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I N T R O D U C T I O N  Under the present U.S. Internal Revenue Code, 
a U.S. corporation that owns a foreign subsidiary corporation generally pays no 
U.S. tax on the active business income of the foreign subsidiary until the for-
eign subsidiary pays dividends to the U.S. corporation. Thus, foreign business 
income that Apple packs into an Irish subsidiary bears no U.S. tax except to the 
extent that the subsidiary pays dividends to Apple. Such dividends rarely occur.





22 c l a r k  m e m o r a n d u m

 

T H E  B A S I C  FA C T S

he diagram on the next page is a signifi-
cantly simplified version of Apple’s multina-
tional structure. For example, the Irish Sub 
box represents three separate Apple subsid-
iaries rather than one.1 The simplifications 
allow for a considerably more understand-
able presentation without obscuring any 
significant concerns of either EU law or U.S. 
income tax law.
	 As indicated in the diagram, Irish Sub 
owned economic rights to all intellectual 
property relevant to the sale of Apple prod-
ucts outside the Americas. Those products 
were manufactured to Apple’s specifications 
by Foxconn, an independent contract manu-
facturer in the People’s Republic of China.2 
Irish Sub purchased those products from 
Foxconn and sold them to Foreign Reseller 
Subs, which resold them to end customers 
outside the Americas.
	 The prices that Irish Sub charged were 
toward the high end of what is permissible 
under transfer pricing law and generated 
large profits.3 Because the sales were struc-
tured to occur in Ireland for tax purposes, 
those profits were income of Irish Sub.4 
Also, Foreign Reseller Subs paid dividends 
to Irish Sub as well as royalties for the use 
of IP related to the Apple products being 
sold. The sales transactions, dividends, and 
royalties effectively moved much of Foreign 
Reseller Subs’ income to Irish Sub,5 even 
though Foreign Reseller Subs did the real 
marketing work.6

T
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	 This arrangement concentrated Apple’s non-American foreign income in Irish Sub, which 
appeared to be the beneficiary of Ireland’s 12.5 percent corporate income tax rate. However, 
the actual result was much better. This was because Apple had negotiated generous rulings 
from the Irish revenue authority. Those rulings seem to take the view that since Irish Sub did 
little in Ireland to produce the income it received,7 only a small portion of that income should 
be allocated to Ireland for Irish tax purposes, with the remainder being apportioned to Irish 
Sub’s non-Irish headquarters.8 Because Ireland taxes resident corporations on their world-
wide income, that income division would have been irrelevant had Irish Sub been a resident 
of Ireland for Irish tax purposes. However, the fact that Irish Sub was managed from Apple’s 
headquarters in California made it a foreign corporation for Irish tax purposes even though 
it was incorporated under Irish law.9 (This oddity will be fully repealed after 2020.10) Thus, 
Irish income tax did not apply to the income allocated away from Ireland. Still, for U.S. tax 
purposes, the Irish rulings were ignored, and incorporation in Ireland made Irish Sub a non-
resident11 in the United States. As a result, U.S. tax did not apply to Irish Sub’s foreign sales 
profits, and the only income tax imposed on Irish Sub’s sales profits was the Irish corporate 
tax that applied to the portion of its income 
allocated to Ireland under the generous Irish 
tax rulings. That portion was so small that 
the 12.5 percent Irish tax thereon was less 
than 2 percent of Irish Sub’s total income.12 
In other words, the tax rulings reduced Irish 
Sub’s effective tax rate from an attractive 
12.5 percent to a super-attractive rate of less 
than 2 percent.
	 On August 30, 2016, the European Com- 
mission ruled that because Irish Sub’s non-
Irish headquarters did less to produce Irish 
Sub’s income than did Irish Sub’s Irish oper-
ations, the income allocation endorsed by 

the Irish tax rulings “depart[s] from a market-based outcome in line with the arm’s-length 
principle.”13 The commission therefore concluded that Ireland’s favorable treatment of Apple 
violated EU law and that more than €100 billion of income must be reallocated from Irish 
Sub’s non-Irish headquarters to Ireland.14 Thus, Ireland must collect about €13 billion of tax 
(at 12.5 percent) on that amount, plus interest.15

