
US tax policy toward international firms is one of the most unfavorable forces
undermining US leadership of the global economy. The current US tax system
creates unintended incentives for multinational enterprises to locate high-
technology production abroad and to shift their headquarters activities overseas
and facilitates tax evasion on foreign portfolio income paid or accrued to US 
residents. To encourage multinational enterprises to locate both headquarters
activities and high-technology production in the United States, Hufbauer and
Assa propose that the US tax regime be shifted toward a territorial system, 
coupled with favorable expense allocation rules. They suggest a new approach
for taxing royalty and fee income earned abroad so that high-technology produc-
tion in the United States is not penalized by comparison with production abroad.
They urge the United States to take the lead in creating a cooperative interna-
tional system that would discourage underreporting of foreign portfolio income,
including by US residents. These proposed reforms, the authors calculate, might
collect more tax revenue than the present system, paving the way for a lower 
corporate tax rate or other forms of business tax relief.
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Preface

In the aftermath of World War II, the United States enjoyed an easy 
preeminence in the world economy. Neither the US education system, nor
the US tax system, nor American savings habits were criticized on
grounds of international competitiveness. During the 1980s, however,
Americans took notice of their faults as Japan and the European Union
both seemed destined to challenge US preeminence. For different reasons
neither Japan nor the European Union prospered during the 1990s but the
US economy thrived on a technology boom. Thus, at the turn of the cen-
tury, it seemed that economic challengers were falling behind. American
complacency was short-lived, however, as the wheel of fortune soon
brought new emerging powers to the fore—notably Brazil, Russia, India,
and China (the BRICs)—together with an array of smaller countries such
as Finland, Ireland, Korea, and Singapore.

Globalization skeptics now dominate the American political debate
and the United States is once again worried about its leadership position.
This study starts from the proposition that Americans have reason to worry
though the right answer is not to reject globalization. History, geography
and institutions all favor the United States but authors Gary Clyde Huf-
bauer and Ariel Assa argue that US tax policy towards international firms
ranks alongside other unfavorable forces that are undermining the US 
position. Treasury Secretary Henry Paulson apparently agrees. In July 2007,
he issued a US Treasury paper expressing concern that the current tax sys-
tem erodes US business competitiveness in the international marketplace.1

xiii

1. See Background Paper: Treasury Conference on Business Taxation and Global Competi-
tiveness, Department of the Treasury, July 26, 2007.
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This study updates and extends an earlier Institute volume by Huf-
bauer on international taxation published in 1992, US Taxation of Interna-
tional Income: Blueprint for Reform. Some of the recommendations made at
that time have found their way piecemeal into the US tax system. For ex-
ample, the American Jobs Creation Act of 2004 (AJCA) marginally moved
the US system towards a territorial model. (Under a full territorial system,
the United States would tax all income earned at home but it would not tax
active business income earned abroad.) In the economic glow of the 1990s,
however, the United States grew complacent about its competitive position
in the world economy and far-reaching tax reforms were postponed. 

In this new study, the authors focus on urgent reforms that should be
feasible within the context of the US system for taxing corporate and indi-
vidual income. Since 1990, US-based multinational enterprises (MNEs)—
especially in high-technology industries—have dramatically expanded their
business operations abroad and now generate a large portion of their in-
come from activities outside the United States. In fact, household name cor-
porations often earn more than half their profits from overseas sources.
Reflecting this trend, Sam Palmisano, CEO of IBM, is now seeking to re-
brand his firm as a “globally integrated enterprise.” Jeffrey Immelt, CEO of
GE, has expressed a similar aspiration.

There are many positive aspects to these trends, particularly in
spreading overhead and R&D costs and bringing economic gains to less
advanced countries, but the rebranding effort underscores future chal-
lenges for the US economy. The challenges have many dimensions but
one aspect that should be squarely addressed is the US system of taxing
foreign income. The current system creates a hostile climate for US-based
MNEs, while encouraging high-technology production abroad and facili-
tating tax evasion on portfolio income. The authors emphasize two major
defects in the current US tax regime: 

n The US tax system creates unintended incentives for MNEs to locate high-
technology production abroad. This happens because implicit royalty and
fee income earned from production in the United States often pays a
higher total tax rate than explicit royalties and fees earned from pro-
duction of the same goods and services outside the United States.

n The US tax system creates unintended incentives for MNES to shift their
headquarters activities abroad. The US worldwide tax system extends its
reach to foreign production and sales income, unlike the systems of
most competitor countries. Moreover, the US system contains unfa-
vorable rules for allocating research, development, and administra-
tive expenses. These features prompt global enterprises to think about
placing their headquarters in cities like London, Singapore, or Dubai
rather than New York, Chicago, or Los Angeles. 

xiv
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In addition to its competitive defects, the US tax system facilitates tax
evasion on foreign portfolio income paid or accrued to US residents. Tax
abuse is the natural corollary of underreporting, and the absence of effec-
tive international cooperation enables US companies and individuals to
conceal their passive portfolio income earned from foreign sources.

Hufbauer and Assa recommend tax policy reforms that would encour-
age MNEs to locate both headquarters activities and high-technology pro-
duction in the United States. To achieve these goals, the authors propose
that the US tax regime should be shifted toward a territorial system, cou-
pled with favorable expense allocation rules. They suggest a new approach
for taxing royalty and fee income earned abroad so that high-technology
production in the United States is not penalized by comparison with pro-
duction abroad. The authors also urge the United States to take the lead in
creating a cooperative international system that would discourage under-
reporting of foreign portfolio income, including by US residents. Perhaps
surprisingly, the authors calculate that their proposed reforms might collect
more tax revenue than the present system, paving the way for a lower cor-
porate tax rate or other forms of business tax relief.

The Peter G. Peterson Institute for International Economics is a pri-
vate, nonprofit institution for the study and discussion of international
economic policy. Its purpose is to analyze important issues in that area
and to develop and communicate practical new approaches for dealing
with them. The Institute is completely nonpartisan.

The Institute is funded by a highly diversified group of philanthropic
foundations, private corporations, and interested individuals. About 30
percent of the Institute’s resources in our latest fiscal year were provided
by contributors outside the United States, including about 12 percent
from Japan. The Smith-Richardson Foundation provided generous sup-
port for this particular study.

The Institute’s Board of Directors bears overall responsibilities for the
Institute and gives general guidance and approval to its research program,
including the identification of topics that are likely to become important
over the medium run (one to three years) and that should be addressed by
the Institute. The director, working closely with the staff and outside Advi-
sory Committee, is responsible for the development of particular projects
and makes the final decision to publish an individual study. 

The Institute hopes that its studies and other activities will contribute
to building a stronger foundation for international economic policy
around the world. We invite readers of these publications to let us know
how they think we can best accomplish this objective.

C. FRED BERGSTEN

Director
September 2007
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1

1
Introduction

In its essentials, the case for reforming the US system of taxing interna-
tional business income is a case for meeting the economic challenges of
the 21st century. Three major trends capture the evolving position of the
United States in the world economy. Together, they promise heightened
competition between the United States and other industrial countries, 
especially emerging powers such as Brazil, Russia, India, and China.

First, the past two decades saw a reversal of fortune between the
United States and its industrial peers. During the 1990s and the first half
of the 2000s, the United States outperformed every advanced industrial
economy in growth, productivity, capital investment, entrepreneurial ac-
tivity, and fiscal discipline. The challenge ahead, however, is not a resur-
gent Europe or Japan, but the very rapid ascent of China, India, and other
emerging powers. 

Second, the United States has now become a prime destination for
foreign asset holders—a sharp reversal from its post–World War II status
as creditor to the world. At the end of 2005, US ownership of assets abroad
amounted to about $10 trillion, compared with foreign ownership of US
assets of about $12.7 trillion. The stock of inward investment is now 
approximately equal to annual GDP, and the stock of outward invest-
ment is only slightly smaller.

Third, apart from cross-ownership of assets, the US economy has be-
come decidedly more international in other ways. Many more US firms
are now exposed to international commerce, and world capital and tech-
nology markets are far more closely linked than they were in past decades.
Whereas US imports plus exports of goods and services were about 9 per-
cent of GDP in 1960, in 2005 the trade-to-GDP ratio was about 33 percent. 
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The case for reforming US taxation of international business income
is particularly acute in high-technology activities and industries. Those
who are content with the US position in the world economy, those who
believe that the dominant purpose of tax policy is to raise revenue in a
manner that creates the least political stir—or in a manner that is neutral
across all forms of economic activity—and those who see only a weak
link between tax policy and corporate performance will find little reason
to commend this book. Our recommendations are based on the central
proposition that the US position in the world economy should be stronger
and that, at the margin, tax policy can make a difference. We readily ac-
knowledge that other forces also matter, such as education, workforce
skills, innovation, and cultural attitudes. Many of these forces are more
important than tax policy, and in combination they have delivered ster-
ling US economic performance since 1990. However, US tax policy was
not among the favorable forces, and the defects of international taxation
are the focus of our study.

The US Role in the World Economy: 
Five Decades of Change

The United States emerged from World War II as the world’s dominant
political and economic power. It took the political and military lead in
containing the threat of Soviet expansion, and it took the economic lead
through the Marshall Plan and the new international institutions founded
at Bretton Woods, rebuilding the world economy along market principles.

During this era the United States was well placed to lead the world
economy. In 1960 the US economy accounted for 43 percent of world GDP,
18 percent of world merchandise exports, and about a third or more of world
high-technology exports.1 The United States was also home to most multi-
national enterprises (MNEs) and accounted for 52 percent of world foreign
direct investment (FDI) but hosted only 11 percent of world FDI (table 1.1).

Postwar US reconstruction packages, coupled with the US-led drive
toward open markets, enabled Japan and Western Europe to quickly re-
build their economies. Japan saw its real GDP grow at an average annual
rate of almost 7 percent between 1960 and 1980. The members of the 
present-day European Union grew by an average annual rate of 3.5 percent

2 US TAXATION OF FOREIGN INCOME

1. In the 1960s members of the Organization for Economic Cooperation and Development
(OECD) contributed the vast majority of the world’s industrial output. Hence, our estimate
of the US share of high-technology exports in 1960 is based on total OECD exports; due to
data limitations, these are defined as Standard International Trade Classifications (SITC) 5,
7, and 8. By contrast, table 1.1 uses a more refined and recent definition of high technology.
National shares are estimated relative to world exports of high technology in table 1.1, but
the table covers only the period from 1980 to the present.
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during the same period. Meanwhile the real GDP of the United States
grew at a slightly more modest 3.2 percent annually in real terms (OECD
1977, 1990).

Table 1.1 summarizes the changed US position in the world economy.
In 2005 the US economy accounted for 28 percent of world GDP, 13 per-
cent of world merchandise exports, and 16 percent of world high-
technology exports. US-based multinationals were responsible for 21 
percent of world FDI, and in 2005 the United States hosted an equal share 
(21 percent) of world FDI.

Approximate constancy in two aggregate economic statistics in the 25
years since 1980—the US share of world GDP and the US share of merchan-
dise exports—suggests that the United States reached a condition of rough
economic equality with its two major competitors, Europe and Japan. But
the recovery of Russia and the rise of Brazil, China, India, Korea, and a hand-
ful of other newcomers may portend a different outcome 25 years from now.
Perhaps a leading indicator is that the US share of world high-technology
exports has continued to fall, from 30 percent in 1980 to 16 percent in 2005.

Worldwide flows and national FDI positions reflect the strength of
large MNEs in generating and applying technology and in organizing the
global production and distribution of goods and services.2 Table 1.2
shows the altered fortunes of the United States as a supplier and recipient
of FDI. This shifting balance mirrors a relative decline in the competitive
position of top US firms.3 In 1960 the stock of US direct investment abroad
exceeded inward FDI by a factor of almost five to one in market-value
terms. By 2005, however, the stock of US outward investment exceeded
inward investment by only 25 percent in market-value terms (table 1.2).

Statistics that show the United States’ relative decline in high-tech-
nology markets and the share of worldwide FDI are reinforced by the
changing portrait of the world’s top 100 industrial firms (table 1.3). In
1960, 70 US firms filled the ranks of the top 100, followed by the Euro-
pean Community with 27 national champions. Japan had only 2 firms in
the top 100. In 2005 only 38 US firms made it to the top 100, while the Eu-
ropean Union had 34 firms and Japan 13 firms. Between 1960 and 2000, 
the number of top 100 firms headquartered outside the traditional “G-3”—
the United States, Europe, and Japan—soared from 1 to 15.

4 US TAXATION OF FOREIGN INCOME

2. Hymer (1976) first advanced the idea that considerations of industrial organization,
rather than the more efficient distribution of global capital, provides the dominant impetus
behind FDI. Industrial organization arguments are the key rationale for some of the tax re-
forms recommended in this volume. For a review of the early literature on FDI, see Graham
and Krugman (1995).

3. Of course, European and Japanese firms emerged from World War II and decolonization
with significantly diminished outward FDI stocks. Hence, part of the loss of competitive-
ness of US firms in the 1960 and 1970s reflects non-US global firms’ reestablishment of their
prewar positions.
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INTRODUCTION 3

Table 1.1 US, Japanese, and EC/EU shares of world GDP, exports, and
foreign direct investment, 1960–2005 (percent of total)

Indicator 1960 1970 1980 1990 2000 2005

GDP
United States 43 35 225 26 31 28
Japan 4 7 10 14 15 11
EC/EU-15 24 28 32 32 25 30

Merchandise exportsa

United States 18 19 14 16 16 13
Japan 3 8 8 12 10 8
EC/EU-15 25 18 19 21 17 19

(extraregional only)

High-technology exportsb

United States n.a. n.a. 30 23 18 16
Japan n.a. n.a. 13 17 10 9
EC/EU (all trade) n.a. n.a. 39 37 31 32

Outward stock of FDI
United States 52 55 38 24 21 21
Japan 1 3 3 11 5 4
EC/EU 35 28 37 45 50 53

Inward stock of FDI
United States 11 10 16 22 22 21
Japan n.a. 1 1 1 1 1
EC/EU 14 22 42 43 38 45

EC/EU 5 European Community/European Union
n.a. 5 not available

a. Intra-EU trade is excluded from EU exports and world trade.
b. High-technology exports include aerospace; computers and office machinery; communications
equipment; pharmaceuticals; and medical, precision, and optical instruments. 2005 data corre-
spond to 2003 data.

Note: Based on indicators measured in current US dollars. EU indicators do not take into account
changes to the group but rather are based, for the whole period, on the following 15 members
only: Belgium, Denmark, Germany, Greece, Spain, France, Ireland, Italy, Luxembourg, the Nether-
lands, Austria, Portugal, Finland, Sweden, and the United Kingdom.

Sources: National Science Foundation (2006); Energy Information Administration, Annual Energy
Review 2001 and International Energy Annual 2001; Organization for Economic Cooperation and
Development (OECD), International Trade by Commodity Statistics, volumes 2002/1–2002/5; OECD,
Main Economic Indicators, June 2003, 25, 243; International Monetary Fund, International Financial
Statistics, 2002, 126; UN Conference on Trade and Development, World Investment Report, 2002,
table I.1, annex tables B.3 and B.4.
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Table 1.2 United States: Foreign direct investment position, 1960–2005 (billions of dollars)

Outward direct investment Inward direct investment

Market value Market value
Ratio of

Commerce Eisner and Commerce Eisner and outward to
Year Book value Department Pieper (1988) Book value Department Pieper (1988) inward FDIa

1960c 32 n.a. 51 7 n.a. 11 4.8

1965 49 n.a. 81 7 n.a. 18 4.5

1970 75 n.a. 108 13 n.a. 20 5.4

1975 124 n.a. 149 28 n.a. 27 5.5

1980 215 n.a. 295 83 n.a. 75 3.9

1985 230 n.a. 404 185 228 210 1.9

1990 421 714 n.a. 404 530 n.a. 1.4

1995 880 1,301 n.a. 639 1,019 n.a. 1.4

2000 1,515 2,674 n.a. 1,375 2,766 n.a. 1.1

2005 2,454 3,524 n.a. 1,874 2,797 n.a. 1.3

n.a. 5 not available

a. Ratio by market value.

Sources: Bureau of Economic Analysis, Survey of Current Business, August 2006, International investment position of the United States at year-end 2004 and 2005,
table G-1; Survey of Current Business, May 2003, International investment position of the United States at year-end 2000 and 2001, table G-1; Survey of Current Busi-
ness, May 1997, International investment position of the United States at year-end 1994–95, table G-1.
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Foreign-Owned Assets in the United States

Large and persistent US current account deficits, popularly labeled as
trade deficits, are another cause for concern. Persistent current account
deficits are first and foremost a macroeconomic phenomenon that reflects
the exchange rate of the dollar, the balance between national savings
(public and private) and national investment, and the desire of foreign in-
vestors to acquire US assets. As the 2006 Economic Report of the President
(see chapter 6) emphasized, every current account deficit implies a capi-
tal account surplus, and an important driver of US current account
deficits since 2000 has been world demand for US assets. The level of fed-
eral taxation relative to the level of federal spending affects both the cur-
rent account deficit and the capital account surplus through its effect on
national saving.4 But the composition of federal taxation—how much is
personal taxation, how much is business taxation, whether the tax base is
income or consumption—exerts second-order effects at best on the cur-
rent account deficit and the capital account surplus. 

6 US TAXATION OF FOREIGN INCOME

Table 1.3 Headquarter locations of top 100 industrial firms and top 50
commercial banks worldwide, 1960–2005

Country/region 1960 1970 1980 1990 2000 2005

Industrial firmsa

United States 70 64 45 33 39 38
Japan 2 8 9 16 21 13
EC/EUb 27 26 39 38 30 34
Others 1 2 7 13 10 15

Commercial banksc

United States n.a. 15 7 7 7 10
Japan n.a. 11 13 13 6 6
EC/EUb n.a. 16 24 24 27 29
Others n.a. 8 6 6 10 5

n.a. 5 not available

a. As ranked by sales.
b. Includes all firms headquartered in the present (since mid-1993) 25 EU members.
c. As ranked by assets.

Source: Fortune magazine, various issues.

4. A recent model-based study by the research staff of the Federal Reserve Board (Erceg,
Guerrieri, and Gust 2005) estimates that a $100 billion increase in the fiscal deficit causes the
trade balance to deteriorate by $20 billion.
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That said, certain second-order effects of business taxation are worth
noting. The inevitable counterpart of a current account deficit is a capital
account surplus, meaning foreign acquisition of US assets, such as shares,
bonds, real estate, and firms. When foreign owners acquire US assets, the
United States probably benefits to a greater extent when the assets are in
corporate equities or inward direct investment rather than US Treasury se-
curities and other debt instruments.5 There are two reasons for this. First,
equity holdings are more likely to support entrepreneurship and innova-
tion than are debt securities, and direct investment is far more likely to con-
vey specialized know-how to the US economy than are purely financial
investments.6 Second, US federal tax collections are far larger on a billion
dollars of equity holdings or direct investment than a billion dollars of US
Treasury securities or other debt. As chapter 4 emphasizes, US tax collec-
tions average less than 2 percent of interest payments to foreign persons.
By contrast, US tax collections average nearly 30 percent of US corporate
earnings paid out as dividends to parent firms based abroad.

Table 1.4 summarizes the foreign-owned asset position since 1985,
distinguishing among three categories: passive assets, mainly debt secu-
rities; corporate equities; and inward direct investment. For comparison,
table 1.5 contains parallel data for US-owned assets abroad. At this junc-
ture, we do not dwell on US-owned assets abroad since they are the pri-
mary focus of our analysis of tax policy in subsequent chapters. However,
US portfolio investment abroad—in debt securities and corporate 
equities—account for about three-quarters of total US-owned assets
abroad, while direct investment accounts for about one-quarter of total
US-owned assets abroad. 

As for inward foreign investment, foreign holdings in all three cate-
gories have grown substantially relative to GDP. In 1985 the total was
about 30 percent of GDP; now it is above 100 percent. This is the long-
term consequence of persistent current account deficits, or put another
way, a long-term reflection of foreign eagerness to buy American assets.
Passive debt assets, including foreign official assets, remain at nearly 70
percent of the total. 

The United States would almost certainly benefit if a greater share of
inward foreign investment were in corporate equities rather than debt,
and in direct rather than portfolio investment. The burden of US business
taxation clearly favors the foreign acquisition of debt securities rather

INTRODUCTION 7

5. Whether inward or outward, FDI is defined in terms of control by the US parent corpora-
tion. In most cases, the parent corporation owns more than 50 percent (and most often 100 per-
cent) of voting shares in the subsidiary firm. However, other definitions of control are used
both for statistical purposes and in the tax laws. Foreign investment that has no control ele-
ment, and therefore is not direct investment, is considered to be portfolio investment.

6. On the benefits of inward direct investment, see Dobson and Hufbauer (2001, chapter 1)
and Moran, Graham, and Blomstrom (2005).
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8 US TAXATION OF FOREIGN INCOME

Table 1.4 Foreign-owned assets in the United States, 1985–2005

Asset 1985 1990 1995 2000 2005

a. In billions of dollars (percent of GDP in parentheses)
Passive assets 860.2 1,697.3 2,753.9 4,644.5 8,712.4

(20.4) (29.2) (37.2) (47.3) (69.9)
Foreign official assetsa 202.4 373.3 682.9 1,030.7 2,216.1
Other 657.8 1,324.0 2,071.0 3,613.8 6,496.3

Treasury securities 88.0 152.5 327.0 381.6 704.8
Corporate and other bonds 82.3 238.9 459.1 1,068.6 2,275.1
US currency 46.0 85.9 169.5 256.0 352.1
Nonbank liabilities, nes 87.0 213.4 300.4 738.9 563.7
Bank liabilities, nes 354.5 633.3 815.0 1,168.7 2,600.6

Corporate equities 125.6 221.7 510.8 1,554.4 2,115.5
(3.0) (3.8) (6.9) (15.8) (17.0)

Direct investment 184.6 394.9 535.6 1,256.9 1,874.2
(4.4) (6.8) (7.2) (12.8) (15.0)

In nontraded sectorsb 71.9 127.9 201.2 548.9 780.6
In traded sectorsc 112.7 267.0 334.3 707.9 1,093.6

Total 1,170.4 2,313.9 3,800.2 7,455.9 12,702.1
(27.7) (39.9) (51.4) (75.9) (102.0)

b. As share of total US-owned assets abroad (percent)
Passive assets 73.5 73.4 72.5 62.3 68.6

Foreign official assetsa 17.3 16.1 18.0 13.8 17.4
Other 56.2 57.2 54.5 48.5 51.1

Treasury securities 7.5 6.6 8.6 5.1 5.6
Corporate and other bonds 7.0 10.3 12.1 14.3 17.9
US currency 3.9 3.7 4.5 3.4 2.8
Nonbank liabilities, nes 7.4 9.2 7.9 9.9 4.4
Bank liabilities, nes 30.3 27.4 21.4 15.7 20.5

Corporate equities 10.7 9.6 13.4 20.8 16.7

Direct investment 15.8 17.1 14.1 16.9 14.8
In nontraded sectorsc 6.1 5.5 5.3 7.4 6.1
In traded sectorsb 9.6 11.5 8.8 9.5 8.6

Total 100.0 100.0 100.0 100.0 100.0

Memorandum:
Nominal GDP

(billions of dollars) 4,220.3 5,803.1 7,397.7 9,817.0 12,455.8

a. Primarily foreign government holdings of US treasuries.
b. Nontraded sectors include wholesale and retail trade, real estate, holding companies, banking and other fi-
nance, health care, accommodation, and food services.
c. Traded sectors include manufacturing, agriculture, mining, construction, information, and services not else-
where specified (nes).

Note: Direct investment stock is valued at historical cost, as opposed to market value or current cost.

Source: Bureau of Economic Analysis, www.bea.gov.
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Table 1.5 US-owned assets abroad, 1985–2005

Asset 1985 1990 1995 2000 2005

a. In billions of dollars (percent of GDP in parentheses)
Passive assets 872.0 1,364.7 1,810.2 2,846.8 4,468.2

(20.7) (23.5) (24.5) (29.0) (35.9)
Official reserve assetsa 117.9 174.7 176.1 128.4 188.0
Other government assets 89.8 84.3 85.1 85.2 77.5
Privately held passive assets 664.3 1,105.7 1,549.0 2,633.2 4,202.7

Foreign bonds (government and 
corporate) 75.02 144.7 413.3 532.5 987.5

Nonbank liabilities 141.9 265.3 367.6 836.6 784.5
Bank liabilities, nes 447.4 695.7 768.1 1,264.1 2,430.7

Corporate equities 44.4 197.6 790.6 1,852.8 3,086.4
(1.1) (3.4) (10.7) (18.9) (24.8)

Direct investment 238.4 430.5 699.0 1,316.2 2,453.9
(5.6) (7.4) (9.4) (13.4) (19.7)

In nontraded sectorsb 67.9 181.0 333.9 767.5 1,516.6
In traded goods sectorsc 170.4 249.5 365.1 548.8 937.3

Total 1,154.7 1,992.8 3,299.8 6,015.9 10,008.5
(27.4) (34.3) (44.6) (61.3) (80.4)

b. As share of total foreign assets (percent)
Passive assets 75.5 68.5 54.9 47.3 44.6

Official reserve assetsa 10.2 8.8 5.3 2.1 1.9
Other government assets 7.8 4.2 2.6 1.4 0.8
Privately held passive assets 57.5 55.5 46.9 43.8 42.0

Foreign bonds (government and 
corporate) 6.5 7.3 12.5 8.9 9.9

Nonbank liabilities 12.3 13.3 11.1 13.9 7.8
Bank liabilities, nes 38.7 34.9 23.3 21.0 24.3

Corporate equities 3.8 9.9 24.0 30.8 30.8

Direct investment 20.6 21.6 21.2 21.9 24.5
In nontraded sectorsb 5.9 9.1 10.1 12.8 15.2
In traded goods sectorsc 14.8 12.5 11.1 9.1 9.4

Total 100.0 100.0 100.0 100.0 100.0

Memorandum:
Nominal GDP

(billions of dollars) 4,220.3 5,803.1 7,397.7 9,817.0 12,455.8

a. 59 percent of reserve assets are in gold, 41 percent are claims on international institutions and foreign currencies.
b. Nontraded sectors include wholesale and retail trade, real estate, holding companies, banking, and other 
finance.
c. Traded sectors include manufacturing, agriculture, mining, construction, information, and services not else-
where specified (nes).

Note: Direct investment stock is valued at historical cost, as opposed to market value or current cost.

Source: Bureau of Economic Analysis, www.bea.gov.
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than corporate equities or inward direct investment, but the taxation of
foreigners who acquire US assets is not a topic we explore at length.7

Internationalization of the US Economy

The third major postwar trend has been the gradual internationalization
of the US economy, to the point that globalization is now an accepted and
often condemned descriptor. Two-way investment is a large part of the
story, but many other forces play a role. Container ships, cargo aircraft,
and other innovations have progressively reduced real transportation
costs since the 1950s. Improvements in information and communications
technology have tightly linked the US economy to other countries. Com-
pared with the 1960s, the openness of the US economy has increased
sharply by several measures (table 1.6). US merchandise exports ac-
counted for less than 4 percent of GNP in 1960 but over 10 percent in
2005; meanwhile US merchandise imports increased from about 3 percent
to more than 16 percent of GNP. 

US-based MNEs have propelled the growing internationalization of
the US economy. In 2004 merchandise exports associated with US MNEs
accounted for 52 percent of US merchandise exports and 34 percent of US
merchandise imports. Much of the commerce was conducted among af-
filiates of the same corporate group. In 2004 intrafirm merchandise ex-
ports of US multinationals accounted for 20 percent of total US
merchandise exports, and intrafirm merchandise imports accounted for
14 percent of US merchandise imports (table 1.7).

Reflecting the internationalization of the US economy was the “who
is us?” debate in the United States at the beginning of the 1990s, popular-
ized by Robert B. Reich (1991).8 Discussions of the question typically in-

10 US TAXATION OF FOREIGN INCOME

7. Chapter 4 on portfolio investment addresses the question, but our recommendations on
inward portfolio investment are aligned with current US practice. Mutti and Grubert (1985)
create a model inspired by Arnold Harberger that sheds light on tax reasons for foreign as-
set holders to favor US debt, whereas US asset holders favor direct investment and corpo-
rate equity.

8. In the 1950s the distinction between a US and a foreign MNE was clear. A US-based MNE
was managed and had most of its operations in the United States, raised most of its capital
in the United States, and derived most of its income from sales in the United States; the
same was true for the foreign factors of a foreign-based MNE. In that context it was indeed
plausible to state that “what is good for GM [General Motors] is good for America.” Today
it is harder to distinguish US-based and foreign-based MNEs on the basis of where their cap-
ital is raised (both issue shares and borrow at home and overseas), where their production
operations are (all over the world), and where their customers are located (frequently over-
seas) (see Avi-Yonah 2002b). Moreover, General Agreement on Tariffs and Trade (GATT) and
World Trade Organization (WTO) rules and bilateral investment treaties (BITs) somewhat
constrain policymaking that discriminates between domestic and foreign firms.

1393.ch01.qxd  9/7/07  12:53 PM  Page 10



INTRODUCTION 11

Table 1.6 United States: Selected measures of openness to international
trade and investment, 1960–2005 (percent of GNP)

Measure 1960 1970 1980 1990 2000 2005

Merchandise
Exports 3.8 4.2 8.2 7.1 11.2 10.7
Imports 2.9 3.9 9.1 9.0 14.9 16.4

Services
Exports 1.2 1.4 1.7 2.5 3.0 3.1
Imports 1.5 1.4 1.5 2.0 2.3 2.5

US assets abroada

Direct investmenta 6.2 7.4 7.4 8.6 15.5 22.0
Portfolio investmentb 1.9 2.1 1.2 4.8 24.6 36.5
Otherc n.a. 2.2 4.6 13.4 21.0 28.8
Total 8.1 11.7 13.2 26.8 61.1 87.3

Foreign assets in the 
United Statesa

Direct investmenta 1.3 1.3 2.4 7.1 14.4 16.8
Portfolio investmentb 1.9 3.6 1.7 8.6 30.5 45.6
Otherc n.a. 3.2 3.4 13.0 22.0 31.5
Total 3.2 8.1 7.5 28.7 66.9 93.9

n.a. 5 not available

a. At book value.
b. US (foreign) private-owned foreign (US) securities including stocks and bonds. US (foreign) 
government-owned assets abroad (in the United States) are excluded.
c. Includes claims reported by banks and other nonbanking concerns not included elsewhere (in-
cluding US currency).

Sources: Bureau of Economic Analysis (BEA), Survey of Current Business, May 2003, tables G.1, F.1,
and 1.9; May 2002, tables F.1 and 1.9; and interactive tables on the BEA website, www.bea.gov.

voke the concept of the stateless MNE.9 Those who see stateless firms
roaming the world are not far off regarding traditional production activi-
ties. Many firms are busy rationalizing their production activities to slice
up the value-added chain and minimize the cost of inputs and trans-
portation between various markets.10 General Electric (GE) announced
its intention to raise the proportion of its overseas production from 41 to

9. See Avi-Yonah (2002b); Business Week, November 20, 2000, 68 (with respect to “stateless
startups”); Business Week, May 14, 1990, 98–104.

10. The World Bank (2003) reports that globalization among developing countries has 
progressed to the extent that it can be difficult to identify a unique nationality for some
products. 
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over 50 percent by 2009.11 Yet according to recent statistics, though US-
headquartered MNEs operate in a record number of countries worldwide,
the bulk of their revenue, investment, and employment is still located in
the United States. Similarly, though a slow decline is evident in the US
share, in 2004 US parent companies still accounted for more than two-thirds
of US-based MNEs’ sales, capital expenditure, and employment.12 For the

12 US TAXATION OF FOREIGN INCOME

Table 1.7 US merchandise trade associated with US multinational
enterprises (MNEs), selected years

Total MNE-associated
merchandise trade Intra-MNE tradea

Percent of Percent of
Billions total US Billions total US

of US merchandise of US merchandise
Year dollars exports/imports dollars exports/imports

MNE-associated 
US exports

1966 18 61 6 22
1977 94 77 32 27
1982 151 71 44 21
1989 228 63 86 24
2000 421 55 182 24
2004 429 52 165 20

MNE-associated
US imports

1966 9 36 4 15
1977 78 51 33 21
1982 108 44 39 16
1989 175 37 72 15
2000 412 34 191 16
2004 503 34 209 14

a. Intra-MNE trade consists of all trade between US parent companies and their foreign affiliates.

Note: US merchandise trade associated with US MNEs consists of all trade involving US parent
companies or their foreign affiliates.

Sources: Bureau of Economic Analysis (BEA), US Direct Investment Abroad, 2002, tables II.T.1. and
II.T.4.; BEA, Survey of Current Business, May 2002, tables G.3, F.1; Survey of Current Business, Novem-
ber 2006, table 11, p. 53.

11. GE executives cited the high cost and limited availability of US engineers compared
with their counterparts in China and India as a key factor in their decision (“GE to Shift
Output from US,” Financial Times, July 27, 2006, 15).

12. Home bias varies considerably across industries. The share of the domestic market 
in total revenues for industries producing highly tradable products (e.g., pharmaceuticals,
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top 100 European MNEs, the EU-wide bias is similar to the US home bias
of US firms in terms of revenues and employment (Véron 2006). How-
ever, the rising importance of global markets is striking in locating corpo-
rate profits: In 1970 profits from “receipts from the rest of the world” were
only 10 percent of total US corporate profits; by 2005 the figure had risen
to about 25 percent.13

The Rise of High Technology

In the arena of global competition, the high-technology sector attracts the
most attention, as it lies at the intersection of several hot-button issues,
from national security and export controls to the increasing power and
reach of multinational firms.14 During the information technology (IT) rev-
olution of the 1990s, the commercial Internet emerged, computers became
increasingly powerful, communications networks became far faster and
cheaper, and firms developed the organizational capability to translate 
new technologies into performance gains.15 This made it easier for busi-
ness firms everywhere to go global by reducing the cost of establishing

INTRODUCTION 13

chemicals, and consumer products) is below the US average, though the opposite is ob-
served for more regulated firms, such as utilities, insurance, telecommunications, and retail
and logistics (Véron 2006).

13. US Department of Commerce, Bureau of Economic Analysis, national income and prod-
uct account tables 6.16 B, C, and D, available at www.bea.gov.

14. For years before 1997, this study adopts the US Department of Commerce definition of
high technology, which includes all products that have a significantly higher ratio of direct
and indirect research, development, and experimentation (RD&E) expenditures to ship-
ments than other products. By Standard Industrial Classification (SIC) category, such prod-
ucts include guided missiles and spacecraft (SIC 376); communication equipment and
electronic components (SICs 365–367); aircraft and parts (SIC 372); office, computing, and
accounting machines (SIC 357); ordnance and accessories (SIC 348); drugs and medicines
(SIC 283); industrial inorganic chemicals (SIC 38 excluding 3825); engines, turbines, and
parts (SIC 351); and plastic materials and synthetic resins, rubber, and fibers (SIC 282).

15. One of the more dramatic illustrations comes from successive generations of dynamic
random access memories (DRAMs), an important component of many computers. DRAMs
became commercially available during the 1970s and 1980s at a startlingly rapid pace: The
first 4K DRAMs were introduced in 1973; these were followed by 16K DRAMs in 1975, 64K
DRAMs in 1978, 256K DRAMs in 1982, 1-megabyte DRAMs in 1986, 4-megabyte DRAMs in
1989, 16-megabyte DRAMs in 1992; and the 512-megabyte DRAM introduced in 2000. The
DRAM story is the classic illustration of Moore’s Law, which dictates a doubling of capacity
every 18 months; The Economist, February 23, 1991, 64–66; Taipei Times, online edition, April
28, 2001). Likewise, since 1980 the speed of microprocessors used in personal computers has
increased more than a hundredfold, and the cost of performing 1 million instructions per
second (mips) fell from over 100 dollars in 1980 to less than 20 cents in 2001 (2001 Economic
Report of the President).
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an international presence.16 The same developments enlarged the num-
ber of competitors in individual markets, compelling US firms and others
to improve their productive efficiency. It is also worth noting that the rise
of high technology has fostered rapid growth in “electronic commerce”
(or e-commerce): The world internet economy reached almost $7 trillion
in sales in 2004. Due to the nature of borderless transactions, e-commerce
has generated complicated tax issues, involving income sourcing, income
characterization, and the permanent establishment (PE) concept, summa-
rized in appendix E.

The high-technology sector has several special characteristics. Com-
pared with other economic activities, high-technology industries create
interesting and well-paid professional and technical jobs (National Sci-
ence Foundation 2002). Almost by definition, high-technology firms are
associated with innovation, and firms that innovate tend to gain market
share at home and abroad, create new products, and spin off subsidiary
firms that compete with their parents and invent altogether different
products (National Research Council 1996). Technological change is esti-
mated to be directly or indirectly responsible for two-thirds to four-fifths of
US productivity growth since the Great Depression.17 The United States has

14 US TAXATION OF FOREIGN INCOME

16. The World Bank (2003) reports that technological progress in transport, communica-
tions, and data processing in the past two decades fueled the growth of cross-border pro-
duction networks. In these networks, MNEs break down the production process leading to
final goods into multiple stages that vary in the intensity of capital, skilled labor, unskilled
labor, and other input requirements. Multinationals try to produce each stage where it can
be done at the lowest cost. The decline in sea freight costs by nearly 70 percent between the
early 1980s and the mid-1990s and the increased use of air shipments both facilitated the
shipment of components between locations. In addition, the low cost of long-distance tele-
phone rates and the advent of the Internet made it easier for multinationals to closely coor-
dinate production at dispersed locations. Electronic data interchange (EDI) greatly reduced
the costs of procurement and improved the coordination of production across dispersed fac-
tories (Chen 1996). According to a detailed study of US firms operating in Canada, most of
the expansion of intrafirm trade between 1983 and 1996 can be attributed to just-in-time
(JIT) manufacturing techniques adopted from Japan, rather than lower tariffs resulting from
the Canada-US Free Trade Agreement (implemented in 1989).

17. See “Effectiveness of the Research and Experimentation Tax Credit,” testimony by Laura
P. Allbritten before the Committee on Science, United States House of Representatives, July
1, 1999; and Council on Competitiveness (1998). The President’s Council of Advisers on Sci-
ence and Technology (2002) reports that about two-thirds of the 80 percent gain in economic
productivity since 1995 can be attributed to information technology. The National Institute
of Economic Review (2003) notes that productivity growth in the United States, measured
as GDP per hour worked, accelerated from 1.3 percent during the 1980s and the first half of
the 1990s to 1.9 percent during the second half of the decade, suggesting that most US pro-
ductivity growth can be traced to industries that either produce or use information and
communication technology. Since 2000, US private-sector productivity growth has been
high, averaging 3 percent annually. See US Department of Labor, Bureau of Labor Statistics,
Major Sector Productivity and Costs Index: Business Output per Hour, available at
www.bls.gov (accessed on February 7, 2007).
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relied increasingly on technology-based production in the fast-growing ele-
ments of the service sector, and the share of value added derived from high
technology–dependent services, such as telecommunications, finance, in-
surance, real estate, and business services, has risen from 20 percent of GDP
in 1990 to almost 25 percent in 2003 (OECD STAN database).18

Turning to trade statistics, in 2003 high- and medium high–technol-
ogy products accounted for 67 percent of US merchandise exports and 52
percent of US merchandise imports (OECD STAN database). The rapid
productivity growth associated with high-technology industries is closely
related to their large investments in research, development, and experi-
mentation (RD&E), the benefits of which fall into two broad categories.
First, productivity generally rises in firms and industries that perform the
research and related activity. Second, the widespread application of IT,
together with a surge of related innovations during the second half of the
1990s, stimulated remarkable improvements in production processes
throughout the manufacturing sector, which translated into rapid pro-
ductivity growth. 

There is strong consensus that RD&E expenditures abet productivity
growth, but researchers disagree about the extent of the contribution. 
A literature review by the Congressional Budget Office (CBO 2005a) re-
ports central estimates, from cross-sectional studies at the industry level,
that a 10 percent increase in RD&E expenditure correlates with a 1 or 2
percent increase in productivity growth.19 RD&E often benefits sponsor-
ing firms handsomely—Microsoft, Genentech, and Google being contem-
porary examples—and the benefits usually extend to society as a whole.
Innovations enhance the productivity of industries downstream that 
use the innovations in their production processes. Beneficiaries include
users of telecommunications, computers, advanced ceramics, and med-
ical instruments. 

As a rough illustration, the annual growth of labor productivity in
the US manufacturing sector from 1988 to 1994 was around 2.5 percent;
the figure rose to 4.4 percent for 1995 to 2005. Most of the economywide
productivity gains reflect the scope and speed of the diffusion of key dis-
coveries rather than gains in the sectors responsible for the discovery,
a point highlighted by Ben Bernanke, the chairman of the board of the
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18. During this period, the share of value added derived from high- and medium high–
technology manufactures (e.g., pharmaceuticals, office machinery, communication equip-
ment, aircraft, chemicals, and transportation equipment) fell from 8.0 percent of GDP in
1991 to 6.0 percent in 2003. This trend is in line with the overall decline in manufacturing
from 17.4 percent of GDP in 1991 to 13.8 percent in 2003 (OECD 2004b, table 31).

19. The CBO reports, however, that other studies based on time-series or economy-wide
data either show a lower elasticity or lack statistical significance. Also see Baily and
Lawrence (1987).
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Federal Reserve.20 Because RD&E benefits accrue to downstream firms
that did not pay for the research, RD&E has a social return not captured
by traditional financial measures.21

At one time it was claimed that the United States held a comparative
advantage in high-technology industries because of the exceptional creativ-
ity of US scientists and engineers. This notion was always suspect, both be-
cause of Europe’s demonstrated technical leadership before World War II
and because many leading scientists and engineers working in US laborato-
ries were born and educated abroad. At the beginning of the 21st century,
however, the United States finds itself in a rapidly changing environment
that threatens its traditional leadership position in goods and services inno-
vation (Destler 2005). The challenge is posed not only by the traditional 
industrial creativity of Japanese and European firms but also by the emer-
gence of new competitors in Asia, especially China, India, and Korea, that
take advantage of significantly lower labor costs to attract manufacturing
firms, together with supply chains and ultimately their RD&E centers.22

A country’s technological position is often measured by its exports of
high-technology goods. In 1980 the United States accounted for 30 per-
cent of OECD high-technology exports, the 15 members of the European
Union accounted for 39 percent, and Japan for 13 percent. By 2003 the US
share had dropped to 16 percent, the EU-15 share had fallen to 32 per-
cent, and the Japanese share had declined to 9 percent (table 1.1).23 As re-
cently as 1980 the United States enjoyed a two-to-one trade surplus in
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20. Bernanke (2005) traced the gap between the United States and Europe in economywide
productivity gains after 1995 to slower rates of IT appropriation by IT-using sectors in Eu-
rope rather than a lag by European IT-producing sectors.

21. Moreover, RD&E has long played a major role in national security, which explains why
the Department of Defense is a leading sponsor. Since September 11, 2001, RD&E has been
perceived as a vital tool to combat terrorism. 

22. See the House of Representatives’ panel held by the Committee of Science regarding
RD&E and the future of the manufacturing sector, June 5, 2003 (Serial No. 108-11, 108th
Congress, available at http://frwebgate.access.gpo.gov). Chairman Vernon Ehlers (R-MI) of
the Environment, Technology, and Standards Subcommittee noted that “The global chal-
lenge to US manufacturing has come partly as a result of other nations achieving techno-
logical parity with the US; they have been investing specifically to build themselves into
manufacturing powerhouses and sell their products here. We are in a potentially worrisome
situation today, with the prospect of losing many different industries to foreign competi-
tion, together with their supply chains, and ultimately, our RD&E.” Participants in the panel
cautioned that the United States would not be able to compete with the wage levels being
set by other countries. Instead, the United States needed to focus on innovation, efficiency,
and quality. Participants also agreed with committee members that, while US support for
RD&E is high in general, neither companies nor the federal government spend nearly
enough on RD&E. As if to reinforce the worried tone of the committee’s hearing, in 2006,
Samuel Palmisano (2006), chief executive officer of IBM, essentially declared that IBM would
locate much of its RD&E activity outside the United States in the future.

23. Intraregional trade of EU members is counted in calculating these estimates.
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high-technology goods, with exports of $54 billion against imports of $27
billion. By 2003 the United States faced a high-technology trade deficit of
about $35 billion, out of a total trade deficit of $437 billion in harmonized
system (HS) chapters 28–97.24 In that year, US high-technology exports
were about $201 billion and imports were about $238 billion. 

Two other measures of high-technology leadership are the number of
patents filed and royalties and fees paid to and received from unaffiliated
firms. From 1980 to 2003, the share of US patents granted to US firms and
inventors dropped from 65 percent to 52 percent; conversely, the share
granted to foreign firms and inventors rose from 35 percent to 48 percent.
From 1987 to 2003, US payments of royalties and fees to unaffiliated firms
abroad increased by more than sixfold, from $0.6 billion to $3.3 billion.
Over the same period, US receipts of royalties and fees from unrelated
firms increased fivefold, from $2.3 billion to $12.3 billion.25 By these fig-
ures, the United States has lost some ground, but not much. 

In recent testimony, however, Lawrence Summers (2007), former sec-
retary of the Treasury and president of Harvard University, sounded this
alarm:

[O]ur investments in research and development, after increasing rapidly since the
nineteen-nineties, have lagged. In a time when the world stands on the brink of
revolutionary progress in the life sciences, it cannot be rational for the NIH [Na-
tional Institutes of Health] budget to decline as it did in this past year for the first
time in nearly forty years. If one looks at funding levels adjusted for inflation the
decline in our national commitment to basic research is even more remarkable.

Leadership in high technology requires large doses of creativity and an
enabling environment, including appropriate policies and, in some in-
stances, vast amounts of money. In 2003 the United States still spent more
than any other country on RD&E in absolute terms, but Japan had out-
paced the United States in RD&E spending as a proportion of GNP: Japan
spent 3.1 percent of GNP on RD&E, the United States spent 2.6 percent,
and Germany spent 2.5 percent.26 US federal RD&E funding as a share of
GDP continues to decline.27 Moreover, US public funding has traditionally
focused on military rather than commercial RD&E. In 2004 the United

INTRODUCTION 17

24. The referenced HS chapters exclude oil, minerals, agricultural commodities, and food,
but they include base metals in an unprocessed state and all other manufactured products.

25. These comparisons come from the National Science Foundation, (2006, table 6.12).

26. National Science Foundation (2006, appendix table 4-40).

27. During the late 1970s, federal government funding for RD&E exceeded that of private
industry, but the reverse is true today. RD&E investment by the federal government fell
from 1.75 percent of GDP in 1965 to about 0.75 percent of GDP in 2004 (CBO 2005a). In his
2006 state of the union address, President Bush proposed to increase federal RD&E spend-
ing to $137 billion in 2007, about 1 percent of 2006 GDP. 
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States appropriated 55.8 percent of its public RD&E budget to defense,
compared with 6.1 percent by Germany and 4.5 percent by Japan (National
Science Foundation 2006, appendix table 4-47).28 All told, in 2003 the United
States spent only about 2.2 percent of its GNP on commercial RD&E, while
Germany spent 2.5 percent and Japan about 3.1 percent (table 1.8). There is
also public support for RD&E at the state and local level within the United
States, but it usually takes the form of local tax relief, university support,
and infrastructure subsidies, rather than continuing grants for RD&E per-
sonnel and equipment.

More broadly, as table 1.9 illustrates, traditional world leaders in
RD&E—the United States, the European Union, and Japan—have seen
their expenditures on RD&E as a share of GDP remain constant over the
past 20 years. By contrast, newcomers such as Finland, Sweden, Korea,
and China have increased the percentage of GDP devoted to RD&E ex-
penditures substantially over the same period.

In 2000, US firms with more than 500 employees were responsible for
more than 82 percent of the total RD&E expenditure spent by US firms,

18 US TAXATION OF FOREIGN INCOME

28. In 2004 the US public RD&E budget for defense was 4.5 times larger than the combined
public RD&E budgets for defense of Japan, Germany, France, the United Kingdom, Russia,
South Korea, Italy, and Canada. By contrast the total US public RD&E budget was only 18
percent larger than the combined total public RD&E budgets of those countries.

Table 1.8 RD&E spending by the United States, Japan, and Germany,
1961–2004 (percent of GDP)

United States Japan Germany

Year Total Nondefense Total Nondefense Total Nondefense

1961 2.7 n.a. 1.3 n.a. 0.9 n.a.
1965 2.8 n.a. 1.6 n.a. 1.7 n.a.
1970 2.6 1.7 1.9 1.9 2.1 2.0
1975 2.2 1.6 2.0 2.0 2.2 2.1
1980 2.3 1.7 2.2 2.2 2.4 2.3
1985 2.8 2.0 2.8 2.8 2.8 2.7
1990 2.6 2.0 2.9 2.8 2.8 2.6
1995 2.5 2.0 2.8 2.7 2.3 2.2
2000 2.7 2.4 3.0 3.0 2.5 2.4
2003 2.6 2.2 3.1 3.1 2.5 2.5
2004 2.7 n.a. n.a. n.a. 2.5 n.a.

n.a. 5 not available
RD&E 5 research, development, and experimentation

Source: National Science Foundation (2006, appendix tables 4-42 and 4-43).
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Table 1.9 RD&E expenditures as percent of GDP, selected 
high-technology countries

Country/region 1985 1990 1995 2000 2004 2005

Traditional RD&E leaders
United States 2.8 2.7 2.5 2.7 2.6 2.6
Japan 2.8 3.0 2.9 3.0 3.2 3.3
Germany 2.6 2.6 2.2 2.5 2.5 2.5
France 2.2 2.3 2.3 2.2 2.1 2.1
Switzerland 2.8 2.7 2.7 2.6 2.9 n.a.
Total OECD 2.2 2.3 2.1 2.2 2.3 2.3
EU-27 1.8 1.9 1.7 1.8 1.7 1.7

Newcomers in RD&E
Finland 1.5 1.8 2.3 3.3 3.5 3.5
Sweden 2.8 2.7 3.3 4.3 3.7 3.9
Korea n.a. 1.8 2.4 2.4 2.9 3.0
China n.a. 0.7 0.6 0.9 1.2 1.3
Singapore n.a. n.a. 1.2 1.9 2.3 2.4
Israel n.a. 2.4 2.6 4.5 4.4 3.7

n.a. 5 not available

Source: OECD, Main Science and Technology Indicators, 2006 and 2007.

29. The RD&E cost of developing a completely new medicine is now estimated at nearly
$900 million, compared with $230 million in 1991 and only $60 million in 1976. See Boston
Business Journal, May 13, 2003, based on a report released by the Tufts Center for the Study
of Drug Development; Afonsky and Shannon (1991, figure 1).

reflecting an average annual RD&E expenditure of $51.5 million per com-
pany, which in turn reflects a research budget of 3 percent of sales (Na-
tional Science Foundation 2002, appendix tables 6-13 and 6-15). RD&E
expenditures may be a mediocre proxy for RD&E achievements, but they
indicate nonetheless the commitment that individual firms make to tech-
nological leadership.29

The entire RD&E process today may be moving toward a decentral-
ized model involving more small-firm RD&E and increasing collabo-
ration between firms (2001 Economic Report of the President, pp. 37 and 110). 
Nevertheless, the role of large firms remains decisive. In 2000 the 20
largest RD&E spenders accounted for 34 percent of US industrial RD&E
spending, and the 100 largest RD&E spenders accounted for 58 percent
(table 1.10). With RD&E spending thus apparently dependent on firm
size, and with foreign firms increasingly occupying the lists of the largest
100 firms worldwide (table 1.3), the ability to spend on RD&E seems to
be shifting abroad.
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Table 1.10 The 40 largest US RD&E firms, by outlay, 2004–05

Global
RD&E rank Billions of Percent

Grouping/company in 2004–05 dollars of total

Total industry RD&E outlaysa — 195.7 100.0
Top 20 — 73.8 37.7
Total top 40 — 95.3 48.7
Total top 100 — 119.9 61.3
All firms (RD&E . $100 million) — 138.7 70.9

Pfizer 2 7.3 3.7
Ford Motor 3 7.0 3.6
General Motors 6 6.2 3.1
Microsoft 7 5.9 3.0
IBM 9 5.4 2.7
Johnson & Johnson 14 4.9 2.5
Intel 16 4.5 2.3
Merck 21 3.8 1.9
Hewlett-Packard 26 3.3 1.7
Cisco Systems 32 3.0 1.5
General Electric 35 2.9 1.5
Motorola 36 2.9 1.5
Eli Lilly 38 2.6 1.3
Bristol-Myers Squibb 42 2.4 1.2
Wyeth 44 2.3 1.2
Delphi 48 2.0 1.0
Amgen 50 1.9 1.0
Texas Instruments 51 1.9 1.0
Sun Microsystems 54 1.8 0.9
Boeing 55 1.8 0.9
Procter & Gamble 57 1.7 0.9
Abbott Laboratories 58 1.6 0.8
Schering-Plough 62 1.5 0.8
Oracle 64 1.4 0.7
EI du Pont de Nemours 72 1.3 0.6
Lucent Technologies 73 1.2 0.6
United Technologies 76 1.2 0.6
Dow Chemical 85 1.0 0.5
EMC 86 1.0 0.5
Applied Materials 87 0.9 0.5
Freescale Semiconductor 89 0.9 0.5
Lockheed Martin 90 0.9 0.5
Medtronic 91 0.9 0.5
Advanced Micro Devices 92 0.9 0.5
Agilent Technologies 93 0.9 0.5

(table continues next page)
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Overall, US firms are still competitive in high technology, but they
are no longer leagues ahead of European and Japanese firms. Moreover,
China appears determined to eventually join the club of high-technology
producers and exporters and is willing to devote relatively large amounts
to RD&E for a country with a low per capita income level.30 Several years
ago, the Council on Competitiveness (1998, 9) noted that

sustaining our economic growth and technological edge in a new world and a
new century is vital to our democracy—and to our national security. Now, more
than at any time in recent history, we must identify, cultivate, and support inno-
vation in all levels of our economy…the United States remains the world’s inno-
vation powerhouse, bringing a unique combination of strengths to the table: the
excellence of its RD&E enterprise, a risk-taking entrepreneurial culture, efficient
capital networks, and strong consumer demand for new products and services.
Yet, globalization is leveling the playing field, changing the rules of international
competitiveness, and collapsing the margins of technological leadership. Our
members are not convinced that the United States is preparing for success in a
world in which many more countries will acquire a capacity to innovate.

Headquarters for MNEs

Where a firm places its headquarters influences how much a country bene-
fits from the firm’s domestic and international operations, and the head-
quarters activities of an MNE—its corporate policymaking, financial

INTRODUCTION 21

30. In 2005 the share of RD&E expenditure in China’s GDP stood at 1.3 percent, approach-
ing the analogous figure for EU-27 (see table 1.9). The Index of Technological Competitive-
ness, estimated by the National Science Foundation, shows that a few East Asian countries,
particularly China, are rapidly catching up with the levels of technological competitiveness
prevailing in many OECD countries, including France, the Netherlands, Canada, and Aus-
tralia (National Science Foundation 2006).

Table 1.10 (continued)

Global
RD&E rank Billions of Percent

Grouping/company in 2004–05 dollars of total

Caterpillar 94 0.9 0.4
Honeywell 95 0.9 0.4
Visteon 97 0.8 0.4
Eastman Kodak 102 0.8 0.4
Altria 105 0.8 0.4

a. Data on industry RD&E outlays are listed in US dollars by original source (National Science Foun-
dation). All other data were listed in British pounds and were converted into US dollars at annual
exchange rate listed by the Federal Reserve for 2005.

Sources: UK Department for Business Enterprise and Regulatory Reform, www.innovation.gov.uk;
National Science Foundation (2006).
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operations, RD&E, and the like—are still closely identified with the home
country. The practice known as “corporate inversion” is still uncommon:
Some US-based corporations, such as Tyco International and Ingersoll-
Rand, have shifted their nominal headquarters to tax-haven countries
(usually Bermuda) to minimize federal income taxes, but so far there has
been no stampede.31 Even in cases of corporate inversion, nearly all head-
quarters employees and functions have remained in the United States.
Some activities traditionally associated with the headquarters will be out-
sourced over the next decade, but close identification of MNEs with their
home country seems likely to persist. Maintaining this identification,
rather than taking it for granted, crucially underlies many of the tax-
reform recommendations proposed in this study. 

Global communications today are sophisticated enough to allow a
far-flung enterprise to be managed from a single location, and home-
country nationals almost always dominate senior management.32 Nearly
all US MNEs are headquartered in New York, Los Angeles, or other ma-
jor US cities, and their directors, top managers, skilled engineers, and re-
search personnel are predominantly US citizens. The nationality-neutral
global firm is a vision for the mid-21st century, not a reality today.

What is the link between headquarters location and RD&E expendi-
tures? From a US vantage point, the question has become more relevant
in light of the dominant role of MNEs in funding private RD&E.33 The
record indicates that RD&E spending of OECD-based MNEs is becoming
more international.34 However, outlays by US MNEs for RD&E per-
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31. Inversions typically involve only a change of form with no significant change in the op-
erational or managerial functions of the inverted group. See appendix A5 and Hufbauer
and Assa (2003).

32. The nomination of three foreigners to the board of Samsung Electronics in 2002 was
“mainly to imply an acceptance of international financial standards and practices and to make
itself look and operate like a Western-style multinational” (Fortune, April 1, 2002, 89–92). See
also Los Angeles Times, June 2, 1994, 1, reporting that only a handful of Japanese companies
then had foreigners on their management committees. Sony had Americans, but NEC, Mat-
sushita, Toyota, and dozens of other Japanese companies that depend on the US marketplace
made it clear to their foreign nationals in the 1990s that a glass ceiling limited their advance-
ment to top slots. This attitude is gradually changing; for example, Carlos Ghosn, a French-
educated Brazilian born to Lebanese parents, has headed Nissan since 2001. 

33. In the 1960s and early 1970s, the US federal government funded between three-fifths
and two-thirds of RD&E spending in the United States. Private RD&E spending exceeded
federal spending around 1979 and now constitutes about two-thirds of total RD&E spend-
ing in the United States.

34. RD&E is still highly concentrated geographically in large countries with high levels of
per-capita income and a deep reservoir of technological competence, such as the United
States, the United Kingdom, France, and Japan. China and India are exceptions among de-
veloping countries. The United States is the leading destination for off-shore RD&E, and as 

1393.ch01.qxd  9/7/07  12:53 PM  Page 22



formed abroad are only 3.5 percentage points higher than their share in
1975 (table 5.4). The so-called outsourcing of RD&E is also far less im-
pressive than the increase in RD&E performed in the United States by US
affiliates of foreign firms: In 2004, US MNEs devoted about $27.5 billion
to RD&E expenditures abroad, but US affiliates of foreign parents man-
aged a $33 billion budget for RD&E expenses in the United States, almost
15 percent of total US private RD&E expenditures conducted within the
United States and abroad. 

Firms that outsource RD&E often face a trade-off between lower costs
and better relations with foreign governments on one hand and greater
concern over the protection of intellectual property on the other. Conse-
quently, many managers take a selective approach to RD&E outsourcing
to keep sensitive areas of RD&E at home.35 The global spread of RD&E
facilities may gather steam, as suggested by UNCTAD (2005), but right
now it seems like a slow evolution.36 Sustaining US leadership in RD&E
over the long term, however, requires efforts to prop up enrollments in
graduate science and engineering programs, plus ample visas for foreign
scientists and engineers to enter the United States and easy green cards
for them to stay. It also requires, we think, a more friendly tax climate in
the United States for RD&E—a core concern of this book.
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a result it has emerged as a net recipient of RD&E expenditure performed abroad by all
MNEs. In 1987 RD&E performed by US affiliates of foreign firms accounted for about 7 per-
cent of all RD&E financed and performed in the United States; in 2004 that figure had in-
creased to almost 15 percent (see chapter 5, table 5.4).

35. The pharmaceutical industry illustrates the dynamics of RD&E outsourcing in an in-
dustry sensitive to intellectual property rights. Leading firms have already established
RD&E centers in China and India, but these centers are often engaged in routine activities
rather than path-breaking science. 

36. UNCTAD (2005) notes that RD&E activity abroad is moving beyond mere adaptation of
products for the local market to more challenging quests. 
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2
Corporate Taxation

Unlike in Europe and elsewhere, in the United States, both the taxation of
international business income and the international implications of tax-
ing domestic business income have traditionally derived from the corpo-
rate income tax. Whereas other industrial countries customarily pay
careful attention to the international consequences of business taxation
(see Tanzi and Bovenberg 1990), the United States has historically re-
garded such consequences as an afterthought. If the corporate tax is the
dog, the international consequences are the tail. In US tax battles, the
main contest has been waged between two domestic objectives—growth
versus fairness. President John F. Kennedy’s Tax Act of 1962 and Presi-
dent Ronald Reagan’s Economic Recovery Tax Act of 1981 may be char-
acterized as growth oriented, whereas the tax reforms of 1976 and 1986
were fairness oriented. In all four episodes of legislation, international
questions were a tertiary concern. Similarly, President George W. Bush’s
signature tax bills, the Economic Growth and Tax Relief Reconciliation
Act (EGTRRA) of 2001 and the Jobs and Growth Tax Relief Reconciliation
Act (JGTRRA) of 2003, were hailed by the president as pro-growth and
derided by congressional Democrats as giveaways to the rich; the inter-
national implications of the bills were not a major part of the debate.

Despite US tax history, the linear tussle between growth and fairness
could still morph into a triangle with international competitiveness as a
third point. In recent years, popular concern about the US position in the
international marketplace has grown substantially, as US citizens worry
about the long-term loss of manufacturing jobs and intense competition
from Mexico, China, India, and other emerging countries.
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The international dimension played a leading role in the latest
episode of corporate tax legislation; to comply with World Trade Organi-
zation (WTO) rulings, Congress passed and the president signed the
American Jobs Creation Act of 2004 (AJCA). The act repealed the Foreign
Sales Corporation (FSC) Act and the Extraterritorial Income (ETI) Exclu-
sion Act, both of which the WTO characterized as prohibited export 
subsidies (roughly $5 billion per year), and instead compensated manu-
facturing firms—broadly defined—by reducing their statutory corporate
tax rate. The rate fell from 35 to 34 percent beginning in 2005, and ulti-
mately fell to 32 percent in 2010. The act also provided a tax holiday dur-
ing calendar year 2005, when firms were allowed to repatriate earnings
held overseas in controlled foreign corporations (CFCs) at a special tax
rate of 5.25 percent.1

Historical Background

Federal taxation of corporate income debuted in the United States with
the Revenue Act of 1894. In the following year, however, in the landmark
decision Pollack v. Farmers Loan and Trust Co., the Supreme Court declared
the 1894 act unconstitutional. The corporate income tax then lay dormant
until the Revenue Act of 1909, when it was revived as a legally permissi-
ble excise tax on gross receipts. When the 16th Amendment was ratified
in 1913, net income taxes could be levied on all persons and firms, which
the Revenue Act of 1913 proceeded to do at the “confiscatory” rate of 
1 percent.

Almost since its inception, the tax on corporate income has been crit-
icized as an inefficient, inherently complex, and deceptive vehicle for rais-
ing public revenue.2 Its endurance in the face of overwhelming economic
opinion that its purposes could be better served by other taxes attests to
five facts in the political economy of revenue collection:

n The corporate income tax is widely perceived as a way of taxing the
rich. Whatever its flaws, for this reason alone the corporate tax has
enjoyed popular support for almost a century.

n The corporate income tax disguises who is paying. This may be a vice
to economists, but it is a virtue to Congress. Moreover, it is far less 

1. At the time of enactment, analysts estimated that between $300 and $350 billion would
be repatriated during 2005, much of it by pharmaceutical companies (Wall Street Journal,
January 27, 2005, C1). However, based on the Federal Reserve’s flow of funds account, extra
repatriations in 2005 (above the 2004 level) were about $182 billion. According to some tax
experts, the Federal Reserve data missed a substantial amount of extra repatriations. 

2. See, for example, Pechman (1987) and Edwards (2003b).
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intrusive to collect a given amount of revenue by taxing firms than
by taxing individuals directly.3

n Without a corporate income tax, retained corporate income would
have to be constructively distributed to individual shareholders as
deemed distributions. Otherwise, wealthy individuals would simply
establish incorporated pocketbooks to avoid individual income taxes.

n The corporate income tax makes the corporation, from the viewpoint
of the Internal Revenue Service (IRS), a most welcome associate tax
collector, determining and paying its own corporate tax liability as
well as withholding personal income tax for its employees and col-
lecting Social Security and various excise taxes. From an efficiency
standpoint, it is much easier to collect a given amount of tax from
corporations than households. 

n Finally, and more subtly, the corporate tax is almost the only way for
the federal government to collect revenue from the vast endowments
and annual earnings of tax-exempt organizations. 4

Given the appeal of these arguments, it is surprising not that the cor-
porate tax endures but that it does not supply an even larger share of
public revenue. On the contrary, since 1960 the corporate tax has ac-
counted for a stable or diminishing fraction of central government rev-
enues, not only in the United States, but in many other industrial
countries. Between 1965 and 2005 the share of US corporate taxes, both
federal and subfederal, dropped from just over 16.4 percent to 10.9 per-
cent of total tax revenue. Canada has seen a similar decline in the contri-
bution of corporate taxes. By contrast, corporate taxes continue to
contribute over 20 percent of total revenue in Japan and over 15 percent
in Australia, with no apparent trend. The share of corporate taxes has

CORPORATE TAXATION 27

3. It is no accident that Proposition 13 in California and the Economic Recovery Tax Act of
1981 (the Kemp-Roth federal tax cuts) crystallized around cuts in the property tax and the
personal income tax, respectively—taxes that visibly reach into the pockets of ordinary peo-
ple. The same spirit animated President Bush’s personal tax cuts in 2001—the EGTRRA—
and the California revolt against the automobile license fee, which helped vote Governor
Gray Davis out of office in 2003. The corporate income tax furnishes the paramount illus-
tration of Senator Russell Long’s (D-LA) famous aphorism about the definition of tax re-
form: “Don’t tax you, don’t tax me. Tax that fellow behind the tree.”

4. According to the IRS, nonprofit organizations (excluding private foundations, most
churches, and certain types of religious organizations) with tax exempt status under code
section 501(c)(3) reported about $1.9 trillion in total assets and $1.1 trillion in revenue for
the year 2003. Organizations under section 501(c)(3) include religious, educational, charita-
ble, scientific, and literacy organizations. Other tax-exempt organizations under sections
501(c)(4) through 501(c)(9) reported about $393 billion in total assets and $273 billion in to-
tal revenue for the year 2003. 
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likewise remained stable in the major European nations, within a range
from 5 percent (France) to almost 10 percent (United Kingdom) of total
revenues (table 2.1).

The flat or declining trend of corporate taxation in most industrial-
ized countries reflects pro-business attitudes and an awareness of the re-
alities of international tax competition. More often today than in the past,
countries wishing to maintain their entitlement programs—mainly health
care and retirement pensions—are turning to broad consumption taxes
rather than higher taxes on business income.5 Since 1957, when the value
added tax (VAT) was first applied in France, over 100 countries have
adopted VATs. The European Union, Japan, and Canada have embraced
either the VAT or a similar broad-based consumption tax. The United
States remains the only country of the 30 members of the Organization
for Economic Cooperation and Development (OECD) that does not have
a national VAT.6 Moreover, general consumption taxes of all types (VAT,
retail sales, and excise) account for a very low percentage of GDP and to-
tal tax revenue in the United States (table 2.2).

Incidence of the Corporate Income Tax

Arnold Harberger (1962) pioneered the modern general equilibrium theory
of corporate tax incidence. Starting with a closed-economy model—that
is, no trade in goods, services, or capital—Harberger (1983) subsequently
extended his framework to an open economy. One way to understand
Harberger’s analysis is to portray the corporate income tax as a sales tax
on corporate output. 

The argument that the corporate income tax works like a sales tax
goes as follows. In the long run, plant and equipment expenditures be-
come variable costs, just like labor, materials, and energy. When a firm
raises equity capital to finance new plants and equipment, it does so 
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5. The term “consumption tax” is a generic description for systems that tax purchases for
current use. The term encompasses value added taxes, goods and services taxes, and retail
sales taxes. 

6. See Merrill (2002) and Hufbauer and Grieco (2005). Several proposals for fundamental
tax reform have been put forward in recent years. Some proposals would replace the federal
income tax with a consumption tax collected from business firms, such as the retail sales tax
or the VAT. So far, Congress remains skeptical of all of the proposals. Among other leading
journals, the editorial pages of the Wall Street Journal regularly denounce the VAT as a Euro-
pean-style tax, a French tax, or a money machine. As table 2.2 shows, countries with higher
consumption tax revenues tend to devote a larger percentage of GDP to the public sector.
But it is wrong, we think, to ascribe causation to the correlation between consumption taxes
and public spending. In our view, insistent demands for the government to undertake social
obligations lead to consumption taxation, rather than the other way around. 
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Table 2.1 Corporate income tax revenues as shares of GDP and total tax revenues, selected countries,
1965–2005 (percent)

1965 1970 1980 1990 2000 2005

As share of: As share of: As share of: As share of: As share of: As share of:
Country GDP Total taxes GDP Total taxes GDP Total taxes GDP Total taxes GDP Total taxes GDP Total taxes

North America
United States 4.0 16.4 3.6 13.2 2.8 10.8 2.4 8.9 2.6 8.7 2.9a 10.9a

Canada 3.8 14.9 3.5 13.6 3.6 11.6 2.5 7.0 4.3 12.2 3.5a 10.5a

Europe
France 1.8 5.3 2.1 6.3 2.1 5.1 2.2 5.3 3.1 6.9 2.8a 6.3a

Germany 2.5 7.8 1.8 5.7 2.0 5.5 1.7 4.8 1.8 4.8 1.8a 5.2a

Italy 1.8 6.9 1.7 6.5 2.3 7.8 3.8 10.0 2.9 6.8 2.8a 6.9a

Netherlands 2.6 8.1 2.3 6.7 2.8 6.6 3.1 7.5 4.0 10.1 3.9a 9.8a

Spain 1.4 9.2 1.3 8.2 1.1 5.1 2.9 8.8 3.1 8.6 3.9a 10.8a

United Kingdom 1.3 4.4 3.2 8.7 2.9 8.4 3.6 9.8 3.6 9.7 3.4a 9.2a

Asia and Pacific
Japan 4.0 22.2 5.2 26.3 5.5 21.8 6.5 21.6 3.7 13.5 4.1a 24.4a

Australia 3.4 16.3 3.6 17.0 3.2 12.2 4.0 14.1 6.3 20.3 5.7a 18.2a

a. 2005 data unavailable. Substituted with 2004 data.

Note: The figures in the table include federal, state, and provincial taxes on corporate income.

Sources: OECD (2006a, 2006b).
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anticipating that the project will earn a profit; in other words, it plans on
paying both the corporate income tax and dividends on newly issued
shares.7 Hence each firm’s long-run supply schedule is shifted upward
by the amount of the tax, because each firm must earn the amount of the
tax as income before it is taxed in order to realize the same after-tax re-
turn on equity capital. If the industry is competitive, if all firms in the in-
dustry rely on equity to the same extent, and if they all face the same rate
of corporate income tax, the long-run supply schedule for the industry as
a whole will be shifted upward to reflect the tax cost of attracting equity
capital (see figure 2.1).
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Table 2.2 Consumption tax revenues and public spending, selected
countries, 2005 (percent)

Total
governmentGeneral consumption taxes

expenditures
As share of As share of as share of

Country GDP total taxes GDP

North America
United States 4.6 17.2 36.4a

Canada 8.5 25.9 40.5a

Europe
France 11.3 25.5 53.8b

Germany 10.1 29.0 46.7b

Italy 10.1 26.4 48.2b

Netherlands 12.5 31.7 45.7b

Spain 9.9 27.5 38.2b

United Kingdom 11.2 30.3 45.5b

Asia and Pacific
Japan 5.3 31.3 37.3a

Australiaa 8.9 28.5 35.0b

a. 2004 data.

