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Reform of U.S. International Taxation: Alternatives

Summary

A striking feature of the modern U.S. economy is its growing openness — its
increased integration with the rest of the world. The attention of tax policymakers
has recently been focused on the growing participation of U.S. firms in the
international economy and theincreased pressurethat engagement placesonthe U.S.
system for taxing overseas business. Isthe current U.S. tax system for taxing U.S.
international business the appropriate one for the modern eraof globalized business
operations, or should its basic structure be reformed?

Thecurrent U.S. system for taxing international businessisahybrid. Inpart the
system is based on aresidence principle, applying U.S. taxes on a worldwide basis
to U.S. firms while granting foreign tax credits to alleviate double taxation. The
system, however, aso permitsU.S. firmsto defer foreign-sourceincomeindefinitely
— afeature that approaches aterritorial tax jurisdiction. In keeping with its mixed
structure, the system produces a patchwork of economic effects that depend on the
location of foreign investment and the circumstances of the firm. Broadly, the
system posesatax incentiveto invest in countrieswith low-tax rates of their own and
adisincentive to invest in high-tax countries. In theory, U.S. investment should be
skewed towards low-tax countries and away from high-tax locations.

Evaluations of the current tax system vary, and so do prescriptions for reform.
According to traditional economic analysis, world economic welfare is maximized
by a system that applies the same tax burden to prospective (marginal) foreign and
domestic investment so that taxesdo not distort investment decisions. Such asystem
possesses “capital export neutrality,” and could be accomplished by worldwide
taxation applied to all foreign operations along with an unlimited foreign tax credit.
In contrast, a system that maximizes national welfare — a system possessing
“national neutrality” — would impose a higher tax burden on foreign investment,
thus permitting an overall disincentivefor foreigninvestment. Such asystem would
impose worldwide taxation, but would permit only adeduction, and not a credit, for
foreign taxes.

A tax system based on territoria taxation would exempt overseas business
investment from U.S. tax. In recent years, several proponents of territorial taxation
have argued that changes in the world economy have rendered traditional
prescriptions for international taxation obsolete, and instead prescribe territorial
taxation as ameans of maximizing both world and national economic welfare. For
such asystem to beneutral, however, capital would haveto be completely immobile
acrosslocations. A case might be made that such a system is superior to the current
hybrid system, but it isnot clear that it issuperior to other reforms, including not only
a movement toward worldwide taxation by ending deferral, but also restricting
deductions for costs associated with deferred income or restricting deferral and
foreign tax credits for tax havens.

This report will not be updated.
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Reform of U.S. International Taxation:
Alternatives

Theincreasingly global scope of U.S. business hasavariety of dimensions. In
trade, the overall level of exports plusimports hasrisen steadily and substantialy in
recent decades, increasing from 16% of U.S. gross domestic product (GDP) in 1975
to a full 26% of GDP in 2005. Cross-border investment is growing even more
dramatically. In 1976, U.S. private assets abroad were roughly 7% of the U.S.
privately-owned capital stock; by year end 2005, U.S. assets abroad were 29% of
private U.S. capital .

The bulk of the increase in “outbound” investment has been portfolio
investment — investment in financial assets such as stocks and bonds without the
active conduct of overseas business operations. But foreign direct investment by
U.S. firms— actual foreign production by U.S.-owned companies— hasincreased
too, rising from 4.1% of the private capital stock in 197610 5.4%in 2005, anincrease
of about one-third. It isthe taxation of U.S. business operations that has been the
recent focus of policymakers, and that has raised the question of basic tax reformin
the international sector: isthe current U.S. tax system for taxing U.S. international
business appropriate in this age of globalized business operations, or is reform
needed? Moreover, dong with the increasing scope of international investment
activities, there is an increasing opportunity for tax shelters that take advantage of
low-tax foreign jurisdictions. How might revisionsin the tax system exacerbate or
address these tax shelter issues?

The current U.S. systemisa“hybrid” construct, embodying amix of opposing
jurisdictional principles. Not surprisingly, the mixed system — in conjunction with
foreign host-country taxes — poses a patchwork of incentive effects for U.S. firms

! Data on trade, U.S. assets abroad, and foreign assets in the United States are from the
website of the U.S. Department of Commerce, Bureau of Economic Analysis, at
[http://lwww.bea.gov]. The fixed assets data were adjusted to include estimated stocks of
inventory and intangible capital.

2 Interest in international reform comes from a variety of sources. For example, the
President’ sexecutiveorder (E.O. 13369) establishing hisadvisory panel ontax reformcited
international competitiveness concerns as one principal reason for considering tax reform;
the panel’s fina report included a fundamental change in the structure of the U.S.
international system as part of one of itsreform options. See President’s Advisory Panel
on Federal Tax Reform, Smple, Fair, and Pro-Growth: Proposals to Fix America’s Tax
System (Washington, November 2005). In Congress, in June 2006, the House Ways and
Means Committee’'s Subcommittee on Select Revenue Measures held a hearing on
international tax reform. The topic is aso receiving attention in the academic and
professional world: the National Tax Journal published afour-articleforumoninternational
tax reform in its December 2001 issue.
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and their global operations, in some cases taxing foreign operations favorably and
posing an incentive to invest abroad, and in other cases imposing high tax burdens
and posing adisincentiveto overseasinvestment. Insome cases, the system presents
arough tax neutrality towards overseas investment. It is perhaps the hybrid nature
of the system that hasled to callsfor reform. Prescriptionsfor a“good” tax system
vary, and the hybrid system satisfies none of them fully.

The report describes and assesses the principal prescriptions that have been
offered for broad reform of the international system. The report begins with an
overview of current law and of possible revisions. It then sets the framework for
considering economic efficiency aswell astax shelter activities. Finally, it reviews
alternative approaches to revision in light of those issues.

The Current System and Possible Revisions

The System’s Structure

There are two alternative, conceptually “pure,” principles on which countries
basetheir tax intheinternational setting: residence and territory. Under aresidence
system, a country taxes its own residents (or domestically chartered “resident”
corporations) on their worldwideincome, regardless of itsgeographic source. Under
aterritorial or source-based system, acountry taxesonly incomethat isearned within
its own borders.

In practice, no country uses a pure residence-based tax; historically, virtually
all countries tax income foreign investors earn within their borders (although they
may grant tax holidays in some cases as an inducement to investment). Some
countries, however, do have an exclusively territorial or source-based tax.> The
United States uses asystem that taxes both income of foreign firms earned within its
borders as well as the worldwide income of its U.S.-chartered firms.

Despite these nominal “residence” features, however, U.S. taxes do not apply
to the foreign income of U.S.-owned corporations chartered abroad. Asaresult, a
U.S. firm can indefinitely defer U.S. tax on its foreign income if it conducts its
foreign operationsthrough aforeign-chartered subsidiary corporation; U.S. taxesdo
not apply as long as the foreign subsidiary’s income is reinvested overseas. With
some exceptions, U.S. taxes apply only when the income is remitted to the U.S.-
resident parent as dividends or other intra-firm payments such as interest and

3 President Bush's Advisory Panel on Tax Reform published a list of countries that use a
territorial system either by statuteor treaty. Theterritorial countriesare: Australia, Austria,
Belgium, Canada, Denmark, Finland, France, Germany, Greece, Hungary, Iceland, Italy,
L uxembourg, Netherlands, Norway, Portugal, Slovak Republic, Spain, Sweden, Switzerland,
and Turkey. Thefollowing countries tax foreign-source income at some point and rely on
foreign tax credits to relieve double taxation: Czech Republic, Iceland, Japan, Korea,
Mexico, New Zealand, Poland, the United Kingdom, and the United States. President’s
Advisory Panel on Federal Tax Reform, Smple, Fair, and Pro-Growth: Proposalsto Fix
America’s Tax System (Washington, November 2005), p. 243.


http://www.martintittle.com/publications/TaxPanelReport.pdf
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royaties. The deferral feature reduces the effective U.S. tax burden on foreign
income and imparts an element of territoriality to the system; it also resultsin a
dichotomous structure for taxing overseas business income: deferral in the case of
foreign-subsidiary income and current taxation in the case of branches of U.S.
chartered corporations. The bulk of active business investment by U.S. firms is
through foreign-chartered subsidiaries.*

Along with deferral, another basic feature of the U.S. system isthe foreign tax
credit. While the United States taxes worldwide income on either a current or
deferred basis, it al'so allowscreditsfor foreign taxes paid on adollar-for-dollar basis
against U.S. taxes otherwise owed.> This treatment avoids the double-taxation that
would otherwise apply and concedes the first right of taxation to the country of
source. In effect, the United States gives the foreign host country the first
opportunity to tax the income, and collects only what tax isleft (up to its own rate)
after the foreign host country collects its share.

