seems that this provision is aimed to combat a tax planning under which a 

person, who wishes to furnish personal services, incorporates a CFC and signs a 

personal service contract between the CFC and a third party. When the CFC sells or 

disposes the service contract, the amount received from this sale might not be subject 

to Subpart F. To prevent this, the amounts received from such sale shall be treated as 

FPHIC; to the extent the person who performs the services owns 25% or more in 

value of the CFC's outstanding stocks.    

                                                 
277 See I.R.C. § 954(c)(1)(H). 
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2.2 Foreign Base Company Sales Income ("FBC Sales") 

 

The second category of foreign base company income is FBC Sales income. 

The primary purpose of FBC Sales income is to tax any income such as profits, 

commissions or fees when a CFC is being used largely as a conduit for diverting 

income to low-tax jurisdictions, in which the CFC is organized. 

 

In general, FBC Sales income is recognized if the following two tests are 

met: (i) the existence of a related person; and (ii) the sale that takes place (or the 

property is used) outside the country in which the CFC is incorporated or organized. 

The assumption behind these requirements is when sales between a CFC and a related 

company take place outside the country in which the CFC is created or organized, it is 

most likely that such an activity has no economic significance but for shifting income 

to a low-tax country. For example, a U.S. company establishes a wholly owned 

subsidiary in a tax haven. Such subsidiary purchases all the products from the parent 

company and sells them around the world. The income in the hands of the subsidiary 

shall be treated as FBC Sales income because the sales are conducted between related 

parties (i.e. the parent and the subsidiary), and the sales take place outside the country 

in which the subsidiary is incorporated.  

 

FBC Sales income is derived from: (1) the purchase of personal property 

from a related person and its sale to anyone; (2) the sale of personal property to 

anyone on behalf of a related person; (3) the purchase of personal property from 
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anyone and its sale to a related person; or (4) the purchase of personal property from 

anyone on behalf of a related person. The property which is purchased or sold has to 

be: (a) manufactured, produced, grown or extracted outside the country where the 

CFC is created or organized; and (b) the property is sold for use, consumption or 

disposition outside such foreign country. 278 

 

As far as manufacturing is concerned, the issue is how to determine whether 

the property is manufactured by the CFC. The relevant rule is that property is 

"manufactured" by a CFC if the raw materials are "substantially transformed" by the 

CFC. This is determined based on the facts and circumstances surrounding the 

transformation.279 However, packing, repacking, labeling or minor assembly shall not 

be considered "manufacturing".280 The regulations provide a "safe harbor" rule under 

which when direct conversion costs (i.e. direct labor and factory) constitute 20% of 

the cost of goods sold, the property shall be treated as manufactured by the CFC.281 

 

Another important issue relevant to FBC Sales income is the branch rule. 

This rule intends to prevent the avoidance of FBC Sales income by selling products 

through branches of a CFC in low-tax countries rather than through related persons.  

                                                 
278 I.R.C. § 954(d)(1). 

 
279 Treas. Reg. § 1.954-3(a)(4). 

 
280 Treas. Reg. § 1.954-3(a)(4)(iii). See also Fischbein  Mfg. Co. v. Commissioner 59, T.C. 338 (1972). 

 
281 Id. 
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The branch rule states that if activities, carried on by a branch or similar 

establishment, have substantially the same effect as if the branch were a wholly-

owned subsidiary of the CFC, then the branch shall be treated as the CFC's subsidiary 

for purposes of determining FBS Sales income.282 The regulations do not define the 

term "branch or similar establishment". The IRS, however, has gone beyond the 

narrow definition of branch. It held that an independent manufacture is considered a 

manufacturing branch of a CFC if the CFC controls the manufacturing process, bears 

the risk of loss during the manufacturing and the manufacturer has no interest in the 

product beyond its agreement with the CFC.283 

 

The Tax Court had a different view on this matter. In two different cases it 

held that a manufacturing corporation unrelated to a CFC cannot be a branch or 

similar establishment for FBC Sales income purposes.284 The Service decided in 1997 

to follow the Tax Court's decisions in Ashland and Vetco and issued Rev. Rul. 97-48, 

which revoked former Rev. Rul. 75-7. By accepting the Tax Court's decisions the IRS 

agreed that the branch rule shall not apply to a manufacturing corporation unrelated to 

the CFC. However, Revenue Ruling 97- 48 also provides that activities of a contract 

manufacturer cannot be attributed to a CFC to determine whether the income is FBC 

Sales income. The significance of this position is that, despite the existence of a 

                                                 
282 I.R.C. § 954(d)(2). 

 
283 Rev. Rul. 75-7, 1975-1 C.B. 244. 

 
284 See Ashland Oil Co. v. Commissioner, 95 T.C. 348 (1990). See also Vetco Inc. v. Commissioner, 

95 T.C. 579 (1990). 
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contract manufacturer, the CFC itself shall not be considered a manufacturer for 

purposes of qualifying for the manufacturing exception under Treas. Reg.        

§1.954-3(a)(4). Accordingly, the CFC's income shall give rise to FBC Sales income. 

The branch rule includes separate tests for sales branch and for manufacturing branch. 

A sales branch is a branch through which sales are conducted outside the country of 

organization of the CFC. A sales branch shall be treated as a wholly-owned 

subsidiary of the CFC if the sales income is actually taxed to the CFC at a rate which 

is less than 90 percents of, and at least 5 percentage points less than the rate at which 

the country of the CFC would have taxed the sales income, if such income was earned 

in this country through a permanent establishment.285  

                         

For example, CFC P incorporated in country X and has a sales branch B in 

country Y. Country X imposes 50% tax on the income of CFC P. Country Y levies 

10% tax on the sales income derived by branch B. The 10% tax on the income of 

branch B is less than 90 percent of, and at least 5 percentage points less than the 50% 

tax of country X. As a result, branch B is treated as a wholly-owned subsidiary of 

CFC P and; therefore its sales income shall be considered FBC Sales income in the 

hands of CFC P.286 If the CFC has more than one sales branch, the above mentioned 

test shall be applied to each sales branch separately, treating each branch as a separate 

corporation.287      

                                                 
285 Treas. Reg. § 1.954-3(b)(1)(i). 

 
286 See the example provided by Treas. Reg. § 1.954-3(b)(4). 

 
287Treas. Reg. § 1.954-3(b)(1)(i)(c). See also Figure 4. 
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A manufacturing branch is a branch, which manufactures, grows or extracts 

products sold by the CFC and is located outside the CFC's country of organization.   

A manufacturing branch is treated as a wholly-owned subsidiary of the CFC, if the 

sales income on the products manufactured by the branch and sold by or through the 

remainder of the CFC is actually taxed to the CFC at a rate which is less than 90 

percent of, and at least 5 percentage points less than the rate at which the country of 

the CFC would have taxed the sales income, if such income was earned in this 

country through a permanent establishment.288 

 

Another interesting issue in the context of the branch rules is whether U.S. 

branch of a CFC can generate FBC Sales income. In case the sales income of a U.S. 

branch is effectively connected with U.S. trade or business, and is not protected from 

U.S. tax by any tax treaty, such income shall be excluded from Subpart F income 

under § 952(b). If, however, § 952(b) does not apply, the question would be whether 

FBC Sales income may be generated by the U.S. branch. According to Treas. Reg. 

§1.954-3(b)(2)(ii)(e) income derived by a branch shall not be considered FBC Sales, 

if  similar income derived by a separate CFC under the same circumstances does not 

give rise to FBC Sales income. 

  

 

                                                                                                                                           
 
288 Treas. Reg. § 1.954-3(b)(1)(ii)(c). 
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A branch, for this purpose, is generally treated as incorporated in the same 

country in which it was located.289 Applying this rule to U.S. branch negates the 

existence of FBC Sales income because a separate U.S. company (instead of the 

branch) could not be a CFC. A different conclusion, however, is provided by Treas. 

Reg. §1.864-5(d)(2)(ii)(e), under which U.S. branch of a CFC may generate FBC 

Sales income.290 

 

A common tax planning to avoid FBC Sales income is by avoiding sales to 

related parties. If all sales are made to unrelated parties, the requirements under 

§954(d)(1) are not met; therefore no FBC Sales income is generated. One possible 

method to achieve it is by the use of sales agent. Another method is commissionaire 

arrangements, which typically include the following elements: (i) commissionaire 

purchases and sells goods in its own name; (ii) goods are transferred from CFC to 

commissionaire on consignment basis (i.e. commissionaire bears no inventory risk 

and no receivable risk); (iii) title of goods goes directly from CFC to unrelated 

parties. The use of commissionaire arrangements generally minimizes the risk of 

permanent establishment in local country. It also avoids inter-company sales between 

related parties for subpart F purposes; thus avoids FBC Sales income of the CFC.  

                                                 
289 See the application of this rule in Private Letter Ruling 8509004 (1984).  

 
290 See Treas. Reg. § 1.864-5(d)(2)(ii)(e), example 1.  
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2.3   Foreign Base Company Services Income ("FBC Services") 

 
 

The third category of foreign base company income is FBC Services 

income. This income is in the form of compensation, commission, fees or otherwise 

derived in connection with the performance of services. Similar to FBC Sales income, 

both of the following elements need to be satisfied: (a) existence of a related party; 

and (b) performance of services outside the CFC's country of organization.291 

 

Services are performed on behalf of a related party if: (i) the CFC is paid or 

reimbursed by a related person; (ii) the CFC performs services that a related person is 

obligated to perform; (iii) the CFC performs services with respect to a property sold 

by a related person; or (iv) the CFC performs services whereby substantial assistance 

is received from a related person.292 "Substantial assistance" may include: (a) 

direction, supervision, services and know-how if the assistance provides the CFC 

with skills, which are a principal element in producing the income; or the cost to the 

CFC of the assistance provided is at least 50% of the cost the CFC for performing the 

services293; and  (b) financial assistance, equipment, materials, and supplies furnished 

to the CFC by the related person, but only to the extent the consideration paid by the 

CFC for the purchase or use of the materials is less than arm's length price.294  

                                                 
291 I.R.C. § 954(e). 

 
292 Treas. Reg. § 1.954-4(b)(1).   

 
293 Treas. Reg. § 1.954-4(b)(ii)(b). 

   
294 Treas. Reg. § 1.954-4(b)(ii)(c). 
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The location where services have been performed depends upon the facts 

and circumstances of each case. In general, the location is where the services are 

physically preformed. In case the services are preformed both in the CFC's country of 

organization and outside that country, the income derived from such services must be 

apportioned between FBC Services income and non-FBC income. The apportionment 

is based on the employee hours spent in each location and the degree of skill required 

performing services in each country.295 

 

Another rule relevant to FBC Services income is the guarantee of 

performance rule. Under this rule, a guarantee of performance by a CFC from a 

related person does not generate FBC Services income if: (i) the related person's sole 

obligation is to guarantee performance of services; (ii) the CFC is fully obliged to 

perform the services; and (iii) the related person does not in fact perform the services 

or provide any substantial assistance to the CFC for performing the services.296 

 

The guarantee rule creates an interesting distinction between assignment of 

contract with release of obligation and assignment without a release. For example, 

domestic corporation M enters into a construction contract to build infrastructure in a 

foreign country. If M assigns the contract to its CFC subsidiary and M is released 

from any obligation under the contract, the CFC shall be considered to perform the 

services on behalf of M and accordingly, FBC Sales income might be applicable.     

                                                 
295 Treas. Reg. § 1.954-4(c). 

 
296 Treas. Reg. § 1.954-4(b)(2)(i). 
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If, however, M assigns the contract to the CFC, without being released from its 

original obligation, then M is a guarantor and under the guarantee rule no FBC Sales 

income is generated in this case.297    

 

2.4     Foreign Base Company Oil Related Income ("FBC Oil")  

 

The forth category of foreign base company income is FBC Oil income.298 

Such income is defined by § 907(c)(2) and (3) as income from sources outside the 

U.S. deriving from: (i) the processing of minerals extracted from oil or gas wells; (ii) 

the transportation of such minerals; (iii) the distribution or sale of such minerals; (iv) 

the sale of assets used in the trade or business of processing, transporting or selling 

such minerals; (v) income from dividends from foreign corporation if the CFC is at 

least 10% owner of the foreign corporation (so § 902(b) applies); (vi) income from 

dividends from domestic corporation, to the extent the dividend is foreign source; and 

(vii) the CFC's distributive share of partnership. All dividends, interest and 

distributive share of partnership should be attributable to foreign oil and gas 

extraction income. 

 

 

 

                                                 
297 See Treas. Reg. § 1.954-4(b)(3), Examples 5 and 6. 

 
298 I.R.C. § 954(g). 
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The major exceptions to FBC Oil income are: (a) income derived in 

connection with oil or gas that was extracted in the same country as the source of the 

income; (b) income from oil or gas (or a product of them), which is sold by a foreign 

corporation or a related person for use or consumption in the same country or is 

loaded on an aircraft or vessel in such country as fuel for such aircraft or vessel; (c) 

any income earned by a foreign corporation, which is not a large oil producer (i.e. 

produces less than 1,000 barrels of oil per day).299 

 

3.    International Boycott Income  

 

Subpart F income includes also international boycott income.300 In general, 

international boycott is divided into three different types: (1) primary boycott 

imposed by a country on individuals, entities, property and transactions within the 

boycotting country; (2) secondary boycott, which extends the restrictions imposed by 

the boycotting country to “blacklisted persons” (i.e., those doing business with the 

government, companies or individuals of the boycotted country; and (3) tertiary 

boycott, which extends the boycott restrictions to others doing business with persons 

affected by the secondary boycott.301  

 

                                                 
299 I.R.C. § 954(g)(2). 

 
300 I.R.C § 952(a)(3). 

 
301 For more information about international boycott see C. Gustafson, R. Peroni and R. Pugh, 

Taxation of International Transactions, West Group, 3rd Edition, 1029 (2006).  
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Boycott income shall be considered Subpart F income if a CFC participates 

in or cooperates with an international boycott. Such participation applies when a 

person agrees: (i) to refrain from doing business with or in a country which is the 

object of the boycott, or with a government, company or national of such country; (ii) 

to refrain from doing business with any US person engaged in trade in a country 

which is the object of the boycott, or with the government, companies or nationals of 

that country; (iii)  to refrain from doing business with any company whose ownership 

or management of which is made up, in whole or in part, of individuals of a particular 

nationality, race or religion, or to remove corporate directors who are individuals of a 

particular nationality, race or religion; and (iv) to refrain from employing individuals 

of a particular nationality, race or religion.302  

   

International boycott income is calculated as the amount specifically 

attributable to participation in or cooperation with international boycott multiplied by 

the international boycott factor ("IBF"). The IBF is calculated as a fraction. The 

numerator of which reflects foreign operations which constitute boycott cooperation 

(i.e. purchases, sales and payroll paid in the boycotting countries). The denominator 

reflects the entire foreign operations of that person (or the controlled group to which 

that person belongs).303 

 

                                                 
302 I.R.C. § 999(b)(3). 

 
303 I.R.C. § 999(c). 
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4.    Sensitive Payments 

 

Subpart F income also covers sensitive payments made by or on behalf of a 

CFC during the taxable year.304 Sensitive payments are defined as illegal bribes, 

kickbacks, or other payments made on behalf of a CFC directly or indirectly to an 

official, employee or agent in fact of a government and such payments would be 

unlawful under the Foreign Corrupt Practices Act (1977) if the payor were a U.S. 

person.305 Sensitive payments are not deductible in determining the CFC's earnings 

and profits.306 

 

In this context, it is important to mention the distinction is made by the 

Foreign Corrupt Practices Act between bribes and "grease" payments. While true 

bribes are sensitive payments generating Subpart F income, "grease" payments are 

facilitating or expediting payments to secure the performance of "routine 

governmental action". Such payments, widely practiced in some parts of the world, 

are not treated as sensitive payments for Subpart F purposes, because the foreign 

officials take actions that should, in any event, be taken under local law.307  

                                                 
304 I.R.C. § 952(a)(4). 

 
305 Id. 

 
306 I.R.C. § 964(a). 

 
307 The United States has played an important role in encouraging other countries to penalize and deny 

tax deductions for bribes, kickbacks and similar payments to foreign officials. In 1999 the Convention 

on Combating Bribery of Foreign Public Affairs in International Business Transactions has been 

signed by 34 of the OECD members and ratified by 21, obligates parties to adopt legislation penalizing 

and denying tax deduction for bribes and similar payments. See also C. Gustafson, R. Peroni and R. 

Pugh, Taxation of International Transactions, West Group, 3rd Edition, 1048 (2006).  
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5.    Income from certain Ostracized Foreign Countries 

 

The last category of Subpart F income is income derived from any foreign 

country to whom I.R.C §901(j) applies (i.e. income from certain ostracized 

countries).308 This provision reflects foreign policy considerations to implement 

economic sanctions against countries which are suspected to be involved in 

supporting global terror.  

 

The countries on §901(j) list are: (i) countries whose government is not 

recognized by the U.S. government, unless such government is otherwise eligible to 

purchase defense articles or services under the Arms Export Control Act; (ii) 

countries with whom the U.S. has severed diplomatic relations; (iii) countries with 

whom the U.S. has no severed diplomatic relations but no relations are in fact 

conducted; and (iv) countries which the Secretary of State has, pursuant to §6(j) of 

the Export Administration Act of 1979, designated as a foreign country which 

repeatedly provides support for acts of international terrorism.309 

                                                 
308 I.R.C. § 952(a)(5). Income included in this category is not only considered as Subpart F income but 

also not eligible to any foreign tax credit under § 901(a)(1). 

 
309 I.R.C. § 901(j)(2). Countries included in this list are: Cuba, Iran, Iraq, Libya, North Korea, Sudan 

and Syria. Under § 901(j)(5) the President may determine to waive the denial of foreign tax credit for a 

certain country on the list if it is in the national interest of the U.S. and such waiver was reported to the 

Congress 30 days before granting it together with the reasons for the waiver.  
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6. Special Rules Applicable to Subpart F Income 

 

In addition to all the rules described above, Subpart F provides additional 

exclusions and inclusions, which generally override the regular rules.  

 

6.1 De - Minimis Rule 

 

The de - minimis rule provides that if the sum of gross foreign base 

company income and gross insurance income of a CFC is less than the lesser of (a) 

5% of total gross income of the CFC; or (b) $1 million, then no Subpart F income 

shall be recognized by the CFC.310 Stated differently, no Subpart F income shall be 

recognized if the CFC meets the lesser of the conditions mentioned above. In case a 

CFC has a functional currency other than U.S. dollar, the gross FBCI and insurance 

income should be translated at the weighted average exchange rate to measure against 

the $1 million threshold.311 The de - minimis rule, however, does not apply to income 

from related party factoring of trade and service receivables described under 

§864(d)(1) or (6) (i.e. interest income and portfolio interest covered by §881(c)).312 

Thus, even if the de - minimis exception applies to other FBCI or insurance income, 

interest income covered by §864(d)(1) or (6) and § 881(c) shall nonetheless be treated 

as Subpart F income. 

                                                 
310 I.R.C. §954(b)(3)(A). The de - minimis rule is aimed to avoid the administrative burden of taxing 

U.S. shareholders of a CFC that generates small amounts of foreign base company income. It also 

recognizes that even a CFC primarily engaged in an active trade or business may derive incidental 

items of passive income.   

 
311 Treas. Reg. §1.954-1(b)(1)(i)(B). 

 
312 Treas. Reg. §1.954-1(b)(1)(i)(C). 
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Under § 952(c), Subpart F income is generally limited to current earnings 

and profits of a CFC. According to § 952(c)(2), income excluded from FBCI and 

insurance income under the de - minimis rule may be re-characterized as Subpart F 

income to recapture prior years' Subpart F income, limited by the earnings and profits 

limitation. For purpose of applying the de - minimis rule, the regulations contain an 

anti-abuse rule under which the income of two or more LLCs shall be aggregated and 

treated as the income of a single CFC if one principal purpose for separately 

organizing, acquiring or maintaining such multiple corporations is to prevent income 

from being treated as Subpart F income under the de -minimis test.313  

 

6.2 Full Inclusion Rule 

 
The full inclusion rule provides that if the gross FBCI and insurance income 

of a CFC exceeds 70% of the CFC's total gross income, then all of the CFC's gross 

income shall be treated as Subpart F income.314 Items of income included in FBCI of 

a CFC, due to the full inclusion test, are considered "full inclusion FBCI" and treated 

as separate category of adjusted gross FBCI for purposes of allocating deductions.315 

The basic rationale behind the full inclusion rule is to avoid the administrative burden 

of distinguishing between "tainted" and "un-tainted" income, when the major part (i.e. 

70%) of the CFC's gross income is "tainted". 

                                                 
313 Treas. Reg. §1.954-1(b)(4)(i).  

 
314 I.R.C § 954(b)(3)(B). This rule is based on the assumption that complete termination of deferral is 

justified when most of the CFC's income is tainted. 

 
315 Treas. Reg. §1.954-1(b)(2). 



 138 

One may argue that the full inclusion rule is un-justified. Administrative 

considerations are indeed important, nevertheless, treating 30% of the CFC's un-

tainted income as Subpart F income is unfair and does not promote competitiveness 

among companies operating overseas. Moreover, it seems that the same rationale that 

was appropriate for the de - minimis rule should apply to the full inclusion rule. 

Under the de - minimis rule, the balance between administrative burden and the need 

to prevent tax deferral is 5% threshold of the CFC's tainted income (out of its total 

income). According to the same principle, the full inclusion rule should kick-in when 

the tainted income of the CFC exceeds 95% of its total gross income.316 Similar to the 

de - minimis rule, the regulations include an anti-avoidance rule to prevent from CFC 

to separate its tainted income among other entities in order to avoid the 70% threshold 

of the full inclusion rule.317  

 

6.3 High Tax Exception 

 

Income of a CFC that would otherwise be tainted income is excluded from 

Subpart F under the high tax exception. The condition of this exception refers to 

income which is subject to creditable foreign income tax at an effective rate that is 

greater than 90% of the maximum U.S. corporate tax rate.318 An election needs to be 

done by the controlling U.S. shareholders in order to qualify for the exclusion.319 

                                                 
316 Other lower thresholds may also be reasonable; however, the current 70% threshold seems to 

encompass much more the incidental un-tainted income. 

 
317 Treas. Reg. §1.954-1(b)(4)(i). 

 
318 I.R.C § 954(b)(4). 
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The high tax exception is based on the assumption that when item of income 

is subject to high tax rate of 90% of the applicable U.S. corporate tax rate, it is most 

likely that no tax avoidance is involved in routing the income through a CFC. 

Accordingly, there is no reason to impose domestic tax on the U.S. shareholders of 

the CFC.320 The high tax exception is applied separately to each "item of income". 

The regulations, however, specify grouping rules that are designated to combine 

items of income with substantially similar effective tax rates.321  

 

Another complex issue deals with coordination among the special rules. The 

question is which rule should override when two special rules may potentially apply. 

Specifically, a CFC may have more than 70% of Subpart F income but the entire 

income is subject to high tax rate. In general, the high tax exception overrides the full 

inclusion rule. The regulations provide a specific rule under which if more than 90% 

of a CFC's gross FBCI and insurance income is subject to high tax, the full inclusion 

rule applies.322 The high tax exception also overrides the de - minimis rule.323  

                                                                                                                                           
 
319 Treas. Reg. §1.954-1(d)(1). 

 
320 See Staff of Joint Comm. on Tax'n, General Explanation of the Tax Reform Act of 1986, 100th 

Cong., 1st Sess, at 983 (1987).  

 
321 Treas. Reg. §1.954-1(c)(1)(iii). 

 
322 For example, if a CFC has income of $5 of dividends, $150 of interest and un-tainted income of 

$45. The 70% inclusion rule could apply because the CFC has tainted income of $155 out of $200 (i.e. 

77.5%). In this case the $45 un-tainted income would be included in Subpart F income thanks to the 

full inclusion rule. If, however, more than 90% of the CFC's income is subject to 35% tax rate, then the 

full inclusion rule shall not apply. See Treas. Reg. §1.954-1(d)(6).  

 
323 Treas. Reg. §1.954-1(d)(7), examples 1 and 5. 
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7.     Subpart F – Summary of  Deficiencies 
 

 

From the analysis above, it appears that the concept of "Subpart F income” 

suffers from several deficiencies. First, the existence of so many complex rules makes 

the determination of whether a relevant income is "Subpart F income" not a simple 

task. Further, under the transactional approach, the distinction between tainted and 

un-tainted income has to be examined on a transactional basis. Such complexity leads 

to a substantial administrative burden for both taxpayers and tax authorities.   

 

Another major deficiency is, although the original intent of Subpart F is to 

tax only passive income, the current Subpart F rules extend well beyond passive 

income to encompass some forms of active foreign income.324 For example, active 

financial services income generated by U.S. multinational banks and insurance 

companies may be taxed under Subpart F if certain stringent requirements of the 

“predominantly engaged” test are not met.325 It seems therefore that the application of 

Subpart F to certain categories of active income should be substantially simplified 

and narrowed.326   

 

 

                                                 
324 See e.g., the speech of Pam Olson, Assistant Treasury Secretary for Tax Policy, International Tax 

Monitor, (Dec. 12, 2002). 

 
325 See National Foreign Trade Council, The NFTC Foreign Income Project: International Tax Policy 

For the 21st Century, Section 163, (March 1999). 

 
326 See infra Paragraph D, at 150. 
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C. “Tainted” Income under U.K. Law 

 

The primary approach taken by U.K. law is to treat the entire income of a 

CFC as “tainted” if it meets the income test of low-tax jurisdiction (i.e. less than 75% 

of U.K. tax). Tainted income is generally apportioned to U.K. shareholders of a CFC. 

However, U.K. Income and Corporation Taxes Act (1988) (“ICTA”) provides several 

exemptions, which operate as "safe harbor" rules. Certain income shall be excluded 

from apportionment in case one of the following exemptions is satisfied.  

 

1. Excluded Countries List 

    

This exemption provides that if a CFC is (i) resident in a certain territory 

included in the excluded countries list;327 and (ii) the CFC's non-local source income 

does not exceed 10% of its commercially quantified income or £50,000,328 

(whichever is higher); then no tainted income shall be apportioned to U.K. 

shareholders.329 The purpose of this list test is to exempt those companies which, 

                                                 
327 A company is resident in a certain country for purpose of the excluded countries list if, under the 

laws of that country, the company is liable to pay tax by reason of "domicile, residence or place of 

management". The terms "domicile", "residence" and "place of management" bear the meaning which 

they have under the law of the foreign country and not their meaning under U.K. law. See Regulation 

2(2) and (3) under ICTA. 

 
328 Non-local source income generally includes: (a) distributions from companies outside the CFC's 

territory of residence; (b) gross income and gains on loans or deposits with persons outside the territory 

of residence; (c) gross income and gains received in relation to royalties paid by persons resident 

outside the CFC's territory; (d) gross income and gains in relation to premiums and rents paid in 

respect to property located outside the territory of  the CFC; (e) branch or agency income; and (f) gross 

amount of any other income received by the CFC, which is treated under the laws of the CFC's 

territory as accruing or deriving from outside that territory. 

 
329 Corporation Tax Self Assessment, Guidance Note of the Inland Revenue on Controlled Foreign 

Companies, section 3.1. 



