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C. Harmonizing Different Countries’ Tax Laws

Harmonizing the income tax systems of different countries is an
ever increasing concern in the formulation of sound tax policy.295
Where the methods of determining income vary among countries,
double taxation is a possible result.2% That is, even if two countries
provide for foreign tax credit or exemption systems,?7 a taxpayer with
income derived from both countries can be taxed on the same income
twice where the countries view different amounts of income as prop-
erly allocable to each country. While treaties often provide for com-
petent authority proceedings to address discrepancies among the
methods used by countries to allocate income,2%8 treaties do not al-
ways exist, and furthermore, the competent authority process gener-
ally is quite protracted2?® Consequently, more effort should be
placed on making income tax systems compatible.300

The current U.S. regime used for U.S. branches appears to be
unique and therefore at odds with the systems used by most other
developed countries. Those that are a part of the Organization of
Economic Cooperation and Development (“OECD”) appear to rec-
ognize interbranch transactions to some degree. This general ap-
proach is reflected in the OECD’s Model Income Tax Treaty. Article
7 provides that the business profits of an enterprise of one country
(such as a foreign corporation), which carries on business in another

295 See Ulysses S. Crockett & James B. Ashwell, Federal Taxation of Nonresident Aliens
and Foreign Corporations, 13 Duq. L. Rev. 37, 51 (1974) (contending that uniform tax
treatment among countries should be a goal); Daniel J. Frisch, The Economics of Tax Pol-
icy: Some Old and New Approaches, 47 Tax Notes 581 (Apr. 30, 1990) (recommending
that tax policy for international transactions focus on harmonizing the tax systems of differ-
ent countries); Nolan, note 158, at 295, 298 (encouraging the meshing of international tax
systems and arguing that instead of earnings stripping provision, United States should have
sought an international solution to the problem on a uniform basis); Ross, Approaches,
note 7 (pointing out the need for more international approaches (as opposed to national
approaches) to cross border tax issues); Wickham & Kerester, note 161, at 360-61 (recom-
mending that an international approach be used to achieve geographic source rules based
on apportionment factors having economic significance).

2% See Ernst & Young, note 117, at 778.

297 Such can be provided either pursuant to internal laws or bilateral treaties.

2%8 See, e.g., Income Tax Convention, Dec. 31, 1975, U.S.-U.K,, Art. 25, Tax Treaties
(CCH) g 10,903.51 [hereinafter U.K. Treaty].

299 Matthews, note 266, at 1623-24 (noting that the competent authority process is very
lengthy and discussing efforts to streamline the process).

300 See Plambeck, note 3, at 1155-56 (suggesting the need for a coordinated approach
among countries in allocating global trading income in order to reduce the risk of double
taxation). See also Public Comments on Proposed Regulations, 57 Tax Notes 468, 473
(Oct. 26, 1992) (claiming that bilateral or multilateral agreement is necessary in measuring
U.S. branch interest expense, given that both the current and proposed methods pose risks
of double taxation); Comments on Proposed Regulations, 57 Tax Notes 184, 185 (Oct. 12,
1992) (contending that Prop. Reg. § 1.882-5 should be reviewed in light of Treasury’s goals
of compatibility with appropriate international norms).
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country (such as a U.S. branch), is only subject to tax by the other
country (such as the United States) to the extent of the profits that are
attributable to the permanent establishment. The article goes on to
provide that the profits attributable to the permanent establishment
are those “which it might be expected to make if it were a distinct and
separate enterprise engaged in the same or similar activities under the
same or similar conditions and dealing wholly independently with the
enterprise of which it is a permanent establishment.”3! The official
commentary to the OECD Model Treaty indicates that this article au-
thorizes the use of a separate entity method in determining the taxa-
ble income of a branch of a foreign corporation located in another
country.32 The commentary provides that in so computing a branch’s
taxable income, interbranch expense transactions are generally, but
not always, to be taken into account.303

301 1992 OECD Model Income Tax Treaty, art. 7(2), Tax Treaties (CCH) § 191.

302 See Commentaries, note 124, C(7)-5 to C(7)-13; see also OECD Committee On Fis-
cal Affairs, Transfer Pricing and Multinational Enterprises: Three Thxation Issues 55
(1984) [hereinafter 1984 OECD Report].

Paragraph 4 of Article 7 does allow the use of profit apportionment methods to deter-
mine the income of a branch where it has been customary in a country to use this method.
The commentaries to this article, however, make it clear that the use of profit apportion-
ment methods is generally not as appropriate as the separate entity method and that the
apportionment method should be used only in the exceptional cases whete its use has been
customary in the past. Commentaries, supra, at C(7)-12 to C(7)-13.

303 In particular, the OECD commentaries carve out interbranch interest and royalty
payments as exceptions to the general rule recognizing interbranch expense transactions,
Commentaries, note 124, at C(7)-8 to C(7)-9. However, the 1992 Commentary, along with
a 1984 OECD Commentary, provides that for banks, interbranch interest payments are to
be recognized. See id.; 1984 OECD Report, note 302, at 56-58. The United States and
Japan, however, dissent from this majority position of the OECD member countries, which
recognizes intrabank interest payments. Id. at 58.

The OECD commentary also provides that there should be no attributed profit element
where one branch of foreign corporation performs ancillary services for another branch.
The Commentary adopts this treatment based on considerations of pradctical administra-
tion. See Commentaries, note 124, at C(7)-9 to C(7)-10. For example, if the home office
of a foreign corporation advertises on behalf of one of its branches, the branch should
receive a deduction only for the expenses the home office incurred; no additional deduc-
tion should be allowed for any notional commission earned by the home office on perform-
ing these services. Id. Under this approach, it is therefore possible that the taxable profit
attributable to a branch would differ from the profit economically earned. Nonetheless,
the Commentary appears to limit this approach to the performance of ancillary services;
consequently, it would not seem applicable to the situation where two or more branches
participate in a single transaction. Accordingly, the OECD does not appear to sanction the
“all or nothing” net profit results that occur under the effectively connected rules where
two branches so participate.

