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Summary

Congress and the Obama Administration have expressed interest in addressing multinational corporations' ability to shift profits into low- and no-tax countries with little corresponding change in business operations. Several factors appear to be driving this interest. Economists have estimated that profit shifting results in significant tax revenue losses annually, implying that reducing the practice could help address deficit and debt concerns. Profit shifting and base erosion are also believed to distort the allocation of capital as investment decisions are overly influenced by taxes. Fairness concerns have also been raised. If multinational corporations can avoid or reduce their taxes, other taxpayers (including domestically focused businesses and individuals) may perceive the tax system as unfair. At the same time, policymakers are also concerned that American corporations could be unintentionally harmed if careful consideration is not given to the proper way to reduce profit shifting.

Consistent with the findings of existing research, the analysis presented in this report provides indications that the magnitude of profit shifting may be significant. For example, of the $1.2 trillion in overseas profits American companies reported earning in 2012, $600 billion was attributed to seven "tax haven" or "tax preferred" countries: Bermuda, Ireland, Luxembourg, the Netherlands, Singapore, Switzerland, and the U.K. Caribbean Islands. The Netherlands was the most popular location to report profits, accounting for 14.1% of all overseas earnings of American companies. Further analysis reveals that the share of profits reported is significantly disproportional to the amount of hiring and investment made by American companies in these countries.

Data on the foreign direct investment (FDI) positions of American companies are also analyzed. Examining FDI data allows for an indirect investigation into the degree of profit shifting. The FDI data show that the same seven "tax haven" or "tax preferred" countries accounted for nearly half (47%) of the worldwide FDI position of the United States. The data also show that an increasing share of FDI is being held via holding companies. The report discusses that some of the increased use of holding companies may be tax motivated. Lastly, data from the International Monetary Fund (IMF) and the United Nations (UN) on the location of the FDI positions of all countries indicate that profit shifting is likely an international issue.

Several policy options for addressing base erosion and profit shifting are briefly discussed. Included in the discussion are the tradeoffs and considerations involved in moving closer to either a pure worldwide tax system or a pure territorial tax system. The adoption of a minimum tax or a formula apportionment system is also discussed, as well as the effects of modifying current tax policy such as broadening the definition of Subpart F income or reducing corporate tax rates. The report concludes with a discussion of the Organisation for Economic Co-operation and Development (OECD) Base Erosion and Profit Shifting (BEPS) plan, which may have implications for American corporations even if the U.S. does not adopt the OECD's recommendations.

This report is intended to assist Congress as it considers what, if any, action to take to curb profit shifting. It is one of several CRS products related to the subject of profit shifting. Where appropriate, reference is made to related CRS products that discuss the more technical issues in the international corporate tax debate.









Corporate Tax Base Erosion and Profit Shifting (BEPS): An Examination of the Data




Introduction

It has been reported with increasing frequency that American corporations are engaging in profit shifting. That is, they are using tax planning strategies to avoid, delay, or reduce their U.S. tax on income earned overseas. Included among the companies that have been mentioned are Amazon, Apple, Caterpillar, Cisco, Google, Pfizer, and Starbucks, along with a number of other well and not-so-well known businesses.1 To curb profit shifting, some have argued for disallowing the sophisticated techniques companies use, as either part of a broader tax reform plan, or as separate legislation; presumably the separate legislation would be a stop-gap measure put in place until potential tax reform takes place. Others have argued that it is the current U.S. corporate tax rate and general approach to taxing American multinational corporations (MNCs) that is encouraging companies to shift profits and keep money abroad. The best remedy, it is argued, is to reduce the corporate rate and consider excluding most foreign earned income from taxation. This approach has also been offered as a broader tax reform package. Thus far, there is no consensus on the best way to reduce profit shifting.

Profit shifting is not exclusively a U.S. problem. Foreign policymakers have also voiced concern over the tax strategies employed by U.S. corporations operating in their markets, as well as their own domestically based corporations. For example, in 2012, the Public Accounts Committee of the British House of Commons called upon executives from Amazon, Google, and Starbucks to explain their companies' U.K. tax strategies.2 German Chancellor Angela Merkel urged action to curb corporate profit shifting in a speech at the Organisation for Economic Co-operation and Development (OECD) on February 19, 2014.3 Similarly, French President François Hollande has called for some form of global tax harmonization.4

In response to the growing international concern, the OECD was asked by the G20 finance ministers to develop an Action Plan on Base Erosion and Profit Shifting (BEPS).5 The goal is to develop 15 detailed actions governments can take to reduce tax avoidance by multinational corporations (as well as individuals) worldwide. The Action Plan is scheduled to be completed in three phases: September 2014, September 2015, and December 2015. Some of the actions will require coordination and information sharing between governments, and potentially the amendment of existing tax treaties. As a result, the Action Plan relies heavily on the participation of all major economies. A number of G20 countries that are not part of the OECD (Argentina, Brazil, China, India, Indonesia, Russia, Saudi Arabia, and South Africa) participated in the meetings that led to the eventual adoption of the Action Plan by all G20 finance ministers.

This report is intended to assist Congress as it considers what, if any, action to curb profit shifting. Data on the operation of U.S. and foreign corporations are analyzed to understand where profit may be being shifted to and to what extent. There are indications that profits are being shifted to "tax-preferred" or "tax-haven" countries, and that the amount of profits involved (and therefore the tax revenue lost) could be considerable.6 This report discusses the methods used for shifting profits only to the extent that it is necessary for interpreting the data or discussing policy options. For a detailed discussion of the profit-shifting mechanisms used by corporations, see CRS Report R40623, Tax Havens: International Tax Avoidance and Evasion, by [author name scrubbed].