When theforeign tax ishigher than the U.S. tax, thecreditislimited tothe U.S.
tax that would be due on the foreign income. The purpose of the limit isto protect
the U.S. domestic tax base: without it, foreign countriescould imposevery hightaxes
without discouraging inbound U.S. investment, because the cost of the higher taxes
would beshifted tothe U.S. treasury. Withthelimitation, if foreign taxesexceed the
U.S. tax that would be due, the excess foreign taxes cannot be credited. Foreign tax
creditsthat exceed thislimitation aretermed “excess credits.” Currently foreign tax
credits are allowed on what is sometimes termed an “overal” basis, so that income
and tax credits from all countries are combined. This treatment allows for “cross-
crediting,” where credits paid in excess of U.S. tax in one country may be used to
offset U.S. tax in a country where the foreign tax is lower than the U.S. tax. To
prevent abuse, tax credits are divided into “baskets’ which separate passive income
easily shifted to low-tax countries. Currently, there are two baskets, one for active
income and one for passive income. About half of foreign-source active business
income is earned by firms with overall excess credits.®

To addresstax avoidance by shifting passiveincomeinto low-tax jurisdictions,
Subpart F restrictstheapplicability of deferral in somesituations. Subpart F provides
that U.S. stockholders (e.g., parent firms) of foreign corporations are subject to
current U.S. tax on certain types of subsidiary income, whether or not theincomeis
repatriated. Only stockholders owning at least 10% of subsidiary stock and only
subsidiaries that are at least 50% owned by 10% U.S. stockholders are subject to

* Accordingto IRSdatafor 2002, before-tax earningsand profits of foreign subsidiarieswas
$200.7 billion; branch income was $65.8 billion. The data are posted on the IRS website,
at [http://www.irs.gov/taxstats/bustaxstats/article/0,,id=96282,00.html].

®>U.S. parent firms are permitted to claim foreign tax credits for foreign taxes paid by their
foreign-chartered subsidiaries. Such “indirect” credits can be claimed by the parent when
the foreign-source income is remitted as dividends.

® Rosanne Altshuler and Harry Grubert, Cor por ate Taxesin the World Economy: Reforming
the Taxation of Cross-Border Income, unpublished paper presented at the James A. Baker
Il Institute for Public Policy conference on tax reform, April 27-28, 2006, p. 43.


http://www.martintittle.com/publications/Baker_corp_2006.pdf
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Subpart F. Countriesthat haveterritorial tax systems generally aso have sometype
of anti-abuse provision to protect their tax base.

Tax deferral resultsin heightened importancefor the system’ srulesfor dividing
income between related firms; the more income afirm can assign, for tax purposes,
to aforeign subsidiary in alow-tax country, the lower its overall tax burden. The
current system generally requires firmsto set hypothetical “transfer prices,” which
are required to approximate the prices two firms would agree on if they conducted
thelr transactionsat arm’ slength. The system iscomplex and difficult to administer.

Theforeign tax credit’ slimitation also places pressure on the system’ srulesfor
determining the source of income (“ sourcing” rules). Because firms can only credit
foreign taxes against the portion of taxable income attributable to foreign sources,
taxpayers must assign both revenue and costs to either domestic or foreign sources.
While the tax code contains rules for making such allocations, they are likewise
complex and difficult to administer.

In sum, the United States taxes its resident corporations on their worldwide
income, but permits indefinite deferral of active business income earned through
foreign subsidiaries. Where U.S. taxes apply, foreign tax credits alleviate double
taxation but are limited to offsetting U.S. tax on foreign income. Subpart F is
designed to deny deferral to what is generally passive income.

Possible Revisions

Because the current U.S. tax system is a mix of a worldwide system and a
territorial system, the fundamental tax reform issue iswhether moving toward either
“pure” system — aterritorial or worldwide residence-based regime— would be an
improvement. Moving toward a territorial system would involve permanently
exempting most foreign-source active businessincome. (Most territorial proposals,
however, would continue taxing passive income, as under current law’ s Subpart F.)
Moving toward aworldwide tax would eliminate the deferral benefit and might also
entail further restricting cross-crediting by increasing the number of baskets for the
foreign tax credit limit.

The report defers the discussion of the precise changes fundamental reform
would entail. First, however, the report explains the tools economists have
developed for evaluating the various international tax systems.

Neutrality, Efficiency, and Competitiveness

The term competitiveness has often been invoked in the debate about U.S.
policy in aglobal economy, including discussions of U.S. tax policy.” In economic
analysis, however, it is not countries that are competitive, it is companies that are.
A company generally thinksof itself ascompetitiveif it can produce at the same cost

" For a more detailed discussion of this concept see CRS Report RS22445, Taxes and
International Competitiveness, by David L. Brumbaugh.


http://www.martintittle.com/publications/CRS22445.pdf
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as, or alower cost than, other firms. But a country’ s firms cannot be competitive in
al areas. Indeed, even if firmsin a country are more productive than firmsin all
other countries in every respect, a country would still tend to produce those goods
inwhichitsrelative advantageisgreatest. Theother countriesneed to produce goods
with their resources aswell. Thisnotion is called comparative advantage, and it is
an important concept in economic theory.?

When discussing national policy, including tax policy and its effect on the
international allocation of capital, the issues are generally framed around issues of
efficiency, neutrality, and optimal policies rather than notions of competitiveness.
These terms can mean the same thing, or they can be dlightly different. Neutrality
generally refersto provisionsthat do not alter the allocation of investment from that
which would occur without taxes. When markets are operating efficiently, aneutral
tax policy will aso be an efficient policy, since it will maintain the efficient
allocation that would occur without taxes. Moreover, even when there are market
imperfections, neutrality may still bethe policy most likely to be efficient, given the
difficulty in identifying and measuring market imperfections.

Optimal policy differs from efficiency in that it usually refers to a particular
agent or actor choosing a policy that maximizes his or her own welfare. A country
can also choose a policy that leads to the greatest welfare for its own citizens, even
if that policy distorts the allocation of capital (is not neutral) and leads to less
efficient worldwide production. The optimal policy from the perspective of a
country, in other words, may not be the most efficient in terms of the worldwide
allocation of capital, and may not be the optimal policy from the perspective of world
economic welfare.

Economists have traditionally used three concepts to evaluate tax rules that
apply to outbound investment. These conceptsarereferred to asneutrality concepts,
although, as shown below, they are not always neutral in the sense of not distorting
the alocation of investment. The concepts are capital export neutrality, capital
import neutrality, and national neutrality. In order to evaluate the consegquences of
any multinational tax reform, it iscrucial to understand these concepts, whether they
are valid, and what they imply for policy. The concepts were developed when
virtually al foreign investment took place as direct investment of multinational
companies; virtually no foreign portfolio investment (ownership of foreign stock by
U.S. citizens) existed. The growth in this portfolio investment has led to a new
neutrality concept, referred to as capital ownership neutrality. We address these
traditional and new conceptsin turn.

8 Comparative advantage is not atechnical or unfamiliar concept; it isacommon, everyday
occurrence. A lawyer may be able to do his or her paralegal employee’s work more
efficiently, but that activity is not the best use of hisor her time. A lawyer has an absolute
advantage in both law practice and paralegal work, but a comparative advantage in
practicing law.
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Understanding Capital Export Neutrality, Capital Import
Neutrality, and National Neutrality

Capital export neutrality requires a country to apply the same tax rate to its
firms investments, regardless of where they are located, and is embodied in a
residence-based tax system. Capital import neutrality requiresthe sametax on firms
with different nationalities that invest in a given location and is embodied in a
territorial or source-based tax. National neutrality requires that the nation’s total
return oninvestment, including both that nation’ staxesand itsfirms’ profits, isequal
in each jurisdiction, foreign and domestic. This form of neutrality is obtained by
taxing foreign-source income and allowing a deduction for foreign taxes.