 142 

because of the territory in which they are resident and the nature of their income, can 

reasonably be assumed not to be involved in U.K tax avoidance. If a CFC has a 

branch or agency outside its territory of residence, the net income or gains that arise 

in or derived from that branch or agency shall be treated as part of the CFC's foreign 

source income.330  

 

2. Acceptable Distribution Policy 

 

The second exemption under U.K. tax law is the acceptable distribution policy 

("ADP"). Under the ADP rule, no apportionment of tainted income is required when a 

CFC pursues ADP.331 Broadly, a CFC pursues ADP if within 18 months of the end of 

the accounting period, the CFC pays dividend representing at least 90% of its "net 

chargeable profits" directly or indirectly to U.K. residents.332 In addition, dividends 

paid to the U.K. cannot satisfy ADP to the extent that they are paid out of 

distributions received by the CFC from the U.K., which would have been exempt 

from tax if the CFC had been a U.K. resident. It is fundamental to the ADP test that 

only dividends paid directly or indirectly to U.K. shareholders should be taken into 

account. Where a CFC pays a dividend indirectly to U.K. residents, special 

identification rules are necessary to trace the dividend through the hands of any 

                                                                                                                                           
 
330 Regulation 5(3) and 6 under ICTA. 

 
331 Section 748(1)(a) and (2) of ICTA.   

 
332 The "net chargeable profits" for the purpose of this exemption are defined as chargeable profits for 

the relevant accounting period under Part 5 of ICTA less the CFC's unrestricted creditable tax. See 

Paragraph 3(4A) Schedule 25 of ICTA. 
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intermediate company. The straightforward case is where a dividend ("the initial 

dividend") is paid by a CFC to another overseas company, which in turn pays a 

dividend ("the subsequent dividend") to a U.K. resident. As long as the subsequent 

dividend is paid out of the profits derived from the initial dividend, the initial 

dividend shall be regarded as paid to U.K. residents.333 Moreover, special provision is 

made for cases where a CFC pays dividend specifically out of dividends received 

directly or indirectly from another CFC. In such circumstances, the specified profits, 

up to the amount of the dividend paid, are excluded from the first CFC's net 

chargeable profits.334  

 

3. Exempt Activities Test 

 

The major exemption from application of U.K. CFC regime is the exempt 

activities test. The purpose of this test is to provide an exemption to a foreign 

company, which because of the nature of its activities, can reasonably be assumed 

that is not used for reducing U.K. taxes.335 This exclusion covers a wide variety of 

trading activities and certain types of holding companies. In fact, most of overseas 

subsidiaries of U.K. groups (especially those which carry on trades) are likely to 

satisfy the exempt activities test.336 

                                                 
333 Paragraph 4 Schedule 25 of ICTA. 

 
334 Paragraph 3(5) Schedule 25 of ICTA. 

 
335 Corporation Tax Self Assessment, Guidance Note of the Inland Revenue on Controlled Foreign 

Companies, section 3.3.1. 

 
336 Id. at 3.3.2. 
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The conditions of the test are strict and companies who wish to secure 

exclusion under the test need to meet all the relevant requirements. Failure of the 

exempt activities test does not of itself imply that the CFC is being used to reduce 

U.K. taxes. Such CFC may be excluded under one of the other exclusions. If a CFC 

meets the exempt activities test, its entire income is excluded from U.K. taxation. 

U.K. legislation, however, does not permit the apportionment of only part of the 

CFC's income. 

 

To satisfy the exempt activities test, a CFC must satisfy all of the following 

conditions: (i) CFC has a "territory of residence"; (ii) it has “business 

establishment” in the territory of residence; (iii) it must be “effectively managed” in 

its territory of residence; (iv) and its main business must not consist of certain 

activities (e.g. investment business or dealing in goods for delivery to or from the 

U.K. or to or from a related party) unless it is a holding company.337 

 
The first condition of territory of residence is defined as a single territory of 

residence in which the CFC is liable to pay tax by reason of domicile, residence or 

place of management.338  In case there are more than one territories falling within this 

definition, the relevant territory or residence shall be the one where the CFC's place  

 

 

                                                                                                                                           
 
337 Section 748(1)(b) of ICTA and Part II of Schedule 25. 

 
338 Section 749(1) of ICTA. 
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of management is actually located.339 Where a CFC has no territory of residence in 

accordance with section 749(5), it may be regarded, solely for the purpose of the 

exempt activities test, as resident in the territory in which its business affairs are 

effectively managed. 

 

The second requirement of the exempt activities test is "business 

establishment". The purpose of this requirement is to ensure that a CFC has 

reasonably permanent physical presence in its territory of residence. "Business 

establishment" means "premises" such as: (i) office, shop, factory or other building; 

(ii) a mine, oil or gas well, a quarry or any other place of extraction of natural 

resources; or (iii) a building site, a site of construction or installation project provided 

that the building work or the project lasts for at least 12 months.340  Such "premises" 

should be: (a) occupied or intended to be occupied and used with a reasonable degree 

of permanence; and (b) located where the CFC's business in the territory of residence 

is wholly or mainly carried on. It is not necessary for the CFC to own its premises; 

however, such premises should be occupied and available for the CFC's use at all 

times. 

 

 

 

   

                                                 
339 Since the place of management is not always very clear, section 749(2) provides that if there are 

two territories of management, the territory of residence shall be the one where the greater amount of 

the company's assets is located. 

 
340  Paragraph 7 Schedule 25 of ICTA. 



 146 

The third condition of the exempt activities test requires that the CFC's 

business affairs should be "effectively managed" in its territory of residence. Under 

Paragraph 8(1) Schedule 25 of ICTA, a CFC shall not be regarded as effectively 

managed in its territory of residence unless: (i) the number of persons employed by 

the company in the territory in which it is resident is adequate to deal with the volume 

of the company's business;341 and (ii) any services provided by the CFC for persons 

resident outside that territory, are not in fact preformed in the U.K. 

  

Finally, the exempt activities test includes further conditions under which the 

CFC's "main business" should not include certain activities such as: (i) "investment 

business" (i.e. holding or dealing in securities, holding intellectual property and 

leasing of any description of property or rights); (ii) dealing in goods for delivery to 

or from the U.K. or to or from connected or associated persons; and (iii) in the case of 

a CFC engaged primarily in wholesale, distributive or financial business, the CFC's 

gross trading receipts from related parties should not exceed 50% of its total gross 

receipts.342 These conditions do not apply to a "holding company" whose main 

business is to hold shares or securities in subsidiary companies. 

 

 

                                                 
341 This requirement is met if the stuff employed by the company in its territory of residence are 

sufficient in numbers, qualifications and experience to supervise, control and carry out the bulk of the 

company's profit-making activities. However, it is not required that all the company's employees 

should be located in its territory of residence. 

 
342 Paragraph 6(2)(b) Schedule 25 of ICTA.    
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There is no statutory definition under U.K. law to the term "main business". 

Generally, it is a question of facts and circumstances. In cases of doubt the factors to 

be considered include: the level of turnovers, the amounts of capital investment and 

the level of profitability of the company's various activities. Where a CFC carries on a 

single trade, this will normally be its main business. Where it carries on more than 

one trade, the main business is likely to be the trade which generates the highest 

income and profit. The time devoted by employees to different activities is a poor 

indication of the "main business" since investment income is, by its nature, passive 

and less likely to absorb staff time than an active trade. 

 

A CFC cannot satisfy the exempt activities test if its main business consists of 

dealing in goods for delivery to or from the U.K. or to or from connected or 

associated persons.343 However, goods which are actually delivered into the CFC's 

territory of residence are not taken into account for this purpose.344 Goods 

manufactured in a territory by one company and sold to another company resident in 

the same territory are not left out of the account since they have not been delivered 

into the territory. This restriction ensures that a company cannot qualify for the 

exclusion if goods only invoiced through such company but no physical delivery was 

taken in the territory of residence. In this context, the exempt activities test is satisfied 

where most of the goods (in value) are delivered into the territory of residence.  

 

                                                 
343 Paragraph 6(2)(a)(ii) Schedule 25 of ICTA.    

 
344 Paragraph 10 Schedule 25 of ICTA.  
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4. Public Quotation Condition 

 

Another exemption from apportionment under U.K. law is the public 

quotation condition. In general, this test requires that shares of a CFC are listed in a 

recognized stock exchange located in the CFC's country of residence. This test 

requires that a substantial portion of the CFC's shares should be held by the public.345 

For this purpose, "shares" are defined as shares of the CFC carrying at least 35% of 

the voting power in the company. Such shares need to be listed in a recognized stock 

exchange within the period of 12 months ending at the end of the accounting 

period.346 It seems that this exemption shall not be relevant any more in the near 

future, as the Finance bill of 2007 intends to abolish it.347 

 

5. De - Minimis Rule 

 

 The de- minimis rule under Section 748(1)(d) of ICTA provides that no 

apportionment is due where the CFC's chargeable profits do not exceed £20,000. If 

the accounting period is less than 12 months, the amount of £20,000 is proportionally 

reduced. If none of the other exemptions apply, an apportionment shall be due in the 

amount that exceeds £20,000. Similar to Subpart F, the purpose of the de- minimis 

                                                 
345 Section 748(1)(c) of ICTA. 

 
346 The term "recognized stock exchange" is defined by Section 841 of ICTA as stock exchanges in 

U.K. and Ireland and any stock exchange outside the U.K. designated by the Board of Inland Revenue. 

The Inland Revenue provides a list of such recognized stock exchanges including the following 

countries: Australia, Austria, Belgium, Canada, France, Germany, Hong Kong, Italy, Japan, 

Luxemburg, Netherlands, New Zealand, Norway, Portugal, Spain and U.S. 

 
347 See the Finance Bill of 2007: CFCs, (Dec 2006), section 8 at page 5.  
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rule is to avoid the administrative burden of taxing U.K. shareholders of CFCs with 

small amounts of tainted income. The difference, however, is that U.S. law refers to 

the lesser of (a) 5% of total gross income of the CFC; or (b) $1 million, and U.K. law 

applies only to £20,000. 

 

6. Motive Test 

The motive test is satisfied if both of the following conditions are met:          

(i) where a transaction reflected in the CFC's profits has reduced U.K. tax, either the 

reduction was minimal or it was not the main purpose (or one of the main purposes) 

of the transaction to achieve that reduction; and (ii) it was not the main reason (or one 

of the main reasons) for the existence of the CFC to achieve the reduction in U.K. tax 

by diversion of profits from the U.K.348 The concept behind the motive test is not to 

tax the income of a CFC in those cases where the type of the transaction had no 

motive of reducing U.K. taxes.  

                                                 
348 See Paragraph 19(3) Schedule 25 of ICTA.  
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D.    Specific Comparison between U.S. Subpart F and U.K. ICTA 

 

U.S. Subpart F and U.K. ICTA have taken different approaches regarding 

their CFC regimes.349 U.S. Subpart F has adopted the transactional approach. 

Accordingly, each type of income is examined on a transactional basis. Subpart F 

includes complex rules and exceptions to determine whether a given income shall be 

treated as "Subpart F income". 

 

U.K. ICTA has adopted the jurisdictional approach. Under this approach, if a 

CFC is located in a low-tax jurisdiction, with tax rates less than 75% of U.K. tax, the 

entire income of the CFC shall be suspected as “tainted”, unless one of the "safe 

harbor" exemptions is met. Among these exemptions, the exempt activities test is the 

most common one. It is aimed to exclude genuine active income from current 

taxation. The following analysis illustrates the different tax treatment given by each 

system to different types of income. 

   
1.  Active Financial Services Income  

 

            Under I.R.C §954(h), a CFC predominantly engaged in an active conduct of 

banking, financing or other similar business shall be excluded from current taxation, 

if 70% of the CFC's gross income is derived from transactions with unrelated persons 

located within the same country under which the CFC is created or organized. 

                                                 
349 More about similarities and differences between U.S. and the U.K. CFC rules, see T.M. Brinker and 

W.R. Sherman, Comparing U.S. and U.K. CFC Rules, N.Y. Journal of International Taxation, Vol. 14 

(2003), at 18-23.  
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Under Paragraph 6(2)(b) Schedule 25 of ICTA, a CFC engaged primarily in 

wholesale, distributive or financial business is excluded from current taxation if the 

CFC's gross trading receipts from related parties does not exceed 50% of its total 

gross receipts. It seems that U.S. definition of active financing income is more 

restrictive than U.K. law. First, U.K. threshold regarding transactions with unrelated 

persons is lower than U.S. (50% and not 70%). Further, as opposed to Subpart F, 

U.K. ICTA does not require that the transactions will take place at the CFC's country. 

This means, for example, that a U.S. bank generating 60% of its gross receipts from 

unrelated persons within its country of organization shall be subject to taxation under 

U.S. CFC rules, whereas an equivalent U.K. bank (generating 60% of its gross 

receipts from unrelated persons outside the CFC's country) shall be exempt. 

 

2.    Dividend Received by a CFC from a Related Person in other Country 

 

Under Treas. Reg. §1.954–2(b)(1)(i), all dividends received by a CFC (except 

for certain dividends from related persons organized in the same country) are treated 

as Subpart F income. For U.S. purposes, it makes no difference whether the receiving 

CFC has active income or not. However, under U.K. law the result might be different. 

If the main business of the receiving CFC includes active income, it might be exempt 

from taxation according to the exempt activities test under Paragraph 2 Schedule 25 

of ICTA.  Even if the receiving CFC is a passive company, it still may be excluded 

from apportionment, to the extent it falls within the definition of "holding company" 

under Paragraph 6 Schedule 25 of ICTA. 
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3. Interest Received by a CFC from a Related Person in other Country 

 

 

Similar to the treatment of dividends, Treas. Reg. §1.954–2(b)(1)(ii) treats 

interest amounts (except for export financing interest and interest received from 

related persons in the same country) as Subpart F income. Since none of these 

exceptions apply in this case, such interest income shall be taxed as Subpart F income 

in the hands of the receiving CFC.  

 
The tax treatment under U.K. law is different. In case the receiving CFC is 

principally engaged in active business, the exempt activities test under ICTA may be 

satisfied. If the receiving CFC is a holding company, the interest income may also be 

exempt under Paragraph 6 Schedule 25 of ICTA. The result is that the same interest 

income is subject to taxation under U.S. law but not under U.K. law.   

 

 4.  Property Purchased by a CFC from a Related Person and Sold in other Country 

 

The general rule under I.R.C §954(d)(1) provides that FBC Sales income 

includes the purchase of personal property from a related person and its sale to 

anyone. Such sales income shall be treated as Subpart F income; to the extent none of 

the relevant exceptions applies (e.g. the property was not manufactured by the CFC 

and was not produced, constructed, grown, extracted or used in the CFC's country of 

organization).  
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Under U.K. ICTA, if the main business of the CFC is dealing in goods for 

delivery to or from the U.K. or to or from related parties, the exempt activities 

exemption shall not apply.350 If, however, the goods are actually delivered into the 

CFC's territory of residence, the exempt delivery test is satisfied and such sales 

income shall be excluded.351  

 

    5.  Services Performed by a CFC for a Related Person outside the CFC's Country 

 

I.R.C §954(e) provides that income derived from the performance of services 

for a related person outside the country in which the CFC is created or organized, 

shall be regarded as Subpart F income. Accordingly, the service income generated by 

the CFC shall be subject to taxation. Even if most of the CFC's income derives from 

active business with unrelated parties, the component of service income from related 

persons outside of the CFC's country shall be regarded as tainted income. 

 

The rules under ICTA do not examine separately each component of the 

CFC's income.  Once the CFC satisfies the exempt activities test, its entire income is 

excluded from taxation and vice versa. In the context of services, it is required under 

Paragraph 8(1) Schedule 25 of ICTA that services provided by a CFC for persons 

outside the CFC's country are not in fact performed in the U.K.  

 

                                                 
350 Paragraph 6(2)(a)(ii) Schedule 25 of ICTA.  

   
351 Paragraph 10 Schedule 25 of ICTA, which excludes actual delivery of goods into the territory in 

which the CFC is resident.  
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6.   Oil Related Income outside the CFC's Country 

 

U.S. Congress extended subpart F to include oil-related income because it 

believed that, because of the fungible nature of oil and the complex structures 

involved, such income is particularly suited to tax haven type operations.352 Foreign 

base company oil related income, therefore, includes income from sources outside the 

U.S. deriving from: the processing, transportation, sales and dividends related to 

minerals extracted from oil or gas wells. The major exceptions to FBC Oil income 

are: (a) income from oil that was extracted in the same country as the source of the 

income; (b) income from oil or gas, which is sold by a foreign corporation or a related 

person for use or consumption in the same country; and (c) income earned by a 

foreign corporation, which produces less than 1,000 barrels of oil per day.353An active 

CFC generating oil-related income from unrelated parties outside the country of the 

CFC shall be subject to Subpart F because none of the above exceptions is satisfied. 

 

Oil related income under U.K. law shall be excluded from apportionment 

according to the exempt activities test, if it is an active business of the CFC and the 

CFC has a business establishment from which it manages its operations in the CFC's 

country. Another requirement is that the CFC does not primarily buy the oil from or 

sell it to parties in the U.K. or to or from related parties. 

 

                                                 
352 See Joint Committee on Taxation, General Explanation of the Revenue Provisions of the Tax 

Equity and Fiscal Responsibility Act of 1982, at 72. 

 
353 I.R.C. § 954(g)(2). 
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E.  Exempt Activities Test under Japanese Tax Law 

 
The approach taken by the Japanese law is very similar to the U.K. approach.               

The Japanese CFC regime also provides a major exemption, under which no income 

is attributed to a CFC’s shareholders (i.e. Japanese shareholders holding 5% of the 

CFC's stocks), if the CFC is engaged primarily in legitimate business activities.354 

 
The legitimate business exemption is available if all of the following 

conditions are satisfied: (i) a CFC must have a fixed place of business (e.g. office, 

shop or factory), which is necessary for the conduct of its principal business in that 

country (the “substance criterion”); (ii) a CFC must manage and control its business 

in its country as an independent operating unit (the “management and control 

criterion”); (iii) the main business of a CFC must not be holding securities, licensing 

patents, copyrights or leasing of vessels or aircrafts (the “business criterion”); (iv) if 

the main business of a CFC is wholesale, banking, trust management, securities, 

insurance, shipping or air transport, more than 50% of its business must be conducted 

with unrelated parties (the “non-related party criterion”); and (v) if the main business 

of a CFC is other than those stated in the previous condition, such business must be 

conducted primarily in the country or area where the CFC’s main office exists (the 

“location criterion”).355  

 

                                                 
354 See Tax Bureau, Ministry of Finance: An Outline of Japanese Taxes, 115 (2006). 

 
355 Id. 
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Similar to the U.K. exempt activities test, the Japanese legitimate business 

exemption also provides a clear "safe harbor" rule. The main role of such exemption 

is to ensure that a genuine active income derived by a CFC shall not be subject to 

taxation under the Japanese CFC regime.  

 

F. Taxation of Royalties – Case Study 

 

 One of the major fields of export by the Israeli economy is software, high-tech 

products and other intangible assets. Accordingly, many foreign companies pay 

royalties to Israeli companies or to their subsidiaries for the use of their technology. 

Israel-based multinational companies may also transfer their intellectual property to 

subsidiaries in low-tax jurisdictions and receive there the royalties for the use of the 

intellectual property.356 Such planning allows shifting income to low-tax jurisdictions. 

In light of the major importance of royalties to the Israeli economy, this section 

focuses on analyzing how payments of royalties should be treated by the Israeli CFC 

regime. For the sake of convenience, the analysis is illustrated by a case study with 

several variations. Each variation shall be analyzed according to the different tax 

systems above and their treatment to “tainted” income.  

 

 

 

                                                 
356  See e.g., the Amdocs case, infra at 51. 
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 Variation 1: Royalties paid to a Passive CFC by a Related Party  

 
 
 A parent company is a multinational company located in Israel (the “Parent”). 

It owns a CFC (the “CFC”) located in a tax haven. The CFC has only passive income, 

which derives from the royalties paid by the Parent for the use of intangibles in Israel. 

 

 Under all the approaches mentioned above, the royalty payment shall be 

considered as “tainted” income. Under U.S. law, it would be treated as “Subpart F 

income” because royalties are generally treated as FPHIC. The exception under 

§954(c)(2) does not apply since the royalty does not derive in an active conduct of 

trade or business and the use of the intangible is outside the CFC's country. Same 

treatment shall apply under U.K. law. The CFC is located in a low-tax jurisdiction 

and the conditions of the exempt activities test are not met. Specifically, Paragraph 

6(2) Schedule 25 of ICTA is not satisfied because the main business of the CFC (as 

defined under Paragraph 9 Schedule 25 of ICTA) includes "investments business" in 

the form of holding intellectual property. Under the Japanese law, the result will be 

the same since the conditions of the Japanese exemption are also not satisfied. In 

particular, the business criterion of the Japanese legitimate business exemption is not 

met because it provides that the main business of a CFC must not be licensing patents 

or copyrights. The bottom line is that the royalty payment under all tax systems shall 

be attributed to the Parent company and taxed as "tainted" income.357 

 

                                                 
357 See infra Figure 5. 



 158 

 Variation 2: Royalties paid to a Passive CFC by an Un-Related Party  

 

 The royalty payments in this case are paid to a passive CFC but the variation 

is that they are paid by an unrelated party for the use of the intangibles outside the 

CFC's country. Subpart F still treats this royalty income as FPHIC under I.R.C 

§954(c)(1)(A). No exception applies in this case because the payer is unrelated party, 

the income is not derived from an active business of the CFC and the use of the 

intangible is outside the CFC's country. Consequently, the income shall be treated as 

Subpart F income. 

 

 Such royalty income is also considered tainted income under U.K. law. The 

CFC fails the exempt activities test because of the absence of active business activity. 

The same tax treatment is given under Japanese law, since the CFC only licenses 

patents or copyrights; therefore it fails the business criterion of the legitimate business 

exemption under Japanese law. The end result is that under all approaches, such 

royalty payment shall be taxed as "tainted" income.  

 

 Variation 3: Royalties paid to an Active CFC by a Related Party  

 

 The CFC in this case has an office in a tax haven (e.g. BVI) and it is 

effectively managed and controlled there. The CFC is also primarily engaged in an 

active business of developing intellectual properties. Royalty payments are paid to the 

CFC by related persons. The tax analysis in this variation shall be different under the 

various approaches. Subpart F treats this royalty income as “Subpart F income” 
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because even though the income is derived in an active business of the CFC, the 

payment is made between related parties. Specifically, the active royalty exception 

under Treas. Reg. §1.954-2(b)(6) is not satisfied because it requires that "royalties are 

derived in an active conduct of trade or business and received from a person that is 

not a related person". 

 

 U.K. and Japanese laws reach a different result. ICTA excludes such royalty 

income from apportionment because the conditions of the active business exemption 

are satisfied; the CFC is principally engaged in an active business through a fixed 

place of business and it is managed and controlled in its place of residency (i.e. the 

BVI). The Japanese exemption is also met since the CFC's main business is active 

and conducted primarily in the country where the CFC’s main office exists. 

Moreover, the CFC manages and controls its business in the BVI as an independent 

unit. 

 This variation illustrates the different tax treatments of U.S. Subpart F and 

U.K. and Japanese laws. As this income is active, it falls within the active exemptions 

of both the U.K. and the Japanese laws. U.S. law, nonetheless, treats this active 

income as tainted only because the payment is made by related parties. It seems that 

by doing so, Subpart F encompasses not only passive income but also a certain form 

of active income. 
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Variation 4: Royalties paid by a Related Party for use of Property in the CFC’s country  

 

  In this variation the CFC is a passive entity and it receives royalty payments 

from a related party for the use of property within the country of the CFC. Under 

Treas. Reg. §1.954-2(b)(5), royalties are excluded if they are received from a related 

person for the use of property within the country under the laws of which the CFC is 

created or organized. Subpart F, therefore, excludes the royalty income under the 

same country exception even though it is a passive income of the CFC. 

  

  The U.K. and Japanese tests reach a different conclusion. As long as the 

income is passive by its nature, it does not matter where the use of the intangibles 

takes place. Since the CFC in this case is a passive entity, none of the active business 

exemptions under U.K. and Japanese laws shall apply. 

 

  In sum, variations 1 and 2 illustrate that when a CFC is used as a conduit for 

diverting income to a low-tax country, royalties received (whether from related or 

unrelated parties), shall be treated under all approaches as “tainted” income.  

Variation 3 illustrates that Subpart F might tax active income in the form of a royalty 

paid by a related party to an active CFC. U.K. and Japanese laws apply a different tax 

treatment, as they exclude such active type of income from their CFC taxation. 

Variation 4 demonstrates another distortion where Subpart F excludes royalties paid 

by a related party to a passive CFC, when the use of the property is within the country 

of the CFC. Such passive income is taxed by the U.K. and the Japanese law since it 

does not meet the relevant requirements of the active business exemptions. 
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G. Conclusion regarding how to Define “Tainted” Income 

 

Defining "tainted" income for CFC purposes is not a simple task. The general 

principle is that a foreign passive income should be treated as “tainted” income due to 

its mobility and susceptibility to tax avoidance. On the other hand, foreign active 

income should be excluded from current taxation in order to protect the 

competitiveness of multinational companies conducting active business overseas. 

There are several possible methods to distinguish between passive and active income. 

 

 One optional distinction is based on economic analysis. This approach 

examines elements such as the taxpayer's level of involvement in generating the 

income, and the degree of economic risk related to the activity. In general, passive 

income usually requires less involvement of the taxpayer in generating the income 

and also involves a lower level of risk compared to active business. The main 

deficiency of the economic analysis is the lack of clear standards to determine 

whether a given income is active or passive.     

 

Another method to define tainted income is the approach taken by the U.S. 

Subpart F. This method has generally adopted the transactional approach, under 

which every single item of income needs to be examined on a transactional basis. In 

order to cover large variety of cases and situations, Subpart F includes highly 

complex rules. Beyond its enormous complexity, Subpart F may also lead to 

unjustified results. 
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In some cases it may encompass not only passive income, but also some forms 

of genuine active income (e.g. a royalty paid to an active CFC by a related person, as 

illustrated by variation 3 above). In other cases, it might exclude certain kinds of 

passive income (e.g. a royalty paid to a passive CFC by a related person for the use of 

property in the CFC's country, as illustrated by variation 4 above). 

 

The U.K. tax law, similar to the Japanese law, has adopted the jurisdictional 

approach. Under this approach, if a CFC is located in a low-tax jurisdiction, the entire 

income of the CFC shall be suspected as “tainted”, unless one of the relevant 

exemptions applies. This method provides "safe harbor" rules for the taxpayers to 

avoid taxation. 

 

Based on the considerations of evaluating CFC regimes specified in Chapter 

III, it seems that the method of "safe harbor" rules is effective in terms of achieving 

simplicity and certainty. Safe harbor rules promote simplicity and certainty by 

providing clear tests for excluding genuine active income from current taxation. 

