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I am Norman B. Ture, president of the Insti tute for Research
on the Economics of Taxation (IRET). I  arn grateful to the
Cornrnittee for giving me the opportunity to testi fy on the
irnplications of EC92 for American businessesr investment
policies. This testimony presents views f have expressed on a
number of occasions. These views are not necessari ly those of
IRET,  i ts  Board of  Di rectors,  or  i ts  contr ibutors.

fn t roduct ion

The European Econornic Communityrs efforts to achieve
economic integration focus on removing insti tut ional barriers to
the f low of  products ,  serv ices,  product ion inputs,  and business
enterprises among the member countries. To the extent these
efforts succeed, the European economy can realize very substan-
t ial benefits from enhanced business eff iciency. The very
essence of EC92 is to enhance economic well being by removing
ar t i f ic ia l ,  government- inposed obst ruct ions to  ef f ic ient  market
per formance.

These developments hold great promise for American busi-
nesses and for the American economy provided that (1) EC92 does
not discriminate against businesses owned prirnari ly by non-
Europeans,  and (2)  U.S.  publ ic  po l ic ies do not  prevent  Amer ican
businesses f rom responding ef fect ive ly  to  the oppor tuni t ies EC92
wi I I  o f fer  by perpetuat ing barr iers  or  creat ing new ones to  the
movement of American business enterprises and capital across
nat ional  boundar ies.  Regard ing the f i rs t  condi t ion,  the
principal EC92 constraint appears to be that the advantagTes of
in tegrat ion wi l l  be avai lab le only  to  bus inesses that  mainta in a
real operating presence in the European Community. Most American
businesses that  are eager  to  obta in these advantages have l i t t le ,
i f  any,  problem wi th th is  requi rement .  More to  the point  is
whether  these businesses wi l l  be able to  locate and operate
business ventures in the European Conmunity without confronting
U.S. tax consequences that disadvantage them compared with
fore ign compet i tors .  The real  s ign i f icance of  EC92,  I
respect fu l ly  subrn i t ,  is  that  i t  s ignals  the urgency for  an
ob jec t i ve ,  ca re fu l ,  i n -dep th  reappra i sa l  o f  U .S .  f o re ign  tax
po l i cy .



E'C92 should be seen as recognition by member countries of
the obvious facts  of  l i fe  that  a l l  o f  us l ive in  a g lobal  economy
and that our economic well being depends crit ical ly on adjusting
our domestic insti tut ional arrangements to that reali ty. The
notion of national origin of products and services has become
antigue. A great many of the products commonly purchased and
used in the United States as in other nations travel back and
forth among numerous national jurisdict ions in their
transformation from raw materials to f inished goods. Efforts to
determine national content of these products are as fruit less as
they are point less.  Prov is ions of  law or  regulat ions that  seek
to deter American businesses from seeking out the lowest cost
locations for producing components or for undertaking assembly
operations and to confine such production activity to the United
States are not only anti-cornpetit ive but unrealist ic and costly
as  we l l .

Major  features of  U.S.  fore ign tax Iaw are some of  the
pr inc ipa l  barr iers  to  ef f ic ient  par t ic ipat ion by Amer ican
businesses in  the wor ld  rnarket  p lace.  The fore ign tax prov is ions
in the federal income tax law reflect a [fortress Americarr policy
or ientat ion.  For  the past  severa l  decades,  the guid ing object ive
of our foreign tax policy appears to have been to discourage
foreign investment and business operations by American cornpanies,
based on the misapprehension that such activity occurs at the
expense of investment, production, and employment here at home.
The results of this long-standing policy have been to raise the
cost of capital confronting Arnerican mult inational businesses
with respect to both their foreign and dornestic operations, to
disadvantage them in their foreign operations relative to foreign
compet i tors ,  and to  prec lude the i r  e f f ic ient  locat ion choices.