Several income tax treaties entered into by the United States use language similar to,
and are apparently patterned after, Article 7 of the OECD model treaty. See, e.g., UK.
Treaty, note 298, art. 7, at § 10,903.15. As noted earlier, several foreign torporations have
relied on these articles in claiming the right to use a separate entity method, as opposed to
Reg. § 1.882-5, in computing their interest expense deduction connected to effectively con-
nected income. The Service has rejected these claims. See note 147.
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Although most developed countries apparently take into account
interbranch transactions in some capacity in allocating income,3%+ they
do not appear to use a complete separate entity method for the tax
treatment of branches.3%5 In general, there seems to be a good deal of
divergence in the methods used by countries to attribute income to
branches.3% Importantly, however, it is doubtful that any other coun-
try uses the specific combination of apportionment and threshold allo-
cation approaches used by the United States.307

304+ Ernst & Young, note 117, at 778 (noting that many foreign countries, including the
United Kingdom, Switzerland and Australia, recognize interbranch transactions). In fact,
in the new treaty with Mexico, the United States itself has acquiesced to the use of a
separate entity method for the interest expense determination of a U.S. bank’s Mexican
branch. The treaty provides that a permanent establishment is not entitled to a deduction
for interest paid to other branches on interbranch loans to the permanent establishment,
“except in the case of a banking enterprise.” Income Tax Convention, Sept. 18, 1992, U.S.-
Mex., art. 7(3), Tax Treaties (CCH) § 5903.08. While this could be interpreted as overrid-
ing the application of Reg. § 1.882-5 to a U.S. branch, both the Treasury Technical Expla-
nation to the Treaty and the Report of the Senate Foreign Relations Committee clarify that
this clause was not so intended. See Treasury Dep't, Technical Explanation of the Conven-
tion and Protocol Between the Government of the United States of America and the Gov-
ernment of the United Mexican States for the Avoidance of Double Taxation and the
Prevention of Fiscal Evasion with Respect to Taxes on Income, Sept. 18, 1992, reprinted in
Tax Treaties (CCH) § 5943; Income Tax Convention with Mexico, with Protocol, Exec.
Rep. No. 20, 103d Cong., 1st Sess. 55 (1993). Instead, the clause was inserted to allow
Mexico to consider interbranch transactions between a U.S. bank’s Mexican branch and
other branches in order to determine the Mexican branch’s deductible interest expense for
Mexican tax purposes, given that Mexico does not currently have a mechanism analogous
to Reg. § 1.882-5.

305 See ALI International Project, note 4, at 121 (noting that “[e]ven in jurisdictions that
have put considerable stress on the ‘separate’ entity nature of branch operations, intra-
entity transactions do not generally generate tax consequences”); Ernst & Young, note 117,
at 778; Jorg-Dietrich Kramer, Branch Taxation—German Federal Finance Academy Semi-
nar Explores International Taxation of Branches, (pts. 1 & 2), 2 Tax Notes Int'l 683 (July
1990), 2 Tax Notes Int’l 812 (Aug. 1990), 90 TNI 34-11, 90 TNI 37-11, available in LEXIS,
Fedtax Library, TNI File (discussing the German tax administration’s and courts’ normal
preference for the use of a separate entity method for determining the profits of foreign
and domestic branches and noting its application with respect to interbranch sales of goods
and business assets as well as interbranch services and pointing out, however, that inter-
branch loans and licenses are not recognized for tax purposes).

3056 See ALIT International Project, note 4, at 120, 121 (pointing out that some countries
do not allow a branch deductions for costs incurred outside their taxing jurisdiction and
noting differences in the emphasis placed by countries on the “separate entity” nature of
branch operations); Ernst & Young, note 117, at 778 n.79 (noting that even within one
country, Australia, there seems to be differences in taxing branches); Kramer, note 305, 816
(pt. 2) (indicating that because there is even less agreement regarding the allocation of
income to branches than with regard to subsidiaries, the potential for double taxation is
particularly high).

307 In particular, because a substantial number of the foreign corporations that have
U.S. branches are banks, the fact that the U.S. rules regarding a bank’s interest expense
differ from those of many other developed countries is quite significant. Cf. Rosenbloom,
Separate Entity, note 147, at 3-4 (pointing out that the U.S. treatment for a banking
branch’s interest expense is in conflict with that of many other developed countries and
that this is likely to complicate the prevention of double taxation).
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Accordingly, use of the separate entity method for U.S. branches at
least would put the U.S. tax system more in line with the tax systems
of other developed nations. Even more important, adoption and pro-
motion of the separate entity method by the United States could re-
sult in other countries using this method, thereby harmonizing the
world’s tax systems with respect to branch taxation.3°8 Such a role for
the United States would not be unusual; the United States had moder-
ate success in convincing other countries to adopt its arm’s length
method for allocations among separate legal entities.30?

The separate entity method for branches appears particularly suita-
ble for such worldwide adoption for a number of reasons. First, as
noted above, it is similar to the methods currently used by most devel-
oped countries in allocating income to branches for it takes into ac-
count interbranch transactions. In addition, the separate entity arm’s
length approach is the same method generally used wotldwide for al-
locating income to subsidiary operations.?1° Finally and most impor-
tant, the separate entity method appears to be the only method
realistically susceptible to worldwide adoption, as it would be difficult
for governments to agree on either uniform apportionment factors or
objective profit measures, which likely would be necessary with other
methods.311 Consequently, the use of the separate entity method for
the taxation of U.S. branches, along with the promotion thereof, may
lead to its worldwide adoption and the resulting harmonization of this
area of international taxation.

308 Cf. Nolan, note 158, at 306, 324 (suggesting that the United States should continue to
exert leadership in meshing the differing tax systems of countries in order to minimize
double taxation); Wickham & Kerester, note 161, at 361-62 (recommending that the
United States take the lead in a harmonized international approach in sourcing income).

309 See Langbein, note 208, at 642-54 (pointing out that the U.S.’s export campaign of its
novel arm’s length method contained in the § 482 regulations was successful among tax
administrators and in producing general agreements as to principles; however, this cam-
paign produced little significant change in the legislation, regulations or administrative
practices of other countries); see also Lee A. Sheppard, Talking Sense About Transfer
Pricing, 55 Tax Notes 1312, 1313 (June 8, 1992) (noting that the United States persuaded
other nations to use the arm’s length method).

310 See Notice 88-123, 1988-2 C.B. 458, 475 (stating that the separate entity arm’s length
standard for legal entities is accepted internationally).

