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FIXING THE SYSTEM: AN ANALYSIS OF ALTERNATIVE
PROPOSALS FOR THE REFORM OF INTERNATIONAL TAX
Harry Grubert and Rosanne Altshuler

We evaluate proposals for U.S. international tax reform including dividend exemption, full current inclusion, dividend exemption with an effective tax rate test
and active business exception, dividend exemption with a per-country or overall
minimum tax, and repeal of check-the-box. As alternatives to active business tests,
we consider minimum taxes that allow expensing for real investment abroad. We
evaluate reforms along many dimensions including the lockout effect, income shifting, the choice of location, and complexity. Wefind a per-country minimum tax with
expensing has many advantages with respect to these margins. The simpler overall
minimum tax is a serious alternative.
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I. INTRODUCTION

R

ecent developments necessitate taking another look at altemative reforms of the
U.S. system for taxing cross-border income. Discontent with the U.S. worldwide
system for taxing the intemational income of U.S. corporations has focused policy makers on possible reforms. Both Sen. Mike Enzi and House Ways and Means Chairman
Dave Camp have released draft proposals of dividend exemption systems. Provisions
that would tighten intemational tax laws have been part of every Obama Adminisfration budget and the President's Economic Recovery Advisory Board (PERAB) has
issued a report that includes an extensive discussion of intemational tax reform options
(PERAB, 2010).'
' On February 22, 2012, the White House and the U.S. Department of the Treasury released a joint report
outlining a framework for business tax reform that includes, among other proposals, elimination of a
number of business tax expenditures, a reduction in the corporate statutory tax rate to 28 percent, and a
new minimum tax on foreign eamings apparently within the current worldwide system. This paper does
not analyze that proposal.
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There is also additional evidence regarding the costs and benefits of the current
U.S. system. One of the most important features of the current system in evaluating
the incentives for foreign investment and the location of income is the burden of the
repatriation tax on dividends. This burden includes both the U.S. residual tax on actual
dividend repatriations which, due to effective tax planning by corporations, tends to
be small, and more importantly the efSciency cost or "implicit" tax attributable to the
avoidance of the repatriation tax. The unexpectedly large repatriations under the 2005
tax holiday suggest that this implicit cost of additional deferrals is larger than reflected
in previous estimates.
Furthermore, botb the international environment and U.S. tax laws have changed.
The two other major industrial countries with worldwide systems, Japan and the United
Kingdom, have converted to dividend exemption. In addition, both statutory and effective
tax rates around the world have continued to decline relative to U.S. rates, sharpening
the "competitiveness" issue (Devereux et al., 2009).^ The decline in foreign rates can
also be expected to reduce tbe amount of excess foreign tax credits under the current
system with important implications for company behavior.
The reduction in the ftequency of excess credit positions will gain added impetus
by the enactment in 2010 of the new foreign tax credit anti-splitter rules. In the past,
multinational corporations (MNCs) have been able to use various devices such as hybrid
entities and foreign partnerships to separate the foreign tax ftom the income that gave
rise to it. They have thereby been able to increase the amount of foreign tax credits
claimed relative to the income being repatriated. The new Section 909 in the Internal
Revenue Code limits this type of credit manipulation. The resulting decline in excess
foreign tax credits will substantially revise the comparison of the current system versus
its alternatives.
Taking these developments into account, we evaluate proposals for reform of the U.S.
tax system for taxing cross-border income including dividend exemption, full inclusion, and a Japanese-type version of dividend exemption witb an effective tax rate test
and an exception for active business. We also study versions of a dividend exemption
system tbat include eitber country-by-country or overall minimum taxes with no active
business exceptions. As an alternative to an active business test, we consider a current
deduction against the minimum tax for real investment in the location as an option.
Given the importance of the check-the-box rules to tax planning, we also include their
repeal as one of the options for reform within current law.
Devereux et al. (2009) find that average effective tax rates across all European Union countries fell almost
8 percentage points, from 29.3 to 21.5 percent, over the period 1998-2009. The authors report an average
effective tax rate for the United States of 37.4 percent in 2009 and a rate of 38.3 percent in 2005 (they did
not calculate U.S. effective tax rates for years prior to 2005). Over the same 1998-2009 period, the average effective statutory rate (including local statutory rates) for all European Union countries fell almost
10 percentage points from 33.5 percent to 23.8 percent while the U.S. effective statutory rate fell less than
2 percentage points from 39.8 percent to 37.4 percent. The decrease in the U.S. rate was entirely due to
reductions in statutory tax rates at the state level since the federal statutory rate remained at 35 percent
throughout this time period.
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To compare dividend exemption proposals with current law, we reevaluate the burden
of the current repatriation tax taking the response to the 2005 tax holiday into account.
The implicit cost of avoiding repatriation turns out to be higher than found in previous
estimates and increases as deferrals accumulate abroad. This finding has significant
implications for our analysis.
We evaluate the proposals using a number of criteria. We examine the impact of the
proposals on the lockout effect, changes in the incentives to shift income, the distortion of
investment incentives and whether the reform is consistent with a more efficient allocation of worldwide capital, revenue, complexity, tax planning incentives beyond income
shifting, and incentives to expatriate, which are all different components of any change
in efticiency. We simulate effective tax rates for low and high-tax investments abroad
to show how the effects of the various alternatives and illustrate their consequences.
To highlight how the various systems affect income shifting alternatives, we consider
investments that produce high tech goods using U.S.-developed intangible assets.
The analysis suggests that the per-country minimum tax with expensing has many
advantages compared to the other schemes. The per-country minimum tax we propose
offsets (at least in part) the increased incentives for income shifting under a pure
dividend exemption system. Unlike the Japanese type dividend exemption alternative
considered in this paper, under the minimum tax option there is no cliff in which the
income is subject to the full home country rate if it fails the minimum tax and active
business test. The company has more of an incentive to lower foreign taxes and will
often prefer paying the U.S. minimum tax to paying a higher foreign tax. The minimum
tax also seems more advantageous than the repeal ofcheck-the-box. It is more eiïective
in discouraging income shifting and raising the effective tax rate in low-tax countries.
Further, repeal of check-the-box would result in companies unwinding hybrids in tax
havens and sheltering income in countries with rates below the U.S. rate. Under the
minimum tax, the U.S. would generate revenue on income sheltered in havens abroad.
Finally, the per-country minimum tax with expensing for real investment is better
than full inclusion in tailoring companies' effective tax rates to their competitive position abroad. No U.S. tax burden will fall on companies that earn just a normal return
abroad, appropriately preserving capital import neutrality (CIN). The minimum tax
with expensing is basically a tax on large excess returns in low-tax locations, cases
in which the company probably has less intense foreign competition. The minimum
tax combines the advantages of the extreme alternatives, dividend exemption and full
inclusion, and has fewer of their shortcomings.
Our comparison of overall and per-country minimum taxes suggests that the overall
version deserves serious consideration. While it is not as successful as the per-country
minimum tax in targeting tax haven income, it is a substantial move in that direction
and is much simpler.
The paper is organized as follows. We start by briefiy discussing problems with
the traditional criteria used to evaluate international tax proposals. We stress that the
optimal tax on foreign income is a "second best" problem and that alternatives should
be judged based on wbetber they move the system towards the second best answer.
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We then highlight problems with the current U.S. worldwide tax with deferral system
and describe both the proposals we analyze and criteria we use to judge the altemative proposals. To evaluate reforms against current law it is necessary to reevaluate
the efficiency cost of accumulating deferrals. After presenting new estimates of the
implicit burden of deferrals, we present the results of our effective tax rate simulations.
This analysis is followed by a discussion of the revenue consequences of the current
system and the various altematives, a comparison ofthe overall versus the per-country
minimum tax, an analysis ofthe incentives to expatriate under the various altematives,
and an evaluation of how the reform altematives differ in terms of complexity. Before
concluding we discuss two reform altematives that have been advanced as possible
fixes to our current system: formulary apportionment (with specific emphasis on a sales
apportionment factor) and a destination-based income tax.
II. ALTERNATIVE CRITERIA FOR FOREIGN INVESTMENT

There is an extensive literature on the altemative standards that should guide the
process of evaluating intemational tax reform proposals including Capital Export Neutrality (CEN), Capital Import Neutrality (CIN), and, more recently. Capital Ownership
Neutrality (CON). However, as indicated in Gmbert and Altshuler (2008), the usual
evaluation of reforms relative to these norms is not very helpful because each proposed
standard is based on very special assumptions. Furthermore, none of the standards
address the most important issues in designing an intemational tax system, such as the
taxation of excess retums and royalties, income shifting, and the allocation of parent
expenses to foreign income.
The optimal tax on foreign income is in general a second best problem because there
are existing foreign and domestic taxes.^ The second best solution depends on which
investments a potential foreign investment competes with, those in high-tax jurisdictions abroad and in the United States, or those in low-tax locations. The solution also
depends on the sources of additional capital to the firm, which can be ftom additional
saving or at the expense of either other domestic investments in the corporate or noncorporate sectors or portfolio investments abroad. It is difficult to have a single rule that
will fit all cases. Some investments are highly mobile, serving a worldwide market, with
many possible altemative locations. Others are more closely tied to a given location
because ofthe importance of being close to customers or to a source of raw materials.
Some investments compete with U.S. production while others compete with low-tax
production abroad. None ofthe standards will be appropriate in all cases, and it is not
feasible to design a policy with different mies for different cases.
It may, however, be possible to design relatively simple mies that move policy towards
the second best solution. One ofthe altematives we evaluate is a minimum tax on foreign
income, on either a country-by-country or overall basis, with a current deduction for
real investment against the U.S. minimum taxable base in the location. The minimum
Gmbert and Mutti (1995) discuss the general second best rule.
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tax therefore applies only to excess retums in the foreign location. Investments with
large excess retums probably do not have very close foreign competitors, so imposing
a minimum tax is not likely to put them at a competitive disadvantage abroad. Also,
some of the tax would be on economic rents and thus be non-distortionary (ignoring
any possible expatriation responses). The investment would take place even with the
minimum tax, which just acts to reduce the tax considerations in the choice of where
it is located.
On the other hand, companies that make basic real investments that do not eam much
more than a normal retum probably have more intense foreign competition. Imposing a
U.S. tax on such companies could put them at a competitive disadvantage even if they
were more efficient than their rivals. A minimum tax with expensing therefore has the
virtue of moving the system towards CEN for foreign investments with large excess
retums and little competition, and towards CIN for more basic real investments that
compete with close rivals in foreign locations for normal retums.
It should be noted that designing a set of intemational tax mies is mainly a question
of determining how excess retums attributable to U.S. developed intellectual property
are taxed. If the investment simply involves standard real capital that eams normal
retums like an aircraft or a ship, it can be leased from foreign investors since the rental
price will not refiect any U.S. tax. A company can therefore already exempt capital that
eams the normal retum from U.S. tax by leasing the capital.
III. PROBLEMS WITH THE CURRENT WORLDWIDE SYSTEM