	 The legal basis of the commission’s ruling is controversial. The EU treaties do not give the 
EU government a general power to enact income tax legislation.16 EU income tax legislation 
requires the unanimous consent of all 28 member countries,17 and that consent has never 
been given. Stated differently, there is no EU income tax legislation that imposes any restric-
tions on the multinational structure that resulted in profits from the sales of Apple products 
outside the Americas being allocated away from Irish Sub. Any possible tax law restrictions 
would have to arise from the national laws of member countries, and Apple contends that 
its multinational structure fully complied with those laws. That contention has not been 
seriously challenged.
	 Thus, the European Commission needed a basis other than tax law to allocate income 
away from Irish Sub’s non-Irish headquarters and into Ireland. The commission asserted 
that the necessary basis was provided by article 107.1 of the Treaty on the Functioning of the 
European Union, which states:

Save as otherwise provided in the Treaties, any aid granted by a Member State or through State 
resources in any form whatsoever which distorts or threatens to distort competition by favouring 
certain undertakings or the production of certain goods shall, in so far as it affects trade between 
Member States, be incompatible with the internal market.

	 The commission ruled that by effectively applying a corporate tax rate of less than 2 per-
cent instead of 12.5 percent to Irish Sub’s income, Ireland violated article 107.1 by providing 
state aid to Apple that gave the company a significant advantage over businesses subject to 
the regular 12.5 percent Irish rate.18 In article 107.1 violation cases, the offending member 
government can be required to recover 10 years’ worth of illegal state aid plus interest.19 
Consequently, the commission directed Ireland to recover from Apple the income tax that 
would have been due for 2003 to 2014 if the misallocated profits had borne the 12.5 percent 
Irish tax plus interest thereon. The commission calculated that the tax portion of the recovery 
could be as much as €13 billion.
	 Apple is furious and has appealed to the EU judiciary;20 Ireland has also appealed.21 More-
over, the U.S. Treasury is engaged in a very public dispute with the European Commission in 
which the agency vigorously supports the Irish and Apple positions.22 This article is an attempt 
to understand the uproar by examining the stakes of the parties—that is, who has dogs in the 
fight, and what are their natures?
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 T H E  R E D U C T I O N I S T  D I A G R A M

The figure shows a highly simplified diagram of the multinational structure involved in the European Commission’s case against Apple Inc.

Less than 2 percent Irish effective tax rate 
because Irish APA allocates most of Irish 
Sub’s income to non-Irish headquarters, 
apparently per theory that Irish Sub’s Irish 
operations played a minimal role in earning 
the income. European Commission ruled that 
because Irish Sub’s Irish operations played 
a larger role than its non-Irish headquarters, 
more than €100 billion of income should be 
allocated back to Ireland, and that Ireland 
must collect a 12.5 percent tax (about €13 
billion) plus interest from Irish Sub with 
respect to that allocation.

*See Charles H. Gustafson, 
Robert J. Peroni, and Richard 
Crawford Pugh, Taxation of 
International Transactions: 
Materials, Texts and Problems 
1066 (4th ed. 2011). 

**See European Commission 
release, “State Aid: Ireland 
Gave Illegal Tax Benefits to 
Apple Worth Up to €13 Billion” 
(Aug. 30, 2016).
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T H E  U N C E R T A I N  I R I S H  D O G

Initially, it would seem that Ireland has no interest in challenging a commission decision 
that awards it a windfall of up to €13 billion plus interest. Yet, Ireland has indeed 

decided to appeal. The Irish government’s officially stated reasons for doing so are 
to (1) defend the integrity of the Irish tax system, (2) provide tax certainty to busi-

nesses, and (3) challenge the use of state aid rules to curtail national sovereignty 
over income tax matters.23 The first and third reasons seem mostly symbolic, and the second 
reason seems like a concern of multinational corporations rather than the Irish government. 
Are the preceding reasons truly adequate explanations for Ireland’s refusal to accept a huge 
windfall? An Irish parliamentary leader as well as Ireland’s finance minister have suggested 
that Ireland is actually motivated by a different consideration: a concern that if the commis-
sion’s decision is allowed to stand, it will greatly impair Ireland’s ability to attract foreign 
multinationals.24 But because Ireland will continue to have the lowest corporate income tax 
rate of any major developed country25—plus sound infrastructure and security, a healthy and 
educated labor force, and ready access to the EU market—this fear seems exaggerated. At the 
end of the day, the Irish dog seems to be named “Tax Competition,” but its size is uncertain.

