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I.
INTRODUCTION

Twenty years ago, "foreign tax"-the prevailing label for
United States taxation of inbound and outbound invest-
ment-was merely a niche specialty in tax practice, like giving
companies tax advice about their pension plans. Today, if it is
still a niche specialty, then so is giving tax advice to corpora-
tions. The growth of "foreign tax" practices reflects the rise
not only of multinational business enterprises, but of world-
wide capital market integration. Suppose that a prominent
company wants to raise capital. Whether its place of incorpo-
ration, its business activities, and its current owners are all
American, all foreign, or some mix of the two, it may want to
consider tapping both American and foreign investors. This
may require sophisticated "foreign tax" advice from American
tax lawyers regarding optimal structuring methods for compa-
nies and/or investors, whether funds would flow into the
United States or out of it.

The growth of cross-border business enterprises and capi-
tal market integration has increased taxpayers' exposure to
both the hazards and opportunities that are associated with
cross-border tax planning. On the hazards side, countries may
slant their "sourcing" rules for income measurement (used to
distinguish domestic from foreign source income) with an eye
to collectively taxing more than 100 percent of a given mul-
tinational's profits. But the opportunities side is enriched by
the fact that taxpayers, when not constrained by business ne-
cessity, are in the position of making the first move. All of the
different national legal regimes and sets of rules within a given
regime may give taxpayers a rich set of options regarding not
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only what to do, but how they want to characterize, for tax law
purposes, whatever they do.

The last twenty years have seen increased harvesting of
profitable cross-border opportunities, not just in business and
portfolio investment, but also in tax planning. The "corporate
tax shelter" phenomenon' sometimes involves using foreign-
ers to aid predominantly United States-directed planning. For
example, foreigners may serve as tax-indifferent accommoda-
tion parties to whom the U.S. tax rules notionally (but irrele-
vantly) assign "phantom income" that matches the "phantom
losses" directed to U.S. taxpayers. 2

A second, very different scenario involves tax planning
that it is neither predominantly directed toward the United
States or toward foreign tax systems. Rather, like torts in the
famous view of Ronald Coase (where neither the railway nor
the hayfield would have produced a fire unless they were right
next to each other),3 this tax planning involves the contiguity
of two individually unremarkable but ill-matched results to
achieve an overall worldwide tax result that potentially is re-
markable. Many of the transactions having this character are
commonly known as "cross-border tax arbitrages." As we will
see, while these transactions are defined semantically, they
tend to have certain essential traits in common that facilitate
thinking about them as a coherent category.

During the Clinton Administration, the United States
Treasury proposed to deny U.S. tax benefits to taxpayers en-
gaging in certain forms of these transactions. Vehement oppo-
sition forced the Treasury to back off somewhat, but without
renouncing its concerns. 4 Under the Bush Administration,
the Treasury Department has seemed generally less eager to
proceed in this area, but it has not abandoned the struggle,

1. DANIEL N. SHAVIRO, ARE CORPORATE TAx SHELTERS AN "ABUSE" THAT
SHOULD BE STOPPED? (Nov. 2004).

2. Id.
3. Ronald H. Coase, The Problem of Social Cost, 3J. LAw & ECON. 1, 29-34

(1960).
4. See I.R.S. Notice 98-11, 1998-1 C.B. 433 (proposing to limit certain

cross-border tax benefits); I.R.S. Notice 98-35, 1998-2 C.B. 34 (withdrawing
Notice 98-11). On the controversial nature of Notice 98-11, see, e.g., letter
from Robert A. Jacobs, Chair, Tax Section, New York State Bar Association,
to the Department of the Treasury, Internal Revenue Service, 2002 TNT 8-20
(Jan. 10, 2002).
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and indeed in some instances has continued to wage the same
or similar fights. 5

Unfortunately, the debate about cross-border tax arbi-
trage has too often failed to focus adequately on relevant tax
policy considerations, which relate in particular to the public
economics concepts of "national welfare," or efficiency from
the U.S. standpoint, and "worldwide welfare," or efficiency
from a global standpoint.6 The U.S. Treasury Department has
not fully explained why it is concerned about taxpayers'
favorable worldwide tax results if the U.S. tax results, standing
alone, would have been unobjectionable. Commentators
sometimes misconstrue the Treasury's policy concern as based
either on the belief that "we.. .have a monopoly on correct-
ness"7 or on a perverse preoccupation with other countries'
totally separate tax affairs. "Why [in responding to certain
U.S.-German rental deals arranged by clever taxpayers] should
we concerned about the rate of tax they are called upon to pay
on rental income in Berlin?"8 Under this view, however, it is
hard to see why we would care enough about double taxation
to respond to it by offering foreign tax credits.

This article therefore briefly examines cross-border tax ar-
bitrage in light of national and worldwide welfare considera-
tions, along with an additional point: the importance of coun-
tries' strategic interactions, which are directly raised in this set-
ting. It concludes that the transactions, while not really
arbitrages or tax arbitrages as these terms are commonly used,
can have troubling efficiency consequences. Accordingly,
where duplicative tax benefits are being achieved in each of
two countries, either country, by unilaterally denying its bene-
fit, may combine raising revenue with increasing both national
and worldwide efficiency. The only problem is that the other
country may want to share in the revenue gain from allowing

5. See, e.g., Rev. Rul. 2002-69, 2002-44 I.R.B. 760, challenging cross-bor-
der lease-in-lease-out ("LILO") arrangements, and revising but not aban-
doning the challenge to LILOs in Rev. Rul. 99-14, 1999-1 C.B. 835.

6. A full welfare analysis requires considering distributional as well as
efficiency issues, but distributional issues may not be of central importance
in comparing the taxation of multinationals to that of purely domestic busi-
ness enterprises.

7. David H. Rosenbloom, International Tax Arbitrage and the International
Tax System, 53 TAx L. REv., 137, 139 (2000).

8. Id. at 151.
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the tax benefits, potentially leading to double denial of any tax
benefit. While this is probably not as bad a result as duplica-
tive allowance of tax benefits-since taxpayers can use self-
help to minimize the resulting problems-it suggests that bi-
lateral coordination to allow the tax benefits a total of only
once may be the best response when feasible. While this
would require greater coordination between countries' tax sys-
tems than has been usual to date, it does not require anything
approaching worldwide harmonization of tax systems. Coun-
tries need not adopt the same rules in order to cooperate in
addressing peculiar interactions between their rules.