Moreover, safe harbor rules are consistent with international standards since such 

exemptions are used by many of the major trading partners. Finally, the 

competitiveness of multinational companies is also protected because the 

multinational companies are not subject to taxation on their active income generated 

overseas. The proposal of this dissertation is, therefore, to adopt an active income 

exemption in the form of a "safe harbor" rule.  
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The conditions of the proposed "safe harbor" rule are:  

(i) substance criterion - a CFC must conduct its business through a fixed place of 

business (i.e. an equivalent definition to “permanent establishment” in tax treaties);  

(ii) active business criterion – at least 90% of the CFC’s income should be genuine 

active income. Specifically, it must not derive from holding securities, licensing, 

leasing, dividends, royalties (other than active developing of intangibles), rent, 

interest, transferring goods and any other  passive income;    

 (iii) management and control criterion - the CFC must manage and control all of its 

business in the country of its residence as a separate and independent unit; and  

 (iv) non-related party criterion - more than 50% of the business of the CFC must be 

conducted, whether in its country of residence or outside of it, with unrelated parties.  

 

If a CFC meets all the conditions of this active income exemption, its entire 

income shall be excluded from taxation. However, as opposed to U.K. law that does 

not allow a partial exclusion, if the income of a CFC consists of both passive and 

active income, exemption should apply solely to the active part of the income.  

 

It seems that while applying this proposed "safe harbor" rule to the Amdocs 

case358, Amdocs will probably fail the "management and control" criterion of the test. 

Since most of its managers and key personnel are Israelis, it will be hard for Amdocs 

to argue that the company in Guernsey is actually managed and controlled there as an 

                                                 
358 See supra description of the case of Amdocs Ltd., at 50-51. 
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independent economic unit. Once the "safe harbor" exemption is not satisfied, all the 

passive income of Amdocs, generated in jurisdictions with less than a 20% corporate 

tax, will have to be subject to taxation under the Israeli CFC regime. 

 

Another proposed exemption is the “de-minimis” rule. This rule provides that 

if the “tainted” income of a CFC does not exceed a “de-minimis” amount, the entire 

income should be excluded. The purpose of the de-minimis rule is to avoid the 

administrative burden of taxing domestic shareholders of a CFC generating small 

amounts of tainted income. For the sake of simplicity, it is proposed to apply only a 

numeric threshold (e.g. 100,000 NIS) and to avoid any kind of sophisticated formula. 

 

As to the full inclusion rule, it seems that the U.S. 70% threshold is un-

justified. The proposal of this dissertation is raise the relevant threshold to 95%. The 

implication is that the full inclusion rule shall kick-in only when the "tainted" income 

of a CFC exceeds 95% of its total gross income.  

 

Finally, adopting the U.K. acceptable distribution policy exemption also 

seems appropriate. According to this exemption, no tainted income should be 

recognized when a CFC pays dividend to domestic shareholders, representing at least 

90% of its entire income. The rationale behind this exemption is, when a CFC 

distributes dividends of at least 90% of its taxable income and withholds the relevant 

tax on such distribution, it can reasonably be assumed that no tax-deferral is actually 

involved.  
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Chapter VI:  Anti - Avoidance Rules of the Proposed CFC Regime 

 

The previous chapters structure the basic elements of the proposed Israeli 

CFC regime. Chapter IV outlines the criteria of both the ownership test and the 

income test. Chapter V discusses how to define "tainted" income. An additional 

element of the proposed regime refers to anti-avoidance rules. These rules are 

essential to prevent tax planning aiming to avoid the application of the CFC regime. 

The role of this chapter is, therefore, to identify potential tax abuses and to propose 

possible methods to deal with them.   

 

 A. Sale or Exchange of a CFC Stock  

 

 One of the easiest ways to avoid a CFC regime is to sell or exchange a stock 

in a CFC before the end of the tax year. The benefit of such a transaction is simple. 

Instead of paying tax on the deemed dividend received from the CFC (i.e. ordinary 

income treatment), the taxpayer is treated as selling a stock (i.e. capital gain 

treatment). U.S. Subpart F has adopted I.R.C §1248 to prevent such tax planning. 

Under §1248, the gain from disposition of a stock in a CFC is treated as ordinary 

income.359 In addition, previous taxes that were paid by the selling taxpayer should be 

taken into account, usually through certain adjustments to the basis of the stock, so 

the taxpayer would not be taxed more than once on the same profits. 

                                                 
359 I.R.C § 1248(a). 
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 The general idea of §1248 is to re-characterize capital gain from a sale or 

exchange of a CFC stock into ordinary income. Such gain is limited to the 

accumulated earnings and profits ("E&P") of the CFC.360 Consequently, a dividend 

from current E&P, where no accumulated E&P are available (sometimes referred as 

"nimble dividend") does not arise for §1248 purposes.361 

 

 §1248 generally applies to gain-recognition transactions involving CFC stocks 

such as: (i) actual or deemed sales or exchanges of stocks in a foreign corporation; (ii) 

taxable redemptions or liquidations treated as sales or exchanges362; (iii) sale of 

interest in a partnership that owns a CFC363; and (iv) certain non-recognition 

transactions under §1248(f)-(i). I.R.C §1248 does not apply to non-recognition 

transactions such as: (a) liquidations under §332 (complete liquidations of 

subsidiaries) and (b) exchanges under §337 (property distributed to parent in 

complete liquidation of subsidiary), §351 (transfer to corporation controlled by 

transferor), §354 (exchanges of stocks and securities in certain reorganizations), §355 

(distribution of stock and securities of a controlled corporation) and §361 (non-

recognition of gain or loss to corporations; treatment of distributions).  

                                                 
360  Id. 

 
361 Accumulated E&P under I.R.C § 1248(a)(2) are earning and profits accumulated in taxable years 

after December 31, 1962 and during the period the stock sold or exchanged was held while the foreign 

corporation was a CFC. When a CFC has current E&P but no accumulated E&P, a "nimble dividend" 

is generally available.  

  
362 See e.g., I.R.C § 302(a) (distribution in redemption of stock) or I.R.C § 331 (gain or loss to 

shareholders in corporate liquidation). 

 
363 I.R.C § 751(a) dealing with sale or exchange of interest in a partnership.  
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 Taxpayers affected by §1248 are: (1) U.S. persons; (2) who own 10% or more 

of the voting stock in a CFC; and (3) the foreign corporation (whose stock is being 

sold) was a CFC at any time during five years period prior to the date of the sale or 

exchange of the stock.364 Limiting the application of §1248 only to persons who own 

10% or more in voting rights but not in value, may leave some room for tax planning. 

U.S. taxpayers may own more than 10% in value, but as long as their stocks do not 

represent 10% in voting rights, they can sell CFC stocks exempt from §1248 gain. 

  

 If the selling shareholder is an individual and the stock sold is a capital asset 

held for more the one year, section 1248(b) limits the tax attributable to the deemed 

dividend to the sum of:  

 

(1) The selling shareholder's pro rata share of the excess of: (i) U.S. taxes that 

would have paid by the foreign corporation if it were a U.S. corporation on 

its income attributable to periods after 1962 (during which the stock had 

been held by the selling shareholder); over (ii) the foreign income taxes paid 

by the foreign corporation on such income; and  

 

(2) The tax that would result by including in gross income as long-term capital 

gain an amount equal to the excess of (i) the deemed dividend included in 

the selling shareholder's income under §1248(a); over (ii) the amount 

described at paragraph (1) above.  

                                                 
364 I.R.C §1248(a)(2).  
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There are several common techniques to avoid the application of § 1248.365       

An individual shareholder may retain the CFC stock until death. In this case, the tax 

basis of the stock is stepped-up upon the shareholder's death to its fair market value 

under §1014. Accordingly, the legatee may sell or exchange the CFC stock without 

realizing any gain that could have been subject to §1248. 

 

Another possible method to avoid §1248 gain is, instead of selling the CFC 

stock; to pledge the stock as a collateral for a loan. In this case, the shareholder gets a 

loan in the value of the CFC's stock and pledges the stock in favor of the lender.366 

 

 In the case of a corporate taxpayer, the major deficiency of §1248 is that it 

may lower the relevant tax liability thanks to foreign tax credit (FTC) benefits. For 

example, a U.S. company sells a CFC stock for 2,000. The basis of the stock is 200. 

The CFC has accumulated E&P of 1,000 and it paid foreign taxes of 500. Without re-

classification of §1248, the capital gain of the seller is 1,800 (2000-200). Assuming a 

tax rate of 35%, the total tax paid is 630 (1,800*35%).  Now suppose §1248 applies. 

The recognized gain can not exceed the CFC's accumulated E&P. The §1248 gain is 

therefore only 1,000. The balance would be 800 of capital gain. 

 

                                                 
365 See also C. Gustafson, R. Peroni and R. Pugh, Taxation of International Taxation, West Group, 2nd 

Edition, 494 (2001). 

 
366 Under I.R.C §956(d) a CFC may be considered as holding an obligation of a U.S. person if such 

CFC is a pledgor or guarantor of such obligation. The IRS has attempted to use this section to tax a 

shareholder of a CFC pledges CFC stock possessing a significant portion of the total voting power. 

The Tax Court, however, in Ludwig v. Commissioner held that no income is recognized under § 951 

by reason of pledging stock as collateral for loans. See Ludwig v. Commissioner, 68 T.C. 979 (1977). 
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  As far as the §1248 gain is concerned, §78 gross-up of 500 foreign tax needs 

to be added, so the U.S. company shall have 1,500 (1,000+500) of taxable dividend. 

The end result is that the U.S. company pays 280 tax on its capital gain (35% of 800) 

and 25 tax on its §1248 gain (1500*35% - 500 FTC).367 Thus, due to the application 

of §1248, the company has saved 325 in taxes paying only 305 instead of 630. This 

example illustrates that §1248 not always operate as anti-avoidance rule, but 

sometimes it may lower the tax liability of the taxpayer. 

 

 Further, another benefit of §1248 is that realization of dividend income under 

§1248 typically has the advantage of avoiding foreign withholding tax, usually 

imposed on actual dividends and gains on a sale of stocks. 

  

 It seems, therefore, that a certain rule should be adopted to ensure that §1248 

is not being abused. The proposed rule under this dissertation is a "minimum tax" 

rule. The minimum tax liability is the amount of gain calculated without the re-

characterization of §1248 (630 in the example above) (the "minimum tax"). Only 

when the tax calculated with respect to §1248 gain is higher than the minimum tax, 

then §1248 should come into play.368     

                                                 
367 See infra Figure 9. 

 
368 The concept behind the proposed "minimum tax" rule is similar to concept of alternative minimum 

tax (AMT). The applicable tax liability shall be the higher of (i) the minimum tax; or (ii) the tax 

liability of §1248 gain. The tax treatment of either the minimum tax or §1248 gain shall be ordinary 

income.        
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 B. Earnings Invested in Domestic “Property” 

  

  Another method to avoid the CFC rules is to invest in "domestic property".           

Congress concluded that when a CFC loaned its accumulated earnings that were not 

Subpart F income to its U.S. shareholders, effective repatriation of the earnings to the 

U.S. had occurred because the shareholders used the funds loaned to them as if they 

were a dividend (although they had an obligation to repay the principal of the loan).  

This result also obtained if the earnings of the CFC were used to buy stock of the U.S. 

shareholder. The purpose of I.R.C § 956, when was initially enacted, was to deal with 

this problem of E&P repatriation tax-free through loans.369 However, the reach of the 

final version of I.R.C § 956 extends far beyond loans. It also taxes certain equity 

investments in U.S. in the form of a deemed dividend in the hands of U.S. 

“shareholders”.370 

 
 U.S. “property”, for the purpose of § 956, is generally defined as any property 

that is acquired or developed by a CFC during any tax year (beginning after 

December 31, 1962) for use in the U.S. which is: (i) tangible property located in the 

United States; (ii) stock of a U.S. corporation; (iii) an obligation of a U.S. person;371 

or (iv) any right to use, in the U.S., of a patent or copyright, an invention, model or 

                                                 
369 See C. Gustafson, R. Peroni and R. Pugh, Taxation of International Taxation, West Group, 3rd 

Edition, 530 (2006).  

 
370 Id. 

 
371A pledge or a guarantee of an obligation of a U.S. person by a foreign corporation is treated as if the 

foreign corporation held the obligation. See I.R.C § 956(d). 

   



 171 

design (whether or not patented), a secret formula or process or any other similar 

property right.372 

   

 It appears from this broad definition of U.S. "property" that almost every 

investment in U.S. may be taxed by § 956, to the extent that no exception applies.  

The following are specific exceptions for U.S. "property" under I.R.C § 956(c)(2):               

(a) obligation of the United States and any government or public agency in the U.S. 

(including money and deposits with banks);373 (b) property purchased in the U.S. for 

export to, or use in foreign countries; (c) an obligation of a U.S. person received in 

connection with a purchase of property if the purchase would qualify as an ordinary 

and necessary business expense for both the CFC and the obligor if it were between 

unrelated parties; (d) any vehicle or container used in foreign commerce and used 

predominantly outside the U.S.; (e) assets of an insurance company equivalent in 

amount to the unearned premium or reserve necessary for the insurance under its 

contracts, of persons or property other than U.S. risks; (f) stock or obligations of a 

domestic corporation which is neither a U.S. shareholder of  a CFC, nor a domestic 

corporation, of which 25% or more of the voting power of its stock is owned, 

immediately after the acquisition by the CFC's U.S. shareholder; (g) any movable 

property (other than vessel or aircraft), which is used in exploring, developing, 

                                                 
372 I.R.C § 956(c)(1). 

 
373 See also Rev. Rul. 71-14, 1971-1 C.B. 218 and Rev. Rul. 72-454, 1972-2 C.B. 457, which held that 

obligations debt of municipalities in the United States, and investments in debt obligations of certain 

state housing authorities that are issued by or on behalf of a state, do not fall within any of the 

categories of United States "property" under § 956. 
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removing, or transporting resources from ocean waters or land off the continental 

shelf of the U.S.; (h) the value of U.S. property, which is equal to the CFC's  

accumulated E&P since December 31, 1962 and excluded from Subpart F income 

under §952(b) (i.e. effectively connected income); (i) assets held by Foreign Sales 

Corporation (FSC) that are related to the export activities of the FSC; (j) deposits of 

cash or securities made or received on commercial terms in the ordinary course of a 

dealer in securities or commodities; (k) an obligation of U.S. person, to the extent the 

principal amount of the obligation does not exceed the fair market value of readily 

marketable securities received as collateral for the obligation by a dealer in securities 

or commodities; (l) securities acquired and held by a CFC in the ordinary course of its 

business as a dealer in securities; and (m) an obligation of a U.S. person arising when 

a CFC provides services to a U.S. person. The amount of the obligation must be 

considered ordinary and necessary. However, this exclusion does not apply if the 

obligation is held for 60 days or more at any time during the year.374 

 

 It seems that the rationale behind all these exceptions is to include specific 

assets that do not involve repatriation of earnings tax-free. Additional exceptions are 

included in Treas. Reg. §1.956 covering, for example, property acquired by a CFC in 

a tax-free exchange with a carry over basis.375 

 

                                                 
374 See IRS Notice 88-108. 

 
375 Treas. Reg. §1.956-(2)(d)(1)(i)(c). 
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 Once U.S. "property" is defined, the rule under §956(a) provides that the 

amount of investment of earnings in U.S. property with respect to any U.S. 

shareholder is the lesser of:  

 

(1) The excess of: (i) the shareholder's pro rata share of the average of the 

amounts of U.S. property held directly or indirectly by the CFC at the close of 

each quarter of a taxable year; over (ii) the amounts of earning and profits 

attributable to investment of earnings in U.S. property with respect to the 

shareholder; OR 

(2) The shareholder's pro rate share of applicable earnings of the CFC.376  

 
 Any amount taken into account with respect to U.S. property is calculated 

according to its adjusted basis (as determined for purposes of computing E&P), 

reduced by any liability to which the property is subject.377  

 

To satisfy the condition of indirect investments, a CFC is considered to hold 

indirectly investments in U.S. property if the property is held on its behalf by a trustee 

or a nominee. Indirect investment also applies when U.S. property is acquired by any 

other foreign corporation controlled by the first CFC, and one of the principal 

                                                 
376 The term "Applicable Earnings" under I.R.C § 956(b)(1) means the sum of: (i) the amount (not 

including deficit) referred to in § 316(a)(1) (i.e. dividend distribution out of E&P accumulated after 

February 28, 1913) to the extent such amount was accumulated in prior taxable years, and (ii) the 

amount referred to in § 316(a)(2) (i.e. dividend distribution out of E&P without regard to the amount 

of E&P at the time the distribution was made). Such sum is reduced by distributions made during the 

taxable year and by E&P described by § 959(c)(1)(i.e. allocation of distributions).  

  
377 I.R.C § 956(a).  
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purposes of so using the second CFC is to avoid the application of § 956.378 This rule 

aims to prevent a CFC with significant E&P from establishing a new subsidiary with 

no E&P to make investments in U.S. property, which are funded through a loan or 

capital contribution from the parent company.    

  

 Another anti-avoidance rule deals with "rollover loans". In general, a CFC's 

loan to a U.S. shareholder must be outstanding on the CFC's year-end in order to be 

considered an investment in U.S. property. A common tax planning was to pay off the 

loan just prior to year-end and to create a new obligation after the new year started. 

The IRS in Rev. Rul. 89-73 (1989) applied the "substance-over-form" doctrine. It 

held that it will look at the substance of the relevant transaction rather on its form. 

The ruling further indicates that among the various circumstances of each transaction, 

the time between the old and the new obligation is a key factor.  

  

 Another potential abuse refers to inter-company accounts. Accounts between 

related companies may be used to shift income from one company to another. In 

general, increases in the payable balances owed by a corporate taxpayer to foreign 

controlled subsidiaries represent earnings of a CFC invested in U.S. property and 

dividend income to the corporate taxpayer. Payable balances constitute an obligation 

of a U.S. person under § 956(b)(1)(C).379      

                                                 
378 See Temp. Reg. §1.956-1T(b)(4). 

 

 379 Gulf Oil Corp v. Commissioner, 87 T.C. 548 (1986). The Tax Court in this case held that the un-

collected balances owed by the petitioner to two of its foreign subsidiaries constituted investment in 

U.S. property within the meaning of § 956 resulting in dividend income. 
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 An affirmative use of I.R.C § 956 includes two major benefits. First, it 

minimizes withholding tax. Investments in U.S. property by controlled foreign 

subsidiaries are taxed similarly to Subpart F income. However, the use of investment 

in U.S. property, such as loan given by a CFC to its domestic parent (rather than a 

payment of a dividend) can avoid foreign withholding tax.380 

 

 The second benefit refers to minimizing passive gains. The gain on the sale of 

a CFC stock in excess of the amount re-characterized as §1248 gain is considered as a 

passive basket income.381 When a § 956 investment in U.S. property is made (such as 

loan), for the amount equals to the passive sale gain, and assuming the CFC has 

additional active income, then Subpart F inclusion shall be active basket income. This 

may allow U.S. shareholders to use excess credit by averaging in the overall basket. 

To finance the loan, the CFC may itself borrow or sell its assets.382 

 

 

 

                                                 
380 Payment of dividend to a foreign taxpayer is generally subject to a certain withholding tax 

according to § 1441 and § 1442 and under the applicable tax treaty. 

 
381 The American Jobs Creation Act of 2004 has reduced the number of foreign tax credit baskets 

under § 904(b)(1) from nine to two. The relevant baskets are: (i) a passive category income basket; and 

(ii) all other general category income. Income that falls within one of the other seven baskets shall be 

included either in the passive basket or the general basket. For this purpose, the sale of a CFC stock 

shall be re-characterized under § 1248 as a deemed dividend. The excess of the § 1248 dividend is 

treated as a passive category basket income.  

       
382 Financing § 956 investments in U.S. property is generally subject to foreign tax credit limitations 

(e.g. interest expense allocation).   
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 In sum, although the original intention of § 956 was to deal with repatriation 

of E&P tax-free through inter-companies loans, the reach of the final § 956 extends 

far beyond loans, and also taxes other types of investment activities. The broad 

definition of U.S. "property" under § 956 imposes in effect a major burden on the 

U.S. shareholders of a CFC. Even genuine investment in U.S. "property" (e.g. 

investment in U.S. intellectual property), which provides no tax benefit to U.S. 

shareholders of a CFC is taxed on a current basis.   

  

 It seems, therefore, that the proposed CFC regime should seek for a better 

balance between preventing repatriation of E&P tax-free through certain transactions 

that are motivated by tax avoidance on one hand, and equity investments in domestic 

property on the other hand. In general, genuine investments should not be subject to 

taxation, since the CFC's domestic shareholders do not benefit from such investments. 

Each case should be determined under its relevant facts and circumstances. However, 

to meet the principles of simplicity and certainty, general standards should apply. 

 

 One key standard is whether the transaction was conducted between unrelated 

parties, and whether the value of the investment represents an arm’s length price. 

Another important factor is whether the CFC's domestic shareholders enjoy a tax 

benefit from such investment. If one of the main purposes of making the investment 

in a domestic property was to repatriate E&P tax-free, then such an investment should 

be subject to current taxation. 
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 C. Using Hybrid Entities 

 
 Another method to avoid the CFC rules includes the use of hybrid entities.     

A hybrid entity is an entity that is generally classified for domestic tax purposes 

different than it is classified for foreign tax purposes. A hybrid entity may be in the 

form of a "hybrid branch" or a "reverse hybrid". A hybrid branch is regarded as a 

pass-through branch for domestic tax purposes but is taxed as a corporation for 

foreign tax purposes. A "reverse hybrid" is an entity treated as a corporation for 

domestic purposes but a pass-through entity for foreign purposes. 383                

 

 By exploiting the differences in the classification between the different 

jurisdictions, taxpayers can deflect income from high-tax jurisdiction to low-tax 

jurisdiction. For example, a U.S. person owns a CFC incorporated in U.K. (CFC 1) 

and establishes a disregarded entity (for U.S. tax purposes) in Bermuda (Branch 1). 

Branch 1 is treated in the U.K. as a corporation for all tax purposes. When Branch 1 

gives a loan to CFC 1, the interest payment received by Branch 1 would be subject to 

no tax in Bermuda. The interest payments paid by CFC 1 would be deductible in the 

U.K. The net result of this transaction is high deductions for CFC 1 and no tax 

imposed on the income of Branch 1. Such transaction effectively reduces the 

operating net income of CFC 1, that otherwise would have been subject to high tax 

rates in the U.K. Finally, since Branch 1 is a disregarded entity (for U.S. tax 

                                                 
383 See the definition of "hybrid branch" included in Notice 98-35; 1998-2 C.B. 34. 

 



 178 

purposes), the interest payment from CFC 1 to Branch 1 should be disregarded, so no 

“tainted” income would be recognized.384 

  

 The same result may be achieved by using other deductible payments such as 

royalties. These examples illustrate how domestic taxpayers are able to shift operating 

income from a high-tax country to a low-tax jurisdiction and avoiding any "Subpart F 

income".385 Such tax avoidance is even easier under U.S. tax law, thanks to the 

application of “check the box” regulations, which generally allow a taxpayer to elect 

the classification of a foreign entity for U.S. tax purposes.386  

 

 Another abuse of hybrid arrangements is to shelter operating income of a CFC 

without the need to deflect income to a low-tax jurisdiction. This may be achieved by 

using "reverse hybrid" (i.e. an entity taxed as a pass-through entity in the foreign 

jurisdiction but as a corporation for U.S. tax purposes). For example, U.S. persons 

own a CFC incorporated in the U.K. (CFC 2) and establishes a reverse hybrid (RH 2) 

in the U.K. RH 2 is taxed as a partnership in the U.K. but as a corporation in the U.S. 

RH 2 must be engaged in a trade or business in the U.K. When RH 2 gives a loan to 

CFC 2, an interest deduction is available under U.S. law as both entities are 

corporations. As RH 2 is treated as a partnership in the U.K., no U.K. tax shall be 

imposed on the interest payments at the entity level. Instead, the interest income shall 

                                                 
384 Proposed regulations under I.R.C § 954 are aimed to deal with some of the hybrid transactions 

described in this section. Such regulations are discussed in more details infra. 

 
385 See infra Figure 10. 

  
386 See Treas. Reg. 301.7701-1 through -4.  
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be allocated to the partners of RH 2. Since the partners of RH 2 are U.S. persons and 

there is a tax treaty between the U.K. and U.S., the interest payments may be subject 

to a reduced withholding tax in the U.K.387  

  

 Finally,  because the U.S. would treat RH 2 as a U.K. corporation, the interest 

payment between CFC 2 and RH 2 shall not be treated as "Subpart F income" thanks 

to the same country exception under I.R.C §954(c)(3)(A)(i).388 The same benefit may 

be achieved by using other deductible payments such as rent or royalty payments.389 

 

 In the context of Israeli tax law, hybrid arrangements are relevant because the 

tax treatment in Israel of foreign pass-through entities is not always very clear.       

For example, a U.S. limited liability company (LLC) may be taxed in Israel as a 

corporation or as a partnership. Thus, such a LLC may be used as a hybrid entity. 

Further, Israeli tax law includes a domestic pass-through company. This company is 

treated as a corporation for corporate law purposes but as a partnership for tax law 

purposes.390 Consequently, such a company may potentially be used as a hybrid 

branch.    

                                                 
387 The interest paid by CFC 2 to RH 2 needs to be qualified for treaty benefits under the OECD Model 

Tax Convention to Partnerships (1999) in order to be entitled to little or no withholding tax.  

 
388 I.R.C § 954(c)(3)(A)(i) exempts from "Subpart F income" interests and dividend payments received 

from a related corporation organized under the laws of the same country as the recipient, provided that 

paying corporation has a substantial part of its assets used in a trade of business in the same foreign 

country. See infra Figure 11.  

  
389 I.R.C § 954(c)(3)(A)(ii), which provides similar same country exception with respect to rents and 

royalties. 

  
390 See Section 64(a)(1) of the Israeli Income Tax Ordinance. In general, the concept behind the Israeli 

pass-through company is similar to a LLC under U.S. tax law. 
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 There are several potential methods to deal with hybrid arrangements. First, a 

foreign company may be classified according to the facts and circumstances in its 

country of organization. Under this approach, the classification of every entity is 

determined on an individual basis. This open-ended test involves uncertainty and 

usually requires legal opinions from counsels in the relevant jurisdiction regarding the 

proper classification of the entity incorporated in this jurisdiction. 

 

     Another approach is the one taken by U.S. “check the box” regulations. This 

approach allows taxpayers great latitude in electing the desirable classification of 

their entity. Although this approach achieves administrable simplicity, it might be 

easily abused. As illustrated, taxpayers can avoid CFC taxation by exploiting the 

disparities in classification of their entity between different jurisdictions. 

 

 To prevent such abuse, the U.S. Treasury issued in 1999 Props. Reg. §1.954-9 

dealing with hybrid branches.391 Under these regulations, a hybrid branch is regarded 

as a branch, for U.S. tax purposes, but is treated as a separate entity (e.g. corporation) 

for foreign tax purposes. "Hybrid branch payment" applies to a payment between:    

(i) CFC and its hybrid branch; (ii) hybrid branches of a CFC; (iii) a partnership in 

which a CFC is a partner and a hybrid branch of the partnership; or (iv) hybrid 

branches of a partnership in which CFC is a partner.392       

                                                 
391 Such proposed regulations were promulgated pursuant to Notice 98-35, issued by the Treasury and 

the IRS on June 19, 1998. Notice 98-35 in effect withdrew former Notice 98-11. On July 9, 1999 the 

previous temporary and proposed regulations of hybrid arrangements were withdrawn and 

simultaneously new proposed regulations were issued.  