311 See Ernst & Young, note 117, at 785 (noting that a formulary apportionment ap-
proach to cross border trading profits could lead to double taxation given that different
countries may have their own view of the formula); Hubbard, Transfer Pficing, note 251, at
546 (statements by former Treasury official pointing out that because it would be difficult
for countries to agree on a single apportionment formula, implementing formulary appor-
tionment for subsidiaries on an international level would be problematic); Plambeck, note
3, at 1156 (pointing out that 2 principal difficulty in using a formulary approach to appor-
tion global trading profits would be countries reaching agreements as to apportionment
factors); cf. Sheppard, note 309, at 1312 (noting that it would be politically difficult to
convince other nations to use a formulary apportionment approach for subsidiaries in place
of the arm’s length method).
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D. Tax Neutrality

The use of the separate entity method for taxing U.S. branches of
foreign corporations would advance the principle of tax neutrality,
under which tax consequences should not vary with respect to differ-
ent forms of conducting business activities. The adoption of the sepa-
rate entity method for U.S. branches would substantially eliminate the
disparities in the taxation of U.S. branches and U.S. subsidiaries of
foreign corporations by subjecting both forms of conducting a U.S.
business to the same treatment.312

1. Neutrality in Form of Conducting Business

A growing view among tax policymakers and commentators is that
the tax system should be neutral in its treatment of different forms of
conducting business.31® This view is grounded in the belief that busi-
ness, rather than tax, considerations should dictate the form of busi-
ness operations, lest inefficiencies result.34# While U.S. tax law
traditionally has treated incorporated and unincorporated entities
quite differently, that is, a double tax regime for the former but not
the latter, inroads in this distinction have been (and may continue to
be) made. For example, the Code allows most closely held corpora-
tions to be taxed under a pass-through regime similar to the rules
applicable to partnerships.3!> Furthermore, there continues to be in-
terest in corporate integration. The latest Treasury study of the sub-
ject included among its initial alternative integration
recommendations, a proposal calling for the taxation of all businesses,
whether incorporated or not, under one regime calling for a single
level of tax.316 As noted in this study, the U.S. adoption of an inte-
grated regime for corporations and their shareholders would put the
U.S. tax system in line with the tax laws of several other industrialized

312 See Wilson, note 147 (noting that the most simplistic way of achieving parity between
the taxation of U.S. branches and U.S. subsidiaries would be to use the separate entity
method for branches). Of course, adopting the separate entity method for U.S. branches
will only bring about tax neutrality for purposes of U.S. tax law. Foreign countries still may
accord different tax treatment based on whether the foreign corporation conducts its U.S.
operations through a branch or subsidiary.

318 See, e.g., Wickham & Kerester, note 161, at 348-49.

314 Plambeck, note 3, at 1155.

315 See IRC §§ 1361-1379.

316 Treasury Dep’t, Integration of the Individual and Corporate Tax Systems: Taxing
Business Income Once (1992) [hereinafter Integration Study]. In a subsequent report,
Treasury specifically recommended the dividend exclusion method for achieving integra-
tion. Treasury Dep’t, A Recommendation for Integration of the Individual and Corporate
Tax Systems (1992).
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nations.317

With respect to the U.S. operations of a foreign corporation con-
ducted in either branch or subsidiary form, an even stronger argument
can be made for identical treatment than can be made for incorpo-
rated and unincorporated entities. Whether conducted in a branch or
subsidiary, both forms are conducted through a corporation. That is,
the only difference between U.S. branch and subsidiary operations of
a foreign corporation is that the former is conducted through a foreign
corporation and the latter is conducted in a U.S. corporation. Thus,
even if a distinction in the taxation of incorporated and unincorpo-
rated entities is warranted, such a distinction does not support dissimi-
lar treatment for branches and subsidiaries.

Indeed, Congtress specifically has indicated its desire to further the
goal of tax neutrality in the taxation of branches and subsidiaries of
foreign corporations. In enacting the branch profits tax,318 Congress
imposed taxes on a U.S. branch’s deemed payments of dividends and
interest for the stated purpose of reducing the disparity in tax treat-
ment of U.S. branches and U.S. subsidiaries: “[A] foreign corporation
doing business in the United States generally should be subject to the
same substantive tax rules that apply to a foreign corporation operat-
ing in the United States through a U.S. subsidiary.”319 Commentators
also have expressed dissatisfaction with the current differences in tax-

317 Integration Study, note 316, at 2. In several other areas, tax reform has eliminated
tax distinctions resulting solely from the form of transactions. For example, § 902 allows
certain U.S. corporations a credit for foreign taxes paid by their foreign subsidiaries, in
order to roughly equalize the tax treatment between operations through foreign subsidiar-
ies and those through foreign branches. See Bittker & Lokken, note 56, § 69.8.1, at 69-89.
In addition, § 338 allows a corporate purchaser of another corporation to elect to treat the
transaction as an asset acquisition for tax purposes.

318 See Section IL.B.3.

319 1986 Bluebook, note 31, at 1036; see also Notice 89-80, 1989-2 C.B. 394, 397 (noting
that the purpose of the excess interest tax “is to treat the interest expense of a foreign
corporation doing business through a U.S. branch in approximately the same manner as
the interest expense of a wholly-owned domestic subsidiary of a foreign corporation”). As
discussed above, the enactment of the branch profits tax provides indirect support for using
the separate entity method for U.S. branches. The branch profits tax indicates Congress’s
desire to have neutral tax treatment of U.S. branch and U.S. subsidiary operations, and
such tax neutrality could be realized through the adoption of the separate entity method
for U.S. branches. Some commentators go beyond this assertion and see the enactment of
the branch profits tax as direct support for the use of the separate entitS' method. Ernst &
Young, note 117, at 779 (arguing branch profits tax represents a de fdcto separate entity
approach); Angela Yu & Philip L. Tretiak, Tax Planning Ideas Under the Branch-Level Tax
Regime, 13 Int’l Tax J. 327, 335 (1987) (stating branch profits tax supports recognizing a
U.S. branch as a separate entity for interest deduction purposes). Whilé the branch profits
tax seeks to achieve results that are similar to those under the separate entity method, it
eschews the very essence of this method, that is, the general recognition of interbranch
transactions, in favor of a generalized formulary approach.
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ing branches and subsidiaries, both on the inbound32? and outbound32!
sides.

2. Significant Differences Exist In the Tax Treatment of U.S.
Branches and U.S. Subsidiaries

Unfortunately, the branch profits tax has done little to bring about
equal treatment in the taxation of U.S. branches and U.S. subsidiaries
of foreign corporations,?2 and thus significant differences in the two
regimes remain. First, the branch profits tax has no effect on the rules
governing the regular income tax liability of U.S. branches, and con-
siderable differences exist between these rules and the ones applying
to U.S. subsidiaries.32® Second, in many cases, the branch profits tax
itself fails to produce results that are similar to the taxes imposed on
dividend and interest payments where a U.S. subsidiary is used.

