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Tax Inversions
By Matthew Turchiaro

Introduction

Taxes are indubitably one of the most pressing issues our
country has to deal with not just in the modern era, but throughout
most of history as well. Over taxation by the British was the
principal cause for the American Revolution. The sixteenth
amendment to our constitution that was passed by a 314 to 14 vote
in the House of Representatives during the Taft Administration
(1909)* which one might interpret as an indication of the
significance of taxes to our society. We complain frivolously about
taxes, yet without them government and society would not be
possible. Taxes are responsible for our roads, public schools, police
forces, regulatory agencies, firefighters, public libraries and many
other institutions that people can publicly use. Despite this fact,
many people and companies are willing to exploit every loophole
in the system of complex laws to avoid paying a single penny in
government revenue.

How taxes should be instigated and handled are always a
hot topic among political parties all across the spectrum whether
they are democrat, republican or otherwise. But whether taxes are
raised or not, the fact that people will fight tooth and nail to avoid
paying them is a factor to be considered carefully. Most recently, a
new form of tax avoidance, called Inversion, has allowed many
large corporations to avoid paying the lion’s share of their
respective profits to local, state and federal governments. This
allows their CEOs, other executives and lawyers to take home

! Historical Highlights: The Ratification of the 16™ Amendment, History, Art,
and Archives of the House of Representatives,
http://history.house.gov/Historical-Highlights/1901-1950/The-ratification-of-
the-16th-Amendment/, (last visited April 8, 2015).

76


http://history.house.gov/Historical-Highlights/1901-1950/The-ratification-of-the-16th-Amendment/
http://history.house.gov/Historical-Highlights/1901-1950/The-ratification-of-the-16th-Amendment/

gg;'g‘g UNDERGRADUATE LAW JOURNAL

enormous bonuses for themselves, increasing the severity of the
wealth gap and undermining the authority of entire governments.?
This document aims to analyze how this is possible in a globalized
economy and what can be done about such an issue.

The Inversions are coming

Most recently, the case whereby Burger King bought
Canadian donut and coffee maker Tim Hortons and moved its
headquarters to Canada has sparked much outrage among the
American people.® This merger created the third-largest quick
service restaurant company in the world with approximately 22
billion in sales and over 18,000 restaurants in 100 countries
worldwide.* However, most tax inversion deals have involved U.S
healthcare companies buying smaller foreign companies. This deal
is notable given that these companies are roughly the same size.
The U.S has a top marginal tax rate of 35%, the highest in the
industrialized world. In Canada, under Stephen Harper, the
corporate tax rate is 15%.> Despite this, the companies are
discussing the creation of a holding company under which the two
brands will be managed separately. Burger king’s majority

2 Executive Paywatch, High-Paid CEOs and the Low-Wage Economy, AFL-
CIO, http://www.aflcio.org/Corporate-Watch/Paywatch-2014, (last visited April
7,2015).

* Emon Reiser, Year in Review: Burger King moves to Canada, South Florida
Business Journal, (Dec. 31, 2014),
http://www.bizjournals.com/southflorida/news/2014/12/31/year-in-review-
burger-king-moves-to-canada.html, (last visited April 8, 2015).

*1s Burger King Moving to Canada?, CNN Money, (Aug. 25, 2014),
http://money.cnn.com/2014/08/24/news/burger-king-tim-hortons/ (last visited
April 8, 2015).