Note: The figures in the table include all taxes and spending at the federal, state, and provincial
levels of government.

Sources: OECD (2006a, 2006b, 2006c).

7. The same story could be told if the firm mixed debt and equity capital in constant pro-
portions; however, in that case only the equity portion of finance would be burdened by the
corporate income tax. On the other hand, if the corporation could rely solely on debt capital
to finance new plants and equipment, the corporate income tax would not be a factor be-
cause interest payments are deducted in calculating taxable corporate income.
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Usually, it is further assumed that the long-run supply curve of cor-
porate output is rather elastic. This reflects a presumption that the corpo-
rate sector can readily attract capital, labor, materials, and energy from
other sectors of the economy or that such factors can be expelled from the
corporate sector to other sectors. It also reflects an important implication
about the supply of equity capital to the corporate sector in a closed econ-
omy: When corporate equity offers slightly higher returns, it can readily
draw large amounts of capital from other sectors, notably real estate. 

The story as developed by Harberger (1962) leads to two interesting
conclusions about the incidence of the corporate tax. In a closed economy,
the burden is felt by all capital, both in the corporate and noncorporate
sectors. Through the workings of the price system, the corporate tax
pushes up the price of capital-intensive goods more than it does the price
of labor-intensive goods; production of capital-intensive goods declines
relative to labor-intensive goods; so-called unemployed capital then seeks
work elsewhere in the economy, depressing its relative return. 

In a closed economy the corporate income tax is inefficient: It is un-
evenly applied across business sectors, distorting the pattern of produc-
tion. Too much production occurs in sectors with low taxes and too little
in sectors with high taxes. Uneven application of the corporate tax comes
about in two main ways. First, the capital intensity of production varies
widely from sector to sector; hence sectors with more capital per unit of
output usually pay more tax for each dollar of sales. Second, the taxes 
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Figure 2.1 Corporate tax as a sales tax
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actually paid—the effective rate—are different across sectors because of
varying tax-rate depreciation schedules, tax credits, and other factors. 

In his original analysis, Harberger (1962) suggested that the ineffi-
ciency cost of the corporate income tax could be as much as 0.5 percent of
GNP annually, a figure that translates to about $62 billion in 2005.8 Later
Shoven (1976) estimated that the inefficiency cost is 12 percent of the
amount of corporate tax collected, a figure that translates to about $44 bil-
lion in 2005. Jorgenson and Yun (2001, table 6.10) estimated an average
cost of 24 cents per dollar collected, equivalent to $88 billion in 2005. Feld-
stein (2006) argued that the deadweight loss of taxes on investment in-
come for both personal and corporate taxes is as high as 76 percent of
revenue tax collected. Whatever the precise inefficiency cost—and the es-
timates offered by respected scholars have progressively increased—the
logical conclusion is that the corporate income tax should be replaced in
a revenue-neutral fashion by more efficient forms of taxation.9

In the 1970s Harberger began to examine the incidence of the corpo-
rate tax in an economy open to both international trade and capital flows.
Later Harberger (1983) presented the results of his open-economy model
as Mutti and Grubert (1985) developed a similar model that distinguished
between personal and corporate taxes on investment income. The strik-
ing result from the family of open-economy models is that, when nations
determine their tax policies independent of one another, the incidence of
any one country’s tax on investment income falls far more heavily on la-
bor than on capital. In extreme versions, capital income is not affected at
all, but labor income drops by 100 percent or more of the revenue col-
lected. This finding exactly reverses the outcome of a closed-economy
model, in which capital bears the entire burden of the tax. The reason, of
course, is that the corporate income tax shrinks the national capital stock,
so that fewer tangible and intangible assets are available to assist each
employee in his daily work. 
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8. In 1962 Harberger argued that the corporate tax is entirely borne by capital, in both the in-
corporated and unincorporated sectors of the economy. By distorting capital allocation be-
tween the two sectors, the corporate tax works like a sales tax on the corporate sector and
imposes an efficiency cost on the economy. In a later article, Harberger (1983) argued that, in
an open international economy, the corporate tax would be shifted to the immobile factors of
production—land and labor—rather than depressing the income of capital. We assume that
the later model is more accurate, and in this case, the cost to the economy of the corporate tax
is the inefficient allocation of land and labor between low-taxed and high-taxed sectors and
the overall reduction in the capital stock.

9. Other taxes entail their own efficiency costs, but they could be much smaller. Using data
from simulations in Jorgenson and Yun (2001, table 8.12a), Hufbauer and Grieco (2005) esti-
mate that the average efficiency cost of a consumption tax large enough to replace the cor-
porate income tax would be 5.5 cents per dollar. Under this assumption, replacing the
corporate income tax would save 18.7 cents per dollar of tax revenue (24.2 cents minus 5.5
cents), a savings of $68 billion in 2005. 
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Randolph (2006, 44–45) nicely summarized the outcome of Harberger’s
open-economy model:

[The] distribution of burdens is quite different from the predictions of Harberger’s
(1962) closed-economy analysis, which implies that domestic capital owners bear
the entire burden of the U.S. corporate income tax in the long run. These closed-
economy predictions still apply to the world as a whole. But in an open economy,
the tax causes income to be redistributed internationally between foreign and do-
mestic owners of capital, and internationally between the labor and capital own-
ers resident within each country. Foreign owners of capital bear the domestic
corporate income tax roughly in proportion to their ownership of the world capi-
tal stock. Foreign labor benefits by about that same amount. 

In a recent paper, Harberger (2006) summarized four decades of his
own thinking about the incidence of the corporate tax in closed and open
economies. His most recent open-economy model has four sectors: man-
ufactures, agriculture, public utilities and transportation services, and
other services, including real estate. The economy’s three factors are cap-
ital, labor, and landowners. Manufactures and agriculture are traded in-
ternationally; public utilities, transportation, and other services are not
traded. Unlike agricultural goods, US domestic and foreign manufactures
are not perfect substitutes. To keep the model simple, manufactures, pub-
lic utilities, and transportation are produced entirely in the corporate sec-
tor, whereas agriculture and other services are produced entirely in the
noncorporate sector.

Applying his model to stylized parameters of the US economy, Har-
berger (2006) calculated the following illustrative results. About 25 per-
cent of corporate tax receipts are reflected in lower returns to US capital,
whereas about 125 percent of corporate tax receipts are reflected in lower
returns to US labor. However, US consumers benefit through lower prices
of noncorporate services, to the extent of about 42 percent of corporate
tax receipts. 

To paraphrase, the US corporate income tax hurts US labor, helps for-
eign labor, and drives capital abroad. As surprising as these results seem,
they rest on simple assumptions. In an open economy, both foreign and
US asset owners can react to higher taxes on investment income by mov-
ing their capital to other parts of the world. Because the US economy
loses capital, average capital intensity per worker falls and US wages cor-
respondingly drop. However, because the US economy is a large part of
the world economy, the US corporate tax depresses the global return to
capital, and US asset owners feel part of that burden.

What about the impact on consumers? The average price that US con-
sumers pay for agriculture does not rise because foreign goods are per-
fect substitutes. However, the average price for manufactures rises
somewhat, because US and foreign manufactures are not perfect substi-
tutes. The average prices that US consumers pay for public utilities and

CORPORATE TAXATION 33

1393.ch02.qxd  9/18/07  11:28 AM  Page 33



transport services rise because, in these nontraded, capital-intensive cor-
porate sectors, part of the corporate tax gets passed on in higher prices.
However, the average price that US consumers pay for other services 
declines—both because other services are produced by noncorporate
firms (e.g., real estate) that benefit from lower borrowing costs, thanks to
the corporate tax’s effect on global capital returns, and because the cor-
porate tax depresses US wages. In Harberger’s stylized model, the de-
cline in the average price of other services substantially outweighs the
rise in the average prices of manufactured goods and public utilities and
transport services, leading to net consumer benefits. 

Few US citizens think of the corporate tax as a device to lower the av-
erage price level to favor consumers. Even fewer think of it as a means to
lower US wages and raise foreign wages. Like most voters, most con-
gressmen strongly believe that the incidence of the corporate tax falls
heavily on owners of corporate shares, not on US workers. The popular
view rests on the belief that the corporate tax has little if any effect on cor-
porate output, but instead simply claims income that would otherwise
accrue to shareholders, either as dividends or retained earnings. Among
respected economists, one proponent of this view is Auerbach (2005). In 
a review article, while acknowledging Harberger’s insights, Auerbach
concludes: 

Our journey beyond the Harberger model through the more recent literature takes
us both forward and backward: forward in considering issues not previously
studied, but backward in reestablishing the relevance of the shareholder inci-
dence approach. For a variety of reasons, shareholders may bear a certain portion
of the corporate tax burden. They may be unable to shift taxes attributable to a
discount on “old” capital, taxes on rents, or taxes that simply reduce the advan-
tages of corporate ownership. In the short run, they may also be unable to shift
taxes on corporate capital. (Auerbach 2005, 40)

The Corporate Tax as a Shareholder Income Tax

The older view of the corporate income tax, echoed by Auerbach (2005),
holds that the burden is not passed along to consumers as higher prices
on corporate output but instead falls on shareholder income. This argu-
ment combines two propositions. The first is that a large fraction of 
corporate income is earned not in competitive markets but in quasi-
monopoly niches. By conventional analysis, corporate behavior in quasi-
monopoly niches is not affected by a tax on profits because the tax does
not affect the profit-maximizing intersection of marginal revenue and
marginal cost. The second proposition is that, at the equilibrium price at
which the industry supply schedule intersects with the industry demand
schedule, firms that pay little or no corporate tax on their own marginal
output disproportionately supply the industry’s marginal output, for sev-
eral reasons: because they are high-cost firms, because they enjoy rapid
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depreciation allowances on newly installed equipment, because they 
rely largely on debt to finance additional output, or because they import
intermediate inputs that are free from corporate tax in the country of 
production. 

Together the two arguments suggest that the impact of the corporate
tax might be depicted as in figure 2.2. The tax absorbs a large wedge of so-
called producer surplus on early, high-profit units of output—those made
by firms with superior manufacturing or distribution techniques—but very
little producer surplus on later, low-profit units of output.10 Accordingly,
the tax little affects the market-clearing price of goods and services pro-
duced by the corporate sector. The tax claims a part of corporate earnings
that would either have been distributed as dividends or retained to build
up corporate equity, but it has little effect on product markets.

Defects of a Shareholder Tax

If the corporate tax does indeed work as a tax on shareholder income, 
it has one main defect in the international context: It taxes success, 
penalizing firms that earn large returns by both creating new goods and 

CORPORATE TAXATION 35

10. Producer surplus is defined as the difference between the single equilibrium price and
the rising cost of production for each unit of output, added up across all units sold.

price

quantity

Total producer
surplus

Producer surplus
absorbed by tax

Supply

Demand

Figure 2.2 Corporate tax as a shareholder income tax

1393.ch02.qxd  9/18/07  11:28 AM  Page 35



services and producing them cheaply.11 Such firms make a disproportion-
ate contribution to economic growth, and the corporate income tax de-
prives them of resources to finance the next generation of products and
future expansion.

Double Taxation of Equity Earnings

Under the US system, profits on corporate equity are taxed twice, first at
the corporate level and again at the individual shareholder level, when
earnings are paid out as dividends or when they are realized as capital
gains upon the sale of shares. The classical system of double taxation has
been a feature of the US federal income tax system since its inception.
Since 1980, however, the United States has lessened the double taxation
of equity earnings in several piece of legislation. 

The Economic Recovery Act of 1981, the Tax Reform Act of 1986, the
EGTRRA of 2001, and the JGTRRA of 2003 all enhanced the attractions of
equity capital by reducing the corporate income tax rate and lowering the
highest marginal tax rate on dividend income from 70 percent in 1970,
when dividends were taxed as ordinary personal income, to 15 percent,
putting dividend-income taxation on the same footing as capital gains
taxes for the years 2003 to 2010. With the JGTRRA, the United States has
partially and temporarily merged corporate and individual taxation, as
in the integrated systems implemented in most OECD countries. One
consequence is to improve the tax competitiveness of US firms compared
with their industrial-country competitors.12 Moreover, for firms that meet
the broad definition of manufacturing under the AJCA, the corporate rate
will be reduced to 32 percent in 2010. 

Despite reforms, however, the US tax system still maintains its histor-
ical bias for debt over equity capital, though the JGTRRA has almost elim-
inated the tax preference for capital gains over dividend income.13 These
features are illustrated in table 2.3, which shows the amount of income
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11. The corporate tax has other defects, such as the distortion between consumption now
and consumption later, but these defects are more important in the domestic context. See
Boskin (1988a).

12. The JGTRRA’s preferential tax rates, which apply to dividends from domestic or quali-
fied foreign corporations, were initially set to expire at the end of 2008. The Tax Increase
Prevention and Reconciliation Act (TIPRA) of 2005 extended the JGTRRA’s preferential rate
to the end of 2010. Like almost all other countries, the United States provides for relief
against double taxation of intercorporate dividends: Within an affiliated group, a 100 per-
cent deduction is allowed for dividends received from another group member, and for other
intercompany dividends, the deduction is either 80 or 70 percent. Investment companies
(mutual funds and real estate investment trusts) are not taxed on dividends received from
other corporations, provided that the dividends are paid out to their shareholders.

13. Capital gains are taxed only when realized; thus, if assets are held more than a year,
they enjoy the benefit of deferred taxation compared with dividends. 
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Table 2.3 United States: Pretax corporate earnings required to pay (in various forms) individual debt and equity holders
$100 after all federal taxes (dollars and percent)

Interest
Dividend Sale of sharesa

(after JGTRRA) Before JGTRRAb After JGTRRAb Before JGTRRAb After JGTRRAb

Required corporate earnings 154 250a 174 188a 165a

before corporate tax
Corporate tax of 35/32 percentb 87 56a 66 53a

Income received by a top-bracket 154 163a 118 122a 112a

taxpayer before personal tax
Personal tax of 35 percent on interest 54

(after JGTRRA)
Personal tax of 38.6 percent on dividends 63 22a

and 20 percent on capital gains
(before JGTRRA)

Personal tax of 15 percent on capital 18 12a

gains and dividends (after JGTRRA)
Income received by a top-bracket 100 100a 100 100a 100a

taxpayer after corporate and
personal taxes

Overall tax rate (corporate and shareholder) 35 60a 43 47a 39a

JGTRRA 5 Jobs and Growth Tax Relief Reconciliation Act of 2003

a. This calculation assumes that retained earnings are entirely reflected in share prices, that shares are held roughly five years, and that the relevant discount rate is
about 5 percent. Under these assumptions, the pre-JGTRRA 20 percent tax on realized gains had about the same impact as an 18 percent tax on earnings that are
distributed year-by-year as dividends. Likewise, the 15 percent tax on realized gains under the JGTRRA has about the same impact as an 11 percent tax on earnings
distributed year-by-year.These calculations ignore tax on that part of capital gains that are purely attributable to inflation.The “inflation tax” adds to the tax burden
on capital gains.
b. Before the enactment of the JGTRRA, the top tax rate bracket for dividend and interest income for an individual was 38.6 percent and 20 percent for capital gains.
After the JGTRRA, the top-bracket rates for dividends and capital gains were both 15 percent. The top-bracket individual rate on interest dropped to 35 percent af-
ter the JGTRRA. The JGTRRA also prospectively lowered the corporate rate for “manufacturing” firms to 32 percent in 2010.

Note: State and local income taxes are not reflected in these calculations.

Source: Authors’ calculations.
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that a corporation must earn to pay, in various forms, $100 of after-tax 
income to the individual investor. Provided that the corporation and in-
dividual pay tax at the highest statutory rate, the rates describe the posi-
tion at the margin, even though average rates are usually lower. Table 2.3
reflects tax rates before and after the JGTRRA of 2003. Before the JGTRRA,
the relevant highest rate was 38.6 percent on individual income (includ-
ing dividend income) and 20 percent on capital gains. At that time, to pay
$100 after all taxes in the form of dividends, the corporation had to earn
$250, a tax burden of 60 percent.

After the JGTRRA, the highest rates initially became 35 percent on
corporate income and individual salaries, but 15 percent on capital gains
and dividends. By 2010 the highest rate on manufacturing firms, as de-
fined in the AJCA of 2004, will drop to 32 percent. We assumed that, on
average, retaining $100 of corporate earnings increases the value of shares
by $100. Thus under present law, to pay out $100 after all taxes in the
form of interest, the corporation must earn $154; to pay $100 in either
dividends or capital gains, it must earn $174 or $165, respectively.14

Table 2.4 summarizes the position of US firms versus their major com-
petitors before and after the JGTRRA was enacted in 2003 and the AJCA
in 2004. Accounting for federal but not state and local taxes, since the en-
actment of the JGTRRA and the AJCA, US manufacturing firms have had
to earn $174 in gross income to pay out net income of $100 to the individ-
ual shareholder. That is significantly less than the amount a US firm was
required to earn under the previous law ($250). Still, among OECD coun-
tries, only Japanese and UK firms are worse off in this respect than their
US counterparts: They must earn $196 and $184, respectively, to pay a net
income of $100 to the individual shareholder.15 German and French firms
must earn $174 and $154, respectively. These calculations apply only at
the margin because even in OECD countries, most corporations pay aver-
age tax rates well below the statutory maximum. To be sure, the adver-
tised tax rates in several emerging countries are higher, as table 2.4 shows,
but through special tax holidays and other incentives the advertised rates
are rarely collected, even at the margin. 
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14. To illustrate the calculations in tables 2.3 and 2.4, the JGTRRA (as extended by TIPRA)
reduced the highest individual tax rate from 38.6 percent in 2002 to 35 percent for 2003 to
2010 and to 15 percent for dividends. Hence, total tax on corporate earnings paid out as div-
idends in 2003 can be calculated as follows. Before-tax corporate income of $100 is taxed at
35 percent for a tax of $35, leaving after-tax corporate income of $65. If this $65 was distrib-
uted as dividends, the highest-bracket shareholder in 2003 paid personal tax of 15 percent,
or $9.75. The total tax was $44.75 ($35.00 plus $9.75), and the after-corporate-tax, after-
personal-tax income to the shareholder was $55.25.

15. However, unlike US corporations, UK corporations are subject to tax only on the na-
tional level (see table 2.5). 
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Table 2.4 Pretax corporate earnings required to pay individual shareholders $100 of dividends after all central
government taxes at statutory rates, selected countries (dollars and percent)

United Statesa

Before After United
JGTRRA JGTRRA Japanb Kingdomc Germanyd Francee Brazilf Chinag Indiah Mexicoi

Required corporate earnings 250 174 196 184 174 154 184 260 223 216
before tax

Corporate taxes 88 56 59 55 44 51 46 78 80 69

Income received by a top-bracket 163 118 137 129 131 103 138 182 143 147
taxpayer before personal taxes

Personal taxes on dividend 63 18 51 42 31 54 38 82 43 47
income

Relief from double taxation 0 0 14 13 0 51 0 0 0 0

Income received by a top-bracket 100 100 100 100 100 100 100 100 100 100
taxpayer after corporate
and personal taxes

Overall tax rate (corporate 60 43 49 46 43 35 46 62 55 54
and shareholder)

(notes and sources next page)
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Notes to table 2.4

AJCA 5 American Jobs Creation Act of 2004
JGTRRA 5 Jobs and Growth Tax Relief Reconciliation Act of 2003

a. The US federal statutory corporate tax rate is assumed to be 35 percent before the JGTRRA and 32 percent after the JGTRRA and AJCA (the 2010 rate for “manu-
facturing” firms). The individual tax rate on dividends is assumed to be 38.6 percent before the enactment of the JGTRRA and 15 percent after.
b. The national statutory corporate tax rate is assumed to be 30 percent; the individual tax rate on dividends is assumed to be 37 percent. The dividend relief is 10
percent of dividends received.
c.The national statutory corporate tax rate is assumed to be 30 percent; the individual tax rate is assumed to be 32.5 percent.The dividend relief is 10 percent of the
dividend received.
d. The federal statutory corporate tax rate is assumed to be 25 percent. Starting in 2002, dividends are taxed at the shareholder level at a rate of 50 percent of the
individual tax rate (i.e., 23.5 percent). No other relief is available.
e. The national statutory corporate tax rate is assumed to be 33.3 percent; the individual tax rate is assumed to be 52.5 percent (in 2003).The dividend relief is as-
sumed to be 50 percent of dividends received.
f. The federal statutory corporate tax rate is assumed to be 25 percent (including a surcharge of 10 percent on income in excess of $85,000); the individual tax rate
on dividends is assumed to be 27.5 percent.
g. The national statutory corporate tax rate is assumed to be 30 percent; the individual tax rate is assumed to be 45 percent.
h. The federal statutory corporate tax rate is assumed to be 35.875 percent. This rate is applicable to Indian companies.The rate for foreign companies is 41 percent.
The individual tax rate on dividends is assumed to be 30 percent. A surcharge of 10 percent of the tax liability applies to taxable income exceeding Rs.850,000.
i. The national statutory corporate tax rate and the individual tax rate on dividends are assumed to be 32 percent (since 2005).

Note: Central government taxes are those imposed by the federal or national government. State and local taxes are not reflected in these calculations. Individual
taxes are calculated at the top marginal rates.

Sources: Authors’ calculations based on data obtained from Keidanren USA (www.kkc-usa.org); Bond and Chennels (2000); Avi-Yonah (2002a); PricewaterhouseCoopers
(2004); KPMG (2006).
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To summarize, when the AJCA rate of 32 percent on manufacturing
profits takes effect in 2010, the tax position of this large subset of US firms
will be improved relative to foreign competitors, unless foreign countries
reduce their own rates in the meantime. Based on recent experience and
proposals under debate in Germany, the United Kingdom, and elsewhere,
it seems unlikely that major US competitors will freeze their corporate
tax rates. Unlike the United States, nearly all European countries lowered
their average corporate tax rates between 2000 and 2006.16 The same is
probably true of emerging countries.

Appeal of the Corporate Income Tax

Set against the corporate tax’s inefficiency are several politically powerful
arguments that support that, the most important being the argument that
the corporate tax effectively reaches the rich. Without the corporate in-
come tax, it is widely believed that affluent families would enjoy an even
more luxurious lifestyle at the expense of middle- and low-income fami-
lies. This argument, convincing to successive Congresses and presidents
throughout the 20th century, has acquired greater salience thanks to the
huge gains that the wealthiest Americans have enjoyed since the 1990s.17

In an era of foreseeable budget stress, when Congress will be faced
with the unpleasant task of capping entitlement programs and raising tax
revenue, the prospect of abolishing the corporate tax or sharply lowering
its rate seems remote. Given such realities, this book takes the corporate
income tax as a bedrock feature of US political economy for at least the
next decade and explores possible reforms in its application to taxing for-
eign income. 

Relevance to International Tax Issues

In the domestic context, the main concern of incidence theory is who pays
the tax. By contrast, in the international context, the analysis of incidence
raises three quite different concerns:

n How much is the nation’s capital stock reduced on account of corpo-
rate income tax?
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16. See Marcus Walker, “Europe Competes for Investment with Lower Corporate Tax
Rates,” The Wall Street Journal, April 17, 2007, A12. 

17. To cite just one study, Dew-Becker and Gordon (2005, figure 8) calculate that the top 0.1
percent of families garnered 7.7 percent of total productivity gains in the four years between
1997 and 2001. This top 0.1 percent—some 130,000 individual tax returns—is studded with
CEOs, entertainment and athletic stars, and beneficiaries of inherited wealth. To cite another
study, Piketty and Saez (2006) calculate that the average federal tax rate on the top 0.01 per-
cent of American families fell from over 70 percent in 1960 to about 35 percent in 2005.
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n What effect does the corporate tax exert on US firms operating in
global markets?

n What is the effect of the global system on corporate taxation?

We do not attempt to measure the reduction in the US capital stock
that can be attributed to the US corporate income tax. Whatever the ad-
verse impact of the US tax system on the capital stock, in recent times it
has been more than offset by other forces in the world economy, as the
United States has run a huge capital account surplus for the past five
years. We focus instead on the adverse effects of US taxation on US-based
multinational enterprises (MNEs) and the systemic consequence of inter-
national tax competition.

Impact on US Firms Operating in Global Markets

Consider first the impact on US-based MNEs. To the extent that the cor-
porate tax raises the prices of goods and services produced by the US cor-
porate sector, it has two adverse effects:

n When the US corporate tax is imposed on income earned abroad
through US subsidiaries or branches, the foreign operations of US
firms will shrink relative to competitors who do not pay such a tax.
Holding all other factors constant, higher tax costs translate into
higher prices and smaller market shares.

n When the US corporate tax is levied on income derived from exports,
it renders US firms less competitive in third-country markets than
competing foreign firms that pay lower tax rates on their exports.

Because most countries tax their corporations, what matters is the
comparison between tax burdens abroad and tax burdens in the United
States. That comparison leads to the specter of tax competition in a com-
petitive global economy.

Corporate Tax Rates and Tax Competition

Tax competition can start when one country lowers its tax rates to attract
outside investment,18 but also when one country seeks to make its do-
mestic firms more competitive in import and export markets. If other
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18. Ireland slashed its corporate tax rate over the past two decades, reaching a record low of
12.5 percent in 2003. Low Irish corporate tax rates are credited as a driving force in attracting
inward FDI—especially in knowledge-intensive industries—and generating strong economic
growth. Ireland’s GNP grew 62 percent in real terms between 1993 and 1999. Unemployment
fell from more than 14 percent to just 5.5 percent during the same period. Ireland accounts for
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countries lower their rates in turn, the tax battle is on. Supporting this
story, empirical evidence suggests that countries tend to lower their cor-
porate tax rates when they exceed the average of comparable countries
(Devereux, Lockwood, and Redoano 2002). 

Before turning to the policy dimensions of tax competition, it is worth
commenting on the evidence concerning the effects of corporate taxation
on direct investment flows.19 Gorter and Parikh (2003) examined the sen-
sitivity of foreign direct investment (FDI) to differences in corporate in-
come taxation within the European Union. The study argues that
investors from EU member state A will increase their FDI position in EU
member state B by approximately 4 percent if state B decreases its effec-
tive corporate income tax rate by one percentage point relative to the Eu-
ropean mean. Gropp and Kostial (2001) compared a group of countries
with the lowest tax rates (“low-tax group”) to a group of countries with
the highest tax rates (“high-tax group”) from 1988 to 1997. The study
found that countries in the low-tax group experienced half the FDI net
outflows that countries in the high-tax group did.

An earlier study conducted by Slemrod (1989) found, for the period
1956-84, an elasticity of 1.16 for inward FDI with respect to the US mar-
ginal effective tax rate on corporate investment. This elasticity can be in-
terpreted as follows. If the base flow of inward investment in a particular
year is $50 billion, a cut in the effective marginal tax rate from 46 percent
to 34 percent (a 26 percent reduction) would stimulate an additional $15
billion (30 percent) in inward direct investment (1.16 3 26 percent 5 30
percent; 30 percent 3 $50 billion 5 $15 billion) over a period of several
years. Further, Slemrod found that the impact was concentrated on FDI
financed by the transfer of funds (debt and equity) rather than retained
earnings. 

In a more recent study, Mutti (2003) concluded that corporate in-
come taxes are an important determinant of the production of US 
MNEs’ foreign affiliates and the parent firm’s decision about where to
locate an affiliate. Mutti found that a tax policy change that reduces the
before-tax cost of capital by 1 percent is associated with an increase of
MNE foreign affiliates’ production by 0.6 percent. Mutti also pointed
out that a 1 percent decline in the cost of capital due to a tax reduction 
increases the probability that a location will be chosen by 0.12 percent.
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just 1 percent of the European Union’s total GDP, but it accounts for 6 percent of Europe’s in-
ward FDI flows. Even more impressive, exports have grown at an average rate of 17 percent
for each year since 1994, with US firms accounting for 70 percent of Irish industrial exports.
Ireland’s tax regime has attracted fire from other EU members, which claim that the low Irish
tax rate unfairly competes with their higher tax rates. See Hodge (2001).

19. In addition to its impact on FDI flows, tax policy may affect portfolio flows by altering
the yield on financial investments (see chapter 4).
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Analyzing French FDI, Mayer, Méjean, and Nefussi (2007) likewise found
a strong and statistically negative effect of the average effective tax rate. 
Such findings lend credibility to the proposition that corporate taxation 
can affect FDI flows.20 The inevitable result is tax competition between
jurisdictions. 

Corporate taxes in the United States fell in the mid-1980s with the
Reagan tax cuts, particularly after the enactment of the US Tax Reform
Act, which cut the federal corporate tax rate from 46 percent to 34 percent
in 1986. Industrial competitors subsequently emulated the US lead and
cut their own corporate tax rates in the late 1980s and again in the late
1990s.21 However, the United States raised its corporate tax rate from 34
percent to 35 percent in 1993, and on balance, states have not cut their
corporate taxes in the past 15 years. By 2003 the US statutory corporate
tax rate—federal and state—was the second-highest among 30 major in-
dustrial countries. As of 2006 the combined US federal and state corpo-
rate income tax was about 40 percent, almost 12 percentage points higher
than the average OECD combined national and local corporate tax rate
(see table 2.5).22 Among OECD members, only Japan has higher com-
bined national and local corporate tax rates than the United States does
(KPMG 2006).
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20. In theory, exchange rate changes offset tax differentials so that lower corporate taxes do
not improve the domestic industry’s global competitive position. Because exchange rates
are highly unpredictable and reflect many forces in the global economy, however, corpora-
tions that are heavily taxed find little solace in the exchange rate offset story, described in
more detail below.

21. In the past 15 years, many countries in Europe and elsewhere have cut their corporate
rates. This was true of the United Kingdom, France, Ireland, Germany, Poland, Portugal,
Denmark, Japan, and Australia. Japan reduced its national income tax rate from 43.3 percent
in 1987 to 30 percent in 1999. Germany reduced its federal corporate tax on retained profits
from 56 percent to 50 percent in 1990, from 50 percent to 45 percent in 1994, and from 
45 percent to 25 percent in 2001. France reduced its corporate income tax rate from 50 per-
cent to 33.3 percent between 1985 and 1993 and gradually eliminated the surtax on corpora-
tions, from 10 percent to 6 percent in 2001 and to zero percent in 2003. The United Kingdom
reduced its tax rate from 52 percent to 35 percent between 1982 and 1986; it reduced it again
to 33 percent in 1997 and to 30 percent in 1999. 

22. In the United States the highest corporate federal tax was 35 percent in 2001. State cor-
porate tax rates vary from zero to 12 percent and are deductible when calculating the fed-
eral corporate taxes. Thus the statutory state corporate tax, net of the federal deduction,
varies from zero to 8 percent. Accounting for both the federal and state statutory tax rates,
the total statutory corporate income tax rate in 2002 varied from 35 to 43 percent. The un-
weighted average was 39 percent (see Engen and Hassett 2002) but accounting for the 
economic importance of high-tax states, the weighted average was 40 percent (see 
PricewaterhouseCoopers 2002). Although the AJCA will cut the corporate rate for manu-
facturing firms to 32 per-cent in 2010, the figures reported in the text are based on the cur-
rent standard rate of 35 percent. 
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The figures cited are statutory rates and can be interpreted properly
as the marginal rates applicable to future earnings. As table 2.5 illustrates,
the effective average corporate income tax rate in the United States in
1990 was 32 percent, one percentage point less than the EU average. In
2002, however, the effective average corporate income tax rate was 29
percent, four percentage points above the EU average.23 Thus the United
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Table 2.5 Federal and subfederal corporate income tax rates, selected
countries (percent)

National Effective
plus state average

National and local corporate
statutory rates statutory rates tax ratesa

Country 1977 1990 2006 1990 2006 1990 2002

North America
United States 48 34 35b 38 40b 32 29
Canada 46 28 22b 37 36b n.a. 29

European Union
France 50 34 33b 37 33b 30 27
Germany 56 50 30b 58 38b 50 32
Italy 25 36 33b 46 37b 40 34
Netherlands 48 35 29c 35 29c 30 26
Spain 36 34 35b 35 35b 31 32
United Kingdom 52 34 30b 34 30b 29 24

Asia and Pacific
Japan 40 38 30b 51 41b n.a. 36
Australia 50 39 30b 39 30b n.a. 22

Average OECD n.a. 35 25c n.a. 28b n.a. n.a.

Average EU n.a. 36 25c 40 25b 33 25

n.a. 5 not available

a. These figures are effective average corporate tax rates in the manufacturing sector. They in-
clude both federal and subfederal (state and local) taxes and corporate surcharges.
b. Including the corporate surcharge of 5.5 percent.
c. Authors’ calculations.

Sources: KPMG (2006), PricewaterhouseCoopers (2004), Engen and Hassett (2002).

23. The effective average tax rate expresses the ratio of corporate tax paid to pretax profits.
It reflects both the corporate tax rate and the corporate tax base (e.g., accounting for amorti-
zation and depreciation allowances). By contrast, the statutory corporate tax rate may come
closer to reflecting the anticipated marginal rate on future profits. In making investment-
location decisions, firms probably consider both the average effective rate and marginal
statutory rate. See Devereux, Griffith, and Klemm (2002) and Engen and Hassett (2002).
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States has become a relatively high-tax country in both statutory and ef-
fective rates.24

The traditional economist’s answer to the specter of tax competition
is a simple one: Different national regimes of corporate taxation can coex-
ist, notwithstanding the political logic of tax wars, because compensating
exchange rate adjustments ensure the survival of export- and import-
competing activities in high-tax countries. Put bluntly, some traditional
economists characterize tax competition as an uninformed response to an
imaginary problem. In their view, a small depreciation of the currency
automatically offsets the burden of higher corporate taxation.25 Thus no
country should have to engage in tax competition for its industrial self-
preservation. 

The economists’ answer plays better in academic circles than among
policymakers. Currency depreciation is linked in the public mind to infla-
tion and the loss of real wealth, making it hard for public officials to rec-
ommend depreciation to solve burdensome national tax rules. Moreover,
exchange rate movements are often disconnected from the fortunes of ex-
port- and import-competing activities because capital flows more often
than not drive the foreign exchange markets. Also, exchange rates fre-
quently move opposite to the direction that would push the trade balance
toward zero, making it harder to argue that burdensome tax rules are nec-
essarily offset by compensatory changes in the exchange rate. Finally, when
the exchange rate redresses the trade imbalance, it exerts an uneven effect
across sectors. Export sectors that depend on imported inputs are affected
by exchange rate changes to a lesser extent26 and a deeper depreciation is
required to compensate these sectors for an adverse corporate tax rate. 

Convergence of Corporate Taxation? 

For all of the above reasons, the exchange rate adjustment answer has be-
come less than satisfactory as a political answer to the competitive prob-
lems created by disparate national systems. This is true whether the
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24. The same point is made by the Congressional Budget Office (CBO 2005b), Sullivan
(2006), and Graetz (2007)

25. An example illustrates this proposition. On average, in 2002, US corporate profits before
federal taxes were about 5.3 percent of sales. If the corporate income tax were raised from 35
percent to 50 percent, then corporate profits would have to rise to 6.9 percent of sales to en-
sure the same amount of after-tax profit. If a 1.0 percent depreciation of the dollar translates
into a 0.5 percent rise in dollar prices relative to dollar wages, for both home and export
markets, then a 3.2 percent depreciation would, on average, supposedly compensate for the
tax increase (calculated as [6.9–5.3] 3 2).

26. Thus, an assembly operation that imports 80 percent of its cost structure through purchased
components and relies only on the local supply of nontraded inputs for 20 percent of its cost
structure will not be much affected by a 5 percent change in the exchange rate. The induced
change in its international competitive position will be only 1 percent (20 percent of 5 percent).
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system in question is that of environmental regulation, social security
taxes, health benefits, or corporate taxation. As a result, political pressure
has shifted to another arena, namely, convergence of national systems
and business taxation. There are two roads to convergence, or approxi-
mation, to use the European term that suggests an alignment that stops
short of making the systems identical. One is competitive approximation;
the other is planned approximation.27

In a system of competitive approximation, each country simply cuts
its corporate tax rate or enlarges its deductions unilaterally, to both make
its own firms more competitive and attract firms from other countries.
OECD countries have been harmonizing their corporate tax regimes
through a process of competitive approximation since the mid-1980s, as
evidenced by the reduction and convergence in statutory corporate tax
rates.28 Proponents of competitive approximation sometimes argue that
reducing corporate tax rates is a boon to the world economy, promoting
capital formation and supply-side growth.

Others—including the authors—are not so sure. Tax competition
need not be confined to a simple reduction in the statutory rate, but can
spill over into subsidy schemes and special preferences.29 Unbridled tax
competition provides MNEs greater opportunities to exploit differences
between tax rules and rates to reduce their tax bills.30 That said, for the
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27. Approximation pressure is particularly noticeable in the European Union. The drama
between competitive approximation and planned approximation is playing out not only in
taxation but also in environmental policy, product standards, antitrust policy, bank regula-
tion, and a variety of other public systems.

28. Appendix B summarizes features of US corporate taxation that have led to lower effec-
tive tax rates and might be characterized as contributing to competitive approximation. Be-
tween 1988 and 2006, the OECD average statutory corporate tax rate declined from 44
percent to about 28 percent. Countries have converged to this rate, as the dispersion around
the average, measured by the standard deviation, also declined during the same period.
The reduction in statutory rates, with a concurrent reduction in the standard deviation, sug-
gests that governments redesigned their tax policies at least in part to counter the threat of
FDI outflows and to attract FDI inflows.

29. In 2004 public subsidies to industrial firms in the European Union amounted to 3.5 per-
cent of GDP (European Commission 2005), whereas corporate tax collections averaged 3.2
percent of GDP for the European Union at 15 members (OECD 2005).

30. Two simple examples can be cited: manipulated transfer prices for transactions between
affiliated companies, with the effect of shifting profits from high-tax to low-tax jurisdictions;
and intragroup borrowing and lending, with the effect that interest payments are deducted
against corporate income in a high-tax country and interest receipts are lodged in a low-tax
country. These practices can result in a redistribution of the tax burden from mobile capital
onto less mobile factors or from large multinational groups to small national firms (Gropp
and Kostial 2001). Moreover, to the extent that investment is attracted by the promise of low
taxes rather than low production costs, location decisions will be less efficient (Bond and
Chennells 2000, Bond et al. 2000). 

1393.ch02.qxd  9/18/07  11:28 AM  Page 47



foreseeable future, tax competition rather than planned approximation
will be the route to any corporate tax convergence witnessed in the world
economy. 

Nevertheless, a brief review of the planned approximation route to
convergence is in order. Under such an approach, major trading countries
would agree on comparable definitions of corporate income, and each
country would levy its corporate tax within a range of upper and lower
bound rates. This approach finds its greatest support in the European
Union. Two major attempts to coordinate corporate income taxation in
Europe—the first in 1975 and the second in 1992—failed because the EU
Council did not approve them unanimously.31 In the most recent attempt
in February 2004, Frits Bolkestein, EU tax commissioner, suggested that
interested member states should harmonize their tax base definitions un-
der the new “enhanced cooperation” mechanism, which allows a group
of core countries to forge ahead with harmonizing policies. Under this
arrangement, he predicted, tax rates would naturally converge due to
competition between equivalent bases.32 Bolkestein’s proposal met resis-
tance from Ireland, the United Kingdom, the 10 new member states, and
members of the newly appointed European Commission. 

Thus in 2006 the call for planned approximation seems utopian even in
the European Union. The Commission’s ambition is now limited to seek-
ing a common corporate tax base in five years, not a common tax rate.33
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31. The second attempt at EU coordination was done by the Ruding Committee, which de-
livered a comprehensive report (European Commission 1992) identifying a number of dis-
tortions and proposing a common EU corporate tax system as a long-term target, to be
approached in three stages. Primary targets in the first two stages were extending the
nondiscrimination directives (adopted in 1990) to all enterprises, harmonizing national cor-
porate income tax bases, and aligning statutory tax rates within a range of 30 percent to 40
percent. The design of a common corporate tax system was to be postponed to the third and
final stage. In response to the Ruding report, the European Commission took up only two
relatively minor proposals aimed at exempting cross-border income flows within multina-
tionals from source taxation. The Commission denied that further harmonization was
needed.

32. See Financial Times, February 21, 2004, 4.

33. See “Common Cross-Border Tax Base in ‘Five Years,’” Financial Times, November 27,
2006, 4. For a detailed survey of the corporate tax harmonization movement in Europe, see
Bond et al. (2000). This history does not mean that EU members ignore the challenge of tax
competition. All members have adjusted their corporation tax systems, but they refuse to
have their room for maneuver restricted by Community law. See Genser (2001). At the Jan-
uary 2005 World Economic Forum in Davos, Switzerland, José Manuel Barroso again re-
jected the call to harmonize European corporate tax rates: “Some member countries would
like to use tax harmonization to raise taxes in other countries to the high-tax levels in their
own countries. We do not accept that. And member states will not accept it” (Wall Street
Journal, January 31, 3005, A17).
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Meanwhile, serious academic doubts have been raised about the welfare
consequences of eliminating tax competition.34

Up to now there has been little planned approximation of corporate
tax systems anywhere in the world, even within the European Union. In-
stead, mindful of the competitive pressures of the global economy, yet
well aware of the political popularity of taxing large firms, many coun-
tries, including countries in Europe, have responded with competitive
tax measures that recall the Cheshire Cat of Alice in Wonderland: As the cat
vanished, he left behind a grin. In much the same spirit, alternative paths
to competitive taxation are getting heavy use in do-it-yourself tax reduc-
tion; integration of corporate and shareholder taxation is especially pop-
ular. In appendix B we discuss these paths in greater detail. We conclude
this chapter with the observation that tax competition, rather than
planned approximation, is the order of the day.
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34. Conconi (2006) argues that global tax harmonization leading to the complete elimina-
tion of tax competition is a bad idea because it would prompt the adoption of higher-than-
optimal capital taxes. According to Conconi’s theoretical analysis, partial harmonization is
preferable to global harmonization.
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3
Traditional Tax Doctrine 
for Foreign Income

The previous chapter stressed that US taxation of international business
income is an offshoot of the taxation of domestic business income. But it
is a hardy offshoot. Beginning with the Revenue Act of 1962,1 the US sys-
tem of taxing international income has grown enormously complex, a
rich vineyard in which tax accountants and attorneys labor over intricate
regulations, debate complex fact patterns, and draw on sophisticated
computer analysis to structure single transactions, whole operations, and
entire corporate groups. We do not wish to lay out and critique the mind-
numbing details of current tax law (see appendices A1 to A8 for a primer);
rather, this chapter concentrates on the landmarks of US tax doctrine as
they apply to international business income.2 Most tax experts are famil-
iar with these landmarks, and they should skip immediately to chapter 4,
in which we propose a new regime for taxing portfolio investment 
income.

Despite sea changes in the world economy, the intellectual under-
pinnings of the US approach to taxing international business income 
have changed little in eight decades. The complexity of present US law re-
flects not new architecture but rather an extensive patchwork to repair a 

1. This act introduced subpart F, a complex set of revisions designed to tax currently the
undistributed earnings of subsidiaries incorporated in tax haven countries. 

2. This chapter and chapters 4 and 5 rely heavily on work done by Daniel J. Frisch when he
was a senior fellow at the Peterson Institute for International Economics (1989–90). His
work is paraphrased in this chapter by his permission and that of Tax Notes. See Frisch
(1990). 
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succession of leaks. Thus the US Treasury, in laying out reform proposals
in 1985, adhered to the same rationale that has guided US taxation of in-
ternational income for the entire century. Because it illuminates the stolid
quality of official thought, the Treasury discussion is worth quoting at
length:

The Administration proposals retain the basic structure for taxing foreign income
of US taxpayers that has evolved since 1913. This structure is intended to cause
foreign income to bear a fair share of US tax in a manner that does not distort in-
vestment decisions; at the same time, special measures reflect concern for the in-
ternational competitiveness of US business. Thus, the general rule is that US
taxpayers are subject to US tax on their worldwide income. A credit is allowed
against US tax for foreign income taxes paid in order to avoid double taxation of
foreign income which has been taxed by the country where the income is earned.
The special measures include the deferral of US tax on income earned by US-
controlled foreign corporations until that income is remitted to US shareholders.
(Certain tax haven income is, however, taxed to the US currently even though not
repatriated.). . . .

In reaching the decision to continue the worldwide taxation of US taxpayers
with allowance for foreign tax credits, the Administration considered and rejected
the alternatives of exempting foreign-source income from US tax, or taxing 
foreign-source income but only allowing a deduction for foreign taxes. While an
exemption approach would in some circumstances facilitate overseas competition
by US business with competitors from countries that tax foreign income on a fa-
vored basis, such an approach also would favor foreign over US investment in
any case where the foreign country’s effective tax rate was less than that of the
United States. Moreover, there would be a strong incentive to engage in offshore
tax haven activity. The longstanding position of the United States that, as the
country of residence, it has the right to tax worldwide income is considered ap-
propriate to promote tax neutrality in investment decisions. Exempting foreign
income from tax would favor foreign investment at the expense of US investment.
The other alternative, to allow only a deduction for foreign taxes, would not sat-
isfy the objective of avoiding double taxation. Nor would it promote tax neutral-
ity; it would be a serious disincentive to make foreign investments in countries
where there is any foreign income tax. (The President’s Tax Proposals to the Congress
for Fairness, Growth, and Simplicity, 1985, Washington: Government Printing Of-
fice, A383)

As the quote reveals, policymakers have historically considered three
broad frameworks for tax policy toward the foreign income of US tax-
payers: taxation with a credit for foreign taxes, taxation with a deduction,
and exemption of foreign income. Under a credit system, foreign taxes
paid on business income earned abroad are credited dollar for dollar
against US tax liability on that same income. Under a deduction system,
foreign taxes are deducted from business income earned abroad, and US
tax liability is calculated on the after-foreign-tax income. Under an ex-
emption system, business income earned abroad simply is not taxed 
domestically. 

The United States historically has chosen the first of these alterna-
tives, taxation with credit for foreign taxes, though a landmark shift in of-
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ficial thinking occurred in the President’s Advisory Panel on Federal Tax
Reform (2005). The panel, which was staffed by the Treasury Department,
recommended a territorial system for “active” business income earned
abroad. This recommendation echoes the reform advocated in the first
edition of this book (Hufbauer 1992). 

Returning to the historical thread, as late as 1985, it was taken for
granted that income earned by foreign corporations raised no special 
issues and should be taxed in the same way as US income earned by 
US corporations operating domestically. It was also taken for granted
that measuring corporate income earned within the United States,
though tedious and complex, was basically a technical issue, not a 
policy question. The policy debate, up through passage of the Tax Re-
form Act of 1986, thus focused on the foreign income of US corporate
taxpayers. 

The three options for taxing US taxpayers on their foreign income
correspond to three distinct schools of thought on taxation, each of which
considers its doctrine to be the proper basis for policy. Historically, the
three competing doctrines were capital export neutrality (CEN), national
neutrality (NN), and capital import neutrality (CIN).3 To this familiar
trio, Desai and Hines (2004) have recently added two new benchmarks:
capital ownership neutrality (CON) and national ownership neutrality
(NON). We discuss these newer benchmarks after reviewing the older
and more familiar concepts.

Three issues are at stake in the policy debate among the advocates of
the CEN, NN, and CIN approaches.4 The first is the worldwide efficiency
question: Which tax regime, jointly operated by two or more sovereign
jurisdictions, does the least harm to the efficient workings of the interna-
tional economy? The second is the national prosperity question: How
does a tax regime affect economic activity in each country? The third is
the division-of-revenue question: How much tax should each govern-
ment collect?
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3. The concepts of CEN and CIN were first clearly articulated by Richard Musgrave (1960),
but they were implicit in international tax circles much earlier. Peggy Richman (1963) laid
out the concept of NN. The history of the different concepts is summarized in Bergsten,
Horst, and Moran (1978); see also Caves (1982). 

4. CEN takes its name from the proposition that business income should be taxed to the
same extent whether the firm’s capital is used to make goods and services at home or ex-
ported and used to make goods and services abroad. CIN reflects the proposition that capi-
tal originating in a foreign country should be taxed in the same manner as home-grown
capital. NN is named for the proposition that capital-exporting countries should derive the
same income from capital—private returns plus public tax revenue—whether it is employed
at home or abroad. 
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Capital Export Neutrality

In the United States, unlike in other industrialized countries, CEN has
traditionally prevailed at a conceptual level over competing tax doctrines,
though not decisively so. The paramount goal of CEN is to prevent tax
considerations from distorting the choices made by multinational enter-
prises (MNEs) when they decide to locate production or headquarters ac-
tivity in one country or another. Scarce capital is thereby allocated
efficiently on a worldwide basis, and national prosperity supposedly fol-
lows. In academic expositions of CEN, the division-of-revenue question
is distinctly secondary; nevertheless, the prospect of gaining more rev-
enue for the US Treasury has been a driving force in legislative episodes
of trying to implement CEN doctrine. 

The CEN ideal as conceived in the United States entails a set of tax
rules designed so that managers of US-based MNEs can ignore income tax
considerations when deciding whether to locate a plant in the United States
or abroad. The goal is achieved if US firms pay the same tax rate on corpo-
rate profits, and if those profits were measured the same way, no matter
where the firms put their investments. The CEN school believes that such a
system can lead to the most efficient possible allocation of capital around
the world, and thus to the most productive world economy. 

Before descending into the details of CEN, it is worth pointing out
that the CEN school assesses tax policy in isolation from a variety of other
policies that might distort the location of investment. For example, pro-
tective tariffs, buy-national public procurement, and capital grants to
firms can all tilt plant location decisions, but according to the CEN school,
these other policies should be corrected on their own turf; the tax code is
not the place to offset the great variety of distortions that governments
inflict on the international economy. 

In principle, CEN is achieved by using the same rules to measure
both foreign and US income, taxing income earned abroad at the US cor-
porate rate as it is earned, allowing the same investment tax credits and
accelerated depreciation for foreign investment as for domestic invest-
ment, and granting a credit for foreign income taxes paid.5 Suppose a US-
based MNE could earn a before-tax return of 25 percent, either in Belgium
or in the United States, on a plant addition costing $40 million. In either
case the annual before-tax return would be $10 million. Suppose the Bel-
gian corporate tax rate, after special depreciation allowances, works out
to 20 percent versus the US rate of 35 percent. Under a CEN system, the
US tax on Belgian profits would be $3.5 million ($10 million 3 35 per-
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5. This menu was recommended by Bergsten, Horst, and Moran (1978, 461–62). They also
suggested extending the investment tax credit to foreign investment; that proposal is now
moot, as the investment tax credit was repealed by the Tax Reform Act of 1986. 
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cent); the United States would allow a foreign tax credit of $2.0 million
($10 million 3 the Belgian tax of 20 percent); and the net US tax after
credit would be $1.5 million ($3.5 million 2 $2.0 million). The firm’s 
after-tax return would then be the same ($6.6 million) whether it located
the plant addition in the United States ($10 million income 2 $3.5 million
in US tax) or in Belgium ($10 million income 2 $2.0 million in Belgian 
tax 2 $1.5 million in US tax). In short, under a CEN system, when before-
tax returns are the same in two locations, the after-tax returns are also the
same. The tax regime does not prejudice the plant location decision; in
this case, the firm could simply toss a coin. 

Similarly, if the US before-tax return were greater, so would be the 
after-tax return, and the firm would build the plant addition in the United
States. Extending the case above, if the MNE could earn $12 million be-
fore tax by making its $40 million plant addition in the United States, but
only $10 million in Belgium, it would invest in the United States because
its after-tax return would be higher ($7.8 million versus $6.5 million). If
the facts were reversed, it would invest in Belgium. From the CEN stand-
point, these would be correct decisions. Worldwide efficiency is maxi-
mized when the tax rules encourage firms pursuing their financial
self-interest to place their capital where it earns the highest before-tax re-
turn. To achieve this, the combined domestic and foreign tax rate must be
the same no matter where the domestically based firm puts its capital. 

In contrast, if the domestic authorities do not tax foreign income at
all—as the CIN school urges—then domestically based firms have an in-
centive to move their capital to low-tax or zero-tax countries. The effect is
the same whether low or zero effective taxation is achieved by a low or
zero nominal rate or by special incentives, such as generous depreciation
allowances: Too much capital flows to these locations, and that capital is
less productively engaged, at the margin, than capital placed in the
United States. 

Returning to the previous example, suppose that the United States
did not tax the profits of the MNE’s Belgian subsidiary. The MNE would
then prefer an investment in Belgium that earned $10 million before 
tax even if the same investment in the United States earned $12 million
before tax: The firm’s after-tax return would be $8.0 million on the Bel-
gian investment after the Belgian tax of 20 percent, but only $7.8 million
on the US investment after the US tax of 35 percent. The tax regime 
thus would prompt US-based MNEs to allocate their capital inefficiently
from a global perspective—too much in Belgium, too little in the United
States. 

However, if the United States allowed a deduction but no credit for
foreign taxes—as the NN school urges—then US MNEs would pay tax
twice on income from capital located abroad. The opposite incentive
would be created: Too little capital would be used abroad, and that 
capital would be more productive, at the margin, than capital used in 
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the United States. Again, the efficiency of the world economy would be
impaired. Applying the rule of deduction but no credit to the previous
example, the after-Belgian-tax, after-US-tax income from a Belgian invest-
ment that earned $10 million before tax would be only $5.2 million ($10
million 2 the deduction for the 20 percent Belgian tax 5 $8 million to be
taxed by the United States; $8.0 million taxed at 35 percent leaves $5.2
million for the corporation). In contrast, even if the same project located
in the United States earned only $9 million before tax, it would show a
higher after-tax return ($9.0 million taxed at 35 percent leaves $5.9 mil-
lion). The tax system would encourage the US investment, even though it
was less productive than the Belgian investment. 

Hence the CEN prescription to tax foreign income on a current basis,
but allow foreign taxes paid to offset the domestic tax dollar for dollar, so
that domestic tax on foreign income is paid only when the income is taxed
abroad at a lower rate. This way, the combined total foreign and domes-
tic tax on the foreign income of domestic firms equals the domestic tax on
income earned at home.6

Even in the halcyon days of the 1950s and 1960s when US firms dom-
inated global business and the United States took a benign view of inter-
national capital flows—seeing no inconsistency between world efficiency
and national prosperity—there was acute practical concern about the
third goal of international tax policy, the division of revenue between US
and foreign governments. For this reason, no one in Treasury or Congress
was prepared to carry the foreign tax credit component of CEN doctrine
to its ultimate conclusion, namely, crediting US MNEs for taxes paid
abroad in excess of their US tax liability on the foreign income.7 As early
as 1921 the foreign tax credit was limited to the US tax that would other-
wise be due on foreign income (see appendix A1). 

Limiting the foreign tax credit, however, might impede the CEN
school’s goal of worldwide efficiency. Consider a US-based MNE with
foreign income that is, on average, taxed more heavily abroad than it
would be in the United States. Under the US foreign tax credit system, no
additional US tax is due on this income, but the excess foreign tax is nei-
ther refunded nor allowed as a credit against US tax on US income. In-
stead, the so-called excess credits are disallowed entirely if they cannot
be used during carry-back or carry-forward periods. Thus US-based
MNEs might avoid investing in countries with heavier taxation than the
United States, and consequently too little capital for worldwide efficiency
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6. To carry out this prescription, the same accounting rules and depreciation allowances
should apply to foreign and domestic income, and any domestic tax incentives should be
extended to foreign investment. 

7. Likewise, in the years when the investment tax credit was allowed, it was not extended
to foreign investment. 
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might end up in these high-tax countries.8 In practice, however, the over-
all limitation is an important offset: US-based MNEs can usually blend
their high-foreign-tax income with their low-foreign-tax income and enjoy
the benefit of the foreign tax credit for taxes paid to high-tax countries.9

Although the CEN school recognized early the possible problem of a
self-inflicted capital shortage in high-tax countries, even its academic pro-
ponents never seriously suggested removing the limitation on the foreign
tax credit. Allowing the overall limitation was concession enough, as 
division-of-revenue concerns trumped worldwide efficiency concerns.
The absence of a foreign tax credit limit would provide a strong tempta-
tion for foreign governments to encroach on the US tax base. With no
limit on the credit, foreign governments would feel rather free to tax US
firms more heavily than the US corporate tax rate does, as the extra bur-
den would fall not on the firms, thereby encouraging them to leave, but
on the US Treasury. 

Another practical reason for the foreign tax credit limit became ap-
parent in the mid-1970s. If a sovereign government owns natural re-
sources, imposes a corporate tax, and leases the extraction rights to a
private company—a very common practice in the petroleum industry—it
may be hard to distinguish between the tax on corporate income and the
royalty paid for resource rights, particularly when the tax and royalty
systems are designed with the assistance of capable US legal counsel. In
such circumstances, the foreign tax credit limit at least restricts the
amount of resource royalties that can be disguised as a corporate tax. 

Apart from the limit on the foreign tax credit, there is another large
departure in the US tax rules from the CEN prescription that the combi-
nation of domestic and foreign taxes on corporate income be the same
wherever the income is earned. The worldwide income of US firms is not
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8. As discussed in chapter 2, according to traditional analysis an appropriate degree of cur-
rency depreciation can preserve economic activity in the high-tax country. However, cur-
rency depreciation works (if at all) by raising the before-tax return to capital, so that even if
economic activity is preserved, there remains the distortion between jurisdictions in before-
tax rates of return. Capital remains too scarce in the high-tax jurisdiction and too plentiful
in the low-tax jurisdiction. 

9. The United States historically permitted an overall limit on the foreign tax credit rather
than requiring a per-country limit. The overall limit allowed MNEs to blend income from
low-tax foreign jurisdictions with income from high-tax foreign jurisdictions, thereby claim-
ing a larger credit for foreign taxes imposed by high-tax countries. This feature mitigated
the disincentive to invest in high-tax jurisdictions. However, with the separate baskets-of-
income approach to the foreign tax credit introduced by the Tax Reform Act of 1986 (see ap-
pendix A1), the blending possible under the overall limit found somewhat less scope for
investments in high-tax jurisdictions. The American Jobs Creation Act of 2004 (see appendix
A1) slashed the number of baskets from nine to two (passive-category income and general-
category income), starting in 2007, thereby restoring the scope for blending high-tax and
low-tax income.
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taxed in the current year if it is earned by locally incorporated subsidiaries
engaged abroad in a so-called active trade or business. Instead, US tax on
the business profits of these subsidiaries is deferred until the profits are
repatriated to the US parent company as dividends, or until the sub-
sidiary is sold; in the latter case, the subsidiary’s retained earnings are
taxed as ordinary income up to the amount of retained earnings realized
as profits by the sale, and profits beyond the amount of retained earnings
are taxed as a capital gain. Foreign income derived from so-called passive
sources is taxed currently.10 This exception to deferral was first intro-
duced in the Revenue Act of 1962, and since then, the definition of pas-
sive income has been progressively expanded. 

Assuming that before-tax earnings would be the same in the United
States as in a low-tax location, the present value of the expected stream of
combined US and foreign taxes on foreign income can be significantly
lower when US taxation is deferred. In present-value arithmetic, a de-
layed tax is a smaller tax. Suppose the MNE in the above case expected to
earn $10 million annually on an investment in the United States and pay
a tax of 35 percent at the end of each year over the next 10 years. The
present value, at the beginning of the first year, of the expected stream of
future US taxes, discounted at 10 percent annually, would be $21.5 mil-
lion.11 However, suppose the MNE expected to earn $10 million annually
in Belgium, pay a Belgian tax of 20 percent over the next 10 years, sell the
investment in the 10th year, and only then pay US tax on the retained
earnings with a credit for prior Belgian taxes. In that case, the present
value of the expected stream of Belgian and US taxes, again discounted at
10 percent annually, would be $18.1 million.12 The before-tax returns are
identical on the two investments ($10 million per year) and the tax bur-
dens without a deferral would be the same ($35 million over 10 years),
but the practice of deferral, coupled with the workings of compound in-
terest, makes the Belgian investment decidedly more attractive.

58 US TAXATION OF FOREIGN INCOME

10. Broadly speaking, active income is derived from mining, manufacturing, and perform-
ance of business services such as accounting; passive income is derived from collecting div-
idends, interest, rents, and royalties. Perennial gray areas between active and passive
income include trading, banking, insurance, and leasing, businesses with a fuzzy line be-
tween mobile and immobile sources of income. 

11. In this case, the present value (PV) of the future tax stream is calculated as PV 5 $3.5
million/(1. 10) 1 $3.5 million/(1.10)2 1 . . . +$3.5 million/(1.10)10.

12. Calculated as PV 5 $2.0 million/(1.10) 1 $2.0 million/(1.10)2 1 . . . 1 $2.0 mil-
lion/(1.10)10 1 $15 million/(1.10)10. The figure of $15 million in the last term represents the
cumulative difference over 10 years between US tax on undistributed earnings ($3.5 million
per year) and the foreign tax credit attributable to Belgian tax ($2.0 million per year). When
the investment is sold, the United States will finally collect its $1.5 million per year of tax, or
$15 million total. 
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The above arithmetic gives US firms an incentive to operate in low-
tax countries. Studying the effects of foreign tax havens on American
business, Hines and Rice (1990, 36) concluded that “it is undoubtedly
true that some American business operations are drawn away from the
mainland US by the lure of low tax rates in tax havens.” Subsequent em-
pirical research confirms that the US international tax system does not
neutralize host-country tax advantages that affect US-based MNEs when
choosing among competing foreign locations.13 In other words, US-based
MNEs are sensitive to host-country tax rates in their outbound opera-
tions. Given the multiple holes in the current quasi-CEN system, Alt-
shuler and Grubert (2001, 36) concluded that location decisions as
between competing foreign countries would not be significantly affected
if the United States adopted a dividend exemption system (i.e., a quasi-
territorial system). Taken as a body, the empirical evidence has led econ-
omists to state that, in the current tax climate, US-based MNEs behave as
if they were subject to a territorial tax system, at least with regard to in-
vestment choices across foreign locations.14

From a CEN standpoint, the theoretical solution to the problem of tax
competition is to repeal deferral across the board so that all foreign earn-
ings of US subsidiaries are taxed currently after allowing for the foreign
tax credit, whether or not the earnings are currently repatriated as divi-
dends.15 CEN proponents claim that the changes will not only improve
worldwide economic efficiency, but also help to curb the spread of so-
called harmful tax competition,16 the invocation of which became a rally-
ing cry in the 1990s. According to the argument, some countries take
undue advantage of globalization—that is, the mobility of capital and
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13. See Mutti (2003); Altshuler, Grubert, and Newlon (2001); Grubert and Mutti (1998, 1999);
and Hines and Rice (1994). These papers focus on investment choices across foreign loca-
tions and not between domestic and foreign jurisdictions. 

14. See Altshuler (2000) and Altshuler and Grubert (2001). Analyzing empirical work, Alt-
shuler and Grubert (2001) conclude that “the current system provides similar tax incentives
to the ones we would expect under a system in which dividends are exempt from home
country taxation.” However, they note that one critique of this interpretation of the litera-
ture is that “the empirical tests do not explicitly test the impact of residual home country
taxes on location behavior.” 

15. In the 1970s some observers regarded the denial of investment tax credits and acceler-
ated depreciation to foreign investments as offsets to deferral, and thus saw the repeal of
deferral as less urgent from the standpoint of CEN doctrine (Bergsten, Horst, and Moran
1978; Hufbauer and Foster 1976). Both the investment tax credit and the most favorable ele-
ments of accelerated depreciation were repealed in 1986, so the CEN case for ending defer-
ral is stronger today. 

16. The Organization for Economic Cooperation and Development (OECD 1998) has
adopted initiatives to cope with harmful tax competition. The initiatives are designed to
curb tax havens and preferential tax regimes that are thought to erode the tax base of OECD
members, thereby reducing the tax that would otherwise be collected.
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skilled personnel, sophisticated financial services, and weak international
tax coordination—and deliberately slash their corporate taxes to attract
direct investment from MNEs. Other countries are forced to respond in
kind. The result is to erode the tax base all around and distort location
decisions. For the CEN school, the solution is to strike at the root: repeal
deferral and impose a strict per country (or even per subsidiary) limit on
the foreign tax credit, so as to curb the effect that tax differentials have on
MNE decisions about where to invest. Supposedly such measures deter
countries from engaging in harmful tax competition. 

However, the CEN line of analysis raises the question of whether the
United States should be concerned about the efficiency of capital allocation
among foreign countries and even among lines of business in those coun-
tries. If the United States were concerned about this sort of micro-efficiency,
it would impose per country, per subsidiary, and even per type-of-income
limits on the foreign tax credit, as well as repealing deferral. Particularized
limits on the foreign tax credit would be required to prevent the income
earned in low-tax countries, or from low-tax activities, from being sheltered
against US taxation through excess credits generated by high-tax sources of
foreign income. If the Singapore tax rate on a new biotech plant is only 10
percent thanks to a tax holiday, but if the returns from the biotech invest-
ment could be sheltered from further US tax through excess credits stem-
ming from a 40 percent tax rate on the US-based MNE’s income earned in
Germany,17 the MNE would have every reason to pursue the Singapore in-
vestment. Under the Tax Reform Act of 1986, the United States imposed
such quasi-per-type-of-income limits on the foreign tax credit through a
complex system of baskets of income, but this change was inspired more by
revenue considerations than by micro-efficiency concerns. Consequently,
considerable latitude remained for micro-inefficiency after the 1986 act. 

The American Jobs Creation Act of 2004 (AJCA, PL 108-357) consoli-
dated the baskets of income from nine to two, a passive category and a
general category. The passive income basket was expanded to absorb
three other baskets: dividends from a domestic international sales corpo-
ration (DISC), distributions from a foreign sales corporation (FSC), and
foreign trade income. The remaining five baskets were combined into the
general category basket.18 These changes greatly simplified the foreign
tax credit system but also increased room for micro-inefficiency.19
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17. Under the 1989 US-German tax treaty, the tax on distributed earnings of a German sub-
sidiary was 36 percent plus a withholding tax of 5 percent. 

18. For an analysis of the changes to the foreign tax credit limitations and other provisions
of the AJCA, see Tuerff et al. (2004).

19. Consolidating the number of baskets of income increases the opportunity for cross cred-
iting. Subdividing categories of income into smaller baskets has the opposite effect. Allow-
ing for cross crediting can move the tax system closer or farther from CEN, depending on
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All in all, it is fair to conclude that the present structure of US taxa-
tion of foreign income—the foreign tax credit with basket-of-income lim-
its, coupled with deferral for so-called active income and current taxation
for so-called passive income—reflects a pragmatic compromise between
CIN and CEN, and thus between business firms and the US Treasury.
Businesses are concerned about maintaining international competitive-
ness, or at least that is the proclaimed rationale for deferring taxes on ac-
tive foreign income. The Treasury is concerned about defending US tax
revenues, the real if unproclaimed rationale for basket-of-income limits
on the foreign tax credit and current taxation of passive foreign income. 

Historically, the step-by-step implementation of CEN logic (see 
appendix A1) meant higher taxes on the foreign income of US business.20

Hence the Treasury historically advocated CEN doctrine while business
espoused CIN theory. 

However, as we will see shortly, recent empirical research indicates that
further moves toward CIN might actually increase tax revenues depending
on the specific features of the territorial tax system adopted. As a result, it is
not surprising that Treasury is gradually losing its historic affection for pure
CEN doctrine, as revealed in the recommendations of the president’s tax re-
form panel(see appendix A3). For symmetrical reasons the business com-
munity could support certain CEN arguments. Signs of this historic reversal
were first observed a few years ago in both Treasury and the private busi-
ness sector. In 2002 the Treasury Department called for an examination of
the merits of an exemption-based (territorial) tax system.21 In the same year,
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the foreign tax credit position of the US-based MNE involved. If deferral were repealed, US-
based firms in an excess limitation position (i.e., foreign tax credit limits in excess of foreign
taxes paid) would be indifferent between investments that earned the same income in the
United States and in low-tax countries abroad because they would face the same combined
tax rate on foreign income. For these firms, the system would be closer to CEN. Meanwhile,
US-based MNEs in excess credit positions would prefer investments in low-tax countries
over investments in the United States or other high-tax countries; as with cross crediting,
taxes paid to high-tax jurisdictions would eliminate any residual tax owed to the Internal
Revenue Service (IRS) on income from low-tax jurisdictions. For these firms, the consoli-
dated basket-of-income approach moves the system farther from CEN and closer to CIN.

20. The AJCA retreated from CEN logic by consolidating baskets of income, reforming Sub-
part F to exclude certain types of base company sales and service income, and providing a
one-year low-rate “tax holiday” for repatriating foreign earnings. These changes were ad-
vocated by Chairman Bill Thomas (R-CA) of the House Ways and Means Committee, even
though Treasury opposed them.

21. See the Treasury Report on Inversion Transactions, 2002 (appendix A5). In a 1977 study
on tax reform, Treasury advocated CEN in the context of residence-based taxation. In 1999
the Treasury reiterated its support for CEN connected to a comprehensive study of deferral.
By contemplating the CIN framework, the 2002 report departed from past Treasury doc-
trine. The departure was underscored by the territorial system endorsed in the 2005 report
of the president’s tax reform panel.
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the National Foreign Trade Council (NFTC) argued against replacing the
current tax system with a territorial system.22

The most significant legislative step away from CEN logic was the
AJCA (HR 2896), introduced by William M. Thomas (R-CA), chairman of
the House Ways and Means Committee, on July 25, 2003. It was eventu-
ally passed as HR 4250 and signed into law on October 22, 2004 (see ap-
pendix A5). Two central purposes of the bill were to replace the FSC and
extraterritorial income exclusion (ETI) regimes—both found to be illegal
export subsidies by World Trade Organization (WTO) rulings23—and to
discourage corporate inversions. To compensate US exporters for the re-
peal of the FSC/ETI regimes, the bill contained several provisions de-
signed to make US firms more competitive internationally. Features in
the bill that generally followed CIN logic included a low-rate, one-year
(2005) tax holiday for accumulated earnings held by foreign subsidiaries,
known as the Homeland Investment Act; a reduction in the number of
foreign tax credit baskets from nine to two, permitting more cross credit-
ing of taxes; changes in foreign base company sales and service rules,
making them less unfriendly to the foreign activities of US-based multi-
nationals; a reform in interest allocation rules to reflect foreign borrowing
by subsidiary corporations; extension of the five-year foreign tax credit
carry-over period to ten years; and the addition of a one-year carry-back
provision.

Prior to the introduction of the AJCA, the adoption of the entity clas-
sification regulations under Section 7701 of the Internal Revenue Code
(the so-called check-the-box regulations) in 1997 also contributed to a de
facto shift of the US international tax system towards CIN logic.24
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22. In 2002 the NFTC—an association of businesses with some 550 members, devoted to in-
ternational trade and investment issues—launched an international tax-policy review proj-
ect designed to consider US international tax reform in the form of a territorial tax
exemption system associated with CIN. The NFTC argued that legislative efforts to im-
prove current international tax rules were better spent on reforming the current deferral
and foreign tax credit system than on adopting a territorial exemption. The NFTC con-
cluded that “while it is true that a territorial system could improve competitiveness and
simplicity for some US-based companies with substantial operations abroad, the accompa-
nying reduction in foreign tax credits attributable to exempt income could more than offset
that benefit for other such companies. Moreover, the benefit for any significant group of
companies would be dependent on the adoption of a broad exemption, a cutback on the ex-
isting Subpart F rules, and reform of the current expense allocation rules” (NFTC 2002a).

