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The Foreign Tax Credit’s Interest Allocation Rules

Summary

The foreign tax credit alleviates the double-taxation that would result if U.S.
investors overseasincome were to be taxed by both the United States and aforeign
country. U.S. taxpayers credit foreign taxes paid against U.S. taxes they would
otherwise owe, and in doing so concede that the country whereincomeis earned has
the primary right to tax that income. But the United States retains the primary right
totax U.S.-sourceincome, placing alimit on theforeigntax credit: foreign taxes can
only offset the part of aU.S. taxpayer’ sU.S. tax that falls on foreign source income.
It isthislimit to which the American Jobs Creation Act of 2004 (P.L. 108-357, Jobs
Act) applied. To calculate the limit, afirm separates its revenue and costs, for tax
purposes, into those having aforeign source and those havingaU.S. source. Foreign
taxes can offset U.S. tax on revenue “sourced” abroad; in effect, foreign-source
incomeisexempt from U.S. tax for firmswhose foreign tax credits exceed the limit
(firmswith “excess credits’). But because deductions allocated abroad reduce U.S.
tax, the effect is the same as if deductions allocated to foreign sources can not be
claimed for U.S. tax purposes.

If aU.S. firm has foreign investments, current law requires at least part of the
U.S. interest to be allocated to foreign sources based on the theory that debt is
fungible — that regardless of where funds are borrowed, they support a firm's
worldwideinvestment. But multinational firms have argued that if part of domestic
interest isallocated abroad, part of foreign interest should be allocated to the United
States, which would reduce U.S. tax. (Some critics have suggested, however, that
granting multinationals tax benefits through interest allocation revisions should be
accompanied by restrictions on the benefit of deferral, which allows taxes.)

Thisworldwideallocation rule was adopted inthe Jobs Act, but hasnot yet been
implemented. The Jobs Act called for implementation starting in 2009, while P.L.
110-289 has subsequently del ayed implementation until 2011. Other billsbeforethe
110" Congress, including H.R. 3920, H.R. 5720, and H.R. 6049, would also delay
or repeal the implementation of the worldwide interest allocation rule.

The analysis here suggests that current law’ sinterest allocation rules are likely
imperfectly structured to achieve the obj ective of theforeign tax credit limit and that
worldwide allocation of interest as enacted by the Jobs Act, while losing revenue,
would probably be more consistent with the basic objective of the foreign tax credit
limit. Tax planning techniques however, could undermine this objective and cause
further revenue loss. And, like the foreign tax credit limit itself, allocation rules
contribute to tax distortions which may be heightened with worldwide allocation.
Further, an expansion of the bank “subgroup” elections contained in the Jobs Act
may not be consistent with the general objective of worldwide allocation of interest.
Although the Jobs A ct containsanti-abuserul es, these subgroup el ectionsmay permit
firmsto avoid theimpact of theinterest allocation rules. Thisreport will be updated
as legidative events warrant.
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The Foreign Tax Credit’s Interest
Allocation Rules

The American JobsCreation Act of 2004 (P.L. 108-357; the Jobs Act) contained
anumber of provisionsrelated to thetaxation of multi-national corporations. Among
these provisions were more generous rules for multinationals to use in allocating
interest expense for purposes of the U.S. foreign tax credit. Thisruleisreferred to
asthe“worldwide” allocation of interest and it isthe subject of thisreport. Theact’s
changes are dueto take effect for tax years beginning after December 31, 2008. The
implementation was, subsequently, delayed until tax yearsbeginning after December
31, 2010, by P.L. 110-289. Other proposalsin the 110" Congress, including H.R.
5720, H.R. 6049, and H.R. 3920, would also delay or repeal the worldwide interest
allocation rule.

The Jobs Act’ sinterest all ocation provision was designed to correct what some
arguewasanimperfectioninthedesign of theforeigntax credit rules. Ingeneral, the
tax code places a limit on the foreign tax credit. To calculate the limit, firms are
required to separate interest and other expenses according to source — foreign or
domestic. Because of effects detailed below, the more interest that is assigned to
domestic sources, themoreforeign tax creditsafirm can claim and thelower itsU.S.
tax liability. Some believed that the prior law’s approach unduly left taxpayers
exposed to double taxation of foreign-sourceincome.> The Jobs Act addressed this
perceived flaw.

The analysis here indicates that worldwide alocation rules, while losing
revenue, would likely be better aligned with the objective of the foreign tax credit.
Tax planning techniques could undermine this objective — and lead to increased
revenue loss and efficiency costs.