The amount of taxable income under these two regimes can be
vastly different.32¢ In addition, the two regimes result in varying ad-
ministrative requirements for U.S. branches and U.S. subsidiaries,?>
which also face varying degrees of double taxation risk.326 Further-
more, a foreign corporation’s U.S. subsidiary is permitted to file a
consolidated return with lower-tier U.S. subsidiaries, whereas a for-
eign corporation’s U.S. branch is not permitted to do so.327

320 See Wickham & Kerester, note 161, at 348 (noting unjustified difference in the tax
treatment of branches and subsidiaries); cf. Hoff, note 155, at 448-50 (advocating amend-
ment of Arizona tax law so that water’s edge principle of apportionment applies to both
U.S. branches and U.S. subsidiaries of foreign corporations); Plambeck, note 3, at 1155
(noting that with respect to global trading, economic efficiency dictates that taxes be ap-
plied neutrally regardless of whether operations are in subsidiary or branch form).

321 See NYSBA Report, note 164, at 617-18 (report on proposed Reg. § 1.861-8 points
out that the regulation’s treatment of a U.S. parent’s supervisory expenses relating to its
foreign subsidiary produces a disparity in treatment between operating a foreign business
in a foreign subsidiary or foreign branch; report also notes that U.S. treaty policy is to
achieve neutrality for U.S. taxpayer operations conducted in foreign subsidiaries and for-
eign branches).

32 See Groff & Hoch, note 147, at 369.

32 See generally Thomas H. Olson, Tax Considerations in Structuring Foreign Invest-
ment in the United States, 1983 B.Y.U. L. Rev. 713, 741-53 (noting differences in the U.S.
tax treatment of a Canadian foreign corporation acting in U.S. branch and U.S. subsidiary
form). In fact, opponents of the branch profits tax argued that it was inappropriate to treat
U.S. branches like U.S. subsidiaries for one purpose, the taxes on dividends and interest,
and not for other purposes, such as the allocation of interest expense and transactions
between the U.S. and foreign branches. See Tax Reform, note 169, at 139.

324 See Section IV.A.

325 See Section IV.B.

326 See notes 301-10 and accompanying text.

327 TRC § 1504(b)(3). The apparent reason for not allowing U.S. branches to consoli-
date is that U.S. branches and U.S. subsidiaries currently are subject to different tax rules
that would be incompatible on a consolidated basis. Some support for this can be found in
§ 1504(d), which generally allows a wholly-owned foreign subsidiary organized under the
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Even the branch profits and excess interest taxes result in treatment
for U.S. branches that can vary considerably from the treatment ac-
corded similarly situated U.S. subsidiaries. Rather than track actual
remittances of earnings by the U.S. branch, the branch profits tax at-
tempts to measure such remittances indirectly through the application
of a formula.328 There are obvious differences in the mechanics used
for U.S. subsidiaries and U.S. branches in exacting a tax on remit-
tances of U.S. earnings, with a separate transactions approach used for
subsidiaries and a formulary approach used for branches. Despite dif-
ferent mechanics, however, neutrality would not be offended if similar
treatment nonetheless was achieved. The different mechanics do re-
sult in substantive differences, though, at least under the manner in
which Treasury has chosen to exercise its regulation-making authority.

By defining U.S. liabilities as those attributable to the U.S. under
§ 1.882-5 of the rule creates the possibility that a foreign corporation
could be subject to the branch profits tax even if all its U.S. earnings
are reinvested in U.S. branch assets. Thus, unlike a similarly situated
U.S. subsidiary, a second level of tax may be imposed where no U.S.
earnings are actually remitted by the U.S. branch.

An example illustrates the foregoing proposition. FC (a foreign
corporate bank) has $100 of U.S. earnings for a particular year, and
reinvests all of the earnings in the assets of the U.S. branch. Aside

laws of Mexico or Canada to file a consolidated return with its parent group, provided it
elects to be treated as a U.S. corporation for purposes of the Code. Use of the separate
entity method for U.S. branches and subsidiaries would remove the apparent obstacle in
the way of allowing a U.S. branch to file a consolidated return with its foreign corpora-
tion’s U.S. subsidiaries.

An additional difference exists between the treatment of U.S. branches and U.S. subsidi-
aries with respect to the determination of the interest expense deduction: namely, the tax
consequences are less predictable for branches. See Incoming Treasury Letters, 56 Tax
Notes 19, 20 (July 6, 1992) (paper submitted by Institute of International Bankers noting
the unpredictability of Reg. § 1.882-5, among other problems). A branch, unlike a subsidi-
ary, usually is not in a position to know the deductible interest expense and after-tax profit
at the time of a transaction. In this regard, commentators on the previously proposed
regulations under § 482 argued that the regulations’ adoption of an approach that takes
into account future data would result in less predictability of tax consequences. See David
A. DiMuzio, An Open Letter to Corporate Tax Directors, 55 Tax Notes 127, 129 (Apr. 6,
1992).

It should be noted, however, that the separate transactions arm’s lenigth approach used
for U.S. subsidiaries also has been criticized for a lack of predictability. Commentators
have pointed out that because of Service-taxpayer disputes over proper transfer prices,
businesses find it difficult to forecast after-tax returns. See Wickham & Kerester, note 161,
at 351. It would appear, though, that unlike the interest predictability problems associated
with formulary methods, the problems occasioned by transfer pricing can be solved by
adopting measures that provide taxpayers with more certainty that their transfer prices
would not be challenged. In this connection, the advanced pricing agteement procedure
along with additional Service guidance in the area should be helpful in' providing a higher
degree of certainty. See notes 259-66, 293 and accompanying text.

328 See notes 97-101 and accompanying text.
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from this $100 increase, there are no other changes in the amount of
U.S. assets. FC determines its interest expense deduction under Reg.
§ 1.882-5 by using the 95% fixed liabilities-to-assets ratio. Based on
these facts, the foreign corporation would have a deemed earnings re-
mittance (dividend equivalent amount) of $95, which is equal to its
U.S. earnings for the year ($100) reduced by its increase in U.S. net
equity ($5). The increase in U.S. net equity is only $5, even though
U.S. assets have increased by $100, because under § 1.882-5 of the reg-
ulations these additional assets generate $95 of attributable liabilities
(95% of $100). Consequently, FC has deemed earnings remittances of
$95 although none of its U.S. earnings have actually been remitted.329

In issuing temporary regulations under the branch profits tax,
Treasury articulated an apparent justification for this result: It is ap-
propriate to “define U.S. liabilities as liabilities that produce deduc-
tions that reduce effectively connected earnings and profits.”?30
Apparently, Treasury is of the view that defining U.S. liabilities by
reference to attributable liabilities under § 1.882-5 of the regulations is
consistent with the goal of similarly taxing U.S. branches and U.S.
subsidiaries, in that in both situations, U.S. earnings are subject to a
second tax when they will no longer generate income subject to U.S.
tax. That is, in the previous example, because of the $95 of additional
liabilities and interest expense thereon, only $5 of the $100 of U.S.
earnings can be viewed as continuing to generate income that will be
subject to U.S. tax; consequently, $95 can be viewed as not continuing
to generate such income and will be deemed to be remitted. If a U.S.
subsidiary with $100 of earnings had actually made a $95 earnings re-
mittance to its foreign parent, there similarly would have been only $5
of earnings that would continue to generate income subject to U.S.
tax. Thus, according to Treasury, there is similar treatment for U.S.
branches and U.S. subsidiaries when the amount subject to the second
tax is compared to the U.S. earnings that will continue to generate
U.S. taxable income.