II.
WHAT IS CROSS-BORDER TAx ARBITRAGE?

Cross-border tax arbitrage has been defined as taking ad-
vantage of inconsistencies between different countries' tax
rules to achieve a more favorable result than that which would
have resulted from investing in a single jurisdiction. 9 Without
delving too deeply into technical minutiae, two relatively sim-
ple examples may help those who are not tax specialists to
grasp the underlying idea.

Dual Resident Companies
Countries typically apply residence taxation not only to in-

dividuals who are citizens or live inside their borders, but also
to certain legal entities such as corporations. Yet the residence
of a corporation often is not obvious or self-defining (leaving
aside the question of why it should matter to begin with). Sup-
pose, for example, that a company is incorporated in country
A, has its main headquarters in country B, operates factories in
countries C, D, and E, and sells its products through sales out-
lets that it maintains in all five of these countries plus twenty
more. Where is it resident? The United States bases the deter-
mination of corporate residence on where a given company is
incorporated. 10 The United Kingdom, by contrast, is among
the countries that treats a company as a resident if it is deemed
to be locally managed and controlled."1 A corporation can

9. See, e.g., id. at 142; Phillip R. West, Foreign Law in US International Tax-
ation: The Search for Standards, 3 FLA. TAX REv. 147, 171 (1996).

10. I.R.C. § 7701 (a) (4), (5) (2004).
11. Rosenbloom, supra note 7, at 139.
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therefore qualify as both a U.S. and a U.K. resident, if it is
incorporated here but managed and controlled (at least for
U.K. tax purposes) there.

One further important detail is that in both the U.S. and
the U.K., a group of commonly owned domestic corporations
can file a consolidated return, resulting for some purposes in
treatment of the group as if it were a single corporate tax-
payer. 12 Thus, one member's losses can be deducted against
another's income. Fertile minds soon realized that this jointly-
followed rule, in combination with the disparity between the
two countries' corporate residence rules, could be exploited to
the taxpayer's advantage.

Suppose that a multinational enterprise incorporates a
company in the U.S. and places this company's headquarters
in the U.K., thus making it a dual resident company ("DRC")
that both countries treat as a "native." The DRC can be consol-
idated both with the enterprise's U.K. corporations in the U.K.
and with its U.S. corporations in the U.S. Suppose further that
both consolidated groups have positive taxable income, but
that the DRC incurs tax losses. (This can be arranged through
such means as making the DRC highly leveraged and manipu-
lating the reported "transfer prices" on its transactions with
other group members.) If otherwise permitted by both coun-
tries, the DRC's tax losses can be deducted twice, against the
income of both the U.K. and U.S. groups. The result of this
double deduction is that an amount of the overall worldwide
group's income equal to the DRC's loss is taxed nowhere.

The United States responded to this gambit in 1986 by
enacting a rule that denied the use of DRC losses on consoli-
dated returns. 13 Some years later, the U.K. followed suit with a
similar rule (although several other countries that apply a
headquarters rule for corporate residence rule have not done

12. Strictly speaking, consolidation is the U.S. approach, whereas the
U.K. permits losses to be surrendered by one member of the resident group
to another. For present purposes, however, the two approaches are effec-
tively the same. See Roger McCormick, A Summary of the Position In England,
in INTERNATIONAL FINANCING OF U.S. TAKEOVERS 491, 521 (Practising Law
Inst. 1990); Sanford H. Goldberg & Peter A. Glickich, Treaty-Based Nondis-
crimination: Now You See It Now You Don't, 1 FLA. TAX REv. 51, 99 (1987).

13. I.R.C. § 1503(d) (2004).
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so).14 At present, therefore, the tax losses of DRCs are allowa-
ble against consolidated group income in neither the U.S. nor
the U.K.

Double-dip Leases

A similar tax planning idea takes advantage of disparities
between countries' rules for determining who gets deprecia-
tion deductions. Suppose that legal title to an airplane is held
by a French taxpayer, but beneficial economic ownership goes
to an American taxpayer under a long-term lease. France and
the United States agree that depreciation deductions go only
to the owner of the property, as defined for tax purposes.
However, France bases tax ownership exclusively on legal title,
while United States tax law sometimes relies on indicia of eco-
nomic ownership.

Thus, with careful planning, the airplane's acquisition
cost may end up being deducted in full by both the legal
owner in France and the beneficial owner in the United States.
This may result in up-front worldwide non-taxation of an
amount equal to the acquisition cost. Despite the similarity to
the result of creating a DRC with tax losses, double-dip leases,
while widely noted, have not been challenged even by the (at
times assertive) United States Treasury.

Other Cross-Border Tax Arbitrages
In recent years, perhaps the most fertile source of similar

transactions has been the so-called "check-the-box" regulations
that the U.S. Treasury issued in December 1996.15 These regu-
lations permit taxpayers straightforwardly to elect, for U.S. tax
purposes, whether certain legal entities should be regarded as
corporations or instead (as the case might be) as partnerships,
proprietorships, or mere divisions of the companies that own
them. Widely regarded as a triumph of common sense and tax

14. See David Hardy, A Company Without Country: The Dual Consolidated
Loss Regime, TAX NOTES, Aug. 2, 1999, at 756. The U.K. rule excludes dual
resident companies from the U.K. consolidated group, rather than specifi-
cally addressing losses like the U.S. rule. Id.

15. See David Hardy, A Company Without Country: The Dual Consolidated
Loss Regime, TAX NOTES, Aug. 2, 1999, at 756. The U.K. rule excludes dual
resident companies from the U.K. consolidated group, rather than specifi-
cally addressing losses like the U.S. rule. Id.
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simplification for domestic tax purposes, in the international
realm the "check-the-box" regulations have been called "one
of the worst ideas ever to spring to the minds of usually adroit
tax officials at the IRS and Treasury.' 1 6

The problem arises from the fact that other countries
continue to rely on legal form in determining the tax charac-
ter of a legal entity. Thus, companies can now easily establish
"hybrid branch arrangements," in which a wholly owned cor-
porate subsidiary, from the standpoint of state or national cor-
porate law, is entirely disregarded for United States income
tax purposes. This may permit the very same cash flow that a
foreign country's tax system regards as deductible (for exam-
ple, as an interest payment) to be a U.S. tax non-event, akin to
shifting money between the bank accounts of a single com-
pany's different branches.