Overview of the U.S. International Corporate Tax System

The United States, in theory, taxes American corporations on their worldwide income.7 This approach to taxation is referred to as a worldwide (or resident-based) tax system. In contrast, a territorial (or source-based) system would tax American corporations only on income earned within the physical borders of the United States. In reality, no major economy has a pure worldwide or a pure territorial tax system.8

Although the U.S. taxes the worldwide income of American corporations, current law allows taxes to be deferred on income earned abroad until that income is repatriated (returned) to the United States.9 Deferral is a benefit to American corporations because delayed taxes are a reduced tax expense to firms due to the time value of money.10 In the extreme, deferral could allow an American corporation to completely avoid U.S. taxation on foreign source income if they never repatriate their overseas income, either because the income is being held abroad in financial assets or because it is permanently reinvested (e.g., in plant and equipment). The income earned by foreign branches of American corporations, however, cannot be deferred.11

A particular type of income which does not qualify for deferral is known as "subpart F income." Named for the location in the Internal Revenue Code (IRC) where its tax treatment is defined, subpart F income generally includes passive types of income such as interest, dividends, annuities, rents, and royalties.12 The highly fungible nature of subpart F income is such that corporations can use overseas subsidiaries to transfer taxable income from high-tax countries to low-tax countries with the ultimate goal of reducing their U.S. income tax liability. To prevent this, corporations must pay taxes on subpart F income in the year it is generated, regardless of whether it is actually repatriated to the United States.13

A temporary exception to the subpart F income tax rules for "active financing income" existed for income earned between 1997 and 2014. The active financing exception relates to the income earned by American corporations that operate banking, financing, and insurance lines of business abroad. Although some of the income derived from these lines of business (e.g., interest, dividends, and annuities) could be labeled as passive, active financing income was excepted from subpart F, and thus qualified for deferral and was only taxed when it was repatriated to the United States. The exception was last extended retroactively through 2014 by P.L. 113-295 in the 113th Congress, and has regularly been extended in recent years as part of "tax extenders" legislation.

When American corporations repatriate income from subsidiaries operating abroad, that income may have already been taxed by a foreign country. If it has, corporations are generally allowed to claim a dollar-for-dollar tax credit (up to a limit) for foreign taxes paid. The credit, formally known as the foreign tax credit, is intended to alleviate the double taxation of corporate income.14 The credit is generally limited to the amount of taxes a corporation would pay in the credit's absence, which is effectively just the U.S. corporate tax rate multiplied by the amount of income earned abroad. In other words, an American corporation may claim the foreign tax credit up to the point that reduces its U.S. tax on foreign-earned income to zero, but no further. Additionally, a separate credit must be calculated for two types of income "baskets"—passive and non-passive income.

As long as the U.S. corporate tax rate is higher than the foreign country's rate, the foreign tax credit should—in principle—result in the corporation owing the same amount in total taxes (U.S. plus foreign) as it would if it earned the income in the Unites States. When the foreign tax rate is higher than the U.S. tax rate, a corporation should end up paying total world taxes (U.S. plus foreign) at a tax rate higher than the U.S. rate. There are instances when a corporation could end up with "excess" foreign credits because of the limits that restrict the credit from reducing U.S. taxes owed below zero. Excess foreign tax credits generated in a high-tax country can potentially be used to reduce U.S. tax owed on income generated in a low-tax country via a process known as "cross crediting." This is possible because deferral allows corporations to selectively decide when to repatriate income and therefore when to use excess credits.

Indications of Profit Shifting by American MNCs

The tax returns of American corporations are private, which makes it difficult to study profit shifting directly. Several publically available datasets, however, do allow for an indirect examination into the extent that profit shifting may be occurring. The U.S. Bureau of Economic Analysis (BEA) collects data on the financial operations of American MNCs, including information on where they report profits, employ workers, make investments, conduct research and development, and carry out various other activities. The BEA also collects country-level data on the foreign direct investment (FDI) positions of U.S firms. The following sections discuss these data in turn.

BEA Corporate Profits by Country

American companies reported earning profits of just over $1.2 trillion abroad in 2012 according to the BEA. Table 1 shows that the 10 most popular places to report profits were responsible for approximately 65% (or $789 billion) of the total $1.2 trillion in overseas earnings. Seven of the 10 reporting jurisdictions are considered "tax havens" or "tax-preferred" countries, including the four most popular destinations: the Netherlands, Ireland, Luxembourg, and Bermuda. The other three tax-preferred countries are Switzerland, Singapore, and the U.K. Caribbean Islands.15 Among the non-tax-preferred countries, the United Kingdom and Canada are major industrialized nations that are historically close trading partners with the United States. Norway is the biggest oil producer in Europe and the third largest exporter of natural gas in the world, which explains its placement on the list.16



Table 1. Ten Most Popular Places to Report Profits for U.S. Companies, 2012



Rank







Country

Profits (millions)

Profits as % of Total Overseas Profits

1

Netherlands

$172,250

14.1%

2

Ireland

$122,328

10.0%

3

Luxembourg

$96,079

7.9%

4

Bermuda

$79,706

6.5%

5

United Kingdom

$74,141

6.1%

6

Canada

$70,782

5.8%

7

Switzerland

$57,930

4.7%

8

Singapore

$42,395

3.5%

9

UK Caribbean Islands

$40,881

3.4%

10

Norway

$32,961

2.7%

Top 10

$789,453

64.7%

All Foreign Countries

$1,219,956

100.0%


Source: CRS analysis of U.S. Bureau of Economic Analysis, Outward Activities of Multinational Enterprises: Operations of U.S. Parent Companies and Their Foreign Affiliates, Preliminary 2012 Statistics.

Notes: Profits are measured as net income plus foreign taxes paid. The United Kingdom Caribbean Islands group is comprised of Cayman Islands, the British Virgin Islands, Turks and Caicos Islands, and Montserrat. The BEA does not break out data for the individual United Kingdom Caribbean Island countries.