While there is some merit in Treasury’s apparent claim of similar
treatment, Treasury did overlook an important difference. Unlike a
U.S. subsidiary, a U.S. branch may not have a choice in the timing of
the second level of tax. A U.S. subsidiary that wants to avoid a cur-
rent second tax on its earnings can forgo distributing the earnings to
its foreign parent. As the previous example illustrates, a U.S. branch
lacks this same degree of control over the imposition of the second
tax.

329 See Groff & Hoch, note 147, at 363-64.
330 See preamble to Temp. Reg. §§ 1.884-0T to -5T, 57 Fed. Reg. 34045, 34046 (Sept. 2,
1988), reprinted in 1988-2 C.B. 182, 183. .
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The final regulations provide some relief from this automatic impo-
sition of the branch profits tax, although it may not always be avail-
able.331 Specifically, § 1.884-1(e)(3) of the regulations gives foreign
corporations an election to reduce liabilities for both the U.S. liability
determination under the branch profits tax and the interest expense
calculation under § 1.882-5 of the regulations. Liabilities may be re-
duced, however, only to the extent that attributable liabilities exceed
the liabilities shown on the books of the U.S. branch.332 Thus, under
the facts of the previous example, the foreign corporation could elect
to reduce its additional U.S. liabilities from $95 to zero, so that the
amount of the deemed earnings remittance would be zero, that is,
$100 (U.S. earnings) — $100 ($100 (increase in U.S. assets) — zero (in-
crease in U.S. liabilities)), provided that its attributable liabilities ex-
ceed its U.S. book liabilities by $95. Consequently, a U.S. branch,
unlike a U.S. subsidiary, can control the timing of the second level of
tax on its U.S. earnings only when it is a net borrower33? from other
branches of the foreign corporation.334

The excess interest tax also fails to treat U.S. branches and U.S.
subsidiaries in a similar fashion. As noted earlier, the excess interest
tax was enacted to impose U.S. tax on any interest payments for which
the U.S. branch is allowed a deduction under § 1.882-5 of the regula-
tions.335 Congress believed that this was needed in order to similarly
treat interest relating to U.S. branch operations and that of U.S. sub-
sidiary operations, since all interest payments that give rise to a de-
duction for a U.S. subsidiary are generally includable in income by the
recipients.

The excess interest tax attempts to accomplish this goal by treating
interest paid by a foreign corporation’s U.S. trade or business as if it
were interest paid by a U.S. corporation.33¢ Pursuant to the source
rules, such interest is treated as U.S. source income to the recipi-
ents.337 Additionally, the statute provides that any excess of deducti-
ble interest under § 1.882-5 of the regulations over interest paid by the

331 The temporary regulations provided no relief from the automatic imposition of the
branch profits tax. Temp. Reg. § 1.884-1T.
332 Reg. § 1.882-5(e)(3)(ii).

333 The excess of attributable liabilities over U.S. book liabilities is either due to U.S.
branch borrowings from the other branches of the foreign corporatxon or advances effec-
tively treated as borrowings for tax purposes. See notes 174-75 and aCcompanymg text.

334 Cf. Aaron A. Rubenstein & Angela W.Y. Yu, The Benefits and Burdens of the Final
Branch Level Taxes Regulations, Int’l Tax J., Spring 1994, at 58, 60 (noting that relief from
the uncontrollable nature of the branch profits tax is available in part, concluding that the
control over the timing of the second level of tax that exists for U.S. subsidiaries is lost for
U.S. branches).

335 See note 109 and accompanying text.

336 IRC § 834(f)(1)(A).

337 IRC § 861(a)(1).
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foreign corporation’s U.S. trade or business is treated as paid to the
foreign corporation by a wholly owned U.S. subsidiary.33¢ The foreign
corporation generally is then subject to 2 30% U.S. tax on this deemed
paid interest.3® Consequently, the full amount of the interest deduc-
tion is generally taxable, either to the recipients or the foreign
corporation.

Congress, however, was mindful of the fact that if the “excess inter-
est” had actually been received by the foreign corporation from a U.S.
subsidiary, the interest may have been exempt from tax pursuant to a
specific exemption.34® In this regard, the Conference Report to the
1986 Act indicates that the regulations may treat the excess interest as
incurred on each type of external borrowing by the foreign corpora-
tion, based on the relative amounts of such external borrowings, for
purposes of characterizing the excess interest for § 881 exemptions.?31
It is noteworthy that while the legislative history apparently calls for a
look-through approach, the statute treats the excess interest as paid to
the foreign corporation from a hypothetical U.S. subsidiary and thus
could be viewed as sanctioning a characterization test based on the
types of borrowings by the U.S. branch from other branches. Presum-
ably seizing upon the look-through approach language in the legisla-
tive history, the final regulations provide that for foreign banks a
portion of the excess interest shall be treated as deposit interest and
therefore exempt from tax, with such portion being the greater of (1)
the foreign corporation’s percentage of its total liabilities that are de-
posits or (2) 85%.342

By focusing on the external borrowings of a foreign bank for pur-
poses of characterizing excess interest, rather than on the nature of
interbranch borrowings by the U.S. branch, the excess interest tax

338 IRC § 884(f)(1)(B).

339 IRC § 881(a).

340 For example, §§ 881(d) and 871(i) provide that interest on banking deposits is ex-
empt from the § 881(a) tax.

341 See H.R. Rep. No. 841, note 94, at 649. The Conference Report also provides that
the regulations possibly could characterize excess interest on the basis of legally recognized
interbranch loans. The report then goes on to say that the regulations should guard against
taxpayers’ attempts to reduce their excess interest liability by artificially structuring such
loans in a manner different than their external liabilities. Id. As one commentator has
pointed out, the Conference Report seems to sanction the recognition of interbranch liabil-
ities only when a look-through approach would not yield a worse result for the taxpayer.
See Peter H. Blessing, The Branch Tax, 40 Tax Law. 587, 634 (1987).