Some of these neutrality rules may also be rules for optimization. National
neutrality is often described as optimal, but that outcome is only the case with
perfectly mobile capital and no retaliation by foreign countries. Thereis also an
optimizing rule for choosing the tax rate on inbound investment, which depends on
how responsive that investment inflow is to the return.

Evaluating policy, discussed subsequently, is complicated because while some
countrieshaveterritorial or source-based taxes, no country imposesapureresi dence-
based tax. While worldwide taxation as practiced in the United States and other
countries has some attributes of a residence-based tax, it is a mixture of residence-
and source-based tax. Tax isimposed on foreign firms operating within the United
States, a source-based attribute. On outbound investment, the application of tax to
repatriated income creates some resemblance to residence tax, but the foreign tax
credit limitations causeit to depart from such atax, and deferral provisionsintroduce
an element of a source-based tax.

Because these concepts are so frequently misunderstood, it is useful to employ
a simple illustrative example to explain them with the pure tax systems that are
consistent with capital export neutrality and capital import neutrality. Inthesesimple
systems, national neutrality is the same as capital export neutrality, and its nuances
will be discussed in the following section where more realistic tax systems are
discussed. Inthisinstance, it may be helpful to demonstrate the difference between
residence-based and source-based taxes in achieving economic neutrality.

Consider aworld beginning with no taxes, and assume that capital is perfectly
substitutabl e across countries, implying that afirm will earnthe same after-tax return
in each location. Thereturnis 10%. There are three countries: a high-tax country
that imposes a 50% tax rate, a low-tax country that imposes a 25% tax rate, and a
zero-tax country. All investment is made through the companies’ direct operations,
hence, there is no substitution of capital across firms and the capital owned by each
country isfixed. The high and low-tax rate countries have capital which can be used
toinvestintheir own country, or inthe other two countries. To simplify, the zero-tax
country is assumed to have only labor and no capital.

Table1showsthereturnto firmsin the absence of any tax and with thetwo tax
systems in place but before investment has shifted (which would alter the pre-tax
return). Residence taxation, which produces capital export neutrality, has no effect
ontheallocation of investment by either country’ sfirms because each firm still earns
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the same return in each location. Source-based taxation, however, will result in
higher returns in the zero- and, to a lesser extent, low-tax countries. As aresult,
capital will flow out of the high-tax country, raisingitsreturn and lowering the wages
of theworkersin that country and into the zero-tax country, lowering its return and
raising the wages of the workersin that country. The effect on the low-tax country
dependson the size of that country and itslabor forcerelativeto therest of theworld.
In addition to the effects on the return to capital and wages, output is produced
inefficiently, which reduces world welfare.

Table 1: lllustration of the Effects of Residence- and
Source-Based Taxation

Return by Location of | nvestment (%)
Nationality of Firm High-Tax L ow-Tax Zero-Tax
Country Country Country
No Taxes
High-Tax Country 10% 10% 10%
Low-Tax Country 10% 10% 10%
Residence Tax
High-Tax Country 5% 5% 5%
Low-Tax Country 7.5% 7.5% 7.5%
Source-Based
(Territorial) Tax
High-Tax Country 5% 7.5% 10%
Low-Tax Country 5% 7.5% 10%

Note: The high-tax country has a 50% tax rate, while the low-tax country has a 25% tax rate.

Table 1 can aso be used to show that the residence-based system is aso
consistent with national neutrality, but the source-based system isnot. For the high-
tax country, in each location it earns 5% in tax revenue and 5% in profits (for atotal
of 10%). Thusthetotal returnto the nationisequated in each jurisdiction. Thesame
is true of the low-tax country, although the total return is split into 2.5% taxes and
7.5% profits. The source-based system does not meet that standard. Even before
investment shifts, the high-tax country, while earning 10% domestically and in the
zero tax haven country, is earning only 7.5% in the low-tax country, since that
country’ s government is collecting the tax. The sameistrue of the low-tax country
with respect to investment taxed by the high-tax country.

National neutrality departs from capital export neutrality in the more complex,
real world circumstances. It, in fact, requires that foreign-source income be taxed,
and that any taxes imposed by the country of location be deducted (rather than the
current rule of some countries, including the United States, that allow taxes to be
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credited). If foreign countries impose taxes, national neutrality does not lead to
worldwide neutrality, since foreign investment is discouraged in countries that
impose taxes.

National neutrality isreally about optimal policy, which maximizesthewelfare
of the country’ sresidents. It isan optimal policy if al capital is perfectly mobile; if
not, it is actualy optimal for a country to impose even more tax on outbound
investment than is suggested by the neutrality standard.

In sum, according to these longstanding measures of neutrality and efficiency,
capital export neutrality is appropriate for maximizing world output, national
neutrality is appropriate for maximizing a nation’s welfare, and capital import
“neutrality” isnot neutral at all.

Capital Ownership Neutrality

A new concept of neutrality has appeared in recent years. The term capital
ownership neutrality (CON) is closely associated with Desai and Hines, professors,
respectively, of business at Harvard and economics at the University of Michigan.’
The term itself, however, appears to have been coined by Michael Devereaux,™ a
British economist. Theunderlyingjustification for the new standard’ sdevel opment,
the growth of portfolio investment, was al so discussed independently about the same
timein a paper by Frisch.'* Essentially, capital ownership neutrality is the same as
capital import neutrality in that, under certain very restrictive assumptions, it is
achieved by source-based taxation, and some of the earlier discussions viewed it as
aresurrection of capital import neutrality.*

The issue of ownership neutrality developed because international investment
markets changed. At the time the previous notions of neutral international tax
systems were first developed — generaly, the early 1960s — virtualy al U.S.
investment abroad was carried out through foreign direct investment by U.S. firms.™®
U.S. portfolio investors held almost no stock in foreign firms. Until the mid-1980s,
the share of foreign stocks in U.S. residents’ stock portfolios was less than 1%.

®Mihir Desai and JamesHines, Eval uating International Tax Reform, National Tax Journal,

vol. 56, September 2003. Martin Tittle note: see Written Statement of James Hines, Senate Finance Committee hearing «
Examination of U.S. Tax Policy and Its Effect on the Domestic and International Competitiveness of U.S.-Owned Foreign Operations," Ju

10 Michael P. Deveraux, “Capital Export Neutrality, Capital Import Neutrality, Capital
Ownership Neutrality, and All That,” Unpublished Paper, June 11, 1990.

1 Daniel J. Frisch, “The Economics of International Tax Policy: Some Old and New
Approaches,” Tax Notes, April 30, 1990.

12 Frisch, in “The Economicsof International Tax Policy: Some Old and New Approaches,”
states, “In short, amajor element of the CIN view would seem to possess agrain of truth,”
(p. 590) referring to the capital import neutrality framework. Deveraux, in“Capital Export
Neutrality, Capital Import Neutrality, Capital Ownership Neutrality, and All That,”
indicated that he originally attempted to redefine capital import neutrality to cover the
capital ownership neutrality concept.

2 The concepts were first developed by Peggy Musgrave. See, for example, her United
Sates Taxation of Foreign Investment Income: Issues and Arguments (Cambridge MA:
Harvard Law School, 1969), pp. 108-121.


Martin B. Tittle
                                                          Martin Tittle note: see also 

http://www.people.hbs.edu/mdesai/A031.pdf
http://www.people.hbs.edu/mdesai/A031.pdf
Martin B. Tittle
                                                                                                      Written Statement of James Hines, Senate Finance Committee hearing on "An Examination of U.S. Tax Policy and Its Effect on the Domestic and International Competitiveness of U.S.-Owned Foreign Operations," July 15, 2003.

http://www.martintittle.com/publications/Hines_SFC_2003.pdf
http://www.martintittle.com/publications/Hines_SFC_2003.pdf
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Thus, it was reasonable to assume, as in the discussion above, that there was no
substitution across the nationality of firms, but rather only across locations — that
is, U.S. investors could not substitute investment abroad through foreign firms for
investment in U.S. firms with foreign operations. Over time, however, the share of
foreign stock owned by U.S. investorsincreased, and by the end of 2006, it was 22%
of corporate equity owned by U.S. investors.** Thisincreasedid not occur smoothly:
itincreased in the latter part of the mid-1980sto about 6%, leveled out for anumber
of years, then again rose around 1993 and 1994 to about 11%, where it stayed until
around 2001, and then rose again.