Recent changes in our foreign tax provisions, part icularly
those made by the Tax Reform Act of l-986, have exacerbated this
protectionist complexion. The irnpetus for these changes appears
to have been revenue gains. fn fact, their principal consequence
has been extraordinary increases in the complexity of the foreign
tax prov is ions rather  than addi t ional  tax revenues for  the U.S.
Treasury Department. In the name of greater equity, these
provisions have befogged business decision making and introduced
a host  o f  ar t i f ic ia l  const ra in ts  on even the most  bas ic
considerations about what kinds of activit ies to undertake in
what locations and with what resources.

I respectful ly urge this Comrnittee to give the highest
pr ior i ty  to  a searching and cr i t ica l  reappra isa l  o f  the present
fore ign tax prov is ions.  In  under tak ing th is  assessment ,  the
Committee should seek to el irninate those provisions of present
l"aw that increase, above the levels that would prevail  in free
markets, the costs American businesses must incur to invest and
to operate in  any locat ion.



The Protect ion is t  Character  o f  U.S.  Fore ign fncome Taxat ion

Federal income tax provisions pertaining to the tax
t reatment  of  income earned abroad by U.S.  bus inesses are
essent ia l ly  protect ion is t  in  character .  In  essence,  these
provisions impose income tax on the income generated by American
businesses in foreign jurisdict ions in amounts at least egual to
that irnposed on an equal amount of incorne produced in the United
States. If  a foreign government imposes lower taxes on an
American businessr incorne generated in i ts jurisdict ion than the
U.S.  would levy on the same amount  of  domest ic  income,  the U.S.
col lects  the d i f ference.  In  other  words,  our  tax overr ides that
of a foreign government i f  i t  imposes a lower tax on the income
of  an Amer ican business in  i ts  jur isd ic t ion than we do.

The rationale offered by some economists for this system is
that  e f f ic ient  a l locat ion among a1l  poss ib le  jur isd ic t ions of  the
resources used by an American business reguires that these
resources produce per unit pre-tax earnings at least equal to
those they would earn in the United States. The l-ower the amount
of tax imposed on earnings, the lower the earnings need be to
afford after-tax earnings suff icient to induce the resource
o$/ners to commit thern to use in any part icular location. Thus,
if  the tax imposed by a foreign government is less than that
imposed by the United States on any given amount of earnitr9s, i t
wil l  pay the owners of the production inputs producing those
earnings to commit thern to use in the foreign jurisdict ion even
though their contribution to total output is greater here at
home.

The fal lacy in this argument is that the higher pre-tax
return on the use of the resources here rather than in the lower
tax jurisdict ion reflects a higher cost imposed by the government
on the use of those resources here compared to the foreign
jur isd ic t ion.  In  the face of  that  h igher  cost ,  fewer  of  those
resources are used here, in combination with other production
inputs, than would otherwise be the case. The smaller is the
amount of such inputs used in cornbination with other production
resources, the higher is their pre-tax returns. Indeed,
suf f ic ient ly  fewer of  these resources are used here to  af ford
pre- tax returns suf f ic ient ly  great  to  cover  the h igher  U.S.  tax
in order to assure that the after-tax reward. for thei-r use wil l
be at  least  as great  as in  the lower- tax fore ign jur isd ic t ion.
The obvious consequence is that we use less of the resources here
at home than we would i f  our taxes were l ighter; by the same
token,  w€ enjoy less of  the output  o f  these resources.

At the same time, our foreign tax provisions make sure that
these resources canr t  be used more prof i tab ly  in  fore ign
ju r i sd i c t i ons .  By  i ns i s t i ng  tha t  t axes ,  f o re ign  o r  U .S . ,  mus t  be
inposed on the income produced by these resources used by
Amer ican businesses in  fore ign jur isd ic t ions at  a  rate no lower



than the U.S. rate, we fol low a dog-in-the-manger or beggar-my-
neighbor  fore ign tax pol icy .  This  is  tax protect ion ism,
precisely the same as trade protectionisrn.

Trade protectionism bases its case on the assumptions that
(1) production abroad of products and services to be sold in the
United States erodes our domestic employment, output, and income,
and (2) production at home of products and services to be sold
elsewhere expands donestic employrnent, output, and income. Tax
protect ion ism rests  on v i r tua l ly  ident ica l  assumpt ions:
investment by American businesses in foreign ventures is at the
expense of domestic investment, and the production by U.S.
control led foreign corporations is at the expense of production
that would otherwise be undertaken in the donestic economy.
Neither of these assumptions is correct, conceptually or
fac tua l l y .

