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International Tax Policy Forum and Georgetown University Law Center Conference on:

REFORM OF INTERNATIONAL TAX:

CANADA, JAPAN, UNITED KINGDOM, AND UNITED STATES
with a Keynote Address by Jason Furman (Deputy Director, National Economic Council)

Date: Friday, January 21, 2011
Location: Georgetown University Law Center
Gewirz Student Center, 12th floor
120 F Street, NW
Washington, D.C. 20001
Register online at: https://www.law.georgetown.edu/cle/showEventDetail.cfm?ID=252

With the recent adoption of territorial (dividend exemption) tax systems in the UK and Japan, the United
States is now the only G-7 country that taxes active business income of foreign subsidiaries under a
worldwide tax system. This conference brings together tax authorities and practitioners from Canada,
Japan and the UK to discuss why these countries switched from worldwide to territorial tax systems and
what the results have been. Issues in the design of a territorial tax system for the United States will be
discussed by a panel of tax experts.

8:30 a.m. REGISTRATION

8:55a.m. WELCOME
William Treanor (Dean, Georgetown University Law Center)
John Samuels (VP and Sr. Counsel—Tax Policy and Planning, GE)

9:00 a.m. INTERNATIONAL TAX RULES IN CANADA, JAPAN, THE U.K., AND THE U.S.: A PRIMER
Moderator: Charles Gustafson (Georgetown University Law Center)
Presenter: Jack Mintz (University of Calgary)

9:30 a.m. ADOPTION OF DIVIDEND-EXEMPTION SYSTEMS IN CANADA, JAPAN AND THE UK:
GOVERNMENT PERSPECTIVES
Moderator: Will Morris (GE)
Panel: Stephen Richardson (Dept. of Finance, Canada)
Chizuru Suga (Ministry of Economy, Trade and Industry, Japan)
Mike Williams (HM Treasury, U.K.)

10:15 a.m. BREAK

10:30 a.m. ADOPTION OF DIVIDEND-EXEMPTION SYSTEMS IN CANADA, JAPAN AND THE UK:
PRACTITIONER PERSPECTIVES
Moderator: James Hines (University of Michigan)
Commenters: Stephen Edge (Slaughter & May, London)
Nick Pantaleo (PwC, Canada)
Gary Thomas (White & Case, Japan)

11:30 a.m. INTERNATIONALTAX REFORM OPTIONS FOR THE U.S.
Moderator: Jack Mintz (University of Calgary)
Panel: Rosanne Altshuler (Rutgers)
Michael Graetz (Columbia Law School)
James Hines (University of Michigan
Paul Oosterhuis (Skadden Arps)

12:30 p.m. LUNCHEON

1:00 p.m. KEYNOTE ADRESS
Introduction: John Samuels (GE)
Keynote Speaker: Jason Furman (Deputy Director, National Economic Council)

1:30 p.m. ADJOURNMENT
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International Tax Polic:_y Forum

Web site: www.itpf.org
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About the International Tax Policy Forum

Founded in 1992, the International Tax Policy Forum is an independent
group of approximately 40 major multinational companies with a
diverse industry representation. The Forum’s mission is to promote
research and education on the taxation of cross-border investment.
Although the Forum is not a lobbying organization, it has testified
before the Congressional tax-writing committees on the effects of
various tax proposals on U.S. competitiveness. The ITPF briefs
Congressional staff periodically and sponsors annual public
conferences on major international tax policy issues. The January
2010 ITPF conference on "Locating the Source of Taxable Income in a
Global Economy" was co-sponsored with the American Enterprise
Institute.

On the research front, the Forum has commissioned over 20 papers on
international tax policy topics such as the effects of the interest
allocation rules on the competitiveness of U.S. firms, the compliance
costs of taxing foreign source income, and the linkages between
foreign direct investment and domestic economic activity (see

www.ITPF.orq).

Members of the Forum meet three times a year in Washington, DC to
discuss key international tax policy issues with leading experts in
government, academia, and private practice.

PricewaterhouseCoopers LLP serves as staff to the Forum. John
Samuels, Vice President and Senior Counsel for Tax Policy and
Planning with General Electric Company, chairs the Forum. The
ITPF's Board of Academic Advisors includes ITPF Research Director
Prof. James Hines (University of Michigan), Prof. Alan Auerbach
(University of California, Berkeley), Prof. Mihir Desai (Harvard),
Prof. Michael Devereux (Oxford), Prof. Michael Graetz (Columbia),
and Prof. Matthew Slaughter (Dartmouth).

ITPF Mission Statement

The primary purpose of the Forum is to promote research and
education on U.S. taxation of income from cross-border investment. To
this end, the Forum sponsors research and conferences on
international tax issues and meets periodically with academic and
government experts. The Forum does not take positions on specific
legislative proposals.
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Dean William Treanor
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Welcome to Georgetown Law. While it's impossible to describe such a diverse community in a
single page, | hope this will give you a taste of what the Law Center is all about. When we ask
our students what attracts them to the school, the response always includes Georgetown's
reputation as an academic leader — and the fact that it's in the heart of Washington, D.C.
Intellectually and geographically, Georgetown Law is the place where law and ideas meet.

In addition to teaching, members of the Law Center faculty have served key roles in shaping,
enforcing, challenging and defending the law in all its forms. Whether they are arguing before
the Supreme Court, testifying before Congress, leading a discussion on national security law
or serving their government for a time, our students reap the benefits of their expertise.

Georgetown's top—ranked clinical programs give students hands—on experience in more than
a dozen areas of law. Our institutes and centers seek innovative solutions to challenges in
areas such as global health, climate change and human rights. More than 90 percent of the
cases heard by the Supreme Court are mooted first by the Supreme Court Institute. And in
any given year, students hear from a variety of speakers ranging from lawyers and judges to
Cabinet officials and members of Congress.

Our reach stretches far beyond national boundaries. Initiatives like our Center for
Transnational Legal Studies in London offer unique opportunities for study overseas. Our

graduates have developed careers in law firms, governments, NGOs, courts, businesses and universities from Europe to Asia and
Washington, D.C. And no matter where they are, Georgetown students and alumni demonstrate a commitment to service born of

our Jesuit heritage.

At home, students enjoy our dynamic campus in Washington, D.C., just blocks from the U.S. Capitol and the Supreme Court. In
addition to the Edward Bennett Williams Law Library and the John Wolff International and Comparative Law Library, Georgetown
Law has its own residence hall, sport and fitness center and child care center — a vibrant and collegial community that is

convenient for busy law students.

I invite you to browse our website, join our Facebook, Twitter and YouTube sites — or better yet, visit us on campus. Here, you
can talk to our faculty, staff and students. Here, you can see firsthand what Georgetown is all about. We look forward to meeting

you.

B

William Michael Treanor
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International Tax Rules In
Canada, Japan, the UK
and US

January 21, 2011

Jack M. Mintz
Palmer Chair of Public Policy

Principles for taxing foreign
source income

* Fairness: Ensuring individuals are taxed on all
sources of income
Taxation of passive income
« Efficiency:
> Equal taxation of foreign and domestic activities of
foreign corporations.
Capital export neutrality
° International tax competitiveness — home-based

multinationals taxed similarly to other foreign
corporations operating abroad

Capital import neutrality in foreign jurisdiction
National ownership neutrality
« Inter-nation fairness: Countries get their fair
share of tax base (capital exporting and
importing country)




Meaning of Territorality

« Territoriality is an income tax system that exempts foreign-
source income earned by residents.
> Typically applies to corporations, not individuals,
partnerships and trusts. Could apply to branches.

> Even “worldwide” systems have exempt income — deferral
systems (retained earnings from active business income
earned by multinationals are exempt).

> Could include exemptions of dividends, capital gains,
branch profits, interest, royalties (eg. French and Dutch
systems did have exemptions of this type in the past).

» As a term, “territoriality” discussions are centred around a
dividend exemption system (with perhaps capital gains and
branch profits exemptions).

» Assumption — we are talking about exemptions for
distributions and other sources of equity income earned by
the parent corporation related to subsidiaries and branches.

Rationale for Exemption
Systems

» Presumption that foreign source income is taxed elsewhere
(therefore part of “worldwide” system).

o Even with taxes on repatriated earnings, not much
corporate tax revenue has been raised (Grubert and Mutti)

» Dividend tax credit is complex.

» Tax on dividends can be distortionary since subsidiary
investment and financing decisions can affect tax on
repatriated income in complex ways (Leechor and Mintz).

» Tax on repatriations encourages corporations to leave income
in other jurisdictions.
> Tax on repatriations make it harder for multinationals to

shift cash across countries.
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Corporate income tax rates

» An important issue is
the corporate income
tax rate faced by
companies. Creates
incentives to shift
income from high to
low tax jurisdictions
even in the presence
of taxing foreign-
source dividends
paid to parent.

Country

2011 Corporate

Income Tax Rate %

Canada 28 (25.6% by 2012)
Japan 36

UK 27 (24% by 2014)
us 38 (averaged)

Taxation of Foreign Dividends

Country | Foreign
Dividend or distributions

» Most countries now have
an exemption system for
foreign dividends or
distributions. Profits before
their distribution is subject
to tax in the source country.

« Itis often the case that
domestic inter-corporate
dividends received from
resident corporations are
also exempt (subject to
certain limitations in some
countries).

» Important exception is the
United States (and BRIC
countries except Russia).

Canada  Exempt from of foreign
affiliates in countries with
exchange of information
treaties (minimum 10%
votes or value)

Japan 95% Exempt (at least 25%
ownership)

UK Exempt (similar to
domestic dividends)

us Taxable
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Exemption of other sources of

Income

« Branch profits and capital
gains are taxed at the
corporate level under
worldwide systems. They
could be eligible for the
exemption system.

« Practice varies across
countries as to whether
other sources of equity
income are exempt or not.

« Passive income (CFC
rules) is taxed in all
countries on an accrual
basis with a tax credit for

foreign tax.

Country | Foreign Foreign CFC
Capital Branch Regime
Gains Profits {o]§

Passive

Canada

Japan

UK

us

Income

Taxable  Taxable Yes
Taxable  Taxable Yes
Exempt* Taxable Yes
Taxable  Taxable Yes

*Trading and holding period requirements.

Some other features

* Most countries continue
to tax foreign royalties,

fees and interest
received from

subsidiaries (credit for
withholding taxes).

» Restrictions on overhead
and interest expense
Costs vary across
countries. Even with an
exemption system, some
countries do little to
restrict interest or

overhead cost
deductions.

Country

Canada

Japan

UK

us

Statutory Restrictions on
Interest and Overhead Cost
Deductions

None
None (95% exemption)

Net expenses restricted
to external gross
financing of world-wide
group subject to gateway
test

Apportionment between
foreign and domestic
income. Water-edge
interest allocation
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Some key issues with dividend

exemption systems to think about

Treatment of foreign capital gains — exemption appropriate to avoid double
taxation and eliminate calculation of surplus pots. However, is not
consistent with domestic corporate capital gains taxation (one could argue

all corporate capital gains should be exempt like inter-corporate dividends).

Treatment of foreign branches: could argue such income be exempt as in
some countries (eg. Germany by treaty). If not, losses could be imported
until such time when foreign entity earns profits — turn into a subsidiary
without a toll charge (Japan now provides capital gains exemption upon
conversion)

Treatment of overhead and interest costs — should deductions from
domestic tax base fund foreign operations — issue of inter-nation fairness
but also efficiency.

Boundary between passive (CFC rules) and exempt income — need to be
enforce — raises issue around check-the-box rules in the United States.
Treatment of tax havens — exemption or taxation?

o Could be part of CFC rules (passive income test)

o Taxation of income if foreign tax rate below some threshold low-tax rate.

For example, Japan now uses 20% tax rate (recent budget).
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Reform of International Tax: Canada, Japan,
United Kingdom and United States

Stephen R. Richardson

International Tax Policy Forum
Georgetown University Law Center
21 January 2011

General Perspective

« Canada has a small open economy with a relatively large amount of
inbound and outbound international direct investment

« Canada’s economy has a large trade component--over 75% of trade
occurs with the United States

* Major sectors include natural resources, financial services, and
manufacturing

e Canada has a competitive business tax regime:
— Combined federal/provincial corporate tax rates around 25%
— Generally no taxes on corporate capital
— Mostly, no sales tax on business inputs: VAT-like system in most provinces

» Canadian tax policy has generally aimed to provide resident
corporations with a competitive regime for outbound investment

Page 9



Outbound Investment Taxation in Canada: Historical
Perspective

e Pre-1972 Tax Reform: simple dividend exemption system

» Dividends received from foreign corporation by resident corporation
were exempt from tax where 25% shareholding

* No deductibility of interest on debt used to acquire foreign
corporation shares paying exempt dividends

* No taxation of capital gains on shares
* No CFC regime
* Limited bi-lateral tax treaty network

Outbound Investment Taxation in Canada: Current System

» 1972 Tax Reform created a hybrid system using both the exemption
method and the tax credit method for dividends received from a
foreign corporation by a resident corporation

— Exemption depends on location of business earnings in a treaty jurisdiction
 Removed the restriction on interest deductibility on debt used to
acquire shares paying exempt dividends

* Introduced a CFC regime (“FAPI” rules) for foreign passive income
« Signalled a major initiative to expand Canada’s bi-lateral tax treaty

network
— Canada now has tax treaties with approximately 90 other countries

* Over last 30+ years there has been a steady stream of changes to
the system, including addition of many complex technical rules
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Outbound Investment Taxation in Canada: Recent Policy
Developments

e 2007 Budget: Proposed restriction on interest deductibility on debt
used to acquire foreign corporation shares paying exempt dividends

» 2007 Budget: Introduced policy to use “exemption” to encourage
negotiation of Tax Information Exchange Agreements

» December 2008 Report of the Advisory Panel on Canada’s System
of International Taxation
— Canada’s system “. .. is a good one that has served Canada well...”
— Reform not needed, but improvements recommended

» 2009 Budget: Withdrawal of revised restriction on interest
deductibility
» 2010 Budget: Withdrawal of Foreign Investment Entity proposals

and substantial revision to Non-Resident Trust proposals (from 1999
Budget)

Outbound Investment Taxation in Canada: Policy Issues

e Continued utility of the hybrid system—i.e. tax credit method—in
view of large extension of bi-lateral tax treaty network

» Interest deductibility on debt used to acquire shares of foreign
corporations paying exempt dividends

» Treatment of capital gains on shares of foreign affiliates disposed of
by resident corporation

» Base erosion relating to delineation of foreign business income
from foreign passive income, particularly income from financial
activities and IP

Page 11
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pwc.com/ca

Reform of International
Tax: Canada, Japan,
United Kingdom and
United States

Nick Pantaleo, FCA
nick.pantaleo@ca.pwc.com

International Tax Policy Forum
Georgetown University Law Centre

January 21, 2011

pwec

Advisory Panel on Canada’s
System of International Taxation

Principles to Guide Canadian
International Tax Policy

» Competitive tax system for Canadians
investing abroad

A ® ° Level playing field for domestic business
activity

* Protect Canadian tax base
o Straightforward tax rules
* Open consultation

* Regular benchmarking

Canadian National Tax Services
PricewaterhouseCoopers LLP 2




Canada
Taxation of Foreign Business Income

Assessment of current system
e “Hybrid” system inconsistent with international norms

 Significant compliance/administrative burden on taxpayers and CRA
to track “deferred” income, but for what purpose? Deferred income
never taxed!!

e Should exemption system be linked to tax treaties/TIEAS?
» Advisory Panel recommendation:

- Move to a full exemption system for foreign active business income
including capital gains/losses on sale of shares of foreign
affiliates carrying on such activities

Canadian National Tax Services

PricewaterhouseCoopers LLP 3

Canada
Taxation of Foreign Passive Income (FAPI)

FAPI regime reflects underlying principle that there is no good reason
for Canada’s tax system to favour foreign over domestic passive income

Future Challenges

e Implications of moving to a full exemption system for foreign active
business income — should all foreign passive income of all foreign
affiliates (not just controlled affiliates) be taxed on an accrual basis?

- Compliance issues?

* Ensuring base erosion rules do not negatively impede current
(global) business practices

Canadian National Tax Services

PricewaterhouseCoopers LLP 4
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l
Canada
Expense Allocation

No current rules to attribute domestic expenses to foreign exempt or
deferred income

In 2007, business community strongly opposed proposed restriction on
interest expense incurred with respect to funds borrowed to invest in
foreign affiliates

“ Canadian businesses need flexibility in raising capital and structuring
the financing of their foreign acquisitions and expansions to be
competitive with businesses based in other countries. In the Panel’s
view, this pragmatic concern is of greater weight than the theoretical
basis for denying interest deductions on money borrowed to invest in
foreign companies or in respect of outbound financings arrangements.”

- Advisory Panel on Canada’s System of International Taxation,
Final Report

Canadian National Tax Services
PricewaterhouseCoopers LLP 5

[
Canada
Expense Allocation (cont'd)

End of story in Canada?

» Advisory Panel left door open to restrict deductibility of interest on
funds borrowed by foreign controlled Canadian companies investing
in foreign affiliates in certain circumstances

- Example of “debt dumping”

Canadian National Tax Services
PricewaterhouseCoopers LLP 6




| Thank you.

This publication has been prepared for general guidance on matters of interest only, and does
not constitute professional advice. You should not act upon the information contained in this
publication without obtaining specific professional advice. No representation or warranty
(express or implied) is given as to the accuracy or completeness of the information contained
in this publication, and, to the extent permitted by law, PricewaterhouseCoopers LLP, its
members, employees and agents do not accept or assume any liability, responsibility or duty of
care for any consequences of you or anyone else acting, or refraining to act, in reliance on the
information contained in this publication or for any decision based on it.

© 2010 PricewaterhouseCoopers LLP. All rights reserved. In this document, “PwC” refers to
PricewaterhouseCoopers LLP, an Ontario limited liability partnership, which is a member firm
of PricewaterhouseCoopers International Limited, each member firm of which is a separate
legal entity.
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FINAL REPORT — EXECUTIVE SUMMARY

Enhancing Canada’s
International Tax Advantage

Advisory Panel on Canada’s System
of International Taxation

December 2008




Page 17

Final Report — Enhancing Canada’s International Tax Advantage — Executive Summary

Introduction

Canada’s system of international taxation is important to our country’s competitiveness.
At the global level, competitiveness is crucial to attracting high-value activities, spurring
innovation, and creating skilled jobs. Establishing Canada’s competitive advantage is
part of the Government of Canada’s strategic policy, as set out in Advantage Canada,’

its long-term economic plan. Improving the international tax system will enhance
Canada’s advantage to the benefit of all Canadians. For this reason, the Minister of
Finance established the Advisory Panel on Canada’s System of International Taxation

in November 2007.

Our mandate

The Panel’s mandate was to recommend ways to improve the competitiveness,
efficiency and fairness of Canada’s system of international taxation, minimize
compliance costs, and facilitate administration and enforcement by the Canada
Revenue Agency (CRA). The Panel members were drawn from the Canadian business
community, professional tax advisory firms, and the tax policy research field. The
chair and vice chair of the Panel are Peter C. Godsoe, oc, and Kevin J. Dancey, Fca.
Also on the Panel are James Barton Love, ac, Nick Pantaleo, Fca, Finn Poschmann,
Guy Saint-Pierre, cc, and Cathy Williams.

Our approach

3

Canada is on its way to achieving the lowest effective tax rate on new business investment
in the G7 and is “open to two-way trade, investment and talent,”? as encouraged by the
Competition Policy Review Panel. With this context in mind, the Panel focused primarily
on how Canada’s international tax rules affect Canadian businesses investing in foreign
markets (the “outbound” tax rules) and how they affect foreign businesses investing in
Canada (the “inbound” tax rules).

Released in April 2008, the Panel’s consultation paper3 framed the issues and asked
questions; numerous submissions were received in response. To obtain a wide range
of views, the Panel held meetings across Canada with businesses, industry groups,
economists and tax advisors, as well as officials from the Department of Finance and
the CRA. The Panel also undertook a research program to supplement its consultations
and deliberations.

Department of Finance Canada, Advantage Canada: Building a Strong Economy for Canadians (Ottawa: Public Works and
Government Services Canada, 2006).

Competition Policy Review Panel, Compete to Win (Ottawa: Public Works and Government Services Canada, June 2008), at p. 13.

Advisory Panel on Canada’s System of International Taxation, Enhancing Canada’s International Tax Advantage: A Consultation
Paper Issued by the Advisory Panel on Canada’s System of International Taxation (Ottawa: April 2008).
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Advisory Panel on Canada’s System of International Taxation

5 Our views and recommendations have been shaped by the submissions we received,
by our deliberations, consultations and research, and by our experiences.

6 The predominant view formed by the Panel is that the Canadian international
tax system is a good one that has served Canada well. As such, the Panel’s
recommendations seek not to reform but rather to improve our existing system.

7 Although the Panel’s mandate did not specify that our recommendations should be
fiscally neutral, the Panel considered how they could affect Canada’s tax revenues. In
considering the fiscal impact of our proposals, the Panel recognized the importance of
promoting competitiveness and the responsibility of sustaining Canada’s tax revenues,
especially in light of the current economic climate. We believe the consequences of
our recommendations, taken together, should not result in any net fiscal cost to the
government.

8 The Panel’s goal is to offer pragmatic, balanced and actionable advice to the Minister
of Finance toward improving Canada’s international tax system for the benefit of
our country.4

4 The Panel’s final report, Enhancing Canada’s International Tax Advantage, is available at: www.apcsit-gcrcfi.ca
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Final Report — Enhancing Canada’s International Tax Advantage — Executive Summary

The Current Environment

The global landscape is changing quickly. Current events show how swiftly capital
markets can change and influence industrial and commercial activity, and how
adaptable Canadian companies need to be in response. As a relatively small trading
nation, Canada has historically pursued an open economy; its system of international
taxation reflects this pursuit.

Cross-border investment and tax policy

10

11

12

13

Cross-border business investment has become central to the world economy. Global
two-way trade is important to Canada’s prosperity, as it is to that of other countries.
New competitors are emerging, notably from developing economies. Some of these
new competitors are aggressively seeking capital, while others have substantial
amounts of capital to invest. Canadian businesses need to be able to compete with
them for investment on both the outbound and inbound fronts.

Direct investment by Canadian businesses abroad is associated with efficiency gains
and greater productivity. Such benefits may arise from the ability to achieve scale
economies and greater specialization, set up global supply chains, and access foreign
technologies. Although a common worry among some Canadians is how Canadian
direct investment abroad affects Canadian employment, the Panel found no clear
evidence that such investment leads to the export of jobs or increases unemployment
in a capital-exporting country like Canada.

Investment by foreign businesses in Canada adds to the stock of capital invested in
Canada, resulting in faster growth, greater employment, higher living standards, and
additional tax revenues for governments in Canada.

To support Canadian business investment abroad, attract foreign business investment
at home, and strengthen our open economy, tax policy must keep pace with global
trends. The significance of two-way trade and the need for a complementary system
of international taxation are central to the Panel’s recommendations.
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Principles for Guiding Canada’s
International Tax Policy

14

15

16

The Panel acknowledges that setting international tax policy entails trade-offs and
practical constraints. In the Panel’s view, Canadian international tax policy makers
should be guided by the following principles:

1 Canada’s international tax system for Canadian business investment abroad should
be competitive when compared with the tax systems of our major trading partners.

2 Canada’s international tax system should seek to treat foreign investors in a way
that is similar to domestic investors, while ensuring that Canadian-source income
is properly measured and taxed.

3 Canada’s international tax system should include appropriate safeguards to protect
the Canadian tax base.

4 Canada’s international tax rules should be straightforward to understand, comply
with, administer and enforce, to the benefit of both taxpayers and the CRA.

5 Full consultation should precede any significant change to Canada’s international
tax system.

6 Canada’s international tax system should be benchmarked regularly against the tax
systems of our major trading partners.

We believe that an international tax system that is consistent with these principles
will be competitive, efficient and fair, and deliver predictable and certain results. The
system will also be less costly for all businesses to comply with, and easier for the CRA
to administer and enforce.

The Panel believes that mutual responsibility and cooperation among businesses,
tax advisors and government will strengthen our self-assessment system and help
to achieve efficiency and simplicity within Canada’s system of international taxation.
Applying the above principles, in a spirit of cooperation and mutual respect, would
offer Canada an opportunity to distinguish itself from other countries and enhance
its international tax advantage.
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Our Recommendations

17 The Panel has designed an integrated package of specific recommendations for
improving Canada'’s system of international taxation in the following areas: outbound
and inbound tax rules, non-resident withholding taxes, and administration, compliance
and legislative process.

18 Two key directives emerge from applying the Panel’s principles:

« The federal government should maintain the existing system for the taxation of
foreign-source income of Canadian companies and extend the existing exemption
system to all active business income earned outside of Canada by foreign affiliates.

o The federal government should maintain the existing system for the taxation of
inbound investment and adopt targeted measures to ensure that Canadian-source
income is properly measured and taxed.

19 These principles and the recommendations in our final report are pragmatic ones,
reflecting the Panel’s belief that Canada’s current international tax system is a good
one that requires only some improvements.
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List of Recommendations

The Panel’'s recommendations to the Minister of Finance are listed below. Recommendation
numbers correspond to the chapters in which they are discussed in the Panel’s final report
Enhancing Canada’s International Tax Advantage.

Taxation of outbound direct investment

Recommendation 4.1: Broaden the existing exemption system to cover all foreign active
business income earned by foreign affiliates.

Recommendation 4.2: Pursue tax information exchange agreements (TIEA) on a government-
to-government basis without resort to accrual taxation for foreign active business income if a
TIEA is not obtained.

Recommendation 4.3: Extend the exemption system to capital gains and losses realized on the
disposition of shares of a foreign affiliate where the shares derive all or substantially all of their
value from active business assets.

Recommendation 4.4: Review the “foreign affiliate” definition, taking into account the Panel’s
other recommendations on outbound taxation, the approaches of other countries, and the
impact of any changes on existing investments.

Recommendation 4.5: In light of the Panel’s recommendations on outbound taxation, review
and undertake consultation on how to reduce overlap and complexity in the anti-deferral
regimes while ensuring all foreign passive income is taxed in Canada on a current basis.

Recommendation 4.6: Review the scope of the base erosion and investment business rules
to ensure they are properly targeted and do not impede bona fide business transactions
and the competitiveness of Canadian businesses.

Recommendation 4.7: Impose no additional rules to restrict the deductibility of interest
expense of Canadian companies where the borrowed funds are used to invest in foreign
affiliates and section 18.2 of the Income Tax Act should be repealed.
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Taxation of inbound direct investment

Recommendation 5.1: Retain the current thin capitalization system, and reduce the maximum
debt-to-equity ratio under the current thin capitalization rules from 2:1 to 1.5:1.

Recommendation 5.2: Extend the scope of the thin capitalization rules to partnerships, trusts
and Canadian branches of non-resident corporations.

Recommendation 5.3: Curtail tax-motivated debt-dumping transactions within related
corporate groups involving the acquisition, directly or indirectly, by a foreign-controlled
Canadian company of an equity interest in a related foreign corporation while ensuring

bona fide business transactions are not affected.

Non-resident withholding taxes

Recommendation 6.1: Consider further reducing withholding taxes bilaterally in future tax
treaties and protocols to the extent permitted by the government’s fiscal framework and its
agenda regarding additional corporate tax rate reductions.

Administration, compliance and legislative process

Recommendation 7.1: Take immediate action to enhance the dialogue among taxpayers,
tax advisors and the Canada Revenue Agency to promote the mutual responsibility and
cooperation required to uphold Canada’s self-assessment system.

Recommendation 7.2: Take steps to improve administration of the transfer pricing rules in
resolving disputes, centralizing knowledge for better consistency, and resolving technical
issues.

Recommendation 7.3: Eliminate withholding tax requirements related to services performed
and employment functions carried on in Canada where the non-resident certifies the income is
exempt from Canadian tax because of a tax treaty.

Recommendation 7.4: Eliminate withholding tax requirements related to the disposition
of taxable Canadian property where the non-resident certifies that the gain is exempt from
Canadian tax because of a tax treaty.

Recommendation 7.5: Exclude the sale of all publicly traded Canadian securities from
notification and withholding requirements under section 116 of the Income Tax Act.

Recommendation 7.6: Develop a comprehensive, long-term plan to optimize tax information
collection, and set up the information management systems needed to efficiently process and
analyze this information.
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Some important differences from the US

« UK economy is more open, with >50% foreign
ownership of quoted companies by 2005

« UK growth of UK groups with big UK market
share constrained by anti-trust concerns

- UK had (and has) no

- Significant restriction of interest relief
- Constructive dividend rules
- Check the box
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Need clarity round purpose of exemption of
foreign profits
« Two possibilities
— Just an efficient (or different) way of relieving
foreign taxation?
— A decision that foreign profits shouldn’t in general
be taxed, so long as no domestic base erosion?
« Former possibility implies a continued need to
tax low or zero-taxed foreign profits, latter
doesn’t (absent abuse)

- UK has opted for the latter
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UK international tax reform

- Exemption of companies’ foreign dividends from
2009

- Tax rate cut from 28% to 24% over 4 years from
2011 to 2014

« Foreign branch exemption to be introduced in
2011

« CFC rules to be reformed in 2011, 2012
- Sole aim will be to prevent UK base erosion
- “Foreign to foreign” transactions no longer to be
targeted

- Patent box (10% tax rate) from 2013
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Reform of CFC rules

Interim reform 2011, more fundamental in
2012

Main focus of fundamental reform on (a)
money/finance and (b) IP

On money/finance

- to protect base you need interest restriction or
CFC rules
- UK sticking with CFC rules

On IP, main concern is with lowly taxed

- superproflts W|th strong connectlon to UK
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CORPORATE FINANCE
UK CFC REGIME INCHES TOWARDS SAFETY

Stephen Edge
Slaughter and May

As in Iceland, tectonic plates have been shifting (or showing signs of shifting) recently on both sides of the
Atlantic in the critical area of taxation of offshore passive income belonging to UK or US multinational
groups.

At a time when governments are short of money, legislators are bound to be casting jealous glances at
pools of lowly taxed offshore income.

CFC rules around the world are thus under considerable focus at present.

In the US, those in favour of the Obama healthcare reforms are said to have seen the offshore passive
income of US multinational groups as a quick fix to get more money out of the US tax base. For years,
the US had had a regime which has encouraged its multinational champions by allowing them to defer US
taxation on foreign income by reinvesting overseas and being able to recycle profits between overseas
operations at no US tax cost.

With the benefit of a quite considerable nudge from the ECJ (in the Cadbury/Vodafone cases”), the UK
seems at last to be pulling back from a similar desire to increase UK tax yield by an easy win offshore (as
evidenced in a 2007 Consultative Document which contained tough proposals that many saw as an
invitation to leave the UK) to a more business friendly regime. Another Consultative Document released
in January of this year contained proposals designed to balance the competing objectives of a competitive
regime for our multinationals and discouragement of “artificial diversions of profits” from the UK.

The encouraging signs in the new Consultative Document are that an income based regime has been
abandoned in favour of retaining an entity based approach to avoid unnecessary complexity and
compliance burdens, there will likely be a number of exemptions operating by reference to objective tests
which are likely to be wider than the existing exemptions and may recognise that ‘intra-group’ transactions
are not all bad, the motive test will be redesigned to move away from the default assumption that an
activity being carried on overseas when it could theoretically have been carried on in the UK is being
carried on overseas for tax avoidance reasons and there will be special rules for certain types of
business, such as finance companies, and assets such as intellectual property.

There is still, however, a lot of work to be done on the detail — which must now follow the current election.

“The litigation was begun by Cadbury which argued successfully before the ECJ that rules which discriminated between making an
investment in a subsidiary in the UK (when the income of the subsidiary would never be attributed to the parent) and making an
investment in a subsidiary elsewhere in Europe (when CFC rules could impute income to the parent) was contrary to the
fundamental freedoms within the EU presenting restrictions on the unrestricted movement of capital. The ECJ qualified this,
however, by saying that the freedoms must be exercised properly so that there must be a genuine economic activity being carried
on rather than simply “an artificial or fictitious” establishment. In other European litigation, the ECJ has said that choosing another
jurisdiction in Europe to establish your business simply because its tax rules are more benign is not a problem so pursuing a tax
mitigation strategy is, in itself, OK. Precisely what then is meant by “genuine economic activity” or “artificial or fictitious” has not
been resolved in the Cadbury litigation that has now concluded. Vodafone were originally successful in getting the UK courts to
strike out all the UK CFC rules as being non-compliant with the EU treaty but that decision was reversed so we are now waiting
for legislative or other clarification as to how the UK CFC rules are to be made compliant with the Cadbury judgment.
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One difficult question yet to be addressed is, following Cadbury and Vodafone, how much substance does
an EU-based CFC need to fall outside the rules. Achieving taxpayer certainty and avoiding further
litigation must be a key objective here.

The jury is thus still out on whether or not the CFC modernisation project will reach a successful
conclusion but UK advisers have to be optimistic if the UK is to retain its competitive edge in hosting
multinationals - and also if debilitating ongoing EU litigation in this area is to be avoided.

At present, however, the uncertainty over exactly how the regime will finally fall in place is undoubtedly
affecting the confidence of UK groups to plan things going forward — much less to make transforming
acquisitions.

The UK government has been fortunate that the cross-border M&A markets have been fairly quiet during
the financial crisis so uncertainty in the UK has not yet had a cost — the UK multinational community has
also showed patience with UK legislators in not exercising another EU fundamental freedom and moving
out of the UK with no significant tax cost because they have been prepared to trust the UK government’s
invitation to help the UK CFC regime move in a positive direction.

In a world where CFC uncertainties do not exist, looking at what impact the acquisition of a target will
make on your group’s effective tax rate depends in large part on what contribution you think that tax
synergies can make. Devising a post-acquisition restructuring strategy, even when perhaps you have
little knowledge of the target’s detailed structure, will thus play an important part in the bidding process.

In pricing the transaction, the commercial negotiators will accordingly be looking not only: -

(a) atthe underlying cash flows and what they are worth in terms of the contribution to group earnings
and thus market capitalisation after tax; but also

(b) at what synergies or costs savings will arise from the merger — including, most importantly, the ability
to drive down the effective tax rate in the target so that, even with no underlying income growth,
earnings can make a bigger contribution to group profitability after the merger than they did to the
selling group before. A tax saving can then be used to enhance value in the deal.

The acquisition tax team must, therefore, look at the structure of the target group, identify where profit
making operations lie, how group funding operates, where IP is owned and what tax assets exist.

Armed with this information — and also a general understanding of the extent to which the structure can
be unwound without significant tax cost or allowed to continue to exist without creating your own
significant CFC issues — you can then look at the scope for reorganising the target group so as to make
better use of tax losses or other tax assets by consolidating your operations with targets in a particular
jurisdiction or improving income flows by avoiding withholding taxes.

You will also want to look in detail at what you can do to move more portable or passive income out of
underlying operating subsidiaries into a more benign regime under your own control.

It is in this context that the acquirer with the lowest effective tax rate in its own group and with the least
pernicious CFC regime will be able to outbid its less favoured international competitors with confidence.

Various factors contribute to the effective tax rate of a multinational group. At the top of the group, the
host jurisdiction will have its own tax rate and policy on taxation of overseas earnings — with the UK, this
gives you a corporate tax rate of 28% and, since the changes in 2009, an exemption regime on foreign
dividend income to go with the participation exemption (substantial shareholding exemption) for gains
arising disposals of shares in trading subsidiaries and a good treaty network/EU membership to avoid or
reduce incoming withholding taxes.
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Down at the bottom of the group, operating companies located in developed jurisdictions will be managing
their own tax bills as best they can — probably with a lot of focus on funding (trying to comply with local
thin capitalisation rules etc), transfer pricing (inwards and outwards) and development and ownership of
intellectual property (licences in of any group brand names, R&D cost sharing etc). A post-acquisition
supply chain restructuring may, however, make sense there.

The top and bottom contributions to the group effective tax rate are, therefore, effectively fixed — there will
be things that you can do but you will always be operating within the constraint that anything that is left
within charge to tax will be taxed at a developed country rate.

If, therefore, your aspiration is to drive down the group rate, you will have to focus on the middle bit of the
group — where there are likely to be greater opportunities to locate mobile income (such as finance
income, IP income and income from low cost manufacturing operations in developing countries) in
intermediate holding or other companies located in an environment that is more tax friendly.

Location, location...

Finding the right place for these more portable operations is easy — the difficult bits are moving income
out of the operating companies into a low tax area that may not have such a good treaty regime and also,
most importantly, making sure that the host jurisdictions (or topco) CFC regime is sympathetic to your
general strategy of driving down foreign taxes and does not seek to fill the vacuum by claiming the
offshore income as its own.

Tax advisers on this side of the Atlantic are beginning to flex their muscles as the financial crisis thaws
and issues like this become material again. The government that comes in after the UK election on 6"
May will need to be quick off the mark in spelling out the direction in which the CFC regime is heading
and when it will arrive.

The UK has many advantages as a holding company jurisdiction but multinationals based in the UK will
not long be able to suffer a relative lack of competitiveness either in their acquisition strategies or in the
after tax earnings per share as compared with their multinational peer group.

Behind the firm hand of the ECJ in ensuring compliance with EU fundamental freedoms for our CFC
regime lie the equally strong and effective forces of competitive capital markets (potentially making UK
groups prey to overseas competitors with more beneficial overall tax regimes) and the real power of UK
based companies to choose another place within the EU to locate their top holding company (an
opportunity which many US groups might now be looking at rather jealously).
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Encouraging progress on CFC discussion

Steve Edge
Slaughter and Ma

While many will say that the devil is always in the detail and also that there are still areas where
work remains to be done before the policy becomes completely clear, all the initial signs are that
the proposals in the discussion document will be welcomed by the UK multinational community
as consistent with the messages that have been sent out since 2007 to “watch the direction of
travel”. So far, the journey seems to be taking us to a good place.

The discussion document expresses itself to have the very ambitious “aim of enhancing UK
competitiveness while providing adequate protection of the UK tax base”.

This should, of course, be the aim of all tax policies but none are more at the sharp end of the
UK'’s overall tax structure than this.

Tax competitiveness

What does competitiveness mean in this context? The most competitive tax system is, of
course, one that does not exist. Given that that is not a possibility for aimost all developed
jurisdictions (in that taxes need to be raised to support the infrastructure that, in turn, supports
business), competitiveness must then be a relative term.

For some, it will mean the domestic tax rate — which is why the UK has seen a drift of some of
its general insurers offshore in response to competitive pressures coming from established
offshore insurance centres like Bermuda. Capital and the ability to absorb risk is critical for any
insurance company — and one that suffers no tax when reinvesting profits back into the business
will always be able to compete more effectively with other companies that are reinvesting their
profits after tax. While there are obvious constraints on showing that substance is appropriately
located to manage risk, the practical aspects of running a reinsurance business offshore are
much easier than they are with other less portable businesses.

For our national champions or UK-based multinationals, domestic tax rate is important too. If
the UK had a domestic tax rate that was way out of line with its global peer group, capital would
be attracted away from UK-based public companies because it would be obvious that they had
to run so much harder in order to deliver the same net returns to shareholders that more lowly
taxed competitors could deliver.

But the corporate tax rate is not usually the decisive factor. Multinationals will look at the total
tax and non-tax package.

As a traditionally mercantile economy with a global financial centre and a general infrastructure
that provides great support to UK-based multinationals, the UK would have to have a very
uncompetitive tax system to drive people away.
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Advantages of UK

All the basic features of a first-rate multinational tax regime are there — there is no withholding
tax on dividends, there is an excellent treaty network, the interest allocation rules following the
introduction of the worldwide debt cap are bearable, we now have general dividend exemption,
the substantial shareholdings exemption is not as generous as other participation regimes but it
is good enough and the corporation tax rate is relatively a bit higher in global terms than it used
to be but it is not beyond the pale.

Pity about the stamp duty, many would have said, but otherwise it looked as if we had a tax
package that would encourage existing multinationals to stay and might even incentivise others
who were attracted by the total package or were being badly treated in their host jurisdiction to
come and join the party too.

CFC policy

The critical item missing from the above list, however, is the CFC regime. When the UK CFC
regime came in in 1984, it was clearly targeted at simple and fairly limited tax avoidance such
as putting capital offshore in what were described as “offshore money boxes”. As the business
world became more international, however, the CFC regime re-focused and became directed at
different forms of tax avoidance (as perceived by the government) until it started to become fair
to wonder whether the global reach of the UK's tax arm had over extended itself.

At its heart, multinational tax planning is very simple. Your business operations have to be
located where they can be run most effectively from a commercial point of view — that will often
be in developed countries. You then have either to accept whatever general tax regime your
head office or host jurisdiction throws at you as you earn and repatriate domestic and overseas
profits or seek to change it by political influence or move somewhere else. If, therefore, you are
to make any significant impact on your global effective tax rate by which you will be judged as
against your international peer group, you need to do it by having pools of income which are
taxed at lower rates than those imposed by the main developed jurisdictions.

Moving income into a low taxed jurisdiction — by having manufacturing operations based there
or setting up finance companies or brand owning/supply chain companies so that profits can be
moved to a more benign regime - is a common technique. Where significant profits can be
attracted to capital assets that are more easily portable than others, achieving that will be a
simpler process than moving headquarters or significant operating facilities.

Any jurisdiction that seeks to challenge that form of international tax planning whilst other
jurisdictions do not is automatically putting its own competitiveness at risk in a critical area — and
it was no surprise, therefore, that many saw the 2007 consultative document (under which all
offshore passive income would have been immediately subject to UK tax) as an invitation to find
another home.

The 2007 paper was even more surprising given the EU pressures on the UK government which
meant not only that a really strict CFC regime within Europe was unlikely to be enforceable but
also that the UK was unable to follow the US in putting up barriers to prevent people leaving
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(not the greatest of adverts for a supposedly competitive and friendly tax jurisdiction in any
event).

National Champions

There is, of course, a major policy question for the government behind this. Is it fair that a
company that just operates in the UK should pay UK tax on all its profits as they arise when a
company that carries on exactly the same business internationally can enjoy all the advantages
of being based in the UK without paying the same level of current tax? The answer to this is
that it probably isn't fair but, unlike their domestic equivalents, our national champions have a
choice and might find that the attractions of another jurisdiction are too good to miss. A realistic
and not overly harsh CFC regime would be viewed by many as a reasonable price to pay for
having the other economic benefits associated with national champions.

In effect, however and whether by its own good policy management or by EU diktat, the UK is
saying that it is OK to allow multinationals to operate offshore and reinvest profits offshore
without paying UK tax so long as some basic anti-abuse rules are followed (back to 1984 in
some respects).

If we can get there, then we will have a regime to be proud of and will not only be able to stem
the outflow but may also gain inflow - as well as being a favoured jurisdiction when decisions
are being taken as to where the new top company should be located in a merger. Itis critical for
the UK’s mercantile economy that we continue to win more than our fair share of those
decisions.

Cause for optimism

UK-based multinationals should be encouraged by the discussion document because it shows
that staying and trying to change things for the better (particularly when going would risk
significant amounts of business disruption) is often the better first option.

The distance travelled since 2007 is enormous (if one takes both proposals at their face value).
It seems clear that the policy is now to encourage UK-based multinationals to develop their

overseas interests rather than to see overseas profits as another source of current taxation.

The indications of this are: -

an exempt activities regime that is likely to be more relaxed — recognising in particular that
intra group activities are not all bad;

o alikely white list of good jurisdictions — whether that is published as such or simply grows
up in practice over time (interesting to see where Luxembourg features);

e acomplete shift in the motive test process so that the presumption is no longer that some
activity not carried on here is being conducted overseas for tax avoidance reasons;

e special provisions for businesses like reinsurance,

999999/10322 TX100330011 SME 190210:1625



Page 33

e special provisions for finance companies (which are probably the most significant
generators of pools of offshore passive profits) — with sensible limitations through a fat cap
regime to prevent the UK carrying more than its fair share of global debt and also a warning
gesture in the direction of upstream loans; and

o the UK royalty box (announced in the PBR) and proposed lighter regime for offshore profits
from intellectual property which will be particularly welcomed by the global brand owning
companies and others in the pharmaceutical and information technology sectors.

In terms of persuading more people to make a UK holding company a destination of choice

(whether by relocation or following a merger), memorialising the practice of havinga

grandfathering period to allow someone whose structure was set up without UK CFC rules in

mind to rearrange their affairs after arriving before the UK regime kicks in make eminently good
sense.

So, the direction of travel has been excellent and worth waiting for.

Work still to be done

The more difficult areas where nettles may still have to be grasped are: -

e the end result of Cadbury/Vodafone and the definition of precisely how much substance will
provide a passport to freedom within the EU — where the answer must be generally
acceptable and avoid further debilitating litigation;

e quite what is to be done about so called “foreign to foreign” transactions where something is
done that does not immediately impinge on the UK tax take but simply moves tax furniture
(be it capital or income) around outside the UK;

e how exactly the new user friendly motive regime is to operate in practice so as to achieve
consistency in outcome and avoid the often fruitless search by HMRC for the proverbial
smoking gun; and

e probably most important of all, the detail around the proposals announced to date.

But, overall, the glass must be at least half full and probably more.

This article was originally produced for the 8 February 2010 issue of the Tax Journal
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Letter of advice to a US client making a new inward investment
into the UK and seeking to fund part of the investment through local debt

Dear

Relief for interest in the UK

You have asked me to write to confirm the points we recently discussed in relation to the proposal to fund
part of your new UK investment through debt:-

(i) the basic rule is that most group and non-group interest and other financing costs shown in your
local accounts will be deductible on an accruals basis (as will corresponding negative exchange
differences) — though there are special rules which are currently under review which defer relief
for connected party interest that has been accrued but is not paid within 12 months of the year
end;

(i) this basic rule is modified for debt that has special features such as a very long or no fixed term,
certain conversion rights and certain rights which are dependent on the results of the underlying
business. You will probably not need to worry about most of these but points to watch in
particular for a US inward investor are the anti-perpetual rule which means that you must have a
fixed term of less than 50 years and the fact that some rating or performance related interest
adjustment provisions may be deemed to be profit linked. Where you fall within these provisions,
the interest is deemed to be a dividend and so is non-deductible in full;

(iii) once you have got over this hurdle (so that, in principle, you have good debt), then our thin
capitalisation regime comes into play. This applies both to debt that comes from the parent or
another affiliate and to debt where there is a guarantee or some other form of financial support
(explicit or implicit) that is provided by the parent or an affiliate in order to enable the finance to be
made available to the UK company making the investment. We have no fixed thin cap rules or
safe harbours etc. The requirement is for you to be able to show that, if your local company was
wholly independent and not able to rely on external support, it would be able to borrow the funds
in question on the basis of its own assets and related cash flow. Interest cover is usually the
critical factor but HMRC often look at the level of debt and also its ratio to underlying earnings or
to equity as a secondary test. It is possible to pre-clear this and negotiate the equivalent of an
APA. HMRC are knowledgeable and astute in these areas — the discussion usually revolves
around the robustness of the underlying business, future projections (businesses that have
income that is likely to increase sharply will obviously do better than others) and also the extent to
which comparisons can be made with the parent or other companies carrying on a similar
business and with similar levels of debt. The great feature of our system, however, is that agreed
debt levels can be tailored to your specific circumstances.

The thin capitalisation process will, therefore, determine whether or not your new UK business has what
HMRC regard as the “appropriate level of debt” in pure financing terms for the business carried on here.