Practitioners use the term "hybrid" to describe entities
that different jurisdictions classify differently. They also apply
this term to inconsistently characterized financing arrange-
ments. For example, the cash flows under a "hybrid" financial
instrument might be a dividend in U.S. eyes but interest for
U.K. tax purposes, or else a loan payment here but a rental
payment or asset acquisition there. The ways in which taxpay-
ers benefit from hybrid arrangements vary considerably. One
relatively simple example involves structuring a payment from
abroad to the U.S. so that in the source country it is interest,
deductible at the country's full statutory rate, but here it is a
dividend, and therefore taxable at only a 15 percent rate
under the revised corporate tax regime that the U.S. adopted
in 2003.

Generalizing the Examples

From a semantic standpoint, the key to all of these exam-
ples is that many countries' tax systems have broad similarities.
To a very large extent, they use common legal concepts, such
as corporation, debt, equity, ownership, residence, loan, and
lease. Moreover, these common legal concepts often are asso-
ciated with similar legal consequences. For example: (1) a cor-
poration may be taxed separately from its owners; (2) interest

16. Martin A. Sullivan, Tax Amnesty International: Relief for Prodigal Profits,
TAX NOTES, May 5, 2003 at 603, 606-607.
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on debt may be deductible while dividends paid to equi-
tyholders are not; (3) depreciation deductions may be re-
served to owners as compared to lessees; and (4) consolidation
between affiliated corporations may be limited to those that
are considered residents.

National tax systems often differ, however, in exactly how
they define these shared legal concepts. In some cases, the
differences may be pure accidents of history. Or they may re-
flect different preferences or circumstances regarding such is-
sues as the choice between determinate black-letter rules and
more general standards, or the tradeoff between offering cer-
tainty on the one hand and favoring "substance" over mere
"form" on the other.

Often, United States tax rules differ from those in other
countries by trying harder to apply the principle of "substance
over form." Double-dip leases reflect this tendency, since the
U.S. rules require a greater inquiry than is internationally typi-
cal into indicia of economic ownership. DRCs are an excep-
tion, since here the U.S. looks purely at companies' place of
incorporation. And check-the-box is a special case, in which
the Treasury threw up its hands upon recognizing the failure
of earlier efforts to determine which entities were "really" cor-
porate in character.

Countries that have different approaches to defining
shared legal concepts do not necessarily disagree with each
other about basic tax policy objectives concerning how cross-
border transactions should be treated. Rather, they may simply
have different administrative preferences or circumstances re-
garding their own internal tax administrative affairs. Con-
sider, for example, the fact that the United States tries harder
than France to look past the formalities of title in a lease
agreement and to determine which party looks more like the
owner in an economic sense, such as by bearing the prospect
of gain and the risk of loss. Perhaps the hyper-development of
United States tax law and practice makes the more difficult
inquiry that our approach necessitates easier for people in our
system to handle. Or perhaps the French care more than we
do about legal certainty. But we need not decide whether
their approach is wrong for them, even if we believe that it
would be wrong for us. Leaving aside interactions between the
two systems, such as double-dip lease transactions, the French
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pretty much internalize their consequences and we pretty
much internalize ours.

Here is why the limited motivation for these legal differ-
ences matters. Suppose that France were deliberately making
economic policy through its tax rules, such as by subsidizing
the airline industry, and that we were in a position to reverse
the subsidies by giving matching tax penalties to all of the
companies that were potential beneficiaries. Conceivably, this
would increase both worldwide welfare-if the subsidy was
inefficient-and our national welfare, by reason of our making
money off the reduction in worldwide economic distortion.
However, we would be directly interfering with France's eco-
nomic policy, and one imagines that the French would not be
pleased. Indeed, one could easily imagine their retaliating,
with possible consequences for both the worldwide and na-
tional welfare analyses.

By contrast, in the double-dip lease example, while the
government interactions require further consideration that I
will offer below, one would not expect the French to have this
objection. Rather than making economic policy with regard
to the aircraft or leasing industries that is conditioned on ena-
bling double-dip leases, they are likely simply to be making
their own administrative judgment, which happens to differ
from ours, regarding how they want to administer their own
tax system. So we are not directly defeating their policy judg-
ment if we deny tax benefits from double-dip leases. They still
get to administer their tax system in the manner that they evi-
dently prefer.

Advantages to Taxpayers of Cross-Border Tax Arbitrages

In part, taxpayers like cross-border tax arbitrages simply
because they are there. If being a multinational business en-
tity or having access to worldwide capital markets brings one
within reach of an opportunity to make money after-tax by en-
gaging in one of these transactions, then of course one has a
reason to do it. And the search for them fits snugly within the
broader trend whereby, "over the last two decades, corporate
management skills have been progressively refined and suc-
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cessfully applied to a wide variety of previously difficult to con-
trol costs [including] corporate tax liabilities."1 7

From the planners' standpoint, moreover, cross-border
tax arbitrages may have an important advantage over the ar-
guably abusive corporate tax shelter transactions, such as high-
basis, low-value shelters, that I address elsewhere. 18 A well-de-
signed cross-border tax arbitrage is unexceptionally correct
under the application of each country's tax law in isolation.
Thus, American and foreign tax practitioners can offer legal
opinions concluding that the transactions work as a matter of
their own tax laws, without having to risk running afoul of eco-
nomic substance or other such requirements. Likewise, gov-
ernment auditors who discover the transactions have no rea-
son to complain about them as a matter of purely domestic
law, unless they observe and object to the international aspect.

III.
ARE THESE REALLY "ARBITRAGES" OR EVEN "TAx ARBITRAGES,"

AND DOES IT MATTER?

So far, I have accepted without demurral that the transac-
tions at issue are "cross-border tax arbitrages," simply because
that is a term in common use. However, readers with econom-
ics backgrounds may already have questioned whether the "ar-
bitrage" label really fits here. They have a point. The term
"cross-border tax arbitrage" almost brings to mind the Holy
Roman Empire, of which it was famously said that it was
neither holy, nor Roman, nor an empire. In this case, the
transactions really are cross-border. But they are not actually
arbitrages, or even tax arbitrages as the term has been used in
the tax policy literature.