The present system raises little revenue, is complicated, creates incentives for aggressive income shifting, and interferes with companies' efficient use of capital as they try
to avoid the dividend repatriation tax. It is hard to argue that the current system is based
on any coherent concept of how an optimal system should be designed. Consider the
following problems:
1. Income shifting. The evidence on income shifting under the current U.S. system is extensive, and the problem seems to be getting worse, in part because of
the generous tax planning opportunities opened up by the check-the-box mies
enacted in 1997 (Grubert, 2012). As evident in the effective tax rate simulations
presented below, this aggressive tax planning distorts investment decisions by
magnifying the benefits of low-tax locations.
2. The lockout effect attributable to both actual and "implicit" tax costs. U.S. companies use various techniques for avoiding the repatriation tax, such as having
the U.S. parent borrow using accumulated financial assets abroad as implicit collateral (Altshuler and Gmbert, 2002). But these repatriation avoidance schemes
come at a cost, such as a ballooning balance sheet that raises the company's cost
of capital. The avoidance of the repatriation tax may also induce U.S. companies
to acquire foreign companies in part because of the cheap source of locked out
capital available.
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3. Complexity. The current system requires extensive calculations and adjustments
involving foreign tax credits, allocated expenses, etc.
4. Competitiveness. While the current system provides many advantages to a
low-tax foreign location, there may be cases where the potential repafriation tax
and other rules discourage real investments that are consistent with an efficient
worldwide allocation of capital. This may be the case when U.S. companies may
not expect to eam much more than the normal cost of capital. Any new system
should not prejudice productive real investments abroad.
The main question in this paper is whether improvements can be made in all of these
areas or if the goals are in conflict. Must eliminating the lockout of foreign eamings
exacerbate incentives for income shifting? Can income shifting be limited without an
unnecessary burden on productive foreign investment?
IV. PROPOSALS FOR REFORM

The baseline for our analysis is the current worldwide system but with a 30 percent
corporate rate. There seems to be a growing consensus that the United States should
reduce its corporate statutory rate in response to the dramatic and continuing decline in
corporate statutory rates abroad. Accordingly, it seems appropriate to consider the current
system with a lower rate. We analyze five proposals for reform against this baseline:
1. Full inclusion. The worldwide system is retained and the deferral privilege for
active business income is repealed."*
2. Dividend exemption. Dividends derived from active business income can be
repatriated free from U.S. tax. Royalties and other payments deductible abroad
and export sales income are fully taxed. We consider a system in which there
are no allocations of parent overhead expenses to exempt foreign income.'
Capital gains from the sale of an active foreign asset would be exempt on the
grounds that the price is based on future dividends. We assume that passive
income and other income now taxed currently under subpart F would continue
to be subject to current tax.
3. Dividend exemption with a version of the Japanese effective tax rate test. This
is similar to one of the anti-base-erosion altematives in Chairman Camp's
dividend exemption proposal (U.S. House Ways and Means Committee, 2011).
If the country effective tax rate is below the threshold — 20 percent in the
Japanese plan and 15 in the dividend exemption option we consider — the
income is currently included in U.S. taxable income and is subject to the frill
This can be done in two ways. One is the "Branch Method" that treats each subsidiary as a branch of the
parent. Losses in some CFCs can therefore offset positive income elsewhere including in the parent. An
altemative is the "Subpart F Method" in which only positive income is included in the worldwide base.
Domestic expenses directly allocable to exempt foreign income are not deductible from the U.S. tax base.
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corporate rate. But the subsidiary's income can escape inclusion if it passes an
active business test. As a result, the taxation of the subsidiary's income faces
a cliff if it doesn't pass the test. Companies therefore will not shift income to
a pure tax haven as they do now with check-the-box planning.
4a. A country-by-country minimum tax of 15 percent on active income with a credit
for the effective foreign tax rate up to the 15 percent threshold. As in plan 3,
effective tax rates are computed for income in each jurisdiction, so the income
and tax in disregarded entities under check-the-box are placed in the location in
which they are taxed and not consolidated with its Controlled Foreign Corporation (CFC) owner. Operations with losses within a country are combined with
those without losses. The country tax base is Eamings and Profits (E&P) less
intercompany dividends because that income has already been taxed in other
jurisdictions.' The base subject to the minimum tax also excludes income fully
taxed under subpart F. Payments received that are deductible elsewbere sucb
as royalties and interest are included in the base. The effective tax rate is the
ratio of foreign taxes paid to this net E&P income base.' Dividends both ftom
countries subject to tbe minimum tax and those above the minimum are fully
exempt, including dividends ftom previously taxed income. There is no active
business exception to the minimum tax and no allocations of parent overhead
expense to foreign income. As under dividend exemption, royalties, interest,
and export sales income are fully taxed at the U.S. rate.^ Capital gains on the
sale of an operating foreign asset are taxed at a 15 percent rate net of a credit
for foreign taxes.
4b. The same as 4a but the company can deduct real investment in the country
ftom the minimum tax base. Therefore there is no U.S. tax on the company's
normal return abroad, the rate with which it discounts cash ftows ftom real
investments. Only the excess return is taxed at the U.S. rate and even then only
in part because tbere is still some incentive for income shifting ftom tbe United
States. In this option, the E&P of the foreign entity in a location would first be
calculated in the normal way and its effective tax rate would be based on tbat
E&P. If the effective tax rate is below 15 percent, minimum tax would be due
but the new investment could be deducted ftom the tentative taxable base. In
future years the process would be repeated for the investment, except now the
taxable base would be increased by normal E&P depreciation to recapture the
initial expensing.
' Earnings and Profits is defined in the Internal Revenue Code and regulations and is close to book or economic income. It is not local taxable income.
' The precise definition of E&P is net of foreign taxes paid, so foreign taxes are added to the denominator
in the effective tax ratio to get pre-tax income. Similarly, foreign taxes are added to E&P to construct the
taxable base.
* It is not quite correct to characterize the minimum tax as the equivalent of eliminating deferral but taxing
the income at a lower rate. As in any dividend exemption scheme, royalties and interest are fully taxable
and there is no fiow-over of excess credits to shield them. There is no cross-country crediting.
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4c. The same as 4a but with a minimum tax calculated on an overall instead of
country-by-country basis. A company would be subject to a tax of 15 percent on
active foreign income with a credit for the company's overall effective foreign
tax rate up to the 15 percent threshold. The company's effective foreign tax
rate is calculated by taking the ratio of total foreign taxes to total foreign E&P
net of dividends received.
4d. As in the case of the country-by-country minimum tax, we also consider an
option that allows a deductionfi-omthe tax base for all real investment abroad.
5. Repeal ofcheck-the-box witbin current law. Under repeal, most hybrids would
be unwound because firms would prefer to pay the lower foreign tax rather than
the U.S. tax that would be due under subpart F. The result would be a return to
pre-1997 income shifting, and would in part address the problem of "stateless
income" that has been referenced in the literature (Kleinbard, 2011).
A. The Operation of the Per-Country Minimum Tax

As indicated above, tbe minimum tax is imposed on a country-by-country basis, not
a CFC-by-CFC basis. If the company uses check-the-box to pay interest and royalties from one entity in the consolidated CFC to another, the interest and royalties are
deductiblefi-omthe payor and are assigned to the country in which they are subject to
tax, based on tax residence. Thus, for example, an entity incorporated in Ireland that is
resident in Bermuda under the Irish place of management rule has its income assigned
to Bermuda. Wherever the foreign income is, it bears a (U.S. plus foreign) tax of at
least 15 percent. In order to achieve this result, it is necessary to prevent income being
deductible in one location but exempt in the receiving entity. Thus, hybrid securities
could not be used to strip E&Pfi-oma tax haven with the payment exempt under the
receiving country's territorial regime.'
In calculating the effective tax rate in any location, using a single year could lead to
erratic perturbations over time because of the timing of deductions and credits, losses,
etc. We therefore propose using a five-year average of foreign taxes paid in relation to
E&P. Taxes and E&P for the current and past four years would be pooled for the purpose of the calculation. Then to calculate the tentative U.S. tax liability in the current
tax year, the excess of 15 percent above the average foreign tax rate is multiplied by
the five-year average of E&P. That is, the five-year average effective tax rate and the
income it applies to should be based on the same pool of income. Otherwise, there would
be opportunities for manipulating the timing of income and deductions to reduce U.S.
tax.

' Companies are now required to attach a Form 8858 for each of the disregarded entities (DRJEs) owned by
the CFC for which the Form 5471 is being filed. The Form 8858 gives the DRE's Earnings and Profits,
the country under whose laws it is organized, and the country in which its principal business activity is
conducted.
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In the expensing variations, current real investment can be deducted ftom the taxable
E&P base. But expensing does not change the relevant average foreign effective tax
rate for the purpose of calculating the stable residual U.S. tax rate. The foreign effective
tax rate, which determines the residual U.S. tax rate, is unaffected by the expensing.
Smoothing annual variations in foreign effective tax rates reduces the possibility
that a given subsidiary will move above and below the 15 percent threshold over time.
Another important reason for averaging is that it helps to achieve the exemption ofthe
normal retum in the expensing option because it increases the likelihood that the tax rate
that applies to the deduction is the same as the tax rate that applies to the subsequent
income.
The expensing under the minimum tax is intended to make the forward-looking U.S.
effective tax rate (ETR) on the normal retum to investment zero while the forward
looking ETR on the excess retum bears a total tax, including both the foreign and U.S.
components, of at least 15 percentage points. In the smoothing of effective tax rates
and income that we propose, the deduction for investment is always for current year
investment, not a five-year average, in order to maintain the zero forward looking U.S.
effective tax rate on the normal retum. A delay in the deduction through averaging
would fail to accomplish this objective.
Consider the case of a subsidiary in a country with a 5 percent effective tax rate. The
U.S. tax is therefore (0.15-0.05) or 10 percent ofthe taxable base. The subsidiary's
current pre-tax E&P is 200 per year. The tentative U.S. tax before expensing would
therefore be (0.15-0.05)*200=20. It considers an investment of 100 in the current
year.'" This would be deductible from the U.S. taxable base and the current tax would
therefore become (0.15-0.05)*(200-100)=10.
The company expects to eam 30 each year on the investment but the normal retum,
its cost of capital, is only 10 or 10 percent. Its annual excess retum is therefore 20. The
present discounted value ofthe excess retum is 20/0.1 =200. The present value ofthe
U.S. tax on the retum ftom the investment is (30*0.1 )/0.1-10 of tax that was saved ftom
the current expensing, i.e., 30-10=20. The total effective tax rate on the expected excess
retum is 15 percent, the 10 percent of U.S. tax plus the 5 percent of foreign tax." If the
expected retum had been only 10 percent, the normal level, the expected U.S. tax rate
on the investment would be zero. Of course the foreign 5 percent tax would remain.
One specific issue is what to do with withholding taxes on dividends. They cannot
be linked to any particular location's income because of payments up the tiers of affiliates. Dividends also vary ftom year to year, so attributing them to a particular location would be inconsistent with the goal of stable per-country effective tax rates. One

'" We assume for simplicity that the capital does not depreciate.
" In fact, the marginal foreign tax rate on the excess retum may not be exactly equal to the effective tax rate.
The relevant statutory rate, which can be different from the effective tax rate, may apply. But the company's
own effective rate, the ratio of actual taxes paid to economic income, is the best feasible approximation.
The relevant statutory rate may be virtually impossible to determine because of tax holidays, patent boxes,
state and regional differences, negotiated rates, etc.
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solution would be to credit withholding taxes against any combined U.S. tentative tax
liability at the parent level.
Another issue that arises is whether assets beyond tangible capital can be expensed.
This issue is of particular concem for financial businesses. Consideration might be given
to net of debt active business assets if they can be precisely defined.
B. The Operation of the Overall Minimum Tax

The overall minimum tax would operate similarly to the per-country minimum tax.
The overall foreign tax rate for the purpose of the minimum tax would be calculated
using a five-year average of foreign taxes paid in relation to E&P. Since the overall
effective rate is likely to be less noisy than effective tax rates calculated at the country
level, the averaging could be over a shorter period.
C. The One-Time Tax when Dividends are Exempt

We assume there would be a one-time tax on the stock of pre-effective date untaxed
deferrals in all the proposals in which dividends are exempt. Under both the countryby-country and overall minimum tax options with expensing, the one-time tax on preeffective date untaxed deferrals takes a consistent form. Instead of applying to all untaxed
deferred income, tangible capital can be deducted from total accumulated deferrals for
the purposes of the tax. Only the "trapped cash" that gets the greatest benefits from
the new regime is taxed. An altemative with the same goal would be to simply tax the
entity's portfolio investments to the extent that they are less than total deferrals. They
are the assets that yield income in the passive basket.
D. Acquisitions under the Expensing Versions of the Minimum Tax

A tax system should not distinguish between the treatment of a greenfield investment
and an acquisition of a similar operating asset. Investing in a plant should not have a
tax treatment different from acquiring a company that owns a similar plant. Therefore,
some allowance should be given for assets obtained by acquisition. An annual deduction against the minimum tax base equal to the normal retum on the market value of
tangible assets acquired would be appropriate. Indeed, it seems appropriate to include
all active operating assets acquired, including intangible assets, in the applicable base
for the purposes of the deduction.'^ (In the case of the greenfield investment, most of
the intangible investments like start-up costs and market development are expensed.)