Figure 1 shows the distribution of profits reported abroad in the same 10 jurisdictions displayed in Table 1. The distribution is divided into two groups—one that includes the seven tax-preferred jurisdictions and another that is comprised of the three non-tax-preferred jurisdictions. The tax-preferred jurisdictions accounted for 50% of all profits reported as being earned outside the United States, in comparison to the 15% being reported in the three non-tax-preferred jurisdictions. At first glance, the fact that the seven tax-preferred jurisdictions are responsible for a larger share of reported profits may not seem surprising—a larger number of countries should account for a larger share of profits. But consider that the combined economic size of the tax-preferred group (as measured by GDP) is less than one-half that of the non-tax-preferred group ($2.23 trillion to $4.86 trillion).17









	Figure 1. Share of Foreign Earned U.S. Corporate Profits

in Top-10 Jurisdictions (2012)




	



	Source: CRS analysis of U.S. Bureau of Economic Analysis, Outward Activities of Multinational Enterprises: Operations of U.S. Parent Companies and Their Foreign Affiliates, Preliminary 2012 Statistics.

Notes: Profits are measured as net income plus foreign taxes paid. The tax-preferred group includes Bermuda, Ireland, Luxembourg, Netherlands, Singapore, Switzerland, and the U.K. Caribbean Islands. The non-tax-preferred group includes Canada, Norway, and the United Kingdom.








Figure 2 displays the share of workers hired and the share of property, plant, and equipment owned by American companies outside of the United States in both country groups. Comparing where American firms report profits (Figure 1) with where they have a physical presence as measured by the location of their employees and tangible capital indicates a disconnect between the two. While accounting for 50% of reported profits reported worldwide, 5% of employees and 11% of property can be attributed to the tax-preferred country group. In contrast, the three non-tax-preferred countries of Canada, Norway, and the United Kingdom account for 20% of employees and 29% of property held by American MNCs worldwide.









	Figure 2. Employment and Property in Top-10 Profit Jurisdiction Groups as a Percentage of Foreign Employment and Investment of American MNCs (2012)




	



	Source: CRS analysis of U.S. Bureau of Economic Analysis, Outward Activities of Multinational Enterprises: Operations of U.S. Parent Companies and Their Foreign Affiliates, Preliminary 2012 Statistics.

Notes: Profits are measured as net income plus foreign taxes paid. The tax-preferred group includes Bermuda, Ireland, Luxembourg, Netherlands, Singapore, Switzerland, and the U.K. Caribbean Islands. The non-tax-preferred group includes Canada, Norway, and the United Kingdom.









U.S. Foreign Direct Investment by Country

Data on the foreign direct investment (FDI) behavior of American MNCs can also shed some light on possible profit-shifting activity. FDI generally involves a multinational corporation's investment in its foreign subsidiaries.18 There are a number of types of investments that can be categorized as FDI and not all of them are associated with profit shifting. For example, investments in real physical capital such as production plants and equipment are counted as FDI. At the same time, FDI also captures financial flows within a company group such as reinvested earnings and intra-company loans that may or may not be supporting real capital investment. It is these financial flows that cannot be tied to corresponding real investment that economists believe may be an indication of profit shifting.

To qualify as FDI, the parent corporation must have an ownership and controlling stake in the foreign entity it is investing in. Currently, the BEA and other international statistical agencies (e.g., International Monetary Fund) require that the domestic parent hold a minimum 10% ownership interest in the foreign "affiliate" to categorize an investment as FDI.19 The ownership of the foreign affiliate by the domestic parent can be either direct or indirect. An example of indirect ownership would be if the American parent established a foreign holding company which in turn owned several foreign affiliates. In this case, the American parent would still be considered to hold an FDI position in the countries where the foreign affiliates were located. Thus, FDI activity in particular countries could be indicative of funds being channeled through intermediate firms within a holding company group. Tax planning is one of the possible motivations for this corporate structure.

Shown in Figure 3 are the 10 countries with the largest positions of U.S. FDI. American MNCs are reporting a significant share of their FDI as occurring in tax-preferred countries. The seven tax-preferred countries—Netherlands, Luxembourg, Bermuda, Ireland, United Kingdom Caribbean Islands, Singapore, and Switzerland—accounted for 47% of the FDI positions of American companies, compared to 24% for the three larger industrialized nations of the United Kingdom, Canada, and Australia. Perhaps most interesting is that the Netherlands, while only a fraction of the economic size, holds more American FDI than Australia, Canada, and the United Kingdom.20 FDI flow data (or change in FDI over a given point of time) show similar type patterns.21









	Figure 3. U.S. FDI Positions as a Percentage of Total U.S FDI Positions Held Abroad, by Country (2013)




	



	Source: CRS analysis of U.S. Bureau of Economic Analysis, U.S. Direct Investment Abroad: Balance of Payments and Direct Investment Position Data.










U.S. Foreign Direct Investment Held Through Holding Companies

An increasingly popular way American companies have been structuring their operations and foreign investments is through the use of holding companies. In its simplest form, a holding company is an entity established to own the securities and assets of other companies.22 The companies under the umbrella of a holding company can be located anywhere in the world. The holding company, in turn, is owned by a U.S. parent that is then deemed to have an indirect ownership or investment interest in the jurisdiction where the holding company's subordinates are located. Figure 4 shows that over the last 30 years, the share of U.S. FDI owned through holding companies has increased from 9.4% to 46.2%.









	Figure 4. Share of Direct Investment Position

Held Through Holding Companies (2013)




	



	Source: CRS analysis of U.S. Bureau of Economic Analysis, U.S. Direct Investment Abroad: Balance of Payments and Direct Investment Position Data.