      
392 See Props. Reg. §1.954-9(a)(2). 
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 Hybrid branch payments are characterized as "Subpart F income" if the 

following conditions are met: (1) the payment reduces foreign tax of the payor;393   

(2) the payment would have been treated as foreign personal holding company 

income if it had been made between separate CFCs; and (3) there is a significant tax 

rate disparity between the effective tax rate on the payment and the hypothetical tax 

rate if the payment had been taxed.394 The amount of the hybrid payment to be re-

characterized as "Subpart F income" shall not exceed the current year non-Subpart F 

earnings and profits of a CFC. In determining an indirect credit under I.R.C § 960, the 

hybrid branch payment is treated like a dividend (i.e. deemed paid pro rata out of 

non- Subpart F income in each foreign tax credit basket). Finally, the same-country 

exception does not apply to hybrid arrangements covered by the regulations. The 

Proposed Regulations under §1.954-9 provide a permanent relief for hybrid 

arrangements entered into before June 19, 1998 as long as the arrangement is not 

substantially modified prospectively.395 A transition relief under the regulations 

                                                                                                                                           
 
393 Hybrid branch payment reduces foreign tax of payor when the foreign tax imposed on the income of 

the payor or any related person, is less than the foreign tax that would have been imposed on such 

income had the hybrid branch payment not been made, or the hybrid branch payment creates or 

increases a loss or deficit or other tax attribute which may be carried back or forward to reduce the 

foreign income tax of the payor or any owner in another year. See Props. Reg. §1.954-9(a)(3). 

 
394 The relevant tax disparity rule refers to a hybrid branch payment, which is taxed at an effective tax 

rate that is less than 90% of, and at least 5 percentage points less than the hypothetical effective tax 

rate imposed on the hybrid branch payment. See Props. Reg. §1.954-9(a)(5)(iv)(A). 

   
395 Substantial modification is defined to include: (i) an expansion of the arrangement; (ii) a 50% 

change in the direct or indirect U.S. ownership of any entity that is part of the arrangement; or (iii) any 

measure that materially increases the tax benefit of the arrangement. Props. Reg. §1.954-9(c)(2)(ii). 
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applies to hybrid arrangements for five years after the publication of the final 

regulations.396 

  

 Although the proposed hybrid branches regulations might prevent some of the 

tax abuses described above, it appears that such regulations involve substantial un-

necessary complexity. For example, it is necessary to calculate whether the hybrid 

branch payment reduces the foreign tax of the payor under the definition of Props. 

Reg. § 1.954-9(a)(3). Furthermore, it is required to determine whether the effective 

tax rate imposed on the hybrid branch payment is low enough compared to the 

hypothetical tax rate under the tax disparity test.  

 

 It seems, therefore, that a simpler rule should deal with abusive hybrid 

arrangements. Under this rule, the classification of a foreign entity should be similar 

for both domestic and foreign tax purposes (the "similar classification" rule). The 

rationale behind this rule is that using hybrid entities to achieve tax benefits is heavily 

based on tax disparities in entity classification between different jurisdictions. 

Therefore, eliminating such disparities would eventually prevent such tax abuses. 

According to this approach, if an entity is treated as a corporation for foreign tax 

purposes, it shall also be classified as a corporation for domestic tax purposes. 

Similarly, a foreign entity classified as a pass-through entity for foreign tax purposes 

shall also be treated as a pass-through entity for domestic tax purposes. 

  

                                                 
396 Final regulations were supposed to be published on July 1, 2000. Up to January 2008, such 

regulations have no been finalized yet. 
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          To achieve administrable simplicity and to avoid the need of legal opinions 

provided by foreign attorneys regarding the classification of the foreign entity, the 

taxpayer may elect the desirable classification of the foreign entity (similar to the 

"check the box" regulation); however, the classification of such entity should be 

similar for both domestic and foreign tax purposes so no disparity in classification 

could be abused.   

  

Applying the proposed "similar classification" rule would prevent the tax 

abuses above. In the first example of deflecting income from high-tax jurisdiction to 

low-tax jurisdiction, Branch 1 is treated as a corporation for foreign tax purposes. 

Under the proposed rule, it should also be taxed as a corporation for U.S. tax 

purposes. Accordingly, the interest payments from CFC 1 to Branch 1 would create 

“tainted” income in the hands of Branch 1. Such “tainted” income would be subject to 

current taxation under the regular CFC rules, so no tax avoidance would be available.  

If Branch 1 is treated as a partnership for foreign tax purposes, the proposed rule 

would also classify Branch 1 as a pass-through entity for domestic purposes. In this 

case, Branch 1 shall report no income at the entity level (because the entire income 

shall be attributed to its partners) but also no interest deductions would be available 

for CFC 1. Again, the incentive to shift income from one jurisdiction to another is 

undermined once the relevant tax abuse is prevented. 
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 Applying the "similar classification" rule regarding the second abuse of 

sheltering income through reverse hybrid entities would also achieve more justified 

results. In this example, RH 2 is treated as a pass-through entity for foreign tax 

purposes. According to the similar classification principle, RH 2 shall also be 

classified as a pass-through entity for U.S. tax purposes. Thus, when CFC 2 pays 

interest to RH 2, such payments is not deductible by neither the foreign tax law nor 

under U.S. law. Once the interest payment is not deductible, the relevant tax abuse is 

effectively eliminated.  

 

 As far as Subpart F income is concerned, the same country exception under 

I.R.C § 954(c)(3)(A)(i) would not apply because RH 2 would not be classified as a 

corporation for U.S. tax purposes. As a result, the income generated may be treated as 

"Subpart F income" and would be taxed under the regular CFC rules. 

 

 In sum, the key concept in dealing with hybrid arrangements is to eliminate 

the disparity in classification of the relevant entities. If an entity is classified similarly 

for both domestic and foreign tax purposes, then no tax benefit is generally available. 

The rationale of the proposed "similar classification" rule is to follow this logic and 

applying similar classification with respect to all relevant entities. 
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 D. Decontrolling a CFC Status 

 

 

Another method to avoid the CFC rules is by de-controlling a CFC status.    As 

discussed in details in Chapter IV, I.R.C § 957 defines the term "controlled foreign 

corporation" as a foreign corporation of which more than 50% of: (i) the total 

combined voting power of all classes of stock entitled to vote, or (ii) the total value of 

the stock of such corporation is owned by "U.S. Shareholders" (i.e. U.S. persons 

owning directly or indirectly 10% or more of the stocks of such foreign corporation). 

In determining the 50% test, Treas. Reg. §1.957-1(b) has adopted the "all facts and 

circumstances" test. Specifically, U.S. shareholders shall be deemed to own the 

requisite percentage in the corporation if such U.S. shareholders have the power to: 

(i) elect, appoint or replace a majority of the body of persons exercising, with respect 

to such corporation, the powers ordinarily exercised by the board of directors;         

(ii) elect or designate a person who has the power to cast a tie breaking vote (e.g. a 

chairman of the board, who has an additional vote in a case of any deadlock which 

may arise); or  (iii) elect, appoint or replace a person, who has the power which 

ordinarily be exercised by the board of directors (e.g. a president or a CFO who has 

 397management powers, usually vested in the hands of the board of directors). 

Effective control may be maintained even if the literal terms of the statute are 

not met. Suppose for example, 10 U.S. persons who wish to set up and control a 

foreign corporation. If each one of them owns less the 10% of the voting stocks (e.g. 

9.9%) and the additional 1% is owned by an unrelated party, such corporation shall 

not be deemed to have a CFC status because these U.S. persons do not meet the 

statutory requirement of "U.S. Shareholders", who must own at least 10% of the 

combined voting power.  

 

                                                 
397 In TAM 199914034 the IRS, for the first time, interpreted the conditions under Treas. Reg. §1.957-

1(b)(1)(i)-(iii) and the "facts and circumstances test". The IRS ruled in this case that the relevant 

corporation was not a CFC because the U.S. shareholders had the powers to elect only half of the 

directors and they did not control the body that exercised the powers normally exercised by the board 

of directors. Further, the IRS reasoned its decisions based on the facts and circumstances test. One of 

the factors the IRS found significant was that the corporation had not filed Form 5471 for its U.S. 

shareholder (i.e. information return of U.S. person with respect to certain foreign corporations).  
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Another tax planning technique to avoid CFC status is to form a foreign 

corporation owned by U.S. and foreign shareholders. When U.S. persons own less 

than 50% of the company and the other interests are owned by foreign persons, CFC 

status in most instances may be avoided. For instance, two foreign shareholders own 

26% (each) of the stocks and a U.S. person owns 48% of the stocks. Such U.S. person 

may maintain control as long as the foreign shareholders do not combine their voting 

power. In case of family members, such tax planning may be even easier.398 If, 

however, artificial devices such as informal agreements for voting stocks, whether 

expressed or implied, are used to transfer voting power away from U.S. shareholders, 

the IRS will look through such agreements to determine the real control in the 

company.399  

 

 Furthermore, when U.S. shareholders own shares of one class of stock of a 

foreign corporation that has another class of stock outstanding, the voting power of 

such other class of stock is deemed to be owned by any person on whose behalf it is 

exercised.400 To deal with this tax abuse, anti - decontrolling rules should be adopted. 

First, the relevant 10% threshold of domestic shareholder should be lowered (as 

proposed to 5%) or disregarded for the purpose of the 50% control test. This means 

                                                 
398 In the case of foreign shareholders even the attribution rules of ownership under I.R.C § 318 do not 

apply. Thus, non-U.S. persons may form a foreign corporation with their U.S. family members and 

avoid a CFC status. See the discussion regarding the attribution rules of ownership supra Chapter IV.  

 
399 Treas. Reg. §1.957-1(b)(2). 

 
400 Id. 
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that, when calculating the 50% control test, all shareholders (including those with less 

than 10%) should be taken into account. However, once a CFC status is determined, 

the CFC's tainted income shall be attributed only to the 10% shareholders. 

 

Second, the ownership attribution rules should be revised to cover also foreign 

related persons. This would prevent from domestic and foreign related persons (e.g. 

brothers and sisters) to incorporate a foreign corporation and to avoid a CFC status 

only because the foreign shareholders own more than 50% of the stocks.401  

 

Finally, the "facts and circumstances" test should be broadly implemented. 

The analysis should track the persons who hold the managing powers of the company 

(e.g., decision making, dividend declaration, capital contributions, etc). Any artificial 

devices and shareholders agreements used to maintain control and avoiding a CFC 

status should be disregarded under the "substance over form" doctrine.402  

Stapled Entities 

 
Another method to decontrol a CFC status is through “stapled entities”.  

Under this method, a CFC distributes its stocks pro-rata to the shareholders of a 

domestic corporation. The foreign corporation would no longer be classified as a 

CFC; to the extent its new shareholders own less than 10% of the stocks (e.g., when a 

                                                 
401 See supra discussion and recommendation in Chapter IV. 

 
402 The "substance over form" doctrine generally ignores the technical form used by the parties and 

looks for the real substance of the transaction. In this case, when shareholders formally own less than 

50% of the company's stocks but additional arrangements (e.g. shareholders agreement and nomination 

of certain key person) allow them to control the company, such shareholders shall be deemed as 

maintaining control in substance in the company. 
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corporation is publicly traded). To maintain common control in the foreign 

corporation, the stock certificates of the foreign corporation are stapled to or paired 

with the stock certificates of the domestic corporation.403 Typically, the managements 

of the stapled entities are identical or closely related.404 

 

To combat this abuse, a specific rule needs to apply under which, when a 

foreign and domestic corporation are stapled and common control is preserved, the 

foreign corporation shall be treated as a domestic corporation for all tax purposes.405 

The term "stapled entities" means any group of two or more entities if more than 50% 

in value of the beneficial ownership in each of such entities consists of "stapled 

interests".406 The definition of "stapled interests" includes two or more interests, 

which in connection with the transfer of one interest; the other interest is also 

transferred by reason of form of ownership.407 

 

                                                 
403 Congress concluded that "stapled entities" was un-appropriate tax abuse which should be prevented 

by the Deficit Reduction Act of 1984. See Staff of Joint Comm. on Tax'n, 98th Cong., 2s Sess., General 

Explanation of the Revenue Provisions of the Deficit Reduction Act of 1984, 455 (1984).     

 
404 See C. Gustafson, R. Peroni and R. Pugh, Taxation of International Transactions, West Group, 3rd 

Edition, 482 (2006). 

 
405 I.R.C § 269B(a). 

 
406 I.R.C § 269B(c)(2). 

  
407 I.R.C § 269B(c)(3). 
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When a foreign company and a domestic corporation are stapled, the foreign 

company shall not be considered domestic if its foreign shareholders own 50% or 

more of: (i) the combined voting power; and (ii) total value of both corporations.408          

 

 E.         Corporate Inversion 

  

Corporate inversion is another possible method to avoid a CFC regime.   

"Corporate inversion" (sometimes referred to as "corporate re-incorporations" or 

"expatriation") is a transaction, or series of transactions through which a domestic-

based company restructures its corporate group, so that the ultimate parent 

corporation of the group is inverted and becomes a foreign entity.409 Typically, the 

foreign parent corporation is incorporated in a jurisdiction that imposes low income 

tax. The effect of such inversion is that the foreign companies in the group are no 

longer controlled by domestic shareholders; thus, a CFC status is avoided.410  

 

Different tax incentives may trigger corporate inversion. For instance, a 

company might shift income to a low-tax jurisdiction by so called “intangible 

                                                 
408 I.R.C § 269B(e). This exception applies because when foreign persons own 50% or more of both 

corporations no tax abuse is likely to occur. The reason is that the foreign shareholders could hold 

directly 50% or more of the foreign corporation and still avoiding a CFC status.  

  
409 For more about the history of inversion transactions, see Willard B. Taylor, Corporate Expatriations 

– Why Not ?, 78 Taxes 146, (March 2000). 

 
410 See Office of Tax Policy, Department of the Treasury, Corporate Inversion Transaction: Tax Policy 

Implications, 3 (2002) ("Treasury Corporate Inversion Study"). 
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inversion”.411 Other inversions might involve transfer pricing, earnings stripping and 

foreign tax credit benefits. 

 

As to the Israeli tax law, corporate inversions are relevant because Israeli tax 

law is highly influenced by U.S. tax law. Thus, it is reasonable to assume that 

inversions would be used in Israel in the near future to avoid a CFC status. 

Furthermore, the Israeli Encouragement of Capital Investments Law provides 

substantial tax benefits to an approved Israeli company for only a limited period of 

time. The Israeli tax authority may be concerned that at the end of such period, the 

domestic approved entity would have an incentive to be converted to a foreign 

corporation.412  

 

 

1. Anatomy of Corporate Inversion 
 

 

There are several different ways to accomplish a corporate inversion. 

Although each inversion might have unique features, a standard corporate inversion 

typically involves a formation of a new foreign parent corporation that ultimately 

                                                 
411 This inversion is typically conducted through cost sharing agreements that shift R&D expenses 

overseas. The method to eliminate it is to impose an arm’s length standard on the “buy in” payment of 

the cost sharing agreement.  

 
412 The Israeli Encouragement of Capital Investments Law includes certain mechanisms that require 

from an Israeli company to return all the benefits provided in case it loses its "approved entity" status. 

Thus, inversion may occur only if the incentive for inversion at the end of the benefits period is greater 

than the benefits that were provided. 
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controls the former domestic parent. Most of corporate inversions are accomplished 

through one of the following structures.413  

 

1.1 Stock Transaction 

  

This transaction includes the formation of a new foreign parent company (the 

"foreign parent") usually in a tax haven. The newly-formed foreign parent acquires 

the outstanding stock of the former domestic parent (the "domestic parent") either 

directly or through a reverse subsidiary merger (i.e. a merger of a transitory domestic 

subsidiary of the new foreign parent into the domestic parent). Following the 

purchase of the stocks by the foreign parent, the domestic parent survives as a 

subsidiary of the new foreign parent, and the shareholders of the domestic parent in 

effect exchanging their stocks in the former domestic parent for stocks in the new 

foreign parent. Once the stock transaction is completed, all subsidiaries of the group 

are held by the foreign parent; therefore, CFC status of the foreign subsidiaries is 

avoided. 

 

1.2 Asset Transaction 

 

The second type of transaction to accomplish a corporate inversion, usually 

used for smaller transactions, is asset transfer. Under this method, the domestic parent 

transfers its assets to a newly-formed foreign corporation. This may be achieved 

either through a merger of the domestic parent into the foreign parent, or pursuant to 

                                                 
413 See Treasury Corporate Inversion Study, at 4. 
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conversion and continuation procedures under state corporate law. Once this is 

completed, the new foreign parent owns the assets and holds the corporate group, 

which was previously held by the former domestic parent.  

 

1.3 Drop Down Transaction  

 

The third category of transaction to implement a corporate inversion involves 

elements of both stock transaction and asset transaction. In this transaction, the 

domestic parent transfers its assets to a new foreign corporation, and then a portion of 

those assets is immediately "dropped down" to a domestic subsidiary of the new 

foreign parent. The result is generally similar to a stock transaction if such assets are 

contributed to a domestic corporation. If the foreign parent holds directly some of 

these assets, the result would be similar to an asset transaction.  

 

 1.4  Transfer of Foreign Subsidiaries 

 

Corporate inversion might also be accomplished by the transfer of ownership 

in existing foreign subsidiaries of a former domestic group either to a new foreign 

parent or to a foreign affiliate. In a corporate inversion accomplished by a stock 

transaction, the foreign subsidiaries may be transferred to the new foreign parent 

through the exchange of stock of the foreign subsidiaries for a second class of 

common stock of the acquiring foreign parent. This second class of stock typically is 

non-voting stock, but carries rights similar to the other common stock of the foreign 

corporation. The use of the foreign parent's stocks results in cross-ownership with the 
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former domestic parent or its domestic subsidiaries holding stock (often referred to as 

"hook stock") in the foreign parent corporation. 

 

In an asset transaction, the transfer of existing foreign subsidiaries may occur 

as part of the re-incorporation, which involves the outbound transfer of all of the 

domestic parent corporation's assets, including any stock in foreign subsidiaries held 

directly by the domestic parent corporation at the time of the transaction. In a drop 

down transaction, the stock of foreign subsidiaries simply would not be part of the 

assets that are subsequently re-contributed to a domestic corporation following the re-

incorporation. 

 

In all three forms of inversion transactions (i.e. stock transaction, asset 

transaction and drop down) the transfer of ownership of existing subsidiaries may be 

accomplished after the initial re-incorporation transaction. The stocks of the existing 

foreign subsidiaries may be transferred to the new foreign parent (or a foreign 

affiliate) through a sale or exchange. Alternatively, the stock of the foreign 

subsidiaries may be distributed up to the new foreign parent as a dividend. 

 

1.5   Inter-Company Indebtedness 

 

Inversion transactions may also involve the creation of inter-company 

indebtedness through a loan given by the foreign parent to its domestic subsidiary. 

The creation of inter-company debt may have no real effect on the location of assets 
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within the group; however, it may generate interest expense for the domestic 

subsidiary that would be deductible for domestic tax purposes. 

 

1.6 Intangible Assets Transfer and Insurance Transactions 

 

Inversion may also be achieved by other associated transactions between the 

new foreign parent and the domestic group. One type of transaction is the sale (or 

other transfer) of intangible assets of the former parent to the new foreign parent. 

Another kind of inversion transaction may involve insurance companies, under which 

the domestic members of the corporate group may reinsure a portion of their existing 

or future business with a foreign affiliate of the new foreign parent.  

 

2.  Tax Advantages of Corporate Inversions 

Corporate inversions may provide tax savings in two levels: (i) by reducing 

domestic tax on foreign source income; and (ii) by reducing domestic tax on domestic 

income that is shifted overseas through "earnings stripping" or similar transactions.414 

Despite the potential tax savings of corporate inversion415, it is important to note that 

inversion is not a tax-free reorganization. It is usually considered a taxable sale of 

stocks or assets. Generally, there is tax imposed on the appreciation of the assets 

                                                 
414 "Earning striping" refers to any tax-deductible payment made by a domestic corporation to its 

foreign parent, which creates a tax-free transfer on income to the foreign parent. Earnings stripping 

strategy can apply to all types of transfer payments from domestic subsidiary to its foreign parent, 

including license and royalty fees, overhead and administration costs, research and development costs 

and labor costs and expenses. 

 
415 For examination of the tax consequences of inversion transactions, see e.g. Gregg, D. Lemein and 

John D. McDonald, Taxable Inversion Transactions, 80 Taxes, 7 (March 2002). 
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being sold. Therefore, a thorough analysis is essential to determine whether the 

potential tax savings justifies the one-time tax paid at the time of re-organization.416 

The following discussion focuses only on tax advantages related to CFC aspects.  

Assume a foreign corporation X earns $100 million of passive income in 

Country Y that imposes a 10% corporate income tax. Corporation X is wholly owned 

by a U.S. parent, which is publicly traded (i.e. each shareholder of the U.S. parent 

own less than 10% of its stocks).  

Prior to the inversion, the foreign corporation falls within the definition of 

CFC under Subpart F.  Accordingly, its entire passive income is treated as "Subpart F 

income" and taxed in the hands of the U.S. parent. After paying $10 million taxes in 

country Y, the CFC's net income of $90 million shall also be taxed in the U.S. 

Assuming 35% of U.S tax rate, and taking into account the foreign tax credit, the U.S. 

parent shall pay additional $25 million to the U.S. Treasury.   

Now, suppose that a corporate inversion occurs, so both the former U.S. 

parent and foreign corporation X are held through a new foreign parent. First, since 

more than 50% of stocks or value of corporation X is held by a foreign parent, 

corporation X is no longer a CFC. Consequently, the passive income of corporation X 

is not subject to taxation under the CFC rules. Further, the shareholders of the former 

                                                 

416 Corporate inversions have become popular during the downturn in the stock market, when corporate 

assets have dropped significantly in value, so no appreciated assets were taxed during the 

reorganization. Further, companies with new assets may avoid taxation. For example, a start-up 

corporation which intends to go public, may create a foreign parent with little or no tax cost. 
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U.S. parent (who exchanged their stocks for the stocks of the new parent) shall not be 

subject to any additional taxation since the 10% of ownership threshold under I.R.C 

§951(b) is not met.417 The end result is that corporation X shall pay only $10 million 

of foreign tax to country Y and $25 million of tax were saved.418 

Suppose the former U.S. parent has U.S.-source income from other activity. 

The foreign parent may lend funds to the former U.S. parent, which would be able to 

deduct interest expenses from its U.S. taxable income. The interest payments in the 

hands of the foreign parent would increase its passive income that is not subject to 

Subpart F. As far as U.S. withholding tax is concerned, the 30% withholding tax on 

U.S.-source interest received from related U.S. corporations may be reduced or 

eliminated by tax-treaty provisions. Thus, if interest payments are made to a related 

lender in a treaty country, such withholding tax can also be avoided.419 

3.  Alternative Policy Responses 

 

The issue of inversions became in recent years a great concern of the U.S. 

Treasury.420 Potential policy responses to corporate inversions may vary widely, 

                                                 
417 Theoretically, the new parent corporation could be classified as a CFC, however, since the stocks 

are held by the public and the 10% ownership threshold is not satisfied, no tax under Subpart F is 

imposed.  

   
418 See infra Figure 12. 

  
419 Although U.S. tax law generally attempts to reign in the most abusive earning stripping payments 

(e.g., I.R.C §163(j) ), transactions structured under an arm's-length business standard can still provide 

plenty of opportunities to shift income away from the U.S. subsidiary to the foreign parent. 

  
420 See the Testimony of Acting Assistant Treasury Secretary for Tax Policy before Committee 

Hearing on Corporate Inversion, Daily Tax Report, BNA 110 (2002). 
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depending on what is viewed as their major threat. Those that are mainly concerned 

about the revenue loss and tax equity results of inversions make little distinction 

between inversions' loss of tax revenue from U.S. source-income on one hand, and 

foreign-source income on the other. Their proposals would seek to re-impose U.S. 

taxes immediately when inversions occur.421 In contrast, those who view inversions 

as symptomatic of a competitive burden imposed by the U.S. tax system, have 

suggested more general reforms of the U.S. system of taxing foreign-source 

income.422  

A number of bills dealing with corporate inversions were introduced to U.S. 

Congress. Prominent among those were two broad tax bills passed in 2004: (i) Senate 

bill S. 1637 by Senators Bill Frist and Senator Grassley (the "Senate Bill")423; and (ii) 

House bill H.R. 4520 by Representative Williams Thomas (the "House Bill")424.  

Both bills included many overlapping provisions regarding a variety of tax cuts for 

domestic and overseas investments, but also contained differences regarding 

inversions. The differences between these bills were resolved by the conference 

                                                                                                                                           
 
421 See for example, Samuel C. Thompson Jr., Treasury's Inversion Study Misses the Mark: Congress 

Should Shut Down Inversions Immediately, 95 Tax Notes 1673 (2002). The author argues in this 

article that "by avoiding the CFC provisions, the inversion transactions extend de facto territorial 

taxation to both active foreign income and foreign passive income". 

 
422 For example, the Treasury Corporate Inversion Study has recommended a general re-examination 

of the U.S. system of taxing foreign income together with more stringent treatment of U.S-source 

income and more effective measures of limiting earnings-stripping.  

 
423 See S. 1637, 108th Cong. (2004). 

 
424 See H.R. 4520, 108th Cong. (2004). 
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committee version of H.R. 4520, which was ultimately enacted as the American Jobs 

Creation Act of 2004. 

  

3.1 The Senate Inversions Bill 

 

The Senate Bill proposed to impose two new tax regimes on corporate 

inversions, depending on ownership thresholds and on the date the inversions 

occurred. Under the first regime, a foreign parent corporation is treated as "inverted 

domestic corporation" and taxed like a U.S. corporation if it meets the continuity-of-

ownership test. Such test is satisfied if at least 80% of the foreign parent (by vote or 

value) is owned by the former shareholders of the domestic corporation or 

partnership, which had transferred substantially all of its property to the foreign 

parent. This test further required that after the inversion, the foreign parent and its 

affiliates do not have "substantial business activities" in the parent's country of 

incorporation.425 Finally, this regime applied only to inversions that occur after March 

20, 2002.426 

The second regime under the Senate Bill referred to a 50% ownership test. 