> Jon Hartley, Burger King’s Tax Inversion and Canada’s Favorable Corporate
Tax Rates, Forbes (August 25, 2015),
http://www.forbes.com/sites/jonhartley/2014/08/25/burger-kings-tax-inversion-
and-canadas-favorable-corporate-tax-rates/, (last visited April 8, 2015).
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shareholder, Jorge Paulo Lemann of 3g Capital, would hold the
majority of shares in the combined company. Berkshire Hathaway
is helping to finance Burger King’s 11.4 billion dollar takeover.®
The U.S is also one of the few countries that make its companies
pay the 35% tax rate on all the worldwide income, even if that
profit was generated by a subsidiary in a foreign market with low
taxes such as Ireland.” One perverse result is that an independent
U.S company can end up paying more taxes than an identical U.S
company owned by a foreign parent. “By creating or buying a
foreign parent, a company escapes U.S. tax on worldwide income.
Drug and technology companies find this particularly enticing
because their profits stem from intellectual property such as
patents. Transfer these patents to a subsidiary and the bulk of a
company’s profits aren’t taxed in America.” ®

There are several inversion cases occurring in the U.S
involving a multitude of companies. Pfizer, for example, has been
a U.S company since a German born chemist, Charles Pfizer,
opened a red-brick laboratory in the Williamsburg section of
Brooklyn in 1849. This year, Pfizer is proposing to become a
British company. The purpose does not involve manufacturing
costs, or even access to foreign markets, but rather to escape
taxation via tax inversion. Pfizer by all means however is not the
only pharmaceutical company to be partaking in the practice of tax
inversion. Indeed, most of the corporations involved in tax
inversion cases are drug and pharmaceutical companies. Since
1982, 45 U.S companies have reincorporated into low-tax
countries. 14 since 2012, 6 more plan to transfer their headquarters
in the coming year. Ireland is a popular corporate tax haven with a

°1d.

1d.

& Tax Inversion — How US Companies Buy Tax Breaks, Offshore News (Source:
Bloomberg), http://www.oca-offshore.com/news, (last visited April 8, 2015).
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corporate income tax rate of 12.4%. The top executives however,
will remain in the U.S. The two most popular places to invert are
Bermuda and Ireland, with England and The Netherlands not too
far behind them.®

Burger King completed its merger with Tim Hortons this
year, but so did Horizon Pharma, Ineravance Biopharma Inc. and
Endo International Plc. All of them are drug and pharmaceutical
companies. The mergers and acquisitions game go all the way back
to the 1990s, when the country saw an explosion of mergers due to
the effects of globalization. The companies, although mostly
pharmaceutical, are involved in a wide variety of industries
ranging from textiles, energy, and even mineral preservation via
gold.™

Complex tax codes

The laws surrounding taxation are extremely complex and
intricate as the IRS has many different types of taxes all of which
has their own code of complex legal jargon. Title 26, subtitle A,
chapter 1, subchapter A, part Il of the IRS code clearly states for
corporations:

A tax is hereby imposed for each taxable year on the

taxable income of every corporation. The amount of tax

imposed by subsection (a) shall be the sum of (A) is
percent of so much of the taxable income as does not
succeed 50,000 (B) 25% of so much of the taxable income

® Jon Hartley, Burger King’s Tax Inversion and Canada’s Favorable Corporate
Tax Rates, Forbes (August 25, 2015),
http://www.forbes.com/sites/jonhartley/2014/08/25/burger-kings-tax-inversion-
and-canadas-favorable-corporate-tax-rates/, (last visited April 8, 2015.)

1o Zachary Mider, Tax Inversion, How U.S. Companies Buy Tax Breaks,
Bloomberg Quick Take (February 3, 2015),
http://www.bloombergview.com/quicktake/tax-inversion.
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as exceeds 50,000 but not 75,000 (C) 34% percent of so
much of the taxable income as exceeds 75,000 but does not
exceed 10,000,000 and (D) 35% of so much of the taxable
income as exceeds 10,000,000.™

What this IRA code clearly states is that taxes imposed are
increased as one makes more money or as a company makes more
money. The code goes on to state that in the case of a corporation
which has a taxable income in excess of 100,000 for any taxable
year. Better put:

(2) Certain personal service corporations not eligible for
graduated rates: Notwithstanding paragraph (1), the amount
of the tax imposed by subsection (a) on the taxable income
of a qualified personal service corporation shall be equal to
35% of the taxable income (as defined in section 448