Are They Arbitrages?
Economists define arbitrage as costlessly buying and sell-

ing (or borrowing and lending) the same item at different
prices so that one is guaranteed a positive payoff.19 An arbi-
trage opportunity therefore provides the equivalent of a risk-

17. Edward D. Kleinbard, Corporate Tax Shelters and Coporate Tax Manage-
ment, 51 TAx EXECUTIVE 235, 238 (1999).

18. See DANIEL N. SHAVIRO, ARE CORPORATE TAX SHELTERS AN "ABUSE"
THAT SHOULD BE STOPPED? (Nov. 2004).

19. NEW PALGRAVE: A DICTIONARY OF ECONOMICS 100 (1987).
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free "money pump" for as long as it lasts.20 The idea that arbi-
trage is impossible at equilibrium has been called "the one
concept that unifies all of finance." 21

Dual resident companies and double-dip leases are not
arbitrages in this sense. They involve a net investment position
that happens to receive favorable tax treatment taking into ac-
count all countries' tax systems, rather than an offset between
positions. Markets do not eliminate them, but rather en-
courage their continued creation until the point where the
marginal tax benefit is no longer worth the marginal non-tax
cost. Anyone who is accustomed to the standard economic us-
age of "arbitrage" may therefore find its application here meta-
phorical at best, and misleading at worst.

Are They Tax Arbitrages?

The tax policy literature has developed a notion of "tax
arbitrage" that is broader than the standard finance concept.
Might this broader term explain the usage here? A little back-
ground may help in elucidating this question. We can start
with positions that really are arbitrages in the finance sense.
Within finance, "arbitrage" is certainly not a dirty word. It is
simply something that is impossible at equilibrium, and the
impossibility of which helps to keep financial markets func-
tioning efficiently. In tax policy, however, arbitrage is some-
thing of a dirty word because, in the formalistic and realiza-
tion-based system that we have, it can result in a catastrophic
breakdown of the system.

Suppose, for example, that you hold perfectly hedged
long and short positions on the same financial bet, so that
your net position is zero, and that for tax purposes, without
ceasing to be perfectly hedged, you can realize all of the losses
and none of the gains. 22 There is no natural limit on the
amount of tax liability that you (and everyone else who could
construct the hedge) could eliminate. Indeed, if net losses
were refundable, taxpayers could not merely drain the Trea-

20. Phillip H. Dybvig & Stephen A. Ross, Arbitrage, in THE NEW PALGRAVE:
FINANCE 57 (John Eatwell et al. eds., 1989).

21. Id. at 67.
22. In fact, the straddle rules of I.R.C. § 1092 (2004) would prevent tax-

payers from deducting their losses in these circumstances, but the example
provides a convenient illustration.
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sury of positive revenues, but generate infinite claims to be
paid. Opportunities to engage in this type of tax planning,
which Eugene Steuerle dubbed "pure tax arbitrage," 23 are
rife.24

The tax system responds to this danger by requiring tax-
significant transactions to either have economic substance or a
non-tax business purpose, or to expose the taxpayer to suffi-
cient downside economic risk. 25 Pure tax arbitrage generally
does not work for income tax purposes unless it is effectively
concealed. One swiftly learns the lesson, however, that depar-
ture from it is a matter of degree. At some point, as the hedge
between unrealized gain and realized loss positions grows
worse, the taxpayer bears enough downside economic risk, or
can make enough of a claim to be seeking the upside, to es-
cape the economic substance-type rules.

Tax commentators frequently go on from arbitrages in
the finance sense to discuss what Steuerle calls "normal tax
arbitrage. '26 This term refers to the creation by a taxpayer of
offsetting long and short positions that are taxed asymmetri-
cally-for example, by pairing an excluded or deferred gain
with a currently deductible loss. 27 An example would be bor-
rowing to own a home, and thereby generating excludable im-
puted rental income along with deductible home mortgage in-
terest expense. This usage of the term "tax arbitrage" is conve-
nient, even though it applies to real net positions that markets
do not eliminate, because the technique it describes (while
consistent with equilibrium) is important to tax planning and

23. C. EUGENE STEURLE, TAXES, LOANS, AND INFLATION: How THE NA-
TION'S WEALTH BECOMES MISALLOCATED 59-60 (Brookings Inst., 1985).

24. For example, the tax system often distinguishes between fixed and
contingent returns, taxing the former on a current accrual basis but awaiting
realization for the latter. However, two or more contingent returns that off-
set each other can equal a fixed position. Taxpayers can therefore use off-
setting contingent positions to create "synthetic" fixed positions, potentially
permitting the creation of perfect arbitrages that generate unlimited losses
(with offsetting gain being assigned, if necessary, to tax-exempts). See Alvin
C. Warren, Jr., Financial Contract Innovation and Income Tax Policy, 107 HARV.
L. REV. 460, 462-70 (1993).

25. See, e.g., SHAVIRO, supra note 1; Daniel N. Shaviro, Risk-Based Rules and
the Taxation of Capital Income, 50 TAx L. REV. 643, 645-47 (1995).

26. See STEURLE, supra note 21, at 59.
27. See, e.g., DAVID F. BRADFORD, UNTANGLING THE INCOME TAX 39-40

(Harvard U. Press, 1986); STEURLE, supra note 23, at 57-61.
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government responses thereto. What makes the technique im-
portant is its usefulness to taxpayers in creating tax losses, with-
out net economic losses, that can be used to shelter positive
income and thus to eliminate tax liability across the board.

Cross-border tax arbitrages are not quite this either, for
one of the same reasons that they are not strict economic arbi-
trages. Again, they involve a single position, rather than a pair
of asymmetrically taxed long and short positions. One might
be able to use them in constructing a tax arbitrage, but this
merely reflects that their worldwide tax treatment is favorable.
Similarly, the income exclusion for a home's imputed rental
value is not itself a tax arbitrage but can be used in construct-
ing one.

Why, then, has the term "cross-border tax arbitrage" been
used to describe the transactions? In some circles, it might be
a rhetorical ploy to cast the transactions, like tax arbitrage in
some of the tax policy literature, in an unfavorable light. One
can, however, defend it rhetorically or semantically on the
ground that the taxpayers in these transactions are "arbitrag-
ing" the inconsistencies between two countries' legal rules.