342 Reg. § 1.884-4(2)(2)(iii). Foreign corporations other than banks may specifically
identify foreign booked liabilities as liabilities of a U.S. trade or business to thereby reduce
the amount of excess interest; however, the reduction in excess interest pursuant to the
specific identification of liabilities cannot exceed 85% of the amount of excess interest that
otherwise would exist. Reg. § 1.884-4(b)(1)(ii). Apparently, the specific identification
procedure was adopted to effectuate a look-through characterization approach for the
§ 881 exemption for portfolio interest.
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treats U.S. branches differently than similarly situated U.S. subsidiar-
ies are treated. For example, assume that a foreign bank conducts a
U.S. banking business in branch form. Deposit liabilities constitute
90% of the foreign bank’s external liabilities. The foreign bank’s U.S.
branch has substantial borrowings from the foreign bank’s home of-
fice, which are all designated as deposit liabilities.3*> Because of the
assets received by the U.S. branch through the interbranch borrow-
ings, § 1.882-5 of the regulations produces an interest expense deduc-
tion that exceeds the interest paid by the U.S. branch, thereby
resulting in excess interest. Pursuant to the look-through rule, 90% of
the excess interest is treated as deposit interest and therefore exempt
from tax. Consequently, the foreign bank is subject to tax under
§ 881(a) on 10% of its excess interest. If, however, the same U.S.
banking business were conducted as a U.S. subsidiary, the foreign
bank would have no § 881(a) tax liability, as all the interest paid to it
by its U.S. banking subsidiary would have been deposit interest ex-
empt from tax. Thus, the excess interest tax, despite its lofty goal of
equalizing the taxation of branch and subsidiary operations, fails to
treat U.S. branches and U.S. subsidiaries in a similar manner.

V. LaBORATORY For USING THE SEPARATE ENTITY METHOD FOR
ForeIGN BRANCHES OF U.S. CORPORATIONS

Adoption of the separate entity method for U.S. branches of for-
eign corporations could further improve U.S. international tax laws by
serving as a laboratory for the possible use of this method for foreign
branches of U.S. corporations.

Currently, U.S. tax law applicable to a U.S. corporation’s foreign
operations similarly consists of a dual regime.3# To explain in very
brief and general fashion, where a U.S. corporation conducts a foreign
business through a foreign subsidiary corporation, the income of the
foreign subsidiary generally is not subject to U.S. tax until it is distrib-
uted to its U.S. parent.345 The foreign subsidiary is respected as a sep-
arate legal entity and transactions that it has with its U.S. parent (and
other persons) are taken into account subject to § 482 adjustments.

In contrast, where a foreign business is conducted through a foreign
branch of a U.S. corporation, the income derived from the foreign
business is subject to U.S. tax.246 To alleviate double taxation, the

343 See note 341.

344 See generally Mark A. Masek, Foreign Branch or Foreign Subsidiary?, 17 Int’l Tax J.,
Summer 1991, at 28.

345 A major exception to this general rule is subpart F, IRC §§ 951-964,

346 In general, a U.S. corporation is subject to U.S. tax on its worldwide income. See
Bittker & Lokken, note 56, { 65.1, at 65-2.
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United States allows a credit for income taxes paid or accrued to for-
eign countries, subject to limitations.3*? In very general terms, under
the foreign tax credit limitations, the credit cannot exceed the U.S. tax
on the income derived from the foreign business, as determined under
U.S. tax law.3%® Thus, in the case where the U.S. corporation’s foreign
taxes exceed this limitation,34? the foreign tax credit will be equal to
the U.S. tax on the income derived from the foreign business; conse-
quently, in this situation foreign business income is effectively exempt
from U.S. tax. For this purpose, the income of the foreign business is
determined under the source rules contained in the Code and
regulations.350

Several of the policy concerns discussed in this Article also would
support use of the separate entity method for foreign branch opera-
tions of U.S. corporations. A single method for the tax treatment of
U.S. corporate controlled foreign businesses would advance the poli-
cies of simplification and neutrality.35! Furthermore, because some of
the sourcing rules use threshold allocation352 and formulary appor-
tionment353 approaches, a separate entity method for a foreign branch
may well achieve a more accurate reflection of the branch’s income.
Moreover, using the separate entity method for foreign branches
would make the U.S. tax system more compatible with the tax systems
of many other developed countries®>* and therefore reduce the risk of
double taxation.353

347 IRC §§ 901, 904.

348 TRC § 904(a). In addition, there are separate limitations for various categories of
income. IRC § 904(d).

349 This currently is often the case as U.S. tax rates generally are lower than foreign
rates.

350 See generally IRC §§ 861-865, and the regulations thereunder. Where a U.S. corpo-
ration conducts a foreign business through a foreign subsidiary, the separate entity method
is used to determine the income of the foreign business that is exempt from U.S. tax. On
the other hand, where a foreign business is conducted through a U.S. corporation’s foreign
branch, the source rules are used to determine the foreign business income that is effec-
tively exempt from U.S. tax. Therefore, different methods currently are used to determine
the exempt foreign business income depending on the form used to operate the foreign
business.

351 Cf. Wickham & Kerester, note 161, at 350 (recommending a single set of source rules
for allocating profits for both branches and subsidiaries in order to climinate the added
complexity occasioned by current law’s dual treatment of the issue).

352 See, e.g., IRC § 861(a)(6); Reg. § 1.861-7(c) (title passage rule).

353 See, e.g., Temp. Reg. § 1.863-3T(b)(2)(Ex. 2); notes 194-97 and accompanying text.

354 Cf. notes 301-07 and accompanying text. Indeed, if the United States is able to con-
vince other developed countries to adopt the separate entity method for branches, as previ-
ously suggested, see notes 308-09 and accompanying text, a failure to use the separate
entity method for foreign branches of U.S. corporations would be quite anomalous.

355 Cf. Ernst & Young, note 117, at 779 (pointing out that a foreign country’s recognition
of interbranch transactions, coupled with the failure of the United States to do so, could
result in double taxation to U.S. incorporated international banks).
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Although recognition of interbranch transactions does not appear
to be any more problematic than the recognition of intercompany
transactions,356 this method is largely untested as far as the United
States is concerned. Therefore, rather than initially use the separate
entity method for both inbound and outbound branch operations, it
appears to be more sensible to use it first on a more limited basis, that
is, for U.S. branches of foreign corporations. Successful use on the
inbound side could lead to its possible use on the outbound side and
further improvement of U.S. international tax laws.