Holding companies offer two significant advantages. First, organizing a group of subsidiaries under the umbrella of a holding company can allow for the streamlining of management, operations, financing, and leasing agreements which can increase business efficiency, lower costs, and boost profitability. Second, holding companies present a number of tax minimization opportunities. For example, if a U.S. corporation owns its foreign subsidiaries through a foreign holding company instead of directly, it becomes possible to transfer funds from one subsidiary to another without triggering U.S. tax by using the holding company as the intermediary in the transfer. Another example involves placing valuable intellectual property (IP) with a foreign holding company located in a low-tax jurisdiction and then licensing the IP to other subsidiaries in higher-tax jurisdictions. This results in a deductible royalty payment in the high-tax jurisdictions and income in the low-tax jurisdiction. Numerous other examples exist as to how holding companies fit into the profit shifting picture.23









	Figure 5. Share of Direct Investment Position Held Through Holding Companies, by Country (2013)




	



	Source: CRS analysis of U.S. Bureau of Economic Analysis, U.S. Direct Investment Abroad: Balance of Payments and Direct Investment Position Data.








Current data limitations prevent definitively determining whether multinational companies are increasingly using the holding-company structure for non-tax business reasons or to minimize taxes. Still, it is possible to look for anomalies that may be suggestive of why holding-company use is on the rise. Shown in Figure 5 are the 10 most favored locations through which U.S. outward FDI is held via holding companies. In 2013, the amount of the U.S. FDI position abroad that was held through holding companies was approximately $2.2 trillion. Of that $2.2 trillion, 68% (or $1.5 trillion) was attributable to the seven tax-haven or tax-preferred locations of the Netherlands (27%), Luxembourg (16%), Bermuda (9%), Ireland (5%), the U.K. Caribbean Islands (5%), Singapore (4%), and Switzerland (2%). In contrast, the three traditional economies of the United Kingdom, Australia, and Germany collectively accounted for 14% of the U.S. FDI position abroad that was held through holding-company structures.



Indications of Worldwide Profit Shifting

Data from the International Monetary Fund (IMF) suggest that corporate profit shifting is not solely a U.S. issue. As indication of this, consider a comparison of foreign investment into the 10 largest economies and the 10 most popular investment destinations. Figure 6 displays the inward FDI positions (that is, investments in each country from the rest of the world) as a percentage of GDP for the 10 largest economies.24 On average the 10 largest economies in the world have an inward FDI position equal to 25% of their economies. Japan has the smallest FDI position (4% of GDP), while the U.K. has the largest (63% of GDP). The United States, with the largest economy, has an inward FDI position equal to 17% of GDP.









	Figure 6. Inward FDI Position in10 Largest Economies

as a Percentage of GDP (IMF, 2013)




	



	Source: CRS Analysis of IMF, World Economic Outlook Database, April 2014.








In comparison, Figure 7 shows the inward FDI positions of the 10 most popular direct investment destinations. Again, these FDI positions are the result of investment flowing in from the rest of the world. Two features of the data are immediately apparent. First, aside from Mongolia (where mining operations have attracted capital), the most popular direct investment destinations are all tax-haven or tax-preferred countries.25 Second, the amount of investment into these countries far exceeds investment in the 10 largest economies. For example, the countries in Figure 7 have an average inward FDI position equal to 961% the size of their economies. The least popular tax-preferred country in the group, Ireland, had an FDI position equal to 156% of GDP, which is more than twice that of the United Kingdom (see Figure 6). Luxembourg had the largest FDI position (5,434% of GDP).









	Figure 7. Inward FDI Position In10 Most Popular Investment Destinations as a Percentage of GDP, Log-Scale (IMF, 2013)




	



	Source: CRS Analysis of IMF, World Economic Outlook Database, April 2014.

Notes: The data are graphed on a log-scale to accommodate the large range of values in a single graph. FDI data for Ireland and Malta are from 2012, as the data for 2013 were missing for these two countries.








The stock of FDI in the economies displayed in Figure 7 is still notable without adjusting for countries' size. The Netherlands, for example, has a larger absolute inward FDI position ($4.3 trillion) than the largest economy in the world, the United States ($2.8 trillion). Luxembourg follows close behind with a $3.3 trillion inward FDI position. Combined, the Netherlands and Luxembourg account for 27% of worldwide inward FDI positions, which is more than the two largest economies in the world—the United States and China—which account for 18% combined.

The United Nations (U.N.) compiles data similar to the IMF. While differences in methodology, measurement issues, and countries covered by each group lead to discrepancies between the two datasets, both paint the same general picture; there is a disproportionate amount of FDI being reported in tax-haven and tax-preferred countries. Figure 8 displays the 10 countries with the highest inward FDI postion to GDP ratios as reported by the U.N. in 2013. The British Virgin Islands has the largest inward FDI position, equal to 50,513% of GDP, followed by the Cayman Islands (4,708%), Hong Kong (524%), and the Marshall Islands (503%).









	Figure 8. Inward FDI Position in10 Most Popular Investment Destinations as a Percentage of GDP, Log-Scale (U.N., 2013)




	



	Source: CRS analysis of United Nations Conference on Trade and Development Statistics.

Notes: The data are graphed on a log-scale to accommodate the large range of values in a single graph. GDP figure for British Virgin Islands is from 2012.








A final indication that profit shifting may be occuring can be found by looking at how much investment is funneled through special purpose entities (SPEs). According to the OECD,

Examples [of SPEs] are financing subsidiaries, conduits, holding companies, shell companies, shelf companies and brass-plate companies. Although there is no universal definition of SPEs, they do share a number of features. They are all legal entities that have little or no employment, or operations, or physical presence in the jurisdication in which they are created by their parent enterprises which are typically located in other jurisdictions (economies). They are often used as devices to raise capital or to hold assets and liabilities and usually do not undertake significant production.26

Data on the use of SPEs are scarce. The OECD, however, does publish data on the inward FDI positions of the Netherlands and Luxembourg that are broken down into investment held through SPEs and non-SPEs. In 2013, the total inward FDI stock held via SPEs in Luxembourg and the Netherlands was $3.1 trillion and $3.9 trillion, respectively, both of which are larger than the total inward FDI stock of the United States. As Figure 9 shows, 83% ($3.2 trillion) of the inward FDI position in the Netherlands is held through SPEs. For Luxembourg the share is even higher; 96% of its inward FDI position is held through SPEs.