This test is satisfied if at least 50% of the foreign parent (by vote or value) is owned 

by the former shareholders of the domestic corporation or partnership, which had 

transferred substantially all of its property to the new foreign parent.427 The second 

                                                 
425 See Section 7874(a) of the Senate Bill. 

 
426 Id. 

 
427 See Section 7874(b) of the Senate Bill. 
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regime of the Senate Bill imposed a tax on the "inversion gain" arising from the 

shifting of the foreign subsidiaries from the former U.S. parent to the new foreign 

parent.428 Such tax would apply as the highest corporate tax rate (or individual tax 

rate, in the case of partnerships) to stock received by the former domestic parent from 

the new foreign parent in exchange for ownership of the foreign subsidiary 

corporations. Neither foreign tax credits nor net operating losses would be permitted 

to offset this tax. The second tax regime generally applied to inversions occurred after 

December 31, 1996, and on or before March 20, 2002.429 

 

Additional rule under the Senate Bill imposed an excise tax on stock options 

related to inversions. According to this rule, officers, directors, and 10% owners of 

inverted firms would be subject to a 20% excise tax on compensation that is directly 

linked to the value of an inverting corporation's stock. Such compensation would 

include stock, stock options and other stock-based compensation. As to stock options, 

the tax would apply to the value of the option at the time of the inversion, determined 

by an option-pricing model specified by the Treasury Department. The excise tax 

would apply, however, only when the inversion in question triggers recognition of 

capital gains at the shareholders' level. The Senate Bill also contained provisions that 

                                                                                                                                           
 
428 For this purpose, the term "inversion gain" means any income or gain required to be recognized 

under section 304, 311(b), 367, 1001, or 1248, or under any other provision of chapter 1, by reason of 

the transfer of stock or other property from the former domestic parent to the new foreign parent. See 

Section 7874(c)(4) of the Senate Bill.  

 
429 The second regime under the Senate Bill may also apply to post-March 20, 2002 inversions; to the 

extent they are not subject to the rules of the first regime.    



 200 

would extend earnings-stripping restrictions on the deductibility of interest paid to 

related corporations.  

 

3.2 The House Inversions Bill 

  

The House Bill generally included narrower inversion provisions than the 

Senate Bill. Under the House Bill, the transfer of foreign subsidiaries or other assets 

from a U.S. parent corporation or partnership (referred to as "expatriated entity") to a 

new foreign parent corporation may give rise to a corporate-level tax. Such tax is 

imposed on the recognized "inversion gain".430 However, as opposed to the Senate 

Bill, "tax attributes" such as foreign tax credits or net operating losses may offset the 

tax on the inversion gain.431 

 

 

The relevant test under the House Bill applied to a "surrogate foreign 

corporation" which is defined as: (i) a foreign entity that after March 4, 2003, has 

completed the direct or indirect acquisition of substantially all of the properties held, 

directly or indirectly, by a domestic corporation or substantially all of the properties 

constituting a trade or business of a domestic partnership; and (ii) after the acquisition 

                                                 
430 The term "inversion gain" under the House Bill means income or gain recognized by reason of 

transfer of stock or other properties by an expatriated entity, and any income received or accrued 

during the applicable period by reason of a license of any property by an expatriated entity. See section 

7874(a)(2) of the House Bill. 

 
431 Since the House Bill's response to corporate inversion was more relaxed than the Senate Bill, the 

increase in tax revenues thanks to the House Bill was estimated by the Joint Committee on Taxation to 

be $488 million over the years of 2004-2014, as opposed to $2.6 billion increase generated by the 

Senate Bill.  
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at least 60% of the stocks (by vote or value) of the entity is held by the former 

shareholders. For inversions occurring on or before March 4, 2003, an entity shall not 

be treated as "surrogate foreign corporation" if on or prior to this date, such entity 

acquired directly or indirectly more than half of the properties held directly or 

indirectly by such corporation or more than half of the properties constituting such 

partnership trade or business, as the case may be.432 

  

A foreign inverted corporation was treated under the House Bill as a domestic 

corporation, to the extent such a corporation is a "surrogate foreign corporation" and 

the ownership test of 60% is replaced by 80%.433 The House Bill further contained a 

provision that imposed an excise tax on stock options related to inverted corporations. 

The applicable tax rate was 15%, whereas the Senate Bill imposed 20% tax rate on 

stock options. In addition, unlike the Senate Bill, the House Bill did not provide any 

restrictions on interest deductions dealing with earnings stripping.  

 

3.3 The American Jobs Creation Act (2004) 

 

 Based on the Senate Bill and the House Bill, the American Jobs Creation Act 

of 2004 (the "Jobs Act") adopted certain rules with respect to corporate inversions. 

Similar to the Senate Bill, the Jobs Act contains two alternative tax regimes 

                                                 
432 See Section 7874(a)(2)(B) of the House Bill. 

 
433 This modification means that after the acquisition at least 80% of the stocks (by vote or value) of 

the new foreign entity are held by the shareholders of the former domestic parent. See Section 7874(b) 

of the House Bill. 
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applicable to inversions: (i) when at least 80% of the stocks of the new foreign parent 

are owned by the former shareholders, the new foreign parent is treated and taxed as a 

domestic corporation434; and (ii) when at least 60% but less than 80% of the new 

parent's stocks are owned by the former stockholders, the new foreign parent is not 

taxed like a domestic corporation but an "inversion gain" is recognized. Any toll taxes 

that apply to transfers of assets to the new entity can not be offset by foreign tax 

credits or net operating losses.435 The relevant inversion date is March 4, 2003.  

 

The Jobs Act tends to distinguish between two cases. When 80% of the stocks 

of the new foreign parent are owned by the former shareholders, the assumption is 

that the entire transaction is motivated by tax avoidance; therefore, the new foreign 

parent is treated as a domestic company. If, however, the former shareholders own 

less than 80% of the new parent, additional considerations (other than tax avoidance) 

may be involved. Thus, the new parent is treated as a foreign company but "inversion 

gain" is recognized. The Jobs Act further imposes an excise tax on stock options 

related to inversions. The applicable tax rate is 15% through 2008 and 20% thereafter. 

                                                 
434 I.R.C § 7874(b). 

 
435 I.R.C § 7874(a). For credits that are not allowed to offset tax on inversion gain see I.R.C § 7874(e). 



 203 

3.4 Other Relevant Legislation 

 

Another proposed legislation dealing with corporate inversion was the 2006 

Budget Reconciliation Legislation.436 This proposal imposed restrictions to inversions 

occurring after March 20, 2002 (rather than March 20, 2003 as specified by the Jobs 

Act). In addition, the proposal reduced the 60% threshold provided by the Jobs Act 

(under the second inversion regime) to a 50% continuity-of-ownership threshold. The 

proposal also suggested tightening the earnings-stripping restrictions in the case of 

inverting firms. Such proposed legislation, approved by the Senate in November 

2005, was not contained in the final version of reconciliation legislation.437 

  

Several other bills, not directly pertaining to taxes, have contained anti-

inversion provisions. For example, Section 835 of the Homeland Security Act 

includes restrictions on the agency's contracting with inverted corporations.438 These 

restrictions, however, may be waived in the interests of homeland security to prevent 

loss of jobs or to prevent higher costs incurred by the government. The Senate, in a 

later version of the Act, has tighten the waiver conditions by making a waiver of the 

contracting restrictions possible only if the President certifies to Congress that it is 

essential to national security.439  

                                                 
436 See H.R. 4297, 109th Cong. (2006). 

 
437 Tax Increase Prevention and Reconciliation Act of 2005, P.L. 109-222 (May 17, 2006). 

 
438 See § 835 Homeland Security Act (2003), P.L. 107-296. 

 
439 See the final conference committee version of the bill that became P.L. 108-7. 
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4. Anti - Corporate Inversion: Temporary Regulations 

 

On June 6, 2006 the U.S. Treasury issued temporary regulations dealing with 

the determination of whether a foreign entity shall be treated as a "surrogate foreign 

corporation" under I.R.C. §7874(a)(2)(B) (the "Temporary Regulations").440 

Generally, a foreign corporation is treated as a "surrogate foreign corporation", if 

pursuant to a plan or a series of related transactions: (i) The foreign corporation 

directly or indirectly acquires substantially all the properties held directly or 

indirectly by a domestic corporation or partnership; (ii) after the acquisition at least 

60% of the stock (by vote or value) of the foreign corporation is held by the former 

shareholders of the domestic corporation by reason of holding stock in the domestic 

corporation or the former partners of the domestic partnership, as the case may be; 

and (iii) the expanded affiliated group (EAG) that includes the foreign corporation 

does not have substantial business activities in the foreign country in which the 

foreign corporation was created or organized.  

 
 As to the first condition, the Temporary Regulations provide that an acquisition 

by a foreign corporation of stocks in a domestic corporation (or an interest in a 

partnership that holds stock in a domestic corporation) is considered to be an indirect 

acquisition of a proportionate amount of the properties held directly or indirectly by 

the domestic corporation. 441 

                                                 
440 See Temp. Reg. 112994-06 referred to as Treas. Reg. §1.7874-2T.  

  
441 See Treas. Reg. §1.7874-2T(b)(1) and Treas. Reg. §1.7874-2T(b)(3). 
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The Temporary Regulations also provide that when a foreign corporation 

acquires stocks in a second foreign corporation, it shall not be considered as an 

indirect acquisition by the first foreign corporation of any properties held by a 

domestic corporation or partnership owned by the second foreign corporation.442 

Finally, when a controlled subsidiary (either domestic or foreign) of a foreign 

company acquires the stock or assets of a domestic corporation in exchange for stock 

of the controlling foreign corporation, such foreign corporation shall be considered as 

acquired a proportionate amount of the domestic corporation's stock or assets.443 

 

As to the second condition, the Temporary Regulations provide that stock of 

the acquiring foreign entity received in exchange for stock of a domestic corporation 

(or in exchange for a capital or profits interest in a domestic partnership) is 

considered to be a "stock held by reason of holding stock in the domestic corporation 

or partnership".444 Furthermore, if in the same transaction or series of related 

transactions, other property is also contributed to the foreign entity in exchange for its 

stock, the amount of stock held by a former shareholder (or partner) is determined on 

the basis of the relative value of the property in exchange for which the foreign 

entity's stock was issued.445  

                                                 
442 Treas. Reg. §1.7874-2T(b)(2). 

 
443 Treas. Reg. §1.7874-2T(b)(4). 

 
444 Treas. Reg. §1.7874-2T(c)(1). 

 
445 Id. 
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The Temporary Regulations also provide that the terms "former shareholders" 

and "former partners" mean any persons who held an ownership interest in the 

domestic entity before the acquisition, regardless of whether they continue to hold 

such an interest in the domestic entity after the acquisition.446 

 

As to the third condition, the Temporary Regulations provide both a facts-

and-circumstances test and a safe harbor test of whether an EAG has "substantial 

business activities" in the country of incorporation of the acquiring foreign entity.  

The facts-and-circumstances test provides, as a general rule, that the determination of 

whether the EAG has substantial business activities in the relevant foreign country, 

compared to the total business activities of the EAG, will be based on an analysis of 

all the facts and circumstances of each case. 

 

The Temporary Regulations set forth a non-exclusive list of factors including: 

(a) local employee headcount and payroll, property, and sales of the EAG; (b) its 

historical presence in the foreign country; (c) its management activities in such 

country; and (d) the strategic importance to the EAG's total business activities in that 

country. The weight given to any factor will depend on the particular circumstances. 

Any assets that are temporarily located in the foreign country are not to be given 

weight in making the determination under the facts and circumstances test.447 

 

                                                 
446 Treas. Reg. §1.7874-2T(c)(2). 

 
447 Treas. Reg. §1.7874-2T(d)(1). 
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The Temporary Regulations also provide an alternative, safe harbor test for 

determining whether, after the acquisition, an EAG has substantial business activities 

in the foreign country. Such safe harbor test is met if the EAG, after the acquisition, 

satisfies the following three conditions: (1) the group employees based in the foreign 

country account for at least 10% (by headcount and compensation) of total group 

employees; (2) the total value of the group assets located in the foreign country 

represents at least 10% of the total value of all group assets; and (3) during the 

twelve-month testing period, the group sales (i.e. sales by group members, measured 

by gross receipts from such sales) made in the foreign country accounted for at least 

10% of total group sales.448 

 

           5.      Additional Approach - Modifying the Rules of Corporate Residence   

 

As opposed to all the proposals above, which would apply only when 

inversions actually occur, another approach is to modify the rules determining the tax 

residence of corporations. Such approach is fundamental, and might be viewed as 

treating the cause rather than the symptoms. Under this approach, the residence of a 

given corporation is not necessarily its place of organization, but rather the location 

from which such corporation is actually managed and controlled. Accordingly, an 

inverted foreign parent, after the inversion is completed, shall be treated as a U.S. 

resident if it is still managed and controlled from the United States.  

 

                                                 
448 Treas. Reg. §1.7874-2T(d)(2). 
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Such an approach is not innovative. The U.K. tax system considers a foreign 

corporate taxpayer to be resident in the country from which it is centrally managed 

and controlled regardless of its country of incorporation. The phrase used by the U.K. 

case law is "ordinarily resident".449 Although a corporation can be present in more 

than one jurisdiction, it can be ordinarily resident in only one jurisdiction. The 

"management and control" test is facts and circumstances oriented. It can be a 

complex factual inquiry but it can permit the tax administrator to deem a foreign 

subsidiary to have the same residence as its parent company. Such a system would 

appear to avoid some administrative burdens of identifying inversions by means of 

thresholds, ownership tests, inversion dates and any other technical requirements. 

Further, most of the new foreign parents, which following the inversions purport to be 

resident in a tax haven, are rarely managed and controlled there.  

 

The weakness, however, of the management and control test is that it has no 

clear standards as to where the company is effectively managed and controlled. 

Traditional factors such as the location of the meetings of the board of directors or the 

company's registered address are not relevant in a global world of video conference 

and virtual addresses. Analyzing the relevant facts and circumstances in each case 

may be a substantial administrable burden. The need of clear standards is, therefore, 

essential for this method to be consistent with the goal of achieving certainty and 

simplicity of the tax system.  

                                                 
449 See e.g., De Beers Consolidated Mines v. Howe, (1906) AC 455, 5 TC 198; See also Unit 

Construction Co. Ltd. v. Bullock, (1960) AC 351. 
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everal S 450.stax abuse of CFC regimea  contain may scorporate inversionIn sum, 

alternative methods may be adopted to deal with this issue. First, the inversion 

transaction may be viewed as a taxable event and the transferring company or its 

shareholders (or both) have to recognize an "inversion gain" at the time of the transfer 

of the assets.  

 

Second, the arm’s length standard should govern the transfer of assets among 

related parties, especially with respect to transfers of intangibles. 

 

Third, double tax treaties should be revised to ensure that there is no reduction 

in domestic withholding tax, which might provide opportunities for tax abuse through 

inversions.451 Further, the earning – stripping rules should also be tightened to prevent 

shifting of domestic income to low-tax jurisdictions through loans and deductions. 

 

Finally, corporate inversions may be simply ignored under certain 

circumstances. Disregarding an inversion would treat the foreign inverted corporation 

as a domestic corporation. This may be achieved by defining specific conditions (e.g. 

the 80% continuity-of-ownership test). Another method to achieve this is by 

modifying the relevant corporate residence rules. If the inverted corporation is 

domestically managed and controlled, it may be treated as a domestic corporation.  

                                                 
450 See e.g., Carol P. Tello, The Upside Down World of Corporate Inversions, Tax Management 

International Journal, 161 (2001). 

 
451 Tax treaties typically contain lower withholding tax on certain types of income. However, tax 

treaties may provide that when a corporate inversion takes place, the relevant withholding tax shall not 

be reduced. 
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        F.    Conclusion regarding the Proposed CFC Anti – Avoidance Rules 

 

In order for a CFC regime to be effective, anti-avoidance rules should apply.  

The purpose of such rules is to prevent tax abuses and any other attempts to avoid 

current taxation imposed by the regular CFC rules.  

  

 One simple method to avoid the CFC rules is to sell or exchange stock in a 

CFC before the end of the tax year. The potential tax benefit of such a transaction is 

capital gain treatment on the sale of the stock instead of an ordinary income 

treatment, applicable to a deemed dividend under the CFC rules. U.S. Subpart F has 

adopted I.R.C §1248 to prevent such tax abuse, under which the gain from disposition 

of a stock in a CFC is generally treated as an ordinary income. §1248 in effect re-

characterizes capital gain from the sale or exchange of a CFC stock into ordinary 

income. However, the major deficiency of §1248 is that foreign tax credit may 

sometimes benefit a corporate taxpayer and lowers its tax liability, even below the 

domestic tax that would have paid without the re-characterization of §1248. The rule 

proposed by this dissertation is a "minimum tax" rule. Similar to the concept of 

alternative minimum tax (AMT), this rule requires two different calculations, with 

and without the application of §1248. The rationale of this rule is to ensure that the 

tax liability shall not be lowered below the minimum tax that would have paid on the 

capital gain, calculated without the application of §1248. Thus, §1248 should apply 

only when the tax on §1248 dividend is higher than the tax on the gain that would 

have paid without §1248 re-characterization. In both cases (of either the minimum tax 
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or the §1248 gain), the tax treatment should be an ordinary income treatment as 

ordinary income is taxed in Israel at higher tax rates than capital gains.  

  

 A second technique to avoid the CFC rules is to invest in "domestic property". 

Investments in domestic property (such as loans between related companies) 

generally allow repatriating of CFC's E&P tax-free. Since the Israeli tax system also 

applies the E&P concept in defining dividends, an investment in domestic property is 

certainly a relevant concern. For this purpose I.R.C §956 was enacted. Although the 

original intention of §956 was to deal with inter-companies loans, the reach of current 

§956 extends far beyond loans, to encompass other types of investment activities. The 

broad definition of "U.S. property" under §956 imposes a major burden on the U.S. 

shareholders of a CFC.  Even genuine investments, which generate no tax benefits to 

the CFC's shareholders, are taxed on a current basis. The proposal under this 

dissertation is to modify and narrow the definition of the term "domestic property" to 

include only transactions that are motivated by tax avoidance. Genuine equity 

investments that provide no tax benefits should be excluded from this definition. The 

relevant test to be adopted is the all facts-and-circumstances test.    The Key factors of 

this test should be: (i) whether the investment was conducted between related parties; 

(ii) whether the value of the investment reflects an arm’s length price; (iii) whether 

the investment was reasonable as part of the investment strategy of the company; and 

(iv) whether the investment includes a current tax benefit for the domestic 

shareholders of the CFC.  
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 Other than modifying the definition of "domestic property", additional rules 

should also be adopted to prevent "rollover loans" (i.e. paying off loans prior to year-

end and creating a new obligations right after the new year started). These rules 

should combat inter-company accounts and eliminate an affirmative use of §956, 

which may lower withholding tax and minimize passive gains. 

 

A third method to avoid the application of the CFC rules is the use of hybrid 

entities. A hybrid entity can be in a form of "hybrid branch" (i.e. entity treated as a 

pass-through entity for domestic purposes but taxed as a separate corporation for 

foreign purposes), or a "reverse hybrid" (i.e. taxed as a corporation for domestic 

purposes but treated as a partnership for foreign purposes). By exploiting the 

differences in the tax classifications among different jurisdictions, taxpayers can 

potentially deflect income from high-tax jurisdiction to low-tax jurisdiction. Another 

abuse of hybrid arrangements is to shelter income from taxation in any jurisdiction, 

by using a "reverse hybrid", located at the same country of the CFC. In this case, the 

reverse hybrid gives a loan to the CFC. The CFC may deduct interest expenses 

whereas the interest income of the reverse hybrid is allocated to its partners. 

Assuming a tax treaty is in force; such interest income shall be subject to little or no 

withholding tax. Furthermore, this income shall not be treated as "Subpart F income" 

under the same country exception.   
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 There are several potential approaches to deal with hybrid arrangements. One 

approach is to treat the foreign entity according to the relevant classification in its 

country of organization. Another approach, adopted by the U.S. “check the box” 

regulations is to allow the taxpayer to elect the desirable classification, for domestic 

tax purposes, of the foreign entity. The proposal under this dissertation includes a 

"similar classification" rule. This rule provides that the classification of a hybrid 

entity (either hybrid branch or reverse hybrid) shall be similar for both domestic and 

foreign tax purposes. The taxpayer may elect the desirable classification; however, 

the classification of such entity should be similar in all relevant jurisdictions, so no 

disparity in classification would be available.   

 

Another method to avoid a CFC regime is by de-controlling a CFC status. 

This may be achieved by maintaining effective control in a foreign corporation 

without satisfying the literal terms of the statute (e.g., shareholders who own less than 

the relevant ownership threshold but maintaining control through certain devices and 

shareholders agreements). De-controlling a CFC status may also be achieved by using 

“stapled entities”, under which a CFC distributes its stocks pro-rata to the 

shareholders of a domestic corporation, and the stock certificates of the foreign 

corporation are stapled to or paired with the stock certificates of the domestic 

corporation. To prevent such abuses, several anti decontrolling rules are proposed by 

this dissertation. First, the relevant 10% ownership threshold of domestic 

shareholders should either be lowered or be disregarded for the purpose of the 50% 

control test (i.e. when calculating the 50% control, all the domestic shareholders, 
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including those with less than 10% ownership, should be included). Second, the 

attribution rules of ownership should cover also foreign related persons. Finally, the 

"all facts and circumstances" test should be implemented to locate the person, who 

actually control the foreign corporation. This test should analyze powers and factors 

such as: decisions making, dividend distributions, capital contributions, hiring and 

firing key personnel, entering into new contracts, investments and liabilities, etc. 

Artificial devices to maintain control should be disregarded. 

 

 As to “stapled entities”, a rule similar to I.R.C §269B should be adopted, 

under which when a foreign and domestic corporation are stapled, and common 

control is preserved, the foreign corporation shall be treated as a domestic corporation 

for all tax purposes. 

 

Corporate inversion is another common method to avoid the application of a 

CFC regime. "Corporate inversion" is a transaction through which a domestic-based 

multinational company restructures its corporate group, so that ultimately the 

domestic parent of the group becomes a foreign entity. One major tax benefit of 

inversions is that the foreign subsidiaries are no longer controlled by a domestic 

parent; therefore, a CFC status may be avoided. Typically, a common corporate 

inversion is a transaction, where a new foreign parent is incorporated in a tax haven. 

The new foreign parent acquires the former domestic parent in a stock transaction, 

asset transaction or a "drop down" transaction. The former shareholders of the 

domestic parent usually exchange their stocks in stocks of the new parent. 
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Several methods are mentioned to deal with corporate inversions: 

First, the inversion transaction should generally be treated as a taxable event. 

As a result, an "inversion gain" should be recognized at the corporation's level and at 

the shareholders' level. Second, the arm’s length standard should govern the transfer 

of assets among related parties. Third, tax treaties should be revised to ensure that 

there is no reduction in withholding tax. Forth, the earning–stripping rules should 

also be tightened to prevent shifting of income. Fifth, an effective method to combat 

corporate inversions is by simply disregarding the inversion. The inverted corporation 

under certain conditions should be treated as a domestic corporation. Finally, the 

corporate residence rules may be modified to treat a foreign corporation, which is 

domestically "managed and controlled", as a domestic company for all tax purposes. 

 

In the context of Israeli tax law, corporate inversion might be relevant in the 

future due to the influence of the U.S. tax law on the Israeli system. Based on the 

guidelines specified in Chapter III452, It seems that disregarding the inversion for tax 

purposes and under certain conditions would be the preferable method for achieving 

simplicity and efficiency. By using this method, no inversion gain has to be 

calculated and no arm's length standards or earning-stripping rules should be 

reviewed. However, the relevant conditions should be clearly defined. For instance, 

corporate inversion shall be disregarded for Israeli tax purposes if more than 50% of 

the stocks (by vote or value) of the new foreign corporation are held by the former 

shareholders of the Israeli corporation.  

                                                 
452  See supra discussion regarding the considerations for evaluating CFC regimes, at 60. 
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Chapter VII:  Operating Rules of the Proposed CFC Regime 

 

The structure of the proposed Israeli CFC tax regime is discussed in great 

detail above. Chapter IV outlines the proposed elements of the ownership test and the 

income test. Chapter V discusses how to define "tainted" income and Chapter VI 

provides anti-avoidance rules to prevent tax abuses. To complete the puzzle, this 

chapter analyzes additional operating rules to ensure the effectiveness of the proposed 

Israeli CFC regime. 

 

A. E&P – Limitations and Deficit Rules 

  
 As a general rule, Subpart F income of any CFC shall not exceed the current 

earnings and profits (E&P) of a CFC for the relevant taxable year.453 A CFC is 

permitted to reduce Subpart F income by the sum of its prior deficit in E&P but 

subject to certain conditions and limitations. 

 

1. Accumulated Deficit Rule 

 
The accumulated deficit rule provides that Subpart F income of a CFC's 

domestic shareholder, attributable to certain "qualified activity" shall be reduced by 

the amount of a "qualified deficit" accumulated in previous years.454 For this purpose, 

"qualified activity" is defined as any activity giving rise to: (i) foreign base company 

                                                 
453 I.R.C § 952(c)(1). 

 
454 I.R.C § 952(c)(1)(B). 
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oil related income; (ii) foreign base company sales income; (iii) foreign base 

company services income; (iv) certain qualified insurance income (i.e. when an 

insurance company is predominantly engaged in an active conduct of an insurance 

trade or business) or foreign personal holding company income; and (v) foreign 

personal holding company income of a qualified financial institution (i.e. a company 

predominantly engaged in an active conduct of banking, financing or similar 

business).455  

  

To be eligible under the accumulated deficit offset rule, a "qualified deficit" 

means any deficit in E&P of a CFC for any prior taxable year, which began after 

December 31, 1986.456 The foreign corporation incurring the deficit must be a CFC in 

the year the deficit was accumulated.457 Such deficit is also subject to the following 

conditions: (i) it is attributable to the same qualified activity as the activity giving rise 

to the income being offset; and (ii) the deficit has not previously been taken into 

account for the purpose of the accumulated deficit rule.458  

  
 
 

                                                 
455 I.R.C § 952(c)(1)(B)(iii). 

 
456 Under I.R.C § 952(c)(1)(B)(ii)(II), deficits relating to activities that give rise to either foreign base 

company services income or qualified insurance income for taxable years beginning after 1962 and 

before 1987 may also be taken into account for the purpose of the accumulated deficit rule. Further, 

deficits relating to foreign base company sales income for taxable years beginning after 1982 and 

before 1987 are also included in this calculation. 

  
457 I.R.C § 952(c)(1)(B)(ii). 

 
458 Id.  
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Under prior law, pre-acquisition deficits of an acquired corporation could 

reduce post-acquisition Subpart F income of the acquiring CFC. Current law, 

however, provides that the shareholder's pro rata share of any deficit for prior taxable 

year is limited to the lesser of the shareholder's pro rata share as of: (i) the close of the 

taxable year; or (ii) the close of taxable year in which the deficit arose.459 

Consequently, pre-acquisition deficits may reduce the shareholder's Subpart F income 

in the year such deficits were arose but they can not reduce post-acquisition Subpart F 

income of the acquiring CFC. 

