POLICY BULLETIN B3

COMPETITIVENESSAND THE U.S. TAXATION OF
CORPORATE INCOME

The current House Ways and Means Committee hearings on the issue of U.S. competitiveness
indicate the beginning of serious Congressional concern over the effect on the U.S. position in the
world economy of acumulation of tax and other |egislation adopted with strictly domestic political
considerations in mind. From the tax standpoint, the failure to consider competitiveness had its
culmination in the 1986 tax legidlation, when the rules applying to business, and to international
operationsin particular, were wrung out to produce revenue to fund personal tax cuts, leaving inthe
aftermath a system that many regard as essentially unadministrable and economically damaging.
The hearings announcement makesit clear that afundamental reexamination of principleisinvited.
Thisisall the more welcome for being long overdue.

Itisastriking fact that the U.S. approach to the taxation of international
business operations is unique in the world in important respects...this
unigueness alone should sound warning bells. What do other nations know
that we may have been missing?

We must begin to come to terms with the overriding fact of cross border economic integration.
Today U.S. firms overseas sales exceed $1 trillion, or four times U.S. exports. Exportsand imports
account for nearly afifth of our economy, about double the proportion of only two decadesago. (In
some European countries, exportsand imports are over 40% of theeconomy.) Anincreasing portion
of exports and imports consist of materials, work in process, and capital goods, rather than finished
products. Major industries now operate across national boundaries in the way they operate across
state borders. (Imagine the condition of our economy if each state imposed atax regime similar to
our federa rules!)

It isastriking fact that the U.S. approach to the taxation of international business operationsis
uniqueintheworldinimportant respects, particularly regarding itsimpact on activitiestaking place
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entirely outside the U.S. In an increasingly integrated world economy, where leading industries
must be successful everywhere in order to survive at home, this uniqueness alone should sound
warning bells. What do other nations know that we may have been missing?

The guiding principlewe havetried to follow (with some exceptions) has been what economists
call capital export neutrality. Basically, theideaisthat someone doing business abroad should bear
the same U.S. tax burden as someone operating domestically. A high degree of extraterritoriality
isimplicit in such an approach.

Theprinciplethat seemsto have received more emphasisin other nationsisthat of capital import
neutrality, or the idea that someone doing business abroad ought to be able to operate on the same
terms, from atax standpoint, as those with whom he competes.

The second main argument is...that unless the results of U.S. companies
foreign operations are taxed at least as heavily as domestic business,
investment and jobs will run off to foreign locations...This argument has
serious flaws.

Although the choice of guiding principle, or more precisely the choice of the right mix of these
inherently conflicting principles, is acomplex matter, two arguments have sustained the emphasis
in the U.S. on capital export neutrality.

Thefirst might be termed afairness argument — isit fair to tax a domestic business differently
or more heavily than one that operates abroad? This issue is most sharply focused in the case of
goods manufactured abroad and sold in the domestic market.

The fairness question should be addressed in a real world context. In an integrated global
economy, goods and serviceswill be sold across borders and into the country, either by domestic or
by foreign firms. If U.S. firmsdon't do it, foreign firmswill. 1n any case, economic factors with
larger weight than taxeswill normally affect thetransaction. In many instances, major multinational
industriesdo not competewith purely domestic firms. Theargument'sapplicability isfurther blurred
by the fact that production processes are taking place without regard to borders. Parts and work in
process move all over the world, and knowledge and material inputs may come from many sources.

In these circumstances the fairness argument represents a partial perspective, reasonable in
limited instances where it may apply, but lacking in comprehensiveness. Other industrial nations
with much higher level s of cross border economic integration than presently prevail intheU.S. have
not hesitated to implement effectively territorial systems in which their domestic firms operating
abroad pay whatever taxes, higher or lower, apply intheforeign locale, and are often able, under tax
sparing treaties or by law, to bring the earnings home at little or no additional tax cost. These
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nations typically have organized labor forces and domestic political pressures similar to the U.S,,
yet they have apparently concluded that the inward-looking fairness argument is far outwei ghed by
the economic benefits to be gained from eliminating tax impediments to competitiveness.