There is nothing inherently wrong with using the term
this way. It is, after all, just a semantic issue. And perhaps the
salience of giving the name "arbitrage" to these instances of
clever legal jujitsu is worth the risk of confusion. Yet one
should understand that the sense of semantic inconsistency
that underlies the term bears little direct relationship to the
reasons why we might be concerned, from a national or world-
wide welfare standpoint, about the transactions that are being
so described.

From a welfare or efficiency standpoint, the main reason
for concern about cross-border tax arbitrages (to abandon fur-
ther quibbling about the name, simply because it has gained
such wide acceptance) is that they involve preferential world-
wide tax treatment. Taxpayers who use DRCs or double-dip
leases are effectively taxed nowhere on certain worldwide in-
come. The resulting planning opportunities may have undesir-
able effects on taxpayer behavior and worldwide resource allo-
cation because they violate tax neutrality, a norm that, in some
circumstances, promotes efficiency. So cross-border tax arbi-
trages are potentially undesirable for the same reasons as sin-
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gle-jurisdiction tax preferences, albeit that the cross-border as-
pect may complicate the national welfare analysis.

As compared with tax preferences generally, cross-border
tax arbitrages' distinctive feature, beyond the purely semantic,
is their involving what one might call "cross-border tax syn-
ergy," or the use of a cross-border interaction to achieve
favorable results that could not have been achieved in one
country alone. Once we identify the issue this way, we can see
that "arbitrage" in the metaphorical sense of exploiting incon-
sistencies in the application of a shared legal concept (such as
corporate residence or tax ownership) is just a means, rather
than the end of ultimate interest.

Semantic inconsistency is neither necessary nor sufficient
to achieving cross-border tax synergy. For an example of cross-
border tax synergy without the "arbitrage," consider a tax-mo-
tivated decision by a U.S. company to acquire as a subsidiary a
company in a low-tax country that was formerly an arm's
length trading partner. The idea here might be to shift taxa-
ble income to the low-tax country through transfer pricing
games, such as claiming an unrealistically high inter-company
sales price when the U.S. parent acquires a productive input
from the other company. This would not be in any sense an
"arbitrage" if the taxpayer reported the same transfer price in
both countries, yet it would involve cross-border tax synergy,
since income could not otherwise have been shifted for tax
purposes from the high-tax to the low-tax country. For an ex-
ample of legal "arbitrage" (i.e., semantic inconsistency) with-
out the positive tax synergy, consider the case of a DRC that
has positive taxable income in both countries.

What is more, the inquiry into whether semantic "arbi-
trage" exists in a given case may be quite unilluminating. Sup-
pose, for example, that the U.K. had the same corporate resi-
dence rule as the U.S., but offered tax benefits to foreign cor-
porations with local headquarters. If the end result were the
same as that from being able to claim double deductions by
exploiting inconsistent corporate residence rules, it should
not matter whether we still regarded this as involving an "arbi-
trage" between inconsistent applications of the same tax con-
cept.

In practice, developed countries' tax systems are similar
enough that cross-border tax synergies often involve exploiting

[Vol. 1:113



CROSS-BORDER TAX ARBITRAGE

inconsistent definitions of a single term of art.2 8 Thus, looking
for cross-border tax arbitrages might be a good strategy for
identifying cross-border tax synergies that are potentially of in-
terest. Yet we should keep in mind that semantic inconsistency
is not inherently something to be concerned about. Taxpayers
are not being sneaky or dishonest when they find a clever way
to steer through different countries' tax rules; there is no
moral duty of worldwide semantic consistency. At the same
time, the fact that one can engage in these transactions with-
out shame, if the rules permit them, tells us nothing about
whether the rules should permit them.

IV.
WELFARE IMPLICATIONS OF ADDRESSING CROSS-BORDER

TAX ARBITRAGES

So What, From the Standpoint of National Tax Policy?
Discussions of cross-border tax arbitrage often start from a

presumption that tax benefits from the transactions must be
allowed unless tax officials can identify a "legitimate objec-
tion."29 Or we are told that the transactions cannot properly
be addressed unless they are demonstrably worse than others
that remain permissible3 0-an approach that I would regard as
an open invitation to treat the worst as the enemy of address-
ing the merely bad. We also may be asked why, in evaluating
the U.S. tax treatment, say, of taxpayers with German double-
dip leases, we should "be concerned about the rate of tax they
are called upon to pay on rental income in Berlin?"3'

The question is an easy one. The reason we should care
about the German tax treatment of a transaction involving
American taxpayers is that it may affect us. Other countries'
tax rules may influence our taxpayers' incentives. Such rules

28. There also are negative cross-border tax synergies resulting from
such inconsistencies that are to the taxpayer's detriment. A prominent ex-
ample concerns the treatment of interest expense incurred by U.S. multina-
tionals. See Daniel N. Shaviro, Does More Sophisticated Mean Better? A Critique of
Alternative Approaches to Sourcing the Interest Expense of U.S. Multinationals, 54
TAx L. REv. 353, 362-63 (2001).

29. West, supra note 9, at 171.
30. Rosenbloom, supra note 7, at 148.
31. Id. at 151. For an important exception to the style of analysis that I

am criticizing, see Reuven S. Avi-Yoneh, Commentary, 53 TAx L. REv. 167
(2000).
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are therefore likely to affect the investments that Americans
make and the resources that they spend on tax planning.
Their pre-tax and after-tax income may be affected by foreign
tax rules, and so may our tax collections. Effects of this sort are
normally considered to lie well within a government's reasona-
ble areas of concern.

The foreign tax treatment of a given transaction involving
one's own taxpayers is merely a factual input, like any other, to
the question of how the different rules that one might select
would affect national welfare. Indeed, the only difference that
comes to mind between this input and any other is that this
one may tend (albeit not uniquely) to raise issues of strategic
interaction between different countries. For example, if the
Germans notice that we are expressly responding to their tax
rules, then perhaps they will become more likely to respond in
turn to ours. Such strategic interactions are always relevant to
the consequences of adopting a given policy, and accordingly
should be taken into account here, just as in any other setting.

For analytical convenience, however, I start my evaluation
of cross-border tax arbitrages from a national welfare stand-
point by assuming that the United States response to a given
cross-border tax arbitrage is entirely unilateral, in the sense of
not affecting other countries' decisions. I then turn to issues of
strategic interaction.