An annual allowance rather than an immediate deduction for the entire acquisition price is suggested to
avoid large variations in taxable income over time. However, it does require measuring the normal retum
so a system of immediate expensing with carry-forwards might be considered.
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We note that the treatment of acquisitions would be simpler under the overall minimum
tax than under the per-country tax as it would not be necessary to allocate the assets
in a foreign acquisition to particular locations in the former. The main objective of the
minimum tax is to tax the excess retum atfributable to intangible assets developed by
the parent, not the normal retum on assets acquired.'^
Taxing the excess retum would not put U.S. companies at a competitive disadvantage
in making foreign investments and acquisitions. They will still make the investments if
they are more efficient than their rivals. If the intangible that is the source of the excess
retum is mobile, such as a patent used to produce a good sold on the worldwide market,
the tax may just change where the investment is made. The choice of location will be
less influenced by tax considerations than under the current system.
It might seem inappropriate to attribute all of the excess retum to the U.S. parent as
some confribution might be made by researchers and marketers abroad. But any excess
retum is taxed at most at 50 percent the normal U.S. corporate rate (assuming a U.S.
statutory rate of 30 percent and minimum tax of 15 percent), which is equivalent to
assuming that half of the excess retum is the result of the parent's activities. That is
probably a substantial underestimate because, for example, a disproportionate amount
of U.S. company R&D is still performed in the United States (Yorgason, 2007). If a
foreign company acquired by the parent has valuable intangibles, that would be reflected
in the acquisition price for which an allowance against the minimum tax is given.
The annual allowance for the value of acquired assets would only be applied to the
equity invested by the parent. If some of the acquisition debt is on the parent's books,
it should be allocated to the new acquisition.
Another issue related to acquisitions concems the treatment of assets existing at the
time of the effective date of the new system. An altemative is to not give a deduction for
the capital against the one-time tax and instead give an allowance for the initial stock
of capital. If firms were to receive an allowance for assets obtained in acquisitions as
discussed above, they should receive an allowance for the initial stock of capital in the
transition to the new system.
V. CRITERIA FOR JUDGING THE ALTERNATIVE SCHEMES

The question we are interested in evaluating is which of the proposals gets closest
to fulfilling the goals of efficiency and simplicity. We take a broad view of efficiency
to include the losses from income shifting attributable to tax planning costs and the
The normal retum would apply over time to the depreciated real assets acquired. If the capital is replaced it
can be currently expensed. The depreciation each year would be the amount specified by the E&P rules for
the purposes of determining the U.S. taxable income base. Similar to the Allowance for Corporate Equity
(ACE), this approach has the desirable property that any accelerated depreciation is self-correcting. If the
depreciation deduction is increased, any current tax benefit is equal in present value to the future losses
from the allowance applying to a smaller capital base.
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distortions in investment incentives. We consider the issues listed below in our analysis
of the desirability of the alternative schemes:
1. The lockout effect. All of the proposals eliminate the actual and implicit burden
of the dividend repatriation tax. Because of the large implicit burden ftom large
growing accumulations, this is a sotirce of a substantial efficiency gain.
2. Changes in the incentives to shift income. These incentives disappear completely
under full inclusion except for the companies that remain in excess credit. On
the other hand, they expand under dividend exemption because of the elimination of the repatriation tax. The question will be wbetber tbe minimum tax is
sufficient to reduce shifting incentives compared to the current system despite
the elimination of the lockout burden. How close will the effective tax rate in a
low-tax location get to the undistorted (by income shifting) local rate?
3. Is the pattern of the changes in effective tax rates consistent with a more efficient
worldwide allocation of capital? This means reducing investment distortions
due to income shifting opportunities but also not imposing burdensome U.S.
tax when a company faces intense competition in foreign locations.
4. Revenue. Although we generally adopt the worldwide efficiency criterion,
for the same worldwide revenue we would prefer it be paid to tbe Treasury
rather than go into foreign coffers. We assume that the options would be part
of revenue neutral, comprehensive tax reform that lowers the U.S. corporate
tax rate. Which country gets the revenue depends on the plan's incentives to
lower foreign tax. Under full inclusion, the company has no incentive to lower
foreign taxes unless it has excess foreign tax credits. In contrast, the company
has the incentive to lower any foreign tax under dividend exemption. Under the
per-country minimum tax (and under the overall minimum tax if the company is
above the threshold), it has the incentive to lower any foreign tax that is above a
15 percent rate. Under the Japanese style dividend exemption cliff, companies
have an incentive to be above the 15 percent threshold as long as it is less than
the home country full inclusion rate.
5. Matching benefits and costs. For example, are the companies that get a large
benefit ftom the freeing of their cash ftom the lockout effect the ones who have
to pay additional tax?
6. Complexity. This includes credit planning and repatriation tax avoidance, expense
allocations to foreign income, active business tests, effective foreign tax rate
calculations, etc.
7. Incentives for additional tax planning such as switching ftom taxable royalties
to exempt equity under dividend exemption.
8. Changes in the incentives to expatriate through inversions or mergers with
foreign companies. Any increase in the U.S. tax on foreign income would tend
to increase the benefits of expatriation, but this may be offset somewhat by
elimination of tbe lockout effect and reduced complexity.
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VI. THE EFFICIENCY COST OF ACCUMULATING DEFERRALS

The efficiency cost to companies of avoiding the repatriation tax on dividends is
important in evaluating any shift from the current worldwide system to a system in
which U.S. tax liabilities do not depend on foreign dividends. These implicit costs
attributable to ballooning parent debt and foregone domestic opportunities, etc., may be
much larger than the explicit tax costs resulting from actual distributions. These costs
may vary over the life cycle of a company's foreign operations so their impact on the
effective tax rates on foreign investment will depend on whether the foreign operation is relatively new or relatively mature with a large stock of accumulated untaxed
deferrals.
Estimates of the implicit burden of avoiding the residual U.S. tax on foreign dividends
have tended to suggest a rather modest cost. Studies by Grubert and Mutti (2001) and
Desai, Foley, and Hines (2001) report efficiency costs of about 1 percent of foreign
income. Both used a similar methodology, calculating the deadweight loss attributable to the repatriation tax for a given investment based on CFC dividend repatriation
equations. Grubert and Mutti concluded that in countries with effective tax rates below
10 percent the efficiency loss amounted to 1.7 percent of income. Adding the residual
tax on actual dividends resulted in a combined cost of the repatriation tax of about 3
percent for a given investment. More recently, Grubert and Altshuler (2008) added a
measure of potential accumulations of deferred income to a repatriation equation and
concluded that the efficiency cost increases as the potential stock of deferrals increase.
Indeed, the deterrent effect of the residual tax on repatriations appeared to lose its impact
after 25 years of potential accumulations. But on the basis of the distribution of CFC
ages, they concluded that the average efficiency cost was still about 1 percent of 2002
income. They, however, did not project what the impact of continuing accumulations
would be in the future.
Some studies of residence relocations and cross-border mergers and acquisitions
have found a very large impact of the dividend repatriation tax, including Huizinga and
Voget (2009), Vbget (2011), and Arulampalam, Devereux, and Liberini (2012). These
studies are based largely on non-U.S. companies headquartered in countries such as
the United Kingdom that used to have worldwide systems. But these countries did not
seem to have anything comparable to Section 956, which subjects subsidiary loans to
and investments into the United States to current taxation. Without this type of rule,
the subsidiary could get cash to the parent free from tax, so it is surprising to find that
the potential repatriation tax has much impact. Therefore, it is only for U.S. MNCs that
one might expect to see a significant impact.
Here we look at the issue again. One reason to do so is the unexpectedly large
response to the 2005 repatriation tax holiday in which companies were able to bring
back dividends in excess of a historical base subject to a 5.25 percent tax net of a scaled
down credit. The companies who took advantage of the tax holiday paid an average
of 3.6 percent on their repatriations (Redmiles, 2008). They were willing to pay this
amount to avoid actual or implicit future costs of at least this amount in terms of present
value.
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We go into the details of this analysis in Appendix A.'" We develop a model that
incorporates the assumption that avoiding the repatriation tax is not costless, and fiirther
that the marginal cost of additional deferrals rises as the stock of accumulations grows
relative to current eamings. The empirical analysis of repatriations under the 2005
tax holiday confirms these hypotheses. The repatriation tax holiday evidence is then
used to calibrate the marginal cost of repatriation tax avoidance and how it evolves as
deferrals accumulate.
The Tobit regressions presented and discussed in Appendix Ause 2004 data ftom U.S.
Treasury tax files on companies' tax holiday repatriations and accumulated deferrals
before the holiday to identify the factors that increase the marginal costs of avoiding
the repatriation tax. Altemative specifications are used. One examines the relationship
between the share of accumulated deferrals that were repatriated and the size of accumulations relative to current income. Another specification scales variables by current
sales and related repatriations to the size ofthe stock of deferrals. In that specification
the square of the stock of deferrals was also added as an independent variable to test
for the possibility that an increasing stock motivated a disproportionate increase in
repatriations. Other independent variables include parent R&D intensity, the company's
foreign profit margin on sales, the amount of accumulated income previously taxed
under the CFC mies, and the ratio of tangible capital to sales.
The results provide strong support for the hypothesis that the marginal cost of deferring
income rises as the accumulated stock of deferrals increase." The share of accumulated
deferrals repatriated in 2004 rose when the accumulated stock was higher in relation
to current income. A higher stock of deferrals resulted in a disproportionate rise in tax
holiday repatriations. In addition, parent R&D intensity and the profit margin abroad
had a very significant impact in increasing tax holiday repatriations. The highly profitable, high tech subsidiaries seemed to have much fewer profitable opportunities for
reinvesting their income.
A model presented in Appendix A, which incorporates the rising marginal cost of
deferral findings, is used to illustrate a company's repatriation decision under a permanent repatriation tax and under a temporary reduction in the repatriation tax. Under a
permanent repatriation tax, the company begins to repatriate when the marginal cost
of permanently retaining another dollar rises to equal the repatriation tax. In contrast,
consider a temporary tax holiday tax rate after credits of 5 percent. The company will
repatriate income beyond the point at which the marginal cost of further deferrals is equal
to 5 percentage points. The reason is that an additional dollar of tax holiday repatriations