	Figure 9. Share of Total Inward FDI Position

Held Through Special Purpose Entities, (2013)




	



	Source: CRS analysis of OECD Foreign Direct Investment (FDI) Statistics, FDI series from 1990 to Q4 2013.










Policy Options and Considerations For Reducing Profit Shifting

The debate over reducing profit shifting and reforming the international tax system may involve a number of policy considerations and tradeoffs. Proposals thus far have included moving closer toward a pure-form worldwide system, moving closer toward a pure-form territorial system, adopting a new approach such as a minimum tax or formula apportionment, or modifying the current system's rules and structure. There is also on the horizon the completion of OECD's Base Erosion and Profit Shifting (BEPS) initiative. The remainder of this report discusses these considerations generally. For more detailed information see CRS Report RL34115, Reform of U.S. International Taxation: Alternatives, by [author name scrubbed] and CRS Report R42624, Moving to a Territorial Income Tax: Options and Challenges, by [author name scrubbed].


Worldwide vs. Territorial Taxation

There have been calls for the United States to change its approach to taxing American MNCs. The United States currently follows what roughly approximates the so-called "worldwide" approach to taxation. While the United States generally follows this approach, corporations are typically allowed to defer paying taxes on income earned abroad until that income is brought home, or repatriated, in the form of a dividend payment to the U.S. parent. Additionally, foreign taxes paid in one country may be used to offset income earned in other countries via a process known as cross-crediting. These two features—deferral and cross-crediting—result in the current system straying away from the worldwide approach and into a hybrid system with both worldwide and territorial system features. Where exactly on the spectrum between worldwide and territorial taxation the current system lies is not precisely known. The general implications of moving closer toward either system are discussed below.


Move Closer Toward Worldwide Taxation

If the United States were to transition toward a more pure-form worldwide system, the most straightforward way to do this would be to eliminate deferral while still allowing a credit for foreign taxes paid. Such an approach would result in U.S. investments being taxed at the same total tax rate (foreign plus U.S.), regardless of where investments were made.27 As a result, investment decisions would be made based on real economic returns and not on any differential between U.S. and foreign tax rates. This, in turn, would lead U.S. corporations to allocate capital to its most productive use in the world economy. Additionally, corporations would largely have no incentive to shift profits or to accumulate large sums of cash overseas (like the current system incentivizes firms to do) because all earnings would be taxed currently.

A reduction in the incentive to shift profits as the result of a purer-form worldwide system would also likely reduce complexity in the administration of the tax system because many tax strategies would be rendered useless. A pure-form-type system would still likely require that income and costs be allocated between domestic and foreign activities for purposes of the foreign tax credit. If the movement to a more worldwide system was accompanied by a per-country foreign tax credit limit (to eliminate cross-crediting), however, then U.S. corporations would have to allocate income and expenses between domestic and foreign activities and  allocate income and expenses between affiliated foreign subsidiaries. To the extent that firms were in an excess credit position (had credits they could not use because of the foreign tax credit limit), there would be an incentive to shift profits to lower-tax countries. Without the ability to defer income, however, excess credits would likely be reduced.

There are concerns over moving toward a more pure-form worldwide tax system. Without the proper safeguards in place, it is likely that a true worldwide tax system would encourage corporations to shed their U.S. corporate charter by reincorporating abroad via a process known as "inversion." Several high profile U.S. companies expressed interest in inverting under the current hybrid system in early and mid-2014. In response, Treasury released a notice of regulatory changes that would further restrict the ability to invert and has indicated that additional actions are possible. Legislation was also introduced in Congress that would modify current laws meant to curb the practice, although nothing was enacted.28 The recent regulatory changes and proposed legislative changes would likely need to be strengthened to prevent inversions under a pure worldwide system.29 For more detailed information on corporate inversions see CRS Report R43568, Corporate Expatriation, Inversions, and Mergers: Tax Issues, by [author name scrubbed] and [author name scrubbed].

Concern has also been expressed that moving from the current hybrid system to a true worldwide system would reduce America's international competitive position. Using "competition" as an evaluation criterion is problematic because generally it is not well defined in the context of international tax policy, and often times the "competitive" concepts that are used are at odds with each other.30 For example, does increasing America's competitive position call for tax policies that promote the flow of U.S. capital (and therefore business operations and jobs) abroad to better compete in international markets? Or does it call for policies that reduce the flow of capital (and therefore business operations and jobs) abroad so that it remains in the United States and can be put to use domestically? There is an argument that these two objectives are not at odds with each other, and that promoting increased foreign investment and employment complements increased domestic investment and employment.31 There is not conclusive evidence to support this argument.

Additionally, it is important to understand that countries do not compete with each other in an economic sense. Competition implies a zero-sum game with winners and losers. But enhanced economic well-being in one country generally does not reduce economic opportunities in other countries. Instead, countries trade with each other. When countries specialize in what they have a comparative advantage at producing and trade for what they have a comparative disadvantage at producing, they are able to produce more together than in isolation. Greater production leads to more product variety, lower consumer prices, and greater average incomes.32 For these reasons, economists typically question whether "competitiveness" makes sense as a tax policy objective for a country. For economists, the typical objective is economic efficiency, or the optimal allocation of limited resources.



Move Closer Toward Territorial Taxation

If the United States were to transition toward a more pure-form of a territorial system it would forgo taxing income earned outside its borders. This change would result in U.S. investments being taxed at the rates that exist where the investments are made. As a result, investment decisions would no longer be based solely on real economic returns, but on after-tax returns that would vary country by country. This variation, in turn, would lead U.S. corporations to allocate more investment to lower-tax countries than they otherwise would. Another feature of a territorial-based system would be that tax policy would no longer affect corporations' decisions to repatriate income because there would be no tax consequence for doing so. Recall that a pure worldwide system would also remove the influence of taxes on the repatriation decision, but in that case, it would be because taxes were unavoidable and not because repatriation would be tax-free.