A closer look at the CON concept indicates that, to make the argument that
capital ownership neutrality (and therefore source-based taxation) should be the
guiding principle for an efficient and neutral tax system, three requirements are
needed. First, firmsare assumed not to substitute operationsin onelocation for those
in another — capital is completely immobile across locations. Second, firms must
differintheir productivity — that is, somefirmsare more efficient than others— and
there must be substitution across portfolios that results in firms being shut out of
lines-of-business that they could run more efficiently. Third, there must be no
mechanisms available to obtain the benefits of productive efficiency — short of
owning the productivecapital assets. For example, relatively inefficient firmscannot
rent efficient technologies or hire efficient managers away from efficient firms.

If only thefirst requirement ismet (immobility across|ocations), any system of
taxing investment abroad would be neutral because the particular distortion —
alocation of investment across locations — is simply assumed away. It doesn’'t
matter if overseas operations are taxed higher or lower than domestic investment,
because investment has no reason to move. Residence taxation would be efficient
aswell as source-based taxation, because the national affiliation of firmswould not
matter to productivity (although resi dencetaxation would not be optimal for the high-
tax country which would have no revenues).”

If the two remaining assumptions also apply — productivity differs and no
mechanisms exist to boost efficiency — it can be shown that residence-based
taxationisinefficient while source-based taxation producesefficiency. For example,
returningto Table 1, suppose some firmsin each country are particularly productive
and can earn 12% before tax rather than 10%. With residence-based taxation, the
after-tax return of the high-tax country’s productive firms, which would yield an
after-tax return of 6%, would not be enough for thesefirmsto operate and, if theonly
way to realize the higher return is to own the capital, the higher pre-tax yields of

14 Calculated by reducing U.S. corporate equity issues by foreign stock holdings in the
United States determining U.S. holdings of foreign stocks as a share. Data on corporate
equities can be found in the Board of Governors of the Federal Reserve Flow of Funds
Accounts, Table L213, which can be found at [http://www.federalreserve.gov/releases/
Z1/Current/]. Historical series can also be found in the National Income and Product
Accounts at [http://www.bea.gov/national/nipaweb/Ni_FedBeaSna/TableView.asp?
SelectedTable=5& FirstY ear=1998& L astY ear=2005& Freg=Y ear].

> This optimality issue has also been addressed with the notion of National Ownership
Neutrality, which indicates that it is both efficient and optimal to have source-based
taxation.
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these more efficient firms would not be realized. With source-based taxation, the
efficient firmsin each country would operate and displace the less efficient ones.

Inthe morerealistic tax systemswhere countriesal so tax capital incomeintheir
own location, the high-tax country’ s especially productive firmswould still operate
intheir own country. Thatis, by taxing incomewithinitsborders, ahigh-tax country
that isattempting to practice capital export neutrality with aworldwidetax still faces
neutral ground in itshome country. Thus, any distortion arising in practice from the
current system would involve foreign firms and the solution of exempting foreign-
source income from tax is the solution consistent with capital ownership neutrality.

Consider each of therestrictionsinturn. Thefirst isthe assumption that capital
isimmobile across locations; as noted above, there is considerable evidence that it
isnot and, indeed, that it isquiteelastic. So at best, it would be aquestion of picking
which type of distortion isworse. Aslong as capital is mobile across jurisdictions,
“capital ownership neutrality” isnot neutral. At most, the model showsthat thereis
no way to achieve neutrality and that one is in a second-best world.

The second restriction requires a high, perhaps perfect, degree of substitution
in portfolios of different types of stocks that would lead to the exclusion of stock of
high-tax countries. There is considerable evidence to suggest that such perfect
substitution is not the case. It haslong been known that there is a significant home
bias in the holding of both portfolio and direct assets. Despite global securities
markets, American residents continue to hold 80% of their stock portfoliosin stock
of U.S. firms. If portfolio investment were perfectly substitutable, the U.S. share
would be expected to be closer to the share of total assets. The U.S. accounts for
about athird of total fixed investment of the OECD countries.*®

The fact that the portfolio share has grown does not in itself provide evidence
of asignificant elasticity; rather, it may reflect avariety of technical and institutional
changes that make holding foreign stocks more feasible. Moreover, the portfolio
shares are consistent with the notion that the holdings that do exist are not so much
due to tax differences but to a general desire to diversify assets across countries to
reduce cyclical risk. Two-thirds of investment isin other countries with similar tax
rates. At the end of 2005, the two largest shares were for the U.K. (16%) and Japan
(15%). Whilethe U.K., witha30% corporaterate, hasalower statutory rate than the
U.S. (39% including state taxes), Japan has a rate of 41%. The next two largest
claimantswith 7% and 6% have rates of 35% and 35%."" Therearesignificant shares
in two tax havens, Bermuda (5%) and the Cayman Islands (3%). According to the
Department of Treasury, however, the Bermudainvestmentsarelargely former U.S.
firms that have moved their location to avoid U.S. tax (a phenomenon called
inversion, which was subsequently addressed with legidlative restrictions), and the

6 Congressional Budget Office, Corporate Tax Rates: International Comparisons,
November, 2005.

¥ Data are from tax rates cited in Congressional Budget Office. Corporate Tax Rates:
International Comparisons, November, 2005, and portfolio share data are from U.S.
Department of Treasury Report on U.S. Portfolio Holdings of Foreign Securities.
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Cayman Islands investments are in offshore financial centers (again likely a tax
avoidance issue rather than direct production issue).’®

Animperfect portfolio substitution el asticity al so suggeststhat the phenomenon
of eiminating efficient firms is less likely to happen. Firms that are especialy
productive and efficient will earn higher returns than other firms in similar
circumstances of nationality and location, and they would be expected to be retained
in both domestic and foreign investors portfolios. Any firms whose size is
contracted by portfolio shiftsdueto tax ratesare morelikely to be the marginal firms
that have anormal level of productivity.

Finally, thismodel assumesthat there are no other waysto enjoy the additional
productivity of more efficient firms. In effect, the model beginswith the assumption
of productive advantages without defining in formal terms— so that the effects can
be modeled — the source of the productivity.

For example, if the greater productivity of the firm is due to the employment of
managers with greater skills, then that productivity arises at a cost, and these
management skillsembodied in theindividual sresident in agiven country should be
freeto moveto their highest use, and allocated efficiently. Since they add a surplus
value, they would not be driven out of the market, and worl dwide efficiency requires
acapital export neutrality approach to labor resources as well as capital.

If the asset is uniquely tied to the firm — such as a value through a trademark,
intangible R& D, or even a management set-up — the model does not allow for the
fact that ownership of the productive assets and ownership of theintangibleasset can,
in most cases, be separated. Trademarksand patents can be franchised and sold. Or,
if the intangible cannot be separately sold (for example, if the R&D could be easily
copied and thusisnot patented but kept secret), there arewaysfor thefirm to operate
without ownership of the capital assets, such asfactories, machinery, and equipment,
that give riseto normal products. These assets could be leased by the firm with the
intangible asset. Moreover, if the asset is not closely tied to management, the firm
could arrangefor contract manufacturing, atechnique commonly used to shift profits.
Thesetechniques may belessthan perfect if there are principal-agent costs,* but this
effect is of questionable importance.

Inlight of the many waysin which theefficiency costsof capital ownership non-
neutrality are unlikely to be significant compared to location distortions, it seems
guestionabl eto use meeting thisstandard of neutrality to evaluatetax reform changes
and questi onabl eto see source-based taxation asan efficient international tax regime.