See Appendix A, http://econweb.mtgers.edu/altshule/Technical%20appendiees.hTm.
If the marginal cost of any year's additional deferrals were constant, contrary to our hypothesis, the estimate ofthe implicit cost of deferrals could be higher. This would imply that any repatriation under the tax
holiday would have had an implicit cost above the holiday tax rate. Under the rising cost hypothesis, this
is not the case because ofthe "fresh start" benefits that arise from delaying the onset of future high costs.
Immediately after the tax holiday repatriations the marginal cost of deferrals is low, below the tax holiday
tax rate, but may rise significantly as time passes.
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saves not the constant cost of another dollar of permanent accumulations at that point
but the rising marginal costs of greater accumulations as the deferral process begins
again under the higher, normal repatriation tax. The tax holiday gives the subsidiary a
"fresh start" so that after the tax holiday it can begin deferring income with a low stock
of deferrals and much lower marginal costs. It will repatriate a greater amount if the
marginal cost of deferrals rises more steeply as the stock of deferrals grows.
We use the tax holiday evidence to calibrate the optimal conditions for repatriating
under a tax holiday. The calibration indicates the extent to which the marginal cost of
deferring income in a low-tax profitable operation abroad rises as the stock of deferrals
grows. As expected, the marginal cost of deferral is very low immediately after the
tax holiday repatriations, but after 10 years, that is, in the year 2015, it rises to about
7 percentage points. This includes both the cost of actual repatriations that companies
expected to make as they looked forward 10 years and the implicit cost of continued
repatriation tax avoidance. Actual repatriations probably account for a small share of
the total 7 percent cost. Accumulations have continued at a high rate. BEA data indicate
that total retained eamings of nonbank affiliates abroad at the end of 2010 were almost
double the amount at the end of 2004, even after the large tax holiday repatriations in
2005 and the severe recession. Thus in the effective tax rate simulations that follow, we
are conservative in assuming a cost of 5 percentage points for a mature highly profitable, R&D intensive company."
VII. EFFECTIVETAX RATE SIMULATIONS
A. The Model

Simulations are useful in showing how the various altematives operate and their
consequences. Because of the evidence of the importance of income shifting, we emphasize how the altemative systems affect shifting incentives and how this translates into
changes in effective tax rates." The simulations therefore show the effect of different
policies on several important behavioral margins. These include the investment location decision, the income shifting decision, and the repatriation planning decision. In
addition, they can indicate the change in companies' incentives to expatriate in terms
of any increase in tax liabilities net of reduced company costs for income shifting and
repatriation planning.
In analyzing income shifting, it is important to distinguish between two types of
shifting, that is, income shifting before the introduction of check-the-box and income
shifting after check-the-box. Before the introduction of check-the-box, stripping income
to a tax haven through intercompany payments like interest and royalties was limited by
" It might be claimed that companies expected another repatriation tax holiday sometime in a few years. If
so, they repatriated less than our model would indicate, causing us to underestimate the marginal cost of
additional deferrals.
" Clausing (2009), for example, provides an estimate of U.S. corporate revenue lost to income shifting.
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the subpart F mies. It was therefore necessary to invest in real operations in a low-tax
country in order to locate income there. Moreover, greater investment would facilitate
greater income shifting because of a larger volume of intercompany transactions. After
the infroduction of check-the-box this link between real investment and the location of
income became much weaker (Gmbert 2012 and Kleinbard 2011). But the two types of
income shining can reinforce each other. The use of a tax haven can make the tax rate
on an operation in a low-tax country even lower and can effectively convert a high-tax
country into a relatively low-tax one.
The effective tax rates for various policy scenarios are presented in Table 1. We
assume three countries: the United States, a high-tax foreign country, and a low-tax
country in which real operations can be located. A new discrete investment of a given
size is considered in each location. Each investment is considered by itself. In addition
to the high- and low-tax countries, there is also a pure tax haven where income can be
shifted if check-the-box can be used. In each country depreciation for tax purposes is
equal to economic depreciation. There is no third party debt. Therefore, in the absence
of income shifting, the country effective tax rate is equal to the statutory rate. For the
purpose of the simulations, the statutory tax rate is equal to 30 percent in the United
States, 5 percent in the low-tax country, and 25 percent in the high-tax country (and zero
in the tax haven). The current law effective tax rates take the interest allocation mies
into account. These mies bind only for firms with excess foreign tax credits.
We assume that the subsidiary in the low-tax country produces a high tech good using
a U.S. developed intangible asset. It therefore eams an excess retum before paying
royalties to the parent for the contribution of its intellectual property. The subsidiary's
own contribution to the company's worldwide profits is just the normal retum to its
capital. The difference in tax rates creates an incentive to underpay the royalty to the
U.S. parent but the underpayment is not costless. Tax planning takes resources and
there is also the risk of penalties after audit. We assume that, in this pre-check-the-box
type of tax planning, the cost of the income shifting or underpayment of royalties is
a quadratic function of the amount shifted relative to the amount of real capital. The
parameter in the function is calibrated to be consistent with observed profit margins in
low-tax countries under current law.
Income shifting alters the effective tax rate on new investment because added investment in a location increases the opportunity for additional income shifting. There
are more transactions with other related parties and greater ability to use intangibles
developed in the United States. In addition, if hybrid entities in tax havens can be used,
investment incentives are the same as if the host countries for operating subsidiaries had
lowered their tax rates. Income shifting will have an effect on investment in both highand low-tax counfries. Additional investment in the high-tax country benefits because
some of its income can be shifted to the low-tax country or to tax havens.
The subsidiary in the high-tax foreign country produces a routine component and
eams a normal retum in the absence of profit shifting. It has an incentive to shift income
to the low-tax country but the ability to engage in that type of shifting is much more
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Table 1
Effective Tax Rate Simulations
Before
Check-the-box
Low-tax investment (statutory rate =0.05)
Current law
Full inclusion
Dividend exemption
Japan minimum tax
Per-country minimum tax
Per-country minimum tax with expensing
Overall minimum tax for parent with foreign
ETR>15%
Overall minimum tax for parent with foreign
ETR<15%
Overall minimum tax for parent with foreign
ETR > 15% with expensing
Overall minimum tax for parent with foreign
ETR < 15% with expensing
High-tax investment (statutory rate = 0.25)
Current law
Full inclusion
Dividend exemption
Japan minimum tax
Per-country minimum tax
Per-country minimum tax with expensing
Overall minimum tax for parent with foreign
ETR > 15%
Overall minimum tax for parent with foreign
ETR < 15%
Overall minimum tax for parent with foreign
ETR > 15% with expensing
Overall minimum tax for parent with
foreign ETR < 15% with expensing

,
-0.182
0.300
-0.236

After
Check-the-box
-0.236
0.300
-0.295
-0.236
0.056
-0.044
-0.295
0.060
-0.295
-0.040

0.242
0.300
0.214

0.130
0.300
0.107
0.214
0.121
0.121
0.107
0.150
0.107
0.000

Notes: Details are provided in the text and Appendix B, http://econweb.rutgers.edu/altshule/
Technical%20appendices.htm).
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limited because it does not exploit valuable intangibles. The cost of shifting function
is adjusted to reftect these limited opportunities.
In the simulations for current law, we assume, on the basis of the above analysis of
the response to the repatriation tax holiday, that the burden of the repatriation tax on
dividends fi'om the low-tax subsidiary is 5 percent of subsidiary pre-tax income if the
parent is not in excess credit. This includes both the tax on actual dividends and the
implicit cost of avoiding repatriations. We assume the burden on repatriations from
the high-tax country is 1 percent of subsidiary pre-tax income. The company has some
expectation of being in excess credit but we weight this frequency at only 0.2, lower
than past experience, because of the new anti-splitter rules restricting tbe extent to
which foreign tax credits can be magnified relative to the income being repatriated. If
the company is in excess credit, its subsidiary will pay greater royalties because they
will now be free from U.S. tax.
Because of the distinction between pre- and post-check-the-box tax planning, effective tax rates for each scenario are presented for two cases. The first is for the situation
before check-the-box when stripping income to tax havens was restricted by the subpart
F rules. The second case is for the tax-planning environment after check-the-box. After
the implementation ofcheck-the-box, income in both the high-tax and low-tax country
could be shifted to a tax haven without triggering a current inclusion in U.S. taxable
income. Because organizing hybrid entities under check-the box seems relatively simple,
we assume that half of both high-tax and low-tax income is shifted to the tax haven.
The simulations consider low-tax and high-tax investments separately. Each investment is considered in turn so it gets the benefit of any additional shifting opportunities it
creates. The formulas and further details on the simulations are provided in Appendix B.'*
B. Simulation Results

Row one in Table 1 shows that there is a substantial negative effective tax rate on
investing in the low-tax country, that is, a large tax subsidy under our current law baseline (current law with a 30 percent statutory U.S. rate). This is true even in the absence
of check-the-box in spite of the substantial cost of the dividend repatriation tax we
have assumed. The large tax subsidy is attributable to the combination of the benefits
of underpaying the royalty by the low-tax subsidiary and the exemption of the royalties that are paid if firms expect to be in excess credit. There is also a visible effect on
the effective tax rate in the high-tax subsidiary because of the opportunity for shifting
income to the low-tax subsidiary.
As shown in column two for current law, check-the-box has a large impact on effective tax rates. Effective tax rates on investment in both locations decline substantially.
This is particularly apparent in the high-tax location because of the opportunity for
shifting formerly highly taxed income to a tax haven. In addition, less income from the