It is argued that relative to the current hybrid system, a more territorial system would enhance the competitiveness of U.S. firms relative to their foreign competitors. Again, however, economists are typically skeptical of using competition criteria when evaluating international tax policy, whether it is comparing a territorial system with the current system or with a true worldwide system. Still, the effective U.S. tax burden on foreign earned income is already argued by some analysts to be quite low because of the ability to shift income to low-tax countries, suggesting that the current system may not be inhibiting the overseas operations of American MNCs.33

A territorial system raises some of the same concerns that the current system does regarding profit shifting. Specifically, profit shifting could increase under a territorial system without the proper anti-abuse provisions in place. With a territorial system, income earned abroad would be exempt from U.S. tax. MNCs would therefore have an incentive to attribute as much income as possible to operations outside the United States. Anti-abuse provisions particularly focused on the transfer of intangible assets (patents, intellectual property, etc.) out of the United States may be the most useful at curbing profit shifting under a territorial system. For a detailed discussion about profit shifting under a territorial system, see CRS Report R42624, Moving to a Territorial Income Tax: Options and Challenges, by [author name scrubbed].



Does the Distinction Matter?

There is the issue of whether the distinction between worldwide and territorial systems is even relevant for current policy debates.34 Among the major economies, no country has either a pure worldwide or territorial system—they are all hybrid systems. The problem then becomes one of degree and depends on the specific differences in each country's international tax regime. For example, a country typically classified as having a worldwide-based system could actually tax foreign source income at a lower effective rate than a country that is typically classified as having a territorial system. One possible way this could arise is if the worldwide-based country allows deferral for most types of income, and the territorial-based country has in place effective base erosion provisions. Which system is preferable in this situation is not clear.

Problems can also arise when attempting to empirically analyze or compare worldwide and territorial systems as two distinct country groups. Labeling a system as worldwide or territorial without considering where on the "spectrum" it lies is too simplistic and can lead to mislabeling. This mislabeling, in turn, can lead to questionable empirical results when comparing groups of countries labeled as "worldwide" and "territorial" because the countries within the groups are themselves quite heterogeneous. It may be better to stick to pairwise comparison so that the nuances of the two systems can be better accounted for.




Adopt a Minimum Tax

A worldwide minimum tax could potentially allow for some balance to be struck between multinational corporations' concerns over tax burdens and governments' concerns over profit shifting.35 With a minimum tax, income earned in countries with a tax rate below a specified threshold would be subject to immediate U.S. taxation at the threshold tax rate. Income earned in countries with a tax rate above the threshold would be exempt from U.S. tax or eligible for deferral. Typically, a credit would be allowed for foreign taxes paid, but the credit would be calculated on a country-by-country basis to prevent cross-crediting.

An example may be useful. Say that the United States set a minimum tax threshold of 20% of net income. If a corporation where to report $100 million of income as being earned in a country with a tax rate of 15%, the corporation would then be subject to a 20% U.S. tax in the year the income was earned. However, the United States would credit the corporation for the 15% in taxes paid abroad, leaving the company with a residual U.S. tax of 5%. The foreign tax credit prevents double taxation of income and also ensures that the firm's total tax rate is no greater than 20% (15% to the foreign country plus 5% to the United States). The minimum tax could also apply only to particular types of income, such as passive income or income associated with intellectual property.

Several proposals to install a minimum tax have been offered in recent years. In the 112th Congress, Senator Enzi introduced S. 2091, which would have enacted a minimum tax equal to half the top U.S. corporate rate, but would have exempted active business income. Former Senate Finance Committee Chairman Max Baucus's tax reform discussion draft, published in November 2013, also included several options for imposing a minimum tax.36 Senator Baucus never introduced formal legislative language so it is not clear exactly how the tax would have been structured, or to what income it would have applied. Former Ways and Means Chairman Dave Camp's Tax Reform Act of 2014 (H.R. 1) included a minimum tax that ranged from between 12.5% to 25% depending on the type of income.37 Most recently, the President's FY2016 budget includes a proposed 19% minimum tax on American corporations' overseas income.38

The minimum tax approach could have some undesirable features depending on its design.39 If the minimum tax only applied to low-tax-rate countries it could still leave an incentive to shift profits to countries with a tax rate just above the minimum tax. For example, if the minimum tax only applied to countries with a tax rate of 10% or lower, profits could still be shifted to Ireland which has a 12.5% tax rate without triggering the tax. This problem could be avoided or at least mitigated by setting the minimum tax rate appropriately high enough (for example, at the average of the countries not considered tax havens). The problem would also be avoided by imposing an overall minimum worldwide tax with a credit for taxes paid.

Second, there is concern that designing a minimum tax may be too complex.40 For example, would it be each country's statutory tax rate or each company's effective tax rate that would be subject to the minimum threshold? If it were the latter, how would scenarios involving companies in a relatively high-tax country that experiences large losses in a year (lowering their effective tax rate) be handled? And third, concern has been expressed that a minimum tax is really a patchwork structure that is not consistent with either a territorial or worldwide system. The same argument, however, can be made about the current U.S. international tax system.



Adopt Formula Apportionment

Another option that has been suggested that could reduce profit shifting is the adoption of a formula apportionment approach to taxation. The current system requires U.S. corporations to price transactions between affiliated companies to determine the allocation of income and expenses. This provides an opportunity to shift profits to low-tax countries. An alternative would be to pool profits earned around the world and then allow countries to tax a share of the total profits, eliminating the need for transfer pricing. The share each country could tax would be determined by a formula that measures real business activity conducted in each country.

