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 Introduction 

A revealing observation about the status of international tax is that it is common for 

teachers of the subject to begin the opening lecture by noting that “International Tax” is 

essentially a misnomer.  Such a course might more properly be called “Taxation of Cross-Border 

Business Transactions,” (with “business” understood broadly to include investment and 

employment situations).  Even that title may claim too much, because it is generally the case that 

such a course would be taught from the perspective of a particular country.  So my own versions 

of such a course would be most descriptively (if cumbersomely) called “United States Taxation 

of Cross-Border Business Transactions (Broadly Conceived, etc.)”  And I truly would be talking 

about U.S. law—how the U.S. taxes American taxpayers who earn income in other states, and 

how the U.S. taxes nonresident aliens on income that they earn in business activities within the 

U.S.  Relatively few “international tax” experts would purport to advise a taxpayer on the details 

of the tax treatment of a transaction by both countries; if a question is at all complex and 

important, tax counsel will be sought from both of the two countries primarily involved in the 

transaction. 

 Admittedly, there are tax treaties, and treaties of course are artifacts of international law.  

But it should be noted that:  1) such treaties are almost invariably bilateral, not multi-lateral, as is 
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the norm in many areas of international law;1 2) a considerable amount of international trade 

(albeit no doubt a minority of  total trade volume in monetary terms) takes place between 

countries that have not agreed to a bilateral tax treaty;2 3) tax treaties do not provide 

comprehensive sets of tax rules even where they apply, serving instead largely to smooth out 

inconsistencies in the background tax rules of the two countries that are parties to the treaty; and 

4) at least in the case of the United States, most of the court decisions interpreting treaty 

ambiguities have traditionally relied only to a minimal degree, if at all, on more general 

principles of international law. 

 So one must come to issues relating to the role of opinio juris in international tax law 

with diminished expectations.  With that understanding, however, it can be noted that there are a 

number of doctrines that seem to be so widely observed that they might be considered universal, 

or nearly so, which give some substance to the idea that there is something that might be thought 

of as customary international tax law.  I will briefly describe several.  

 Jurisdiction to Tax 

First, it is generally understood that there are two bases for jurisdiction to impose tax 

liabilities:  residence and source.  These are somewhat different than the standard international 

law understanding of nationality and territoriality, though there is some rough correspondence to 

those concepts.  “Residence” refers to the place in which the taxpayer resides—generally easy in 

the case of individual taxpayers who are not international athletes or rock stars, generally 

somewhat artificial in the case of business entities, who may be incorporated in one place, 

managed in another, and doing business in still others.  “Source” refers to the place in which the 

                                                 
1 The few exceptions are not really tax treaties, but rather trade agreements that contain a few restrictions on what 

the party states may do in the way of tax design.  See GATT, NAFTA, et al. 
2 For example, the United States has only a few tax treaties with countries in South America or Africa. 
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income is generated.  This is fairly straightforward in the case of minerals being extracted from 

the ground, or even in the case of widgets produced in a factory that occupies a particular 

position within some set of national borders.  It becomes difficult to the point of near 

impossibility in many other cases, such as interest income.3  

 A corollary of these understandings of residence and source are that a state would have 

no jurisdiction to tax a transaction involving a nonresident who generates income sourced in a 

foreign state.  And states do behave, generally, as if this were a bedrock principle—probably as 

fundamental a principle as any that one can find in international tax.  But as the italicized adverb 

suggests, there are exceptions.  The U.S., for example, believes—uniquely among developed 

states—that it is entitled to assert jurisdiction to tax its citizens on their income even in cases in 

which they have established residence in other countries, and generate their income exclusively 

from foreign sources.  This has been so from the earliest days of the American income tax, 

having survived a challenge from an American citizen who was a long-time resident of Mexico 

City and had only Mexican-source income.4 

 The U.S. also sometimes taxes the foreign income earned by foreign corporations, in 

situations where a majority of the shareholders of the corporation are U.S. citizens or residents.  

True, it achieves this result by taxing the shareholders, rather than the foreign corporation 

directly.  However, since the corporate income in these cases hasn’t been distributed to the 

shareholders at the point that it becomes taxable to the shareholders, taxing it immediately at the 

                                                 
3 Imagine a nightmare of an exam question:  X, a resident of A, lends money to Y, a resident of B, to be used to 

construct a facility in C that will generate the revenue flow with which to pay the interest.  Assume further that the 

contracts documenting the transaction are executed in D, and that X is a bank whose depositors are residents of E.  I 

could go on, but will eventually get to the question:  where is the interest income produced by this transaction 

sourced?   
4 Cook v. Tait, 265 U.S. 47 (1924).  I note in passing that the Supreme Court opinion in this case is so obviously 

defective in its analysis that its shortcomings would likely be detected by first-year law students by the end of their 

first week of law study.  It nevertheless endures. 
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shareholder level contravenes one of the central domestic features of U.S. tax law, and is in 

reality no more than a subterfuge:  this is a tax imposed on foreign-source income earned by a 

foreign corporation.  (I am not criticizing the result in this case; indeed, I think that the set of 

rules that operate in this way is essential to prevent avoidance of tax on passive income earned 

by U.S. citizens.)    