Deductibility of interest on that debt cannot then be assured, however, because you also need to tick
each box on the following tests that are designed to restrict UK interest deductibility in particular
circumstances:-

(a) Section 787 ICTA 1988 — this gives HMRC the power to deny interest deductions where tax relief
is the “sole or main benefit” derived from the funding in question. It usually only applies where
money has gone round in a circle so there is no real funding. In your case, | think you can safely
not worry about this rule because the money is being raised to fund a real investment and making
that will be the main benefit you obtain from the borrowing;

(b) Basic paragraph 13 — this is an anti-avoidance rule introduced in 1996 and primarily directed at
UK tax dilutive structured finance transactions where an interest deduction was balanced out by
non-taxable income or gain so that it could be said that the “main purpose or one of the main
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(c)

(d)
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purposes” of the transaction was to obtain a “tax advantage”. Historically, this provision has rarely
been used — though it has been interesting to see HMRC attempting to use it where US groups
have geared up subsidiaries prior to an IPO or where they have funded large HIA dividends back
to the US. Again, we do not really need to worry in this context because the funding is clearly
being raised for a good business purpose and deployed in buying an asset that will generate
taxable profits in the UK. We are clearly not in aggressive structured finance territory. There is
an equivalent anti-avoidance rule that would pick up tax-motivated forex planning and disallow
any derivative losses — but again not something that should concern us;

Extended paragraph 13 — as this sub-heading suggests, paragraph 13 is now to be extended so
that HMRC can look not just at the immediate use of proceeds of a loan but also at broader
arrangements surrounding it to see whether or not tax has played a significant part in the decision
to raise debt. This is likely to be a much more potent weapon for HMRC — and it is potentially
fraught with uncertainty because again it is a “one of the main purposes” test (so that you can
have an overriding business purpose, as you do here, but still be caught because UK tax
considerations have significantly shaped what you have done). There is also no satisfactory
definition of what “a tax advantage” means (it is defined broadly as any form of tax relief with no
qualitative distinction between tax relief that would naturally arise with any commercial transaction
and incremental tax relief that arises as a result of special structuring). Like any blunt instrument,
the new provision is thus potentially uncertain in its effect. It will clearly be effective against
structures where tax is playing a predominant or driving role. What is less clear (because of the
uncertainty in the scope of the phrases “a main purpose” and “a tax advantage”) is how it will be
applied where a very largely commercially driven project benefits from normal tax planning
processes which produce a better result in interest or other finance related cost terms but do not,
at the end of the day, change the commercial motivation or end result. Neither the extent to
which tax thinking can play a role but not become important enough to be a main purpose nor the
appropriate comparator for deciding what is “normal” and what is “an advantage” in tax terms is at
all clear. If we get a thin cap clearance, however, | would be surprised if the extended paragraph
13 was a problem. | would expect any issues to be raised as part of normal thin cap enquiries;
Anti-arbitrage — These are, you may recall, the provisions that caused such a scare on your side
of the Atlantic when they were first announced. They apply where, because of the use of either a
hybrid entity or a hybrid instrument, interest expense that leaves the UK is not being recognised
as fully taxable in another jurisdiction. When they were brought in in 2005, HMRC were at pains
to say that they had not intended them to be rules which resulted simply in the UK collecting tax
that other jurisdictions were neglecting to collect. On the contrary, they said that hybridity created
an incentive to put more debt into UK structures (because it was effectively a one way option) and
these rules were designed to stop that incentive resulting in the UK picking up more debt than it
would otherwise have done. There are some detailed guidance notes which say that funding for
new investment is OK. But these guidance notes are now four years old and have not been
revised since they were hurriedly introduced. Unanticipated circumstances thus have no clear
answer. In the absence of guidance, the legislation is very broad and once again we have the
same difficulties with “a main purpose” and “tax advantage”. Particular areas of sensitivity are
using the UK as a holding centre for third jurisdictions and trying to insert leverage into a structure
when debt has fallen below appropriate levels either in terms of your global allocation of debt or
even as regards an existing thin cap agreement. The message is not to use the UK as a regional
holding centre if you have to use hybrid entities or debt to achieve your objective and also to keep
UK debt levels at the appropriate level because you will never be allowed to catch up if you de-
leverage too much. There is a clearance process but | am afraid it has been rather difficult and
unpredictable — and many of my clients have found it impossible to understand why one part of
HMRC can sign off on the amount of debt in the UK as being appropriate having regard to thin
cap and the paragraph 13 rules described above whilst another bit then gives them pain and grief
under the anti-arbitrage rules. Many have decided that the better strategy is simply not to apply
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for a clearance rather than raise their heads about the parapet and invite questions that might not
otherwise arise. | am afraid this area has not been a happy one for the UK over recent years; and

(e) Worldwide debt cap — These are the new rules that have just been announced. There is a heavy
consultation session going on at present — and it is far from clear whether or not the proposals will
survive this. They were originally conceived (we think) as a means of preventing foreign
subsidiaries of UK groups making upstream loans back to the UK to avoid remitting dividends
(something which you would deal with by making an upstream loan a deemed dividend and taxing
it but EU equality rules are making us move on to an exemption system for dividends so that
would not work) but seem now to have extended their brief so that they are also anti-debt
dumping rules. Quite why an additional set of rules is needed to prevent people putting debt into
the UK for tax planning reasons | do not know, but having the UK bear only its fair share of global
debt within the group is now apparently the policy. That brings two problems in its train. First,
there is, | am afraid, a huge administrative burden. Secondly, the way the rules operate is to
compare UK tax deductible interest with a global accounting number. Rather than being able to
take a single number from a consolidated return in the UK, you have to delve into individual
returns to find the total interest expense (plus related financing costs such as forex on
borrowings) of all the UK tax resident companies within a 75% group. That then has to be
compared with the net interest expense number taken from your global consolidated accounts
(i.e. non-UK interest expense less all group interest income, both UK and non-UK). Any UK
excess is then at risk of disallowance. Certain business interest costs and income (e.g. in third
party financing businesses and insurance) are excluded from these calculations and the rigidity of
the rules means that preparing your annual global return will, | am afraid, be quite a business.
There is some talk of having a gateway that will save you from all this but no one has yet come up
with something workable. My hope is that any gateway will allow anyone who has a thin cap
agreement justifying the amount of debt they have in the UK to escape this new regime —
because that seems to me to satisfy the “appropriate or fair share” aspect immediately and
otherwise we end up in a situation where events elsewhere in your group (for example a major
disposal that creates surplus cash/removes debt) could have a late breaking impact on UK
deductibility. This very much cuts across what | have always thought was the great attraction of
our thin cap rules, namely that they were tailored to meet individual cases and look at the UK sub-
group on a notionally independent basis. As | said, these rules are under consultation and many
hope that their introduction will be postponed or abandoned because the only thing that is certain
about them at present is that they will add a huge administrative burden to all multinationals
based in the UK or operating here and will almost certainly be arbitrary in restricting deductibility
for a number of inbounds.

If I had ended this note at paragraph (c) above, then | suspect you would have been reasonably happy. A
good business purpose for raising the money and an ability to obtain certainty for debt that was
appropriate to your specific business in the UK would have left you few anti-avoidance challenges and
comfortable with the outcome as to how much interest would be deductible here.

The anti-arbitrage rules and, if it comes in, worldwide debt cap regime have, however, very much taken
the gloss off this by introducing uncertainty and unfairness. Anti-arbitrage is capable of being cleared -
though we have had some patchy experience. If the worldwide debt cap rules come in, however, you will
be subject to an enormous administrative burden, face potentially arbitrary results and, most worryingly,
be in a position where there is nothing you can do in advance to remove the risk that changes in your
debt profile elsewhere in the world could turn interest expense that would otherwise have been deductible
here and easily covered by a thin cap agreement as appropriate to the UK business into something that is
simply disallowed. Ironically, UK multinationals who might be said to be the original target for these rules
are more likely to be able to survive them because there are exclusions for genuine third party debt and
also rules under which intra-group interest income is not taxed where interest would otherwise have been
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disallowed under the debt cap regime. For you, as with most inbounds, these points are unlikely to offer
any great practical protection.

Apologies for the length of this but | felt you needed to understand the detail and nuances. A quick
summary for your CFO would be as follows:

(A)

(B)

(©)

(D)

the position on financing the new UK investment with debt is complicated and we will face some
ongoing uncertainties;

because we are making a new investment, a number of the difficult UK anti-avoidance rules will
not apply to us at the outset but may come back into play (particularly if we use hybrid entities or
debt for US planning) if we re-finance to restore debt levels to market levels. We will thus have to
keep things constantly under review;

the good news is that we can get an advance pricing agreement tailored to our facts that may run
for five years. This will take 3 to 6 months to negotiate; but

the bad news is that a new worldwide debt cap regime in the UK may restrict UK interest expense
simply because, however appropriate the amount we finance may be to the business we are
carrying on there and despite the advance pricing agreement that our debt levels are acceptable,
the debt is deemed to be proportionately excessive by reference to our global ratios. The fact
that exchange differences are included in this calculation and that a change in our global position
at the end of the year (because we make an acquisition or sale) may tip the UK balance for the
whole year are the two most worrying features of this.

I hope that the above is clear — if not exactly encouraging — and would be happy to answer any
supplementary questions that you have.

Yours sincerely,
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THE PRESIDENT’S EXPORT COUNCIL
WASHINGTON, D.C. 20230

December 9, 2010

President of the United States of America
The White House
Washington, DC 20500

Dear Mr. President:

Our economy stands at an integral moment when growth is essential to our future. One
of the best ways to ensure future growth is to expand our exports, particularly in fast
growing economies. So that the United States might better compete, an important
consideration of the National Export Initiative is to address the serious fiscal challenges
that limit our country’s ability to maximize the scale of our exports. Congress and the
White House must work to develop a plan to meet those challenges. Current policy
projections show unsustainable growth in government deficits and a key contributor to
these deficits is federal non-interest spending. Our nation's economic security and
American living standards depend on slowing the growth in federal spending and
ensuring an annual balance between federal revenue and expenditures.

Critical reform of the corporate income tax system should be part of a fiscally responsible
comprehensive tax reform and budget package. Critical action must be taken now to
incent substantial private sector investment, which offers sustainable advantages over
similar expenditures of public sector funds. U.S. companies have large capital reserves
sitting on the sidelines due to the unprecedented uncertainty of the current public policy
and political climate. A strong correlation exists between business investment and jobs,
thus unlocking this capital for investment in the U.S. economy is in everyone’s best
interest. We respectfully submit the recommendations below for consideration:

¢ Reduce the combined (federal and state) corporate tax rate to the OECD average
or less;

» Create an international tax system in which U.S. corporations can compete well
with those in other OECD nations;

» Enact a permanent research and development credit that is competitive with other
OECD incentives; and

e Create additional temporary tax incentives to invest in capital equipment.

Significant tax reform is needed to address these deficiencies and allow American
workers and companies to compete effectively in domestic and international markets, to
create jobs, and to achieve a higher standard of living for all Americans. As other nations
pro-actively work to design tax systems to attract businesses and capital investment they
improve the competiveness of their companies and workers. In the following portion we
address these issues in more detail.

1. Corporate tax rate reduction — A significant corporate tax rate reduction is needed to
both help US companies compete abroad and attract investment to the United States,
encouraging foreign companies to invest here. Increased capital investment brings more
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employment and higher wages for U.S. workers. Increased U.S. production expands
exports around the world. A lower corporate rate would reduce the advantage of using
debt financing over equity financing by reducing the benefits of interest deductions. It
would reduce the incentive for businesses to operate in noncorporate form, such as
partnerships or LLCs. It would also reduce pressure on transfer pricing because it would
reduce the incentive to have income in low tax rate jurisdictions. In a 2008 report by
economists at the OECD, who measured the relationship between different taxes and
economic growth, they determined that the corporate income tax is the most harmful tax
for long-term economic growth. This is because capital and income are the most mobile
factors in the global economy and, thus, the most sensitive to high tax rates. Because
capital is mobile but workers are not, labor bears a disproportionate share of the burden
of corporate taxes — as much as 70% by some estimates. '

In 2010, the average corporate tax rate in the OECD (excluding the U.S.) is 25.5 percent,
including sub-central taxes. The corporate tax rate in the United States, including state
income taxes, is 39.2 percent (calculated by the OECD as a 35 percent federal rate and a
deductible state rate of 6.47 percent). Holding the state tax rate constant, the United
States would need a federal corporate rate of approximately 20 percent to match the 2010
OECD level. Future tax reductions already announced in several OECD countries mean
that our trading partners will continue to gain a competitive advantage in this area unless
the United States undertakes a significant federal corporate tax rate reduction. Finally, it
is worth noting that OECD countries that have lowered corporate rates have generally
done so in combination with some broadening of the corporate income tax base.

2. Territorial-type tax system - The rest of the world increasingly uses territorial
systems under which foreign earnings - taxed once in the foreign country — can be
brought back for reinvestment in the domestic economy without incurring additional
home country tax. Within the OECD, 25 countries use these territorial systems, with the
United Kingdom and Japan adopting territorial systems in 2009. The United States, along
with only five other OECD countries (Chile, Ireland, Korea, Mexico and Poland) use so-
called worldwide tax systems in which foreign earnings are subject to domestic tax when
remitted to the domestic economy. Importantly, all five nations have a much lower
corporate tax rate than the U.S.

Expansion abroad by U.S. companies is vital for establishing export platforms for U.S.-
produced goods and expanding the scope of domestic investments in research and other
high-paying headquarters' operations. Economic analyses show that foreign operations of
U.S. companies are complementary to their domestic operations — operations abroad
expand domestic operations. A competitive territorial tax system for the United States
should broadly follow the practice of our trading partners and should not be designed to
raise new revenue, or to destabilize the U.S. corporate tax base, but rather to make the US
tax system more competitive with its major trading partners.

3. Research and development incentives (R&D Tax Credit) - For U.S. companies to
increase exports, they must be at the forefront of technology and intellectual property
development. No longer can the U.S. claim sole superiority in this area, as a large



number of countries currently offer the critical operational pre-requisites for conducting
research and development (R&D), including factors such as a strong customer base,
educated workers, protection of intellectual property, and government support. The
competition for these dollars is fierce, and the tax code is an effective instrument for
encouraging the spending of these dollars. Unfortunately, the U.S. is falling behind.
Even before the existing R&D credit expired, the U.S. tax incentive was only 24™ among
industrialized nations. Your Administration has proposed, and the U.S. should adopt, a
permanent R&D tax credit that taxpayers can rely on. In addition, to encourage
incremental investment in intellectual property development and ownership, many
countries have recently enacted regimes providing advantaged treatment for intellectual
property. These regimes offer reduced taxation of income from the exploitation of
intellectual property created and owned in-country. The U.S. should consider a similar
regime, expanded to include all intellectual property that is important to the U.S.
economy.

4. Additional Investment Incentives — For five of the last eight years Congress has
extended tax incentives to enhance first year depreciation on capital expenditures for
small and large companies (‘bonus” depreciation). While constructive and significant,
these incentives alone have not increased business investment as much as desired given
the economic downturn. Extending investment incentives until the economy more fully
recovers or the corporate tax rate can be reduced would allow for advanced planning in
corporate capital expenditure budgets and greatly enhance these incentives. In addition, a
full expensing regime (as proposed by your Administration), or alternatively an
investment tax credit of equal value, would significantly increase capital expenditures
and GDP based on economic studies. This would encourage firms to make investments
that would not be undertaken under today’s tax code.

Finally, we appreciate the thoughtful considerations put forth by the bipartisan leaders of
your deficit commission. Although this group opposes raising corporate taxes simply to
raise revenue, we believe a full review of the tax code and responsible corporate tax
reform that meets the objectives above is in order. We will continue to review the
general proposals recently outlined and any additional recommendations published by the
Commission.

Sincerely,

A Fa

Jim McNerney

' Please note that this letter has been prepared by the private-sector appointed members of the PEC.
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THE PRESIDENT'S EXPORT COUNCIL

Eisenhower Executive Office Building
Washington, DC

Thursday, December 9, 2010

[Excerpt of Proceedings related to Tax Reform]

[..]

PRESIDENT OBAMA: Everybody gets a little nervous. But this is obviously a top priority. | mentioned
China not because it's unique, but because obviously the size of its market makes it an important partner
in trying to get better enforcement. We've actually seen them make some gestures towards improved
enforcement, but I'm looking forward to seeing the specific recommendations.

On tax policy, | have indicated my interest in dealing with the current structure. Is there a
way for us to lower corporate tax rates, go to a territorial system, broaden the base? The challenge on
this, and I just want to preview for you what I think is going to be a tough discussion, is how do we do it in
a relatively revenue-neutral way?

It doesn't have to be dollar-for-dollar, but it can be a $2 trillion proposition, which on a
couple of the recommendations that we've seen, when we've priced it out, have just blown a hole through
the budget. In these difficult fiscal times, we've got to do it in a way that means somebody is giving up
something. So | just want to plant that thought in your head.

[.]

MR. SEIDENBERG: If you don't mind, | wanted to make sure we had a chance to address the tax issues
while Larry and Austan are here. So if you could keep a secret, which | assume you can, what you'll see
over the next several weeks is the business community indicating that the economy seems to have a little
life to it.

This is one of these indications where many companies are saying they're beginning to see
orders, they're beginning to see a little bit of activity. So the question becomes, how do you sustain it?
The stuff that has been--free trade, the tax deal, all the other initiatives that you've put forward--are very
solid, so just let me offer, from the BRT's perspective, just a comment on this.

Take something like bonus depreciation or any of these kinds of strategies. They're
helping to stimulate a little activity. What's most important is to set these rules in place for 3 to 5 years.
What you'll find is, all these small businesses will react to what the large companies do in one year. But if
we say we're going to have a program to spend capital over three or four years, it will have a ripple effect
across the economy that's really extraordinary. So to me, the elements of what the President has
proposed is terrific. Where you can create the certainty over time, you're going to get an even more
powerful, | think, multiplier there.

The other thing | would say, the question | was going to ask the President, is his comment
about revenue neutrality. So this is where you create -- not intentionally. This is where you have a
discussion about uncertainty, because on one hand we do these things to create, and then next thing we
do is we talk about what the neutrality is.

So just a thought: for every incremental dollar of capital, incremental above what people
would have spent, jobs get created. So if we can get comfortable that the business community, the
administration, the Congress is showing the American people that we're taking a risk on the future of the
country and we're putting capital to work, jobs will get created without any question.

Just an example on the ones you're just talking about. We're opening up a data center in a
location in Upstate New York, creating 300 jobs. Not a single transaction in that data center serves the
U.S. They serve transactions in Latin America and in Asia. So we have people walking around that plant
who think they're serving the Chinese or the Taiwanese or the Argentineans. So | know everybody
worries about, the public doesn't understand. They get it. If you put a plant, if you put work in their
community, they're globalists in about two seconds, | guarantee it.

(Laughter)

MR. SEIDENBERG: So the issue is not hard if we just do the work. So my only comment on this as we



go forward, | think you guys have done great recently. | think we're moving in the right direction. Let's
keep taking the uncertainty out of this discussion. These planning cycles have three-, five-year horizons
to them. We have to figure out how to pay for it, I've got it, but incremental capital will absolutely create
jobs, no question. Ask any business guy that and he'll tell you that.

[...]

MR. SUMMERS: Let me just make three comments, if | could, just of things that I'm struck by in the
discussion, and answer Ivan's question.

First, I think we always need to remember that trade is not just the export of widgets and
other manufactured goods, and that will increasingly be the case. We know about 30 percent of
Harvard's sales of higher education services to students go to foreigners. | look around and | see others
here and it's going to take longer to outsource Harvard than it is to outsource most other things.

| was wondering, listening to the conversation, whether we should start talking about the
internationalizing of the American economy because it's got the words "American economy" in it and it
smacks less of outsourcing. There is a huge set of opportunities, and as best | can tell we are infinitely
more organized to promote the sale of manufactured goods abroad, infinitely more organized to stand up
for investment rights here, than we are to attract patients to our hospitals, students to our universities,
tourists to our resorts.

It's something | know Dick Friedman has pushed on, it's something I've tried to push on.
But there's important new legislation that Senator Reed legislated in the travel area, but | think it is the
single largest opportunity in export promotion and that commercial diplomacy for people to come here
and do things is a vast opportunity. It implicates a lot of issues, it implicates the visa system, for example.

But if you ask me as | leave what the biggest gap in our potential competitiveness agenda
is, it is in that area. So | would just hope -- and | know this group is totally on board, but | would just hope
that people both in and out of government would get a second observation on taxes. Nothing | say is
going to hugely surprise you. | usually think of myself as young, but | was kind of active as an academic
expert, pushing things during the 1986 tax reform, so | guess | have a pretty long memory on this stuff.

The case for investment incentives is compelling. Equipment investment, in particular, is
highly correlated with economic growth. That's why the thing | personally worked hardest on in this latest
tax deal was the expensing provisions, which, by the way, have the virtue that while they put money into
the economy in 2011, they reduced the deficit in 2015. But there are obviously issues of competitiveness
as we think about the tax system.

But hear me. Hear me if you want to succeed: S&P corporate profits are 60 percent higher
this year than they were two years ago. Sixty percent. The country has a major deficit problem over the
next five years. You will find massive enthusiasm in Washington and you will find yourselves pushing on
an open door if the business community, as a collective, is able to formulate a revenue-neutral theory of
how the tax system's competitiveness can be improved.

If the business community formulates a wish list, plus a bunch of claims about how
economic growth will generate the extra revenue that do not score, that is not a strategy that, in my
judgment, is very likely to get to the end successfully. And so the revenue neutrality here really is the
coin of the realm, and | would just urge that those of you who | think rightly feel that there are enormous
potential benefits from competitiveness, pay close attention to the question of the revenue impacts of the
proposal and mobilize the necessary kind of advocacy that is fully analytic around that. | think with that
there's a real chance of succeeding. Without that, | would be very surprised if at the end of the day the
effort to bring about reform was successful unless there was real attention to the revenue cost issues.

The third and last comment I'll make is, what is going to define--you've heard me say this
before--this quarter century in economic history, in all likelihood, is going to be the major change in the
balance of economic weight from the traditionally rich world, to the emerging world. We just need to
orient all of our strategies.

| had a chance to speak to the new Congressmen who in the orientation program and |
was asked to talk about trade. | said to them, if you remember only one thing from what | say, remember
this: the United States has a largely open market. Most other emerging markets don't, and substantially
don't. When we enter into a trade agreement, we cannot fall very far from the basement, which is where
we are. Therefore, the benefits are highly asymmetric, because even if you judge these things on purely
mercantilist grounds, their trade barriers are falling much, much more than our trade barriers.
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If we could get that point out, that these agreements are as asymmetric as they are and
that will be much more true as we start doing business with the emerging markets, | think we can make a
substantial contribution to the progress we are making. To put it differently, there's not a law right now
that says you're not allowed to move to India, or you're not allowed to move to China, or you're not
allowed to move to Korea. There's no law like that right now. A trade agreement isn't making it easier to
do that. What a trade agreement is doing, is making it easier to stay here and produce for there.

So we need to find a way to change the debate about trade to whether agreements are
good deals for America, not a broad referendum on whether globalization is a happy thing or not,
because it's not going to stop whether we do or do not have trade agreements. What is going to be
decided is whether we're going to be a serious participant and whether we're going to cede the ground to
other countries. Those are my final three thoughts.
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RECOMMENDATION 2.2: ENACT CORPORATE REFORM TO LOWER RATES, CLOSE
LOOPHOLES, AND MOVE TO A TERRITORIAL SYSTEM.

The U.S. corporate tax is a patchwork of overly complex and inefficient provisions that creates
perverse incentives for investment. Corporations engage in self-help to decrease their tax
liability and improve their bottom line. Moreover, corporations are able to minimize tax through
various tax expenditures inserted into the tax code as a result of successful lobbying.

Without reform, it is likely that U.S. competitiveness will continue to suffer. The results of
inaction are undesirable: the loss of American jobs, the movement of business operations
overseas, reduced investment by foreign businesses in the U.S., reduced innovation and
creation of intellectual property in the U.S., the sale of U.S. companies to foreign multinationals,
and a general erosion of the corporate tax base.

Reform of the corporate tax structure should include the following:
2.2.1 Establish single corporate tax rate between 23 percent and 29 percent. Corporate

tax reform should replace the multiple brackets (the top being 35 percent), with a single
bracket as low as 23 percent and no higher than 29 percent.
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2.2.2 Eliminate all tax expenditures for businesses. Corporate tax reform should eliminate
special subsidies for different industries. By eliminating business tax expenditures —
currently more than 75 — the corporate tax rate can be significantly reduced while
contributing to deficit reduction. A lower overall tax rate will improve American business
competitiveness. Abolishing special subsidies will also create an even playing field for
all businesses instead of artificially picking winners and losers.

2.2.3

Move to a competitive territorial tax system. To bring the U.S. system more in line

with our international trading partners’, we recommend changing the way we tax foreign-
source income by moving to a territorial system. Under such a system, income earned
by foreign subsidiaries and branch operations (e.g., a foreign-owned company with a
subsidiary operating in the United States) is exempt from their country’s domestic
corporate income tax. Therefore, under a territorial system, most or all of the foreign
profits are not subject to domestic tax. The taxation of passive foreign-source income
would not change. (It would continue to be taxed currently.)

As with the individual reforms, a number of details and transition rules will need to be worked
out. However, the code should look similar to the following illustrative proposal:

Figure 9: Illustrative Corporate Tax Reform Plan

Current Law

Illustrative Proposal (Fully Phased
In)

Corporate Tax

Multiple brackets, generally
taxed at 35% for large

One bracket: 28%

Rates .
corporations
Domestic Up to 9% deduction of Qualified Eliminated
Production Production Activities Income
Deduction

Inventory Methods

Businesses may account for
inventories under the Last In,

Eliminated with appropriate

First Out (LIFO) method of transition
accounting
General Business : I
Credits Over 30 tax credits Eliminated
Sy Vb Over 75 tax expenditures Eliminated

Expenditures

Taxation of Active
Foreign-source
Income

Taxed when repatriated
(deferral)

Territorial system

Taxation of Passive
Foreign-source
Income

Taxed currently under Subpart F

Maintain Current Law

33
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Vi. ADDRESSING INTERNATIONAL
CORPORATE TAX ISSUES

As noted above, the U.S. has one of the highest statutory corporate tax rates among developed econ-
omies, and the difference between the U.S. tax rate and the tax rates imposed by other developed
countries has increased over time as other countries have lowered their rates. The relatively high
U.S. tax rate is particularly important for U.S. MNCs because they are subject to the U.S. corporate
tax on their worldwide income, regardless of where it is earned. As a result, U.S. MNCs operating
in lower-tax jurisdictions face higher statutory tax rates than their competitors. Tempering this
burden is the fact that the U.S. corporate tax is paid only if and when a corporation repatriates its
foreign-earned income, for example as a dividend to its parent corporation. In contrast, the income
earned by U.S. corporations domestically is subject to the U.S. corporate income tax at the time it is
earned. In practice, most MNCs take advantage of deferral and defer the repatriation of a signifi-
cant fraction of their foreign-earned income for long periods of time, often indefinitely. Deferral
therefore reduces the effective tax rate on foreign-earned income, mitigating the tax disadvantages
U.S. MNCs face when operating in foreign jurisdictions compared to their foreign competitors.
Another consequence is that U.S. MNCs face lower effective tax rates on their foreign-earned prof-
its than on domestically-earned corporate income.

Many experts and business representatives argued that the high effective corporate tax rate in the
U.S. discourages MNCs from choosing the U.S. as a site for the production of goods and services
or as a headquarters for their global activities. Moreover, we heard concerns that the U.S. system
places U.S. MNCs operating in other countries at a cost disadvantage relative to their business com-
petitors in those jurisdictions. Both of these concerns are exacerbated by the fact that in addition to
having lower statutory tax rates, most other developed countries also exempt from corporate taxa-
tion all or most of the overseas income earned by their corporations. In contrast, the U.S. exempts
such income from taxation only as long as it remains abroad.

Other experts argued that the difference in the effective tax rates between income earned at home
and income earned overseas provides U.S.-headquartered MNCs incentives to shift taxable profits
to their foreign subsidiaries to delay taxation, and encourages costly and wasteful tax planning
measures to do so. As corporate tax rates in other countries have declined and as global markets
have grown, the incentives and opportunities for U.S. MNCs to shift profits abroad have increased,
straining the already complicated system of laws and enforcement that attempts to regulate these
activities. Experts also cautioned that such tax avoidance efforts reduce the domestic tax base and
reduce corporate tax revenues.

Most experts emphasized the need for changes to the current rules for taxing the foreign income
of U.S. corporations to address the above concerns. But experts differed on what changes should
be made because of their evaluation of how changes would affect the following, sometimes com-
peting, policy goals: increasing the attractiveness of the U.S. as a production location for U.S. and
foreign companies; reducing the tax disadvantages of U.S. MNCs operating in low-tax jurisdictions
compared to their foreign competitors; reducing the incentives for U.S. MNC:s to shift activities and
reported profits abroad to avoid paying U.S. corporate tax; reducing the costs of administration and
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compliance; and reducing the erosion of the U.S. tax base and the loss of corporate tax revenues
that result from tax avoidance measures.

a. The Current U.S. Approach to International
Corporate Taxation

As noted above, the U.S. uses a worldwide approach to the taxation of corporate income earned by
U.S. companies overseas. The basic principle of this approach is that all of the income earned by
U.S. companies anyplace in the world should be subject to the U.S. corporate income tax. But the
current U.S. system also allows U.S. companies to defer payment of the tax on most of the overseas
active income earned by their foreign subsidiaries until it is repatriated, for example as dividends
to the parent corporation. U.S. tax is not deferred on passive investment income (such as portfo-
lio interest) earned abroad or on other easily moveable income of foreign subsidiaries under the
so-called “subpart F” anti-deferral rules. Profits or losses of foreign branches of U.S. corporations
(rather than subsidiaries) are subject to immediate U.S. tax just as if the profits or losses accrued
domestically.

To prevent the double taxation of income earned by a U.S. company by both the government of a
foreign country in which the U.S. company is operating and by the U.S. government, current U.S.
tax law includes provisions to allow a credit for foreign income taxes. Under these rules, a U.S.
company is allowed a foreign tax credit for foreign income taxes paid by it and by its foreign sub-
sidiaries on earnings repatriated to the United States. The foreign tax credit is claimed by the U.S.
company on its U.S. tax return and reduces its U.S. tax liability on foreign source income. (See Box
1 for a discussion of the foreign tax credit.)

As a result of deferral and foreign tax credits, the U.S. corporate tax paid by U.S. MNCs on foreign
source income in 2004 was only $18.4 billion. A relatively small part of that revenue was derived
from dividends paid by foreign subsidiaries to their U.S. parents. Foreign source royalties, as well
as foreign source interest and income from foreign subsidiaries not eligible for deferral under the
current system, represent a much more important source of tax revenue than dividends. Even
with foreign tax credits, U.S. multinationals have a strong incentive to keep their overseas earnings
outside the U.S. as a result of the interplay between the high U.S. statutory corporate tax rate and
deferral. In 2004, when Congress allowed companies to repatriate overseas income for a limited
amount of time at a reduced corporate effective tax rate of 5.25 percent, the amount of repatriated
income jumped from an average of about $60 billion per year from 2000-2004 to about $360 billion
in 2005. In 2004, U.S. multinationals had over $900 billion in unrepatriated overseas income. Even
after repatriating over $360 billion in 2005, U.S. companies reported over $1 trillion of permanently
reinvested earnings on 2008 financial statements. Most of the business people we spoke with pre-
dicted that a significant portion of this income would be repatriated to the U.S. if there was another
temporary tax holiday with a reduced rate or if there was a reduction in the corporate tax rate.
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b. Box 1: The Foreign Tax Credit

The foreign tax credit rules are complicated and include several significant limitations. In particular, the foreign
tax credit is applied separately to different categories of foreign income (generally distinguishing between “ac-
tive” and “passive” income). The total amount of foreign taxes within each category that can be credited against
U.S. income tax cannot exceed the amount of U.S. income tax that is due on that category of net foreign income
after deductions. In calculating the foreign tax credit limitation, the U.S. parent’s expenses (such as interest) are
allocated to each category of income to determine the net foreign income on which the credit can be claimed.
The allocation of expenses to foreign income is intended to assure that credits for foreign taxes do not offset
U.S. tax on domestic source income. The portion of expenses allocated to foreign income therefore reduces the
amount of foreign tax that can be credited that year.

This foreign tax credit limitation, however, allows active income subject to high foreign taxes (usually active
earnings of foreign subsidiaries distributed to U.S. parent corporations as dividends) to be mixed with active
income subject to low foreign taxes (including royalties or interest from affiliates). Thus, if earnings repatriated
by a foreign subsidiary have been taxed by the foreign country in excess of the U.S. rate, the resulting “excess”
foreign tax (i.e., the amount of foreign tax on the earnings that exceeds the U.S. tax that would be owed on the
dividend) may be used to offset U.S. tax on other, lower-taxed foreign source income in the appropriate cat-
egory. This method of using foreign tax credits arising from high-taxed foreign source income to offset U.S. tax
on low-taxed foreign source income is known as “cross crediting” One consequence of cross-crediting is that
if a U.S. parent corporation develops an intangible asset, such as a patent or trademark, and licenses the rights
to its subsidiaries operating in foreign countries, the royalty income generally would be considered active and
the U.S. tax on that income may be offset by excess foreign tax credits on other active income subject to high
foreign taxes.

If a U.S. parent does not have or expect to have excess foreign tax credits from earnings in a high-tax country, it
may have an incentive to structure its affairs so that the rights to such an intangible are owned for tax purposes
by a foreign subsidiary in a low-tax country. This may be accomplished through use of an R&D expense cost
sharing arrangement, which allows the U.S. parent corporation to retain legal ownership of the intangible rights
for intellectual property law purposes but for tax purposes allows the foreign subsidiary to be treated as owning
an undivided interest in the intangible. It is not necessary to pay a royalty to the U.S. parent for an intangible
whose costs have been shared; however, the U.S. parent loses its U.S. deduction for the portion of R&D expense
that is shared. The foreign subsidiary may use the intangible or sub-license the rights to affiliates that make use
of the intangible and earn returns attributable to the cost shared intangible. It generally is possible to achieve
a deduction in the country of operation and income in the lower-taxed country, while avoiding any U.S. tax
under the “subpart F” anti-deferral rules.

Proper allocation of earnings between a U.S. parent corporation and a foreign subsidiary necessarily requires
putting appropriate fair market prices on services, products and transfers of intangible rights exchanged be-
tween the two. If these “transfer prices” are too high or too low, earnings may be incorrectly allocated and
U.S. tax may be avoided by shifting earnings to a lower-tax country. This is the so-called transfer pricing
issue. The incentive to manipulate transfer prices is related to the difference in effective tax rates between
countries involved in a transaction. In the cost sharing arrangement described above, if rights to an intangible
are cost shared after the intangible has significant value, the party receiving the benefit should pay for pre-
existing value (a “buy-in payment”). This is one of the most difficult transfer pricing issues to administer and
enforce, and highlights the challenges facing governments in applying national tax systems to
cross-border transactions.
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The United States is the only major developed country economy that uses a worldwide (with defer-
ral) approach to the taxation of corporate income. Other developed countries use a “territorial”
or “dividend exemption” approach that taxes only the domestic income of their corporations and
exempts all or a significant portion (e.g., 95 percent) of their overseas income from domestic taxes.
(Both the U.K. and Japan recently switched from a worldwide approach to a territorial approach.)
Additionally, all of the developed countries with the exception of Japan have a lower statutory
corporate tax rate than the United States. In contrast to the worldwide system used in the U.S., in
territorial systems there is no (or very little) additional domestic tax imposed on exempt overseas
income when it is repatriated. A territorial system therefore provides an even greater incentive and
opportunity for a company to reduce its domestic corporate taxes by reporting profits abroad and
deductible costs at home than the U.S. approach. However, the magnitude of the additional incen-
tive is subject to debate, with some arguing that it is actually quite small because the current U.S.
system already provides territorial-like treatment for unrepatriated earnings. Others point to the
willingness of U.S. corporations to repatriate substantial foreign earnings in 2005 in response to a
temporary 5.25 percent effective rate as evidence that the implicit costs of deferral are more sizable.

A simple example shows the difference between the worldwide approach used by the United States
and a territorial approach. A U.S. company with a subsidiary in Ireland, where the corporate tax
rate is 12.5 percent — among the lowest in the OECD — pays U.S. tax on the profits earned from
active business operations in Ireland, adjusted by a foreign tax credits for foreign taxes paid in Ire-
land (to ensure the earnings are not double taxed), when the profits are repatriated into the United
States. Thus, if the income earned by the Irish subsidiary is repatriated, the tax rate, adjusted for
applicable foreign tax credits, is increased from 12.5 percent to the statutory U.S. corporate rate of
35 percent. A French company with an Irish subsidiary also pays the Irish tax of 12.5 percent on
income from active business operations of its Irish subsidiary. In contrast with the United States, if
the income earned by the Irish subsidiary is repatriated, the French company only pays French tax
on 5 percent of the repatriated profits when these profits are repatriated to France. In such a case,
the tax rate on the French subsidiary is the Irish rate of 12.5 percent plus a small additional French
tax.

As the preceding example indicates, the after-tax result of the U.S. worldwide with deferral system
and a territorial system is similar if foreign earnings are not repatriated. Indeed, some experts sug-
gested that with deferral the U.S. system is very similar to some territorial systems used elsewhere.
Financial accounting rules preserve this pattern in that they do not require accrual of the U.S. tax
on repatriation of earnings if the company makes an election to treat the earnings as permanently
reinvested, but that similarity disappears if the U.S. company wants to pay dividends from the for-

eign subsidiary to the parent in order to finance investment in the U.S. or pay dividends to share-
holders.
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c. Economic Effects of the Current U.S. Approach

i. [Effects on the Location of the Economic Activities of U.S.
Multinationals

There are two contrasting views about how U.S. international corporate tax rules affect the produc-
tion and employment of U.S. MNCs at home. One view rests on the belief that the foreign opera-
tions of U.S. multinationals are a substitute for their domestic operations, in the sense that increases
in foreign operations come at the expense of domestic operations. According to this view, factors
that reduce the cost of foreign operations, including lower taxes on foreign source income, increase
the incentive for American companies to shift production, investment and employment to lower-
cost foreign locations. Under this view, reducing the relative tax burden on the foreign source in-
come of U.S. MNC:s increases the relative cost advantage of their overseas activity and encourages
them to move investment—and jobs—abroad, reducing employment and production at home. By
this logic, increasing the relative tax burden on the foreign source income of U.S. multinationals
would encourage them to relocate production and jobs back to the U.S.

There is evidence that supports the view that cost differences are sometimes a significant factor
behind MNC decisions to substitute overseas employment for domestic employment. Studies
have found that U.S. employment correlates positively with foreign country wages, indicating that
domestic and foreign labor are substitutes, and that higher foreign costs increase employment at
home. Other studies find that the sign of the relationship varies by country and likely depends on
the type of foreign activity being undertaken by the U.S. company.

A contrasting view is that the foreign operations of U.S. multinationals are a complement to their
domestic operations—that is, that employment and other economic activity at foreign subsidiaries
correlate positively with domestic employment and activity. According to this view, the foreign
subsidiaries of U.S. multinationals increase employment, output, investment and R&D in the U.S.
both by enhancing the efficiency and cost competitiveness of U.S. multinationals and by increasing
their sales in foreign markets, many of which are growing much more rapidly than the U.S. market.
In this view, the foreign operations of U.S. companies generate jobs and activity at their domestic
operations. According to this view, factors that increase the attractiveness of foreign operations,
including lower taxes on foreign source income, will increase the economic activity of U.S. MNCs
both overseas and at home, and also increase the use of equipment and inputs produced by U.S.
suppliers.

There is also evidence that supports the view that the foreign operations of U.S. MNCs complement
their domestic activities. Recent studies have found positive relationships between both the do-
mestic and foreign employment of U.S. MNCs and between their domestic and foreign investment
levels.

On a firm-by-firm and industry-by-industry basis, there is likely to be significant heterogeneity in
the relationship between domestic and foreign activity. For many businesses, the ability to substi-
tute domestic activities for foreign activities in order to serve foreign markets is limited by what
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they produce. For example, firms that require a local presence to exploit U.S. innovation or ex-
pertise to serve foreign markets, firms whose business revolves around natural resources located
abroad, firms that require a retail presence or whose business requires face-to-face relationships
with consumers, and firms that produce goods that are costly to transport are often unable to serve
foreign markets from their domestic locations and to substitute domestic employment and invest-
ment for overseas employment and investment. Indeed, in 2007, 19 percent of U.S. exports of
goods were intra-company exports from a U.S. parent to a foreign affiliate. Firms in such sectors
and carrying on such activities often have significant administration and R&D activities in the U.S.
to support or complement their foreign operations. In contrast, firms that produce high value-to-
weight goods and goods that are easy to transport are better able to serve foreign markets through
exports from U.S. locations. For such companies, the relative cost of investing abroad (including
taxes) is likely to be a more important determinant of decisions about whether to locate production
and employment in the U.S. or overseas.

ii. Effects on the Costs of U.S. Companies and their Foreign and
Domestic Competitors

The combination of lower foreign corporate tax rates and the territorial system of corporate taxa-
tion used by other countries reduces the cost of production for foreign firms competing with U.S.
companies outside of the U.S.—thus raising the relative cost of U.S. MNCs operating in lower-
tax foreign jurisdictions. Although deferral reduces national differences in effective corporate tax
rates, such differences may still place U.S. MNC:s at a relative disadvantage in international markets
and may be influencing company shares in global markets and preventing global production from
being allocated to the most efficient companies.

The U.S. worldwide/deferral approach to corporate taxation favors foreign firms operating in their
own country compared to U.S. firms in that country. Foreign and U.S. firms both pay corporate
taxes in that country—on average at lower rates than in the U.S.—but U.S. firms pay an additional
tax on repatriation of those profits. The same is true when U.S. and foreign companies compete in
a low-tax third country; foreign firms operating in such a country (e.g., a French firm in Ireland)
pay the third country rate, but the U.S. firm pays an additional tax when it repatriates its earnings
to the U.S. Overall, the territorial system lowers the cost of doing business by foreign firms in low-
tax third countries compared to U.S. firms. However, because U.S. MNCs have been successful
in reinvesting their income abroad and deferring U.S. taxes, this tax disadvantage may be small.
Nevertheless, U.S. companies that do not remit foreign earnings due to the U.S. repatriation tax
bear costs that arise from tax-induced inefliciencies in their financial structure—costs that their
competitors based in territorial countries do not bear.

The U.S. worldwide/deferral tax approach also puts U.S. MNCs at a disadvantage in the acquisition
and ownership of businesses in other countries compared to foreign companies that operate under
a territorial approach. For example, a foreign company can pay more than a U.S. company to ac-
quire a firm in Europe or in a low-tax third country because the net-of-tax profits resulting from
the acquisition will be higher for the foreign company than for its U.S. competitor.
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In domestic markets, however, both U.S. MNCs and their foreign counterparts benefit from the
lower effective rates applied to their foreign-source income and a lower cost of capital, and can
spread their overhead costs over a broader base of sales than can purely domestic firms. Moreover,
multinational firms may also benefit from reduced domestic taxes through tax planning and trans-
fer pricing to shift domestically-earned profits to lower-tax foreign jurisdictions. Such tax avoid-
ance opportunities are not available to purely domestic firms.

iii. Erosion of the Business Tax Base through Transfer Pricing and
Expense Location

Because of the relatively high U.S. corporate tax rate and the ability to defer foreign-earned income
indefinitely, U.S. companies have a strong incentive to shift profits abroad to delay payment of their
corporate taxes, and to deduct the domestic business expenses incurred in support of their foreign
operations against their current domestic earnings. For example, two of the most important meth-
ods that U.S. MNC:s use to avoid taxes relate to the location of debt and to the location of valuable
intangible property. In the first example, a corporation issues debt in a high-tax location (e.g. the
U.S.) and uses the capital to generate active income abroad, which is then deferred. This practice,
sometimes called “interest stripping,” allows businesses to reduce taxable income from their do-
mestic operations immediately while deferring the payment of taxes on their foreign profits. In the
second example, a corporation transfers a valuable intangible asset, like a patent or copyright, to a
subsidiary in a low-tax jurisdiction without appropriate compensation. The company then exploits
the intangible asset through the subsidiary without appropriate royalty payments to the domestic
parent. The company benefits from deducting the costs of developing the intangible in the U.S.,
the high-tax country, and reporting profits from exploiting the intangible in the low-tax country.
U.S. MNGC:s also have a strong incentive to classify passive income earned overseas as active income
because deferral applies to the latter form of income and not to the former. Furthermore, the cur-
rent system of foreign tax credits allows firms to use foreign tax credits received for profits earned
in high-tax countries to offset taxes due on profits earned in low-tax countries or to offset taxes due
on other kinds of income, like royalties. This system provides additional incentives to manipulate
the location of profits (and the type of earnings) attained abroad to qualify for foreign tax credits.

Policing transfer pricing is challenging both because of the intrinsic difficulty of assigning prices to
intra-firm sales that are not observed the way arm’s length transactions can be and because of the
complexity and number of related-party transactions that occur within MNCs. Thus, changes in
the tax system motivated by the goal of improving the “competitiveness” of the foreign subsidiaries
of U.S. multinationals with respect to their foreign competitors may also have the effect of increas-
ing the incentive for U.S. MNCs to reduce the taxes they pay on the income they earn in the U.S.
Indeed, a part of the tax expenditure for maintaining deferral in the current system or for shifting
to a territorial system is the reduction in taxes paid by U.S. MNCs on their domestically-earned
income.
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iv. The Costs of Administering and Complying with the Current U.S.
System

Most experts agree that the current hybrid U.S. system that combines a worldwide approach with
deferral embodies the worst features of both a pure worldwide system and a pure territorial system
from the perspective of simplicity, enforcement and compliance. In a pure worldwide system, all
income is subject to the same tax rate, eliminating the necessity of distinguishing active from pas-
sive income (and the complexity of subpart F) and of distinguishing domestic and foreign sources
of profits (and therefore the need to police transfer pricing). Hence, costly tax planning to shift
income to low-tax havens or to re-characterize passive income as active income is significantly re-
duced. And so is the need for enforcement. However, even in a pure worldwide system, a foreign
tax credit system is still required to ensure that companies are not subject to double taxation. (And
the foreign tax credit system is complicated.) Moreover, in a pure worldwide system without defer-
ral there would be a greater incentive for U.S. multinationals to shift their headquarters abroad and
reorganize as foreign companies to avoid the high U.S. corporate tax rate on foreign income.

In a territorial system, foreign active income is generally not subject to domestic tax but foreign
passive income is. The location of profits and the source of income are very important because
some income is taxed at the full domestic rate (35 percent in the U.S.) and some income is taxed
potentially at zero. Thus, in a territorial system, there typically are rules to differentiate active from
passive income (like subpart F under present law), and rules to differentiate profits earned at home
from profits abroad (including transfer pricing rules). A foreign tax credit system is required, but
only for passive income and other foreign income not eligible for exemption (e.g., royalties). In a
pure territorial system, depending on the difference in effective tax rates on domestic income and
foreign income eligible for dividend exemption, firms have strong incentives for tax planning, and
spend time and money doing it.

The U.S. hybrid approach, like a pure worldwide approach, requires a broad foreign tax credit sys-
tem to avoid double taxation. But deferral effectively provides territorial-like treatment to active
earnings until repatriated, generating the same incentives for tax planning and transfer pricing
as a territorial system. Plus, only active income may be deferred while passive income may not.
Therefore, the current U.S. system requires a complete foreign tax credit system (including expense
allocation rules), subpart F anti-deferral rules for passive income, and onerous transfer pricing
enforcement, while generating strong incentives for tax planning and avoidance by businesses. In
short, the current U.S. system combines some of the more disadvantageous features from both pure
worldwide and pure territorial systems.

The incentives generated by the current system encourage a great deal of costly tax planning by
firms and necessitate a significant amount of costly enforcement and compliance activities by the
IRS. Moreover, the provisions to address problems created by deferral, foreign tax credits and
expense allocation rules, and to differentiate passive and active income contribute significantly to
the complexity of the corporate tax code. According to one study, large companies reported that
40 percent of their tax compliance burden arises from the taxation of foreign source income. And
the IRS maintains that the international provisions for taxation of corporate income are among the
hardest to administer and enforce.
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Most experts agree that the current rules for taxing the foreign income of U.S. corporations should
be reformed, but there is disagreement about how. In the remainder of this section, we summarize
the pros and cons of three basic kinds of reforms that we discussed with experts during our work on
international corporate taxation: moving to a territorial system similar to those of other developed
countries; maintaining a worldwide approach but at a lower corporate rate and without deferral;
and tightening or ending deferral with no change in the corporate rate. We also discuss the impli-
cations of maintaining the current system with deferral and a lower corporate tax rate.

v. Option 1: Move to a Territorial System

The proposal and its advantages:

The United States could adopt a territorial approach similar to those used by most other developed
economies and exempt from U.S. taxation the active foreign income earned by foreign subsidiaries
or by the direct foreign operations of U.S. companies. (Transition rules might be imposed to limit
the potential windfall from eliminating the tax that would have been paid when and if accumulated
and deferred profits currently held abroad are repatriated.)

Moving to a territorial system would eliminate the incentives of U.S. MNCs to keep income earned
from foreign operations abroad rather than repatriating this income to the U.S., reducing the im-
plicit costs companies incur to avoid repatriation. Moving to a territorial system would therefore
improve the efficiency of corporate finance decisions.

Adopting a territorial system would mean that the foreign subsidiaries of U.S. MNCs would face
similar effective tax rates to those faced by their foreign competitors headquartered in countries
with territorial systems. This would reduce the cost of doing business in countries that have lower
tax rates for U.S. multinationals relative to their foreign competitors in those foreign markets.

A territorial system would also enhance the ability of U.S. multinationals to acquire foreign firms
and would eliminate the incentives for U.S. multinationals to merge with or sell their foreign op-
erations to foreign companies for tax reasons. Elimination of these distortions to the ownership of
capital assets would help ensure that those assets were managed by the most productive businesses.

To the extent that foreign operations complement the domestic operations of U.S. MNCs, moving
to a territorial system that reduces their costs and increases their shares in foreign markets would
boost their production, investment, and employment in the U.S.

Moving to a territorial system could also provide some simplification benefits by eliminating the
need for foreign tax credit provisions (except those that apply to passive income and other non-
exempt income).

Disadvantages:

The principal disadvantages of adopting a territorial system derive from the fact that in such a
system the differences in tax rates applied to repatriated foreign earnings versus domestic earnings
and active versus passive income would increase, strengthening the incentives for firms to shift in-
come oftshore through transfer pricing and expense shifting, and encouraging active tax planning
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(as long as the U.S. corporate tax rate remains significantly higher than the rates imposed by other
countries). As noted above, however, the incremental effect of these increased incentives compared
to the current system with deferral may be modest. Addressing these disadvantages of a territorial
system in order to protect the U.S. domestic tax base and maintain tax revenues would place pres-
sure on the current tax administration and compliance regime and could require rules and regula-
tions that differed significantly from those of other countries.

In particular, to maintain corporate tax revenues (from both domestic and international profits)
under a territorial system, critical (and technical) details would need to be resolved, including: the
share of foreign corporate income exempted from U.S. taxes; the U.S. tax treatment of U.S. business
expenses incurred by U.S. companies to support their foreign operations; and the U.S. tax treat-
ment of royalty or passive income earned abroad by U.S. corporations.

The revenue consequences of these design decisions are material. According to rough estimates
from the Treasury, a simplified territorial system without full expense allocation rules would lose
approximately $130 billion over the 10-year budget window. In contrast, a territorial system with
tull application of expense allocation rules could be revenue neutral or could raise revenue depend-
ing on the behavioral responses of corporations and the ability of the IRS to police transfer pricing
and expense allocations. Indeed, earlier studies from the JCT, Treasury, and the Congressional
Budget Office (CBO) have scored territorial tax systems with expense allocation rules based on the
current rules used for the foreign tax credit as raising between $40 billion and $76 billion over 10
years. Differences in these estimates result from differences in behavioral assumptions, the details
of the proposals, and the data used to make these estimates. The wide variation in revenue effects
highlights the importance of complex specification details and the incentives created under differ-
ent regimes.

A reform that maintained the current effective tax rate on the domestically-earned income of U.S.
MNCs would require increased attention to transfer pricing enforcement and the rules regarding
the location of expenses. For example, to maintain revenue neutrality, tax deductions for interest
and other administrative expenses of U.S. MNCs used to finance operations abroad would need to
be disallowed so that they could not be used to reduce domestic taxable income. This would limit
any simplification benefits of reform. Moreover, a territorial system that included expense alloca-
tion rules with rigorous enforcement would remain very different from the territorial systems of
other developed countries. Most countries using territorial systems do not “allocate and disallow”
domestic business expenses in this way either by design or because their rules are undeveloped. In
a system with stringent allocation rules, many U.S. firms could still face higher costs of doing busi-
ness in foreign jurisdictions than their foreign competitors. Similarly, shifting to a territorial sys-
tem while retaining the current rules on royalty income without a reduction in the U.S. corporate
tax rate would mean that royalty income from foreign sources would be taxed at a higher rate than
royalties paid to foreign firms operating from lower-tax jurisdictions."

15 A territorial system would impose a higher effective U.S. tax rate on foreign-source royalty income, providing
firms with a greater incentive to reclassify royalty payments (and other non-exempt income) as exempt active in-
come. Currently, royalties are mostly sheltered from tax using “excess” foreign tax credits. Shifting to a territorial
system would eliminate these excess foreign tax credits.