The second main argument isone based on ideas of efficient capital allocation. Herethethought
is that unless tax rates are the same, capital investment decisions will be distorted by the tax
differentials, and economic inefficiencies will result. (Isn't it interesting that adherents of this
argument have not seenfit to support aU.S. subsidy for overseasoperationsin higher tax countries?)
More particularly, the argument is that unless the results of U.S. companies foreign operations are
taxed at least as heavily as domestic business, investment and jobswill run off to foreign locations;
other nations, it is argued, will be richer and the United States will be poorer, as aresult.

...the argument presupposes that the total amount of saving and investment
undertaken by the nation is fixed, so that if we invest more abroad we
necessarily invest less at home...If the argument were correct, confiscatory
taxation of our foreign operations would produce an investment boom here at
home, no matter how unpromising the domestic investment climate.

Thisargument has seriousflaws. Implicitinit isthe assumption that our domestic economy is
affected only by U.S. investor decisions concerning U.S. capital. Today inward direct investment
playsanimportant role. Moreimportantly, theargument presupposesthat thetotal amount of saving
and investment undertaken by the nation is fixed, so that if we invest more abroad we necessarily
invest lessat home. Neither theory nor experience supportsthisview. If theargument were correct,
confiscatory taxation of our foreign operations would produce an investment boom here at home,
no matter how unpromising the domestic investment climate.

Another argument often heard isthe "dippery slope.” It isthought that should we modify our
approach there will be international competition tending to drive down taxes on international
business. Itishoped that revenue pressurein other countrieswill eventually force them to copy our
practices and reduce the competitive disparity.

Thereislittle sign of such development. While some nations have adopted limited Subpart F
type rules to address situations of gross avoidance of domestic tax, there is nothing remotely like
U.S. practice in effect or contemplated. Perhaps the right distance to go down a dlippery slopeis
about as far as others have, and stop there — like they have. The notion that what we do ought to
set the pace for everyone el se smacks of hubris; otherswill follow what we do in some respects (as
with recent rate cuts), but thereislittle reason to think they will radically overhaul their systemsto
mimic something that we ourselves roundly criticize for its complexity and inefficiency.
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Instead of clingingto the hopethat otherswill eventually conformto our past practice, we should
be asking ourselves why, after more than thirty years, there continues to be a general indifference
to adopting our approach.

The notion that what we do ought to set the pace for everyone else smacks of
hubris...thereislittle reason to think they will radically overhaul their systems
to mimic something that we ourselves roundly criticize for its complexity and
inefficiency.

If the intellectual case for the heavy U.S. emphasis on capital export neutrality has a parochial
guality and seems unconvincing, there are nevertheless considerabl e political pressuresthat pushin
the same direction. Protectionists favor a tax regime that tends to preclude effective U.S.
participation in the global economy — witness the Burke-Hartke proposals of the 1970s.
Mercantilism in taxation is unlikely, however, to reverse the growing global integration that is a
product of the technological revolution. At most, it will smply handicap U.S. competitors, and
result in growth in jobs and wealth elsewhere.

Although Burke-Hartke was not adopted, we have nevertheless moved, wittingly or not, a
considerable direction towards realization of its objective, which was to impede international
operations through elimination of the foreign tax credit and elimination of deferral.

Protectionists favor a tax regime that tends to preclude effective U.S.
participation in the global economy... Mercantilism in taxation is unlikely,
however, to reverse the growing global integration...it will ssimply handicap
U.S. competitors, and result in growth in jobs and wealth elsewhere.

A desirable tax policy should encourage the development of headquarters-type activitiesin the
United States, including research functionsand management expertise. We should seek to maximize
high value-added processes and jobs, while not discouraging the migration of low wage, low skill,
and low value added work to regions where it may be done on a competitive basis. It is clear that
al of thisis going to happen anyway — it isjust amatter of which countrieswill best facilitate the
process, enabling their multinational firms to be fully competitive, assuring the creation of high
quality jobs at home, and thereby benefitting their citizens the most.

Such a process benefits less developed countries as well, by allowing them to commence
economic development by furnishing jobs that may go begging in advanced countries, but are
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desperately needed locally. This process furnishes aredlistic and humane alternative to the failed
government-to-government aid policies. The extensive networks of tax sparing treaties that
characterize other industrial nations undoubtedly reflect, at least in part, this rationale.

Our approach to taxes standsin ironic contrast to our relatively liberal position
on trade.