(d)(2).*

This part of the U.S tax code is very cut and dry. However,
the complexity of the U.S tax code becomes much more pervasive
as other sections of the code are explored. When regarding foreign
corporations, title 26, subtitle A, chapter 3, subchapter A, the
general rule states for foreign corporations:

In the case of foreign corporations subject to taxation under
this subtitle, there shall be deducted and withheld at the
source in the same manner and on the same items of
income as is provided in section 1441 a tax equal to 30
percent thereof. For purposes of the preceding sentence, the
references in section 1441 (b) to sections 871 (a)(1)(C) and
(D) shall be treated as referring to sections 881 (a)(3) and

! https://www.law.cornell.edu/uscode/text , (last visited March 31, 2015).
12
Id.
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(4), the reference in section 1441 (c)(1) to section 871
(b)(2) shall be treated as referring to section 842 or section
882 (a)(2), as the case may be, the reference in section
1441 (c)(5) to section 871 (a)(1)(D) shall be treated as
referring to section 881 (a)(4), the reference in section 1441
(c)(8) to section 871 (a)(1)(C) shall be treated as referring
to section 881 (a)(3), the references in section 1441 (c)(9)
to sections 871 (h) and 871 (h)(3) or (4) shall be treated as
referring to sections 881 (c) and 881 (c)(3) or (4), the
reference in section 1441 (c)(10) to section 871 (i)(2) shall
be treated as referring to section 881 (d), and the references
in section 1441 (c)(12) to sections 871 (a) and 871 (k) shall
be treated as referring to sections 881 (a) and 881 (e)
(except that for purposes of applying subparagraph (A) of
section 1441 (c)(12), as so modified, clause (ii) of section
881 (e)(1)(B) shall not apply to any dividend unless the
regulated investment company knows that such dividend is
a dividend referred to in such clause).*®

It’s no wonder why John Grisham changed his major from
tax law to civil litigation while in law school, despite being a
CPA.* The intense amount of cross referencing involved in this
rule alone makes it extraordinarily difficult for the IRS to
prosecute for evasion, yet extremely easy for law firms to find and
exploit serious tax loopholes in the law, allowing for these tax
inversions to occur.

Breeding grounds for inversions

Perhaps the true elephant in the room | have not yet

B d.
1 John Grisham Biography, Academy of Achievement,
http://www.achievement.org/autodoc/page/griObio-1, (last visited April 8, 2015).
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mentioned is globalization, the digital age, and how easy it has
made it to wire money offshore to Switzerland, Ireland, or even the
Cayman Islands. The effects of globalization are felt the most
amongst the very wealthiest, who have amassed Canis Majoris
sized fortunes.® Many of these hyper wealthy plutocrats have
attended elite universities, and hold degrees in math and science
related fields. Much like Carnegie, Baker, Vanderbilt, Morgan,
Gould, and Rockefeller, who pioneered the production of industry
during the Gilded Age, today’s tech giants such as Gates, Jobs,
Ellison, Bezoes, Cuban, and Alibaba founder Jack Ma, are taking
full and complete advantage of the digital revolution with sleek
and innovative products of their own.*

Today’s workforce is highly capitalized, meaning it is lesS
resource dependent and much more so knowledge and skill based.
As a result, many of these top firms will demand only the very best
graduates from the very best colleges.!” The rest of us will have
our jobs sent overseas to places like China, and India. Another
major issue that is allowing these multinational corporations to do
this is the intense monopolization that has occurred in past
decades. The plethora of deregulation began in the 1980s with the
Reagan Administration. In the years of the 1960s and 1970s,
hostile takeovers were viewed unfavorably in corporate
boardrooms by large margins. However, as the 1980s progressed,
more and more companies supported hostile takeovers by large
margins.’® The country and businesses began condemning all the
George Baileys coming out of our universities and praising all the

> Forbes 400, Forbes, http://www.forbes.com/forbes-400/list/, (last visited April
8, 2015).