23. See Hufbauer (2002) for a detailed discussion. 

24. From 1960 through the end of 1996, classification of a business organization as either a
“partnership” or as a “corporation” was accomplished by reference to the so-called Kintner
Regulations issued under IRC Section 7701. The Kintner Regulations based the classification
determination on the presence or absence of four factors and generally weighted the classi-
fication test in favor of partnership classification. The check-the-box regulations, which be-
came effective on January 1, 1997, replaced the four-factor Kintner classification test for
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Although the check-the-box rules were never intended to circumvent
the US antideferral rules, check-the-box planning to avoid subpart F has
become the norm for US-based MNEs. This was achieved by various tech-
niques. One of the most popular is to consolidate all the overseas opera-
tions of a US-based MNE under a single offshore holding entity and then
file a check-the-box election to treat this first-tier foreign holding com-
pany as a “corporation” for US tax purposes. As a result of the election,
payments that are deductible locally (such as interest, royalties, rents,
etc.), made amongst the various foreign subsidiaries or between the sub-
sidiaries and the first-tier foreign holding company, that might previously
have been subject to current US taxation under subpart F, effectively cir-
cumvented the subpart F regime (Sicular 2007).

The enactment of section 954(c)(6) in 2006 (see appendix A3) consti-
tuted a further step away from CEN logic. Section 954(c)(6)—which, as of
July 2007, is scheduled to sunset in 2009—provides for look-through treat-
ment for dividends, interest, rents, and royalties received or accrued by 
a CFC from a related CFC attributable to non-subpart F income of the
payer CFC, thereby effectively permitting deferral for most active earn-
ings of a CFC.25

National Neutrality

Unlike the CEN school, the NN camp is not particularly interested in
maximizing the efficiency of the world economy by allocating capital to
locations where it earns the highest before-tax return. The NN school,
which has never prevailed in the public policy debate, would prefer to
orient US tax policy to maximize US gains from the use of US-owned cap-
ital. National prosperity is thus the paramount goal of the NN school,
and its proponents—a very small band—seek to achieve it by dramati-
cally boosting the US tax take on foreign investment, thereby discourag-
ing US-based MNEs from production abroad. 
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classifying business organizations as either partnerships or corporations. The regulations al-
low certain business entities to choose their classification for US tax purposes under an elec-
tive regime, including providing an election to classify certain foreign entities as
“partnerships”, “corporations” or “disregarded entities” for US tax purposes if certain con-
ditions are met, regardless of the classification of such entities from a local corporate law
perspective. 

25. Sicular (2007) states that “[o]n the surface Section 954(c)(6) looks like a narrow technical
rule.” In fact, it is much more than that. If it becomes permanent, section 954(c)(6) will have,
without fanfare, effectively repealed antideferral rules for much of what subpart F was orig-
inally intended to reach—payments of “passive” income between controlled foreign corpo-
ration (CFCs). 
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Consider the decision by a US-based MNE concerning an investment
that promises to yield a profit of 20 percent annually in either of two lo-
cations: in the United States or in a foreign country that will tax the in-
come at the same 35 percent US corporate rate. Worldwide efficiency is
unaffected by the choice of location, as in either case, the before-tax re-
turn on capital is 20 percent. But the choice matters to the United States,
according to the NN school. 

One reason why it should matter is very simple: In one case the
United States collects the tax revenue, whereas in the other case a foreign
government collects the revenue. Moreover, to add a modern twist, in
one case the United States enjoys the spillover benefits of new invest-
ment, such as externalities and particularly technological spillovers,
whereas in the other case those benefits are enjoyed abroad. Thus instead
of treating foreign taxes as an offset to US taxes, NN doctrine considers
them as a cost of employing US capital abroad. Like other costs of doing
business, NN would allow these costs to be deducted from taxable in-
come, but they could not be credited against US federal taxes.26

The change from a credit to a deduction would prompt US MNEs to al-
ter the international disposition of their assets until they earned the same
before-US-tax (but after-foreign-tax) rate of return, whether investing in the
United States or abroad. For example, if an investment earned 28.6 percent
before tax and was taxed at 30 percent by France, the before-US-tax return
would be 20 percent (70 percent of the initial 28.6 percent return). Under
NN rules, the French investment would be equally attractive to the US
MNE as a US investment with a before-tax return of 20 percent. In both
cases the United States would tax the 20 percent before-US-tax return at its
own 35 percent rate, and the after-US-tax return would be 13.2 percent. 
Either way, the US economy—that is, the US MNE and the Treasury—
would earn a total return of 20 percent on US capital. 

To carry the story further, the NN school would accept US-based
multinational investment in France if it could earn the 35 percent pre-
French tax, for then the return on capital available to the US economy
would be 24.5 percent, an improvement on the 20 percent that could be
earned at home (this calculation ignores any technological spillovers).
But the NN school would not want the MNE to invest abroad it if could
earn only the 25 percent pre-French tax, for then the return available to
the US economy would be only 17.5 percent. 
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26. State and local taxes on corporate income are allowed as a deduction, not a credit,
against US federal income tax. But the rationale for the deduction of state and local taxes
differs from the rationale urged by the NN school for the deduction of foreign taxes. If state
and local taxes were creditable and not just deductible, the temptation would be over-
whelming for state and local governments to raise their corporate tax take at the expense of
the federal government. With important exceptions, foreign governments do not tailor their
tax systems with the principle aim of capturing tax revenue from the US Treasury. 
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The NN view leads to a drastic recommendation for changing US tax
law. Like the CEN school, the NN camp would tax the worldwide income
of US MNEs currently and without deferral, but NN would replace the
foreign tax credit with a deduction for foreign taxes.27 This idea was the
basis of the tax sections of the Burke-Hartke bill, sponsored by the Amer-
ican Federation of Labor and Congress of Industrial Organizations (AFL-
CIO) in the early 1970s (see appendix A1). Since then, the NN star has
faded, and it is rarely suggested as a serious alternative today, even
though US concerns about US manufacturing in the face of international
competition are as pressing today as they were in 1970. In 2006 the US
trade deficit in manufactured goods was over $574 billion, or about 36
percent of US value added by the manufacturing sector.28

The NN analysis has been criticized by economists and rejected by
politicians for many reasons. An old favorite with new relevance is that
NN is a shortsighted way to advance national prosperity. As with other
beggar-thy-neighbor policies, if the United States adopted NN as its guid-
ing philosophy, foreign governments might retaliate by taxing their own
firms doing business in the United States on the same NN basis. More
likely, as US-based MNEs gradually sold their foreign assets and rein-
vested in the United States, foreign-based MNEs would withdraw re-
sources from the US economy and acquire the assets on sale abroad. After
such a round of asset reallocation, it is unlikely that there would be a sub-
stantial net addition to the pool of capital productively employed in the
United States. Meanwhile US-based MNEs would suffer a drastic blow to
their international competitive strength. All countries, including the
United States, could lose as multilateral investment collapsed. As multi-
lateral investment shrank, system-wide advantages, in the form of bene-
fits from both the worldwide application of proprietary technology and
head-to-head competition between corporate giants, would be sacrificed.
Also sacrificed would be the division of production activities into slices,
each corresponding to the comparative advantage of a particular country. 

Capital Import Neutrality

The CIN school considers its rivals to be flawed for several reasons. Tra-
ditionally, CIN supporters claim that CEN and NN would place US-based
MNEs at a significant competitive disadvantage in many circumstances.
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27. Because of its draconian implications, the NN prescription was labeled the “interna-
tional double taxation’” method by Horst (1980, 793–98).

28. For 2006 total value added by the manufacturing sector was about $1.601 trillion ac-
cording to the Bureau of Economic Analysis (www.bea.gov), and the total trade deficit in
manufactured goods, by Standard International Trade Classification (SITC) 5–9, was about
$574 billion (UN Comtrade database, available at www.comtrade.un.org). 
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Consider possible investment in a low-tax location. If, under CEN logic, a
US firm had to pay tax currently (without deferral) at a higher US rate on
the resulting income, it would be unable to compete with either a local
firm or, just as important, with a subsidiary of a foreign MNE based in a
country that did not tax overseas income. 

Many industrial countries effectively exempt the active business prof-
its of foreign subsidiaries and branch operations from domestic tax.
Countries that fully or partially take this approach—often called the terri-
torial approach—include Germany, France, the Netherlands, and Canada.
To achieve tax parity with multinationals based in such countries, the
CIN school recommends that the United States refrain from taxing its
MNEs on their active foreign income, and at a minimum, reverse the in-
roads on deferral made by the Tax Reform Act of 1986 (see appendix A3),
as deferral has much the same effect as exemption as long as the earnings
of the low-tax subsidiary are reinvested abroad, as they may be for a very
long time. 

Reflecting such arguments, the American Jobs Creation Act of 2004
did two things: It provided a one-year, low-rate “tax holiday” on repatri-
ated earnings (the Homeland Investment Act provisions),29 and it consol-
idated and simplified antideferral rules that repeal separate regimes for
foreign personal holding companies and foreign investment companies.
Subpart F rules were also relaxed, allowing profits from aircraft leasing
and shipping income as well as commodity sales and hedging transac-
tions to avoid being counted as subpart F income (which would disallow
deferral) provided that they were directly related to the firm’s active busi-
ness pursuits (Tuerff et al. 2004). 

In recent years, the CIN school and sympathetic scholars have also
argued that the concept of worldwide economic efficiency that CEN 
proponents pursue is outdated and should no longer be the core princi-
ple of US international tax policy. Among the reasons cited, the following
are worth mentioning. First, for worldwide economic efficiency to be
achieved, other major countries that serve as the home base for MNEs, as
well as the United States, would have to endorse the CEN concept. The
CIN school points out that worldwide economic efficiency cannot be
achieved unilaterally by the United States, inasmuch as the relative role
of the United States in the world economy had declined substantially
during the last 40 years. In the 1960s the United States completely domi-
nated the global economy, accounting for over 50 percent of worldwide
cross-border direct investment and 40 percent of world GDP. In 1960, of
the world’s 20 largest corporations (ranked by sales), 18 were headquar-
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29. A special dividends-received deduction was allowed equal to 85 percent of exceptional
dividends repatriated in 2005. The resulting tax rate works out to about 5.25 percent, as-
suming that the repatriated dividends would be taxed at 35 percent otherwise. 
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tered in the United States.30 Four decades later, the United States con-
fronts much greater competition in global markets. As of 2005 the United
States accounted for about 21 percent of the world’s foreign direct invest-
ment (FDI) stock and 28 percent of the world’s GDP (table 1.1), and 11 of
the world’s 20 largest corporations were headquartered in the United
States (ranked by total revenue).31

Second, the tax reality according to the NFTC (1999) is that half of the
OECD countries generally exempt foreign-source active business income
from domestic taxation. Important emerging countries, such as China, also
follow the exemption model in practice if not in legal form. As is discussed
further below, in a world where portfolio investment can be quantitatively
more important than FDI, imposing CEN only on direct investment may
not improve international capital allocation.32 Third, focusing on economic
efficiency as a guiding light excludes other important values from consid-
eration, for example, the pace of economic growth in developing countries
and the foreign policy ramifications of overseas investments.33 Fourth,
strict adherence to the concept of worldwide economic efficiency, if
achieved, may enhance world well being at the expense of national well
being.34 Fifth, not all tax competition is equally harmful; Conconi (2006)
argues that some tax competition is essential to avoid excessively high
taxation of capital income (see also Avi-Yonah 2000). What about the CEN
argument that if foreign earnings are not taxed at the US rate, an ineffi-
ciently large amount of capital will be invested in low-tax locations in-
stead of in the United States? CIN proponents counter that sources and
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30. See Peter R. Merrill, Director, National Economic Consulting, testimony before the
House Committee on Ways and Means, Hearing on Impact of US Tax Rules on Interna-
tional Competitiveness, June 30, 1999 (Serial no. 106-92, 106th Congress, available at www.
worldcatlibraries.org). 

31. The 11 are Exxon Mobil, Wal-Mart, General Motors, Chevron, DaimlerChrysler, Ford,
ConocoPhillips, General Electric, Citigroup, AXA, and American International Group. See
Fortune Global 500, 2006, available at http://money.cnn.com (accessed July 18, 2007).

32. For a contrary view, see Grubert and Mutti (1999). 

33. Graetz (2001) claims that evaluating US international tax policy by the metric of world-
wide economic efficiency, which looks only to rates of return and tax dollars collected, fails
to account properly for the political benefits and burdens of foreign investments. Graetz ob-
serves that while economists tend to agree that free trade improves worldwide efficiency,
the same consensus does not exist with respect to flows of capital. The International Mone-
tary Fund (IMF) has voiced similar skepticism over the efficiency benefits of capital flows
(Kose et al. 2006), but the skepticism is centered more on financial flows and portfolio in-
vestment than direct investment. 

34. See Graetz (2001) and NFTC (1999). A common example is the controversy over the
Treasury’s hybrid-branch regulations issued in 1999. These regulations attack corporate
structures with the effect only of reducing foreign rather than US tax. See the discussion in
footnotes 39 and 40. 
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uses of world capital are interconnected through a vast global pool. If one
country makes itself more attractive for investment, it draws capital from
the global pool regardless of whether US or foreign firms are the identifi-
able investors. CIN proponents do not agree that foreign economic activ-
ity, even in low-tax locations, takes place at the expense of domestic
activity. They cite empirical evidence that the reverse seems to be true,
and that the foreign activity causes MNEs to expand their exports.35 They
conclude that it is a mistake to worry about an adverse trade-off between
the domestic and foreign activities of US firms

According to CIN proponents, the United States should pragmati-
cally recognize that, if an economic activity can most profitably be done
in a low-tax location, a firm will exploit the opportunity. Directly or indi-
rectly, capital flows from high-tax nations to low-tax nations. The real
trade-off is whether the activity is done by foreign-based firms or US-
based MNEs. 

It is interesting to mention two recent proposals that address the pol-
icy concerns of CEN proponents, but from two different perspectives.
Rosenbloom (2001) recommends a hybrid regime that includes elements
of CEN and CIN. Under it, the US outbound tax system would distinguish
between jurisdictions that have comprehensive rules designed to collect a
significant amount of corporate income tax and jurisdictions that can be
characterized as tax havens. Under Rosenbloom’s proposal, foreign busi-
ness income earned by controlled foreign corporations (CFCs) in the for-
mer jurisdictions would be exempt from US tax. But income earned by
CFCs in tax haven jurisdictions would be fully taxed in the United States
without deferral. In a similar vein, Avi-Yonah (1998b) suggests enacting
“low-tax kick-in” rules that would subject active income to subpart F if
not taxed elsewhere. In other words, Avi-Yonah would abolish deferral for
all income that is not subject to significant taxation by the host country. By
contrast, the NFTC objects to any system that differentiates between host
jurisdictions based on their minimum effective tax rates. Among other 
objections, the NFTC cites the uncertainty and complexity that would be
created for both tax administrations and taxpayers.36

To the CIN school, it is self-evident that US prosperity is advanced if
US-based MNEs capture the activity. US firms can then spread fixed over-
head costs37 on a global basis, benefit from the challenge of operating in a
new environment, and position themselves to introduce the next genera-
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35. Authoritative studies include Lipsey (2002) and Graham (2000). 

36. See NFTC (2002a). The NFTC also notes that if the benefits of an exemption system
were limited to tax treaty countries, the US tax treaty network would have to be expanded
substantially. 

37. Notably, research, development, and experimentation (RD&E) and general and admin-
istration (G&A) expenses.
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tion of winning products. In short, as the NN school seeks to advance US
prosperity by keeping US firms at home and the CEN school is indiffer-
ent to the location of MNE activity, the CIN school seeks to enhance US
welfare by encouraging US MNEs to extend their reach. In large part, the
CIN goal is accomplished by exempting the foreign corporate profits of
active business firms from US taxation.

Another possible argument for CIN comes from recent literature on
international trade. Strategic trade theory abandons the traditional as-
sumption of perfect competition and provides a framework for maximiz-
ing national economic welfare in monopolistic markets. According to
much strategic trade theory, and contrary to the traditional theory of free
trade, it may be in the national interest to subsidize certain industries if
firms in such industries will ultimately exercise market power. Intangible
capital developed through RD&E expenditures or the creation of brand
names may create monopolistic advantages in worldwide markets. In
this case, subsidies can hasten the development of domestic industry,
which can, in turn, block foreign competition. A CIN tax system can be
rationalized as one method to promote frontier firms with a US base (JCT
1999). 

Although CIN arguments have been made for many years, the CIN
framework has yet to become official US policy. At most, the territorial
approach was recommended in 2005 by the President’s Advisory Panel
on Federal Tax Reform (see appendix A3), but the report was not offi-
cially embraced either by the Treasury or the White House. In effect, the
CIN call for territorial taxation implies that foreign investment is good
for the US economy and therefore should not be taxed by the United
States. But Treasury and the Joint Committee on Taxation (JCT) hear this
argument about many activities, ranging from home building to oil
drilling to venture capital. They are reluctant to start down the slippery
slope of exempting activities from taxation, both out of concern for tax
fairness and because it is difficult to delineate where tax preferences
should stop. If NN doctrine can be characterized as beggar-thy-neighbor,
CIN might prove to be beggar-my-government. 

Yet while the CIN framework has not been adopted officially, many
of its elements are already reflected in the day-to-day operation of the US
tax system.

Capital Export Neutrality and Capital Import
Neutrality Theories in Tax Reality

Two international tax policy issues debated during the 1990s illustrate the
sharp contest between the CEN and CIN schools. The so-called runaway
plant proposal was designed to repeal deferral of corporate income taxa-
tion for US subsidiaries abroad that produce for export back into the US
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market.38 The proposal came straight from the CEN textbook, putting
production for the US market on the same tax footing whether the goods
were made in the United States or abroad. But, as CIN advocates pointed
out, foreign firms also produced for the US market, and they were not
taxed currently—or possibly at all—if they exported to the United States
from a low-tax or zero-tax location. Hence the CIN school argued that
low-tax operations of US subsidiaries should not be taxed at the US cor-
porate rate, because they would then be put at a competitive disadvan-
tage to foreign firms. 

The problem raised by CIN logic, of course, was that purely domestic
US companies also competed with lightly taxed foreign producers that
exported into the US market. Further, other US companies were exporters
and competed with the same lightly taxed foreign firms in global mar-
kets. Where could the line be drawn? Did CIN ultimately require tax ex-
emption for all export and import-competing activities in the United
States, as well as foreign investment? In short, was CIN logic the first step
on the road to abolishing the corporate tax? Many CIN proponents would
welcome this outcome: They argued that reducing corporate tax rates
brought about by competition to attract investment was not a danger but
a blessing, promoting capital formation and leading to supply-side
growth. 

One of the tax battles that focused attention on CEN and CIN theo-
ries—and which continues today—involved the so-called hybrid-branch
proposed regulations issued in 1999.39 The regulations were designed to
limit cross-border payments by foreign subsidiaries of US-based MNEs
that would shift foreign-source income from high-tax into low-tax juris-
dictions, reducing foreign taxes while retaining deferral of US taxation of
the income.40
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38. In the last days of the 106th Congress (1999), Senator Byron Dorgan (D-ND) attempted
to have a runaway plant legislative proposal (S 1597) attached to the funding bills then be-
ing considered in Congress. Dorgan’s proposal would have eliminated deferral for the prof-
its of CFCs attributable to the manufacture abroad and import of products into the US
market. The Senate voted down his proposal. Previously, a similar proposal was presented
to the US Congress by the Joint Committee on Taxation (JCT) and was criticized by the
American Bar Association (1989). 

39. See Proposed Regulation section 1.954-2(a)(5) NPRM REG-113909-98, July 13, 1999, is-
sued pursuant to Notice 98-11. The proposed regulations provide a moratorium on their ap-
plication until five years after they are finalized, and they replace temporary regulations
that were issued on March 23, 1998 in TD 8767 (63 FR 14669 (March 26, 1998)). As of July
2007, the proposed regulations were still pending. See Holland (2005).

40. The typical situation addressed by the proposed regulations involves a CFC that carries
on business activity in high-tax foreign jurisdiction A and maintains a branch in zero-tax
foreign jurisdiction B. Under section 301.7701 regulations (the so-called check-the-box regu-
lations), the branch located in jurisdiction B is classified as a fiscally transparent entity for

1393.ch03.qxd  8/31/07  10:08 AM  Page 70



To the Treasury Department, hybrid-branch arrangements tilted the
balance struck by the Revenue Act of 1962 against CEN. Under this 
balance, Congress asserted CEN rules—that is, to end deferral entirely—
for passive (or mobile) income that could be shifted easily among 
tax jurisdictions.

On the other hand, Congress was not ready to end deferral for active
income, which is not easily shifted. Congress agreed that location deci-
sions regarding active income were driven mainly by nontax business
considerations, and it recognized the need to maintain active US business
operations abroad on an equal tax footing with other firms doing busi-
nesses in the same country. In other words, it sought to maintain CIN
with respect to such income. The proposed regulations aimed to curb the
hybrid-branch arrangements as a mechanism for moving active business
income from a high-tax foreign jurisdiction to a low-tax foreign jurisdic-
tion through cross-border payments and thus upset the equilibrium
achieved by the Revenue Act of 1962.41

Opposing the proposed regulations, the CIN school argued that us-
ing hybrid branches and other mechanisms to avoid foreign taxation did
not justify current taxation of foreign income earned by US-based MNEs
because foreign-based MNEs used similar techniques to reduce their own
tax burden. In other words, the proposed regulations would hamper the
ability of US-based MNEs to compete with their foreign-based rivals. Fur-
ther, the CIN school invoked US revenue interests: CEN theory hardly
justified forcing US taxpayers to pay more foreign taxes and thus claim
more foreign tax credits at the expense of the US Treasury. Finally, the
CIN school argued, once Congress had chosen to retain deferral for a ju-
risdiction that imposed a low tax on active business income, it should be
indifferent as to how the active business income is earned.

For the time being, the CIN school has succeeded in delaying final
regulations, but the debate has not ended. The CEN school contends that
the hybrid-branch arrangements operate as a tax subsidy that encourages
US-based MNEs to shift income into low-tax jurisdictions more then ever
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US federal tax purposes, though it is characterized as a separate entity for foreign tax purposes.
The branch office in jurisdiction B lends funds to the CFC in jurisdiction A, and the interest
payments paid by the CFC to the branch reduces the taxable income of the CFC in jurisdiction
A for foreign-tax purposes. However, the interest payments do not attract tax in jurisdiction B.
From a US federal tax perspective, under current law, the cross-border loan from jurisdiction 
B to jurisdiction A does not subject the branch in jurisdiction B to US tax, as the interest pay-
ments from the CFC in jurisdiction A to the branch in jurisdiction B are characterized as an 
interbranch fund remittance for US federal tax purposes, not as passive income. 

41. The proposed regulations provide that the branch and the CFC would be treated as sep-
arate corporations for subpart F purposes, with the result that the regulations would treat
certain payments made between a hybrid branch and a CFC as subpart F income, and thus
currently taxed by the United States without the benefit of deferral.
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through paper transactions designed purely for tax reasons. Indirectly
such arrangements encourage capital to leave the United States for
equally high-tax jurisdictions that also condone a hybrid-branch strategy.
For the CEN school, any tax-induced shift in the allocation of resources is
bad from an efficiency standpoint, whether the culprit is US or foreign
taxes.42

Capital Ownership Neutrality 

In contrast to the three classic schools, which focus on allocating capital
among alternative locations, Desai and Hines (2004) advocate a new con-
cept, “ownership neutrality,” which focuses on global patterns of control
by competing firms. Desai and Hines observe that different corporate
control groups can extract different levels of productivity and profit-
ability from the same amount of labor and physical capital, owing to 
differences in intangible assets such as management, engineering and
distribution skills, trade names, copyrights, and patents. In an ideal
world, national tax policies should not prevent the most adept firm from
controlling a given bundle of labor and capital. In practice, however, na-
tional tax policies interfere with global efficiency.

Desai and Hines derive two tax policy implications from their work.
One scenario, called capital ownership neutrality (CON), would result 
if all major home countries subjected their MNEs to the same tax on 
foreign investment. This is a radical prescription, calling for world-
wide uniformity in business tax systems with respect to foreign-source
income.43

The alternative scenario—labeled national ownership neutrality
(NON)—would result if US-based MNEs, upon establishing or acquir-
ing a foreign subsidiary, faced the same tax burden as MNEs based in
the most tax-friendly home country. The NON scenario could be
achieved through unilateral US reform simply by adopting a territorial
system no matter what other countries do. As a companion feature, the
US tax code then would need to define exempt foreign-source income in
a manner similar to that of tax-friendly countries, such as the Nether-
lands. Whereas CON is a version of CEN modified to emphasize owner-
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42. According to the CIN school, the United States should be indifferent to avoiding for-
eign taxes due to a shift in resources from one foreign country to another (see Graetz
2001). 

43. The worldwide uniform approach should apply the same tax rate to corporate income
earned abroad, define foreign-source income the same way no matter which country serves
as the home base, and offer the same method for avoiding double taxation—either the for-
eign tax credit approach or the exemption (territorial) approach.
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ship rather than investment flows, NON is a territorial system, akin to
the CIN doctrine.44

Grubert (2005) criticizes the CON/NON analysis. Desai and Hines
contend that investment abroad does not necessarily reduce investment
at home; Grubert argues that they push this point too far, failing to ac-
count for the likelihood that a firm’s location decisions affect its own fu-
ture choices and the choices of other firms. With the growing importance
of mobile intangible assets, firms today can take better advantage of in-
ternal economies of scale by locating production in a limited number of
countries to service markets worldwide. Hence, when firm A locates a
plant, say, in Ireland, it is more likely that firm A will locate future plants
(or expand existing plants) in Ireland. External economies of scale may
attract firms B and C to Ireland as well.

Grubert argues further that either CON or NON would give US firms a
strong incentive to deploy their intangible assets overseas. This would hap-
pen because royalty payments from the foreign use of US technology would
be deductible against income earned abroad but would pay US tax at a low
or zero rate if the United States maintained its current source rules and 
either exempted royalty receipts from US taxation (as does a tax-friendly
country, such as the Netherlands) or allowed excess foreign tax credits to
shield royalty receipts from US taxation (the general outcome under current
US tax law). Contrary to the calculations of Desai and Hines, NON would
not necessarily enhance US welfare if the transfer of intangible assets abroad
reduced their use domestically. For Grubert, the consequence could be a
substantial drain of technology and tax revenue from the United States.45

Revenue Considerations

The link between CIN doctrine and lower US tax revenues is not as certain
as the business community might wish or the Treasury might fear, and it
should not be surprising that advocacy of either CEN or CIN doctrine is
strongly influenced by revenue considerations. Large business firms obvi-
ously favor lower tax payments and usually but not always the Treasury
favors higher tax payments. Hence neither business advocates nor 
Treasury spokesmen are steadfast in favoring one doctrine over the other.
The Gordian knot tying the worldwide tax system advocated by CEN
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44. When ownership and control is the prime motivation for outbound capital flows, Desai
and Hines (2004) conclude that outbound investment need not reduce domestic investment.
In these circumstances, the NON approach, exempting foreign income from domestic taxa-
tion, enhances the income of US citizens by facilitating global application of American ex-
pertise and know-how.

45. Desai and Hines (2004) estimate that the current corporate tax system resulted in $50
billion in lost profits in 1999, though Grubert (2005) strongly disputes this number.
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doctrine to higher US tax revenue has been loosened, and so has the con-
nection between CIN theory and lower US tax revenue.46 This is unset-
tling because, whatever they may proclaim, business groups, the
Treasury, and the Joint Tax Committee are typically more concerned about
immediate revenue consequences than their allegiance to tax doctrine. 47

Grubert (2001) concluded that switching from the current worldwide
foreign tax credit system to a dividend exemption (i.e., territorial) sys-
tem—in other words, moving toward CIN doctrine—would actually raise
US tax revenues. The magnitude of additional revenues would depend
on the specific features of the new system.48 Grubert assumes the follow-
ing features of an exemption system in his analysis:49

n Active foreign income would be exempt from US taxation, and the
foreign tax credit associated with that income would be eliminated.

n Royalties and interest paid to the US parent company would be taxed,
allowing for deductible expenses in the host country.

n Passive income of CFCs would be taxed on a current basis.

n A portion of the parent company’s overhead expenses, such as inter-
est, would be allocated to exempt foreign income and disallowed as a
deduction from US income.

n RD&E expenses would remain fully deductible in the United States.
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46. To be sure, the Holy Grail of CEN advocates is to eliminate deferral, but for reasons
spelled out in chapters 5 and 6, this is neither a wise objective for the United States nor is it
politically feasible. Eliminating deferral would, for a time, increase US tax collected on the
future earnings of foreign corporate subsidiaries, but within a decade corporate structures
would be reshaped to reduce the tax impact (a massive Laffer curve effect). Moreover, it is
unlikely that repealing deferral on future earnings would be legislated in a way that also
taxed past accumulated offshore income. In an important precedent, when the DISC was re-
pealed in 1985, deferred taxes were permanently forgiven. Likewise, the Homeland Invest-
ment Act (HR 767), enacted as part of the AJCA, allowed a partial tax holiday for 2005 on
repatriation of accumulated offshore income. In light of such precedents, the possible taxa-
tion of past offshore income seems remote.

47. Earlier commentators saw the debate as inherently political, associating CEN theory
with the Democratic Party and prolabor forces and CIN theory with the Republican Party
and probusiness groups (Hariton 2001). Obviously the ties between tax doctrine and party
affiliation are much weaker today. 

48. Moreover, Grubert (2001) characterized his calculation as a static revenue estimate, as
opposed to an estimate that reflects behavioral change. His territorial system echoes a pro-
posal offered in the first edition of this study (Hufbauer 1992). 

49. The features of Grubert’s baseline exemption system reflect the foreign tax systems of
Germany and Canada. Technically, Germany grants its companies a participation exemp-
tion for operations in most countries. Dividends from foreign subsidiaries and the earnings
of overseas branch operations are exempt from German tax; at the same time, foreign tax
credits are not permitted for foreign taxes paid on this income. 
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n Active foreign losses would not offset domestic taxable income.

n Income from US exports would be fully taxable (we find this feature
to be least appealing). 

Grubert’s analysis suggests that an exemption system that includes
all of the features listed above would raise US corporate income tax rev-
enues by up to $9 billion annually. Grubert attributes the revenue increase
to two main aspects: 

n Elimination of cross crediting that currently shields royalties, export in-
come, and interest income from US tax.50 This revenue increase is ex-
pected because many US companies are now in an excess credit
position for dividends received from foreign subsidiaries and branch
earnings.51 In an excess credit situation, companies pay more than
enough foreign tax to offset all US tax on all foreign dividends and
branch earnings. These corporations do not pay US tax on such in-
come under current law or the proposed exemption system. Granting
an exemption on all of this income therefore does not cost the US gov-
ernment any revenue or save the multinationals any tax. 

However, granting an exemption on dividends and branch earn-
ings alone would raise US tax revenues: Other international income
streams—royalties, interest, and export earnings—are often not
highly taxed abroad, thanks to provisions in bilateral tax treaties. Un-
der current rules, US companies in an excess-credit position do not
pay US tax on this income because foreign tax credits from highly
taxed dividends and branch earnings are available to satisfy the US
tax liability on royalties, interest, and export earnings through “cross 
crediting.” The proposed exemption system would eliminate most of
the foreign tax credits,52 and parent companies would end up paying
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50. Eliminating cross crediting applies only to foreign income in the general-limitation in-
come basket (see appendix A2), a category that corresponds closely to active income. It as-
sumes that, as in Germany, other categories of foreign income are not eligible for the
exemption and hence are eligible for the foreign tax credit for both direct and indirect taxes
(i.e., withholding taxes and deemed-paid taxes). 

51. MNEs base their calculations of foreign tax credits and limits on the combined repatri-
ated income of all of the foreign operations in a basket. The calculations may place a corpo-
ration in either an excess-credit or excess-limit position. Companies in excess credit—those
with creditable foreign taxes in excess of their limitation—pay no residual US tax. Under
current law, MNEs may use these excess credits to offset US taxes on interest and royalty in-
come from abroad and on income from export sales (half of export profit can be classified as
foreign-source income). Companies in an excess-limit position—those with fewer foreign
taxes to credit than the tentative US tax on the foreign income—must pay a residual US tax. 

52. Under the German system, a foreign tax credit is allowed for withholding taxes on royal-
ties, interest, and service fees only. The same rule would apply in Grubert’s baseline system.
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US tax on these other forms of foreign income unless they too were
exempt from US taxation.53

n Allocation of overhead deductions to exempt foreign income will increase the
US tax liabilities of all parent corporations, regardless of their foreign tax
credit position. Allocation of overhead expenses is important under
both the current system and the proposed exemption system. The na-
ture of the allocation issue differs somewhat between the systems.
Under current law, allocating overhead expenses affects US tax liabil-
ity only through the foreign tax credit limitation. US-based MNEs
that have large excess-limit positions (and thus pay residual US tax
on their foreign-source income) are not affected by a marginally
greater allocation of expenses to foreign income.54

However, for US-based MNEs that are near the line between an
excess-limit and an excess-credit position, the allocation of expenses
can matter. A greater allocation of expense to foreign-source income
can push the firm into an excess-credit position, thereby denying the
benefit of a portion of the firm’s foreign tax payments.55

Under Grubert’s exemption system, US-based MNEs in an excess-
limit position would be affected because a larger allocation of over-
head expenses to foreign-dividend income will reduce the expenses
that could be claimed as a current US deduction. As a general rule,
the US tax system does not allow deductions for expenses attributed
to exempt income, such as interest on municipal bonds.56 
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53. One may ask whether US corporations, working under these rules, would order their
subsidiaries to stop paying royalties back to the United States in this situation. Under trans-
fer pricing regulations, US corporations are required to record royalty income if they allow
a subsidiary to use an intangible asset, such as a trademark or patent. The practical question
is how to devise methods for determining the right transfer price. This is difficult in any
case because of the practical difficulties in finding comparable transactions between unre-
lated parties in intangible assets, but a dividend exemption system would require more sur-
veillance of corporate transfer pricing practices, as royalty income not paid, and therefore
not remitted to the United States, would escape US taxation altogether. Germany has faced
the same problem, as it does not exempt foreign royalties and fees from German taxation.
Possibly US authorities could learn from German enforcement techniques. 

54. Allocating expenses to foreign-source income does not affect their deductibility in cal-
culating US tax liability. However, it affects the applicable foreign tax credit limit (i.e., the
maximum amount of foreign tax that can be credited against US tax).

55. See the discussion of this issue in JCT (2003a).

56. The relevant law is IRC section 265. The disallowed expense can, however, be capital-
ized and claimed as an expense in the future if the exempt asset is sold and the capital gain
is subject to US taxation. 
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The Future Debate

Apart from strict revenue considerations, recent developments have stim-
ulated fresh debate over the merits of territorial exemption. One develop-
ment flows from the WTO decision to reject the FSC in 1997 and the
successor ETI in 2001. The WTO Appellate Body held that the FSC/ETI
regimes amounted to prohibited export subsidies and had to be repealed
(see appendix A4).57 These adverse WTO decisions inspired legislative ef-
forts to offset the additional tax burden (Hufbauer 2002).58 The end result
was the American Jobs Creation Act of 2004, which phases out the
FSC/ETI regimes by 2007.59 In return, the bill gradually lowered the cor-
porate tax rate on “manufacturing” firms (broadly defined) from 35 to 32
percent (in 2010), allowed a one-year partial tax holiday for the repatria-
tion of dividends from foreign subsidiaries, and made other probusiness
changes with a CIN flavor. The one-year partial tax holiday stimulated
some debate over the merits of a permanent territorial system for “ac-
tive” foreign income.

Another recent development relates to tax-driven expatriation of US
corporations (so-called corporate inversion). Under an inversion, a new
foreign corporation, typically located in a low-tax or no-tax country, is
created to replace the existing US parent corporation of an MNE (see ap-
pendix A5); see Hufbauer and Assa (2003). The AJCA penalized inversion
transactions that occurred after March 2003 (Tuerff et al. 2004). Mean-
while, the inversion phenomenon spurred calls to adopt a territorial sys-
tem to reduce the incentive for inversion transactions. 

As a third development, evidence accumulated during the 1990s
showed that the actual US tax system, with its combination of deferral
and cross crediting of foreign taxes, is very similar in bottom-line tax col-
lections to an exemption system. The effective tax rate on foreign-source
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57. Even with the FSC, the US tax system placed a heavier burden on the traded goods and
services sector of the US economy compared with the tax systems in most other major trad-
ing nations. Tax systems elsewhere emphasize value added taxes and similar broad-based
consumption taxes (such as the Canadian goods and services tax) that are adjusted at the
border (i.e., imposed on imports and exempted or rebated on exports).

58. Other features of the US tax system still work as export incentives. Most important is
the export source rule (see appendix A4) that allows US firms to attribute roughly half of
their export profits to foreign sources of income and thereby take advantage of any excess
foreign tax credits generated by other business activity abroad. The WTO did not challenge
the export source rule.

59. The official estimate claims the AJCA raises revenue after 2007 to make the bill revenue
neutral over the 10-year period 2005 to 2014 (JCT 2004). According to George Yin (2004),
chief of staff for the Joint Committee on Taxation, repeal of the FSC/ETI regime will raise
$50 billion of revenue over 10 years, other revenue raising provisions will yield $70 billion,
while the tax relief provisions will cost about $120 billion over 10 years. 
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nonfinancial business income of US multinationals is extremely low—
only a few percentage points compared with the zero-tax rate of an ex-
emption system. Thus the current US tax system, though commonly
associated with CEN, is in reality very similar in its revenue effects to a
tax system based on CIN or NON theory. However, the current US sys-
tem contains perverse incentives, discussed elsewhere in this book, and is
significantly more complex and harder to administer than the territorial
systems that other countries use.60

A fourth and final development is that international flows of portfo-
lio capital have drained the traditional CEN prescription for worldwide
efficiency of its relevance to FDI. To a large extent, portfolio managers
and not MNEs now decide how capital is allocated among national
economies. 

Starting with the above propositions, chapter 4 takes up the taxation
of portfolio income. Chapter 5 analyzes the place of multinationals in the
world economy, emphasizing the advantages to the United States of be-
ing the home base for global corporate groups. In chapter 6, we advocate
our own version of a territorial approach, assuming that the United States
retains the corporate income tax.
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60. Grubert and Mutti (2001, 3) contend that shifting to a territorial system would realize
efficiency gains because “US multinational corporations would not have to devise elaborate
schemes for restricting dividend repatriations to minimize their US tax. Nor would US
multinationals have to forego investment opportunities in the United States for the sake of
tax avoidance. In addition, by dispensing with the need for credits for taxes paid to foreign
host governments, a dividend exemption system would eliminate the complex calculations
companies must take in claiming those credits against US tax on repatriated dividends. A
dividend exemption system would also simplify and rationalize the taxation of US exports,
as well as royalties received from abroad.” 
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4
Residence Taxation for
Portfolio Investment Income

The old capital export neutrality (CEN) view surmised that the most im-
portant role for US multinational enterprises (MNEs) in the world econ-
omy was to allocate capital among national economies (see chapter 3).
This premise may have been correct in the decades immediately after
World War II, when barriers to capital mobility were so severe that only
large US companies could surmount them. But international capital mar-
kets are now both huge and efficient. US investors can earn capital in-
come overseas easily, and foreign investors readily earn capital income in
the United States, without MNEs’ assistance.

The Rise of Portfolio Capital

In 1970 US direct investment income accounted for three-quarters of total
US private receipts from investments abroad. By 2005, however, reported
portfolio income was about the same as direct investment income, $218
billion versus $251 billion.1 Those numbers reflect worldwide trends in

1. Bureau of Economic Analysis, Survey of Current Business, August 2006, US International
Transactions, table E.2, D-3, available at www.bea.gov. Foreign portfolio investment is de-
fined as all private foreign investment other than FDI. FDI in the United States is defined by
the Bureau of Economic Analysis as occurring whenever a single foreign business, person,
or associated group of persons owns 10 percent or more of a US business enterprise. Port-
folio investment income flows may be underestimated owing to underreporting. Moreover,
in 2005 direct investment dividends enjoyed a one-time boost on account of the partial tax
holiday under the American Jobs Creation Act (AJCA) of 2004. 
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the flow of new investment: World portfolio investment flows amounted
to $2.3 trillion in 2005, while direct investment flows amounted to $0.7
trillion in that year, according to the International Monetary Fund (IMF
2006).2 The rising importance of portfolio income does not, however,
mean that earnings on direct investment are becoming less important to
US corporations. On the contrary, whereas in 1970 earnings on direct in-
vestment amounted to 11 percent of US corporate profits, in 2005 their
share was 19 percent.3

At the end of 2005 the stock of US portfolio investment abroad was
$7,289 billion, while the stock of foreign portfolio investment in the
United States was $8,612 billion. Comparable figures for the stock of for-
eign direct investment (FDI) at market value were $3,524 billion and
$2,800 billion, respectively.4 Thus, by the mid-2000s, the stock of US port-
folio investment abroad and foreign portfolio investment in the United
States both exceeded their counterparts’ direct-investment magnitudes
by factors of around two to one—as opposed to the early 1960s, when US
direct investment abroad exceeded portfolio investment by more than six
to one. When the US international tax system was designed, portfolio in-
vestment was a relatively small phenomenon compared to FDI. Today
portfolio investment has become more important than FDI in shifting
savings around the world. 

The existence of large international portfolio flows implies that in-
vestors can allocate capital efficiently on a global scale without the aid of
MNEs.5 The logical corollary seems straightforward: If policymakers
want the tax system to influence the global allocation of capital, they
should look first to taxes that affect comparative financial yields, not to
taxes on earnings of foreign subsidiaries and branches.

2. Eight countries are not covered by the reported figures: Australia, Cyprus, Denmark, Ice-
land, New Zealand, Norway, Sweden, and Switzerland. 

3. Bureau of Economic Analysis, Survey of Current Business, August 2006, US International
Transactions, tables 1.14 and E.2, D-3. 

4. Bureau of Economic Analysis, Survey of Current Business, August 2006, US International
Transactions, table F.1. Portfolio investment for this purpose includes corporate bonds, cor-
porate stock (holdings of less than 10 percent), and US claims on unaffiliated foreigners (or
US liabilities to unaffiliated foreigners). 

5. The National Foreign Trade Council (NFTC 1999, paragraphs 43, 46) drew a similar con-
clusion, noting that: “In the current economic environment, however, it is far from clear that
imposing current U.S. tax on U.S. CFCs [controlled foreign corporations] is necessary or suf-
ficient to achieve an efficient worldwide allocation of investment. If foreign subsidiaries
fund incremental investment through securities sold to portfolio investors, then efficiency
in the allocation of capital rests on the taxation of portfolio investment . . . the eclipsing of
foreign direct investment by portfolio investment calls into question the importance of tax
policy focused on foreign direct investment for purposes of achieving an efficient global al-
location of capital.”
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Applying Capital Export Neutrality Logic 
to Portfolio Income

Apart from the temporary use of withholding taxes as a means of regu-
lating international capital flows to promote financial stability (discussed
below), from the point of view of worldwide efficiency, there is no reason
for taxes to distort the decisions of portfolio investors. If equity or debt
investments abroad offer higher returns or better diversification than do
investments at home, the money should be used abroad. The best tax
regime on a global basis taxes investors the same whether they choose
foreign or domestic securities. Hence, the CEN approach is a solid foun-
dation for taxing income from portfolio investments. 

What are the implications of CEN for taxing portfolio income?6 The
basic recommendation is that a country should tax its residents on their
income from foreign portfolio investments the same as it taxes their in-
come from domestic portfolio investments. The recommendation that fol-
lows is more surprising: To advance its own welfare, the foreign country
in which the portfolio capital is invested should not tax the interest in-
come paid to nonresidents.7

An extended example illustrates the two recommendations. Suppose
the world interest rate on dollar-denominated triple-A 10-year bonds is 
5 percent. A country that wishes to tax the interest income of its residents
might impose a tax of 20 percent on it, whether it is received from invest-
ments at home or abroad. The tax does not cause residents to shift their
portfolios to raise domestic interest rates: Wherever they put their money,
their after-tax return is now 4 percent rather than 5 percent. Hence the tax
exerts the least possible distortion on domestic activity. But like any tax
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6. Appendix C2 examines the taxation of world portfolio capital in more detail. The argu-
ment in this chapter applies generally to all types of portfolio income for which the investor
has no control over the operation of the property—interest, dividends, rents, and royalties—
even though the examples offered are cast in terms of interest income, as interest payments
are by far the dominant form of international portfolio income.

7. In support, see Reich (1998, paragraph 19): “One important policy consideration would
seem to favor having the source country forgo the taxation of passive income, particularly
portfolio investment income. Investment capital is highly mobile, and investors often can
choose from among alternative investment opportunities around the world. The ease with
which capital can be invested in the international capital markets and the volume of such
cross-border investments have increased dramatically in recent years. Taxation of portfolio
investments by the source country is a disincentive to [inward] foreign investment and 
may induce investors to seek comparable returns from countries with more hospitable tax
rules. Thus, in today’s global capital markets, countries seeking to attract foreign capital in-
vestments have an incentive to forgo the taxation of portfolio investment income earned by
foreign investors.” Brean, Bird, and Krauss (1991) likewise favor CEN for taxing portfolio
investment. However, they rely on the foreign tax credit to achieve CEN objectives, and un-
like us, do not reject source-based taxation.
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on capital income, it distorts the long-run choice between present con-
sumption and future consumption and thus might well discourage do-
mestic saving (Boskin 1988b, Muten 1994), but it will not deter domestic
investment because, in short, the interest rate remains at 5 percent. 

It would be a mistake, however, to apply the same 20 percent tax on
interest paid to foreigners. Many important foreign investors—pension
funds, life insurance companies, and firms with net operating loss carry-
overs—legitimately pay little or no tax to their home governments, even
on their domestic income. In the United States, for example, life insur-
ance companies pay no tax on investment income allocated to policy-
holders; they pay the regular corporate tax on the remaining investment
income. Some countries exempt their investors from taxation on portfolio
income received from abroad. These various legitimate investors, to-
gether with those who simply evade their home-country tax, have little
or no use for foreign tax credits and will not accept the lower net rate of
return brought about by a source-country tax because they can place their
portfolio investments elsewhere. A tax on interest paid to foreigners will
prompt such tax-sensitive investors to withdraw funds until market
forces push the domestic interest rate up by enough to offset the tax. The
end result is a loss for the capital-importing country because profitable
investment opportunities are forgone.

To illustrate, if the 20 percent tax were imposed on interest paid to
foreigners, and if an important segment of foreign investors had no use
for the foreign tax credit, the domestic interest rate would need to rise to
6.25 percent on all triple-A 10-year bonds, as financial assets are highly
fungible. The net return to foreign investors would then remain at 5 per-
cent, while the other 1.25 percent would be paid as tax (20 percent tax
rate 3 a 6.25 percent yield 5 1.25 percent). Foreign portfolio investors
would be no better off and no worse off.8 But all domestic investments
that would have been profitable at interest rates between 5 percent and
6.25 percent would simply not be made.9
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8. Domestic portfolio investors would earn higher returns on their new savings, but that
benefit is more than offset by the associated penalty on new domestic capital formation. 

9. Corden (1974, 335–47), Gersovitz (1987, 616–17), and Slemrod (1988, 121) discuss this re-
sult in more detail. If the capital-importing country is very large, so that foreign investors
do not have unlimited investment opportunities elsewhere, the borrowing country can de-
rive some benefit from a tax on foreign investment income. The reasoning is akin to opti-
mum tariff analysis in trade theory. In the text example, the interest rate might only rise to 6
percent rather than 6.25 percent, and the after-tax yield to foreign investors might be cut to
4.8 percent rather than remain at 5 percent. By itself, the drop in after-tax yield to foreign in-
vestors helps the taxing country. However, it is difficult to know exactly which tax rate pro-
duces an overall gain when the reduction in domestic investment because of higher interest
rates is also taken into account. Choosing the wrong tax rate could easily harm the borrow-
ing country. Readers familiar with trade theory will note the parallels to the practical prob-
lems encountered in setting an optimal tariff.
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Residence-Only Taxation of Portfolio Income

In short, if countries are going to tax portfolio income at all, there are
strong reasons for them to fully tax the income received by their own res-
idents from international portfolio investments. At the same time, they
should not tax interest income paid to foreign investors. Only combining
the two tax rules exerts the least possible effect on local interest rates.10

Industrial countries appear to have absorbed this lesson, as taxation of
portfolio interest income solely by the resident country has come to be
the generally accepted approach.11 Such countries tax their residents fully
on portfolio interest income without deferral or exemption and often tax
portfolio interest income paid out to foreign investors at zero or low rates.
The United States repealed its withholding tax on interest from debt obli-
gations, including Treasury debt, issued to foreign persons after July 18,
1984,12 and on all interest paid by banks and insurance firms.13

The changes to the tax code and the many treaties that exempt resi-
dents of signatory countries from US tax on all interest income—except
interest income attributable to US permanent establishments—means that
the effective tax that foreigners pay on US-source interest income has
been almost eliminated in the past two decades. As table 4.1 shows, in
2006 US entities paid approximately $457 billion of interest to foreign per-
sons, including corporations, partnerships, trusts, governments, and in-
dividuals. Of this amount, about $145 billion was paid on US Treasury
debt free of US withholding tax, and about $311 billion was paid to for-
eign persons by various private entities, including tax-free interest paid
by banks and insurance companies. Out of the total $457 billion interest
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10. If a country wishes to use tax policy to promote domestic saving by ensuring high after-
tax interest rates, the straightforward approach is to simply not tax interest income at all.
The taxation of domestic interest income paid to foreigners is a backdoor method to achieve
the same policy result, but with an associated penalty on real investment, as the before-tax
interest rate must rise when this backdoor method is used.

11. Other countries, especially in Latin America, have historically followed the source prin-
ciple, so that income that their residents earn from foreign investments is exempt from tax
while foreign investors are taxed on portfolio income earned locally. Williamson and Lessard
(1987, 40–43) discuss the troublesome role taxation has played in the problem of capital
flight from Latin America and other developing countries. They conclude that the source
principle has not served the countries well, and that they should move to a residence ap-
proach. See also McLure (1988).

12. See Internal Revenue Code (IRC) sections 871(h), 881(c); Reg. Section 1.871-14(a). This
exemption, commonly called the portfolio interest exemption, generally applies to interest
(or original issue discount) on obligations in registered or bearer forms, excepting interest
received from related persons and banks.

13. Interest income on bank deposits, deposits with domestic savings and loan associations,
and “amounts held by an insurance company under an agreement to pay interest thereon”
are exempt from the withholding tax; IRC sections 871(i)(2)(A), 871(i)(3), 881(d).
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paid to foreign persons, only $191 billion was reported to the Internal
Revenue Service (IRS). On this amount, $3.1 billion was paid in US with-
holding taxes. Hence the effective US tax rate on reported interest paid to
foreigners was 1.6 percent in 2006. The effective US tax rate on total inter-
est paid to foreigners was less than half that level, 0.6 percent. In other
words, more than half of US interest payments to foreign persons are
legally exempt from US withholding tax. The United States taxes the other
half at the low effective rate of 1.6 percent. 
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Table 4.1 US interest and portfolio dividends paid to foreign persons
and withholding taxes collected by the Internal Revenue
Service, 2005 and 2006 (billions of dollars)

Type of interest payment 2005 2006

FDI-related interest payments
Paid by US parent firms to their foreign affiliates 3.4 4.0
Paid by US subsidiary firms to their foreign parents 18.2 22.6

Other private interest payments
Bond interest payments 81.0 109.4
Bank interest payments 62.0 109.9
Interest paid by nonbank financial firms 42.5 65.5

US government interest payments 113.6 145.1

Portfolio dividend payments to foreign persons 38.1 44.4

Royalties and license fees 4.1 5.4

Total payments 362.9 506.3

Total interest paid 320.7 456.5

Total interest payments reported for US withholding tax purposesa 134.1 190.9

Total US withholding tax collected on interest paymentsb 2.1 3.1

Effective withholding tax rates (percent)
On reported interest 1.6 1.6
On total interest 0.6 0.6

a. Based on the ratio between total interest payments in 2000 and the interest reported for with-
holding tax purposes in 2000.
b. Based on withholding tax rate in 2000 and total interest reported for withholding tax in 2005
and 2006.

Notes: The term “person” includes corporations, partnerships, governments, trusts, as well as 
individuals. All withholding taxes collected are attributed to interest payments (i.e., no withhold-
ing tax is attributed to dividends, rents, or royalties). Hence on reported interest, the effective rate
represents an upper bound. The effective rate of withholding tax on all reported US-source port-
folio dividends, interest, Social Security, rents and royalties, and other payments to foreigners was
1.6 percent in 2000.

Sources: Bureau of Economic Analysis, Survey of Current Business, April 2007 and April 2001, 41–57;
Internal Revenue Service, Statistics of Income, Summer 2003, 183.
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The European Union has taken the US residence-only approach a step
further, adding a mechanism to combat tax evasion. In June 2003 the Eu-
ropean Union adopted Directive 2003/48/EC on taxation of savings in-
come in the form of interest payments, or the Savings Directive, which
entered into force on July 1, 2005.14 The ultimate aim of the Savings Di-
rective is to ensure that interest payments made by one member state to
individual residents in another member state are subject to effective taxa-
tion according to the laws of the second member state. Under the terms
of the Directive, member states have agreed to automatically exchange
information on interest payments made by paying agents established in
their own territory to individual residents located in other member states.
In return, interest income that agents located in another member state
pay to individual EU residents is not subject to withholding tax by the
source country. Instead the payments are taxed only in the investor’s
member state of residence.15 The European Union has adopted a similar
proposal regarding portfolio interest and royalty payments for compa-
nies based in EU member states.16

It can be argued that, as a matter of international tax equity, residence
countries should share their revenue on portfolio income with the coun-
tries where the income was paid (the source countries), or put another
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14. Within the framework of the directive, EU member states have entered into bilateral
agreements with certain tax havens, offshore financial centers, and other jurisdictions that
maintain bank secrecy. The agreements contain provisions broadly equivalent to those laid
down in the directive. See Council Directive 2003/48/EC on Taxation of Savings Income in
the Form of Interest Payments, as draft published by the Council at its meeting of June 3,
2003, available at http://eur-lex.europa.eu.

15. The original 1998 proposal was based on a compromise solution known as the coexis-
tence model, which would have allowed each member state to choose between applying a
withholding tax of at least 20 percent on interest payments made by paying agents within
its territory to individual beneficial owners residing within the European Union, or provid-
ing information to the investor’s member state of residence. The ultimate language of the
directive, which eliminates the withholding tax choice completely, permits a seven-year
transition period for three member states—Belgium, Luxembourg, and Austria—during
which time they can continue to apply their withholding tax systems. The transition period
will end if, among other things, the United States commits to exchange of information upon
request, under the provisions of the 2002 Organization for Economic Cooperation and De-
velopment (OECD) Model Agreement.

16. See Proposal for a European Directive Concerning a Common Tax System Applicable to
Interest and Royalty Payments Made Between Associated Companies of Different Member
States, March 6, 1998. The proposal, last amended on March 19, 2003, exempts from with-
holding tax both royalty and interest payments made between associated companies of
member states. The exemption applies mainly to payments made by a subsidiary company
to its parent company when the parent holds not less than 25 percent of the subsidiary’s
capital. It also applies to payments made by a parent company to its subsidiary, again with
a 25 percent ownership requirement.
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way, that a tax should be imposed at residence-country rates, but that
some part of the revenue should be paid over to (or collected by) the
source country. We disagree with this suggestion. The only role we see
for source-country collection is to help defeat tax avoidance, a point dis-
cussed later and drawing on EU experience. In our view, a residence
country that establishes an economic climate favorable to portfolio capi-
tal creation by combining public fiscal virtue with private thrift should be
rewarded for its contribution to the world economic system by garnering
the tax revenue. The source country derives ample benefit simply from
using capital from abroad to finance investments that pay a higher return
than the interest cost.

On the grounds of both self-interest (source countries stand to benefit
from more investment) and tax equity (residence countries deserve to
benefit from more tax revenue), the rule of residence-only taxation of in-
terest income should become the international norm. This can be accom-
plished if important countries, such as the United States, eventually deny
a foreign tax credit for foreign withholding taxes on interest income. To
be consistent with existing treaties, the new policy could be phased in
gradually, giving long termination notices for treaty credits on foreign
withholding taxes on portfolio interest and other forms of portfolio in-
come. In the credits’ place, the United States and other countries should
apply the national neutrality (NN) prescription to portfolio interest, al-
lowing a deduction only for foreign withholding taxes.

Retaliation against such a move is certainly possible, but it would be
welcomed, not feared. As no investor could claim the benefit of a foreign
tax credit, all investors would be prompted to withdraw funds from coun-
tries that imposed withholding taxes on interest income. Local interest
rates would rise in those jurisdictions, and eventually political pressures
would work to repeal their withholding taxes. Over time, withholding
taxes on portfolio income would disappear from the fiscal landscape. 

Cooperation Against Tax Avoidance

As the EU Savings Directive demonstrates, the real issue with residence-
only taxation is the need for international cooperation in administering
the tax system. The residence-only approach is vulnerable to abuse: If in-
vestors can evade their own home-country taxes on foreign interest in-
come, the income is not taxed anywhere,17 and when such evasion is
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17. Without international cooperation, the other side of the coin is greater potential for dou-
ble taxation. If the United States taxes portfolio interest based exclusively on residence while
other countries practice source taxation, double taxation is inevitable unless a treaty solu-
tion is available. If the United States adopts a residence-based approach for taxing portfolio
income, as we recommend, the US treaty network must be modified accordingly.
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possible, residents shift their capital to untaxed foreign investments 
(Reich 1998). Domestic interest rates then tend to rise until they equal the
world interest rate plus the domestic tax rate, which in turn prompts
some investors to invest in their home-country securities covertly,
through foreign intermediaries. For example, US investors might invest
in US Treasury bonds through numbered accounts in Macau banks.18

Such a prospect prompted the United States, under its old withholding
regulations, effective until 2000, to require a negative certification by for-
eign institutional investors that they were not acting on behalf of US res-
idents when they held US securities. 

IRS and industry participants acknowledged that the old withhold-
ing regulations were unworkably complex, resulting in poor compliance
from US and foreign financial intermediaries (Reich 1998). The certifica-
tion system was porous to tax abuse, especially in identifying sophisti-
cated US investors who acquired either US securities through shell
corporations organized in tax haven jurisdictions or non-US securities
through accounts with offshore branches of non-US financial institutions.
The absence of a universal taxpayer identification number (UTIN), to-
gether with financial institutions’ haphazard disclosure of customer in-
formation to tax authorities, greatly facilitated tax avoidance.19 However,
new measures enacted since the terrorist attacks of September 11, 2001 to
combat money laundering and terrorist financing could be adapted to
sharply reduce tax avoidance.

Prior to legislation in the wake of September 11, US withholding-tax
regulations were drawn up in 1997 and effective in 2001 (see appendix A5).
They tried to deal with abuse by identifying the ultimate beneficiary owner
through the establishment of a special qualified intermediary (QI) regime.20

Under this regime, the burden of certifying residence information from 
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18. Liberalization of financial markets during the last decade has given investors access, at
little or no cost, to banking systems around the globe through which they may conduct both
legitimate and illegitimate transactions. This freedom has made it easier for investors to
place money in jurisdictions that limit tax authorities’ access to bank information. It also
makes it harder for tax administrations to detect noncompliance, unless they have robust
exchange of information systems with the relevant jurisdictions; see OECD (2000a, 22–23).

19. Because there is no world-wide system of tax identification numbers, most tax adminis-
trations are unable to match the information received from their treaty partners with do-
mestic taxpayers (Avi-Yonah 1998a, 1821).

20. The QI status typically extends to a foreign financial institution (or a US financial insti-
tution with respect to its foreign branches) that enters into an agreement with the IRS. An
institution that does not sign an agreement with the IRS remains a nonqualified intermedi-
ary (non-QI) with regard to securities it holds on behalf of customers. The main difference
between a QI and a non-QI is that the QI makes deposits of withholding tax directly to the
US Treasury Department whereas a non-QI will use a US withholding agent to perform this
role (McGill 2000, 2823). 
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investors fell explicitly on the QI, which had to cooperate with the IRS and
adhere to so-called know-your-customer rules regarding its account hold-
ers. In return, the QI generally was permitted to certify the status of its
customers without having to disclose their identities to US tax authori-
ties.21 However, the 1997 withholding regulations are at best a halfway
solution, without a satisfactory answer to the problem of cooperative tax
administration. In particular, they do not enable tax authorities to match
interest payments with individual tax returns. 

The basic point is that countries where interest is earned—the source
countries—have much better access to information about who is receiv-
ing interest income because the corporate payers are located in the source
country. Under a residence-only system, however, the source countries
are not directly concerned with making sure that foreign receivers of in-
terest income pay taxes on it. Indeed, countries that borrow large amounts
of foreign money are tempted to go easy on tax enforcement where for-
eign investors are concerned: By so doing, their banks, industrial firms,
and finance ministries all enjoy continued access to the world pool of cap-
ital at the lowest possible interest rates, which reflect zero tax whether or
not such tax is due legitimately in the resident country. 

OECD Project on Harmful Tax Competition

After an awkward, “one step forward, two steps back” attempt at dealing
with harmful tax competition at the end of the 1980s, EU officials have
concluded, correctly, that nothing should be attempted short of full inter-
national cooperation, involving the United States, Canada, Japan, and
countries in the European Free Trade Association as well as the European
Union itself.22 Local financial intermediaries, especially banks, lose sig-
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21. Under the old withholding regulations, there was no practical way for a US withhold-
ing agent to collect documentation from a foreign beneficial recipient of income who held
securities through a foreign financial institution. The new withholding regulations address
this problem by placing the burden of establishing beneficial ownership on foreign financial
institutions rather than on US custodians and by specifying the obligation to withhold tax
in the absence of documentation (Shay, Fleming, and Peroni 2002, 124).

22. Germany instituted a withholding tax on interest in January 1989, partly to ensure that
foreign depositors would not avoid their home-country tax; the tax was repealed three
months later after objections from domestic bankers, who experienced a massive departure
of foreign capital as investors scurried to friendlier tax climates in Luxembourg and Switzer-
land. This failure scuttled the European Commission’s proposal that all EC countries adopt
a uniform withholding tax upon the full opening of European capital markets in June 1990
(Financial Times, May 22, 1989, 4). In 1992 Germany reintroduced the withholding tax after a
decision by the German Federal Constitutional Court in 1991. The court concluded that
withholding taxes on wages and not on interest violated the constitutional obligation to
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nificant business if only one country helps resident countries collect their
tax on interest payments.23 Thus despite the hesitation, the last decade
has seen significant cooperation against tax avoidance, including im-
provements in the exchange of information. These developments open
new opportunities to implement our proposal to shift toward a residence-
only system of taxing for portfolio capital flows.

The first coordinated international effort to cooperate effectively
against tax avoidance was the Convention on Mutual Assistance in Tax
Matters, developed jointly by the OECD and the Council of Europe,24

signed in 1988, and entered into force in 1995.25 Not until May 1996, how-
ever, was an active approach to deal with harmful tax competition en-
dorsed, as national ministers instructed the OECD to “develop measures
to counter the distorting effects of Harmful Tax Competition on invest-
ment and financing decisions and the consequences of national bases”
(OECD 1998, paragraph 1). This resulted in the 1998 report entitled Harm-
ful Tax Competition, An Emerging Global Issue (OECD 1998)—with Luxem-
bourg and Switzerland abstaining—authorizing further work on 19
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make taxation just and equitable. However, this time nonresident recipients of interest income
were excluded, and even for resident taxpayers, an extremely high threshold was used to en-
sure that only a small number of wealthy investors would be affected (see Muten 1994).

23. In 2001 the US Treasury Department issued proposed regulations (REG 126100-00, 66
Federal Regulations (FR) 3925) to impose reporting requirements on US banks for interest
paid on US bank deposits to all nonresident alien individuals and require the sharing of the
information with other countries. The Treasury defended the regulations “because of the im-
portance that the United States attaches to exchanging tax information as a way of encourag-
ing voluntary compliance and furthering transparency” (66 FR 3925). However, the financial
industry severely criticized the proposed regulations, contending that they would trigger
massive withdrawals of foreign deposits from US banks, particularly from US banks with a
deposit base that included a significant number of nonresident alien individuals living in ju-
risdictions that maintain stricter privacy standards (see, e.g., Mastromarco and Hunter 2003).
Ultimately, the proposed regulations were replaced by another set of proposed regulations
(see REG-133254-02, 67 FR 50386, July 30, 2002 not yet finalized as of July 2007) that limited
the reporting requirements from US banks to cover nonresident alien individuals that reside
in 15 designated treaty countries. Lawmakers also inveighed against the proposed regula-
tions. For example, in a letter dated September 20, 2004, sent by House Ways and Means
Committee member E. Clay Shaw (R-FL) to Treasury Secretary John Snow, Shaw urged Snow
to withdraw the regulations, noting that they were “contrary to America’s national interests”
and could cause the flight of $87 billion of capital from the US economy.

24. The European Union has attempted to reduce tax regime differences among member
states that potentially divert employment from one member state to another (Liebman 2002).

25. Article 4 of the convention states that the parties are obliged to exchange information
that is foreseeably relevant assessing and recovering taxes correctly. Although the conven-
tion seeks to promote international cooperation for the better operation of national tax laws
while respecting the fundamental rights of taxpayers, its effect is so far limited because only
a few countries have ratified the convention (Belgium, Denmark, Finland, Iceland, the
Netherlands, Norway, Poland, Sweden, and the United States).
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recommendations for actions against “harmful tax practices,” including a
timetable to identify and eliminate them. 

A progress report tabled in June 2000 observed that “harmful tax
competition is by its very nature a global phenomenon and therefore its
solution requires a global endorsement and global participation” (OECD
2000b, 22). Follow-up progress reports were published in 2001 (OECD
2001c) and 2004 (OECD 2004c). The 1998 report states that a country
maintains a harmful tax practice if the country (1) has low or zero income
taxes; (2) allows foreigners investing in the country to do so at favorable
rates; and (3) affords financial privacy to its investors or citizens. The re-
port finds harmful tax practices in both island tax havens and the prefer-
ential tax regimes of other countries. 

We are skeptical about the harmful tax competition project insofar as
its goal is to harmonize corporate income taxes upward to the highest
prevailing rate.26 However, the OECD’s project could be useful in fur-
thering residence-only taxation of portfolio income. Information ex-
change is widely recognized as the most effective way to combat
international tax evasion (OECD 2002c), and the OECD initiative pro-
vides a framework to exchange tax information effectively.

First, the OECD 1998 report enumerates factors to identify tax havens
and harmful preferential tax regimes.” Among those factors, the report
identifies the absence of effective information exchange as a key feature.27

A later OECD report (OECD 2000b) identified a number of harmful tax
practices and offending jurisdictions,28 including countries that granted
businesses and individuals strict secrecy and other protections from tax
authorities’ scrutiny, as the OECD has worked to ensure that member
states impose sanctions on blacklisted countries.29 In 2004 the OECD un-
veiled a new study on harmful tax regimes (OECD 2004c), detailing sig-
nificant progress in eliminating harmful preferential tax regimes in OECD
member states and improving information exchange with tax havens.
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26. See Conconi (2006), who argues that global tax harmonization leading to the complete
elimination of tax competition is undesirable because it would prompt the adoption of
higher than optimal capital taxes.

27. The OECD (1998, 29) noted that “the ability or willingness of a country to provide in-
formation to other countries is a key factor in deciding upon whether the effect of a regime
operated by that country has the potential to cause harmful effects.”

28. The OECD (2000b) identified 47 potentially harmful tax practices by member countries
and listed 35 tax havens. The 2000 report excluded from its list those tax havens that made
“a public political commitment at the highest level to eliminate their harmful tax practices
and to comply with the principles of the 1998 Report” (OECD 2000b).

29. Sanctions proposed by the OECD for targeted countries include terminating tax treaties,
denying income tax deductions for purchases made from firms in those countries, imposing
withholding taxes on payments to residents of targeted countries, and denying foreign tax
credit for taxes paid to the targeted government. See Prosperity Institute (2002).
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During the period 2001–04 the number of countries and jurisdictions out-
side the OECD that committed to the principles of effective exchange of
information and transparency increased from 11 to 33. 

The second avenue for improving information exchange stems from
the 1998 Agreement on Exchange of Information on Tax Matters, released
by the OECD Global Working Group on Effective Exchange of Informa-
tion.30 Although the agreement is not a binding convention, it sets stan-
dards on tax information exchanges for financial centers worldwide to
deter the shift of business activity to noncooperative jurisdictions.31 In
July 2004 the OECD’s Committee on Fiscal Affairs revised Article 26 of
the OECD’s Model Tax Convention, which covers information exchange
on tax matters between national tax authorities as part of a drive toward
improved cooperation in administering domestic tax laws and interna-
tional tax treaties.

A model agreement is particularly important due to the fundamental
weaknesses inherent in the information exchange mechanisms contained
in most bilateral income-tax treaties. Tax treaties frequently allow con-
tracting states to refuse to provide information in certain cases: if the
countries do not collect the information for their own tax enforcement, or
if the requesting state itself is unable to provide similar information.
These exceptions mean that certain countries cannot exchange informa-
tion on interest payments and that other countries are not required to
provide information to these countries. In addition, tax treaties do not in-
clude common rules concerning the information to be reported, the for-
mat and frequency of information exchanges, or the mechanisms to carry
out the information exchange. As a result, even when information is ex-
changed, it is not always usable (OECD 2000a).

Third, the OECD recommends that countries adopt common rules to
identify taxpayers (e.g., through UTINs). Nonresident recipients of in-
come would be required to disclose their UTINs.

Fourth, the OECD recommends that countries review their laws, reg-
ulations, and practices that govern access to banking information with a
view to removing impediments that obstruct tax authorities. In 2000 the
OECD released a report entitled Improving Access to Bank Information for
Tax Purposes (OECD 2000a) that proposes better tax-administration access
to bank information. The report, which was unanimously approved, calls
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30. The working group consisted of representatives from OECD member countries and del-
egates from Aruba, Bermuda, Bahrain, Cayman Islands, Cyprus, Isle of Man, Malta, Mauri-
tius, the Netherlands Antilles, the Seychelles, and San Marino.

31. The agreement is presented as both a multilateral instrument and a model for bilateral
treaties. However, the multilateral instrument is not a multilateral agreement in the tradi-
tional sense. Instead, it provides a framework for an integrated bundle of bilateral treaties.
A party to the multilateral agreement would only be bound with respect to specifically enu-
merated parties with which it agrees to be bound. 
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for ending confidential bank accounts and requiring identification for
bank customers and beneficial owners of accounts. A follow-up report
(OECD 2003) noted positive developments in implementing the mea-
sures outlined in the OECD (2000a) report between the first and the sec-
ond reports. Anonymous accounts can no longer be opened in any OECD
country, customer identification numbers have been established in all
OECD countries, and the requesting country’s taxation of interest income
is no longer a precondition to a treaty partner’s providing information.32

A recent report released by the OECD Global Forum on Taxation
(OECD 2006d) presents a survey of 82 OECD and non-OECD countries
and jurisdictions, noting that in the past few years many of these
economies have become more transparent. Most have entered into dou-
ble taxation conventions and tax information exchange agreements, and
many more are negotiating such agreements. Moreover, as the report
points out, no OECD economy and few non-OECD countries currently
require the prospect of domestic tax collections as a condition for re-
sponding to a treaty partner’s request for information on a specific tax-
payer. However, the report also notes that a few economies still constrain
international cooperation in criminal tax cases, and a number continue to
impose strict limits on access to bank information in civil tax cases.

The USA Patriot Act and Anti-Money
Laundering Initiatives

Exchange of information systems came under a stronger spotlight after
September 11, 2001 and associated anti-money laundering (AML) initia-
tives. As a side benefit, the new spotlight could facilitate residence-only
taxation of portfolio income. Immediately after the September 11 attacks,
the US Treasury and Interpol announced the creation of a partnership to
establish an international terrorist-financing database.33 On October 26,
2001 President George W. Bush signed into law a comprehensive set of
antiterrorism and AML laws known as the Uniting and Strengthening
America by Providing Appropriate Tools Required to Intercept and 
Obstruct Terrorism (USA Patriot) Act (PL 107-56), which paralleled a
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32. The OECD (2003) report notes, however, that little progress has occurred in a few key
areas. For example, the 30 OECD member countries have not agreed on a common defini-
tion of tax fraud, and few changes have been made to accessing bank information for civil
tax purposes.