Unilateral Responses to Cross-Border Tax Arbitrage
(and Other Cross-Border Tax Synergies)

A good starting point, in evaluating the United States tax
issues raised by double-dip leases and DRCs, is to ask why we
allow income tax deductions, such as for depreciation or a
consolidated group member's losses, in the first place. The
fact that allowing these deductions may improve the accuracy
with which the tax system measures net income is merely a
means. The end, presumably, is to improve the efficiency and
distributional consequences of our income tax (and govern-
ment rules generally), relative to the case where the deduc-
tions are not allowed. Thus, for example, suppose there was a
proposal to tax supermarkets on their gross sales receipts,
without allowing them to recover costs of goods sold and oper-
ating expenses, while all other businesses continued to be
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taxed as at present.32 It seems likely that this proposal would
inefficiently discourage supermarkets relative to other busi-
ness undertakings. 33 It also might prompt costly avoidance re-
sponses by supermarkets (for example, purporting to be a
middleman that does not actually own the goods it sells, and
therefore is taxable only on the spread).

Now suppose we learned that, for some odd reason, al-
lowing supermarkets the same sorts of deductions as any other
business would actually reduce efficiency and equity. Then the
case for taxing them on their gross sales receipts might be a
good one after all. Denying them all deductions and other cost
recovery would have two compelling advantages. First, it would
(by express hypothesis) directly increase efficiency and equity.
Second, if the gross sales receipts tax on supermarkets raised
revenue (despite any possible Laffer curve effect 34 ) and if the
government had fixed revenue goals, then adoption of this tax
would reduce the need to induce further economic distortion
by levying higher taxes in some other setting.

Assuming for now that other countries will not address
cross-border tax arbitrages, this seemingly absurd hypothetical
offers a compelling way to look at DRCs and double-dip leases.
Allowing corporate groups to deduct one member's losses
against another's net income, and providing cost recovery with
respect to depreciable business assets, may generally be good
ideas. However, if a foreign government is kind enough to pro-
vide deductions for these items, then why should another en-
tity do so as well? Doubling the deductions provides a world-
wide tax preference for these transactions that may increase
economic distortion by inducing American taxpayers to

32. The distinction between the tax treatment of supermarkets and other
undertakings is needed because they would not be relatively disadvantaged,
say, by a comprehensive retail sales tax.

33. The proposal's distributional effects would depend on how it affected
pre-tax returns. It is plausible that, as Boris Bittker put it in Boris I. Bittker,
Equity, Efficiency, and Income Tax Theory: Do Misallocations Drive Out Inequities ?
16 SAN DIEGO L. REv. 735, 738-39 (1979), all the inequity would be converted
into inefficiency by taxpayer exit from the supermarket business.

34. A Laffer curve graphically represents the idea that reducing marginal
tax rates could increase government revenue through stimulating people to
work harder, causing them to earn more and so expanding the pool of taxa-
ble income. See Austan Goolsbee, Evidence on the High-Income Laffer Curve from
Six Decades of Tax Reform, BROOKINGS PAPERS ON ECON. ACTIVITY, Vol. 2, 1
(Brookings Inst. 1999).
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choose investments with inferior pre-tax returns. It may also
cost the United States tax revenues that would end up being
replaced through distortive taxes on something else. Accord-
ingly, just as in the supermarket hypothetical, denying DRC
and double-dip lease deductions is potentially a win-win pro-
position from a policy standpoint.35

Suppose one disagreed with the specifics of this analysis-
believing, for example, that selectively available double cost re-
covery for airplanes improves efficiency. That view would not
require disagreement with the national welfare-based frame-
work for analysis of cross-border tax arbitrages that I advocate
here. It would merely suggest applying the framework in a
given case to reach a different conclusion.

My analysis also should not be interpreted as suggesting
that cross-border tax arbitrages should generally be disallowed,
even in the purely unilateral setting where there are no strate-
gic interactions with other countries. Just like the evaluation of
tax benefits in the purely domestic setting, the issue calls for a
case-by-case analysis. Suppose, for example, that a particular
cross-border tax arbitrage serves mainly to mitigate domestic
double taxation of corporate income. This might be a lauda-
ble result if one generally favors corporate integration. I in-
tend no implication that only positive or pro-taxpayer cross-
border tax synergies should be addressed. Those that are unfa-
vorable to multinational businesses merit evaluation on na-
tional welfare grounds as well, and their imposing a kind of tax
penalty relative to purely domestic activity may frequently
count against them.36

In the discussion thus far, I have glossed over just how
broadly applicable this mode of analysis may be. Since it looks
exclusively at the national welfare effects of unilateral deduc-
tion denial by the United States, it is not limited to cases of

35. The actual rationale for the U.S. rule limiting the use of DRC losses
by U.S. consolidated groups, as stated in the 1986 legislative history, empha-
sized "competitiveness" rather than the efficiency concerns that I would find
more persuasive. See STAFF OFJ. COMM. ON TAXATION, 99TH CONG., GENERAL
EXPLANATION OF THE TAX REFORM Act Of 1986, at 1064-65 (1987).

36. Daniel N. Shaviro, Does More Sophisticated Mean Better? A Critique of
Alternative Approaches to Sourcing the Interest Expense of U.S. Multinationals, 54
TAX L. REv. 353 (2001) is generally critical of a negative cross-border tax
synergy arising from differences between United States and foreign rules for
"sourcing" interest expense.
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cross-border tax arbitrage. (And this should come as no sur-
prise, once I have dismissed as merely semantic the question of
whether two countries' legal rules are being inconsistently
"arbitraged" against each other.) Indeed, it is not even limited
to cases of cross-border tax synergy. Rather, the set of cases in
which the analysis could apply is potentially close to unlimited.

Suppose, for example, that the U.K. offers what we con-
sider unduly favorable tax treatment to the oil industry, or oth-
erwise favors that industry through government spending or
special regulatory exemptions. It is conceivable, in such a case
(again, assuming unilateral action), that the United States
could increase national and also worldwide welfare by provid-
ing an income tax penalty that was designed to reverse those
undue U.K. benefits whenever they were enjoyed by a United
States taxpayer.

More generally, one could imagine the United States
scouring the world in quest of inefficient subsidies that it was
in a position to reverse, to its own national benefit and per-
haps that of the world economy, through offsetting income tax
(or other) penalties. Pushed to this extreme, however, one
may begin to question whether such an enterprise might end
up proving misguided and counter-productive. In particular,
one might wonder what other countries would think about this
course of action, and how they would respond to it.