VI. Tuae Future OF THE ARM’S LENGTH APPROACH AND ITs EFFECT
ON THE ProprosaL FOR U.S. BRANCHES

In the last several years, the arm’s length method of allocating in-
come among related parties has come under severe attack. Among
the criticism leveled against the § 482 approach is a lack of compliance
by taxpayers,357 which has been blamed for the general undertaxation
of foreign controlled businesses.>*® Indeed, the perceived enforce-
ment problems are so great that the arm’s length approach may be
abandoned unless compliance improves.?>® Congress previously has
considered legislation that would have imposed a taxable income floor
on U.S. subsidiaries of foreign corporations based in part on industry
wide profits.360 Although the proposal was not enacted and was sub-
ject to the charge that it abandoned the arm’s length standard,36! simi-
lar future legislative proposals are likely.2¢2 Furthermore, as Congress
continues to address the taxation of foreign-controlled U.S. corpora-
tions, proposals may be made to apportion the worldwide income of
affiliated corporations to U.S. subsidiaries based on generalized
formulas.363

356 See Section IV.B.1.

357 Qther criticisms of the arm’s length approach include the difficulty of finding compa-
rable transactions between unrelated parties, the possible nonexistence of such com-
parables and documentation burdens. See notes 247-58 and accompanying text.

358 See notes 256-57 and accompanying text.

359 See note 258 and accompanying text.

360 Foreign Income Tax Rationalization and Simplification Act of 1992, H.R. 5270, 102d
Cong., 2nd Sess. § 304. The legislation also provided that a foreign corporation with a U.S,
business would be subject to these rules if the foreign corporation had a substantial amount
of transactions with related foreign persons. Id.

361 See Comments Concerning the Proposed Foreign Income Tax Rationalization and
Simplification Act of 1992, H.R. 5270, ABA Newsletter on the Committee on U.S. Activi-
ties of Foreigners and Tax Treaties, at 41-42 (Oct. 29, 1992) [hereinafter ABA Comments).

362 Joanna Richardson, U.S. Foreign Tax Bill Hearings, 5 Tax Notes Int’l 171, 171 (July
27, 1992) (describing H.R. 5270 as a blueprint for future legislative action in the foreign tax
area).

363 Indeed, in 1994 Congress passed a joint resolution containing nonbinding language
recommending that Treasury use a formulary approach under § 482 for those cases in
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On the other hand, various government officials and commentators
continue to support the use of arm’s length allocation principles. Sup-
porters point out that politically it would be difficult for the United
States to replace the arm’s length standard, given that the United
States promoted international acceptance of this standard.3¢* Others
claim that methods such as the income floor proposal would violate
treaty nondiscrimination provisions and could lead to retaliatory legis-
lation by foreign countries.?65 In addition, supporters suggest that for-
mulary apportionment would result in greater interference with the
affairs of foreign countries because there would be a need for the
worldwide data of related corporations, as opposed to data relating
only to transactions involving U.S. business operations.36¢ Perhaps
even more important, formulary apportionment would be likely to re-
sult in an increased risk of double taxation, as it would be difficult for
various governments to agree on uniform apportionment factors.367
Consequently, proponents argue that instead of abandoning the arm’s
length standard, several new administrative measures, such as advance
pricing agreements and § 60384, should be given an opportunity to
work.368

which the current transfer pricing rules are inadequate. H. Con. Res. 218 § 38. In addition,
during 1994, bills were introduced in the House and Senate that similarly include a non-
binding recommendation for Treasury to use a formulary approach in cases where the cur-
rent § 482 rules fail to work. The Foreign Tax Compliance Act of 1994, H.R. 4860, 103d
Cong., 2d Sess. (1994); S. 2342, 103d Cong., 2d Sess. (1994); see Barbara Kirchheimer,
Crackdown on Multinationals Seen as Major Revenue Source, 64 Tax Notes 700 (Aug. 8,
1994). The bill was not enacted and was opposed by the business community in the United
States and abroad, as well as by OECD members. See Dorgan Will Try To Delay Vote On
Treaties If Treasury Opposes Formula Method, Daily Tax Rep. (BNA) Sept. 30, 1994, at G-
4. Yet, this legislative action is a clear signal that the dispute over using formulary appor-
tionment continues. See J. Dwight Evans, With Barclays and Colgate Settled, Worldwide
Formulary Reporting Goes Federal, 65 Tax Notes 241, 243 (Oct. 10, 1594).

364 See Hubbard, Transfer Pricing, note 251 (reprinting statements of former Service
official Rom Watson); cf. Nolan, note 158, at 292 (noting that United States sponsored the
arm’s length approach as the proper international rule for all countries).

365 See ABA Comments, note 361, at 43-44, 49-50; Joanna Richardson, Gains From For-
eign Tax Bill Not Worth Losses, Witnesses Charge, 56 Tax Notes 397, 399 (July 27, 1992)
(reporting statements by Fred Goldberg, Ass’t Treas. Sec. (Tax Policy), who termed the
proposal “fatally flawed™). Similarly, the comparable profit method, which was given great
weight in the proposed § 482 regulations but substantially deemphasized in the final regu-
lations has been criticized as deviating from the arm’s length standard. See John Turro,
46th TFA Congress Blasts Comparable Profit Method in Proposed U.S. Transfer-Pricing
Regulations, 5 Tax Notes Int’l 867, 868 (Oct. 26, 1992) (reporting adoption by IFA of reso-
lution reaffirming commitment to arm’s length principle and rejecting comparable profit
method).

365 See note 276 and accompanying text.

367 See note 311 and accompanying text.

368 See Richardson, note 362, at 399. For a discussion of these new measures, see notes
259-70 and accompanying text. Indications are that the Clinton administration currently is
opposed to abandoning the arm’s length standard. See J. Andrew Hoemer, The Clinton
Tax Package: Traces of Robin Hood?, 57 Tax Notes 441, 444 (Oct. 26, 1992) (statements

Imaged with the Permission of N.Y.U. Tax Law Review



204 TAX LAW REVIEW [Vol. 49:

Finally, as previously discussed, the arm’s length approach would
appear to have advantages over generalized formulary apportionment
approaches in reflecting the economic income produced by an entity’s
activities.36® In this regard, the arm’s length approach likewise should
have advantages over methods such as the proposed income floor, as
the § 482 method focuses on comparable unrelated party transactions
in allocating income rather than on transactions relating to an entire
industry.370

Although the arm’s length method no doubt has problems, on the
whole, it appears to be the best of the possible approaches.3’* Never-
theless, its future may be in doubt. Given that the arguments in sup-
port of using the separate entity arm’s length method for U.S.
branches, as well as its political viability, are substantially based on the
use of this method for U.S. subsidiaries, it is reasonable to apply any
new method for U.S. subsidiaries to U.S. branches as well. Initially, it
should be recognized that if the arm’s length method is abandoned for
U.S. subsidiaries, it would be unrealistic to think that Congress would
allow its use for U.S. branches. Thus, the choice of treatment for U.S.
branches likely would be either the current regime used for U.S.
branches or any new method used for U.S. subsidiaries. There is more
support for the latter choice.