See Appendix B, http://econweb.rutgers.edu/altshule/Technical%20appendices.htm.
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high-tax location is shifted to the low-tax subsidiary because of the new opportunity
for shifting to a tax haven. The gap between the effective tax rates in the two locations
gets much narrower. For non-tax reasons, the company may therefore decide to locate
the high tech operation in the high-tax location.
Under full inclusion there is no repatriation burden as all income eamed abroad
bears a current U.S. tax. The second row shows the 30 percent effective tax rate that
applies to new investment in both countries. There is no incentive to shift income but
also no incentive to lower any foreign tax, unless the company is in an excess credit
position.
The third row shows that the elimination of the repatriation tax under dividend
exemption pushes the effective tax rate in the low-tax country even fiirther into negative
territory than under current law. Dropping the dividend repatriation tax outweighs the
full taxation of royalties under dividend exemption. Because ofthe assumed quadratic
cost of shifting ftinction, and therefore a linear marginal cost of shifting fiinction, the
benefits of income shifting depend on the square ofthe tax differential. So the increase
in the tax differential ftom 20 percentage points (30%-10%) to 25 percentage points
(30%-5%) has a significant impact. With check-the-box, the effective tax rate is the
equivalent of almost a 30 percent subsidy for investment in the low-tax location. This
comparison of current law and dividend exemption differs ftom earlier estimates (Altshuler and Gmbert, 2001) because the response to the 2005 repatriation tax holiday and
the new anti-splitter legislation requires an adjustment to the burden ofthe repatriation
tax and the ftequency of excess credit positions.
The next row has the Japanese type dividend exemption system with a minimum tax
of 15 percent in each location. Recall that there is an exception for active businesses so
the low-tax and high-tax operations with real investment qualify. The tax haven does
not qualify because it has no real operations. Neither the low-tax subsidiary nor the
high-tax subsidiary would use the tax haven because ofthe cliff created by the Japanese
type system. Any tax haven income would be taxed at the U.S. rate of 30 percent rather
than 5 percent in the low-tax country or 25 percent in the high-tax country. Therefore
this proposal just gets us back to dividend exemption without check-the-box, which is
confirmed by the estimates.
The anti-base-erosion altemative in the Camp bill that is modeled on the Japanese
system seems much tougher than just requiring an active business. It appears that it
is necessary to serve mainly local customers to avoid the ftill inclusion. If this causes
the low-tax subsidiary to fail the test, it creates the rather bizarre incentive to pay a tax
greater than 15 percent to escape the cliff.
The next two rows in Table 1 show effective tax rates for the 15 percent per-country
minimum tax. In contrast to the previous Japanese type dividend exemption with a
minimum tax, there is no exception for an active business. There is also no cliff so any
income that is taxed at a tax rate below 15 percent only pays the amount to the United
States that would raise the total tax rate to 15 percent. Dividends after any minimum
tax has been paid are exempt. The first version does not have expensing against the U.S
minimum tax base in the location and the next row includes the expensing variation.
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The implications of this proposal are much different than those under the Japanese
type variation of dividend exemption. Investment in the low-tax country gets no active
business exception. Its income is always taxed at 15 percent whether it is shifted to the
tax haven or not. On the other hand, the high-tax country continues to benefit from having
its income shifted to a tax haven. In the tax haven it pays only 15 percent compared to
25 percent in its home location. In contrast to the cliff case that also means the United
States receives the 15 percent tax on the tax haven income.
This version of the minimum tax has a substantial effect on the effective tax rates.
Note that in the no expensing case the effective tax rate in the low-tax location rises to
5.6 percent, very close to the country's actual undistorted rate and much higher than the
earlier version of the minimum tax with the active business exemption. It is not as high
as 15 percent, the minimum tax rate, because the 15 percent differential from the U.S.
rate and the 10 percent differential fi-om the high tax rate still induce income shifting
(from the U.S. to the low-tax operation and ftom the high-tax operation to the low-tax
operation). Furthermore, the effective tax rate on investment in the high-tax country is
substantially below the country's nominal rate because there is still a tax benefit from
using check-the-box to locate income in the tax haven.
In the low-tax country, the expensing altemative that exempts the normal investment retum results in a negative effective tax rate, but the effective tax subsidy is
much smaller than under pure dividend exemption. Instead of bearing the 15 percent
minimum tax, the normal retum just pays the local 5 percent. In the high-tax country,
the opportunity to expense investment has no effect because any income there is not
subject to the minimum tax.
There may be some concem that allowing expensing against the minimum tax on
foreign income, but not on domestic income, will result in "mnaway plants". The
simulations show that this fear is unwarranted. Even with expensing the minimum tax
results in a much higher effective tax in the low-tax country than under current law.
The next rows show effective tax rates under the overall minimum tax. The rates
will differ depending on whether the company's overall effective tax rate on foreign
source income is above or below the 15 percent minimum tax threshold. We assume
in our simulations that there are existing operations abroad that determine whether the
company is above or below this threshold and that any new investment will not affect
the company's status. Companies above the threshold owe no minimum tax and thus
have the same incentives as under dividend exemption.
For companies below the threshold, additional income anywhere eamed on an investment is taxed at the minimum tax rate of 15 percent. There is no longer an incentive to
shift income to the tax haven orfi-omthe high-tax to the low-tax country. Companies
will still have an incentive to shift income out of the United States, however. Table
1 shows that the effective tax rate for investment in the low-tax country is 6 percent,
which is slightly higher than the effective tax rate under the per-country minimum tax
since there is no shifting fi-om the high-tax to the low-tax operation. The effective tax
rate for the routine investment in the high-tax country is 15 percent, the minimum tax
rate, since in our model there is no mechanism in the form of intangibles or debt for
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the company to shift income from the United States to the high-tax country. (But the
overall minimum tax could induce the company to set up the high-tech investment in the
high-tax country. The effective tax rate on this investment would be 6 percent, the same
as for the high-tech investment in the low-tax country. Similarly, a routine investment
in the low-tax country would face an effective tax rate of 15 percent.)
The overall minimum tax could be combined with expensing so as to tax only the
excess retums eamed abroad. The effective tax rate for the investment in the low-tax
country for a company below the overall minimum tax threshold would be -4.0 percent. As with the altemative with no expensing, the effective tax rate is slightly above
the per-country effective tax rate since there is no incentive to shift income from the
high-tax to the low-tax operation. Companies above the threshold would face the same
incentives as dividend exemption under the expensing option yielding an effective tax
rate of 10.7 percent. They owe no minimum tax and have an incentive to use the haven
as long as they remain above the threshold.
The routine investment in the high-tax country eams only a normal retum, which
would be exempt from U.S. tax under expensing. The normal foreign tax would be
due on the pre-expensing base, which would increase the spillover of credits against
the U.S. tax liabilify. These credits reduce the total tax liabilify of the investment. With
full expensing, the effective tax rate would be zero in the high-tax country for firms
below the threshold. Companies above the threshold would have the same incentives
as under dividend exemption.
Finally, we can compare the repeal of check-the-box under current law with the
infroduction of a minimum tax while keeping check-the-box. As shown in column one
for current law, tax planning before check-the-box still provided many opportunities
for income shifting, as is evident from the significant negative effective tax rate in the
low-tax country. The effective tax rates under the per-country minimum tax are much
closer to the nominal low-tax country rate. The same is tme for parents with effective tax
rates on foreign income below 15 percent under the overall minimum tax. Furthermore,
under both the per-country and overall minimum taxes, the high-tax country can still
use the tax haven to lower its tax rates, and the United States will therefore collect the
15 percent on the tax haven income.
C. Simulations of U.S. and Foreign Revenue

Table 2 presents the U.S. and foreign revenue resulting from the investments in the
scenarios. The pattem is in general what the effective tax rates in Table 2 would lead
one to expect. In each case, an investment of $100 is assumed with a normal retum of
$10." In all cases exceptftjUinclusion the investment in the low-tax country results in a
revenue loss for the United States. The small amount received from actual repafriations
" We are implicitly assuming that the capital for the investment would not have yielded any revenue if invested elsewhere. Estimates comparing these investments with an investment in the United States eaming
a normal retum would have yielded similar results.
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Table 2
Tax Revenue on $100 Investment in Low and High-Tax Countries
Before Check-the-Box

Low-tax investment (statutory rate =0.05)
Current law
Full inclusion
Dividend exemption
Japan minimum tax
Per-country minimum tax

U.S. Tax

1'oreign Tax

U.S. Tax

Foreign Tax

Revenue

Revenue

Revenue

Revenue

-5.20
2.50
-^.00

0.69
0.50
0.79

-4.87
2.50
-6.60
-6.00
-1.33
-2.33

0.54
0.50
0.62
0.79
1.01
1.01

-6.60

0.62

-1.40

1.10

-6.60

0.62

-2.40

1.10

0.15
0.50
0.00
0.00
0.82
0.11

1.10
2.50
1.07
1.79
1.16
1.16

0.00

1.07

0.00

2.50

0.00

1.07

0.00

2.50

Per-country minimum tax with
expensing
Overall minimum tax for parent with
foreign ETR > 15%
Overall minimum tax for parent with
foreign ETR < 15%
Overall minimum tax for parent with
foreign ETR > 15% with expensing
Overall minimum tax for parent with
foreign ETR < 15% with expensing
High-tax investment (statutory rate =0.25)
Current law
Full inclusion
Dividend exemption
Japan minimum tax
Per-country minimum tax
Per-country minimum tax with
expensing
Overall minimum tax for parent with
foreign ETR > 15%
Overall minimum tax for parent with
foreign ETR < 15%
Overall minimum tax for parent with
foreign ETR > 15% with expensing
Overall minimum tax for parent with
foreign ETR < 15% with expensing
Notes: Details are provided in the text.

After Check-the-Box

0.16
0.50
0.00

1.90
2.50
1.79
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under current law is far outweighed by the loss from the income shifted out. The loss to
the United States widens after the introduction ofcheck-the-box and even further under
pure dividend exemption. But the loss is reduced significantly under the per-country
minimum tax both with and without expensing (and under the overall minimum tax
when the company is below the threshold). Not surprisingly, foreign governments always
gain less than the United States loses. The foreign gain is somewhat greater under both
forms of the minimum tax than under the dividend exemption option because it is less
advantageous to shift income from the high-tax country to the low-tax country.
As noted in the discussion of the effective tax rates, the Japanese version of dividend
exemption returns the system to dividend exemption before check-the-box. But the differing revenue impact of the Japanese version and the per-country minimum tax from
investment in the high-tax country is notable. Because of the cliff in the Japanese type of
scheme, the high-tax subsidiary would not use check-the box to shift income to the tax
haven because it would be taxed at 30 percent rather than 25 percent at home. Under the
per-country minimum tax, the subsidiary still gets a tax saving from using the tax haven,
a tax rate of 15 percent rather than 25 percent. That means that the United States gets the
15 percent rather than having the income all taxed in the high-tax foreign country. The
overall minimum tax generates no tax revenue for the United States for investment in
high-tax countries regardless of whether the company is above or below the threshold.
D. Expense Allocations Under the Minimum Tax

Any dividend exemption system raises the issue of parent overhead deductions like
interest and whether there should be allocations to exempt income. If there is a denial
of parent interest deductions in the case of the minimum tax, the allocations are presumably based on worldwide fungibility. Furthermore, since the income below the 15
percent threshold is subject to U.S. tax, any interest allocated abroad should receive
a deduction at the rate at which the income would be taxed by the United States. For
example, in a country with a 5 percent tax rate, the U.S. tax would be 10 percent of
income and the allocated interest should be deductible at tbat rate. A company could of
course avail itself of self-help by shiftimg debt abroad and getting a combined deduction
of at least 15 percent.
The question is how much impact this allocation would have in low-tax countries
compared to the impact of the minimum tax and its effect on income shifting. Consider
a hypothetical case. Assume that 25 percent of the investment in a low-tax country is
in the form of parent debt that gets allocated. The company engages in self-help and
obtains a deduction at 15 percent. The tax differential between tbe deduction abroad
and the deduction at home is therefore 15 percent. If the interest rate is equal to the
normal pre-tax rate of return on the entire investment, the allocation raises the effective
tax rate on the investment by 3.75 percentage points. Even though this is likely to be
an overestimate because of our expansive assumptions, it is modest compared to the
impact of the minimum tax on the effective tax rate in low-tax countries revealed in
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the simulations in Table 1. For example, the country-by-country minimum tax raises
the effective tax rate on a high tech investment in a country with a 5 percent tax rate
by more than 25 percentage points. The reason for the discrepancy is that the allocated
debt is based only on the operation's capital while the minimum tax applies to the entire
base of income, including the large amount shifted ftom the parent. Unlike interest
allocation, the minimum tax reduces the marginal incentive to shift income.
VIII. REVENUE
A. What Does Revenue Depend on?