18 U.S. Department of Treasury, Report on U.S. Portfolio Holdings of Foreign Securities.

19 Principal-agent costs occur when the objectives of the two parties are not identical. For
example, the contract manufacturer (the agent) may want to increase the scale of the
operation rather than maximizing profits for the firm authorizing the manufacturing (the
principal).
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Assessing the Existing Tax System

The above examplesillustrate the various traditional concepts of neutrality and
how they are embodied in basic tax structures. However, asdescribed at thereport’s
outset, the U.S. tax systemisahybrid — neither apureterritorial or residence-based
system. Accordingly, it presentsapatchwork of incentive effects, sometimesposing
anincentiveto invest abroad and, in other situations, presenting either adisincentive
or tax neutrality. Welook in thissection at the existing system’ s principal incentive
effects.

First, in some cases the U.S. system resembles residence-based taxation — it
taxes foreign branch income on a current basis while allowing aforeign tax credit.
Even where current taxation applies, however, the U.S. system departs from pure
residencetaxation by placingalimit onitsforeigntax credit. If pureresidence-based
means taxing income of residents at the same rate, regardless of whereiit is earned,
an unlimited foreign tax credit would be required. Under such a credit, when the
foreign tax is lower than the home country tax, the home country would collect a
residual, equating thetotal tax imposed to that on itsdomesticinvestment. Whenthe
foreign country’ stax is higher, the home country would haveto refund the excess so
that, again, the tax on the foreign investment would be the same as the tax on
domestic investment. In practice, however, an unlimited foreign tax credit is not
feasible because of its potential threat to the home country tax base (here, that of the
United States). Without a limit, countries host to foreign investment could simply
raise their taxes on inbound investment without limit and without fear of driving
foreign investorsaway. Theforeign investors could simply credit their high foreign
taxes against their home-country tax bill. The U.S. thuslimitsitsforeign tax credit
to offsetting U.S. taxes on foreign (and not domestic) income.

The incentive effects of aworldwide system with a limited credit depend on
exactly how the credit islimited. If the limit applies separately for each country (a
“per-country” limit), the system would achieve neutrality on outbound investment
with respect to low tax-rate countries, but not high tax-rate countries. If taxescan be
averaged across countries — that is, if a firm calculates a single limit aggregated
across countries, the neutrality consequences are less clear. Inthat case, the excess
credits from the investment in a high-tax country can be used to offset tax due on
investmentsin the low-tax country (can be “cross credited”). For example, assume
profits were $100 in a high-tax location with a 50% rate and $100 in the no-tax
location, with the home country tax rate 25%. With no cross crediting, afirm from
the 25% tax rate country usestheforeign tax of $50 to wipe out the home country tax
of $25, with only the tax of $50 applying, while the firm would pay a home country
tax of $25 on the income earned in the zero tax jurisdiction. The total tax is $75.
With cross crediting, the total foreign-source income is $200, the total foreign tax
paid is $50 (in the high-tax country, on $100 of profit), and the total home-country
tax due is also $50 (25% of $200 of income in both countries). All foreign tax is
credited and the total tax is $50.

Cross crediting, as alowed in the U.S. tax system, can therefore reduce the
disincentive to invest in high-tax countriesif the firm already has investment in the
zero tax country, because the excess credits have avalue. Similarly, it canincrease
the incentive to invest in the zero tax country if the country already has investment
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in the high-tax country, since excess credits can effectively remove any residual tax
in the zero tax country. In either case, foreign investment is encouraged relative to
domestic investment. In practice, the U.S. tax system permits extensive cross
crediting; it does not require a per-country limitation, although it does require firms
to calculate separate limits for passive and active business income.

Second, the U.S. tax system departs from residence-based taxation in its use of
deferral. As described above, U.S. taxes generally do not apply to the foreign
business income of foreign-chartered subsidiaries. This feature of the tax system
introduces elements of aterritorial or source-based taxationinto the system, and also
introduces adistortion in firms' decisions of whether to return profits to the United
States or reinvest them abroad. Moreover the interaction of deferral with cross
crediting provides some scopefor firmsto choosethetimesand placesof repatriation
tominimizetax liability. Ingeneral, the availability of deferral — liketheterritorial
taxation it at least approaches — poses an incentivefor U.S. firmsto invest in low-
tax countries. Also, oncecapital hasbeeninvested abroad, the provision encourages
firmstoretaintheir earningsoverseasrather than returning them to the United States.

This mixture of treatments also provides methods for avoiding tax apart from
the direct effects on investment allocation. Deferral provides an incentive to
artificially shift profits to low-tax jurisdictions. Since firms can choose between
branch operations and investment via foreign-chartered subsidiaries, they can usea
branch form when operations are starting up and typically lose money to allow losses
to be deducted from the U.S. worldwide income tax, and then shift to a subsidiary
form when the operation becomes profitable.

In sum, the current system poses a patchwork of incentive effects that is in
keeping with its hybrid nature. Where current taxation applies — for example, to
branch income— thereisadisincentivetoinvest in high-tax countries, and either an
incentive or neutrality towards investment in low-tax countries, depending on
whether the investing firm can use cross-crediting of foreign taxes. Where deferral
isavailable, the system poses anincentivetoinvest inlow-tax countries. The system
also provides mechanisms for artificialy sheltering income from tax.

Territorial Taxation: The Dividend
Exemption Proposal

The preceding sections showed why the theoretical argument that territorial
taxation is optimal is difficult to defend. Some have argued, however, that while
territorial taxation may not be the most efficient system in a perfect world, it is
nonethel ess superior to the hybrid, patchwork system that isthe current U.S. system
— a “second best” argument. To best understand this argument for territorial
taxation, it is helpful to examine the specific version proposed in a 2001 American
Enterprise Institute monograph by economists Harry Grubert and John Mutti. A



CRS-14

similar plan was set forth in 2005 by President Bush’ s advisory commission on tax
reform.?

Grubert and Muitti described their proposal asa “dividend exemption” system,
thusfocusing on the chief modification their plan would maketo the current regime:
it would exempt from U.S. taxes dividends repatriated to U.S. parents from foreign
subsidiary corporations, thus moving from current law’ sdeferral for foreign income
to a permanent exemption. More generally, an exemption system can be viewed as
aterritorial tax system whose application is restricted to active business investment
abroad, but that continues to tax portfolio investment of firms (such as interest,
royalties, and similar income) on a current basis.

Several additional features of the plan areimportant to the advantagesit might
have over the current system. First, the plan would not permit foreign tax creditsto
be clamed for foreign taxes paid with respect to repatriated earnings. The
repatriations, after all, would be exempt from U.S. tax, thus obviating the need for
relief from double taxation. Second, deductions allocable to tax-exempt foreign-
source income would be disallowed. Here, the reasoning is that the purpose of
deductionsisto removeitemsof cost fromthetax base; since overseasincomewould
nolonger beintheU.S. tax base, removal of associated costswould not be necessary.
Importantly, this would mean that a portion of debt incurred by a U.S. parent
corporation would not be deductible — the portion assumed to be used in financing
tax-exempt foreign subsidiaries.

Asdescribed in the preceding sections, the capital import neutrality and capital
ownership neutrality standards both recommend adoption of territorial taxation, but
traditional economic theory is skeptical of the theoretical justification of the two
standards. Grubert and Multti argue, however, that evenif CIN and CON arerejected
on theoretical grounds, an exemption system issuperior to the current hybrid system
in terms of severa important factors. efficiency, simplicity, and the raising of tax
revenue.

First, efficiency: Grubert and Mutti argue that current law’ s application of tax
to repatriated foreign earnings encourages wasteful and inefficient behavior on the
part of corporations in devising methods of repatriating foreign earnings without
paying U.S. tax. Under an exemption system, such wasteful planning would be
unnecessary. Also, since foreign tax credits would no longer be applicable, cross-
crediting of excessforeign tax credits would no longer shield investment in low-tax
foreign locationsfrom U.S. tax, and the artificial diversion of technol ogy-exploiting
investment to low-tax locations would no longer occur.

2 Harry Grubert and John Mutti, Taxing International Business Income: Dividend
Exemption versus the Current System (Washington: American Enterprise Institute, 2001),
67 pp; President’s Advisory Panel on Tax Reform, Smple, Fair, and Pro-Growth:
Proposalsto Fix America’s Tax System (Washington, 1985), pp. 239-244.