33. The Interpol database is designed to consolidate national and international lists of ter-
rorist financiers and make the information available to police around the world to assist in
criminal investigations. Participants are intended to include all 179 members of Interpol
(Prosperity Institute 2002, 718). 
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growing international campaign to combat money laundering led by the
Paris-based Financial Action Task Force (FATF).34

Encompassed under title III of the USA Patriot Act is the Interna-
tional Money Laundering Abatement and Anti-Terrorism Financing Act
of 2001 (Implafa). Title III is the product not only of September 11, but
also of an earlier congressional investigation into correspondent banks
and their ties to international money laundering.35 Implafa heightens
the responsibility of US financial institutions to detect money launder-
ing,36 as financial institutions must comply with extensive requirements
when creating new accounts and conducting transactions. The act man-
dates US-based financial institutions to determine whether potential for-
eign bank clients are involved in any law enforcement or regulatory
actions related to money laundering, fraud, tax evasion, or drug traffick-
ing.37 Institutions must report suspicious activity to the US Treasury 
Department, cash transactions to the IRS, and the international trans-
portation of monetary instruments to the Customs Service (Reuter and
Truman 2004).38

The mechanisms in the USA Patriot Act readily lend themselves to
enforcement of a residence-only system for portfolio capital flows. Due
diligence requirements designed to combat money laundering and ter-
rorist financing can be adapted to the universal reporting system needed
to ensure that countries can collect taxes due on their residents’ foreign
portfolio investments. The G-7 argues that international action in this
area would strengthen existing AML systems and increase the effective-
ness of tax information exchange arrangements (OECD 2002a). 
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34. In May 1989 the G-7 finance ministers endorsed international action to enhance AML
systems to combat tax-related crimes. The FATF was subsequently established in 1989 by 33
countries. However, the FATF parties stated that the new forum would not address tax is-
sues; its primary role was to combat money laundering through name-and-shame tactics
(Reuter and Truman 2004).

35. In February 2001 the US Senate Permanent Subcommittee on Investigations released a
comprehensive report on money laundering and tax evasion abetted by the US banking sys-
tem through correspondent accounts with high-risk foreign banks (Report on Correspon-
dent Banking: A Gateway for Money Laundering, available at www.senate.gov). The report
accused US banks of not enforcing AML safeguards and thereby acting as conduits for crim-
inal proceeds. It called on US banks to shut their doors to high-risk foreign banks and elim-
inate abuses of the US correspondent banking system.

36. See section 312 of Implafa, which adds a new section, 5318(i), to title 31 USC.

37. See Fernando L. Aenlle-Rocha, “Correspondent Banking After September 11,” Los Ange-
les Lawyer Financial Times, September 27, 2002.

38. Core financial institutions, such as banks, security firms, and insurance companies, are
subject to the most stringent audit requirements. Less rigid rules apply to other financial in-
stitutions and nonfinancial businesses (Reuter and Truman 2004).
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Recommendations

At the beginning of 2005 the OECD identified at least five jurisdictions
that had not yet committed to transparency and effective exchange of in-
formation.39 As the OECD 2000 report indicates, “there is a significant
risk that a failure to address these practices in parallel with the work in
relation to Member countries will cause a shift of the targeted activities to
economies outside the OECD area, giving them an unwarranted compet-
itive advantage and limiting the effectiveness of the whole exercise”
(OECD 2000b, 22). 

In light of the competitive realities, some commentators have sug-
gested that the current exemption for portfolio interest be limited to reg-
istered obligations and allowed only for residents of countries that
exchange tax information with the United States.40 Alternatively, the com-
mentators suggest that the statutory withholding tax exemptions for port-
folio interest and bank deposit interest be repealed—thereby reverting to
a 30 percent withholding rate—and that exemptions should be provided
only through bilateral tax treaties. 

We do not agree with these suggestions. In our view, at the same time,
they do too much and too little. On one hand, they deny the United States
the benefits of inward investment flows attracted by unilateral relief from
US withholding tax for law-abiding, taxpaying residents of non-treaty
partner countries. On the other hand, they assume that all residents of
treaty partner countries are law-abiding taxpayers. Further, we believe
that the climate created by the OECD harmful tax competition project
and the EU Savings Directive present a golden opportunity for the United
States to cooperate with its closest partners in adopting a much stronger
residence-only system of taxing portfolio income flows, without risking
retaliation from key financial countries or facing significant withdrawals
of foreign funds. The USA Patriot Act’s groundbreaking due diligence re-
quirements could be an important building block for a residence-only tax
system. 

From the narrow but important standpoint of US tax revenue, the
central purpose of our recommendation is not to increase US tax collec-
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39. The jurisdictions are Andorra, the Principality of Liechtenstein, Liberia, the Principality
of Monaco, and the Republic of the Marshall Islands, which all appear on the OECD’s list of
uncooperative tax havens. In February 2005, however, Andorra accepted an OECD invita-
tion to participate in the next meeting of the OECD Global Forum on Taxation.

40. These countries would consist of all of the current US treaty partners that cooperate in
information exchange, regardless of the treaty withholding tax rate on interest payments, as
well as countries party to tax information exchange agreements. See Shay, Fleming, and
Peroni (2002, 145). The limitation to registered securities implies that tax would be withheld
at source on bearer bonds.
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tion on outward flows of interest to foreign persons but rather to ensure
that US taxpayers report all of their portfolio income to the IRS and pay
whatever tax is owed to the US Treasury. To illustrate one example of
massive tax avoidance, many tax-exempt US institutions such as pension
plans, hospitals, and universities choose tax haven countries as a destina-
tion for their portfolio investments. A leading reason is to avoid US taxes
that would otherwise be payable on unrelated business income. The Cay-
man Islands are particularly popular as a home for such investments, of-
ten made through hedge funds. According to an estimate by the Cayman
Islands Monetary Authority, the Caymans are the corporate home for
about three out of four of the world’s hedge funds, owing to very low lo-
cal taxes, light regulation, a cadre of legal and accounting professionals,
and a reputation for honest governance.41

Given the nature of tax evasion, it is impossible to know how much
additional revenue might be collected if our proposals were enacted.
However, the reported stock of US outward private portfolio investment
in 2005 was about $7.6 trillion in 2005, and the estimated inward flows of
interest, plus inward portfolio flows of dividends, were $234 billion to
private US persons. Hence the implied yield was only 3.2 percent (see
table 4.2).42 With these magnitudes we speculate that underreporting of
income flows to US taxpayers is at least 15 percent of reported flows, or
about $35 billion annually. In a properly functioning global system, the
tax due on these income flows could amount to 10 percent of the under-
reported interest and dividends, or as much as $3.5 billion annually.43

To start the ball rolling on effective global taxation of portfolio in-
come, we recommend that the United States adopt a backup withholding
tax at source on cross-border portfolio income payments, coupled with a
reimbursement system under which tax withheld at the source would be
credited or refunded to the taxpayer by his resident country, once the res-
ident country’s tax was paid. If, as anticipated, other countries followed
the US lead and adopted their own backup withholding systems, an in-
ternational clearinghouse mechanism should then be established to sort
out each resident country’s claims against source-country backup with-
holding taxes.
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41. For more details, see Lynnley Browning, “Tax Breaks Lure Money Managers to the Cay-
mans,” International Herald Tribune, July 3, 2007.

42. Private portfolio-investment stock abroad is defined as total private holdings of foreign
passive assets (bonds and bank and nonblank claims) and foreign corporate equities (see
table 1.5). The figure cited in the text for private inward interest and portfolio dividends ex-
cludes payments of interest to the US government by foreign entities (see table 4.2). 

43. In other words, we assume that a more reasonable return was at least 3.7 percent on the
stock of portfolio investment. It is also possible that the portfolio investment stock was 
underreported.
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Backup withholding would require host countries to share tax infor-
mation with home countries and to end the issuance of bearer bonds and
other anonymous securities.44 Fortunately, the OECD’s Agreement on Ex-
change of Information on Tax Matters has already envisaged an excellent
framework for exchanging tax information between tax authorities.45

The United States could begin the cooperative process by enacting
legislation along the following lines:

n All US residents paying interest income to nonqualifying foreigners
would be required to withhold a backup tax of 10 percent and pay
that amount to the US Treasury. The IRS would issue a certificate of
tax paid to the US payer, who would forward the certificate to the
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Table 4.2 Foreign interest and portfolio dividends paid to US persons,
2005 and 2006 (billions of dollars)

Type of interest payment 2005 2006

FDI-related interest payments
Paid to US parent firms from their foreign affiliates 9.7 10.0
Paid to US subsidiary firm from their foreign parents 3.9 5.2

Other private interest payments
Bond interest payments 44.2 53.4
Bank interest payments 62.5 107.9
Interest paid by nonbank financial firms 47.3 79.7

US government interest receiptsa 2.7 2.4

Private portfolio dividends 63.7 79.9

Total receipts 234.0 338.5

a. Total income receipts less receipts from debt forgiveness and debt rescheduling.

Note: The term “person” includes corporations, partnerships, governments, trusts, as well as 
individuals.

Source: Bureau of Economic Analysis, Survey of Current Business, April 2007.

44. A blank endorsement on a negotiable instrument can create a bearer instrument. Thus,
the prohibition against banks and corporations from issuing instruments represents only
the first step—but an important one—in a full-scale system of title registration of securities.

45. The OECD (1998) recommends using standard magnetic format for automatic informa-
tion exchange to match information more efficiently and simplify conversion of the mag-
netic format into a standard for electronic exchange of tax information. Under the
information exchange system proposed by the EU Savings Directive, the communication of
information between member states is automatic and takes place at least once a year, within
six months following the end of the tax year of the member state of the paying agent, for all
interest payments made during that year to individual beneficial owners residing in every
other member state. 
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nonqualifying foreign recipient. No backup tax would be withheld
on interest paid to “qualifying” foreign residents. 

n Nonqualifying foreigners would include all foreigners other than
those who could establish to IRS satisfaction that they had a history
of reporting all interest income to their home tax authority, did not
act as a financial conduit for anonymous beneficial recipients, and
did not deal in anonymous securities.46

n Nonqualifying foreign recipients would present certificates of taxes
paid to their own taxing authorities. The authorities in turn could
present certificates to the IRS for reimbursement of the backup with-
holding tax. If the foreign taxing authority did not meet several con-
ditions (see appendix C3), the United States would retain the backup
withholding tax on interest paid to residents of those countries.

n The United States should open discussions with the European Union
to expand the scope of the EU Savings Directive to non-EU members
of the OECD and other key financial-center countries and apply the
directive not only to interest payments but also to other portfolio pay-
ments.47

Enacting such legislation could prompt key financial countries to hos-
tility rather than cooperation. However, if the United States coordinates
its legislation with the European Union and other countries, the chances
for a backlash are slim. In the worst case, the withdrawal of foreign port-
folio capital in anticipation of backup withholding would cause US inter-
est rates to rise by the full 10 percent backup tax—say, from 5.0 to 5.5
percent on US Treasury bonds. Because this extreme possibility cannot be
ruled out, it seems wise to start with a low backup withholding rate—the
10 percent figure mentioned—rather than a rate closer to what a normal
taxpaying recipient might pay, such as 20 percent or higher.48
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46. Normally, foreign affiliates of US subsidiaries including financial-sector firms, would be
characterized as qualifying foreigners. Likewise, the foreign subsidiaries of US MNEs
should normally qualify for exemption from mirror backup withholding taxes imposed by
foreign jurisdictions.

47. In fact, the European Council has already started parallel discussions with the United
States and other key countries (Switzerland, Andorra, Monaco, Lichtenstein, San Marino,
and the dependent and associated territories of the United Kingdom and the Netherlands)
with the aim of encouraging these countries and territories to adopt similar measures. Those
discussions were stimulated by the European Union’s concerns that the Savings Directive
proposal would incite paying agent operations to relocate outside the European Union. See
EU Memo/01/266 (available at http://europa.eu).

48. EC Commissioner Christiane Scrivener proposed a 15 percent withholding rate for port-
folio flows between Europe and the United States, whereas the US Foreign Investment in
Real Property Tax Act (FIRPTA) legislation imposes a 10 percent rate.
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Skilled financial diplomacy and the self-interest of tax collectors
should prompt most industrial countries to enter into information ex-
change systems with the United States. The United States has already
signed agreements for information exchange with 30 countries, most of
them countries with which the United States has not entered into a com-
prehensive income tax treaty.49 In addition, most US income tax treaties
contain articles providing for the exchange of information. 

In the end, only countries that choose to serve as havens for tax eva-
sion and avoidance, or that administer their tax laws irregularly, would
remain outside the net. For an indefinite period, interest payments to en-
tities in these countries could simply remain subject to the new 10 percent
backup tax. Presumably these countries would constitute a relatively
small part of the world capital market, and yields there would simply
drop to 90 percent of the yields available in the industrial world. Tax eva-
sion would still flourish, but evaders would indirectly pay some tax,
whereas now they pay none.50 Meanwhile, to the extent that other coun-
tries emulate the US initiative, considerably more foreign interest and
dividends should be reported to the IRS, and US Treasury collections
might increase as much as $3.4 billion annually.
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49. See Federal Tax Coordinator 2d (RIA) T-1006, 2005, and the US Department of the Trea-
sury web press room, available at www.treas.gov (accessed on July 8, 2007).

50. To discourage the creation of holding companies in these jurisdictions, special look-
through rules would require the deemed distribution of all portfolio income to beneficial re-
cipients who are US residents. Stiff penalties would apply to concealed income.

1393.ch04.qxd  9/7/07  1:01 PM  Page 98



99

5
Multinational Firms 
in the World Economy

Multinational enterprises (MNEs) continue to grow in importance in the
world economy, not because they bridge different capital markets but for
the industrial-organization reasons first identified by Hymer (1976).1 Es-
timates from the United Nations Conference on Trade and Development
(UNCTAD 2005, 19) suggest that there were about 70,000 MNEs in 2004
with about 690,000 foreign affiliates across the globe. MNEs are now re-
sponsible for two-thirds of world trade, one-third of which is intrafirm
trade. Firm-specific assets—which are often intangibles that do not show
up on the balance sheet, such as trade names, know-how, and govern-
ment permits—enable an MNE to prosper in its specific product lines.
These assets can be highly valuable in a foreign market but difficult to li-
cense at a remunerative fee.2 Instead, to best exploit its potential advan-
tage, an MNE must invest overseas.3 Economists who study MNEs have

1. More recently, Graham and Krugman (1991, chapter 2 and appendix B) likewise con-
clude that industrial-organization explanations of FDI in the United States are much supe-
rior to cost-of-capital explanations.

2. Markusen (2000) points out that the property of knowledge that makes it easy to transfer
to foreign locations makes it easily dissipated. Licensees can easily absorb knowledge capi-
tal and then defect from the supplying firm or ruin the firm’s reputation for short-run profit.
To maintain the value of assets and prevent asset dissipation, most firms only transfer
knowledge internally.

3. Dunning (1988, 1993) stresses the role of imperfect markets in intangible assets as a core
reason why MNEs flourish. Morck and Yeung (1991) support the argument that an imper-
fect market in intangible assets is necessary to justify FDI.
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long accepted industrial-organization reasons as the most important ex-
planation for MNE growth.4

Recognition of this proposition is the starting point for designing tax
policy toward direct investment income, even though tax policy for
MNEs was historically driven by capital allocation analysis. Today US tax
policy toward foreign direct investment (FDI) is rightly, if slowly, chang-
ing its focus from capital allocation and instead asking how the United
States wishes to shape MNE activities.5 The starting question is whether
the goals of world efficiency and national prosperity are inseparably
linked in such activities, or whether they diverge.6 This crucial question
brings us to the domain of strategic tax policy, which may be seen as a
companion to the strategic trade policy debate of the 1980s.7

Large corporations, each exercising significant market power, are a
fact of life in the world economy, and imperfect competition is the rule
rather than the exception in global markets. There are good reasons for
large firms to exist and prosper in this setting. Some products can only be
manufactured efficiently in very big plants. More important, many lines

4. The connection between a firm’s specific assets and its decision to invest overseas was
highlighted by Dunning (1988, 1993). His so-called OLI paradigm explains activities of
multinational corporations in terms of ownership (O), location advantage (L), and internal-
ization advantage (I). When selling its products abroad, a firm is initially disadvantaged rel-
ative to local producers. To compete effectively with local rivals, a foreign producer must
possess some ownership advantages, which can be trademarks, patents, reputation, or other
assets. Location advantage can be due to trade barriers, transport costs, customer access, or
low factor prices; they explain why a foreign presence should be established through pro-
duction rather than exports. The last advantage, internalization, explains why foreign firm
prefers to retain full control over the production process instead of licensing intangible as-
sets to local firms. The decision to retain full control reflects the difficulty of regulating and
enforcing licensing contracts.

5. Caves (1982) offers an old but fascinating example of the schizophrenia that character-
ized tax policy discussions two decades ago. Using different terms, he strongly endorses the
industrial-organization thesis in chapter 2: “For all these reasons it is fair to conclude that
the capital arbitrage hypothesis has been swept from the field by the transactional hypothe-
sis.” However, when it comes time to analyze tax policy toward multinationals in chapter 8,
Caves completely forgets this conclusion; the entire discussion concerns the effect of taxa-
tion on the allocation of capital.

6. Dunning (1993) reviews the interaction between the global strategies of MNEs designed
to advance the profitability and growth of the firm and the national strategies of govern-
ments designed to enhance the economic and social welfare of its citizens.

7. Strategic trade policy focuses on hard-to-reverse locational decisions and first-mover ad-
vantages in oligopolistic industries. Surveys of strategic trade policy include Deardorff and
Stern (1987), Helpman and Krugman (1985, 1989), Krugman (1994), and Brander (1995). The
literature applying these theories to trade policy is a large one, but little work has been done
on the implications for tax policy. Markusen (1988) is an important exception; see also Bond
and Samuelson (1989).
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of business require substantial overhead investments in the software of
running a firm, and these investments are usually in fixed costs: exten-
sive research, development, and experimentation (RD&E) efforts; engi-
neering skills sufficient to build a state-of-the-art plant at low cost;
branding of a trade name in the public mind; and developing effective
distribution systems. These overhead investments may be so large that
there is room in the world economy for only a few companies in a given
industry to operate profitably. The result of these assorted barriers to en-
try is usually an oligopolistic market structure, with its well-known im-
plication for less-than-perfect efficiency, as prices are kept substantially
above the marginal costs of production, possibly for many years.

Such considerations from the theory of imperfect competition do not
invalidate the traditional conclusion that free trade and open investment
are best for the world economy. But they do suggest that a country may
enhance its own national prosperity by attracting certain components of
MNE activity.8

Strategic Arguments

Historically, FDI and exports were treated as mutually exclusive substi-
tutes. However, because intrafirm trade is at least as important as arm’s
length trade, impediments to FDI (via industrial policy) are equivalent to
trade barriers (Dunning 1993, UNCTAD 1995). Hence strategic trade and
investment policies need to be seen as two possible pillars of state sup-
port for domestic firms in the global economy (Hart and Prakash 1997).

The strategic arguments for intervention are easy to sketch out. Con-
sider an emerging technology that is likely to result in an oligopolistic
market structure, such as genetic technology for treating multiple sclero-
sis (MS). If oligopolists dominate the world market in any case, it would
seem worthwhile for the United States to encourage its own contenders
to be among the world leaders, as the United States then can capture some
of the oligopoly profit that the new MS technology is bound to create.
Moreover, if spillover benefits occur—say, leading to genetic break-
throughs on Parkinson’s or Alzheimer’s disease—then they are more
likely to occur in the United States. Interventionist policies, including 
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8. Before delving into details, it is worth summarizing the conclusions of some of the pio-
neers of strategic trade theory regarding its implications for free trade. Helpman and Krug-
man (1989, 186): “A key question about the new trade theory is whether it gives rise to any
systematic new reason to reject free trade. The answer appears to be no.” Deardorff and
Stern (1987, 50): “Clearly these contributions to the trade literature . . . have broadened our
understanding in useful ways. But have they added to the arsenal of reasons for trade in-
tervention in ways that should alter the trade theorists’ bias in favor of nonintervention? We
think not.”
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tariffs, RD&E subsidies, buy-national public procurement, unique techni-
cal standards, and even special corporate tax breaks, would seem desir-
able if the United States can thereby assist its own firms to gain greater
prominence in the circle of world oligopolists. Careful studies have
demonstrated that such a result can be obtained in a theoretical model.9

Building on this insight, some of the work on international trade pro-
vides a valuable basis for analyzing MNE taxation.10 The starting point is
to recognize that MNEs engage in two distinct activities: headquarters
services and traditional production and distribution activities.

Providing headquarters services entails investing in firm-specific 
intangible assets, such as management techniques, engineering skills, ad-
vances in technology, and establishing trade names.11 In addition, head-
quarters costs may be defined to include the extra costs of overcoming
barriers to entry in particular national markets, such as unique technical
standards, administrative obstacles, and licensing requirements. Like the
setup costs of a complex distribution system, these administratively im-
posed costs are essential to market access.

Tables 5.1 and 5.2 roughly illustrate the role of headquarters costs in
US manufacturing industry over an extended period of time. As table 5.1
shows, between 1960 and 2005 total manufacturing employment was for
the most part flat but contracted sharply during the 2001 recession. Mean-
while, the share of administrative personnel to all employees has been
roughly constant since the mid-1970s, but administrative employees have
accounted for a greater share of payroll than has the share of workers.
This reflects the fact that administrative positions absorb large numbers
of professionally trained individuals at higher salaries. 
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9. Deardorff and Stern (1987) credit Brander and Spencer (1981) and Spencer and Brander
(1983) for the first careful studies. However, the Brander-Spencer analysis does not rely on
learning-curve or scale-economy phenomena. Rather, production is characterized by flat or
rising marginal and average costs. The question is how government intervention affects the
ability of firms to bear the fixed costs of entry and hence the subsequent division of the
global pie of economic rent. Krugman (1994) gives a hypothetical example. Imagine that a
good could be developed by either a US or European firm. If either firm developed the
product alone, it could earn large profits; however, the development costs are large enough
so that if both firms try to enter the market, both will lose money. If European governments
subsidize their firms, they may deter the US firm and thereby ensure that Europe, not the
United States, gets the monopoly profits. 

10. This discussion draws on Helpman and Krugman (1985, chapters 12 and 13).

11. Engineering skills are sometimes acquired in the process of building a costly plant. For
example, it is said that General Motors paid nearly twice as much for its Saturn automobile
plant in Spring Hill, Tennessee as Honda US did for a similar expansion of its Accord plant
in Marysville, Ohio. Contrary to traditional cost accounting, the extra $1 billion or so Gen-
eral Motors paid can be chalked up to the cost of acquiring engineering skills.
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Table 5.1 United States: Manufacturing output, RD&E, and employment, 1960–2005

Administrative
Billions of dollars RD&E as Total employment employment (percent)

share of
Value of Value Private RD&E valued added Millions of Payroll As share of As share of

Year shipments added spendinga (percent) workers (billions) work force payroll

1960 369 164 4b 2.5 16.7 88 26.9 36.4

1965 492 227 6b 2.7 18.0 114 27.2 37.7

1970 634 300 10b 3.2 19.2 153 29.7 39.9

1975 1,039 442 15b 3.4 18.3 210 31.1 42.4

1980 1,853 774 29b 3.7 19.3 316 28.0 41.9

1985 2,280 1,000 52b 5.2 17.5 397 30.5 40.5

1990 2,912 1,347 65b 4.8 17.6 472 30.4 41.8

1995 3,594 1,711 81b 4.7 17.4 545 29.7 41.7

2000 4,209 1,974 113b 5.7 16.6 617 28.3 41.1

2005 4,735 2,204 119b 5.4 13.1 580 29.9 41.8

RD&E 5 research, development, and experimentation

a. Data for private RD&E spending for manufacturing for 1960 to 1985 was derived from total industry private RD&E spending, reflecting the approximate shares of
1986, which was roughly 92 percent. The data for 2004 are projected from the share in 2003.
b. For 2004.

Sources: After 1980, US Department of Commerce, Bureau of the Census, Annual Survey of Manufactures, various years, table 1; National Science Foundation, Science
and Engineering Indicators, various years, appendix table 4-3. Prior to 1980, US Department of Commerce, Bureau of the Census, Annual Survey of Manufactures 1996,
table 1a; National Science Foundation (2006, appendix table 4-3).
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4 Table 5.2. United States: High-technology output, RD&E, and employment, 1960–2005

Administrative
Billions of dollars RD&E as Total employment employment (percent)

share of
Value of Value Private RD&E valued added Millions of Payroll As share of As share of

Year shipments added spendinga (percent) workers (billions) work force payroll

1960 50 31 2c 7 3 16 36 47

1965 71 45 3c 8 3 21 36 48

1970 108 63 6c 9 3 30 40 50

1975 129 79 9c 11 3 36 41 52

1980 284 162 18c 11 3 66 42 53

1985 418 244 36c 15 4 99 47 58

1990 468 245 43c 18 3 116 48 60

1995 699 400 53c 13 2 114 46 60

2005 799 485 64b 13 2 126 50 64

a. Data for private RD&E spending for manufacturing for 1960 to 1985 was derived from total industry private RD&E spending, reflecting the approximate shares of
1986, which was roughly 92 percent. The data for 2004 are projected from the share in 2003.
b. For 2004.

Note: High-technology industry is defined (under the old classification system applicable until 1997) as Standard Industry Classification (SIC) 281–83, 348, 351, 357,
365–67, 375 and 38 (less 385). Data for 2004 are based on the North American Industry Classification System (NAICS). Since there is not yet an official definition of
“high-techonology” under NAICS, we use the following to approximate the old SIC definition: 3254, 3332, 3339, 3341-2, 3344-5, 3353, 3364.

Sources: For 2005, US Department of Commerce, Bureau of the Census, Annual Survey of Manufactures 2006, table 2; National Science Foundation, Research and De-
velopment in Industry, 2004. For 1995 and prior years, US Department of Commerce, Bureau of the Census, Annual Survey of Manufactures, 1996, table 1a; National
Science Foundation, Research and Development in Industry, 1997, table A-7, and Science and Engineering Indicators, 1991, appendix table 6-16.
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Accounting for the entire period from 1960 to 2005 and focusing only
on high-technology manufacturing (table 5.2), we see a clear pattern of
greater reliance on administrative workers, both in share of employment
(rising from 36 to 50 percent) and share of payroll (rising from 47 to 64
percent). To be sure, a great many administrative employees are not en-
gaged in headquarters activity as we have defined the term, but the data
in table 5.2 reflect salient trends. In 2005 the average payroll cost per ad-
ministrative employee in high-technology industry was $75,000, com-
pared with an average of $43,600 for production workers (based on the
raw data underlying table 5.2). Expenditure on RD&E as a percentage of
value added in high-technology manufactures approximately doubled
between 1960 and 2005.12 As table 5.2 indicates, the role of headquarters
activity and the cost of RD&E are much larger for high-technology indus-
tries than for all manufacturing. 

The various headquarters services have special characteristics that
together explain why companies become MNEs. In the first place, once
headquarters services are created, most can be used throughout the firm.
Like a trademark, patent, or just-in-time inventory system, using head-
quarters services in one plant does not diminish their usefulness to other
plants, though some headquarters services, such as those that surmount
regulatory barriers, may only be useful in particular markets. Moreover, a
given quantity of headquarters services cannot sustain an indefinite
amount of production. But these qualifications simply mean that, though
the need for additional headquarters services increases somewhat with
production, the increase occurs at a sharply attenuated rate. For example,
a doubling of sales may require an increase of only 25 percent in head-
quarters services.

A second special characteristic is that headquarters services cannot
be licensed easily to unrelated firms on a profitable basis. Put another
way, a firm can usually earn substantially more by applying its head-
quarters services to its own production efforts than by licensing those
headquarters services to an unrelated firm. Often the only way one firm
can convince an unrelated firm of the value of a new process or system is
to reveal so much information that the other firm obtains most of the
knowledge for free. Further, once a firm conveys its know-how, it begins
to lose control over the development of subsequent inventions. When
reputation is conveyed by trademark, the firm might find that an unre-
lated licensee with little ownership stake carelessly damages the mark
through inadequate quality control. Yet another example is that regula-
tory permits may not be transferable by any means short of selling the
firm. Such pitfalls prompt firms to set up their own production facilities

MULTINATIONAL FIRMS IN THE WORLD ECONOMY 105

12. Figures in tables 5.1 and 5.2 exclude RD&E expenditure in industry by the federal 
government.
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around the world even when they do not have a competitive advantage
in manufacturing the product abroad.

There is a third special characteristic: Many headquarters services
are efficiently produced at a single location or in very few locations. 
For example, spreading RD&E activity over many sites is often less effi-
cient than concentrating the work in a few laboratories. Likewise, oper-
ating a system of computer-controlled warehousing, managing corporate
cash flows, or staffing the legal department is best done at a single 
center. 

Official statistics on US outward FDI reflect MNEs’ tendency to keep
RD&E at home even as their overseas operations expand. In 1966 foreign
affiliates of US firms accounted for about 30 percent of sales and about 
8 percent of RD&E. In 2004 foreign affiliates of US firms accounted for 
35 percent of sales and about 12 percent of RD&E (see tables 5.3 and 5.4).
Meanwhile, foreign firms have sharply expanded the amount of RD&E
they undertake in the United States, from $1.5 billion in 1980 to $33 bil-
lion in 2004. In 2004 some 17 percent of all private-industry RD&E expen-
diture carried out within the United States was in fact conducted by US
affiliates of foreign MNEs.

Once a firm has successfully invested in headquarters services, it ac-
quires a technological or marketing advantage that it can use to carry out
production and distribution at the most advantageous sites in the world
economy. But this does not mean that the successful MNE can extract
juicy monopolistic profits from consumers around the world. Instead, as
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Table 5.3 Operations of foreign affiliates of US firms 
(percent of US parent totals)

Number of
Year Assets Sales Net income employees

1966 18 30 23 30

1977 24 38 26 43

1982 21 32 26 28

1989 22 32 44 27

1999 26 27 29 29

2004 36 35 47 32

n.a. 5 not available

Note: Majority-owned nonbank affiliates of nonbank US parents.

Sources: Bureau of Economic Analysis, Survey of Current Business, November 2006, 61–62; Bureau of
Economic Analysis, US Direct Investment Abroad, various years, www.bea.gov (accessed March 21,
2005).
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long as competing firms can move freely from country to country and
ship components and finished products among their affiliates, it is likely
that several large firms, each with its own technology and reputation,
will emerge to compete with one another. The result is that, on average,
the profits that a typical MNE earns over its direct production costs and a
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Table 5.4 RD&E performed in the United States and by foreign affiliates
of US firms outside the United States, 1975–2004

RD&E performed by foreign RD&E performed by US
affiliates of US parents affiliates of foreign parents

Private RD&E
outside the United States in the United States

expenditures within Percent of total Percent of total
the United States Billions US private RD&E Billions US private RD&E

Year (billions of dollars) of dollars expenditurea of dollars expenditurea

1975 15.6 1.5 8.8 n.a. n.a.
1976 17.4 1.7 8.9 n.a. n.a.
1977 19.3 1.9 9.0 n.a. n.a.
1978 22.1 2.2 9.1 n.a. n.a.
1979 25.7 2.8 9.8 n.a. n.a.
1980 30.5 3.2 9.5 1.5 4.5
1981 35.4 3.4 8.8 n.a. n.a.
1982 40.1 3.1 7.2 n.a. n.a.
1983 44.6 3.3 6.9 n.a. n.a.
1984 51.4 3.6 6.5 n.a. n.a.
1985 57.0 3.7 6.1 n.a. n.a.
1986 59.9 4.6 7.1 n.a. n.a.
1987 61.4 5.2 7.8 4.5 6.8
1988 66.6 6.2 8.5 5.5 7.5
1989 73.5 6.7 8.4 6.7 8.4
1990 81.6 8.0 8.9 8.5 9.5
1991 90.6 9.1 9.1 9.1 9.2
1992 94.4 10.1 9.7 10.7 10.3
1993 94.6 9.6 9.2 11.3 10.8
1994 97.1 9.4 8.8 12.7 11.9
1995 108.7 13.1 10.8 14.8 12.2
1996 121.0 14.1 10.4 15.6 11.6
1997 133.6 13.1 8.9 19.4 13.2
1998 146.3 16.0 9.9 25.4 15.6
1999 161.6 16.8 9.5 26.9 15.1
2000 182.8 17.6 9.0 29.3 14.6
2001 185.1 19.7 9.6 29.2 14.3
2002 177.5 21.2 10.7 30.2 15.2
2003 183.3 22.3 10.8 32.7 15.9
2004 195.7 27.5 12.3 33.1 14.8

n.a. 5 not available

a. Includes RD&E expenditure within the United States and overseas.

Sources: US Department of the Treasury, The Impact of Section 861-8 Regulation on US R&D, June 1983, table 1; Na-
tional Science Foundation (2006, tables 4-3, 4-46, and 4-49); Bureau of Economic Analysis, International Eco-
nomic Accounts: Direct Investment, annual series, www.bea.gov (accessed March 21, 2005 and June 13, 2006).
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normal return on fixed assets will just pay for its prior investment in
headquarters services.13

The other principal activity of MNEs, apart from turning out head-
quarters services, is the production and distribution of goods and ser-
vices. These activities have their own special features. In the first place,
although there may be some economies of scale, they are usually not as
extensive as they are for headquarters services. Typically, there is a mini-
mum practical threshold for plant size (say, 100,000 automobiles or 10
million chips assembled) or distribution lots (one cargo plane), but be-
yond that point a doubling of output requires a doubling of inputs. The
absence of decisive scale economies enables production to be located in
response to other considerations.14

Traditional production is highly sensitive to the cost and incentive
conditions of different environments. When free to do so, MNEs locate
production activity according to the availability of labor, natural re-
sources, and a favorable tax climate,15 or in an effort to get close to the
market, or to garner government incentives. For example, labor-intensive
assembly operations tend to be located in countries with cheap, semi-
skilled labor, such as East Asia or Mexico.16 Oil drilling obviously takes
place where geological conditions are favorable. Sophisticated machinery
tends to be manufactured in the midwestern United States or Germany,
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13. Technically, the models assume that the competing MNEs earn zero economic profit—
that is, no profit above the prevailing return on debt and equity capital, accounting for the
riskiness of the enterprise.

14. There are important exceptions. According to an estimate prepared by the US Depart-
ment of Commerce in cooperation with McDonnell Douglas Corporation, the production
cost per copy of a 150-seat civilian airliner drops by about 70 percent after 250 planes are
made and then levels off. See Baldwin and Krugman (1988).

15. Analyzing empirical evidence, Mutti (2003) finds that the influence of taxes on affiliate
production appears to be significant, an effect that is especially relevant when production
occurs in countries with open trade policies and the output is destined for export markets.
Mutti notes that the effect also has become more important over time and that a greater role
for taxation appears most relevant outside of the high-income Organization for Economic
Cooperation and Development (OECD) countries. For high-income countries, the estimates
suggest that taxes alone are less likely to affect MNE activity within their borders, indicat-
ing that they have less to gain from tax competition. Mutti also emphasizes that, without
complementary policies such as an open trade regime, tax reductions alone are not particu-
larly successful.

16. Kravis and Lipsey (1988) provide evidence that US MNEs tailor the location of produc-
tion to labor cost conditions, finding that the greater a firm’s foreign production, the greater
its ability to locate less skill-intensive work outside the United States. This ability to subdi-
vide production is more pronounced among manufacturing firms than among service firms.
Lipsey (2002, 57), surveying the body of empirical evidence, concludes that “there are some
indications that MNE operations have led to a shift toward more capital-intensive and skill-
intensive production in the United States, as labor-intensive, and particularly unskilled 
labor-intensive production has been allocated to affiliates in developing countries.”
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owing to the network of suppliers and highly skilled workers in those
places. 

For other kinds of production, rapid feedback from household or in-
dustrial consumers is crucial. This is true not only of fashion apparel and
retail groceries but also of many high-technology items. IBM executives
tell the story of a major mistake the company made in trying to sell stand-
up automatic teller machines (ATMs) of the American variety in the
French market. The French style of banking is to sit down while doing
business, requiring an entirely different ATM design. This simple point
surely would have been grasped if the entire project had been carried out
by IBM Europe rather than in the United States. For other types of pro-
duction, national incentives can be important. To take only one example,
the European Community has made it clear that massive imports of
Japanese automobiles from Tokyo plants are politically unacceptable.
Consequently, Japanese automobile firms have erected transplant facto-
ries in the United Kingdom. Much the same story can be told about Japan-
ese transplants in the United States.

Another important aspect for an MNE’s vitality is its ability to buy and
sell components and business services among group members to achieve
the lowest possible cost to the group as a whole and supply members with
unique goods and services that are not readily available from unrelated
suppliers. The importance of intragroup transactions is illustrated by US
statistics. In 2003 total US intra-MNE merchandise trade, including imports
plus exports between both US parents and their foreign affiliates, and be-
tween US affiliates and their foreign parents, represented about 45 percent
of total US merchandise trade (imports plus exports).17

A Model of Operating Profits 
and Headquarters Costs

The simple model depicted in figures 5.1a and 5.1b illustrates the impli-
cations of the above analysis. Figure 5.1a portrays MNE behavior in a
world economy with significant restraints on trade and investment; 5.1b
shows their behavior in an open world economy. There are two major
components of the model: the cost of headquarters services associated
with the introduction and continuing management of the new product,
process, or system; and the operating profits generated on a global scale
by applying the new technology.18
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17. US Department of Commerce, Bureau of Economic Analysis, Survey of Current Business,
May 2006, tables F.3, F.5; Survey of Current Business, May 2005, available at www.bea.gov. 

18. Operating profits are defined as receipts minus the variable costs of production and 
distribution.
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Headquarters
cost

economic profits and headquarters costs

years after first firms commit to the market

Economic
profits

Note: In both figures, the vertical axis represents the discounted economic profits and the
discounted headquarters costs for the cohort of firms entering the market in successive biennial
periods. Each rectangle indicates the headquarters costs incurred by a single firm. A lightly
shaded area indicates that the total economic profits for the cohort of entering firms exceed the
total headquarters costs for those firms; a darker gray area indicates headquarters costs in excess
of economic profits.
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Figure 5.1a Economic profits and headquarters costs in a market
restrained by government barriers

Figure 5.1b Economic profits and headquarters costs in a market
not restrained by government barriers
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Providing headquarters services requires a mixture of up-front outlays
and ongoing administrative costs. To keep the model simple, we include
costs of debt service and normal returns to equity capital among headquar-
ters costs. To abstract from the time dimension, in figures 5.1a and 5.1b all
headquarters costs are expressed in terms of present value. To ensure com-
parability among firms that embark on headquarters investments in suc-
cessive periods, all outlays are discounted at an appropriate interest rate to
the beginning of the first biennial period. Likewise, operating profits are
expressed in present-value terms, and all operating profits over the life of
the product or process are discounted to the beginning of the first biennial
period, in the same manner as headquarters costs.

Headquarters costs are depicted as rectangular blocks for MNEs that
join the market in successive two-year periods, starting with the first
prospect of a profitable product or process (the choice of a two-year in-
terval is arbitrary). The number of stacked blocks indicates the number of
firms entering the market in each biennial period: For example, in figure
5.1a, two firms enter the market in the first period, three firms enter the
market in the second period, and so forth.

The combined height of the blocks in any biennial period indicates
the total of discounted headquarters costs incurred by all new entrants in
that period; the sum may be less than, equal to, or greater than the total
of discounted operating profits expected by that same cohort of entering
firms, depicted by the heavy line (to simplify the picture, each individual
firm’s expected operating profits are not shown). Although there is con-
siderable variance among firms, headquarters costs for new entrants pro-
gressively decline in successive biennial periods as the technology
becomes more widely known and as a larger pool of knowledgeable en-
gineers and managers becomes available for hire by new entrant firms.

In both figures 5.1a and 5.1b, discounted operating profits are also
shown as progressing downward in a stair-step schedule over time, for
three reasons. First, as new firms crowd the market, they drive prices
down closer to production costs, thereby squeezing out operating profits
per unit of output (see appendix D for a technical analysis). Second, as
more firms join the new industry or use the new process, the total avail-
able pool of operating profits must be divided among more firms, includ-
ing previous entrants, leaving less for the cohort of new entrants (the only
entrants depicted for each biennial period). Finally, improved products
eventually capture market share from the product depicted in figures 5.1a
and 5.1b. In any given period, on average, enough new entrants join the
market so that the total discounted operating profits that the new firms
expect to earn over the remaining life of the product are approximately
matched by total discounted headquarters costs that the new firms ex-
pect to incur. 

The amount of operating profits claimed by some firms will, of
course, far exceed their headquarters costs; while other firms never 
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recoup their costs. Likewise, for some cohorts of entering firms, total op-
erating profits exceed total headquarters costs, whereas for other cohorts
the reverse is true (see the light and dark shaded areas in figures 5.1a and
5.1b). But a central assumption of the model is that there are enough large
firms with the capability to enter any new market that, all in all, no co-
hort of firms can anticipate operating profits greatly in excess of head-
quarters costs. Put another way, firms spend enough on headquarters
costs in the chase for operating profits to ensure that, by and large, the
profits are totally consumed by costs. In figures 5.1a and 5.1b, this feature
is captured by the rough match between total headquarters costs and to-
tal operating profits for each cohort of firms.

Restrictions on trade and investment imposed on the firms in figure
5.1a hamper the firms’ ability to export to some markets, create difficul-
ties in establishing plants in some countries, and incur excessive capital
costs in others. Headquarters costs are on average higher because firms
must pay the costs of bureaucratic impediments, such as meeting unique
technical requirements, gaining acceptance for public procurement, ob-
taining required licenses, and so forth. Not only are headquarters costs
driven up by such impediments, but the available pool of operating prof-
its for the cohorts of early entrants is driven down, for example, by pay-
ing tariffs on imports, higher costs of local production (including the
excess capital cost of inefficient capacity), or artificial limitations on the
size of the local market. A pharmaceutical company might not be permit-
ted to market a drug, or a cellular telephone system might not meet local
technical standards. The systemic result is that fewer firms enter the mar-
ket in early periods because the prospective operating profits do not jus-
tify the headquarters costs of additional firms. Consequently, the rate of
decline of operating profits is slower—contrast the flatter slope of the
stair-step schedule in figure 5.1a with the steeper slope in figure 5.1b—
both because there are fewer firms competing in the world market and
because the various barriers restrain head-to-head competition.

Figure 5.1b depicts the introduction of the same new product or
process into an international market that has no serious barriers to trade
or investment. Headquarters costs are lower because each MNE can ex-
ploit its technology on a global scale without making additional outlays
to hurdle an array of artificial barriers. In addition, the initial prospects
for operating profits are greater, as the scope of the market is not limited
by government barriers and firms are not compelled to pay tariffs or lo-
cate plants in high-cost countries. Because headquarters costs for each
firm are lower and global operating profits are larger, more firms enter
the market early. There are two systemic consequences: Operating profits
are front-loaded in the product cycle, and operating profits for successive
cohorts of firms decline at a faster pace.

Figure 5.1b is arbitrarily drawn so that the difference between global
operating profits and headquarters costs for the last cohort of entrants
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approaches zero after 20 firms have joined the world market. In this fig-
ure, elimination of operating profits is assumed to occur strictly as a re-
sult of competition between the firms; however, the excess of operating
profits over headquarters costs could be terminated sooner by introduc-
ing a new product, process, or system. In an open world economy, 20
firms is an arbitrary but plausible number to establish energetic competi-
tion. In contrast, when the world market is fragmented by barriers, ex-
cess profits for cohorts of new entrants could well remain positive even
after 20 firms have commenced production (see figure 5.1a) because many
markets are partly protected from world competition. 

This simple model yields several useful insights. First, it is clear that
imperfect competition significantly increases the benefits of free trade
and open investment policies by promoting world efficiency.19 More
MNEs enter the market in early periods, attracted by a larger front-loaded
global pool of excess profits. Indeed, a larger global pool means that some
projects with very high initial headquarters costs will be undertaken
much sooner than otherwise: Civilian aircraft, satellite, and pharmaceuti-
cal markets come to mind. In other markets, more firms will leap on an
accelerated timetable, as in the personal computer market with Dell,
Hewlett-Packard, and the Chinese firm Lenovo. Whereas national mar-
kets may be large enough to support only one or two firms, the global
market may support many firms. The general result is that industrial
users and household consumers benefit from the latest technology at the
earliest possible date with the smallest oligopolistic price markup on the
cost of production.

In an open world economy, Lenovo’s laptop computers compete with
Dell’s and Posco competes with US Steel, to the benefit of buyers in all
countries. The quicker capture of a larger pool of excess profit means that
the world’s resources are channeled wisely into highly productive activi-
ties. It also means a shorter period of economic distortion, as prices fall
more quickly toward the level of production costs. In turn, rapidly falling
prices may inspire another round of innovation based on the use of “old”
technology as a low-cost input. The world of information technology,
based on semiconductors, integrated circuits, and microprocessors, illus-
trates the new vistas opened up by lowering input costs. Finally, in the
open world economy, total headquarters costs are smaller, both because
the costs of overcoming administrative barriers are averted and because
fewer firms need to enter the market to drive excess profits toward zero.

These theoretical results, suggested by a simple model, are plausible
in the real world. Carefully studying the Europe 1992 program, Smith
and Venables (2002) concluded that in 9 out of 10 industries, the EC-wide
benefits of market integration in a Europe of imperfect competition would
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19. The generality of this proposition was first emphasized by Richardson (1989).

1393.ch05.qxd  9/10/07  10:22 AM  Page 113



exceed those in a Europe of perfect competition. Surveying the body of
empirical literature, Richardson (1989) cites other scholars who reached
similar conclusions. It is fair to conclude that the world efficiency case for
free trade established by Adam Smith and David Ricardo is buttressed by
the realities of imperfect competition.

Restrictive Policies and National Prosperity

The next and more interesting question is whether, in a world of imper-
fect competition and high technology, a strong case can be made for re-
strictive policies on behalf of national prosperity, even though the policies
erode world efficiency. The short answer is that it depends. The long an-
swer must start with some preliminary observations.

To begin, the familiar arguments for restrictive policies—the terms of
trade argument, the infant-industry argument, and the national security
argument—were traditionally regarded as footnotes in the classical case
for free trade.20 Do the footnotes become more important in a world of
imperfect competition and high technology? Or does the standard case
for free trade and investment gain ground as the best prescription for na-
tional well being? There are three reasons why the standard open-market
case is reinforced (see Richardson 1989, 14):21

n Free international markets reduce the price distortions inherent in a
setting of imperfect competition, as every domestic firm is forced to
compete with its foreign rivals. This is important not only to con-
sumers but also to downstream industrial users, who often pay the
penalty of protection (through the higher price or lower quality of in-
puts) and are thereby rendered less competitive on world markets.

n World competition rationalizes the domestic industry by both dis-
couraging the entry of new firms that would otherwise add to the na-
tional burden of headquarters costs and weeding out established but
less efficient firms.

n World competition reduces the economic rent that is transferred from
the domestic economy to foreign firms that have already accessed the
protected local market.
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20. For example, Gottfried Haberler (1936, chapter 17) regarded all three arguments with
skepticism. However, in a recent and influential article, Harberler’s most famous student,
Paul Samuelson (2004), resurrected the terms-of-trade argument as a valid reason for US
concern about the rise of China and India in high-technology industries. 

21. Richardson revisits the case in his forthcoming book; see Richardson (2008).
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On the other hand, there are three reasons that a setting of imperfect
competition could bolster the traditional exceptions to the case for free
markets.

First, if interventionist policies enable one country to host a larger
number of MNEs and deter some foreign countries from spawning com-
petitors, that country might capture a bigger slice of the global pie of ex-
cess profits. The ensuing gains would be analogous to the terms of trade
advantage that might be captured by tariffs in the sense that the gains are
garnered at the expense of other countries.22 But in this case the MNEs
themselves would act as agents of beggar-thy-neighbor policies. In a nu-
merical study of several European industries under oligopolistic condi-
tions, Venables (1990) found that protecting the home market could
improve national welfare by up to 2 percent of consumption.23

Second, intervention may nourish some MNEs that were weak at first
but are able to acquire world-class competitive skills with the assistance
of restrictive policies. The infant-industry argument is an old story, dat-
ing back to Alexander Hamilton and Friedrich List in the 19th century. Its
dangers are well known: Favored producers may grow lazy rather than
robust, and even when they succeed, their costs may never justify the
penalty imposed on the rest of the economy.

However, in the context of our model, the infant-industry argument
may play an important role in the location of headquarters services. Once
a firm has provided headquarters services for one type of product, it is
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22. Some scholars partly attribute the rapid industrialization of Japan and other East Asian
nations to an interventionist approach by central governments. Weber and Zysman (1992)
suggest that Japan followed a deliberately phased process of industrialized development.
During the first phase, Japanese firms were disadvantaged in both development and pro-
duction costs. To shelter the firms against international competition, the domestic market
was closed with a combination of import barriers and inward investment restrictions. With-
out inward investment restrictions, foreign firms would have been tempted to jump import
barriers by establishing local subsidiaries. In the second phase, Japanese and other Asian
firms borrowed technology from abroad to bridge the technology gap. The state thus re-
laxed import restrictions while maintaining inward investment restrictions. The state also
encouraged firms to export by linking state support, such as import-duty exemptions and
special depreciation allowances, to export performance (Noland and Pack 2003). Finally,
Asian producers began to build world market positions without fearing foreign competi-
tion in the home market. They tapped foreign markets through exports as well as through
FDI (Hart and Prakash 1997).

23. See Venables (1990) and Richardson (1989, table 2). Noting that 2 percent is not a very
large gain, Venables stated, “But the conclusion which emerges from the simulation is that
trade models of this type provide a rather weak case for policy intervention. This is not be-
cause results are so sensitive to market structure that anything is possible; but rather be-
cause even if government gets the policy right, the maximum gains it can expect from it are
rather small.”
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often easier to fulfill the same function for related products. In technical
terms, headquarters services are probably subject to long-run falling cost
curves. A successful headquarters experience for one family of products
improves the firm’s chances for the next. From a national perspective,
headquarters activities are highly desirable in that they create interesting,
well-paying jobs. Moreover, headquarters services are an incubator of hu-
man capital, and human capital is highly mobile, so the spillover effects
are potentially large, as key employees acquire the knowledge to start
new firms and energize old firms.

It is striking that the world’s most affluent metropolitan areas are
headquarters to a disproportionate number of the world’s largest corpo-
rations (see table 5.5). Of the 500 largest firms in the world measured by
revenue, 189 are based in the United States, and of these, some 13 per-
cent are located in or around New York, while five other metropolitan
areas are collectively home to another 23 percent.24 In Japan 70 percent
of the 89 firms that make the list are headquartered in Tokyo, and most
of the rest are in Japan’s second largest city, Osaka. In France 78 percent
of the largest firms are located in or around Paris. Some 65 percent of the
British firms on the list are headquartered in London. However history
and federalism have dampened the rise of a single center in Germany,
the Ruhr area has 29 percent of the German corporations on the list, and
Munich has 21 percent.

The tendency toward conglomeration of headquarters is even stronger
when we consider financial firms alone. Of the 500 firms above, 130 are 
financial—roughly one-quarter of the firms on the list—and financial firms
hold more than three-quarters of the assets of the listed firms (see table
5.6). In the United States 50 percent of the financial firms on the Fortune
list are based in the New York area. Some 79 percent of Japanese financials
are based in Tokyo, with the remainder in Osaka. All French financials on
the list are in Paris, while three-fourths of British financials are in London;
the final one-fourth are all headquartered in Edinburgh. Germany has two
financial centers, with 45 percent of the 11 financial firms located in Frank-
furt and 36 percent in Munich.

The third traditional argument for restricting trade and investment, the
national security argument, asserts that protecting domestic industry in
certain goods is necessary to ensure the availability of essential war materi-
als in time of hostility. The argument acquires new life when imperfect
competition is combined with high technology and has two new twists. If
the industry is dominated by imperfect competition, the startup time is
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24. Metropolitan areas with several firms on the Fortune Global 500 list tend to benefit from
industry-level conglomeration. For example, six of the eight firms headquartered in Hous-
ton, Texas are related to the energy industry; four of the eight San Francisco, California Bay
Area firms are technology companies.
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Table 5.5 Countries with more than 20 firms in Fortune Global 500 in 2004 and metropolitan areas  
with five or more firms

Country/ Stockholders’
major city Total number Industrial Financial Revenue, 2003 Profits, 2003 Assets, 2003 equity, 2003 Employees, 2003
or region of companies companies companies (billions of dollars) (billions of dollars) (billions of dollars) (billions of dollars) (thousands)

United States 189 151 38 5,841.4 383.6 17,600.6 2,594.9 17,778.2
New York/Newark 25 11 14 828.9 82.1 6,603.2 677.1 1,844.7
Chicagoa 10 8 2 272.3 14.5 690.7 96.1 1,031.6
Los Angelesb 9 8 1 161.4 7.4 256.2 69.0 422.3
Atlanta 8 8 0 204.1 17.1 251.9 89.8 1,011.1
Houston 8 8 0 227.5 1.9 203.1 62.6 284.7
Bay Areac 8 7 1 261.9 16.6 616.5 158.7 630.0

Japan 82 63 19 2,180.6 62.9 8,277.2 904.4 4,853.4
Tokyo 58 43 15 1,509.8 45.5 6,030.3 613.4 3,317.9
Osaka 10 6 4 288.9 1.0 1,622.1 99.1 436.0

France 37 30 7 1,245.8 33.1 5,537.1 435.3 4,745.3
Paris/Roissy 29 22 7 964.4 16.7 5,229.1 339.3 3,658.6

United Kingdom 37 25 12 1,329.5 64.8 6,530.9 758.6 3,288.7
London 24 15 9 780.5 45.6 4,241.7 351.8 1,966.1

Germany 34 23 11 1,363.5 16.2 7,010.0 479.0 4,213.7
Ruhr districtd 10 10 0 368.4 9.3 744.1 115.9 1,519.8
Munich 7 3 4 362.2 3.5 2,625.2 135.6 870.0
Frankfurt 5 0 5 120.4 20.3 2,595.9 67.9 131.5

a. Includes immediate environs (Elk Grove, Abott Park, etc.)
b. Includes immediate environs (Burbank, Thousand Oaks, etc.)
c. San Francisco, San Jose, Santa Clara, and Palo Alto.
d. Essen, Dusseldorf, Bonn, and Cologne.

Source: Fortune Global 500 dataset, available by subscription at www.fortune.com (accessed on April 25, 2005).
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8 Table 5.6 Industry breakdown of Fortune Global 500, 2004

Stockholders’ Employees,
Number of Revenue, 2003 Profits, 2003 Assets, 2003 equity, 2003 2003

Category companies (billions of dollars) (billions of dollars) (billions of dollars) (billions of dollars) (thousands)

Industrial 370 11,070.1 468.2 14,401.1 4,388.8 38,136.0
Motor vehicles and parts 32 1,538.3 34.9 2,181.6 405.3 4,222.2
Petroleum refining 32 1,675.0 116.6 1,574.8 666.6 3,120.7
Telecommunications 24 772.0 62.2 1,831.9 669.5 2,546.0
Food and drug stores 23 720.6 13.6 457.3 144.1 3,426.3
Utilities 23 499.7 20.9 1,312.6 301.8 1,085.2
Electronics, electrical equipment 18 686.0 14.4 757.9 229.4 2,728.8
Specialty retailers 13 290.2 12.0 153.8 77.9 1,220.1
General merchandisers 12 540.8 16.0 314.4 95.2 3,068.9
Health care 12 223.2 6.4 238.3 50.8 439.3
Pharmaceuticals 12 301.4 48.2 512.1 239.4 892.8
Other 169 3,822.8 123.0 5,066.4 1,508.7 15,385.8

Financial 130 3,803.0 262.9 46,413.5 2,393.5 7,772.7
Banks: Commercial and savings 58 1,534.8 148.9 30,399.8 1,323.3 4,852.6
Insurance 52 1,689.6 58.8 11,005.0 738.9 1,972.9
Securities 4 103.6 12.5 1,813.2 87.3 135.0
Diversified financialsa 6 275.9 34.7 2,748.5 162.0 486.9
Tradingb 10 199.1 8.1 447.1 82.0 325.4

a. All six are US conglomerates with significant financial business (includes General Electric, Fannie Mae, and American Express).
b. Asian and European conglomerates with significant financial business (includes E.ON, Mitsui, Sinochem, Mitsubishi, and Samsung).

Source: Fortune Global 500 dataset, available by subscription at www.fortune.com (accessed on April 25, 2005).
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longer if foreign supplies are cut off.25 In addition, the command of sophis-
ticated technology can give a country leverage in a variety of situations
short of hostility; put another way, high technology can contribute to diplo-
matic or military clout. For example, European satellite technology appears
to be a useful bargaining chip in its relations with China. For civilian and
possibly military reasons, China is eager to acquire access to Galileo, the
European constellation of navigation satellites and a competitor to the US
global positioning system (GPS) (Financial Times, February 24, 2005, 16). 

To summarize, in a world of imperfect markets, a strong case can be
made that government barriers that protect the domestic market are dou-
bly harmful to the national economy. But a case can also be made that the
traditional exceptions to the argument for free trade—the terms-of-trade
argument, the infant-industry argument, and the national security argu-
ment—acquire greater force (see, for example, Tyson 1992). On balance,
the arguments against intervention tell most heavily for production activ-
ity, whereas the arguments for intervention have greatest weight in the
realm of headquarters services.

Tax Policy Implications

We draw four conclusions for tax policy. First, the United States should
tilt its own tax policy to favor the domestic location of headquarters ac-
tivity.26 In corporate income taxation, the three largest elements of the tilt
deserve mention: The United States should adopt a territorial system for
taxing active foreign corporate income; it should severely restrict the for-
eign tax credit; and it should encourage RD&E. 

MULTINATIONAL FIRMS IN THE WORLD ECONOMY 119

25. Moran (1989) has argued that imperfect competition considerations should prompt the
United States to monitor carefully the concentration of sources of supply of militarily im-
portant items, in terms of both countries and companies. In his view, the United States
should not necessarily insist that all of these items be produced in the United States, but it
should insist on diversity of supply. Specifically, he has suggested that the United States
take action if fewer than four firms in fewer than four countries control more than 50 per-
cent of the world market. Graham and Krugman (1991) also call for a focus on diversity of
supply rather than domestic supply, arguing that the United States should actively encour-
age inward foreign investment (or compulsory licensing) to avoid dependence on a single
supplier, foreign or domestic.

26. In 1991, Peter F. Drucker commented with approval on the Japanese strategy of concen-
trating production activities abroad and headquarters activities in Japan. According to
Drucker, Japanese MNEs were focusing their competitive efforts on accumulating knowl-
edge, primarily through their own research facilities located in Japan. Drucker cites an elder
of the Mitsubishi Group as saying, “In another 20 years the entire Mitsubishi Group will be
organized around this research institute” (Wall Street Journal, October 2, 1991, A12).
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As for production work, we conclude that the United States should
end the incentive that the current tax system unwittingly provides for
MNEs to locate high-technology production abroad rather than in the
United States. This incentive arises because the cross crediting of foreign
tax credits, under current law effectively exempts foreign royalty and fee
income from US tax. At the same time, this income is taxed abroad at very
low rates, typically 5 percent withholding taxes. By contrast, analogous
technology income earned in the United States pays federal corporate in-
come tax at a marginal rate of 35 percent (perhaps 40 percent of state cor-
porate taxes are counted). 

These prescriptions (developed in chapter 6) build on the present re-
ality of an identification between MNEs and their home countries. They
also reflect two emerging realities that are weakening this sense of identi-
fication: rising global tax competition and so-called stateless corpora-
tions.27 Both forces have stimulated the outsourcing of headquarters
activities. The new realities indicate that, for corporate managers, consid-
erations of patriotism often take a back seat to considerations of competi-
tiveness.28 Writing in the Financial Times (June 12, 2006, 15) and Foreign
Affairs, Samuel Palmisano (2006), chief executive officer of IBM, advo-
cated a shift in terminology to describe firms such as IBM, calling them
“globally integrated enterprises” rather than MNEs. Behind Palmisano’s
proposed change in nomenclature lay a deeper purpose: to condition US
citizens and their congressional representatives to accept quietly the dis-
persion of headquarters functions throughout the globe. Such a transfor-
mation would serve IBM’s corporate interests and no doubt would be
welcomed by countries on the receiving end of RD&E facilities. More
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27. UNCTAD (1998) indicates that among the top 100 multinational firms, it is common-
place for more than half of sales, assets, and employees to be located outside the home
country. Bearing such trends in mind, more than 15 years ago, Robert B. Reich (1991) advo-
cated a US industrial policy that championed US workers rather than US corporations on
the grounds that stateless corporations would soon dominate the economic landscape. 

28. In March 1999 the former tax vice president of Intel opined at a Senate hearing that in-
ternational tax rules are putting US-headquartered MNEs at a competitive disadvantage,
testifying, “If I had known at Intel’s founding (over 30 years ago) what I know today. . . . I
would have advised the parent company be established outside the US. . . . The degree to
which our tax code intrudes upon business decision-making is unparalleled in the world.”
That testimony was criticized harshly by then-Senator Daniel Patrick Moynihan (D-NY),
who roundly chastised Intel’s testimony on patriotic grounds. According to Martin Sullivan
(2003, 419), “there is an increased ability and willingness of US businesses to loosen their le-
gal ties with the United States and not just move operations but also their headquarters off-
shore. This can happen in any of three ways: First, US businesses may expatriate by
inverting their corporate structure and placing US headquarters under a holding company
located offshore, preferably in a tax haven like Bermuda or Bahamas. Second, as in the case
of Daimler-Chrysler, they may merge with a foreign corporation and choose to locate the
new corporate headquarters in the country of the foreign partner. Third, new start-ups or
spin-offs, like Accenture, may simply set up their headquarters in low-tax jurisdiction.”
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doubtful is whether relocating RD&E and other headquarters functions
from the United States to foreign locations would improve the quality of
US jobs and the pace of US productivity gains. 

These concerns, from a US perspective, are not merely theoretical.
Huizinga and Vogel (2006) examined a large panel of some 33,000 M&A
events involving European, Japanese, and US companies between 1985
and 2004. The authors found that, for a merger of equals, a decrease of 
1 percent in the double tax rate imposed by one country on dividends re-
ceived from the partner country increased its probability of being the ac-
quiring country by 7.7 percent. In a simulation, the authors found that,
by switching from the current foreign tax credit system to a dividend ex-
emption system (territorial system), the United States would have in-
creased the probability of its firms becoming the acquiring companies
from 53 percent to 56 percent.  

As a corollary of the new global environment, the United States
should seek to attract corporate headquarters activity, whether performed
by a distinctly Japanese, European, or name-brand US firm. Because of
continuing strong links between the historic nationality of firms and the
location of their headquarters services, it is usually easier to retain the
headquarters activities of established US MNEs than to attract the head-
quarters activities of foreign MNEs. Nevertheless, US tax law should be
designed with the stateless corporation in mind.29

The United States should also seek a regime of technological export
neutrality for the use of technical know-how and managerial expertise.
Royalties and fees should be taxed the same whether the technology and
expertise are used at home or abroad. Current US tax law actually favors
using intellectual know-how abroad. There is no good reason to bias the
tax system against production within the United States, even though we
are more concerned with the strategic advantages of retaining and aug-
menting headquarters activity than production activity. 

According to Corrado, Hulten, and Sichel (2006), the pace of intangi-
ble investment in the late 1990s was around $1 trillion a year, and the
stock of US intangible capital was around $3.6 trillion. Nearly all of this
investment outlay is deducted immediately for tax purposes—the correct
approach, we think. Our objection centers on the tax-preferred use of 
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29. One example of head office jobs that have migrated for tax reasons arises in the con-
struction services field. The United States characterizes the source of income as the place
where services are rendered, but most territorial jurisdictions, including many developing
countries, attempt to tax the architectural, engineering, legal, accounting, and other profes-
sional work product based on where it is used (e.g., in the country where a plant is erected).
The resulting double taxation may not be offset by the US foreign tax credit, as the con-
struction services firm does not have foreign-source income as measured by US source rules.
Hence the best way for the US firm to minimize its taxes may be to move its professional
staff to the project site or to a third country.
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intangible capital to produce goods and services abroad rather than in
the United States. In our view, the home country should be entitled to all
tax revenues resulting from applying the stock of know-how generated
as a tax-deductible expense, and these revenues should be collected at the
same tax rate wherever production takes place. The reasons for reward-
ing public policy virtue are as compelling for know-how capital as for
portfolio capital. Based on this precept, only the residence country should
tax royalties and management fees.30 Moreover, the residence country
should apply the same tax rate whether the technology is applied to pro-
duce goods and services at home or abroad. 

Ensuring that the United States obtains tax revenues from royalties
and fees, however, will require a strong effort to monitor intrafirm pric-
ing and enforce the arms-length pricing standard, as our recommenda-
tion may create further incentives for firms to arbitrage differences in tax
rates.31 Research on transfer price manipulation indicates that MNEs are
sensitive to tax differentials, particularly in markets for differentiated and
high-technology products (Bernard, Jensen, and Schott 2006; Eden 2003).
In such cases, opportunities for manipulation arise due to the absence of
independent price quotations and the market power of the parent firm.
Therefore, our third conclusion is that the United States should redouble
its efforts to control transfer-pricing abuse.  

Fourth, the United States should ensure that its tax policy remains
broadly favorable to US exports. The attractiveness of the United States as
a production location depends on not only access to foreign markets but
also a competitive domestic tax climate. Now that the foreign sales corpo-
ration and extraterritorial income exclusion regimes have been repealed
(see appendix A4), it is important that US taxation of export earnings be
placed on a similar footing with the tax systems of other major exporting
countries. Two ways to accomplish this involve the technical details of in-
ternational taxation (discussed more fully in chapter 6): exempting from
taxation the foreign-source portion of export earnings (roughly 50 percent
under the so-called export-source rule (see appendix A4) and excluding
from subpart F of the Internal Revenue Code the so-called base-company
income earned by selling US exports to third countries.
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30. For a similar approach, see Grubert (2003), who concludes that “royalties and license
fees paid by users of intangible assets in one country to developers of the patents, trade-
marks, etc., in another should be taxed in the developers’ country. This will lead to a more
efficient choice of the location in which the intangible asset is exploited.”

31. Transfer pricing abuse occurs when an MNE artificially alters the price charged to or
paid by a foreign subsidiary, for product supplies or technology, to minimize its global tax
burden.
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6
Agenda for Modest Reform:
A Territorial System

The road to sweeping tax reform is long and arduous, as beneficiaries of
the existing system can be counted on to vigorously oppose change. Bear-
ing the political reality in mind, in this chapter we propose moderate re-
forms confined to US taxation of foreign-source income. In fact, several of
our international tax policy goals can be achieved without disturbing the
current US system for taxing domestic business income. We recommend
changes that would strengthen the United States as a base for multina-
tional enterprises (MNEs). These changes would go a long way toward
addressing the challenges of the global economy. However, the US corpo-
rate tax rate would not be altered, US rules governing the taxation of for-
eign MNEs doing business in the United States would be unchanged, and
there would be no adjustment of federal taxes for traded goods and ser-
vices at the US border. 

Nearly all commentators agree that US taxation of foreign operations
needs reform, but they disagree about the shape that a new system should
take. Table 6.1 sketches competing plans and compares them with the ex-
isting system. Commentators agree on maintaining the existing system of
taxation for international portfolio income—essentially passive income—
and income from kindred mobile sources, such as royalties and fees.1 Tax-
ing these income flows on a current basis without deferral is needed 
to limit abuse by creative lawyers and their rich clients. Otherwise vast 

1. The label of “mobile income” was adopted by the President’s Advisory Panel on Federal
Tax Reform (2005) for portfolio interest and dividends, all royalties and fees, and leasing in-
come. Rosenbloom (2001) was among the first advocates of this distinction. 
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Table 6.1 Comparative plans for international tax reform

Grubert and Rosenbloom: Desai and Hines:
Post-AJCA President’s tax Altshuler: Bottom- Capital ownership

Item US systema reform panelb Worldwide taxation up taxation neutrality

Income
Active business Taxed at corporate Exempted from US Taxed at corporate Exemption of active Exempted from US
profits earned rate once repatri- corporate tax rate; no deferral business profits corporate tax
abroad ated to the United allowed. However, earned in a “normal”

States as dividends; extra revenue tax jurisdiction (no
indefinite deferral would be used to exemption for low-
allowed lower the average tax jurisdictions)

US corporate rate

US export profits Half of export profits Not considered All export profits Taxed currently Not considered
can be character- characterized as
ized as foreign-source US-source income
income and take
advantage of the
foreign tax credit

FDI interest and Taxed at corporate These receipts are Taxed at corporate Current taxation of “Truly passive income,”
royalties, port- rate; no deferral termed “mobile rate; no deferral passive income a subset of subpart F
folio dividends allowed; subpart F income” and taxed allowed not constituting income, taxed at US
and interest ensures current taxa- at corporate rate; active business corporate rate; no de-

tion of foreign no deferral allowed profits ferral allowed
holding companies
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Expense alloca- US expenses are US deductions dis- Expense allocation Expenses allocated Not considered
tion in general deductible from US allowed for ex- rules are largely un- to exempt income

corporate income, penses allocated necessary: Since all would not be
even when allocated to exempt foreign business income is deductible
to foreign-source in- income taxed at the same
come. However, ex- rate, firms have less
penses allocated to tax motivation to
foreign income reduce distort expense allo-
the foreign tax credit cation for tax reasons
limit

Interest expense Corporations can elect Determined by
to use “world-wide US debt-to-asset
fungibility” interest ratio versus world-
allocation. Under this wide group debt-
provision, worldwide to-asset ratio
interest expense is
allocated based on
foreign-to-domestic
asset ratio of world-
wide affiliated group.
Otherwise US interest
expense is apportioned
on the basis of gross
income from domestic
and foreign sources

(table continues next page)
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Table 6.1 Comparative plans for international tax reform (continued)

Grubert and Rosenbloom: Desai and Hines:
Post-AJCA President’s tax Altshuler: Bottom- Capital ownership

Item US systema reform panelb Worldwide taxation up taxation neutrality

Administrative/ Expenses directly re- Divided between All administrative and
headquarters lated to a basket of domestic income, headquarter expense
expense gross income must exempt foreign incurred in the United

be allocated to that income, and non- States is allocated to
basket. Expenses not exempt foreign in- US income
directly related to come. Expenses
any basket are appor- allocated to exempt
tioned on the basis foreign income may
of gross income in not be deducted.
each basket Expenses allocated

to nonexempt for-
eign income may be
deducted but also
reduce the foreign
tax credit (FTC) limit

Research, devel- Expenses directly re- All RD&E expense All RD&E expense in-
opment, and lated to a basket of may be deducted. curred in the United
experimentation gross income must For FTC purposes, States is allocated to
(RD&E) expenses be allocated to that expenses are allo- US income

basket. Expenses cated between
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not directly related domestic and for-
to any basket are eign income. Ex-
apportioned on the penses allocated to
basis of gross in- foreign income re-
come in each basket duce the FTC limit

for “mobile income”

Foreign tax credit Allowed but limited by FTC allowed for Allowed, subject to Foreign taxes on Not considered
potential US tax lia- foreign taxes on FTC limit equal to exempt income
bility for each basket “mobile income.” overall US tax would not be allowed
of income Active “foreign liability on the as a credit, but a

business income” foreign income credit would be al-
does not carry lowed for taxes on
credits since the nonexempt income
income is exempt
from US tax

Income Income divided into Single, overall bas- All income considered Rules similar to those Not considered
categories active income (divi- ket for “mobile part of a single bas- that govern transfer

dends and royalties) income” ket with a single FTC pricing would deter-
and passive income. limit mine classification of
Income from all coun- income
tries aggregate into
one basket or the
other for FTC limit
purposes

(table continues next page)
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Table 6.1 Comparative plans for international tax reform (continued)

Grubert and Rosenbloom: Desai and Hines:
Post-AJCA President’s tax Altshuler: Bottom- Capital ownership

Item US systema reform panelb Worldwide taxation up taxation neutrality

Carry-forward/ Excess credits can be Not considered Not considered Not considered Not considered
carry-back applied one year back,

10 years forward

Financial entities Special rules permit Special rules allow Not considered Not considered Not considered
financial service financial institu-
companies to defer tions to exempt
financial income, income “earned
even though this in- though active busi-
come would be cur- ness operations
rently taxed if earned abroad,” even
by a non-financial though this income
company would be currently

taxed if earned by
a nonfinancial
company

Corporate tax rate 35 percent 31.5 percent 28 percent Not considered Not considered

a. The American Jobs Creation Act (AJCA) will be fully phased in by 2009.
b. The tax advisory panel considers restructuring of the entire US tax system; we concentrate on the changes relevant to international business taxation.