88

THE PRESIDENT'S ECONOMIC RECOVERY ADVISORY BOARD

Page 62



A number of foreign governments with territorial systems attempt to recoup revenue by taxing
a small portion of the foreign source active income of their corporations (typically by exempting
around 95 percent of repatriated earnings from tax). The U.S. could adopt such an approach to
recoup some of the lost revenue from moving to a territorial system. This would reduce the ad-
ministrative and compliance costs of a territorial system compared to one that used a complicated
expense allocation system like that currently used for the foreign tax credit. Revenue losses could
also be reduced by denying exemption for income earned in a low-tax country (a “tax haven”) that
does not have a minimum effective corporate tax rate.

A territorial system that resulted in lower effective rates on foreign-earned profits could also af-
fect the location decisions of U.S. multinationals. To the extent that production overseas is a sub-
stitute for domestic economic activity (or in industries where this is true), adopting a territorial
system could encourage the movement of production, employment and investment out of the U.S.
to lower-tax jurisdictions. A territorial system that raised effective rates on royalty income from
U.S.-domiciled intangibles could encourage firms to shift intellectual property and research and
development abroad.

Finally, a territorial system would retain or exacerbate many of the incentives for inefficient behav-
ior in the current worldwide system with deferral: incentives for shifting income to low-tax loca-
tions by distorting transfer prices or paying inadequate royalties; incentives for using related-party
transactions (where transfer pricing can be used to reduce taxes) rather than arm’s length transac-
tions; and incentives for altering the location of tangible and intangible assets.

vi. Option 2: Move to a Worldwide System with a Lower Corporate
Tax Rate

The proposal and its advantages:

This option would impose a pure worldwide tax system and end deferral as part of a larger corpo-
rate tax reform that lowered the U.S. corporate tax rate to a level comparable to the average of other
developed countries. If the statutory corporate rate were lowered to a rate at which, on average, U.S.
MNC:s experienced no change in the effective tax rate they currently face on income earned abroad
the reform would be “burden neutral” for this category of income (though as discussed below there
would probably be individual “winners and losers”). One estimate of the required burden neutral
corporate rate for this reform is 28 percent. This option would result in a significant overall rev-
enue loss because the lower corporate rate would apply to both domestic and foreign income and
to all U.S. corporations regardless of whether they have foreign operations. To reduce or avoid this
revenue loss would require revenue increases elsewhere, for example by broadening the domestic
corporate tax base as described above under Option Group B. (Lowering the corporate tax rate
would also have efficiency benefits in the domestic context, as described in Option Group A.)

Moving to a worldwide system and ending deferral would have significant benefits for simplifica-
tion, compliance, enforcement, and efficiency. By eliminating deferral for active foreign income,
all income would be taxed at the same rate regardless of where it is earned (domestically or inter-
nationally), or whether it is passive or active income. The subpart-F anti-deferral provisions and
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most rules to differentiate passive and active income could be simplified or eliminated. The system
of foreign tax credits would be maintained to avoid the double taxation of foreign-earned income,
but it would be possible to simplify the system by eliminating the allocation of expenses.

Moving to a worldwide system without deferral would also reduce many of the incentives for tax
planning and tax avoidance, and therefore would require less complex and onerous anti-abuse pro-
visions and less enforcement. Incentives to engage in income shifting, for example through transfer
pricing, would be eliminated, reducing planning and compliance costs at businesses and requiring
less oversight from the IRS.

Another advantage of this proposal is that it removes incentives for a number of inefficient behav-
iors. First, because all income is taxed currently, firms would no longer have a U.S. tax incentive to
keep cash abroad to avoid repatriation, improving the efficiency of corporate financing decisions.
Second, as mentioned, there is no incentive for U.S. multinationals to engage in income shifting
through expense location or transfer pricing, and this would reduce the distortions that arise from
incentives to use related-party transactions, to locate tangible and intangible assets in alternative
locations for tax purposes, or to favor certain financing choices (like domestic debt) over other
choices.

Finally to the extent that the foreign economic activities of U.S. MNCs substitute for their domestic
economic activities, this option would encourage production, investment and employment in the
U.S.

Disadvantages:

A difficulty with this approach is that lowering the tax rate to the required burden-neutral level
(around 28 percent) would either necessitate significant base broadening through the elimination
of other corporate tax credits and tax deductions, or a substantial loss of corporate tax revenue.
Ending deferral would itself permit a revenue-neutral reduction in the corporate rate by about
1.5 percentage points.

Although cutting the corporate rate to the burden-neutral level while ending deferral would result
in no change in the average tax rate on foreign income, some firms with such income would face
tax increases and others tax reductions. For example, firms operating primarily in low-tax coun-
tries benefit more from deferral than companies operating in high-tax countries, so ending deferral
would raise taxes more on the former group of firms. Thus, this option would introduce greater
country-by-country heterogeneity in the competitiveness of U.S. firms depending on the tax rates
of the countries in which they operate, and U.S. MNCs would face greater tax disadvantages in
lower-tax countries compared to their competitors headquartered in countries with lower corpo-
rate tax rates and/or with territorial systems. Other firms likely to be negatively affected by ending
deferral even with a burden-neutral reduction in the corporate tax rate include those able to use
transfer pricing to move profits abroad—for example, those transferring hard-to-value intangible
assets or services.

Under this option, U.S. MNCs would still face competitive disadvantages on foreign operations in
jurisdictions with corporate tax rates below 28 percent. This option would also retain the incen-
tives for foreign firms to acquire U.S. companies or their foreign subsidiaries. Although these in-
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centives would be limited to some extent because the gains from the sales of subsidiaries are subject
to U.S. taxation, this option would reduce the ability of U.S. firms to compete in the acquisition of
foreign firms that face lower effective tax rates.

Indeed, the incentive for foreign firms to acquire the foreign subsidiaries of U.S. MNCs would likely
increase because those foreign subsidiaries would be more valuable in the hands of foreign firms
than in the hands of the U.S. MNCs. Further, this proposal would increase incentives for foreign
firms to acquire U.S. MNCs outright and then use transfer pricing to shift profits to lower-tax juris-
dictions, raising concerns over transfer pricing enforcement of foreign MNCs operating in the U.S.
Preventing this outcome would require continued enforcement efforts under the transfer pricing
rules. Thus, transfer pricing rules would remain important for these firms and, to a lesser extent,
for U.S. tax administrators.

vii. Option 3: Limit or End Deferral with the Current Corporate Tax
Rate

Given the high U.S. corporate tax rate, under a pure worldwide tax system without deferral, U.S.
MNCs would face a higher effective tax rate compared to foreign MNCs headquartered in coun-
tries with lower corporate tax rates, territorial tax systems or both. Deferral offsets much of this
disadvantage by approximating the effective rates faced in foreign jurisdictions. With deferral the
foreign operations of U.S. corporations are taxed comparably to the foreign operations of their for-
eign competitors operating in the same foreign tax jurisdictions. As a result of the “time value of
money” advantage of postponing tax payments, deferral allows the foreign source income of U.S.
corporations to be taxed at a lower effective rate than it would be if it were earned in the U.S. This
creates an incentive for U.S. corporations to keep their foreign earnings abroad as long as possible
and distorts their investment and business decisions.

The proposal and its advantages:

Maintaining the system of deferral for U.S. MNCs to allow them to enjoy similar tax rates to com-
petitors when operating in foreign jurisdictions comes at a significant revenue cost—approximately
$180 billion over ten years. Ending this tax expenditure would raise considerable revenues, enough
to reduce the corporate rate by about 1.5 percentage points, relieving the economic distortions of
the corporate tax along a number of margins.

For those who see the foreign activities of U.S. MNC:s as a substitute for domestic activities, defer-
ral both reduces jobs, production and investment by U.S. companies at home and encourages these
activities abroad, as well as allowing U.S. companies to avoid taxes. By this logic, limiting or elimi-
nating deferral would cause U.S. MNCs to substitute domestic for foreign activities, would reduce
tax avoidance, and would increase tax revenues.

Like the burden-neutral reform discussed above, this option would simplify the tax system, re-
duce incentives for income shifting and tax planning and avoidance, and would therefore improve
international enforcement and reduce administrative and compliance costs. It would be easier to
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enforce than the current system because it would leave little incentive for transfer pricing or the use
of tax havens.

Disadvantages:

Without a substantial reduction in the U.S. corporate income tax rate, however, this option would
impose a significant burden on U.S. multinationals, raising the effective tax rates on income earned
at their foreign subsidiaries relative to the rates that apply to their competitors in lower-tax coun-
tries, and hampering their ability to bid for and purchase foreign assets in lower-tax jurisdictions.
At the same time, ending deferral would make it more attractive for foreign firms to acquire the
foreign assets of U.S. companies. To the extent that the foreign activities of U.S. MNCs complement
their domestic activities, deferral increases jobs, production and investment at home and limiting
or eliminating deferral would reduce the competitiveness of U.S. companies, would decrease jobs,
production and investment in the US, and would reduce corporate tax revenues over time.

viii. Option 4: Retain the Current System but Lower the Corporate Tax
Rate

The proposal and its advantages:

This option would lower the corporate rate as in Option 2, but within the current tax system, which
taxes the active foreign earnings of U.S. MNCs only upon repatriation. The efficiency benefits of a
lower corporate tax rate for all U.S. corporations regardless of where they earn their income are dis-
cussed in the earlier section of this report on corporate taxation. At the same time, deferral would
offset much of the disadvantage U.S. firms face when operating in low-tax countries. Because of the
lower corporate rate, the difference in tax rates between income earned domestically versus income
earned abroad would be reduced, reducing the incentives for transfer pricing and expense location
and the disincentive to repatriate foreign earnings.

Disadvantages:

This option would reduce revenues by lowering the rate and would retain the tax expenditure of
deferral (at a lower cost), but would not provide many of the simplification and efficiency benefits
of Option 2. Both the complexity of the current system and the incentives to locate profits abroad
and defer repatriation for tax avoidance would be retained.

92

THE PRESIDENT'S ECONOMIC RECOVERY ADVISORY BOARD

Page 66



PPPPPP

Simple, Fair,
and Pro-Growth:

Proposals to Fix Americas Tax System

Report of the President’s Advisory
Panel on Federal Tax Reform

November 2005



Tahle of Contents

Executive SUMmMAry.......cccceeurerirenereniceeeenereeneeeeeeeeseseeeesenes xiii
Chapter One: The Case For Reform.........ccccvuvicivinivccinininccinnnaes 1
Chapter Two: How We Got Here ........cccccvviiiiiniiiiniiciiininns 11
Chapter Three: Tax Basics ......cccvveveeerrirecreirenccrneneceinenecreeneenes 19
Chapter Four: Our Starting Point..........cccccoeeiiinninninnncnne. 41
Chapter Five: The Panel's Recommendations ..........c.ccccccuiiiacnne 59
Chapter Six: The Simplified Income Tax Plan.........ccccovccueuncce 107
Chapter Seven: The Growth and Investment Tax Plan ............. 151
Chapter Eight: Value-Added Tax .......ccccocvuvivicuiininicninicniaes 191
Chapter Nine: National Retail Sales Tax ........cccoeveveuerrenccuennnnce 207

Page 68



The President’s Advisory Panel on

Federal Tax Reform

132

Simplifying the Taxation of International Business

'The Simplified Income Tax Plan would update our international tax regime by
adopting a system that is common to many industrial countries. As explained in
Chapter Five, our tax system taxes all income of U.S. corporations regardless of
where it is earned and provides a limited tax credit for income taxes paid to foreign
governments. Many of our trading partners use “territorial” tax systems that exempt
some (or all) of business earnings generated by foreign operations from home country
taxation. France and the Netherlands, for example, exempt foreign dividends. Canada,
on the other hand, exempts foreign dividends from countries with which it has

tax treaties from home taxation. Canada effectively administers a territorial system
because it has tax treaties with many countries.
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Chapter Six

To understand the tax implications of territorial and worldwide systems, consider a
simple example. A French multinational company and a U.S. multinational company
both have subsidiaries with active business operations in another country, Country
X, that imposes a 20 percent tax on corporate income. The U.S. corporate income tax
rate is 35 percent. Assume that both companies earn $100 from their operations in
Country X and immediately send the profits home as a dividend.

Both the U.S and French subsidiaries pay $20 of tax to Country X on their $100

of earnings. However, the U.S. company faces a “repatriation tax” on the dividend,

but the French company does not. The U.S. tax bill of $35 on the $100 of foreign
earnings is reduced to $15 because the company receives a credit of $20 for the taxes
already paid to Country X by its subsidiary. This means that the U.S. multinational
pays a total of $35 in tax: $20 to Country X and $15 to the United States. The French
multinational, on the other hand, pays only $20 in tax to Country X. The French
company faces a lower tax rate on investments in Country X than the U.S. company
because France has a territorial tax system.

Unfortunately, reality is not as simple as this example portrays it. As explained in
Chapter Five, the U.S. multinational does not pay U.S. tax on its subsidiary’s earnings
in Country X until the earnings are repatriated to the United States. The repatriation
tax is elective and, as a result, distorts business decisions. If the U.S. multinational
redeploys earnings abroad by reinvesting the $80 in an active business, for example,

it may avoid the U.S. tax on the earnings. To do so, the U.S. company may forego
more attractive investments in the United States or may have to fund investments at
home through costly borrowing that would be avoided if there were no repatriation
tax on the foreign earnings. Tax planners can devise elaborate strategies to avoid the
repatriation tax, but the strategies employed may themselves be costly and wasteful to
the economy.

For some firms, arranging corporate affairs to avoid the repatriation tax involves costly
and distortionary activity that would not take place except for tax considerations.

As explained in Chapter Five, the combination of deferral and the foreign tax

credit creates a situation in which the tax rate imposed on investment abroad differs
among U.S. multinationals. For example, a multinational that can defer repatriation
indefinitely (or avoid the repatriation tax at no cost) pays no repatriation tax. A
multinational that is unable to structure operations to avoid the repatriation tax faces
the U.S. tax rate.

Under our current tax system, it is also possible for companies to face tax rates on
marginal investments abroad that are lower than host country rates. For example,
consider a U.S. multinational that finances additional investment in Country X
through U.S. borrowing. If the multinational is able to indefinitely defer tax on
earnings in Country X (or avoid any repatriation tax through tax planning) it will
face a lower than 20 percent rate on its investment. This is because the U.S. company
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gets a deduction at the U.S. tax rate for interest payments with no corresponding
taxation of income at the U.S. rate. Although territorial tax systems are designed to
impose no home country tax on active foreign earnings, the goal of these systems is
not to subsidize foreign investment. For this reason, provisions that allocate expenses
associated with exempt foreign income against that income (or tax some otherwise
exempt foreign income as a proxy for allocating those expenses) are necessary.

'The Simplified Income Tax Plan would adopt a straightforward territorial method
for taxing active foreign income. Active business income earned abroad in foreign
affiliates (branches and controlled foreign subsidiaries) would be taxed on a territorial
basis. Under this system, dividends paid by a foreign affiliate out of active foreign
earnings would not be subject to corporate level tax in the United States. Payments
from a foreign affiliate that are deductible abroad, however, such as royalties and
interest would generally be taxed in the United States. Reasonable rules would be
imposed to make sure that expenses incurred in the United States to generate exempt
foreign income would not be deductible against taxable income in the United States.
Because insuring that related entities charge each other “arm’s length” prices for goods
and services is even more important in a territorial system than under current law,
additional resources would need to be devoted to examining these transfer prices. As
is common in territorial systems around the world, income generated by foreign assets
— such as financial income — that can be easily relocated to take advantage of the tax
rules would continue to be taxed in the United States as it is earned. For example, if
the U.S. company in our example was to invest the $100 of foreign profits in Country
X in bonds instead of in an active business, the interest earned on the bonds would be
subject to immediate U.S. taxation (with a credit for any taxes paid to Country X).

Such a tax system would more closely reflect the international tax rules used by

many of our major trading partners. It would level the playing field among U.S.
multinationals investing abroad. It would allow U.S. multinationals to compete with
multinationals from countries using a territorial approach without having to bear the
planning costs that are necessary under today’s system. In addition, it would make it
easier for American companies to repatriate income earned in foreign nations tax-free
and reduce the degree to which tax considerations distort their business decisions.
Finally, commentators from both industry and academia have concluded that a
carefully designed territorial-type system can lead to simplification gains.

Research on the consequences of adopting a territorial system for the United

States suggests that this reform could lead to both efficiency and simplification

gains. Economists have found that the financial decisions of corporate managers

are extremely sensitive to the tax on repatriations — lower U.S. taxes on dividend
repatriations lead to higher dividend payments and vice-versa. This correlation implies
that repatriation taxes reduce aggregate dividend payouts and generate an efhiciency
loss that would disappear if active foreign source income were exempt from U.S. tax.
Corporate managers would be able to arrange corporate affairs and financial policies
to meet objectives other than tax avoidance if they were freed from worrying about
how to time repatriations of foreign income to reduce U.S. taxes.



Chapter Six

At first glance, one might assume that exempting active foreign source income

from U.S. taxation would lead to a substantial reallocation of U.S. investment and
jobs worldwide. A careful study of how location incentives for U.S. multinational
corporations may change under a territorial system similar to the one proposed for
the Simplified Income Tax Plan provides different results. Researchers found no
definitive evidence that location incentives would be significantly changed, which
suggests that the territorial system the Panel has proposed would not drive U.S. jobs
and capital abroad relative to the current system. This result is not surprising. As
explained in Chapter Five, the U.S. international tax system has both worldwide and
territorial features. For some firms, the U.S. international tax system produces tax
results that are as good or even better than those that would apply under a territorial
system. Exempting active foreign-source income repatriated as a dividend from U.S.
tax provides no additional incentive to invest abroad if, in response to the current tax
system, firms have already arranged their affairs to avoid the repatriation tax. Instead,
exempting dividends allows firms to productively use resources that were inefhciently
employed under current law. The Simplified Income Tax Plan would produce no less
revenue from multinational corporations than the current system, but would be less
complex and more uniform in its application.

Additional information regarding the Panel’s proposals for a new system of
international taxation under the Simplified Income Tax Plan can be found in the
Appendix.

Strengthening Rules to Prevent International Tax Avoidance

'The Simplified Income Tax Plan also would modify the definition of business subject
to U.S. tax to ensure businesses that enjoy the benefit of doing business in the U.S.
pay their fair share. Under current law, residency is based on the place a business
entity is organized. This rule makes an artificial distinction that allows certain foreign
entities to avoid U.S. taxation even though they are economically similar to entities
organized in the United States. This rule may give businesses an incentive to establish
legal place of residency outside the United States to avoid paying tax on some
foreign income. Several large U.S. companies have used a similar technique to avoid
taxes under our current system. Recently enacted legislation created rules to prevent
existing corporations from moving offshore, but does not prevent newly organized
entities from taking advantage of the rules.

To prevent this tax-motivated ploy, the Simplified Income Tax Plan would provide

a comprehensive rule that treats a business as a resident of the U.S. (and subject to
U.S. tax) if the United States is the business’s place of legal residency or if the United
States is the business’s place of “primary management and control.” The new two-
pronged residency test would ensure that businesses whose day-to-day operations
are managed in the United States cannot avoid taxes simply by receiving mail and
holding a few board meetings each year at an island resort.
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Territorial Tax Regime

Under the new territorial regime, income earned abroad by controlled foreign
corporations and foreign branches of U.S. corporations would fall into one of two
categories: (1) “Foreign Business Income,” which would generally be exempt from
U.S. taxation, and (2) “Mobile Income,” which would be taxed by the United States
on a current basis.

Foreign Business Income

Income earned abroad by a controlled foreign corporation (a “foreign affiliate”) in
the conduct of an active business (“Foreign Business Income”) would not be subject
to U.S. tax at the business level when repatriated as a dividend. Foreign Business
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Income is net income after deductions. The general rule is that any payment that is
deductible abroad would be taxed in the United States. Thus, non-dividend payments
from foreign affiliates to U.S. corporations (e.g., interest, royalties, payments for
intercompany transfers) would be subject to U.S. tax. A hybrid security rule would be
required to prevent a payment that is treated as deductible interest abroad from being
treated as an exempt dividend in the United States.

'The Simplified Income Tax Plan would provide that exempt earnings of foreign
affiliates could be redeployed to other foreign affiliates in different foreign
jurisdictions without losing the benefit of exemption. There would be no tax on the
gains from the sale of assets that generate exempt income and losses from the sales of
such assets would be disallowed.

Businesses would not receive foreign tax credits for foreign taxes (including both
corporate level taxes and dividend withholding taxes) attributable to Foreign Business
Income because this income would not be subject to tax in the United States. As a
result, the foreign tax credit system would serve a more limited function than it does
under present law.

Income of foreign branches would be treated like income of foreign affiliates under
rules that would treat foreign trades or businesses conducted directly by a U.S.
corporation as foreign affiliates. These rules would be needed to place branches and
foreign affiliates on an equal footing. For example, a rule would be needed to impute
royalties to foreign branches. All trades or businesses conducted predominantly
within the same country would be treated as a single foreign affiliate for this purpose.

Further rules would be needed to address the taxation of Foreign Business Income
earned by a U.S. multinational that owns at least 10 percent of the stock of a foreign
corporation that is not controlled by U.S. shareholders (so-called “10/50” companies).

All distributed earnings of foreign affiliates would be subject to the new international
tax regime following the effective date, regardless of whether such distributions were
paid out of pre-eftective date or post-effective date earnings.

Mobile Income

Passive and highly mobile income (“Mobile Income”) would be subject to tax when
earned. Mobile Income would include foreign personal holding company income (e.g.
interest, dividends, rents, and royalties arising from passive assets), certain types of
foreign active business income that is not likely to be taxed in any foreign jurisdiction
(e.g., certain income from personal services and income from international waters
and space), and income from the sale of property purchased from or sold to a related
person by a foreign corporation located in a country that is neither the origin nor the
destination of that property. Small amounts of Mobile Income (measured using a de
minimis rule based on a percentage of gross income or total assets) would be ignored
for simplicity.
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A foreign tax credit would be available to offset foreign tax paid (including
withholding taxes) on Mobile Income. The current complex foreign tax credit basket
rules would be replaced with a single overall foreign tax credit limitation.

Financial services businesses, such as banks, securities dealers, and insurance
companies, earn interest and other types of Mobile Income in the conduct of their
active business. Special rules would need to provide that qualifying financial services
business income is treated as Foreign Business Income to the extent such income is
earned through active business operations abroad. Anti-abuse rules would be needed
to prevent passive investment income earned by financial services businesses from
being treated as Foreign Business Income.

Expense Allocation

Under the Simplified Income Tax Plan, the active business earnings of foreign
afhliates would not be subject to U.S. tax at the business level. Accordingly, business
expenses that are attributable to these foreign earnings should not be allowed as

a deduction against U.S. taxable income. For example, interest and other expenses
incurred by a U.S. business to earn exempt foreign earnings would be allocated to
those earnings and therefore disallowed. The question of how to allocate expenses to
exempt foreign income is a difficult one. Detailed expense allocation rules similar to
current law would be necessary. These rules would inevitably involve some complexity,
but could be simpler than current-law expense allocation rules.

Interest expense should only be disallowed to the extent that the U.S. operations

of a U.S. multinational are more heavily leveraged than the multinational’s foreign
operations; that is, interest expense should be disallowed to the extent that the ratio
of foreign debt to foreign assets is lower than the worldwide ratio of debt to assets.
Therefore, the Panel recommends that interest expense be allocated between U.S. and
foreign affiliates under rules similar to those recently enacted as part of the American

Jobs Creation Act of 2004.

General and administrative expenses that are not charged out to foreign subsidiaries
or otherwise recovered by intercompany fees (such as certain stewardship expenses)
would be allocated to gross foreign affiliate income in the same proportion that gross
foreign affiliate income of the U.S. multinational bears to overall gross income of the
worldwide affiliated group. General and administrative expense allocated to foreign
affiliate income would then be further allocated between exempt and non-exempt
foreign income, with expenses related to exempt foreign afhliate income disallowed.

'The Panel recommends that research and experimentation expenses be allocated
between domestic source income and foreign-source Mobile Income only. No
research and experimentation expenses would be allocated against exempt foreign-
source income because all royalty income associated with those research and
experimentation expenses would be taxable at the U.S. rate.
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Transfer Pricing Enforcement

In a territorial system, U.S. multinationals would have incentives to use transfer
pricing to minimize taxable income generated by domestic operations and maximize
lightly-taxed income generated in foreign operations. These pressures also exist under
current law, and a large body of rules has evolved to enforce “arm’s length” transfer
pricing among related parties. Because these pressures are more pronounced in a
territorial system, it would be necessary to continue to devote resources to transfer
pricing enforcement.

Taxation of Foreign-Source Dividend Income by OECD Countries

Table A.2 provides information regarding the tax treatment of resident corporations
on their receipt of direct (non-portfolio) foreign dividends paid out of active business
income in OECD countries. Some countries generally exempt such income, while
other countries generally tax it with a credit for foreign taxes paid. However, the exact
treatment of dividends paid out of active business income varies by country and often
is not straightforward. For example, many countries that are classified as “exemption”
countries tax some (low-tax) active income currently and exempt other (high-tax)
active income. New Zealand and France are examples.
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Appendix

Table A.2. Home Country Tax Treatment of Foreign-Source

Dividend Income Received by Resident Corporations

Exemption Foreign Tax Credit
Australia* Czech Republic
Austria Iceland
Belgium Japan
Canada* Korea
Denmark Mexico
Finland New Zealand
France* Poland
Germany United Kingdom
Greece* United States
Hungary
Iceland
Ttaly*
Luxembourg
Netherlands
Norway
Portugal®
Slovak Republic
Spain
Sweden
Switzerland
Turkey

Note: In general, tax treatment depends on qualifying criteria (e.g. minimum ownership level, minimum
holding period, the source country, the host country tax rate). The table reports the most generous treatment
of foreign direct dividends in each case.

* Exemption by treaty arrangement.

# Exemption of 95 percent.

Source: Table compiled from information provided by the OECD Secretariat. Information as of January 2005.

Caltulating the Dividend Exclusion Percentage

Under the Panel’s proposal, shareholders of U.S. corporations could exclude from
income 100 percent of the dividends paid from income of the corporation reported
as taxable in the United States. Corporations would report each year on their
information reports to shareholders the total dividends paid and the amount which
is taxable. For corporations that report all their income in the U.S., 100 percent of
dividends paid would be nontaxable to their shareholders. Corporations which earn
part of their worldwide income in the U.S. would have to compute the fraction
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of worldwide income that is reported as taxable in the U.S. each tax year, and this
traction would be used to calculate the dividend exclusion for dividends paid in

the following year. Because of the clean tax base recommended by the Panel, the
Panel believes that rules specifying how this percentage is calculated can and should
emphasize simplicity over precision. For example, this percentage can be calculated
simply by dividing taxable U.S. income each year by worldwide pretax income as
reported on the corporation’s financial statements for the same year. For simplicity,
foreign tax credits on foreign Mobile Income reported as taxable in the U.S. could be
ignored in this calculation. Taxpayers who wished to adjust for the difference between
accelerated depreciation allowed in the U.S. and book depreciation could be allowed
to do so by adding back the difference to U.S. taxable income before calculating the
fraction of worldwide income taxable in the U.S., but other adjustments would not
be allowed or required.

Disclosure of Foreign Earnings

'The Simplified Income Tax Plan would require additional disclosures that would
complement the new international tax regime. U.S. businesses with Foreign Business
Income would be required to file with their tax return a schedule showing their
consolidated worldwide revenues and income before taxes, as reported in their
financial statements. The new schedule would disclose the proportion of domestic and
foreign revenues and income. In addition, businesses would be required to reconcile
the consolidated revenues and income reported on their financial statements with the
taxable revenues and income reported on their tax returns.

'This disclosure, combined with the exclusion of dividends paid out of domestic
earnings, would provide disincentives for corporations to understate the amount

of income subject to U.S. tax. A business that understates the amount of income
reported on its tax return would increase the amount of tax required to be paid

on dividends received by its shareholders. In addition, businesses whose securities

are publicly traded would be required by existing disclosure rules to report in their
financial statements the proportion of United States and foreign income and revenues
computed under tax and accounting rules. This public disclosure would increase the
transparency of the business’s calculations and provide a better top-down view of a
corporation’s global operations to shareholders, potential investors, and regulators.
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Abstract

The authors explore specific Canadian tax policy options for broader exemptions or
lower tax rates for certain foreign-source income. The case for a broader exemption
system for dividends from foreign affiliates and for an exemption on the sale of
shares of a foreign affiliate are advanced using as a premise the view expressed by
the Advisory Panel on Canada’s System of International Taxation that Canada
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ory Panel on Canada’s System of International Taxation. Nick Pantaleo was a member of the
Advisory Panel on Canada’s System of International Taxation.
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should adopt a more territorial approach to the taxation of foreign-source income:
a dividend exemption system for all foreign active business income would be a
good tax policy choice for Canada because it would be revenue-neutral and would
reduce compliance for taxpayers and the Canada Revenue Agency. However, it is
only by exempting capital gains (losses) on the sale of shares of a foreign affiliate
that the reduced compliance requirements can be achieved. A system that
exempts both dividends from a foreign affiliate and capital gains (losses) from
those shares could potentially eliminate the need to track exempt and taxable
surplus. As with a broader dividend exemption, it is thought that an exemption for
capital gains (losses) from the sale of foreign affiliate shares would not result in
any material revenue loss for the government. The tax policy decision to exempt
the capital gain on foreign affiliate shares and the subsequent changes to the
foreign affiliate system to respect the taxation of domestic capital gains may not
be easy. The authors offer some ideas on how this goal could be achieved through
the review of several examples and the definition of “excluded property.” They then
explore the taxation of mobile income, such as financing income and royalties
from intellectual property, and observe how various provisions in the Canadian tax
system and specific provincial legislation effectively encourage multinationals to
locate these mobile sources of income offshore. The authors explore how the
activity associated with the generation of this income could be brought “onshore”
and generate other collateral benefits for the Canadian economy.

Keywords Capital gains; dividend; foreign affiliates; tax policy; excluded
property; international taxation; territorial.

Introduction: Taxing International Business Income—
Whose Income Is It, Anyway?

Globalization has pushed many countries, including Canada, to re-examine
whether and to what extent their international tax rules should include in a
domestic tax base income earned offshore. This inquiry is and has for some time
been taking place in the United States, the United Kingdom, Australia, New
Zealand, and various countries in the European Union.

Typically, the inquiry is framed by a country’s existing regimes and precepts
for taxing international business income and, in one manner or another, takes into
account the burgeoning reality of stateless income. Related to this inquiry is the
need to accurately measure domestic and foreign income to avoid distortions in
the measurement of each through, for example, reductions in one (typically,
domestic income) that somehow relate to earning the other (foreign income).
To much the same effect, the Organisation for Economic Co-operation and De-
velopment (OECD) continues to confront difficult issues of international income
allocation—most recently, through its re-examination of the attribution of profits
to permanent establishments and the concomitant re-examination of article 7 of
the OECD model tax convention and the relevant commentary,' its study of the
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migration of businesses or key business elements through business restructurings,?
and its proposed draft restatement of parts I-III of the OECD transfer-pricing
guidelines.?

It seems that there is a collective insecurity in the integrity of international
tax regimes based on traditional assumptions underlying the measurement of
taxable income earned by non-residents that originates in a country’s economic
environment and markets, the relief allowed for residents’ income earned outside
the residence country from business and other activities, and the adequacy of tax
treaty paradigms to consistently sort out possible competing tax claims. Increas-
ingly, significant components of the income-earning process and the resulting
income are conceded to be highly mobile. In international tax policy terms, this
means that the proximity of those activities and that income to any particular
jurisdiction—whether explained in terms of the source of the income or the
residence of its owner—and therefore that jurisdiction’s claim to tax the income
are less certain because the economic circumstances in which economic activity
takes place more and more tend to eclipse the typical standards for making these
determinations.

In short, then, globalization invites an inquiry into whether the paradigms for
taxing international income are outmoded, or whether, if those paradigms are still
valid, their underlying principles and expectations need to be recast to accom-
modate the continuing objectives of international tax rules.

The point of departure for this kind of inquiry is a country’s existing system for
taxing international income. As theoretically appealing as it might be to begin with
a clean slate, there are obvious and important tax administration, tax policy, and
macroeconomic reasons why the past cannot simply be displaced in favour of the
better way. In fact, it is difficult to know whether another way necessarily is
the better way. And, possibly more importantly, it may be that the existing regime
is fundamentally sound—that its history and its underlying tax policy judgments
point the way to a renovation of the international tax rules that only needs to be
modest in relation to embedded principles that were and continue to be sound and
may, in some ways, have been prescient in respect of future demands on them.

The adequacy of Canada’s international tax rules most recently has been ad-
dressed by the inquiry and report of the Advisory Panel on Canada’s System of
International Taxation (“the panel”). The panel essentially takes the salient aspects
of Canada’s income tax law as found, and it makes recommendations about how
the international tax rules could be more closely aligned to the demands and char-
acteristics of international business and investment by building on rules and
underlying tax policy that are fundamentally sound. Here, we reflect on several
key aspects of the panel’s findings, relating to expanding the scope of exemption
for offshore business income as such and as reflected in the capital value of
foreign share holdings.

The panel’s report is provocative beyond its immediate terms of reference and
conclusions, and a careful reader of the report will have noticed some nuggets
of insight that invite the further thinking in which we engage here. We are in-
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spired by the panel’s report to inquire whether initiatives beyond the traditional
or expected limits of how Canada taxes offshore income can be justified and
explained with reference to the sorts of considerations recognized by the panel
as important to ensure that the tax system’s treatment of income earned in inter-
national circumstances serves Canada’s overall economic objectives. Somewhat
cheekily, perhaps, and with deference to David Rosenbloom’s similarly motivated
insight about the US tax system, we ask the question, “Why not Kenora?’4

The Panel: Where It Started and Where It Went

The creation of the panel was announced by Finance Minister Jim Flaherty in
November 2007.° The panel’s mandate was to

 improve the fairness, economic efficiency, and competitiveness of Canada’s
system of international taxation;

* minimize compliance costs for business and facilitate administration and
enforcement by the Canada Revenue Agency (CRA); and

* develop practical and readily applicable changes, taking into account exist-
ing rules and tax treaties as well as fiscal implications.

In April 2008, the panel released a consultative document, Enhancing Canada’s
International Tax Advantage.® inviting interested parties to make submissions to
the panel and participate in a series of round table discussions during the spring
and summer of 2008. The panel issued its final report on December 10, 2008.7

The panel’s final report contained 17 main recommendations. The panel
concluded that Canada’s current international tax system overall is “a good one
that has served Canada well.” Accordingly, its recommendations “seek not to
reform but rather to improve our existing system.”8

Two key directives emerge from the panel’s final report. The first directive is
that the federal government should maintain the existing system for the taxation
of foreign-source income of Canadian companies and extend the existing exemp-
tion system to all active business income earned outside Canada by foreign
affiliates. The second directive is that the government should maintain the exist-
ing system for the taxation of inbound investment and adopt targeted measures
to ensure that Canadian-source income is properly measured and taxed.’

While recognizing that the development of international tax policy entails
tradeoffs and practical constraints, the panel articulated six principles that it
believed should guide Canadian tax policy makers in formulating Canada’s
international tax policy today and in the future.'?

The first principle is that “Canada’s international tax system for Canadian
business investment abroad should be competitive when compared with the tax
systems of our major trading partners.” This statement reflects the panel’s view
that an overriding principle guiding Canada’s taxation of outbound direct invest-
ment should be to ensure that the Canadian tax treatment of foreign-source
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business income does not disadvantage Canadian businesses investing abroad
in comparison with their foreign competitors.

The second principle is that “Canada’s international tax system should seek
to treat foreign investors in a way that is similar to domestic investors, while
ensuring that Canadian-source income is properly measured and taxed.” In
submissions from taxpayers and tax advisers and in round table discussions
chaired by the panel during its consultations with the tax community, the panel
heard that a level playing field for the taxation of Canadian-source income is an
important concern of Canadian businesses. Although no playing field can ever
be perfectly level, the panel believed that creating the conditions to ensure that
Canadian and foreign businesses investing in Canada compete on similar footing
should be a key consideration in setting Canada’s inbound tax rules.

The third principle is that “Canada’s international tax system should include
appropriate safeguards to protect the Canadian tax base.” This principle reflects
the view that Canada must have robust rules to protect the Canadian tax base
and ensure that Canadian-source income is properly measured and taxed.

The fourth principle is that “Canada’s international tax rules should be
straightforward to understand, comply with, administer and enforce, to the bene-
fit of both taxpayers and the CRA.”

The fifth principle is that “[f]ull consultation should precede any significant
change to Canada’s international tax system.” This principle reflects the view that
there may be no greater threat to the integrity of any tax system than rules that are
too difficult for taxpayers to understand and comply with and for the taxation
authority to administer and enforce. Applying the fourth principle is a way of
avoiding this problem. The other is to have a more open and productive consulta-
tion about proposed tax changes.

The sixth and last principle is that “Canada’s international tax system should be
benchmarked regularly against the tax systems of our major trading partners.” Many
countries have changed or are considering changes to their tax systems to better
compete for capital, jobs, and growth in the global economy. This principle rec-
ognizes that Canada’s tax policy must anticipate continuous change in the global
environment and retain the flexibility to adapt accordingly to ensure that our system
of international taxation stays in step with or ahead of international norms.

We venture beyond the strict limits of the report later in this paper. However,
the place to start is with the system we have and how the panel saw it changing,
albeit mostly within its existing parameters. To that end, we consider a number
of key architectural aspects of the system, and we test the limits of some key
elements of the system.

Broadening the Exemption System to All Dividends
Received from Foreign Affiliates

Briefly, under the current rules, active business income earned by a foreign affili-
ate'! of a taxpayer resident in Canada is not taxable in Canada until it is repatriated
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to the Canadian shareholder. If the shareholder is a Canadian corporation, it will
be entitled to a deduction equal to the amount of the dividend in computing its
taxable income if the affiliate is resident and is carrying on the active business
in a country with which Canada has entered into a tax treaty or a tax information
exchange agreement (TIEA).'? If these conditions are not met, the shareholder
is entitled to a deduction computed with reference to the foreign income and
withholding tax exigible on the underlying income and dividend.'?

In the final report, the panel concludes that the design of the current system
should be altered:

The Panel believes that the exemption of foreign active business income
earned by a foreign affiliate should be viewed as the norm for Canadian tax
purposes. Ours is a territorial view which asserts that such income should
not be considered part of Canada’s tax base. This view is consistent with
current international norms—and the reality that little Canadian tax is col-
lected on foreign active business income [under the current system].'*

The panel’s territorial view of the taxing of foreign active business income
earned by a foreign affiliate is one of its most important conclusions. This view
is the basis for a number of the panel’s recommendations—in particular, its
recommendation to move to a full exemption system for dividends received from
foreign affiliates and for capital gains (losses) realized on the sale of certain for-
eign affiliates.

A strictly territorial view of the taxing of foreign active business income of
a foreign affiliate is different from the design of the current system, which is
founded on a worldwide basis of taxation, with foreign active business income
of a foreign affiliate being subject to Canadian tax (albeit on a deferral basis)
when repatriated to Canada coupled with an actual or effectively presumptive
credit for foreign tax that was or could be borne by that income. Although con-
ceptually an overt territorial basis for taxing foreign active business income
earned through foreign affiliates would be a new paradigm, it would not be
significantly different from the way in which the current system operates in
practice.

The panel described how under the current rules Canada’s system already
largely exempts foreign active business income earned by foreign affiliates and
very little tax is collected with respect to dividends from foreign affiliates.!> The
panel concluded that Canada should formally adopt a broader exemption system
for foreign active business income earned through foreign affiliates, for the fol-
lowing reasons:

* A broader exemption system would be simpler, reducing the compliance
burden for Canadian businesses and the administrative burden for the
CRA.
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* Broadening the exemption system would be revenue-neutral for the gov-
ernment, as dividends from foreign affiliates are rarely taxed under the
current regime.

* A broader exemption system could facilitate repatriation of foreign profits,
generating economic benefits for Canadian businesses and their owners.

¢ Our benchmarking research showed that taxing active business income at
its source is consistent with the tax policies (or policy direction) of most
other industrialized nations.

¢ As noted [earlier in the report], concerns that formally adopting a broader
exemption system would cause a migration of jobs or investment from
Canada are not well supported.'¢

In addition, a broader exemption system would level the playing field for Canadian
corporations carrying on active businesses in non-treaty, non-TIEA jurisdictions,
many of which are unlikely to sign either type of agreement with Canada in the
near future.

These are compelling reasons to move toward a territorial or fuller exemption
system. The panel’s recommendation is the logical progression of Canada’s
foreign affiliate system. The panel noted!’” that some commentators maintain
that the exemption element in the current system was originally conceived as a
proxy for the deferral or foreign tax credit method—that is, if a country’s tax
system was comparable to Canada’s, the deferral method would not result in
any further Canadian tax revenue in Canada. Hence, it was simpler to exempt
dividends from Canadian tax. In this respect, tax treaties were considered a
reasonable way to determine whether the tax regimes of other countries were
comparable to Canada’s.!®

The tax treaty requirement, however, while requiring a foreign affiliate to be
subject to tax in a treaty country, never required the income earned in that coun-
try to bear a level of tax similar to the Canadian tax rate. In any event, this point
became irrelevant when Canada began to enter into tax treaties with low-tax
jurisdictions or jurisdictions with no comparable tax system.'® The extension of
the exemption system in the beginning of 2008 to all dividends from active
business income earned in countries with which Canada has a TIEA was a further
example that Canada did not base (or at least no longer based) access to the
exemption aspect of its foreign affiliate rules on the degree to which the foreign
income was actually taxed. Rather, the extension implicitly acknowledged Can-
ada’s willingness to cede taxation of the foreign business income to foreign
jurisdictions irrespective of whether the foreign jurisdiction exercises its pre-
rogative to tax such income; if it does not exercise its prerogative, Canada will
not impose its tax on the income. In effect, extending the exemption system to
TIEA countries meant that Canada abandoned any remaining pretension that its
exemption system is a proxy for a foreign tax credit system.?°

Although the panel supported the Department of Finance’s efforts to enter
into TIEAs with non-treaty countries, it did not believe as a matter of principle
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that the exemption for active business income should be dependent on Canada
having a TIEA with a non-treaty country.?!

Broadening the Exemption System to Capital Gains and
Losses from the Sale of Shares of Foreign Affiliates

If there are compelling reasons to extend the current exemption system to all
dividends from foreign affiliates without linking the exemption to a tax treaty
or a TIEA, are the reasons for extending the exemption system to capital gains
(losses) realized on the sale of shares of foreign affiliates equally compelling?
The panel believed that the answer to this question is yes.

The Case for Exemption

In its final report, the panel wrote:

The Panel believes that Canada’s exemption system should be extended to
capital gains realized by Canadian shareholders on dispositions of foreign
affiliate shares (and capital gains realized by foreign affiliates on the sale of
shares of other foreign affiliates) where the shares derive all or substantially
all of their value from assets used or held principally to earn active business
income. The Panel reached this conclusion for the follow reasons.

» Exempting capital gains arising on the sale of shares of a foreign affili-
ate is appropriate because the affiliate’s income would also be exempt
from Canadian tax. This treatment is consistent with the view that
foreign active business income should be exempt from Canadian in-
come tax.

e The Panel’s benchmarking research confirms that most countries that
exempt dividends received from a foreign affiliate from domestic tax-
ation also exempt the capital gain realized on a disposition of the
shares of the foreign affiliate.

« Little tax revenue should be at risk if capital gains realized on dispos-
itions of foreign affiliate shares were exempt.??

The panel acknowledged the difficulty that policy makers may have in ac-
cepting this recommendation, given the domestic taxation of capital gains arising
on the sale of shares of Canadian companies:

At first glance, exempting gains on the sale of foreign affiliate shares while
taxing gains on the sale of Canadian company shares may seem inconsistent.
This difference can be accepted on the basis that the current rules are out of
step with most other countries that have exemption systems and that this
approach could eliminate another aspect of surplus tracking, resulting in a
much simpler system for businesses and the CRA.?

The panel could have added that while the current system permits taxpayers
to defer Canadian taxation of capital gains arising on the sale of shares of foreign
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affiliates (see the discussion below), it permits taxpayers to structure their for-
eign holdings to permit them to claim capital losses arising on the sale of foreign
affiliates against domestic capital gains. From a tax policy perspective, this
outcome seems inappropriate.>*

Further, it is relevant that in its 2010 budget the federal government proposed
to alter the definition of “taxable Canadian property” (TCP) found in section 248.
Briefly, the budget proposes to amend the TCP definition to exclude shares of
corporations, and certain other interests, that do not derive their value principally
from real or immovable property situated in Canada, Canadian resource property,
or timber resource property.” The government indicated that the narrowing of
the TCP definition is intended to enhance the ability of Canadian businesses,
including innovative high-growth companies that contribute to job creation and
economic growth, to attract foreign venture capital. As the 2010 budget papers
note, the change to the TCP definition will align Canada’s domestic tax rules
more closely with our tax treaties and the tax laws of our major trading partners.
It will also result in residents of non-treaty countries obtaining a significant
Canadian tax saving. Canada is prepared to forgo the tax revenue that would
otherwise be payable on the disposition of such property by such non-residents,
as it is for all non-residents, for competitive reasons (that is, to attract foreign
investment). No doubt Canada expects the resulting additional investment to
give rise to economic benefits, including additional domestic tax revenue result-
ing from the yield of such property, that exceed the cost of the forgone tax
revenue on the sale of shares of Canadian companies.

The reasons for narrowing the TCP definition and thereby exempting from
Canadian tax gains derived by non-residents from the sale of certain Canadian
companies are consistent with the reasons for exempting foreign active business
income, including capital gains from the sale of shares of foreign affiliates. In
effect, with the changes to the TCP definition, Canada is prepared to forgo tax-
ing indirectly, in the guise of gains derived by non-residents from the sale of
shares of Canadian companies, what it is able to tax directly—corporate income
derived from the underlying assets situated in Canada of Canadian companies.
Similarly, the panel has recommended that Canada not tax indirectly, in the guise
of gains derived by Canadian companies from the sale of shares of foreign af-
filiates, active business income of such affiliates that Canada does not seek to
tax directly.

The recommendation to exempt the sale of shares of foreign affiliates from
Canadian tax raises three questions:

1) Is it possible to achieve the full benefits of a dividend exemption system
if capital gains (losses) from the sale of shares of foreign affiliates are not
exempt?

2) Is it possible to exempt the sale of shares of foreign affiliates in a corporate
tax system that taxes gains (losses) from the sale of shares of Canadian
companies?
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3) Is the definition of “excluded property” robust enough (or too restricted) to
properly determine whether capital gains (losses) from the sale of shares
of foreign affiliates should be exempt from Canadian taxation?

Is It Possible To Achieve the Full Benefits of a Dividend
Exemption System if Capital Gains (Losses) from the
Sale of Shares of Foreign Affiliates Are Not Exempt?

We observed earlier that the current foreign affiliate rules for taxing foreign
active business income effectively operate in practice as an exemption system.
As aresult, the most significant benefit for taxpayers and the CRA in moving to
a full exemption system for all dividends would be to reduce the complexity and
the compliance and enforcement burden of tracking exempt and taxable surplus
balances of each foreign affiliate in respect of each Canadian corporation.

Specifically, a dividend exemption system would eliminate the need to dis-
tinguish whether active business income earned by a foreign affiliate gives rise
to exempt or taxable surplus. For Canadian corporations that hold all of their
foreign affiliates directly, there would be no need to compute surplus balances
for any of their affiliates for foreign affiliate purposes.?¢

However, many Canadian corporations own their foreign affiliates through
one or more foreign holding companies. As a result, if capital gains (losses) real-
ized by a foreign affiliate from the sale of shares of another foreign affiliate are
not exempt, there will be an ongoing need to at least track the taxable portion
of the gain, and the portion of the loss that can be applied against the taxable
portion of capital gains, realized by the affiliate.

At this point, it is useful to review generally the current foreign affiliate
(including surplus) rules applicable to capital gains (losses) realized by foreign
affiliates.

1) Capital gains (losses) arising on the sale of property used or held principally
for the purpose of gaining or producing income from an active business
will not give rise to foreign accrual property income (FAPI) or foreign
accrual property losses (FAPL). If the disposing affiliate is resident in a
designated treaty country (DTC), the entire gain (loss) will be included
(deducted) in computing the affiliate’s exempt earnings and exempt sur-
plus. Otherwise, 50 percent of the gain (loss) will be included or deducted
in computing taxable earnings and taxable surplus, which would also be
the case if the gain (loss) was FAPI or FAPL.

2) Capital gains (losses) arising on the sale of shares of another foreign affiliate
will not give rise to FAPI if the shares are “excluded property.”?” Regard-
less of whether the shares disposed of are excluded property, 50 percent
of the gain (loss) will be included (deducted) in computing the affiliate’s
exempt earnings for the year, and the other 50 percent will be included
(deducted) in computing its taxable earnings. Conceptually, under the
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current rules, if the shares disposed of are excluded property, Canadian
tax is postponed, not avoided, until the portion of the gain that gives rise
to taxable earnings and surplus is repatriated to Canada.

Under a dividend exemption system, there would be no need to track capital
gains (losses) arising from the disposition of property that is not shares of a
foreign affiliate. This would be a further simplification of the current rules. How-
ever, unless capital gains (losses) arising on the sale of shares of a foreign affiliate
that are excluded property are also exempt from Canadian tax, there will be an
ongoing need to track the amount of such gains (losses) in some manner, whether
through the existing surplus rules or through some variation thereon, so they
can be taxed upon repatriation. In other words, it would not be possible to
achieve a full dividend exemption system.

There are at least two possible ways to track such capital gains (losses).?

The first is for each affiliate to track the taxable portion of such gains (losses)
(and the related underlying foreign tax, if any) in a separate account. For simplicity,
dividend payments by the affiliate would be deemed to come out of this account
first. Ultimately, this would mean that dividend payments to Canadian sharehold-
ers would be subject to tax to the extent that the paying affiliate has a balance in
such an account. This would create a significant disincentive for foreign affiliates
to repatriate earnings—a negative feature not present in the current system.

The alternative is to effectively track only exempt income of the affiliate
(income from an active business, FAPI, and the exempt portion of capital gains).
There would be no need for exempt and taxable surplus balances; the affiliate
would only maintain an exempt surplus account. As under the current rules, all
dividends would be deemed to be paid out of exempt surplus first. Dividends in
excess of the affiliate’s exempt surplus balance would be deemed to be a pre-
acquisition surplus dividend reducing the adjusted cost base (ACB) of the shares
of the paying affiliate. Dividends in excess of the ACB of the shares would give
rise to a capital gain.?