The act contained another relevant modification to theinterest allocation rules,
that would increase afirm’ screditabletaxes. Specifically, the provision expandsthe
subgroup election for banks to include other financial intermediaries, including
insurance companies — which allows for the separate calculation of interest
alocation. This provision could insulate some firms from a portion of the interest
alocation rules, and it is at odds with the theory underlying the act’s other
provisions.

1 U.S. Congress, Joint Committee on Taxation, General Explanation of Tax Legislation
Enacted in the 108" Congress, JCS-5-05, May 2005 (Washington: GPO, 2005).
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Function and Mechanisms of the
U.S. Foreign Tax Credit

The United States — in principle — taxes its resident corporations and
individuals on their worldwide income, regardless of where it is earned, under the
residencerule. Theforeigntax credit and deferral, arethekey structural piecesof the
U.S. taxation of foreign-source income. Theforeign tax credit provisions generally
permit U.S. taxpayersto credit foreign taxes they pay against U.S. taxes they would
otherwise owe — on a dollar-for-dollar basis. For example, a U.S. corporation
chartered in North Dakotaispotentially subject to U.S. tax onincomeit earnsoutside
the United States. Concurrently, however, the foreign countries where the income
isearned generally tax that income, evenif itisearned by aforeign (U.S. inthiscase)
investor, under the source principle. In the absence of the foreign tax credit, this
income would potentially face double-taxation and possibly very high tax rates.

The foreign tax credit, however, generally alleviates the possibility of double-
taxation of foreign-source income. With the credit, the U.S. concedes that the
country whereincome is earned has the primary right to tax that income and collect
thetax revenuethat it generates.? Thisresultsinthe U.S. collecting only the U.S. tax
due after paying foreign taxes— if positive. Assuch, theforeign tax credit helpsto
define the U.S. tax jurisdiction and it is not a tax expenditure favoring selected
groups. While theoretically straight-forward, overlapping jurisdictions introduce
numerous complications. To better understand interest allocation rules, it is useful
to first examine two key structural pieces. deferral and the foreign tax credit
l[imitation.

Deferral

Asnoted above, deferral is one of the key structural pieces of the U.S. taxation
of foreign-source income. U.S.-owned firms can conduct their foreign operations
through foreign chartered subsidiaries. Unlike U.S. chartered firms, these foreign-
chartered corporations are generally taxed only on income earned in the United
States. Thus, where a U.S. parent firm invests abroad through a foreign chartered
subsidiary, U.S. taxes do not apply to its foreign income, as long as the income is
reinvested abroad.® U.S. taxes are, in other words, deferred or postponed. Because
of discounting, firmsview the cost of taxes paid in thefuture aslessthan anidentical
amount paid inthe present. U.S. taxesdo apply when theincomeisrepatriated to the
U.S. parent firm asintra-firm dividends.

Foreign tax credits can be claimed with respect to U.S. tax on dividends
received from foreign subsidiaries. In addition to thedirect credit, “indirect” foreign

2 That is, the resident principle is subordinate to the source principle when the two are
asserted by different jurisdictions.

% Income received under Subpart F rules, which are aimed at sheltering activities, is not
eligible for deferral.
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tax credits can be claimed by a U.S. parent firm for foreign taxes paid by the
subsidiary during the time the income was tax-deferred.*

Foreign Tax Credit Limitation

Asnoted above, the U.S. concedes that the country whereincomeis earned has
the primary right to tax that income and collect thetax revenuethat it generates. The
U.S. retains, however, the primary right to tax U.S. source-income. In order to
protect its domestic tax base, the U.S. imposes alimitation on theforeign tax credit.®
In effect, thetax code only allowsforeign tax creditsto offset the U.S. tax on foreign
source-income. Any foreign taxes paid in excess of the limit become “excess
credits’ and can be carried back one year and carried forward up to 10 years.®

The foreign tax credit and its mechanics can be understood clearly by looking
at thetax rate on foreign incomethat is produced by the foreign tax credit. With the
foreign tax credit and its limitations, a U.S. investor pays total taxes (U.S. plus
foreign taxes) on foreign income at an average rate equal to the higher of the U.S.
pre-credit tax rate or the foreign tax rate. For example, if afirm paysU.S. tax at a
35% rate and the foreign tax rate is 10%, its total tax on foreign income would
consist of the 10% foreign tax plus the 25% of U.S. tax that remains after the 10%
offset by the foreign tax credit.” If, instead, the foreign tax rate is 50%, the firm
could offset all of its U.S. tax on foreign income with the foreign tax credit, and
would pay only foreign taxes — at a 50% rate.?