Sources: AJCA, available at http://thomas.loc.gov; Grubert and Altshuler (2006); President’s Advisory Panel on Federal Tax Reform (2005); Desai and Hines (2004);
Rosenbloom (2001).

1
3
9
3
.
c
h
0
6
.
q
x
d
 
 
9
/
1
8
/
0
7
 
 
1
1
:
3
3
 
A
M
 
 
P
a
g
e
 
1
2
8



avenues would be opened for wealthy US taxpayers to avoid the individ-
ual income tax. If portfolio income flows could escape US taxation on a
current basis, interest and dividends, fees paid to entertainers and sports
figures, and even options for chief executive officers would be lodged in
foreign corporate shells, to be taxed by the United States, if at all, only
when remitted to the beneficial owners. In short, to preserve the integrity
of the individual income tax system, mobile income of various kinds must
be taxed currently. This much is agreed and was reflected in the recom-
mendations we offered in chapter 4. 

With respect to the taxation of “active” business profits from overseas
sources, however, the competing plans move in opposite directions. The
President’s Advisory Panel on Federal Tax Reform (2005) released a plan
that would exempt active foreign business income from US taxation alto-
gether, while maintaining current taxation of “mobile income.” The panel
argued that its plan would improve the competitiveness of US firms oper-
ating abroad and remove the bias against repatriation of overseas income.2

Like any territorial system, the panel’s plan would create incentives to shift
income to low-tax jurisdictions and would thus need vigorous enforcement
of transfer pricing rules and other antiabuse measures. 

By contrast with the President’s Advisory Panel, Grubert and Alt-
shuler (2006) recommend moving the United States firmly toward cur-
rent worldwide taxation for all foreign-source income by eliminating
deferral for active business profits earned abroad. According to Grubert
and Altshuler, because all income that US-based MNEs earned would be
taxed at the same rate, their plan would greatly reduce tax-planning in-
centives and the complex administrative measures needed to police trans-
fer pricing, interest stripping, and other income-shifting schemes. Their
argument is largely but not entirely correct. It assumes that foreign tax
authorities would recognize all expenses allocated by the Internal Rev-
enue Service (IRS) to foreign income as a legitimate business deduction.
In the past, however, this has not been the case. When foreign authorities
deny a deduction for an expense allocated by the United States, the ex-
pense is stranded and may have no value for reducing corporate income
taxes in any jurisdiction. Moreover, because the foreign tax-credit limit
remains a feature of the Grubert and Altshuler plan, income shifting
would still appeal to firms in an excess-credit position.3
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2. The panel’s plan is similar to that proposed by the Joint Committee on Taxation (JCT
2005), summarized in appendix A3. Grubert and Altshuler (2006) review the panel’s plan
and pronounce it preferable to the current system, though it differs sharply from the world-
wide taxation concept that they finally endorse.

3. Grubert and Altshuler (2006) estimate that 30 percent of total foreign-source income
would be in an excess-credit position. Oil and gas corporations dominate the likely list of
excess-credit companies.
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David Rosenbloom (2001) takes a different tack. He would divide the
world between normal and low-tax jurisdictions and distinguish between
“active” and “passive” income. “Passive” or “mobile” income, wherever
earned, would be taxed currently by the United States, allowing foreign tax
credits for both direct and indirect (“deemed-paid”) foreign taxes. How-
ever, in Rosenbloom’s plan, “active” business profits earned by US affili-
ates operating in normal jurisdictions would be exempt from US taxation.
US expenses allocated to the exempted income could not be deducted from
US income, and no foreign tax credits would be allowed on such income.
On the other hand, all business profits, “active” or “passive,” earned in
low-tax jurisdictions—not only classic tax havens but also countries such
as Ireland and Singapore—would be taxed currently by the United States,
and foreign tax credits would be allowed on this income. 

Martin Sullivan (2006) embraces Rosenbloom’s approach. He ob-
serves that in 2004, US affiliates in low-tax jurisdictions—those with statu-
tory tax rates 20 percentage points or more below the US rate—reported
30 percent of before-tax profits of all US affiliates, though they had only
13 percent of property, plant, and equipment and only 15 percent of em-
ployment. To Sullivan, the contrast is ample evidence of tax avoidance,
harmful not only to US fiscal revenues but also to production and em-
ployment in the United States. 

Based on one version of their capital ownership neutrality paradigm
(the NON variant), Desai and Hines (2004) argue that the United States
should eliminate its taxation of active business income earned abroad,
whether it is earned in normal or low-tax jurisdictions. The goal of capi-
tal ownership neutrality is to ensure that no MNE, whatever its home
base, is disadvantaged by home-country taxation when it acquires a sub-
sidiary abroad. This prescription suggests a territorial system as a solu-
tion; otherwise, a US MNE would be disadvantaged as a potential bidder
for a subsidiary firm abroad if it faced competition from a foreign MNE
from an exemption country. Because the capital ownership neutrality par-
adigm is drawn broadly, Desai and Hines do not delve into the details of
allocating expenses or avoiding abuse.

Grubert and Altshuler (2006), Rosenbloom (2001), Sullivan (2006),
and kindred scholars make a strong case, but in our view, it rests on a
fundamental flaw, namely, that a desirable state of worldwide tax affairs
would include corporate taxation modeled along the lines of Organiza-
tion for Economic Cooperation and Development (OECD) experience. 

For reasons spelled out in earlier chapters, we are not enamored of
corporate income taxation, nor do we believe that the United States can
persuade emerging countries to adopt the OECD tax model simply by
imposing the US tax on corporate income earned in low-tax jurisdictions.
Instead, we urge the United States to adopt a tax system that advances
US interests rather than curtailing the presence of US affiliates in low-
tax countries. 
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In short, we sympathize with the goals of the paradigm advocated by
Desai and Hines but perhaps not with the particulars of their approach.
We believe that US tax policy should foremost seek to retain and capture
headquarters activity. This goal implies not only a shift toward a territo-
rial system but also favorable expense allocation rules. At stake are inter-
esting and well-paying jobs, externalities in human capital formation,
opportunities to project cultural values around the world, and the na-
tional security advantages of being a nerve-center country.

The current US tax regime contains three features that create an in-
hospitable tax environment for headquarters activities of US-based
MNEs: (1) an incentive to locate high-technology production abroad; 
(2) unfavorable expense allocation rules; and (3) an unfavorable tax cli-
mate for production and sales income earned abroad. A territorial system
of taxation addresses all three of these defects. 

Critics fear that under a territorial system, low foreign tax rates
would induce US firms to shift production activity overseas at the cost
of domestic investment and employment. Of particular concern are the
low-tax and tax-haven countries identified in table 6.2. In an important
dimension we agree with this concern: The current system provides an
unintended but very strong incentive for US-based MNEs to locate high-
technology production outside the United States, as royalties and fees
earned from production in tax-preferred locations abroad pay a much
lower total tax rate—foreign plus US—than do royalties and fees earned
from production in the United States. Retaining the present US tax sys-
tem involves another danger as well, namely, that an unfavorable cli-
mate will drive headquarters activity to foreign locations. Underlying
forces—rapid growth and cost advantages—are leading inevitably to a
larger share of MNE production activity in China, India, Brazil, and
other emerging countries, even if the US tax bias that favors high-
technology production abroad is eliminated.4 On top of this natural
shift, an unfavorable US tax climate for far-flung production and sales
activity could prompt US MNEs to shift their headquarters activities 
to sites abroad as well, encouraging nascent firms to incorporate out-
side the United States. In other words, as we see the world, the central
policy question is whether the United States is adding a tax push to the
growth pull of foreign locations. The possibility that a tax push might
accelerate the loss of MNE headquarters operations in US cities cannot
be lightly dismissed.
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4. General Electric, for example, announced its intention to raise the proportion of its over-
seas production from 41 to over 50 percent by 2009. GE executives cited the relative cost and
availability of US engineers versus their counterparts in high-growth, low-cost countries
such as China and India as a key factor in their decision (“GE to Shift Output from US,” 
Financial Times, July 27, 2006, 15).
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Table 6.2 Operations of US multinational enterprises in low-tax
and tax haven countries as a share of total operations (percent)

Net
property,

Total plant, and Net Compensation
Country assets equipment Sales income of employees Employees

All low-tax and
tax haven
countriesa

1982 22.1 4.8 11.9 27.1 3.4 3.7
2004 26.0 6.3 16.8 33.5 5.7 5.0

Major low-tax 10.5 4.8 13.7 18.5 5.2 4.7
countries,
2004b

Hong Kong 1.8 0.7 1.9 2.1 1.1 1.4
Ireland 3.4 1.7 3.7 7.6 1.3 1.0
Panama 0.1 0.2 0.1 0.1 0.1 0.2
Singapore 1.6 1.3 3.8 3.6 1.1 1.3
Switzerland 3.6 0.9 4.2 5.1 1.6 0.8

Selected tax 15.3 1.4 2.9 14.8 0.4 0.3
haven
countries,
2004b

Bahamas 0.2 0.1 0.1 0.1 0.0 0.0
Barbados 0.2 0.0 0.1 0.6 0.0 0.0
Bermuda 5.3 0.6 1.5 6.1 0.1 0.0
Liberia 0.0 0.1 0.1 0.1 0.0 0.1
Luxembourg 5.9 0.2 0.3 4.7 0.2 0.1
Netherlands 0.6 0.0 0.0 0.7 0.0 0.0

Antilles
UK Caribbean 3.1 0.4 0.8 2.5 0.1 0.1

Islands

a. Total 1982 and 2004 values for tax havens include information for Andorra, Anguilla, Antigua, the Ba-
hamas, Bahrain, Barbados, Belize, Bermuda, Cyprus, Dominica, Gibraltar, Grenada, Hong Kong, Ireland, Jor-
dan, Lebanon, Liberia, Liechtenstein, Luxembourg, Macau, Malta, the Netherlands Antilles, Panama,
Singapore, St. Kitts, St. Lucia, St. Vincent and the Grenadines, Switzerland, the UK Caribbean Islands, and
Vanuatu.
b. Totals may differ from the sum of country entries due to rounding.

Sources: For 2004, Bureau of Economic Analysis, US Direct Investment Abroad: Financial and Operating
Data for US Multinational Companies, available at www.bea.gov; for 1982, Hines (2004).
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Table 6.3 outlines major differences between US taxation of inter-
national income and the systems of several competitors. The United
States already embraces many territorial elements under the nomi-
nal umbrella of worldwide taxation, but other countries have moved
even closer to a territorial system. The United States defines passive 
income (subpart F of the Internal Revenue Code) more broadly than 
do Japan, Germany, and France; the United States does not allow a tax-
sparing credit to its MNEs, unlike Japan, Germany, the Netherlands,
France, and many other OECD countries (Hines 1998);5 and the United
States requires its MNEs to attribute a greater proportion of their research,
development, and experimentation (RD&E) and administrative costs to
overseas operations. In practice if not in form, the tax systems of Brazil,
China, India, and other emerging industrial powers are probably as 
lenient as the Netherlands toward foreign income earned by their MNEs.

The Territorial System

Under a territorial system, the United States would tax business income
earned from production and sales in the United States but not busi-
ness income earned by US firms from production and sales in foreign
countries.6 This step would put US MNEs on a competitive tax footing
with their European and Asian counterparts in terms of production in
third countries.7

Explicit US adoption of a territorial system would undoubtedly trig-
ger repercussions in other countries. No longer could nations justify their

5. A tax-sparing credit is a credit for taxes waived by the host country, ordinarily as part of
an industrial development program. If the United States entered into tax-sparing treaties,
US MNEs could compete in countries such as Brazil on equal tax terms with Japanese or
German multinationals. Hines (1998) studied the effect of tax-sparing on the location and
performance of foreign direct investment (FDI) and found that Japanese firms are subject to
significantly lower tax rates than are American counterparts in countries with which Japan
has tax-sparing agreements.

6. The distinction for tax purposes between incorporated subsidiaries and unincorporated
branches would be eliminated, as the parent firm would choose between them under the
current section 7701 regulations (the so-called check-the-box regulations).

7. A territorial system would also reduce tensions in the day-to-day business operations of
joint ventures because important cash management and investment decisions would no
longer raise subpart F issues for the US venturer. Also, the disposition of jointly held busi-
nesses would create fewer tax problems. According to the New York State Bar Association
(NYSBA 2002), the venturer based in a territorial system could realize its proceeds from the
sale of a business without home country tax, while the US MNE, under the current tax sys-
tem, could not. Differences of this type have killed transactions that otherwise made nontax
economic sense.
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Table 6.3 Comparison of systems for taxing foreign-source income

Item United States Japan Germany France Netherlands Brazil China India Singapore

Tax jurisdiction Global Global Partially Territorial Territorial Global in form Partially Global in Territorial
territorial territorial form

Exemption No No Yesa Yesb Yesc No No No Yes
of foreign-
source
income

Deferral of Yes Yes Yes Yes Yes No No No Yes
foreign-
source
income

Current Yes, under sub- Yes Yesd Yes, for “privi- Yese Yes Yes Yes Yes, except for
taxation part F, foreign leged tax sys- dividends,
of tainted investment tem” countries; branch profits,
income Company or test is “busi- and service

the personal ness conducted income from
holding com- abroad” countries with
pany regime less than

15 percent
rate, upon
repatriation

Foreign tax Against only Against both Against only Against only Against only Yes Yes Yes Yes
creditf federal tax federal and federal tax federal taxh federal tax

local taxg
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Foreign tax Overall; basket- Overalli Varies by n.a. Overall Overall; excess Overall Overall Overall
credit of-income country credits offset
limitation limitations social contribu-

tion on profits

Carry-forward 10 years 3 years None n.a. None None None None None
of excess
credit

Carry-back of 1 year 3 years None n.a. None None None None None
excess credit

Foreign sub- Generally taxed Not taxed Not taxed Not taxed Not taxed Not taxed Not taxed Not taxed Not taxed
sidiary invest- as a deemed
ment in home dividend
country, in- (Sec. 956)
cluding loans
to the parent

Tax-sparing No Yes Yes Yes Yes Yes Yes Yes Yes
credits

Allocations of Yes (see appen- Yes j No specific n.a. No specific No specific No specific No speci- No specific
deductions dix A8) rules rules rules rules fic rules rules
to foreign-
source income
for purposes
of determining
the foreign tax
credit

(notes and sources next page)
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Notes to table 6.3

n.a. 5 not available

a. Exemption method de facto applies under domestic German law for dividends (95 percent exemption) and by treaty for branch and dividend income (full exemption).
b. Foreign dividends are taxable, or 95 percent exempt if an election for participation exemption is filed; foreign-branch income is generally fully exempt (there are four limited exceptions
to this rule, including branches of French companies organized in tax havens).
c. Foreign dividends are exempt under the “participation exemption” regime except for dividends received from “low-taxed passive subsidiaries” (generally, subsidiaries where more than
50 percent of their profits consist of portfolio type investments and their tax burden does not amount to at least 10 percent of their profits). Branch income earned by a Dutch resident
company is subject to Dutch corporate tax, but such tax is effectively avoided by reducing the worldwide Dutch tax imposed on the company by the ratio of foreign income (subject to
foreign income tax) to total worldwide income.
d. Taxation of low-taxed “base-company income” of a controlled foreign corporation (CFC) is current. “Low tax” is defined as an effective tax rate of less than 25 percent; base-company in-
come is generally defined as passive income; and a CFC is defined as 50 percent (vote or value) or more ownership by German residents.
e. Foreign dividends (if not exempt under the “participation exemption” regime), interest, and royalties are taxable but relieved by Dutch tax treaties or unilaterally if the payer of the in-
come is a resident of a designated developing country.
f. All global systems limit the foreign tax credit in terms of the ratio that foreign-source income bears to total income times the precredit tax liability on total income.
g. The credit against the local tax is limited to 5 percent (in the case of the prefectural inhabitants tax) or 12.3 percent (in the case of the municipal inhabitants tax) of the federal tax credit
statutory limit.
h. Individuals are allowed a deduction for qualifying foreign taxes paid. In practice, French companies are rarely subjected to French tax on overseas income unless operating in a “privi-
leged tax system” where foreign tax paid is very small.
i. Credit is limited to 90 percent of tax liability on worldwide income.
j. In computing foreign-source income, specifically allocable expenses are deducted from foreign-source gross income. General and administrative costs and other common expenses are
apportioned on a reasonable basis. Interest expense is apportioned on the basis of foreign assets to total assets.

Sources: BNA Tax Management’s Tax Management Portfolio 962-2, Business operation in Germany, 2007; Tax Management Portfolio 973-2, Business operation in the Netherlands, 2007; Tax
Management Portfolio 969, Business operation in Japan, 2005; Tax Management Portfolio 961-2, Business operation in France, 2007; Tax Management Portfolio 966-3, Business operation in
India, 2006; Tax Management Portfolio 957-2, Business operation in the People's Republic of China, 2006; Tax Management Portfolio 954-3, Business operation in Brazil, 2006; Tax Manage-
ment Portfolio 983-3, Business operation in Singapore, 2007; www.fei.org (accessed September 4, 2005); Billings (1990); Joint Committee on Taxation (JCT 2006).

1
3
9
3
.
c
h
0
6
.
q
x
d
 
 
9
/
1
8
/
0
7
 
 
1
1
:
3
3
 
A
M
 
 
P
a
g
e
 
1
3
6



corporate taxes by arguing that revenue was simply being transferred
from the US Treasury and not from corporate coffers. Grubert and Alt-
shuler (2006) contend that, as the leading economic power, the United
States has an obligation to hold an umbrella over foreign tax systems, in
essence sheltering them from competition. We disagree. Given the rise of
MNEs based outside the United States, we think that the US umbrella has
too many holes to provide effective shelter, and we do not think creating
a new umbrella from OECD fabric is feasible. 

We acknowledge that a US move toward territoriality would exert a
downward force on corporate income taxation worldwide (Mullins 2006).
In our view this would be a good outcome, as it could relieve the exces-
sive taxation of capital that now characterizes many fiscal systems. Mean-
while, so long as it remains in place, the tattered US tax umbrella
disadvantages the United States as a location for corporate headquarters
and preferentially encourages high-technology production abroad. Our
specific recommendations for shifting toward a territorial system entail
the following changes:8

n Dividends and interest received by a US parent corporation own-
ing more than 50 percent of the voting shares of an active foreign cor-
porate subsidiary would be exempt from US taxation. The same rule
would apply to unincorporated branch profits and capital gains from
selling such branches and affiliates. No foreign tax credits would arise
from the enumerated income streams.9 For US tax purposes, neither
the foreign operating losses of these affiliates nor foreign capital
losses incurred in selling shares or assets would be recognized.

n If a foreign affiliate did not meet a stringent active business test, the
United States would currently tax all of its income, whether it was
distributed as dividends, interest, or repatriated branch earnings. 
The reason for enunciating a bright line distinction between active
and passive foreign operations is to discourage firms from shelter-
ing portfolio income earned abroad from residence taxation in the 
United States. 
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8. Our proposal is similar in several respects to the international business tax proposal laid
out in chapter 6, “Simplified Income Tax Plan,” of the final report of the President’s Advi-
sory Panel on Federal Tax Reform (2005). See appendix A3.

9. There are two reasons not to include controlled foreign corporations (CFCs) owned 10 to
50 percent by a US parent corporation in the exemption system. Doing so would open the
door for passive investors holding, say, 25 percent of the shares, to take advantage of the
territorial exemption. And it is more likely that a US parent corporation with a majority
stake would carry on significant headquarters operations in the United States.
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n When the United States taxed the passive earnings of foreign affili-
ates currently, a foreign tax credit would only be allowed for foreign
withholding taxes actually paid on remitted dividends, interest, and
branch earnings. Unlike current law, no indirect (or deemed-paid)
foreign tax credit would be allowed for underlying taxes imposed by
the host country on corporate earnings. The rationale for ensuring cur-
rent US taxation of passive operations, and for disallowing the indirect
foreign tax credit, is that the US parent corporation could have chosen
to receive the income streams directly without channeling them
through another country. Hence there is no reason for the United States
to share its tax revenue with a host country through the indirect for-
eign tax credit. Moreover, the foreign tax credit for any foreign with-
holding tax on repatriated income should be capped at 10 percent and
eventually phased out (see chapter 4). The parent company receiving
passive income could still deduct foreign withholding taxes.

n A low threshold of tainted income would cause a foreign affiliate to
fail the active business test. Tainted income would include net inter-
est income (interest receipts minus interest payments); dividends
from unrelated companies; lease income on moveable equipment,
such as airplanes, ships, and drilling rigs; and royalty and fee income
payable for the use of intellectual property rights.

n Capital gains on the sale of an active foreign affiliate owned more than
50 percent (or from the sale of a foreign branch) by US parent firms
would be exempt from US taxation, and no foreign tax credit would be
permitted for such capital gains. Capital gains realized on the sale of
other foreign assets would be fully taxed in the United States, but a for-
eign tax credit for the source-country withholding tax would be al-
lowed, capped at 10 percent. As with passive dividends and interest,
the foreign tax credit for withholding taxes on capital gains should
eventually be phased out (though a deduction would be allowed). The
United States would not recognize capital losses incurred by selling an
active business subsidiary or branch. However, capital losses incurred
on the disposition of other foreign assets could be used (as under cur-
rent law) to offset capital gains.

n All RD&E incurred in the United States would be deductible against
US business income, provided the firm claiming the deduction owns
the resulting intellectual property. After a reasonable period of expe-
rience with the new system, the Treasury would assess the net US in-
come or loss, and thus US tax revenue collected or foregone, from
licensing or selling intellectual property to foreign firms. Armed with
this information, Congress could periodically evaluate the merits of
the approach we have advocated.
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n General and administrative expenses (G&A) incurred in the United
States (management, legal, financial, and accounting) would be fully
deductible against US business income. This would encourage locat-
ing headquarters activities in the United States. As with RD&E, Trea-
sury and Congress would evaluate the consequences of allocating
G&A solely to US business income after a period of experience with
the new system.

n Foreign royalties and fees paid to a US company and foreign pur-
chases of intellectual property rights would be taxed by the United
States, but a foreign tax credit would be allowed for source-country
withholding taxes, capped at 10 percent.10 Because market prices sel-
dom exist to use or sell intellectual property rights or administrative
services, and because US parent firms will be tempted to characterize
taxable royalties and fees as exempt dividends and interest, the IRS
should continue to support a well-staffed antiabuse unit to monitor
such income flows.

n There are two reasons to allow a permanent foreign tax credit,
capped at 10 percent, for withholding taxes on royalties, fees, and
the sale of associated intellectual property rights but not for pas-
sive interest and dividends. First, the claim of the source country 
regarding creating a profitable market for applying intellectual
know-how seems stronger in the case of royalties and fees. Second,
imbalances between the United States and developing countries re-
garding flows of intellectual property income are extreme, making
some concession to source-country taxation politically necessary. 

n Interest expenses incurred by US parent firms would be allocated in
part to exempt dividend and interest income received from active
foreign affiliates. The amount so allocated would be disallowed as a
deduction from US business income. Unlike RD&E and G&A ex-
penses, we see no benefit to the United States in encouraging US par-
ent firms to act as bankers for their active foreign affiliates, as the
return-income flows of dividends and interest would be exempt un-
der a territorial system.

n To ensure the global competitiveness of US banks, insurance compa-
nies, and kindred companies, bona fide financial institutions would
qualify for safe-haven rules as if they were conducting an active 
business through their foreign affiliates, even though they earn 
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10. As necessary, US tax treaties would be renegotiated to reflect the 10 percent cap on cred-
itable withholding taxes. 
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otherwise tainted income.11 Stringent rules would identify eligible
financial institutions.12

n The foreign-source portion of export earnings would be exempt from
US taxation. Foreign base company sales income and foreign base
company service income, now subject to US taxation under the pro-
visions of subpart F, would no longer be regarded as tainted income.

n This study does not address the taxation of wage and salary income
earned abroad. However, we suggest that the foreign tax credit con-
tinue to be available to individuals, so long as the United States main-
tains its historic posture of taxing the worldwide income of US
citizens and residents. Of course, all US citizens and residents should
be subject to current US taxation of their portfolio income, including
capital gains, whether earned from US or foreign sources.

Adopting a territorial system with such features would place US-
based MNEs in the same position as most of their foreign competitors. At
the same time, it would greatly simplify taxation of international income.
In the next few sections we highlight advantages of the proposed reforms.

Tax Bias Against RD&E and G&A Activity 

Over the years, the United States has tinkered frequently with its tax treat-
ment of RD&E expenses incurred in the United States, typically by chang-
ing the percentage allocable to foreign-source income. Under the current
system, any RD&E expense allocated to foreign-source income reduces
the foreign tax credit limit, thus working as a penalty on companies in an
excess-credit position. Seldom does a company enjoy compensating tax
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11. Section 954(h), added by the Tax Relief Act of 1997 on a temporary basis, generally ex-
cludes from taxation under subpart F foreign income derived by a financial institution in
the active conduct of its business. This provision was the center of controversy at the time it
was enacted. President Bill Clinton thought that the exemption was too broad and decided
to use the line-item veto to eliminate the active financing income provision contained in the
Taxpayer Relief Act of 1997. However, the Supreme Court held the line-item veto to be un-
constitutional (Clinton v. City of New York, 118 S. Ct. 2091). Congress modified and extended
the active financing exception as part of the Tax and Trade Relief Extension Act of 1998 (PL
105-277), but applied the provision only to tax years beginning in 1999. The Ticket to Work
and Work Incentives Improvement Act of 1999 (PL 106-170) provided another two years of
relief. On March 9, 2002, President George W. Bush signed the Job Creation and Worker As-
sistance Act of 2002 (PL 107-147), which extended the active financing exception through
December 31, 2006. The Tax Increase Prevention and Reconciliation Act of 2005 (PL 109-222)
extended this exception through January 1, 2009.

12. One rule worth considering is that a US corporate group should pay at least 80 percent of
its distributed interest and dividends to unrelated parties to be considered a bona fide finan-
cial institution. That way, a bona fide financial institution could not be nested within a larger
MNE corporate group, functioning as a clearing house for loans between group members.
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relief abroad: Foreign jurisdictions rarely recognize the allocated expense
as a legitimate business deduction, as the RD&E activity took place in the
United States. 

By contrast with the US approach, other industrial countries typically
allow 100 percent of RD&E expenses incurred domestically to be allo-
cated to domestic income (PricewaterhouseCoopers 1991, 118). Between
1981 and 1985 Congress mandated a similar 100 percent allocation rule.
In the same spirit, we propose that 100 percent of RD&E expense incurred
domestically be allowed as a deduction against US business income. In
our view, the revenue losses incurred when RD&E expenditures take
place on US soil will ordinarily be recouped when foreign royalties and
fees are paid to US parent firms. We may be too optimistic, and if so the
tax rule could be revised after a reasonable period for evaluation. Mean-
while, disallowed deductions for RD&E expense will not be a cause for
MNEs to relocate their research activities to offshore locations. 

Similar arguments apply for a rule that allows the deduction of 100
percent of G&A expenses, which include compensation for top executives
plus outlays for departments devoted to finance, accounting, engineering,
legal, and similar activities. Currently G&A expenses are divided between
US- and foreign-source income, even though, as with RD&E expenses, for-
eign jurisdictions seldom recognize the part allocated against foreign in-
come as a deduction because the activity took place in the United States.
Hence, under current rules, MNEs may incur a slight tax disadvantage by
carrying out headquarters functions in the United States. In our view, all
G&A expense for activity conducted in the United States should be de-
ductible against taxable corporate income. This will encourage the siting
of headquarters activity in the United States. Again, as with RD&E, the
Treasury should monitor the relationship between G&A expenses incurred
and fees collected by the parent company. As necessary, the tax rule could
be revised after a reasonable period for evaluation. 

Tax Bias Against US Production

Under the current foreign tax credit system, excess credits on foreign cor-
porate earnings can be used to shield technology income from US taxation
through a process known as cross crediting.13 Royalties and management
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13. Cross crediting is largely a feature of the overall limit on the foreign tax credit, as opposed
to the per-country limit (Hufbauer 1992). Bergsten, Horst, and Moran (1978, chapter 6) joined
other commentators in recommending a per-country rather than an overall limit on the for-
eign tax credit. From the standpoint of tax neutrality, the argument runs that it makes no sense 
to shelter production and profits in low-tax country B from US corporate taxation by way of 
foreign tax credits derived from production and profits in high-tax country A. The Tax Reform 
Act of 1986, with its baskets-of-income approach, moved toward Bergsten, Horst, and Moran’s 
recommendations, but the AJCA of 2004 returned almost completely to the previous system.
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fees are often subject to little or no tax in the foreign country in which
the license or service is used. Under the network of US tax treaties, 
withholding rates are usually set at zero or 5 percent. However, under
current law, because royalty and fee income streams are grouped in 
the general limitation basket, they can absorb excess foreign tax credits
generated by other high-taxed general limitation income. The result 
is that the United States collects almost no tax on foreign royalties 
and fees. 

Because of these interactive tax features, royalties and fees earned
abroad are often taxed at a lower rate than comparable technology 
income earned in the United States. This creates a perverse incentive 
to exploit intellectual property overseas rather than in the United States.
Consolidating the number of foreign tax credit baskets from nine to two,
beginning in 2007 under the American Jobs Creation Act (AJCA), in-
creases the opportunities for cross crediting, giving fur-ther incentive to
exploit technology abroad rather than in the United States.

To illustrate, royalties and fees paid by a Japanese subsidiary to a 
US parent corporation would be fully deductible from the Japanese
firm’s corporate income (taxed at a 40.7 percent tax rate in 2005) and
would not be taxed by Japan when paid to the US parent firm.14 If the
US parent were in an excess foreign tax-credit position from foreign taxes
incurred on dividend income from Japan, Germany, or elsewhere, the
royalty and fee income would then garner a zero US federal tax.15 In
contrast, technology income earned from producing the same item in the
United States would be taxed, like other corporate income, at a 35 per-
cent federal rate—about 40 percent in total, including state corporate in-
come taxation. 

The rising commercial importance of intangible assets, along with
royalty and fee income, makes the tax policy toward them an important
issue.16 During the 10-year period between 1996 and 2005, US MNEs 
increased their receipts from exports of goods and services by 50 per-
cent, but increased their receipts from exports of technology—namely,
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14. Article 12 of the 2004 US-Japan tax treaty establishes a zero withholding rate.

15. Moreover, the US parent corporation can usually arrange its affairs to receive technol-
ogy income from abroad through a US subsidiary incorporated in a state (such as Delaware)
that does not tax such income.

16. Like ourselves (see Hufbauer 1992), Fleming and Peroni (2004) regard the ability of US
MNEs to lower their effective US tax rate of foreign royalty and fee income through cross
crediting as fundamentally inconsistent with the core purpose of the foreign tax credit pro-
visions. Grubert and Mutti (2001, 35) similarly conclude that “the taxation of this royalty
stream from abroad will affect the advantage of foreign investment compared with exploit-
ing the intangible or making some other investment in the United States, where the return
would be fully taxable.”
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royalties and license fees—by 73 percent.17 The use abroad of US tech-
nology is generally good for both US firms and the world economy, 
but we see no sense in a tax bias that encourages high-technology pro-
duction abroad at the expense of high-technology production in the
United States.

Tax Bias Against Repatriation

By shifting to a territorial system, US MNEs would no longer need to cal-
ibrate dividend repatriations to minimize their US tax liability or use hy-
brid entities to avoid subpart F rules. More important, US MNEs would
not forgo investment opportunities in the United States for the sake of
avoiding taxes (Grubert and Mutti 2001). 

Under the current system, parent corporations can defer paying US
tax on foreign-source income by a simple device: not repatriate dividends
from their foreign affiliates. This creates a tax incentive for US companies
to hold income overseas, even though it could earn better returns if repa-
triated and invested in the United States. A recent “experiment” suggests
that the bias against repatriation could be substantial. As part of the
AJCA, the tax on dividend repatriations was temporarily lowered to 5.25
percent for calendar year 2005, and Federal Reserve data indicate a very
strong response: Repatriated foreign profits shot up from $35 billion in
2004 to $217 billion during the tax holiday in 2005, a spike of more than
600 percent.18

If the policy were made permanent, the huge increase seen in 2005
would not be maintained, as repatriated earnings in 2005 represent 
both pent-up unrepatriated profits from past years and tax planning 
for future years. However, the spike confirms that current US tax policy
suppresses the repatriation of income to the United States. Since a ter-
ritorial system would no longer tax repatriated dividends, the in-
centive to keep funds overseas for tax planning purposes would 
be removed, possibly increasing the long-term flow of investment dol-
lars to the United States. Moreover, as stated above, shifting toward a
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17. Total exports of goods and services from the United States were $1,275 billion in 2005
compared with $851 billion in 1996. Total receipts of royalties and license fees amounted to
$57 billion in 2005 compared with $33 billion in 1996. See Bureau of Economic Analysis, 
Survey of Current Business, International Data, Table E.1 (December 2006) and Table F.1 (De-
cember 1998), available at www.bea.gov.

18. Experienced tax practitioners believe that the Federal Reserve Data flow of funds data
substantially understates the actual spike in repatriations. See Federal Reserve Flow of
Funds, table F7, 2006,available at www.federalreserve.gov.
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territorial system would simplify the complex US system of taxing inter-
national income.19

The “Runaway Plant” Specter

An old argument against territorial taxation, advanced in the Burke-
Hartke debate of the 1970s (see appendix A1) and echoed today when Lou
Dobbs denounces offshore outsourcing, is the specter of “runaway plants.”
Instead of making goods and services in the United States and selling them
abroad, so it is said, “disloyal” and “greedy“ US corporations make prod-
ucts abroad for sale into the US market, and they would do more of the
same under a territorial tax system (JCT 2003b) because the shelter from
US taxation of overseas income would become more secure. 

Such fears are exaggerated. Four aspects of the international econ-
omy must be considered to evaluate the true dimensions of the specter of
the “runaway plant”: the “home bias” of US-based MNEs, the export con-
sequences when US firms produce abroad, the impact of tax changes on
US investment, and the potential competition between US-based MNEs
and foreign firms in serving the US market.

“Home Bias” and US Employment

Despite globalization, US-based MNEs still exhibit a strong home bias,
conducting the bulk of their activities and hiring most of their workforce
in the United States.20 As described in table 6.4, in 2004 US parent firms
accounted for 68 percent of sales by the MNE corporate group and 71
percent of its capital expenditures, and US-based MNEs employed 72 per-
cent of their worldwide workforce in the United States. All of these ratios
have slowly declined over the past two decades (again see table 6.4) 
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19. In February 2005 Thomas Neubig, national director of quantitative economics and sta-
tistics for Ernst & Young LLP, Washington, unveiled a survey of 41 large US MNEs, 25 of
which are Fortune 100 companies. The survey showed that transfer pricing, the foreign tax
credit, and subpart F issues are among the greatest challenges for compliance. Nearly 70
percent of the companies said that the United States has the highest income tax and compli-
ance costs, followed by the United Kingdom, France, Brazil, and Germany. According to the
survey, Singapore, Ireland, Hong Kong, Japan, and Switzerland were listed as having the
lowest costs. See “Experts, Practitioners Call for Changes to Liberalize US International Tax
Rules,” Daily Tax Report, February 11, 2005, available at www.bna.com. However, even with
the reforms we recommend, the international dimension of the US tax system would re-
main a far cry from the simplicity claimed by flat-tax advocates.

20. By contrast, among the top 100 MNEs worldwide, it is commonplace for more than 
half of sales, assets, and employees to be located outside the home country. See table II.1 
in United Nations Conference on Trade and Development, World Investment Report 1998
(UNCTAD 1998).
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Table 6.4 Employment, capital expenditure, and sales by nonbank US multinational enterprises (MNEs), 1988–2004

Employees Capital expenditure Salesa

Share of Share of Share of
employees expenditure salesUS MNEs US Foreign

by US
US MNEs US Foreign

by US
US MNEs US Foreign

by UStotal parents affiliates
parents

total parents affiliates
parents

total parents affiliates
parents

Year (thousands) (percent) (billions of dollars) (percent) (billions of dollars) (percent)

1988 22.5 17.7 4.8 79 223.8 177.2 46.6 79 3,756.1 2,828.2 927.9 75

1990 23.8 18.4 5.4 77 274.6 213.1 61.5 78 4,452.0 3,243.7 1,208.3 73

1992 22.8 17.5 5.3 77 272.0 208.8 63.2 77 4,622.5 3,330.9 1,291.6 72

1994 24.3 18.6 5.7 77 303.4 231.9 71.4 76 5,425.9 3,990.0 1,435.9 74

1996 24.9 18.8 6.1 76 340.5 260.0 80.5 76 6,347.6 4,479.0 1,868.6 71

1998 26.6 19.8 6.8 74 411.2 317.2 94.0 77 6,942.0 4,970.1 1,971.9 72

2000 32.1 23.9 8.2 74 506.9 396.3 110.6 78 9,202.6 6,695.2 2,507.4 73

2002 30.4 22.1 8.3 73 443.4 333.1 110.3 75 8,853.4 6,337.8 2,515.6 72

2004 29.6 21.3 8.3 72 438.2 310.9 127.3 71 10,148.6 6,866.1 3,282.5 68

a. Total MNE sales figure double counts sales between affiliates and their parents.

Source: Bureau of Economic Analysis, news release, April 20, 2006, Summary Estimates for Multinational Companies: Employment, Sales, and Capital Expenditures for 2004, available at
www.bea.gov (accessed December 1, 2006).
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because many foreign countries, especially in Asia, are growing faster
than the United States. But it cannot be argued that the predominance of
US activity and employment in the global MNE picture reflects the disci-
pline of a capital export neutrality (CEN) tax system because, as we have
seen, US tax collections on overseas income are very small.

Considering only taxes, the feared “runaway-plant” outcome of a
territorial system is possible. But so far, if the phenomenon exists, it is
barely apparent. In its crudest form, the “runaway plant” argument sug-
gests a one-for-one trade-off: One job gained in an MNE abroad trans-
lates into one job lost in the United States. Individual instances may be
cited of this outcome, but aggregate statistics fail to reveal a wholesale
relocation of jobs to foreign production plants. As table 6.4 shows, US af-
filiates abroad increased the number of foreign employees from 4.8 mil-
lion in 1988 to 8.3 million in 2004, a gain of 3.5 million workers.
Meanwhile, their US parent firms increased their number of US em-
ployees from 17.7 million to 21.3 million, a gain of 3.6 million workers.
The rate of job expansion abroad was clearly faster than at home, and
consequently, the share of total MNE employment accounted for by US
parent firms dropped from 79 percent in 1988 to 72 percent in 2004. But
there was no one-for-one trade-off between jobs abroad and jobs in the
United States.

To be sure, the US share of global MNE employment has declined, if
slowly. The main concern flagged by the employment data in table 6.4,
however, is not the slow decline in the US parent share of total MNE em-
ployment. That can be explained by rapid economic growth in emerging
countries. The more troublesome feature is that, since 2000, US parent
firm employment has barely increased. But it needs to be pointed out
that, between 2000 and 2004 total US employment in the private sector—
full time and part time—dropped slightly, from 116.0 million to 115.1 mil-
lion.21 Relative to total private sector employment, US parent firms are
holding their own.

Feinberg and Keane (2006) studied the relation between employment
by US parent firms and their affiliates, calculating that reducing the Cana-
dian wage rate by 1 percent would increase both Canadian affiliate em-
ployment (by 4.2 percent) and US parent employment (by a tiny 0.08
percent). The explanation: A lower Canadian wage reduces MNEs’ total
production costs, enabling the enterprises to increase the scale of their
operations and thereby slightly increase the demand for US labor. If the
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21. This set of comparisons extends the analysis reported by Slaughter (2004). Private em-
ployment data comes from the Bureau of Economic Analysis, National Income and Product
Accounts, Table 6.4D (August 2006) (available at www.bea.gov). The decline in full-time
employment from 105.6 million to 104.5 million accounts for most of the decline in total pri-
vate employment. 
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same analysis applies to lower corporate tax costs abroad, it would help
to explain why the extreme form of the runaway plant story, a one-for-
one trade-off between jobs abroad and jobs at home, has little traction.
The bottom line is that lower corporate taxes abroad are not adverse to
US employment by US-based MNEs. 

Export Consequences

Empirical studies indicate that expanded activity of some US-based
MNEs abroad may actually stimulate US merchandise exports; at worst,
expanded activity abroad, on average, probably does not undercut US
merchandise exports.22

To cite one prominent study of merchandise export consequences,
Graham (2000) found that foreign direct investment (FDI) in US outbound
manufacturing is associated with greater US exports and has no signifi-
cant impact on US imports. They concluded that US outbound FDI in the
manufacturing sector does not transfer US production abroad. In an ear-
lier study, Lipsey (1995) surveyed empirical literature and reported that
one dollar of overseas production by US affiliates generates $0.16 of ex-
ports from the United States. In a later study, however, Lipsey (2002) re-
ported that no consistent relation could be found between production
abroad by a firm and exports either by the investing firm, its industry, or
the country as a whole. 

Sullivan (2006) examines the trade data under a different lens. He fo-
cuses on intracorporate merchandise trade, which in 2004 accounted for
$416 billion (some 18 percent) of US two-way merchandise trade with
the world. The total US merchandise trade deficit with foreign affiliates
was $47 billion. Ignoring Canada and Mexico because of their special re-
lationship with the United States,23 the next eight countries with which
the United States had the largest intracorporate bilateral trade deficit,
collectively at $32 billion, had an average effective corporate tax rate of
12 percent. By contrast, the 10 countries with which the United States
had the largest intracorporate bilateral trade surplus, collectively at $26
billion, had an average effective corporate tax rate of 28 percent. Sulli-
van’s quantitative analysis is far from sophisticated, but it suggests that
tax considerations bear on intracorporate trade balances and that MNEs
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22. Empirical studies have not yet evaluated the impact of expanded MNE production
abroad on US exports of services, mainly for lack of data.

23. The United States had a combined intracorporate merchandise trade deficit of $37 bil-
lion with its two North American Free Trade Agreement partners in 2004. However, their
average corporate tax rates are similar to those of the United States: a rate of around 31.5
percent for Canada and 33.9 percent for Mexico (Sullivan 2006).
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may source a disproportionate part of their US imports from low-
tax countries.24

That said, Sullivan’s study and others reflect the existing US tax sys-
tem, which collects around 3 percent of the earnings of all US affiliates
operating abroad (see table 6.5). Under a territorial system, the tax bur-
den on active affiliates would be zero—lower but not a lot lower. 

Conceivably, the sort of tax system advocated by Grubert and Alt-
shuler (2006), Rosenbloom (2001), and Sullivan (2006) would prompt US-
based MNEs to relocate production from low-tax jurisdictions back to the
United States because of the sharply higher tax rate that would now be
paid on economic activity abroad. However, we think it is more likely
that production in low-tax jurisdictions for export to the US market would
continue at the same pace as before, but under the umbrella of MNEs
based in the United Kingdom, Netherlands, Japan, China, and a number
of other countries. In other words, the most relevant comparison is not
between taxes paid by a US MNE on production in the United States and
production in a low-tax jurisdictions, but rather the tax paid by any MNE
on production in a low-tax jurisdiction compared with production in the
United States. 

In fact, this point can be generalized: If production in a low-tax juris-
diction is an attractive proposition, then economic activity in such loca-
tions will not be confined to production for the US market. Companies
will gravitate to these jurisdictions to produce goods and services for the
entire world market. 

Investment Impact

It is perhaps surprising that there is less academic debate over the invest-
ment impact of a territorial system than the export impact. Altshuler and
Grubert (2001) examined how a dividend exemption system, a form of
territorial taxation, would affect the location incentives of US corpora-
tions, using two different approaches. Their first approach compared FDI
patterns in low-tax with those in high-tax jurisdictions and US-based
MNEs with MNEs in two exemption countries, Germany and Canada.
Their second approach analyzed the extent to which residual US taxes 
on low-tax foreign earnings affect the location decisions of US corpora-
tions, using microdata from US corporate tax returns. Neither approach
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24. In a rigorous study, Feinberg and Keane (2006) showed that adoption of just-in-time
(JIT) inventory management systems by US firms helps explain the very rapid growth of in-
trafirm trade between Canada and the United States in the 1980s and 1990s. In fact, JIT was
probably more important than bilateral tariff reductions under the Canada-US free trade
agreement as a cause of intrafirm trade growth. Studies such as Feinberg and Keane (2006)
caution against attributing excessive influence to tax or tariff regimes to explain trade and
investment patterns.
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Table 6.5 Actual US income from foreign sources, foreign tax credits, and US tax revenue under current system, 2002a

(billions of dollars)

Foreign
withholding
taxes paid or

Foreign gross corporate taxes Tentative
income flows US deductions US taxable deemed paid US tax Foreign

before allocated allocated to income after liability at tax credit US tax
Category/type deductions foreign income deductions Rate Amount 35 percent claimedb revenue

Total repatriated foreign 330.8 185.0 145.8 12.5 41.5 51.0 42.4 8.6
income received by US
taxpayers

Dividends, including 88.3 29.1 25.7
taxes deemed paid

Dividends 64.1 1.5
Foreign taxes deemed 24.2 24.2

paid (gross-up)
Interest 44.5 1.3 0.6
Rents, royalties, and 57.3 4.0 2.3

license fees
Services income 17.1 2.9 0.5
Other income (including 123.7 6.3 7.8

export profits)
Foreign-branch incomec 65.8 6.8 4.5

General limitation repa- 225.5 111.9 113.6 14.3 32.3 39.8 33.2d 6.6d

triated income (active
income)

(table continues next page)
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Table 6.5 Actual US income from foreign sources, foreign tax credits, and US tax revenue under current system, 2002a

(billions of dollars) (continued)

Foreign
withholding
taxes paid or

Foreign gross corporate taxes Tentative
income flows US deductions US taxable deemed paid US tax Foreign

before allocated allocated to income after liability at tax credit US tax
Category/type deductions foreign income deductions Rate Amount 35 percent claimedb revenue

Dividends, including 67.3 30.3 20.4
taxes deemed paid

Dividends 47.9 1.0
Foreign taxes deemed 19.4 19.4

paid (gross-up)
Interest 5.7 1.8 0.1
Rents, royalties, and 51.6 4.5 2.3

license fees
Services income 15.0 2.0 0.3
Other income (including 86.0 7.9 6.8

export profits)
Foreign-branch incomec 33.7 7.1 2.4

Financial services repatri- 85.0 64.1 20.9 7.9 6.7 7.3 6.7d 0.6
ated income (active
and passive income)d

Dividends, including 11.3 30.1 3.4
taxes deemed paid

Dividends 8.3 0.4
Foreign taxes deemed 3.0 3.0

paid (gross-up)
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Interest 34.9 0.6 0.2
Rents, royalties, and 4.2 0.0 0.0

license fees
Services income 2.0 10.0 0.2
Other income 32.6 2.5 0.8
Foreign-branch incomec 30.5 6.9 2.1

Other passive repatriated 20.3 9.0 11.3 12.3 2.5 4.0 2.5d 1.5d

income
Dividends, including 9.7 19.6 1.9
taxes deemed paid

Dividends 7.9 0.1
Foreign taxes deemed 1.8 1.8

paid (gross-up)
Interest 4.0 7.5 0.3
Rents, royalties, and 1.4 0.0 0.0

license fees
Services income 0.0 0.0 0.0
Other income 5.2 3.8 0.2
Foreign-branch incomec 1.6 0.0 0.0

a. Repatriated foreign income includes earnings of foreign affiliates that are repatriated to US taxpayers as dividends, interest, rents, royalties, fees, etc. (or deemed
repatriated under subpart F). It does not include retained earnings.
b. In all, some $57 billion foreign tax credits were available in 2002. However, about $15 billion of the available amount could not be claimed because parent firms
were in an excess foreign tax credit position. Importantly, foreign tax credits related to $16.3 billion in general limitation income arising from oil and gas extraction
are subject to special limitations under IRC section 907.
c. Foreign-branch income is counted in the preceding income sources. Therefore, it is not included in the totals to avoid double-counting. However, foreign tax
credits arising from foreign-branch income are not included with other sources and instead are counted separately.
d. Foreign tax credit claimed and US tax revenue are both estimated by the authors. In the case of “general limitation” income, we assume that $0.9 billion of prior
year foreign tax credits were carried over and applied in 2002.

Source: Internal Revenue Service, Statistics of Income, Fall 2005, statistical tables for US corporate returns with a foreign tax credit, available at www.irs.gov (accessed
on January 8, 2007).
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suggests that location decisions would significantly change if the United
States adopted a territorial system with respect to dividends from active
foreign affiliates. 

In another study, Desai, Foley, and Hines (2005) examined the impact
of outward FDI on domestic US investment rates using data covering a
broad set of high-income countries during the 1980s and 1990s. The au-
thors found that “an additional dollar of foreign investment capital ex-
penditure is associated with 3.5 dollars of domestic capital expenditures
by the same group of multinational firms, strongly suggesting a comple-
mentary relationship between foreign and domestic investment”(p. 7).
Based on these studies, under the current tax system, foreign investment
appears to complement domestic investment. A shift to territorial taxa-
tion would change incentives little, if at all. 

Competition Between MNEs

The United States could tax the active income that US-based MNEs earn
overseas, but it could not extend its corporate tax system to embrace the
overseas income of German-, Japanese-, or Chinese-based MNEs. The logi-
cal consequences are powerful. As long as the United States relies on corpo-
rate income taxation, it cannot level the tax field between production abroad
and production at home. The fundamental reason is that the United States
cannot tax the overseas income of MNEs or purely national firms that are
based abroad, even when they sell in the US market. If US-based Microsoft,
for example, does not take advantage of the favorable characteristics (in-
cluding low Indian taxes) of producing software in Bangalore for export to
the US market, foreign-based MNEs and local Indian firms will fill the
breach. The same wisdom applies to producing tax-advantaged micro-
processors by Intel in Ireland or pharmaceuticals by Merck in Singapore.

In this book, we take corporate income tax as a political fact of life.
Given an equally strong economic fact of life—competition between
MNEs that are home-based in many different countries as well as global
competition between purely national firms—we jettison the CEN dream
of leveling the corporate tax between production in the United States and
production in low-tax jurisdictions.

Antiabuse Measures

A territorial system puts compliance pressure on tax features that distin-
guish between US- and foreign-source income, and between “active” and
“passive” income. While foreign tax credit limitations already require
these distinctions, the importance of source rules and the active-passive
distinction would be magnified under a territorial system because these
rules would affect not only taxpayers who are in an excess-credit posi-
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tion—the case under current law—but all taxpayers. The same is true of
rules that allocate deductible expenses between taxable income streams,
both home and foreign, and exempt income streams (in this context, 
exempt foreign income).

Regarding tax abuse, it is important to recognize that large firms 
always have some discretion in characterizing an income stream as “in-
terest,” “royalties,” “fees,” or “dividends;” counting income as active or
passive; classifying income as domestic source or foreign source; and at-
tributing expenses to foreign or domestic income. Latitude on these mat-
ters exists under the present system and would continue to exist under
any new system. Corporate tax departments naturally favor the charac-
terization and classification that leads to the lowest tax payment; under
existing law, tax differentials between types and sources of income are al-
ready large and would remain so with an exemption system. 

Table 6.6 presents US tax differentials between types and sources of in-
come and expense under current law and our proposed territorial system.
The existing and proposed systems both feature huge tax-rate cliffs. Under
the existing system, whether or not foreign-source income is repatriated can
make a difference as large as 30 percentage points in the applicable US tax
rate. Whether or not deemed-paid foreign tax credits are cross credited
against interest, royalties, and export profits can make a difference of 27 per-
centage points. Under a territorial system, the distinction between “active”
and “passive” income leads to a 30-percentage-point tax difference. 
The other large difference is between royalties and fees and other types of
“active” foreign-source income; again, the tax gap is 30 percentage points.

Under the proposed territorial system, dividends and interest that
“active” foreign affiliates pay to their US parents would be exempt from
US taxation, along with the foreign-source component of export profits
labeled export-source income.25 However, foreign-source royalties and
fees, together with lease income and portfolio interest and dividends,
would be subject to US tax. There would thus be strong incentives to shift
the classification of income using creative transfer pricing and other
means. Such abuse cannot be eliminated, but it can be controlled. In this
section, we touch on basic provisions that would be necessary to curtail
abuse under a territorial system. 

Transfer Pricing Abuse

Transfer pricing abuse has been much explored by lawyers and econo-
mists, yet practical solutions remain elusive.26 A territorial system would
not change the fundamental calculus that makes abusive transfer pricing
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25. The current export source rules are summarized in appendix A4.

26. See appendix A9 for a summary of rules on intercompany pricing.
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Table 6.6 Illustrative US corporate tax rates at the federal level (after foreign tax credits) by type
of foreign-source income

Foreign-source income
(after allocated US deductions)

Current system Territorial system
Domestic corporate

Repatriated or Not Active Passive income
Type of income deemed repatriateda repatriated income income (post-AJCA)

Foreign-source income

CFC earnings
Assuming 29 percent FTC for active incomeb 6 0 0 n.a. n.a.
Assuming 5 percent FTC for passive income n.a. 0 n.a. 30 n.a.

Interest paid from CFC
Assuming cross creditingc 3 0 n.a. n.a. n.a.
Assuming no cross creditingd 30 0 0 30 n.a.

Royalties and fees
Assuming cross creditingc 3 0 n.a. n.a. n.a.
Assuming no cross creditingd 30 0 30 30 n.a.
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Foreign-source export earnings
Assuming cross-creditinge 7 0 n.a. n.a. n.a.
Assuming no cross-creditingf 35 0 0 n.a n.a.

Portfolio dividends and interestg 25 0 n.a. 25 n.a.

Domestic corporate incomeh

“Manufacturing” income n.a. n.a. n.a. n.a. 32
Other income n.a. n.a. n.a. n.a. 35

CFC 5 controlled foreign corporation
n.a. 5 not available

a. Deemed repatriated refers to foreign-source income taxed currently under subpart F, even if not repatriated.
b. In 2002 the foreign tax credit (FTC) for general limitation income (active income) was about 29 percent (see table 6.8) on grossed-up dividends. The FTC rate may
have declined since, because foreign corporate tax rates are falling.
c. Assuming cross crediting of deemed paid foreign tax credits in the general limitation basket at a rate of 29 percent, plus a 5 percent foreign withholding tax credit
under the current system.
d. Assuming only a 5 percent foreign withholding tax credit under both the current and territorial systems.
e. Assuming cross crediting of foreign tax credits in the general limitation basket at a rate of 29 percent and no foreign withholding tax under the current system.
f. Assuming no foreign withholding tax under the current system. Foreign-source export earnings would be exempt under the territorial system.
g. Assuming a 10 percent foreign withholding tax. By definition, portfolio dividends and interest are passive income under the territorial system.
h.“Manufacturing” income, broadly defined, will be subject to a rate of 32 percent after 2010. Other corporate income, including income from foreign sources, will
continue to pay 35 percent before tax credits, including the foreign tax credit.
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so attractive to corporate tax departments. Firms would still have an in-
centive to both underprice US exports destined for their affiliates based
in low-tax jurisdictions and overprice US imports arriving from affiliates
based in those same countries. They would have an incentive to charac-
terize royalty income as affiliate profits. Many other examples could be
cited. The United States and its closest trading partners—starting with
Canada and Mexico and perhaps extending to EU member states—may
eventually agree on formula apportionment of the corporate tax base for
selected MNEs to mitigate transfer pricing abuse.27 But so far, interna-
tional agreement has been elusive, so we turn in the first instance to more
immediate solutions. 

For transactions among related parties, the tax law should be
amended to require audited US firms to submit compelling evidence to
rebut an IRS determination of the appropriate price of a transaction if the
price asserted by the audited firm (by contrast with the price asserted by
the IRS) would materially decrease the MNE group’s total tax liability
(US plus foreign). In other words, the tax liability would be calculated as
if the transaction was priced according to the IRS view, in absence of con-
trary “compelling evidence” supplied by the taxpayer.28 Because the cor-
porate taxpayer has far better information about market terms and
conditions than the IRS does, especially for intangible assets and differ-
entiated products, this solution assigns a heavy burden of evidence to the
audited firm, typically the corporate parent. 

Of course the IRS should adequately staff its unit devoted to evaluat-
ing merchandise trade prices, royalties and fees, lease transactions, and
salaries of highly paid US employees, such as executives, entertainers,
and athletes.29 The United States also should continue to work with its
partners, particularly Canada, Mexico, and the European Union, to ex-
pand the pricing procedures developed in the last two decades within the
framework of advance pricing agreements (APAs; see table 6.7).

Finally, as many observers (e.g., the 2007 Hamilton Project; see Claus-
ing and Avi-Yonah 2007) have suggested, the United States should ex-
plore formula-apportionment approaches, at least for companies doing
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27. Formula appointment would seem most appropriate for firms with large intra-MNE
sales among affiliates located in Canada, Mexico, and the United States. Automobile com-
panies might be a logical starting place. 

28. Under current law, the burden of proof in a transfer pricing dispute already rests with
the taxpayer. We would require, however, that the taxpayer discharge its burden by more
than a “preponderance of evidence”; instead we would require the taxpayer to submit “com-
pelling evidence.” However, we would also require that the IRS determination not be “arbi-
trary or capricious,” even if the taxpayer could not supply compelling evidence.

29. One possible rule of thumb is that, so long as the staff brings in $100 million extra rev-
enue for every $20 million of additional administrative experts, it should be expanded. 
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substantial business within North America and across the Atlantic. It must
be acknowledged that formula apportionment is an old idea that so far has
gained little practical traction. Among the US states, for example, it has been
impossible to reach agreement on the factors and weights in the formula
and which corporate subsidiaries should be included and which should be
excluded from formula calculations. Nevertheless, with greater economic
integration across jurisdictions, the arm’s length pricing standard has be-
come less satisfactory. Formula apportionment was commended in a recent
study by the Hamilton Project (Clausing and Avi-Yonah 2007) and deserves
to be explored within North America and across the Atlantics.

Allocation of Interest Expense 

Under a territorial system, the interest expense allocation game simplifies
dramatically. Because the United States would not tax the foreign divi-
dends, interest, and earnings that a parent corporation received from its
foreign subsidiaries or branches that earn active income, logically it
would not allow a deduction for expenses attributable to that income.30

Parent-company interest expense attributed to its holdings of debt and
equity in its foreign affiliates would thus be disallowed as a deduction.31
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Table 6.7 APA applications filed and executed, 1991–2005

Cumulative
Year Unilateral Bilateral Multilateral Total total

2000–2005
Filed 205 322 0 527 928
Executed 170 206 3 379 610

1991–99
Filed n.a. n.a. n.a. n.a. 401
Executed 112 114 5 231 231

APA 5 advance pricing agreement
n.a. 5 not available

Sources: Internal Revenue Service, Ann. 2004-26, 2004-15 Internal Revenue Bulletin 743; Ann. 2004-
26, 2004-15 Internal Revenue Bulletin 743; Ann. 2003-19, 2003-1 Cumulative Bulletin 723; Ann.
2002-40, 2002-1 Cumulative Bulletin 747; Ann. 2001-32, 2001-1 Cumulative Bulletin 1113; Ann.
2000-35, 2000-1 Cumulative Bulletin 922; 2006-15 Internal Revenue Bulletin.

30. This is a long-standing tax rule: Under section 265, deductions are disallowed for ex-
penses attributable to exempt income.

31. The Canadian finance minister, Jim Flaherty, proposed a similar disallowance in the
budget announced on March 19, 2007 (North America Free Trade and Investment Report 17, no.
6, March 31, 2007).
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The only question is how much of the parent firm’s interest expense
should be attributed to exempted foreign income. The key choice is
whether interest expense should be allocated on the basis of income flows
or asset positions. As debt is often incurred to support the acquisition of
assets that do not produce income for several years, we propose that the
allocation should be calculated on the basis of assets. The allocation frac-
tion should be foreign net assets (assets minus liabilities owed to unre-
lated parties) relative to worldwide net assets. For administrative
simplicity, we suggest using tax book values to calculate net assets.32 To
minimize tax avoidance games, we would not allow interest expense to
be “traced” to particular assets, for example, by secured mortgages.

Taxation of Interest Income

Under our territorial proposal, interest that an active affiliate pays to its
US parent corporation would be exempt from US taxation. Two consider-
ations motivate this exemption. First, the distinction between equity and
debt—and hence between dividends or branch earnings and interest—is
largely arbitrary when a parent corporation controls the affiliate. Second,
our basic policy thrust is to exempt active affiliates from the US tax net.

We recognize that our proposed treatment of direct investment inter-
est receipts starkly contrasts with our proposed treatment of portfolio in-
terest receipts. Under our approach, on a residence basis, the United
States would fully tax portfolio interest received from abroad. By con-
trast, direct investment interest received from abroad would be exempt
from US taxation. We recognize that—unlike dividends from an affiliate,
which are usually subject to taxation abroad as corporate earnings—
interest payments from an affiliate are normally allowed as a business ex-
pense by foreign jurisdictions. In other words, interest payments are not
part of the foreign corporate tax base, and they usually attract very low
withholding taxes (zero, 5, or 10 percent). Thus, if affiliate interest pay-
ments to the US parent company are not taxed abroad, and if they are not
taxed in the United States, they are essentially tax free. This seems anom-
alous, even bizarre.

The eventual solution is to reform the business tax system in a fun-
damental way, both in the United States and abroad, by disallowing de-
ductions for interest payments made by a company to its controlling
shareholder—in this example, the US parent firm. This change would
eliminate the tax advantage of characterizing repatriated income as inter-

158 US TAXATION OF FOREIGN INCOME

32. Conceptually, market values might provide a better basis for allocating interest expense
than book values, but establishing market values can be highly contentious. Current law
permits the use of market values, at the election of taxpayer. Allowing an election, of course,
works to the disadvantage of the tax collector.
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est expense rather than dividend payments. Moreover, the change would
enable a reduction in the corporate tax rate because the corporate tax base
would be enlarged. While this solution will not be enacted soon, we en-
dorse zero taxation of intracorporate interest payments as an intermedi-
ate solution for two reason. First, no real distinction exists between debt
and equity in a controlled corporation. Second, zero taxation of direct in-
vestment interest payments will dramatically point toward basic reform. 

Taxation of Royalties and Fees

Corresponding to the new approach to headquarters expense (RD&E plus
G&A), all technology and reputation royalties, and all management fees
paid from foreign sources for the use of know-how and services expensed
in the United States, should be taxed by the United States under the resi-
dence principle. In our view, the country where the taxpayer resides
should normally have the sole claim to tax the income generated by the
activity.33 As a companion measure, Internal Revenue Code (IRC) section
367(d) should be retained and strengthened as needed. In principle, sec-
tion 367(d) prevents a US company from engaging in a tax-free or tax-
preferred exchange of its own intangible assets for shares in a foreign
corporate subsidiary. In practice, however, such transactions are com-
mon. Thus the IRS needs to beef up its surveillance of the prices charged
in sales of intangible assets to related foreign companies; otherwise bar-
gain sales of hard-to-value patents, copyrights, and trademarks to related
companies based in low-tax jurisdictions will become commonplace. 

In the context of these changes, the United States should seek inter-
national acceptance of the principle that royalties and fees paid to firms
based in another country are properly deductible in the payor country
and are free of withholding taxes. Within the OECD, the deduction of
royalty and fee payments is standard practice, and withholding taxes on
know-how income are already very low and could soon be abolished.
However, because of the highly unequal two-way flow of royalties and
fees between the United States and most developing countries, it may
take time before these ideas of deductibility and zero withholding taxes
are universally accepted. 

We anticipate that US-based MNEs will argue that taxation of foreign-
source royalties and fees on a residence basis will disadvantage RD&E and
other headquarters activities carried on in the United States compared with
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33. However, if the know-how was generated in the United States but the expense was in-
curred by a foreign corporation under a cost-sharing arrangement, the resulting royalties
and fees should properly be taxed only by the foreign country under the residence princi-
ple. Conversely, if the know-how was generated abroad but the expense was incurred by a
US corporation, the resulting royalties and fees should be taxed only by the United States.
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similar activities carried out in a country that exempts foreign-source royal-
ties and fees from domestic taxation. This is true. But how important is the
argument in practice? The US law should be written to tax all foreign-source
royalty and fee income conducted under the auspices of the US parent firm
and its foreign affiliates if the RD&E is claimed as a deduction against US
income. That way, the scope for tax avoidance by relocating activity will be
reduced. Here is an example: If subsidiary S, located in Singapore, conducts
RD&E that is claimed as a US deduction and earns royalties and fees from
licensing the intangible property to India, that income should be taxed by
the United States under the residence principle. As with any other transac-
tion involving intangible assets, the question of the proper transfer price
paid by India will still arise, and to deal with this question we would arm
the IRS with the “compelling evidence” test mentioned earlier. 

Legitimate concerns can still be raised about the effect of residence
taxation on the location of RD&E facilities over the long term. After all,
US-based MNEs would now incur a higher tax burden on their technol-
ogy income earned worldwide than most MNEs based elsewhere. Accord-
ingly, we suggest that, as a complementary measure, Congress should
raise the current RD&E tax credit available under IRC Section 41.34 Unlike
preferential effective taxation of foreign royalties and fee income, an en-
hanced RD&E tax credit would be neutral between foreign and US loca-
tions when the firm chooses between sites for high-technology production. 

Cost-Sharing Arrangements

As a general rule, RD&E expenses incurred by a US corporate taxpayer,
whether incurred in the United States or abroad, can be claimed as a de-
duction against corporate income taxable by the United States.35 The
same principle applies to bona fide cost-sharing arrangements under the
procedures for APAs.36 A cost-sharing agreement for RD&E enables each
participant to enjoy exclusive rights to the use of the technology gener-
ated by the venture in designated markets and applications. Costs shared
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34. Currently the RD&E credit amounts to about $9.3 billion annually, compared with $223
billion of total private RD&E expenditure, which includes RD&E expenditures both within
the United States and by foreign affiliates of US parents outside the United States in 2004.
Bills proposed in 2007 would liberalize the rules, increasing the credit to as much as $15 bil-
lion annually (Wall Street Journal, May 30, 2007). 

35. The same rule applies to G&A expense. We recommend that, after five years, the Trea-
sury should evaluate the balance between return flows of foreign-source royalties and fees,
as well as deductions claimed for RD&E and G&A expense attributed to affiliates.

36. Appendix A9 summarizes the procedures. The “investor model” proposed in the regu-
lations for preexisting technology has been criticized for giving US-based MNEs an incen-
tive to move their RD&E activities offshore. 

1393.ch06.qxd  9/18/07  11:33 AM  Page 160



by firms based in different countries are normally allocated as business
deductions among those countries according to the agreement, no matter
where the RD&E performed.

In our view, current law should be amended so that the United States
only permits the expensing of RD&E costs, including cost-sharing con-
tracts, incurred abroad on a reciprocal basis. This would require an amend-
ment to IRC Section 174.37 In other words, the partner country should also
permit its firms to claim a deduction for RD&E costs incurred in the United
States, including cost-sharing arrangements. Similar principles should ap-
ply to overseas performance and cost-sharing arrangements for G&A. 

Executives, Entertainers, and Athletes

Among many possible abuse schemes, highly paid taxpayers—execu-
tives, entertainers, and athletes—are tempted to set up shell “manage-
ment” corporations overseas to “employ” themselves. Customers who
wish to engage the taxpayer’s services then enter into a contract with the
overseas company. The taxpayer might direct the company to make tax-
free “business expenditures” for his benefit, even expenses that bear little
relationship to generating corporate income. Although the company
might pay a salary taxed in the United States to the employee/owner,
most of the shell corporation’s “profit”—essentially remuneration of the
valued employee—can remain outside the US tax net. When it is time to
pay US taxes, the taxpayer/owner would try to claim that the manage-
ment corporation is an “active” business firm, not subject to current taxa-
tion under the present US system or any taxation under our proposed
territorial system.

Schemes with a similar flavor are conceivable under almost any tax
system. As an example, lawyers for Robert Wood Johnson IV—heir to the
Johnson & Johnson fortune and owner of the New York Jets—devised a
series of transactions on the Isle of Man that reportedly cost the US Trea-
sury $300 million.38 Telecom entrepreneur Walter Anderson likewise ad-
mitted to evading about $200 million in US taxes through a scheme that
involved establishing Caribbean corporations to hide his income from 
US authorities.39 In our view, the best answer to these and similar abuses
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37. We recommend a similar amendment for the RD&E tax credit under Section 41.

38. Johnson told a Senate panel that his lawyers informed him the transaction “was consis-
tent with the Tax Code.” However, when the IRS challenged his accounting, which involved
two overseas corporations with 2 pounds sterling of paid-in capital generating $2 billion in
capital losses, Johnson settled with the IRS and agreed to pay all back taxes plus interest
(“Tax Shelters Saved Billionaires a Bundle,” Washington Post, August 1, 2006, A4).

39. See CBS News, “Telecom Founder Pleads Guilty To Fraud,” September 8, 2006.
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lies in a strict definition of active business firms, coupled with aggressive
enforcement of current taxation of all forms of portfolio income, to defeat
attempts to escape the residence principle for taxing individuals and 
their wealth.

Discriminatory Taxation

US policy should attempt to ensure that foreign tax systems do not dis-
criminate against US taxpayers. To that end, the United States should
continue its strategy of using bilateral tax treaties to reciprocally reduce
the level of withholding taxes faced by both US MNEs doing business
abroad and foreign MNEs doing business in the United States. This strat-
egy has already succeeded in driving withholding taxes down signifi-
cantly but has not eliminated them (see table 6.8). 

Although withholding taxes have been eliminated with respect to in-
terest, royalties, and service fees in most US treaties, such taxes still put
US MNEs at a competitive disadvantage regarding dividends from con-
trolled foreign corporations (CFCs). While the United States has elimi-
nated withholding tax on direct investment dividends in several recent
tax treaties (Australia, Belgium, Germany, Japan, Mexico, the Nether-
lands, Sweden, and the United Kingdom), it is lagging behind EU mem-
ber states and many other developed countries. The United States
continues to apply withholding taxes to direct investment dividend pay-
ments in most of its tax treaties, and its treaty partners do likewise.

Dividend withholding taxes put US MNEs at a significant competi-
tive disadvantage vis-à-vis their EU-based multinational competitors.
More than 15 years ago, the European Union adopted a directive that
generally eliminated withholding taxes on cross-border direct investment
dividend payments between member states, the Directive on Parent Com-
panies and subsidiaries (90/435/CEE). As the directive requires that the
firms involved must be incorporated in EU member states, the European
Union continues to discriminate against dividend payments from EU
firms to US firms.40

To end tax discrimination, the United States should offer a so-called
“zero-zero” option: The United States would drop its own withholding
rates on dividend payments to zero for payments to partners that do like-
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40. Until the introduction of section 954(c)(6) of the IRC (see appendix A3), the US system
itself discriminated against US firms operating in Europe, as they were subject to subpart F
taxation when dividends cross internal European borders. Some legislative proposals ad-
dressed this problem by proposing to treat the European Union as one country for purposes
of subpart F (see, e.g., HR 4151, 107th Congress). Section 954(c)(6) achieved the same result
in a different manner; however this provision sunsets in 2009 and, it is not clear whether
Congress will extend the section beyond 2008. 
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wise for payments to the United States. Zero-zero withholding is particu-
larly important as a tax goal with Japan, Canada, and members of the 
European Union (see box 6.1).