Regardless of the approach used to track capital gains (losses) arising on the
sale of foreign affiliates, much of the current complexity in the surplus rules
would likely remain. In particular:3°

1) Taxpayers would still have to compute their surplus entitlement percentage
(SEP) in their foreign affiliates and adjust surplus balances for changes in
SEP as a result of the acquisition or disposition of shares of an affiliate,
or a reorganization involving the Canadian shareholder or one or more
affiliates.

2) There would still be a need for subsection 93(1) elections and the related
regulations for computing surplus for the purposes of the election when
disposing of shares of a foreign affiliate.

3) In a tax system where dividends are exempt and capital gains are taxable,
a taxpayer will generally seek to reduce the taxable capital gain by stripping
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the value of the company being sold through the payment of exempt divi-
dends. Hence, there may be a perceived need to continue to pursue certain
outstanding proposed amendments intended to prevent taxpayers from dupli-
cating or creating exempt surplus in certain related-party transactions.3!

In summary, a dividend exemption system would eliminate the need to sep-
arately track exempt and taxable surplus. This would reduce some of the compli-
ance and administrative burden that taxpayers and the CRA currently endure
under the current surplus rules.

However, a full dividend exemption system cannot be achieved if capital gains
or losses arising on the sale of shares of foreign affiliates are not exempt. As a
result, a substantial amount of the current compliance and administrative burden
inherent in the current surplus rules would remain, and the benefits, articulated
by the panel and summarized above supporting the exemption of capital gains
or losses on the sale of shares of foreign affiliates, would be not be realized.

Is It Possible To Exempt the Sale of Shares of
Foreign Affiliates in a Corporate Tax System
That Taxes Gains (Losses) from the Sale of
Shares of Canadian Companies?

As noted above, there are compelling reasons not to tax capital gains on the sale
of shares of foreign affiliates. Such capital gains (losses) represent the future
active business earning potential of the affiliate, and since those earnings will
be exempt from Canadian tax so should the associated capital gain. Otherwise,
Canada would be taxing indirectly what it has chosen not to tax directly. While
it is important that the tax system not provide taxpayers with a greater incentive
to make foreign investments than to invest domestically, practically speaking it
is equally important to understand the revenue loss that may arise pursuant to
such a change. It is difficult to obtain reliable data, but many practitioners are
of the view that the amount of net capital gains realized by all taxpayers on
dispositions of foreign affiliate shares is relatively minimal. An exemption sys-
tem would certainly eliminate the current planning undertaken by taxpayers to
realize losses on shares of foreign affiliates.

The panel noted that most countries that exempt dividends from foreign af-
filiates also exempt capital gains (losses) from dispositions of shares of foreign
affiliates. Many of these countries also exempt domestic capital gains (losses).
Canada, of course, does not exempt gains (losses) derived by Canadians on the
sale of shares of domestic companies. Should this be a decisive factor in deter-
mining whether Canada moves to a full exemption system for taxing foreign
active business income? It was not a factor in the design of the Australian sys-
tem, which exempts capital gains (losses) on dispositions of foreign affiliate
shares but does not exempt capital gains (losses) arising on the sale of shares of
domestic companies.

Page 112



Page 113

CANADA’S APPROACH TO TAXING FOREIGN BUSINESS INCOME 6:13

It is beyond the scope of this paper to provide detailed arguments in support
of or against current Canadian tax policy to tax capital gains (losses) derived
from the sale of Canadian companies. However, the conditions and principles for
that domestic policy (prominent among them the integration rules regarding the
taxation of Canadian individuals and corporations, which seek not only to prevent
the permanent deferral of the taxation of income earned through Canadian cor-
porations but also to rationalize the taxation of income earned at the corporate
level to take account of shareholder taxation) are different not only from the exist-
ing paradigm for taxing foreign active business income, but also from the new
paradigm proposed by the panel for taxing such income—namely, a territorial
system of taxation of such income, including its proxy in the form of capital gains
(losses) derived from the sale of shares of foreign affiliates, whereby Canada
cedes complete taxing rights to foreign jurisdictions.

In the domestic context, the principal issues are avoiding unreasonable or
permanent deferral of tax on income earned through corporations and avoiding
excess taxation of such income, taking into account how shareholders are taxed
on distributions by the corporation. The important point is that there is no question
about whether the value of Canadian corporations, represented by distributions
or realized gains on the sale of shares of the corporation, ought to be taxed. What
is at issue is when and at what effective rate such value is fully within the com-
pass of the Canadian tax base, as defined by the Act and supported by relevant
tax policy. While a reasonable debate can occur about whether capital gains
should be taxed at more modest rates than the income or the income potential
they reflect, there is no debate about whether capital gains should be ultimately
taxable.

In the case of foreign active business income, the starting proposition is that
the income is not in the Canadian tax base. As in the domestic situation, there are
competing tax and economic policy considerations that culminate in this result.
Simply stated, foreign active business income is not taxed as it is earned, and,
provided that it is earned in a treaty or TIEA jurisdiction by a foreign affiliate
that is resident in that jurisdiction, it is not taxable at all in Canada upon repatri-
ation after the primary exclusion determination has been made. After the primary
exclusion determination has been made, the question becomes, in a sense,
whether the system is opportunistic in taxing manifestations of the underlying
income simply because it is captured in a capital gain that exceeds the actual
undistributed income of the affiliate. To the extent that the Canadian system
moves toward a full, or “purer,” exemption system, the case for taxing the capital-
ized value of forecast earnings that, once earned, would not be taxable weakens
in the face of the tax and economic policy considerations that would sustain a
more thorough exemption or territorial system for taxing foreign business in-
come in the first place.

While it may be appropriate to exempt the sale of shares of foreign affiliates
in a corporate tax system that taxes gains (losses) from the sale of shares of
Canadian companies, it will be necessary to ensure that the former does not
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jeopardize the integrity of the latter and that the Canadian taxation of FAPI is
not avoided.

Key Considerations in Exempting Capital Gains and Losses
from the Sale of Shares of Foreign Affiliates

To maintain the integrity of a system that continues to tax capital gains (losses)
derived from the sale of shares of Canadian companies while exempting those de-
rived from the dispositions of foreign affiliate shares, as well as ensuring that
FAPI is subject to Canadian tax, it remains necessary to

* measure safe income relating to foreign affiliates,
e compute the ACB of shares of foreign affiliates, and
e track FAPI earned by foreign affiliates.

In the absence of subsection 55(2), a capital gain arising on the sale of shares
of a Canadian corporation could be reduced if the Canadian company paid a tax-
free intercorporate dividend prior to the sale. However, subsection 55(2) will not
apply to the extent that the dividend is paid from the corporation’s “safe income.”
Under the current rules, the safe income of a Canadian corporation that relates
to a foreign affiliate of the corporation is computed under paragraph 55(5)(d) as,
essentially, the amount that would be deductible by the corporation if it sold all
of the shares of the foreign affiliate for fair market proceeds and made an elec-
tion under subsection 93(1) in respect of the full amount of the proceeds.

The conceptual issue posed by the adoption of a full exemption system really
concerns the safe income notion as a proxy for income that, for whatever reason,
is not meant to be taxed again after it has already been taxed. Exempt foreign
active business income—actual income and, in the new paradigm, the capitalized
value of future foreign active business income—is, in the contemplation of the
Act, income that has been taxed; that is, Canada has exacted as much tax as it
means to exact even if in cash terms the amount is zero. This effect can be de-
bated either as the manifestation of a macroeconomic policy of competitiveness
or generally of a foreign tax credit proxy effect. Either way, the result is con-
ceptually the same.

As the following examples illustrate, under a full exemption system safe
income relating to a foreign affiliate would need to be expanded to include not
only income of a foreign affiliate but also any accrued gain. Conversely, it should
be reduced for any accrued loss on the shares of the affiliate that reduces the
accrued gain on the shares of the Canadian corporation.

Further, the examples illustrate that under a full exemption system it would
be necessary to continue to track the ACB of foreign affiliate shares to determine
which portion of a gain is attributable to shares of a Canadian corporation and
which portion is attributable to shares of a foreign affiliate.
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Finally, as under the current rules, FAPI of a foreign affiliate that has been
taxed in Canada but has not been distributed to the Canadian corporation must
be added to the ACB of shares of a foreign affiliate and must therefore also be
tracked. Because FAPI has already been subject to Canadian tax, it should also
be included in safe income under a full exemption system.

One way in which a full exemption system could operate is as follows:

e The portion of any gain on the shares of a Canadian corporation would
exclude any accrued gain (loss) on the shares of a foreign affiliate.

* Subject to the discussion below, dividends from a foreign affiliate would
be included in the safe income calculation of a Canadian corporation.

* FAPI of a foreign affiliate would be included in the safe income of a Can-
adian corporation.

The following examples are based on the structure shown in figure 1.

Figure 1
Canco 1
Accrued gain = $400
Canco 2
ACB = $100
FA1
ACB = $100
FA2

Example 1

Assume that the accrued gain on the shares of Canco 2 is $400, that FA 1’s value
increased to $300 from $100, and that the increase is attributable to $80 of after-
tax income and other capital appreciation of $120. FA 1 and FA 2 are controlled
foreign affiliates of Canco 2. The shares of FA 1 are excluded property.

The accrued gain of $200 on FA 1’s shares is excluded from the $400 gain
on the Canco 2 shares (that is, the $200 accrued gain is treated as safe income),
resulting in only $200 of the capital gain on the shares of Canco 2 being subject
to Canadian tax.
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GainonCanco2shares . ......... ... ... $400
Safe income: gainon FA 1 shares........................ ($200)
Gain on Canco 2 shares subjecttotax .................... $200
Example 2

Assume that the facts are the same as those in example 1, except that FA 1 has
paid a dividend of $80. The $80 dividend is included in the safe income of
Canco 2, and the resulting accrued gain of $120 (the gain of $200 is reduced by
the $80 dividend) on the shares of FA 1 reduces the $400 capital gain to $200.

GainonCanco2shares .............. ..., $400
Safe income:
Dividend fromFA 1. ... ... . ... ... .. ($ 80)
GainonFA lshares. . ............c.uuiiriiiinennon.. ($120)
Gain on Canco 2 shares subjecttotax .................... $200
Example 3

Assume that the facts are the same as those in example 1, except that FA 1 has
paid a dividend of $120 to Canco 2. The $120 dividend is included in the safe
income of Canco 2, and the accrued gain of $80 (the gain of $200 reduced by the
$120 dividend) on the shares of FA 1 reduces the $400 capital gain to $200. Here,
the dividend exceeds the after-tax earnings of FA 1 and therefore has the effect
of reducing the capital gain associated with appreciated assets (there has been
a capital gain strip). However, this should not affect the result from a tax policy
perspective, because the shares are excluded property and the portion of the
dividend that is stripping the capital gain is only reducing a capital gain that
would be exempt from Canadian tax in any event.

GainonCanco2shares .................oiiiiiiiiann. $400
Safe income:
Dividend fromFA 1. ... ... ... .. ... .. ($120)
Excluded gainon FA 1 shares . ....................... ($ 80)
Gain on Canco 2 shares subjecttotax .................... $200

Suppose that a dividend greater than the accrued value increase of its shares
is paid by FA 1. Should the entire dividend be included in Canco 2’s safe income?
Given the existing Canadian tax system of taxing domestic capital gains, it is not
desirable or appropriate from a tax policy perspective to include the entire divi-
dend in safe income. The exclusion of foreign active business income, whether
manifested as undistributed retained earnings or as future earning potential
captured by a capital gain, should only create Canadian tax shelter to this extent.
To some, this suggests an ongoing requirement to compute surplus balances for
foreign affiliates to help guard against this risk, although under a full exemption
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system it should only be necessary to track exempt surplus.’? It seems unneces-
sary for taxpayers to have to continue to track surplus balances for such a limited
purpose.

An alternative approach is to use the affiliate’s financial statement income as
a proxy or a starting point in determining the amount of a dividend paid by the
affiliate that should be included in safe income. This approach could rely on the
relevant foreign corporate law and an anti-avoidance rule that will apply if a
dividend results in the net realizable value of the assets of the corporation being
less than the corporate capital of the affiliate ($100 in this case).?® Still, this
approach would capture only actual realized undistributed earnings. To capture
as safe income the capital value increase in excess of actual earnings of a foreign
affiliate, there would have to be a deemed disposition of the affiliate’s shares at
fair market value (FMV). This would put pressure on the “excluded property”
definition as an expedient device to determine when and to what extent the value
does not represent future capitalized foreign active business income. We com-
ment on this point below.

Example 3 also raises a question about fluctuations in the value of FA 1 after
the payment of a dividend. For example, what should the safe income of Canco 2
be if the value of FA 1 drops to $70 some time after the payment of the $120 divi-
dend by FA 1? Should the resulting $30 accrued loss (value of $70 less ACB of
$100) on the shares of FA 1 reduce the safe income of Canco 2? If the value of FA 1
were to drop to $70 after the payment of the $120 dividend, it could be argued
that the loss of $30 should reduce the safe income of Canco 2. The safe income
of Canco 2 before such a reduction would be $120, as represented by the divi-
dend received. The rationale for such a reduction is as follows. If the dividend
had not been paid, the FMV of FA 1 would be $190 ($70 + $120) and the amount
of the accrued gain on the shares of Canco 2 attributable to FA 1 would be $90.
If a dividend of $120 is paid and is included in safe income, then reducing it by
the $30 loss (3120 — $30 = $90) restores the appropriate amount of gain or safe
income attributable to FA 1.

Example 4

Assume that the facts are the same as those in example 1, except FA 1 earns $5
of FAPI. The shares of FA 1 remain excluded property. The $5 of FAPI is added
to the ACB of the shares of FA 1, but the overall value of the FA 1 shares does
not increase; therefore, the accrued capital gain on the FA 1 shares is reduced to
$195 (value of $300 and ACB of $105).

GainonCanco2shares ................... ... ... ...... $400
Safe income:
FAPL. . oot $ 5
GainonFA Ishares................ ... ($195)

Gain on Canco 2 shares subjecttotax .................... $200
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Example 4 illustrates that it is necessary to track FAPI of a non-controlled
foreign affiliate so that such income can be excluded in computing Canco 2’s
safe income in the future. Otherwise, FAPI of a non-controlled foreign affiliate
should be subject to Canadian taxation on an accrual basis and should receive
the treatment described in example 5.3+

Example 5

Assume that the facts are the same as those in example 4, but that FA 1 pays a
dividend of $5 representing the FAPI previously earned and taxed in Canada. The
dividend has the effect of reducing the ACB of the shares of FA 1 by the amount
previously added ($5), thereby restoring it to $100. However, the value of the
FA 1 shares decreases to $295. The previously taxed FAPI of $5 and the dividend
of $5 represent the same amount, and therefore only one of these two tax items
should be taken into account as a reduction to the capital gain on the Canco 2
shares.?

GainonCanco2shares .............. ... $400
Safe income:
FAPLordividend .............. ..., $ 3
GainonFA Ishares............ ... .. ... ..., ($195)
Gain on Canco 2 shares subjecttotax .................... $200

All of the examples given above are in the context of foreign affiliate shares
that are excluded property. This makes developing the system easier, since those
gains should be excluded from Canadian tax under a full exemption system.
However, the matter is significantly more complicated if the shares of the foreign
affiliate are not excluded property.

Example 6

Assume that the facts are the same as those in example 1, but that the shares of
FA 1 are not excluded property.

This scenario gives rise to several issues, one of which is to ensure that accrued
gains with respect to non-excluded property are not inappropriately stripped
with tax-free dividends.3® One commentator has suggested that this concern can
be dealt with by ensuring all dividends (and distributions) from a foreign affiliate
reduce the ACB of its shares.?’” If a dividend results in a negative ACB, then the
resulting gain will be exempt if the shares are excluded property. If the shares
are not excluded property, the resulting gain should be taxable to the extent that
it reasonably relates to the appreciation in the value of non-excluded property of
the affiliate. In other words, there should be no taxable gain to the extent that the
dividend reasonably represents a distribution of earned active business income,
previously taxed FAPI, or an appreciation in excluded property of the affiliate.
Such a system would never permit a dividend to strip a capital gain: either the
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existing accrued gain remains the same because the dividend has the effect of
decreasing the ACB of the shares in the same amount as the reduction in the FMV
of the shares, or the dividend causes the recognition of a gain because the ACB
of the shares is negative.

The discussion above highlights the importance of the “excluded property”
definition. The following section explores the degree to which the current def-
inition would still be adequate under a full exemption system.

Is the Current Definition of “Excluded Property”
Adequate in Determining Whether Capital Gains
(Losses) from the Sale of Shares of Foreign Affiliates
Should Be Exempt from Canadian Taxation?

The panel recommended exempting capital gains (losses) realized on the dispos-
ition of shares of a foreign affiliate where the shares derive all or substantially
all of their value from active business assets.* In other words, to be exempt from
Canadian income tax, the disposed shares should be excluded property.

“Excluded property” is defined in subsection 95(1) to include property of a
foreign affiliate that at a particular time is

e used or held principally for the purpose of gaining or producing income
from an active business, and

e shares of another foreign affiliate where all or substantially all*® of the
FMV of the property of the other affiliate is attributable to property that is
excluded property.

Under the current rules, FAPI (FAPL) generally excludes taxable capital gains
(losses) arising on the sale of shares of a foreign affiliate that are excluded property.
If the shares are excluded property, Canadian taxation on any gain is deferred
until the underlying proceeds from the sale are repatriated to Canada.

Issues with the Definition of “Excluded Property”

The panel indicated that to maintain the integrity of a broader exemption system,
the definition of “excluded property” should be sufficiently robust.** At the same
time, the definition should not be so restrictive that it inappropriately prevents
shares from being treated as excluded property. The panel identified several issues
connected with the current definition that should be considered to meet these
objectives.

The Multiplier Effect

The panel described how, in determining the excluded-property status of shares
of a higher-tier company in a chain of foreign affiliates, the definition requires
the taxpayer to first determine the status of the shares of bottom-tier affiliates.
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The status of the shares of the next higher-tier affiliate is then determined, taking
into account the status of the shares of the lower-tier affiliates that it owns.

The panel noted that this approach could produce anomalous results. For ex-
ample, if a lower-tier company in a particular chain of foreign affiliates is not
excluded property because it owns excess non-active business assets, a cascading
effect could result in the shares of the top affiliate in the group not being ex-
cluded property even though the non-active business assets in the lower-tier
company might be less than 10 percent of all the assets of the chain of affiliates.
Conversely, it is possible that a chain of foreign affiliates could have excess
non-active business assets, and yet the shares of the top affiliate could still be
excluded property.*!

The panel suggested that this issue could be resolved by modifying the “ex-
cluded property” definition to take a more consolidated approach. The panel wrote:

In applying the excluded property test at any particular level within a chain
of foreign affiliates, the property of all underlying entities should be divided
into excluded property and non-excluded property. If the value of the
group’s excluded property comprises all or substantially all of the total
value of the group’s property, then the shares of the top affiliate would
constitute excluded property. Such group determination could be done on a
country-by-country basis.*?

Excluded Property: A “Point-in-Time” Test

A property of a foreign affiliate is determined to be excluded property at a par-
ticular point in time. For example, a foreign affiliate could have a temporary
investment in excess cash or investment assets that might make it difficult to
determine whether the shares of the affiliate are excluded property at that par-
ticular time.®

An upstream loan by an affiliate to its parent company or an upstream share-
holding could make the excluded property analysis problematic. For example,
the determination as to whether the shares of the subsidiary are excluded prop-
erty may be dependent on whether the shares that the subsidiary owns in its
parent are excluded property, which may in turn be dependent on whether the
shares of the subsidiary are excluded property. As a result, the analysis becomes
circular.

On the other hand, there may be circumstances in which the shares of a for-
eign affiliate are not ordinarily excluded property because the foreign affiliate
has excess non-active business assets. It might be possible to undertake a plan-
ning strategy to convert the non-active business assets into active business assets
for the point in time (for example, at the time of a sale) when the shares of the
underlying affiliate need to be excluded property.

The panel suggested that temporary investment assets eventually used in the
affiliate’s business, to acquire shares of another foreign affiliate, or to acquire
active business assets could be deemed to be active business assets. Although not
suggested by the panel, planning that inappropriately results in shares of a foreign
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affiliate being excluded property only for a particular period of time could be
curtailed if the affiliate was required to earn a certain amount of active business
income as a proportion of its overall income and/or to own a certain amount of
active business assets as a proportion of the total assets over a certain period
of time.

The All-or-Nothing Test

Under the current rules, if all or substantially all of the property of an affiliate
is not excluded property, the shares of the affiliate will not be excluded property
and the entire amount of any gain arising on the sale of such shares will give
rise to FAPL This could be the case, for example, in a situation where 70 percent
of the affiliate’s property is active business assets.

It might be suggested that this all-or nothing approach is appropriate because
to be excluded property, an asset must be used or held principally (that is, greater
than 50 percent) for the purpose of producing active business income. Hence, for
shares of a foreign affiliate to be excluded property, effectively only 90 percent
of its assets must be used more than 50 percent of the time to earn active business
income. However, this is an oversimplification: in most cases, assets of a foreign
affiliate will be used almost entirely to earn either active business income or FAPI.

A better approach is to determine the amount of FAPI arising on the dispos-
ition of shares that are not excluded property only with respect to the inherent
gain in the non-active business assets of the disposed affiliate.** The gain arising
on the sale of the shares should at least be reduced for undistributed earnings
that could have otherwise been distributed.

Other Possible Changes to the Definition of “Excluded Property”

If the exemption system is extended to dispositions of shares of all affiliates,
the definition of “excluded property” will have to be amended to include shares
of foreign affiliates held directly by Canadian corporations.*

Finally, it may be appropriate to consider requiring a holding period (for
example, one or two years) in order for gains arising on the sale of shares of a
foreign affiliate to be exempt. This would prevent short-term speculation in shares
of a foreign affiliate for strictly investment-type purposes.

Other Ancillary Changes

One of the concerns with moving to a full exemption system for foreign active
business income, including a system that exempts capital gains from the sale of
shares of a foreign affiliate that are excluded property, is that there is no ability
to tax FAPI earned by a non-controlled foreign affiliate.* Currently, such income
is treated as taxable earnings and is subject to Canadian tax when such earnings
are repatriated to Canada. A full exemption system does not contemplate taxpay-
ers tracking such income to ensure that it is taxed in Canada when paid as a
dividend.
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The panel acknowledged that a necessary corollary to its recommendation to
move to a full exemption system is that FAPI should be taxed on a current basis.*’
This was an important aspect of the panel’s recommendation 4.5:

In light of the Panel’s recommendations on outbound taxation, review and
undertake consultation on how to reduce overlap and complexity in the anti-
deferral regimes while ensuring all foreign passive income is taxed in Canada
on a current basis.*8

Although the panel did not set out a precise recommendation showing how this
could be achieved, it did offer certain suggestions.

1) Extend the FAPI regime to subject all FAPI earned by a foreign affiliate to
Canadian tax on a current basis.* This approach would ensure that FAPI
of all foreign affiliates (not just controlled foreign affiliates) is taxed in
Canada on a current basis. Some might question whether such an approach
is practical, because a taxpayer with less than a controlling interest in an
entity may not have enough information to determine its FAPI components.
The panel suggested that this problem could be mitigated, for example,
by eliminating the base erosion rules for non-controlled foreign affiliates
and/or by having a high tax exemption from FAPI for foreign affiliates in,
for example, the United States and the United Kingdom (which would
likely cover most of Canada’s foreign affiliates).>

2) Extend the definition of “foreign affiliate.” This approach would permit a
non-corporate, non-resident entity, such as a unit trust or partnership, to
be treated as a foreign affiliate (either as the default rule or by virtue of
an election made by the taxpayer) in circumstances where the taxpayer
has a 10 percent FMV interest or some other threshold consistent with that
of a foreign corporation being treated as a foreign affiliate. This approach
would entitle the taxpayer to benefit from the foreign affiliate rules gener-
ally with respect to its investment in a non-resident entity, which is often
a bona fide substitute for corporations to carry on an active business. It
could also better serve to protect the Canadian tax base, particularly if the
FAPI regime is extended to all foreign affiliates.

Summary

The current definition of “excluded property” can easily be modified to ensure
that it is sufficiently robust to properly capture shares of foreign affiliates that
should be exempt from Canadian tax on disposition under a full exemption sys-
tem. However, some modifications are needed to ensure that it does not become
unduly restrictive and defeat the intended objective of the panel’s recommenda-
tion, which is to exempt active business earnings of foreign affiliates.

These modifications would also support other changes that might be contem-
plated, particularly with respect to reducing the overlap and complexity of
Canada’s anti-deferral regimes.
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Other General Considerations

In moving to an exemption system for capital gains (losses) on the sale of shares
of a foreign affiliate that are excluded property, other matters need to be con-
sidered. Those matters are deserving of a more detailed discussion and analysis
that is beyond the scope of this paper; they are discussed briefly below.

Impact on Canada’s Integration System

Currently, 50 percent of all capital gains realized by a Canadian-controlled
private corporation (CCPC) on the sale of shares of a foreign affiliate are in-
cluded in the CCPC’s capital dividend account (CDA). However, there is no
addition to the CCPC’s CDA with respect to capital gains realized by foreign
affiliates on the sale of shares of other foreign affiliates. The policy rationale
for the latter exclusion is unclear. Presumably, it would be inappropriate to in-
crease the CCPC’s CDA for gains realized outside Canada if the proceeds have
not yet been repatriated to Canada.

Under a full exemption system, it would seem inappropriate for the entire
capital gain arising on the sale by a CCPC of the shares of a foreign affiliate that
are excluded property to be added to the CCPC’s CDA. Because the panel did not
conclude that the territorial approach should be applied to individuals, whether
or not the shares disposed of are excluded property, it makes sense that 50 per-
cent be added to the CDA, because that is what occurs in a domestic context.

Under the current system, no portion of the taxable half of the capital gain
goes to the general-rate income pool (GRIP) account for eligible dividends.’!
This amount is instead subject to the refundable dividend tax on hand system if
the taxpayer is a CCPC. However, a dividend received by a CCPC from a foreign
affiliate that is deductible under section 113 is included in the company’s GRIP
account, while a dividend received by a non-CCPC from a foreign affiliate is not
included in the company’s low-rate income pool (LRIP) account. There appears
to be no reason to treat differently dividends received by a Canadian corporation
from a foreign affiliate under a full exemption system.

Foreign Exchange Gains and Losses on Borrowings
To Finance Foreign Affiliates

Under the current rules, foreign exchange gains (losses), including related hedg-
ing losses (gains), arising on funds borrowed to invest in a foreign affiliate are
taxable (deductible) for Canadian tax purposes.

It is generally recognized that a foreign exchange gain (loss) arising on a par-
ticular borrowing is a component of the overall financing cost of the borrowing.
Interest on funds borrowed to invest in shares of a foreign affiliate is deductible
for Canadian tax purposes. The panel recommended that the government impose
no additional rules to restrict the deductibility of interest expense of Canadian
companies where the borrowed funds are used to invest in foreign affiliates.> It
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follows, on the basis of the panel’s recommendation, that there should be no
restriction on taxability or deductibility with respect to foreign exchange and
hedging gains (losses) arising on borrowings used to finance investments in
foreign affiliates.

Concluding Comments

There is widespread support for the proposition that Canada should extend its
current exemption system to all dividends received from foreign affiliates and
that the exemption for foreign active business income of a foreign affiliate should
not be restricted to treaty or TIEA countries. Such a change would reduce the
compliance and administrative burden faced by taxpayers and the CRA under
the current system, and would not create a significant tax revenue loss.

However, the benefits of moving to a full dividend exemption system cannot
be achieved unless the exemption system is extended to capital gains (losses)
arising on the sale of shares of a foreign affiliate that are excluded property.
While this might be a more difficult proposition for the government to enact in
a corporate tax system that continues to tax gains and losses from the sale of
shares of domestic companies, it is not unprecedented. More importantly, it would
reflect the system effectively in place today and should not have a significant
negative impact on government tax revenues. It will, however, require some
attention to mitigate the potential for taxpayers to exploit the system in an inap-
propriate manner.

Other Dimensions of Canada’s Territorial
Approach to Business Taxation

Chapter 8 of the panel’s report sought to address issues that the government
should consider for the long term. These issues either were too broad for the
panel to properly address in the short time it was given (for example, the chal-
lenges associated with determining the source of income) or were simply outside
its scope (for example, the lack of a domestic loss-consolidation system).

One of the issues discussed briefly in chapter 8 related to other returns from
foreign affiliates:

Equity, debt and other capital investments held by a Canadian shareholder
in a foreign affiliate are often substitutable. Therefore, absent tax consider-
ations, it could and presumably would make no difference to a shareholder
whether its returns are received in the form of dividends, royalties or any
combination of such income.>

However, the tax system treats those returns differently. As a result, taxpayers
seek to structure their investments so that their returns take the form that receives
the most favourable treatment regardless of its economic source. At the limit,
equivalent economic income is or is not subject to Canadian taxation immediately
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or at all, depending on whether it is earned by a foreign affiliate. This dimension
of what observably is a system for taxing foreign business income on a territorial
basis overtly influenced by the organizational and transaction form is exempli-
fied by how internal group financing income is taxed.

Foreign-Source Financing Income
Section 17

The Canadian outbound system permits the treatment, in many economic respects,
of certain debt as equity.>* Consider the example of a Canadian corporation with
a wholly owned foreign subsidiary that operates an active business. A non-interest-
bearing loan made to the wholly owned subsidiary will not attract any imputed
income under section 17, provided that the proceeds of the loan are used in the
active business of the subsidiary. Furthermore, case law such as The Queen v.
Canadian Helicopters Limited> supports the view that interest on borrowed money
used to make an investment in a non-interest-bearing loan in such circumstances
remains deductible on the basis that the income-earning source—the shares of the
wholly owned subsidiary—has been enhanced. This is also the view of the CRA.>

If a Canadian corporation makes a loan to its wholly owned foreign subsidi-
ary, then—ignoring the effects of the thin capitalization rules and assuming that
the tax rates in both countries are the same—the Canadian corporation will be
indifferent as to whether interest is charged on the loan. Interest charges would
result in lower foreign tax, because an interest deduction would reduce taxable
income in the foreign jurisdiction, but the interest income would be subject to
tax in Canada at the same rate. Canadian rules allow for a non-interest-bearing
loan with no income imputation. Therefore, if no interest were charged, this
would decrease the taxable income in Canada but would increase taxable income
in the foreign jurisdiction because there would be no interest deduction (on the
assumption that no expense imputation is required). This latter result occurs
where, in certain respects, Canada allows debt to be treated as equity and forgoes
taxation jurisdiction on the interest income.

The taxpayer’s response to the regime permitted under section 17 is to try
to obtain a deduction in the foreign jurisdiction and still minimize the taxation
in Canada of any resulting income. Given the exceptions in section 17, it ap-
pears that Canadian tax policy is, where the financing is for an active business,
to forgo the Canadian taxation of this financing income. Viewed in this way,
the rules in paragraph 95(2)(a) are entirely consistent with and complementary
to those in section 17.

Paragraph 95(2)(a)

The Canadian outbound system permits lightly taxed foreign financing income
to be repatriated to Canada without further Canadian taxation. The manner in
which this result can be achieved is well documented and involves structuring
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loans between two foreign affiliates where the creditor foreign affiliate is subject
to a low rate of tax but is nonetheless resident in a country with which Canada
has a tax treaty (or a TIEA). The interest income is not considered FAPI where
the conditions of paragraph 95(2)(a) apply, and (provided that other necessary
conditions are satisfied) will be considered exempt earnings that can be repatriated
to Canada as dividends from exempt surplus without further Canadian taxation.

In short, the rules permit the capital required to operate the foreign operations
of a Canadian multinational to be split up in various components and placed in
various foreign jurisdictions so as to minimize foreign tax. This rule is essen-
tially an income character preservation rule. Its significance is quite profound
for this discussion. It amounts to an implicit determination that for the purposes
of the foreign affiliate rules, there are two countries—Canada and everywhere
else. As long as income is originally business income, it can be transmitted in
the form of property income among affiliates as if they were a single entity or
a consolidated group from the standpoint of determining when foreign income
is taxable in Canada. The essence of paragraph 95(2)(a), by itself and in com-
bination with section 17 and subsection 15(2) and its supporting rules, is to allow
Canadian companies to separate and capitalize their foreign operations in a way
that excludes their foreign business income from Canadian taxation. This may
entail more or less “plumbing,” but in principle the plumbing is consistent with
the underlying tax policy expectations of the Canadian system.

Bringing the Two Regimes Together

As noted, the two regimes are complementary. Through the exceptions to sec-
tion 17, Canada forgoes the taxation of financing income associated with the
capital needed to finance a foreign active business. By using paragraph 95(2)(a)
and the other elements of the foreign affiliate regime, Canadian multinationals
are able to minimize the foreign tax associated with that financing income. The
issue advanced in chapter 8 of the panel’s report is simply to achieve that same
result without having to force Canadian multinational companies to set up and
maintain foreign financing companies. In simple terms, this outcome can be
achieved by offering a low Canadian tax rate on the foreign financing income.
The reasons for doing so have a significant practical dimension—namely, to
simplify what is currently achievable under the existing system. The reasons for
not doing so are numerous and a little more complicated.

A basic principle of tax policy and international tax policy is that a deductible
payment in one jurisdiction should give rise to income of the recipient in the other
jurisdiction. A system that all but exempts the financing income in the recipient
country is contrary to this traditional principle and will attract the attention of
other jurisdictions. On the other hand, this principle is not necessarily imple-
mented in other well-known circumstances: for example, if a country’s thin
capitalization rules apply to deny an interest deduction, it is not likely that the
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recipient’s country will then exempt the income from taxation. This of course
takes into account some quite difficult tax policy territory. As many countries
have realized for some time, serious questions arise about whether a quid pro
quo of an exemption or territorial system is a prescription to ensure the purity,
and the separate measurement, of foreign and domestic income, and in particular
to limit the circumstances in which deductions connected to foreign income have
the effect of reducing domestic income and the resulting tax. On the other hand,
there are significant economic questions that may nevertheless explain and
defend such an imbalance if the effect is to support, through tax expenditures,
Canadian taxpayers engaged in global economic activity that ultimately enriches
the Canadian economy.

A compelling reason to study the taxation of other forms of returns generated
by foreign affiliates and the taxation of returns earned directly by Canadian
companies from foreign sources, therefore, is to assess how Canada’s inter-
national tax system can enhance existing (federal and provincial) government
programs to spur greater investment in innovation through the development, for
example, of centres of excellence in Canada, particularly in the information,
technology, and other knowledge-based industries.”’

Why Do We Care About Reconditioning Our
International Tax Rules? How Does This Affect
Us at Home? Should We Go Further?

Taxation is not an end in itself. It funds public consumption of public goods; it
shapes and influences economic choices to implement government economic
planning; and, in the international arena, it assists in marking the boundaries of
a country’s economic and fiscal interest in relation to its peers. Accordingly,
with the work of the panel concerning Canada’s existing system for taxing inter-
national business income well understood, we can concentrate on why the
panel’s recommendations are important to the achievement of larger economic
goals for Canada, and with this examination in play we can ask whether the
boundaries that are generally accepted for this analysis are too limited and in
fact too limiting for Canada’s fiscal and economic prospects and possibilities.

“Why Not Kenora?”’ Beyond the Tax Rules: A Model
for Taxing Mobile International Income

The panel’s report goes some distance to recommend a more or less complete
separation of domestic and foreign business income through what amounts to a
more complete and internally coherent territorial system for taxing international
business income. But even with the implementation of the panel’s recommenda-
tions, the Canadian system for taxing international business income will remain
legislatively and administratively complex.
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If Canada has already excluded foreign business income from its tax base,
and if there is an observable incentive, even a push, to relocate outside Canada
even more income-earning activities that make few practical or functional de-
mands on the physical and legal infrastructure of their destinations, are we not
better off modifying the domestic taxation of those activities in a way that stems
their migration and even reverses the flow?

Simply put, if we have already conceded the taxation of foreign business in-
come through the exemption aspect of the foreign affiliate regime and the practical
implications of taxable surplus that is rarely repatriated as such, is the system—
that is, the tax system and the economy more broadly—not presumptively better
off if it adopts tax incentives of the sort offered by other jurisdictions to attract
this activity? Would we not generate tax, even at more modest rates, when other-
wise there would be none by encouraging the income-producing activity, which
our present system assists to migrate elsewhere, to come home? Would we not,
effectively, transform the offshore into the onshore by creating niches within
our tax system that offer much the same tax advantage without the complexity
and administrative difficulties, for taxpayers and tax authorities, of organizing
those activities outside Canada? Can this be accomplished on a principled basis,
without encouraging or falling prey to a race-to-the-bottom mentality?

These questions are, in a manner of speaking, the same questions explored
by the panel. We ask them a little differently, but the same policy constraints
apply concerning how Canada taxes international income. Accordingly, the
answer to all these questions may well be yes.

In fact, to a modest degree, Canadian taxation already has this bent, in the
way in which income from international financial centres is taxed under British
Columbia, Quebec, and federal regimes. Under those regimes, reduced taxation
applies to international financial services income. While the three regimes are not
of the same scope, they have the same objective—to retain and encourage the
propagation in Canada of highly mobile income-earning activities that could just
as well be conducted offshore by Canadians and in any event would otherwise
have no reason to be relocated to Canada by non-resident service providers.

The implications of this approach affect both the outbound and inbound scen-
arios investigated by the panel. That is, Canadian residents and non-residents
should be treated equivalently, as the panel notes, with respect to similar income-
earning activities. However, through a suitable regime, it is possible to respect
that limitation and at the same time offer a business experience in Canada that
is sufficiently tax-neutral with traditional offshore analogues that not only would
Canadian business opportunities remain in Canada but Canada would become
a business destination for non-residents. Moreover, despite the tax preferences
that might be offered to the direct activity, a carefully conceived incentive would
lead to collateral economic activity that would contribute in the normal way to
the tax base—activity associated with robust community services and spinoff
business activity that relies on the primary business (in this example, financial
services) to exist.
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Rethinking Our International Rules:
What Sparks Our Interest?

As we noted at the outset, the mobility of income and the activities necessary
(or not) to earn it test the adequacy of traditional tax policy parameters and their
incorporation in the design of a tax system. Financial income is a case in point.
It is highly mobile, and it arises from service activities that in many respects
can be performed anywhere—and, electronically, possibly nowhere, according
to the jurisdictional tests typically adopted by tax systems. The same could be
said for the exploitation, if not the development, of various types of intellectual
property—so-called hard and soft intangibles—whether or not legally protect-
able, and which taxpayers are acknowledged less and less guardedly by tax
authorities to be primary value-added drivers within corporate groups.

Be that as it may, transmissions of financial services and knowledge are hard
to track and measure, and may be difficult to express in terms of typical objects
of taxation and taxable triggers or events. Because of their mobility and, pos-
sibly, the few demands placed by the relevant activities on local infrastructure,
there is much—even undue—effort directed to securing preferred taxation off-
shore, and presumably a great deal of effort on the part of tax administrations
to try to track this income and determine whether the planning objectives have
been achieved.

But is there a way to tax this income that offers much the same advantages
as foreign planning—or results in any event in tax reductions that are inevitable
if the activities occur outside Canada in foreign affiliates? If so, can the same
considerations be the basis of preferring how non-residents engaged in equiva-
lent activities in Canada would be taxed?

What Is “Offshore’’? Can “Offshore’ Be “Onshore’?

We are inclined, when we speak in tax policy terms, to think of “offshore” as
somewhere else. The panel’s report reflects a sensitivity to the possible desir-
ability of more entrenched and thorough territorial taxation of business income
earned outside Canada. This approach, of course, assumes that offshore business
income is defined geographically rather than by its economic characteristics and
its connection to other economic objectives, albeit within the basic tax policy
paradigm for taxing international income.

But a fundamental rethinking of how to tax mobile international income in-
vites us to think beyond the accepted parameters. Offshore is somewhere else,
but not necessarily anywhere else. If we shed the geographic connotations of
the terms and think of them as conceptual pockets within the tax regime for
taxing particular kinds of income from particular kinds of activities, then “off-
shore” and “somewhere else” can mean another place, conceptually within—an
exception to the usual rules found in—the prevailing tax system.

In that context, offshore income is tax-preferred income that arises from
business activities conducted in or having a close nexus with somewhere else.
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When international influences affect how income is earned, where it can be
earned, and how mobile it is, exceptions setting out the manner and degree for
taxing domestic income are warranted. Indeed, these exceptions may be the basis
for opportunities to increase both the tax base and the scope of domestic eco-
nomic activity supporting it. More simply put, what can we buy for the economy
with the tax we give up?

This is an easier question to ask and answer, perhaps, if we have already
given up the tax bases, in the form of exempt surplus or taxable surplus that is
rarely if ever distributed, without anticipating how to get anything in return
except possibly increased capital value of ownership interests in Canadian en-
terprises. But even if this is the case, there is no incentive for similarly situated
non-residents to relocate activities to Canada.

An important premise of this tax policy inquiry is why business opportunities
and the resulting income would migrate offshore—or, if they are already there,
why they would not be redirected to Canada. Unique business inputs and a
hospitable legal, regulatory, and commercial environment—which might mean
simply that these are not impediments to business—typically would be cited.
So would lower-cost taxation. These are the sorts of things that might cause
“onshore” to be “offshore” as a practical matter.

But what would be the cost of inverting our thinking to transform the offshore
opportunity into one that is onshore for Canadian residents and non-residents
alike? If Canada has already ceded the tax base associated with this activity
through the foreign affiliate regime, and if it has no claim to activities at present
undertaken by non-residents, the tax cost of simply migrating the activity to
Canada without material taxation might be quite modest. That of course is an
oversimplification, but there are likely economic rents associated with the activ-
ity that Canadian taxation might capture in other ways, through modest taxation
of the activity itself consistent with bearing relevant public infrastructure costs
that support the activity and taxing derivative income through supporting com-
mercial activities that constitute the ordinary trappings of community services.

This outlook seems to offer a plausible basis for further inquiry, and in prin-
ciple seemingly could operate within the same tax expectations that underlie the
foreign affiliate rules.

Canadian Business and Tax Policy Intersect:
This Is a Worthy Objective

Business and tax policy cases can be made for asking, “Why not Kenora?” The
work of the panel and of the separate Competition Policy Review Panel (CPRP)
reveals an underlying sensitivity to this way of looking at how to enhance Can-
ada’s competitive edge without an unprincipled sacrifice of the tax base or the
adoption of other than self-interested tax and economic policy. In its October
2007 consultation paper, the CPRP offered this observation:

Page 130



Page 131

CANADA’S APPROACH TO TAXING FOREIGN BUSINESS INCOME 6:31

[T]he goal for Canada should be to make this country the location of choice
for the higher-value elements of . . . global value chains—whether led by
Canadian firms or as part of others’ supply chains—as higher-value productive
activity translates into higher wages and salaries, more occupational choice
and a better quality of life for Canadians.’®

In its final report, the CPRP connected objectives such as this to the tax system
and, perhaps, an approach to tax policy extending beyond the usual or accepted
parameters:

Tax policy involves more than deciding how much revenue must be raised.
An equally important policy issue is the design of a scheme of taxation and
its impact on individual and corporate incentives and behaviour.>

Almost as if there were a passing of the baton (though of course its report was
the product of entirely independent thinking), the panel expressed similar sensi-
tivities in language more closely aligned with tax regulation. In the context of its
exploration of the limits of territorial taxation, the panel addressed what might
be perceived as legal-entity or jurisdictional expectations of tax systems that are
not functionally aligned with how business is conducted, with the result that
desirable economic activity in the overall interest of both the economy and the
tax system might be frustrated by artificial limitations. For example, the panel
observed in its final report:

[Clertain of Canada’s base erosion rules prevent Canadian businesses from
effectively managing their global supply chains. . . . Businesses seek the
best location to undertake each activity, whether design, engineering, manu-
facturing, marketing or after-sales service. . . .

Under global supply chain management, Canadian businesses can take
advantage of cost savings associated with outsourcing and manufacturing
abroad through foreign affiliates to enable them to compete more effectively
globally. . ..

The Panel believes that Canada’s base erosion rules and the “investment
business” definition should not target income arising from activities that
are carried out for bona fide business reasons, enhance the competitiveness
of Canadian companies in the global market place and do not aim to erode
the Canadian tax base. . . .

[T]he Panel believes that the base erosion rules (and the rules regarding
the sales of goods and services between foreign affiliates carrying on active
businesses) are not appropriate to the extent they impede the efficient busi-
ness operations of Canadian companies.®

In short, the question is whether Canadian businesses can operate on a global
basis from Canada in a way that corresponds to how integrated multinational
business is actually organized and conducted on functional lines, but with many
of the same tax consequences of operating offshore. Can they retain many if not
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most of the tax benefits associated with relocating activities outside Canada and
going to the lengths necessary to avoid the pitfalls of too great a Canadian con-
tribution, as the foreign affiliate rules now contemplate that they must, without
overall disadvantage to the Canadian tax system in terms of either its underlying
principles or the resulting tax revenue?

An Approach: Developing a Model

It is helpful to postulate a model to make these tax and economic policy ques-
tions more concrete. Conceptually, one can think of this model as Canadian
residents and non-residents alike “outsourcing” to Canada business activities
that would or could be conducted elsewhere.

It becomes quickly apparent that to a large extent, through the labyrinth of the
foreign affiliate regime that hybridizes exemptions and credit devices effectively
to avoid taxation of foreign business income, many of the results of the model
are already present in the tax system, albeit at considerable administrative cost
and with limitations on the way in which business would more naturally be con-
ducted that may not be warranted by the actual resulting tax, if any. If anything,
the increasing disconnection of relief from Canadian taxation from the expecta-
tion that income is taxed elsewhere, reflected in collateral effects of the new TIEA
regime and the repeal of section 18.2, invite the question whether there is only a
pretence in the Canadian tax system of taxing offshore business income or whether
Canada has already substantially abdicated this tax claim—so that in effect there
is little to lose and possibly much to gain by developing the model.

The Model

The main elements of the model are simple.

1) Identify “mobile business activities” and “mobile income” whose connections
to any jurisdiction are hard to discern or assert using the normative tests
of tax liability and tax jurisdiction and in which, in one manner or other
through tax planning, Canadian business now engages or can be expected
to engage. As we have noted, financial services, financing, and the de-
velopment and deployment of knowledge intangibles are cases in point.

2) Evaluate the extent to which, properly planned, these activities can be “ex-
ported” within the foreign affiliate system to result in little if any Canadian
tax ever, or at least foreseeably. It is evident that much of the discussion
concerning international tax avoidance, both generally and, increasingly, in
a transfer-pricing context, is associated with these activities. Correspond-
ingly, these are the kinds of activities that test the practical limits of income
source, the quality of business presence (including residence) required by
a foreign affiliate to sustain exempt or at least deferred taxation, and the
allocation rules that are the framework for tax treaties. One can reasonably
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question whether the complexity of tax administration and the demands
(and workability and sustainability) of highly structured tax planning,
which may not align easily with the natural demands of business, are justi-
fied to protect a tax base that is practically non-existent.

3) Modify the taxation of business activities that are collateral to or required
by Canadian business and would otherwise be organized in a foreign af-
filiate group to take place offshore. Such modifications can include selective
tax rate reductions or other forms of moderated taxation to act as an incen-
tive to this kind of business being conducted in Canada and in particular
regions. Canada is not unaccustomed to using tax rules this way—for
example, to attract and increase the intensity of certain research and de-
velopment activities, both qualitatively and regionally. A premise of this
model is that the activity can take place anywhere, with little need for an
immediate physical infrastructure; thus, the model may present opportun-
ities for economic development in Canada outside major population and
business centres.

Testing the Model: Tax and Economic Questions

The suitability of this approach needs to be evaluated with various threshold tax
and economic policy considerations in mind. In some respects, the utility of the
analysis is to highlight how difficult, and ultimately unproductive in tax policy
or administration terms, it may be to persevere with a system that captures
certain offshore income only through contentious jurisdictional or tax-avoidance
analysis, and possibly only by succumbing to pitfalls within the current system,
associated, for example, with difficult and in some respects indefinite base erosion
limitations, which otherwise implies that Canadian tax on the subject income
may legitimately be avoided. Also pertinent to this aspect of the evaluation is
whether difficult analysis can be avoided by adopting a special tax regime for
certain income that could be well enough defined to eliminate the need for con-
fronting international tax jurisdiction and transfer-pricing questions that otherwise
would be difficult to resolve but ultimately might be resolved to no materially
different end.

The kinds of questions that would ground an inquiry into this model include
the following.

1) Will business that would not otherwise be conducted in Canada be relocated
here? Answering this question invokes an analysis, in this context, of what
constitutes “carrying on business in Canada” and whether the manner in
which this will or can otherwise take place, possibly electronically, will
give rise to a Canadian permanent establishment. These issues affect both
non-residents that are contemplating the pursuit of business in Canada and
Canadian multinationals that are trying to gauge the sustainability of their
foreign affiliate business and its connections to Canadian group members.
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Is this a tax base that would not otherwise be here? Whether and how income
is taxable is affected by its geographic and qualitative source, and by its
attribution to particular presences or loci of operation within a corporate
group, in many cases using transfer-pricing considerations. A collateral
but relevant question concerns the significance, generally, of corporate tax
except as an anti-deferral device. In addition to the arguments advanced
about why the model may not sacrifice tax base by adopting a moderate
rate of tax for income not otherwise subject to tax is the more fundamental
argument that in any event the corporate tax is more of a backup withhold-
ing charge than it is a tax. This affects the evaluation of what is given up
by not taxing income that in any event may not be taxable. Much offshore
planning is dictated by self-help to design customized low effective tax
rates. If those rates were available more directly for income that is clearly
generated outside Canada, there might be less interest in international
structuring, which is often difficult to implement and maintain commer-
cially and difficult to police for tax administrations.