One wonders at the logic of those who seek by any meansto retain low level jobsin the face of
our need to upgrade the work force. Perhaps it is because these are the only jobs that can be
organized. Such considerations are not only poor policy but unworthy of anation of great wealth
and substantial full employment. Our preoccupation appearsto beinterest-group driven, and appears
to havelittleinfluencein other devel oped countries. None of thisisto deny there are problemswith
marginal workers, but these should be addressed through educational means, not by an out-of-step
tax policy that threatens competitiveness.

Unfortunately, from the standpoint of taxes, we have badly handicapped ourselvesin adjusting
to the trend toward economic integration. Our approach to taxes stands in ironic contrast to our
relatively liberal position ontrade. Considerable harm isbeing donefor what arerelatively meager
revenues in terms of the U.S. budget.

Perhapsterritoriality should be an ultimate goal. It's attainment, however,
would pose many difficult transition issues...there are more limited changesto
start with...that would contribute to creating a tax environment more favorable
to U.S. business competitiveness.

How might we improve things? Some have proposed replacing the corporate income tax and
payroll tax with auniform businesstax that would be border adjustable. However desirablethelatter
feature may be deemed to be, there are some who fear that such a tax would be adopted as an
additional, rather than substitute tax. Noincreasein tax, no matter how well designed, can possibly
improve competitiveness. There are many who fear that adoption of anew source of revenuewould
be dangerous to sound fiscal management, given our demonstrated record on the federal budget.

Others have recommended adopting aterritorial tax system. Perhapsterritoriality should be an
ultimategoal. Itsattainment, however, would pose many difficult transitional issues. Asapractical
matter, there are more limited changes to start with (even these changes would represent a
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considerable departure from current practice) that would contribute to creating a tax environment
more favorable to U.S. business competitiveness.

An effective foreign tax credit system coupled with deferral can be as consistent with
competitiveness as aterritorial system. Our problem isthat both the credit and deferral have been
substantially eroded.

Theforeign tax credit has been rendered lessthan fully effectivein two principal ways. First the
Section 861 regul ationsrequirethe allocation of domestically incurred expense on aunilateral basis,
i.e., there is no assurance the expense so allocated will be deductible anywhere.

An effective foreign tax credit system coupled with deferral can be as consistent
with competitiveness as a territorial system. Our problem isthat both the credit
and deferral have been substantially eroded.

For example, afirm that performs research or incurs interest expense in the United States will
have some of that expense allocated to foreign source income, in many cases reducing foreign tax
credits otherwise available. This is tantamount to the loss of tax benefit for expense incurred to
produceincome. Foreign nationswill not allow such expenseto be deducted against their taxes, any
more than the U.S. allows deduction of foreign expenses against U.S. income.

While allocation as an abstract concept may be correct, it probably should have been
accomplished, if at al, through multilateral treaty negotiation in order to avoid double taxation. To
do otherwise places the interests of the fisc ahead of the competitiveness of the taxpayer —
something unlikely to enhance revenues in the long run.

Further, the regulations are quite uncertain (allocation of expense is inherently a matter of
arbitrary judgment) and have created utter unpredictability as to the ultimate tax costs of foreign
transactions. Such uncertainty is itself productive of considerable economic inefficiency. It
discourages repatriation of capital that might otherwise support investment in the United States.
Section 861 allocation is unique to the United States; no other nation imposes such a burden on its
multinational business.

Second, the 1986 Act lowered rateswhile greatly broadening the base, sharply raising corporate
taxes. For example, U.S. capital recovery provisions were lowered to the bottom rank of industrial
nations. When the smoke cleared, corporations were paying more tax than ever before, but their
foreign tax credits were "excess."

It may be that by a change in labels, a partial back door repea of the foreign tax credit was
accomplished. The effect of the rate cut, unilateral expense allocation, and the drastic changesin
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the U.S. tax base have drawn into question the effectiveness of U.S. rulesrelating to comparison of
the domestic and foreign tax bases necessary to assure that the credit is effective in preventing
double taxation. In addition, there is a plethora of specific problems not discussed here that arise
from cumulative efforts to raise revenues by arbitrarily limiting credits.

Apart from foreign tax credit, another broad problem areaisthat of the so-called anti - deferral
rules. Deferral, or the practice of not taxing overseas subsidiary earnings until remitted to the U.S,,
has long been thought necessary to assure some degree of competitivenessin aworld of primarily
territorial, or effectively territorial tax systems. Deferral islimited by the so-called Subpart F rules,
which have expanded far beyond their original goal of preventing tax avoidance in the case of
foreign base company operations and passive income.