T H E  I G N O R E D  S O U R C E - C O U N T R Y  D O G S

The biggest European dogs belong to the comparatively high-tax source countries, such as 
Germany and France, where the end sales of Apple’s products occur. This is because the 
transfer prices that Irish Sub charges Foreign Reseller Subs, plus the deductible royalties 
that Foreign Reseller Subs pay to Irish Sub, effectively move most of the profit inherent in 
Apple products out of the tax bases of the countries where the end sales occur and into 
the hands of Irish Sub.26 The commission’s decision does nothing to address this 
matter. It leaves Apple’s profits concentrated in low-tax Ireland,27 although 
Ireland is required to apply its 12.5 percent tax rate instead of an effec-
tive rate of less than 2 percent.

At the end of the day, the Irish dog  
seems to be named “Tax Competition,”  

but its size is uncertain.
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 T H E  U N C E R T A I N  U . S .  D O G

Is there a U.S. dog in the fight? A superficial examination yields a negative answer. Because 
Irish Sub is incorporated under Irish law, it is a foreign corporation for U.S. tax purposes 
even though its U.S. headquarters makes it a U.S. corporation for Irish tax purposes. Thus, 
as long as the foreign income that is concentrated in Irish Sub by means of the diagrammed 
structure is not repatriated to the United States, it is not subject to U.S. taxation, unless it is 
subpart F income.
	 Apple’s tax planners skillfully avoided the subpart F problem, however. The profits that 
Irish Sub earns from selling Apple products at high prices to Foreign Reseller Subs are not 
subpart F income because Foreign Reseller Subs are disregarded entities under the check-
the-box rules.28 Thus, Irish Sub is viewed as making the sales of Apple products directly to 
the unrelated end customers and as having bought those products from an unrelated manu-
facturer (Foxconn). This means that the sales profits are not subpart F income.29 Moreover, 
because the Foreign Reseller Subs are disregarded, they are treated as part of Irish Sub, 
and the royalties and dividends they pay to it are treated as internal transfers within Irish 
Sub instead of “real” dividends and royalties. Therefore, those payments are not subpart F 
income either.30 Consequently, all the income concentrated in Irish Sub is covered by the 
default rule that no U.S. tax applies until that income is repatriated to the United States.
	 The foregoing suggests that the United States should be indifferent to how much of Irish 
Sub’s income is allocated to the Irish tax base over Apple’s objections. Stated differently, the 
United States does not appear to have a dog in that fight. This is an oversimplification, however.
	 Because Irish Sub was incorporated under Irish law, the United States regards it as a 
foreign corporation31 that pays U.S. tax only on U.S.-source income.32 Although the Irish tax 
ruling allocated most of Irish Sub’s income away from Ireland, that allocation did not give 
the income a U.S. source for U.S. tax purposes. Thus, U.S. tax did not apply to the income 
allocated to Irish Sub’s non-Irish headquarters by the Irish tax ruling, and subpart F does 
not reverse that conclusion. Moreover, as previously noted, Irish tax did not apply, either. 
Therefore, most of Irish Sub’s income was not taxed anywhere—that is, it bore a zero rate.33 
This means that when the European Commission reallocated more than €100 billion of that 
income from the non-Irish headquarters to Ireland over Apple’s objections, that income 
swung from a zero tax rate to a 12.5 percent rate. But should the United States care?
	 There is a somewhat exaggerated argument that the United States has a significant rev-
enue interest that is prejudiced by the Apple decision. The argument goes this way: When 
Apple repatriates zero-foreign-taxed income from Irish Sub to the United States, it will bear 
a 35 percent U.S. residual tax. However, because the commission’s decision results in 
more than €100 billion of Irish Sub’s income moving from a zero foreign tax to a 
12.5 percent Irish tax, which is creditable against U.S. income tax when the income 
is repatriated to the United States, the U.S. residual tax will drop to 22.5 percent 
(35 percent minus 12.5 percent). Thus, the approach taken in the Apple 
decision shifts 12.5 percentage points of tax revenue from the United 
States to Ireland. To protect against that loss, Treasury should, so the 
argument goes, use its “soft” powers to oppose the decision.
	 As previously suggested, this view seems exaggerated for several 
reasons. First, a significant amount of Irish Sub’s foreign income (as 
well as the foreign income of other U.S. multinationals’ foreign subsidiaries) is likely to already 
be in the United States34 in the form of investments that are freed from U.S. repatriation tax 
by loopholes in section 956.35. In the future, some of that income may be moved to uses not 
covered by the section 956 loopholes, and a U.S. repatriation tax (net of foreign tax credits) 
would then be triggered. But if Apple is pleased with the results of its U.S. “loophole” invest-
ments, there will be no repatriation tax and therefore no U.S. revenue lost on account of ftcs.
	 More important, much of Apple’s unrepatriated foreign income (and the unrepatriated 
foreign income of other U.S. multinationals) has been designated as indefinitely reinvested 
abroad for financial accounting purposes.36 Thus, taxable repatriation of that income, and 