Tax Treaty Policy 

Much of our reform package can be implemented unilaterally through
appropriate legislation enacted by Congress, assuming that domestic po-
litical hurdles can be overcome. However, important components can
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Table 6.8 Withholding rates applied by the United States,
1990 and 2005 (percent)

Dividends

Controlled 
foreign

corporationsa Portfolio Interest Royalties

Country 1990 2005 1990 2005 1990 2005 1990 2005

US statutory rateb 30 30 30 30 0/30c 0/30c 30 30

US treaty withd

Canada (1984) 10 10 15 15 15 15 10 10
Japan (2004) 10 0/5e 15 10 10 0 10 0
Germany (1991) 10 0/5f 15 15 0 0 0 0
Netherlands 5 0/5g 15 15 0 0 0 0

(2004)
United Kingdom 5 0/5g 15 15 0 0 0 0

(2003)

a. Controlled foreign corporations (CFCs) are defined differently, in terms of their threshold share of own-
ership, in treaties with different countries.
b. Treaty rates are reciprocal: The same withholding rate is applied by the United States to a given type of
income as is applied by the foreign country.
c. Portfolio interest from US debt obligations issued after July 18, 1984 and interest paid by US banks and
insurance companies are exempt.
d. Year in parentheses represents the year in which the most recent treaty or protocol modifying the
treaty entered into force.
e.The zero percent withholding tax applies if the parent company owns more than 50 percent of the CFC
voting stock; otherwise the 5 percent withholding rate applies if the parent company holds at least 10
percent of the CFC voting stock.
f.The 5 percent withholding tax applies if the parent company holds at least 10 percent of the CFC voting
shares.
g.The zero percent withholding tax applies if the parent company owns more than 80 percent of the CFC
voting shares; otherwise the 5 percent withholding rate applies if the parent company owns at least 10
percent of the CFC voting shares.

Sources: PricewaterhouseCoopers (1990); CCH, Tax Treaties, 2005, Volumes I-IV.
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only be put in place with the cooperation of the European Union, 
Japan, Canada, and other economic partners. In particular, the principle
of residence-only taxation for portfolio income and the determination 
of appropriate transfer prices both require tax cooperation among the
major countries.

We do not rely entirely on sweet reason to accomplish these ob-
jectives. Instead, our reform package contains sticks as well as car-
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Box 6.1 Zero-Zero taxation

Recent US tax negotiations with Japan, the United Kingdom, and the Netherlands

indicate that the United States is moving toward a zero-zero approach to with-

holding taxes. This approach entails a complete exemption from withholding tax

on dividends paid to qualifying pension funds and, under certain circumstances,

on dividends that affiliates pay to their parent corporations. It also entails a com-

plete exemption from withholding tax on royalties for the right to use certain enu-

merated assets, such as patents, trademarks, and certain copyrights; and a

complete exemption for interest paid to certain recipients, such as banks, insur-

ance companies, and qualifying pension funds.

Revenue considerations—rather than economic considerations—might trigger

the opposition of developing countries to a similar zero-zero system. Some de-

veloping countries still collect substantial amounts of revenue from inward 

foreign direct investment and technology imports, and these countries could be

willing to phase in lower withholding rates over an extended period of time. A

few enlightened countries may, however, follow the example of Mexico, which

agreed to introduce a zero withholding tax for dividends as a means of attracting

corporate investment (see the Second Additional Protocol that Modifies the Con-

vention between the Government of the United States of America and the Gov-

ernment of the United Mexican States for the Avoidance of Double Taxation and

the Prevention of Fiscal Evasion with Respect to Taxes on Income, available at

www.treas.gov).

The US Senate Committee on Foreign Relations noted, in the context of approv-

ing the Mexican Protocol, that the Treasury Department should include similar 

provisions in future tax treaties or protocols, but only on a case-by-case basis 

(see Senate Foreign Relations Committee Report, Executive Report 108-4, 2003

TNT 55-17, 108th Congress, March 21, 2003).

In light of our recommendations in chapter 4 for a back-up withholding tax to

ensure proper reporting of portfolio income to the residence country, we think

the zero-zero approach should be coupled with comprehensive exchange of in-

formation systems, especially if extended to low-tax countries that are often con-

duits for tax evasion.
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rots to encourage tax cooperation. Without cooperation, for example, 
the United States would maintain its existing statutory withholding
rates. On the other hand, in the context of a satisfactory treaty, the 
United States could allow other countries to limit the deduction for 
interest paid by a foreign affiliate to its US parent (and reciprocal 
treatment could be applied to foreign-owned affiliates located in the
United States).

The traditional vehicle for tax cooperation is the bilateral income tax
treaty. The United States currently has in force 63 comprehensive bilateral
income tax treaties, 24 of them with member states of the European
Union.41 Traditionally the four main purposes of an income tax treaty
have been to establish a minimum threshold before business activity in a
foreign country becomes subject to local income taxation (the permanent
establishment concept); to avoid double taxation; to reduce discrimina-
tory taxation; and to deter tax evasion.42

To facilitate future tax treaty negotiations, especially in deterring tax
evasion on portfolio income, the United States should build on moves 
toward regional integration already under way. The starting place is 
Europe: The United States should seek a single tax treaty with the entire 
European Union, at least with respect to portfolio income.43 Cooperative
reforms would prove difficult if the United States followed its past prac-
tice of negotiating separate treaties with each of the 25 EU member states,
but significant progress toward deterring tax evasion on portfolio income
can be accomplished if the United States and the European Union reach a
common accord. 
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41. The United States currently has a tax treaty with all of the members of the European
Union except Malta, which the United States perceives as a tax haven country. 

42. The rapid growth of cross-border e-commerce raises important tax issues, especially in
determining the source of income. Tax treaties often help to resolve the conflicts in source
classification of income. For details, see appendix E.

43. The so-called Open Skies cases decided by the European Court of Justice on November
5, 2002 (Commission v Belgium C-471/ 98, Commission v Denmark C-467, Commission v Sweden
C-468, Commission v Finland C-469, Commission v Luxembourg C-472, Commission v Austria C-
475, Commission v FRG C-477) can be read as a harbinger of a new approach to tax relations
between the United States and the European Union. In the Open Skies cases, the court de-
termined that eight bilateral air transport agreements between individual EU members and
the United States infringed EU treaty obligations that prohibited restrictions on the freedom
of establishment among member states. Based on this precedent, if the court were called
upon to rule on the limitation on benefits provisions in bilateral tax treaties between the
United States and several EU members, these limitations might likewise be found to be in
conflict with EU treaty obligations. Nevertheless, in December 2004, Barbara Angus, US
Treasury international tax counsel, stated that as long as European countries had different
tax systems, the United States would continue to negotiate tax relations with individual EU
member states. See Sheppard (2004).
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Revenue Implications

Revenue considerations are often paramount in shaping tax legislation.
Corporate taxpayers are generally far more concerned about the short-
term bottom-line impact of tax measures than long-run systemic effects.
The same myopia has long afflicted the Treasury and Congress. Hence, it
is worth examining the revenue estimates associated with our proposals,
for both foreign income accruing to US MNEs and US affiliates of foreign
MNEs, and US income accruing to foreign MNEs and foreign affiliates 
of US MNEs. We offer our calculations as rough guideposts. Unlike 
Treasury and Joint Tax Committee staff, we do not have access to corpo-
rate tax returns; hence we rely on published aggregates from IRS and
BEA sources.

Revenue on Outward US Investment

The place to start is with foreign income and ultimate US tax collections
in 2002, the most recent IRS figures available (table 6.5). In that year, gross
foreign “general limitation income,” a category that corresponds closely
to “active” income, amounted to $226 billion. This figure includes divi-
dends repatriated (or deemed repatriated) from foreign affiliates (plus
the gross-up for underlying foreign corporate taxes), together with 
foreign-source export profits, royalties, and fees. This figure, however,
does not include foreign affiliate earnings unless they are repatriated to
US corporate taxpayers either as dividends, interest, royalties, or fees.44

Expenses incurred by US corporate taxpayers that were allocated as
deductions against repatriated “general limitation income” amounted to
$112 billion, leaving $114 billion as US taxable income in 2002.45 After the
estimated foreign tax credit of $33 billion, US tax collections amounted to
an estimated $7 billion, about 3 percent of all gross “general limitation”
or “active” income repatriated to the United States. Most of the taxes col-
lected on general limitation income correspond to foreign-source royal-
ties, fees, and export profits that were not shielded from US corporate
taxes by excess foreign tax credits, those resulting from foreign corporate
taxes that are “deemed paid” by the US parent firm, which received divi-
dends from its affiliates abroad.
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44. Corporate earnings from active US direct investment not repatriated in 2002 (based on
Bureau of Economic Analysis statistics) were approximately $79 billion, which includes a
current cost adjustment for inventory valuation. The amount of reinvested earnings by ac-
tive firms without the current-cost adjustment was approximately $59 billion. See Bureau of
Economic Analysis, US International Transactions Accounts Data, Table 6a, December 2006
(available at www.bea.gov). 

45. US deductions allocated to foreign-source income are primarily interest expenses,
RD&E, and G&A expenses.
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In 2002 gross foreign “financial services income” repatriated to the
United States—a category that includes a mixture of “active” and “pas-
sive” income—amounted to $85 billion. We estimate that “financial ser-
vices income” not repatriated in 2002 was about $7 billion.46 Allocated
deductions (mainly interest expense and insurance claims) against repa-
triated income were $64 billion, leaving $21 billion as US taxable income.
After the estimated foreign tax credit of $7 billion, about $1 billion of US
tax was collected, suggesting an effective US rate of about 1 percent on
gross repatriated financial services income. 

In 2002 gross foreign income of a purely passive nature, including
subpart F income, amounted to $20 billion. As a first approximation,
purely passive income as currently defined in the IRC is either repatri-
ated or deemed repatriated under existing US tax law. US deductions 
allocated to this income, mainly as interest expenses, were $9 billion; US
taxable income was $11 billion; and the foreign tax credit was $2.5 billion.
The result is that about $1.5 billion US tax was collected, an effective US
rate of about 8 percent. 

All told then, we estimate that US taxes collected on after-foreign 
tax US income under the current system were around $9 billion in 2002, 
a little under 3 percent of repatriated or deemed repatriated foreign-
source income.47

As the next step in examining the revenue consequences of our rec-
ommended territorial system, table 6.9 repeats the exercise in table 6.5.
Unlike the actual tax collection experience in 2002, our hypothetical cal-
culations start with total earnings, not repatriated income flows. To esti-
mate total earnings, whether or not they are repatriated, we account for
$85 billion of retained earnings plus $34 billion for the estimated gross-up
for the underlying foreign corporate tax on retained earnings. This addi-
tion of retained earnings and underlying foreign taxes increases total US
foreign income by about $120 billion to a pre–foreign tax total of $450 bil-
lion.48 In addition, we add a special line for US interest expense that
would be disallowed as a US business deduction under our recommen-
dation. This interest expense is disallowed because it is attributed to ac-
tive income, which is exempt from US taxation under the territorial
system. Business expenses that are attributed to exempt income cannot
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46. The figure of $7 billion does not include any current-cost adjustment for inventories, as
inventory is not a major item for financial source firms. 

47. By comparison, Grubert (2005) estimated that US tax collected on foreign-source income
was $12.7 billion in 2000.

48. According to BEA data, in 2002 total retained earnings after foreign corporate tax were
$85.3 billion. $78.8 billion of this was retained by firms in the general limitation category;
$6.5 billion was retained by the financial sector. For table 6.8, we estimated foreign taxes of
$31.9 billion in the general limitation category and $2.3 billion in the financial services 
sector.
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8 Table 6.9 Hypothetical US income from foreign sources, foreign tax credits, and US tax revenue
under territorial system, 2002

Foreign gross Recommended Estimated
income flows tax rates under Tentative foreign Estimated

before foreign territorial US tax tax credit US tax
Category/type taxes paid Rate Amount system liability claimed revenue

Total US foreign income (before 450.4 16.8 75.6 29.4 5.1 24.3
foreign taxes) whether
repatriated or retained

Corporate earnings before 198.1 29.3 58.0 0.0 0.0 0.0
foreign taxes

Passive income in other 9.7 19.6 1.9 4.0 2.5 1.5
passive income category

Interesta 44.5 7.4 3.3 3.0 0.1 2.9
Rents, royalties, and license 57.3 4.0 2.3 19.6 2.3 17.3

fees
Services incomea,i 17.1 13.5 2.3 0.0 0.0 0.0
Other income (including 123.7 6.3 7.8 2.8 0.2 2.6

export profits)
Addenda: US interest expense 30.6 10.7 0.0 10.7

attributed to exempt
foreign income and
disallowedb

General limitation income 336.3 19.1 64.2 18.1 2.3 15.8
(active income) whether
repatriated or retained

Foreign taxes
deemed paid
or withheld

at source
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Corporate earnings before 178.0c 28.5 52.3d 0.0 0.0 0.0 0.0
foreign taxes

Interesta 5.7 1.8 0.8 0.0 0.0 0.0 0.0
Rents, royalties, and license 51.6 4.5 2.3 35.0 18.1 2.3 15.8

fees
Services incomea,i 15.0 13.3 2.0 0.0 0.0 0.0 0.0
Other income (including 86.0 7.9 6.8 0.0 0.0 0.0 0.0

export profits)
Addenda: US interest expense 11.4 35.0 4.0 0.0 4.0

attributed to exempt
foreign income and
disallowedb

Financial services income (active 93.8 9.6 9.0 7.4 0.3 7.1
and passive)

Corporate earnings before 20.1e 29.1 5.7f 0.0 0.0 0.0 0.0
foreign taxes

Interesta,g

Active income 26.2 6.5 1.7 0.0 0.0 0.0 0.0
Passive income 8.7 5.7 0.5 35.0 3.0 0.1 2.9

Rents, royalties, and license 4.2 0.0 0.0 35.0 1.5 0.0 1.5
feesh

Services incomea,i 2.0 15.0 0.3 0.0 0.0 0.0 0.0
Other incomeg

Active income 24.5 0.0 0.6 0.0 0.0 0.0 0.0
Passive income 8.1 2.5 0.2 35.0 2.8 0.2 2.6

Addenda: US interest expense 19.2 35.0 6.7 0.0 6.7
attributed to exempt
foreign income and
disallowedb

(table continues next page)
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Table 6.9 Hypothetical US income from foreign sources, foreign tax credits, and US tax revenue
under territorial system, 2002 (continued)

Foreign gross Recommended Estimated
income flows tax rates under Tentative foreign Estimated

before foreign territorial US tax tax credit US tax
Category/type taxes paid Rate Amount system liability claimed revenue

Other passive income before 20.3 12.3 2.4 35.0 4.0 2.5k 1.5k

allocated US deductionsj

Passive dividends 9.7 19.6 1.9
Passive interest, rents, royalities, 10.6 11.3 0.5

license fees, services, and other
passive foreign incomes

a. Foreign taxes paid in 2002 on branch income are attributed to interest and services income, prorated according to gross income flows.
b. In 2002 total allocated US deductions were $185 billion (table 7.8). We assume that these deductions were allocated to active income. Of this amount, $32.7 bil-
lion was allocated interest expense. Other than interest expense, US deductions (research, development, and experimentation and G&A) are assumed not to be al-
located to exempt foreign-source income under the territorial system. US interest expense attributed to exempt foreign income could not be deducted as a
business expense for US corporate tax purposes. Hence, under a static calculation, US tax revenue would rise. In practice, however, US-based multinational enter-
prises would rearrange their balance sheets to reduce the amount of nondeductible interest expense.The estimated tax revenue gains from disallowed interest ex-
pense are not included in the totals for estimated US tax revenue on foreign-source income.
c. Reinvested earnings of $110.7 billion (including a gross-up for estimated foreign corporate taxes) are included in this figure.
d. This figure includes $31.9 billion of estimated foreign corporate taxes on retained earnings.
e. Foreign corporate earnings in the financial services sector are assumed to be active income. Reinvested earnings of $8.8 billion (including a gross-up for esti-
mated foreign corporate taxes) are included in this figure.
f. This figure includes $2.3 billion of estimated foreign corporate taxes on retained earnings.
g. Assuming that 75 percent of financial services interest income and other income represents active income and 25 percent represents passive income. This divi-
sion is highly arbitrary.
h. All rents, royalties, and license fees are taxed under the residence principle.
i. All services income is assumed to be active income, even though some passive fee and leasing income are included in this category.
j. Total US allocated deductions for this category of income were $9 billion, leaving $11.3 billion as taxable income.
k. Foreign tax credit claimed and US tax revenue are both estimated.

Sources: Internal Revenue Service, Statistics of Income, Fall 2005, statistical tables for US corporate returns with a foreign tax credit, available at www.irs.gov
(accessed January 8, 2007); Bureau of Economic Analysis, US International Transactions Accounts Data, table 6a (December 2006).
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logically be claimed as a US deduction, a principle stated in IRC section
265. Disallowance of the attributed interest expense implies additional
US revenue—we estimate an additional $10.7 billion in 2002. 

Starting with pretax foreign gross income, whether or not it is repa-
triated, table 6.9 walks through the tax consequences of our recommen-
dations for “active” and “passive” income, distinguishing between types
of income within these broad categories. Before calling out some of the
details, we start with the headline. Perhaps most surprising is that table
6.9 suggests that US tax revenue on foreign-source income would amount
to approximately $24 billion under a territorial system, more than twice
the actual tax collections we calculated under the current system in 2002
(table 6.5). In addition, the United States might have collected a further
$11 billion from disallowed interest expense. This estimate of potential
revenue may well be exaggerated because, as a static calculation, it does
not account for evasive actions by US corporate taxpayers. However, the
calculations support other experts’ expectations that a territorial system
would actually raise revenue on foreign-source income. 

Out of $24 billion of estimated tax revenue, we calculate that $17 bil-
lion is raised from foreign rents, royalties, and license fees, and $7.0 billion
comes from purely passive income. In other words, under the proposed
territorial system, US tax revenues are essentially derived from two types
of foreign-source income: royalties and fees and passive income. The 
reinvested earnings of active corporations do not contribute to higher US
tax revenue. 

Most of the new US tax revenue collected from royalties and fees re-
sults from disallowing the cross crediting of foreign corporate taxes. Be-
cause of this change, US-based MNEs would no longer have a tax
incentive to produce high-technology goods and services abroad rather
than in the United States. We acknowledge that this change would de-
plete the flow of income that currently supports US RD&E activity. Hence
we strongly recommend, as a linked change, that Congress should 
increase the RD&E credit under IRC section 41, or the RD&E deduction
under IRC section 174.
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1
Appendix A1
History of US Taxation of Foreign 
Income of US Corporations 
(Excluding Merchandise Export Income)

This appendix highlights US measures that have affected the taxation of
foreign income earned by US corporations. The entries indicate whether
the change moved the US system toward capital export neutrality (CEN),
national neutrality (NN), or capital import neutrality (CIN), alternative
tax policy doctrines explained in chapter 3. In selected instances, similar
indications are also given for significant tax changes that were proposed
but never enacted. 

Revenue Act of 1894

n Imposed an income tax on US persons, including US corporations, on
income derived “from any source whatever.” (CEN)

The US Supreme Court declared this act unconstitutional in Pollack v.
Farmers Loan and Trust Co., 157 US 429 (1895), but the wide reach of 
US taxation (“from any source whatever”) was repeated in subsequent 
revenue acts.

Revenue Act of 1909

n Federal excise tax of 1 percent imposed on worldwide net income re-
ceived by US corporations in excess of $5,000. (CEN)

n Foreign taxes paid allowed as a deduction in calculating net income.
(NN)

175
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Between the Revenue Act of 1909 and the Revenue Act of 1962, no in-
come from a foreign corporate subsidiary of a US parent corporation—
that is, a controlled foreign corporation (CFC) or foreign corporation
owned more than 50 percent by US shareholders—was subject to US tax-
ation unless the foreign corporate income was paid as dividends to the
US parent or the subsidiary was sold for a capital gain. (Interest, rent,
royalties, and fees that the foreign subsidiary paid to the US parent were
taxed currently.) Insulating retained subsidiary earnings from parent-
company taxation is known as “deferral” (see appendix A3 for a history
of deferral). (CIN)

Income Tax Act of 1913

n Federal income tax of 1 percent imposed on the worldwide net in-
come of US citizens and US corporations. This followed ratification
of the 16th Amendment, which overrode the decision in Pollack v.
Farmers Loan and Trust Co. and permitted the levy of income taxes
without apportionment among the states according to population.
(CEN)

n Foreign taxes paid allowed as a deduction in calculating net income.
(NN)

Revenue Act of 1918

n Credit against US tax liability for foreign taxes paid allowed for for-
eign income, war profits, and excess profits taxes. This provision be-
came known as the “foreign tax credit.” (CEN)

n Corporations allowed to deduct foreign income taxes for which they
did not claim a credit. Corporations have generally preferred to take
a credit rather than a deduction: A credit offsets US tax liability dollar
for dollar, whereas a deduction only reduces the tax base.

n No credit allowed (nor has one ever been) for foreign sales, excise, or
property taxes. Instead, such taxes were allowed as a deduction in
calculating net income, as is generally the practice in foreign coun-
tries. (CIN) 

n Foreign tax credit allowed not only for taxes that the parent corpora-
tion paid directly to foreign governments (e.g., foreign taxes on
branch earnings and foreign taxes withheld on dividends and royal-
ties that foreign firms paid to US corporations), but also for taxes
deemed paid on certain dividend distributions. The deemed-paid
credit applied to corporate taxes on the underlying earnings of a first-
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tier foreign corporate subsidiary in which the US parent held at least
10 percent of the equity. (CEN)

The 1918 formula for calculating the amount of deemed-paid taxes con-
tained technical defects that were corrected in the Revenue Act of 1921.

Revenue Act of 1921

n Limit on the foreign tax credit imposed on an overall basis: The for-
eign tax credit claimed by a US parent corporation in any tax year
could not exceed the US tax liability (before credits) multiplied by the
ratio of net foreign-source income from all countries to net world-
wide income from all sources (see appendix A2 for a history of the
foreign tax credit limitation). (CEN, but with a view to protecting the
US tax base from foreign encroachment)

n Formula for calculating the amount of deemed-paid credit refined to
reflect that dividends could be funded by accumulated profits over a
period of years, not just paid out of current-year earnings.

Revenue Act of 1932

n Foreign tax-credit limitation imposed on the lesser of a per-country
or overall basis. The foreign tax credit could not exceed the overall
limit (set forth in the 1921 act), or a defined amount for each country,
aggregated across all countries from which the US parent corporation
received income through either a foreign corporate subsidiary or an
unincorporated foreign branch, or directly from sources within that
country. The per-country limitation for country A was defined as the
US tax liability before credits multiplied by the ratio of net foreign-
source income from country A to net worldwide income from all
sources. (CEN)

n Section 367 extended nonrecognition-of-income rules under subchap-
ter C to certain “extraordinary” transactions involving foreign corpo-
rations (e.g., the transfer of a parent company’s patent rights to a
foreign subsidiary in exchange for shares in the foreign subsidiary).

It is easy to see why the sum of foreign taxes creditable under the indi-
vidual per-country limit might be smaller than the foreign taxes cred-
itable under the overall limit. A parent company’s operations might be
taxed heavily in country A, and part of that tax would be disallowed as a
credit using the per-country formula. But if that tax and the underlying
income could be averaged, or blended, with lower-taxed income derived
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from country B, all foreign taxes might be credited against US tax liability
using the overall limitation. In special circumstances, however, the over-
all limit might be less favorable to the parent company than the sum of
the per-country limits. For example, if the US parent had branch losses in
country A, but dividends from country B, so that its net foreign-source in-
come from all sources was zero, the overall limit would permit no foreign
tax credit, but the per-country limit would still allow a foreign tax credit
on income from country B.

Revenue Act of 1939

n China Trade Corporation enacted, the first of successive special-
status export corporations.

Revenue Act of 1942

n Western Hemisphere Trade Corporation enacted (see appendix A4),
another special-status export corporation.

Internal Revenue Code of 1954

n Overall limitation on the foreign tax credit repealed, leaving the per-
country limitation as the sole limitation. (CEN)

n Deemed-paid credit extended to second- and third-tier foreign sub-
sidiaries (a second-tier subsidiary is a foreign firm owned by a first-
tier subsidiary; a third-tier subsidiary is defined similarly), provided
a sufficiently large stock holding by each tier in the tier beneath it.
Stock holding requirements were tightened in 1962, 1971, and 1976.
(CEN)

If a US corporation found the per-country limitation on the foreign tax
credit burdensome, it could create a first-tier foreign holding company in
country H. Second-tier subsidiaries in countries A, B, and C then paid
their dividends to H. H then paid a dividend to the US parent. The divi-
dend from H to the US parent was characterized as derived from country
H alone, and thus subject to a single per-country limitation. The H divi-
dend carried the deemed-paid foreign tax credits from A, B, and C,
thereby averaging the tax rates across subsidiaries despite the statutory
per-country limitation.

With the per-country limitation, if a US parent conducted some of its
foreign operations through unincorporated foreign branches, the US par-
ent could claim losses suffered, for example, by a branch in country A as
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a deduction against its US income without reducing its foreign-source in-
come, and hence, the allowable foreign tax credit, on income from
branches or subsidiaries in countries B, C, and D.

Revenue Act of 1958

n Foreign taxes exceeding the applicable limit for the current tax year
(“excess foreign tax credits”) allowed to be carried back two tax years,
and credits still remaining carried forward five tax years; thereafter
any remaining credits would expire unused. (CEN)

This carry-over provision remained in force until 2005 but was then
changed. The American Jobs Creation Act (AJCA) of 2004 reduced the
carry-back period to one year and extended the carry-forward period to
10 years, but the carry-over credits had to be applied to the appropriate
basket of income. 

HR 10087 (1960)

n Overall limitation on the foreign tax credit reenacted as an optional
method. However, once a US corporation elected the overall method,
it could not revert to the per-country method without the permission
of the Internal Revenue Service (IRS).

Revenue Act of 1962

n Subpart F enacted, eliminating deferred taxation of passive foreign-
subsidiary income in situations deemed abusive. These included 

© foreign personal holding company income, e.g., from a tax haven
company closely held by US citizens that earned passive income
in the form of dividends, interest, rents, and royalties;

© foreign base company sales income, e.g., a tax haven company
earning income by purchasing and selling traded goods and deal-
ing with a related corporation. However, a limited preference was
retained for export trade corporations (see appendix A4);

© foreign base company services income, e.g., a tax haven com-
pany providing marketing, engineering, or accounting services
to a related corporation; and

© insurance of US risks. (CEN)
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n A separate foreign tax-credit limitation imposed on passive interest
income. (CEN)

n The 1962 act also provided that US shareholders of CFCs were to be
taxed on other earnings of the corporation to the extent of the corpo-
ration’s investments in US property. Earnings invested in the United
States were taxed to shareholders because Congress believed the
earnings to be substantially equivalent to a dividend paid to them.
(CEN) 

The 1962 act made the first inroads on the CIN principle of deferral, which
had prevailed between 1909 and 1962. The act also marked the first use of
a basket-of-income approach to the foreign tax credit limitation.

Subpart F was enormously complex by the standards of 1962; it con-
tained many “safe harbor” rules and did not reach “active” foreign-source
income. It engendered extensive tax planning but did not alter signifi-
cantly the foreign operations of US firms or increase US tax revenue.

Tax Reform Act of 1969

n Foreign tax credit disallowed for taxes paid on mineral income, no-
tably petroleum and gas income, including refining, transportation,
and marketing, to the extent that the parent firm’s US tax liability
was reduced on account of resource depletion. (CEN)

This was the first in a long series of measures designed to increase US
taxation of foreign oil and gas income derived by US corporations.

Revenue Act of 1971

n Created the domestic international sales corporation (DISC; see ap-
pendix A4).

HR 62 and S 2592 (Burke-Hartke)

n Would have repealed the foreign tax credit for corporations and ter-
minated deferral across the board. First introduced in 1971 and
strongly supported by the American Federation of Labor and Con-
gress of Industrial Organizations (AFL-CIO), they were never en-
acted. US corporations would have been allowed to deduct foreign
taxes in computing net income but would not have been allowed to
claim a foreign tax credit. The US Treasury offered counterproposals
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involving higher taxation of tax haven operations within the frame-
work of subpart F, as well as new taxation of earnings generated by
“runaway plants.” The House version of the bill died in the Ways
and Means Committee. (NN)

In two separate cases, the Court of Claims (Bank of America v. United
States, 459 F.2nd 513, 1972) and the Tax Court (Bank of America v. Commis-
sioner, 61 T.C. 752, 1974) held that foreign taxes on gross income and re-
ceipts were not net income or profit taxes and thus not creditable under 
US law.

Although not enacted, the Tax Reform Bill of 1974 emerged from the
House Ways and Means Committee with several features that would have
tightened the taxation of foreign-source income:

n The per-country limitation would have been repealed, leaving the
overall limitation as the mandatory method and curbing the deduc-
tion of foreign branch losses against US income.

n The foreign tax credit on oil and gas income would have been lim-
ited. (NN)

n Subpart F would have been tightened, eliminating a safe harbor re-
lating to minimum distributions of subpart F income by ending de-
ferral of shipping income and other technical changes. Currently, if a
minimum proportion of subpart F income is distributed, the undis-
tributed remainder can still be deferred. (CEN)

Several of these features emerged in tax legislation passed in 1975 and
1976.

Tax Reduction Act of 1975

n Foreign income taxes paid on foreign oil and gas extraction income
qualified as creditable taxes only to the extent that they not exceed
foreign income multiplied by the US corporate tax rate (then 48 per-
cent) plus 2 percent, or a maximum of 50 percent. Taxes in excess of
this amount could be carried over, but to the extent the carry-overs
are unused, they were neither creditable nor deductible. (CEN)

n New basket of income created for foreign oil-related income to pre-
vent attribution of foreign taxes on oil-related income to other types
of income through a holding company or otherwise. (CEN)

n Recapture rule enacted for foreign oil-related losses. Once a foreign
branch loss was claimed as a deduction against US income, future
foreign oil-related income was redesignated as US-source income to
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the extent necessary to recapture the tax benefit created by the prior
loss. (CEN, on the argument that the United States generally limits
corporate tax deductions to the amount of business income subject to
US tax)

n Subpart F amended to end deferral for shipping income earned by a
foreign subsidiary of a US parent corporation, to the extent that the
income was not reinvested in shipping operations. (CEN) 

n Safe-harbor minimum distribution rules of subpart F repealed. Defer-
ral was thereby totally ended for passive income earned in tax haven
countries. However, active income, including manufacturing income,
earned in low-tax countries could still be deferred. 

Tightening subpart F had an attenuated effect, as many US corporations,
including some financial institutions, were beginning to generate excess
foreign tax credits because of rising foreign tax rates. The excess foreign
tax credits could shield erstwhile undistributed subpart F income (even
though it became deemed distributed) from current US taxation.

Tax Reform Act of 1976

n Per-country limitation on the foreign tax credit repealed, leaving the
overall limitation as the mandatory method. However, separate 
basket-of-income limitations were retained for passive interest in-
come and oil-related income. (CEN) 

n General recapture rule adopted: If a foreign loss had previously re-
duced US tax on US operations, then subsequent foreign-source in-
come was redesignated as US-source income to “restore” the US tax
base. However, there was no symmetrical rule for US losses that pre-
viously reduced a firm’s ability to utilize its foreign tax credits. (CEN,
following the argument applied to the recapture provision for oil in
the 1975 act)

n For foreign oil and gas extraction income, foreign tax credit limited to
the US corporate rate (then 48 percent) rather than the corporate tax
rate plus 2 percent, as in the 1975 act. As of 2007, the applicable ex-
traction limit is 35 percent. (CEN)

n Foreign tax credits denied to companies that participated in an inter-
national boycott, but only for taxes paid to the boycotting countries.
Deferral was also terminated for income earned in boycotting coun-
tries. These provisions were a response to the Arab League’s boy-
cott of Israel, marking the first important occasion in which the 
taxation of foreign income was used as an economic sanction. On
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earlier occasions, foreign taxation had been used as an incentive to
promote certain goals, e.g., through the Western Hemisphere Trade
Corporation.

n By a close Senate vote (47–43), deferral was not terminated across the
board. In a 1978 Senate vote, deferral was again preserved, this time
by a wide margin (61–17). (CIN)

n Section 367 amended to require recognition of gain upon the out-
bound transfer of intellectual property rights to a foreign subsidiary. 

Treasury Regulations under Section 861

n After many years of internal debate, Treasury regulations issued that
set forth rules for allocating and apportioning research and develop-
ment (R&D), general and administrative (G&A), and interest ex-
penses; state taxes; and miscellaneous deductions to foreign-source
income (see appendix A8). In many cases, the new rules resulted in
the attribution of more deductions to gross foreign-source income;
consequently, they reduced the foreign tax credit limit and resulted in
the denial of foreign tax credits (technically, the creation of excess for-
eign tax credits). 

Congressional legislation subsequently suspended the R&D allocation
and apportionment rules. The interest allocation rules were tightened by
the Tax Reform Act of 1986 and liberalized by the AJCA of 2004.

IRS Revenue Rulings 78-61, 78-62, and 78-63

n Tests set forth by the IRS for a foreign tax to qualify as a creditable in-
come tax. These revenue rulings were anticipated by revenue rulings
on Indonesian petroleum taxes. The gain on which the foreign tax
was levied had to be realized in the US sense of realization of income,
and the foreign tax had to be designed to reach net gain and imposed
on the receipt of income rather than on transactions, sales, or the priv-
ilege of doing business. (CEN)

These revenue rulings, which questioned the creditability of many for-
eign oil and gas taxes, were refined and codified in subsequent tempo-
rary and proposed Treasury regulations issued by the Carter
administration. However, final Treasury regulations issued by the Rea-
gan administration allowed the splitting of foreign charges between tax
and nontax amounts. The tax amounts could be claimed as foreign tax
credits; the nontax amounts could be deducted.
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Economic Recovery Tax Act of 1981

n No significant foreign provisions enacted, but extensive tax cuts laid
the groundwork for subsequent attempts to find new revenue else-
where, including new taxation of foreign-source income. These ef-
forts flowered in the Tax Reform Act of 1986.

n Termination of deferral for foreign oil-related income debated and 
rejected. (CIN)

Tax Equity and Fiscal Responsibility Act of 1982

n For oil and gas operations, separate limitation for oil-related income
repealed. In addition, in determining the limit on foreign oil and gas
extraction taxes, oil and gas extraction losses incurred in one foreign
country had to be offset against foreign extraction income regardless
of where earned. (CEN)

n Deferral terminated for certain foreign base company oil-related in-
come, such as refining, transportation, and marketing, by enumerat-
ing such income under subpart F. (CEN)

Tax Reform Act of 1984

n Section 367(d) introduced, governing outbound transfers of intangi-
ble property, such as patents, copyrights, trademarks, and trade se-
crets. Instead of recognition of all gain upon transfer, required by the
Tax Reform Act of 1976, the transfer of intangible property to a for-
eign corporation was treated as giving rise to a stream of royalty pay-
ments over its useful life.

Deficit Reduction Act of 1984

n Replaced the domestic international sales corporation with the for-
eign sales corporation (FSC; see appendix A4).

Tax Reform for Fairness, Simplicity, and
Economic Growth (Treasury I, 1984)

n Eventually led to the Tax Reform Act of 1986. In this wide-ranging set
of tax reform proposals, Treasury I proposed to replace the overall
limitation on the foreign tax credit with a per-country limitation
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(CEN), and proposed a partial integration of corporate and share-
holder taxation by allowing a 50 percent deduction, at the corporate
level, for dividends paid.

The President’s Tax Proposals to the Congress
for Fairness, Growth, and Simplicity 
(Treasury II, 1985)

n More refined set of wide-ranging tax reform proposals moving to-
ward the Tax Reform Act of 1986. Among its provisions, Treasury II,
like Treasury I, proposed to replace the overall limitation with the
per-country limitation. It also limited the scope of proposed corpo-
rate and shareholder tax integration to a 10 percent deduction for
dividends paid.

Tax Reform Act of 1986

n Significantly reduced the foreign tax credit and terminated deferral
for additional categories of income, driven by the need to ensure a
revenue-neutral act.

n Instead of adopting the Treasury I and II proposals for a per-country
limitation on the foreign tax credit, existing passive interest basket of
income for foreign tax credit limitation purposes expanded and new
baskets of income created, resulting in the following list of baskets of
income, each with its own foreign tax credit limitation: 

© interest income subject to high foreign withholding taxes;

© financial services income (i.e., income derived from the active
conduct of banking, insurance, or financing of business);

© shipping income;

© dividends from each noncontrolled section 902 corporation (a sec-
tion 902 corporation is a foreign corporation in which the US cor-
poration holds at least a 10 percent share; a noncontrolled foreign
corporation is one not controlled by US shareholders; these are
sometimes called 10/50 corporations because they are owned not
less than 10 percent nor more than 50 percent by US shareholders); 

© passive income, including interest income subject to low foreign
withholding taxes, dividends, royalties and fees, and all gains
from the sale of foreign corporate stock—except to the extent
those gains are treated as a dividend;

© DISC dividends;
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© FSC taxable income attributable to foreign trade income; and

© distributions from an FSC to its parent corporation.

All other foreign-source income fell in the “general limitation” basket
of income, which thus included dividends paid to the US parent by
foreign manufacturing subsidiaries as well as foreign-source export
income (including the US parent’s share of foreign-source income de-
rived through FSC exports). (CEN)

n Special 34 percent of income limit retained on the foreign tax credit
for foreign oil and gas extraction income.

n Special “look-through” rules enacted so that income earned by first-,
second-, and lower-tier subsidiaries retained original character, even
when passed up the corporate chain as dividends, interest, rents, or
royalties.

n Deferral terminated for all banking and third-country insurance income
by bringing these types of income within subpart F. Banking and insur-
ance income earned in low-tax jurisdictions would be taxed currently
by the United States, placing US financial institutions at a competitive
disadvantage relative to their European and Japanese counterparts.
(CEN) This provision was amended by the Taxpayer Relief Act of 1997,
so that financial service income is generally not taxed currently. (CIN)

n Reinvestment exception to the termination of deferral for shipping
income repealed. Other safe harbor provisions of subpart F were abol-
ished. (CEN)

n Source-of-income rules significantly altered, affecting the foreign tax
credit limitation and the taxation of the US income of foreign corpo-
rations (see appendix A6).

n Interest expense of any member of an affiliated group apportioned
between US- and foreign-source income on a group-wide basis, pro-
rated according to the US and foreign assets of the entire group. How-
ever, the interest expense of foreign subsidiaries was not accounted
for in the apportionment (see appendix A8).

n Income from section 367(d) transactions commensurate with the in-
come attributable to the intangible property (see appendix A9).

Omnibus Budget Reconciliation Act (OBRA) 
of 1986

n Foreign tax credit disallowed altogether for taxes imposed by coun-
tries not recognized by the United States and by countries that sup-
port terrorism.
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OBRA 1993 

n New significant antideferral provision added to the Internal Revenue
Code (IRC, section 956A) subjecting accumulated active business
profits of CFCs that were not reinvested in active business assets (ex-
cess passive assets) to current US taxation. (CEN)

The legislative history of OBRA 1993 suggests that Congress understood
that exceptions to the subpart F rules for active business operations of a
CFC were justified because US-owned businesses abroad had to remain
competitive with their foreign counterparts. However, Congress felt that
deferring US tax on accumulated active business profits was unnecessary
to maintain competitiveness for US-owned businesses. Section 956A was
repealed in 1996 (see below).

Small Business Job Protection Act of 1996

n Repealed section 956A (effective for tax years starting after 1996) af-
ter Congress found that the law provided incentives for CFCs to make
foreign investments, enter into transactions, and engage in reorgani-
zations to avoid application of the provision. On the whole, these
avoidance techniques discouraged investment in the United States.
(CIN)

n Changed the rules relating to the constructive dividend treatment of 
earnings invested in US property (see Revenue Act of 1962 above and 
appendix A3).

Taxpayer Relief Act of 1997

n Extended the definition of foreign personal holding company income
to additional categories, such as payments in lieu of dividends made
in certain loan transactions, income from notional principal contracts,
and gain recognized by a CFC on the sale or exchange of stock in an-
other foreign corporation. (CEN)

n Eliminated the requirement that the foreign tax credit limitation be
computed based on a separate basket for dividends from each 10/50
corporation for earnings and profits (E&P) accumulated in post-2002
tax years (see appendix A2). (CIN)

n Added section 954(h), which generally excludes (on a temporary basis)
financial institution income earned abroad from subpart F. (CIN) Sub-
sequent legislation has extended this relief provision several times. 
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Treasury Proposed Regulations 1999 
(Hybrid Entities)

In 1998 the Treasury published two notices (98-11 and 98-35) and issued
proposed regulations to deal with hybrid entities (i.e., entities treated as
separate taxable entities under foreign law but as pass-through entities for
US tax law purposes). Those entities have been widely used to avoid sub-
part F. The Treasury focused renewed attention on the policy rationale un-
derlying the current structure of subpart F, including CEN theory. (CEN)

Hybrid arrangements generally entail deductible payments to reduce
the taxable income of a CFC under foreign law, thereby reducing the
CFC’s foreign tax. Moreover, under foreign law, hybrid arrangements cre-
ate another entity to receive the deductible payments, which are low-
taxed, passive income of the type to which subpart F was intended to
apply. However, because of the entities’ structure, this income is not taxed
by the United States under subpart F. 

The 1998 proposed regulations were severely criticized on various
procedural and substantive grounds and replaced in 1999 by new pro-
posed regulations. Under the new proposed regulations, payments re-
ceived by a CFC from a hybrid branch would be recharacterized as
subpart F income if certain conditions are met (see appendix A3). As of
July 2007, the proposed regulations have not been issued in final form.

FSC Repeal and Extraterritorial Income
Exclusion Act of 2000

In November 2000 as a result of the World Trade Organization (WTO) hold-
ing that the FSC was a prohibited export subsidy, Congress repealed the
FSC structure and replaced it with the Extraterritorial Income Exclusion
(ETI) Act, which phased-out the benefits of the FSC (see appendix A4).

The ETI Act adopted a partial territorial system, providing some relief
from double taxation for both exports and foreign production. However, to
use the territorial method, corporate taxpayers had to renounce their for-
eign tax credits with respect to the same earnings. The WTO Appellate
Body found the ETI system to be an export subsidy in January 2002.

AJCA of 2004

n ETI for transactions entered into after December 31, 2004 repealed in
response to the decision of the WTO Appellate Body in 2002, subject
to a phase-out and phases in a 9 percent deduction for domestic man-
ufacturing activities as a replacement for the ETI regime. As a result,
in 2010 the US corporate income tax rate on domestic manufacturing

188 US TAXATION OF FOREIGN INCOME

1393.app_A.qxd  9/12/07  12:42 PM  Page 188



activity will be 31.85 percent, compared with the general corporate
rate (also applied to foreign-source income) of 35 percent.

n Aimed to stop abusive corporate inversion transactions by defining
two different types of corporate inversion transactions and establish-
ing different adverse tax consequences for each type (see appendix
A5). (CEN)

n Corporate taxpayers provided with a one-year window to make an
election to claim a deduction equal to 85 percent of “cash dividends”
in excess of a base-period amount received from CFCs if the divi-
dends were invested in the United States under a proper domestic
reinvestment plan, as approved by a top officer and the board of di-
rectors. (CIN) The resulting statutory tax rate on repatriated divi-
dends in 2005 was 5.25 percent.

n Foreign personal holding company and foreign investment company
regimes repealed, as the passive income in question is taxed under
subpart F. Subpart F expanded to include certain income under per-
sonal service contracts.

n Gains or losses arising out of a commodity hedging transaction no
longer included in foreign personal holding company income taxed
under subpart F if the transaction satisfied the general definition of a
hedging transaction under section 1221(b)(2).

n Subpart F look-through treatment extended to gain from selling part-
nership interests by a CFC. Exceptions under subpart F modified for
“active financing income.”

n Foreign tax credit (FTC) baskets reduced from nine to two (passive and
general limitation) for tax years beginning after December 31, 2006,
making it easier for US multinationals to cross credit foreign income tax
from different sources or countries and reducing complexity. (CIN)

n Interest apportionment rules reformed for the first tax year beginning
after December 31, 2008 so that fewer interest deductions are alloca-
ble against foreign-source income. (CIN)

n FTC carry-forward extended from five to ten years, reducing the ten-
dency of companies to make business decisions based on expiring
FTCs and reducing the carry-back period to one year. (CIN)

n 90 percent limitation applicable to the FTC removed for alternative
minimum tax purposes. 

n Recapture of overall domestic losses allowed, increasing foreign tax
credits similar to the current procedure for recapturing overall for-
eign losses under section 904(f). (CIN)
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n Look-through rules applied to all dividends from 10/50 companies
under section 902, regardless of when companies accumulated earn-
ings. (CEN)

n Section 902 and 960 deemed-paid foreign tax credits allowed to flow
through to domestic and foreign partnerships. (CIN)

n Disallowance of foreign tax credits expanded under section 901(k) to
include credits for gross-basis foreign withholding taxes for any item
of income or gain from property if the taxpayer that receives the in-
come or gain has not held the property for more than a certain mini-
mum amount of days. (CEN)

Tax Increase Prevention and 
Reconciliation Act of 2005

n New section 954(c)(6) enacted that narrows the definition of “Foreign
Personal Holding Company Income” by providing look-through
treatment for certain payments between related CFCs (sunsets in
2009). See appendix A3 for more details. (CIN)
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1
Appendix A2
History of US Foreign Tax 
Credit Limitations

191

Period Rule in effect

1913–17 No foreign tax credit.

1918–20 No limitation.

1921–31 Overall limitation.

1932–53 Lesser of overall or per-country limitation.

1954–60 Per-country limitation; introduction of carry-over of excess
foreign tax credits.

1961–75 Either overall or per-country limitation, at the taxpayer’s
election. Separate limitations established for types of
income normally taxed by foreign countries either at very
low rates or at very high rates.

n 1963–75: Passive interest income (generally low foreign
taxes).

n 1972–75: Domestic international sales corporation
(DISC) dividends (generally low foreign taxes).

n 1975: Oil-related income; limit on creditable amount of
foreign taxes on extraction income (generally high
foreign taxes).

1976–86 Overall limitation; foreign-source losses subject to recapture;
limit on amount of foreign tax credit for extraction income.

(timeline continues next page)
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Period Rule in effect

1976–86 Though overall limitation was the general rule, separate
limitations maintained for types of income characteristically
taxed abroad at very low or very high rates.

n 1976–86: Passive interest income and DISC dividends.

n 1976–82: Oil-related income.

n 1985–86: Foreign sales corporation (FSC) taxable income
attributable to foreign trade income; distributions from
an FSC attributable to foreign trade income or qualified
interest and carrying charges.

1987 Overall foreign-source losses subject to recapture; continued
limit on amount of foreign tax credit for extraction income.
Separate limitations for

n interest income subject to high foreign withholding
taxes;

n financial services income;

n shipping income;

n dividends from each noncontrolled section 902
corporation;

n passive income;

n DISC dividends;

n FSC taxable income attributable to foreign trade income;

n distributions from an FSC attributable to foreign trade
income or qualified interest and carrying charges; and

n other income (i.e., general limitation basket of income).

In addition, no foreign tax credit allowed for taxes paid to
countries participating in an international boycott (e.g.,
Syria), or that are not recognized by the US government
(e.g., Angola at the time), or that support international
terrorism (e.g., Iran).

1988 Foreign tax credit also disallowed for taxes paid to 
South Africa.
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Period Rule in effect

1993 Revenue Reconciliation Act of 1993 removes passive
income from the definition of foreign oil and gas extraction
income (FOGEI) and shipping income, placing it in the
passive basket for foreign tax credit purposes.

1994 Treasury issues regulations (TD 8556) regarding the
calculation of the foreign tax credit limitation under section
904 for taxpayers operating in countries with a hyper-
inflationary currency.

1997 Taxpayer Relief Act of 1997 changes the foreign tax 
credit regime:

n De minimis rule for an individual taxpayer: individual
taxpayers exempted from foreign tax credit limitation
with creditable foreign taxes of no more than $300 for
the tax year, no foreign gross income other than
qualified passive income, and if taxpayer elects to have
this de minimis rule apply.

n Dividends paid by a 10/50 corporation: eliminates
requirement that foreign tax credit limitation be
computed based on a separate basket for dividends
from each 10/50 corporation (i.e., a foreign corporation
in which the taxpayer owns at least 10 percent of the
voting stock and is not a controlled foreign corporation).
Instead, dividends paid by all the taxpayer’s 10/50
corporations out of earnings and profits accumulated in
post-2002 tax years (post-2002 earnings) generally
treated as income in a single separate basket.

n Minimum holding period for certain taxes on dividends:
new provision, section 901(k), provides that a US
shareholder may not claim foreign tax credit for foreign
withholding taxes imposed on dividends from a
corporation or regulated investment company if the
shareholder has not held the stock for a certain
minimum number of days.

1998 Notice 98-5: Treasury announced that it would issue
regulations and use other principles of existing law to
disallow foreign tax credits in “a variety of abusive tax-
motivated transactions with a purpose of acquiring or 
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Period Rule in effect

1998 generating foreign tax credits that can be used to shelter
low-taxed foreign-source income form residual US tax.”
The transactions targeted by the notice involved
transactions “structured to yield little or no economic
profit relative to the expected US tax benefits,” including
transactions involving either: (1) the acquisition of an 
asset that generates an income stream subject to foreign
withholding tax or (2) effective duplication of tax 
benefits through the use of certain structures designed 
to exploit inconsistencies between US and foreign 
tax laws.

1999 Internal Revenue Service (IRS) successfully litigates two
cases asserting that the taxpayer’s foreign tax credits
should be disallowed because the underlying transactions
giving rise to the credits produced no economic profit
apart from the tax savings generated by the foreign tax
credit and, therefore, lacked economic substance (Compaq,
IES Industries). In 2001, however, circuit courts reversed
the tax court’s decisions in both cases.

2001 Treasury issues regulations (TD 8916) regarding the
apportionment and computation of certain aspects of
section 904(d) foreign tax credit limitation.

2005 American Jobs Creation Act of 2004: 

n reforms interest apportionment rules for the first 
tax year beginning after December 31, 2008, so that
fewer interest deductions are allocable against foreign-
source income;

n reduces the number of foreign tax credit baskets from
nine to two (passive and residual or “general limitation”
basket) for tax years beginning after December 31, 2006,
making it easier for US multinationals to cross credit
foreign income tax from different sources or countries
and reducing complexity;

n extends FTC carry-forward from 5 to 10 years, thereby
reducing companies’ tendency to make business
decisions based on expiring FTCs. Also reduces the
carry-back period to one year;
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Period Rule in effect

n removes the 90 percent limitation applicable to the FTC
for alternative minimum tax (AMT) purposes;

n allows recapture of overall domestic losses, thereby
increasing FTCs, analogous to the current procedure of
recapturing overall foreign losses under section 904(f);

n applies look-through rules to all dividends from 10/50
companies under section 902, regardless of when
companies accumulated earnings;

n allows sections 902 and 960 deemed-paid FTCs to flow
through domestic and foreign partnerships; and

n expands the disallowance of FTCs under section 901(k)
to include credits for gross-basis foreign withholding
taxes for any item of income or gain from property if the
taxpayer receiving the income or gain has not held the
property for more than a certain minimum number 
of days.

2006 New regulations were proposed (REG-124152-06), which
provide guidance relating to the determination of who is
considered to pay a foreign tax for purposes of sections 901
and 903.

The IRS finalized regulations under section 704 dealing
with the foreign tax credit in a partnership context (TD 9292). 

2007 New regulations were proposed (REG-156779-06), which
would disallow foreign tax credits for foreign taxes
purportedly paid in connection with certain artificially
engineered, highly structured transactions involving
passive income that entail as “noncompulsory” tax
payments, and thus are not eligible for the foreign tax
credit. Generally, the guidance targets cross-border
borrowing, lending, and asset holding transactions
designed specifically to garner inappropriate foreign tax
credits for US taxpayers. The IRS set out six detailed
technical conditions that a transaction must meet in order
to fall into the inappropriate category. However, the IRS
reserved the right to pursue “substantially similar” deals
that may not meet all six tests.
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1
Appendix A3
History of US Deferral of Current Taxation 
of Controlled Foreign Corporations

Period Rule in effect

1913–62 Full deferral.

1963–75 Full deferral except income characterized as passive
income under subpart F:

n designated passive income (interest, dividends, rents,
and royalties);

n foreign base company sales and services income (e.g.,
income earned by a tax haven sales subsidiary); and

n income from the insurance of US risks.

1976–82 Full deferral except above categories, plus shipping income
in excess of the increase in qualified shipping investments
and income derived from a country participating in an
international boycott.

1983–86 Full deferral except above categories, plus foreign oil-
related income.

1987 Full deferral except

n a broad range of passive income;

n foreign base company sales income;

n foreign base company services income;
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Period Rule in effect

1987 n shipping income whether or not reinvested in 
shipping operations;

n oil-related income;

n income derived in the conduct of a banking, financing,
or similar business (this provision is effectively repealed
by the Tax Relief Act of 1997);

n investment income derived in the conduct of an
insurance business;

n income from the insurance of all risks (not only US risks)
outside the country of incorporation of the CFC; and

n income derived in foreign countries that participate in
an international boycott, that are not recognized by the
US government, or that support international terrorism.

1988 Full deferral except for above categories, plus income
derived in South Africa.

1991 Congressional proposal to abolish deferral for all CFCs
fails (see appendix A1).

1993 n New legislation (section 956A) restricting the benefits of
deferral for undistributed earnings that are not
reinvested in active business assets by requiring the
deemed repatriation of a portion of the untaxed profits
of a CFC with “excess passive assets.” Section 956A
repealed in 1996 after Congress found that it provided
incentives for CFCs to make investments, enter into
transactions, and engage in reorganizations to avoid
application of the provision.

n Treasury report on international tax reform discusses,
among other issues, various options for simplification of
subpart F rules.

1996 Congressional changes in rules relating to the constructive
dividend treatment of earnings invested in US property.
Under these rules, if any CFC invested its accumulated
earnings that were not subpart F income in enumerated
types of US property and effective repatriation of the
earnings to the United States occurred, the transaction was
treated as a constructive dividend. The modifications were
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Period Rule in effect

1996 intended to improve the mechanical operation of the
provisions but did not alter the basic purpose or scope of
the rules. 

1997 Congressional extension of the definition of a “foreign
personal holding company income”—which is subject to
current US taxation without the benefit of deferral—to
additional categories, such as payments in lieu of
dividends made in certain securities-lending transactions,
income from notional principal contracts, and gain
recognized by a CFC on the sale or exchange of stock in
another foreign corporation. Congress effectively repealed
the application of subpart F to financial institutions earning
income abroad.

1998 Exceptions to the definition of foreign personal holding
company income broadened (1998, 1999, 2002, 2004) for
certain income derived from the active conduct of
banking, financing, or similar business by a CFC
predominantly engaged in the active conduct of such a
business. In addition, a special exception is enacted for
income received from an unrelated person and derived
from specified investments made by a qualified 
insurance company.

1999 Internal Revenue Service proposed regulations dealing
with hybrid entities used to avoid subpart F. A hybrid
entity is one treated as a separate taxable entity under
foreign law but as a pass-through entity for US tax law
purposes. As of July 2007 the proposed regulations have
not been issued in final form. Under the proposed
regulations, payments received by a CFC from a hybrid
branch would be recharacterized as subpart F income
under three conditions:

n A hybrid branch payment was made between a CFC
and the hybrid branch of a related CFC.

n The hybrid branch payment reduced foreign tax.

n The hybrid branch payment fell within the definition of
foreign personal holding company income if the payer
was a separate CFC created or organized in the
jurisdiction where foreign tax is reduced. 
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Period Rule in effect

2000 Policy study published by Treasury regarding deferral of
CFC income: 

n Considers options for reforming or replacing the
subpart F regime, including the following options:

© repeal of deferral altogether;

© repeal of deferral subjecting foreign-source income
to a lower rate of tax; and

© retain current subpart F, but end foreign-to-foreign
related party rules and replace them with an
effective tax rate test.

n Discusses challenges to subpart F rules created by
growth of services income and electronic commerce (see
appendix E).

n No specific recommendations to reform or replace
subpart F.

2004 American Jobs Creation Act of 2004 (PL 108-357): 

n repeals subpart F rules relating to foreign base company
shipping income;

n provides that foreign personal holding company income
does not include gains or losses arising out of a
commodity-hedging transaction if the transaction
satisfies the general definition of a hedging transaction
under section 1221(b)(2);

n extends subpart F look-through treatment to gains
derived from the sale of a partnership interest by a CFC;

n repeals the foreign personal holding company and
foreign investment company regimes, as subject matter
covered under subpart F; expands subpart F to include
income derived under personal service contracts;

n precludes section 956 constructive dividend treatment
when CFCs invest earnings in securities that they hold
as dealers and obligations acquired from a US person
that is not a domestic corporation or a US shareholder
of the CFC or a partnership;
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Period Rule in effect

2004 n provides corporate taxpayers with a one-year window
to elect to claim a deduction equal to 85 percent of “cash
dividends” in excess of a base-period amount received
from CFCs if dividends are invested in the United States
under a proper domestic reinvestment plan approved by
a top officer and the board or directors; and

n modifies the exceptions under subpart F for active
financing income.

2005 The President’s Advisory Panel on Federal Tax Reform
issues a report recommending two alternative options to
reform the Internal Revenue Code. The primary
international proposals under the first option are

n adopting a territorial method for taxing active foreign
income, pursuant to which (i) dividends paid by a
foreign affiliate (a branch or a controlled foreign
subsidiary) out of active foreign earnings would not be
subject to corporate level tax in the United States and
(ii) payments from a foreign affiliate that are deductible
abroad, such as royalties and interest, would generally
be taxed in the United States;

n providing that expenses incurred in the United States 
to generate exempt foreign income would not be
deductible against taxable income in the 
United States;

n taxing in the United States, on a current basis, foreign
passive income generated by foreign assets that can be
easily relocated to take advantage of US tax rules;

n devoting additional resources to transfer pricing
enforcement; and

n under the second option to reform the Internal Revenue
Code, imposing a flat tax on all business cash flow,
defined as sales or receipts less the cost of materials,
labor services, and purchases of business assets.
International transactions would be taxed on a
destination basis. The cash flow would be rebated on
exports, and imports could not be deducted from 
cash flow. 
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Period Rule in effect

2006 Tax Increase Prevention and Reconciliation Act of 2005
adds Section 954(c)(6) to the Code that provides for certain
look-through treatment for some payments made by CFCs
to related CFCs. Under the new look-through rules,
dividends, interest, rents, and royalties received or accrued
by a CFC from related CFCs attributable to non-subpart F
income of the payer CFC will not be treated as subpart F
income to the recipient CFC. By enacting this Section,
Congress took a major step toward permitting deferral for
most active earnings of CFCs. Section 954(c)(6) applies,
however, only to taxable years of foreign corporations
beginning after December 31, 2005, and before January 1,
2009, and to taxable years of US shareholders with or
within which such taxable years of the foreign
corporations’ end (as of July 2007, it is not clear whether
Congress will extend the application of Section beyond
year 2008).
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1
Appendix A4
History of US Taxation of Merchandise
Export Income

US taxation of merchandise export income has been colored by two re-
curring questions. First, to what extent should export profits be regarded
as having their source in the exporting country, and to what extent should
they be “sourced” in the importing country? Second, to what extent
should export profits be taxed at a lower statutory rate than profits earned
on domestic income?

Revenue Act of 1918

n Net income derived from exports was sourced where the sale of ex-
port goods occurred. The place of sale was ordinarily considered to
be the location where the marketing activity took place. Hence

© all profits that US corporations earned from the production of
export goods in the United States and their sale abroad were
deemed foreign-source income; and

© all profits that foreign corporations earned from the production
of export goods abroad and their sale in the United States were
deemed US-source income.

The foreign-source income of a US corporation was subject to US taxation
but was eligible for the foreign tax credit. The foreign-source income of a
foreign corporation was not subject to US taxation.
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Revenue Act of 1921 and 1922 Regulations

n The 1921 act established a new source rule for foreign corporations 
engaged in exporting to or importing from the United States. In-
come earned through exporting and importing was to be divided 
between US-source income and foreign-source income as prescribed by
Treasury regulations.

n The 1922 Treasury regulations established two apportionment formulas:

© Under the first formula, if the corporation could establish an in-
dependent factory price (IFP), and if the selling branch was lo-
cated in a country other than the place of manufacture, then the
IFP would determine the amount of export income sourced in
each country. For example, if a widget cost $10 to make in a fac-
tory located in country A, and if the IFP was $13, and if the
widget was sold by the selling branch in country B for $15, then
$3 of export income ($13 minus $10) would be sourced in coun-
try A and $2 ($15 minus $13) would be sourced in country B.

© Under the second formula, if the foreign corporation did not es-
tablish an IFP, export profits would be apportioned between the
exporting country and the importing country on the basis of
property (manufacturing assets located in the exporting country)
and sales (located in the importing country).

n The House of Representatives passed a provision to create a special
foreign trade corporation that would be exempt from US taxation of
its foreign-source export income. The provision failed in the Senate.

Revenue Act of 1939

n China Trade Corporation established. This was the first of several
statutory corporations designed to encourage US exports by taxing
export profits at a lower rate.

Revenue Act of 1942

n Western Hemisphere Trade Corporation (WHTC) created. A qualify-
ing WHTC (95 percent of income from foreign sources, all within the
Western Hemisphere) was entitled to a special deduction: Whereas
the general corporate rate was 48 percent, with the deduction, WHTC
income was taxed at 34 percent.

The WHTC was repealed in 1976 for tax years beginning in 1979.
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Internal Revenue Code of 1954 
and 1957 Regulations

n Coverage of the 1922 regulations was extended to US as well as for-
eign corporations.

n Formulas 1 and 2 of the 1922 regulations were carried over in the 1957
regulations as “examples” 1 and 2.

n The “passage-of-title” test replaced the marketing activity test of 
the 1918 act. Sales were deemed to be located in the country where 
title to goods passed, whether or not any marketing activity took
place there.

n In example 2 of the 1957 regulations, the apportionment formula that
applied in the absence of an IFP was spelled out. One-half of export
net income was sourced according to property values and one-half
according to sales location. For example, if a US corporation manu-
factured a widget for $200 and sold it for $240, and if title passed in
Switzerland, then $20 of export income was sourced in the United
States (half of the difference between $240 and $200) based on man-
ufacturing assets and $20 was sourced in Switzerland based on 
sales location.

As US corporate tax rates dropped in the 1980s relative to foreign corpo-
rate tax rates, the foreign-source income designation became more impor-
tant. Using the overall foreign tax credit limitation, a US corporation
could use excess foreign tax credits generated on foreign operations to
shield foreign-source export income (which foreign countries usually
taxed lightly if at all) from US taxation.

Revenue Act of 1962

n Export trade corporation (ETC) created to soften the impact of sub-
part F on US exports. A US parent could exclude from its own 
gross income the foreign base company income generated by an 
ETC that met several tests: 75 percent of ETC gross income had to be
export trade income and 90 percent of ETC gross income from 
foreign sources; the excluded income could not exceed 150 percent
of export promotion expenses or 10 percent of gross receipts,
whichever was less; and the income had to be invested in export
trade assets (inventory, physical facilities, etc.). The ETC has been lit-
tle used because of these restrictive tests, but the provisions remain
in force.
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Revenue Act of 1971

n The Domestic International Sales Corporation (DISC) was created to
lighten the tax burden on US exports. Key provisions included 
the following:

© One-half of net export income (combined taxable income) could
be allocated to the DISC and one-half to the US parent corpora-
tion. Other allocation rules were permissible but were used 
less frequently. 

© One-half of a DISC’s income was deemed distributed to its par-
ent corporation. Tax was deferred on the undistributed half.
When the DISC was terminated in 1984, all deferred taxation of
DISC income was forgiven.

© The normal corporate tax rate at the time was 48 percent,
whereas the tax rate on export earnings was 36 percent: 50 per-
cent of export income was taxed at 48 percent; 25 percent of DISC
income was deemed distributed to the parent and taxed at 48
percent; the 25 percent of DISC income not distributed was not
taxed; {[0.5 3 0.48] 1 [0.25 3 0.48] 1 [0.25 3 0.0] 5 0.36}.

Although DISC income was deemed foreign-source income, it was put in
its own “basket of income” and could not be used to absorb excess for-
eign tax credits on other income. Because of this limitation on the use of
excess foreign tax credits, some firms found it more advantageous to ex-
port directly rather than though a DISC, thereby sourcing income on the
basis of the 50/50 rule, which permitted them to shield the foreign-source
export income—roughly 50 percent of total export profits—from US taxa-
tion by using their excess foreign tax credits.

DISC benefits were scaled back starting with the Tax Reduction Act
of 1975. Benefits were concentrated on firms with rapidly growing ex-
ports by an incremental rule that limited benefits on base-period exports
but allowed full benefits for additional exports.

Deficit Reduction Act of 1984

n The Foreign Sales Corporation (FSC) essentially repealed and re-
placed the DISC, bringing the US tax treatment of export income into
harmony with the General Agreement on Tariffs and Trade (GATT).
However, small exporters—those with under $10 million of DISC 
income—could still use a DISC, but had to pay an interest charge on
deferred taxes. Key provisions of the FSC are:
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© Unlike the DISC, which was a paper corporation, the FSC had to
maintain a minimal foreign presence.

© FSC legislation effectively exempted 15 percent of the combined
taxable income (net export income) earned by an FSC and its US
parent corporation from US taxation. 

© If title was passed abroad, up to 25 percent of combined taxable
income could be deemed foreign-source income earned by the
parent corporation.

© Replacement of the DISC was intended to be revenue neutral.
However, the distribution of tax benefits was altered: Whereas
the DISC favored fast-growing exporters with the incremental
rule, FSC benefits were proportional to exports. 

© If the parent corporation was in an excess foreign tax-credit posi-
tion, use of the FSC effectively shielded 40 percent of export in-
come from US taxation: 15 percent through FSC exemption, plus
25 percent through excess foreign tax credits, implying an effec-
tive US tax rate of about 20 percent.

© Compared with the post-1986 corporate tax rate of 34 percent,
the effective tax rate on combined taxable income passing
through an FSC was about 20 percent (60 percent of 34 percent).

© Like the DISC before it, the FSC was unavailable as a vehicle for
exporting business services (e.g., insurance, accounting, or engi-
neering services). Only services connected with merchandise ex-
ports were eligible for FSC benefits. 

If a US corporation did not use an FSC (or a DISC before), it could char-
acterize 50 percent of net export income as foreign-source income under
the 50/50 method. Further, if a US corporation had excess foreign tax
credits, then compared with the post-1986 corporate tax rate of 34 per-
cent, the tax rate on export income would be 17 percent.

Treasury Tax Reform Proposals (1984)

n The Treasury proposed replacing the passage-of-title test and the
50/50 method with two new rules:

© If exports were sold to an affiliate of the US corporation, the en-
tire export profit was deemed US-source income.

© If exports were sold to an unrelated foreign party, the entire export
profit was deemed US-source income unless the US corporation
maintained a foreign branch that materially participated in making
the sale.
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The Treasury proposals were incorporated in the 1985 House tax bill but
were ultimately rejected by the Congress in deliberations leading up to
the Tax Reform Act of 1986.

Internal Revenue Service Revenue Ruling 88-73
and Notices 89-10 and 89-11 (1988/89)

n The US corporation had to use the IFP if one existed and the exports
were not sold through an FSC. In the Internal Revenue Service (IRS)
view, using an IFP was never available as an election to the taxpayer.

n The 50/50 method had to be used when the US parent exported
through an FSC.

The net result of IRS revenue ruling 88-73 and notices 89-10 and 89-11
was to encourage US corporations to route their exports through an FSC,
generally speaking, enabling 40 percent of export income to be shielded
from US taxation if the parent corporation had excess foreign tax credits
(implying an effective tax rate of about 20 percent on export profits); it
enabled 15 percent to be shielded if the parent corporation did not have
excess foreign tax credits (implying an effective US tax rate of about 29
percent on export profits).

1997: First Round of World Trade Organization
(WTO) Litigation of the FSC Regime

n In 1997, breaking 16 years of tax peace, the European Union chal-
lenged the FSC as a violation of the Uruguay Round Agreement on
Subsidies and Countervailing Measures (ASCM), leading to a hold-
ing by the WTO Appellate Body that the FSC was a prohibited ex-
port subsidy. 

n The holding called for the FSC to be dismantled by October 1, 2000.

FSC Repeal and Extraterritorial Income
Exclusion Act of 2000

n In November 2000, as a result of the WTO’s holding that the FSC was
a prohibited export subsidy, the FSC regime was repealed by Con-
gress and replaced by the Extraterritorial Income Exclusion Act (ETI),
which phased out the benefits of the FSC.
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n The ETI Act adopted a partial territorial system, providing some 
relief from double taxation for both exports and foreign produc-
tion. However, corporate taxpayers could only use the territorial
method by renouncing their foreign tax credits with respect to the
same earnings.

n The key provisions of the ETI Act are:

© A US taxpayer could elect to exclude from its gross income a 
portion of income from sale or leasing of property (so-called
“qualifying foreign trade income”) for use outside the United
States and from the rendering of various services outside the
United States. 

© Qualifying foreign trade income is defined as the amount of
gross income, which, if excluded, will result in a reduction of the
taxable income of the taxpayer equal to the greatest of (a) 30 per-
cent of the foreign sale and leasing income derived by the tax-
payer from the transaction; (b) 1.2 percent of the foreign trading
gross receipts derived by the taxpayer from the transaction; or
(c) 15 percent of the foreign trade income derived by the taxpayer
from the transaction. 

© The exclusion produced tax benefits comparable with the FSC
benefits it replaced, but the benefits covered more activity; un-
like the FSC, which required that property sold abroad be manu-
factured in the United States, the ETI exclusion applied even if
the products were manufactured by the US taxpayer outside the
United States.

© The new regime applied to individuals and corporations in the
same manner.

2000: Second Round of WTO Litigation 
of ETI Act

n The European Union brought a second WTO case asserting that the
ETI did not pass muster; like the FSC, it constituted an illegal export
subsidy.

n In August 2001 the original FSC panel sided with the European
Union, holding that: 

© The ETI exclusion was an illegal export subsidy because it was
contingent on exports. 

© The US had not fully disassembled the FSC program as previ-
ously directed.
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n The Appellate Body upheld the panel’s decision on January 14, 2002.
This ruling launched a WTO arbitration proceeding to determine the
level of retaliatory duties. The arbitration panel held that the Euro-
pean Union was entitled to retaliate against $4 billion of US exports.

2004: American Jobs Creation Act of 2004

n Repealed the ETI Act for transactions entered into after December 31,
2004 (in response to the decision of the WTO Appellate Body from
2002), subject to a phase-out that would, among other things, allow
current beneficiaries to claim ETI benefits in 2005 and 2006.

n Phased in a 9 percent deduction for domestic manufacturing activities
to replace the ETI regime. The deduction eventually lowered the cor-
porate tax rate for qualified activities to about 32 percent in 2010. Un-
like the ETI regime, the domestic manufacturing deduction applies 
to all taxpayers deriving income from qualified domestic produc-
tion activities, whether or not they are exporters. Potential benefici-
aries include not only manufacturers but also handlers of agricultural
products; software companies; film production companies; electric,
gas, and water companies; construction companies; engineering firms;
and architectural firms. The deduction is available to corporations,
partnerships, other pass-through entities, and individuals.
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1
Appendix A5
History of US Taxation of Foreign
Corporations Doing Business 
in the United States

Foreign corporations can do business in the United States using either 
or both of two legal forms: unincorporated branches and subsidiary US
corporations.