The point this makes, however, is simply that unilateral
action by the United States cannot be assumed. Particularly
(though not uniquely) if we are making money by effectively
reversing other countries' deliberate economic policies, those
countries might respond by doing things that we would not
like. And such a possibility must be considered even in the
case of a cross-border tax arbitrage that likely reflects an inad-
vertent interaction resulting from slight differences in tax
rules, rather than the other country's considered economic
policy.

To the extent we can act unilaterally, however, there are
likely to be win-win cases where the United States does well by
doing good. That is, we may be able to raise revenue by reduc-
ing inefficiencies in the national and world economies. Re-
sponding to such opportunities-for example, by denying U.S.
benefits to DRCs or double-dip leases-potentially offers us a
result that is even better than free money. Leaving this (better
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than) free money on the table, by not responding to cross-
border tax arbitrages where a response is in our national inter-
est, would be foolish.

Strategic Interactions Between Countries' Tax Systems

Again, my assumption in the previous section that the
United States can act unilaterally was just an analytically conve-
nient starting point. Other countries are always capable of re-
sponding to what we do. Moreover, when we directly (and per-
haps even explicitly) adopt policies that respond to or rely on
their legal rules, they may be especially likely to pay attention.
For example, deliberately offsetting their subsidies with penal-
ties might lead to retaliation, although in any given case we
might conceivably get away with it (or benefit on balance de-
spite the response) . 3 7

How should we generally expect other countries to re-
spond when we deny U.S. tax benefits to a multinational enter-
prise by reason of a cross-border tax arbitrage? No less than in
the subsidy reversal case, this might in practice amount to an
open invitation to the other country to reconsider its rule in
light of ours. We have, after all, raised the subject of the rules'
interacting effects, and (in a case like the DRC or double-dip
lease) denied deductions specifically because the other coun-
try is or may be granting them.

There is, however, a significant difference from the case
of reversing other countries' deliberate subsidies. In the
double-dip lease example, France presumably is not aiming to
maximize the worldwide tax subsidy to airplanes. Nor is it
likely to be raising the tricolor in support of the proposition
that depreciation deductions ought always to go to legal own-
ers. Its aim, rather, may simply be to implement a net income
concept by allowing depreciation, while defining tax owner-
ship in the manner that it happens to find convenient adminis-
tratively. We might not, therefore, be defeating French policy
goals by denying our own depreciation deductions in cases of

37. Compare to other countries exploiting our allowance of foreign tax
credits. For example, the Canadian corporate income tax has been de-
scribed as a device for soaking up United States FTCs. See Robin Boadway &
Neil Bruce, Pressures for the Harmonization of Income Taxation between Canada
and the United States, in CANADA-U.S. TAX COMPARISONS 25, 54-55 (John B.
Shoven &John Whalley eds., 1992).
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duplicative tax ownership. A similar analysis might apply to
DRCs, the U.K. corporate residence rules, and the U.K. treat-
ment of consolidated groups.

Suppose that the United States addressed both of these
cross-border tax arbitrages by denying the duplicated deduc-
tions, and that for some reason France and the United King-
dom were entirely unable to change their own rules. Under
this circumstance, both countries might well be grateful to us
for stepping in. Deduction denial by the United States might
conceivably induce their own residents to make better pre-tax
investments and spend less money on tax planning. France
and the U.K. also might conceivably gain revenue if their tax-
payers engaged in fewer of these transactions by reason of the
U.S. response.

Now, however, suppose (much more reasonably) that
France and the U.K are perfectly capable of enacting their
own responses to these transactions. Even if they are sympa-
thetic to the end result of eliminating double deductibility,
they may wonder why the United States should capture the en-
tire direct fiscal benefit. Why should we get to free-ride on the
fact that they were offering deductions that both sides agree
should be taken only once, when they could just as easily free-
ride on us? They might further think of us as administrative
free-riders, if we conditioned our denial of tax benefits on
findings of corporate residence or tax ownership that were
made by their tax systems.

In sum, by responding unilaterally with deduction denial,
the United States could be viewed as aggressively grabbing
nearly all the available joint surplus from a bilateral monopoly
(involving the welfare gain that the countries can reap by coor-
dinating their tax rules). Other countries might rationally ex-
pect to benefit from demanding a greater share of the joint
surplus, even at the risk of destroying it all. Threats and
chicken games are, after all, a common feature of bargaining
over the division of surplus.

One should not be entirely surprised, therefore, that the
U.K. has enacted its own duplicative (for U.S.-U.K. dual re-
sidents) response to the DRC problem. 38 The potential for

38. Germany has also recently enacted a loss disallowance rule for DRCs,
although several other countries (such as Australia and the Netherlands)
that employ a headquarters approach to corporate residence have not. See
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double non-deductibility in the case of U.S.-U.K. dual re-
sidents has begun to prompt taxpayer complaints, although in-
itial efforts to address it through the treaty process resulted
only in an agreement that the two countries' competent au-
thorities should reach some agreement. 39

When both of a DRC's resident countries respond with
overlapping deduction disallowance rules, the distortion may
be less than that from double deductibility, since incurring
DRC losses is to some extent elective. Companies can deliber-
ately plan to create DRCs that are assured of incurring tax
losses due to inter-group game-playing, and they can try to
avoid having DRCs that are profitable for tax purposes. None-
theless, double disallowance may amount to overkill given the
possibility of cases where one has business reasons for estab-
lishing a DRC that is making risky investments with the possi-
bility of loss. Even if both the U.S. and the U.K. would benefit,
no matter what the other country did, from unilaterally deny-
ing the deductions, it is conceivable that they would do better
still by coordinating their rules to allow the deductions a total
of once. This might involve splitting the deductions 50-50, or
through any other objective, even if arbitrary, formula.

To date, double-dip leases present the opposite scenario.
Neither the United States nor the foreign countries that base
tax ownership rules exclusively on legal title have thus far
sought to claim what is arguably free money on the table by
denying duplicative deductions. So here there may be collec-
tive "underkill" rather than overkill.

These two examples help to show that achieving desirable
coordination between countries' responses to cross-border tax
arbitrage is not all that easy. The problem may have less to do
with ineluctable disagreement between sovereigns, such as
concerning the division ofjoint surplus, than with inattention,
competing priorities, and domestic political considerations.