If afirmisin an excess credit position — its foreign taxes exceed U.S. tax on
foreign-sourceincome— the sourcing of income and deductions matters. Under the
foreign tax credit limitation, maximum creditable foreign taxes are limited to the
amount of U.S. pre-credit tax falling on foreign source income rather than domestic-
source income. It follows that if, for example, an item of revenue is determined to
have a foreign rather than U.S. source, then the maximum foreign tax credit is
increased because foreign income and the share of U.S. pre-credit tax falling on
foreign income is increased. The reverse is true with deductions; a deduction
allocated to foreign rather than U.S. sources reduces foreign income and U.S. pre-
credit tax on foreign income; it reduces creditable foreign taxes and increases after-
credit U.S. tax.

“Whilethe U.S. parent can claim indirect foreign tax credits with respect to dividends, the
dividends are also “grossed up” by the amount of the foreign tax before they are included
in the parent’ s taxable income. Thus, a parent’s taxable dividend from foreign sourcesis
1/(1-t), where t isthe foreign tax rate.

® In the absence of alimit, foreign countries could, in theory, divert tax revenue from the
U.S. by simply raising their taxes on U.S. investors — without fear of placing additional
burdens on the U.S. firms themselves.

® Firms whose foreign taxes exceed the limit are said to be in an excess credit position.
"Thus, the total tax rate is 35% — 10% plus 25%.

8 These rel ationshi ps assume a uniform definition of taxableincomeinthe U.S. and foreign
countries.
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Interest Allocation Rules

Whether an expense is deducted from foreign or U.S. income matters for tax
purposes. Thetax code, therefore, contains rulesfor allocating deductions between
foreign and U.S. sources. In the case of interest expense, the rules generaly are
based on the approach that money is fungible and that interest expense is properly
attributable to all business activities and property of a taxpayer, regardless of any
specific purpose for incurring an obligation on which interest is paid. For example,
aU.S. parent company might borrow in the U.S. and use the funds to increase its
equity stake in aforeign subsidiary, which uses those borrowed funds to make its
own investments. Conversely, a U.S. firm could borrow domestically to finance
domesticinvestment — investment that might otherwise have been financed through
repatriated earnings. In this case, domestic borrowing may support both domestic
and foreign investment.®

Whileit isbeyond the scope of thisreport to determineif the fungibility of debt
is a reasonable assumption, except to recognize that it underlies both the current
interest alocation rules and those enacted by the Jobs Act, some facts on each side
areworth noting. First, infavor of fungibility, corporationsarelegal entities, and not
economic ones. As a result corporate boundaries can be easily manipulated for
financial gain. Conversely, the existence of cross-jurisdictiona interest rate
differentials suggest that fungibility may not hold between all jurisdictions.

Current law appliesthe fungibility principlein amanner sometimesreferred to
as“watersedge’ allocation. Under thissystem, foreign subsidiariesare not explicitly
included in the alocation. This has two implications for the allocation formula.
First, only adomestic parent’ s equity stakein itsforeign subsidiary is counted as an
asset — excluding the foreign subsidiary’s assets financed by debt. The parent’s
assets, in contrast, are al included in the cal culation — whether financed by equity
or debt. Secondly, the subsidiary’s interest expense is automatically alocated to
foreign sources. Thisoccurssincethesubsidiary’ sinterest expensereducesdividend
payments to the parent, which are all alocated to foreign sources.

“Worldwide” Allocation

An dternative to the “waters edge” allocation is a “worldwide” allocation
regime, such as enacted by the Jobs Act.”® Under a “worldwide” alocation, the
borrowing of foreign subsidiaries would be taken into account. This change would
have two effects, which combined, increase the foreign tax credit limit of
multinational sand therefore decrease after-credit U.S. taxes. Thefirst effectinvolves
including interest of the foreign subsidiary. By allocating a portion of foreign debt
to domestic use, this reduces foreign source deductions, increases foreign source
income, increases the foreign tax credit limit and reduces U.S. tax liability. The

°® This implies a fungibility of equity, i.e. the subsidiary’s retained earnings support
investment at home and abroad.

9 The interest allocation provisions of the Jobs Act become effective for taxable years
beginning after December 31, 2008.
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second effect involves counting foreign subsidiary, debt financed assets as part of the
worldwide asset base of the parent company. Taken inisolation, thiswould alocate
more interest to foreign sources and raise U.S. tax liability. Mathematically,
however, the first effect dominates — so tax liability is reduced under worldwide
allocation.

The Advantages of Worldwide Allocation

One can argue that worldwide all ocation more accurately limits the foreign tax
credit toincomethat isattributableto aforeign source, aslong asborrowed fundsare
fungible. Briefly, this perspective results as follows: if it is true that borrowing in
one location finances investment in al locations equaly; then it is true that
borrowing domestically or abroad should not alter the share of income earned
domestically or abroad. Remembering that the purpose of the foreign tax credit
limitation is to protect the U.S. tax base, while minimizing double-taxation of
foreign-source income, it then follows that location of borrowing should not affect
the maximum creditable foreign taxes. Under current law, the limitation can be
affected by shifting the borrowing location.