2 1bid., p. 11. Note, however, that cross-crediting also reduces current law’s inefficient
disincentive to invest in high-tax countries on the part of firms without excess credits, a
feature not considered by the Grubert/Mutti analysis. Becauseincome earned by firmswith
a deficit of credits outweighs that of firms with excess credits, it is plausible that an

(continued...)
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Nevertheless, elimination of these sources of inefficiency alone would not be
sufficient to make an exemption system lesswasteful than current law. If elimination
of tax on repatriations were the only feature of an exemption system, the system
would likely increase inefficiency by encouraging added investment in low-tax
countries. Rather, the crucial element to an exemption system’ s purported superiority
isitselimination of interest deductionsfor overseasinvestment. Theinclusion of this
provision would actually result in an increase in the average tax burden for overseas
investment, thus generating an efficiency gain from an improved allocation of
investment away from low-tax overseaslocations and into the domestic economy.?

An exemption system may also increase tax revenue. The Grubert and Muitti
analysisconcludesthat the systemwould generate $7.7 billion annuallyinadded U.S.
revenue.”® (Their estimate is based on 1994 data, so it would likely be larger in the
current economy.) Morerecently, the Joint Committee on Taxation hasestimated the
revenue gain at about $6 billion per year.** Aswith the efficiency gains, however,
theincreasein tax revenuesis crucially dependent on denial of deductionsfor costs
allocated to tax-exempt foreignincome. Without the new restrictions, an exemption
system would likely reduce tax revenue. The Joint Committee on Taxation has
estimated that current law’ sdeferral reduces revenues by approximately $6 billion.®
By the same token, an exemption system would lose tax revenue compared to the
current system if the current system were to deny deductions to deferred income.

In the area of simplicity, proponents of an exemption system emphasize its
reduction in the need for tax planning. It should be noted, however, that tax
complexity — and itsaccompanying difficultiesfor tax administration— exist when
entities or activities are taxed according to different rules. Under an exemption
system, foreign subsidiary corporations would be tax exempt as under current law,
and since the exemption would be permanent rather than temporary, itsimport for
firms tax planners would be magnified. Accordingly, the tax system’s transfer
pricing rules for allocating income among U.S. parent firms and their foreign
subsidiaries would become more important; more pressure would apply to rulesthat
are inherently difficult to enforce. The same would be true for the distinction
between active and passive income, since active income would be permanently
exempt and passive-investment income would be taxed on a current basis. Firms

21 (...continued)
exemption system’s loss of this easing of inefficiency would outweigh the gains from
reduced investment in low-tax countries.

2 \Writing more recently, Grubert and his co-author Rosanne Altshuler note that if an
exemption systemisactively considered by policymakers, itsadoption withitsfull panoply
of deduction restrictions intact would be problematic. Rosanne Altshuler and Harry
Grubert, Corporate Taxesin the World Economy: Reforming the Taxation of Cross-Border
Income, unpublished paper presented at the James A. Baker Il Inst. for Public Policy
conference on tax reform, April 27-28, 2006, p. 4.

% Harry Grubert and John Muitti, Taxing International Business Income, p. 38.

2 Report in U.S. Congressiona Budget Office, Budget Options (Washington, February
2007), p. 319.

% Joint Committee on Taxation, Estimates of Federal Tax Expenditures 2006-2010, JCS-2-
06, April 25, 2006.
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would have an even greater incentive to move from branch to subsidiary operations
for start-up firms.

In a recent article critical of territorial tax proposals, Kleinbard pointed out
analyses by Grubert and others that emphasized the growth in the importance of
royalties as a share of repatriated earnings for multinational's, suggesting that the
exploitation of intangible assets by multinationalsin foreign locationsisincreasing.
However, where the Grubert and Mutti analysis sees this as an important reason to
adopt an exemption system — cross-crediting of foreign taxes would no longer pose
an incentive to low-tax investment under an exemption system — Kleinbard seesit
asaliability. The growth of intangibles, argues Kleinbard, would place enormous
pressure on the administration of transfer prices.?

Proponents of an exemption system concedethat it isnot perfect, but argue that
it is at least superior to the highly imperfect system now in existence. Even this
defense, however, hasits shortcomings: the most economically attractive aspects of
the exemption proposals could, in principle, be adopted piecemeal, and its most
distortionary aspects could be left behind. Specifically, more restrictive rules for
deducting interest and other costs could be adopted without exempting dividend
repatriations from U.S. tax. Such plans could enhance economic efficiency more
than would the full-blown exemption systems.

Even with these criticisms of the Multti/Grubert exemption plan, perhaps the
most severeisthis: why accept second best? Thereport next examineswhat moving
towards a residence-based system would look like, in practice.

A Residence-Based System in Practice

Thecapital export neutrality standard recommendsasystem that woul d bebased
on residence — that is, a system that taxes the income of home-country firms,
regardless of whereit isearned. The present section looks at the shape a residence-
based system would likely take.

Current law’s deferral system would be repealed under a residence-based
system, and U.S. taxation would apply on a current basis to the income of foreign
subsidiaries, whether or not theincomeisrepatriated. If it werenot for foreigntaxes,
deferral’s repeal would move the system to the brink of capital export neutrality
(except for the portfolio investment concern): the tax burden on foreign investment
would roughly equal the tax rate on domestic investment. Foreign taxes, however,
complicate matters and make pure capital export neutrality difficult to achieve, in
practice. The problem ariseswhen aforeign host country’ stax rate exceedsthe U.S.
domestic tax rate. In such cases, pure capital export neutrality would require an
unlimited foreign tax credit. Foreign taxes would offset U.S. taxes on domestic as
well asforeign income— only by this mechanism could the high foreign tax burden
be brought into line with taxes on domestic investment. Yet, as noted in the

% Edward D. Klienbard, “Throw Territorial Taxation fromthe Train,” Tax Notes, February
5, 2007, pp. 552-553.
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preceding section on the existing tax system, an unlimited foreign tax credit is
impractical: foreign governments could, in effect, draw on the U.S. Treasury by
raising taxes on U.S. investors, ad infinitum.

Advocates of a residence-based system have in some cases advocated a more
restrictive form of the foreign tax credit limitation that would place more limits on
“cross crediting” than does current law’s two-part limit. For example, at various
timesin the past, the United States has required firmsto calculate their limitation on
acountry-by-country basis (a so-called “ per-country” limitation), under which taxes
paid to one country could not be credited against U.S. tax on income from another
country.?” An alternative approach to restricting cross crediting wasimplemented by
the Tax Reform Act of 1986 (P.L. 99-514), which, instead of requiring separate
limits for each country, specified a variety of different types of income for which
separate limits ( “baskets’) wererequired. The American Jobs Creation Act of 2004
(AJCA; P.L. 108-357), however, reduced the number of separate limits to current
law's two.®® Note, however, that a more restrictive foreign tax credit limitation
would not necessarily move a residence-based system closer to pure capital export
neutrality. Asnoted above, while cross crediting may pose an incentive to invest in
low-tax countries, it also mitigates the disincentive to invest in high-tax countries.

Capital export neutrality requires equal tax burdens on foreign and domestic
investment. Thereareseveral featuresof the current system that favor domestic over
foreign investment, and whose modification would move the current system in the
direction of capital export neutrality. The most important of these is the 9% tax
deduction for domestic production enacted in 2004 by AJCA. Other tax benefitsthat
arerestricted to domestic investment are the Section 179 “expensing” allowancefor
machines and equipment and the research and experimentation tax credit.

As noted above, Grubert and Altshuler revisited the topic of international tax
reform in 2006. In their analysis, they compared the exemption system with what
they termed a“ burden neutral” worldwidetaxation system. Inconstructingthislatter
system, they couple elimination of deferral with areduction in the statutory U.S. tax
rate that applies to foreign earnings — thus using the added tax revenue from
deferral’s repeal to, in effect, “purchase” a cut in the tax rate. The goa of the
exchange is to not damage what they term the “competitive position” of U.S.
multinationals. As a consequence of the countervailing changes, the burden on
investment in arange of low-tax countries would increase; the burden of arange of
income that is repatriated under current law would fall, but the overall burden on
overseas investment would be unchanged.