To understand how formula apportionment works, it may help to consider an example of a sales-based approach. Under this method, if a U.S. company earned $100 million of profits worldwide and 60% of its sales occurred domestically, then the United States would have the right to tax $60 million ($100 million multiplied by 60%). The remaining $40 million could be subject to taxation in the jurisdictions where the 40% of foreign sales occurred. More realistically, the formula used to apportion profits might depend on more than just sales, such as the location of assets and employees. In this case, known as a multi-factor formula, taxable profits would be determined by the weighted average of factor activity occurring in each country. For example, if a company had 60% of its sales, 30% of its assets, and 25% of its employees in the United States, then the share of income that would be taxable in the United States would be $100 million multiplied by (0.6+0.3+0.25)/3, or $38.3 million.41

There is currently a debate among economists over desirability of switching to a formula apportionment regime and its ability to reduce profit shifting.42 If the apportionment formula can be easily manipulated then its impact on profit shifting may be limited. It has been argued that a sales-based formula would be less susceptible to manipulation. At the same time, it has been argued that without extensive recordkeeping or a tracking system, nothing would stop an MNC from setting up a chain of subsidiaries in low-tax countries to which intermediate components are sold on their way to their final destination, which could be a high-tax country. Determining how those intermediate sales are to be treated in the allocation formula could be difficult, or at least increase the administrative complexity of the approach. Alternatively, a U.S. MNC could enter into a sales contract with an unrelated foreign distributer who is based in a low-tax country. Again, the sales to the distributer would seem to dictate that the MNC's profits should be allocated to the low-tax location of its distributer. There has been, however, legislative and regulatory language proposed by at least one tax practitioner that is aimed at addressing these concerns.43

The increasing role of intangible assets (patents, trademarks, copyrights, etc.) may also limit a formula apportionment regime's capacity to reduce profit shifting. For example, a sales-based approach would generally result in some share of taxable income being apportioned to foreign locations when that income arguably should be taxable in the United States since that is where the initial R&D investment was made. Additionally, to the extent that the investment was subsidized by the U.S. government via the tax code or federal funding (e.g., NSF grants, SBA loans, etc.) it could be argued that the associated income should be taxable in the United States. A multi-factor formula that incorporated assets may not fare much better given the difficulty of valuing intangible assets. Still, formula apportionment may result in more income being subject to tax in more jurisdictions than currently occurs.

Formula apportionment may also require international cooperation. It is possible that if countries unilaterally establish a formula-apportionment-type system that some income could either face no taxation or double taxation. The reason for this is differences in tax systems and taxable bases across countries. Harmonizing tax systems so that they mirrored each other as closely as possible would likely mitigate the risk of lapses or redundancies in the worldwide tax system.



Modify Subpart F Rules

In contrast to a minimum tax, which targets the income earned in particular low-tax countries, Congress could target the types of income firms use to shift money to tax havens. This was the intent of the Subpart F rules that were enacted to prevent deferral of highly fungible income that can be more easily shifted.44 Since 1997, however, there has existed a temporary "active financing income" exception to the Subpart F rules.45 The active financing exception allows deferral for certain types of passive income earned by American corporations that operate banking, financing, and insurance lines of business abroad, even if their primary line of business is quite different. On the one hand, there is the argument that there are real economic reasons for keeping this income abroad and that transactions involving active financing income are not necessarily for tax avoidance purposes. On the other hand, it could be argued that passive income is passive income, regardless of the underlying line of business. Nonetheless, active financing income earned through the end of 2014 qualified for deferral and in recent years has only been taxed when it is repatriated to the United States. Congress could choose to modify the active financing exception if it were to extend the provision again for 2015, or allow it to remain expired if Congress believes the exception is used more to avoid taxes than to finance real operations.

Another option would be to expand the definition of Subpart F income. For example, the President's FY2015 and FY2016 budgets both included an expanded definition of Subpart F income that would include "foreign base company digital income," or income derived from selling or licensing digital products and services.46 Expanding the definition of Subpart F income to encompass more income related to intangible assets may help curb profit shifting; a significant share of profit shifting is believed to be associated with intangible assets.



Reduce Corporate Tax Rates

One topic that has been part of nearly every debate regarding corporate tax reform has been the 35% top statutory corporate tax rate. Reducing this rate would decrease the incentive to shift profits by reducing the tax savings from such behavior. Companies profit shift to take advantage of the differential between the U.S. tax rate and rates in low-tax countries. By reducing this discrepancy, the incentive to shift profits would be reduced as well. Note, however, that reducing the U.S. tax rate to within the range typically suggested, 25% to 28%, would still leave the United States as a high-tax country relative to tax havens, implying that the incentive to profit shift would remain. A reduction in the top tax rate may also reduce federal revenue because of lower tax rates being applied to corporate net income.47 Combining a rate reduction with a broadening of the corporate tax base and strong anti-base erosion provisions would help to offset any revenue loss.48



The OECD's BEPS Project

At the request of the G20 finance ministers, the OECD has initiated the development of an Action Plan on Base Erosion and Profit Shifting. The goal is to develop 15 detailed actions governments can take that will reduce double non-taxation of corporate and individual income—a situation where profit shifting gives rise to so-called "stateless" or "homeless" income—and prevent the double taxation of income. If successful, the Action Plan should also lead to a more coherent and transparent international tax system. Some of the actions will require coordination and information sharing between governments, and potentially the amendment of over 3,000 existing tax treaties.49 As a result, success of the Action Plan will likely depend on widespread participation by G-20 and OECD member countries as well as nonmember countries.

The OECD set three deadlines for producing "deliverables" consisting initially of reports and draft rules, and culminating with the finalized 15-point Action Plan. The first set of deliverables was presented to and endorsed by the G20 finance ministers on time in September 2014. It was later endorsed by the G20 heads of government at the Brisbane Summit in November 2014. The second set of deliverables is scheduled for September 2015, and the third set of deliverables, which will include the final Action Plan, is scheduled for December 2015. Appendix A provides more details on the Action Plan and its current status.50

The OECD has been careful to stress that many of the strategies used by multinational corporations are likely legal.51 The Director of the OECD's Centre for Tax Policy and Administration, Pascal Saint-Amans, said in a 2013 interview, "What we say at the OECD, [is] that we shouldn't put the blame on the business. The business and the companies are doing their job, which is to plan their taxes, to do aggressive tax planning. It can be more or less aggressive, sometimes it's too aggressive, but basically this is legal."52 Thus, for the most part, the BEPS project does not appear to be driven primarily by concerns over the legality of corporate tax planning.