Disadvantages of Worldwide Allocation

While worldwide allocation would achieve a more accurate foreign tax credit
limitation, there are al so some complications and disadvantagesto such an approach,
including administrative complications, tax planning complications, and increases
in investment distortions (even though U.S. revenueislost). Also, if interest rates
vary acrossjurisdictions, it isn't clear whether fungibility of borrowing is pervasive
and that worldwide allocation of interest is completely appropriate to achieving the
goa of limiting the foreign tax credit to income that is attributable to a foreign
source.

Administrative Complications. One obvious disadvantage of worldwide
alocationisthat it would require foreign subsidiaries, which are not always wholly
owned by U.S. firms, to classify their assets and borrowing for U.S. tax purposes as
having a U.S. or foreign location. This change would complicate both IRS tax
administration and firm compliance.

Tax Planning. A secondissuewithworldwideallocationisthe possibility that
firms could artificially increase their gross foreign assets to eliminate any interest
alocation. Under worldwide allocation, there are no decreases in the foreign tax
credit limit if theforeign subsidiary has adebt to asset ratio ashigh or higher than the
parent company. However, if firms could borrow and redeposit funds, they could
increase their debt to gross asset ratios. For example, suppose a parent company has
$100 million in assets and its subsidiary aso has $100 million in assets, with only
$50 million in debt attributable to the parent company. Under both current and
pending law, half of thedebt ($25 million) would be alocated tothe subsidiary. This
allocation is consistent with the worldwide fungibility of debt. Suppose, however,
that the subsidiary could borrow $100 million and redeposit the $100 millionin a
bank account, then no allocation would occur. The subsidiary would now have $200
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million in gross assets, two-thirds of the total, gross debt would be $150 million and
$50 million would be allocated to domestic uses.

The possibility of borrowing is one reason to restrain the allocation to a non-
negative one; otherwise this technique could be used, at the extreme, to further
reduce U.S. tax liability and to render the foreign tax credit limit meaningless.

Whilethisdiscussion outlines apossibletax planning technique; firms may not
choose to use it and that transaction costs could reduce the value of the technique.
It doesillustrate that at an extreme, tax planning could eliminate the allocation rules
entirely. Itispossiblethat other methods could be used to prevent such abuses, but
they would likely be complex and add to the admini strative complications, mentioned
above.

Economic Efficiency. Another worldwide allocation issue concerns
economic efficiency. As noted above, the purpose of the foreign tax credit limit is
not to ensure the efficient allocation of resources; rather, it is concerned with
protectingthe U.S. tax base. Theimpact of worldwideallocation ontheability of the
economy to efficiently allocateinvestment and borrowing among different locations,
however, can be viewed as one cost of fine-tuning the foreign tax credit limitation.
In some respects, worldwide allocation might create greater distortions in the
allocation of debt and equity capital, relative to the non-tax allocation.

First, worldwide all ocation magnifies tax-based incentivesto borrow abroad —
animportant consideration if debt isnot fungible, asassumed. Allocating interest on
the worldwide basis of aggregate capital stock, for purposes of theforeign tax credit
limit, effectively reducesborrowingintheU.S. andincreasesit abroad. Ineffect, any
savings can be cal culated by multiplying theforeign tax ratetimestheinterest shifted
abroad. For example, if the interest rate were 10 percent and the foreign tax rate 40
percent, a$100 dollar shift in debt from the U.S. to aforeign locale would save the
company $4. If therewere no allocation rules, however, then the shift in debt abroad
would lead to alarger interest deduction abroad, but asmaller foreigntax credit limit,
because the flow of dividends is net of interest costs. In this case, the benefit of
shifting is the difference in the tax rates. Continuing our example, the foreign tax
rateis40 percent and the U.S. tax rate is 35 percent, so that the savingsis only $0.50
(0.05 times the interest). The current system is in between these two cases; the
allocation of domestic interest does mean that a shift in the debt abroad has an effect
in reducing theforeign tax credit limitation, but not the effect that would occur with
no allocation rules.

Similarly, the degree to which equity investment is discouraged in the high tax
countries(ageneral efficiency problemwithinternational taxation), while minimized
when there is no alocation rule at al, is likely to be larger with the worldwide
allocation system than with the current allocation system.