First, tax administration concerns would support the use of one
method for both forms of conducting a foreign corporate controlled
U.S. business.?”2 In addition, the use of any new method for U.S.
branches along with U.S. subsidiaries would adhere to the policy of
neutrally applying the tax laws to different forms of conducting busi-
ness.3”3 However, unless a substantial number of other countries also
use this new method to determine the taxable income of U.S.
branches for their foreign tax credit and exemption systems, there

from Clinton campaign that proposed increases from foreign-controlled U.S. corporations
would come from more aggressive enforcement of § 482, as opposed to a move to formu-
lary apportionment).

369 See notes 157-61, 195-97 and accompanying text. Cf. Brian J. Arnold & Thomas E.
McDonnell, Report on the Invitational Conference on Transfer Pricing: The Allocation of
Income and Expenses Among Countries, 61 Tax Notes 1377, 1380, 1387 (Dec. 13, 1993)
(noting that a very serious concern with predetermined formulas is their arbitrariness, that
is, their failure to reflect the particular circumstances of each taxpayer; expressing substan-
tial concern over the use of predetermined formulas).

3710 Cf. ABA Comments, note 361, at 41-42. ‘

3711 Cf. Eric J. Coffill & Prentiss Wilson, Jr., Federal Formulary Apportionment as an
Alternative to Arm’s Length Pricing: From the Frying Pan Into the Fite?, 59 Tax Notes
1103, 1116-17 (May 24, 1993) (concluding that while the arm’s length method has
problems, formulary apportionment is not a viable alternative until many difficult and
complex questions are addressed adequately).

372 See notes 292-94 and accompanying text.

3713 See notes 313-21 and accompanying text.
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could be a serious risk of double taxation with U.S. use of this method
for U.S. branches.374 Nevertheless, the current regime also poses such
a risk,?”> and therefore this harmonization of tax laws policy would
not likely support either available choice. Similarly, while any new
method might have flaws in accurately reflecting income (assuming it
is either a generalized formulary apportionment method or transfer
pricing approach using industrywide standards for comparability), it
may well be no more inaccurate than the current regime.376 Conse-
quently, on the whole, the policies appear to support the use of the
new method for U.S. branches rather than the current regime, as two
of the policies support the new method while the other two appear to
support neither method.

The separate entity arm’s length method for subsidiaries currently is
under review. The results over the next several years from the use of
new compliance measures will likely be critical to the future of the
arm’s length approach. Thus, it is not likely that Congress would ex-
tend the separate entity method to branches before there is some posi-
tive experience with these compliance measures. Therefore, political
reality dictates that any implementation of the separate entity method
for U.S. branches be delayed until this review is completed and the
continued use of this approach for U.S. subsidiaries is more firmly
established. If, on the other hand, the separate entity arm’s length
method ultimately is discarded for U.S. subsidiaries and some new
method employed instead, this new method also should be used for
U.S. branches.

VII. CoNcCLuSION

Foreign corporations’ U.S. business operations through U.S. subsid-
iaries and U.S. branches have one essential difference: the legal form
used for conducting these operations. Although this difference effec-
tively can be eliminated for tax purposes by requiring U.S. branches to
designate accounts, assets and employees as belonging to itself, the
United States currently employs two completely different regimes for
taxing these two forms of conducting a foreign-controlled U.S.
business.

These two taxing regimes result in numerous differences in the tax
treatment accorded U.S. subsidiaries and U.S. branches. Concerns of
tax neutrality and simplification support using one method for both
U.S. subsidiaries and U.S. branches.

374 Cf. notes 296-97 and accompanying text.
375 Cf. notes 301-07 and accompanying text.
376 Cf. notes 162-97 and accompanying text.

Imaged with the Permission of N.Y.U. Tax Law Review



206 TAX LAW REVIEW [Vol. 49:

Of the two methods currently used, the separate entity method used
for U.S. subsidiary operations is preferable. It reflects income more
accurately than the current regime used for U.S. branches, which has
serious flaws. The separate entity method also should result in a
lower risk of double taxation, as it is more consistent with the methods
generally employed by developed countries with respect to branches
and may be the only method suitable for harmonizing the differing
approaches currently used. Although the separate entity method will
necessitate the difficult fact specific inquiries required under the trans-
fer pricing rules, its use also obviates the troublesome need for a for-
eign corporation’s worldwide data. For similar reasons, the separate
entity method appears to be better than other possible approaches,
such as generalized formulary apportionment or income floors based
on industry-wide levels of profitability. On the whole, the policies of
accurately reflecting income, harmonizing tax systems and adminis-
trability support the use of the separate entity method for U.S. subsid-
iaries and U.S. branches.

The best short-term solution for the problems confronted in taxing
foreign-controlled U.S. businesses may well be the use of the separate
entity method along with individual income allocation agreements be-
tween taxpayers and all affected governments. Such agreements could
set forth either transfer prices based on comparables or individualized
apportionment formulas based on the specific factual ciréumstances of
the taxpayer involved. With these agreements, allocations would re-
flect the income economically generated, and avoid double taxation.
To aid in the formulation and use of these agreements, it may be pos-
sible to use the enormous data processing capabilities of computer
technology. These individual agreements may eventually lead to har-
monized legislation among countries that would contain various in-
come allocation rules for different types of business.??”

This Article recommends that the separate entity method be used
for U.S. branches of foreign corporations, provided its use continues
for U.S. subsidiaries. Adoption of the separate entity method, how-
ever, should be delayed for the next several years pending the ongoing
review of this approach for U.S. subsidiaries. In the alternative, any
new method employed for U.S. subsidiaries should be used for U.S.
branches as well.

Over the years, the law has evolved from the force of attraction
rule, which subjected a foreign corporation’s income to net basis taxa-
tion regardless of any actual connection to its U.S. business, to the
effectively connected rules, which at least usually require such a con-
nection. As one commentator noted shortly after the effectively con-

377 Cf. note 265.
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nected rules were enacted, these rules should be viewed as merely the
first step in reforming the tax treatment of U.S. branches.?”8 The use
of the separate entity method would complete this evolutionary
process.

378 See Ross, Developments, note 2, at 366.
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