The simulations illustrate some factors that affect revenue. More generally the impact
ofthe proposals on revenue will depend on the following elements:
1. The direct tax on each source of foreign income.
2. The extent of cross-crediting. This form of tax planning will still occur under
full inclusion so that, for example, royalties will be shielded if the company is in
an excess credit position. High-tax income in a location can also offset low-tax
income elsewhere. The ftequency of excess credits may, however, decline under
full inclusion because ofthe inclusion of low-tax income in the tax base. There
is no cross-crediting under the dividend exemption or per-country minimum
tax proposals. There will be some cross-crediting of equity income under the
overall minimum tax (but not to royalties).
3. Parent overhead expense allocations. We assume they continue under full inclusion but not the other proposals.
4. The extent to which foreign losses can be deducted ftom domestic taxable
income. Underfiallinclusion we assume foreign losses can come home. Losses
do not come home under the other proposals. However, as described above,
subsidiary losses do enter into the computation of its effective tax rate for the
purpose ofthe minimum tax.
5. Behavioral responses. Each of the options will induce large responses, but
of different types and magnitude. Under full inclusion the company has no
incentive to lower foreign taxes as long as it does not have excess credits. But
it also gets no benefit ftom shifting income out of the United States so more
income would be taxed in the United States. On the other hand, under dividend
exemption companies have the incentive to reduce any foreign tax because they
have no value as credits. But the elimination ofthe repatriation tax under dividend exemption will increase income shifting ftom the United States because
low-tax foreign income is now worth more. In addition, companies will tend
to switch ftom taxable royalties to exempt equity income to the extent this is
possible.
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The per-country minimum tax falls somewhere between these two extremes in terms
of behavioral responses. Companies have no incentive to lower foreign taxes in a location below a 15 percent rate, but they will attempt to lower taxes above that threshold.
Hybrid entities will still be used to shift high-tax income to tax havens where the U.S.
per-country minimum tax rate of 15 percent applies. Because the minimum tax exempts
dividends, there will be a tendency to switchfi-omroyalties to equity income, but the
benefit is smaller than under dividend exemption because the tax differential is 15 percent rather than 30 percent. And the tendency to increase income shifting because of the
elimination of the repatriation tax appears to be more than offset by the minimum tax.
Indeed, the effective tax rate simulations suggest that shifting to low-tax locations will
be much smaller than under current law. In terms of investment location incentives, the
effect of the per-country minimum tax is smaller than under full inclusion. Behavioral
responses to the per-country minimum tax that reduce U.S. tax revenue therefore seem
muted compared to either dividend exemption or full inclusion.
Behavioral responses for the overall minimum tax depend on whether the company
is above or below the minimum tax threshold. Companies above the threshold face
the same incentives as are present under dividend exemption. Companies below the
threshold have similar incentives to those present under the per-country minimum tax.
B. Revenue from Foreign Source Income under Current Law

Treasury tax retums indicate that in 2006, $32.0 billion of revenue was collected
on all of corporate foreign source income. This amounted to less than 4 percent of all
foreign income including deferred profits but before allocated parent expenses. But
the amount raised from dividends represents only a very small portion of this revenue.
Indeed, if dividends are removed from taxable foreign income total US tax revenue
increases by about one billion. The dividends taxable on the margin after credits are
more than offset by the credits originating with dividends that currently spill over to
other income. The residual tax is obtained from royalties, passive income, export sales
source income and branch income.
C. Some Static Revenue Comparisons of Reform Alternatives

We do not present full revenue estimates because they require precise knowledge of
the various possible behavioral responses. But we can discuss the static no-behavioral
change estimates in relative terms and speculate on the behavioral responses.^" The
tabulations discussed below arefi-omthe 2006 Treasury corporate tax retum files and
assume a 30 percent tax rate for the United States.

We are very grateful to Ralph Rector for these tabulations. For the minimum tax the tabulations required
the imputation of tax to a CFC's disregarded entities under check-the-box.
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Because of the decline in average effective foreign tax rates that companies pay and
the large amount of deferred income in low-tax jurisdictions, the static revenue gain
from repealing deferral is very large. The 15 percent per-country minimum tax without
expensing gains almost exactly half of the static fiill inclusion amount. About 55 percent
of total E&P (net of dividends received from related parties) is in entities subject to the
per-country minimum tax, an indication that a large portion of MNC income bears a
very low rate of tax. There is very little reduction in static revenue when expensing is
added to the per-country minimum tax proposal. It tums out that little real investment
takes place in the locations affected by the minimum tax.
Finally, on a static basis pure dividend exemption is virtually revenue neutral. This is,
however, without adjusting for the anti-splitters legislation, which would reduce excess
foreign tax credits that shield royalties under current law. That would increase the cost
of converting to dividend exemption under which royalties are fully taxed.
D. How Much Would Companies Be Willing to Pay for Dividend Exemption?

As we have seen, the evidence from the 2005 repafriation tax holiday suggests that
the burden of the dividend repatriation tax is substantial, above 5 percent for the highly
profitable, R&D intensive companies that account for much of foreign deferred income.
This burden will increase as deferred income continues to accumulate. Bureau of Economic Analysis data on retained eamings indicate that they are now much higher than
their pre-2005 peak.
In determining what minimum tax rate companies would be willing to accept, it is
important to put the tax holiday rate of 5.25 percent and the 15 percent per-country
minimum tax on a comparable footing. Unlike the repafriation holiday with a proportionately scaled down (by 15 percent of foreign tax actually paid) credit, a ftill credit
for the foreign tax would be given against the U.S. tax liabilify in a country under the
minimum tax. In a country with a 5 percent effective tax rate, for example, the burden
of the 15 percent minimum tax would be 10 percent. The burden of the 5.25 percent
repatriation holiday rate would be 4.5 percent after scaled down credits (5.25-0.15x5). If
the local tax rate is higher, say 10 percent, the 3.75 tax under the holiday (5.25-0.15x10)
is not far from the 5 percent U.S. tax under the minimum tax. Of course, the minimum
tax would not apply for effective foreign tax rates 15 percent or above, unlike the tax
under the holiday.
On the basis of the tax holiday evidence, we assumed in the simulations that the
marginal cost of additional deferrals in a low-tax country was 5.0 percentage points.
If we assume that the average cost of the repafriation tax is 2.0 percentage points for
all of foreign eamings, the benefit to the companies of exempting dividends is about
equal to the static revenue gain from a 10 percent per-country minimum tax or a 15
percent overall minimum tax. By the same token, the companies' gain from dividend
exemption would offset 50 percent or more of their added U.S. tax liabilities from a 15
percentage point minimum tax.
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E. Will Host Countries Soak Up the Minimum Tax?

Tax haven countries might be tempted to raise their tax on U.S. operations to soak up
the minimum tax because they would not risk losing U.S. investment. This would reduce
the revenue the Treasury obtains, but not the impact of the minimum tax on income
shifting or the location of investment. It is difficult to make anyfirmpredictions, but the
following considerations suggest that it is not likely to be an important phenomenon:
1. In many low-tax countries, direct investment by U.S. based companies does
not account for a major sbare of Foreign Direct Investment (FDI). For example.
Organisation for Economic Co-operation and Development (OECD) statistics
indicate that in 2007, U.S. direct investment in Ireland only accounted for 14
percent of total FDI in Ireland.^' Also, the Allen and Morse (2011) analysis of
IPOs on U.S. markets shows that many foreign companies, particularly ftom
China, use tax havens such as Bermuda as a conduit. The tax havens would have
to discriminate against U.S. companies to soak up the minimum tax.
2. The "soak up" mies in Section 901 would be applied to credits under the minimum tax. They deny a credit under current law to cases when a foreign tax
depends on the availability of a credit in the home country. Rules under current
law also restrict credits in cases where the tax on U.S. companies is not a generally applicable tax.
3. Pure tax havens like Bermuda are very unlikely to increase their tax on U.S.
companies. They do not now have an income tax on corporations and would
have to introduce one, threatening their tax haven status.
4. If soaking up the minimum tax is a significant possibility, the credit for foreign
taxes could be limited, similar to the 95 percent exemption of dividends in many
territorial systems.
IX. THE OVERALL VERSUS THE PER-COUNTRY MINIMUM TAX

A minimum tax at the level of all active foreign income rather than on a countryby-country basis may be simpler than the per-country option. For example, as noted
above, it would not be necessary to allocate the assets in a foreign acquisition to particular locations under the overall minimum tax. It might be successftil in targeting the
companies that can best exploit a low foreign tax rate. Tbe incentives that a company
faces may be usefully summed up by its overall foreign tax rate without having to look
at individual country.
We compare a 15 percent minimum tax on all foreign income with a per-country
minimum tax at 10 percent to indicate whether the overall minimum is a serious option.
" We are grateful to Laura Power for providing us with these statistics.
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The 2006 Treasury data indicate that the static revenue gains from the two alternatives
are very similar. The comparison depends in part on how much foreign income is earned
by companies with effective tax rates on foreign income above 15 percentage points.
The companies above the threshold would enjoy the equivalent of dividend exemption
with no U.S. tax liability, even on low-tax income, apart from the tax on royalties.
One question therefore is how much current low-tax income would be exempt. The
companies could also increase tax haven income without confronting the problem of
a U.S. repatriation tax. The easiest way for these companies to lower their average
foreign tax rate would be to expand their use ofcheck-the-box rather than investing in
real activities in low-tax countries.
In contrast, for companies below the threshold, any new investment would have an
effective tax rate of exactly 15 percent. Any additional income is taxed at 15 percent. As
indicated in the simulations above, this holds true even for investments in high-tax locations because any foreign tax in excess of 15 percent can be used to reduce the U.S. tax.
For a systematic comparison of the 10 percent per-country minimum and the 15
percent overall minimum, we use the 2006 Treasury files to construct the distributions
of effective foreign tax rates at the CFC level under each proposal and, in particular,
the effective tax rates relevant for new investments. As illustrated in the simulations
for the post check-the-box cases, the effective tax rate on real investment in a country
depends both on the tax on the income where the investment is located and the tax in
the haven to which income is diverted with the use ofcheck-the-box. That is the reason
for looking at effective tax rates at the consolidated CFC level. The question is whether
the overall minimum tax leaves a large amount of low-tax income unaffected.
In constructing the distribution for the effective foreign tax rate on new investment
under the overall minimum tax, we assume that the increase in investment under current
law is proportional to the CFCs current E&P. New investment is likely to be where the
old capital abeady is. Each minimum tax proposal may move that investment to another
effective tax category. The distributions for the alternatives are therefore in the nature
of static estimates before behavioral responses to the new regimes.
As indicated above, all new investment by CFCs owned by MNCs below the 15
percent threshold are given a tax rate on new investment of 15 percent under the overall
minimum tax. The CFCs of those MNCs above 15 percent are just given their actual
effective tax rates because they are not affected by the U.S. tax.^^
Table 3 presents the distributions.^^ The first column presents the share of total E&P
before tax in each effective tax rate category under current law. It indicates that 46

^^ The distributions therefore diner from the assumptions in the effective tax rate simulations above in two
ways. No attempt is made to add the burden of the U.S. dividend repatriation tax under current law. In
addition the effective tax rates do not take the tax saving from income shifting into consideration.
" The table includes data for CFCs that reported both income and foreign tax on 1RS Form 5471. The table only
includes CFCs where the sum of income for all CFCs controlled by a common parent was positive. Also, the
CFC itself must have positive income to be included in the table. (The 2006 Treasury files show that about
36 percent of CFCs did not have positive income.) Finally, CFCs were not included if their foreign tax was
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Table 3
Distributions of Effective Tax Rates on New Investment

(CFC Level)
Percentage of Total Income

Effective tax rate category
0 to < 5 percent
5 to <1 Opercent
10 percent
> 10to< 15 percent
15 percent
>,15 to<20percent
20 to < 25 percent
25 to < 30 percent
> 30 percent

Current law

Overall Minimum
Tax at 15 Percent

Per-Country
Minimum Tax
at 10 Percent

36.8
9.1
0.4
7.4
0.3
8.6
6.9
6.5
24.0

12.6
3.9
0.3
5.3
37.1
7.5
6.1
5.7
21.5

42.3
11.0
0.3
8.1
7.4
6.8
24.2

•

Notes: Calculations are based or Form 5471 eamings and profits (E&P) data for 2006 and assume
additional investment income proportional to the CFC's 2006 E&P. The sample parents with positive
total E&P only. The text provides details.

percent of 2006 E&P is in CFCs with effective foreign tax rates below 10 percent. The
next column presents the effective foreign tax rate on new investment under the 15
percent overall minimum. There is a very substantial reduction, of about two-thirds,
in investment with effective tax rates below 10 percent. That leaves 16.5 percent of
total income in CFCs with effective tax rates below 10 percent that are unaffected by
the overall minimum, compared to 46 percent of total income under current law. The
unaffected low-tax CFCs are owned by parents above the overall threshold.
Looking further down column 2 for the overall minimum tax, 37 percent of total
investment would have an effective tax rate exactly at 15 percent. In addition, the CFCs
paying high foreign taxes under current law are not much affected by the minimum tax.
The arhount of E&P in the high tax rate categories is close to the E&P in the categories
under current law. Very few of them now have an effective tax rate on new investment
at 15 percent because most are owned by parents above the threshold.