The U.S. Treasury, for example, might have little inclina-
tion to devote its scarce human resources to coordinating our
responses to cross-border tax arbitrages with those of other
countries, even if it had the authority to do so. It has faced

Eugen Bogenschuetz & Kelly Wright, Change Begets More Change: The Perma-
nent German Tax Reform, 25 TAx NOTEs INT'L 1125, 1132-33 (2002).

39. Philip R. West, Highlights of the New U.S.-UK. Tax Treaty, 92 TAx
NOTES 663, 666 (2001).
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intense domestic political opposition even when proposing re-
sponses that would give the United States 100 percent of the
direct fiscal benefit. And even if there were more domestic
support in principle to devising joint responses with other
countries, obtaining Congressional approval via treaty or legis-
lation might be quite difficult. Members of the tax committees
in both Houses of Congress often have agendas of their own.
They also have a collective institutional interest in objecting to
the use of the treaty process (which involves only the Senate,
under the jurisdiction of the Senate Foreign Relations Com-
mittee) to implement substantive tax law changes.

Yet all this need not deter the United States from re-
sponding unilaterally to cross-border tax arbitrages. Other
countries may frequently be slow to act, and taxpayer self-help
through tax planning and the exertion of political pressure
may serve to mitigate instances (like the DRC) of bilateral
overkill. Unilateral action should not be undertaken, of
course, in cases where it involves bad policy standing alone.
Yet opportunities to free-ride on other countries' willingness
to offer deductions (or to allow business income to escape
their source-based taxes) may often be worth exploiting, on
the ground that they are likely to combine doing well with do-
ing good.

Where unilateral action would not be good policy, this
can be argued on the merits of the particular case (or in more
broadly applicable terms). One might argue, for example, that
preventing United States taxpayers from exploiting a given
planning opportunity that is available to foreign investors
would in some way disadvantage us. Or one might argue that,
given the arbitrariness and growing avoidability of our corpo-
rate residence rules, there is no point in seeking increased for-
eign source tax collections from U.S. corporations. Still an-
other argument might be that, given the existence of various
negative cross-border tax synergies, permitting multinational
businesses to exploit favorable synergies serves on balance to
reduce tax distortion.

The great virtue of such arguments is that, whether right
or wrong, they address the right set of issues. They would ad-
vance a debate that has too often focused on claims that other
countries' tax rules (despite their clear effects on us) are, for
some unstated reason, none of our business.
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V.
A BROADER PERSPECTIVE ON CROSS-BORDER TAX ARBITRAGE

AND TAX HARMONIZATION

Do the issues raised by cross-border tax arbitrage offer any
broader lessons regarding either the desirability or the feasibil-
ity of general tax harmonization? On the question of desirabil-
ity, the fact that neither tax harmonization nor tax competi-
tion is always best has been widely recognized. "At that level of
generality, one might as well ask whether government is good
or bad."40 One rough rule of thumb that may provide gui-
dance, however, is the view that harmonizing income tax bases
often makes sense even if tax competition with respect to rates
is retained or indeed encouraged. 4 1

Eliminating cross-border tax arbitrages resembles tax base
harmonization, but with an important difference. It does not
require that different countries actually adopt the same rules.
Thus, suppose France and the United States would have diffi-
culty in agreeing to the same tax ownership rule, whether out
of national pride or because they face different administrative
tradeoffs or because changing one's existing rule would be
costly to each country in some way. A rule eliminating duplica-
tive deductions for double-dip leases, whether adopted unilat-
erally or bilaterally and no matter how the revenue was di-
vided, would not require either country to agree which rule
was best, or to depart from its own preferred and settled ad-
ministrative practice. Accordingly, some of the arguments
against tax base harmonization do not apply to proposals to
move towards elimination of cross-border tax arbitrages.

A broader point concerns how, in this setting and others,
international institutions might be developed to facilitate de-
sirable international cooperation in tax matters. Some com-
mentators have urged the creation of a "GATT for Taxes" or a
"World Tax Organization," analogous to existing institutions

40. Daniel Shaviro, Some Observations Concerning Multijurisdictional Tax
Competition, in REGULATORY COMPETITION AND ECONOMIC INTEGRATION: COM-
PARATIVE PERSPECTIVES 49, 67 (Daniel C. Esty and Damien Geradin eds.,
2001)

41. See, e.g., DANIEL SHAVIRO, FEDERALISM IN TAXATION: THE CASE FOR
GREATER UNIFORMITY 97, 100 (AEI Press 1993).
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that oversee international trade.4 2 An admitted problem, how-
ever, is the lack of any obvious reference point akin to free
trade. Even among experts, there is no international consen-
sus regarding such matters as what sort of tax to levy at the
corporate level and how to relate that tax to the taxation of
shareholders.

A multilateral tax organization need not, however, take as
its mission the creation of worldwide tax base uniformity. In-
stead, it can aim to coordinate international cooperation
where that would be to mutual advantage but is impeded by
transaction costs. Eliminating cross-border tax arbitrages and
other tax synergies through the reciprocal reduction of dupli-
cated or poorly coordinated tax benefits would be one possible
application. A second, the flip side of this enterprise, might be
reining in countries' occasional inclinations to adopt narrow
definitions of foreign source income and thereby to "cheat" at
the margin in offering foreign tax credits or exemptions. Fur-
thering international cooperation in tax collection, adminis-
tration, and information-gathering might be a third undertak-
ing.

Unilateral action by the United States to deny tax benefits
in cases of cross-border tax arbitrage might seem to be a long
way from this endpoint. And indeed such unilateral action
mixes the competitive with the cooperative, since, while poten-
tially aiding other countries that are slow to act, it does so by
grabbing the entire direct fiscal benefit that others might want
to share. Yet addressing cross-border tax arbitrage has at least
the potential to help everyone move in the direction of greater
worldwide cooperation, while also possibly advancing purely
national ends in the here and now.

42. See, e.g., JACK M. MiNTz, THE ROLE OF ALLOCATION IN A GLOBALIZED
CORPORATE INCOME TAX, 36 (Int'l Monetary Fund, Working Paper No. 98-
134, 1998); VITO TANZI, TAXATION IN AN INTEGRATING WORLD 140 (Brookings
Inst. 1995).
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