*d.

17 Chrystia Freeland , Plutocrats: Rise of the Super rich and the fall of everyone
else, (2013).

18 Malcolm Gladwell, Outliers: The story of success, (2011).
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Henry F. Potters.*®
Champions of inversion

One law firm headquartered in New York, Skadden, Arps,
Slate, Meagher and Flom specialized in these mergers and
acquisitions. Joseph Flom knew everything about corporate
mergers and takeovers; he perfected the art for years before the
onset of the digital age and the Reagan era of deregulation and
economic tax cuts for the super wealthy. Whenever a company
wished to buy another, Flom was the lawyer they would call. His
law firm, Skadden, would use legal practices such as proxy wars,
to lawsuits involving negligence, mismanagement and even
embezzlement all for the purpose of getting one country to agree
on getting bought by another despite unfavorable terms.?

Many other corporate law firms mimicked Skadden’s law
practices with their own proxy wars and litigation strategies when
assisting companies with hostile takeovers. These takeovers would,
for example in the Media corporations, shrink the number down
dramatically from 53 in 1983, to merely 6 in 2013.%

It all started with tax reform. One particular tax bill of the
Reagan Administration that gave these companies the leg room to
operate without the burden of heavy taxation was the Tax Reform
Act of 1986. This bill passed across party lines.?? This bill lowered

19 These are references to the classic 1946 movie, It’s a Wonderful Life.

0 Malcolm Gladwell, Outliers: The story of success, (2011).

21 Ashley Lutz, These 6 Corporations Control 90% of the Media in America,
(June 14, 2012), http://www.businessinsider.com/these-6-corporations-control-
90-of-the-media-in-america-2012-6 .

?2 Tracking the United States Congress,
GovTrack.us,https://www.govtrack.us/congress/votes, (last visited March 31,
2015).
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the top tax rate from 50% to 28% while the bottom tax rate was
raised to 15% from 11%.%

The United States’ IRS Tax code is for the most part a
progressive tax code. This means that the more a person makes, the
more they get taxed.?* The progressive taxation system was
established in the late 1800s and expanded exponentially during
the Roosevelt years. The Revenue Act of 1935 raised the top tax
rate to 75%. What this meant was that if an individual made over
$200,000, 75% of any amount of money (profits) made would be
taxed as income by the government. Essentially the top tax rate
was a cap that stopped the super wealthy from taking home too
much money. A second Revenue Act in 1942 was passed raising
this rate to 90%. The Truman, Eisenhower, Kennedy, Johnson, and
even Nixon administrations continued this policy of high taxation
for the super wealthy, allowing for the thriving of the American
middle class and flourishing of small businesses.?®

With the passing of the Tax Reform Act of 1986, the
wealthiest Americans had to only surrender 28% of their fortunes
over to the government. The bill also overhauled the entire U.S tax
code. It simplified the tax code significantly, drastically reducing
the number of deductions and tax brackets for the individual
income tax to three. It consolidated tax brackets from fifteen levels
of income to four. Capital gains taxes faced the same tax rate as
ordinary income. The 28% new top tax rate was even a flat tax,
meaning it remained the same at all levels of income. The bill is
largely responsible for creating some of the first major loopholes in

2.
2t Understanding Taxes, Students, IRS,
http://apps.irs.gov/app/understandingTaxes/student/whys_thm03_les03.jsp (last
visited March 31, 2015).
% Donald L. Barlett and James B. Steele, America: Who really pays the taxes?
(1994).
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the U.S tax code corporations and very wealthy people would
exploit to avoid paying the lion’s share of taxes, shifting the tax
burden onto everyone else. These tax reforms, combined with
globalization, usher in the explosion of tax inversion cases that
would multiply in the U.S.?°

Solutions?