The efficiency effects of shifting both debt and equity abroad simultaneously
would be more complex and depend upon the level of debt by the parent firm and
other factors. In some cases, the current allocation rules cause more distortions and
in some cases they reduce distortions.
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Overal, the best system for minimizing the distortions in both the allocation of
borrowing and equity investment isto have no allocation rules at all. Nevertheless,
if the parent tendsto do most of the borrowing (which may occur for avariety of non-
tax reasons), having no allocation rules could cause asignificant loss of U.S. revenue
compared to both the current system and to the worldwide approach. That is, some
efficiency cost is necessary to protect the U.S. tax base. In both cases, however,
partial allocation rules areless distortionary than full alocation rules. Therulesare
less clear with respect to investment shiftsthat occur simultaneously with debt shift.

These issues become more complicated when considering multiple country
investments. Sincefirmsare generally not required to cal cul ate separate foreign tax
credit limitsfor different countries, firms can use excess creditsfrom one country —
a high tax country — to shelter income from a low tax country from U.S. tax.
Accordingly, even if a firm is in an excess credit position and makes interest
alocations, it will still be faced with an incentive to invest in low-tax countries.
Moreover, itisdifficult to make precisejudgements about economic efficiency when
the tax system is not efficient in other ways, such as with deferral. Neverthelessit
isinteresting that there are cases where a change in the allocation rules that lowers
taxes of multinational corporations can magnify distortions.

Interest Rate Differentials. A fina complication relating to interest
alocationrulesisthepossibility of interest rate differentials. Inaperfect worldwith
completely mobilecapital, suchinterest rate differentialswould not occur. However,
if the domestic saversprefer investing in particul ar locations or there are differences
inrisk acrosslocations, such differentialsmay arise. In particular, if foreign interest
rates are higher than U.S. rates, worldwide allocation rules will have alarger effect
increasing theforeign tax credit limit than would be the case where interest rates are
identical.

It is difficult to ascertain how these interest rate differentials should influence
the allocation process. Certainly, the presence of interest rate differentials suggests
that the very presumption of fungibility is in question, and also suggests that the
presumed standard that justifies worldwide all ocation — equal debt-to-equity ratios

— may not be the case. While beyond the scope of this paper, this area may need
further exploration.

Subgroup Elections

Alongwithalowingfirmsto alocateinterest expense on the basisof worldwide
groups, the Jobs Act contained an additional related change. Current law contains
asubgroup election for firmsthat are banks. The act expandsthiselectionto awider
range of financial intermediaries, including finance companies and insurance firms.
Such an election could, potentially, reduce the amount of interest aworldwide group
is required to allocate to foreign sources. For example, a firm that has a financial
subsidiary which conducts genuine financial intermediation could arrangeto have a
portion of the non-financial part of the firms borrowing undertaken by the
subsidiary. If the financial subsidiary’s assets are principally located in the U.S,,
borrowing through the subsidiary could be insulated from allocation rules. More



CRS-8

directly stated, firms could distribute their borrowing among related subsidiaries to
minimizeforeign allocations of interest. The act does contain anti-abuse provisions
whose apparent intent is to limit such arrangements. Nonetheless, it remainsto be
seen if the anti-abuse provisions will be effective in limiting such arrangements.

As mentioned above, the Jobs Act contains a number of rulesintended to limit
the extent to which the expansion of the bank group election can be used to avoid
interest allocation. For example, the act would limit the extent to which a subgroup
member can increase the portion of its earnings it pays to the parent as dividends.
This rule is, presumably, designed to limit the means by which a subgroup can
borrow and subsequently transmit debt to its parent. If the subgroup is new,
however, the rules for calculating average dividends are confined to the subgroups
years in existence, which may provide a mechanism for avoiding the limitation.

In short, the act’s subgroup election provision appears to present potential
opportunitiesfor firmsto avoid the allocation of interest according to the fungibility
principle. Unlike the act’s other changes in the allocation rules (discussed above),
thisfeature of thebill appearsto movethe system away from the“theoretically pure’
foreign tax credit limitation under the assumption of fungibility.

Conclusion

The analysisin this report suggests that there are benefits and disadvantagesto
worldwide allocation of interest enacted by the Jobs Act. If debt is fungible,
worldwide allocation is the most accurate method of ensuring that the U.S. foreign
tax creditisused for itsintended purpose: allowing theforeign tax credit to offset the
full share of U.S. pre-credit tax that falls on foreign source income. Absent
additional rules, however, opportunitiesfor tax planning may limit the achievement
of thisobjective. Also, liketheforeigntax credit limit itself, allocation rulestend to
contribute to the distortions that discourage equity investment abroad. Adopting
worldwide alocation rules could, in several ways, increase these distortionsrelative
to current law. While the distortions created by current law can be viewed as a cost
of collecting taxes — since they increase U.S. revenue — and potential increased
distortion associated with worldwide rules cannot since they decrease U.S. revenue.