  

2. Chain Deficit Rule 

  
Under previous law, the deficit rule of §952(c) allowed offsetting a deficit in 

E&P incurred by one CFC in a chain of CFCs to eliminate an equal amount of 

Subpart F income of another CFC in the chain. Such rule was considered abusive by 

Congress since a deficit incurred in the chain could be used to offset Subpart F 

income of another CFC even though the deficit could be a non-Subpart F category, or 

bear little or no relation to the income that it offsets. Moreover, prior law was 

considered inconsistent with the "hopscotch" rule.460 

 

                                                 
459 I.R.C § 952(c)(1)(B)(iv). 

460 The "hopscotch" rule generally provides that Subpart F income recognized by second-tier CFC 

"hops" over the first-tier CFC and flows directly to the domestic shareholders. Under prior law, the 

chain deficit rule in some instances allowed deducting the relevant deficit more than once by different 

members of the chain.  
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For example, a domestic shareholder owns 100% of CFC 1, which owns 

100% of CFC 2. CFC 1 has $100 of Subpart F income and CFC 2 has a current $50 

non-Subpart F deficit in E&P. Under prior law, only $50 of Subpart F income of 

CFC1 was taxable to the U.S shareholder. Current law, however, requires that $100 

of the Subpart F income of CFC 1 is taxable because non-Subpart F deficit can not 

offset Subpart F income. Pursuant to § 952(c)(1)(C)(i), a CFC may elect to reduce the 

amount of its Subpart F income that is attributable to a "qualified activity" (see the 

categories mentioned above of Subpart F income) by the amount of any deficit of a 

"qualified chain member", to the extent such deficit is attributable to the same 

qualified activity. If a deficit is applied to another CFC under the chain deficit rule, it 

will not be available to shelter future Subpart F income of the qualified chain 

member.461  

 

Current law, therefore, resolves two problems of prior law. First, it requires 

that the deficit shall be related to the income that it offsets and they both should be 

Subpart F category. Second, once the deficit was used it can not shelter future Subpart 

F income of a chain member. A "qualified chain member", for the purpose of the 

chain deficit rule, means any other corporation created or organized under the laws of 

the country of the CFC, but only if: (i) all the stocks of the other corporation (except 

for directors' qualifying shares) are owned directly or through one or more 

corporations (other than the common parent) at all time during the year in which the 

deficit arose by the CFC, or (ii)  all the stocks of the CFC (except for directors' 

                                                 
461 I.R.C § 952(c)(1)(C)(i). 
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qualifying shares) are owned directly or through one or more corporations (other than 

the parent) at all time during the year in which the deficit arose by the other 

company.462 The chain deficit rule applies after the current E&P limitation and the 

application of "qualified deficit". 

 

3. Re-Characterization in Subsequent Years 

 

If Subpart F income of a CFC is reduced by current E&P limitation under 

§952(c)(1)(C), such reduction constitutes a recapture account. This recapture account 

in each income category is re-characterized, on a proportionate basis, as Subpart F 

income to the extent of such excess.463 Stated differently, any excess of E&P in any 

subsequent year over the CFC's Subpart F income for such taxable year is re-

characterized as Subpart F income attributed to the U.S shareholders of the CFC.464 

Recapture is required whenever E&P exceed the CFC's Subpart F income, without 

reference to whether the additional E&P are in the same category of the deficit.465  

 

A possible result of the re-characterization rule is that high–taxed non-Subpart 

F income is treated as Subpart F income in one basket but the relevant foreign taxes 

are included in a different basket. Domestic shareholders may be subject to full 

domestic tax on such re-characterized income, while foreign taxes that were paid on it  

                                                 
462 I.R.C § 952(c)(1)(C)(ii). 

 
463 See the rules of recapture under Treas. Reg. §1.952-1(e)(2)(ii).  

 
464 I.R.C § 952(c)(2). 

 
465 Treas. Reg. §1.952-1(f)(2)(ii).  
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remain in another basket.466 Another relevant issue deals with the coordination of the 

re-characterization rule with the full inclusion test of §954(b)(3)(B). Under this rule, 

Subpart F income under the full inclusion test, does not reduce the amount subject to 

re-characterization under §954(c)(2).467 

 

In sum, although the main goal of the E&P rules is to ensure that Subpart F 

income of a CFC shall not exceed the E&P of a CFC for the relevant taxable year; 

such rules can be potentially abused. The basic abuse may be achieved by shifting 

income to reduce the amount of the CFC's current E&P. If CFC has no adequate 

E&P, no constructive dividend may be imposed. Reducing the amount of E&P is 

available by generating certain losses and by using the deficit rules to defer domestic 

tax liability. Although E&P limit is only tax-deferral and not exemption, such deferral 

may have a significant economic value for the taxpayer. Well-advised taxpayers may 

even enjoy such deferral for a very long period of time.    

                                                 
466 Consider the case of a CFC that has in year 1 Subpart F income of $100 and E&P of $90. In year 2, 

the CFC has E&P of $80 and Subpart F of $70. The excess of $10 of E&P in year 2 arises from active 

income and foreign taxes paid on it are included in the active basket. However, under the re-

characterization rule, such recapture of $10 shall be considered as additional Subpart F income 

attributed to the U.S. shareholders of the CFC. This passive income shall be subject to full U.S. tax, 

while the foreign taxes paid remain in the active basket.   

 
467 Treas. Reg. §1.954-1(b)(3). 
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B.      Distributions and Previously Taxed Income (PTI) 
 

 

Distributions of dividends to domestic shareholders can lead to double 

taxation, to the extent the relevant income was previously taxed as Subpart F income. 

To avoid this, certain provisions should prohibit the imposition of a second layer of 

tax upon distribution of amounts that have been previously taxed by the CFC regime.  

 

1. PTI Rules under Subpart F 

 
 The statutory framework of the U.S. PTI rules is set in I.R.C §959. It 

generally provides that amount taxed to U.S. shareholders under §951 shall not be 

included in the U.S. shareholders' gross income as a dividend when such amounts are: 

(i) actually distributed or (ii) classified as earnings invested in "U.S. property".468 

I.R.C §959(b) excludes from the gross income of an upper-tier CFC the E&P of a 

second-tier subsidiary that have been taxed directly to U.S. shareholders. Under this 

exclusion, earnings and profits of a lower- tier CFC, which have been already taxed 

as Subpart F income, shall not be taxed again when they are distributed to the upper-

tier CFC through the regular chain of ownership. 

 

 

 

                                                 
468 I.R.C § 959(a). 
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  Distributions are divided to three categories: (i) 959(c)(1) category: aggregate 

E&P previously included in the U.S. shareholders' gross income under §951(a)(1)(B) 

and §951(a)(1)(C); (ii) then 959(c)(2) category: E&P included the gross income of 

U.S. shareholders under §951(a)(1)(A) but reduced by amounts excluded from the 

first category; and (iii) finally 959(c)(3) category: all other E&P. 469 

  

 Distributions are made under ordering rules in which each category of E&P 

(both current and accumulated) needs to be exhausted first before the next category 

may be distributed.470 An interesting issue is when a CFC distributes a stock of 

second-tier CFC to a domestic parent. Specifically, the question would be how to 

apply the relevant ordering rules.471 All three categories of E&P should be 

coordinated with I.R.C §312(a)(3), which provides that a corporation that distributes 

property with respect to its stock must decrease its E&P by the adjusted basis of the 

property distributed.472 These rules are also relevant to the state of Israel because, as 

mentioned above, Israel has adopted the concept of E&P in defining dividends.    

                                                 
469 I.R.C § 959(c). 

 
470 Treas. Reg. §1.959-3(b). 

 
471 In Rev. Rul. 86-131, 1986-2 C.B. 135, a first-tier CFC distributed the stock of a second-tier CFC to 

its U.S. parent company. At the date of distribution, the basis of the second-tier CFC stock exceeded 

the fair market value of the distributed stock. The IRS held that the E&P of the first-tier CFC should be 

adjusted as follows: (i) first, by reducing the section 959(c)(1) category by the fair market value of the 

stock distributed; (ii) second, by reducing the section 959(c)(2) category by any excess of the fair 

market value of the distributed stock over the total section 959(c)(1) category; and (iii) third, by 

reducing the section 959(c)(3) category by the difference, if any, between the adjusted basis of the 

stock distributed and the reduction in sections 959(c)(1) and (c)(2) categories. 

 
472 Since § 959(c) categories are intended to reflect the composition of a CFC's total E&P, the 959(c) 

categories must be reduced by the same amount as under section 312(a)(3). However, pursuant to 

§959(a) reductions in the 959(c) categories are based on the amount of the distribution prior to 

application of section 959(c) (i.e. generally fair market value under section 301(b)(1)(C)).    
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 2. Potential Abuse of the PTI Rules  

 

 Although the main purpose of the PTI rules is to avoid double taxation on 

distribution of amounts which have been previously taxed under the CFC regime, the 

complexity of such rules may leave space to potential abuses. For example, the PTI 

rules may be abused in reducing tax liability thanks to benefits of foreign tax credit. 

Consider the structure of a domestic parent corporation holding a foreign CFC, which 

generates Subpart F income. When a distribution of such income is made from the 

CFC to the parent company it is not taxed again since such income is considered PTI. 

 

 However, pursuant to I.R.C §78 gross-up rule, the dividend received from the 

CFC by the domestic parent may create indirect foreign tax credit. In fact, this simple 

transaction of PTI distribution not only eliminates double taxation but may even 

benefit the taxpayer.473 Another possible aspect of this PTI abuse is foreign currency 

gain or loss allocable to the domestic shareholder on the distribution.474 Such gain or 

loss may also allow the taxpayer to shift income according to taxpayer's needs.  

Domestic shareholders can use more aspects of Subpart F to their advantage 

through other foreign tax credit planning. For instance, if a domestic person 

repatriates the earning of second or third - tier CFC up the chain through a series of 

actual dividend distribution, the earnings of the lower-tier CFC shall be blended with 

                                                 
473 See infra Figure 13. 

 
474 I.R.C § 986(c). 
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those earnings of the higher-tier foreign corporation in the chain, which can alter the 

foreign tax rate on the repatriated earnings. By contrast, Subpart F income is 

recognized if the lower- tier CFC distributes its earnings directly to a domestic 

shareholder, which avoids the diluting effect of distributing earnings up through the 

chain. Through the use of this "hopscotch" rule, a domestic shareholder in an excess 

credit position can repatriate low-tax foreign earnings from a low-tier CFC located in 

a low-tax jurisdiction. Likewise, a domestic shareholder in a short credit position can 

use the hopscotch rule to repatriate high-tax foreign earnings from a lower-tier CFC, 

which is located in a high-tax jurisdiction.  

 In order to demonstrate the weaknesses of the U.S. PTI rules, a comparison to 

the U.K. PTI rules may be useful. The following discussion includes a brief 

description of the relevant PTI rules under U.K. law.  

 

3. PTI Rules under U.K. Law 

 
Under U.K. law, where a dividend representing the apportioned chargeable 

profits of a CFC is taxed in the hands of a U.K. resident recipient, the same profits are 

effectively exposed to double taxation.475 The provisions of paragraphs 4 to 6 of 

Schedule 26 of ICTA (1988) are designed to relieve such double taxation by giving 

relief for the tax charged under Chapter IV against the tax charged on the dividend. 

                                                 
475 The use of the term "chargeable profits of a CFC" under U.K. law is equivalent to the term "E&P of 

a CFC" under U.S. law. 
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The main elements of these relieving provisions are: (i)tax paid under Chapter IV is 

treated as foreign tax qualifying for credit relief as underlying tax in accordance with 

the rules for double taxation relief in Part XVIII ICTA 1988; (ii) the normal double 

taxation rules are modified; (iii) identification rules may apply where a dividend 

reaches a U.K. company indirectly; (iv) there is a relieve direct foreign taxes (i.e. 

withholding taxes) which have been suffered on dividends and which would not 

otherwise be relieved; (v) there are rules for attributing Chapter IV tax in cases where 

not all of the chargeable profits of a CFC produce a Chapter IV assessment476; and 

(vi) the relief applies in computing the creditable tax of a CFC, which receives a 

dividend from another CFC as well as in computing the liability to tax under Case V 

of a recipient company resident in the U.K. 

 

3.1 Gross Attributed Tax 

 

Two main conditions for obtaining relief against tax liability on a dividend 

paid by a CFC to a U.K. resident recipient are: (a) the chargeable profits of the CFC 

for that period have been apportioned; and (b) the CFC pays a dividend (in whole or 

in part) out of the total profits from which those chargeable profits are derived.477 

However, it is not necessary for the dividend to be paid after a Chapter IV 

assessment. Where a dividend is paid prior to the apportionment of chargeable profits, 

relief against the liability on the dividend is available subject to the same conditions 

                                                 
476 For example, when chargeable profits have been apportioned to non-U.K. residents. 

 
477 See ICTA Paragraph 4(1)-(3) Schedule 26. 
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as in the case where dividend is paid later. Where the conditions at (a)-(b) above are 

satisfied, any tax assessed under Chapter IV with respect to the chargeable profits 

referred to at (a) above is treated as underlying tax for double taxation relief purposes. 

Chapter IV tax, which qualifies for such relief, is referred to as “gross attributed tax”. 

 

3.2 Double Taxation Rules 

 

The effect of treating “gross attributed tax” as underlying tax qualifying for 

tax credit relief is the application of the normal double taxation rules to relief under 

paragraph 4(2) Schedule 26. Three of the normal double taxation rules should be 

mentioned in this context: (a) The relevant chargeable profits of a CFC out of which a 

dividend is paid need to be identified; (b) The rule that limits credit applies;478 and (c) 

A relief for “gross attributed tax” is allowed where dividends paid out of the profits of 

a CFC reach the U.K. through one or more intermediate foreign companies.479  

 

In general, two modifications are made to the normal double taxation rules 

with respect to the gross attributed tax relief.480 First, the 10% ownership requirement 

in the company paying the dividend is modified by any degree of ownership. 

 

                                                 
478 See ICTA § 797. For example, if a U.K. company is taxed under Chapter IV at a corporation tax 

rate of 31% and later this rate is reduced to 30%, when a dividend is distributed representing the whole 

of the chargeable profits, the excess of 1% Chapter IV tax which cannot be relieved against the liability 

on the dividend cannot be relieved in any other way. 

 
479 Relief under ICTA Paragraph 4(2) Schedule 26 does not therefore depend on a CFC paying a 

dividend directly to a person resident in the United Kingdom. Since, double taxation relief can only be 

claimed by U.K. residents, relief will be given when CFC’s profits are finally received by way of 

indirect dividend through one or more intermediate foreign companies in the U.K.  

 
480 See ICTA Paragraph 5(1) and (2) Schedule 26. 
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Second, dividends are not grossed up with respect to Chapter IV tax. 

Specifically, the rule under ICTA §795(2)(b) provides that the amount of income 

represented by a dividend is increased by the amount of the underlying tax does not 

apply to “gross attributed tax”. 

 

Accordingly a dividend derived from a CFC is grossed up by reference to any 

foreign taxes which qualify for credit relief as underlying tax but not with respect to 

any tax charged under Chapter IV and its related profits. This distinction is made 

because foreign taxes reduce the CFC's funds where Chapter IV tax does not. 

 

3.3 "Wasted Relief " Concept  

 

When a CFC (or an intermediate foreign holding company), pays a dividend 

to a U.K. resident person, and withholding tax applies to the dividend paid, credit is 

generally available for the withholding tax under the normal double taxation relief 

rules. If, however, the total foreign tax available for credit relief exceeds the 

applicable U.K. tax on the dividend, then the excess credit is wasted and cannot be 

offset against any other U.K. tax liability.481 The “wasted relief” concept generally 

includes only withholding taxes suffered when a dividend is paid to a U.K. resident 

person.482  

                                                 
481 ICTA Paragraph 4(4) and (5) Schedule 26. 

 
482 To illustrate the concept of "wasted relief" consider the following example:  

Parent company (P) is a U.K. company with a wholly owned CFC subsidiary (S). P is subject to an 

apportionment under Chapter IV of ICTA on the $100,000 chargeable profits of S. S pays a dividend 

of $45,000 to P which is subject to 20% foreign withholding tax. Assume 45% tax on chargeable 

profits and 30% corporation tax on dividends.  



 229 

3.4 Rules for Attributing Chapter IV tax 

 

  

Self assessments under Chapter IV shall not necessarily reflect the full amount 

of the CFC's profits which have been apportioned. For example, this may happen 

when individuals who are non-U.K. residents, own certain interest in a CFC.  

 

Another example refers to U.K. companies with a small interest in a CFC.    

To deal with these cases, a modification to the normal double taxation rules is 

required, so “gross attributed tax” would not be apportioned ratably among all 

persons receiving a dividend from a CFC. Paragraph 5(3) Schedule 26 of ICTA 

generally applies where less than the full amount of chargeable profits is apportioned 

to U.K. persons, which are liable to Chapter IV tax.   

 

   The dividends paid by the CFC are divided into two classes: (i) dividends 

paid out of "taxed profits" and (ii)dividends paid out of other profits. This distinction 

is relevant for the application of Paragraph 4(2) relief. 

 

                                                                                                                                           
  

Net dividend received by P: 36,000 

Foreign withholding tax: 9,000 

Tax @ 45% on the chargeable profits: 45,000 

Corporation Tax @ 30% on the gross $45,000 dividend: 13,500 

 

Chapter IV gross attributed tax:  45,000 x (45,000/100,000) =20,250 

Foreign withholding tax: 9,000 

Total foreign tax for relief: 20,250 + 9,000 = 29,250 

 

Wasted Relief: since the relief is restricted to the $13,500 tax on the dividend, the excess of $15,750 is 

considered as "wasted relief" and may not be credited.  
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If a dividend is received by a U.K. person, which was self assessed under 

Chapter IV with respect to the chargeable profits that the dividend represents, or is 

received by a successor in title of such a company483, the dividend is treated as paid 

primarily out of "taxed profits".  In this case a relief under Paragraph 4(2) is generally 

available. On the other hand, a dividend received by any other person is treated as 

paid primarily out of other profits and relief under Paragraph 4(2) is not available. 

 

3.5 Interaction with Capital Gains Relief  

 

 

When tax under Chapter IV has been relieved under paragraph 3 Schedule 26 

(i.e. relief on capital gains) it is excluded from another relief under paragraph 4(2) 

Schedule 26. This restriction applies where (i) any sum of the dividend paid by a CFC 

has been allowed as a deduction on a disposal of shares in any company, and (ii) 

when the person receiving the dividend regarding the shares disposed is entitled to 

relief under paragraph 4(2) Schedule 26. In these cases where (i) and (ii) above apply, 

the relief under paragraph 4(2) is reduced by the amount of the deduction allowed 

under the capital gain relief.484  

 

 

                                                 
483 For this purpose, a successor in title of a U.K. company means a person who is a successor to the 

whole or any part of the interest in the CFC, which resulted in the apportionment of chargeable profits 

to the U.K. company. 

 
484 ICTA Paragraph 6 Schedule 26. 
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Analyzing the relevant PTI rules under U.K. law demonstrates that an 

effective tool to eliminating the abuse of the PTI rules is the "wasted relief" concept. 

Under this principle, a relief on the dividend paid may not be granted in excess of the 

applicable domestic tax liability. The implication is that the relevant domestic tax 

would actually serve as the minimum tax to be paid. Any relief granted in accordance 

with the E&P or the PTI rules in excess of such minimum tax shall be wasted. 

Practically, taxpayers may be required to submit two different tax calculations to the 

tax authorities. One calculation (without the relief) will determine the minimum tax 

liability. The second calculation (with the relevant relief) may not exceed the 

minimum tax liability since any excess relief shall be wasted. 

 

C. Basis Adjustments 

 

To prevent double taxation at disposition, the basis of domestic shareholders 

in a stock of a CFC has to be increased by the amounts previously taxed. Same rule 

applies regarding interest in a foreign partnership or beneficial interest in a foreign 

estate or trust. 485 The rationale for this adjustment is that a constructive dividend 

should be treated as if it was distributed to the shareholders and later had been 

reinvested in the corporation.486 Similarly, to prevent obtaining double tax benefits, 

when actual dividend is distributed to the shareholders tax-free, the basis of a CFC's 

                                                 
485 Treas. Reg. §1.961-1(b)(1).  

 
486 I.R.C § 961(a). 

 



 232 

stock (or other relevant property) should be reduced accordingly.487 The purpose of 

the latter adjustment is to eliminate a “step-up” in basis that has occurred when the 

constructive dividend was imposed. In effect, when actual dividend is distributed, it 

should be treated as tax-free up to the amount that was previously taxed but the basis 

has to be reduced, so no tax benefits will be obtained upon future disposition of a 

CFC's stock. In case the amount excluded from gross income under I.R.C §959(a) 

exceeds the adjusted basis of the stock (or any other defined property), such amount 

shall be treated as gain from the sale or exchange of the property.488 

 

When stocks of a CFC are held by a foreign corporation, adjustments to 

upper-tier CFC's basis are also needed. In general, the Subpart F income of 10% 

domestic shareholders from gain on the disposition of a lower-tier CFC has to be 

reduced by the Subpart F inclusions of earnings that were not subsequently 

distributed to the lower-tier CFC. This is actually similar to the adjustment made to 

the basis of stock in a first-tier CFC for income inclusions.489  

 

Current U.S. law also provides that if a 10% domestic shareholder acquires a 

stock of a CFC from another 10% domestic shareholder during a tax year of the CFC, 

in which it earns Subpart F income, the acquirer's Subpart F income for that year is 

reduced by the portion of the amount of the dividend deemed to be received by the 

                                                 
487 I.R.C § 961(b)(1). 

 
488 I.R.C § 961(b)(2). 

 
489 I.R.C § 961(c). 
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seller under I.R.C § 1248. The portion by which the inclusion is reduced should not 

exceed the lesser of: (i) the amounts of dividends with respect to the stock deemed 

received by other persons during the year, or (ii) the amount determined by 

multiplying the Subpart F income for the year by the proportion of the year which the 

acquiring shareholder did not own the stock. 

 

As far as the proposed Israeli CFC regime is concerned, it is clear that basis 

adjustments are necessary to eliminate tax benefits from one hand and double taxation 

from the other. Increase in stock basis by the amounts previously taxed generally 

involves no major complexity. Same thing is true when a stock basis is decreased by 

the actual dividend distributed to the domestic shareholders. The problem, however, 

may arise while applying these basis adjustments with respect to "other property" 

such as foreign partnerships or beneficial interest in a foreign estate or trust. 

Adjustment to a partner's basis in a partnership interest (sometimes referred to as 

"outside basis") under U.S. partnership tax law is not necessarily consistent with the 

relevant tax law of the foreign country in which the partnership was formed.490 This 

may lead to unnecessary complexity. It seems, therefore, that basis adjustments with 

respect to the proposed CFC regime should apply solely to stocks of a CFC and not to 

any other type of property. Interests in foreign partnerships, estates and trusts should 

be dealt separately in a different place dedicated to such entities. 

                                                 
490 Under U.S. partnership tax law, there is a distinction between partner's outside basis (i.e. each 

partner's basis in the partnership interest under I.R.C §722) and inside basis (i.e. the basis of the 

partnership in its assets under I.R.C §723). Such distinction does not exist in all countries; therefore, 

basis adjustments applicable to only some of the partners may cause un-necessary complexity.  
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D.  Look - Through Rules  

 

The basic principle of the look-through rules is to determine the character of 

the income generated by a CFC not with reference to the item of the income itself 

(e.g., interest, dividend, rents or royalty) but with reference to the underlying income 

of the CFC (e.g., passive category income or general category income). The rationale 

behind such rules is to treat the domestic parent and its foreign subsidiaries as a single 

economic unit.491 For this purpose, a CFC is treated as a flow-through entity or a 

conduit.492   

 

1. General Attribution Rules - § 904(d)(3) 

 

 

I.R.C §904(d)(3)(A) generally provides that dividends, interest, rents and 

royalties received by a domestic shareholder from a CFC shall not be treated as a 

passive category income. Consequently, for the tax year starting after 2006, and in the 

absent of any exception applies; such income shall be included in the general 

limitation basket.493 Notwithstanding, Subpart F inclusions, interest, rents and 

                                                 
491 Under the "single economic unit" rationale, cross-crediting of high foreign taxes is generally 

allowed against domestic tax (subject to the relevant basket limitations). The look-through rules allow 

such cross-crediting whether the foreign operations are conducted through foreign branches or through 

LLCs. See also C. Gustafson, R. Peroni and R. Pugh, Taxation of International Transactions, West 

Group, 3rd Edition, 621 (2006).  

 
492 Id. 

 
493 As mentioned earlier, the American Jobs Creation Act of 2004 has reduced the number of foreign 

tax credit baskets under § 904(b)(1) from nine to two. The relevant baskets for the tax year starting 

after 2006 are: (i) a passive category income basket; and (ii) all other general category income 

(sometimes referred to as the "residual basket"). 
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royalties accrued from a CFC shall be treated as passive category income; to the 

extent such income is attributable or allocable to passive category income of a 

CFC.494 In case of a dividend payment, the relevant rule under §904(d)(3)(D) is that 

any dividend paid out of E&P of a CFC shall be treated as passive category income in 

proportion of the ratio of: (i) the portion of the E&P attributable to passive category 

income, to (ii) the total amount of E&P. The term "passive income", for the purpose 

of the look-through rules, generally means income received or accrued which 

constitutes foreign personal holding company income, as defined under section 

954(c).495 

   

2. Exceptions and Special Rules   

 

 

Specific exceptions may apply to the regular look-through rules. One 

exception refers to the "de minimis rule". It provides that if the de minimis rule 

applies (i.e. when the sum of gross foreign base company income and gross insurance 

income of a CFC is less than 5% of its total gross income and less than $1 million),  

neither the gross foreign base company income nor the insurance income of the CFC 

shall be treated as passive income. As a result, such income (unless it is financial 

services income) shall be treated as a general category income.496   

                                                 
494 Consider the following example. CFC S is wholly-owned subsidiary of P, a domestic corporation. S 

earns $150 of net income, $50 of which is foreign personal holding company income (i.e. passive 

income) and $100 of non-subpart F general limitation income. Because $50 of the Subpart F income is 

attributable to passive income of S, the $50 of the Subpart F inclusion is also passive income to P.  

  
495 For the definition of passive income, see Treas. Reg. §1.904-4(b)(1).  

  
496 I.R.C § 904(d)(3)(E). 
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Another exception refers to the "high-foreign tax" test. When the effective 

foreign tax rate is greater than 90% of the applicable domestic tax rate, then all the 

income of a CFC that would otherwise be considered as passive income, shall be 

treated as general limitation income. This exception further requires that such income 

was paid as actual dividend or as a constructive dividend resulting from investment in 

U.S. property.497  

 

In the case of interest paid or accrued by a CFC to any domestic shareholder 

(or any CFC related to such shareholder), a special rule shall apply under § 954(b)(5). 

It provides that the relevant interest shall be allocated first to the foreign personal 

holding company income of the payer corporation (i.e. a passive income). The direct 

interest allocation provision applies for both Subpart F income and foreign tax credit 

limitation purposes.498  

 

3. Sale of a Partnership Interest by a CFC 

 

A sale of a partnership interest by a CFC to a third party might generate 

Subpart F income. Under previous U.S. law, the gain from a sale of a partnership 

interest by a CFC was considered as foreign personal holding company income under 

§954(c)(1)(B), without regard to the partnership's underlying assets. This approach is 

                                                                                                                                           
 
497 I.R.C § 904(d)(3)(F). If the high-foreign tax election is made under § 954(b)(4), such exception 

does not apply to undistributed Subpart F income because in this case there is no foreign base company 

holding income that could result in a Subpart F inclusion under § 951(a)(1)(A). 