To what extent does the Canadian tax system already tolerate a significant
measure of base erosion or, to put it more broadly, the export of capital
to fund the earning of exempt or long-tax-deferred business income? The
Act reflects strong tendencies to allow Canadian taxpayers to export their
income-earning potential and the income arising from it. These tendencies
are reflected, for example, in the exceptions to subsections 15(2) and 17(1)
and (2); subsection 247(7) and proposed subsection 247(7.1); the collateral
application of the TIEA regime as a treaty substitute for defining “exempt
surplus”; and the repeal of section 18.2. By the same token, however, there
are base erosion rules in paragraphs 95(2)(a.1) to (a.4) that create tension
with the natural conduct of multinational business and can result in nat-
urally occurring foreign income that is properly transfer-priced according
to Canadian tax standards nevertheless being taxed as investment income.
As the architecture of the foreign affiliate system and other salient aspects
of the Act already demonstrate, genuine offshore business is not to be
taxed in Canada and will not be taxed, except possibly by misadventure;
therefore, the adoption of the model may give up little while being faithful
to the basic tenets of how offshore income is meant to be taxed.

Is some tax better than no tax? In principle, any tax on income that has
not been earned in Canada or that arises from activity that would not have
been conducted in Canada or by Canadians is “found” tax. That is, once
Canada has conceded the tax base (to the extent that it would otherwise
be present, in the case of non-residents that may not otherwise conduct
business in Canada) by exempting or deferring it using the foreign affiliate
regime, by attaching no tax-avoidance significance to incorporating what
could otherwise be a branch, and by disconnecting Canadian tax relief
from any expectation that the affected income is taxable elsewhere, there
is little to be lost and possibly much to be gained by incorporating a
pseudo-offshore tax regime as part of the Canadian domestic system.
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5) Are there collateral benefits if activity that would not otherwise be in
Canada is located here? It may be inevitable, but in any event it can be
made a condition of the model, that collateral economic activity must arise
from support for tax preferences to attract certain kinds of economic activ-
ity in and to Canada. This condition has two principal aspects. First, the
tax-preferred activity can be defined to require a certain measure of com-
mercial presence or intensity in Canada. Second, and particularly if that
were the case, it can be expected that those engaged in the activity will
stimulate economic development in the centre where the activity takes
place, producing income that is not tax-preferred.

6) What is the fundamental economic and tax policy question? In effect, the
foreign affiliate regime’s treatment of business income has effects similar
to those of a subsidy. It reflects an implicit decision that the tax cost of not
taxing offshore business income is compensated for by measures of eco-
nomic advantage that are not merely speculative or conceptual associated
with the prosperity of Canadian businesses as contributors to the Canadian
economy. International tax accommodations always reflect this sort of
domestic tax and economic policy calculus. In exchanges with other juris-
dictions—for example, through tax treaties and the normative concessions
found in direct foreign tax credit rules—a manner of reciprocity in the
commercial interests of each is expressed through tax rules. In this case,
the question might be framed as follows: Does the present value of the
expected benefit of tax-preferring certain kinds of business activity, taking
into account simplified and more transparent tax administration, exceed
the present value of the expected forgone tax? Another way of stating the
question as a proposition is that an approach conforming to the model may
simply internalize in Canada, with possibly positive economic spillover
effects, a subsidy that is already present in the foreign affiliate rules even
if it is not readily apparent or commonly understood as such. From a busi-
ness point of view, the question might be asked: Is there a hurdle or
breakeven point at which incremental tax will or will not be seen as a cost
that pushes economic activity elsewhere?

7) To what extent will trade regulation affect the adoption of the model? The
model makes it more apparent that certain tax accommodations already
found in the foreign affiliate regime function in a way similar to subsidies.
Historically, this has been a point of debate, expressed in terms of whether
an expectation of earning exempt surplus is that the income will be taxed
elsewhere according to a tax regime that is comparatively as robust as
Canada’s, or whether this concession was meant to give Canadian enter-
prise a competitive boost internationally and encourage other countries to
conclude tax treaties with Canada. That debate now seems muted by the
functional equivalence of a tax treaty and a TIEA in this context. Never-
theless, a serious analysis of the model must take into account whether
extending the approach found to encourage financial centres in certain parts
of Canada will raise trade issues that will have to be accommodated by the
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design and implementation of the model. That said, the observations of
the panel and the CPRP referred to earlier seem to reflect the desirability
of this kind of support for Canadian business and for non-residents that
might be encouraged to locate high-value-added economic activity in
Canada.

8) Can distortions or imbalances among provinces or regions be avoided? The
model envisages the creation of zones of economic activity within Canada,
possibly (though not necessarily) where certain activity already occurs.
An important question is whether adoption of the model will cause shifts
within Canada of activities already occurring here, or whether it is more
likely to attract new productive activity. The arguments in favour of the
model are likely easier to sustain in the latter case.

In the Laboratory: International Financial
Centres In British Columbia and Quebec

Canada’s experience with international financial centres supplies a useful context
in which to test the “Why not Kenora?” proposition. What are the characteristics
of a place as an attractive centre for mobile financial service activity? (We know
that the same question, with similar answers, could be put for other kinds of
mobile business activity.) The answers include low local tax rates; competent
support services; accommodations to intragroup financing for a taxpayer’s cor-
porate group; limited, if any, further Canadian tax (that is, a composite all-in
low effective rate of tax); accommodation of corporate, commercial, and other
law; and ways to avoid multiple taxation of the earned income.

Tax systems also have interests in this sort of activity, manifest, for example,
in the continuing interest of the OECD through the Global Tax Forum and initia-
tives to combat harmful tax practices. These include transparency, facilitating
colourable tax and general financial practices through limitations on the avail-
ability of information coupled with marginal taxation, adviser accountability,
and financial institution accountability.

Finally, particularly with the viability of the model as a component of the
Canadian tax system in mind, there must be meaningful commercial activity in
Canada and, consistent with the proposition that positive economic spillover
effects can reasonably be anticipated, activity of a sort conducive to maintaining
communities and a tax base greater than that provided by a tax-preferred finan-
cial centre.

Other presentations at the 2009 annual conference®! explain British Columbia
and Quebec? international financial centres in detail. It is interesting to notice
some of the salient characteristics of the international financial centre regimes
in both of those provinces in light of this discussion. Both regimes anticipate,
and indeed require, the active conduct of meaningful commercial activity in the
province, effectively engendering economic activity that might not otherwise
occur and spinoff activity that, unlike the income arising from the financial
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centre activity itself, is fully taxable. Effectively, for the activities contemplated
to benefit, what amounts to an “offshore” within the “onshore” is created. In
some respects that are relevant to foreign affiliates under the prevailing rules, the
British Columbia regime seems to envisage a wide scope of benefited activities
that include—in addition to services associated with leasing, management, film
distribution, captive insurance, and patent protection for life sciences and green
power generation—activities associated with intracorporate group financing
through various kinds of financial activity. The Quebec approach is to allow
financial transactions to be drawn from a menu of qualified transactions (includ-
ing securities transactions, loans, treasury and fund management, and leasing
and factoring), both inbound and outbound but requiring a meaningful business
(decision-making) presence in Montreal.%

The British Columbia and Quebec approaches have common elements pertinent
to this discussion. First, they foresee—indeed, they require explicitly and, it seems,
by force of circumstances—a meaningful level of real local business activity with
measurable levels of commercial presence in terms of employees and decision
making. Second, financial activity can include a range of activities not restricted
to a financing aspect and, at least in British Columbia, can accommodate intra-
group financing. Notably, the kinds of services contemplated by these regimes
are the sorts of services that in one manner of another might exist in the context,
for example, of subparagraphs 95(2)(a)(i) and (ii), and that need to be monitored
regardless of their primary if not their exclusive connection to international busi-
ness according to paragraphs 95(2)(a.1)-(a.4) and 95(2)(b), modified by subsection
95(3). Nevertheless, the qualitative compatibility of what these centres can do
and what, typically, Canadian-owned multinational groups need to have done (and
with care can arrange to have their foreign groups do) is striking.

It is worth observing at this juncture that highly mobile and in some cases very
valuable activities (those associated with knowledge intangibles) will migrate, or
seek to migrate, to the least-cost destination. In any event, international business
organizations require holding-company and similar regimes to facilitate business
organization. There is some attraction, other things considered, to locating in a
jurisdiction that facilitates these objectives using familiar legal and commercial
resources. Finally, with a system perspective in mind, the activities encouraged
and supported by these provincial regimes are the kinds of activities that can take
place anywhere commercially, even within Canada; their location, however, is
evidently directed by fiscal considerations.

So Why Not Kenora?

The Canadian tax system already reflects a high degree of territoriality in the
taxation of international business income. The panel recommended that this
territoriality increase and be made more explicit and simpler to administer.
Multinational corporate groups, operating fully within the expectations of
the tax system, can and do structure themselves to displace service, financial,
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and knowledge-based activity from Canada, though this kind of planning presents
material initial and ongoing transaction costs; risks exposure to the effects of certain
base erosion rules that possibly, in principle, should not apply; and introduces
material compliance responsibilities for taxpayers and tax administrators. All in
all, though, through artful planning invited by the law, both through the foreign
affiliate system and inbound through careful definition of Canadian income sources
in relation to whether and to what extent a permanent establishment exists, cor-
porate groups can engage in substantial internal service and related activities.

The question, then, is posed: Should Canada facilitate the migration to Can-
ada of stateless income, which in any event is likely not to be taxed, by limiting
the tax on this income to the degree that makes arranging to avoid the tax not
economic? Should Canada create its own “islands” to accept the internal location
of service, financial, and knowledge activities, which in any event exist within
multinational corporate groups and are sought to be accommodated by complex
planning? Should the force of the panel’s recommendations be the point of
departure for bringing offshore onshore?

Income arising from financial and related service transactions, and the develop-
ment and deployment of knowledge, can occur anywhere, and often if not usually
will be arranged to be earned legitimately beyond the reach of Canadian taxation.
Accordingly, does it make sense to spend tax, which otherwise is not going to be
collected, to encourage the relocation of such activities to Canada, possibly in
tax-preferred zones, in order to achieve (among other things) collateral economic
benefits? In other words, is there a reasonable case to be made that moderating
corporate tax rates selectively for income that by its nature is so mobile that it is
at home anywhere is sound tax policy, in light of the panel’s report and in light of
the structural characteristics of the Canadian system that allow the export of Can-
adian income through Canadian taxpayers’ capitalization of foreign affiliates?

A Case in Point: The Innovation Challenge

A compelling reason to consider our proposed model is to assess how Canada’s
international tax system could enhance existing (federal and provincial) govern-
ment programs to spur greater investment in innovation through the development,
for example, of centres of excellence in Canada, particularly in the information,
technology, and other knowledge-based industries.®

It is accepted that innovation resulting from research and development
(R & D) spending will lead to the development of new technologies and products,
improved productivity, and an increase in Canada’s ability to compete in global
markets. Nevertheless, there is a concern that Canada’s current investment in
R & D is not adequate and, as a result, Canada is not developing new technolo-
gies and products at the level necessary for it to be competitive globally.

The CPRP acknowledged that “Canada is near the top of the OECD in public
research funding for R & D% and that it is recognized as having one of the world’s
most favourable tax regimes to promote R & D, with the federal government
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alone providing approximately $4 billion in tax assistance each year. “But with
respect to private investment in R & D, Canada ranks only 15th out of 30 OECD
countries in terms of business expenditures on research and development . . .
although the heavy weighting of resource industries in Canada’s economy affects
our ranking.”%

It is unlikely that the federal and provincial governments have the financial
ability, in the current economic environment, to substantially increase the current
level of tax assistance to spur higher levels of R & D activity in Canada. In any
event, it is not clear whether additional assistance—for example, by way of ac-
celerated tax deductions or enhanced investment tax credits—would have a
substantial incremental effect, particularly if increasing the level of R & D that
companies undertake in Canada means reducing the R & D activity they under-
take in other countries, which, while perhaps not providing the same level of
R & D assistance offered by the Canadian governments, may provide a more
favourable tax regime for commercializing the results of such activity.®’

Non-tax factors and domestic policies have a significant influence on invest-
ment decisions. Also important are rates of tax imposed on profits derived from
investment decisions, particularly where an investment is in respect of a highly
mobile activity such as the ownership and licensing of intellectual property (IP).
Accordingly, the solution to Canada’s not generating sufficient R & D activity
may lie in a re-examination of its taxation policies with respect to the exploit-
ation or commercialization of the results of R & D conducted in Canada.

In other words, could R & D activity in Canada be increased if the tax system
encouraged increased commercialization from within Canada of 1P developed
and owned in Canada by imposing a significantly lower rate of Canadian income
tax on royalties and licensing fees earned from outside Canada and on gains
realized from the disposition of the IP? Should the tax system also encourage
Canadian companies, which have acquired IP outside Canada, to migrate the
acquired IP to Canada for further development in Canada and to commercialize
it from within Canada?®

It is uncertain how much tax revenue Canada would lose by significantly re-
ducing the rate of tax levied on IP developed and owned in Canada and licensed
to non-residents.®® However, the revenue loss would be offset by tax revenues
generated from the increase in the tax base that should arise as a result of lower-
ing the tax rate. It is logical to anticipate that the corporate tax base could and
indeed should increase. We can foresee several broad developments:

1) Increased R & D in Canada, leading to the development and licensing of
more IP from Canada than would otherwise occur.”

2) The migration into Canada of IP purchased and currently owned outside
Canada for further development in and commercialization from within
Canada.”

3) Canadian companies deciding not to sell or migrate IP developed in Canada
to foreign affiliates for licensing to other affiliates or to third parties.”
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More importantly, increased R & D and commercialization activity in Canada
should enhance Canada’s ability to create more centres of excellence’ and sup-
porting infrastructures, thereby allowing Canada to reap greater economic rewards
than would otherwise be the case. Among other things, there should be an in-
crease in other tax bases—personal, consumption, and property. It should also
enhance Canada’s ability to retain and attract highly skilled workers such as
scientists and engineers.”*

What Are Other Countries Doing?

The OECD recently reported that with increased tax competition, countries are
looking beyond lower corporate tax rates to encourage investment and are in-
creasingly turning to targeted tax incentives. This is particularly so with respect
to highly mobile activities, such as those giving rise to royalty income.

Rather than reducing the burden of tax provisions of general application,
certain countries prefer to explicitly target tax relief with the aim of encour-
aging additional [foreign direct investment] at a lower cost in terms of
foregone tax revenue. Targeting mobile activities . . . is regarded by some
policy makers as an attractive option. In considering reductions in the effect-
ive tax rate on the most mobile elements of the tax base, the tax treatment
of interest and royalty income is increasingly under review, with some coun-
tries indicating the dependence of their future policy actions on the actions
of others. . ..

While some countries have so far resisted extending deferral and en-
abling conversion of normally taxable foreign income into tax free surplus
for certain mobile activity, there are indications that policy considerations
including the mobility of capital and business calls for more lenient home
country treatment are leading many if not most countries towards more
lenient treatment, not less, across a broader set of income types, because
other countries are doing the same.”

There have been several recent developments in other countries regarding the
tax treatment of royalties and other fees earned from the licensing of IP owned
and developed in the particular country that serve as a useful reference for Can-
ada. A brief summary of these developments follows.

1) United Kingdom. In its April 2010 budget, the government stated its intention
to propose the creation of a “patent box” whereby income derived from the
licensing of patents after April 2013 would be subject to a corporate tax rate
of only 10 percent in respect of patents registered after the legislation is
enacted. This proposal is intended to strengthen the incentive to invest in
innovative industries and ensure that the United Kingdom remains an attract-
ive location for innovation. The government intends to consult with business
in time for the 2011 finance bill on the detailed design of the patent box.
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2) France. Income from patents, including capital gains derived from the sale
of patents (other than gains derived from sales to resident and non-resident
French affiliates) is subject to tax at a reduced rate of 15 percent, provided
that the IP has been owned for at least two years (the holding period is not
applicable if the IP has been developed by the French company or branch).
The regular French corporate tax rate is approximately 34 percent. Ex-
penses of total development costs are deductible at the normal statutory
rate of approximately 34 percent.

3) Netherlands. In an effort to stimulate innovation and to enhance its repu-
tation as a hub for technological development, the government in 2007
introduced a tax incentive package, known as the “innovation box,” under
which income from IP owned in the Netherlands was taxable at a rate of
10 percent (subject to certain limitations). In January 2008, the package
was broadened to include a wider range of qualifying activities, but the
relief was capped at four times total development costs. Beginning in 2010,
the cap for maximum benefits was removed and the tax rate on income
derived from qualifying, newly developed IP reduced to 5 percent.

4) Belgium. In 2007, the government introduced its “patent income deduction”
(PID) regime. The PID regime is intended to increase patent development
and ownership through Belgian-based companies or branches. The regime
provides for an additional tax deduction calculated as 80 percent of the
qualifying gross patent income, thereby reducing the effective tax burden
on patent income to just under 7 percent, given the current Belgian statutory
corporate tax rate of approximately 34 percent. All R & D-related expenses
remain fully deductible, making the effective tax rate even lower. The PID
is available not only on the licensing of patents to related and unrelated
parties but also on patent income embedded in the price of products sold
and services rendered.

5) Luxembourg. A new tax regime was introduced in 2008 with respect to
certain types of protected IP (patents, domain names, software subject
to copyrights, trademarks, designs, and models) developed or acquired after
December 31, 2007 by a Luxembourg company from a person that is not
a 10 percent directly related entity. This regime provides for an exemption
of 80 percent of the net income derived from the licensing (and dispos-
ition) of such IP, resulting in an effective tax rate of just under 6 percent
on net income and gains derived from such IP. The new tax regime also
provides for a 100 percent net wealth tax exemption.

In addition, a number of countries, including those named above, have generous
amortization policies for acquired IP. For example, Ireland permits a deduction
for acquired patents and registered designs, trademarks and brand names, know-
how, domain names, copyrights, etc. over a 15-year period or, alternatively, over
the period amortized for accounting purposes.’®
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From Here to There and Back Again:
A Concluding Comment

Canada’s system for taxing international business income has been more or less
territorial since its inception—not merely in its modern incarnation from 1976,
but right back to the beginning of income taxation in Canada shortly after the
enactment of the original Income War Tax Act.”’ The fact is that Canada does
not tax international business income to any material degree, no matter where
it is earned. As a result of recent changes to the law concerning TIEAs, this
outcome will become more fully entrenched. And if the panel’s recommendations
find their way into the law, the territorial element of our tax system will be even
more pronounced. But we will still have a geographically foreign element, and
the tax administration burden that goes with keeping track of it. We ask whether
there is another way—one that mitigates the pressures presented by Canadian
domestic base erosion in favour of offshore jurisdictions whose economic activ-
ity in response to Canadian investment does not have a direct or immediate effect
on Canadian prosperity. We ask, “Why not Kenora?”

We imagine “Kenora” to be the manifestation of any “offshore” place that
otherwise attracts, with incentives that the Canadian tax system actually offers,
the export of Canadian economic activity. We imagine that if that activity took
place here, it would require and give rise to a measure of economic infrastructure
that would enrich Canadian communities and the Canadian economy generally.
We do not know with certainty whether this model will make sense after being
subjected to fiscal and economic policy scrutiny, though our prediction is that
it might. In any event, the stakes are too high not to give it some attention be-
cause we believe that the panel’s recommendations should inspire us to take the
next steps in re-evaluating Canada’s system for taxing international business
income.
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see Nick Pantaleo, “Advisory Panel on Canada’s System of International Taxation Final Report:
Enhancing Canada’s International Tax Advantage (A Panel Member’s Perspective),” in 2009
Prairie Provinces Tax Conference (Toronto: Canadian Tax Foundation, 2009), tab 4.

Advisory Panel on Canada’s System of International Taxation, Enhancing Canada’s Competitive
Tax Advantage: A Consultation Paper Issued by the Advisory Panel on Canada’s System of
International Taxation (Ottawa: Department of Finance, April 2008). For a commentary on the
panel’s consultative paper, see Nathan Boidman, “Reforming Canada’s International Tax: An
Interim Report” (2008) vol. 50, no. 7 Tax Notes International 613-26.

Advisory Panel on Canada’s System of International Taxation, Final Report: Enhancing Can-
ada’s Competitive Tax Advantage (Ottawa: Department of Finance, December 2008). For a
review and discussion of the panel’s final report, see Pantaleo, supra note 5; Nathan Boidman,
“Reforming Canada’s International Tax Regime: Final Recommendations, Part 1 (2009)
vol. 53, no. 3 Tax Notes International 247-60 and “. . . Part 2 (2009) vol. 53, no. 4 Tax Notes
International 345-60; Brian J. Arnold, “Critique of the Report of the Advisory Panel on Can-
ada’s International Tax System” (2009) vol. 63, no. 8/9 Bulletin for International Taxation
349-56; and Wallace G. Conway, Brian Mustard, and Nick Pantaleo, “Enhancing Canada’s
International Tax Advantage—Final Report of the Advisory Panel on Canada’s System of
International Taxation” (2009) vol. 63, no. 8/9 Bulletin for International Taxation 338-48.

Final Report, supra note 7, at paragraph 1.12.

Ibid., at paragraph 3.31.

Ibid., at paragraph 3.3. For a more detailed discussion and analysis of the panel’s principles,
see Pantaleo, supra note 5.

“Foreign affiliate” is defined in subsection 95(1) of the Income Tax Act, RSC 1985, c. 1 (5th
Supp.), as amended (herein referred to as “the Act”). Unless otherwise stated, statutory refer-
ences in this paper are to the Act.

”

See paragraph 113(1)(a) and the definitions of “exempt earnings,” “exempt surplus,” and “desig-
nated treaty country” (DTC) in regulations 5907(1) and (11)-(11.2).

2

See paragraph 113(1)(b) and the definitions of “taxable earnings,
lying foreign tax” in regulation 5907(1).

taxable surplus,” and “under-

Final Report, supra note 7, at paragraph 4.21.

Ibid., at paragraphs 4.28-4.32, where the panel notes that 92 percent of all dividends from
foreign affiliates are exempt from Canadian tax and the likelihood is that little Canadian tax is
paid on all remaining dividends.

Ibid., at paragraph 4.33.

Ibid., at paragraph 4.40.

Ibid. The panel heard that basing the exemption originally on the existence of a tax treaty with
the country in which the income was earned was actually an inducement for such countries to
enter into a tax treaty with Canada. Given that Canada now has 86 tax treaties, such an induce-
ment no longer seems necessary. See ibid., at paragraph 4.42.

For example, Canada entered into a tax treaty with the United Arab Emirates in 2002.
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As at June 30, 2010, Canada has entered into TIEAs only with the Netherlands Antilles, Bahamas,
Bermuda, Cayman Islands, Dominca, St. Kitts and Nevis, St. Lucia, St. Vincent and the Grena-
dines, and Turks and Caicos. The Department of Finance has announced that Canada has entered
into negotiations to sign TIEAs with Anguilla, Aruba, Bahrain, British Virgin Islands, Gibraltar,
Guernsey, Isle of Man, Jersey, Liberia, and San Marino. All are jurisdictions that have no cor-
porate income tax system or that have low corporate tax rates.

Final Report, supra note 7, at paragraphs 4.43-4.44. First, there are a number of countries with
which Canada has not entered into either a tax treaty or a TIEA. These include, for example,
certain developing countries where Canadian mining and resource companies have significant
investments, which are not likely to be candidates for Canada to seek a TIEA, at least in the
short term and possibly for a number of years. These companies would be at a competitive
disadvantage relative to foreign competitors and other Canadian companies with investments
abroad. Second, under the current rules, if Canada does not enter into a TIEA with a country
within five years following the initiation of such negotiations, the active business income earned
by a foreign affiliate in that country will be deemed to be foreign accrual property income
(FAPI). The panel believed this to be an unfair and inappropriate result.

Ibid., at paragraph 4.52. See the discussion at paragraphs 4.46-4.51 in support of the panel’s
conclusion.

Ibid., at paragraph 4.53 (emphasis added). In making this statement, the panel chose its descrip-
tion very deliberately. While moving to a full exemption system of taxing foreign active business
income would eliminate the need for surplus tracking for foreign affiliate purposes (for example,
tracking the flow of tax-exempt dividends between foreign affiliates and to Canadian taxpayers),
there would still be an ongoing need for tracking certain tax attributes of foreign affiliates for
safe income purposes if Canadian shareholders remained taxable on the disposition of shares
of Canadian corporations. This point is discussed in more detail below.

See the discussion in Organisation for Economic Co-operation and Development, Tax Effects
on Foreign Direct Investment: Recent Evidence and Policy Analysis, Tax Policy Studies no. 17
(Paris: OECD, 2008), 103, where it is noted that one OECD country moved to exempt foreign
capital gains from tax because of widespread tax planning aimed at claiming foreign capital
losses against the domestic tax base while escaping domestic tax on foreign capital gains.

Currently, the TCP definition includes shares of corporations resident in Canada, as well as real
or immovable property (including Canadian resource property and timber resource property)
that is situated in Canada. It also includes certain shares and other interests the value of which
is, or was within the previous 60 months, derived principally from such real or immovable
property. Gains from dispositions of TCP by non-residents, other than TCP that is real or im-
movable property or shares that derive their value principally from real or immovable property,
are generally exempt under many of Canada’s tax treaties.

FAPI earned by an affiliate that is a “controlled foreign affiliate” (defined in subsection (95(1))
would still be subject to Canadian income tax on an accrual basis. Although this would likely
still require an adjustment to the adjusted cost base (ACB) of the affiliate’s shares owned by a
Canadian corporation, there would be no need to track such FAPI for foreign affiliate purposes.
However, there would be a need to track FAPI of a non-“controlled foreign affiliate” if such
income is not taxed on an accrual basis. The panel suggested that such income could be taxed
on an accrual basis. (See the further discussion below.)

Defined in subsection 95(1).

Otherwise, to avoid tracking, all gains on the sale of shares of a foreign affiliate by another would
have to be taxed on an accrual basis. This would clearly be an undesirable and inappropriate
result. Aside from giving rise to the practical difficulty of taxpayers having to determine the
value of such shares on an annual basis, it would have a very negative impact on the competi-
tiveness of Canadian companies (see the panel’s first principle). A compromise is to provide for
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arollover where the funds received on the sale of the shares of a foreign affiliate are reinvested
in another foreign active business or shares of another affiliate within a specific period of time,
but this would also require some degree of tracking.

For a discussion of this approach, see the paper submitted to the panel by Geoffrey S. Turner,
“A Possible Framework for an Expanded Exemption System: A Submission to the Advisory Panel
on Canada’s System of International Taxation,” July 15, 2008 (http://www.apcsit-gcrcfi.ca/05/
sbrmms/31%20-%20Turner, %20Geoffrey.pdf).

See also the discussion in Brian J. Arnold, Reforming Canada’s International Tax System: Toward
Coherence and Simplicity, Canadian Tax Paper no. 111 (Toronto: Canadian Tax Foundation,
2009), and Canada, Department of Finance, “Government of Canada Releases Draft Foreign
Affiliate Proposals,” News Release 2009-120, December 18, 2009 and the accompanying
Legislative Proposals and Explanatory Notes Relating to the Income Tax Act (Ottawa: Depart-
ment of Finance, December 2009).

See, for example, proposed paragraphs 95(2)(c.1)-(c.6), (f.3)-(f.94), and (h)-(h.5) in Canada,
Department of Finance, Legislative Proposals and Draft Regulations Relating to Income Tax
(Ottawa: Department of Finance, February 2004) and proposed regulation 5902 in the December
2009 Legislative Proposals, supra note 30, which replaces proposed regulation 5902 included
in the February 2004 proposals. The panel stated that given its “recommendations to broaden
the exemption system for active business income and to exempt capital gains and losses arising
on the sale of shares of foreign affiliates that are excluded property, these particular proposed
amendments should be abandoned, as there would be no need to compute surplus balances”
(Final Report, supra note 7, at paragraph B.4). Even if the panel’s recommendations are not
enacted in whole or in part, these proposed changes would increase the complexity of the
foreign affiliate rules and would increase the compliance and administrative burden on taxpay-
ers and the CRA. This would be a significant cost to protect, as the panel noted, very few tax
dollars and would be contrary to the principles that the panel articulated, which should guide
tax policy makers.

In this context, recent efforts by the Department of Finance to amend the surplus rules to prevent
the premature realization or duplication of surplus of a foreign affiliate would seem to be ap-
propriate to the extent that the resulting surplus exceeds the accrued gain on the affiliate’s
shares; ibid.

Still another approach is discussed below.
See supra note 26.

In other words, dividends from a foreign affiliate should increase safe income only to the extent
that it exceeds previously taxed FAPI.

An alternative, in addition to taxing FAPI realized by a foreign affiliate on an accrual basis, is
to determine the FAPI of a foreign affiliate on some mark-to-market basis. Aside from giving
rise to regular valuation issues, it would be inappropriate to subject a foreign affiliate to such
rules if the Canadian corporation is not itself subject to such rules.

Angelo Nikolakakis, “Yes, Virginia . . . Reconciling a Broader Exemption System with Con-
tinued Taxation of FAPI and Domestic Gains” International Tax no. 45 (Toronto: CCH Can-
adian, April 2009), 12-15.

“Active business assets” is defined in the panel’s report as assets used principally to earn income
from an active business (Final Report, supra note 7, paragraph 4.48). “Principally” is generally
recognized as meaning more than 50 percent.

“All or substantially all” is interpreted by the CRA as meaning 90 percent or more. However,
see, for example, Wood v. MNR, 87 DTC 312 (TCC).

Final Report, supra note 7, at paragraph B.24.
Ibid., at paragraphs B.26-B.27.
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Ibid., at paragraph B.28.

Ibid., at paragraph B.29.

Ibid., at paragraph 4.58. As the panel noted, the Australian system takes this approach.
Ibid., at paragraph 4.56.

Ibid., at paragraph 4.99.

Ibid., at paragraphs 4.91 and 4.104.

Ibid., following paragraph 4.105.

See the discussion ibid., at paragraphs 4.100-4.102.

Ibid., at paragraphs 4.102, 4.125, and 4.130-4.132. An exemption from FAPI in a high-tax
jurisdiction such as the United States, where a number of Canadian corporations have a sig-
nificant number of foreign affiliates, would also greatly simplify any excluded-property analysis
that might need to be performed.

Briefly, an “eligible dividend” (defined in subsection 89(1)) paid by a corporation resident in
Canada is taxed at a lower rate in an individual’s hands and is intended to represent income
that was taxed at the higher corporate tax rate (that is, income that was not subject to the small
business deduction). A CCPC can pay an eligible dividend only to the extent that it has GRIP,
while a non-CCPC can pay an eligible dividend to the extent it has no low rate income pool
(LRIP). Both GRIP and LRIP are defined in subsection 89(1).

See recommendation 4.7, Final Report, supra note 7, following paragraph 4.167, and the
discussion at paragraphs 4.139-4.167, ibid.

Ibid., at paragraph 8.10.

See subsections 17(3) and (8), which provide for the circumstances in which income would
not be imputed on a debt owing to a Canadian corporation which carries a rate of interest that
is below certain prescribed rates.

2002 DTC 6805 (FCA).

See paragraph 25 of Interpretation Bulletin IT-533, “Interest Deductibility and Related Issues,”
October 31, 2003.

For a thought-provoking commentary on this topic, see “Submission of the Woodbridge Company
Limited to the Advisory Panel on Canada’s System of International Taxation,” July 22, 2008
(http://www.apcsit-gercfi.ca/05/sbrmms/32%20-%20Woodbridge %20Company %20Limited.pdf).

Competition Policy Review Panel, Sharpening Canada’s Competitive Edge (Ottawa: Industry
Canada, October 2007), 6.

Competition Policy Review Panel, Compete To Win: Final Report (Ottawa: Industry Canada,
June 2008), 63.

Final Report, supra note 7, at paragraphs 4.115-4.116, 4.121, and 4.124.

See Bruce Flexman, “International Financial Centre British Columbia,” and John Rooke,
“Montreal’s International Financial Services Centre,” elsewhere in these proceedings. Origin-
ally, this part of our discussion was part of that presentation, but its natural connection to the
tax policy discussion inspired by the panel’s work supporting those presentations fits more
neatly into this paper and accordingly has been relocated. British Columbia has been at the
forefront in this regard, and under its International Financial Activity (IFA) program companies
carrying on qualifying activities (such as management services, treasury, factoring, patents,
financing and insuring activities, property leasing, and film distribution) can earn a full refund
of provincial corporate income taxes. Following a recent study, enhancements to the program
are expected to position Vancouver as a premier centre in the growing clean technology, green
economy, and digital media sectors. A recent study by MMK Consulting examined the impact
of the IFA program on British Columbia’s economy. Among other findings, the study indicated
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that the program generated $3.00 to $4.50 in gross tax revenue for every $1.00 of IFA refund
paid. See MMK Consulting, Review of the British Columbia International Financial Activities
Program (Vancouver: MMK Consulting, April 21, 2009).
Other provinces have also introduced tax incentives to promote greater commercialization
of IP. For example:
¢ Ontario’s tax exemption for commercialization program provides a 10-year income tax
and corporate minimum tax exemption for qualifying corporations that commercialize
certain types of IP (for example, bio-economy, advanced health technology, telecom-
munications, and computer and digital technologies) developed by qualifying Canadian
universities, colleges, or research institutes.
* Quebec’s 2009 budget introduced a similar 10-year income tax holiday for eligible cor-
porations that commercialize IP developed by Quebec universities or public research
centres.

All provinces (and the federal government) provide various tax incentives for companies en-
gaged in film and video production and those seeking to capitalize on the shift to digital media
and to distribution on convergence platforms (that is, home computers, wireless handsets, and
television).

The 2010 Quebec budget proposes to revamp its international financial centre regime. Specif-
ically, it is proposed that the regime be replaced with a refundable tax credit. It appears that
Quebec still intends to encourage and prefer this kind of activity, but is refocusing how it deliv-
ers benefits in this area in the contemporary business context. In the 2010 budget documents
it is observed: “However, over the same period [the period over which IFCs developed], various
factors, in particular regarding information technology, have significantly transformed how
things are done in this industry. Accordingly, so that the tax assistance granted to this sector
responds adequately to the needs of businesses, the IFC regime will be replaced with a refund-
able tax credit applying to the eligible salary paid to eligible employees of an IFC operator.”
See Finances Québec, Budget 2010/11, Additional Information on the Budgetary Measures,
March 31, 2010, A.53. Certain transition rules may continue the existing system until the end
of 2012. It appears that the new rules seek to more directly measure the qualifying activities
in Quebec meant to benefit from this incentive, with reference to the activities actually per-
formed in Quebec by relevant employees engaged in those activities. In a manner of speaking,
this reflects one of our points about offering this kind of incentive where there is incremental,
demonstrable activity in Canada that could be carried out elsewhere, presumably in a way that
makes further demands on a community so as to support collateral economic activity.

Ibid., respecting proposed changes to the Quebec regime.

See the submission to the panel by the Woodbridge Company, supra note 57.

Supra note 59, at 92.

Ibid.

This was illustrated anecdotally in a private conversation with a senior tax official of a Canadian
subsidiary of a large global company, who indicated that current government incentives to
conduct R & D in Canada were not sufficient to make him go to the “global table” to push for
more R & D to be undertaken in Canada by the group’s Canadian subsidiary. However, he would
certainly do so if the Canadian subsidiary were able to commercialize the products developed
as a result of its R & D activities, with the resulting income being subject to a lower rate of
tax similar to that imposed by a number of countries.

This could be encouraged, for example, by permitting a more generous writeoff for Canadian
tax purposes of IP purchased from non-residents.

Statistics Canada does not maintain such information.

The increased R & D should come from Canadian-based companies and, subject to foreign tax
considerations, foreign-based companies.
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Under existing foreign affiliate rules, royalty and licensing income earned by a foreign affiliate is
income from an active business if the affiliate licenses the IP to a third party and the affiliate
is carrying on an active business or, alternatively, if the affiliate licenses the IP to another af-
filiate and the payment is deductible in computing the active business income of the other
affiliate. If the affiliate is resident in a DTC, the royalty and licensing income can eventually
be repatriated to Canada without additional Canadian tax. Hence, Canadian companies should
have an incentive to migrate IP to Canada if the income is subject to foreign tax at a higher
rate. There should also be an incentive to migrate IP licensed by an affiliate in a low-tax juris-
diction if the lower Canadian tax rate is comparable to or even somewhat higher than the foreign
tax rate, because the Canadian company would avoid having to set up and maintain a costly
offshore licensing structure.

The panel acknowledged that the current foreign affiliate system makes it attractive for Can-
adian companies to transfer IP outside Canada and that moving to a broader or full exemption
system would put more pressure on Canada’s transfer-pricing rules to protect the Canadian tax
base by ensuring that such transfers occur at an appropriate value (Final Report, supra note 7,
at paragraph 7.31). As a practical matter, providing Canadian companies with an incentive to
keep IP in Canada by imposing a significantly lower tax rate on income generated from the IP
would have the added benefit of avoiding the likelihood of time-consuming and expensive
disputes with the CRA over the value of IP that would otherwise be transferred to an offshore
affiliate.

See the submission to the panel by the Woodbridge Company, supra note 57.

For additional details on spillover effects, see, for example, Industry Canada, Mobilizing Science
and Technology to Canada’s Advantage (Ottawa: Industry Canada, May 2007). See also refer-
ence below to economic and tax benefits arising from British Columbia’s International Financial
Activity program.

Supra note 24, at 16 and 21.

In contrast, in Canada 75 percent of the cost of IP acquired that is an eligible capital expendi-
ture is amortized at a rate of 7.5 percent on a declining basis. Further, under paragraph 13(7)(e),
the depreciable cost of IP that is depreciable property acquired from a non-arm’s-length person
is restricted to the original cost of the IP to the vendor plus half of any gain realized by the
vendor even if the vendor is a non-resident of Canada.

Nick Pantaleo and Scott Wilkie, “The Canadian Foreign Affiliate System: Are the Surplus Rules
Surplus?” International Fiscal Association (Canadian Branch), 2007 Travelling Lectureship
Series.
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VI. CONCLUSION

In an increasingly integrated global economy, with rising cross-border stock
listing and share ownership, it is plausible that U.S. corporate residence for income tax
purposes, with its reliance on one’s place of incorporation, will become increasingly
elective for taxpayers at low cost. This trend is potentially fatal over time to worldwide
residence-based corporate taxation, which will be wholly ineffective if its intended
targets can simply opt out. Rising electivity is not nearly as great a problem, however,
for existing U.S. corporate equity, which to a considerable degree is trapped, as it is for
new equity (whether in new or existing corporations).

In the course of this project, | have gotten the sense that rising electivity is not
quite as far along as | had thought at the start that it might be. However, if the case for
worldwide residence-based corporate taxation is weak to begin with, then even modestly
rising electivity may help tip the balance against it. Thus, evaluating where that case
would stand in the absence of rising electivity plays an important role in the analysis.

The efficiency case for worldwide residence-based corporate taxation is
increasingly discredited. There is, however, a distributional case, based on the point that
such taxation helps defend the income tax as applied to resident individuals if, to a
sufficient degree, they are willing to invest abroad but only through U.S. entities. In
addition, if foreign individuals sufficiently value U.S. incorporation to be willing to pay
for a fee for it (beyond that which individual states are willing to charge when they are
competing with each other), it may make sense to charge them some sort of fee for using
a U.S. entity, though why this should take the form of a residual tax on such entities’

foreign source income is unclear. While opinions may differ, in my view these grounds
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are sufficiently tenuous that not much (if any) rising electivity would be needed to tip the
balance against applying worldwide taxation to new corporate equity.

For existing equity, however, there are powerful transition arguments against
providing a “windfall” gain by applying exemption to it even though it was contributed
when the worldwide system was in place. The simplest method of avoiding the windfall,
without either creating the realistic impression of an ex post capital levy or distorting
post-enactment incentives, would be to levy a one-time transition tax on U.S.
multinationals. The tax base for this one-time levy would consist of their foreign
subsidiaries” accumulated earnings and profits. The tax rate would aim at overall burden
neutrality, relative to current law, given that neither deferral nor foreign tax credits would
be allowed in computing the transition tax. It appears to be conceivable that such a tax
could raise on the order of $200 billion, given the vast amount of U.S. companies’
unrepatriated foreign earnings and existing estimates of burden-neutral rates if just
deferral or just foreign tax credits were repealed on a going-forward basis. This is hardly
a trivial amount, and ought not to be given away just because the prospective arguments

for shifting to exemption are thought to be compelling.
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*269 RECONSIDERING THE TAXATION OF FOREIGN INCOME
James R. Hines Jr. [FNal]

Copyright (c) 2009 New Y ork University School of Law; James R. Hines Jr.

I. Introduction

A policy of taxing worldwide income on a residence basis holds enormous intuitive appeal, since if income
isto be taxed, it would seem to follow that the income tax should be broadly and uniformly applied regardless of
the source of income. Whether or not worldwide income taxation is in fact a desirable policy requires analysis
extending well beyond the first pass of intuition, however, since the consequences of worldwide taxation reflect
international economic considerations that incorporate the actions of foreign governments and taxpayers. Once
these actions are properly accounted for, worldwide taxation starts to look considerably less attractive. Viewed
through a modern lens, worldwide income taxation by a country such as the United States has the effect of redu-
cing the incomes of Americans and the economic welfare of the world as a whole, prompting the question of
why the United States, or any other country, would ever want to maintain such atax regime.

The purpose of this Article is to analyze the consequences of taxing active foreign business income, [FN1]
and in particular, to compare a regime* 270 in which a home country taxes foreign income to a regime in which
it does not. In practice, countries typically do not adopt such extreme policy positions. For example, a country
such as France, which largely exempts foreign business income from taxation, nevertheless taxes small pieces of
foreign income; [FN2] and a country such as the United States, which attempts to tax the foreign incomes of
U.S. corporations, permits taxpayers to defer home country taxation in some circumstances, claim foreign tax
credits in most situations, [FN3] and in other ways avoid the consequences of full home country taxation. It is
nevertheless useful to consider stylized and somewhat extreme versions of territoriality and residence taxation,
in part because the older theory that forms the basis of much U.S. policy advocates in favor of an extreme posi-
tion of taxing worldwide income, and in part because insights drawn from considering extreme examples prove
useful in understanding the murky middle to which tax policies naturally tend in practice.

The older wisdom in the international tax policy area holds that worldwide taxation of business income with
provision of foreign tax credits promotes world welfare, whereas worldwide taxation of business income without
foreign tax credits (instead permitting taxpayers to deduct foreign tax payments in calculating taxable income)
promotes domestic welfare. These claims about the underlying welfare economics, introduced by Peggy Mus-
grave [FN4] and subsequently quite influential, have come under considerable academic fire in recent years.
[FN5] Modern economic thinking parts company with Musgrave's analysis in two important respects. The first is
that modern scholarship incorporates the impact of economic distortions introduced by taxes other than those
imposed on foreign income, which Musgrave's *271 analysis does not. The second is that modern scholarship
incorporates reactions by foreigners to home country tax changes. Capital ownership by foreign and domestic in-
vestors is directly affected by home country tax policies, and these ownership effects, properly understood, have

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works.
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the potential to reverse entirely the welfare prescriptions that flow from Musgrave's analysis.

The second and third Sections of this Article review the older theory of home country taxation of foreign in-
come, the more modern ownership neutrality concepts, and their implications. These ownership neutrality con-
cepts, which are developed in Desai and Hines, [FN6] offer normative criteria by which to evaluate the desirab-
ility of tax systems in practice. The ownership neutrality concepts stress the importance of productivity effects
of capital ownership in evaluating the incentives created by tax systems.

Section 1V considers the implications of capital ownership for the design of tax systems that exempt foreign
income from taxation. In particular, this Section notes that in order to create efficient ownership incentivesit is
necessary to avoid using simple formulas to allocate general domestic expense deductions between domestic and
foreign income.

In an effort to make the ownership issues perhaps more vivid, Section V evaluates rather whimsical systems
of residence-based excise and value-added taxation. The same arguments that typically are advanced in favor of
worldwide taxation of corporate income apply with equal force to residence-based excise and value-added taxa-
tion, and the evident drawbacks of the latter apply equally to residence-based corporate income taxation.

Section VI considers the implications of residence taxation for taxpayer equity and the distribution of tax
burdens, noting that equitable taxpayer treatment requires a special regime for the taxation of foreign income,
and that the burdens (including the efficiency costs) of taxing foreign income typically are borne by domestic
labor in the form of lower real wages. Section V11 considers the implications of practical complications, includ-
ing the reactions of foreign governments and the ability of taxpayers to avoid taxes on domestic in-
come. Section VIII isthe conclusion.

*27211. Older Analytical Frameworks [FN7]

Capital export neutrality (CEN) as defined by Musgrave is the criterion that an investor's capital income is
taxed at the same total rate wherever the income is earned. The idea behind CEN is that equal taxation of in-
come earned in different locations effectively removes location-based tax incentives, thereby encouraging firms
to locate their investments wherever they generate the greatest pretax returns. Since in a world without taxation
firms likewise face incentives to maximize pretax returns and market outcomes are generally thought to be effi-
cient in the absence of taxation, it seems natural to associate CEN with efficient production incentives.

Implementation of CEN requires governments to adjust their taxation of investment returns based on the tax
policies of other countries. Since investors always have the option of earning income in their home countries,
CEN is satisfied if foreign income is subject to the same rate of taxation asisincome earned at home. Thisisfar
from guaranteed, since tax rates differ substantially among countries, and the international convention is that
countries in which investments are located are entitled to tax investment returns at their own tax
rates. Consequently, it falls upon home governments to implement CEN if they choose to do so, by adjusting
their own taxation of foreign income earned by their residents. A home government can support CEN by sub-
jecting foreign income to taxation at arate equal to the difference between the home country tax rate and the for-
eign tax rate, thereby producing a total (foreign plus home) tax burden equal to the home country tax rate. A
home country that taxes worldwide income at the same rate that it taxes domestic income, and permits taxpayers
to claim credits for any income taxes paid to foreign governments, effectively implements a system that is con-
sistent with CEN. It is noteworthy that such a system would not permit taxpayers to defer home country taxa-

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works.
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tion of unrepatriated foreign income, and imposes no limits on foreign tax credits, so investors subject to foreign
tax rates that exceed the domestic tax rate would receive tax rebates from their home country.

The United States currently taxes worldwide income and permits investors to claim foreign tax credits, but
U.S. taxation of certain foreign income is deferred until the income is repatriated, and foreign tax credits are
limited to prevent high rates of foreign taxation from producing U.S. tax rebates. As a result, the current U.S.
tax system does not correspond to a system that implements CEN. Despite this difference, CEN is often used as
a basis with which to analyze potential * 273 reforms to the U.S. tax system, [FN8] since CEN is thought to max-
imize the economic welfare of the world as awhole.

Policies that encourage efficient allocation of investment need not maximize the welfare of home countries,
since home countries may not receive all of the benefits of improved resource allocation. The Musgrave concept
of National Neutrality (NN) is that home countries promote domestic welfare by taxing worldwide income while
treating foreign income taxes simply as costs of doing business. Consequently, a home country tax system that
satisfies NN is one in which investors are required to pay home country taxes on their foreign incomes and are
permitted to deduct foreign tax payments from taxable income. This system does not permit taxpayers to claim
foreign tax credits, since it does not distinguish foreign tax costs from other foreign costs, such as the costs of
labor and materials. The fact that foreign taxes represent transfers to foreign governments rather than real re-
source costsis, by thisanalysis, irrelevant to the home country.

The analysis of national neutrality suggests that almost all countries treat foreign income far too generously,
since permitting taxpayers to claim foreign tax credits--or worse, exempting foreign income from home taxes
entirely-- encourages excessive investment from the standpoint of the home country. Since CEN calls for for-
eign tax credit systems, it follows from the Musgrave analysis that there is a tension between policies that max-
imize national welfare--NN-- and policies that maximize global welfare--CEN--and that some kind of cooperat-
ive agreement might be needed to align national and global interests. There remains, however, the empirical
puzzle of why virtually every country fails to pursue its own interest by subjecting after-tax foreign income to
full domestic taxation, and in particular why so many countries exempt foreign income from taxation.

Capital Import Neutrality (CIN) is the concept that an investment should be taxed at the same total rate re-
gardless of the location of the investor. Taxation by host countries at rates that differ between locations can be
consistent with CIN, since different investors are taxed (at the corporate level) at identical rates on the same in-
come. In order for such a system to satisfy CIN, however, it is also necessary that individual income tax rates be
harmonized, since CIN requires that the combined tax burden on saving and investment in each location *274
not differ between investors. While CEN is commonly thought to characterize tax systems that promote efficient
production, [FN9] CIN is thought to characterize tax systems that promote efficient saving. Another difference
isthat CIN is afeature of all tax systems analyzed jointly, whereas individual country policies can embody CEN
or NN. As a practical matter, since many national policies influence the return to savers, CIN is often dismissed
as a policy objective compared to CEN and NN.

Several important assumptions are buried inside the analytic frameworks that imply that CEN maximizes
global welfare. The first assumption is that home country governments have incentives to maximize the profits
of home country firms plus the value of the taxes that they pay to the home government. The second assumption
is that foreign tax policies do not respond to home country tax policies. The third assumption is that host gov-
ernments value inbound foreign direct investment in a manner that is unrelated to their tax rates. And the fourth
assumption is that home country taxation of foreign income does not directly or indirectly affect foreign firms.
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Policies that promote the efficient operation of domestic firms also promote domestic welfare when domest-
ic residents have stakes in the success of home country firms, which they can as shareholders, employees, cus-
tomers, those who sell these firms inputs, or who interact with them in other capacities. The first assumption
takes the (tax) residence of home country firms as fixed, and does not incorporate the efficiency cost associated
with raising government revenue from virtually any source. The second assumption implies that governments
ignore their impact on each other's policies, and the third assumption requires that governments not adjust tax
rates in a way that reflects the value to their economies of attracting additional investment. These assumptions
have been subjected to critical analysis, [FN10] though there are adherents of CEN who insist that its implica-
tions survive these criticisms. [FN11]

*275 The fourth assumption, that home country taxation does not directly or indirectly affect foreign firms,
is the least consistent with theory and the most important from the standpoint of its policy implications. [FN12]
In fact, there is every reason to expect the actions of domestic firms to affect their foreign competitors; and since
domestic firms are influenced by home country taxation, it follows that foreign firms are indirectly influenced.
In a competitive market, greater foreign investment by domestic firms is typically associated with greater do-
mestic investment by foreign firms. The NN implication that home countries maximize their own welfare by
subjecting foreign income to taxation with only deductions for foreign income tax payments then no longer fol-
lows, since from the standpoint of the home country, greater foreign investment by domestic firms does not
come at the cost of reduced domestic investment to the degree that foreign investment in the home country rises
as aresult. Hence there is not a welfare loss from reducing domestic investment, because total domestic invest-
ment need not fall when domestic firms undertake greater foreign investment. From a CEN standpoint, this logic
also implies that worldwide taxation with foreign tax credits need not promote efficient global production, since
the effect of domestic investment abroad on foreign investment at home means that efficiency is advanced by
encouraging economically appropriate ownership of assets.