Instead, the OECD has argued that BEPS is important for three other reasons.53 First, the ability of multinational corporations to artificially lower their taxes gives them a competitive advantage over companies that primarily operate in their home market. Second, profit shifting and base erosion distort investment by altering the relative rates of return across locations. An efficient tax system would direct capital to locations based on real economic returns. Instead, profit shifting can result in more capital investment in jurisdictions with a lower economic return but a higher after-tax return because of tax differentials. And third, the OECD argues BEPS is important based on fairness concerns. If multinational corporations have the means to avoid or reduce taxes, and other taxpayers (including individuals) do not, then it may create the perception that the tax system is unfair. Furthermore, tax avoidance by some may encourage tax avoidance by others.

There are a number of reasons why Congress may want to consider the implication of the BEPS Action Plan even though it is still being formalized. The objective of the OECD's project is to build consensus among countries on a more coherent and transparent international tax system. So far, the Treasury Department has been the primary representative of the United States in BEPS-related negotiations and meetings, although the business community has also been actively involved in providing feedback on proposed rules. In the end, however, several of the proposed actions may require modification of existing tax treaties.54 The Senate would need to ratify any tax treaty modifications. Treaty modification and negotiations under the Action Plan framework may suggest a multilateral approach which is different than the bilateral approach the United States traditionally has followed for tax treaties. It is unclear at this point if particular tax laws would be subject to change too. Harmonization of tax bases and anti-abuse policies could potentially call for modification to the IRC, which would require congressional approval.

Additionally, even if the U.S. does not implement any of the proposed actions, U.S. multinationals will likely still be impacted.55 For example, some countries have already taken unilaterial actions to preserve their tax bases and there is concern more may follow, which could impact U.S. multinationals.56 While unilaterial action may sound encouraging, it runs contrary to the OECD's goal of creating a coordinated, multilaterial, and transpartent international tax regime. The U.K.'s diverted profits tax proposal has been identified as one such example. The tax, which went into effect on April 1, 2015, subjects income deemed to have been articifially shifted out of the U.K. to a 25% tax. The tax is aimed at curbing profit shifting by MNCs, particularly American MNCs with U.K. operations, with the tax being referred to by some as the "Google tax."57

Once the Action Plan is finalized and adopted, American MNCs could also be subject to some of its base erosion rules even if the U.S. does not adopt the rules. For example, a country that adopts the BEPS country-by-country reporting standards could require U.S. companies to report detailed operating information for each country they operate in to that country's tax authority so that the tax authority can determine whether their domestic tax base is being eroded by profit shifting. It has been pointed out by practioners that this in turn, could result in non-adopting countries (including the U.S.) requesting such information for their own purposes (since they know the firm has already had to compile it). Likewise, if other countries adopt the OECD's suggestions for targeting hybrid mistmatch arrangements, or the taxation of income associated with intangible assets, American multinationals may find it more difficult to shift profits regardless if the U.S. adopts such recommendations.58

Lastly, concerns exist over the OECD's approach. For example, some commentators have raised the posibility that in an attempt to reduce BEPS, the OECD's efforts may end up stifling trade and international investment.59 To the extent this happens, the extra revenue governments collect as the result of reduced profit shifting may not be enough to compensate for the decline in economic activity.

Appendix A. OECD'S BEPS Action Plan Status

The OECD set three deadlines for producing "deliverables" leading to the finalized proposed Action Plan: September 2014, September 2015 and December 2015. The first set of deliverables was presented to and endorsed by the G20 Finance Ministers on time in September 2014. They were later endorsed by the G20 heads of government at the Brisbane Summit in November 2014. The first set of deliverables was comprised of the following items:60


	1. A report identifying tax challenges raised by the digital economy and the necessary actions to address them (Action 1)

	2. Recommended rules for dealing with hybrid mismatch arrangements (Action 2)

	3. A report reviewing member country regimes in order to counter harmful tax practices by increasing transparency (Action 5)

	4. Recommended rules regarding the design of domestic and tax treaty measures to prevent abuse of tax treaties (Action 6)

	5. Recommended rules for transfer pricing involving intangibles (Action 8)

	6. Recommended rules for transfer pricing in relation to country-by-country documentation requirements (Action 13)

	7. A report on the development of a multilateral, as opposed to a bilateral, mechanism to implement BEPS measures, particularly with regard to treaty modification (Action 15)



According to the OECD, the following deliverables (as well as the completed Action Plan) are on schedule. The remaining deliverables include the following:

September 2015


	8. Recommendations regarding the design of domestic rules to strengthen Controlled Foreign Companies (CFC) Rules (Action 3)

	9. Recommendations regarding the design of domestic rules to limit base erosion via interest deductions and other financial payments (Action 4)

	10. Strategy to expand participation to non-OECD members to counter harmful tax practices more effectively (Action 5)

	11. Tax treaty measures to prevent the artificial avoidance of permanent establishment status (Action 7)

	12. Changes to the transfer pricing rules in relation to risks and capital, and other high-risk transactions (Actions 9 and 10)

	13. Recommendations regarding data on BEPS to be collected and methodologies to analyze them (Action 11)

	14. Recommendations regarding the design of domestic rules to require taxpayers to disclose their aggressive tax planning arrangements (Action 12)

	15. Tax treaty measures to make dispute resolution mechanisms more effective (Action 14)



December 2015


	16. Changes to the transfer pricing rules to limit base erosion via interest deductions and other financial payments (Action 4)

	17. Revision of existing criteria to counter harmful tax practices more effectively (Action 5)

	18. The development of a multilateral instrument (Action 15)

	19. Completion of the full 15 item Action Plan
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