 
498 See also C. Gustafson, R. Peroni and R. Pugh, Taxation of International Transactions, West Group, 

3rd  Edition, 623 (2006). 
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known as the "entity approach" since it focuses on the sale of the interest in the entity 

(i.e. foreign partnership) and not on the sale of the underlying assets of the entity. 

This approach was replaced later by the "aggregate approach" as part of the 2004 Jobs 

Act. The aggregate approach looks at the assets (or activities) of the sold partnership 

and treats the gain from the sale of the partnership's interest as if the partnership's 

assets were actually sold. Such look-through rule is mandated by I.R.C §954(c)(4). 

This section specifically provides that if a CFC owns 25% of the capital or profits 

interest in the partnership, the sale of such interest shall be treated as selling the 

proportionate share of the assets of the partnership attributable to such interest. 

 

The sale of 25% partnership interest by a CFC shall be treated as Subpart F 

income only if the sale of the relevant partnership's assets would also constitute 

Subpart F income.499 If a CFC does not meet the 25% ownership threshold, the gain 

from the sale of the partnership interest will continue to be treated as Subpart F 

income under  §954(c)(1)(B)(ii). Such 25% ownership test is unique in the context of 

Subpart F. This test refers to 25% (or more) of the capital or profits interest in the 

partnership held directly by a CFC.500 To determine whether the 25% ownership test 

is met, constructive ownership rules generally do not apply in the same manner as the 

regular attribution rules under I.R.C §958 and §318. However, §954(c)(4)(B) 

provides that if a CFC is a shareholder or a partner of a corporation or partnership, 

                                                 
499 See also H.R. Rep. No. 548, pt. 1, 108th Cong., 2d Sess. 204 (2004). 

 
500 I.R.C §954(c)(4)(B).  
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the CFC shall be treated as owning directly its proportionate share of any such capital 

or profits interests, held directly or indirectly by such corporation or partnership.501 In 

other words, §954(c)(4)(B) does not apply the normal constructive ownership rules, 

but rather creates a new type of constructive ownership. This new type of ownership 

may stimulate practical problems in determining the relevant ownership interests. 

 

Consider the case of a domestic person (USP) owning a CFC, which owns 

80% of a foreign corporation (FC). The latter owns 25% of capital and profits 

interests of a foreign partnership (FP). When a partnership interest in FP is sold by 

FC, the question is whether the 25% ownership is satisfied regarding the interest of 

the CFC in FP. If the 25% test is met, the gain from this sale is treated as if the 

underlying assets of FP were sold.  In case the 25% test is not satisfied, the gain from 

the sale of the partnership interest shall be treated as Subpart F income. 

 

Applying the term "proportionate share", as used by §954(c)(4)(B), may lead 

to the conclusion that the CFC owns only 20% (90%*25%) of the partnership 

interests in FP, thus, the 25% test is not satisfied. On the other hand, if the principle 

of §318(a)(3)(C) should be followed, then all the interests of FC in FP (i.e. 25%) 

should be attributed to the CFC. In this case, the 25% test is met and §954(c)(4)(A) 

applies.502   

 

                                                 
501 Id.  

 
502 See infra Figure 14. 
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4. Simplification of the Look-Through Rules 

 

In light of the globalization and the expended use of international activities, 

the rationale behind the look-through rules under I.R.C §904(d) of treating domestic 

shareholders and their subsidiaries as a single economic unit seems appropriate.     

The problem, however, is with the tremendous complexity involved while applying 

these rules. Determining which category of income should apply can be a very 

challenging task. Indeed, reducing the number of foreign tax credit baskets by the 

Jobs Act of 2004 from nine to two was definitely a major step towards simplicity. 

However, simplicity should be promoted even further. The general principle of the 

look-through rules under I.R.C §904(d) should be that the income attributable to a 

domestic shareholder shall be in the same category as the income allocable to the 

CFC (the "same income classification" rule). In other words, the first step is to 

determine which category of income is attributable to the CFC. Once the category of 

income is determined at the CFC level, the same classification should apply with 

respect to the domestic shareholders' level. 

 

For example, if income is attributable to a passive income of a CFC, such 

income shall also be passive income in the hands of the domestic shareholders.       

On the other hand, if income is attributable to general income of a CFC, such income 

shall also be general category at the domestic shareholders' level.  
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This rule is consistent with §§904(d)(3)(B) and (C). It also covers the de-

minimis exception and the high-tax exception. If these exceptions apply to a CFC, no 

passive income is generated by such CFC; therefore, the income shall be necessarily 

treated as general category income.  

 

Applying the proposed "same income classification" rule does not mean that 

certain exceptions can not apply to specific situations, which justify an override to the 

general rule (such as special direct allocation of interest payments).   

 

As to the look-through rule for the sale of partnership interest, it seems that 

the "aggregate approach" is more consistent with the concept of viewing the affiliated 

group as a single economic unit. The 25% ownership threshold appears to be 

appropriate to justify the application of the "aggregate approach" instead of the 

"entity approach". On a practical basis, the term "proportionate share" as used by 

§954(c)(4)(B) should be defined. Specifically, the attribution rules to determine 

whether the 25% ownership test is satisfied should be further clarified. The proposal 

of this dissertation is to apply the same attribution rules of ownership as under §318.  

This means that constructive ownership includes direct and indirect ownership. While 

calculating the relevant "proportionate share", the formula under §318(a)(2)(C) 

should be implemented (i.e. multiplying the proportion interest in each entity in the 

chain).  
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E. Indirect Foreign Tax Credit of CFC's E&P  

 

Foreign tax credit consists of direct foreign tax credit and indirect tax credit.  

To avoid double taxation, when foreign taxes are paid directly at the foreign source 

country, they may be credited against domestic tax liability. The indirect foreign tax 

credit under §902 generally allows domestic corporations (holding at least 10% in a 

foreign subsidiary) and receiving a dividend from such subsidiary, to credit a portion 

of the foreign tax paid by the foreign subsidiary.503 A similar concept of indirect 

foreign tax credit was adopted in Israel as part of the 2003 international tax reform.  

 

When constructive dividend is imposed under a CFC regime, it may be 

viewed as a regular dividend for purposes of indirect foreign tax credit. As a result, 

domestic shareholders may be entitled to certain indirect credit. To eliminate such tax 

benefit, a constructive dividend imposed by a CFC regime, has to be increased 

("grossed up") by the potential indirect foreign tax credit.504 

 

In the case of un-distributed E&P, foreign taxes paid on the un-distributed 

E&P and taxable to domestic shareholders, are not creditable under §902 because this 

section is operative only upon receipt of actual dividend. Instead, §960 operates in the 

same manner as §902 would have, had the Subpart F income been distributed to 

domestic shareholders. 

                                                 
503 I.R.C § 902. 

 
504 I.R.C § 78. 

 



 242 

Certain ownership requirements must be met by a domestic corporation on the 

last day of the taxable year in which the foreign corporation is a CFC.505 The issue is 

not whether the required ownership exists on the last day of the taxable year of the 

foreign corporation, but rather, whether the ownership exists on the last day the CFC 

has a status of a CFC (i.e. the last day of the CFC's year or the day which the CFC 

lost its CFC status). Specifically, the ownership requirements for an indirect foreign 

tax credit under §960 are:506 (i) 10% or more of the stock of the first-tier CFC must be 

owned directly by domestic shareholders; (ii) 10% or more of the stock in a second-

tier and third-tier CFCs must be owned directly by each CFC immediately above the 

chain; (iii) domestic shareholders must have at least 5% of indirect ownership 

interests in the second or third-tier foreign corporation. Such 10% direct ownership 

and 5% indirect ownership apply also to fourth, fifth and sixth-tier foreign 

corporations.   

It is interesting to note that the ownership requirements under §960 are more 

restrictive than the ownership requirements under §951. The rule under §951 applies 

to a domestic shareholder owning 10% (or more) of a stock of a foreign corporation 

directly, indirectly or constructively. This constructive ownership does not count for 

the purpose of §960. The implication is that domestic shareholders that are taxed on 

the CFC's E&P under §951 may not be entitled to a deemed-paid credit under §960. 

This seems to be an unjustified result. If the ownership interest is substantial enough 

                                                 
505 See Treas. Reg. §1.960-1(d)(1). 

  
506 See Treas. Reg. §1.960-1(b). 
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to tax a domestic person on its relevant share in the E&P of a CFC, such shareholder 

should also be credited for the deemed dividend out of the un-distributed E&P. The 

taxes deemed-paid by a domestic shareholder under §960(a)(1) must be included in 

the domestic shareholder's gross income as a dividend. This "gross-up" procedure 

under §960(a) is the same as it is under §902(a). 

1.     PTI Distribution and Indirect Foreign Tax Credit 

 

 I.R.C §960(a)(1) allows a credit for foreign taxes when income is taxed to 

domestic shareholders under §951. When such income is actually distributed, a 

second deemed-paid credit is potentially available under §902. To prevent this 

benefit, §960(a)(2) excludes from the amount considered dividend under §902, any 

amount received by a domestic shareholder, which is excluded from its gross income 

under §959 (i.e. previously taxed Subpart F income). 

 

 I.R.C §960(a)(3) further provides that distribution of PTI should be treated as 

a dividend for the purpose of allowing a domestic shareholder a deemed-paid credit 

for foreign taxes imposed on the distribution of PTI, which were not deemed-paid by 

the domestic shareholder under §960(a)(1).  

 

 Consequently, §960(a)(2) together with §960(a)(3) ensure that the same 

foreign taxes are not creditable twice. The problem, however, is not a double credit 

for the same foreign taxes but potential abuse of the PTI rules and the indirect foreign 

tax credit mechanism. 
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 To illustrate such abuse, consider the following structure. A domestic parent 

(USP) holds a CFC, which holds a foreign operating company (Foreign OP) and a 

foreign holding company (Foreign Holding). The Foreign Holding also holds several 

other foreign subsidiaries.   

 

 Indirect foreign tax credit may be available for the CFC from the Foreign 

Holding and its subsidiaries. Such foreign tax credits shall be divided under §904 

between the passive income basket and the general type basket. Active income 

generated by the Foreign OP at a low-tax jurisdiction shall be distributed to the CFC. 

At the CFC level, there will be a blend of Sub F income generated by the Foreign 

Holding and a dividend distribution received from the Foreign OP. Both type of 

income flow through the chain to USP. Thanks to the look-through rules, foreign tax 

credit allocable to the CFC shall be attributable to USP. Income distributed from CFC 

to USP shall be considered PTI and shall not be taxed again. The end result is that 

active income of Foreign OP may be sheltered from domestic tax due to a 

combination of foreign tax credit benefits, look-through rules and the PTI rules.507 

Many of the rules proposed by this dissertation may assist in combating this 

sophisticated tax abuse.  

                                                 
507 See infra Figure 15. 
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F.     Conclusion about the Operating Rules of the Proposed CFC Regime 

 

 This chapter includes a list of major operating rules, which are essential for 

the effectiveness of the proposed CFC regime. This list does not intend to be 

exhaustive or final. The focus of this chapter is on several selected operating rules 

that should be adopted as an integral part of the proposed Israeli CFC regime. 

 

 The first set of rules refers to earnings and profits (E&P). It provides that 

Subpart F income shall not exceed the current E&P of the CFC for the relevant 

taxable year. The major concern refers to a tax abuse of shifting income and reducing 

the amount of a CFC's current E&P. To eliminate that, a minimum tax rule is required 

to ensure that a minimum tax liability is preserved. This principle is conceptually 

similar to the alternative minimum tax (AMT) under U.S. law.508 Furthermore, the tax 

authority should have a general discretion to disregard E&P limitations when these 

rules are used to shift income with the purpose of avoiding domestic tax. 

 

 Another set of operating rules deals with previously taxed income (PTI). 

These rules provide that in order to avoid double taxation, distribution of PTI, should 

not be taxed again. Distributions under the PTI rules are generally made according to 

certain ordering rules. Each category of E&P needs to be exhausted first before the 

next category may be distributed. Similar to the E&P rules, the PTI rules may also be 

exploited. Many of the potential tax abuses are based on foreign tax credit planning.  

                                                 
508 See Alternative Minimum Tax regime under I.R.C §55.  
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An effective tool, taken from the U.K. tax law, refers to the "wasted relief" concept. 

Under this principle, a relief on the dividend paid in excess of the applicable domestic 

tax liability shall be wasted.  

 

A third set of operating rules refers to basis adjustments. These rules are 

aimed to prevent double taxation at disposition of a CFC stock or double tax benefits 

when actual dividend is distributed. The relevant mechanism is to increase the basis 

of domestic shareholders in a stock of a CFC when such a stock is disposed. On the 

other hand, when a dividend is actually distributed, the basis of the CFC stock should 

be reduced. To avoid complex interaction with partnership taxation rules under 

subchapter K, the proposed rule under this dissertation limits the basis adjustments 

only to stocks of a CFC and not to any other type of property. 

       

Additional operating rules are the look-through rules. The rationale behind 

these rules is to treat the domestic parent and its foreign subsidiaries as one single 

economic unit. Accordingly, a CFC is treated as a flow-through entity and the 

character of its income is determined not with reference to the item of the income, but 

with reference to the underlying income of the CFC. In order to simplify the look-

through rules under § 904(d) the basic proposal of this dissertation is to apply a "same 

income classification" rule. This rule provides that the same type of income allocable 

to the CFC (e.g. passive type income or general basket income) shall also be allocated 

to the CFC's domestic shareholders. As to the sale of foreign partnership interest, it 

appears that the "aggregate approach" is justified if major interest (i.e. 25%) of the 
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foreign partnership is sold by a CFC. To determine whether the 25% ownership test is 

satisfied, there is no reason to create a new type of constructive ownership. The 

regular attribution rules under § 958 and § 318 should apply.  

 

Finally, a foreign tax credit should be included in the proposed CFC regime. 

Foreign tax credit generally consists of both direct and indirect foreign tax credit. The 

direct credit refers to foreign tax paid directly by a domestic taxpayer in a foreign 

source country. The indirect credit applies to two types of earnings: (i) distributed 

E&P; and (ii) un-distributed E&P. When E&P are distributed, a domestic corporation 

which owns certain interest in the foreign subsidiary (10% under U.S. law) and 

receiving dividend from such subsidiary may credit a portion of the foreign tax paid 

by the foreign subsidiary at the source country. When E&P of a CFC are not 

distributed, foreign taxes paid on such un-distributed E&P are not creditable under 

§902. Instead, §960 allows the foreign tax credit as if the Subpart F income been 

distributed to domestic shareholders. Certain ownership requirements must be met 

under §960. The issue is that the ownership requirements under §960 are more 

restrictive than the requirements under §951 since constructive ownership applicable 

under §951 does not count for the purpose of §960. The result is that domestic 

shareholders, who are taxed on E&P of a CFC under §951 may not be entitled to a 

deemed-paid credit under §960. The proposal of this dissertation is to change this 

unjustified result by applying the regular §951 ownership rules on the deemed-paid 

dividend credit.  
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Chapter VIII:     Summary and Conclusions 

The major purpose of this dissertation is to propose a new CFC regime for the 

state of Israel that is based on a comparative research. Such research includes relevant 

CFC regimes of major trading countries around the world. The role of this research is 

to identify major concepts and practical recommendations to be part of the new Israeli 

CFC regime. Specifically, this dissertation analyzes the relevant U.S. CFC rules 

under Subpart F as a general case study. However, as illustrated in this dissertation, 

the U.S. CFC rules are far from being perfect. In light of the unique characteristics of 

the Israeli tax system, and given the complex rules under Subpart F, other tax systems 

are also taken into account by this dissertation. 

   

A.        Basic Thesis: CFC Rules do not have to be so Complicated to be Effective 

 

The general thesis of this paper is that the CFC rules do not have to be so 

complicated in order to be effective. This dissertation argues that simple rules can 

also be effective enough in dealing with the complex issue of tax deferral.                

To demonstrate such thesis, a specific comparison between U.S. CFC rules and other 

relevant CFC regimes is made. It appears from this comparison that the rules under 

U.S. law make the determination of which income is "tainted" a very complex task. 

Furthermore, as illustrated by various examples and case studies along this 

dissertation, the complex U.S. CFC rules do not always guarantee justified results. 
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 For instance, although the original intent of Subpart F is to tax only passive income, 

the current rules extend well beyond passive income to encompass some forms of 

active foreign income. 

 

 B.       Step-by-Step Analysis: From Theory to Practice  

 

This dissertation includes a step-by-step analysis regarding the proposed CFC 

regime. The analysis begins with a theoretical discussion dealing with general policy 

considerations, which are relevant to any anti-deferral tax regimes. As the analysis 

proceeds, it becomes more specific and covers all the necessary elements that should 

be part of the new Israeli CFC regime. This dissertation illustrates through a 

comparative research some of the problems and distortions that current U.S. CFC 

rules might create. Finally, this dissertation discusses possible methods for 

improvement and practical proposals to be adopted by the new Israeli CFC regime.  

 

C.        Anti-Deferral is a Justified Tax Policy  

 

Chapter I explains that the main role of any anti-deferral regime is to deal with 

the tax deferral problem. Anti-deferral regimes aim to level the playing field between 

domestic taxpayers doing business overseas and those taxpayers who conduct their 

business at home. There are several justifications to adopt an anti-deferral regime 

including: (i) it is consistent with the capital export neutrality; (ii) it prevents the use 

of tax havens; (iii) it prevents passive income from escaping current taxation; (iv) it 

promotes equity among relevant taxpayers; and (v) it promotes efficient allocation of 
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economic resources. The arguments against an anti-deferral regime are: (i) it 

adversely affects the competitiveness of domestic corporations; (ii) it presents 

discriminatory tax treatment of retained earnings; and (iii) it neither achieves 

economic efficiency nor tax neutrality. 

  
 
As discussed in detail in Chapter I, an anti-deferral regime should find the 

proper balance between anti-deferral concerns and the need not to interfere with the 

ability of domestic companies to compete in global markets. Finding such a delicate 

balance may be achieved by various methods.  

 

D. Constructive Dividend is the Preferable Method to deal with Tax Deferral 

 

Chapter II describes optional methods to deal with tax-deferral such as: (i) full 

inclusion method; (ii) branch method; (iii) domestic corporation method; and (iv) the 

constructive dividend method. Although the full inclusion method, the branch method 

and the domestic corporation method would completely repeal tax deferral, it might 

be viewed as inconsistent with international standards. The reason is that none of the 

major trading countries have completely eliminated tax deferral. Furthermore, ending 

any kind of tax deferral would cause undue harm to the competitiveness of domestic-

based multinational companies as their competitors generally enjoy a certain degree 

of tax deferral. The conclusion of Chapter II is that the constructive dividend method 

is more effective in terms of finding the desirable balance between neutrality and 

competitiveness. The constructive dividend method targets only “tainted” income. 
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The degree of deferral allowed by this method depends upon the manner in which 

“tainted” income is defined. Using broad terms to define “tainted” income would 

encompass a greater amount of taxable income. On the other hand, defining “tainted” 

income by narrow terms would allow a greater degree of deferral, which would 

improve the competitiveness of domestic-based companies. 

 

The constructive dividend method has some other major advantages such as: 

(i) it is used by most developed countries; therefore, it is consistent with international 

standards; (ii) the domestic shareholders are the ones to be taxed and not the CFC 

itself; thus the tax status of the CFC as a separate entity is preserved; and (iii) using 

the constructive dividend method allows the distinction between active income and 

passive income of a CFC. 

 

E.  Comparative Research – General  Guidelines 

 
   
The constructive dividend method may be implemented in many ways. 

Finding the proper one requires a comparative research. However, prior to 

transplanting new concepts from other tax systems into the Israeli tax system, it is 

essential to be familiar with the circumstances and needs of the Israeli tax system. 

The role of Chapter III is to identify such needs. The discussion in Chapter III is 

divided into five levels: (i) the Israeli political structure; (ii) the Israeli society; (iii) 

the Israeli economy; (iv) the Israeli tax system; and (v) the Israeli concern of tax 

deferral. Chapter III concludes that the U.S. CFC rules should be used as a major case 

study and other resources (e.g., U.K. and Japanese tax laws) should also be examined.  
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F. Criteria for Evaluating CFC Rules 

 

Chapter III lists important considerations for evaluating CFC rules. It provides 

that the rules of the proposed Israeli CFC regime need to be: (a) fair; (b) simple; (c) 

certain; (d) efficient; it should (e) promote competitiveness; and (f) conform to 

international standards.    

 

G.         The Ownership Test –  Proposed "Means of Control" Doctrine   

 

The two major elements of any CFC regime are: (i) the ownership test; and 

(ii) the income test. The ownership test applies to domestic shareholders maintaining 

control in a foreign corporation. This dissertation argues that the favorable method of 

defining the term "control" is by owning, directly or indirectly, more than 50% of the 

“means of control” in a given corporation. Means of control include any of the 

following: (a) voting rights; (b) participation in profits; (c) right to participate in 

distribution upon liquidation, dissolution and winding up; (d) right to appoint 

directors; or (e) right to order a person, who has any of the rights above, how to use 

such right. 

 
The term domestic “shareholder” is also a very significant element of the 

ownership test. The rationale is not to tax domestic shareholders owning merely a 

portfolio interest in a CFC, but only those who own substantial interests. Chapter IV 

suggests that the relevant threshold should be lowered from 10% to 5%. Furthermore, 

the definition of domestic "shareholder" should be consistent with the definition of 
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"control". Thus, a domestic "shareholder" should be defined as a person owning, 

directly or indirectly, 5% or more of the “means of control” in a CFC. Attribution 

rules should be an integral part of the ownership test with respect to both “control” 

and “shareholder” definitions. The attribution rules should cover: (a) all family 

members including spouse or civil partner, parent or remoter forebear, child or 

remoter issue and brother or sister; (b) partner of the shareholder; or (c) any trustees 

in relation with the shareholder or any relative of his; and (d) attributing interests to 

or from a corporation where the entire interests should be attributed to the controlling 

shareholder.  

 

H.    Income Test – Proposed Jurisdiction Based Exemption with 20% Threshold 

 

The income test is the second major element of any CFC regime along with 

the ownership test.  Chapter IV argues that since the role of a CFC regime is to 

prevent tax deferral, there is no justification to tax any income that is already subject 

to foreign tax at high rates. As most of the major trading countries impose at least 

20% of corporate income tax, it seems reasonable to apply a fixed threshold of 20%. 

This means that if a foreign company is subject to foreign tax rates of 20% (or more), 

the entire income of such company (whether tainted or not) shall not be subject to the 

CFC regime because no tax-deferral is actually involved. The proposed 20% 

threshold should refer to foreign tax that was actually paid by the foreign corporation. 
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I. "Tainted" Income – Major Deficiencies of Subpart F 

 

The concept of "Subpart F income” includes several major deficiencies.   

First, according to the transactional approach adopted by Subpart F, the distinction 

between "tainted" and "un-tainted" income is not simple at all. Furthermore, the 

existence of so many complex rules and exceptions under Subpart F and the need to 

analyze them on a transactional basis lead to a great level of complexity. Such a 

complexity causes a significant administrative burden for both taxpayers and tax 

authorities. As a result, taxpayers and tax authorities need to allocate a substantial 

amount of their resources to calculate the relevant Subpart F income of a given CFC.   

 

Second, although the original intent of Subpart F is to tax only passive 

income, Subpart F rules sometimes extend well beyond passive income to encompass 

some forms of active income. The argument under this dissertation is that the 

application of Subpart F regarding certain categories of active income should be 

substantially simplified and narrowed.  

 

 A third deficiency of Subpart F is that passive income, in some cases, might 

be excluded from taxation thanks to certain exemptions (e.g., when royalties are paid 

by a related party to a passive CFC and the use of the property is within the CFC's 

country of organization). The proposal of this dissertation is to tax such passive 

income as long as it does not meet the requirements of an active income exemption. 
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J.       Specific Comparison – U.S. Subpart F is more Restrictive than U.K. ICTA 

 

U.S. Subpart F and U.K. ICTA have taken different approaches as to their 

CFC regimes. U.S. Subpart F has generally adopted the transactional approach, under 

which each type of income is examined on a transactional basis. Accordingly, Subpart 

F includes highly detailed rules to determine whether a relevant transaction generates 

"Subpart F income". 

 

U.K. ICTA has adopted the jurisdictional approach. Under this approach, if a 

CFC is located in a low-tax jurisdiction (i.e. country with tax rates less than 75% of 

the applicable U.K. tax), the entire income of the CFC shall be suspected of being 

“tainted” unless one of the "safe harbor" exemptions applies (e.g., the exempt 

activities test). On the other hand, in case a CFC is located in a high-tax jurisdiction, 

it is most likely that none of its income shall be treated as "tainted" income. 

   

The following analysis describes the different tax treatment of Subpart F and 

U.K. ICTA to certain specific types of income. 

   
1. Active Financial Income – U.S. Definition of "Active Financial" is Narrower  

 

            Under I.R.C §954(h), a CFC predominantly engaged in an active conduct of 

banking, financing or other similar business is excluded from current taxation, if 70% 

of the CFC's gross income is derived from transactions with un-related persons 

located within the same country in which the CFC is created or organized. 
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Under Paragraph 6(2)(b) Schedule 25 of ICTA, a CFC engaged primarily in 

wholesale, distributive or financial business is excluded from taxation if the CFC's 

gross trading receipts from related parties does not exceed 50% of its total receipts. 

This dissertation argues that the U.S. definition of "active financing income" is more 

restrictive than the U.K. definition. First, the U.K. threshold regarding transactions 

with un-related persons is only 50% compared to 70% under Subpart F. Second, as 

opposed to Subpart F; U.K. ICTA does not require that transactions should take place 

at the CFC's country of organization. To illustrate, U.S. bank generating 60% of its 

gross receipts from un-related persons within its country of organization shall be 

subject to taxation under Subpart F, whereas a similar U.K. bank shall be exempt 

under ICTA. Further, any U.S. bank generating more than 70% of its gross receipts 

from un-related persons outside the country of its organization shall be subject to 

taxation under Subpart F whereas its U.K. competitor shall be exempt. 

 

2. Dividend Received by a CFC from a Related Person Outside the CFC's 

Country is Taxable under Subpart F but Not Necessarily under ICTA 

  

 

The dissertation illustrates, with respect to certain types of dividends, that 

Subpart F is more restrictive than U.K. ICTA. Under Treas. Reg. §1.954–2(b)(1)(i), 

all dividends received by a CFC (except for certain dividends from related persons 

organized in the same country) are treated as Subpart F income. For U.S. tax 

purposes, it generally makes no difference whether the receiving CFC has active or 

passive income. Even if the receiving CFC has active income, the dividend described 

above is generally subject to Subpart F taxation.  
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Under U.K. ICTA, the tax treatment may be different. If the main business of 

the receiving CFC includes active income, it might be exempt from taxation thanks to 

the exempt activities test under Paragraph 2 Schedule 25 of ICTA. Even if the 

receiving CFC is a passive company, it may be excluded from apportionment, to the 

extent it falls within the definition of a "holding company" under Paragraph 6 

Schedule 25 of ICTA. 