The decis ion by a conpany to  invest  in  fac i l i t ies and to
undertake business operations in a foreign location is irnpelled
pr inc ipa l ly  by two sets  of  considerat ions.  One of  these is  the
perception that penetration of foreign markets reguires
establ ish ing an operat ing presence in  those markets ,  even i f  most
of the products and services to be sold in that market are
produced in  the Uni ted States.  The second set  o f  considerat ions
are cost  d i f ferent ia ls ,  the determinat ion that  one or  more
product ion costs ,  inc lud ing taxes,  is  suf f ic ient ly  less in  the
foreign l-ocation than in the United States to afford the company
higher profi t  margins and a greater return on investment that can
be obtained here at home. The foreign production, therefore, is
so ld in  both the U.S.  and fore ign markets  at  lower  uni t  pr ices
than those at which it  could be sold with equal profi tabi l i ty i f
made here or in greater quantity at the prices that would be
reguired for domestic production.

Note that these condit ions and these results apply egually
to  a U.S.-owned and a fore ign-owned company operat ing in  the
foreign locatj-on. No meaningful dist inction can be drawn between
the effects in the domestic economy of foreign investment and
operat ions by U.S.  rnu l t inat ionals  and those of  fore ign-owned
companies, whether the output of those operations f lows into the
U.S.  domest ic  market  or  in to fore ign rnarkets .

Are these ef fects  in jur ious? As users or  consumers of  the
foreign-produced products, Americans are clearly equally well
served by a U.S. company or a foreign company producing the
products in an advantageous foreign location. As producers of
the products ,  the U.S.  company and i ts  owners are c lear ly  bet ter
of f  in  choosing the fore ign locat ion.  The cr i t ica l  quest ions are
(1) whether people who are not employed in the domestic economy
by the company because the production occurs abroad are injured
by the choice of  the fore ign s i te ,  and (2)  whether  the economy as
a whole loses capital, i ts direct contribution to output, and its



contribution to expanding productivity because investment is
undertaken abroad?

To show that employees are injured, one would have to prove
that they are completely special ized to the production of the
products and services that are produced in the foreign location
instead of here, so that i f  they are not employed producing those
products, they canrt be ernployed at aIl .  One would also have to
show that  the U.S.  companyrs fore ign producer  has a conplete
monopoly on the product so that no foreign-owned producer could
take advantage of the economies available in the foreign
locatj-on, produce the same products or close substitutes, and
sell  them in the dornestic American rnarket or foreign markets at
lower prices than those at which the domestical ly-produced
products would have to  be soId.  These condi t ions do not  ex is t  in
the real worId. The domestic employment consequences of foreign
production, irrespective of who owns the foreign producer, are
not  losses of  jobs but  changes in  jobs.

Part icipation in the world economy, by foreign investments
of  U.S.  companies as wel l  as by t rade,  o f ten involves economic
dis locat ions.  Employees who lose jobs because compet ing products
are produced abroad at lower costs must j-ncur the costs of
re locat ion.  These pr ivate costs  should not  be t reated l ight Iy .
To attempt to avert or moderate these costs by restr ict ing
irnports or by insist ing on domestic production of products airned
at domestic or foreign markets imposes much larger social costs.
Public policy should be guided by the recognit ion of the soeial
ga ins f rom ef f ic iency-d ic tated locat ion choices and should not
sacrif ice these gains by seeking to protect the enployment status
quo.

The notion that foreign investment is at the expense of
domesti-c investment rests on the mistaken view that the aggregate
arnount of investment in any period of t irne is f ixed. fn this
view, companies are bound to undertake the investment somewhere,
irrespective of the rates of return on the investment. fn this
scheme of things, every dollar of capital added abroad is a
dol lar  l -ess capi ta l  added at  home.