Finally, the subgroup election provision in the Jobs Act does not appear
consistent with the general objective of the foreign tax credit limit or the act’s own
worldwideallocation regime. Thissubgroup election may permit firmsto reducethe
current domestic interest allocation costs, while achieving foreign interest all ocation
benefits.
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Appendix. Effects of Alternative Allocation Rules

This appendix derives the alocation rules that most accurately support the
foreign tax credit limitation — the rulesthat most accurately limit creditable foreign
taxesto U.S. tax on foreign-sourceincome. Whilethisideal ruleisone under which
the location of borrowing does not affect the foreign tax credit limit for U.S. tax
purposes, taxpayers could still change their overall (that is, foreign and U.S.
combined) tax liability by switching the location of borrowing. The appendix
continues by showing how the incentive to borrow abroad is affected by allocation
rules. The discussion concludeswith an analysis of how the allocation rules affect
investment.

Deriving Accurate Allocation Rules

The shape that accurate allocation rules take depends, crucialy, upon the
assumption of debt fungibility. Asnotedinthetext, itisunclear whether fungibility
accurately represents real world experiences. Since both current and enacted law
both make this assumption, however, fungibility will be assumed — that debt
supports investment in al locations, regardless of the borrowing locale.

With the assumption of fungibility, a shift in the location of borrowing should
not shift the location of investment. Further, since investment produces income, a
shift in the location of borrowing should not alter the proportion of income earned
at homeor abroad. Thus, for theforeign tax credit limit to be accurate, afirm should
not be able to affect the limit by shifting its location of borrowing.

The Basic Limitation without Allocation of Interest. Assume a
multinational’ s U.S. tax liability can be expressed as:

(1) U.S. Tax =t(Y + D/(L- ) - iBy) - tD/(L - t);

wheretistheU.S. tax rate, Y isU.S.-sourceincome before interest deductions, D is
dividendsfrom aforeign subsidiary, t; istheforeign tax rate, i istheinterest rate, and
B, isdomestic borrowing. The equation’ sfirst term representsthetax on worldwide
income, with dividends grossed up to a pre-foreign tax basis, while the second term
is the foreign tax credit, which is limited to the U.S. tax on grossed up dividends.
Theforeign tax credit isalso limited to actual foreign taxes paid (or deemed paid, in
the case of dividends). Asaresult, changing the base of the foreign tax credit only
has an effect when acompany isin an “excess credit” position — where theforeign
tax rate is greater than the U.S. rate.

For this analysis, foreign subsidiary dividends are defined in terms of foreign
earnings and other elements as:

where Y isforeign earnings before deducting interest, R isretained earnings, and B,
is borrowing by the foreign subsidiary. In all cases, the amounts would be scaled
back for a subsidiary that isn't wholly owned (e.g., if a subsidiary is 90 percent
owned, then all three values would be multiplied by 0.9). Foreign earnings are the
sum of dividends, retained earnings, interest payments, and foreign taxes. Therefore:
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(3) D/(1-t)=Y,-R/(L-tf)-iB;.
Thus, equation (1) can be rewritten:
AHUS Tax-t(Y +Y;-R/I(1-t)-iB;-iBy) - t(Y;-R/(1-t) - iB;)
For afirm in an excess credit position, the limitation, L, isthe last term:
Gy L=t(Y;-RI(1-t)-iBy)

Inthisworld, without allocation rulesthat require the allocation of domestic interest
to foreign sources, the taxpayer could increase the limitation — and reduce their
taxes — by shifting borrowing to their subsidiary (by reducing iB; and increasing
iB4 by equal amounts). Clearly, if fungibility is assumed, requiring no allocation
rules does not result in an effective limitation.

Adjusting for the Fungibility of Borrowing: The Ideal. For the
limitation to be unaffected by the location of borrowing, geographic-specific
borrowing cannot be a parameter in equation (5). That is, neither B; nor B, can
appear in the equation. This condition is satisfied, incompletely, by replacing the
term iB; in the equation with iB;. In this formulation, the limitation could be
unaffected by the borrowing location with an allocation rule allocating al borrowing
coststoforeignincome, or, aternatively, to domesticincome. Clearly, thisisat odds
with the assumption of fungibility. That is, if afirm has both foreign and domestic
investment supported by borrowing, some portion of the interest on total borrowing
must be allocated to foreign sources and that proportion must be independent of the
borrowing locale. Thus, assuming fungibility, an accurate limitation can be written
as.

6) L=1t(Y;-RI(1-t)-iAB,),

where A isthe portion of interest allocated to foreign sources. Fungibility requires
that “A” cannot be an arbitrarily chosen fraction (50%, for example), and that only
the location of assets defines“A”. Thus:

(7) A = K/K5.
Theideal limitation can, therefore, be defined as:
(8) L* =t(Y; - RI(1-t) - i((K{/K+)By)).