Unincorporated branches face two important tax issues. First, how
much contact with the United States is required before the foreign corpo-
ration is considered to be engaged in a US “trade or business,” and
thereby subject to US taxation as an unincorporated branch? Second,
which types of income should be attributed to that branch?

Foreign corporations do business in the United States predominantly
through subsidiary US corporations. With the rapid growth of foreign di-
rect investment in the United States in the 1980s and 1990s, two issues
have attracted attention. First, how much interest paid out by a foreign-
owned US corporate subsidiary to its related foreign corporations can be
claimed as a deduction in calculating US taxable income for the sub-
sidiary? Second, has there been unusual abuse of the transfer pricing reg-
ulations (section 482) of the tax code by subsidiary US corporations and
their foreign parents? These issues are examples of the more general ques-
tion of allocating expense and dividing revenue between related enter-
prises doing business in two or more taxing jurisdictions.

Taxation Before Passage of the Foreign
Investors Tax Act of 1966

n The tax regime facing foreign corporations on their US income de-
pended on whether the corporation had an unincorporated branch 
in the United States—more technically, a US “trade or business.” The
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latter term appears in over 300 code sections and has been the subject
of numerous regulatory interpretations and court decisions. For rea-
sons explained below, sometimes a foreign corporation would prefer
to have its activities characterized as a US trade or business; some-
times not. In the 1920s the Internal Revenue Service (IRS) took an ex-
pansive view of the term. Later the IRS reconsidered its position and
in 1941 won an important Supreme Court case, Higgins vs. Commis-
sioner, 312 US 212 (1941), which held that mere recordkeeping associ-
ated with collecting passive US income from stocks and bonds was
not a trade or business. Subsequent cases have turned on the degree
of activity as shown by facts and circumstances.

n The income tax treaty analogue of a trade or business is a “perma-
nent establishment.” US treaties define a permanent establishment in
greater detail than US statutes define a trade or business. For exam-
ple, a drilling rig may be defined as a permanent establishment only
if it is in place for more than 12 months (the number of months varies
from treaty to treaty). Colloquially, a permanent establishment is also
called a US branch.

n Foreign corporations that were not engaged in a US trade or business
were taxed at flat withholding rates on their US-source income. In
such cases the general statutory rate was (and remains) 30 percent of
gross US-source income, without allowing for business deductions.
However, the withholding rates on most types of income are signifi-
cantly reduced through bilateral tax treaties, though they are still im-
posed on gross income. 

n Foreign corporations that were engaged in a US trade or business
were taxed at graduated corporate rates on their net US-source 
income, allowing for business deductions. When such deductions
outweighed the higher corporate rate, the foreign corporation 
could prefer to be characterized as having a US branch (i.e., a trade
or business).

n Once a trade or business—or a permanent establishment—was
found to exist, the “force-of-attraction” doctrine was used to link all
US-source income of the foreign corporation to its US trade or busi-
ness. This outcome caused foreign corporations that wanted to be
taxed at flat (usually low) treaty rates on their passive income to 
be wary of establishing any business presence at all in the United
States. Conversely, foreign corporations that would benefit from net
income taxation would establish a trade or business to sweep in 
passive income.

n Foreign corporations (and other foreign persons) were not taxed by
the United States on their foreign-source income. This was true
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whether or not the foreign corporation was engaged in a US trade 
or business.

Foreign Investors Tax Act of 1966

n Force-of-attraction doctrine replaced by the concept of effectively con-
nected income. Any income earned by a foreign corporation that was
effectively connected to its US branch was taxed by the United States
on a net income basis at graduated corporate rates. Other US-source
income received by the foreign corporation was taxed on a gross in-
come basis at flat withholding rates.

n Effectively connected income could include foreign-source as well as
US-source income. Hence the pre-1966 exemption from US taxation
for the foreign-source income of a US branch was repealed. However,
the foreign-source effectively connected income of a US branch was
allowed foreign tax credit on the same basis as the foreign-source in-
come of a US corporation.

n Effectively connected income could include both “fixed and deter-
minable” income (e.g., interest and dividends) and capital gains and
losses if certain tests are met:

© The income or the capital gains or losses were derived from as-
sets used in the trade or business (the asset use test); or

© The activities of the trade or business were a material factor in
realizing the income or gain or loss (the activities test).

n Under these tests, most interest income that US branches of foreign
banks earned was effectively connected income. However, the port-
folio income and capital gains and losses incurred by other foreign
corporations were generally not effectively connected income.

n Effectively connected income automatically included all other US-
source income that the foreign corporation earned. To this extent, the
force-of-attraction doctrine survives.

n Effectively connected income was entitled to normal deductions for
business expense. Expense items were allocated between US-source
and foreign-source income based on the usual allocation and appor-
tionment rules (see appendix A8).

n US branches were not taxed on remittances of income to their foreign
home offices. In this respect they were favored over subsidiary US cor-
porations, as dividends and interest that subsidiaries paid to foreign
parent corporations were subject to US withholding taxes at statutory
or treaty rates. (This distinction was changed in the 1986 act.)
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Foreign Investment in Real Property Tax
(FIRPTA) Act of 1980 

n Gains and losses of a foreign taxpayer realized on the disposition of
“real property interest” were treated as income effectively connected
with a US trade or business. No longer could foreign investors arrange
their affairs to treat real property as an effectively connected activity 
in loss-generating years but not effectively connected—and therefore 
outside the US tax net—when selling the property at a profit.

n The term “United States real property” was broadly defined to in-
clude land, buildings, pipelines, mineral deposits, other natural re-
sources, timber, etc.

n The term “interest” was defined to include fee ownership, leaseholds,
options, and any interest in a US corporation that qualified as a
United States real property-holding corporation, that is, a corpora-
tion with real estate as its principal asset. Narrow exceptions were
provided for corporations with publicly traded shares.

Tax Equity and Fiscal Responsibility Act
(TEFRA)

n For tax years beginning after December 31, 1983, US firms that were
50 percent or more foreign-owned, and foreign firms that were 50
percent or more foreign-owned and conducted business in the United
States, were required to file an information return on form 5472, re-
porting transactions with related foreign persons. The purpose was
to improve IRS monitoring of transfer prices and other business deal-
ings that affected taxable income.

Tax Reform Act of 1986

n Branch profits tax and branch-level interest tax introduced to tax the
US branches of foreign corporations on the same basis as subsidiary
US corporations.

n The branch profits tax was imposed by taxing the branches of foreign
corporations at 30 percent of the dividend equivalent amount—
branch earnings minus certain exclusions, such as foreign sales cor-
poration (FSC) earnings and earnings from the sale of real property
(taxed under FIRPTA). The dividend equivalent amount was reduced
by any reinvestment in the United States.
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n If the dividend equivalent amount exceeded the income that would
be taxable for a permanent establishment under a treaty, the treaty
rules took precedence. However, a second-level withholding tax was
imposed on dividends subsequently paid out by the foreign corpora-
tion if a treaty prohibited branch profits tax and if the dividends paid
by the foreign corporation were funded to the extent of 25 percent or
more by US branch earnings.

n The branch-level interest tax was determined by a series of spe-
cial computations:

© The foreign corporation first had to compute its US-connected li-
abilities, namely, a theoretical slice of total corporate debt. The
foreign corporation could elect to calculate US-connected liabili-
ties either as a pro rata share of corporate worldwide debt, de-
termined on the basis of US and worldwide assets, or as an
arbitrary percentage of US effectively connected assets (in the
case of a bank or finance business, 95 percent; in the case of any
other business, 50 percent).

© The foreign corporation had to then construct an applicable rate
of interest, using one of two methods: the “branch book/dollar
pool” method or the “separate currency pools” method.

© A theoretical deduction for interest expense was calculated as
the applicable interest rate times US-connected liabilities.

© If the theoretical deduction exceeded the amount of interest ac-
tually paid by the branch—whether to its home office or to other
creditors—the excess was taxed at the flat 30 percent statutory
rate or lower treaty rate that applied to nonportfolio interest.
This tax on the computed excess deduction was known as the
branch-level interest tax.

Omnibus Budget Reconciliation Act of 1989

n Section 163(j) enacted to curtail “earnings stripping” of subsidiary US
corporations by their foreign parent corporations. Earnings stripping
is said to occur when a large fraction of corporate-level earnings is
paid out as interest to the foreign corporate group and claimed as a
deduction against US corporate income but taxed by the United
States only at zero or low treaty withholding rates.

n The earnings stripping provisions in section 163(j) denied the sub-
sidiary US corporation a deduction for a proportion of the interest
paid to related foreign corporations, calculated as the reduction in
the withholding rate provided by treaty divided by the 30 percent
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statutory withholding rate, then multiplied by 50 percent of “adjusted
taxable income,” defined as income before net interest expense, net
operating loss carryovers, and depreciation, amortization, or deple-
tion allowances.

n Section 163(j) applied to interest paid or accrued on fixed-term debt
in taxable years beginning after July 10, 1989, and on debt incurred
after that date.

n For tax years beginning after July 10, 1989, any 25 percent or more
foreign-owned US corporation had to provide the IRS with informa-
tion on related-party transactions (section 6038A) upon request. A re-
porting corporation under section 6038A was required to maintain at
its US location, in English, records that the IRS deemed appropriate
to determine the correct transfer price.

n The purpose of section 6038A was to facilitate IRS monitoring of the
taxable income of foreign-owned US corporations.

Revenue Reconciliation Act of 1990

n Expanded the application of information-reporting and record main-
tenance rules under section 6038A from 25 percent-plus foreign-
owned corporations to all foreign-owned corporations carrying on a
trade or business in the United States. The reporting requirements
were extended to all open tax years.

n New section 6038C extended the reporting and maintenance rules to
records on nonrelated-party transactions.

Treasury Regulations under 
Section 6038A (1991)

n Sought mainly to implement section 6038A, but they also exempt sev-
eral categories of foreign-owned corporations:

© those with less than $10 million in gross receipts;

© those with aggregate gross payments to foreign related parties
that do not exceed $5 million, provided that gross payments are
less than 10 percent of gross income;

© those with gross income exempt from US taxation under section
883; and

© those without a permanent establishment in the United States, as
defined in the bilateral income tax treaty (even if they have a US
trade or business as defined by US law).
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Revenue Reconciliation Act of 1993

n Enacted new section 7701(l) authorizing Treasury regulations to
recharacterize multiple-party financing transactions as a transaction
directly among any two or more of the relevant parties, if such rechar-
acterization “is appropriate to prevent avoidance of any tax.”

n Limited the scope of the portfolio interest exemption—which allowed
interest to be paid free of withholding tax to foreign investors if the
debt met certain requirements—by stipulating that post-1993 interest
income would not be portfolio interest if determined by reference to
(1) receipts, sales, other cash flow, income, or profits of the debtor or
a related person; or (2) a change in the value of property owned by
the debtor or a related person; or (3) dividends, partnership distribu-
tions, or similar payments made to the debtor or a related person; or
(4) dividends, partnership, distributions, or similar payments made
by the debtor or a related person. The Treasury could also, by regula-
tion, deny the portfolio interest exemption to “any other type of con-
tingent interest” if it found the denial “necessary or appropriate to
prevent avoidance of Federal income tax.”

n Amended section 163(j) (“earning stripping”) to further restrict the
ability of non-US investors to obtain a US tax deduction for interest
expense. It treated all third-party loans guaranteed by tax-exempt or
foreign related parties as related-party loans if the interest paid on
such loans was not subject to gross basis taxation. In effect, the rule
treated the third-party debt of a US company as a back-to-back loan
from the bank to the guarantor and then from the guarantor to the
US company. Before this change, the loans were not subject to the in-
terest disallowance rule of section 163(j). This change significantly in-
creased the taxable income of affected companies, thereby lowering
the overall rate of return that foreign owners achieved on their US 
investments. 

Treasury Regulations 1995 (TD 8611) 
(“Anti Conduit” Regulations)

n Regulations issued under the authorization of section 7701(l).

n When the regulations were invoked (see below) the intermediate 
entities (conduits) were disregarded in determining US taxes on in-
ternational financing arrangements, which could include loans,
leases, and licenses. The US tax results were then determined as if the
loan were made directly from the foreign lender to the US borrower. 
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n Set forth the factors to trigger the exercise of power by the IRS to
recharacterize conduit entities:

© The participation of the intermediate entity reduced the tax im-
posed by section 881.

© Such participation was “pursuant to tax avoidance plan.”

© Either the intermediate entity was related to the financing or fi-
nanced entity or participated in the financing arrangements only
because the financing entity engaged in the transaction with the
intermediate entity.

n Established a rebuttable presumption in favor of the taxpayer if the
alleged conduit entity performed “significant financing activities
with respect to the financing transactions forming part of the financ-
ing arrangement.” 

Treasury Regulations 1997 (TD 8734) 

n Enforced the basic withholding mechanism set forth in sections 1441
and 1442 on enumerated payments to foreign persons of US-source
fixed or determinable annual or periodic income (usually referred to
as “FDAP” income). FDAP income includes interest, dividends, rents,
and royalties but generally excludes capital gains. Aimed at impos-
ing accountability and retention of documentation at all stages of the
payment process and replacing disparate withholding tax forms. 

n Became effective (as amended in May 2000) on January 1, 2001.

n Required a withholding agent (generally, any person with control or
direction over the making of a payment) to withhold 30 percent of
the gross payment to a foreign person that constitutes FDAP income,
unless an exception applies. 

n The main exceptions to the 30 percent withholding requirement:

© payees that certify their status as a US person;

© income effectively connected to the conduct of a US trade or busi-
ness, taxable on a net basis;

© exempt income, e.g., portfolio interest payments;

© payments to a qualifying resident of a jurisdiction with which
the United States has an income tax treaty providing that the 30
percent rate may be reduced (often to zero percent); and

© respecting financial institutions’ need to protect their own cus-
tomer lists and foreign investors’ desire to protect their anony-
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mity from the IRS, the regulations provided procedures whereby
the names of beneficial owners would not ascend through the en-
tire chain of intermediaries, including the withholding agent, to
the IRS.

n Established a mechanism by which a foreign financial institution or a
foreign branch of a US financial institution, under agreement with
the IRS, can become a “qualified intermediary” (QI). As a QI, the fi-
nancial institution can state that the owners are entitled to whatever
withholding rate benefit is claimed in a global certificate filed with
the withholding agent on behalf of the beneficial owners, who them-
selves have certified to the QI or another intermediary.

Taxpayer Relief Act of 1997

n Amended section 894 so as to deny treaty reductions in withholding
tax on income derived by a foreign person through an entity viewed
as “fiscally transparent” for US tax purposes (i.e., a pass-through en-
tity such as a partnership). The denial applied if: (1) the item was not
treated as an item of income of the foreign person under foreign law;
(2) the foreign country did not impose tax on a distribution of the
item by the entity to the foreign person; and (3) the treaty did not
contain a provision addressing the application of the treaty to income
derived through partnerships.

n Authorized the issuance of regulations under section 894(c)(2) that
could specify the extent to which treaty benefits could be denied with
respect to income derived by a foreign person through “regular” hy-
brid entities, that is, entities that the United States, but not the foreign
country, treated as fiscally transparent, including partnerships,
grantor trusts, and common trust funds.

US Treasury Department’s Preliminary Report
on Corporate Inversion Transactions (May 2002)

n The US Treasury Department released in May 2002 a preliminary re-
port examining the technical structure of corporate “inversion trans-
actions,” defined as “a transaction through which the corporate
structure of a US-based multinational group is altered so that a new
foreign corporation, typically located in a low- or no-tax country, re-
places the existing US parent corporation as the parent of the corpo-
rate group.”
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n The report was stimulated by the marked increase in the frequency,
size, and profile of such transactions in the years 1997–2001. The re-
port described the current tax treatment of inversion transactions, the
tax laws that facilitated them, the potential tax consequences result-
ing from them, and the tax laws driving many companies to con-
sider them. 

n The report suggested that the policy response to corporate inversion
transactions should be broad enough to address the underlying dif-
ferences in the US tax treatment of US-based companies and foreign-
based companies, without regard to how foreign-based status is
achieved (e.g., no distinction could be made between a new US-
owned start-up corporation that incorporates in a foreign jurisdiction
and a US-owned foreign corporation that results from a corporate in-
version transaction).

n The report observed that corporate inversions occurred largely be-
cause of the tax savings available, recommending a two-pronged ap-
proach to reduce tax incentives:

© The first prong aimed at tax motives associated with sheltering
foreign-source income from US tax (i.e., avoiding the antidefer-
ral regime of subpart F and excluding foreign-source income
completely from the US corporate tax base). As for this motive,
the Treasury acknowledged that the US worldwide tax system
had its faults and called for a comprehensive reexamination of
the US international tax system as it applied to the foreign-source
income of US corporations.

© The second prong aimed at supposed tax loopholes enabling in-
verted corporations to shelter US-source income. To address that
problem, the report focused on four main areas:

Â tightening the rules under section 163(j) to prevent the inap-
propriate use of related-party debt to generate deductions
against income from US operations that otherwise would be
subject to US tax;

Â ensuring that cross-border transfers and other related-party
transactions, particularly transfers of intangible assets, could
not be used to shift income out of the United States;

Â reviewing existing tax treaties to identify inappropriate re-
ductions in US withholding tax that provided opportunities
for shifting income out of the United States; and

Â establishing a Form 1099 reporting requirement for stock
transfers in corporate inversions and other taxable reorgani-
zation transactions. 
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Treasury Regulations 2002 (TD 8999)

n The IRS issued final regulations under section 894 relating to the eli-
gibility for treaty benefits of items of income paid by domestic enti-
ties that were not fiscally transparent under US law but were fiscally
transparent under the laws of the jurisdiction of the person claiming
treaty benefits—so-called domestic reverse hybrid (DRH) entities. 

n The regulations were issued to address the phenomenon under which
non-US multinationals were establishing DRH structures in the
United States, manipulating the US tax treaty network to obtain tax-
advantaged financing. The DRH structures were designed to provide
a US deduction for the interest payment, zero withholding via a treaty
provision, and low or no foreign taxation. The regulations altered the
determination of tax treaty benefits with respect to US-source income
of foreign persons. 

American Jobs Creation Act of 2004 (AJCA)

n Among many other goals—foremost, repealing the FSC/ETI regimes
and lowering the US corporate tax rate for manufacturing activity—
the AJCA aimed to stop abusive corporate inversion transactions by
defining two different types of corporate inversion transactions and
establishing different adverse tax consequences for each type. The
adverse consequences apply when the inverted corporation does not
have substantial business activities in the new foreign home country
compared with its total business activities.

© For inversion transactions occurring after March 4, 2003 and in-
volving at least 80 percent identity of stock ownership (i.e., when
the former shareholders of the top-tier US corporation hold 80
percent or more of the stock of the new foreign parent), the AJCA
deems the foreign parent to be a US corporation. For tax pur-
poses, this effectively unwinds the inversion transaction.

© For inversion transactions occurring after March 4, 2003 involv-
ing at least 60 percent but less then 80 percent identity of stock
ownership, the AJCA taxes any inversion gain recognized by the
inverted US corporation or domestic partnership and limits the
use of favorable tax attributes (e.g., net operating loss carryovers
or foreign tax credits) to offset tax on the inversion gain. 

© The anti-inversion penalties also apply to partnership transac-
tions when a foreign corporation acquires substantially all of the
properties constituting a trade or business of a domestic partner-
ship. The penalties apply if the former partners of the domestic
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partnership meet the 60 or 80 percent ownership requirement
(summarized above) and the expanded affiliated group does not
meet the substantial business activity threshold.

Additionally, the AJCA imposes a 15 percent excise tax on the value of all
stock options and stock-based compensation held by insiders, top execu-
tives, and directors of a company that inverts. 
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1
Appendix A6
History of Source-of-Income Rules 
Prior to the Tax Reform Act of 1986

The distinction between foreign-source income (“sources without the
United States”) and US-source income (“sources within the United
States”) is important for three reasons. First, the United States historically
has asserted taxing jurisdiction over foreign taxpayers only on their US-
connected income, though in some circumstances the United States also
taxes the US-connected foreign-source income of foreign taxpayers (see
appendix A5). Second, the United States allows US taxpayers to credit
foreign taxes only against the US tax on foreign-source income. Third, in-
ternational norms formerly conceded primary and sometimes exclusive
tax jurisdiction to the source country, though this is no longer a near-
universal convention.

No conceptual “bright line” can be drawn between US-source and for-
eign-source income, as international income flows reflect economic activity
carried on in one country by factors of production owned by residents of
another country. Pragmatic considerations underpin the US source-of-in-
come rules. How much weight should be given to the place of economic
activity? Normally this place is the residence of the firm making the pay-
ment, and usually it is accorded the greatest weight. How much weight
should be given to the place of factor ownership? Normally this is the place
of residence of the firm receiving the payment. How much weight should
be given to revenue collection? And how much weight should be given 
to using source rules as a disguised incentive for attracting or retaining
economic activity?

Just because the United States designates a certain type of income 
as US-source does not mean that foreign taxing jurisdictions agree. In-
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compatible source rules by different taxing authorities can result in 
double taxation.

Revenue Act of 1894

n Imposed on US persons a tax on income “from any source whatever.”

n Imposed a tax on foreign persons only on the income from “property
owned” and any “business, trade, or profession carried on” in the
United States.

The 1894 act was declared unconstitutional by the US Supreme Court in
Pollack v. Farmers Loan and Trust Co., 157 US 429 (1895), but its source-of-
income concepts were carried over to later revenue acts.

Revenue Act of 1916

n Imposed a tax on all US-source income received by foreign persons
and began the long legislative process of defining such income, start-
ing with all interest paid to foreign persons by US residents.

Revenue Act of 1918

n Enlarged the enumeration of US-source income to include:

© interest paid by US residents. This income was already classified
as US-source income in the 1916 act; however, the 1918 act desig-
nated interest paid by US banks to foreign persons as foreign-
source income, a designation that lasted until 1986. This was the
first instance of altering the conceptual source rules to attract
economic activity to the United States, in this instance, bank de-
posits from foreign persons;

© dividends paid by US corporations; and

© gains from the manufacture and sale of goods within the United
States.

Revenue Act of 1921

n Set forth the first comprehensive statement of rules to determine
source of income and allocation of expense (see appendix A8). Many
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types of income were assigned a single source (either all US or all for-
eign), but some types of income—notably income generated by inter-
national merchandise trade—were assigned compound or mixed
sources (part US and part foreign).

Between 1921 and 1986, the source rules were refined in statutes and oc-
casionally altered in bilateral tax treaties but were not materially changed.
The Tax Reform Act of 1986 entailed a sweeping overhaul of the source
rules (see appendix A7).
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1
Appendix A7
Comparison of Source-of-Income
Rules Before and After the Tax 
Reform Act of 1986

227

Type of income Rule before 1986 Act Rule after 1986 Act

Interest income paid Foreign source Foreign source
by a foreign person

Interest income
(including original
issue discount)
paid by:

US bank, savings US source if paid to a US US source, but exempted from 
and loan, or person; foreign source if US taxation if paid to a foreign
insurance paid to a foreign person and person and not “effectively
company not “effectively connected” connected” to a US trade or

to a US trade or business business

Foreign branch Foreign source Foreign source
of a US bank

Foreign branch of a US source Foreign source
US savings and loan

80/20 corporation All foreign sources Foreign source only if 80 per-
(a US corporation cent of the firm’s gross income 
that derives at least is from the active conduct of a
80 percent of its foreign trade or business;
gross income from moreover, if interest is paid to 
foreign sources) a related party, including a re-

lated US person (common
ownership of 10 percent or
more), the interest is foreign
source only in the proportion
that the 80/20 corporation’s
foreign-source income bears
to its total income

(table continues on next page)
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Type of income Rule before 1986 Act Rule after 1986 Act

Other US corpora- US source US source, but all “portfolio
tions, US Treasury, interest” is exempted from US 
and other public taxation if paid to a foreign 
borrowers person and not “effectively 

connected” to a US trade or
business

Earnings of a US Foreign source if less than 50 All US sources
branch of a foreign percent of the foreign corpora-
corporation (other tion’s total income is “effectively
than a commercial connected” with a US trade or
bank) business over the prior three

years; if 50 percent or more is 
effectively connected, then
US source to the extent of
effective connection

Dividend income
paid by:

80/20 corporation Foreign source US source, but if paid to a foreign 
person and not “effectively con-
nected” to a US trade or business,
exempt from taxation to extent 
that the 80/20 corporation has 
derived foreign-source income

Other US US source US source
corporation

Foreign corporation US source to the extent the The 50 percent threshold is 
with US-source foreign corporation’s income is lowered to 25 percent
income above the “effectively connected” to a US
threshold trade or business, once the thres-

hold of 50 percent or more 
effectively connected income 
is passed

Foreign corporation Foreign source Foreign source
with US income
below the threshold

Rents and royalties (in-
cluding payments for
trade secrets, patents, 
copyrights, trademarks):

If intellectual US source US source
property is used in
the United States

(table continues next page)
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Type of income Rule before 1986 Act Rule after 1986 Act

If intellectual Foreign source Foreign source
property is used in
a foreign country

Gain (loss) on sale of
real property:

If located in the US source US source
United States

If located in a Foreign source Foreign source
foreign country

Sale of shares in US US effectively connected US effectively connected income
corporation with income, following Foreign
substantial US real Investment in Real Property
property ownership Tax Act of 1980

Gain (loss) on sale of
personal property, ex-
cluding merchandise
exports and imports:

Depreciable Passage-of-title test: if sold Gain realized from the sale will
property abroad, foreign source; if sold be treated as US source income

sold in United States, US source to the extent that depreciation
deductions were previously allo-
cated against US source income.
To the extent that gain exceeds 
the depreciation deductions re-
captured under this provision,
the rules for inventory property 
apply (see below)

Intangible property Passage-of-title test In the case of noncontingent
royalties, gain is US source if the 
seller is a US resident (including 
US branches and US subsidiaries 
of foreign corporations); gain 
is foreign source if the seller is  
a foreign resident (including 
foreign branches and foreign 
subsidiaries of US corporations);
in the case of contingent royal-
ties (e.g., royalties equal to 
3 percent of sales), the source is 
the country where the rights 
are used

(table continues next page)
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Type of income Rule before 1986 Act Rule after 1986 Act

Gain (loss) on sale of Passage-of-title test Foreign source if the foreign cor-
shares in affiliated poration is 80 percent or more
foreign corporation owned by the US corporation and

the foreign corporation derives
more than half its income from
foreign business and the sale oc-
curs in the country in which the
affiliate conducts an active trade
of business; otherwise US source
if the seller is a US resident

Gain (loss) on sale of 
inventory property 
(i.e., merchandise
exports and imports):

Trading company US source if sold in United Same
income (i.e., a firm States; foreign source if sold
both purchases abroad (passage of title deter-
and sells the mer- mines the place of sale; the 
chandise but is place where the merchandise 
not engaged in was purchased is immaterial)
manufacturing)

Production and ex- Generally, all US source if the Allocated between US and for-
port of produce natural resource is located in eign sources based on the fair
from farm, forest, United States; otherwise all market value of the product at
mine, or oil or foreign sources the export terminal. Conversely,
gas well gross receipts on a US sale of

products derived from the own-
ership or operation of foreign 
farm, deposit, or timber are allo-
cated with reference to the value
at the foreign export terminal

Manufacture and sale
of merchandise (three
methods):

Independent If the taxpayer could establish Under the 1996 regulations, the
factory an IFP and elected to use the IFP method is elective, but once
price (IFP) IFP method, the IFP would elected for any section 863 sales,

determine how much income it must be used for all sales of 
is allocated to place of manu- goods “that are substantially 
facture and how much is similar in physical characteristic
allocated to place of sale and function, and are sold at a

similar level of distribution,” in-
cluding the sale establishing 
the IFP

(table continues next page)
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Type of income Rule before 1986 Act Rule after 1986 Act

50/50 method At the taxpayer’s election, one- Allocates half of the gross income
half of taxable income could from the sale to production
be apportioned between US activity and half to sales activity.
and foreign sources accord- The portion allocated to produc-
ing to the value of taxpayer’s tion activity is divided between
property located in the United US and foreign sources based
States and abroad. The other on the comparative adjusted
half of taxable income was production assets (tangible and
sourced at the place of sale intangible assets owned directly

by the taxpayer that are used to
produce the inventory con-
cerned) located inside and
outside the United States. The
source of the portion of gross
income allocated to the sales
activity is normally determined
by the passage-of-title test

Taxpayer’s books If taxpayer’s books and records Same
and records establish a more reasonable 

basis for apportioning income,
that method may be used 
instead of the IFP or 
50/50 method

Income from trans- Allocated between US Same
portation between and foreign sources
US and foreign ports based on the ratio of US

and foreign expenses 
incurred in providing the
services

Income from inter- Foreign source to the extent 50 percent US source, 50 percent
national communi- attributable to activities in foreign source if derived by a US
cations between the outer space or outside US person; generally all foreign
US and foreign territorial waters source if derived by a foreign
countries person

Income from outer Foreign source US source if derived by a US per-
space, Antarctica, son unless, based on all facts 
and certain ocean and circumstances, the income
activities is attributable to functions

performed, resources employed,
and risks assumed in a foreign
country; foreign source if derived
by a foreign person, unless
derived by a CFC and the
income, based on all facts and 

(table continues next page)
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Type of income Rule before 1986 Act Rule after 1986 Act

circumstances, is attributable to
functions performed, resources
employed, or risks assumed in
the United States. However,
under proposed regulations
from spring 2001 (not yet issued
in final form as of March 2005),
income from space or ocean
activity is generally sourced
depending on the residence of
the person earning the income

Foreign losses Once a foreign-source loss is With the introduction of many
deducted against US income, separate baskets of foreign-
subsequent foreign-source source income (prior to 2007),
income is recharacterized as the following ordering rule was
US-source income up to the devised: Foreign-source losses in
amount of the prior loss (but basket A would first be applied
no more than 50 percent of pro rata against foreign-source
foreign-source income would income in baskets B, C, D, etc.;
be recharacterized in any one then any remaining foreign-
taxable year) source loss would be applied

against US-source income. In 
subsequent years, income in 
basket A would be recharacter-
ized as income from baskets B,
C, D, etc. to make up the prior
losses. (For tax years beginning
in 2007, with the reduction of
the number of the foreign tax
credit baskets to two by the
AJCA, the same rule applies,
but only with respect to 
two baskets.)
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Appendix A8
Allocation-of-Expense Rules

Allocating expenses according to source of income is important for two
purposes. The first is to determine the net foreign-source income of US
corporations. The foreign tax credit limitations that apply to US corporate
taxpayers are expressed in terms of net foreign-source income (income af-
ter expenses). As more expenses are allocated to a US firm’s gross for-
eign-source income, its net foreign-source income is reduced, and hence
its foreign tax credit limitation is smaller. A smaller foreign tax credit lim-
itation increases the likelihood that the US firm will have excess foreign
tax credits that cannot be used to reduce its US tax liability.

The second important purpose is to determine the taxable US-source
income of US branches and subsidiaries of foreign corporations. As fewer
expenses are allocated to its US-source income, a foreign corporation has
a larger US tax base and accordingly pays more US tax.

Just because the United States allocates an expense item to foreign-
source income does not mean that the foreign taxing jurisdiction recog-
nizes the expense as a deduction, and vice versa. Incompatible allocation
of expenses by different taxing authorities between US and foreign
sources of income can result in double taxation.

The important allocation issues concern types of expenses that can-
not be directly traced to individual products. The prime examples are in-
terest expense; research, development, and experimentation (RD&E)
expenses; and other headquarters expenses, primarily general and ad-
ministrative (G&A) expenses. These items are often a large part of total
costs but cannot be easily identified with the marginal costs of manufac-
turing individual products or supplying particular services.

Hence there is no conceptual “bright line” test for attributing these kinds
of overhead expenses to particular sources of income. Various pragmatic 
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considerations underlie the US allocation rules. For example, how much
weight should be given to the place where the expenses were incurred 
on the grounds that the activities—notably RD&E and G&A activities—
have external benefits for the country where facilities are located? How 
much weight should be given to revenue collection? How much weight
should be given to the place of final sales or the location of physical assets?

The revenue acts of 1913 and 1916 started to enumerate deductions
that could be allocated to US-source income. The Revenue Act of 1918 re-
treated from the path of statutory enumeration and consigned “the proper
apportionment and allocation of the deductions with respect to source of
income within and without the United States” to Treasury regulations.
This basic delegation of authority to the Treasury—now reflected in In-
ternal Revenue Code (IRC) sections 861, 862, and 863—has remained in
force to the present day. 

Generally speaking, items of expense that are closely identified with
particular sources of income are allocated to those sources; For example,
the variable costs of producing widgets are allocated to the place where
the widgets are manufactured. Other items of expense are apportioned be-
tween sources of income on the basis of formulas set forth in regulations
promulgated under section 863. The apportionment formulas usually di-
vide expenses pro rata between US-source and foreign-source income us-
ing one of three bases: the geographic source of corporate gross income,
that is, corporate income from different geographic sources before any ex-
pense has been allocated or apportioned; the geographic origin of corpo-
rate group sales, including the sales of controlled foreign corporations
(CFCs); or the location of corporate assets, in which case the parent corpo-
ration’s holdings in foreign subsidiary corporations are usually measured
in terms of shares at book value. For example, if an expense item is appor-
tioned according to corporate sales, the formula might be:

Expense apportioned to foreign sales 5 total expense 3 (foreign sales of 
corporate group/worldwide sales of the corporate group)

Below we focus our discussion on the legislative developments regarding
the allocation of RD&E and interest expense. 

I. RD&E Expenses

1977 Treasury Regulations

Detailed Treasury regulations on the allocation and apportionment of ex-
penses were issued in 1977. Allocation refers to the assignment of an 
expense item to a single source of income; apportionment refers to the 
division of an expense item between two or more sources of income. The
1977 regulations were suspended for RD&E expenses in part by statute in
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1981. However, the 1977 regulations (interpreting section 861) continued
to influence allocation and apportionment decisions. 

First, US firms had to allocate government-mandated RD&E to gross
income arising in the jurisdiction where the RD&E was performed. This
rule survived the various statutory provisions that Congress enacted af-
ter the 1977 regulations. 

Second, US firms could automatically allocate 30 percent of RD&E ex-
penses incurred in the United States exclusively to US-source income (a
parallel rule applied to RD&E expenses incurred abroad). Moreover, US
firms could exclusively allocate more than 30 percent to US-source income
by establishing that RD&E expenses incurred in the United States would
have a limited or delayed application outside the United States. 

Third, the remaining US and foreign-incurred RD&E expenses would
be apportioned between US and foreign income, normally on the basis of
the ratio of domestic to foreign sales of the relevant product category.

As an optional alternative method, however, US firms could appor-
tion the remaining RD&E expenses on the basis of relative domestic and
foreign gross income. If the gross income method was used, the appor-
tionment to either US- or foreign-source income could not be less than 50
percent of the apportionment that would have been made under the sales
method. This minimum apportionment rule was designed to ensure that a
fair share of RD&E expenses would be apportioned to foreign sources.

Economic Recovery Tax Act of 1981 

The 1981 act provided that 100 percent of US-incurred RD&E expenditure
could be automatically allocated to US-source income. This provision was
extended by the Deficit Reduction Act of 1984 and the Consolidated Om-
nibus Budget Reconciliation Act of 1985.

Tax Reform Act of 1986

The Tax Reform Act of 1986 provided that 50 percent of US-incurred
RD&E expenditure could be allocated automatically to US-source income.
The remainder was to be allocated and apportioned based on sales or
gross income, as provided in the 1977 regulations. However, if the op-
tional gross income method was used, there was no reference to a mini-
mum apportionment compared with the sales method.

1995 Treasury Regulations (Regulation 1.861-17)

In 1995 the Internal Revenue Service (IRS) issued new regulations that set
forth new rules to allocate and apportion RD&E expenses, now called re-
search and experimental (R&E) expenses. These regulations replaced the
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previous 1977 regulations. The regulations made three principal changes
to the 1977 regulations, proposed in part due to an economic study per-
formed by the Treasury Department (1995)

First, a taxpayer is to allocate R&E expenditures to the product cate-
gory or aggregate product categories (but not a subdivided portion of a
category) reflected in the three-digit number of the Standard Industrial
Classification (SIC) manual, available from the Superintendent of Docu-
ments, US Government Printing Office in Washington, DC.

Second, the percentage of R&E expenditures that may be exclusively
apportioned to US-source income under the sales method of apportion-
ment would be increased from 30 percent to 50 percent. A taxpayer may
make such an exclusive apportionment only if more than 50 percent of
the R&E activities that account for the deduction are performed within
one country.

Third, use of the optional gross income method of apportionment
would constitute a binding election to use that method for at least five
subsequent taxable years. The election could be revoked with the prior
consent of the Commissioner of the Internal Revenue Service. 

II. Interest Expense Allocation

Before 1977

For both US corporations and foreign corporations engaged in business
in the United States, interest expense was allocated or apportioned entity
by entity. For these purposes, a US entity was an individual US corpora-
tion, even if it was a member of a group of US corporations that had filed
a consolidated return. When interest expense was allocated to a particu-
lar activity, the US corporation generally allocated the interest expense to
the actual income-producing property for which the expense was in-
curred. When interest expense was apportioned among types of income,
the apportionment was done on a gross basis. For the parent firm of a US
multinational industrial firm, gross income from US sources essentially
meant sales receipts, whereas gross income from foreign sources essen-
tially meant dividends, interest, and royalties from abroad. Hence, ap-
portioning interest expense on a gross income basis usually attributed a
disproportionately small amount of interest expense to foreign sources
compared with apportionment on an asset basis. 

In practice, most foreign banks used the separate-entity method, de-
termining their allowable interest deduction under section 882(c) based
on the interest expense shown on the books of their US branch. For these
purposes, a US branch was treated as a separate entity, not a part of the
foreign corporation.
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1977 Treasury Regulations

For both US corporations and foreign corporations engaged in business
in the United States, in 1977 the Ford administration rejected the prior ap-
proach in favor of a rule requiring interest expense to be attributed to all
activities and property regardless of the specific purpose, if any, of incur-
ring the obligations on which the interest was paid. An exception was al-
lowed if the firm could establish, under restrictive tests, a tight connection
between specific borrowings and particular assets. The interest expense
of each corporate entity was apportioned among gross income from dif-
ferent sources, either according to the tax book value of assets generating
the income or according to the gross income method. Under the 1977 reg-
ulations, most corporations computed their interest expense deduction
using the following formula: 

US interest expense 5 worldwide interest expense 3 (US-connected assets/
worldwide assets)

This approach was premised on the principle that money is fungible (i.e.,
the fungibility paradigm). 

Generally speaking, the 1977 regulations, which applied to both for-
eign and domestic corporations, did not trouble taxpayers insofar as in-
terest allocation was concerned, in part because of entity-by-entity
apportionment of interest expense. Among a group of related corpora-
tions, interest expense would largely be incurred by firms that could
make the best use of the deduction, namely, those with few foreign assets. 

But there was one important exception: The 1977 regulations led to
anomalous results for US branches of foreign banks. Under the regula-
tions, a large part of the interest expense incurred in the United States by
foreign branch banks might be attributed to the foreign parent bank. This
could happen if the foreign parent bank paid little interest on the demand
deposits of its retail customers, while the US branch paid large amounts
of interest on its certificates of deposit. 

1981 Regulations

For foreign corporations engaged in business in the United States only,
because the generally applicable rules for allocating and apportioning in-
terest deductions can produce unreasonable results for foreign entities
engaged in business in the United States, as described above under the
1977 regulations, special rules for allocating interest deductions were
promulgated by the Treasury in 1981 (Reg. 1.882-5). These rules—as mod-
ified by regulations from 1996, discussed below—continue to govern the
allowable interest deduction of a foreign corporation engaged in trade or
business within the United States.
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The 1981 regulations substituted a US interest rate for the average
worldwide interest rate used in the 1977 formula. As under the 1977 for-
mula, the total interest expense thus calculated was then allocated to the
US branch on the basis of the relative value of US branch assets compared
to worldwide assets. The revised allocation formula could be stated as: 

US interest expense 5 worldwide liabilities 3 US interest rate 3 (US-connected
assets/worldwide assets)

The 1981 regulations permitted two alternative methods for deter-
mining the US interest rate allocable to effectively connected income: the
“branch book–dollar pool method” and the “separate currency pools
method.” In general, both methods applied an average cost of funds to
the amount of US-connected liabilities, with adjustments for the rates on
overseas dollar borrowings (under the branch book–dollar pool method)
or the rates on nondollar borrowings by the US branch (under the sepa-
rate currency pools method).

Tax Reform Act of 1986

The Tax Reform Act of 1986 further advanced the fungibility paradigm nas-
cent in the 1977 regulations. The newly enacted section 864(e)(i) required
the apportionment of the total consolidated interest expense of an affiliated
group of corporations between its domestic and foreign sources of income.
By requiring allocation on an affiliated group basis rather than an entity-by-
entity basis, Congress sought to prevent a multinational firm from picking
and choosing among its affiliated corporations so as to deduct the bulk of its
interest expense from US-source rather than foreign-source income. An af-
filiated group is defined as related corporations in the United States and its
possessions—essentially the US part of a multinational enterprise. 

Because foreign subsidiary corporations are excluded from the affili-
ated group, the fungibility method required by the 1986 act is often called
water’s-edge fungibility. After consolidating the accounts of the domestic
affiliated corporations, the interest payments and receipts transferred
among group members are netted out. The remaining amount of outside
interest is then apportioned among sources of income according to asset
values (the 1986 act no longer permitted allocation according to the gross
income method).

The 1986 act, however, allowed all financial institutions within an af-
filiated group to be treated as a separate affiliated group for the purposes
of section 864(e)(i). Like the earlier exception for foreign-owned branch
banks, this exception was a reversion to tracing analysis. The drafters of
section 864(e)(i) recognized that, without such an exception, large
amounts of bank interest expense would be mindlessly attributed to sis-
ter firms in totally different lines of business.
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1996 Regulations

For foreign corporations engaged in business in the United States only, in
1996 the IRS issued new interest expense regulations for foreign corpora-
tions (banks and nonbanks) conducting business in the United States.
Like the 1981 regulations, the 1996 regulations require foreign corpora-
tions to determine their interest expense deductions using a three-step
method. The foreign corporation must first determine the value of its US
assets, that is, assets that generate or could generate income that is effec-
tively connected with a US trade or business. Second, it determines the
amount of the US-connected liabilities, that is, liabilities connected with
the US trade or business. This is done by multiplying the total value of a
foreign corporation’s US assets for a taxable year, as determined in step
one, by its debt-to-asset ratio for that year—that is, the total amount of its
worldwide liabilities divided by the total value of its worldwide assets.
The third step is to determine its interest expense deduction on the basis
of its US-connected liabilities, generally determined based on the aver-
age interest rate attributable to US-connected liabilities using either the 
“adjusted book-liability method”—similar to the 1981 regulations book/
dollar pool method—or a “modified separate currency pools method.”
The regulations also identify a few limited situations in which interest 
expense can be directly allocated against certain assets.

American Jobs Creation Act of 2004

The American Jobs Creation Act of 2004 (PL 108-357, §401) enacted a one-
time exception to the “water’s edge” fungibility paradigm enunciated in
the Tax Reform Act of 1986 by providing a one-time election—available
only when first eligible, but irrevocable—for taxable years beginning after
December 31, 2008, under which the outside interest expense of the do-
mestic members of a worldwide affiliated group may be allocated and ap-
portioned to foreign-source income as if all members of the worldwide
group were a single corporation. The affiliated group for this purpose in-
cludes all affiliates (regardless of exclusions for insurance companies) and
CFCs in which at least 80 percent of the vote and value of the stock of the
corporation is owned directly or indirectly by one or more of the other cor-
porations included in the affiliated group. Separate rules apply to financial
institutions and special provisions attempt to curtail abusive situations. 

If the one-time election is made, the taxable income of the domestic
members of a worldwide affiliated group from sources outside the United
States is determined by allocating and apportioning the third-party inter-
est expense of those domestic members to foreign-source income in an
amount equal to the excess (if any) of (1) the worldwide affiliated group’s
worldwide outside (third-party) interest expense, multiplied by the ratio
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Table A8.1 Summary of expense apportionment before and after the Tax Reform Act of 1986

Type of expense Rule before 1986 Act Rule after 1986 Act

Interest expense of a US corporation Apportioned firm by firm between its US-source Apportioned generally on a consolidated 
and foreign-source income, on the basis of groupwide basis between US-source and 
either gross income or asset values; under the foreign-source income of the domestic 
asset method, only the basis of shares in a members of a worldwide affiliated group;
nonaffiliated foreign corporation was taken apportionment based on asset values only.
into account. The taxpayer may use either the tax book 

value or the fair market value of assets in 
determining asset values for this purpose.

For taxable years beginning after 2008, the 
American Jobs Creation Act of 2004 provides a
one-time election under which the third-party in-
terest expense of the domestic members of a
worldwide affiliated group may be apportioned
to foreign-source income as if all members of the
worldwide group were a single corporation.

Interest expense of a foreign 
corporation 

US branch of a nonbank US interest of US branch allocated to effectively The 1996 regulations use comparative asset 
connected US income. values to effect an appropriate allocation,

using a three-step analysis (described in the
text).

US branch of a bank Worldwide interest of US branch apportioned Generally the same as US branch of a nonbank.
on the basis of assets held in various 
countries, including the United States.
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Headquarters expenses Apportioned firm by firm between US-source Apportioned on a consolidated group basis 
and foreign-source income, on a gross between US-source and foreign-source 
income basis. income; apportionment based on gross

income.

Research, development, and The 1977 Treasury regulations apportioned The 1995 Treasury regulations provide that 
experimentation (RD&E) expenses RD&E to US-source and foreign-source RD&E expenses are related to gross income 

income based on gross receipts derived from product categories and are to be 
from the product category to which the allocated between product categories.
research relates—except that 30 percent of Relevant product categories are determined 
RD&E expenditures may be allocated to the by reference to Standard Industrial 
place where research is performed (the Classification system (SIC). The regulations 
so-called exclusive percentage). This allocate RD&E first to geographic source of 
regulation was applied symmetrically to US the jurisdiction where research is undertaken 
and foreign firms. The Economic Recovery to meet legal requirements imposed by a
Tax Act of 1991 and subsequent revenue government entity (provided such research 
acts suspended the 1977 regulations and is not reasonably expected to generate more
instead provided for high “exclusive than de minimis income outside that
allocation” percentages. jurisdiction).

After such allocation, 50 percent of the 
remaining expenses are first apportioned to 
income from the geographic source where 
more than half of the taxpayer’s research and 
development activities were performed. The re-
maining expenses are apportioned to 
foreign-source sales in the relevant SIC 
product group to the total worldwide sales in
that SIC product group. The regulations also al-
low the taxpayer, under certain conditions, to ap-
portion the remaining expenses under one of
two optional gross income methods in lieu of the
sales method.
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of the foreign assets of the worldwide affiliated group to the total assets
of the worldwide affiliated group, over (2) the third-party interest ex-
pense incurred by foreign members of the group to the extent that such
interest would be allocated to foreign sources if the provision’s principles
were applied separately to foreign members of the group.

Table A8.1 summarizes the rules for apportioning interest, headquar-
ters, and R&D expenses between US-source and foreign-source income in
effect before and after the Tax Reform Act of 1986, with reference to the
most recent rule.
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1
Appendix A9
History of Rules for Intercompany 
Pricing Between US and Affiliated 
Foreign Corporations

The issue underlying intercompany pricing questions is how payments
and receipts between two or more related corporations should be
recorded for tax purposes. Suppose company A licenses a patent to com-
pany B, its subsidiary, at a royalty of 5 percent of sales. There are then
three logical possibilities: 5 percent is “too high” a rate, and company A
thus reports too much net income and company B too little; 5 percent is
“too low,” and thus company A reports too little income and company B
too much; or 5 percent is “just right,” and neither company reports too
much or too little income. 

There are two ways to address the tax consequences of a misstate-
ment of income by related companies. The first is to invite or compel the
companies to file a consolidated return. The second is to restate the trans-
fer prices for transactions between the companies.

When companies A and B are both US corporations and join together
as part of an affiliated group that files a consolidated federal tax return,
the tax revenue effects of a “wrong” royalty rate cancel out, as the “too
high” income of company A is offset by the “too low” income of com-
pany B, or vice versa. However, when companies A and B do not file a
consolidated return, the tax revenue effects may not cancel out. Company
A may pay US federal tax at a low rate on current net income because of
carryover losses or tax credits, whereas company B may pay US federal
tax at a high rate. In this case, if company A’s reported income is “too
high,” the total tax revenue from the two companies will be less than if
they had filed a consolidated return.

Ordinarily, a group of related firms may elect whether or not to file a
consolidated return. If companies A and B are both US corporations and
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have the requisite degree of common ownership (80 percent), various statu-
tory incentives strongly invite A and B to file a consolidated return. In this
way the code substantially reduces but does not eliminate the tax conse-
quences of wrong intercompany pricing between domestic corporations.

When either A or B is a foreign corporation, however, the story is dif-
ferent. As a general rule, a foreign corporation may not elect to join in the 
consolidated US tax return of the US-affiliated group (there are limited
exceptions to this rule for Canadian insurance subsidiaries). Then the
only remedy for misstating income between the US corporate group and
the related foreign corporation is to ensure correct prices for all intercom-
pany transactions that involve the related foreign corporation. This is also
true when related domestic corporations do not elect to file a consoli-
dated return.

This section summarizes the approaches taken under successive rev-
enue acts and Treasury regulations to ensure correct transfer prices be-
tween related corporations.

War Revenue Act of 1917

n Allowed the Internal Revenue Service (IRS) to allocate income and
deductions among affiliated corporations and to require related do-
mestic corporations to file a consolidated return.

Revenue Act of 1921

n Filing of a consolidated return by related domestic corporations made
optional and remained so for the period 1921–33. For the period 1934–41
the consolidated return was abolished, except for railroad corporations.
After 1941 the consolidated return election was reinstated, but a penalty
of 2 percent of additional tax had to be paid on consolidated taxable in-
come; this penalty was repealed in 1964. In 1964 and 1969 measures
were enacted to discourage the filing of multiple returns by related cor-
porations and encourage the filing of a single consolidated return by
domestic firms with 80 percent common ownership.

n Broadly, the 1921 act enabled the IRS to compute the correct tax lia-
bility of related trades or businesses, whether domestic or foreign.

Revenue Act of 1928

n Amplifying the broad provisions of the 1921 act, Internal Revenue
Code section 45 authorized the IRS to restate income to determine the
“true tax liability” of related domestic and foreign corporations. The
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language of section 45 remains substantially unchanged and now ap-
pears as section 482, which is the key section invoked by the IRS to
restate transactions between related corporations. The Tax Reform
Act of 1986 added the “commensurate-with-income” standard for in-
tangibles; see below.

Treasury Regulation of 1935

n Interpreting section 45, this regulation enunciated the arm’s-length
standard: “The standard to be applied in every case is that of an un-
controlled taxpayer dealing at arm’s length with another uncontrolled
taxpayer.” Beyond this general standard, specific guidance was not
given; instead the evolution of concrete rules was left to the courts.

Revenue Act of 1954

n Code section 45 was transformed into section 482.

Revenue Act of 1962

n In deliberations over the Revenue Act of 1962, the House of Represen-
tatives proposed to add a new subsection to section 482 that would re-
quire the US parent corporation to demonstrate to the IRS that it had
used an arm’s-length price in selling intangibles to its foreign sub-
sidiary; otherwise an apportionment formula based on relative eco-
nomic activities would be used. The conference committee dropped
this proposal but urged the Treasury to adopt tighter regulations.

Treasury Regulations of 1968

n Reaffirmed the arm’s-length standard but gave greater guidance to
perform services, license or sell intangible property, and sell tangi-
ble property.

n For intangible property, the preferred standard is the price for the
transfer of comparable property between unrelated parties. Where
no unrelated-party transactions are available, 12 factors are to be
taken into account, including offers of competitors, prevailing roy-
alty rates in the industry, uniqueness of the property, extent of legal
protection, prospective profits, and investment required to utilize
the intangibles.
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n Outlined three specific methods and one residual method for taxing
tangible property, to be used in the order set forth below:

© comparable uncontrolled price (CUP) method, the price between
unrelated parties for comparable merchandise;

© resale price method, the next-stage selling price of the merchan-
dise to an unrelated party, minus appropriate charges for pack-
aging, handling, and sales commissions;

© cost-plus method, the direct manufacturing cost plus an appro-
priate charge for overhead expense; and

© the “fourth method,” any of several other methods based on facts
and circumstances.

The Treasury rejected using mechanical safe havens based on profit mar-
gins, percentage markups or markdowns, etc., for two reasons. First,
the range of returns based on arm’s-length prices was very wide, and
hence no principled safe harbors could be devised. Second, taxpayers
would use safe harbors only when the other methods gave less favor-
able results.

In litigation between the IRS and corporate taxpayers involving
unique intangibles and foreign distribution centers for proprietary
goods, the courts have often focused on profit-splitting methods (e.g., 
in Eli Lilly & Co. v. Commissioner, 86 T.C. 996, 1985) or rate-of-return
analysis (e.g., in E.I. du Pont de Nemours & Co. v. US, 608 F.2d 445, Ct. Cl.,
1979). Thus, in practice and in light of the assets and activities of the
firms involved, courts have often determined what is a reasonable shar-
ing of profits between parent and subsidiary, or what is a reasonable re-
turn on sales by the subsidiary, rather than trying to ascertain the
arm’s-length price.

Tax Equity and Fiscal Responsibility Act
(TEFRA, 1982)

n Authorized a 50/50 profit split election between a US parent corpo-
ration and its affiliate located in a US possession.

Tax Reform Act of 1986

n Amended section 482 to establish a commensurate-with-income
standard for intangibles to address the question of high-profit intan-
gibles transferred to tax haven subsidiaries. Corporate taxpayers had
previously relied on industry averages as indicative of correct trans-
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fer prices under the CUP method. The amendment requires that ac-
tual profit experience should govern the sale price or royalty rate. 

n When a firm sells a high-profit intangible outright, the lump-sum
price should be commensurate with what might be realized by a con-
tingent royalty arrangement (e.g., 8 percent of sales). Subsequent
unanticipated developments required periodic adjustments in either
the royalty or the lump-sum price. 

The commensurate-with-income standard is often referred to as the su-
perroyalty provision because rates in excess of those commonly found in
unrelated-party transactions are assigned to the intangibles. 

Revenue Reconciliation Act of 1990

n Any taxpayer making a “substantial valuation misstatement”—an
understatement of income by more than $10 million—by virtue of er-
roneous transfer prices subjected to a 20 percent penalty. In the case
of a “gross valuation misstatement”—an understatement of income
by $20 million or more—the penalty could double to 40 percent. 

n Under section 6038A, any foreign-owned corporations carrying on a
US trade or business must provide the IRS, upon request, with infor-
mation on any transaction between itself and its foreign affiliates and
must maintain in the United States, in English, all records appropri-
ate to determine the correct tax treatment of such transactions. 

IRS Revenue Procedures 91-22, 91-23,
and 91-24 (1991)

n Under the advance pricing agreement (APA) procedure, the taxpayer
and the IRS can reach an agreement, in advance, on the correct trans-
fer-pricing methodology.

n Excuses the accuracy-related penalty with respect to any portion of
an understatement of tax if there is “reasonable cause” for this por-
tion and the taxpayer acted in “good faith.”

Revenue Reconciliation Act of 1993

n Amended Revenue Reconciliation Act of 1990 by strengthening the
accuracy-related penalty provisions in section 6662(e) as applied to
transfer pricing adjustments.
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n Lowered the threshold for imposing the substantial valuation misstate-
ment penalty as follows: The threshold for applying the 20 percent
substantial valuation misstatement penalty to a net section 482 trans-
fer pricing adjustment was reduced to the lesser of $5 million or 10
percent of gross receipts. The 40 percent gross valuation misstate-
ments penalty threshold was reduced to the lesser of $20 million or
20 percent of gross receipt. 

n Replaced the reasonable cause/good faith exception to the penalties
with a standard that required contemporaneous documentation of
the taxpayer’s reasonable application of the section 482 transfer pric-
ing regulations.

Temporary Treasury Regulations 
of 1994 (TD 8519)

n Temporary regulations issued under section 6662(e), concerning
transfer pricing penalties, designed to implement the accuracy-
related penalties with respect to the transfer pricing rules under sec-
tion 482. The thrust was to encourage taxpayers to comply with the
arm’s length standard in setting prices for controlled transactions and
provide documentation to the IRS upon request.

n Temporary regulations created a two-part exception from the 
transfer-pricing penalty for section 482 transfer-pricing adjustments,
depending on whether the taxpayer used a “specified” or “unspeci-
fied” method described in the section 482 regulations. No matter
which method was used, the taxpayer must have prepared documen-
tation concerning the transaction and provided such documentation
to the IRS within 30 days of a request.

n In choosing an approach, the taxpayer must have reasonably con-
cluded that it would provide the most accurate measure of an arm’s-
length result under the facts and circumstances of the transaction.

n Temporary regulations set out the following nonexclusive factors to
be considered in determining whether the taxpayer selected the most
accurate method: the taxpayer’s experience and knowledge in trans-
fer pricing; the extent to which accurate data were available to apply
a method; the extent to which the taxpayer followed the relevant re-
quirements under the section 482 regulations; and the extent to which
the taxpayer relied on the advice of a qualified professional.

n Temporary regulations required that, to use an unspecified method,
the taxpayer must have reasonably concluded, based on the available
data, that none of the specified methods was likely to achieve an
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arm’s-length result, and that the taxpayer’s method was likely to
achieve that result.

n Supporting documents classified into two groups: principal documents
and background documents. Principal documents consisted of the basic
transfer pricing analysis conducted by the taxpayer. Background docu-
ments were those that supported the principal documents

Treasury Regulations of 1994 (TD 8552)

n Modified the 1968 regulations evaluating intercompany transfer pric-
ing under section 482; replaced the January 1993 temporary regula-
tions, as described above.

n Described five methods to judge the acceptability of a transfer price
for the sale of tangible property, along with a sixth category called
unspecified methods. The methods enumerated included the three
methods authorized by the 1968 regulations, augmented by the fol-
lowing two new methods:

© the comparable profits method (CPM), determining an arm’s
length result based on profit level indicators derived from simi-
larly situated uncontrolled taxpayers;

© the profit split method (PSM), determining the operating profit
or loss from the most narrowly identifiable business activity of
the controlled taxpayer including the controlled transaction.
Such profit or loss then divided between the controlled parties
based upon “the relative value of each controlled taxpayer’s con-
tributions” to the success of the activity. The value of each party’s
contributions is to be based upon “the functions performed, risks
assumed, and resources employed.”

n Provided that an arm’s-length result had to be determined under the
method that, given the facts and circumstances, provided the “most
reliable measure” of an arm’s-length result (the “best method rule”).
Whenever the available data suggested that more than one method
could reasonably be applied to a controlled transaction, the best
method rule had to be applied to determine which of those methods
will be selected.

n Provided that adjustments be made to reflect differences between the
controlled transactions and the uncontrolled transactions to which
comparison was made. In many instances, the regulations enumer-
ated these differences and provide examples of the way adjustments
should be analyzed.
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n Authorized the following methods to determine the arm’s-length
pricing for transfers of intangible property between related parties:

© comparable uncontrolled transaction (CUT) method,

© comparable profit method (CPM),

© “profit split” method (PSM), and

© further unspecified methods.

The method to be used in a particular case had to be selected under the
best method rule.

Treasury Regulations of 1996 (TD 8656)

n Codified the 1994 Temporary Regulation (TD 8519) with the follow-
ing main changes:

© Search for data: In determining whether the taxpayer acted rea-
sonably, the IRS considered the extent to which reliable data were
available with reasonable effort.

© Most current data requirement: The taxpayer must have gener-
ally used the most reliable current data available before the end
of the taxable year in question, rather than the most current data
available prior to filing the tax return.

© Prior IRS audit: The IRS considered transfer-pricing methods used
by the taxpayer pursuant to an APA for a prior taxable year or a
method specifically approved by the IRS pursuant to an audit.

© Relation of size of adjustment to total transaction: Among the
factors to be considered, the IRS weighed “[t]he size of a net
transfer pricing adjustment in relation to the size of the con-
trolled transaction out of which the adjustment arose.”

1996: Cost Sharing Treasury 
Regulations (TD 8632)

n The Tax Reform Act of 1986 (the Act) amended section 482 to require
that consideration of intangible property transferred in a controlled
transaction be commensurate with the income attributable to the in-
tangible. The Conference Committee report to the Act indicated that,
in revising section 482, Congress did not intend to preclude the use of
bona fide research and development cost–sharing arrangements as
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an appropriate method of allocating income attributable to intangi-
bles among related parties.

n TD 8632 defined a cost-sharing arrangement as an agreement for shar-
ing costs in proportion to reasonably anticipated benefits from the in-
dividual exploitation of interests in the intangibles that are developed.

n To be qualified under the regulations, a cost-sharing arrangement
had to meet the following five requirements: (1) it had to have two or
more eligible participants; (2) it has had to be recorded in writing
contemporaneously with the formation of the cost sharing arrange-
ment; (3) it had to provide a method to calculate each controlled par-
ticipant’s share of intangible development costs, based on factors that
can be reasonably expected to reflect the participant’s share of antici-
pated benefits; (4) it had to provide for adjustment to the controlled
participant’s shares of intangible developments costs to account for
changes in economic conditions, the business operations and prac-
tices of the participants. and the ongoing development of intangibles
under the arrangement; the eligible participants had to share the costs
and risks of intangible development in return for a specified interest
in any intangible produced.

2004: Revenue Procedure 2004–29

n The IRS published Revenue Procedure 2004–29, explaining the man-
ner in which taxpayers could request an APA from the APA Program
within the Office of the Associate Chief Counsel (International), the
manner in which such a request would be processed by the APA Pro-
gram, and the effect and administration of APAs.

2005: Proposed Cost-Sharing 
Treasury Regulations

n Provide guidance under section 482 that would replace the existing
regulations under section 1.482-7 relating to cost sharing arrange-
ments (see section on “1996: Cost Sharing Treasury Regulations (TD
8632)” above). Proposed regulations were issued as a result of US
Treasury’s concerns that taxpayers may have undervalued the intan-
gibles and other resources that are subject to cost sharing arrange-
ments and therefore that the US parties contributing such intangibles
and resources may have been undercompensated for their contribu-
tions. The proposed regulations would significantly limit the ability
of US taxpayers to use cost sharing arrangements.
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n Adopt the “investor model” as a fundamental concept. In this model
each controlled participant is viewed as making an aggregate invest-
ment attributable both to its ongoing share of intangible development
costs and to its “buy-in” cost of external contributions. In this model
the purpose of making the investment is to achieve an anticipated re-
turn appropriate to the risks of the cost sharing arrangement over the
term of the development and exploitation of the intangible resulting
from the arrangement.

n Incorporate in the definition of a cost sharing arrangement both “cost
sharing transactions” regarding the ongoing sharing of intangible de-
velopment costs as well as “preliminary or contemporaneous trans-
actions” by which the controlled participants compensate each other
for their external contributions to the arrangement (what the existing
regulation refer to as the “buy-in”). 

n Set forth specified methods for valuing “buy-in” payments and gener-
ally preclude taxpayers from making periodic adjustments when the
actually experienced results of a controlled participant’s investment at-
tributable to cost contributions and external contributions diverge
widely from what was expected at the outset of the arrangement.

n Provide that arrangements that fall outside the scope of the definition
of cost sharing arrangements must be analyzed under other section 482
regulations to determine whether they achieve arm’s-length results.

n Include provisions to facilitate administration of, and compliance
with, the cost sharing rules, including documentation that must be
maintained, and accounting and reporting requirements.

2006: Treasury Regulations (TD 9278)

n Address the tax treatment of services transactions, including services
transactions related to intangible property, under the related party
transfer pricing rules. The regulations update the existing rules re-
garding related party services transactions (which have not been re-
vised since their issuance in 1968) to reflect an increasingly global
economy, as well as the significance of cross-border services (the reg-
ulations become effective in taxable years after December 31, 2007).

n Generally reduce administrative and compliance burdens for 
low-margin services, ensure that valuable intangibles can not be
transferred outside the United States for less than arm’s-length con-
sideration, coordinate the rules applicable to services related to in-
tangibles with the transfer pricing rules applicable to transfers of 
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intangible property, and update guidance on the transfer pricing
methods to determine the arm’s length price in a services transaction.

n Eliminate the simplified cost based method for pricing low-margin
services. In its place, the regulations set forth the services cost
method, which provides two avenues for routine back-office services
to be charged at cost with no markup.
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1
Appendix B 
Methods for Reducing
Corporate Income Taxes 

This appendix summarizes several features of corporate income taxation
implemented over the past four decades that result in lower effective tax
rates. While the emphasis is on US practices, many of the features find
general application among Organization for Economic Cooperation and
Development (OECD) countries. 

Outright Tax Reduction

A favorite means of reducing effective tax burdens, dating from the 1960s,
is to use investment tax credits, accelerated depreciation, and tax holi-
days, often tailored to attract particular firms from outside the jurisdic-
tion. These tax breaks may later be consolidated into the outright
reduction of corporate tax rates and the accompanying abolition of pref-
erences. Thus, during the last 20 years many countries were swept up in
the Reagan revolution of lower business taxation and broader tax bases
(table 2.5). In many cases, lower corporate rates were accompanied by
such measures as reduced depreciation allowances and lower tax credits. 

“Do-It-Yourself” Tax Reduction

Firms have used two main “do-it-yourself” methods to reduce their cor-
porate tax burdens. The first is to avoid paying dividends and instead
distribute cash to shareholders by repurchasing common shares. Only the
selling stockholders are taxed, and then only on their capital gains. If
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gains have accrued over a period of years, the effective tax rate is signifi-
cantly reduced from the nominal rate—perhaps by as much as half. From
the corporation’s point of view, repurchasing shares is thus a far more
tax-efficient way of moving cash from its coffers to its shareholders than
is declaring dividends. For this reason some countries, such as Australia,
do not permit firms to repurchase their own shares.

The second important do-it-yourself method used by firms is to rely
more on debt finance and less on equity capital. Swept up by the mergers
and acquisition boom, and mindful of the tax benefits of debt financing,
US firms dramatically increased their leverage during the 1990s.1 In 1970
the average debt-equity ratio of American corporations was estimated at
50 percent, measuring equity at market value. By 1980 that ratio had risen
to 76 percent; it then zigged and zagged for 15 years, climbing to a record
high of 83 percent in 2000.2 In 1980 the ratio of corporate net interest pay-
ments to corporate cash flow for the nonfinancial corporate sector was 13
percent; in 1990 that ratio was 20 percent; but by 2005 that ratio fell to 10
percent because of the sharp decline in market interest rates.3

Increased leverage went hand in hand during the 1990s with corpo-
rate restructuring activities: stock repurchases, leveraged buy-outs
(LBOs), and mergers and acquisitions.4 The composition of corporate pay-
ments to shareholders, through either dividends or stock repurchases,
changed dramatically. In 2000 the repurchase of shares reached 57 per-
cent of total corporate payments to shareholders (Dittmar and Dittmar
2004, table 1).

Integration of Corporate and Shareholder Taxes

Most OECD countries have departed from the classic two-level system of
taxation to introduce some form of integration of corporate and share-
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1. In LBOs and other corporate acquisitions, corporate debt often increases dramatically
(see Shoven and Waldvogel 1990). Gordon and Lee (1999) estimated that a 10 percentage
point reduction in the corporate income tax rate might reduce the share of assets financed
with debt by about 4 percentage points. 

2. According to data supplied by Benjamin Friedman, National Bureau of Economic Re-
search, Cambridge, MA, April 4, 1991; data for 1995 and 2000 are extracted from MLC-Plat-
inum Global Fund, Investor Review, February 2001.

3. Board of Governors of the Federal Reserve System, Monetary Policy Report to the Congress,
February 2006, available at http://federalreserve.gov.

4. From 1986 to 2000, annual share repurchases increased from $41.5 billion to $153.4 billion.
From 1990 to 1999, LBO activity shot up from 174 cases to 344 cases, and the average size of
an LBO increased from $99 million to $169 million. Over the same period, merger and acqui-
sition activity increased from 4,239 cases to 9,599 cases, and the average size of a merger or
acquisition deal increased from $48 million in 1990 to $354 million in 1999 (Weston and Siu
2003; Statistical Abstract of the United States, 2001, 493, table 742, available at www.census.gov.
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holder income taxes.5 The various forms of integration have in common
that the appearance of the corporate tax survives and the tax merges to a
greater or lesser degree with the personal income tax imposed on divi-
dends.6 Several different models of integration have been proposed, but
only a few have been put into practice.

At one extreme is the partnership model of full integration. Under
this model, the corporation itself is not taxed; instead corporate income 
is fully imputed and taxed to shareholders in the year earned, whether
or not it is distributed. Likewise, corporate losses are imputed to share-
holders and allowed as a deduction. Dividends actually paid are not
subject to additional tax. To eliminate capital gains tax on retained earn-
ings, the basis of stock held by shareholders is automatically increased
by the amount of corporate income and decreased by the amount of any
dividends paid. Subchapter S of the Internal Revenue Code allows small
and closely held corporations to elect the partnership model.

Equivalent in effect to the partnership model, but quite different in
its administrative details, is the earnings credit model of full integration.
Under this model, the corporation pays tax on its own income at the top
individual rate and thus remains the “associate tax collector.” However,
corporate earnings are imputed to shareholders, together with a credit for
taxes paid by the corporation. Any shareholder who does not pay tax at
the top rate can claim a refund for the excess credit. To eliminate capital
gains tax on retained earnings, the shareholder’s tax basis is increased by
the amount of after-corporate-tax income attributed to his shares and de-
creased by any dividends paid out.

The third major model is the dividend deduction method. Under it, a
corporation is allowed to deduct dividends paid from taxable income,
just as it deducts interest; this implies full integration for distributed earn-
ings but none for retained earnings. No adjustment is made in the stock
basis, so there is no relief for capital gains. 

None of the three models—the partnership model, the earnings
credit model, and the dividend deduction model—was seriously con-
sidered either by Congress or by the Treasury Department during the 
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5. The United States first provided meaningful integration of corporate and shareholder
taxes in 2003, via the 15 percent dividend rate in the Jobs and Growth Tax Relief Reconcilia-
tion Act (JGTRRA) of 2003. Earlier, in 1984, the Treasury suggested that corporations should
be able to deduct 50 percent of dividends paid. President Reagan proposed a 10 percent de-
duction, the House Ways and Means Committee came up with a 10 percent deduction
phased in over 10 years, but the Senate Finance Committee rejected integration. Hence the
landmark Tax Reform Act of 1986 did not include relief from double taxation.

6. A vast literature surrounds the integration of corporate and shareholder taxes. See An-
dersson (1991), US Department of the Treasury (1992), and Graetz and Warren (1998). For a
short review of the principal systems, see Ault (1997, 285–89).
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presidency of George W. Bush. The reason is that all these models confer
additional benefits on a large group of already “preferred” taxpayers:
shareholders who are not subject to tax at all, or only subject to tax at a
reduced rate.7

The most common form of integration, endorsed by almost half of
the OECD countries, is the dividend credit model, also known as the im-
putation system (see table B.1). A credit is allowed only on dividends
paid out, it is often limited to part of the corporate tax, and in important
circumstances it is not refundable. No refunds are permitted for tax-ex-
empt institutions or foreign parent corporations, except by tax treaty. Fur-
ther, as a general rule, no adjustment is made to the stock basis for
retained corporate earnings, so there is no relief from capital gains taxa-
tion. The American Law Institute recommended this approach in a 1993
study.8 The Treasury Department, however, did not recommend it in a
1992 study, principally because of its complexity; instead, the Treasury
recommended a dividend exclusion method.