[11. Implications of Capital Ownership

This section describes the application of ownership criteria to the taxation of foreign income, and offers an
assessment of the importance of capital ownership to economic welfare.

A. Capital Ownership Neutrality

Capital Ownership Neutrality (CON) is a property of tax systems that maintain incentives for efficient own-
ership of capital assets. Capital ownership neutrality is important to efficiency only insofar as ownership isim-
portant to efficiency, a notion that is ruled out by assumption in the Musgrave framework that serves as the basis
of CEN and NN. If the productivity of a business asset depends in part on *276 how it is owned and controlled,
then an efficient tax system provides incentives for ownership that maximizes the value of output.

Consider the case in which all countries exempt foreign income from taxation. Then the tax treatment of
foreign investment income is the same for all investors, and competition between potential buyers allocates as-
sets to their most productive owners. Allocation on the basis of productivity typically does not imply that all as-
sets would be held by a small number of highly efficient owners, since there are limits to the abilities of owners
and managers to maintain the productivity of widespread business operations, and therefore benefits to special-
ized ownership. [FN13] Efficient ownership entails combining assets in a way that is more productive than al-
ternative ownership arrangements, taking into account the costs of trying to maintain too large or too diverse a
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set of assets under single ownership and management.

If the rest of the world exempted foreign income from taxation while the United States taxed foreign world-
wide and granted Americans the opportunity to claim foreign tax credits for foreign income tax payments, then
the difference between these tax treatments of foreign income would influence ownership patterns. Foreign in-
vestors would have stronger relative incentives to hold assets in low-tax countries, since they benefit from re-
duced tax rates whereas Americans, who also benefit from lower foreign tax rates, simultaneously receive fewer
foreign tax credits for their investments in low-tax locations. Consequently American investments can be expec-
ted to be more strongly concentrated in high-tax countries than is true of the rest of the world. As a result, the
tax treatment of foreign income distorts asset ownership, moving it away from the pattern that is associated with
maximum productivity.

In this example, if the United States were to join the rest of the world in exempting foreign income from tax-
ation then tax systems would no longer distort asset ownership, thereby satisfying the requirement for
CON. Capital ownership neutrality, however, does not require that every country exempt foreign income from
taxation: Instead what is required is that foreign income be taxed in a similar matter by all countries. For ex-
ample, countries with differing home tax rates might all tax foreign income while granting taxpayers the oppor-
tunity to claim foreign tax credits, and despite the underlying differences in tax rates, such a configuration
would satisfy CON. The reason is that investors all face incentives to choose investments that * 277 maximize
pretax income, and since this is common across countries, there are no tax-based incentives to reallocate assets
among investors from countries with differing tax systems.

Efficient allocation of capital ownership means that it is impossible to increase productivity by reallocating
assets between owners. This does not require that assets be equally productive with any owner, [FN14] since
what mattersis the potential productivity gain to be had by swapping assets among owners. Thus, investors from
Country A might have stronger tax incentives to invest in low tax countries than is true for investors from Coun-
try B. It follows from the difference between their tax systems that there are potential productivity gains to be
had by trading some high-tax investments held by Country B owners for low-tax investments held by Country A
owners--and this potential productivity gain is available despite any underlying differences in productivity rates
associated with ownership. Hence it is differences in the relative tax treatment of investments in differing loca-
tions, rather than absolute differences in the productivity of differing owners, that give rise to asset ownership
inefficiencies. Systems that tax foreign income similarly therefore maintain efficient ownership patterns even if
their tax rates differ.

The welfare properties of CON emphasize the allocation of ownership of a given volume of business activity
between locations whose tax attributes differ. The taxation of foreign income also has the potential to influence
rates of national saving and the sizes of domestic firms, though this effect is not explicitly incorporated in the
analysis. National saving is affected by a large range of public policies including monetary policy, intergenera-
tional redistribution programs such as social security, the taxation of personal income, estate taxation, and other
policies that influence the discount rates used by savers. Business activity is likewise influenced by a host of
fiscal, monetary, and regulatory policies. Given these various factors that influence national saving and corpor-
ate investment, it is appropriate to analyze the optimal taxation of foreign and domestic income separately from
the question of how much governments should encourage capital accumulation and total investment of home-
based firms.
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B. National Ownership Neutrality

The importance of ownership to productivity carries the implication that countries acting on behalf of their
own economic interests have incentives to exempt foreign income from taxation. This perhaps surprising*278
conclusion reflects that, viewed exclusively from an ownership standpoint, additional foreign investment does
not come at the cost of reduced domestic investment, since additional foreign investment reflects a reallocation
of ownership rightsin which domestic owners obtain foreign assets by swapping domestic assets to foreign own-
ers. As aresult, there is no associated reduction in real domestic investment levels, and the effect of foreign in-
vestment on domestic tax revenue depends entirely on the productivity of the resulting ownership pattern. To a
first approximation there is little effect of additional foreign investment on domestic tax revenue, which is very
different from the premise of the Musgrave analysis in which foreign investment comes dollar for dollar at the
expense of domestic investment. Countries therefore maximize their welfare by maximizing the productivity of
their domestic and foreign assets, which they do by exempting foreign profits from home country taxation. It
does not follow that such a policy encourages excessive foreign investment, since the cost of foreign investment
isthe cost of trading domestic assets for foreign assets, and domestic taxes are built into this cost, since any new
owners of domestic assets will have to pay those taxes. Given this implicit cost, a policy of exempting foreign
income from taxation effectively subjects all investments to the same tax rate, and thereby promotes efficiency.

Tax systems that promote domestic welfare by exempting foreign income from taxation can be said to satisfy
National Ownership Neutrality (NON). It is noteworthy that countries have incentives based on ownership con-
siderations to exempt foreign income from taxation no matter what policies other countries pursue. It is there-
fore perhaps understandable why so many countries have persisted in exempting foreign income from taxation,
since such policies advance their interests--and if every country exempted foreign income from taxation, the uni-
formity of tax treatment would promote an efficient allocation of capital ownership that maximizes world pro-
ductivity. To be sure, there are important considerations omitted from this analysis, including the requirement
that taxpayers adhere to rules concerning the allocation of income for tax purposes. One concern often ex-
pressed about exempting foreign income from taxation is that doing so might encourage taxpayers to report that
income actually earned at home was instead earned in low-tax foreign locations. While taxpayers may face such
incentives under a system of worldwide taxation with foreign tax credits, presumably the incentives would be
stronger if foreign income were entirely exempt from domestic taxation. [FN15] This *279 problem, to the ex-
tent that it is one, is best addressed directly with enforcement of existing and potentially new rules rather than by
modifying the taxation of foreign income to accommodate income shifting behavior on the part of taxpayers.

C. Implications of Ownership

The principles of CON and NON are based on the welfare impact of the importance of ownership to pro-
ductivity in the design of international tax systems. This emphasis on ownership effects is consistent with the
modern theory of foreign direct investment, which is based on a transaction-cost approach under which the mar-
ket advantages of multinational firms arise from the benefits of joint ownership of assets across locations. It is
also consistent with the scale of operation of the large and very active worldwide market in mergers, acquisi-
tions, and asset divestitures. Participating firms presumably are willing to assume the costs of ownership re-
alignments because of their advantages. [FN16]

Desai and Hines review the extensive available evidence of the impact of home country tax regimes on pat-
terns of asset ownership by multinational firms, [FN17] including the effects of foreign tax systems on the loca-
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tion of investment within the United States, [FN18] the effects of home country taxes on the distribution of
American and Japanese investment around the world, [FN19] and the impact of foreign tax credit and deferral
rules on asset ownership. [FN20] The ownership structure of outbound foreign investment likewise appears to be
sensitive to its tax consequences. [FN21] And Desai and Hines analyze dramatic ownership *280 reversals in
which U.S. multinational firms expatriate by inverting their corporate structure, reconfiguring their ownership as
foreign corporations in order to reduce the burden imposed by U.S. tax rules. [FN22] These and other cases in-
dicate that ownership patterns of foreign affiliates and their parent companies are significantly affected by tax
incentives in their home countries.

D. Foreign Investment and Domestic Investment

One of the significant ways in which the modern analysis of taxing foreign income parts company with earli-
er approaches lies in its consideration of the impact of outbound investment on domestic investment. As noted
above, once one acknowledges that greater foreign investment need not entail reduced domestic investment, then
the opportunity cost of greater foreign investment changes significantly, and with it, the desirability of taxing
foreign income.

International capital market equilibrium implies that the capital account must be balanced over time: Net
outbound foreign investment equals net inbound foreign investment in present value. It does not follow,
however, from this implication of market equilibrium that greater outbound foreign direct investment triggers
greater inbound foreign direct investment, since the capital account can be balanced either through foreign direct
investment flows or through portfolio capital flows. [FN23] Hence the degree to which greater outbound foreign
direct investment is associated with greater or lesser domestic investment is ultimately an empirical question.

There is a flurry of recent evidence suggesting that greater outbound foreign direct investment may not re-
duce the size of the domestic capital stock, but instead more likely increases it. This evidence includes aggreg-
ate time series evidence of the behavior of U.S. multinational firms, [FN24] aggregate evidence for Australia,
industry-level studies of Germany [FN25] and Canada, [FN26] and firm-level evidence for *281 the United
States, [FN27] the United Kingdom, [FN28] and Germany. [FN29] The difficulty confronting all of these studies
is that foreign investment is itself a purposive choice, reflecting economic conditions that very likely also dir-
ectly influence the desirability of domestic investment, making it difficult to disentangle the pure effect of great-
er foreign investment on domestic economic activity. These studies approach this problem in different ways,
drawing conclusions that are accordingly persuasive to differing degrees, although the accumulation of this evid-
ence strongly points to the possibility that greater outbound investment need not be associated with reduced do-
mestic investment.

The study by Desai, Foley, and Hines is instructive in this regard, as it exploits firm-level information and
differences in foreign economic growth rates to identify the effects of greater outbound foreign investment.
[FN30] U.S. firms investing in foreign countries whose economies grow rapidly tend to exhibit much faster
growth rates of foreign direct investment than do otherwise similar U.S. firms investing in foreign countries that
experience slow economic growth. [FN31] Hence it is possible to use (firm-specific) average foreign economic
growth rates to predict changes in foreign investment, which in turn can be compared to subsequent changes in
domestic economic activity. The evidence indicates that, for U.S. firms, 10% greater foreign capital investment
is associated with 2.6% greater domestic investment, and 10% greater foreign employment is associated with
3.7% greater domestic employment. [FN32] Foreign investment also has positive estimated effects on domestic
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exports and research and development spending, suggesting that growth-driven foreign expansions stimulate de-
mand for tangible and intangible domestic output.

E. Is Ownership Decisive?

The analysis of ownership incentives carries implications for tax policy that differ sharply from those of al-
locating afixed supply of *282 capital between competing locations. In the standard Musgrave setting, the prob-
lem is that tax rates differ between countries. This then leads to excessive investment in low-tax countries,
[FN33] and by comparison inadequate investment in high-tax countries. [FN34] The solution offered by the
CEN paradigm is to undo international tax rate differences with offsetting differences in home country taxation.

The ownership approach identifies a different set of problems and a different tax policy to address these
problems. Distortions to international ownership create their own inefficiencies and thereby threaten productiv-
ity in amanner no less real, and certainly no less important, than the inefficiencies that may arise from too many
factories appearing in tax havens. A tax system that seeks to implement CEN to correct the problem of invest-
ment incentives thereby creates its own set of problems with distorted ownership, and the evidence, both casual
and statistical, is that ownership is highly sensitive to its tax treatment.

These issues would be moot if all countries were to discontinue taxing business income at source, but
whatever may be the potential efficiency gains of such a reform, governments are unlikely to undertake it in the
near future. Hence the more restricted efficiency question concerns the appropriate taxation of foreign business
income in a world with many tax rate differences, with activities within a country taxed at many different rates,
and therefore many sources of potential inefficiency. In emphasizing ownership rather than other dimensions of
business activity, the analysis takes these ownership and control considerations to be of first order importance.

IV. Implications for Expense Allocation

Businesses engaging in worldwide production typically incur significant costs that are difficult to attribute
directly to income produced in certain locations. Important examples of such expenses include those for interest
payments and general administrative overhead. Thereis avery important question of how these expenses should
be treated for tax purposes. Practices differ in countries around the world, and indeed, U.S. practice has varied
over time, but the current U.S. tax treatment is squarely on the side of allocating domestic expenses between for-
eign and domestic income based on simple indicators of economic activity. [FN35] Thus, for example, a U.S.
multinational firm with *283 $100 of domestic interest expense is not permitted to claim as many foreign tax
credits asis an otherwise equivalent U.S. firm without the interest expense, reflecting the theory that a portion of
the borrowing on which interest is due went to finance foreign investment.

Expense allocation of the variety embodied in current U.S. tax law has a decided intuitive appeal. It carries
the general implication that domestic expenses that are incurred in the production of foreign income that is ex-
empt from U.S. taxation (as is the case, for example, of income earned in countries with very high tax rates, for
which foreign tax credits are available) are effectively not permitted domestic tax deductions (via an equivalent
reduction in foreign tax credit limits). While one can, and undoubtedly should, criticize the details of the current
U.S. rules governing expense allocation, it must be conceded that the general structure of expense allocation is
largely consistent with the rest of the U.S. system of attempting to tax foreign income in a manner that vaguely
embodies CEN. [FN36]
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Taking as a premise that CEN is an unsatisfactory basis for taxing foreign income, and that a country prefers
to exempt foreign income from taxation based on capital ownership considerations, then what kind of expense
allocation regime properly accompanies the exemption of foreign source dividends from domestic taxation? The
answer is that domestic expenses must not be allocated at all, but instead traced to their uses, as most countries
other than the United States currently do with respect to interest expense. To put the same matter differently,
tax systems should permit taxpayers to allocate general expenses that cannot be directly attributed to identifiable
uses in such away that they are fully deductible in the country in which they are incurred.

In order to understand the logic behind permitting the full deductibility of domestic expenses, it is helpful to
start by noting that any other system of expense allocation will have the effect of distorting ownership by chan-
ging the cost of foreign investment. Consider the case of a firm with both foreign and domestic income, and
$150 of expenses incurred domestically in the course of activities that help the firm generally, and thereby argu-
ably contribute both to domestic and foreign income production. One sensible-looking rule would be to allocate
the $150 of expenses according to income production, so that if the firm earns half of its income abroad and half
at home, with the foreign half exempt from domestic taxation, then the firm would be *284 entitled to deduct
only $75 of its expenses against its domestic taxable income. [FN37] For afirm with a given level of borrowing,
greater foreign investment would then be associated with reduced domestic interest deductions, and therefore
greater domestic taxes. Hence the home country in fact would impose a tax on foreign income, in the sense of
discouraging foreign investment and triggering additional domestic tax collections for every additional dollar of
foreign investment. The only sense in which this tax differs from a more conventional tax on foreign income is
that it does not vary with the rate of foreign profitability.

The fact that a simple-minded expense allocation rule acts just like atax on foreign investment might at first
suggest that those who design policy should seek alternative expense allocation systems that do not create these
incentives. Unfortunately, there is no clever solution available for this problem: Any system that allocates ex-
penses based on a taxpayer's behavior will have the effect of influencing that behavior, in the same way that a
more conventional tax would. An alternative system of tracing expenses, in which taxpayers determine and re-
port the uses to which deductible expenses are put, does not have this feature but creates ample opportunities for
tax avoidance. [FN38] Hence policies designed to avoid taxing foreign income necessarily must forgo allocating
expenses incurred domestically.

This implication of foreign income exemption seems to run afoul of obvious objections from the standpoint
of tax arbitrage. Why should the United States permit taxpayers to borrow in the United States, using the pro-
ceeds to invest abroad, and thereby earn income that is exempt from U.S. tax while claiming deductions against
other U.S. taxable income for the cost of their borrowing? Even the observation that this is exactly what many
other countries do has the feel of not fully addressing this issue. The answer lies in the fact that greater foreign
investment triggers added domestic investment, [FN39] so from the * 285 standpoint of the U.S. tax system, the
borrowing does not simply generate uncompensated interest deductions, but instead a domestic tax base that is
equivalent to (quite possibly greater than) the tax base that would be forthcoming if the borrowing proceeds
were invested domestically by the same entity that does the borrowing.

The same point can be considered from the standpoint of the taxpayer. A U.S. multinational firm with do-
mestic and foreign operations should be indifferent, at the margin, between investing an additional dollar at
home or abroad; if not, the firm is not maximizing profits. Hence when the firm borrows an additional dollar to
invest abroad, it might as well invest at home, since the two produce equivalent after-tax returns--and it is clear
that if a purely domestic firm borrows to undertake a domestic investment, it is entitled to deductions for its in-
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terest expenses.

Part of the confusion that surrounds the treatment of interest expenses (and other general expenses that firms
incur and that are difficult to assign to particular lines of business) is that, from a tax standpoint, the marginal
source of investment finance matters greatly. That said, the marginal source of investment finance is extremely
difficult to pinpoint. Debt finance is generally preferred to equity finance on the basis of tax considerations,
sincein aclassical corporate income tax system such as that practiced by the United States, interest expenses are
deductible whereas dividend payments to shareholders are not. Hence debt finance might be thought of as a
worst case scenario from the standpoint of raising corporate tax revenue; with appropriate income measurement,
marginal debt-financed domestic investments generate no tax revenue, and with inappropriate income measure-
ment, these investments might generate positive or negative tax revenue.

If the goal of atax system is properly to raise revenue while offering appropriate economic incentives, and
these are understood to include efficient incentives for capital ownership, then the simple exemption of foreign
income from taxation is insufficient without accompanying expense allocation rules. Exempting foreign income
from taxation gives taxpayers incentives to allocate their resources to maximize after-local-tax profits only if
there is no unwinding of these incentives through expense allocation that depends on where income is earned or
where other expenses are incurred. Using a system of expense tracing that in practice often entails full deductib-
ility of domestic expenses need not be viewed as a daring step. The same logic that underlies the efficiency ra-
tionale behind exempting foreign income in the first place also implies that expenses should be deductible where
incurred.

*286 V. Residence-Based Excise and Value-Added Taxation

The current U.S. system of taxing foreign income includes the proviso that taxpayers are entitled to claim
foreign tax credits only for foreign income taxes, and related taxes, paid (or deemed paid) to foreign govern-
ments. [FN40] Consequently, the payment of other taxes, such as foreign excise taxes, value-added taxes, prop-
erty taxes, and many others, does not create an entitlement to claim foreign tax credits. [FN41] In practice, this
restriction creates numerous difficulties both for taxpayers, who may be denied U.S. foreign tax credits for pay-
ments to foreign governments that bear many similarities to income taxes, and for foreign governments, who are
often eager to adopt innovative tax systems but are deterred by the potential noncreditability of the resulting
taxes. The rule limiting foreign tax credits to income taxes is quantitatively quite important, as the annual for-
eign income tax payments of U.S. companies greatly exceed their payment of foreign taxes that do not qualify as
income taxes. [FN42]

Why are foreign tax credits permitted only for foreign income tax payments? Various justifications have
been offered for this restriction, including, prominently, the argument that the burdens of corporate income taxes
fall on owners of capital in the form of lower returns, whereas the burdens of other taxes tend to fall on foreign
consumers. [FN43] It is difficult to understand the relevance of tax incidence in this context. In part, thisis due
to the fact that little was known until relatively recently about the incidence of corporate income taxes, so any
legislative restriction based on knowledge of the underlying economics of corporate tax incidence prior to the
modern era would have represented a pure stab in the intellectual dark. But more importantly, it is difficult to
discern what possible difference even secure knowledge of the incidence of corporate taxation would make to
the desirability of permitting taxpayers to claim credits for alternative taxes paid to foreign governments. The
justification for taxing foreign income after foreign tax credits presumably lies in some combination of the effi-

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works.

Page 161



62 TAXLR 269 Page 11
62 Tax L. Rev. 269

ciency and distributional effects of such taxation from the standpoint of home country taxpayers, to which the
ultimate incidence of foreign corporate taxation makes little if any contribution.

*287 A simpler and more direct explanation for the practice of limiting foreign tax credits to foreign income
tax payments is the similarity of the taxes involved, since foreign tax credits are used to offset home country
taxes that otherwise would be due on foreign income. This logic implies that governments might permit taxpay-
ers to claim credits for foreign excise tax payments that can be used to offset domestic excise tax liabilities due
on foreign sales, an entitlement that makes sense only if countries impose worldwide excise taxes on a residence
basis. Such a worldwide excise tax regime offers few attractions from the standpoint of national economic
policy, but analyzing the properties of such a system offers the prospect of casting useful light on the taxation of
worldwide income on aresidence basis.

A. Residence-Based Excise Taxation

To take a concrete example of excise taxation imposed on a residence basis, suppose that the U.S. federal
government were to levy a $2 tax on each gallon of gasoline sold in the United States and sold abroad by per-
sons resident in the United States. U.S. taxpayers would be entitled to claim foreign tax credits for excise taxes
paid to foreign governments, so that a firm selling gasoline in a country whose excise tax rate exceeds $2 per
gallon would owe no additional tax to the United States, whereas a firm selling gasoline in a country with a
$0.75 per gallon tax would owe $1.25 per gallon to the United States. One could imagine permitting worldwide
averaging, thereby permitting taxpayers to use excess excise tax credits from sales in jurisdictions with excise
taxes exceeding $2 per gallon to claim credits to offset taxes due on sales in jurisdictions with excise taxes less
than $2 per gallon.

What would be the impact of such a home country tax regime? Firms selling in countries with excise taxes
exceeding the U.S. rate would have excess foreign tax credits and therefore no U.S. tax obligations, so the tax
regime would not affect them. Firms without excess foreign tax credits would face U.S. excise taxes on foreign
sales that vary with local excise tax rates. Odd though such a system would be, it does not necessarily follow
that it would spell the end of foreign gasoline sales by U.S. companiesin all low-tax jurisdictions, though that is
certainly one possibility. U.S. companies would persist in selling gasoline in those foreign markets in which
two conditions hold: (1) that U.S. firms are profitable, and (2) that the same U.S. firms could not be even more
profitable (in a present value sense) by selling their operations to foreign petroleum companies who are not sub-
ject *288 to the U.S. tax regime. [FN44] Since U.S. firms may have significant cost or marketing advantages
over their competition in certain foreign locations, it is possible that they would be able to remain in business
despite the significant tax penalty associated with U.S. residence. In cases without such advantages, and where
low foreign excise tax rates imply significant U.S. tax costs, U.S. firms are likely to disappear.

The economic costs of aresidence-based excise tax regime are simple to identify. U.S. firmslose the oppor-
tunity to earn profits in foreign markets from which they are driven by U.S. excise taxes, and this, in turn, re-
duces the rate of return to domestic activities that make foreign operations otherwise profitable. Since there is
every reason to believe that a worldwide excise tax regime would have very significant effects on the participa-
tion of U.S. firmsin foreign markets, the associated economic costs are potentially enormous. The tax crediting
mechanism creates an odd pattern of U.S. excise taxes on foreign operations, with zero and even (in some cases)
negative excise taxes on foreign sales in some countries, whereas in other countries the U.S. system imposes
positive tax rates that vary with local excises. Even in circumstances in which U.S. firms sell in foreign markets
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despite the imposition of significant U.S. excise taxes on such sales, the volume of foreign activity will be re-
duced, and distorted among countries, as a result of such taxes. [FN45]

What possible justification could be offered for a home country excise tax regime such as that just de-
scribed? Many, if not all, of the same arguments commonly advanced in favor of worldwide income taxation
would apply with equal force to worldwide excise taxation. From the standpoint of the world as awhole, the be-
nefits of selling an additional gallon of gasoline in country A equals the benefit to consumers in country A,
which in turn is measured by the (tax-inclusive) price that consumers pay for the gasoline. [FN46] Since sellers
receive only the tax-exclusive price of gasoline, their incentives do not correspond * 289 to global efficiency ex-
cept in the unlikely event that excise taxes are the same everywhere. In the absence of residence-based world-
wide excise taxation, too few gallons of gasoline will be consumed in countries with high excise tax rates, and
(relatively) too many in countries with low excise tax rates. Domestic excise taxation might be said to encourage
U.S. firms to move their sales offshore. A system of residence-based taxation in effect harmonizes excise taxes
around the world from the standpoint of domestic producers.

An analogous argument would apply to domestic welfare, which, by the standard logic, is maximized by a
worldwide excise tax regime even less generous than that under consideration. Domestic welfare, the thinking
would go, is maximized by subjecting foreign sales to domestic excise taxation without provision of foreign tax
credits. The reason is that, from the standpoint of the United States, the value of selling a marginal gallon of
gasoline in a foreign market equals the profit that it generates, whereas the value of selling a marginal gallon of
gasoline in the United States equals the profit it generates plus the associated excise tax revenue. Equating these
two requires that the United States impose equal excise taxes on foreign and domestic sales.

One simple and entirely reasonable objection to subjecting foreign sales to home country excise taxation is
that excise taxes tend to be incorporated in sales prices, so that, for example, increasing a (commonly used
today, destination-based) excise tax on gasoline by $0.10 per gallon tends to be associated with roughly $0.10
per gallon higher gasoline prices. Of course, this incidence is unlikely to be exact, and indeed, both theoretical
and empirical studies of sales tax incidence find that prices can move by less than, or in some cases more than,
changes in excise tax rates. [FN47] But the efficiency argument--which is identical to the argument used by
Musgrave and many subsequent authors to support worldwide taxation--is valid on its own terms regardless of
the incidence of the tax. That is, the argument is unchanged whether or not gasoline taxes are incorporated fully
in consumer prices. Furthermore, and this is the underlying point, the same argument that consumer prices incor-
porate excise taxes applies to corporate income taxes, and for the same reason: Both excise taxes and corporate
income taxes increase the cost of doing business, and market forces translate higher costs into higher consumer
prices.

*290 B. Residence-Based Value-Added Taxation

The analysis of the efficiency properties of worldwide taxation, and the resulting apparent desirability of res-
idence-based excise taxes, applies with equal force to other taxes, such as value-added taxes. Suppose, for ex-
ample, that the United Kingdom were to tax value added on a residence basis, so the 17.5% British value-added
tax (VAT) rate would apply not only to goods and services sold in the United Kingdom (as it does currently),
but also to goods and services produced by U.K. resident firms sold for consumption abroad. Again, one can en-
tertain the possibility of a crediting scheme, in which taxpayers would be entitled to credit VATs paid to foreign
governments against their domestic tax liabilities. As of 2008 VATs were used by more than 140 countries in
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the world, though not one of them attempts to levy a VAT in this way. [FN48] It is instructive to consider the
implications of such a VAT, which offers a clue to why such adesign is so unpopular.

The application of such a VAT scheme by the United Kingdom would obviously stimulate an enormous re-
structuring of British foreign investment. By far the largest destination country for British foreign direct invest-
ment is the United States, and the absence of a U.S. VAT implies that the value added produced by the U.S. in-
vestment of British firms would be subject to a 17.5% VAT rate for any firms that do not have excess VAT
credits from other foreign operations. The British VAT scheme would have less purchase in Europe, given the
generally high VAT rates in the European Union, and indeed, the availability of excess VAT credits from
European operations might offset a significant portion of U.K. VAT liabilities on U.S. source income for some
British taxpayers. But in the circumstances in which worldwide taxation matters--when taxpayers would not
have excess foreign tax credits in the absence of active management--the residence-based VAT system would
impose significant burdens, and burdens that vary with local VAT rates.

How are taxpayers likely to respond to the introduction of residence-based value-added taxation? The obvi-
ous reaction is to shed, or avoid in the first place, ownership of value-added producing activities in jurisdictions
where British ownership triggers significant tax liabilities. Again, it does not follow that British firms would
maintain no U.S. operations; it is almost certain that they would continue at least some operations, despite the
tax cost. But the distortion to ownership, investment, and productivity would be enormous.

The older efficiency norms that underlie CEN and related concepts would evaluate residence-based value-
added taxation favorably. Policies*291 that allocate value added around the world based on pretax returns max-
imize world welfare, so the CEN logic implies that total (host country plus home country) value-added tax rates
should be the same everywhere. In the absence of worldwide tax harmonization, this can be achieved only by
home country tax regimes that offset any differences between domestic and foreign taxation, as in the hypothet-
ical British example. Home country welfare would be maximized by a different regime, in which after-for-
eign-tax returns are subject to home country value-added taxation at the normal rate. In the British example, a
firm producing $100 of value added in a country with a 20% VAT would pay a VAT of $20 to the foreign gov-
ernment and then $14 (17.5% * $80) to the U.K. government. This tax system, says the theory, maximizes home
country welfare.

C. Application to Income Taxes

No country attempts to tax sales or value-added on aresidence basis, doubtless deterred by some of the con-
siderations that are apparent from the preceding analysis. A very similar analysis can be offered for application
of the residence principle to worldwide property and other taxation. The reason to analyze these taxes is not be-
cause they might realistically be adopted by the United States or some other government in the near future, or
because they contain desirable features, but instead for the light that they shed on residence-based systems of
taxing corporate income earned in other countries. To put the matter directly: Why isit that residence-based ex-
cise, value-added, and property taxation are clearly undesirable policies, while residence-based income taxation
has not enjoyed the same unpopularity?

Residence-based taxation of foreign income has the same ownership effects as would residence-based excise
or value-added taxation, with the same (negative) impact on economic welfare. The economic consequences of
income taxation seem subtler than those of, say, excise taxation, but this is merely an illusion, since a $10 mil-
lion tax liability associated with U.S. ownership will discourage U.S. ownership of foreign business assets to the
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same extent whether the $10 million is called an income tax or an excise tax.

V1. Fairness and Distribution

This Part considers some of the fairness and income distribution considerations raised by the question of
whether or not to tax foreign income.

*292 A. Fairness

Simple fairness principles can have considerable purchase in tax design, and one of the powerful arguments
occasionally advanced in favor of taxing worldwide income is that the failure to do so would produce a system
that unfairly burdens taxpayers with domestic income relative to taxpayers with foreign income. [FN49] Even in
the absence of widely agreed-upon norms of fairness, this argument has considerable intuitive appeal, and there-
fore warrants careful consideration.

It is helpful to work through a simple, and somewhat extreme, example in order to identify the salient fair-
ness issues at stake in taxing (or exempting) foreign income. Compare two taxpayers, both earning $100 of
pretax income; one earns $100 domestically, where the income is subject to a 35% tax, whereas the other earns
$100 in ajurisdiction that does not tax corporate income at all. For simplicity, there are no other taxes in these
countries.

In the absence of worldwide residence-based taxation, it appears that the taxpayer with foreign income
somehow obtains an unfair advantage over the taxpayer earning domestic income. Both have (by assumption)
equivalent if not identical business operations; both benefit from the services that the home government
provides; but only the taxpayer whose income has a domestic source contributes resources to the provision of
home country government services. In such a setting, and with such reasoning, even the acknowledged equal
opportunity of any taxpayer to earn foreign income if desired hardly seems to allay fairness concerns.

On closer examination, however, the pretax situations of those earning foreign and domestic income betray
marked dissimilarities. In the example, the taxpayer with foreign business income operates in an environment in
which it is necessary to compete with other business interests that are not subject to the same home country tax
regime. Consider the case in which competing business interests are not subject to taxes beyond the local
source-basis tax, either because their business homes are countries that exempt foreign income from taxation, or
because they are domestic firms in the foreign country. The profits of these competing firms are therefore not
taxed at all, and competition among these firms therefore drives returns down to alevel at which the pretax rate
of return just equals the after-tax returns *293 available elsewhere. Put simply, the zero tax rate in the foreign
jurisdiction unleashes foreign competition that reduces the returns that investors can earn locally.

To the extent that investors are affected by local foreign competition, they incur costs that are associated
with the competition triggered by low foreign tax rates. For example, foreign investment attracted by low for-
eign tax rates will tend to bid up real local wages, increasing the cost of business for all investors. As a con-
sequence, it is more difficult than it would be otherwise for a firm to turn a profit in such a country; to put the
same matter differently, an investor in a zero-tax country pays an implicit tax in the form of lower returns pro-
duced by market competition.

The tax treatment of interest earned on state and local debt offers an instructive comparison. For most tax-
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payers, the exemption of state and local bond interest from taxable income offers a marked benefit, since, minor
complications aside, the after-tax rate of interest equals the pretax rate of interest. Does it follow that anyone
who invests in state and local bonds receives a significant windfall as a result? Certainly not, since the availab-
ility of the tax exemption greatly increases demand for these bonds, increasing bond prices and thereby depress-
ing market yields. With a sufficient number of top-bracket investors, market equilibrium requires that the risk-
adjusted after-tax return available from investing in state and local bonds equals the risk-adjusted after-tax re-
turn available from other securities held by top-bracket investors. [FN50] Thus the tax exemption for state and
local bond interest fails to ignite a groundswell of objection on the basis of fairness.

Fleming, Peroni, and Shay, among others, would distinguish on fairness grounds those implicit taxes paid on
tax-exempt debt from explicit taxes that are required to be remitted explicitly to governments. [FN51] Certainly
given the intrinsic vagueness of almost any notion of fairnessit isimpossible to identify a specific characteristic
that atax system must satisfy in order to be fair, and to declare any alternatives to be unfair. From the standpoint
of the ultimate distribution of income, the question remains whether an investor who has already paid an implicit
tax needs to be subject to an explicit home country tax in the name of fairness. There is the additional considera-
tion*294 that many intuitive notions of fairness grapple rather little, if at all, with the extraterritorial nature of
worldwide income production. On what fairness basis does foreign income production require domestic taxa-
tion? And is it fair for the United States to subject income earned in other countries to U.S. taxation, thereby
quite possibly affecting the distribution of income in foreign countries?

The same fairness argument that favors subjecting foreign income to domestic income taxation would also
favor subjecting foreign value-added to domestic value-added taxation, foreign sales to domestic sales taxation,
and similarly extending other domestic taxes to foreign activities. Why is there not a groundswell of fairness-
motivated objection to the territoriality of value-added taxes, particularly in countries such as Denmark and
Hungary that boast very high domestic VAT rates? In the case of the VAT, it is obvious that taxes are largely
capitalized into the prices of goods sold, so multinational firms do not obtain extraordinary tax benefits from
selling in countries with low VAT rates, since competition pushes down final output prices in such
places. Expressed differently, one pays an implicit tax on sales in jurisdictions with low tax rates. Exactly the
same process applies to income taxes, the only difference being that the implicit taxes are slightly less transpar-
ent.

B. Who Pays and Who Benefits?

The analysis of CON and other welfare benchmarks is premised in part on the notion that home countries be-
nefit from policies that improve the productivity and therefore profitability of home country companies. [FN52]
While this is not a logical necessity, there are at least two reasons why it is appropriate for the analysis to pro-
ceed on this basis. The first is that home country residents typically have strong stakes in the profitability of
home country companies through their interactions as owners, workers, suppliers, and consumers. Ownership is
the most obvious of these channels. The widely documented “home bias’ in asset ownership implies that do-
mestic residents are considerably more likely than others to own local companies and thereby benefit from their
profitability. [FN53] Greater profitability is likewise associated with higher wages and other benefits for mem-
bers of the community. The second reason comes from the analysis of Gordon, who notes that the burden of tax-
ation and its associated efficiency cost *295 is borne by local factors, such as labor and land. [FN54] If a small
open economy attempts to tax foreign income at a nonzero rate, then it discourages foreign multinational firms
from investing and the cost of this taxation is ultimately borne by local workers and landowners. [FN55] Hence,
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it is not necessary for local residents to own multinational firmsin order to be appropriately concerned about the
efficiency with which they are taxed.

It is possible to add some precision to the analysis of who bears the burden of taxing foreign income by con-
sidering the incidence of the corporate income tax writ large. In an open economy such as the United States,
capital taxes, of which corporate income taxes are only one species, are largely borne by factors that are fixed in
the United States. [FN56] In practice, this means that taxes paid by U.S. corporations, including taxes on their
foreign incomes, reduce real wages in the United States, doing so both through direct tax burdens and also
through indirect burdens in the form of reduced aggregate economic productivity. William Randolph estimates
that 70% of the U.S. corporate income tax burden is borne by labor, but this is a lower bound estimate. [FN57]
Randolph's model takes world capital supplies to be fixed, [FN58] which is unrealistic. Using a more appropri-
ate specification in which capital supply is an increasing function of real returns, the burden of capital income
taxation is borne to an even greater degree by local labor. [FN59]

VIl. Complications

Actual tax systems are considerably more distortionary than the stylized versions considered in this Art-
icle. Equity-financed corporate income is taxed twice by classical corporate tax systems while debt-financed
corporate income is taxed only once, [FN60] investments in certain industries and assets receive favorable tax
treatment not available to *296 other investments, [FN61] capital gains are taxed only upon realization, [FN62]
and then at rates that may differ from the rates at which other income is taxed, [FN63] and there are many other
income distinctions drawn by the tax system with little economic basis. In addition, activities that generate posit-
ive externalities, such as those that produce new technologies with economic spillovers, those that improve the
natural environment, or others, may fail to receive appropriate encouragement from the tax system in the form of
subsidies or reduced tax rates. The appropriate taxation of foreign income in an environment in which the tax
system is already imperfectly tailored to tax domestic income may differ from the system that the government
would want to adopt if its other tax policies were optimally designed. [FN64] The analysis nonethel ess serves as
auseful starting point for the design of optimal tax systems, but it is worth bearing in mind that it is only a start-
ing point.

Tax systems that exempt foreign income have the potential to put more pressure on aspects of the tax sys-
tem, such as the transfer pricing rules, that allocate income between domestic and foreign source. In some set-
tings with worldwide taxation, the source of income will not matter for domestic tax purposes, hence (domestic,
anyway) enforcement of these matters becomes an issue of little consequence. In tax systems that exempt for-
eign income, the source of income and expense becomes a matter of great importance.

The difficulty of articulating and enforcing a coherent regime that distinguishes domestic from foreign
source income is certainly a challenge for those who would base taxation on this distinction. This Article fol-
lows almost all of the preceding literature in taking enforcement matters to be outside the scope of the present
inquiry, in large part because the traditional case for worldwide taxation is not presented in those terms. [FN65]
And indeed, even incorporating the enforcement difficulties that tax systems face, the notion of adopting world-
wide taxation for no reason other than the difficulty of enforcing a transfer pricing regime has a strong element
of the transfer pricing tail wagging the tax system dog. Certainly transfer pricing is a difficulty, and * 297 should
be addressed on its own terms, not by changing every other element of international taxation.

A final issue that is difficult to evaluate, but potentially important, is the reaction of other governments to
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changes in U.S. tax policies. It is standard to assume that changes in U.S. policies do not affect the policies of
other governments, but this will not be the case in some competitive situations and if governments react stra-
tegically with each other. [FN66] Naturally, this consideration has the potential to change the optimal tax policy
from the standpoint of a government seeking to maximize the welfare of its own residents, since it enhances the
attractiveness of home country tax policies that encourage foreign governments to reduce their own taxation of
inward foreign direct investment. [FN67] Incorporating such spillovers in the choice of optimal tax policies re-
guires governments to determine the direction and magnitude of any effects of home country tax policies on for-
eign tax policies. [FN68] While the United States is a capital exporter of sufficient size potentially to influence
the tax policies of other countries, [FN69] most capital exporting countries are unlikely to have such effects and
therefore may not be influenced by this consideration. And even for the United States it is very difficult to es-
timate the effect of the home country tax regime on foreign tax policies.

VIII. Conclusion

A reconsideration of the taxation of foreign income islong overdue. It is surprisingly easy to grow comfort-
able with systems that tax foreign business income while providing foreign tax credits, doing so in the vague
sense that these systems promote national or world welfare. |If instead the opposite were the case, if as a result
of taxing foreign *298 income the welfare of domestic residents is gradually eroded as domestic business opera-
tions become less productive and less dynamic, it might not be immediately apparent in what is otherwise a
strong and affluent economy. Thisis a potential danger for large economies that persist in taxing foreign income
without regard to the resulting distortions to ownership and productivity. Whereas some forms of international
taxation, such as subjecting U.S. firms to U.S. excise taxes on their foreign sales, are transparently inefficient
and self-defeating, others, such as the current U.S. regime of taxing foreign income, are no less inefficient, only
somewhat subtler in their appearance.

Aslong as governments persist in taxing business income at source there also will be a need to determine the
appropriate residence-based taxation of business income. No single system produces efficient incentives at all
margins of behavior, since there are so many business activities that are taxed in so many different ways. It is
clear, however, that ownership is very important, and that international ownership is strongly influenced by tax-
ation. In a context of shifting ownership, there are significant costs associated with subjecting active foreign
business income to home country taxation, and these costs are not somehow recouped by preventing the outflow
of what otherwise would be domestic economic activity, since foreign business operations if anything increase
demand for domestic operations. Hence the feared loss of domestic tax base that might accompany exemption
of foreign incomeisillusory. Viewing foreign taxation through the lens of ownership, itself just a small change
in perspective on international taxation, has the potential to clarify the issues facing governments that tax busi-
ness income.

[FNal]. Richard A. Musgrave Collegiate Professor of Economics and Professor of Law, University of Michigan.
This Article draws on earlier work with Mihir Desai, to whom | am grateful for comments and for many stimu-
lating discussions of these topics. | also thank Rosanne Altshuler, Alan Auerbach, Mitchell Kane, Martin McMa-
hon, Daniel Shaviro, Stephen Shay, Michael Smart, and various seminar participants for many helpful comments
on earlier drafts.

[FN1]. Worldwide income taxation typically includes the taxation of individual incomes, but, in the interest of
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tackling one issue at a time, this Article puts the specific considerations that apply to individual income tax im-
plications of worldwide taxation and territoriality aside for a more propitious moment. As a practical matter,
worldwide taxation of business income by the United States is much more consequential in the sense of revenue
collected and burdens imposed than is U.S. worldwide taxation of individual income. As one indication of the
relative magnitudes involved, the aggregate foreign earned income reported by U.S. individuas filing Form
2555 in 2001, plus trust income earned in 2002, was $27.9 hillion. By contrast, the largest controlled foreign
corporations of U.S. corporations reported $160.1 hillion of after-tax foreign earnings and profits in 2002. Jeff
Curry & Maureen Keenan Kahr, Individual Foreign-Earned Income and Foreign Tax Credit, 2001, IRS, Stat. In-
come Bull., Spring 2004, at 98; Daniel S. Holik, Foreign Trusts, 2002, IRS, Stat. Income Bull., Summer 2005, at
134; Mike Masters & Catterson Oh, Controlled Foreign Corporations, 2002, IRS, Stat. Income Bull., Spring
2006, at 193. Any unreported income is of course not captured in these figures.

[FN2]. Code Général des Impbts art. 209 (stating that, subject to tax treaties and certain exceptions, only profits
from operations in France are subject to corporate income tax); id. art. 209B (providing an exception for con-
trolled corporations located in a country with a preferential tax regime); id. art. 238 bis. Ol (creating an anti-
abuse provision for French corporations that move assets out of France); id. art. 209 quinquies (allowing a
French corporation to be taxed on either consolidated profits or worldwide profits, with consent from the Min-
istry of Economy and Finance).

[FN3]. IRC §§ 901, 902.

[FN4]. Peggy Brewer Richman [Musgrave], Taxation of Foreign Investment Income: An Economic Analysis
(1963); Peggy B. Musgrave, United States Taxation of Foreign Investment Income: Issues and Arguments
(1969).

[FN5]. See Michael Keen & Hannu Piekkola, Simple Rules for the Optimal Taxation of International Capital In-
come, 99 Scand. J. Econ. 447 (1997); Joel Slemrod, Carl Hansen & Roger Procter, The Seesaw Principlein In-
ternational Tax Policy, 65 J. Pub. Econ. 163 (1997); James R. Hines Jr., The Case Against Deferral: A Deferen-
tial Reconsideration, 52 Nat'l Tax J. 385 (1999); Michael Keen & David Wildasin, Pareto-Efficient International
Taxation, 94 Am. Econ. Rev. 259 (2004).

[FN6]. See Mihir A. Desai & James R. Hines Jr., Old Rules and New Realities: Corporate Tax Policy in a Glob-
al Setting, 57 Nat'l Tax J. 937 (2004) [hereinafter Old Rules]; Mihir A. Desai & James R. Hines Jr., Evaluating
International Tax Reform, 56 Nat'l Tax J. 487 (2003) [hereinafter Tax Reform].

[FN7]. This Section and the Section that follows draw on Desai & Hines, Old Rules, note 6, and Desai & Hines,
Tax Reform, note 6.

[FN8]. See, e.g., Office of Tax Pol'y, Treasury Dep't, The Deferral of Income Earned through U.S. Controlled
Foreign Corporations: A Policy Study 53 (2000), available at ht-
tp:/lwww.treasury.gov/offices/tax-policy/library/subpartf.pdf; Staff of Joint Comm. on Tax'n, 102d Cong.,
Factors Affecting the International Competitiveness of the United States 246-48 (Comm. Print 1991); Robert J.
Peroni, J. Clifton Fleming, Jr. & Stephen E. Shay, Getting Serious About Curtailing Deferral of U.S. Tax on
Foreign Source Income, 52 SMU L. Rev. 455 (1999).

[FN9]. See Thomas Horst, A Note on the Optimal Taxation of International Investment Income, 94 Q.J. Econ.
793 (1980) (identifying circumstances in which the optimal taxation of foreign income corresponds to CEN).
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For a recent statement of the significance of CEN, see Donald J. Rousslang, Deferral and the Optimal Taxation
of International Investment Income, 53 Nat'l Tax J. 589 (2000).

[FN10]. See, e.g., Roger H. Gordon & James R. Hines Jr., International Taxation, in 4 Handbook of Public Eco-
nomics 1935 (Alan J. Auerbach & Martin Feldstein eds., 2002); Gary Clyde Hufbauer, U.S. Taxation of Interna-
tional Income: Blueprint for Reform (1992); see also Michael J. Graetz, Taxing International Income: Inad-
equate Principles, Outdated Concepts, and Unsatisfactory Policies, The David R. Tillinghast Lecture, NYU
School of Law (Oct. 26, 2000), in 54 Tax L. Rev. 261 (2001); Koichi Hamada, Strategic Aspects of Taxation on
Foreign Investment Income, 80 Q.J. Econ. 361 (1966); Hines, note 5; Keen & Piekkola, note 5.

[FN11]. See, e.g., Rousslang, note 9.

[FN12]. Levinsohn and Slemrod and Devereux and Hubbard analyze the behavior of oligopolistic firmsin world
markets, identifying the effects of home country tax rules on the behavior of foreign firms that compete with
home country firms. Michael P. Devereux & R. Glenn Hubbard, Taxing Multinationals, 10 Int'l Tax & Pub. Fin.
469 (2003); James Levinsohn & Joel Slemrod, Taxes, Tariffs, and the Global Corporation, 51 J. Pub. Econ. 97
(1993).

[FN13]. Mitchell Kane considers the tax implications of a different notion of efficient ownership, which ac-
counts for the differences between the implications he draws for efficient taxation and those of capital owner-
ship neutrality and national ownership neutrality. See Mitchell A. Kane, Ownership Neutrality, Ownership Dis-
tortions, and International Tax Welfare Benchmarks, 26 Va. Tax Rev. 53 (2006).

[FN14]. Id. at 27 (arguing that only when capital is equally productive in the hands of each investor would there
be an efficient allocation of capital ownership).

[FN15]. See, e.g., Michael J. Mclntyre, Guidelines for Taxing International Capital Flows: The Legal Perspect-
ive, 46 Nat'l Tax J. 315 (1993). There is ample evidence, reported in James R. Hines, Jr., Lessons from Behavi-
oral Responses to International Taxation, 52 Nat'l Tax J. 305 (1999), that tax rates influence the location of re-
ported pretax income.

[FN16]. Johannes Becker and Clemens Fuest analyze the effects of tax systems on incentives to undertake inter-
national mergers and acquisitions, concluding that international conformity, and in particular territorial taxation,
promotes efficient merger activity. See Johannes Becker & Clemens Fuest, Corporate Tax Policy and Interna-
tional Mergers and Acquisitions: Is the Tax Exemption System Superior? (Ctr. for Econ. Studies & Ifo Inst. for
Econ. Research, Working Paper No. 1884, 2007), available at http://ssrn.com/abstract=959991.

[FN17]. Desai & Hines, Tax Reform, note 6.

[FN18]. See James R. Hines, Jr., Altered States: Taxes and the Location of Foreign Direct Investment in Amer-
ica, 86 Am. Econ. Rev. 1076 (1996).

[FN19]. James R. Hines Jr., Tax Sparing and Direct Investment in Developing Countries, in International Taxa-
tion and Multinational Activity 39 (James R. Hines Jr. ed., 2001).

[FN20]. Mihir A. Desai & James R. Hines Jr., “Basket Cases’: Tax Incentives and International Joint Venture
Participation by American Multinational Firms, 71 J. Pub. Econ. 379 (1999); see also Rosanne Altshuler & R.
Glenn Hubbard, The Effect of the Tax Reform Act of 1986 on the Location of Assets in Financial Services
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Firms, 87 J. Pub. Econ. 109 (2003).

[FN21]. Rosanne Altshuler & Harry Grubert, Repatriation Taxes, Repatriation Strategies and Multinational Fin-
ancial Policy, 87 J. Pub. Econ. 73 (2003); Mihir A. Desai, C. Fritz Foley & James R. Hines Jr., Chains of Own-
ership, Regional Tax Competition, and Foreign Direct Investment, in Foreign Direct Investment in the Real and
Financial Sector of Industrial Countries 61 (Heinz Herrmann & Robert Lipsey eds., 2003).

[FN22]. Mihir A. Desai & James R. Hines Jr., Expectations and Expatriations: Tracing the Causes and Con-
sequences of Corporate Inversions, 55 Nat'l Tax J. 409 (2002).

[FN23]. Official transfers also enter the capital account, although these are typically of very small net mag-
nitude.

[FN24]. See Mihir A. Desai, C. Fritz Foley & James R. Hines Jr., Foreign Direct Investment and the Domestic
Capital Stock, Am. Econ. Rev., May 2005, at 33, 33.

[FN25]. See Christian Arndt, Claudia M. Buch & Monika Schnitzer, FDI and Domestic Investment: An In-
dustry-Level View 27 (Governance & the Efficiency of Econ. Sys., Working Paper No. 212, 2007), available at
http:// www.sfbtr15.de/dipa/212.pdf.