Therationale for the United States attempting to preclude its multinationals
from minimizing foreign tax is elusive.

Many types of active business income are now caught, or arguably fall within, the passive
definitions, and therefore suffer accelerated taxation. Thisis becoming a worse problem with the
technological revolution, because an increasing proportion of value added in world trade is
accounted for by intangibles, income from which may fall within passive definitions even though
it represents active businessincome. To that extent, the purpose of alowing competitiveness with
effectively territorial systems elsewhere is defeated.

To the extent Subpart F appliesto wholly foreign transactions, precluding avoidance of foreign
taxes, we may be shifting tax revenuesfromthe U.S. fiscinto foreign coffers. Current U.S. taxation
of the Subpart F earnings may induce shifting the site of foreign operations to higher-tax
jurisdictions so that the foreign income eventually comes back to the U.S. carrying substantial
foreign tax credits. The use of foreign base sales and service companies by foreign multinationals
is common practice — often for business purposes as well as for tax savings. Concerns over the
levels of incomein the base companies aretypically addressed by advanced pricing rulingsor inthe
course of tax audits.

The rationale for the United States attempting to preclude its multinationals from minimizing
foreigntaxiselusive. Perhapsit can beviewed as some sort of foreign aid out of the pocketsof U.S.
business, transferring revenuesto foreign treasuries where they would not have otherwise collected
them. Itistoo bad other countriesdon't reciprocate by trying to force their compani es unnecessarily
to pay U.S. taxes.

Of course, in many cases our rules do not actually cause the payment of foreign tax or even of
U.S. tax; companies simply avoid engaging in transactions they would otherwise carry out for good
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business reasons, and which their competitors carry out every day. Or the transactions may be
carried out in other ways, abeit at higher cost.

Theunderlying rationalefor these strange distinctionsuniqueto U.S. law seemsto bethat unless
varioustransactionsthat allow the multinational enterprise effective use of itsown capital aretreated
as the equivalent of dividends, deferral will too much resemble outright exemption, in derogation
of the capital export neutrality concept. If one concludes, however, that that standard is of dubious
value in today's competitive environment, then such rules may be seen as no more than useless
abstractions that impose needless costs on the U.S. firm which its competitors never face. Thefact
that such provisions often do not produce revenue makes them especially futile.

To summarize, an attempt to comprehend changed circumstancesintheworld economy and their
implications for our tax treatment of corporationsis an urgent undertaking. It must be recognized
that an integrated global economy and the vital interest in assuring that U.S. multinational s remain
viablewill impose considerablerestraintsin thefuture on what hasin the past been found convenient
as amatter of domestic politics.

Henceforth, the first question that should be asked about any tax proposal is
" how does this compare with what other nations do?"

Great changes have taken place in the world, but our approach to taxation seems to be running
on the fumes of the last intellectual fill-up, which took place in about 1962. Henceforth, the first
guestion that should be asked about any tax proposal is "how does this compare with what other
nationsdo?' Membersand staff should ask not "how can we get somerevenuewith theleast adverse
public reaction," but "how can we raise revenues in ways that are least burdensome, that minimize
the inevitable economic losses that result from taxation?"

| believe that something like this is the attitude taken toward taxation of corporate income in
those foreign nations that have turned in astonishing records of economic development, and which
have shown far more sophistication than we have about the importance of, and conditions for,
successful competition in the global economy. Suffice it to say that their tax systems have avery
different appearancethan the unwieldy hypercomplex system under whichwelabor. Perhapsinstead
of offering them advice, we should be seeking it.

Competitiveness is also affected by the domestic aspects of the corporate income tax. New
business enterprises start off domestically long before they expand abroad. Capital cost recovery
and research provisions which compare poorly with other nations are not adequately compensated
by a somewhat lower than average rate. Internal rules that hamper capital formation and new
business enterprise relative to rules prevailing in other jurisdictions will tend to cause economic
development to shift away from the U.S.
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Thebasic corporateincometax issueisitsburdensomenessrel ativeto therevenuesderived from
it. Isit asensible way to raise taxes?