negative or if the sum of foreign tax across all of a parent's CFCs was negative. Adjustments were made
to CFC income to account for ownership percentage and for income that was transferred between entities
that were controlled by the same parent. In addition, total CFC income and tax was allocated between the
CFC and connected foreign disregarded entities (if they were present). Foreign tax for disregarded entities
was based on country-level imputations.
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Column 3, for the 10 percent per-country minimum tax, shows that, as expected, a
large amount of investment will be taxed exactly at 10 percent and no investment will
have a lower tax burden.^'' It is possible that the per-country minimum raises effective
tax rates even for CFCs with relatively high effective tax rates because some of the
entities it owns are in a tax haven and therefore subject to the minimum tax. But the
high-tax categories in column 3 indicate that this effect is relatively modest when they
are compared with column 1 (current law)." Columns 2 and 3 both suggest that a parent
having both high-tax and low-tax CFCs is relatively uncommon.
The overall minimum tax appears to be successftal in targeting the companies that
have the greatest opportunities for shifting income, although of course not as effectively
as the per-country minimum. The reason is suggested by regressions (not shown) based
on 2004 Treasury tax retum data which indicate that MNCs that are R&D intensive and
eam high worldwide profit margins have significantly lower overall effective foreign
tax rates. For example, a company with both a worldwide profit margin and the ratio
of R&D to sales one standard deviation above their respective means has a foreign
effective tax rate about 4 percentage points below the mean.
The distributions shown in Table 3 are based on corporate retums for 2006 without
any adjustments for potential behavioral responses by the companies or govemments.
They would differ between the two altemative types of minimum taxes. For example,
under an overall minimum, tax havens would be much less likely to raise their tax on
U.S. companies to soak up the minimum tax. They would not be in a position to know
each company's overall worldwide position. Indeed, U.S. companies in the same jurisdiction may be on different sides of the overall tax threshold.
The companies would also react somewhat differently under the two altematives.
The per-country minimum tax decreases the benefits of a low-tax location so companies would shift more investment to relatively high-tax countries including the United
States. They would continue to use hybrid entities to shift income from countries
with tax rates above the minimum tax. Under the overall minimum tax, the response
depends on whether the company finds itself above or below the minimum tax threshold. Below the threshold, all new investment has the same effective tax rate so there
would be a significant shift to higher tax foreign countries both compared to current
law and also compared to the per-country minimum. Hybrid entities would provide
no benefit and some may be unwound. If the MNC is above the overall threshold, it
would increase its low-tax investments because of exemption. They would become
The minimum tax calculations for column 3 were made for each country associated with a CFC and its
disregarded entities. The calculations were based on a consolidation of income by country for the entities
associated with the CFC but not across CFCs. Permitting consolidation of country income across CFCs
would reduce the impact of the minimum tax because the aggregation could bring in entities with effective
tax rates above 10 percent or with losses.
If a CFC has a loss in an entity in one country and a gain another country, the minimum tax on the latter
could make the CFCs effective tax rate substantially above 10 percent. But we exclude these possibilities
in Table 3.
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more atfractive because of the disappearance of the repafriation tax on dividends. Furthermore, using a hybrid to strip income from any country with a positive tax offers a
benefit.
Summing up, the overall minimum tax seems a serious altemative to the per-country
minimum tax. It is not as successful at targeting tax haven investments but it is much
simpler. It would also provoke fewer attempts by foreign jurisdictions to soak up the
U.S. tax.
X. INCENTIVES TO EXPATRIATE

Because proposals like the minimum tax will increase MNCs' tax liabilities relative to current law, the possibilify that this will cause some of them to expafriate is a
concem.^* The issue of expafriation has come back into focus by the recent decision
by Aon, a major insurance broker, to move its tax residence to the United Kingdom.
The company already has business operations in the United Kingdom, so.it believed
the transaction would not be restricted by the anti-inversion provisions in Section
7874. In the prospectus for the reorganization, the company stated that it expected
its worldwide tax rate to go down from 30 percent to 26 percent, which seems much
more than could be explained by any tax on its dividend repafriations. It could be that
it has trouble qualifying for exceptions to subpart F treatment of insurance income. (It
apparently expected a loosening of the UK CFC mies and had already been granted a
two-year exemption from the CFC mies.) We should note that the plan is for a stock
fransaction, so it is apparently not govemed by Section 367 on thefransfersof intangible
properfy from the United States. Any existing intangible assets will still reside with
the U.S. entify. But shareholders in Aon will have to recognize a capital gain on the
fransaction.
It is useftil to first consider why expafriation is harmful to the United States. Aon
. stated that it would move 20 key executives to London, so in this case the shift in
headquarter services does not seem to be quantitatively very significant. It is similar to
Halliburton's earlier (in 2007) shift of its headquarters to Dubai from Houston without
changing its tax residence.
We might ask what makes an American company intrinsically an American company.
It is presumably because that is where the source of excess rettims originate, particularly
the intangible assets or "know how" developed in the United States. Under an income
tax the contribution of know how should be taxed where it is developed like any other
input. Getting the value of these intai^ibles outside the U.S. tax net may be a reason

^' Shaviro (2011) discusses the electivity of corporate residence under current law and its implications
for tax policy. Allen and Morse (2013) examine firms that conducted initial public offerings in the
United States between 1997-2010 to determine the extent to which firms incorporate in tax havens.
Their careful analysis suggests that few U.S. start-ups incorporated in tax havens over the period
examined.
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for expatriation, although companies now do not seem to have any trouble migrating
their intangibles.
Another source of observed excess retums is the initial risk taking when the company
was establisbed. There are examples in recent IPOs of companies in which the know
how was developed in the United States but the venture capital financing came from
abroad. That offers some justification for a foreign tax residence.
Companies may choose to expatriate because it puts them in a better position to strip
income out of the United States using intercompany debt. Presumably tbat is due to the
weaknesses in Section 163 (j), the object of which is to restrict interest stripping ftom
the United States.^' Apart ftom avoiding the tax on dividend repatriations, a company
may also wish to escape the strictures of the subpart F rules although these have been
greatly weakened by the check-the-box provisions.
Tuming now to the altemative proposals, the large increase in U.S. tax burdens under
full inclusion will increase incentives for expatriation. Dividend exemption will reduce
tbem compared to current law. The minimum tax witb expensing will tend to eliminate
any incentive attributable to differences in the tax on the normal retum to capital. Industries like oil drilling are highly capital intensive. On the other hand, the excess retums
that are largely attributable to intangible assets would be taxed more heavily under the
minimum tax. However, companies may be reluctant to go through the valuation problems
involved in expatriating the intangibles. In any case, it is difficult to predict the net effect
of the minimum tax on expatriation. The proposal could also be linked with a change in
section 163 (j) to limit the opportunities for eamings stripping provided by expatriation.
XI. COMPLEXITY UNDER THE ALTERNATIVE PROPOSALS

Many factors affect the level of complexity under the various proposals.
1. Credit planning. Under the current system and full inclusion, that is, any worldwide system, foreign tax credits have to be calculated. Magnifying credits is an
important planning strategy, although it will be somewhat restricted by tbe new
anti-splitter rules. Credit calculations for active income disappear under the minimum tax and dividend exemption options. Foreign tax credits would still need
to be calculated for passive income but that is a much smaller pool of income.
2. Expense allocations to foreign income. This is another important source of complexity in current law.^* We have assumed that allocations are not made under
dividend exemption or any of the minimum tax options. (The issue is discussed
above in Section VII.)
^' Altshuler and Grubert (2010) suggested that a company's worldwide debt be allocated to various locations
based on assets. This would apply to both U.S. and foreign-based MNCs, similar to one of the options in
Section 882-5, which applies to the interest expense of foreign branches in the United States.
^* Graetz and Oosterhuis (2001 ) provide an excellent discussion of interest allocation rules and the complexity
imposing these rules creates.
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3. The determination of what is an active business under the active business exception in the Japanese-type version of dividend exemption. Determining what is
an active finance exception to the current inclusion of financial income in U.S.
taxable income has required elaborate rules. Interpreting the Japanese rules or
the version in the Camp proposal is very difficult. It is not clear whether anything that would pass as active income under the current subpart F rule would
fail under this approach. Furthermore, it is difficult to design a conceptually
coherent rule based on the destination of subsidiary sales, and the provision
discriminates against small countries. Companies may choose a location as a
base for worldwide sales for legitimate non-tax reasons. Subjecting them to a
U.S. tax may leave them at a conipetitive disadvantage.
Expensing in the minimum tax is in part a substitute for an active business test.
If the company is making real investments in a location, its current U.S. tax
liability is reduced and its normal return is exempt.
4. The determination of E&P by country and the computation of the average
effective tax rate for the purposes of the per-country minimum tax is a major
complication in the proposal (and is not necessary under the overall minimum
tax alternative). As indicated above, we suggest that five years of tax, including
the current year, and five years of pretax income be combined to compute the
effective tax rate.
5. The allowance for foreign acquisitions under the per-country minimum tax with
expensing. A large acquisition could create problems because the acquisition
price might have to be divided among many locations. This should be based on
the target's income in each of the locations. It is a problem that could be avoided
tinder the overall minimum tax.
6. Potential subpart F simplification. Full inclusion would certainly make much
of subpart F unnecessary. Subpart F rules would only be necessary to retain
the active-passive income distinction for tax crediting purposes. Dividend
exemption would render obsolete the Section 956 dividend provision requiring the current inclusion of CFC loans or investments in the parent. The current de minimis threshold for currently indudable "Foreign Base Company
Income," which includes passive income, is the lesser of $1 million or 5
percent of the CFCs gross income. Because any foreign income would bear a
tax of at least 15 percent under the minimum tax, that might justify raising the
threshold.
7. The treatment of branch income. The dividend exemption plans would require
new rules for branch income if it is also covered by the exemption. Instead of
being inside the U.S. tax base under current law, branches would now be outside
the U.S tax base. But this would simply require branches to be taxed like CFCs.
They would, for example, be required to pay an explicit royalty for the use of
any U.S. developed intangibles.
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8. Hybrid instruments. The dividend exemption schemes would also necessitate
mies restricting the use of hybrid instmments that convert payments deductible
in one country into exempt equity in the other, including in the United States
after dividends are exempt. This is particularly important under the per-country
option to ensure that wherever the foreign income is, it bears a (U.S. plus foreign)
tax of at least 15 percent.

XII. SUPPLY CHAINS AND COMPETITIVENESS UNDER THE MINIMUM TAX?

It is possible that one stage in a company's supply chain might be subject to the
minimum tax while the overall tax rate on all the investments for the integrated product is high. But that is not an incorrect result. The location ofthe low-tax stage might
have been chosen for tax reasons, including using it as a destination for income shifted
ftom the other stages.
The U.S. company may have less after tax income than its foreign competitors because
of the tax on the excess retum. Would that put it at a competitive disadvantage? The
concem seems to be that foreign MNCs will eventually have a lower cost of capital
because they will have more retained eamings, a preferred source of financing. But this
seems not to be a very significant possibility because the U.S. companies subject to the
minimum tax tend to be very profitable with ample sources of finance. The elimination
ofthe repatriation tax would also permit U.S. companies to make better use of their
retained eamings. Moreover, the minimum tax proposal can be expected to be part of
a revenue neutral tax reform that would strengthen the U.S. corporate sector
XIII. OTHER FIXES TO THE SYSTEM?
A. Is Formula Apportionment the Answer to Income Shifting?