[FN26]. See Walid Hejazi & P. Pauly, Motivations for FDI and Domestic Capital Formation, 34 J. Int'l Bus.
Stud. 282, 282-83, 286 (2003) (demonstrating that outbound foreign direct investment increases domestic capital
stock when directed toward some countries and decreases it when directed toward others).

[FN27]. See Mihir A. Desai, C. Fritz Foley & James R. Hines Jr., Domestic Effects of the Foreign Activities of
U.S. Multinationals, 1 Am. Econ. J.: Econ. Pol'y 181, 201 (2009).

[FN28]. See Helen Simpson, How Does Overseas Investment Affect Activity at Home? 29-30 (Apr. 2008)
(unpublished manuscript, available at http:// www.ifs.org.uk/docs/etpf/simpson.pdf).

[FN29]. See Jorn Kleinert & Farid Toubal, The Impact of Locating Production Abroad on Activities at Home:
Evidence from German Firm-Level Data 23 (Eberhard-Karls Univ. Tibingen, Discussion Paper No. 314, 2007),
available at http://tobias-lib.ub.uni-tuebingen.de/volltexte/2007/3081/pdf/314.pdf.

[FN30]. See Desai et al., note 27, at 182.
[FN31]. Id. at 192.
[FN32]. Id. at 182.

[FN33]. As Hines and others note, the welfare cost of excessive investment in low-tax countries takes country
tax rates to be unrelated to the social value of FDI. See Hines, note 5, at 398.

[FN34]. Id.

[FN35]. Reg. 88 1.861-8, 1.861-8T, 1.861-9, 1.861-9T, 1.861-10, 1.861-10T (apportioning income, interest ex-
pense, and other expenses through a formulary approach).

[FN36]. Daniel Shaviro criticizes U.S. interest expense rules, and observes that, given the problems of world-
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wide allocation, even a country committed to CEN might want to consider tracing interest expenses rather than
using aformulato alocate interest. Daniel N. Shaviro, Does More Sophisticated Mean Better? A Critique of Al-
ternative Approaches to Sourcing the Interest Expense of U.S. Multinationals, 54 Tax L. Rev. 353, 356-57
(2001).

[FN37]. We could envision aworld in which foreign governments might permit the firm to deduct the other $75
of its expenses against income earned in their country, though thisis of course not the world we inhabit. The dis-
cussion that follows assumes that governments do not permit deductions for general expenses incurred in other
countries, asis indeed the universal practice.

[FN38]. See Shaviro, note 36, at 354.

[FN39]. See notes 24-30 and accompanying text. It is worth emphasizing that a system of CON and NON would
subject truly passive foreign income to domestic taxation. See Desai & Hines, Old Rules, note 6, at 950 & n.22.
One can think of a parent company using the proceeds from issuing a bond to invest in a foreign affiliate that
uses its invested capital to buy the bond. In such a case, either the home country should subject the foreign in-
come to taxation and permit a deduction for domestic interest expenses, or else exempt the foreign interest in-
come from taxation and deny the domestic interest expense deduction. The argument in this Section presumes
that the passive foreign interest income would be taxed by the home government.

[FN40]. IRC §§ 901, 902.
[FN41]. IRC 88 901(b), 902(c)(4)(A); see also Reg. § 1.901-2.

[FN42]. See Mihir A. Desai, C. Fritz Foley & James R. Hines Jr., Foreign Direct Investment in a World of Mul-
tiple Taxes, 88 J. Pub. Econ. 2727 (2004).

[FN43]. See Karen Nelson Moore, The Foreign Tax Credit for Foreign Taxes Paid in Lieu of Income Taxes: An
Evaluation of the Rationale and a Reform Proposal, 7 Am. J. Tax Pol'y 207, 219-24 (1988) (discussing and criti-
cizing the incidence justification).

[FN44]. One method of selling foreign operations to foreign companies not subject to the U.S. tax regime is for
a U.S. company to expatriate by inverting the corporate structure to establish non-U.S. ownership of its foreign
operations. The adoption of residence-based excise taxation would certainly increase incentives to expatriate,
and there is ample evidence that expatriation behavior is sensitive to incentives. See, e.g., Desai & Hines, note
22. The discussion that follows limits its analysis to situations in which domestic firms face sufficient economic
or political costs of expatriating that they do not avail themselves of this option.

[FN45]. Desai et al., note 42, offers evidence of the impact of taxes other than income taxes on the volume of
foreign activity by U.S. businesses.

[FN46]. This discussion of the example of gasoline excise taxes puts aside one of the primary considerations in
taxing gasoline, namely the externalities associated with the environmental, health, congestion, and other con-
sequences of consuming gasoline. To the degree that countries differ in their gasoline excise taxes based on dif-
ferences in levels of local externalities, then global efficiency requires preserving these differences, and not off-
setting them with a residence-based system. But of course the same point applies to income taxes, as noted
above and in Hines, note 5, at 398.
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[FN47]. See, e.g., Timothy J. Besley & Harvey S. Rosen, Sales Taxes and Prices: An Empirical Analysis, 52
Nat'l Tax J. 157 (1999); James M. Poterba, Retail Price Reactions to Changes in State and Local Sales Taxes, 49
Nat'l Tax J. 165 (1996).

[FN48]. OECD, Consumption Tax Trends 2008: VAT/GST and Excise Rates, Trends and Administrative Issues
118-19 (2008) (listing the 143 countries using a VAT).

[FN49]. See, e.g., J. Clifton Fleming, Jr., Robert J. Peroni & Stephen E. Shay, Fairness in International Taxa-
tion: The Ability-to-Pay Case for Taxing Worldwide Income, 5 Fla. Tax Rev. 299, 342-43 (2001). But see
Nancy H. Kaufman, Fairness and the Taxation of International Income, 29 Law & Pol'y Int'l Bus. 145, 203
(1998) (criticizing the justification that fairness principles mandate that international income be subject to home
country taxation).

[FN50]. As it happens, there appears to be insufficient demand for state and local debt among top-bracket in-
vestors, as the implied tax rate from tax exempt bond yields is below the 35% top federal rate. See Michael J.
Graetz & Deborah H. Schenk, Federal Income Taxation: Principles and Policies 224 (6th ed. 2009) (ratio of
yields generally about 75%). As a consequence, a taxable investor facing a 35% tax rate in most years receives a
small windfall from buying state and local debt.

[FN51]. See, e.g., Fleming et al., note 49, at 317-18.
[FN52]. See Desai & Hines, Tax Reform, note 6, at 493.

[FN53]. Cf. Michael J. Graetz & Itai Grinberg, Taxing International Portfolio Income, 56 Tax L. Rev. 537, 551
(2003) (discussing “home bias’ in the context of portfolio income).

[FN54]. Roger H. Gordon, Taxation of Investment and Savings in a World Economy, 76 Am. Econ. Rev. 1086,
1095 (1986).

[FN55]. Id. at 1096.

[FN56]. Arnold C. Harberger, The ABCs of Corporate Tax Incidence: Insights into the Open-Economy Case, in
Tax Policy and Economic Growth 51, 65 (1995); Laurence J. Kotlikoff & Lawrence H. Summers, Tax Incid-
ence, in 2 Handbook of Public Economics 1043 (Alan J. Auerbach & Martin Feldstein eds., 1987).

[FN57]. William C. Randolph, International Burdens of the Corporate Income Tax 25 (Cong. Budget Office,
Working Paper No. 2006-09, 2006).

[FN58]. 1d. at 8.

[FN59]. See Don Fullerton & Gilbert E. Metcalf, Tax Incidence, in 4 Handbook of Public Economics, note 10,
at 1787, 1833.

[FN60]. Compare IRC § 11 (imposing a tax on corporate income), and IRC 88 301, 316 (imposing a sharehold-
er-level tax on dividend distributions), with IRC § 163(a) (allowing a corporate-level deduction for interest paid
or accrued).

[FN61]. See, e.g., IRC 8§ 38(b) (detailing various favored investments that generate business tax credits).
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[FN62]. See IRC & 1001(a) (requiring a“sale or other disposition”).

[FN63]. Compare IRC § 1(h) (providing capital gains rates), with IRC 8 1(a) (providing rates for ordinary in-
come).

[FN64]. For an extended analysis of this point, see generally Hines, note 5.

[FNG5]. See, e.g., Lawrence Lokken, Territorial Taxation: Why Some U.S. Multinationals May Be Less Than
Enthusiastic About the Idea (and Some |deas They Really Dislike), 59 SMU L. Rev. 751, 757 (2006) (discussing
CEN as the primary justification for worldwide taxation).

[FN66]. For articles exploring issues related to strategic setting of tax rates on foreign income by imperfectly
competitive governments, see, e.g., Eric W. Bond & Larry Samuelson, Strategic Behaviour and the Rules for In-
ternational Taxation of Capital, 99 Econ. J. 1099 (1989); Martin Feldstein & David Hartman, The Optimal Taxa-
tion of Foreign Source Investment Income, 93 Q.J. Econ. 613 (1979); Roger H. Gordon, Can Capital Income
Taxes Survive in Open Economies?, 47 J. Fin. 1159 (1992); Hamada, note 10; David G. Hartman, Deferral of
Taxes on Foreign Source Income, 30 Nat'l Tax J. 457 (1977); William H. Oakland & Y ongsheng Xu, Double
Taxation and Tax Deduction: A Comparison, 3 Int'l Tax & Pub. Fin. 45 (1996).

[FN67]. See Feldstein & Hartman, note 66, at 622.
[FN68]. Id. at 621.

[FN69]. See, e.g., Charles E. McLure, Jr. & George R. Zodrow, A Hybrid Consumption-Based Direct Tax Pro-
posed for Bolivia, 3 Int'l Tax & Pub. Fin. 97, 97 (1996) (documenting the reluctance of the government of
Boliviato introduce a cash-flow style corporate income tax due to its potential noncreditability by U.S. investors
in Bolivia). Case-specific tax provisions, such as individually-negotiated tax holidays, are more likely to be in-
fluenced by home country tax rules. See, e.g., Hines, note 19 (reporting evidence concerning the effect of “tax
sparing” on local tax rates in developing countries).
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Prof. Michael . Graetz*

A Multilateral Solution for the Income Tax
Treatment of Interest Expenses

The question of the proper treatment of interest
expenses has generally been looked at from the
perspective of either inbound or outbound
investment and with the view that nations are
either debtors or creditors, not both. As a result,
the issues of residence countries’ limitations on
interest deductions on borrowing to finance tax-
favoured foreign-source income, on the one
hand, and of source countries’ restrictions on
interest deductions intended to limit companies’
ability to strip income from a higher-tax to a
lower-tax country, on the other, have generally
been treated as separate issues, with no real
effort to show how they relate. This article
demonstrates their linkage and proposes a
multilateral solution that would address both of
these problems.

1. Introduction

Although there has been some discussion in recent years
of the treatment of borrowing and its attendant interest
expenses, the tax treatment of this expense has generally
received less analysis than that of business income. Some
recent developments, however - including greater tax-
payer sophistication in structuring and locating interna-
tional financing arrangements, increased government
concerns with the role of debt in sophisticated tax avoid-
ance techniques, and disruption by decisions of the
European Court of Justice (ECJ) of a host of Member
States’ regimes for limiting interest deductions - have
stimulated new laws and policy controversies concern-
ing the international tax treatment of interest expenses.
Recent developments make clear the complexity, the
incoherence and the futility of countries acting inde-
pendently to limit interest deductions.! They also raise
fundamental questions about the proper treatment of
interest expenses and whether other expenses, such as
for headquarters costs or research and development
(R&D), should raise similar concerns.

National rules are in flux regarding the financing of both
inbound and outbound transactions. When outbound
investments are financed by debt, the question arises
whether the fact that the foreign-source income will be
deferred or taxed at lower rates justifies the home coun-
try limiting the deductibility of interest expenses. In the
United States and the United Kingdom, for example,
attention has recently focused on whether to allocate and
disallow interest deductions connected to foreign-source
income under a dividend exemption system.? Also in the
US., House Ways and Means Committee Chairman
Charles Rangel (Democrat, New York) has introduced
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legislation under the U.S. foreign tax credit system that
would allocate and postpone interest deductions on out-
bound investments until dividends are repatriated.’

The EU Member States have recently been revising their
treatment of interest deductions with special concern
for the taxation of inbound investments. As in the out-
bound context, the critical questions stem from govern-
ment concerns about the potential for a disappearing
corporate tax base. In Europe, the greatest attention has
focused on the treatment of “fat” or “thin” capitalization
rules (known in the U.S. as “earnings stripping rules”).
Reconsideration of Member States’ limitations on inter-
est deductions in this context was required by the ECJ in
its 2002 decision in the Lankhorst-Hohorst case (and
subsequent decisions), which struck down Germany’s
thin capitalization rules as applied to interest paid to
companies from other Member States as a violation of
the freedom of establishment guarantee of the EC
Treaty.* These ECJ decisions require equal treatment of

* © Michael J. Graetz, 2008. Justus S. Hotchkiss Professor, Yale Law
School, New Haven, Connecticut.

1. Fora useful summary of recent developments, see the excellent General
Report authored by Pascal Hinny and the 34 Branch Reports on Subject 2:
New tendencies in tax treatment of cross-border interest of corporations, in
Cahiers de droit fiscal international, Vol. 93b (2008) (62nd Congress of the
International Fiscal Association, Brussels, 2008). See also Arnold, Brian, Gen-
eral Report on Subject I: Deductibility of interest and other financing charges
in computing income, in Cahiers de droit fiscal international, Vol. 79a (1994),
at 491 (48th Congress of the International Fiscal Association, Toronto, 1994);
and Shaviro, Daniel N.,“Does More Sophisticated Mean Better? A Critique of
Alternative Approaches to Sourcing the Interest Expense of American Multi-
nationals”, 54 Tax Law Review 353 (2001).

2. The proposals by the U.S. Joint Committee on Taxation and the Presi-
dent’s Advisory Panel on Federal Tax Reform for a dividend exemption system
would require the allocation and disallowance of interest expenses incurred
to earn foreign-source income. See U.S. Joint Committee on Taxation, Options
to Improve Tax Compliance and Reform Tax Expenditures, JCS-02-05 (27 Janu-
ary 2005); and Presidents Advisory Panel on Federal Tax Reform, Simple, Fair,
and Pro-Growth: Proposal to Fix Americas Tax System (Washington, D.C.: U.S.
Government Printing Office, 2005). In contrast, the U.S. Department of the
Treasury recently issued a report on the competitiveness of U.S. businesses
that suggests a dividend exemption system with no allocation of interest. U.S.
Department of the Treasury, Approaches to Improve the Competitiveness of the
U.S. Business Tax System for the 21st Century (20 December 2007). See also
HM Treasury and HM Revenue & Customs, Taxation of the Foreign Profits of
Companies: A Discussion Document (June 2007).

3. Tax Reduction and Reform Act of 2007, H.R. 3970, 110th Congress,
§$ 975-977 (2007). This is one of several proposals designed to help finance a
lower corporate income tax rate in the United States. In addition, Congress
passed legislation in 2004, effective in 2009, that would shift from water’s edge
interest allocation to worldwide allocation for purposes of determining the
foreign tax credit limitation, but that change has now been postponed until
2011. Housing and Economic Recovery Act of 2008, Public Law 110-289, 122
Stat. 3039. See discussion at notes 19-21, infra.

4. Lankhorst-Hohorst GmbH v. Finanzamt Steinfurt, Case C-324/00, 2002
ECR I-11,779. In Lankhorst-Hohorst, the ECJ considered a law under which
German subsidiaries of non-German parent companies were denied deduc-
tions for interest paid to the foreign parent company when the subsidiary
had a high debt-to-equity ratio, although such deductions were allowed for
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borrowing by domestic and non-domestic companies
that are from the EU Member States. In response, Ger-
many now limits interest deductibility to a specified per-
centage (30%) of “earnings before interest, tax, deprecia-
tion and amortization” (EBITDA) without regard to
whether the borrowing is from a foreign lender or a
related company. Similar rules are being enacted or con-
sidered by certain other EU Member States.

In November 2007, the U.S. Treasury issued a report on
earnings stripping in response to a congressional man-
date requiring such a study as part of legislation dealing
with corporate inversions from U.S.-headquartered to
foreign-headquartered companies.’ In Canada, ques-
tions about limitations on interest deductions have
arisen in the context of a broad review of international
tax policy.® And in Belgium, for example, a notional
interest deduction based on a company’s net assets was
enacted in 2006 in an effort to reduce the advantages for
debt over equity financing.” In addition to the foregoing
specific rules, interest deductions may also be disal-
lowed under general anti-abuse rules or transfer pricing
regimes.

Some countries levy withholding taxes on cross-border
payments of interest, although most do not. Where
applicable, the withholding tax rates vary from about
12.5% (Italy) to nearly 42% (Mexico), but are often
reduced or eliminated by bilateral tax treaties. (The
OECD Model Tax Convention sets a maximum rate of
10%.) These treaty reductions are, in turn, restricted to
residents of the treaty country by limitation on benefits
clauses in the treaties. Obviously, a sufficiently high
withholding tax on payments of interest can substitute
for disallowing interest deductions.

As this very brief overview implies, the treatment of
cross-border interest payments is now one of the most
complex aspects of income tax law. Rules differ among
countries and contexts. As a result of the decisions of the
ECJ, some uncertainty remains in Europe about what
rules are permissible. The subject is further complicated
by different countries varying approaches to distin-
guishing interest payments from dividends. Moreover,
because money is fungible, it is difficult in both theory
and practice to know the “purpose” of specific borrow-
ing. Nevertheless, many countries attempt to “trace” bor-
rowed funds to their use, creating opportunities for cre-
ative tax planning and inducing inevitable disputes
between taxpayers and tax collectors.

These disparities in law and practice create opportuni-
ties for either double or zero taxation. Since taxpayers
generally have great control over the location of their
borrowing, there is considerably greater risk of the latter.

Heretofore, in both the literature and policymaking, the
question of the proper treatment of interest expenses
has generally been looked at from the perspective of
either inbound or outbound investment and with the
view that nations are either debtors or creditors, not
both. As a result, the issues of residence countries limita-
tions on interest deductions on borrowing to finance
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low-taxed, exempt or deferred foreign-source income,
on the one hand, and of source countries restrictions on
interest deductions intended to limit companies’ ability
to strip income from a higher-tax to a lower-tax country,
on the other, have generally been treated as separate
issues. Each of these issues has been discussed in the lit-
erature, but there has been no real effort to show how
they relate. A fundamental contribution of this article is
to demonstrate their linkage and to call for a multilateral
solution that would address both of these problems.

I shall use the following simple and stylized example to
illustrate the fundamental issues and to show how they
are connected. At the outset, the example assumes that
the purpose of the taxpayer’s borrowing is known; I shall
deal subsequently with this oversimplification.

2. A Simple Example to Illlustrate the Issues

Assume three countries: H — with a corporate income
tax rate of 35%, M — with a 25% rate, and L — with a 15%
rate. H is a high corporate tax rate country, such as the
U.S. or Japan; M, like most of western Europe, has a cor-
porate tax rate a bit below the OECD average; and L, like
China and Ireland for example, has a low corporate tax
rate. For simplicity of exposition, H is assumed to want
to tax only the domestic-source income of both its resi-
dents and non-residents, and it therefore exempts for-
eign-source dividends.® The policy choice for H is (1)
allowing interest deductions in full whenever borrowing
occurs in H without regard to where the investment it
finances occurs, or (2) disallowing interest deductions
when borrowing is determined to be used for investing
abroad. Thus, to the policymakers of H, the question is
whether to disallow interest deductions when interest is
incurred to finance exempt (or low-taxed) income. For
reasons that will be made clear subsequently, an interest
disallowance regime should disallow interest deductions
only when the company’s borrowing is disproportion-
ately greater in H than elsewhere based on an allocation
of interest expenses that compares the ratio of the com-
panys H borrowing to H assets with the ratio of its
worldwide borrowing to worldwide assets.

payments by German subsidiaries to German parent companies. See also
Bosal Holding, Case C-168/01 (13 October 2003); and Test Claimants in the
Thin Cap Group Litigation, Case C-524/04 (13 March 2007).

5. US. Department of the Treasury, Report to the Congress on Earnings
Stripping, Transfer Pricing and U.S. Income Tax Treaties (November 2007).

6. The 19 March 2007 Canadian federal budget included a proposal to
eliminate the deductibility of interest on debt incurred by Canadian corpora-
tions to finance foreign affiliates. In the face of significant criticism,
on 14 May 2007 Minister of Finance Jim Flaherty announced significant
changes to the interest deductibility proposals. The 14 May 2007 news release
is available on the Department of Finance web site at www.fin.gc.ca/
news07/07-041e.html. The 2007 Canadian federal budget is available at
www.budget.gc.ca/2007/index_e.html.

7. See Martin, Stéphane and Patrick Smet, Branch Report for Belgium
on Subject 2: New tendencies in tax treatment of cross-border interest of
corporations, in Cahiers de droit fiscal international, Vol. 93b, supra note 1,
at 127,139.

8. Tusean exemption system for illustrative purposes here both for clarity
in the exposition of the issues and because it is the dominant method of
relieving double taxation of income on outbound investment within the
OECD. Only the Czech Republic, Ireland, Japan, Korea, Mexico, New Zealand,
Poland, the United Kingdom and the United States use foreign tax credits. U.S.
Department of the Treasury, supra note 2, at 19, Table 1.5.

BULLETIN FOR INTERNATIONAL TAXATION NOVEMBER 2008 ‘ 487



Articles

Take a simple case where an H resident company bor-
rows 100 in H to finance an investment of 100 in L.
Assume that the interest expense is 10 and the income
from the L investment is 15. If the interest expense were
deducted against the L income, the net income from the
L investment would be 5, which at the 15% L rate would
yield an L income tax of 0.75 and after-tax income of
4.25 to the H company. There would be no domestic
income or deduction in H and no H tax.

If borrowing could be traced to its use, this seems a plau-
sible answer. But, because money is fungible, such tra-
cing is not feasible in practice (despite the commonplace
efforts to do so). So it seems reasonable to conclude that
the company borrowed in order to keep all of its world-
wide assets (rather than selling one or more assets to
make the investment in L) and to avoid issuing new
equity. This explains why H should treat borrowing as
occurring proportionately to the H company’s world-
wide assets.”

If, however, H has no interest disallowance rule and
allows the 10 of interest to be deducted in full against
other income that would otherwise be taxed by H at its
35% rate, this would save the company 3.50 in H income
taxes. The 15 of income in L would result in an L income
tax of 2.25. The H company would have earned 6.25 after
tax on an investment yielding just 5 before tax — imply-
ing not just zero taxation of the L income, but in fact a
negative rate of taxation, a subsidy for this investment.
From the point of view of H, this investment would have
cost it 3.50 in foregone revenue, 1.25 of which would go
to the H company and 2.25 of which would go to the
treasury of L. Perhaps some argument (presumably on
competitiveness grounds) can be made for H subsidiz-
ing this investment by the H company, but what argu-
ment is there in a case such as this for transferring rev-
enues from H5 treasury to the treasury of L simply
because the company chose to locate its borrowing for
this investment in H? If H is revenue constrained, the
3.50 of revenue lost on this investment must be made up
from somewhere else, and important economic and dis-
tributional consequences will turn on who and what is
taxed.

Moreover, at its 15% tax rate, the government of L should
get only 0.75 in income taxes on an investment yielding
a pre-tax profit of 5, rather than the 2.25 it did receive -
an amount equivalent to levying a 45% tax on the com-
pany’s before-tax profits. Under current arrangements,
however, L will allow no deduction for interest expenses
when the borrowing takes place in H, so the government
of L might get 2.25 in taxes whether H allows the interest
deduction or not. But the consequences will be very dif-
ferent depending on whether that money comes from
the H company or from other H taxpayers. If H disallows
the entire interest deduction in this case and L does not
allow any deduction because the borrowing occurred in
H, H will collect its 35% tax on the company’s domestic
income and, as indicated above, Ls income tax of 2.25
would produce a tax rate of 45% on this investment - a
rate higher than that in either of these countries. In other
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words, there would be a significant element of double
taxation.

The H company, of course, could avoid this double tax
by, for example, locating the borrowing in L rather than
H.And if each country is to tax the net domestic income
earned there, the interest deduction should be allowed
by L, not H.

Internation equity also supports this result. In this
example, the source country is given not only the first
bite at taxing the active business income earned there,
but the sole claim on taxing such income. Given the pri-
ority of source countries on the asset side, why should
the residence country also be required to lose revenue
on the liability side? The source country, by not allowing
deduction of the interest, is the cause of the double tax.
Why should it be the residence country’s responsibility
to undo that result — especially when the residence
country is not even making a residual claim to tax the
foreign income?

For an important variation on this basic example,
assume now that M, with its income tax rate of 25%, has
no interest disallowance rule. If the H company also has
income and assets located in M, it might choose to bor-
row in M instead of H or L and deduct the 10 of interest
against income that M would otherwise tax. In that case,
the H company would save 2.50 of tax in M and pay
income tax to L of 2.25 for an after-tax return of 5.25 on
an investment yielding 5 before tax - again earning a
return that is higher after tax than before tax. In this case,
however, the 0.25 subsidy to the H company and the 2.25
transfer to the treasury of L would come from the tax-
payers of M rather than H.

The policymakers of the M government would view this
transaction as a problem of earnings stripping (or thin
capitalization) by the H company. Thus, economically
similar transactions will fit into different traditional
analytic boxes depending on which country is examin-
ing the transaction and where the borrowing takes place.

Here again, if the borrowing company were resident in
M, it is perhaps conceivable that some argument or
empirical claim could be advanced for this treatment (as
before, no doubt grounded in the competitive advan-
tages to M5 residents of a resident company making this
investment''), but it seems impossible to fashion an

9. Tignore here the theoretical difficulty and practical necessity of using
the book value rather than the fair market value of assets. Relying on basis,
rather than value, does have the advantage of resolving the difficult issue of
intangible assets since the costs of self-created intangibles are typically
deducted rather than capitalized.

10. In theory, the revenue lost to H through the interest deduction might be
made up if H were to tax the lender on the interest income. While the precise
dimensions of this possibility are difficult to get a handle on, as a practical
matter, given the large holdings of U.S. corporate debt in tax-exempt retire-
ment accounts, university endowments and other tax-exempt entities and by
foreigners, this is quite unlikely - at least in the U.S.

11.  See Samuels, John, Vice President & Senior Counsel of Tax Policy and
Planning, General Electric, “True North: Charting a Course for U.S. Interna-
tional Tax Policy in the Global Economy’, the David R. Tillinghast Lecture on
International Taxation, 25 September 2007 (forthcoming in Tax Law Review);
see also the discussion at notes 35-37, infra.
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argument that this transfer from the treasury of M to
both the H company and L5 treasury makes any sense at
all as a deliberate policy choice of M. Of course, if M is
an EU Member State, the decisions of the ECJ in
Lankhorst-Hohorst and subsequent cases might not
allow it to treat an H company any differently than an M
company.'? And it is also possible that the non-discrimi-
nation clause of M5 bilateral tax treaties might foreclose
it from making such a distinction."

To complete the analysis, it is worth noting that an M
company contemplating a debt-financed investment in
L would have an incentive to do its borrowing in H (if it
had assets and income there) so that its interest deduc-
tion would offset income that would otherwise be taxed
at Hs higher 35% rate. Thus, H will also have earnings
stripping (or thin capitalization) problems to deal with.

3. How Interest Expenses Should Be Allocated
3.1. A word about source

It is fundamental that, except in the context of a system
of current taxation of worldwide income with an unlim-
ited foreign tax credit — a system that no country now
has, ever has had, or is likely ever to have - it is essential
for each nation to distinguish between domestic-source
income and foreign-source income. The consequences
of this distinction vary depending on a country’s tax rate
and its system for avoiding double taxation. In the U.S.
foreign tax credit system, for example, the distinction
between foreign-source and domestic-source income is
important principally for determining the limitation on
foreign tax credits; in an exemption system, it is impor-
tant for measuring taxable versus exempt income.

But, as is well known, the “source” of income is not well
grounded economically, nor is it conceptually straight-
forward." In many instances (not discussed here),
archaic rules and distinctions prevail."> Moreover, the
current rules often stem from political decisions and
compromises made scores of years ago when capital was
far less mobile. The sourcing of interest, for example, was
a contentious decision made in the 1920s during the ini-
tial formulation of international agreements for reliev-
ing double taxation.' Since both net foreign-source and
domestic-source income must be measured, however, it
is necessary to source both income and deductions, even
if the current sourcing rules seem arbitrary and archaic.

3.2. The effect of different rules in different countries

As the foregoing example illustrates and the empirical
economics literature amply demonstrates, different tax
rates in different countries create incentives for compa-
nies both in choosing where to locate real investments
and in shifting income and deductions around the
world."” And, as the example above illustrates, when
countries differ in their rules for determining the source
of a particular kind of income, both double taxation and
zero (or even negative) taxation can occur. U.S. multina-
tionals frequently complain, for example, about the dou-
ble taxation that occurs because the US. allocates and
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disallows interest (for foreign tax credit limitation pur-
poses) while other countries do not allow deduction of
the interest disallowed by the U.S. They stifle such com-
plaints, however, when in other contexts the lack of har-
monization allows them to avoid taxation in any coun-
try."® In the absence of multilateral agreement, these
difficulties, opportunities and issues will persist.

As a result, it is treacherous to evaluate companies’
claims of competitive disadvantage based on pairwise
distinctions of specific rules. To know whether a com-
pany headquartered in one country is advantaged or dis-
advantaged compared to another company headquar-
tered elsewhere, one would have to compare the totality
of consequences of similar investments. In the literature,
this typically occurs only through efforts to measure the
overall effective tax rates. These exercises typically sim-
ply assume a certain proportion of debt and equity
finance, and therefore do not address the issues I am
addressing here, in particular, the location of borrowing.
In any event, piecemeal policy-by-policy comparisons
should be taken with a grain of salt; a disadvantage in
one aspect of tax policy may be compensated for by an
advantage elsewhere. Taxpayers obviously have incen-
tives to highlight their disadvantages rather than their
advantages.

3.3. The particular difficulty of tracing interest
deductions to the income the borrowing finances

Given the fungibility of money, knowing the purpose of
borrowing is an impossible quest. Nevertheless, even for
purely domestic investments, the U.S. tax law, for exam-
ple, distinguishes among categories of personal interest,
investment interest and a wide variety of business inter-
est costs. The U.S. has essentially been undaunted by the
folly of attempting to trace borrowed money to its use.
So have many other countries. This is one reason why
the tax provisions governing interest deductions, which
frequently condition the deductibility of interest on the

12. Lankhorst-Hohorst, supra note 4, and the cases cited there.

13. Such claims were made - but ignored by the United States - in connec-
tion with the enactment of the U.S. earnings stripping rules. Graetz, Michael J.
and Alvin C. Warren, Jr., “Income Tax Discrimination and the Political and
Economic Integration of Europe’, 115 Yale Law Journal 1186 (2006); Warren,
Jr., Alvin C., “Income Tax Discrimination Against International Commerce’,
54 Tax Law Review 131 (2001).

14.  Ault, Hugh J. and David Bradford, “Taxing International Income: An
Analysis of the US. System and Its Economic Premises’, in Razin, Assaf and
Joel Slemrod (eds.), Taxation in the Global Economy (1990), at 11.

15. See e.g. Coldn, Jeffery M., “Financial Products and Source Basis Taxa-
tion: U.S. International Tax Policy at the Crossroads’, 1999 University of Illinois
Law Review 775.

16. See Graetz, Michael J. and Michael O'Hear, “The ‘Original Intent’ of
International Taxation’, 46 Duke Law Journal 1021 (1997).

17. Gordon, Roger H. and James R. Hines, International Taxation, National
Bureau of Economics Research Working Paper No. 8854-4 (2002); European
Commission, Commission Staff Working Paper, Company Taxation in the
International Market, COM(2001) 582 (2001).

18.  Kane, Mitchell, “Strategy and Cooperation in National Responses to
International Tax Arbitrage’, 53 Emory Law Journal 89 (2004); Ring, Diane,
‘One Nation Among Many: Policy Implications of Cross-Border Tax
Arbitrage, 44 Boston College Law Review 79 (2002); Rosenbloom, H. David,
“International Tax Arbitrage and the International Tax System”, 53 Tax Law
Review 137 (2000).
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purpose of the indebtedness, are now among the most
complex in the income tax. These complexities, and the
controversies about them, often occur, as in the instant
context, because of the tax-favoured treatment of assets
financed with borrowed funds.

In the context of cross-border investments, beginning
with the regulations issued in 1977, the U.S. generally
accepted the fact that money is fungible and appor-
tioned the interest expense of U.S. corporate entities for
foreign tax credit purposes according either to the
(book) value of assets or to gross income."” The assets
approach was most widely used; thus, interest deduc-
tions (for foreign tax credit limitation purposes only)
were generally computed using the following (simpli-
tied) formula: allowable US. interest expense equals
worldwide interest expense times the ratio of U.S. assets
to worldwide assets. The Tax Reform Act of 1986 refined
this concept by looking at interest expenses on a consol-
idated basis for affiliated corporations rather than on an
entity-by-entity basis. The 1986 law, however, unfortu-
nately and erroneously ignored foreign subsidiaries in
this calculation,® which is why it became known as
“water’s edge allocation”. But that defect was remedied by
legislation in 2004, which will treat all members of a
worldwide group as a single corporation.”! (The 2004
corrective legislation, however, was not scheduled to
take effect until 2009 and, in 2008, the legislation was
delayed until 2011.2?)

A worldwide allocation system, based on the ratio of
debt to assets, is the most appropriate method for meas-
uring domestic-source and foreign-source income if
interest expense is to be allocated.”® Importantly, world-
wide allocation based on assets implies that interest deduc-
tions will not be treated as allocable to foreign-source
income and disallowed except when borrowing in one
country is disproportionate to borrowing elsewhere.

4, Whatis at Stake in the Treatment of Interest
Expenses?

4.1. Location of investment

Some argue that the failure to allocate interest deduc-
tions on a worldwide basis will create an inappropriate
incentive for companies to invest abroad rather than at
home. The example above demonstrates why this might
be true. It is important to recognize, however, that the
fundamental income tax incentive for a company to
invest in a low-tax country, such as L, rather than in
higher-tax countries, such as H (or M), is due to the
lower tax rate in L. Extensive econometric evidence
shows that, although business, not tax, considerations
often dominate, the location of investments is signifi-
cantly influenced by tax rate differences, and an impor-
tant study by the European Commission has concluded
that differences in tax rates are the principal income tax
factor affecting decisions about the location of invest-
ments.”* The essential point is this: the incentive to
invest in L rather than in H exists even if the investments
are financed solely by equity and no interest deductions
are at issue. An investment in H yielding 5 before tax will

490 ‘ BULLETIN FOR INTERNATIONAL TAXATION NOVEMBER 2008

produce only 3.25 after tax, compared to the 4.25 avail-
able after tax for an investment in L. Only by eliminating
the tax rate differential — through harmonization of tax
rates or a capital-export neutrality policy of current tax-
ation by H of the income earned in L with a foreign tax
credit for M5 taxes, a policy no country has adopted -
will that incentive be eliminated.

Careful analyses of situations where assets eligible for
favourable tax treatment are acquired with debt, such as
where borrowing occurs to finance domestic tax-exempt
income or other tax-favoured domestic investments, for
example in plant and equipment, have also concluded
that it is the tax preference, not the borrowing, that is the
fundamental stimulant to the investment.”® In such
instances, it may even be the case that disallowing inter-
est deductions will inhibit the effectiveness of the under-
lying tax preference.” But these analyses focus on cases
where both the income taxation on the asset side and the
tax treatment of the interest expense are controlled by
the same domestic policymaking process. Importantly,
with the issue here, the tax preference on the asset side -
the low tax rate in L - is outside the control of the H or
M government. And, as the example demonstrates,
allowing full deduction of the interest on the borrowing
in H (or M) will tend to exacerbate the preference for
investments in low-tax countries by producing an over-
all negative rate of income tax on the foreign investment.

19.  For a history of interest allocation, see Hufbauer, Gary Clyde and Airel
Assa, USS. Taxation of Foreign Income (2007), at 236-240. For an analysis sug-
gesting that worldwide allocation of interest is “more consistent [than water’s
edge allocation] with the basic objective of the foreign tax credit limit” and
details about the formulas that have been used in the United States, see
Gravelle, Jane G. and Donald J. Marples, “The Foreign Tax Credits Allocation
Rules’, Congressional Research Service (16 May 2008).

20. To my knowledge, no respectable policy argument has been made in
support of the U.S. system of waters edge allocation. It is an unprincipled
revenue grab enacted in 1986 that has remained in the law far too long, but the
U.S. Congress, seeking revenues to finance other tax reductions, seems deter-
mined to keep it in place at least for a while longer.

21.  American Jobs Creation Act of 2004, Public Law 108-357, 118 Stat. 1418,
§401.

22, See note 3, supra.

23.  The comparison, for example, is U.S. debt to U.S. assets versus worldwide
debt to worldwide assets, with allocation to a foreign source required only
when the former ratio is greater than the latter (or, alternatively, the ratio of
USS. borrowing to worldwide borrowing must be the same or less than the
ratio of U.S. assets to worldwide assets). There may, however, be an argument
for looking at interest on a net basis, i.e. looking only at the excess of interest
expense over interest income, but I will put that issue aside here. It is probably
most important for financial institutions.

24.  European Commission, supra note 17. See Hines, Jr., James R., Tax Policy
and the Activities of Multinational Corporations, National Bureau of Econom-
ics Research Working Paper No. W5589 (1996).

25. See e.g. Warren, Jr., Alvin C.and Alan J. Auerbach, “Transferability of Tax
Incentives and the Fiction of Safe Harbor Leasing’, 95 Harvard Law
Review 1752 (1982); see also Pearlman, Ronald A., ‘A Tax Reform Caveat: In
the Real World, There is no Perfect Tax System’, in Auerbach, Alan J.and Kevin
A. Hassett (eds.), Toward Fundamental Tax Reform (2005).

26. There is controversy, for example, in the U.S. policy literature over the
merits of § 265(a)(2) of the Internal Revenue Code, which disallows interest
deductions on indebtedness used to purchase or carry state and local bonds
the interest on which is exempt from income tax. 26 US.C. § 265(a)(2); see
Chirelstein, Marvin A., Federal Income Taxation: A Law Students Guide to the
Leading Cases and Concepts (10th ed.,2005), § 6.06(a).
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4.2. Creating incentives for bad investments

As the example above illustrates, allowing a deduction in
a higher-tax country for borrowing to invest in lower-
tax countries can produce after-tax returns greater than
the investments pre-tax returns. This means that invest-
ments that would not be undertaken by anyone in a
world without any corporate income taxes may become
attractive in a world with varying tax rates and no inter-
est allocation. Such investments will clearly decrease
worldwide welfare and will, almost certainly, decrease
welfare in the countries where the interest deductions
are allowed.”” Empirical evidence about the benefits that
might justify such a policy does not exist, nor does it
seem likely that any evidence will be forthcoming that
would justify such negative taxes as standard policy. A
far better policy, as discussed below, would be for all
countries to allow interest deductions on borrowing in
proportion to the assets in that country regardless of
where the borrowing takes place.

4.3. Choice of debt over equity finance

Allowing an interest deduction without allocation
increases the advantage of debt over equity as a source of
corporate finance. However, as with the decision about
where to invest, the crux of this problem lies not with the
failure to allocate interest, but more fundamentally with
the general corporate income tax disparity between the
treatment of debt and equity. Much has been written on
behalf of a variety of corporate tax integration proposals
to eliminate or reduce this disparity.*® But no country
has achieved parity between debt and equity finance by
disallowing deductions for interest, nor does that seem
likely to occur. Interest deductions will continue to be
generally allowed, but whenever debt finance is permit-
ted to produce interest deductions that will offset
income otherwise taxed at a higher rate than that on the
income resulting from the borrowing, this will exacer-
bate the advantage of debt finance. Such a regime also
affects companies’ decisions about the location of debt
and equity finance so as to maximize the tax savings
from the disparities in their treatment.

4.4. Location of borrowing

Allowing an interest deduction in H, even if the borrow-
ing is disproportionately located in H, will encourage
companies to locate their borrowing in H whenever the
tax rate in H is higher than elsewhere. For example, both
companies headquartered in the US. and companies
headquartered elsewhere will prefer to deduct their
interest expense against U.S. income (if they have any)
that would be taxed at 35%, rather than to use the inter-
est deduction in a country where it would offset income
that would be taxed at a lower rate.”” Indeed, given the
mobile nature of corporations’ ability to borrow, bor-
rowing may disproportionately be located in H almost as
easily for a foreign multinational as for a domestic-head-
quartered company.®® There seems to be no good policy
reason for the U.S. to want to encourage borrowing that
finances foreign investments to be located in the U.S.
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Interest is not the only expense that companies incur
which produces foreign-source income taxed at a low
rate. For example, expenditures for R&D may, over time,
yield royalty income both domestically and abroad.
Under the US. foreign tax credit system, the foreign-
source royalties may bear little or no corporate income
tax anywhere.’! Likewise, headquarters expenses, often
described as general and administrative or stewardship
costs, tend to be concentrated in the country where a
company locates its headquarters, even though these
expenses support the company’s production of income
throughout the world. In both of these cases, some com-
mentators have argued for a full deduction of these costs
in the country where they occur without regard to where
the income is earned or whether it is taxed anywhere.*
These arguments, however, are grounded in the special
benefits of these expenditures to the country where they
occur — due, for example, to positive externalities from
R&D and the high-quality jobs at stake in both R&D and
headquarters activities. No similar arguments are avail-
able for the location of borrowing transactions.

4.5. Internation equity between source and residence
countries

Under current international income tax arrangements,
the source country is generally given not only the first
bite at taxing the active business income earned there,
but in many cases, through the domestic exemption of
foreign-source dividends, the sole claim on taxing such
income.*® This source-country priority has been estab-
lished either unilaterally, such as by the United States
when it first enacted a foreign tax credit, or bilaterally
through income tax treaties. Today, this priority is a fun-
damental element of more than 2,000 bilateral income
tax treaties.* But these treaties do not require countries
to allow interest deductions wherever the borrowing
occurs.” Since source countries have the first claim to

27.  The argument for repealing § 265 of the U.S. Internal Revenue Code is
not applicable here; there is a great difference between transferring U.S. fed-
eral revenues to U.S. state and local governments to help them save interest
costs and transferring such revenues to low-tax foreign countries. Moreover,
although the advantages of repealing § 265 have long been known, this denial
of interest deductions remains untouched.

28. Seee.g. Graetz, Michael . and Alvin C. Warren, Jr. (eds.), Integration of the
U.S. Corporate and Individual Income Taxes: The Treasury Department and
American Law Institute Reports (1998).

29. While corporations may have considerable control over where they
locate their borrowing, that control may not be absolute: L, for example, may
not have well-developed capital markets for corporate borrowing. And there
may be economies of scale from concentrating borrowing in one or a few
places. Moreover, a corporation will have to have assets in L to deduct interest
there given s likely earnings stripping rules. But the government of H should
prefer L as the place for corporate borrowing to finance investments in L.

30. The foreign company would need to have adequate assets or income in
H in order not to run afoul of H§ earnings stripping rules.

31.  This is because royalties are permitted to be deducted abroad, may bear
little or no withholding tax, and can be sheltered from U.S. tax through cross-
crediting.

32. See e.g. Hufbauer and Assa, supra note 19,at 133-143.

33.  Graetz and O'Hear, supra note 16; Avi-Yonah, Reuven S.,“The Structure
of International Taxation: A Proposal for Simplification’, 74 Texas Law
Review 1301 (1996).

34.  OECD Model Tax Convention on Income and on Capital, 15 July 2005,
Arts. 23 A and 23 B.

35. They do, however, require countries not to discriminate against
foreigners.
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the tax revenues from income on business assets, it
seems incongruous that the residence country should
also be required to forego additional revenue due to the
location of liabilities there. This is not required by tax
treaties. Source countries contribute to causing the dou-
ble tax by not allowing the deduction of interest
expenses. Why should residence countries be responsi-
ble for eliminating that double tax by allowing interest
deductions for borrowing used to finance assets abroad
— especially when most residence countries do not even
make a residual claim to tax the foreign-source income?

4.6. The potential for competitive disadvantage

The recent debate in the United States over the treat-
ment of interest expenses has focused on outbound
investments and the proper scope for the allocation (and
disallowance) of interest expenses. In a turn away from
its previous view, the U.S. Treasury Department, in its
December 2007 report, Approaches to Improve the Com-
petitiveness of the U.S. Business Tax System for the 21st
Century, called for the U.S. to allow interest deductions
in full without regard to the location of the investments
attributable to the borrowing.* The University of Michi-
gan economist James Hines in a recent article’” and Gen-
eral Electric’s top tax officer John Samuels in his New
York University Law School Tillinghast Lecture®® have
also recently advocated this policy. The Treasury report
emphasizes the complexity of interest allocation. Prof.
Hines focuses on its potential to result in advantages for
foreign over domestic ownership of businesses. And Mr
Samuels claims that the U.S. disallowance of interest
expense will put U.S.-based multinationals at a competi-
tive disadvantage compared to companies headquar-
tered in nations that allow interest deductions without
any such limitations.

I cannot address these views in any detail in this article.
Nor is such discussion necessary here since my main
purpose here is to point the way to a multilateral solution
to this issue. But the breadth of the claims that the bene-
fits to the U.S. from having U.S. multinationals make for-
eign investments justify full US. deduction of interest
under all circumstances is troubling. There is an extraor-
dinary “race to the bottom” quality to these arguments. In
essence, they claim that the U.S. makes a mistake by dis-
advantaging U.S.-based companies in any aspect of the
tax law where the consensus treatment among the U.S’s
trading partners reaches a more advantageous result.
Such claims are particularly hard to credit in a context
where U.S. multinationals have ready access to world-
wide capital markets. They are likely to respond to a USS.
rule disallowing interest deductions when borrowing is
disproportionately located in the U.S. simply by relocat-
ing their borrowing to a more favourable jurisdiction.

Moreover, such claims do not respond to any of the con-
cerns expressed above. Nor have they been supported by
any compelling empirical evidence that either world-
wide economic efficiency would be improved by such a
policy or, more narrowly, that the benefits to U.S. work-
ers and investors from such a policy would exceed their
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costs. (Indeed, if the U.S. is worried about the interna-
tional competitiveness of its workers and businesses, a
far stronger argument exists for lowering the U.S. corpo-
rate tax rates, but that issue is well beyond the scope of
this endeavour.) To be revenue neutral, allowing interest
deductions without any limit or allocation requires
higher tax rates than would a U.S. policy which requires
worldwide allocation of interest expenses. And, for the
reasons discussed above, it is difficult to see why allow-
ing interest deductions without allocation should be a
policy priority.

5. A Multilateral Solution
5.1. Worldwide allocation

The problems I have described here — the mismeasure-
ment of income, potential distortions in the location of
investment, an increased incentive for debt over equity
finance, distortions in the location of borrowing, and
unjustified revenue transfers among countries — would
all disappear if all countries allocated interest deduc-
tions to assets on a uniform worldwide basis and allowed
a proportionate amount of interest expense to be
deducted against income earned domestically without
regard to where the borrowing occurs.”® Such a system
would deny interest deductions only when borrowing in
one country is disproportionately higher than in the rest
of the world.

For outbound investment, the advantages of such a
regime should by now be apparent. Incentives to locate
borrowing in high-tax countries would disappear, as
would incentives to make debt-financed investments
because their after-tax returns exceed their pre-tax
returns. Debt would be located wherever it is most eco-
nomical. The revenue transfer from countries where
borrowing is located to those where investments are
made would stop. And the advantages of debt over
equity finance would be reduced somewhat.

In the case of inbound investment, where the problem is
typically described as earnings stripping or thin capital-
ization, there is also much to commend worldwide allo-
cation as a mechanism for determining allowable inter-
est. No country would have to fear that it was bearing a
disproportionate portion of a companys interest
expense. Indeed, some EU Member States now allow
worldwide allocation as a safe-harbour method to pro-
tect companies against interest expense disallowance.

The practical difficulty with such an allocation rule for
inbound investments is that, without international

36.  US. Department of the Treasury, supra note 2, at 60.

37. Hines, James R., “Reconsidering the Taxation of Foreign Income’, paper
delivered at New York University Law School on 14 November 2007 (forth-
coming in Tax Law Review), available at taxprof.typepad.com/
taxprof_blog/files/hines_reconsidering_nov_07.pdf.

38.  Samuels, supra note 11.

39.  Another possibility would be to allocate interest expense proportion-
ately to income rather than assets. This would also be a major improvement
over current laws and practices, but an allocation based on assets seems con-
ceptually more sound and is probably easier to implement.
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cooperation, the information about a company’s total
amount of borrowing and assets necessary to calculate a
worldwide allocation may not be readily available to the
source country. This explains why source countries have
separately devised thin capitalization rules, often relying
on fixed allowable debt-to-equity ratios or fixed limits
on interest expense deductions as a percentage of
income (EBITDA) to limit interest deductions. However,
as with interest allocation for outbound investments,
disallowing interest deductions through earnings strip-
ping or thin capitalization rules — when, as is generally
the case, the interest disallowed by the source country
will not be allowed by the residence country — may lead
to double taxation of the inbound income. On the other
hand, allowing the interest deductions in full may pro-
duce negative tax rates and threatens the domestic tax
base. Thus, worldwide allocation is desirable for both
source and residence countries.

5.2. The benefits of a multilateral response

Rarely does a difficult international income tax issue
produce such a clear solution. Worldwide allocation of
interest expense by both source and resident countries
would eliminate a host of problems now bedevilling
nations throughout the world - problems that have pro-
duced varying, complex and inconsistent responses
among different countries, responses that frequently
may result in zero or double taxation. Given the flexibil-
ity of multinational corporations to choose where to
locate their borrowing and the difficulties nations have
in maintaining their domestic income tax bases in the
face of such flexibility, achieving a multilateral agree-
ment for the treatment of interest expense based on a
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worldwide allocation should become a priority project
for both source and residence countries. The OECD and
the European Commission might lead the way. The
European Commission should begin by incorporating
such a rule into its common consolidated corporate tax
base project.*” For the OECD, making worldwide alloca-
tion a commonplace feature of bilateral income tax
treaties throughout the world, along with attendant
requirements for information sharing adequate for
source countries to be confident about their ability to
enforce such a rule, would be fair to all nations and sub-
stantially improve economic efficiency and internation
equity throughout the world. As has so often been the
case, a common multilateral solution may be accom-
plished piecemeal through bilateral income tax
treaties.*!