% From 1954 to 1961, taxpayers were required to use a per-country limitation. For a
synopsis of changes in limitation policy, see Thomas Horst, “The Overall vs. the Per-
Country Limitation on the U.S. Foreign Tax Credit,” in U.S. Department of the Treasury,
Officeof Tax Analysis, 1978 Compendium of Tax Research (Washington: GPO, 1978), pp.
213-214.

% The purest form of a separate limitation would require a separate limitation to be
calculated for eachinvestment afirmmakes. Clearly, however, such apolicy would present
considerable administrative difficulties.
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Grubert and Altshuler note that the overall advantage of their burden-neutral
worldwide proposal over current law depends on outcomes which are, as yet,
unknown: how many firmswould be in an excess credit position under the plan and
what the burden-neutral tax rate would be. They also caution that the plan would
have another weakness. foreign countries would have an incentive to raise their tax
ratesin the face of current U.S. taxation because inbound U.S. investment would be
less sensitive to the foreign rates.® They further note that their plan’s reduction of
tax rates at the corporate level would shift more of the overall U.S. tax burden on
corporations from the corporate to the shareholder level — a virtue in the modern
world wherecapital isincreasingly mobilesince shareholder-level taxesaregenerally
imposed on aresidence basis and thus achieve allocative efficiency.

Tax Havens: Issues and Policy Options

The topic of “tax havens’ has been afocus of recent international tax policy
discussions. Tax havens do not fit neatly into the traditional CEN/CMN/NN
evaluation framework outlined above — perhaps because the tax haven issue
involves as much artificial shifting of income and investment as it does questions
about how investment isactually allocated. Totheextent tax havensabet the shifting
of income from its true geographic source to low-tax jurisdictions (the havens
themselves), they raise questions about protecting the U.S. Treasury from revenue
losses. They also raise questions about tax fairness (not all taxpayersarein position
to reducetheir U.S. taxes by using tax havens). And to the extent tax havens reduce
the tax burden on investment that truly occurs overseas, they also raise the same
guestions about economic efficiency and neutrality addressed by the traditional
framework outlined above.

“Tax haven” is not a precisely defined term, but in most usages it refersto a
country — in many cases small ones — where non-residents can save taxes by
conducting various investments, transactions, and activities. Attributesthat make a
country a successful tax haven include low or non-existent tax rates applicable to
foreigners; strict bank and financial secrecy laws, and a highly developed
communications, financial, and legal infrastructure.

At the heart of the tax haven issue is the discrepancy between real economic
activity and what is only apparent. Much of the economic activity that appears to
occur in tax havens actually occurs el sewhere, and is only associated with particular
tax haven countries because of sometimes spurious rel ationshi ps between the person
or firm conducting the activity and the tax-haven country. Thus, for example, much
(or even most) of theincomereported by U.S.-controlled subsidiarieschartered intax
havensmay well haveitstrue economic location either in some other foreign country
or even in the United States itself. As an illustration, in tax year 2002, U.S.-
controlled foreign subsidiaries chartered in the Cayman Islands reported $8.0 billion

% Rosanne Altshuler and Harry Grubert, Corporate Taxes in the World Economy:
Reforming the Taxation of Cross-Border Income, p. 17.
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in before-tax profits; the Cayman Islands’ GDP for the same year was only $1.9
billion — less than a quarter of the profits of the U.S. subsidiaries it hosted.®

In part, U.S. firms may find tax havens useful tax-saving mechanisms because
of particular aspects of the U.S. tax structure. Here, noillegal tax evasion or even
transfer-price manipulation may be necessary to obtain tax savings. An exampleis
thetechnique sometimestermed acorporateinversion” reorganization, under which
the overall parent of acorporate group shiftsfromaU.S.-chartered entity toaforeign
corporation organized in an offshore tax haven. The rearrangement can potentially
reduce or eiminate U.S. tax that would otherwise be due when foreign income is
repatriated.®*

U.S. firmscan also usetax havensto shiftincome out of foreign countrieswhere
there are corporateincome taxesto the zero-tax environment many tax havens offer.
Short of outright tax evasion, techniques for shifting income include manipulation
of transfer prices affixed to intrafirm sales and other transfers, and the structuring of
intrafirm lending and interest charges so asto shift income out of high-tax countries
to tax havens (sometimes called “ earnings stripping”). Transfer price manipulation
can al so theoretically be used to shift what isactually U.S.-sourceincometo offshore
tax-haven subsidiary corporations.

Along with income shifting and expatriation by corporations, tax havens in
some cases apparently abet the outright evasion of taxes, in some cases by U.S.
citizens. For example, income from illegal activity in the United States can be
shielded from U.S. authoritiesif atax haven offers sufficient bank secrecy. Or, taxes
on legally generated U.S. income are apparently evaded in some cases by depositing
the income in secrecy-protected foreign bank accounts.®* The focus of this report,
however, is the activities of multinational firms, so its concern with tax havensis
morewith legal (albeit what somemight term “abusive”) income shifting rather than
outright tax evasion.

In part, the ability of firmsto divert income from other foreign locationsto tax
havens hasimplicationsfor the real location of investment: just because atax haven
is not the true source of income does not make the associated tax savings any less
real for the underlying investment, wherever it may belocated. We caninterpret the
effect of tax havens on actual investment in terms of the efficiency framework
outlined in previous sections of the report. First, regarding the alocation of
investment between the United States and foreign locations, existing data indicate
that the United States is a relatively “high tax” country, even if tax havens are

% The data on controlled foreign corporations are from the |RS statistics of income, posted
on the IRS website at [http://www.irs.gov/pub/irs-soi/02it02cf.xls]. The Cayman Islands
GDPisfrom the country’ s economics and statistics office, and is posted on their website at
[http://www.eso.ky/documl/documl2.pdf].

3 For moreinformation, see CRS Report RL 31444, Firms That Incorporate Abroad for Tax
Purposes: Corporate“ Inversions’ and “ Expatriation,” by David L. Brumbaugh.

%2 For adiscussion of tax havens and illegal activities, see Martin A. Sullivan, “Sex, Drugs,
and Tax Evasion,” Tax Notes, June 18, 2007, pp. 1098-1100.
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omitted from the calculation.®®* Thus, much of the income shifted to tax havensis
likely shifted from countrieswhosetaxesarelower than U.S. taxesto beginwith. As
aresult, it is likely that tax havens on balance magnify the distorting effects of
deferral, thus further diverting U.S. investment to foreign locations and, in turn,
reducing economic efficiency and U.S. national welfare. This efficiency effect,
however, may be mitigated by a reduction in the tax-induced distortion of location
decisions across foreign countries.®

Along with efficiency effects, tax havens reduce tax revenue collections by
capital-exporting countries. Inthecaseof U.S. firms' use of tax havens, therevenue
loss can accrue both to the United States (in the case of income shifted from domestic
sources) and other countries (in the case of income shifted from other countrieswith
higher taxes). Tax havenslikewise havethepotential of damaging perceptionsof tax
fairness when public reports appear of large firms and wealthy individual s using tax
havens to avoid or evade substantial taxes.* Accordingly, apolicy question is how
tax evasion, or what might be termed “abusive’ tax avoidance through tax havens,
can be reduced.

One possible approach to tax havens is multilateral (that is, multi-country)
action. The concept here is that tax havens flourish in part because of a lack of
coordination in tax-administration between non-haven countries and that efforts to
suppress tax-haven activities cannot be successful without solidarity among non-
haven countries.®* One prominent multilateral effort has been the Organization for
Economic Cooperation and Development's (OECD’s) “harmful tax practices
project,” initiated in 1996. Thefocusof the OECD’ s project has been to identify tax
havens and to induce them to increase their “transparency” (presumably reduce
secrecy about financial transactions) and to increase the number and scope of
exchange of tax information agreements with tax havens.®’

32002 Interna Revenue Service data on U.S.-controlled foreign subsidiaries show that
subsidiaries pay, on average, alower percentage of their pre-tax earnings in tax than do
firmsin the United States. This is true even for developed countries such as the United
Kingdom and Canada.