Formula apportionment is ftequently argued to be the solution to income shifting
because under this system intercompany transactions play no role in the division of
income between jurisdictions (Avi-Yonah and Clausing, 2007.) In 2011, the European
Commission proposed a Common Consolidated Corporate Tax Base, a version of formula apportionment, for the members ofthe European Union. As indicated in Altshuler
and Gmbert (2010), Formula Apportionment (FA) suffers ftom many conceptual and
practical problems and appears to have no advantage over the current, admittedly fiawed.
Separate Accounting (SA) system.
Most discussions of FA fail to specify the goals of a transfer pricing or income allocation regime within an integrated tax system. In terms of efficiency, it is to preserve
neutrality in the choice between related and unrelated party transactions. Both FA and
SA distort these choices but in different ways.
The basic problem with FA is the asymmetry between the items in the formula and
the sources of income. The principal sources of income shifting are intangible assets
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that create large excess retums and the location of worldwide company debt. But these
never get into the formula. Companies can therefore exploit this asymmetry to locate
more income in low-tax locations.
Under SA, an MNC with valuable intellectual property has an incentive to locate
the high tech stage part of the production process in a low-tax location to justify large
profits there. FA also distorts the company's decision-making in order to locate more
of the excess retum in the tax haven but along different margins. If the formula is
origin based, using apportionment factors such as capital and payrolls, the company
can shift any stage of production to the low-tax country, even a very routine stage,
because it is equally successful in attracting the excess retum. Furthermore, in the
high-tax country, the company has an incentive to outsource all routine production while in the low-tax country it has the incentive to bring all suppliers under
the company umbrella to get their labor and capital into the formula. Simulations
in Altshuler and Gmbert (2010) show that FA using a capital-based formula has no
adyantages over the current system in terms of distorting decision making even though
it is assumed that a substantial amount of resources are now wasted in tax planning
under SA.
Labor and payrolls are particularly convenient for manipulating the formula to shift
excess retums. Since wages are deductiblefi-omthe pool of income to be apportioned,
an additional worker hired in a tax haven whose wage just equals their marginal product
contributes a bonus to the company. The wages get into the formula and attract more
of the excess retum. The company has an incentive to hire relatively unproductive
workers in the low-tax country.
Avi-Yonah and Clausing (2007) recommend exclusively sales-based apportionment on the grounds that the destination of sales is least susceptible to manipulation.
A single sales factor is used in many formulas for corporate tax apportionment at the
state level in the United States. But these formulas also provide many opportunities
for restmcturing activities to get more income into low-tax locations. A company can
sell routine, labor-intensive products in a low-tax location. The company may also sell
its products, to an unrelated distributor in the tax haven. The final sales may be very
difficult to trace, particularly if the product is a component incorporated into a final
good. Another responise would be for the company to do its own marketing and selling
in low-tax countries while using unrelated sellers in high-tax countries. The wholesale
prices would get in the formula for high-tax country sales and retail prices for low-tax
country sales. •
Some observers see sales-based FA as an intermediate step to a destination basis
consumption tax like a VAT. We cannot judge the likelihood of this happening, but as
outlined in Altshuler and Gmbert (2010), a sales-based formula is very far from a destination basis consumption tax. It is not a consumption tax because investment goods
are taxed like any other good and there is no deduction by the investing company. Furthermore, it applies only to corporate profits, not all of value added, which introduces
trade distortions into an income tax.
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One advantage of a VAT or other destination principle consumption taxes is that
the rebate on exports per dollar is the same as the VAT imposed on imports. Also,
in a uniform VAT, all sectors are subject to the same tax-per-dollar of sales. As a
result, there are no trade distortions, or distortions in the choice to invest abroad
rather than at home. But the sales-based formula is applied to a corporate income
tax in which companies have greatly varying levels of taxable profits relative to
sales. Differences in capital intensify could be one reason. There would therefore be
a large variefy of rebates on exports and taxes on imports, with possibly large trade
distortions.
Consider first the case of a unilateral FA system adopted by the United States. U.S.
exporters may have very high profit margins on sales while foreign companies exporting
to the United States may produce routine, labor-intensive goods with very low profit
margins. In that case, the formula would constitute a significant export subsidy because
the tax applies only to the profit portion of value added, unlike a tme consumption tax.
Taxing only one part of value added at the location of consumption can distort both
production and consumption decisions. Furthermore there is the problem of a pure
foreign exporter with no business in the United States and therefore out of the U.S. tax
net.
If the sales-based formula were adopted by all countries and there is no nexus problem,
there would be no frade distortion only in the rare cases where the sum of rebates on
exports and taxes on imports always happen to be offsetting. This would be tme, for
example, if all countries had the same tax rates or all goods and services everywhere
had the same profit margin.
B. Willing Consumers as the Source of All Value?

Apart from sales-based apportionment, there is the related view that corporate profits
should be taxed at the locus of ultimate consumption. Willing consumers are what create
value, it is claimed. The contribution of intangible assets like patents would therefore
be taxed where the final good or service is consumed, not where the patent is developed
or financed. In addition to the frade distorting effects of a sales-based formula and the
absence of any conceptual reason for ignoring the creators of a good, this view confronts
the problem of intermediate goods like components, machines, and software. Unlike
a sales-based formula, where the first third-parfy sale is presumably what is relevant,
under the "willing consumer" theory it is the final sale to a consumer that counts. The
difficulfy of identifying the location of the ultimate consumer is particularly acute in
the case of business software and capital equipment. They can contribute to the production of a variefy of goods and services over a long period of time. This problem
does not arise under a tme consumption tax like a destination basis VAT because of the
invoice-credit mechanism.
Taxing corporate profits at the point of ultimate consumption presumably applies to
sales in which the exporter has no economic presence in the consumer's location. A tax
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on a pure import is usually referred to as a tariff with its potential for distorting trade.
To be sure, there are some extreme cases in which a tariff or its equivalent is justified to
offset the effect of a corporate tax on the location of economic activity. As suggested in
Gmbert (2005), if an activity is both very mobile and capital intensive, it can move to
a tax baven and export its goods or services to high-tax countries even if the tax haven
is not the most efficient location. A tariff can offset this unproductive arrangement. In
fact, this type of phenomenon is recognized in the tax code in the form of the excise tax
of foreign insurance in section 4371. But this is very far ftom the "willing consumer
providing value" argument.
Neither "taxing income where the goods are consumed" nor a sales-based formula is
consistent with what is actually taxed in a tme consumption tax. In a consumption tax,
the excess retum eamed on the basis of a valuable patent is taxed when the owners of
the patent consume the proceeds in their country of residence. Thefinalconsumers of the
goods produced with the patent are just taxed on the eamings they spend in their country
of residence, the same tax they would pay if they spent their income on another good.
One common justification for taxing income where the good is consumed, not where
it is produced, is that the country of final consumption protects the intellectual property
embodied in tbe good. The implication appears to be that the United States should tax
imports under an income tax because the U.S. police prevent them ftom being stolen.
The corporate tax is not generally characterized as a benefit tax. (If it were, the foreign
tax would not be creditable in the current system.) If the host country protects companies'
intellectual property, a user charge for the registration and protection of the patents and
trademarks is better directed at the companies that actually benefit ftom the service.
In summary, the taxation of business income based on the location of ultimate
consumption presents botb conceptual and practical difticulties. It is not a path to a
destination basis consumption tax or a solution to base erosion.
C. Mandatory R&D Cost-Sharing Agreements

One method that has been discussed for recapttiring parent contributions to excess
retums is by mandating cost sharing agreements for R&D. But that is inadequate. What
are observed are the winners in the innovation race whose R&D expense.is a small
percentage of their worldwide income. For example, Apple Corporation's lOK report
for 2012 indicates that its R&D expense is about 7.5 percent of its worldwide after tax
income. Losing the domestic deduction for part of this expense would result in a modest tax cost in relation to its foreign income. It is of course impossible to include the
R&D expense of all of the losers in the allocation. Furthermore, there are important
increases in value not explicable by any application of inputs. That is what an increase
in U.S. total factor productivity means.
Mandatory cost sharing agreements would magnify the significance of all the current
problems with cost sharing agreements, particularly the "buy in" issue. It would bring
back all the disputes on the amount of required R&D allocations in the application of

708

National Tax Journal

Section 861-8 in the present system. Cost sharing agreements are often integral to the
complex tax planning structures that have become the focus of recent concern. In view
of all these complications, having fewer cost sharing agreements rather than more
would seem desirable.
XIV. CONCLUSIONS

We evaluate a series of proposals for the reform of the U.S. system of taxing crossborder corporate income, including (1) dividend exeinption, (2) full current inclusion
(the repeal of deferral), (3) a Japanese type of dividend exemption with a per-country
effective tax rate test subject to an exception for an active business, (4) repeal ofcheckthe-box, and (5) four different versions of a minimum tax on foreign income: (a) a percountry minimum tax with dividend exemption, (b) a per-country minimum tax with
dividend exemption, no active business exception, but a current deduction against the
minimum tax base for real investment in the location, (c) a minimum tax at the overall
foreign level at a higher rate, and (d) an overall minimum tax with expensing of current
investment against the taxable U.S. base.
To compare these schemes with current law, we first reevaluate the burden of the
dividend repatriation tax using evidence from the response to the 2005 repatriation tax
holiday. We find that the implicit cost of avoiding repatriations is higher than found in
previous estimates, particularly for high tech profitable foreign businesses, and rises
as untaxed deferrals accumulate.
We simulate the effect of the various alternatives on effective tax rates for investment
in high- and low-tax countries, with emphasis on the importance of parent-developed
intangibles and their role in shifting income from the United States.
Our analysis demonstrates that it is possible to make improvements to the system of
taxing cross-border income across many dimensions including reducing the lockout
effect, reducing income shifting, reducing distortions of the choice of location, and
reducing complexity. The goals are not necessarily in conflict. Compared to the other
schemes, we find that the per-country minimum tax with expensing for real investment
has many advantages with respect to these margins. The per-country minimum tax offsets the increased incentives for income shifting under pure dividend exception and is
better than full inclusion in tailoring companies' effective tax rates to their competitive
position abroad. No U.S. tax burden will fall on companies that earn just a normal return
abroad. The per-country minimum tax is basically a tax on large excess returns in low-tax
locations, cases in which the company probably has less intense foreign competition.
Unlike the Japanese type of dividend exemption alternative, the minimum tax does
not contain a cliff in which the income is subject to the full home country rate if it fails
the minimum tax and active business tests. Under the minimum tax with no cliff, the
company has more of an incentive to lower foreign taxes, for example by using checkthe-box to ship income to a tax haven, and will often prefer paying the U.S. minimum
tax to paying a higher foreign tax. Finally, the per-country minimum tax seems more
advantageous than the repeal of check-the-box. It is more effective in discouraging
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income shifting and raising the effective tax rate in low-tax countries. There was substantial income shifting before check-the-box. Further, repeai of check-the-box results
in a cliff with respect to income shifted to tax havens through the use of hybrid entities.
As a result, companies would unwind their hybrids and prefer to pay the generally lower
host country rates rather than the full U.S. rate. The United States would.pick up that
revenue under the minimum tax.
In summary, the minimum tax with expensing combines the advantages ofthe extreme
altematives, dividend exemption and full inclusion, and. reduces their shortcomings.
In addition, the overall minimum tax seems a serious altemative deserving consideration. While it is not as successful as the per-country minimum tax in targeting tax
haven income, it is a substantial move in that direction and is much simpler. Eamings
and tax do not have to be split up by country, which requires looking through hybrid
entities to determine where income is actually subject to tax. If an allowance is given
under the minimum tax for acquisitions, as we recommend to equalize the treatment
of greenfield and brownfield investments, this is particularly complex under the percountry version because the target's price would ftequently have to be divided among
different jurisdictions.
Our evaluation of altematives to reform also considers other options including
formula apportionment, taxing income in the jurisdiction in which consumers reside,
and mandatory cost sharing agreements for R&D. None of these seem to be attractive
altematives as their ftaws greatly outweigh their beneftts.
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