Next, we compare the current law’ s allocation and the Jobs Act’ s rules to thisideal
formula

Adjusting for the Fungibility of Borrowing: Current Law and the
Jobs Act. Asnoted inthetext, current law requires part of domestic borrowing to
be allocated to foreign sources. However, because the subsidiary’s own interest
payments reduce repatriated earnings and not domestic-source income, al the
subsidiary’ shorrowing costsareautomatically allocated to foreign sources. Thusthe
parameter B; in the ideal limitation, equation (8), above, is replaced by B,. In
addition, not all the subsidiaries’ assetsareincluded intheallocationrule, A — only
the parent’s equity stake in the subsidiary isincluded. Thus,
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(9) A = (K; - By)/(K+ - By) and
(10) L =t(Y;- RI(1 - ;) - iB; - i((K; - By)/(K+ - BP)By),
andsinceB,=B; - B,
(A1) L =t(Y;- RI(L - ;) - iB; - i((K; - By)/(K+ - BR)(Br - By)).

Given that thelimitation is, clearly, dependent on the location of borrowing —
i.e. therespectivevauesof B; and B, current |law violatesthe principleof fungibility.
That is, ataxpayer can increase or decrease the limitation by shifting the borrowing
location. Whileafull discussion of thistopicisin the following section, below, note
for now that dL/dB; > 0 and that a taxpayer can increase their limitation by shifting
borrowing from domestic to foreign locations.

Given current law violates the principle of fungibility, let’s turn to the JOBS
Act’srules. As noted in the text, all assets of the subsidiary are included in the
alocation formula. Thus, equation (7) is unchanged. Additionally, the interest
expense of the subsidiary is also subject to allocation — both B, asin equation (9),
and B; aremultiplied by A. Thiscan be accomplished by allocating part of domestic
interest to foreign sources and part of foreign interest to domestic sources — since
foreign borrowing has already been netted out of the dividend. Thus, the limitation
equation can be expressed as:

(12) L =t(Y,- RI(1 - t) - iB;- iB4(K{/K5) +iB{(KJ/K7)).
This simplifiesto:
(I3 L =L* =t(Y- RI(1 - t) - i(K/Ky)By)),

which is the ideal limitation formula, equation (8). As it is consistent with
fungibility, the value of the limitation is independent of the location of borrowing,
and it isproportional to the location of investment.

Effects on Borrowing Location

In order to examine the effects of tax regimes on borrowing locale, we depart
from the base model by adding foreign taxes. To simplify the analysis, we assume
a single tax rate applies to both dividends and retained earnings. This analysis
assumes that foreign tax authorities do not make allocation adjustments. Thus the
total tax paid by a company can be expressed as:

(14) Total Tax =t(Y + Y, - R/(L-t) - iB;) - t(Y, - R/((1-t) -
iBf - i((BT - Bf)(Kf - Bf)/(KT - Bf)) + tf(Yf - iBf)

wheret; isthe foreign tax rate.

This rule can be contrasted with the circumstances where thereis no allocation
rulein place:

(15) Total Tax = t(Y + Y, - RI(L - t,) - iBy) - t(Y, - RI(1-t,) - iB,) + t,(Y, - iB,)

and the worldwide allocation rule, contained in the Jobs Act:
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(16) Total Tax =t(Y +Y, - RI(L-t) - iBy) - t(Y, - RI((1-t) - i(K/K)B,) + (Y, - iB).

Totally differentiating equation (14) gives us the effect of shifting a small
amount of debt from domestic to foreign use, under current law, as:

(17) Changein Tax = -ti + ti(K;- K)* (K- B;) * Change in Foreign Debt
(KT - Bf) (KT - Bf)'

When thereis no allocation rule, theresult is:

(18) Changein Tax = (-t;i + ti) * Changein Foreign Debt,
and finally, with worldwide allocation:

(19) Changein Tax = -t;i * Change in Foreign Debt.

Note that the largest incentive to borrow abroad occurs with the worldwide
allocation, and the smallest incentive occurs with no allocation rules. Without
allocation rules, the savings from shifting debt abroad is the difference between the
tax savings from the foreign deduction and the tax savings from the domestic
deduction. Withworldwideallocation, worldwideinterest isallocated the sameway
regardless of whereit originates, so that the only effectsthat multiply the expression
ti, each onelessthan one, that dilute but do not eliminate the effect of theforeign tax
credit limit. Thefirst term isthe direct effect from allocating domestic interest and
the second isthe effect of using net rather than gross foreign assetsin the allocation
formula

Effects on Equity Investment

Next, let us consider the effect of allocation rules on equity investment. To do
so, we change the notation dlightly to reflect the ideathat grossincomeisthereturn
on capital multiplied by the capital stock.** Under current law, thetotal tax of afirm
can be expressed as:

(20) Total Tax =t(rK, + rK; - R/(1-t) - iB;) - t(r,K, - RI(1 - t,) - iB,
-I(Br - B)(K¢ - B)/(K+ - By)) + t(rK, - 1By)

wherer isthereturn on U.S. capital and r; isthe return to foreign capital, both on a
before-tax basis.