Thetax antedatesthe personal incometax; it wasoriginally adopted asarelatively painless, very
low-rate tax on what were seen as large pools of income and wealth. Basically, no more economic
sophistication was brought to the issue than to the establishment of those fortresses on the Rhine
which collected tolls from river traffic in the Middle Ages.

Deadweight losses from reduction in investment and other causes may impose
costs on the economy far in excess of revenuesraised. Some estimates are
around $150 hillion per year, on a tax that recently raised about $105 billion.

At today's rates and base, with complex rules elaborated to cover in detail a multiplicity of
activities, the tax has become extremely burdensome. Last year the National Association of
Manufacturers released a study, based on work done by Arthur D. Little & Co. for the Internal
Revenue Service, that estimated a compliance cost of over 60 cents per dollar of revenue.

Unfortunately, that is only the tip of the iceberg. Deadweight losses from reduction in
investment and other causes may impose costs on the economy far in excess of revenues raised.
Some academic estimates are around $150 billion per year, on atax that recently raised about $105
billion.

The U.S. corporate income tax is one of the more damaging things we do to
ourselves. It issomething we have blundered into as a result of years of
pursuing the politically expedient, rather than what is known to be sound

policy.

No one knows where the burden of the tax falls. Clearly it isnot borne by "rich corporations,”
which are themselves nothing more than legal fictions, pieces of paper filed in state offices. Only
people can be affected. There are three possible choices; customers (through higher prices),
employees (through reduced employment or lower wage growth), or shareholders (through lower
returns to invested capital).

Present economic theory gives no clear answer. However, in a time of substantial import
competition (about 70% of U.S. production faces such competition), opportunities to pass the tax
forward to customers are severely limited. The tax probably functionsto a substantial degree asa
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regressivetax onlabor throughitseffectsinlowering capital investment that would makelabor more
productive and thereby result in higher growth in labor's real incomes. Moreover, most share
capitalis today indirectly owned by workers through pension and benefit plans, so the tax again
comes back to labor.

Whatever the actual incidence, one cannot say much for the equity or efficiency of atax where
no one knowswho bearsit, and where the burden isprobably different in every case depending upon
circumstances.

Most members of Congress sincerely want to do the right thing — they do not
want to cause actual harm even where political pressures are great. Lacking
sound advice, however, they will tend to follow the easiest path...Tax policy
professionals generally have failed to make clear to legislatorsthe real costs of
what we have been doing.

The real vice, however, is that the tax pulls income from the economy at exactly the point at
which it would otherwise be invested. Corporations account for only about 8% of total taxable
income, yet they typically account for more than half of the net saving in the U.S. For most
corporations, every dollar paid in taxes is a dollar not invested in research or new productive
equipment. In a weak saving economy, concentrating tax effort on corporations imposes an
enormous cost in lost economic growth. To focus that effort, as was done in the 1986 act, on
sensitive leading-edge multinationals that are locked in a competitive struggle for survival is the
height of folly — folly of akind that no other nation is committing.

If all these mattersarewell known, itisequally truethat they aregenerally ignored. Thefeatures
that make the tax so undesirable economically are the ones that make it politically appealing.

The U.S. corporate income tax is one of the more damaging things we do to ourselves. It is
something we have blundered into as aresult of years of pursuing the politically expedient, rather
than what is known to be sound policy. We are fortunate that other countries have to some extent
made the same mistake, although they have not pushed nearly as far as we have.

Most members of Congress sincerely want to do the right thing — they do not want to cause
actual harm even where political pressuresaregreat. Lacking sound advice, however, they will tend
to follow the easiest path. In the tax areathey heavily depend on advice from professionals. Part
of the problem is that the lawyers among us have gotten caught up in elaborate conceptualisms to
the extent that they have lost sight of fundamental goals. Economists could have done better, too.
Tax policy professionals generally have failed to make clear to legidatorsthe real costs of what we
have been doing.



Page 11

Whilewe may be politically constrained from amajor overhaul at this point, we should at |east
try to put public discussion and political debate on a more rational footing, and be more cognizant
of the likely effects of what we do than we have been to date. A full recognition of the economic
costs we impose upon ourselves may lead to more rational decision making in the future.

Bill Modahl

Bill Modahl isDirector of Tax Affairsfor Digital Equipment Corporation. These commentsarehis
own Views.

Note: Nothing hereisto be construed as necessarily reflecting the views of IRET or as an attempt to aid or hinder
the passage of any hill before the Congress.