the loss of U.S. revenue because of ftcs, is 
unlikely to occur in the foreseeable future, if 
ever. Moreover, if taxable repatriation does 
occur, the liberal cross-crediting of non-
Irish foreign taxes that is permitted under 
the U.S. ftc limitations means that U.S. tax 
on repatriations of Apple’s Irish income 
would suffer a substantial reduction even 
if the Irish tax on that income was zero.37 
Finally, Apple and other U.S. multination-
als eventually may be able to repatriate for-
eign income at a low U.S. rate as occurred 
with the 2004 U.S. tax holiday.38 For these 
reasons, the amount of U.S. revenue jeop-
ardized by the increased Irish tax resulting 
from the Apple decision is subject to mean-
ingful limitations, and from this standpoint, 
the U.S. dog in the fight is smaller than ini-
tially thought.
	 Nevertheless, if the United States inter-
national income tax system did not include 
the deferral privilege, the United States 
would benefit if the EU judiciary reversed 
the commission’s Apple decision. This is 
because the United States would collect an 
immediate 35 percent tax on Apple’s profits 
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instead of the 22.5 percent tax (35 percent 
U.S. tax minus 12.5 percent Irish tax) that 
results from the commission’s approach. 
The reality, however, is that both U.S. tax 
amounts are deferred until repatriation. 
This means that although the deferred U.S. 
tax collection is potentially greater if the 
commission’s ruling is reversed, the defer-
ral benefit and its distortive impact on the 
business location decisions of Apple and 
similarly situated U.S. multinationals is also 
greater if the commission’s decision is over-
turned. Thus, when assessing the impact 
of the commission’s Apple decision on the 
United States, Treasury must balance the 
greater deferred tax that it might collect39 if 
the decision is overturned against the effi-
ciency loss to the U.S. economy if the deci-
sion is not upheld on appeal. The efficiency 
loss would seem to be small if the taxpayer 
expects a short deferral period and would 
seem to increase as the anticipated deferral 
period lengthens. Treasury’s assessment of 
the U.S. interest will therefore be affected 
by data regarding the average time that U.S. 
multinationals in Apple’s position defer 
repatriation of the foreign income of foreign 
subsidiaries.