Solving the problem of interest expense deductions on a
multilateral basis would offer great benefits to virtually
all nations. Unlike some other areas of international
income tax law where a nation may see substantial
advantages from pursuing a beggar-thy-neighbour tax
policy, there is no important national competitive
advantage available in departing from the solution I
have offered here. That alone does not make achieving a
multinational solution easy, but it might make it possi-

ble.

40. For an overview, see Weiner, Joann M., ‘Approaching an EU Common
Consolidated Tax Base’, 46 Tax Notes International 647 (14 May 2007).

41.  One cannot help but note the irony that the most promising path to a
multilateral solution to an income tax issue is through revisions of bilateral
treaties.
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Abstract - To what extent should taxpayers deduct expenses in-
curred domestically that contribute to foreign income production?
It is widely believed that if the home country does not tax foreign
income, then it also should not permit deductions for that portion
of domestic expenses attributable to earning foreign income. This
prescription is, however, inconsistent with the decision to exempt
foreign income from taxation in the first place. The paper shows that,
for any system of taxing foreign income, the consistent and efficient
treatment is to permit domestic expense deductions for all expenses
incurred domestically. This differs from the current U.S. regime,
under which American firms were required to allocate more than
$110 billion of domestic expenses against foreign income in 2004.

INTRODUCTION

Income tax systems, such as that used by the United States,
permit taxpayers to claim deductions for expenses incurred
in the course of earning income. Thus, a taxpayer who spends
$100 on labor and materials to produce output subsequently
sold for $140 will be taxed on income of only $40, since the
$100 expense is deductible for tax purposes. Any sensible
income tax must permit expense deductions, since otherwise
it becomes a form of turnover tax, taxing gross rather than
net income, overstating the incomes of some taxpayers, and
reducing the efficiency of the economy by prompting exces-
sive vertical integration and discouraging other activities that
add economic value.

In an open economy, a taxpayer may incur expenses in
onejurisdiction that contribute to producing income in other
jurisdictions. What is the appropriate tax treatment of such
expenses?

It is natural to match expense deductions against revenue
attributable to the expenses. As a practical matter, however,
considerable challenges arise in matching deductions against
income for certain types of expenses, such as interest expense
or general and administrative expense, that are general to a
firm and difficult to attribute to particular activities. If a large
multinational firm headquartered in the United States and
with operations in 20 other countries spends $80 million on
headquarters activities in the United States, the foreign coun-
tries typically do not permit the firm to take local tax deduc-
tions for any portion of the $80 million headquarters expense.
What then should be the policy of the home country—should
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the firm be permitted to deduct the $80
million against its U.S. income or should
that deduction be limited by apportioning
some fraction of the $80 million against its
income in other countries?

The common answer to this question is
that it depends on the nature of the home
country tax regime. So this reasoning goes,
the firm should be permitted to claim
home country deductions only for that
part of an expense that produces income
taxed by the home country. Hence, if a firm
is resident in a country that taxes domestic
but not foreign income, it follows that the
portion of domestic expenses incurred to
produce foreign income should not be
deductible in the home country.

The analysis in this paper takes issue
with this answer, instead concluding that
the only policy consistent with efficiency,
given the refusal of foreign governments
to allow taxpayers to take deductions
for general expenses incurred outside
their countries, is to permit full domestic
deductibility of expenses incurred in the
home country. Full domestic deductibility
is a feature of any efficient tax regime,
including residence based worldwide
tax systems with and without provision
of foreign tax credits, and a system in
which the home country exempts active
foreign business income from taxation.
All that is necessary is that the home
country tax regime be tailored to promote
home country welfare efficiently, and if it
is, then full domestic deductibility is an
efficient policy.

The claim that full domestic deduct-
ibility of home country expenses promotes
efficiency is perhaps unintuitive and is
certainly inconsistent with current U.S.
policy and most prior analysis of this
subject. In order to appreciate why full
domestic deductibility is efficient, it is
necessary to understand why countries
have the international tax systems they do.
This is particularly important in the cases
of countries that exempt foreign income
from taxation. Such tax systems appear
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inefficient from the standpoint of single
investment decisions in isolation, since
from this perspective they seem to give
excessive incentives to invest in low—tax
foreign countries. Hence, if an exemp-
tion system is efficient, it must be that
its efficiency stems from considerations
omitted by considering just one invest-
ment at a time. Since new investments
trigger reactions by investors and their
competitors, it is important to incorporate
these reactions in evaluating the welfare
properties of exempting foreign income
from home country taxation. It is from the
standpoint of all of the induced reactions
that permitting full domestic expense
deductibility makes considerable sense,
since the failure to permit deductibility
would distort asset ownership patterns
and thereby reduce the productivity of
domestic business operations.

It should not be surprising that a fully
efficient tax system permits complete
deductibility of domestic expenses. It
is an efficient, and virtually universal,
practice to permit full deductibility of
domestic expenses incurred by firms that
earn only domestic income, since efficient
taxation preserves incentives to spend $1
to create more than $1 of pretax economic
return. But a tax system that maximizes
the welfare of the residence country also
taxes foreign income in a way that makes
the residence country indifferent between
a marginal dollar of activity undertaken
by one of its firms at home or abroad. If
this were not so—if, for example, the home
government would prefer that its firms
concentrate more of their activity at home
at the expense of activities abroad—then
the tax treatment of foreign income must
not be optimal in the first place. Hence,
with optimal tax systems the value of
foreign activity at the margin is the same
as the value of domestic activity, so if
an expense is properly deductible when
producing domestic income, efficiency
requires that it also be deductible when
producing foreign income.
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The second section of the paper
describes international practice in per-
mitting expense deductions and reviews
evidence of the impact of the U.S. system
of allocating domestic expenses against
foreign income. The third section of the
paper summarizes the efficiency ratio-
nales underlying competing systems of
taxing foreign income. The fourth section
analyzes the deductibility of domestic
expenses with worldwide and territorial
(exemption) tax systems, finding in every
case that the efficient treatment corre-
sponds to full domestic deductibility. The
fifth section is the conclusion.

DOMESTIC EXPENSE DEDUCTIONS
IN PRACTICE

The tax treatment of domestic expenses
incurred by multinational businesses
varies between countries and over time
within the same country. Most of the world
exempts active foreign business income
from taxation and also effectively permits
taxpayers full domestic tax deductions
for general domestic business expenses,
such as interest expense and general and
administrative expenses. The details of
these policies differ among countries;
some permit blanket domestic expense
deductibility, whereas others use tracing
rules that require taxpayers to identify the
income streams that deductible expenses
are incurred to produce.! As a practical
matter, tracing rules are largely equivalent
toblanket domestic deductibility (Shaviro,
2001), since the unwillingness of foreign
governments to grant tax deductions for
domestic expenses gives taxpayers incen-
tives to arrange their tracing to maximize
domestic deductions. Most countries
limit the deductibility of domestic inter-
est expenses with “thin capitalization”
rules of one form or another (Buettner,
Overesch, Schreiber, and Wamser 2008),

and while these typically apply even
to purely domestic firms, there may be
additional restrictions on interest deduc-
tions taken by foreign-owned firms and
firms whose foreign affiliates have capital
structures that differ greatly from those of
their parent companies. In addition, there
are countries that exempt slightly less
than 100 percent of active foreign business
income (France exempts only 95 percent,
for example) to compensate, in some very
rough sense, for permitting full domestic
deductibility of home country expenses.

U.S. Expense Allocation Rules and Their
Impact

The United States currently allows
full deductibility of domestic expenses,
but also requires taxpayers to allocate
domestic expenses against foreign income
for purposes of calculating foreign tax
credits, thereby effectively limiting the
deductibility of these expenses in some
cases. Different rules apply to research
and development (R&D) expenses, inter-
est expenses, and other expenses that are
supportive in nature, including overhead,
general and administrative expenses,
supervisory expenses, advertising, mar-
keting, and other sales expenses. In the
case of supportive expenses, such as gen-
eral and administrative expenses, firms
are entitled to deduct expenses incurred
in the United States, but must allocate a
portion of these expenses against foreign
income based on the fraction of total
income from foreign sources or activity
undertaken in foreign countries. The
significance of allocating these expenses
against foreign income is that doing
so reduces the foreign tax credit limit,
thereby reducing the taxpayer’s ability
to offset its U.S. tax liability on foreign
income with credits for foreign income tax
payments. This is consequential only for

1 U.S. Congress, Joint Committee on Taxation (2008) describes the practices of other countries, and Slaats (2007)
offers a review of recent international developments in the deductibility of interest and other expenses.
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taxpayers with excess foreign tax credits,
since for those without excess foreign tax
credits the limit does not bind. American
taxpayers have excess foreign tax credits if
their average foreign tax rates exceed the
U.S. rate, and in the absence of expense
allocation these taxpayers would owe
no U.S. tax on their foreign incomes. For
these taxpayers, reducing by one dollar
the net foreign income used to calculate
the foreign tax credit limit increases their
U.S. tax liability by an amount equal to the
marginal U.S. tax rate. This exactly offsets
the value of the original deduction, so the
U.S. system effectively denies domestic
expense deductions for the allocated
portion of general and administrative
expenses incurred by taxpayers with for-
eign income taxed so heavily by foreign
governments that it winds up untaxed
by the United States. Taxpayers whose
foreign income is lightly taxed by foreign
governments, and who, therefore, owe
residual U.S. tax on that income, receive
the benefit of full domestic deductibility of
expenses incurred in the United States.
Different, and rather more strict, rules
apply to the allocation of interest expenses
and R&D expenses, though with similar
effect. Interest expenses are allocated
against foreign source income based on
relative values of domestic and foreign
assets as calculated using a method that
is widely criticized (e.g., Shaviro (2001) on
several grounds, including that it ignores
foreign borrowing; this system is currently
scheduled to change in 2009. Half of a
multinational firm’s U.S. R&D expense
is allocated against U.S. income, with

the remaining half apportioned between
domestic and foreign source based on
relative sales or income. For all of these
expenses the allocation rules matter only
if taxpayers have excess foreign tax cred-
its, in which case they are tantamount to
denying domestic deductions for that por-
tion of expenses allocated against foreign
income. Different rules prevailed prior to
passage of the Tax Reform Act of 1986,
and the evidence indicates that Ameri-
can firms with excess foreign tax credits
responded to the tax reform by changing
their domestic borrowing patterns and
domestic R&D spending around the end
of 1986 in reaction to the higher after—tax
cost of domestic borrowing and domestic
R&D activity.

These rules significantly influence the
tax positions of American firms. Table 1
presents data on the aggregate volume of
corporate expense deductions allocated
against foreign income between 1992 and
2004. In 2004, American corporations allo-
cated $110.8 billion of domestic expenses
against foreign income, of which interest
expenses accounted for $42.0 billion and
R&D expenses accounted for $13.5 bil-
lion. Total allocated domestic expense
represents more than 45 percent of the
$241.5 billion taxable foreign income of
American firms in that year, and was even
higher fractions of taxable foreign income
in other years.?

Table 2 provides an industry breakdown
of these allocated domestic expenses
in 2004. Manufacturing corporations
allocated $46.1 billion of total domestic
expenses against foreign income of $154.6

2 Collins and Shackelford (1992), Froot and Hines (1995) and Altshuler and Mintz (1995) analyze responses
to the interest allocation rules introduced in 1986, and Hines (1993) analyzes the response of R&D activity
to changes in the R&D expense allocation rules. These studies provide greater detail on the reforms and the

incentives they created.

® Expense allocation matters only if a firm has excess foreign tax credits, which not all American firms do, so
it would be inaccurate to conclude that allocating $110 billion of expenses to foreign income at a tax rate of
35 percent increases the U.S. tax liabilities of American firms by $38.5 billion. But since a taxpayer’s foreign
tax credit status is itself the product of many purposeful choices that are influenced by the expense allocation
rules, it is not correct either to take the foreign tax credit status as given in evaluating the cost of expense al-

location.
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TABLE 1
DOMESTIC CORPORATE EXPENSES ALLOCATED AGAINST FOREIGN INCOME, 1992-2004
Taxable
foreign
. . . income
Deductions not allocable to specific types of income (less loss) Foreign
Number of Research and before tax credit
Year returns Total development Interest Other adjustments claimed
1992 5,147 46,074,597 3,322,556 22,125,537 17,546,722 86,924,737 21,532,736
1993 6,322 56,490,849 3,031,964 26,319,175 26,706,975 94,687,024 22,894,610
1994 7,199 60,002,879 4,937,048 26,629,892 26,872,347 101,521,278 25,418,684
1995 6,710 79,650,578 8,198,150 35,916,338 34,779,814 120,517,753 30,415,605
1996 6,100 88,355,742 9,232,584 35,536,186 41,326,284 150,826,345 40,254,937
1997 6,569 94,428,510 9,565,637 43,342,264 40,176,836 157,989,290 42,222,743
1998 5,927 94,247,133 9,876,318 49,478,293 32,808,117 147,116,869 37,338,380

1999 5,789 102,542,312 9,539,700 51,322,499 41,287,061 165,712,961 38,271,294
2000 5917 125,377,761 11,364,335 63,781,017 49,133,088 196,675,289 48,355,433

2001 5478 109,909,312 9,122,373 52,679,130 47,638,165 164,753,343 41,358,458
2002 4,767 79,729,471 9,118,649 32,748,184 36,911,292 160,855,609 42,419,115
2003 5,409 93,226,238 11,961,592 32,120,658 47,669,031 205,129,663 49,963,270

2004 5,502 110,817,387 13,485,504 42,001,568 54,391,211 241,493,136 56,593,276

Source: Statistics of Income Division, U.S. Internal Revenue Service.

Note: Entries are drawn from information reported by corporations claiming the foreign tax credit. Figures in
the table are thousands of current dollars.

TABLE 2
INDUSTRY DETAIL OF FOREIGN EXPENSE ALLOCATION, 2004
Taxable
foreign
. s . mcome
Deductions not allocable to specific types of income (less loss) Foreign tax
Number of Research and before credit
Industries returns Total development Interest Other adjustments claimed
All industries 5,502 110,817,387 13,485,504 42,001,568 54,391,211  241/493,136 56,593,276
Agriculture, forestry, 210 *21,971 *673 *10,534 *10,633 107,736 11,559
fishing, and hunting
Mining 112 1,022,125 *23,501 482,400 482,337 4,418,975 1,434,081
Utilities 7 *54,649 0 *29,501 *25,026 *89,888 *29,961
Construction 235 21,810 *101 *890 *20,493 108,170 21,821
Manufacturing 1,039 46,096,041 10,906,052 15,239,527 19,617,336 154,593,276 37,151,333
Wholesale and 658 2,686,030 70,576 1,019,125 1,445,641 11,669,584 2,985,951
retail trade
Transportation and 68 1,335,443 *25,432 8,600 1,295,194 2,444,326 197,508
warehousing
Information 607 6,660,160 2,145,207 704,809 3,753,108 14,580,764 2,764,509
FIRE 965 23,114,114 *15,804 11,017,958 11,823,907 29,584,426 5,745,227
Services 1,603 29,805,044 298,157 13,488,225 15,917,537 23,895,992 6,251,328

Source: Statistics of Income Division, U.S. Internal Revenue Service.

Note: Entries are drawn from information reported by corporations claiming the foreign tax credit in 2004. Figures in the
table are thousands of 2004 dollars. Entries in cells marked by an asterisk (*) are based on such small numbers of significant
reporting firms that the figures may be unreliable.

billion. Service industry corporationsand  larger fraction of foreign income than
those in the finance, insurance and real ~ in manufacturing. Manufacturing firms
estate industries allocated a total of $49.9  accounted for $10.9 billion of the $13.5
billion of domestic expenses against total ~ billion total allocated R&D expense, but
foreign income of just $53.5 billion, the significantly smaller fractions of other
allocated expenses representing a much  expenses.
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The U.S. expense allocation rules influ-
ence the demand for R&D, administrative,
and other activities in the United States,
since firms with highly taxed foreign
income do not benefit from full tax
deductibility even in cases in which they
incur expenses in order to earn income in
the United States. The reason is that the
allocation method does not attempt to
identify the location of income generated
by each expense, but instead implicitly
attributes location on the basis of total
foreign and domestic income and activity.
More importantly, the expense allocation
rules discourage foreign activity and
foreign income production by firms with
excess foreign tax credits, since the scope
of its foreign operations affects the ability
of a firm to benefit from tax deductions
for a given amount of domestic expense.
This limit on the effective deductibility
of domestic expenses acts as a type of tax
on marginal foreign activity, one whose
rate depends on the firm’s excess foreign
tax credit status and the magnitude of
its allocable domestic expenses. This tax
encourages firms to substitute domestic
for foreign activity, with greater substitu-
tion incentives for firms with significant
domestic expenses.

Reform Proposals

Numerous recent reform proposals
would change U.S. taxation of foreign
income by exempting active foreign busi-
ness income from U.S. taxation. As pro-
posed, schemes such as those analyzed by
Graetz and Oosterhuis (2001), Grubert and
Mutti (2001), and Altshuler and Grubert
(2008) would exempt from U.S. taxation
dividends received from foreign subsid-
iaries. At the same time, these reforms
would limit the ability of American firms

to deduct domestic expenses for interest
and supportive activities such as gen-
eral and administrative activities. These
expenses would be allocated between
domestic and foreign income based on
measures of domestic and foreign assets
or incomes, with the portion allocated to
foreign income effectively nondeductible
for domestic (or foreign) tax purposes.
The same treatment of domestic expenses
appears in the territorial tax reform pro-
posals considered by the U.S. Congress,
Joint Committee on Taxation (2005), the
President’s Advisory Panel on Federal
Income Tax Reform (2005), and the U.S.
Treasury (2007). Hence, from a U.S. tax
reform proposal standpoint, exempting
foreign income from taxation appears to
be closely associated with limiting the
deductibility of domestic expenses.

This is a curious association, since
exempting foreign income from home
country taxation while limiting the
deductibility of domestic expenses based
on levels of foreign and domestic activity
essentially replaces one tax on foreign
operations with another. An expense
allocation method that permits taxpayers
to claim domestic tax deductions for only
a fraction of domestic expenses, with the
fraction equal to the ratio of domestic to
total income, penalizes earning foreign
income and rewards earning domestic
income. The implied tax rate on foreign
income is the product of the statutory
tax rate, the ratio of domestic expenses
to worldwide income, and the ratio of
domestic to worldwide income. The
implied rate of subsidy for producing
domestic income is the product of the
statutory tax rate, the ratio of domestic
expenses to worldwide income, and the
ratio of foreign to worldwide income.*
Replacing a tax on foreign income with

* This is apparent by writing the firm’s cost of domestic expense allocation as R{(F/F + D), in which R is the
level of allocable domestic expense, t is the domestic tax rate, F is foreign income, and D is domestic income.
Differentiating this expression with respect to F produces: [RAF + D)]t[D/F + D)]. Similarly, differentiating
the expression with respect to D yields: -[RAF + D)|t[F/F + D)].
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an exemption system that limits the
deductibility of domestic expenses does
not remove the tax burden on foreign busi-
ness activity, but instead merely changes
the form of the tax burden and makes it
less transparent.

There is an understandable appeal to
limiting the deductibility of domestic
expenses when the foreign portion of a
firm’s income is exempt from domestic
taxation, and indeed, tax systems com-
monly restrict expense deductibility if
the underlying income is untaxed. A
prominent example, frequently cited by
international tax reform proposals, is the
restriction preventing American taxpayers
from deducting interest payments if the
borrowed capital is devoted to tax—exempt
investments such as state and local bonds.
This restriction on interest deductibility is
intended to prevent arbitrage, though it is
widely believed that, in the case of state
and local bonds, its net effect is actually to
create arbitrage opportunities by restrict-
ing demand for tax—preferred assets to a
limited clientele of high tax rate potential
buyers. Critics (e.g., Shakow (1987)) have
called for repealing the restriction on inter-
est deductibility to eliminate this prob-
lem, which might serve as a cautionary
tale for those who would limit domestic
expense deductibility in a territorial tax
system.

THE TAXATION OF FOREIGN
INCOMES®

The older wisdom in the international
tax policy area is that worldwide taxation
of business income with provision of for-
eign tax credits promotes world welfare,
whereas worldwide taxation of busi-
ness income without foreign tax credits
(instead permitting taxpayers to deduct
foreign tax payments in calculating tax-
able income) promotes domestic wel-

fare. These claims about the underlying
welfare economics, introduced by Peggy
Musgrave (Richman, 1963; Musgrave,
1969) and subsequently quite influential,
have come under considerable academic
fire in recent years. Modern economic
thinking parts company with Musgrave’s
analysis in incorporating the effects of
world capital markets and, in particular,
the impact of ownership on capital asset
productivity.

Capital Export Neutrality and National
Neutrality

The Musgrave notion of capital export
neutrality is the doctrine that the return to
capital should be taxed at the same total
rate regardless of the location in which it is
earned. If a home country tax system satis-
fies capital export neutrality, then invest-
ments that maximize after—tax returns also
maximize pre-tax returns, and there are
then circumstances in which decentralized
profit-maximizing behavior is consistent
with global economic efficiency. The capi-
tal export neutrality concept is frequently
invoked as a normative justification for
the design of tax systems similar to that
used by the United States, since accrual
taxation of worldwide income with pro-
vision of unlimited foreign tax credits
satisfies capital export neutrality. This
does not describe the U.S. tax system,
however, since taxpayers are permitted
to defer home country taxation of certain
unrepatriated foreign income, and foreign
tax credits are limited, but the capital
export neutrality notion is nevertheless
the basis of the argument that systems of
taxing foreign income similar to that used
by the United States enhance world wel-
fare. The argument can then be extended
to say that, due to international coopera-
tive bargaining, countries that adopt tax
policies advancing world welfare thereby

5 This section draws on material in Desai and Hines (2003, 2004) and Hines (forthcoming).
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may ultimately advance even their own
welfares (Shaviro, 2007).

The Musgrave analysis implies that
governments that seek to maximize
national but not necessarily world welfare
should tax the foreign incomes of their
resident companies while permitting
only deductions for foreign taxes paid.
Such taxation satisfies what is known as
national neutrality, discouraging foreign
investment by imposing a form of double
taxation, but doing so in the interest of the
home country that disregards the value of
tax revenue collected by foreign govern-
ments. From the standpoint of the home
country, foreign taxes are simply costs
of doing business abroad and, therefore,
warrant the same treatment as other
costs, for which it is appropriate to give
deductions and not credits against home
country taxes. In this analysis, the home
country’s desired allocation of capital is
one in which its firms equate marginal
after—tax foreign returns with marginal
pretax domestic returns, a condition that
is satisfied by full taxation of foreign
income after deduction of foreign taxes.
This line of thinking suggests that the
American policy of taxing foreign income
while granting foreign tax credits is far
too generous from the standpoint of the
United States. In this view there is a ten-
sion between tax policies that advance
national welfare by taxing after—tax
foreign income, and those that advance
global welfare by taxing foreign income
while permitting taxpayers to claim for-
eign tax credits. The practice of most of
the world in effectively exempting most
foreign income from taxation, is, by this
reasoning, difficult to understand, since
it is inconsistent with either national or
global interests.

Ownership Neutrality

Investment by domestic firms at home
and abroad is likely to influence invest-
ment by foreign firms, which is incon-
sistent with the logic underlying capital
export neutrality and national neutrality.
If greater investment abroad by home-
country firms triggers greater invest-
ment by domestic or foreign firms in the
home country, and there is considerable
evidence that it does,® then it no longer
follows that the home country maximizes
its welfare by taxing foreign income while
permitting only a deduction for foreign
taxes paid. The reason is that, from the
standpoint of the home country, greater
foreign investment by domestic firms does
not come at the cost of reduced domestic
investment, so there is no longer a welfare
loss associated with reducing investment
that is already excessively discouraged
by domestic taxes. From the standpoint
of global welfare, if home and foreign
firms compete for the ownership of capital
around the world, and the productivity
of an investment depends on its owner-
ship, then it is no longer the case that the
taxation of foreign income together with
the provision of foreign tax credits neces-
sarily contributes to global productive
efficiency.

The importance of ownership to pro-
ductivity is reflected in the modern theory
of foreign direct investment, which is
based on a transaction—cost approach
whereby the market advantages of mul-
tinational firms stem from the benefits
conferred by joint ownership of assets
across locations. It is also consistent with
the scale of operation of the large and
extremely active worldwide market in
mergers, acquisitions, and asset divesti-

¢ This includes aggregate time—series evidence of the behavior of U.S. multinational firms (Desai, Foley and
Hines, 2005), aggregate evidence for Australia (Faeth, 2006), industry—level studies of Germany (Arndt, Buch,
and Schnitzer, 2007) and Canada (Hejazi and Pauly, 2003), and firm-level evidence for the United States (Desai,
Foley and Hines, forthcoming), the United Kingdom (Simpson, 2008) and Germany (Kleinert and Toubal,

2007).
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tures, with participating firms willing to
bear the costs of the associated ownership
realignments in return for the advantages
that are associated with them. The modern
property rights approach to the theory of
the firm, as developed in Grossman and
Hart (1986) and Hart and Moore (1990),
suggests that the prevalence of incomplete
contracts justifies particular configura-
tions of ownership arrangements. It is the
ability to exercise power through residual
rights when contracts cannot prespecify
outcomes that makes ownership impor-
tant, and such settings are particularly
likely to characterize multinational firms
investing abroad. Desai, Foley and Hines
(2004) analyze the changing ownership
decisions of multinational firms, find-
ing that globalization has made firms
reluctant to share ownership of foreign
affiliates, given the higher returns to coor-
dinated transactions inside firms.

Tax systems satisfy capital ownership
neutrality if they do not distort owner-
ship patterns (Desai and Hines, 2003,
2004). Capital ownership neutrality is
important to efficiency only insofar as
ownership is important to efficiency, a
notion that is ruled out by assumption in
the Musgrave framework that serves as
the basis of capital export neutrality and
national neutrality. If the productivity of
a business asset depends on who owns it
together with other assets, then tax sys-
tems promote efficiency if they encourage
the most productive ownership of assets
within the set of feasible investors.

Capital ownership neutrality is satisfied
if all countries exempt foreign income
from taxation, since taxation would then
not favor one set of potential investors at
the expense of another, but the exemption
of foreign income from taxation is not
necessary for capital ownership neutrality
to be satisfied. If all countries tax foreign
income (possibly at different rates), while
permitting taxpayers to claim foreign
tax credits, then ownership would be
determined by productivity differences
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and not tax differences, thereby meeting
the requirements for capital ownership
neutrality. In this case the total tax bur-
den on foreign and domestic investment
varies between taxpayers with different
home countries, but every investor has an
incentive to allocate investments in a way
that maximizes pretax returns.

The same circumstances that make
capital ownership neutrality desirable
from the standpoint of world welfare also
imply that countries disregarding world
welfare have incentives to exempt foreign
income from taxation no matter what
other countries do. The reason is that,
from an ownership standpoint, additional
outbound foreign investment does not
reduce domestic tax revenue, since any net
reduction in home—country investment by
domestic firms is offset by greater invest-
ment by foreign firms. With unchanging
domestic tax revenue, home—country
welfare increases in the after—tax profit-
ability of domestic companies, which is
maximized if foreign profits are exempt
from taxation. Tax systems that exempt
foreign income from taxation are, there-
fore, said to satisfy national ownership
neutrality. Hence, it is possible to under-
stand why so many countries exempt for-
eign income from taxation, and it follows
that, if every country did so, tax systems
would conform, capital ownership would
be allocated efficiently, and global output
would thereby be maximized.

Implications for Domestic Expense
Deductions

Competing efficiency concepts carry
differing implications for efficient taxation
of foreign income, which in turn influence
the desirability of permitting taxpayers to
take deductions for domestic expenses. If
international investors do not compete for
potential ownership of the same assets,
and greater foreign investment comes at
the cost of reduced domestic investment,
then governments promote national
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welfare by taxing foreign income on
accrual while providing only deductions
for foreign income tax payments. Under
the same circumstances, governments
promote global welfare by permitting tax-
payers to claim tax credits for foreign tax
payments, a policy that may also advance
national welfare if nations cooperate to
share the benefits of international eco-
nomic policies. In both of these cases, full
deductibility of domestic expenses is con-
sistent with efficiency. Governments that
tax foreign income while permitting only
a deduction for foreign income tax pay-
ments subject after—foreign—tax returns
to home country taxation, and expenses
incurred to produce these returns are
properly deductible. Governments that
tax worldwide income while provid-
ing foreign tax credits do so to promote
global efficiency; since domestic plus
foreign returns are cumulatively taxed at
the domestic tax rate, efficiency requires
that the expenses incurred to produce
these returns should be deductible at the
domestic tax rate.

If greater foreign activity is accompa-
nied by higher levels of domestic activ-
ity, and the ownership of active business
assets influences their productivity, then
countries benefit from exempting foreign
income from taxation, and global efficiency
requires that all nations tax foreign income
in the same way. In this setting it follows
that the exemption of foreign income
should be accompanied by permitting
full deductibility of domestic expenses,
since doing so advances national welfare,
and is consistent with global efficiency if
it is also the practice of other countries.
A policy that instead limits domestic
expense deductions based on indicators
of relative foreign and domestic activity
or income would effectively tax foreign
income, thereby introducing ownership
distortions. For example, if a country per-
mits only a portion of domestic expenses
to be deducted by firms owning foreign
assets, the affected firms have incentives
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both to shed some of their foreign assets
and to acquire other firms that have sig-
nificant domestic assets. Firms unable to
claim full deductions for their domestic
expenses would also become attractive
targets for foreign takeovers structured
so that the combined firm was not subject
to the expense allocation rules. Indeed, a
tax system inevitably influences business
ownership decisions whenever the tax
treatment of domestic expenses is contin-
gent on the ownership of foreign assets or
the receipt of foreign income.

Firms with foreign income that is
exempt from home-country taxation
have incentives to allocate capital, man-
agement attention, and other resources
between foreign and domestic produc-
tion so that the after-foreign—tax mar-
ginal productivity of resources devoted
to foreign production just equals the
after-home-tax marginal productivity of
the same resources devoted to domestic
production. This marginal productivity
condition is efficient because it reflects
the tradeoffs made by most of the world’s
investors and is, therefore, capitalized into
market prices. It follows that efficiency
also requires that firms choosing among
domestic expenses that contribute to
domestic and foreign profitability simi-
larly equate after—foreign-tax marginal
foreign profitability with after-home—tax
domestic profitability, since otherwise
productivity could be augmented by
altering the mix of capital and current
expenditures. This marginal productivity
condition for expenses is satisfied only if
domestic expenses are fully deductible
and, therefore, not contingent on the loca-
tions in which the corresponding income
is earned.

ANALYSIS OF DOMESTIC EXPENSE
DEDUCTIONS

This section offers an analytic evalua-
tion of the domestic expense deduction
rule that promotes efficiency as captured

Page 192



Foreign Income and Domestic Deductions

Page 193

by each of the norms described in the
third section. It is most straightforward
first to consider the case in which a home
government treats foreign taxes simply
as costs of doing business and, therefore,
permits only a deduction for foreign
income tax payments, unmindful of the
ownership distortions associated with
such a policy. An individual firm spends
R at home to produce both domestic and
foreign income, the value of its domestic
production (net of other expenses) being
denoted Q(R), and the value of its pro-
duction through a wholly owned foreign
affiliate being denoted Q*(R). In order to
abstract from issues of discounting and
the taxation of capital returns, it is helpful
to think of R as a current expense, such
as administrative cost, that contributes
to income production this year only. The
home country taxes business income
at rate 7, and the foreign country taxes
income at rate 7+ The home country per-
mits the firm to deduct a fraction « of its
expenditures on R against home country
taxable income, and the foreign country
permits the firm to deduct a fraction ¥
of its expenditures on R against taxable
income in the foreign country. Critically,
yis assumed to be unaffected by o (and
in practice is typically zero).

The firm’s after—tax profit is denoted 7,
which with this regime of taxing foreign
income takes the value:

1] 7=[Q(R)+Q*(R)(1-7*)+7*yR]
(1-7)-R+1oR.
A profit-maximizing firm chooses R to

maximize the value of 7 in equation [1],
for which the first order condition is:

2] [Q(R)+Q*(R)(1-T*)+T*7]
(1-7)=1-10a.

Taking foreign taxes to be costs, the home
country’s return is Q(R) + Q*(R)(1 - 7¥) +
TR - R, the difference between domestic
profits plus after-tax foreign profits and
the cost of domestic inputs. The first-order
condition for maximizing the home
country’s return is then:

381 Q(R)+Q¥(R)(1-7*)+7*y=1.

Together, equations [2] and [3] imply
that o = 1. Hence, the home country
maximizes its total return by permitting
taxpayers to deduct all of their domestic
expenses, even though some of these
expenses may contribute to productivity
in the foreign country, and even though
(although this is rarely the case) some of
the expenses might be deductible in the
foreign country.

This implication is consistent with the
intuition that a home country that taxes
foreign income should also permit full
deductibility of domestic expenses associ-
ated with producing that income. Partial
deductibility excessively discourages
expenditures that create net value for the
home country, so aligning taxpayer and
national incentives therefore requires
full deductibility. It is noteworthy that
7 does not influence the implication that
the home country maximizes value by
permitting full deductibility, since a posi-
tive value of ynot only increases a firm’s
incentive to spend on R, but also increases
the home country’s return, which includes
any foreign tax savings.”

It is very uncommon for countries to
tax active foreign business income while
providing only deductions for foreign
income tax payments; instead, countries
that tax foreign income typically provide
foreign tax credits. The paradigmatic
case of worldwide taxation with foreign
tax credits is a system in which the home

7 Recall that yis assumed to be fixed; if international cost sharing agreements or other arrangements were to
make the level of ycontingent on ¢, then it would no longer necessarily follow that full domestic deductibility

maximizes home country returns.
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country taxes foreign income without
deferral and with unlimited provision of
foreign tax credits (including the possibil-
ity of a rebate if foreign tax rates exceed
the home country rate). From the stand-
point of home country firms facing such a
regime of taxing their foreign investments,
the foreign tax system becomes irrelevant,
since any reduction in foreign taxes is
immediately offset by greater home
country taxes. The firm’s after-tax profit,
therefore, can be represented as:

[4] 7=[Q(R)+Q*(R)](1-7)-R+7aR.

The first order condition corresponding to
the profit-maximizing choice of R is:

5] [Q(R)+Q*(R)](1-7)=1-10.

The standard rationale behind having a
system of worldwide taxation and unlim-
ited foreign tax credits is to maximize
world welfare by promoting capital export
neutrality, as discussed in the third sec-
tion. In this framework, world economic
welfare is given by the difference between
world output and the cost of world inputs,
without regard to tax considerations.
Maximizing world welfare in this context
therefore corresponds to maximizing
Q(R) + Q*(R) — R, for which the first order
condition is:

[6] Q(R)+Q*(R)=1.

It is clear from inspection of equations
[5] and [6] that once more the welfare
maximizing policy is &= 1, full domestic
deductibility of domestic expenses, and
again this is unaffected by whether or
not the foreign country permits partial
deductibility with a positive value of .

The implication that domestic expenses
should be fully deductible against domes-
ticincome may not conform exactly to the
common intuition that expenses incurred
to produce foreign income should be
deductible against home country taxable
income to the extent that foreign income
is taxed by the home country. Certainly
in the case of worldwide taxation with
foreign tax credits, the home country
taxes foreign income, but the tax rate is
zero if the average foreign tax rate equals
the home country tax rate, and the home
country tax rate on foreign income is
negative if the foreign tax rate exceeds the
domestic tax rate. In all of these cases, the
analysis of equations [5] and [6] implies
that efficiency requires the home gov-
ernment to permit full deductibility of
domestic expenses. The reason is that the
policy of worldwide taxation is premised
on the notion that a country benefits by
enacting domestic tax rules that maximize
the world allocation of resources. Since
both domestic and foreign returns are
effectively taxed at the domestic tax rate,
efficient incentives to devote resources
to R require that the expense be fully
deductible at the domestic tax rate also.
By taxing foreign income and providing
foreign tax credits the home country tax
system removes any incentives created by
foreign deductibility of expenses incurred
in the home country, so it is necessary to
provide full domestic deductibility to get
the incentives right.®

Perhaps the most telling case is that
in which the home country maximizes
national welfare by promoting efficient
asset ownership through exempting for-
eign income from taxation. With foreign
income exempt from home country taxes,
the firm’s after tax profits are:

8 Itis worth noting that, in the unlikely event that the foreign government permits deductibility of a portion of
home country expenditures on R through a positive value of } the home government immediately recoups
the value of the deductibility by granting the home country taxpayer fewer foreign tax credits. Hence, from
a government budgetary perspective, the cost of full deductibility of home-country expenses is offset to
whatever extent foreign governments permit partial deductions for these expenses.
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[7] 7=Q(R)(1-7)+Q*(R)(1-7%)
+ToR+7*yR—-R.

A profit maximizing firm chooses R to
satisfy:

[81 Q'(R)(1-7)+Q* (R)(1-7*)

+t*y=1-101.

It is important to identify the govern-
ment’s objective in this situation. Exempt-
ing foreign income from taxation makes
sense from the standpoint of encourag-
ing efficient asset ownership, given the
importance of ownership to productivity.
Exempting foreign income from taxa-
tion implies that the government values
equally one dollar of after—tax domestic
income earned by home—country firms
and one dollar of after—foreign—tax foreign
income, since home—country firms make
this tradeoff at the margin. This relative
valuation is sensible in a world of shifting
ownership, since it is effectively imposed
by the world capital market. Then the
government chooses international tax
policy to maximize:

Q*(R)(1-7*)+7*yR

(1-1)

The term (1 - 7) appears in the denomina-
tor of the second term of [9] to reflect the
fact that after-home—tax domestic income
and after—foreign-tax foreign income are
valued equally. Then maximizing the
value of [9] implies:

R.

91 Q(R)+

[10] Q’(R)(1-7)+Q*(R)(1-7*)

+t¥y=1-7,

from which, together with equation [8], it
is clear that yet again the welfare maximiz-
ing policy is a=1, or full domestic deduct-
ibility of home country expenses.

The conclusion that the home country
maximizes welfare by permitting taxpayers
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to deduct all of their domestic expenses fol-
lows from the relative valuation of foreign
and domestic pretax incomes. This relative
valuation is driven by the world market,
which values after-tax income equally in
every country, and which allocates capital
and other resources in a manner consistent
with this valuation. Individual countries
benefit from adopting policies that are con-
sistent with world valuations of after—tax
income, which is why it is attractive to
exempt foreign income from taxation
and also why it is attractive to permit full
deductibility of domestic expenses.

CONCLUSION

Why should a country that exempts
foreign income from taxation neverthe-
less permit full domestic deductions for
expenditures that contribute to foreign
profitability? The rationale for domestic
expense deductibility is the same as the
rationale for exempting foreign income
from taxation: that tax systems with these
features foster productivity associated
with efficient ownership. The intuitive
criticism that it is wrong to permit a
deduction for an expense that generates
untaxed income overlooks the impor-
tant role of foreign investors and begs
the question of why the home country
exempts foreign income from taxation in
the first place. The plain fact is that most
countries in the world both exempt active
foreign business income from taxation
and permit full domestic deductibility
of home—country expenses; and there
are sound economic reasons why these
policies go together and make sense in a
world of shifting ownership.
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IV CONCLUDING OBSERVATIONS: WEIGHING THE FACTORS

Exemption system advocates are inclined to ask why, if some other countries
directly confer the advantages of an exemption system on their residents, should the
United States treat its residents less favorably by holding to a worldwide system?®>’
The answer is that the United States might choose to do so because it gives higher
priorities to locational neutrality and to fairness in the design of its income tax rules
than is implied by the choice of an exemption system.

To be specific, the U.S. income tax is heavily grounded on the fairness notion that
taxpayers should contribute to the cost of government in relationship to their
comparative economic wellbeing or ability-to-pay.®® Territorial taxation facially
conflicts with this norm to the extent that it excludes foreign-source income from the
ability-to-pay calculus. This point is not the end of the matter, of course, because the
goals of simplicity, economic neutrality/efficiency and economic growth must also be
taken into account and may require that fairness concerns be somewhat
circumscribed.

With respect to simplification, exemption system proponents argue that an
exemption regime would advance the goal of reducing complexity in the tax
system.?*® After all, what could be simpler than not taxing foreign-source income at
all? Adoption of an exemption regime might, indeed, simplify the U.S. system for
taxing its residents' foreign-source income, but the amount of simplification to be
gained by the switch from a worldwide approach is uncertain and may not be great.
This is largely due to the fact that adoption of a regime that provides an explicit zero
rate of tax for foreign-source income will heighten the importance of those elements
of the system dealing with the distinction between U.S.-source and foreign-source net
income. Thus, the sourcing rules, transfer pricing rules and expense-allocation rules
will inevitably assume a greater role under an exemption regime than under the
present worldwide system. We should expect that these rules would all be tightened in
the exemption context, thereby becoming more complex and more productive of
controversy between taxpayers and the IRS. %

2% Moreover, a destination principle VAT/GST avoids transfer pricing problems that are inherent in an
origin principle VAT/GST. See Grubert and Newlon, above n 10, 620, 639.

7 See generally, NFTC, International Tax Policy, above n 72, 126-27.

258 See authorities cited in above n 148.

29 See Chorvat, above n 68, 850-53.

260 See generally Joint Comm., Alternative U.S. Tax Policies, above n 6, 36-37, 40-41; U.S. Treas.
Dep’t, Approaches, above n 2, 60; Michael J. Mclintyre, ‘“Thoughts on the IRS's APA Report and More
Territorial Taxation” (2000) 87 Tax Notes 445, 446; Peter R. Merrill, ‘International Tax and
Competitiveness Aspects of Fundamental Tax Reform’ in James M. Poterba (ed), Borderline Case
(1997) 87, 103; Peroni, Back to the Future, above n 68, 985; David R. Tillinghast, ‘International Tax
Simplification’ (1990) 8 American Journal of Tax Policy 211-12.
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Moreover, to mitigate fairness and economic efficiency/neutrality concerns, some
countries exclude both passive income and low-taxed foreign-source business income
from their exemption systems (indeed, most countries exclude passive income from
their exemption systems) and employ a worldwide system (with a foreign tax credit)
for this excluded income.?® If the United States went down this road and preserved its
worldwide system (with its complex foreign tax credit) for passive and low-taxed
foreign-source income, the simplification gains from an exemption system could be
slim indeed.?*

In addition, some exemption countries have determined that although a resident's
foreign-source income should be excluded from the tax base, it should, nevertheless,
be taken into account for purposes of determining the progressive tax rate that applies
to the resident's domestic-source income. This principle is generally referred to as
exemption-with-progression.?®® If the United States were to adopt this approach, the
issue of whether or not to recognize unrepatriated controlled foreign corporation
income when implementing exemption-with-progression would be critically important
and might well result in the preservation of complex antideferral regimes for this
purpose. If so, the simplification gains from converting to an exemption system would
be significantly reduced.

An exemption system is also a highly distortionary departure from the goal of
economic neutrality. At its worst, an exemption system can cause an investment in a
low-tax foreign country to be preferred to a U.S. investment even though the U.S.
investment has a higher before-tax rate of return and is, therefore, economically
superior.®* It is difficult to see how the economic well- being of the United States is
furthered by distorting taxpayer decisions in this manner.

With respect to economic growth, exemption advocates contend that exemption
systems create greater worldwide economic well-being than do worldwide taxation
systems.?® The empirical and theoretical support for this proposition is, however, so
mixed and debatable that the claimed economic growth virtues of the exemption
approach must be regarded as speculative at best.®®

2L See Ault and Arnold, above n 3, 372-75, 378-79; Chorvat, above n 68, 855-59; Graetz, Outdated
Concepts, above n 47, 324, 329; See also H. David Rosenbloom, ‘From the Bottom Up: Taxing the
Income of Foreign Controlled Corporations’ (2001) 26 Brooklyn Journal of International Law 1525,
1549-50; Tillinghast, above n 260, 209-10.

262 See Joint Comm., Alternative U.S. Tax Policies, above n 6, 38-41; Charles I. Kingson, ‘The Foreign
Tax Credit and Its Critics’ (1991) American Journal of Tax Policy 1, 52-55; Peroni, Back to the Future,
above n 68, 986. Although Australia generally employs an exemption regime for foreign-source
income, it taxes certain foreign-source income under a worldwide system that features an anti-deferral
regime described as “very complex.” Robin Woellner, Steven Barkoczy, Shirley Murphy and Chris
Evans, Australian Taxation Law (17" ed. 2006) 1,465.

263 See Ault and Arnold, above n 3, 372-73. The United States actually employs the exemption-with-
progression principle in its limited exemption for foreign-source personal service income. See IRC §
911()(1986 as amended).

264 See text accompanying notes 68-71 supra; Avi-Yonah, Globalization, above n 101, 1604 n. 132; See
also Jane G. Gravelle, ‘Foreign Tax Provisions of the American Jobs Act of 1996” (1996) 72 Tax Notes
1165,1166; Mitchell, above n 164, 804; Peroni, Back to the Future, above n 68, 983; Peroni, End It,
above n 68, 1613-14.

2% See, eg, Gary Clyde Hufbauer, U.S. Taxation of International Income: Blueprint for Reform (1992)
57-59.

266 See, eg, Staff of Joint Committee on Taxation, Overview of Present-Law Rules and Economic Issues
in International Taxation, JCX-13-99 (1999) §IV.D <http://www.house.gov/jct/x-13-99.htm>; U.S.
Treas. Dep't, Deferral, above n 47, 25-54; Altshuler, above n 80, 1585; James R. Hines, Jr., “The Case
Against Deferral: A Deferential Reconsideration’ (1999) 52 National Tax Journal 385, 401-02;
Rousslang, above n 68, 595-97.
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Likewise, the claims that adoption of an exemption system by the United States is
necessary to keep U.S. businesses on a competitive footing in foreign markets are
rendered dubious, at best, by the extensive overseas success of those businesses.?®’
Advocates of the competitiveness view have failed to provide convincing empirical
evidence for their claims that worldwide taxation undermines the ability of U.S.
individuals and corporations to compete in the global marketplace.?®®

In addition to the preceding points, Part 111.E.7 has discussed ways to overcome
objections to worldwide taxation that are based on a desire to accommodate the tax
competition strategies of poor countries.?®

Thus, it is quite rational for the United States to conclude that when the significance
of the ability-to-pay fairness principle is weighed against an exemption system's
distortionary effects, uncertain simplification benefits*”® and speculative economic
growth consequences, and against the generally strong competitive performance of
U.S. businesses abroad, worldwide taxation is the preferred option. This holds true
regardless of the fact that other countries, with other ideas regarding the relative
importance of fairness and efficiency, countenance generous deferral of foreign-
source income or employ exemption systems.?’*

Although the application of the ability-to-pay fairness principle to international
income taxation is complicated by the presence of foreign taxpayers, by income
earned through C corporations and by the claims of other governments to tax cross-
border income, it is nonetheless possible, and indeed important, to analyze
international tax policy in terms of fairness in addition to efficiency. As the foregoing
discussion demonstrates, we believe that both fairness and efficiency considerations
support the conclusion that a properly designed worldwide income tax regime is
superior to either the current U.S. hybrid worldwide system?’? or an exemption
system.

%67 See U.S. Treas. Dep’t, Deferral, above n 47, 56.

%68 See U.S. Treas. Dep’t, Deferral, above n 47, 56-57, 61.

269 See text accompanying above n 238-44.

270 See text accompanying above n 259-63.

2™l See Reuven S. Avi-Yonah, ‘Tax, Trade, and Harmful Tax Competition: Reflections on the FSC
Controversy’ (2000) 21 Tax Notes International 2841, 2843 (arguing that an exemption system, as
typically constructed, is a prohibited export subsidy under the General Agreement on Tariffs and
Trade). For a more cautious view on this point, see Richard Westin and Stephen Vasek, ‘The
Extraterritorial Income Exclusion: Where Do Matters Stand Following the WTO Panel Report?” (2001)
23 Tax Notes International 337, 341-44.

272 See Summers, above n 83, 39 (“[W]hen given the choice between the continuation of the status
guo—which seems to me to permit very large amounts of abuse in which income is caused to be
located in jurisdictions that do not seek to maintain serious tax systems and to remain there for very
long periods of time—and the end of deferral, it is not clear to me that the status quo is to be
preferred.”).
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Throw Territorial Taxation
From the Train

By Edward D. Kleinbard

Edward D. Kleinbard is a partner with Cleary
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This report reviews the case for replacing the
Internal Revenue Code’s complex rules for taxing
foreign direct investment with a territorial tax system.
The report acknowledges that a territorial system
offers one unambiguous advantage over current law,
which is that it removes U.S. tax frictions on repatri-
ating foreign profits. The report argues, however, that
a territorial tax system would vastly exacerbate cross-
border transfer pricing problems by rewarding suc-
cessful transfer pricing gamers as “instant winners” of
the tax lottery. In light of the overwhelming evidence
of pervasive transfer pricing problems today, Klein-
bard argues that this alone is sufficient reason not to
move to a territorial tax system. Kleinbard also argues
that other purported advantages of territorial systems,
including simplicity and a more competitive tax envi-
ronment for U.S. multinationals, are overstated.

Kleinbard believes a “full-inclusion” tax system
also would eliminate the tax frictions on repatriating
foreign earnings, and would genuinely be simpler
than current law (in contrast to a territorial tax sys-
tem). Importantly, he further argues, U.S.-based mul-
tinationals would have little reason to pursue aggres-
sive transfer pricing tax strategies in a full-inclusion
environment (again in contrast to a territorial tax
system). Without more, however, a full-inclusion so-
lution would be profoundly anti-competitive. Klein-
bard shows how his business enterprise income tax
proposal (first discussed in Tax Notes, Jan. 3, 2005, p.
97) addresses the competitiveness problems of a full-
inclusion system, in large measure by enabling the tax
rate imposed on U.S. firms to be substantially reduced
and the foreign tax credit rules to be simplified.
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I. Introduction

Territorial income tax systems are designed to exempt
the “active” income of a U.S. firm’s foreign branches or
foreign subsidiaries from U.S. income tax when that
income is repatriated to the United States. Territorial tax
proposals are the current darling of many international
tax reform recommendations, including those made in
late 2005 by the President’s Advisory Panel on Federal
Tax Reform.!

This report advances three related arguments regard-
ing the taxation of foreign direct investments by U.S.
firms. The first is that territorial income tax proposals are
a terrible idea. Once the actual implementing rules of a
realistic territorial tax system are understood, territorial-
ity cannot be recommended, even on the grounds ad-
vanced by that idea’s proponents.

The report’s second argument is that a 