This  v iew is  at  odds wi th  rea l i ty .  Every bus iness
cont inual ly  confronts  a threshold rate of  re turn in  i ts  dec is ions
about whether, how, and where to commit i ts resources. Any
business that ignores that constraint soon f inds that i t  can no
longer acquire resources and may well wind up as a takeover
target .  A lower cost  o f  capi ta l  in  fore ign jur isd ic t ions is  much
I ike l ier  to  increase a businessrs to ta l  investment  than to  sh i f t
i ts  investment  f rom domest ic  to  fore ign s i tes.

By the same token, increasing the cost of capitat used in
fo re ign  l oca t i ons  doesn r t ,  i t se l f ,  r educe  the  cos t  o f  cap i ta l
here at  home.  U.S.  tax prov is ions that  ra ise the cost  o f  capi ta l



confront ing U.S.  mul t inat ionals  in  the i r  fore ign operat ions donr t
induce these companies to increase the amount of their domestic
investment; instead, they shrink the aggregate amount of capital
formation.

The foreign tax provisions in the federal income tax raj-se
the cost of capital confronting American-owned cornpanies in many
fore ign jur isd ic t ions,  re la t ive to  the cost  they would otherwise
confront. This occurs whenever the U.S. tax provisions have the
effect of increasing the present value of the aggregate tax
l iab i l i t ies on the resul ts  of  these companies '  fore ign operat ions
compared to  the l iab i l i t ies imposed by the fore ign jur isd ic t ions.
The resul t  is  a  lower  amount  and a less ef f ic ient  a l locat ion of
investment by U.S. companies abroad compared to leve1s and uses
that would otherwise prevail .  Just as protectionist trade
pol ic ies depr ive us of  the ef f ic iency and wel fare gains of
unobstructed t rade,  so,  too,  do protect ion is t  tax pol ic ies.

our foreign tax provisions irnpose the sarne or higher tax
costs  on the fore ign operat ions of  U.S.  cornpanies as those they
would incur i f  they conducted their foreign operations at home
and,  in  many cases,  h igher  tax costs  than are inposed by the
governments in  the fore ign locat ions.  Trade protect ion ism, in  a
perfectly analogous fashion, seeks to impose on inported goods
and services the same or higher prices as those of the same or
comparable domestical ly-produced products and services. In both
case,  the most  ef f ic ient  use of  product ion resources is  impeded,
and the weI I  be ing of  our  c i t izens is  eroded.

A truly non-protectionist tax policy would neither increase
nor reduce the effective rate of tax imposed by a foreign
government  on the income generated by a U.S.  nu l t inat ional ts
operat ions in  i ts  jur isd ic t ion.  This  cr i ter ion c lear ly  ca l ls  for
a t rue ter r i tor ia l  approach under  which U.S.  tax law would not
reach the resul ts  of  U.S.  companiesr  fore ign operat ions,  e i ther
at  the t ime those resul ts  are real ized or  on the occasion of  the
repatr ia t ion of  the fore ign earn ings.

As a pract ica l  mat ter ,  t rue ter r i tor ia l i ty  is  not  a  near-
term goal  o f  federa l  tax pol icy .  I t  should serve,  however ,  as a
guide for more modest statutory revisions aimed at moderating the
protect ion is t  character  o f  our  tax systern.  r f  nat ional  po l icy  is
to  recognize the ex igencies of  economic g lobal ism,  s ignaled by
8C92,  w€ need to reduce the barr iers  imposed by our  present
fore ign tax prov is ions to  ef fect ive par t ic ipat ion by Amer ican
businesses in  the wor ld  market  p lace.

Some Suqgested Revj -s ions

As the Conrnittee is aware, the very nearly universal
business cornplaint about the TRA86 revisions of the foreign tax
provl-sions is the enormous cornplexity they added to the law.