	 The balancing does not end there, however. Treasury must also recognize that if the 
commission’s decision is reversed, Apple and similarly situated U.S. multinationals will be 
free to continue the Apple-type tax planning that strips income out of the tax bases of the 
source countries. This undermines the social welfare systems of those countries when, par-
ticularly in Europe, they are under stress. If those countries become less stable, they will be 
less effective allies of the United States at a time when cooperative allies are needed. All of 
the foregoing suggests that the U.S. dog should be named “Uncertain.”
	 Without mentioning the preceding revenue and efficiency issues, Treasury has joined 
in other criticisms of the commission’s Apple approach. To this extent, Treasury may be 
moving beyond the uncertain U.S. dog in the fight and onto arguments of pure principle. 
Some of its criticisms involve arguments based on interpretations of EU law—that is, that the 
Apple decision is wrong as a matter of state aid law and that even if it is correct, it is a novel 
interpretation that should be applied prospectively only. The EU judiciary will sort out these 
points when it adjudicates Ireland’s and Apple’s appeals, and Americans should feel reticent 
to express an opinion with any degree of confidence.
	 Treasury has also joined in a policy-based criticism of the commission approach reflected 
in the Apple decision. It is that Apple and Ireland followed the orthodox arm’s-length prin-
ciple of transfer pricing law in allocating most of Irish Sub’s income to nontaxable, non-Irish 
headquarters and that the commission invented a new arm’s-length principle for purposes of 
state aid law that seems to differ from the familiar tax law arm’s-length principle. Thus, so the 
argument goes, this new approach to the arm’s-length concept, which is innovative and lacks 
clearly delineated content, will make the international tax planning of multinational groups 
highly uncertain. The European Commission rejects that criticism and insists that it applied 
the traditional arm’s-length approach. The critics are not persuaded, however. Resolving this 
dispute will require adjudication of more Apple-type cases.

T H E  S T R A I G H T F O R W A R D  A P P L E  D O G

As noted earlier, if Apple has to substitute a 12.5 percent Irish tax for a zero tax on income 
allocated to Ireland by the commission’s decision, a U.S. ftc for the Irish tax will arise and 
reduce U.S. tax protant when the affected income is repatriated to the United States. Con-
versely, if Apple does not pay the 12.5 percent Irish tax, its 35 percent U.S. tax will not be 
reduced by a U.S. ftc. Regardless, Apple faces a potential 35 percent tax that is either paid 
entirely to the United States or paid 12.5 percent to Ireland and 22.5 percent to the United 
States. If so, why does Apple object to paying the 12.5 percent portion to Ireland instead of to 
the United States? Patriotism? Hardly.
	 Apple understands the time value of money and therefore appreciates that it is better off 
deferring tax until income is repatriated to the United States instead of currently paying tax 
to Ireland. In other words, Apple’s dog is named “Deferral,” and Apple’s objection to the com-
mission’s decision is all about the resulting loss of the opportunity to defer 12.5 percentage 
points of tax, or to avoid that amount of tax to the extent there is no income repatriation to 
the United States or there is another U.S. tax holiday. Obviously, Apple’s dog exists because 
of the deferral feature of the U.S. international income tax regime, and that pooch would 
vanish if deferral were repealed. It hangs around only because the United States cannot 
achieve real international tax reform.
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C O N C L U S I O N

The objective of this article is to assess the stakes of the interested parties in the brouhaha 
over the European Commission’s Apple decision. Ireland seems to be primarily concerned 
about its position as a tax competitor, but the seriousness of its concern is speculative. As to 
the market countries where Apple’s products are put to end use, Apple’s tax planning inflicts 
earnings stripping losses, but that earnings stripping is unaffected by the commission’s deci-
sion. Thus, it is not surprising that those countries seem to have mostly ignored the Apple 
ruling. The motivation behind the United States’ disapproval of the Apple decision is unclear. 
Any revenue concern seems small and would be eliminated by the repeal of deferral. For 
Apple, however, preserving deferral is clearly the essence of the fight.40

J. Clifton Fleming Jr. is the Ernest L. Wilkinson Chair and Professor of Law at the J. Reuben Clark 
Law School. In this article, Fleming provides a simplified diagram and explanation of Apple’s for-
eign tax planning and assesses the stakes of the interest parties in the controversy over the European 
Commission’s Apple decision. Fleming also explains that the Apple case would not have happened 
but for the deferral feature of U.S. international income tax law.
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