Thisrule can be contrasted with the circumstances where thereisno allocation
rule at dl:

and the Jobs Act rule, with worldwide all ocation:

(22) Total Tax = t(rKy + rK; - RI(1 - t;) - iBy) - t(r;K; - R/(1 - t;) - (iB;K{/Ky))
+1(rK; - iBy).

" For compl eteness, one would need to make a similar adjustment to retained earnings. In
this analysis, however, retained earnings cancels out.
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In order to isolate the tax effect, consider the case where the pretax returns are
equal — in practice they will not equal after the consideration of tax rules. Further,
consider the case where very small, but slightly, different taxes are added to this,
previously, case without taxes.

Next, we totally differentiating equations (20)-(22) with respect to K;, which
holds the firm'’ s total capital stock fixed.

~ Thechangein the tax liability under current law with areallocation of capital
is:

(23) Changein Tax = ((t; - t)r + ti( B,)) * Changein Foreign Capital
(K- Be¥).

When there are no allocation rules;
(24) Changein Tax = (t; - t)r * Change in Foreign Capital,
and under worldwide allocation rules:

(25) Changein Tax = ((t; - t) + ti B;) * Change in Foreign Capital.

T

Inall three cases, thetax systems discourage investment abroad, dueto the high
tax country. Allocation rules magnify this effect because the adjustment to the
foreign tax credit limit increases with larger shares of the capital stock located
abroad. Inthiscase, however, the worldwide allocation rule will further discourage
investment abroad because of a more powerful effect on the alocation rule. Asa
result, worldwide allocation is likely to be less efficient than domestic interest
allocation with respect to disincentives for equity investment.*

Effects on Investment Financed by Debt and Equity

Finally, we consider the effects on investment abroad that are financed by both
debt and equity. Assume that the debt to asset ratio of the subsidiary is fixed, and
that the total assets and debt of the parent and subsidiary are also fixed.

To consider the effects on equity investment, we again adjust our notation to
reflect ideathat grossincomeisthe return on capital multiplied by the capital stock.

The equations from the previous section are modified to allow borrowing to
change when the capital stock is altered. In examining the change in taxes for a
given change in foreign assets, the tax effects of the change in foreign debt are
incorporated. It isassumed that B, bears a constant relationship of K;. If theinitial
ratio of foreign debt to foreign assetsis defined as the constant a, then B; - aK;, and
achangein B; isequal to atimesthe changein K;. That assumption, along with the
preceding assumption, alows the following derivations.

Under current law the effect of the change in tax can be expressed as:

12 This only holds true in the most likely case — when the foreign debt to asset ratio falls
below the domestic debt to asset ratio.
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(26) Changein Tax = ((t; - )® - iB/K, + ti [(B; - B)/(K; - B)][(-tiB)/(K,)]

[((Ky - K)/(Ky - By)) + ((Ky - K)(By - By))/(Ky - B)’]
* Change in Foreign Capital,

without an allocation rule:
(27) Changein Tax = (t; - t)® - iB,/K;) * Change in Foreign Capital,
and with worldwide allocation:

(28) Changein Tax = (t; - t)® - iB/K;) + ti[(B{/K+) - (B/K})]
* Changein Foreign Capital.

Again, in all three cases, the tax systems discourage investment abroad, due to
the high tax country, although this effect is moderated by the deduction for debt
financed investment. The worldwide allocation rule— when debt to asset ratios are
lower abroad than in the United States — would discourage investment to a lesser
amount than equity investment. This moderation of effect results from a small
allocation being made as some of the U.S. interest is shifted abroad. Since the
worldwide alocation rule would not apply when foreign debt to equity ratios are
higher, the worldwide allocation rule would either further discourage investment
abroad or haveno effect. Incontrast, the current all ocation rule may either encourage
or discourage investment abroad. The first term is unchanged from the previous
section, and reflects the effect of allocating more existing domestic interest abroad
asthe capital stock increases. The second term reflectsthefact that someinterest has
shifted abroad and would not be alocated. If domestic debt is small relative to
foreign debt, then the current allocation rule would, simultaneoudly, raise U.S.
revenue and discourage foreign investment in high tax jurisdictions.