The Obama Administration has done much to clamp down
on tax inversion practices. According to Forbes, The Treasury
Department issued new rules revising five sections of the U.S tax
code. This made it more difficult for companies to strike so-called
tax inversion deals. As Secretary of the Treasury Jack Lew
explained, “These first, targeted steps make substantial progress in
constraining the creative techniques used to avoid U.S taxes, both
in meaningfully reducing the economic benefits of inversions after
the fact, and when possible stopping them altogether. While
comprehensive business tax reform that includes specific anti-
inversion provisions is the best way to address the recent surge of
inversions, we cannot wait to address this problem.”27

The treasury likewise closed a loophole that allowed a tax-
free transfer of cash or property from a foreign subsidiary to the
new foreign parent. The treasury also moved to stop companies
from restructuring foreign units to access deferred earnings without
paying taxes. It also cracked down on techniques companies have
used to meet a pre-existing requirement that a U.S. business can
invert only if it does a deal that results in a new company in which

% Jeremy Bogaisky, Obama Administration to Crack Down on Tax Inversions,
(September 22, 2014),
http://www.forbes.com/sites/jeremybogaisky/2014/09/22/obama-administration-
Qoves-to-crack-down-on-tax-inversions/ .

Id.
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the share of ownership of the foreign “acquirer” is above 20%.
U.S. companies will no longer be able to “skinny down,” or reduce
their size before completing a deal by issuing large dividends, and
they will no longer be able to count passive assets to inflate the
new foreign parent’s size.

Two policy options have been discussed in response: a
general reform for the U.S corporate tax code and specific
provisions to deal with tax motivated international mergers. Some
have suggested lowering the corporate tax rate as a part of broader
reform. It is believed that this would lower the rate of inversions
and encourage businesses to stay headquartered in the U.S.
Although, a lower rate would lower incentives to invert, it would
still be difficult to stop the rate that tax inversions actually occur
given revenue concerns.?

Others methods are tax reform proposals that suggest if the
United States moved to a territorial tax, the incentives to invert
would be eliminated. A territorial tax would also worsen the profit
shifting that already exists in international companies.**The other
option is to directly target the merger inversions. Obama’s FY2015
budget proposes to treat all mergers as U.S firms if the U.S
shareholders hold 50% or more ownership of the combined firms
or maintains management and control in the United States. Similar
legislation has been proposed in the 113" congress of the United
States legislature.®

Two recent proposals that involve comprehensive reform,

28

Id.
% Donald J. Marples and Jane G. Gravelle, Corporate Expatriation, Inversions,
and Mergers: Tax Issues, Government and Finance Division of Congressional
Research Service, (May 27, 2014).
30

Id.
% d.
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the Wyden, Coats, and Begich proposals all from the 112" session
and the proposal by Chairman Camp of the Ways and Means
Committee (The Tax Reform Act of 2014) would reduce the
corporate tax rate to 25-24%.% The first option would move away
from a territorial tax by ending deferral. “Eliminating deferral
would raise a significant amount of revenue. The second proposal
would be to adopt a territorial tax and offset a reduction in the
corporate tax rate. The proposal also contains anti-abuse policies
concerning taxes of intangible related to foreign source incomes.
The Senate Finance committee also issued several tax reform
discussion drafts in 2013 that proposed, in the international arena,
a current but lower tax on foreign source income.”*?

Taxation laws are extremely complex and therefore it is a
rapaciously difficult problem to solve. As the above information
states, it is a bipartisan issue, and the problem has escalated over
the course of a few decades and is by no means a recent
development. Democrats and republicans voted for bills that would
make it easier for corporations to exploit tax loopholes. The
Internet Age has created a new breed of gilded billionaire
entrepreneurs, who now control more than 85% of the world’s
wealth. Indeed, the issue of tax inversion is an international
concern, affecting all nations with or without high corporate tax
rates. Solutions to this arduous issue have a long variety of
possible answers, many of which could work or fail.

32 Id
% 1d.
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