     Nondiscrimination 

 A second universal (or nearly so) norm in international taxation is that a state should not 

impose taxes, or unfavorable tax features, on foreign taxpayers unless the same taxes or tax 

features on imposed on its own residents.  (Something like this rule is present in some trade 

agreements, and is also an explicit provision of tax treaties.)  This principle is often violated de 

facto in indirect ways that may be difficult to establish as violations of the principle.  For 

example, if a state provides non-tax subsidies to domestic enterprises that are not available to 

foreign enterprises, it may be a  sub rosa violation of the nondiscrimination principle; but if the 

subsidies are not proportional or otherwise tied to the tax liabilities of the subsidized enterprises, 

it arguably does not violate the nondiscrimination principle. 

 An instance of a clear violation of the principle, however, is the U.S. rule on “earnings 

stripping,” adopted in 1989.  The U.S. was concerned that American subsidiaries of foreign 

corporations could be capitalized largely with debt capital, in which case the return on that 

invested capital would be paid largely in the form of interest on the debt, which is a deductible 

item in calculating the taxable income of the subsidiary.  To prevent the erosion of the tax base 

of U.S. source income, the U.S. modified its interest-deduction rules to prevent deductions for 
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interest payments if the payor was thinly capitalized,5 and if the payment is made to a related 

party that is not subject to the U.S. income tax.  In virtually all cases, and certainly in the case of 

the situations that Congress was worried about, the related party would be a foreign parent 

corporation.  Payment to a U.S. parent corporation would not trigger the deduction disallowance 

rules because the U.S. parent would be taxable on the interest income.6     

 Primacy of Source-Based Taxation 

 States that impose income taxes on their residents even with respect to foreign-source 

income (and not all states do) generally recognize that the state in which the income is sourced 

has in some sense a right to the “first bite” at taxation of such income.  This recognition 

ordinarily takes the form of either exempting foreign income altogether if it is or might be 

subject to a foreign tax, or allowing a 100% tax credit for the foreign tax paid.  In a simple 

example, if a U.S. taxpayer has $1000 of foreign-source income, and the state in which the 

income is sourced imposes a $250 tax on that income, the U.S. would typically require that the 

taxpayer compute a tentative U.S. tax on that income, usually at a 35% rate, yielding a tentative 

U.S. tax of $350.  However, allowance of a credit equal to 100% of the foreign tax would result 

in a net payment to the U.S. Treasury in an amount of only the difference between the two taxes, 

or $100.  

 Compliance with this norm should be considered high, but perhaps not universal. In the 

case of the U.S., for example, there are many situations in which a full foreign tax credit will not 

be allowed.  For example, if the foreign tax is imposed on a U.S. tax person only if the U.S. 

                                                 
5 And a corporation can be thinly capitalized for this purpose with a debt-equity relationship as low as 1.5 to 1.  

Section 163(j)(2)(A)(ii). 
6 In rare cases, a U.S.-related party might also not be subject to the U.S. income tax on interest income.  For 

example, if the related party is a U.S. public charity, it would be exempt for such a tax.  More on this below. 
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allows a tax credit for the foreign tax, then the U.S. will not allow such a credit.  If the tax 

imposed on U.S. tax persons exceeds the tax that would be imposed on the foreign state’s own 

tax residents, then the tax credit will not be allowed. If a U.S. court determines that the foreign 

tax is not a “true” income tax in the way that term is understood within the U.S., then a credit 

will not be allowed.  As in the case of the several preceding examples, I do not mean to criticize 

this approach to the foreign tax credit, which I think is generally sound, and necessary to protect 

the integrity of U.S. tax collections.  I simply note them as possible exceptions to the norm that 

source-based taxation enjoys a right to deference from a state asserting residence-based taxation. 

 Transfer Pricing 

 Perhaps the most hotly contended international tax issue of the day is the issue of transfer 

pricing, which refers to the price at which related entities exchange property.  The potential for 

abuse is huge.  For example, if a U.S. parent incorporates a foreign corporation to assemble toys 

to be sold in the U.S. market, the two companies will need to set some price at which the newly 

manufactured toy is transferred from the foreign subsidiary that built the toy to the U.S. parent 

that will sell the toy in the U.S.  All else equal, a relatively high transfer price will cause most of 

the aggregate income from this consolidated operation to show up as profit of the subsidiary, 

while a relatively low price will cause most of the profit to show up on the books of the parent.  