% That tax havens actually stimulate investment in nearby higher-tax countriesisarguedin
Mihir A. Desai, C. Fritz Foley, and James R. Hines, Jr., “Do Tax Havens Divert Economic
Activity?’ Economics Letters, vol. 90, 2006, pp. 219-224.

% Senate Finance Committee Chairman Max Baucus, for example, has observed that when
tax havens are used for tax evasion “the honest American taxpayerswho work hard, and do
not have the ability to engage in offshore activity, are left holding the bill.” Sen. Max
Baucus, Hearing Statement Regarding Offshore Tax Evasion, May 3, 2007. Available as
Finance Committee news rel ease on the committee’ swebsite at [ http://finance.senate.gov.]

% To illustrate, imagine a situation where country A has exchange of information
agreements both with country B and tax haven H. Country B, however, has no exchange
agreement with the tax haven. Conceivably, would-be taxpayers from country A could
channel tax-saving tax haven transactions through country B.

3" Jeffrey Owens, Director, OECD Centre for Tax Policy and Administration, “OECD’s
Work in Counteracting the Use of Tax Havens to Evade Taxes,” unpublished paper
presented at the American Enterprise Institute, December 11, 2006. Some U.S. criticsof the

(continued...)
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A unilateral approach was proposed by the Clinton Administration with its
FY 2001 budget proposal. The basis of the plan was to be a list of jurisdictions
identified by the Treasury Department as tax havens. Foreign tax credits and the
deferral benefit would be restricted for taxpayers using the identified tax havens.®
More narrow unilateral approaches proposed in the past have primarily involved
increasing information reporting requirements.

Several legidlative proposalsin the 110" Congress would also rely on alist of
identified tax havensto be developed by the Treasury Department. S. 396 (Senator
Dorgan) would treat controlled foreign corporations chartered in countriesidentified
astax havens as domestic corporations. S. 681 (Senator Levin) would (among other
provisions) establish legal presumptions against tax-haven transactions and increase
bank reporting requirementsfor tax-haven transactions. H.R. 2136 (Representative
Doggett) would expand the legal and administrative tools available to the IRSin a
variety of ways(e.g., increasing reporting requirements and strengthening penalties).

General Reforms of the Corporate Tax and
Implications for International Tax Treatment

Despiteincreasing globalization of theU.S. economy, foreigndirect investment
remains a small share of the U.S.-owned capital stock. For that reason, it would
perhaps not be appropriate for international concernsto dominate the formulation of
corporatetax policy. Nevertheless, thereare specificformsof corporatetax revisions
that might have important consequences for international taxation.

Under the current U.S. system, taxes on corporate profitsat theindividual level
(dividends and capital gains) tend to be collected (dueto tax treaties) on aresidence
basis. If taxes at the individual level could be increased and taxes at the corporate
level decreased, the tax would shift towards a residence-based system without any
other changes and without any additional concerns about portfolio substitution. In
2003, relief for double taxation was provided by reducing the tax rate on corporate
dividendsfrom the ordinary tax rateto 15% for those in brackets above the 15%rate,
and to 5% for others. The 5% rate is now scheduled to fall to zero.

Using 2004 figures, where data on qualified dividends are available, the 35%
corporate tax rate could have been rolled back to a 31% rate, or even less, for the

37 (...continued)

OECD criticized what they saw as the initiative's underlying premise that low taxes are
suspect. It wasindeed partly on thisbasisthat the Bush administration persuaded the OECD
to focus on transparency and exchange of information rather than efforts to persuade
targeted countries to change their tax practices towards non-residents. See Hon. Paul
O’ Neill, Secretary of the Treasury, testimony bef orethe Senate Committee on Governmental
Affairs, Permanent Subcommittee on Investigations, July 18, 2001. Available at the
committee’ s website, at [http://hsgac.senate.gov/071801_psioneil.htm].

% For a description of the proposal, see U.S. Congress, Joint Committee on Taxation,
Description of Revenue Proposals Contained in the President’s Fiscal Year 2001 Budget
Proposals (Washington: GPO, 2000), pp. 500-5009.
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same revenue cost if a corporate rate reduction rather than reductions in the
individual level tax had occurred.*® There are many other potential changes that
could raise revenue to permit a further lowering of the corporate rate. At the
individual level, these might include higher capital gains tax rates, accrual taxation
of gainson corporate stock, and limits or modest taxes on retirement savings (which
would benefit from corporate rate reductions). At the corporate level, a number of
base broadening provisions might be considered. It could be feasible to lower the
corporate tax rate to 25% with relatively modest changes in tax rules.®

A lower U.S. corporate tax is desirable if one believes that the most serious
distortion in theinternational tax system isthe tendency of capital to flow to low-tax
foreign jurisdictions because of deferral. Such aproposition isareasonable one, as
the United States is generally ahigh-tax country. Lower corporate tax ratesare aso
responsive to concerns that portfolio substitution disfavors U.S. owned firms.

¥ |n 2004, taxable qualified dividends for individual income taxes were $104 billion
according to the Statistics of Income data. Assuming a 15% rate differential, rolling back
the provision for dividends would have raised revenues by $15.6 billion. The gain from
raising the capital gains tax rate back to 20% depends on the behavioral response — how
much individuals reduce their realizations, given tax increases. Based on the redlization
responses the Joint Tax Committee used in the past, and the Congressional Budget Office
baseline, the gain for capital gainswould be $9.2 billion. If the realizations response were
based on the response used by the Congressional Budget Officein projecting the baseline,
it would raise $12.7 billion. There is some evidence that even that response is too large.
(For a discussion of how to incorporate these realizations responses see CRS Report
RL 33899, Modifying the Alternative Minimum Tax (AMT): Revenue Costs and Potential
Revenue Offsets, by Gregg Esenwein and Jane G. Gravelle. |f therevenuegainisto beused
to reduce the corporate tax and raise after-tax profits, they need to be grossed up by (1-t)
where t is the effective individual tax rate on an additional dollar of corporate after-tax
profits. The estimate assumes an average tax rate of 25% and that half of the income goes
to non-taxabl e reci pients such as pension funds, for an overall rate of 12.5%. Corporatetax
revenues were $189 billion in FY 2004, but this value was unusually low because of bonus
depreciation. Adjusting for bonus depreciation brings the revenue to $236 billion. (For a
discussion, see CRS Report RL33672, Revenue Feedback from the 2001-2004 Tax Cut, by
Jane G. Gravelle)) Therevenue gainsdivided by the gross-up factor and then by corporate
tax receipts indicate the percentage reduction in the corporate tax (12% and 13.5%
respectively), which are then multiplied by the 35% rate to determine the percentage point
reduction.

“0 Taxing capital gains at full rates would raise, for 2004, $7 billion to $20 billion, or even
more, allowing a rate decrease of one to three percentage points. Accrual taxation would
yield dramatically larger revenues. Two examples of corporate base broadenersincludethe
production activities deduction for domestic manufacturing and certain industries, and the
title passage rule, which is a rule alowing an arbitrary alocation of income from U.S.
exportsto be assigned to foreign-source income for purposes of the foreign tax credit limit
(effectively an export subsidy). According to tax expenditure estimates, the production
activities deduction (whichisbeing phased in) will reach acost of $10 billion by FY 2010.
Thetitle passage rule costs about $6 billion. Thesetwo corporate provisions should permit
athree percentage point reduction, bringing the rate to between 27% and 28%.
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While international concerns should not necessarily dominate the issues
surrounding corporate tax policy,” they do suggest the economic desirability of

certain typesof corporatetax reformsthat would improve economic efficiency inthe
international area.

“I Two reasonsto provide relief at theindividual level are (1) to focustax cuts on marginal
investment, which is more likely to be taxable investment to individuals rather than
investment in pension funds and retirement accounts; and (2) to reduce the distortion that
capital gainstaxesimpose on the willingnessto realize gains and adjust assets. Thislatter
distortion, however, would be improved if an accrual basis capital gainstax on corporate
stock were adopted. Such a move would also raise a great deal of revenue that could be

used to lower corporate tax rates. Doing so would also end concerns about using
corporations with lower tax rates to shelter income.