Under the dividend exclusion model, the corporation pays tax, but
dividends are excluded in part or in whole from shareholders’ income for
purposes of personal income taxation. The dividend exclusion model is
not applied in practice to any significant extent,9 but its logic would re-
quire that capital gains, to the extent of retained earnings, also be excluded
from tax. The 1992 Treasury study recommended the dividend exclusion
model because of its overall simplicity and because it could be imple-
mented with relatively little structural change. The Bush administration’s
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7. “Preferred” taxpayers include nonprofit institutions, which pay no tax; foreign share-
holders, who often pay only source-country tax on dividends at low withholding rates es-
tablished by treaty; and pension funds and life insurance companies, for which tax is paid
by the recipients only as pensions are received or policies are paid out. Of course, supple-
mentary provisions could ensure that no benefits accrue to “preferred” taxpayers from
switching to one of the three integrated methods. For example, in the case of the dividend
deduction method, the withholding tax could be increased on dividends paid to a foreign
shareholder and a new tax could be imposed on dividends received by a tax-exempt insti-
tution. But such provisions are complicated to administer and most countries have adopted
the simpler dividend credit method at the outset.

8. The American Law Institute’s Federal Income Tax Project: Integration of the Individual and
Corporate Income Taxes (1993) sets forth four proposals to implement the system: (1) a with-
holding tax on dividends, with a credit for the corporate income tax paid with respect to the
dividend; (2) shareholders would receive a refundable tax credit for the dividend withhold-
ing tax; (3) certain corporate tax preferences could be passed through to shareholders; and
(4) a withholding tax on corporate interest payments.

9. From time to time the United States has allowed individual shareholders to exclude a
small amount of dividends (e.g., $100) from taxable income.
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Table B.1 Dividend tax relief in the OECD countries

Reduced tax rate
Country Individual tax credit on dividends (percent)

Australia Full (imputation)

Austria 25

Belgium 15 and 25

Canada Partial

Czech Republic 15

Denmark Partial 25 and 40

Finland Full 29

France Full

Germany 50 percent exclusion

Greece Full exclusion

Hungary Classical 25 and 35

Iceland Classical 10

Ireland Classical

Italy Full Or 12.5 flat rate

Japan Classical

Korea Partial Or a 16.5 flat rate

Luxembourg Classical 50 percent exclusion

Mexico Full

Netherlands Classical 30

New Zealand Full

Norway Full 28

Poland Classical 15

Portugal Partial 20

Spain Partial

Sweden Classical 30

Switzerland Classical

Turkey Partial

United Kingdom Partial 10 and 32.5

United States 15

OECD 5 Organization for Economic Cooperation and Development

Sources: Chen, Lee, and Mintz (2002); Edwards (2003a).
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budget proposal for fiscal year 2004 endorsed that model, but Congress
ultimately rejected it because of budget constraints.10

A close cousin to the dividend exclusion model is to impose a lower
tax rate on dividends compared with other income, such as salaries or in-
terest, that can be deducted at the corporate level. The JGTRRA of 2003
endorsed that model for the years 2003 to 2010 by prescribing that divi-
dends received by an individual shareholder from a domestic or quali-
fied foreign corporation should be taxed the same as capital gains income,
which translates into a tax rate of 15 percent for most taxpayers.

Another competitive dimension of tax integration involves extending
integration benefits to foreign investors. If foreign integration methods
are not fully extended to US parent corporations because the United
States has nothing to offer in return, then US multinationals are disad-
vantaged compared with multinationals based in foreign countries. The
15 percent tax rate on dividend income under the JGTRRA of 2003 is ex-
tended to all shareholders, including foreign shareholders, as long as the
dividend is paid by US corporations (with some exceptions) or by quali-
fied foreign corporations, usually corporations that are incorporated in
countries that have a comprehensive income tax treaty with the United
States, provided the foreign corporate stock is traded on an established
securities market in the United States. On the other hand, foreign coun-
tries that grant integration by imputing credits typically do not extend
the credit to foreign investors by treaty or otherwise. In Europe, the Eu-
ropean Court of Justice is forcing countries to grant imputation credits to
investors from other EU members. This is the major reason for German
and UK initiatives to change from full integration to partial dividend ex-
emption (Avi-Yonah 2002a).
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10. The estimated revenue cost of the president’s proposal was $316 billion for the years
2004 to 2013. Under the budget proposal, shareholders would exclude from taxable income
dividends that have been taxed at the corporate level. Relief from double taxation would
also be extended to retained earnings through a shareholder basis adjustment. Shareholders
would receive an increase in stock basis for taxed corporate earnings that are not paid out as
dividends. This would relieve the capital gains tax on retained corporate earnings. A 2003
working paper from the Heritage Foundation that considered the economic implications of
the proposal to end the double taxation of dividends concluded that it would improve the
nation’s economic growth and employment level and would strengthen investment and
boost personal savings over the next 10 years. Taking into account “supply side” effects, the
paper concluded that the proposal would reduce total federal tax revenues by a total of only
$64 billion during its first 10 years. Close to $56 billion of this reduction would take place
during the first five years, while during the final five the tax cut would be virtually revenue
neutral because of the corollary expected increase of pretax corporate profits, which would
increase corporate tax collections and employment levels, which would increase payroll
taxes. See Norbert (2003).
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1
Appendix C1 
A Simple Model of World 
Portfolio Capital Flows

The policy prescriptions in chapter 4 for the taxation of portfolio capital
solely by the residence country (the capital-exporting nation) rest on the
following assumptions about the workings of the world economy:

n The annual supply of portfolio capital is highly inelastic regarding
the after-tax rate of return to the lender. In other words, private sav-
ings show little response to changes in the after-tax rate of return.
This assertion finds support in the failure of US private savings to
rise, when expressed as a percentage of disposable household income,
in the 1980s, 1990s, and 2000s, despite four favorable features: Several
dramatic cuts in the marginal tax rate applied to affluent households;
high real rates of interest (in the 1980s); a super-bull stock market (in
the 1990s); and a prolonged real estate boom (in the 1990s and 2000s).

n However, the annual supply of portfolio capital shows some response
to “policy virtue.” In our view, measures that restrain credit card and
home mortgage borrowing and measures that encourage contribu-
tions to private pension plans and life insurance policies increase the
level of private saving somewhat. 

n Moreover, the annual supply of portfolio capital for purchasing non-
governmental financial instruments (e.g., stocks, bonds, and mort-
gages) is highly elastic to public deficits. In other words, when
governments practice “policy virtue,” in the sense of reducing their
public deficits, portfolio capital for private purposes increases almost
dollar for dollar. This assumption rejects the doctrine known as “Ri-
cardian equivalence”—namely, the idea that households adjust their
private savings to offset public deficits.
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n Private demand for portfolio capital is moderately elastic to the inter-
est cost to the borrower (i.e., the before-tax rate of return to the
lender). However, the public demand for portfolio capital is strictly a
function of policy vice, namely, the extent to which the government
budget is in deficit.

n By and large, we assume that more portfolio capital fosters a better
world economy by lowering long-term interest rates. This was true
even in 2005, when long-term rates were quite low on top-rated dol-
lar, euro, and yen bonds.

Drawing on Horst (1980), a simple model may be built around these
assumptions. The capital-exporting area’s net export of portfolio capital
(POR) is

POR 5 S 2 D 2 B 2 (FDI 1 OFF) (C1.1)

where

S 5 private supply of capital (household and business savings)
D 5 private demand for capital (residential and nonresidential 

investments)
B 5 budget deficit (federal, state, and local governments combined)

FDI 5 net outflow of direct foreign investment
OFF 5 net outflow of official capital

Similarly, the net import of portfolio capital by the rest of the world is
given by

POR* 5 S* 2 D* 2 B* 2 (FDI* 1 OFF*) (C1.2)

where starred variables denote rest-of-world quantities.
The after-tax return on foreign portfolio investments to residents of

the capital-exporting area (RAF) equals the before-tax return in the rest of
world (RF)—the capital-importing area—multiplied by unity minus the
combined home and foreign tax rate (T):

RAF 5 (1 2 T)RF (C1.3)

where

RF 5 the before-tax rate of return on portfolio investment in the
rest of the world (the capital-importing area)

T 5 the combined home and foreign tax rate on portfolio income 
earned abroad by residents of the capital-exporting area,
taking into account any deduction or credit given by this area
for foreign-country taxes
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The after-tax rate of return on domestic portfolio investment to resi-
dents of the capital-exporting area (RAH) equals the average before-tax re-
turn at home (RH) multiplied by unity minus the average home tax rate (t):1

RAH 5 (1 5 t)RH (C1.4)

where

RH 5 the before-tax rate of return on domestic portfolio
investments in the capital-exporting area

t 5 the average home-country tax rate on portfolio income
in the capital-exporting area

From the standpoint of world efficiency, the optimal level of international
investment occurs when the marginal cost of international investment to
the capital-exporting area, defined in the sense of opportunity costs
(which is the same as the before-tax rate of return in this area, RH), equals
the marginal benefit to the capital-importing country (which is the 
before-tax return there, RF). 

Portfolio capital presumably moves far enough so as to equate after-
tax rates of return,2 RAH and RAF, not to equate before-tax rates of return,
RH and RF. So, from equations (C1.3) and (C1.4), the actual level of inter-
national investment occurs when the following equation is satisfied:

(1 2 T)RF 5 (1 2 t)RH (C1.5)

In this equation, RF equals RH only when T equals t. In other words, the
actual level of international investment, determined by equation (C1.5), 
is optimal only when the combined tax rate equals the average home-
country tax rate in the capital-exporting area. Thus, world efficiency 
requires capital export neutrality: The combined tax rate on portfolio in-
come should equal the tax rate applied by the capital-exporting area.

The conditions for world efficiency say nothing about the division of
revenue. It would not impair world efficiency if all of the tax revenue
were collected by countries in the capital-importing area. However, if the
world faces a shortage of portfolio capital, and if the capital-exporting
country’s supply of portfolio capital reflects policy virtue—meaning
measures that encourage both larger private saving and smaller public
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1. Because the capital-exporting area normally encompasses several countries, the 
“home” tax rate should be thought of as a weighted average of national tax rates in capital-
exporting countries.

2. The equalization of rates of return refers to assets of equivalent risk, including credit,
currency, and political risk. 
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deficits—then it seems right that the capital-exporting country should
collect the tax on portfolio income. This means that the capital-importing
area should apply a zero rate withholding tax on portfolio income pay-
ments. If policy virtue is thereby rewarded and reinforced, then, from
equation (C1.1), there will be larger international flows of capital and
lower interest rates.

On a pragmatic level, if a significant group of portfolio investors (for
example, pension funds or central banks) based in the capital-exporting
area pay zero tax, and if the capital-importing area wants to benefit from
the lowest possible interest rate, then the capital-importing area must to-
tally abandon its own taxes on portfolio income paid to foreign investors.
In fact, this is what the United States—the largest importer of portfolio
capital—has done over the past two decades. Our policy prescription for
zero tax by the capital-importing area thus rests on a combination of pol-
icy virtue considerations and pragmatic arguments. The pragmatic argu-
ments have played a strong role in the US approach.

If a capital-exporting country can drive up RF by withholding capital
from the world market, then that capital-exporting country might raise its
national income by imposing a higher tax on foreign portfolio income than
on domestic portfolio income. This would be a clear beggar-thy-neighbor
tax, designed to improve home prosperity in the capital-exporting country
at the expense of world efficiency. Turning the same logic around, a capital-
importing country might tax interest paid to foreign investors in hopes of
driving RH down. In practice, these sorts of beggar-thy-neighbor taxes on
portfolio capital are not imposed for the following reasons:

n Few capital-exporting countries are large enough suppliers of global
funds to affect RF by raising their tax.

n Pragmatic concerns about the level of interest rates are enough to
keep the largest capital-importing country (the United States) from
raising its withholding tax on portfolio interest and dividend pay-
ments to foreigners.

n The extensive network of bilateral tax treaties—negotiated by each
party against a background of concerns about both tax revenue and
the impact of taxes on interest rates—serves to put a cap on with-
holding taxes.

n If tax rates on portfolio capital were determined as a textbook
“game,” each party would anticipate retaliation by the other and thus
foreswear beggar-thy-neighbor taxation (committing itself, inter alia,
through more intensive use of bilateral tax treaties). 
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1
Appendix C2 
Temporary Taxes on Portfolio Capital

As chapter 4 alluded to, over the past decade many commentators have
advocated taxes on international portfolio income as a strictly temporary,
internationally supervised measure to promote economic stability by
modifying global capital flows. Perhaps the best-known scheme is the To-
bin tax, designed to throw a little sand in the wheels of international fi-
nance. The pure Tobin tax runs into severe administrative and conceptual
hurdles, but a derivative variant, the Chilean inward portfolio tax, has
gained popularity. In 1990 Chile imposed a tax on short-term capital in-
flows to avert domestic inflationary pressures or an unwanted exchange
rate appreciation (Dobson and Hufbauer 2001, 74). Subsequently, the
taxes were relaxed and then withdrawn. Analysis of the Chilean episode
suggests that the largest effect may have been to shift inward capital flows
into longer-term instruments rather than reduce the local volume of
flows. However, two important features of the Chilean experiment were
that it was temporary and the emphasis was on inflows, not outflows. In
the midst of a financial crisis, a tax bite is not likely to deter much flight
capital: The tax will be avoided and investors will use circuitous routes of
escape. Instead, the object of the temporary tax is to discourage excessive
inward flows that set the stage for future crises. 

The parallel between a temporary withholding tax of the Chilean
variety and, in the realm of trade, a temporary import surcharge de-
serves mention. An import surcharge is an across-the-board tariff, some-
times used to curb an excessive trade deficit. This kind of tariff is clearly
a second-best measure, justifiable (if at all) only as a short-term pallia-
tive while more fundamental fiscal and exchange rate remedies are 
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implemented.1 Similarly, a withholding tax on the income paid to for-
eign investors on inward portfolio flows might conceivably be imposed
when domestic monetary policy is significantly tightened to cool the lo-
cal economy. The withholding tax would dampen the surge of foreign
capital otherwise attracted by high interest rates. This temporary mea-
sure might be justified if the country wanted to avoid a currency appre-
ciation that would worsen its current account position.2

There are several pitfalls to putting a withholding tax in place to tem-
porarily expedite a balance of payments. In the first place, the tax’s effec-
tiveness is eroded to the extent that residents simply pay off foreign debt;
the trade analogy is a country that consumes what otherwise would have
been exported. In the second place, some portfolio flows inevitably es-
cape taxation, especially if selected portfolio investments made in past
years are exempted from the new tax (existing bilateral tax treaties and
established financial relationships may compel such exemptions). Here
the trade analogy would be the exemption of merchandise imports from
free trade area partners from an import surcharge, giving rise to the pos-
sibility that partners might become conduits for third-country imports.
Finally, in an effort to close loopholes in its tax provisions, the country
might create a formidable bureaucracy, which predictably extends the life
of the tax after it has outlived its original purpose. 

We conclude that, when withholding taxes are used to deter capital
inflows, their use should require prior approval by the International Mon-
etary Fund (IMF) and their duration should be strictly monitored.3 In this
case, the trade parallel is with GATT Article XV, which requires IMF ap-
proval before a member country can use quantitative restraints to ad-
dress its balance of payments problems.
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1. Although Article XII of the General Agreement on Tariffs and Trade (GATT) permits tem-
porary quantitative restrictions as a balance of payments remedy, GATT has never squarely
accepted or rejected the legality of a balance of payments tariff. See Jackson, Davey, and
Sykes (2002, 1094–1105). 

2. Under different circumstances, in 1964 the United States enacted the Interest Equaliza-
tion Tax Act, which imposed a 15 percent tax on interest received from foreign securities.
The idea behind the tax (abolished in 1974) was to dampen capital outflows. In 1965 Ger-
many introduced a 25 percent coupon tax on interest paid at fixed rates to nonresident cred-
itors. This tax, abolished in 1984, was designed to limit the inflow of foreign portfolio capital
into Germany.

3. Interestingly, in 2001 a United Nations panel unveiled a proposal for an International Tax
Organization (ITO) that would develop norms for tax policy, engage in surveillance of tax
systems, and negotiate with countries to desist from harmful tax competition. However, the
proposal has not gained worldwide support, especially from the developed countries, in-
cluding the United States.
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1
Appendix C3 
Conditions for Reimbursement 
of the Backup Withholding Tax 

Chapter 4 recommends a backup withholding tax as a mechanism to pro-
mote residence-only taxation of international portfolio income. This ap-
pendix lists several conditions that foreign tax systems should meet to
qualify for reimbursements from the Internal Revenue Service (IRS) of
the US backup withholding tax. The conditions are designed to promote
worldwide compliance with residence-only taxation, encourage honest
administration, and ensure that the tax information is not used to enforce
nontax policies:

n implement a mechanism to ensure that the recipient of portfolio in-
come actually benefits from reimbursement of the backup withhold-
ing tax;

n prohibit issuing anonymous securities by entities within the jurisdic-
tion of the partner country. Because a blank endorsement on a nego-
tiable instrument can create a bearer instrument, the prohibition
against banks and corporations from issuing bearer instruments rep-
resents only the first step, but an important step, in a full-scale sys-
tem of title registration of securities;

n impose a similar 10 percent backup withholding tax on interest in-
come paid not only to nonqualifying US residents but also to non-
qualifying third-country residents, so as to reduce the global scope
for tax evasion;

n exchange payee names and amounts between the IRS and its sister
tax authority by electronic means that meet the specifications of the
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receiving authority.1 This condition is consistent with Internal Revenue
Code section 871(h)(6) that authorizes the Treasury Department to
deny the portfolio interest exemption to payments made to persons
within countries that are not cooperative in information exchange; and 

n disallow the information obtained to be used for any purpose other
than collecting taxes due on international portfolio income. If the
country limits the outflow of portfolio capital, it must agree that tax
information could not be used to trigger prosecution for evading laws
against capital flight.
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1. Under the exchange of information system proposed by EU’s Savings Directive, the com-
munication of information between member states is automatic and takes place at least once
a year, within six months following the end of the tax year of the member state of the pay-
ing agent, for all interest payments made during that year to individual beneficial owners
residing in every other member state.
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1
Appendix D
The Simple Economics
of Imperfect Competition

Firms concerned with maximizing profits in the short term make and sell
their products or services until the extra revenue from selling another unit
just covers the extra cost of producing it.1 In other words, production and
sales take place at the point where marginal revenue equals marginal cost.

Most multinational firms engage in producing manufactured goods
and sophisticated services. It is customary in these markets for a firm to
focus on its long-run marginal cost, namely, the costs of variable labor
(production and distribution workers), plus raw materials, power, and an
allowance for servicing fixed assets (interest plus depreciation). How-
ever, costs may differ from market to market, or from production country
to production country. Moreover, technology gains episodically cause the
entire long-run marginal cost curve to shift downward.

Long-run marginal costs do not include headquarters costs, and
headquarters activities are largely devoted to improving existing prod-
ucts, creating new products, or opening new markets. In our simple
model, headquarters activities help to determine prospective market
share, but headquarters costs are regarded as overhead costs, not mar-
ginal costs.

Marginal revenue for a given market is defined as:

mr 5 D(pq) 5 qDp 1 pDq (D.1)
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1. This exposition is paraphrased from Richardson (1989, 10–11), with extensions to clarify
the explanation and algebra. Published with the permission of the Organization for Eco-
nomic Cooperation and Development.
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where

mr 5 marginal revenue derived in a given market
D 5 a small change in the variable
p 5 price per unit of the product
q 5 quantity sold by the firm.

In the real world of ever-changing variables, it is not easy for a large firm
to know the marginal revenue equations for its many products and mar-
kets. However, the firm’s estimate of its marginal revenue from making
and selling an extra unit of a given product should be related to its per-
ception of the elasticity of demand for that item. The perceived elasticity
of demand, e, expressed as a positive number, is defined as:2

e 5 2[(Dq/q)/(Dp/p)] (D.2)

By algebraically manipulating equation D.2, the following expression can
be derived:

qDp 5 2( pDq)/e (D.3)

Substituting the right-hand side of equation D.3 into the right-hand side
of equation D.1 and setting Dq equal to unity, we derive the following ex-
pression for marginal revenue per unit of product sold:3

mr 5 p(1 2 1/e) (D.4)

Setting marginal revenue in equation D.4 equal to marginal cost, mc, leads
to the familiar markup pricing equation of microeconomic theory:

( p 2 mc)/p 5 1/e (D.5)

Equation D.5 says that a sensible firm charges a markup over marginal
cost of (p 2 mc), which, when expressed as a proportion of price, is sim-
ply the reciprocal of the perceived demand elasticity. The smaller the per-
ceived demand elasticity, the greater the firm’s market power. A firm
facing an elasticity of 2 charges a markup equal to one-half the final price,
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2. The negative sign on the right side of equation D.2 ensures that e will be a positive num-
ber. This is true because, with an increase in price (positive Dp), the quantity demanded will
decrease (negative Dq), and vice versa. The negative sign converts the invariably negative
expression in square brackets into a positive number.

3. When the elasticity of demand is less than unity, marginal revenue is negative. Presum-
ably a sensible firm will withhold product from the market before the marginal revenue
turns negative.
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or a markup of 100 percent over marginal cost; a firm facing an elasticity
of 3 charges a markup equal to one-third the price, or a markup of 50 per-
cent over marginal cost; and so forth. Under idealized perfect competi-
tion, firms face infinitely elastic demand schedules and enjoy no market
power. Therefore, their prices contain no markup and they price at 
marginal cost.

In settings of imperfect competition, the perceived demand elasticity
is usually rather low—in practical terms, less than 5. In these settings, the
first interesting question is how one firm’s market power depends on the
actions on its rivals. The extent of interaction provides an empirical index
of imperfect competition. Suppose that n similar rival firms together sell
a total of Q units of the same product in the same market. The total
amount sold will, in equilibrium, be willingly purchased by buyers ac-
cording to a market demand schedule:4

Q 5 A 2 Bp (D.6)

where

A 5 a constant indicating how much would be purchased if the
price were zero

B 5 a constant indicating how many fewer units will be pur-
chased for every unit increase in price

This market demand schedule has its own elasticity, E, which can be
shown to equal5

E 5 1/[(A/Bp) 2 1] (D.7)

The market demand schedule elasticity, E, does not equal e, the represen-
tatives firm’s perceived demand elasticity. Instead, the relationship 
between the two is determined by an imperfection weight, w, which re-
flects the interdependence of firms:

e 5 (1/w)E (D.8)
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4. The demand schedule for the entire market is affected by the similarity of substitute prod-
ucts (e.g., personal computers and minicomputers) and by the extent of geographic competi-
tion (e.g., the linkage between software spreadsheet markets in Europe and the United States).
By equation D.6, the presence of close substitutes or intense geographic competition increases
the value of parameter B and raises the elasticity of demand as defined by equation D.7.

5. This derivation can be shown, using calculus, as follows. Defined as a positive number, 
E 5 2(dQ/dp)(p/Q). Differentiating equation D.6 with respect to p yields 2 (dQ/dp) 5 B.
Multiplying both sides of the expression by p/Q and substituting (A 2 Bp) for Q gives equa-
tion D.7.
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At one extreme, for perfectly competitive firms, w approaches zero; hence
each firm sees itself facing a highly elastic demand schedule, whatever
the market demand elasticity. In a setting of perfect competition, interac-
tion with other firms is very low, in the sense that each firm perceives its
rivals as unaffected by its own price decisions. Consequently, e has a large
value and each firm’s markup over marginal cost is very small (see equa-
tion D.5). At the other extreme, for a monopolist, w equals one and e
equals E. For a group of firms acting together as a cartel to maximize joint
profits, w also equals one and each firm perceives itself as facing an e
equal to E. If the market demand elasticity is rather small—values under
3 are in fact common—then each firm’s markup over marginal cost is sig-
nificant in a monopoly or cartel setting.

With less intense collusion, w lies between zero and one, and each
firm’s market power depends moderately on that of its rivals. An impor-
tant intermediate degree of imperfect competition is called Cournot com-
petition, where w equals each firm’s share of the overall market. In other
words, w 5 q/Q, and hence e 5 (Q/q)E. Cournot competition emerges
when each firm perceives the outputs of all its rivals as given and then
optimally decides on its own output.6 Cournot pricing entails a price-
markup proportion equal to the reciprocal of (Q/q)E. If a firm has 20 per-
cent of the market and the market elasticity is 2, in Cournot competition
the firm perceives its own demand elasticity to be 10 and sets its markup
at 10 percent of the price.

The intensity of competition, measured by w, is one important di-
mension of imperfect competition. A second dimension is excess profits
above the amount necessary to attract entrepreneurial resources, that is,
production costs plus headquarters costs. Unhindered entry and exit of
firms drive excess profit rates per unit of output, p, close to zero in the
long run. In that case, market structure is described as monopolistically
competitive. If the number of firms is fixed by barriers to entry, then p is
greater than zero, and the market structure is called oligopolistic.

The excess profit rate p is defined more precisely as the proportion
by which price exceeds average cost per unit of product. Average cost is
the sum of production costs (long-run marginal costs) plus headquarters
cost per unit of output. We have assumed constant marginal costs per
unit, so that

p 5 [(p 2 mc) 2 (h/q)]/p (D.9)

where h is total headquarters costs.
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6. This is also called Cournot-Nash behavior. Cournot competitors can engage in successive
rounds of action and reaction; the important thing is that, in each round, players assume
that their own actions will not affect those of their rivals.
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When free entry and exit drive excess profits to zero, equation D.9 im-
plies that (p 2 mc) equals (h/q). In this case, a firm’s markup over marginal
cost just equals the amount necessary to pay its headquarters costs per unit
of output. Market power is then merely the power of the firm to pay all the
overhead costs associated with research, management systems, legal
staffing, and other headquarters services. The story told in chapter 5 (espe-
cially figures 5.1a and 5.1b) is a story of free entry and exit, over the life of
the product, to the extent permitted by governmental impediments.

Each firm’s market power (p 2 mc) declines as more firms enter the
fray. At the same time, each new firm’s headquarters costs per unit of
output (h/q) are also falling because of cumulative industry experience,
as discussed in chapter 5. With free entry, excess profits (that is, profits
above headquarters costs per unit of output) bounce up and down around
zero (see figure 5.1b). All the while, prices drop.

Increasing returns to scale, in this case the ability to spread head-
quarters costs thinner and thinner over larger and larger outputs, are built
into equation D.9 and into the definition of average cost. Hence it might
seem wasteful for multiple firms to deploy headquarters resources sev-
eral times over—even if headquarters costs for each new firm are
falling—when a monopoly would require only a single investment in
headquarters activity to supply the whole market.

But when the market is supplied by a single firm, or even two or three
firms, the public may demand some sort of regulation to ensure that
lower average costs are passed on in lower prices. Government regula-
tion has vices of its own: The regulators are often captured by the regu-
lated, and firms with prices regulated on a cost-plus basis have every
incentive to pad their costs and little incentive to innovate. Moreover, on
an international scale, regulation to ensure competition is barely known:
Only between United States and the European Union does some degree
of cooperation exist in the realm of competition policy.

The trick then is to let the market regulate by keeping entry condi-
tions as open as possible. The mistake is for governments to restrict com-
petition, as it takes a longer time, and more firms are required, to bring
prices down to average costs.
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1
Appendix E 
Electronic Commerce 

Electronic commerce (e-commerce) generally refers to the conduct of busi-
ness over the Internet. The world Internet economy reached almost $7
trillion in 2004 (table E.1) and has continued to grow at brisk double-digit
rates. In 2006 US online retail sales to consumers alone may have sur-
passed $200 billion, or almost 5 percent of total US retail sales (table E.2).
Total e-commerce transactions account for about 2 percent of turnover in
major Organization for Economic Cooperation and Development (OECD)
countries but reach nearly 12 percent in Ireland (table E.3). 

Thus, any proposal to reform the US taxation of international income
or transactions must consider the rapid rise of e-commerce. As the vol-
ume of international e-commerce increases exponentially (see tables E.1
and E.2), tax authorities worldwide, including the US Treasury, are in-
creasingly concerned about the potential for tax base erosion.

In November 1996 the US Department of the Treasury (1996) identi-
fied principles of taxation that might need adaptation to cope with the 
e-commerce environment. The report focused on the classification and
sourcing of e-commerce income, primarily the concepts of US trade or
business and permanent establishment (PE), as well as problems of tax
compliance. The report emphasized that changes should be based on the
principle of neutrality between conventional and e-commerce. Beyond
that, the report gave little guidance. Since 1996, the Treasury has said lit-
tle about the e-commerce challenge. However, in 1998 Treasury published
regulations on the characterization and sourcing of software transactions
(Treasury Regulations section 1.861-18).1
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1. Jensen (2001) argues that the principles contained in the software regulations should ap-
ply to Internet transactions in digital information.
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E-Commerce Challenges

Issues created by cross-border e-commerce arise with respect to various
taxes: income and franchise taxes, sales and use taxes, and value added
taxes (VAT). We focus on the income tax aspects of e-commerce, but we
also consider the VAT dimension. E-commerce presents four main chal-
lenges to existing international income tax principles: income characteri-
zation, income source, income allocation, and enforcement. 
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Table E.1 Total worldwide e-commerce revenues,
2004 (billions of dollars)

World share
Region Revenue (percent)

North America 3,500 52

Asia Pacific 1,600 24

Western Europe 1,500 22

Latin America 82 1

Rest of world 69 1

Total 6,751 100

Source: Forrester Research.

Table E.2 US online retail sales, 2000–2006 (billions of dollars)

Source 2000 2001 2002 2003 2004 2005 2006d

Forrester Researcha n.a. n.a 76 114 141 176 211

Census Bureaub 28 34 49 56 71 88 105

InternetRetailer.comc n.a. n.a. n.a. 70 88 109 n.a.

E-commerce as share of total retail 
sales, Census Bureau (percent) 0.9 1.1 1.5 1.8 2.0 2.4 2.7

n.a. 5 not available

a. Annual State of Retailing Online Report.
b. Census Bureau Quarterly Retail E-Commerce Sales at www.census.gov (accessed February 12,
2007).
c. Annual Internet Retailer Top 500 Guide to Retail Web Sites.
d. Forecast.
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Income Characterization

Whether income produced from e-commerce transactions is character-
ized as income from sales, services, or royalties can make a significant
difference in determining its source under established rules. Suppose a
US software company, US.Soft, manufactures and distributes software

APPENDIX E 277

Table E.3 E-commerce as share of total
turnover, 2003 (percent)

Country Share

Austria 1.0
Belgium 1.5
Cyprusa 0.2
Czech Republic 1.9
Denmark 4.4
Estonia 1.1
Finland 1.1
Germany 2.7
Greece 1.0
Hungary 1.1
Ireland 11.6
Italy 1.2
Latvia 0.2
Lithuania 1.6
Luxembourg 0.4
Norway 2.7
Poland 1.3
Portugal 1.3
Slovakia 0.8
Spain 0.4

Euro area 2.1
EU-15 2.2
EU-25 2.1

Australia 2.0
Canada 1.0
Japan 1.6
United States 2.0

a. Survey was taken in 2005, but data refer to experience
in 2004.

Note: Calculated as receipts from sales through the Inter-
net as percentage of total turnover. Sales through other
networks are not included. Only enterprises with 10 or
more employees are covered. The e-commerce surveys
were taken in 2004.

Sources: OECD (2005), Eurostat (2005).
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worldwide through the Internet. For a lump-sum payment, US.Soft cus-
tomers can use the software (including updates) for a period of 10 years,
starting the first time a customer downloads the software. The software
may be downloaded through a server placed in country B. If US.Soft sells
the software to a customer located in country C, the transaction may be
characterized as a sale for US tax purposes, and the income considered as
derived partly from US sources.2 Continuing this example, if country C
insists that the income should be characterized as “royalty” income un-
der its tax law, country C may impose a withholding tax on the total pay-
ments to US.Soft.3 If country C has a comprehensive tax treaty with the
United States, the treaty might resolve the conflicting classification. How-
ever, the United States has only 63 income tax treaties, and most of these
were drafted long before the era of e-commerce (only 15 were completed
or amended after 2000, as of June 2006).4

Inconsistent classification of e-commerce income by the United States
and country C may result in international double taxation for the portion
of the foreign taxes attributable to the gross income that is classified as
US-source income.5 While conflicts in characterization of income items
arise in conventional commerce, problems of characterization are more
acute when digital products are delivered over the Internet. Moreover,
delivering digital products allows both firms and tax authorities more
scope to blur the distinction between goods, services, and rights of use—
each seeking a revenue advantage.6

278 US TAXATION OF FOREIGN INCOME

2. See section 863(b)(2) of the Internal Revenue Code and Treasury Regulation section 
1.863-3. Because the software is wholly produced within the United States, half of the gross
income would be treated as US source income. The other half would be allocated between
US-source and foreign-source income under the principles of Treasury Regulation section
1.863-3.

3. Different approaches to the classification of income between country C and the United
States can arise from disagreement over whether substantial rights in the software were
transferred from US.Soft to the customer in country C. See Treasury Regulation section
1.861-18(f)(1).

4. The US-USSR tax treaty remains in force and governs tax relations with nine former So-
viet Republics. Text and technical explanations of completed and proposed income tax
treaties are available on the Internal Revenue Service (IRS; www.irs.gov) and US Treasury
(www.ustreas.gov) websites (accessed on September 5, 2006).

5. This is especially true for US-based MNEs that are in an “excess-credit” position. US-
based MNEs that are in an “excess-limit” position will be able to claim a foreign tax credit
for such foreign taxes assuming they have sufficient foreign-source income in the same for-
eign tax credit basket from other sources.

6. As the US Treasury (1996) notes: “Classifying transactions involving digitized informa-
tion may require a more complex analysis that disregards the form of the transaction—with-
out regard to whether tangible property is involved—in favor of an analysis of the rights
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Source of E-Commerce Income 

The principal purpose of source-of-income rules is to determine which
country has the primary right to tax and which country has the second-
ary right. By implication and convention, countries that have only a sec-
ondary right to tax income should either give a credit for the tax imposed
by the source country or exempt the income from taxation.

Defining the source of income derived from e-commerce presents a
challenge. The concept of source reflects a world of conventional com-
merce, conducted through identifiable physical locations. E-commerce
transactions, however, are conducted without regard to national borders
and without using significant infrastructure. They dissolve the link be-
tween an income-producing activity and a specific territorial location.

Adapting source rules to the new realities of e-commerce arises both
in the context of US domestic taxation—especially state sales taxes—and
US income tax treaties with foreign countries. One issue is the applicabil-
ity of the passage-of-title source rule to the transfer of digital products via
the Internet (see appendix A7). However, a larger conceptual and practi-
cal difficulty arises in the context of the tax treaty concept of “permanent
establishment” (PE), designed to resolve jurisdictional conflicts over the
active income produced by a resident (i.e., a firm) of one treaty country
doing business in another treaty country. The core idea is that a business
firm that merely exports to another treaty country should not be subject
to corporate income tax in that country. However, a business firm that
distributes or services its products in the other treaty country should be
subject to corporate income tax. To make this distinction, the existence of
a PE creates the threshold presence of tax liability. A PE is commonly de-
fined as “a fixed place of business through which the business of an en-
terprise is wholly or partially carried on.”7

It has come to be accepted in international fiscal matters that, until 
a multinational enterprise (MNE) based in one country sets up a PE in

transferred. This is necessary to ensure that neutrality between the taxation of transactions
in digitized information and transactions in traditional forms of information, such as hard
copy books and movies, so that decisions regarding the form in which information is dis-
tributed are not affected by tax considerations.” In 2001 the Technical Advisory Group (TAG)
in the OECD published a paper entitled “Treaty Characterization Issue Arising from Elec-
tronic Commerce.” The group identified 26 common categories of e-commerce transactions,
discussed the treaty characterization issues arising from these categories, and offered pre-
liminary conclusions as to how the payments arising from these transactions should be clas-
sified for tax treaty purposes.

7. See, for example, OECD model tax treaty, article 5(1) or US model tax treaty, article 7,
available at www.oecd.org. Examples of a PE cited under article 5(2) of the OECD model tax
treaty are “a place of management, a branch, an office, a factory, a workshop, a mine, an oil
or gas well, or any other place of extraction of natural resource.”
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another country, it does not participate in the economic life of the second
country to a sufficient extent that the MNE comes within the second coun-
try’s corporate tax jurisdiction. Assuming that the United States and
country B (the location of the server) both characterize the income from
downloading software by the customers of US.Soft in country B as a
“sale,” the key question under traditional tax concepts is whether US.Soft
has a PE in country B. 

Both the US model tax treaty and the OECD model tax treaty explicitly
exclude from the definition of a PE “the use of facilities solely for the pur-
pose of storage, display or delivery of goods or merchandise” and the
maintenance of a fixed place of business solely to conduct an “activity of a
preparatory or auxiliary character.” Invoking these definitions, the US Trea-
sury contends that an unmanned server does not generally constitute a PE
under US tax treaties (US Treasury 1996, section 7.2.4-5). Many net import-
ing countries of e-commerce products and services, such as India and Spain
(see Buchanan 2002), hold a contrary view: An unmanned server does con-
stitute a PE. Under their interpretation, country B could impose its income
tax on that portion of US.Soft income attributable to the server located
within its borders. The potential for international double taxation is obvi-
ous because the United States does not permit a foreign tax credit for any
tax imposed by country B that relates to US-source income.8

The conceptual difficulty is compounded by the technical reality that
servers can be located anywhere around the globe, and their locations are
irrelevant to the Internet user. Further, signals may be transmitted over
an array of linked servers in more than one jurisdiction and may be
switched among servers depending upon traffic volumes (Andersen
2004). Defining a server as a PE would seem to open the door for exten-
sive tax planning opportunities. To limit these opportunities, countries
that seek to extend their tax jurisdiction tend to lump websites and 
Internet service providers (ISPs) into the PE concept. The result is a tug-
of-war between developing countries, such as China and India, which
define the term PE broadly to expand their tax base, and developed coun-
tries, such as the United States, the United Kingdom, and Canada, which
define the PE concept narrowly to exclude servers, websites, and ISPs
(Reinhold 2004). 
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8. The controversy as to whether a server constitutes a PE is not limited to software sales; it
spreads to other e-commerce features, such as websites and ISPs. The controversy is rele-
vant whether US.Soft’s legal residence is a territorial/exemption or worldwide tax system
country. Countries that adopt the territorial/exemption system for taxing their residents or-
dinarily exempt foreign-source business income from domestic taxation. Countries that
adopt the worldwide tax system, notably the United States, ordinarily tax residents on their
worldwide income, including foreign-source business income, but provide a foreign tax
credit to alleviate international double taxation. In both cases, the question of where a spe-
cific item of income is sourced has important tax consequences.
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In January 2001, in an effort to reach consistent treatment among
OECD countries, the OECD Committee on Fiscal Affairs (OECD 2001a)
issued a commentary that began with the premise that the concept of PE
should continue to apply in an e-commerce world. The commentary con-
cludes that a website is not tangible property and thus cannot create a PE
by itself, but that a server on which the website is stored and transmitted
is a piece of equipment having a physical location, and may thus consti-
tute a PE. In 2004, however, the Technical Advisory Group (TAG) in the
OECD issued a final report that a server could not by itself constitute a
PE (OECD 2004a, 154).

Allocation and Enforcement Problems

Even when both countries agree that e-commerce activity reaches the
level of a PE, the question often arises as to how to attribute income and
deductions to the PE. This question raises classic transfer pricing prob-
lems of allocating income and deductions between the country of resi-
dence and the country of source. While transfer pricing disputes are
already litigated in numerous contexts, e-commerce places additional
strain on transfer pricing norms. Tax administrations have to evaluate in-
tangibles more often and face the daunting challenge of valuing the con-
tributions of related parties or even divisions of the same firm.

Beyond allocation issues, e-commerce makes it harder for tax author-
ities to obtain the information necessary to ensure tax compliance. Con-
ducting an effective tax audit generally requires several types of
information: the identity of the parties to the transaction, the nature of
the transaction, bank records, and more. Electronic payment systems that
preserve business anonymity, offshore banks that adhere to strict secrecy
rules, the ease of electronic record manipulation, encryption, and other
techniques can make it practically impossible for tax authorities to obtain
vital information. Additionally, e-commerce trade tends to eliminate in-
termediate middlemen that can be significant leverage points for tax col-
lection. Tax collectors are faced with the choice of applying very strong
and adverse presumptions against taxpayers—ensuring a howl of public
protest—or letting large sums escape the tax net altogether.

Coping with the Challenges

Several proposals have been laid out to deal with the tax challenges pre-
sented by e-commerce. Proposals run the gamut from maintaining the sta-
tus quo to shifting from separate entity accounting and arm’s length rules to
formula apportionments of profits. A broad international consensus on tax-
ing e-commerce seems highly desirable to avoid inconsistent rules that in
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turn lead to double taxation or nontaxation.9 Moreover, consistent and rel-
atively simple rates will be a great boon to small- and medium-sized firms
that, with e-commerce technology, can suddenly participate in international
commerce. We focus our discussion on the most salient proposals.

Residence Approach

Several commentators support the taxation of e-commerce strictly on a
residence basis (e.g., Jensen 2001). Under this approach, the seller’s resi-
dent country would have the exclusive right to tax the income derived
from e-commerce transactions. The Treasury Report (at section 7.1.5) en-
dorses the residence approach:

[The] growth of new communications technologies and electronic commerce will
likely require that principles of residence-based taxation assume even greater im-
portance. In the world of cyberspace, it is often difficult, if not impossible, to ap-
ply traditional source concepts to link an item of income with a specific
geographical location. Therefore, source based taxation could lose its rationale
and be rendered obsolete by electronic commerce. By contrast, almost all taxpay-
ers are resident somewhere. An individual is almost always a citizen or resident
of a given country and, at least under US law, all corporations must be estab-
lished under the laws of a given jurisdiction. However, a review of current resi-
dency definitions and taxation rules may be appropriate.

The merits of the residence approach are clear. It circumvents the difficul-
ties associated with classifying and sourcing e-commerce income dis-
cussed above. It alleviates and possibly eliminates transfer-pricing
disputes because no profit is attributed to the server or related equipment
(Cockfield 1999). Finally, residence taxation eases the job of tax adminis-
trations, given the dispersed and decentralized nature of Internet net-
works (Jensen 2001). 

The flaws in a residence approach are equally clear. From a political
perspective, it seems unrealistic to assume that large net-importing coun-
tries of e-commerce goods and services accept the residence approach if
the result is a significant concession of the tax base to resident countries.
Agreed rules require give-and-take between countries (Doernberg 1998,
Forst 1997). As long as the United States and a few other developed coun-
tries dominate e-commerce sales (see table E.2), give-and-take negotia-
tions are unlikely to settle on the residence principle.10
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9. Without consensus, to avert double taxation resident countries must provide either an
exemption for income claimed by source countries or a foreign tax credit for taxes levied by
source countries. These solutions guarantee considerable friction both between taxpayers
and tax administrators and between tax jurisdictions (see Avi-Yonah 1997).

10. As seen in table E.1, the United States continues to account for more than half of the to-
tal global market in e-commerce, with Western Europe and Asia-Pacific (Japan and the 
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Two additional considerations argue against taxation solely on 
the basis of residence. That approach offers an incentive for new high-
technology corporations to set up operations in a tax-haven country. 
Indeed, the ability to set up a new company in almost any jurisdiction al-
ready makes the country of corporate residence virtually a free choice for
new business organizations (OECD 2004a). Tax-driven offshoring may
cause even the US Treasury to question the residence approach.11 Finally,
from a policy perspective, it is difficult to justify a residence tax only on
cross-border e-commerce transactions and not on conventional cross-
border trade. This would seem to violate the neutrality principle that the
US Treasury (1996) emphasized. If a software company that sells down-
loadable software solely through the Internet is taxed on a residence 
basis, it may have an advantage over an equivalent “bricks and mortar”
company, as the latter, which sells the same products through physically
delivering compact discs, are taxed under conventional principles (source
taxation on income that is attributable to a PE).

Withholding Tax Approach 

Another proposal, aimed at striking a tax balance between the interests
of exporting and importing countries, would impose source-based taxa-
tion in the form of a withholding tax, similar to source-based taxation 
on passive income (Avi-Yonah 1997, Cockfield 1999, Doernberg 1998,
Reinhold 2004). Under this approach, a withholding tax obligation
would be imposed by the importing country, designated the source 
country. The jurisdiction where purchases of the e-commerce product oc-
curred would tax the gross income (i.e., the sales) of the seller/licensor/
service provider.

Several variants have been laid out. Variants run the gamut from 
a modest withholding tax at the rate of 2 to 4 percent (Reinhold 2004) 
to a significant withholding tax at the prevailing corporate tax rate (Avi-
Yonah 1997). Table E.4 summarizes the different proposals. All of the vari-
ants would impose withholding tax on e-commerce payments that are
derived from either business-to-business (B2B) or business-to-consumer
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newly industrialized economies (NIE)) essentially accounting for the rest. Other parts 
of the world account for only 2 percent of global revenues. As long as a few developed
countries dominate the selling side of e-commerce, it is hard to expect broad support for
the residence approach.

11. The anti-inversion legislation that Congress passed in October 2004 as a part of the
American Jobs Creation Act of 2004 (see appendix A5) does not change this reality. The leg-
islation only applies (among other limits) to the acquisition of a domestic corporation by a
foreign corporation, not to a new business that is set up from its inception by US persons in
a foreign jurisdiction. 
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Table E.4 Proposals to implement withholding taxes on cross-border e-commerce transactions

Approach Avi-Yonah (1997) Cockfield (1999) Doernberg (1998) Reinhold (2004)

Withholding tax rate Prevailing corporate 5 percent 10 percent 2 to 4 percent
tax rate

Tax base for withholding B2B and B2C B2B only Usually B2B only B2B and B2C
tax

Special definition of Yes. Withholding tax on Yes. Withholding tax on No. Withholding tax on Yes. Withholding tax on the 
e-commerce income “sales and service “cross-border transfers any payment (not definition of “electronically
subject to withholding provided through of e-commerce goods, limited to e-commerce supplied services” under 
tax electronic means” services, and capital payments) by source- the European Union 

that generate active country payer that value added tax 
business income” erodes the source- directive of July 2003a

country tax base

Withholding tax would Yes Yes No Yes
apply only to
e-commerce sales above
a threshold amount

Election to be taxed on Possible, upon filing tax Not possible Possible, upon filing tax Possible, upon filing tax 
net basis return return return

Restricted “force of No Yes No Possible
attraction” rule

Withholding tax Yes Yes Yes Yes
creditable in the
resident country

a.“Electronically supplied goods” under the directive refer to (1) Web site supply and web hosting; (2) supply of software and updating thereof; (3) supply of images,
text, and information, and making data available; (4) supply of music, films, games (including games of chance and gambling), and political, cultural, artistic, sport-
ing, scientific, and entertainment broadcasts and events; and (5) supply of distance teaching.
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(B2C) cross-border transactions.12 However, consumer-to-consumer
(C2C) sales, such as eBay and other online auction transactions, would be
exempt. Almost all of the variants would allow the e-commerce seller to
elect taxation on a net income basis by filing a tax return in the importing
jurisdiction.13 Additionally, all of the variants require that the withhold-
ing tax be creditable in the residence jurisdiction, preventing international
double taxation and reducing the incentive for a selling firm to reincor-
porate in a tax haven jurisdiction.14

The withholding tax approach has three main merits. First, withhold-
ing tax at source is a well-established mechanism that is relatively easy to
apply in B2B transactions. Second, the approach can alleviate enforcement
problems by establishing a collection point (the purchasing company) that
is responsible for withholding the tax and remitting it to the government.
Finally, the approach has the appearance of balance between the tax claims
of importing and the exporting countries. Hence it is more likely to attract
a broad international consensus than the residence approach.

The withholding tax approach has several drawbacks, however. First,
taxation at source presents serious enforcement problems for business-
to-consumer (B2C) e-commerce transactions. Long experience with 
consumption taxes (both retail sales taxes and VATs) has shown that
households are not a reliable collection point (OECD 2004a). Either the
firm collects the tax when it sells to households or the tax is not collected
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12. The exception is Doernberg’s (1998) proposal that would impose withholding tax obli-
gations on any payment (not limited to e-commerce payments) that is borne by the source
country firm and that erodes the source country’s corporate tax base (generally B2B pay-
ments only). Under this approach, all cross-border payments that might erode the tax base
of the source jurisdiction, including royalties, interest, compensation, and component pur-
chases, would be subject to withholding tax at source. The practical effect of this approach
is the imposition of a type of VAT on imports of goods, services, and intangibles. Doern-
berg’s approach would thus subject MNEs to source taxation on royalty and interest pay-
ments, in contrast with the general tendency to reduce and eliminate such forms of source
taxation. His approach also would subject MNEs to source taxation on business income in
the absence of a PE—another significant departure from current international norms. Fi-
nally, Doernberg’s approach distinguishes sharply between taxed B2B transactions and un-
taxed B2C transactions. Experience with retail sales taxation, where the reverse rule applies
(i.e., B2B is exempt and B2C is taxed), shows that any distinction based on classification of
the buyer invites tax avoidance. 

13. Cockfield’s (1999) variant would not permit this election.

14. Under Cockfield’s (1999) proposal, a restricted “force-of-attraction” rule would 
allocate some additional revenues to e-commerce importing nations. Under this rule,
based on the UN model tax treaty, the seller ’s PE in the source (importing) country 
would be attributed with earning business income in the source country whenever the 
e-commerce income was similar (even if not directly related) to other business income
generated by the PE itself. Cockfield’s force-of-attraction rule addresses the source coun-
try’s concern that transfer-pricing practices might permit an enterprise in the residence
country to shift profits away from a PE in the source country, even though the PE con-
tributed to those profits.
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at all.15 However, under current international norms, a firm based in the
United States selling distinct services to households in the European Union
is not subject to EU taxation. For practical reasons, therefore, the withhold-
ing approach might be restricted to B2B payments,16 meaning that B2C 
e-commerce transactions escape taxation—a serious disadvantage from the
standpoints of both tax neutrality and tax revenue. B2C e-commerce trans-
actions are estimated to account for approximately 20 percent of total 
e-commerce transactions, and this share will likely expand. 

Finally, under long-standing international tax principles, withhold-
ing tax on cross-border payments has been limited to “passive” forms of
income, such as dividends, interest, and royalties. By imposing a with-
holding tax on cross-border e-commerce payments, the domain of this
form of taxation would be greatly extended. In fact, this approach en-
dorses the thesis that a consumer market represents a “factor” (like labor,
capital, or technology) that contributes to a selling firm’s net income. The
characterization of a consumer market as a factor and the legitimacy of
imposing a tax are supposedly justified by the host government’s provid-
ing a legal framework, public services, and property rights. Tax authori-
ties have so far rejected this thesis in the context of corporate income
taxation (OECD 2004a). 

“Current Principles” Approach

Another approach is to resolve the new challenges by applying existing
international tax principles, making modest adjustments to reflect the
unique features of e-commerce. The great advantage of the “current prin-
ciples” approach is that it is most likely to attract international consensus
because it entails only modest changes in current international rules. 

US online e-commerce sales within the United States in 2006 may
have amounted to as much as $200 billion (table E.2) and as a percent of
sales are significantly higher in a few other advanced economies (table
E.3). These data reflect not only e-commerce transactions in digital prod-
ucts but also e-commerce sales of tangible products, such as online orders
of televisions, specialty foods, books from Amazon.com, travel tickets,
and hotel reservations. For tangible products, the Internet is primarily
used as a medium to enter into a transaction and make a payment. On-
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15. Several states in the Unites States attempt to impose “use” taxes when state residents
purchase goods from out-of-state or out-of-country. Use tax compliance is abysmal. More-
over, the US Supreme Court has turned down attempts by some states to tax catalogue re-
tailers who maintain no business presence in the taxing state and instead simply rely on
postal or express delivery of their wares (e.g., Amazon.com).  

16. See, however, the discussion below with respect to the European Union’s attempt to col-
lect a VAT on B2C cross-border e-commerce transactions. 
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line sales of tangible goods are qualitatively little different from tradi-
tional catalogue orders. Hence, on the principle of tax neutrality, it can be
argued that there is no policy justification for applying a different tax
treatment to such transactions. 

Bearing these features in mind, the OECD has advocated the “current
principles” approach that entails modest changes in the definition of a PE
and would largely preserve existing rules. The most salient OECD pro-
posals are 

n narrowing the definition of a PE to exclude activities that involve no
human intervention. As an alternative, modifying the definition of
PE so that a server cannot, in itself, constitute a PE; and

n broadening the concept of a PE to add a force-of-attraction rule deal-
ing with e-commerce. Under this rule, profits derived from sales or
other business activities of an enterprise through its website will be
attributable to a PE if the sales or business activities are the same or
similar to those carried on through that PE.

So long as e-commerce is taxed within the larger framework of the corpo-
rate income tax—rather than, for example, the VAT—we believe that the
OECD approach is preferable to the residence and withholding tax ap-
proaches. Excluding servers from the definition of PE is justified for the
practical reason that servers can be located and accessed from anywhere
around the globe and do not have to be maintained by employees of the
company that is engaged in e-commerce transactions. Servers are just too
footloose to serve as a basis for tax jurisdiction (Cockfield 1999). A limited
force-of-attraction rule appears appropriate to create a better tax balance
between net-importing and net-exporting nations for business income
derived from e-commerce transactions that involve digital products. 

Several US tax treaties with developing countries already incorporate
the force-of-attraction concept.17 A limited force-of-attraction rule on 
e-commerce would subject MNEs that have traditional PEs to taxation by
source countries on their cross-border e-commerce sales of digital prod-
ucts. But MNEs that do not have a traditional PE in the source country
could engage in remote sales of digital products through the Internet
without taxation by the source country. This result seems appropriate
from a policy standpoint, as it is congruent with the notion that business
profits should be viewed as originating from the national location of the
multiple factors that allow the enterprise to earn business profits (OECD
2004a). In our view, electronic transmission, without more, does not rise
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17. See, e.g., the US-Mexico (1993) and the US-Philippines (1982) tax treaties. However, nei-
ther the 1996 US Model Income Tax Treaty nor the 2006 US Model Tax Treaty uses a force-
of-attraction approach. See Andersen (2004).
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to the status of a factor that should attract a corporate income tax. A VAT
is another matter, to which we now turn.

Collecting VAT on E-Commerce Transactions

Over the past few years, enormous attention has been devoted to the 
consumption tax aspects of e-commerce, in both the United States in the 
context of retail sales taxes and the European Union in the context of
VATs.18 In the 1998 ministerial meeting in Ottawa, Canada, the OECD
agreed to a framework for e-commerce, including consumption tax 
aspects. OECD members also agreed to the principle that consumption
taxation should coincide with the jurisdiction where consumption occurs.
For international transactions, this means taxation according to the desti-
nation principle. Finally, the OECD agreed that a simplified online regis-
tration scheme is the only viable option for applying taxes to e-commerce
sales by nonresident firms to private consumers (B2C sales).

We focus our discussion on an issue that has drawn renewed atten-
tion: the imposition and collection of a VAT on cross-border e-commerce
transactions between non-EU-based online sellers and EU customers,
pursuant to EU Council Directive 2002/38/EC (effective July 1, 2003). To
better understand the approach taken in Directive 2002/38/EC, it is nec-
essary to provide general background on the VAT system in the Euro-
pean Union as it existed before July 1, 2003. 

Every member state of the European Union has a VAT, starting with
France in 1957. The first VAT Directive of April 11, 1967, as amended, re-
quired that member states replace their general indirect taxes with VAT sys-
tems. Yet the laws establishing the VATs are national laws, each framed
within certain EU parameters specified in the Sixth Council Directive 77/
388/EEC, as amended, on the common VAT system and the uniform basis
for its assessment. This Sixth VAT Directive tries to ensure that each member
state has a broadly identical “VAT base,” so that the VAT will be levied on
the same transactions throughout the European Union. Subsequent amend-
ments to the Sixth VAT Directive have attempted to remove anomalies.

As of January 1, 1993, when the “single market” in Europe became a
reality, national borders ceased to exist as commercial barriers within the
European Union, and practical features of VAT systems had to be adapted
to the new environment.19
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18. US states have chafed against the federal moratorium, recently extended until 2007 by
the Internet Tax Nondiscrimination Act (PL 108-435), limiting the collection of retail sales
tax on e-commerce transactions. 

19. Even after single market principles were adopted in 1992, implementing and adminis-
tering VATs remained a matter of national law in each of the 15 member states. This is still
true now that the European Union has expanded to 25 member states.
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EU VAT Regime after January 1993 and before July 2003

Recall that the VAT is a tax levied on the difference between the sales
price of a good or service before taxes and its cost of production. Classi-
fying a transaction as the sale of goods or supply of a service is crucial for
VAT purposes because different source rules apply to each different cate-
gory, as described below.

Sale of Goods

The general rule for sourcing the sale of goods for tax purposes in the Eu-
ropean Union—that is, identifying whether the origin or the destination
country has the right to levy a VAT—is that the VAT is charged in the mem-
ber state where the goods are physically located at the time of the sale; in
other words, the origin country. This rule applies also when goods are or-
dered and sold through the Internet. If the goods are sold by a registered
VAT trader (“trader”) in one member state to a trader in another member
state, the second trader self-charges the VAT and the destination member
state receives the VAT. On the other hand, if the goods are sold by a trader
in one member state to a household consumer in another member state
(“private consumer”), the originating member state keeps the VAT. 

As different member states have different VAT tax rates, to avoid tax
arbitrage in which a private consumer orders goods from a supplier lo-
cated in a low-tax member state to save VAT, certain antiabusive remote-
selling rules come into play. Under these rules, if the total sales by a seller
into a member state exceed a certain threshold amount, the seller must
register (if it is not already a registered trader) and charge VAT at the pre-
vailing VAT rate for the private consumer’s member state, that is, the
country of destination.

These rules do not apply, however, to non-EU sellers, such as a US
seller. When a non-EU seller exports goods to a member state they must
be declared for import VAT and taxed at the rate applicable in the mem-
ber state into which the goods are being imported (Sanderson, Houtzader,
and Merill 2002).

Supply of Services

The general rule for sourcing the supply of services for tax purposes in
the European Union is that a VAT is charged in the country in which the
supplier has established its business—the country of origin—regardless
of the location and status of the customer. However, there are two main
exceptions to this rule. 

The first exception applies to so-called performance services, such as
training, education, cultural entertainment, and sporting events. Under
it, the supplier must register for the payment of a VAT in the customer’s
member state and charge at the local VAT rate. 
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The second exception applies to broadly defined “intellectual” ser-
vices, enumerated in article 9.2(e) of the EU Sixth VAT Directive, such as
legal, advertising, consulting, banking, and financial services, including
the transfer and assignment of copyrights, patents, license, trademarks,
and “similar rights.” For these services, the export by a supplier to a
trader—that is, a B2B transaction—results in zero-rate VAT liability on
the supplier in the origin state (i.e., no VAT in the supplier country) and
“self-charging” of the VAT by the trader in its own member state, apply-
ing the so-called reverse charge rules (i.e., the recipient is liable for VAT at
the rate in the destination country). Conversely, where the private cus-
tomer is not a trader—that is, in a B2C transaction—a VAT at the rate of
the supplier country must generally be charged (i.e., origin-based VAT),
and the supplier country keeps the revenue.

Thus, under the EU legal regime before July 1, 2003, US.Soft, based in
the United States, could deliver downloadable software through the In-
ternet to traders and private consumers located throughout the European
Union without being subject to any VAT charge.20 If US.Soft exported the
software to a trader in the European Union (a B2B transaction), the VAT
liability was imposed on the trader. If US.Soft exported the software to a
private consumer (a B2C transaction), no VAT liability would be imposed
on US.Soft, because the United States, the country of the supplier (i.e., the
country of origin), itself charges no VAT. The resulting disparity of VAT
treatment between EU-based Internet sellers and non-EU-based Internet
sellers was a major concern in the European Union and prompted the
adoption of EU Council Directive 2002/38/EC, discussed below.21

EU Council Directive 2002/38/EC 

In response to the competitive concerns of EU firms, the European Coun-
cil of Ministers adopted a directive that, for the first time, attempted to
collect a VAT on online sales by non-EU sellers of digitized products to
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20. The export of the software in the form of a transfer of digital data through the Internet
is considered a “service” under article 9.2(e) of the EU Sixth VAT Directive because the arti-
cle includes the “transfer and assignment of copyrights, patents, license, trademarks and
similar rights.”

21. Frits Bolkestein, European tax commissioner, made this comment in a speech entitled
“Taxation Policy in the EU” on May 29, 2001, “Within the EU, our tax systems work well in
this context. But we have identified a particular problem at the point of interface with third
countries in the area of on-line e-commerce. Existing rules leave European business at a sig-
nificant tax-induced cost disadvantage when compared with their international competi-
tors. In fact, at present all digital sales by EU suppliers are subject to VAT, whereas
competitors based outside the EU supplying in many cases the same consumers do not
have to charge VAT.” See Frits Bolkestein, “Taxation Policy in the EU,” May 29, 2001, avail-
able at http://europa.eu.
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EU consumers (e.g., downloadable software, video, and music in B2C
transactions). Council Directive 2002/38/EC of May 7, 2002, which went
into effect on July 1, 2003, required all e-commerce companies to account
for and collect VATs on electronically supplied services with EU con-
sumers, regardless of the company’s location.22 The directive has a very
broad ambit: The electronically supplied services that are the subject 
of the new rules encompass a vast array of information services, includ-
ing the electronic supply of cultural, artistic, sporting, scientific, dis-
tance teaching, entertainment, and similar services when supplied over
the Internet. Also included are software (including updates), computer
games (a popular form of software), downloadable music, database ac-
cess, website hosting, and subscription-based and pay-per-view radio
and TV broadcasting.23

According to the directive, for sales to nontaxable persons in the Eu-
ropean Union—namely households (private consumers) and entities that
do not themselves pay a VAT directly to their governments—the seller
will collect and remit the VAT at the applicable rate in the buyer’s mem-
ber state. EU taxable persons buying e-commerce services from non-EU
suppliers will continue to self-assess the VAT on their purchases and pay
it with their regular VAT returns (Tittle 2003).

The VAT directive is a landmark in fiscal policy, as the European
Union is attempting, for the first time, to enforce its consumption tax laws
well beyond its territorial boundaries. The EU landmark may be used as
a precedent for taxing cross-border e-commerce transactions not only for
consumption taxes but income taxes as well. 

Not surprisingly, the directive provoked scathing criticism, especially
in the United States. The underlying if unspoken objections are two. First,
US firms are huge exporters of e-commerce services and now face a 
new tax. Second, because the United States does not have a VAT system,
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22. Council Directive 2002/38/EC, 2002 OJ (L 128) 41 (amending Sixth VAT Directive
77/388/EC). The language of the Directive can be found online at http://eur-lex.europa.eu.
The directive provided for a regime lasting only three years. Unanimous consent of the
member states was required for extension, and this was achieved by Council Directive
2006/58/EC, adopted on June 27, 2006, which extended the application of Council Directive
2002/38/EC by a further six months until December 31, 2006. On December 19, 2006, Coun-
cil Directive 2006/138/EC extended the application of Council Directive 2002/38/EC until
December 31, 2008. 

23. Annex L states that the directive shall apply with respect to (1) website supply, web-
hosting, distance maintenance of programs and equipment; (2) Supply of software and up-
dating thereof; (3) Supply of images, text and information, and making databases available;
(4) Supply of music, films, and games, including games of chance and gambling games, and
of political, cultural, artistic, sporting, scientific, and entertainment broadcasts and events;
and (5) Supply of distance teaching. The language of the directive emphasizes that this is
only an illustrative list, and therefore, the European Union may choose to bring additional
services and products within the directive’s scope. 
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reciprocity is entirely absent in tax revenues. At a more technical level, the
United States contends that the directive is discriminatory and therefore in
breach of OECD and World Trade Organization guidelines (Ivinson 2003).24

The main US argument is that the directive discriminates against non-
EU suppliers because it creates tax burdens for them that are higher, in
many situations, than the tax burdens EU suppliers face. There are two
reasons why tax burdens might be higher. First, for businesses established
in Europe, e-commerce supply of B2C transactions is taxed according 
to the origin principle, that is, according to the applicable VAT rate in 
the jurisdiction from which the supply originates. However, for B2C 
e-commerce supply by businesses established outside the European
Union, the destination principle applies, and the supply is taxed accord-
ing to the applicable VAT rate in the country of destination. Thus, when a
US e-commerce supplier sells to a Danish private consumer, the applica-
ble VAT rate will be 25 percent. However, if an e-commerce supplier based
in Luxembourg sells the same services, it will be subject to a VAT rate of
only 15 percent. Second, non-EU suppliers based in countries that have
their own VAT systems cannot claim a credit for EU VAT purposes, what-
ever home VAT they may incur on inputs in the course of delivering the
supply to the EU consumer. However, a supplier based in Luxembourg
could claim a VAT credit for VAT paid on inputs (Ivinson 2003). 

Of course, a non-EU e-commerce business can put itself on a similar
VAT footing to its EU counterpart by setting up a branch or a subsidiary
within one of the 25 member states of the European Union. However, by
taking this route, the non-EU business would expose itself to corporate
income tax liability in the member state where it is established. Equally
important, it could incur duplicative business expenses operating the
subsidiary or branch (Sanderson et al. 2002).

Despite these potential disadvantages, many Internet suppliers, such
as AOL and Skype, established subsidiaries in Luxembourg to take ad-
vantage of that country’s 15 percent VAT rate when selling to European
households located in higher VAT rate countries. However, in June 2007,
as part of a VAT reform package, Germany agreed to reverse the rule for
sales of services to consumers, so that tax revenue collected on B2C sales
will be remitted by the origin state to the destination states.25 Luxem-
bourg, which exports a great deal of telecom and internet services, stands
to lose $400 million annually from this change. 

Another source of US criticism is that the directive creates an admin-
istrative burden for non-EU suppliers, especially small- and medium-
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24. See also the letter from Thomas Niles of the US Council for International Business to US
Treasury Secretary John Snow, dated June 19, 2003, expressing the continuing concerns of
the council with regard to the directive.

25. See George Parkerin, “Berlin to Lift Blockade on VAT Reform,” Financial Times, June 2,
2007, 2.
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sized firms. As explained, non-EU businesses are required to collect a
VAT based on the location of their customers within the European Union.
However, such firms may lack the means to verify this information in a
cost-effective manner. Also, non-EU firms are obligated to make costly
systems upgrades to comply with the directive, keep records of their
transactions with their EU-based customers for up to 10 years, and make
these and other records available for audit by 25 different tax authorities
(following the EU enlargement). The administrative burden is further
compounded by the need to make records available in over a dozen offi-
cial EU languages.

In light of these objections, only time will tell whether the directive
constitutes a viable precedent for imposing fiscal policy in the e-commerce
context beyond the territorial jurisdiction of a country.26 In our view, 
the United States and Europe could negotiate the practical modalities of 
e-commerce taxation on a reciprocal basis. Until a reciprocal arrangement
can be negotiated—perhaps entailing a very substantial EU concession in
some other dimension of trans-Atlantic commerce—we see no reason for
the United States to cooperate in implementing the EU directive. Moreover,
we see no basis for extending the precedent set in the landmark EU direc-
tive to corporate income taxation. US interests will not be served by going
beyond the OECD “current principles” approach in applying corporate in-
come tax to digital services. 

APPENDIX E 293

26. In May 2006 the Commission of the EC stated in an explanatory memorandum to Coun-
cil Directive 2006/58/EC (June 2006)—which, as discussed, extended the validity of Direc-
tive 2002/38/EC—that Directive 2002/38/EC has delivered on its objective “of eliminating
an undesired and unintended effect of the 6tg VAT Directive whereby EU businesses found
themselves charging and collecting VAT in circumstances which placed them at a competi-
tive disadvantage vis-à-vis 3rd country based operations.” The Commission added that “al-
though not the primary objective, the Directive has contributed to the tax receipts of Member
States. In addition to tax collected and paid by non-EU operators registered under the
schemes, the amounts accounted for by businesses which opted for establishment within
the Community are likely to be significant. . . . A further effect on tax revenue is attributable
to VAT from existing businesses who, with the adoption of the Directive, no longer had any
incentive to move their operations outside the Community to protect their competitive po-
sition” (available at http://eur-lex.europa.eu).
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1
Appendix F 
Revenue on Foreign Investment
in the United States

Table F.1 walks through the calculation of US tax collected on foreign in-
vestment in the United States. To summarize, in 2005 total US-source 
income derived by payments to foreign-owned affiliates and foreign indi-
viduals amounted to approximately $490 billion. Some $31 billion of US
tax revenue was collected on these income streams.

Out of the $490 billion total, about $146 billion was earned on inward
direct investment. Foreign multinationals doing business in the United
States earned profits of $101 billion (including both distributed and re-
tained earnings). Based on effective tax rates reported by the Internal Rev-
enue Service for the year 2000, we estimate that the taxes collected on the
corporate earnings of foreign affiliates were about $29 billion. In addi-
tion, these affiliates paid about $45 billion in interest, royalties, and fees
to their foreign parent corporations. We estimate that US tax revenue on
these payments were about $1 billion. Thus, in 2005 the total US tax take
on inward direct investment was approximately $30 billion.

Out of the $490 billion total income streams accruing to foreigners,
approximately 70 percent represent income payments on inward portfo-
lio investment (an investment stock in the United States of approxi-
mately $6.5 trillion, as shown in table 1.4). However, only about $1 billion
of tax revenue was collected on this income, due to the low tax rates im-
posed on this income category. For reasons spelled out in chapter 4, we
think that the United States should apply a low or zero tax rate on these
income streams.

All together, tax revenues on inward US investment totaled about $31
billion, of which $29 billion derived from corporate earnings. By compar-
ison, approximately $9 billion of total tax revenue was raised on outward
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Table F.1 US tax revenue on US-source income accruing to foreign
persons, 2005 (billions of dollars)

Effective
Income tax rateb Tax

Type paymentsa (percent) revenue

Direct investment income 146.1 20.3 29.7
Corporate earnings

Distributed earningsc 42.1 28.8 12.1
Retained earnings 59.4 28.8 17.1

Interest payments 24.5 1.5 0.4
Royalties and license fees 20.1 0.4 0.1

Portfolio investment income 343.4 0.4 1.3
Private interest payments

Bonds 81.8 0.4 0.3
Bank liabilities 61.7 0.4 0.2
Other liabilities 42.8 0.4 0.2

US government interest payments 116.1 0.0 0.0
Dividends 36.9 1.4 0.5
Royalties and license fees 4.1 0.9 0.0

Total 489.5 6.3 31.0

a. Income figures are from Bureau of Economic Analysis (BEA), US International Transanctions Ac-
counts Data, 2005. Generally, they are reported after the deduction of any US withholding taxes.
b. Effective tax rates are based on Internal Revenue Service (IRS) data for 2000. For portfolio in-
vestment income, we use one-fourth of the effective tax rate reported by the IRS to reflect the dif-
ference between portfolio investment income reported in 2000 by the IRS and the BEA.
c. Distributed earnings can also be classified as “dividends.”

Sources: Bureau of Economic Analysis, US International Transactions Accounts Data, 2005, available
at www.bea.gov; Internal Revenue Service, Statistics of Income, Summer and Fall 2003.

US investment under the current tax system (table 6.5). Even under our
proposed territorial system, less US tax revenue would be raised on US
investment abroad than on foreign investment in the United States. Tax
revenue is a very poor measure of the overall economic gains of inward
and outward investment; still, it is worth noting that inward foreign in-
vestment makes a healthy contribution to US tax collections.1

1. Blouin, Collins, and Shackelford (2005) studied whether foreign controlled US compa-
nies report less taxable income than US owned companies, as some previous studies had 
argued. They found no evidence that taxable income declines more after a non-US investor
acquires a US-domiciled firm than when a US investor makes the acquisition. On the basis
of this finding, they argue that the tax avoidance motive of foreign firms doing business in
the United States has probably been exaggerated.
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