If the foreign tax rate imposed on the subsidiary is lower than the U.S. tax rate imposed on the 

parent, a low price will reduce both the combined enterprise’s total tax liability, and the U.S. 

share of that tax liability. 

 A (nearly) universal norm has arisen over time to apply what is called an “arm’s length” 

standard to assessing such situations:  the price set by the two companies should be the same as 
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the price that would have been set had the products in question been subject to a sale between 

unrelated parties.  While this test is far from easily implemented in practice, it is reasonably 

coherent in conception. 

 But in some cases, especially those involving significant intangible property rights, the 

arm’s length test cannot truly be applied.  For example, if a pharmaceutical firm does not sell its 

Swiss-made, patent-protected products to any parties that are not its own subsidiaries, there is no 

way to determine a comparable uncontrolled price, because there are no arm’s length sales of this 

product anywhere in the world.  In such cases, the applicable U.S. regulations now permit, in 

some cases, use of a method called the “profit-split” method.7  Under that method, the “correct” 

price will be one that results in an appropriate split of the total profit between the two related 

entities, based on the “functions performed, risks assumed, and resources employed by each 

participant in the relevant business activity.”8  While this is a perfectly sensible rule, it will often 

devolve to an analysis that more closely resembles a formulary division of income between the 

parties, based on the size of the relative payrolls of the related firms, the assets used by the 

related firms, and so on.  Formulary approaches are essentially the antithesis of the arm’s length 

approach to transfer pricing, yet this approach is in fact used with some frequency, despite the 

apparently well-established arm’s length norm. 

 Conclusion 

 Customary international law is understood to involve two elements.  The first is 

consistent practice among the several states. The second is that the practice in question be 

                                                 
7 Regs. §1.482-6. 
8 Regs. §1.482-6(b). 
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followed not merely because other states do it, but because there is some perceived  obligation to 

follow the standard practice. 

 In the case of international tax, it is possible to identify several practices that are widely, 

if not universally, followed, a situation that could fairly be said to meet the first prong of the 

customary international law definition.  The second prong, however, seems to me mostly absent 

in the situations I have described, and the several other instances I can conceive of that might be 

candidates for inclusion on a list of customary international taxation norms. 

 I should note that the one American scholar who has considered these questions at any 

great depth is a) very well-regarded in our field, and b) in complete disagreement with what I 

have just said.9  In fact, he uses several of the same or similar examples I have used, but reads 

them quite differently, in ways that may be quite instructive for the present conference.  For 

example, when he looks at the situation of earnings stripping, he sees an effort to construct a 

facially neutral rule—that all U.S. corporations are subject to the limitations on deductions for 

interest payments if those interest payments are made to a related party that is not subject to 

income tax on them—and thus technically conform to the nondiscrimination principle.  My view, 

in contrast, is that these rules were designed for, and in fact apply to, foreign related corporations 

almost exclusively, and thus definitely violate the nondiscrimination principle. 

 Similarly, one could say that the tax imposed on U.S. shareholders who control foreign 

corporations that generate mostly investment income (the first example above) conforms to 

international tax norms—to customary international law, if you will—because it does not tax the 

foreign corporation itself.  My rejoinder would be that this is largely a matter of artifice: the 

                                                 
9 See Reuven Avi-Yonah, International Tax as International Law—An Analysis of the International Tax Regime. 

(Cambridge) 



9 

 

foreign corporation is first deemed to have declared a dividend that they in fact never declared, 

and then its U.S. shareholders are deemed to have received it.  One legal fiction is piled on top of 

another to produce a conclusion that no tax has been imposed on a foreign person with respect to 

foreign income, when in reality that is precisely what has happened.   

 In a list of such examples, I will admit that the U.S. does ordinarily pay some attention to 

the appearance of abiding by international norms, while nevertheless doing whatever it feels it 

needs to do to achieve the international tax results it regards as necessary or at least appropriate.  

I would think that “customary international law,” and particularly the opinio juris part of 

customary international law, requires more than cosmetic attention to the international norms in 

question.  If all that is required of a state is that it pretend to behave as if it were constrained by 

customary practices, then there are many examples in the taxation field of customary 

international law.  If, on the contrary, customary international law requires that states actually be 

constrained by widely recognized norms, then the number of examples of such instances 

dwindles, perhaps to none at all. 

 But I suppose one other possibility should be considered.  Since all of my examples are 

drawn from the body of international tax law that I know best—U.S. international tax law—it 

may be that there truly are principles of customary international tax law that are both widely 

practiced, and followed out of a sense of obligation, but that the U.S. is a serial violator of these 

principles. 

  