 

3. Interest Received by a CFC from a Related Person Outside the CFC's 

Country is Taxable under Subpart F but Not Necessarily under ICTA 

 

 

Similar to the treatment of dividends, Treas. Reg. §1.954–2(b)(1)(ii) treats 

interest amounts (except for export financing interest and interest received from 

related persons in the same country in which the CFC was organized) as Subpart F 

income. In the case of interest received by a CFC from a related party outside the 

CFC's country of organization, such interest income shall be generally taxed as 

"Subpart F income".  

 

The tax treatment, however, under U.K. ICTA is not necessarily similar. If the 

receiving CFC is principally engaged in active business, the exempt activities test 

may be satisfied. When the receiving CFC is a holding company, the interest income 

may still be exempt under Paragraph 6 Schedule 25 of ICTA. 
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4. Property Purchased by a CFC from a Related Person and Sold Outside the 

CFC's Country– the Tax Treatment of Subpart F is More Restrictive than ICTA 

 

The general rule under I.R.C §954(d)(1) provides that FBC Sales income 

includes the purchase of personal property from a related person and its sale to any 

party (related or un-related). Such sales income shall be treated as Subpart F income; 

to the extent that none of the relevant exceptions applies (e.g., the property was not 

manufactured by the CFC and was not produced, constructed, grown, extracted or 

used in the CFC's country of organization).   

  

Under U.K. ICTA, the result might be different. In the event the main 

business of the CFC is dealing in goods for delivery to or from the U.K. or to or from 

related parties, such income shall be taxable as "tainted income" because the exempt 

activities exemption shall not apply under Paragraph 6(2)(a)(ii) Schedule 25 of ICTA. 

If, however, the goods are actually delivered into the CFC's territory of residence and 

then sold outside the CFC's country, the exempt delivery test is satisfied and such 

sales income shall be excluded under Paragraph 10 Schedule 25 of ICTA.  

 

5.      Services Performed by a CFC for a Related Person Outside the CFC's 

Country –  U.S. Transactional Approach V. U.K. Jurisdictional Approach 

  

 

I.R.C § 954(e) provides that income derived from the performance of services 

for related persons outside the country in which the CFC is created or organized, shall 

be regarded as Subpart F income. Even if most of the CFC's income derives from 

active business with unrelated parties, the transactional approach under Subpart F 
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requires treating the component of service income from related persons outside the 

CFC's country of organization as "tainted income". 

 

U.K. ICTA, as mentioned earlier, has adopted the jurisdictional approach. 

Once a CFC satisfies the exempt activities test, its entire income is excluded from 

taxation and vice versa. In the context of services, it is required under Paragraph 8(1) 

Schedule 25 of ICTA that services provided by a CFC for persons outside the CFC's 

territory are not in fact preformed in the U.K.  

  

6.            Active CFC Generating Oil Related Income Outside the CFC's Country 

 

Under Subpart F, foreign base company oil related income includes income 

from sources outside the U.S. deriving from: the processing, transportation, sales and 

dividends related to minerals extracted from oil or gas wells. The major exceptions to 

FBC Oil income are: (a) income from oil that was extracted in the same country as 

the source of the income; (b) income from oil or gas, which is sold by a foreign 

corporation or a related person for use or consumption in the same country; and (c) 

income earned by a foreign corporation that produces less than 1,000 barrels of oil 

per day. An active CFC generating oil-related income from unrelated parties outside 

the CFC country shall be subject to Subpart F as none of the above exceptions apply. 
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Oil related income under U.K. law shall be excluded from apportionment 

according to the exempt activities test, to the extent it is an active business of the CFC 

and the CFC has a business establishment from which it manages its operations in the 

country of the CFC. Another requirement is that the CFC does not primarily purchase 

the oil from or sell it to parties in the U.K. or to related parties. 

 

K.        "Tainted" Income – Proposed Safe Harbor Exemption for Active Income  

 

In general, active income involves business operations such as employees, 

customers, suppliers, etc. On the other hand, passive income requires no business 

operation; therefore it is relatively more mobile and can easily be abused to shift 

income from one jurisdiction to another. Consequently, passive income should be 

treated as “tainted” income and be taxed by the proposed CFC regime. Chapter V 

suggests that the distinction between active and passive income shall be based on an 

active income exemption test. This safe harbor rule provides that if the income of a 

foreign corporation meets all the relevant conditions, such active income shall be 

excluded from current taxation. 

 

The major conditions of the proposed active income exemption are: 

(i) substance criterion - a CFC must conduct its business through a fixed place; 

(ii)  active business criterion – at least 90% of the CFC’s income should be 

genuine active income. Specifically, it must not derive from holding 

securities, licensing, leasing, dividends, royalties (other than active developing 
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of intangibles), rent, interest (excluding active financial services), transferring 

goods and any other type of passive income; 

(iii) management and control criterion - a CFC must effectively manage and 

control all of its business in the country of its residence as a separate and 

independent operating unit; and 

(iv) non-related party criterion - more than 50% of the business of the CFC must 

be conducted, whether in its country of residence or outside of it, with un-

related parties.  

 

L.      Sale or Exchange of CFC Stock – Proposed Anti-Abuse "Minimum Tax" Rule 

  

 A simple method to avoid taxation under the CFC rules is to sell or exchange 

stock in a CFC prior to the end of the tax year. The potential tax benefit of such a 

transaction is obtaining capital gain treatment on the sale of the stock instead of an 

ordinary income treatment relevant to a deemed dividend under the CFC rules. 

Subpart F has adopted §1248 to prevent such a tax abuse, under which the gain from 

the disposition of a CFC stock is treated as ordinary income. I.R.C §1248 may also be 

abused since foreign tax credit sometimes benefits a corporate taxpayer and lowers its 

tax liability even below the domestic tax that would have paid without the §1248 re-

characterization. To deal with it, Chapter VI proposes a "minimum tax" rule.    

Similar to the concept of alternative minimum tax (AMT), this rule is aimed to ensure 

that the relevant tax liability shall not be lowered less than the minimum tax that 

would have paid on the capital gain calculated without the application of §1248.       
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In other words, §1248 shall come into play only when the tax on §1248 dividend is 

higher than the tax on the gain that would have paid without §1248 re-

characterization. The tax treatment under this rule (of either the minimum tax or the 

§1248 gain) should be ordinary income treatment.  

 

M.   Investments in Domestic Property – Narrowing "Domestic Property" Definition  

 

 Another technique to avoid taxation of the CFC rules is to invest in "domestic 

property". Such investments may reduce the E&P of a CFC, thus, no deemed 

dividend may be imposed. Investments in domestic property (e.g., a loan between 

related companies) generally allow repatriating of CFC's E&P tax free. For this 

purpose, I.R.C §956 was enacted. Although the original intention of §956 was to deal 

with inter-companies loans, the broad definition of "U.S. property" under §956 

extends far beyond loans, to encompass other types of investment activities.         

Even genuine investment activities (e.g., investment in U.S. intellectual property) that 

provide no tax benefits to the shareholders of a CFC are taxed on a current basis.           

The proposal of Chapter VI is to change the definition of "domestic property" to 

include only transactions that are motivated by tax avoidance. Equity investments, 

generating no tax benefits for the CFC's shareholders should be excluded from such 

definition. The relevant test to be adopted is the all facts-and-circumstances test. Key 

factors of this test should be: (i) whether the investment was conducted between 

related parties; (ii) whether the value of the investment reflects an arm’s length price; 

(iii) whether the investment was reasonable as part of the investment strategy of the 
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company; and (iv) whether the investment includes a current tax benefit for the 

domestic shareholders of the CFC. Other than modifying the definition of "domestic 

property", additional rules should also be adopted to particularly prevent "rollover 

loans" (i.e. paying off loans prior to year-end and creating a new obligations right 

after the new year started), combating inter-company accounts and eliminating an 

affirmative use of §956, which may lower withholding tax and minimize passive 

gains. 

  
N.        Hybrid Entities – Adopting the "Similar Classification" Rule 

 

Another method to avoid taxation under the CFC rules is by using hybrid 

entities. A hybrid entity can be in the form of a "hybrid branch" (i.e. entity treated as 

a pass-through entity for domestic tax purposes but taxed as a separate corporation for 

foreign purposes), or a "reverse hybrid" (i.e. taxed as a corporation for domestic 

purposes but treated as a pass-through for foreign purposes). By exploiting the 

differences in classification among different jurisdictions, taxpayers can deflect 

income from high-tax jurisdiction to low-tax jurisdiction. Another abuse of hybrid 

arrangements is to shelter income from taxation by using a "reverse hybrid", located 

at the same country of the CFC. In this case, the reverse hybrid gives a loan to a CFC. 

The CFC deducts interest expenses, while interest income of the reverse hybrid is 

allocated to its partners. Assuming a tax treaty is in force; such interest income shall 

be subject to little or no withholding tax. Furthermore, this income shall not be treated 

as "Subpart F income" under the same country exception.   
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 The proposal under this dissertation to deal with hybrid arrangements is to 

adopt the "similar classification" rule. This rule provides that the classification of a 

hybrid entity (whether hybrid branch or reverse hybrid) shall be similar for domestic 

and foreign tax purposes. Taxpayers may elect the relevant classification (similar to 

the "check the box" rationale); however, the classification of such entity should be 

similar for both domestic and foreign purposes, so no disparity in classification would 

be available. Once any disparity in classification is avoided, the benefit of hybrid 

arrangements is generally eliminated.  

 

O.       De-Controlling CFC Status – Proposed Anti-Avoidance Rules   

 

Another method to avoid taxation under a CFC regime is by de-controlling a CFC 

status. This may be achieved by maintaining effective control in a foreign corporation 

without satisfying the literal terms of the statute (e.g., shareholders who own less than 

the relevant ownership threshold and using certain devices and shareholders 

agreements to transfer voting power away from domestic shareholders). De-

controlling a CFC status may also be achieved by using “stapled entities”, under 

which a CFC distributes its stocks pro-rata to the shareholders of a domestic 

corporation. To maintain control, the stock certificates of the foreign corporation are 

stapled to or paired with the stock certificates of the domestic corporation. To prevent 

the above abuses, Chapter VI suggests several anti-decontrolling rules. First, the 

relevant 10% ownership threshold of domestic shareholders should be either lowered, 

or disregarded for the purpose of the 50% control test (i.e. when calculating the 50% 

domestic shareholders, including those with less than 10% ownership,  allcontrol test, 

should be taken into account). Second, the attribution rules of ownership should be 

revised to cover also foreign related persons. Finally, the "all facts and 

circumstances" test should be implemented to trace the person (or persons), who 

actually control the foreign corporation. This test should analyze factors such as:      

(i) who makes strategy decisions in the corporation; (ii) who declares distribution of 

dividends; (iii) who makes capital contributions; (iv) who hires key personnel; and (v) 

who is eligible to enter into new contracts, investments, liabilities, etc. Any Artificial 

devices to maintain control should be disregarded according to the "substance over 

form" concept. 
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P.       Corporate Inversion – Proposed Measures to Deal with Inversions  

 

Corporate inversion is another technique to avoid a CFC regime. "Corporate 

inversion" is a transaction (or series of transactions) through which a domestic-based 

multinational company restructures its corporate group so that ultimately the domestic 

parent of the group becomes a foreign entity. One major tax benefit of such inversion 

is that foreign subsidiaries are no longer controlled by a domestic parent; thus, a CFC 

status may be avoided. Although each corporate inversion has unique features, a 

common reorganization is a transaction, where a new foreign parent corporation is 

incorporated in a foreign country with low (or no) tax rates. The new foreign parent 

acquires the former domestic parent in a stock transaction, asset transaction or a "drop 

down" transaction. The former shareholders of the domestic parent typically 

exchange their stocks in the stocks of the new parent. Chapter VI proposes several 

measures to deal with corporate inversions. First, once an inversion takes place an 

"inversion gain" should be recognized at the level of the corporation and at the 

shareholders' level. Second, the arm’s length standard should govern the transfer of 

assets among related parties. Third, tax treaties should be revised to ensure that there 

is no reduction in domestic withholding tax in the case of inversions. Fourth, the 

earning–stripping rules should be tightened to prevent shifting of income to low-tax 

jurisdictions. Finally, probably the most effective method to combat corporate 

inversions is by simply disregarding the inversion. In this case, the inverted 

corporation is still treated for tax purposes, as a domestic corporation. This may be 
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achieved by defining specific conditions for disregarding an inversion (e.g., the 80% 

continuity-of-ownership test).    

 

Proposed Minimum Tax Regime – LimitationsP &E       

 

 As a general rule, Subpart F income of a CFC shall not exceed the CFC's 

current E&P. Subpart F includes a set of highly detailed rules regarding limitations 

and deficits of E&P. The major concern stems from shifting of income and reducing 

the amount of current E&P. To eliminate that, Chapter VII proposes a minimum tax 

regime to ensure that a minimum tax liability is preserved. Such principle is 

conceptually similar to the alternative minimum tax (AMT) under I.R.C §55.  

 

  

Proposed "Wasted Relief" Concept – PTI Rules       

 

Dividends distributions to domestic shareholders can potentially lead to 

double taxation. This may happen if the distributed dividend is taxed once again after 

it was previously taxed as Subpart F income in the hands of a domestic shareholder. 

Subpart F provides a complex set of operating rules dealing with PTI. Distributions 

under the PTI rules are generally subject to certain ordering rules, where each 

category of E&P needs to be exhausted first before the next category may be 

distributed. Similar to the E&P rules, the PTI rules may also be exploited. Many of 

such abuses are related to foreign tax credit planning. The proposal of Chapter VII is 

to adopt the "wasted relief" concept, which is taken from the U.K. tax law. Under the 

"wasted relief" principle, if the total foreign tax available for credit relief, exceeds the 
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applicable domestic tax rate on the dividend, then the excess credit is wasted and 

cannot be offset against any other domestic tax liability. 

 

CFC a to Stocks of Apply OnlyShould  Basis Adjustments    

 

To prevent double taxation at disposition, the basis of domestic shareholders 

in a stock of a CFC has to be increased by the amounts previously taxed. The 

rationale for this adjustment is that a constructive dividend should be treated as if it 

was distributed to the shareholders and later had been reinvested in the corporation. 

Similarly, to prevent double tax benefits, when an actual dividend is distributed to the 

shareholders tax-free, the basis of a CFC stock should be reduced accordingly. The 

operating rules under Treas. Reg. §1.961-1(b)(1) include basis adjustments also with 

respect to interest in a foreign partnership or beneficial interest in a foreign estate or 

trust. To avoid complex interaction with partnership taxation rules under subchapter 

K, Chapter VII proposes to narrow the definition of "property" that should be 

adjusted only to stocks of a CFC. It does not mean that the basis of foreign 

partnerships and foreign trusts should not be adjusted, but it has to be done separately 

and not as part of the proposed CFC regime. 

 

T.         Look Through Rules – Proposal for Simplification 

 

The basic principle of the look-through rules is to determine the character of 

the income generated by a CFC, not with reference to the item of the income itself, 

but with reference to the underlying income of the CFC. The rationale behind such 

rules is to treat a CFC as a flow-through entity, so the domestic parent and its foreign 
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subsidiary are viewed as one single economic unit. For this purpose, a complex set of 

look-through rules are included in Subpart F. Chapter VII argues that in order to 

simplify the complex rules under I.R.C §904(d) a certain "same income classification" 

rule should apply. This rule means that the same type of income allocable to a CFC 

(e.g., passive type income or general basket income) shall also be attributable to the 

CFC's domestic shareholders. 

 

As to the sale of foreign partnership interest, Chapter VII argues that the 

"aggregate approach" is justified once major interest (i.e. 25%) of a foreign 

partnership is sold by a CFC. To determine whether the 25% ownership test is 

satisfied, there is no reason to create a new type of constructive ownership. The 

proposal under this dissertation is to apply the regular attribution rules under §958 

and §318. Constructive ownership should include both direct and indirect ownership, 

and the "proportionate share" should be determined in accordance with §318(a)(2)(C). 

 

 Similar Ownership Rules Applying –Foreign Tax Credits ect Indir      U. 

 

Foreign tax credit generally consists of both direct and indirect foreign tax 

credit. Direct credit refers to foreign tax directly paid by a domestic taxpayer in a 

foreign source country. The indirect foreign tax credit applies to two types of 

earnings: (i) distributed E&P; and (ii) un-distributed E&P. When E&P are distributed, 

a domestic corporation owning certain interest in the foreign subsidiary (10% under 

U.S. law) and receiving dividend from such subsidiary, may credit a portion of the 

foreign tax paid by the foreign subsidiary at the source country. When E&P of a CFC 
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are not distributed, foreign taxes paid on such un-distributed E&P are not creditable 

under §902. Instead, I.R.C §960 allows a foreign tax credit as if Subpart F income has 

been distributed to domestic shareholders. 

 

Certain ownership requirements must be satisfied under §960: (i) 10% or 

more of the stock of the first-tier CFC must be owned directly by domestic 

shareholders; (ii) 10% or more of the stock in a second-tier and third-tier CFCs must 

be owned directly by each CFC immediately above the chain; and (iii) domestic 

shareholders must have at least 5% of indirect ownership interests in the second or 

third-tier foreign corporation. 

 

The argument of Chapter VII is that the ownership requirements under §960 

are more restrictive than the ownership requirements under §951. The reason is that 

the rule under §951 applies to a domestic shareholder owning 10% of a stock of a 

foreign corporation directly, indirectly or constructively. Such constructive ownership 

does not count for the purpose of §960. The result is that domestic shareholders, who 

pay tax on the E&P of a CFC under §951, may not be entitled to a deemed-paid credit 

under §960. The proposal of this dissertation is change this unjustified result by 

applying the same §951 ownership rules to the §960 deemed-paid dividend credit.  
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Figure 1:  Definition of "Control" 

 

  

 

 

 

 

 

 

 

 

 

Under U.S. law, X does not own 50% of either voting power or total 

value of FC; therefore, the control test under I.R.C §957(a) is not met. 

 

Under U.K. law, X maintains control of FC because he has the "greater 

part" of either the voting power or the income or asset distribution 

benefits. The result is that FC shall be considered as "controlled" under 

U.K. CFC rules but "un-controlled" under U.S. Subpart F. 

Foreign 

Company 

 

FC 

Foreign 

Shareholder 

 

Y 

Domestic 

Shareholder 

 

   X 

 

Foreign 

Shareholder 

 

Z 

35% 40% 25% 



 271 

Figure 2:  Joint Control 

 

  

 

 

 

 

 

 

 

 

 

Under U.S. law, domestic shareholders own less than 50% of FC; 

therefore, FC shall not be deemed "controlled" for U.S. tax purposes. 

 

Under U.K. law, although the "greater part" of FC is in the hands of a 

foreign person, the rule of joint control under ICTA §747(1A) shall 

apply. It provides that since U.K. person owns 40% of the stocks and a 

foreign person owns at least 40% but no more than 55% of the 

company's stocks, the control test under U.K. law is satisfied. The end 

result is that FC shall be treated as "controlled" for U.K. tax purposes 

but "un-controlled" under U.S. Subpart F. 
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Figure 3:  Attribution Rules of Ownership 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

Domestic shareholder (D) maintains control in company X that controls 

company Y. In fact, D controls company Y through company X. 

Nevertheless, according to §318(a)(2)(C), only proportion of interests in 

company Y shall be attributed to D. Under this formula, D shall be treated 

as owning 80%*60%=48% in company Y. The result is, although D in 

effect controls company Y through company X, the 50% control test under 

§957(a) is not satisfied; thus company Y is not treated as a CFC. 
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           Figure 4:  The Branch Rule of Foreign Base Company Sales Income 

 

 

 

 

 

 

Country X levies 50% tax on P                 Country Y levies 10% tax on B 

 

Branch B is treated as a sales branch because the 10% tax imposed by 

Country Y is (i) less than 90%; and (ii) at least 5% less than 50% tax 

imposed by Country X.  As a result, the sales income of branch B shall 

be treated as FBC Sales income in the hands of CFC P.  
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Figure 5:  Tainted Income Case Study – Variation 1 

 

Royalties Paid to a Passive CFC by a Related Party 

 

 

 

 

 

 

U.S. Law:  The royalty income is treated as "Subpart F Income" because 

royalties are treated as FPHIC. The exception of §954(c)(2) 

does not apply because the CFC is not active and the 

royalties are paid out of the CFC's country.   

 

U.K. Law:   The income is treated as "tainted" income because the 

conditions of the exempt activities test (specifically the 

active business activity requirement) under Paragraph 6(2) 

Schedule 25 of ICTA are not met. 

 

Japanese Law: The royalty income is treated as "tainted" income 

because the conditions of the Japanese exempt activities 

test are not satisfied. Specifically, the business criterion 

is not met because the main business of the CFC must 

not be licensing patents or copyrights. 
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Figure 6:  Tainted Income Case Study – Variation 2 

 

Royalties Paid to a Passive CFC by an Un-Related Party 

 

 

 

 

 

 

U.S. Law: This income is treated as "Subpart F Income" under 

§954(c)(1)(A). No exception applies because the payer is 

an unrelated party, the income is not derived from an active 

business of the CFC and the royalties are paid out of the 

CFC's country.   

 

U.K. Law:   The income is treated as "tainted" income because the 

conditions of the exempt activities test (specifically the 

active business activity requirement) are not met.  

 

Japanese Law: The royalty income is treated as "tainted" income 

because the conditions (and particularly the business 

criterion) of the Japanese exempt activities test are not 

satisfied.  
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Figure 7:  Tainted Income Case Study – Variation 3 

 

Royalties Paid to an Active CFC by a Related Party 

 

 

 

 

 

 

U.S. Law:  The royalty income is treated as "tainted" income because 

the payment is made by a related party; therefore, the active 

royalty exception under Treas. Reg. §1.954-2(b)(6) does 

not apply.  

 

U.K. Law:   The income is excluded from apportionment (i.e. "un-

tainted") because the conditions of the active business 

exemption are satisfied.  

 

Japanese Law: The royalty income is treated as "un-tainted" income 

because the conditions of the Japanese exempt activities 

test are met.  
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Figure 8:  Tainted Income Case Study – Variation 4 

 

Royalties Paid by a Related Party for use of Property in the CFC's Country 

 

 

 

 

 

 

U.S. Law:  The royalty income is excluded from taxation under Subpart 

F pursuant to Treas. Reg. §1.954-2(b)(6) because the 

royalty is received from a related party for the use of 

property within the CFC's country.   

 

U.K. Law:   This royalty income is treated as "tainted" income because 

the conditions of the exempt activities test are not met. The 

income shall be subject to apportionment under ICTA. 

 

Japanese Law: This royalty income is treated as "tainted" income 

because the conditions of the Japanese exempt activities 

test are not satisfied.  
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Figure 9:   I.R.C § 1248 Gain Abuse 

 

 

 

Without § 1248 Re-Classification: 

Gain:  2,000 – 200 = 1,800 

Tax rate @ 35% 

Total Tax: 1,800 * 0.35 = 630 

 

After § 1248 Re-Classification: 

Gain: limited to accumulated E&P = 1,000 

FTC gross-up: 500 

§1248 gain: 1,000 + 500 = 1,500 

Capital gain: 1,800 – 1,000 = 800 

Tax rate @ 35% 

Tax on §1248 gain: (1,500 * 0.35) – 500 FTC = 25 

Tax on capital gain: 800 * 0.35 = 280 

Total Tax: 280 + 25 = 305 

Tax Saving: 630 – 305 = 325  
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Figure 10:  Abuse of Hybrid Entities 

 

 

 

 

 

 

 

 

 

 

 

 

 
Interest income: The interest received by Branch 1 would be subject to low 

tax, if any, in Bermuda. For U.S. purposes, Branch 1 is a 

disregarded entity, therefore, this interest income is allocated 

to its partners and no Subpart F income is recognized. 

 

 

Interest Deduction: Interest payments paid by CFC 1 are deductible in the 

U.K. because CFC 1 and Branch 1 are treated as 

corporations in the U.K. 

 

 

Tax Abuse: Interest income is subject to low tax in Bermuda while interest 

payments are fully deductible in the U.K. Further, U.S. CFC 

rules do not tax the interest income as Subpart F income. Income 

may effectively be deflected from a high-tax jurisdiction to a 

low-tax jurisdiction. 
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Figure 11:  Abuse of "Reverse Hybrid" Entities  

 

 

 

 

 

 

 

 

 

 

 

 

 
Interest income: The interest income received by RH 2 would not be subject 

to U.K. tax at the corporate level because RH 2 is treated as a 

pass-through entity for U.K. purposes. The interest income 

allocable to the partners of RH 2 would be subject to little or 

no withholding tax under U.S.-U.K. tax treaty. The interest 

income shall not be treated as Subpart F income under U.S. 

law thanks to the same country exception under I.R.C 

§954(c)(3)(A)(i).  

 

 

Interest Deduction:  Interest payments paid by CFC 2 are deductible under 

U.S. law because both CFC 2 and RH 2 are treated as 

corporations for U.S. tax purposes. 

 

 

Tax Abuse:  Interest income is subject to no tax at the entity level while interest 

payments are fully deductible. It effectively allows to shelter 

operating income of a CFC located at a high-tax jurisdiction.  
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Figure 12:  Corporate Inversion  

 

 

 

Before the Corporate Inversion: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Foreign Corporation X falls within the definition of a CFC because more 

than 50% of its stocks are owned by a domestic parent. Assume a tax 

rate of 10% at the foreign country; $10 million shall be paid as foreign 

taxes. Assume a 35% domestic tax rate; the domestic parent shall pay 

additional $25 million of domestic tax. The total tax to be paid is $35 

million. 
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Figure 12:  Corporate Inversion  (continued)  

 

 

 

After the Corporate Inversion: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Foreign Corporation X is no longer a CFC because more than 50% of its 

stocks are owned now by a foreign parent. The stocks of the new foreign 

parent are held by the public (after the exchange of stocks between the 

former and the new parents); therefore the new parent is also not a CFC. 

As a result, the passive income of foreign corporation X is not subject to 

Subpart F. The only applicable tax is 10% of foreign tax. The potential 

benefit of such inversion is tax saving of $25 million. 
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 Figure 13: Previously Taxed Income (PTI) Abuse 

 

 

 

  
A CFC distributes PTI to its domestic Parent. Pursuant to I.R.C §78 gross-up rule, 

the dividend received by the domestic Parent from the CFC may create indirect 

foreign tax credit.  Such transaction of PTI distribution not only eliminates double 

taxation of income that was previously taxed but may also benefit the domestic 

parent thanks to foreign tax credit. 
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Figure 14:  Sale of a Foreign Partnership Interest 

 

 
 

The sale of 25% partnership interest of FP by FC shall be treated as Subpart F 

income only if the sale of the partnership's assets would also constitute Subpart F 

income under I.R.C §954(c)(4)(B). 
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Figure 15:  Abuse of PTI and FTC Rules 

 

 

Foreign OP generates active income. Normally, the distribution of dividend from OP 

to the CFC and then to the U.S. Parent would have been subject to domestic tax. 

However, in this case the Foreign Holding generates Subpart F income that flows 

through the CFC to the U.S. Parent. This income is reduced by an indirect foreign tax 

credit under I.R.C §960. Further, certain income distributed from the CFC to USP 

shall be considered PTI and should not be taxed again. By this combined tax 

planning, active income of Foreign OP may be sheltered from domestic tax. 
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