This added complexity greatly increases compliance costs. In
doing so, i t  increases the tax costs of investment and operations
in fore ign jur isd ic t ions.

one highly constructive effort the Committee might welI
undertake is sinpl i f ication of the foreign tax provision changes
made by the TRA86. fn a great many cases, these changes were
made ostensib ly  to  c lose of f  so-ca l led tax avoidance
oppor tuni t ies,  hence to  increase U.S.  tax revenues f rom fore ign
operations of American businesses or to accelerate the receipt of
these revenues. It  rnay well be that these changes have fai led to
generate incremental tax revenues suff icient to offset the
revenue losses f rom the increase in  deduct ib le  compl iance costs .
If  the Committee were to f ind this to be the case, repeal or
further amendment of the TRA86 changes in the interest of
simplif ication would not only enhance the net tax revenue f low to
the Treasury; i t  would, even more importantly, reduce the tax
cost of the foreign operations of American businesses and improve
their cornpetit ive posit ion in the world rnarket.

Obvious candidates for the proposed review by the Committee
are the provisions of present law that differentiate foreign tax
credit treatment on the basis of the character of the income or
the jurisdict ion in which the income is realized. The numerous
dist inctions in the tax law with respect to kinds or sources of
income and expense have no just i f icat ion in  economic log ic .  In
par t icu lar ,  the d is t inct ion-  between so-caI Ied pass ive income and
rrotherrr income has no economic meaning. Source and al location
ru les s in i lar ly  defy  economic log ic  and impose ar t i f ic ia l
const ra in ts  on business decis ion rnak ing.

Perhaps the most challenging set of provisions in the
present  law is  Subpar t  F.  I t  is  d i f f icu l t  to  understand the
reasoning underlying rules that hold that i f  a control led foreign
corporation responds to the lower taxes irnposed by a foreign
government ,  i t  nay not  defer  payment  of  the addi t ional  U.S.
income tax on its rrsubpart Frr income unti l  that incorne is
repatr ia ted.  By accelerat ing the u.s .  tax payment ,  the ef fect ive
rate of tax on Subpart F income is increased. This incorne, of
course,  consis ts  of  re turns on the capi ta l  used by the contro l led
fore ign corporat ion and af f i l ia tes.  Increasing the ef fect ive tax
rate on these returns increases the cost of capital committed to
the business activit ies that produce them.

Subpart F is at odds with good tax policy both with respect
to  i ts  s ing l ing out  cer ta in  types of  income for  d is t inct ive tax
treatment and for subjecting that income to tax before i ts
ef fect ive receipt  by the U.S.  person.  The pr inc ip les of
terri torial i ty that I suggested as guides to l inited reforrn of
our  fore ign tax prov is ions s t rongly  urge a cr i t ica l  re th ink ing of
Subpar t  F.



At the very least, the Comnittee should reexamine Subpart F
in the context  o f  the oppor tuni t ies and chal lenges posed by 8C92.
At the very t irne that EC92 would treat al l  business activity in
the EEC as occurring in a single market, our Subpart F rules
continue to insist on identifying the member countries as
separate economic jur isd ic t ions.  Under  8C92,  European conpanies
presumably wiII be able to incorporate and do business as Europe-
wide corporat ions.  They wi l l ,  accord ingly ,  be f ree to  choose the
locat ions for  the i r  var ious act iv i t ies on the basis  of  rea l  cost
considerat ions,  unaf fected by tax d i f ferent ia ls .  In  contrast ,
U.S.  companiesr  locat ion and consol idat ion decis ions wi l l  have to
conti-nue to be guided by concerns about Subpart F t s treatrnent of
undistr ibuted earnings. Even barring repeal, dt the very least
Subpart F should be amended to treat the European Community as a
s ing le country  for  purposes of  i ts  appl icat ion.

I am sure that many other witnesses, part icularly those from
the business community, have offered the same or similar
suggest ions.  I  hope the Commit tee wi l l  g ive carefu l
considerat ion to  these proposals .

Conclus ion

Our foreign tax provisions have moved over the last several
decades in a direction that is increasingly at odds with what has
been happening in the real world. f  hope that our public policy
makers are s incere in  the i r  widery professed desi re to  a l row
American businesses to be more effectivery conpetit ive in the
wor ld  market .  r f  so,  por icy makers must  recognize that  the f ree
flow of investrnent and business operations across national
borders is  essent iar  to  the real izat ion of  that  ob ject ive.  To
this end, our tax laws need to be revised to reduce the penalt ies
they now impose on invest, ing and operating abroad.
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